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UNITED STATES OF AMERICA
Before the
SECURITIES AMD EXCHANGE COMMISSION

It the Matter of
PROPOSED FINDIHNGS OF FACT

PACTFIC SCHOLARSHIF TRUST : AND CONCLUSION OF LAW AND
: BRIEF IN SUPPORT THEREQOF
SPOMRORED BY THE : 0¥ BEHALF OF THE DIVISZLION
: OF INVESTMENT COMPANY RE-
PACIFIC SCHOLARSHIP FUND : GULATION
(812-3020)

Investment Company Act of 1940

Counsel for the Division of Investment Company Regulation requests that
the Commission make the Following findings snd conclusions in this proceeding.l/
INTRODUICTORY STATEMENT

I. The Application

Pacific Scholarship Trust Sponsored by The Pacific Scheolership Fund
("Applicant") has filed an appliecation, pursuant to Section g6{e) of the
Investment Company Act of 1940 ("Aet"), requesting exemptions from the
pravisions of Sections l4(a) and 27(c)(1) of the Act, and pursuant to Sec-
tions Ale}, 1B(1) and 23(b) for orders thereunder.

On May 24, 1972, the Commission (Investment Company Act Release Ho.
7196) ordered a hearing at which the following matters and questions were
to be considered:

{1} Whether the gramting of the requested exemptions and orders

under the Agct is f{a) necessary and appropriate in the public
interest, (b} eonsistent with the protection of investors,

and {c) consistent with the purpeses fairly intended by the
policy and provisions of the Act; and

1/ PReferencesto the record are abbreviated as Eollows: App. - the appli-
cation of Applicanty Br, - Applicant's brief; App.Ex, - Applicant's
exhibits to the procesding: Div.Ex. - the Division's exhibits; Tr. -
the transcript of the hearing.
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(2) 1f the requested exemptions and orders are to be granted,

what econditions 1f any, should be imposed in the public in-
tevrest and Eor the protection of inveztors:.

The public hearing commenced on July 17, 1972 before the Honorable
Sidney Ullman, Administrative Law Judge. Scholarship Investment Corpora-
tion ("SICO'), the servicing agent of Applicant, was granted leave to be
heard. The hearing was concluded on July 21, 1972, but the record, which
was ordered to remain open for the receipt of amendments to the application,
was closed on September 15, 1972, An initial decision by the Administrative
Law Judge was waived. Successive filings of proposed findings, conclusions
and briefs were agreed to by the parties and ordered by the Administrative
Law Judge.

EE. Position of the Division

Based upon the record in the proceeding, it is the Divisien's position

that the relief reguested by the Applicant should not be granted.



FINDINGS OF FACT

Pacific Scholarship Trust (“Applicant" or "apeTrust"}, which is
sponsored by the Pacific Scholarship Fund ("PacFund"?, was created in August
1971 by a trust agresment between Pacfund and the Peoples National Bank of
Washingtan ("Trustee™. {4pp.Ex. B). In effect, FacFund censists solely
of a board of directors who formulate the principal policies of the trust
and perform general supervisory [unctions. {Tr. 558-561).1/ Applicant has
registered under the Act as a plopsed-end, non-diversified, managemant
investment company. {(File No. 811-2225). Scholarship Investment Carpara-
rion ("SICO"}, a profit-making corporation, has contracted for the sale and
administratlon of Applicant's schalarship plans. (App.Ex. 131. As an
independent contractor, 3ICO is authorized to perform similar functions
for other entities, and is currently conducting a training course for
prospeetive securities salesmen. (Tr. 565-566).

It is contemplated that each investor in Applicant will make a single pay-
ment ot periodic payments pursuant to a plan which is created Eor the
benafit of & ehild. These payments will be received and distributed by the
Mational Bank of Commerce of Seattle {'"Custodian'), pursuant to & Custodlan
Trust Agreement, (App.Ex. 5). Applicast has provided for six different
plan types, including three fully-paid plans and three installment plans.

The plan types vary with respect Lo the size of each payment and the duration

1/ Applicant has emphasized the legal status of PacFund as a non-profit
corporation under Washington law. {(Br.26 ) {App.Ex. 34} Each plan-
holder's membership certificate refers te the nan-profit nature af
the plan sponsor. f{App.Ex. 22). This fact might tend to mislead
investors, however, since the plans ate intended to yield a profit-
able return to S100, the plan's adninistrative and sales corporation.
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of the savings deposit pertiod.l/

After deduction of sales and administrative charges, the balance
of gach payment is deposited by the Custodian into higher interest-bearing
savings accounts of the Custodian and other savings institutions.2/ By the
rerms of the investment agreement between each planholder and PacFund, the
planholder irrevocably assigns the eatnings Erom his savings account fer
transfer annually to PacTrust. (App.Ex. 3, 6 4.2.3). Each investor must pay
taxes on alt transferred savings account eatnings, even though such amounts
may be later forfeited. (App.Ex. 3, 8 4.2.2; Tr. 548-549). These transferved
amounts are invested by the Trustee bank in consevvative securities, in-
cluding high-grade monicipal bonds and government bonds, savings accounts and
certificates of deposit. (App.Ex. 3, 8 4.3.3; App.Ex. 8, @ 3). The total
ampunts accumulated in the Trustee bank, including any additional gains re-
sulting from the forfeitures of other plans, cnnstit;te the planholders!
investmegnt accounts, and form the source of Applicant's scholarship payouts
to its plan beneficiaries.

Each scholarship planholder exercises complete control over the balance
of his savings account, but a withdrawal of any money from this aceount prior

to completion of the deposit period will result in a fovfeliture of the

L/ The plan types are structuted so that they will ultimately vield egual
catnings into the trust. (Tr. 296-298}. Plans A, B, and C are install-
ment plans. Plan A& provide:z for payments at $20 per month over a period
of 12 years. Flan B provides for $30 per month for ten years; and plan
C, %45 per month for 2 wears. Plan I, E and I" are fully-paid plans.
Plan D provides for a single payment of $1,796.50 to be deposited for 9%
years. Plan E requires a deposit of $1,996.50 for 8% years; and plan F,
$2,196.50 for 7% years. (App.Ex. 4).

2/ Under the Custodian Agreement, the Custodian will be compensated by SICO
out of the administrative chargeg which are deducted from investors' pay-
ments. To the extent that savings acecount balances are retained by the
Custodian bank, SICO will benefit from a reduction in the Custodian's fee.
However, this veduction will not be reflected in lower administrative
charges to planholders. (Ir. Sab- 548 .
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{nvestor's investment account. (App. Ex. 3, #8l1.2). Similatly, an investor
can forfeit his trust account balance if he fails to make prescribed payments
under an installment plan, ot if he fails to supply PacFund with any required
reports. Most importantly, a PacTrust account can be forfefted Lf the child-
beneficiary of the plan fails to enter or to continue a prescribed eollege
program. (App.Ex. 3, #7; Tr. 422-425}. In additien tc the loss of sales

and administrative chargesVa planholder who forfeits his Lnvestment account
will tose his totml savings account earnings previously transferved to the
trust, together with reinvestment earnings and amounts gained from lapses

of other trust accounts. The Following table sets forth the losses which
investars in plans A and D would experience in the event of a forfeitbure

at the end of each year of participation.

1/ Total sales loads on any installment plan certificate do not exceed the
9% limitations of Section 27(a} of the Act. (App.Ex. %, pp. 15-23}).
However, in the case of any plan type, total loads are equal to 23%
of the total emount which {5 transferred under the plan from the savings
aceount inte PacTrust.



1/

PACIFIC SCHOLARSHIP TRUST - PiAN a4~
Year of Total Cumulative  Gumulative Cumulativez;  Amount Porfeitures as
Farticipation Fayments Salegs Loads Admin., Charpes _Eagnings Forfeited % of FPayments
L g 240 5 48.00 5 21,50 g 3.66 g 73,16 an %
2 480 96.00 39.50 14,37 149.87 31 %
3 Ti0 141,30 &8 . 50 3240 2z2.40 31 %
&4 Q60 L1, 50 2z, 50 5%.03 253.03 26 %
4 1,200 l4l. 50 56. 50 B5.24 293,24 PLI
6 1,440 14150 60. 50 141.03 343.03 L
7 1,580 L41.50 64 . 50 196,40 402 . 40 24 %
2] 1,920 41,50 &850 Z61.35 4T71.35 25 %
o 2,160 141, 50 65, 50 335.88 345.88 25 %
10 2,400 141,50 #8. 50 420,15 630, 15 26 %
Il 2,520 141. 50 68.50 513.25 F23.25 29 %
12 2,520 141, 50 63 .30 EGT.EEEI BL7.58 32 %
LY
The information contained in this table is taken from Applicant's registration
statement. App.Ex. 9, p. L& 15,
27

Cumulative earnings include only those amounts which have been transferred from
the planholder’s savings account in Cuatedian, and do not include reinvestment
esarnings in PacTrust. 1In addition, they do not include any amounts forfeited
from orther lapsed accounts. Earnings are based on annual intertest ratez of 47,

2/ Savings left on deposit for 18 months.
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PACIWIC SCHOLARSHIP TRUST - FiAN D B
ef
Year of Total Cumulative Cumulative Cumulative Amgunt Forfeitures as
Participation Paymenkts Sales lLoads Admin. Charges _Earnings Forfeited % of Pavments
1 51,796,350 5 L41.50 5 55.00 & 64,95 5 261.46 15 %
2 1,795, 50 141,50 55.00 129.92 J26.42 18 7
k| 1,726, 50 141,50 5500 19483 391,28 22 %
4 1,796, 50 141,50 55.00 259.84 456, 34 25 %
5 1,786, 50 L4 L. 50 55.00 324.80 521.30 2% T
6 1,796, 50 141, 50 55.00 389.76 58626 33 %
7 L, 746. 50 141,50 35.00 454,72 B51.22 i %
3 1,796, 50 141. 50 55,00 519.68 7i6.18 40 %
9 1,796, 50 141,50 55.00 SB4. B 781.14 4% %
i/
10 1,7496.50 LaL, 50 55.00 617.12 813.62 45 %
L1/
The informition contained im this table iz taken Erom Applicant's registratiaon
statement. App.Ex. 9, p. 20.
2/
Cumulative earnings inelude only those amounts which have been transferrved from
the planholder's savings aceount in Custodian, and do not include reinvestment
carnings in PaeTrust. In addition, they do not include any amounts forfeited
from other lapsed accounts, Barnings are based on annual interest rates of 4%.
3f

Bix months only.



- B -

According to PacFund's currently propesed mathod of distribution,
all amounts which are forfeited from a lapsed investment accopnt will be
allocated to surviving accounts on the basis of each account's propertional
share of the total assets of PacTrust. Savings account balances will be
disregarded for purposes of the allocation. (App.Ex. 3, § 5.1), The Divi-
sion's axpert witness, [Mr. Michael Virga, an actuary with the Division's
staff, prepared tables which demonstrate that this method of allocation
will lead toc inequitable results, since planholders who purchase plans for
their children while they are still very young will complete their deposit
peripds early and will be able to leave their investment account balances
in the Trustee Bank until such time as their children enter college.lf Div.Ex.
4y Appendix I} As a result of this additional peried of investment, or any
delays permitted by PacFund, the delaying inveskor's account will eonsume a
dispropertionately greater share of earnings and forfeitures. The net resulk
;s that a student in Plan & who does not enter college until five years
after the end of nis savings account deposit peried, will Teceive 1,646 .81
each year, or 2-1/2 times the annual gains of a student in the same plan who
enters college immediately follewing the end of his deposit peried. In the
case of an eight-year delay, the total payouts would be 32,0678.34 per vear,
or almost guadruple the gains of a plan which is completed just prior to the

beneficiary's enrollment in college.2/

1/ The exhibit is based on the same Forfeiture and dropout assumptions that are
eontained In Applicant's Exhibit 10, except that the Division's model assumes
that continuous sales are made of only one plan type. (Tr. 693- 6947 .

2/ An eight-year delay could result, For example, in the case of a plan purchased
for the beneift of a one-year old child, where the savings period is completed
by the time the child is nine, but the investment account is left to accumilate
additional eatnings and forfeitures until the child enters college at age
seventeen. (Tr. #89)
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Another passible source of ineguity among investors arises from the
fact that those investors who enroll during the first few years of FacFund's
operations would not be able to partiecipate io the allocation of the larger
forfeitures which result when students drop out of college. Un the other hand,
those investprs who purchase plans after the trust has been in existence far
over twelve vears would participate in these larper forfeitures throughout the
tegms of their plans. 1f

At the termination of sach plan's savings account deposgit period,
the planholder may withdraw the prineipal of his savings acecount and use
this amount for any purpose which he choeses. His investment account
balance will continue to accumilate aarnings and forfeitures until such
time as the child-beneficizry is ready to enter his second-year of post-
high scheol education. While it is contemplated that the principal of each
plan savings account will be uged to meet the expenses of the student's
Eirst vear in college., there is no reguirement that it must be used for
this putpose. {(Tr. H538-690). On the other hand, the planholder's investment
account balance can only be used to weet the qualifying expenses of the
beneficiary's higher education. (App.Ex. 3, 86.1.2}.2/ If the student attends
a two-vear community college, he will be entitled to receive amounts up to
the Full balance of his fnvestment account, provided that such amounts do
not exceed his qualifying expenses. {fr. 6§70-673). Surplus amcunts would be
forfeited to other investots. {Tr. A66-669). A student in a four-year school

would receive one-thitd of his total investment account balance ak the

1! For example, if oaly one investor purchased Plan C, an eight-vear plan,

in the first vear of aperations, and all other investors in that vear
purchased twelve-year plans, the eight-year plan would never stand to
gain the larger amounts which arve forfeited by students dropping out of
college.

2/ These expenses ifnclude tuition, room, board, academic fees and generally.
any allowances which must be necessarily incurred by the student in school.
Payouts would be made directly toe the school for the benefit of the student.
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commencement of his second year. (&pp.Ex. 3; B6.2). Although Applicant
has stated that the size of payouts from the plans will not be affected
by any oubtside scholarships which the beneficiary receives, it is not
clear whether the receipt of meney from anether source would indirectly
result in a lower award by reducing the total gualifying expenses which
the student would need to pay. (Tr. 675},

Applicant's plans include provisions governing substitution, delay,
and changes in school program. (Tr. 426-434). A person may be substituted
For a designated student-beneficiary at any time before the student's tenth
birthday, or in the event of his death if it occurs after the second year of
eollepc. (App.Ex. 3 B%). Students may delay their college program for any
of scveral reasons designated by PacFund., including temporary illness, military
duty aor any ather activity which is approved by the board. (App.Ex. 3, BB).
Applicant's plan proevide for a wide range of school programs in which eligible
beneficiaries may enroll (App.Ex., 3; #6.1.1}, and there is provision for
transfers between school programs. f(App.Ex. 3, @8.2). In accorvdance with
the investment agreement, investors may transfer their rights under a plan,
including the ripht to make payments to the Custodian, to withdraw the
principal of the savings account, and to substitute beneficiaries subject
to the limitations discussed above. {App.Ex. 2, §11; Tr. 514).

Applicant has developed certain suitability guidelines which will

govern the sale of its scholarship plans.l/ Plans would only be sold to

1/ Applicant's propesed suitability controls have been somewhat modified by its
latest amendment to the application, which was filed after the close of the
hearing. The Administrative Law Judpe recelved the amendment as the Applica-
tion in the proceeding, but declined to take official notice of the amend-
ment. Accordingly, Applicant's latest filed proposals have not been admitted
as evidence in the proceeding. HNevertheless, For purposes of its proposed
findings, the Division accepts Applicant's rvepresentations as to future
suitability controls. However, the Commission should disregard the infor-
mation contained in Applicant's Appandix IV to its Pindings of Faet, since
this infermation has not been received as evidence in this proceeding.




residents of the State of Washington whose annual inceme exceeds 56,000,
although it is intended that the principal thrust of SICO's sales effort
would be directed to 'investors over 30 year of age, making ever 39,000
annually (plus £1,000 for each dependent in excess of two), whe have
had {or whose spouse has had) some formal post-high school education, and
who are considersd white-collar workers.” (App. 25-26). Before completing
a sale, the sales force would be directed to consider additicnal faectors
such as the educational and professional background of the {nvestor, and the
physical and mental health of the child. (App. 19-203. A prospactive purchaser's
indication of commitment to complete plan requirements would be an important
factor in determining whether the sale would be approved. (Tr. 509-516}.
The salesman would possess some discretion in deciding whether to complete
a sale, although gquestionable cases would be left to the fimal determination
of the sales manager at SI00's home office. CApp. 20 Tr. 507-508).

There are no minimum age requirements £or child-beneficiarvies of
plans {(Tr. 512), and there are no maximum family income levels above
which plans would not be sold. {Tr. 505)., In addition, PacFund has not
prohibiced the sale of move than one plan for the benefit of the same
child. (Tr. 5&1}).

3ICO's sales force will include both full-fime and part-time salesmen.
(Tr. 522). There {s no requirement that they have previous experience as
securities dealers or insurénce agents, although they will be referred to
as "counselors" and will advise prospective planholders with respect to

alternative investment possibilities. (Tr. 521-523). Both the counseleors
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and the sales managers will be compensated on & commission basis, including
bonuses, based strietly on the number of plan sales. (App.Ex. 17).

In connection with Applicant's proposed suitability controls, che
Division's expert witnesg, Mr. Walter Adams, a staff associate of The
Bureay of applied Research at Columbia University, recently completed a
report for submission te the United States Office of Edueation, which
demonstrates statistically significant variations in the college attendance
and dropout rates of students in relation to their sex, family iacome levels,
the professional and educational background of thelr partents, and the
mature of the community in which they live. {(Biv.Ex. 25 Tr. 571-591). The
statisties contained in this report are based on & survey conducted by
the United Srates Census Bureau on the educational experlence of 1865
graduating high school seniors from 50,000 randomly selected families
throughout the country. Mr. Adams testified that che statiskics reveal
that 48% of those students in Camilies carning annual incomes of less
than $10,000 will fail to enter college, as compared to a 267 failure
rate for students in families at higher income levels. (Tr. 575). large
differances likewise occur between family income levels of $10,000 and
515,000. (Tr. 599). Similarly a highe? proportlion of studentsz from lower
income families will drop out of college as compared to students from higher
income families, and delays in college attendance will not significantly
alter these results. (Tr. 578).

These figures indicate that there is a great likelihood that
Applicant's plans will be sold to persons with gzignificantly different

chanees of success. Thus plans could be sold to very wealthy families,
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including, for example, families residing on Mercer Island, a wealthy
suburh of Seattle. Applicant has introduced statistics which show that

87% of the students graduating from Mevcer Island schools in 1966 would
have been eligible for payouts under a scholarship plan.l/ (App.Ex. 12; Tr.
308-310). dr. Adams testified that this is an extraordinarily high per-
centage of students attending college, but that the statistics bear out

the wealth of the community. (Tr. 5%0-591). Thus Mercer Island students
would be much more likely to receive benefits under a plan than students

in less well-to-do comnunities.

The study also reveals statistically significant variations in other
categories. A higher incidence of females will fail te attend college
than males {(Tr. 580- 582); and the children of blue-collar workers
will be much less likely to enter college than the children of white-collar
warkers., (Tr. 583-584)., The widest variations occur with respect to the
level of the parents' education. In the case of parents with less than a
high school education, two-thirds of the children did mot attend college.
By contrast, only 13% of the children of college graduates failed to enter
college. (Tv. 587-589}).

In order to demonstrate the benefits which will be likely te result
from scholarship plans, &pplicant introduced projections that plans would
yield an average return equal to 5750 per year to each planholder who
completes his plan, and whose child-beneficiary Finishes his collepe pro-
gram. Applicant's expert witncss, Mr, Gary Larson, a consultant for
Price Waterhouse and Company, reviewed the methodology of Applicant's

projections, and concluded that their projected payouts were probably

1/ On cross-examination Mr. Gill testified that this percentage would pro-
bably be higher since some students would be able to take advantage of
adpplicant's liberal rules gaoverning permissible delays and substitubions.
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congervative, and that the average benefit could be expected to reach 3780
per year. (App.Ex. 30; Tr. 253-254). However, Mr. Larsen did not test the
assumptions upon which the projections were based.

& careful examination of Applicant’s assumptions leads to the conclusion
rhat the average annual payout is likely to be much lower than $750. In
In the first place, Applicant'’s projections were caleulated prior to the
imposition of any suitability controls on SICO's marketing practices.l/f
[f sales are restricted to higher income groups and to families who are
unlikely to forfeit except in the case of "normal student attrition' after
children entetr college, it is probable that the forfeiture rate will be
much lower than originally assumed. Second, Applicant's Exhibit 10 doas
not include any major adjustments for the incencives which will supposmedly
result from a plan investment. Mr. Gill testified that if incentives
had been taken intp account in the model they would not have had an
appreciable effect on the projected payout figures, despite Applicant's
representations that its plans will provide incantives for students teo
continue their education. (Tr. 637-638). Third, Applicant's projections
do not take inte account the large numbers of Washington students who are
likely to take advantage of the state's community college program.2f (Tr.

3723, Ihis would result in a much lower forfeiture rate, although the

1/ The projections contained in Exhibit 10 were prepared prior to January,
1972, (Tr. 291}, Svitability controls did not appeav in the criginal

application which was filed in September, 1971. The first mention

of suitability is contained in Applicant's amended application dated

Fobruary 2, 1972, and substantial attention was not given to suitability

until the third and fourth amendments which were filed after the close

of the hearing.

2/ A letter dated July 11, 1972, from Atlan Metcalf, Research Director for
the State Superintendenkt of Public Instructisn,. teo Mr. Gill, states that
approximately half of the graduating class of 1970 attended community

ot junior colleges. (App.Ex. 11-A).
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corresponding reduction in the size of payouts would be affset to some
extent by the larger amounts forfeited by community college students

whose plan account balances exceed theiv qualifying expenses. Fourth,
there is no empirical data to support Applicant's assumptions with regpect
to number te number of plan sales, projected mix between plan Lypes sold,
or projected rates of fovrfeitures in plans during the accumulation peviod.
Applicant algo appears to make ne adjustments for the transferability

of plans by investors. 1In addition, Applicant's projections assume
identical forfeiture vates For installment plans and fully-paid plans
during the later yeavs of a plan's pay-in period. Mr. Gill testified

that these fipures were based in part on the experiences of the Florida
plans, vet the prospectus for those plans roveals that the forfeiture rate
for installment plans was almost 3-1/2 times the rate for forfeitures of fully-
paid plans. {aApp.Ex. 27; Tr. 649-652). Finally, the college attendance
and dropout rates appear to be somewhat arbltrarily determined. 1/ It is

significant that none of these figures takes inte account the potential

L/ These assumptions were largely based on figures supplied by the
Department of Health, Education and Welfare. {App.Ex. 1l0). The
national fipures may or may not be acgurate for the state ot
Washington. Beyond the broad statement that the assumpticns are
reasonable in Llight of this data, Applicant has not indicated the
pracise correlation between these official statistics and the

figures underlying its projections. While Applicant claims to have
compared these nationwide figures with statistics for the state,

mast of the Washington figures were not received by Applicant until
long after its projections were calculated. (Applicant’s Exhibit 10-B,
a draft report by the State Council on Higher Education, is dated
July, 1972). In addition, much of the Washington data relates to
retention rates and corollment patternsamong Washington schools,

and does not provide the more relevant Information abeut Washington
students. See, for example, Table 3 "Retention of Students" following
the payout projections In Exhibiv 10
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effoct of Applicant's liberal delay and substitution provisions. These
Eactors would further drastically reduse the forfelture rate and the
projected average annual payout from successiul plan accounts,

Even if Applicant's assumptions are accepted as correct, it is
likely that only a relatively small portia of planholders will gain
an advantage from an investment in the plans as campared to a savings
accownt deposit. On the basis of the forfeiture and dropout rale
assumptions which are built into Applicant's Exhibit 10, the Division's
expert witness, Mr. Yirga, prepared tables demonstrating what a group
55 10,000 investors would be tikely to gain or lose from an investment
in Plan A or Plan D as compared to the results of a similar investment
in a savings account earming interest compounded at &%, (DivEx. 5
appendixz LEY.1/ The tables reveal that an inmvestor in Plan A wauld stand
to lose a maximum of $1,103.49 if the plan is forfeited at the end of his
child's freshnan vear in cotlege. If the child completes the plan by
entering his fourth year, the investor will have pained %1, 196.34 more
than a comparable investment in a savings account. The tables reveal thak
the only plan accounts which will receive a net gain over a savings account
expericnce are thase plans which are owned for the benefit of students who
continueas far as their junior year in college. Since 34% of the group will
attain thigs lowel, only that portion will stand to gain from a gcholarship

plan investment. (Tr. 7110.2/

1/ Applicant's projections were based on an investmenb rate of 3%. Mr. Virgs
adjusted the savings account rate downward to 4% to reflect the fact that
Applicant would probably be able to achieve higher earnings by pooling in-
vestors' funds and depositing them in higher-yield savings accounts. {Tr. 704}.

2/ hpplicant has eriticized this kind of analysis bepcause it compares potential
losses with actual gatns. (Tr. 3521, In fact, this approach does no more

than cexplore the opportunity cost of an investment in scholarship plans. fn
identical analwis was followed by the Commission in its 1939 Investment Trust
Study, in which investments in periedic payment plans were compared to savings
sccount doposits over the same period of time. Securitles and Exehange Com-
mision, Repork on Investment Trusts and Investment Companies. Supplement on
Companies Sponsoring Installment Investment Plans (1939}, p. 60,
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If Applicant receives the exemptions which it needs In order to
sell its plans, it will be gnly the second registered seholarghip trust
to operate in the United States. The Trust Fund Sponscred by the Scholar-
ship Fund, Inc. gold plans in Florida from 1962 until 1267, st which time
sales were discontinued until the fund received certain exemptions EFrom
the Act amd reglstered its plans with the Commission. Sales were resuned
in October, 1969. {(app.Ex. 27, p. 13)

The vecord discloses the forfeiture and payout experience of the Florida
plans. From 1962 until December 31, 1971, the Trust Fund experienced a lapse
rate equal to 48.4% of all installment plans, and 13.9% of all fully paid
plans which were sold during the period. (App.Ex. 27, p. 17} Although these
fipures reveal that a relatively large percentage of planholders forfeited
their shares of the earnings of the trust, the actual amount of forfeiltures
which were 8llocated to remaining planholders were quite small, apparently
for the reason that a majerity of defaults occurred during the early
wonths of the plans. &s a result of forfeitures, only §97,014.69 was made
available to 5384 outstanding plans, or an average allocation of =lightly
more than $18 per plan. {(App.Ex. 27, p. 17} In September, 1971, the first
class of eligible beneficiaries received payouts from the trust. The
"gcholarships" winich were awared to this initial class of three studants
totalled only $7B0, or approximately $260 per student for the second year
of ecollege.lf (app.Ex. 27, pp. 25, 35) Even though these plans were able

te reap the benefits of ten years' ecarnings and forfeitures, they only

1/ The record reveals that the average investment into these early plans
was a 525 wonthiy payment for a period of ten years. The total
comulative deposit into the savings account equalled $3000. (App.Ex. 27,
p. 26) These {iguTes ate comparable to the amounts invested under
Applicant's plans.
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vielded sums which would pay for only & small portion of the beneficiaries'
college expenses. l/

Applicant's plans would be subject genarally to the Blue Sky law
of the State of Washington. {(App.Ex. 32). In addition, Pactuad has
delegated ecertain authority to the state securities administrator relating
to approval of changes in the administrative charges under the plans and
to thc use of amounts accumulated in Applicant's reserve Lrust system.
(Tr. 88). By contrast, the Scholarship Club Trust Fund in Florida is
Licensed under a statute which specifically regulates scholarship trusts.
{App.Ex. 31). The law gives the state treasurer broad authority to grant
and revoke licenses to sell plans in the state. A $30,000 deposit with
the state authorities is requived to ensure the trust fund's ability to

meet its obligations under the plans.

1/ The current prospectus of Canadian Scholarship Trust Flan reveals
aimilar results. (App.Ex. 26, p. 12). Each child who qualified for
a scholavship in 1971 received $266 from the tvust's sarnings.
However, this amount was supplemented to yield an award of $700 per
child. The supplements wers paid out of the Trust's Cenzral Fund.
Applicant's plans do not provide for similar supplements in the event
of a low investment return.




ERiEF AND OCOMCLUSIONS OF LAW .

1. Provigiong Under Which Exemption Is Soupht.

The application for exemptions is based principally on Section 6(c]
of the Act, 1/ which provides in relewvant part:

The Commissien. ... by order upon application, may
conditionally or unconditionally exempt any person, security,
or transacticn or any class or classes of persons, securities,
or transactions, from any provision or provisions of this fitle
or of any rule or regulation thereunder, if and to the exfent
that such eXewption is necessary or appropriate in the public
interest and consistent with the protectien of investors and
the purposes fairly intended by the policy and provisions of
this title.

The Applicant bears the burden of justifying the exemptions it seeks. 2/
This burden is particularly heavy under Section 6{c) of the Act, because
the lanpuape of that provision requires a positive demonstratien that its
stendards are satisfied. 3/

With respect to Scction 6(c), the Commission has stated:

This section was destgned to afford discretionary authority

te provide exemptions from provisions where it appears in the

light of unusual or unanticipated circumstances of a particular

case that compliance with such provisions is not necessary to

accomplish the objectives and policies of the Act, Such authority

must tot be exercised in & manner which would permit the basic
objectives of the Act to be thwarted. 4/

1/ Applicant has also requested orders under Sections 1801} and 23(b) of the Act.

2/ Schlemmer v. Buffals, Rochcster, and Pittsburgh Ry, Co., 205 U.5, 1, 10

{1906); Hartford Gas Co. v. Securities and Exchange Commission, 129 F.2d
764, 796 (2d Cir. 1942}; Electric Bond & Share Co. v. Securities and

Exchanpe Commissicon, 92 F.2d4 580, 592 (dd Cir. 1937]

23/ This conclusion is supported by a comparison of the 6lcy test with the
provisions of Section 3(d} of the Bublic Utility Holding Company Act of
1935, which requires only that the Commission find that the requested
exemption is "not contrary te the purposes" of the statute.

44 The Variable Apnuity Life Insurance Company of America, 3% 5.E.C, 680,
B85 (1960] ,
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Thus, the propriety of granting any exemption wnder Sectiom 6{c] will
largely depend upon the purposes of the scetion from which exemption 1s
sought, 1/

1n considering the application of the specific provisions of the
Act to a particular situation, it is necessary to refer to Section 1(b)
of the Act which contains the Congressional declaration of policy with
respect to the purpeose of its enactment. That section states in pertinent
part:

. . . it iz hereby declared chat the national public interest
and the intercst of investors are adversely Affected - -

{1} when investors purchase, pay for, . . . or surrender
spcurities igsued hy investment companies without adequate,
accurate, and explicit informaticon. fairly presentea, concerning
the character of such securities. . .;

* * *

(3) when investment companies issue securiries containing

inequitable or discriminatory provisions. . .,

(4) when the control of investment companies is unduly
concentrated through pyramiding or inequitable methods of

control, or is inequitably distributed. . .
* * *

{&] when investment companicg operate without adequate agsets
or TeSeTvVes.

Moreover, the last sentence of Section 1{b) sets forth a canon for construction
of the act:
1t is hersaby declared that the policy and purpeses of this

title, in accordance with which the provisions of this title shall

be interpreted. are to mitigate and, so far as is feasible, to

eliminate the conditions enumerated in this section which adversely

affoct the naticnal public interest and the interast of investors.

Applicant has Teguested exemption frowm the provisions of Scctions

?Fiei{ 1), 23(bY, 18(i} and l4{a)., However, the provisions of Applicant's

plans also Tequire exempticn from Section 23(c} and Rule 23c-l thereunder.

1/ First Mational City Bank. Investment Company Act Release Wo. 4538, p. 6
(March 9, 1%66);: Transit Llnvestment Covp., 28 S,E.C, 10, 7 n.20 (1948];
asmerican Participations, Inc., 10 S.E.C. 431, 435 {1951]).
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I11. Section 270ci(1),

A. The Purposes of the Zectioen,

Section 27(c}{1) prohibits any registered investment company issuing
periodic payment plan certificates from selling any such cartificates
unless they are redeemable- secutrities. An exemption from thie section
is erucial to the sale and nparétinn of Applicant's scholarship plans,
because 2 redeemability requirement would remove the pogsibility of plan
forfeoitures and thereby eliminate the major source of accrefions to an
investment in the plans. The essence of Applicant's plans is their for-
feiture provisions. In the absence of forfeitures, scholarship plans
could not be sold in their present form, since investors would be unlikely
to purchase plans without the possibility of reallzaing sufficient gums to
pay for a significant portion of their children®s college expenses, 1/
Applicant itself has represented that forfeitures are necessary to achieve
tha purpose of the plans. {Te. 20-23).

Applicant has avgued in {ts brief that since the legislative history
of the Act does not clearly state the purpose of a redeemability requirte-

ment in the case of periodic payment plans, it must be concluded that

1/ For example, in the absence of forfeitures, an investor in Plan & could
only gain the savings account earnings edual to about %607 pluz any
additional reinvestment earnings on this ameunt. This total would need

to be teduced by 3210, the amount of sales loads and administrative charges
which he pays. Taking forfeitures into account, Applicant has projected
an average annual return of $750 per year for gach year thet the child-
beneficiary attends college. {App.Ex. 100, Applicant's expert wiktness, Mr.
Gary Larson, testified that an average of 25% of all plans would need to
forfeit before the remaining investors would be able to realize gains
equivalent to a comparable deposit into a savings account for the same
period of time. (Tr. 202}.
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Secrion 27{c){1) is not a “cardinal provision of the Act.” {Br. 18), 1In
effect, Applicant contends that the absence of any clear statement of
Congrassional intent in respect of the saction requires "proof of a negative
that the evils actually considered were not dependent on redeemability or
nonredeemability." {Br, 5)}. After reviewing the legislative history of
periodic payment plans, Applicant concludes that the evils assoclated with
the plans would nut be corrected by redeemability; and further, that the
abuscs which existed at the time of passape of the Act cannot pussibly_arise
in the operation of scholarship plans, {Br. 5-17).

aside from the lack of merit of this arpument, Applicant's approach
misconceives the nature of its burden under Section 6(c). 1Instead of
making a positive demonstration in support of the exemption which it
seeks, Applicant has attempted to shift the burden to the Divisien to
justify a provision of the Act which is plainly stated, and whick literally
applies to Applicant, a registered investment company issuing periodic
payment plan certificates. 1/

Section 27(c (1) is designed to prevent forfeitures amnd
to ensure that investors in pericdic payment plans can obtain at any
time the full value of their underlying investment, The legislative his-
tory of the abuses of pre-Act periodic payment plans revealed the need
for an anti-forfeiture provision which would supplement statutory limita-

tions on the sales loads which are deducted from payments under the plans.

1/ TIn The Trust Fund Sponsored by The Schelarship Club, Inc., {Investment
Company Act Release No. 5524 ), the applicant argued that fts plans were
aot periodic paywent plans as defined in Section 2{a)(27) of the Act,
sirce the investor acquired no undivided interest in applicant's assets
until his beneficiary qualified for a scholarship, at which point his
interest is in effact redesmable to the extent of the beneficiary's
college expenses. The Commission stated that it did net accept this

argument, but granted the exemption on othey grounds. {Lnvestment Company
Act Release No. 5524, pp. 8-9),
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Thus there would be little sense in eurtailing sales loads if plan sponsors

could devise other methods of deriving fees and charges from plan accounts.

The legislative history contains ample evidence of undesirable plan
charges which were deducted from the net asset value of the investor's
aceount, and which could not be removed by means of a percentage ceiling
on sales loads., Thus some plans deducted a fee from the subscriber's
investment if he withdrew from the plan prior to completion of his pay-
ments. The Commigaion's 1939 Investment Trust Study reported:

Withdrawal fees on termination were of two kinds,
ostensibly assessed with different purposes in view,
although borh served as a deterrent to the investor's
withdrawal from the plan and the liquidation of his
account and both added to the sponscor's prafits. Undert
gome instaliment investment plans, s fixed amount was
deducted from the proreeds of the subscriber's invest-
ment if he withdrew from the plan pricr to the completion
of the agreed payments. This kype of feeo was commonly
not large and presumably was intended to cover the cost
of ligquidation and withdrawal, Ancther point of view,
howsver, suggests that this charge was merely a penally
for withdrawal, designed to restrain the certificate
holder from terminating his payments and liquidating his
account before completion of the plan,

Arother type of withdrawal fee existed in those plans
in which the sponsot's fee was equally prorated over the
entire period of the plan and not appropriated by the
gponsor in the first months of the plan. In order to
assure to itself payment of a fee comparable in amount
to the service fee charged in the usual plan despite
early discontinuance of the plan by a subscriber, the
sponsor devised an arrangement whereby at liquidation a fee
wis deducted from the proceeds of the investor's account,l/

cince these charges are not taken from the investor's payments into the

plan, they are not "sales loads! within the meaning of the Act, and are

1/ Securities and Exchange Commission, Investment Trust and Investment

Companies, Supplement on Companies Sponzoring Installment Investment
Blans (1939}, e. 37,
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not regulated by the load limitations of Section 27{a).1/ A redeemabllity
requitement, on the other hand, prohibits these undesirable penaliy charges,
cince the investor would always be "entitled to receive his proporticnate
share of the issuer's current net assets.'2/ It is clear, therefars, that
Section 27(¢3(1) was aimed at & particular abuge in the pre-Act irdustry,
which could not be remedied by any cther provision in the Act.

Scholarship plans would revive these esrlier abuges, since forfeitures
effectively reduce, if not gliminate, & planholdex's net asset value. There
is also 8 close similarity between the pre-Act plan "penalties" for early
termination, and the modern scholavship plan "incentives" taward completion.
The Commission should not be misled by euphemistic terminalogy. The disguise
af a worthwhile objective cannot obscure the penalty aspect of Applicant's
forfeiture provisions. In this context, the Commission's study of the
sales practices of periodic payment plans revealed that plans were often
pramoted as a means for providing for the expenses of rhe college education
of an investor's child.3/ The Commission also noted the misleading sales

practice of making projections of likely returns from & plan investment.4/f

1/ Section 2{a)(35) defines "sales load" as '"the difference between the price
of a security to the public and that portien of the proceeds from its sale
which is received for investment or held for investment by the issuer..."

2/ Saction 2{a}(32) of the Act.

37 S .E.C. Investment Trust Report, Supplement on Installment Lnvestment
Plans, 168.

4/ Id. at 171-175. While Applicant has stated that no projections will be
contained in its prospectus, the information contained in Exhibit 10 may be
presented to prospective planholders as long as it is fairly presented.
Also Mr. Gill testified that the Calculator in Exhibit 35 might be used
at some time in the future. (Tr. 681-682).
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In spite of these similarities, the earlier periedic payment plans
which created the need for corrective legislation were in many respecks
safer investments than scholarship plans, despite their heavy sales loads,
cince a subseriber needed only to complete his plan in order to receive his
full net asset value, and he would always be entitled to rTeceive & major
partion of hig investment. He did not need to meet any further contingency
such as the reguirement that his son enter the second year of college. In
addition, the penalty charges which were assessed against pre-Act contractual
plan Bccounts were minimal in gize, and tended to decrease as the investor
continited to make payments under his plan.l/ O the uthér hand, scholarship
plan forfeitures result in the lees of the investor's entire interest in
the trust. The more that the inveator contribubes to hig plan, the more
that he stands to lose in the event of forfeiture.

Previous exemptions from Section 27(e)(1) have been granted to companies
issuing variable annuity contracts so as not to regquire redemptions during the
payout or annuity period of the esantract. These exemptions were granted, not
to permit forfeitures, which was one of the primary legislative concerns under-
lying the provisions, but to give the investor-policyholder the type of insurance
protection for which he had contracted. Insurance companies cannot effectively
puarantee annuity payments for the life of any poticyholder unlees certain

mortality assunptions can be reflecred in the amounts of each payout. In

1/ Charges tended to renge in the neighborhood of $5 or $6 at the time of
withdrawal, This compares to a wmaximun forfeiturs of $607.38 in the case
of Applicant's plan &, exclusive of sales load, adwinistrative charges,
reinvestment earnings and other sccruals, which are also forfeited by

the planholder.
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The Prudential Insurance Company of Ameriea,l/ the Commission stated:

With respect to the non-redeemability of the contracts during
the pay-cut period, we reccgnize that the wery nature of the
variable annuity arrangement entails mortality assumpticns and
undertakings on the part of Prudential which would be adversely
affected by the unilateral withdrawal of unliquidated units by
an annuitant during the annuity period. HNon-redeemability comes
into play only after a specified interval during which redemption
ts permitted and serves to make the life-annuity feature feasible.2/

The Division had argued that this exemption ghould be denied because of
Prudcntial's use of an assumed Investment rate which did not include

capital gains or lesses, and which therefore discriminated against annuitanks
who died early and could not receive a fair share of their investment. The

Commission replied to this argument as follows:

We do not accept the Division's position heve. We do

not consider the farmula proposed to be inherently unfair
or ineguitable. To the extent that actuarial factors

are involved in the application of the investment assump-
tion, they will be subject to the regulatory scrutiny of

the state insurance commission.3/

Applicant has repeatedly emphasized the insurance- like protection which
{s afforded by scholarship plans. Applicant's prineipal witness, Mr. Edward
Gill, the president of S5IC0, testified that this protection was one of the

main purposes for the plans:

We see the plans a8s being a pooling of funds not unlike
insurance in this respect 1o that the investor asg he purchases
a plan is in effect insuring himself against the riak of his
student going on to college. If indeed the student goes on,
then he must have funds to help meet that risk, and these would
be the Funds From PacFund plans that would do this. 1If, then,

1/ 41 S.E.C. 335 (January 22, 1963).
2/ 1d. at 354,

3/ 1d. at 354, note 48,
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the student does not go on te college, he would not have the

need; thus, under the provisions of the plan would forfeit

certain monies that have aceruad in hia and the student's

name, and these would be made available to the other students.

(I, XL-223.
Applicant's plans are not insurance, and would not be regulated as such.
Under insurance cantraects, the insuret ultimately bears the risk by
guaranteeing a specified level of benefits.l/ In schelarship plans, the
risk that the investors will incur the expenses of their children’'s
callege education is directly borne by the investors themse lves. The
planhoider doez not secure himself against the particular risk; he
speculates on the likelihood that his own child will succeed, and pambles
that a number of other investors' children will fail te enter college.2/
Thus investars atre pitted against one anrother in pursuit of their goals.

Applicant has [urther compared ifs plans Lo variable annuity

contracts, (Br. 21). However, there are important di ffevences between
these two forms of investment. During the pay-in peried, a variable annuitant
iz aluays entitled to the underlying net asset value of his contract.
During the payout period he has the contractual obligations of a regu-
lated insurance company ta pay him annuities for a specified period
based upon actuarial computations which refleet mortality assumptions.
Scholarship plans are not redecmable at any time during the accumulation

period. The payouts which are received by the bensficiaries do not involve

any @ctuarial assumptions or the assumption of any risk by the trust.

I/ Sesurities and Exchanpe Commission w. The Variable Annuity bLife Insurance
Compary of Ameriga, 359 U.5. 85, 71 {1959},

2/ This is especially true since PacFund haz not set any maximum Eamily
income level above which it will nat sell plans. (Tr. 505; App. 20},
Thus investors with very high income, who would not be subject bto mean-
ingful loss even I their student heneficiaries did attend college, will
be able to buy plans, not as insuranee but as spegulation. Basic
insurance principles would requicve that plans not be sold to investors
with student beneFiciaries whe are almost c¢ertain te attend college.
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More importantly, the variable annuity contract ig reasonably related
to the purposes fer which it is seld, while scholarship plans are nol 5o
telated. The variable annuity is intended to provide income for the
retirement of the annuitant. The annuitant can expect to receive benefits
that are related to the investment parformance of the fund inte which he
has contributed his monay. While the precise performance is not
ascertainable, he can make an investment judgment with respect to the
amount whieh he {5 likely to receive. On the ocher hand, & person buys
a scholarship plan in order to defray the costs of his child's education.
However, the investor can have absolutely no basis for formulating an
investment judgment as to the ampunt he is Likely to receive, since this

amount iz primarily based on the number of forfeitures by other planholders.

B. Features af the Plansz.

The planholder loses his investment account if he fails to make agreed
instaliment payments or if he withdraws any part of his savings account., 1In
addition, the entire investment acceount is forfeited if the student-beneficiary
fails to enter college or to centinue keyoond the fivst year. A forfeiture
will alse result if a student dies and a substitute is not named within 90 days.
The investor will also forfeit if he fails to submit to PacFund any required
report or if he fails to pay any charge when due {such as transfer and sub-
stitution charges). (App. Ex. 3, § 7; Tr. 422-425).

In the event of forfeiture, the planholder will lose kis share of all

savings account earnings which have been previously transferred to the

Trustes Bank, together with earnings resulting from the reinvestment of these
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amounts while in the trust, plus any additional accretions equal to the
planholder's share of amounts forfeited from other investment accounte. 4
planholder who forfeits the earnings in his investment aceount will alse

lose portions of his principal to the extent that he has paid nonrefundable
taxes an earnings previocugly transferred to the investment account. (Tr, 549).
In addition, a successful planholder can alsc lose portions of his invest-
ment account if the balance exceeds the Ygualifving expenses" of the higher
sducation of his child-beneficiary. [Tr. 666-663).

The record shows that the total amounts f[orfeited by planholders will
be substantial. An investor in Plan A (a $20 per month plan) who completes
his savings pericd would lose #5318, or 324 of his rotal payments, if his
child-beneficiary faile to attend ccllege or to continue beyond the first
year, [App. EX. 9, pp. 14-15). This figure only includes sales load,
administrative charges, and earnings sctually transferred from a planholder's
savings account, It does not include reinvestment earnings in the trust or
further gains resulting from forfeitures of other accounts. Based on the
projections prepared by Mr, Virga, which reflect these additional gains
and earnings, total forfeitures could amount to as much as £1243.49, or
7% of total payments into Plan A, (Div, Ex, 5; Appendix II1).

These forfeitures are mere adverse to the investor's interest than
the possible losses which would be incurred in 4 conventional front-end
load contractual plan, In an ordinary periodic payment plan, an investor
can hope Eo some extent to recoup his sales cost through appreciation in

the value of bis underlying imvestment, But a PacTrust planholder who
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forfeits his investment sccount can only receive the principal which was
deposited in his savings account.l/ Applicant's forfeiture proviaions
also diffar from forfeitures of sales load and administrative charges in
that forfeited amounts are transferred to the accounts of other planholders.
Thus Applicant's planholders actually “invest" in forfeitures and gamble
upon the success of their own plans as compared to the results of other
plans. The granting of Applicant's request for exemptions would amount
to recognition by the Commission that investor forfeitures can be an appro-
priate form of investment in themselves.

Applicant has argued that forfeitures are & common ineident of svery-
day tiving. (Br. 21). One of Applicant's expert witnesses, Br, Wise, compared
the plans to her teachers' vetirement program, which provides for the for-
feiture of the contributions af the school distriet and the state government
in the event of a teachet's early retirvement. (Tr. 202}. Yet such & program
differs fundamentally from Applicant's scholarship plans, Dr. Wige pays no
sales load on her cantributions, and, i1f she completes the program, her expected
benefits are guaranteed notwithstanding the retirement experience of other
teachers. (Tr. 219}, 1In a scholarship plan, the amounts which successful

bencficiaries will recelive are ditrectly influenced by the lapse experienqe

1/ Thus the Commizsion has stated, with respect to front-end loads charged on
the sale of face-amount certificates: 'Persons who purchase Face-awount
cerkificates and fail to complete most af the payments provided for cannot
even hope - &8 can contractual plan investors - that rising security market
levels will enable them to recoup the Efront-end load deductions. Securi-
ties and Exchange Commission Report on the Public Policy Implications of
Investment Company Growth (*Mutual Fund Report") House Report 2337, 80th
Cong., 2d Sess. (December 2, 1966}, p. 250.
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of other plans. If a plan is successful, but 1f no other plans forfeit,
the student beneficiary will only receive the compounded earnings on his
investment account. In the case of an installment plan, the investor will
have alse paid $210 in sales load and administrative charges.

| The fact that the planholdars have & stake in the experience of other
accounts distinguishes the plans Erom other formsof investment which
involve potential forfeitures. Applicant relies upon this distinetion
to support its application for exemptions. It is argued that, unlike
excessive sales loads, the forfeltures cannot contribute prafits to
the sponsor or servicing agent because tapsed account balances must
aluways be transferred to remaining investors. {Br. 17). From the point
of view of an investor in the plane, it makes lLittle difference who
ceceived the forfeitures, since in any case, he loses his complate
investment in the trust. Moreover, the distribution of forfeitures to
remaining investors only serves to creale further inequities.

Scholatrship plans exhibit some of the abuses of whiech are inherent in

the tontime insurance policies that are prohibited in Washington and nany
other jurisdictions.i/ In & tontine life insurance policy the payment of

dividends on the policy is deferred for a perviod of time, usually ten

1/ The Washington statute provides:
No life insuter shall hereafter issue for delivery ov deliver in
this state any life Insurance policy

(1)} Issued under any plan for the segregation of policyholder into
mathematical groups and providing benefits for a surviving poliey-
holder of a group ariging out of the death of another policyholder
of such group, or under any other similar plan.

(2} Providing benefits or values for surviving or continuing policy-
helders contingent upon the lapse or termination of the policies
of ather pelicyholders, whether by death or othervwise.

R.C.W.A. B48.23,340,



or fifteen years. Those policyholders who die forfeit their interest In the
dividands, though not in the face amount of the policy. Those who lapse
forfeit both dividends and cash value. The accumulated dividends and for-
feitures of each ¢lass of policies are paid to those palieyholders whose
policies are still in force at the end of the period. In a semi-tontine
policy, there are no forfeitures of cash wvalues. The amount of the promium
in excesas of allocations for expenses, losses and legal reserves is not
distributed as an annual dividend, but gonstitutes the source of tke tontine
which 1s paid to surviving policyholders at the end of the period.i/f
Tontine policies have been outlawed in many jurisdictions, principally
because of their likeness to gambling contracts and because of their high
susceptibllity to misreprasentation.2/ Applicant has endeavared to reduce
the potential for misrepresentation by instructing salestizn to rafrain
from making any projections as to future benefits. Mevertheless, the
very form of this investment gives rise, In the words of one commentaktaor,
te 4 "misleading appeal to the perpetual optimism in human nature." This
is because the benefits of tontines will only be substantial if many
investors forfeit, and an investment in a tontine by itself 1s likely te
encourage persistence, and thereby result in fewer lapses.Zf
Scholarship plans actually invelve a much higher degree of
speculation than tonting insurance policies. Tontine insurance policies

retain their face values in the event of the policyholder's death; he Is

1/ See Kimball and Hanson, The Regulatjon of Specialty Polieies in Life
Insyrance, 62 Mich. L. Rev. 167, 184-183% (1961),

2/ 1d. at 185-189.

3/ 1d. at 193.
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fully protected despite loss of dividends. By contrast, an investor who
forfeits his scholarship plan prior to his child's entrance into college
will lose the entire amount of his trust balance,

4 Commission representative testifying ab the Congressional hearing
which led to the enactiment of the Act recognized the tontine concept as
it related ko face-amount certificate companiass:

The sales overhead and maintenance costs on . . . Eace-
amount cettificate companias almost consumed entitely the
dividends or revenues fram the underlying portfolios; so
that the enly way in which these face-amount certificate
companies can make good on their guarantees to pay the sub-
scriber a fixed amount at the end of the period of invests
ment is by realizing income from another source. The only
other source conceivable is through lapses and defaults of
& vast number of their subscribers.l/f

The same Witness criticized this arrangemeat in the following languape:
1t is regrettable for any cempany to engage in 4 business
which is predicated upon the primary assumption that a substan-
tial number of people who fnwvest In it, must loze all of most
of their money.2/
In the face-amount certificate company, this abuse was eliminated through
the requirement that such companies must maintain adequate reserves in
srder to meet theit obligations under the certificates. 1In the case of

periodic payment plan certificates, the same result is sctdeved By the re-

quirement that such certificates must be redeemable.

1/ Testimony of John Boland, Attorney, 5.E.C. General Counsel's Office, Senate
Hearings on 8. 3580 Before a Subcommittee of the Senate Committee on Banking
and Currency ("Senste Hearimgs"}, 76th Cong., 3d Sess., 165-166, Scholarship
plans also invelve other abuses which were noted in the operation of face-
amount certificate companies, Both forms of investment are marketed as
vcompulsory savings” toward a specific goal. The Commission noted that face-
amount certificate companies frequently sold certificates on the basis of
misleading comparisons to savings bank deposiks and insurance companies. Sea
%.E.C. Investment Trust Report, Supplement on Companies Lssuing Face Amount
lnstal lment Certificates, 23,

2f Senate Hearings 165.
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The record reveals the manner in which Applicant's tontine plans must
operate to the advantage of certain planholders and to the disadvantage of
others. On the basis of a study of a random sampling of high school
seniors graduating in 1965, Mr. Adams concluded that students in families
with higher Lncomes would be more likely Eo attand college than students
in lower income familles; that males will be more likely to continue their
education than females; and thet the children af blue-collar warkers would
be less likely to go to college than students from white-collar Families.
(Tr. 575-584}. The most important factor affecting the liketihond of college
attendance is the parents' education. The higher the education of the parents,
the more likely that their children will attend college. (Tr. 587-5B9). The
study exhibited similar patterns in college dropout rates. {Tr. 589). Thus,
the male children of wealthy «¢ollege-educated parents would have much better
chances of participating in the benefits of Applicant's plans.

dpplicant has contended that its plans will be operated in such a manner
as to avoid discrimination among planholders. 1In order to accomplish thia
objective, pplicant proposes te restriet the sale of its plans to investors
whose annual family income exceeds $6,000. In addition, 5ICO's salesmen
would be directed to consider ¢ertain other Factors which bear on the
tikelihood that an invester will cemplete his plan and that his child will
receive benefiks. Spch factora include the level of the parent's education
and the physical and mental health of the child. Nevertheless, there are
several important aspects of the plans which will tend to reduce the effect

of these standards. Most importantly, as a result of the tontine structure
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of the plans, they must be sold under contradictory assumptions. UOn the
one hand, salesmen will de directed to sell plans only to those investors
who are unlikely te forfeit.l/ However, since the success of any one plan
depends upon the failure of other plang, there will be a real temptation
ko sell plans to persons who are likely to forfeit, In addition,the plans
will be subject te limited transfer by investors. Although this policy
is intended to protect the investor who subsequently discovers that he
will not be sble to complete his plan, it alsc subverts Applicant's
marketing policies to the extent that the transfer of a plan might bypassa
SICO's controls. Also, depending on the age of the ehild-beneficinry, it
might be difficult for the parent or the szalesman Lo asssss the likelihood
that a plan might reach maturity. 1If an investor parchased a plan for
his one-year old chtld and subsequently discovered that the child would
probably not be able ko attend college, he would stand to forfeit the plan
unless he had another child who could be substituted. (Tr. 595). TDespite
Applicant's intention te reduce fnequities ameng its planholders, significant
differences would still exist among planholders with respect to their like litood
of success.

When the tontine structure of Applicant's plans is coupled with the

significant variations awmong plan investors, it is evident that Applicant

1/ Thus SICU's salesmen must comply with the suitability requirements set
forth inm Rule 15b10-3 under the Securities Exchange Act of 1334.:
Every nonmmember broker or dealer and every associated person who
recommends to a customer the purchase, sale or exchange of any security
shall have reasonable grounds to belisve that the recommendation is not
unsuitable for such customer on the basis of infarmation furnished by
such customer after reasonable inguiry concerning the customer's invast-
ment objectives, financlal situation and needs, and any othar information
known by such broker or dealer or associated perscn.
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will discriminate in favor of certain planholders, Under scholarship plans,
in effect, the money which is derived from the relatively higher rates of
attrition among lower middle class children will subsidize the education
of their wealthier peers.

Applicant's plans will also discriminate among planholders with respect
ta the allogation of forfeitures and earnings among trust fund accounts, and
with respect to the payouts of benefits tg successful student beneficiaries.
Under the tetms of the investment agreement, plan forfeitures will be allocated
among the remaining investors solely on the basis of the amounts accumu lated
in each investor's investment aceount. Savings account balances will be
disregarded for purposes of the allocation. {App.Ex. 3 B5.1). As Division's
Exhibit & (appendix I) demonstrates, those planholders who purchase plans
for children who are stil]l very young will complete their deposit periods
early and will be able to leave their investment account balances in the
trust until such time as theivr children enter coliege.l/ As a result of
this additional period of investment, or any delays permitted by PacFund,
the delaving investor's account will consume a disproportionately greater
share of earnings and forfeitures., As previously noted, a student participating
in Plan A who does not enter college until five years following the expiration
of the savings period will gain 2 1/2 times the amount which would be received
by a student in the same plan who enters college immediately following
the expiration of his savings period. UWhere the delay is eight years, the

total pavouts would almost quadruple the gains of a plan which is completed

1/ The exhibit is based on the same forfeiture gnd dropout assumptions
that are contained in Applicant's Exhibit 10, except that the Division's
model azzumes that continuous sales are made to only one plan type.
(Tr. 693-5694).
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without any delay. In addition, those investors who enrcll during the
first few years of PacFund's operations would not be able to participate
in the allacation of the larger forfeitures which result when students
drop out of college.

The Applicant's proposed conditions will not correct these iwbalances.
(App. 43-45). Although herazlded as the fairest method to investors, Lhe
"I llar-Month Account" method described in condition 1la) is both
incomplete and iltogical. It is incomplete because Applicant has not
explained how the total dollar-months credited te an account would be
calculated in the event of a delay. It is illogical because it assumes
that sne dollar left in the account for two years would be worth the same
amount as two dollars Left in the account for one year. If one dollar left
in a savings account for two Years were worth che same as twe dellars left
in an account for one year, the one dollar would be required to earn an
effective interest rate of 100% during this period.

Condition 1{b) ocutlines the method of allocation which is current Ly
used by The Trust Fund Sponsored by the Schelarship Club. Inc. (&pp.Ex. 27).
Thisz method appears to be primarily intended to prevent diserimination
sgainst plans which are purchased in the early years of the trust's opera-
tiops.l/ Tt provides that pre-college earnings and forfeitures are distri-
buted ameng all curreatly active plans, but that the larger college
forfeitures would only be allocated among students in the game expected
gntry year as the beneficiary of the lapsed acecount. The difficulty with

this appreach is that 1t creates wide variations in payoulbs from vear Lo

L{ File Mo. 811-151%-2, Motice of Speeial Meating, dated October 4, 1971,
atb page 1.
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vear, depending on the experience of & particular class. There is also a
possibility that & student could shift into a college entrance class of
inferior students in order to improve his chances of obtaining increased
forfeitures.

Finally, proposed condition lic}, which was initially suggested
by the staff (Tr. 701-703), does not completely correct the imbalances
between plan trust aceounts resulting from delays in students entering
school after completion of their savings deposit requirement:. Under
this method, for example, & student in Plan 4 who delays entering college
for five years would still receive $369 (comprised of earnings and
forfeitutes) more per year than a student who enters immediately following
the end of bis deposit period. (Div.Ex. &).

Substantial differences in paycuté can also oeceur as a result of
Applicant's current policy of permitting more than one plan te be purchased
for a single child. {Tr. 341). Student-beneficiaries of multiple plans
will receive inordinately high portions of total forfeitures. Thus the
plans favor well-to-do families who can afford to purchasze more than one
plan, and who will be more likely to receive the benefits of forfeitures.

Applicant's plans also discriminate among {nvestors with respect to
the proposed method of calculating payouts to successful students. 3ince
a student can pever receive more than his "qualifying expenses," it is
likely that in many cases suecessful students will forfeit portions of
their investment accounts. For example, Mr. Gill testified that the State
aof Washington encourages students to complete their education as guickly

as possible, and in accordance with this policy, an extensive system of
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community college has developed. {(Tr. B6B) . Since the average expenses
of attending a community college are less then the cost ol going Lo a
four-year school, there is a strong probability that many studeats in
twn-year sheools would forfeit surplus amounts. {Tr. B70-673). Applicant
recagnized this result in its Student Payout Projectionsg:
There is a definite trend toward making higher education

more flexible and efficient. So-called stop-outs (time a

student simply elects not to go on Lo school; perhaps for a

quarter, & year or several years) and shortened school programs

{e.p. traditional four-year programs reduced to three) may

become commonplace in the next five to fifteen yeats. Further,

the two-year schools with their emphasis on terminal vocational

and technical programe are growing much faster than theiv four-

vear counterparts. If these trends continue, they would have

the effect of reducing the payout period for many PacFund

student-tecipients. This could increase the size of payouts

to othex remaining PacFund students. (App.Ex. 10, Note 1,

page %-31,
Students whno commite to schoal or who attend schoel on a part-time basis
might also qualify for benefits from Applicant's plans. (T, BB3-664).
Vet their expenses would probably be lower, and they would alse be likely
to forfeit gums to other Investors. Thus the scholarship plans favor
those students who will be more likely to use all or most of the amounts
aceumulated in their investment acecounts. Students who attend a two-year
commanity college, especiglly if they commute, will subsidize the educatiomnal
cxpenses of students who travel across the country to a prestigious Iour-
year school.

The problems which are inherent in scholarship plans ate exhibitaed by

the experience of The Trust Fund Sponsored by The Scholarship Club Inec., the

only scholarship plan which has obtained from the Lommission exemptive reliefl

bo enable it to operate lawfully under the Aet. From the commencement of
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that plan's operatiens in 1969 through December 31, 1971, & tokal of 9,055
installment plans were sold. Of this mmber, 4,381 plan trugt accounts,or
48.47 of the total number sold,were forfeited. During the same period 823
fully paid plans were sold. of this number, 115 or 13.%% of the total
number of such plans sold, were forfeited. Despite these high forfaituze
tates, total forfeitures yie}ded anly $97,015, exclusive of zales lpads
and administrative chargas. Based on the 5,384 plans which were outstanding
at December 3i, 1971, the average forfeiture allocatien to each guch plan
amounted to $18. In 1971, the first class of eligible students recelved
payouts from the trust. Each of the three initial qualifying students
received an average of $260 for the second year of college. {App.Ex. 27,
pp- 6, 17, 23, 33).

The foregoing discussion demonstrates that, untder the provisions of
its periodic payment plans, the Applicant would, in the language of Section
L{b), ". . . issue securities containing inequitable or discriminatery pro-
vizgions. . . ." Thus, it is clear that the instant proposal would not,
within the language of Section 1(b), "mitipate and se far as is feasible,
eliminate the condirions . . . which adversely affect the interest of investors,”
i.e., the issuance of "securities containing inequitable or discriminatory
provizions.' {Exphasis added) In fact, as indicated, the proposal would
create the adverse condition. Thus, it canmot be found that the proposal would
be 'mecessary ot approptriate im the publie interest and conaistent with the
purpose of investors and the purposes fairly intended by the policies and

provisions of this title," within the meaning of Section Glcl.
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III. Section 23(c¢) and Rule 23c-1

Although Applicant has not requested an exemption from Section 23{¢)
of the act and Rule 23c-1 thereunder, it appears that such provisions would
prevent the operation of the Instant plans unless the Commission igsues &n
appropriate order. Section 23{c) prohibits & registered closed-end invest-
ment company from purchasing its own securities other than on & gecurities
exchange or pursuant to tenders, except undet such elrcumstances as the
Congission may permit by order or rules Lo ensute that such purchases are
made in a manner or on 4 basis which does not unfairly discriminate against
any holders of the class of securities te be purchased.l/ The terms of
Applicant's plars provide for paymentg Co qualifying student-beneficiaries.
This involves a "purchase' by the Applicant of its own securities, within
the meaning of Section 23(e). Since such purchases are not to be made on
an exchange ot pursuant to tenders, the propoesed purchases are prohibited
unless made pursuant to the terms of the rule, or uniless the Commnission issues
an order under Section 23(c)(3)., The proposed purchases will unfaitly dia-
eriminate against those plarholders who are not glven the same opportunity
to have their i{nterests purchased as is accorded to qualifying students at
any given time. The discrimination is accentuated here, since the investor
who is not piven the opportunity to sell may be foreed by eircumstances to
forfait his interest thereafter. Conssquently, the proposed purchases do

not comply with the rule, and the Commission cannet issue an order under

1/ Pursuant to this section, the Commission adopted Rule 23c-1, which provides
in part, that "a registered closed-end company may purchase for cash a
seeurity of which it is the issuer subject to the fellowing conditions:

{9) the purchase is net made in a manner or on a basis which dis-

criwminates unfairly agalnst any holders of the class of securities purchased.
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Section 23¢e¢)(3), In view of the repurchase terms of its plans, Applicant
would, in the language of Section 1{bJ), '". . . issue securities containing
inequitable or discriminatory provisions . . . .'" Therefors, the Commlission
should mot grant an exemption from Section 23(c) pursuant to Section 6(ec).
It is recognized that undef the plans, purchases will not commence for at
least eight vyears. However, Applicant may not presently issue a security
providing for its subseguent purchase by the {ssuer, where the terms speel-
fying the manner for effectuating the purchasc would operate to prevent the

issuance of a prior Commission ovder required to permit the purchase.

IV. GSecrtion 23{b}

Section 23{b) of the Act in pemeral prohibits a closed-end investment
company From selling its shares below current neb asset value. The purpose
of the section is to prevent dilution of the financial interests of the per-
sons enticled to participate in an enterprise. As the Commission pbzerved

in Trust Fund Sponsored by the Schotarship Club, Ine., it is difficult

to calculate current net asset walue bhacause of the inherent nature of the
plans.1l/ In conoeetion with the requested exemption, the Applicant {itself
has stated that there is no means of asecertaining the extent of future gains
which may be acquired through forfeftures, ar the number of persons who will
he entitled to participate in the assets of the trust. (Br. 35).

Applicant is not entitled to an exemption from these provisions merely
because its program is structured so that it cannot comply with the section.
The inability to compute net asset walue iz web another axample of thae

inequities which arise out of these tontine plans. An exemption should not

Llf TIovestment Company Act Release Mo, 5524, pp. 9-10.
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be granted unless Applicant ean demonstrabe that the plans satizfy the
provisions of Section £{c). Applicant has not anly failed to demonstrate
compliance with this sectiomn, but the Facts reveal that the plans involwve
forfeitures and other inequities which are inconsisteni with the standards
of Seetion 1{b). Hence the application for exemption from Section 23{h)
putsuant to Section B{¢) should be denied.

Applicant has requested temporary relief from Section 23k} until
such time as it ean attempt to ohtain the consent of a majority of its

planholders in accordance with the exception set forth in Section 23{b)(2},

{Br. %), However, the peculiar structure of the plans renders it impossible
for Applicant to obtain this necessary congent. The section prevides for
sales below net asset value 1E the persons who hold the financial interests

in the entexprise consent to a dilution of their interests. Under Applicant's
plans, the benefieial financial interests rest onily in the child-beneficiaries
of the trust, and it is Impossible to determine the number and identity of
those who will be entitled to participate. Thus no purpose would be served

by granting a temporaty exemption since the plans can never satisfy the
provisioens of Sectien 23(b){(2),

V. Section 18(i}

Section 18{i) requires that cach share of stock issued by a registered
management company must have equal voting rights with every other outstanding
voting stock. Since scholarship plans will differ in their share of the trust
at any point in time, Applicant's proposal to give one vote to each plan will
frustrate the objectives of Section 18(1i). All planholders would exercise
the samc VOiCE-in the cperations of the trust despite the differing propor-
tignate interests which they would hold, Thus Applicant's method of
assigning vating rights continues the pattern of discrimination which s

exhibited alsewhere in the planz’ operatione.
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The underlying purpose of Section 18(i) is to assure shareholders a
measure of control over their management. Without compliance with this
section the planholders would not only be deprived of their proper pro-
portionate voting tights in trust affairs, but would also be denied the
proportionate voting rights which the Act specifically confers on holders
of voting securities.l/ Section 13(a) requires approval by the vote of 5
majority of the outstanding vetlng securilies of & registered company prior
to any change in (1} its investment palicies or (2} its business so as to
ccase to be an investment company. Section 16(a) prohibits any person from
acting as a dirvector of a registered investment company unless elected by
the holders of the outstanding voting securities at a meeting called for
that purpese., Section 32{al(2)} and 32(a)(3) provide, respectively, that
the holders of a majority of the outstanding voting securities of & regisrered
investment company shall (1) eatify the selection of such company's public
accountants, and (2} have the power to terminate the employment of such
accountants. As an example of the importance of exercising proportionate
voting rights in the aperatien of Applicant, Applicant's planholders could
excrcise their disproportionate vote to alter the method of allocation of
forfeitures and earnings.2/

Applicant has attempted to justify its method of assigning voting rights
on the grounds that the plans are designed so that the total amounts which
will be "transferred to Applicant and the opportunity to derive benefits

from Applicant undetr each plan type will be substantially equal.” (Br. 33).

1/ Savings Bank Investment Fund, 24 S.E.C. 531-536 (December 17, 1946).
Inzured Accounks FundiS.E.C. 123 (1957},

2/ A change in the distribution system was effected by shareholder wote in

the Trust Fund Sponssred by Tha Scholarship Club, Ine. File No, 811-1515-Z.

Hotice of Special Mseting, dated October 4, 1971,

"'\-\.,\_\_-__,.o-""'-
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This statement speaks as of the time of completion of each plan's pay-in
period. However, since plans will be commencing at different times, the
amounts of the capital investments of the planholdars, including aceretions
therenn, will wvary widely at any given time. Thus, under the proposed
vating procedure, all investors wiil have the same voting power regatdiess
of the differences in their proprietary interests in the enterprise.

It is therefore apparent that under the provisions of the plans, the

control of Applicant, in the language of Section Libl, is Inequitably
distributed." It is clear that tﬁe propesal would net, within the language

af Section L(b), ™mitipate and, so¢ far as is feasible, gliminate the
condirions . . . which adversely affact . . . the interest of investors, '
i.c., "insguitably distributed" contral of investwent companies. { Emphasisa
added)- In fact, the provisicns of the plans have the oppasite effect. There-
fare, the Commission should not grant an exemption from Section 18(i) pursuant

to Section Hlel.

¥I. Section li4{al

Section 14(a} prohibits a registered investment company from making
a public offering of its securities unless such company has a net werth of
at lease 5100,000.1/ The section was intended to prevent poorly capitalized
cowpanies from selling their shares Bo the publie, and to ensure that Lhera
is 2 sufficient sized staff to provide satisfactory levels of investment

gill.2/

1/ Contrary to Applicant's assumptions, an exemption from thiz sectlon was

not requested by or granted to The Trust Fund Sponscred by the Schelar-
ship Club, inc. {Investment Company Act Release Ne. 5524, Lt appears
that such plan did not require the exemption because it met the net warth
requirement as & result of the fact that it had been in aperaticon for
several vears hefore it filed an application with the Commission.

I the case of The Trust Sponsored by the Episcopal School Foundation
College Award Program, Inc., the Hearing Examiner's Initial Decisian
denied the request fatr an exemption from Section lalal). File No. I- 1374
{October 24, L968).

#f Mutuai Fund Report, pp. 251-252.
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Applicant contends that the structure of scholarship plans does not
lend itself easily to the Act's net worth requirements, since, with certain
exceptions, all amounts deposited and invested in the trust must be used to
mect the educational expenses of the investors' child-beneficiaries. Appli-
cant has represented that its promoters do not have encugh children in order
ta meet the $100,000 minimum requirement, and has urged that the Commission
apply the net worth test to S$ICO, which is charged with the responsibi lity
of administering the Erust, and which has assumed the obligation of paying
for expenses of the trust. (Br. 29-30; App.Ex. 13}. However, Section 14(al
applies the net capital requirement to the investment company and not to
its sponsor. Accordingly, there is no statutory basis for applying this
togt to SICO. Moreaver, $ICO  is an independent contracter, and is not
legally obligated to render services exclusively to the trust fund. SICO's
charter permits it to service other similar funds end to engage in other
businesses, and there is evidence that it is currenktly conduecting braining
classes for prospective securities salesmen. (Tr. 5365-366). Should this
business prove profitable, or should another schelarship trust be organized
and attract SICO's management, thers would be nothing to prevent SICO from
finding some means of abamdoning its relationship with Applicant. Thus
S1C0's as<ets are not exclusively available for use by the investment company
in the same manner & ibs own assels.

Applicant has also urged that the Commlssion consider the $50,000 which
will be deposited in its Reserve Trust before plan sales may commence. This
amount shouid not be included im PacTrust's assets for the purpeses of Section

14¢a}, since it can only be used for ''unanticipated extracvdinary expenses of
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PacFund or to remedy any defaults in SICO's performance under the Service
and Investment Agreements." (App.Ex. 5, 7, 9, 24). Ewven then, PacPFund can
only draw on these assets if it receives the consent of the state securities’
administrator. In addition, those amounts which will accumulate &3 a
resplt of futurc plan sales cennot be included in the net worth easlcula-
tion, since they will not be awvailable to PacFund prior to the commencement
of its sales. Even if the 530,000 is consideved an asset for the purpose
of Section l4fa), the trust will still not meat the H00,000 net worth
requiremant.

Finally, &pplicant has urged that the Commission take into consid-’
eration the business and professional expefience af the directors of SICO
and PacFund.l/ Although such facters are not relevant to the Aet's net
worth cequirements, it is noted that these individuala have had no previous
sccurities experience and their professional ecareers have been orlented
primarily toward education and labor relations, which are fislds that have
little bearing on Applicant's everyday operations as an investment company.
{App.Ex. 1; Tr. 11-20}.

in view of the requirement that the Section 14{a) test be gpplied to the
investment company, and not te SICO, apd the fact that the invasfment company
has no assets, the granting of an exemption from Section 14(a) would nullify
the protection of the Act, and adversly affect the interssts of investors
cont rary to the purposes enunciated in Section L{bBJ(B)}, by permitting Applicant

to operate "without adequate assets or reserves.'

1/ An examination made of the Commission's files in the light of Applicant's
position reveals that the Commission has recently ordered public preceedings
undet the Seeurities Exchange Act of 1934 invelving & director and principal
slockholder of SICO. (Securities Exchange Act Releage Mo. 9811 (September 27,
1972




VEI. Other Considevations

A. Disclosure,

In The Trust Fund Sponsored by the Schelarship Club, Ine., che

Commission granted to a Florida scholarship trust similar exemptions Lo
those which Applicant curvently requests.l! In granting these exemptions,
the Commission surmarized various arguments which were advanced by the
Division in opposition to the application,and stated:

fhe Division has raised serious questions agbout the merits
of applicant's plans. We bave not, in considering the pregent
application, undertaken to determine whether or not the appli-
cant's propesed operation is a good way for pavents to provide
for the college education of their childran. As noted by the
applicant, we shall have jurisdietion to consider the adequacy
and accuracy of the disclosures te be made in the Secerities
Act prospectus and in sales literature to be used by the Sponsor.
We arc not prepated to assume, in advance, that it will not he
possible to arrive at a proper presentation, in the prospectus
and sales literature as well as in the terminolegy of the plan
agreements, which will give adeguate, accurate and explicit
information, fairly prescnted, 46 to the nature of the plans.2/

The Commission should overrule its decision in The Trust Fund Sponsored by

The Scholarship Club, Inc. The foregeing discussion demonstrates that,

without considering their merits, scholarship plans thwart the purposes of
the seetions from whiel exemption ig sought. In addition, these plans
present insurmountable problems of disclosure. A= the Commission stated

in The Variable Annwiby Life Insuovance Company of Amsrica, disclosure should

be made "in heeping with the objectives of Section 14b3{1} of the Aet, that
investors receive “adcguate, accurate and explicit informarion, Tairly
presented, " concerning the character of the securities in which they are

asked ta invest."3/ Applicant contends that its plans wilt be Fully disclosed

to plamholders through the prospectus and other periedic reports which will

1/ lnvestment Company Act Release Mo. 5524 {October 25, I%6B).
2/ 1d. at p- b

if 39 5. E.C. &80, 704 (19607,



- 49 .

contain "investor and student statistics, and related matters.”™ (By. 391.
As shown below, scholarship plans cannot be meaningfully disclosed.

The basic policy underlying disclosure is that those who make use of
the public's money must supply the informaticon essential to the formulation
of intellipent investment decisions.l/ This standard reaches beyond the
need to disclose that a particular security invelives speculative risks,
or that the investor should be aware of certain features in the operation
of a company. The investor should also be supplied with sufficient
informarion in order to enable him to measure the extent of his risk.

In the case of investment companies, full disclosure includes more
than an accurate description of the company itself.2/ Management investment
companies are also required to suepply additional detailed informatieon
concerning the particular securities which make up their portfolios. 3/

In this way, investors are able to get an accurate picture of the company's
activities by poing beyond its fundamental policies and restrictions,
and by examining the aperations and earnings of the portfolio companies.

There is an ohvigus need for similar disclosure to purchasers of
scholarship plans. Applicant has recognized this need in the case of dis-
elosuras relevant to itg municipal bond portfolio. Because of the tontine

stracture of the plans, the planholder's expectations of gain are principally

1f S5.E.C., Disclosure to Investors: A Reappraisal of Federal Administrative
Policies under the '33 and '34 Acts ("The Wheat Report'}, p. 46.

2/ The Commission's recently published guidelines for the preparation of
management investment company prospectuses devote considerable attention
to portfelio policy and other dizclosures relating to the securities in
which the Company invests. Investment Company Act Release No. 7220
{July 9, 1972},

3/ Regulation §$-X under The Securities Aet of 1933, The Securitics Exchange
Act of 1934 and The Investment Company fLct of 1940, Rule 6,10 (d} and
Bule 12.19.
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tied ro anticipated forfeitures of unsuccessful plans. However, Applicant
cannot forecast future trends in forfeitures, and hiscarical information
of this kind is not meaningful. In order to make even an informed guess,
Iet alone an investment judgment, a prospective planbolder would also need
derailed jnformation concerning the income and educational background of
present and future planholders, as well as information as to the healkth,
competence and attitudes of present and futurve student-beneficiaries. Much
of this kind of information cannot be obtained. <Conseguently, meaningful
disclosure of this type of gamble is impossible. Putting money inte one
of the scholarship plans is almost like betting on one horse in a race
without knowing what other horses are running.

The overall effect of disclosure must also be considered in the context
of the proposed method of distribution of earnings and forfeitures., For
example, if Applicant follows its current allocation formula, large amounts
of satnings and forfeitures would net ascrue rto surviving installment plans
until relatively late in the life of these plans. Accordingly, any cuvrrent
data concerning forfeitures and payout experience during the eavly stages
of the plans would not be relevant to future results. In the case of
Applicant's proposed conditien l(h), current data would be aven less relevant
since, as previously noted, this method of allocating forfeitures would
result in wide variations of payouts Erom year to year.

Thus, the infurﬁation which is most important to the plans cannot be
disclosed, and the only information sdhich can be disclosed will probably
be wisleading. 1In the earlier scholarship case, the Cormission stated that

“the eritical tequirement heve . . . is that of a Eull diselosure of the
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featurcs of the plans with respect to the forfeiture provisions and their
consequences, "1/ The legislative history of the Act demonstrates the
inadeguacy of disclosure as an exclusive remedy to corvect the abuses of
the industry. As Commissianer Healy stated:

"Because of the peculiar character of investment companies
and their resemblance to savings banks, mere disclosure is inadequate

as a remedy. . . The disclosure principle embodied in the Securities
Act and Securities Exchange Act is a sound principle, but it has
its limitations." _/

B, The Public Interest Standard.

Even if the Commission should conclude that the propesal is "eonsistent
with ... the purposes Fairly intended by the policy and provisions™ of the
Agt, an exemption canmot be granted under Section Hlc) unless the Commission
also finds “that such exemption is necessary or appropriate in the public
interest and consistent with the protection of investers ..." It is a
Fundamental rule of statutory construction that effeet shall be given to
every word.3/ MNeither courts nor administvative agencies are free to construe
any statute so as to demy effect to any part of its language thereby making
such part superflouous or insignificant.4/ Thus, where Congress has seen fit
te zet forth wvarious standavds in Section 6(e¢), compliance with each of the

standards is reguired.

1/ Investment Company Act Eelease No. 5524, p. 9.
2/ Senate Hearings, pp. 38-39.

i/ In Market Company v. Hoffman, 101 U.5. 112, 113 (18792}, the Supreme Court
stated:
"Tt is a cardinal rule of statutory construction that significance
and effect shall, if possible, be accorded to every word."
See also, Lnited States v. Campos-Serrano, 404 U.5. 292, 301 (1471).

4/ Ibid. The Court statcd that 'We are not at liberty to construe any
statute so as to deny efFect to any part of itz language.' 101 U.5. at 1lls.
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In determining whether the plans are necessary or appropriate in
the public interest and consistent with the protecticn of investors,
consideration should be given to the product propesed to be sold, These
plans, to a large extent, involve an "investment" in forfeitures and, in
thig respect, no patticipant gains unless others lose. Instead of sharing
a common objective of profiting proporticnately from the enterprise, the
participants are pitted against each other.

These plans resemble insutance and involve Lnvestment aspscets, but the
real expectation of galn relates to gambling. Unlike & pure lottery, however,
the participants are not given an even chance. Through its choice of pur-
chasers, the underwriter can largely influence the extent of forfeitures,
and thereby improve the level of benefits to the class most likely to succeed.
Disclosure cannot eliminate these characteristics of the plans, which in
their totality are inimical te the Interests of investors.

Applicant sontends that its plans "meet the public need for and interest
in higher education in the United States by serving as an additional source
of needed private financing for student costs of higher education.”™ (Br. 4%).
Education is a worthwhile objective, but it does not justify the granting of
exemptions which would permit the operation of an inequitable program of

this kind.
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VIET. Conclugion

For the Foregoing reasons, the application should be denied.

Respectfully submitted,

Tl oo HIL e

WILLIAM H. KLEH, Attorney

Counsel for the DHwiszsion of
Investment Company Regulation

On the Brief
HARQLD SWEETWOOD, Special Counsel

Divigsion of Investment
Company Regulation

Hovember 10, 1972



AFPENDIX

Explanation of Tables.

Appendix I includes portions of Divizion's Exhibit &4, entitled
MPacific Scholarship Trust Model of Plan A {and Flan D} Including a Delay
in Entering College.' The tables, which were prepared by Mr. Virga, show
how the 4pplicant's allocation formula allows an invester to triple or
quadruple the size of the scholarship ﬁaynut to the plan's stodent-benefi-
ciaty as a result of delays after the end of the plan's normal aceumulation
period. Such a delay could be accomplished by purchasing & plan for a
beneficiary while he was still very young, or by the beneficiary taking
advantage of permissible delays such as military service. {App.Ex. 3, B8).

The calculations demonstrate that the amounts which are transfervaed
to the investment account would need to grow at an anneal compounded vate
of 17.6% in order to provide a scholarship of approximately £750 per year.
{Applicant's projected payout contained in its Exhibic 10). 1If a plan
beneficiary delayed his entrance inte college, his investment account
would continue to grow at the compounded rate of 17.6% per year for each
yvear of delay. In the case of Plan &, Appendix I shows that an eight-year
delay would result in an annual payout of $52,678.34, as compared to &
payout of $732.16 per year in the case of a plan which experiences no
delays. The tables demonstrate similar results in the case of Flan D, a

fully paid plan.



Appendix II, which contains Division's Exhibit 5, entitled "Pacific
Scholarship Trust-Model of Plan A (and D)," wms also prepared by Mr., Virga.
Tﬂe tables show the experience of a group of 10,000 investors in the plans
who forfeit at the same assumed rates contained in Applicant's projections
in its Exhibit 10.1/ Appendix II compares investments in Applicant's plans
with similar deposits inte a 4% savings account over the same pevriod of
time. The difference between an investment in Applicant's plan and the
results of a savings account is shown in colum 1l of the chart. This
column gives the total losses due to sales load and lost interest in the
case of a plan investor who withdraws at the end of any year. Thus,

an investor whose child "withdraws" at the end of his senior

vear of college (i.e., completes the plan) will have earned 51,196 more

than he would have earned from & savings account. The investor whose

child completes only three vears of college will have earned anly 5431

move than a comparable investment in a savings account. All other investors
(667 of the total) would earn lesg than they would gain from a savings

account. In the case of a Forfeituve after the beneficiary's freshman

1/ 1;a the case of an installment plan (Flan A}, Exhibit 10 assumes termina-
tion rates of 7% and 5% for the first two years of the plan, and 3% for
the third year and all following years. For a fully paid plan such as

Plan D, the exhibit assumes a termination rate of 3% throughout all years
af the plan's accumulation period.

In the case of all plans, it is assumed that the beneficiaries will finish

high school. Thereafter, the exhibit assumes that 20% of the students will

fail to enter higher education, and that 20% of the remaining students
will drop out in each successive yeatr of the four-year CLerm.



vear of college, the planholder would have $1,103 less than he would from
a savings account.

Column 12 shows the percentage of original investors who gain or lose
the ¢corresponding amounts in column ll. Thus 10.75% of the original investors

will lose %1,103 from a plan investment.
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CERTIFICATE OF SERVICE

I hereby certify that on November 10, 1972, a copy of the
foregoing proposed Findings of Fact and Cunciusions of Law and
Bricf in Support Thereef on Behalf of the Division of Investment
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The Pacifie Schalarahip Fund

By lane, Powell, Moss & Miller,

1700 Waghington Building

Scatcle, Washington 8101

Attention: Hartley Paul, Esquire
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