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at assembling portfolios which represent a broad cross section of the
economy as a whole, while some are “specialty” funds which limit
themselves to a particular industry or industries.?

The objectives d most funds are stated in rather general terms.
They set forth the fund’s primary emphases and basic policies but
leave wide sc%pe for managerial discretion. In selecting and super-
vising its portfolio, the fund strives for the best possible investment
performance consistent with its objectives. To do so it needs security
analysts and investment managers. ] .

ost mutual funds do not hire employees of their own to provide
these managerial skills. They obtain them from a separate entity
called an “investment adviser.” The fund pays the adviser an “advis-
ory” fee which is almost always a percentage of the fund’s net assets.
The customary advisory fee of one-half of 1 percent of the fund’s aver-
age net assets during the year  is the fund’s principal operating ex-
pense.®® A number of funds now have-fee schedules under which the
traditional one-half of 1 percent rate remains in affect up to a stipu-
lated asset level with lower percentages applicable to that portion o
the assets above the specified level.*

The investment adviser, which usually has organized and remains
closely affiliated with the fund, is almost always more than a passive
adviser; it selects the fund’s portfolio and operates or supervises most
other aspects of its business. Although the fund itself has a board of
directors® and one or more executive officers, a substantial portion of
the fund’s directors ®* and all, or virtually all, of its officers will
normaIIP/ be associated with or employed by its advisers. In most
cases all of the compensation that such persons receive for their serv-
ices to the fund is paid to them by the adviser, not by the fund.

With rare exceptions, most advisers also supply the mutual funds
that they manage with office space and with the clerical and accounting
personnel necessary to carry on the.fund’s business. In most—but
not in all—cases such services are paid for by the basic advisory fee.*

A mutual fund investment adviser can be an individual, but most
advisers are partnerships or corporations. The securities of about 20
fund advisers are now publicly held.®  Although many of the advisers
to the large funds have no nonfund clients, a substantial number
combine their mutual fund activities with a general investment coun-
seling and/or securities business. For example, Lehman Bros., a
prominent New York Stock Exchange member firm,was the founder

88 See note 53, p. 40, supra. .

& The fee is usually based on average daily net assets. ) o )

# The advisory feeis, of course, a much higher percentage of a fund’sincome than it s of its capital,

& For example, a fund may pay an advisory fee at the annual rate of 0.50 percent on its first $300 million
of net assets, 0.40percent on the next $266 million and 0.3 percent on the net assets in excess of $500 million.

% If organized as a trust, it will have a trustee or board of trustees instead of a board of directors.

9 For the provisions of the Act which affect the compositionof an Investment company’sboard of direc-

tors, see pp. 67-68, mfra. . i . . .
o2 Mutyal funds also require and usually pay directly for legal and audltm% servicesaswell as the services
Ofcustoéllans_ for their portfoliosecurities. " In addition, they appoint stock transfer agents for the issuance
and redemption of their securitiesand agents to disburse dividend and capital gain distributions to their
shareholders. A bhank almost always serves as custodian, and although banks Trequently serve as stock
transfer and disbursing agents, the investment advisers to some funds have themselves undertaken to
furnish these services to the funds under their managemnt. The funds usually pay the banks directly
for any services provided by them, while in most, but not =il instances the investment advisory fee pays
for all'the nonadvisory, services provided by the investment adviser.
LB Son%etimes the adviser is a subsidiary of a conglomeratecompany for whom mutual fund management
is one of a number of activities. For example, International Telephone& Telegraph Corp. controls Hamil-
ton Management Gorp. which acts as investment adviser for Hamilton Funds, Ine. (approximate June 30,
1966 assefs $489 million). And Gates Rubber Co. controls Financial Programs, Inc., adviser to Financia
Industrial Fund, Inc., and Financial Industrial Income Fund, Inc. (combinedapproximate June 30,1966,
assets $347 million) A number of corporations not previously associated with the. securities business or
the investment company industry have from time to time contemplated the acquisition o existing or the
latinching ofnew mutual fund management companies.

SN
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of, is adviser to, and acts asregula portfolio broker forthe One William
Street Fund, Inc., a $232 million mutual fund, and the Lehman Corp.,
a $439 million closed-end investment company.®* In addition to its
investment company activities, Lehman Bros. has an extensive non-
fund investment advisory and general securities brokerage clientele,
is a leading underwriter of securities and acts as financial adviser to
many large corporations.®

3. Fud complexes

Many mutual fund advisers organize and manage a number of funds
which have different types of investment policies. Thus, the same
adviser may manage a balanced fund, a common stock fund stressing
possible capital appreciation, and another fund stressing current
income. Such groups of funds under common management are
sometimes referred to as “fund complexes.”

The largest fund complex is managed by Investors Diversified Serv-
ices, Inc. (“IDS”) and consists of:

(1) Investors Mutual, Inc., a balanced fund with net assets o
$2.84 billion;

(2) Investors Stock Fund, Inc., a common stock fund with net
assets of $1.73 billion;

(3) Investors Variable Payment Fund, Inc., a $560 million
common stock fund with emphasis on those stocks offering possi-
bilities of capital appreciation; % and

(@ Investors Selective Fund, Inc., a bond and preferred stock
fund with net assets of $44 million.”

In a few instances the funds in the complex are registered under the
Act as a single investment company issuing shares in separate series.
Each such series has a separate portfolio; all of the portfolios are
managed by the same adviser, but each is administered In accordance.
with a separate investment policy. United Funds, Inc., a single reg-
istered mvestment company, with assets of about $2.2 billion on June
30, 1966, is an example of the single company type of fund complex.
This company has four different portfolios: (1) a growth-oriented
common stock fund, (2) an income-oriented fund, (3) a science fund
stressing securities of issuers involved in new technological develop-
ments, and (4) abond fund. In the single company type o complex,
the investor who buys shares of a particular series obtains only an
interest in the portfolio maintained for that series and is unaffected by
the performance o the other portfolios.

Fund complexes enable a mutual fund adviser to reach a broader
cross section of potential investors and to offer each investor the op-
portunity to apportion his aggregate mutual fund investment among
several funds with differentinvestment objectives all managed by the
same adviser. Most shareholders of a mutual fund that belongs to a

% Figures for both companies are as of June 30, 1966. i

3 Among the other prominant New York Stock Exchangemember firms that have organized and there-
after acted as investment advisersto investment companies are Lazard Freres & Cao., fo'%nder of and adviser
to the Lazard Fund, Inc. (assetsapproximately $92 million as of June 30, 1966) and F. Eberstadt & Co.,
founder of and adviser to Chemical Fund, Ine. (assetsapproximately $437 million as of June 9, 1966). Other
New York Stock Exchange firmas active'in the investment company business are referred to in note 159
on p. 59 infra. See also pp. 50, 109, infra, fora discussion of the relatlonshlﬁ between the New York Stock
Exchange firmof Dreyfus& Co. and the DreyfusFund, Ine., the largest of the broker-affiliated investment
companieswith assets of about $1.5 billion of June 30, 3 . . .
. ¥ Investors Intercontinental Fund, Ine., a common stock fund investing mainly in the securities of foreign
issuers was merged into Investors Variable Payment Fund, Inc., on May 16,1966. i

o Asset figuresfor the IDS funds are as of June 30,1966. 'In addition, DS is the dominant factor m the
face-amount certificate business (see note 370n p. 38, supra).
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complex have the option to switch to other funds within the same
complex at a reduced sales load, no sales Load, or upon payment of a

minimal transfer charge.®

Table 11-3 identifies the constituent companies and gives the

assets (as of June 30, 1966) of the 10 largest fund complexes.

The 52

funds in these 10 complexes held 55 percent of all mutual fund assets
on June 30, 1966, and about 45 percent of all mvestment company

assets as of that date.
TaBLE 1T1-3.—The 10 largest fund complexes as of June 30, 1966

Investment adviser and names of companies in complex

() MasSachysetts rnvestors Trust.__.
3. Fidelity Management and Research Co.:
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TABLE II-3.—The 10 largest fund complezes as of June 30, 1966—Continued

Co Aggregate
Investment adviser and names of companies in eouiplex net assets

- of complex
(millions)

9. Keystone Custodian Funds, Inc.:
(a) Constitution Exchange Fund, Inc s
(b) Investors Capital Exch Fung... oo .-
(¢} Keystone Custodian Fund B-1 (investment bond fund).....______.
(d) Keystone Custodian Fund B-2 (medium grade bond fund)
(¢) Keystone Custodian Fund B-3 (low-priced bond fund)....
(f) Keystone Custodian Fund B4 (discount bond fund). _.
(9) Keystone Custodian Fund K-1 (income fund)..
(k) Keystone Custodian Fund K-2 (growth fund). ...._....__.__
(i) Keystone Custodian Fund S-1 (high-grade common stock fun
(7) Keystone Custodian Fund S-2 (income common stock fund).
(k) Keystone Custodian Fund $-3 (growth commeon stock fund).___.
(I} Keystone Custodian Fund S-4 (lower priced common stock fund)..
(m) Keystone International Fund, Inc... et

10. The Putnam Management Co., Inc.:

(@) The George Putnam Fund of Boston.. .. ..
(b) Putnam Investors Fund, Inc
(¢) The Putnam Growth Fund______.__._......__.
(d) The Putnam Income Fund..

O R | a1,8513

$1,194. 4

1,193.3

4. The internally managed funds

A few funds are managed in the conventional corporate manner by
their own officers and directors or trustees. The largest of the so-called
internally managed funds are Massachusetts Investors Trust (“MIT”),
the second largest mutual fund, with assets of almost $2.1 billion, and
Massachusetts Investors Growth Stock Fund, Inc. (*“MIG’’), the 10th
largest fund, with assets of almost $931 million.®® MIT, a trust, is
managed by a board of five trustees. The MIT trustees also serve,
together with various other persons, as directors of MIGS, a corpo-
ration, '

The funds obtain investment advice and other management serv-
ices from MIT’s own employees who are compensated by fixed salaries
paid to them by MIT.'® A§thou h the formulas under which the MIT
trustees are compensated place them among the best-paid executives
in American industry,'® and although MIT must bear costs that would
be borne by its adviser were it an externally managed fund, MIT’s
expenses per dollar of assets managed are substantially lower than
those of any of the externally managed funds listed in table II-2 at
page 35, supra.'®

5. The prevalence of external management

Internally managed funds are an exception to the general industry
pattern. The practice of buying investment advice and management
from an external adviser is one of long standing and was firmly im-
bedded in the industry at the time that the act was under considera-
tion. The Act permitted it to continue. It seems to stem from the
fact that many of the early open-end companies were started by
investment counselors who viewed the companies as their alter egos

9 Asset figures for both funds are as of June 30, 1966.

10 The 12-man MIGS board includes seven persons who are not trustees of MIT.

1oL MY GS bears a portion of the expenses involved.

102 MIT pays its trustees an annual fee consisting of a percentage of the fund’s average net assets and gross
earnings (excluding capital gains and losses). See pp. 105-106, infra..

1 Jn fiscal 1965 MIT’s expense ratio was 0.18 percent while MIGS’expense ratio was 0.38 percent. MIGS’

expense ratio is substantially higher than that of MIT because the MIT trustees are compensated under a
different formula for their services to MIGS. Seo pp. 105-106, infra.
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and not as business enterprises capable of existing independently of
their sponsors.’ In many instances the fund was formed because the
adviser believed that it was difficult or impossible to provide adequate
advisory services for—clients of modest means without some sort of a
Booling arrangement that would permit such clients to benefit from
road portfolio diversification and professional management. This
Consideration is still a factor in the mutual fund business.™®

Moreover, the mutual funds of that era were small and might have
been unable to bear the cost of advisory establishments comparable
to those maintained by their advisers. There still are many funds
that may have to resort to outside advisers because of their limited
resources.’®® But external management remains predommant evenin
the case d the largest funds whose resources are clearl¥ large enough
to permit them to establish efficient, well-staffed and well-remunerated
advisory departments of their own.™’

The advice and the managerial services that the adviser su(f lies
go to the heart of the investment company business. 1t woul I‘t)>e a
mere duplication for the fund to establish a staff of its o m to do the
work that the adviser’s staff is already doing. Moreover, the growth
that makes it economically feasible for a fund to support a staff of its
own makes the advisory contract increasingly profitable to the
adviser-manager. Hence—no matter how large the fund grows—the
adviser has no incentive to recommend the establishment o an
internal management that might make the advisory contract
superfluous.

6. Portfolio transactions

Mutual funds are constantly buying and selling large blocks o
securities. Since these purchases and sales are almost always made
through brokers, the funds have a substantial volume of brokerage
business to allocate among competing brokers. The distribution of
this business is almost always under the control of the fund’s adviser.
If the adviser is itself a broker or an affiliate of a brokerage house, it or
its brokerage affiliate will normally receive much of the fund’s broker-
age business. For example, the New York Stock Exchange firm of
Dreyfus & Co. received approximately $2.3 million in brokera%e
commissions from the Dreyfus Fund, Inc., during 1964, when the
Dreyfus Corp., the fund’s investment adviser, was a wholly owned
affiliate of the brokerage firm.'%

Advisers unaffiliated with brokerage firms usually apportion the
brokerage business of the fund or funds under their control among a
number o brokers. Brokers often obtain fund brokerage business in
exchange for such services asinvestment research and statistical infor-
mation, daily quotation service for the puri:)ose of computing the net
asset value of the fund’sshares, and direct telephonelines.*® Ig{owever,
most advisers use much of the brokerage business they control to

134 See Investment Trust Study, pt. 2, 57. o .
. 105 See pp. 58-59, infra with respeet to therelationship between the fund and the nonfund activitiesofcertain
investment adwisers. Also pertinent is the sponsorshio of investment companies by commercial hanks.
See pp. 35-57.supra. Sueh companies enable the banks to broaden the range of the clienteleserved by
their traditional investment advisory services. i

w6 However, a small fund may be a member of a large complex of fundswith aggregate resources large
enough to permit the maintenance of an adequate internal advisory staff serving the entire group of funds,

107 On the other hand, the large closed-endcompaniesare usually’ managed internally along conventional
cornorate lines by their own officersand employees. . . . i

18 In October of 1965 the partners in the brokerage firm sold almost all of their stock in the adviser to
the public. However, Drevtus & Co. remainsthe Dreyfus Fund’s regular portfolio broker,

19 See Wharton Revort 527.  If the adviserswereunable to ﬁayforthese serviceswith the funds’ brokerage
business, they or the funds would have to pay forthem in cash.

/mm,m\
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reward brokers and dealers who sell the funds’ shares.”™® A broker-
age firm that sells mutual fund shares normally gets a share d the
fund’s brokerage commissions as extra compensation for its sales
efforts. Hence the funds’ brokerage business has become a source
of additional selling compensation for retail distributors of fund
shares.}™*

The use of portfolio brokerage business to reward brokers who sell
fund shares is facilitated by the rules and the commission rate struc-
tures of the various exchanges. These rules require all customers to
pay minimum commissions. But the broker who actually executes a
transaction can give some of his commission to other brokers. Such
commission splitting is Eermissible under exchange rules even if the
other brokers do no work in connection with the transaction. Hence
one portfolio purchase or sale can be used to produce income for
several brokers by having the broker to whom the order is given
divide his commission with a number of other brokers.!? This allows
the funds’ investment advisers to channel the funds’ exchange trans-
actions to a relatively small number of brokers and at the same time
to distribute supplemental cash payments derived from the brokerage
commissions pwid on those transactions to the much larger number of
dealerswho sell fund shares.'® If a transaction is executed on the New
York Stock Excharige, the commission can be shared directly only by
members of that exchange.** However, fund advisers can direct
brokerage dollars to broker-dealers that are not New York Stock
Exchange members by instructing their brokers to execute trans-
actions on a regional exchange of which the dealer that they wish to
benefit is a member.’* Further, by using those regional exchanges
which permit their members to share commissions with broker-dealers
who are not members of any exchange, advisers can direct portions
of the brokerage income created by fund activities to over-the-counter
securities firms that sell fund shares.

7. Selling new shares

As has been pointed out, the shares of a vast majority of mutual
funds are continuously sold to investors.!® Some funds sell their
shares at net asset value without the imposition of a sales charge.
Most funds, however, add a charge to net asset value known as the
“sales load.””®*" Sych funds are called “load funds,” while those
whose shares are sold at net asset value are called “no-load funds.” 1#

0 This isnot true in the case of funds whose shares are distributed by the principal underwriter’s own
retail sellingorganization. See 5p 56, mfra. i . .

111 See Special Study, pt. 4,215-218. Where the fund’s adviser-underwriter keeps most or all of its broker-
age businessforitself, it may have to give almost all of the salesload to its retail dealersin order to offsetthe
competitive disadvantage flowing from its failure to direct brokerage business to members of its desler
group. i L i
12 %hg nonexecuting brokers usually receive 60 percent of the aggregate commission. The executing
broker finds it worth his while to accept fund business for 40 percent of the normal brokerage fee.

1z Brokerage compensation ¢in the form of markups or commlssmnsg_derlved from over-the-counter trans-
actions cannot properly be used to reward dealers who have no bona fide connection with_the transaction,
since there are no minimum schedules d chargesin the over-the-counter market. See pp. 178-179infra.

14 New York Stock Exchange Constitution, art. XV. A X

s Many securitiestisted onthe New York Stock Exchangeare alsolisted on regional exchanges and many
of the large New York Stock Exchangefirms that act as brokers for the funds also belong to one or more
regional exchanges.

118 See p{.\ 4243, supra. .

17 This term is used in the Act (Secs. 2(a) (34), 16(d){3), 22(b)) as well asby the industry,,, . .

18 Although the Act makes no express use of the terms “load fund” and “no-load fund, it recognizes
the existence of and makesfprovislon for the two types. Thus, sec, 10(a) of the Act requires that afleast
40 percent ofthe directorsof a reglstered investment company censist of persens otherwise unaffiliated with
the company, while see. 10(d) allows no-load, funds to have, under specified conditions, only one un-
affiliated director. Seepp. 67-68, mfra, for a discussion of the statutory concept of “affiliution.’
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Most mutual fund investors pay a sales load in connection with
the purchase of their shares. On June 30, 1966, total mutual fund SN
assets amounted to about $38.2 billion. Only $2.1 billion *® or a little
over one-twentieth of that amount was held by the aﬂproximately 60
no-load funds registered with the Commission on that date.**" In
terms o shareholder accounts, at the end of 1965the 10largest no-load
funds had a total of about 209,000shareholder accounts,* roughly one-
thirteenth as many as the approximately 2,686,000 shareholder ac-
counts of the 10 largest load funds.' >

8. The load funds

A person who invests in a load fund does not obtain an interest in
the fund equal in value to the amount that he pays for his shares,
since the sales load is fist deducted from the purchase price.”® The
sales load does not go to the fund but to a separate selling organiza-
tion.!? The load is a stipulated percentage o the total purchase price.
The amount of the load varies to some extent from fund to fund, but
almost always ranges from 7.50 to 8.75 percent of the total purchase
price, with 8.50 percent found most often at present. Most funds
charge lower loads on larger purchases, but a reduction in the basic
load 1s seldom made for a purchase o less than $10,000. The follow-
ing schedule is considered representative:

Sales load (as a percentage of the total purchase price)
Size of purchase: =

%llegssg%a{l 812,500 e 573.55%

) 0 824,999 . e e .

%25,000 10849900 . 5.75 ™
50,000 t0 $99,99Y . _ el 4.00

$100,000 t0 $249,999 _ _ e 3.25

$250,000 to $999,999__ __ _ e 2.50

$1,000,000 and OVEY - __ o e 1.00

» The levels at which the charges fall ($12,500, $25,000, $50,000, etc.) are called “breakpoints.”

The imposition of an 8.50 percent load means that a load fund
receives $915 from an investor who expends $1,000.to purchase its
shares. If the investor later redeems his shares, and if there has been
no change in the market prices of the fund’s portfolio securities,
the fund cannot possibly pay him more than the $915 that it received.
In fact, the investor will probably receive a little less than $915.

18 Includes $231million held_bg the One William Street Fund, Inc., which was a load fund from the time
o its organization in 1958 until June 20, 1964, when it became a no-load fund. The One William Street
Fund, Inc, was the largestno-load fundon June 30,1966, and is now the second largest of the no-load funds.

126 This isabout the Same amount as the assetsheld on that date by the diversified closed-end companies.
See p, 4, supra. However, since the closed-end companies, as a group, are older than the no-load funds,
unrealized appreciation rather than new capital accounts for a larger propertion of the closed-end com-
panies’ total assets than of the no-load funds’ total assets. -

litr!_ncludes approximately 60,000 shareholders of the One William Street Fund, Inc. See footnote 119
on this page. . .

122 Thisisidentical with thefigure previously given forthe aggregatenumberof shoreholder acecounts inthe
10largest diversifiedcompanies (. 41 supra? because all of those companies, which arelisted in table 11-2 at
g. 45, supra, are load funds. The largestno-load fund, T. Rowe Price Growth Stock Fund, Inc., with about

224.1 million in assets on June 30, 1966, and about 42,000 shareholders on De¢. 31,1965, 1s not large enough
to he_lplaced among the largest %pen—end companies. B i N

1% The Act defines “saleS load” as “the difference between the price of a security to the publicand that
pqrtion of the proceeds from its sale which is received and invested or held for investment by the issuer
* **|ess any portion of such difference deducted for trustee’s or custodian’sfees, insurance ]premmmsz issue
tsaxesz.(osz(aglrplnlstranve expensesor feeswhich arenot properly chargeable to sales or promotionalactlvitles.”

ec. 2(a,

124 Casesin‘which the fund itself exacts and retains a salescharge are uncommon, In these instances, the
charge is much lower than in the typical load fund. Moreover, the marketing techniques of the funds that
retain purchasers’ sales chargesare more akin to those ofthe no-load funds than to those of the typical load .
fund. 'Accordingly, the fundsthat charge a sales load which theP/ retain fortth_seres have been treated /m\
as no-load fundsior the pur?_os_e o this feport. At present, the largest fund of this type whose shares are
availableto the general public is Growth Industry Shares, Ine., with assets of about $41.7 million on June

50, 1

1 o e T



IMPLICATIONS OF INVESTMENT COMPANY GROWTH 53

This is so because injections of new capital into and withdrawals
of old capital from a mutual fund lead to purchases and sales of
portfolio securities that entail brokerage costs. These brokerage
costs are charged to capital, not to income. Accordingly, our hypo-
thetical investor’s $915 will be reduced by portfolio brokerage costs.
The amount of these brokerage costs depends on the extent of the
gap between sales and redemptions and on the fund’s cash position.**
The $85 sales charge is retained by those who did the selling.

The practice of expressing the mutual fund salesload as a percentage
of the total purchase price differs from the way in which sales charges
are computed in transactions on the organized securities exchanges
and in the over-the-counter securities markets. There, brokerage
commissions are expressed as a percentage of the amount paid by
the buyer to the seller, not as a percentage of the total cost of acqui-
sition.  And in those over-the-counter securities transactions in which
the securities dealer acts as principal rather than as agent, the dealer’s
markup is a percentage of the contemporaneous cost of the securities
to the dealer, not of their cost to the investor. Mutual fund sales
loads appear about one-tenth higher when expressed as a percent-
age of the amount of the purchaser’s money actually received by the
fund. The $85 salesload on a $1,000 purchase of mutual fund shares
from which an 8.5 percent load is deducted is 9.3 percent of the $915
that actually goes to the fund and would be described as a 9.3 percent
charge, instead of an 8.5 percent charge, if mutual fund sales loads
were computed in the way in which selling commissions and discounts
are usually computed in the exchange and over-the-counter markets.'?

From the small investor’s point of view the sales load is by far the
principal cost of a mutual funds investment.’” Most mutual fund
Investors are small investors,’*® and the 8.5 percent sales load that
they normally pay is—assuming that the net asset value dof the fund‘s
shares does not change—almost 19 times their pro rata share of the
customary annual advisory fee of one-half of 1percent.!?®

The load is also higher than the cost of acquiring most other types
of securities. Most mutual fund portfolios consist, in the main, of

125 See 205, infra.

126 Underwriting commissionsand discountswith respect to the saleof conventionalnewly Sued or out-
standing securitiesbeing offered to the general public for the first time are computed in the Same fashion as
that in which mutual fund Salesloadsafre computed, i.e., asa percentage of the total purchase price. The
distribution of conventional securitiesofthis sort differs, however, in anumber of respects from the distribu-
tion of mutual fund shares. Seep. 55, infra. i

121 | arge investors benefit from the reduced loads charged for substantial purchases. See p 52, supra.

1% The survey oftnutusl fund Kurchasers made forthe Speeial Study by the WWhartou School’sSecurities
Research Unitconcludedthat: “ J)roﬁleofthet_yplcal mutual fund purchaser * * *can be sketched roughly
as follows: He IS a man in his middle to late forties, who is married, and has about three dependents. His
formal education Frobably stopped after high school graduation; ut there Is a fair chance that he has done
a small amount of college ' work. Moreover, he isemployed most likely in a capacity involvingspecialized
skills—but somewhatshort of formalprofessional training. I-Bannua¥ income fallsin the $5,0600 to $10,000
range. Chancesare 9 in 10that he is covered by life insurance,the median amount being between $10,000
and $15,000.” Special Study, pt. 4, 273. i .

The survey on which the foregomgconclusionswere based was made in Septemberand October of 1962,
Subgeqent surve%sby the Investment Company Institute show a considerablerise in the income of rmmtnal
fund shareholdershetween 1963 and 1966, See Investrnent Company News, June 1966 (1966 median fanily-
income of mutual fund shareholderswho purchased their shareson alump sum basiswas $11,350 asagainst
a comparablefigure of $8,122 in 1963, and 1966 median family income of mutual fund shareholders who are
aceumuiating mutual fund shares pursuant to installment plans (see pp. 57-58, infra) was$11,750as against
$9045in . Of course, smcc these figuresare medians one-halfof the persons in the groups surveyed had
familyincomesbelow the medians. Moreover,the Investment Compan Institute reportsthat its data show
that the portion of an investor’s total assets represented by mutual fund shares “does vary by income,
with fund holdings diminishing ag income increases™ (Investment Company News, June 1966, p. 2). “(Empha-
sisadded.)) (See also pp. 205-207, INfra.) . . i

1% | n the case of the $1,600 mutual fund investment at an 8.5 percent load, the load is $85. Ifthere isno
change in the net asset value of the fund’s shareg during the earsubse(iuenttot‘ne making of the investment

the pro rata share of the annual advisory feewill be about $4.57, roughly one-halfof 1percent of the amount
actually at work in the fund.



X IMPLICATIONS OF INVESTMENT COMPANY GROWTH

issues listed on national securities exchanges.®®® Since the cost of
purchasing a round lot ! of a listed security,* which is usually around
1percent of the purchase price, must be paid by sellers as well as by
buyers, the total cost of the purchase and subsequent sale of a listed
security, assumingno change in the security’smarket price, is normally
about 2 percent (1percent when buying and a second 1 percent when
selling) of the security’s price. Load fund shares, on the other hand,
can be converted into cash free of charge.” Nevertheless, the 9.3 per-
cent charge that the usual load fund shareholder ﬂays at the time of
acquisition is more than four and one-half times the aggregate 2 per-
cent charge incurred by the usual buyer of a conventional listed secur-
ity who subsequently decides to sell.*® This marked difference in sales
charges becomes even more striking when one remembers that the
load funds themselves pay brokerage commissions when they buy
and sell securities, just as other investors do, and that the burden of
those brokerage commissions falls on their shareholders. Thus the
sales load can to some extent be viewed as an addition to, rather than
as a substitute for, the sales charges that an investor has to pay when
he invests directly for his own account.’®®* This higher cost o pur-
chasing load fund shares is attributable in large measure to the method
by which those shares are sold.

9. How load fund shares are sold

The sale of new load fund shares is always contracted out to an
external organization which has the exclusive right to obtain shares
from the fund and sell them to dealers or to the public or both. In
most cases, this exclusive right is given to either the investment
adviser itself or a separate organization owned by, or closely affiliated
with, the adviser.

Since mutual fund shares are securities, and since those who distrib-
ute new Securities on behalf of issuers are called underwriters, the
holder of this exclusive right is known as the fund’s “principal under-
writer.” 3¢  The underwriting of mutual fund shares is quite different,
however, from the underwriting of conventional securities. An under-
writer of a new issue of conventional securities is concerned with

128 SeeWharton Report 182-191 (listed issues accounted forover 85 percent of theaggregate money value of
funds’ stockholdingsg). ) i

35t A round lot usually consists of 100 shares or a multiple thereof, . i o

122 The shares of most of the larger diversified closed-end companies, which also offer diversification and
professional investmentmanagement, are listed on securities exchanges. .

133 Although a number of load funds are authorized by their charters to impose redemption fees, few of
them actually charge a redemption fee at the present tune. _ i .

134 A number of 10ad funds—some of them quite large—invest largely or even exclusively in over-the-
counter seeurities. To purchasers of shares in such funds a comparison of load fund acquisition costs to
over-the-counteracquisition costsis meaningful, Chargesfor executing transactions in the over-the-counter
?regovemed by t&erulesofthe Natjonal Association of Securities Dealers, Inc, (NASD). Seepp. 62-63, ||3ﬁ]@,

or a description of the functions df this organization and its Impact on the distribution of securities. e

IASD’s rules generally require that such.char?es be fair and reasonable taking into consideration ail
relevant circumstances. A substantial portion O over-the-counter transactionsare executed on an agency
basis. In these instances a commission—usually comparable to the commissions for executing exchange
transactions—is charged (SpecialStudy, pt. 2, 612-514). With respect to transactions exeeuted on a principal
gas s, the NASD’smarkup gollcy generally provides that a pattern fma:kugs exceeding 5 percent of the

ealer’s contemporaneous cost is excesstve IJ}IPS lustifled by special cirenmstances. The NASD’s state-
ment notes however, that “{a] markup pattern of 5 percent or even less may be considered unfair or un-
reasonable’: and that if a customer uses the ﬁroceedsfrom the sale of asecurity to purchase another securit
through the same broker-dealer, an extra charge for executing the sale cannot be made. (NASD Manua
G110 G-6,) In fact, the markups 1o most over-the-countertransactions particularly those m the higher
priced, more actively traded issues are less than 5 percent. There higher priced, mere actively traded
issues usually figureprominently in the Over-the-counter component ofa mutual fund’s portfolio. More-
over, this is the type of issue in which most mutual fund purchasers would be likely to invest were they to
purchase over-the-counter securities for their own account. Hence the aggregate cost d a purchase and a
subsequentsale of an over-the-counter security wilt—as a general rule—be considerably lower than the nor-
mal mutual fund sales charge 0 9.360er_cent. pp. 211-212, infra.

1 Seep. 53, supra, and FR 205-207, infra. o i

188 Act see. 2(a)(28). Although aload fund could have a number of principal underwriters, the use of
only one prmcipal underwriteris customary.
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raising a specific amount of money within a limited time by selling a
stated quantity of securities to the public.!® Its relationship to the
issuer whose securities it is selling is not continuous but is limited to a
specific offering. Its compensation consists wholly or largely of the

ifference between the amount it receives from the public and the
amount it is obligated to turn over to the issuer.'®

The principal underwriter of a mutual fund, on the other hand,
has a much broader and a continuing function. Its function is not to
sell a specificquantity of securities within a stated time, but to channel
as great a continuous flow of new capital into the fund as it possibly
can. Since in most instances the principal underwriter is also the
investment adviser or closely affiliated with the adviser, the economic
benefits derived from the discharge of the underwriting function are
not limited to underwriting compensation as such. Growth in the
size of the fund which results from new share sales outpacing redemp-
tions increases the annual advisory fee. When the adviser or its
affiliate serves as regular broker to the fund, growth through the sale
of new fund shares leads to an increase in the brokerage commissions
paid to the adviser-broker. Thus, sales of new shares that generate
Increases in continuous advisory income and brokerage payments may
warrant the maintenance of an otherwise unprofitable underwriting
operation.’ o

The principal underwriter is usually a wholesaler of the fund’s
shares. It leaves the retail selling to numerous retail dealers and
usually attempts to bring as many .retail dealers as it can into its
dealer group. A principal underwriter for a large fund or group
of funds may have a dealer ?_roup of hundreds of retail securities
dealers who do the actual selling to the public. The retail dealer
need not and normally does not bind himself to one principal under-
writer but deals with a number of different principal underwriters and
sells the shares of many different funds simultaneously. )
_ The chief endeavor of a 51‘111011)&1 underwriter is twofold. First,
it seeks to encourage retail dealers to sell mutual fund shares rather
than other types of securities. Secondly, the principal underwriter
tries to encourage retail dealers to sell the shares of the fund or funds
that it is distributing rather than the shares of the funds underwritten
by other principal underwriters. Hence the principal underwriter
Wanysuch underwritings the underwriter agrees to buy those securitiesfromthe issuer. Inthat
event, he must supply the issuer with a stipulated amount of money on a certain date whether or not he has
suceeeded ininducing others to buy the issuer’s seeurities fromhim.” He is called an underwriter because he
underwrites or assumesthe risk that the securitieswill be unsalable to the public at the agreed upon offering
price.  The principal underwriter of a mutual fund takes no such risk. 1t does not undertake to sella
specific quantity of sharesand is not obligated to pay the fund a stated sum of money. Itsonly obligation
to the fund is that of using its best effortsto obtain orders for shares. It obtains shares from the fund only
afterit has first received an order for them. The salesaspect of the mutual fund business s to some exterjt
analogous to “best efforts” distributions of conventional securities. In both cases the “underwriter” is
really a selling agent rather than a risk bearer. But even a “best efforts’”” underwriter of a conventional
security must usually dispose of a fixed quantity of securitieswithin a limited time. .

18* The conventiorial underwriter sometimesreceives noncash compensation; for example, Securitiessold
to it at prices less than their public offeringprice (or current fair market value?, or long-term options or
warrants to buy additional guantities of the underwritten security at prices close to the present public
offeringprice. “Sincethe underwriter usually pays s noeminal pnce for such options or warrants, they offer
an opportunity for capitel apureciation —sometimes for very substantial caﬁltal appreciation —with little
or no counterbalancing risk ofloss. When underwriters recéive such noncash compensation, they usually
do so in connectionwith the distribution of unsessoned securitesor those being offered to the pubiic forthe
firsttime. The Act prohibits mutual funds from compensating their underwirters-or other persons for
that matter—m this fashion. Seep. g8, infra. But this doesnot mean that such noncash compensation is
unavailable to mutual fund underwriters. Although persons engaged in the dist:ihution of mutual funds
cannot receive securitiesat bargain ﬂrlces or options or warrants fromthe funds themselves, they can—and
do—receive such emoluments fromthe mutual fund management companieswhose freedom to issue seeari-

ties on such terms and conditionsas they please is unrestricted by the Act.
12¢ Advisory income often subsidizes unprofitable underwriting operations. See pp. 122-125, 201.
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must make the sale of shares of its fund more advantageous to retail
dealers than—or at the veay least as advantageous as—the sale o
shares of funds distributed by competing principal underwriters.
One method of competing for the dealer’s favor is to increase the direct
sales compensation he receives. "Another is to reward him with a
portion o the brokera%e commissions generated by the fund’s pur-
chases and sales of portfolio securities.

Some principal underwriters use a marketing technique quite
different from the one that has just been described. They sell
directly to the consumer through their own or their subsidiary’s retail
sales staff. The retailing employees of these integrated distributors
are known as “captive sales forces.” Among the integrated dis-
tributors is Investors Diversified services, Inc., investment adviser
to and principal underwriter of the largest fund complex, with assets
of almost $5.2 billion as of June 30, 1966.*° This adviser-under-
writer’s sales organization has several thousand salesmen and is the
exclusive retailer of the four funds that it advises and underwrites
and sells only the shares of those funds.™®

Although most load fund shares are still sold through independent
retail dealers in business for themselves, captive sales forces are of
growing importance. The loads charged by funds whose shares are
distributed by captive salesforces are about the same as those charged
by the funds that use the conventional wholesaler-retailer system.
Most of the load goes to the individual salesmen who make the sale
and to the supervisory staffs who recruit, train, and stimulate the
efforts of the salesmen.42

Competition for dealer interest among the principal underwriters
who use the independent retailer system and competition for salesmen
among the integrated principal underwriters has exerted an upward

ressure on sales loads. Countervailing downward pressures have

een weak or absent. The lack dof effective downward pressure may
be related to the fact that all of the dealers and all of the salesmen
who sell shares of a particular fund do so at the same price. The
Act specifically prohibits the sale of mutual fund shares at prices
below the(fublic offeringprice stated in the prospectus,'* thus creating
a sheltered, price-protected market for merchandisers of fund shares.™*

A high level of direct selling compensation in a price-protected
market,® coupled with the increased advisory fees and the augmented
brokerage commissions that result from new sales, is a strong stimulus
to vigorous, intensive, personalized selling effort. Load fund shares
are usually sold by personal contact between a salesman and a pros-
pect, 14 y searching out, meeting, talking to, counseling, and
exerting direct personal influence on Frospective investors, the load
funds’ salesmen have brought mutual fund shares to the attention
and tapped the savings of millions of Americans, many of them not
previously inclined to invest in equity securities.

14 See table II-3 at p. 48, supra. In addition, Investors Diversified Services manages about $1 billion
that investors have placed in its face-amount certificates. . i .

141 One of those fundsis Investors Mutual, Inc., the largest single fund with assets of more than $2.8 billion
asof June 30, 1966. See table IT-2 at p. 45, supra. “ s s o

1# The supervisors are almost always compensated by ‘overriding” commissionson the sales of the sales-
mﬁgéheyﬁtgg)emse. See Special Study, pt. 4,147.

eC. .
. ;;_4 ‘é':?e bgckground and present utility of this resale price maintenance system are considered at pp.
18-933, infra. . i o . . i

15 The prineipal underwriterretains only a small share of this direct selling compensation,most ofwhich
goes to the dealers and the salesmen who do the actual selling.

148 See Special Study, pt. 4, 102-139.
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10. Selling load fund shares on the installment plan: Contractual plans
and voluntary plans

Many investors buy load fund shares on an installment basis by
investing relatively small amounts of money at monthly or other
regular intervals. The two ways of doing this systematically are
known in the industry as the “contractual plan” and the “voluntary

lan.”

P The contractual plan involves the purchase of a ““periodicpayment
plan certificate” which evidences an indirect interest in the shares of a
mutual fund.”” Generally, the certificate is issued by a unit invest-
ment trust which is itself an investment conipany #& with a portfolio
consisting solely of the shares of a specific “‘underlying”mutual fund.
The contractual plan’s principal underwriter or *“sponsor” may or
may not be identical to or affiliated with the principal underwriter of
the particular fund in which the proceeds of the payments received
from the contractual planholders are invested.®

Contractual plan certificates provide for specified monthly pay-
ments over predetermined periods. Most common is the 10-year,
120-payment certificate.’®® Although termed “contractual,” the plan
imposes no binding legal obligation on the investor to make the pay-
ments. Heis at liberty to miss payments or to cease them altogether.
If the investor does so, dividends and capital gain distributions on
underlying fund shares already paid for continue to be credited to his
account. And he has the right to redeem his plan certificate for cash
or for the underlying fund shares whenever he wishes.

The distinguisﬁing, and by far the most important, feature of the
contractual plan is its loading arrangements. The aggregate sales
load paid by a contractual plan investor who completes his plan is
the same as, or at most only slightly higher than, that paid by other
purchasers of load fundshares.® Indeed, the Act imposes a 9 percent
ceiling on contractual plan sales loads.*® It is not the aggregate
amount of the load but the schedule for deducting it that differentiates
the contractual plan from the direct purchase of load fund shares.
A large portion of the load charged with respect to the entire plan is
deducted from the planholder’s early payments. This feature,
kPown as the “front-end load,” is the hallmark of the contractual

an.

P The Act expressly permits as much as one-half of the planholder’s
first 12 monthly payments, or their equivalent, to be deducted for
sales load,*® and almost all contractual plan sponsors deduct this
legally permissible maximum from the investor’s early payments.
Since a major portion of the total sales load has been paid at the very
outset of the nian, the sales load on installments after the first year Is
considerably less. Because of the front-end load, the contractual

i Bge Act secs. 2(a) (26), 27(a).

18 See p. 38, supra.

% The indirectness of the contractual plan method of buying mutual fund shares does ngt subject the
plan certificateholder t oan additional investment advisory fée, sincea unit investiment tr_ust%as no invest-
ment adviser. Nor isthere a double salesload. Theunif trust pays 110salesload when it buys the under-
158 ! SRSt 15 R bt i S e Sobor S (lea 1 SECHHNT AR
investor’s instructions. -

13 The lirst payment must he at least $20 and the subsequent monthly payments must be at least §16.
A%t‘ S‘f’%e@%r‘]ﬁiy discounts previsusty discussed in connection with the lnmp sum purchases (p. 52, supra)
A g e A IR BIidiors s ey P T SemoR e DO it 1o 2 anmecs

limit on sales compensation in the saleof equity securities.
18 Sec. 27(2)(2).
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plan is a high cost method of buying fund shares. Unless all or
substantially all payments are completed, the total sales load will
exceed 9 percent of total payments made. |t may amount to as much
as 50 percent of payments actually made. Secondly, the front-end
load deduction causes even the contractual planholder who completes
his payments on schedule to have substantially less money invested
and working for him during most of the time prior to completion of the
plan payments than he would have had if he had expended precisely
the same sum that he spent on his contractual plan in the direct pur-
chase from time to time of small quantities of mutual fund shares at
level loads.

Persons of moderate means who wish to buy mutual fund shares on
an installment basis need not expose themselves to the greater risk of
loss and the lesser potential for gain and income attributable to the
imposition o the front-end load in the sale of contractual plans.
They can avail themselves of voluntary level-load plans. Voluntary
level-load plans are sirr(;ply a means of accumulating mutual fund
shares through a series d monthly payments from each of which the
fund's usual sales load is deducted. Unlike contractual plans, they
involve only one investment compan?/ and only one security. Such
plans, like contractual plans, generally provide for automatic invest-
ment of dividends and reinvestment of capital gain distributions in
additional shares of the fund.*®

Although from the investor's viewpoint the voluntary level-load
plan is less expensive and entails less risk than the contractual plan,
the contractu£ plan gives dealers and salesmen much higher immedi-
ate sales compensation than they can receive by selling mutual fund
shares at level loads. Hence many dealers prefer to sell contractual

lans.

P The sale of load fund shares at a level load of from 7.5 percent to
8.75 percent is, as previously noted, considerably more remunerative
to those in the securities business than the sale of other types of se-
curities.” But the immediate rewards of selling a contractual plan
surpass those of selling a voluntary level-load plan by an a'ppreciable
margin. During the first year of a $600-a-year contractual plan, the
selling organization earns $300. During the first year of a $600-a-year
voluntary plan sold at a level load of 8% percent, the selling organiza-
tion earns only $51.

11. The no-load funds

As previously noted, there are at present approximately 60 mutual
funds registered with the Commission that offer their shares at net
asset value without the imposition of a sales load.*** No-load funds
are almost always externally managed.*” Their external investment'
advisers are usually either established investment counselors who

. 15s Many no-load funds also offervoluntary plans for the accumulation. of their shares on an installment
ASIS.

185 See pp, 53-54, supra, i

138 Some no-load funds charge a redemption fee of from one-half of 1 percent to 1 percent of the net asset
value of shares presented for redemption. Uniike sales loads, however, redemption feesare paid directly
to the fund and inure to the benefit of its remaining shareholders. Redemption fees serve two purposes:
(1) they tend to detarspeculationin the fund's shares;and (2) they cover the fund's administrative costs in
connectionwlth the redemption. k . o .

151 The_only large internally managed no-load fund registered with the Commission at the present time
is EMun Trusts, which had aSsets of approximately $170 million as of June 30,1966. Itssharesare available
only to high-ranking employees of the Goneral Eléctric Co. and to members of their immediate families.
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