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the underwriting and distributing busi-
ness, it should not make the exception.

[27 FR 7954, Aug. 10, 1962. Redesignated at 61
FR 57289, Nov. 6, 1996]

§250.406 Serving member bank and in-
vestment advisor with mutual fund
affiliation.

(a) The opinion of the Board of Gov-
ernors of the Federal Reserve System
has been requested with respect to
service as vice president of a corpora-
tion engaged in supplying investment
advice and management services to
mutual funds and others (‘‘Manager’’)
and as director of a member bank.

(b) Section 32 of the Banking Act of
1933 (12 U.S.C. 78), forbids any officer,
director, or employee of any corpora-
tion ‘‘primarily engaged in the issue,
flotation, underwriting, public sale, or
distribution, at wholesale or retail, or
through syndicate participation, of
stocks, bonds, or other similar securi-
ties * * *’ to serve at the same time as
an officer, director, or employee of a
member bank.

(c) Manager has for several years
served a number of different open-end
or mutual funds, as well as individuals,
institutions, and other clients, as an
investment advisor and manager. How-
ever, it appears that Manager has a
close relationship with two of the mu-
tual funds which it serves. A wholly
owned subsidiary of Manager (‘‘Dis-
tributors’’), serves as distributor for
the two mutual funds and has no other
function. In addition, the chairman and
treasurer of Manager, as well as the
president, assistant treasurer, and a di-
rector of Manager, are officers and di-
rectors of Distributors and trustees of
both funds. It appears also that a direc-
tor of Manager is president and direc-
tor of Distributors, while the clerk of
Manager is also clerk of Distributors.
Manager, Distributors and both funds
are listed at the same address in the
local telephone directory.

(d) While the greater part of the total
annual income of Manager during the
past five years has derived from ‘‘indi-
viduals, institutions, and other -cli-
ents’”, it appears that a substantial
portion has been attributable to the in-
volvement with the two funds in ques-
tion. During each of the last four
years, that portion has exceeded a
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third of the total income of Manager,
and in 1962 it reached nearly 40 percent.

(e) The Board has consistently held
that an open-end or mutual fund is en-
gaged in the activities described in sec-
tion 32, so long as it is issuing its secu-
rities for sale, since it is apparent that
the more or less continued process of
redemption of the stock issued by such
a company would restrict and contract
its activities if it did not continue to
issue the stock. Clearly, a corporation
that is engaged in underwriting or sell-
ing open-end shares, is so engaged.

(f) In connection with incorporated
manager-advisors to open-end or mu-
tual funds, the Board has expressed the
view in a number of cases that where
the corporation served a number of dif-
ferent clients, and the corporate struc-
ture was not interlocked with that of
mutual fund and underwriter in such a
way that it could be regarded as being
controlled by or substantially one with
them, it should not be held to be ‘‘pri-
marily engaged’ in section 32 activi-
ties. On the other hand, where a man-
ager-advisor was created for the sole
purpose of serving a particular fund,
and its activities were limited to that
function, the Board has regarded the
group as a single entity for purposes of
section 32.

(g2) In the present case, the selling or-
ganization is a wholly-owned sub-
sidiary of the advisor-manager, hence
subject to the parent’s control. Stock
of the subsidiary will be voted accord-
ing to decisions by the parent’s board
of directors, and presumably will be
voted for a board of directors of the
subsidiary which is responsive to pol-
icy lines laid down by the parent. Fi-
nancial interests of the parent are ob-
viously best served by an aggressive
selling policy, and, in fact, both the
share and the absolute amount of the
parent’s income provided by the two
funds have shown a steady increase
over recent years. The fact that divi-
dends from Distributors have rep-
resented a relatively small proportion
of the income of Manager, and that
there were, indeed, no dividends in 1961
or 1962, does not support a contrary ar-
gument, in view of the steady increase
in total income of Manager from the
funds and Distributors taken as a
whole.
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(h) In view of all these facts, the
Board has concluded that the separate
corporate entities of Manager and Dis-
tributors should be disregarded and
Distributors viewed as essentially a
selling arm of Manager. As a result of
this conclusion, section 32 would forbid
interlocking service as an officer of
Manager and a director of a member
bank.

[28 FR 13437, Dec. 12, 1963. Redesignated at 61
FR 57289, Nov. 6, 1996]

§250.407 Interlocking relationship in-
volving securities affiliate of bro-
kerage firm.

(a) The Board of Governors was asked
recently whether section 32 of the
Banking Act of 1933 (‘‘section 32’"), 12
U.S.C. 178, prohibits the interlocking
service of X as a director of a member
bank of the Federal Reserve System
and as a partner in a New York City
brokerage firm (‘‘Partnership’’) having
a corporation affiliate (‘‘Corporation’’)
engaged in business of the kinds de-
scribed in section 32 (‘‘section 32 busi-
ness’’).

(b) Section 32, subject to an excep-
tion not applicable here, provides that

No officer, director, or employee of any
corporation or unincorporated association,
no partner or employee of any partnership,
and no individual, primarily engaged in the
issue, flotation, underwriting, public sale, or
distribution, at wholesale or retail, or
through syndicate participation, of stocks,
bonds, or other similar securities, shall serve
the same time as an officer, director, or em-
ployee of any member bank * * *,

(¢c) From the information submitted
it appears that Partnership, a member
firm of the New York Stock Exchange,
is the successor of two prior partner-
ships, in one of which X had been a
partner. This prior partnership had
been found not to be ‘“‘primarily en-
gaged” in section 32 business. The
other prior partnership, however, had
been so engaged. By arrangement be-
tween the two prior firms, Corporation
was formed chiefly for the purpose of
carrying on the section 32 business of
the prior firm that had been ‘“primarily
engaged’ in that business, which busi-
ness was transferred to Corporation.
The two prior firms were then merged
and the stock of Corporation was ac-
quired by all the partners of Partner-
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ship, other than X, in proportion to the
respective partnership interests of the
stockholding partners. The informa-
tion submitted indicated also that two
of the three directors and ‘‘some’ of
the principal officers of Corporation
are partners in Partnership, although
X is not a director or officer of Cor-
poration.

(d) It is understood that the practice
of forming corporate affiliates of bro-
kerage firms, in order that the affiliate
may carry on the securities business
(such as section 32 business) with lim-
ited liability and other advantages, has
become rather widespread in recent
years. Accordingly, other cases may
arise where a partner in such a firm
may desire to serve at the same time
as director of a member bank.

(e) On the basis of the information
presented the Board concluded that X
in his capacity as an ‘“‘individual’’, was
not engaged in section 32 business.
However, as that information showed
Corporation to be ‘“‘primarily engaged”’
in section 32 business, the Board stated
that a finding that Partnership and
Corporation were one entity for the
purposes of the statute would mean
that X would be forbidden to serve both
the member bank and Partnership, if
the one entity were so engaged.

(f) Paragraph .15 of Rule 321 of the
New York Stock Exchange governing
the formation and conduct of affiliated
companies of member organizations
states that:

Since Rule 314 provides that each member
and allied member in a member organization
must have a fixed interest in its entire busi-
ness, it follows that the fixed interest of
each member and allied member must extend
to the member organization’s corporate affil-
iate. When any of the corporate affiliate’s
participating stock is owned by the members
and allied members in the member organiza-
tion, such holdings must at all times be dis-
tributed among such members and allied
members in approximately the same propor-
tions as their respective interests in the
profits of the member organization. When a
member or allied member’s interest in the
member organization is changed, a cor-
responding change must be made in his par-
ticipating interest in the affiliate.

(g) Although it was understood that
X had received special permission from
the Exchange not to own any of the
stock of Corporation, it appeared to
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