Part 2
lNVESTMENT COMPANY ACT AMENDMENTS OF 1967

L0LO797 b
HEARINGS

BEFORE THE

SUBOOMMITTEE ON COMMERCE AND FINANCE

OF 'THE

; COMMITTER ON o o
INTERSTATE AND FOREIGN COMMERGE

HOUSE OF REPRESENTATIVES
NINETIETH CONGRESS

ON

‘H.R.v 9510, HR. 9511

BILLS TO AMEND THE INVESTMENT COMPANY ACT OF 1940,
AS AMENDED, AND THE INVESTMENT ADVISERS ACT O -
1940, AS AMENDED, TO DEFINE THE EQUITABLE STAND-
~ARDS GOVERNING RELATIONSHIPS BETWEEN INVEST-
MENT COMPANIES AND THEIR INVESTMENT ADVISERS
" AND PRINCIPAL UNDERWRITERS, AND FOR OTHER
PURPOSES -

OCTOBER 16, 17, 18, 23, AND 24, 1967

Serial No. 90-22 |

Printed for the use of the
Committee on Interstate and Foreign Commerce

U.S. GOVERNMENT PRINTING OFFICE
85-502 WASHINGTON : 1968

L4 ¢2900



COMMITTEE ON INTERSTATE AND FOREIGN COMME‘RCE\
HARLEY O. STAGGERS, West Virginla, Chairman

SAMUEL N. FRIEDEL, Maryland

TORBERT H. MACDONALD, Massachusetts

JOHN JARMAN, Oklahoma

JOHN BE. MOSS, California

JOHN D. DINGELL, Michigan

PAUL G. ROGERS, Filorida

HORACE R. KORNEGAY, North Carolina
LIONEL VAN DEERLIN, California .
J. J. PICKLE, Texas P :
FRED B. ROONEY, Pennsylvania
JOHN M. MURPHY, New York
DAVID E. SATTERFIELD II1, Virginia
DANIEL J. RONAN, Illinois

BROCK ADAMS, Washington
RICHARD L. OTTINGER, New York
RAY BLANTON, Tennessee

W. S. (BILL) STUCKEY, J&., Georgia
PETER N. KYROS, Maine

WILLIAM L. SPRINGER, Illinois
SAMUEL L. DEVINE, Ohio

ANCHER NELSEN, Minnesota
HASTINGS KEITH, Massachusetts
GLENN CUNNINGHAM, Nebraska
JAMES T. BROYHILL, North Carolina
JAMES HARVEY, Michigan

ALBERT W, WATSON, South Carolina
TIM LEE CARTER, Kentucky .

G. ROBERT WATKINS, Pennsylvania
DONALD G. BROTZMAN, Colorado
CLARENCE J. BROWN, JE., Ohio
DAN KUYKENDALL, Tennessee

JOE SKUBITZ, Kansas

W. E. WILLIAMSON, Clerk
KENNETH J. PAINTER, Assistant Clerk

Professional Staff

'ANDREW STEVENSON
JaMES M. MENGER, Jr.

WiLniaM J. DIXoN
ROBERT W. LISHMAN

SUBCOMMITTEE ON' COMMERCE AND FINANCE
JOHN E. MOSS, California, Chairman

JOHN M. MURPHY, New York
RAY BLANTON, Tennessee
W. S. (BILL) STUCKRY, JR., Georgia

HASTINGS KEITH, Massachusetts
G. ROBERT WATKINS, Pennsylvania

(II)



(The same table of contents appears in parts 1 and 2)

CONTENTS

Hearings held on— Page
October 10, 1967__________________ ‘... 1
October 11,1967_______________7 "TTTTTTTTTTTTTTT T 149
October 12, 1967_____________ T _ T TTTTTTTTTmTmmTemmmees 211
OQctober 13, 1967___________________ T TTTTTTTTTTTTTTTTTT 315
October 16, 1967__________________~ TTTTTTTTTTTTTTTTTTITs 423
October 17, 1967_________________ [ T TTTTTTTTTTmmmmm s 525
OQctober 18, 1967_________________ T TTTTTTTTTTTTOTTTms 581
October 23, 1967_________________ "TTT7TTTTTTTTTTTTTTTIRT o 621
October 24, 1967________________ " T7TTTTTTTTTTTTTTTTTm e 671

Text of H.R. 9510..____________ " TTTTTTTTITTTT e 3

Report of— )

g Bureau of the Budget..._________.____. __________ 19
Federal Reserve System.___________ e R S S 22

; Justice Department..._____________ " TTT_T7TTTTTTTTTTTTm s 20

Statement of— ) .

Alger, Fred M., president, Fred Alger & Co,Ine__________________ 495

Allen, Edward B., Jr., secretary-treasurer, Allen, Rogers & Co., Inc. 508
Augenblick, Robert L., president and general counsel, Investment

Company Institute...__.____.____ 7 ______ "7’ " 224
Bogert, H. Lawrence, president, Investment Bankers Association of
Ameriea_._.__________________________ """ S 279
Bradley, S.. Whitney, Board of Governors, National Association of
Securities Dealers, Ine. (NASD)._._____ [ ________“" "7 7 315
Burgess, Ralph, chief economist, National Association of Securities
Dealers, Inc. (NASD)__._______________ = """ 315

Calvert, Gordon

L., executive director and general counsel, Investment

Bankers Association of America___________________ - 279
Calvin, Donald L., vice president, government relations, New York

Stock Exchang

e 525

ISSION. - ____ . 25, 149, 671
Cohen, Milton H., counsel, Investment Counsel Sponsored No-Loa

Funds._.____._____________________ T e e 6
Davant, James W., chairman of the board, Association of Stock

Exchange Firms_______________________ " " " 621
Day, J. Edward, counsel, Association of Mutual Fund Plan Sponsors,

Inc___~--__----_____----__-_----.___~__-_-,_-__, _________ 423, 433
Day, James E., president, Midwest Stock Exchange_ _.________ "~ 560
Derrickson, Lloyd J., general counsel, National Association of Securi-

ties Dealers, Inc. (NASD)_.________________ - """~ 315

Gardiner, Robert M., chairman, Board of Governors, National Asso-

ciation of Securities Dealers, Inc. (NASD)______________ "7 315

Greenburg, Hen

ry A., director and secretary, First, Multifund of

America, Ine______________________._ " o mmmmcmemo 385
Grinnell, Joseph F., general counsel, Investors Diversified Services,

Ine . R S s--- 463
Haack, Robert W., president, New York Stock Exchange__________ 525
Hagey, Harry H., Investment Counsel Sponsored No-Load Funds__. 566

Haire, John R.,

chairman-elect, Investment Company Institute__ 224, 233

Horton, Hon. Frank J., a Representative in Congress from the State

of New York..___________________________ " " 211 .
Jennings, Richard W., professor of law, University of California,

Berkeley--_-__--_-----_ ........................ Fmemm i 633
Johnson, Franklin R., chairman, Investment Companies Committee,
‘Investment Bankers Association of America__________________ 279

(I1I1)



v

Statement of—Continued Page
Kendall, Leon T., president, Association of Stock Exehange Firms._. 621
Kostmayer, John H., coordinator of legislative efforts, Association

of Mutual Fund Plan Sponsors, InC.__oooCooeonoooon-ooms 423,424
Levering, Walter B., chairman, legislation committee, Association

of Stock Exchange Firms_ . o o-—-o--o-m-oo-—-oroooon s 621
Levy, Gustave L., chairman, Board of Governors, New York Stock

FXCRANZE o o o m o mmmcmmm=mmmm=mSes= o mpooecs—mssmmmsoos
Livingston, J. A., financial editor,- Philadelphia Bulletin___.____---- 654
Loeffler, Robert M., director and vice president—law, Investors Diver-

gified Services, £y O S SO S e 463
Loomis, Philip A., Jr., General Counsel, Securities and Exchange i

COMIMISSION o o oo o mmmmmm === dmo—mm o mmso oo 25, 149, 671
Lorie, Prof. James H., Chicago, T __ . ccococooomanonm e 411
Lyman, Ronald T., Jr., Investment Counsel Sponsored No-Load

FUNAS. oo oo mmmmmmmmmmmmmmmmmo oo =m— oo oo Cooilllatad 566
MecConnel, W. Bruce, Jr., chairman, Federal Securities Acts Com- ’

mittee, Investment Bankers Association of America_ .- —-__-- 279
Morency, Joseph N., Jr., legal counsel, Midwest Stock Exchange___- 560
Mound, Milton, president, Tirst Multifund of America, Inc-.__-__. 385
Quinby, H. Dean, Jr;, chairman of the board of directors, Quinby &

©0.; INCo oo oimmomommm e seosmm oo oEEomst T e o214
Ratzlaff, James W., secretary, Investment Companies Committee, ;

National Association of Securities Dealers, Inc. (NASD)_.._____. 315
Roach; Cornelius, chairman of the board, Association of Mutual Fund

Plan Sponsors, TG o oo o oo mmmmEmm=ilmommmomolo- 423
Robbins, Rowland A., president, Association of Mutual Fund Plan -

SPONSOTS, INC._ oo oooom oo omsmoioso st 423
Rothing, Frank J., senior vice president, Midwest Stock Exchange._.. - 560
Simpson, Bruce, director, Qualification and Examination Department,

National Association of Securities Dealers, Ine. (NASD)_-_._____. 315

_ Steadman, Charles W., chairman of the board and president, Stead- ‘

man Security COTP .o -m-oodomso—zomomo-oommooo s ssgm s 399
Walbert, Richard B., president-elect, National Association of Securi-

ties Dealers, Inc, (NASD)_ oo ocoooomoooioooooo—s oo oo 315
Wallich, Henry C., professor of economics, Yale University___.__--- 581
Weithers, John G., vice president and secretary, Midwest Stock

TXCNANEE - - - = - oo mmmmmm =S m oo EESmmSSoSTC oSl o 560
Welch, Joseph E., chairman, Investment Adviser Division, Invest-

ment Company Institute._ - -------- ST SRRSO e, & 224
Williams, Franeis S., chairman, Investment .Company Institute. .- 224

‘Additional material submitted for the record by—
" Allen, Rogers & Co., Inc.: i
Examples of volume bonus arrangements of funds which have

contractual PlANS. = oo cocoocoo-mmooom—mmommsem e m e 519
i Letter dated November 10, 1967, in response to questions frorn
- “Chairman MOSS. - -oo-o—c-scomoo-smsoomsomosmsoooooos 522.
Association of Mutual Fund Plan Sponsors, Inec.: : .
Tetter dated October 23, 1967, re percentage of third market__.- 446
Letter dated October 30, 1967, re comparison of various investment
and savings media (1957-66) - oo mmmmmmm e s ieimeeas 451
Letter dated-November 6, 1967, re number of plan sponsors which
are exclusively sales organizations._.--- SRR AL R “454
Letter dated November 7, 1967, in response to questions sub-
mitted by Congressman Hastings Keith: oo ooomomm e 460
Association of Stock Exchange Tirms, break-even points on security
commission business—1961=66 - -l oooaelomooamaeaos 629
Bache, Harold L., Bache & Co., Inc.:
Tetter dated November 2, 1967 - —-ocoooommmmcommmmmom e 781
L T T vl it ~ . 778
Baum, Daniel Jay, professor of law, Indiana University, statement___ 797
Cox, Robert L., Overland Park, Kans., letter . -oooooooooooomom-- 840
Tinancial Service Corp. of America, statement. ..o --—-- S SR 782
First Multifund of America, Inec., proposed amendment to section 7
of S. 1659, H.R. 9510, and H.R. (0155 B S SR 398

Folk, Ernest L., I1I, professor of law, University of North Carolina at
Chapel Hill, statements oo oec-fommm-mm-cmmmmmmmoiosmmo-oo-o- 801



v

Additional material submitted for the record by-—Continued S g o
Herman, Edward 8., associate professor of finance,” Wharton School,  Page
University of Pennsylvania, statement_._______ i SR 813
Hilsman, J.'H., & Co., Inc., letter from J. E. McClelland, president.. 820
olden, Kenneth H., mutual fund sales representative, Long Beach,

Calif, lotter. ... ., [ LU VE uong Beach, 840
Horton, Hon. Frank J.= S : foott
Letter dated May 12, 1967, from Wilmot R. Craig,. président,
Lincoln Rochesfer Trust Co., re Quinby Plan_ __ .. ceoolil 218
Letter dated May 23, 1967, from Paul Miller, president, Gannott
Newspapers, re Quinby Plan..__________ _'7 7 """ T - 218
Letter dated October 11, 1967, from Marion B. Folsom, Eastman -
Kodak Co., re Quinby Plan_____ R N TN DR 213

Interstate and Foreign Commerce Committee: - i
Correspondence between Chairman Staggers and the New York
Stock Exchange re increased volume of transactions in th
stock markets._.___________________ " ‘TR AT Z. o b34
Correspondence between Chairman Staggers and the American
Stock Exchange re incteased volume of transactions in the stock
markets“______-_____-_-__.v_-,-_____, ______ Selilll FREL 558
- Correspondence between Chairman Moss and Chairman Manuel
F. CI))ohen, Securities and Exchange Commission, re NASD

report________________ i S CelalhCiedulioliil. 854
Correspondence between Chairman Moss and Hon.' William Mec-
Chesney Martin, Federal Reserve Board__ ... __.______ 186

Review of NASD markup policy interpretation of sections 1 and
4,-article ITT, of the Rules of Fair Practice with respect to mark- 71
ups.______. I S T T SRS N Rt nES

P -
" Investment Bankers Association of America: ! B
Article from Finance ‘magazine of October 1967, entitled “The

Investor in & Maze”__________ B e L 282
Letter dated November 6, 1967, in response to questions: sub-
mitted by Congressman’ Hastings Keith-__________ .. 312
Tnvestment Company-Institute: . )
Exhibit 1—Growth of net assets. AN S T Ceealo 231
Exhibit 2— Comparison of various savings and investment
methods.._._____________ ..~ Seeeeliilio__l_siolooo o 231
Exhibit 3—Investment performance of 169 mutual funds. . .. -- 232
Exhibit 4—Assets of major institutions and financial inter-
mediaties__-_______-___-__-___,__---_-__.--‘_-_.'-_; ______ 248

 Exhibit 5—Sales charge patterns among 254 mutual funds:(1966)_. 248 .
Exhibit 6—Number of companies and their distribution charge
seales_____________. T~ T -----2_...._ facing p. 248
. Exhibit 7—Trend in commissions as a percent, of gross sales.____ 249

Exhibit 8—Trend in total operating expenses including advisory

fees as a percent of assets__________ - 5 eoosoLl T 249
Exhibit 9—Advisory fee rates of 25 mutual funds_____._______ 250
Letter dated October 27 , 1967, in response to questions submitted

by Chairman Moss_______ ____ S L S S e R 821

‘Letter dated Névember 6, 1967, in response to questions sub-
- mitted by Chairman Moss____ _____ P T IR 271

-~ Exhibit A—~Number of companies and their applicable retail
dealer concession-__________-____;'___________ 2< facing p, 270

Exhibit B—Management companies reporting losses in re-
sponse to inquiry concerning operating losses in: the last

three fiscal YORIS. oo L lLlii Ll L 272
Letter dated November 6, 1967, in response to questions sub-
mitted by Congressman G. Robert Watkins.__.______.__ . 822
Letter dated November 6, 1967, in Tresponse to questions sub-
mitted by Congressman Hastings Keith___ ... ___ . S i 273
- Schedule A—Information regarding management fee suits. . 277
Schedule B—Expense ratios—internally managed versus ex-
ternally managed investment companies__.__.___.....__ 9279
Statement in behalf of ICI, by— ; i
Demmler, Ralph H__-_r_-_-_--__,_____--____};'____u_f_____ 258
Fahey, Robert J_---_-_-_-,;_--__n______,_ - 251
Markham, Prof. Jesse_ . _________-__TT7C 257




V1

Additional material submitted for the record by—Continued

Investment Company»Inst»it,ute—Continued

Table A—Assets and operating earnings of the 25 largest banks

(1966)

............ ;-_-!--------,---P--_-_--_--_-_--- -

Table B—Assets and operating earnings of thé 25 larges,t‘*stock,

“life insurance companies (1966) - oo o pmmmmmrm = im o
Table C—Mutual fund assets and earnings of ‘management
companies (1966) - o meozo-- e iiecmmmm——mmmmme—mme

. Investment Counsel Sponsored No-Load Funds: :

“Letter dated October 31, 1967, in response to questions submitted
by Chairman MLOSS- - o e o e oo mdmm Sm et mim ez = =S =
Letter dated November 3, 1967, in response to question submitted
by Congressman Hastings Keith-o-Loeocsozoomoco-mp SR A
Investors Diversified Services; TInc., letter dated November 7, 1967,
re earnings of sales re resentatives. i orioms-dommemoozeseenos
Investors Mutual, Inc., Investors Stock Fund, Inc., Investors Selec-
tive Fund, Inc., and Investors Variable . Payment Fund, Inec.,
Harold K. Bradford, president: and chairman of the board, state-
MOeNt. i hie e m i PSSO SR ;
Lexington Research & Management Corp., letter from John L.
Schroeder, president._ .- --o--ocoo-mmosommmmommeTT ST,
Livingston, J. A.: . . ‘ :
The Business Outlook columns: ) o
Aunt Nellie’s Stimulated No-load Mutual Funds_ o - —cccen-
Mutual Fund Promises Should Be In Writing_ - - -----ume-m=
No-Load Mutual Funds: Brokers Skirt Question .- --ce----
Are Mutual-Fund Buyers Like Utility Customers?- - -—---

........ -

- Midwest Stock Exchange, volume, 1957-1967 . - - cceccmmmmmmm === == )

Military Associates, Inc., letter from Lee Cazort, Jr., resident._ .- -
Moss, Hon. John_ E., letters of complaint about sales charges and
losses re mutual funds oo oo--o--os-ocasosomragomoTTTTTmTTT
National Association of Securities Dealers, Inc. (NASD):
History, organizational background and functions, NASD_.---

Letter dated November 7, 1967, in response to questions by

Congressman John E. MOSS- o oo oo cmmm e mmmmmm === =
Letter dated November 7, 1967, in response ‘to questions sub-
mitted by Congressman Hastings Keith. oo —cooco-nno--
Letter dated November'7, 1967, re certain specific information
with regard to each member of the association having a gross

over-the-counter income of $50,000 or less in 1966 - cccmem =

Letter dated November 7, 1967, re views on proposals to increase.

the authority of the NASDA in the regulation of mutual fund
sales charges - —-----m=--------= e mmme e
Purposes of NASD from ihe certificate of incorporation._...--- :
Nelson, Martin O., & Co., Inc., letter from Martin O. Nelson- .-~
New York Stock Exchange:
Institutional holdings of NYSE-listed stock—1966_ - --------
Letter dated November 2, 1967, re: sales. charges for monthly
investment plan. acCOUNS - oo —-cc s ocoonsmnm oo s SnonT s

Memorandum dated September 15, 1967, institutional activity,

second quarter 1967 ooo-ooooooosoomEo o mEe Tt
Memorandum dated October 9, 1967, NYSE large block transac-
tions (10,000 shares or more), 3d quarter 1967 - - - - o-—woon---
North American Securities Administrators Association, Inc., letter
from Frank J. Daley, secretary .- .--c----------==-==-="""""
Peet, H. 0., & Co., letter from Robert E. Gunp_ o _ccoooocomooo---
Pooled Funds, Inc., Norman Abraham, president, statement_ .-~
Pope, Richard L., &an Jose, Calif., letter_ - o -oonooomommoommmmms
Quinby & Co., Inc.: . ) ]
Answers to frequent questions about The Quinby Plan.. .- ---
Biographical sketch of H. Dean Quinby, Jro - iomemnaoammmom-
- Employee ToSter- - - ooocommsmmsmmmmmsomssmmmmo T T T
Status of 1apse Tatio o - oooooommsooooomrrosse oo TyEin s OO
Schwartz, Donald E.; associate professor of law, Georgetown Univer-
sity, statement_______,-__________-____-______________;__
Securities and Exchange Commission: )
“A regulator’s look at quick profit fever—some disquieting reac-
tions,” an address by Hugh F. Owens, Commissioner, SEC...

572
578
490




vii

Additional material submitted for the record by—Continued
Securities and Exchange Commission—Continued
After-tax earnings as a percentage of stockholders equity of the
25 largest banks, 1966___.________ R
fter-tax earnings as a percentage of stockholders equity of the
25 largest stock life insurance companies, 1966______________
After-tax earnings as a bercentage of stockholders equity of cer-
tain management companies, 1966..____________" 7 " "
Broad Street Group: A case study of economies of scale in mutual
fund management._______7 __ 777" % 504 in mutual
Comparison of breakpoint in fees paid to advisers with break-
points in fees paid to subadvisers of registered investment com-
panies whose investment advisers have entered into subadvyi-
sory agreements with unaffiliated subadvisers (table) ________

(able) . ______________________nec Subadvisers
Exhibit 3—Private Noninsured Pension Funds, 1966________"°"
Exhibit 3a—Stock Transactions of Financial Institutions, Second

Quarter, 1967 ________________ = " 77OnS Second
Exhibit 3b—Stock Transactions of Financial Institutions, 1966___
Exhibit 4—Correspondence to Chairman Staggers and Congress-

man Moss concerning speculative activity in the securities

markets-.....__.______________ 7 77 "¢ Securities
Income expenses and profits before Federal income taxes of mutual
fund advisory organizations for their fiscal year ended 1966__ -
Letter dated October 24, 1967, with an editorial attached, entitled

“Support the SEC Mutual Fund Recommendations” by John

K. Kyle, editor, Blue Sky News_.________________ e mmmmee
Letter dated November 6, 1967, with enclosures_________ """

Ttem 1—showing net assets, total expenses and advisory fees,
and fee rates and expense ratios for all active mutual funds
wléi;h, had reported a full year’s operations on June 30,
1967 oo T TR h

Item 2—showing the basic management fee rate, and each
level at which that rate is reduced, for mutual funds
registered with the Commission. _ _ L S

Item 3—Commission’s June 30, 1967, index of active registered
investment advisers, principal underwriters, sponsors and
underlying companies (may be found in committee’s files).

Item 4—showing the income, expenses, and profits of 13
publicly held advisory organizations_________________°

Item 5—showing the sales loads, and breakpoints for quantity.

purchases, of mutual fund shares_____________ o

Item 6—showing sales and redemptions of mutual fund

shares 17)y size of fund for the 16 months ended September
80,1967 .._____._______ [ T_ T T opiember
Letter dated November 7, 1967, in response to questions sub-
mitted by Chairman Moss.__ L ____ "~ 7" " 9Ueons sub-
Letter dated November 7 , 1967, in response to questions submitted
by Congressman Hastings Keith__________~ "~~~ "¢
Monthly investment, plans—the costs and how they compare to
contractual plans and voluntary plans__________~_
Mutual fund investment results compared to the results achieved
from: investments in the common stocks favored by small
Investors..____________ .. M7ored by small
Statements: .
No. 1 (long)_-----.‘-___---_-“---________-;.» ...........
No- 2 (short).__________TTTTTTTTTTTITmT e
Supplementary-_------..-_----_.‘__-___-__-_-__-_-_-_'.--
Stuckey, Hon. W. 8., Jr.: Correspondence between Senator John
Sparkman and various investment institutions_____________
Waddell & Reed, letter from George D. Cleland, Jr., division manager.
Wallich, Henry C., letter dated October 27, 1967, in response to
questions submitted by Chairman Moss and information requested
by Congressman Watkins re 5-percent sales charge_..___________ -
Watkins, Arthur M., Piermont, N.Y., letter..____ . ________TTT07C

Page
683

684
684
686

138

137
159.

165
168
176
683
709
760

760

765

775
776

778
723
748
198

204
26
691

339
838







INVESTMENT COMPANY ACT AMENDMENTS OF 1967

MONDAY, OCTOBER 16, 1967

: House or RepresENTATIVES,
SuBcoMMITTEE ON COMMERCE AND FInance,
CoMmITTEE ON INTERSTATE AND Foreren Commerce,
' : Washington, D.C.

The subcommittee met at 10 a.m., pursuant to notice, in room 2322,
Rayburn House Office Building, Hon. John E. Moss (chairman of the
subcommittee) presiding. ‘

Mr. Moss. The committee will be in order. . o

e are resuming our hearings this morning on H.R. 9511, We have
as our first witnesses the Association of Mutual Fund Plan Sponsors,

Roach. _
I wonder if you would introduce, so that each member of the
committee—— -

STATEMENTS OF CORNELIUS ROACH, CHAIRMAN OF THE BOARD,

ASSOCIATION OF MUTUAL FUND PLAN SPONSORS, INC.: ROVY.
LAND A. ROBBINS, PRESIDENT; JOHN H. KOSTMAYER, COORDL.
NATOR OF LEGISLATIVE EFFORTS; AND J. EDWARD DAY,
COUNSEL ' :

Mr. Roacm. Mr. Chairman and members of the subcommittee, on
my right is Mr. Robbins, who is the president of the Association of
Mutual Fund Plan Sponsors. Immediately to my left is Mr. John
Kostmayer, who has been coordinator of the legislative efforts on
behalf of the association. He is also vice president of First Investors
Corporation, a sponsor of contractual plans, and Mr. Edward Day,
former Postmaster General, who is appearing here as an expert wit-
ness in behalf of the association, ; ' b e

I am Cornelius Roach. T am vice president and general counsel of
Waddell & Reed, Inc.,, national distributors of the United Funds
group of mutual funds and sponsors of contractual plans for. the
accumulation of shares of certain of those funds. I have been continy-

The Association of Mutual Fund Plan Sponsors is an organization
whose members ‘conduct approximately 70 percent of the business in
contractual plans. At the end of 1966, there were 48 sponsors offering
the shares of some 65 mutual funds through contractual plans. It is

(423)
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estimated that over 25 percent of the nearly 4 million persons owning
mutual funds at the end of 1966 owned contractual plans. These plans
called for aggregate gayments of $8,556,500,000, of which $4,022,500,-
000 had been paid. Our statistics indicate that since passage of the
Investment Company Act in 1940, something in excess of 2 million
contractual plans have been sold in this country and that 82 percent
of those plans made profits for their investors while simultaneously
accomplishing their primary objective as well ; namely, putting aside
savings amounting to. billions of dollars which those nvestors would
otherwise have spent as disposable income.

Tt is this business that the SEC has asked the Congress to destroy.
I use that term advisedly; it is not merely an exaggeration of a com- '
;Sﬂaint about some minor increase in restrictions. Furthermore, the

EC has asked that you do this without showing the existence of any
ser%)(l)}ls complaints or dissatisfaction on the part of the investing
public. . N i ,

A's you have been informed, the contractual plan is an arrangement
for investment in the shares of a mutual fund by the periodic payment
of small sums of money over a term of years. In accordance with the
provisions of the Investment Company Act of 1940, up to 50 percent
of the first 12 payments may be deducted for sales charges. This is the

so-called front-end load. '’ he balance of the sales charges is spread
over the remainder of the term. In the aggregate, sales charges upon
completion of a plan are not higherthan the usual sales charges on the
shares of the underlying fund. The SEC asks that you prohibit the
future sale of plans with a tront-end load by repealing the section of
the Investment Company Act—section 27(2) 2)'—1”})1011 which the
contractual plan is based. That means a complete pro ibition of the
sale of contractual plans and the consequent’ destruction of our
business. : :

You can understand, therefore, why we consider it most important
that this committee be fully informed about our business and about
this proposal and about its effect upon us and the securities business
generally; and we are most grateful for this opportunity to furnish
this information and to present our view. _

~ We appreciate that your time is limited and we intend not unduly
to tax your patience. We have nine prepared statements with: exhibits,
on various facets of the proposal before you, which I should now like
to submit for the record of these proceedings. ' :

Mr. Moss. Without objection the statements will be received for
the committee files at the present time until they have been fully re-
~ viewed. (The statement and exhibits referred to may be found in the

committee files.) ‘ L

Mr. Roacm. Thank you, sir. In addition, Mr. Kostmayer and Mr.
Day will deliver oral statements. You will find copies of these oral
statements on top of the envelopes which have been supplied. With
your permission, Mr. Chairman, I should now like to call upon Mr.

Kostmayer. o
STATEMENT OF JOHN H. KOSTMAYER

Mr. KostMayer, Mr. Chairman and members of the subcommittee,
my name is John 1. Kostmayer. I am a vice president of First In-
vestors Corp., a member of the Association of Mutual Fund Plan
Sponsors, Inc., and one of the largest.and oldest firms in the contractual
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glan business, and a member of the Association of Mutual Plan Fund
ponsors. During the past year I have also acted as coordinator of the
efforts of the association In connection with the legislation which was

I come before you today to tell you why we believe that the SEC
recommendation to abolish the front-end load, and with it the con- -
tractual plan, should be rejected.

The contractual blan, which evolved in the early 1930, represents
a method of offering mutual fund shares to investors of moderate

that the provision for the 50-percent-front-end load was made in
recognition of the heavier initial expense incurred by sponsors in the
sale of contractual plans.

Contractual plans are a very attractive investment program for a
number of reasons. The provide a definite investment goal of a fixed
amount; for example, gQ,OOO, $3,000, or $5,000. They can be started
for as little as $20 and continued with Dayments of as little as $10
each month, while purchases of mutual fund shares pursuant to so-
called voluntary or level load plans usually require much larger pay-
ments. The contractua] plan investor can reinvest his capital gains
dividends and ordinary income dividends without additional sales
charges, while many so-called voluntary plans only permit capital
gains dividends to be reinvested without sales charges, but impose a
sales charge on reinvestm_ent of ordinary income dividends.

on schedule, accelerated, or postponed, all without penalty.,

Mr. Kerra., Excuse me, Mr. Chairman.

Mr. Moss. Mr. Keith. ,

Mr. Kerra, Is it invariably true that the contractual plan investor
can reinvest his capital gains without additiona] sales charge ?

- Mr. KostmavER. Invariably, Mr. Keith,

Mr. Kerra. Isita matter of law?

Mr. Kostmayrr. I would like to ask Mr. Roach. .

Mr. Roacr. It is a matter of mechanics, sir, In the periodic invest-
ment plan it is a very formal plan, and it simplyin its very nature
includes the right and does include the right to invest botl capital
gains dividends and distributions. There is no provision for a payout
in the nature of the lan, you see. There is nothing to be paid to the
investor. It is all to be reinvested. That is the nature of tﬁ)e plan,

Mr. Kerra, But is it not within the realm of possibility, as is the
case with many of the voluntary plans, there could be a varying policy.
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Dreyfus, we found on examination the other day, does not charge for
the reinvestment of dividends and capital gains, whereas Eaton &
Howard funds do. :

Now if you were required to lower your commissions on the front-
end load, could you not seek additional income by charging for the
reinvestment of the capital gains or the dividend income?

Mr. KosTMAYER. MT. Keith, our counsel informs us that he is under
the impression that the SEC has ruled that it would be inconsistent

“with the 1940 act not to reinvest the income dividends without charge.

Mr. Kerre. So it is a matter of rule. :

Mr. KOSTMAYER. Apparently. ‘ ~

Mr. Kerra. Rather than 2 matter of law.

Mr. KOSTMAYER. Apparently. :

Mr. Kerra. And the SEC has not suggested changing that rule if
they do away with the front-end load or reduce the front-end load, but
it would seem that that is an opportunit for obtaining additional
compensation from the contractual plan buyer out, of dividend and
capital gains reinvestments in later years.

"My, Kosrmayer. Mr. Keith, I think that the SEC’s position has
been, and very strongly held position, that it is completely and totally
opposed _to ‘taking any sales charges out of reinvested income.

r. Kerra. They may have that position with reference to the
contractual plans, but they do not have that position with reference
to the other plans. :

Mr. Kosrmayer. They don’t stipulate, but I think they advocate.

Mr, Kerra. If they do, they arenot enforcing it. ' :

‘Mr. KoSTMAYER. i don’t think they have.any legal right to enforce
it, but I think this would be their choice. I think this is their expressed

+eference. There has been an attack on reinvesting dividends with a
sales charge, by the SEC, on shares in voluntray plans.

Mr. Kerra. 1t was revealed here last Friday that there was split
on this in the Yoluntary plans—were you here last Friday®

Mr. KOSTMAYFR. Right.

Mr. Krrrs. Do you not, recall the discussion ? e .

Fl\%r Kosrmaver. I had left before this discussion took place last
riday. : :

Mr. Kerra. We had some discussion about this, and ‘Eaton &
Howard’s representative said that they levied a sales charge on rein-
vestment and gave it to the agent or the salesman that initially handled
the account, if he was still in the business, or if not they gave 1t to other

salesmen, and the thing that prompted it in my mind at that time was
1 had in the morning ridden g i i i
his plan, but he resented the fact that he had to name a broker for the
investment of this dividend income, and he felt that when he purchased
the plan, he was going to get the additional inyestment without any
sales charge. I am sure that he was not so advised, but that was his
recollection some years later. ' '

Tt just is an inferesting thing that the typical fund plan other than
contractual, 1 pelieve levy a sales charge, but you have once again the
competition. Dreyfus with a half of one percent investment company
foe does not charge for the reinvestment of dividends, whereas others

“with a lower fee do charge. : S




Mr. Kostmayer. Qur thesis, Mr. Keith, that T want to develop here,
is that our problem is with the front-end load and the necessity to com-
pensate the salesman at the beginning, which compensation based on
reinvestment of dividends would not in fact accomplish, but this is
certainly something that we can look into.

Mr. Kerrm. But if you are trying to build a career sales force,
which you might have to resort to if the SEC has its way, and if you
could, perhaps as life insurance companies do, hire people on a salary
to start them out and keep them in the field, and recapture it from
the charges against the reinvestment of dividend income or capital
gains; you might have some plus factor there. L

Mr. Kosrmavyer. It certainly would be some plus factor.

Mr. Kerra. Thank you, Mr. Chairman. ,

Mr. Moss. You may proceed. v

Mr. Kosrmayrr., Thank you. All without penalty, and do not lapse
in the sense that a life insurance contract may lapse. The underlying
shares are redeemable at full value on any market day. In addition,
the planholder has the valuable right to withdraw up to 90 percent
of the then current liquidation value of the mutual fund shares held
under his plan, and later to reinvest an equivalent amount without
paying any sales charge at all.

Finally, and, most significantly, in my experience, the front-end

load by 1tself is a very positive feature of the contractual plan. The
sales charge and cost structure and the fact that early liquidation of a
plan will probably result in a loss is explained by the salesman to the
investor and is clearly and prominently disclosed in the prospectus
which all prospective planholders receive, and they are required by
sponsors to acknowledge this receipt in writing. The penalty feature of
the front-end load encourages the investor to continue his payments
and to save and invest systematically.
- In my opinion the elimination or substantial modification of the
load might well discourage investment persistency, thus destroying
the contractual’s utility to the investor. The tremendous popularity
of the contractual planis evidenced by the fact that over 25 percent of
the nearly 4 million mutual fund shareholders at the end of 1966 were
holders of contractual plans. This is no surprise, in view of the unique
benefits the contractual plan offers and the highly profitable results
which have been achieved for the large majority of investors,

These results are set forth in detail in the statement of Mr. Rowland
A. Robbins which Mr. Roach has filed with you. Permit me to refer you
to a pamphlet entitled “The Origin and History of the Contractual
Plan,” pu]r[l))lished by our association and prepared under the direction
of our former chairman and counsel, the late James M. Landis, who
had been Chairman of the Securities and Exchange Commission and
dean of the Harvard Law School, and the 1966 supplement to that
pamphlet, both of which were also filed with you by Mr. Roach. I now
also offer for your files the 1967 supplement to that pamphlet, which
has just been prepared and which contains more recent and compre-
hensive data.

(The supplement referred to may be found in the committee files.)

The several statistical studies in' the 1967 supplement demonstrate
beyond question that by far the largest percentage of investors in con-
tractual plans have realized very substantial profits from their in-




428

vestments—even though they did not ‘all complete their payments or
complete them on time, On the other hand, only a very small percent-
age have liquidated their plans with losses, and those losses are in-
finitesimal in relation to the profits realized by those who have really
taken advantage of the investment vehicle which has been made avail-
able to them. : - :

Perhaps the most significant indication of this fact appears in the
chart on page 9 of the 1967 supplement, which shows the history of
every plan started by four different sponsors in 1951 or 1953. The study
shows that, at December 31, 1966, of the almost 17,000 accounts
involved, over 82 percent were either still open or hiad been liquidated
with a gain, and that the profit realized by this 82 percent, who had
invested $39.8 million, amounted to almost $33 million. The less than
18 percent of the accounts which had liquidated at a loss incurred
aggregate losses of $240,000. The losses of all planholders were, there-
fore, less than 1 percent of the payments made, while the profits,
realized and unrealized, were over 80 percent of the payments made.

Despite these impressive end results, which should be the criteria by
which to measure the merits of an investment vehicle, the SEC per-
sists in its position that the contractual plan be abolished. It has
attempted to minimize the significance of the profit results by pointing
to the fact that a study as of the end of 1963 of the same 17,000
decounts which I just referred to showed that from 25 percent to over
40 percent of the planholders of the four plan sponsors had not pro-
gressed in their payments beyond those called for through the third
year of their plans. This is true, but the SEC does not report the fact
that of this.group who, as of the end of 1963, had not progressed
beyond the payments called for through the first 3 years of their plans,
almost 55 percent had realized or unrealized gains of over $1 million,
and the remainder of 45 percent who terminated with losses had losses
of $160,000. Incidentally, several companies have initiated followup
procedures to reactivate accounts that have stopped making payments.
Tn my own company the reactivation figure has reached approximately
70 percent. Further experience should reduce this problem to nominal
proportions.

The SEC asks that you prohibit the front-end load. This would
mean denying to a si nificant segment of the investing public the
unique benefits a,ﬁordeﬁr by the contractual plan. The people who make
up this market segment are investors of moderate means who would
not have the opportunity to invest in equity securities unless the bene-
fits of such investments were described to them by salesmen and who
‘would not otherwise invest on a monthly or other periodic basis the
relatively small sums of money that they have available for investment.

The SEC suggests that this is not so, because so-called voluntary or
level load %lans offer everything that contractual plans do and they
are preferable because they do not involve the payment by the investor
of a front-end load. Nothing could be further from the facts. Anybody
familiar with our business will attest to the fact that most voluntary
plans, unlike contractual Klans, are not true accumulation plans.

The reason is simple. A salesman, because of the very small com-
missions he would receive on the sale of most voluntary plans, will not
seelc out this-type of investor. For example, on the sale of a $25-per-
month voluntary plan, a salesman receives a little over $1 as his share
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If the salesman succeeds in making a substantial sale, of shares, he may
also offer the voluntary plan for share accumulation accounts as an
additional service—ag 3 convenient open account, or even as a plan
brogram for future accumulation, Sometimes, he is disappointed in
an effort to make a substantia] cash sale and will end up by selling only
a voluntary plan. ' ‘ :
he contractual plan salesman, on the other hand, is willing to
devote his time and effort to explaining his offering and its advantages
to a responsible citizen who hasa reasonably established income,'a.nd

says that it occurs to him that he needs a monthly investment, plan
with diversification and professional management, and one that offers
him a hedge against inflation. : »

Where the contractual plan is not available, however, most of these
people are never approached by a salesman and never have the oppor-
tunity to accumulate capital through periodic investment in American
business, :

Nor does the voluntary plan offer the same stimulus to systematic
investing which is created y the front-end load feature of the con-
tractual plan. This point was raised by representatives of the Associa-
tion of Mutual Fund Plan Sponsors with the SEC staff in August
of 1963 when the “Report of the Special Study of Securities Markets”
was released. Association representatives then suggested that the SEC
staff make a study of voluntary plans to see whether they could estakb-
lish the extent of persistency of Payments in voluntary plans as con-
trasted with contractuals, This is something that wag not done.

This is something they did not do, but we have assembled sufficient
figures to establish beyond question that contractual plans are much

For example, 1n the case of one mutual fund in g 3-year period
studied, there were an average of 7.9 payments }ger year per account
on contractual plans, as against an average of eight-tenths of one pay-
ment per account on the voluntaries ; that is in the same fung, And
in the case of another mutual fund in the same 3-year period, the dis-

‘crepancy was still greater—an average of eight bayments on con-
tractuals, as against an average of seven-tenths of one: payment on
voluntaries. There are additional studies to a similar effect. with which
I will not burden you in Iy oral presentation. .

If I might digress for just a moment again, the message is clear, I
think. Modification of the front-end load: will reduce the stimulus to
regular investing at great harm to investors, ‘
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In the SEC report, at the hearings before the Senate Committee on
Banking and Currency,-andvaga,in'before this committee, the SEC has
reiterated a cliche. which it has propounded before—namely, that
contractual plans are an unimportant vehicle for the.purchase of mu-
tual funds because in California, which does not permit the sale of
contractual plans, more mutual fund shares are sold per capita than
in any other State. The latter fact is undoubtedly true; however, the
conclusion which the SEC seeks to draw from it is not.

The contractual plan is worthwhile because it is the only effective
way by which mutual fund shares can be offered to investors of
modest means who have not yet accumulated equity capital to date.
In the absence of this plan, such persons are simply not given the
opportunity to invest in equities, and that must be true of many
thousands of Californians. '

The citizens of California are avid purchasers of mutual funds.
The reasons are understandable. We know, for instance, that the pop-
ulation in California includes a much larger percentage of persons
who are either vetired or otherwise have accumulated substantial
amounts of capital which they are prepared to inyest and need not
rely upon current income for their investment capital. The manager
of the California region of Mr. Roach’s company, Waddell & Reed,
Inc., a large nutual fund organization which also acts as a sponsor
of contractual plans, estimates that approximately 75 percent of the
mutual fund shares sold under his jurisdiction in that State are sold
to retired people. Then, t00, We know that the mutual fund idea In
general has been much more widely accepted for a longer period by
California securities dealers and salesmen than by those in almost any
other State of the country—notably in some parts of the Fast where
many large investment houses delayed, and in some cases still delay
for years in perceiving the advantages of mutual fund investment for
their customers. In addition, there is one mutual fund, Insurance Se-
curities, Inc., in California which accounts for a substantial volume
of mutual fund sales in that State, but in a very special form of sales
‘medium. Finally, I understand from reliable sources that because of
the closing of the Eastern securities markets in California—this would
be at 12:30 because of the fact that the New York Stock Exchange
closes at 3 :30—salesmen have a much larger part of their active day
to devote to the mutual fund shares than in most other time zones.

As a final comment on the SEC California argument, I would like to
give you some statistics which the SEC £ails to provide in conjunc-
tion with the (California statistics. During 1966, sales of mutual funds
on a per capita basis in Illinois, Wisconsin, and Ohio—the only other
States in which contractual plans could not be sold—were significantly
below the national average of $23.08 per capita. In Illinois, they were
1 $18.23;1n Wisconsin, $16.59 ; and in Ohio, which incidentally now per-
‘mits the sale of contractual plans, only $15.17. These figures, I think,
" show that no conclusions at all with respect to contractual plans can
be drawn from the (California experience, except that their prohibition
was not the cause of the results which the SEC describes.

Another basis upon which tho SEC seeks to persuade the Congress
to abolish the front-end load is that contractual plans are sold to un-

educated or disadvantaged segments of the population who are par-
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ticularly vulnerable to alleged “high pressure” selling. The factsg show,
however, that this is not the case at all. A nationwide Survey was con-
ducted by Benson & Benson, Inec., of Princeton, N J., for Invest-
ment Company Institute which provides g brofile of the contractual
plan investor. The survey showed that the median contractua] plan-
holder is 43 years old; is'a high schoo] graduate or better ; is engaged
in a profession, or as an executive, or in g skilled or semiskilled ca-
pacity ; owns a home worth $17,000; carries $13,000 of life Insurance ;
holds cash and savings bonds and securities aggregating $4,500; and
has a family income of $11,000 per year. '

The survey shows conclusively that the contractual planholder hag
two outstanding characteristics whieh distinguish him from other mu-
tual fund shareholders. One of these is that he is not, seeking to invest
accumulated capital ; instead, he is seeking to accumulate capital by the
allocation of current income to an investment medium—in thig case,
equity securities, which provide him not only the brospect of com-
pound accumulation, but also g hedge against inflation and deprecia-
tion of the value of the dollar, The other characteristic is that in the
majority of instances the contractual planholder is not generally ac-
customed to Investing in securities; he does not have a brokerage ac-
count and would not be likely to do so haq he not been sought out

by a salesman, and had the advantages of equity Investing explained

The SEC’s statement that 3 to 4 hours per sale are required support
this thesis,

That contractyal plans are sold on an honest and forthright basis
should be readily apparent from the fact that from 1940 to the end of
January of thig year, of a total of 3,656 complaints with respect to se-
curities matters received by the N ational Association of Securities

ealers, only two bertained to contractual plans, The SEC would
have you believe to the contrary by its constant allegations, including
those made at these hearings, that the front-end load induces “high
pressure” selling, although 1t has tailed to substantiate this claim with
any evidence at all.

Despite the tact that, as the statistics referred to above show, the
losses incurred by planholders who terminate their plans in the early
years are very small in comparison to the profits realized by or ac-
crued to the large majority of planho’lders, the industry has been con-
cerned with methods o preventing losses resulting from early
terminations, Although dollar losses may be small, they can still hurt

- when the cause of the early liquidation of the plan is financial stress,
rather than a mere change in investment strategy, and although, as I
described earlier, and I think this is Important, planholders have the
right to withdraw up to 90 percent, of the liquidation valye of their
shares and to reinvest an equivalent amount without additiona] sales
charge at a later date, some planholders in financial stress do not feel
i ilable in the future to reinvest and there-
fore terminate their plans. The President directed his concern to indi-
viduals who suffer financial stress in hig special message on consumer
protection -delivered earlier this year when he said of investors of
modest means in contractual plans:
They may face a substantial loss if financial difficultieg force them to withdraw
from the plan at an early date. -
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~ Before the SEC bill was introduced in Congress, members of the
Association of Mutual Fund Plan Sponsors asked Benson & Benson,
Tric., of Princeton, N.J., to conduct & survey to determine what propor-
tion of {)lanholders who terminated in the early years of & plan at a
loss really did so Jue to financial stress, and how many terminated
merely because they chose to put the money to some other use. We
asked Prof. Herbert Arkin, chairman of the Statistics Department, of
the Bernard M. Baruch School of Business and Public A dministration
in New York, to establish the criteria for this survey before it was
undertaken and to analyze it for us afterward. '

The summary results of this report and analysis are most illumi-
nating. They show that only some 45 percent of those who liquidated
early at a loss can properly be included among those who were force
to terminate because of financial circumstances. ‘As Professor Arkin
calculates it in the sample in this particular survey, this amounted to
only some 4Y5 to b percent of all contractual planholders who initiated
plans within the period studied. The next paragraph shows that in 2
different survey group the figure came to 8 percent.

The industry has recognized that measures should be taken to mini-
mize early plan terminations and consequent losses, but the SEC’s

roposal to abolish contractual plans, with the consequent denial to
millions of people of the benefits of such plans, is certainly no remedy
at all. The remedy is to be found in the sereening of prospective plan-
holders in order to be sure that purchasers of contractual plans under-
stand, and are capable of achieving, the discipline required during the
early years to keep up their payments. The remedy 1s to be found in
devising methods of promoting persistency and of reducing the num-
bers of those forced to redeem in the early years. Members of the in-
dustry have instituted programs along these lines which T would like

Fach member of this Association of Mutual Fund Plan Sponsors
insists that every applicant for a contractual plan answer 2 series of
questions designed to determine for himself whether the contractual
plan is in fact a suitable investment medium to meet, his financial and
personal circumstances and whether, in view of his other commitments,
he considers himself able to meet the schedule of payments he under-
takes to make. The investor confirms in writing his understanding that
he will incur a loss i he discontinues his plan in the early stages at
certain times and under certain circumstances, and that he must take
into account his financial ability to continue his plan through periods
of low price levels. :

Each member of this association gives the plan purchaser an absolute
right, within 30 days after the acceptance of his application, to cancel
the transaction and obtain a refund of the entire amount of his initial

ayment. This right is made clear in a letter sent by the sponsor com-.
pany to every plan purchaser something that you will not find in any
other part of the financial world. ‘

Some companies go further and provide that if an investor does not
make his second payment within 60 days after its due date, he will
be given another opportunity to terminate his plan and obtain a re-
fund of the entire sales charge hehas paid.

T referred earlier to the fact that under 2 plan instituted by one

plan sponsor, First Investors, 69 percent, almost 70 percent of a group

_____-—



‘
433

of First Investor’s plan holders who hag become. “Iinactive”—that is
fallen behind in their bayments—were reactivated by a follow-yu
technique employing a series of five letters, Interestingly enough, the
average payment made by these plan holders on reactivation was al-
most twice the regular monthly payment under the plan.

The industry has achieved a great dea] by the measures outlined
above and should be given the opportunity to do more. We are confident
that any problems in the industry can be solved by regulation, and we
have always been eager and willing to cooperate in this endeavor,

Against the background of the facts I have described to you, I must
say to you in all sincerity, and with the deepest respect for the integ-
rity of the agencies of our Government, that the SEC Proposal repre-
sents a complete abdication of its regulatory responsibility. It offers
a drastic and simplistic solution Tfor the task of effectual ‘regulation

problems that it think may exist. That Presupposes, of course, that our
usiness itself will continue to exist; and I am confident in that sup-
position because I am satisfied that the SEC! has given you no sound

Finally, let me conclude with an observation concerning the market-
ing of services, particularly financia] services. It is axiomatic that in
this and in every business and in Svery enterprise that higher compen-
sation is one requisite for attracting and holding higher caliber per-
sonnel. In our business, this axiom 1s the key to better public service,
The SEC has proposed a unique concept ; namely, that we upgrade our
sales force, the People to do the job on the firing line, by the device of
reducing their compensation,

Thank you.

Mr. Moss. Mr., Day.

Y remarks will be devoted principally to the cloge analogy of
the contractual plan sales and sales compensation pattern to the long-
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established, highly successful commission system for merchandising
life insurance. ' .

First, let me summarize my professional qualifications to discuss
this life insurance aspect.

From 1950 to 1953 1 served as insurance commissioner of Tllinois in
the cabinet of then Gov. Adlai Stevenson. During that time I was
elected vice chairman of the Life Insurance Committee of the National
Association of Insurance Commissioners and also served as chairman
of that association’s midwestern zone.

Following my term as insurance commissioner of IHlinois, I became
a senior officer of Prudential Insurance Co. of America, one of the two
largest life insurance companies in the world, first, for 4 years, as one
of the top members of their law department and thereafter, for an-
other 4 years, as senior vice president in charge of the 13-State western
region. In the former capacity I was active in working out methods for
issuance of variable annuities by life insurance companies. In the lat-
ter capacity my responsibilities included direction of life insurance
sales with supervision of over 4,000 life insurance agents.

T have written a number of published articles on life insurance sub-
jects, and am & member of the board of directors of geveral insurance
companies. 1 am frequently called -on to make speeches to insurance
industry groups on recognition and motivation of life insurance
agents. ' ‘

THE FRONT-END LOAD

The front-end load used by mutual fund contractual plans typically
invglves deducting 50 percent of the first year’s payments for sales
load.

On a 10-year, 120-payment, $25 per month plan, which is a very
common dollar amount for contractual plans, the 50-percent front-end
load would typically equal $150. -

Under the law, 1f & 50-percent‘fmnt-end load is used for the first
year, then the sales charge deducted in each subsequent year, for a 10~
year plan, for instance, cannot exceed 4.45 percent per year- The ef-
foct of the lower loads in subsequent, {eams is that the investor who is
in the plan the full 10 years ultimately pays approximately the same
total sales load he would have paid had he invested directly in the
underlying mutual fund shares with no front-end load.

Tt is important to realize that only about half of the total front-end
10ad—-0ne—half of $150—or $75—in the $25 a month plan I referred
to—goes to the salesman who actually talks to the customer and makes
the sale. The balance is used for other expense, such as recruitingy
training, and supervision of sales personnel, advertising, home office
overhead and profit. '

The mutual fund contractual plan salesman thus earns about 25 per-
cent of the first year’s payments, in contrast to the 55 percent which,
as T will describe, is typically earned in the first year as & minimum
by the life Insurancé agent on the sale of an ordinary whole-life policy.
This 55 percent is, again, only about half the total first year sales ex-

ense on a whole-life policy, £he balance being ased for incentive com-
ensation of the field manager or general agent and for other first year

field and home office sales expense.
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THE IMPORTANCE OF SALESMEN

Before I bursue the significance of the analogy to life insurance,
let me state certain fundamenta] points of persona] conviction :

1. Certain worthwhile products, particularly in the areq of finan-
cial protection, do not sel] themselves, g :

2. The public is better off, in the long run, by having these worth-
while p‘roglucts sold to them. -

3. The salesman plays a Valuable. role in our present-day society.

- sated. : ‘
5. The more nearly adequate the compensation of the salesman, the
better the chance that peo i

the prospect. _ ‘

6. The cost of providing such compensation to the salesman must be
paid by the berson purchasing the product. L :

7. The attack by the SEC on the front-end load principle has im-
plications far beyond the mutua] fund industry,

8. This attack shows s lack of appreciation of an ;
justified stultification of the whole system of providing incentive com.-
pensation to salesmen,. ) .

he analogy between selling methods for life insurance and for
investment, plans is more valiq today than ever because, in response to
public demand, there is an increasing tendency to blend these two
types of products. .

In our profit system by selling on an incentive compensation basis,
Selling for profit—on 4 commission or Incentive system-—is recognized
as a challenging and satisfying way of life for inde rendent-minded
men who have the courage to take a chance on themselves. Not every-
one wants to earn hig bread protected by an umbrella of tenure, reg-
ular hours, and a safe place on the organization chart, v

13, If some Paternalistic “mama knows best” group could regulate

other method. Such a group could no doubt alse prove that purchasers
are fools ever to pay the list price for everything or to do their shop-
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ing at other than discount houses. The group could probably prove
in addition that car buyers are being victimized by having to buy
automobiles through Jealers and that everyone should be able to buy
Chevrolets direct from Detroit. ‘ : : o
14. The attack on selling commissions in this proposed Jegislation
evidences an attitude which concerns me. ‘When 1 was Postmaster
General, people frequently wrote to me wanting me to do something
to put an end to privately-owned stamp vending machines in drug:
stores, newsstands and airport waiting rooms. T was always amaz
at these people, many of them stalwart free enterprisers, Who objected
to paying 1 or 2 or 3 cents over the face value of the postage stamps
on a 10-cent or 25-cent transaction, for the convenience and service o

having the stamps available for them to buy when and where they

wanted them. In our supposedly proﬁt-oriented economy there are too
many people who seem to resent it if someone makes some money—
even though the amount earned is reasonable in relation to the service
rendered. o . o

Over the past hundred years tens of millions of Americans have
purchased individual life 1nsurance policies. The overwhelming ma-
jority of these people or their families have been better off for the
purchase of these policies. Practically none of these policies sold
themselves. They were sold by agents—or, as they prefer to be called,
by life underwriters.

Tt is a truism in the life insurance business that a prospect never
comes into the office asking to buy a policy. Efforts have been made and
are still being made from time to time to merchandise individual life
insurance by mail or by newspaper and magazine ads without a person-
to-person confrontation between salesman and prospect. But these
. efforts have on the whole been notably unsuccessful. o :

There is a particular situation which illustrates dramatically that
the salesman is essential to life insurance merchandising, In three
States legislation has given savings banks authority to write life in-
surance. These States are New York, Massachusetts, and Connecticut.
These savings bank plans are operated without agents on the theory
that purchasers will come into the bank to purchase an individual
life insurance policy over the counter. ; s

Compared to the new business written over the years by life in-
surance companies using agents, the results achieved by the savings
bank plans have been quite limited. ‘

The Massachusetts savings bank life insurance plan. for example,
was started in 1907. For the year 1966 this plan, participated in by
36 banks in the State, had only $18.4 million of total premium income
from individual policy life insurance in force despite somewhat lower
costs to the purchaser because of the elimination of agents’ commis-
sions. This compares with a total of over $13 billion of premium in-
come from individual life insurance policies for the life insurance
industry asa whole in the United States in 1966. R,

The New York plan is more recent, having been started in 1938,
but it has a much larger number of savings banks participating and

in 1965 had less than $19 million of premium income from individual
policy life insurance. ‘
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LOADINGS IN LIFE INSURANCE

For the Purposes of this statement it ig not necessary to g0 into the
details of the varied and complicated arrangements for compensation
of agents who sel] individual life insurance policies, for commercig]
¢ompanies using the agency system. For any life _insurance_ company

policy in contrast to a term insurance or endowment policy. For com-
Ppanies not licensed in New York the commission paid to the selling
agent on an individua] whole life insurance policy typically is 65
percent, and sometimes ig as much as 80 percent of the first year’s

This commission to the insurance selling agent is net to that agent
here are in addition other direct selling expenses such as incentive
overrides to field saleg managers and assistant managers or to general
agents, advertising and home office saleg expense. Total selling expense
on a whole life Insurance policy sold by a company doing business in
ew York wil] customarily run'as high as 100 bercent of the first year’s
premium and for companies not doing business in New York will »un

such cash surrender value will be small in relation to the amount paid
in for severa] years after the origina) issue of the policy. The cash
surender valye represents the current savings element of 5 life insur-
ance policy which ig available to be withdrawn or borrowed by the
policyholder,

SIMILARITY BETWEEN WHOLE LIFE IN SURANCE POLICIES AND CONTRACTUAL
; ' PLANS

I do not claim that a contractual plan and g life insurance policy’
are identical products, I do not claim that they are bought for iden-
tical reasons, %ut I do say that they are hoth products that do not sel]
themselves, that in both cases beople are better off for having bought
them, and that in both cases they will not be bought unless salesman
with a financia] incentive goes out and makes the saJe,

ife insurance policies and mutual funds solq under a contractyal
plan each have g special feature whicl, makes a purchager willing to
have substantia] deductions made from his Payments for selling ‘ex-
pense. In the case of the life insurance policy, this special factor is the
death benefit with the possibility of g vep high dollar bayment to the
eneficiary in the event of death, particy arly during the early years,

In the case of the mutual fund, the special fedture is the expert in-
vestment, management, the diversification of investment, and the chance
that the accumulateq contributions wi]] increase substantially in mar.-
ket value,

In this connection, it can be noted that in the period from J. anuary 1,
1956, to September 30, 1966, with capital gaing reinvested and income
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dividends taken in cash, the net asset value of the average balanced
‘mutual fund increased 94.7 percent, and the net asset value of the aver-
age growth mutual fund increased 151.3 percent.

Thus, there 15 a remarkable similarity between whole life insurance
olicies and the mutual fund contractual plan. Both are a means O
achieving financial protection by systematic savings. It must be recog-
nized that the whole life insurance policy does not, merely provide
death benefits. It also is a method of saving on a regular, periodic basis.
If death benefits were the only reason for life insurance and savings
were not a significant element, then everyone would have term life in-
gurance and pay the much lower rates for term jnsurance.

But the fact 1s that most ordinary life insurance protection provides
for the accumulation of the cash value of the policy as the years go by,
enables the policyholder to obtain loans from the insurance companys,
and also provides for payments to the policyholder during his old age.
These provisions could not be in the policy unless the policy had some
value or equity. kY

Since most policyholders do not die until they reach old age, in the
average and typical case 2 fundamental purpose of a whole life insur-
ance policy is, In fact, a planned method of savings. That is a key pur:

ose of a whole life insurance policy. It is the objective of the mutual

fund contractual plan in which an individual also makes monthly pay-
ments for a stipulated period of time.

THE UNSOUNDNESS OF THE SEC’S ARGUMENT AGAINST THE LIFE INSURANCE
s ANALOGY :

The SEC, in its memorandum commenting on testimony on this leg-
islation before the Senate Committee on Banking and Currency, at-
tempted to avoid the impact of this life insurance analogy. Under-
standably the SEC cannot admit that the analogy is valid for if they
did their whole case for trying to destroy contractual plans would
collapse.

But, with all due respect, I feel that the SEC’s attempted rebuttal in
‘regard to permanent life insurance is inconsistent even on its face. The
STC saysthat: , ,

The buyer of a mutual fund contractual plan * % * geeks to cave money * * -

% % % the front-end load does much to defeat the planholder?s basic objective:
saving and jnvesting. : ]

Later on, the SEC rebuttal says that:

To keep the premium (on permanent life insurance) from rising as the assured
ages, savings must be aecumulated from the early premiums.

It is obvious then that less goes into such accumulated savings on
permanent life insurance as a result of the front-end load on life in-
surance sales. T herefore, to paraphrase the SEC, we might say, it we
were adopting their point of view: ;

The front-end load on life insurance likewise does much to defeat the pur-
chaser’s saving objective. :

The SEC in its rebuttal memorandum completely ignored the fact
that there 1s full disclosure of selling costs 1n contractual plans and
none at all in life Insurance. To say that the front-end load, which the
contractual plan purchaser 18 told all about, defeats the planholder’s
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basic objective, amounts to saying that People are too dumb to be
trusted to make thejrp own decision as to an objective even when all the
Pertinent facts are given to them in writing. That does not strike me
as a particularly democratic attitude. ~
I doubt it the public really expects to be led by the hand and

mothered every minute by Government, particularly when al] the perti-
nent facts are available to permit them to make a choice.

here are other important reasons why the life insurance analogy is
valid here and must be dealt with, . :

irst, annual bremium deferred annuities now sold by life insurance
companies are sold with a front-end load of as much ag 50 percent.

a million of thege individual annuities in force, not too many less than
there are contractyal plans. T would like to know how the SEC dis-
tinguishes the front-end load on these annuity plans from the front.
end load on contractual plans, :

Second, many mutual fund contractual plans are sold with comple-
tion life msurance. This combination product is, in effect, a life in.
Surance endowment policy with cash values invested in common stocks.

hird, more and more of the leading life insurance companies are
moving into the selling of variahle annuities, which are life insurance
‘ompany annuities backed by investments in common stocks, Many of
these variable annuities are offered under a front-end load plan. The
demsiqn by many of the companies in the ]ife insurance industry to
move into selling common stock investment Plans confirms anq “rec.
ognizes the public’s Interest in and demand for contractual plans such
aswe are talking ahoyt here. _

Fourth, many experts feel it will not be long before Iife insurance
companieg generally will be ge] ing variable life insurance with the

owever, that objective can be met by the purchase of term life in.
slurance which provides pure insurance protection with no savings
element,

large life insurance company, this pure mortality cost—entirely aside
from loadings, expenses, taxes, and profit—is only $1.20 per $1,000 of
life insurance Coverage in the firgt policy year. For thig policy the
mortality cost ig only $4.40 per $1,000 of coverage in the 10th policy
year when the man ig age 50. The premium for this policy is $20 per: .
$1,000 of coverage each year, Since there is no cash value at the end of
the first year, 94 percent of the 8TOSS premium is available for expenses,
including commissions, and for taxes and profit, Actually, more than
this 94 percent, of the gross premium on the policy involyeq is typically
used, even by conservative life insurance companies, for first-year
expense. \

To meet total first-year expense, which will often be over 100 percent
of the first year Premium, the company, in effect, borrows more money

EE—
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from its surplus or from the pool of funds built up by older policies.
As a result, and because of the lapse factor, & life insurance company
often will not recoup its investment in a new policy for periods rang-
ing from 6to 12 years. o

Most of this first-year expense 1s selling expense. The reason 1 em-
phasize the willingness of even the most: conservative life insurance
companies to invest so much in selling expense is to show that in the
life insurance business the front-end load principle is universally ac-
cepted as essential. . ol T A :

In addition, the low proportion of the first-year life insurance load-
ing which is made up of the mortality cost proves that the SEC has by
no means succeeded in dismissing the contractualplan—»mutual fund
analogy when it says the purchasers. of life insurance “jmmediately
receive the full measure of the contemplated death pro’oection,” The
portion of the early year premiums that go .to providing that death
protection under -whole life policies is very small indeed. o

The SEC’s report on investment company growth attempts to dis-
tinguish the life insurance analogy by arguing that while there is &
very large difference in the compensation of the salesman as between &
contractual plan and a voluntary plan, there are only very moderate
differences in commission to the life insurance salesmen depending .on
the type of policy he sells. The report premises this argument on the.
unsubstantialted theory that customers for life insurance decide to -
spend a certain annual amount on premium rather than being inter-
ested in a given face amount of coverage.

The fact is that for a $10,000 policy to a standard risk age 40, the
agent’s first year commission will, for a typical New York-licensed:
company, be $29 if the policy isa 10-year term, $126 if it is whole life,
and $195 if it is a 10-year endowment.

1t borders on the ridiculous for the SEC report to say (p. 246) that
“the front-end load offectively precludes many dealers and their sales-
men from giving adequate sales presentations of level load accumula-
tion plans to persons of modest means.” This is like saying that the
substantial first year commissions paid by New York Life Insurance
Co. precludes their agents from giving to prospects adequate sales
presentations of savings bank life insurance plans under which no
commissions at all are payable. ; T

Just who would be compensating these mutual fund and life insur-
ance salesmen for telling prospects about alternative plans which pro-
vide no margin or negligible margin for compensation of the salesman?

Does the SEC claim that prestige department stores should pay their
salesmen to tell the customers they could get most items cheaper at
Sears Roebuck?

ADEQUATE COMI’ENSATION FOR SALESMEN

The SEC report never faces up to the question of adequacy of com-
pensation for salesmen. It is the position of the contractual plan in-
dustry that the front-end load is the only means by which adequate
sales compensation can be achieved for contractual plans. The SEC
does not deny this. It does not present an alternative method for pro-
viding adequate compensation. i
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The SEC acknowledges that high turnover rates among salesmen
are chronic in the securities industry generally and “particularly acute
for the large contractual plan sales organization,”

It is also recognized that about two-thirds of the contractual plan
salesmen earn less than $1,000 a year in the securities business. A

seeking to buy the product.
ceording to statistics brepared by the Life Insurance Mana.ge-
ment Associa,tion, 75 out o every 100 who enter the business of selling

Leland J. Kalmbach, chairman of the Massachusetts Mutual Life
Insurance Co. In g speech in December 1964, when he wag serving
as chairman of the prestigious life insurance trade association, the
Life Insurance Association of America, he said ‘

There has been a steady decrease during recent years in the broportion of new
Ordinary [life insurance] business sold by companieg operating in the State of
New York * *

I might interpolate to point out that if g company is licensed in
New York, the ‘commissions it can Pay in any State have to be in-
accordance with the New York limits, ‘N, orthwestern Mutual, a Wis-
consin-domiciled company, since it is licensed in New York State, can

alifornia’ or New Mexico. '
The statement that Mr., Kalmbach made:

.The New York Association of Life Underwriters has been working
diligently to get the New York Legislature to Increase the limits on
compensation of life insurance salesmen,

CONCLUSION

Life insurance, like contractuals, hag always had its detractors,
Very year or so someone comes out with a book that claims that
permanent life insurance is overpriced, is a poor buy, and that every-
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one should “buy term and invest the difference.” 1 have read many of
these things. I am familiar with the arguments of the hecklers, and I
have long been familiar with the amount of life msurance loadings,
but T have most of my oW savings in permanent life insurance. Need-
Jess to say, I have paid the full loadings on all my purchases of life
insurance. Although I am fairly good most of the time at self-discipline
and am not poverty stricken, I am as susceptible as most people to
the urge to spend everything that comes in and, therefore, the forced
savings aspect of life insurance is of real substance to me.

T am utterly sincere when 1 say, as an individual and not just as an
expert witness, that the far-reaching implications of the attack in this
proposed legislation on the whole concept of sales commissions concerns
me deeply. L »

TLet me explain that briefly, Mr. Chairman. You may be wondering
why I talk so much about life insurance and what these implications
are that I am referring to. ’ :

" In my opinion, if the Congress of the United States takes the posi-
tion that the front-end load principle is immoral and indefensible, it
has implications far beyond this bill. 1t strikes at hundreds of thou-
sands of salesmen who earn their pay under front-end load plans. A
major portion of those salesmen are life insurance men. Vo

If Congress says this type of compensation 1s improper and un-
justifiable, other regulatory agencies, including those having jurisdies
tion over insurance, are liable to decide that they need to take action.

For years 1 have tried to do my bit in defending the salesman
against those who seem to be saying he does not play 2 worthwhile or
justifiable role in our society: in defending him against those who
would just as soon drive a lot of salesmen with low or moderate incomes
completely out of business.

We are moving here, it seems to me, to a form of paternalism that
Jemeans the rank and file citizen. This bill seems to say to John: Doe
that even when all the facts and figures are disclosed to him, he is not
to be trusted to make an intelligent choice among alternatives—that
he must have the choices limited by a Government agency that decides
what is good for him.

I cannot buy that. Iiven the Washington Post cannot buy it.

T do not think we are ready to read salesmen, who sell on commis-
sion, out of our society.

Thank you, Mr. Chairman.

Mr. Moss: Mr. Day, let me tell you something. T was in selling as
the first effort at making a living, and T sold on commission for a long
time. I was a sales broker before coming to the Congress. T have no
desire to drive them out of business, but I must candidly state that I
ammost singularly unimpressed by your statement today.

T think that it has not constructively dealt with the subject before
us. The fact that you have an outrageous turnover in the insurance
industry does not sonvince me that it 1s justified, and there are very
thoughtful persons in the industry, leaders in the industry, who feel
that the failure to come up with a more workable system of compensa-
tion, not the level, the level attracts them, but the need to better com-
pensate them during an inadequate period of training, and to improve
the agency system SO that the whole philosophy is not to go out'and
recruit so that you have, we will say 25 percent are coming, 50 percent
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You want to you can characterize it ag “mamma knows best” or
paternalism, but I"qo not think it is a fajp op adequate system of com-
bensation, and I do not think increasing the amount whicl, might be
permitted would cure the basic defect ip the sales organization of mogt
life insurance agencies, ‘ : :

And T am not convinced that the testimony has indicated it would
solve the problem of turnover here in the gale of ‘front-end loaq
Systems. :

Now Mr., Kostmayer, You made some very interesting allusions to
the makeup of the Population in my State. I think i Is younger than
the average in its overall population makeup, not older.,

am going to do g very careful job of g Cross section of the popu-
lation of California, and ask permission at the appropriate time to
include it in t IS record, but [ do not think it will bear oyt your
conclusion that the phenomena] success of mutual funds there is be-
cause of those who gre retiring there, T think most of those retiring
in California come there with retirement income, They are not the
investors, ‘

"Now T have some knowledge of the area you represent, where there
Is a very good market fop mutual funds, an excellent market, and
I do not think jt is being sold to the older folks only. I think there
are a lot of young investors in it So I cannot accept that as being
an accurate analysis of the reason for the success in California, not-
Withstanding the fact that g front-end load has been foreclosed.

ave a number of very close friends in this business, very sue-
cessfully, and T wil] ask them about some of their age groupings and
try to get a little fuller understanding. But it would certainly be
contrary to your statement in my opinion,

When T served in the legislature there, T used to he told all the time
that our great problem there wag that the people who came there to

start to buy mutua] funds.

I think it is far more helpful to the committee if, in citing things
of this type, there be g careful research, so that it becomes fully
reliable for yg, ,

© are seeking the facts, We are not wanting to hurt anyone here
on this committee, T do not think there is a member of it who has any
desire to injure needlessly ANy segment or sector of the American

Mr. Kosrmaygg, Several of the things, Mr., Chairman, that T men-
tioned in my forma] Paper have heen suggested to the Commission
and are recommended to the committee for consideration, We think

)
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it would be desirable to have all plan sponsors required to offer the
30-day unconditional refund. We think that a 30-day period in which
the new buyer can think it over his choice, and recover it you will,
sir, from any undue persuasiveness on the part of the salesman can
be a wholesome factor in continuity of payments. ,
~ We suggest the possibilit that the 60-day refund to people who
do not make their second scheduled payment on time might be worth
your consideration. We believe that measures such as direct mail
campaigns and possibly others that could be developed be utilized
throughout the business, to reactivate accounts as soon as those ac-
counts fall behind in their payments.

1 think this an are in which we certainly have room for improve-
ment, and in which we have made some improvement, but certainly
ou%ht to make more.

t is almost human nature for people to neglect payments when
there is something that is present and available which is more attrac-
tive to spend money for. We think this area deserved attention and
this was actually called to our attention primarily by the SEC’s'inves-
tigations, but we think that these sort of administrative procedures,
given a fair chance to demonstrate their effectiveness, might do much
%o correct the things of which youare critical. :

Mr. Stuokey. Will the chairman yield fora question?

Mr. Moss. Yes, sir'; Mr. Stuckey. '

Mr. STUCKEY. This has been one of the objections that the SEC

has raised to the front-end load—your high-pressure selling and all—
and you yourself are saying that this is a recommendation that you
would like to see done. Isn’t it pretty much a common practice NOW
that most of your funds do have 2 30-day unconditional refund offer,
just exactly what you are referring?

Mr. KosTMAYER. Yes, Mr. Stuckey; T would say that probably
plan companies representing 70 percent of the business now make
this offer.

Mr. Stuckey. Then the question is: How long does it take for the
effects of overpersuasiveness to wear oft—10 days, 60 days, 90 days?
Tn other words, if this is a common practice NOW, it looks like to.me
that in 30 days he can get his refund back, 60 days or even 90 days,
that the pressures would be off of him in that length of time. I agree
with you in your recommendation, but there again aren’t most of the
mutual funds doing thisnow

Mr. KOSTMAYER. Most are doing it. but it is not required that they
do it, and we think it might be wholesome if all were required to do it.

Mr. STUCKEY. Tsn’t this something that could be gelf-regulatory, or
even for that matter written in? 1 am in complete agreement with

Mr. KoSTMAYER. T think that is certainly a possibility ; yes, sir.

Mr. StuckEY. But it is fairly common practice.

Mr. KOSTMAYER. 1t is fairly common practice, and I think very

helpful.

~Mr. Stucksy. 1f 70 percent, of your companies are doing this now,

has there been any public outery, objections as to high-pressure selling %
Mr. KOSTMAYER. No, sir; there have been no complaints about high-

pressure selling or about any other aspect of the contractual plan busi-

hess except from the SEC. There have been no public complaints.

- ————m
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Mr. Sruckey. Tet me ask ‘you this then. Do you have any idea of the
percentage of contractual plan sales, and there again we are going back
to your high-pressure selling, do you have any idea of the percentage of
contractual plan sales that result directly from recommendations by
say satisfied planholders? ‘

I. RosT™MAYER. Yes, sir; T think T can give you pretty general fig-
ures based on my own company.

r. STUCKRY. In other words, this is getting out of the Pressure sell-
ing. This is just purely from recommendations,

r. Kostmaygr. Right. i

r. STuckEY. From those who are satisfied. »

r. Kostmayer. T would say that people who either buy because
they are buying a second time or buy because they have been——a sales-
man has been recommended by someone who already owns the plan
constitute three-quarters of all of our volume. Does that respond to
your question ¢ :

r. STUCKEY. Yes.

r. Moss. Mr. Roach, among other items which the Securities and
Exchange Commisgion has raised is the question of the use of broker-
age and portfolio transactions to provide an extra commission for
dealers who- distribute investment company stock. This, as you know,
is described as a give-up. It is iy understanding that, Your members
have your own sales organization so that thig practice is not present,. I
also understand that some of your members, and I think you yourself
are members of the Pacific Coast Stock Exchange.

r. Roacm. That is correct, sir. :

Mr. Moss. Just how do you treat the brokerage or commission on
portfolio transactions? Does it accrue to the advantage of the fund ?

. Roacu. Under the investment advisory agreement between
United Funds, Inc., and Waddel] & Reed, Inc., the compensation other-
wise payable by United Funds, Inec., to Waddell & Reed, Inc., is reduced

tracted provision for Federa] income taxes as if Kansas City Secu-
rities Corp. were to file separate Federal income tax return, whether
or not Kansas City Securities Corp. has filed or is to file such a sepa-
rate return.

The total amount of management fees payable by United Funds,
Ine., to Waddell & Reed, Inc., for each month is reduced on an annual
basis by an amount equal to the higher of (A) 100 percent of the net
income of Kansas City Securities Corp., resulting from commissions
and discounts on portfolio transactions executed by Kansag City Se-
curities Corp., for United Funds, Inc., since the beginning of the
then current fiscal year of Kansas City Securities Corp., or (B) 50 per-

since the beginning of its then current fiscal year. In computing (A)
above, the expenses of Kansas City Secur}ties Corp., for the periods
in question are allocated in the same ratio ag commissions and dis-
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counts on portfolio transactions executed by Kansas City Securities
Corp., for United Funds, Inc., bear to the gross revenues ‘and income
of Kansas City Securities Corp., from all sources. Reductions under
either (A) or (B) are made monthly after giving credit for the
aggregate amount of previous reductions, but no adjustment is made
in any month where the aggregate amount of previous reductions
exceeds the higher of (A) or (B) for the period then elapsed since
the beginning of the then current fiscal year of Kansas City Securi-
ties Corp. The reduction in the management fee has been computed on
the basis set forth above since September 1, 1966. S

Mr. Moss. This is for the purpose of reducing the management fee
charged against the fund ; is that correct, ?

Mr. Rosc. That is correct. ; : s

Mr. Moss. As members of the Pacific Coast Stock Fxchange, can
you deal with the third market in making portfolio purchases Or
sales? ‘ :

Mr. RoacH. Yes.

Mr. Moss. Mr. Keith.

Mr, Kurra. To what extent do you use the third market? . .

My. Roacm. In the past geveral years, as you know, there has been
an increasing use of the third market, and I believe that we have used
it about in the same proportion that other similar companies have
used the third market.

Mr. Kerrm. That isn’t very responsive.

a Mr. Roacu. Well, it isn’t very responsive, but T can provide precise
ures.
ng. Krrra. Can you tell me roughly and then perhaps provide more
precisely at a later date? -

Mr. Roacu. In what :

Mr. Kerra. Could you giveus a percentage estimate

Mr. Roac. This would be a guess, and T would prefer to provide
the precise amount; but I would say somewhere between b and 10
percent_of our transactions would be third-market transactions, but
1 would like to have an opportunity to find out precisely what that is,
and give you & letter and let you know. This is not an area in

" Mr, Moss. Would you like to hold the record at this point so we call
include that letter n context then with the hearing.

Mr. Roacu. I will be very happy to do so.

Mr. Moss. Allright; fine.

(The information requested follows:)

* WappELL & REED,
L Kansas City, Mo., October 23, 1967.
In re H.R. 9510 and H.R. 9511 report of proceedings before the Subcommittee
on Commerce and Finance.

Hon. JouN E. Moss,
The House of Representatives,
Wushington, D
DraR MR. MOSS: 1n response to the question, Lines 19 and 30, Page 446 of the
above record, «po what extent do you use the third market?” and “Could you give
us a percentage estimate?”, please be informed that for the nine month period
from January 1 to September 30, 1967, tie volume of third market transactions
transacted by waddell & Reed, Inc., were as follows:
1. Stated as a percentage of total brokerage commissions——6.58%.
2. Stated as.a percentage of total dollar transactions-—lO.GZ%.
Very truly yours, .
CORNELIUS ROACH,
General Counsel.
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Mr. Kerre. One note, Mr. Roach. You say, and just to set the record
straight, I recognize that you do provide a tremendous o portunity
for people to get into equities, but not all these people who do buy
mutual fund plans would hecessarily spend what was left over.

Mr. Roacu. Of course,

[r. Kerra. You Say on page 2 “Those investors would otherwise
have spent ag disposable income.”

r. RoacH. It should have been a qualification of possibly rather
than flat, :

Mr. Kgerrs, Generally speaking they might end up with life insur-
ance.

Mr. Roacs. They might.

r. Kerra. They might end up in cooperative banks or savings
and loans.

Mr, Kostmayer, you mentioned on page 3 “In addition the plan-
holder has the valuable right to withdraw up to 90 percent of ‘the
current liquidation value in mutual fund shares.” Do you charge any
interest on that?

Mr. Kosrmayer, N 0, Mr. Keith.

Mr. Kerra. Is that so?

Mr. Kosrnavyer. Right. Of course, I should point out to keep this
perfectly accurate thaf when money has been withdrawn—._

r. Kerra, It is no longer working,
r. Kostamayer, Right.

Mr. Kerra. Ttisnot a loan.

Mr. Kostyayer. Tt is not a loan.

Mr. Kerrm, Tt is'simply they can redeem up to 90 percent.

Mr. Kostmayrr. That is correct.

Mr. Kerre, So they don’t get the earnings. I misunderstood that. It
isn’t at all parallel to g life insurance company allowing the policy-
holder to borrow the cash value, ,

Mr. Kostmaver. N, 0; it is not really the same thing as a policy loan,
not at all.

Mr. Kerrm. T have a note here we are 1ot so much concerned about
the good guys, What about the others, This ig along the lines of Mr.
Stuckey’s point. Roughly 70 percent of the people in this business give
their customers an opportunity to change their minds after 30 days.

Mr. Kostmayer. That is correct. j

Mr. Kerra, Tt is probable that the people who practice high-pres-
sure tactics are the same kind of people WEO would not be eager to re-
fund the money.

Mr. Kosrmayer. I don’t think it really relates to that, Mr. Keith,
80 much as the fact that certain of the big plan Sponsors fla,ve chosen,
for perfectly good reasons of their own, not to join this association,
and the 30-day offer of refund is a requirement of membership, and

have no reason to assume that they

Mr. Kerts, In other words, all of your members do this.

Mr. Kostyaver. That is correct, sir,

Mr. Kerre. That is a requirement.

Mr. Kostmayer. Tt is required.

Mr. Kerra. And in your view the presence of this requirement is
not a deterring factor to others joining the association. There is some
other reason if they don’t join.

85-592—68—pt, 2— 3
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Mr. Kostmayer. 1 have no reason to think that this has been the:
factor to keep them out, correct, and I certainly have no reason to be-
lieve, knowing the natures of the organizations who have not joined,.
that they have stayed out because they are in fact the bad guys as dis-
tinguished from the good guys.

Mr. Kerra. Well, I think that misrepresentation must take place
upon occasion, such as overly optimistic portrayals of the benefits of
the plan. It does in almost any business. You learn by trial and error
asto what salesmen have character, ability.

Mr. Day. May I comment on that, Mr. Keith, on that point ?

Mr. Kurra. Certainly. :

Mr. Day. I think the thing that bears importantly on that is that
your contractual plan salesman in a typical $25 a month plan would
collect only the first 2 months payments at the time he makes the sale,
<o that means he gets $12,$6 for each of the payments.

Now it seems to me that it would be poor tactics on his part to use:
as a typical matter a type of high pressure, misrepresenting salesman-
ship, so that as soon as he goes away, that is soon going to wear off,.
an&) the fellow is going to wish the salesman had never bought the plan,
because he is going to end up with only peanuts as far as compensation
is concerned.

The salesman has to use the type of sales efforts so that it will stick,.
and he gets this first year payment, which he only gets after the whole
year of payments has taken place, which as you know is somewhat
of a contrast to life insurance, where it is very frequent practice to-
attempt to get the full first-year premium at the time the sale is made..
This man typically only gets the commission based on 2 monthly con-
tractual payments.

Mr. Sprincer. Would the gentleman yield for a question on that 3

Mr. Kerra. Yes, certainly.

Mr. SprincEr. Might I ask whoever is qualified here two questions,.
which is one question really in two parts. How much of the total sales-
men in the country involved in this have front-end load payment, what
percent of the total salesmen ?

Mr. Kostmayer. I think it is difficult, Mr. Springer, to answer it in
terms of total salesmen. ‘About 25 percent of all ot the mutual fund
sales are made with front-end loads, and this comes to roughly some
10 percent of the total volume.

Mr. SeriNGER. But you don’t know what percent of the people in-
volved are salesmen in this field ?

Mr. KostMAaYER. No. Mr. Roach,do you haveany figures on that ?

Mr. Roacs. I would estimate that of the some 90,000 registered rep-
resentatives who are enga od in the offering or are entitled and
authorized to offer mutual unds and contractual plans, of that num-
ber, I would say somewhere around 25,000 are actively engaged in
offering contractual plans.

Mr. SPRINGER. Between 25 and 30 percent.

Mr. Roacs. That is right.

Mr. Sprineer. Now what total of all the volume of the sales of
mutual funds involve front-end load ?

Mr. KOSTMAYER. Numerically it is about 25 percent. In terms of
volume it is about 10 percent.

Mr. SprINGER. In terms of dollars it is 25 percent.
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Mr. Kosrarayeg, No; in terms of numbers of people it is about 25

bercent, in termsg of dollars about, 10 Percent,
. SPRINGER. A bout, 10 percent.

Mr. Kostyayeg, Right.

Mr. Seringrr, Of the total amount of dollars involved in al] mutual
fund sales ?

Mr. Kostaraymg, I might just adq one sentence to that, sir; contrae.
tual plan salesmen 80 out to seel contractual plans with front-end

Mr. Serivger. Thank Yyou, Mr. Keith.

r. Kerra, When somebody startg bayments again ag g result of

Solicitation by maj] to reinstitute thejp Plans, do they get back ip on q
ISt year commission basis ? :

r. KostMayER, That all depends, Mr. Keith, Upon when they have
stopped making payments, ;

r. Kerra, Tet's just say that in the third year—_

r. KostMayEr, Oh, no, sir, they would then go back on the lowered
commission that, follows the first year front-end Toad. :

I. REITH. Suppose some salesman wag given that account to service,
and he goes out ang as a result of his effort they reinstitute that as an
active account 2 «

r. Kostyayer, In the third year

r. Kerre, In the third year., '

r. Kostyayrg, There is no further front-eng load. Tt has heen paid
and that is over ang done with, '
- Mr. Kerrg, Unless he by chance SIgns up for g new plan.
T RosTMAyER, Yes, which we would not allgw him to do unless he

said “Well, perhaps you could do better if you went with Aerospace
Industries Mutual Plan You might 1ike that one even better.” Is there

switching would take place,

I WEITH. Can yoy buy no-load tunds on the installment plan?

r. Kostmaygg, Yes, I'think you can buy no-loaq plans any way you
“choose to, but you have to malke the effort and initiate the activity
yourself,

Mr. Kurrn, Ts there any management company that anticipates direct
selling by maj] and having a saleg commission schedule considerably
less than that of the bresent contractya] plan, we wil] Say 3 or 4 Percent,
and selling it by extensive advertising ang mail solicitation ¢ .

Mr. Kostymaygg, T don’t know of any, Mr, Keith, which ig not a com.
Plete answer to your question, but the inhibitions on advertising and
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promotion are such that it seems to me unlikely that any serious entre-
preneur would undertake this. '

Mr. Kurra. The advertisements with reference to sav'm%s banks life
insurance, are not of a similar sort to those required by the SEC.

Mr. KoSTMAYER. 1 gather not from those that T have seen.

Mr, Kerre. And it would seem to me to be perhaps, if the SEC’s
philosophy is appropriate, and I am not yeb of a mind that it is, that
there should be some advertising to stress the difference between the
commission schedules that are available to the man who would like to
buy but doesn’t really want to entertain a salesman, and so he could
be solicited perhaps through the mail and through advertising in the

ress.
5 T might say, to draw a parallel, having been in the life insurance
pusiness, and 1 believe I have sold a lot of life insurance for savings
banks, because 1 would make the pitch and the man would buy the
idea, and he would go to the savings bank, and T suspect you people
in the contractual plan business have sold a lot of mutual funds for
those who are not n the contractual end of the business.

Mr. KosTmAYER. I am sure of it. ‘

Mr. Kerra. And 2 1ot for the no-load funds as well. T recall shortly
after I got out of the service that there was a big movement in the
Legion to reinstitute national service life insurance, and I appeared
before the local Tegion chapter and said that this would not be wise,
because if the good agent were out there soliciting 2 veteran, he would
be morally obligated to encourage that man to reinstitute his national
service life insurance, and inasmuch as most, of the prospects were
veterans, he would just be doing service work, and he would starve
and there would be fewer agents out to sell the idea of national service
life insurance. This is an important factor in this particular end of the
business, to have these agents or salesmen out, because although only
10 percent of the dollar volume comes, the motivating ideas are per-
haps great contributing factors.

Mr. STUCKEY. Will the gentleman yield for a question?

Mr. KEITH. Certainly. '

Mr. StockEY. L would like to ask this, before our time runs out, and
1 know we are pushed. Thank you, Mr. Keith. :

The SEC has stated that the charges are too high. Now if your
charges are to0 high, as they have stated, then what I would like for

ou to do, and with the consent of the committee you can have this
submitted to us, and that is compare the charges with other industries,
and I tried to bring this out with the banking industry and with other
related industries sarlier, and it seems that we are not getting any-
where with it.

T would like for & comparison to be drawn, if it could be, between
the charges that are made by the mutual funds compared with other
rolated industries, and by that I mean banks, private investment coun-
sel, savings accounts, a person going to an ‘ndividual broker, and i
it would be possible, could we have a comparison of various savings
and investment methods to be Jrawn over a 10-year period of time.

Take from now and go back 10 years.

I believe that the average investment in 2 mutual fund is $4,500
in round figures. Tet’s take sa; $4,500, 10 years ago originally kept in

cash, its total value today, and its purchasing power expressed 1n dol-
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lars today, and let’s do that with say a savings account. Say take 5
percent. Let’s do it with banks, Let’s do it with private Investment
capital, and let’s do it with g person on his own nvesting this money

in the market himself. I think this will give us a comparison as to
whether the 5-percent charge is too high or whether it is reasonable.

As I say, take the original investment, then the tota] amount, the
dollar value in 10 ears, and also the purchasing power expressed In
dollars. T would lﬂze to see that comparison if it is possible that this

be furnished.
Mr. Kosrmayer. We will be delighted to furnish that Mr. Stuckey.
may have some problem with the private investment counsel but

the other aspects of it I think Wwe can get to it immediately.

J

Mr. Stuckey. The reason T am asking for this is because the SEC,
their whole basis for the 5 bercent that I have been able to see is that
they say compared with related industries,

r. Kosrmayer, Right, sir. :

Mr. Sruckey. And with related businesses your 5 percent is too high.

Mr. Kostarayer. We will do this. »

Mr. Sruckey. And any other businesses that You would like to have
in here, insurance companies or otherwise, I would like to see this,
because I think this would give us—and I hate to use these words—
but I think it would give us a guideline to sort of look at and compare
to see if the 5 percent is in line, . = ... . :

Mr. Kosrmayer. We will do that.

Mr. Moss. Without objection the record will be held at this point to
receive the information. :

(The following letter was received by the committee :)

ASSOCIATION OF MuTUAL Funp Pran Sronsors, INc.,
New York, October 30, 1967.
Hon. Wirriam STUCKEY, .
House of Representa tives,
Washington, D.C.

DEAR REPRESENTATIVE STUCKEY ; During the hearings held on October 16,
1967 before the Subcommittee on Commerce and Finance with respect to H.R.
9510 and H.R, 9511, you asked me whether a comparison could be made of various
investment and savings media by looking at the value now of a given amount of
money which during the past ten years was: (1) kept in cash; (2) deposited
in a saving bank account at 5% interest ; (3) invested by private investment
counsel; (4) invested by the individual investor; and (5) invested in mutual
fund shares (Pp. 455-56 of the Transecript). You Suggested that $4,500 be used
as the starting amount.

In response to your question, I enclose g chart entitled “Comparison of Various
Savings & Investment Media, 10 Years 1957-1966,” . which was filed as Exhibit
2 to the Statement of the Investment Company Institute before the Subcommit-
tee in connection with the pending legislation. This chart not only furnishes the
information calleq for by items (1), (2) and (5) above, but also shows the
results after the past ten year period, of g purchase at the beginning of the
period of Series “B” Government Bonds,

Although $10,000, rather than $4,500, is used as the initial amount in -the
chart, I think it is appropriate as the basig for the comparison which you desired.

Unfortunately, we have been unable to find any published statistics or indices
which provide any basis for showing how an investor would have fared had he
entrusted hig money with private investment counsel or invested it by himself ag

to answer your question.
If you should have any further questions, please let me know.
Very truly yours,
. JoHN H. KosTMAYER,
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EXHIBIT2
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Mr. Kerra. Mr. Day, 1 would like to know how you can be a member
of the board of directors of several insurance companies without &
little bit of conflict of interest if these are really competing companies.

Mr. Day. How do you mean, Mr. Keith? :

Mr. Kurra. I note on page 9 of your statement, where you listed
your qualifications:

I have written a number of published articles on life insurance subjects and
am a member of the board of directors of several insurance companies.

Mr. Day. I see what you mean. Six of those are all in the Zurich
group of insurance companies which are all one fleet, as you know.

Mr. Kerra. I am sorry to have exposed the relationship there. Isn't
that a little misrepresentation. ‘Aren’t these all pups of the same parent?

Mzr. Davy. ‘Well, I am on the boards of two other companies.

Mr. Kerre. What are the other two?

Mr, Day. They are not in any conflict with the Zurich operations.

Mr. Kerra. What are the other two? '

Mr. Day. One of them is the People’s Life Insurance Co., which is
the largest home office company here in the District of Columbia. The
other one is a reinsurance company.

Mr. Kerra. I will agree that there is no conflict there. Thank you.
If you had an internally managed company, you could use, I suspect,
the resources of that company to recruit, train, and pay salesmen over
this lean period, is that correct ? e

“Mr. Day. Well, you could, but the money has to come from some-
place. It has got o come from money that is received in from the
people who are buying the product, whatever type of—

Mr. Kerra. It could come out of the management, company. They
are the ones that are really standing to gain by the increase 1n port-
folio.




Mr. Kerra, No ; but I suggest that—

Mr. Day. Tt is similay to—— ‘

Mr. Kerra, Similar to the ideas that have been adopted by many
-of the high-grade insurance companies, they pay salaries to the start.-
Ing agent, Lo

Mr. Day. They do indeed and I want to comment on that.

Mr. Kerrs, Recently they have gotten into a lot of career under-
‘writing.

Mr. Day. Yes; I wanted to comment on that statement of the
chairman’s, because it is the usual Pattern to have financing plans for
hew agents, and to subsidize them and assist them during their train-
ing ar:id orientation period, and the period when they are trying to get

rted.

had better get out of the business of they don’t produce. You have
20t to make the plan work. But even as’it is good business for an
Insurance company to take it out of the investment income, it all comes
out of the policyholder’s pocketbook,

Mr. Day. Well, the investment income is not used for that purpose
in a life insurance company. I said these are the only two sources
'of money they have, but they do not use investment income for sales
‘expense. That is used to support the reserves,

Mr. Kerra. It comes out of the policyholder’s pocketbook in the
-average mutual company, and the expenses come out of the policy-
holder’s pocketbook. In the case of & mutual company it is one and the

ticular policy as to which the sale is made—but it is also subsidized
‘over a period of ears, and, in effect, loaned to the sales expense of
that particular poﬁcy, by taking it out of funds that have been received
‘on policies Previously sold. ‘

Mr. Kerra. The point I am trying to make Here is, that if you have
an internally mamnaged company, where it ig good for the management
company, to get increased Increments of capital so that they are in a
Position to pay out when shareholders want their money, they have
8ot to have money coming in. It is good company business to hire and
train and pay for qualified people to come into the business to keep
capital coming into the fund.

Mr. Day. ell, I don’t believe the commission would work that way,
Mr. Keith, because while there is discussion here and in this proposal
about the management fees, the fact of the matter is there isn’t enou%h
made or potential for profit out of simply managing the fund to he
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able to use the profits on running the fund to pay fora sales force to g0
out and bring more money in to be managed.

: Mr. Kerra. In an internally managed company, that is what you
ave. ' e

Mr. Day. Well, they couldn’t pay commissions and pay these load-
ings to salesmen to keep the salesmen actually going around calling on
the customers. There wouldn’t be enough money for it in there.

Mr. Kerra. If you have got 2 billion dollar fund, and you get invest-
ment income on it, the expense for advising Massachusetts Investors
Trust, is 0.18.

Mr. KostMAYER. It isin that range, L know.

Mr. Kerra. And you take that figure and contrast it with, we will
say, 0.50, what could you have for a sales force?

Mr. KosrMAYER. Mr. Keith, may I make one point in this connection ?

Mr. Kurra. Yes.

Mr. KostMAYER. There is no necessary connection between a contrac-
tual plan company and a fund under management. Not all contractual
plan ‘companies are adjunct of mutual fund operations, and it is par-
ticularly true that new companies coming into this business frequently
enter as sales organizations and contractual plan companies only, and
have no other resources on which to call. ;

Mr. Krrr. Yes, I can see that; but it is.one big ball of wax, nonethe-
less. We don’t find at this table salesmen. We and at this table people
speaking for the investment companies, really, and it might be inter-
esting, Mr. Chairman, to have a salesman appear here. These gentle-
men are speaking for the salesmen, but they are also speaking for the
management companies as well.

Mr. KosrMaYER. In the case of my own company, Mr. Keith, I sup-
pose that 80 or 85 percent of our revenues are derived from sales com-
missions on the contractual plans and mutual fund shares, 0 that when

.

we talk about changing the front-end load, we are talking about
changing practically all of our income.

Mr, Moss. Would you yield at that point?

Mr. Kerra. Certainly.

Mr. Moss. How many of your member groups are exclusively sales
organizations?.

Mr. KostMAaYER. I do not know, Mr. Chairman. We can find out for

you.
Mr. Moss. I think it would be very interesting.
Mr. KOSTMAYER. Certainly of the smaller ones, I think a high per-
centage would be.

Mr. Moss. Well, that is one of the facts I think we would be inter-
ested in, how many of the Jarge ones are exclusively sales.

Mr. Kostmayer. We will certainly find out and report to you.

(The following Jetter was received by the committee:)

ASSOCTATION OF MUTUAL FuND PLAN SPONSORS, INoc.,
New York, N.Y., November 6, 1967.

Hon. JorN B. Moss,
House of Representatives,
Washington, D.C. )

DpAR ME. Moss : Puring the testimony presented by the Association of Mutual
Fund Plan Sponsors, Inec., at the hearings held on October 16, 1967, pefore your
sub-committee on Commerce and Finance with respect to HR. 9510 and H.R.
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9511, you asked me for information ‘concerning the number of plan sponsors which
are ‘“exclusively saleg ‘organizations” (transcript P, 463). I told you I would
find the answer and report it to you. ; :

I have checked the information available to me with respect to the more than
forty (40) companies which offer contractual plans, I find that three of those .
companies are exclusively saleg companies, and do not either directly or indirectly
act as the investment advisor for any mutual fund whose shares are used as the
underlying investment in the contractual plan, In addition, however, at least two
l‘flrge plan Sponsors, Eirst In:vestoz:s Corporation and Investors Planning Corpora-

I should emphasize that despite the fact that most contractual plan sponsors
are not exclusively sales organizations, the SE(Ys broposal to abolish the front-
end load would destroy the contractual plan business as a whole and would have
2 most severe impact on almost all mutual fund organizations which include the
sale of contractug] plans. Abolition of the front-end load would also deny. to in-
vestors a valuable means for the periodie accumulation of mutual fund shares.

Some of the largest companies which Sponsor contractual plans, including a
significant number of bublicly owned companies, derive very substantial revenues
from this source, and elimination of the front-end load would seriously affect
their financial positions, even though they might continue to derive revenues -
from other sources. In fact, some mutual fund sales organizations effect most
of their sales in the form of contractual plans, and the elimination of contractual
blans would in all likelihood result in such a limitation on the inflow of new
capital to the related mutual funds as to cause a substantial excess of redemp-
tions over inflow of new capital, )

In the case of smaller mutual funds, the elimination of the contractual plan
could well mean the entire destruction of the mutual fund complex. For in-
stance, there are twenty-one contractual plan Sponsors whose contractual plans
relate to mutual funds with assets of $50,000,000.00 or less. It is well known that
it is very difficult for investment advisors to receive substantial revenueg from
the management of mutual funds of that size. For instance, assuming an annual
advisory fee of one-half of one bercent, a fund of $10,000,000.00 of net assets
would have a management fee of $50,000.00 g year, and a fund of $40,000,000.00
would have g mmanagement fee of $200,000.00 a year. From those: fees, the invest-
ment advisor has to bay all its own expenses and many expenses of the mutual
fund as well. The revenues derived from the sales of contractual plans and the
new cash inflow to the mutual funds from this source are essential to the
existence of thege mutual fund organizations,

In addition, new 8roups organizing mutual funds very often couple these with
contractual plans and depend upon contractual plans ag an essential source of
revenues to assist them in establishing their brograms.- The elimination of the
contractual plan would mean that many of these mutual funds would never be

Finally, and most important, elimination of the front-end load would deny to
a vast group of potential investors the opportunity to invest in mutual funds or
to invest in any equity vehicle at all. It is only because of the incentives offered
by the front-end load that mutual fund salesmen have been able to bring the
benefits of mutual fund investing to many persons of moderate means who would
not otherwise have learned about thig vehicle, t

Let me take this opportunity again to €xpress. my appreciation to you and your
colleagues for permitting our association to testify before your subcommittee.
If you should have any further questions or should you desire any further in-
formation, please do not hesitate to let me know.

Sincerely,

JoHN H. KosTMaYER,
Mr. Krrrs. Well, we get back to the question that T have raised
throughout these hearings, as to which came first here, the investment
company or the sales organization.
I noted that in one bit of testimony it was said—T think it was Mr.
Cohen’s though it may not have been—that the investment company
sought out sales forces to sel] shares so that there could be more assets
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with which the investment company could operate and receive their
compensation; and then he went on to say, that the:mutual funds con-
tract with the management company for their services, but actually
it canbe said that it is the management companies initiate the contracts
with the mutual funds in the initial phase of the operation.

And so what we, as 2 committee, are concerned with is one ball of
wax, and that is the way the Commission’s recommendations came 1n.
Tt is a hard point to make, as individual witnesses testified from their
particular points of view, but we see it as a whole.

Tt does not mean just because I am turning the pages of your testi-
mony so quickly that T have necessarily bought all you have had to say.

A small point. On page 14:

First, annual premium deferred annuities now sold by life insurance com-

panies are sold with a tront-end load of as much as 50 percent.

Generally speaking, those front-end loads on annuity policies which

~are those without any life insurance benefits are less than 50 percent,
I believe.

Mr. Day. Some companies use 50. There is a great range, it is true.

Mr, Kerra. Generally speaking, they are Jess than 50 percent, I be-
lieve, because there s no life insurance element.

Mr. Day. Are you referring, Mr. Keith, to the front-end load or to
the commission to the agent? The commission to the agent even in a
contractual plan is only 25 percent.

Mr. Kurra. This was life insurance.

Mr. Day. Yes; Iknow.

Mr, Kerra. To which you are referring here, and in the annuity
policies, generally speaking, you have some cash values in the early

earsof the contract?

Mr. Day. Oh, yes. ;

My, Kerra. And in the first year as well?

Mr. Day. Yes, at least 50 percent. But the 50 percent that I am
referring to as the front-end load, only part of which would be, in the
annuity plan, the actual commission of the agent. The commission of
the agent inan dividual annuity plan would typically, in fact, as far
as 1 know universally, be lower than the commission on an ordinary
whole life policy because your total load on an ordinary life policy 18
100 percent or more.

Mr. Kerra. T guess I did not read the fine print. If that refers not
to the commission but to the total load—

Mr. Day. Only to the total load ; yes, sir.

Mr. Kurra. You have to watch these insurance men.

Now then, you conclude, “I cannot buy that. Fven the Washington
Post cannot buy it.”

Has the Washington Post taken a stand on this particular mat-
ter

Mr. Day. Yes; they had an editorial some months ago that said, in
effect, that when people are told very clearly what is being taken out
for sales expense, that that is all that is necessary.

Mr. Kerra. Well, the administration of which you used tobe a part
apparently in one area differs with the Washington Post.

Mr. Day. I am sort of an in-law of the present administration.

Mr. Kerra. I have no further questions at this time, Mr. Chair-
man.




that T am in, instead of being in g grease pit. But I think your testi-
mony has been most helpful to me, : ;

I certainly fee] ag though, without an opinion at this time as to how

feel about the SEC’s decision, T do not know, it ig just amazing to
me to sit here and lister.

ow do you sel] your insurance if you do not sell it with salesmen ¢
I am just not junior and T have been buying insurance, a little of it.
In fact, in the early days the banks made me buy it so T could protect

‘my loans,

Mr. Kerra, Will the gentleman yield ¢

r. Warkrns. N 0, you talked long enough,

Mr. Kerrw, T want to know if yoy bought term insurance or if you
bought permanent insurance, ‘

r. Warkins. Straight life. Tt was cheaper and T coylq hock it more
easily. It was mostly in hock, Byt we must havye salesmen, I do not
think there ig any qeustion about it,

The big question here is that the SEC feels ag though it should he
paid differently and they want to ryle the business out, and I have
healild you make a remark and T would like to question Mr., Kostmayer
on that. . o

You would be out of business. What do you mean you would be out
of business if you hocl this sales plan out? °

r. Kostmayrr, Well, sir, T am now talking specifically about, of
course, the contractua] plan business.

r. Warkins, You said the business would be through ?

Mr. Kostmayeg, Yes, sir. The SEC’s Proposal 1s that the sales
charge, which is allowable over the 1ife of the contractua] plan which
is now a total of 9 percent, be reduced to 5 percent. That 1g approxi-
mately in half., And that the front-end load be eliminated.

Now what this means, Mr. Watkins, is simply this: That instead of
being allowed to take 50 percent of each payment in the first year,
we would be allowed ‘to take 5 percent of each payment, In other
words, the SEC has proposed that our first-year revenues be reduced
to 10 percent of what, they presently are, assuming that the Payments
would be persistent, which we think they would not.

Mr. Warkins, Let me ask you one other question. T will address
this to Mr., Kostmayer,

What does the average salesman make in this business?

r. Kostmaygg, Well, sir, T would say that the average sales-
man——

Mr. Warkins, Per year. I do not mean per week or month, What
does he make in g year?

Mr. Kostmaygg, Oh, maybe $1,000, $1,500, because we have many
part-time salesmen, I would say that the average full-time salesman
probably makes—

Mr. Warkins, What does a full-time salesman make ?
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Mr. Kostmayes. Oh, maybe $7,000 a year, $7,500 a year.

Mr., Warkins. How do you get men at that price?

Mr, Kostmayeg. It is difficult.

Mr. Warkrxs. And part-time, they get about $1,500%

Mr. KOSTMAYER. At the most, on the average.

Mr. WATKINS. That is on this basis here?

Mr. KOSTMAYER. Yes, sir. '

- Mr. WATKINS. That you are paying them now. What would they
get if the SEC plan went in? How much would they make? You say
you could not et them. 1 imagine if they are getting $7,500 and
$1,500, you could not hire a man, could you?

Mr. KostmayEr. We could not hire a man and we could not retain
our present career mem, the men who make a living in the business,
who stay with it. ,

Mr. Warkins. That is the $7,000 a year man ’ !

Mr., Kosrmaver. That is right. He could not possibly stay in the’
business.

Now it is conceivable that those who come and go in the night and
to whom the income is less important might be able to remain in the
business, but it would certainly destroy the core, the hard core of the
retail sales organi ations in this line of endeavor.

Mr. Warkins. 1 think that is important, Mr. Chairman.

Mr. Moss. So does the chairman.

Mr. Warkins. I think it is important testimony.

Mr. Moss. And if the gentleman would yield?

Mr. Warkixs. I yield. ,

Mr. Moss. The chairman would point out that in the State of Cali-
fornia, approximately 10 percent of the population of this Nation,
without a front-end load, that it accounts for 1n excess of 20 percent of
the sales of mutual funds, and 1 think most of these .gentlemen have
some affiliations that operate quite profitably in California.

Am I correct?

Mr. Roac. Our sales organization does very well.

Mr. Moss. Very well? '

Mr. Roacu. They are very happy with California.

Mr. Moss: That 18 correct, and so this is another example of the fact
that you can do all sorts of things with statistics, and you can have -
some very interesting exercises, but to forecast that you are going out
of business merely means that you would change the format of opera-
tion, not that you go out of business.

T have a great confidence in the ability of business to survive and to
adapt, and 1 have been, in 20 years as & legislator, the recipient of ad-
vice on s0O many occasions that I can no Jonger count them, that if I
cast my vote in a certain way I would be putting someone out. of busi-
ness, and looking back in vetrospect, I do not know of a one that
has gone out of business because of those votes.

Mr. KosTMAYER. Mr. Chairman, let me restate my—pardon me, sir.

Mr. Warkins. Go ahead.

Mr. KosTmaYER. 1 wanted to restate my reply.

Mr. WaTkixs. We are going to have a quorum call in a minute and
we are all going tohave to go. -

Mr. KosTMAYER. I did not mean to reply that the companies which
are in this business will, as businesses, 20 out of business. T meant to say
that the contractual plan portion of it would be destroyed.

-  ——————
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I agree with you, Mr, Chairman, that these companies might. use
their organizations for other«purposes, to sell life insurance, for ex.
ample, to sell mutual fund shares, and this kind of thing,

Mr. Moss. Well, the fund salesmen in my. State have to be selling

like block in a State that has, we wil] say, a somewhat comparable, if
you can find it, and I do not think you can, volume of sales of fund

force, the income there is.
That would be g meaningful, relevant statistic, ~
r. Warkins, Mr., Chairman, woyld you yield just a second 4
Mr. Moss. T will yield back to you.
r. Warkrns, T am going to check on Pennsylvania, -
Mr. Moss. T think it would be very helpful, =~ .

(Off the record.)

r. Kerrm, Ts it not true that the average salesman in thege plans is
not a full time ageressive career salesman ? The average salesman ig
& man who sells stocks and bonds and mutya] funds other than contrac-
tual plans and for him to call on the weekly wage earner, as contrasted
with the man who can buy 100 shares of this, that, or the other thing,
he has to have something that the wage earner can buy.,

r. KosTMAYER. I t%ink this is correct, Mr. Keith, The typical
mutual fund salesman is selling other things, We may be selling face
amount certificates, 1ife Insurance, over-the-counter. securities, listed
securities, and contractual plans, and T think the real question is wheth-
er the elimination of the contractual plan woulq deprive a particular
market of a valuable service, and not whether or not it would reduce
the salesman’s income,

r. Kurra. Tt would reduce hisincome somewhat ?

Mr. Kostyayer, Certainly,

I. Kerra. But it would more, as you say, deny the schoolteacher,
the fellow——well, for example, we had a guest in here, a constituent,
of mine, whoge husband runs g gas station,

r. WaTrNg. Sells insurance?

Mr. Kerra, N 0; but she bought a mutua] fund, and would not ordi-
narily have been called on by somebody selling stocks and bonds whe
in order to make g, dollar for the time spent, they would have to sell a
lot of stocks and bonds. So you are serving in addition to those who
can buy large amounts the retired person or the person who teaches
school,
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In 1y hometown one of the schoolteachers sells mutual funds, and
makes $1,500 to $2,000 a year. She is known in the community. She is
bright. And it supplements her income. So it would no longer be worth
her while, with the contacts that she has, if she was going to get only
5 percent.

‘Mr. Kosrmayer. Yes, that certainly is true.

Mr, Kerra. Thank you.

Mr. WaTkins. Youare welcome. ’

Mr. Kostmayer, you said here 30 days in answering a question. I
understood you to say that you would even g0 so far as 60 days you
would give a1l the money back.

Mr. KosTMAYER. Yes, sir; that is under a slightly different set of
circumstances.

The 30-day right of refund is unconditional. It is simply an offer
to the new purchaser. 1f that new purchaser is late in making his sec-
ond payment, we foel that since he has embarked upon a program of
120 months that clearly this is the wrong vehicle for him. We ask him
to get out and accept: a refund in full.

Mr. Warkins. Now just one other thing.

Contracts, in talking about insurance and you can answer this very
probably, 1 do not think anybody understands an insurance contract.
T consider myself normally intelligent. When you get through reading
the fine print and everything that 18 written I wish the SEC would try
to say something about that. Let them put in less words. I am confused
and I think everybody in America is if he tries to read his own insur-
ance policy.

Mr, Kerra. Trust your agent. \

Mr. WATKINS. There is the question whether insurance salesmen are
honest. T think all salesmen are honest until one goes crooked. My boys
sometimes spread it on a little bit in the trucking business in truck sales
and all, but any good firm always changes it when they come back.

1 want to say in conclusion, because We do have to go 1 think, Mr.
Chairman.

Mr. Moss. That is correct.

Mr., Warkins. I want to thank Mr. Roach and Mr. Kostmayer and
Mr. Day and you gentlemen for being here. Your testimony 1s most
helpful and I am going to study it. My mind is not made up as to how
1 will vote or what will happen.

Mr. Moss is a great friend of mine, very persuasive, and so is my
friend on the right here too. 1 do not know what T will do, but I ap-
preciate your testimony. Thank you for coming in. '

Mr. Chairman, nay T be excused ?

Mr. Moss. Yes, youmay.

And I want to thank you gentlemen also.

(The following letter was received by the committee:)

ASSOCIATION OF Muruar Fuxp PLAN §poNsORS, INC.,
. New York, N.Y., November v, 1967.
Hon. HASTINGS KEITH,
Howse of Representatives,
Washington, D.C. |

DraR Mg, Krrrfi: 1 am plealse‘d‘to réply on behalf of the Association of Mutual
Fund Plan Sponsors, to questions rumbers 810 contained in your letter of
October 27, 1967. The following are our answers:
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Q-8. A specific objection to the front end-load ig that people have been
forced to redeem in the early years of their plan at a loss to pay unavoid-

able hardship expenses arising from illness; unemployment, or death.

those who were forced to liquidate for hardship reasons, In the test period which
Professor Arkin used these amounted to only 4149, to 5% of ali contractual
blanholders who initiated their plans within that beriod. We have applied
Professor Arkin’s figures to a broad sroup of some 17,000 accounts started by four
different sponsors in 1951 through 1953, and our study shows that of the approxi-
mately 18% of those accounts which had terminated with losses as of December
31, 1966, only some 8% constituted bersons who were forced to liquidate for hard-
ship reasons. :
In the period for which these 17, ,000 accountg Wwere considered, the aggregate loss
Sustained by all persong who terminateq With losses wag $240,000., Applying
Professor Arkin’s factor of 45%, thig would mean aggregate losses of $108,000
in that entire period for those blanholders who were forced to liquidate, or an
average of $79.00 for each such account which was terminated with g loss. The
figures set forth above relate to planholders who were forced to liquidate for
hardship reasong and who suffered g loss. We do not have any comparable statis-
ties with respect to planholders who may have been’ forced to terminate their
plans due to financial hardship ang who have nonetheless profited from their
plans. As I mentioned in my testimony, there is available to all Dlanholders the
right to withdraw up to 909% of the current liquidation valye of the mutual fund
shares held under their plans ang subsequently to reinvest an equivalent amount
without paying any saleg charge at all, Ag a result, if a person suffered a finan-
cial hardship and had profited from his contractua] plan investment, he could
take full advantage of the 90% withdrawal right and have at least as much
money ‘available to meet that finanecial émergency as he had originally invested,
and ‘perhaps significantly more, To the extent that contractual planholders with
brofits terminate their plans due to financia] hardship rather than taking ad-
vantage of the withdrawal privilege, thig may reflect a choice on the part of those
planholders to terminate their investment programg for some other unrelateq

the records of one leading contractual plan sponsor which issued 13,265 plans
in 1965. By December 31, 1966, 281 such plans had terminated with losses of
$62,200.00. Applying Professor Arkin’s factor of 45%, this would mean that
126 plans were liquidated due to hardship reasons, with aggregate losses of
$28,000.00 which represents under 1% of the Dlans considereq,

Q-9. How can prospective purchasers of mutual fund plans be made
effectively aware of the existence of level load voluntary plans so that
they can compare the relative merits of contractual and voluntary
plans?

A-9. The Drospectuses used by all contractual plan Sponsors of which we are
aware include at some point, either in the body of the brospectus of the sponsor
or in the prospectus of the investment company whose shareg underly the con-
tractual plan and which usually accompanieg the sponsor’s Drospectus, a
description of the voluntary plan offered with respect to the shares of that mutual
fund. For instance, 1 enclose a brospectus of my company, First Investors Cor-
boration, with respect to the shares of Fundamenta] Investors. You will note that
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on page 1 of the First Investors prospectus there is a reference to, and on page 3
of the Fundamental Investors prospectus-there is a detailed description of, the
systematic share accumulation account, which is the voluntary plan offered by
Fundamentallnvestors.‘ o : ﬂ )

This practice of furnishing to contractual planh lders in the prospectus which
must be delivered to them & description of .,the:voluntary plan with respect to
the shares of the same mutual fund goes far beyond practices of which we are
aware in other businesses. Tor instance, a8 former Postmaster General Day
:testi,ﬁed before this Subcommittee, 3 states have savings bank life insurance
“which is offered without the use of agents and relates sales charges.

No one requires that the agents offering regular life'insurance policies with the
full front-end load include in the literature delivered to the prospective pur-
‘chasers any reference at all to the availability of savings bank life ipsurance in
_those three states, OT any reference to the availability of term life insurance as an
alternative to the whole life jnsurance product which is being sold.

Q-10. What is the median loss susta,inedy by contractual planholders
. who liquidate at a loss? What would the median experience of this group
have been if they had invested in voluntary plans?

 A-10. We have examined the records of the 17,000 accounts opened by 4
gponsors in 1951 and 1953 which are referred to above and we find that the median
loss sustained by holders of those accounts who liquidated at & loss:in the period
~from December 31,1966 was $114.00. .

“you asked if we could inform you of the median experience of such a group
of contractual planholders if they had invested in voluntary plans. Unfortu-
nately, I find it impossible to furnish an answer which would be informative.
As I indicated before the Subcommittee, ‘we believe that voluntary plans are
“pot truly comparable to contractual ‘plans. They are quite different vehicles.
Most jmportant in this regard is the fact that holders of voluntary plans, with-
out the incentive created by the front-end load, have much poorer records of
persistency than do holders of contractual plans. Our studies indicate, for in-
‘stance, that some ‘contractual planholders in some periods have been 10 times
as regular in making payments as have voluntary planholders with respect
to the shares of the same mutual fund. As a resu t, if the people who had
purchased the 17,000 contractual plan accounts to which I have referred had
instead commenced to yoluntary plan programs, it is almost certain that they
‘would have made far fewer payments on those programs than they had made
on the contractual plan programs. 1t is therefore impossible to prepare any
kind of meaningful statistics.. 7 ,

My associates and I very much appreciated the. opportunity to appear before
‘the Subcommittee of which you are a member. Please tell us if there is any
further jnformation which we may be able to furnish to you'in connection with
the hearings. ) ) ' : -

Sincerely,

‘JouN H. KOSTMAYER.

Mr. Moss. The committee will now stand adjourned. We will have
no further questions for you. The committee will adjourn DOW to
meet again at 3.00 this afternoon in the same room, at which time
Mr. Robert M. Toeffler, vice president, Tnvestors Diversified Services,
will be our first witness. g N e

The committee is NOW adjourned. - ! I

(Whereupon, at 12:30 p.m., the committee adjourned, to reconvense
at 8 p.m., the same day.) ' 5

AFTERNOON SESSION

Mr. Stuckey. The committee will come to order. :
~ This afternoon we will hear the witness and a statement of Mr.
%{obert M. Loeffler on behalf of the Investors Diversified Services,
ne. .
If you would like, you can suminarize your statement and have it
entered into the record if there isno objection. :




Mr. Lorrprzg, Thank you, sir,
(Mr. Loeffler’s brepared statement follows )

STATEMENT OF ROBERT M, LOEFFLER, DIRECTOR AND Vice PRESIDENT*LAW,
INVESTORS D1vErsiFrED SERVIOES, INc.

mately $6 billion, This aggregation of assets is the largest in the field ang consti-
tutes approximately 159, of the total assets of the mutug] fund industry,
The shares of these funds are solq exclusivoly by the IDS sales force of approxi-

Currently, the median‘amount that a new If)S customer invests ig $1,280.
Thege investments are then DPooled, ang each customer shares Pro rata the

Durpose wag to insulate the assets of the customers from any legal labilities of

When the Investbent Compaliy Act wag enacted, it brovided in effect that :
if a fung was not Separately incorporated it must, Devertheless, have a
committee or some other equivalent of a.board of directors ; :
at. least 40% of the directors op Committee members (other than for g
no-load fund) must be unaffiliated with the fund manager ; and
there must be a written contract between the fund ang the manager which

must be approveq at least annually by either the barticipantg in the fund or
by a majority of the unafiiliateq directors; any change must be approved by
the barticipantg.

Today, with rare exception, majority op more of the directors are unaﬂih:ated
With the fung Sponsor, Their function ig to overgee the operations of the manager
and to make certain that it is fulfilling jtg obligations ang commitments to jtg

85—592*68~—pt. 2— 4
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customers, the fund shareholders. At IDS, 10 of the 12 directors of each of the
four funds are unaffiliated with IDS. )
This system has now been attacked as jnadequate to protect the customer
from overcharging by the fund’s creator and manager. 1 think this attack is ill-
founided. The fact is that there is no other industry in the United Staes, at
Jeast insofar as 1-have peen able to discover, whose customers have the unique
proteetion that the customers of this industry have.

Here the customers have disclosed to them in writing the precise cost of the
gervice pefore purchasing it, and all material facts relating to jt. The customers
of few jndustries have even that today. Then, in -addition, by law, they have the
additional protection of an independent committee in the form of the unaffiliated
directors, with the power and duty to oversee the operation, and to represent them
with respect to any future changes in the charge for the service.

Qo far as 1 am aware, since 1940 no management fee has ever peen raised. On
the other hand, there have been substantial and signiﬁcant reductions.

CREATION OF THE IDS MANAGEMENT FUNDS

Probably no two funds complexes conduct their operations in exactly the same
manner. I think it would be helpful to describe how the IDS group of funds op-
erates within the present legal framework and economic environment.

1DS was incorporated in 1894 in Minnesota. Until 1940 it was engaged golely in
jssuing and distributing snstallment gavings contracts, known as face amoun!
certificates, with a guaranteed fixed return at maturity. They were sold directly

by sales representatives of IDS. The' DS investment department was responsible
for the investment of the certificate reserves. :
In 1940, after the passage of the Tnvestment Company Act, IDS organized
jtg first mutual fund, Investors Mutual, to be distributed exclusively by the
DS sales force directly to individual jinvestors. Investors Mutual is a balanced
fund: 35 to 409, of its assets are invested in fixed income securities, ponds
or preferred stocks, the palance in common stocks, generally of a strongly blue
chip character. Income has been one of the prime objectives of the fund. oday
Investors Mutual has 440,000 accounts and $3 billion in assets. It is the largest
mutual fund in the world.

In 1945 IDS formed Investors Stock Fund, & common stock fund empha-
sizing income as well as growth. Today Stock Fund has 370,000 accounts and
$2 Dbillion in assets. It is the fourth largest mutual fund in the United States.

At the same time that Investors Stock Fund was formed, DS formed
Investors Selective Tund. It is @ small fund and its assets are jnvested in
ponds and preferred stocks. Today it has 6,300 accounts and $39 million in
assets.

In 1957 1DS formed Investors variable Payment Fund. It is a common stock
fund like Investors Stock Fund, but with current income only an jncidental

objective. Today it has approximately 190,000 accounts and $830 million in

assets. )
: THE IDS DISTRIBUTION SYSTEM

DS is jtself a proker-dealer registered with the SEC under the Qecurities
Exchange Act of 1934 and with the «plue SKy”’ agencies of the various states.
However, the only products sold by IDS sales repres’entatives are the face
amount certificates jgssued by 2 subsidiary of IDS, the shares. of the IDS
managed funds and jnsurance policies jssued by another subgidiary. No one
other than DS representatives sells these products. This system 1 which our
own sales force deals directly with our customers is known a8 direct distribu-
tion. We do not distribute to customers through other proker-dealers, a system
known as dealer distribution. .

organization of the IDS Sales Force

IDS has 2 sales force of approximateiy 4,000 fylltime career representatives;
they have 1o other employment or gource of earned income. They are not moon-
lighters who work at one job during the day and then go out to make occasional
gecurities gales to friends or relatives in the evening. )

The IDS sales representatives are -carefully selected, trained and supervised
by an extensive organization neaded by the Vice-President Sales and his staff
in Minneapolis, and by nine Regional Vice Presidents, 170 Divisional Sales
Managers and 675 District Sales Managers in the field.

Selection and Training of IDS Sales Representatives

The Divisional Sales Managers seek out potential DS representatives. They
interview and test them and check their references and packgrounds. All of this

e ———R
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information, with the results of bersonality ang aptitude tests, ig evaluated by
IDS against its experience to assess the applicants’ qualifications,

There is nothing casual about thig process. In 1966, for example, 4,200 appli-
cants sought to become IDS sales representatives, completed the business, per-
sonal and family history forms, and took the aptitude tests. Of these 4,200
applicants, only 1,111 were appointed ‘and licensed ag IDS saleg representatives,

fter a new man is selected, and before he jg hired anq commences dealing
with the bublie, he is extensively trained ang thoroughly acquainted with “the
broducts offereq by IDS, its sales standards ang Dolicies. After this training he
must pass the federal ang state examinationg required to secure hecessary
licenses, :

this fashion and also at periodic regiona] and home office neetings and confer-
ences. Recently, 1,250 1DS Tepresentatives from throughout the country par-
ticipated in a three-day working conference at the company’s home office in
Minneapolis, . . ‘

Sales Supervision

IDS has developed an extensive Supervisory system. Along with their responsi-
bility for training, our divisional and district saleg managers have Specifie, de-
tailed and continuing Tesponsibility for Supervising the sales activitieg of their
representatives. Their berformance jn supervising ig measured on g regular
basis.

cations of deviation from IDS sales Policies and to make sure that the customer
is being charged the lowest applicable sales charge to which he ig entitled by
reason of previous burchases; : .

IDS has 11 Customer Relationg Representati‘ve:s continuously in the field to
audit the operations of the divisiona] offices and monitor the activities of the
sales force through bersonal interviewg of customers selected at random,.

Mutual fundg do not necessarily fit into the financial planning of an customers

and four service anq follow-up ecalls in 4 day. This meang 12 sales interviews in
a six-day week, Experience has shown that g Successful IDS salesman averages
five saleg interviews per sale, )

The maximum sales charge at IDS is 8% ang the minimum ig 1% depending
on the size of the investment, A customer’s existing investmentg in any of the
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funds:are aggregated with any new purchase to determine the vappl,icable sales
charge. L ; : R :

- Furthermore, various options and privileges are available to IDS customers
which significantly veduce the effective sales charge as 2 percentage of the
total amount paid in. At 1DS, capital gains distributions and,investment income
dividends may be reinvested without charge. In 1966, at DS $2‘38,332,000 was
jnvested in that way-. Also a ghareholder of one IDS fund may transfer his
investment to another DS fund without sales charge or other fee. $140,211,000
was S0 transferred in 1966. i ’ )

The effect of these _various options. and privileges is significant. The gross
commission income of IDS in 1966 was not 8% of sales, but 6.6%. It was only
4,69, of new money invested, which included reinvested dividends and capital

ains. And it was only 3.9% when free intra-fund transfers are included. The
trend in allthese percentages has been downward.

These are averages not applicable to particular investors. Nevertheless, these
options are available to and are availed of by our customers, and with impressive
results. For example, if in 1945, when Investors-Sto‘ck Fund was organized, 2
customer had invested $1,000 at an ]9 sales charge, his total cost would have
peen $80. BY reinvesting his dividends and capital gains distributions at no
charge, as 959 of Stock Fund investors do, he would bave dramatically reduced
the effective percentage sales charge o1 the money he paidin: - }

At the end of the fifth year e would have paid in ‘a total of $1,245 and the
effective sales charge on the money paid in would have dropped to A%,

At the end of the tenth year he would have paid in $1,939 and the effective
sales charges on the money paid in would have dropped to 41%.

At the end of the seventeenth year, the usual life of an ID mutual fund
account, he would have paid in $3,547, and the effective sales charge on the
money paid in would have dropped toonly 2.9%.

‘At the end of the twenty-seeond year, October 31, 1966, he would have paid
in $5,422 and the effective sales charge on the money. paid in would have
been less than 1.5%.

In other words, this customer paid a sales charge of $80 to make an initial in-
vestment of $1,000, and paid pothing to jnvest an additional $4,422. 1f he had
then redeemed his shares he would have received $9,558 with no commission
charge, all ,generated from hig original $1,000, and the effective charge on al
money in and out would have been 0.53%. This is a far cry from an 8% sales

It

oad. . o
The results of IDS’ fund sales operations are set forth in the following table

showing gross sales charges, expenses, and net income OT loss for each of the
years 1962 through 1966 and for the period ended August 31,1967, :
1962 1983 64 o 1965 1966 8 months
. . - Aug. 31, 1967
Sales chérges.; ........ $23,378, 844 "$22,815,100  $32, 43,610 $40, 384,875 $35,916, 149 $18, 064, 581
EXpenses._______..__'._. 24695, 836 23,935,204 32,443,694 ‘39,287,374 34,006, 444 18,279, 895
‘Net income (ioss) before L : - 5 )
income taxes. ----=-- (1,316, 992). (L 120, 104) (200, 083) 1,097,501 1, 819,705 215,314y
Net income as percent S )
of sales.co-n-nm-mmo (0.38) (0.32) (0.04) 0.18 0.34 -~ (0.08)

The following table shows the average'gross income of TDS’ sales representa-
tives and district sales managers for each of the past five years and as projected
for 1967 from the first six months. They have no other source of earnings and
must pay their business, expenses from the gross get forth below : k

. AVERAGE GROSS INCOME FROM SALE OF ALL PRODUCTS
- Sales District sales
representativesl managers?

$7,853 $14,734
13,683

109!{ .representatives with more than 18 months of experience are inclided. . .
2 Divisional sales managers, the next level of sales managers, usually have higher incomes than do district sales

managers
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It is apparent from the foregoing that the present level of sales charges ig
determined by the economies of distri:buftion, and is necessary to maintain an
adequately compensated, adequately trained and properly supervised sales force,
Moreover, ag shown above, when viewed with all of the privileges included, the
effective charge to the customer ends up to be low indeed.

Section 12 of the Bills Relating to the Sales Load

Section 12 of the Bills woulg amend Section 22 of the Investment Company
Act to limit the maximum sales charge to 59 of the net amount inves-ted—4.76%
of the offering price.,

IDS would pe happy to see the sales charge on’ Smailler sales lower than 89,
if it were economically feagible, We have made studies seeking meang by which

that our effortg in this direction have ceased, but the bresent level is dictated
by economic reality, '

What would be the consequences of thig broposal? Our studies show that with
2 5% maximum the average income of an IDS saleg representative in 1966 would
have been reduced by $2,900 to $5,200, or over 85%. This simply would be
inadequate to retain trained saleg representatives or permit us to attract and
broperly train new ones. ’

sufficient reason to reject this barticular proposal. There ‘are other social
consequences of g serious nature. To begin with, enactment of the proposal
would undoubtedly mean that thousands of full time traineq Securities salesmen
Specializing in mutual funds will leave the business. Their loss would signifi- |
cantly reduce the availability of thig particular investment medium to milliong
of people. Moreover, most of these bpersons, those with relatively little to invest,
are the very ones for whom mutual funds are brobably the most appropriate and
safest form of equity investment., ;

There is another and equally serious consequence which must be mentioned,
This proposal would have itg heaviest impaet on well-trained, full-time career
sales representatives like those at IDS. These are the men it would drive from
the business, leaving the field to the So-called moonlighter, the part-timer who
has another job and sells funds to raise Some extra cash. I do not believe this
would be either Socially desirable or wise. The Securitieg Exchange Act Amend-
ments of 1964 sought to up-grade the training and qualifications of securities
salesmen. Thig industry ang my company joined with the SECQ in support of
that legislation, The current DProposal is utterly contradictory to and inconsistent
with those objectiveg, Therefore, we oppose it,

IDS MANAGEMENT SERVICES

In ‘accordance with the Investment Company Act of 1940, IDS hag entered
into Investment Advisory and Services Agreements with each of its mutual
funds. Thege contracts have been approved by the shareholders and their
gonvtinuation has been subject to their approval or that of the fundg’ independent

irectors.

The name given thege contracts is significant. Over and above the furnishing
of investment advice, thege contracts require IDS to perform—at its own ex-
bense—all of the administrative services necessary to the operations of the
funds and to assume the expenses of any services performed for the funds by
others. Thus, IDS furnishes the funds wih office’ facilitieg and supplies, and
berform or pays for all accounting and auditing services, In addition, IDY ig
stock transfer and dividend disbursement agent for the funds, Prepares the funds’
reports and proxy Statements, pays for their custodial serviceg and is responsible
for the fundy’ ‘compliance with the record keeping ang reporting requirements
of state and federal 1aw.

This meang that the management fee paidq to IDS by each fund is the only
€xpense of that fund.

All of the advisory angd administrative services furnished by IDS must meet
the approval of the directors of the funds. Bach has twelve directors of ‘whom
only two are, in any way, associated or affiliated with IDS, The men who serve
on these boards are experienced in businegs, financial ang legal affairg, They in-
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clude lawyers, college presidents and pusinessmen. The number of independent
directors on the IDS funds boards exceeds the requirements of the Investment
Company  Act.

The funds have 4 full-time president, vice-president general—coun’sel and sec-
retary-treasurer. These officers do not report to IDS and are not affiliated in
any way with IDS. They are accountable solely to the boards of the funds.
These officers continuously monitor IDS’ services. They have access to alk
records and are provided with periodic and special reports in form and content
established by them. Any revision of procedures or standards of pusiness, and
any significant changes in existing policies, are Jiscussed with the funds’ officers
and directors. ! )

The fund directors meet monthly. An executive committee of each poard meets
weekly. At each meeing of the fund poards IDS makes 2 formal report. This
report includes, among other things, & complete analysis of the stock market and
the performance of the funds, as well as a discussion of the economic outlook,
the market outlook and the investment strategy to be employed on behalf of each
of the funds.

Coniract Neégotiations .
In the past five years four new gets of contracts were entered into with the
funds.

In 1966 the contracts were amended to provide for a reduction of the manage-
ment fees equivalent to the entire net profits attributable to fund securities trans-
actions realized by an IDS gubsidiary which had become 2 member of the Pacific
Coast Stock Exchange for this purpose in 1965.

The other three contract revisions were the outgrowth of protracted nego-
tiations. In each instance the funds appointed 2 negotiating committee composed
of independent directors and the funds’ General Counsel. For these negotiations
1DS furnishes complete financial jinformation concerning IDS’ business relation-
ships with the funds. In addition, all available information with respect to other
mutual funds and mutual fund managers is obtained and considered.

IDS also formed 2 negotiating committee to meet with the committee repre-
senting the funds. Negotiations of the new contract which went into effect in 1963
extended from April 9, 1962 to November T, 1962. The negotiations of the 1964
contract changes extended from January 15, 1964 to June 23, 1964, The nego-
tiations of the 1967 contract extended from May 19, 1966 to September 14, 1966.

During the periods of negotiations, these committees met several times each
month, sometimes separately and sometimes jointly. PDuring these meetings var-
jous offers and counter offers were made and discussed and various alternate
arrangements considered. The ultimate agreement as to each contract was the
result of genuine arm’s length negotiations.

Other Factors Affecting Management Fees

There have been other developments which have contributed to reduction of
management fees in the industry generally. As the mutual fund industry——mclud-
ing IDS—grew rapidly after World War 1I, particularly during the middle and
1ater fifties, management fees grew m‘ovortionately. The industry, fund managers
as well as fund directors, began to reexamine what until then had been the stand-
ard fee of .50% of net assets annually. Some fees were reduced.

By the early 1960’s the level of mutual fund management fees was challenged
in litigation prought on behalf of the shareholders of various mutual funds. Most
of these suits were resolved by reductions in fees, generally by the adoption of
sliding scales which provided for lower fee charges as the funds’ assets grow.

As the industry grew, there was greater public awareness of mutual funds and
the various levels of charges. This awareness increased competition among funds
with respect to fee rates, and funds with higher charges met pressure to reduce
their expenses to those of their competitors. This pressure was increased by the
publicity surrounding the Wharton School Report and the 1963 SEC Special'Study
of the Securities Markets.

The Results at IDS

For all of these reasons—fund negotiations, increased competition, shareholder
litigation, and greater public awareness—management fees generally, and at IDS
in particular, have been steadily and substantially reduced in recent years.
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The effect on the expense ratios of the IDS managed funds ig ag follows:

1966

The resultant actual cost to g typical customer with a $5,000 aceount in an
IDS managed fund is as follows ; . . ‘

Management fee:
1962

___________________________________________________________ $26. 50
e 25. 00
1903 T e 22. 00
e 20. 00
8 Mo T007 " mamaTing) oo T 17. 00
8 mos. 1967 (annualized) ________________________________________ 15. 00

The effect hag been to reduce the cost per dollar of investment for an IDS
customer from 1962 to date by over 43%. These reductions, in total, produced
management feeg in 1966 which were $9,300,000 1ess than they would have been on
the basis of IDS’ 1962 contracts,

A typical IDS customer with g $5,000 account, paying an annual management
fee of $15, could not obtain the services provided by IDS——including diversifica-
tion of risk and professional investment management—outside the mutual fung

than $100,000, Those that do set minimum feeg which would pe brohibitive to the
typical mutua] fund customer, In Philadelphia, for example, the major bank
Wwith the lowest fees would charge at leagst $460 per year to handle a $100,000
account. At IDS the management cost to a fund shareholder with a $100,000
account is $300. More to the point, however, ig that an IDS customer need not
have $100,000 or $10,000 or even $1,000 to invest, .

Bank common trust funds are the only investment medium generally offered
which are ‘comparable to g mutual fund; however, the management charges
imposed for participation in common trust fundg are all s‘ubstan’tially higher
than thogse charged by IDS, Furthermore, the banks almost without exception
impose a minimum annual charge regardless of the amount of money invested.
hia thig ranges from $75 to $200, and in Minneapolis from $125 to
$175. 1f IDS were to impose g minimum charge of $75 on each fund account, the
cost to our fund shareholders would be prohibitive,

Section 8 of the Bills Relating to Monagement Fees
N otwi»thstanding the effectiveness of the present System, Section 8 of the Bills
would amend Section 15 of the
be a statutory requirement that management fees bhe “reasonable,” and that the
courts, in a'suit either at the instigation of the SEC or any fund shareholder, be
empowered to determine the reasonableness of g fee, in effect to set the fee.
At first blush this proposal may appear innocuous enough. Moreover, it places

knowledged that “on the whole investment companies are managed by com-
petent persons” —who believes hig prices for goods or services should be or are
unreasonable. Thig DProposal raises a serious question : Who is to have the
bower to set prices for the products or services, the business man himself or
Someone else not, engaged in the day-to-day running of g business, who does not
have the responsibility, who need not answer for the results and consequences
of his; actions?

that fact ig important,
During the history of our Jurisprudence courts have always been reluctant
to substitute their judgment on businesg matters for the businesg judgment of
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directors. This proposal would reverse this tradition and direct the courts to
. substitute their judgment for that of businessmen. Certainly the pricing of a
product or gervice isat the heart of any business operation. !

" 1 do mnot question the competence of a court to determine the reasonableness
of a price. Courts, and juries as well, have often been required to do so. They
have done S0, however, generally in situations where it was necessary to resolve
a controversy between private litigants and where the determination would
normally affect only the litigants and then only with respect to a particular
completed transaction. The practical effect of the proposal in HR. 9510 and
9511 is to put the courts in the business of regulation; it would impose upon
the courts the responsibility and necessity to set prices at which an jindustry
must offer its gervices in the future. This has never been regarded as the func-
tion of our judiciary. B

In another respect this proposal is an even more far reaching jinnovation. This
industry is not a public utility. It enjoys no anti-trust exemption permitting
a price-ﬁxing agreement among mutual fund managers.

It is a non-protected industry where free entry exists. I know of no statute
in the history of the United States absent war time, which gave either a federal
agency or-a court the power to prescribe the price for & product or gervice in &'
competitive jndustry, and thereby the power to regulate the profits of an in-
dustry in accordance with whatever in its judgment it deems to be appropriate
or reasonable. his Bill does just that, and I believe it is the first in our history
to do s0.

Moreover, not only the courts would be engaged in the business of regulating
management fees. As a realistic matter this proposal gives to the SEC itself the
power virtually to set management fees through threat of litigation and its con-
trol over proxy and prospectus requirements.

As I mentioned pefore, I do not suggest that the fact that this proposal is &

significant jpnovation in our social and economic system determines whether
the proposal is wise or unwise. I do submit, however, that there is imposed on
the proponent of such legislation the obligation to provide at least some reliable
indication of what the probable consequences of the jnnovation would be. The
SWC has not even undertaken to do so. It has given this Committee no evidence
whatever of the probable consequences of its proposal either to the industry or
to the millions of people whom the industry serves.
g this proposal is enacted, management fees, invtead of being governed by
the interplay of economic forces and negotiations, as now, would be set by the
SREC of a court without the consent of those engaged in the busginess. Here are
some of the questions that arise. '

If, as a consequence, management fees were reduced pelow what competitive
forces would otherwise produce, what would be the results? Will the quality of
the service suffer? Will the entrance of new companies into the business be in-
hibited? Will the sponsorship of new funds by those management companies al-
ready in the pusiness be Jeterred ? Will newer entrants who have not yet achieved
a profitable Jevel of operations be discouraged from continuing? wWill the devel-
opment of new services for fund customers be retarded? Will there be endless
litigation or instead will absolute uniformity in both fees and gervices in the
industry result?

Contrast these uncertainties with the known results of the present system.
Concentration in the industry is diminishing. The variety and availability of
services is ipcreasing. The quality of the service is improving. And the cost of the
service to the consumer, the fund shareholder, is decreasing.

We. urge you not to replace the dynamic force of a competitive gystem that
is working with a new and untried system having unknown and unforeseeable
consequences.

CONTRACTUAL PLANS

The IDS contractual plan——Investors Accumulation Plan—might well have
been discussed in my comments on 1DY’ distribution gystem because it is a form
of distribution. However, in view of the particular concern which the SEC has
expressed about contractual plans pecause of the front-end load feature, this
subject is treated here separately.

In September of 1965, after geveral years of study, IDS introduecd a con-
tractual plan for the accumulation of mutual fund shares. We decided to do this
because new methods were required to meet the needs of the expanding market
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of younger investorg, They lack the cash lecessary for lump sum investment,
but desire to build their resources through the systematic investment of a
bortion of their monthly income in equity Securitieg,

From oyp €Xperience we Were convinceq that g front-eng sales charge woulg
be lecessary tq enable our salesmen to reach customers in this market, The
burpose of the front-enq sales charge ig tq DProvide the initial saleg compensation
Decessary to enable the salesman tq work with investorg whose monthly invegt-

end loag, IDS weighed g]] of the ‘Competing objectives : the objective of the
le sales charge anqg to minimize his potentia]

application involving onthly baymentg of over $100.00. ,

€ have haq only limited experience With our version of the front-eng sales
charge, Thug far, however, our confidence in itg Soundness Seems justified. From
October 1, 1965 to Decembper 31, 1966, 58,251 accumulation blans were sold. Of
these Dlans, 3,048 Or 5.29, were Cancelled anqg the full amount of the customers’
Paymentg refunded. Of the Iémaining 55,203 Dlans, 1,398 or only 2 59, have been
terminateg and 53,805 or 97.59% have remained active,

nd IDS blan mugt be in force for three years before IDS recovers
its costs and begins to make g brofit. If the SEC’s broposal were in effect, IDS
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&'s after-tax profit from mutual fund operations
annualized from the first eight
ncome from mutual fund opera-

The following table shows 1D
for each of the past five years and for 1967, as

months, and measures that profit against gross 1
tions, mutual fund assets and mutual fund sales.
: 8 months
1962 1963 1964 1965 1966 1967,
(annuahzed)
Profit from mutual fund . .
operations.---------= $4,633, 579 $4, 152,025 $5, 850, 418 $7,375, 497 $7,624, 910 $6, 550, 000
Ratio of profit (percent):
To gross income.-- 11.85 10.52 11.4 12.23 13.48 13
To average net
assets. - ----=== .15 1 14 .15 .15 2
To mutual fund sales
(excluding rein-
vestment of divi-
dends and capita
gains)--------=- 1.33 1.30 120 1.22 1.42 1.6

Companies of comparable size elsewhere in the financial community are vastly
ample, banks and insurance companies with comparable

more proﬁtable. For eX
assets enjoy profits four times those earned by 1DS from its fund' operations. he

facts will not support the SEC’s charge of ove
fund business. They do not justify t! i
the industry, with admittedly incalculable consequences,
posals would produce.

. Mr. LOEFFLER- Mr. .Chairman, members of the cofnmittee,.with me
is M. Joseph F. Grinnell, general counsel of Investors Diversifie

Services.

As you have suggested, rather than read the entirety of the state-
ment, 10 Jeference to the committee’s time I will endeavor to sum-”
marize it and make certain points which T feel perhaps should be
partvicula,ﬂy made and otressed rather than cover the entirety of the

statement.

Mr. STUCKEY. Without obj ection.
Mr. LOEFFLER. 1 am a director and vice president—law of Investors
Diversified Services, of Minneapolis. 1 think I should first d_escribe

just a little bit about IDS, as Investors Diversified Service 18 com-

monly referred to.
r and sponsor of four mutual funds for which it

1DS is the creato or W
servesas the investment manager and as the sole and exclusive distribu-

tor of the funds’ shares. The assets of these four funds collectively

total about $6 billion, and constitute about 15 percent of the total

assets of the mutual fund industry-
DS distributes the shares of these funds through its owWh. sales

force of apprommately 4,000 men and women who work full time
solely as career sales representatives of IDS. The sales of the TDS sales
force amount, t0 approxunate y 15 percent of the total sales of the
mutnal fund industry. They distribute throughout all of the 50 States.
1 would like to comment first on the Commission’s pro i
respect tO the sales load, P
statutory maximum of b percent. Before doing SO T should mention
that IDS is a fully integrated distribution systerm. By that, 1 mean
that IDS performs all of the distribution functions from that of

principal anderwriter down to the direct sale to the customer and:

subsequently the servicing of the customer account. It 18 all performe

by IDS.

- —
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A description of the IDS distribution system is contained in the
written Statement, particularly op pages 6 to 10, but I shal] not go
into that at thig moment, ,

r. Kerre, Did you start off thig way or is this something that finally
developed ?

T. LOEFFLER. TDS hag always distributeq In this manner, IDS was
formed in 1894, and wag from then through 1940 4 distributor of
securities through its owp direct sales force, In 1940 it founded its
first mutua] fund, anq began the distribution of the shares of those
mutual fundg through its sales force in the Same manner as it had
theretofore operated. ‘ ‘

many years novy,

The SEC has grounded its proposa] for a statutory maximum of 5
bercent on what it refers to, as T understand it, the theory of perverse
competition, Tn substgmce it seems that the 2ommission’s charoe has

I make that point because it ig totally 1napplicable to IDS. We do
not compete for dealers. Dealers do not sell the fundg’ shares- distrib-
uted by IDS, Only the IDS sales representatives sell the shares of the
IDS~d1'stributed and IDS-managed funds; so there is no competition
for dealer favor, REETI

r. Stuckey. Do you, in a sense, do your own underwriting?

Mr. Logrrrpg, Yes, sir; the entire part, ‘

Mr. Stuckry. Do you mean to say that you no longer sell as broker-
dealers individua]l shares of stock ? ‘ . '

I'- LOEFFLER. The TDS sales representatives se]] mutual fund shareg
of the IDS-managed funds only, and thoge funds may be—

Mr. Sruckgy, But do they not se]l— R '

Mr. Lorrrrig, Other securities? - - '
Mr. Stucicry. Yes. ~ k '
r. Lorrrrpg, They sell a face amount certificate, which ig issued
by an IDS subsidiary, They sell life insurance, which is issued by a
wholly owned life insurance subsidiary of IDS. They sell no other
'securities, . T
Mr. Stuckny. Only IDS ¢ R
. LOoErrrng, Only IDS products; yes, sir, and these products may
be purchased only from the IDS sales representatives, :
r. Kurre, Ts'this life insurance business, that You have, the typi-
cal stock company? R '
Mr. Logrrrgg, Yes, sir.
. Kurrn. Or is 1t something geared in especially with your mu-
tual fund businegs 9 ~

aaS—.
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. Mr. LOEFFLER. No, sir. It is all forms of life insurance, ordinary
life, term life, reducing life, sold independently of a purchase of fund
shares:

Mr. Kerre. No tie-in sales?

Mr. LOEFFLER. No, sir. :

Mr, Kerre. There are some that have tie-in sales, are therenot?

Mr. TLOEFFLER. There are, although T am not terribly familiar with
them, sir, and Tam 2 little reluctant to comment. 1 am not sure that
they would strictly be what you call a tie-in in the sense that neither
may optionally be purchased separately from the other. T am just not
sure. I think a tie-in means that you cannot purchase one without the
other, at least as 1 usually understand the term, but T may be wrong
on that,sir. o ~ .

1 may say on this, in response to your question, the IDS sales

hilosophy 18 based on what they call a four cornerstone approach,
and that is that the average person should have money: in the bank for
immediate emergencies, cash, that he should have life insurance, that
e should then have some fixed savings program of a fixed type, an
then that he ghould have somé equity flqvestments such as a mutua

fund as a hedge against inflation. That 18 the basic sales ph'ﬂosophy
of the IDS sales gepresent»atives, and they are in 2 position to offer any

form of these various investments.
, Mx; Krrra. 1t was not inadvertent when you left out life insur-
ance ? ' , : :
Mr. LOEFFLER. No, sir; life insurance I think is second. After cash
in the bank, life insurance is in the foremost of the program. .
Mr. Stuckey. Is this a contractual type of plan that the salesmen
are selling ?
Mr. LOEFFLER. We also have & contractual plan, although I was not
referring to that at the time. I can comment on that separately. It is
slightly Jdifferent than the industry format.
Mr. Stuckgy. So you would offer just every type I guess except 2
no-load ?
Mr. LOEFFLER. Everything except 2 no-load, yess SiT's within the IDS
family of packages, family of products. ' '
“Mr. Srucsey. Right. o v

Mr. LoerrFLer. 1 thought it necessary and essential to point out the
- fact that IDS does not compete for Jdealer favor because the
maximum sales load is 8 percent, and it graduabes,down from 8 per-
cent. A description of the effect of various options on the average
commission income to IDS is contained in my written statement,
parmcularly on pages 10 to 13. Rather than go into those, however,
at this moment, the particular point T wanted to make related to the
uestion of why, if IDS does not have to compete for Jealer favor,
oes 1t necessarily have & sales load as highas8 percent as the starting
maximum. : : o

The answer to that is solely 2 question of economic necessity, and
this is the primary point whic 71 did wish to make and to stress.
On page 13 of the written statement, if you have it before you,
are the statistics with respect to the gross {ncome, expenses, and then
net income to TDS from di tribution of mutual fund shares. This
shows the data for the years 1962 through 1966, and for this year to

| |




— '

475

num of 8 percent sales load ag the starting point,

Mr. Kgrr, Except of course as. you get additional funds over which
you can—— . ,

Mr. Lorrrrzg, Fromthe management fee? -

Mr. Kerrh, Yes, , : Bt

Mr. Loerrrer. We do realize a profit from the management fee,
Otherwise, we would not even be in the business, , ;

Mr. Kerra, This is the kind of point I have been making right along
through these hearings, that the genesis and the sustenance of these
mutual funds is in the investment company, ,

r. Lorrrreg, Yes, sir; and this is a,sugject which T would like to
get to as a separate point. Perhaps T could get to it later unless you
would wish me to get into it at this moment, , ~ :

Mr. Kerra. Not at all, Go ahead. :

Mr. Lorrrrer. The question on the distribution side that immedi-
ately arises in view of this result to IDS ig what do our sales repre-

sentatives make, since the major expense is the commission to the
sales force, the sales representatives and their supervisors. Are they
making exorbitant op excessive incomes ?

On page 14 of the statement, is the average income of the saleg
representatives of IDS and of the district sales managers of IDS for
the period from 1969 to date. :

The difference between a sales representative ag shown there and g
district sales manager is that a district sales manager will spend ap-
p.roximately. 50 percent of his time in sales and about 50 bercent of his

about five sales representatives to a district sales manager.,
As indicated there, the average income to an IDS sales representa-
tive in 1966 wag $8,000 per year, and for a district sales manager was

$14,000. These are full-t{mg career sales representatives, T think it is

As an actual matter and in practice, what happens is that the sales
representatives, those who are qualified and able, naturally move on to
becoming district sales managers, because $8,000 normally will not
retain a good man on g bermanent basis, and that is the brogression
which occurs, :

" The entirety of the point which I wish to make from this is that it
is abundantly clear that the reason for the level of our saleg loads is
strictly a matter of economic necessity, Tt ig a matter of the economics
of distribution, the amount which ig necessary to maintain an ade.
quately compensated and an adequately trained and a properly super-
vised sales force, '

I might say that we would be happy, too, if we could cut that max- -
imum and reduce it. Tt would be good business and we would like to do
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s0. We have studied ways in an endeavor to do 80, but we simply have
not yet, to date in any event, been able to devise a means by which
~ we could reduce the maximum perhaps, and level it out. )

1 would like to turn for a moment to & comment on the impact of
this proposal. o :
~ First of 11, of course, the proposal to reduce the maximuin sales
Joad to b percent would mean. a reduction in the income of the sales
representatives, a reduction of approxima.tely 35 percent, and we sim-
ply would not be able to keep them on that basis, but that alone 1s
not the only consequence. ) )

Mr. Kerra. Excuse mé a second if I may, My, Chairman. ;

Tt is quite significant, it seems to me. These men are really part-time
salesmen insofar as mutual funds are concerned. They are full-time
salesmen, but they spend a part of their time on mutual funds and a

art of theirtime on life insurance. . ‘

Mr. LoErrFLER. Y €5, in that sense they are. When they call on & cus-
tomer, they are in a position to offer the full line of ISD products,
which includes life insurance. The $8,000 figure is the income of the
average sales representative trom all sources. Most of that is from the
sale of mutual fund shares. When T say most, 1 believe that over
percent, 79 percent of their income is from the sale of mutual fund
shares. e ‘

Mr. STUCEERY. Y Ou do not think then, if it were lowered to percent,.
that this would tend to increase sales?

Mr. LOEFFLER. No, sir. If we thought it would we would do it now.
What it would eliminate in particular would be the ability of the sales:
rep’resentative to call on the small investor, he who has only 2 smal
amount to invest. ‘ ‘

Mr. Moss. Let me express my apologies to you. ‘Tt was necessary
that T be in attendance at another subcommittee “vhich I chair, in order
to get out a rather ¥ressing report. »

Mr. LOEFFLER. XS, sir.

Mr. Moss. Tdoa ologize.

Mr. LogrrrER. The further point that T wanted to make, before
leaving this question of the impact of the Commission’s proposal on
the sales load, is this: Not simply that it would reduce the income of
the sales representatives. That is of concern to us and it is of concern
to our sales force, of course. But the heaviest impact of the proposal
would be upon the full-time career security sales representatives such
as those at IDS. These would be the men who would have to leave:
the business and seek employment elsewhere or other means of income.
The impact would be to leave the field primarily to the part-time se-
curities salesman, to. what you might call the moonlighter, the man
who has a regular job, a regular mncome and salary, and then sells:
mutual funds at night as a means of supplement-al income, and the
tendency of this bill would be to leave the field to them. ‘ ‘

This, I think, is directly inconsistent with what were the objectives:
of the 1964 Securities Act Amendments, which sought to upgrade the
training and the qualification and the supervision of security salesmen.

My company, and I think the industry generally, cooperated with
the Commission in support of that act and of those obj ectives, but the:
impact of this proposal runs directly to the contrary.
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Mr. Warkrys, Mr. Chairman ¢
Mr. Moss. M. Watkins. :
r. Warkins, T would like to agk g question of you, if you woulq
care to answer it, jf youare in a position to,
Do you think that the Congress of the United States hag any legal
right to regulate this Inoney ?
I. LovrrLEr. By legal right, if you mean constitu‘tionally
Mr. Warkrys, Constltutionally, do they have a legal right to do it?
Mr. Lowrprzg, T See no constitutiong] question, sir,

r.
Mr. Logrrrgg, No, sir.
r. WaTkrns, Thank yoy,
. Mr. Moss. Aga matter of fact, you are operating under g congres--
sionally impoged ceiling at the Present time, are Yyou not?
Mr. Lorrrrgg, With respect to contractual plans, that would he 803

The question really is one of ubon what system shal] be rely to
Produce g reasonable price leve] ? Basically there are, of course, two

do not say that critically. T say it only in order to pose what I be.
lieve is the issye, The SEC states that tﬂe reason—well; let me first
make one further comment on that, :

hen I describe the proposal as regulation, it is for this reason :
This proposal w uld give to the courts or to the Commission, which

one 1s immaterial, the bower to establish the price for the investment

action, such as the court as it would be in this case, is given the power
to set the price, that ig regulation, and that is what we would have
ere,

The SEC, in Support of itg recommendation that we 80 to a regula-
tory system with respect to management fees, has taken the position
and c]);arges that the present System is not working in the interegt
of the consumers, the ultimate consumer, the fund shareholder who
uses the services and pays the charge, The Commission’s charge is
that it is not working effectively because, if it were, as the fundg
have grown in size over these past few years, the inevitable conse-
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quence would have been to reduce the charge to the investor, to T
duce the management fee, the rate, the per dollar rate.

My conviction is—and this is what T wish to point out—that the
present, system is working. 1 think had the SEC made 1t8 charge
10 years ago, there might have been a great deal more validity to
the charge, but T think that the charge 18 predlca,ted upon circum-
stances which might have obtained 10 years g0, but which no longer
obtain in the industry.
IDLSet me refer specifically to the present situation as it exists at

During the past 5 years, since 1962, four new sets of contracts re-
lating to the management fee have been put into effect, each one suc
cessively reducing the per dollar rate of cost to the investor. One 0
them related to an IDS subsidiary which became 2 member of the
Pacific Coast Stock Exchange, for the purpose of being able to handle
portfolio brokerage transactions for the funds. At the time that that
was done, the contracts were amended to provide that the manage-
ment fee would be reduced by an amount equivalent to 100 percent O
the net profits from the handling of the fund brokerage transactions.

The other three contract changes during the past 5 years were the
result of rather extensive negotiations between IDS and those directors
of the mutual funds who are unaffiliated in any way with .

There have been other factors which have influenced the present
trends of management fees. These include increased public awareness,
increased awareness on the part of the managers, the general maturity
of the industry, and increased competition.

As a result of all of these factors and these contract changes, on
page 21 of the written statement which I have submitted are the figures
showing the effect at IDS, and the benefits which have accrued to the
million fund accounts which IDS has.

Tn 1962 the expense ratio for the IDS funds was 0.53 percent. That
covered all expenses of the funds, fifty-three hundredths of 1 percent.
Under the IDS contracts IDS absorbs all expenses of the funds out
of the management fee SO the management fee and the expense ratio
are exactly the same. In this current year, the expense ratlo has been
reduced down to 0.30 percent. That is 8 reduction of 43 percent. ‘What
does this mean to the individual shareholder, to our individual IDS
customer ¢

Tn 1962 it cost $26.50 total expense for the maintenance of an ac-
count of $5,000, which is our average account. In 1963 it was $25. In
1964 it was $22, in 1965 $20, in 1966 $17, and currently this year it is
running at a rate of $15, 2 43-percent re uction. There have been sub-
stantial economies. These have been passed on to the funds share-
holders. ‘

Tt is our conviction that this present system is working and is work-
ing well and effectively.

}r. Moss. Would you tell me where in this system the force of
competition enters ?

Mr. LOEFFLER. Yes, sir. ‘

Tt has its bearings in many ways. One is when we sit down to
review our management contract annually; we are very much aware
of the cost of equivalent type services, primarily the charges being
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charged by other fung mangers. There are approximately 100 spon-
Sors of mutyal funds, each competing with the others for the investor
dollar. We sit down and we review this, and we have it very definitely
bointed out to yg if another fund manager is using g different system,
Providing a service here that we do not provide, or charging a lowep

r. Lorrrryg, They have the Power to do so.
r. Moss. Can you cite me any instance in any fund where that has
happened ?
Mr. Lorrrrug, T think there wag g reference here the other day,
sir, to a fund which changed itg Investment managers a couple of
Years ago. Generally Speaking, sir, it does not happen,. and I do not

ment company—shoylq sit down and say, “We can get a better deal
from another management company op from a bank o someone else
over here who wil] manage this for 2 centg less. Therefore, we shift
over here.”

Mr. Moss. They do not really know, do they, because they do not
invite any competing offers—

r. LorrrLer. Tt is a]] published, sir,
Mr. Moss (c‘ontinuing).Or Proposals?
Mr. Lorrrrrg, Thig inforngation is all published.

r. LorrrLER. To other funds?
Mr. Moss. To undertake management activities for them ?
r. Loerrrer, N 0, sir. '
r. Moss. You do not.
Mr. Lorrrreg, We have never considered this,
r. Moss. Do you know of anyone else who does? .
In other words, we are going to use terms here. T think if we are

going to talk about competition, let’s bring it down to—.

85‘4592—~68——pt 2—5
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say it was an advertising account. We know that there is good sharp
competition to get it.

Now it is in a Jifferent sense that you use the word “gompetition”
here, is it not ?

Mr. LoprrLer. It is a different form of competition that 1 am.ad-
dressing myself to; yes, sir.

Mr. Moss. Let’s say 2% is less competitive competition. You are say-
ing it is competition of performance.

Mr. LoerrLER. NO, sir. That would be only part of it. No, sir. I
think if T might try to clarify what I am referring to, there are ap-

roximately 100 managers of mutual funds, 100 different companies
which are managers. What we compete for essentially is the investor
dollar of the customer, the ultimate customer.

Tn doing so, the price of our product to that customer is an aspect of
that product. We do not sell to the customer solely on a question of
price, as in man other types of commodities which are not sold on

rice alone, but it is an aspect of it.

We compete with 100 other sponsors of mutual funds who compete
for the customer favor, the ultimate consumer, for his dollar, and the
cost of our service, which is clearly disclosed on the prospectus, is
an aspect of the service that we are selling. It 1s an aspect of the
product.

Mr. Moss. I have no doubt that as it shows in the prospectus that
it is an aspect of the service. T am not always cortain how much empha-
sis might be placed on that, how much of 2 comparative discussion
would be undertaken with a prospective buyer. 1 would assume that
the good salesman would duck that point and go on more to the items
of more immediate benefit to the buyer rather than getting into the
technical details of management and things of that kind.

Mr. LogsrLER. NO, gir; but the cost he is required to point out, and
it is an aspect of it. ~

Mr. Moss. 1t is_there. .

Mr. LogrrLer. It is there.

Mr. Moss. And so it is recognized, but in a comparative sense is it
discussed ?

Mr. LogrrLER. 1t may or may not be, sir.

Mr. Moss. I don’t think a salesman with a relatively unsophisticated
buyer would enter into a discussion of that type since it might tend
to discourage oOr confuse him.

Mr. LoerrLER. I think the cost is very low so we would regard it as
a virtue.

Mr. Moss. I think you have an excellent plan. Tam not criticizing it.

Mr. LorrrLER. L understand.

Mr, Moss. We are just getting into 2 discussion of the type of com-
petition.

My. LOEFFLER. Y €S, sir.

Mr. Moss. That is prought into play here, because really it was an
expression on the part of the SEC that the element of competition as
they had hoped it would develop had not developed.

_ Mr. TLOEFFLER. Y es, ST My contention is that there is an effect from
it. Tet me go on if T may to clarify that, sir.

Mr. Moss. Certainly.




some length. During those discussions anq those negotiations, the
charges made by every other fund manager are reviewed at some
length. Are we being competitive? Are we meeting them? When we
reduce ours, I know this happens elsewhere, and it is the pressures of
this and the combination of a]] these circumstances which result in
the continuous lowering of the charge,

I think the fact that we have reduced the cost to our investor, per
dollar of invest:ment, by more than 43 bercent in the Jagt 514 years
would indicate that something must he working, and working effec-
tively. Else T think I run the charge that IDS has become an eleemosy-
nhary institution, and if S0, then we would havye 2 great deal of difficulty

I might go on more directly to the Commission’s broposal on
this, the question would immediately arise, I am sure, that if we be-
lieve, as we do believe, that our charges are reasonable, and that we
wouid have no difficulty in justifying and sustaining a challenge upon
those charges under g standard of reasonableness, why do we object
to putting that standard and that requirement into the statute. I would
like to address myself to that briefly, hopetully briefly, with respect
toa few points. :

As 1 have said, once that is but in*o the statuce, it substit:iteg the
regulatory system fop the present System, and the question becomes
then, who is going to determine the reasonableness of the price leve] ?
It no Jonger becomes those who are erigaged. in the business g nd who
some third party who is not g barty to the transaction. Under this
proposal initially a judge, any one of a thousang judges throughout
the United States—I am sorry, sir, did I Interrupt ¢

r. Warkins, No, you go right ahead. Yoy are hitting on my ques-
tion that I asked you. Please continye,

I. LoErrLer. Now there are severa] aspects of this particylay pro-
posal which are quite unique. T o not suggest that the mere fact
that it is unique answers the question as to whether it is wise or not,
but I think it ig Important to g determination of that to recognize
these facets_of the proposal, in order to evaluate jt.

or something of that hature,
is proposal not merely empowers the court to substitute itg judg-
ment for that of the directors of g corp
that the court substitute its business Judgment upon the pricing of g
roduct for the business j udgment of the directors who haq thereto-
ore agreed to it. Again, T'am not questioning whether the courts might
or might not be competent to do so, but thig historically has not been

and is not generally the function of our judiciary.

There is a seconq aspect of this proposal which again ig unique and
which T think we should be aware of, and that is that itisa complete
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innovation in our present economic system in this sense. It puts a regu-
latory pattern or system on an industry which is not a utility, which is
an industry in which open and free competition exists. There are 100
- fund sponsors today. New ones are entering the business daily. There
is no restriction upon the entrance to the business. Neither is it a utility
in the sense that one must be franchised, nor that only one exists, nor
that the customer must purchase the service as & matter of absolute
necessity. :

So far as I have been able to discover, this would be the first statute
in the history of the United States, other than in wartime, where Con-
gress would have imposed a regulatory system on & competitive
industry.

There is a third point which 1 think also should be borne in mind in
evaluating this proposal, and that is the effect that it has as & nullifi-
cation of State corporate law. ‘A fund management contract will have
been offered by the management compamy and agreed to by it.- The

urchase is purchased after disclosure to the fund shareholders. The
contract is approved annually by fund directors, and any change ap-
proved b the stockholders of the fund themselves.

Now then, this proposal directs the court to completely disregard
the effect which State law gives to shareholder approval of 2 fund con-
tract. It nullifies Qtate law and the effect which State law gives to
shareholder approval. This applies toall 50 States.

Now the point which I would like to nake is this. This is premised
by the SEC on the contention that when shareholders vote upon 2 mat-
tor submitted to them by the management of & corporation, in the ab-
sence of a proxy fight the vote is meaningless and routine. Therefore,
the Commission says1o offect, should be given toit.

Well, if there is validity to that argument and to that position, it is
certaintly equally applicable to shareholder approval of transactions
of all publicly owned corporations.

There is nothing unique or distinctive about mutual funds in this

. .

regard as distinguished from any other publicly held corporation.
Now if Congress is going to declare as a finding, which 1t does when
it accepts that position, that shareholder approval in a publicly owned
corpomtion is a meaningless act, and should not be given the effect
which the laws of our 50 States give to it, then such 2 congressional
declaration portends the same sort of action generally, because if the
shareholders of mutual funds need to be protected from the effect of
their own vote and own approval, s0 do the shareholders of General
Motors, of A.T. & T., and of any other publicly held corporation.

I think that this finding, whether it be wise Or UNWise, be that as it
may, has portent far beyond the mutual fund industry. 1t has implica-
tions in the general corporate law, the creation of a Federal common
law in this area or 2 Tederal corporate 1aw nullifying the corporate
law of our 50 States. Again, I mention this only because T think there
should be awareness of it as a consequence of this proposal.

Mr. Warkins. May 1 interrupt you? Then you do agree? You said
before that you had no quarrel. In your testimony now 1t seems you do
have a little quarrel.

Mr. LoerrLEr. I beg your pardon, sir. 1 think I may have misspoken
myself. T said T had no quarrel with the proposition that management
fees should be reasonable. ' '




Including unconscionable op grossly excessive sales charge,

Mr. Loerrreg, Let me clarify, sip, When I answered your question

fore—

l\}{r. Warkns, T understood you to Say no, that you had no quarre]
with it.

Mr. Lorrrrg, T think that Congress constitutionally has the power
to do this, to enact such legislation, T am not saying ztﬁ'at I agree that
it should. ;

Mr. Warkrys, T don’t agree that they have the power.

r. Lonrrreg, There may be some question about it :
I. WATKINS, There Is some question in my mind anq I could be
wrong, of course, :

Mr. Lokrprgg, As a lawyer T had not bersonally felt that there was
a constitutiona] question as to congressional power on the issue,

r. WarkiNns, You go right ahead.
r. Lorrrrer, Byt T certainly do not agree that it would be wise to
do, that it woylq be wise legislation, ‘

Mr. Warkrns, A]] right; you go ahead. ‘ A

Mr. Lorrrrer, There is one additional.pqiqt which T woulg wish

The SEC would, T think, an certainly any lawyer who has dealt
on a continuous bagig with the SEC would, T be ieve, recognize that
the SEC would realistically ang Pragmatically have the power to
Impose its wil] a5 to what managemen; fees should be under this pro-
posed statute, T am not being critical of the SEC when T say that it

would have that bower, and that it would have that effect. I think

an inevitable consequence, byt yet the statute doeg not address itself
to the c’onseguences.that.woul occur, ‘ '

——.




A —

484

The conclusion which I would draw from all this, and my comment

in conclusion 1s that on behalf of IDS, we would urge the committee

not displace a system which we believe ig working well and is working
offectively, with a new and an untried gystem, having unknown and
unforeseeable consequences. :

Mr. Chairman, this would conclude the remarks which T had on the

oints which I particularly wanted to stress in my oral comments.
I shall be pleased to answer, or to attempt to answer, any questions
which the committee might have. ‘

Mr. WATEINS. MTI. Chairman, I have 2 question.

Mr. Moss. The Chair will recognize the gentleman from Pennsyl-
vania.

Mr. WATKINS. Thank you, Mr. Chairman. I just wonder what
your opinion would be. Let’s suppose now, let’s take for granted
that this bill is assed, what offect, would it have upon you in employ-
ing salesmen ? gould you employ salesmen on this basis of 5 percent?

r. LOEFFLER. NO, sir; Tdon’t believe that we could: We would have
to go to some Kkind of a part-time salesman system, 1 think.

Mr. Warkixs. You would have to do away with your regular trained
salesmen and goto part-time galesmen.

Mr. LoErFLER. W would have someé who undoubtedly could con-
tinue under that, SOme, but we could not maintain the distribution sys-
tem that we now have in the manner in which we operate on that scale;
no, siT. '

Mr. Wargins. In other words, I could be working for a grocery store

“and selling insurance at night. ‘

Mr. LOEFFLER. Y e, gir. I think we would almost have to go to that
kind of a system. :

Mr. WATKINS. Would you be left in a position where you would say
that that person would not be trained properly to consummate sales?

Mr. Lourrrer. I don’t think we could train them the way we do to-
day ; 1O, ST

Mr. WATKINS. YOuU don’t?

Mr, LosrrrEr. If 1 might elaborate one moment. We figure that it
costs IDS approximat.ely $15,000 before we have a sales representa-
tive trained, validated, and on 2 pemanent basis. We subsidize the
salesman during his first year and 1n Tis training pe iod. Our training
material—one set of it would stack to here [indicating]——is extensive
because our endeavor is to get men who remain full-time career sales
representatives. We simply ~ouldn’t do it and the kind of men we want
couldn’t earn their living. ‘

Mr. WaTkins. I wouldn’t think so, not from your ﬁgﬂlres which you
give us on one of these pages, 12 or 13, where you $ay that $7,233 is the
salary, the complete salary for a man for a year. You would be reduc-
ing that salary. :

Mr. LoprrLEr, That would be reduced to $5,200 a year under the 5-
percent proposal.

Mr. Warkins. From $7,233 to $5 2008

Mr. LosrLER. NO, sir; I take it back. The reduction to $5,200 would
be from the 1966 figure of $8,100. From the 1967 figure it would be

Mr. Warkins. In other words, it would injure your business, Now -
would you go as far as to say you would get out of the business if this

- —m——
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happened? Let’s say the law went into effect. Would you have to get
out of business o could you continye ?

Mr. Lonrrrag, T think we would struggle along somehow, but I don’
know how; but 1 think we woulq find some way. It would just have to
be done in’an entirely different, manner and T ‘think it would be done

to the investing Public that we noy do under the Téquirements of the
1933 act and the 1964 act amendments, We just couldn’t do both. We
couldn’t maintain quality sales and g well-trained saleg force and try
and stay in businesg under that schedyle, : '

Mr. Wargrws, Thank yoy Very much. That ig a]] right now, Mr,
Chairman,

Mr. Moss. Mr. Blanton,

Mr. Branroy, T have no questions,

Mr. Moss. My, Keith.

Mr. Kurrg, Thank you, Mr. Chairman, ,

Do I understand you to say that the shareholders of mutual funds
have the usual State common law protection or statutory law protec-
tion that g shareholder has in the o dinary corporation ?

Mr. Lorrrrgg, Yes, sir; the law Is exactly the same,

Mr. Kurri, Byt is the scheme the same ?

I LOEFFLER, Yes, sir,

Mr. Kerra, 1 think that might be what this is all about,

er. LorrrLgg, Well, then, perhaps it would be helpful if T elaborated
a bit, sir,

Mr. Logrrrzg, Let us say, for example, that X Corp., whatever it
is, adopts a Stock option plan, That would he approved by the directors
of the corporation, and the approval would be by those directors who

Mr. Kerra, T the mutual fung 'in'dustry. We are talking about—
Mr. Lozrrrzg, A management contract, ¢

m
directors of the fund having to buy services elsewhere, and a minority
stockholder having the right to sue, '

r. LoErrLeg, es, sir. 4

Mr. Kerrm, Ang to prove in court that there was 5 conflict of in-
terest involyed, and that the principals shoulq declare that conflict of
interest and lean over backward to Protect the shareholders,

Mr. Lowrrrg, T don’t think we wi]] have any quarrel on this at all.
sir. Perhaps T can clarify that,

Mr. Kurrs., Ou are speaking from ap industry point of view, not
just from IDS,

Mr. Lorrrrgg. Yes, sir, from 5 legal point of view that would be ap-
plicable generally and particular i
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Mr. Kerra. You mean the unaffiliated directors.
Mr. LOEFFLER. Y es, SIT:
Mr. Kerra. Who appoints them?

Mr. Lorrrier. Well, they are nominated normally. The usual proce-
dure is that a board, 1n submitting its slate of directors to the share-
holders annually, the board nominates the board, so they would be
in effect continuously self-appointing. May I be specific on that, sir?

M. Kerra. Would they be likely to be reappointed if they chose to
hire another firm than that which currently uses it, because the other
firm offered to give them the same services at less cost?

Mr. Logrrrer. They would have the power within themselves. May
T be a little bit more specific, sir? Let me take 1DS, for example.
The IDS funds each have 12 directors. Of those 12 directors, two are
affiliated with IDS. None of the other 10 Jirectors are affiliated in any
way with TDS.

Now when those funds select the slate of directors for the succeed-
ing year, the nomination is made by the 12. Obviously the majority
of those directors, and therefore the control of the board for that
purpose, 1s among those who have no affiliation with IDS. The power
resides in those who have no affiliation with TDS because they are the
majority.

Mr. Kurre. 1 understand that, but this does not seem to me to be
the usual situation that obtains in the usual corporate structure. It
seems to me to be 2 unique arrangement worked out by this committee

earlier in its history to provide for the continuation of the mutual fund
industry. :

But it seems to me that the standard to which they must refer—
namely, either stockholder approval or unconscionable compensation—
the stockholder is not in the same situation. He has a yes or no vote
ordinarily on the approval or disapproval of the management fee, and
he is not dealing with the same situation as exists in the usual stock-
holder case. ‘ -

Mr. LoerrLEr. Let me perhaps add then, sir, if in fact the approval
of the management contract is by 2 board of directors of the funds,
of which a majority are aiﬁliateg with the management company, in
other words, so that you really have— ,

Mr. Kerra. Even 1f this law didn’t exist as it is at the moment.

Mr. Logrrrer. No, gir. Even if the Tnvestment Company Act didn’t
exist, the law would be the same in this area.

Mr. Kerrm. All right.

Mr. Lovrrrer. The Investment Company Act does not create this
situation. This would be the law without it. ‘

Mr. Kerra. The law would still be there, but I think that they would
have to turn to prove—there was 2 case that was pointed out to me
about the American Tobacco Co., where they had an arrangement with
the president of the company, & formula under which this individual
 was getting $5 million a year. A stockholder ook this case to court

and was able to prove that this wasn’t reasonable compensation, be-
cause he was not giving any services in connection with this, and the
compensation Was cut down considerably. Are you familiar with this
case?

Mr. LOEFFLER. T am familiar with the case. The effect was slightly
different, sir.

 ——mmY
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Mr. Kerra, Well, the law to which they turned was—
r. Lorrrrer, Siate law.

Mr. Kerrg, A State statute, and even though the law there may
be different than it is here, the law here I belieye talks about un-
conscionable, does it not ¢

I. LOEFFLER. The unconscionable Provision in the Investment
Company Act, sir, relates to another mafter. Tt relates to the sales load
area.

Mr. Kurra, The sales load area,

r. Lonrrrag, It does not relate to—_

Mr. Kerra, Not to this,

r. LoEFFLER, N 0, sir.

Mr. Kerra, So the only subject we gare really talking about is
whether or pot there is a bona fide similar parallel between the
shareholders of 8 mutual fund and the stockholders of 5 corporation,

r. LoErrLer, T think it is exactly the same, sir. I thinlk they have
exactly the same—__

r. Kurra, There ig in these many volumes of hearings that haye

1. presented to ys g dissertation on this subject, but that is one of

the arguments T think that M, Cohen has advanced for this legis-

latiqn,‘tha,t there is not, truly an arm’s-length re]atlpnshi_p, and you

ship, sir, thep g Stockholder wouldn’, have to prove waste.
Then he can 80 right to the Tairness of the contract, That is the
law today, if there is not an arm’s-length relationship,

EITH. I am not an attorney, and I am not sufficiently acquaint-
ed with it. We will later on with the advice of counse] get into this,
Wwhether or not there is truly this arm’s-length relationship which you
brought out. Yoy drew the barallel, and aving raised the question,
I would like to explore it in some depth.

L. LOEFFLER, Yes, Sir; it is a rather complicated subject to try and
clarify briefly. - :
r. Kerre, You pointed out about the reduction in rate to improye

Mr., Kerre, Wag there any reduction in rafe industrywide ag a
result of the Pomerantz sujts ?
r. LorrrrLog, Yes, sir; I think they had effect, , , '
r. Kerry, Mostly as to the shedding of light on the subject, rather
than competition ? '
Mr. Lorrrrgs, Well, I think they were unrelated to the competitive
aspect.

Mr. Kerra, Tt invited the shareholders’ attention,

Mr, Lonrrrgg. T think it inviteq the industry’s attention. T think
what had happened actually, sir, wags that this industry grew enor-
mously during the 1950%s. It was really a Very young industry. The
effect, as ig true in almogt any situatior_l such as that, is that generally

e




bility that the litigation held up what would have been the normal
flow, because as yOu can imagine, Do lawyer wants to cut the fee when
he has pending jitigation challenging the feo itself. Not until the litl-
gation was over could things g0 back to what would be the norma
expected ecoOnomic consequences.

Mr. Kerra. If you were counsel for Dreyfus Fund, would you recom-
mend that they reduce their fee from one-half of 1 percent to SOme-
thing lower than that?

Mr. LORFFLER. 1 would never have recommended to them that they
do it voluntarily while the litigation'was pending.

~ Mr. KgirH. That was some years ago.

Mr. LOBFFLER. No, sir; it was just settled recently and T think the
settlement 1S pending on appeal today, but as to whether they should
Jdo it now or in the future 15 2 subject which T will have to leave to
counsel for Dreyfus Corp- T am not particularly familiar with their
situation.

Mr. Kerra. They have stockholders in the management company
and their loyalty istothe ¢hareholders.

Mr. LOEFFLER. S0 does IDS, sir. ‘We have over 14,000 public share-
holders.

Mr. KuirH. Yes, and they would have to prove to their shareholders
that they would get more fees by cutting that rate than the fees that
they are now getting, in order to justify it.

Mr. LOEFFLER. T don’t think it 18—

Mr. Kerra. If you take the whole ball of wax and the cost of the load
in order to get this operation into the market the really great benefits
have been in the improvement in portfolio and investment policies.

M. LOEFFLER. Yes, sir.

Mr. Kurra. We are only talking about relatively small amounts it
seems to me.

Mr. LonrFLER. Yes, sir; that is very true. What we are talking

Mr. Kerra. $10 or $15 perhaps per shareholder.
Mr, LogrFLEr. In our particular Situation it is $3 & thousand per
ghareholder.

Mr. Kurra. Yes. Now you used the word “mputual” whereas most
of the funds are not really mutual in the same sense that a mutual life
insurance company is.

Mr. LOEFFLER. Yes, sir; that is true.

Mr. Kerra. Did you start out being a mutual literally ?

Mr, LoErFLER. NO, sir; a mutual fund is really a term which refers
to1he portfolio only.

Mr. KEITH. Right.

Mr. LoerrLEr. TO the portfolio only.

My, Kerra. It is to the mutual interest of the portfolio shareholders
and the management company chareholders to have 2 good return, but
their interestsare sometimes capable of separation.

Mr. LOEFFLER. Yes, sir.

Mr. Kprr. Is there any State that has a law speaking to the point
](gl a k;usmes‘s calling itself 2 mutual when it isn’t a mutual, do you

now
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Mr. Logrprgg, Not that T know of, sir, Technically under the Invest
ment Company Act these funds are open end investment, companieg,
 Mr. Knrrn, Yeg, , i

Mr. Logrrrzg, Open end investment management Companies I belieye
is the technica] phrase, and the term “mutya] fund” is just a term that

45 come along, '

Mr. Kemim, Yoy mentioned face amount certificateg,

T. LoEFrrpg, Yes, sir. :

Mr. Kerr, g this a product that ig generally sold throughout the
industry OT are you one of the few that stil] does it ?

r. Lorrrrug, No, sir. IDS sells, T 8guess, 95 percent op more of the
face amount certificates. There aT'e one or two othey small face amount
certificateg Companies, byt rineipally it is an IDS broduct,

Mr. Kerry, And what Vol%me of business do You do in face amount
certificates 2

Mr. Lorprrgg, I think currently ISA, the IDS certificate com-
bany, the face amount certificate C0mpany, which is Investors Syndi-
cate of America, hag about $800 million in assets, Something over go
billion in faee amount certificateg outstanding, and I think oyp sales
currently of face amount certificates grq Tunning in the neighborhood
of APproximately $160 million a year jp Tace amount,

savings contract, A customer purchageg a Tace amount certificate ang
e pays in so much a mont},. Uppn_ Maturity, he jg guaranteed a fixed

r.

22 years,

Mr. Kerre, So what are youp total commissjong, generally Speaking ¢

Mr. Logrrypg, Well, let ‘me say the amount- deducteq doesn’t neceg.

sarily all go to commissions byt Covers the tota] costs. In the case

of one certificate, that is the 15-year certificate, it Somes to 5.69 percent.
the case of the 22-year certigcate, it comes to 3.74 percent,
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Mr. Kerra. One final question that Thaveat this time. Do you charge
for the reinvestment of capital gains and/or dividends?
Mr. LorrrLEr. NO, sir; IDS does not charge.

Mr. Kerrm. I thank you, M. Chairman.

Mr. Moss. Doyou operate in California?

‘My. LOEFFLER. Yes, sir ; we do-

Mr. Moss. Are your salesmen succesful out there %

Mr. LOEFFLER. 1 assume SO, sir. Success 18 & relative term.

Mr. Moss. How do their earnings compare With salesmen in the
Nation generally ? :

‘Mr. LOErFLER. 1 tried to get’ those figures before lunch, sir, but I
didn’t get them back in time. L would be happy t0 supply them to you,
but I am afraid offhand I just don’t know the answer.

Mr. Moss. T think it would be very helpful to have them supplied for
the record, and we will hold it at this point to receive them.

(The following letter was received by the committee:)

INVESTORS PIVERSIFIED SERVICES, NG,
aneapolis, Minn., November T, 1967.
Hon. JOHN B. Moss, .
Chairman of the Subcommitiee on Commerce and Finance of the House Com-
mittee oN Interstate and Foreign Commerce, Rayburn House Office Building,
Washington, D.C. i
Dear SIR: On the occasionof my testimony pefore your subco: mittee on
October 16, 1967, concerning HR. 9510 and H.R. 9511, you asked that 1 supply
certain additional snformation, first with respect to the earnings of our Cali-
fornia sales representa«bives and district managers as compared to the earnings
of our sales representatives and district managers throughout the country and,
secondly, with respect to the earnings of our sales representatives relating these

First with respect to the average gross income of our sales representatives
and district managers throughout the country, my written s‘na-temen.t contains
the following figures:

AVERAGE GROSS INCOME FROM SALE OF ALL PRODUCTS

e

Sales repre- District sales
sentatives! managers?

e

1 0nly .representatives with more than 18 months of experience aré included. . .
2 Divisional sales managers—the next level of sales managers——usually have higher income than do district sales
managers.

The comparable figures for our California representatives and district man-
agers are as follows: - e

Sales repre- . District sales
sentatives - managers
(1)
)

1 Not presently available.
2 Projected.
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Secondly, with respect to average earnings of our sales Tepresentativeg and
distriet managers by length of Service, the figures are as followsg :

AVERAGE EARNINGS, TOTAL sALES FORCE
Service years 1962 1963 ) 1964 1965 1966
\ \\.ﬁ\\\
( ( (0}

$7,353 $6,290
" 435 7,167
10,033 8,742
12139 10,788
1,592 10,679
_— "

; is i‘nformati‘on is helpful to you ang to your subcommittee and I
want to assure yoy that if any further information would be helpful to you
it.

RoserT M, LoErrrEg,
Vice President-l}aw.
Mr. Mosgg. You indicate that the brobable reduction in earnings of
Jour salesmen woylq be to figure of approximately $5,200 if the
Teécommendationg of the—

I'. LOEFFrER, Yes, Sir; this is on the basis of 1966 figures,

. Moss. Anq ig this just g straight statistica] study or do you
make some assumptions ag what ig going to happen in competition -
and its impagt, oy You? What al goes into arriving at this $5,200% 1t
intrigues me.

. LOErprpg, This assumes that we haq been able to Mmake the
Same sales, which we in fact made during the calendar year 1966.

- Mr. Moss. Ang it 1S just a simple Statistica] Projection of the same
humber of gg]eg at a lower return bersale,

I. LOEFFLER, Yes, sir,

r. Moss, That ig all,

Mr. LOErrrpg, Yes, sir; that is what it wag,

L. WATKINS, My, O airman,

Mr. Moss, M. Watkins, : ,

T. WaTkINg, T wonder if YOu could refregh your memory ¢ 1 don’t
know whether my homework ig just exactly right. Yoy testified before
the Senate Banking anq Currency Committes on the SEC bi1 that
we have before us.

. LOEFFLER, Yes, sir.

I WATKINS, Do you recall or do you feel thig Way today or gre -
these your remarks and do you still fee] g You did then ¢

ou said thig:

Do you remember making thoge remarks ?
r. Lorrpryg, Yes, sir; T made that statement,
I. WATKINS, Do you feel the same Wway now ¢
Mr. Lorrprpg, I feel exact] Y the same way now,
I. Moss. It ig repeated on bage 25,
I. WarkIng, T just wanted it clarified, T haven’t reaq his whole
report. I haven’t read it at all, Mr, Chairman,

.
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Mr. LogrrLEr. It i in my written statement.
Mr. WATKINS. have been listening to the gentleman ever since he
started. Thank you very much.
thMr' Moss. Of course, We are going to do a little research job on
at.
M. LOEFFLER. Y 5, sir.
Mr. Moss. And find out how good your recollection is.
Mr, LogrFLER. I am gure you will. T think I should say, Mr. Chair-
man, that 1 made that statement first 10 January, sayings “go far as
can offhand think of.” T had a lot of research done, and in February
repeated the statement again in 2 public forum, in which I think 1
hrased it in terms of “so far as 1 have been able to discover,” and by
the time we gob to the Senate committee, I think T was able to state
it more flatly,as T did there.
Mr. WATKINS. Thank you very much.
Mr. LOEFFLER. Tt was not made without considerable research.
Mr. Moss. The statement 18 made without any qualification, S0 just
on its face it £alls because We had the Civil Aeronautics Act of 1938.
1f you want t0 qualify it, why, then we can get into narrowing the
field, we might have a different answet-
Mr. LOEFFLER. That is 2 franchised industry, sir.
Mr. Moss. Well, is it franchised? It has some certifications.
My. LOEFFLER. Yes, sir; that is what I mean by franchised. Tt is
‘regulated.
Mr. Moss. In 1938, yes. In any event
Mr. LOEFFLER. 1 am sure you will be doing your research.
Mr. Moss. Absent the qualiﬁca,tion or any further qualiﬁcation you
might like to make—— .
Mr. LOEFFLER. When T expl ained that I only wanted to convey that
1 did not make the statement lightly, having—
Mr. WATKINS. Don’t back off. You did research on it.
Mr. Moss. Is gelling one of your responsibilities?. You are Vvice
president of—
Mr. LOBFFLER. No, sir. Tam vice president——law.
Mr. Moss. And s0 your evaluation of impact on sales represents the
consensus within your conapany rather than——
M. LOEFFLER. Y S, sir.
Mr. Moss (continuing). Rather than a conclusion arrived at from
any personal experience.
- M. LOEFFLER. Y @S sir; this 18 based really upon my conversations
with those in the company and studies which they have made an
which T have seen.
Mr. Moss. Tam In the process of trying to——
Mr. LOEFFLER. 1 am also a director.
Mr. Moss (cont'muing) Of trying to get & study which 1 recall being

made, which illustrates a very interesting p}xenomenon. That sometimes

when sales commissions are high, the earnings per man tend to reduce,
and that if you Jower them & little, you some mes increase the earn-
ings per man. You retain the best producers.

Mr. WATKINS. Mr. Chairman, would you yield just 2 minute ?

Mr. Moss. Yes, 1 will be very happy to yield.

Mr. WATKINS. 1 am rather disturbed, Mr. Chairman, working on

this figure that these people would make, that we are going to put &

- ———
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lot of people on welfare if we pass this bill. In othey words, they will
get from welfare just about ag much money a5 they would make.

Mr. Moss. Let me say to the gentleman from Pennsylvania T am not
quite as apprehensive as he is, I haven’t the pessimism as to the ca-
pability of thege people to go out and produce. I have worked around
salesmen a long time. T have found thag they are an amazingly resilient
group, and the really able ones are £0ing to make 5 living come hel] or
high water, - | .

Mr. Lorrrreg, We just hope they will be able to continue— _

Mr. Moss. Even the SEC isnot going to stop them, ;

Mr. Lorrrrgg, We just hope they wil] be able to do it for us.

Mr. Moss. T think they can,

Mr. Warkrns, T don’t want to question the distinguished chairman,
but how in the world can you Say a man ig making a living taking
care of a family with $5,2007

Mr. Moss, Mr. Watkins, the Chair is attempting-

Mr. Wargrys, California, is much better than down my way. You
can’t do it, '

r. Moss ( continuing). The Chair is just attempting to point out the
fact that the figure of $5,200 for the burposes of thig committee or for
the purposes of any objective analysis of the impact of this legislation
is a meaningless figure, That it is more charitably described as an exer-
cise in statistics, and that i all it is.

Mr. Warxiys, In other words, there ig another way of making

experience, nor anything else ag g basis for Projecting the $5,200.

Mr. Loxrrrgg, T don’t think it was that cold g statistic, sir,

Mr. Moss. Yoq just take 2 number of sales in 1966, and if we were to
Pay at a lower rate of commission just on those sales to the same saleg
force, that the Same general incentive and the same type of direction,
that this is what it would produce,

Mr. Logrrreg, Tt was the judgment of those in our sales department,
Sir, that g reduction would not, have had an offsetting increase in
volume of sa]es,

Mr. Moss. But that isn’t always hecessarily trye,

Mr. Lorrprzg. This is the judgment factor, I realize that, sir,

Mr. Moss. We an go to many Of our regulated industries, where we

assumptions you haye made withou going beyond just the figures of
1966 and the impact of a neyw standard on 1967 or 1968,

Mr. Lokrrrzg, We are subject necessarily to what happens in the
general economy.

Mr. Moss, Well, you are also subject to what happens in competition,
you are also subject to what happens in motivation of the salesman
and the quality of salesmen.

Mr. Lorrrrsg, Yes, sir; we would not disagree with that,

Mr. Moss. What 1s the rate of turnover of your sales force?

Mr. Lorrrr g, The turnover of our salesmen in the initial Year, that
is those who have just been validated and are in their first year, after

a—a———.
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the end of 1 year we would have 70 percent of those. After the sales
representative has remained with IDS for a couple of years, has de-
cided for himself 2s well as for the company that this is the career he
wishes to pursue, then our turnover drops off to less than 10 percent.

Mr. Moss. You have 10 percent after the second year, 18 that
correct !

Mr. LOEFFLER. No, sir.

Mr. Moss. You said after the first year you lose 30 percent.

Mr. LOBFFLER. Yes, sir, and then we lose another 25 percent of the
remaining 70 orcent during the second. year.

Mr. Moss. §0 you lose 25 percent of the 70 percent.

Mr. LORFFLER. Of the 70 percent during the second year.

Mr, Moss. Inthe second year.

Mr. LOEFFLER. Yes, sir, and then that is generally the end of it.

Mr. Moss. Or roughly about 16 percent Or 15 percent.

Mr. LOEFFLER. Something like that. Then after

Mr. Moss. So you lose apout half in the first 2 years.

My. LOEFFLER. Yes, sir.

Mr. Moss. And from there on you Say your rate is about 10 percent
a year.

Mr. LoprrrEr. No.

Mr. Moss. Of that half.

Mr, LogrrLEr. It is less than that, sir.

Mr. Moss. Less than that. The figure of 10 was yours, not mine.

Mr. LogrrLER. 1 think I said less than 10 percent. 1 meant to sy
less than 10 percent, sir. :

Mr. Moss. So you have a fairly good turnover in your in-and-outers.

Mr. LOEFFLER. No, sir; I wouldn’t call them in-and-outers. They
never come back.

Mr. Moss. Let’s say the hoped——

Mr. WATKINS. e is trying to break you down. He is clever.

Mr., LosrrFLER. L understand.

Mr., Moss. These are the young hopefuls, Now are they considered,
their earnings in the average which you cited for us?

Mr. LogrrLER. We did not take into the averages which T cited the
income of any sales representatives who had been with the company
Jess than 18 months.

Mr. Moss. You took none of the Jess than 18 months.

Mr. LOEFFLER: No, sir.

Mr. Moss. All right, when does this last 25 percent occur, how
much of it in the last 6 months of this 24-month period ?

Mr. LosrrLer. I don’t think I could answer.

Mr. Moss. You see, if we are going to use statistics here, I want to
use them rather precisely. ‘

Mr. LOEFFLER. We tried to make them meaningful, gir. That was
the reason we left out these first 18 months.

Mr. Moss. Yes, I a,ppreciate that. , ‘

Mr. LOEFFLER. We subsidize the first ones. We also have a pension
program for our sales representatives.

Mr. Moss. And now from the second year to the third year and the
fourth year, what is the rate of progression on earnings? Do they
continue to show improvement in produeing?

ERMESESEESERETEET T



Ar. Moss. When you lose 10 percent do you because they get better

on that, sir, ‘
Mr. Moss. T think it woylq be very helpful,

r. Lorrrrpg, Yes, sir,

. Moss. I don’t think it ig necessary to take the time now, T you
will just simply Supply them to yg for the record. '

r. LoErrrmg, I right, T can do it very briefly, Of the saleg rep-
resentatives whe have been with the‘comp,a,ny from 1 to 9 years, the
average earnings—thig ig 1965—was g7 8005 2°t0 8 years, it went up to
$8,400; 3 to 5 years, up to $10,000 s 5to10 ears, up to $12,000; and
then over 19 Years the average is $11,500, gf you would like, T can
Supply these ir, writing, ‘

r. Moss. I thin} it woulg be helptu] ¢, Supply them for the record.

I Moss. T think that is al] T have at thig time. T want to express
on behalf of the committee oyp appreciation for Your appearance here,

as been very helpfu] to us, and T assure you that your views will
be very carefully considered. ~

o WATEINS, T joip With my chajrmay, in those Temarks, Thank
You for being so courteous, )
r. Lorrrrgg, Thankyou, sir.

r. Moss. Now we have Mr. Freq M. Alger, President of Fred
Alger & Co., Inc. v . : : ;

STATEMENT OF FRED 1. ALGER, PRESIDENT, FRED Argrr &
NC.. ; :

s

Mr. Avrerr, My, Chairman, members of the subcomm.itte_é, T am Freq

- Alger, president of Fred Alger & Co., Inc., nonregistered ingt;.
tutional investment adviser. Thank You for granting me the honor
and Privilege of thig opportunity te appear before Jyou to express my
thoughts on the proposed amend)r’nents to the Investment Act of 1940
a,nii% the Investment Advisors Act of 1940, humbered H.R. 9510 and

v, 9517, ‘ . :

S ——
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In January of 1965, when we first began managing it, the Security
Equity Fun had net assets of $400,000 and today, 3 years later, 1t
has net assets of $60 million. The growth of this fund results from both
increased sales and performance. The shares of the fund are solely mar-
keted by independent broker-dealers who, based upon. our perform-
ance, have decided to sell our shares.

Mz. Chairman, in the interest of conserving the committee’s time,
1 would like to request that 110 statement be made a part of the recor
of this hearing and that I be permitted briefly to summarize My
position.

Mr. Moss. If there is no objection, the statement will be included
in the record at this point and we will be pleased to hear your summary.
. Is there objection? Hearing none, the statement 1s accepted for
the record. ’ '

Mr. ALGER. Thank you.

(Mr. Alger’s prepared ctatement follows ?)

v

STATEMENT OF Frep M. ALGER, PRESIDENT, FrED ALGER & Co., INC.
Mr. Chairman, members of the subcommittee, T am Fred M. Alger, President

of Fred Alger & Company, Inc., @ non—registered instimtional investment ad-
viger. Thapk you for granting me the honor and privilege of this opportunity to
appear pefore you to express my thoughts on the proposed amendments to the

Investment Act of 1940 and the Investment Advisers’ Act of 1940, pumbered

11. )
My company renders investment advice to corpomtionsfand individuals. One
of our clients is Security Management Company, Inc., & Kansas-based manage-
ment company which manages two funds, the Security Equity Fund; Inc., an
the Security Investment Fund, Inc. Both funds are corporations registered as
open-end jnvestment companies pursuant to the Investment Act of 1940.
Since we began advising the Security Management Company in January of
1965, the Security Equity Fund, which is a growth fund, has had the best average
growth performance of all mutual funds in the United States. In January of
1965, when we first began managing it, the Security Bquity Fund had net assets
of $400,000 and today, three years jater, it has net assets of $60 million. The
growth of this fund results from both jncreased sales and performance. The
shares of the fund are solely marketed by independent broker-dealers who, based
upon our performance, have decided to sell our shares.

1 wish to address myself to Sections 8, 12 and 25 of HR-9510. Pirst T will
address myself to Section 12 of the Bill, which is the proposal to limit the sales
charge on.the sale of mutual fund securities to 5%.

This reduction in the sales charge, in our opinion, would virtually put all
independent proker-dealers out of business. 1t would render it impossible for
Security Equity Fund to successfully market its shares. 1t will do so because it
will reduce the commissions paid to the independent proker-dealers to a level
where they can no longer afford tosell our shares.

The present average sales charge on the sale of 2 mutual fund share is 8.5%.
This 8.5% charge is normally divided as follows: 29/, goes to the underwriter for
printing and distribution costs, but the SEC has conceded that, even at this rate,
underwriters generally lose money on the distribution of shares. Another 2%
goes to the independent proker-dealer who maintains an office and place of busi-
ness out of which his salsemen operate. The SEC did not evaluate the costs of
the independent proker-dealers, but from My conversations with numerous repre-
_ gentatives of proker-dealers 1 can state that their profit is generally marginal.
The remaining 45% goes to the salesman who actually gells the mutual fund
share. Mr. Robert M. Gardner, former president pro-tem of the. NASD, pointed
out at tt.xe Senate hearings on this same subject that, based on the present rate

you allow the sales charge 1oad to be reduced to a maximum 1imit of 5%, there
will be less than 1.5% available to pay the salesman for his efforts, certainly
not enough for him to remain in business.

- ———



broker-dealers. They have all told me that if the sales charge ig reduced to 5%,
they wil Dot be abple to Sell the shareg of either Security Equity Fung, Ine, or
other smaj] or medium-gizeq funds, but will be forced to 80 out of businegg or
seek employm, i

mutual fungdg that may Survive with g 5% saleg charge, Thus, g reduction in the
isaleg charge wil] immediately cause g Teduction in the numper of independent

'he independent ‘b_roker-dealer 1S just what the narne implies, He may, based

have the best 1, 3,5 or 10-year record, Therefore, the indepen'de‘nt broker—dealer

by referring to these Services, can readily determine which are the best perform-

ing fungs, It ig obvious that the best Derforming funds are usually the easiest

to sell, However, a salesman Wwill not sell a fung, in Spite of itg DPerformance
rt.

the management company of Security Equity Fung, Ine, it had net assets
of only $400,000, and wag not able to afford itg OWn sales force, Therefore, in
order to market itg Securities it relied upon the Services of independent broker-
dealers, Today, three yearg later, ¢ i i i
excess of $60 million, The growth of Security Bquity Fung resulteq from, first,

Just what the name implies g captive~anvd, as a captive, he ig going to ﬂnresent
only one point of View. Thig is not in'the pest interest of the Durchasing public. The
independent broker-dealer DPrefers to sell that broduct which has the best per-
ord. ’

It is the in‘depen‘denrt broker—dea.ler who rewardg competitive inves:tment per-
formance by €Xposing the Dublic to g better broduct. The incentive is a natura]
i i d results in g satisfied customer, A saleg-
man who ig g Mmempber of g captive saleg force sellg only one broduct anq you can
be certain that if hig is not the best broduct, he will not bring that to the attention
of the Dbotentia] buyer,
f you reduce the Saleg charge 1oaq to 59,, you will put the independent broker-
dealer oyt of businesg and thereby eliminate small, aggressively managed mutya]
funds,

...
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Next, 1 would like to address myself to SEC’S proposale jn Sections 8 and 25,
that further regulations be imposed upon the fees charged by snvestment advisers.
The SEC claims that management fees are excessively highand proposes that the
Act be amended to provide that an investment adviser may pe sued for the return
of his fee if it is “unreasonable”. The essence O the S i i
management company will charge 2 mutual fund 0.5% annually for the manage-
ment of the fund while & private account of the same amount will pay consider-
ably less for comparable service.

It is unfair and misleading to compare the fees‘eharged by @ mutual fund
management ‘company with those of banks, trust’ companies and similar jnsti-
tutions. The quality and degree of service rendered are essentially Jissimilar.
While the fiduciary institutions give, at best, monthly supervision to their.
accounts, 2 firm of our size gives close attention on & daily basis. Further, the
institution can allocate its cost of supervision over the entire gpectrum of their
operations and need not support this fiduciary function golely by jncome derived
from their advisory services. In addition, there are corollary penefits that they

Our firm charges, for the mana:gement of private accounts, 19, of average assets
per year, or 10% of total arplpreciation during the same period of time, whichever

us to actively and diligently ‘manage our portfolios. We have one security
analyst for every three and one-third portfolios. We review the gecurities in
every portfolio every day. In fact, we conduct.an hour-by-hour review of market
conditions and the market price of each and every gecurity which we hold. Thus,
in our opinion, hen the SEC compares fees of mutual fund management com-

tively inert, not fully managed——in our sense of management»—and not competi-
tive. There is published almost daily in pewspapers 2 comparison of the per-
formances of publicly held mutual funds. This places 2 burden on the manage-
ment company which does not exist for panks, trust companies and other private
managers, whose performance records are rarely, if ever, a matter of public
record Or interest. ’

The provisions of the Invesment Company Act of 1940 provide that the share-
polders of & mutual fund must approve the contract with the management com-

any. Theret‘ore;there js full disclosure, and the shareholders are fully aware
of the terms and conditions of the contract. 1 do not believe that managemen
companies make an excessive profit. Asa comparison, the eighth 1argest advertis-
ing company, a service organization, last year made a larger profit than the
second 1argest mutual fund management company in the United States.

The SEC further wishes to amend the definition of jnvestment advisors. to
prevent firms such as ours being paid on the basis of an incentive fee contract,
yet the SEC admits that performance should be 2 factor in Jdetermining fees,
when it states on page. 145 of its report, and I quote: “The sustained investment
performance of a company would be an appropmate consideration in evaluating
the reasonableness of its advisor’s compensation.“ We use jncentive fee contracts'
for some of our private portfolios. Our contract is designed to reward us in
proportion to how well we perform for our client In relation to what he might
have made, had his money been unmanaged. The jncentive feature of 2 contract
goes to the very essence of why an spdividual hires someone to manage his port-
folio. The SEC, on page 73 of its report, attempts to justify its opposition to
percentage fees and jncentive contracts, and 1 quote: “Management fees based
on a percentage of assets ‘tend to avoid conventional jimijtations on executive
salaries.” This statement is misleading for we all know that today top manage-
ment per-sonnel are not 1imited to galary and are granted stock options, the value

ce.
Our firm is nired for the specific purpose of jncreasing the(value of its client’s

portfolio. Why not encourage it to do SO by permittlng it to share in its growtn?
Our firm cannot hope to benefit from an ineentive contract unless it, in fact,

best job possible for the client. Set fees will tend to put & premium only on hold-
ing on to an account and not performing so poorly as to lose it. Incentive fee
contracts are fully cons‘isjcent yvdth the spirit of American pusiness and govern-

e.
In closing, 1 wish to state that in my opinion the Investment Act of 1940 and
the Investment Advisors’ Act of 1940 provide more than adequate protec'tion

_
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vide for fujj disclosure by the mutual
and company. A mutual fund company produces a Dbroduct—itg shares—ang

addition, the NASD with C‘ongressional approval, Dbresently regulates the market-
ing Practices of mutual fungs, underwriters, independent ‘broker-dealers_ and

sales charge from 85% to 6.59. Thig blan ig non-exclusive and because of the
benefits to all concerned, we believe it will ul‘timately be copieq throughout the
industry. -

I believe industry and the NASD should pe free from legislative restrictions
On price anqg €ost scheduleg to implement new innovationg Wwithin the industry
when ang if they become feasible,

Thank you, Mr, Chairman, This concludesg my prepareq remarks ang 1 would
be glad to answer any Questions that you or the Committee members may wigh

to ask,
—

Universi‘ty (June 1956), Master ¢f Businegs Administration Degree, UniVerSIty
el 957 ; . v

Security Analyst at North dmerican Securitieg Company; 1961-1964 Portfolio
Manager at Winfield & Co., Inc.; 1964 Founder and President of Fred Alger &
Company and Falco Associates, Fred Alger is on the Boarq of Fred Alger &
Gompany, Inc., Falco Associates, Inc, W, 4. Benjamin, Inec, Publishers, H. ¢
Bohack & Co., Inc, a New York Grocery Chain, ang 'Security Investment Fung.

Fred Alger & C‘ompany Was retained ag Research Consultant to Security Man-

‘Security Investment Fung, during the same time beriod, hag had the best cumy-
lative investment record of balanced funds Concentrating op income ang has
8rown to $11.5 million,

Mr. Alger’s firms, Fred Alger & Oompany, Inec., ang Falco Associates, Ine,,
also run the Dortfolios of Several large clients, including a large Segment of
the FOR Proprietary Fungs, Ltd., which is wholly owned by The Fund of Fungs,
Ltd. . } ‘

Mr. Argpg, First, mutua] funds fall inte three product categories :
Growth funds, income funds, ang balanced funds, A mutual fund share

——



—

500

is a product that is offered to the public, with full disclosure for sale
in a highly competitive industry. As 2 product, & mutual fund is one O
the few products which can prove its excellence statistically. For ex-
ample, I can prove that the security equity fund, which portfolio We
run, has the best performance record in the industry during the 3
years We have managed it. This is not true of most products oftered for
sale. For example, can Chevy prove its excellence over Ford?

The independent broker-dealer chooses which product he wishes to
sell. The independent dealer 1s important because he rew ards excellence
by selling the best product the industry has to offer. At the other ex-
txigme, a captive cales force sells whatever its management company
offers.

Tor example, reading the testimony of Mr. Loeffler who preceded
me, page 6, he says at the bottom talking about IDS’s captive sales
force, he says:

However, the only products sold by DS * * * are the shares of the IDS-
managed funds.

Very simply, if the b percent load goes through, in order to main-
tain his income, the independent Jealer will be forced to affiliate with
one of the few surviving larger mutual funds with a captives sales
force. Small funds, such as our oWr, will not be able to afford to distrib-
ute product The market Will be abandoned to the multibillion dollar
behemoths of the industry.

Second, FL.R. 9510 proposes to amend section 203 (b) and 205(1) so
that any investment adviser to any investment company must register
with the SEC—and by so doing, 1t cannot charge & fee based on Per-
formance. As I told you, we run the portfolios of two registered in-
vestment companies. We also have about 10 clients whose private
portfolios we run. We charge & clients’ fee of 1 percent of average
assets or 10 percent of total apprecia.tion, whichever 18 greater. We
qualify for the performance fop if we beat the market by & certain
percentage-

We do not solicit accounts. ‘We do not hold ourselves oub to the

ublic generally. Individuals or corporations who have noticed the
tund’s performance seek us out and ask us to manage money for them,
despite the fact that our feo schedule is substantially above that
charged by the funds we run.

The SEC’s rationale is to «ipsulate investment company share-
holders from ‘arranr_lgements that give investment managers & direct

pecuniary interes in pursuing high risk investment policies.”

What do you say to something which just _is not true?

On the one hand my firm’s name—our pride of craft—is intimately
involved with the public record we show for the funds. On. the other
hand, individual clients are charged fees which relate directly to their
performance in the market.

A reputation of honesty and excellence cannot be bought. I have
built my company on these contracts and on my name. 1 resent any
meretricious implication which would cause legislation to put me out
of business. ‘A ccordingly, Lurge you to scrap the relevant-.amendmems
in sections 203(b) and 205 1).

Third, I have noted in reading the accounts of these procedures that
the committee is interested in Seceiving specific proposals from the

industry.
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The principle of self-regulation has workeq remarkah]y well, ag
the SEC point out, T believe the regulatory role o the NASD should
be strengthened Vis-a-vis the Members. At the Same time, however,

ongress should make the NASD structixrally more responsive ¢, its
Membership, by allpvﬁng Immediate judiciq] review of administratiye

plan, itg judgment cannot be tested in court unless the NASD puts

of the industry asa whole,

I suggest to you that whatever Problems the industry might have
Wwould be solved Very simply by natura] competitive forceg ;f admin-
isterative decisiong by the NASD were immediately subject to some in-
dependent, disinterested judgment. .

han You, Mr. Chairmap, and members of the subcommittee,
Mr. Moss, M. Watkins ?

r. Warking, No questions, ) )

r. Moss. T find your statement op page 4, item'3, ™ost interesting,

letters betweer Senator Sparkman ang the then chairman op president
of NASD. _

Mr. Avgrg, T think it ig 4 very stbtle thing.

If you will, M, Chairman " _ .

Mr. Moss.'T would like to haye the subtlety made 5 little more
apparent, ’

Mr. Argeg, Well, we feel, T feel, that the NASD, as the SEC hag
pointed out, has done 5 very good job over the years, ractically speak-
ing, the investment companies committee has a great doq] to do with, in
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per wanted, direct it to some independent judicial authority for re-
view as with regard to their own standards or to the law which they
interpret, then T think you would see unleashed vast new competitive
forces. 1 mentioned this plan which we have. We can economically

keep the independent broker-dealer 1D pusiness and at the same time
cut the load. :

Mr. Moss. We would be of course most interested, 1 assure you,
in the proposal that you have to out the load from eight and a hal
to six and & half, because that is one of the things that this series 0
hearings is aboub, but the a thority that you ascribe to the NAS
in this particular are2 of activity 1 do not think exists.

Mr. ArgEr. You are wrong, Mr. Chairman.

Mr. Moss. My counsel advisesme that T am not.

My, Arcer. I thinkyour counsel is wrong-. : :

Practically speaking, yOU have to go to the NASD first to make
any change. I am not talking about just cutting the Joad. We are
talking about an overall plan, a new way of compensation. B
Mr. Moss. I think that a new way of compensation would probably
have to come here, would it not? e ‘ ‘

Mr. Avger. No, 10- \

Mr. Moss. To the extent that you are discussing it in this context.
 Mr. Ko, Mr. Chairman, the area in which I think the disagree-
ment exists 1s a8 to the judicial review. The NASD could precribe 2
1(flwer commission schedule, as long a8 it was within the scope O
the—— -

Mr. Araer. Oh, now. We could, for instance, cut the load. I mean We
could independently cut, instead of saying eight and & half, cut it
Jdown to six and 2 half or two or anything. We could do that.

Mr. KeITH. Who is “we’ ; E

Mr. Arcer. I am talking of the Security Management Co.

Mr. Kerra. Your firm could doit. ‘ s SR

Mr, Arcer. Well, the Security Management Co. We advise them on
how to run portfolios. : e

Mr. Moss. Yes: ‘ : : SRR S
 Mr. AvreEr. But the Security Management Co. could, or anybody
could whoisa member of the industry. You can cut the load. However,
1f it involves 2 restructuring of the meaning of discounts and conces-
sions—I will tell you oxactly what we were going to do. We were going
to set up—are you acquainted with pension unds? -

We were going to set up a pension fund for the salesmen of inde-
pendent broker-dealers, which would have full vesting after 5 years, NO
vesting before 5 years, ut full vesting ab the end of the fifth year. Fur-

ther, we would do this via 2 closed-end mutual fund; which would have
400 shares or a per chare value of $250. e g
Now in return for a sustained commitment by the independent
broker-dealer t0 gell our shares, we would agree that to the extent the
erformance of the fund fell below & certain performance level, we
would contribute into the fund from the management company, fees
which his sales would represent, SO basically we W uld be running &

pension fund for his salesmen. :
Now this would all be fully disclosed in the prospectus. ‘We were

.

going to cut the load, and also we Were going to gpell out the details of

a point—but if they could pass down a decision, and then if the mem-

S



I. Arerr, Tt jg Just that they haye control in this greg. This is why
Jou have had g change in the marketing structure of mutual funds in
the lagt 25 years. '

. Kerme, Jyust because they did not like your barticular way?

. A1GER, Not just mine,

r. Kerry, Of establishing the Pension fundg?

r. ALGER. Not just mine,

ou would think i Such g highly Competitive industry, with over

managementg actively Competing for the investor’s dollar, that
Someone would haye come up with Something different, Everyone has
80t very fertile minds, byt their ideag have heen nipped in the bud at
the Investment, Companies Committeg of the NASD.

Mr. Ky, Mr. Chairman, I would like to ask some othey questions,

r. Moss, Certainly,

I Rerry, Ape You one of the chief advisers to those in charge of
the portfolig of Security Equity Funq ¢

I'. ALGER, Yesg, We run the portfolio,

. Knrre, What is your relationship? You are the president of
the firm that Tuns the portfoliq g

NI ALGER, That g correct,

. Kerra, Do You consider yourself 5 performance fund?

Mr. Argeg, Fully Managed. We gy a performance fund, fully
Managed thoygh,
Mr. Kerra, What do you mean by “fully managed” ?

I ALGER, Well, T think there g 5 difference, Tf I were talking in
the Industry T would say Performance, Outside the industry I would
say fully Managed, because, for instance, when the SEC 18 talking
about, ‘finsula'ting Investment Company shareho]ders,” they mention

our accounts wag up.
Mr. Krrr, By Tully Managed, do yoy Perhaps mean that because it
isa relatively sma]] fund, yoy are right with it all the time, and you do
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For instance, there is a Treasury ruling, just to give you an idea—

ou were talking about a few months—there 18 2 Treasury ruling
which has been in effect that to stay an investment company and still
retain the tax benefits, you cannot have more than 30 percent of your
oss income coming from short-term profits; not net short-term profits
But total short-term proﬁtslwithin a 90-day period. So when we are
talking aboub fully managed, we are not talking about really just
staying in for a few weeks or & few months. You really have to stay in
for 6 months or MOre:

Mr. Kurra. How much turnover Was there in your portfolio in the
last fiscal year?

Mr. ALGER. Substantial. It Was certainly over 100 percent.

Mr. KerrH- You have 2 portfolio currently in the vieinity of $60

Mr. ArcEr. You see it has grown. The assets have grown SO quickly-
Mr, Kuros. 1 understand that. T would expect them to grow, Par-
ticularly wit the kind of management that you have been stressing:
Now what 18 the average length of time that you hold a stock in your
portfolio@

Mr. ALGER. AS long as possible.

Mr. KEITH. As long as you expect it t0 jmprove relatively well as
contrasted with other improvements in the market ?

Mr. Avcer. That is right. :

Mr. Kerra. How long does that usually Jast?

Mr. Arcer. There is no usual. There is no way of defining this. I am
not trying to avoid you.

Mr. KeITH. Let’s do it mathematically. '

What was the total volume of sales last year in your fund?

Mr. ArcEr. Eleven million approximately.

Mr, Kerra. Of 2 $60 million portfolio, you only sold—

Mr. Arcer. We started out at $400,000, and then it moved up t0 $2
million at the end of the first year and then $11 million at the end of
the second year in sales, and this year we have gotten $40 million
approximately.

Mr. Kerra. In sales?

Mr. ALGER. Y @S,

Mr. KrITH. This year you have had $40 million in sales?

Mr. ALGER. Thirty million.

Mr. KEITH. That means new capital that has come in?

Mr, Arcer. That is correct.

Mr. KEITH. ‘And how well have you done with that new capital?
What would this book here say with reference to your success

Mr. Arcer. Is that Weisenberger ¢

s
Mr. Arcer. Weare probably not in Weisenberger. We may very well
be in it, I do not Jmnow but they have s1ze limitations. We may very wel
be in it. T think maybe we did qualify. We are up about 55 percent this
year. We are running about tenth in the industry. The year before that
we were gecond. The year before that we Were first on performance.
Tt is awfully hard, T mean——
Mr. Kerra. Were you here when we had the discussion concerning
possible speculation ‘n the market, not in the informed sense of the

word but the rolling of dice to which you referred ?

‘___-_
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Mr. Argpg, You see this just does not exist. Tt existg Somewhere, T
mean it jg Something which seems to have caught on,

into cash anq into more traditiona] kinds of CoOmpanies, companiegs
Which represent more nearly the économy. T think we just basically
feel that 8rowth stocks have had it.

ut when you ta]k about Speculation, Jagt year I would have been
speeula,ting.badly to have owned Gener:a,l Motors ang not Speculating

r. Argeg. Well, in the biography at the very back it has me on
the board of Security Investment Fund. That is a misprint, Actually,
I recently went on the board of Security Management Co. I am not
on the board of Security Investment Fund, which js a balanced income
fund we also run.

, I. Kurr, You said “we also run.” You did not say “we also ad-
vise.” That 86ts to a point that I have been trying to make through-
out these hearings, that to al] Intents ang Purposes the funds are run
by the companies and not advised by them, and that is what You said
Just now,

r. Argzg, Well, we run the portfolios, yes, There is no question
about that, :

. Mr. Kerrg, 1 realize that Yyou manage the portfolio, byt You said
“run the fynq » '

. ALGER. Yoy know there ig 2 problem in a]] of these discussiong

about arm’s length or running the fyng.
or instance, if a mutya] fund did pet allow a vote to its share-
holders at all, we probably woulq not be having these discussions at all.

e do not have g captive saleg force, but the independent broker-
dealers wi]] pick it up and sel] it, because it is g good product anq
it is asy tosell, and we can prove it ig g good produet.

I. REITH. Do yoy believe that there is the usual relationship be-
tween stockholder and Management in mytyq] funds?

I. ALGEr, Suyre, It is just like any other company. Stockholders
do not run the management, of any company in the United States of
any size Practically.,

. Kerra, Byt the board of directors in the average corporation,
when they are dealing with a service or g product which they are

..
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buying, and a member of the board of directors has anl interest, he
has to stand up pretty straight to disclose the nature of the transac-
tion in which he isinvolved. :
Mr. ALGER. Well, of course in the same way, for instance, at OUr firm
we have a last in, last out rule on investing in stocks. 1f everybody 18
completely in we can buy stock; all of our clients when I say every-
body. And after everybody is out we can sell stock.

Mr. KEITH. Tet’s put it this way. In the board of directors of 2
mutual fund there are 40 percent that are unaffiliated.

Mr. Arcer. I think so.
© Mr. KgIrH. Therefore, there are 60 percent, generally speaking,
that are affiliated. These people owe their allegiance to the manage-
ment company, and they are disqualified from voting on the manage-
ment contract, but they are nevertheless present during the discussions
and they are Vvery much involved in the Jecisionmaking process in-

directly, and that is their primary responsibility. Therefore, the con-
tract that is entered into 1S, generally speaking, not as arm’s length
as would be the case in other corporate transactions, I would think.

Mr. ALGER. Wwell,if we could— :

My, Kurra. 1t gets back to what you just said, «We run the fund.”

Mr. ArcEr. We view it as a product which we are just trying to——

Mr. Kerre. Yes. ,

Mr. ALGER. I mean that is the way we view it.

My, Kurre. The SEC does not think this1s healthy.

Mr. ALGER. Well, there 18 such tremendous competition. How can
something be unhealthy which is 80 tremendously competitive? T mean
that is of course the question, and in fact the SEC admits that if you
view it as a product, the basis of the whole studgf Jdoes not exist. They
admit this. And we say, «Well, gee, what else is it ”

1 mean you canl only Jdescribe it In competitive terms. They talk
about the vigorous cales competition. They also make references to
the entrepreneuriai risk. There is 10 olear-cut guarantee to success I
this thing. :

In fact, I can tell you here we have had, and I will say the Security.
Management Clo. has had the best product in the country, and once
again here is a point which you can prove. You know, we can Sy we
have had the best. We can prove it. And even 80, just this year it broke
even, and it has $70 million in total assets under management. Just
this year it broke even and there was great rejoicing. 1 mean no one
is making an awful lot of money.

1 have on My desk, for instance, in my office, an offer from a man
who owns 40 percent of a company which is quite well known. They
have about 2 half-billion Jollars in assets under management which
includes investment counseling accounts and some funds and they
have a contractual program of $150 million in face and they have 2
captive sales force and they have been making money every year, an
what do you suppose he wanted for his 40 percent interest? Would

you have any iden offhand ? :

Well, it was SO depressingly little. He wanted $800,000 which he
would aceept, in ¢-percent notes if they were bankable. That was in
parentheses if they were bankable. Well, here is a man who has had 2

tremendousiy successful company in a great growth industry, and for

_________
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ecause of the benefits to a]] involved we believe it will be copied
roughout the industry.
(4

As you know, the NASD’s administratiye authority t, approve
or disapprove this plan ig absolute anq final,” :

oW, you are saying that they could aPprove a plan that would take
all of these Tunds down t, a load charge of 614 percent ¢
You are saying ?

. ALGER. Yeg, We Specifically reécommended it fop
ment Company,

ell, for instance, you have g member here ip this
Roland Robbins of First Investons, who is on the st
Mmittee, '

Mr. Moss. Let's stay to this question,

r. ALGer., Hp could explain it ¢
Mr., Moss, Oh, I do

our manage-

room, Mr,
anding “com-

u see there are certain ]}Jlroblems with the
{ : ]

» the big problem ig
how do you keep the indepengent broker-

Mr, Mogss. T kn
that the “NASD’s d
absolute and fing] ”
I ALGER, That ig correct,

r. Argeg, According to my lawyers, it d

) 0es not, Evidently, and it
1S just a thing that is inthe act itself

I Moss. Well, T can only say that
confused op T and m

tused. You coylq cut the load on
Jour plans, the plan dvise, to 614 without any NASD approval,
could you not ?

r. Arggg, Yes, we could, but we could not come in with—fop
instance, as I say, we plan to use 5 Portion of the Management fee ¢,
contribute to 5 pension funq of salesmen through j
dealers,

independent broker-
Now, to do such g, plan, ey
Spectus and Spelled out, anq 1S a part of the

which we would offer, beca
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Mr. Moss. You could engage n. the very common practice of giveups
you recelve from your brokerage 0 order to stimulate 2 sales force or t0
enrich the amount that the sales organization, could you not?

Have you submitted 2 proposal to the SEC that they have rejected?

Mr. Arcer. They sent it back to the NASD.

Mr. Moss. For what, for comment

Mr. ArcEr. No, for approval. Then they will look at it if the NASD

approves it.
Mr. Moss. But you said it is final and absolute.

we have no right

to go to the SEC with1t.
Mr. Moss. I have no fu

Mr. Watkins?

Mr. WATKINS. None.

Mr. Moss. Thank you very much.

The next witness will be Mr. Edward B. Allen, JT. secretary-
treasurer of Allen, Rogers & Co., Inc.

You may proceed, Sir-

STATEMENT 0F EDWARD B. ALLEN, JR., SEGRET‘ARY-T‘REASURER,
ALLEN ROGERS & CO. INC.

)

Mr. ALLEN. Thank you.
T would like to beg your indulgence and ask if you would move down
d the portfolio manage-

in your thinking from
ment, and the boards of directors of funds and so oD, and come down
i of this business, and talk more

with me if you will to the grassroots
that is those who are gelling it.

or less about the people end of it,

Mr. Moss. We are very pleased to do that.
Mr, Acex. And those who are buying it.

Mr. Moss. All right, sir, weé will be pleased to hear from you on

that.

Mr. ALLEN. Perhaps 1 am the answer to Mr. Keith’s question of a

little while ago that it would be nice if we had a salesman here. T hope

qualify, Mr. Keith.

atively small dealer specializing in mutual

funds. We do some pusiness over the counter, pretty much unsolicited.

We do some listed business through a 1is firm, but primarily we
i, training, and supervising of sales representatives,

resetantives who go out and contact the public an

interest them 11 what mutual funds can do for them.
i t of our business 15 in contractual plans,

Approx1mately 7% percen
in outright cash purchases and so-called open
ograms. Various funds useé dif-

and the rest of it is 1
accounts or dividend reinvestment PT’

We have seven offices in New Jersey, eastern Pennsylvania, and
000 salesmen, be-

Delaware at the present time, and about upwards .ol
ntives right at this point.

tween 200 and 050 registered represet
The firm otarted 6 years ago when my two partners and I were
d sold funds for them

affiliated with another underwriting firm an

before opening up, our own shop.
The initial reaction of our representatives, and ourselves to & great
ed and then actually

degree, When the SEC proposals were first rumor

et




» In addition to the fact th,at they obviously are in
business t receive Mmonetary Compensatjon, they also are, for the mogt
part, extremely Interested jn being of Service to theip fellow man. T

nd, of course, it did rajge questions in oyp mind as to what could be
the motiveg? The Possibilities, of course, are politica] op bersonal gain
Or some such Teason as thig, ; -
I Moss. T woulq brefer that you confine yourge]f to your state-
ment on the subject you came here to discuss,
S one of the Sponsors, T assyre You that I haye neither politica] nor
bersonal nop becuniary gaing in mind.
Mr. Avrey, T do not mean to imply that, sir, :
Mr. Mosg, Well, you have Succeeded quite admirably, so let’s stay
S

Mr. Warkrys, Mr. ¢ alrman, T think We ought to let him express
his opinion, He can file hig Teport if he wantg t,

Mr. Moss, Mr. Watkins, the gentleman did po ask to file his report
and summarigg it

Mr. Warkrys, Mr., Chairman, would you not permit him if he would
request his statement be filed anq then go on a5 he has? 1 think it jg
Interesting,

Mr. Moss, 1f the gentleman from Pennsylvani, had been Present, the
chairman announced at the be-ginning of these hearings anq well in
advance that, it would be Necessary for every witnesg appearing to
submit at Jeagt 24 hours in advance s Statement of what hig testimony
would be. The gentleman is not OW confining himself eithe, to a sum-
mary of his Statement or ¢, the statement which he hag bresented to
this committee in accordance with the ryleg of the committee anq the
rules of the House,

he gentleman will therefore confine himse]f ¢, the statement he has

d here as hig Statement, He May summarize it if he wishes, byt

the rules of the House and the rules of the committee permit that type

of requirement. and that type of requirement wij] be Imposed as long
as L am chajrmay, of this sy bcommittee,

r. Warkins, N ow, Mr., Chairman, I do not meay to be disrespect-

ful. T have 5 lot of respect for yoy and your ability anq your know]edge

..
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of the law and all, but this gentleman Jdoes not. So can we not be a little
lenient with 2 witness that cones UP. here—

Mr. Moss. I have been most lenient. The gentleman has been here
resenting 2 statement which 18 totally extemporaneous and totally
irrelevant, and not related in any sense to the statement he prepare
to submit to this committee as his statement.

Mr. WATEINS. will have to submit, of course to the ruling of the
Chair and I chall, but T would suggest to you in my behalf that you
give me SOme of these grassToots opinions 1t writing. 1 would like to
have them.

Mr. ALLEN. Thank you very much. :

Mr. Moss. The gentleman is supposed to be here to give US grassroots
opinion and he has carefully prep ared them.

Mr. WATEINS. The remarks he did not put in the report, let’s put it
that way. .

Mr. Moss. The gentleman can do that in his qnestioning.

Mr. WATKINS. T do not believe in being the judge, court and jury
in this thing.

Mr. Moss. The Chair does not intend to pursue the discussion any
further.

The gentleman will proceed and proceed in order. ,

Mr. WATKINS. 1 accept your, decision. 1 think I told you that. You
do not have tobe so stern about it. -

Mr. Arzex. I respectfully request that the statement be made a part
of the record.

Mr. Moss. The statement will, if there is no objection, be included
at this point in jts entirety.

(The prepared statement follows:)

STATEMENT OF EpwArD. B. ALLEN, JR., SECRETARY-TREASUREB, ALLEN, ROGERS
& Co., INC.

A. MUTUAL FUNDS AND THE REGISTERED BEPRESENTATIVE

In the first twenty (20) years or so of the forty-six (46) years Mutual Funds
have been in existence, the total assets of a1l Funds grew from Zero (0) to
appnoximately five hundred million dollars. In the last twenty-three years this
figure has increased to appnoximabely 45 Dbillio dollars. The reasons for this
rapid growth in these recent years may be attributed to the following :

1) Rising security prices reflecting the tremendous growth and earning

(2) The generally excellent Management, relative gsafety, and many €on-
veniences of Mutual Tunds.

(3) The growing affluence of our society.

(4) The declining purchasing power of the dollar.

(5) The excellent eooperation between our Government and our jndustry
to set legal safeguards and high ethical and prot‘essmnal standards.

(6) The efforts of Registered; Representatives to bring the above factors
into sharp focus and correlate them with the personal financial planning
of people in all walks of life.

We would not for a moment wish to minimize the importance of the first
five (5) reasons. However, the major jnfluence, without 2 doubt, affecting the
gratify'mg jncrease 11 the number of .sh reholders of both modest and wealthy
circumstances, may be attributed largely to the efforts of Registered Represen-
tatives.

By the §.B.C’s oWl admission in it’'s report, Mutual Funds have‘performed
a very Worthwhile and valuable gervice to0 the people of our country:

«Mutual Funds are sold. They are not bought. Therefore, the Registered Rep-
resentatives nave been, are now, and, unless the S.B.C’S recommendations are

enacted into law, will continue to be, an mdispensable part of this valuable
gervice.”

ERENSSEREES




Commigsion ratio shown are our Company’s. Other’ Dealers may vary their
Commission ratio Somewhat,
Charge to investor—go
Dealer receives—g9, on most fungsg
Managerg receive—59, leaving 19, for the houge
4. Saleg Representatives receive 414 %05 4%, or 359, depending upon leve] -
of eXperience ang accomplishment. The i i i

bublie, the S.E.C, folks would be doing g disservice to the Very people they
burport to Drotect, :

With an due respect for the S.E.C, bersonally, I’.s‘trongly resent the implicg-
tion that for my 13 years in thig 'business, I havé been overpaid for my ‘services,
In actuality, every client in gy those years who hag carried out my recom-
mendationg has made money. No one has Jost' g dime, k

C. UNFAIR COMPARISON, ]

If indeeq the saleg charge ig too high, ag alleged, it must be tog high in rela-
tion to the service rendered, or too high in relation to other Serviceg believeq to
be of g similar nature, Thege are matterg of Opinion to pe settled in the free enter-
DPrice market place, It ig interesting to note that the only complaints‘aboui:
Funds are from the S.E.C. ang not from sharehiolders. ‘

8 percent to Buy

No charge to sell.
Stock :

1 percent to buy

1 percent to sell (approximately).

Funds are burchased to keep, not to sell. Stocksg are usally bought to sell at
a future date. Let'g assume that g buyer turng over his stock 3 timeg g Year,
That would result jn a 6% total sales charge in g year or 609, in 10 years,

The next example jg $5000 in 50 stocks listed on the N.Y. stock exchange :

Amoung D — $5, 000. 00
Amount jn each stock______‘__--.. _________________________________ $100. 00
Price per e i e $50. 00
Number of shares in o 2
¢ ¢ \\‘:_ﬁ-
Buying Cost :
.0dd 1ot dift’erential__-_--_______-_-; _________________________ $12. 50
Brokerage e e 300. 00
Selling Cost:
0dd 10t R —— 12. 50
Brokerage 2 e e 300. 00
e e 5. 00
EC fee ___ 777" SR el .50
_
Total i e TR 630. 50
otal in an, out fee. e 90
Percent of invested amount (percent)__-----___--e-_,-_____;-_ 12. 61

Mutual fung cost: $400 or 8 Dercent.,

85-5 92~68~pt. 2—7

—
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Not only ig there @ difference in charge put a more signiﬁcant difference is:
that of method, purpose and planning involved. The average customer’s man
in a brokerage firm must make several trades & day usually over the telephone
or with the client. in his office watching the board, in order to make & decent
income. ‘ ' '
On the other hand, the Mutual Fund representative takes 2 different ap-
proach, since he is interested 1n overall financial planning for his clients. He
gpends hours prospecting, personany in‘terviewing to determine needs, abilities:
and long term goals, planning programs to meet such objectives a8 education of
children, retirement Dlans, or current income, needs from investments. If he is
progressive, as he ought to be, he also plans and coordinates life insurance pro-
grams, works with attorneys on trusts, sets up corporate and personal tax~
sheltered retirement plans. Tnstead of several sales a day, he is fortunate to.

eeds.
He believes that only after such things are taken care of should 2 person in-
dulge In the more precarious practice of playing the stock market.
The Mutual Fund Industry is one which :
1. Sends thousands of young men and women to college.
9. Provides 2 dignified yetirement for hundreds of thousands of older
people. .
3. Protects millions of people from the ravages of inflation.
4. Gives people of all walks of 1ife the pest plan ever devised to provide
a sound method of parti'cipating in the growth and earning power of
American Industry. -
p. THE CONTRACTUAL PLAN

Experienced persons in financial planning xnow that the vast majority of
people, even though they live in the wealthiest country the wor}d has ever Known,

[%) ]

$5,000, $10,000, $50,000 or $100,000 to invest, their only salvation to achieve the
above goals, is to save out of their income. This should be done on & planned
systematic basis rather than on 2 hit or miss pasis. The only plan that makes.
real sense is the Sy‘stematic Investment Plan or go-called Contractual Plan.

probanbly withstand 2 loss. It is the same disadvantage one finds in a mortgage,
1ife insurance policy, puying a car on time, etc.
The client has this fully ‘explaine‘d to his 8 tisfaction pefore he embarks on 2
program. A plan for education of children or for retirement 18 extremely im-~
portant in financial planning. This plan provideis a self-imposed semi—obligatory
program, to ‘accumulate capital to take care of future jnevitable financial needs.
It gives all the possible advantages and conveniences of an investment in Amer-
jcan Industry and reduces the risk toa minimum.

“Qee exhibit A-—“Oontractural Plan Results” which shows values of plans at.
various stages of ac‘complishment as well as salesmen’s commissions earned.

gee exhibit B—Some Advantages of the Contractual Plan.”

©. HIRING AND TRAINING PERSONNEL

Because of the high standards required for registration and licensing, it
takes about two (2) to three (3) months of study and training and examina-
tions before an applicant is qualiﬁed to solicit sales. Our firm has hired, trained:
and releasedﬁabout 500 people in 6 years to retain the present 250 representa-

SB.C. Why do not more customer’s men 1eave the individual stock business.
and sell Mutual Funds exclusively, if there is SO much money in it?

- F. CO'NCLUSIONS

1. Well—informed citizens, who believe in the free enterprise system, are ca~
pable of judging the value of Mutual Fund purchases, j.e. costs V8 results.

,___—-_



Ty. The many advantages and
igh the one disad
gistered Representatwe 18 generally g harq working, conscientious,
well-traj TSOn Who hag his clientg best interestg at heart, His services
usually exteng far beyong the mere ggje of Mutug] Funds,
9. The saleg charge jn Mutuaj Funds cannot pe €quated with that of stocks
per se,
ExH1BIT A
STATUS oF SELECTED CONTRACTUAL PLANS AS oF ner, 2,197 .
Name Monthly Face amoynt Number of Amount Value Salesman’s
plan investments1 invested commissjon 2

$9, 000 6 $300 $151.74 $67. 50
18,000 15-8p 3,500 1,247.64 292,50
3,600 17-46p 714,12 87.75
6, 000 26-34b 1,300 1,428 24 146. 25
4,500 28 730.35 73.19
3,600 38-20p 1,340 1,752.76 87.75
6, 000 56 4,800 , 025, 04 146.25
, 63 4,725 , 147, 46 219,57
, 200 66 3,960 6,540, 69 175,50
12,600 69 6,900 11,588 22 292,50
, 000 72 1,800 , 035, 01 73.19
60, 000 72 36, 000 66,704, 70 744,00
12,000 83 , 300 13, 389,75 292, 50
6, 000 96 4,800 9,040, 11 146,25
3, 000 120 3,000 4,787.85 73.19
12, 000 120 12,000 5,370. 00 492, 50
Teee— e 7
Totals____ 1,370 174,900 947 89,735 148,653, 7 3,210.39
Total amoynt
A s 878500
Unrealized '
nrealize
I e e B
12nd number indicates number of payments behind,
2 Starting Salesman’s Commission Spread over 1st year,
3 Completed Plans,

Note: Al above plans have been in existence for Joss than 6 years. Actual confirmations of the above records will pe
furnished Upon request.

ExHIBIT B

1. Divensiﬁcation.
Professional Management.
(@) Carefy] Selection,

Constant Supervsion.

3. Distribution of Divide

Distribution of Realizeq Profitg,

Without Penalty,

17. Tax advantages,
esignation of Beneﬁciary.
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19. Adaptable to Gifts and Trusts.
Revocable and Inrevocable.
(b) Gifts to ‘Minors.

(c) Profit Sharing Plans. ‘ ‘
d) Keogh Self-employed Retirement Plans.
(e) Short-term Trust. :

20. Year-end Tax Information.

Mr. Moss. The gentlemal may summarize the statement.

1}/11'. Arien. I chall try, M. Chairman, to exercise as much restraint
as 1 can.

The thing that we find out there . the field 1s that, generally speak-
ing, most people do & rather poor job of personal financial planning,
and I think- 11 -the statistics will bear out that after 2 lifetime of work
in the wealthiest country that has ever been o1 the face of the earth,
that many,many people end up quite broke. Those of us in the sales en
of this businesss 1 think, are 10 the forefront of an endeavor to try an
bring into focus the needs of people and correlate them with their
ability to get, Tnoney aside and to correlate it also with the economic
times in which we 1ive, and offer plans and programs to that end.

And what this. industry has done, and primarﬂy through the sales
representative, has been to send thousands of young men and women
to college, has resulted . & dignified retirement fOT hundreds of

thousands of older citizens, has protecbed millions of people against
the Tavages of inflation, and if we may be a little prejudicial, given
ople the best plan thab has ever been devised 0 offer & participation
i1 the growth and earning power of American in ustry. And T submit
to you that mutual funds are. product or & service which is sold and
not bought, very gimilar to life insurance. Very few people g0 down

to Prudential OF Metropolitan OF John Hancock and walk 10 and say,

Mutual funds are pretty much the same-. People do not generally seek
out this service. 1t must be brought to them. And this requires sales-

men who gpend long hours prospect'mg, interviewing, plannin.g, and

if they are proaress'we in thelr thinking, probably correlating 16 wit

Jife insurance- They deal with attorneys I setting up trusts, work
with self—employed retirement plans and with proﬁt—sharing an

ension plans in industry, and it is simply our contention that they
should be paid for these Services. 1t would seem that the SEC would

want this compensation reduced and to decide just how much it should

be.
T T may, L hould like to break down the sales charge on 2 Tump-
sum ;nvestment. The client generally pays about 8 percent. This is as-
suming it 18 not a mno-loa und. The dealer concession usually is
about 6 perc nt.

Mr. KEITH. You mean if somebody puts 2 Jump sum down they pay

8 percent at that time* 3
. ALLEN. Yes. If a man invests $1,000, the sales charge is $80,

the sales charge to the client.
Mr. KrITH. At the time he puts it down, the total commission on
a plan other than 2 Jumyp Sum, 1t works out to be about the same thing,
1f you see what T mean. ‘

‘Mr. ALLEN. No, I am 0TIy 1 do not follow you-

,_____
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Mr. Kerra. If he is buying on the installment plan, he would be
Paying 8 percent over g period of years? e
Mr. Arrex. Yes. g paih
Mr. Kurrr, And if he bought a lump suym of $1,000 each year, he
would be paying $80 or 8 percent? , o Ey
Mr. ArLex. That is correct, the difference being that on a contractual

in the Iump sum. He is paying the 8 percent. ,
Mr. Avcew. No. Let me give you an example if I may.
- Let’s assume a man is just buying $1,000 -worth of XYZ fund.
Mr. K, Yes. ' ~
Mr. Arren. He buys $1,000 worth of shares, that is, minus 8 percent.
He buys $920 worth of shares. The 8 percent is the, sales charge to
him. And then if I may, I would like to show you how this is divided,
The dealer concession generally is 6 bercent. We as dealers, have man-

receive 414, 4, or 315 percent, depending upon the level of accom-
plishment, length of service, or whether they are working their way

Into management and so on,
it 1s a little hard for us to understand that if the overall sales

Now
charge were reduced to 5 percent, how we could work out a system
of compensation for our salesmen which would hold them, which
would keep them with us as salesmen, and frankly, how we could stay
in business, '

_ Mr. Warkins. How could you sell if you did not have salesmen ?
People do not come to you like they would a doctor, do they?

r. Aren. No, that ‘is correct, very seldom. The longer one is in
the business, the more this does happen, but it is an occasional thing,
No, we just could not operate.

Mr. Warkins. In other words, what you are saying, if you cut it
down to 5 percent you are out of business then ¢

Mr, Arrex. Absolutely.

Mr. Warxins. That is what I want to hear you say here. All this

going around the bushes about some of this other I am not interested
1n.
- Mr. Avren. In our opinion this is exactly what would happen, be-
cause we could not compensate salesmen to go out and sell this service,
The only kind of dealership that we could have would be one where
I suppose my partners and I would be alone in the business, and let’s
say the concession to the dealer was 314 percent. Proportionately I
guess it would be something like that,

So that we_as principals would be the only ones selling and we
would be receiving a 814-percent commission on what we personally
would sell. Well, it is pretty obvious we would get out of this busi-
ness and go into some other business.

Mr. Warkins. Mr., Allen, how many men did you say you employ
in your firm of Allen, Rogers & Co. 9 .
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Mr. Arzex. About 240 or so I think at the moment.
Mr. WATEINS. You are telling this committee now that those 240
people would be out of work? o

Mr. ALLEN. Yes, sir. I do not see anything else that could happen,
because they are just not going to work for that little compensation.

Mr. WATKINS. YOu could put them on relief.

Mr. Aruex. Well, maybe we can raise social securit benefits.

Mr, Warkixs. They can wind up on relief, do not do anything, get.
paid, get 2 check sent, to them once & month, We could do that.

Go ahead, Mr. Allen.

Mr. Avcen. If I may g0 into this a little further, as regards the con-
tractual plan. As far as we are concerned, and we may be prejudiced,
the greatest single vehicle that has ever been made available for aver-
age Americans and people of modest means to secure an investment
in American industry has been the contractual plan, because it ade-

uately compensates the salesman for spending the time with this
Tittle guy, SO that he can invest $25, $30, $40, $50 a month. :

There is only one disadvantage to the contractual plan, and that is,
if the shareholder liquidates in the early stages, he will 1ose. This 18
always pointed out to him. I perhaps shouldn’t say always. There may
be some salesmen somewhere Who don’t, I don’t know, but we certainly
haven’t had any complaints on it ourselves. ,

The chief determinant, I think, as to what the sales charge should
be, doesn’t pecessarily bear any relation to the performance of the
product or anything of that nature. It bears 2 relationship to what it
costs to do business, what it costs to get & salesman to go out and do
the job. The markup on a Jiamond ring I suppose is b0 percent or
something, I don’t know; on a suit of clothes maybe 40 percent; an
automobile, maybe 95 percent, and a can of beans two percent.

The reason for the charge, 1 think, is related to the cost of doing
business, and it is important to us what it costs us to do business and..
what we have to pa, out in terms of overhead in order to stay in busi-
ness. And as 1 said, the shareholders have not complained. It seems
that the SEC are the only ones that have complained about the
sales charge. :

1 I may give an example of the Jdifference between an open account
and a contractual plan in terms of what the salesman earns, an open
account simply being a level charge plan, where 8 percent is taken
out each time an investment is made. 1f 2 man is going to invest $100
to begin with, and $50 a month as he would on 2 contractual plan, and
if we set up an open account the same Way—although, generally
speaking, most of the funds don’t do it that way—some funds have a
minimum of perhaps $500, some $150, to open an account, and then the
ilnlzestor may add in $50 increments if, as and when the investor feels

ike it.

On the open account, out of the first $100, the salesman would re-
ceive 814 percent, or $3.50 out of this $100. Picture now, he has called
this person, made an appointment, perhaps called many persons be-
fore he got the appointment with this prospect, and is spending his
time going out to talk to this man. ”

You see, many times this business is equated with the customer’s
man in a brokerage frm who malkes most of his sales over the phone,,
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and does it in g relatively short time. In the mutual fund end of it, the
salesman goes out anq sits down with the client or brings him inte the
office and, as I sajd before, correlates this whole Program for him and
tries to set up a plan and a brogram to meet hig needs, his objectives,

his hopes, his dreams for his children’s education and his own future,

tive, had 50 of these plans going, this would be $562.50 monthly in-
come to him, and again assuming that the same attrition involved here
is 20 bercent, which incidental‘ly, our records prove would not be so
because People carry out contractual plans and they don’t carry out
‘open accounts to anywhere near ag high a degree, However, this
would result in about $450 a month income to the salesman as com-
Pared with $60 5 month in the cage of the open accounts, or level
charge plans, o

I think you will agree this is not g very high income, average or -
below average. So the registered Tepresentative would have to have
many, many more than 5( plans going, and in the case of the average
representative, it will take him at least g year to institute 50 plans,

ell, if we had to sell only the open account, as I said before, we

would just be out of business."The only other alternative would be for
the registered representative, and we ourselves as dealers, to deal ‘onl
with wealthy peopls who could put in thousands of dollars, an
- thereby we could get an adequate commission and income for our-
selves, or we could 2o into another business, . iy

r. Moss. Mr., Allen, do I understand you to say that this condition
would arise if you did not. have the contractual plans, the front-end
load plans? ; - ,

Mr. ArLeN, Yes, sir. : :

r. Moss. How do You explain then the strange phenomenon of my
State of California, where ‘with about 10 percent of the population of
the Nation, we merchandise 23 percent of the mutual fund shares?

here isn’t another State that equals it. : ' :

r. Arten, T understand that,

r. Warkins, Ttisa large State. :

Mr. Moss. Does that give the selling forces more vigor, more
initiative? ; , ‘

Mr. Arien. T think that one Interesting statistic to investigate
‘would be what the average sale is in California. e

r. Moss. Weare going to do that, L o ,

r. ALLEN. Because in order for 5 salesman representative to make
a decent income in California or anywhere else, he would have to
make relatively large sales, and it would seem to me that this might
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be discriminatory a,gainst‘ﬂxe gmaller man who can only ‘invest $25
‘or $50 amonth.” o , SR -
“Mr. Moss. With a1l kindness, Sir, T would suggest that you are Jead-
ing yourself down'a rose path that you shouldn’t wander on, unless
you have the statistical data to back it up, because you may find that the
average sale there isnolarger than it is out your way-.

Mr. ALLEN. Ttwould be might interesting. : _

Mr, Moss. You may find that the average investor is being encour-
aged as much or more than out your way. R
N Mr. ALLEN. Possibly. I have never been to California, s0 I don’t
now. ' : , , :
Mr. Moss. So I just would suggest that it would not be the act of

reatest wisdom to g0 ahead and commit you‘rself‘too,fa,r along that
ath that we are only selling to the wealthy. I am not willing to con-
cede that we have that mix of wealth in our population that would pro-
duce that phenomenon. There are other States T think with a higher
income per capita than wehave. : ; ‘

Mr. Ariex. Well, from where I sit, in looking at our problem here,
and what we would have to face, you ask me why this happens in Cali-
fornia. My natural reaction would be that in order to ‘make an ade-

uate income, that & man would have to gell more. I don’t know, if he
oesn’t—— ‘ ‘

Mr. Moss. They might be better salesmen, isn’t that right?

Mr. ALLEN. Possibly. I don’t know, We haven't ex anded as far as
California, but we don’t seem to find a great deal of difference between
calesmen in say north Jersey and Delaware or Tancaster and Mill-
ville. ‘Whether they are different in California or not T really couldn’t

say. ,
Mr. Warkins. Mr. Moss can’t tell you much about those places, can
you, Mr. Moss? : ' ‘ '

" “Mr. Moss. L have visited them, Mr. Watkins. ,

© Mr, Warkins. We want you to come down, too-. We would like you to
seemore of them.

Mr. Moss. I have enjoyed it too. :

Mr. Ariex. Well, we do feel that the elimination of the ,contraotual
plan would drive representatives an frms like ours out of business.
I think it would also deprive a lot of average people from the service
which is now being rendered to them, and in essence would ultimately
hurt the very people that the SEC purports to protect.

Tt would seem somewhat diseriminatory against smaller firms like
ours, because whatever business, if we were to go oub of business, what-
ever business would be sold in mutual funds, 1t would seem to me wou
go through the larger, wealthier firms Who would perhaps sell it inci-
entally to their general brokerage business.
" Mr. Warkins. Do you sell life insurance in your firm ?

Mr. ALLEN. Yes, we do. We have, I guess, about a third of our repre-
sentatives who are life insurance salesmen also. This, of course, is one
possibility that we have speculated o, and that is if this bill were
enacted into law that we would have to go, this is one avenue, we would
have to go into the life insurance business. ‘ :
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Mr., Moss: Are you a general agent at'the present time? oo,
Mr. Avipy, Yes. 7 o Vs :
r. Moss. For the life insurance business,’
r. ArLen, Yes, weare,
Mr. Moss. And youarea broker/dealer in addition.

r. ArLeN. Correct, i

r. Moss. Do you specialize in any particular funds?

r. ALLen. O , 1o.

Mr. Moss. You gel] anything that is available,

r. ALren, Any funds,

r. Moss. With no concentration on any one of them.

r. Arien, Oh, yes. I would Say we concentrate on g particular
group, although we do not tell our salesmen that they must se]] this
Particular group, but various funds do give added congessions for g
bercentage of the business that a firm will do with them, and so we do
a large portion of our business, T would say 80 percent, in one par-
ticular group of funds,

en we first went in the business 6 years ago, we looked into

many of the funds, having been with an underwriter before, and

were selling only one articular group of funds, and realizing—
Mr. Moss. What is the nature of that added incentive?

I. ALLeN. Oh, on the contractual plans in particular, I couldn’
give you the exact figures, but there jg an additional compensation in
loing an additiona] amount of business per quarter.

r. Moss. Do you have an idea what it js ?

Mr. Arrexn. Ang We pass this in incidentally to the salesmen.

r. Moss. You have an idea of what it is, don’t you ¢

r. ALLEN, A half million dollars g quarter I believe it the latest
figure in face amount of plans,

Mr. Moss. What is the added incentjve that applies to thig half mil-
lion dollars a quarter?

r. ALLeN, Well, there are so many different sized plans that T
couldn’t tell you right offhand just exactly. I could certainly get it for
you. ; :

Mr. Moss. Will yousupply it for the record ?
Mr. Avrgy, Surely.
he information referred to follows :)

Examprrg op Voruvme Bonus ARRANGEMENTS oF Funns Wercw Have
CoNTRACTU AT, Prawns

York law, and constitute an investment company of the unit investment type
under the Investment Company Act of 1940, They are registered with the Securi-
ties and Exchange Commission under such statute, which does not imply Super-
vision of management oy investment Dolicies by the Commission or any Govetn-
mental agency,

rog 1 aut]
currently receive commissions from The Dreyfus Corporation ranging from 549,
t0 90% of the full 10-year or 15-year Sales and Creation Charge. Dealer com-
missions on Fully Pajq Programs rangeq from 7.59, to .99% of the face amount of
the Programsg, Some dealers, becauge of their higher volume, receive additional
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commissions ranging grom 3% to 11% of the standard commissions. A special
arrangement has been entered jnto with one foreign dealer because of its addi-
tional costs, unique problers, and high volume; under this agreement that firm is
paid a higher rate than other dealers. Also, some of the higher volume dealers
receive 108% of the standard commissions allowed to dealers on second through
tenth or fifteenth year payments. The commission rates may be revised from time
to time by The Dreyfus Corporation. :

EXCERPT FROM THE OPPENHEIMER MANAGEMENT CORPORATION PROPECTUS < DATED
‘ MAY 1, 1967

The General Distributor of OSCAP Plans is Oppenheimer Management Cor-
ration (the «Management Corporation”) 5 Hanover Square, New York, New
York 10004. The Management Corporation is also General Distributor of the
shares of Oppenheimer Fund as well as Investment Adviser to the Fund. As such
General Distributor, the Management Corporation may be considered as the
Underwriter of OSCAP Plans and the shares of Oppenheimer Tund as that term
is used under the Securities Act of 1933. As General Distributor, the Management
Corporation receives compensation from the sales charges deducted by the Cus-
todian from payments by Planholders and on sales of shares of the Fund. A major
portion of such sales charges is reallowed to dealers through whom Plans are
sold:

On Single Payment Plans dealer commissions currently vary from .90 of 1%
to 7.989, of the offering price. On Systematic Capital ‘Accumulation Plans, With
or Without Insurance, commissions«currently vary from 80% to 95% Of the sales
commissions deducted from the first year’s monthly payments and from 35%
to 70% of the sales commissions deducted from the remaining payments.

Pealers may under certain circumstances receive in the calendar year in which
they qualify :

(A) Yearly Production Bonus equal to 5%-10% of the total OSCAP com-
missions (Single Payment, first year and trail commissions) paid to them during
the calendar year in which they qualify. . ;

(B) Yearly Service Bonus equal to 1/20th of 1% to 1/10th of 1% of the total net
asset value of all shares credited to the OSCAP accounts of their clients as 'of the
end of the calendar year in which such dealers qualify.

* * * *® * R &I

Puring the year ended December 81, 1966, selling charges on the shares of the
Fund’s stock amounted to $941,358 on 1,689,035 shares. Of the foregoing Oppen-
neimer & Co. received $174,289 jncluding $57 ,318 as General Distributor and $116,-
971 as Dealer; $710,004 was reallowed to other dealers. Oppenheimer Manage-
ment Corporation was appointed General Distributor ‘J une 28, 1966 and received
$57,065. Oppenheimer & Co. as General Distributor for the Oppenheimer Syste-
matic Capital Accumulation Program received $317,137 for its services and it
also received $48,657 for services as dealer for said Plans. ) -

For the year ended December 31, 1966, the pet investment advisory fee re-
ceived by Oppenheimer Management Corporation was $7083,340, after allowing
against the fee of $761,219 2 credit of $57,879 for certain salary and related
expense paid directly by the Fund. As of December 31, 1966 there was a reserve
for advisory fee of $606,735 the payment of which is contingent upon the reali-
zation of investment gains. ;
~ For the year ended December 31, 1966 total brokerage commissions paid
amounted to $710,331 of which Oppenheimer & Co. received $421,925 at customary
rates. : P .

Oppenbeimer & Co. has a broker’s blanket indemnity bond of $10-,000,000 cover-
ing partners and employees and the employees of the Fund and the Management
Corporation. . :

EXCERPT FROM FIDELITY CAPITAL FUND, INGC., PROSPECTUS DATED APRIL 28, 1967 .

The Plans were organized under and are governed by the laws of the Common-~
wealth of Massachusetts. The Plans are considered to be a unit jnvestment trust
under the Investment Company Act of 1940 and are SO registered with the
Securities and Txchange Commission. Such registration does not imply supers
vision of management or investment practices Or policies by the Commission.
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have executed g dealers agreement with the Sponsor, These deglers and invest-
ment brokers are independent contractors ang nothing contained herein or
contained in other literature and confirmationg issued by the Sponsor or the
Cusbodian, including the words “representative” or “oommission”, shall con-
stitute any dealer or investment broker g bartner, employee or agent of the
Sponsor or the Custodian. Neither the Sponsor Bor the Custodian shay be

at least $250,000 face amount of such Plang in any calendar quarter win be
given a bonyg commission amounting to 12.49% of the first year Creation ang
Advance Sales Charge, Dealers whe qualify by selling at least $1,500,000,
$2,250,000‘, or $3,000,000 total dollar face amount of Plang Sponsored by the
Sponsor in any calendar quarter, anqg such Plang constitute 609, of the dollar
face amount of all Plang sold by the dealer during such calendar quarter, will
be given a bonus amounting to 499, 53%, and 569, Tespectively, of the con-

uing years’ Creation ang Sales Charge, Under Specified conditions g foreign
dealer who does not gely within the continenta] United Stateg Teceives a com-
ission of 1 5% of the first year’s bonus commission paid to dealers,

EXCERPT FROM TR TELEVISION-ELECTRON TGS FUND, INC., PROSPEOTUDS DATED
JUNE 22, 19g7 :

monthly investmentg and up to api)roximately 88% in respect to Single Invest-
ment. Programs, ‘Will be paid to Aauthorized investment brokers and mutua] funag
dealers who are members of the Nationa] Association of;Secm*ities Dealers, Tne,,

and 100% of the regylay continuing years’ commission. on Periodic Investment
rograms, : ‘ ‘S

Mr. Kerre, 15 this additiona] compensation trips to Bermuda ang
things Iike that for your sales organization? - LT R

T ALLEN, Oh, ‘no. Tt is all’ published in the prospectuses of the
various funds and fully disclosed. - , : -

Mr., Kerry, What is the name of the fund that. Jou sell most of ¢

Mr., Arren, The.Fid.elity group of funds, Thepe are a whole oup of
funds, Obv1ously,;1n hiring and training salesmen, although oﬁiously
e can’t restrict them t selling a particulay group and have no inter,.
tion of doing it, on the other hand, to try and train them to sell 300 odd
funds and knoy everything about 80 odd funds is 5 monumental job,

e biggest thing that we are really selling in fundg is themanage‘-

ment, and thig happens to be 5 group of funds which have done 5 very
fine joh in the Past.

r. Warkins, Mr. Allen, dign’t the State of Pennsylvanis SS a
law permitting You to do businesg with, - our,cdmpa,hies, mutuaﬁom-
Panies to do business with the munici alities and count. overnments,
Invest in your firms, that ig taxpayers’ mone that ‘WOHI}C’l%e.

r. AuLeN. T am not certain of that, Mr, atkins,
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Mr. Warkins. I think:that is correct, if my memory. goes back that
far, I think it 18 sound. T know your business 18 sound: Youhaved very
sound and reliable firm ; not in my Jistrict either, Mr. Moss. ‘

Mr. Moss. I would say that is your Joss, My, Watkins.

Mr, Arex. Well, in conc usion, gentlemen, we feel that in the inter-
ests of everyone concerned, the investor, the Jealer, the industry jtself,
the salesmen, that the SEC Iiecommen&a,tions ghould hot be enacte
into law. It1s just about as simple asthat. . = o '

Mr. WATKINS. May I ask a question off the record, Mr. Chairman?
Tt does not pertain to this. _‘ ’ g

Mr. Moss. Certainly, Mr. Watkins.

(Off the record.) L . o

Mr. Warsins. 1 have no questions, Mr. Chairman. 1 want to thank
you for coming in here to testify before this committee. ‘

Mr. Arzen. Thank you very ‘much,Mr.Wa;tkins.

Mr. Moss. Mr. Keith. '

Mr. Kurra. No questions, Mr. Chairman.

Mr, Moss. 1 want to join in thanking you also for your appearance,
and if there are 1O further questions, the committee will stand ad-
journed until 10 o’clock tomorTow morning. We will meet in this same

_room at that time.
Mr. ALLEN. Thank you very much. ‘
(The following letter was received by the committee:)
: e ArieN, Rocers & C0., INOC.,
wa-ﬂynwyd, Pa., N ovember 10, 1967.

Mr. JouN B, Moss, ' S
‘Gha,irman, Subcommittee 0N Commerce and Finance,
Rayburn House Office Building,
Washington, D.C. o i ‘ o ;
DEAR SIR: Enclosed find the answers to questions asked in your letter of
~October o6th, We hope they serve to give some insight into the operation of
firms such as ours in the Mutual Funds and Life Insurance ‘business. )
In order to give a full year’s picture, we have used figures applying to the
calendar year of 1966.. .« ) )
1, Number of Representatives in Mutual Funds—233 at present; 498 in 1966.
9. Number of Life Insurance Agents,——% at present; 78 in 1966
3, Number selling -other securities—v-an Representatives are eligible to sell
other securities. However, all sales of this type are unsolicited and handled only
as a service t0 our clients. In our entire organization only 393 stock transactions
were handled in 1966. About 5% of these sales were in listed securities on which
we make no commission, since we are not a listed firm. We almost always charge
N.Y.S.E. charges on over—frhe-countter gecurities. o
Consequently, Weé Jose money on this regular stock business. We are not the
1east bit interested in this stock business. We are in the business of taking the
necessary time to sit down and discuss personal financial planning with prospects
and in recommending plans and programs to achieve their long term financial

man, who makes his living primarﬂy by sitting on the ‘phone all day taking
‘puy and gell orders for stocks and bonds. )
4. Number of full-time RepresentativeS——33 at present; 95 in 1966
5. Number of part-time Representatives—~200 at present; 178 in 1966
6. Average annual income for full-time Representatives $9,708.00
7. Average annual income for part-time Representatives 1,000.00
(These are gross incomes before expenses of doing business such as auto-
mobile, telephone, correspondence, etc., which the Representative himself
must take care of. Also, the average age of Represenbatives is probably in
the 40’s, OT the prime earning time of their lives.)
]. Amount of Mutual Fund Business in 1966
(a) Cash 3,519,489.00
(b) Face Amount of Plans $13,960,550.00

- — s




*—

‘ 528

© - 9. Amount of Life Insurance Business in 196¢
$7,000,000.00 face amount (primarily term insurance) -
10. Number of full-ti-mevmenselling contractuals (All 198) .. .
11. Number of part-time men selling contractyals ( All 198) L
12, Additiona] compensations to the firm: from volume sales in contractualg,
This is explained in the DProspecti of the several funds which were forwarded to
You several weeks ago. ;
8. Amount of this compensation. Dbassed on to Representatives (see attached
commission schedules) "
14. Amount of reciprocal ,brokerage,business~,$70,343;00 )
15. Amount ofreciproealeamingsvpassed onto-salesmen, . S
It is our bolicy not to bass any of thisdir.ectly to salesmen. However,,
in our being able to bay more generoyg commissiong to salesmen,

he present broposals were enacted into law the resulting drastice cur-
tailment of income woulq result in the following Dossibilitieg as. we see them
at this time: .

1. We would be out of businesg entirely

2. Our businesg would be drastically changed ag follows :

(a) We Wwould be forced to emphasize the insurance business ang sell
high cost, high commission insuran‘ce; (which we do not now sell, be-
cause we think it ig usually not in the begt interest of the client),

(b) We would not solicit Mutual Funds saleg and would gel] them
only as g strictly incidenta] part of the insurance busi»ness; or would
accept only large sales which Wwould result-in an adequate commission
for the time spent.

(¢) Our proﬁt-sharing plan would pe thrown out, which would make
our employeeg vVery unhapply because it wouldgadvensely affect their
retirement plang, ) : . . L

We trust that thig information will be helpful to the‘Committee and that
their Trecommendationg will be in the best interestsg of the Dublic, the industry
and dealers such as ourselves,

Sincerely,
Epwarp B, ALIEN, Jr,

SCHEDULES FOR BEGINNING SALESMEN

SCHEDULE A.—COMMISSION |N FUNDS WHERE VOLUME SALES APPLY
Monthly plan unit Double 1st payment Next 11 payments Total commission

SCHEDULE B.—REGULAR SALESMAN'S COMMISSION N FUNDS NOT oN VOLUME SALES
Monthly plan unit Double first payment Next 11 payments / Total 1st year
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SCHEDULES FOR ADVANCED SALESMEN

SCHEDULE A —COMMISSION SCHEDULE ON VOLUME CONCESSION ‘
1 year 9 year 10 ‘year
total

Monthly plan unit Double 1st Next 11 Total lst
payment payments year . trail trail
$20..oncnmmmmmmmmmmmmmt $10.00 $5.00 $65. 00 $1.75 $15.75 $80.75
oo12.50 6.25 81.25 2.25 20.25 101. 50
15.00 7.50 97.50 2.75 24,75 122.2!
20.00 10.00 130.00 3.60 32.40 162. 40
25.00 12.50 162.50 4,50 40,50 203.00
30.00 15.00 195.00 5.25 47.25 . 282,25
37.50 18.75 243.75 6.50 58,50 . 302. 2!
5,00 325,00 9.00 81.00 406.00
31.25 406. 25 11,00 99,00 505. 25
37.50 487.50 13.00 117.00 604. 50

SCHEDULE B.—COMMISSION SCHEDULE OF FUNDS NOT ON VOLUME CONCESSION
. (Double) st Next 11 Total 1st 9 Year total
Monthly plan unit payment payments year 2d through  10°year total
10th year °
$5. 55 $72.15 $20. 00 $92.15
6. . 85 24.00 107. 85
8.70 113.10 32.00 5.1
00 143.00 36.00 179.00
13.70 178.10 41.00 219.10
17.00 221.00 52.00 273.00
90.00 . 20,25 263.25 63.00 326.
100.00_- 45,00 22.50 292.50 70.00 362.50
150.00- - - 2mmmmemmmmmnmesmsTmTTI0T 68.00 34.00 442.00 102.00 - 544,00

(Whereﬁpo at 513 the subeommlttee adjourned, to recon-
vene Tuesday, 6ctober 17 s 19627 at 10 a.m.) ,
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TE AND Formrgn 'OoMMEnoE, B
, i ‘WasizMgton, D.o,
The subcommittee et at 10 a.m., pursuant to notice, in room 23292,
Rayburn Hoyge Office Building, Hop John E. Mogg' (chairman of the

subcommittee) presiding,
r. Moss, The committee wil] be i, order, e »
© are pleased to welcome as onp Witnesses this morning My, Rob.-
ert W. aack, president, of the New York Stock Exchange, My, Gus-
c%airl_nan of the board of governors, and My, Donald

ns

STATEMENT oF ROBERT W, HAACK, PRESIDENI‘; NEW YORk
~ STock EXCHANGE, ACOOMPANIED By GUSTAVE 1., LEVY, CHAIR-
MAN, BOARD oF GOVERNORS, anp DONALD 1, CALVIN, vicg
PRESIDENT, GOVERNMENT RELATIONS L
Mr. Hiaox, Mr. Chairman and gentlemen, T hye With me a’'sorme-
what modified, and, happily, abbreviated statement'which 'Va‘ries’onli{

modestly from the one we filed Jast week., With your permission
should like to read it for the record, '

r. Moss. Without objection the entire statement‘will' be receiveq

for the recorg and you May summarize i,
r. Ha‘ack’sfprepared statement follows :)

STaTEMENT OF ROBERT WY, Haacx, PRESIDENT, New Yorg Srocx Excraney

broposed for three very basic reasons; -

(525)
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3. Little justiﬁcation js given for many of the proposals in either the
jnvestm

SEC's report on ent companies OF in its technical analysis of H.R.
.9510 and H.R. 9511.

THE TMPORTANCE OF SELF-REGULATION

Those -WhO are.actively engaged in the gecurities business recognize that
their future su@ess‘»dégiends'on the .confidence of the' public investor. 1f con-
fidence is 1ost, so too may be their industry. Thus the industry regulates itself
out of 2 self-interest which is conststent'with the public jnterest.

In many jnstances the requirements‘ Wl_;ich the Exchange jmposes on our
member organizations and listed ‘compsmie's‘ are’ morestrict than are required
by the Qecurities ‘Acts or the Securities and Bxchange Commission. Other self-
regulatory agencies jncluding the other stock exchanges and the National As-
sociation of Qecurities Dealers, Inc." algo impose -regulatory: requirements on

their members. - : . : Ly . ;

As 2 result;investors using American markets have working for them three

layers of 'proteétion’ for their jnterests. First, the conviction of men in the
i st valued asset.

securities industry that the' confidence af.‘mvestoms.is their mo
i nd exchanges With_in the industry

disclosure of roation : :
ig in the pubﬁé’inte‘rest that all three layers of protection ‘be: continued and
that this concept be embodied in the pills before this C mmittee.

‘ h mMigrnmpy's'ON' SALES qannéns o

Abandoning the. concept of self-regulati.on the CommissionJ is seeking 2
statutory maximum on mutual fund sales charges of five percent of the net
that it be -granted the

asset value .of shares punchased. Further, the SEC asks
sole authority to increase OF change the maximum.

The Exchange opposes this proposal 38 not being in fhe public interest. We
question the wisdom of asking .Congress to turn its pack on self-regulation in
Commission miakes Nno showing that the jnvestment fund in-

y. and hence must have its rates regulated
by a ovemmental agency and nowhere in the Commission report is there evi-
dence that it has made a detailed analysis of the economic consequences of a
five precent maximum. : o

The Exchange strongly endorses the apm'.oach of s’trengthening self-regulation
in this avea. We recognize that a pumber of problems remain to be resolved if
‘the selferegumtory appro'ach is to be followed. 'We pelieve, however, that self-
regulation is vastly preferable to the approach suggested by the SEC. The NASD
would seem to be the most appropriate organization to be given this self-
regulatory responsibility. The NASD. regulates profits and markups in a number

of other areas. This would seem to bea logical extension of that responsibility.

" MANAGEMENT FEES

Proposed Section 8 of the bill would est blish an entirely nve'standard in the
jaw to give e SEC ipdirect rate making authority over management fees.
The bill suggests that new concepts be»ifntroduced in our gecurities laws, exist-
ing law be repealed an numerous State court cases be overturned.

The Exchange feels that these proposals would work to the detr
tual fund shareholders by stimulating purdensome and costly 1itig
singly difficult for the indps‘ory to find men of stature an inde-

making it increa
ndence to serve as directors. In ‘our View the SEC proposals ‘w*m not help

funds to jmprove vesults for investors put may well ‘hrinder them in this effort.

Further, there apears to be no pasis for
and shareholders are not fully competent to determine w
are reasonable for investment advice and that this decision must
them by the courts. i : i : )

We u-n.dersband that the Investment’Company Institute has indicated to the
SEC its willingness to go peyond the present concept. As we understand that
proposal, it contained three jmportant points. First, the number of independent
directors would be jncreased from 40 percent to'a maj ority. Second, the independ-

,_—_-_




In another DProposal, the Commission urges the abolition of contractual or front-
end load mutua] funds. In view. of the growth of these. funds in recent years
it is evident that the public has found them useful. The Exchange, therefore,
urges ‘that it would be Preferable to regulate any areas of regj Or potential
abuse rather than abolishing this investment Inedia. S :

85-5 92—68—pt, 2—3g
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mission’s position leaves much to be resolved. We are jmpressed, as always, by
the careful consideration this Committee igigiving as it moves to make its deter-
mination of these matters. We respectfully urge that the changes made by the
Committee in H.R. 9510 and H.R. 9511 be consistent with the reservations and
recomme‘ndations suggested above.

Mr. Haacg. My name is Robert W. Haack. T am president of the
New York Stock ‘Exchange. With me here today to present, the views
of the exchange on the proposed. amendments to the Investment Com-
pany Act of 1940 which are incorporated 10 H.R. 9510 and H.R. 9511
are Gustave L. Tevy, chairman of the exchange’s board of governors,
and Donald L. Calvin, a vice president of the exchange.

Qur purpose in appearing before the subcommittee 1s to present
the views of the exchange on_the major proposals in this legislation.
Mutual fund shares are not listed on our exchange and our oard o
gOovernors has no self-regulatory responsibilities under the Invest-
ment Company Act of 1940. Nevertheless, the exchange does have an
interest, in these proposals because mutual funds currently account for
approximately 10 percent of all trading on the exchange and own an
ostimated 5 percent of all stocks listed thereon. Further, the exchange’s
member firms account for a,pproximately 40 percent of all sales O
mutual funds to the public and hence could be affected directly and
substantially by the proposed legislation.

We believe that the regulatory framework established by the Con-
gress in the Investment Company Act of 1940 has worked well. This
does not mean to say that changes cannot be made in the act to n-
crease the rotection of the investing public. The exchange’s review
of the bills before the subcommittee, however, raises 2 number of ques-
tions as to the potential impact on both the investing public and the
securities indust of the changes that are recommended 1n the exist-
ing regulatory s¢ eme. We are concerned with the thrust of some of
the proposals for two very basic reasons:

First, no mechanism 18 provided for the self-regulatory processes
which are well established n the securities industry. Tt is our opinion
‘that industry celf-regulation should play an important and positive
role in the industry.

Second, little justiﬁcation is given for many of the proposals in
either the SEC’s report, on investment companies Ot in its testimony
and supplemental analyses of the bills.

The exchange’s specific comments on the four major proposals‘ in the
pills are as follows:

LIMITATION ON SALES CHARGES

The exchange is of the view that maximum reliance should be placed

Tt is our experience that nowhere 1 the world is the “hvesting public
better served—and protected——than in this country. The self-regula-
tory agencies and exchanges within the securities business have dem-
onstrated that they can be flexible and responsive 10 changing
conditions. ~

It is in the public interest that self-regulation’be continued, and that
this concept be bodied in the bills before this subcommittee.

- ————mEE




ing three reasons ; '

First, no meaningfy] Justification has been given by the Commission

-as to why self-regulation cannot be made tq work in this areg, Why
C ratemaking authority s Preferable also ig g wholly unsupported
~concept,

Second, the Commission makes no showing that the investment fund
industry 1is in Tact a public utility an » hence, myst have its rates regu-
lated by 5 governmentg] agency,

~ Third, nowhere in the Commission’s report is there evidence that it
made any detajleq analysis of the economig consequences of g, 5-percent

would be enormoys, :

For these Teasons, then, we Obpose the SEC’s broposal to set g
and Strongly endorge the approach of strengthening
~se1f—regulatio_n in the area of mutual fund sgleg charges,

Sponsibility. We alse Support the NASD approach that the association
initiate the hecessary studies to develop effective guidelines for mutual
fund sales charges. We are aware that problems exist with respect to
the regulation of sales charges for broker-dealers that are not members
of the NASD, ile these problems are complex, we think that they
can be resolved ang that self-regulation can be made to work in this
Aarea,
MANAGEMENT prpg

Proposed section 8 of the bl would establish ap entirely new stan -
ard in the law to give the SE indirect ratemaking authority over
management fees, Thig authority woylq replace the basic corporate
concepts of authority, responsibility, and accountability of directors,

and ought to be rejected for the following four.reasons;

DProtection for funq Investors,

.Second, proposed section 8 of the bill places the task of determin-
ing whether g ee is, in fact, reasonable under the statutory standard
on the courts, The adoption of the SEC approach could Jegq to.a rash

of legal suits against funds, Investment advisers, and directors and

.
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officers, as it appears that this would bethe only way under this section

to determine whether the fee is reasonable. . :

, Third, the SEC approach of “ad hoc ratemalking by 1it—'1gat'10n” may

well be regarded as 2 lawyer’s delight. It could work to the detriment
: by .stimulating burdensome

of mutual fund <hareholders, however,
e it increasingly difficult for the -

and costly litigation, and making 161
dustry to find men of stature and independence to serve as directors.
TFourth, there appears to be little basis for the jmplication that fun

Jirectors and chareholders are not, fully competent, t0 determine what
fees and salaries are reasonable for investment advice and that this de-
cision must be made for them by the courts.

It seems evident, therefore, that the present statutory approach is
far superior to the SEC proposal. Reliance in present law is placed
in the judgmént of directors of investment companies and their share-
holders. This requires that the board of directors of the fund perform
functions akin to those in any other business entity and t0 be held to
the same standards of conduct. If changes are to be made in this area,
the exchange would suggest that the role of the nonaffiliated director

be strengthen: d.
We think this approach mninimizes any rigk there may be to the pub-
lic interest in this area and ought to be seriously considered in lieu 0

the proposal made in section 8.

OONTRACTUAL PLANS

In another proposal, the Clommission urges the abolition of con-

tractual or front-end load mutual funds.
fr d load imposes an

While the Commission asserts that the front-en
1 whether it 18 necessary

undue burden on investors, We would questio
takes the position that,

to abolish this investment media. The exchange
rather than abolish contractual plans, any aveas of real or potentml
abuse should be regulated and, possibly, & rebate policy. chould be in-

stituted for certain early terminations nvolving hardship.

MUTUAL FUND HOLDING COMPANIES

osed section T of the bill would repeal present sections of the

1940 act which permit, within certain 1imits, the purchase of shares O

an investment com any by @ registered inyestment company- It also
would prohlblt brokers Or dealers in securities, registered investment

companies or their principal underwriters, from knowingly selling
shares of 2 registered investment compary to any investment company-
Tt is the eXC ange’s position that it 1s an unfair and possibly an
impossible burden to Tequire brokers and dealers to be the instrument
t to the sale of registered investment com-

of enforcement with respec e
any shares to an investment company outside the jurisdiction of the

Tn the agreements which have been reached between the SEC and
the Investment. Company Institute, as outlined in the exhibit filed by
the ‘Chairman. of the SEC on October 10, there is, to be sure, some
easing of the restrictions that would be imposed by section 7. Para-
graph (1) (B) still seems to create a problem since the language malkes

_ .




broker or deaJer. o
Therefore,. the exchange urges that the restrictions on broker-

fund holding the shares of other funds,

CONCLUSION

Sales charges, The exchange Strongly endorses the approach of
Strengthening self-regulation in this area,

hardship. C

4. Mutual funq holding companies. The exchanee recommends that
a workable framework of regulation be establisfed to prevent any
Specific abuses which may be created by one fung holding stocks of
other funds anq that the Proposed restrictions on brokers anq dealers
With respect to the sale of mutya] fund shares to g fund holding corp-
bany be eliminated. ‘

the documentaﬁtio‘nuand lack of jt—ip the Commission’s position
leaves much to be resolveq.

In conclusion, the exchange respectfully urges that the changes made
by the subcommittee op H.R. 9510 and H.R. 9511 be consistent. with

Than you.

Mr. Mosgs, Thank you, :

Do either of You other gentlemen have a statement ?
r. Levy, 0, sir.
r. CaLvry, No, we donot.
r. Moss. Thank you.
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Mr. Haack, is there any significance to the difference in phrasing in
the statement which was originally filed, and the statement which you
have just given, a8 3t Telates to the recommendations contained under
the subheading “Management Tees,” beginning on page 4 of the state-
ment you have just read, and also 1 believe on page b of the statement
you have just read and 4 of the statement which you have previously
submitted ? ‘

The statement that you have previously submitted contains this’
phrasing:

We understand that the Investment Company Institute has jndicated to the-

SEC its willingness to go peyond the present concept. As wWe understand that
proposal, it contained three jmportant points. Tirst, the pumber of independent

directors would be increased from 40 percent to a majority. Second, the inde-
pendent directors of the fund would be required to make & specific finding in the-
exercise of pusiness judgment, that a proposed management fee contract is rea-

sonable. Third and final, & fund ghareholder could commence an action in 2 fed-

eral court to recover on behalf of the mutual fund any portion of a management
fee which the court found was unreasonable. In such an action, the court could
upset a management fee contract upon the finding that the approval by the di-
rectors was an abuse of business judgment.

We think that this proposal mminimizes any risk there may be to the public
interest in this area and ought to pe adopted.

The language on Page 5 which you have just read would appear to
modify that substantantively- Is that the intent?

Mr. Haack. No. -

Mr. Moss. It isnot % .

Mr, Haack. It is not. This is in our judgment 2 cut-down version, an
abbreviated version.

Mr. Moss. 1just wanted tobe quite clear.

Mr. FIAACK. Yes. : '

Mr, Moss. In the record.

Mr. HaACK. Yes: _

Mr. Moss. Now, oné of the matters which the SEC has criticized
is that of the use of exchange brokerage Or give-ups to the compensa-
tion of dealers handling mutual fund shares. ‘What is the position of
the exchange on. thisissue? .. :

Mr. Hasck. This is a matter which is presently being discussed by
our Cost, and Revenue Committee, and the exchange has not come oub
with any official pronounoemenb on it.

TfIcangive a personal opinion, it would seem to me that the sharing
of commissions violates no good, sound business concept, that it results
in no extra cost to the buying fund, and as'a matter of fact you can
make some Very excellent reasons for justifying the concept of the
lead broker in that it involves giving an order to only one fund instead
of four or five or eight or 10 funds, eight or 10 brokers.

As far as the bestowing of reciprocal business on brokers, it seems
to me that this 18 not & reprehensible practice in this country. eci-
procity has Peen defined as doing business with those who do business
with you. It seems to me there is no trouble in this area except in the
possibility of abuse, where an incentive might be unduly large, so a8
to influence the judgment, oF the recommendation of the salesman.

I think that this is subject to types and degrees of surveillance by
the SEC and by the NASD which l1319us the authority to regulate sales
compensation.

—
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~ Ithinkitin concept and in Principle is rfectly all right and just;-
fiable, The abuses, as T ga y can'be controli)eil and corrected,

I. Moss. In other words, your answer anticipates the follgwi
two questions: ‘Can the‘exchange handle the matter? Your answer
would be yes, it, can, ; :

Mr. Haacx, T think that the exchange in concert with the NASD
could very well do this. As a mattep of fact, I understand that my
: former'a;ssc)cia.tes\at the NASD are Presently addressing themselves
tothis very problem,
Mr. Moss, Ang then does the SEC have the authority to direct regu-
lation in thig regard ? - ;
Mr. Haaog, T would say ¥es, under 19(b) they certainly woyld
have control. = ' ,

r. Moss. The answer, however, just given by you as to policy rep-

resents an individua] view and not, af this moment the position of the

Mr. Liyy I agree with Mr, ‘Haack, Mr. Chairman, 100 percent, My

I Haaox. Not asyet,

are a‘ddressmg ourselyes to g study of g concept involving the amount
of money involved. Thig would in effect, give some kind of a volume

One of the problems, however, is to make sure that the volume of
rokerage commissions s not substantially damaged,vbeca,use, if you
reduce commissions. at the large end of the Spectrum, the question is
the Possibility or advlsabﬂity or feasibility of raising this in other areag
Wwhich in turn might throw an unwarranted burden on the smaller
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.s;tantia,l‘poftioniof the tremeandou‘sp.markat;t_u'rnover this past spring
and summer was attributable to the activities of institutions, including
the inVestment.companies. What. is your position with respect to the
influence on a free and open market of these transactions of investment
companies. L o

First, those companies whose policy 1t is to turn-over their portfolio,
and secondly, the other companies who hayve substantial blocks which

either are held out of the supply of the marlket or from time to time are
sold through the market? ‘ ,

(The following correspondence referred to above Was submitted for
the record by the committee :)

HoUSE OF REPB.ESENTATIVES,
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE,

: Washington, D.C., August 3, 1967.
Mr. G. KEiTH FUNSTON, . .
President, New York Stock Exchangeé, New vork, N.Y.
DPAR Mgz. FUNSTON : One cannot put note that yesterday 13,510,000 shares were
traded on the New York Stock Exchange following 12,290,000 on Tuesday, and
6,546,000 ghares were traded on the American Stock Exchange following 6,108,000
on Tuesday, and also that. the total volume of shares to date on the New York
Stock Exchange has been 1,476 million shares € mpared with 1,176 million in 1966
and 802 million in 1965 to the same date, and the total volume of sales to date on
the American Stock Exchange is 620 million compared with 489 million in 19
and 261 million in 1965 to date. :
In such connection, I am mindful of your testimony pefore our Subcommittee
on Commerce and Finance on June 29, 1961 on H.J. Res. 438, a resolution di-
recting the Securities and Bxchange Commission to conduct & study of the ade-
quacy, for the protection of investors, of the roles of national gecurities ex-
changes and national gecurities associations. At the time you expressed concern

1 am writing you in the thought that you might indicate to me. just what is
going on now in the stock markets which gives rise to this tremendous and in-
creased volume of transactions and how the situation now may differ from that of
six year’sfago.' S : R
You may also wish, in view of the pendency of the end of your term as head of
the exchange, to utilize this oppor-,tunity to give some accounting of your
stewardship’ by setting ‘out the steps which have peen ‘taken by the exchange
during these past six years to strengthen the protectio‘n afforded to jnvestors.
WwWith continuing good wishes to you jn your new undertaking. '
Sincerely yours, i : ‘
HarLey O. STAGGERS,
Chairman.

NeEwW YORK SrocK BEXCHANGE,

New York, N Y., August 23, 1967.
THon. HARLEY 0. STAGGERS, i
Congress of the United States,
Committee O Interstate and Toreign Commerce,
Rayburn House Office Building, i
‘Washington, D.C- o

DpAR CHAIRMAN STAGeERS : I am pleased to reply to your 1etter of August 3, in

which you ask my views ol the reasons for today's heavy volume on. the New
York Stock Exchange and offer m the opportunity to discuss measures taken by
the Exchange to provide increased protection for investors during the past six
years. I would like to discuss these two distinet and extensive gubjects geparately.

SOURCES OF TODAY'S EXCHANGE VOLUME AND COMPARISONS WITH 1961

Average daily volume for the ‘first seven months ‘of the year was 9.9 million
shares compared with 41 million shares in 1961, 2 gain of over 100%. The Ameri-
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can eeomomy,‘ of course, also grew subsztantiall‘y over the same interval, Gross
Nationa] Product Trose almost 50%—from $520 billion to itg Dresent $775 billion ;
annual personal savings are 809, higher; corporate profits after taxes are up

action Studies which can be used
individuals, institutiong and New York Stock Exchange members themselyeg in
1961 and 1966, ’ o

MAJOR SOURCES OF NYSE VOLUME-SHARES BOUGHT AND SOLD IN ROUND LOTS AND 0pp LoTs, 1961 AND 1966 1
b [Shares in millions]
1961 1966 Percent
e T T growth
Shares Percent Percent
- 8 6

Public individuals_______
Institutions angd i
members........ T

to about 15% in recent years. Mutua] funds have increased their turnover to
41%, against 199, ag recently as 1964, Individual mutual funds~particularly
the So-called Derformance funds—are thought to have even higher turnover
rates,

required to caution the bublic on the unrealistic attitud’es Drevalent among some .

None of these influences in the market ig really new, Ag emphasis hag shifted
‘among different 8Toups of investorg and different groups of securities, the Ex-
change’s continuing research and surveillance activities have enabled us to keep
abreast of changing trends,
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. Tor example, the Exchange’s planning and development studies made over the
past ten years did not indicate that present volume levels would be reached
until the mid-1970’s. The Bxchange nonetheless pushed ahead with physical and
operational improvements to handle much larger volume than was expected
during any given year. Thus, we introduced the high-speed ticker in 1964, the
computer center in late 1965, and have been continuing to work at.automating
the trading floor, odd-lot switching, certificate clearance, and back office proce-
dures. These steps have enabled the Exchange itself to cope with the upsurge
in activity without any serious problems in the marketplace.

In summary; I think the increase jn volume experienced over the past year is
primarily attributable to institutional and other ,prOfessional activity and does
xllot at thig time guggest a return of the conditions with which I was concerned in

961.
STEPS TAKEN SINCE 1961 TO FURTHER INVESTOR PROTECTION

The Exchange continually assesses its programs and procedures to insure that
we are doing all we can to provide 2 climate ‘of gecurity for investors. I am
finishing my tenure as President with the knowledge that the Fxchange in these
years has been highly responsive to the interests of investors in a great many
small ways and some Very large ones. It would be impracticable to enumerate
all the steps taken during even the past six years and an attempt to do SO would
surely tax your reading patience. Consequently, may I remark on some of the
major developments and offer examples of our more Or 1ess everyday progress.
For convenience, 1 am dividing my review by the titles of the Bxchange depart-
ments which are primarily concerned with procedures designed to benefit
investors. :

1. Department of Member Firms

This department administers most of the ‘Exchange rules and policies affect-
ing member brokerage firms, their principals and their employees among whom,
of course, are the registered representatives who deal directly with the public.
©Obviously, any effective program must be centered on the organizations an
persOnnel which advise the public, execute its orders, and handle its funds an
securities. ' - s . :

‘When I appeared pefore your Committee in 1961, we were in the process of
revising our written registered representative' examination program to maintain
high standards of quality as the number ‘of jndividuals entering the jndustry
mu'sh‘roomed.' I think this program has proved successful. Since 1961 we have
i_nstitu’ted new written examinations for branch office managers and supervisory
security analysts. In addition, we ended a practice of over 100 years’ standing
by supplementing {he oral interviews of new Exchange members and allied mem-
pers with a comprehensive written examination. All these examinations are con-
tinually being upgraded in an attempt to maintain high standards of perform-
ance for member organization personnel.

Shortly after 1 met with your Committee, We established a formal program
whereby Exchange staff personnel spot-check’ the supervisory practices of some
3,700 branch and main sales offices at 1east every third year. This step was accom-
panied by a program designed to encourage member firms to put increased em-
phasis on the _selection, training and supervision of sales personnel. mhis inten-
siﬁed‘ attention to the performance of supervisory personnel and the training O
registered representatives is, I believe, one of the most significant developments
of the last six years for the protection of the jnvesting public.

We now utilize computers in our “stock watching program,” which is designed
to inform us daily of signiﬁcant changes in price-volume and concentrations of ac-
tivity in jndividual stocks. A review is made of each such gecurity and of any
other security which may warrant attention to learn why such activity has ocC-
curred. The object of this program is to permit the Exchange to satisfy jtself
that a fair and orderly market is being maintained. We work closely with the
SEC in this program.

In addition to administering rules and policies, the Exchange jnstructs mem-
ber organizations in ethical standards of conduct towards customers and sponsors
conferences throughout the country to spread this message as widely as possible
among member organization personnei. I am enclosing a coby of our “Tthical
Conduct Study Guide.” ;

Y
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The high level of financial responsibility of our member organizations, whijch
as been outstanding on a worldwide basis for many years, wag €xpanded in 1964
by the establishment of a gpecial trust fung program totaling $25 million‘ The

bonds totaling $10,000,000, which woulq come into play should the resources of g
member organization ang its genera] bartners become exhausted ag a result of g
fraudulent or dishonest act,

Iso significant was the €nactment of g rule requiring member organizationg
to send at least g quarterly Statement to all customers who have any money or
Security balance in the custody of the firm during the Dreceding perioq, Most
firmg voluntarily sent monthly statementg before the rule wag enacted, but the
rule ensureq that an customers would be furnisheq this information. Previously,
member organizationg Were required to Send such g statement only at the time of
an annual augit,

Investorsg were further benefiteq recently when the Exehange bermitted mem-
bers brokers to offer life insurance op lcustomerg’ debit balances in margin
accounts,

‘customers’ statementg the rates and amount of interegst charged on debit balances,

Special Btudy algo highlighteq this Practice, recommending that restraint be
Placed upon Such lenders, Ag the enclogeq circulars state, member organizationg
may not assist customers in arranging credit from thege lenders contrary to Regu-
lation T, However, this is an areq where we believe further action at the Federal
level is stil] required,
2. Advertismg Department

This department regulates Eixchange Standards for ember. organization com-
Munications with' the public and formulateg the Exchange’s OWn national ag.
vertising Dbrogram, : :

In' September 1963, we signiﬁcantly strengtheneq ‘and expanded our already
substantial rules governing radvertising, sales literature, market letters, research
reports, writing ang Speaking activities, A CODY of thege rules ig enclosed. In

ents t

In 1962, for e€xample, the Exchange stafe reviewed 6,000 bages of member. firm
investment literature, In 1966, more than 25000 bages of thig material wag
reviewed,
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. Over and above adding new rules, a great deal was done in our public pro-
grams. We put greater emphasis on educa-tmg the public about jnvesting an
pointing out the risks as well as the rewards. From time to time, as conditions
warranted, we warned the public about §pecu1ation and the need to follow sound
investment practices. In our 1961 advertising campaign the Exchange stressed
rules for the wise investor. I am enclosing a booklet which discusses the dif-
ference between a-broker and.a tipster and the. dangers that can result from
heeding tips and rumors. A special campaign devoted to jnforming the public of
Exchange regulations designed to protect jnvestors was run in the Fall of 1962.
This theme was continued in the Spring of 1963 in a new series of clear and
factual ads. Part of our 1964 advertising was devoted to educating the public
about the pasic workings of the New York Stock Exchange. This was in addi-
tion to cautionary statements which appear in virtuall‘y all Exchange ads, in
one form OF another. Sample copies are enclosed.

3. The Dvepartment of Stock List

* Rules and procedures affecting companies listed on the Exchange are admin-
istered by this department. Many investors——ﬂb‘oth jndividual and jnstitutional—
1imit their holdings to companies listed on the New York Stock Exchange be-
cause of the hallmark of quality jmplied in a listing.

To maintain this confidence, the Exchange, among other steps, has increased

its standards of eligibility for original 1isting and criteria for delisting three

yast annual earnings, share distribution, and related items. As the general level
of the economy has risen, these requirements have been stiffened to ensure that
q company applying for listing on the

exemplary operations record and sufficient distribution of its securities to pro-
vide a market in depth. )

Our delisting criteria today are approximately 409, of our original listing
requirements and are generally more stringent than the original 1listing
standards of any other national securities exchange.

To prevent TUMOors and misinformation from influencing market activity, we

In the same vein, new methods of handling the public release of information by
government agencies have been Jeveloped, to prevent jndividuals from capitaliz-
ing on advance jnformation regarding contract awards, important regulatory
decisions and the like.

Proper conduct by officers and directors of listed companies i8 jmportant
for the protection of investors. In November 1965 we published & pooklet, “The
Corporate Director and the Investing Public,” outlining Exchange policies
concerning outside directors, ethical conduct, conflict of jnterests and other
problems which affect jnvestors’ security. Over 50,000 copies have peen dis-
tributed, and it has been widely acclaimed as an jmportant contribution in the
area of proper corporate conduct. T am enclosing a copy of this booklet. )

We have been successful in obtaining further investor safeguards through such
means as requiring newly listed companies to report to stockholders on a

uarterly basis, and to include 2 source and application of funds statement as
wellas comparative financial statements in their annual reports.

We continually urge listed companies to include outside directors on their
boards. Companies applying for a listing are urged to elect at least two outside
directors to their boards within a reasonable time after listing. While precise
figures are not available, as of 1961 we estimate that 60 companies did not then
follow 'this practice, while today only about 15 companies have no outside
directors.

4. The Floor Department

The Floor Department is regponsible for the administration, interpretation,
surveillance and enforcement of the Exchange rules and policies relating to the
overall operations on the Floor including the functioning of the auction market,
the handling of orders and reports, and the publlcation of transactions. 1t also
conducts the examination, registration, and surveillance of specialists, registered

____-_
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The period since 1961 has witnessed the introduction of the most modern
automated data Drocessing techniques angd g nearly three-fold increase in The
Floor Department’s bersonnel devoted to its Surveillance work. The brocedures,
Dolicies and ruleg of The Floor Department have undergone certain significant
innovations ang modifications in order to keep abreast: of expanding ‘economice

tinually endeavoring to upgrade the quality of the market, have been of sub-
stantial benefit ito the investor and greatly strengthened the protection afforded
to him.

To ensure the financial Tresponsibility of al1 Specialist tnitg in today’s larger
markets, each unit must now be able to assume a Dosition of 2,000 shares- in
each specialty Stock. Each unit’s financial condition is checked regularly ag
well as after any significant market decline, Greater financial flexibility hag
been brovided for in the event of unusual market situations. An emergency
committee has been established and ig authorized immediately to reallocate
stocks should the necessity arige. . ,

In seeking to maintain, insofar ag reasonably practicable, a fair and orderly,
as well as the most liquid securities auction market, modifications have been
made with respect to the general criteria for market maintenance by the spe-
cialist. Specialisty’ dealings and stabilization rateg have been subjected to higheér
standards. Tn addition, standardg of depth and, price continuity have been sub-
Stantially increased. New amendments to our rules now set forth more clearly

registration. :
One of our most significant advances made in the area of surveillance utilizeg
a computer to produce g monthly market study which flags for possible review
2 specialist’s actual market performance in each 100 share unit common stock,
Also, real-time automated price surveillance is now g fact, and price movements
outside certain Dre-set limits are automatically printed-out by the computer,
thus alerting us to unusual situationg ag they develop. Exchange automation hag
made possible the daily printing of g Transaction Journal, which now provides
the time, tick ang brice variations of all transactions and quotationg reported in
the Market Datg System. Thig provides quick, complete, and immediately acceg-

sible data for review and surveillance on an overnight bagis, Through these
surveillance and review DProcedures, we are able to note quickly abnormal price
movements or possible rule infractiong,

In 1966, the odd-lot differential schedule was amended in favor of the “small
investor” who places orders for less ‘than 100 shares. The differential ig now 14
of a point on issues selling up to $55 per share as compared with the previous
“cut off” level which wag $40 per share, A differential of 1% of a point ig appli-
cable for issueg priced at $55 or above.

Conclusion.
I'realize thig letter is lengthy, and I ask Yyour forbearance. However I am proud
of our efforts to make certain that the publie can invest in our market with

N
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confidence and safety, and 1 appreciate the opportunity to suminarize some of
the measures we use. . : ‘
1 would like to thank you for the courtesy you have shown me and members
of the Exchange staff during the sixteen years of my presidency. 1 like to think
that during these years the Bxchange and those concerned with our securities
markets in Congress have been effective partners in proposing programs designed
to prohibit practices harmful to the investing public. 1 know my sucecessor, Mr.
Robert W. Haack, will continue this policy. )
Sincerely, . .
G. Kerre FUNSTON,

President.

Mr. Haack. This is o valid concern and one again which we are
addressing. The advent of the institutional customer has been a phe-
nomenon that has been developing over & number of years. It woul
appear roughly that institutional volume at our exchange ab the mo-
ment accounts for about 32 to 33 or 34 percent of our total volume.
The indications are that this some time in the next decade might
becomeas high as 50 percent. )

This raises some interesting philosophical and also practical ques:
tions as to what effect this phenomenon. has on the marketplace and
the resilience of the exchange to adapt itself to this problem.

We have made several studies to determine the impact pricewise of
activities of institutional holders. We, in 1962, came up with the con-
clusion that the funds on balance were & stabilizing force in the market-

lace. At this point, our most recent study was made the latter part of
1966, and again we have come to the conclusion that the effects, except
for a long-term basis, are not of great consequence.

The ability of the exchange to adapt itself to this phenomenon I
think has been interesting. For example, in the third quarter of 1966
there were approximately 900 block transactions involving amounts
of stock in excess-of 10,000 shares. The third quarter of this year shows
about a 100-percent increase in this, in that there were mpproximately
1,735 block transactions involving transactions of more than 10,000
shares, and totaling some 49 million shares.

Now, we tried to break this down, and we made 2 sample of 200
of those transactions. 'We found out that approximately one-half
were affected at price fluctuations within a quarter of 2 point plus
or minus of the preceding cale. We found out that two-thirds o
these 200 sample transactions resulted ‘in fluctuations of a half a
point up or down from the prior sale.

This 1 think speaks amazingly well of the specialist system, the
financial ability, the willingness of these people to make markets and
to accommodate the exchange to the increased activity of the institu-
tional buyers and sellers: : i

So far as the activity of these people is concerned, I would submit
that our only control of them is through the broker-dealer, that we
are not able under any authority to question the motivation of these
people; whether they are speculatively inclined or investment minded
3s something that we are concerned with but we do not have jurisdic-
tion or control over their motivations. We try to make certain that
the marketplace functions, that price discrepancies and variations are
minimal. We have 2 stock watch system which addresses itself to
that very problem, and there are oecasions when we do go behind
transactions as far as possible.

_____
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Frankly, one of the amazin things to me is the resilience that the
floor of the exchanges have s%own to this fantastic development of
the last several years,
Mr. Moss. Thank you. Mr. Keith.

r. Kurrs, Thank you, Mr. Chairman,

think we, t00, on this committee have been amazeq at the ability
of the market to handle these tremendous saes, You have just referred
to this as 3 fantastic development, It makes me wonder whether or
Dot further interest op the part of Congress to this fantastic develop-
ment is necessary. Do you haye sufficient authority in the exchange
to expose to the light of day these activities that thus far you have
been “able to live with? ATre you concerned about the continued
spiraling or acceleration of the institutiona] buying to the extent that
you feel that perhaps some kind of study should be made either by
the SEC or by the Industry, or by the institutions, or by all three?

r. Haack. Well, T woulq say, first of all, that any additiona]

come and, absent it, you and the SEC and the self re§ulators are
operating in a vacyum’ I don’t feel that the need is particy arly urgent

o far as oyr concern of this spira] ig involved, T think it imposes
on us some obligations to make certain that our specialist system is
well financed, Ag g matter of fact T have on my desk at the moment g,
Proposal involving a credit bank for specialists, which would increage
their already substantial financia] abilities, .

One thing that, does concern me, and thig again is a persona] point
of view, is the Increased reliance of the investment industry on in-
stitutiona] activity for profitability, T remember some 925 years ago,
when T started i the business, a Jot of firms got the majority of
their income from the relatively sma]] investor. Now everybody is
looking for the big ticket. You want to call on an Insurance company

I STUCKEY. Would the gentleman yield for minute?
Mr. Kerrs, Yes,
I. STUCKEY. Are you saying then that using the specialist system
hasnot workeq well ¢
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‘Mr. Haack. Oh, to the contrary; it 18 working amazingly well.
© Mr. STUCKEY. With or without mutual funds or institutional
investment?

Mr. Haack. I would say under either circumstance, but particularly
well in light of the increased activity of funds.

Mr. STUCKEY. S0 then you are saying that you feel that the spe-
cialist has been. offective in helping to control the market.

Mr. Haack. Very much s0. ;

Mr, Levy. May I say what Mr. Haack meant to imply? In the old
days there used to be a lot of orders up and down, buy and sell, in the
book. Today the Jealer has to be more of a specialist than ever before.

Mr. StockEy. And he has handled this responsibility quite well.

My, Levy. Yes,sir. : -

Mr. Hasck. But my point is that as it becomes increasingly attrac-
tive economically for a. salesman to focus on the larger customer,
there 1s less time in his day to service the investment needs of the

“smaller purchaser who has been the baclkbone of the entire stock-
ownership program in this country. oo : ‘ :

Mr. Kerrs. L think it might be interesting for you to know the re-
sults of some mail that T received on the subject of the proposals of the
SEC. In particular T was impressed by men who had been broker-
dealers calling on the small accounts that up until recently have been
the lifeblood of the brokerage firms throughout the country.

This fellow has his job done for him now. He can recommend 2
mutual fund. Tle doesn’t have to do much research. And the buyer
doesn’t have to make a judgment between one stock and another. He
makes it between one fund and another.

Well, this is an unfortunate phenomenon, but it is what is happen-
ing. Business is getting bigger and bigger, and buyers and sellers are

etting bigger and bigger, and we are losing the individual initiative .
and imagination that has been ever present, in the past. I have noted
on two different instances recently people getting into the market as
they were in the mid-1920’s after reading about the fluctuations. These
are the broker-dealers that are watching certain issues very closely and
saying to individuals: “You saw what happened to such and such 2
stock last week.” There are still this kind of salesman and this kind
of speculator. ‘

There are, once again, a lot of people being sucked into the market—
people with small incomes and large families, looking for a quick buck.
Now it is the things that move this market that 1 am concerned about
and about which I have raised questions here of other witnesses, specif-
ically whether or not we should either have a separate resolution OT,
perhaps, as @ title to this bill, giving some further authority to the SEC
or to the Congress O to the private sector, OT & combination of all
three, to further explore these trends about which you have just spoken
<0 knowledgeably.

1f you have any further comment as to that, in view of my observa-
tions, I would appreciate it.

Mr. Haack. Let me say that T have with me several examples of
some of the studies that our research department continues to put out
relative to this very subject, so far as volume and activity of 1nstitu-




this exchange, which I think breaks down some of these things ver
interestingly and may help you, Mr. Keith, to address yourself and
focus on this very problem.
r. Kerrg, T hope it will. We will do the best that we can.
Ir. Haacxk. So far as the wish for g study is concerned, I wonld say

lar houses that do this business.
r. Luvy, It is only 6.7 percent, ; o

Mr. Haack, T think yoy misinterpreted my statement. The tota] in.
stitutional Activity on”the New York Stock Exchange is approxi-
mately 32 to 35 Jpercent. In the thirq quarter of this year there were
1,785 trades, which were not the total institutional orders, which ex.
ceeded 10,000 shares, B Lo

To answer your question directly, T would ‘say that many firms have
focused on the more profitable end of the business, One of the unhappy
facts of life is that it costs just as much to Process a transaction in-
volving 10 shares gs it does 10,000, and some firms are more efficient,
Some firmg are better managed, some firmg have better control of costs,
and you are a.bsolutel;y, right. Many firms are more successful than
their counterparts.. This, - oOwever, is true of ever business,

Mr. Kurrir, What does it do to the regional exc anges? Does it en-
courage them to be more or_lessactiye ? ; - ,

r. Hasck. T have enough groblems Speaking for My own members,

Mr. Keith, to let alone' speak for ri regi
changes. The growth of regional stock exchanges hag been Impressive,

hey are doing more and more business, j ust,as we are ‘doing more and
more business, ; , S e .

There are 3 number of factors that work to this, They, in some cases,
have a different membership. In some cases there is the Possible avoid-
ance of a New York transfer tax which we are presently addressing
ourselves to in another form,

Mr. Kerre, T believe Massachusetis has a transfer tax, doesn’t it?
r. Haack. No. U -
r. CALVIN, It has been Trepealed. .

Mr. Kerra, T am glad I brought the question up,
r. Haack. Ag g matter of )
ads in the Sunday nNewspapers as to the desirability of doing busi-
ness in Boston and saving the tax, = L Ry R
Mr. Kerra, What other Ccost variances are there? Ts the eommijs-
sion, generally speaking, about the same ? Lo AR
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Mr. Haack. The commission rate schedules are the same.
Mr. Kexra. Is there some kind of, I won’t say collusion, but is there
some kind of an understanding that it shall be the same in all regions
or is it just by chance?

Mr. Haaox. 1 would say that it 1s by chance. We address ourselves

to the to the New York commission Tate structure, which has been
willingly adopted by other exchanges, with no duress or eoercion on

Mr. Kurra. We heard Mr. Day, I believe it was yesterday, say that

a company that wanted to do business in other States, more or less,

had to conform to the laws of New York State, that they had in effect

preempted the field. If you want to do business in New York State,
ou had tohavea certain commission on sales.

Mr. Levy. On insurance.

Mr. Kerra. 1 understand that. Is there anything comparable here?

Mr. Levy. No. :

Mr. Hasck. It is a free and open marketplace. :

Mr. Levy. Mr. Keith, may I correct, one figure? The block trans-
actions comprise about 6.7 percent of the volume in the third quarter,
not 35 percent. It was 6.7 percent 1 believe was the exact figure.

Mr. Kerra. Where did I get the impression that it, was 35 percent?

Mr. Haack. Our total volume from institutions is about 33 percent..
The block volume, transactions involving 10,000 shares or more——

Mr. Levy. In the third quarter.

Mr. Kerra. 1 see.

Mr, Haack. Areonly 7 percent.

Mr. Kerra. The maj ority of theirs would be in blocks, but not, blocks:
in excess of 10,000.

Mr. Luvy. Lots of them buy and sell on the dollar averaging basis
up and down, and some do 1t on 2 daily basis. They buy so many
shares a day or sell so many shares a day. Tnstitutions operate all
Jifferent ways.

Mr. Kerra. Do you mean to say that there.are some institutions that
by reason of their management philosophy turn 2 certain portion of
the portfolio over?

r. Levy. No, sir.

Mr. Kr1rH. Periodically? ‘

Mr. Levy. 1f they are on buying program on 2 given stock they
may buy on a ccale down or @ certain dollar amount every day or sell
on the same basis. That is what T meant to imply.

Mr. Ke1rH. Thank you. On page 6 of your statement, with reference
to the contractual plans, you state that possibly rebate policy should
be instituted for certain early terminations involving hardship. Now
what doyou have in mind there?

Mr. Hasck. Well, T inserted that to eliminate the cancellation which
would be frivolous, which would be motivated by, let’s say, 2 market
which has declined, for which there is 1o real sound reason except,.
say, a weakness on the part of the purchaser.

On the other hand, 1 cant think of some cases where people observing

all of the bona fides might through a prolonged illness, the loss of




came disabled their monthly payments could be continued ?

r. Haack. T am not an Insurance expert, but I would think cep-
tainly yes. As a matter of fact, we have a variation of that technique
which has been embraced by some of our members recently, whereby

& customer having a margin account. If the customer should die, the
insurance comes into effect and picks up his debit balance, so I would

r. Haack. I would agree.

Mr. Kerra. T would be happy to relinquish for the moment but I
would like to come back later for'a few minutes,
Mr. Moss. Mr. Stuckey.

r. STuckEY. Thank You, Mr. Chairman.

Mr. Haack, first let me ask you do you consider the mutual fund as
a public utility ¢

r. Haack. Definitely no. ,

r. STuckEy. Then wouldn’t the current bil] which is proposed by
the SEC, in which they propose to set themselves up as g ratemaking
body, in effect make the mutual funds a public utility ?

r. Haack. Tt certainly would.

r. STUucKEY. Would you consider the bill before us constitutional
Or unconstitutional ?

r. Haack. T am not an attorney, sir, and T would be reluctant to
give an unqualified opinion.

r. STUCKEY. Is there anyone that would like to answer that?
Mr. Levy. None of us, Well, Donald Calvin is an attorney, It is be-
yond our competence, Mr. Stuckey.

r. StuckEy. I am not surprised. In your exchange with Senator
Sparkman and also in your statement you say that the self-regu]atory
agencies and exchanges within the security business have demonstrated
that they can be flexible and responsive to changing conditions, And
you have also said that the National Association of Security Dealers
would be willing to set themselves up as a governing body. T tend to
favor this. T think any time that in ustry can self-govern themselves
that we are this much bette;' off, _Withol:lt Government interference.
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ducted on the Senate side. I favor this type of proposal, and I would
like to hear really a little bit more than what has been said about it,
and do you think that there is a possibility of working this out?

Mr. Haack. As you know, T have changed hats since I wrote that

letter, but I haven’t changed my convictions particularly. T think that
the supervision or survei%lance of sales charges is a natural and com-
lementary function of self-regulation. The industry regulates itself
in a number of ways.

It regulates markups on principal transactions. It regulates and
supervises underwriting compensation and spreads on new issues of
stock. It supervises commissions in the over-the-counter market. It
would seem to be almost evolutionary that it would also view this as a
reasonable function, the surveillance of sales charges In mutual funds.
I think that the industry has acted well and responsibly in this area,
and I would see no reason why it couldn’t do the same insofar as mu-
tual funds are concerned. ‘

Mr, STUCKEY. I agree with you. Now, your mutual funds are only 2
small aspect of your new hat now. I mean other individuals come in
and out, and we discussed whether an individual trading on his own
through a broker is better off than a person investing through mutual
funds. Being as you have worn both hats, T would like to read a state-
ment that was made by the Vice President of the United States speak-
ing before the Investment Company Institute in 1965 and see if you
would agree with his statement. This is a quotation from the Vice

President’s talk: L

- .1 happen to pelieve that our great mutual funds ref)resent a source of political
stability and economic progress second to none in this nation.

Mr. Haack. I would agree. :
- Mr. STUCKEY. So you areé saying that the mutuals do have a ' good
effect on the exchange. , '

Mr. HAACK. Unquestionably. SRR ‘ S

Mr, Stuokey. Another area that I would like to get ‘into, and we
have discussed the wording if the NASD were to come in and to be
self-regulatory, and that has been the use of the words “fair, gross,
excessive or unfair.” Now the NASD has adopted a rule to govern its
members in the matter of mutual fund sales charges using the criteria
“unfair” ; ' ' -

- Can you tell us what procedural steps that the NASD might take to
enforce its decision that a sales charge would be unfair, fair, or un-
reasonable? ' C

" Mr. Hasck. Again I can’t speak for them, but I would imagine that
a study could be nade in which transactions would be ana%yzed by
volume, by size, by type of customer, by geographical area, by amount
and degree of effort and salesmanship that goes into transactions,
large, small, so forth and so on, and that out of this could evolve some
kindofapolicy. S . g ; '

It might not be unlike the evolution, if you please, of what is known
as the NASD markup policy as far as over-the-counter stocks is con-
cerned, in which some 24 years ago & study was made of the over-the-
counter market, and out of that came the markup policy which involved
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not inflexible standards but the possibility of invoking businessmen’s
judgment as to what constitutes fair and reasonableness, and I would

Mr. Stuckry. Then you think that if some g reement could be
reached on the criteria of the wording, that the NASD and the SEC
would be this much closer to letting the NASD be a self-governing, self-
regulatory body ? ' :

Mr. Haack. Again T can’t speak for them, but I would think, on
principle, yes. ' co

Mr. Stuckry. No further questions. S

Mr. Moss. On the same matter, with all due deference to my dis-
tinguished friend from Georgia, if we were to provide by legislation as
we would have to provide, that NASD assume the role of the regulator
here, it would be within the limits Prescribed by statute, would it not.?

r. HaAck. You mean with g statutory percentage? ’

Mr. Moss. No; I don’t mean that at all. T mean that the authority
would have to be conferred by statute. ‘

Mr. Haack. Yes. , . _ ‘

Mr. Moss. And therefore there would be a regulation by law. o

Mr. Haaok. Yes. o ' o g

Mr. Moss. Through a quasi-public agency, and this would not give
to the industry the aspectsof a utility, ~  °° R IR R

Mr. Haaok. That is right, sir. S

Mr. Moss. And we regulate both at State and Federal law fees paid
to attorneys engaged in certain areas of practice. Sometimes the fees
are not always regarded as being adequate, but nevertheless we do
by law set those fees. This has not taken on the characteristics of a
public utility. I merely wanted the record here to reflect the fact that

character of the institutions with which we deal. Dot
- Mr. Haack. If I may add one other thing which you appreciate
better than I, even with effective self-regulation, there is a substantial
degree of oversight emanating from the Commission, ‘and also from:
this committee, indirectly. ao : ST

Mr. Moss. That is correot. IR

Mr. Haack. Yes. o i N PR

Mr. Moss. Are there further questions? Mr, ‘Stuckey, - -

Mr. Stuckey. There again I want to go back to your statement
that you did make, and it goes back to your self-regu atory agencies
within your various exchanges. Where this hag been set up ‘they have
Proven to be quite workable and, quoting from you, “to be quite gexible
and responsive to changing conditions”, and T think the SEC, in all
fairness, would say too that this has proven to be an effective means
of regufation. : o o g

Mr. Haack. They have, sir, - e T D e Tl
~ Mr. Sruckry. This is why I would like to see and would favor
really some type of self-regulation by your dealers, because it has
worked well here, It is proven. I think ify there were some way where
they could get together, it is not that I am saying we don’t want the
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burden put on our backs. I just think this is a more effective means of
doing it, and I certainly would encourage it. :

Mr. Moss. Well, I would not want the record to show that T have
intended to imply that the self-regulation presently being exercised
has been a failure. That is not my position.

Mr. Haack. I understand.

Mr. Moss. Mr. Keith ¢

Mr. Korra. Thank you, Mr. Chairman. ‘

Tn the Senate hearings there is some reference to the Monthly In-
vestment Plan.

Mr. Levy. Yes, sir.

Mr. Kerre, And I believe it was representatives of the Association
of Mutual Fund Plan Sponsors that pointed out that the cost to the
individual investor getting in and out of the market in 2 monthly
investment plan is somewhere between 13 and 1414 percent. Is this
roughly true? .

Mr. Haack. I don’t know the basis on which they come to that
conclusion.

Mr. Kerra. Well, it is very well spelled out here on page 397, but let’s
assume that someone is investing $60 a month, and they are buying less
than 100 shares. On the way in, it costs something in the vicinity of
7.35 percent and on the way out somewhere in the vicinity of 6.53
percent in the case of $50 stock.

Mr. Haack. My impression, my recollection is that the maximum,
and this is subject to ossible correction, but my impression is that
the minimum amount that can be invested is $40 per quarter, and that
if the minimum purchase were made, again my recollection is that
the commission rate applicable would be 6 percent.

Now, it so happens that many, many plans are started. with, say,
$500 or $1,000, and the subsequent purchases may be $40 or $50. When
the plan is liquidated, of course, the larger dollar amount would ob-
tain, and the percentage would go down. I don’t think it is quite fair
to analogize front-end loads with the MIP plan as sponsored by the
stock exchange.

First of all, the plan of the front-end load, it embodies or envisions
a commitment to fulfill or to go to completion. Under the MIP plan,
there is no such understanding, obligation, or commitment, and it
can be terminated at any time.

I do have a figure here that the average MIP account payment is

some $85, that the average commission 13 $4.81, which is 6 percent. The
average plan is in operation about 2 to 214 years. The average value
of a plan at liquidation is something between $12 and $1,500, and that
the average commission between $12 and $1,500 is 1.3 perecent. SoT
would say that the cost in and out is substantially less.
Mr. Kerra. The average commission is 1 percent?
Mr, Haack. It is 1.3 going out.
Mr. Kerra. Going out. T think that is a valuable contribution, and
I would invite your attention to the Senate hearings on page 397,
and suggest that you might review the claims that are made there and
respond to them more specifically, once again believing that full dis-
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closure is the primary purpose in all of these hearings. T would like it to
be directed to the committee.
Mr. Hasck. We will do that by letter.
r. Moss. We will hold the record at this point to receive it,
The following letter was received by the committee :)

NEW Yorx STock ExcHANGE,
New York, N.Y., November 2, 1967.
Hon. Joun E, Moss,
Chairman, Subecommittee on Commerce and Finance, Commitiee on Interstate
and, Foreign Oommerce, U.Q. House of Representati/ves, Rayburn House
0 m‘ce,Buildmg, Washington, D.c.

DEAR ConerEssymay Moss: During my recent appearance before the Sub-
committee on Commerce ang Finance, Congressman Keith requested that I re-
view the data relating to sales charges for Monthly Investment Plan accounts
that appears on Page 397 of the Senate Hearings on §. 1659 and that T comment
on this data by letter for inclusion in the Record. I am Dleased to offer the Ex-
change’s comments in the following baragraphs.

In brief, it is our opinio_n that while the e€xample appears to be arithmetically

clarity,
Commission
Cost —_— -
Amount Percent
Purchases: o
Initial payment $500 $10 2.0
_—

10 monthly pay

Sale:

1.$20 or 1.3 percent.

In this example, commissions amount to six percent of the combined . pur-
chases and sales, Other combinations of initial and monthly payments or inclu-
sion of the odd-lot differential could increase commission charges somewhat.
It is extremely unlikely, however, in our opinion, that any realistic combination
of purchases and sales would result in a total commission charge approaching
13 percent. Thig would be so even if the maximum charge shown on Page 397
of the Senate hearings is assumed to apply to the initial purchase, The accumula-
tion of monthly paymentg together with appreciation during the period of the
plan could be expected to result in g substantially lower commission charge
on the terminal sale, As shown in the example, while commissions represented
4.7 percent of total purchases, the Commission on the sale amounted to only
1.3 percent of the sum realized. :
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* 1 might also point out that termination of an M.LP. account does not
necessarily mean that the investor gells his accumulated shares. About two-
thirds of the investors who terminate their M.IP. accounts simply notify
their brokers that they are discontinuing their monthly or quarterly payments
and ask for delivery of the certificate. This is presumably added to the investor’s
long term holdings.

T,et me -again eXpress Iy appreciation to yourself and to the Committee for
your courtesy and interest during my appearance.

Cordially,
: : . “ROBERT W. HAACK,
. p gy A R o President.

Mr. Kurra. I realize that it is not your bailiwick, necessarily, and
you are not an attorney, but perhaps Mr. Calvin could comment. Do
you feel that the mutual funds function as a fiduciary, in essence?

Mr. Catvin. The problem I have in answering that is that a
fiduciary, the term “fduciary,” is a broad and ofter widely used term.

Mer. Kurra. Well, in the generally accepted sense of the law in the
State of Massachusetts. st 2,

"My, Canvin, Well, I am not admitted to practice law in Massachu-
setts. .

" Mr. Kerra. Where did you go to 1aw school %

" M, CaLvix. University of Tlinois.

. Mr. Kerra. Allright, in the State of Illinois.

_ Mr. CALVIN. Tn the State of Tllinois o ‘
. Mr. KuiTH. T understand that most States turn to Massachusetts for
itslaw as pertains to trusts. e T : =

- Mr. Carvin. Well, in the case of a Massachusetts trust, 1 would say
that my recollection, my law school recollection of law, 1s that under
the Massachusetts trust T think the relationship is that of beneficiary
fiduciary, but I wouldn’t pose as an expert in that area.

Mr. Kerra. Would that account, perhaps, for an internally managed
fund having a smaller advisory fee?

Mr, Canvin. Again I would qualify the answer T am about to give
is that T am really not an expert in this area, but it has been my un-
derstanding that that would not be the reason. But again 1 certainly
am not an expert in trust law in Massachusetts. ‘

Mr. Kerra. It has just been pointed out to me that we have, later on
today, Mr. Milton H. Cohen, as 2 witness. He is representing Scudder,
Stevens & Clark. T will ask him that question. '

Mr. Carvix. I would much appreciate that. .
HMI']:(KEITH. T will reserve the other questions I had in mind for Mr.

Taack. ‘ e
“Mr. MurerY. Some States, My, Chairman, turn'to Massachusetts
for even more than this advice, Mr. Keith. i i

Mr. Kzrra. I realize that. We have had a lot of presidents from
Massachusetts. : .

- Mr. HaAcCK. Mr. Chairman, may I request that we be able to leave the
folder that you have with you and that T might also leave & couple of
other memorandums with you? o

Mr. Moss. Yes. : _

Mr(.1 Haack. For your information and not particularly for the
record.
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- Mr. Moss. We would be very pleased to receive them for the files
of the committee at this point, hey may be included in the record
after the committee hag had an opportunity to study them. '

I want to thank you gentlemen for your appearance, You are now
excused. : ‘ :

(The following material was submitted by the New York Stock
Exchange:)

New York Srocx ExcHANGE MEMORANDUM

SEPTEMEER 15, 1967.
To:

From : Stan West,

Subject : Institutional Activity—Second Quarter 1967.

HIGHLIGHTS

stitutions (noninsured private bension funds, mutuaj funds, life. insurance
companies, and Droperty and casualty companies) rose to an all-time high of
$11.4 billion in the second quarter, up 109 from the previous quarter,

Net purchases of common stock by thege institutional investors were $2.2
billion, also a record high. Noninsured brivate pension funds alone accounted
for $1.8 billion and mutual funds $0.6 billion. i : o

The turnover rates of mnoninsured Drivate pension funds (16.4%) and life
insurance companies (18.0%) rose to record highs in the Second quarter. The
mutual fund rate of 39.2% wag only slightly lower than the previous quarter,

TURNOVER RATIOS OF COMMON STOGK
~ BY INSTITUTIONS

PERCENT |
40—
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TABLE 1.-—-PURCi‘IASES, SALES, AND NET ACQUISITIONS 'OF COMMON  STOCK ¥ /BY CERTAiN FINANCIAL
‘ : INSTITUTIONS AND FOREIGNERS

" in miltions of dollars] 2

* " Quarterly averag‘esk 1966 ‘ 1967

. — e

1963 1964 1965 1966 - April- . July- October- -January- April-

june  Septem- Ba:em— March  June
er er - - .

Purchases_...-----=-=-=-====="" 940 1,095 1,395 1,655 1,825 1,505 1,700 2,120 2,510
640 605

SaleS. - m oo ommmmmmmmmmmmmmmmmT 390 525 750 830 680 975 1,170
Net purchases. - -----------== 550 570 755 905 995 900 1,020 -1, 150 1,340
Open-end investment companies: : ) T R i
PurchaseS.------------- 1,000 1, 190 1,632 2, 585 2,780 2, 315 2,525 3,525 3,630
Sales. cccacmmmemn- o 970 1,290 2, 325 2,420 2, 575 2,200 2,730 3,040
Net purchases. -«----===-==-= - 195 220 . 340 260 365 —260 325 800 590
Life instirance companies: HERE 3
Purchases. 145 . 200 240 . 245 280 . . 210 220 315 410
Sales_.--- 115 145 195 245 180 155 200 225
Net purchases. ..----------~ ‘40 85 100 50 20 35 65 120 185
Property and casualty insurance com- . N
panies: ’ '
Purchases....-----=--=-=-="== 180 190 190 220 230 205 260 275 265
Sales. o occccmmmmommmmmmmemmet 150 165 175 150 130 . 100 125 210 175
Net purchases..-.._-.-.’._._. 30 25 15 70 100 105 135 65 90
Total (items1-4, inclusive): .
Purchases - 2,265 2, 675 3,460 4,710 5120 4,235 4,710 - 6,240 6,815
Sales. . —ccoaominn - 1,775 2,250 3,425 3, 625 3,460 3,165 4,110 4,610

Net purchases. 900 1,210 - 1,285‘ 1,495 775 1,505 2,130 2,205

630 770 910 1175 1,445 1,000 1,08 1,55 1,890
@5 1,035 1,255 1,520 1,025 v2i5 1,58 1,755 .

............... —g0 -125 —%0 —75 —30 —180 —35 135

1 Includes only cash t
for another.
: Figures have been rounded to nearest $5,000,000 and may not add to totals.
tic issues includi

: figures do not reflect stock dividends or splits and exclude exchanges of one security

flects trading in preferred stock.
Sources: Securities and Excl C ission; | tment Company . Institute; Institute of Life Insurance; Treasury
Department.

TABLE 2.—;ANNUAL PURCHASE AND SALE RATES OF COMMON STOCK!

[in percent]
;Life Fire and

Noninsured | Open-gnd
private pen- investment  insurance ‘casualty  NYSE#
sion funds2 companies companies companiess

............................... 11.8 15.9 1.8 © 17
11.8 18.6 11.5 Q 14

11.9 18.8 12.0 s 13

12.0 21.7 13.0 0 14

11.7 19.8 10.9 15

1.1 17.6 9.9 12

12.1 20.0 13.2 15

9.7 17.3 9.5 7.1 13

11.0 18.6 11.0 7.8 15

- 10.8 18.7 12.2 7.4 13

- 11.3 21.2 13.2 6.9 15

1966. .o mmzoozo- - 612.6 33.5 14.5 7.2 19
1st quarter, 1967 T-_---- - 615.2 40.8 616.0 9.2 23
2nd quarter, 19677 cccmmen 16.4 39.2 18.0 7.6 23

1 Turnover rates are computed as the market value of quarterly purchases plus sales divided by twice the market value of
average common stockholdings during the quarter. The result is then multiplied by 4 to obtain the annual ra