Z/ﬂ -er\? PO Box 4333

Houston, TX 77210-4333
11 Greenway Plaza, Suite 100

' | Houston, TX 77046-1173
AIM %(@\N\Q@\ 1K 713 626 1919

INVESTMENTS )
%\;\' B WS% ~ AIMAdvisors, Inc.
June 7, 2004
RECEIVED BY THE BRANCH OF DOCUMENT 7
CONTRDO
VIA CERTIFIED MAIL/RRR
SEP 7 2004
Securities and Exchange Commission i
450 Fifth Street FROM,
Washington, D.C. 20549 BY 7 W’ P
7 7

Re: Filing Pursuant to Section 33 of the Investment Company Act of 1940 by A TM Advisors, Inc. (1940
Act Registration No. 801-12313)

Ladies and Gentlemen:
Pursuant to Section 33 of the Investment Company Act of 1940, we hereby file on behalf of A IM Advisors,

Inc., an investment adviser, two copies of Memorandum and Authorities in Support of Plaintiff’s Opposition to
Defendants” Motion to Dismiss in Lawrence Zucker, et al. v. A I M Advisors Inc.

el T

ce: Mr. Robert B. Pike, SEC - Fort Worth
Mr. James Perry, SEC - Fort Worth

PROCESSER
SEP 0.9

THOMSO
NANCIA[LV

S:\sriLitigatiom\Zucker v AIM\CornL-060704SEC.doc
060704 (1) vxv



ﬁ:!!r e ]

Boutdreaux, LeonardgHamm rax: /1$/5/01/8 JUn &4 Zuuy 1ein rF.nJg

IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

: -X
LAWRENCE ZUCKER, On behalf of
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| Plaintiff,
-against-

- : Civil Action No. H-03-5653

- AIM ADVISORS, INC,, BOBR. BAKER, : ‘ |

JAMES T, BUNCH, GERALD J. LEWIS, :

'LARRY SOLL, FRANK S. BAYLEY, :

BRUCE L. CROCKETT, ALBERTR.

DOWDEN, EDWARD K. DUNN JR.,
- JACK M. FIELDS, CARL FRISCHLING,
- PREMA MATHAI-DAVIS, LEWIS F. :

PENNOCK, RUTH H. QUIGLEY, LOUIS :

S.SKLAR, ROBERT H. GRAHAM and

MARK H. WILLIAMSON,

Defendants,

AIM INVESTMENT SECURITIES
FUND and AIM GROWTH SERIES,

Nominz! Defendants :
——vwe . X

MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF
PLAINTIFF’S OPPOSITION TO DEFENDANTS’ MOTION TQ DISMISS
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

X

LAWRENCE ZUCKER, On behalf of
AIM Small Cap Growth Fund/A, AIM
Small Cap Growth Fund/B, AIM Small
Cap Growth Fund/C and AIM Limited
Maturity Treasury Fund/A,

Plaintiff,
-against- -

Civil Action No. H-03-5653
AIM ADVISORS, INC., BOB R. BAKER, :
- JAMES T. BUNCH, GERALD J. LEWIS,
LARRY SOLL, FRANK S. BAYLEY,
BRUCE L. CROCKETT, ALBERT R.
DOWDEN, EDWARD K. DUNN JK.,
JACK M. FIELDS, CARL FRISCHLING,
PREMA MATHAI-DAVIS, LEWIS F. s
PENNOCK, RUTH H. QUIGLEY, LOUIS
S. SKLAR, ROBERT H. GRAHAM and
MARK H. WILLIAMSON,

Defendants,

AIM INVESTMENT SECURITIES
FUND and AIM GROWTH SERIES,

Nominal Defendants :
cmeneeen X

MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF

PLAINTIFE’S OPPOSITION TO DEFENDANTS’ MOTION TO DISMISS

This action challenges the legitimacy of expenses that defendants have been

charging for marketing and distribution to four mutual funds that have been closed to new
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investors for two years' (the “Closed Funds™). Defendants’ motion to dismiss or in the
- alternative, motion for summary Judgmcnt should be denied because these payments: (i)
lack a reasonable relanOnsh;p to the marketing and dls‘mbutmn needs of the Closed
Funds; (u) were collected by defendants’ sister company; and (iii) cannot be sanctloned -
by any Natlonal Association of Securmes Dealers (“NASD”) rule or notice, mcludmg
NASD Rule 2830 or NASD Notice to Members 93-12, where such payments acmally‘
| violate defendants’ ﬁducmy obligations under §36(b) of the Investmment Company Act of ’
1940 (“Investment Company Act”) and common la.w. | |
| I PRELIMINARY STATEMENT |
Section 12b-1(e) of thé 'Invesvtm’ent Cvo,mpany Act Ireq‘uires that direc“tors‘ may
apprové. a dds’m'bution ﬁlan pursuant to § 12b-1 (“12b~1 pla.n”) only if they conclude:
in hght of the1r ﬁducxary duties under state law and under sections 36(a) and (b)

of the Act, that there is a reasonable likelihood that the plan will benefit the
company and its sharebolders...(emphasis added).

Recent studies by the SEC have shown, however, that 12b-1 :‘fees — even for funds Q}ien to
| new investors — do not benefit fund shardholders who are"c‘harged the 12b-1 fees out of
the fund’s assets indefinitely. See, e.g. The Costs and Bene’ﬁts 10 Fund Shareholders of
12b-1 Plans: An Examination of Fund Flows, Expenses and keMrm, page 2 (Lori Walsh,
Financial Econom1st Ofﬁce of Economic Analysxs U.s. Sccunnes and Exchange
Commlssmn April 26 2004)(see Exhibit A) (“fund shareholders are paymg the costs to
grow a fund while the fund advisor is the primary beneﬁcmy‘ of the fund’ s growth

through the collection of higher fees™). While it very well may be, based on these and

! The closed funds at issue are the following: AIM Small Cap Growth Fund/A, AIM Small Cap
Growth Fund/B and AIM Small Cep Growth Fund/C, all of which were closed since March 18, 2002, and
the AIM Limited Maturity Treasury Pund/A which has been closed since October 30, 2002.
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other studies, that charging 12b-1 fees even to open funds is a breach of fiduciary duty

under § 36(b) aﬁd state law as set forth in § 12b-1(e), the ongoing assessment of 12b-1

't_'ee__s ‘tq the Closed Funds is mést certainly a violation of § 36(b) and common law
- ﬁduciary duties. : |

The core of t}iis case, which defendants have cohveniently skirted, is that a

mu‘cu.al fund advisor cannot continue to charge 12b-1 fees to the Closed Funds when such

expenses do not bear a reasonable relationship to the markéﬁng and distribution needs of

a mutual fund that is no longer marketing to, or accep%ting investments from, new

investors.. Although rules and guidelines ‘created by self-go;»’enﬁng agéncies such as the

NASD may offer general guidance to its members regarding the collection of fees and

-' vexper‘lses, contrary to defendants’ asseﬁion, these rules do not and cannot o&erﬁ&e' the

force and effect of § 36(b) and common law fiduciary duty iobligationsz of a fu.nd advisor

to only charge expenses that are reasonably reIated to the services needed by the fund,

pres———- TN S L e 8e e e i i ) s i e i e i s e s b

Accordingly, plaintiff seeks to recover the excessive and unreasonable 12b-1 fees that
defendants have collected, either directly or indirectly through their sister company, in
_ violéi_ior’; of their ﬁduciary duties ‘undgr § 36v(b) and commdn law. Plaintiff also seeks to
enjoin defend’gnts from continuing to charge the Closed Funds unreasonable 12b-1 fees

for marketing and distribution.

II.  ARGUMENT
"A motion to dismiss under Rule 12(b)(6) is viewed with disfavor and is rarely
granted." Kaiser Aluminum & ‘Cher'n. Sales, Inc. v. Avondale Shipyards, Inc., 677 F.2d
1045, 1050 (5th Cir.1982). It is well settled that a comﬁlzﬁnt should not be dismissed

unless it appcai's to a certainty that the plaintiff can prove no set of facts in support of the
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F.2d 45, 47 (5th Cir.1992). In determining whether to dismiss a complaint, ihe‘ court

must accept the factual allegations of the complaint as true, view them‘in' g light mostv

favorable to the plaintiff,‘ and draw al] reasonable inferences in the plaintiff's favor, Indest

- v. Freeman Decorating, Inc., 164 F.3d 258, 261 (5th Ck.19§9). As will be demonstrated

below, each of the grounds presented by defendants foir dismissing plaintiff’s first

‘ amended complaint (the “complamt”) is without merit and therefore defendants’ motion

should be derued

CA. Defendant AIM Advisors, Inc. is a “Rempxent" under § 36(b) because the

improper 12b-1 fees were collected b sister compa
The complaint names as defendant, among others, AIM Advisors, Inc. (“AIM

Advisors™), thg advisor to the Closed Funds. Regardless of whether the advisor collected

_the improper 12b-1 fees directly, it is an appropriate defendant under a § 36(b) for the

allegedly excessive 12b-1 fees collected through its affiliate. . § 36(b) states that:

the investment adviser of a registered investment company shall be deemed to
have a fiduciary duty with respect to the receipt of compensation for services, or

of payments of a material nature, paid by such registered investment company, or ’
by the security holders thereof, to such investment adviser or any affiliated

person of such investment adviser. (emphasxs added)
Thus, § 36(b) expressly imposes a fiduciary duty upon an investment advisor with re.spect
to fees and expenses received either by the advisor gr an “affiliated person' of such

investment advisor.”

: In fact, just as § 36(b) imposes a fiduciary duty on the adviser for payments received by the
advisor and any affiliated persons, so too have courts considered bath the administrative costs incurred by
the adviser and the adviser’s effiliates to determine the adviser’s liability under § 36(b). See Gartenberg'~.
Merrill Lynch Asset Management, Inc., 694 F.2d 923, 931 (2d Cir. 1982) (because manager and broker
affiliate were divisions of one economic unit, costs incurred by affiliate may be used w calculate manager s

. net profits for § 36(b) liability considerations).

e ek T
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The improper 12b-1 fees alleged in the complaint, were, upon information and
belieﬁ received by AIM Disiributors, Inc. (“ADI”), the distributor of tﬁe Closed Funds
that is an afﬁhate of AIM Advxsors Under § 36(b), “affiliated persons” are defined as

“any person dlrectly or indirectly controlling, controlled by, or under common contro}
with such other person...” 15 U.S.‘C. § 802-2(a)(3)(C). As such, ADI is an “affiliated

person” of AIM Advisors within the meaning of § 36(b).

Thus, even if defendants’ assertion that AIM Advis@rs did not collect 12b-1 fees
directly from the Closed Funds is true, defendant AIM Ad&iisoré has breached its § 36(b)
fiduciary duties with respect to improper'l‘2b-1 fees collected thrqugh its affiliate ADI.
Defendants’ _position‘that § 36(b)(3) impoées' liability uporj an advisor ‘only} wﬁeﬁ the
improper compensatioxi or fees ére received directly by the advisor, but absolves tl-;e

advisor ffom liability when such compensation or fees are collected through an affiliate,

- squarely-contradicts-§-36(b) -which-imposes-liabilityon-an-adviser. itself for-improper. .. ...

- compensation collected through the adviser’s affiliates. The correct interpretation of the

"‘recipiént”_ requirement of § 36(b)(3), therefore, must i.nclude an advisor that collected

' impfOper payments either itself or through an afﬁliate as defined under § 36(b).’

 Accordingly, defendant AIM Advisors had a fiduciary duty with respect to the

impropér 12b-1 fees that were collected through its affiliate distributor ADI.

3 ADI and AIM Advisors are sister companxes under the common control of AIM Managemem
Group Inc. (See Exhibit B).

¢ The “recipient” requirement of § 36(b)(3) excludes, however, those that did not directly receive

compensation and whose affiliates did not receive compensation,
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Consequently, Aim Advisors is considered a “recipient” under § 36(b) and therefore

properly named as a defendant.’

- B. The 12b-1 Fees Charged By Defendants I_ack A Reasonable Relationship
to the Marketing and Distribution Services Provxded to the Closed Fynds -

At the pleadmg stage, all that is required of plamnff 1s to plead facts which, if
proven true, would support the claim that the 12b-1 fees for marketing and distribution
chﬁged to the Closed Funds bear no feasonable relationship to the services rendered. See
e.g. Srrouga v. Bea Assoc., 2000 WL 45714 *7 (S DN Y) (not required to plead detail

to make a determmamn with respect to the six Gartenberg factors — sufficient to plead

 facts to support claim that fees bear no reasonable relationship to services rendered). In

this case, plaintiff has met his burden by pleading that defendants continue to charge the

~ Closed Funds 12b-1 fees for marketing and distribution when such funds are apparently

no longer engaged in marketing and distribution.
The complaint alleges with as much detail as defendants’ limited financial

disclosures would allow, that defendants continue 1o charge the Closed Funds 12b-1 fees

for marketing and distribution despite the fact that the Closed Funds are, and have been,

closed to new investors for two years. (See, e.g., complaint 7Y 15-20). As previously

st;ted, the SEC has questioned'the reasonableness of charging 12b-1 fees even to open

funds (See Exhibit A). Certainly, in this case where the entire justification of charging

5 In light of the affidavit submitted with defendants’ Motion Dismiss (See Exhibit C attached
thereto) claiming that the advisors did not directly receive 12b-1 fees from the Closed Funds but rather it
eppears that distributor ADI received such 12b-1 fees, ADI has its own fiduciary duty directly to the Closed
Funds, and is therefore itself a proper defendant under § 36(b). As. such, plaintiff respectfully requests
permission to amend the complaint 1o add distributor ADI as a defendant in this action.

6 The 12b-1 fees charged to the Small Cap Growth Fund/A was reduced from .35% to 25% when it
closed to new investors, ‘
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12b_;1 fees — passing the benefits of economies of scale of a larger fund to shareholders -
no lohgér exists, the ongoing assessment of 12b-1 fees, as defendants .are‘do'mg in thxs
case, raises grave doubt about defendants’ comphance Wlth their ﬁduc1ary duty
obhganns under § 36(b)
Furthermore, defendants continue to list the Closed Funds in more than sixty (60)
fund “supermarkets” maintained by brokers such as E*tradie, Charles Schwab and others.
- (Exhibit C). Typically, a ﬁ.md‘ uses a percentagé of net asse‘ts allocated under its 12b-1
. planin ‘ordgr to psy fsr‘an 'ongSing listing in a fund supermarket to gain exposure to the
fund supermarket’s broad customer base and thereby attract new investors into thé fund.
Psyihg distribution fees to these fund supermarkets to list ﬁle Closed.Funds, however, is
not a reasonable use of the Closed Fund’s assets given that the Closed Funds are clssed to
| new investors and any future _salés are strictly limited td existing investors in these funds,
Moreover, defendants _;u but admit in their documents distributed to investors
that thvev 12b-1 expenses charged to the Closed Funds may dot be reasonably related to the
. services rendered. First, defendénts have acknowledged thst:

~ As aresult of 12b-1 fees, long-term shareholders in the fund rnay pay more than
the maximum permitted sales charge. (Exhibit D) ’

Defendants’ acknowledgement that the 12b1 expenses charged to funds sold by
defendants may exceed the maximum sales charge a.llowed by NASD rule is an.
admission that these 12b-1 expenses-may not be reasonably related to the saJes and
marketing services pro_vi‘ded"to. the funds. While defendants admit that the 12b-1
expenses charged ts open ﬁsnds may not be reasonably felated to the funds® sales and

ﬁ:a:keting needs, the 12b-1 charges are all the more so unreasonable when assessed
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against Closed Funds that are no longer engaged in solfciting new business. Thisb is
precisely why § 12b-1 requires that expenses incurred jaursuant to a 12b-1 plah be
reviewed by the fund’s board of directors on a quarterly basi§.

Also, defendants admit that the 12b-1 fees assessed ;gainst the Small Cap Growth
_ Fund/B and Small Cap Growth Fund/C are unreasonable by virtue of the fact that the.
12b-1 fees charged to the Small Cap Growth Fund/A was reduced, albext shghtly, when -
the fund closed to new investors.! While plaintiff alleges that the amqunt of 12b-1 fees
currently assessed against the Small Cap Growth Fund/A'i‘s? still unreasonalﬁle given £hat
the fund is closed to new investors, gven this downward adjustment”in 12b-1 fees is an
admission by defendants tﬁat the marketing anﬁ distribution expenses for a closed fund is- . -
less than that of an open "fund'.‘ Nevertheless, defendarﬁs continue t0 assess theiclo.sed
. Sm‘all'C‘Iap. Growth Fund/B and Small Cap Growth Fund/C a full 1.00% in 12b-1 charges
~ the :séme'amount ch_érged when thése funds were activel& seeking and accepting new
‘invest_ors. Defendants also continue to charge the closed AIM Limited Matunty Treasmy
Fund/A the same 0.15% in 12b-1 fees charged when it was open to .new investors.

Under these circumstances, plaintiff has sufficiently alleged that the 12-bl fees
for marketing and distribution charged_‘ to the Closed Fu.nds lack any reasonable
relationship to the services provided to these funds.

C.  NASD Rule 2830 Does Not Permit Defendants To Charge

Excessive 12b-1 Fees in Violation of Their Fiduciary Duties

Defendants’ reference to NASD Rule 2830 and NASD Notice to Members 93-12

is @ red herring. It is undisputed, as explained above, that the péyment of 12b-1

distribution fees are subject to the fiduciary duty o_bli_gatiéxis set forth in § 36(b) end
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under state laws, See Meyer v, Oppenheinier Managemenr Corp., 895 F.2d 861, 867 (2d
Cir, 1990) (costs of 12b-1 plans are subject to review under Section 36(b)) Therefore, if
12b-1 fees charged to the Closed Funds lack any reasonable relationship to the services
_ prowded,‘then fund management has violated § 36(b) and state fiduciary duty_ laws.
NASD Rule 2830 cannot preempt the fiduciary duty obligiations placed by § 36(b) and
state law on the fund’s management. Thus, while NASb Rule 2830 may allow its
me'rnbers to continue charging “asset-based sales charges” éven after & fund stops selling
'.its shares, NASD 2830 does not, and cannat, provide deféndants with a “free pass” to
violate their fiduciary duties by incurring expenses on behaljf of Closed Funds that lack a
reasonable relationship to the services provided to the Closeé Fund.!
In this case, the Closed Funds have ceased soliciting new investors for'more‘ than
WO years. Therefore, it does not appear that there are reasonable grounds tb'charge the
Closed Funds “asset-based sales charges” at the same rate as  when they were open to new
investors. At the very least, the 12b-] fees for funds that have been closed to new
investors for such a prolonged period should be substannally reduced after thelr closure,
if r:ot_altogether-eliminated._ Yet, defendants are .co_ntinﬁiné to charge the Closed Funds
essentially the same 12b-1 fees as they charged the funds rjvhen they were open to new

investors.®

! For example, while NASD Rule 2830 places a 0.75% per annum cap on the asset- based sales

charges a fund may impose, it would be & violation of § 36(b) and state fiduciary duty laws to charge 12b-1
fees that are even less than the 0.75% cap if such fees are not reasonably related to services provided. In
effect, the NASD rule caps fees and expenses that its members can asses, but in no event do these rules
permit advisors to indiscriminately charge 12b-1 fees regardless of the reasonable needs of the fund,

§ As explained previously, the closed Small Cap Growth Fund/B and Small Cap Growth Fund/C are
still being assessed the same 1.00% in 12b-1 fees and the AIM Limited Maturity Treasury Fund/A is still
being charged the seme 0.15% in 12b-1 fces while the 12b-1 fees being cherged to the Small Cap Growth
Fund/B has only been minimally reduced to 0.25%.
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NASD 2830 notwithstanding, if the défendants are continuing 1o charge the
Closed Funds “asset-based sales charges” that lack a reasonable relationship to the

services required by these funds, then defendants are liable under § 36(b) and state law,

D.  Supplemental Jurisdiction Is Proper Because
Plaintiff’s §36(b) Claim Is Proper

Because, piaintiff‘s§36(b) claim against 'defenda.nts.is proj:cr,’ as explained above,
this Céuﬂ can properly assert supplemental jurisdiction ov@r plaintiff's state claims. See
28 US.C. §1367(a). |

E. ~  Pleintiff Has Standing to Pursue An : .

Action on Behalf imi aturity Treasury Fun

Plaintiff has standing to bring & claim for breach of ﬁduciary duty on behalf of
the closed AIM Limited Maturity Treasury Fund. Defendants have the same fduciary
duty to investors in all of the Closed ‘I-\mds to charge 12b-1 fees having a reasonable
relationship to the services required by these funds. The Closed Funds share the same
invcstrnent advisor, the same board of trustees, share the s@e marketing and d_is'tribuﬁon’
agent that is an affiliate of the investment advisor, and are Stherwisc ﬁn_iﬁed in interest.' |
Pl‘aintiff alleges that, by charging excessive and unneces’salz'y‘ _12b-v1 fees to the Closed
Funds, defendants breached their fiduciary ‘dut_y ‘to plaintiff and”alll othef investors in the |
Closed Funds. Thus, the harm stlﬁ'ergd by the plaintiff, and thé remedy sdught in thlS
action is identical for all of Closed Funds. As‘ such, plaintiff has standing to assert a

breach of fiduciary duty claim on behalf of all of the Closed F;u'nds in this action.

10
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II. CONCLUSION
For the foregoing reasons, Defendants’ Motion to Dismiss should be denied in its
entirety. ‘
Dated: June 1, 2004
Respectfully Sgbmiﬁed,

SCHWARTZ, JUNELL, GREENBERG
& OATHOUT, L.L.P.

Roger B. Greenberg :

- Texas State Bar No. 08390000
Federal 1.D. No, 3932"
Attorney-in-Charge

- 909 Fannin St., Suite 2000
Houston, Texas 77010 ’

- 713/752-0017 Telephone
713/752-0327 Facsimile

ZIMMERMAN, LEVI &
KORSINSKY, LLP

‘Bduard Korsinsky

39 Broadway, Suite 1440
New York, New York 10006
212/363-7500 Telephone
212/363-7171 Facsimile

ZIMMERMAN, LEV]I &

. KORSINSKY,LLP
Jean Marc Zimmerman
226 St. Paul Street
Westfield, New Jersey 07090
908/654-8000 Telephone
908/654-7207 Pacsimile

Attorneys for Plaintiff
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CERTIFICATE OF SERVICE
1 HEREBY CERTIFY that a true and correct cdpy of the foregoing Memorandum

and Points of Authorities in Support of Plaintx_‘ﬂ’.s' Opposition to Defendants’ Motion to
. Dismiss was sent t all counsel of record by U.S, certified mail on this 1* day of June,

" Pl

Roger B. Greenberg

12
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The Costs and Benefits to Fund Shareholders of 12b-1 Plans:
An Examination of Fund Flows, Expenses and Returns

Lori Walsh®

* Financial Bconomist, Office of Economic Analysis, U.S. Securities and Exchange
Commission, 450 Fifth Street NW, Washington, D.C. 20549. The Securities and
Exchange Commission disclaims responsibility for any private publication or statement

. of any SEC employee or Commissioner. This peper expresses the author's views and
does not necessarily reflect those of the Commission, the Comm1ssxoners, or other
members of the staff.

This paper presents preliminary findings and is being dxsmbuted to economists and _

other interested readers solely to stimulate discussion and elicit comments, Any errors or
omissions are the responsibility of the author. :
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Executive Summary

* Rule 12b-], promulgated pursuant to the Investment Company Act of 1940,
allows mutual fund advisers to make payments from fund assets for the costs of
marketing and distribution of fund shares under the auspices of 12b-1 plans. The original
justification for the plans, as put forth by the mutual fund industry in the 1970s, was that
such fees help artract new shareholders into funds through advertising and by providing
incentives for brokers to market the fund. Arguably, asset growth from any means

 benefits shareholders through economies of scale in management expenses and lower
" flow volatility, which decreases liquidity costs for the fund. If, through 12b-1 plans,
funds are able to increasc the rate at which their assets grow, then shareholders may be
able to attain these cost reductions sooner than by investing in a fund with no 12b-1 plan.
However, the costs must decrease sufficiently to cover the cost of the plan, and the
benefits of the cost reductions must be passed onto shareholders, or shareholders will not
be better off. :

- Opponents of the rule argue that there is no evidence that 12b-1 plans are
successful at growing funds or that shareholders benefit from such plans. Purthermore,
they argue that there is a conflict of interest from allowing fund advisers to use fund
assets to pay for attracting new investors, since fund advisers eam fees based on assets
under management. P -

This paper addresses whether 12b-1 plans are successful in leading to faster asset
growth and whether the shareholders that pay for 12b-1 plans receive any net benefits A
from the plans. The paper finds that while funds with 12b-1 plans do, in fact, grow
faster than funds without them, shareholders are not obtaining benefits in the form of
lower average expenses or lower flow volatility. Fund shareholders are paying the costs
to grow the fund, while the fund adviser is the primary beneficiary of the fund’s growth.
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1 In troductioh ‘

‘ Since their inception in 1980, 12b-1 plans,' designed to provide a fund adviser -
with resources to pay for the distribution and marketing of 2 fund, have been marked by
controversy. However, in recent months, 1awmakers investor advocacy groups and the
financial press have elevated the din to a dull roar.? Spurred by the revelation of scandals
in the mutual fund industry, such as late trading, market timing and selective disclosure

of portfolio holdings, several aspects of the mutual fund industry are being exammed
including shareholder fees.

Fund advisers annually deduct 12b-1 fees from fund a.‘sscts. According to an ICI
survey of 95 member funds in 1999, 63% of 12b-1 fees are used for compensation of
broker-dealers and related expenses, 32% are used to cover the administrative expenses
of maintaining shareholder accounts, and 5% are used to pay for advertising and sales-

_ promotion expenses

.Thus, the primary use of revenues raised through 12b-1 fess is to create incentives -
for brokers to distribute the fund. Additionauy, advertising increases investor awareness
of the fund, which in tum increases flows into the fund.’ Taken together, the incentives

~ and advertising may stimulate asset growth and thereby lead to scale economies. In
theory, asset growth allows the fixed costs of fund management to be spread across more
assets, resulting in a lower average cost of fund management per doller invested.® If the

' Investment Company Act Release No. 11414 (October 28, 1980). .

? For example, see Karl Scannel}, “Some Mutue)-Fund Fees Pace the Smel! Test”, Wall Street Journal,
December 16, 2003; Brocke Masters, “Counting the Cost of Fund Fees”, Washington Post, December 4,
2003; Carla Fried, “Pressure Builds To Cut Fund Fees™, New York Times, January 11, 2004, Also,ina
January 14, 2003 letter to the General Accounting Ofﬂce Representatives Michzel Oxley and Richard
Baker requested & study of “[t]he role of 12b-1 faes, end whether modificitions may be needed to rule 12b-
1 to reflect chenges in the manner in which funds are marketed and distributed.” They additionally
requested a study of the effactiveness of the rule in providing economies of scale in expenses. In a March
26,2003 letter to the U.S. Securities and Exchange Commission, Representative Baker called for an
analysis of whether the rule should be updated in light of changes in fund distribution pra.ctices.

. Additionally, New York Attorney Generel Eljot Spitzer is forcing mutual fund companigs to lower their
fees as part of settiement cases. For instance, Alliance Capital Management sgreed o cut fecs by 20% and
freeze them for five years. '

* Compensation of broker-deslers and related expenses include payments 1o broker-dealers for sale of fund
shares; reimbursements to the fund’s distributor for fmancmg charges arising from advances made to
broker-dealers for the sale of fund shares; and compensation of in-house pcrsonnel Administrative

“expenses include compensation to third parties for record keeping and other services provided to current
fund thareholders, Advertising and other sales-promotion sctivities include expenses for the printingand
mailing of prospectuses and sales materials to prospective investors. . See “Background Informstion About
12b—1 Fees”, Investment Company Institute Mutual Fund Connections, Pebruary 2003,

* Jain and Wu (2000) find that funds that advertise receive significantly higher inflows of cash than funds
that do not advertise.
5 1t is well documented thet there are economies of scale in mutual fund fees at the fund leve! and the fund
complex level. See Latzko (1999), Dermine and Roller (1992), Baumo! (1982), Collins and Mack (1997),
and Wang (2002).
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asset growth is successful, this should translate into a lower expense ratio and hxgher
expected net returns, all other things equal.®

Addltlonally, 12b-1 fee incentives potentially lead to a steady inflow of cash,

" reducing the volatility of fund deposit and redemption flows. Lower flow volatility may
reduce the liquidity costs to the fund’s shareholders, increasing expected returns.” With
low flow volatility, a fund can hold less cash and invest a larger percentage of its assets
into higher yielding securities. Furthermore, such funds incur lower transactions costs
associated with unexpected flows. -

The debate over 12b-1 plans stems from a lack of clea:r evidence demonstrating
that shareholders actually do obtain benefits from the hypothesized asset growth and
reduced flow volatility. The use of fund assets to market the fund leads to an inherent
conflict of interest between fund advisers and shareholders. Fund advisers earn fees
based on assets under management. Asset growth increases the fees collected by the |
adviser. Thus, while current shareholders incur the costs to grow the fund, it may. be that.
the adviser is the primary beneficiary of the resulting growth, -

This paper addresses whether shareholders do, in fact, reap the beneﬁts of 12b-1
* plans. Prior studies have provided evidence that shareholders are not receiving sufficient
benefits from expense scale economies to offset the 12b-1 fee. In fact most of the
studies show that expense ratios are higher for funds with 12b"-1 fees by almost the entire
amount of the fee. This study confirms these results using a more recent dataset.
Moreover, it extends the analysis to the effect of 12b-1 plans on asset growth and flow
volatility. The results show that 12b-1 funds do experience higher annual net inflows
than comparable non-12b-1 funds. However, it would take decades of sustained growth
at typical 12b-1 fund growth rates for a fund to be able to achieve sufficient scale
economies to offset 12b-1 fees. Finally, there is no evidence that funds with 12b-1 plans
“have lower deposit and redemption flow volatility, lower cash balances or higher returns.

In all, the evidence demonstrates that 12b-1 plans are successful at attaining faster
asset growth; however, shareholders do not obtain any of the benefits from the asset
growth. This result validates the concerns raised by opponents of 12b-1 plans about the
conflicts of interest created by these plans. i :

The above analysis demonstrates that the originaljustiﬁcations for 12b-1 plans
are not valid. However, current proponents of 12b-1 plans provide a different

§ However, there is some evidence that funds mey also experience dlSCCOHOfN&S of scale. The
diseconomies appear in higher transactions costs from larger position sizes and fewer profitable | investment
ideas as the fund grows, See e.g. Perold and Salomen (1991) and Chen, Hong, Huang and Kubik (2003).
7 For example, see Ferris and Chance (1987), Trzcinka and Zweig (1990), Chance and Ferris (1991),
McLeod and Malhotra (1994), Collins and Mack (1997), Malhowa and McLeod (1997), and Dellva and
Olson (1998).
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justification. They maintain that 12b-1 plans allow funds to offer alternative ways for
investors to pay for distribution. Most funds with 12b-] fees offer different “classes” ofa
fund portfolio that have unique fee structures.’ An investor with 2 short expected holding
period might find it more beneficial to invest in Class C shares in which there is no
upfront fee, but high annual fees. Alternatively, a long-term investor would earn higher

holding period returns by investing in Class A shares, which charge a large up-front fee
and then small annual fees.’ e

There are several differences between loads and 12b-1 fees that make 12b-1 plans
an inappropriate means for investors to pay load fees. First, there is a significant
difference in the level of transparency between loads and 12b-1 fees. The load charge is
-~ clearly stated on the confirmation statement that the investor receives from his broker.
Alternatively, the investor is never explicitly told the total amount of 12b-1 fees that he
has paid, annually or in aggregate. As shown in Barber, Odean and Zheng (2002), '
investors arc significantly less sensitive to operating expenses that are hidden in volatile
returns than they are to “salient in-your-face expenses.”'® Thus investors may not choose
the class that maximizes their expected holding period returns because of their different
perceptions of the fees. o

Second, 12b-1 plans provide investors with less control over the amount that they

~ ultimately pay for distribution than loads. Loads are a fixed amount charged at the

“account level, and each investor pays only for his costs. On the other hand, 12b-1 fees
are charged annuelly at the fund level, and investors may pay. for other investors’ costs.
Because 12b-1 fees are charged for as long as the investors stays in the fund, the
aggregate amount that investors pay increases as their holding period increases and
typically as their asset levels rise.!' Additionally, because the fees are deducted at the
fund level, some investors subsidize the costs of other investors. For example, small
accounts typically cost more, as & percent of the account size, than large accounts. Yet’
both investors with small account and with large accounts pay the same percent.

! The typical structure for a multiple class fund includes A, B and C class shares, 2long with an occasional
institutions] or retirement class. Class A sheres often include 2 high frontsend load with 2 nominal 12b-1
fee. Class B shares have a contingent deferred sales load, plus a large 12b-1 fee. The load decreases with
‘each year in which the investor continues in the fund, until eventually decreasing to zero, typically about 6
years from purchase date. After about 8 years, Class B shareg convert to Class A shares, reducing the 12b-
1 fee to Class A levels. Class C shares usually have a large 12b-1 fee and a small contingent deferred sales
load (1%) that is eliminated after & 1-year holding period.

% Colling (2004) shows that investors can eam different holding period returns by investing in different
share classes. An investor can choose a class such that the fees are paid in the way that maximizes her
expected holding pericd return. :

1° Barber, Odean and Zheng (2002), p. 2. ' .

' Rule 12b-1 provides that funds can charge e doliar amount of fund assets to cover marketing and
distribution costs. These fees are disclosed as & percentage of assets. In raslity, the percent charged
remains fairly stable through time, even as the asset levels change. '

|
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Finally, conflicts of interest between fund advisers and shareholders that do not
exist for loads exist under 12b-1 plans. Almost all share classes charge some 12b-1 fee,
Given the lack of evidence that these fees benefit shareholders in any other way, one has
to question whether the level of 12b-1 fees are in the best interest of shareholders. The
opacity of the fees makes it difficult for shareholders to monitor this conflict themselves.

ll.  Background on 12b-1 plans

The Investment Company Act of 1940 bans the use o'f fund assets to pay for fund
distribution. In the late 1970’s, however, the fund industry was experiencing 8 significant
and consistent outflow of cash from its funds. The investors ’that remained in the funds
were paying increasingly higher expenses, as the fixed costs of the funds were spread
over ever fewer shareholders, The industry asked the SEC to allow advisers to use fund
assets to pay for distribution costs. This would allow funds to compete on a more leve!
playing field with other investment products that did not charge upfront loads, leading to

" a net cash flow into funds and scale economies for shareholders.'> The SEC adopted
- Rule 12b- 1 in October 1980." ‘ _ -

Rule 12b-1 permits funds to bear distribution expenses provided that they are

properly disclosed and regulated, Plans designed pursuant to the guidelines in Rule 12b-

- 1 allow mutual funds to deduct an annual fee from net assets, a portion of which is paid

~ to brokers to compensate for distribution costs.’* This annual fee is included in the
reported expense ratio,' thus initially increasing the expense.ratic of the fund when a

~ plan is implemented. Although originally meant as a short-térm solution to the high level
of net redemptions in 1970's, 12b-1 fees now play an integral role in the distribution of
majority of fund portfolios. Indeed, the entire class system of funds is built around the
-12b-1 fee. Under the directives of Rule 12b-}, the fund’s board is ob\iggtcd to regularly
reevaluate the benefits of the plan to the fund shareholders. Should the board deem that a
12b-1 plan is no longer appropriate for its shareholders, the class system of the fund
portfolio, If applicable, would need 1o be reorganized.

2 For a detailed discussion Rule 12b-1 and the events leading up to its adoption, see, “Protecting Investors:
A Half Century of Investment Company Regulation”, Division of Investment Managernent, United States
Securities-and Exchange Commission, May 1992, ‘

¥ Investment Company Act Release No. 11414, 45 FR 73898.

M A typical arrengement between a fund adviser and s broker provides for the broker to be compensated
with an initie] sales charge and an annue| commission as a percentage of asscts invested through the broker.
Brokers are compensated for the sale of Class A and B shares through 2 high initial sales commission and &
emali (usually 0.25%) annual commission paid for by s 125-1 plan. Class C shares often provide for a
small initial commission of ebout 1% and an annuel commission of 1% paid for by a 12b-1 plan. See
O'Neal (1999) for a detailed discussion of the incentives provided to brokers from 12b-1 plans,

IS The expense retio of a fund includes three components: an advisdry fee; adminlstrative fees, such as
lepal snd accounting costs; end 12b-1 fees. For multiple class shares, the advisory fec is always the same
across classes, Administrative fess and 12b-1 fees can differ across classes, elthough the administrative fee
is very often the same,
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| Are 12b-] plans in the best interests of shareholders? As noted above, the
original justification for 12b-1 plans was these fees encourage brokers to market the fund,
resulting in increased assets under management and generating subsequent economies of
- scale redounding to the benefit of investors. The hope is that the lower cost of fund
management (on & per dollar basis) associated with the scale economies eventually
offsets the cogt of the 12b-1 plan. Additionally, proponents maintain that 12b-1 plans
lead to more stable inflows to the fund, reducing the fund’s need to maintain & high cash
balance to manage its liquidity requirements from net redemptions,'® This would allow
the fund to invest more assets into higher yielding securities, increasing gross returns.!’
Furthermore, lower flow volatility decreases the fund’s total cost of providing liquidity to
its shareholders through lower transactions costs. ; :

~ This study empirically tests whether, and to what extent, the benefits of 12b-1 -
plans actually accrue to shareholders by examining cross-sectionally the relation between
12b-1 plans and fund flows, expense ratios and returns. Others have studied the impact’

of 12b-1 fees on expenses and have consistently shown that 12b-1 fees only serve to
increase expenses.'® This study adds to our understanding of the impact of 12b-1 fees'o‘n ‘
shareholders in two ways. First, 2 more recent dataset is used. The most recent data
employed in the previous studies is from 1994. This sample runs from 1997 through

2002. Given the short history of 12b-1 plans, updating the data is important to ensure

that prior results are not specific 1o the time period studied.

Second, the analysis is extended to examine the relation between 12b-1 plans and
fund flows. Prior evidence on the link between 12b-1 plans and fund flows is mixed.
Trzeinka and Zweig (1990) and Chance and Ferris (1991) find no relation between 12b-1
plans and faster asset growth. As will be discussed later in the paper, this result may be
driven by their measure of asset growth. Nanda, Wang and Zheng (2003) and Barber,

" Odean and Zheng (2002) find that multiple class funds and 12b-1 funds, respectively,:
grow more quickly than single class and non-12b-1 funds. The results from this study are
consistent with latter two papers. Additionally, prior studies have largely ignored the
possible benefits of 12b-1 plans from lower flow volatility.”®

16 See Edelen (1999) for an analysis of the cost to fund shareholders of providing liquidity.

1" However, this relation between cash and gross returns may no longer hold. In recent years, fund .
managers have been less concerned about maintaining high cash balances because they can now easily
enter into futures contracts on an index of interest and eamn gimilar returns to the invested assets.

1 See supranote 7. : . :

¥ Tracinka and Zweig (1990) recognize this potential benefit, but test it only indirectly through returns. -

7
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Il.  Data

The fund data for January 1997 through December 2002 are obtained from the
Momingstar Principia monthly discs.2® This sample mcludeé approximately 20,000 fund
portfolio years. All funds with missing observations for expense ratio and portfolio
objective are excluded. Years in which a fund was closed tonew investment are also
ehminated since that affects fund flows in a manner umelated to 12b-1 plans.

Many fund port'fohos contain multiple classes of sharcs that differ only in
distribution method, which affects costs and net returns for each class. This study
addresses the effect of 12b-1 fees on flows, expenses and returns. Since 12b-1 fees differ
for each class, it may seem logical to evaluate each class separately. However, it's the -
aggregate impact on portfolio assets that lead to economies of scale, cash levels, liquidity
costs and returns. ?' Therefore, asset-weighted average values are calculated for the
expense ratio, 12b-1 fees, loads and annual returns for the fund portfolio, All of the tests

- will be conducted at the portfolio level using asset-welghted average valucs for mulnp]e
class portfolios. ; :

The funds are divided into categories based on the poﬁ:folio objective stated in
their prospectus. “Bond funds” include municipal, convertible, corporate, multisector,
and government funds. “Hybrid funds” include asset allocation and balanced funds.
“Equity funds” include growth, growth and income, income, equity income, aggressive
equity, and small company funds. “Foreign funds” include foreign bond funds and
foreign equity funds. “Specialty funds” include all funds thh a stated specialty
investment objective.

Table 1 provides some descriptive statistics for funds Wlth and thhout 12b 1
plans. 22 12b-1 funds are of similar size, but are older, on average with sngmﬁcantly

1 The Momingstar discs do not contain information on dead funds, creating a survivor bias in the data.
The Office of Economic Analysis has reconstructed the Morningstar database to include funds that are
merged, liquidated or have changed names to greatly reduce this bias,
! For instance, consider a portfolio with a typical class structure as described in footnote 8. Let's assume
thet Class A comprises 70% of the portfolio, Class B comprises 20% and:Class C comprises 10%. Class B
and C have & 1% 12b-1 fee and Class A has a .25% 12b-1 fee. If 12b-1 fees increase inflows to the fund,
then Class B and C shares should heve large positive inflows and Class A shares should have small positive
inflows, a8 compared to similar non-12b-1 funds. However, Class B and C are a smaller proportion of the
total portfolio assets, muting the affects of 12b-1 fees. The relation between 12b-1 fees and economles of
scale would be distorted when compared to a fund with a 1% 12b-1 fee that comprises 100% of the
?oﬂfollo assets.
Funds may adop( 12b-1 plans without sctuslly charging any fees, The! 12b-1 fee reported by Momingstar
is the maximum 12b-] fee that the fund is allowed to cherge based on its prospectus, not the actual fee.
- The reported expense ratio contains only the sctual 12b-1 fee,
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higher expense ratios than non-12b-1 funds. B Remarkably, the average expense ratio
for 12b-1 funds exceeds that of non-12b-1 funds by more than the average 12b-1 fee.
Since fund expenses include 12b-1 fees, these results suggest that 12b-1 fees, on average,
do not reduce fund expenses, even after deducting the 12b-1 fees. # Although this table
provides only unconditiona] means that do not control for various cross-sectional.
differences in funds, these numbers offer a first glimpse at a result that will be addressed
more rigorously in the next section.

V. Measuring Scale Economies for 12b-1 Funds

Proponents of 12b-1 plans contend that the 12b-1 fees provxde incentives to
brokers to aggressively market the fund, leadmg to faster assét growth than if the fund
had no 12b-1 plan and, ultimately, to economies of scale in expenses.”’ This paper first
addresses whether ﬁmds with 12b-1 plans do, in fact, grow faster than funds without 12b-
1 plans.

a_12b-1 _I.’lgns‘ and Fund Flows

Consistent with Sirri and Tufano (1998), net fund ﬂoﬁs are calculated as the
percent change in monthly assets not attributable to returns on thc portfoho securities, as
* depicted in the following equation: }

Elow o= mA“ - mAu-[ ‘(l + R‘J)
+ T :

mAl.!"

where FLOW,, is the monthly net flows into fund i on day t, TNA;; is fund {’s total net

asset on day t and R, is the net monthly return to fund i on day t. As in Sirri and Tufano’
(1998), the top and bottom 1% of the flow values are eliminated to account for data errors
and fund mergers ‘, :

The model used in this pépef to explain net fund flows is as follows:

Flow, =a+ f *12b~1Fee,, + B, ® AnnualNet Return,,_, + By * ExpenseRatio,,_, +
|l '
B, *Fromioad ,, + B, * BackLoad |, + B * Assets, + [, * Age,, + 3 B, * Invesiment Objective
. j=v } . .

I

» For purposes of this study, 12b-1 funds are defined as fund portfolios for which & 12b-1 plin has been’
adopted. As discussed leter In the paper, the anslysis is conducted at the fund portfolio level, not the fund
class level.
¥ Por funds with no 12b-1 plan, the share distribution costs are paid for dxrectly by the adwser end thus not
included in the expense ratio.
1 gowever, it is unclesr why an investor would prefor to pay extrs annual expenses to hclp a small fund
grow when she could slmply invest in g larger fund that has already attained scale economies.

Most of the data erTors in net assets are due to a decimal being shifted by one place in either direction.
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where Flow,, is the net flow for fund i in yeart, 12b-1 fee, Annual Net Return, Expense
Ratio, Front Load, and Back Load are the asset-weighted averages for fund i's portfolid
in year t, (Annual Net Return and Expense Ratio are the prior year’s values), Assets and

: Age are for the fund portfolio?, and Investment Objective is an indicator variable for -
‘each of the objectives explained above, % ﬁ

. {
~ The model includes control variables thought to affect fund flows, other than 12b-
1 fees. A high return or low expense ratio last year may attract more investors this year.
Portfolio asset size and age are included to contro] for how well known the fund may be
to investors. Finally, since many 12b-1 funds also have front and deferred loads, these
variables are included to control for the impact of loads on flows not due to 12b-1 fees.
The expected relation between flows and Joads is ambiguous.. On one hand, if brokers

steer investors towards funds with higher loads, then we would see a positive relation.

Alternatively, if investors prefer to pay lower loads, all other things equal; then we would
see a negative relation. :'

Table 2 displays the results of the model estimation of the impact of 12b-1 fees on
annual percentage flows. The results indicate that larger funds, younger funds and funds
with higher prior year net returns experience higher net flows, Loads are negatively
related to flows, although the relation is statistically weak. Finally, consistent with the
above line of reasoning, funds with 12b-1 plans obtain significantly higher annual net -
flows than do funds without 12b-1 plans. Fund portfolios with a weighted-average 12b-1

fee of 0.34% had 4% higher Tiows than similar non-120-1 funds. -~ THis (s significant
considering that the average net flow is 8% annually. Funds with 12b~1 fees thus have
grown more quickly than funds with no 12b-1 fees. This result provides an impetus to
further investigate whether 12b-1 funds have the ability to eam sufficient scale
economies from this growth to offset their 12b-1 fees, and where the average 12b-1 fund
is in this process. _ ' '

Trzcinka and Zweig (1990) and Chance and Ferris ( 19?1) also test for a relation

~ between 12b-] plans and asset growth during the period 1984 through 1988. Neither

finds a significant relation, counter to the results in this and other studies. Several factors

% In other words, the asset value is the sum of the assets in the different clagses within the portfolio and sge
is the age of the oldest class within the portfolic,

3% All of the repression models in this study are estimated separately by year and for the entire period. The
yesrly regressions indicate the stability of the relstions through time. The “Ali Years” estimation shows the
centra) tendencies of the relations that may not appear in any given year. .

¥ The 4% is calculated as the average 12b-1 foe (0.34) times the coefficient on 12b-1 fee (11.98) from the
“All Years” model in Table 2.

% The 4% finding is consistent with results found by Nanda, Wang and Z}}cng (2003). They exemine
changes in cash flows upon adeption of a multiple-class structure. (Thereis likely a significant overlap -
between the muitiple-class distinction and the 12b-] distinction). They find that cash flows increase by
about 4% annually after adoption.

10
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could account for this disparate outcome. First, the results could reflect differences in the
time periods studied. It is possible that the relation betweéen 12b-1 plans and fund flows
have changed. Second, the different result could arise from the different method used to
calculate asset growth. Both previous studies measure asset growth as the percent change
in net assets from one year to the next. This value incorporatés‘ changes in assets both
from investment returns and from purchase and redemption flows. The method used in
this study nets out the effect of returns on the change in assets to focus the measure on
changes in fund flows. The different calculation method could lead to the dissimilar
autcome in two ways. Netting out the effest of volatile returns on asset growth likely
reduces the volatility of the asset growth measure. The lower{ volatility may increase the
ability of the model estimation to detect a significant relation, if one exists. Furthermore, '
if 12b-1 plans effect retumns in the opposite direction that they affect fund flows, the two .
opposing forces will offset each other, leading to a result of np significant relation.

b. 12b-1 Plans and Economies of Scale

The relation between average expenses and asset size is concave, That is, when
funds are very small, even small additions to assets are likely to provide large reductions -
in expenses per dollar invested. However, as funds grow, each additional dollar of assets
lowers expenses less than the dollar before. At some point, expenses will change very
little with each dollar growth in assets. Given the decreasing returns to scale, a relevant
question is whether funds have the ability to generate sufficient scale economies to offset

12b-1 fees. ;

To determine whether a fund can attain a size such tha{ economies of scale offset
the 12b-1 fee, expense ratios for 12b-1 and non-12b-1 funds of similar size and .
investment objective are compared.>! Portfolio objective and | size are chosen since they
likely have the largest impact on the expense ratio of the fund.. For instance, the average
large bond fund almost certainly has a lower expense ratio than the average small foreign
equity fund, all else equal. To do the comparison, the funds are first sorted based on each
fund's investment objective a5 defined in the data section. Then the funds within each
investment objective are sorted into size quintiles. Finally, the funds within each
investment objective and size quintile are separated based on whether they were 12b-1
funds or not. If the largest 12b- 1 funds have higher expense ratios than the smallest non-
12b-1 funds, then one can conclude that scale economies sufﬁcxent to offset 12b-1 fees
are not fea51ble

- Teble3 sh_oWs the results of this analysis. For all {nvestment objectives, both
12b-1 and non-12b-1 funds exhibit economies of scale in expenses. As the funds get

3! The use of fund expense ratios to sstimste scale economies implicitly assumes that any scale economies
received by the fund adviser are passed onto fund shareholders.

11
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larger, the expense per dollar invested decreases, For 12b-1 funds, the scale economies
are not produced by a reduction in the 12b-1 fee. In fact, 12b-1 fees change very little as
funds get larger, as is evidenced in the last column of Table 3. Therefore, the scale
economies must originate in the fund management portion of the expense ratio. A key
question is whether 12b-1 funds can generate enough economies of scale in fund
management expenses to offset the 12b-1 fee.

To answer this question, it is necessary to compare the expense ratio of the
smallest non-12b-1 fund to the largest 12b-1 fund within each investment object:ve' If
the largest 12b-1 funds have expense ratios that are lower than the smallest non=12b-1
funds, then one could conclude that it is possible for a fund to achieve sufficient scale
economies to offset the 12b-1 fee. This does not appear to be the case for bond funds.
Panel A of Table 3 shows that the average expense ratio for the largest size quintile of
12b-1 funds is significantly larger than that of the smallest size quintile of non~12b-1
funds. Bond funds apparently are not able to generate sufficient economies of scale to
offset the 12b-1 fees. This is not surprising since bond funds already have the lowest
average expense ratio of any objective. Significant scale economles will be harder to
produce for these funds. :

Por the other investment objectives, the magnitude of expenses for the largest
12b-1 funds is roughly similar to or smaller than the expenses of the smallest non-12b-1
fund, Consequently, these funds seem able to grow large enough to offset the 12b-1 fees;

_ however, they have to grow several thousand times [arger than comparable non-12b-1 ,
funds to achieve the sufficient scale economies just to offset the fee. With additional net
flows of only 4% of assets per year, it would take the average 12b-1 specialty fund 24
years to attain a size where expense ratio is of comparable magnitude with the average
specialty non-12b-1 fund. It would take the average equity fund 62 years, the average
hybrid fund 68 years and the average foreign fund 111 years to generate sufficient scale
economies. Given that shareholders average holding period i is only 7 years, most of the
‘shareholders that paid the extra fee to facilitate the fund growth will never recoup these
costs.3? 1t should be noted that it obviously is not possible for all 12b-1 funds to
experience such growth, If 12b-1 plans are not meant to, or are not successful at, ‘
attracting new money into mutual funds, then they merely serve to shift existing money
among the funds.

Our above estimates of the number of years it would take the average 12b 1 fund
to grow sufficiently assume that non-12b-1 funds would not grow at all. However, over
the years examined in this study, non-12b-1 funds have had posmvc annual flows of
approximately 4%. Ifa non- -12b-1 fund was able to grow thhout 8 12b-1 plan such that

32 §irri and Tufano (1998) cite that the averdge mutual fund shareholder’s holding period is 7 years.
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it moved from the first to thev second size quintile, the fund’s shareholders would be
significantly better off, on average, than if the fund had instituted a 12b-1 plan and
moved into the largest size quintile.”® This is true for all investment objectives.

The logical conclusion of this analysis is that, although it is theoretically possible
for most types of funds to generate scale economies through asset growth to offset 12b-1
fees, it is not an efficient use of resources. First, it is not posLibIe forall 12b-1 fundsto
grow sufficiently, leaving many shaxéholders-paying higherfees into funds that will
never attain an adequate size. Second, it only is possible for lthe small subset of funds
that are in the smallest size quintile at the time that they institute the 12b-1 plan. Fihally,
any given fund will likely not attain an adequate size within any one investor's typical
holding period and, for some types of funds, within an investbr’s lifetime. The above
discussion highlights the difficulty of using 12b-1 plans to grow the assets of a fund to
earn scale economies in expense ratios sufficient to offset the fee. '

I : oo
The next part of the analysis examines the relation between 12b-1-fees and

expense ratios. _ i

)

The model of expense ratio used in this paper is as follows:

ExpenseRatio, =a+ f *12b~1Fee,, + B, "'FloonIati iy, 'lrﬂa *Turnover,, + f, *Cash,,_, +

3 .
By FroniLoad , + B * BackLoad |, + By ® Assets , + B, * Age,, + tﬂ,_‘ Investment Objective
. ird ' .

where Expense Ratio, 12b-1 fee, Front Load, Back Load, Assets, Age and Investment
Objective are as described in the flow equation.  Flow volatility is the standard deviation
of monthly net fiows for fund i in year t, turnover is the annual turnover, and cash is last
year’s end-of-year cash balance for fund portfolio i.

; This model is very similar to the typical models used in the prior studies that test
- whether 12b-1 plans lead to sufficient scale economies from asset growﬂ'x';to offset the
fee. The problem with this mode] is that it includes asset size s an independent variable,
The 12b-1 fee is hypothesized to work through asset size to affect the expense ratio.
Thus including asset size in the model controls for the relation between 12b-1 fees and
expenses that we are trying to test for. In other words, the coéfﬁcient on the 12b-1 fee

¥ For instance, in Panel B of Table 3, a non-12b-1 fund in quintile 1 has an average size of §16.27 millicn
and an average expense ratio of 1.28%. If it were able to grow without 2 12b-1 plan such that it moved
from quintile 1 to quintile 2, the fund's expense ratio would fall to 0.95%,:on average. This value is
significantly lower than if it instituted a 12b-1 plan and were sble to growsuch that it moved into quintile
5. : J

13
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~ does not capture the effect of 12b-1 fees on expense ratio through asset size. I include
thls model in the paper only as a means of companson to other work.¢

One would expect that funds with highly volatile flows are likely more cxpehsive
to manage than those with low flow volatility, and actively managed funds as measured
by turnover are likely more expensive than passive funds. Additionally, funds with more
of their assets in cash may invest less time into portfolio management than funds with
less cash, and are therefore less expensive to manage. Finally, 12b-1 fees should increase

the expense ratio one-for-one, when asset size and the factors are held constant.
, _

Table 4 displays these results. As expected, funds with high flow volatility and
high turnover have higher expense ratios. Additionally, funds with loads tend to have
higher expense ratios than no-load funds. Finally, consistent with the predictions, funds
with 12b-1 expenses have significantly higher cxpense ratios than non-12b-1 funds. For
every 100 basis pomts of 12b-] fees, expense ratios are hzgher by 91 basxs points, all

other things equal,’* 3

The overall results of this analysis show that shareholders, on average, are not
receiving sufficient scale economy benefits to offset the costs of the plans,
consistent with the results of prior studies. Thus, shareholders do not benefit from 12b-1
plans through lower expense ratios. Do they receive benefits in the form of higher
returns”? '

V. 12b-1 Plans and Investment Returns

In addition to the expense scale economies, proponen'ts of 12b-1 plans maintain
that the plans smooth flows for funds, reducing the amount of cash required to handle
unpredictable redemptions and lowering transactions costs to deal with unexpected flows.
Lower required cash reserves increase the percentage of assets that funds can invest in

 higher yielding securities, leading to higher long-run retumns. Additionally, lower flow

4 The model is also estimated excluding assct size from the equation. However. it is not clear that this is an
appmpnate solution. We know from the results in Table 3 that asset sizé significantly impacts expense
“ratio. 12b-1 fees are likely a very small factor in this reletion. Thus excluding asset size from the equation
leaves a slgnificant portion of the expense ratio unexplained. The end resu]t is g severe omitted variables
roblem.
E 3 The caefficient is significantly less than 1. A possible explenation stems from the use of maximum 12b-
1 fees instead of actual 12b-1 fees. If actua] 12b-1 fees charged are less than the maximum allowable, then
" the coefficient should be less then 1. '
% The coefficient on 12b-1 fees in the mode] estimated without asset size @3 en independent variable is
0.97, insignificantly different from 1

14
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volatility reduces transactions costs from unexpected flows not covered by cash on hand.
Ultimately, lower flow volatility generates higher expected retumns, 37

‘Trzcinka and Zweig (1990) also recognized in their study that 12b-1 plans may

stabilize fund flows such that these funds can hold less cash or incur lower transactions
costs, leading to higher gross returns, However, the authors never directly test whether
flows are more stable for 12b-1 funds. They assume it to be true and 80 to the next step
of testing for lower cash balances and higher gross returns. Yet, the authors also
acknowledge the difficulties in finding a relation between gross returns and 12b-1 plans,

~even if one existed. The high volatility of gross returns obscures relations between -
relatively stable 12b-1 fees and returns using traditional statistical techniques. Therefore, :
they conclude that finding no relation does not necessary mean that there is no relation.
This highlights the importance of including the intermediary step of testing for a relation
between 12b-1 plans and flow volatility. It provides an insight into whether there may be
a significant relation between gross returns and 12b-1 plans even if one is not found
directly. ' : '

a. 12b-1 P!‘a@ and Flow Yolatiliﬁ
Do 12b+1 plans reduce flow volatility? Flow volatility is modeled as follows:

FlowVolati iy, =a+f *12b~1Fee,, + B, * FrontLoad ,, + B, *BackLoad i+ Byt Assets |, +

Py A

< " p; S Loy

Py ARE,, 'rﬁp! IRvEXTreT Jujechve
b

It can be expected that loads reduce flow volatility to the fund since active trading in load
funds is expensive and thus not likely to be done often. Additionally, it is likely that
smaller funds will have higher flow volatility since even small dollar inflows and
outflows will be a larger percent of a small fund. The direction of the relation between
age and flow volatility is unclear, ex-ante. Younger funds may have higher flow
volatility since it may take some time for a fund to develop a loyal, long-term shareholder
base, although this is just speculation, :

Table 5 displays the results of the estimation of a flow volatility model. As
predicted, larger funds, older funds, and funds with loads experience lower flow
volatility.“ Moreover, there is weak evidence that 12b-1 fees actually increase flow

37 Our hypothesis is that lower flow volatility decreases the dollar transaitions costs incurred by funds.
[deally, to test this hypothesis, we would examine the relation between flow volatility and transactions
costs. However, transactions costs are not disclosed by funds, but are inorporated into asset prices.
Therefore, lower transactions costs should be revealed through higher gross retums.

*® Other then compensation for brokers, leads may serve to reduce liquidity costs as well. Since active
trading in load funds can be expensive, shareholders in load funds tend to be longer-term investors
(Chordia (1996)). Class A shareholders will only find it beneficial to pay high up front costs and lower
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volatility. The coefficient on 12b-1 fee is positive in all years and significant for three of
the six years. These results indicate that 12b-] plans are not successful in stabilizing fund
flows and may, in fact, destabilize flows. Since there is some evidence showing that flow

volatility is higher for 12b-1 funds, then these funds should have hxgher cash balances
and/or lower gross returns as well.

b. 12b-1 Plans and Cash-On-Hand
To examine cash-on-hand, cash is modeled as followé.”

Cash Balance,, =a + f, *12b~1Fee,, + B, * AnnualFlow s, + ﬁ, ¥ Turnover,, +

B.* Fra;uLaad,, + B, * BackLoad |, + B, ® Asseis,, + B, * Age,, + E B, * Investment Objective ,,

" Higher net flows and higher turnover should lead to more cash-on-hand, ‘Additionally,

“load funds should keep less cash since they have lower flow yolatility, as seen in Table 5.
Table 6 shows the results. Consistent with the above presumptions, higher flows and .
tumnover do lead to higher cash balances. Furthermore, load funds tend to keep less cash-
on-hand. Finally, despite have higher flow volatility, cash balances are not related to
12b-1 fees. The coefficients on the 12b-1 fee variables are m&gmﬁcant in all but one -
year and insignificant overall. Trzcinka and Zweig (1990) a!so find that cash balances do-
not differ between 12b-1 and non-12b-1 funds.

. 12b-1 Plans apd Gross Returns

The final part of the analysxs is to examine whether 12b 1 plans affect gross
~returns. Based on the previous results of the effect of 12b-1 fees on flow volatility and
cash balances, 12b-1 funds should exhibit lower gross returns. There is some evidence
that these funds have higher flow volatility but no differences in cash balances. If flow
- volatility leads to higher transactions costs, then 12b-1 funds should earn lower gross
© returns.

annual costs if they plan to be in the fund for a long time. Additionally, Cless C shareholders should have
short investment horizons since it Is only beneficial to pey 8 high annual 12b-1 fee and no load over a high
front-end load if the investor plans to be in the fund for a shorttime. Class B shareholders should optimally
have medium investment horizons. However, for multiple share class portfolios, all assets are partofa -
pool and as such they share portfolio expenses lneludmg transactions costs. Shareholders of all classes
share all transaction costs generated from active traders in class C shares, Class A (and, to a lesser extent,
Class B) shareholders are potentially subsidizing the liquidity needs of Class C shareholders without
realizing that they are. Nands, Wang and Zheng (2003) find some evidence consistent with this hypothesis.
¥ properly modeling end-of-year cash bzlances may be difficult since fund managers may alter cath

balances higher or lower just prior to public disclosure to reflect what the fund managers want the public to
see. This practice is known as window dressing. .

16
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Gross return is calculated as net return plus the annual expense ratio, Gross
returns, net of the mean gross return to the mvestment objectxve are modeled as follows:

MeanAdjus tedGross Return,, = a + §, *12b-1Fee,, + 8, *Turnover , + B, * FromtLoad ;, +

[] 14
B. " BackLoad , +f;* Age,, + 3, B, * Investment Objective,, + 3. B, *Year,,
: )26 Comle )

A year indicator variable in included in the “All Years” model to control for the
difference in mean returns from year to year. 2002 is the year excluded from the model
estxmatxon _ '
The results are shown in Table 7. For the “All Years” mode), there is no evidence
of a significant relation between 12b-1 fees and gross retumns, consistent with the results
- found by Trzcinka and Zweig (1990). However, in the year-by-yesr analysisthe
coefficient on 12b-1 fee is negative for 4 of the 6 years. Additionally, 1999 seems to be
an anomalous year, The sign of the relation between the indépendcnt variables and the
mean-adjusted gross returns are opposite from most of the other years, If the 1999 data is
eliminated from the “All Years” model, the coefficient of -1 :30 on the 12b 1 fee becomes
significant.

Taken 25 a whole, 12b-1 fees appear to increase flow Evolatility and decrease gross
returns. Although these results are not overly strong, it certainly discounts the original
justifications made by 12b-1 plan proponents that 12b-] plans stabilize fund flows and
increase gross returns. Shareholders of 12b-1 funds do not obtain any benefits through
higher gross returns, and may in fact be harmed.

d. 12b-1 t io :

An alternative hypothesis for effect of 12b-1 plans oni flows is that, by providing

steady inflows of cash, 12b-1 plans reduce the number of times that funds have net
redemptions. Unexpected net redemptions can be costly if the fund manager has to sell
securities to cover the cash outflow. This leads the fund to incur transactions costs.

Also, it potentially takes the asset allocation suboptimally away from the fund manager’s
investment strategy. Both of these outcomes reduce gross refurns.

1

A test is conducted to determine whether 12b-1 funds incur smaller net
redemptions as a percent of assets than non-12b-1 funds. Percent net redemptions are
calculated as the sum of dollar flows in months within a yea: for which there were net
redemptions, divided by the average assets for the year. The calculation is as follows:

" o
> MomhlyFlow,, * D, ,

Mzl
AverageNet4ssets, ,

PercentNet Re demptions,, =

17



Boudreaux, Leonard&Hanm Fax:71375701/4 JUN 2 2UU4 121l F.oan

wheré n =1Uf MonthlyFlow < 0;
D, =0if MomhlyFiow20 .

The model of percent net redemptions is as follows:

PotNetRede mptions, =a + B, *12b'~ 1Fee,, + f, * AnnualNet Return + f, * ﬂon:Laad y + ﬂ‘ * BackLoad ,,

+ f, ®Assets; + B, * Age,, + Z B, * Investment Objective,,

_ The model is similar to the flow volatility model, except that this mcludes the azmual
- return since there is likely to be fewer redemptions in years vw(/here returns are higher.

The results are in Table 8. There is little evidence thajtt 12b-1 plans lessen net
redemptions. The only year for which net redemptions is significantly negatively related
_to the 12b-1 fee is 2000. Interestingly, that is the same year for which gross returns were
most- negative for 12b-1 funds, Furthermore, the mterpretatxon of the coefficient suggests .
~ that redemptions were only lower for 12b-1 funds by 1% of assets for 2000 and an
average of 0.67% annually for all years.” Even if net redempnons are consistently Iower
for 12b-1 funds, it does not translate into higher gross returns, as is ev1denced in the
pI'EVlOUS section.

i
i

VI Concluslons

If 12b-1 plans constitute a net benefit to investors, the amount of the annual fee
should be recovered through higher net returns. Higher net returns could derive from
either lower expense ratios due to economies of scale or higher gross returns due to the
enhanced capacity of funds to either invest in assets with higher yields or reduce
transactions costs. Overall, the results are inconsistent with f.his hypothesis. 12b-1 plans
do seem to be successful in growing fund assets, but with nojapparent benefits accruing
to the shareholders of the fund. Although it is hypothetically possible for most types of
funds to generate sufficient scale economies to offset the 12b 1 fee, it is not an efficient.
use of shareholder assets, No sharcholder will be better off mvestmg in a small 12b- 1
fund in hopes of helping the fund grow to attain these scale economies. . :

Furthermore, these higher expenses do not translate im_o higher gross returns.
Indeed, fund flows may be more volatile and gross returns may be lower for funds with
12b-1 plans. These results highlight the significance of the ¢onflict of interest that 12b<]
plans create. Fund advisers use sharcholder money to pay for asset growth from which
the adviser is the primary beneficiary th'rough the collection of higher fees.

4 These numbers are calculated by muluplying the average 12b-1 fee (0.34) by the coefficients on the 12b.
Ifec variables.
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Table 1
Non-12b-1 Funds vs. 12b-1 Funds - Summary Statistics
Non-12b-1 Funds - 12b-1 Funds
Mean Median . Mean - Median

‘Assets (MM$)* 764.53 133.80 - 71980 159.50
Expense Ratio® 0.91 085 | 128 1.1
Age 9.80 700 | IL16 8.00
12b-1 Fee! 0.00 000 | 034 0.28
Front Loads* 1% . 78%
Contingent Deferred Loads 2% '66%
Observations 7,633 ‘_ 11,869

" a Assets are the sum of the assets of all classes within a portfolio.
. b Expense Ratio is the asset value-weighted expense ratio of the share classes within a portfolic
"¢ Apeisthat of the oldest class within the portfolio.

d 12b-1 fee is the asget value-weighted 12b-1 fee of the share classes within a pertfolio.
e ‘Percent of portfolios with a front load. If even 1 ¢class within s pom’olm has a front load then the
portfolic is considered to have a front load.
f Percent of portfolios with 2 deferred load, If even | cless withina ponfoho has & defcmd load, then the
portfolio i8 considered to have a deferred load. ‘

!
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Table3
Non-12b-1 Funds vs. 12b-1 Funds -
- Summary Statistics by Size

Panel A: Bond Funds :
Non-12b-1 Bond Funds 12b-1 Bond Funds
Size N ‘Mean | Mean | Mean N Mean | Mean Mean Mean
' Assets Expense | Age _ Assets i} Expense Age® 12b-1
MMS$) | Ratio (MMS)® || Ratio Fee
1 661 20.47 0.74* 7.56 942 22.30; 1.05 739 0.33
2 539 63.76 0.68 7.27 1065 64.10/ 1.00 §.81 0.32
3 562 137.39 0.66 8.98 1045 136.81| 0.98 9.94 0.29
4 519 | 30502 060 | 1021 1087 | 30198 098 | 1178 029
5 591 | 1629.90 055 | 14.51 1014 | 1666.64! 096* | 1549 = 030
Papel B: Hybrid Funds ‘
Non-12b-1 Hybrld Funds 12b.1 Hybrid Funds
Size N Mesan Mean | Mean N Mean || Mean Mean Mean
Assets Expense | Age® Asgsets | Expense | Age 12b-1
(MM3E)* Ratio (MMS$)* Ratio o Fee
1 151 1627 | 128 748 177 18.69i 1691 633 0.40
2 148 63.27 0.95 9.07 180 63.59: 1.48 7.18 0.37
3 102 | 14143 | 084| 809 226| 14552 1381 9.5 0.37
4 106 379.50 0.73 | 1027 222 346.17, 130 16.52 037
5 153 4349.15 0.51 1920 175 | 297121 1.22 | 2335 0.42

3 Assets are the sum of the assets of all clesses within a portfolio.

b Age is that of the oldest ¢lass within the portfolio.

*indicates that the difference between the quintile 1 non-12b-1 fund expense ratio and tha qumtxle 512b.1
fund expense ratio is significant at the §% level.
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Table 3 (continued)
Non-12b-1 Funds vs. 12b-1 Funds —
Summary Statistics by sze

[

Equity Funds
Non-12b-1 Equity Fuads 12b-1 Equity Funds
Size N Mean Mean | Mean N Mean Mean Mean Mean.
. Assets | Expense | Age® Assets | Expense | Age® | - 12b-1-
. (MMS)® | Ratio _(MMS$)* Ratio ' Fee
1 666 19.02 1.41° 1.76 604 2025, - 1.68 6.70 032
2 613 76.09 1071 6.5 482 81.53 1,44 9.03 033
3 461 213.16 097 | 927) 809 | 277N 141 10.68 0.33
4 437 624,02 0.89 | 11.38 834 625.90: 128 | 13.47 0.32
] 482 | 552930 0.69-1 16,53 789.| 472345 1.20* | 23.23 0.38
Panel D: Specialty Funds - o :
Non-12b-1 Speclalty Funds 12b-1 Specialty Funds
Size- N Mean | Mesn | Mean N Mean | Mean Mean Mean
' ' Assets | Expensc | Apge’ Assets Expense | Age® | 12b-1 -
(MMS)* Ratio (MMS3)" Ratio Fee
1 69 17.29 1.76* | 7.61 108 16.66- 1.98 6.03 0.40
2 68 60.86 122 986 112 60.38 169 | 656 0.40
3 72 165.69 1.18 9.42 105 162,40 1.59 1 829 0.44
.4 72 400.97 1,13 ] 16.28 105 35948 1.61 9.52 0.54 |
5 78 2041.88 092} 13.15 99 1949.49 143* | 17.04 0.49
|
Panel E: Foreign Funds i ;
Non-12b-1 Foreign Funds 12b-1 Foreign Funds
Size N Mean Mezn | Mean N Mean Mean Mean Mean’
Assets | Expense | Age® Asscts Expense | Age® | 12b-1
(MMS) Ratio MM$)* Ratic Fee
1 181 ¢ 14.38 1.64% 494 326 13.77 2.22 5.39 0.42
2 188 51.38 127] 6.41 334 50.60 1.83 6.34 0.38
3 230 118.18 1.20 6.81 280 114.36, 1.74 7.77 041
4. 240 285.21 1.08 7.00 280 283,43, 1.72 8.27 0.41
5 237 1891.95 099 | 6.32 283 | 271118, 1.50% | 11.50 0.39j

8 Assets are the sum of the assets of gl classes within 2 port{olio. ‘;

b Age is that of the oldest class within the portfolio.

*indicates that the difference between the quintile 1 non-12b-1 fund expense ratio and the qumtzle 512b-1
fund expense ratio is significant at the 5% level. .
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NMFN: IV, MF, AIM Funds Page 1 of
£, | ACOESS YOUR ASCOUNTE ()
~I7 Northwestern Mutaal * 2

" FINANCIAL NITWORX® omcz LORATOR . SEARGH | I3

NETWAORK INSURANCE SIINVESTUMENT IR ADVISORY LEARN|

SERVICES PRODUCTS REPRODUSTS RYSERVICES !csm&rf ¢ !ﬁ%%ma Igéﬁ;gg s CANEERS .
'.lJ.W.‘.!.'.J.‘u??.fPlk“'.hr.d ;“._':- ‘. o l?{ 'I'L;a, ,(,5;

Mutual Funds
» Rusaell Mutual! Funds

» - The Russell invesiment
_ Approach -

» Masgon Street Funds
" » Mason Strost Investment

_ Approach
AM Funds.

- Americen Funds
Frankiin® Templeton®
MF8
Futnam
Van Kampan

e o P BAMNNS ¢ ALY 3 AN A LT 5 l-..'h -:**m*.:wr‘u RN LR T O U VRTINS S

CIRYEATMENT. RROUOTS...

Miapvrar T T e el

AIM Funds

Founded in 1976, the Nouston-based company now hag more than $164 billion in asuta

uder (atisyeried aud e Y 2,700 emp!uyws

QOver the yeary, such funds as AiM Weingerien Fund AM CQnsteuabcn Fund, ane AIM anue
Fund have bacome household worde for milllans c{lnvestom ATM funds are gold through
financlal advicors as g reflection of the company's bellef that investors can benefit significantly

fram having the advica end guidance of & profeso:orsal who can create investment plans io
meet the mdeual needs ot their cliers, ‘

As 3 member of the $370 bllilon AMVESCAP Gmup, AlIM nﬂ‘ern mera than 100 investment
portfolios, multiple investment managermant styles, a broadened product range, and a variaty
of iInveaiment services, Managing gicbal portfatios suecessfully raquires ineight Into the
intricacies ¢f different markets, culturee, and fnandal syetems, and AIM hag access to more
than BC experianced portfolio managers and more than 100 enalysts across the globe. In @

. rapidly expanding global marketplace, AIM I8 committed ts making fis management expartise

N ETRT D

and products avaljable worldwide,

AlM Management Group Ine. 1a the helding eomaany of savaral subaldlades thal addraes
business oppartunities In domestic and internetions! markeiplaes. nvestment manggement,
distribution, adminietration, and account seMcmg funetrons are cerried oLt by the various
operating subsidiaries listed below.

e AlM Advisars, Ina. is the iavestment advlsor and acminietrator to more thar 50

institutional ang retall mutual funds. itis the holding sampany for AIM's other-operating
subsidiaries,

¢ AlM Capital Management, Inc, s the InvesVnent advigor for separately managed

ascounts, such 85 corperate and municipal pension p\ans ingurgnce companies,
charitable institutions, and privata indlviduals.

s AIM Distributors, Inc., a registered broker-desier, is the prlnclpel undwnter and
distributor of the ratail mutual funds,

s AIM Fund Services, Inc. Is the intemnal uansfer agert for AIM s mutual funds. it alse
provides shareholder services.

+ AlM Globa! Holdinga. Inc. is the holding comnany for AlM'a International operations
8nd inveatment activitiag,

e AIM Altemative Asset Adviscrs, Inc. and AIM Allamative Asset Management
Company, Inc. erc the menaging general pannar and investmant muneger for ecrtaln
of AIM's aiternative asset products.

s AIM Private Agset Managament, ine., pravides Investment ad\noe to customized
puttivlius ful private individuels,

e Fund Managsment Company, a registered brokeﬁdealer. ls the princlpal dlstnbutor of
mongy market funds to Inslhmlmal cllents, |

Investment Digeipline _ |

What ig an Investment discigline? At AIM, it means a clearly defined stretegy for selecting
securities, appllsd coneistently across our brogd renge of funds.

An lnvestment discipline fellows s preven, sysiemaﬂc Investment process, ralias on higiorical

hup:/fwww.nmih.com/tn/investprods--aim_funds_pg5/28/2004
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AIM Small Cap Growth A Report (GTSAX) | Purchase Info

MCORNNGSTAR com

Jun ¢

FAYI 144D Foi

PAGE @2

Page 1 of

L

l The | more | you get |

The | more | You: have | -

P

|t Memberstip | 10 Abowr Ut | V2 Pructuct:

T Help,

Premium Membership

Hama | Portfolio | Gtocks | Funds | BTFs | Markets | Yools | Werkshops | Personal Finance | Disgues

Fund Reperts

Snapshot

© . Data Interpreter

> Ahalyst Regearch
Morningstar Rating
Total Returns
Tax Analysls
Rldr Masalres
portfelio
Management

Feas & Expenses
purchase Info

e Ptk
e 7 Merefenn
el idert
poivy

Toame Sy ead, o

Are your

| driving up

energy bms‘? |

- B o1

[Enter ticker, name or toplc _QUOTES/REROATS | sEARcH |

- .."'.::‘ Click 1 receive: o free 14-Joy icial

lnuu?enj LG iN

AIM Small Cap Growth A GTSAX S_gg_f,un_q_%fm_ljx_qug‘i»

~ Purchage Information

Minlmum Investments

Initlal closed t0 new Investars
Additional $50
~Imitial IRA closed to new Inyestors
_Additional IRA $50
Initial AIP $50
Addlticnal AP $50
Addreas

11 Greenway Plaza

Suite 100

Houston, TX 77046
800-959-4246
713-626-1819

EyH’;Q-;T' C.a

Kesp mgre.of what you_QPZLL

i

. %b ﬂ::lt.i"¢l

Wp&«l i e,

‘
l

i :
Brokarage Avaliabllity
Accutrade

. AG Edwards = MF Degler

AG Cdwares - PFA Dealar
American Express Brokerage
Amerlean Express SPS Advantage
Ameritrade Inc,

Amebitrade Institutional Sarvices
Bear Stearns

Bear Stearns Load

Bloweil & Cu.

Broker Dealer Financlal Services Corp
BrewnCo

CommonWaealth PPS
CommonwWealth Unlverse

Dain Rauscher-FAS

DATALynx ‘

DATALynx NAV

DATALynx NTF -

ETrade Load Mes

Federated TrustConnect NTF
Ferris, Bakar Watts, Inc,

Fidelity Institutional FundsNatwork
Fidelity Institutionel FundsNatwork-NTF
Figelity Retall FundsNetwork

-Financial Network Approved List .

Financlal Network PAM and Prime Approved
HARiRISdirect :

HSBC Broksrage (USA) Tne

Insight Advisors LLC

Invesmart [Direct

Invesmart ISelect

Investacorp

Invesirage
IJPMargen INVEST
/eL Financial Services

hetp://quicktake.momingstar.com/Fund/Purchase asp?Country=USA& Symbol=GTSAX &fdtab=purchase5/31/200¢
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Page 2 of’

Merrill Lynch

Mony, Securities Corp

Morgan Stanley Dean Witter
MuRI+Financlal Multivest
MUTUALS.com Instxtutlonal
Nationhwide Trust

NMIS ,
Paulson Investment Company
Pershing, division of DL
PruArrayA/2 ‘
PruArrayBisys A List

PruChoice Investrnents
Prudential Sacurities

Quick & Reijlly Lead Funds
Raymond James

Raymond James WRAP Eligible
Robeft W, Baird

Salomoen Smith Barney
Schwab Retall

Schwab RFS U/s

Schwab RPS SchwabPlan .
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Fee Table and Expense Example

FEE TABLE :
This wble deseribes the fees and uxpenses that you may pay f you buy
and hofd shares of the fund.

Sharaholder Pesn

D D D A B0 0 e g et et ot D B e e g e 0 e o N M e

(f2as patd directly from

your invesrment,)

Muximum Sales Chargy (Luad)
imposed on Purchases
(as-@ percaniage of
offering price)

Muximum Deforrud

Sales Charge (Loud)

Cises A Cigus B Cipss ¢ Cinca R

8.50% None None None

. (as & percomiage of
* orfgined purchase price

None'? $.00% 1.00% None'

o " = - A e e e 1 U D P e W @

(expensay that are deducied
Srom fund aseets) Class A Class B Ctase © Olass R
Manapgement Fees 0.70%  0.70%. 0.70% 0,70%
Digiribulion and/ur -
Service (12b:1) Fees " 0.35 .00 L00  0.40
"Other Expenses 032 032 032 032
. Tota) Angue) Pond :
Operaling Expenses® 137 202 102 152

! 1 vou buy 31000000 ar mory of e A shares aad redesry thane shereg AN
18 monte Brom tw Les of pundizaw, WU 9339 1A 3 1,00% sunttegant doforrod ealer
charpe (CDSCY 4 the tme of redumplion.

¥ 1f you 2re 3 retirement plo pertednent and you Dought £1.000.000 or mors of
. Ot A gunz, You I3 Dty 1 1,00% CDIC If & iwva) nelemplion of the metlvemens

plan ssyets covuns within 12 months fom g dako of the refisestent plan'g tniual
purchas,

5 1 you are 4 etirement plaa paricinant vou may iy o 0.75% CORC f the didtratir

fE6d 2 CONCREUON 10 Ine fiesler of record and 4 total Medomplion of tha-rearomont
“plan eels decmg widiin 12 mondw trom tha dais of e retirament plan's inital
purchasu,
* Yhare ke #O gOATANCO AT 2cwAl Exponses il be ha xarec oa these shuwn In the
mble.
$ The dourfbulor b agrend o Jimit Clams A shrarys Rufe 120-1 distribotion plan
paymenis in § 26% Anetng thee periorke the fund it offirnmlna 2 lmiied Basl 10 el
Invasorx. Towl Anaus) Pund Operating Bxpenses for Cuss A shares reslitod for this
agrooment 30 17%. These agerue limitutiva agroonents oy be mudilied ur
Uiseonilnued upon consulialion with e Bosrd of Trustess without fariber nofite
imnstor, .

You may aso be duirged % iexnsscuon or acher feo by die Emncial
Limlhullve wsigluy yeur guvouil,

&g & resuli of 13b-1 fees, Jong-term shgreholders in the fond muy
pay more than tha maximum permitted inldal saley chargy,

EXPEN(S! EXAMPLE ‘ ,

This ecampld i intended ta hulp you compare the eouts of invasting in

::E:sm glusses of the fund with the cost of investiag in other mutual
nds, .

The elunple anunes dod you st $10,000 Ui W fnd for the
¥ma peripds indicated and thes redeam ali of your ghares at the end
of those peridda. The example also assumes that your invesament has
2 5% renjm pach year and thet the fund's operuing expenses romain.
the ssme. To'the extent feas gre waived or expenses are rejmbursed,
Your expenses will De lower, Although your actz] returns and costs
may be higher or lower, besed on these assumptions your costs
would hel R

8 Ysam - a0 Yoars

. 1 Yoar 3 aare
Qus A~ 3682 $960 - §13% 306
CassB | 705 - 9% 1,288 2,181
Class © - ° 305 636 , 1,088 2,348
Qs . - 193 480 82y 1813

You would pay the following expencee f you &id ot radsem your

sheres:

3 Yeer 3 Yeore S Yoars 30 Years
CawA . $682 $360 $1359  $2106
Clasg® @ - 1205 634 1,088 Toaasl
Clags ¢ . @ 205 634 1,088 2,348

Class R - | 15§ 480 g9 . 1813

T P
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

X
LAWRENCE ZUCKER, On behalf of
- AIM Small Cap Growth Fund/A, AIM
Smal] Cap Growth Fund/B, AIM Small
Cap Growth Fund/C and AIM Limited
Maturity Treasury Fund/A,

Plaintiff,
-against-

- : Civil Action No. B-03-5653
- AIM ADVISORS, INC., BOBR. BAKER, 5
JAMES T. BUNCH, GERALD J. LEWIS,

- LARRY SOLL, FRANK S. BAYLEY,

BRUCE L. CROCKETT, ALBERTR.

DOWDEN, EDWARD K. DUNN JR.,
- JACK M. FIELDS, CARL FRISCHLING,
~ PREMA MATHAI-DAVIS, LEWIS F. X

PENNOCK, RUTH H. QUIGLEY, LOUIS :

S. SKLAR, ROBERT H. GRAHAM and

MARK H. WILLIAMSON,

Defendants,

AIM INVESTMENT SECURITIES
'FUND and AIM GROWTH SERIES,

| Nomina! Defendants -
- X

MEMORANDUM OF POINTS AND A'UTHOR_ITIES IN SUPPORT OF
PLAINTIFE’S OPPOSITION TO DEFENDANTS® MOTION TO DISMISS
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

' X
LAWRENCE ZUCKER, On behalf of

AIM Small Cap Growth Fund/A, AIM

Small Cap Growth Fund/B, AIM Small

Cap Growth Fund/C and AIM Limited
Maturity Treasury Fund/A,

- Plaintiff,
-against-

: : Civil Action No, H-03-5653
AIM ADVISORS, INC,, BOB R. BAKER, :
JAMES T. BUNCH, GERALD J. LEWIS,
LARRY SOLL, FRANK S. BAYLEY,
BRUCE L. CROCKETT, ALBERTR.
DOWDEN, EDWARD K. DUNN JK.,
JACK M. FIELDS, CARL FRISCHLING,
PREMA MATHAI-DAVIS, LEWIS F. :
PENNOCK, RUTH H. QUIGLEY, LOUIS :
S.SKLAR, ROBERT H. GRAHAM and  :
MARK H. WILLIAMSON,

Defendants,

AIM INVES'IMENT SECURITIES
FUND and AIM GROWTH SERIES,

Nominal Defendants
SR : X

MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF

PLAINTIFE’S OPPOSITION TO DEFENDANTS® MOTION TO DISMISS

This action challenges the legitimacy of expenses that defendants have been

charging for marketing and distribution to four mutual funds that have been closed to new
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mvestors for two years® (the “Closed Funds™). Defendants’ motion to dlsmlss or in the

: altemauve motion for summary Judgment should be denied because these pzyments: (i)

lack a reasonable relationship to the marketing and dxstnbutmn needs of the Closed

Funds; (u) were collected by defendants’ sister company; and (iii) cannot be sanctloned '

by any Natlonal Association of Securities Dealers ("\IASD ") rule or nonce mcludmg
NASD Rule 2830 or NASD Notice to Members 93-12, where such payments actually‘

| violate defendants’ fiduciary obligations under §36(b) of the Investment Company Act of

1940 (“Investment Company Act”) and common law.
| I PRELIMINARY STATEMENT
Section 12b-1(e) of the Investment C‘g‘)mpany Act requires that direqxors may
apprové. a distr'ibution i:la.n pursuant to § 12b-1 (“12b-1 plan*’) only if they conclude:

in hght of then' ﬁducxary duties under state law and under sections 36(a) and (b)
of the Act, that there is a reasonable likelihood that the plan will benefit the
company and its shareholders...(emphasis added).

I g et e 4. e e 7 4+ o

Recent studies by the SEC have shown, however, that 12b-1 fees — even for funds open to

 new investors — do not benefit fund shareholders who are ‘c'harged the 12b-1 fees out of

the fund’s assets indefinitely. Sée, e.g. The Costs and Benefits to Fund Shareholders of
12b-1 Plans: An Examination of Fund Flows, Expenses and Returns, page 2 (Lori Walsh,

Financial Economist;_Ofﬁce of Economic Analysis, U.S. Securities and Exchange

| Commission, April 26, 2004)(see Exhibit A) (“fund shareholders are paying the costs to

grow a fund while the fund advisor is the primary beneficiary of ihe fﬁnd‘-s growth

through the collection of higher fees”). While it very well may be, based on these and

' The closed funds at issue are the following; AIM Small Cap Growth Fund/A, AIM Small Cap
Growrth Fund/B and AIM Small Cap Growth Fund/C, all of which were closed since March 18, 2002, and
the AIM Limited Maturity Treasury Pund/A which has been closed since October 30, 2002,
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other studies, that chargmg 12b-1 fees even to open funds is a breach of fiduciary duty
under § 36(b) and state law as set forth in § 12b- l(e) the ongoing assessment of 12b-1
fegs to the Closed Funds is most.certamly a violation of § 36(b) ;nd common law
fiduciary duties. : -

The core of this case, which defendants have coﬁveniently skirted, is that a
mutual fund advisor cannot continue to charge 12b-1 fees to the Closed Funds when such
expenses do not bear a reasonable relationship to the marketing and _distributionv needs of
a mutual fund: that is no longer marketing to, or uéepﬁng investments from, new
invéstdrs.. Although rules and guidelines created by self—go&eming agéncies such as the

NASD may offer general guidance to its members regarding the collection of fees and

~ expenses, contrary to defendants’ assertion, these rules do not and cannot override the

| force and éffect of § 36(b) and common law fiduciary ‘duryfobligations of a fund advisor

_to only charge expenses that are reasonably related to the services needed by the fund.

Accordingly, plaintiff seeks to recover the excessive and umeasonable 12b-1 fees that

defendants have collected, either directly or indirectly through their sister company, in

: violét_ion of their fiduciary duties under § 36‘(b) and common law, Plaintiff elso seeks to

| enjoin}defendants from continuing to charge the Closed Funds unreasonable 12b-1 fees

| for marketing and distribution.

II.  ARGUMENT
"A motion to dismiss under Rule 12(b)(6) is viewed with disfavor and is rarely
granted." Kaiser Aluminum & Chem. Sales, Inc. v. Avonda(e Shipyards, Inc., 677 F.2d
1045, 1050 (Sth Cir,1982). It is well settled that a compla;int should not be dismissed

unless it appears to a certainty that the plaintiff can prove no set of facts in support of the

Y e e 8 e s e T B R A et 8 s an e e
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complaint that would entitle the plaintiff to relief. See McCartmey v. First City ;Bank,' 970

F.2d 45, 47 (5th Cir.1992). In determining whether to dismiss a complaint, the court

must accept the factual allegations of the complaint as true, view them in a light most: :
favorable to the plaintiff, and draw al] reasonable inferencesg in the plaintiff's favor, Indest -

- v, Freeman Decorating, Ir'z'c.,'164 F.3d 258, 261 (5th Ch.1999). As will be demonstrated

below, each of the grounds presented by defendants for dismissing plaintiff's first

amended complamt (the “complamt”) is without merit and therefore defendants’ motion

should be demed

A, Defendant AIM Advisors, Inc. is a “Rec1p1ent” under § 36(b). because the
improper 12b-1 fees were collected by its sister company

The complaint names as defendant, among others, AIM Advisors, Inc. (“AIM

Advisors”), the advisor to the Closed Funds. Regardless of whether the adviser collected

allegedly excessive 12b-1 fees collected through its affiliate.. § 36(b) states that:

the investment adviser of a registered investment company shall be deemed to
have a fiduciary duty with respect to the receipt of compensation for services, or

of payments of a material nature, paid by such registered investment company, or
by the security holders thereof, to such investment adviser or any affiliated

person of such investment adviser. (emphasxs added)
Thus, § 36(b) expressly imposes a fiduciary duty upon an inv‘estmen_t advisor with reSpect
to fees and expenses received cither by the advisor or an “affiliated person of such

mvestment advisor. nl

3 In fact, just as § 36(b) imposes 8 fiduciary duty on the adviser for payments received by the
- advisor and any affiliated persons, so too have courts considered both the administrative costs incurred by

the adviser and the adviser’s affiliates to determine the adviser’s liability under § 36(b). See Gartenberg v.
Merrill Lynch Asset Management, Inc., 694 F.2d 923, 931 (2d Cir. 1982) (because manager and broker
affiliate were divisions of one economic unit, costs incurred by affiliate may be used to calculate manager's

net profits for § 36(b) liability considerations).
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The improper 12b-1 fees alleged in the complaint, were, upon information and.
belief; received by AIM Distz-ibutors, In¢. (“ADI”), the distributor of thé Closed Funds
that is an affiliate of AIM Advis'ors.3 Under § 36(b), “affiliated persons” are defined as
“any pérson dfrectly or indirectly controlling, controlled by, or under common control
with such other person...” 15 U.S.C. § 80a-2(a)(3)(C). As such, ADI is an “affiliated

person” of AIM Advisors within the meaning of § 36(b).

Thus, even if defendants’ assertion that AIM Advisérs did not collect 12b-1 feés

directly from the Closed Funds is true, defendant AIM Ad{(isors has breached its § 36(b)

. fiduciary duties with respect to irln-proper' iZb-I fegs coll.ected through its affiliate ADI.

Defendants’ position that § 36(b)(3) imposes liability upon an advisar only when the

improper compensation or fees are. received directly by the advisor, but absolves the
o ‘a_dvisor from 1igbility when such compensation 6r fees are c;:llected through Ian affiliate, -
- _squaiely-‘contr.adicts@_;Sé(b)--wh-ich-.imposes‘.liabiliq.nn-an. adv.iserdtselfiqr.improper.~ O
- cbmpensé’tion collected tlﬁough the adviser’s affiliates. The correct interpretation of thg _

: “fecipi'ent” requirement of § 36(b)(3), therefore, must include an advispr that collected

' improper payments either itself or through an affiliate a5 defined under § 36(b).*

Accordingly, defendant AIM Advisors had a ﬁducia;ry duty with respect to the

improper 12b-1 fees that were collected through its affiliate distributor ADI

! ADI and AIM Advisors are sister ccmpames under the common control of AIM Management
Group Inc. (See Exhibit B).

¢ The “recipient” requirement of § 36(b)(3) excludes, however, those that did not directly receive’
compensation and whose affiliates did not receive compensation.
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Consequcntly, Aim Advisors is considered a “rec1p1ent” under § 36(b) and therefore

, properly named as a defendant.’

- B.  The 12b-1 Fees Charged By Defendants Lack A Reasonable Relationship
to the Marketing and Distribution Services Provlded to the Closed Funds

At the pleadmg stage, all that is required of plamnff 1s to plead facts which, if
proven true, would support the claim that the 12b-1 fees _for marketing and distribution
chafgcd to the Closed Funds bear no reasonable relaﬁonship to the services rendered. See
eg Srrougo v, Bea Assoc., 2000 WL 45714 *7 (S.D.N. Y) (not required to plead detall

to make 8 determxnauon with respect to the six Gartenberg factors — sufficient to plead

 facts to support claim that fees bear no reasonable relationship to services rendered).. In

this case, plgmtiff hé.s met his burden by pleading that defendants confinue to charge the
Closed Funds 12b-] fees for marketing and distribution when such funds are apparently
no longer engaged in marketing and distribution. | |

The complaint alleges with as much detai] as defendants’ li‘m‘ited financial

disclosm’es would allow, that defendants continue to charge the Closed Funds 12b-1 fees

for marketing and distribution despite the fact that the Closed Funds are, and have been,

closed to new investors for two years. (See, e.g., complaint Y 15-20). As previously

stated, the SEC has questioned the reasonableness of charging 12b-1 fees even to open

“funds (See Exhibit A). Certainly, in this case where the énﬁre justification of cha:ging

In light of the affidavit submitted with defendants’ Motion Dismiss (See Exhibit C attached-
thereto) claiming that the advisors did not directly receive 12b-1 fees. from the Closed Funds but rather it
gppears that distributor ADI received such 12b-1 fees, ADI has its gwn fiduciary duty directly to the Closed
Funds, and is therefore jtself a proper defendant under § 36(b). As such, plaintiff respectfully requests
permission to amend the complaint to add distributor ADI as a defendant in this action.

s

¢ Thel2b-1 fees charged to the Small Cap Growth Fund/A was reduced from .35% to .25% when it
¢closed to new investors, ,
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© 12b-1 fees — passirig the benefits of economies of scale of a larger fund to shareholders —
no lohg.ér exists, the ongo'mg assessment of 12b.] fees, as defendants ‘are‘doing in this
case, raises grave doubt about defendants’ comphance with their ﬁducmy duty
obhganons under § 36(b). |
Furthermore, defendants continue to list the Closed Funds in more than sixty (60)'
fund “supennéikéts” m‘aintaiﬁed by brokers such as E*Uad;, Charles Schwab and others.
(Exhibit C). Typically, a fund uses a ;ﬁerce'ntagé of net a§se‘ts allocated under its 12b-1
- plan in 'ordgr to pay fbr an ongoing listing in a fund supermarket to gain exposure to the
fund supermarket’s broad customer base and thereby attract new investors into the fund.
Payihg distribution fees to these fund supermarkets to list 1f:he Closed.Funds-, however, is
not e reasonable use of the Closed Fund’s assets given that the Closed Funds are clbsed to
| new investors and any future salés are strictly limited to existir_xg investors in these funds.:
Moreéver, defendants all but admit in their documents distributed to investors
‘that th‘e‘ 12b-1 expenses charged to the Closed Funds may riot be reasonably related to the
v services rendered. First, defendants have acknowledged thét' |
Asa result of 12b-1 fees long-term shareholders in the fund may pay more than
the maximum permitted sales charge. (Exhibit D).
Defendants’ acknowledgement that the 12b-1 expenses charged to funds sold by
defendants may exceed the maximum sales charée aliowed by ‘NASD rule is a.n
admission that tﬁese 12b-1 expenses may not be reasonably related to the sale§ and
marketing services provided ‘to the funds. While deféndants admit that the 12b-1
expenses charged tb open funds may not be reasonably related to the funds’ sales and

marketing needs, the 12b-1 charges are all the more so unreasonable when assessed



agai'nst Closed Funds that are no longer engaged in soliciting new business. This is
precisely why § 12b-1 requires that expenses incurred pursuant to a 12b-1 plﬁn be
reviewed by the fund’s board of directors on a quarterly basis.

Also, defendants admit that the 12b-1 fees assessed agamst the Small Cap Growth
Fund/B and Small Cap Growth Fund/C are unreasonable by virtue of the fact that the
12b-1 fees charged to the Small Cap Growth Fund/A was reduced, albext shghtly, whcn
the fund closed to new investors.* While plaintiff alleges that the amount of 12b-1 fees
currently gssessed against the Small Cap Growth FL»md/A'is? still _um‘easoriaBlé given that v

“the fund is closed to new investo:s even this 'dOthard adjusunent‘vin 12b-1 fees is an

admission by defendants that the maxketmg and chstnbut:on expenses for a closed fund is-

less than that of an open. fund, Nevertheless, defendants contmuf. 10 assess the closed
- Sm;ll Cap Growth Fund/B and Small Cap Grovgth Fund/C a full 1.00% in 12b-1 charges
~ the same_' amount charged whep thése funds were actively seeking and accepting new
investors. Defendants also continue to charge the closed AIM Limited Maturity Treasqry
Fund/A the same 0.15% in 12b-1 fees charged when it was open to new investors. |

Under these circumstances, plaintiff has su—fﬁciénﬂy alleged that the 12-bl fees
for marketing and distribution charged to the Closed Funds lack any reasonable
relationship to the services provided to these funds.

C. NASD Rule 2830 Does Not Permit Defendants To Charge

Excessive 12b-1 Fees in Violation of Their Fiduciary Duties

Defendants’ reference to NASD Rule 2830 and NASD Notice to Members 93-12

is 8 red herring. It is undisputed, as explained above, that the payment of 12b-]

distribution fees are subject to the fiduciary duty obligaﬁéﬁs set forth in § 36(b) and
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under state laws. Sge Meyer v, Oppenheimer Management Corp., 895 F.2d 861, 867 (2d
Cir. 1990) (costs of 12b-1 plans are subject to review under Section 36(b)). Therefore, if
12b-1 fees cha:ged to the Closed Funds lack any reasonable relationship to the services
provxded, then fund management has violated § 36(b) and state fiduciary duty laws.

NASD Rule 2830 canpot preempt the fiduciary duty obligations placed by § 36(b) and .
state law on the fund’s management. Thus, while NASb Rule 2830 may allow its
members to continue charging “asset-based sales charges” even after & fund stops selling
its shares, NASD 2830 does not, and cannot, provide defendants with a “free pass” to
violate their fiduciary duties by incurring expenses on behaléf of Closed Funds that lack a
reasonable relationship to the services provided to the Closeé Fund. -

In this case, the Closed Funds have ceased soliciﬁné new invgstors for more than
two years. Therefore, it does not appear that there are reasonable grounds té‘ ‘cha:ge the
Closed Funds “asset-based sales charges” at the same rate as ‘when they were open to new

~ investors. At the very least, the 12b-1 fees for funds that have been closed to new
investors for such a prolqnged period should be substantially reduced after their closu:e,
| if not altogether eliminated._ Yet, defendants are conﬁnuing to charge the Closed Funds
essentially the same 12b-1 fees as they charged the funds \;,vhenv they were open to new

investors.®

! For example, while NASD Rule 2830 places a 0.75% per annum cap on the asset- based sales

charges a fund may impose, it would be a violation of § 36(b) and state fiduciary duty laws to charge 12b-1
fees that are even less than the 0.75% cap if such fees are not reasonably related to services provided. In
effect, the NASD rule caps fees and expenses that its members can asses, but in no event do these rules
permit advisors to indiscriminately charge 12b-1 fees regardless of the reasonable needs of the fund.

s As explained previcusly, the closed Small Cap Growth Fund/B and Small Cap Growth Fund/C are
still being assessed the same 1.00% in 12b-1 fees. and the AIM Limited Maturity Treasury Fund/A is etill
being charged the seme 0.15% in 12b-] fces while the 12b-] fees bemg charged to the Small Cap Growth
Fund/B has only been mmlmally reduced to 0.25%,
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NASD 2830 notwithstanding, if the défendants are continuing to charge the
Closed Funds “asset-based sales 'charges;’ that lack a reasonable relationship to the

services required by these funds, then defendants are liable under § 36(b) and state law, '

D.  Supplemental Jurisdiction Is Proper Because
Plaintiff’s §36(b) Claim Is Proper

Because, plaintiff's §36(b) claim against‘defe-ndants,is prdpcr, as explained above,
this Court can propgrly assert supplemental jurisdiction ovér plaintiff's state claims. See -

28 U.S.C. §1367(2).

E. °  Plaintiff Has Standing to Pursue An o .
Action on Behalf of AIM Limited Maturity Treasury Fund

Plainiff has standing to bring & claim for breach of fiduciary duty on behalf of
the closed AIM Limited Maturity Treasury Fund. De‘fenda:nts. have the same fiduciary
duty to investors in all of the Closed .Funds to charge 12b-1 fees having a reasonable
relationship to the services required by these funds. The Closed Funds share the same
investment advisor, the same board of trustees, share the sam';e marketing and distribution
agent that is an affiliate of the investment advisor, and are otherwise unified in interest.
Pl.aintiff alleges that, by charging excessive and unneces'sa'f‘y‘ 12b-1 fees to thé'_Cl'Qsed
Funds, &efendants breached their fiduciary duty .to plaintiff and:a.ll othef investors in the |
Closed Funds. Thus, the harm suffered by the plaintY, and the remedy sought in this
action is identical for all of Closed Funds. Ask su‘ch, plaintjff has standing to assert a

breach of fiduciary duty claim on behalf of all of the Closed Fﬁnds in this action.

10
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CONCLUSION

For the foregoing reasons, Defendants’ Motion to Dismiss should be denied in its

entirety.

Dated: June 1, 2004

Respectfully Submitted,

SCHWARTZ, JUNELL, GREENBERG
& OATHOUT, L.L.P.

%&M&w@m

Roger B. Greenberg

Texas State Bag No. 08390000
Federal 1.D. No, 3932
Attomney-in-Charge

909 Fannin St., Suite 2000 -
Houston, Texas 77010

~ 713/752-0017 Telephone -

713/752-0327 'Facsimile

ZIMMERMAN, LEVI & .
KORSINSKY, LLP

‘Bduard Korsinsky

39 Broadway, Suite 1440
New York, New York 10006
212/363-7500 Telephone
212/363-7171 Facsimile
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* KORSINSKY, LLP

Jean Marc Zimmerman

226 St. Paul Street .
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908/654-8000 Telephone
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CERTIFICATE OF SERVICE

I HEREBY CERTIFY that a true and carrect copy of the foregoing Memorandum

and Points afA uthorities in Support of Plainiiﬁ’s Opposition to Defendants’ Motion to

- Dismiss was sent to all counsel of record by U.S, certified mail on this 1* day of June,

T Dok

Roger B. Greenberg
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The Costs and Benefits to Fund Shareholders of 12b-1 Plans:
An Examination of Fund Flows, Expenses and Returns

Lori Walsh'

* Financial Bconomist, Office of Economic Analysis, U.S. Securities and Exchange
Commission, 450 Fifth Street NW, Washington, D.C. 20549. The Securities and
Exchange Commission disclaims responsibility for any private publication or statement
of any SEC employee or Commissioner. This paper expresses the author's views and
does not necessarily reflect those of the Commission, the Commxssxoners, or other
members of the staff.

This paper presents preliminary findings and is being dlsmbuted to economists and
other interested readers solely to stimulate discussion and elicit comments. Any errors or
omissions are the responsibility of the author.
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Executive Summary

~ Rule 12b-1, promulgated pursuant to the Investment Company Act of 1940,

~allows mutual fund advisers to make payments from fund assets for the costs of
marketing and distribution of fund shares under the auspices of 12b-1 plans. The original
justification for the plans, as put forth by the mutual fund industry in the 1970s, was that
such fees help attract new shareholders into funds through advertising and by providing

incentives for brokers to market the fund. Arguably, asset growth from any means
benefits shareholders through economies of scale in management expenses and lower

~ flow volatility, which decreases liquidity costs for the fund. If, through 12b-1 plans,
funds are able to increasc the rate at which their assets grow, men shareholders may be
able to aftain these cost reductions sooner than by investing in a fund with no 12b-1 plan.
However, the costs must decrease sufficiently to cover the cost of the plan, and the
benefits of the cost reductxons must be passed onto shareholders, or shareholders will not
be better off.

Opponents of the rule argue that there is no evidence that 12b-1 plans are
successful at growing funds or that shareholders benefit from such plans. Furthermore,
they argue that there is a conflict of interest from allowing fund advisers to use fund

_assets to pay for attracting new investors, since fund advisers | eam fees based on assets
under management. '

This paper addresses whether 12b-1 plans are successful in leading to faster asset
growth and whether the shareholders that pay for 12b-1 plans receive any net benefits
from the plans. The paper finds that while funds with 12b-1 plans do, in fact, grow
faster than funds without them, shareholders are not obtaining benefits in the form of
lower average expenses or lower flow volatility. Fund sharehplders are paying the costs
to grow the fund, while the fund adviser is the primary beneficiary of the fund’s growth.
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1 Introdu_ctioh '

Since their inception in 1980 12b 1 plans,’ designed to provide a fund adviser
with resources to pay for the distribution and marketing of a fund, have been marked by
controversy. However, in recent months, lawmakers investor advocacy groups and the
financial press have elevated the din to a dull roar.? Spurred by the revelation of scandals
in the mutual fund industry, such as late trading, market timing and selective disclosure

of portfolio holdings, several aspects of the mutual fund industry are being examined,
including shareholder fees.

Fund advisers annually deduct 12b-1 fees from fund a]sscts. According to an ICI
survey of 95 member funds in 1999, 63% of 12b-1 fees are used for compensation of
broker-dealers and related expenses, 32% are used to cover the administrative expenses
of maintaining shareholder accounts, and 5% are used to pay for advertising and sales-

~ promotion expenses

- Thus, the primary use of revenues raised through 12b-1 fees is to create incentives -
for brokers to distribute the fund. Additi onal]y, advenising iricreases investor awareness
of the fund, which in tumn increases flows into the fund.® Taken together, the mcentxves

and advertising may stimulate asset growth and thereby lead to scale economies.. In
theory, asset growth allows the fixed costs of fund menagement to be spread across more
assets, resulting in a lower average cost of fund management per doller invested.® If the

' Investment Company Act Release No, 11414 (October 28, 1980).
? For example, see Karl Scannell, “Some Mutual-Fund Pees Pace the Smell Test”, Wall Street Journal,
December 16, 2003; Brooke Masters, “Counting the Cost of Fund Fees”, Washington Post, December 4,
2003; Carla Fried, “Pressure Builds To Cut Fund Fees™, New York Times, Janusry 11, 2004, Also, ina
January 14, 2003 letter to the General Accounting Offlce, Representatives Michzel Oxley and Richard
Baker requested & study of “[t]he role of 12b-1 fees, and whether modificdtions may be needed to rule 12b-
1 to reflect chenges in the manner in which funds are marketed and distributed.” They additionally
requested a study of the effectiveness of the rule in providing economies of scale in expenses. In a March
26, 2003 letter to the U.S. Securities and Exchange Commission, Representative Baker called for an
enalysis of whether the rule should be updated in light of changes in fund distribution practices. '
Additiona!ly, New Yeork Artorney Genere! Eljot Spitzer is forcing mutual fund companies to lower their

fees ag part of settlement cases. For instance, Alliance Capital Management agreed o cut fees by 20% and
freeze them for five years. '
? Compensation of broker-dealers and related expenses include payments to broker-dealers for sale of fund
shares; reimbursements to the fund’s distributor for t’mancmg charges arising from advances made to
broker-dealers for the sale of fund shares; and compensation of in-house personnel. Administrative
expenses include compensation to third parties for record keeping and other services provided to current
fund shareholders, Advertising end other sales-promouon activities include expenses for the printingand
mailing of prospectuses and sales matarials to prospective investors. See “Background Information About
12b-1 Fees”, Investment Company Institute Mutuel Fund Connections, Pebruary 2003,

“ Jain and Wu (2000) find that funds that advertise receive significantly higher inflows of cash than funds
that do not advertise.
51t {s well documnented that there are economies of scele in mutual fund fees at the fund level and the fund
complex level. See Latzko (1999), Dermine and Roller (1992), Baumol (1982), Collins end Mack (1997),
and Wang (2002).
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-asset growth is successful, this should translate into a lower expense ratio and higher
expected net returns, all other things equal. §

Additionally, 12b-1 fee incentives potentially lead to a steady inflow of cash,
reducing the volatility of fund deposit and redemption flows. Lower flow volatility may
reduce the liquidity costs to the fund’s shareholders, increasing expected returns. With
low flow volatility, a fund can hold less cash and invest a larger percentage of its assets
into higher yielding securities. Furthermore, such funds i mcur Jower transactions costs
associated with uncxpected flows. ‘

The debate over 12b-1 plans stems from a lack of c]ea} evidence demonstrating
that shareholders actually do obtain benefits from the hypothesized asset growth and
reduced flow volatility. The use of fund assets to market the fund leads to an inherent
conflict of interest between fund advisers and shareholders. Fund advisers earn fees
based on assets under management. Asset growth increases the fees collected by the
adviser. Thus, while current shareholders incur the costs to grow the fund, it may be that, -
the adviser is the primary beneficiary of the resulting growth. : : :

This paper addresses whether shareholders do, in fact, reap the benefits of 12b-1
- plans. Prior studies have provided evidence that shareholdersare not receiving sufficient
benefits from expense scale economies to offset the 12b-1 fee.” In fact most of the
studies show thet expense ratios are higher for funds with 12b‘71 fees by almost the entire
amount of the fee. This study confirms these results using a more recent dataset.
Moreover, it extends the analysis to the effect of 12b-1 plans on asset growth and flow
volatility, The results show that 12b-1 funds do experience higher annual net inflows
than comparable non-12b-1 funds. However, it-would take decades of sustained growth
at typical 12b-1 fund growth rates for a fund to be able to achieve sufficient scale
economies to offset 12b-1 fees. Finally, there is no evidence that funds with 12b-1 plans
“have lower deposit and redemption flow volatility, lower cash balances or higher returns.

In all, the evidence demonstrates that 12b-1 plans are successful at attai'm‘ng faster
asset growth; however, shareholders do not obtain any of the benefits from the asset-
growth. This result validates the concerns raised by opponents of 12b- l plans about the
conflicts of interest created by these plans. :

The above analysis demonstrates that the original justifications for 12b-1 plans
are not valid. However, current proponents of 12b-1 plans provide a different

¢ However, there i is some evidence that funds mey slso experience dnseconomxes of scale. The
diseconomics appear in higher transactions costs from larger position sizes and fewer profitable investment
idess as the fund grows, Seee.g. Perold and Selomon (1991) and Chen, Hong, Huang and Kubik (2003)
7 For example, see Ferris and Chance (1987), Trzcinka and Zweig (1990), Chance and Ferris (1951),
McLeod and Malhotra (1994), Collins and Mack (1997), Malhotra and McLeod (1997), and Dellva and
Olson (1998).
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justification. They maintain that 12b-1 plans allow funds to offer alternative wﬁys for
investors to pay for distribution. Most funds with 12b-1 fees offer different “classes” ofa
fund portfolio that have unique fee structures.! An investor with 2 short expected holding
period might find it more beneficial to invest in Class C shares in which there is no
upfront fee, but high annual fees. Alternatively, a long-ierfn investor would earn higher

holding period returns byrinvesting in Class A shares, which charge a large up-front fee
and then small annual fees.? e

There are several differences between loads and 12b-1 fees that make 12b-1 plans
an inappropriate means for investors to pay load fees. First, there is a significant
~ difference in the level of transparency between loads and 12b-1 fees. The load charge is
clearly stated on the confirmation statement that the investor receives from his broker.
Aliemnatively, the investor is never explicitly told the total an?;ount of 12b-1 fees that he -
has paid, annually or in aggregate. As shown in Barber, Odean and Zheng (2002), |
investors arc significantly less sensitive to operating expenses that are hidden in volatile
returns than they are to “salient in-your-face expenses.”'® Thus investors may not choose
the class that maximizes their expected holding period returns because of their different
perceptions of the fees. '

| Second, 12b-1 plans provide investors with less control over the amount that they
~ ultimately pay for distribution than loads. Loads are a fixed amount charged at the
account level, and each investor pays only for his costs. On the other hand, 12b-1 fees
are charged annually at the fund level, and investors may pay. for other investors® costs.
Because 12b-1 fees are charged for as long as the investors stays in the fund, the
aggregate amount that investors pay increases as their holding period increases and
typically as their asset levels rise.! Additionally, because the fees are deducted at the
fund level, some investors subsidize the costs of other investors., For example, small
accounts typically cost more, as a percent of the account size, than large accounts. Yet
both investors with small account and with large accounts pay the same percent.

! The typical structure for a multiple class fund includes A, B and C class shares, 2long with an occasional
institutions] or retirement class. Class A sheres often include & high front-end load with a nominal 12b-1
fee. Class B shares have a contingent deferred sales load, plus a large 12b-1 fee. The load decreases with
each year in which the investor continues in the fund, unti] eventually decreasing to zero, typically about 6
years from purchase date. After about 8 years, Class B shares convert to Class A shares, reducing the 12b-
" 1 feeto Class A levels. Class C shares usually have a large 12b-| fee and a smell contingent deferred sales
load (1%) that is climinated after a 1-year holding period.

Y Colling (2004) shows that investors can eemn different holding period returns by investing in different
share classes. An investor can choose a class such that the fees are paid in the way that maximizes her
expected holding period return. : ’

' Barber, Odean and Zheng (2002), p. 2. _
‘! Rule 12b-1 provides that funds can charge a dollar amount of fund assets to cover marketing and
distribution costs. These fees are disclosed as & percentage of assets. In reslity, the percens charged
remains fairly stable through time, even as the asset levels change.

i
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Finally, conflicts of interest between fund advisers and shareholders that do not
exist for loads exist under 12b-1 plans. Almost all share classes charge some 12b-1 fee.
Given the lack of evidence that these fees benefit shareholders in any other way, one has
to question whether the level of 12b-1 fees are in the best interest of shareholders. The
opacity of the fees makes it difficult for shareholders to monitor this conflict themselves.

Il Background on 12b-1 plans

The Investment Company Act of 1940 bans the use of fund assets to pay for fund
distribution. In the Jate 1970's, however, the fund industry was experiencing & significant
and consistent outflow of cash from its funds. The investors ’that remained in the funds
were paying increasingly higher expenses, as the fixed costs of the funds were spread
over ever fewer shareholders, The industry asked the SEC to allow advisers to use fund
assets to pay for distribution costs. This would allow funds to compete on a more level
playing field with other investment products that did not charge upfront loads, leading to

" a net cash flow into funds and scale economies for shareholders.'> The SEC adopted
- Rule 12b-1 in October 1980. 1 ~ . )

Rule 12b-1 permits funds to bear distribution expenses provided that they are
properly disclosed and regulated. Plans designed pursuant to the guidelines in Rule 12b-
1 allow mutual funds to deduct an annual fee from net assets, a portion of which is paid

- to brokers to éompensate for distribution costs.’ This annual fee is included in the
reported expense ratio,' * thus initially increasing the expense ratic of the fund when a
plan is implemented. Although originally meantasa short-term solution to the. high level
of net redemptions in 1970’s, 12b-1 fees now play an integral role in the distribution of a
majority of fund portfolios. Indeed, the entire class system of funds is built around the
12b-1 fee. Under the directives of Rule 12b-1, the fund’s board is cbligated to regularly
reeveluate the benefits of the plan to the fund shareholders. Should the board deem that a
12b-1 plan is no longer appropriate for its shareholders, the class system of the fund
portfolio, if applicable, would need to be reorganized. '

2 For 2 detailed discussion Rule 12b-1 and the events leading up %o its adoption, see, “Protecting lavestors:

A Half Century of Investment Company Reguletion”, Division of Invest.ment Management, United States
Securities and Exchange Commission, May 1992, ; .

3 Investment Company Act Release No. 11414, 45 FR 73898,

1 A typical arrengement between a fund adviser and a broker provides for the broker to be compensstcd
with an initial sales charge and an annuel commission as a percentage of assets invested through the broker.
Brokers are compensated for the sale of Class A and B shares through s hxgh initial seles commission and 8
emall (usually O, 25%) annual commission paid for by & 126-1 plan. Class C shares often provide fora
emall initial commission of ebout 1% and an annual commission of 1% paid for by & 12b-1 plan. See

'Neal (1999) for a detailed discussion of the incentives provided to brokers from 12b-1 plans.

15 The expense ratio of a fund includes three componenta: -an advisory fee; administrative fees, such as
legal and accounting costs; and 12b-1 fees. For multiple class shares, the advisory fec is always the same
across classes, Administrative fees and 12b-1 fees can differ across clasges, although the administretive fee
is very often the same,
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- - Are 12b-] plans in the best interests of shareholders?: As noted above, the

- original justification for 12b-1 plans was these fees encourage brokers to market the fund,
resulting in increased assets under management and generating subsequent economies of
scale redounding to the benefit of investors. The hope is that the lower cost of fund
management (on a per dollar basis) associated with the scale economies eventually
offsets the cost of the 12b-1 plan, Additionally, proponents maintain that 12b-1 plans
lead to more stable inflows to the fund, reducing the fund’s need to maintain & high cash
balance to manage its liquidity requirements from net redemptions.'® This would allow
the fund to invest more assets.into higher yielding securities, increasing gross returns.!”
Furthermore, lower flow volatility decreases the fund’s total cost of providing liquidity to
its shareholders through lower transactions costs.

This study empirically tests whether, and to what extent, the benefits of 12b-1 -
plans actually accrue to shareholders by examining cross-sectionally the relation between
12b-1 plans and fund flows, expense ratios and returns. Others have studied the impact
of 12b-1 fees on expenses and have consistently shown that 12b-1 fees only serve to _
increase expenses.’® This study adds to our understanding of the impact of 12b-1 fees on
shareholders in two ways. First, a more recent dataset is used. The most recent data
employed in the previous studies is from 1994. This sample runs from 1997 through
2002. Given the short history of 12b-1 plans, updating the data is important to ensure
that prior results ere not specific to the time period studied. o

Second, the analysis is extended to examine the relation between 12b-1 plans and
fund flows. Prior evidence on the link between 12b-1 plans and fund flows is mixed.
Trzcinka and Zweig (1990) and Chance and Ferris (1991) find no relation between 12b-1
plans and faster asset growth. As will be discussed later in the paper, this result may be
driven by their measure of asset growth, Nanda, Wang and Zheng (2003) and Barber,
Odean 2nd Zheng (2002) find that multiple class funds and 12b-1 funds, respectively,
grow more quickly than single class and non-12b-1 funds. The results from this study are
consistent with latter two papers. Additionally, prior studies have largely ignored the
possible benefits of 12b-1 plans from lower flow volatility."”’

1 See Fdelen (1999) for an analysis of the cost to fund shareholders of providing liquidity.

I However, this relation between cash and gross returns may no longer hold. In recent years, fund -
managers have been less concerned about maintaining high cash balances because they can now easily
enter into futures cantracts oo an index of interest and eam similar returns t0 the invegted assets,

" See supranote 7. : . ‘

19 Tezcinka end Zweig (1990) recognize this potentisl benefit, but test it only indirectly through returns.
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ll.  Data

The fund data for January 1997 through December 2002 are obtained from the
Morningstar Principia monthly discs.2? This sample included approximately 20,000 fund
portfolio years, All funds with nussmg observations for expense ratio and portfolio
objective are excluded. Years in which a fund was closed to'new investment are also
ehminated since that affects fund flows in a manner unrelated to 12b-1 plans.

Many fund pom'ohos contain multiple classes of sharcs that differ only in
distribution method, which affects costs and net returns for each class. This study
addresses the effect of 12b-1 fees on flows, expenses and returns, Since 12b-1 fees differ
for each class, it may seem logical to evaluate each class separately However, it's the
aggregate impact on portfolio assets that lead to economies of scale, cash levels, liquidity
costs and returns. ?' Therefore, agset-weighted average values are calculated for the
expense ratio, 12b-1 fees, loads and annual returns for the fund portfolio. All of the tests

- will be conducted at the partfolio level using asset-weighted average valuzs for multxple
class portfolios. ' .

The funds are divided into categories based on the poﬁolio objective stated in
their prospectus. “Bond funds” include municipal, convertible, corporate, multisector,
and government funds. “Hybrid funds” include asset allocation and balanced funds.
“Equity funds” include growth, growth and income, income, equity income, aggressive
equity, and small company funds. “Foreign funds” include foreign bond funds and
foreign equlty funds. “Specialty funds” include all funds W1th a stated specialty

~ investment objective.

Table 1 provides some descriptive statistics for funds i;with and without 12b-1
plans.?* 12b-1 funds are of similar size, but are older, on average, with significantly

2 The Momingstar discs do not contain information on dead funds, creating a survivor bias in the data.

The Office of Economic Analysis has reconstructed the Morningstar database to Include funds that are
merged, liquidated or have changed names to greatly reduce this bias.

" For instance, consider a portfolio with a typical class structure as described in footnote 8. Let's assume
that Class A comprises 70% of the portfolio, Class B comprisas 20% and;Class C comprises 10%. Class B
and C have 8 1% 12b-1 fee and Class A has a .25% 12b-1 fee. 1f 12b-1 fees incresse inflows to the fund,
then Class B and C shares should have large positive inflows and Class A shares should have small positive
inflows, a8 compared to similar non-12b-1 funds. However, Class B and C are & smeller proportion of the
total portfolio assets, muting the affects of 12b-1 fees. The relation between 12b-1 fees and economies of
“scale would be distorted when compared to a fund with a 1% 12b-1 fee that comprises 100% of the
Ezortf’oho assets.

* Funds may adopt 12b-1 plans without sctually charging any fees. The; 12b-1 fee reported by Mormingstar
is the maximum 12b-] fee that the fund is allowed to charge based on its pros;:ectus not the actual fee
- The reported expense ratio contains only the sctua!l 12b-1 fee,
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higher expense ratios than non-12b-1 funds. 2 Remarkably, the average expense ratio
for 12b-1 funds exceeds that of non-12b-1 funds by more than the average 12b-1 fee.
Since fund expenses include 12b-1 fees, these results suggest that 12b-1 fees, on average,
do not reduce fund expenses, even after deducting the 12b-1 fees. % Although this table
provides only unconditiona] means that do not control for various cross-sectional
differences in funds, these numbers offer a first glimpse ata result that will be addressed
more ngorously in the next section. :

IV Measuring Scale Economies for 12b-1 Funds

_ Proponents of 12b-1 plans contend that the 12b-1 fees prmnde incentives to
- brokers to aggressively market the fund, leadmg to faster assdt growth than if the fund
had no 12b-1 plan and, ultimately, to economies of scale in expenses.®® This paper first
addresses whether funds with 12b-1 plans do, in fact, grow faster than funds without 12b-
1 plans :

a. 12b—:l Plgng‘ and Fund Flows
Consistent with Sirri and Tufano (1998), net fund ﬂov)s are calculated as the

percent change in monthly assets not atmbutable to returns on the portfolio securities, as
" depicted in the following equatlon ’,

i

A, ~TNA,,, *(1+ R, )

F,A\IJ,T.
TNA

1=}

where FLOW;; is the monthly net flows into fund i on day t, TNA,; is fund i’s total net
asset on day t and R, is the net monthly return to fund i on day t. As in Sirri and Tufano
(1998), the top and bottom 1% of the flow values are elimmated to account for data errors
and fund mergers. 2 '} -

The model used in this paper to explain net fund flows is as follows:

‘Flow,, =a+ §,*12b-1Fee,, + B, * AnnualNet Rewrn,,_, + B, * ExpenseRatlo,,_, +

it : ‘
B.* Frontload,, + By * BackLoad | + B * Assers,, + [, * Age,, + 7, B, * Investment Objective |,
. j=1

|

B For purposes of this study, 12b-1 funds are defined as fund portfolios for which a 12b-1 plan has been-
adopted, As discussed leter In the paper, the analysis is conducted at the fund portfolio level, not the fund
class level.
M For funds with no 125-1 plan, the share distribution costs are paid for dxrectly by the sdviser and thus not
included in the expense ratio.

¥ However, it is unclesr why an investor would prefer to pay extra annual expenses 10 hclp a smal] fund
grow when she could mmply Invest in & larger fund that hag already attained scale economies.

Most of the data errors in net assets are due to 2 decimal being shifted by one place in either direction.
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where Flow, is the net flow for fund 1 in year t, 12b-] fee, Annual Net Return, Expense
Ratio, Front Load, and Back Load are the asset-weighted averages for fund i’s‘portfolid
/in year t, (Annual Net Return and Expense Ratio are the prior year’s values), Assets and
Age are for the fund portfolio?’, and Investment Objective is an indicator variable for
-each of the objectives explained above, %
|
The model includes control variables thought to affect fund flows, other than 12b-

1 fees. A high return or low expense ratio last year may attract more investors this year.
Portfolio asset size and age are included to contro] for how well known the fund may be
to investors. Finally, since many 12b-1 funds also have front and deférred loads, these
variables are included to contro! for the impact of loads on flows not due to 12b-1 fees.
The expected relation between flows and loads is ambiguous.? On one hand, if brokers
steer investors towards funds with higher loads, then we would see a positive relation.

Alternatively, if investors prefer to pay lower loads, all other things equal, then we would
see a negative relation. :

Table 2 displays the results of the model estimation of the impact of 12b-] fees on
annual percentage flows. The results indicate that larger funds, younger funds and funds -
- with higher prior year net returns experience higher net flows, Loads are negatively
related to flows, although the relation is statistically weak. Finally, consistent with the
above line of reasoning, funds with 12b-1 plans obtain significantly higher annual net
flows than do funds without 12b-1 plans. Fund portfolios with a weighted-average 12b-1

fee of 0.34% had 4% higher Tlows than similar non-126-1 fangs. >~¢ This i5 gignificant
considering that the average net flow is 8% annually. ‘Funds with 12b-1 fees thus have
grown more quickly than funds with no 12b-1 fees. This result praovides an impetus to
further investigate whether 12b-1 funds have the ability to eam sufficient scale
economies from this growth to offset their 12b-1 fees, and where the average 12b-1 fund
is in this process. = |

Trzcinka and Zweig (1990) and Chance and Ferris (1991) also test for a relation
between 12b-1 plans and asset growth during the period 1984 through 1988. Neither
finds a significant relation, counter to the results in this and other studies. Several factors

?! In other words, the asset value is the sum of the assets in the different classes within the portfolio and sge
is the age of the oldest class within the portfolic,

2% All of the regregsion models in this study are estimated separately by yesr and for the entire period. The
yearly regressions indicate the stability of the relstions through time. The “Al] Years” estimation shows the
central tendencies of the relations that may not eppear in any given year. -

% The 4% i3 caleulated as the average 12b-1 fee (0.34) times the coefficient on 12b-1 fee (11.98) from the
“All Years” model in Table 2. ‘ :

% The 4% finding is.consistent with results found by Nanda, Wang and chng (2003). They exemine
changes in cash flows upon adoption of 2 multlple-class structure, (Thereiis likely a significant overlap -
between the multiple-class distinction and the 12b-] distinction). They find that cash flows increase by
about 4% annually after adoption.

10
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could account for this disparate outcome. First, the results could reflect differences in the
time periods studied. It is possible that the relation between 12b-1 plans and fund flows
have changed. Second, the different result could arise from the different method used to
“calculate asset growth, Both previous studies measure asset growth as the percent change
in net assets from one year to the next. This value incorporates changes in assets both
from investment returns and from purchase and redemption flows. The method used in
this study nets out the affect of returns on the change in asset$ to focus the measure on
changes in fund flows. The different calculation method could lead to the dissimilar
~ outcome in two ways. Netting out the effect of volatile returns on asset growth likely
reduces the volatility of the asset growth measure. The lowet volatility may increase the
ability of the model estimation to detect a significant relation, if one exists. Furthermore,
if 12b-1 plans effect returns in the opposite direction that they affect fund flows, the two .
~ opposing forces will offset each other, leading to a result of no significant relation.
b. 12b-1 Plans and Ecopomies of Scale :
The relation between average expenses and asset size is concave, That is; when
funds are very small, even small additions to assets are likely to provide large reductions -
in expenses per dollar invested. However, as funds grow, each additional dollar of assets
lowers expenses less than the dollar before. At some point, expenses will change very
little with each dollar growth in assets. Given the decreasing returns to scale, a relevant
question is whether funds have the ability to generats sufficient scale economies to offset

12b-1 fees. :

To determine whether a fund can attain a size such théi economies of scale offset
the 12b-1 fee, expense ratios for 12b-1 and non-12b-1 funds of similar size and
investment objective are compared.®' Portfolio objective and size are chosen since they
likely have the largest impact on the expense ratio of the fund. For instance, the average
large bond fund almost certainly has a lower expense ratio that the average small foreign
equity fund, all else equal. To do the comparison, the funds are first sorted based on each
fund’s investment objective as defined in the data section, Then the funds within each
investment objective are sorted into size quintiles. Finally, the funds within each
investment objective and size quintile are separated based on whether they were 12b-1
funds or not. If the largest 12b-1 funds have higher expense rétios than the smallest non-
12b-1 funds, then one can conclude that scale economies sufﬁcxent to offset 12b-1 fees

are not feasxble

 Table 3 shows the resuits of this analysis. For all investment objectives, both
12b-1 and non-12b-1 funds exhibit economies of scale in expenses. As the funds get

¥ The use of fund expense ratios to estimate scale economies implicitly assumes that any scale economiss
received by the fund adviser are passed onto fund shareholders.

11
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larger, the expense per dollar invested decreases. For 12b-1 funds, the scale economies
are not produced by a reduction in the 12b-1 fee. In fact, 12b-1 fees change very little as
funds get larger, as is evidenced in the last column of Table 3. Therefore, the scale
economies must originate in the fund management portion of the expense ratio. A key
question i3 whether 12b-1 funds can generate enough economies of scale in fund
management expenses to offset the 12b-1 fee.

~ To answer this question, it is necessary to compare the expense ratio of the ,
smallest non-12b-1 fund to the largest 12b-1 fund within each investment objective. If .
the largest 12b-1 funds have expense ratios that are lower than the smallest non-12b-1
funds, then one could conclude that it is possible for a fund to achieve sufficient scale
economies to offset the 12b-1 fee. This does not appear to be the case for bond funds.
Panel A of Table 3 shows that the average expense ratio for the largest size quintile of
12b-1 funds is significantly larger than that of the smallest size quintile of non-12b-1
funds. Bond funds apparently are not able to generate sufficient economies of scale to
offset the 12b-1 fees. This is not surprising since bond funds already have the lowest
average expense ratio of any objective. Significant scale economxes will be harder to
produce for these funds. :

‘ For the other investment objectives, the magnitude of expenses for the largest
12b-1 funds is roughly similar to or smaller than the expenses of the smallest non-12b-1
fund, Consequently, these funds seem able to grow large enough to offset the 12b-1 fees; -

However, they have to grow several thousand times larger than comparable non-12b-1
funds to achieve the sufficient scale economies just to offset the fee. With additional net
flows of only 4% of assets per year, it would take the average 12b-1 specialty fund 24 '

~ years to attain a size where expense ratio is of comparable magnitude with the average
specialty non-12b-1 fund. It would take the average equity fund 62 years, the average
hybrid fund 68 years and the average foreign fund 111 years to generate sufficient scale
economies. Given that shareholders average holding period i is only 7 years, most of the
shareholders that paid the extra fee to facilitate the fund growth will never recoup those
costs.*? It should be noted that it obviously is not possible for all 12b-1 funds to
experience such growth. If 12b-1 plans are not meant to, or ar¢ not successful at,

-~ attracting new money into mutual funds, then they merely serve to shift existing money
among the funds.

Our above estimates of the number of years it would take the average 12b 1 fund
to grow sufficiently assume that non-12b-1 funds would not grow atall. However, over
the years examined in this study, non-12b-1 funds have had posmvc annual flows of
approximately 4%. If a non-12b-1 fund was able 10 grow thhout 2 12b-1 plan such that

32 gipri and Tufano (1998) cite that the averdge mutual fund shareholder’s holdi ng period 1s 7 years.

12
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it moved from the first to the second size quintile, the fund’s shareholders would be
significantly better off, on average, than if the fund had instituted a 12b-1 plan and
moved into the largest size quintile.® This is true for al] investment objeétives.

The logical conclusion of this analysis is that, although it is theoretically possible
for most types of funds to generate scale economies through asset growtki to offset 12b-1
fees, it is not an efficient use of resources. First, it is not possible for all 12b-1 funds to ‘
grow sufficiently, leaving many shareholders paying higher fees into funds that will
never attain an adequate size. Second, it only is possible for the small subset of funds
that are in the smallest size quintile et the time that they institute the 12b-1 plan. Finally,
any given fund wil] likely not attain an adequate size within any one investor's typical
holding period and, for some types of funds, within an investbr’s lifetime. The above
discussion highlights the difficulty of using 12b-1 plans to grow the assets of a fund to
earn scale economies in expense ratios sufficient to offset the fee. ‘

| o :

The next part of the analysis examines the relation between 12b-1fees and

expense ratios. : '

The model of expense ratio used in this paper is as follows:
ExpenseRatio, = a + f,*12b~1Fee,, + 5, " FIawVaIéti ligy,, -4_-',8, *Turnover,, + B, *Cash,,_, +

. 1 '
B, FrontLoad ,, + B * BackLoad |, + B, ® Assets,, + 8, * Age,, + t B, * Investment Objective
—_im ‘

- where Expense Ratio, 12b-1 fee, Front Load, Back Load, Asshts, Age and [nvestment

Objective are as described in the flow equation.  Flow volatifity is the standard deviation
of monthly net fiows for fund i in year t, turnover is the annual tumover, and cash is last
year’s end-of-year cash balance for fund portfolio i.

This model is very similar to the typical models used in the prior studies that test

~ whether 12b-1 plans lead to sufficient scale economies from dsset growth to offset the

fee. The problem with this model is that it includes asset size as an independent variable.
The 12b-1 fee is hypothesized to work through asset size to affect the expense ratio.
Thus including asset size in the model controls for the relation between 12b-1 fees and
expenses that we are trying to test for. In other words, the co@fﬁcient on the 12b-1 fee

3 For instance, in Panel B of Table 3, a non-12b-1 fund in quintile 1 has an average size of $16.27 millien
and an average expense ratio of 1.28%. If it were able to grow without 2 12b-1 plan such that it moved
from quintile 1 to quintile 2, the fund’s expense ratio would fall to 0.95%,on average. This value is
significantly lower than if it instituted a 12b-1 plan and were sble to grow 'such that it moved inte Quintile
5. : :

13
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does not capture the eﬁ’ect of 12b-1 fees on expense ratio through asset size, I mclude
thls model in the paper only as a means of comparison to other work.™

One would expect that funds with highly volatile flows are likely more expensive
to manage than those with low flow volatility, and actively managed funds as measured
by turnover are likely more expensive than passive funds. Additionally, funds with more
of their assets in cash may invest less time into portfolio management than funds with
less cash, and are therefore less expensive to manage. Finally, 12b-1 fees should increase

the expense ratio one-for-one, when asset size and the factors are held constant.
_ ‘ _

Table 4 displays these results. As expected, funds with high flow volatility and
high turnover have higher expense ratios. Additionally, funds with loads tend to have
higher expense ratios than no-load funds. Finally, consistent with the predictions, funds
with 12b-1 expenses have significantly higher expense ratios than non-12b-1 funds. For
every 100 basis points of 12b-| fees, expense ratios are hlgher by 91 basis points, all
other things equal. 15, 26

The overall results of this analysis show that shareholders, on average, are not
receiving sufficient scale economy benefits to offset the costs of the plans,
consistent with the results of prior studies. Thus, shareholders do not benefit from 12b-1
plans through lower expense ratios. Do they receive beneﬁts in the form of higher
returns?

V. 12b-1 Plans and Investment Returns

In addition to the expense scale economies, proponer{ts of 12b-1 plans maintain
that the plans smooth flows for funds, reducing the amount of cash required to handle
unpredictable redemptions and lowering transactions costs to deal with unexpected flows.

‘Lower required cash reserves increase the percentage of assets that funds can invest in
higher yielding securities, leading to higher long-run returns. Additionally, lower flow

- _ !
1% The model is also estimated excluding assct size from the equation. However, it is not clear that this is an
appropnate solution. We know from the results in Tsble 3 that asset size ngmﬁcantly impacts expense
"ratio. 12b-1 fees are likely a very small factor in this relation. Thus excludmg zaset size from the equation
leaves a significant portion of the expense ratio unexplained. The end result i3 g severe emitted variables
roblem.
?’ The coefficient is significantly less than 1. A possible explenation stems from the use of maximum 12b-
1 fees instead of actual 12b-1 fees. If aclual 12b-1 fees charged are less than the maximum allowable, then
" the coefficient should be Jess then 1. "
3 The coefficient on 12b-! fees in the mode! estimated without asset size ag an independent variable is
0.97, insignificantly different from 1.

14
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volatility reduces transactions costs from unexpected flows not covered by cash on hand.
Ultimately, lower flow volatility generates higher expected retumns,

' Trzcinka and Zweig (1990) also recognized in their study that 12b-1 plans may
stabilize fund flows such that these funds can hold less cash or incur lower transactions
~costs, leading to higher gross returns. However, the authors never directly test whet‘nér
flows are more stable for 12b-1 funds. They assume it to be true and go to the next step
of testing for lower cash balances and higher gross returns. Yet, the authors also
acknowledge the difficulties in finding a relation between gross retumns and 12b-1 plans,
~even if one existed. The high volatility of gross returns obscures relations between
relatively stable 12b-1 fees and returns using traditional statistical techniques. Therefore, -
they conclude that finding no relation does not necessary mean that there is no relation.
This highlights the importance of including the intermediary step of testing for a relation
between 12b-1 plans and flow volatility. It provides an insight into whether there may be
a significant relation between gross returns and 12b-1 plans even if one is not found
directly. :

2. 12b-1 Plaps and Flow Volatility
Do 12b-] plans reduce flow volatility? Flow'volatility is modeled as follows:

FlowVelatility,/ =& + B, *12b~1Fee , + B, * FronLoad ,, + B, * BackLoad i Bt Assets ) +

5
e Sremannt el . Y., TR ] . .
Ps AKE T jEp" Irveymment Objective;;
<6

It can be expected that loads reduce flow volatility to the fund since active trading in load
funds is expensive and thus not likely to be done often. Additionally, it is likely that
smaller funds will have higher flow volatility since even small dollar inflows and
outflows will be a larger percent of a small fund. The direction of the relation between
age and flow volatility is unclear, ex-ante.. Younger funds may have higher flow
volatility since it may take some time for a fund to develop 2 loyal, long-term shareholder
base, although this is just speculation. ’

Table 5 displays the results of the estimation of a flow volatility model. As
predicted, larger funds, older funds, and funds with loads experience lower flow
volatility.”® Moreover, there is weak evidence that 12b-1 fees actually increase flow

3 Qur hypothesis is that lower flow volatility decreases the dollar transactions costs incurred by funds. -
[deally, to test this hypothesis, we would examlne the relation between flow volatility and transactions
costs. However, transactions costs are not disclosed by funds, but are incorporated into asset prices.
Therefore, lower transactions costs should be revealed through higher gross retuma.

3 Other than compensation for brokers, loads may scrve to reduce liquidity costs as well. Since active
trading in load funds can be expensive, sharehalders in load funds tend to be longer-term investers
(Chordia (1996)). Class A shareholders will only find it beneficial to pay high up front costs and lower

15
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“volatility. The coefficient on 12b-1 fee is positive in all years and significant for three of
the six years. These results indicate that 12b-1 plans are not successful in stabilizing fund
flows and may, in fact, destabilize flows. Since there is some evidence showing that flow

volatility is higher for 12b-1 funds, then these funds should have higher cash balances
and/or lower gross returns as well

b. 12b-1 Plans and Cash-On-Hand
To examine cash-on-hand, cash is modeled as fc:llowé_g.:‘9

Cash Balance,, = + ) *12b~1Fee,, + B, * AnnuaiFlow s,, + By * Turnover,, +

; HERY :
B.* Fram[,oad 11+ By * BackLoad |, + B, ® Assets,, + 8, * Age,, + /Zs B, * Investment Objective

 Higher net flows and higher turnover should lead to more cash-on-hand. ‘Additionally,

load funds should keep less cash since they have lower flow yolatility, as seen in Table 5.

Table 6 shows the results. Consistent with the above presumptions, higher flows and

turnover do lead to higher cash balances. Furthermore, load funds tend to keep less cash- -

on-hand. Finally, despite have higher flow volatility, cash balances are nbt related to

12b-1 fees. The coefficients on the 12b-1 fee variables are mﬁgmﬁcant in all but one -

year and insignificant overall. Trzcinka and Zweig (1990) also find that cash balances do-
~ not differ between 12b-1 and non-12b-1 funds.

c._12b-] Plans and Gross Returns

The final part of the analysis is to examine whether 12b-1 plans affect gross
returns. Based on the previous results of the effect of 12b-1 fees on flow volatility and
ca_sh balances, 12b-1 funds should exhibit lower gross returns. There is some evidence
that these funds have higher flow volatility but no differences in cash balances. If flow
~ volatility leads to higher transactions costs, then 12b-1 funds should earn lower gross
returns.

ennual costs if they plan to be in the fund for a long time. Additionally, d_lass C shareholders should have
short investment horizons since it Is only beneficial to pay a high annual 12b-1 fee and no load over a high
front-end loed if the investor plans to be in the fund for a short time. Class B sharehelders should optimally
have medium investment horizons. However, for multiple share class portfolios, all assets are partof e
pool and es such they share portfolio expenses lncludmg transactions costs. Shareholders of all classes
share all transaction coste generated from active traders in class C shares. Class A (and, to a lesser extent,
Class B) shareholders are potentially subsidizing the liquidity needs of Class C shareholders without
realizing thet they are. Nanda, Wang and Zheng (2003) find some evidence consistent with this hypothesis.
¥ properly modeling end-of-year cash balances may be difficult since fund managers may alter cash
belances higher or lower just prior to public disclosure to reflect what the fund managers want the public to
see. This practice is known as window dressing,

16
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Gross return is calculated as net return plus the annual expense ratio. Gross .
returns, net of the mean gross return to the investment objecti_ve, are modeled as follows: -

MearAdius tedGross Return,, =a + f, *12b- IFee,_, + B, *Turngver,, + B, "FronfLoad,, +
B.*BackLoad , + B, * Age,, + i B, * Invesiment Obfective,, + Z B, *Year,,

Jwit
“A year indicator variable in included in the “All Years” modél to control for the
difference in mean returns from year to year, 2002 is the year excluded from the model
esnmatxon '
The results are shown in Table 7. For the “All Years” model, there is no evidence
of a significant relation between 12b-1 fees and gross returns, consistent with the rcsu]ts
- found by Trzeinka and Zwelg (1990). However, in the year-by-year analysis the '
coefficient on 12b-1 fee is negative for 4 of the 6 years. Additionally, 1999 seems to be
an anomalous year. The sign of the relation between the indépendent variables and the
mean-adjusted gross returns are opposite from most of the other years, If the 1999 data is
eliminated from the “All Years” model, the coefficient of ~1,30 on the 12b-l fee becomes
significant.

Teken as 2 whole,; 12b-1 fees appear to increase flow }volatility and decrease gross
returns. Although these results are not overly strong, it certainly discounts the origina!
justifications made by 12b-1 plan proponents that 12b-1 plans stabilize fund flows and
increase gross returns. Shareholders of 12b-1 funds do not obtain any benefits through
higher gross retuns, and may in fact be harmed.

d. 12b-1 t i0 _ !
: |
An alternative hypothesis for effect of 12b-1 plans orni flows is that, by providing
steady inflows of cash, 12b-1 plans reduce the number of times that funds have net
redemptions. Unexpected net redemptions can be costly if the fund manager has to sell
securities to cover the cash outflow. This leads the fund to incur transactions costs.
_Also, it potentially takes the asset allocation suboptimally away from the fund manager's
investment strategy. Both of these outcomes reduce gross returns.

A test is conducted to determine whether 12b-1 ﬁmds incur smaller net
redemptions as a percent of assets than non-12b-1 funds. Percent net redemptions are
calculated as the sum of dollar flows in months within a year for which there were net
redemptions, divided by the average assets for the year. The calculation is as follows:

o
> MowmhlyFlow,, * D, .

LB
AverageNetAssets,

PercentNet Re demptions,, =

17
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wheré D, =1 .‘f MonthlyFlow <0;
D, . =0if MonthlyFiow20 .

" The model of percent net redemptions is as follows:

PctNetRede mptions, = a + B, * 126~ 1Fee,, + f, * AnnualNet Re turn + ﬂ, * FramLaad b + ﬂ‘ ¥ BackLead |,

+ B, *Assets; + B ® Age,, + Z B, * Investment Objective,,,

. The model is similar to the ﬂow volatility modcl except that this mcludes the annual
- return since there is likely to be fewer redemptions in years vi«here returns are higher,

The results are in Table 8, There is little evidence tha?u 12b-1 plans lessen net
redemnptions. The only year for which net redemptions is significantly negatively related
to the 12b-1 fee is 2000. Interestingly, that is the same year for which gross returns were

" most negative for 12b-1 funds, Furthermore, the interpretation of the coefficient suggests

- that redemptions were only lower for 12b-1 funds by 1% of assets for 2000 and an
average of 0,67% annually for all years.*® Even if net redemptions are consistently lower
for 12b-1 funds, it does not translate into higher gross returns, as is evidenced in the
prevxous section. |

‘VI. Conclusions

If 12b-1 plans constitute a net benefit to investors, thé. amount of the annual fee
should be recovered through higher net returns. Higher net returns could derive from
either lower expense ratios due to economies of scale or higher gross returns due ta the -
enhanced capacity of funds to either invest in assets with higher yields or reduce
transactions costs. Overall, the results are inconsistent with this hypothesis. 12b-1 plans
do seem to be successful in growing fund assets, but with no apparent benefits accruing
to the shareholders of the fund. Although it is hypothetically possible for most types of
funds to generate sufficient scale economies to offset the 12b-1 fee, it is not an efficient.
use of shareholder assets. No shareholder will be better off investing in & small 12b-1
fund in hopes of helping the fund grow to attain these scale e}conomies; :

Furthermore, these higher expenses do not translate into higher gross returns:
Indeed, fund flows may be more volatile and gross returns may be lower for funds with
12b-1 plans. These results highlight the significance of the ¢onflict of interest that 12b-1
plans create. Fund advisers use sharcholder money to pay for asset growth from which
the adviser is the primary beneficiary through the collection 'of hxgher fees.

40 These numbers are calculated by muluplying the average 12b-1 fee (0.34) by the coefficients on the 12b-
fec varisbles, -
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Table 1
Non-12b-1 Funds vs. 12b-1 Funds - Summary Statistics

12b-1 Funds ,

‘Non-12b-1 Punds

Mean Median Mean Median
‘Assets (MM$)* 764.53 133.80 - 719.80 159.50
Expense Ratio® 0.91 0.85 1.28 1.19.
Age’ 9.80 7.00 . 11.16 8.00
12b-1 Fee® 0.00 0.00 0.34 0.28
Front Loads® 11% ‘ 78%
Contingent Deferred Loads 2% 66%
Observations 7,633 11,869

" a Assets are the sum of the essets of all classes within a portfolio.
b Expense Ratio is the asset value-weighted expense ratio of the share classes within 2 portfolio

"¢ Age is that of the oldest class within the portfolic. -
d 12b-1 fee is the asget value-weighted 12b-1 fee of the share classes within a portfolio,
o ‘Percent of portfolios with a front load. If even 1 class within 1 portfolio has a front load then the
portfolio is considered to have a front load.
f Percent of portfolios with 2 deferred lcad, If even 1 class withina portfoho has a defcmd losd, then the
portfolio i8 considered to have & deferrad load.
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S Table3 }
Non-12b-1 Funds vs. 12b-1 Funds -
Summary Statistics by Size

Panel A: Bond Funds
Non-12b-1 Bond Funds 12b.1 Bond Funds
Size N Mearn | Mean | Mean N Mean | Mean Mean | Mesan
Assets | Expense | Age® Assets 1| Expense | Age® | 12b-1
MMS)" Ratio (MMS) i  Ratio Fee
1 661 20.47 0.74* | 7.56 942 22.30; 1.05 7.39 0.33
2 339 63.76 0.68 7.27 1065 64.10| 1.00 3.31 0.32
3 562 137.39 0.66 898 1045 136.81| 0.98 9.94 0.29
4 519 305.02 060 | 1021 1087 301.98i 0981 11.78 0.29
5 591 1629.90 0.55 | 14.51 1014 1666.64! 0.96* | 1549 030
Panel B Hybrid Funds ; :
Non-12b-1 Hybrld Funds 12b-1 Hybrid Funds
Size N Mesn Mean | Mean N Mean | Mean Mean Mean
Assets | Expense | Age® Assets | Expense | Age® | 12b-1
MME) Ratio (MMS)* | Ratio L Fee
1 151 16.27 1.?_8 748 177 18.69‘\ 1.69 6.33 0.40
2 148 63271  095| 9.07| 180 63.56: 148 7.8 037
3 102 14143 084 | 8.09| 226 14552 138 945 0.37
4 106 379.50 0.73 | 1027 222 346.17:_ 1301 16.52 037
5 153 4349.15 0.51] 19.20 175 2971.21 122 . 23.35 042

a Assets are the sum of the assets of all classes within a portfolio.

b Age is that of the oldest class within the portfolio.

*indicates that the difference between the quintile 1 non-12b-1 fund expense ratio and the quintile 5 12b- 1
fund expense ratic is significant at the §% level.
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: -Pan'el C:

Equity Funds
Non-12b-1 Equity Funds 12b-1 Equity Funds
Size N Mean Mean | Mean N Mean Maan Mean Mean.
. Assets | Expense | Ape® Assets | Expense | Age® | 12b-1
(VMS$)® | Ratio (MMS§)* Ratio . Fee
1 666 19.02 141 1.76 604 2025, 1.68 6.70 032
2 613 76.09 1.07 9.15 482 81.53: 144 9.03 033
3 461 213.16 097 | 927 809 217 71\ . 141 10.68 0.33
4 437 624,02 089 | 11.38 834 625.90! 128 | 1347 032
S 482 | 552930 - 0631 16,53 789 ] 472345 1.20% | 2323 0.38
Panel D: Specialty Funds 1
Non-12b-1 Specialty Funds 12b-1 Specialty Funds
| Size N Mean | Mean | Mean N Mean | Mean Mean Mean
| Assets | Expensc | Age® Assets | Expense | Age® | 12b-1 .
(MMS)* | Ratio (MMS)® Ratio Fee
1 69 17.29 1.76* | 7.6 108 16.66 1.98 6.03 0.40
2 65 60.86 122 86| 112 60.38. 1.69 | 6.56 0.40
23 72 165.69 1.18 9.42 105 162,40 1.5 | 829 0.44.
C 4 72 400,97 1.13 ] 16.28 105 359.48: 1.61 9.52 0.54 |-
S 78 | 2041.88 Q.92 13.15 99 1949.49: 1.43* | 17.04 0.49
|
Pane] E: Foreign Funds | ‘
L Non-12b-1 Foreign Funds 12b-1 Foreign Fupds
| Size N Mean Mean | Mean | N Mean | Mean Meen | Mean
Assets | Expense | Age’ Assets Expense | Age’ 12b-1
MM$)" Ratio MMS$)" Ratio Fee
1 191 14.38 1.64* 494 326 13.77 222 | 539 0.42
2 188 $1.38 1.27 €.41 334 $0.60 1.83 6.34 0.38
3 230 118.18 1.20 6.81 250 114.36. 1.74 7.77 041
4. 240 285.21 1.08| 7.00 280 283.43: 1.72 8.27 0.41
5 237 | 1891.95 099| 932| 283| 271118 150¢ | 11.50 0.39 |

[ N L IR ER P DO R TY

- e (IR

: Table 3 (continued)
Non-12b-1 Funds vs. 12b-1 Funds —
Summary Statistics by Size

8 Assets are the sum of the assets of all classes within 2 portfolio, i

b Age is that of the oldest class within the portfolio.

i

*indicates that the difference between the quintile 1 non-12b-1 fund expense ratio and the qumt:le 512b-1
fund expense ratio is significent at the 5% level.
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% Northwestern Mutnal .
. FINANCIAL NETWORE® emcz \oeATOR (] SEAROW |
Network  Jinsurance JinvestuentPliovisorr  BlLe = MlcusTo ,
SERVICES PRODUCTS EgPRODUCTS PYSERVICES losﬁ%’:ﬁ ¢ !ﬁg%g}‘f CENTER Moanteks .
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Mutual Funds
» Rusagll Mutue! Funds

» The Russell Invesiment -
~ Appraach

» Maszon Street Funds

") Mason Stroet Investment
_Appreash

AiM Fuads.
- Americen Funds
Franklin® Templeton®

MF8
Putnam
Van Kampan

V&WJ CEIUMARRLS AL D PN A ] T S lm"a -!' N“.’W'P‘HPJ'NMH FLSE R P N M gl NS

ARYEATMENT, ERRRUCTS...,

Tesemrdens

AIM Funds

Founded in 1976, the Houston-based company now hag more than $184 bilhon In aswts
wider nanagsnmonl @ id e Y 2,700 emp!uyws :

Over the yearq, such funde es AIM Weingerten Fund AIM CQnsiel!abcn Fund, anc AIM Va!ue

Fund have bacome household words for mililana of Investors. AIM funds are sold through
financlal advisors g6 g reflection of the company's belle? that Investore can bansfit mgnlﬁcarmy ‘

from having the advice end guidance of a professional who can create investment plans o
meet the Individual needs at thair cllent, | .

§ B
As 3 member of the $370 bllllon AMVESCAP Graup, AlM afferg mora than 100 investment
pertfelios, multiple investment managemaent ¢tyles, a broadened product range, and a variaty
of inveaiment servicas, Managing gicbal portfollos successtully raquiras ingight Into the
intricacies ¢f different markats, culturee, and finandal systams, and AIM hag access to more
than 80 experianced portﬁouo managers and more than 100 enslyats scross the globe, In @

. rapldly expanding global marketplace, AlM 13 commttted to making s management expartice

EYWIRT B

and producte avallable wotidwide.

AlM Management Group Ine. [a the holding ocmaany of several subsldlariea that addrags
business opponunities in domestic and internationdl markeiplaces, Investment mansgement,
distribution, @dministration, and account servicing 1unctvons are carried ot by the vanous
operating subsidiaries I.slad below.

AlM Advlscrs. Ing. is the investment advlsor and adminiatrator to more thsn 60

institutional ang retall mutual funda. 1t1s the holding company for AlM's other operating
subsidiarles,

AlM Capltal Management, Inc, Is the Investment advisor for separately managed
accounts, such as corporate and municipal pension plzns Ingurgnce companies,
charitable institutions, and privatas indlviduals,

AIM Distributors, Inc., a registerec broker-dealer is the prlrclpe! undefwntar and
distributor of the ratail mutual funds. i

AIM Fund Services, Inc, Is the intemal vansfer agent for AIMs mutual funds. it alse
provides shareholder services.

AIM Global Holdings. Inc. ia the holding comnany for AlM's International operations
and inveatment activities,

AIM Altemative Asset Adviscrs, inc. and AIM Altamative Asset Management

Company, Ine. ore the managing general partnor and investmant maneger for ccrtuln
of AlM's alternative asset producte.

AIM Private Asset Management, \ne., provides Investment ad\nce to customized
purlfvlius fur private individuels,

Fund Management Company, a registered brokardealer, Is the princlpal dxstnbutor of
meney market funds to instiwtional clients. 1 v

Investment Digeipline . \

What ie an Investment diselpline? At AIM, It means a clearly defined strmtegy for selecting
securities, appllsd consietently across aur broad rénge of funds.

An Investment disciplina fellowe a proven, systematlc !nvestmem process, ralies on historcal

hnp:/M.mﬂx.com/m/mveStprods-—aim;ﬁJnds _pgS5/28/2004
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Jun < L4 14149 [
PAGE @2
Page 1 of
; tMm«ﬂan‘ . V4% Abow Ut | 2 Product:

i 7 Help

l The:5 mors | you get |

L

The! more | You: have | |

Premium Membership

-t Qlick to cocgive @ fros V4-day peia)

Home | Portfollo | Etocks | Funds | ETFs | Markets | Yools | Workshops | Peuannl F'rnance } DI:cuss C

Fund Reperty

Snapshot

. Data Interpreter

@ Analyst Research .

Marningstar Rating
Tota| Returns

Tax Analysls

Rlcﬂ' Maaruras
portfelle
Managemeant

Fees & Expenses
purchase Info

By Pyt ﬁJ

s s Perefein (D
el dde-t k-4
B &
( Ay a sk 7

Aré your

driving up
your

energy bms‘? ”

[Enter ticker, name or toplc _8UATES/REPEATS | stAmcH |

Jreeisren] rocin

AIM Small Cap Growth A GTSAX See fundf muy_o.a:aj "

Purchage !nfr}r mation

Minimum Inveetments

Inttlal closed {6 new Investars

~ Additional 350
“Initial IRA closed to ngw Investors

Additional IRA $50

Initial AIP $30

Additicnal ALP %50

Addrecas

11 Greenway Plaza

Suite 100

Houston, TX 77046
B00-959-4245
713-626-1918

ExH\leIT' C.a

- Financial Network Approved Llst .

Is;.:e_g mgre,,ur wnat you Qpra.

l
Broklouoo Avallabllity
Accutrade
AG Edwards - MF Dealer
AG Cdwards - PFA Dealar
American Express Brokerage
American Express SPS Advantage
Ameritrade Inc,
Ametitrade Institutional Sarvices
Bear Stearns
Bear Stearns Load
Blowell & Cu.
Broker Dealer Financlal Services Corp
BrewnCo :
CommonWealth PPS
CommonWealth Universe
Dain Rauscher-FAS
DATALynx :
DATALynx NAV
DATALynx NTF -
E‘Trade Load Tee
Federated TrustConnect NTF
Ferrls, Baker Watts, Inc.
Fidelity Institutional FundsNatwork
Fidality Institutional FundsNetwork-NTF
Fidelity Retall FundsNetwork

Financlal Netwark PAM sud Piime Approved
HARRISdirect

HSBC Brokerage (USA) Tna _ T
Insight Advisors LLC ‘
Invesmart IDirect
Invesmart ISelect
Investacorp :
Invesirade

JPMorgan INVEST
L/PL Financial Services

'hztp://quicktake.momingstar.conﬂl’und/?urcbase.asp'?Country=USA& Symbol=GTSAX&fdmb=purchase5/3 1/2004
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Online Trading Center from Our Sponsors

i Time to
start imeshing?

S&UP 500 index dasa: S& SUN Copyright £) 20184

Jun ¢4 2UU8  14ies Fobidg

Merrlll Lyrch

Mony, Securities Gorp

Morgan Stanley Daan witter
MuRl<Finsmcial Multivest
MUTUALS.com Institutional
Natichwide Trust '
NMIS ,
Paulson Investment Company’
Pershing, division of DL
PruArrayAs2 :
PruArgrayB_isys'A List
PruChoice Investments
Prudential Securities

Quick & Reilly Load Punds
Raymond James :

Raymond James WRAP Eligible
Robert W. Baird

Salomon Smith Barney
Schwab Retall

Schwab RFS LS

Schwab RPS SchwabPlan .
S$chwab RPS SDE |

Schwab RPS Select

Schwab RPS SPA

Scottrade ;

Security Trust Company
Spider Securitias !

PAGE @3

Page 2 o?:

SunAmaerlca Securities Premler / Pinnacle

Sungard Expedlter

T. Rowe Price

TD Waterhause |

TD Waterhouse lastitutional

TD Waterhouse Institutional NTF
Trangam Securities Inc
TRUSTIynx '

UBS FInanclal Seryices Inc
Walnut Street Sequrities |

‘WS Griffith & Co.

uy of L g 10 e
wu» ri
Rkt ‘-,‘4-" vy NP
?r'r}s. LLz !'&;# ahwi'—f‘\\‘.‘(

" .

|

I

l .
Show Dats Definitionz | Feedback | Parmisalons/Reprints | Tieker Lookup .
k ) .

- searcn [All of Morningstar.ce ]  For | _ac|

SitaMap | Glossary | Advertising Opportunities
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Take your trading to a whole new lavel

- Home | Portfollo | Stocls | Pundg | ETPs | Merkets | Tools | Worksheps | Personal Finance ] DisEur.s

' Pund Reports

Snapshot

Dats Interprater
£ Analyst Research

Mﬁmlngstur Rating
. Total Retv.'»rns

Tax Analysis

Rigk Meagures
| Pbri?cllo

mManagement
‘Feps A Expenses

Purehasa Info

SRR s Bamdeiin
Ernas simes ¢
Frine )
s Guamier 7

Buy stocks

for $4

. ~w-—-~

. No minimums
» NO nactivity fees

{Enter ticker, name or tople au c‘ri:/nzponvﬂ

. PAGE 84

Page | of

¢

?Membuship | 16F Abowr Uy | R Produen | ? Holp

Premmm Membcrshlp

== Click to receive ¢ from 18-day trial

l'neumv:ul w08 IN .

:EARGH |

AIM Small Cap Growth B CTSBX See, Fund Famlly Data »»

Purchasze Information

Minimum Investmants

Inltial closed to naw investors
Additienal $50
tnitlal 1RA " cloaed te mew jnvestors
Additional IRA $50
Initial AlP $50
Additlonal AIP $S0
Addraras ‘
11 Greenway Plaza

Suite 100

Houston, TX 77045
800-959-4248
713-626-1915

Brokérage Availability

Accutrade

AG Edwards - MF Dealer

Amm ican Exprass Brokerage
Amerl‘trade Inc,

Amant"adP Institutional Services
Bear Stearns :
Bear Stearns Load

Bidwell & Co.

Broker Dealer Financlal Services Corp
BﬁownCo

CommonWesith Unlverse
ETra'de Lo=d For

Federatcd TrustConnect NTF
Perrls, Bakar Watts, Inc.

Ffdeht.y Institutional FundsNetwork
Fidality Retail FundsNetwork
Financial Netwark Approved List
HARRISdIrect

| 15BC Brokerage (USA) Inc
Inslght Adviscrs LLC
Invp:famrp

Inve;Trade ‘

JPMorgan INVEST

Merrill Lynch

Meny Securities Corp

Mgrgan staniey Lean witter
MUTUALS.com Institutional
Paulesn Investment Company
Pershing, division of DU
Priud;entia\ Securities

QF‘IC}‘ & Rellly Load Funds
Raymond Jemes

Robart W, Baird

S¢ottrade

Splder Securities

e

bzl o

Click for.our gujdqnsa RILETES

TQ jﬂ' l;

http://quicktake.momi;ngstar.comfPund/Pﬁrclmse.asp‘?Counny=USA&_ Symbol=GTSBX&fdtab=purchase5/31/2004
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TD Waterhouse Institutional
Trensam Securitiea Inc
UBS Financial Sarvices In¢
Walnit Stresr Securities
WS Griffith & Co.-
|
Online Trading Conter from Our Spensors :
' Time 3
. start Invasting?
SUP 500 fnanx Gata: $RP 500 Cupyrant & 2004
Show Data Definitions | Feedback | Permisslons/Raprints | Tiekar Lookup
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Keep a personal tragedy from_-‘ 4
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i et

turning into a fmancna! one.

& Conyriabt 2004 Merningesar, Inc, All rights reserved. Please read eur Terms of Use and Privacy Polley.
Having trouble? Go to Morningster Help for assistance.
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introducing Priosity ENTRADE

§ Mamberstlp | 49 Abowt Ur | 72 Preduets | ‘nqép

Premium Membership
With new advantage for serious mve'-tom

“:i' Click to receive ¢ freo 149 day rigd
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Find B Retlremzmﬂnnng: FREE

HMeme | Portfollo | Stocks | Funds | rl'Fs | Markets | Toels | Workshops | Person#l Finance 1 Digcuss

Fund Reports

-shapshot
Dats Interpreter
2 Analyst Research
Morningstar Rating
. Total Returns
Tax Analysis
‘ ‘Risk Measures
Portfolle
Ma nagement
Feés & Expenses

Purchase Info '

l"a::e p Iua:tmn

s 4y Portsia 12
greial)l pige by
Hf\‘bi é;‘

"

pamt
| your house
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‘SAVE $37%'
on .
Setect %tybs

VINYL SIDING
CLICK HERE NOA?

{Enter ticker, name or tapit QUCTES/RERBATS | STIARCH |

AIM Small Cap Growth € GTSDX ﬁegf_g_qg,;fgmlly Data »»

Purchase Information

Minimum Investmants

Initia! * closed ko new Investers
Additional $50 -
initial IRA Clused WO new investars
Additianal 1IRA $50
Initial AZP L30]
Additional AIP $50
A Jreny

11 Greenway Plaza

Sulte 100

Houston, TX 77046
800-5%9-4246

Brokerage Avaulabllltv
Accutrade
AG Edwards - MF Dealer
American Cxpress Brokersge
Ameritrade Inc.
Ameritrade lnstitutional Services
Bear Stearns )
Bear Stearns Load

: 'Bldweﬂ & Co.
-BrownCo
Lommoana!:h Universe -
ETrade Load Fee
Federated TrnietConnect NTF
Ferris, Baker Watts, Inc,
Fidelity Institutional FundsNetwark
Ficelity Retall FundsNetwark
Financial Network Approved List
HARRISdirect
HSBC Brokerage (USA) Inc
IualghL Advivurs u.c
Investa'orp
Iny@sTrade
JPMorgan INVEST
Merrill Lynch
Mony Securities Corp
Morgan Stanley Dean witter
MUTUALS.com [nstitutional
Poulson Investment Comprny
pérshing, divisien of DI
Prudential Securities
Qulck & Rellly Load Funds
Raymond James
Rober‘c W. Baird
Scottrads
T.'Rowe Price
TD Watarhouse

IN(¢
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Purchage Information

HMinimum Investments

Initial closed to new investors
Additional $50
Initial IRA Clusud L0 naw tivesiluly

© Additional IRA $50
Initiz! AIP $50
Additional AIP $50
Addresyg

Eleven Greenway Plz Ste 100

Housten, TX 77046
800-955-4246
713-624-1819

Yeur Sredit Score in Seoonss

Brgkerage Availability

Acgutrade .

AG Edwards - PFA Dealer
Ameriean Express Brokerage
Amer|can Express SPS Advantage
Ameritrade Inc.

Ameritrace Institutional Services
Beér Stearns

Bear Stearns Load

a:dlwell & Co.

pBrokar Uealer Financial Servlces COI’D
BrownCo

: ComnHoanaleh prg

CcmmonWealth Universe -

Daln Rauscher—FAs
DATALynx
DATALynx NAV
ETrade Loag Fee
Federated TrustCannect
Pudersted TrustConnecl NTR
Ferrls, Bakar Watts, Inc.
Fidlity Institutional FundsNatwork
Fidality Institutional FundsNetwork-NTF
Fidelity Retall FundsNetwork
Financlal Network Approved List
anancnal Network PAM and Prlme Approved
FTJ FUndCHOICE :
HARRISGirect
HEBC Brekerage (USA) Inc
Insjght Advisors LLC
Investacorp '
InvesTrade
JPMargan INVEST
L/PL Financlal Services
Merrill Lynch ’
Moy Securlties Corp

|
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TRUSTIynx

UBS Finenclal Services Inc
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Fee Table and Expense Example

PEE TABLE

This 1able deseribue the fees and uxpuniey that you may pay I you buy
an¢) bold shares of the fund

Shareholser Poss

e AW N D I 0 e A bt e e B M e o . oot e B

(Res patd direclly from

Cises A Ciouc B Cises ¢ Ciuca R

Muximum $ales Chargs (Logd)
Imposed on Purchasss
(as-a percaniage of
offering price)

Maximum Dufarred

$ales Charge (Lvad)

5.50% None  Nome  None

(a8 & percomiage of
" owVginal purchase price

or redemption proceads,

“whichever 15 lass) None'! §.00%  1.00% None'

Annual Fund Operating Expsngoes®

- T s T D, et s e S o O PR S O D e g W W

{expensey Lhat are deducied
Jrom fund assats) ' Class A Olsss B Ciats € Clazs R
Munapement Fees ©0.70%  0.70%. 0.70% 0.70%
Distributien und/ur -
Service (12b.1) Fees 035 10D 100 0.50
" Other Expenses 032 032 032 032
. Yots] Anoud) Pund L
Operating Bxpenses” 137 202 102 152

| 1f vou buy 3TUU0.000 ar mors of Chus A shares 2nd redesm thata siereg within
18 months Brom the e of pundiase, WU My P37 3 100K sunttegant dofoerad ealor
charpp (CDSC) 24 the Hme of redkmplon.

1 if you e & retirement ple particpo and you bouphi 81,000,000 ur mury uf

G A BUNE, YU O Dy 1 1,00% CDAC If & inta) nalemplion f Hhe vetivemans
plan sssets ocvurs sithin 12 months from the duto of the retiremens plan's Inlual
purchase,
4 ) you are 3 setiremen| plan narticipant you may v 0 0.75% (DK If e dlcrbutne
[EAG 2 CORCESION 10 (e fexier of reeore and ¢ tofel fedomptian of tia-Reimont
“plat axsels occrg widiin 12 mond trom Gie date of e seziramant plan's nidal
purchasy,
* There it no gaaratiee thy seaal exponses will be e xarc as tiose shimm in év:
mble,
$ The duirbutor hsy agraed 10 Himit Clasm A sharus Rule 1201 dlgrbution nian
paymemnie (n (1 25% Anring thes peerinnie thee fund 2 ofTirm nn 2 limited hasdd (o enrinln
Invanore. Towl Annus) Rund Opcriting Brpensis fur Cass A shires resbilod for this
agreoment 2 1478, These eqenuc limittlon sgreemimis oy be mudilied ur
dizeoninued vpon conmlintion wiihy e Borrd of Trustues withoul fartker notica o
imstors,

You may also be cuirged « rwsacdon or other fee by die fnancinl
hslhulvu uastgslug your ausouill,

" A5 & resuls of 12b-1 fees, Jong-term shgrehalders in the fund muy
pay more than the maximum permitted infda) saley charge.

EXPENS! EXAMPLE

This aa.mpll i intended to hulp you compare the cost cf!mnmng in
#ﬂ:;em phsses of the fund with the com of javestiag in othe mutual

n Co

The :wup(e anyuines Gl yyu invest $10.000 i e fand for the
tme peripds tndicated 4nd then redeem all of your shares at the end
of thase peridds, The exsmple: ls0 assumes thet your Invesment has
1 5% renym pach yeer and that tha fand's operdng expensas semain.
the same To/the extent fees dre waived or expensas are reimbursed,
vour expenses 34l be lowar, Although your actiml returns and costs
may be higher or lower, brsed on these. ABEIMPUONS YOUT LoKLS

would be:

. 1 Yoar 3 ars 8 Yeam 10 Yoars

Qusd ©  $682 8960 $135%5 2006
ClassB - | 705 - 934 1,288 7 72,181
Clasg &~ 305 6%, 1,088 2,348

Cass B - 133 . 480 829 1813

You would pay the following oxpeneee f you tid vot redeam yovr

sherey:

4 Year 3 Yoors S Yoars 20 Years
Clamy & $682 $360 $1,359 $2,106
Casg B © - 205 634 1,088 - 2181
Class € L2085 634 1,088 248
Class R - | 158 480 g29 . 1813




