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IMPLICATIONS OF INVESTMENT COMPANY GROWTH 237

TaBLE V-4.—Comparison of year-end values of woluniary and contractual plans in
a balanced fund

Voluntary | Contractual{ Amount of Percent
plan plan difference difference
Dec. 31—

1055 . $1,192 $635 $557 87.7
1956 , 366 1,822 544 29.9
1957 S S 3,822 2,837 485 17.1
1958 - 5,548 4,969 579 11.7
1959 —— 7,190 6,598 592 9.0
1960 e e mm 8,736 8,153 953 7.2
1961 _ 11,574 10 6256 649 5.9
1962. 12,105 572 5.0
1963 14,710 14,114 506 4.2
1964 . 17, 460 16,844 616 3.7

The table shows marked differences in the accumulated values of
shares acquired through front-end-load and level-load plans. At the
end of the first %/ear, the value dof the sharesheld under the voluntary
plan exceeded that under the contractual plan by 87.7 percent; at the
end of the fifth year, the margin of difference in favor d the voluntary
plan was 9 percent; and at the end of the tenth year, all scheduled
payments having been made, there was still a margin of difference of
3.7 percent in favor o the voluntary plan.*® Thus, the imposition of
the front-end-load means, as one industry representative conceded:
“In along-term rising market the contractual plan usually won’t turn
out as well as a voluntary purchase plan.” ¥

() Noncompleting planholders

Although the front-end load is likely to cause every contractual
planholder to have a less favorable investment result than if only the
normal 8.5 percent sales load had been deducted from each of his
payments, contractual plans are especially costly investments for
planholders who redeem or simply cease investing at an early stage in
their payments schedule. These persons pay “effective” or cumula-
tive average sales loads which often amount to many times the normal
sales loads applicable to the underlying fund shares —effective sales
loads which clearly would be “unconscionable or grossly excessive” ¥
butdf?r9 the express provisions of the Act with respect to front-end
loads.’

More than a quarter of a century ago, when Congress enacted these
provisions embodying the 50 percent front-end load formula, there
was little specific data as to the effective sales loads that contractual
planholders actually paid.**® The data contained in the Commission’s
Investment. Trust Study only reflected aggregate losses—in part
attributable to the market performance of underlying fund ,shares
during the 1930’s—from cancellations, defaults, and withdrawals in
plans in existence for periods of 3 to 5 years.?® It did not show the

158 For the period 1953through 1962, larger differenceswould have resulted from investing in shares of thir
fund through a voluntary and contractualplan. At the endef that lO-fyearperlod the marginof difference —
In favor of the voluntary plan—was 5.1 percent.  See Special Study, pt. 4. 182 (table X1-d). .

_ Ifagrowth fund rather than a balanced fund were used for the comparison, even greater differences in
investment resultswould likely result during periods of rising market prices.

157 Forbes Magazine, Se{)t. 1,1962, p. 46.

158 Act, secs. 22 (b) and (e).

158 Act, see. 27(a). _ 3

180 See Investment Trust Study, Supplemental Report on Companies Sponsoring Installment, Investment
Plans, H.R. Doc. 482, 76th Cong., 3d sss. (1940), 64-69. .

161 That study also noted that in data submitted in response to the Commission’s questionnaire, “‘a con-
sistent distinction between cancellation, default, and withdrawal was not bbserved.” 1d., 69.

71588 0—66——17



238 IMPLICATIONS OF INVESTMENT COMPANY GROWTH

distribution of accounts paying various effective sales loads. The
Investment Trust Study noted that —

since most of the certificates, which usually have 10-year
payment periods, were purchased within recent years, only
very few of the installments have as yet been paid.?

(i) The Special Study statisties—To determine the effective sales
loads paid ‘:Iu)y contractual planholders, the Special Study obtained
payments records for a systematic 10 percent sample of accounts
opened in February 1959 by the nine largest contractual plan com-
panies. These companies accounted for 82 percent of the total pay-
ments provided for in all contractual plans outstanding at the end
of 1959. The Study analyzed the monthly payment records of these
plans during the ensuing 3%-year period ending August 31, 1962.

The Special Study found that only 3814 years after the plans were
purchased, 35.6 percent of the accounts had become inactive, either
through redemptions prior to completion or through lapses in pay-
ments for a period of 12 or more consecutive months. Nearly one
out of every six of all accounts (16.2 percent) became inactive at a
point where the planholder had paid an effective sales load of 50
percent (or a salescharge of over 100 percent on the amountsinvested).
Also inactive were an additional 10.1percent of all accounts which had
paid effective sales loads of between 25 and 47 percent (sales charges
of 33to0 89 percent); an additional 4.7 perecent which had paid effective
sales loads of 20 to 25 percent (salescharges of 25 to 31 percent); and
another 4.6percent which paid effective loads of 8.5t0 20 percent (sales
charges of 9.3 to 25 percent). Thus, these inactive accounts had
paid effective sales loads substantially in excess of the 8.5 percent load
contemplated for completed plans.?®

The Special Study’s breakdown of the effectivesales loads paid by
inactive accounts demonstrated that lapsed plans accounted for a
substantially larger proportion of the inactive accounts than did
redeemed accounts.'®* Redeemed certificates accounted for 13.5 per-
cent of the February 1959 contractual plan purchasers,'® but lapsed
accounts represented another 22.1 percent of the sampled planholders.
The Study noted that over the 314 year period, 4 out of every 20 lapsed
accounts were reactivated, but that 1 of these 4 lapsed again. While
the increase in lapsed accounts was greatest in the second year, the
pace of redemption—in 6part of accounts already lapsed —continued
rising in the third vear.!®

(i) The AMF’PS statistics.—Subsequent to the publication of the
Special Study, the Association of Mutual Fund Plan Sponsors, Inc.
(“AMFPS”), an industry trade association whose membership con-
sists of some 19 contractual plan sponsors, presented to the Commis-
sion a detailed reply to nearly all of the findings, conclusions, and
recommendations of the Special Study with respect to sales of con-
tractual plans.’” The AMFPS Presentation contains statistics which
supplement those of the Special Study relating to the effective sales
loads paid by contractual plan investors.

62 Investment Trust Study, pt. 2, 40.
# Special Study pt. 4, 191 (table XI-e).
8¢ Special Stud; {)t. 4, 191, 262 (tables XI-e and XI-9). i .
185 An additional’l.3pereent were redeemed with full reimbursement of the sales load either in accordance
wﬁpl?)_rgfund privilegeor for other reasons. Id. at 188.
id.

197 Presentationby the Association of Mutual Fund Plan Spensors, Inc., to the Securitiesand Exchange
Commission Relating to Chapter X1 of the Special Study of Securities Markets (“Presentation”).

i
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The Special Study’s statistics were limited to a 314 year period.'®®
This raised the possibility that effective sales loads would be reduced
because of reactivation of lapsed accounts as well as the probability
that some accounts which had been active during the 314 year Period
would thereafter lapse or be redeemed prior 1o their Completion.
However, analysis of AMFPS statistics, which show the number of
contractual plan payments made by the end of 10- and 12-year
periods, indicates effective sales loads which apProximate the findings
of the Special Study for the more limited period.

The data submitted by AMFPS show the payments status of all
contractual plan accounts opened 10 or 12 years previously by four
plan -sponsors.*®*  Table V-5, directly below, reflects for each of

TaBLE V-5.— Status of 4 AMFPS members’ contractual plan accounts 10 or 12
years after being opened

Number of | Percent of { Effective | Effective Number of | Percent of | Effective | Effective
installlments | accounts sales sales installments | accounts sales - sales
paid load o charge ® paid . load o charge *
1
- T ]
240139 .- 18.92 | 50.0-50.0 [100.0-100,0 [ 1t0 12 -- -- 1377 | 90.0-50 0 | 100.0-100 0
14to0 25 877 | 46.7-27.9 | 87.6 38.7 | 13to 23" 6.18| 46.7-27.9 | 87.6-387
26 to37_-- 7,16 | 27.0-20.7 | 37.0- 25.3 | 25 ta 36, 4.8 | 27.0-20.2 | 37.0-253
38t049._. 730| 193-158| 23.9- 18.7 | 87 to 48 5.04| 19.7-16.2 | 22 1-193
50to6l... 6,03 | 15.613 3| 183~ 15.3| 49t0 60.-- 430 16.0-13.8 19.0- 16 0
6210 73 522| 132-117| 152~ 133 | 61to72___ 4,62 | 13.6-12.2 IS7- 15.7
7At085.__ 375 116-105( 131-11.7( 73to84__. 373 121-110| 138-123
86 to 97 --- 318 | 104-96|1L6~106|85t096_ .- 411 | 109-102 | 122-114
98 to10h_ _ 3.48 96-90[ 106- 99| 97to 1 338 10.1-95 | it2~10.5
110to 118 ... 790 89-84| 98- 92| 108¢to 114 ... 6.43 9.4-89 | 10.4 98
Paid up:.~.— 2829 8.4 9.2 | Paidup.----. 43.58 8.9 9.8
Status as of Oct. 31, 1968 of accounts opened Status as of Aug. 30, 1963, of accounts opened
in 1951by Hamilten Management Corp./ in 1953by Waddell & Reed, Ine.#
20.43 | 500-500 | 00.0-100.0 | 5to16 A ___._ 17.13 | 46.4-38.0 86. 6-61.3
1277 | 476-282 | 90.8- 39.3 | 171028 879 | 359-224 56. 0+28. 9
948 | 27.3-20.6 | 37.6- 25.9 | 20 to 40_.. 743 | 21.7-16.2 27.7-193
6.25 | 20.1-16,6 | 252- 199 | 41 t0 52 6.08 | 15.8-12.8 18.8-14.7
6.38| 16.4-14.3 | 196-16.7 | 530 64._.. 4,43 | 12.6-10.7 129-1008
8.56 | 14.1-12.7 | 164—- 145 65t0 76_-. 345 | 10.6- %i
450 12.6115| 144- 130 | 774088 o 343 9.2— 99- 89
o 2,69 | 11EH07 | 13.0- 12.0( 891099 _..___ 249 | 81-75 8.8 8.1
98to log.----- 3.96 | 10.6-100 | 11.9- 111| Paidup-..._. 46.77 7.4 8.0
110t0121. .- 2.89 99-9.5| 11.0-105
122t0133. . 235 94- 9.0 | 104- 9.9
134 t0145. .. 3. 56 9.0- 87| 99- 95
Paidupi ... 22.18 8.6- 85| 94- 93
= For minimnm denamination nlans,
b Sales load expressed as a percentage of the 1¢ invested o 3ki intoaccount ictions for
todians’ fees. ) . .
o. 2987 b accounts fi t} 3 of shares f il Industrial Fund,

[Tt $o of 3,488 150 payment aceounts 21 the avvuwmuiaiivu of shares of Hamil ;on ¥ rinds Tra,

¢ Experience of 4,174 100-payment accounts for the accumulation of shares of United a coumnnmuive rund.
& Initial payment of 5 installments.

i Includes accounts which have made 146 to 149 installments as well asthose that arc ai 11§

Source: Prese i ,pt. V. le V-1throueh V4

188 [ ho Stndv gajplained $ho basis for its 314 year sampling of contractual plan account payments, <hecte
“Pebruary 1959 was s3le tad asz t pical month, recent enough to refleet current selling practices, yet suffi”
ciently distantintim t & w ral years of payment, lapse, and redemption performance,” Pt. 4, 187.
The reference to current practices reflected the Special Study’s awareness of at least one new element which
might have affected selling practices—tne arcanization of the A MFPR and its nrammleation in 1058 of a
code of ethical business condu:t whisl ¢ 1ong other things, obligates members to offer a 30-day refund
privilege to each new investor Alt) ' the last three months of the period stndied followed the May
28, 1962 market break, there was g aliticianion i roAmpt
1d. at 188-190, 257 (table XI-4)
189 Presentation, pt. V, tables V-1 through V-4,
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the four contractual plans the percentages of paid-up accounts and
the percentages of accounts that had not been paid up. It also
reflects the sales loads paid on these accounts, expressed as percent-
ages of the payments made (“effectivesales charge™).1”

The AMFPS data reveal that after 10- and 12-year periods, 35, 25,
43, and 33 percent, respectively, o the purchasers of contractual plan
certificates sponsored by Financial Programs, Inc., First Investors
Corp., Hamilton Management Corp., and Waddell & Reed, Inc., had
paid no more than the installments scheduled for the first 3 years and
that about half of these purchasers had not pro%ressed beyond the first

ear’s installments. Hence these planholders had paid effective sales
oads of 20 to 50 percent (sales charges of 25 to 100 Percent of the
amount invested) In the first three sponsors’ plans an® of 16 to 46.4
percent (sales charges of 19 to 87 percent) in the fourth sponsor’s
plan. By comparison, the Special Study’s sampling showed that
3% years after being opened, 31.9 percent of contractual plan accounts
were inactive after payment of 1 to 36 installments. Another 8.5
percent of the plans in that sampling, though not classified as inactive,
fell within the 1to 36 installments category.

Significantly, AMFPS’ duration-of-the-plan statistics supply in-
formation not previously known on the percentage of plans which are
timely completed. They reveal that 10 and 12 years after purchasing
contractual plans, a substantial majority of planholders had not
completed them. By 1963, 2 years after the completion date of the
Waddell & Reed, Inc. 8-year plans sold in 1953, only 47 percent of
those planholders had completed their payments; at or about the end
of the 10-year payment periods for the plans sponsored by First
Investors Corp. and Financial Programs, Inc., only 44 percent and
28 percent of the respective purchasers had completed their payments;
and at the end of September 1963 completions accounted for only 22
percent o the 12%-year contractual plans sold throughout 1951 by
Hamilton Management Corp. The AMFPS statistics also reveal
that about 39, 34, 48, and 59 percent of the four plan companies’
respective purchasers had made lfess than half of their payments and
that 32, 41, 26, and 55 percent of their respective purchasers had
redeemed uncompleted contractual plan certificates during the 10-
and 12-year periods considered.

8. The industry’s justifications for the front-end load

The front-end load increases the cost and adds materially to the
risks of investing in mutual funds. The implications of this type of
sales_char(l;e are extensively disclosed in contractual plan prospectuse
and in sales presentations. Nevertheless, contractual plans are solg
in substantial numbers to investors whose ability to assume the addex,
burden attributable to the front-end load is™ highly questionable.
Most contractual plan purchasers pay effective sales loads which
would be considered excessive under any standard for measuring the

1 See p. 205,5upral
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reasonableness of sales compensation in the securities industry but for
the express sanction that the Act %ave to the front-end load more
than 25 years ago. The Special Study concluded that “[iJt is the
front-end load structure itself and the economic incentives which it
gives to salesmen which are responsible for the failure of the disclosure
concept adequately to protect the public * * *’ and it recom-
mended that “serious consideration should be given to the elimination
of future front-end load plans.” ™

The AMFPS’ extensivereply to the Special Study’sfindingsand con-
clusions advances four principal justifications for preserving the statu-
tory provisions which permit llront—end loads. They are: (1) the
stimulus to systematic investing provided by the front-end load;
(2) the extensive disclosure requirements applicable to contractual
plans; (3) the profitability of contractual plan investments; and (4) the
necessity of preserving adequate incentives to sell mutual fund
investments to investors o modest means.

(a) Thefront-end load as a stimulus to systematic ineesting

The Special Studv observed that “the sellers of contractual plans
do stress discipline in saving as a major advantage of contractual
plans and that a substantial number of investors are moved to pur-
chase them on this account.” > However, the role which the front-
end load plays in stimulating regular investinfg is questioned by the
Special Study’s findings that within 3% years after beginning the plans
substantial portions of contractual planholders had made no payment
for at least a year or had redeemed their plan certificates. It is
further questioned by the evidence in the AMFPS Presentation
that 10 and 12 years after beginning the plans substantially less than
one-half of the nlanholders had completed them and that from one-
third to three-fifths of the planholders had made less than half of the
scheduled payments. The Special Study also found a substantial
proportion of all accounts in its sampling of contractual plans opened
in February 1959 had not systematically invested.'™

The ineffectiveness of the gont-end load as a stimulus to systematic
investing is further evidenced by the responses of contractual plan
purchasers and redeemers in the Wharton School survey. The front-
end load cannot be said to have served as such a stimulus for the 4
out of 10 purchasers who, several months after their initial payment,
were unaware o the disadvantage imposed by the front-end load on
those who fail to complete their payments. Nor could it so serve for
the one-half of the contractual plan redeemers who were unaware of
this disadvantage.

For those contractual planholders who do invest 2sli/stematically,
factors unrelated to the front-end load itself —a fixed goal and schedule
of payments, regular reminders and the purchase d completion

111 Special Study, pt. 4,211.

172 Ic?. at 182:«DX

73 The Study noted; X i .

“The general participation of planholders fell off considerably during the 43-month period. Inthe first
month afterthe ﬂlans were initiated, payments df singleor multiple installments were received from 71 per-
cent of the planholders. The number of remitting accounts rose sllghtly in May and June of 1959, but
thereafter diminished rather steadllxto 65.1]&§ment in February 1960, 537 percent in February 1961, and
43.2percent in February 1922. In August , payments were received from only 3.8 percerit of the ac-
counts initiated 324 years before. ]

“The number of months in which planholders make payments—and correspondmﬂly,the number of
planholdersmaking payments in any month—as described above may be affected by thé extent to which
multiple-installment payments are made. Of the entire ct;roup *studied, fully 87 percent paid multiple
installments in their initial pa¥]me_nt in February 1959. Onthe otherhand some83percent df all payments
made by all planholdersafter the first payment were of single instaliments.” at190.
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insurance—“* * * may be as important stimulants as the penalty
involved in the load.” 17*

Indeed, there is some evidence that persons investing in voluntary
plans with completion insurance, which do provide the goal, schedule,
and reminder notices featured in contractual plans, have at least as
high a persistency record of payments as purchasers of contractual
plan certificates of similar denominations. Statistics were submitted
to the Commission by the Putnam Fund Distributors, Inc., for the
period from 1954, when such voluntary plans were first offered by that
organization, until the end of May 1963, with the bulk of new voluntary
plan accounts having been opened during the latter years of that
period. The statistics showed regular monthly or quarterly payments
(as provided for on their application) of no less than $50 were made
without fail on 85.4 percent of all the plans.'%

(b) Disclosures applicable to sales of contractual plans

The plan sponsors assert that “almost the entire sales presentation
is in the form of a prospectus and sales literature which must and do
conform to the laws and regulations * * *' 1 and that “almost all of
the information upon which the contractual plan customer must base
his investment decision is included in the prospectus and other sales
materials supplied to him by the salesmen.” ¥ They suggest that the
question of the front-end load should be left to the investors, stating:

I tis the universal experience of the American free economy
that people do not continue to buy for very long or in very
great qu‘;;mtity anything that they do not think is worth what
It costs.!?8

However, Congress determined at the time of the passage of the Act
that disclosure alone provided inadequate protection to purchasers of
investment company shares. The House Report on the bill which be-
came the Investment Company Act stated with respect to the investor
protections afforded by the Securities Act of 1933 and the Securities
Exchange Act of 1934 :

Generally these Arts provide only for publicity. The
record is clear that publicity alone is insufficient to eliminate
malpractices In investment companies.'”®

Experience under the Act has shown that disclosure does not protect
the many contractual planholders who pay exceedingly high effec-
tive sales loads on redeemed and inactive plans.

The contractual plan sponsors question the feasibility of makingdata
regarding lanses and redemptions intelligible to the averagereader of a
prospectus.’® They assert that:

[tThe wholly personal reasons underlying past investors’ de-
cisions to redeem or miss payments have absolutelv no bear-
ing upon the financial position of any other individual investor.

17 1d. at 203.

175 |d. at 198-199. As the Special Study noted “These statisties do not reflect the number of volunta
plans with completion insurance purchased each year nor the payment reeords for plans initiated in es:
year from 1954-63. * * ® Despite their inconclusive nature, statistics seem to indicate a very hlgh
proportion of systematic payments, even when compared to the nm;gi contractual plan accounts of de
nominations of $50 per month and over in the study’s IC-8 sampling *71d. at 198.

178 Presentation pt. 1, 21-22

w1 Presentation: pt. IV, 67.
m|d. at 7

 House Report 10.
18 Presentation, pt. IV, 87.
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Thus, if the purchaser is convinced that he will be able to
carry his plan through to completion, the individual failures
of a minority of other investors should not concern or deter
him.'®

They maintain that the simple question, “Do you think that zeu can
complete this plan?” would render such data entirely superfiuous.#?
However, based on the data submitted by them, the “minoritv of other
investors” who, the plan sponsors assert, fail to complete their plans
may well be a majority. oreover, the plan sponsors’ justification
for the use of a front-end load in the sale of long term investment
programs does not consider the fact that whether any individual in-
vestor Will have the financial resources and the willingness to commit,
those resources to equity securities for a period of 10 years or more is a
highly uncertain determination at best. Lapse and redemption data
for past years show that large numbers of contractual planholders have
not completed their plans and have paid high effective sales loads
on the amount invested.

(c) The profitability of contractual plan investments

The plan sponsors have presented extensive statistical information
t0 demonstrate—

that by far the large majority of investors in contractual
plans have profited very substantially from their investments
and the losses suffered by the relatively few have been ex-
ceedingly small in comparison.'®

They also claim that “the highly favorable results shown were
achieved after the deduction of thefront-end load at whatever rate.”
Although AMFPS referred to the accounts that suffered losses
as a “relatively few,” tbey consisted of 9, 33, 3, and 24 percent,
respectively, o the contractual plan accounts for accumulation of
shares o Financial Industrial Fund, Inc., Hamilton Funds, Inc.,
United Accumulative Fund, and Wellington Fund, Ine. All these
accounts were redeemed at a loss.®® In addition, many of the indi-
vidual nonredeemed accounts in the low payments categories un-
doubtedly reflected potential losses 10 or 12 years after being opened.'®
Since the fund shares underlying all these contractual plans gen-
erally appreciated in value during the periods in question, such losses
and potential losses were primarily the result of the front-end load.
Moreover, the relatively small dollar amounts of losses in comparison
to profits merely reflects the fact that the great majority of accounts
which suffered losses had paid fewer installments and, accordingly,
had less invested than most of the accounts which showed a profit.
More important, in the Commission’s view, reliance on the profits
realized or realizable by contractual plan investors ignores the funda-

18 |d. at 86-87. o

182 |d. at 86-87. Emphasis is AMFPS’.

183 Presentation, pt. 1, 30.

184 |d. at 28,  Emphasis is AMFPS’.

# Presentation pt. V, tables V-1 through V4. . . .

18 For example; 118 percent of contractual plan accounts for the accumulation of shares of Financial
Industrial Furd, Ine., by yearend 1962 were not terminated and in the 2-13 payment units category. In
the aggregate $48,486 was paid on those accounts and they had a market value at yearend 1962 of $40,907.
Another 8.5 percent of the nonterminated acesunts were 1N the 14-25 paymentscategory. Inthe aggregate
they p ,491and had amarket value atyearend 1962 0f$103 646. ~ 1t islikey thatmost of those accounts
In the payments category and a large proportion of those’ accounts in the 14-25 payments category
would have sustained losses had they been redesmed at yearend 1962, 10 years after they were opened.
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mental standard of fairness which should govern the charges for
securities transactions. The Special Study summed it up as follows:

In an?/ event, the rationale of justifying afront-end load
on the long-range success of many contractual plan pur-
chasers appears to miss a significant point. In the securities
business generally, including the mutual fund field specifi-
cally, the reasonableness of a commission rate or markup is
judged in relation to the amount invested, not the ultimate
success or failure of the investment. The contractual plan
industry is unique in justifying its sales load by the ultimate
average success of the investors involved.

The industry argument based on the ultimate profitabilit
of most plans generally ignores the larger profits which would
be available to a contractual planholder making equal pay-
ments on a voluntary plan.'#

To the extent that contractual planholders have realized profits on
their investments because of mutual fund performance in the generally
rising securities markets of recent years, those profits were achieved
despite the front-end load. The front-end load itself makes no con-
tribution to fund performance records (a separate fee is paid for fund
management). Noris a contractual plan investment a profit-sharin
arrangement under which the load is reduced or eliminated in case 0
market losses. The front-end load cannot be justified by reference
to the profitability of some planholders’ investments.

(d) Thefront-end load as a necessary incentive for salesmen

A further justification for the front-end load put forth by the con-
tractual plan industry is that it is the only means of compensating
salesmen adequately for bringing to the small investor the opportu-
nity for equity investments through the medium of mutual furds.
Even assuming that this claim is valid and that this end is desirable,
does it justify the means—the front-end load—since much of the
investor’s first-year payments is not used for his benefit and since he
actuallﬁ Frepays sales loads for future investments which there is a,
good likelihood he will never make?

Moreover, though the Contractual plan is a long-range program for
systematic investing, the front-end load only provides retailers with
a strong incentive to get purchasers to initiate such a plan, regardless
of their circumstances, in order to realize commissions on at least the
front-end portion of the load.'® After these first-year payments are
made, the salesman’s interest in the completion of the plans he sells
is sharply eroded by the fact that his commissions are substantially
decreased. They amount to about $1 on each $50 payment.  Thisis
only about one-twelfth of what he receives on the first year’s pay-
ments and one-half of what he would receive from a payment of alike
amount on a voluntary, level-load plan.

The problem is compounded by the practice of encouraging pre-
payment of installments subject to the front-end load. This provides
no advantage to the plan purchasers who could use the amount of
their prepayments to purchase shares at level loads. But it does
limit the time period during which the salesman has a direct financial
incentive to encourage his customer to invest systematically.

1% Sneeial Study, pt. 4, 181,
8 |bid.

N
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Once the first year’s payments have been made, it may be to the
salesman’sadvantage to continue to service his customer by encourag-
ing him to persist in his program. The salesman may thereby obtain
customer goodwill which may lead to repeat sales and references to
other prospective customers. However, the high proportion of cus-
tomers who, 10 or 12 years after purchasing contractual plan certifi-
cates, have made substantially less than half their payments 1 sug-
gests either that post-front-end load followup is not practiced or, if 1t
Is, that customers are nevertheless unable or unwilling to continue
to make payments. I unwilling, it is remarkable that customers are
more easily persuaded to make payments subject to a 50 percent load
then to make navments from which only a 3 or 4 percent sales load
is deducted. Moreover, the high turnover of salesmen in the con-
tractual plan industry raises the question of whether, after the front-
end load reward has already gone to other salesmen, new salesmen
will expend time and effort to persuade customers to maintain ﬁlan
payments which earn them next to nothing in commissions. These
salesmen can more profitably spend their time obtaining front-end
load commissions on new contractual plan sales.

The front-end load encourages a nonselective approach to soliciting
customers. The contractual plan salesman’s list of prospective cus-
tomers admittedly is far less selective than that of the regular account
mutual fund salesman and the percentage of customers refusing to
invest will be higher for the contractual plan salesmen.®® Although
such lack of selectivity may result in more persons being made aware
of mutual funds as a vehicle for investment, its logic would lead to the
conclusion that an even larger front-end load should be permitted so
that even more persons could be approached through even less selec-
tive screening of potential customers.

The front-end load in contractual plans also has been defended on
the ground that salesmen in other fields are similarly compensated.
The AMPPS presentation states:

It should be noted that there is nothing unusual about
front-end loads. Not only every purchaser of life insur-
ance, but every purchaser of a home with a long-term mort-
gage, and every purchaser of an automobile or a household
appliance, or anything else bought “on time,” pays the
equivalent of a front-end load; although in each case the
penalty for interruption of payments is likely to be far more
drastic than in the case of a contractual plan.®

In the Commission’s view, there is no basis for analogizing the
purchase of merchandise or insurance on the iostallment basis to
front-end load plans for investing in mutual fund shares. Buyers of
houses, automobiles, or household appliances immediately obtain the
full enjoyment of their purchases. The contractual planholder, on
the other hand, does not obtain the investment benefits of a fully paid
plan until he completes his payments. When his first year’s sched-
uled payments have been completed, 50 to 80 percent o the salesload
on the entire plan has been deducted; **# yet only about 5 to 6 percent
of éhe total net investment contemplated und%r his plan has been
made.

o e DD 2O 240, ™10, see also Special Stud 4,125-129
o IF’)resentatl.on, Dt. ﬁ:l‘.g. also Special Study, pt. 4,125-129.

1o, pt. 1,
12 The amount ofpthe variation primarily depends on the length df the plan,
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Even though the purchase o life insurance may involve a front-end
load, it must be noted that life insurance purchasers— primarily in-
terested in providing, in the event of their death, support for their
dependents *—immediately receive the full measure of the contem-
plated death protection, not 5 percent of it. Moreover, there are
significantdistinctions between the front-end loads paid to contractual
plan salesmen and the payment to life insurance agents of a large pre-
portion of the first year’s insurance premium. While the compensa-
tion of insurance salesmen may depend upon the type of life insurance
policy sold, the differences are verv moderate in comparison to those
which prevail in the sale of mutua]. fund accumulation plans. Thus,
once it has been determined that a customer will spend a given amount
per year, say, $300 on life insurance, the agent can give advice as
to what type of insurance obtainable for that money would best
suit his customer’s needs (e.g., a straight life policy, a limited pay-
ment life policy, a 10- or 15-year endowment, or diminishing-balance
term insurance) without his income being very substantially affected
by the customer’s choice,’®

The front-end load in the contractual plan industry does not operate
in the same manner. Although both contractual and voluntary
accumulation plans can be used to achieve the same t%/pe d investment
objectives, the salesman’s first year commission is five times greater
if he sells a-front-end load contractual plan rather than a level-load
voluntary in the same mutual fund shares.’® As a result, the front-
end load effectively precludes many dealers and their salesmen from
giving adequate sales presentations of level-load accumulation plans
to persons of modest means.

9. The Cymmission’s conclusions and recommendations respecting con-
tractual plans

The front-end load places contractual planholders in a unique
position. Besides normal investment risks, they assume a sales
charge burden which can never be entirely neutralized and can be
appreciably mitigated onlv by completing their investment xlrogram.
As has been seen from the Special Study and AMFPS statistics, many
investors — frequently because of financial circumstances beyond their
control—do not persist in their payments long enough to achieve
that goal.

In 1940 Congress and the Commission saw fit, on the basis of the
data then at hand, to permit a front-end load of no more than 50

3 Life ns re ez, ¢pt fo ter n insuran e polici
vestment it le 4 & ir ties), the operation of wh 3
however, is s ¢« 1da _among the reasons wily peo Life 1 umn 1ey,
The Life Insur né: Public as Poriraved hy ‘o RMationwdide Survey of Yife Tn oo re ip and
Attitudes (1957) pp 44-47. Spontaneous responses to the question, “Which would you say are t! 3 mijor
reasons for carrying life insurance?’” were: support for dependents (67 percent); cleanup funds (381 reeat);
saving (18 percent); education (7 percent); retirement income {6 percent}: borrowing {6 percent): a [ mort-
gage repavment (1 percent). When shown a eard listing each of the se rea 0 the uses of life insurafice
which: relate to its in strient aspects were listed by larger pr [ rtion of e rtdent Cc 1§ ing
respc S(sto:pontat v 31 15 ggested @S s the results were: supp ford it %p it
clear | funds (83 percent): retirement: i (@i oe ty;s 01 (@p [4 0 3
Yorigag 1 :payn nt (32 percent); and borrowing ( 'p ent).

does contain a savings element (rep 28e t2d by in-
ie vin d hv iha fro; oad., Th 3 el

ont ond 1 P

narcent fne a=di

%% ‘The typical commissions p id t agents from first year iife insurance premiums are 55 percent for ordi-

iry life policic nd85pe at rtrmi T licies & w0ng co 1y anies operating b New York State
and 65 percent and 40 percent, 13spe tivels, nig corpsnd  which do not sell insurance in that Siate.

15 By eomparison, the life insurance salesman’s first year median commission is but three-fifths larger if
he sells an ordinary life policy rather than a term policy, assumning the same preminm payment. The far.
greater discrepancy between contractual plan and voluntary plan commissions exists despite the fact that,
unlike ordinary life and term policies which provide different types of protection, both types of mutual
mndt aeﬁuxcxémation plans are essentially an investment in the same security end cen corve identical invest
ment objectives. .
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percent. In the ensuing years, front-end load plans have been given
a full and fair opportunity to prove that they can be sold without
adverselv affecting investors. The. exverience o those vears—
reflectedin the prevalence in the Special Study and AMFPS statistics
of high effective sales charges paid on large proportions of accounts
that were redeemed, lapsed, and uncompleted —has demonstrated the
need for a more thoroughgoing solution than the interim one made in
1940. Against the pressures generated by the sales incentive of the
front-end load, the disclosures of the costs and risks involved in
contractual plan investment have been and are likely to continue to
be ineffective protection for the investing public.

It is anomalous that of all investors in equity securities onlv the
contractual plan purchaser—who is so concerned with minimizing
speculative investment risk—is burdened with a front-end load sales
charge that increases the possibility of loss and decreases the possibil-
ity of gain.

The Commission therefore recommends that the Act be amended
to prohibit the deduction of front-end loads in future sales of invest-
ment company securities.

The Commission also recommends that the maximum aggregate
permissible sales load for contractual plan certificates be reduced from
the present level of 9 percent to the 5 percent level that it considers
appropriate for other types of mutual fund investments. There is no
reason why contractual plan purchases should be especially costly to
investors.

The foregoing should not cause any contractual planholder to re-
deem or cease making payments on his certificate. Early redemption
of a plan almost always results 1z loss to the planholder. ~ Planholders
who cease making payments fail to utilize the ogportunity to invest
in fund shares at reduced sales charge rates which apply to payments
scheduled to be made after the first year of the plan. The recom-
mendations are focused solely onfuture sales of contractual plans.

10. Thefront-end load onface-amount certificates

(a) Introduction

Like contractual plans, face-amount certificates provide for the
periodic investing of specified amounts in monthly, quarterly, semi-
annual, or annual payments. However, face-amount certificates are
debt rather than equity securities. They have terminal values which
are fixed at the time of purchase. At a specified maturity date (such
as 6, 10, 15, or 20 years after their purchase) the face-amount certifi-
cate company must pay the investor the sum of money specified in
the certificate. Reduced rates of return are provided if the investor
redeems his certificate prior to its maturity.

The Act requires face-amount certificate companies to maintain
specified minimum reserves.'® Unlike the provisions of section 27(a)
with respect to contractud plans, the Act's face-amount certificate
provisions make no express referenceto salesloads. The effect of the
minimum reserve requirements, however, is to permit deduction of
a maximum sales load of 7 percent on the aggregate gross annual

198 Sec. 28(a)(2) (A) and (B)-
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ayments to be made and the deduction of as much as a 50 percent
ront-end load from the investor’s payments by the end of the first
year’s scheduled installments.!®” It further allows the deduction of
asmuch as a7 Percent sales load from payments scheduled for the
second through fifth years of the plan, and as much as a 4 percent
load from payments scheduled for any subsequent year.®* Thus,
as in contractual plans, most of the sales charges for face-amount
certificates can be deducted from the payments made during the
first few years. If the investor redeems at an early point in his
payment schedule, he will receive substantially less than his total
payments.

At present there are six face-amount certificate companies in
operation. Their total net assets on June 30, 1966, were $1.1 billion
or about 2.3 percent of all registered investment companies’ net
assets as of that date. Face-amount certificates issued by Investors
Syndicate of America, Inc., a wholly owned subsidiary o Investors
Diversified Services, Ine. (*IDS”), and those issued by IDS itself
prior to the passage of the Act account for over 95 percent of the
assets o all registered face-amount certificate companies.’®® Investors
Syndicate currently offers 15- and 20-year certificates which upon
maturity pay interest, compounded annually, at rates of 2.52 and 3.01
percents, respectively—Iless if not held to maturity. They provide
for a minimum surrender value of 80 percent at any time after sale.

(&) Investor payment experience

An analysis prepared by IDS of the payment experience of its
face-amount certificate investors, reproduced in table V-6, shows the
status at the end of 1961 of 2,000 15-year certificates sold during
the months of July 1941 and January 1945. The table shows the
payments made on 1,852 of the 2,000 certificates as of a time sub-
se%jfent to their scheduled completion.?®

the 1,852 accounts, 310 (16.7 percent.) were terminated before
6 monthly payments or their equivalent had been made.? Another
349 (18.8 percent), on which 7 to 35 monthly payments or their
equivalent had been made, had been surrendered.”? Only 594 (32.1
percent) had been completed. These figures are similar to the Special
Study and AMFPS statistics on the payment experience of contrac-
tual plan investors. Moreover, substantial numbers of face-amount
certificate investors who did not complete their plans lost money
because of the front-end sales load deduction.

197 The Act (sec.¢ W(d)(1)) re yu 1es that the certificates provide for a surrender value when the purchasers
somplete payments scheduled for the first véar. Y¥or many years, the 15 and 20-year face-amount cer-
{;)ié‘icates gf the largest company in :his field had no surrender value until the first 7 months’ payments had

en made.

18 Act, sees. (8(¢) ) (A) 16 () See also Act, ser. 28 (d).

! The other four registered foccomount cortificoty companies 2 thelr Jane |, 1966, net assets are:
Namoco Mortgage C , Ine. ($0.5; illi n); Principal Certificate ¢r s, Inc. ($0.( illion); Stete Bon &
Mortgage Co. ($25.7 million); and J1¢ ied Funds, Ine. ($27.4 m Lio 1.

200 The payment experience on the remaining 148 certificates is noi funished e we they were (¢ eled
(du(t]l‘, %m yapl t dsile 3t ), f Ixdd(prs tt & the ddiztility 1 a2 transferred to other
certi il % . - R .

2t U der the certificates then be ng issned no each enrrender value was provided until § months pay-
ments or their equivalent had been made.

22 Purchase  of certificates who had made 3 years’ pay en were entitled o a surrender value of 71
percent of the payments made.
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TaBLE V-6.—Payments expertence as of the end of 1961 for 2,000 Investors Syndicate
of America face-amount certificates sold during July 1941 and January 1946

Certificates terminated:

Canceled— Uncompleted sales, ebe_ - oo 126
Refunded—Death and disability elavse. - o~ 17
Transferred to other certificates _ __ . L. b
Lapsed before attaining cash value. o oL oo oo 310

Surrendered for cash value, to satisfy loans, or for conversion to
paid-up or to optional-settlement certificates:
Installments paid when surrendered:

740 11 months e 88
12 t0 23 months. . _ .-~ e 155
24 t0 35 months._ . e 106
86 t0 47 months_ _ e 104
48 10 59 months_ _ . 80
60 to 7l months_ ..o 68
7240 83 months. oo e 57
84 t0 95 months . e 46
096 to 107 months_ _ oo 71
108 to 119 months_ _ - e 42
120 to 131 months_. oo~ e 40
132 to 143 months o e 15
144 to 155 months - o oo e 39
156 t0 167 months . - o o e 32
168 to 179 months_ - _ .- 18
Matured . - e 594
otal o e 1, 555
Total certificates surrendered . - - _________ 2,013
Less certificates reentered_ __ - - 29
Total certificates terminated_ . ____ _________________.__ 1, 984

Certificates in force: )
Months cash value attained (no cash value below 7 months) :
710 11 months. e e
12 to 23 months
24 to 35 months
36 to 47 months
48 to 59 months
60 to 71 months
72 to 83 months
84 t0 65 months_ e e
96 10 107 months. - o o 1
108 to 119 months_ . . o 1
120 to 131 months 2
132 to 143 months. . o . e e
144 to 155 months_ - - . . e~ 2
156 to 167 months

168 to 179 months . .o aan 10
Total certificates in foree_ . _ . ______. o 16
Total certificates terminated.. . _______________ 1, 984
Total certificates analyzed___ ____ . ____. 2,000

s Series1 certificatesproviding for 180 monthly payment units.
Source: InvestorsDiversified Services, Inc.
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(¢) Conclusions and recommendation

All of the reasons underlying the Commission's conclusions that
front-end loads should be prospectively prohibited on the sale of con-
tractual plans apply with greater force to this type of loading arrange-
ment on face-amount ceruvificate sales. Face-amount certificates are
debt securities. They pay rates of return which are less than pre-
vailing interest rates on US. Government bonds, savings and loan
accounts, and interest-bearing bank deposits. Persons who purchase
face-amount certificates and fail to complete most of the payments
provided for cannot even hope—as can contractual plan investors—
that rising security market levels will enable them to recoup the
front-end %oad deductions. )

The Commission believes that there iIs no justification for front-end
loads in the sale of face-amount certificates. 1t would be anomalous
to abolish front-end loads on future contractual plan sales but not
on face-amount certificates. Should this course be taken, the highest
effective sales charges in the securities industry il apply to the sale
of debt securities,?®

Accordingly, the Commission recommends that the Act be amended
so as to prohibit the imposition of front-end load sales charges on the
future sale of face-amount certificates. It also recommends that the
maximum aggregate permissible sales load for such certificates be
reduced from the present level of 7 percent to the 5 percent level that
it considers appropriate for other types of redeemable investment
company securities. Face-amount certificate purchases should not be
more costly to investors than purchases of other investment company
securities.

As in the case of the Commission's legislative recommendations
respecting contractual plans, the above recommendations should not
cause face-amount certificateliolders to redeem or cease making pay-
ments on their certificates. The failure to complete a face-amount
certificate plan almost always results in a loss to the investor.

23 Aside from face-amount certificates debt securities have traditionally entailed lower sales charges
than those involved in the sale of equity securities. 1t is noteworthythat in 1965, when DS first offered a
contractual plan subject to a front-end load of 20 percent, it increased to 80 pereent the surrender value on
its newly issued face-amount certificates. In effectthis step brought sales compensationon its face-amount
Certificatesinto line with that on its contractual plars.

TN






