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In the United States District Court
for the Southern District of TeXas ynued States Courts
Houston Division &"m'mgmgof'{m

L 5
S JUN 2 9 2004

Stanley Lieber, on behalf of INVESCO

Balanced Fund/Inv, INVESCO Core Equity : Michas! N. Milby, Clerk -
Fund/Inv, INVESCO Dynamics Fund/Inv, :

INVESCO Energy Fund/Inv, INVESCO European : Civil
Fund/Inv, INVESCO Financial Services : Action No.
Fund/Inv, INVESCO Gold & Precious Metals : H 03-5744

Fund/Inv, INVESCO Growth & Income Fund/Inv,
INVESCO Growth Fund/Inv, INVESCO Health
Science Fund/Inv, INVESCO High Yield
Fund/Inv, INVESCO International Blue Chip
Value Fund/Inv, INVESCO Leisure Fund/Inv,
INVESCO Real Estate Opportunity Fund/Inv,
INVESCO S&P 500 Index Fund/Inv, INVESCO
Select Income Fund/Inv, INVESCO Tax Free
Bond Fund/Inv, INVESCO Technology Fund/Inv,
INVESCO Telecommunications Fund/Inv, INVESCO
Total Return Fund/Inv, INVESCO US Government
Securities Fund/Inv, INVESCO Utilities
Fund/Inv, INVESCO Value Equity Fund/Inv,

Plaintiffs,
-against-

INVESCO Funds Group, Inc., A I M 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 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,
-and-

AIM Sector Funds, AIM Combination Stock
& Bond Funds and AIM Stock Funds,

Nominal Defendants.
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A.

NASD Rule 2830, as amended
by Notice to Members 93-12, is
preclusive and ends this litigation.

Notwithstanding the arguments raised by Plaintiff (at pp.
6-12 of Plaintiff’s Opposition), NASD Rule 2830, as amended by

Notice to Members 93-12, is preclusive and ends this litigation:

§ 22(b) (1) and (3) of the Investment
Company Act — the legal underpinning
of the primacy of Rule 2830:

1. § 22(b) (1) of the Investment Company Act (“the Act”)
authorizes a securities association registered with the SEC
under the Securities Exchange Act (here, the NASD) to prescribe
rules in order that mutual fund shares may be sold to the public
allowing for T“reasonable compensation for sales personnel,

broker-dealers and, underwriters, and for reasocnable sales loads

to investors.” See Addendum A.:

! Addenda A - F are contained in the accompanying Addendum Volume.



2. § 22 (b) (3) of the Act makes the provisions of
§ 22(b) (1) supreme if in conflict with any provision of any law
of the United States in effect on the date § 22(b) took effect.
Thus, the statute provides:
“If any provision of this subsection is in
conflict with any provision of any law of the
United States in effect on December 14, 1970,
the provisions of this subsection shall

prevail.”

See Addendum A.

3. The NASD has repeatedly affirmed § 22(b) of the Act as
the well-spring of 1its authority to regulate sales charges by
distributors of mutual fund shares, and that position has been

explicitly endorsed by the SEC. Thus:

{a) in 1975, 1in adopting a rule change (to the Rules
of Fair Practice) regulating sales charges on the sale of
mutual fund shares by distributors, the NASD, with the

explicit endorsement of the SEC, stated:

“The authority for the proposed amendments is
contained 1in Section 22(b) of the Investment
Company Act of 1940 ...”

See Addendum B.



(b) in 1991, in writing to the SEC on a further rule
change which added asset-based sales charges (12b-1 fees)
to the types of sales charges covered by the 1975
regulation, the NASD again stated: N

“Furthermore, the Association [NASD] is clearly

empowered under Section 15A(b) (6) of the 1934

Act and Section 22(b) of the 1940 Act to enact

these limitations.”

See Addendum C.

(c) in 1992, the SEC, in approving the promulgation
by the NASD of NASD Rule 2830 (then known as Section 26 of
the Rules of Fair Practice), again made explicit reference
to § 22(b):

“Section 22(b) provides that the NASD shall

adopt rules ... which allow for reasonable

compensation for sales personnel, brokers-

dealers, and underwriters, and for reasonable

sales loads to investors.”

See Addendum D.

(d) in 1993, the NASD, exercising 1its power under
§ 22(b), further amended Rule 2830 by filing Notice to
Members 93-12, making it explicitly clear that asset-based
sales charges could continue to be collected even when a

fund generated no sales or discontinued selling its shares.




Thus, the NASD, in Question and Answer #6, stated:
“Question #6: If a fund generates noc sales
or discontinues selling its shares, must it

stop paying any asset-based sales charges?

Answer: No.” {[remainder of Answer elided as .
not pertinent to the issues in this case]

" See Addendum E.

4. Accordingly, 1if and to the extent that a different
result might be reaéhed under § 36(b) of the Act (invoked here
by Plaintiff and which was in effect on December 14, 1970) from
the result under R&le 2830, as amended Dby Notice to Members
93-12, as to the propriety of charging 12b~-1 fees to funds
closed to new investors, Rule 2830, as amended by Notice to
Members 93-12, controls. In short, Rule 2830, as amended by

Notice to Members 93-12, trumps § 36(b).?

? The Senate and House Reports on the 1970 amendments tc the Act support this
conclusion. Both the Senate and House Reports contain this identical
language on how § 22(b) prevails over all conflicting provisions of federal
law:

"The provisions of this proposed section [i.e.

§ 22{b)] shall prevail over any conflicting provision

of Federal law. This provision, which is identical

to section 15A(n) of the Securities Exchange Act, is

designed to make it clear that no other provision of

Federal law, including the antitrust laws, prevents a

registered securities association from adopting rules

consistent with, and necessary to effectuate, the

purposes and provisions of this section." (emphasis

supplied)

Investment Company Amendments Act of 1970, S. Rep. No. 91-184, 91°* Cong., 1°°
Sess. (1969), at p.18, reprinted in [1970] U.S. Code Cong. & Ad. News 4897,
4913 and H.R. Rep. No. 91-1382, 91°® Cong., 2d Sess. (1970), at p.30.



the “fact” of the 12b-1 fees:

5. It is beyond dispute that, under the plain language of
NASD Rule 2830, as amended by Notice to Members 93-12, a fund
may continue to pay and a distributor (such as AIM) may continue
to charge asset-based sales charges even if a fund generates no

csales or discontinues selling its shares entirely — thus, the

mere fact of charging 12b-1 fees after a fund is closed to new
investors, in and of itself, cannot be a violation of law: the
charging of such fees in that circumstance 1s expressly
contemplated and permitted by Rule 2830, as amended by Notice to
Members 93-12, and that is the supreme law on the subject by

Congressional dictate.

the quantum of the 12b-1 fees:

6. If Plaintiff’s alleged grievance 1is really with the
quantum of the 1Zb-1 fees paid and cocllected (rather than with
the mere fact of such charges when a fund is closed to new
investors), here, too, Plaintiff is off-base. The SEC has
expressly recognized and stated, as recently as this year, that
Rule 12b-1 itself ﬁas no quantum limits on  12b-1 fees — the
quantum of such fees is governed, aé the SEC stated, by Rule

2830.



7. Thus, in SEC Release No. IC-26356 (February 24, 2004),

the SEC stated:

“Rule 12b-1 does not itself 1limit the
amount of distribution costs that a fund can
assume, nor does it explicitly address the
extent to which fund brokerage can be used to
reward brokers for promoting the sale of fund
shares. Two NASD rules address these matters.

First, NASD Conduct Rule 2830(d) prohibits
NASD members (i.e. broker-dealers) from selling-
shares of funds that impose excessive sales
charges. The rule deems a sales charge to be
excessive 1if it exceeds the rule’s caps. A
fund’s sales lcad ({(whether charged at the time
cof purchase or redemption) may not exceed 8.5
percent of the offering price if the fund does
not charge a rule 12b-1 fee. The aggregate
sales charges of a fund with a rule 12b-1 fee
may not exceed 7.25 percent of the amount
invested, and the amount of the asset-based
sales charge (the rule 12b-1 fee) may not
exceed 0.75 percent per vyear of the fund’'s
average annual net assets. Under the cap,
therefore, an increase in the fund’s sales load
could reduce the permissible level of payments
a selling broker may receive in the form of
12b-1 fees. The NASD designed the rule so that
cumulative charges for sales-related expenses,
no matter how they are imposed, are subject to
equivalent limitations.” (emphasis supplied)

See Addendum F.

8. It is not disputed by Plaintiff, as noted in our
Memorandum in Support, that the quantum of 12b-1 fees charged by
AIM’ was within the limits' prescribed by NASD Rule 2830. Thus,

since there is compliance with Rule 2830, which Congress, the

: 12b-1" fees charged by AIM consist of two components: asset-based sales

charges and service fees. Both are expressly contemplated and permitted by
NASD Rule 2830.



SEC and the NASD have said governs this issue, neither § 36(b)
of the Act nor any other provision of law can supersede NASD
Rule 2830 or invalidate the guantum of 12b-1 fees charged as

permitted thereunder. .

9. Under Release No. 34-3089%7 (see Addendum D), which

brought NASD Rule 2830 into being, the SEC stated:

“Charges ([i.e. 12b-1 charges] shall be deemed
excessive 1if they do not conform to the
provisions of Section 26(d) [now known as Rule
28301."

By definition, then, if charges do conform to Rule 2830, they
are not excessive, Indeed, the SEC, in Release No. 34-30897,
explicitly opined that the compensation permitted by NASD Rule

2830 1s not excessive and 1s reasonable:

“The Commission 1is of the opinion that the
proposed rule change ([NASD Rule 2830] carries
out the NASD’s congressional mandate to prevent
excessive sales charges on mutual fund shares.
The Commission believes that the proposed rule
change appropriately balances the need to
ensure that the NASD’s rules allow Dbroker-
dealers, sales personnel and underwriters to
receive reasonable compensation, against the
need to ensure that investors are charged
reasonable sales loads.” (emphasis supplied)




the rationale for the 12b-1 fees:

10. Although not striétly germane to the legal issue which
controls this Motion to Dismiss, we thought the Court might wish
to know the rationale for permitting distributors to continue

collecting 12b-1 fees when a fund is closed to new investors.

The rationale 1is clear: the fees reimburse distributors
for payments advanced by them to brokers on sales made prior to
the closing of the fund tc new investors; the fees also pay for
“trail commiésions” ‘to brokers on sales made by the brokers
prior tec the closing of the fund to new investors. In short,
12b~1 fees are simply an alternative to front-end load charges
as a mechanism for paying for distribution of mutual fund
shares. 12b-1 Plans allow investors to “buy now, pay'later”,
i.e. to defer paying their distribution chargés at the outset of
their investment, whereas investors who choose to purchase
shares with front-end load charges “pay now, rather than later”.

It is all a matter of choice for the investor.

11. In addition to the foregoing functions of 12b-1 fees,
such fees may be used to finance ongoing distribution services
and pay for other services‘to existing shareholders who continue
to hold their shares and who may make additional investments

even after a fund is closed to new investors. Such investments



stabilize the fund and help preclude net redemptions from a fund
when, for prpdent investment reasons, the independent directors
determine that a fund should be closed to new investors.
Plaintiff mistakenly seems to think that the only purpose. of
Rule 12b-1 Plans 1is to support distribution costs to attract new
investors — Rule 12b-1 says no such thing and that is not the

case. It is for these reasons that, as NASD Notice to Members

93-12 makes abundantly clear, the closure of a fund to new

investors 1is irrelevant to the right and propriety of the

distributor to continue charging 12b-1 fees in an amount

calculated pursuant to Rule 2830.

12. In sum, the carefully conceived and structured
regulatory scheme of Rule 2830, as amended by Notice to Members
93-12, authorized by Congress, approved by the SEC and carried
out by the NASD, governs both the permissibility and the guantum
of 12b-1 fees. Plaintiff’s attempt to dismantle the regulatory
scheme by invoking some other section of law, e.g. § 36(b), 1is
unsupported by any citation to case law and would create havoc
in an industry which has éperated under this carefully-balanced

regulatory scheme for many years.



B.

Plaintiff has failed to rebut
our subsidiary points.

13. If the Court accepts our basic argument, it need not
reach the subsidiary points raised in our Memorandum in Support.
In any and all events, however, those points were not
successfully rebutted by Plaintiff. See our Memorandum in
Support. We rest on our Memorandum in Support, with the

exception of the following few observations on standing:

(a) Plaintiff’s acknowledgment that he 1is not a

shareholder in 21 of the 23 funds on whose behalf he
purports to be suing (Plaintiff’s Opposition, pp; 10-11)
bars him from prosecuting any claim on behalf of those 21

funds;

(b) Plaintiff’s effort to establish standing on
pehalf of ten fpnds which are part of two trusts which also
contain the two funds he owns 1s also meritless. The
Complaint (para. 8) does not contain any allegation that he

has any financial stake in any of those ten funds.®

f Thus, his reliance on Batra v. Investors Research Corp., 1991 U.S. Dist.
LEXIS 14773, at *9 (W.D.Mo. October 4, 1991), is misplaced. The Complaint at
bar, unlike Batra, does not allege, and plaintiff has not demonstrated, any

10



Moreover, he has not made any demonstration that he has a
personal financial stake in the outcome of any dispute
between any of those ten funds and defendants. Gollust v.

Mendel, 501 U.S. 115, 125-26 (1991);

(c) As to all funds . in which he does not claim a
direct financial stake, plaintiff fails to cite a"single
case supporting his effort to assert a claim on their
behalf. The admitted absence of a financial interest in

those funds establishes his lack of standing to assert a

claim on their behalf. Plaintiff’s sole argument for
standing to assert those c¢laims - that his twe funds and 21
other funds are “similarly situated” - was rejected by the

Third Circuit in Kaufman v. Dreyfus Fund, Inc., 434 F.2d

727, 135 (3d Cir. 1970), as an inadequate basis for
asserting standing to maintain a claim on behalf of those

funds in which he did not actually own shares.

personal stake in any possible recovery by an entity other than his two

funds.

11



Conclusion

The Court should grant the Motion to Dismiss the Complaint.

Dated: June 25, 2004 _

Daniel A. Pollack
Federal I.D. No. 8207
Edward T. McDermott
Federal I.D. No. 7243
Anthony Zaccaria
Federal I.D. No. 44789
Pollack & Kaminsky
114 West 47" Street
Suite 1900

New York, New York 10036
Tel. (212) 575-4700
Fax (212) 575-6560

and

7 /// %//// DA

GRed M. Boudreaux VA

Texas State Bar No. 02696500

Federal I.D. No. 4168
Attorney-in-Charge

Boudreaux, Leonard & Hammond, P.C.

Two Houston Center .

909 Fannin Street, Suite 2350

Houston, Texas 77010

Tel. (713) 757~0000

Fax (713) 757~0178

Attorneys for Defendants
INVESCO Funds Group, Inc.,

A I M Advisors, Inc., Robert
Graham and Mark H. Williamson
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§a%ks €. Nickens
Attorney-in-Charge
State Bar No. 15013800
Federal I.D. No. 4419
Richard P. Keeton
State Bar No. 11175000
Federal 1I.D. No. 4643
Paul D. Flack
State Bar No. 00786930
Federal I.D. No. 0546
Nickens, Keeton, Lawless,

Farrell & Flack
600 Travis, Suite 7500
Houston, Texas 77002
Tel. (713) 571-9191
Fax (713) 571-9652

Attorneys for Defendants

Bob R. Baker, James T. Bunch,
Gerald J. Lewis, Larry Scoll,
Frank S. Bayley, Bruce L.
‘Crockett, Albert R. Dowden,
Edward K. Dunn Jr., Jack M.
Fields, Carl Frischling, Prema
Mathai-Davis, Lewis F. Pennock,
Ruth H. Quigley, and Louis S.
Sklar
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CERTIFICATE OF SERVICE
I HEREBY CERTIFY that a true and correct copy of the foregoing was sent to all counsel

of record, in accordance with the Federal Rules of Civil Procedure, by U.S. Mail or hand delivery

on the 25" day of June, 2004.
| %%/ /) 4/7/// %/
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS, Un
&m.%% Co ry

HOUSTON DIVISION

Stanley Lieber, on behalf of INVESCO
Balanced Fund/Inv, INVESCO Core

V.

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 Jr., Jack M. Fields, Carl
Frischling, Prema Mathai-Davis, Lewis F.
Pennock, Ruth H. Quigley, Louis S. Skliar,
Robert H. Graham and Mark H. Williamson,

Defendants,

—and—

AIM Investment Securities Fund and AIM
Growth Series,

Nominal Defendants.
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REQUEST FOR ORAL ARGUMENT PURSUANT TO LR7.5

TO THE HONORABLE UNITED STATES DISTRICT COURT JUDGE:

Pursuant to LR7.5, Defendants respectfully request the Court permit oral ‘argument on
Defendants’ Motion to Dismiss and/or For Summary Judgment. Defendants view oral argument as
helpful to the Court because of the important question of federal law presented by this case.

Federal 1. D. No. 9207
Edward T. McDermott
Anthony Zaccaria
Pollack & Kaminsky
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State Bar No. 02696500
Federal I. D. No. 4168
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In the Unitéd States Court
for the Southern District of Texas
Houston Division

Stanley Lieber, et al.,
: Civil Action No.
Plaintiff, : H 03-5744
-against-

INVESCO Funds Group, Inc., et al.,

Defendants.
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Ch. 2D INVESTMENT COMPANIES AND ADVISERS 15 § 80a-22

(b) such person controls or is under common control with
such registered company; except that the provisions of this
paragraph shall not apply to any loan from a registered company
to a company which owns all of the outstanding securities of
such registered company, except directors’ qualifying shares.

tAug. 22, 1940, c. 686, Title 1, § 21, 54 Stat. 822; Dec. 4, 1987, Pub.L.
100-181, Title VI, § 615,101 Stat. 1262.)

HISTORICAL AND STATUTORY NOTES

Revision Notes and Legislative Reports  sion or renewal of any such loan made
1987 Acts. Senate Report No. 100-105,  prior to March 15, 1940, or” after "shall

we 1987 U.S. Code Cong and Adm. oy apply”.

News, p. 2089,

Amendments
1987 Amendments, Subsec. (b).
ub.L. 100-181 struck out "to the exien-

LIBRARY REFERENCES

American Digest System
Investment company regulation in general, see Securities Regulation €211 et seq.

Y.ncyclopedias
Investment company regulation in general, see C.J.S. Securities Regulauon and
Commodity Futures Trading Regulation § 332 et seq

WESTLAW ELECTRONIC RESEARCH

Securities regulation cases: 349Bk{add key number].
See, also, WESTLAW guide following the Explanation pages of this volume.

Q 803—22 Distribution, redemption, and repurchase of securi.
ties; regulations by securities associations

(a) Rules relating to minimum and maximum prices for purchase
and sale of securities from investment company; time for
resale and redemption

A securities association registered under section 780-3 of this title
may prescribe, by rules adopted and in effect in accordance with said
section and subject to all provisions of said section applicable to the
rules of such an association—

(1) a method or methods for computing the minimum price at
which a member thereof may purchase from any investment
company any redeemable security issued by such company and
the maximum price at which a member may sell to such compa-
ny any redeemable security issued by it or which he may receive
for such security upon redemption, so that the price in each case
will bear such reiation to the current net asset value of such
security computed as of such time as the rules may prescribe;
and

441



15 § 80a-22 COMMERCE AND TRADE Ch. 2D

(2) a minimum period of time which must elapse after the sale
or issue of such security before any resale to such company by #
member or its redemption upon surrender by a member;

in each case for the purpose of eliminating or reducing so far a
reasonably practicable any dilution of the value of other outstanding
securities of such company or any other result of such purchase,
redemption, or sale which is unfair to holders of such other outstand-
ing securities; and said rules may prohibit the members of the
association from purchasing, selling, or surrendering for redemption
any such redeemable securities in contravention of said rules.

(b) Rules relating to purchase of securities by members from issuer
investment company

(1) Such a securities association may also, by rules adopted and in-
effect in accordance with section 780-3 of this title, and notwith: -
standing the provisions of subsection (b)(6) thereof but subject to all
other provisions of said section applicable to the rules of such an -
association, prohibit its members from purchasing, in connection
with a primary distribution of redeemable securities of which any
registered investment company is the issuer, any such security from
the issuer or from any principal underwriter except at a price equal.
 to the price at which such security is then offered to the public less s
commission, discount, or spread which is computed in conformity
with a method or methods, and within such limitations as to the
relation thereof to said public offering price, as such rules may
prescribe in order that the price at which such security is offered of
sold to the public shall not include an excessive sales load but shall
allow for reasonable compensation for sales personnel, broker-desh
ers, and underwriters, and for reasonable sales loads to investors,
The Commission shall on application or otherwise, if it appears that
smaller companies are subject to relatively higher operating costs,
make due allowance therefor by granting any such company or cles
of companies appropriate qualified exemptions from the provisions
of this section. '

(2) At any time after the expiration of eighteen months from
December 14, 1970 (or, if earlier, after a securities association ha
adopted for purposes of paragraph (1) any rule respecting excessive
sales loads), the Commission may alter or supplement the rules of
any securities association as may be necessary to effectuate the
purposes of this subsection in the manner provided by section 78s(c)
of this title.

(3) If any provision of this subsection is in conflict with any
provision of any law of the United States in effect on December 14
1970, the provisions of this subsection shall prevail. :

442 '



ADDENDUM ' B



Page 2

ORDER APPROVING PROPOSED RULE CHANGE BY NATIONAL ASSOCIATIONOF SECURITIES DEALERS,
INC. ("NASD")
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 11725

INVESTMENT COMPANY ACT OF 1940
Release No. 8980

1975 SEC LEXIS 626

October 10,1975

CORE TERMS: Joad, proposed rule, maximum, cash management, Securities Exchange Act, single-payment, excessive,
investor, NASD Rules of Fair Practice, variable annuity, rule change, contractual, no-load

TEXT: [*1]

The Commission today approved the proposed amendment to Article 111, Sections 26 and 29, of the NASD Rules of
Fair Practice, by order pursuant to Section 19(b)(2) of the Securities Exchange Act of 1934 ("the 1934 Act™), /5 USC
785(b)(2), as amended by Pub. L. No. 94-29, 16 (June 4, 1975). The proposed rule change was filed with the
Commission in accordance with Section 19(b)(1), as amended, of the 1934 Act on July 16, 1975, and was published for
comment on August 14, 1975 (Securities Exchange Act Release No. 11593, Investment Company Act Release No.
8893, File No. SR-13).

1. The Amendments

The rule change provides that no member shall offer or sell shares of an open-end investment company or a single-
payment contractual plan, at a sales charge which is excessive, taking into consideration all relevant circumstances. For
funds and single-payment contractual plans the rule provides a ceiling of 8.50% on sales charges (declining to 6.25% for
larger purchases), but conditions the right to charge the maximum on the fund's offering (1) dividend reinvestment at net
asset value, (2) rights of accumulation, and (3) volume discounts, as defined in the rule. A specific deduction from
the[*2] maximum allowable sales charge is imposed for failure to provide each of the services.

The rule change also provides maximum sales loads ranging from 8.50% down to 6.50% on single-payment variable
annuities, and a maximum of 8.50% of total payments as of a date not later than the twelfth year after purchase for
multiple payment variable annuity contracts.

I1. The Reasons for Commission Approjval

The Commission endorses the NASD's statement of the basis and purpose of the proposed rule change, which was
filed along with the text of the rule and reads as follows:

"The authority for the proposed amendments is contained in Section 22(b) of the Investment Company Act of 1940
which empowers the Association to adopt rules to prevent its members from selling to the public redeemable securities
issued by a registered investment company at prices which include an excessive sales load and allows for reasonable
compensation for sales personnel, broker/dealers, and underwriters, and for reasonable sales loads to investors.

* "The purpose of the amendments is to establish a structure of maximum sales charges which will give effect to, among
other things, the amount of the purchase and special[*3] investor privileges or benefits associated with a particular
mutual fund or variable annuity. The Association believes that the amendments are necessary and appropriate in order to
implement the provisions of Section 22(b) of the Investment Company Act.” nl
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n} NASD File No. 16-1-2-35, July 16, 1975.

The Commission finds that the proposed rule change complies with Section 22(b) of the Investment Company Act of
1940, and is consistent with the provisions of the Securities Exchange Act of 1934, and the rules and regulations
thereunder applicable to the NASD. The Commission also finds that the proposed rule change does not impose any

burden on competition not necessary or appropriate in furtherance of the purposes of the Securities Exchange Act of
1934.

-

111. Proposed Modifications

The Commission had previously requested that the NASD consider modifying the proposed rule change (i) to provide
a penalty from the maximum sales load for failure to offer an exchange privilege, and (ii) to specify a lower maximum
sales charge for so-called "cash management” funds. n2

n2 Letter of November 4, 1974 to Gordon S. Macklin, President, NASD. The NASD responded in detail to the

Commission's request on July 16, 1975. The portfolios of "cash management" funds consist primarily of short-termU S.
Government obligations, bankers' acceptances, certificates of deposit, and commercial paper.

(*4]

While approving the proposed rule change without these modifications, the Commission wrote to the NASD-on
October 10, 1975 stating its understanding that the NASD would continue to consider the need for such provisions. In
addition, in view of the fact that most cash management funds are sold at no-load or loads of less than 1%, the
Commission expressed concern over those cash management funds which charge conventional sales loads since they are
significantly higher than ocmpetitively established rates. It also suggested several factors which should be considered in
determining whether a fund's sales charge is "excessive," including shareholder redemption ratios, representations of the

fund to prospective investors, and the availability and actual use of an exchange privilege at no-load between the fund's
shares and those of other load funds.

* ¥ %

IT IS THEREFORE ORDERED, pursuant to Section 19(b)(2)(A) of the Securities Exchange Act of 1934, that the
proposed amendments to Article II1, Sections 26 and 29, of the NASD Rules of Fair Practice, filed by the NASD with
the Commission on July 16, 1975, and published in the Federal Register on August 22, 1975, n3 be, and they hereby[*S]
are, approved. v

n3 40 FR 36813, August 22, 1975. The NASD has consented to the Commission's acting on this rule more than 35
days from the date of its publication in the Federal Register.

By the Commission.
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September 12, 1991

Katherine A. England, Esq.
Over-the—Counter Regulation
Division of Market Regulation
Sccurities and Exchange Commission
450 Fifth Sgeet, N.W,

Washington, D.C. 20549

Mail Stop 5~1/Room 5184

Re: SR-NASD-90-69
Dear Ms. England:

Pursuant 10 the solicitation by the Sccuritics & Exchange Commission ("SEC) of
comments on the above-referenced proposed rule change publishad in the Federal Register on
April 12, 1991, the Commission received twenty comment lcticrs. Scven of these commentors
previously submitted their views to the NASD in response to 8 request for comments in Notice
to Members 90-26. Of the leners seceived, two commentors emphatically suppon the proposal
to limit asset-based sales charges imposed by investment companies, six commentors support the
proposil but rcommend modification, four commentars specifically oppose particular provisions
without opposing the entire proposal, and seven commentors oppose the proposal in its entirety.
Please note that onc additional comment was received opposing the proposal as published in
Notice 1o Members 90-26. This commentor’s recommendations bave already been integrated into

the proposed nile change.

In miscellancous comments, the NASD was commended on its proposed one-year waiting
period prior 10 the implementation of the rule change following SEC approval.? In addition, a
comment was received srongly supporting the rule change and specifically endorsing the
exclusion of management fees in proposed Subparagraph (b)(8)." Threc commentors suggested
the NASD issue a formal "Question & Answer” relcase (i.e. an NASD Notice 1o Members)

I SEC Release No. 34-29070 (4/12/91); 56 F.R. 16137 (4/19/91).

2 lnvestment Company Instirute.

 Fidelity Management & Research Company. ,
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following SEC approval.' This suggestion appears to be an excellent means of addressing
technical issues mised during the one-ycar waiting period conceming implementation of the
propozed rule change and this suggestion will be followed. If questions arisc which would be
appropriately answered in an NASD Norice 10 Members, the NASD will issue such a Notice
during the interim year prior to implementation, Finally, two commentors who favor the proposal
requested additional flexibility in the administration of the rule.’ The NASD is prepared to
oons:dcr such requests afier the first year in which the rule has been in effect.

In response to the Commission's specific request for commeats on the no-load exceprion
in proposed Subparagraph (dX3), a comment was received supporting the rule change and
endorsing the inclusion of funds with an asset-based sales charge or service fee not exceeding
25% of average annual assets within the definition of "no-Joad" fund.® In addition, 2 comment
was reczived based upon the proposed rule change as publisbed in Notice to Members 90-26
urging 1hat the proposed definition of no-load funds provide such an exception.” Four
comments were received urging the deletion of this exception for funds charging 25 basis points

or less to finance sales and related activities. Commentors claimed that such an cxccpnon would
be misleading and confusing to the investor® The NASD beljeves that confusion of the investor
will be minimal since fees and charges are set forth in the fee table at the forefrom of the
prospectus. The NASD notes that this cxception was created as a result of three comments
received in response to Notice 10 Members 90-26° Previously, the NASD had taken the
position that a fund charging a sales fec, regardiess of what type, could not be referred to as no-
load. The NASD is of the opinion that the industry generally supports this exception as mdlcaled
by the comment of the Investment Company Institute.

* Colonial Managcmcm Associares, Inc.; Investment Company Insttute; T. Rowe Price
Associates.

3

Investment Company Institute; Keysione Group.

* Investment Company Instinute,

7

The Vanguard Group of Investment Companies,

¥ Beoham Capital Management Group; Scudder, Stevens & Qlark, Inc.; T. Rowe Price
Associatcs; Charles Trzcinka.

_ * The Boston Company, Capital Rescarch and Mansgement Company, and Investment
- Company Lnstitute.
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Onc comment was received questioping whether the aggregate cap could be increaséd for
no-load fund sales to employees or special groups which are ot charged sales fees® Because
the NASD has taken the position that fund accounting and individual sharebolder accounting are
equally acceptable, this question will be determined by the type of accounting the fund chooses.
In the event 2 fund uses indjvidual sharcholder accounting, the cap will be determined by the
exact amount paid in by each sharcholder and may be adjusted accordingly.

Anotber comment geoerally in favor of the pmpos:d rulc change suggested allowing an
asset-based distribution charge with an annual maximum of .75% - 1.0% whkich is not limited
with a cap.” The NASD bxlieves that a modification of this sort would undermipe the intent
of the rule. An overall cap, which is equivalent regardless of the type of sales chargc assessed,
is the basis for the proposed rule change.

Several jssues requesting clarification were raised by a single commentor?  The
commentor inquired as 10 whether saleg charges exceceding .75% may be imposed subsequent 1o
the cap being reduced to zcro and the accruals of assci~bascd sales charges being suspended, so
long as the sales charges for the entire year do not exceed .75% of average net assets. As
proposed, the rulc change would not permit this. The NASD believes that the scenario described
by the commentor will occur vesy infrequently. Therefore, afier the first year of implementation,
tbe NASD will consider such actual situations on a case-by—case basis in order to gain
experience on Which an appropriate rule may be based in the event that this situation needs 10
be addressed by a rule change or an interpretation by the Board of Governors.

The same commentor noted that the term “plus intcrest charges on such amouny” used in
proposed Subparagraphs (d(2XA), (dX2)(B), and (d)(2XC) would require thar interest be
calculated on the gross cap rather than the remaining balance, and furthermore, noted that there
is no standard mandating the frequency at which the remaining balance be determined. The
NASD intended interest to be calculated on the remaining balance and not the gross cap, This
clarification will be included in the NASD's Notice 1o Members announcing adoption of this rule
change. .

With regard to exchanges, clarification was requested as 10 (i) whether exchanges are
teated as new sales or if the number of years in which sales charges were previously paid arc
taken into comsideration; (ii) whether the current market value or the origimal cost is used; and
(ii7) what trapspires if the "from" fund cap is alicady at zero. 1t is the position of the NASD that
exchanges are treated as new sales of the fund into which monies are transferred; the current

19 Colopial Management Associates, Inc.

1 Igvesco MIM Inc.

2 Colonial Management Associates, Inc.
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market value of the new fund is uscd 10 determine cost and all associated charges; and if the
“from” fupd is at zero, the pew fund sets up new maximums and the old caps would po longcr
be applicable.

Two commentors requesied that the language of Subparsgrapb (BX9), defining service
" fees, be amended to specifically exdude transfer agent, maintenance, and custodian fees.® As
pmposu! service fees are intended to be distinguished from other fees as 2 payment for persopal
-service provided to the cusiomer. This fee docs not include ncordkccpmg charges, accounting
cxpenses, ansfer costs, or custodian fees. Payment for persona) services, such as a rcgistered
representative providing information on investmeats, is not intended to be excluded.’* The
NASD does not believe that an amendment is necessary.

Another commentor suggested that small one-time asset-based sales charges on very
large purchases (e.g. 1% on sales of $1 million or more) should not trigget a change in the fund's
classification resulting in & substantial decrease in the maxiroum sales charge permined.® It
is difficult 10 exclude the "onc—time charges™ from the paramcters of the rule as the fund's own
disclosure documents describe these fees as assci-based sales charges. The NASD, therefore,
belicves that providing special relief in this situation would not be compatible with the proposed
nule.

Two commentors suggested that the 6.25% cap be modified to more faitly reflect the
average sccount Size and the initial sales charge structure of the fund and that the 25% serviee
fee limitation be modified 10 vary according to average accoum size within the fund.'* These
suggestions were previously considered in the NASD's 1eview of comments in response to Notice
10 Members 90-26 and found to crcaie new categories Which serve to complicate the application
of the yule without providing noticcable benefit to the investor. Morcover, the modification of
the service fee limitation would encourage discrimination berween investors without justification.
The NASD docs not agree that it necessarily costs mote to service large accounts than small
accounts as most costs would tend 10 be fixed. A fixed percentage rate, in any event, results io
a higher dollar fee for Jarge accounts than for small accounts. |

13 Scudder, Stevens & Clark, Inc.; T. Rowe Price Associates.

An additional explanation is contained in Section 3 of the Form 19b—4 at page 12.
¥ Lord Abbent & Co.

¥ Bouchey & Bouchey, Inc,; Kicinbard, Bell & Brecker.
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Three commentors oppose the imposition of the 25% service fee limitation entirely. It
is their position that 25 basis points annually is inadequate compensation for brokers.” The
NASD believes that 2 25% scrvice fee annually is adequale compcnsation for the service
provided as no apgicgate cap is imposed on service fees and such fees may be mssessed
indefinitely.

With respect to limitations on service fces, one commentor poted that the language of the

rule cbange docs not s;:n:mﬁcauy limit fces paid by an "underwriter” to the actual party providing

seyvice 10 the customer.’? As 3 matter of NASD jurisdiction, fees paid directly to 2 member

by 2p investmenl company may be, and are, limited. Where the "undcrwriter” uses another

member 1o actually provide the service to the customer, the rule change will limit the investunent

company's fees 10 the "underwriter,” and the fees paid by the "underwriter” to the mcmbcr-—
provider may not exceed the hmnauons set forth in the rule.

Also addressing the 25% service fec limitation, one commentor disagreed with the
application of the limitation 10 pure no-load funds, contending that the intent of the rule is to
regulate sales charges. Moreover, the same commentor challenged the NASD's authority to
regulate service fees that are non-promotional in nature.”” The NASD intends to diffcrentiate
between sales charges and service fees, allowing service fees to remain uncapped and
epcouraging service t0 be provided to the customer with compensation 1o the registered
representative. The NASD has jurisdiction to regulate fecs received by its members pursuant to
Section 22 of the lovestment Company Act of 1940 (71940 Act™) and Section 1SA(BX6) of the
Sccurities Exchange Act of 1934 (*1934 Aa”).

Three commentors contended that the rule change should not be retroactively applied to
investments made under the then—existing rules where fees are adequately disclosed in the
prospectus and/or fee table.® The NASD believes that it is advamageous for investment
companics to apply the proposed rule change to investments made prior 10 the cHective date of
the proposed nule c.hzngc The NASD's proposed rule change would apply current charges 10 old
debts, thereby allowing investment companics to recoup distribution costs which were previously
paid and intended 10 be amortized, Without this provision, funds would have difficulty paying
off their debts while remaining within the rule's limitations. In addition, if this were not
permitted, funds would be forced to utilize three different net asset values: (i) investments made

77 Kleinbard, Bell & Brecker; Lincoln Investment Planning, Inc; Loscalzo & Saile.
¥ Colonial Management Associates, Inc.
¥ Drinker Biddle & Reath,

* Boucbey & Bouchey, Inc.; Kleinbard, Bell & Brecker; Lincoln Investment Planning, Inc.
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before the new rule, (ii) investments made under the new rule, and (iji) investments made after -
the cap is reached,

Two commentors disagreed with the provision limiting anvual assct~based sales charges
10 .75% of pct assets. They believe that the 6.25% maximum p on combined fees is
sufficient¥ The NASD txlieves that the proposed .75% assei-bascd sales charge annual
Itmitation, in addition to the maximum fund limitation, is necessary and represents the highest
Bgure considered fair and reasonable.

Seven commenlors expressed complete opposition to all aspects of proposed rule change.
Several of thess commentors suggested that camplete disclosure would better accomplish the
intended goals of the rule change. Similarly, these commentors asserted that sharebolders seeking
aliernatives to funds with sales charges and 12b-1 fees have a variety of no-load funds trom
which to choose.® Tbe NASD believes thar disclosure is insufficient to achieve market
uniformity and investor protection. Furthermore, the Association is clearly empowered under

Section 15A(b)X6) of the 1934 Act and Scction 22(b) of the 1940 Act 10 enact these limitations.

Other commentors argued that 12b-1 fees should not be further limit(:d=l and that
regulation of asset-bascd sales charges places investment company funds at a significant
campetitive disadvantage as apainst other invesiment products. The NASD, as previously
stated, does not belicve that the proposed rule change imposes any burden on the ability of
investment companics to compele for investors' dollars not necessary or appropriate i in funtherance
of the purposes of the 1934 A1,

Two comments were submined by a commentor who previously asseried these same
arguments in response to the request for comments published in Notice 10 Members 90-26 %
He stated that the proposed rule change complicates the payment to brokers and clouds the
investor's ability 10 determine how much he/she is paying for services. In addition, he argued
that the service fees will act as a hidden load in excess of the maximum limitations. The NASD

21 Keystone Group; Sullivan & Worcester.

Z Bouchey & Bouchey, Inc.; Kleinbard, Bell & Brecker; LA Hendershot & Associates,
Inc; Lincoln Investment Planning, Inc.; Loscalzo & Saile; Manchester Advisors.

# ], Bush & Co. Inc.; L A. Hendershot & Associates, Inc.; Lincoln Investment Planning,
Inc.; Loscalzo & Saile; Manchester Advisors.

2 Kleinbard, Bell & Brecker; L.A. Hendershot & Associates, Inc.; Lincoln Investment
Planning, Inc.; Manchester Advisors.

3 Charles Trzcinka.
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belicves that the proposed rule cbange will provide adequate compensation for contibuous service
while providing protection for investors. Mareover, the proposed rule change will require
disclosure ar the forefront of the prospectus to advise investors of annual service fees. The
commentor requesied that shareholder accounting for distribution expenses be mandated. Under
the proposed rule change, both individual sharcholder and fund-~level accounting are acceptable,
The NASD has considered mandating individupl sharebolder accounting and rejected it as 100
costly. We note, however, that individual sharcholder sccounting js permitted, and. cven

- encouraged, at the discretion of the fund. It is foresceable that the type of accounting used by
a fund will in the future become a competitive marketing strategy for funds choosing individual
shareholder accounting over fund-level accounting.

The NASD bas carefully considered the comments received and bas determined that the
benefits of this proposed rule change strongly outweigh the minor disadvantages which may
result. The Association assens that the proposed rule change will assist the NASD in meeting
its obligation under the 1940 Act Congressional mandate 10 prevent excessive sales charges on
murual fund shares sold to the public by NASD members. For the above rcasons, the NASD
urges the Commission to approve the proposal. ’

Sincerely,

SRR

Vice President
Investment Companies/Variable Contracts

¢c:  Frank 3. Wilson
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Self-Regulatory Organizations; National Association ofSecurities Dealers, Inc.; Order Approving Proposed Rule Change
Relating to theLimitation of Asset-Based Sales Charges as Imposed by Investment Companies
File No. SR-NASD-90-69

SECURITIES AND EXCHANGE COMMISSION
Release No. 34-30897
1992 SEC LEXIS 1631

July 7, 1992

CORE TERMS: maximum, no-load, load, commenter, mutual fund, asset-based, proposed rule, investor, service fees,
deferred, front-end, minimis, ratio, cap, mutual funds, service fee, de minimis, excessive, prospectus, underwriter,
offering price, selling, Rules of Fair Practice, contingent, offering, finance, annual, net assets, shareholder, disclosure

TEXT: [*1]
1. Introduction and Background

The National Association of Securities Dealers, Inc. ("NASD") submitted on December 28, 1990, a proposed rule
change pursuant to Section 19(b)(1) nl of the Securities Exchange Act of 1934 ("Act") and Rule 19b-4 n2 thereunder to
amend Article ITI, Section 26 of the Rules of Fair Practice to subject asset-based sales charges imposed in connection
with mutual fund shares to a maximum sales charge. Notice of the proposed rule change appeared in the Federal
Register on April 19, 1991. n3 The Commission received 24 comment letters. n4 This order approves SR-NASD 90-69
as proposed, effectlve one year from the date of this order.

nl 15 U.S.C. § 78s(b)(1) (1988).
n2 17 CFR § 240.19b-4 (1991).
n3.See Securities Exchange Act Release No. 29070 (April 12, 1991); 56 FR 16137 (April 19, 1991).

n4 See infra notes, 19, 23, and 26, listing, respectively, commenters who provided specific comments on the proposal,
but expressed no general opinion in favor or against it, those in favor of the proposal and those opposing the proposal.

In 1970, Congress amended Section 22(b) of the Investment Company Act of 1940 ("1940 Act") to expand the
NASD's authority{*2] to prohibit NASD:members from offering or selling to the public mutual fund shares that include
an excessive sales load. n5 To that end, in 1975 the NASD proposed and, with Commission approval, adopted
amendments to Article III, Section 26 of the Rules of Fair Practice to impose a limitation on the sales charge permitted
as a front-end sales load on shares offered and sold by its members. né

n5 Section 22(b) provides that the NASD shall adopt rules which "prohibit its members from purchasing, in
connection with a primary distribution of redeemable securities of which any registered investment company is the
issuer, any such security from the issuer or from any principal underwriter except at a price equal to the price at which
such security is then offered to the public less a commission, discount, or spread which is computed in conformity with a
_method or methods, and within such limitations as to the relation thereof to said public offering prices, as such rules may
“prescribe in order that the price at which such security is offered or sold to the public shall not include an excessive sales

load but shall allow for reasonable compensation for sales personnel, broker-dealers, and underwriter, and for
reasonable sales loads to investors.” /5 U.S.C. § 80a-22(b).
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The proposed rule change amends Sections (b) and (d) of Anticle 111, Section 26 of the Rules of Fair Practice. Section
(b) provides definitions applicable to transactions within Section 26, and Section (d) outlines the maximum sales charge
provisions for the offer and sale of mutual fund shares by NASD members

A. Amendments to Article III, Section 26(b)

Section 26(b) has been amended to define the term "sales charge(s)" to include all charges and fees, described in the
prospectus that are used to finance sales related expenses. Included in the definition are front-end, deferred and asset-
based sales charges. The NASD believes the amendments to the definitional section of Section 26 will effectively
capture all sales charges for sales-related expenses, no matter how they are imposed, and subject them to the NASD's
maximum sales charge rule.

Further, the NASD wished to clearly distinguish sales charges from service fees for the purposes of the maximum
sales charge rule to ensure that members would be able to apply the appropriate caps. Accordingly, Subsection (b)(8)(C)
was amended to define asset-based sales charges to speciﬁcally [*7] exclude service fees and Section (b)(9) has been
amended to define the term "service fees.” It states that service fees shall mean payments by an investment company for
personal service and/or the maintenance of shareholder accounts. n10

n10 Two commenters requested that the proposed definition of service fees be amended specifically to exclude -
transfer agent, maintenance, and custodian fees. See letters from Scudder Steven & Clark, and T, Rowe Price
Associates, Inc., infra notes 19 and 23,

The NASD did not believe it would be appropriate to amend the proposal as such because it intends to distinguish
service fees from other fees as a payment for personal services provided to the customer. As interpreted by the NASD,
the service fee does not include recordkeeping charges, accounting expenses, transfer costs, or custodian fees. Howevet,
payment for personal services, such as a registered representative providing information on investments, is intended by
the NASD to be included. Nevertheless, the NASD has represented that it will inform members of fees excluded from
the service fee definition in a "Question and Answer" release following approval of this order.

B. [*8) Amendments to Article 111, Section 26(d)

Section 26(d) embodies the maximum sales charge rule. Under the current rule; NASD members are prohibited from
offering or selling shares of an open-end investment company "if the public offering price includes a sales charge which
is excessive." The NASD has amended this section to reflect the fact that it will apply to all types of sales charges
whether they are front-end, deferred or asset-based. Accordingly, Section 26(d) has been amended to prohibit members
from offering or selling mutual fund shares if "sales charges described in the prospectus are excessive.” In its
application, the maximum sales charge rule does not directly govern the mutual fund itself in setting fees, but the NASD
member who underwrites and distributes the fund's shares to investors. Charges shall be deemed excessive if they do not
conform to the provisions of Section 26(d).

Section 26(d)(1) addresses funds that do not have an asset-based sales charge and, for the most part, reiterates the
previous rule with minor changes to expand the rule's provisions to include deferred sales charges.

The proposal adds Subsections (d)(1)(E) and (d)(1)(F), which are intended [*9]to establish the principle that if charges
are made for services, or if services are not offered but charges are incurred, an appropriate reduction will be made from
the maximum permitted sales charge. Subsection (d)(1)(E) would prohibit an NASD member from offering or selling
shares in 2 mutual fund that has an aggregate sales charge of more than 7.25 percent of the offermg price if the fund also
has a service fee.

Subsection (d)(1)(F) would permit a fund without an asset-based sales charge that reinvests dividends at the offering
price to have a service fee provided that: (1) the aggregate front-end and/or deferred sales charges do not exceed 6.25
percent of the offering price and (2) the fund offers quantity discounts and nghts of accumulation.

Section 26(d)(2) is new and expands the rule to govern the sale of mutual funds shares with asset-based sales cﬁarges.
Subsection (d)(2)(A) establishes a maximum asset-based sales charge of 6.25 percent of new gross sales, n11 plus an
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n36 Dreyfus Corporation and the Vanguard Group. Vanguard also contended that all funds incur sales-related
expenses and pay for them directly out of disclosed Rule 12b-1 fees or indirectly out of the advisory fee.

V. Discussion

The Commission has considered all comments received and has determined that the NASD's proposed rule change
should be approved. The Commission i of the opinion that the proposed rule change carries out the NASD's
congressional mandate to prevent excessive sales charges on mutual funds shares. The Commission believes that the
proposed rule change appropriately balances the need to ensure that the NASD's rules allow broker-dealers, sales
personnel and underwriters to receive reasonable compensation, against the need to ensure that investors are charged
reasonable sales loads. While disclosure of the sales loads in the fund's prospectus is critical to an informed investor,
disclosure alone in this instance is insufficient to comply with the congressional mandate [*27]that the NASD -adopt
rules to prevent excessive sales loads. Additionally, the Commission believes the amendments will promote fairness by
assuring some degree of parity between the sales and sales-promotion expenses permitted of traditional load funds and
those allowable to funds that assess finance charges against their assets.

The Commission has considered the jurisdictional issues raised with respect to service fees in the comments received
and finds that regulation of these fees is within the NASD's jurisdiction. The ability of the NASD, through its rules, to
regulate comprehensively mutual fund fees received by members is fully consistent with the statutory mandate of Section
22(b) of the 1940 Act that gives the NASD authority to prohibit excessive sales loads, and with protection of investors
and the promotion of just and equitable principles of trade pursuant to Section 15A(b)(6) of the Act.

‘Section 22(b) of the 1940 Act gives the NASD a specific grant of authority to prohibit excessive sales loads. In
addition, Section 15A(b)(6) of the Act requires, in pertinent part, that the Association adopt and amend its rules to
promote just and equitable principles of trade, and[*28] in general to provide for the protection of investors and the
public interest. The requirement that the Association's rules comport with just and equitable principles of trade
encompasses the power to provide safeguards against unreasonable rates of commission or other charges.

The Association's proposal would revise its existing regulation of maximum sales charges that may be imposed by
investment companies. The revision would extend the current maximum sales charge rule to include asset-based sales
charges and tailor the rule's application to different sales charge compensation structures. The purpose of the revised
maximum sales charge rule is to create "approximate economic equivalency" as to maximum sales charges for different
types of mutual funds. Given the specific mandate of Section 22(b) of the 1940 Act and the requirement of just and
equitable principles of trade embodied in Section 15A(b)(6) of the Act, the Commission is of the view that the NASD
has authority to adopt rules that ensure overall reasonableness of sales fees received by members.

The Association's proposal would also directly limit members' underwriting and distribution of shares of investment
companies[*29] that impose or pay service fees in excess of prescribed maximums. These limitations are intended to
assure that service fees paid by investors are reasonable. If maximum sales loads are regulated, but service fees are not
subject to any maximum limitation, it will be possible for members and investment companies to circumvent the
intention of the sales fee rules by imposing or paying increased service fees. Such a result would frustrate the NASD's
power to regulate sales charges pursuant to Section 22(b) of the 1940 Act. In addition, the limitations on service fees
are consistent with the NASD's authority, pursuant to Section 15A(b)(6), to prevent excessive compensation of members
and to assure that fees paid by investors for services are reasonable. Accordingly, the Commission finds the NASD has
properly exercised its authority in proposing to limit both sales loads and service fees.

The Commission believes that the maximum asset-based sales charge of .75 of 1 percent per annum of average net
assets in Subsection {(d)(2)(E) of the proposed rule and the maximum service fee of .25 of 1 percent of a fund's average
annual net assets proposed in Subsection (d)(5) should be adequate[*30] to finance sales related expenses and to provide
compensation for continued service to mutual fund shareholder accounts.

‘ The Commission also has considered the scope of the prohibition on use of the no-load label and finds the NASD's
proposal to include a de minimis exception appropriate. To a large degree, the components of financing distribution
costs -- sales loads, Rule 12b-1 fees, advisory fees, and underwriting fees -- are all inextricably linked. Given that alt
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Self-Regulatory Organizations; Notice of Filing andImmediate Effectiveness of Proposed Rule Change by National
Association ofSecurities Dealers, Inc. Relating to Publication of Clarification of IssuesRelating to NASD Rule
Governing Asset-Based Sales Charges in the Sale of MutualFund Shares
File No. SR-NASD-93-23

SECURITIES AND EXCHANGE COMMISSION -
SECURITIES EXCHANGE ACT OF 1934, Release No. 34-32118
1993 SEC LEXIS 810; 58 FR 19505

April 8,1993

CORE TERMS: asset-based, aggregate, service fees, calculate, deferred, notice, service fee, front-end, maximum,
prime, cap, starting, effective date, gross sales, calculation, prospectus, proposed rule, offering price, net assets,
shareholder, underwriter, exchanged, calculated, reinvestment, deducted, monthly, zero, exhausted, depleted, paying

TEXT: [*1]

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 ("Act"), 15 U.S.C. 78s(b)(1), notice is hereby
given that on April 5, 1993, the National Association of Securities Dealers, Inc. ("NASD" or "Association") filed with
the Securities and Exchange Commission ("SEC" or "Commission") the proposed rule change as described in Items 1, I1,
and I1I below, which Items have been prepared by the NASD. The NASD has designated this proposal as one
constituting a stated policy, practice, or interpretation with respect to the meaning, administration, or enforcement of an
existing rule under Section 19(b)(3)(A)(i) of the Act, which renders the rule effective upon the Commission's receipt of

this filing. The Commission is publishing this notice to solicit comments on the proposed rule change from interested
persons.

I. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE TERMS OF SUBSTANCE OF THE
PROPOSED RULE CHANGE

The NASD is herewith filing a rule change clarifying the application of its rule relating to asset-based sales cha:ges
imposed in connection with the purchase of mutual fund shares,

1. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE PURPOSE OF, AND STATUTORY
[*2]BASIS FOR, THE PROPOSED RULE CHANGE

In its filing with the Commission, the NASD included statements concerning the purpose of and basis for the
proposed rule change and discussed any comments it received on the proposed rule change. The text of these staterments
may be examined at the places specified in Item IV below. The NASD has prepared summaries, set forth in Sections
(A), (B), and (C) below, of the most significant aspects of such statements.

(A) Self-Regulatory Organization's Statement of the Purpose of, and Statutory Basis for, the Proposed Rule Change

The NASD submitted to the SEC in SR-NASD-90-69 a proposed rule change to amend Article III, Section 26 of the
Rules of Fair Practice to limit investment company asset-based sales charges imposed in connection with the purchase of
mutual fund shares. The proposed rule change was approved by the SEC on July 7, 1992, nl but does not take effect
until July 7, 1993. Pursuant to a letter dated September 18, 1991, from A. John Taylor, Vice President, Investment
Companies/Variable Contracts, NASD, to Katherine A. England, Branch Chief, Over-the-Counter Regulation, Division
of Market Regulation, SEC, the NASD, in response[*3] to a commenter's suggestion, undertook to issue a Question and
“.Answer Release in order to address "technical issues raised during the one-year waiting period concerning
implementation of the proposed rule change . . . if questions arise which would be appropriately answered in {a Notice to
Members)." n2 Technical and other issues did, in fact, arise during the one-year period prior to effectiveness of SR-
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NASD-90-69, the answers to which were published in question and answer format in Notice to Members 93-12 ("NTM
93-12"), which is attached hereto as Exhibit 1.

nl See Securities Exchange Act Release No. 30897 (July 7, 1992), 57 FR 30985 (July 13, 1992) (SR-NASD-90-69).

n2 The SEC approval order states that the NASD represented it would issue a formal "Question and Answer" release
following SEC approval, to be filed pursuant to Section 19(b)(3)(A) of the Act, clarifying issues raised by commenters
regarding service fees, the appropriate amount for calculating interest charges for purposes of the rule, and exchange
transactions. Securities Exchange Act Release No. 30897 (July 7, 1992), 57 FR 30985 (July 13, 1992) (SR-NASD-90-
69), note 18. See, letter of July 30, 1992 from Suzanne E. Rothwell, Associate General Counsel, NASD, to Katherine
A. England, Branch Chief, Over-the-Counter Regulation, Division of Market Regulation, SEC.
(*4]

NTM 93-12 addresses, in question and answer format, (1) Calculation of Sales Charges and Interest, (2) Reuaabtive
Calculation of Remaining Amounts, (3) Service Fees, (4) Exchanges, and (5) Miscellaneous questions. These questions
and answers are self-explanatory and are, accordingly, incorporated herein by reference.

The NASD believes that the proposed rule change is consistent with the provisions of Section 15A(b)(6) of the Act n3
in that it promotes just and equitable principles of trade, fosters cooperation and coordination with regulators, and
generally provides for the protection of investors and the public interest by assisting members in applying the provisions
of Article III, Section 26 of the Rules of Fair Practice which limit the sales charges investors may be required to pay in
connection with the sale of investment company shares.

n3 15 US.C. § 780-3.

(B) Self-Regulatory Organization's Statement on Burden on Competition

The NASD does not believe that the proposed rule change will result in any burden on compennon that is not
necessary or appropriate in furtherance of the purposes of the Act, as amended.

(C) Self-Regulatory Organization's Statement [*5] on Comments on the Proposed Rule Change Received from
Members, Participants, or Others

Written comments were neither solicited nor received.

1II. DATE OF EFFECTIVENESS OF THE PROPOSED RULE CHANGE AND TIMING FOR COMMISSION
ACTION

The foregoing rule change has become effective April 5, 1993 pursuant to Section 19(b)(3)(A)(i) of the Act and
subparagraph (e) of Rule 19b-4 thereunder, which render the rule effective upon the Commission's receipt of this filing,
in that it constitutes a stated policy, practice, or interpretation with respect to the meaning, administration, or
enforcement of an existing rule.

At any time within 60 days of the filing of a rule change pursuant to Section 19(b)(3)(A) of the Act, the Commission
may summarily abrogate the rule change if it appears to the Commission that such action is necessary or appropriate in
the public interest, for the protection of investors, or otherwise in furtherance of the purposes of the Act

IV. SOLICITATION OF COMMENTS

Interested persons are invited to submit written data, views, and arguments concerning the foregoing. Persons making
written submissions should file six copies thereof with the Secretary, Securities[*6] and Exchange Commission, 450
Fifth Street, N.W., Washington, D.C. 20549. Copies of the submission, all subsequent amendments, all written
statements with respect to the proposed rule change that are filed with the Commission, and all written communications
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relating to the proposed rule change between the Commission and any person, other than those that may be withheld
from the public in accordance with the provisions of 5 U.S.C. 552, will be available for inspection and copying in the
Commission's Public Reference Room. Copies of such filing will also be available for inspection and copying at the
principal office of the NASD. All submissions should refer to the file number in the caption above and should be
submitted by [insert date 21 days from the date of publication].

For the Commission, by the Division of Market Regulation, pursuant to delegated authority, 17 CFR 200.30-3(a)(12).
nd . -

n4 17 CFR 200.30-3(a)(12) (1992).

Exhibit 1
NASD NOTICE TO MEMBERS 93-12.

Questions and Answers About NevaAS‘D (registered) Rules Governing Investment Company Sales Charges --
Article 111, Sections 26(b) and (d) of the Rules of Fair Practice

Executive Summary

Since the Securities[*7] and Exchange Commission (SEC) approved new NASD (registered) rules governing
investment company sales charges on July 7, 1992, the NASD has fielded numerous questions from member firms and
mutual funds concerning the interpretation and application of these rules. In anticipation of the July 7, 1993, effective
date of the new rules, the NASD has compiled in this Notice frequently asked questions and answers to help members

understand and apply these rules. The categories addressed are calculation of sales charges and interest, retroactive
calculation of remaining amounts, service fees, and exchanges.

. Background

On July 7, 1992, the SEC approved amendments to Article Ill, Sections 26(b) and (d) of the Rules of Fair Practice
(Rules) relating to investment company sales charges as announced in Notice to Members 92-41 (August 1992). The
new Rules take effect on July 7, 1993. The text of the new Rules follows this Notice. The following questions and -
answers have been developed to assist members in interpreting and implementing the new Rules.

The statements contained in this Notice to Members supersede and replace any and all prior statemnents of the NASD
on the subject [*8] of investment company sales charges to the extent such prior statements are inconsistent with this
Notice. The NASD may publish other question and answer Notices as needed to answer member questions.

Members are also reminded that, while Article I1I, Section 26 of the Rules of Fair Practice addresses investment
company issues, the Rules apply to members, not investment companies. Members are obligated under the Rule to
ensure that the sales charges paid by the investment companies for the shares that they sell to the general public comply
with the requirements of the Rules. A member that sells shares of an investment company in violation of the Rule is
subject to disciplinary action, not the investment company. Nevertheless, members may rely on the statements in a
fund's prospectus, or on statements from the fund about the amount of sales charges paid in the distribution of fund

shares, unless the member knows, or should have known on the exercise of reasonable diligence, that the statements are
not true.

Questions regarding this Notice may be directed to R. Clark Hooper, Vice President, Investment Companies at (202)
728-8329 and Elliott R. Curzon, Senior Attorney, Office of [*9] General Counsel at (202) 728-8451.

Questions and Answers

As an aid to understanding the questions and answers contained in this Notice, the NASD has developed a
comprehensive example using a hypothetical investment company to show the calculations for remaining amount,
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Question #3: The Rules permit funds to increase their remaining amount by adding interest at the prime rate plus one
percent. How and when should a fund determine the appropriate interest rate?

Answer: NASD Notice to Members 90-56 (September 1990) describes the prime rate as "the most {*12] preferential
rate of interest charged by the largest commercial banks on loans to their corporate clients" and refers to the rate
published daily in The Wall Street Journal. Thus, the prime rate used for this purpose should be the rate appearing in
The Wall Street Journal, which represents "the base rate on corporate loans posted by at least 75 percent of the nation's
30 largest banks." The prime rate in effect on the date when the fund calculates its remaining amount plus one percent
(see Question 1) if the fund calculates daily or, alternatively, if a fund calculates its remaining amount less frequently, an
average of the prime rates over the period plus one percent should be used to calculate the amount by which a fund may
increase its remaining amount. Funds generally should select and consistently use one of the above two alternatives.

Question #4: To calculate the increase in a fund's remaining amount based on the interest allowed (referred to m
Question 3), to what amount should the prime rate plus one percent be applied?

Answer: Subparagraphs (d)(2)(A), (B), and (C) of Article 111, Section 26 of the NASD Rules of Fair Practice refer to
"interest charges on such [*13] amount,"” and "such amount" is the appropriate aggregate cap on sales charges. As
indicated in Notice to Members 92-41 (August 1992), however, the NASD intended that interest be calculated not on the
appropriate aggregate cap but rather on the fund's remaining amount before the current interest calculation (i.e., the
portion of the amount permitted to be chaiged that has not yet been paid). In calculating the permitted interest
allowance, the fund should apply the appropriate interest rate (prime plus one percent) (see answer to Question 3) to its -
remaining amount or "balance for interest” (see discussion in answer to Question 2). For example, if a fund calculates
its remaining amount daily, but pays asset-based sales charges monthly, it should apply the prime rate plus one percent
to the current day's "balance for interest." If a fund calculates its remaining amount monthly and pays asset-based sales
charges monthly, it should apply an average of the month's prime rates plus one percent to its average remaining amount
for the month. The NASD believes that if a fund adopts a particular method of accruing or paying charges and
calculating its remaining amount and interest, it{*14] must consistently apply and adhere to the chosen practices. Funds
may not change practices for short-term advantage to the distributor or underwriter.

Question #5: If a fund's remaining amount reaches zero, what do the Rules require?

Answer: If a fund's remaining amount reaches zero it must stop accruing asset-based sales charges and retain any
deferred sales charges collected, until it has new sales that increase the remaining amount. In the NASD's view, the
prudent fund whose remaining amount is approaching zero should calculate its remaining amount on a more frequent
(even daily) basis so that it stops accruing asset-based sales charges when its remaining amount reaches zero.

The NASD is aware that in many cases front-end sales charges are paid directly to the selling member through
deduction of the sales charge from the proceeds of sale; however, front-end sales charges deducted by the member will

not exceed the remaining amount because each purchase will raise the remaining amount and the increase will not be
consumed by the front-end sales charge.

Question #6: If a fund generates no sales or discontinues selling its shares, must it stop paying any asset-based sales
charges? [*15]

Answer: No. The Rule provides only that the fund stop paying sales charges (either asset-based or deferred) when its
remaining amount is depleted. A fund may fail to generate sales or stop selling its shares befor¢ its remaining amount is
exhausted.

Question #7: For purposes of determining when a fund must begin to retain deferred sales charges because the
remaining amount has been exhausted, must the fund determine on which day it exhausted the remaining amount?

Answer: The requirement that the fund retain deferred sales charges upon exhausting its remaining amount will be
“deemed to be met if the fund begins to retain those charges no later than the first day of the month following the month
during which the remaining amount was depleted. As stated above, a fund should calculate its remaining amount more

frequently as it approaches zero. In addition, a fund which has depleted its remaining amount must also continue to
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Prohibition on the Use of Brokerage Commissions to FinanceDistribution
File No. §7-09-04

SECURITIES AND EXCHANGE COMMISSION
Release No. 1C-26356; 17 CFR Part 270; RIN 3235-AJ07
2004 SEC LEXIS 418

February 24, 2004

CORE TERMS: brokerage, broker, selling, adviser, shareholder, portfolio, broker-dealer, load, entity, dealer,
collection, execute, finance, disclosure, estimate, staff, Act Release, executing, annual, underwriter, conflicts of interest,
revenue sharing, financing, selecting, compensate, mutual fund, ban, mutual funds, asset-based, NASD Conduct Rule

ACTION:
{*1] Proposed rule.

TEXT: SUMMARY: The Securities and Exchange Commission is publishing for comment amendments to the rule
under the Investment Company Act of 1940 that governs the use of assets of open-end management investment
companies ("funds") to distribute their shares. The amended rule would prohibit funds from paying for the distribution
of their shares with brokerage commissions. The proposed amendments are designed to end a practice that is fraught
with conflicts of interest and may be harmful to funds and fund shareholders.

DATES: Comments must be received on or before May 10, 2004,

ADDRESSES: To help us process and review your comments more efficiently, comments may be sent to us in either
paper or electronic format. Comments should not be sent by both methods. Comments in paper format should be
submitted in triplicate to Jonathan G. Katz, Secretary, Securities and Exchange Commission, 450 Fifth Street, NW,
Washington, DC 20549-0609. Comments in electronic format may be submitted to the following e-mail address: rule-
comments£sec.gov. All comment letters should refer to File No. S7-09-04; if e-mai) is used, this file number should be
included on the subject line. Comment[*2] letters will be available for public inspection and copying in the
Commission's Public Reference Room, 450 Fifth Street, NW, Washington, DC 20549. Electronically submitted
comment letters will also be posted on the Commission's Internet web site (http://www.sec.gov). nl

nl We do not edit personal or identifyiﬁg information, such as names or e-mail addresses, from electronic
submissions. Submit only information you wish to make publicly available. -

FOR FURTHER INFORMATION CONTACT: Hester Peirce, Senior Counsel, or Penelope W. Saltzman, Senior
Counsel, at {202) 942-0690, Office of Regulatory Policy, Division of Investment Management, Securities and Exchange
Commission, 450 Fifth Street, NW, Washington, DC 20549-0506.
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money manager to consider benefits derived by other accounts he manages when determining the reasonableness of
commissions an account is paying).
[*13]

n18 /5 U.S.C. 80a-12(b).

n19 Investment Trusts and Investment Companies, Hearings on H.R. 10065 Before a Subcomm. of the House Comm.
on Interstate and Foreign Commerce, 76th Cong., 3d Sess. 112 (1940) (statement of David Schenker).

120 Rule 12b-1(b).

n21 Bearing of Distribution Expenses by Mutual Funds, Investment Company Act Release No. 11414 (Oct. 28, 1980)
. {45 FR 73898 (Nov. 7, 1980)] ("1980 Adopting Release").

Rule 12b-1 does not itself limit the amount of distribution costs that a fund can assume, nor does it explicitly address

the extent to which fund brokerage can be used to reward brokers for promoting the sale of fund shares. Two NASD
rules address these matters.

First, NASD Conduct Rule 2830(d) prohibits NASD members (i.e., broker-dealers) from selling shares of funds that
impose excessive sales charges. n22 The rule deems a sales charge to be excessive if it exceeds the rule's caps. A fund's
sales load (whether charged at the time of purchase or redemption) may not exceed 8.5 percent of the offering{*14] price
if the fund does not charge a rule 12b-1 fee. n23 The aggregate sales charges of a fund with a rule 12b-1 fee may not
exceed 7.25 percent of the amount invested, n24 and the amount of the asset-based sales charge (the rule 12b-1 fee) may
not exceed 0.75 percent per year of the fund's average annual net assets. n25 Under the cap, therefore, an increase in the
fund's sales load could reduce the permissible level of payments a selling broker may receive in the form of 12b-1 fees.

The NASD designed the rule so that cumulative charges for sales-related expenses, no matter how they are imposed, are
subject to equivalent limitations. n26

n22 NASD Conduct Rule 2830 (Investment Company Securities). Paragraph (d) (Sales Charge) prohibits members
from selling the shares of a fund "if the sales charges described in the prospectus are excessive."

n23 NASD Conduct Rule 2830(d)(1)(A). If the fund also charges a service fee, the maximum aggregate sales charge
._may not exceed 7.25% of the offering price. NASD Conduct Rule 2830(d)(1)(D).



