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CHAPTER I 

INTRODUCTION 

United States' investors purchased approximately $4.7 billion 

of new mutual fund shares in 1966 compared with purchases of 

approximately $53.3 million In 1941.' The growth of mutual funds 

and closed-end investment companies as important vehicles of invest

ment in the United States is described in a report by the Securities 

and Exchange Con-mission, as quoted by AV. Alec Brock Stevenson, as 

"probably the most important single development in the financial 

history of the United States during the past 50 years." 

The equity arrangement of mutual funds is different from that 

of the normal corporate enterprise. The ordinary corporate enterprise 

issues capital stock at relatively infrequent intervals, and the 

capital stock is subsequently traded among the investing public. 

Although the corporation may repurchase its outstanding securities, 

the investor cannot require the corporation to redeem his shares. 

In contrast, mutual funds continuously issue new shares to 

the investing public and agree to redeem their outstanding shares at 

the request of the investor. The normal charge to the incoming investor 

'investment Company Institute, Mutual Fund Fact Book, (New York: 
Investment Company Institute, 1967, Annual Edition), pp. 10-11. 

^Alec Brock Stevenson, Shares in Mutual investment Funds 
(Nashville: The VanderbiIt University Press, 1946), p. 25. 



Is the net asset value per share plus a "loading" or marketing fee. 

Redeeming investors normally receive the most recently calculated net 

asset value per share upon redemption of their shares. 

For purposes of calculating the net asset value per share, 
portfolio securities are valued at most recent market 
quotations, other assets such as cash and receivables 
are Included at book value, and liabilities are deducted 
at their recorded amounts to arrive at the total net asset 
value of the fund. This total is divided by the total 
number of capital shares outstanding to determine the net 
asset value per share.^ 

Purpose, Nature, and Importance of the Thesis 

Although mutual funds have been the subject of exhaustive 

research, relatively little attention has been directed to the nature 

of their equity arrangement. Within the framework of the equity 

arrangement of mutual funds, the purpose of this thesis is to analyze 

the effects upon mutual fund investors of increased and decreased 

capitalization. The analysis is limited to the inherent effects of 

Increased and decreased capitalization within the equity arrangement 

of mutual funds and is preceded by discussions of the development, 

federal regulation, and federal taxation of mutual funds. Increased 

and decreased capitalization will be related to their effects upon 

the amount and taxable status of net investment Income and capital 

gains dividends. 

Due to their Inherent differences, the analysis must be 

approached from a viewpoint of the different components of net asset 

value per share Included in redemption and purchase payments. The 

^John A. Tracy, "Accounting for Mutual Funds," Journal of 
Accountancy, Vol, 116 ($eptember, 1963), p. 50. 



components of net asset value per share which affect the amount and 

taxable status of future dividends are undistributed net investment 

Income, undistributed capital gains, unrealized appreciation, and 

unrealized depreciation of investments. In the analysis of Increased 

capitalization, these components of net asset value per share will be 

analyzed with respect to "established investors" and "incoming 

investors." In the analysis of decreased capitalization, these 

components of net asset value per share will be analyzed with respect 

to "remaining Investors" and "redeeming investors." 

The Importance of this analysis is primarily related to the 

Inherent Importance to mutual fund investors of the amount and 

taxable status of dividends. To the extent that the conclusions of 

the analysis may be considered material to the decisions of established 

and prospective Investors, the analysis is Important to the accounting 

profession. 

The Importance of the various sections of the thesis will 

depend considerably on the status and investment objective of any 

particular mutual fund. For example, if a mutual fund has accumulated 

a substantial balance of unrealized appreciation, the analysis of 

unrealized appreciation may be of material importance to the mutual 

fund's position. Likewise, if a mutual fund's objective emphasizes 

realization of capital gains rather than net investment Income, the 

analyses of undistributed capital gains, unrealized appreciation, and 

unrealized depreciation will be of importance. 



Definitions of Terms 

For the purposes of this thesis, the following definitions are 

applicable: 

MuJMjaj_JujTd.—A business organization, with the previously discussed 

equity arrangement, whose primary function is the Investing of capital 

contributed by its shareholders in the securities of other companies 

and managing these investment holdings to yield net investment income 

and capital gains. An organization of this type v/l11 also be referred 

to as an open-end investment company. 

Closed-end Investment Company.—A business organization whose primary 

function is the investing of capital contributed by its shareholders 

in the securities of other companies and managing these investment 

holdings to yield net investment Income and capital gains. The 

equity arrangement of this type of organization is similar to that of 

an ordinary business corporation; i. e,, its shareholders do not have 

the right to request the closed-end Investment company to redeem 

their shares or selI them more shares. 

Management investment Companies.—Mutual funds and closed-end 

investment companies will be collectively referred to as management 

Investment companies. 

Net Investment Income.—Net investment income is such regularly 

recurring income as cash dividends on stock and Interest payments from 

debt instruments less all expenses of the mutual fund.^ 

Capital Gains.—Profits realized from buying, selling, or trading In 

investment securities. 

Ibid. 



Capitalization.—This term will be used In reference to specific 

components of net asset value per share, such as net Investment 

Income and unrealized appreciation. Increased capitalization refers 

to an excess of payments from Incoming Investors over payments to 

redeeming Investors. Decreased capitalization refers to an excess of 

payments to redeeming Investors over payments from Incoming Investors. 

Due to the Improbability that increased capitalIzatlon wl11 occur 

with a decrease In outstanding shares. Increased capitalization will 

be considered the same as an Increase In outstanding shares. Likewise, 

decreased capitalization will be considered the same as a decrease 

In outstanding shares. 

Unrealized Appreciation.—The excess of the market value of the mutual 

fund's portfolio over the cost of the portfolio to the mutual fund. 

Unrealized Depreciation.—The excess of the cost of the mutual fund's 

portfolio over the market value of the portfolio. 



CHAPTER I I 

DEVELOPMENT OF INVESTMENT COAAPANIES 

Development in Great Britain 

Over the years there were instances on the continent 
of Europe where great Institutions appeared analogous to 
investment trusts, but Great Britain, for a century before 
the First World War the world's leading creditor nation, 
was their original home and fostered by far their greatest 
development.' 

Although Britain Is the home of investment company development, most 

authorities consider the Societe Generale de Belgique, established by 

IVIllIam I in 1822 at Brussels, Belgium, to be the first Investment 

company In history.^ Since this corporation was originally a bank and 

possessed only some of the characteristics of an investment company, some 

authorities consider the Foreign and Colonial Government Trust to be the 

first true investment trust. Established in London in 1868, the purpose 

of this English trust was "in diminishing the risk of investing in 

Foreign and Colonial Government stocks, . . ."-'̂  

The earliest English and Scottish Investment trusts v/ere true 

common law trusts, hence the name "Investment trust." A courf decision 

,'-^ 

'Hugh Bu II ock, The Story of Investment Companies (New Yorl:: 
Columbia University Press, 1959), pp. 8-9. 

2 Investment Company Institute, M£na.gil'lgnj _ J n v er. t m e n t Comp a n I e r>, 
(Englewood CIIffs: Prentice-Hall; Inc., IQ62), p. 6. 

^Bullock, p. 2. 



In 1879, which was later reversed, required the trusts to register 

under the Joint Stock Companies Acts of 1862 and 1867. After this date, 

all but one of the trusts changed to corporate form or liquidated their 

holdings. "Henceforth they were called, 'Investment trust companies,' 

the common British term In use today."^ 

The early British investment trusts desired stable income and 

were basically very conservative. Any profits resulting from trading 

in securities were retained by the trust. "Earnings, above dividend 

requirements and expenses, were allocated to a reserve to protect the 

participant's Income against a rainy day."^ 

The early capital structures of British trusts were not complex. 

Participating certificates were Issued against securities 
held In trust or. If the "trust" was in corporate form, 
the corporation issued only common stock—the British 
term is "ordinary shares."° 

The Investment "trusts" later began to issue debentures and "preference" 

shares, and the common practice In Britain today Is to have some 

degree of leverage in the capital structure. All British investment 

-7 

trusts were of the closed-end variety until the 1930's.' 

Two factors are considered of primary Importance in the early 

growth of British Investment trusts. The Joint Stock Companies Acts 

of 1862 and 1867 allowed Investors to share in profits while limiting 

their liability to the amount of contributed capital. This feature of 

limited liability was naturally an attraction to the Investment trusts 

''•investment Company Institute, p. 12. 

•^Ibld., p. II. 

^Ibid., pp. lO-lI. 

•^Ibld., p. I I. 
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Which changed to corporate form. The rise In the price of British 

government securities, knov̂ n as "consols," was also a contributory 

factor in the growth of British Investment trusts. The consols had 

risen in price to the extent of yielding only slightly more than three 

per cent, and the low yield on Investments in Britain led investors to 

examine the feasibility of foreign investments.^ This began the 

"heyday of British foreign investment." British Investors exported a 

capital surplus of approximately half a billion pounds between 1815 and 

1875.^ During this period, investment trusts developed as a primary 

means of investing in foreign securities. 

As a vehicle of British foreign investment, these companies 

were Important In the development of the American economy. 

Substantial amounts of money invested in British and 
Scottish Investment companies helped finance the develop-

• ment of the American economy after the Civil War. 
Farm mortgages, railroads, and other industries in 
the U. S. were financed to a large extent by these 
companies.'^ 

Robert Fleming, the "Father of Investment Trusts," was instrumenta 

in this grov/th of British investment in the United States. Born in 

Dundee, Scotland, In 1845, Fleming was sent by his employer to the 

United States to investigate Investment opportunities. He returned to 

report that railroad mortgages and United States government bonds were 

yielding double the return on similar securities in Great Britain. His 

8 Ibid,, p. 4, 

^Rudolph L. I'Velssman, The Investment Company and the investor, 
(New York: Harper & Brothers Publishers, 1951), p. 3. 

'^investment Company institute, fAutual Fund Fact Boo!: (New York: 
Investment Company Institute, 1966), p. 8. 



report led to the formation on February I, 1873, of the now famous 

Scottish American Investment Trust. This firm's capital, v;hich was 

approximately 400,000 pounds In 1875, was almost totally invested in 

American railroad bonds. From his position as secretary to the Scottish 

American Investment Trust, Fleming progressed to become the leading 

personality In the British investment company movement. The investment 

company that he formed in 1909, Robert Fleming & Co., was primarily 

identified with the issuance of American railroad securities. "Although 

never a director himself of more than half a dozen trusts, his reputation 

for sound judgment was such and his contacts so broad that his influence 

was immense."'' 

Since the beginning of the Investment company movement In the 

latter half of the nineteenth century, British investment companies 

have earned a place of respect In the British economy. However, the 

Baring Crisis, the two World Wars, and the world depression of the I930's 

provided a stringent challenge for the British firms. The Baring Crisis 

was a financial crisis occurring in England In 1890. However, the most 

severe test came during the depression of the 1930's. In spite of heavy 

capital losses and dividend reductions, few British investment companies 

were reorganized and none were compelled to liquidate during the 

depression.'2 Popularity was slow to be regained after the depression, 

but "the later record of Investment companies wiped out the memory of 

these early shortcomings."'^ 

" B U I lock, pp. 5-8. 

'^Bullock, pp. 131-152. 

'%eissman, p. 4. 
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These testing periods In British Investment company history have 

exerted an Influence of conservatism Into modern practices. In contrast 

to current American practice, a modern British Investment company may 

commonly hold securities in over five hundred different companies. 

British conservatism also tends to place less emphasis on common stock 

funds.'^ 

Although British companies fostered the early development of 

Investment companies, their American counterparts now control a greater 

amount of resources than the British firms. In 1958, compared with the 

fourteen billion dollars Invested In American open-end companies and 

the one and one-half billion dollars Invested In American closed-end 

Investment companies, the assets of British open-end and closed-end 

companies totaled approximately three billion dollars.'^ 

Development In the United States 

American investment companies did not have any 
measurable Influence in the financial community until 
the 1920*s, but the Investment company Idea appeared 
In the structure of certain financial Institutions 
during the nineteenth century.'^ 

The first of these Institutions to encompass the characteristics of an 

Investment company was the Massachusetts Hospital Life Insurance Company, 

This firm wrote Insurance, took banking deposits, and held funds In 

trust.'^ Founded In 1818, the Massachusetts Hospital Life Insurance 

'%elssman, p. 7. 

'%ullock, p. 142. 

'^Investment Company Institute, p. 6. 

^Alec Brock Stevenson, Shares in Mutual Investment Funds 
(Nashville: The VanderbiIt University Press, 1946), p. 20. 
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Company "gave beneficiaries a share in total fund income for 'annuities 

in trust' and 'endowments in trust' issued in a manner similar to the 

method used by investment companies today."'^ 

Up to 1850, the business of corporate fiduciaries really 
was an offshoot of life insurance, fire Insurance, 
banking and canal construction and in general was in 
the form of an investment trust.'^ 

Several factors were present in the United States prior to the 

1920's v/hich were favorable to the development of investment companies. 

A supply of stocks and bonds v;as available, several states had passed 

statutes allowing a corporation to own stock in another corporation, and 

investors were available In sufficient numbers.20 ip contrast to these 

favorable aspects, several factors in the United States worked to stifle 

the growth of investment companies as an important investment vehicle: 

1. The United States was still a debtor nation and Internal 

investment in this country was made primarily through 

closely held family companies, and in the form of real 

PI 
estate mortgages. 

2. Investment banking facilities decreased the need for 

pp 

investment companies. ^ 

3. The stability in the cost of living from the Civil War to 

World War I left little need for investments designed to 

protect purchasing power.-^-^ 

'^Investment Company institute, p. 6. 

'%tevenson, p. 20. 

20Investment Company institute, pp. 7-8, 

2'lbld., p. 8. 

22|bid. 

25|bld. 
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4. "The generally successful operation of the British companies 

over the years had been interrupted by a number of 

spectacular failures between 1890 and 1895."^^ 

5. The "continental area of the United States was several 

decades behind England in industrial development, so that the 

demand for capital was far greater than could be supplied by 

purely domestic sources."2^ 

6. The United States did not have a widespread number of 

moderately wealthy investors.2^ 

The significance of these factors later declined, and the 

subsequent growth of investment companies during and after the I920's 

is an important development In the financial history of the United 

States. 

Perhaps the major reasons for this surge were (a) the 
United States' attainment of a creditor nation status and 
(b) the simultaneous increase in the number of people 
exposed to securities for the first time through experience 
with United States Liberty Bonds and Victory Loans. These 
individuals had larger incomes, on the average, than 
formerly, and in the face of an increasing standard of 
living and higher price levels were seeking larger 
investment incomes than were heretofore available 
through fixed dollar Investments in debt issues and 
insurance annuities. Also, the American investor was 
becoming aware, through the experience of many European 
countries, of the possible deteriorating effects v/hlch 
inflation might have upon the value of fixed dollar 
securities, . . . 

Additional reasons that may be noted were the further 
increase In the investment problems facing the investor, 
necessitating professional advisers, and the adaptability 

24|bid. 

25vveissman, p. 22. 

2 6 | b i d . 
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of the Investment company form to Investors* specific 
tasks and needs In types of securities. Industry selection, 
and the like. Atoreover, the Investment banking fraternity, 
the existence of which had theretofore retarded Investment 
company formation, now began to tap the newer, larger 
potential market In the period of prosperity beginning 
after the post-World War I depressIon.27 

In association with the general economic conditions, fire 

Insurance companies and holding companies contributed significantly 

to the early development of Investment companies. "The Investment 

activities of fire Insurance companies are In many ways similar to 

those of Investment companies, being almost as Important as their 

actual Insurance underwriting buslness."28 ti|| jg often said that a 

fire or casualty company Is really a mixture of closed-end Investment 

company and Insurance carrier."2^ 

Holding companies had the "closest connection with and exerted 

the greatest Influence upon the growth and operation of Investment 

companies."'^ The Influence of holding companies upon the growth of 

Investment c:ompanles becomes obvious upon consideration of the fact 

that the difference between the two types of companies Is primarily 

one of emphasis. The holding company and Investment company are both 

concerned with the Investment of their resources In securities of 

other companies, but the holding company usually Intends to control or 

Influence the management of the companies In which It Invests. This 

similarity Is emphasized by the Security and Exchange Commission's 

27|j^ye3fnient Company Institute, p. 9. 

2%tevenson, p. 25. 

29john C. Clendenin, introduction to investments^ (4th ed.), 
(New York: McGraw-Hill Book Co., 1964), p. 419. 

^^Stevenson, p. 25. 



— 14 

observation during their study of the Investment company Industry. The 

Securities and Exchange Commission observed, as quoted by Mr. Alec Brock 

Stevenson, that the range of Investment companies examined by them 

extended 

gradually and almost Imperceptibly from corporations with a 
single wholly owned subsidiary to those engaged solely In 
the business of Investing In small blocks of stocks or bonds 
of a large and diversified number of other corporations 
without Intent to control or influence their management.^' 

Shortly after Investment companies achieved a prominent position 

In the American economy, they encountered their most severe testing 

period with the advent of the depression of the I950's, The Securities 

and Exchange Commission, In their monumental study of the Investment 

company Industry, estimates that thrlty-seven per cent of the capital 

Invested In Investment companies during the period from 1927 to 1935 

was lost.^2 jhe figures of the Securities and Exchange Commission's 

study have been attacked, but "the results were poor enough to discredit 

the Investment trust In the mind of the public."^^ 

The reasons for the poor reputation of Investment companies 

during this period can be traced substantially to "poor timing," but 

many Investment companies were also guilty of poor management and 

speculative abuses. American investment companies were taxed In the 

same manner as other corporations during this period, and this "penalty 

tax" coupled with the "speculative Inclination of Americans" tended 

^'ibid., p. 26. 

^2|nvestment Trusts and Investment Companies, Parts I - | IJ., 
Report of" the Securities and Exchange Commission pursuant to Section 30 
of the Public Utility Holding Company Act of 1935, ^̂ '̂ '̂ ^̂ '"̂ ton, D. C. : 
U. S. Government Printing Office, 1940), House Documents No. 279, 76th 
Congress, 1st session, 1940, p. 38. 

^^Velssman, p. 22. 
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to lead American investment companies away from the British concepts of 

conservative management in Investment company affairs. These factors 

"encouraged the formation of companies—in a number of cases, along the 

lines of speculation—for concentration of Investment and for profits 

from complex (leverage) capital structures."^^ Air. Hugh Bullock, In 

quoting the Securities and Exchange Commission's report, observes that 

"by the end of 1937, the average dollar which had been Invested in 

July 1929 In the Index of leverage Investment company common stocks 

was worth 5tf, while the non-leverage dollar was v/orth 48tf."55 J^Q 

managers of investment companies were primarily competent individuals, 

"but there were also those of doubtful ethics and ability—and some 

outright crooks. The latter were the srra 11 minority, but It Is alv/ays 

these who are primarily publIcized."^^ 

The great bulk of capital invested In Investment companies during 

this per loci remained In the closed-end companies, but the stigma 

associated v/ith these companies caused a great rise In the popularity 

of fixed trusts In 1930 and 1931. Their Increased popularity was 

primarily due to the fact that "the public v/anted no part of 

•management,'" ' 

The principle behind these fixed trusts was the establishment 
of a diversified portfolio which was a fixed portfolio, not 
subject to change by management, or a semi-fixed portfolio, 
subject to change only after certain specific, generally 
adverse developments.*S 

^^Investment Company Institute, p. 10. 

35BUIlock, p. 45. 

^%elssman, p. 29. 

^"^Bullock, p. 62. 

^^Investment Company Institute, p. 12. 



The fixed trust type of Investment vehicle declined rapidly In 

popularity after this two year period. Although several reasons can be 

attributed to this decline, Rudolph L. Weissman, In referring to the 

opinions of Marshall D. Ketchum, states that the most significant 

causes were the realization that active management was necessary to 

the successful operation of any investment company, the continued 

decline in the stock prices and the consequent decrease in reserve funds, 

and the gradual increase in public confidence concerning management 

39 investment companies. 

The first American open-end investment company, the Alassachusetts 

Investors Trust and State Street Investment Corporation, was founded in 

1924.^0 However, the year 1932 marked the beginning of substantial 

public acceptance of this form of investment company.^' Open-end 

Investment companies experienced rapid growth during the 1930's, but 

it was not until 1944 that open-end investment companies surpassed the 

closed-end companies in terms of shareholder accounts and total assets.^2 

By providing a value for shareholders that conformed 
closely to the value of securities underlying the fund's 
shares and by eliminating the influence of a preponderance 
of buyers or sellers by continually offering nevy shares 
and redeeming outstanding shares at or near asset value, the 
open-end company was able to return the full effect of 
investment management to a fundamental place in the invest
ment company structure.'^^ 

^%eissman, p. 19. 

^^investment Company Institute, p. 9. 

^'Bullock, p. 71. 

42investment Company InstItute,pp. 12-13, 

"^5Ibid., p. 12. 
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Also contributing to the popularity of mutual funds was the fact that 

they possessed "no historical background of serious trouble as a 

result of the Panic."^^ 

The mutual fund Is able to diversify investment for the relatively 

small investor, provide continuous professional management of the fund's 

resources, and offer a relatively stable redemption price to the investor. 

These appear to be the primary reasons for the tremendous growth of 

open-end investment companies. Although the closed-end type of company 

can offer diversification and professional management, the unique nature 

of the investor's contract with an open-end company assures the mutual 

fund investor of receiving a redemption price near the asset value of 

his shares. 

The following data evidence the tremendous growth of open-end 

investment companies and their overshadowing effect upon closed-end 

investment companies: 

Year A\utual Funds 

1965 
1964 
1963 
1962 
1960 
1958 
1956 • 
1954 
1952 
1950 
1948 
1946 
1944 
1942 
1940 

$35,220,245,000 
29,116,254,000 
25,214,436,000 
21,270,755,000 
17,025,684,000 
51,242,588,000 
9,046,451,000 
6,109,590,000 
3,931,407,000 
2,550,563,000 
1,505,762,000 
1,511,108,000 
882,191,000 
486,850,000 
447,959,000 

Closed-End Companles-j-

$5,514,577,000 
3,525,413,000 
3,217,956,000 
2,785,219,000 
2,085,898,000 
1,951,402,000 
1,525,748,000 
1,246,551,000 
1,011,089,000 
871,962,000 
767,028,000 
851,409,000 
759,021,000 
557,254,000 
615,589,000 

Total 

$58,754,820,000 
52,659,667,000 
28,452,572,000 
24,055,954,000 
19,109,582,000 
15,175,790,000 
10,572,179,000 
7,555,741,000 
4,942,496,000 
5,402,525,000 
2,272,790,000 
2,162,517,000 
1,621,212,000 
1,044,114,000 
1,061,548,000 

+lncluding funded debt and bank loans. 

Sources: Open-End - Investment Company Institute (member compnnics only) 
Closed-End - Arthur Weisenbcrgcr & Company 1947-1965. Invcstincnt 
Company institute 1940-1946. 

44BUI lode, p. 100. 
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Nature of Modern Investment Companies 

Investment companies are variously known as investment companies, 

investment funds, investment trusts; and companies of the open-end 

variety are commonly known as mutual funds. 

The term "investment trust" was current until the 
passage of the Investment Company Act. Thereafter "trusts" 
were referred to as "Investment companies." The first time 
the world "mutual" ever crept into official language was in 
the Revenue Act of 1956, which permitted "mutual investment 
companies" that distributed their taxable Income to their 
shareholders to be themselves relieved of federal taxes 
on such income. But it was not until the I940's that 
management Investment companies, divided by the SEC into 
"open-end" and "closed-end," gradually began to refer to 
the "open-end" variety as mutual Investment companies and, 
in due course, as mutual funds.45 

The basic objective of an investment company Is to offer the 

investor a degree of diversification and management supervision in a 

single investment.^^ Although an insignificant number of investment 

companies are trusts, m.ost are corporations which accomplish their 

objectives by selling securities to the public and subsequently 

investing in a diversified list of stocks and bonds. 

Actually, investment companies, even when organized under 
declarations of trust, are not fiduciary arrangements 
according to the law of trusts, and their trustees have 
only the duties and obligations of corporate directors 
generally.47 

Directors or trustees are elected which establish the company's policies 

within the scope of the charter or trust indenture, choose the company's 

investment advisers, and make final decisions concerning the company's 

4̂ 1 bid,, p. 75. 

^^Clendenln, p. 595. 

4'^Harry Souva in , i n ves tncn t /Annaocncnt (2nd c6,), (Lnoicv/ood C l i f f s , 
N. J . : P r c n t i c e - N a i l , I n c . , 1 9 5 9 ) , . p . 485. 
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investment portfolio. The nature of an investment company requires a 

research organization of considerable size, and the directors must 

decide whether to maintain a research organization within the firm or 

to utilize an investment counsel firm on a contract basis. When 

investment advice is purchased on a contract basis and the company's 

securities are kept by a trust company or bank, the Investment company 

will have a small number of employees and may have no occasion to 

maintain an employee organization.^^ 

Investment companies are commonly categorized on the basis of 

their arrangements for the issuance and redemption of shares, by type 

of capital structure, by type of portfolio securities, and by investment 

purpose. The most common criterion for classifying investment companies, 

by method of issuance and redemption of shares, segregates the closed-end 

from the open-end company. 

The closed-end companies are exactly like ordinary 
business corporations In the way they raise their capital. 
Their articles of Incorporation provide for issuance of 
one or more classes of securities. These securities are 
offered for public sale, usually by investment bankers, and 
when the sale Is completed the financing Is finished. Of 
course, a company may at some later date make a new 
offering of an additional amount of the same securities, 
or an offering of a different class of securities, but 
there Is no continuous or regular sale of securities by 
closed-end companies. 

Many issues of closed-end companies are listed on the organized security 

exchanges and some are actively traded In the over-the-counter market. 

The prices of these securities are established by the familiar forces of 

supply and demand. In contrast to mutual fund shares which trade at net 

48 Clendenin, pp. 595-597 

^^Sauvaln, p. 486. 
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asset value,closed-end securities usually trade at more or less than 

net asset value. 

In contrast to the closed-end company, the open-end company 

continuously offers new shares for sale and contracts with the investor 

to redeem his shares for cash according to a predetermined formula. 

A\utual funds organized after 1940 are prohibited by the Investment 

Company Act of 1940 to have bonds or preferred shares in their capital 

50 
structure.-^ /Aost mutual funds sell new shares at net asset value plus 

a selling or "loading" charge, and subsequently allow an investor to 

redeem his shares at net asset value. The procedure is reversed in 

some open-end companies, with the selling charge levied upon redemption 

of the shares. "Most open-end companies make the public offering 

price 107 to 109 per cent of net asset value for investments under 

$25,000, a figure v;hich compares reasonably with the cost of marketing 

51 
common stocks in ordinary corporations." The circular dependency of 

sales and redemptions might be considered an objectionable equity 

arrangement, however. 

Facts are more impressive than theories and, over the 
history of the Industry, every testing period that has 
been carefully studied indicates that, in times of 
anything resembling a sharp market decline, more 
people purchase shares of mutual funds than sell them 
back to the investment company and demand Its cash. 

50united States, Statutes at Large, LiV, Part I, 686, "Investment 
Company Act of 1940," H. R. 10065, 76th Congress, 5rd Session, 1940, 
Section 18, pp. 817-821. 

5'ciendenln, p. 598. 

52BUIlock, p. 162. 
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Since mutual funds continuously sell their securities on a 

nation-wide basis, most firms of this nature maintain sales "distributors" 

to accomplish the selling task, "The distributor is usually an 

established securities firm or a selling firm organized for the purpose, 

which has an exclusive franchise to buy all new shares issued by the 

investment company,"^-^ These shares are sold by the distributor to 

dealers or brokers, who subsequently sell to the ultimate buyer, or the 

shares may reach the public through retail salesmen of the distributor.^^ 

Investment companies are further classified as having a 

"leverage" or "non-leverage" type of capital structure. Since mutual 

funds are prohibited to issue bonds or preferred shares, open-end 

companies can obtain only a limited degree of leverage by short-term 

loans and investing in securities of companies with leverage in their 

capital structures. In contrast, closed-end firms frequently have bonds, 

bank loans, and/or preferred shares in their capital organization. 

Classified by type of portfolio investment, investment companies 

become balanced funds, preferred stock funds, common stock funds, bond 

funds, or specialized industry funds. A balanced fund attempts to 

maintain a well-balanced proportion of equity and debt instruments, with 

the shifting between stocks and bonds determined by the relative market 

outlook for each type of security. As evidenced by their nomenclature, 

common stock funds, preferred stock funds, and bond funds invest 

predominatly or exclusively in these types of securities. The 

specialized industry fund, usually a variety of common stock fund. 

^^Clendenin, p. 598. 

^^Investment Company Institute, p. 50. 
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confines Its investments to securities within a specific industry. 

Common stock funds, followed by balanced funds, constitute the largest 

segment of Investment companies categorized in this manner.^^ 

Classification of investment companies by investment purpose 

segregates the companies attempting to earn market profits from the 

companies desiring a stable interest or dividend income. Many companies 

naturally attempt to achieve a reasonable degree of both factors. The 

Investment Company Act of 1940 requires investment companies to 

state their investment objectives and thereafter change only with 

shareholder approval.^" 

55ciendenin, p. 400. 

56"|nvestment Company Act of 1940," Section 8(b), p. 804, 



CHAPTER I 11 

FEDERAL REGULATION OF INVESTMENT CQTiPANlES 

Factors Leading to the Investment 

Company Act of 1940 

Prior to the passage of the Investment Company Act of 1940, 

investment companies were essentially unregulated and unsupervised. 

Investment companies were permitted to list their securities on the 

New York Stock Exchange In June, 1929, which provided some degree of 

regulation. However, few Investment companies chose to list with the 

exchange. At the end of 1956, only thirty-one management investment 

companies, out of a total of 404 In existence, chose to sell their 

securities on the New York Stock Exchange.' 

Lack of regulation led to a number of evils which adversely 

affected Investors In Investment companies. Investment companies 

frequently "issued securities containing Inequitable or discriminatory 

provisions, or failed to protect the preferences and privileges of the 

p 
holders of their outstanding securities; . . ." Investment companies 

sometimes changed the nature of their business or transferred the 

management of the fund without the consent of security holders.-^ 

Investment Trusts and investment Companies, p. 1942. 

2"|nvestmont Company Act of 1940," Section I (b), p. 790. 

^Ibid. 
m • I* • • • " 
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Prominent economists and industrialists were sometimes displayed as 

members of advisory boards, when in fact their authority and knowledge 

of the company were quite limited.^ Another unsound business practice 

of this period consisted of excessive cross-holding and "pyramiding." 

Officers of investment companies confessed that auditors had difficulty 

in finding a formula to establish values of cross-holdings In complex 

investment company systems.5 Excessive borrowing and the issuance of 

excessive amounts of senior securities increased unduly the speculative 

character of the junior securities of investment companies.^ 

An exhaustive study conducted by the Securities and Exchange 

Commission revealed that reporting practices by investment companies 

were frequently misleading or Inadequate. Authorized by a provision 

of the Public Utility Holding Company Act of 1955, the Securities and 

Exchange Commission reported to Confjress concerning their examination 

of seventy-six management investment companies. Although their study 

encompassed more than two hundred Investment companies, the Securities 

and Exchange Corm-nisslon decided that better communication would result 

from a less cumbersome report. The published report concerns the 

activities from 1927 through 1955 of sixty-two closed-end companies 

and fourteen mutual funds.' 

%elssman, pp. 16-17. 

^Ibid., p. 16. 

^"Investment Company Act of 1940}' Sect Ion 1 (b), p. 790 

'''investment Trusts and Investment Companies, p. 1941. 
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An examination of the financial reports of these investment 

companies led the Securities and Exchange Commission to state that 

"there reigned such diversity and confusion that accountancy sometimes 

was transformed into an instrumentality by which abuses were both 

perpetrated and concealed rather than exposed."^ The study was 

particularly critical of the failure of some companies to report the 

basis for computing profit or loss upon the sale of portfolio securities. 

Use of different bases for reporting portfolio sales (average cost; 

first-In, first-out; last-In, first-out; and specific identification) 

caused companies with substantially slm.Ilar operations to report very 

different results. Also, inconsistent application of a basis sometimes 

permitted a company to report a profit when consistent reporting v/ould 

have shov;n a loss. Securities were sometimes written down without 

disclosure, and the subsequent sale of the securities resulted in the 

reporting c>f sham "profits."^ 

The Securities and Exchange Commission discovered numerous other 

deficiencies in the financial reports of investment companies during 

this period. Although not necessarily applicable to industry-wide 

reporting, the Securities and Exchange Commission enumerated the 

following reporting deficiencies: 

1. Treasury stock was reported without disclosure in the 

investments section of the balance sheet. 

2. Portfolio securities were valued at market value without 

disclosure of the cost of the securities. 

Q|nvpstment Trusts and investment Conpanio^, p. 1942. 

9,t . ibid., p. 1945. 
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3. Salaries and management fee expenses were not separately 

classified in statements of operations. 

4. Brokerage commissions paid by Investment companies sponsored 

by brokerage or banking houses were not disclosed in the 

financial statements. 

5. Securities were sold "short" without disclosure. 

6. Common and preferred stock, paid-in capital, and retained 

earnings were shown in a single account on the balance sheet. 

7. The cash In bank account contained amounts which were 

de: sited with a sponsor or brokerage firm. 

8. No -closure was made of departures from the advertised 

pL of the company, violations of Indenture provisions, 

and cinsactions between the investment company and "insiders." 

9. Car dividends purportedly charged to retained earnings 

were debited to a paid-in capital account created by a 

reduction of the par value of capital stock. 

10, Stock dividends received were recorded as revenue at market 

value or some other arbitrary basis. 

11. "Accountants' certificates which accompanied statements sent 

to stockholders were often characterized by equivocal 

phrases and material omissions."'^ 

This list of criticisms by the Securities and Exchange Commission 

does not approach a comprehensive list of all the deficiencies discussed 

In their study. Their report is conspicuously lacking in any praise 

10 Ibid., pp. I943-I94r-. 
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for reporting standards, accountants, or general financial activities 

of investment companies. Although the report Is lacking in a balanced 

view of good and bad practices of investment companies during this 

period, the report proves that corrective action was necessary. This 

corrective action materialized In the Congressional enactment of the 

Investment Company Act of 1940. 

Significance of the Investment Company 

Act of 1940 

The first draft of proposed regulatory legislation, 
a draft originating with the SEC, was so unacceptable to 
the investment company industry that It became apparent 
that the Congress would not pass It over the industry's 
protests. The sequel was a unique and constructive effort 

,on the part of the SEC and Investment company representa
tives to hammer out a bi1 I which \wuld give Investors the 
protection the SEC demanded and give the investment 
companies.a Magna Charta under which they felt they 
cou1d operate.'' 

The Investment Company Act of 1940 (hereinafter sometimes referred to 

as the Act) was finally passed Into law ow August 22, 1940, as Title I 

of the Cole-Wagner Act. Title II of the Act Is commonly known as the 

Investment Advisers Act of 1940, 

Unlike the Securities Act of 1955 and the Securities 
Exchange Act of 1954 which compel issuers of securities 
to provide full and fair disclosure of information regarding 
their securities to prospective purchasers, the Act, mor§ 
on the order of the Public Utility Holding Company Act of 
1955, provides not only for full disclosure of Information 
regardino investment companies and their securities, but goes 
further and provides for the regulation of their actlvlties.'2 

"Bui lock, p. 77. 

'2$ecuritlcs Regulation - Volume II (Englewood Cliffs, N. J. : 

Prentice-Hall, Inc.), p. 25,511. 

file:///wuld
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Every Investment company, unless it Is exempt. Is required to register 

v/lth the Securities and Exchange Commission,'-^ Unregistered Investment 

companies are prohibited from using the malls or Instrumentalities of 

Interstate commerce In the conduct of their business.'^ 

The Investment Company Act of 1940 Is a detailed, complex 

document. However, the following provisions Include the most signifi

cant and Influential general provisions of the Act: , 

i. The Investment company's registration statement filed with 

the SEC must contain a statement of the Investment policy 

of the flrm.'^ A majority vote of the outstanding voting 

shares Is necessary to change the Investment pollxiy of the 

flrm.'^ 

2. A registered Investment company Is not permitted to purchase 

securities on margin or effect a "short" sale of any 

security.'^ Small, speculative Investment companies are 

discouraged by a provision requiring.net worth of at least 

$100,000 and a minimum of twenty-five shareholders,'^ 

3, Closed-end companies are permitted to issue one class of 

bonds and one class of voting preferred stock. These 

securities are required to have an asset coverage of 300% 

and 200% respectively. Due to the fact that mutual fund 

'^"Investment Company Act of 1940," Section 8, p. 805, 

'^ibid.. Section 7, p. 802. 

'^Ibid., Section 8 (b), p. 804. 

'^ibld.. Section 13 (a), p. 811. 

''^jbid.. Section 12 (a), p. 809, 

'Qjbid., Section 14 (a), pp. 811-812, 

http://requiring.net
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shares may be redeemed without stockholder consent, open-end 

companies organized after 1940 are prohibited from issuing 

any form of senior securities, and m.utual fund bank loans 

must maintain a 300% asset coverage,'^ 

4. Sales practices are largely self-regulated through the 
rules of fair practice of the National Association of 
Securities Dealers, Inc, an organization subject to 
the jurisdiction of the Commission. All sales of new 
securities must be made In compliancie with the 
Securities Act of 1933.2^ 

5. The Act requires that at least two-thirds of the board of 

directors must be selected by the voting stockholders and 

restricts underwriters. Investment bankers, and brokers 

to a minority position on the board of directors.21 Contracts 

with investment advisers must be in v/riting and approved by 

a majority of the voting securltIes.22 Transactions with 

affiliates and insiders must be approved by the Securities 

and Exchange Commission.^ 

6. Section 19 of the Investment Company Act requires that 

dividends of investment companies must be charged to 

undistributed net Income excluding trading profits, unless 

"such payment is accompanied by a written statement which 

adequately discloses the source or sources of such payment."2^ 

• • • ( • • ^ • • ^ I 

'^jbld., Section 18, pp. 817-821. 

^^David F. Jordan and Herbert E. Dougali, Investments (7th ed.), 
(Enalewood Cliffs, N. J. : Prentice-Hall, Inc., 1960), p. 446. 

21-Investment Company Act of 1940," Section 10, pp. 806-807. 

22ibid., Section 15 p. 812. 

2̂ 1 bid.. Section 17, p. 815. 

24ibid., Section 19, p. 821. 
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IVhen Section 19 of the Act became effective on November I, 1940, 

this provision created a problem for companies which had not previously 

followed this practice. Applicable to companies which had not 

distinguished between the various sources of their dividends. Accounting 

Series Release Number 56 provides that: 

The total amount of such dividends accrued and declared in 
any fiscal year should be charged first to the accumulated 
undistributed net Income, if any, at the close of such 
year, and any excess should be charged to the accumulated 
net profits from the sale of securities or other properties, 
if any, at the close of such year, and any excess there
after should be charged to paid-in surplus or other capital 
source.25 

In addition to regulation of the activities of Investment 

companies, the Investment Company Act of 1940 deals more elaborately 

"with the subjects of accounts, recordkeeping and reports to security 

holders than any other of our statutes."2" The Act requires that 

reports be sent to investors of Investment companies at least semi

annually. The report of the investment company must contain a balance 

sheet and statc-ment of surplus and Income. A list of the amounts and 

value of securities owned by the company must also accompany the 

balance sheet. Each category of Income and expense representing more 

than five per cent of total income or expense must be itemized on the 

income statement. The statement of surplus must also be itemized at 

least with respect to each charge or credit representing more than 

five per cent of the total charges or credits. Disclosure of the 

25AccountInG Series Releases, "Accounting Series Release, No. 56," 
November 27, 19467 (V/ashi ng ton: "̂  SEC, 1956), p. 164. 

2<3Byron D. V/oodsido, "A Review of the Commission's Administrative 
Policies Relating to Financial Reporting under the Securities Acts," 
Journal of^c_counj:ancy_, Vol. 121, (February, 1956), p. 49. 
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regular and extraordinary remuneration paid to directors, advisors, and 

officers is also required. If appropriate or applicable to a particular 

type of investment company, the Securities and Exchange Commission 

is authorized to permit the submission of an "equivalent" statement or 

27 

statements to shareholders.^' 

Concerning the position of the independent auditor under the 

provisions of the Act, the law states that 

The certificate of such Independent public accountants 
shall be based upon an audit not less In scope or 
procedures followed than that which independent public 
accountants would ordinarily make for the purpose of 
presenting comprehensive and dependable financial state
ments, and shall contain such information as the Commission 
may prescribe, by rules and regulations In the public 
interest or for the protection of Investors, as to the 
nature and scope of the audit and the findings and opinion 
of the accountants. Each such report shall state that 
such Independent public accountants have verified 
securities owned, either by actual examination, or by 
receipt of a certificate from the custodian, as the 
Commission may prescribe by rules and regulations.28 

The selection of independent public accountants must be ratified or 

rejected by the voting stockholders. The principal accounting officer 

of the investment company must not be appointed by the firm's executive 

officers, but is required to be appointed by the board of directors or 

29 
ratified by the shareholders.''-

In Section 51 (c) of the Investment Company Act of 1940, there 

is conferred authority upon the Securities and Exchange Commission to 

issue rules and regulations providing for a reasonable 
degree of uniformity In the accounting policies and 
principles to be followed by registered investment 
companies in maintaining their accountinr records 

27n,nvestment Company Act of 1940," Section 50 (d), pp. 835-357. 

'^^Ibid., Section 50 (e), p. 857. 
• • • ' • • • • 

2 ^ | b i d . , Sect ion 52 , pp. 858-859. 
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and in preparing financial statements required 
pursuant to this title.^^ 

Byron D. Woodside, as Commissioner of the Securities and Exchange 

Commission, observed that this was the only reference to accounting 

principles to be found In the federal statutes.^' Although this 

provision does not specifically grant strict regulatory powers concerning 

financial reports to Investors, Section 50 (d) of the Act provides 

tliat reports to investors "shall not be misleading in any material 

respect in the light of the reports required to be filed . . ," with 

the Securities and Exchange Commission,•^2 since the passage of the 

Act, these provisions have In fact resulted in an enviable degree of 

uniformity In accounting for Investment companies. If the accounting 

profession should fail to meet future investor needs, these provisions 

of the Investment Company Act evidence the willingness of the federal 

government to usurp the responsibilities of the accounting profession. 

Authority of the Securities and 

Exchange Commission 

The Securities and Exchange Commission (hereinafter referred to 

as the SEC or Com.mIssion), created by the Securities Exchange Act of 

1954, consists of five members appointed by the President of the United 

States with the consent of the Senate. The CommlGsIon administers 

the Securities Act of 1955, Securities Exchange Act of 1954, Public 

Utility Holding Company Act of 1955, Trust Indenture Act of 1959, 

Investment Company Act of 1940, and the Investment Advisers Act of 1940. 

^^ibld.. Section 51 (c), p. 828. 

31 
Woodside, p. 49. 

^2Hinvesi-mont Company Act of 1940," Section 50 (d), p. B39. 



33 

In fulfilling Its responsibilities and duties as set forth in these 

statutes, the SEC functions as a quasi-judicial, quasi-legislative, 

and administrative agency of the federal government. 

The Commission's jursldiction generally extends only to the 

financial statements filed with it pursuant to the various statutes. 

However, the reports filed with the Commission have had considerable 

influence on reports to stockholders. 

As a result of SEC requirements, a number of corporations, 
which had never done so before, were compelled to make public 
the amount of their sales and cost of sales. Some managements 
objected to the disclosure of this information in reports to 
security holders despite the fact that their competitors and 
other interested persons could get the information for a 
nominal sum simply by writing to the SEC and asking for it. 
Some managements realized that persons who were not entitled 
to the information were getting it from the SEC; those who 
were entitled to it were not getting it as a matter of course. 
Consequently these managements decided to include in reports 
to their security holders sales, cost of sales, and other 
information that had previously been included only In 
filings with the SEC.53 

If financial statements filed with the SEC follow accounting 

principles for vyhich there Is no substantial authoritative support 

or principles which have been formally disapproved by the Commission, 

such financial statements will be presumed to be misleading 
or inaccurate despite disclosures contained in the certificate 
of the accountant or in the footnotes to the statements 
provided the matters involved are material.-^^ 

The SEC expresses its opinions on accounting matters through 

Accounting Series Releases, which may be notices of new or amending 

^•^Louis H. Rappaport, SEC Accounting Practice and Procedure, (2nd 
ed.), (New York: The Ronald Press Company, 1953), Chap. 25, p. 4. 

^^Accountlng Series Releases, "Accounting Scries Re I ease No. 4," 
April 25, 1958, (Washington: SEC, 1956), p. 4. 
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rules and regulations, opinions of the Commissioner, or opinions of 

the Chief Accountant of the SEC, 

The power of the Securities and Exchange Commission to enforce 

Its views on accounting matters was illustrated when the Commission 

suspended trading In the common stock of Atlantic Research Corporation 

on the American Stock Exchange. 

The financial statements that the SEC said were misleading 
were not those that the company had filed with the SEC, 
but rather those that the company had furnished to its 
stockholders for the year 1961,^^ 

V/hile the statements to the stockholders had shown only a net income 

for the parent company of $1,473,192, the statements filed with the SEC 

were consolidated statements showing a net loss of $1,066,015.^^ 

As a result of these powers and suasion, the SEC exerts a 

strong influence on the financial reports to stockholders. 

If comparison were made of the principal financial state
ments appearing in the published annual reports to stockholders 
of a representative group of companies with the financial 
statements appearing In the annual SEC reports of such 
companies . . ,, it would probably be noted that, in most 
cases, there is not much difference between the two sets of 
financial data. Most of the differences are due to the fact 
that the financial statements in the SEC report contain 
more details and are supplemented by the so-called "compliance" 
notes dealing, for example, with the company's depreciation 
policy, principle of consolidation, and so on." 

In the case of investment companies, the authority and suasion 

of the SEC is even greater than that previously discussed. The 

Commission explicitly expressed Its views on this matter in Accounting 

Series Release Number 57. Concerning the revisions to Article 6 of 

35 

Rappaport, Chapter 25, p. I. 

^^Ibid. 

^7jbi_d., pp. 5-6. 
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Regulation S-X applicable to investment companies, the Commission 

stated that 

However, we wish to point out that it would not in our opinion 
be consonant with the provisions of Section 30(d) for a 
company to file a report with us following, with respect 
to certain transactions, the accounting principles prescribed 
in the new rules and at the same time to issue reports to 
stockholders In which entirely different accounting principles 
are followed.3° 

The effect of these considerations is that accounting practices 

of Investment companies are regulated to a relatively high degree. The 

instrument of this control Is primarily the revised Article 6 of 

Regulation S-X. Promulgated on November 27, 1946, Article 6 is a 

small part of the SEC's principal accounting pronouncement. Regulation 

S-X. Regulation S-X, supplemented by Accounting Series Releases, 

constitutes the accounting requirements of the SEC in the administration 

of the laws under its jurisdiction. Although Article 6 Is reasonably 

specific in its requirements, 

its provisions are neither rigid nor arbitrary and permit the 
exercise of judgment in matters where judgment is of paramount 
importance. It was promulgated by the Commission after 
careful study and conferences with representatives of 
investment companies, accountants and other interested 
parties. It Is generally regarded by those most concerned 
as a long step forward in investment company account Ing.^^ 

^^Accountinq Series Releases, "Accounting Series Release No. 57," 
November"l7, 1946, (Washington: SEC, 1956), p. 167. 

^^Case Studies in Auditing Procedure, Number 6, "A A\anagement 
Investment Company of the Open-End Type," (New York: American Institute 
of Accountants, 1949), p. 15. 
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CHAPTER IV 

TAXATION OF INVESTMENT COMPANIES 

AND THEIR SHAREHOLDERS 

Qualified investment companies receive special treatment 

under current tax laws. 

Regulated Investment companies were first taxed as such 
under the 1936 Revenue Act, but under the designation of 
"mutual investment companies." The name was changed to 
"regulated investment companies" In the 1942 Revenue Act, 
presumably due to the necessity that they be registered 
with the Securities and Exchange Commission under the 
Investment Company Act of 1940, as amended; and the tax 
has continued to be imposed upon "regulated Investment 
companies" up to the present time.' 

The.provisions of Part I, Subchapter M of the Internal Revenue 

Code of 1954 provide that qualified investment companies may elect to 

avoid all federal Income taxation. Under federal Income tax law, 

"regulated Investment companies" are considered nontaxable "conduits," 

Their earnings, not taxed at the Investment company level, are passed 

through to the shareholders, who pay taxes thereon as if they 

directly owned the securities held by the investment companies. The 

"conduit theory" eliminates the triple taxation tht would otherwise 

be levied against Income received by investment company shareholders. 

If Investment companies were taxed as ordinary corporations, income 

would be taxed at the level of the operating corporation, investment 

11 .., nf Feder a I I ncomeJlajcajion, Mertens, Vol. 7, Chap. 41, p, 2, 

36 
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company, and the Investment company shareholders. Permitting triple 

taxation would certainly penalize Investment companies as financial 

vehicles, and In effect prohibit the professional management and 

diversification advantages of this mode of Investment. Federal tax 

laws provide a considerable degree of federal regulation of Investment 

companies because Investment companies which fall to meet the require

ments of Part I, Subchapter M are taxed as ordinary corporations.2 

Requirements for Being Taxed as a 

Regulated Investment Company 

A "regulated Investment company" Is defined as any domestic 

corporation, other than a personal holding company, which is registered 

as such under the Investment Company Act of 1940.^ Trust funds 

administered by banks under Section 584 of the 1954 Internal Revenue 

Code are specifically excluded from the category of Investment 

companies by Section 851. The investment company elects Subchapter M 

tax treatment by computing Its taxable Income as a regulated Invest

ment company, and such an election is irrevocable for such taxable 

year and all succeeding taxable years,^ However, the election Is 

available only to regulated investment companies which meet the gross 

Income, diversification, and distribution requirements of Sections 

851 and 852 (a). 

2code of Federal Regulations (hereinafter referred to as 

C. F. R.) 1.852-1 (b), 

^Internal Revenue Code (hereinafter referred to as I, R. C ) 

1954, Sec. 851. 

^26 C. F, R, I.851-2 (a). 
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Gross Inccxme Requirements 

Section 851 (b)(2) and (3) require that at least ninety per 

cent of the corporation's gross income must be derived from dividends, 

interest, and gains from the sale or other disposition of stocks or 

securities, and that less than thirty per cent of its gross income must 

have been derived from the sale of stocks or securities held less than 

three months. Thus, qualified investment companies cannot be 

"operating companies" to any substantial degree, nor are they permitted 

to "speculate" In short-term transactions to a large degree. 

In "determining the gross income requirements, a loss from the 

sale or other disposition of stock or securities does not enter into 

the computation."^ Since it is generally excludable from gross income, 

interest on state, county, or municipal obligations is also excluded 

from such computations.^ 

Financial corporations dealing in "put and call" options to 

a large degree are denied the tax benefits of Subchapter M. When 

"put and call" options are not exercised, the premiums from such 

transactions are not considered gains from the sale of securities. 

Thus, when more than ten per cent of a corporation's income Is derived 

from such sources, the corporation will fail to qualify as a regulated 

investment conpany.' 

^26 C. F. R. I.851-2(b). 

^Revenue Ruling (hereinafter referred to as Rev. Rul.) 63-118, 
Cumulative*Bulletin (hereinafter referred to as CB) 1963-1, p. 121. 

7Rev. Rul. 65-185, CB 1965-2, p. 285. 
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Income Distribution Requirements ^' 

The corporation will lose Its status as a regulated Investment 

company unless "the deduction for dividends paid for such taxable year 

(computed without regard to capital gain dividend) Is equal to at least 

ninety per cent of Its Investment company taxable Income , . ."̂  Thus, 

the Investment company will lose the benefits of Subchapter M If It 

falls to distribute ninety per cent of Its taxable Income, computed 

without regard to capital gains Income or the deduction for capital 

gains distributed to investment company shareholders,^ 

Due to the constant issuance and redemption of shares by open-

end Investment companies, the Issue arises as to whether "net Invest

ment Income" Included In the redemption payments to retiring share

holders constitutes an income distribution under this provision of 

federal tax law. For the purpose of the ninety per cent distribution 

rule 

payments to shareholders upon their redemption of their 
shares In an "open-end" regulated Investment company, 
representing their proportionate part of net Income 
received or receivable up to the date of surrender of 
the share, shall be Included in determining whether the 
company has distributed to Its shareholders as taxable 
dividends at least ninety per cent of Its net Income for 
the taxable year.'^ 

Judicial Interpretation had previcjusly established this principle," 

S|. R. C, 1954, Sec. 852 (a), 

^Rev. Rul. 58-466, CB 1958-2, p. 379. 

'QRev. Rul. 55-416, CB 1955-1, p, 416. 

' 'New York Stocks, Inc, 164 F, 2d 75 CCA (Court of Civil Appeals), 
1947; F-2 National Securities Series-Industrial Stocks Series, et, al, 
13 TC (Tax Court) 887, 49, 485 P, H. Memo T, C. 
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Due to the equity arrangement of the open-end Investment company. It 

Is also Important to note that the aggregate amount of earnings which 

must be distributed to retain the status of a regulated Investment 

company Is not changed by the company's continuous Issuance of shares. 

Since Investment companies are taxed on Income and capital 

gains retained by the company, most companies meet the ninety per cent 

distribution requirements and subsequent benefits under Subchapter A\. 

Consequently, a reserve of assets for use during a substantial stock 

market decline cannot be accumulated. Thus, the federal tax laws 

force Investment companies to follow a substantially nonconservatlve 

financial practice. This provision constitutes an area of criticism 

concerning Subchapter A'\,'2 

Diversification Requirements 

Subparagraph (A) of Section 851 (b)(4) requires that at the 

close of each quarter of the taxable year at least fifty per cent 

of the value of the total assets of the Investment company be represented 

by one or more of the following: (I) cash and cash items (Including 

receivables); (2) government securities; (3) securities of other 

regulated investment companies; or (4) securities of other issuers. 

However, the law requires Investment companies to maintain a large 

degree of diversification by requiring the securities of "other Issuers" 

to meet two requirements. The regulated investment company cannot have 

more than five per cent of the total value of Its assets invested in the 

securities of one Issuer, nor Is the investment com.pany permitted to 

'2welssman, p. 6. 
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own more than ten per cent of the outstanding voting securities of 

any one Issuer. However, If at least fifty per cent of the value of 

the firm's total assets meet these requirements, the diversification 

requirements do not apply to the remainder of the firm's assets. For 

example, a corporation may own all of the stock in another corporation 

if fifty per cent of the total value of its assets meet the above 

requirements.'-^ 

Under Section 851 (e), these diversification limitations are 

modified for certain "venture capital" investment companies, if the 

Investment company furnishes capital to a company "principally engaged 

in the development or exploitation of inventions, technological 

Improvements, new processes, or products not previously generally 

available, . . ." the investment company may include the securities 

of such a company in the "fifty per cent test" even though it owns 

more than ten per cent of its voting securities. 

Although Regulation 1.851-2 permits the investment company to 

own all of the voting securities of a single issuer, the corporation 

will lose Its status as a regulated investment company if more than 

twenty-five per cent of the value of its total assets are Invested In 

the securities of one issuer, or "of two or more issuers which the 

regulated investment company controls and which are engaged in the same 

or similar trades or businesses or related trades or businesses." '̂  

"The term 'control' means the ownership In a corporation of twenty 

'^26 C, F, R. 1.851-2(0). 

'^1. R, C, 1954, Sec. 851(b)(4)(B). 
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per cent or more of the total combined voting power of all classes 

of stock entitled to vote."'^ 

Considering the large size of mcjst modern Investment companies, 

diversification requirements are likely to be more effective when 

directed toward the percentage of securities owned of a single Issuer 

or "controlled group." An Investment company Is not likely to have 

more than twenty-five per cent of the value of its assets invested 

In the securities of a single issuer. Thus, the diversification 

requirements are not as rigid as the distribution requirements 

previously discussed. 

Taxation of Ordinary and Capital Gains Income 

Ordinary Income 

The important components of Investment company taxable income 

consist of taxable income under the 1954 Code adjusted by excluding 

the excess. If any, of the long-term capital gain over the net short-

term capital loss; by disallowing the net operating loss deduction 

provided for in Section 172; by disallowing the deduction for dividends 

received from corporations; by allowing the deduction for dividends 

paid under Section 561, computed by disregarding capital gains dividends; 

and by computing the taxable income without placing It on an annual basis 

In the event of a change in the accounting period.'^ The primary 

provisions of this law separate capital gains taxation from "taxable 

Income," and permit the investment company to avoid tax on this 

'5|. R. C. 1954, Sec. 851 (c)(2) 

'6|. R. C. 1954, Sec. 852 (b). 
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taxable Income if cash dividends are declared In the amount of such 

Income. 

Reinvestment arrangements are common among investment companies, 

and the crediting of dividends to the investor's account qualifies as 

a dividend-paid deduction. However, the investor must retain an 

unqualified right to withdraw the dividends at any time.'^ If the 

Investment company does not distribute all of its taxable income (the 

deduction for dividends paid does not eliminate all taxable income), 

18 

the remaining income is taxed at regular corporate rates.'° 

Of course, the ordinary dividends are included by the share

holder in gross income for the taxable year in v/hich they are received.'^ 

The dividends are considered income to shareholders on the dividend 

dates of record.2^ Thus, if a new shareholder buys into the invest

ment company just prior to the dividend date of record, the dividend 

will be considered current income to him although it is actually a 

return of his original investment. Although limitations sometimes 

apply, shareholders are entitled to the dividend-received deduction 
under Section 243 or the dividend exclusion under Section 116 in 

21 
respect to ordinary dividends received from investment companies. 

Capital Gains 

Net long-term capital gain Is specifically excluded from 

"taxable income," but a tax of twenty-five per cent is specifically 

'^Rev. Rul. 65-89, CB 1965-1, p. 265. 

'^i. R. C. 1954, Sec. 852 (b)(1). 

'^26 C. F. R. 1.852-4. 

^Qlbid. 

2'26 C. F. R. 1,854-1(0), 

1 
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levied on the excess. If any, of net long-term capital gain 

over the sum of Its net short-term capital loss and Its 
deduction for dividends paid (as defined In Section 561) 
determined with reference to capital gain dividends only.22 

Thus, the taxation of capital gains Is segregated from the taxation of 

ordinary Income, but the regulated Investment company Is allowed a 

similar deduction for the capital gains v/hlch are distributed as 

dividends to the Investors, If the regulated Investment company 

experiences a net capital loss. It Is permitted to carry over net 

capital losses In the same manner as ordinary corporatlons.25 

Regardless of the length of time an Investor has owned his 

shares, he Is required to treat such capital gains dividends as 

long-term capital gains.24- |f he Is an individual, the Investor is 

allowed his usual long-term capital gain deduction. However, capital 

gains dividends do not qualify for the dividend exclusion allowed to 

Individuals, or for the dividends-received deduction allowed to 

pg 
corporations.'^-' 

The owner of a share of Investment company stock would ordinarily 

sustain a short-term capital gain or loss upon the sale of shares not 

held for more than six months.^ However, if a shareholder who receives 

a capital gains dividend sells his stock after holding It less than 

22|. R. c. 1954, Sec, 852 (b)(3)(A), 

23Rev. Rul. 60-217, CB 1960-1, p, 501 

24|. R. c, 1954, Sec. 852 (3)(B). 

25|. R. C. 1954, Sec. 852 (a). 

2^1. R. C. 1954, Sec. 1222. 
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thirty-one days, any loss on such a sale is considered a long-term 

capital loss to the extent of previously reported capital gains.27 

Under the general provision of the law, it Is possible for a share

holder of an investment company who has not held his shares more 

than six months to receive long-term capital gains treatment upon 

receiving such a dividend from the company. However, this provision 

of the law denies such treatment to an investor wlio has owned his 

shares less than thirty-one days and sustains a loss from their sale. 

Undistributed Capital Gains 

A regulated investment company may designate under Section 852 

(b) (5) (D) an amount of undistributed capital gains to each shareholder 

of the company. The Investment company is required to pay a twenty-

five per cent tax on such retained capital gains, the shareholder is 

required to include such undistributed capital gains as long-term 

capital gains in his personal tax return, and the Investor is 

28 
considered to have paid the twenty-five per cent tax. If the 

individual Investor's tax bracket Is below the fifty per cent level, 

the effective tax rate on the undistributed capital gains will be less 

than the twenty-five per cent tax paid by the Investment company. 

In such a case, the excess credit for the tax paid by the company 

will be considered an overpayment by the shareholder to offset his 

tax on other Income.2^ The law specifically requires that the basis 

2V|. R. C. 1954, Sec. 852 (b). 

2Q|. R. C. 1954, Sec. 852 (b). 

2^26 C. F. R. 1.852-9 (c)(2). 
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of the Investor's shares must be increased by seventy-five per cent 

of the amount required to be included in computing his long-term 

capital gains.50 jhus, the shareholders' bases are increased by the 

net amount retained by the regulated investment company. In effect, 

the amount constructively distributed less the twenty-five per cent 

tax thereon is treated as a reinvestment by the shareholder in the 

company. 

By requiring the investor to increase the basis of his shares 

by seventy-five per cent of the undistributed capital gains and 

permitting the individual a credit for "excess" taxes paid by the 

corporation, the law fairly and logically accounts for this "reinvest

ment." To illustrate, assume that $5 per share of undistributed capital 

gains is designated to the shareholders of an Investm.ent company. 

Further assume that an individual in the forty per cent tax bracket 

owns one share of stock in the company with a basis of $100. The 

individual's effective tax rate on long-term capital gains will be 

tv;enty per cent. The $5 of designated capital gains is assumed to be 

distributed and subsequently reinvested by the shareholder, thus 

resulting in an increase in the basis of his share to $105. Since 

the corporation pays the tax on the capital gains assumed to be 

distributed to the shareholder, the basis of the share is logically 

reduced by the amount of the tax. If it were practical to determine 

the tax bracket of each shareholder in the Investment company, the 

company could have paid the $1 tax due In the case of this individual 

50 I, R. C. 1954, Sec. 852 (b)(5). 
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shareholder. The basis of the investor's share would then have been 

decreased to $104. However, the law requires the corporation to pay 

a tax of $1.25 on each outstanding share. The shareholder in this 

case will receive a $.25 credit on his individual tax return. The 

"overpayment" of the individual's tax by the corporation is In effect 

a return of capital to the shareholder, thus logically decreasing the 

basis of his share to $105.75. This basis Is also the result of 

simply Increasing the basis of the old share by seventy-five per cent 

of the designated capital gains. Thus, although using simple 

language, the authorities obviously used the illustrated reasoning in 

promulgating these provisions. 

The effect of a subsequent distribution of the retained gain 

is an unsettled matter. 

Presumably, the status of the subsequent distribution 
would depend on whether the investment company had any 
retained or ordinary income that could constitute a 
possible source of the distribution. If it had such 
ordinary income. It would probably be considered the 
source; and this might be so even though the company 
said it was distributing the previously retained 
capital gain. To the extent so considered, the 
subsequent distribution would constitute an ordinary 
dividend. To the extent the distribution exceeded 
such ordinary income, it v«uld probably constitute a 
return of capital with a resulting decrease in the 
shareholder's basis for his stock. 

Foreign Tax Credit 

The 1954 Internal Revenue Code permits the foreign tax 

credit of the investment company to "flow-through" to the investors. 

3'Federal Taxes, Prentice-Hall, Inc., Vol. 2, p. 4549, 
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Under prior law, the credit was allowed to the company 
Itself, the same as it was to any other corporation. 
A regulated investment company, however, paid a very 
small amount of income taxes due to the requirement 
that in order to qualify as such it pay over to its 
shareholders at least ninety per cent of its income . . . 
A regulated Investment company, therefore, derived 
little or no tax benefit from the credit for foreign < 
taxes paid, because it did not in the nature of things 
pay sufficient income taxes to utilize the foreign tax 
credit benefit to any great extent. , . . Due to this 
situation, it was decided that the stockholders of a 
regulated investment company were at a great disadvantage 
compared with individuals who invested directly in the 
stock and securities of foreign corporations, as the 
latter were entitled to receive the full benefit of the 
foreign tax credit,^2 

Due to these circumstances, the Internal Revenue Code of 1954 

permits the investment company the election of having shareholders 

receive the benefit of the foreign tax credit. To be eligible for 

this election, however, the regulated investment company must have 

more than fifty per cent of the value of its total assets In the form 

of stocks or securities of foreign corporations,^^ If this annual 

election is made, the shareholders receive the tax credit for income, 

war profits, and excess profits taxes paid by the investment company 

to foreign countries and possessions of the United States. Although 

the election negates the corporation's deduction under Section 164(a) 

or credit under Section 901 for such taxes paid, the company is allowed 

to add the payments of such income, war profits, or excess profits taxes 

to its dividend-paid deduction. 

32Law of Federal Income Taxation, A\ertens, Vol. 7, Chap. 41, p. 57, 

53|. R. c. 1954, Sec. 855 (a)(1). 

34|. R. c. 1954, Sec. 855 (a)(2). 

5^1. R. C. 1954, Sec. 855 (b)(1). 
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In association with this election, the Investment company 

shareholder must 

treat as gross Income from a foreign country or possession 
of the United States (I) his proportionate share of the 
taxes paid by the regulated Investment company to such 
foreign country or possession and (2) the portion of any 
dividend paid by the Investment company which represents 
Income derived from such sources.^^ 

These provisions place the shareholder in essentially the same 

position as a person directly owning stock in a foreign corporation. 

The Investment company pays such taxes, receives a divldend-pald 

deduction for such expenditures, and thus passes the effect of the 

foreign tax credit through to the Investors. Taxes are usually with

held In the foreign country, thus taxes are paid out of Income 

contructlvely received from the foreign country. Therefore, Income 

earned in the foreign country consists of taxes paid to the country 

and the "net" dividends actually received In the United States. If the 

tax rates in the foreign country are lower than those In the United 

States, the foreign tax credit will not completely eliminate the tax 

to be paid In the United States on such foreign dividends. Therefore, 

the effect of the foreign tax credit Is to tax the investor In foreign 

securities at the higher of the tax rates in the United States or 

foreign country. 

The advantage of the election concerning foreign taxes will 

depend to some degree on the taxable status of the Investment company 

shareholders. 

3626 C. F. R. l.853-2(b). 
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If the election Is made, all of the investment company 
shareholders are required to treat their share of foreign 
taxes as received by them in addition to the cash 
amount of the dividend. The taxable distribution, 
therefore, would be greater than the amount in fact 
received. This increase in gross income may, in the 
case of shareholders who itemize their deductions, be 
offset by a deduction for foreign taxes or by the 
foreign tax credit. However, no such relief is available 
to the shareholder using the standard deduction who would 
be required to show a greater amount of gross income 
from the investment company than the actual cash 
dividend. If the investment company has a large number 
of stockholders many of whom employ the standard 
deduction, it may well hesitate to impose this extra 
burden on some of its stockholders for the benefit of 
those who Itemize deductions and claim the foreign tax 
credit.37 

Limitations Applicable to Dividends Received 

From Regulated Investment Companies 

Section 116 (relating to an exclusion for dividends received 

by individuals) and Section 243 (relating to deductions for dividends 

received by corporations) provide relief measures concerning corporate 

dividends. However, the problem exists that dividends received from 

investment companies may have been earned In the form of interest or 

other nondividend sources. For this reason. Section 854 of the 1954 

Internal Revenue Code provides that If the aggregate dividends 

received by an investment company 

are less than seventy-five per cent of its gross income, then, 
in computing the exclusion under Section 116 and the deduction 
under Section 245, there shall be taken into account only 
that portion of the dividend which bears the same ratio to 
the amount of such dividend as the aggregate dividends 
received by such company during such taxable year bear to 
its gross Incane for such taxable year.-̂  

Law of Federal Income Taxation, Mertens, Vol. 7, Chap. 41, p. 42, 

5^1. R. C. 1954, Section 854. 
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For the purpose of this provision, "gross income" does not include 

gains from the sale of stock or securities. "'Aggregate dividends 

received' includes only dividends received from domestic corporations 

other than such dividends exciluded from income under Section 116 (b)."^^ 

Section 116 refers.to "China Trade Act corporations," tax exempt 

corporations, etc. 

Thus, if only forty per cent of the corporation's gross income 

consists of dividend income, only forty per cent of the dividends 

received by the shareholders constitute dividends to them for the 

purpose of the dividend deduction or exclusion. If seventy-five per 

cent or more of the company's gross Income consists of dividends, it 

should be noted that no proration Is required. 

Dividends Paid After the Close 

Of the Taxable Year 

If the company declares a dividend prior to the date prescribed 

for the filing of its return for a taxable year, the company may 

elect to consider the dividend as being paid during such taxable year. 

It is necessary that the dividend be paid within twelve months following 

the close of the taxable year, or not later than the date of the first 

regular dividend payment in the event that such payment occurs prior 

to expiration of the twelve-month period. 

3^1. R. C. 1954, Sec. 852 (b) (3) 

^•0|. R. C. 1954, Sec. 855 (a). 
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Such dividends declared or distributed after the close'of the 

taxable year are considered by the shareholders as dividends in the 

year in which received.^' In the event the stockholders are entitled 

to a credit for foreign taxes paid by the company under Section 855, the 

shareholders include as dividends for the year received, their propor

tionate shares of such taxes paid by the company, even though such taxes 

were paid by the company In the prior taxable year.'̂ 2 such dividends are 

considered as paid out of the earnings and profits of the 
taxable year for which such election is made, and not out 
of the earnings and profits of the taxable year In which 
the distribution is actually made.^3 

This provision's importance primarily concerns the ninety per 

cent income distribution requirements to qualify as a regulated invest

ment company, the dividend-paid deduction and subsequent taxable 

income, and the deduction for capital gains dividends and the 

subsequent tax on retained capital gains. Due to the pressure that 

would otherwise be placed on the speed of dividend declarations. 

Section 855 provides a fair relief measure to regulated investment 

companies. Thus, by responding with reasonably prompt dividend 

declarations, regulated investment companies may retain the benefits 

of "conduits" under Subchapter M of the 1954 Internal Revenue Code. 

^'l . R. C, 1954, Sec. 855 (b). 

^2). R. c. 1954, Sec. 855 (d). 

^̂ 2̂6 C. F. R. 1.855-1 (b) (1). 



CĤ vPTER V 

FINANCIAL EFFECTS OF INCREASED CAPITALIZATION 

RELATIVE TO NET INVESTA^ENT INCOfAE AND 

REALIZED CAPITAL GAINS 

Background Information 

The unique environment of mutual funds has resulted in their 

departure from the cost basis in respect to marketable securities and 

the use of "equalization" entries In recording the issuance and 

redemption of capital shares. The unique characteristics of mutual 

funds have also resulted in the use of unique financial statements 

for reporting the activities of these enterprises. 

That accounting practices which are generally accepted with 
respect to commercial and Industrial companies do not 
necessarily apply to Investment companies was recognized 
by the Committee on Accounting Procedure of the American 
Institute of Accountants which stated, in its Initial 
research bulletin, that the general pronouncements of the 
Committee should not be regarded as necessarily applicable 
to such companies.' 

However, this committee subsequently declared that Its pronouncements 

p 

were generally applicable to all enterprises organized for profit.^ 

The unique equity agreement of mutual funds with established and 

potential investors, the fact that the mutual fund's assets consir.t 

'Case Studios In Auditing ProcedurG, M"nbcr 6, p. 10. 

Accountj no_J]oseajrx]T_j)j]jd_Jk?nn̂  ), 

"Accoun11 no l̂ c'se'arc'ĥ "BU I I el- i n No. 4;3,'" {(kw Yor!v: /.MCr I con I nst 11 u\ c 
of Certified Public Accountants, 1951), p. 157. 

55 
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primarily of marketable securities, and federal tax provisions have 

been mainly responsible for the development of these unique accounting 

practices. 

Departure from the Cost Basis 

Generally accepted accounting practice within the mutual fund 

industry Includes valuation of the firm's marketable securities at 

current market value. 

Practically none of the problems involved in fixed 
asset or other prepaid costs are present in investment 
company accounting. As a consequence, the cost basis of 
stating accounts, so important from the point of viev̂  of 
commercial and Industrial companies, loses most of Its 
significance for investment company accounting.3 

Valuation of the firm's securities at market value also dovetails 

with the computation of the very important net asset value per share. 

Since the net asset value per share Is the basis for computing the 

purchase or redemption price to investors and since the market value 

of the firm's securities is the primary component of the net asset 

value per share, the market value of the firm's securities Is of 

utmost importance to the Investors. 

The accounting standard of valuing assets at cost is considered 

by most accountants to be the most reliable and objective method of 

reporting the financial position of a business enterprise, but an 

accounting standard Is primarily a starting point from which to measure 

departures. The Committee to Prepare a Statement of Basic Accounting 

Theory of the American Accounting Association recommends relevance. 

Case Studies in Auditing Procedure, Number 6, p. II. 
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veriflability, freedom from bias, and quantifiabiIity as the basic 

standards for judging accounting information.^ This committee considers 

that, "Quoted market prices are verifiable and free from bias and thus 

may be used although there may be some question as to whether they 

meet fully the standard of relevance."-^ However, in the case of 

open-end investment companies, there can be little doubt that 

valuation of securities at market value also meets the standard of 

relevance. 

The point might be added that an unquestioned increase 
in the realizable value of securities on hand has 
substantially the same significance to the holder as 
an increase in funds arising from actual sales at a 
profit which has been Invested in additional marketable 
securities." 

However, 

Even if the enterprise is definitely engaged in security 
speculation and appreciation or "declination" might be 
said to reflect the activity of the enterprise, it is 
clear that the increase or decrease in the market value 
of holdings is preferably described as unrealized 
Income or loss.7 

While it may be entirely appropriate to use the increase 
or decrease in net asset value betv/een two periods as a 
standard for the company's progress on a market value 
basis, . . . it is materially misleading to label the 
Increase in net asset value as "earnings" or "profits." 

^American Accounting Association, Committee to Prepare a 
Statement of Basic Accounting Theory, Charles T. Zlatkovich, Chairman, 
Statement of Basic Accounting Theory, (Evanston, Illinois: American 
Accounting Association, 1966), p. 8. 

5|bid,, p. 75, 

6w A Paton and A. C. L i t t lc ton,_AnLj j ] t rpduct ion to Corporate 

Ar.rn.mtinq Standards, American Accounting Associat ion Monograph No. 3 , 

1940, p. 65. 

^ I b l d . 
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For, under accepted accounting principles, the concept 
of "profits" does not include'an appreciation in market 
value which is not realized.^ 

The practice of labeling such an increase or decrease in the value of 

securities as "unrealized" gain or loss is definitely the preferable 

accounting procedure and is generally adhered to in the mutual fund 

industry. 

Regulation S-X of the Securities and Exchange Commission requires 

that balance sheets of open-end Investment companies which are 

submitted to the Commission be prepared with assets shown at value 

with cost shown parenthetically.-' In justifying this rule, the Chief 

Accountant of the Securities and Exchange Commission considered the 

net asset value per share to be "of such importance that it warrants 

a requirement that the balance sheet be set up on the basis of value 

with cost to be shown parenthetically." 

The sale of a large block of securities by a mutual fund can 

sometimes have the effect of driving the market price to a level 

materially below the price established for a smaller number of shares. 

This problem can be alleviated to some degree by skillful buying and 

selling by the mutual fund, but the problem is an important one. Any 

^Securities and Exchange Commission Decisions and Reports, 
yfree Traders, Inc. (Washington: U. S. Government Printing Office, 
1940), Vol. 7, p. 926. 

^Rappaport, Chapter 17, p. M (Article 6, Rule 6-02-6, Reg. S-X). 

'O.̂ Financial Statc-ments of A^anagement Investrx'nt Companies," 
Securities and Exchange Commission (Report of the Chief Accountant to 
the SEC), (Philadelphia: 1946), p. H . 
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attempt to convey financial information concerning mutual funds should 

take into consideration the possibility of a lower value for a relatively 

large block of securities, but the problem is seemingly ignored in 

investment company accounting literature. The Committee to Prepare a 

Statement of Basic Accounting Theory recognized this situation and 

observed that possible values per share In such cases are seldom 

subject to adequate verification in the absence of a valid contract 

to sell." 

Equalization Entries 

The equity arrangement of mutual funds provides for the 

continuous offering of new shares and a promise to redeem outstanding 

shares at the option of the investor. The price to be received by the 

invesfor upon redemption and the price to be paid by incoming investors 

is calculated in a predetermined manner. As previously discussed, the 

usual arrangement entails a charge to Incoming investors of net asset 

value per share plus a"loadIng charge" and a promise to pay retiring 

investors the most recently calculated net asset value per share. 

Investment company accounting has long recognized the Importance 

of distinguishing between regularly recurring Income and income which 

is less dependable. Net investment Income Is considered to be such 

regularly recurring Income as cash dividends on stock and Interest 

payments from debt instruments less all expenses of the fund. Profits 

realized from buying and selling securities, commonly referred to as 

capital gains and losses, are generally regarded as non-recurring 

II Zlatkovich, p. 74. 
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sources of income. In 1951, the Nw/ York Stock Exchange considered 

this distinction sufficiently important to warrant eliminating trading 

profits from the income statement. The Exchange recommended that 

such gains and losses be reflected by direct charges or credits to a 

reserve account or "special surplus account which sliould be a 

segregated part of earned surplus."'2 At the present time. 

This distinction is important from a tax point of view, 
and also because of the general feeling that ordinary 
income constitutes the only true earnlnns of the 
investment company, and that security profits and losses 
represent an adjustment of the shareholders' investment.'3 

Financial statements filed with the Securities and Exchange Commission 

also require the separation of "undistributed net Income" and 

"accumulated net realized gain or loss on investments."'^ These two 

accounts constitute the counterpart of the retained earnings account 

of the ordinary business corporation. 

The unique equity arrangement of mutual funds has led to the 

development of "equalization" debits and credits In recording capital 

stock transactions. The objective of utilizing these debits and 

credits is to maintain the per share interest of Investors in net 

investment income. Although dilution effects due to an increase in 

the number of capital shares are most frequently analyzed with respect 

to future earnings In the case of the ordinary corporation, the 

dilution effect to the-mutual fund shareholder applies primarily to 

'2john S. McMartIn, "Reporting Investment Trust Income," Harvard_ 

Business RGview, IX (July, 1951), pp. 494-495. 

'^£3S^J:iidIj>sJii_/luAi±[l^^ ^' '̂* 

'^Rappaport, Chapter 17, p. 17 (Article 5, Rule 6-05-21, r.ca. S-X) 
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past earnings. "Supposedly, the fund can quickly employ the funds 

received without any material effect on the future rate of Investment 

return."'^ 

The equalization entries provide a systematic method of 

determining the per share net Investment Income available for distribu

tion during a particular accounting period, and they are recognized by 

the Securities and Exchange Commission as an acceptable accounting 

16 

procedure,. As capital stock Is Increased by day-to-day sales, the 

per share Interest In net Investment Income will obviously be reduced. 

As a result, mutual fund accountants credit a portion of the proceeds 

from the sale of capital stock to the equalization account. In effect, 

a portion of the sales proceeds is set aside In a separate account to 

be subsequently returned to the new Investor. In this manner, the 

equalization entries reflect the management decision to Increase the 

net Investment Income dividend If the number of outstanding shares 

Increase. To negate the opposite effect which will result from the 

redemption of the mutual fund's capital share, a debit Is made to the 

equalization account In reflection of the management decision to decrease 

the net Investment Income dividend if capital shares decrease. The amount 

to be charged or credited to the equalization account Is the net invest

ment Income per share at the time of sale or redemption multiplied by 

the number of shares sold or redeemed. 

'^Tracy, p. 55. 

'^Rappaport, Chapter 17, p. 22 (Article 6, Rule 6-07-02, Reg. S-X) 
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Effect of Increased Capitalization 

Relative to Net Investment Income 

Basic Analysis 

An Illustration Is necessary to fully examine the effect of 

sales of capital shares upon net investment Income and the related 

equalization entries. Although the Illustration will be changed to 

Illustrate various points during subsequent sections of the thesis, 

the following data will be Initially assumed: 

t. The mutual fund began operations in the Immediately 

preceding year with a capitalization of $2,000,000 

represented by 100,000 capital shares. Thus, the original 

net asset value per share is $20. 

2. The shares have a par value of $5 per share. 

3. Net investment income was earned In the previous year of 

$100,000 or $1 per share. Three $.25 dividends were declared 

from this Income, thus leaving $.25 per share presently 

remaining to be distributed as a dividend In the near future. 

4. Although the mutual fund realized capital gains in the 

previous year of $50,000, none of this portion of income has 

been distributed in the form of dividends. 

5. The market value of the securities still owned by the mutual 

fund has Increased in value by $100,000. 

6. The mutual fund did not sell or redeem any additional shares 

during its first year of operations. 

7. On the first day of the fund's second year of operations, the 

mutual fund issues 100,000 additional shares of capital stock. 

O J 
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At the end of the fund's first year of operations, each 

capital share has a net asset value per share (hereinafter abbreviated 

as NAVPS) of $21.75. The equity accounts of the mutual fund show the 

NAVPS to be composed of the following amounts: 

Capital Stock 

Paid-in Capital 

Undistributed Net Investment Income 

Undistributed Net Realized Gain on 

Investments 

Unrealized Appreciation of Investments 

Net Assets 

Per Share 

$ 5.00 

15.00 

.25 

.50 

1.00 

$21.75 

Total 

$ 500,000 

1,500,000 

25,000 

50,000 

100,000 

$2,175,000 

For the issuance of the 100,000 capital shares, the mutual fund 

will receive $2,175,000. This amount represents the NAVPS multiplied 

by the number of shares issued. In the ordinary corporate enterprise, 

the following entry would be made to record the issuance of these shares: 

Dr. Cash $2,175,000 

Cr. Capital Stock 
Cr. Paid-in Capital 

$ 500,000 
1,675,000 

(, 

This entry maintains the NAVPS, but decreases the per-share claim in 

the income accounts and unrealized appreciation account. This is 

illustrated by the composition of the mutual fund's equity accounts 

after the issuance of the additional shares: 
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Capital Stock 

Paid-in Capital 

Undistributed Net Investment Income 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5.00 

15.875 

.125 

Total 

$1,000,000 

3,175,000 

25,000 

.25 

.50 

$21.75 

50,000 

100,000 

$4,350,000 

The increase in the number of shares outstanding has not changed the 

NAVPS, but has caused a per-share dilution in the:;income and apprecia

tion accounts which has been counterbalanced by a dilation in the 

paid-in capital account, "In other words, an Increase in the number 

of capital shares decreases the distributable fraction of the NAVPS 

and increases the nondistributable part." 

In nullifying the dilution effect which this procedure has on 

r 
the per share i n te res t in net Investment income, accounting prac t ice 

in the mutual fund indust ry sanct ions the fo l low ing en t ry : 
Dr. Cash $2,175,000 

Cr. Capi ta l Stock 
Cr. Pa id - in Capi ta l 
Cr. Equa l iza t ion 

$ 500,000 
1,650,000 

25,000 

The po r t i on of the proceeds c red i ted to the equa l iza t ion account 

e f f e c t i v e l y represents a segregated po r t i on of pa id - in cap i ta l vyhich 

w i l l be re turned to new investors upon dec lara t ion of the net investment 

Income d iv idend . As i l l u s t r a t e d in the fo l low ing composition of the 

' ' T r a c y , p. 56. 
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equity accounts after the equalization entry, the per-share interest 

of original investors is maintained in the net investment income: 

Capital Stock 

Paid-in Capital 

Undistributed Net Investment Income 
and Equalization Credit 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Asset! 

Per Share 

$ 5.00 

15.75 

.25 

.25 

.50 

$21.75 

lotal 

$1,000,000 

3,150,000 

50,000 

50,000 

100,000 

$4,350,000 

Federal Income Tax Aspects o 

The federal Income tax aspects of the equalization procedure 

can best be illustrated by considering the subsequent dividend payment. 

For the purposes of the illustration, the amount of the net investment 

income dividend is assumed to be the same as upon the entrance of the 

new investors. Obviously, investment income will be earned after the 

entrance of new investors in most cases, but the amount will be 

equitably distributed to all investors. In this example, the mutual 

fund has the use of twice as much capital as prior to the entrance by 

the new investors, and the income subsequently earned by the mutual 

fund v/i 11 be equitably distributed to all shareholders. The effects 

upon the net investment income at the time of entrance by new Investors 

is the subject of the examination, and other variables are held constant 

to simplify the initial analysis. 
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The following entry will record the dividend payment: 

Dr. Undistributed Net Investment Income $25,000 
Dr. Equalization 25 000 

Cr. Cash $50,000 

In reflecting management's decision to Increase dividends, this entry 

nullifies the dilution effect. However, the nature of this equaliza

tion procedure Is not considered in the federal Inccme tax laws. In 

this example, distribution of the $25,000 Is sufficient to escape 

tax thereon. Each shareholder on the dividend record date receives 

an equal amount of taxable dividends.'^ Since the mutual fund In this 

example has distributed all of Its net Investment Income, the $25,000 

In excess of this amount wi 11 be considered a return of capital of 

$.125 per share to each Investor In the mutual fund. 

In reality, each nev/ Investor receives a return of capital 

equal to $.25 per share. In this Illustration, the new Investor paid 

$.25 per share for the net investment Income portion of the net asset 

value per share, and this amount Is merely returned to him at the next 

dividend date. If Income Is not earned equal to the dividend subsequent 

to the date of purchase, generally accepted accounting principles 

acknowledge that a return of capital results from the point of viev/ 

of the nev/ purchaser.'^ The effect is similar to purchasing "accrued 

Income," and the principle is the same that requires retained earnings 

'^26 C. F. R. 1.852-4. 

'^H. A. Finney and Herbert E. Miller, Principles of Accounting— 
Intermediate (5th ed.), (Englewood CI iffs, N. J. : Prentice-Hall, Inc., 
1958), p. 311. 
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of a subsidiary prior to purchase by the parent corporation to be 

omitted from consolidated earned surplus.20 

The entire $.25 payment represents income to the established 

investor, but only $.125 per share is considered taxable income. The 

tax provision is understandable In terms of expediency, but the effect 

is to penalize the new investor to the benefit of established investors. 

The issuance of shares v/hich prompted an increase in dividends without 

a corresponding increase In taxable income effectively decreased the 

tax to shareholders. Established investors thus receive a financial 

and tax advantage from the equalization procedure. 

This can be further clarified by examining the composition of 

the NAVPS after the payment of the net investment income dividend: 

Capital Stock 

Paid-in Capital 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5,00 

15.75 

,25 

Total 

.50 

$21,50 

$1,000,000 

3,150,000 

50,000 

100,000 

$4,500,000 

If the additional 100,000 shares had not been issued, the equity 

accounts would have been composed of the following amounts after the 

payment of the net investment income dividend: 

20Accounting Research Bulletin No_._45, Chapter I, Section A, 

"Rules Adopted by Membership," p. II. 



66 

Capital Stock 

Paid-in Cap Ital 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5,00 

15.00 

.50 

1.00 
• all.. * ....^..^ ^ . . ^ i 

$21.50 

Total 

$ 500,000 

1,500,000 

50,000 

100,000 

$2,150,000 

Whether the number of outstanding shares increases or remains constant, 

an examination of the composition of the NAVPS under both assumptions 

shows that the effect of the equalization procedure is eliminated after 

the payment of the net Investment Income dividend. 

However, the tax benefit accruing to established investors Is 

not as great as might appear from these reasonings. Established 

investors receive the same amount of dividend as If there had been 

no increase in outstanding shares. The NAVPS and consequent price at 

which established investors can redeem their shares Is the same whether 

shares outstanding Increase or remain constant. However, if the 

number of outstanding shares increases, a portion of the dividend 

will be considered a return of capital v>fhich will require the 
PI 

established investors to reduce the tax basis of their shares. If 

the number of outstanding shares remains constant and the entire 

dividend Is considered taxable, no such reduction In the tax basis of 

their shares will be necessary. Therefore, relative to their position 

assuming no Increase in outstanding shares, the established Investors 

will have more tax to pay upon red^nption of their shares. The portion 

2'1954 I. R. C. Section 501 (c)(2). 
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of the net investment income dividend v/hich is considered a return of 

capital to the established investors will result in an equal increase 

in taxable income upon redemption of their shares. However, the delay 

in taxes v/iM result in an economic benefit due to the time value of 

money. Since share redemptions result in capital gains transactions, 

the effect Is also to convert ordinary income Into capital gains for 

the established Investor. 

This effect is also not as disadvantageous to the incoming 

investors as might first appear. This is due to the incoming investors' 

relatively better tax position upon redemption v/hen originally taxed 

upon a return of capital. This may be Illustrated by assuming that the 

$.25 per share dividend is not paid, or by assuming that the $.25 

dividend is paid and justly considered a return of capital to the new 

investor. In the first assumption, the Incoming investor v/i11 receive 

correspondingly greater proceeds upon redemption and thus sustain 

relatively greater capital gains income or less capital loss upon 

ultimate redemption of his shares. Hov/ever, the latter assumption is 

illustrative of the point and is more easily understood. 

Assumina the entire dividend is considered a return of capital, 

the new investor will consider the $.25 dividend as a return of capital 

and reduce the tax basis of his shares accordingly. In the illustration, 

the new investor is taxed on $.125 of the dividend, and only $.125 Is 

considered a return of capital. Thus, in the latter situation, the new 

investor Is unjustly taxed on a return of his capital but vho tax basis 

22|. R. c. 1954, Sec. 502 (a). 
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of his shares Is correspondingly higher. Whether the payment of the 

dividend Is considered a return of capital or taxable Income to the 

shareholder, the NAVPS Is correspondingly reduced $.25 In either case. 

Therefore, the new Investor can redeem his shares In the future for 

the same price In either situation and will have less tax to pay 

upon redemption when he is Initially taxed on a return of his capital. 

This Illustration shows that the amount upon which the 

Incoming Investor is originally taxed upon a return of capital will 

result in a relative decrease In capital gain or Increase In capital 

loss by an equal amount upon redemption. This Is simply due to the 

relatively higher tax basis upon redemption. However, the effect upon 

the Incoming Investor Is to cause a prepayment of the tax and convert 

a capital gains transaction to ordinary Income. 

The effect upon the new Investor of being taxed upon a return 

of capital will also be discussed In relation to capital gains and 

unrealized appreciation and depreciation. The tax effect of this 

result must be clearly established at this point. Whenever the new 

Investor Is Initially taxed on a return of his capital, the Incoming 

Investor will have a relatively higher tax basis for his shares than 

If the dividend Is considered a return of capital for tax purposes. The 

relatively higher tax basis will result in equal reduction in long-

term capital gains or an equal increase in long-term capital losses 

upon redemption. The importance of this difference in the timing 

of the tax will obviously depend upon the length of time the incoming 

Investor holds his shares in the mutual fund, but the time value of 

money works to the economic disadvantage of the incamlng investor v/hen 

he is taxed upon a return of his capital. 
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Practical Measurement 

The illustrative example previously analyzed does not conform 

exactly to reality but serves as a useful vehicle in analyzing the 

effects of the equity arrangement of mutual funds. Having established 

the basic effects,-complicatIng factors must now be considered. Rather 

than the assumed sale of 100,000 capital shares on a single day, the 

normal operation of mutual funds entails daily sales and redemptions 

of their capital shares. Nor does the net investment income portion 

of the NAVPS remain constant, but rather it normally changes daily as 

income Is earned and expenses accrue. Thus, incoming and retiring 

stockholders "buy" and "redeem" different amounts of net investment 

income da Ily. 

In analyzing the practical effects upon established investors, it 

must be established that the ultimate results and conclusions concerning 

the illustration will also be true for an accounting period In v/hich 

sales exceed redemptions by 100,000 capital shares. The significant 

point being that the equalization account contains a credit balance of 

$25,000 at the end of the accounting period with a corresponding excess 

of dividend declaration over actual earnings for the period. The 

original iI lustration sufficiently I Ilustrates this point. However, 

the problem remains that the net investment income portion of NAVPS 

fluctuates daily. It is obvious that an analysis of each capital share 

sale and redemption will involve excessive effort and cost, but the 

cumulative effect of sales upon net Investment Income can be determined 

without such an analysis. 

As previously discussed, the equalization entries ensure that the 

dividend accruing to established Investors will not be diluted by Increases 
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In outstanding stock. Because the mutual fund will likely be able to 

invest the funds received from incoming investors without material 

effect upon the future dividend and Interest earning rates, increases 

in outstanding stock may also be assumed to have a negligible effect 

upon future net investment income dividends. Thus, the primary effect 

of net increases in capital stock upon established investors Is that a 

portion of the net investment Income dividend of the period will be 

considered a return of capital for federal Income tax purposes. The 

amount v/hich v/i 1 I be considered a return of capital for tax purposes 

will be the amount by vWiich the declared net investment Income dividend 

exceeds the net investment earned by the mutual fund during the period. 

This excess of dividends over earnings Is equal to the excess of payments 

for net investment income from sales over the payments to retiring 

investors for net investment income. This amount is conveniently 

represented by the credit balance In the equalization account at the 

end of the period, and v/i I I be communicated to shareholders on a per 

share basis by notification that a portion of their dividend is 

considered a return of capital. 

Thus, the portion of the net investment Income dividend v/hich is 

considered a return of capital for tax purposes is the cumulative effect 

of the net increase In capital shares. The established Investor may 

consider that this amount will result in an equal increase In capital 

gains or decrease In capital losses upon redemption. This portion 

represents ordinary income converted to capital gains for tax purposes, 

and the tax on this Income will be delayed from the time of the 

dividend until the established investor rcdeens his n!;:.ros. 
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The factors affecting the ultimate result of the incoming 

shareholder's "purchase" of net Investment income are also complex. 

If the investor buys shares when the shares outstanding have Increased 

in the period but prior to his entrance, the payment for the net invest

ment inca.ie portion of NAVPS will Include a payment for prior equaliza

tion credits; i. e.', previous Incoming shareholders' payments during 

the period for net investment income will affect the ultimate amount 

of the dividend to be considered a return of capital. The incoming 

investor's own payment for net Investment Income will also affect the 

ultimate amount of the dividend to be considered a return of capital, 

but this will likely be minute compared to the total effect of other 

investors. Also to be considered Is that the incoming Investor becomes 

an "established investor" from the moment of his entrance into the 

mutual fund, and thus the conclusions applicable to established 

investors apply to net investment Income earned from the time of his 

entrance until the payment of the dividend. Thus, the original effect 

Is subsequently counteracted to some extent by subsequent increases In 

outstanding stock. A measurement of a 1 I of these factors is obviously 

Impractical, but as a practical matter will yield little slgnifican: 

Information. 

A practical approach to the problem may be made by examining 

the net effect of these forces represented by the credit balance of the 

equalization account at the end of the period. Due to earnings subsequent 

to his entrance, the net investment income dividend per share wiI I 

likely be more than the amount "purchased" by an incoming investor. 

However, the sianifleant fiaure to the incomlna investor in this 

analysis Is the net investment Income portion of I!,\VP5 upon his vr,\rr.ucc 



72 

Into the mutual fund. From the amount "purchased" at the time of 

entrance, the Incoming Investor may subtract the amount considered a 

return of capital for tax purposes to determine the amount of the 

dividend upon which he Is actually taxed upon a return of his capital. 

As will be discussed In the subsequent chapter, the entire dividend 

will be considered taxable if the Incoming Investor enters the mutual 

fund during a period of net decrease In outstanding shares. 

For the amount considered a return of capital from the viewpoint 

of the Incoming Investor but taxable for federal Income tax purposes, 

the previously discussed conclusions are applicable. This amount will 

represent an equal decrease In capital gains or Increase In capital 

losses upon redemption. In effect, the Investor "prepays" a potential 

future tax, and a portion of the proceeds upon redemption is changed from 

a capital gains transaction to ordinary dividend Income, 

Effect of increased Capitalization Relative to 

Undistributed Capital Gains 

Basic Analysis 

An examination of the net asset values per share after payment 

of the net Investment Inccme dividend on pages 65 and 66 also Illustrates 

that the effect of an increase in outstanding shares Is to shift the 

Interests of established Investors from undistributed net realized gain 

on Investments and unrealized appreciation of investments to the paid-in 

capital account. This constitutes the basic premise underlying the 

financial effects of an increase in outstanding shares upon undistributed 

capital gains and unrealized appreciation. 
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The validity of this premise as applied to undistributed capital 

gains is illustrated by analyzing the entry to record the proceeds from 

new investors. Incoming investors paid $50,000 for the capital gains 

portion of the purchase price of their shares, and $50,000 is credited 

to the paid-in capital account. For this portion of the price of their 

shares, new investors receive a fifty per cent interest in the $50,000 

which is credited to the paid-in capital account. They also receive a 

fifty per cent interest in the undistributed net realized gain on 

investments account. Consequently, the effect upon established investors 

is to decrease their interest In undistributed capital gains by $25,000 

in compensation for a $25,000 interest in the $50,000 payment by new 

investors for undistributed capital gains. The dividend to established 

Investors is decreased from $.50 to $.25 per share in compensation for 

a $.25 increased interest per share In paid-in capital. Thus, after 

payment of the capital gains dividend, the NAVPS of established 

investors is relatively higher by the amount of the dividend per share 

denied them. This is because a portion of their interest in the mutual 

fund is shifted to the paid-in capital account v/hich is not distributed 

as a dividend. For the established investors to receive this $.25 

dividend per share denied them, the mutual fund must declare a dividend 

from paid-in capital. Thus, the increase in NAVPS Is relatively 

permanent. 

The entry to record the payment of the capital gains dividend 

vvi I 1 be made in the following manner: 

Dr. Undistributed Net Realized Gain 
on investments $50,000 

Cr. Cash 
$50,000 
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The $.25 per share dividend to established investors will of course be 

taxable to them, but established investors have been denied a $.25 

dividend per share which was earned by the use of their capital. 

The relative increase in NAVPS may be Illustrated by examining 

the composition of the NAVPS after payment of the capital gains dividend; 

Per Share Total 

Capital Stock 

Paid-in Capital 

Unrealized Appreciation 

Net Assets 

$ 5.00 

15.75 

.50 

$21.25 

$1,000,000 

3,150,000 

100,000 

$4,250,000 

Per Share 

$ 5.00 

15.00 

1.00 

$21.00 

Total 

$ 500,000 

1,500,000 

100,000 

$2,100,000 

If the additional 100,000 shares had not been issued, the equity accounts 

would have been composed of the following amounts after the payment of 

the capital gains dividend: 

Capital Stock 

Paid-in Capital 

Unrealized Appreciation 

Net Assets 

In relation to a static number of outstanding shares, the effect upon 

established investors of increased outstanding shares is to decrease 

their dividend by $.25, increase their NAVPS and redemption price by 

$.25, and keep the tax basis of their shares at the same amount in 

either situation. Established investors can thus "realize" the capital 

gains dividend denied them by the dilution effect by redeeming their 

shares, and thus will have relatively more capitol gains subject to tax 

or less capital loss upon redemption of their sharer.. Thus, the effect 



75 

upon established investors is to merely defer a portion of the capital 

gains dividend accruing to them and the capital gains tax thereon. 

The $.25 dividend per share represents a return of capital from 

the viewpoint of the neiv investor, but the dividend is considered a 

long-term capital gain for federal income tax purposes regardless of 

the new investor's holding period.23 |f i^e mutual fund had not had 

undistributed capital gains upon the new investor's entrance into the 

fund, a $,25 dividend would be considered a return of capital for tax 

purposes. The investor would have to reduce the tax basis of his 

shares under these circumstances, but taxation upon the return of 

capital does not require a reduction in the tax basis of the shares. 

The NAVPS (redemption price) is the same whether the dividend is 

considered a return of capital or taxable dividend to the new investor. 

Thus, the new investor will receive the same amount for redemption of 

his shares but will have less tax to pay when he is taxed upon a return 

of his capital. The effect upon incoming investors is to force 

"prepayment" of a potential capital gains tax. 

These conclusions are applicable to the capital gains dividend 

"purchased" by the nev/ investor upon his entrance into the mutual fund. 

The actual amount of capital gains dividend paid to the new investor 

will depend on some extent to the capital gains or losses realized by 

the mutual fund between his entrance into the mutual fund and the date 

of declaration of the capital gains dividend. Hov/ever, the question of 

future capital gains and losses primarily relates to unrcollzed 

23|. R. c. 1954, Section 852 (5)(B). 
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appreciation and depreciation which will be discussed in a subsequent 

section of the thesis. 

Practical Aleasurement 

As discussed concerning net investment income, the simplified 

illustration is a useful vehicle in analyzing the basic effects of the 

equity arrangement of mutual funds. As a practical matter, sales and 

redemptions occur daily and the balance of the undistributed net 

realized gain on investments account is also likely to fluctuate daily. 

The conclusions reached concerning capital gains are also 

applicable to a period in which a net increase in outstanding shares 

occur. In the illustration, the ultimate dilution effect would be 

$.25 per share had 200,000 shares been sold and 100,000 shares redeemed, 

but the problem exists that the balance of the undistributed net 

realized gain on investments account will fluctuate daily. 

However, the nature of capital gains constitutes the most limiting 

factor involved in measuring the effect upon new investors of "buying" 

capital gains and the effect upon established investors of the Increase 

in outstanding shares. As previously stated, capital gains are generally 

considered a "non-recurring" form of income. Thus, a direct correlation 

between the amount of funds invested in securities and the rate of 

capital gains realizations by the mutual fund may not exist In any 

particular mutual fund. In other words, a "rate of return" In capital 

gains related to the total Investment in securities may not exist in 

the mutual fund. In the measurement of the effects concerning nĉ t 

investment income, the relatively safe assumption vyas r.iadc that the 

mutual fund could quickly invest the funds of nc.v investors at 
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approximately the same rate of return as prior to their entrance. 

Thus, the ultimate net Investment Income dividend could be analyzed to 

Isolate the effect of merely the entrance by new Investors because the 

effect upon earnings per share subsequent to entrance by the new 

Investors Is considered negligible. However, although such an assumption 

Is of limited validity when applied to capital gains, such an assumption 

must be made In analyzing the effect of the entrance by new investors. 

Any attempt to measure the validity of this assumption Is beyond the 

scope of this study, and thus the subsequent references to "dilution" 

will apply to the mere entrance by new Investors related to the equity 

arrangement of mutual funds. 

Measurement Is also severely limited by the fact that an 

equalization account Is not available for undistributed capital gains. 

In analyzing the effect of capital share increases upon net investment 

Income, the credit balance In the equalization account at the end of the 

period provides a convenient measure of the excess of net Investment 

Income "purchased" by Incoming Investors over the related portion 

Included In redemption payments to retiring shareholders. This balance 

provides a convenient measure of the dilution effect which would occur 

If the net Investment Income dividend had not been Increased by this 

amount. To the extent that a measure of the dilution effect is 

considered material to investors, it is preferable that such a measure 

of the dilution effect be communicated concerning capital gains. Such 

a measure should not be prohibitive in cost and could be effected In 

the form of a "memorandum" equalization account for the undistributed 

net realized gain on investments account; i.e., even though the capital 

gains dividend will not be increased by this amount as in the case of 
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net Investment Income, the memorandum account will provide a convenient 

measure of the dilution effect concerning capital gains. 

Since an accurate measure of the dilution effect Is not provided 

currently, an additional assumption Is necessary In estimating the 

dilution effect upon established Investors concerning capital gains. 

The assumption must be made that the net Increase In shares outstanding 

occurs at an even rate during the period. For example. If a net Increase 

of ten per cent In outstanding shares occurs during the period. It 

must be assumed that the funds of the Incoming Investors are used for 

approximately one-half of the period. Thus, the total capital gains 

distributed at the end of the period must be divided by 105% to estimate 

the capital gains that would have been realized If the number of out

standing shares remained constant. Division of this figure by the 

number of outstanding shares at the beginning of the period, division 

of this figure by the number of outstanding shares at the end of the 

period, and subtraction of these two per share figures provides an 

estimate of the per share dilution for the period. 

If the capital gains dividends are distributed over a relatively 

short period of time. It may be preferable to simply divide the total 

capital gains realized during the period by the smaller number of out

standing shares at the beginning of the period. Subtraction of the 

actual capital gains dividend for the period from this figure provides 

an estimate of the dilution effect. This procedure ignores the 

possible effect of capital gains earned by funds invested by incoming 

shareholders. 

To the extent that the dilution effect Is measured, the 

jtablished Investor may consider that the previously discussed basic 
esi 
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conclusions apply. The dividend thus denied the established investor 

will be "realized" upon redemption with the related delay In taxation 

of the income. 

The effect upon the Incoming investor is also subject to a 

complex set of factors. Upon his entrance, the per share interest in 

undistributed capital gains will have- been previously diluted or 

dilated by incoming and retiring investors. Realization of net capital 

losses or an additional net increase in outstanding shares during the 

period but subsequent to his entrance v/II 1 make the ultimate capital 

gains dividend less than the amount "purchased" upon entrance. 

ContrarIv/ise, realization of net capital gains of a net decrease In 

shares during the period but subsequent to his entrance will make the 

ultimate capital gains dividend greater than the amount "purchased." 

In other v/ords, the investor becomes an "established investor" subject 

to counteracting effects subsequent to his entrance. If net capital 

aalns are realized during the remainder of the period, the question 

arises as to whether this constitutes "realization" of the initial 

amount of unrealized appreciation. 

Hov/ever, measurement of all of these elements is practically 

impossible and will likely yield little significant information. As a 

practical alternative, it should be sufficient to subtract from the 

ultimate capital gain dividend received the undistributed capital gains 

portion of the NAVPS upon the investor's entrance into the mutual fund. 

If the ultimate dividend received for the period is less than the amount 

"purchased" upon entrance, the previously discussed basic conclusions 

may be considered applicable to the entire dividend rccoivod. The 
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amount thus measured .;! 11 represent "prepayment" of tax upon capital 

gains income and results in an equal reduction in capital gains income 

or increase in capital loss upon the investor's retirement from the 

mutual fund. 

lA^i^i 



CHAPTER VI 

FINANCIAL EFFECTS OF INCREASED CAPITALIZATION 

RELATIVE TO UNREALIZED APPRECIATION 

AND UNREALIZED DEPRECIATION 

Effect of Increased Capitalization 

Relative to Unrealized Appreciation 

Authorities have expressed concern that the incoming Investor 

is "buying a tax liability" in respect to the portion of NAVPS 

represented by unrealized appreciation. The cost of the marketable 

securities to Incoming Investors Is the original cost plus unrealized 

appreciation, but turnover of the mutual fund's portfolio at this "cost" 

will result in capital gains for tax purposes upon v/hich new investors 

will be taxed In the same manner as established investors. In the 

opinion of one author, the only means of avoiding this effect Is to 

purchase the securities of a newly organized mutual fund with negligible 

unrealized appreciation." Another author acknowledges the possibility 

of this effect, but considers that a serious problem will not result In 

most cases: 

Taxes on capital gains distributions, furthermore, 
do not represent an additional tax to the shareholder. 
They can be considered a form of "pay-as-you-go" taxation. 
Even if an investor pays capital gains tax at a time vvhcn 
his shares are worth less than they cost him, in the long 
run he will probably pay approximately the so..ie amoun. of 

'BUI lock, pp. 170-171 . 
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total tax as if no gains had been paid out. This is because, 
when he comes to sell his shares, there will be less tax to 
pay—assuming he sells at a profit—or a greater loss than 
can be used to offset other profits or income.2 

As previously discussed, when the Incoming investor is taxed upon a 

return of his capital, the incoming investor will have a correspondingly 

reduced capital gain or greater capital loss upon redemption of his 

shares. 

Analogy to Capital Gains 

As previously stated, the effect of an increase in outstanding 

shares Is to shift the interests of established investors from 

undistributed net realized gain on investments and unrealized appreciation 

of investments to the paid-in capital account. An examination of the 

composition of the NAVPS on page 74, after the payment of the capital 

gains dividend, shows that a $.50 per share interest of established 

investors in unrealized appreciation has shifted to the paid-in capital 

account, v/hile previous analysis has shown that the remaining $.25 

increase In the paid-in capital account is due to undistributed realized 

capital gains. 

The validity of the basic premise as applied to unrealized 

appreciation is Illustrated by analyzing the entry to record the 

proceeds from new Investors. Incoming investors paid $100,000 for the 

unrealized appreciation portion of the purchase price of their shares, 

and this payment is credited to the paid-in capital account. For this 

portion of the price of their shares, incoming investors receive a 

fifty per cent Interest in the $100,000 which is credited to the paid-in 

Other Typ' 

2A r thu r v;i esenberger , j jTX£strnGnt_Co32i! i l^ 
Types , (Mew York : A r t h u r Wiesenbcrgcr .̂• Coiioany, l 9 6 o ) , p. :.o. 
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capital account. They also receive a fifty per cent Interest In the 

unrealized appreciation account. The related effect upon established 

Investors is to decrease their interest in unrealized appreciation 

by $50,000 while receiving a $50,000 interest in the $100,000 payment 

by Incoming investors for unrealized appreciation. The per share 

interest of established investors in unrealized appreciation is decreased 

from $1.00 to $.50 per share while their Interest in paid-in capital 

Is correspondingly increased by $.50. 

This analysis corresponds closely to the analysis of the 

undistributed net realized gain on investments account, and the effect 

is identical if the original amount of unrealized appreciation is 

realized by the sale of the mutual fund's entire portfolio. In other 

words, the effect is identical If the mutual fund subsequently liquidates 

its entire portfolio at $100,000 in excess of cost and distributes the 

$100,000 as a capital gains dividend. Under these circumstances, the 

composition of the NAVPS just prior to the distribution will be as 

follows: 

Capital Stock 

Paid-in Capital 

Undistributed Net Realized Gain 
on lnvestments(Previously Unrealized 
Appreciation of Investments) 

Net Assets 

Per Share 

$ 5.00 

15.75 

Total 

$1,000,000 

5,150,000 

.50 

$21.25 

100,000 

$4,500,000 

Payment of the dividend will reduce the NAVPS to $20.75. If the 

additional 100,000 shares had not been issued, the corrposl t ion of the 

NAVPS v/ould have been as follows: 
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Capital Stock 

Paid-in Capital 

Undistributed Net Realized Gain 
on Investments (Previously 
Unrealized Appreciation of 
Investments) 

Net Assets 

Per Share 

$ 5.00 

15.00 

Total 

$ 500,000 

1,500,000 

1.00 

$21.00 

100,000 

$2,100,000 

Payment of the dividend of $1.00 per share will reduce the NAVPS to 

$20.00. 

From the first Illustration, It can be seen that new Investors 

will receive a $.50 return of capital upon which they will be taxed 

as long-term capital gain. The portfolio Is assumed to be sold at 

"cost" to the Incoming Investor, but this results In a $.50 per share 

capital gain to all shareholders of the mutual fund. The Investors 

In the original 100,000 shares are ultimately denied a dividend equal 

to their Increased interest In the paid-in capital account. The 

original Investors would have received a dividend of $1 per share 

rather than $.50 per share, but this Is compensated by a $.50 per share 

Increase In the paid-in capital account. Under these circumstances, 

the effect Is Identical to an original assumption of $150,000 of 

undistributed capital gains because the original $100,000 of unrealized 

appreciation subsequently yields $100,000 of capital gains. 

However, mutual funds do not completely liquidate their security 

holdings at one time, but gradually "turnover" their portfolios. Thus, 

the previous Illustration cannot be considered the practical effect of 

Increases In outstanding shares upon unrealized appreciation, but 

rather Illustrates that the conclusions previously reached concerning 
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capital gains apply to the extent that the original balance of unrealized 

appreciation is "realized" as capital gains. Until unrealized 

appreciation is realized as capital gains with consequent differences 

in dividends and taxes, it is insignificant to established investors 

that an increased number of outstanding shares shifted their interests 

from the unrealized appreciation account to the paid-in capital account. 

In the same manner, the effect upon incoming investors does not materialize 

until a portion of the "purchased" unrealized appreciation is realized 

as capital gains. To the extent that such capital gains materialize, 

established investors v/I I I be denied a dividend due to the entrance 

of additional investors. There wi11 be a corresponding Increase in 

their NAVPS with a cx)nsequent increase in capital gains or decrease In 

capital losses upon their redemption. Incoming Investors will be 

taxed upon a return of capital with a corresponding reduction in 

capital gains or increase in capital losses upon their redemption from 

the mutual fund. 

Arthur Wi esenberger states that. 

No tax is payable until the appreciation Is realized. 
Any company, in order to realize all of its profits, 
v/ould have to liquidate a large part, if not all, of Its 
portfolio. In practice, few companies have ever taken 
such drastic action. Even in years of high and rising 
stock prices, capital gains paid out have rarejy amounted 
to as much as 5 to 10 per cent of asset value.-* 

However, the mutual fund does not have to liquidate all or a very 

large portion of its portfolio for the effects under analysis to 

materialize. If the market value of themutuol fund's portfollo 

remains unchanged after the entrance of the new Investors, any 

3wiesenberger, p. 55, 
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realizations of capital gains must be attributable to market increases 

prior to the entrance of the new investors. Otherwise, a capital gains 

dividend could not materialize to any extent. Thus, under these 

circumstances, any realizations of capital gains must be considered 

affected by the entrance of new investors and a partial "realization" 

of the balance of unrealized appreciation at the date of entrance by 

the incoming investors. 

Problem of Market Fluctuation 

The market value of the mutual fund's portfolio will obviously 

fluctuate after the entrance by the new Investors. The basic problem 

in this respect is to determine the extent to v/hich the initial 

entrance by new investors affects subsequent dividends and taxes to 

established investors, and to separate this effect from the changes in 

future dividends and taxes v/hich will be caused by fluctuations in the 

value of the portfolio of the mutual fund. An answer to this basic 

question will determine the extent to which incoming investors are 

taxed on a return of capital and the conclusions concerning capital 

gains apply to incoming investors. 

Before proceeding v/Ith an analysis of this problem, two premises 

must be established. As in the analysis of realized capital gains at 

the entrance of additional investors, it must again be assumed that a 

direct relationship exists betv/een the amount of funds invested in 

securities by the mutual fund and the rate of capital gain realizations. 

In other v/ords. It must be assumed that a "rate of return" In capital 

gains exists In the mutual fund. It must also be cstdbllciiGd that 

the validity of the analysis does not depend on tracing future- marl:ot 
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Changes to securities purchased specifically with newer established 

Investors' funds. For example. It does not matter that the specific 

securities bought with the funds Invested by the Incoming Investors 

have decreased by $10,000, while the specific securities purchased 

with the funds of established Investors have Increased $10,000. Under 

these circumstances, the unrealized appreciation of the Illustrative 

mutual fund will still be $100,000, while It would be zero If the 

Incoming Investors had Invested In a mutual fund with no unrealized 

appreciation. All Investors have respective Interests In the total 

portfolio of the mutual fund. 

The answer to Isolating the effect of the entrance by additional 

Investors Is found In an analogy between the balance of the unrealized 

appreciation account and the balance of the retained earnings account 

of the ordinary corporation upon entrance by additional Investors. 

The basic premise Is that the only circumstances when future capital 

gains per share cannot be affected by the Initial entrance of additional 

Investors Is when the market value per share of the mutual fund's 

portfolio Increases to a greater extent than future realizations of 

capital gains per share. 

The Incoming Investors paid for the cost plus unrealized 

appreciation, and this amount constitutes the "cost" of the securities 

to Incoming Investors. If capital gains are realized in the future 

which cannot be attributed to increases In the market value of the 

mutual fund's portfolio since the entrance of the new investors, any 

realizations of capital gains must obviously be attribuiable to increases 

In the market value of the portfolio prior to the entrance of the 
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additional Investors. Any realizations of capital gains would be 

Impossible If the original unrealized appreciation had not existed. 

Under these circumstances, any realizations of capital gains must be 

considered a return of capital to Incoming Investors and a realization 

to established Investors of'the dilution effect of additional outstanding 

shares. Using these reasonings, the changes In dividends caused by 

fluctuations In the market value of the securities need not necessarily 

be measured. That Is, the market value may decrease subsequent to the 

entrance and affect the amount of capital gains realized at any time, 

but any realization of capital gains under these circumstances must 

be considered affected by the mere entrance of the additional Investors. 

Under these circumstances, the amount of capital gains realized 

provides a measure of the materialization of the effects analyzed In 

this study. 

In the same manner. If the market value per share of the mutual 

fund's securities Increases greater than the realization of capital 

gains subsequent to the entrance of additional Investors, the dividend 

may be considered Income "earned" subsequent to the entrance. For example, 

assume the market value of the portfolio of the exemplary mutual fund 

Increases to $150,000 In excess of cost with the realization of $50,000 

of capital gains. Under the assumptions of this study, each share

holder will receive an equitable dividend and the balance of the 

unrealized appreciation account Is returned to Its original balance of 

$100,000. If unrealized appreciation had originally been zero with a 

subsequent Increase in market value of $50,000 with realization of 

$50,000 of capital gains, the unrealized appreciation account v/i11 bo 
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returned to Its original balance of zero. Under these circumstances. 

It makes no difference In dividends or taxation whether unrealized 

appreciation existed upon the entrance of additional Investors. Thus, 

the only circumstance under which realization of capital gains cannot 

be affected by the entrance of additional shareholders Is when the 

market value per share succeeding entrance Increases to a greater extent 

than capital gains realized subsequent to the entrance. 

Measurement Under Simplified Conditions 

Applications of these reasonings under simplified conditions 

Involves three calculations. To determine whether the Incoming 

Investor Is taxed upon a return of capital and whether the established 

Investor Is denied a dividend. It must first be determined whether 

the market value of the mutual fund's portfolio has Increased on a 

per share basis. The second and third computations concern measure

ment of the effect to established and incoming Investors. 

In measuring the changes In the market value of the portfolio 

subsequent to entrance, the unrealized appreciation account conveniently 

reflects such changes. However, a comparison of the balance of 

unrealized appreciation between two dates will not necessarily reflect 

the changes In market value because realizations of capital gains 

result In a debit to this account v/hile realizations of capital losses 

result in a credit to the account. Therefore, capital gains realizations 

must be added and capital losses must be subtracted from the balance 

of unrealized appreciation at the date of computation in determining 

the extent of market changes in the portfolio. 
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In consideration of these reasonings, the following formula Is 

suggested as a means of measuring the market value changes since the 

entrance of additional shareholders: 

X/Y minus Z/Y = measure of market value changes. 

X = Total unrealized appreciation at the date of computation plus 
total net capital gains subsequent to entrance by additional 
shareholders minus total net capital losses realIzed subsequent 
to entrance of additional shareholders. 

Y = Number of outstanding shares immediately following the entrance 
of additional shareholders, 

Z = Balance of unrealized appreciation at the date of entrance of 
additional shareholders. 

If the above formula yields a negative or zero figure, the entire 

capital gain dividend will be considered a realization of the dilution 

effect to established investors and taxation upon a return of capital 

to Incoming Investors, If the formula results In a positive figure, 

this amount of the capital gains dividend will be considered "earnings" 

subsequent to the entrance date. 

Measurement of the effect to the incoming Investor Is simply 

the amount of the capital gains dividend. If the market value per share 

has not Increased sufficiently to explain the origin of the capital 

gains dividend, the entire dividend must have been "purchased" at 

entrance. 

However, the amount of the capital gains dividend does not 

measure the dilution effect to established investors. This group 

receives a reduced dividend, but the amount of reduction in the dividend 

is the significant aspect to established Investors. This is measured 

by the amount of unrealized appreciation "shifted" to paid-in capital 

upon entrance of the additional investors. Measurement of this effect 
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is accomplished by comparison of the per share interest in unrealized 

appreciation immediately before and after the entrance of the additional 

Investors. This computation In the illustration shows a change from 

$1.00 to $.50 per share representing a $.50 per share decrease. In 

estimating the extent to which a future dividend is reduced by the 

dilution effect, the ratio of the per share decrease to the per share 

balance In the unrealized appreciation account subsequent to entrance 

provides a convenient measure. In the illustration, this ratio is one 

hundred per cent. Thus, any future capital gains dividend (assuming no 

increase in the market value of the mutual fund's portfolio) may be 

considered reduced by one-half due to the dilution effect of 

increased outstanding shares. 

Obviously, the maximum extent to which the effects under analysis 

can materialize is the amount of unrealized appreciation per share 

"purchased" by the incoming Investor and the decreased interest per 

share experienced by established investors. It must also be considered 

that as cumulative computations are made, dividends considered "income" 

must be subtracted from market value per share increases In future 

calculations. For example, assume that computations in one year show 

that the market value per share has Increased $.50 with a dividend 

distribution in the year of $.50. If computations In the following 

year show that the market value per share has still increased only 

$.50 per share, any capital gain distribution in that year must be 

considered a return of capital to incoming investors and "diluted" to 

established investors. 
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Basic 11lustrat ions 
. — •' • ' H I , 1 , 1 1 II I I 

Applications of these reasonings may be illustrated by 

supplementing the original illustration to include various changes in 

the market value of the securl t ies of the mutual fund with various 

realizations of capital gains. 

I. The'market value of the mutual fund's securities Increase to 

$150,000 in excess of cost. Securities are sold to realize capital 

gains of $50,000 or $.25 per share. This dividend is distributed, and 

the unrealized appreciation account has a balance of $100,000. 

Subsequently, the balance of unrealized appreciation increases by 

$20,000, but securities are sold to realize capital gains of $50,000. 

This dividend Is distributed, and the unrealized appreciation account 

subsequently has a balance of $90,000. 

Calculations concerning the first dividend are as follov/s: 

Market value computation: 

$100,000/200,000 shares = $.50 interest per share in unrealized 
appreciation at date of computation 

$ 50,000/200,000 shares = $.25 capital gains dividends per share 
subsequent to entrance 

$100,000/200,000 shares = $.50 interest per share in unrealized 
appreciation immediately following 
entrance of additional shareholders 

$.50 + $.25 = $.75 - $.50 = $.25 per share increase in market value 
of mutual fund's portfolio since 
entrance. 

Since the capital gains dividend does not exceed the per share increase 

in the market value of the portfolio of the mutual fund, the entire 

dividend is considered "income" earned subsequent to the entrance of 

the additional investors. Therefore, no further calculations are 

necessary. 
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Calculations concerning the second dividend are as follows: 

Market value computation: 

$90,000/200,000 shares = $.45 interest per share in unrealized 
appreciation at date of computation 

$80,000/200,000 shares = $.40 capital gains dividends per share 
subsequent to entrance of additional 
investors. 

The interest per share in unrealized appreciation immediately following 

the entrance of the additional investors was previously computed to be 

$.50. 

$.45 + $.40 = $.85 - $.50 = $.35 per share Increase in market value 
of mutual fund's portfolio since 
entrance of additional shareholders. 

$.35 - $.25 (capital gains previously considered incane) = $.10 per share 

v/hlch may be considered "income," 

Since a $.15 per share capital gain dividend is distributed during this 

period, $.05 of the dividend must be considered a return of capital 

to the incoming investors. 

Ratio of decreased interest in unrealized appreciation: 

$1.00 (Interest of established investors prior to 
entrance of additional investors) 

- $.50 (interest of established investors immediately 
followinq the entrance of additional investors) = $.50 per share 

^ decrease in 
unrealized 
appreciation. 

$.50 (per share decrease in unrealized appreciation) .= lOO/S. 
$150 (per share interest in unrealized appreciation_ 

immediately following entrance of additional invesrors) 

100% X $.05 - $.05 dividend denied established investors. 
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The second dividend should clarify the effect upon established 

Investors. Of the original balance of unrealized appreciation, $10,000 

Is distributed with the payment of the second dividend. Established 

Investors must "share" this distribution with the holders of 100,000 

additional shares, thus resulting in the $.05 dividend denied to 

established shareholders. 

2. The market value of the mutual fund's portfolio decreases 

from $100,000 to $50,000 In excess of cost. Securities are sold to 

realize a gain of $10,000 with subsequent distribution of the $10,000 

as a capital gains dividend. The market value of the portfolio 

Increases $80,000. Securities are sold to realize a capital gain of 

$30,000, and the gain Is distributed as a capital gains dividend. 

After the second dividend, the balance of unrealized appreciation Is 

$90,000. 

Calculations concerning the first dividend are as follows: 

$40,000/200,000 shares = $.20 Interest per share In unrealized 
appreciation at date of computation. 

$10,000/200,000 shares = $.05 capital gains dividends per share 
subsequent to entrance of additional 
stockholders. 

The Interest per share In unrealized appreciation Immediately following 

the entrance of the additional investors was previously calculated to 

be $.50. 

$.20 + $.05 = $.25 - $.50 = $.25 per share decrease in market value 
of mutual fund's portfolio since 
entrance of additional investors. 

Since the market value per share has decreased since entrance, the 

entire $.05 capital gains dividend must be considered a return of 

capital to Incoming Investors. The established investors wi11 consider 

the dividend "diluted" by $.05. 
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Calculations concerning the second dividend are as follows: 

$90,000/200,000 shares = $.45 interest per share in unrealized 

appreciation at date of computation. 

$40,000/200,000 shares = $.20 capital gains dividends per share 
subsequent to entrance of additional 
shareholders^ 

$.45 + $.20 = $.65 T $.50 = $.15 per share increase in market value 
of mutual fund's portfolio since 
entrance of additional investors. 

Since the previous $.05 dividend was considered a return of capital, 

the second dividend of $,15 per share will be considered "income." 

Complicating Factors 

In reality, measurement of the dilution effect to established 

investors and the extent to which incoming investors are taxed upon a 

return of capital is much more complex than the previous simplified 

illustrations. The illustration assumes a 100,000 increase in out

standing shares on a single day with no subsequent sales or redemptions, 

In reality, increases v/i11 occur daily and probably over a relatively 

long period of time. The illustration also assumes that all incoming 

investors "purchased" $1.00 per share of unrealized appreciation. In 

reality, this is very difficult to measure because of the daily 

fluctuation of unrealized appreciation. The degree to which the invest

ment of additional shareholders contributes to future capital gains 

constitutes an additional factor v/hich is difficult to measure. Also 

to be considered is that the incoming investor Immediately becomes an 

"established investor" subject to effects which tend to counteract the 

original considerations. In other v/ords, the deorec to v/hich the 

incoming Investor is taxed upon a return of capital may be affected by 

dilutions of capital gains dividends due to future increases In 
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capitalization. 

In light of these considerations, any measurement must be 

severely limited by practical difficulties Inherent In the characteristics 

of mutual funds. If measurement Is to be attempted, measurement will 

likely be more reliable on a cumulative basis over relatively long 

periods of time. The nature of the effects to be measured also requires 

computation by each Investor with each Investor using his date of entrance 

as the "focal" date of the computations. 

In practical situations, the Increase In outstanding shares 

usually occurs over relatively long periods of time; I. e., the 100,000 

Increase In shares outstanding will not occur In a single day as 

assumed In the Illustration. Since the "focal" date of the computa

tions Is the date of the investor's entrance, consideration must be 

given to Increases In unrealized appreciation, capital gains, and 

capital losses due to Increased capita• L^atIon subsequent to the 

Investor's entrance. Such considerations require the previously 

discussed assumption that a "rate of return" In capital gains related 

to the total Investment In securities exists In the mutual fund. 

Contrariwise, It must be assumed that a possible "rate of loss" In 

capital losses related to the total investment in securities exists 

In the mutual fund. 

It must also be assumed that the increased capitalization occurs 

at a relatively even rate from entrance to the date of calculation. 

Thus, If a ten per cent Increase in outstanding shares occurs from the 

date of entrance until the date of computation, the "X" In the formula 

on page 90 must be revised. Rather than beginning the computation of 
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"X" with the balance of unrealized appreciation at the date of corrputa-

tlon, the change In the balance of unrealized appreciation from the date 

of entrance until the date of computation must be considered to be 

105% of what It would be had the Increased capitalization not occurred. 

Consideration of this factor will yield a "revised" balance of 

unrealized appreciation at the date of computation. The net realized 

capital gains and net realized capital losses subsequent to entrance 

must also be divided by 105% to estimate their amounts had the Increased 

capitalization not occurred. The "Y" In the formula will be the number 

of outstanding shares at the date of the Investor's entrance. If 

material, the "Y" should be the number of outstanding shares Immediately 

following the Investor's entrance. The "Z" In the formula Is merely 

the balance of unrealized appreciation at the date of the Investor's 

entrance. These revisions of the formula appear to provide a reasonable 

estimate of the market value changes subsequent to the Investor's 

entrance. 

In measuring the dilution effect to the established Investor, 

the Investor must compare the per share Interest In unrealized 

appreciation Immediately before and after the entrance of additional 

Investors. However, In reality, no such simple calculation Is possible 

due to the constantly fluctuating balance of unrealized appreciation 

and the continuous changes in capitalization. As a practical alternative, 

the balance of unrealized appreciation may be considered an average of 

the balance of this account at the date of entrance and the date of 

computation. If the Increased capitalization has not occurred at an 

even rate or the balance of unrealized appreciation has fluctuated 

radically, a weighted-averaging technique of relating the major increas OS 
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In capitalization to the appropriate balances of unrealized appreciation 

may be necessary to reflect the circumstances. This provides an 

estimate of the $100,000 of unrealized appreciation assumed to be 

constant In the original Illustration. In this manner, the estimate 

provides an approximation of the unrealized appreciation portion of 

NAVPS Included In the sale price to incoming Investors. 

Division of the average balance of unrealized appreciation by 

the shares outstanding at the entrance of the Investor and the shares 

outstanding at the date of computation, and subtraction of these two 

computations provides an estimate of the dilution effect to the 

established Investor. Expression of the per share dilution as a 

percentage of the Interest In unrealized appreciation after dilution 

(average unrealized appreciation divided by the outstanding shares at 

the date of computation) provides an estimate of the extent to which 

the current period's capital gains dividends are diluted. In the 

original Illustration, the calculation was made once and considered 

applicable to all future dividends. However, as a practical matter, 

the dilution effect concerning unrealized appreciation must be 

recalculated each period. The most recent calculation may conveniently 

be considered applicable only to the capital gains dividends of the 

current period, or alternatively may be used in calculating the 

dilution effect concerning all capital gains dividends since entrance. 

In reiteration, the measurement of the dilution effect to 

established investors and the extent to which incoming investors 

are taxed upon a return of capital is very difficult under practical 

conditions. As a practical matter, measurement Is most 
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valid when the market value of the mutual fund's portfolio and number 

of outstanding shares remain relatively stable subsequent to the 

entrance of an investor. Under these circumstances, the investor may 

ignore any negligible dilution effect and consider any capital gain 

realizations as a return of his capital subject to tax under federal 

income tax provisions. 

Effect of Increased Capitalizatlon 

Relative to Unrealized Depreciation 

The effects of Increased capitalization relative to unrealized 

depreciation may be illustrated by changing the assumptions of the 

original example. For the purpose of this analysis, it will be assumed 

that the mutual fund has distributed any net investment income dividend 

and realized no capital gains or losses during its first year of 

operations. It v/I I 1 also be assumed that the market value of the 

mutual fund's portfolio decreased to $100,000 below cost. The 

composition of the NAVPS at the end of the first year of operations 

wi 11 be as fol lov/s: 

Capital Stock 

Paid-in Capital 

Unrealized Depreciation of 
Investments 

Net Assets 

Per Share 

$ 5.00 

15.00 

._^l-i^ 

$19.00 

Total 

$ 500,000 

1,500,000 

-100,000 

$1,900,000 

For the issuance of the assumed additional 100,000 capital shares, 

the mutual fund will receive $1,900,000. This amount will be recorded 

in the following manner: 
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Dr. Cash $1,900,000 

Cr. Capital Stock 
Cr. Paid-in Capital 

$ 500,000 
1,400,000 

Subsequent to the entrance of the additional investors, the composit 

of the NAVPS will be as follov/s: 

ion 

Capital Stock 

Paid-in Capital 

Unrealized Depreciation of 
Investments 

Net Assets 

Per Share 

$ 5.00 

14.50 

-.50 

$19,00 

Total 

$1,000,000 

2,900,000 

- 100,000 

$3,800,000 

A comparison of the tv/o compositions of NAVPS shov/s that the 

effect of increased capitalization upon established investors Is to 

decrease their interest in paid-in capital and unrealized depreciation. 

However, the importance of this effect to established investors v/i11 

generally be negligible. This Is simply due to the fact that the 

mutual fund is not likely to pay a capital gains dividend under such 

circumstances and the increased capitalization does not chanqe the 

redemption price to established investors. The increased investment 

of the incoming investors coupled v/ith possible increases in the 

market value of the mutual fund's portfolio may result in "quicker" 

elimination of the unrealized depreciation account, but it is sufficient 

to observe that any future capital gains dividends constitute Income 

justly allocated to a I I shareholders. 

The effect of decreased capitalization upon remaining investors 

v/ould be to increase their interest in paid-in capital and unrealized 
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depreciation of investments. However, due to the immateriality of this 

shift in interests, the subsetquent chapter concerning decreased 

capitalization will omit an analysis of unrealized depreciation of 

investments. 

The effect upon the incoming investor of purchasing shares of a 

mutual fund with unrealized depreciation may be considered a potential, 

relative delay in "capital gains" dividends with a corresponding delay 

in taxation. The cost of the mutual fund's portfolio to the new 

investor constitutes original cost minus unrealized depreciation. 

The market value of the portfolio may increase subsequent to his 

entrance with sale of securities at a "capital gain" to the incoming 

investor. However, in reality, this will merely increase his NAVPS by 

decreasing the debit balance In the unrealized depreciation account. 

Conversion of the securities into mutual fund capital losses will 

merely convert a portion of the debit balance of the unrealized 

depreciation account to a debit In the net realized capital losses 

account. In contrast, a capital gain dividend v/ould generally be 

forthcoming if the market value of the portfolio had equalled original 

cost at the entrance of the investor. However, the rise In the market 

value of the portfolio and consequent Increase in NAVPS will result in 

a capital gain for tax purposes upon the investor's redemption. Thus, 

the fact that the Incoming investor purchases shares of a mutual fund 

with unrealized depreciation potentially means that he wiI I be denied 

a dividend on "capital gains" until redemption with a corresponding 

delay in taxation on this income. 



CHAPTER VI I 

FINANCIAL EFFECTS OF DECREASED CAPITALIZATlON 

Effect of Decreased Capitalization 

Relative to Retiring Investors 

The normal equity arrangement of the mutual fund with its 

shareholders provides that shares may be redeemed at the option of the 

investor at the current net asset value per share. The amount received 

by the investor is his porportionate share of the balances of each of 

the equity accounts of the mutual fund. Net investment income, 

realized capital gains, and unrealized appreciation increase the NAVPS 

and redemption proceeds to the redeeming investor. Therefore, the 

retiring investor simply "realizes" net investment Income, capital 

gains, and unrealized appreciation upon redemption. Since redeeming 

sharel-iolders receive capital gains treatment on the redemption of their 

shares, the shareholders effectively realize these components of NAVPS 

as capital transactions." RealIzed capitaI losses and unrealIzed 

depreciation decrease the NAVPS and redemption proceeds to retiring 

investors. Therefore, upon redemption, the retiring investor receives 

capital loss treatment upon capital losses realized by the mutual fund. 

Capital loss treatment is also realized for decreases in the market 

value of the mutual fund's portfolio. Due to the relatively simple 

h . R. C. 1954, Section 502 (a) 
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effects upon redeeming shareholders, the major portion of this chapter 

will be concerned with the effects of decreased capitalization upon 

"remaining" shareholders. 

Effect of Decreased Capitalization 

Relative to Net Investment Income 

And Remaining Investors 

Upon share retirements, current practice usually entails a 

debit to the capital stock, paid-in capital, and equalization accounts. 

This practice is sanctioned by the Securities and Exchange Commission. 

In recommending this practice, the following reasonings were expressed 

by the Chief Accountant In justifying recommended revisions in Article 

6 of Regulation S-X: 

Strictly speaking It would be desirable to keep a continuous 
record of sales of outstanding shares so that v/hen a 
particular share was retired it could be determined 
whether more was paid out to the shareholder than he paid 
in, or the converse. However, precise application of this 
approach v/ould require records to be kept of such shares 
in an almost continuous stream of sales and repurchases. 
Under such conditions, the maintenance of individual 
records v/ouId present a most serious problem. For this 
reason it is not required that payments made to retiring 
shareholders be allocated as betv/een varying types of 
surplus. Instead, the entire payment in excess of par or 
stated value is treated as a charge to capital surplus.2 

However, the Securities and Exchange Commission does recognize the 

propriety of equalization debits upon share retirements In Rule 6-07-2 

of revised Article 6 of Regulation S-X. 

A return to the original illustration is necessary to fully 

examine the effects of share redemptions In relation to net Invesimcnt 

^"Financial Statements of Management Investment Companies," pp. 

13-14. 
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Income. Instead of assuming that additional shares are Issued at the 

beginning of the second year of the mutual fund's operations. It will 

be assumed that 50,-000 shares are redeemed on the first day of the 

mutual fund's second year of operations. At the $21.75 net asset value 

per share, the mutual fund will pay retiring Investors a sum of 

$1,087,500. This transaction will be recorded In the following manner: 

Dr. Capital Stock 
pr. Paid-in Capital 
Dr. Equalization 

$250,000 
.825,000 
12,500 

Cr. Cash $1,087,500 

The equalization debit effectively reduces the balance of the 

undistributed net Investment Income account. The subsequent dividend 

of net Investment Income Is reduced by the amount of net Investment 

Income Included In redemption payments. The entry will not change 

the net asset value per share, but It will change the ccxnposltlon of 

net asset value per share: 

Capital Stock 

Paid-in Capital 

Undistributed Net Investment Income 
Less Equalization Debit 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5.00 

13.50 

.25 

1.00 

Total 

2.00 

$21.75 

$ 250,000 

675,000 

12,500 

50,000 

100,000 

$1,087,500 

Compared to the composition of the NAVPS on page 61, It can be seen 

that the decreased capitalization has resulted in a dilation of the 
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capital gains and unrealized appreciation accounts v/hich has been 

counterbalanced by a dilution in the paid-in capital account. 

As in the case of the issuance of shares, the equalization 

procedure maintains the per share Interest of the stockholders in net 

Investment income. Germane to this point, it is important to remember 

that the net investment income portion of redem.ption payments reduces 

the taxable Income of the mutual fund.-̂  Due to this provision of the 

tax lav/. Doctor Tracy observes that. 

As a result, capital share redemptions do not cause an 
opposite effect to the issue of capital shares; the 
dilution effect of the latter does not reverse itself 
into a dilation effect v/ith respect to the per share 
interest to the undistributed net investment inccxne.̂  

Hov/ever, as In the case of the issuance of shares, it Is the management 

decision v/hich nullifies the dilation effect of share retirements upon 

net investment income. As In the case of increased dividends due to an 

increased number of shares outstanding, the equalization entry merely 

reflects the results of a management decision. A management decision 

to reduce capital gains dividends is contrary to normal policy in the 

industry, and the redemption of capital shares does in fact increase 

the per share interest in the capital gains and unrealized appreciation 

accounts. Except for net investment Income, "redemptions Increase the 

distributable fraction of the NAVPS and decrease the nondistributable 

part."^ 

^Rev. Rul. 55-416, CB 1955-1, p. 416. 

^Tracy, p. 55. 

^ibid., p. 56. 

http://redem.pt


106 

These principles can best be Illustrated by examining the effects 

of the subsequent dividend distribution. In recording the payment of 

the net investment Income dividend, the following entry will be made: 

Dr. Undistributed Net Investment Income $25,000 

Cr. EqualIzati o n 
Cr. Cash 

$12,500 
12,500 

Subsequent to the dividend payment, the composition of NAVPS is as 

f o I I ov/s: 

Capital Stock 

Paid-in Capital 

Undistributed Net Realized Gain 
on Investments 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5,00 

13.50 

1.00 

2.00 

$21.50 

Total 

$ 250,000 

675,000 

50,000 

I00^000 

$1,075,000 

Compared to the Illustration on page 66 showing the composition of 

NAVPS after payment of the net Investment income dividend and assuming 

stable capitalization, it can be seen that the decreased capitalization 

has changed only the composition of NAVPS subsequent to the dividend. 

Of the $50,000 net investment Income dividend that would have 

been distributed assuming stable capitalization, the "remaining" share

holders in the current analysis v/ould have received $12,500. Remaining 

shareholders receive a dividend of $12,500 assuming a decrease In out

standing shares. The entire dividend proceeds will of course be taxable 

to remaining shareholders. The decreased capitalization reduces the 

taxable net investment Income but reduces the amount of the dividend 
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by the same amount. Thus, the decreased capitalizatlon does not change 

the amount or taxable status of the dividend to remaining investors. 

Effect of Decreased Capitalization Relative To 

Undistributed Capital Gains 

And Remaining Investors 

Basic Analysis 

Examination of the compositions of the NAVPS on page 106 

subsequent to decreased capitalization relative to the composition 

on page 66 assuming stable capitalization Illustrates that the 

decreased capitalization decreases the'.Interest of remaining investors 

in the paid-in capital account in compensation for increased interests 

in the undistributed capital gains and unrealized appreciation accounts. 

This is due to recording the payments to retiring investors for 

undistributed capital gains and unrealized appreciation as debits to 

the paid-in capital account. 

In the exemplary mutual fund, the capital gains dividend to 

remaining Investors is increased from $.50 per share to $1.00 per share. 

Thus, after payment of the capital gains dividend, the NAVPS 6f 

remaining investors Is relatively lower by the amount of increase in 

the capital gains dividend. This is because a portion of their 

interest is shifted from the paid-in capital account and distributed as 

a dividend. 

The following entry records the payment of the capital gains 

dividend: 

Dr. Undistributed Net Realized 
Gain on Investments $50,000 

Cr. Cash $50,000 
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Since management policy usually requires the payment of the full 

amount of distributable capital gains, the dilation effect of the 

share redemption is permitted to occur. The lack of equalization 

entries for capital gains reflects the management decision to allov/ the 

dilation effect. The distributable capital gains portion of redemption 

payments does not reduce the taxable income of the mutual fund, and 

the lack of a provision similar to the net investment income provision 

Is partly responsible for this management decision. 

The relative decrease In NAVPS may be illustrated by examining 

the composition of the NAVPS after payment of the capital gains 

dividend: 

Capital Stock 

Paid-in Capital 

Unrealized Appreciation of 
Investment: 

Net Assets 

Per Share 

$ 5.00 

13.50 

2.00 

$20.50 

Total 

$ 250,000 

675,000 

100,000 

$1,025,000 

If the 50,000 shares had not been redeemed, the equity accounts would 

have been: composed of the following amounts after payment of the 

capital gains dividend: 

Capital Stock 

Paid-in Capital 

Unrealized Appreciation of 
Investments 

Net Assets 

Per Share 

$ 5.00 

15.00 

_J,>00^ 

$21.00 

Tot a I 

$ 500,000 

1,500,000 

100,000 

$2,100,000 
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Instead of receiving the previous capital gains dividend of $.50 

per share, remaining shareholders will receive a dividend of $1.00. 

This dividend will be taxable to remaining shareholders as a long-term 

capital gain. Upon first Impression, remaining shareholders appear 

to be Justly taxed upon undistributed capital gains seemingly abandoned 

^X .r®̂ 'rf".9.f̂ ^̂ ®''̂ °l.̂ ,®̂ r̂ However, from the point of view of remaining 

shareholders, the tax on the Increased amount of dividends Is In 

effect a tax on a return of their capital. If the shares had not been 

redeemed, the shareholders would have been justly taxed on the capital 

gain dividend of $.50 per share. If an additional dividend of $.50 

per share had been subsequently distributed, which would make the total 

dividend equal to the capital gain dividend assuming redemption of 

the shares, the $.50 per share would have been considered a nontaxable 

return of capital. More simply, a portion of the capital gains 

dividend was not earned through the use of the funds of the "remaining" 

Investors. 

Thus, for the benefit of the Increased capital gains dividend 

caused by the dilation effect, remaining Investors are taxed upon a 

return of capital. However, as previously discussed. Initial taxation 

upon a return of capital results In a relative Increase In capital 

loss or decrease In capital gain upon redemption. Therefore, the 

effect of decreased capitalization in respect to undistributed capital 

gains Is to dilate the current dividend, cause taxation upon a return 

of capital, and result in an equal reduction in proceeds and taxation 

upon the "remaining" Investor's ultimate redemption from the mutual 

fund. 
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Practical A^easurement 

The reasonings, assumptions, and limitations applicable to 

measuring the effects of unstable capitalization are discussed on pages 

76 through 78 . In light of the discussion on these pages. It is 

sufficient to illustrate the situation of a ten per cent decrease in 

outstanding shares during a period. In this situation, the total 

capital gains distributed at the end of the period must be divided by 

95% to estimate the capital gains that would have been realized if 

the number of outstanding shares remained constant. Division of this 

figure by the number of outstanding shares at the beginning of the 

period, division of this figure by the number of outstanding shares 

at the end of the period, and subtraction of these tv/o per share figures 

provides an estimate of the per share dilation for the period. 

If capital gains dividends are distributed over a relatively 

short period of time. It may be preferable to simply divide the total 

capital gains realized during the period by the larger number of out

standing shares at the beginning of the period. Subtraction of this 

figure from the actual capital gains dividend for the period provides 

an estimate of the dilation effect. This procedure ignores the effect 

of decreased capital gains due to decreased capitalization during the 

period. 

r 

Effect of Decreased Capitalization 

Relative to Unrealized Appreciation 

And Remaining investors 

Basic Analysing 

As previously discussed, decreased capitalization decreases the 

v^ 
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Interest of remaining Investors In the paid-in capital account and 

increases their Interest In unrealized appreciation. This may be 

Illustrated by examination of the relative compositions of NAVPS on 

page 66 and page 106. The Interests of remaining Investors In the 

pald-ln capital account decreased from $15.00 to $13.50, while their 

Interests In realized capital gains and unrealized appreciation 

Increased $.50 and $1.00 respectively. 

If the exemplary mutual fund subsequently liquidates Its entire 

portfolio at $100,000 In excess of cost, the effects of decreased 

capitalization will also apply to unrealized appreciation. Assuming 

that the original balance of unrealized appreciation Is realized as 

capital gains, the composition of the NAVPS just prior to the 

distribution will be as follows: 

Capital Stock 

Pald-ln Capital 

Undistributed Net Realized Gain 
on Investments (Previously 
Unrealized Appreciation of 

Investments ) 

Net Assets 

o 

Per Share 

$ 5.00 

13.50 

Total 

$ 250,000 

675,000 

2.00 

$20.50 

100,000 

$1,025,000 

Payment of the capital gains dividend wilt reduce the NAVPS to $18.50. 

if the 50,000 shares had not been redeemed, the composition of the NAVPS 

would have been as fol lov/s: 
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Capital Stock 

Pald-ln Capital 

Undistributed Net Realized Gain on 
Investments (Previously Unrealized 

Appreciation of Investments) 

Net Assets 

Per Share 

$ 5.00 

15.00 

1.00 

$21.00 

Total 

$ 500,000 

1,500,000 

100,000 

$2,100,000 

Payment of the dividend of $1.00 per share will reduce the NAVPS to 

$20.00. 

The difference In the compositions and amounts of NAVPS after 

payment of the dividend Is due to the Initial dilation effect with 

respect to realized capital gains and unrealized appreciation. A 

comparison of the Illustrations shows that the Initial Increased Interest 

In unrealized appreciation has resulted In an Increased dividend of 

$1.00 per share, taxation upon the return of capital, and an equal 

reduction In proceeds and taxation upon redemption. Under these 

circumstances. It can be seen that the effect Is Identical to an 

original assumption of $150,000 of undistributed capital gains 

because the original $100,000 of unrealized appreciation subsequently 

yields $100,000 of capital gains. 

However, rather than liquidating their holdings at one time, 

mutual funds gradually turnover their portfolios. Thus, all of the 

difficulties encountered In measuring the effect of Increased capital

ization upon unrealized appreciation apply in measuring the effect of 

decreased capitalization. The reasonings, assumptions, and limitations 

applicable to measuring the effects of increased capitalization are 

discussed on pages 84 through 99. In light of the previous discussion 
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concerning tncreased capitalization, the remaining analysis will be 

limited to basic differences in measuring the effects of decreased 

capitalization. 

Practical A^easurement 

The basic premise underlying the analysis of decreased capital

ization Is the same as In the analysis of Increased capitalization. 

To the extent that the market value of the mutual fund's portfolio has 

not Increased sufficiently to account for capital gains realizations 

subsequent to the decreased capitalization, any capital gains 

distributions must be considered a materialization of the dilation 

effect of decreased capitalization. 

In measuring the extent of change in the market value of the 

mutual fund's portfolio. It must be assumed that the decreased 

capitalization occurs at an even rate from the date of the Investor's 

entrance to the date of calculation. Thus, If a ten per cent decrease 

In outstanding shares occurs from the date of entrance until the date 

of computation, the "X" In the formula on page 90 must be revised. 

Rather than beginning the computation of "X" with the balance of 

unrealized appreciation at the date of computation, the change In the 

balance of unrealized appreciation from the date of entrance until 

the date of computation must be considered to be 105% of what It would 

be had the decreased capitalization not occurred. This consideration 

will yield a "revised" balance of unrealized appreciation at the date 

of computation. Net realized capital gains and net realized capital 

losses subsequent to the entrance of the investor must also be divided 

by 95% to estimate their amounts had the decreased capitalization not 
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occurred. The "Y" In the formula will be the number of outstanding 

shares at the date of the Investor's entrance. If material, the "Y" 

should be the number of outstanding shares Immediately following the 

Investor's entrance. The "Z" In the formula remains the balance of 

unrealized appreciation at the date of the investor's entrance. 

In measuring the dilation effect to the remaining Investor, the 

remaining Investor must compare the per share Interest In unrealized 

appreciation Immediately before and after the entrance of additional 

Investors, Due to the constantly fluctuating balance of unrealized 

appreciation and the continuous changes in capitalization, such a 

simple calculation Is not possible in practical situations. As a 

feasible alternative, the balance of unrealized appreciation may be 

considered an average of the balance of this account at the date of 

entrance and the date of computation. If the decreased capitalization 

has not occurred at an even rate or the balance of unrealized apprecia

tion has fluctuated radically, a weighted-averaging technique of 

relating the major decreases In capitalization to the appropriate 

balances of unrealized appreciation may be necessary to reflect the 

situation. The purpose of the averaging or weighted-averaging technique 

Is to provide an approximation of the balance of unrealized appreciation 

Included in payments to retiring investors; i. e,, the $100,000 balance 

of unrealized appreciation assumed to be constant In the original 

11 lustration. 

Division of the average balance of unrealized appreciation by 

the number of shares outstanding at the date of the Investor's entrance 

and the shares outstanding at the date of computation, and subtraction 

of these two per share computations provides an estimate of the dilation 
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effect to the remaining Investor. Expression of the per share dilation 

as a percentage of the Interest In unrealized appreciation after dilation 

(average unrealized appreciation divided by the outstanding shares at 

the date of computation) provides an estimate of the extent to which 

the current period's capital gains dividends are dilated. In the 

exemplary mutual fund, the per share Interest of remaining Investors 

changes from $1.00 to $2.00. Expression of the $1.00 change as a 

percentage of the per share Interest In unrealized appreciation 

subsequent to decreased capitalization computes to fifty per cent. 

Thus, fifty per cent of future capital gains dividends must be 

considered attributable to the dilation effect of decreased capitaliza

tion. 



CHAPTER V M I 

SUMMARY AND CONCLUSION 

Development of Investment Companies 

Great Britain Initially fostered the growth of Investment 

companies as Important vehicles of Investment. Laws establishing 

"limited liability" for investment company shareholders and the 

Increase of British foreign investment were primarily responsible for 

this growth. Although development began in Great Britain, United States' 

Investment companies currently control much more assets than their 

British counterparts. 

Investment companies became of Importance In the United States 

In the I920's. Nineteen hundred thirty-two marked the beginning of 

substantial public acceptance of mutual funds, and mutual funds sur

passed closed-end Investment companies in terms of assets and share

holder accounts in 1944, 

Although mutual funds and closed-end investment companies offer 

diversification and professional management of Investments, the 

distinguishing characteristic of mutual funds is their ability to assure 

Investors of receiving a redemption price near the asset value of their 

shares. Investment companies are most commonly classified as mutual 

funds and closed-end companies, but they are also segregated as to 

types of capital structure, types of portfolio securities, and 

Investment objectives. 

116 
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Federal Regulation of Investment Companies 

The early history of investment companies in the United States 

reveals numerous deficiencies in their financial activities and reporting 

practices. These deficiencies led to the Congressional enactment of the 

Investment Company Act of 1940, This Act provides federal regulation of 

Investment companies, full disclosure of their activities, and Is 

vitally concerned with accounting and accountants. Authority to administer 

this Act Is delegated to the Securities and Exchange Commission. The 

authority and suasion of the Securities and Exchange Commission has 

resulted in a relatively great amount of uniformity and regulation of 

accounting for Investment companies. 

Taxation of Investment Companies 

And Their Shareholders 

Investment companies which meet the requirements of Part I, 

Subchapter M of the Internal Revenue Code of 1954 are nontaxable "conduits" 

for federal Income tax purposes. The basic objective of the tax 

provisions Is to effectively treat investment company shareholders as 

direct owners of the operating companies. Since Investment companies 

which fall to meet the requirements of Subchapter M are taxed as 

ordinary corporations, the tax provisions effectively provide additional 

federal regulation of the investment company industry. 

Financial Effects of Increased Capitalizatlon 

Net Investment Income 

The effect of increased capitalization upon the established 

Investor is that a portion of the net investment income dividend will be 
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considered a return of capital for federal Income tax purposes. The 

amount considered a return of capital results In an equal Increase In 

capital gains or decrease In capital losses upon redemption. The portion 

considered a return of capital for tax purposes represents ordinary 

Income converted to capital gains, and the tax upon this Income Is 

delayed from the time of the dividend until the established Investor 

redeems his shares. 

From the amount of net Investment Income Included In the NAVPS 

upon entrance, the Incoming investor may subtract the amount of the 

dividend considered a return of capital for tax purposes to determine 

the amount of the dividend upon which he Is actually taxed upon a return 

of capital. This Initial taxation upon a return of capital Is compen

sated by an equal decrease In capital gains or Increase In capital 

losses upon redemption. The Incoming Investor effectively "prepays" a 

potential future tax, and a portion of the redemption price Is changed 

from a capital gains transaction to ordinary dividend Income, 

Undistributed Capital Gains 

Normal policy in the Investment company Industry permits capital 

gains dividends to be diluted by increased capitalization. To the 

extent that this effect materializes In a mutual fund, the established 

Investor will be denied a dividend which will be "realized" upon 

redemption. Taxation upon the income is delayed from the time of the 

capital gains dividend until the investor redeems his shares. 

The Incoming Investor's payment for undistributed capital gains 

upon entrance into the mutual fund usually results in taxation upon a 

return of his capital. The extent to which the incoming investor is 
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taxed upon a return of capital represents "prepayment" of a tax upon 

potential capital gains and results In an equal reduction In capital 

gains Income or Increase In capital losses upon the Investor's retire

ment from the mutual fund. 

Unrealized Appreciation 

If the market value of the mutual fund's portfolio does not 

Increase subsequent to Increased capitalization, the conclusions 

applicable to undistributed capital gains materialize with respect to 

established and Incoming Investors. 

Unrealized Depreciation 

Since a mutual fund having substantial unrealized depreciation 

Is not likely to pay a capital gains dividend, the effect of Increased 

capitalization upon established Investors Is generally negligible. If 

the market value of the mutual fund's portfolio Increases subsequent to 

the Incoming Investor's entrance into the mutual fund, the result will 

be a delay In "capital gains" dividends (portfolio turnover will result 

In "capital gains" to the Incoming Investor but not to the mutual fund) 

until the time of"the Investor's redemption with a corresponding delay 

In taxation. 

Financial Effects of Decreased CapitalIzation 

Retirinci Investors 

The retiring investor "realizes" (as capital gains transactions) 

net investment incase, capital gains, and unrealized appreciation of the 

mutual fund upon redemption. \Vhen he redeems his shores, the retiring 

Investor receives capital loss treatment upon realized copital losses 

file:///Vhen
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and unrealized depreciation of the mutual fund. 

Remaining Investors 

Net Investment Income 

Decreased capitalization does not change the amount or taxable 

status of net Investment Income dividend to remaining Investors. 

Undistributed Capital Gains 

Decreased capitalization relative to undistributed capital gains 

results In a dilation of the current capital gains dividend, taxation 

upon a return of capital, and an equal reduction (to the extent of 

taxation upon a return of capital) In the proceeds and taxation upon 

the remaining Investor's redemption from the mutual fund. 

Unrealized Appreciation 

To the extent that the market value of the mutual fund's portfolio 

does not Increase subsequent to decreased capitalization, the effects 

of decreased capitalization relative to undistributed capital gains 

materialize with respect to unrealized appreciation. 
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