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Your Broker is Not Your Friend
Some mutual funds (known as loaded funds) pay a sales commission to the broker selling the fund.  The commission is deducted from the client’s investment in the fund’s shares. This is how commissioned brokers make a living.  Fair enough.  It would be nice if we could stop here, but the brokerage industry complicates matters in an attempt to camouflage its fees. 

 Three different forms of camouflage are used for this exercise in concealment; A, B, and C shares.   Let’s look at one of America’s largest actively managed stock mutual funds, the American Fund’s Investment Company of America (symbol AIVSX). Shares in this broker sold fund can be sold as A, B, or C shares.

· A shares are the most common and have an up-front commission of 5.75%. An annual expense ratio of .82% is deducted from all accounts.  A “breakpoint” is reached at the $25,000 mark.   Once your investment in the fund reaches this breakpoint, further purchases are charged a front end load of 5.00%.  There are further breakpoints as shown below –

                                                                                              Front End Load

	Less than $25,000
	5.75%

	$25,000 but less than $50,000
	5.00

	$50,000 but less than $100,000
	4.50

	$100,000 but less than $250,000
	3.50

	$250,000 but less than $500,000
	2.50

	$500,000 but less than $750,000
	2.00

	$750,000 but less than $1 million
	1.50

	$1 million and above
	0.00


·  B shares were invented for people like me, who hold stocks and mutual funds for long periods of time and hate to pay front end loads.  These shares have no front–end load, but charge a “back end” load if the shares are sold in the first five years of ownership.  The amount of this back-end load declines each year.  For AIVSX, it starts at 5% in year one and disappears after year five. Class B shares convert to Class A shares after eight years.
 This sounds perfect for the buy and hold investor. Well, not quite. As usual, the devil is in the details.   Although you pay no up front fee, the broker receives a full commission at purchase, just as if you bought A shares.  The money comes from the higher annual expense ratio charged to B shares.  Instead of .82%, B share owners pay an annual expense ratio of 2.38%, an increase of 1.56%. 
 1.56% x 5 years = 7.8% more in fees than A shares in the five year holding period necessary for back end load elimination.

 1.56% x 8 years = 12.48% more in fees than A shares in the eight year holding period before B shares convert into A shares. 

Could it get any worse than this?   Well of course!  B shares have no breakpoints!!!  Let’s say you invest $100,000 in AIVSX B shares to avoid the A shares’ $3,500 front end load. You’ll pay $7,800 more in annual fees during the five year holding period necessary to avoid the back end load and $12,480 more during the eight years before they convert to A shares.   Ouch!
· C shares usually have no front or back end load, but the highest annual expense ratio. For AIVSX, the annual expense ratio rises to 2.45% and the shares never convert to A shares.   A $100,000 investment in AIVSX C shares will cost you $12,250 in annual fees during the first five years of ownership.   Many buy and hold investors are attracted to C shares because they seem to have the lowest cost.  A broker can honestly say that there is no front or back end load associated with these shares.  Ironically, these share work best for active traders who will not hold the shares long enough to pay the high ongoing expenses.
Of course, all fees are clearly spelled out in the tiny writing of the prospectus.   
The following news items appeared in March, 2005 -

· Three brokerage firms and a mutual-fund company agreed to pay fines totaling $81 million to settle allegations of improper mutual-fund sales practices. The settlements are the latest in a series of actions stemming from industry wide investigations by the Securities and Exchange Commission and the National Association of Securities Dealers. The agreement settles charges that Smith Barney failed to provide adequate information about costs associated with classes of mutual-fund shares, which resulted in clients paying more fees than necessary. Citigroup agreed with the National Association of Securities Dealers to pay a $6.25 million fine and make restitution to clients harmed by its practices. 

·  The NASD also said American Express Financial Advisors, agreed to a $13 million fine for fund sales practices, and a brokerage unit of J.P. Morgan Chase & Co. agreed to pay a $2 million fine for similar actions. Both firms also will be required to make restitution to investors. Regulators have focused on the sale of so-called B shares, which don't carry upfront sales commissions but have commissions on withdrawal that taper off over time. Although these shares can be appropriate for small investors who plan to keep their money locked up for at least several years, regulators say brokers have sold B shares to many clients who would have been better off buying so-called A shares, which offer discounts on upfront commissions for larger investments.

· Regulators also found that brokers weren't properly disclosing the costs of owning another type of fund shares, on which investors pay a flat commission for as long as the fund is owned. Because of high continuing costs, these so-called C shares can be more expensive to own than A shares unless they are held for only very short periods. The NASD said it found more than 275,000 questionable transactions at the three brokerage firms. Officials say more such cases are on the way.
Well, let’s hope that our brokers are recommending their best funds for our investment needs.  They seem like nice people, I’m sure they care about us.   After all, if they don’t treat their clients properly, they won’t make any money.

· Citigroup Global Markets Inc. agreed to pay $20 million in fines to settle civil charges by the SEC that its Smith Barney brokerage arm failed to tell clients about payments it received from 75 mutual-fund companies to tout those firms' funds. The SEC alleged that Smith Barney sold funds only from companies that agreed to make these payments.

· Separately, Putnam Investments agreed without admitting or denying wrongdoing to pay a $40 million fine to settle civil-fraud charges by the SEC that it failed to adequately disclose to investors and to its funds' board that it used trading commissions paid out of mutual-fund assets to pay brokers for touting the firm's funds. By using commissions instead of cash, the SEC said Putnam made the payments from shareholder assets instead of its own money. 
Is there a solution to this mess?  Fortunately you can exit this world of conflicting interests by avoiding commissioned brokers and making no load, low cost, index and exchange traded index funds the centerpieces of your financial holdings.  Remember, for you, there’s no difference between a cost and a loss.

Disclaimer:    The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this article should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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