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shares at prices below those stated in the fund prospectus could have
his broker-dealer registration revoked by the Commission.®

5. Conclusions and recommendations

In 1940 the Commission was of the opinion that the sales load
question should be left “for the present, at least, * * ¥ to competition
among the different distributors.” ¥ The growth and size of the
industry have now reached the point where a reexamination o this
question is necessary. More than a quarter of a century of experience
shows that the sort of competition which in fact generally prevails,
i.e., competition among principal underwriters for the favor of retail
dealers rather than price competition among retail dealers, has had
the effect of raising rather than lowering prices to the investor. This
reflectsthe industry view that mutual fund shares are sold, not bought.
Retail dealers in and salesmen of fund shares are viewed as the key
figures in the distribution process. Most fund managers believe that
to achieve maximum sales of new shares they must make the sales
loads on such shares as attractive as they possibly can—not to the
investors who buy them but to the dealers and salesmen who sell them.

Competition o this type has resulted in mutual fund sales charge
levels which are far in excess of those investors pay to acquire other
types of securities. The costs of investing in securities through the
medium of load funds amount to nearly 10 percent o the amount
invested.¥ In the Commission’s view the sales charges bear no
reasonable relationship to the cost of investing in other types of
securities.

The failure of competition among principal underwriters to bring
price benefits to mutual fund investors is in part attributable to the
retail price maintenance provisions of section 22(d). In a freely
competitive market the load-raising effects of the vigorous competition
among principal underwriters for the favor of dealers and salesmen
could be restrained by countervailing downward pressures stemming
from price competition_amon(tg retailers for investor patronage. By
precluding price competition at the retail level, section 22 (d) suppresses
the downward pressures that normal market forces might otherwise
exert.

Because of section 22(d), the investor who is already convinced of
the investment merits d mutual fund shares and has already decided
to buy a particular fund’s shares must—if he chooses a load rather
than a no-load fund—pay sales charges designed to cover selling
effortsthat he does not want, does not need, and doesnot get. Sim-
ilarly, the retail dealer who seeks to expand the volume of his business
in the traditional free enterprise way by selling fund shares at lower
prices cannot do so.

The disparity between the prevailing level of compensation for
selling mutual fund shares and the prevailing level of sales compen-
sation for other securities has consequences which extend beyond the
matter of costs to mutual fund investors. These disparities lead
securitiesfirms and their salesmen to recommend and sell mutual fund
shares rather than other shares. While mutual fund shares are a

8 On broker-dealer registration general% see p{). 61 and 63, supra. The Commission, after notice
and opportunity for_heanng}‘ may revoke the registration of a brokerdealer and impose sanctions upon
persons associated with the Tirm if it finds, among other things, that there has been a willful violation of
any provision of the Investment Company ACt.

L é)enate Hearings290.

o7 See p. 205, supra
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valuable medium for equity investment, they are not, under all
circumstances and for all persons, the only desirable medium; and
it is in the public interest that securities firms and their salesmen,
insofar as possible, present varying investment opportunities to their
customers without their judgment as to what is best for the particular
customer being unduly Influenced, perhaps subconsciously, by major
differences in sales compensation. Furthermore, some degree of
equalization in the level d compensation for selling different types of
securities may, without deterring the active sale of mutual fund
shares by dealers, avoid a possible distortion of investment decisions
and a resulting impact upon the functioning of the markets for reasons
extraneous to relative investment merit.

For all these reasons the Commission has concluded that mutual
fund sales charges should be lowered.

The Commission has considered achieving this objective by pro-
posing an amendment to the retail price maintenance provisions
o section 22(d) so as to remove the barrier to retail price competition
in the sale of mutual fund shares. This would enable retail dealers to
attract customers by offering lower prices. Such a proposal could be
coupled with a prohibition against principal underwriters that dis-
tribute fund shares through inder)endent dealers refusing to deal with
retailers because the retailers sell shares at prices below a maximum
offering price stated in the prospectus. And to prevent discrimination
against small dealers or favoritism to dealers who chiefly sell their
fund shares, principal underwriters could be precluded from selling
fund shares at different prices to different dealers.

The advantages of such a step would be that:

(1) It isin the competitive, free enterprise tradition; and
(2) 1t would allow the proper level of sales loads to be deter-
mined by the freely acting forces of retail price competition.

The possible disadvantages of such s step are:

(1) The introduction of free competition might at least temporarily
favor captive organizations that are the sole distributors o the fund
shares they sell. While indirect competition resulting from public
awareness of lower sales charges for shares of other mutual funds
would in all probability eventually force captive organizations to
reduce their prices, captive organizations would for a time enjoy an
unwarranted disparity in sales compensation. They might be able
to attract salesmen away from independent dealers who would be
subject to direct price competition. Many principal underwriters
might abandon distribution through independent dealers in favor of
captive sales organizations. Thus, if the Act be amended to permit
price competition in the sale of mutual fund shares, the Commission
should be authorized to adopt rules desié;ned to bring the captives’
charges into line with sales charges paid by purchasers of dealers’
distributed fund shares.

(2) Retail price competition would permit knowledgeable investors
to purchase mutual fund shares at sales loads substantially lower than
those now prevailing, but others—among them those most in need of
protection—miaht save little or nothing. This disadvantage is miti-
gated by the likelihood that dealers, rather than risking their good

usiness reputation, would charge the same prices to all of their
customers who invest the same amount in shares of a particular fund.
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These disadvanta}ges could be avoided by establishing permissible
maximum loads. fixed maximum would lower the sales charges
paid by nearly all mutual fund investors and would give no com-
petitive advantage—even temporarily—to captive sales organiza-
tions over independent dealers. Moreover, the mutual fund industry
has operated for over a quarter of a century under the anticompetitive
protection against price competition afforded by section 22(d). A
maximum sales load would avoid any unsettling and unforeseeable
effectswhich abolition o retail price maintenance might have on the
broker-dealer community and would, at the same time, reduce the
disparity between the sales charges that investors pay for mutual
fund shares and those that they pay for other securities.

Accordingly, the Commissionrecommends that the Act be amended
to provide that—

(1) Sales charges for mutual fund shares may not exceed 5
percent of their net asset value at the time of sale.

(2) The Commission be given express authority to vary the
statutory maximum by rule or regulation, or, after notice and
opportunity for hearing, by order.

The 5 percent maximum would result in substantial reductions in
the sales charges currently paid by mutual fund investors. Yet the
permitted compensation for selling effort would still exceed the sales
charges investors pa‘gi to acquire other securitiesin almost all transac-
tions. Some may think a 5 percent sales charge too high, especially
in view of the continued prohibition of price competition. In the
Commission’s view the most feasible alternative to such a maximum is
to permit retail sales charge levels to be determined by free competi-
tive forces.

Under the proposed rulemaking authority, the Commission could
provide for discounts for quantity purchases of mutual fund securities
so as to reduce the disparity that would remain—even with a 5 per-
cent sales charge maximum —between mutual fund sales chargesand
charges for purchases of other securities when relatively large sums
o money are involved. The Commission also could vary the maxi-
mum sales loads established by statute or rule when necessary or
appropriate in the public interest and consistent with the protection
of investors.

The above proposal also contemplates that sales charges will be
calculated as a percentage of the amount invested in the fund, the
usual method of calculating sales charges in the securities industry,
rather than as a percentage of the offering price. This method of
computation would enable investors to compare more easily the sales
charges for fund shares with the charges for bu?;ing other securities.

Finally, the Commission also recommends that section 22(c) be
amended to empower the Commission to ban anomalous practices,
such as loads on investments of dividends, which result in inequitable
charges to investors.

G. CONTRACTUAL PLANS
1. Introduction

Many investors buy mutual fund shares on a periodic or installment
basis by investing relatively small amounts of money at monthly or
other periodic intervals. The two types of installment programs for
purchasing fund shares are commonly referred to as “the voluntary
plan” and “the contractual plan.”
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Thevoluntary planisa relativel%/ simple arrangement for accumulat-
ing shares o a particular mutual fund and provides for a series of pur-
chases over a specified period of time. T)épically, only the sales load
normally charged for purchases of that “fund’s sharés—usually 8.5
percent—is deducted from the amount of each purchase.

Contractual plans are more complex. Their distinguishingand most
important feature is their sales load arranﬂements. Aggregate sales
loads paid by contractual plan investors who complete their plans are
about the same as those paid b%/ other purchasers of load fund shares.
However, one-half of the planholder’s first 12 monthly payments or
their equivalent usualiy is deducted for the salesload. This featureis
known as the “front-end load.” On installments subject to the front-
end load investors pay a sales charge which is about six times as much
as they would pay on the same investment in the same mutual fund
through either “lump sum” or voluntary plan purchases at normal
sales load levels.

Contractual plans for selling mutual fund securities were first
offered to the public in 1930. Only five companies offered them in
that year. By 1936 over 40 companies were doing so. The Com-
mission’s Investment Trust Study found that many problems existed
respecting such plans—then commonly referred to as “installment
investment” or “periodic payment” plans. That study focused
particular attention on selling practices and excessive sales charges.
Total loading charges on completed contractual plans averaged 13.39
percent and In some cases amounted to 20 percent of the amount to
be invested. All or most of the first year’s payments usually were
deducted for sales load and other charges, leaving the plan purchaser
with little or no net investment during the first year. Some plans
f)rowded for payments o as little as $5 a month, and a relatively
arge proportion of purchasers in that category sustained heavy losses
through early redemptions,®

These were among the abuses that led to the enactment of section 27
o the Act,®® which, amongother things, limits the salesload to 9 percent
of the total proposed payments on contractual plans (the only class of
equity securities for which Congress has specified a maximum sales
charge). The section also limits the rate at which this sales charge
can be deducted from the purchaser’s payments to no more than 50
percent on the first 12 installments or their equivalent.

Following the passage of the Act in 1940, sales of contractual plans
declined, and all but 5 of the 40 companies then selling such plans
abandoned this phase df the securities business. A significant in-
crease in contractual plan sales did not take place until the early
1950’s.  Since then there has been a marked resurgence of the con-
tractual plan method of selling mutual fund shares. This revival has
been stimulated by the generally rising levels of equity security
prices, by aggressive selling, and by the increased interest of retail
dealers in the front-end sales load. At the end of 1965 the shares of
more than 60 mutual funds, including some—but by no means all —of
the oldest and largest in the country, could be purchased through
contractual plans.

Before 1955, contractual plans were sold, almost without exception,
by captive sales organizations maintained by principal underwriters

% Sa Investment Trust Studé,oSupplemental Report on Companies Sponsoring Instaltment Investment

Plans, H.R. Doc. No. 482, 76th Cong., 3d sess. (1940) 47-107, 185-189.
# See Senate Report 8-10,

N
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of the plans. Since then a considerable number of new contractual
plans have been offered for retail distribution through independent
dealers. While a majority of contractual plan companies now utilize
independent dealers, captive sales organizations continue to account
for most of the dollar volume of contractual plan sales. During 1964
about 15 of these organizations accounted for two-thirds of new
contractual plan sales. = At the end of that year all such organizations
accounted for an estimated three-quarters of all payments made on
all outstanding contractual plans and for an estimated two-thirds of
all payments scheduled to be made on such plans.”

t the end of September 1949, investors owned 26,000 contractual
plan accounts. They provided for payments totaling $93 million,
one-third of which had been paid.”* By the end o 1965, there were
about 1.3 million contractual plan accounts® which dprovided for
payments totaling $7.3 billion, of which $3.1 billion had been paid.*
The net asset value of all contractual plan companies at June 30, 1966,
was $3.5 billion or 9.1 percent of the mutual fund industry’s $38.2
billion net assets.®* Conservatively estimated, however, contractual
planholders account for more than one-fourth of the 3.5 million mutual
fund investors.%

The sale of front-end load plans is prohibited or sharply limited in
four States— Illinois, Ohio, Wisconsin, and California.* = Neverthe-
less, California accounts for more mutual fund sales—on both a total
and a per capita basis—than any other State.%

In contrast, all States permit the sale of voluntary plans. The
popularity of the voluntary plan, which was first sold in 1950, has been
growing rapidly. As of mid-1960 there were an estimated 670,000
voluntary plans in force (51 percent of all accumulation plans), as
contrasted with an estimated 638,000 contractual plans (49 percent of
all accumulation plans). At the end of 1965, the number of volunta
plans had grown to an estimated 1.4 million® or 52 percent of a
accumulation plans.

The great majority of mutual funds—220 (including 36 no-load
funds) of the 242 listed in one mutual fund compilation™ — offered
voluntariy plans for the accumulation of their shares in 1965. The
shares of 182 of these 242 funds are not offered through contractual
plans. The shares of 53 funds may be purchased on an installment

% Source: Investment Company Institute. .

' Assoclation of Mutual Fund "Plan Sponsors, Inc., The Origin and History of the Contractual Plan
(“Origin and History”) 10 (1990). i

92 Source: Association of Mutual Fund Plan Sponsors, Inc. Contractual plan comuaniesalso reuorted
having an additional 227,000 single payment plan-accounts. . i .

% Source: Association of Muttal Fund Plan Sponsors, Inc. Single payment plans (defined in note
104, on p, 226, infra.) as well as installment payment plans are included in these paymentsfigures.

% The Investment Company Institute estimates that during the years 1960-65, contractual accurmulation.
lanshave accounted for fromi 8.1 percent (in 1965) to 11.8 percent {in 1962) of capital mflow to the mutual
und industry. These figures exclude capital inflow from the reinvestmentof capital gains distributions,

and for contractual plans do not take into aecount reinvested income dividends. o

% The Investment Company Institute has estimated that at the end of 1965the 6.7 million shareholder
accounts reported to it by member companieswere owned b?/ 35 million shareholders. Even allowing for
substantial duplication amon% the 13 million contractual plan accounts—representing those persons who
simultaneouslymake pay s on two or mom uncompleted contractual plans—it appears that more than
25 percent of the estimated 3D million fund shareholders have invested through contractual plans.

% See Specfal Study, pt. 4, 168-169. Several other States, including Kansas, Massachusetts and North
Dakota, require that contractual plan purchasers be advised that the%/ have a right to redeem_their eon-
tractual plan certificate within 30 days of theinitial payment and torecefve a totalrefundof it. Thisrefund
privilege also is offered to purchasersin other States by plan sponsorswho are,members of the Association
%fMéJtual Fund Plan Sponsors, Inc., which has adopfed this requirementin its Code of Ethical Business

onduct.

» Source: Investment Company Institute.

# Source: Investment Company Institute.

# Arthur Wiesenberger & Co., Mutual Funds Charts and 8tatistics, 1966,
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basis through either_contractual or voluntary plans, and the shares
of another 7 are available through contractual plans but not through
voluntary plans,1®

2. Profile of the contractual plan

(a) Structure

The securities commonly known as contractual plans and referred
to in the Investment Company Act as “periodic payment plan certif-
icates” ' are issued by investment companies of the unit trust type 12

“contractual plan companies”). With a few exceptions, the ﬁort-
olios of these contractual plan companies consist solely of the shares
of a particular underlying mutual fund.'® These certificates are
securities “providing for a series of periodic payments by the holder,
and representing an undivided interest in certain specified securities
or in a unit or fund of securities purchased wholly or partly with the
proceeds for such payments.”” 2

Holders of contractual plan certificates (“contractual planholders™)
obtain portfolio diversification and professional investment manage-
ment just as other mutual fund investors do. Contractual plan-
holders, however, get those benefits indirectly —through the plan
company’s underlying mutual fund shares—rather than from the
plan company itself. When the plan companies buy shares of their
underlying mutual funds, they pay no salesload.™® No advisory fee
is charged by the sponsor o the contractual plan company, but such a
feeis charged by the adviser to the underlying fund and is, in effect,
paid bY the contractual planholder.

While contractual planholders do not directly own the underlying
securities purchased with the proceeds of payments, each planholder
has a beneficial pro rata interest in the plan company’s portfolio.
When the planholder redeems his certificate, he may receive the cash
value of his pro rata interest or, at his option, shares of the underlying
fund equivalent to his pro rata interest. This interest is recorded
on each planholder’s account in terms of the number of whole and
fractional shares of the underlying mutual fund, and accretions
thereon, acquired with the proceeds of his payments after deduction
o the salesload and other charges.

The plan company must deposit the underlying securities with a
qualified bank which serves as trustee or custodian. The custodian
bank holds the funds received forinvestment, the underlying securities
purchased with such funds and the income upon and accretions to

10 On June 30, 1966, 90 contractualplan companieswith total net assets of $3.5 billion were registered with
the Cormmission. . . .

11 Act, secs. 2(a)(26), 27. They are also known as “periodic payment plans,”” “installment investment
plans’’ and ‘‘systematic accumulstive plans.”

12 see p. 38, supra. . .

One contractual lan company formed prior to the passage ofthe Act is ofthe management type (Com-
monwealth Fund Indenture of Trast Plan A and Plan B).” Another management company which issues
periodic paymentglan certificatesis Insurance Securities Trust Fund. See pp. 204-205, supra. ItScertifi-
cates, however, are not front-end loaded. .

. W3 Three contractual plan companies invest equal portionsofthe proceedsfrom the sale dfplan certificates
in specified equity securities. Since management discretion is completely eliminated, investors in these
plans pay no adwforv feeofany sort.  These three comrpan_les areneure unit trusts. .

o Act, sec, 2(2)(26). This section further defines periodic payment plan certificates so as to include
other securities issued by the contractual plan company the holders of which have substantially the same
rights and privileges as personswho have completed all payments on those of the issuer’s securities which
provide for a seriesof periodic payments. Single payment Plans, falling within this definitian, are usually
also issued by contractual plan companies. They are usually sold In denominations of 500 and up.  Since
single &z@/ment_ plans are sold at normal sales [oads, they “are not discussed in this chapter. Statistics
presented in this rePort with respect to contractual plam investment do not include single payment plans
unless otherwise noted.

15 Sep rule 22d-1(f) under sec. 22(d) of the Act (17 C_F.R. sec. 270.22(d)-1()).

~
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them.!® It also provides administrative and bookkeeping services.
The custodian’s compensation comes from a service fee.deducted from
the planholders’ monthly payments. Generally, this ranges from
1 to 3 percent of each payment. If a planholder ceases to
make E)ayments, the custodian normally deducts its fee from the
planholder’s pro rata portion o the plan’s income or, if that is in-
sufficient, from his pro rata portion o the plan’s capital.

The contractud plan company is a legal entity—in the nature of
an escrow or a stakeholding device—which is distinct from its under-
lying fund. 1t must register separately with the Commission as an
investment company; its periodic payment plan certificates must be
registered under the Securities Act of 1933; and the purchasers of
these certificates must receive a plan prospectus. Since the offer of a
contractual plan certificate also constitutes an offer of the underlying
fund’s shares, the Securities Act requires that, the underlying fund’s
prospectus also be delivered to investors.”*

(b) Distribution

The contractual plan company is almost always established or
created by an organization, known as the ,“plan sponsor,” which acts
as the plan company’s principal underwriter. AS noted, some plan
sponsors sell exclusively through their own retail sales forces; others
act only as wholesale distributors who utilize a large number of inde-
pendent dealers to retail the plan certificates,and some plan sponsors
combine these two methods of distribution in varying degrees.

For some plan sponsors the expectation of profit from the sale of
lan certificates furnishes their primary financial motive for estab-
shing the plan companies. Most plan sponsors, however, are also
the principal underwriter of their plan’s underlying mutual fund and
are affiliated with that fund’s investment adviser. Proceeds of plan
payments invested in shares of the underlying fund increase that
fund’s net assets and the advisory income flowing to its adviser.
Because of the potential for increased revenue from advisory fees,
a few funds sell shares at net asset value to contractual plan com-

panies sponsored by firms unaffiliated with the fund’s own adviser-
underwriter.!

(¢) Operation or mechanics d the contractual plan

(i) Goal and schedule.—Contractual plans have been described as
formal plans because they provide for a goal of investing a specified
amount of money over a long, fixed period, ranging from 5 to 25
years, and a schedule of uniform monthly or other periodic payments
to achieve that goal. Over two-thirds of the plans provide for pay-
ments to be made over 10 years, and the second most frequent period
is 12} years.®  Most typical is the plan certificate which provides for
invgeséing $3,000 by making monthly payments of $25 over a 10-year

eriod.

P At the time the investor purchases the certificate, he determines
how much he expects to invest each month. Plans are available
which provide for monthly payment units ranging from as much

08 Act, secs. 26(a) (1), (2), (3), and 27(c). :
107 See rule 140 under the Securities Act (17 C.F.R. sec. 230,140},
108 See rule 22d-1(f) under the Act (17 C.F.R. sec, 270.22d-1) ()

109 At least 11 contractual plan companies’ certificates rovide for ayments gver a 12 cal peried
See Arthur Wiesenberger & (?o.. Investment Companies (‘1)965 ed.) 1.33? ) V] - Y pg s
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as $2,000to as little as $10, the minimum payment permitted by the
Act.™ A majority of contractual plans provide for minimum monthly
payments of $20 or $25. The Special Stud%/ found that the $25 per
month payment unit was most common and that only one out of every
ten certificates called for payments of more than $50 per month.!
Most contractual plan companies require an initial payment which
amounts to two monthly payment units.!2

Although the commonly used shorthand designations such as
“contractual” plan and “periodic” or “systematic” investment plan
suggest an obligation on the purchaser to adhere to the payments goal
and schedule provided by the plan, the primary “contractual”
obligations created by the plan certificates fall on the sponsors and on
the custodians.!® The planholder has no obligation to make any
given number of payments. He can alwaysredeem his plan certificate
and obtain his full pro rata share of the plan company’s underlying
securities or the cash value of that share. Nor is the planholder
required to adhere to the payments schedule. He is always free to
miss scheduled payments or to accelerate them. Indeed initial pre-
payments and subsequent acceleration of payments are encouraged,
and planholders who are delinquent in making payments, or who
cease payments altogether, continue to have credited to their
accounts dividends and capital gains distributions on mutual fund
shares already paid for. Although a delinquent planholder’s failure
to make a payment for 12 consecutive months usually entitles the
sponsor or custodian to redeem the plan certificate after 30 or 60 days’
written notice, it has not been the general practice of plan companiesto
exercise this option. Thus a 10-year plan may be completed over a
longer period.

(1)) Reminder notices.—The investor’s application and initial pay-
ment are forwarded by the dealer to the plan sponsor. The sponsor,
after accepting the application, sends the planholder his certificate
and, after deducting the sales load, deposits the remaining proceeds
of ‘the initial payment with the custodian bank, which establishes
an account in the planholder’s name. All subsequent payments are
mailed by the planholder directly to the custodian bank rather than
to the dealer or the plan sponsor. The custodian deducts and dis-
burses from these payments the pertinent charges, which include its
fee and the sales load and invests the balance of the proceeds in the
underlying securities.

The custodian sends the planholder a receipt for each payment
which, among other things, sets forth the amount of the payment, the
various deductions from it and the number o whole and fractional
shares of the underlying fund purchased with the remaining proceeds.
Along with the receipt, the contractual planholder will also receive
from the custodian bank a notice as to when the next payment is due
and an addressed envelope for mailing it to the bank. ~ If the next
payment is not timely received, it is customary to mail the customer
one or more reminder notices. The cost of sending reminder notices is
indirectly paid forin part by the investor out o the custodian’sfee.

(iil) Investment of dividends and reinvestment of capital gains.—Con-
tractual plans provide for the automatic investment of dividends and

10 Sec. zr(ag (4,
1 Special Study, pt. 4,263 (table XI-10)-
uz The Act requiresaminimum initial payment of $20. Sec. 27(a}(4). . .
thm Trrt1ge atre obligated to administer the plan and to refrain from raising the sales load during the life of
€ cel cate.

\
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reinvestment of capital gains distributions paid on the underlyin
securities to the plan’s custodian. Since sales loads on additiona
shares purchased with these proceeds have been prohibited, the
adlditional shares are credited to planholders’ accounts at net asset
value.”*

(iv) Completion insurance.—Completion insurance is a form of
group term, declining balance insurance on the planholder’slife. . If
the planholder dies, the proceeds of this insurance are used to com-
plete the remaining payments on his plan certificate. Completion
insurance is an optional feature of most contractual plans.

The monthly premium, which usually amounts to from 50 to 90
cents per thousand dollars of insurance coverage is deducted from
each plan payment unit. If a planholder defaults in his insurance
premiums by falling more than one month behind in his scheduled pay-
ments, the insurance automatically terminates.®® At the plan-
holder’s option thecrlan may be converted to one without insurance.

Plan sponsors and retailers usually receive no additional compensa-
tion from the monthly insurance premium. Since the insurance
premium is an additional deduction from each payment, it reduces
the proceeds available for investment. However, plans sold with
such insurance have appreciably better payments records than those
sold without insurance.™®

(V) Withdrawal and reinvestment. —A planholder can usually redeem
up to 90 percent of the net asset value dof his investment. and later
reinvest the amount withdrawn without paying an additional sales
load. The withdrawal privilege does not lessen the burden o the
front-end load. It is merely designed to give planholders an oppor-
tunity to use their certificates to meet emerﬂencies without being sub-
ject to a second sales load when, and if, they repurchase the shares
that they have previously redeemed.”

3. Front-end loading arrangements

As previously noted, the Act provides that the salesload on a periodic
payment plan certificate may not “exceed 9 percent of the total pay-
ments to be made thereon’” and that “no more than one-half of each
d the first 12 monthly payments or their equivalent may be deducted
for sales load.” *® The Act also requires that sales charges be appor-
tioned evenly on the first 12 payments or their equivalent, and that
the remainder of the sales charge be spread equally over the balance
d the plan payments.’® Thus, if a front-end load is deducted from
the first 12 installments, a lower uniform sales charge must be d e
ducted from each subsequent payment. These so-called “trail com-
missions” range from about 1.6 to 5.6 percent, depending primarily
upon the number of payments provided for in the plan. The lower
trail commissionsgradually reduce the “effective” or cumulative aver-
age sales load paid so that if dl contemPIated payments are made,
the investor ultimately pays approximately the same total salesload

. 1t In 1949 the Commission concluded that sales loads on planholders’ reinvestments of capital gains and
investments of dividends are prohibited 1 y sees. 26(a)(2) and 27(a) of the Ai:t tecws they could increase

%ge sales loads on plan certificates t wn ¢ © mt i1 eccess of 9 percent of the tot 1 g1 s to be made
ereon.
nus Tthxei %;lanheldex usually may have the insurance reinstated within one year upon satisfactory proof of
sural 3
ue 8y e 4y, P 4, pp. 258-250, tal -5 4

18 Sex  27(a)(2).

117 For discussion of the potential fo: 1t of this privilege, see . 304-306, inft
1 See 27(2)@) :
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hr? would have paid had he invested directly in the underlying plan
shares.

Although most contractual plans provide for deducting the maxi-
mum 50 percent front-end sales load permitted by the Act, there axe
some variations from this practice. One large plan, sponsored by
Waddell & Reed, Inc., has a front-end sales load of 46.4 percent;
another plan, sponsored by Investors Diversified Services, Inc., and
first offered to the public on October 1,1965, provides for deductions
of 20, 18, 18 and 7 percent, respectively, from the first, second, third
and, fourth years’ scheduled payments (and 4.2 percent thereafter)
instead of 50 percent in the first year.!®

A considerable number of contractual plans require that investors
make an intital payment of two installments or more. Since a full
front-end load is deducted from this payment and from the next 11
monthly payments or their equivalent, on these plans the front-end
load applies to 13 instead of 12 monthly payment units.

Some contractual plans also offer a sliding scale of reduced sales
loads on certificates which provide for relatively large monthly pay-
ments. These reductions usually apply to the trail commissions, but
in most plans they do not apply to the front-end commissions when
scheduled monthly payments are less than $200.* Moreover, unless
the investor invests $250 per month or more, the sliding scale of sales
charges generally does not reduce the total contractual plan fees to a
point where they amount to less than the costs of investing in a volun-
tary plan for the same underlying mutual fund shares. This is
because the custodian’s fee, usually deducted from each contractual
plan payment, normally is not incurred in connection with voluntary

plan pafyments.122

The front-end load normally constitutes from one-half to as much
asfour-fifths of the total salesload on all scheduled payments. Thus,
on a 10year, 120 payment, $25 per month plan ($3,000) with a total
sales load of 8.5 percent ($255), the 50-percent deduction from the
first 13 payment units equals $162.50 ($12.50 by 13installments) or
63.7 percent of the total sales load to be paid on the plan.*#

When the typical 50 percent front-end load is calculated in the
manner in which sales charges are calculated for exchange and over-
the-counter transactions—as a percentage of the net amount actually
invested in the security —it represents a sales charge on the first 13

120 See, 27(a) (3) of the Act requires that the sales load be deducted at auniformrate fromeach o the first
12monthly payments or their equivalent and at a uniformrate from each subsequent payment. &ince this
plan’s front-end load iz 20 percent rather than the permitted 50 percent, the plan was granted an exemptive
order from the uniform post-front-endload requirement of the Act on the ground that such exemption was
|( 51 the éntggﬁt of investors. Investors Dirersified Serrices, Ine,, Investment Company Act Release No 4261

une 2, 19653, i i .

122 Examination of the prospectuses of 60 contractual plan companies currently offering new certificates
listed in one publication showed that 44 of the 60 provided fornoreductionsin the front-endload formonthly
payments of less than 4200, Arthur Wiesenherger & Co., Investment Companies (1966 ed.) 133. For
example, ane plan, which provides for an 8.45 percent total salesload on a $20 per month certificate and a
7.98 percent salesload On its $50 per month Certificate, charges the full 50 percent front-end load on each
certificate, hut the trail commissionon the $50 per month certificateis 2.88 {)ercent of each pavmcent as com-
pared to 340 Dercent on the $20 per month certificate For other plans, the front-end load itself may he
reduced from 5010, say, 45 percent where the amount ofthe monthly payment is$500r $100. = Further reduc-
tions in the front-end load on a sliding basis are generally provided for on certificatescalling for monthly
pe%néents of $2000r more.

eep. 77, infra. o
123 Whﬁe the langnare of sec, 27(a) of thr Act apnears to indicate that no more than one-halfof the first

year’s payments mav be deducted for salesload. the lanenage o the Senate and House committee reports
States that the first vear’s sales load deduction eonld not be more than 50 vercent of the total salesload on
the entire plan certificate. Thr reportsseid that the provisions of that section*permit half of the salesload
to be takep, out during the first year bt require the balanee to be spread eqnally over the subsequent
Ye?{s)*zé *" Senate Report 19. ~ See also House Report No. 2639, 76tk Cong., 3d S€ss. (1940) (“House Re-
port”) 22.
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payment units of 100 percent. Indeed, the sales charge generally

exceeds 100 percent of the actual net investment because, after
deductin? the custodian bank’s fee, less than one-half of the plan-
Rpl%er’sf_irst year’s payments is actually put to work in the fund for
is benefit.

4. Voluntary plans

As noted earlier, the voluntary plan is another method for investin
in mutual fund shares on an installment basis. Unlike the contractu
plan, the voluntary plan involvesonly one security and only one invest-
ment company. Under the voluntary plan each payment is directly
invested in the fund’s shares after deduction (in the case of load funds)
of the normal load.

Although voluntary plans generally do not provide for formal
investment goals or schedules, they can be used to make systematic
monthly or other periodic payments toward achievement of invest-
ment goals. They frequently are used simply as a means for obtaining
automatic reinvestment of capital gains and ordinary income dividends
rather than as a systematic accumulation plan.” Voluntary plans
generally do not have formal monthly cFayment schedules, and
reminder notices—aside from the form and envelope to be used for
making the next payment which accompany each receipt—generally
are not sent to the investor.'*

Unlike contractual planholders, investors in voluntary plans gener-
ally do not pay a custodian’s fee. Instead, charges for the custodian’s
services are allocated among the principal underwriter, the dealer and
the fund. Another distinction between the two types of accumula-
tion plans is that voluntary plan investors are not afforded the 90
percent withdrawal and reinvestment option offered to contractual
planholders.

About 20 voluntary plans are sold with optional completion insur-
ance. Plans with completion insurance are formalized by the fixing,
for insurance purposes, df a goal and schedule of payments. They
operate in substantially the same manner as contractual plans with
respect to reminder notices and charges for the services of bank
custodians.!®

Many voluntary plans require initial payments of $250 or more
and subsequent payments o $50 or more. These plans may be be-
yond the reach of many investors who can afford only the lower
monthly payments called for by the contractual plan. A consider-
able number o voluntary plans, however, have payment minimums
comparable to those on contractual plans.'*® Among 220 funds offer-
ing voluntary accumulation plans, 95—including 12 of 20 funds offer-
ing voluntary plans with completion insurance —have plans with no
or moderate-sized minimum .payments: 28 have no minimum initial
or subsequent payment requirements; another 37 require imitial pay-
ments of $50 or less and subsequent payments of $30 or less, respec-

2 |n both contractual and voluntary plans, receiptsand where appliiable, reminder notices are mailed
by the bank which acts as custodian for the mutual fund securities. Although see. 27(e)(2) of the Act
réquires that only contractual plans have a trustee or custodian bank for the underlying fund shares, in
practice voluntar%/ plans are also administered by_custodian banks. o X .
12 The prospectuses of some of these funds indicate thst s fewStatesprohibit the offering of completion
insurance with voluntary plans for the accumulation of mutual fund shares: California Florida, fowa,

issouri, North Carolina, Ohlo, South Carolina, Texas and Virginia. Four of these Btates—Missouri
North Carotina, South Carolina and Texas—also prohibit the sale of completion insurance with oontrqctuai
plans, and two others—Californiaand Ohio—effectively prohibit the sale of contractual plans, with or
without. completion insurance. o . .

128 For example, one of the Iag};estretallers inthe contractual plan industry, Waddell & Read, Ine¢., requires
& minimum intital Fa?]/ment $125 and minimum subsequent f)aymen s of $25 on contractual plans for
the accumulation of shares ofUnited Accumulative Fund— its largest seiting plan.
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tively; and 30 require an initial payment of $50 to $100 and subsequent
payments of $50 or less.*?

5. The contractual plan purchaser

(a) General characteristics

A survey of mutual fund investors, made in 1962 for the Special
Study by the Securities Research Unit of the Wharton School of
Finance and Commerce of the University of Pennsylvania (Wharton
Survey),’® found that contractual plan purchasers generally were
persons of moderate income with minimal accumulations of investable
savings whowere concerned with a safe, “savings” approach to invest-
ing. They were not speculators. They invested in funds to benefit
from professional investment management, discipline in saving,
economic growth, and portfolio diversification. The salesmen’s
representations that most influenced these investors were that con-
tractual plans encourage regularity of saving, provide professional
portfolio management, are “like savings accounts,” provide portfolio
diversification and are “safe.”?® Significantly, over three-fourths of
these investors stated that they would not participate in the stock
market in the absence of mutual funds.'3®

The Wharton Survey found that the “typical” contractual plan
investor was in his late 30’s or early 40’s, married with three de-
pendents, had a high school education, an annual family income of
between $5,000 and $10,000, and life insurance coverage of $10,000
to $15,000. About half of the contractual plan investors held clerical
and sales positions, were skilled or semigkilled craftsmen, servicemen
or housewives; the other half were self-employed, held executive or
administrative positions, or were professionals.

The Wharton Survey further showed that 8 percent of contractual
plan purchasers had no life insurance coverage and that an addi-
tional 16 percent had less than $5,000 dof life insurance coverage,'®
Ten percent of contractual plan investors reported holding no savings
accounts, savings bonds, other securities, or real estate other than their
homes.’ And, of course, many of those who did have nonfund assets
other than their home may have held them in relatively small amounts.**

One out of six contractual plan investors earned less than $5,000
per year. Among this group, over four-fifths had bought plans which
called for payments amounting to over 9 percent or more of their
gross monthly income and, of course, a higher percentage of their
take-home pay.1

(0) Use and understanding of the prospectus

Contractual plan prospectuses, on their front cover pages and else-
where, describe the method o deducting the front-end load and dis-

127 Arthur Wiesenberger & co., Mutual Fund Charts and Statistics (1966 ed.}.
8 Special Studg, pt. 4, pp. 265-373, Seealso id. at 139-146,  For the methodology of the Wharton Sur-
vex}zl, aee Id. at 269, 346-354.
9 |d. at 3s8.
180 1hid,
1814, af 140, 274,
132 Id, at 274 (app. X1-A table ¥§-1). i
13 7This |atter group consisted typically of males of ewrly middle age, with three or tour dependents.
Their incomes and life insurance coverage each were generally eoncentrated in the low end of the $5,000 to
$10,000 range. Significantly, about two-thirds of the purchases of this group were reported as initiated by
?xlatljesn;%,l c):ompa.red with a little less than half for contractual plan-buyers n the sample a8 a wholé.
. at3ol.
5% Except for 1tfe insurance coverage, the Wharton Survey did not inquire as to the value of the re-
sp;J’J“:(Ilgntst’zrg%Idmgs.
. at 280.
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close the effective sales loads that are paid if the plan payments are not
continued beyond the first and secondyears’ installments, respectively.
Approximately 90 percent of the contractual planholders responding
to the Wharton Survey said that they had received the prospectus.
The median time they reported reading it was 1% hours.®® Most
contractual planholders also said that their salesmen had met with
them for a median time of from 3 to 4 hours over the course of three
meetings, and had described the first year’s sales load as well as other
features of the plans.®

Despite the availability of the prospectus to and its use by plan-
holders and despite explanations of the front-end load and other
matters durin%] sales presentations, responses to the Wharton Sur-
vey revealed that, 4 to 7 months after their initial payment, plan-
holders had a rather low level of knowledge about their investments.
For example, only one out of four contractual plan purchasers could
make a reasonable estimate (considered for this purpose to be 5 to 15
percent) of the level of the sales load over the life of the contract.’®
Indeed, 40 percent of the responding purchasers could make no
estimate as to the amount of the first year’s sales charge and only
40 percent were able to make a reasonable estimate (considered for
this purpose to be from 40 to 60 percent) of the first year’s payments
or their equivalent.’ Thirty-one percent said there was no disad-
vantage if a contractual plan was not completed, and an additional
9 percent said that they did not know.#®

Similarresponses were given by those who had redeemed contractual
plans. Although the overwhelming majority of the redeemers had
not completed their plan programs, about half did not know that the
sales charge they had paid was a greater percentage of their invest-
ment than the percentage that they would have paid had they com-
pleted their plans.!#

(¢) Redemptions by contractual planholders

Many investors responding to the Wharton School’s questionnaire
who had redeemed uncompleted contractual plans did so because of
financial stress.*®* A substantial proportion of them used the cash
received upon redemption —which averaged between $300 and $500—
as “rainy day” savings to pay hospital or medical bills (9 percent: and
other tP]/pes of debts (34 percent).'®

At the time o redemption about one-half of the contractual plan
redeemers had no savings accounts and one-third had no financial
assets or real property of any kind.”* While no quantitative estimates
can be made as to the size of the holdings of those who did have
financial assets when they redeemed their plans, it is likely that in
many cases such reserves were small.

6. The sales environment

The Special Stud%/ examined selling practices within the mutual
fund industry and found evidence suggesting the existence of un-

B8 1d at 311, 364

©7|d: at 295, 307.

1 1d. at 313-316.

19 |d. at 313.

1o |d. at 366.

ur|d. at 372. .
. 142 Over 90 percent of the redeemed contractual plans had not been completed; the time elapsed between
initiation amfredemption of the plan averaged lessthan 3 years,and was less than 6 years in 83 percent of
the eases. Id. at 144, 331. .

18 ]d. at 832. Expectationscf a declinein securities prices influenced only about 20 percent of those who
reﬂ?elwedttgzegr contractual plans. Id. at 333.

.a .
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desirable practices “to an unfortunate degree.” ¥* Although its
findings applied to sales of fund shares generally, it found that mal-
practices were particularly acute in contractual plan sales where the
combined factors of the incentive for high-pressure selling provided
by the front-end load, the essentially unsupervised nature of selling in
customers’ homes, the complexity of the securities sold and the lack
of financial sophistication of many plan purchasers created “a problem
of a fundamental nature.” *®  The Sﬁecial Study concluded that
“the front-end load structure itself and the economic incentives which
it %ives to salesmen” were responsible for the inadequate protection
of the public “from untoward pressures in contractual plan sales.” 47

High turnover rates among salesmen are chronic in the securities
industry 9eneral|y, but the Sﬁecial Study’s data showed this problem
to be parficularly acute for the large contractual plan sales organiza-
tions."@ Heavy turnover rates cause these ocr*ganizations to engage
in the continuous and extensive recruiting new salesmen from
persons totally inexperienced in the securities business.!*®

Recruits were encouraged to make their first contractual plan sales
to themselves, then to friends and relatives, and thereafter, to obtain
names of prospects through customer referrals, mailings and telephone
calls and to use the “cold-turkey” call as a means of filling in gaps in
appointment schedules. Most recruits, however, did not seem to
progress much beyond sales to close friends and relatives. About
two-thirds of contractual plan salesmen earned less than $1,000 a year
in the securities business.™® Indeed, sales to friends and relatives of
new salesmen appeared to account for a substantial portion of con-
tractual plan sales. Thirty-five percent of the contractual plan
urchasers in the Wharton Survey described themselves as a close
riend or relative of their salesmen.'®

Although sales trainees were trained to make the disclosures
specifically required by the Commission’s Statement of Policy !*2 and
to obey the caveats in that statement, they also were taught to accom-
pany these disclosures and caveats with sales techniques which
deflect the prospect’s attention from them.™®

The findings of the Special Study were not based on isolated in-
stances of dubious conductbut mainly on sales training materials and
sample sales presentations which were submitted to the Special Study
by plan sponsors and other industry members and which were de-
signed to be memorized or followed closely by trainees.*®* Since the
publication of the Special Study in 1963 the plan sponsors have not

W 1d. at 212.
18 1d. at 211.
w |d. at 211 o . .

148 Over 40 percent of the sales forces of large mutual fund retailing firms, whose income was mainly de-
rived from contractual plan sales, were hiréed and almost as great a percentage of their salesmen céased
WO&’kltn% fcl)ht_r;iag"l INn 1961. Special Study, pt. 1,33 (table 1-11); pt. 1, 17¢-171 (tables1ir-9 and 11-10);
and pt. 4, 16. . i

49 1961, nine out of ten salesmen newly employed by large mutual fund firms most of which were
(ic%gt(ga%tluaillplgz;n retailers, bad no prior expérience 1 thé securities business. See Special Study, pt. 1,
able11-8).

#Special Studyb&)’t. 4, 266 (table X1-2). A salesmanwho sells adozen $25per month contractual plans
will earn about $1,000.

1t d. at 204.
152 SecuritiesAct Release No. 3586, Investment Company Act Rele%ise No 9621 {Qet. 31, 1957).

1 For the Special Study’s diseussion of selling practices, most of which related to contractual plans,
see Spaeeial Study pt, 4, 124-139.

15 Special Stud;, pt. 4, 341-342.

o




IMPLICATIONS OF INVESTMENT COMPANY GROWTH 235

submitted more current sales training material, nor has the Commis-
sion requested that they do so. The current material may no longer
contain items such as those cited by the Special Study.

7. The impact of thefront-end load on investors

Improper selling practices are of particular concern in the case
o contractual plans because the imposition of the front-end load
creates special burdens for contractual planholders which other
types of fund investors do not encounter. Whether characterized as
a 50 percent front-end load or as a sales charge of 100 percent on the
amount invested, when compared to the level-load method of deduct-
ing mutual fund sales charges the front-end load works to the dis-
advantage of all contractual planholders, including those who
complete their plans on schedule.

(a) A contractual planholders

Because of the front-end load deduction, all contractual planholders,
including those who complete their payments on schedule, have a
smaller proportion of their payments invested in fund shares and
working for them than if a level sales load had been deducted from
each payment. This effect of the front-end load on contractual plan-
holders who make and complete their payments on schedule is illus-
trated by chart V-1. It compares the average percentage of the in-
vestor's payments that are at work for him throughout a 10-year
contractual plan with the corresponding.percentage in a level-load
voluntary plan o the same duration. An investor who seeks, through
a voluntary plan, to accumulate shares of a mutual fund on which an
8.5 percent sales load is charged will always have 91.5 percent of his
payments at work in fund shares. However, if that investor had
sought to achieve the same goal through a 1oayear contractual plan
for shares of the same fund and had completed all his payments on
schedule, only at the completion of the plan would he have as much
as 91.5 percent dof his payments at work in the fund for him. Because
o the front-end load, only 50 percent of the first year's payments,
and only an average of 87 percent of all his payments would have
been working for him throughout the 10-year period.

Chart V-1 does not take into account reinvested income dividends
and appreciation of capital. These, of course, are not constant and
at any griven time vary among different funds. Table V-4 demon-
strates the effects o the front-end sales load for the 10-year period
January 1, 1955, to December 31, 1964, a period of generally rising
common stock prices. It compares the accumulated values of shares
o Wellington Fund, Inc., acquired through payments of $100 per
month under contractual and voluntary plans.!5

155 The table is based on the followingassumptions: (1) monthly payments amounting to $100 each for 10
vears (total pavments $12.000): (2) the overall sales load under earh tvne of plan. if carried to comoletion.
amounts to 8 percent. On the contractual plan, however, 44 percent of each of the first 12 installments and 4
percent of each of the remaining 108 instaliments are deducted for sales load; (3) an annual custodial fee of
1.5 percent of each payment is deducted under the contractual plan; (4) income dividends are reinvested an«
eapital gains distributions are accepted in additional shares at net asset value, with no adjustment made
under either type of plan for any income taxes payable by shareholders on such dividends and distributions-
and (5) the $12,000 investment goal is achieved nnder each plan by systematic monthly payments.





