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Swemmary Of The NASD Sutudy
Measuring The Impact On The Securities Business
Of SEC Mutual Fund Recommendations

Introduction

The 3,600 members of the Natonal Associrtion of Securities Dlealers will suffer a drastic loss
of income and 2 great many firms may be forced to leave the business should the proposals of the
Securities zud Exchange Commission, legislative and otherwise, reluing 10 open-end investment
companies {mutual funds), actually rake effect.

Moreover, it appears that thére could be significant reductions in the profitability of the come
paratively small mutusl fund trassaction so that large nombers of potential investors may o fonger
have this impormar investment medivm brought to their attention. Szlesmen whe now find it worth-
while ® seek out investors with modest means, to the point that the average mutual fund shase
purchase soday is $1,240, may no longer he ahle ro afford ta offer this agique type of secarity to those
investors who perhaps need it the most

These are the basic findings of a study authorized by the Board of Goversors in Jamuary, 1967,
10 determine the probable economic comsequences of the SEC proposals.

The Commission originally proposed alterations in all essential elements of mutual fund manage-
ment and distribution. The NASD study was confined to those areas in which the Association is most
istimately involved; the varivus propasals affecting distribution,

These were {1} thas sales charges be reduced by approximately 40 percent or to abous § pervent
of net asses value; (23 thar the tradidonal systern of reciprocity be substantially altered by elimina-
tion of customer-directed giveups {or commission sharing} on investment company portfolio trans.
sctians; (3) that the so-called fronvend load on periodic payment contrictual plass be elimdnated;
and {4} that the sales charge on reinvestment of income dividends be eliminated.

These recommendations obviously could have an tmportant offect oo the several clements of the
securities business that participate in them, particalarly in the light of the growth of the marusl fund
business since enuctraent of the Investment Company Act in 1940, At thae time, matual funds had
wial assets of some $450,000,000 owned by 300,000 shareholders. Today 315 miltion shareholders
bold rwotal murea! fund asews of about $37 billion.

Some 3,600 NASIH broker/dealers employ - aboue 90,000 salesmen, nearly all of whom at some
time or other sell mutual fund shares to their costomers, These firms and their salesmen are Jocused
in every state and, while mutual fund home offices traditionally have tesded to be concentraved in
relatively few major financial centers, wday there ate manmgement companies on both vossts and in
many major cities in hetween,

Thus, there is hardly a segment of the financial community that in some way wounld noc he
affected by the proposals for far-reaching changes set forth by the Commission in its repore on The
Public Policy Implivations of Investment Company Growth.”

With the authorizatios of the Board of Governoss, the consulting firm Booz-Allen Applied
Research, Inc, was rewained by the Association to draw scientifically structured sample of NASD



members from among the 2,400 member firms participating in the 1965-66 study of the OTC market.
This sample was designed in a manner to approximate the characteristics of NASD members engaged
in distributing mutual fund shares as to size of firm and type of business,

In all, 195 firms were selected to receive a questionnaire developed by a Special Study Com-
mittee in consultation with many leading persons in the business, and completed questionnaires were
received from 185 of these firms.

This questionnaire was designed to ascertain on a dollar basis as much information as seemed
reasonably possible about the overall business of each firm and its salesmen in relation to mutual
fund sales and other activities. In all cases actual 1966 income and production figures were obtained
and applied under assumption that the SEC proposals were in effect during this same period. Questions
also were asked as to amount of time expended in making sales, in servicing accounts, etc., as well
as opinions on firm profitability as result of possible implementation of the SEC proposals.

On the basis of the results of the survey, set forth in brief detail below, it is obvious that the
proposals of the Securities and Exchange Commission, if implemented, would have extremely severe
adverse economic effect on a substantial portion of the Association membership.

Survey Findings

A careful analysis of the financial information supplied by 185 NASD member firms surveyed
in connection with the Association’s Impact Study has revealed that almost one-half of those firms
that were profitable in 1966 would be thrown into a net loss position if Congress adopted the SEC’s
mutual fund proposals.

Most striking, responding firms in the sample which fell into gross income groups of under
$200,000 for 1966 would suffer aggregate losses of almost 335 percent in net income after taxes.
More than 100 firms whose gross income in 1966 was under $100,000, would experience reductions in
net income after. taxes of more than three times if all the SEC proposals were put into effect. Seven-
teen firms in the $100,000 to $200,000 gross income category would feel an even more dramatic impact
from the SEC proposals by having their net income reduced almost four times. The next category
of 41 firms in the sample, those with gross income between $200,000 and $2,500,000, would find their
net income after taxes reduced by more than half under the SEC recommendations. The largest 26
firms in the sample, those with gross income over $2,500,000, would experience net income reduc-
tions of approximately 8 percent in total.

These figures result from precise calculations made by Booz Allen, on a firm-by-firm basis
using financial data supplied for 1966. The calculations assume that no change would occur in the
volume of transactions with respect to mutual fund business, although it is very likely that lower
sales compensation would materially reduce incentives to sell mutual funds and thereby compound
the effect of the SEC proposals. -

These figures were drawn from a scientifically constructed sample representing a majority of the
NASD membership, and when expanded to the total universe, a graphic picture emerges of extreme
loss in profitability for more than half of the Association’s members and possible inability to survive
under the SEC mutual fund proposals for many other firms.

The NASD Impact Study showed that the proposed lowering of the sales charge on mutual
funds to 5 percent would have the most severe impact of any of the SEC recommendations. Taking
the sales charge alone, the reduction in net income after taxes for all firms in the sample would
amount to $3,630,000 or 22.7 percent. This aggregate figure masks the fact that the impact would
be much more severe on the firms relying heavily on mutual fund business, which are generally the
smaller firms.

Taking the proposed elimination of reciprocal give-ups alone, the NASD Impact Study showed
that 172 firms out of 185 would suffer loss of income. Most important, however, is the simultaneous
changing of profit distribution within the industry as a result of the elimination of give-ups. Because
13 of the largest firms in the sample paid out by way of give-ups considerably more than they received
from this source, the elimination of give-ups would substantially shift profits from the smaller and
medium size firms to the largest firms in the sample, thus further concentrating profits with the
larger organizations in the securities business. This point is illustrated in the NASD study by the



fact that in the aggregate for 185 firms included in the sample, elimination of give-ups in 1966 would
have resulted in a slight increase in net income after taxes.

As previously pointed out, the group of largest firms in the NASD survey would suffer only
an 8 percent loss in net income as a result of enactment of all SEC proposals, while the smaller firms
would have net income after taxes reduced by more than three times. Of these smaller firms operating
in the black before the SEC proposals, three-fifths would be forced from a profit to a loss position.
Thus, it is obvious that many, if not most of these firms, would be forced out of business by the SEC
proposals, and this assumption can be projected to the entire universe of NASD members from which
the sample was drawn.

As expected, the severity of the impact of all the SEC mutual fund recommendations varied
directly with the degree of a firm’s concentration in the mutual fund business. One-third of the
reporting firms fell into a group where 90 to 100 percent of their business was concentrated in
mutual funds. For this group the degree of loss in net income after taxes would have amounted to
240 percent, and one-third of the total reduction in net income after taxes for all firms would have
been borne by those in this high mutual fund concentration category.

The Impact Study showed that firms whose mutual fund activities accounted for 30 to 50 pet-
cent of their business would experience an 85 percent reduction in income under the SEC proposals.
Firms whose mutual fund concentration was 50 to 70 percent would experience a 149 percent reduction
in income. In other words, firms whose mutual fund business accounted for half or more of their
total business would in the aggregate be thrown from a profitable position into a loss situation.
Obviously these are the firms who are least able to stand such drastic reductions in income. Of the
78 firms whose net income after taxes would have been reduced by more than 100 percent, 43 fell
into the class showing the greatest degree of concentration in mutual fund business.

One interesting fact disclosed by the survey is the contrast between the reduction of 3.3 percent
in the aggregate that would be felt by the 24 firms that hold membership in the New York Stock
Exchange, the American Stock Exchange and other stock exchanges, and the 126 percent loss that
would be suffered by the 118 firms that held no exchange memberships. This latter group accounted
for nearly two-thirds of the number of reporting firms in the sample. Nearly three-fourths of the
total reduction in net income would be borne by non-New York Stock Exchange members. In part,
these contrasts arise from the net flow of give-up payments from diversified firms to those heavily
concentrated in mutual fund distribution. Of the 78 firms that would have suffered more than a
100 percent reduction in net income, 62 held no exchange membership. On the other hand, two
of these firms held memberships in the New York Stock Exchange, American Stock Exchange and
other exchanges.

The Impact Study illustrated that largely because of give-up flow the group of firms located
in New York City would have benefitted from a slight increase in net income after taxes if all
of the SEC mutual fund recommendations had been in effect for 1966. However, the group of 34
firms having their main offices located in the next ten largest cities would have had their total net
income after taxes reduced by slightly more than one-fourth. Firms in other locations, accounting
for about two-thirds of all reporting members, would have had their total net income nearly cut
in half by the SEC proposals. Of the 78 firms that would have suffered reductions in net income
of 100 percent or more, 62 are not located in New York City or even in the next ten largest cities.

While the foregoing summary discussion relates to the effect that the SEC proposals would have
on the profit of firms, equally important is the economic impact that would be absorbed by regis-
tered representatives.

The Impact Study indicated that overall 64 percent of the full-time, non-management registered
representatives with member firms in the sample earned less than $15,000 in 1966; and 77 percent
earned less than $20,000 during the year.

The income of such full-time registered representatives employed by medium and smaller firms
is even more modest. Eighty-two percent of such registered representatives with firms whose total
gross income falls between $200,000 and $2,500,000 earned less than $15,000 in 1966 and 90 percent
of those salesmen with firms in the smaller gross income category ($100,000 to $200,000) earned
less than $15,000. The NASD study showed that registered representatives employed by firms least



dependent upon mutual fund sales generally have higher incomes than those men working for firms
specializing in mutual fund shares.

Such relationships indicate that the major impact of any reduction in mutual fund sale charges
will fall most heavily upon registered representatives least able to suffer a loss in income and survive
in the securities business.

One of the most important factors in the structure of compensation for selling mutual fund
shares is the longevity of this type of investment. The Impact Study showed that 60 percent of mutual
fund investors hold their shares for over ten years. More than one-fourth held shares from five to
ten years, and 12 percent were in the one to five year category. Less than 1.5 percent of investors
eliminated their mutual fund holding before a year had passed. These figures strongly refute any
suggestion that mutual fund shares are not purchased and held for long-term investment.

A reduction in mutual fund sales compensation will present many salesmen with the choice of
either leaving the securities business or diverting their sales efforts to other types of securities suit-
able for trading accounts. However, not all firms employing registered representatives have the
facility to shift to a general securities business and, consequently, the salesmen of these firms would
have to seek a new employer.

The level of compensation earned by registered representatives must also be related to the skill
and talents that are needed of those in the securities business. Both talent and knowledge are re-
quired for those who seek to advise and assist others in the investment of savings, and they must
undergo extensive training. Training has become a significant cost factor to employers as well as
to trainees. The present level of remuneration earned by the majority of registered representatives
is not sufficiently high to permit such a substantial reduction as forecast under the SEC proposals
without a marked deterioration in the calibre of the average registered representative meeting the
public, according to the NASD Impact Study.

* * ¥ * *

Sincerely,

o e, ol

Robert W. Haack
NASD President

Note: Quantity copies of This Special Report are
being sent to all NASD members for distri-
bution to registered representatives.



