REPORT OF SPECIAL STUDY OF SECURITIES MARKETS 245

was either the account of the investment adviser, Neuberger & Ber-
man, or its senior partner, Roy R. Neuberger, who was responsible
for the investment decision for the fund in each of its transactions
in these stocks. Most of the securities involved were well-known
NYSE-listed stocks, although 7 were issues traded over the counter.
Trading by access persons or firms was seldom in odd lots and usually
involved more than one round lot.

The fund and the investment adviser state their unwritten policy
on insider transactions to be the following:

Where investment advisory or research information is supplied to the in-
vestment company, any purchases or sales of portfolio securities are carried out
before others having access to this information may use it for their own
purposes. Specifically, persons having access to information * * * may not ef-
fect similar transactions until the investment company has completed its trans-
actions.

Neither the fund nor the investment adviser, however, has a procedure
for implementing the policy. )

The insider trading in connection with this fund again raises ques-
tions about the possible gap between articulated policies and their en-
forcement, particularly, perhaps, in the active-trading situation of
an investment adviser which is also a broker-dealer. It would appear
that the fund priority established by the policy is usually observed,
or at least that in most cases the cost of securities purchased by the
fund was the same as or less than their cost to the insiders, while the
price of securities sold by it was the same or higher. In some cases,
however, the priority appears not to have been strictly followed. On
December 4, 1960, for example, Neuberger purchased 400 shares of
Chas. Pfizer & Co., Inc., at 30, and the following day the decision was
made by him to have the fund purchase 500 shares for which it paid
3015285 Another 1,000 shares were acquired by the fund on December
13 at 3114. Similarly, on January 17, 1961, thedecision was made to
have the fund purchase shares of Mack Trucks, Inc., and it purchased
600 shares on January 17 at 38 and 3814, 300 on January 18 at 3814,
100 on January 19 at 39, 500 on January 23 at 3814, and 500 on Jan-
uary 27 at 381%. On January 26, meanwhile, Neuberger had pur-
chased 100 shares at 377 and 400 shares at 38, and Neuberger & Ber-
man had purchased 500 shares at 38. These transactions involve 2
out of 7 of the 28 securities where insider trading on or immediately
prior to fund trading dates show at least a fractional price advantage
to the insider over the fund, and may involve a failure to observe fund
priority.

d. The One William Street Fund

An analysis of trading by persons and companies with access to in-
side information on the investment decisions of this $247.4 million
mutual fund reveals the complex network of conflicting interests which
can arise when the fund has a large brokerage firm as an investment
adviser which is also the investment adviser to another investment
company (in this case a closed-end investment company) and to vari-
ous individuals, and in addition underwrites issues purchased by the
fund. The reports to the Special Study show trading in 14 of the

2636 Since the publication of the multilith edition of this report, Neuberger & Berman has
informed the Commission that through a clerical error Neuberger's purchase was incor-
rectly reported to the Special Study. The purchase was actually made on December 5,
1960, after that of the fund.
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mutual fund portfolio securities, on or immediately prior to the fund:s
trade dates, by Lehman Bros., an NYSE member firm and the fund’s
investment adviser and principal underwriter; the Lehman Corp., a
closed-end investment company for which Lehman Bros. is also invest-
ment adviser; 7 of the 24 partners of Lehman Bros., some of whom
were acting in some instances for their wives or as trustees; and one
director of the fund not otherwise associated with Lehman Bros. .
The fund’s unwritten policy concerning trading in portfolio securi-
ties, adopted at the inception of the fund in June 1958, provides that—
* * *# [T]nformation with respect to current actual portfolio transactions * * *
is required to be kept confidential. No officer, director, or employee may take
personal advantage of any investment or research information supplied by Leh-
man Bros. to the fund nor any information concerning prospective or actual port-
folio transactions in any manner which might prove detrimental to the interest
of the fund. * * * If any director, officer, or employee desires to purchase
securities of an issuer, and the fund desires to purchase securities of the same

issuer, purchases by the fund take precedence. The same is true with respect to
sales.

The prospectus of the fund also states:

When investment opportunities occur which are consistent with the investment

policies of the fund and the Lehman Corp., a closed-end investment company
managed by Lehman Bros., each participates equitably.
Lehman Bros., as investment adviser to the fund, has a policy on trad-
ing in fund portfolio securities similar to the fund’s. For purposes of
enforcement all officers and employees of the fund and all partners and
employees of Lehman Bros. are required to execute all personal securi-
ties transactions through Lehman Bros.

From a review of the One William Street Fund transactions one
may conclude that, in a large organization involving many people and
a number of different relationships, there are numerous possibilities
of conflict. However, from the data obtained by the study and with-
out detailed examination of each situation it is not possible to distin-
guish readily between those situations where related transactions may
have been coincidental and those in which an insider’s transactions
may have been related to and in anticipation of further transactions.
For example, one partner of Lehman Bros., acting for himself, his
wife, and as trustee, purchased 3,000 shares of Outboard Marine Corp.
in January 1961 at 2214 on the same day that the Lehman Corp. (but
not the fund) was buying 24,000 shares at the same price. On May 16
the partner sold the 3,000 shares at 2234 to 23, 9 days before the fund
determined, in a decision in which he did not participate, to commence
a program of selling such shares, which it carried out over a
period of several weeks, disposing of over 25,000 shares at prices of
from 20to 22. In another instance, a different partner sold 1,000 shares
of Winn-Dixie Stores, Inc., for himself and his wife at prices ranging
from 36 to 3634. Two days later the fund decided to sell 1,000 shares
on which it realized 36.

By and large the fund and the Lehman Corp., when purchasing or
selling the same securities, were given either identical treatment or
subsequent balancing treatment when one or the other got a better
position on a given day. Thus, for example, when on May 25, 1961,
the fund bought 1,800 shares of Qutboard Marine Corp. and the Leh-
man Corp. bought only 1,200 shares at 92, on the following day the

fund bought only 8,700 shares at 21 while the Lehman Corp. acquired
3,800 at that price.

T
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There were three striking instances, however, of the fund’s and the
closed-end company’s traveling in opposite directions, with sales be-
tween the two possible in at least one case, but again, without detailed
examination of each situation, it is impossible to say where the trans-
actions were merely coincidental, where they were motivated by dif-
ferent investment objectives and portfolio needs, or where they might
have been otherwise motivated. Thus, between February 3 and
May 1, 1961, the fund sold 70,000 shares of Ideal Cement Co. at
prices which declined from 3034 to 26. Of the 70,000 shares, 50,000
were sold between April 20 and May 1 at 26,25 pursuant to an invest-
ment decision made on April 18. On the other hand, between April
26 and May 10, the Lehman Corp. acquired 24,700 shares of Ideal
Cement Co. stock, of which 20,000 shares were acquired on April 26
at a price of 26. Similarly, between June 8 and June 28, 1961, the
Lehman Corp. purchased 25,000 shares of Thatcher Glass at prices
ranging from 25 to 2584, the largest purchase having been a block
of 18,100 shares at 25 on June 28, while between June 14 and June 28
the fund disposed of 20,000 shares at prices ranging from 25 to 2815,
including the sale of 18,200 shares on June 28 at 25. Finally, between
December 20, 1960, and March 17, 1961, the fund sold a total of 20,000
shares of Westinghouse Electric, realizing proceeds with a range of
441/ and 5214, while 2 days before the end of this period the Lehman
Corp. commenced a program for the acquisition of shares of the same
company, purchasing 41,400 shares by July 27, 1961, at prices rang-
ing from 4215 to 46.2%42

The fund portfolio security which involved the greatest number
of potential conflicts of interest was Maryland Cup Corp., an issue
offered to the public for the first time on February 8, 1961, at a price
of $25 by an underwriting syndicate of which Lehman Bros. was
managing underwriter.?® On February 2, 1961, the decision was
made to purchase 20,000 shares for the fund and 10,000 shares for the
Lehman Corp. However, the Investment Company Act prohibits the
purchase by an investment company during the existence of an under-
writing syndicate of any security the principal underwriter of which
is the fund’s investment adviser, except as the Commission may by
rule or order exempt transactions or classes of transactions.?®® The
Commission by rule has exempted such transactions under certain
conditions,?®” including requirements that the securities purchased
by two investment companies having the same investment adviser
not exceed 3 percent of the offering and that the investment company
not purchase the securities directly or indirectly from its investment
adviser.?®® Consequently, only 3,500 shares were allocated to the fund
and to the Lehman Corp.

The price of Maryland Cup Corp., one of 1961’s “hot” issues, im-
mediately jumped from its offering price of 25 to a premium, with bids

284 100 shares were sold at 26%4.

25t2 Since the publication of the multilith edition of this report, Lehman Bros. has in-
formed the Commission that through a clerical error it incorrectly reported to the Special
Study that these transactions of the Lehman Corp. in the shares of Ideal Cement Co.,

Thatcher Glass, and Westinghouse Eletric were purchases. These transactions should
have been reported as sales.

285 Qee profile of this new issue in ch. IV, app. A, pp. 668-670 (pt. 1).

286 Investment Company Act, sec. 10(f).

287 Tnvestment Company Act, rule 10f-3.

288 Although Lehman Bros. as managing underwriter had allocated shares to selling group
members and had suggested to some of these members that they make their entire alloca-
tion available to the fund, it claims that the transaction was exempt under rule 10£f-3, and
the transaction was reported to the Commission within 30 days after completion, as re-
quired by rule 10£-3(h).
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on the effective date ranging from 33 to 35. Under the provisions of
the Investment Company Act and the Commission rule thereunder,
neither the fund nor the Lehman Corp. could purchase additional
shares until the termination of the underwriting syndicate. Between
February 23 and March 20 each of them added its purchasing power
to the aftermarket for the issue, by purchasing a total of 6,500 shares
at prices ranging from 37 to 41. Inthe meantime, three Lehman Bros.
partners purchased a total of 3,900 shares between February 9 and
February 13 at prices ranging from 3414 to 36, while one fund director
purchased 250 shares at the original issue price of 25. The fund
acquired an additional 1,000 shares on June 29 and June 30, 1961.

e. The Value Line Special Situations Fund, Inc.

The Value Line Special Situations Fund, Inc., a $16.1 million fund,
is a member of a substantial complex of organizations affiliated with
Arnold Bernhard & Co., Inc., investment adviser and principal under-
writer to the fund and two other mutual funds with aggregate assets
of $94.9 million, publisher of an investment advisory service, and con-
sultant to private and institutional investors. In January 1961, Bern-
hard & Co. adopted a written policy for its employees which is among
the most definite and strict of those reviewed by the study. Neverthe-
less, a review of the trading of persons with access to inside informa-
tion on fund transactions show trading by eight employees of the in-
vestment adviser in eight securities during the 7-month period covered.
The eight traders included seven security analysts and a statistician.
None of them was an officer or director of the fund or of Bernhard &
Co. Two of the more active traders were later said by Bernhard & Co.
to have “left our employment.”

Bernhard & Co.’s elaborate six-page written policy for its employees
takes cognizance of the diversity of the organization’s functions, refers
to the special problems which conflicts of interest in the organization
may cause, and notes management’s duty—

* * ¥ to take all practicable steps to insure that the private financial * * *
transactions of all employees are invariably conducted in such a way as not to
conflict with the interests of the subscribers, shareholders, and individual clients
with whom the company is in a relationship of trust * * *,

The statement also sets forth clear and precise rules as to trading in
recommended securities and requires employees to report monthly on
security transactions of themselves and their families. As to mutual
funds managed by the investment adviser, the statement provides:

. * * * an employee who is aware, or who has reason to believe, that a security
ig being, or is about to be, or is likely to be, bought or sold by one of the mutual
funds shall not buy or sell that security until the transactions of the fund in
question have been completed.

Of the eight employees shown to have been trading, the transactions
of seven would appear on their face to raise questions of violations of
the investment adviser’s policy. Such questions arise for one analyst,
for example, in his transactions in three different securities: American
Bowling Enterprises, Inc. (Bowling); Sheraton Corp. of America
(Sheraton) ; and Decca Records, Inc. (Decca). On March 2, 1961, he
purchased 1,000 shares of common stock of Bowling at prices of 634
and 614, when units of Bowling consisting of one share and one war-
rant were quoted in the pink sheets at 734 to 814. He also recom-
mended the issue to the fund, which determined on March 6 to buy
5,000 units and commenced a purchase program under which it bought
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4,500 units by March 29 at prices of 954 to 13.2* Since the analyst
himself recommended the security, it might be assumed that, in the
language of the policy, he had “reason to believe” that the security
was “likely” to be purchased. As to Sheraton, he served on a com-
mittee which recommended purchases on May 10 and May 24, 1961,
and purchased 300 shares on May 17 and May 24 at prices of 1834 to
1934. A fund decision to purchase 5,000 shares was made on May 25,
and the fund purchased that number of shares between May 25 and
June 2 at prices of 1834 to 2014. In the case of Decca, as to which he
was analyst-in-charge, he sold 1,200 shares at prices of 3715 to 3814
on January 3, 1961, “on or about” the same day that the Special Sit-
uations Fund Subcommittee, which consulted with him, recommended
that the fund sell its entire holding at the current market of 38. There
were 3 actual fund decisions involving Decca: on January 4, to sell
5,000 shares at 38 or better; on January 12, to sell the entire holding
at 3614 or better; and on January 19, to reduce the selling price to
8534 or better. The fund disposed of its shares between January 4
and March 9 at prices ranging from 3814 to 33.

Another analyst who also traded in three portfolio securities was a
member of the subcommittee which recommended the sale of Decca on
January 3, 1961, On January 4, following his committee’s recom-
mendation, he sold 100 shares of Decca short at 3734. Six days later
he covered his short position at 34535. The other portfolio securities
in which he traded were Fireco Sales, Ltd. (Fireco), and Gulf Life
Insurance Co. (Gulf). He individually recommended the purchase
of Fireco, a new issue, on May 3, and as a member of the subcommittee
also recommended purchase of up to 10,000 shares on May 18 and
again on June 8, 2 days after the fund had acquired 5,900 shares of
the new issue. On the latter date he purchased 100 shares at 13.
The fund determined on June 15 to buy 4,100 additional shares, and
acquired them between June 15 and June 26 at prices from 1514 to 16.
As to Gulf, in whose recommendation he was not involved, he pur-
chased 800 shares on February 17 at 207, selling 100 on February 20
at 2334 and making other purchases and sales in April and May. On
the basis of an oral recommendation, the fund decided on February 20
to purchase 10,000 shares, all of which it purchased on that date at
prices of 2214 to 227;.

While the analysts referred to above were no longer employed by
Bernhard & Co. in July of 1962, five other analysts and a statistician
who remained in its employ also engaged in transactions during the
period in question. Typical of these transactions was one involving
Burgmaster Corp., a new issue recommended by one of the analysts
on May 8, 1961, and again on June 8.2° On May 9 the fund had deter-
mined to acquire 10,000 shares. The recommending analyst placed
orders for the purchase of 150 shares on June 16 and 17, which he
acquired for 12. The fund acquired 4,400 shares on June 19 at 12, and
600 more shares on June 21 for 1314 and 1315.

5. MUTUAL FUND AND INVESTMENT ADVISER POLICIES ON INSIDER TRADING

Each of the 51 mutual funds which received questionnaire IC-1, as
well as their investment advisers and principal underwriters, was asked

2% On Mar. 6 shares of Bowling common were guoted in the “pink sheets” of the Na-
tional Quotation Bureau at 814 to 9%,.

20 The issue first came to the market on May 15, but its registration statement was with-
drawn and prior transactions canceled on May 25. It was agein issued under a revised
registration statement on June 19. -
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to supply information concerning its written or unwritten policies re-
specting the use of investment advisory or research information sup-
plied to the mutual fund, and the use of information concerning pros-
pective or actual portfolio transactions of the fund. They were also
asked to give the dates on which the policies became effective, to de-
scribe any procedures for implementing or enforcing such policies,
and to furnish details on any known violations of the policies. The
evaluation of the responses set forth below is limited to 39 of the 51
funds (including all of the 28 discussed in pt. C. 3 above), after
eliminating duplications where 2 funds were part of the same fund
complex.??

Overwhelmingly the funds and their advisers indicated the exist-
ence of policies which reflected in one way or another their awareness
of the ethical problem of a potential conflict of interest. In only one
case was there no policy in effect for the fund, its investment adviser
or principal underwriter. In two instances the funds themselves re-
ported no policies in effect, but the investment adviser of each had a
policy in effect. It must be borne in mind that the policy of the in-
vestment adviser is generally as important as or more important than
the policy of the fund. A fund commonly has no personnel other
than its officers and directors, and except for the independent direc-
tors, these are customarily officers and directors or employees of the
investment adviser. Since the fund relies upon the personnel of its
adviser for services with respect to its portfolio, the principal effect
of the lack of a fund policy where an investment adviser’s policy
exists is to exempt only independent directors. These are sometimes
excused from the application of policies in any event, since as a prac-
tical matter they have limited access to inside information, and the
funds do not wish to impose unnecessary burdens on them. One fund
reporting a written policy, for example, noted :

With respect to independent directors and advisers the general policy but not
the specific rules are considered applicable.®?

Apart from the occasional express or implied exclusion of non-
affiliated directors from the operation of the policies, they all apply
to all personnel, including officers, directors, and employees in general.
In one investment adviser, however, a distinction is drawn in the ob-
ligations imposed on different categories of personnel. “Investment
officers” are required to defer personal transactions until after fund
action, but research staff members, though required to report proposed
transactions in securities upon which they are working, are ordinarily
permitted to purchase and sell such securities without delay except
when the fund is “engaged in a program of purchase or sale.”

Despite the widespread existence and application of policies, there
are substantial variations in the policies themselves and the manner
in which they are enforced. Of the 38 separate policies of funds or
their advisers which were reviewed, 22 were in written form. How-
ever, the fact that a policy is written or unwritten may be less sig-
nificant than the provisions of the plan itself and the mechanics of
its implementation. Some were vague, broad, equivocal and ambigu-
ous, while others were firm and clear.  Only 10 had established pro-

cedures to implement their policies; 2 of these 10 had unwritten poli-
cles 1n effect.

21 B.g., Axe Science & Electronics Corp. and Axe-Houghton Fund B, Inc.

22 Although the policy statement refers to “independent directors and advisers,” the
fund advisers stand on a different basis from independent directors and the failure of the
specific rules to apply to them does not appear justified.
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In the process of classifying the reported policies as vague or clear,
consideration was given to the extent to which they would supply
guidance to any individual who might be contemplating a transaction
in a portfolio security. The policy set forth in the Investment Com-
pany Institute “Guide to Business Standards,” ** was considered in
the former category, and it should be noted that the institute has nei-
ther powers to compel compliance with the guide nor sanctions to be
imposed in the event of violations. Three funds rely on the ICI policy
only. One investment adviser distributed the guide to all personnel,
noting that it “sets forth further basic principles which should govern
all officers, directors, and employees of our company in relationship to
their inherent fiduciary capacity to the interests of our * * * inves-
tors.” The president added : “I expect everyone to conduct themselves
accordingly.” An additional 17 policies were couched in similarly
general or equivocal language, such as:

* * * gyuch information [must] be used only in a manner entirely consistent
with the best interests of the investment company * ok ok

On the other hand, some 16 funds or their investment advisers have
articulated policies which can be described as firm or strict. These
firms face and attempt to resolve a dilemma which one of them states
to its personnel in the following language:

The firm is most anxious to give every member of the organization reasonable
freedom with respect to his/her own and family’s investmment activities. The
firm, furthermore, believes that it will be stronger and its product better if the
members of the organization have a personal interest in investing and the courage
of their convictions with respect to investment decisions. At the same time, we
recognize that in a profession such as ours, it is possible to abuse the trust which
has been placed in us and there could be a conflict of interests between our clients
and our personal investment activities. In many cases such conflicts might be
somewhat theoretical, with little practical effect. On the other hand, we are in
a position where in a matter of this nature we must be almost as careful of
appearances as we are of the actual facts, * * *

This condition inevitably places some restriction on freedom of investment for
members of the organization. * * *

The firms which squarely face this dilemma seek its solution through
one of two general approaches. Some set forth distinct and arbitrary
prohibitions. The partners and employees of the investment adviser
whose statement is quoted immediately above, for example, may not
purchase for their own accounts or those of their families any new
issues of common stocks until 4 business days after the public offer-
ing date, or purchase or sell any security added to the firm buy list or
sell list for 2 weeks after the list has been distributed, and no purchase
of a security on the buy list can exceed 10 percent of family investment
funds. Short selling is also prohibited. Another adviser, recognizing
“that loyalty to the interests of clients * * * inevitably restricts our
own freedom of action as to our personal investments,” forbids each
member of the organization from engaging in “any transaction in a
security which to his knowledge is being bought or sold, or considered
for purchase or sale, by or on behalf of a client” and “active short-term
trading in securities,” or to “subscribe to public or private offerings
* % * until the fifth business day after the offering date, and then only
at thez, prevailing market price and for bona fide long-term invest-
ment.

A somewhat more flexible approach along the lines of disclosure is
followed by other firms. One such investment adviser notes that:

283 See pt. C.3.b, above.
96-746—63—pt. 4——18
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[A]lmost without exception good analysts trade and have their own trading

accounts and through these accounts gain valuable experience, thus becoming
better analysts. * * ¥ We do not want our analysts to refrain from maintaining
accounts nor do we want to limit the securities in which they trade. * * * Itis
important, however, that we keep completely informed of all trading done by
our analysts to be certain that no one is taking advantage of his position.
The firm states the general principle that no one should engage in any
“transaction which he has reason to believe will jeopardize the fund’s
interests in any way,” and prohibits the purchase and sale of a secu-
rity when the fund is engaged in a program of purchase or sale of that
security. More significantly, however, the adviser requires all re-
search personnel proposing to purchase or sell a security to obtain
approval in advance of the transaction.

Whatever the policy, its teeth, if any, must come from reporting of
transactions, though only a minority of the policies surveyed contained
express requirements along this line.® Among these, the most com-
mon provision is a requirement of monthly reporting of transactions
in portfolio securities; one firm requires a report within 10 days of
every transaction. In the case of four advisers who were also NYSE
members, the requirement that all securities transactions be carried
out through the firm was intended to accomplish the same end. One
of them requires that all orders of staff members, including orders for
wives and minor children, be reviewed by a partner prior to execution
for consistency with firm policy, and that all such orders pass through
the hands of the senior member of the firm’s stock order department,
who is charged with halting the execution of any order which, through
inadvertence, might constitute a deviation from the policy.

The best policies and reporting requirements must be limited in their
usefulness by the ease in which they can be deliberately evaded.
Nevertheless, they have a prophylactic and policing value. It issome-
what surprising, however, in view of the extent of trading by insiders
reported to the study, that only one fund indicated knowledge of any
violation of its policies, and that was inadvertent.

6. EVALUATION OF SURVEY OF INSIDERS’ TRADING AND POLICIES

The Special Study’s survey of insiders’ trading and policies demon-
strates, in the first place, broad industry awareness of the problem
raised i)y the conflict of interest which may exist when an individual or
entity privy to a mutual fund’s investment recommendations and de-
cisions engages in trading for his or its own account in securities
purchased or sold by the fund. The almost universal existence of pol-
icies aimed at dealing with the problem and the adoption of such a
policy in 1962 by the industry’s principal trade organization, the In-
vestment Company Institute, are evidence of this awareness. At the
same time the vagueness of some of these policies and the variety of
others also suggest considerable disagreement in the industry as to
the nature and extent of obligations in the area. For some, even the
suggestion of use by the insider for personal advantage of information

24 The Commission’s policy concerning member and employee securities transactions not
only contalns strict prohibitions on trading but also provides reporting requirements. For
example, transactions can be made only ‘‘for bona fide investment purposes,” and a pur-
chase held for less than 1 year is presumed not to be for investment purposes. Margin
transactions, short sales, and purchases of shares of registered public utility holding com-
panies or investment companies subject to Commission jurisdiction are prohibited, and no
member or employee can purchase a new issue until 60 days after its registration statement
has become effective. All transactions, including transactions of husbands and wives, must
be reported to the Commission within 5 days. Violations may be cause for removal or
for disqualification from appearing and practicing before the Commission.
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which may benefit the fund is to be avoided. For others, the problem
apparently exists only when there may be insider profit which is
demonstrably at the expense of the fund. L

The disagreement stems in part from a dilemma which is inherent
in (but not confined to) the mutual fund industry. On the one hand,
the existence, 1f not the extent, of a fiduciary obligation to mutual
fund investors is recognized. On the other, the industry cannot ignore
the obvious fact that an investment which 1s good or bad for the fund
will be equally good or bad for an individual investor, and temptations
to capitalize on fund information are inevitable. Some investment
organizations go further and encourage investment by those respon-
sible for fund investments, on the theory that the man most qualified
to give investment advice is the man with personal experience and a
stake in the outcome.

However the dilemma is resolved by individual firms, it is clear
that fairly extensive trading in mutual fund portfolio securities does
take place. The survey of a large number of persons and firms having
access to fund investment recommendations and decisions for a sub-
stantial and representative group of mutual funds showed trading
in portfolio securities over a brief 7-month period by at least 30 percent
of the respondents. In an individual firm as many as 11 different
people traded in at least 28 different securities during that period.
Much of the insider trading revealed by the survey, of course, may
have been consistent with the best interests of the funds themselves.
However, the substantial number of insiders executing transactions
before or during the funds’ trading date range gives evidence of the
existence of some trading which, consciously or unconsciously, was
inconsistent with the best interests of the funds.

To a major extent, the insider trading disclosed by the survey
involved modest numbers of shares and dollars. Such insider trans-
actions inevitably raise the question of whether the doctrine of de
minimis should apply in the conflict-of-interest situation. Even
where the price differentials were small and the number of shares
involved almost nominal, trades might involve a situation of conflict-
ing interests. On the other hand, the difficulties of drawing lines
and measuring injury suggest that even minor instances of advantag-
ing the insider should not be condoned by the industry. If the mutual
fund industry, like Caesar’s wife, is to be above suspicion, it cannot
fail to be concerned with the extent of insider trading shown, regard-
less of the petty amounts involved in some of it, and with the extent
to which industry’s announced policies appear to be ignored.

The situation with respect to insider trading appears to call both
for clarification and implementation of standards. Here the best
standards and best procedures already promulgated by some funds
and investment advisers point the way for the industry to follow.
As to standards, it seems obvious that all funds, their investment
advisers, and their principal underwriters should have policies to
guide their officers, directors, employees, partners, and certain stock-
holders, that such policies should not only be written, but as concrete
and specific as it is possible to be. It seems clear, too, that the policies
should prohibit insider trading not only while a fund is actually
engaged in a buying or selling program, but for a period preceding
and following such a program. An insider, having recommended
purchase or sale of a security, would then be required to delay execu-
tion of an order on his own account until some time after the fund
has followed the recommendation or until it has determined that it
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will not do so. The disadvantage under which he thereby labors is the
price which must be paid by those who seek the rewards and benefits
of the fiduciary position which they enjoy. )

As to procedures, it would appear that a requirement of regular
reporting by insiders of securities transactions is an essential element
of an effective program. Even a clear policy coupled with such
reporting will not necessarily avoid all questions of conflicts but
only where transactions are reported can the fund officers and direc-
tors and the investment adviser’s management discharge their duty
to the fund investors to insure that their operations are consistent
with the fund’s best interest. In addition, reporting serves the func-
tion of a continuous reminder of the policy and ethical problems
involved.

The independent director presents a special problem. The benefits
derived from serving in such a position are generally small in relation
to the burdens and responsibilities involved, but the importance to the
industry of independent directors is a cornerstone of the Investment
Company Aect itself. Certainly additional burdens should not be im-
posed which might discourage able persons from accepting independ-
ent directorships. While the principles underlying the fund policy
statements should be applicable to all access persons alike, no inde-
pendent director should be held acountable for a security transaction
made without knowledge of fund action or intention, and considera-
tion should be given to exempting them from reporting require-
ments.

The standards which are called for should be common to the entire
industry, and their adoption and implementation should not be left
to the individual companies themselves. In the opinion of the study,
each mutual fund, its investment adviser, and principal underwriter
should be required to adopt written policies covering insider trading
and provisions for their implementation which meet minimum stand-
ards established by the Commission, and to report any violations of
such policy to the Commission.

7. SUMMARY, CONCLUSIONS, AND RECOMMENDATIONS

The nature and extent of trading by those having access to inside
information on mutual fund portfolio transactions, the policies of the
investment company complexes concerning such trading, and the im-
plementation of such policies were examined by the Special Study in
relation to the portfolio transactions of 28 Tepresentative mutual
funds whose assets at December 31, 1961, aggregated $5.2 billion.
In its survey of insider trading the study attempted to determine the
extent to which situations of potential conflict exist in the industry,
without for the most part characterizing the manner in which they
have been resolved. In the light of the high position of trust of the
persons and companies covered by the survey, however, the overall in-
dustry figures on industry insider trading are significant. As many as
14.4 percent of all persons and companies included in the survey had
traded in securities during the same period as the fund, and 8.0 percent
traded within 15 days prior to the fund. Over a brief 7-month period,
at least 30 percent of the access persons and companies traded in fund
portfolio securities.

5 ¥n one of the funds analyzed in detail, even with a reporting requirement, situations
arose which appear to have violated a clear policy of the fund and its adviser.
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From a more detailed discussion of the transactions relating to five
out of eight funds selected for more intensive study, it also becomes
clear that fairly extensive trading in mutual fund portfolio securities
by insiders takes place. The specific situations described vary con-
siderably in quantities and relative prices, degree of relationship be-
tween fund transactions and individual transactions, and possible
motivations or explanations. There are, however, several instances
where insiders’ transactions seem to have been clearly designed to
benefit from related fund transactions.

The survey demonstrates broad industry awareness of the problems
raised by the conflict of interest which may exist when an individual
or entity privy to the mutual fund’s investment recommendations and
decisions engages in trading for his or its own account in securities
purchased or sold by the fund. Taking advantage of inside informa-
tion in advance of fund transactions for personal gain is widely re-
garded in the industry as unethical. Overwhelmingly, the funds and
their investment advisers reported the existence of policies which re-
flected in one way or another their awareness of the ethical problems
involved.

However, despite widespread existence and application of policies,
there are substantial variations in the policies themselves and the
manner in which they are enforced. Some of those examined were
vague, broad, and equivocal, while others were firm and clear. It
was somewhat surprising, in view of the extent of trading by insiders
reported to the study, that only one fund indicated knowledge of
any violation of its policies, and that was said to be inadvertent. The
vagueness of some policies and the variety of others suggest consider-
able disagreement in the industry as to the nature and extent of obli-
gations in this area. .

The results of the survey indicate that considerably more attention
to the subject of insider trading is called for on the part of the mutual
fund industry and the Commission. The situation calls both for clari-
fication and implementation of higher standards for the industry.

The Special Study concludes and recommends:

1. Each registered investment company should be required to
adopt a written policy covering insider trading, and provisions
for its implementation, which are satisfactory to the Commission,
and should be required to report any violations of policy to the
Commission. The minimum standards for such a policy which
would be acceptable to the Commission should include: (a) cov-
erage of all officers, directors, substantial stockholders, and ad-
visory employees of the investment company, its investment
adviser, and principal underwriter, but with appropriate recog-
nition of problems of independent, unaffiliated directors; (b) pro-
hibition of purchases or sales of securities, directly or indirectly
by any person covered by the policy, within 30 days prior to or
following the date of a portfolio transaction in the same security
issue, subject to reasonable exceptions, as in the case of hardship
or with respect to such types of securities as the Commission might
exempt from application of such policy; (¢) a requirement that
persons covered by the policy report to the investment company
on transactions in issues in its portfolio, such reports not to be
made public but to be available for Commission inspection, and
(d) appropriate provision for sanctions in the event of violations
of the policy.



TABLES

TasLE XI-1.-—Percent of gross income derived from sales of mutual funds by
broker-dealer firms classified by type and size (fiscal year ending on or before
Mar. 31, 1962)

[Percent of total number of firms in each group]

Mutualfund firms1 Other firms
Percent of grossincome All
from mutual fund sales firms
All Large { Me~ | Small Al Large | Me- | Small
dium dium
Total. oo ceeeeeeene 100.0 | 100.0} 100.0| 100.0 | 100.0 ] 100.0{ 100.0 | 100.0 100.0
Qeccemmccccccnnc e c e 9.1 P (I SRR I 14.7 3.8 21.8 12.7
0.1t020.0 oo 42.9 | |eccamcccfemmmccca] e aaaae 69.1 96.2 70.9 b54.5
20.1t040.0 s 8- 7 PRSI SNSRI AU SO 12.5 focaenas 5.5 25.5
40120600 oo 6.4 10.8 |cccoaaon 31.6 6.1 2 B P, 1.8 7.3
60.1t080.0. o .. 5.0 133 |occcamafoncceen b2 283 ) RN FUUIPIY NP FOU
80.1t0100.0. oo .. 28.8 76.9 { 100.0 68.4 4 0 10 S S AU S,
Average percent_.___. 36.8 87.0 95.7 7.9 88.5 9.7 4.2 5.7 14 4

t A mutual fund firm is defined as a firm which derived more than half of the gross income which it re-
ceived from securities transactions from the sale of mutual fund shares.

NorE.—Firms have been classified as ‘‘large,” “‘medium,” or ‘‘small” according to the size of their gross
income. Data are estimates based on a sample of broker-dealers, primarily NASD members, employing
3 or more registered representatives, This table is based on reports of 83 mutual fund firms and 136 other
firms. See ch. II, app. A, for the method of selection of the sample and the method of estimating the per-
centages for all firms.

TaABLE XI-2.—Percent distribution of annual incomes of salesmen of mutual fund
firms* classified by size

[Percent of total salesmen in each group]

Annualincome All Large Medium Small

Total. oo amee 100.0 100.0 100.0 100.0
$1,000 OF JeSS e o a e mmceecemcemcee e 67.3 64.2 73.4 76.9
$1,001 to $5,000. . 22.0 22.9 19.4 19.9
$5,001 to $10,000. 7.8 9.4 4.6 3.0
$10,001 to $15,000 2.0 2.5 1.6 .2
$15,001 to $25,000_ i .8 .8
Over $25,000 . o oo oo m e eeeee .2 2 .2

! Amutualfund firm isdefined asa firm which derived more than half of the gross income which it received
from securities transactions from the sale of mutual fund shares.

NoTE.~Firms have been classified as ‘‘large,” “medium,” or ‘‘small’’ according to the size of thelr gross
income. Data are estimates based on a sample of broker-dealers, primarily NASD members, employing
3 or more registered representatives. This table is based on reports of 82 mutual fund firms. See ch. II,
app. A, for the method of selection of the sample and the method of estimating the percentages. The figures
may include the incomes of salesmen who worked for only part of the year, and do not distinguish between
the incomes of full- and part-time salesmen.
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TasLE XI-8.—Percent distribution of annual incomes of salesmen of general
securities firms* classified by size

REPORT OF SPECIAL STUDY OF SECURITIES MARKETS

[Percent of total salesmen in each group]

Annual income All Large Medium Small

Total. v e e e m———— 100.0 100.0 100.0 100.0

1,000 OF 1855 - n e e oo e e 13.1 1.7 17.2 45.0
w# 001 to $5,000. T 20.2 18.6 20.1 2. 4
$5,001 to $10,000. _ o meeeeeeeae 25.3 28.0 25.7 16.2
$10,001 to $15,000. - . . . 16.9 18.9 17.3 7.2
$15,001 t0 $25,000_ . oo 15.0 19.3 12.9 4.0
Over $25,000. . e 9.5 13.5 6.8 1.2

! A general securities firm is defined as a irm which derived one-half or less of the gross income which it
received from securities transactions from the sale of mutual fund shares.

Nore.~—Firms have been classified as “large,” “medium,’” or “small” according to the size of their gross
income. Data are estimates based on a sample of broker-dealers, primarily NASD members, employing 3
or more registered representatives. This table is based on reports of 134 general securities firms. See ch.
I1, app. A, for the method of selection of the sample and the method of estimating the percentages. The
figures may include the incomes of salesmen who worked for only part of the year, and do not distinguish
between the incomes of full- and part-time salesmen.

TasLe XI-4.—Status each month to August 1962 of 1,437 sampled contractual
plan accounts opened in February 1959 *

[Percent of a1l 1,437 accounts}

Month Making a Active Reacti- |Completed| Lapsed | Redeemed
payment | throughout| vated
1959
11 February . ooeeeo .. 100.0 99.9 |ocee-. 0.1
2| March.ooceen_. ~———— 71.0 99.0 (eee.- a———— 0.2 |uemceeaen 8
3 AP 70.3 08,6 [aeecmecaees 3 P 1.0
4 | May._.... —— ————— 72.5 98.4 ... ————— K 3 IR 1.2
51 JUNe. e 72.7 08.0 {.ecen K3 TR 1.5
6] JUY et —————— 70.0 97.7 foeee ———— K1 I, 1.7
71 August. oo . 68.1 07.5 §oo e - 2 P 1.9
8 | September. _.o________ 68.5 97.0 ... ——————— Ik 38 T 2.2
8 { Octaber..._.._. ——a———— 66.0 96.6 (... oo K 3 2.8
10 | November. .. __._______ 65.2 96.2 oo 1.3 | .. 2.7
11 | December___... ———— 64.6 96.0 | o _.__ 1.2 | 2.8
1960
12 | January..__.... ————— 64 .4 957 | 1.2 | e 3.1
13 | February. _cceee oo 65.1 89.4 |_.... = 1.3 6.0 3.3
| March...._..._ ——————— 64.6 87.8 0.2 1.6 6.9 3.5
16 | Apriloc e ——————e 59.2 856.2 3 1.7 8.1 3.7
16 | May.weeoonne ———ma— 60.2 84.8 4 1.7 8.9 4.2
17l June.acoaooee ~————— 58.7 83.5 .6 1.7 9.7 4.5
1oy ———— 57.0 82.0 6 1.7 10.9 48
19 | Augustooo.oo._ —————— 57.1 80.7 8 1.8 11.7 5.0
20 | September...o. .. _. 56.0 79.1 .9 2.0 12.7 5.3
21 | October........ ————— 657.7 77.8 1.1 2.1 13.3 5.7
22 | November. .. _._.____ 56.2 76.7 14 2.1 13.8 6.0
23 | December....oeo_____. 52.7 75.1 14 2.2 15.1 6.2
1561
24 { January___.____ ~——— 55.8 73.8 1.6 2.5 15.7 6.4
25 | February.._...._..__. 63.7 72.0 1.9 2.6 16.3 7.2
26 | March......... ———— 54 .8 70.7 2.2 2.6 16.6 7.9
27 | Apriloooe____ ——m—— 52.0 69.7 2.4 2.7 16.9 8.3
28 | MaY. oo ———m—— 53.0 68.3 2.6 2.8 17.7 8.6
20 | June. . .. _eee. cmm——— 51.6 67.5 2.7 3.1 18.0 8.7
30 | Julye ool ——— 49 .4 66 .4 2.8 3.1 18.2 9.5
31 | August_____.... c———— 50.4 65.6 3.1 3.3 17.7 10.3
32 | September....__ —————— 47.9 64.9 3.5 3.3 17.6 10.7
33 | Octoher__...___ cm———— 49.3 63.4 3.6 3.6 18.1 11.3
34 | November..._. ————— 47.1 61.6 3.7 3.8 18.8 12.1
35 | December..e oo ... 45.2 60.6 3.8 3.9 19.1 12.6
1962
36 | January...._...._____. 48.6 59 .4 4.1 4.0 19.7 12.8
37 | February.......______ 43.2 68.3 3.9 4.1 20.5 13.2
38 | March.._______ ~————— 44 .3 57 .6 3.8 4.2 20.9 13.5
39 | April ... ce—m—— 41.9 57.0 3.8 4.3 21.3 13.6
40 | My cuucee o ~————— 43.8 56 .4 3.9 4.4 21.3 14.0
41 | June ... ——— 42.5 55.4 3.8 4.7 21.8 14.3
42 | July.one e ———— 40.7 54.9 4.1 4.7 21.9 14 .4
43 | AuUgUStaneeonn- ——— 39.8 54.2 4.2 4.7 22.1 14.8

! Excludes 14 accounts completing payments in Februar 1959. Bes ch. X1, sec. 7.8.(1) for description
of status classifications, v ' & P
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TaBLE XI-b.—Status on Aug. 81, 1362, of 1,437 sampled contractual plan accounts
opened in February 19597

[Percent of all accounts in each group]

All Insured Uninsured

All aCCOUnYS _ L i ccc—eee 100.0 100. 0 100.0
Completed - o oo e ee 4.7 1.8 5.6
By planholders. . .. oo oo e 4.6 1.2 5.6

By INSUranCe. . oo oo ccmmmceeee e .1 N PR
Tnactive . oo e ———————— 36.9 25.4 40.3
Redeemed . o 14.8 13.3 15.2
Sales charge returned.. .. .« e_ 1.3 1.2 1.3
Sales charge not returned .. ___._________ 13.5 12.1 13.9

Lapsed 2. oo e —— e —— 22.1 12.1 25.1
Never reactivated . ____ ... 20.5 10.9 23.4
Reactivated and relapsed .- ..o .. 1.6 1.2 1.7

(Excluding subsequent redemptions by)...-.—.___ 3.2) 2.1) (3.5)
ACtiVe. e ccme————cc———— 58.4 72.8 54.1
Reactivated . - .o oo 4.2 3.0 4.6
Active throughout . 54.2 69.8 49.5
Total number of accounts [, 1,437 331 1,106
Percent of all 1,437 accounts. ememmm—mmeicm—— e 100.0 23.0 77.0

1 Excludes 14 uninsured accounts completing payments in February 1959. See ch. XTI, sec. 7.g.(1) for

description of status classification.
2 Excludes 6 accounts lapsed and later completed.
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TApLE XI-6.—Number of months in which payments were made by 1,437 sampled
contractual plan accounts opened in February 1959 (as of Aug. 31, 1962)*

{Percent of all accounts in each group]

Cumulative
Number of .
months All Insured | Uninsured
Number of All Insured | Uninsured
months

6.2 3.9 6.9 | 1o 6.2 3.9 6.9
3.0 1.2 3.5} 2o0rless..__... 9.2 5.1 10.4
3.0 2.4 3.2 | 3orless.__.... 12.2 7.5 13.6
3.2 3.7 3.0/ 4orless...____ 15.4 11.2 16.6
2.4 1.8 2.6 6orless. ... 17.8 13.0 19.2
1.9 .9 2.2 6orless._..... 19.7 13.9 21. 4
1.6 .3 2.0 | 7orless_.....- 21.3 14.2 23.4
2.8 1.8 3.2 | 8orless_._._.. 24.1 16.0 26.6
1.4 .6 1.6 | 9orless.....__ 25.5 16.6 28.2
2.1 .9 2.41100rless_..... 27.6 17.5 30.6
1.8 .9 2.1 | Norless._.... 29.4 18.4 32.7
1.3 1.2 1.4 120rless.__... 30.7 19.6 34.1
1.5 1.8 1.4 | 13 orless.._._. 32.2 21.4 35.6
1.5 .9 1.6 | Horless.__... 33.7 22.3 37.1
1.2 1.2 1.2 [ 150rless....-- 34.9 23.5 38.3
7 .4 7] 16orless.. ... 55.6 23.9 390.0
1.1 .6 1.3 17o0rless..__.. 36.7 24.5 40.3
1.5 .9 1.7 (18 orless.._.-- 38.2 25.4 42.0
1.3 1.2 1.3 | 19 orless...... 39.6 26.6 43.3
1.3 1.2 1.4 | 20 0rless.. 40.8 27.8 44.7
1.3 .9 1.4 | 21 or less. 42.1 28.7 46.1
1.6 .6 2.0} 220rless...... 43.7 29.3 48.1
1.3 .8 1.4 | 23 orless.__._. 45.0 20.9 49.5
1.0 15 .81 240rless.____. 46.0 31.4 50.3
1.5 .9 1.7 {250rless. ... 47.5 32.3 52.0
2.3 .9 2.7 | 260rless ... 49.8 33.2 54.7
1.7 .9 2.0 ] 27orless. .- 51.5 34.1 56.7
1.0 .6 1.11{ 28orless...... 52.5 34.7 57.8
1.2 .9 1.3 [ 29orless...___ 53.7 35.6 59.1
2.3 1.2 2.6 | 30orless...... §6. 0 36.8 61.7
19 1.6 2.0 3lorless.._... 57.9 38.4 63.7
2.1 2.7 1.9 | 320rless. ... 60.0 41.1 65.6
1.6 2.4 1.4 330rless...... 61.6 43.5 67.0
1.9 2.7 1.6 | 34orless.._.._ 63.5 46. 2 68. 6
1.6 2.7 1.4 | 350rless._.... 65.1 48.9 70.0
2.3 3.3 1.9 | 36orless....__ 67.4 52.2 71.9
2.1 3.3 1.7 | 37o0rless...._. 69.5 55.5 73.6
2.7 4.6 2.1 380rless...... 72.2 60.1 75.7
2.8 5.2 2.2 | 390rless. ... 75.0 65.3 77.9
3.2 6.3 2.2 | 40orless...... 78.2 71.6 80.1
4.7 4.2 49| 4lorless._.... 82.9 75.8 85.0
6.2 7.9 5.8 | 42o0rless...... 89.1 83.7 90. 8
10.9 16.3 9.2 { 430rless.....- 100.0 100.0 100.0

1 Excludes 14 uninsured accounts completing payments in February 1959,
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TaBLE XI-7.—Status on Aug. 31, 1962, of 1,437 sampled contractual plan accounts
opened in February 1959 by number of installments paid in February 1959 *

[Percent of all accounts in each group}

Number of installments paid in February 1959

1 2 3tob 6to 10 11 to 19 | Over 19

Allaccounts. oo 100.0 100.0 100.0 100.0 100.0 100.0
Completed ..o 1.7 1.8 5.7 9.9 5.9 21.0

By planholders. oo ..o 1.2 1.8 5.7 9.9 5.9 19.7

By insurance. oo . .. I T (PONPIIP VRSP SNSRI P 1.3
Inactive. oo oo 38.3 40.3 36.8 27.3 32.8 31.6
Redeemed e ooe oo 17.8 18.3 13.4 5.8 12.3 4.0

Sales charge returned..___.___ 2.7 1.2 1.6 e .5 1.3

Sales charge not returned._____ 15.1 17.1 11.9 5.8 11.8 2.7

Lapsed & oo 20.5 22.0 23.4 21.5 20.5 27.6

Never reactivated ... __.____.._ 20.0 20.5 22.2 18.2 19.4 22.3
Reactivated and relapsed..._- .5 1.5 1.2 3.3 1.1 5.3

(Excluding subsequent re-

demptions by) ..o __.____ 3.2) 4.9 (620 )] P 2.2 (1.3)

ACHYVE e e 60.0 57.9 57.8 62.8 61.3 47. 4
Reactivated . . oo 3.8 3.6 3.5 4.9 7.0 5.3

Active throughout_.._ ... _____ 56.2 54.3 54.0 57.9 54.3 42,1

Total number of accounts. ..oooceoono_ 185 608 261 121 186 76
Percent of all 1,437 accounts______.._______ 12.9 42.3 18.2 8.4 12.9 5.3

1 Excludes 14 accounts completing payments in February 1959, See ch, XI, sec. 7.g.(1) for description
of status classifications.
2 Excludes 6 accounts lapsed and later completed.

TaBLE XI—8.-—Average number of installments per payment made by 1,437
contractual plan accounts opened in February 19591

. Average number of
installments per payment
Payment period

All Active
accounts accounts
February 1959 to August 1962 (total payments) ... .___ 1.7 1.4
February 1959 (initial payment) .. e 5.9 5.4
March 1959 to August 1962 (subsequent payments) e oo 1.5 1.3

! Excludes 14 accounts completing payments in February 1959.
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TARLE XI-9.—Number of installments and average sales charge paid by 1,437
sampled contractual plan accounts opened in February 19593 (by status as of

Aug. 81, 1962)*

[Percent of all 1,437 accounts)

Inactive Active Effective sales
Number of Com- All charge as
installments | Dpleted accounts?  percent of
paid Lapsed Reacti- | Active amount
vated | through- paid 3
out

) DRI PRI, .6 .6 1.2 1.2 | 50.0
2 0r1esS.cccmcma)onmamcaaas 2.0 2.2 4.2 4.2 1 50.0
3o0rlesSeacaccan]mmnamaans 2.4 3.5 5.9 5.9 1 50.0
40r1esS. oo fommaoo o 2.8 4.4 7.2 7.3 | 50.0
Fi0 o L A S 3.3 6.1 9.4 9.6 { 50.0
6 or less... 3.5 6.5 10.0 10.2 | 50.0
7 or less._. 4.2 7.2 11.4 11.7 | 50.0
8 orless... 4.5 7.8 12.3 12.€¢ | 50.0
9orlesS..ooa-—- 4.8 8.5 13.3 . 13.6 | 50.0
10 0r 1688 oo o feccaene 5.1 9.2 14.3 . ——_——— 14.6 | 50.0
1torless. oo foomeoaouon 5.3 10.1 15.4 I 2 R 15.7 | 50.0
12 0r 1SS e o e 58 11.0 16.8 .4 .1 17.3 | 50.0
130orless.. o foecoceuooo 5.9 11,6 17.5 .5 .1 18.1 | 60.0
14orless oo famoaooaa o 6.5 12. 4 18.9 7 .1 19.7 | 46.7 or more.
15 or less.. 6.8 12.9 19.7 7 .1 20.5 | 43.9 or more.
16 or less 7.1 13.3 20.4 .9 .1 21.4 | 41.4 or more.
17 or less 7.2 13.7 20.9 1.0 .1 22.0 | 39.2 or more.
18 or less_. 7.6 14.0 21.6 1.1 .3 23.0 | 37.2 or more,
19o0rless oo fommucnane 7.9 14.3 22,2 1.3 .4 23.9 | 35.5 or more,
200r1ess. ovofencmaccaaos 8.3 14.6 22.9 1.5 .5 24.9 | 33.9 or more.
21 0rless. oo jocccaaooos 8.4 15.3 23.7 1.6 .7 26.0 | 32.5 or more.
22 or less... 8.6 15.6 24.2 1.8 .8 26.8 | 31.2 or more.
23 or less__ 9.0 15,8 24,8 1.9 .8 27.5 | 30.0 or more,
24 or less-. 9.2 16.3 25. 5 2.2 1.0 28.7 | 28.9 or more.
25 or less.. 9.4 16.5 25.9 2.3 1.0 29.2 { 27.9 or more.
26 or less_. 9.6 17.0 26.6 2.4 1.1 30.1 | 27.0 or more.
27 orless ...... 9.9 17.2 27.1 2.4 1.4 30.9 | 26.1 or more.
28 Or Jess...._.- 10.2 17.4 27.6 2.4 1.8 31.8 | 25.4 or more.
29 or less.. 10. 4 17.7 28.1 2.4 2.2 32.7 | 24.6 or more
30 orless....... 10.9 18.0 28.9 2.5 2.4 33.8 | 23.9 or more.
3lorless. . o jocmmmao. 11.4 18.2 29.6 2.6 3.0 35.2 | 23.3 or more.
320rless.. .coo|ocanamao- 11.6 18.4 30.0 2.7 3.4 36.1 | 22.7 or more.
33orless...... [, 12.1 18.5 30.6 2.7 3.8 37.1 | 22.1 or more.
34 0r1esS. oo efoccaceecan 12.2 18.8 31.0 2.8 4.3 38.1 | 21.6 cr more,
350rless.. ... e 12.5 19.2 31.7 2.9 4.8 39.4 | 21.1 or more.
36 Or lesS.conaa- 12.7 19.2 31.9 3.0 5.5 40.4 { 20.6 or more.
37orless_.._.__ 12.8 19.5 32.3 3.0 6.2 41.5 | 20.2 or more.
38orless..—____ 12.8 19.6 32.4 3.1 6.7 42.2 | 19.7 or more,
39 or less.. 12.9 19.6 32.5 3.1 7.6 43.2 | 19.3 or more,
40 or less.. 13.0 19.8 32.8 3.2 8.8 44.8 | 19.0 or more.
41 or less._. 13.0 19.8 32.8 3.3 10.4 46.5 | 18.6 or more.
42 0rless....._. 13.3 19.9 33.2 3.4 12,9 49.5 | 18.2 or more.
43 o0rless . ... 13.6 20.0 33.6 3.4 18,7 55.7 { 17.9 or more.
44 orless...__.. 13.6 20.1 33.7 3.4 26.9 64.0 | 17.6 or more.
45 or less_.....- 13.6 20.2 33.8 3.5 29.9 67.2 | 17.3 or more.
46 or less..._..- 13.8 20.2 34.0 3.5 3l. 4 68.9 | 17.0 or more.
47 or lesS ... 13.8 20.2 34.0 3.5 33.7 71.2 | 16.7 or more.
48 or less......_ 13.9 20.2 34.1 3.6 35.8 73.5 | 16.4 or more,
49 or less_.....- 14.0 20.3 34.3 3.6 36.8 74.7 | 16.2 or more.
50 or less....... 14.0 20.6 34.6 3.6 37.6 75.8 | 16.0 or more,
5lorless....... 14.0 20.6 34.6 3.6 38.6 76.8 | 15.7 or more.
52o0rless......_ 14,1 20.7 34.8 3.7 39.3 77.8 | 15.5 or more.
53orless...._.. 14.3 20.8 35.1 3.7 40.4 79.2 | 15.3 or more.
54orless....... 14.3 20.8 35.1 3.7 41.5 80.3 | 15.1 or more.
550rless._.._.. 14.3 20.9 35.2 3.7 43.0 81.9 | 14.9 or more.
56 or less_.__.._ 14.3 21.0 35.3 3.8 44.4 83.5 { 14.7 or more.
S570rless....._. 14.3 21.0 35.3 3.9 45.0 84.2 | 14.5 or more.
58 orless__.__._ 14.3 21.0 35.3 3.9 45.3 84.5 | 14.3 or more,
59 orless.____._ 14.3 21.0 35.3 3.9 45.6 84.8 | 14.1 or more.
60orless....... 14.3 21.4 35.7 3.9 46.0 85.6 | 14.0 or more.
61 or less 14.3 21.4 35.7 3.9 46.3 85.9 | 13.8 or more.
62 or less 14.3 21.5 35.8 3.8 47.2 86.9 { 13.6 or more.
63 or less 14.3 21.5 35.8 3.9 47.5 87.2 | 13.5 or more.
64 or less 14.3 21.5 35.8 4.0 47.7 87.5 | 13.3 or more,
650rless. .....{ o ___ 14.3 21.5 35.8 4.0 47.7 87.5 | 13.2 or more.
66orless .. __|occeoeoo__ 14.3 21.5 35.8 4.0 47.8 87.6 | 13.1 or more.
670rless. . _|ceeoaoooo 14.3 21.5 35.8 4.0 48,2 88.0 | 12.9 or more.
68 Or 1esS. oo |eceeaoan 14.3 21.6 35.9 4.0 48.5 88.4 | 12.8 or more.
69orless ... | _oo_.__ 21.6 35.9 4.0 48.6 88.5 | 12.7 or more.
700rless. .o _joooeoeoo- 21.6 36.0 4.0 48.7 88.7 { 12.5 or more.

See footnotes at end of table, p. 262.
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TaBLe XI-9.—Number of installments and average sales charge paid by 1,437
sampled contractual plan accounts opened in February 1959 (by status as of
Aug. 31, 1962) *—Continued

[Percent of all 1,437 accounts]

Inactive Active Eflective sales
Number of Com- All charge as
installments | pleted accounts ?j percent of
paid Re- Lapsed | Total? | Reacti- | Active amount
deemed 2 vated |through- paid 3
out
7lorless. oo _faeccmoaaas 14.4 21.6 36.0 4.0 48.9 88.9 | 12.4 or more.
T720r1eSSeue oo - 14.4 21.6 36.0 4.0 49.1 89.1 | 12.3 or more.
73 orless._. - 14.4 21.6 36.0 4.0 49.1 89.1 | 12.2 or more.
74 orless... 14.5 21.6 36.1 4.0 49.3 89.4 | 12.1 or more.
76 orless___ 14.5 21.6 36.1 4.0 49.5 89.6 | 12.0 or more.
76 or less... 14.5 21.6 36.1 4.0 49.7 89.8 | 11.9 or more.
77 orless.__ 14.5 21.6 36.1 4.0 50.0 90.1 | 11.8 or more.
78 or less... 14.5 21,6 36.1 4.0 50.3 90.4 | 11.7 or more.
79 or less.... 14.5 21.6 36.1 4.0 50.6 90.6 | 11.6 or more.
80 or less.__ 14.5 21.7 36.2 4.1 50.6 90.9 | 11.5 or more.
81 or less 14.5 21.7 36.2 4.1 50.7 91.0 { 11.4 or more.
82 or less 14.5 21.7 36.2 4.1 51.0 91.3 | 11.3 or more.
83 orless.._ 14.5 21.7 36.2 4.1 51.1 91.4 | 11.2 or more.
84 or less.__ 14.5 21.7 36.2 4.2 51.4 91.8 | 11.1 or more.
85 orless._.. 14.5 21.7 36.2 4.2 51.6 92.0 | 11.0 or more.
86 or less_.. 14.5 21.7 36.2 4.2 51.7 92.1 | 11.0 or more.
87 or less._.. 14.5 21.7 36.2 4.2 51.9 92.3 | 10.9 or more.
88 or less... R 14.5 21.7 36.2 4.2 52.0 92.4 | 10.8 or more.
89 or less... 14.5 21.7 36.2 4.2 52.1 92.5 | 10.7 or more.
90 or less.... 14.5 21.7 36.2 4.2 52.2 92.6 | 10.6 or more.
91 orless......- - —— 14.5 21.7 36. 2 4.2 52.3 92.7 | 10.6 or more.
920rless. . ococfecemomoanae 14.5 21.7 36.2 4.2 52.3 92.7 | 10.5 or more.
93 orless.._._- [ 14.5 21.7 36.2 4.2 52.4 92.8 | 10.4 or more.
94 orless.._... e 14.6 21.7 36.3 4.2 52.5 93.0 | 10.4 or more.
950rless_ ... I, 14.7 21.7 36. 4 4.2 52.6 93.2 | 10.3 or more.
96 0rless. - ococ|occcccanan 14.7 21.7 36.4 4.2 52.7 93.3 | 10.2 or more,
970r1ess. . omoo|oooiooooae 14.7 21.7 36.4 4.2 52.7 93.3 | 10.2 or more.
98orless . onooo| ooaoo- 14.7 21.7 36.4 4.2 52.8 93.4 | 10.1 or more.
99 0r1e8S v cmc|ococe e 14.7 21.7 36.4 4.2 52.8 93.4 | 10.0 or more.
100orless._.... 2.2 14.7 21.9 36.6 4.2 53.0 96.0 | 10.0 or more.
101 orless...._. 2.2 14.7 21.9 36.6 4.2 53.1 96.1 | 9.9 or more.
102 or less._.... 2.2 14.7 22.0 36.7 4.2 53.2 96.3 | 9.9 or more,
103 or less_ ... 2.2 14.7 22.0 36.7 4.2 53.2 96.3 | 9.8 or more.
104 orless...... 2.2 14.7 22.0 36.7 4.2 53.2 96.3 | 9.8 or more.
106 or less..... 2.2 14.7 22.0 36.7 4.2 53.2 96.3 | 9.7 or more.
106 orless_.._._ 2.2 14.7 22.0 36.7 4.2 53.2 96.3 { 9.6 or more.
107 orless...... 2.2 14.7 22.0 36.7 4.2 63 .2 96.3 | 9.6 or more.
108 or less- ... 2.2 14.7 22.1 36.8 4.2 53.2 96.4 | 9.5 or more.
109 or less.-.—-... 2.2 14.7 22.1 36.8 4.2 53.3 96.5 | 9.5 or more.
110 or less. - 2.2 14.7 22.1 36.8 4.2 53.3 96.5 | 9.4 or more,
111 orless...... 2.2 14.7 22.1 36.8 4.2 53.3 96.5 | 9.4 or more.
112 or les8..._.. 2.2 14.7 22.1 36.8 4.2 53.3 96.5 | 9.3 or more.
113 or less...... 2.2 14.7 22.1 36.8 4.2 53.4 96.6 { 9.3 or more.
114 or lesS..._.. 2.2 14.7 22.1 36.8 4.2 53.5 96.7 | 9.2 or more.
1150rless. ... 2.2 14.7 22.1 36.8 4.2 53.5 96.7 | 9 2 or more.
116 or less...... 2.3 14.7 22.1 36.8 4.2 53.5 96.8 | 9.2 or more.
117 orless.____. 2.3 14.7 22.1 36.8 4.2 53.6 96.9 | 9.1 or more.
118 orless____._ 2.3 14.7 22.1 36.8 4.2 53.6 96.9 | 9.1 or more.
119 orless...... 2.3 14.7 22.1 36.8 4.2 53.7 97.0 | 9.0 or more.
120 orless...... 3.6 14.7 22.1 36.8 4.2 53.9 98.5 | 9.0 or more.
140 or less....... 3.6 14.8 22.1 36.9 4.2 63.9 98.6 | 8.5 or more.
141 orlesS...... 3.6 14.8 22.1 36.9 4.2 54.0 98.7 | 8.5 or more.
143 orless_._._. 3.6 14.8 22.1 36.9 4.2 54.1 98.8 | 8.5 or more.
150 orless_.._.. 4.6 14.8 22.1 36.9 4.2 54.1 99.8 | 8.5 or more.
170 orless____._ 4.6 14.8 22.1 36.9 4.2 54.2 99.9 | 8.5 or more.
200 or less.—._.. 4.7 14.8 22.1 36.9 4.2 54.2 100.0 | 8.5 or more.

1 Excludes 14 acecounts completing payments in February 1959. See ch. XI, sec. 7.g.(1) for description
of status classifications.

% Includes 1.3 percent of accounts redeemed with sales charge returned.

3 Calculated on the basis of 50-percent sales charge on the first 13 installments and 4-percent sales charge
on subsequent installments. While this approximates the predominant practice, it should be noted that

the various sampled plans require from 100 to as many as 200 installments to complete payment and achieve
the 8.5-percent load level.
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TasrLe XI-10.—Status on Aug. 31, 1962 of 1,437 sampled contractual plan accounts
opened in February 1959 by denomination of monthly payments unit*

[Percent of all accounts in each group]

Denomination of monthly payments unit

$10 $15 to $20 $25 $30 to $40 $50 Over $50

Allaccounts. oo 100.0 100.0 100.0 100.0 100.0 100.0
Completed.. oo oo 3.6 2.0 7.5 3.8 5.5 4.5

By planholders._ ... o______ 3.6 2.0 7.5 3.8 5.5 3.2
Byinsurance._ .. . ___._.. . RN [EUIRIRE SN 1.3
Inactive. oo 42.0 35.0 39.6 39.9 34.9 26.9
Redeemed ..o oo 16.4 16.1 11.4 22.8 14.5 9.6

Sales charge returned .. ___.__. 1.2 .8 .9 2.5 1.4 1.3

Sales charge not returned..___ 15.2 15.3 10.5 20.3 13.1 8.3

Lapsed 2. oo 25.6 18.9 28.1 17.1 20.4 17.3

Never reactivated...___.__ 24.8 18.9 24.5 17.1 19.0 14.1
Reactivated and relapsed.____. I 30 I, 8.6 |occaeee 1.4 3.2

(Excluding subsequent re-

demptions bBy)aceeaaacaoaooo 3.2 2.4 3.0 (7.0 (2.8) (1.9)

ACHVe . e 54.4 63.0 53.0 56.3 59.6 68. 6
Reactivated. o oo oocaaaoooao 2.4 2.8 5.7 2.5 5.1 6.4

Active throughout. ..o ooo... 52.0 60.2 47.3 53.8 54.5 62.2

Total number of accounts ... ..___ 250 249 334 158 290 156
Percent of all 1,437 accounts.......________ 17.4 17.3 23.2 11.0 20.2 10.9

1 Excludes 14 accounts completing payments in February 1959. See ch. X1, sec. 7.g.(1) for description of
status classifications.
3 Excludes 6 accounts lapsed and later completed.

TasLE XI-11.—Redemption end lapse records of 1,437 sampled contractual plan
accounts sold with or without 30-day refund privilege (as of Aug. 31, 1962)*

[Percent of all accounts in each group]

Redeemed Redeemed Neither
Plans sold All accounts with without Lapsed redeemed
refund refund nor lapsed
Total —— 100.0 1.3 13.5 22.1 63.1
‘With refund privilege___________ 100.0 1.5 12.8 23.8 61.9
Without refund privilege....__. 100.0 .b 15. 4 17.5 66. 6

1 Excludes 14 accounts completing payments in February 1959, See ch. X1I, see. 7.g(1) for description of
status classifications and sec. 6.a(3) for description of 30-day refund privilege.
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Tapre XI-12.—Open-end investment companies which received questionnaire
IC-1 and their net assets

Net assets at
market value,
Dec. 831, 1961

*Aberdeen Fund, Inc——______
Affiliated Fund, Inc_ ...
*Allen, Leon B., Fund, Inc_._
*American Mutual Furd, Inc_
*Apache Fund, Inc____..___
¢ Atomies, Physics & Science
Fund, Inc -
Axe Houghten Fund B, Inc._
Axe Science & Electronics
Corp-- -
*Capital Life Insurance
Shares and Growth Stock

*The Chase Fund of Boston..
Chemical Fund, Inc_.___._.__
Diversified Growth Stock

Financial Industrial Fund,
Inc__ -
*Florida Growth Fund, Inc__
*Fundamental Investors, Inc.
*Guardian Mutual Fund Inc.
*Hamilton Funds, Inc.._____
*The Income Fund of Boston,
Inc
*Tnstitutional Shares, Ltd.. -
Insurance Securities Trust
Fund____
Investors Mutual, Inc._____
*Investors Stock Fund, Inc...
Keystone Custodian Funds,
Series K-2 Growth Fund_..
Keystone Custodian Funds,
Series S-4 Low-Priced
Common Stock Fund_____
The Lazard Fund, Inc______
*Loomis-Sayles Mutual Fund,

*Massachusetts Investors
Growth Stock Fund, Inc-.

23.9
815.2
1.
17

o HD

ot
-l O RIND

5 2

66.9
44.1
313.7

149. 4
310.7

261. 9
782.5

17. 4
272.1

L S X~

2

84
1, 915.
1,025.0

[

104.4
178.4
126.9
105. 6
575.1

[In millions of dollars]

Net assets at
market value,
Dec. 81, 1961

Massachusetts Investors
*Morton, B. C., Fund, Inc.

(growth series) .. _______
Morton, B. C., Fund, Inc.

(insurance series) —a—._.__
*Mutual Shares Corp.o.._—_.
*Mutual Trust— . ______
National Investors Corp..._-

National Securities Series
(growth) . _ . _________
National Securities Series
(stoek) e
*Nucleonics, Chemistry &

Electronics Shares, Inc___
*The One William Street

*Pioneer Fund, Ince—______..
The George Putnam Fund of

The Putnam Growth Fund._.
Scudder Fund of Canada,

Scudder, Stevens & Clark
Common Stock Fund, Inc__
*Television-Electronics Fund,

*United Funds, Inc. (accumu-
lative) o
United Funds, Inc. (science)
The Value Line Fund, Inc..__
*The Value Line Special Sit-
uations Fund, Inc________
*Wellington Equity Fund____
Wellington Fund, Inc______
*Winfield Growth Industries
Fund,Inc . . __

=
-
©
©
w0

311.
51.

295,
240.

57.
52.
455.
601.

211,
10.

SO Nk W ok A O T e O QW 0

20.

[0 2]
ot
=]

1, 419.
7.7

14, 896. 2

* 28 companies so marked were selected to give more detailed information on insider

transactions.
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APPENDIX XI-A
SURVEY oF MUTUAL F'UND INVESTORS

(Prepared by the Securities Research Unit, Wharton School of Finance and
Commerce, University of Pennsylvania)

UNIVERSITY OF PENNSYLVANIA,
WHARTON SCHOOL OF FINANCE AND COMMERCE,
SECURITIES RESEARCH UNIT,
Philadelphia, April 29, 1968.
Mr. MiLToN COHEN,
Director, Special Study of Securities Markets,
Securities and Exchange Commission, Washington, D.C.

Dear MRr. CoHEN: We are transmitting herewith a Survey of Mutual Fund
Investors made by the Securities Research Unit of the Wharton School of Finance
and Commerce of the University of Pennsylvania at the request of the Securities
and Exchange Commission. The study was conducted under my general direc-
tion by Dr. Andrew F. Brimmer, assistant professor of finance, and Dr, Arthur
Freedman, assistant professor of finance., We should like to express our grati-
tude to Dean Willis J. Winn for his contributions and assistance in the prepara-
tion of the study.

Sincerely,
IrwIN FrIEND, Director.
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I. INTRODUCTION

A. Purpose, sponsorship, and nature of the survey

1. Purpose and sponsorship.—The purpose of this study was to obtain infor-
mation about the general characteristics, expectations, and motivations of mutual
fund investors, representations made by mutual fund sales representatives, and
investors’ use and understanding of the prospectus.

The survey of mutual funds investors was part of the Special Study of Securi-
ties Markets which the Securities and Exchange Commission made at the direc-
tion of Congress. In this broad study of the Nation’s securities industry, numer-
ous institutions, companies, securities, and rules and practices were examined.

The growing importance of mutual funds as an investment medium led the
Commission to desire more general information about the conditions under which
fund shares are sold to the public. At the same time, however, the Commission
made clear that the decision to study mutual funds was not to be interpreted as a
criticism of mutual funds generally or of particular funds, or of the salesmen
or broker-dealers through whom shares were sold.

This study was carried out on behalf of the Special Study of Securities Mar-
kets of the Securities and Exchange Commission by members of the Securities
Research Unit of the Wharton School of Finance and Commerce, University of
Pennsylvania.

2. Nature of the survey——The survey, conducted in October 1962, was based
on a nationwide sample of investors who purchased or redeemed mutual fund
shares in mid-March and mid-June 1962. The basic lists of purchasers included
all those who opened new accounts with 28 mutual funds and 14 contractual plan
sponsors on given days in March and June, and the lists of those who redeemed
shares included all those who liquidated shares, totally or partially, from the
same organizations on the same days. The selection of individual funds and plan
sponsors was designed to provide a representative cross-section of the industry
by type, size, and location of these organizations.

A stratified random sample of 450 purchasers was selected for personal inter-
views. In addition mail questionnares were sent to random samples of 500
investors who purchased and 500 investors who redeemed shares. (Almost half
of the mail questionnaires were returned in usable form.) The investors were
divided into two basic groups—namely, those who acquired or redeemed “regu-
lar” accounts, and those who acquired or redeemed ‘“contractual plans.” Sixty
percent of each sample was drawn from lists of regular accounts, and 40 percent
from contractual plans. The allocation of 40 percent of each sample to con-
tractual plans overstates the relative quantitative importance of these plans in
the mutual funds industry, but the relatively large weight given to contractual
plans was necessary to permit collecting a number of responses large enough to
allow for significant subclassification. The characteristics of the samples are
discussed more fully in appendix I.

The survey was discussed widely in the press immediately before the inter-
viewing began, but to avoid possible damage to the reliability of the findings the
texts of the questionnaires used were not made public. Likewise, the names of
the mutual funds and plan sponsors from whom lists of investors were compiled
were not published.

The questionnaires used were constructed by members of the Securities Re-
search Unit, but numerous discussions of their form and content were held
with staff mmbers of the Special Study of Securities Markets of the Securities
and Exchange Commission. In addition, conferences were held with repre-
sentatives of the Investment Company Institute and other individuals associated
with the mutual funds industry. These conferences resulted in various changes
in the form of the guestionnaires, though other suggested changes were not
adopted. A detailed summary of responses is shown in appendix II, and copies
of the gquestionnaires are included as appendix II1.

National Analysts, Inc.,, a Philadelphia based marketing research and survey
firm, was employed by the Securities Research Unit of the Wharton School to
conduct the personal interviews. The completed questionnaires were processed
and analyzed by the Securities Research Unit.
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B. Characteristics of mutual funds*

1. Mutual fund organization.—A mutual fund is one kind of investment com-
pany. In general, an investment company pools the funds of a large number of
investors and invests them in securities for the benefit of the participants. Each
share in the investment company represents a claim to a proportionate share of
the total assets of the company less any obligations. This is the underlying
asset value or net asset value per share.

Investment companies of the management type take basically two forms:
open end and closed end. “Mutual fund” is the colloquial name for an open-end
investment company.?> The open-end company is so described because the num-
ber of its shares outstanding is open. It stands ready to redeem its shares at
net asset value (sometimes less a small discount). In addition, the open-end
company ordinarily engages in a continuing effort to sell its own shares. The
offering price is based on net asset value plus, in most cases, a sales charge. In
contrast, the closed-end investment company has a given number of nonredeem-
able shares outstanding, which are traded in the market in the same way as
those of other corporations. Accordingly their prices reflect both general move-
ments in security values and the public’s appraisal of the particular company.
‘While the prices of all investment company shares will move with changes in
the values of the underlying securities held by the companies, the prices of
closed-end companies may change in addition because they may move above or
below net asset value.

As indicated above, the money received by the mutual fund from the sale of
its shares is invested in a variety of securities, with particularly heavy con-
centration for most funds in common stocks. Mutual funds thus provide a
medium through which a large number of small investors participate in the
ownership of a diversified list of common stocks and other securities.

The majority of mutual funds (about three-fourths of the total) are chartered
as corporations and the rest under some form of trust. Industry assets are
distributed between the two types in roughly the same proportion. More than
90 percent of mutual funds bhave contracts with one or more organizations out-
side the fund which function as investment advisers, administrative managers,
or both. While all mutual funds organized under the corporate form give share-
holders the opportunity to vote annually for members of the board of directors,
mutual funds are generally subject fo management control based on a wide
distribution of fund ownership, the specialized services offered fund sharehold-
ers, the redemption privilege, and management control of the proxy machinery.
The shares of most mutual funds are distributed through a firm (typically
called a principal underwriter) which may be wholly or partly owned by the
management group controlling the fund.

2. Growth of mutual funds.—Mutual funds were launched in the United
States in 1924 in Massachusetts, but their rise to significance on the national
scene began after 1940. Between 1941 and 1945 their assets tripled. The
sustained expansion of general business over the early postwar years brought
a further tripling of assets, and at the end of 1952 mutual fund assets were
nearly $4 billion.

By 1958, mutual fund assets had grown to $12 billion, or three times the 1952
figure. Of this increase of over $8 billion, two-thirds represented a net inflow
of money from the sale of mutual fund shares (including the reinvestment of
capital gains), and about 31 percent resulted from appreciation in the market
value of securities held in their portfolios. By the end of 1961 mutual funds’
assets had climbed to a record of $24 billion. Slightly more than half the
advance came from new money supplied by shareholders, while the remainder
was accounted for by capital appreciation. The market value of the fundg’
holdings declined somewhat in the early months of 1962, but the sharp decline
in stock market prices in the late spring of 1962 reduced their assets by approxi-
mately 11 percent between April and July. However, the partial recovery of
stock prices and continued sales increased their total assets to about $22 billion
by the end of the year. In the favorable environment prevailing through most
of the last decade, the number of open-end investment companies increased to
over 300 in 1962.

1 This section 1y based substantially on the earlier Wharton study of mutual funds. See
“A Study of Mutual Funds,” prepared for the Securities and Exchange Commission by the
Wharton School of Finance and Commerce, report of the Committee on Interstate and
Foreign Commerce, Washington, U.S. Government Printing Office, 1962.

2 Technically, however, ‘“open-end company” may be a broader category than “mutual
fund.” Some open-end companies comprise several separately registered classes of shares
or mutual funds, so that while fund and company are usually the same, there is a difference
in the case of multifund companies.
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3. Management, portfolio policy, and investment objectives—Under the typi-
cal contract between the fund and its investment adviser, the latter is paid a fee
which averages about one-half percent of the fund’s net assets on an annual
basis. Some contracts specify a reduction in the percentage after total net assets
reach a certain size. In return the adviser engages to provide investment ad-
vice and to supply or pay for a variety of services required by the fund (such as
office space and clerical services, to mention but two).

Mutual funds have a variety of investment objectives. A large number of
companies emphasize growth of capital, while a smaller number emphasize rela-
tively high and steady income to investors. Still other companies pursue a mized
objective involving elements of growth, income, preservation of capital value,
and other considerations. But whatever the investment objective, it must be
specifically stated in the prospectus and can be changed only with the stock-
holders’ approval.

To achieve their stated investment targets, mutual funds follow a number of
different portfolio policies. For example, funds which stress growth or capital
gains typically invest primarily in common stocks. Income funds (which also
invest in common stocks) usually hold a substantial share of their assets in
relatively low-price, high-yield corporate bonds as well as preferred stocks.
U.S. Government and state and local government bonds normally constitute a
small porportion of mutual fund assets. Some mutual funds follow a strategy
in which they shift the proportions of assets classes according to changing mar-
ket conditions. A few funds (known as specialty funds) concentrate on a parti-
ular industry or other narrow sector of the economy.

4. Sales of mutual fund shares.—As indicated above, fund shares are typically
channeled through a principal underwriter, who is roughly analogous to a whole-
saler. Some underwriters also distribute shares at retail through their own sales
organizations. Other principal underwriters arrange for the retail distribution
of fund shares through independent dealers.

While a sizable number of mutual fund shares is sold at retail by traditional
brokerage firms, a large proportion also is distributed by salesmen employed by
sales organizations specializing in fund securities. Moreover, many mutual
fund salesmen appear to be part-time agents. Some salesmen may also sell in-
surance, but more frequently they are employed in another job entirely outside
the field of investments. There is evidence suggesting that much of the growth
in mutual funds in recent years has been closely related to the spurt in selling
efforts—which in turn was stimulated by the emergence of firms which specialize
in sales of mutual fund shares.

The sales charge paid by investors in new acquisitions of fund shares appears
to be a strong inducement to this selling effort. While shares of the so-called
“no load funds” can be acquired by mail and without a sales charge, the typical
industry practice is to rely on salesmen. In regular accounts (cutright pur-
chases), the sales charge will normally vary between 7.5 to 8.75 percent of the
offering price, including the sales charge, with downward graduations for in-
vestments in excess of $25,000. While the Investment Company Act does not
fix a specific ceiling on the amount of the sales charge for regular accounts, the
Commission is authorized to make rules and regulations designed to prohibit
unconscionable or grossly excessive sales loads. However, in contractual plans
(popularly known as ‘“front-end load” plans), there is a statutory limit of 9
percent of the total planned investment. Moreover, the maximum sales charge
is set at 50 percent of the first 12 monthly payments.? The residual part of the
sales charge must be distributed proportionately over the remaining years to
the plan’s maturity. Since the typical contractual plan maturity is about 10
years, this means that during the last 9 years of the plan, the sales charge
averages about 4 percent.

Investors turn to mutual funds for a number of reasons of which the follow-
ing seem to be the most important: first, the fund provides an opportunity for
individuals to participate in a form of investment activity which they might
otherwise have considered beyond their means. Shares of mutual funds can
be purchased in relatively small amounts, and purchases can also be arranged
through relatively long-term accumulation plans. The mutual fund also en-

3 It may be noted that the concentration of sales charges in the early months of the plans
has the effect of making the effective rates of sales charges greater than the nominal rates,
even when the plans are carried to completion. This result occurs because the investor
subject to a front-end load has a relatively small equity in the early years on which a
return may be earned. From another view, by prepaying sales charges he pays in the early
years the full dollar amount of sales charges rather than their discounted value.
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ables the shareholder to diversify his holdings; through the securities held in
the typical mutual fund portfolio, the investor indirectly participates in the
ownership of shares of a number of different corporations and claims against a
variety of governmental units.

5. Regular accounts versus contractual plans.—Mutual funds offer their shares
under a variety of arrangements, but the so-called “regular” accounts and ‘“con-
tractual plans” are the most common types. The regular account is simply an
outright purchase in which the investor pays the standard sales charge (unless
he acquires shares from “no load funds”) and obtains possession of his stock
certificates shortly after the transaction is completed. The most significant
aspects of regular accounts have already been described in the general discus-
sion of mutual funds.

Investment programs administered by contractual plan sponsors embrace
essentially two types of plans—namely, periodic and single payment. The typical
characteristics of periodic plans are: (1) the purchase of shares by regular
periodic payments which are expected to be kept up over the period of the plan;
(2) a heavy sales charge deducted in the first year; (3) retail distribution by
salesmen who call in person on their customers; (4) automatic reinvestment
of dividends and capital gains and (5) optional completion insurance. Single-
payment plans, being essentially similar to oufright regular purchases, were
excluded from the survey. Thus, in the present study the term “contractual
plan” refers exclusively to periodic payment plans issued by confractual plan
Sponsors.

Periodic payments (some of which involve as little as $10 per month) permit
investors of modest means to budget their investment in funds as they may
budget their household expenditures. Thus, the kinship between contractual
plans and the purchase of durable goods and other items through a small initial
down payment with the balance paid off in installments should be readily evident.
As a rule, about 50 percent of the payments made by contractual planholders
during the first year is deducted as a sales charge. This sizable deduction pen-
alizes investors who discontinue their plans in the early years, because such a
cancellation almost certainly results in a sizable capital loss. The heavy “front-
end load” (together with the opportunity of salesmen to share in sales charges
during the life of the plan) creates a strong incentive for the selling organiza-
tion to press the distribution of contractual plans. A few contractual plans are
offered by underwriters affiliated with mutual funds; most of the others are sold
by companies (‘“plan sponsors”) organized for this specific purpose. While the
majority of plan sponsors give shareholders the option of completion insurance,
about three-fourths of the plans are not insured. Completion insurance is basi-
cally term life insurance. The holder of an insurance plan is insured for the
amount he would have paid in if he had lived to complete the plan.

In addition to single purchases on regular account and contractual plans, a
sizable number of mutual funds also sell shares through “voluntary accumulation
plans.” The latter investment plan contains elements of both outright purchases
and contractual plans. Like the contractual plan, the voluntary accumulation
plan emphasizes the accumulation of an estate by means of a sequence of mutual
fund purchases over time. It includes the option of automatic reinvestment of
dividends and capital gains, but (like outright purchases) it does not involve the
heavy sales charge in the first year of the plan’s life. (In the present survey,
holders of voluntary accumulation plans have been classified as regular account
holders.)

6. Regulation of mutual funds.—The vast majority of both open-end and closed-
end investment companies have qualified as “regulated” investment companies
under the provisions of the Investment Company Act of 1940 and the Internal
Revenue Code.

Ag regulated companies, they enjoy several benefits, but they must also op-
erate under a variety of constraints. Perhaps the most significant benefit is the
exemption of investment income from Federal taxation at the company level.
Generally, this exemption applies if the investment company during the tax year
distributes to shareholders at least 90 percent of the income received as interest
and dividends. To the extent that net capital gains are similarly distributed to
shareholders, the same tax exemption applies. On the undistributed part of their
income and capital gains, investment companies pay, respectively, the regular
corporate rates applicable to each type of receipts. The tax treatment of invest-
ment companies rests on the view that they are simply pipelines through which
interest and dividends are channeled from paying corporations and Government
units to owners of investment company shares.
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The Investment Company Act of 1940 imposes several constraints on the op-
eration of mutual funds. A fuller discussion of these constraints and their lim-
itations appears in the earlier Study of Mutual Funds. At least two-fifths of the
board of directors must be selected from among persons unaffiliated with the fund
or its investment adviser, and a majority of the board cannot consist of persons
affiliated with a regularly employed broker, principal underwriter, or invest-
ment banker of the investment company. Stockholders must approve a variety
of management actions, including investment advisory or management contracts.
The Commission has also adopted rules prescribing detailed recordkeeping re-
quirements for all registered investment companies. All regulated investment
companies must file annual and interim financial statements with the Securities
and Exchange Commission, and they are subject to periodic examination by the
latter’s staff. While the companies’ investment practices are not controlled by
SEC, the Commission does have responsibility to see that certain provisions of the
1940 act are not violated. These include the power to prohibit securities frading
on margin and short sales. Finally, the SEC has specified the form and content
of the prospectus as well as the type of sales literature which the companies can
employ.

ploy Part I. THE MUTUAL FUND INVESTOR

II. CHARACTERISTICS OF MUTUAL FUND INVESTORS

A. Profile of the typical investor

A profile of the typical mutual fund purchaser covered in the survey can be
sketched roughly as follows: He is a man in his middle to late forties, who is
married, and has about three dependents. His formal education probably stopped
after high school graduation ; but there is a fair chance that he has done a small
amount of college work. Moreover, he is employed most likely in a capacity
involving specialized skills—but somewhat short of formal professional training.
His annual income falls in the $5,000 to $10,000 range. Chances are 9 in 10 that
he is covered by life insurance, the median face amount being between $10,000
and $15,000.

The majority of respondents were venturing into mutual funds for the first
time, but almost one-third had previously purchased fund shares. In addition,
more than two-fifths of them had acquired corporate stock other than mutual
funds. Half of those reporting owned Government bonds, and a few also owned
other types of bonds. Well over one-quarter said they owned real estate other
than their own homes. Eighty percent or more of those who replied had savings
accounts. The proportion of purchasers holding other financial assets is some-
what higher than that reported for the population as a whole, particularly for
those reporting ownership of real estate other than their own homes.* Among
the public at large, slightly more than one-sixth owned real estate other than
their own homes. However, some respondents may have misinterpreted the
question.

B. Similarities and differences in investor personal characteristics

However, this overall view of mutual fund investors masks significant varia-
tions among individuals and between purchasers of regular accounts and periodic
contractual plans. The similarities and divergences among the investors covered
in the survey are highlighted in table II-1. It should be observed that regular
account respondents represented about 63 percent and contractual plan buyers
about 37 percent of the total replies.

¢ Survey Research Center, “1960 Survey of Consumers’ Finances” (Ann Arbor: Univer-
sity of Michigan, 1961), p. 122,
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ApPENDIX XI-A : TABLE I1—1.—Selected characteristics of mutual fund investors

[Percentage distribution or medians}

Regular accounts

Contractual plans

Total re-
Investor characteristics spondents .
Total | Personal Mail Total | Personal Mail
interview| survey interview| survey
1. Number of respondents..__.. 684 432 261 171 252 180 72
2. Sex:
Male. oo 66 60 59 60 78 77 81
Female.. . ___ . ... 34 41 41 40 22 23 19
3. Age (median years)......__. 45 52 50 53 39 39 38
4, Education (median years)__ 12 13 13 13 12 12 13
5. Employment status:
Employed by others.._. 60 53 55 50 71 71 72
Self-employed. _________ 21 19 19 19 23 22 25
Unemployed..._.__.___ 1 1 1 0 1 1 0
Retired..__ - 7 11 10 13 1 1 1
Housewife. e 11 15 15 16 4 6 1
Noanswer.__._..._.____ 0 1 0 1 0 0 0
6, Occupation:
Professional and execu-
tive .. 45 44 45 50 47 43 56
Nonprofessional . .___.__ 55 56 54 50 53 57 43
Noanswer_._..__...._.. 1 1 1 0 0 0 1
7. Income range:
Less than $5,000_ ._..___ 20 20 19 23 19 20 15
$5,000 to $9,999____..____ 38 32 30 34 48 48 50
$10,000 to $14,999....____ 20 21 18 25 19 18 22
$15,000 to $24,999________ 13 15 18 9 9 9 8
$25,000 to $49,999._._____ 4 6 6 5 2 2 1
Over $50,000_ .. _..___.__ 1 1 1 1 0 1 0
NO anSwer..._.__..._.__ 5 A 7 3 3 3 3
8. Owuersltlip of selected as-
sets:
Other mutual funds. ... 31 39 36 42 17 18 14
Other corporate stock__ 46 57 57 57 25 24 28
U.S. Government
bonds______.____.____ 51 54 51 60 45 45 44
Other bonds......._____ 13 16 15 16 8 10 4
Savings accounts.._____ 86 88 92 83 83 90 68
Real estate (other than
ownhome).____.____. 29 33 28 40 21 17 31
9. Life insurance coverage:
None.. oo 9 10 4 18 8 7 10
Covered________.__._..... 91 90 96 82 93 93 90
Face amount:
Less than $5,000..______ 19 21 21 21 16 19 8
$5,000 t0 $9,999__________ 16 12 13 11 21 22 18
$10,000 to $14,999_______. 16 12 12 12 22 22 24
$15,000 to $24,999.___._.. 12 11 10 13 14 12 20
$25,000 to $49,999..._____ 12 12 11 13 13 13 13
Over $50,000__ __._...__._ 10 13 15 11 6 4 8
NO ansSwWer ..o oooae_-. 6 9 15 1 1 1 0
10. Maerital status:
Married.-.__....__.____. 71 68 67 70 75 73 78
Widowed 13 17 17 16 6 7 4
Single. - eomes 16 14 15 14 19 20 18
11, Family status:
Head oo 70 68 7 62 74 73 76
. Other._. oo __. 30 32 29 38 26 27 24
12, Bize of family:
Totalnumber (median). 3 3 3 2 4 4 4
Number of dependents
(roedian) oo ooo____ 3 2 2 2 3 3 3

There were clear differences in the preferences of men and women for con-
tractual plans compared with regular accounts.
third of all purchasers, and about three-quarters of the women purchased shares
through regular accounts. They constituted two-fifths of those who acquired
shares through regular accounts, but only slightly more than one-fifth of con-
tractual plan buyers. As indicated below, this pattern of purchases appears to

be greatly influenced by the investment behavior of widows.

‘Women represented about one-

The sizable role of

women as purchasers of regular accounts and the dominant role of men as pur-
chasers of contractual plans may be of considerable importance in explaining

some features of the market for mutual funds.

For example, differences between

men and women are clearly evident in the great degree to which women relied
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on the sales representative as a source of investment information and guidance,
in their lesser knowledge of mutual funds, and in several other areas.

With respect to marital status, there were several interesting differences
among the groups. Married investors constituted about 71 percent of respond-
ents, widowed about 13 percent, and single about 16 percent. But over four-
fifths of widowed purchasers in the survey were concentrated in regular ac-
counts. Among married and single purchasers, the proportions in regular
accounts were 60 and 55 percent, respectively.

Contractual plan purchasers are considerably younger than purchasers of
regular accounts. The median age for the former group was about 39 years.
Only about 21 percent were over 50, and only 2 percent were 65 and over.
Among regular account investors, the median age was around 52, about 53 per-
cent were over 50, and 21 percent were 65 or older. Reflecting this higher aver-
age age, about 11 percent of the respondents in this group were retired, while
less than 1 percent of the contractual plan holders were so classified. There
were apparently no appreciable differences between the two groups in the size
of the typical family.

The median education for regular and contractual plan investors was quite
close, but the overall range of formal education was substantially different.
Tor contractual plan purchasers, the median was 12 years, roughly equivalent
to a high school education. However, almost 40 percent had some college edu-
cation, and over one-sixth were college graduates. While about 13 percent had
done some postgraduate work, about 12 percent did not go beyond grade school.
Within the contractual plan group, the level of education among purchasers
who were interviewed was slightly below that for similar purchasers who an-
swered the mail questionnaire, but the difference was especially marked in the
lower levels: about 16 percent of respondents in the interview sample attended
only elementary school while this was true for 4 percent of the respondents in
the mail sample. This difference may partly be attributed to the tendency for
persons with relatively low levels of formal education not to respond to mail
surveys. The level of formal education achieved by regular account investors
was slightly higher than that for contractual planholders. The median educa-
tional level was approximately 1 year of college. Over 50 percent of all regular
account respondents had attended college, over one-third were college graduates,
and about one-sixth pursued graduate studies in some field. About 10 percent
of regular account holders did not go beyond elementary school.

C. Employment, income, and assets

When mutual fund investors are classified by employment status, a few
differences are discernible between those who acquired regular and contractual
plans. While three-fifths of all investors were employed by others, the propor-
tions in this category were 53 percent and 71 percent, respectively, for regular
and contractual plan buyers. Approximately one-fifth of all respondents were
self-employed ; a slightly larger percentage of contractual plan purchasers were
so classified. As mentioned above 11 percent of regular account investors were
retired, but less than 1 percent of contractual plan buyers were in the same
position. Housewives were about 11 percent of all mutual fund purchasers
responding in the survey. Yet, they were 15 percent of regular account buyers
and only 4 percent of those who opened contractual plans. In passing, it might
be noted that just under 1 percent of respondents in both categories were unem-
ployed at the time they made their investments.

There were some variations in the purchase of shares via regular accounts
and contractual plans by investors in different broad occupational groups. The
pattern is shown in table II-2. About 63 percent of the respondents holding
professional and executive positions acquired mutual funds through regular
accounts ; this was the same as the ratio of regular to total purchasers reporting
in the survey. The preference for regular accounts appeared to be strongest
among those professional and executive people—accountants, lawyers, bankers,
and securities’ brokers and dealers—whom one might assume to be more familiar
with financial matters. For example, about 90 percent of the investors in the
above categories acquired regular accounts, and about 10 percent purchased
contractual plans. In contrast, respondents classed as semiskilled and service
workers represented about 31 percent of those employed in nonprofessional occu-
pations; two-thirds of the investors in the semiskilled and service worker groap
bought contractual plans.
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ArPENDIX XI-A : TABLE II-2.—Distribution of mutual fund purchases by
occupation

[Percentage distribution]

Total Regular Contractual
purchasers accounts plans

Allrespondents. .o oo cccmcmcm e ccaaam——— 100 63 37
Professional, executive and administrative:

All professional, executive and administrative_________.__. 100 63 37

Accountants, bankers and brokers, and lawyers_.___._._.. 100 90 10
Self-employed . - - oo 100 56 44
Nonprofessional:

All nonprofessional . - oo 100 46 54

Clerical and sales. . __._.___ 100 61 39

Skilled craftsmen______.__________. 100 53 47

Semiskilled and service workers 100 34 66

The divergent patterns among these groups highlights a general tendency for the
proportion of contractual plan purchasers to rise as levels of education, income,
and occupational skills decline—from 37 percent for professional and executive,
to 44 percent for self-employed, to 47 percent for skilled craftsmen, and to 66
percent for semiskilled and service workers. Only clerical and sales occupations
were somewhat ouf of line with the trend, for here the proportion buying con-
tractual plans was 39 percent.

The annual incomes of mutual fund investors exhibited considerable variation
when examined in terms of the method used to purchase shares. The median
income for all investors in each group was in the range $5,000 to $10,000, but that
for regular account purchasers in the personal interview survey was between
$10,000 and $14,999. On the other hand, the proportions of all investors in each
income class differed markedly among the groups. Although about one-fifth of
both regular account and contractual plan buyers had incomes below $5,000, the
people involved were quite dissimilar. A fairly large number of regular account
investors with relatively low incomes were retired while another sizable number
were young, single individuals. In contrast, many of the contractual planholders
in the same income class were heads of families employed in jobs paying less
than $5,000 per year. Nearly half of all contractual plan purchasers reported
incomes between $5,000 and $10,000, while one-third of regular account holders
reported incomes in this range. Only 11 percent of contractual plan investors
had incomes of $15,000 and over compared with 22 percent for regular account
buyers. Finally, although the proportion of married respondents did not differ
much between groups, the proportion of wives contributing to family income was
much higher for the contractual planholders.

There were no significant differences in the percentage of investors covered by
life insurance among the various sample groups. About 90 percent of the re-
spondents in each group had life insurance, and the median amount in each case
was between $10,000 and $15,000.

As one might have expected, the proportion of regular account purchasers who
already owned a variety of financial assets was considerably higher than for
contractual plan buyers. About 31 percent of all investors already owned mutual
funds before they purchased the shares included in the survey. However, the
incidence was much higher for regular account buyers (39 percent) than for
contractual plan buyers (17 percent). Essentially the same pattern prevailed
with respect to the ownership of corporate stock other than mutual funds—
except the percentages were higher: 46 percent for all investors, 57 percent for
regular account buyers, and 25 percent for contractual planholders. More than
half of regular buyers, and over two-fifths of contractual plan purchasers, held
U.S. Government bonds, but the proportions holding other types of bonds were
16 and 8 percent, respectively. Some 86 percent of all respondents had savings
accounts, and the differential percentage spread between groups was narrow.
About one-third of regular account purchasers, compared with one-fifth of con-
tractual plan buyers, owned real estate (other than their own homes). However,
in both groups the extent of ownership was considerably smaller among those re-
porting in the interview survey than for investors reporting by mail.

The investor characteristics sketched above should be kept in mind when
appraising the investors’ objectives, their knowledge of mutual funds, and their
expectations about the future performance of their investments. Moreover, these
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same characteristics, as strategic elements in the marlget for mutual funds, may
have had a considerable role in shaping the sales techniques which have emerged
in this section of the securities market.

III. SIZE AND FINANCING OF MUTUAL FUND PURCHABSES

A. Size of transactions?®

1. Relative size of regular account and conitractual plan pyrchqses.—Daga from
the survey confirm the description of mutual funds as primarily a vehicle for
mobilizing small-to-medium savings flows. This function is clearly illustrated
in tables II1-1 and III-2. These show the percentage distribtuion of purchases
by size and by type of account. For the moment, the distinction between out-
right purchases and voluntary accumulation programs under regular accounts,
shown in table I11-1, may be neglected.

Taking regular accounts as a whole, more than half of such investors made
outlays of less than $1,000. More than half the contractual plan buyers invested
initially less than $100. Some of the regular account acquisitions were sub-
stantial. About 16 percent of these exceeded $5,000, and 6 percent were above
$10,000. A fair number of those relatively large purchasers were financed in
atypical ways, however. The matter is examined further in section IV.

AprpENDIX XI-A: TaABLE III-1.—8ize of purchases, by type of regular accounts

[Percentage distribution]

QOutright | Voluntary | Regular
Size of purchase purchase | accumula- | accounts,
tion total

0 b0 B4 e 3 17 7
$50 t0 $99_ . e mm 5 4 5
$100 to $199 . _ e 5 8 6
$200 1o $499_ e 15 20 16
$500 to $999. _ e 21 13 18
$1,000 to $1,999 _ ________ e 17 17 16
$2,000 to $4,999 . e 21 9 16
$5,000 to $9,999__ 8 8 10
$10,000 to $19,999_ _ _ e 3 3 4
$20,000 to $49,999 2 1 2
7 100 100 100

Returning to voluntary accumulation accounts, it may be recalled from section
I that fund shares can be acquired on a periodic basis through so-called voluntary
accumulation arrangements. Under these programs, the investor normally
can initiate a plan by buying shares with net asset values at least equal to some
minimum-—usually between $100 and $300—and subsequently may add to his
investment amounts of $50 or so at his discretion. Under these plans dividends
and capital gains distributions are ordinarily reinvested automatically. Pur-
chases and additions are acquired at sales charges comparable to those of
regular purchases in general. The distinction between the two types of regular
accounts which has significance in the present context is this: voluntary ac-
cumulation plans permit the acquisition of shares by a sequence of purchases
over time as determined by the investors. In this sense, then, voluntary ac-
cumulation plans are somewhat comparable to contractual plans. However,
there is a fundamental difference in that voluntary accumulation programs
do not involve the heavy sales charges in the early years of the period: on
the other hand, they require higher initial investments.

5 The data and analysis in this section are based only on the personal interview responses.
The malil replies were not used in the detailed analyses, partly because some mail respond-
ents misinterpreted a number of gquestions and partly because of a lack of control to insure
that the proper person completed the questionnaire.
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AprpENDIX XI-A: TABLE IIT-2.—Payments and maturities of coniractual plans

[Percentage distribution,

a. Initial payment: Total
Amount._.__| $10~ | $20- | $40- | $60- {$100- {$150- 13200- }$300- 1$400- |18500 |. . o | oo f-caeae
$10 1 $39 ] $59 | $99 | $149 | $199 | $299 | $399 | $499
Percent. ..__ 1 14 28 14 17 3 12 4 (1] A SR R 100
b. Monthly pay-
ment:
Amount.____ $10 ] $15] $20 | $25| $30{ $40 | $50 | $60 | $75 1 $100 ) $300 | ___._|..___.
Percent__ ... 9 3 19 24 1 4 20 1 1 7 ) U R 100
¢. Advance pay-
ments:
Nt mber__. __ 1 2 3 4 5 6 8 10 12 1B 1165 _f_.
Percent__ ... 10 56 7 2 8 2 1 3 2 4 ;2% 100
d. Length of plan:
Years _.__._ 5.0] 7.0] 7.5] 8.0) 85| 9.0}10.0}11.0|12.0}12.5]15.0} 20.0 |..__..
Percent__. .. 1 1 1 5 1 1 59 2 2 20 6 1 100
1 And over.

The size distribution of purchases of regular accounts through voluntary
accumulation programs in table III-1 may be compared with the size distribution
of initial payments under contractual plans in table III-2. The substantially
larger size of voluntary accumulation accounts is clearly evident. In fact, while
more than 90 percent of initial contractual payments were under $500, less
than one-half of the voluntary accumulation purchases were below this figure.
Moreover, only one-fifth of the latter purchasers were at the low end of the size
scale (below $100) ; but almost three-fifths of the initial contractunal plan pay-
ments were in the same size category. If the bulk of these small voluntary ac-
cumulation payments were eliminated (e.g., those below $100), the average size
of the remaining purchases of this type would be well above the average size of
initial outlays by contractual plan buyers. In fact, the median size of voluntary
accumulation accounts would be approximately the same as for regular accounts
as a whole.

Most voluntary accumulation arrangements have a minimum initial payment
requirement. A figure in excess of $200 seems to be typical--although some
funds set the minimum much below that amount. This factor partly explains the
rather sharp break in the size distribution of purchases in the neighborhood of
the $200 to $500 class interval exhibited in table III-1. An additional feature
frequently encountered is the requirement that a specified minimum amount must
be invested during each year to keep the account active. This amount is nor-
mally no larger than the periodic payments involved in contractual plans.
Besides, funds apparently make little, if any, attempt to see that the minimum
amount is invested each year. In view of these considerations, if investors were
more familiar with the voluntary accumulation arrangement, this type of pro-
gram might be expected to appeal to some who would otherwise buy shares
through contractual plans.

The variety of arrangements among contractual plans in this survey is il-
lustrated in table III-2. The amount of the initial payment in contractual plans
is normally twice the size of the subsequent periodic payments. Moreover, the
minimum initial payment permitted under the Investment Company Act is $20,
so that for $§10 and $15 monthly plans the minimum initial payment must be twice
the size of subsequent periodic payments. In view of this limitation, the 1 per-
cent of initial payments in the range $10 to $19 may be due to errors in re-
porting the original data received from investment companies in the survey.
The median initial payment was approximately $80, or more than three times
the median periodic payment of $25. All the plans covered in the survey called
for monthly payments, although plans occasionally are sold involving quarterly
or annual payments. In the typical transaction, two monthly payments were
made in advance as required by most of the plans. But in one-third of the cases,
the initial outlay represented a larger number of periodic payments. In view of
the fact that salesmen’s commissions usually absorb half of the periodic pay-
ments during the first year of the contract, the incentive is strong to collect in
advance as many periodic payments as possible. In about 10 percent of the
transactions reviewed here, sales representatives received initial amounts suf-
ficient to cover a year or more of monthly payments.®

The median length of contractual plans was 10 years, and three-fifths of the
plans were of this maturity. Another popular maturity, 123 years, accounted

¢ The payments of the first 2 years were settled In advance in a few cases. Moreover, in
one instance, half of the payments due under a 1214-year plan were made in advance.
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for one-fifth of the cases. No plan involved a commitment for less than 5 years,
and only a scattering of them fell between 5 and 10 years. Seven percent ex-
tended to 15 years or more.

2, Income and size of purchase—For investors as a whole, the mutual fund
purchases described above represent a relatively modest commitment in terms of
buyers’ annual incomes. However, for some of those in the lower income range,
the ratio of purchase to income was rather high, especially in the case of con-
tractual plans. Several interrelations among respondents’ incomes, size of
purchase, and type of accounts are shown in tables II1I-3, 1114, and III-5.

ArpENDIX XI-A : TABLE I11-3.—Investor responses, by annual income and type of

purchase
[Percentage distribution]
Annual income Regular Contractual
accounts plans
0t0$4,999_ ______. —— e medmmmeesemeecmemmecm—nn 18 17
$5,000 £0 $9,999 _ . e e mama e m———————— - 31 46
$10,000 t0 $14,990 . L L e ccm e —m e —————— 18 18
$15,000 £0 $24,999 . o e m—m o —————— 18 9
$25,000 t0 $49,990 . . . e ————— a— 7 2
$50,000 and over. - oo ooeas - - 1 1
No answer...--.._. - - 7 7
Total. e e cmcmacmmca——— 100 100

Some of the differences between regular and contractual plan buyers in the
relative importance of the financial commitment implied in the purchase of
shares can be explained by corresponding differences in incomes. Among regular
account investors, median annual incomes were in the range $10,000 to $14,999,
and for contractual plan investors the median was between $5,000 and $9,999.
Moreover, as shown in table IT1I-3, about three-fifths of contractual plan investors
had annual incomes below $10,000, while nearly one-half of regular account
buyers were below this figure. The proportions in the $10,000 to $14,999 class
were the same in both groups.

A rough index of the relative importance of the financial stake investors ac-
quired when they bought the fund shares in the survey is provided by expressing
the size of the purchase as a percentage of annual income. Among all regular
accounts, as indicated in table X114, the median ratio of purchase to annual in-
come was between 5 and 9 percent. For incomes below $5,000, the median ratio
was 25 percent or greater; it was less than 10 percent in the $10,000 to $14,999
class, which was the median income class for regular account buyers. The some-
what random pattern of the ratio should be noted; this reflects the investment
of money received as gifts or inheritances, as well as other asset transfers
which are essentially unrelated to income.

ApPENDIX XI-A: TaBLE III-4.—Relation between purchase and annual income,
regular account investors

[Percentage distribution]

Annual income class
Ratio of pur-
chase to annual
income (percent) | 0 to $4,999 | $5,000 to | $10,000 to | $15,000 to | $25,000 to $50,000 All re-
$9,999 $14,999 $24,999 $49,999 and over | spondents

Otod . 13 28 42 61 75 0 38
8 18 21 11 13 7 15
8 24 15 4 6 33 13
8 6 4 4 0 5
4 0 4 4 6 0 3
12 14 14 6 0 0 11
6 4 0 6 0 0 4
4 0 0 2 Q Q 1
100 and over..____ 37 6 0 2 0 (] 10
Total. ... 100 100 100 100 100 100 100
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For contractual plan investors as a group, the median ratio of monthly pay-
ments to monthly income was between 3 and 4 percent. However, the ratio
was particularly large in the lowest income class and shrank rapidly as one
progressed up the income scale. Contractual plan periodic payments (assuming
that the payments established in the plans are made) are somewhat analogous
to installment payments for consumer goods. Thus, one could compare the
relative incidence of the two types of periodic payments. There are no hard-
and-fast standards defining the ‘“proper” level of installment payments, but a
reasonable rule of thumb might be that payments in excess of 12 percent of
income may be “high.”” Alternatively, the rate of saving through contractual
plans might be compared with the rate of saving through acquisition of financial
assets by households in general. Such a rate in excess of 10 percent may be
considered “high” ® for households with incomes below $10,000.

AprPENDIX XTI-A : TABLE III-5.—Relation between monthly payment and monthly
income, by annual income class, contractual plan investors

[Percentage distribution]

Ratio of monthly Annuval income class
payments to
monthly income
(percent) 0 to $5,000 to $10,000 to | $15,000 to | $25,000 to $50,000 All re-
$4,999 $9,999 $14,999 $24,999 $49,999 and over | spondents

Tto2 .. ___.. 0 16 71 56 100 100 28
3tod ... 0 38 9 25 0 0 23
506 13 17 11 19 0 0 16
7808 .. 0 25 0 0 0 0 12
9t0 10 e 33 1 9 0 0 0 9
11to12. . ..___.. 19 1 0 0 (1} 0 5
13to 14 ._____.__. 16 0 0 0 0 0 2
15 and over....... 19 2 0 0 0 0 5

Total._.... 100 100 100 100 100 100 100

By either of these criteria, the monthly payments undertaken in the con-
tractual plans included in the survey seem “high” for respondents in the income
class below $5,000.° TYor more than half of the investors in this class the ratio
of payments to income exceeded 10 percent, and for another third it was near
the margin. The ratio declined as the size of the income increased. In the
median income range for contractual planholders, the median ratio was 8 to 4
percent, the same as for plan buyers as a whole. Because of the structure of
sales charges (to which attention has already been called) and the long ma-
turities, the considerable financial commitment represented by the periodic pay-
ments in contractual plans becomes significant. Nevertheless, as shown in sec-
tion X, a substantial number of the respondents apparently did not fully ap-
preciate some of the implications of their decision to purchase contractual plans.

B. Financing of mutual fund purchases

1. Primary sources of fumds.—A substantial majority of investors paid for
their mutual fund shares out of current income or by withdrawals from savings
accounts. A fair number, however, switched from other financial assets into
fund shares, and still others put essentially windfall receipts in mutual funds.
Regular account buyers used sources other than current income or savings ac-
counts somewhat more than purchasers of contractual plans. The latter group
relied almost wholly on current income and savings accounts for the initial
payment. Moreover, virtually all planholders expected to make future payments
out of current income. The sources are shown in tables III-6 and III-7. It
should be noted that some respondents employed two or more sources ; the tables
thus indicate the proportions relying on particular sources—which may have
been used in combination with others.

*Board of Governors of the Federal Reserve System, “Consumer Instalment Credit,
Growth and Impact” (Washington, 1957), pt. I, vol. 1, p. 200.

8Irwin Friend and Stanley Schor, “Who Saves,” “The Review of Economics and Statis-
tics,” vol. XLI, No. 2, pt. 2 (May 1959), table 2, p. 217.

° It may be recalled that most of the contractual plan purchasers with incomes below
%E,o%o were heads of families regularly employed in jobs providing annual incomes below

i figure.
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AprpENDIX XI-A : TABLE II1-6.—Financing of mutual fund purchases, by type of
account

[Percentage distribution] !

Regular Contractual
Source of funds account plans initial
payment

w
=]

65
31
3

Current inCOMe.. oo oo oo ool [
‘Withdrawal from savingsaccounts._ - - ______._____ S
Reduced spending on durable goods or other personal household items_______
Life insurance benefits. e
Gift, inheritance . e
Loan on life insurance policies. _ e
Conversion of life insurance policies. ... _ .
Sale or redemption of U.8. bonds. _« e
Sale or redemption of mutual fund shares_____.___________ . ___ . ____.__._.___
Sale of other corporate stock e
Some other SOUTCe . - o e

3
OO

-
AT OB O O

DOt O b G0 NS Pt e

1 Percentages will not add to 100 because some investors used several sources to finance their purchases.

AprPENDIX XI-A: TABLE III-7.—Sources of future payments, contractual plans

[Percentage distribution]?

Source of funds: Percent
Future income... e 92
Withdrawal from savings accounts._ e 2
Reduced spending on durable goods or other personal household items. 6
Some other source___________ e e 1

1 Percentages will not add to 100 because some investors used several sources to finance
their purchases.

The substantial reliance on sources which allow an easy shift into mutual
funds is quite evident. Current income and withdrawal from savings accounts
were used by two-fifths of regular account buyers; these sources were used
by three times as many regular respondents as reported any other source.
Two-thirds of contractual plan purchasers made their initial payments from
current income. About half this number financed these payments from savings
accounts.

From this summary it appears that regular account buyers, with propor-
tionately a much greater variety of assets, were much more likely to view
mutual funds as a means of changing the composition of their assets. Con-
tractual plan buyers apparently employed mutual funds as a means to invest
relatively small sums in excess of current expenditures.

No regular account investors reported that they paid for fund shares by
reducing spending on durable goods or other personal household items; i.e.,
by increasing their rate of saving. But about 8 percent of contractual plan
respondents indicated they obtained money for the initial payment in (his
way, and 6 percent said they intended to reduce current expenditures in order
to make future payments. But it may be noted that, in view of redemptions
and lapses in purchases, such intentions may not always be carried out. All
except one of these investors said they purchased shares because mutual funds
provide a means of disciplining themselves to save.

Life insurance benefits, gifts, and legacies provided the funds for 13 percent
of regular account buyers, but for only 2 percent of those who acquired con-
tractual plans. Moreover, 2 percent of contractual planholders borrowed
against life insurance policies and 3 percent converted such policies into cash.
One percent of the regular accounts was financed by borrowing against life
insurance policies, but none surrendered their policies to shift the accumulated
savings into mutual funds.

2. Financing of purchases by sale of other assets.—As mentioned above, a
fairly large number of investors financed the acquisition of mutual funds by
the sale of other assets. One-fifth of regular account buyers were in this
category, but only 2 percent of contractual planholders (see table III-6).
Two percent of regular account investors switched from other mutual funds
and 4 percent sold or redeemed government bonds. However, the major switch
was from corporate stock other than mutual funds. Proceeds from such sales
financed 13 percent of all transactions by regular account buyers, or two-thirds
of the purchases financed by the sale of assets already owned. It should
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be noted that 80 percent said they still owned such stock. Thus only one-fifth
of those who owned corporate stock switched from these assets entirely. The
characteristics and motivations of investors making this shift are examined
further in section IV. In the few cases of regular account investors who switched
from one mutual fund into the fund covered in the survey, the sales repre-
sentative reportedly played an important role in either initiating the trans-
action or choosing the particular fund. Although there is no indication in
these few cases of whether the salesman’s recommendation was made for
the purpose of stimulating sales commissions, it may be noted that recom-
mendations for that purpose are highly improper.

IV. INVESTORS' OBJECTIVES AND THE CHOICE OF MUTUAL FUNDS

A. Investors’ objectives

1. General investment targets.—Investors were asked to report the general
savings objectives they had in mind and the motives which induced them to
purchase mutual funds. In both cases a number of options were provided, to
which investors could add others. The majority of investors indicated they pur-
chased mutual funds without specific savings objectives in mind. Moreover,
where specific targets were reported, there appeared to be a clear tendency
for certain kinds of investors to select particular types of objectives and to
eschew others. Overall, the least specific objective, general saving, was selected
in greater than average frequency by single persons, young people, those who
did not go beyond high school, those in nonprofessional occupations, and those
in the lower-to-middle income range. In contrast, the most specific objectives,
such as higher current income, provision for retirement, financing college edu-
cation, or accumulating an estate, were indicated by widowed persons, middle-
age people, those who attended college, the self-employed, and those in the upper-
middle income classes.

The general pattern of response by investors is shown in table IV-1." It
will be noted that general saving as an objective was reported by nearly half
the respondents. Among the specific targets, the provision for retirement was
well in the lead. It was about twice as popular as the next most frequent ob-
Jjectives, which were the accumulation of an estate and the financing of children’s
college education. Apparently few investors acquired mutual funds with the
hope of enjoying larger current income. A small number bought shares to
save money with the ultimate desire of purchasing a business or home.

ApPENDIX XI-A : TABLE IV-1.—Investors’ objectives, by type of purchase

[Percentage of respondents selecting each option]!

Investor objective Regular Contractual
accounts plans

General saving . e 41 59
Provide for retirement_____ . . eemcaeeeee 45 44
Children’s college education. ... enemeaee 16 38
Accumulate an estate. .. e ciccmceeeaas 26 21
Current income. .. _____..__.__. 20 ®

Purchase business or home_____ 1 7
Other 0bJectives oo e e 5 6

! Percentages represent the proportion of respondents who selected each option indicated; many respon-
deznlgg» stele(]:zte(cll more than 1 option.
ot asked.

For the most part, there was little difference in specific objectives between reg-
ular account and contractual plan purchasers. The contrasts which did appear
can be readily explained by differences in the characteristics of the two groups
discussed in section 1I. The one outstanding divergence was in the intention
to finance children’s college education; the proportion of contractual plan pur-
chasers who indicated this aim was more than twice that of regular account
buyers. This is not surprising when one recalls the sizable difference in the age
pattern between the two groups. Since regular account buyers were typically

1 Data and analyses in this section are based only on the personal interview responses.
The mail replies were not used in these detailed analyses, partly because some mail re-
spondents misinterpreted a number of questions and partly because of a lack of control to
insure that the proper person completed the questionnaire.

-
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in their early fifties, it is probable that most of them no longer faced the task of
planning ahead for the higher education of their dependents. The reverse was
most likely true of contractual plan buyers, who were considerably younger.

On the other hand, there was virtually no difference in the much longer range
savings goals set by investors in each group. About the same proportion of
regular and contractual plan purchasers selected the accumulation of an estate
or the provision for retirement as a major objective. Only regular account buy-
ers were asked whether they invested for current income, and about one-fifth
answered in the affirmative.

2. Investors’ objectives and personal characleristics.—When one examines
investors’ objectives somewhat more closely, a number of additional insights
emerge. However, the interrelation among investors’ objectives and personal
characteristics such as sex, marital status, age, education, occupation, income,
and assets are entirely in line with what one might expect on the basis of the
evidence presented so far. The interrelations are shown in tables IV-2 and
IV-3.

Men exhibited little differentiation among specific goals, except both regular
and contractual plan buyers selected the financing of college education at slightly
above average frequency. Women were only barely ahead of men in stating
specific savings objectives, but the frequency with which they selected any par-
ticular goal was well below that for all respondents. A small percentage of
women buyers who acquired regular accounts were seeking higher current in-
come, but the ratio was much larger than that for men with the same aim. A
sizable proportion of these women were widows in the upper age bracket.

APPENDIX XI-A : TABLE IV-2.—Investment objectives and selected characteristics
of mutual fund purchasers, by type of purchase

[Percentage distribution]

Investment objective and type of purchase
Financing of | Accumulation |Current
General saving Retirement children’s of estate income
Investor characteristic education
Regu- { Con- [ Regu- | Con- | Regu- { Con- { Regu- | Con- | Regu-
lar trac- lar trac- lar trac- lar trac- lar
tual tual tual tual
éll respondents.. ... .___ 41 59 45 44 16 38 26 21 20
ex:
Male. e eecceeeeeem 38 67 42 41 20 43 34 23 14
Female. oo cuooceeccaaaee 44 60 49 45 12 24 19 10 20
Marital status:
Married. ccno oo 40 55 40 45 22 46 32 19 14
Widowed . cwveeccceeenee 30 67 52 50 7 17 16 0 30
Single e e 54 67 59 31 5 17 21 31 13
ge:
Under30--ceeceemmccauan 46 70 31 25 15 35 31 20 0
306039 e 47 58 22 35 41 60 35 21 10
400049 ... 57 29 48 47 21 33 27 22 3
5060 59 v cecaeae 35 43 61 70 11 17 31 20 13
60t064. oo 36 50 68 50 0 50 20 0 36
65 and over. . .oooo_.o.. 21 67 36 40 6 20 23 1] 38
Education:
Elementary school....__ 73 43 42 54 12 75 27 85 23
High school._____.._.___ 60 45 49 48 16 63 20 86 21
College . - oo 54 35 58 69 14 62 29 71 11
Postgraduate. .. __.___.. 60 53 68 76 30 35 43 71 13
Qccupation:
Professional and execu-
tive. e 52 48 51 64 17 47 29 76 [}
Self-employed...cooeoo._ 57 60 75 50 32 57 35 89 14
Nonprofessional....._... 66 79 55 56 14 61 26 34 24
Income:
Under $5,000__....._____ 39 58 47 56 10 31 16 3 37
$5,000t0 $9,999_________. 47 57 49 40 14 44 19 20 14
$10,000t0 $14,999________ 35 69 46 41 23 31 38 31 10
$15,000t0 $24,999____._.. 44 56 44 31 25 50 40 25 8
$25,000t0 $49,999________ 31 67 31 33 25 33 44 33 0
$50,000 and over...._____ 67 0 33 0 33 0 0 100 0

One would normally expect substantial differences in investors’ objectives by
marital status, but the variations by type of purchase are also sizable. General
saving again was the most important objective for all respondents who bought

96~-746—63—pt. 4——20
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lans ; this was true only for single purchasers of regular acg:ounts.
zolﬁgl;?;ttlﬁil s%eciﬁc objectives, all married purchasers put considerable weight on
financing college education. However, tlge proportion of contractual plan in-
vestors doing so was twice that for married regular account bqyers, and three
times that for widowed and single persons. For the most part, widowed respox'ld-
ents were seeking ways to supplement their current income; the latter was
selected by almost one-third of the widowed respondents who purchased regu!ar
accounts. Only 16 percent of the widowed regular purchasers (comparec} with
one-third of married and one-quarter of single respondents) were trying to
accumulate an estate; none of the widowed contractual plan purchasers reported
the latter objective. . . )

Age is unmistakably one of the most important determmgnizs of the savings
objectives reported by respondents. On the other hand, age is interrelated with
income, and it is difficult to unravel their joint effects. Investors over 50 were
especially interested in retirement, which was in first place for both regular ’and
contractual plan buyers. Investors under 50 in both groups put general savings
first and considerably ahead of the second place objective—which was retlremgnt
for regular account purchasers and the financing of children’s coilege educathn
for contractual planholders. Expanded current income was sought by a fair
number of older investors in regular accounts, but it was of virtually no impor-
tance for those in the younger age bracket.

Systematic investment planning among mutual fund purchasers shows a
mixed pattern with respect to the level of formal education. Among }'egl_xlar
account buyers, there seems to be a strong tendency for investment objectives
to become more specific the higher the level of education. In contrast, the asso-
ciation between education and investment planning was not pronounced among
investors with little formal education. With respect to particular objectives,
the provision for retirement was selected by a much higher proportion of both
regular and contractual plan buyers who had college or postgraduate work than
by respondents with only elementary or high school education. Financing of
college education was a main goal for contractual plan buyers at all educational
levels, although the importance varied inversely with education. While it was
a minor objective for regular purchasers, the incidence was highest for those who
had done postgraduate studies; here the ratio was just under the lowest regis-
tered among contractual plan buyers, which was also for those who had done
postgraduate studies. The objective of accumulating an estate was mentioned
by an exceptionally large bercentage of contractual plan purchasers with only
elementary school education.

Occupational status seems to play some role in shaping specific savings goals,
but the overall pattern is difficult to unravel. Those in professional and execu-
tive jobs have the highest proportion of definite objectives, and the self-employed
have the next highest incidence. The proportion of regular account buyers who
emphasized retirement was about 1% times that for the other two employment
categories. Moreover, the relative number planning to finance college education
was about twice as large for self-employed. Retirement as an objective was
selected in approximately the same proportions by professional people and execu-
tives who bought regular and contractual plans. On the other hand, contractual
plan buyers among those holding the higher level jobs put considerably more
emphasis on accumulating an estate and financing college education. Nonpro-
fessional jobholders placed relatively more emphasis on current income and
financing higher education for their children.

3: Investors’ objectives, income, and assets.—An analysis of investor objectives
by income size suggests that the lower the level of income the more immediate
or pressing the savings goals. For all investors with income below $5,000, retire-
ment and higher current income were primary targets. In contrast, those with
Incomes in the upper brackets put relatively more weight on mutual funds to
finance college education of children and to accumulate an estate. Among buyers
with incomes in the middle ranges, college education was a major aim, and the
accumulation of an estate was emphasized rather lightly.

Given the specific investment objectives which investors set for themselves at
the time they acquired mutual funds, regular account holders as a group seem to
have already made somewhat more preparation to achieve their ends. This is
guggested by the pattern of asset ownership within the two groups. When
investors were classified by specific savings goals and asset ownership, the per-
cen_tage of regular account respondents who reported they already owned g
va'nety of assets was copsiderably higher than that for contractual planholders
with the same specific investment objectives. Only in the case of savings ac-
counts were the ratios about the same. However, the pattern varied markedly
with respect to particular assets, (See table IV-3.)
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AprpENDIX XI-A : TABLE IV-3.—Percentage distribution of mutual fund investors,
by type of purchase, particular objective, and pattern of asset ownership

Type of purchase and asset ownership

L Mutual Other |Government{ Other Savings | Realestate
Investor objective funds stock bonds bonds accounts
Regu-| Con- |Regu-| Con- |Regu-| Con- [Regu-| Con- |Regu-| Con- |Regu-|{ Con-
lar [trac-| lar |trac-| lar [trac-{ lar |trac-{ lar |trac-| lar f{trac-
tual tual tual tual tual tual
General saving...____..___ 33 20 57 26 54 48 16 6 93 92 40 20
Rptlrement _______________ 29 24 50 29 53 43 14 11 90 92 24 22
Financing college educa-
tlon .. 48 19 61 23 52 38 20 9 98 84 32 15
Accumulation of estate..._| 42 19 61 39 46 50 21 16 95 87 29 19
Currentincome.._____.___ 0] (V) 56 | (1) 401 (1) 14| O 86| (1) 161 M
Allinvestors..__._.. 39 17 57 25 54 45 16 8 88 83 33 21
1 Not asked.

This result is not unexpected in view of the higher age and income of regular
account buyers—which imply, respectively, a longer period of asset accumulation
and greater capacity to save. The proportion of regular account purchasers
with the goal of general savings who reported they already owned mutual funds
at the time of the transactions covered in this survey was less than that for all
investors; the reverse was true for contractual plan buyers. The percentage of
both groups who held other stock and government bonds was about the same
as for all respondents. Among contractual planholders making preparations
for retirement, a sizable proportion had included mutual funds in their invest-
ment planning, but this was true for a smaller proportion of those holding regular
accounts. The relation was similar for other stocks.

Investors in the two groups who anticipated the financing of their children’s
college education had previously planned to achieve their ends in substantially
different ways. The proportion of regular account holders who had already
invested in mutual funds and other corporate stock was greater than for all
investors combined, but the percentage owning government bonds and real estate
was in line with that for investors as a whole. In contrast, a much smaller
proportion of contractual plan purchasers reported they had previously acquired
mutual funds, other stocks, and other bonds. The percentage holding govern-
ment bonds and real property was even smaller. For investors attempting to
accumulate an estate, corporate stock other than mutual funds played a rela-
tively large role for both regular and contractual plan purchasers. However,
the percentage of both groups reporting holdings of mutual funds was about
the same as for the whole sample.

B. Factors influencing choice of mutual funds

1. Primary determinants of choice.—A wide range of reasons was given to
explain why mutual funds were chosen to achieve the objectives stated above.
The overriding impression is that the expectations of gaining from professional
investment management and the diversification of financial assets were the
prime motives inducing most investors to acquire mutual funds. The avail-
ability of professional management was the most important influence, and it
was the only one of overriding influence for both regular account and contractual
plan buyers. However, it is also clear that a sizable proportion of purchasers
looked upon their funds as a vehicle for capital appreciation rather than the
accumulation of wealth for the purpose of receiving current dividends.

In identifying the chief influences underlying their investment decisions, few
sharp differences appeared between purchasers of regular accounts and contrac-
tual plans. The opportunity fto obtain professional investment management
seemed to have had the same appeal for both regular account and contractual
plan purchasers. In both groups, nearly three-fifths of the respondents assigned
first choice to this possibility. Of course, the pattern of response is by no means
surprising—given the attention devoted to this feature of mutual funds by the
funds themselves as well as by the sales representatives with whom investors
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had contact. The prospect of benefiting from diversification apparently exerted
less influence than the promise of expert supervision on investment decisions.
Yet, about one-half of regular account and one-third of contractual plan buyers
cited diversification as partly shaping their choice. Almost one-half of con-
tractual plan buyers cited discipline in saving as a chief reason for acquiring
this type of investment. This reference is undoubtedly a reflection of the em-
phasis placed on this feature by distributors of contractual plans.

APPENDIX XI-A: TasLe IV-4.—Factors influencing choice of mutual funds, by
type of purchase

[Percentage of respondents selecting each option]

Factors influencing choice Regular Contractual
accounts plans
Benefit from professional investment management___________________________ 57 b7
Benefit from diversification. ... ________. - 48 32
Benefit from economic growth._ _ - 35 36
Hedge against inflation._.________ c—— ——— 21 20
Benefit from rise in stock Prices. . oo ceceee 17 19
Discipline in 8aVing . - o e cceccmeemm e 11 45
Protection of capital.___._______ —ee ———— 13 8
Higher return on investment_ . __________________ 8 12
Other TeaSONS - - o e e m e mmmm e memmmm e mm—eam e o — e 7 9

The expectation of capital gains was an incentive for a sizable proportion of
regular and contractual plan investors. Actually, somewhat less than 20 percent
of respondents in each group indicated that they became owners of mutual funds
to benefit from a rise in stock prices. But three other influences (which are
essentially variations of capital appreciation) together accounted for a much
higher percentage of reponses. The expectation of harvesting the gains of eco-
nomic growth was an underpinning for more than one-third of both regular and
contractual plan investors. The belief that mutual funds provide a hedge against
inflation was a consideration for one-quarter of each class of respondents. This
link seems to be more evident in the case of contractual plan buyers than in the
case of regular account holders. Moreover, an expectation of capital appreciation
may well have been a motivation for those investors (13 percent of regular
account and 8 percent of contractual plan buyers) who indicated they purchased
mutual funds to protect capital.

Investors who acquired contractual plans reported with a relatively high
frequency that they chose this mode of investment because of the discipline it
imposes on savings habits. The percentage of such investors who claimed this
motive (45 percent) was substantially below the proportion (87 percent) who
reported that the sales representative had called their attention to it. However,
it was virtually the same as the percentage (50 percent) who said that they had
been influenced in the decision to purchase shares by the sales representatives’
reference to mutual funds as a means of encouraging saving. Also, as expected,
a much smaller proportion of regular account buyers saw the same advantage
in owning fund shares. Protection of capital and the expected return on the
investment were elements which attracted a relatively small number of both
regular account and contractual plan investors.

2. Investor characteristics and choice of mutual funds.—The availability of
professional management and portfolio diversification lose a great deal of their
dominant influence on investors’ choices when the latter are examined in detail.
The strategic motivations for a sizable proportion of respondents seem to spring
from a mild temptation to speculate on capital gains. While this prospect is by
no means alluring to all purchasers, it emerges rather clearly in the responses of
the following investor groups: the most optimistic include proportionately more
men than women, young people, those with higher eduecation, professionals and
executives, the middle and upper income groups, and investors who had previously
purchased mutual funds or other corporate stocks.. Among investors with more
conservative aims, professional management, diversification, and disciplining in
saving retain the strongest appeal as reasons for purchasing fund shares. These
incentives were cited primarily by women, older people, those with less education,
employees in nonprofessional occupations, lower income groups, and new in-
vestors in equities of any kind. This mosaic is evident from the cross-tabulation
of investors’ characteristics and choice of mutual funds exhibited in table IV-5.
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Among all men purchasers, the search for a hedge against inflation and the
possibility of sharing in the gains from economic growth drew the heaviest
response by a slight margin; but the gap was largest for men who acquired
regular accounts. While professional management and portfolio diversification
were also in the front ranks of reasons reported, the frequency of selection was
heaviest for contractual plan buyers. It should also be noted that the pull of
discipline in saving was relatively weaker for men than for women who opened
contractual plans. For women in general, the reason for choosing funds were
quite diffuse, but a minor concentration is evident. A below-average proportion
of women regular account buyers was attracted to funds on the assumption that
they provided a hedge against inflation. On the other hand, a slightly above-
average percentage of women contractual planholders opened accounts to bene-
fit from a rise in stock prices; an even larger proportion thought they discerned a
way to enhance disciplining in saving.

Married respondents, far more than widowed or single persons, seem fo have
selected mutual funds with a view toward capital appreciation. While two-
thirds of regular account purchasers were married, three-quarters of them re-
ported their decision was affected by expectation of capital gains. More than
four-fifths of married contractual plan investors attributed some influence to
such expectation, although they constituted just over 70 percent of all contractual
plan investors. In contrast, widowed and single people among both classes of
purchasers deemphasized the speculative potential of mutual funds in favor of
the more conservative targets of portfolio diversification, expert supervision,
and settled saving habits.

There seems to be a modest differentiation by age of respondent among reasons
given for buying mutual funds. As mentioned above, proportionately more
young people were attracted to fund shares in anticipation of capital gains. This
was particularly true of contractual plan buyers for some of whom the prospects
of an advancing economy was a strong inducement. Moreover, as one might
expect, there was some tendency for older investors to rely on mutual funds as
a source of professional supervision and diversification of their assets. Investors
in the middle-age brackets displayed no sharply distinguished pattern in reported
reasons for choosing mutual funds.

The linkage between different levels of education and particular inducements
to buy mutual funds is clearly demonstrated. The more sparkling incentives
with an aura of speculation were emphasized rather heavily by investors with
college and postgraduate education. The frequency was especially marked among
contractual planholders. In this group, persons with some college training
accounted for just over one-quarter of the total respondents; however, about
one-half of them cited economic growth and hedge against inflation as motives
for purchasing funds. Roughly the same proportion of college-educated regular
account purchasers identified those two motives and also added the hope of
benefiting from a rise in stock prices; yet, they represented under two-fifths of
regular account investors. A similar pattern was evident among investors who
pursued postgraduate studies. At the lower ends of the educational scale, there
was an equally marked tendency to relate purchase decisions to less glamorous
attractions. Discipline in saving was mentioned by approximately half of regular
and contractual plan buyers; this rate was well above average for regular
accounts but only slightly above average for contractual planholders. Profes-
sional management also received a relatively high proportion of citations.

A similar pattern is traceable among investors classified on the basis of occupa-
tion. Professional and executive jobholders who bought regular accounts re-
ported the hedge against inflation motive at a frequency about one and one-third
times their percentage representation among all regular purchasers. For con-
tractual planholders in the same occupational categories, the corresponding
figure was one and one-half times. Diversification and professional manage-
ment were also especially above average for regular account investors, but this
was not the case for those entering contractual plans. Among the self-employed
respondents, no clear delineation appeared in the factors affecting choices.
Investors engaged in nonprofessional occupations cited a rather wide scattering
of motives, and the frequencies in each category were relatively low. However,
the relative bias in favor of conservative, rather than speculative, aims is
discernible.

The dispribution of respondents by income class and investment motive is also
el.lara.ctenzed by a modestly optimistic view of capital gains among middle and
high income groups and its absence among those with low incomes. For example,
both regular and contractual plan buyers in the lowest income bracket stressed
only the hope of becoming more disciplined savers, and the more sophisticated
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motives relating to capital gains were scarcely mentioned. On the other hand,
for regular respondents in the middle income ranges, the frequency expecting to
benefit from a rise in stock prices or from economic growth was about 50 per-
cent above average; the proportion seeking a hedge against inflation was approxi-
mately one-third above the average ratio. Contractual planholders in the same
income ranges cited these motives to a somewhat lesser extent, but here also
there was more than average concern with capital gains. In high income brack-
ets, there seemed to be some interest in acquiring mutual funds as a hedge
against inflation, but the pursuit of other aspects of capital gains was less
evident. . .

The correspondence between investors’ motives in fund purcha§es and their
financial planning in general is somewhat meager. However, a plgh degree of
consistency is implied in a few categories. These are shown in the pattern
of asset ownership in table IV-5. .

Overall, those investors who were attracted to funds because of professional
management reported the previous acquisition of financial assets at about the
same frequencies indicated by all investors in the survey. In contrast, among
contractual plan buyers who specified some variant of the capital gains motive,
the percentage who already owned mutual funds was from one and one-third
to one and one-half times that for all contractual plan investors. The relative
ownership of other corporate stock was twice as large. The frequency of gov-
ernment bondholdings in this group was below average—except for the un-
expected case of those seeking a hedge against inflation. Among regular ac-
count purchasers, with an eye on capital gains, there was also some ev1dencg of
equity investment prior to the survey. Those expecting a rise in stock prices
reported the ownership of corporate stock with above-average frequency; how-
ever, reports of mutual fund holdings were about equal to their proportion
among all such owners. Investors with somewhat more conservative motives
who owned government and other bonds and real estate represented about
the same proportions of these groups among all respondents.

3. Choice of mutual funds by sellers of other corporate stock.—As mentioned
in section III, a substantial proportion of investors switched from other corpo-
rate stock into mutual funds. Proceeds from such sales were used in 13 percent
of all regular account purchases, or two-thirds of the transactions financed by
the sale of assets already owned. (But, as noted below, some 16 percent of
those who redeemed regular account, mutual fund holdings used the proceeds
to acquire other corporate stocks.) The median transaction by those doing
the switching was between $2,000 and $5,000, compared with under $1,000
for regular account buyers as a group. However, about 80 percent of those
selling corporate stock said they still owned such stock: thus, only one-fifth
of those who held corporate stock switched from these assets entirely.

Since these sales represent a clear preference for mutual funds over other
corporate stock, the investors making the switch were looked at somewhat more
closely. (Only regular account buyers were considered because there were so
few switches among contractual planholders.) The aim was to appraise the
characteristics, objectives, and motivations of these sellers compared with
regular account buyers as a group. Some thought was also given to the possi-
bility that these switches may have been related to the sizable decline in general
stock prices in May 1962. (The comparisons are shown in table IV-6, pp.
25-27.)

A far smaller proportion of those who sold corporate stock (one-fifth) than
regular buyers in general (one-half) initiated the purchase of fund shares.
On the other hand, the sales representative took the lead in three-fifths of the
transactions involving sales, compared with less than one-third of all regular
accounts. Moreover, among investors making the switch in June, salesmen
initiated the purchase of mutual funds in three-quarters of the cases; they
did so in half the shifts which occurred in the March-April period.

The choice of a particular mutual fund originated with brokers or sales
representatives in over three-fifths of the cases. This proportion was nearly
twice that for all regular account respondents. Only 15 percent of the sellers.
against 30 percent of regular purchasers taken together, decided to buy a
particular fund on the basis of their own appraisal. This heavy reliance on
the sales representative was, for many investors who switched into mutual
funds, another transaction in a continuing customer-client relationship. About
two-thirds of those who sold corporate stock and purchased mutual funds had
previously bought other types of securities from the same salesman. This was
true for only one-quarter of all regular account investors.
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Moreover, in more than half the cases (versus one-third for regular buyers
as a group), those selling corporate stock to buy mutual funds transacted their
business through members firms of the New York Stock HExchange. Another
10 percent dealt with members of other exchanges. In only 6 percent of the
cases involving switching were the transactions handled by dealers specializing
in mutual funds, whereas firms in the latter category handled 23 percent of all
regular account purchases.

Because sales intermediaries played such a significant role in the decision
to sell corporate stock and buy mutual funds, some attention was given to the
sort of considerations which may have been involved. The first task was to
examine investors’ objectives and the influences on their investment decisions.
A few substantial variations are evident when those selling corporate stock
are compared with all regular account buyers. Provision for retirement was
a popular target for both groups, but it was far in the lead for the sellers—
more than twice the next most popular goal. In contrast, general savings (which
was almost equal to retirement in the percentage of all regular purchasers re-
porting it) was mentioned by less than one-fifth of those selling corporate stock.
This pattern of objectives is not unexpected in view of the relatively advanced
age of sellers and high proportion of widows among them.

The factors and influences inducing sellers and all regular purchasers to ac-
quire mutual funds also diverge in a few important cases. Overall, investors
in both groups assigned about the same relative weight to factors such as pro-
fessional investment management, diversification of assets, higher return on
investment, the expectation of benefiting from a rise in stock prices, and the
prospect that mutual funds may provide a hedge against inflation. However,
among those selling corporate stock the search for disciplining in saving was
important for only about half the buyers who bought mutual funds for this
purpose. On the other hand, the proportion of sellers who reported they shifted
into funds to protect capital was one and one-half times that for regular ac-
count investors considered collectively. Finally, about one-quarter of the sellers,
compared with more than one-third of all regular purchases, thought mutual
funds would enable them to benefit from economic growth.

Given these objectives and motivations of investors who switched into mu-
tual funds, an effort was made to see whether they could be traced to the sales-
men who played such an important role in this set of transactions. As ex-
plained in detail in section VII, investors who met with sales representatives
were asked which items, included in a list of statements salesmen may have
made during the sales presentation, influenced their decision to buy mutual
funds. Without going into the general responses at this point, it may be men-
tioned that a few noticeable differences are evident between those who sold cor-
porate stock and regular account investors as a group. About one-third of the
sellers, compared with one-quarter of the entire set of regular account buyers,
said salesmen’s statement that mutual funds provided professional investment
management affected their decision. Reported statements suggesting fund shares
were safe and like savings accounts were listed by one-quarter of the sellers; the
corresponding proportions were one-fifth and one-seventh, respectively, for all
regular purchasers.

But, in spite of the relatively greater contact the sellers had with salesmen,
they apparently did not gain greater understanding of mutual funds. In fact,
in terms of the knowledge criteria explained in detail in section X, they seem
to know much less about this subject than regular buyers as a group. This
is especially true of most of the older women (mainly widows) who were so
prominent among those making the switch.

In order to appraise the influence on investors’ decisions of the drop in stock
prices in May 1962, those who purchased in the early period (March-April)
were separated from those who purchased in the later period (June). A separate
tabulation was made of the two sets of responses to questions relating to in-
vestors’ objectives and factors influencing the choice of mutual funds. On the
whole, there was no important distinction between the investment objectives of
the early and late purchasers—except a slightly larger percentage of buyers
were seeking higher current income in the March-April period.

On the other hand, a rather sharp distinction was evident when the replies
were analyzed by factors which partly induced investors to acquire shares.
Among all sellers of corporate stock, about three-fifths reported professional
investment management, and just under one-bhalf reported diversification of
assets as affecting their decisions. Both proportions were essentially the same
as for all regular account buyers. However, two-thirds of those citing pro-
fessional management were among the early purchasers and only one-third
among those who bought after the sharp decline in stock prices. Similarly, the
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early-late division for those citing diversification was 60 percent to 40 percent.
These divergencies stand out rather clearly against the almost identical early-
late distribution of transactions for the selling group as a unit and for all regu-
lar account buyers: the respective divisions were 53 percent to 47 percent and
55 percent to 45 percent. A few sold corporate stock and acquired mutual funds
in the later period with the expectation of a higher rate of return on investment;
none reported this aim in the early months. Finally, the protection of capital
was a motivation for a slightly higher proportion of those switched to fund
shares in June compared with March-April.

Those who sold corporate stock to switch into mutual funds were, as a group
about as optimistic about the future performance of funds as were all regular
account purchasers. However, in the light of comments made in the interviews,
apparently the downtrend in market prices in May 1962, evidently dampened
somewhat the sellers’ expectations about the prospects for the stock market in
general. But it seems to have had less effect on their belief that a professional
management group, controlling a diversified portfolio, might produce exceptional
benefits in the future. 'The general pattern of expectations held by investors
in the survey is examined in detail in section XI and need not be explored here.

However, in passing it might be noted that essentially no difference was evi-
dent in the level of expectations of all regular investors (which was generally
high) concerning management performance among those who purchased before
or after the market decline. Among sellers, on the other hand, a sharp di-
chotomy was evident. Ounly one-fifth of those who switched in the early period
expected their fund to perform better during the next 10 years or so than it did
in a similar period in the recent past. Yet, one-third thought funds would
perform better than the stock market as a whole. In the later period, almost the
exact opposite pattern of expectations was observable among those switching
from corporate stock into mutual funds: two-fifths expected funds to improve
their performance while one-fifth expected them to fall short of the market.

In conclusion, the above analysis suggests that, after the market decline, a
fairly sizable proportion of regular account investors became somewhat pessi-
mistic about the outlook for corporate stocks and decided (a substantial num-
ber with the help of fund salesmen) to shift some of their assets into mutual
funds. In so doing some of them may have been motivated, at least partly, by
unsatisfactory experiences with corporate stock. $Still others may have decided
to realize capital gains on the stock sold. Moreover, the acquisition of mutual
funds may have reflected a search for defensive issues to hold during a declining
market. But, whatever the specific motivation underlying the decision, it seems
evident that a considerable proportion of regular account investors decided (or
were advised) to switch into fund shares because they expected professional
management in mutual funds to yield benefits superior to what they could
have acquired by retaining the corporate stock they sold.

ArPENDIX XI-A: TABLE IV-6.—Sellers of other corporate stock compared with
all regular account respondents

[Percentage distribution]

. Corporate All regular
Type of information stock account
. sellers respondents
Size of purchase:
Less than $50. o oo e e e 0 7
50 00 $00. e o e e m 0 5
100 60 $109. e 0 6
8200 0 $409. e mmem 6 16
$500 to $999_.____ 12 18
$1,000 to $1,999__ 26 16
$2,000 to $4,999__ 26 16
85,0000 $9,999 e e e eeee 18 10
$10,000 0 $19,999_ . o e e 6 !
$20,000 t0 $49,999 e 6 2
Period of purchase:
March- A pril 1962, - e 53 55
JUNe 1962.. . oo e e 47 45
Investor objectives:
General SAVINg _ . . e 18 41
Provide for retirement.____________ . 53 45
Children’s college education. _______ e 12 16
Accumulate an eState . e e eeeeem 24 26
Current INCOMIe. - e 24 20
Purchase business orhome.. .. ____ . 0 1
Other 0bjectives. .o e e 0 5

(Continued)
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APPENDIX XI-A : TABLE IV-6.—Sellers of other corporate stock compared with all

regular account respondents—Continued

{Percentage distribution]

Corporate All regular
Type of information stock account
sellers respondents
Factors affecting choice of funds:
Benefit from professional management...._.. 59 57
Benefit from diversification__... o ooooaoaooas 44 48
Benefit from economic growth______ . ocoeoo_. 24 35
Hedge against inflation_____.._..._.._. - - 21 21
Benefit from rise in stock prices .. .ocoeooooo 18 17
Discipline in saving _ . occaaees 6 11
Protection of capital _.. oo 18 13
Higher return on investment - 9 8
Otherreasons. .o ceeeun e ————- 12 7
Initiation of purchase:
Respondent._.______ e 20 20
Sales representative. . ___ —- 62 30
Friend orrelative. - oo L. 9 14
Some other person._..._._.. .- 0 1
NOANSWer - o eeccecmccccomccccmcecmeeaeea - 9 5
Most important influence on choice of particular fund:
Broker or sales representative._____._ - ——— 62 34
Advertising or sales literature__. - 0 5
Independent appraisal fcemmmmmm—maa ] 15 30
Friend orrelative_ - oo meeeeeee J_— 17 22
Business ad viser. - —— 0 3
Other influence_.._.___ — ——- 3 5
Noanswer_..____ — 3 i
Investor characteristics:
Sex:
Male..___. - - 53 59
Female___. ——— 47 41
Marital status:
Married. oo oo 59 67
Widowed oo 29 17
SiNgle . e 12 15
ge:
Under 30. o oo o eemccceeee 3 5
B0 80 39 o cemicceeee - 24 19
408049 e 9 24
50 to 59_ - - - 18 21
60t064. e ecaceee ——— _— 12 10
65 and over...... meecmemcceaaa—a- 35 20
Education:
Elementary school. . - - - 15 10
High school . o v v oo eeraee 24 35
College oo e 50 38
Postgraduate_ ... 12 15
Noanswer_ .o cocomcomees 0 2
Occupation:
Professional and executive. —— - 29 32
Self-employed . ____.._._._ 6 11
Nonprofessional. - - - - 21 30
Retired ... e ————— 21 12
Other_ . ________ - 24 15
Income:
Under $5,000_ - 18 19
$5,000t0 $9,999_ . - R 29 31
$10,000 t0 $14,999 oo 18 18
$15,000 to $24,999. .. emmmmmmcecean — 12 18
$25,000 t0 $49,990 e 9 6
$50,000 and over 3 1
N O AN W o o e e e e e oo 12 7
Assets owned:
Other mutual funds_ . - 41 36
Other corporate stock__.._._..______ 80 57
Government bonds__...__.. R - 56 51
Other bonds. . oo - - 15 15
Savings accounts.___ — - 94 92
Realestate. ..o - 35 28
Life insurance coverage:
oNe. ..o - - 32 14
Covered. ... - 68 86
Face amount:
Less than $5,000- . ..___._..._. - 18 21
$5,000 t0 $9,999___ ... . 9 13
$10,000 to $14,999 . - 15 11
$15,000 t0 $24,999. . ______._ 12 10
$25,000 to $49,999. - 3 11
Over $60,000. - - oo w oo e — 12 15
None ornoanswer. . .___.___________ 0 19
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PArT II. THE ROLE OF MUTUAL FUND SALES REPRESENTATIVES
V. INVESTOR CONTACT WITH SALES REPRESENTATIVES

A. Methods of distributing mutual funds

The distribution of mutual fund shares takes several basic forms. The pri-
mary technique of distributing regular accounts is through principal under-
writers who sell to independent broker-dealers. About three-quarters of the
funds in the survey chiefly rely on independent broker-dealers. Just over 10
percent distribute directly through fund-controlled selling organizations, and
the rest sell by mail. The relative importance of each kind of arrangement among
funds in the sample is virtually identical with that for the industry as a whole.

One-quarter of the firms in the survey which sponsor contractual plans offer
them primarily through sponsor-controlled selling organizations. Somewhat
over one-third rely mainly on independent broker-dealers, and more than
two-fifths use a combination of controlled selling arrangements and independent
broker-dealers. Furthermore, a substantial proportion of the independent
broker-dealers handling contractual plans specialize in the distribution of mutual
funds rather than in issues traded generally in the securities market.

Later in this section, an attempt is made to trace differences in the extent of
regular account investors’ contact with sales representatives by focusing on the
type of dealer handling the transaction. For this purpose, dealers have been
classified under four headings, of which the first three consist of firms doing
a general securities business: (1) All member firms of the New York Stock
Exchange (NYSE), regardless of their membership in other exchanges; (2)
members of exchanges other than NYSE; (3) members of the National Asso-
ciation of Securities Dealers (NASD) who are not members of any exchange and
do not not specialize in mutual funds; and (4) NASD member firms specializing
in the distribution of mutual funds.

For 80 percent of regular accounts in the survey, the identity of the dealers
who distributed the shares was known. Member firms of the New York Stock
Exchange handled one-third of the transactions. Members of other exchanges
accounted for 5 percent, and nonexchange members of NASD who do not spe-
cialize in mutual funds were responsible for 6 percent. Member firms of NASD
specializing in mutual fund shares handled 23 percent, and 13 percent of the
regular purchases were by mail.*

B. Characteristics of sales representatives

For the purpose of analyzing the activities of sales representatives, it would
be helpful to classify them under a number of headings: (1) In terms of the
kind of organization they represent, e.g., as affiliated with a general securities’
dealer or specialized mutual fund selling organization; (2) in terms of employ-
ment status, e.g., as employed full or part time; and (3) in terms of their rela-
tionship to buyers, e.g., close friends or relatives, or as neither.

Since the survey focused on the mutual fund investor, only rough impressions
were obtained about the sales representative or his organization. The impres-
sions about the sales representative are based primarily on information obtained
in the personal interviews. Al respondents (including those who answered the
mail questionnaires) were asked: “How would you describe the person you
dealt with when you made your purchase—was he a salesman, broker, dealer,
customer’s representative?’ The respondent’s own description was recorded.
However, in the personal interview survey, interviewers were instructed to in-
quire further to determine, as far as possible, the sales representative’s employ-
ment status and his relation to the respondent. The outcome was somewhat
mixed. Respondents generally had only vague notions about the occupation
and employment status of the person who handled the transaction. On the
other hand, purchasers were able to provide a better indication of their per-
sonal relationship to the salesman.

Thus, while it is impossible fo characterize the sales representative with
precision, a rough sketch can be drawn from several pieces of information. In
a number of cases, especially with respect to regular accounts, it is clear that
the transaction occurred in the office of a general broker-dealer firm -as usually

11 Virtually all of the mail purchases were accounted for by no-load funds. As explained
in app. I, the 3 largest no-load funds were selected for inclusion among the 28 funds in the
survey in order to provide enough responses in this category to permit significant sub-
classifications and comparisons. The effect of this selection is to give greater weight to
mail purchases in the survey than they actually have in the industry.
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defined in the securities’ industry. The salesman in these cases was probably
a registered representative as defined by the National Association of Securities
Dealers. It is also clear, especially with respect to contractual plans, that
a considerable proportion of the transactions occurred in the investors’ homes
or places of employment; a fairly large percentage of these transactions prob-
ably involved sales representatives—many of them working on a part-time
basis—whose sole concern with securities was the distribution of mutual funds.
In this study, the term ‘“sales representative” refers to persons in both of these
capacities.

Sales representatives could influence the decision to buy mutual funds at
two stages: (1) the initiation of the transaction and (2) the choice of a par-
ticular fund. It should be noted that the concept of “initiation” in the present
context lacks precision, and therefore permits differences of interpretation by
respondents. In addition, some investors may have a tendency to enhance their
role in the transaction. On balance, salesmen appear to have been far more
important in the investment decisions of contractual plan buyers than in the
decisions of regular account purchasers. Sales representatives reportedly ini-
tiated half of the contractual plan transactions, and in one-third of the cases
they were identified as the most important influence in the choice of the particular
fund. One-third of regular account investors assigned the strategic role to
salesmen in each phase of the investment decision. Half of regular account
buyers indicated that they took the initiative, and one-third said they selected
their own fund. Two-fifths of contractual plan investors took the first step,
and less than one-fifth chose their own funds. Furthermore, well over two-fifths
of contractual plan buyers (compared with one-seventh of regular purchasers)
reported the advice of friends and relatives as the most important influence on
the choice of the particular fund.

As shown in table V-1, it seems that about one-fifth of regular account tran-
sactions were handled by a sales representative who was also a close friend
or relative of the purchaser. For contractual plan purchasers, the salesman
appeared to be a close friend or relative in approximately one-third of the cases.
The important place of close personal relationships between buyers and sellers
has significance not only for the market structure in which mutual funds are
sold but also for the character of responses at many points in the questionnaires.
‘While respondents generally were not reluctant to discuss other aspects of their
mutual fund transactions, a considerable number apparently were reluctant
to provide interviewers with information which might reflect adversely on the
performance of the sales representative. Moreover, there is reason to believe
that this close personal relationship may have led some respondents to attribute
certain statements or actions to the sales representative on the assumption
that such statements or actions were required by securities regulations. This
point should be kept in mind when interpreting answers concerning statements
allegedly made by the sales representative during his presentation.

ArPENDIX XI-A : TaABLE V-1.—Relationship of sales representatives to
respondents as inferred in personal interviews

[Percentage distribution]

Regular Contractual
Relation to respondent acconts plans
Close friend . . e e 17 30
Relative. . ___________ 3 5
Neither ahove 33 35
No answer or don’t know 47 30
MO ] e e e e e eem 100 100

C. Meetings with sales representatives

About one-quarter of regular purchasers reported no meetings with the sales
representative, but virtually all contractual plan buyers reported that such

meetings did occur. (See table V-2.)
different pattern of contact with the sales representative.

A number of factors may explain this
For regular accounts,

it may imply that orders were given over the telephone, respondents relied on
business advisers, and it may reflect the important role of the traditional broker-

dealer firm in selling regular accounts.
closely at a later point in this section.

These possibilities are examined more
Greater contact between contractual plan





