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1 write a5 8. 55-yoar. veteran of the mutus! fund industry, founder. of Vanguard, and former
chief exccutive of Wellington Mansgement Company. (1967-1974) and of Vanguard (1974-
1996), 1 think it’s fair to say that few; if any, individuajs heve both a comparsble amount of
experience in the industry and. 8 consistent recasd of working to bring it to ifs full potential of
servige to investars. I've given literally bundreds of speeches on the subject of building & better
fund industry, snd written five books as well, most of which have been best-sellers. (I want to be
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' -andmdmry But, my over-tiding concern is that funds are operated largely in the interests of

MWMQMme interestof their sharchoklers. To begin to redress
that imbalance; J am strongly.in.favar of reguiring the chairman of the fund board of directors to
be. independent of the management company.

I slso endorse the requirement that at least 75 percent of the board be independent directors,
However, sinve an executive of an investment advisor who serves as s fund director has »
profound and direct conflict of intorest that cannot be simply disclosed away, [ continue to
believe that 100 percent of the board should be independent. The charter that we crested for
Vanguard in 1975,.in fact peohibits representutives, of any adyiser to 8 Vanguard fund from
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Mymsonfwendmmg the mdapmtchmmanmlebegmsw:ﬂ:thwpamphraseoﬂhe
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others.™ | ~|ﬂmipbzsamply lgnoredm‘ oday's Indusiry, dominated 85 T 15 b ‘Mtﬁuanclal
cohglomerstes-asd publicly-owned firms; in business, tnith- told, 10 earn & return on their own
capital rather than'a return.on-the capital of their mutwal fund investors.

The dat. overwhelmingly show that the more that managers as a group take, the less that
fund shargholders as a group make. What was, when I joined this industry in 1951, an investment
pmfamm&mlbmﬁabnmshwmammmwﬂhm(mdm
few at that) of 3 profession. ‘That change has ill-served find mvestors. . ey

Redressing this imbalancé should be at the very top of the Commission’s mutual fund
agends. Riquiring an independeist chairman is o highly appropriate first step along the long road
that ymist &t lest place the fund sharehblder in the driver’s. seat of mutual fund govemance: This is
not & complex ornovel’ goveérnance structiare. ltmammﬁmmof&nmdforﬂw
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Fedmﬁmmmmdum&tthewfam on.-of powers ‘is the key essential of sound
govemment and ‘of sound gbvernance alike. Wmmﬂfmmmmpmy
wwMMmmuwwldhm

: B 1T T S P e T

Butnuueesmy Fbrh&egwmnfmumﬂmmy.thmwlmh 1fany
sepuwmofpmn. Powet is coaceritrated in' the hands of the management company, subject
only t0:a largely illusory system of checks and balances. While fund boards have the uitimate
power to slash advisory fees, terminate contracts with managers and distributors, and refuse to
serve o the boards' of new: funds created. to'meet the. evenestent needs of the inwvestor
markeipisce, such: sctions are virtually: without precedent. (The formation of Vanguard:was a
notable ‘exception.) Interestingly, even afier the market timing scandals, none of these actions
were taken by the boards of the affected funds.

4 Booonabh R T 0 SRR AT R Lol e P

A i-.,'.jf N IR AL TR S PR ST LT R I [RERTE TR SIS VRPN P

! The Intier past of the phrase is & direct quotation from the Commission’s unenimous opinion in its Vangusrd
m:u-(rmzs,mz).wmwmemmm mﬂmlmmﬁma :inslepcmtwe t!m
bluntly asserted the Act's underlying principle. - :
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Even when. 3 mansgement company executive does not chair the board (a change that
arose, 1 believe, only. when executives of banks and. brokers were not permitted to hold the
position), the management company remains in the driver's seat.. The company performs all of
the fund's essential fimctions (upder 8;unilateral contract drawn before the fund existed and
before the directors were even chosen). It typ:cally supphestheﬁmd sofﬁcem. It controls the
mformhonpmuded;qthe{undsdsrem SERTRNNIT S _ :
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be an easy systems to change. But I know of no betier. first step than to require that the chairman
of the mutual fund board.of directors be.an independent director, whose fiduciary duty runs, not
totwomamn(mmdmdthemmwwmﬂbmmmﬁym(mwmﬂ)
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Ofmse,theresnosohdstmsncaicwdemthatsuchacmcwwid,mmdof:tself
makeadzm Bt sometimes common sensg fells us what stavistics canngt. For example,
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their attestation clients in. 1998, na one could paint.to a “smoking gun” that clearly evidenced the
existence of s problem: So. the necessary reforma fhiled to.be adopted. But then, of course, came
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instances,. the. problems occurred under independent chairmen; in others the chairman was a
management company representative.} The smoking gun, as it were, was the obvious fact that
furnds were heing opemsted with. the interests of managers and distributors taking precedence over
themtmmot{mdshmdm Jtmhmhmwmﬂwmmwmmmbmeﬁﬁ
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shareholders.® The study is badly flawed.

. Ti includes only close A shares of funds, ignoring initial sales loads and the 12b-1
deferred sales loads on the B, C, eto. shares, Asamu!t,thcavetagaﬂmddoesnot
rank, as it should, in the 50th;percentile. It ranks in the 58® percentile, our
industry's own Lake Wobegon.
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? Defining bis position, E¢ward C. Jolinson, 1T}, chairman both of Fidelity, ud the Fidolity fimds, has stated that
“when there. agp icebeargs in the area, § dop't wat to be.on a ship without twa captaing.” Myopically, be fails o
memmaummmm—mmmmmwwmwm
its own distinctcourse.: . ..
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. Some of the poorer performing fund groups are counted as having independent
chairmen when they adopted this structure very Jate in the ten-year period (1993-
2003) coversd by the study. Properly placed i the affiliated chairman slot, the
study would look quite different.

e  What the study did clearly show is that funds run by banks, brokerages, and
financial conglomerates (49* percentile, well below that peculiar 58® percentile
norm) delivered distinctly poorer returns than funds that were managed by private
companies (70 percentiie). These giant marketing companies are the embodiment
of the conflict of interest that exists when the name of the game is gathering
enormous asset bases, which generate huge profits o the managers, all the while
disadvantaging shareholders.

With & proposal that’s generated so much controversy regarding cost, value, and
economic impact, I make so bold as to offer a compromise solution that I hope the Commission
will consider: Require an independent chairman solely for giant complexes overseeing scores of
funds (let’s call them “business™ enterprizes). Exempt from the mile smail fund groups offering a
limited range of funds (let’s call them “professionsl” enterprises). Where to draw the line? Of
course it will be arbitrary. But perhaps the latter would include management firms that are (a)
privately-held, without either public or conglomerate ownership; (b) managing less than, say, $50
billion in assets; end (c) overseeing fewer than 12 individual funds.* If that policy failed to
mitigate the conflicts of interest that exist in mutual fund management today, we could revisit the
issne based on experience. A

The fund industry urgently needs to refocus its activities on management, not marketing;
on profits to fund shareholders, not profits to fmd managers. That is what a plain reading of the
Investment Company Act of 1940 requires, and separation of the powers of governance among
fund owners, fund investors, and fund managers should be the goal of public policy. 1usge the
Coramisgion to press aa with the adoption of an independent chairman rule, either in its totality,

or in the modified form suggested above.
Sincerel
.z C. Bogle

.8, Please incorporate by reference my esrlier comments dated May 25, 2004 File §7.03.04.

* I'm tempted, tongue-in-choek, to add, (d) any fund complex where a majority of independent direciors are unshie to
pame cach of the funds he or she serves as divector, However, 1 can’t imagine 8 single ditector or i

consultant of & major fund complex who could pass this test. That fefls us something imporrant! By the way, in such
cuses, I'd also require a separate fund steff to provide objective information 1o the board.
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