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Securities and Exchange Commission.
450 Fifth Street

Washington, D.C. 20549

Re: Filing Pursuant to Section 33 of the Investment Company Act of 1940 by 'Q SCO Funds Group, Inc.,
INVESCO Distributors, Inc., INVESCO Institutional (N.A.), Inc., AIM Advisors, Inc. (1940 Act
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Ladies and Gentlemen:

Pursuant to Section 33 of the Investment Company Act of 1940, we hereby file on behalf of INVESCO
Funds Group, Inc., INVESCO Institutional (N.A.), Inc., INVESCO Distributors, Inc., A I M ‘Advisors, Inc.
(1940 Act Registration No. 801-12313) and A I M Distributors, Inc. (1933 Act Registration No. 8-21323),
a distributor, a copy of an Order and Motion and Order for Admission Pro Hac Vice in Dolores Berdat,
et al. v. INVESCO Funds Group, Inc., et al. and Fernando Papia, et al. v. A I M Advisors, Inc., et al
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Stephen R. Rimes
Assistant General Counsel

Sincerely,
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Mr. James H. Perry, SEC — Fort Worth J O AL
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IN THE UNITED STATES DISTRICT COURT United Statss Courts
FOR THE SOUTHERN DISTRICT OF TEXAS s‘lmlfg&igggoﬂf Toxss

HOUSTON DIVISION
APR 1 8 2005

DOLORES BERDAT, et al,, § Mchast N, Mildy, Clerk of Cours
§
Plaintiffs, §
§
v. §
§
INVESCO FUNDS GROUP, INC.,etal,, §
§
Defendants. §

ORDER

Executive Committee, and Co-Chairs of the Steering Committee (Doc. #23), and the Amended
Motion to Appoint Co-Lead Counsel, Executive Committee, and Co-Chairs of the Steering
Committee (Doc. #50) are WITHDRAWN. Plaintiffs' Motion for Leave to File Supplemental
Authority (Doc. # 73) is therefore DENIED AS MOOT.

IT IS SO ORDERED.

SIGNED this A3 day of April, 2005,

CQCJ_,O—M(

KEI LLISON
UNITED STATES DISTRICT JUDGE

TO INSURE PROPER NOTICE, EACH PARTY WHO RECEIVES THIS
ORDER SHALL FORWARD A COPY OF IT TO EVERY OTHER PARTY
AND AFFECTED NON-PARTY EVEN THOUGH THEY MAY HAVE BEEN
SENT ONE BY THE COURT.
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AIM Advisors, Inc., et al.

This lawyer, who is admitted either to the State Bar of Texas or to another federal district
court:

¥ Y Name - "’_‘f”_‘_—"ﬁ:‘ Tana Lin
Fibm * * . ™| KELLER ROHRBACKL.L.P.
, Street | « + - .+ { 1201 Third Avenue, Suite 3200
. xCity & Zip Code, .| Seattle, WA 98101

4 Telephope . _\ . .| (206)623-1500
Tjt ed: State & Numb.gr ~ WA -35271 .
_Adinidd'U.S: Distriee Court fors. | Northemn District JJlinois ,

Secks to appear as the attoraey for this party: |

Plgintiffs Ferdinando Papia, Fred Duncan, Grace Giamanco, jeffrey S. Thomas, Courtney King, ‘
Kathleen Blair, Henry Berdat, Ruth Moccia, Mumray & Francis J. Beasley '

.

patea:_4/fle S Signed: /%‘%

L ORDER ]
This lawycr is admitted pro hac vice,
- ‘ -
Signed on/f@‘(d JoAeL @
/ . United States District Judge
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Securities and Exchange Commission
450 Fifth Street
Washington, D.C. 20549
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INVESCO Distributors, Inc., INVESCO Institutional (N.A.), Inc., A IM A¥yifors, Inc. (1940 Act
Registration No. 801-12313), and A T M Distributors, Inc. (1933 Act Registration No. 8-21323)

Ladies and Gentlemen:

Pursuant to Section 33 of the Investment Company Act of 1940, we hereby file on behalf of INVESCO
Funds Group, Inc., INVESCO Institutional (N.A.), Inc., INVESCO Distributors, Inc., A I M Advisors, Inc.
(1940 Act Registration No. 801-12313) and A I M Distributors, Inc. (1933 Act Registration No. §-21323),
a distributor, a copy of an Plaintiffs’ Response to Defendants’ Metion for Judgment on the Pleadings
with Exhibit Index and Index of Plaintiffs’ Authorities Pursuant to Court Procedure 6.B. in Dolores
Berdat, et al. v. INVESCO Funds Group, Inc., et al. and Fernando Papia, et al. v. A I M Advisors, Inc., et
al

Sincerely,

Stephen R. Rimes
Assistant General Counsel

Enclosures

cc:  Mr. Robert B. Pike, SEC — Fort Worth
Mr. James H. Perry, SEC — Fort Worth
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" 9 b 2009

DOLORES BERDAT, et al.,
Plaintiffs,
v. P Civil Action No. 04¢v2555

INVESCO FUNDS GROUP, INC,, et al,,

FERDINANDO PAPIA, et al,,
Plaintiffs,
V.
AIM ADVISORS, INC,, et al.,

Defendants.

PLAINTIFFS' RESPONSE TO DEFENDANTS' MOTION
FOR JUDGMENT ON THE PLEADINGS
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I. INTRODUCTION

Plaintiffs are shareholders of several mutual funds (the “Funds™) in the INVESCO and AIM
Fund Complexes. The Funds are created, sold, advised, and managed by Defendants. Defendants
charge the Funds advisory and distribution fees based on a percentage of each Fund’s net asset
value. Since their inception, the Funds’ assets have increased dramatically, resulting in fees that are
disproportionately large in relationship to the services rendered to Plaintiffs and the Funds. In 2002
alone, the Funds in the AIM and INVESCO Complexes paid Defendants over $900 million dollars
in advisory and distribution feés. See Papia Compl. § 12(a); Berdat Compl. § 14.

Plaintiffs have brought claims against Defendants pursuant to §§ 36(b) and 12(b) of the
Investment Company Act of 1940 (“ICA”), as amended, 15 U.S.C. §§ 80a-35(b) and 80a-12(b).
Plaintiffs allege that Defendants charged excessive fees and retained economies of scale in violation
of their fiduciary duty owed to Plaintiffs and the Funds, and that they accepted excessive and
inappropriate compensation pursuant to unlawful distribution plans.

Defendants' have moved for judgment on the pleadings in Berdat v. Invesco Funds Group,
Inc., Civ. 04cv2555 (“Berdat™) (and purportedly in Papia v. AIM Advisors, Inc. (“Papia”), which
has been consolidated with Berdaf). Their motion is however riddled with mischaracterizations of
the Complaints’ allegations and duplicitous endeavors to hold Plaintiffs to a higher pleading
standard than is required. None of Defendants’ arguments in support of their motion passes muster
against the applicable pleading standards and recent § 36(b) precedent. Indeed, using recent
decisions in similar § 36(b) cases as a guide, there can be little doubt that Plaintiffs’ allegations

easily should survive Defendants’ motion.

" For purposes of this brief the term “Defendants” includes both the AIM and INVESCO Defendants as they are all
affiliates of one another and the Berdat v. Invesco Funds Group, Inc., 04cv2555 and Papia v. AIM Advisors, Inc.
04¢v2583 actions have been consolidated.



II. ARGUMENT

A. There are no special or heightened requirements for pleading a Section 36(b)

Althougc}?s;efendants spend one-fourth of their brief discussing the requirements for
pleading a § 36(b) case, there no special or heightened pleading requirements for a § 36(b) action
and, to the extent that the cases Defendants cite applied something to the contrary, recent § 36(b)
cases make clear that notice pleading is the applicable standard.

In ruling on a motion brought pursuant to Rule 12(c), “the central issue is whether, in the
light most favorable to the plaintiff, the complaint states a valid claim for relief.” Great Plains Trust
Co. v. Morgan Stanley Dean Witter & Co., 313 F.3d 305, 312 (5™ Cir. 2002) (citations omitted).
“Pleadings should be construed liberally, and judgment on the pleadings is appropriate only if there
are no disputed issues of fact and only questions of law remain.” /d.

“The Fifth Circuit applies the same standard for a motion to dismiss under Rules 12(c) as it

»2 Decorative

does for a motion to dismiss under 12(b)(6) of the Federal Rules of Civil Procedure.
Center of Houston, L.P., v. Direct Resp. Publications, Inc., 208 F.Supp.2d 719, 725 (S.D. Tex.
2002) (Atlas, J.); see also Philips Petroleum Co. v. International Brotherhood of Boilermakers, 251
F.Supp.2d 1354, 1357-58 (S.D. Tex. 2003) (citing Great Plains Trust Co. v. Morgan Stanley Dean
Witter & Co., 313 F.3d 305,313 n. 8 (5th Cir. 2002)); Charles A. Wright and Arthur R. Miller, 5C
Federal Practice & Procedure § 1368 (“A significant number of federal courts have held that the
standard to be applied on a Rule 12(c) motion ... is identical to that used on a Rule 12(b)(6) motion
22

“Generally, a motion to dismiss for failure to state a claim 1s viewed with disfavor and is

rarely granted.” Decorative Center of Houston, 208 F.Supp.2d at 726 (citations omitted); see also

2 Each of the cases Defendants cite in support of the “pleading standard” for § 36(b) actions arose in the
context of a Rule 12(b)(6) motion.



Kennedy v. Tangipahoa Parish Library Bd. of Control, 224 F.3d 359, 365 (5" Cir. 2000) (“A
dismissal for failure to state a claim upon which relief can be granted is a disfavored means of
disposing of a case.”).’

As a practical matter, Defendants advance a heightened pleading standard that clearly runs
afoul of the Supreme Court’s pronouncement in Swierkiewicz v. Sorema N.A., 534 U.S. 506, 513
(2002). “In what has been characterized as a ‘seminal pleading case,’ the Supreme Court recently
reminded lower courts that, in order to survive a motion to dismiss, a complaint need only contain
‘a short and plain statement of the claim showing that the pleader is entitled to relief.”” Morgan v.
City of Waco, No.3:01-CV-2818, 2002 WL 1776935, at *2 (N.D. Tex. Jul. 30, 2002) (quoting

Swierkiewicz).!

Defendants’ position would require Plaintiffs to prove their claims in their Complaints. Not
only is this position unrealistic, it is in direct contravention to the applicable standard under Federal
Rules of Civil Procedure Rules 8(a) and 12(b)(6), the holding of the United States Supreme Court in
Swierkiewicz, and recent ICA jurisprudence. The Southern District of New York recently discussed
the Swierkiewicz decision and its impact on § 36(b) claims in the context of denying the plaintiff’s

motion to dismiss a § 36(b) claim:

3 Similarly, “hasty or imprudent use of this summary procedure [of Rule 12(c)] by the courts violates the
policy in favor of ensuring to each litigant a full and fair hearing on the merits of his or her claim or defense.” Charles
A. Wright and Arthur R. Miller, 5C Federal Practice & Procedure § 1368. Moreover,“[i]t is common practice to apply
Rule 12(c) to individual causes of action. Courts have discretion to grant leave to amend in conjunction with 12(c)
motions, and may dismiss causes of action rather than grant judgment.” Moran v. Peralta Community College Dist.,
825 F.Supp. 891, 893 (N.D. Cal. 1993), discounted on other grounds by Radici v. Associated Ins. Companies, 217 F.3d
737 (9" Cir. 2000); see also Hamm v. V-Track, Inc., No. C-93-2955, 1995 WL 225684, at *1 (N.D. Cal. Mar. 24, 1995)
(same).

*In Morgan, Defendants cited several Fifth Circuit decisions for the proposition that ““a plaintiff must plead
specific facts, not mere conclusory allegations,’ to avoid dismissal under Rule 12(b)(6).” However, the court stated: “It
should be noted that all these cases predate Swierkiewicz. To the extent that current Fifth Circuit authority requires a
plaintiff to go beyond the requirements of Rule 8(a) by alleging facts in support of each and every element of his claim
or legal theory, the Court respectfully suggests that this is no longer the law.” Morgan, 2002 WL 1776935 at *3.



The defendants have pointed to several decisions in which courts dismissed a

Section 36(b) claim for failure to state a claim. While recognizing that Rule 8’s

pleading standard is very liberal, these cases held that the complaints at issue were

too conclusory to survive a motion to dismiss. Almost all of these cases preceded

the Supreme Court’s reminder in Swierkiewicz that a plaintiff need only give a

plain statement of its claim and fair notice of the ground on which it rests.

Pfeiffer v. Bjurman, Barry & Associates, 2004 WL 1903075, *4 (S.D.N.Y. Aug. 26, 2004) (denying
motion to dismiss § 36(b) claim).

A plaintiff must only plead facts sufficient to place defendants on notice of the claims
against them, not prove her case in the complaint. See Leatherman v. Tarrant County Narcotics
Intelligence and Coordination Unit, 507 U.S. 163, 168 (1993) (holding that heightened pleading
contained in Federal Rule 9(b) does not extend to other claims). Notice pleading is the proper
standard in a/l civil cases, save for a few exceptions not present here. Swierkiewicz, 534 U.S. at
513. Claims under the ICA are not one of those exceptions. See Wicks v. Putnam Investment
Mgmt, LLC, No. Civ. 04-10988, 2005 WL 705360, at *4 (D. Mass. Mar. 28, 2005) (agreeing that
there is no “heightened pleading requirement for § 36(b) excessive fee claims™); Order,
Strigliabotti et al. v. Franklin Resources, Inc. et al., No. C 04-00883 SI (N.D. Cal.), March 7, 2005
at 5 [Attached (with complaint at issue appended) as Exhibit A] (refusing to dismiss § 36(b) claims
under Rule 8’s liberal standard); Pfeiffer, supra, at *3 (stating that § 36(b) “complaint is governed
by the pleading standards set forth in Rule 8a™); Richard Krantz’ v. Fidelity Mgmt. & Research Co.,
98 F.Supp.2d 150, 159 (D. Mass. 2000) (proceeding under “notice pleading standard” as to § 36(b)
claim and refusing to dismiss).

Detailed facts, such as those that Defendants suggest are lacking here, are not required.

Conley v. Gibson, 355 U.S. 41, 47 (1957) (“the Federal Rules ... do not require a claimant to set out

* Plaintiffs cite two unrelated cases in which the plaintiff’s last name is “Krantz.” To avoid confusion,
Plaintiffs refer to the cases as “Richard Krantz” and “Sheldon Krantz.”



in detail the facts upon which he bases his claim”) (citing Fed. R. Civ. P. 8(a)(2)). Rather, Plaintiffs
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need only provide “a short and plain statement” of their claim so as to “‘give the defendant fair
notice of what the ... claim is and the grounds upon which it rests.”” Swierkiewicz 534 U.S. at 507
(quoting Conley, 355 U.S. at 47); Decorative Center of Houston, L.P., 208 F.Supp.2d at 727 (“The
notice pleading requirements of the Federal Rules of Civil Procedure allow for ‘a short, plain
statement of the plaintiff’s claim.”); In re Enron Corp. Securities, Derivative & ERISA Litig., Nos.
MDL-1446, Civ.A. H-01-3624, 2003 WL 230688, *14 (S.D. Tex. Jan. 28, 2003) (“[A]s clarified in
Swierkiewicz, a plaintiff does not need to allege facts to support every element of a prima facie case
of a cause of action governed by Rule 8’s notice pleading standard.”).

“District courts should avoid such dismissals ‘unless it appears beyond doubt that the
plaintiff can prove no set of facts in support of his claim which would entitle him to relief.” To
ascertain whether a complaint states a claim, [courts] must construe the complaint liberally in the
plaintiff’s favor and accept all factual allegations in the complaint as true.” Kennedy v. Tangipahoa
Parish Library Bd. of Control, 224 F.3d at 365 (citations omitted).

“Moreover, ... where the proofis largely in the control of the defendant, ‘dismissals prior to

%

-giving the plaintiff ample opportunity for discovery should be granted very sparingly.” Fusco v.
Xerox Corp., 676 F.2d 332,337 n. 7 (8" Cir. 1982) (discussing dismissal in the context of antitrust
cases) (citations omitted); see also Richard Krantz, 98 F.Supp.2d at 159 (denying the defendant’s
motion to dismiss a § 36(b) claim in part because defendants were not publicly owned corporations
and‘ plaintiffs had not had the benefit of discovery). Keeping in mind that detailed information
concerning, for example, investment advisory contracts and fees paid for advisory ser services have

largely been unavailable to the investing public, see Part I1.B.4, infra, Plaintiffs have alleged far

more than what is sufficient to state legally cognizable claims against these Defendants.



B. Plaintiffs have pled facts which, if proved, would state a violation of
Section 36 of the ICA.

The Berdat and Papia Complaints each contain three separate § 36(b) counts — which
Defendants neither recognize as distinct nor challenge as such.  Rather, Defendants launch a
generalized attack on Plaintiffs’ § 36(b) claims. As demonstrated below, Plaintiffs have adequately
pled facts, which if proved, demonstrate that Defendants have violated their fiduciary duties under §
36(b) by receiving compensation that is excessive and disproportionately large to the services
rendered by Defendants.

“An advisory fee violates Section 36(b) if it ‘is so disproportionately large that 1t bears no
reasonable relationship to the services rendered and could not have been the product of arm’s-length
bargaining.”” Meyer v. Oppenheimer Mgmt. Corp., 895 F.2d 861, 866 (2d Cir. 1990) (quoting
Gartenberg v. Merrill Lynch Asset Mgt., Inc., 694 F. 2d 923, 928 (2d Cir. 1982)). Although not a
pleading standard, the Gartenberg court established a framework that some courts have used to
determine whether a fee violates § 36(b). The factors relevant to this determination are: (1) the
nature and quality of the services provided to the fund shareholders; (2) the profitability of the fund
to the adviser-manager; (3) economies of scale in operating the fund as it grows larger; (4)
comparative fee structures; (5) fall-out benefits, i.e., indirect profits to the adviser attributable in
some way to the existence of the fund; and (6) the independence and conscientiousness of the
directors. Krinsk v. Fund Asset Mgmt, Inc., 875 F.2d 404, 409 (2d Cir. 1989) (citing Gartenberg,
694 F.2d at 929-30).

While nothing requires that all six factors be present in any given case, Plaintiffs’ Complaint
alleges a factual basis for each of the Gartenberg factors, thereby sufficiently alleging that the fees
charged the Funds are so disproportionately large in comparison to the services rendered that they

were not the result of arm’s length bargaining. See, e.g., Berdat Compl. {1 14-15, 40-41; Papia




Compl. q§ 12-13, 39 (alleging that although the nature of the services Defendants provide to the
Funds has remained essentially unchanged, Defendants’ costs in providing these services have
decreased while their fees have risen at dramatic rates); Berdat Compl. 9§ 45-46; Papia Compl.
43-44 (alleging that the enormous proﬁtabilify of the Funds to Defendants can be demonstrated by
Defendants’ full costs of providing advisory services and by the fact that Defendants’ incremental
costs of providing services to Plaintiffs are nominal); Berdat Compl. 9 16, 51-52; Papia Compl.
14, 49-50 (alleging that Defendants are wrongfully retaining the benefits of economies of scale® as
opposed to passing them on to Fund shareholders); Berdat Compl. 99 9, 53-58; Papia Compl. 4 8,
53 (alleging that Defendants charge the Funds substantially higher fees than what Defendants
themselves charge institutional clients and other non-affiliated mutual funds for identical advisory
services); Berdat Compl. ] 60-65; Papia Compl. 4 54-59 (alleging that Defendants receive fall-
out benefits (i.e., indirect profits) through various channels); and Berdat Compl. §f 17, 70-72;
Papia Compl. 9§ 15, 64-66 (alleging that the Funds’ trustees failed to fulfill their duties to the
Funds because Defendants have withheld (or the trustees have failed to requést) necessary

information).

1. Courts have routinely upheld Section 36(b) claims based on
allegations similar to those found in the Complaints.

Within the past two months, four courts have upheld § 36(b) claims based on virtually
identical allegations to those described above. First, in Strigliabotti v. Franklin Resources, Inc., No.
C 04-00883 SI (N.D. Cal.) (“Strigliabotti”), the court curtailed similar efforts by defendants to hold
the plaintiffs to a heightened pleading standard and found that virtually identical allegations

regarding the disproportionate relationship between fees and services sufficed under Rule 8’s liberal

® In Count 11, Plaintiffs have alleged that Defendants have realized and benefited from excess profits resulting
from economies of scale. See Berdat Compl. Y 16, 78-79; Papia Compl. |1 14, 72-73.



pleading standard. See Strigliabotti Order [Exhibit A]. There, as here, the plaintiffs alleged that the
defendants charge the plaintiffs much higher fees than other clients for equivalent advisory services,
that fund assets had grown, while the nature of services had stayed the same, resulting in
disproportionately large advisory fees, and that the defendants had retained excess profits from
economies of scale caused by a dramatic growth in assets managed by defendants. See id. at5. In
an order issued on the same day, the court in Gallus v. American Express Financial Corp., No. 04-
4498(DWEF/JSM) (D.Minn.) (“Gallus”) denied the defendants’ motion to dismiss similar § 36(b)
éllegations. See Order, Gallus v. American Express Financial Corp., No. 04-4498(DWF/JSM)

(D.Minn.) (March 7, 2005) [Attached (with complaint at issue appended) as Exhibit B].

In Jones v. Harris Associates, L.P., No. 04-C-8305 (N.D. Il1.) (“Jones™), the court found that
“[clontrary to Harris’s interpretation, the complaint does not solely advance legal conclusions or
contentions devoid of factual content specifically attributable to the relationship between Harris and
the funds in which the Plaintiffs invested.” See Order, Jones v. Harris Associates, L.P., No. 04-C-
8305 (N.D. IlL.) (Apr. 7, 2005) [Attached (with complaint at issue appended) as Exhibit C]. In
fact, the court found that Plaintiffs’ allegations that the fund complex paid more in 2003 than it did
ten years earlier for identical services and that other clients receive like services at significantly
lower rates compelling: “It is not inconceivable that the fees charged, given the exponential
increase and different treatment of other clients alleged, were so disproportionate to the value of the
services rendered that a violation of § 36(b) would lie.” Jores Order at 6. Plaintiffs have made

virtually identical allegations in the Papia and Berdat Complaints.

The court in Wicks v. Putnam Investment Mgmt., LLC, No. Civ.A.04-10988-GAO (D. Mass)
(“Wicks”), also upheld § 36(b) claims which were based on similar allegations. See Wicks v. Putnam

Investment Mgmt., LLC, No. Civ.A.04-10988, 2005 WL 705360 (D. Mass. Mar. 28, 2005)



[Attached (with complaint at issue appended) as Exhibit D]. The Wicks plaintiffs, like Plaintiffs in
this case, alleged inter alia that: although the Funds’ assets have increased, the nature and quality of
the services rendered by defendants has not changed substantially, allowing economies of scale to
be created that defendants have failed to share with the Funds; that defendants provide the same
advisory services to their institutional clients for substantially lower fees then they charge the
Funds; and that Defendants receive soft doilars that benefit defendants and not the Funds. See
Wicks, 2005 WL 705360, at *1. Based on these allegations, the court found that the Wicks plaintiffs

had stated claims under § 36(b).

Moreover, in Miller v. Mitchell Hutchins Asset Mgmt., Inc., No. 01-CV-192-DRH (S.D. Ill.)
(“Miller”), the court denied the defendants’ motion to dismiss a complaint containing virtually
identical allegations as the instant Complaints, noting that Plaintiffs had pled facts as to each of the
Gartenberg factors. See Order, Miller v. Mitchell Hutchins Asset Mgmt., Inc., No. 01-CV-192-DRH

(S.D. Ill.)(March 6, 2003) [Attached (with complaint at issue appended) as Exhibit E].

The similarities between the Strigliabotti, Gallus, Jones, Wicks, and Miller Complaints and
the Berdat and Papia Complaints compel the conclusion that Plaintiffs have pled sufficient
allegations of the disproportionately between the fees charged by Defendants and the services they
render to Plaintiffs and the Funds. Ind\eed, other courts have upheld complaints alleging § 36(b)
violations where plaintiffs have made a much lesser showing. See, e.g., Richard Krantz v. Fidelity
Mgmt. & Research Co., 98 F.Supp.2d 150 (D. Mass. 2000) (denying motion to dismiss § 36(b)
claim where plaintiff alleged facts concemning only four of the six Gartenberg factors). In Richard
Krantz, the court upheld plaintiff’s § 36(b) claim based primarily on the factual allegation that “the
defendants did not pass savings on to the funds’ investors that [Defendants] realized from

economies of scale (Gartenberg factor 3) due to the enormous growth in assets under management



as well as efficiencies caused by computer advances.” Richard Krantz, 98 F.Supp.2d at 159. The
court found particularly significant the plaintiff’s allegation that “between 1985 and 1995 the total
revenues of defendants increased as a percentage of the mutual fund assets under management.” Id.
Plaintiffs have made similar allegations here. See Berdat Compl. § 14, 51; Papia Compl. qf 12,
49, Similarly, in Pfeiffer, supra, the court declined to dismiss a §36(b) claim, finding “[i]t is
unnecessary for the plaintiff to set forth evidentiary details to support [the] allegation [that the
defendant’s increased 12b-1 fees were not reasonably related to the services it performed for the
Fund], or to support those elements of the Gartenberg test that may apply to promotion,

distribution, and service fees.” 2004 WL 1903075, *4.

2. Plaintiffs have alleged facts pertinent to the relationship
between the fees and the services rendered by Defendants.

In the cases on which Defendants primarily rely, the courts were concerned that plaintiffs
had not alleged “facts pertinent to [the] relationship between fees and services.” Sheldon Krantz v.
Prudential Inv. Fund Mgmt., LLC, 305 F.3d 140, 143 (3d Cir. 2002) (“Sheldon Krantz); Migdal v.
Rowe Price-Fleming Int’l, Inc., 248 F.3d 321, 327 (4™ Cir. 2001) (“Migdal); see also King v.
Douglass, 973 F.Supp. 707, 722 (S.D. Tex. 1996) (“King”). In contrast, Plaintiffs herein have made
specific factual allegations relevant to the relationship between the fees charged and the services
rendered by Defendants, which demonstrate that the advisory fees are disproportionately large
compared to the services rendered to Plaintiffs and the Funds, including: (1) that the nature of the
services have remained essentially unchanged; yet, Defendants’ costs for providing these services
have decreased while their revenues have increased dramatically, (Berdat Compl. Y 14-15, 40-41;
Papia Compl. 9 12-13, 39); (2) that the economies of scale generated as a result of a tremendous
growth in Fund assets have not been shared with Funds or their shareholders and, instead, have

allowed Defendants to reap additional profits on top of their already excessive fees, (Berdat Compl.
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99 16, 23-25, 51-52, 78; Papia Compl. §9 14, 21-23, 49-50, 72); (3) that the advisory fees charged
by Defendants to the Funds vastly exceed the fees Defendants themselves charges to other clients,
such as institutional clients and non-affiliated mutual funds, who buy virtually identical services on
a free market, (Berdat Compl. § 7, 9, 42, 52-58; Papia Compl. §{ 7-8, 40, 53); and (4) that the
Defendants did not provide (and the trustees did not request) the information needed to adequately
understand Defendants’ true cost structure and-the economies of scale realized and retained by
Defendants for purposes of reviewing and approving the advisory contracts, (Berdat Compl. § 17,
70-72; Papia Compl. 15, 64-66). These factual allegations alone provide an ample legal and

factual basis for denying Defendants’ motion.

3. The Section 36(b) cases cited by Defendants provide no
support for granting judgment on the pleadings.

Ignoring the recent trend among Courts that have ruled on motions to dismiss § 36(b)
actions, Defendants rely almost exclusively on Migdal, Sheldon Krantz, and King. But unlike
Strigliabotti, Gallus, Jones, Wicks and Miller, all of which contained virtually identical § 36(b)
allegations to those in the Papia and Berdat complaints, Migdal, Sheldon Krantz, and King are each
easily distinguishable. First, as a practical matter, Migdal (and its progeny) applied a heightened
fact pleading standard. To the extent that Defendants’ alleged seminal pleading case, Migdal, did
stand for the proposition that fact pleading is required under § 36, the Migdal/ decision (2001)
predates Swierkiewicz, which was decided in 2002, and has been effectively overruled as to that

issue. See Pfeiffer, supra, at ¥4,

Second, there was a dearth of information contained in those complaints to support § 36(b)
claims. Indeed, none of those cases provides support for Defendants’ position that the § 36(b)

claims should be dismissed because none of those complaints contains the level of detailed factual
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allegations that appear in Plaintiffs’ Complaint. See Strigliabotti Order at 5 (agreeing with Plaintiffs

“that Midgal and Sheldon Krantz involved significantly different and more deficient complaints”).

The Migdal court dismissed the complaint because it contained only conclusory allegations
that amounted to nothing more than “the mere recitation of boilerplate statutory language.” Migdal,
248 F.3d at 328. The plaintiffs’ claim of excessive fees regarding two mutual funds was based on
four allegations: (1) the amount of fees, (2) the fact that two or three similar funds charged lower
fees while outperforming the funds at issue, (3) the fact that the funds at issue failed to meet their
performance benchmarks, and (4) the fact that despite the funds’ underperformance, the
defendant/advisor’s earnings increased by more than 20%. See Migdal, 248 F.3d at 327. The
Migdal complaint did not identify, much less make a substantial factual showing, as to the
Gartenberg factors. There was no mention of economies of scale, no discussion of the advisers’
profitability, no mention of fall-out benefits, and only a very limited comparison of the fees at issue
to fees charged to other funds and of the nature of the services rendered in exchange for the fees
charged. See Migdal, Second Am. Compl. [Attached as Exhibit F]. In fact, the Migdal court
explicitly criticized plaintiffs for failing to make allegations about the defendants’ receipt of excess
profits from economies of scale. Migdal, 248 F.3d at 327. In contrast, there is no such deficiency
here, as Plaintiffs make express factual allegations that Defendants have benefited from economies
of scale as the Funds have grown larger while services have remained the same, and that instead of
passing these benefits on to the Funds, Defendants have retained them for themselves, extracting
additional and excessive profits. See, e.g., Berdat Compl. Y 14, 16, 51-52, 78-79; Papia Compl. 1

12, 14, 49-50, 72-73.

The complaint at issue in Sheldon Krantz was even more lacking in supporting factual

allegations than the Migdal complaint. See Sheldon Krantz, First Am. Compl. (“Sheldon Krantz
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Compl.”) [Attached as Exhibit G}. The Sheldon Krantz complaint focused almost exclusively on
whether the “independent” directors’ service on multiple boards renders them “interested” and
whether, as a result, the contracts were unlawful under §§ 10(a) and 15(c) of the ICA. The entire §

36(b) excessive fee allegation essentially was stated in three sentences:

Plaintiff alleges that none—much less 40%—of the members of the Fund’s board
are independent, as required by ICA Section 10(a). As a result, the Agreements
were not properly negotiated at arm’s-length and could not be properly approved
as required by ICA Section 15(c). Consequently, the Fund has paid defendants’
excessive fees pursuant to invalid, sweetheart contracts, thereby entitling plaintiff
to seek recovery of those fees pursuant to ICA Section 36(b).

Sheldon Krantz Compl. 9 13. The complaint was utterly devoid of any facts demonstrating that the
fees were disproportionate to the services rendered; instead, the excessive fee allegation was
couched solely in terms of the directors’ lack of independence. Indeed, the Sheldon Krantz
complaint addressed only one of the six factors used to determine whether the fees charged were

excessive. Krantz v. Prudential Inv. Fund Mgmt., LLC, 77 F.Supp.2d 559, 565 (D.N.J. 1999).

Finally, King was based on an entirely different factual scenario and, therefore, is wholly
inapposite. There, Plaintiffs alleged that Defendants had breached their fiduciary duty in
connection with a rights offering that Plaintiffs contended would dilute the value of their
investments. See King, Compl. [Attached as Exhibit H]. Specifically, the plaintiffs alleged that the
advisor had breach its fiduciary duty under § 36(b) by pressuring and/or instructing the fund’s board
to approve the rights offering, which “conferred a substantial benefit [upon the advisor] in the form
of increased fees while imposing substantial damage on the Fund.” See id. at 49 8§7-88. As in
Migdal, the King complaint mad no mention of Gartenberg, much less a showing as to the

Gartenberg factors.
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Ultimately, the King court found that Plaintiffs did not state a § 36(b) claim because they did
not allege that the adviser “earned a fee not commensurate with the services it provided or that it
could not have been the product of a disinterested business transaction.” Id. at 722-723.  On the
other hand, Plaintiffs herein have made specific allegations that the nature of services Defendants
provide to the funds have not changed but that Defendants’ fees have risen significantly. See Berdat
Compl. |9 14-15, 40-41, 51; Papia Compl. 99 12-13, 39, 49. In addition, through examples of
what Defendants charge clients who bargain over fees at arm’s length, Plaintiffs have demonstrated
the fees charged to the funds cannot be the product of an arm’s length, or disinterested, transaction.
See, e.g., Berdat Compl. 199, 42, 55-58.

In sum, the Papia and Berdat Plaintiffs have far surpassed the allegations held insufficient
by the courts in Sheldon Krantz, Migdal, and King. See Strigliabotti Order at 6 [Exhibit A]
(denying motion to dismiss as to virtually identical complaint and finding that “[u]nlike the
allegations in both Migdal and Krantz, the complaint specifically describes the disproportionate
relationship between these services and the fees charged according to the Gartenberg factors).

4. In attacking Plaintiffs’ Complaints, Defendants have
’ distorted Plaintiffs’ allegations (or ignored them completely).

In an effort to avoid Plaintiffs’ claims, Defendants read Plaintiffs’ allegations in an
unnecessarily narrow fashion, or ignore them altogether, and raise convoluted or irrelevant
arguments that are nothing more than red herrings. For example in arguing that Plaintiffs have not
made allegations specific to each of the Funds, Defendants read Plaintiffs’ allegations regarding the
Funds too narrowly. In the Complaints, unless a Fund is specifically named, Plaintiffs use the term
“Fund” or “Funds” to denote each of the Funds in the case. See Berdat Compl. I 1, 5; Papia

Compl. §9 1, 5.
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Next, although Defendants argue that Plaintiffs have not pled facts which, if proved, would
show the disproportionately between the fees charged and the services rendered, among other
allegations, Plaintiffs allege that despite a dramatic growth in Fund assets, Plaintiffs have not
benefited from economies of scale. Specifically, between 1993 and 2002, the assets in the
INVESCO Fund Complex grew from $6 billion to $19.9 billion dollars, while the fees collected
increased at an even greater rate than the growth in assets. Berdat Compl. § 51. While asset growth
for the Fund Complex was impressive, increasing by 331.2%, fees charged annually grew even
faster, from $46 million in 1993, to $156 million in 2002, increasing by 453.1%. See id. Similarly,
Plaintiffs allege that between 1993 to 2002, “AIM’s assets under management grew from $13.5
billion to $65.7 billion, a growth rate of 487%. However, this phenomenal growth in assets not only
produced no economies of scale, but also resulted in fees actually increasing faster than the growth
in assets. Fees went from $125 million in 1993 to $772 million in 2002, a growth rate of 618.1%.
In addition, fees as a percentage of assets increased from .92% in 1993 to 1.17% in 2002.” Papia
Compl. 9§ 49. By way of specific example, Plaintiffs allege that while the AIM Constellation
Fund’s assets grew from $1.9 billion in 1993 to over $10 billion in 2002, advisory fees did not
decrease but rather grew at an even faster rate, from $18 million in 1993 to $98.7 in 2002. Papia

Compl. § 12(b).

As one industry insider has recognized, “there are staggering economies of scale in portfolio
management and research.” John C. Bogle, Common Sense on Mutual Funds: New Perspectives
for the Intelligent Investor 321 (1999) (emphasis added). The fact that Defendants’ fees escalated
in the face of “staggering” economies of scale demonstrates that those economies are not being
shared with Fund shareholders in violation of Defendants’ fiduciary duties. Moreover, although

Defendants criticize these allegations as being insufficient to plead a § 36(b) claim, these are
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precisely the type of allegations that the court in Jones v. Harris, supra, found sufficient when
upholding virtually identical § 36(b) claims. See Jones Order at 5, 6 [Exhibit C]. See also
Strigliabotti Order at 5 [Exhibit A] (finding that “plaintiffs have alleged facts about the
disproportionate relationship between fees and services” including that “[tJhe Funds have grown in
size from $2 billion in assets in 1983 to $300 billion in assets in 2003, while the nature of the

services rendered has not changed, resulting in disproportionately large advisory fees.”).

In addition, Plaintiffs have plainly alleged facts about the services Defendants provide to
these Funds: “The nature of the investment advisory services provided to the Funds is
straightforward: Defendants buy and sell, at their discretion, stocks, bonds, and other securities for
the Funds.” Berdat Compl. § 40; Papia Compl. § 39. “[T]he nature of the services Defendants
render to the Funds has remained unchanged despite dramatic growth in the assets of the Funds and
advisory revenues.” Berdat Compl. § 41 (emphasis added); see also Papia Compl. 9 39. Moreover,
“advances in computing and communication technologies in the past twenty years have resulted in
exponential efficiencies that have dramatically reduced the costs of servicing mutual funds....”
Berdat Compl. 9§ 15; Papia Compl. § 13. These allegations are equally applicable to each of the 18
Funds at issue in the Berdat and Papia actions. Thus, Plaintiffs have made specific allegations
regarding the type of services that Defendants provide and the costs of providing those services.
Further, as noted above, Plaintiffs allege that Defendants’ assets under management (not just the
industry’s as a whole) have increased, an occurrence which, because of tremendous economies of
scale, should have—but has not—resulted in much lower fees charged to Plaintiffs and the Funds.
See Berdat Compl. Y 14, 51; Papia Compl. Y 12, 49. These allegations demonstrate the
disproportionately between the fees charged and the services rendered. Where as “[h]ere, the

parties have not yet conducted discovery ... [the court] must assume the truth of factual allegations
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in the complaint.” Voest-Alpine Trading USA Corp. v. Bank of China, 142 F.3d 887, 891 (5" Cir.

1998) (denying motion for judgment on the pleadings).

Defendants also disparage the Complaints by raising a host of questions that the Berdat
Complaint apparently does not answer to their satisfaction. Defs’. Mot. for Judgment at 5. (“For all
the Court knows from a reading of the Complaint, the AIM Small Company Growth Fund assets
might have decreased, the AIM Small Company Growth Fund fees might have decreased, the AIM
Small Company Growth Fund performance might have been spectacular etc. etc. etc.””). However,
these musings do nothing more than raise factual issues that cannot be decided at this stage of the

proceedings.

Indeed, the type of “facts” which Defendants suggest are lacking have been largely
unavailable to the investing public. To correct these deficiencies and recognizing that “[ilncreased
transparency with respect to investment advisory contracts, and fees paid for advisory services, will
assist investors in making informed choices among funds and encourage fund boards to engage in
vigorous and independent oversight of advisory contracts,” the Securities and Exchange
Commission (“SEC”) recently promulgated a new rule (the compliance date of which has not even
become effective for some funds) adopting enhanced shareholder disclosure rules. Disclosure
Regarding Approval of Investment Advisory Contracts by Directors of Investment Companies, 69
Fed. Reg. 39798, 2004 WL 1452698 (SEC 2004) [Attached as Exhibit I]. The enhancements “are
intended to address [the SEC’s] concerns that some funds do not provide adequate specificity
regarding the board’s basis for its decision.” The rule requires a fund to include in certain publicly
filed reports a discussion of “(1) The nature, extent, and quality of the services to be provided by the
investment adviser; (2) the investment performance of the fund and the investment adviser; (3) the

costs of the services to be provided and profits to be realized by the investment adviser and its
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affiliates from the relationship with the fund; (4) the extent to which economies of scale would be
realized as the fund grows; and (5) whether fee levels reflect these economies of scale for the
benefit of fund investors.” Id. at 39801. Thus, the SEC has confirmed that this sort of detailed
factual information regarding the board’s approval of advisory fees has not been available in

materials to which shareholders have access.

Finally, as Plaintiffs point out in their Complaint, one of the most salient inquiries regarding
the excessiveness of Defendants’ fees is what Defendants charge their other clients (who bargain
and actually negotiate fees) for identical services. However, Defendants desperately try to
downplay the importance of this comparison, calli;lg it irrelevant, because the comparison
indisputably raises the inference that the fees charged to the Funds are disproportionately large and
could not be the product of an arm’s length bargain.’” Hardly irrelevant, the SEC also recently
confirmed the pertinence of this comparison when it adopted a requirement that certain publicly
available documents “will be required to indicate whether the board relied upon comparisons of the
services to be rendered and the amounts to be paid under the contract with those under other
investment advisory contracts, such as ...other types of clients (e.g., pension funds and other
institutional investors.)” 69 Fed. Reg. 39798, 39801-802 [Exhibit I]. Here, the Complaints allege
that “[t]he pure investment advisory services Defendants provide to the Funds are identical to the
investment advisory services Defendants or their affiliates provide to other clients, such as
institutional clients, and entail identical costs.” Berdat Compl. § 7; Papia Compl. § 7. Thus,
Plaintiffs allege that a comparison of the management fee charged to the Funds with the

management fee Defendants charge their other clients is an apples-to-apples comparison (see

7 The comparison is also illustrative of the quality of services provided to the Funds as it evinces Defendants’
preference for their own financial interests at the expense of the Funds and their shareholders. See Berdat Compl. 1
42-43; Papia Compl. §§ 40-41.
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Berdat Compl. § 53; Papia Compl. § 51) - allegations which must be taken as true for purposes of
resolving this motion. See Voest-Alpine Trading USA Corp., 142 F.3d at 891. Indeed, by arguing
that the comparison is an apples-to-oranges comparison, Defendants have, at most, merely raised a
factual issue (that precludes the ruling they are requesting) as to what services are performed in
exchange for the advisory fees Defendants receive from Plaintiffs and the Funds and what other fees

Defendants receive in exchange for other services.

In urging this Court to ignore this importarit comparison, Defendants cite Gartenberg® and
Schuyt v. Rowe Price Prime Reserve Fund,’ 663 F.Supp. 962, 973 n. 38 (S.D.N.Y.), aff"d, 835 F.2d
45 (2d Cir. 1987). However, neither of these cases requires this Court to ignore the compelling
evidence of what Defendants charge their other clients for the same services on the open market.
Indeed, more recently, courts have considered allegations regarding what Defendants charge their
non-mutual fund clients when determining whether a complaint has adequately stated a claim that
fees charged to mutual funds are disproportionately large to the services rendered by an advisor.
See Strigliabotti Order at 5 [Exhibit A]; Jones Order at 5, 6 [Exhibit C]; and Wicks Order at *1

[Exhibit D].

Without the benefit of any discovery, Plaintiffs do not have ready access to data regarding
the fees Defendants charge to their other clients. Nevertheless, with only a dearth of information

available to them, in their Complaint Plaintiffs set forth several comparative fee structures that

¥ In Gartenberg, which was an appeal from an order dismissing the complaint after a bench trial, the court rejected the
argument that lower fees charged to pension funds should be used as a criterion for determining fair advisory fees to
funds because the nature and extent of the services required by each type of fund differed. Here, Plaintiffs have alleged
that the advisory services performed for the Funds and Defendants’ non-mutual fund clients are identical. These
allegations must be taken as true for purposes of this motion.

® In Schuyt, which also followed a trial, the Court gave little weight to testimony regarding how fees charged to the
funds compared with fees charged to the adviser’s other clients. Criticaily, however, the witness “neglected to inquire
about the services provided to [other] clients and was therefore unable to legitimately compare the fees charged to the
Fund to the fees charged to [other] clients.” Schuyt, 663 F.Supp. at 973 n. 38 (citations to transcripts omitted). Here,

19



establish Defendants are charging advisory fees to the Funds that are disproportionate to the value
of the services rendered. See Berdat Compl. § 56-59. For instance, as stated in Plaintiffs’
complaint, Defendants or their affiliates manage a large cap value account for the State of Alaska
for 17 basis points. Berdat Comp. § 58. In contrast, Defendants charge the AIM Basic Value
Fund, a large cap value fund, an annual advisory fee (excluding administrative services) of 66 basis
points. Accordingly, the AIM Basic Value Fund pays a fee of nearly four times more than what
Defendants or their affiliates charge the State of Alaska, despite the fact that services are the same.

This a specific example that demonstrates not only the disparity between the fees charged to
the Funds and the fees charged to Defendants’ clients who negotiate at arm’s-length but also that
Defendants or their affiliates are able to manage portfolios in the sarné investment style for their
non-affiliated clients at a fraction of the price they charge Plaintiffs and the Funds. Accordingly,
the fees charged to the Funds are disproportionately large to the services rendered.

C. Defendants have waived their right to challenge Plaintiffs’ Section 12(b) claims

(Count 1V).

Rather than presenting a reasoned argument on the merits, Defendants relegate their entire
discussion of Plaintiffs’ § 12(b) to two sentences in the text and a footnote. See Defs.” Mot. for
Judgment at 1-2, 2 n.1, 8. It is Plaintiffs’ position that by not presenting any explanation, much less
authority, for their position Defendants have waived their right to challenge the claims set forth in

Count IV of the Complaints. °

Plaintiffs allege that the services are the same — allegations which must be taken as true for purposes of this motion.
Schuyt, thus, provides no support for Defendants’ position.

In their § 12(b) claims, Plaintiffs allege that the Distribution Plans, implemented pursuant to Rule 12b-1, are
unlawful and should not have been adopted initially, much less continued annually. For the Distribution Plans to be
implemented initially, and then continued, the directors must conclude that they will benefit the company and its
shareholders. 17 C.F.R. § 270.12b-1(e).

In stating that the claims under § 12(b) are duplicative of those under § 36(b) Defendants demonstrate their
misunderstanding of Count IV, See Defs.” Mot. for Judgment at 1-2. Count IV goes beyond the issue of excessive fees
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To the extent that Defendants attempt to rectify their deficient opening brief on this issue in
their reply brief, Plaintiffs respectfully request the court not allow such a piecemeal approach to
litigation and that any such argument be stricken by the Court. If the Court chooses to entertain any
argument regarding the § 12(b) claims, however, Plaintiffs respectfully request the opportunity to

file a responsive brief.

III. CONCLUSION

For the foregoing reasons, Plaintiffs respectfully request that Defendants’ motion for

judgment be denied.

Dated: April 20, 2005

and alleges that the Distribution Plans have failed to comply with the requirements of Rule 12b-1, thereby making it
impossible to accomplish what they were designed to do, namely grow fund assets such that economies of scale would
be generated and passed on to shareholders. In addition, Plaintiffs allege that the Distribution Plans do not comply with
the mechanical requirements of Rule 12b-1, because the Funds’ directors did not receive or request the information
required to evaluate whether the Funds benefited from the Distribution Plans as required by Rulel2b-1. Berdat Compl.
19 70(c), 71; Papia Compl. 1§ 64(d), 65. Nevertheless, the Fund boards have continued to approve, year after year,
continuation of the Distribution Plans in violation of both Rule 12b-1 and § 36(b). Berdat Compl. § 25; Papia Compl. §
23.

The only authority Defendants cite related to Plaintiffs’ § 12(b) claims is Krinsk v. Fund Asset Management,
Inc., 875 F.2d 404, 413 (2d Cir. 1989}, which they note (without any explanation) for the proposition that § 12(b)
cannot be used to circumvent the procedural limitations of § 36(b). Krinsk does not stand for the proposition that
Plaintiffs cannot bring a separate § 12(b) claim; rather, Krinsk merely approved dismissal of a § 12(b) claim “when the
claim is indistinguishable from a § 36(b) claim.” Krinsk, 875 F.2d at 406 (emphasis added). Here, Plaintiffs have not
simply reincarnated their excessive fee claims under § 36(b), but have instead brought an entirely distinct claim under §
12(b) relating to the unlawfulness of the Distribution Plans. Krinsk explicitly left open the possibility that a claim “that
the plan fails to conform to the mechanical requirement of Rule 12b-1(b) ... might give rise to a section 12(b) action
independent of an action under section 36(b).” Krinsk, 875 F.2d at 413 n. 5.
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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF CALIFORNIA
SUSAN STRIGLIABOTTI, et al,, No. C 04-00883 SI
Plaintiffs, ORDER PARTIALLY GRANTING AND
PARTIALLY DENYING DEFENDANTS’
V. MOTION TO DISMISS
FRANKLIN RESOURCES, INC,, et al.,

Defendants.

OnFebruary 4, 2005, the Court heard oral argument on defendants’ motion to dismiss the complaint.
Having carefully considered the arguments of counsel and the papers submitted, the Court hereby
PARTIALLY GRANTS and PARTIALLY DENIES defendants’ motion.

BACKGROUND

This action is brought by shareholders of several mutual funds (“Funds”) created, sold, advised, and
managed as part of the Franklin Templeton fund family (“the Fund Complex™). Specifically, the Funds are
TempletonGrowth Fund, Franklin Balance Sheet Investment Fund, Franklin U.S. Government Securities Fund,
Franklin Flex Cap Growth Fund, Franklin DynaTech Fund, Franklin Income Fund, Franklin Small-Mid Cap
Growth Fund, Franklin Biotechnology Discovery Fund, Mutual Shares Fund, and Franklin Utilities Fund. First
Am. Compl. (“Am. Compl.”) at § 1.

Defendants are Franklin Resources, Inc., Templeton Global Advisors, Ltd., Franklin Advisory

! OnMarch 4, 2004, plaintiffs filed this action on behalf of five funds; they amended the complaint on
June 3, 2004, adding Franklin Income Fund, Franklin Small-Mid Cap Growth Fund, Franklin Biotechnology
Discovery Fund, Mutual Shares Fund, and Franklin Utilities Fund as plaintiffs, and adding as defendants
Franklin Mutual Advisers, LLC, and Franklin Templeton Services, LLC.
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Services, LLC, Franklin Advisers, Inc., Franklin Templeton Distributors, Inc., Franklin Mutual Advisers, LLC,
and Franklin Templeton Services, LLC. Id. at § 2. The companies are various investment advisors affiliated
with a single parent company, also a defendant, Franklin Resources, Inc. (“Franklin Resources”), a publicly
traded company incorporated in Delaware and headquartered in San Mateo, California. Id. Plaintiffs allege
that defendants receive advisory fees from the Funds for investment advisory services and administrative
services, and these fees are based on a percentage of the net assets of each of the Funds. Id. at § 5.
Defendants also charge distribution fees for marketing, selling, and distributing mutual fund shares to new
shareholders under “Distribution Plans” adopted pursuant to Rule 12b-1, 17 C.F.R. § 270.12b-1. Id. at 8.
These distribution fees are based on a percentage of the netassets of each of the funds in the Fund Complex
and amount to more than $7 million annually. Id. Plaintiffs allege that the advisory fees charged by defendants
are higher than those for other funds for which defendants perform equivalent services and that the distribution
fees are excéssive, in violation of Rule 12b-1 and § 36(b) ofthe Investment Company Act (“ICA”). Plaintiffs
specifically claim that, despite significant growth in the Funds since 1983, the Funds have not benefitted from
the economies ofscale and instead have been charged advisory and distribution fees thatare disproportionately
large in relation to the services provided. Id. at{ 14.

Plaintiffs seek to either rescind the investment advisory agreements and Distribution Plans and recover
the total fees charged by defendants, or, in the alternative, to recover the excess profits resulting from
economies of scale wrongfully retained by defendants, and any other excessive compensation or improper
payments received and retained by defendants in breach of their fiduciary duty under § 36(b), 15 U.S.C. §
80a-35(b), and state law. Id. at §27. The complaint alleges (1) breach of fiduciary duty under § 36(b) for
excessive investment advisory fees; (2) breach of fiduciary duty under § 36(b) for excess profits from
economies ofscale; (3) breach of fiduciary duty under § 36(b) for excessive Rule 12b-1 distribution fees and
extraction of additional compensation for advisory services; (4) violation of § 12(b) for unlawful distribution
plans; (5) breach of fiduciary duty under California law; (6) civil conspiracy to breach fiduciary duty under
California law; (7) common law aiding and abetting breaches of fiduciary duty by Franklin Resources; (8)
“acting n concert” under § 876(b) of the Restatement (Second) of Torts; (9) breach of Cal. Business &

Professions Code § 17200;(10) breach of Cal. Business & Professions Code § 17500;and (11) common law
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unjust enrichment.
Now before the Court is defendant’s motion to dismiss the complaint pursuant to Federal Rule ofCivil

Procedure 12(b)(6). Both parties have also filed Requests for Judicial Notice (“RIN™).?

LEGAL STANDARD
Under FederalRule of Civil Procedure 12(b)(6), a district court must dismiss a complaint if it fails to
state a claim upon which relief can be granted. The question presented by a motion to dismiss is not whether

the plaintiff will prevail in the action, but whether the plaintiff is entitled to offer evidence in support of the claim.
See Scheuer v. Rhodes, 416 U.S. 232, 236, 94 S. Ct. 1683, 1686 (1974), overruled on other grounds by

Davis v, Scherer, 468 U.S. 183, 104 S. Ct. 3012 (1984).
In answering this question, the Court must assume that the plaintiff's allegations are true and must draw

all reasonable inferences in the plaintiff's favor. See Usherv. City ofLos Angeles, 828 F.2d 556, 561 (9th Cir.

1987). Even if the face of the pleadings suggests that the chance of recovery is remote, the Court must allow
the plaintiff to develop the case at this stage ofthe proceedings. See United States v. City of Redwood City,
640 F.2d 963, 966 (9th Cir. 1981).

“The court may also consider documents attached to the complaint in connectionwith a FRCP 12(b)(6)
motion to dismiss.” Parks Sch. of Business, Inc. v. Symington, 51 F.3d 1480, 1484 (9th Cir. 1995)(quoting
Cooper v. Bell, 628 F.2d 1208, 1210 n.2 (9th Cir. 1980)). “If a plaintiff fails to attach to the complaint the
documents on whichit is based, defendant may also attachto a FRCP 12(b)(6) motion the documents referred
to in the complaint.” Lee v. City of Los Angeles, 250 F.2d 668, 688-89 (9th Cir. 2001)). “In addition,
whether requested or not, the court may consider documents whose contents are alleged in a complaint and
whose authenticity no party questions, but which are not physically attached to the plaintiffs' pleadings.” Inre
Silicon Graphics Sec. Litig., 183 F.3d 970, 986 (9th Cir. 1999)). “On a motion to dismiss, [the court] may
take judicial notice of matters . . . outside the pleadings.” MGIC Indem. Corp. v. Weisman, 803 F.2d 500,
504 (9th Cir. 1986).

If the Court dismisses the complaint, it must then decide whether to grant leave to amend. The Ninth

2 The Court GRANTS both RJNs.
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Circuit has repeatedly held that “a district court should grant leave to amend even if no request to amend the
pleading was made, unless it determines that the pleading could not possibly be cured by the allegation of other

facts.” Lopez v. Smith, 203 F. 3d 1122, 1130 (9th Cir. 2000) (citations and internalquotation marks omitted).

DISCUSSION

L Section 36(b) claims

Anactionmay be brought under Section 36(b) by a security holder ofa registered investment company
“on behalf of such company” against an investment adviser, “or any affiliated person of such investment
adviser,” forbreach offiduciary duty with respect to compensation or payments paid to the investment adviser.
15U.S.C. § 80a-35(b). Plaintiffs bring Counts I, II, and III under Section 36(b) of the Investment Company
Actof1940 (“ICA”) on behalf ofthe Funds. Defendants’ motion attacks these claims on two grounds: (1) that
the Complaint does not plead sufficient facts that the fees charged are “so disproportionately large that they
bear no reasonable relationship to the services rendered”; and (2) that defendants Franklin Resources and
Franklin Templeton Services must be dismissed from these claims because they are not “recipients” of

compensation or payments, as Section 36(b) requires.

A. Sufficiency of facts

To state a claim under Section 36(b), a plaintiff must allege that an advisory fee is “so
disproportionately large that it bears no reasonable relationship to the services rendered and could not have

been the product ofarm’s-length bargaining.” Gartenberg v. Merrill Lynch Asset Mgmt. Inc., 694 F.2d 923,

928 (2d Cir. 1982). Federal courts have identified the relevant factors in applying this standard: ““(a) the nature
and quality of the services provided to fund shareholders; (b) the profitability of the fund to the adviser-
manager; (c) fall-out benefits; (d) economies ofscale; (¢) comparative fee structures; (f) the independence and

conscientiousness of the trustees.” Krinsk v. Fund Asset Mgmt., Inc., 875 F.2d 404, 409 (2d Cir. 1989).

Relying on Migdalv. Rowe-Price-Fleming Int’l, Inc., 248 F.3d 321, 327 (4th Cir. 2001) and Sheldon

Krantz v. PrudentialInv. Fund Mgmt., 305 F.3d 140 (3d Cir. 2002), defendants argue that plaintiffs have failed

to plead facts that would show “a disproportionality between fees charged and services rendered,” Defs.’ Mot.
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at2:22-23, because they have not specified what services were rendered by defendants, what amounts were
charged in fees, or any other circumstances of the relationship between the fees and services. 1d. at 3:3-11.
Deféndants contend that while the complaint references the Gartenberg factors, it fails to allege any underlying
facts. Plaintiffs contend that they have alleged a factual basis for each of the six Gartenberg factors and that
Migdal and Sheldon Krantz involved significantly different and more deficient complaints.

The Court agrees with plaintiffs. In Migdal, the plaintiffs alleged several facts as evidence ofexcessive
fees — the amount of fees charged, that other funds offered lower rates, that the funds did not meet their
benchmark performance standards, and that the advisers’ earnings increased by more than 20 percent despite
the funds’ underperformance — but said nothing about the services rendered in return. The district court
permitted the plaintiffs to amend their complaint twice, but ultimately concluded that plaintiffs had failed to

address the relationship between the fees and services. The Fourth Circuit affirmed, finding that the one-sided

nature of the allegations was fatal to the complaint. In Krantz, the complaint contained a very brief (three-
sentence) statement of the Section36(b) excessive fee allegation but no facts to support it. The Third Circuit

adopted the Migdalcourt’s approach and found that the plaintiffs had “failed to allege any facts indicating that

the fees received were disproportionate to services rendered.” Krantz, 305 F.3d at 143.

Here, plaintiffs have alleged facts about the disproportionate relationship between fees and services.
The complaint alleges that defendants charge plaintiffs muchhigher fees thanother clients for equivalent advisory
services, and offers an example of the lower fee schedule utilized in a contract with New York State. Am.
Compl. § 6-7; 65. The Funds have grown in size from $2 billion in assets in 1983 to $300 billion in assets in
2003, while the nature of the services rendered has not changed, resulting in disproportionately large advisory
fees. Id. at 9§ 13-14. Italleges that defendants “have retained excess profits resulting from economies of scale
. . . [which] are a product of the dramatic growth in assets managed by Defendants, caused in part by 1)
marketing programs paid for with the distribution fees charged to Plaintiffs, and 2) Defendants’ ability to
provide the identicalinvestment advisory services they provide Plaintiffs to other clients at little or no additional
cost.” Id. at § 15.

The Court finds that these allegations suffice under Rule 8's liberalpleading standard. Unlike inMigdal

where the plaintiffs alleged only half of the equation (facts about the high fees but no facts about the services),
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plaintiffs here state the services rendered to plaintiffs (“[d]efendants buy and sell, at their discretion, stocks,
bonds, and other securities for the Funds. This is precisely the same service provided to Defendants’

institutional and other clients.”). 1d. at §46. Unlike the allegations in both Migdal and Krantz, the complaint

specifically describes the disproportionate relationship between these services and the fees charged according
to the Gartenberg factors. And unlike the allegations in Yampolsky v. Morgan Stanley Investment Advisers,
2004 WL 1065533 (S.D.N.Y. May 12, 2004), which defendants cite in their reply brief, plaintiffs do not
simply rely on “speculation, inference and generalized observations about the securities industry from public
figures.” 2004 WL 1065533 at *2. Accordingly, the Court DENIES defendant’s motion to dismiss Counts
I, II, and III.

B. Franklin Resources and Franklin Templeton Services as defendants

Defendants also argue that Franklin Resources and Franklin Templeton Services are not proper
defendants for the Section 36(b) claim because neither is “the recipient of such compensation or payments.”
Plaintiffs contend that the statute’s language allows actions brought “against [an] investment adviser, or any
affiliated person of such investment adviser,” and that these defendants qualify both as affiliates and as persons
receiving compensation.

Section 36(b) provides:

An action may be brought under this subsection by the Commission, or by a security holder

of such registered investment company on behalf of such company, against such investment

adviser, or any affiliated person of such investment adviser . . . for breach of fiduciary duty in

respect of such compensation or payments paid by such registered investment company or by

the security holders thereof to such investment adviser or person. With respect to any such

action the following provisions shall apply: . . .

(3) No such action shall be brought or maintained against any person other than the recipient

ofsuch compensation or payments, and no damages or other reliefshall be granted against any

person other than the recipient of such compensation or payments.
15 U.S.C. § 80a-35(b), (b)(3).
Plaintiffs base their contentionthat Franklin Resources and Franklin Templeton Services are “affiliated persons”

on the factthat Franklin Resources is the “parent company, and controlperson,” ofall defendants, and Franklin

Templeton Services is a wholly owned subsidiary of Franklin Resources under common control with the other
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defendants.® Pls.’ Opp’n at 8 n. 7. Plaintiffs argue that Franklin Resources is a control person because the
adviser defendants are wholly-owned subsidiaries of it, and Franklin Resources determines their policies and
practices with respect to fees.

However, as defendants point out, Section 36(b) subsection (3) apparently limits liability to “recipients
of such compensation,” and Franklin Resources’ control person status is not relevant to this analysis. The
complaint does not allege which defendants received fees, and specifically does not mention any non-adviser
defendant receiving fees from the Funds. In their Opposition, plaintiffs state that these two defendants “receive
compensation from the Funds and Plaintiffs,” Pls.” Opp’n at 9:8-9, but the Court agrees that they have not
made this allegation in the complaint.

Consequently, Counts I, II, and IIT are DISMISSED as to defendants Franklin Resources and Frankiin
Templeton Services with leave to amend to add any allegations that these two non-advisers receive

compensation within the meaning of Section 36(b).

IL. Section 12(b) claim

Count IV alleges a violation of ICA Section 12(b), which provides: “[i]t shall be unlawful for any
registered open-end company . . . to act as a distributor of securities of which it is the issuer . . . in
contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in
the public interest or for the protection of investors.” 15 U.S.C. § 80a-12(b). Defendants move to dismiss
this claim on grounds that (1) there is no private right of action under this section of the ICA; and (2) even if
a cause of action can be maintained, plaintiffs have failed to satisfy the requirements of Federal Rule of Civil

Procedure 23.1 for derivative claims.

3 The ICA defines “affiliated person” as: (A) any person directly or indirectly owning, controlling, or
holding with power to vote, 5 per centum or more ofthe outstanding voting securities of such other person; (B)
any person 5 per centum or more of whose outstanding voting securities are directly or indirectly owned,
controlled, or held with power to vote, by such other person (C) any person directly or indirectly controllin%,
controlled by, or under common control with, such other person.” 15 U.S.C. §§ 80a-2(3)(A)-(C). “Control”
is defined as “the power to exercise a controlling influence over the management or policies of a company,
unless such power is solely the result of an official position with such company.” Id. at § 80a-2(9).
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A. Private right of action under Section 12(b)

Defendants argué that Section 12(b) does not create either an express or implied cause of action for
private parties. Section 12(b) clearly contains no express private right of action. To demonstrate an implied
right of action, plaintiffs must show congressional intent to authorize private enforcement of the section.
Gonzaga Univ. v. Doe, 536 U.S. 273, 283-86 (2002); Alexander v. Sandoval, 532 U.S.275,286-88 (2001).
The Supreme Court has been reluctant to imply private rights of action without clear congressionalintent, and
lower courts have applied these precedents to the ICA. See, e.g., Olmstead v. Prucb Life Ins. Co., 283 F.3d
429, 432 (2d Cir. 2002) (ICA §§ 26(f) and 27(i)).

For a statute to create a private right, it must be “phrased in terms ofthe persons benefited,” Gonzaga,
536 U.S. 283, and it must also evince an “intent to create not just a private right but also a private remedy.”
Sandoval 121 S. Ct. at 1519. Defendants argue that Section 12(b) does not contain “rights-creating
language,” and that the absence of language authorizing shareholder actions (like that appearing in Section
36(b)) further demonstrates the lack ofa private right. In addition, relying on the Second Circuit case of K rinsk
v. Fund Asset Mgmt., Inc., supra, 875 F.2d 404 (2d Cir. 1989), they contend that Section 36(b) is plaintiffs’
only remedy for the excessive fee claims. Plaintiffs counter that Section 12(b) does contain language from
which a private right of action may be implied; that congressional pronouncements on the ICA and court
decisions finding private rights of action in other ICA provisions suggest a right ofaction under Section 12(b);

and that Krinsk is distinguishable.

The Ninth Circuit has not yet addressed this question. In Krinsk, the Second Circuit considered
whether Congress intended a private right of action under Section 12(b) where the plaintiff had an adequate

remedy under Section 36(b). Krinsk involveda § 12(b) claim based on an allegedly excessive distribution fee

where the fee was calculated as a percentage of the assets in the fund regardless of the number of securities
sold. Because this type of claim was covered by Section 36(b), and because the plaintiff had included a
distribution fee claim as part of his Section 36(b) action, the district court concluded that the claims were
indistinguishable and found no private right of action under § 12(b). The Court of Appeals affirmed, though
it declined to reachthe issue of whether a private right ofaction might exist for other Section 12(b) claims, like

those alleging that a distribution plan fails to conform to the mechanical requirements of Rule 12b-1.
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Here, plaintiffs argue that Krinsk is not on point because their Section 12(b) claim is entirely distinct

from Count III, the Section 36(b) claim based on “Excessive Rule 12b-1 Distribution fees and Extraction of
Additional Compensation for Advisory Services.” Am. Compl. at 27. According to plaintiffs, the Section
36(b) claim alleges a breach of fiduciary duty with respect to receiptofcompensation, while their Section 12(b)
claim alleges that “the Distribution Plans have failed to accomplish whatthey [were] designed to do,” and that
the Distribution Plans do not comply with a mechanical Rule 12b-1 requirement. Pis.” Opp’n at 11:23-12:5;
see Am. Compl. § 75(c). Thus, they contend that their Section 12(b) claim is not precluded by Krinsk, and
that the Court should consider whether a private right of action exists and find that it does.

The Court finds Krinsk persuasive in this case and applicable to these facts. Contrary to plaintiffs’

contention, their Section 12(b) claim is not “entirely distinct” from Count III. Under Section 36(b), plaintiffs
allege that “[t]he distribution fees charged and received by Defendants or their affiliates were designed to, and
did, extractadditionalcompensation for Defendants’ advisory services i violation of Defendants’ fiduciary duty
under § 36(b),” and that “[i]n failing to pass along economies-of-scale benefits from the distribution fees, and
in continuing to assess distribution fees pursuant to plans of distribution despite the fact that no benefits inured
to Plaintiffs, Defendants have violated, and continue to violate, the ICA.” Id. at9987-88. The Section 12(b)
claim alleges that defendants violated § 12(b) and 17 C.F.R. § 270.12b-1 “by accepting excessive or
inappropriate compensation in violation ofthe fiduciary duty owed by themto the Funds”; that they have “spent
fund assets on distribution over and above the limits imposed on 12b-1 payments, hiding such payments n
brokerage expense costs”; that they have “treated individualfund shareholders such as Plaintiffs improperly by
diverting their 12b-1 payments to illicit rebates or illicit payoffs to fiduciaries . . . with no corresponding benefits
flowing to Plaintiffs or the other fund shareholders”; that “[t]he wrongful rebates and other payments represent
undisclosed discriminatory diversions of fund assets in breach of Defendants’ fiduciary duties”; and that
defendants have violated § 12(b) and Rule 12b-1 “by accepting excessive or inappropriate compensation, or
by making improper uses of fund assets, in violation of the fiduciary duty owed by them to the Funds.” Am.
Compl. §Y 93-97. The gravamen of both claims is breach of fiduciary duty, a claim expressly authorized under
Section 36(b), and fully remediable through plaintiffs’ Section 36(b) claim. Consequently, the Court need not

reach the question of whether an implied right of action exists generally under Section 12(b).
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Defendants’ motion to dismiss Count IV is GRANTED and the claim is DISMISSED with prejudice.

B. Rule 23.1 requirements

Because the Court concludes that there is no private right of action under Section 12(b), it does not

reach the question of whether plaintiffs must comply with Rule 23.1 in asserting this claim.

III. Counts V-XI (state law claims)

Plaintiffs have brought seven state claims: breach of fiduciary duty; civil conspiracy to breach fiduciary
duties; common law aiding and abetting breaches of fiduciary duty by Franklin Resources; acting in concert
under Restatement (Second) of Torts § 876(b); a violation of Cal. Bus. & Profs. Code § 17200; a violation
ofCal. Bus. & Profs. Code § 17500 by Franklin Resources (California False Advertising Law); and common
law unjust enrichment. Defendants move to dismiss plaintiffs’ state claim claims on multiple grounds: (1)
supplementaljurisdiction (assuming dismissalofthe federalclaims); (2) failure to comply with the requirements
of Rule 23.1 for derivative actions; and (3) failure to plead sufficient facts for each claim. Because the Court
has not dismissed plaintiffs’ Section 36(b) claims, 1t retains jurisdiction over this action, including any pendent
state law claims. Accordingly, it will consider the issue of whether the state claims are direct or derivative and

then discuss each claim in turn.

A. Derivative claims versus direct claims

Defendants contend that plaintiffs’ state law claims are derivative claims, because of language in the
complaint stating that “[t]his action is a derivative action brought by Plaintiffs on behalf of the Funds.” Am.
Compl. ] 39. As plaintiffs point out, this sentence actually ends “pursuant to §§ 36(b) and 12(b)” of the ICA,
id., and thus pertains only to the federal claims. Plaintiffs argue that their state law claims are brought based
on individual injuries suffered by themselves and other investors, not injury to the Funds themselves, because
of the unique nature and structure of mutual funds.

Under California law, derivative suits are brought when the alleged injury is an injury to the corpbration.

Jones v. H.F. Ahmanson & Co., 1 Cal. 3d 93, 106 (1969). A mutual fund issues redeemable securities, and

10
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the value of mutual fund shares is computed daily “by taking the market value at the time of all portfolio

securities, adding the value of other assets and structuring liabilities, and dividing the result by the number of

shares outstanding.” United States v. Cartwright, 411 U.S. 546, 548 (1973). Every dollar ofexpense borne

by the fund is distributed to shareholders, as a pro rata deduction from the net asset value per share. Fees,
likewise, are paid by individual investors. As a result of this financial structure, plaintiffs argue, the investors
- not the Funds — have paid overcharges and been injured by them. The injury to each shareholder can be
“severed from any injury to other shareholders because each shareholder had a distinct and separate amount
directly and permanently subtracted from the value of his or her shares.” Pls.” Opp’n at 23:2-4.

Applying the rule of Jones v. H.F. Ahmanson, the Court is persuaded that plaintiffs’ state claims are
direct claims. In determining whether a claim is derivative or direct, the central question is whether there is a
corporate injury alleged. Corporate injury is required under the state laws of all states of incorporation for the

Funds. See Jones, 1 Cal. 3d at 106; Tooley v. Donaldson, Lufkin & Jenrette, Inc., 845 A.2d 1031, 1039

(Delaware); Strougo v. Bassini, 282 F.3d 162, 172 (2d Cir. 2002) (Maryland); Blasberg v. Oxbow Power

Corp., 934 F. Supp. 2d 21, 26-27 (D. Mass. 1996) (Massachusetts). Here, plaintiffs do not allege injury to
the Funds themselves, but rather individual injury. Indeed, the financial harm from overcharges is harmto the
individual investors, who own the Funds’ assets and bear its expenses directly on a pro rata basis.
Accordingly, the requirements of Rule 23.1 do not apply to these claims. In addition, these requirements do
not apply to actions under § 36(b) of the ICA, and thus plaintiffs were notrequired to make a pre-suit demand

on the board of directors of the Funds. Daily Income, Inc. v. Fox, 464 U.S. 523 (1984).

i
B. Individual claims

1. Breach of fiduciary duty

Defendants contend that Count V should be dismissed because it claims a breach by all defendants of

duties to all plaintiffs, without further allegations of where the fiduciary relationships run. Plaintiffs argue that

11
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Rule 8 does not require this levelofdetail, that their allegations are sufficiently specific, and that fiduciary duties
are alleged for each defendant to each Fund for which it provided advisory services. The Court agrees with
plaintiffs that the claim comports with the requirements of notice pleading. Defendants’ motion to dismiss is

DENIED as to Count V.

2. Civil conspiracy
Defendants’ motion to dismiss Count VI is based on the assumption that Count V will be dismissed
and that there can be no secondary lability without primary liability. Because the Court has denied defendant’s

motion as to Count V, Count VI survives as well.

3. - Aiding and abetting

Defendants advance the same “secondary liability” argument for dismissal of Count VII, and the Court
rejects it on the same basis. Defendants also contend that this claim is defective because it alleges deliberate
fraud by Franklin Resources without complying with the heightened pleading requirements of Rule 9(b).
Plaintiffs argue that this claim goes beyond its one allegation of concealment, that Rule 9(b) does not apply
because the essence of the claim is not fraud but rather controlby Franklin Resources, and, in the alternative,
that the lone concealment allegation complies with Rule 9(b) because 1t states that Franklin Resources assisted
in the breach of fiduciary duty by “withholding material information (such as the availability of other advisors
to render advisory services at substantially lower prices).” Am. Compl. § 110. The Court agrees with plaintiffs
that this aider/abettor claim is not based on deliberate fraud and is therefore not subject to Rule 9(b). The
allegations in the complaint are sufficient to state a claim.

Consequently, defendants’ motion is DENIED as to this claim.

4. Acting in concert
Here, defendants argue that the complaint is deficient because it does not allege two defendants with
knowledge who give each other assistance or encouragement, as Restatement (Second) of Torts § 876(b)

requires. Rather, only Franklin Resources is alleged to have “acted in concert.” Plaintiffs argue that its

12
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allegations about Franklin Resources’ acts as the parent corporation to determine the fee policies and practices
of other defendants suffice for Rule 8.

The Restatement provides for Lability “for harm resulting to a third person from the tortious conduct
of another” if one party “knows that the other’s conduct constitutes a breach of duty and gives substantial
assistance or encouragement to the other.” Restatement (Second) of Torts § 876(b). The Court finds that
plaintiffs’ allegations state a claim under the Restatement by stating that Franklin Resources determined the fee
policies and practices of the other defendants and “gave the other Defendants substantial assistance, advice,
direction and/or encouragement to act as they did m breaching their fiduciary duties.” See Am. Compl. 1§ 113-

114. Defendants’ motion is DENIED as to this claim.

5. Section 17200
For this claim, the parties dispute the applicability of a recent decision by the California Court of
Appeal, Bowen v. Ziasun Technologies, Inc., 116 Cal. App. 4th 777 (2004), holding that Section 17200,

California’s Unfair Competition Law, does not apply to securities transactions. 116 Cal. App. 4th at 786.

Plaintiffs contend that Bowen is limited to violations of the Unfair Competition Law in the purchase or sale of
securities, like the fraudulent “Ponzi” scheme at issue in that case, and that a “continuous pattern of unfair
business practices that occurred after the securities were purchased” is still actionable under the statute. Pls.’

Opp’nat28:17-18. Defendants argue that Bowenappliesto all claims that “implicate[] securities transactions”

or “implicate[] matters regulated by the federal securities laws,” Defs.” Mot. at 13:3-4, because of “the
comprehensive regulatory umbrella of the Securities and Exchange Commission over such transactions.”

Bowen, 116 Cal. App. 4th at 789 n. 9.

The Court 1s aware ofno authority observing the distinction plaintiffs propose between fraud i the sale
of securities transactions and the misleading acts of charging excessive fees to mutual fund holders and

misrepresenting the faimness ofthose fees. However, the Court cannot conclude that Bowen’s holding is quite

as broad as defendants suggest. The Califomia courts have expressly held that federal securities laws do not

preempt Section 17200 generally. Roskind v. Morgan Stanley Dean Witter & Co., 80 Cal. App. 4th. 345

(2000); Bowen, 116 Cal. App. 4th at 790. In addition, Bowen and the cases on which it rests all dealt with

13
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fraud m the sale of securities. See, e.g.. Spinner Corp. v. Princeville Dev. Corp., 849 F.2d 388 (9th Cir.

1988). Moreover, even the broad language of the Bowen case is limited to “securities transactions,”and does

not encompass all situations where securities are somehow implicated but not purchased or sold. The Court
finds that Section 17200 may be used to challenge an alleged scheme to overcharge investors in the
management of securities.

Accordingly, defendant’s motion to dismiss is DENIED as to Count IX.

6. Section 17500

Defendants contend that this claim “expressly rests on fraud” and therefore requires compliance with
Rule 9(b). Plaintiffs do not respond directly to this argument but rather contend that Franklin Resources was
aware of the excessive fees being charged by the other defendants and made misleading public statements
about its companies’ commitment “to policies that protect the best interests of all our shareholders,” to “high
quality” and “outstanding” customer service, and to “frugality.” Am. Compl. § 127-29. Defendants counter
that these statements are mere “puffery” and cannot support a false advertising claim.

The Court agrees with defendants that plaintiffs must plead with greater particularity to state a claim

for false advertising, and that the statements alleged to be misleading here are not sufficient. Accordingly, this

claim is DISMISSED with leave to amend.

7. Unjust enrichment

As for Count V, defendants contend that the claim is vague and fails to allege which specific defendants
were unjustly enriched at the expense of which plaintiffs, and by how much. The Court rejects this contention,
finding that Count XI complies with Rule 8's liberal notice pleading requirement.

Accordingly, defendants’” motion to dismiss 1s DENIED as to Count XI.
CONCLUSION
For the foregoing reasons and for good cause shown, the Court hereby PARTIALLY GRANTS and

PARTIALLY DENIES defendant’s motion. [Docket#49]. Plaintiffs’ amended complaint, if they choose
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to amend, must be filed and served on or before March 21, 2005.

IT IS SO ORDERED.

Dated: March 7, 2005 S/Susan llston

SUSAN ILLSTON
United States District Judge
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. PROTONENTIS, JEFFREY S. THOMAS,

ROSEMARY STURGESS, STUART
STURGESS, HUBERT C. DAVIS and
ELKE DAYVIS for the use and benefit of THE
TEMPLETON GROWTH FUND, THE
FRANKLIN BALANCE SHEET
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PENDENT STATE CLAIMS
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MARKET TIMING CLAIMS)
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"Plaintiffs are shareholders of the following funds in the Fund Complex:

INC., FRANKLIN TEMPLETON

DISTRIBUTORS, INC., FRANKLIN

MUTUAL ADVISERS, LLC, and

{lEANKLIN TEMPLETON SERVICES,
G,

Defendants. )

AMENDED COMPLAINT

Plaintiffs, Susan Stliigliabotti, Fred Duncan, Grace Giamanco, Ken Protonentis, Jeffréy S.
Thomas, Rosemary Sturgess, Stuart Sturgess, Hubert Davis and Elke Davis, for the use and
benefit of the Templeton Growth Fund, the Franklin Balance Sheet Investment Fund, fhe
Franklin .U.S. Government Securities Fund, the Franklin Flex Cap Growtﬁ Fund, the.Franklin
DynaTech Fund, the Franklin Income Fund, the Franklin Small-Mid Cap Growth Fund, the
Franklin Biotecﬁnoldgy Discovery Fund, the Mutual Shares Fund and the Franklin Ut_ilities
Fund, sue Defendants, Franklin Resources, Iﬁc., Templeton Global Advisofs, Ltd., Franklin
Advisory Services, LLC, Franklin Advisers, Inc., Franklin‘Temp]eton-Distributors, Inc., Franklin
Mutual Advisers, LLC, and Franklin Templeton Services, LLC, and allege:

| 1. INTRODUCTION '

1. Plaintiffs are shareholders in various open-end registered investment companies, or

mutual funds, created, sold, advised, and managed with other funds as part of the Franklin |

Templeton fund family or complex by Defendants (the “Fund Complex”). Specifically,

e Templeton Growth Fund, a $17+ billion mutual fund which has as its mvestrnent
advisor Defendant Templeton Global Advisors, Ltd.

o Franklin Balance Sheet Investment Fund, a $3+ billion mutual fund which has as |
its investment advisor Defendant Franklin Advisory Services, LLC.

. ‘Franklm U.s. Govemment Securities Fund, a $9 billion mutual fund which has as |
its investment advisor Defendant Franklin Advisers, Inc.

e Franklin Flex Cap Growth Fund, a $1.9 billion mutual fund which has as its
investment advisor Franklin Advisers, Inc.

s Franklin DynaTech Fund, 2 $500 million mutual fund which has as its investment
advisor Defendant Franklin Advisers, Inc.

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
1940 AND PENDENT STATE CLAIMS; Case No. C-04-0883S)
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incorporated in Delaware and headquartered in San Mateo, California. According to the

management company offering investment choices under the Franklin, Templeton, Mutual |

' Franklm Income Fund, a $19+ billion mutual fund which has as its investment
advisor Defendant Franklin Advisers, Inc.

¢ Franklin Small-Mid Cap Growth Fund, a $9 billion mutual fund which has as its
investment advisor Defendant Franklin Advisers, Inc.

¢ Franklin Biotechnology Discovery Fund, a $600 million mutual fund which has as
its investment advispr Defendant Franklin Advisers, Inc.

o Mutual Shares Fund, a $9+ billion mutual fund which has as its investment
advisor Defendant Franklin Mutual Advisers, LLC. .

e Franklin Utilities Fund, a. $1+ billion mutual fund which has as its mvestmcnt
advisor Defcndant Franklin Advisers, Inc.

The foregoing funds are hereinafier collectively referred to as the “Funds,” and the foregoing
investment advisors are hereinafter collectivély referred to as “Defendant Advisors.” This
Complaint does not allegé or seek relief for any claims or causes of action based upon impropér
market timing or la;te trading of any Franklin Templeton mutual fund.

2. All of the Defendant Adyvisors are affiliates of a single parent company, Defendant

Franklin Resourceé, Inc. (“Franklin Resources”), which is a publicly tra_déd company .

January 1, 2004 prospectus for Templeton Growth Fund, Defendant Templetgn Global Advisors
and its affiliates, which would include the other Defendant Advisors, manage over $322 billion
in assets. In its 2002 Annual Report, Franklin Resources presented itself as follows: “Franklin

Resources, Inc., referred to as Franklin® TempIetpn® Investments, is a global investment

Series, Bissett and Fiduciary Trust Company Intemational (Fiduciary Trust) ‘names.
Headquartered in San Mateo, California, we employ over 6,700 people in 28 countries. As of.
September 30, 2002, we managed $248 billion in assets composed of mutual funds and other
investment vehicles for> individuals, institutions, pensioﬁ plans, trusts and partnerships in .128
countries.” This shows thaﬁ from 2002 through the end of 2003, the éssets_under managément by
Fraﬁklin Resources jumped by $74 billion. It also shows that Defendants’ policies and practices,

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OF
1940 AND PENDENT STATE CLAIMS; Case No. C-04-08835)
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receive from other clients for the identical services. See 165, infra.

including those detailed herein, are formulated, implemented, and operated out of Franklin
Resources’ headquarters in San Mateo, California, in this District.

3. All actions taken by Defendants have been taken by Defendants’ vauthorized aéents or
have been ratified. | » |

4. Defendants, as the underwriteré, distributors, advisors, afﬁliates of same, or control
persons of the Funds, owe fiduciary and other duties to Plaintiffs and all shareholders of the
funds in the Fund Complex.

5. Defendants receive fees paid by Plaintiffs and other shareholders of the Funds for
providing pure ini'e'sl_tment advisory services and administrative services. These fees are based
ona percenfage of the net assets of each of the Funds. In some caées, the Funds pay a single fee.
to the advisor, who provides the pure investment advisory services and faays for the
administrative services. In other éases, the i’unds pay separate fees. for the pure investment
advisory services and the administrative services. | |

6. The pure investment ad_visdry services Defendant Advisors provide to the Funds are
identical to the investment advisory sewi&es Defendants or their affiliates provide to other
cliénts, such as the New York State Retirement Plan, and entail essentially idcnti’ca.l_ costs.

7. Despite the equivalence of the investment advisory services Defendants proVide to
'the Funds and the other cﬁents, the fees Defendants réceiye from the Funds that are attributable

to pure investment advisory services are much higher than the fees Defendants or their affiliates

8. Defendants also charge distribution fees for marketing, selling, and distributing
mutual fund shares to new shareholders pursuant to distribution plans that Defendapts have
adqpted with respect to the _Fuhds pursuant to Rule 12b-1, 17 C.F.R. § 270.12b-1 (“Distribution
Plans™). The 'distributidn fees are based on a percentage of the nét assets of each of the funds in
the Fund Complex. Under the Distribution Pians, Defendants collectvdistribution fees in excess
of $7 million annually from the funds in the Fund Complex. Defendants purportedly collect these

AMENDED COMPLAINT UNDER INVESTMEW COMPANY ACT OF
1940 AND PENDENT STATE CLAIMS; Case No. C-04-08835]}
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cause of action for breach of fiduciary duty.

fees in order to grow- or stabilize the assets of the Funds so that the Funds .can benefit from
economies of scale through reduced advisory fees. |

9. In the case of the Franklin Balance Sheet Investment Fund, the fund is closed except |-
for sales of shares in 529 plans and retirement plans, meaning it is not actively engaged in selling
shares to new individual investors. Nonetheiess Défendants charge the shareholders of the fund
12b-1 fees when it is not possxble for the fees to accomphsh their chief purported purpose, 1e

growth through sales to new md1v1dual investors.

Sectlon 36(b) of the Investment Company Act of 1940
10. In 1940, Congress enacted the Investment Company Act of 1940, 15 U.S.C. § 80a-l et

seq. (the “ICA”). The ICA was designed to regulate and curb abuses in the mutual fund industry
and to create standards of care applicable to investment édvisors such as Defendants. In the
1960s, it became clear to Congress that investment advisors to equity mutual funds were gouging
those funds with excessiye fees, particularly by not taking economies of écale into account. Asa

result, § 36(b), 15 U.S.C., § 80a-35(b), was added to the ICA in 1970, which created a federal

11. Section 36(b) provides in pertinent part:

[Tlhe 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 matérial 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. An- action may be brought under this subsection by the
Commission, or by a security holder of such registered investment
company on behalf of such company, against such investment advisers, or
an affiliated person of such investment advisor, or any other person
enumerated in subsection (a) of this section who has a fiduciary duty
conceming such compensation or payments, for breach of fiduciary duty -
in respect to such compensation or payments paid by such registered
investment company or by the security holders thereof to such investment
adviser or person. .

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT O
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12. To the extent that Defendants are not investment advisers within section 36(b), the.y
are affiliated persons of investment advisers who are. Since 1971, the assets managed by
Defendants within the Fund Complex have grown dramatically. So have revenues, net income
and profit margins. Over that period, the immense growth of assets under management has
generated substantial economies of scale, to the great benefit of the Defendant Advisors and
Distributor and their parent company, Defendant Franklin Resources, Inc. Franklin Resources’
stock price has reﬂ_ected the @remendéus economies and profits achieved by the manégement
cbmpany, largely at Fund shareholders’ expense. Franklin Resources’ stock appreciated 1,900-
fold since the company went public in 1971, far outpacing the 11-fold rise in the Dow Jones
Industrial Averége during the same pe‘riod. '

| 13.In 1983, Franklin Resources was relatively tiny. Franklin Resources, through its

subsidiaries, managed and distributed mutual funds with assets as of January of that year of
around $2 billion. Over the years, the amount of Franklin Resources’ assets under management .
grew greatly. .Acc.ording to its 2003 Form 10-K, Franklin Resources’ subsidiary advisory firms, |
including the Defendant Advisors, managed in excess of $306 billion in assets, an increase of
about 150 times the January 1983 figure. As for revenues, in 1982, Franklin Resources’ gross
revenues were $12 million. Iﬁ contrast, in its most recent form 10-K, Franklin Resources
reported gross income from its various accouhts of $2.6 billion, a 216-fold increase. In addition,
as the size of Franklin Resources’ assets under rﬂanagement grew over time, Frahklin Resources’
profit margins rose substantially, despite the mutual fund industry becorhing increasingly mature
and supposedly competitive. In 1982, net income was $1 7 millioﬁ, rcﬂecting a profit margin of
14 percent. In 2003, pretax net income was $699 million, reflecting a 26 percent profit margin.
Taxes in 2003 were $197 million, resulting in a net iﬁcome of $502-million, and a post-tax profit
margin of 19 percent. |

14. While the Funds have grown dramatically in size, the nature of the services rendered

by Defendants has changed little, if at all. Indeed, advances in computing and communication

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT Ol#
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. technologies in the past twenty years have resulted in exponential efficiencies that have

majority of the boards are comprised of siatu(orily prc;sumed. “disinterested” directors as that

and aggressiveness by the directors in reviewing, negotiating and approving the advisory and

dramatically reduced thé costs of servicing mutual funds in ways Congress could not have |
imagined when it enacted ICA § 36(b). Nonetheless, the distribl_ltibn and advisory fees paid to
Defendant Advisors have grown dramatically, as have Franklin Resources’ profit margins. Asa
result, the advisory fees paid to Defendants (and accepted by them in violation of their statutory
fiduciary duties) are disproportionately large in relationship to the services rendered to Plaintiffs.

15. In addition, Defendants, in violation of _th,eir fiduciary duties to Plaintiffs, have |
reﬁined excess profits resulting from economies of scale. These economies of scale are a product
of the dré.matic growth in assets managed by Defendants, caused in part by 1) marketing
programs paid for with the distribution fees charged to Plaintiffs, and 2) Defendanfs’ ability to
provide the identical investment advisory services theyvprovide Plaintiffs to other clients at little
or no additionai cost. The excess profits resulting from these economies of scale belong to
Plaintiffs and ﬁe other shareholders of the Franklin Resources Funds.

16. The fees paid to Defendants are technically approved by thc; Fund Complex’s boards
of directors. While some of the Funds at issue here are technically governed by a board of
trustees rather than directors, the term “directors” is used throughout the complaint and should be

read as synonymous with “trustees,” as it is under the ICA. See 15 U.S.C,, § 80a-2(a)(12). A

term is defined in § 10 of the ICA. Regardless of whether these presumably “disinterested”

directors meet the requirements of § 10 of the ICA, there is an obvious lack of conscientiousness

distribution fees paid by each of the Funds. In addition, even if statdtorily disinterested,‘ the

directors are in all practical respects dominated and unduly influenced by Defendants in

reviewing and approving thefees—pmd-by-PiamhffrmmmmhersharthHem-ofﬁermdrﬁr—-—

particular, Defendants do not provide the directors with sufficient information for the directors to

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
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con31der modifying its objcctlons to allow current fund shareholders to pay distribution

fulfill their obligations, a factor supporting a finding that Defendants have breached- their
fiduciary duties.

| 17. Although the fees challenged in this lawsuit may appear to be very small on a
shareholder-by-sharcholder basis, they cause a dramatic decréase in Plaintiffs’ investment
returns over time. Arthur Levin, past Chamnan of the Securities and Exchange Commission

(“SEC”), was critical of what he called the “tyranny of compounding high costs™:

Instinct tells me that many investors would be shocked to know how
seemingly small fées can over time, create such drastic erosion in returns.
... In the years ahead, what will mutual fund investors say if they realize
too late their returns have fallen hard under the weight of compounding
fees?

Arthur Levitt, Jr., Ihaugural address: Costs Paid with Other People’s Money, Address at
Fordham University School of Law (Nov. 3, 2000), in 6 Fordham . Corp. & Fin. L. 261, 267
(2001). | '
Rule 12b-1 Distribution Plans
18. Priof to 1980, the use of fund assets (which are owned by the shareholders) to sell
new fund shares was prohibited. The SEC had historically been reluctant to allow fund advisers

to charge their shareholders for selling shares to others:

[T]he cost of selling and purchasing mutual fund shares should be borne
by the investors who purchase them and thus presumably receive the
benefits of the investment, and not, even in part, by the existing
shareholders of the fund who often derive little or no benefit from the sale
of new shares. ,

Statement on the Future Structure of the Securities Markets, [Feb. 1972] Sec. Reg. & L.'Rep.
(BNA)No. 137 pt. 11, at 7.

19. After intense lobbying by the mutual fund industry, the Commission agreed to

expenses. In early comment letters and in proxy statements proposing adoption of plans of-

distribution, the mutual fund industry argued that adding assets to an existing mutual fund would

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OR
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" quid pro quo reduction in advisory fees and other expenses, the Commission tentatively

* 36(a) and (b) of the ICA, that there is a reasonable likelihood that the Distribu.tibn Plans will

create economies of scale that would allow the advisers to provide the same quality and nature of

services to mutual fund shareholders at dramatically lower costs.

20. Accepting the mutual fund industry’s argunient that a growth in assets would lead to a |

approved Rule 12b-l, 17 CF.R. § 270.12b-1. However, numerous conditions were attached to
the use of fund assets to pay distribution expenses. For example, the Commission ‘wanted to be
certain that investment advisers would not “extract additidnal compensation for advisory services |
by excessive distributions under a 12b-1 plan.” Meyer v. Oppenheimer Management Corp., 895
F.2d 861, 866v (2d Cir. 1990). Unfortunately, that is precisely what Defendants have done:
extracted additional compensation for their retail advisory services by causing Plaintiffs and the
other shareholders to pay Defendants’ marketing expenses to acquire new shareholders so that
these new shareholders could pay additional advisory fees to Defendants. Under this regime,
Defendants get the financial benefit while Plaintiffs bear the financial burden.

21. Defendants have adopted 12b-1 Distribution Plans for the Funds. These Distribution

Plans must be reviewed annually by the Funds’ directors. In particular, the directors must |

“request and evaluate . . . such information as may reasonably be necessary to an informed
decision of whether such plan should be implemented or continued.” 17 CF.R. § 270.12b-1(d).
In addition, minutes must be maintained to record all aspects of the directors’ deliberation, and

the directors must conclude “in light of their fiduciary duties under state law and under Sections

benefit the company and its shareholders.” 17 C.F.R. § 270.12b-1(e).

22. Despite the dramatic growth in assets managed by Defendants, both the advisory and
distribution fees.charged by Defendants have grown, both in terms.of whole dollar§ and as a
percentage of assets. Accordingly, the Distribution Plans have produced no economies-of-scale
benefits to the shareholders of the Funds. Rather, the Distribution Plans have served only
Defendants, just as the Commission feared when it found that “the use of mutual fund assets to

- AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT O,
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front-end loads to get into the funds.

“whether sharcholders do, in fact, reap the benefits of 12b-1 plans.” It states:

finance v‘distributi'on activities would benefit mainly the management of a mutual fund rather than
its shareholders, an_d therefore that such use of fund assets should not be permitted.” Bearing of
Distribution Expenses by Mutual Funds, Investment Company Act Release No. 9915, 1977 SEC
LEXIS 943 (Aug. 31, .1977).“As such, the Distribution Plans violate the intent and purpose of
Rule 12b-1 and are entirely a waste of fund assets. The wrongdoing is especially blatant in the
case of the Franklin Balance Sheet Investment Fund, a mutual fund that is not even selling shares

to new individual investors and yet is charging 12b-1 fees, even to shareholders who paid high

23. Funhermore; the distribution fees are based on the net asset value of the Fuhds and'
not on ‘the distribution actiyity, if any, by Defendants, such as number of shares sold.
Conéequently, in addition to failing to benefit Plaintiffs and the other sharcholders, the
Distribution Plans have extracted vadditional compensation for advisory services to Defendants,
thereby resulting in excessive fees paid to them. For example, any porﬁon of the fees paid to |
Defendants that are derived from fnarket increases in the net asset value of the fund rathc_r than
any distribution activity by Defendants constitutes additional and excessive compensation for
advisory services. - | '

24. Despite the fact that Plaintiffs and the other shareholders of the Funds have enjoyed
no benefits from the -DiStribution Plans, even thbugh they contributed to the growth of fund
assets by paying distribution fees, and despite the fact that the Distribution Plans have allowed
Defendants to extract additional and excessive compensation ﬁlom Plaintiffs and the other
shareholders of the Funds, the directors of the Funds have continued to vapprove, year after year,
continuation of the Distribution Plans in violation of both Rule 12b-1 and § 36(b).

25. A recent report written by Lori Walsh, financial economist at the S.E.C., studied
Prior studies have provided evidence that shareholders are not receiving
sufficient benefits from expense scale economies to offset the 12b-1 fee.

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
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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. . . :

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. . :

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. ... Fund advisers use shareholder money to pay for asset growth

from which the adviser is the primary beneficiary through the collection of
higher fees.

26. chertheless despite the fact that a financial economist at the S.E.C. conﬁnns that
shareholders reap no benefits from 12b-1 plans, and that 12b-1 fees are “not an efficient use of
shareholder assets,” the directors of the Funds repeatedly have approved the Distribution Plans in
violation of their duties undor sections 12 and 12b-1 both to the fund and to its shareholders,
including plaintiffs.

Nature of Claims

27.1n this action, Plaintiffs seek to rescind the investment advisory agreements and |-
Distribution Plans and to recover the total fees charged by Defendants or, alternatively, to
recover the excess proﬁts resulting from economies of scale nvrongﬁxlly retained by Defendants
and to recover other excessive compensation received by, or improper payments wrongfully
retained by, Defendants in breach of their fiduciary duty under the ICA §‘ 36(b), 15 U.S.C. § 80a-
35(b) and state law. Because the conduct complained of herein is continuing in nature, Plaintiffs
seek recovery for a period commencing at thé earliest date in light of any applicable statute of

limitations through the date of final judgment after trial.

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT O
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' They are shareho]dcrs at all relevant times of the Franklin Income Fund.

'Securities Fund, the Franklin DynaTech Fund, the Franklin Income Fund, and the‘Franklin

28. No pre-suit demand on the board of directors of the Funds is required, as the
requirements of Rule 23.1 do not apply to actions undér § 36(b) of the ICA. Daily Income Fiind,
Inc. v. Fox, 464 U S. 523 (1984). | |

|  IL PARTIES

29, Plaintiff Susan Strigliabotti is a resident of San Diego, California. She is a
shareholder at all relevant times of the Templeton Growth Fund, the Franklin Balance Sheet
Investment Fund, the Franklin U.S. Government Securities Fund, the Franklin Flex Cap Growth
Fund and the Franklin DynaTech Fund.

30. Plaintiffs Fred Duncan and Grace Giamanco are resxdents of Pinellas Park, Florida.

31. Plaintiff Ken Protonentis is a resident of Clearwater, Florida. He is a shareholder at
all relevant times of the Frahkiin Small-Mid Cap Growth Fund.

32. Plaintiff Jeffrey S. _Thomas is 'a resident of St. Petersburg, Florida.' He is a
shareholder at all relevant times of the Franklin Biotechnology Discovery Fund and the Franklin
Flex Cap Growth Fund. |

33. Plaintiffs Rosemary and Stuart Sturgess are residents of Palm Harbor, Florida. They
are sharcholders at all relevant times of the Mutual Shares Fund.

34. Plaintiffs Herbert and Elke Davis are residents of Sun Lakes, Arizona. They are
shareholders at all relevant times of ;he Franklin Utilities Fund. o

35. The Templeton Growth Fﬁnd is a diversified open-end mariagement investment |
company registered under the Investment Company Act of 1940 and a Maryland corporation.
The Franklin Balance Sheet Investment Fund is a nondiversified series of Franklin Value
Investors Trdst, an open-end management investment company registered under the Investment

Company Act of 1940 and a Massachusetts business trust. The Franklin U.S. Government

Utilities Fund are diversified series of Franklin Custodian Funds, Inc., an open-end management
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investment company registered under the Investment Company Act of 1940 and a Maryland
corporation. The Franklin Flex Cap Growth Fund and the Franklin Biotechnology Discovery
Fund are nondiversified series of, and the Franklin Small-Mid Cap Growth Fund is a diversified
serieé of, Franklin Strategic Series, an open-end management investment compaﬁy registered
under the Investment Company Act of 1940 and a Delaware statutory trust (fk/a a Delaware
business trust). The Mutual Shares Fund is a diversified series of Franklin Mutual Series Fund
Inc., an open-end management investment company registered under the Investment Company
Act of 1940 and a-‘Maryland corporation.

36. Franklin Resources, Inc. is incorpbrated in Delaware and headquartered in Sgn
Mateo, California. Defendant Franklin Advisers, Inc., is a California corporation and"
headquartered in San Mateo, California. The other Defendant Advisors, consisting of Templeton
Global Advisors, Ltd., Franklin Advisory Services, LLC, and Franklin Mutual Advisers, LLC,
are entities established under the laws of states other than California. '

37. Defendant Franklin Templefon Distributors, Inc. (the “Distributor”), is a corporation
formed by Franklin Resources under the laws of New York to render underwriting service§ to the
Funds. The Distributor is registered as a broker-dealer under the laws of California and is the
distributor and principal underwriter of the Funds. |

38. Defendant Franklin Templeton Services, LLC, is an indirect, wholly-owned
subsidiary of Franklin Resources that pro—vides‘administrativc services to the Funds. -

‘M. JURISDICTION

39. This action is a derivative action brought by Plaintiffs on behalf of the Funds pursuant
to §§ 36(b) and 12(b) of the Investment Company Act of 1940 (“ICA”), as amended, 15 U.S.C.
§§ 80a-35(b) and 80a-12(b). ‘

40. This Court has subject matter jurisdiction pursuant to 15 U.S.C. § 80a-43: 15US.C. §
80a-35(b)(5), and 28 U.S.C. § 1331. This Court has pendent jﬁrisdiction over the claims

premised on California law.
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Defendants may be found in this District.

. 36(b), “the advisor-manager must charge a fee that is s0 disproportionately large that it bears no

s
o~

or other compensation violates § 36(b). The Gartenberg court specifically identified six factors

- IV. VENUE |
41. Venue is proper in this judicial district pursuant to 15 U.S.C. § 80a-43 and 28 U.S.C.
§ 1391(b)(2)-(3). Defendants are inhabitants of or transact business in this District, a substantial

part of the events or omissions that give rise to Plaintiffs’ claims occurred in this District, and |

42. All conditions prgcedent have béen performed or have occurred.
V. INTRADISTRICT ASSIGNMENT |

43, On infonﬁation and belief, a substantial part of the events giving rise to the claims
made herein occurred at the headquarters of Franklin Resources, located in San Mateo,
Califomia? in the County of San Mateo. Therefore, pursuant to Civil L.R. 3-2(c), assignment is
proper in the San Francisco Division. . '

V1. GENERAL ALLEGATIONS

44. The test for dcterminingl Whethér compensation paid to Defehdants violates § 36(b) is
“essentially whether the fee schedule represents a charge.with'in the range of what would have
been negotiated at arm’s-length in the light of all of the surrounding circumstances.” Gartenberg

v. Merrill Lynch Asset Management, Inc., 694 F.2d 923, 928 (2d Cir. 1982). In order to violate §

reasonable relationship to the services rendered and could not have been the product of arm’s-
length bargaining.” Id.

A5. In applying this test, all pertinent facts must be weighed in determining whether a fee

{a portion of “all pertinent facts”) to be considered in determining whether a fee is so
disproportionately large that it bears no reasonable relationship to the sérvices rendered. These
factors include: (1) the nature and quality of the services rendergd; (2) the profitability of the
funds to the advisor/manager; (3) economies of scale; (4) comparative fee stru;:tures; (5) fallout

benefits (i.e. indirect profits to the-advisor/manager resulting from the existence of the funds);

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
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“own financial interests to the interests of the Funds and the shareholders of the Funds. - See g 65,

institutional clients, is manifest not only in higher fees, but in-other losses and expenses borne by

and (6) the care and conscientiousness of the directors. A review of these factors, and the facts

in this case, demonstrates that the fees charged by Defendants to the Funds violéte § 36(b).
(1) The Nature and Quality of the Services Provided to the Funds

46. The nature of the investment advisory services provided to the Funcis is
straightforward: Defendants buy and scil,_ at their discretion, stocks, bonds, and other secur_ities
for the Funds: This is precisely the'same service provided to Defendants’ institutional and other
clients (albeit at a dramatically lower cost). On i_nformatioﬁ and belief, the materials provided by .
Defendants to the directors of the Funds establish that the nature of these services have remained
unchanged despite dramatic growth in the-assets of the Funds and advisory revenues.

47; Despite the fact that the Funds receive ideﬁtical investment advisory services as
Defendants’ institutional and other clients, Plaintiffs pay Defendants dramatically higher fees
because these fees are not negotiated at arm’s length as they are with the institutional and other

clients. This disparity. in fees evinces Defendants’ willingness and determination to prefer their

infra. \ .
48. Defendants repeatedly{‘put their own financial interests ahead of the interests of the

Funds and the sharcholders of the Funds by participating in arrangements and schemes that

benefit Defendants at the expense of the Funds and the sharcholders of the Funds. The cost of

this conflict of interest, which does not exist in the case of the arm’s-length relationships with

the Funds and the shareholders of the Funds. These losses and expenses directly impact the
quality of the investment advisory services Defendants provide to the Funds.

49. One example of Defendants’ willingness and determination to prefer their own
financial interests to the interests of the Funds and shareholders of the Funds is Defcndants’.
involveme_nt in illegal uses of fund assets to attract additional business. One example of such

itlegal use of fund assets is where Defendants use 12b-1 fees provided by the retail fund

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OF
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participate in pay-to-play schemes such as “directed brokerage,” where the Defendants cause the

“market rates to promote Defendants’ mutual funds over other funds sold by the brokerage firms.

shareholders to attract non-retail clients that- benefits from certain considerations (such as fee ‘
rebates) at the expense of the retail fund shareholders but with no economic benefit accruing to
retail fund shareholders,

50. Another example is where Defendan;s use fund assets, in violation of Rule 12b-1, to

Funds to make payments over and above the payments permitted under the Funds’ 12b-1 plan

limits. Defendants direct the Funds’ brokerage business to »brok‘erage firms and pay them above- -

On information and belief, payments are also improperly channeled to employee benefit fund
fiduciaries and/or advisors to compensate them for selecting Franklin Templeton funds on their
retirement plan menus. These payments are illegal and 'improper under federal law and the
common law.
(2) The Profitability of the Fund to the Adviser/Manager
5L “[T]He ‘profitability of the fund to the adviser’ [must] be studied in order that the

price paid by-the fund to its adviser be equivalent to ‘the product of arm’s-length bargaining.””
See John P. Freeman & Stewart L. Browh, Mutual F u_nd Advisory Fees: The Cost of Conflicts-of
Interest, 26'J. Corp L. 610, 661 (2001) (the “Freeman & Brown Study”) (cit'ing Gartenbérg) -[Ex.
1]. The profitability of a fund to an adviser-manager is a function of revénues minus the costs of
providing services. Profitability can be determined on either an incremental basis or a full-cost
basis. |

52. Defendants’ incremental costs of providing ad-visory services fo Plaintiffs are nominal
while the additional fees received by Defendants are hugely disproportionate given that the
nature, qualiiy, and level of the services remain the same.

53. On information and belief, a review of Defendants’ full costs of providing advisory

services will also demonstrate the enormous profitability to Defendants of managing the Funds.
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‘p.eriod, the immense growth of assets under. management has generated substantial economies of

“Report on Mutual Fund Fees and Expenses (Dec. 2000) (“SEC Report”), at 30-31 [Ex. 2]; GAO,

- passed along to mutual fund shareholders in violation of Defendants’ duty to do so under § 36(b)

- 54, As noted above, since 1971, the assets managed by Defendants within the Fund

Complex have grown dramatically. So have revenues, net income and profit margins. Over that

scale to the great benefit of the Defendant Advisors and the Distributor and their parent
6ompany, Defeﬁdant Franklin Resources. Franklin Resources’ stock price has reflected the
tremendous economies and profits achieved by the management company, largely af fuﬁd
shareholders’ expense. Franklin Resources’ stock appreciated I,QOO;fold since the company
went public in 1971, far outpacing the 11-fold rise in the Dow Jones Industrial Average during
the same period. - Moreover, as noted above, Franklin Resources has not only experienced
explosive growth in revenues aﬁd profits over the last 20+ years, its profit margin has likewise '
soared becausé of its. ability to appropriate for itself economies of scale that properly belong to
Plaintiffs and the other shareholders of Franklin Resources’ funds.

(3) Economies of Scale

55. The existence of economies of scale in the mutual fund industry has been recently
confirmed by"both the SEC and the Governmental Accounting Office .(the “GAQ”). Both
conducted in-depth studies of mutual fund fees in 2000, and both concluded that economies of

scale exist in the provision of advisory services. See SEC Division of Investment Management:

Report on Mutual 'Fund Fees to the Chairman, Subcommittee on Finance and Hazardous
Materials; and the Ranking Member, Committee on Commerce, Hoﬁse of Representatives (June
2000) (“GAO Re’pbrt”), at9 [Ex. 3]. A

56. In addition, the most significant academic research undertaken since the Wharton.

School study in the 1960s establishes the existence of economies of scale that are not being

and Rule 12b-1. See Freeman & Brown Study” [Ex. 1]. As the Freeman & Brown Study noted:

“The cﬁistence of economies of scale has been admitted in SEC filings made by fund managers

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
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. Fund, 49 Bus. Law 107 (1993)) [Ex. 1].

and is implicit ‘in the industry’s frequent use of fee rates that decrease as assets under
manégemcnt increase. Fund industry investrment managers are prone to cite economies of scale
as justification for business combinations.” Id. at 620 [Ex; 1].

57. These economies of scale exist not only fuﬁd by ﬁlnd, but also exist- with respect to an

entire fund complex, and even with respect to an investment advisor’s entire scope of operations, |-

including services provided to institutional and other clients. See Freeman & Brown Study at

621 n.62 (quoting Victoria E. Schonfeld & Thomas M.J. Kerwin, Organization of a Mutual

58. The clearest example of economies of scale occurs when total assets under |

management -increase due purely to market forces (without the institution of new advisory
relationships or new asset gathering). In such instances, as the GAO confirms, it is possible for
the advisor to service the a&ditional assets with zero additional costs. See GAO Report at 9
(noting that growth from portfolio appreciation is unaccompanied by costs) [Ex. 3]. ‘In other
words, an investment advisor can advise a fund that doubles in size purely becauée of market
forces with no increased costs because the services are uhchanged. See GAO Report at 9 [Ex. 3];
Freeman & Brown Study at 619 n.43, 621 (noting that investment advisors have benefited by
garnering “increased fees from the general increase in ‘market prices with no commensurate
efforts on their part” and also noting thét as much as 64% of mutual fund asset growth has come
from appreciation of portfolio securities, which, unlike growth from share sales to new investors,
is costless) [Ex. 1].

59. For example, an article published in the San Francisco Chronicle April 20, 1992, at p.

D6, contained this report on the lucrative economies of scale reaped by Franklin Resources:
Throﬁgh recession and recovery, stock-market boom and stock-market

bust, Franklin Resources keeps squeezing high profits out of each dollar it
receives in revenues.

" AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OH
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- reported gross income from its various accounts of $2.6 billion, a 216-fold increase. In addition,

“increased faster than the growth in assets. Fees soared from $1.7 million in 1982 to $699

The San Mateo mutual-fund company had the highest return on sales of
any publicly held Northern California company again last year. That's the
_sixth consecutive year Franklin has topped that category.

Franklin posted a 31.15 percent return on sales, the same percentage as in
1990. That means that 31.15 cents out of every $§ 1 Franklin received in
revenues -- management fees for operating its various mutual funds -- fell
to the bottom line as profit.

"We benefit from economies of scale," said G}'eg Johnson, vice president .
of marketing at Franklin. “As our asset base grows, the cost of servicing
our shareholders does not grow proportionately.”

60. In 19'83, Franklin Resources was relatively tiny. Franklin Resources, through its
subsidiaries, managed and distributed mutual funds with assets as of January of that year of
around $2 bil]idn. Over the years, the amount of Franklin Rcsource:s’ assets under management
grew greatly. According to its 2003 Form 10-K, Franklin Resources’ subsidiar); adv'isory firms,
i_ﬁcluding the De'f"endant Advisors, managed in excess of $300 billion in. assets, an increase of
about 150 times the_January 1983 figure. As for revenues, in 1982, Franklin Resources’ gross

revenues were $12 million. In contraét, in its most recent form 10-K, Franklin Resources

as the size of Franklin Resources’ assets under managément grew over time, Franklin Resources’
profit margins rose subsfantially, despite the mutual fund industry becoming increasingly mature
and Supposedly competitive. In 1982, net income was $1.7 million reflecting a profit margin of '
14 percent. In 2003, pretax net income was $699 million, reflecting a 26 perceﬁt profit margin.
Taxes in 2003 were $197 million, resiiltfng in a net income of $502 million, and a post-tax profit
margin of 19 percent. | |

61. From 1983 throﬁgh 2003, Franklin Resources’ assefs under management thus grew
from $2 billion to $300 billion, a grthh rate of 150 times. However, this phenomenal growth in

mutual fund assets not only failed to produce economies of scale, but net fee income actually

(pretax) and $502 (after tax) in 2003, a growth rate of over 400 times, which is more than double
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~ the growth rate for assets under management. In addition, Franklin Resources’ net income as a

" been shared with Plaintiffs as required by § 36(b) and Rule 12b-1. As a result, the fees paid to

comes to fee discrepancies, the difference between funds and other institutional investors does

" not turn on ‘institutional status,’ it turns on self-dealing and conflict of interest.” Freeman &

percentage of assets under management increased handily over the last 20 years, make a
mockery of the concept of economies of scale.

62. The economies of scale enjoyéd by Defendants with respect to the Funds have not

Defendants for advisory services provided to the Funds are grossly disproportionate to those
services, are excessive, and violéte § 36(b).
(4) Comparative Fee Structures

63. The fees advisors receive from mutual funds for investment advisory services are
directly comparable to, though rﬁuch higher than, the fees advisors receive from other clients for
identical services. As the Freemﬁn & Brown Study noted: “None of the leading advisory fee
cases invoived equity funds, and heﬁce, none of the courts were confronted directly with the
strong analogies that can be drawn between equity advisory services in the fund industry as
compared to the pension field where prices are notably lower.” Freeman & Brown Study at 653
[Ex. 1]. While a “manager may encounter different levels of fixed and variable research costs
depending on the type of the portfolio, . . . the fundamental managemént process is essentially
the same for large and small portfoli.os, as well as for pension funds and muﬁ;al funds. The
portfolio owner’s idcﬁtity (pénsion fund versus mutual fund) should not logically providé a
reason for portfolio management costs be_iilg higher or lower.” 'Frecman & Brown Study at 627-

28 [Ex. 1]. Indeed, “a mutual fund, as an entity, actually is an institutional investor. When it

Brown Study at 629 n.93 [Ex. 1]. Accordingly, the “‘apples-to-apples’ fee comparisons between
equity pension managers and equity fund managers can be most difficult and embarrassing for .

those selling advice to mutual funds.” Freeman & Brown Study at 671-72 [Ex. 1].
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to institutional and private accounts. Templeton Investment Counsel agreed, effective January

~ investments for the New York State Retirement Plan. Under the terms of its contract with New.

64. More rec'ently, New York’s Attorney General, Eliot Spitzer, surveyed two fund
complexes and confirmed the existence of massive over-charging of fund advisory fees.

Specifically, Mr. Spitzer testified before a Senate Subcommittee on January 27, 2004, as follows:

Putnam’s mutual fund investors were charged 40 percent more for
advisory services than Putnam’s institutional investors. In dollar terms,
what this fee disparity means is that in 2002 Putnam mutual fund investors
paid $290 million more in advisory fees than they would have paid had
“they been charged the rate given to Putnam’s mstltutlonal clients, and
these are for identical services.

There was a similar disparity in the advisory fees charged by Alliance.
Once again, mutual fund investors were charged significantly higher
advisory fees than -institutional investors. Specifically, Alliance’s mutual
fund investors paid advisory fees that were twice those paid by
institutional investors. In dollar terms, this means that Alliance investors
paid more than $200 million more in advisory fees than they would have

paid had they been charged the rate given to Alliance’s mstltutlonal
clients,

Plaintiffs allege that precisely this type of over-charging exists within the Franklin-Templeton
mutual fund complex.

65. Qn information and belief, the sharchdlde_r's of the Funds at issue here are plagued by
the same discriminatory over-charging. For example:

a. Templeton Investment Counsel, Inc., an affiliate of Defendants, provides
investment advisory, portfolio management, and administrative services to certain of the

Templeton funds, sub-advisory services to certain of the Franklin .Funds, and advisory services
1, 1998, to manage an equity portfolio of European, Australian and Far Eastern equity

York State, Templeton Investment Counsel charged fees abcording to the following schedule:

70 basis points [BPg for the first $25 Million in assets;
55 BP for the next $25 Million in assets;

50 BP for the next $50 Million in assets;

40 BP for the next $150 Million in assets;

35 BP for the next $250 Million in assets; and
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around $105 million to around $50 million, less than half. - Stated differently, were the

‘other gdods or services that benefit the shareholders of the Funds. On information and belief,

30 BP for assets above $500 Million.-

b. By way of illustration, were advisory fees for the Templeton Growth Fund set

according to thie same schedule, the Templeton Growth Fund’s advisory fee would shrink from

shareholders of the Templeton Growth Fund charged free market prices for advfsory services, the

shareholders of the Templeton Growth Fund would save more than $50 million annually.
(5) Fallout Benefits
66. Defendants indirectly profit because of the existence of the Funds through fallout |.

benefits. Obvious, but difficult to quantify, fallout benefits include the attraction of new
customers, ¢ross 'se]ling related funds to current customers, and. other be‘n.eﬁts associated
generally with the development of goodwill and the growth in assets of the Funds.

67. Other, easier to quantify, benefits include “soft dollars” payable from broker-dealers.
Essentially, “soft dollars™ are credits furnished to Defendants from broker-dealers and _other
securities-industry firms in exﬁhange for routing the Funds’ securities transaction orders and

other business to péying firms. These soft-dollar credits should be used to purchase research and

however, the soft-dollar arrangements -benefit Defendants and result in increased costs to the
shareholders of the Funds with little to no corresponding benefits to the éhareholdcrs of the |
Funds. On information and belief, the soft dollar arrangements are concealed from the
shareholders of the Funds in breach of Defendants” fiduciary duty.

68. On information and belief, Défendants also receive “kickbacks,” either directly or
indirectly, as transfer agency and custodian fees grow due to increases in the assets of the Funds

and the number of shareholders.

AMENDED COMPLAINT UNDER INVESTMENT COMPANY ACT OF
1940 AND PENDENT STATE CLAIMS; Case No. C-04-08835)

22




O 0 N & W A W N e

n—---lv--Ar—-n—-r-u—-o—-A»-A»-‘
BB REEBNEREE &« 3 &G E & 0 = o

- and the other shareholders of the Funds pay all of the costs associated with the investment

-advisory services, Defendants resell these services to third parties without compensating

69. On information and belief, Defendants receive further fallout benefits from securities -
lending arrangements. Essentially, Defendants loan out the securities of the Funds and receive
compensation as the lending agents of the Funds. | .

70. A highly profitable fallout benefit to Defendants is the ability to sell investment '
advisory services paid for by the Funds at ﬁrtually no additional cost. Much like computer
software, once the iﬁvestment research and resulting recommendations are paid for, that research
and those recommendations may be sold to other clients at virtually no cost whatsoever to
Defendants. Without paymerit by Plaintiffs and-the other shareholders of the Funds of millions
of dollars in advisory and distribution fees (especially distribution fees that are nothing more
than a means to extract additional compensation for advisory services), Defendants would have-
to pay to conduct that research indepgndcntly in o'rder to provide investment advisory services to
other clients, including institutional élients. This is a natural byproduct of the extraordinary‘

economies of scale inherent in the investment advisory business. However, although Plaintiffs

Plaintiffs through reduced fees or in any other way.

71 On information and belief, Defendants do not provide sufficient information
regarding the existence and extent of these and other fallout benefits to the shareholders of the
Funds or to the Funds’ difectors. The directors are thus unable to'quantify or even meaningfully
considér the benefits. Plaintiffs and the other shareholders of the Funds have paid for these | .
benefits and are entitled to compensation in the form of reduced advisory fees and the
elimination of di'stribution'feés.

(6) Thé Independence and Conscientibusness éf the Fund Directors

72. At least 40% of the Funds’ directors must be “disinterested” as defined in § 10 of the

ICA. Asthe GAO Report noted, the structure of most mutual funds embodies a potential conflict

of interest between the fund’s shareholders and its adviser. This conflict arises because the fees.
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~ obligations. See 15 U.S.C., § 80a-15(c); 17 C.F.R. § 270.12b-1.

- specifically recognized that even disinterested directors may not be independent but, rather, may

~ Co. ActRel. No. 11414, 1980 SEC LEXIS 444 at *36 (Oct. 28, 1980).

paid by the shareholders represent revenue to the adviser. Tile United States Supreme Court has
stated that the disinterested-director rgquiremenf is “the comerstone of the ICA’s efforts to
control” this conflict of interest. Burks v. Lasker, 441 U.S. 471 (1979)..

73. The disinterested directors are sﬁpposed to serve as. “\&atchdogs” for the shareholders
of the Funds. As such, the diéinterested directors have primary responsibility for, among many |-
other things, negotiating and approving all contracts and agreements with Defendants andi
reviewing the reasonableness.of the advisory and “distribution fees received by Defendants.
Accordingly, as noted by the GAO, the directoré are expected to review, among other things, the
advisor’s costs, whether fees havé been reduced Wheh the Funds’ assets have grown, and the fees |
charged for similar services. See GAO Report at 14 [Ex. 3]. These responsibilities are intensive,
requiring the directors to rely on information pfovided by Defendants. Defendants, in turn, have

a fiduciary duty to provide all information reasonably necessary for the directors to perform their

74. The ICA contains a presumption that the disihterested directors are in fact-
disinterested. Howe\"er, thé lack of conscientiousness 6f even disinterested directors in
reviewing the fees paid by the Funds, the lack of adequate information provided to the directors
in connection with their approvals of the advisory agreements and Distribution Plans, and the
control of management over the directors in reviewing the fees paid by the Funds are not
presumed- but, rather, are important factors recognized in the Gartenberg line of vcases in

determining whether Defendants have breached their fiduciary duties. In addition, the SEC has

be subject to domination or undue influence by a fund’s investment adviser. For example, the
SEC has stated that “disinterested directors should not be entrusted with a decision on use of
fund assets for distribution without receiving the benefit of measures designed to enhance their

ability to act independently.” Bearing of Distribution Expenses by Mutual Funds, Investment
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7‘5. As part of fheir scheme to receive excessive fees, Defendants did not keep the
directors fully informed regarding all material facts and aspects of their fees and other
compensation, and the directors failed to insist upon adequate information. For example:

a. On information and belief, Defendants provided virtually no information to the

directors regarding the advisory fees charged to pension and other institutional clients or to other

b. On information and belief, Defendants provided virtually no information to the
directors regarding the ecbnomies of scale enjoyed or fallout benefits received by Defendants.

c. : On information and belief, the profitability data given to the board of directors
provide no -explanation as to how the board should evaluate economies of scale and do not
explain how the shareholders benefit from distribution plans.

d. On information and bcl.ief, the board of directors of the Funds failed to request
and evaluate, and Defendants failed to provide, information reasonably necessary to make an
informed determination‘olf whether the Distribution Plans should have been implémented and
whether they should be continued.

e. On information and belief, the directors rarely, if ever, question any information
or recommendations provided by Defendants. .

76. Tﬁ,e foregoing assures that the directors do not unders't‘an‘d Defendants’ true cost
structure and, in particular, the economies of scale enjoyed by them in providing investment
advisory services to the Funds and their institutional and other clients. Nor do the directors
understand the nature of thé Distribution Plans and the benefits received by Defendants, and lack
of benefits received by Plaintiffé, from the Distribution Plans.

77.On infofmation and belief, the Funds’ disinterested directors have not received the
benefit of any measures to enhance their ability to act independently, which has caused the

directors to be dependent on Defendants and has allowed Defendants to dominate and unduly
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. or payments received from” the Funds.

influence the directors. In addition, the. directors’ failure to insist on adequate information

evinces a lack of care and conscientiousness on their part.

COUNTI
~ ICA§36(b)
BREACH OF FIDUCIARY DUTY
(Excessive Investiment Advisory Fees by All Defendants)

78. Plaintiffs repeat and re-allege each allegation contained in the foregoing paragraphs
of this Complaint as if fully set forth herein.- . " | |
79. The fees charged by Defendants or their affiliates for providing advisory services fo
the Funds are and continue to bé disproportionate to the services rendered and are not within the-
range of what would have been negotiated at arm’s length in light of all thc surrounding
circumstances, including the advisory fees that Defendants charge their other clients. |
80. In charging and recciving excessive or inappropﬁate compensation, and in failing to
put the interests of Plaintiffs and the other shareholders of the Funds ahead of their ;.wwn interests,
Defendants have breached and continue to breach their statutory fiduciary duty to Plaintiffs in
violation of ICA § 36(b). o
81. Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the “actual damages. resulting from

the breach of fiduciary duty” by Defendants, up to and including, “the amount of compensation

COUNT I

- ICA §36(b) .
BREACH OF FIDUCIARY DUTY
. (Excess Profits from Economies of Scale by All Defendants)

82. Plaintiffs repeat and re-allege each allegation contained in the foregoing paragraphs

of this Complaint as if fully set forth herein. |
- 83. Defendants have received and continue to receive excess profits attributable to |
extraordinary economies of scale and, ironically, at least in part at-Plaintiﬁ‘s’ expense, in the

form of payment of distribution fees benefiting only Defendants.
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the breach of fiduciary duty” by Defendants, up to and including;-the “amount of compensation

~

84. By retaining excess profits- d‘e‘riyed from economies of scale, Defcndants have
breached and continue to breach their statutory fiduciary duty to Plaintiffs in violation of ICA §
36(b).

85. Plaintiffs seek,. pursuant to § 36(b)(3) of the ICA, the “actual damages resulting from
the bréach of fiduciary duty” by Defendants, up to and including, the “amount of compensation

or payments received from” the Funds.

COUNT 11
BREACH OF FIDUCIARY DUTY
ICA § 36(b)
‘ (Excessive Rule 12b-1 Distribution fees and Extraction of
Additional Compensation for Advisory Services by All Defendants)

86. Plaintiffs repeat and re-allege each allegatidn contained in the foregoing paragraphs
of this Complaint as if fully set forth herein. |

87. The distribution fees charged and received by Defendants or their. affiliates were
designed to, and did, extract additional compensation for Defendants’ advisory services in
violation of Defendants’ fiduciary duty u_nder § 36(b). Although the_ distribution fées may have.
contributed to the growth in assets of the Funds, the resulting economies of scale benefited only
Defendants, and not Plaintiffs or the Funds.

. _88. In failing to pass along economies-of-scale benefits from the distribution fces, and in
continuing to assess distribution fees pursuant to plans of distribution despite the fact that no
benefits inured to Plaintiffs, Defendants have violated, and continue to violate, the ICA and have
breached, and continﬁe to breach, their statutory fiduciary duty to Plaintiffs in violation of ICA§
36(b). -

89. Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, tﬁ‘e “actual damages resulting from

or payments received from” the Funds,

COUNT IV
ICA §12(b)
(Unlawful Distribution Plans by All Defendants)
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90. Plaintiffs repeat and re-allege each allegation contained in the foregoiﬂg paragraphs
of this Complaint as if fully set forth herein.

' 91. Plaintiffs and other shareholders in the Funds each paid service or disﬁibuﬁon fees to
Defendants |

92. When Defendants first initiated the Distribution Plans they represented that the
distribution fees were being collected in order to, at least in part, grow the assets of the Funds in
order to reduce the cost to Plaintiffs of providing advisory services. Only one of the following
alternatives could possibly have oeeurred: |

a. The Funds grew as a result of the paﬁnent of distribution fees and market forces,
in which case economies of seale were generated but not passed on to Plaintiffs or the Funds; or

b. ‘The distribution fees did not contribute to economies of scale, produced ﬁo other
materiai benefits for Plaintiffs and the other shareholders of the Funds, and should not have been
approved or continued.

, 93. Either way, Defendants have violated § 12(b) of the ICA and Rule 12b-1, 17 CFR.§
270. 12b 1, by accepting excessive or inappropriate compensation in violation of the fiduciary
duty owed by them to the Funds. Defendants’ violation of § 12(b) and Rule 12b-1 is continuing
in nature.

94, Moreover, Defendants have sbent fund assets on distribution over and above the
limits imposed 6n 12b-1 payments, hiding such payments in brekerage expense costs (directed
brokerage). _ ' _

95. Additionally, Defendants have treated individual fund shareholders such as Plainﬁﬁ's
improperly by diverting their 12b-1 payments to illicit rebates or illicit payoffs to fiduciaries in
order to bring assets into the Fund Complek for the Defendant Advisors to manage, to Franklin
Resources’ benefit with no correspondiﬁg benefits flowing to Plaintiffs or the other fund

shareholders by vifcue of this diversion of their assets.
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96. The wrongful rebétes and other payments represent undisclosed discriminatory
diversions of fund assets in breach of Defendants’ fiduciary duties. To the extent that the
i)ayments constitute reductions in prices to affected fund pufchasers, they constifute illegal sales
in violation of section.22 of the InQestment Company Act since they represent sales at priceé or
undér terms not disclosed in the prospectus. '

97. Defendants have violated § 12(b) of the ICA and Rule 12b-1, 17 CF.R. § 270.12b—1,
by accepting excessive or inappropriate compénsation, or by. making improper uses of fund
assets, in violation of the fiduciary duty owed by them to the Fuﬁds. Defendants’ violation of §
12(b) and Rule 12b-1 is continuing in nature.

| 98. Plaintiffs 'seek damages resulting from the adobtion and continuation of thése
unlawful Distribution Plans and unlawful Diétribution Practices.
| " COUNTV
(Breach of Fiduciary Duties under California Law by All Defendants)

99.  Plaintiffs repeat and re-allege each allegation contained in the foregoing
paragraphs of this Complaint as if fully set forth herein.

100. Defendants, individually and collectively, were in a relationship of trust and
confidence with plaintiffs and were entrusted with an pbligafion to protect and safeguard and in
all respects deal honestly and fairly with and towatd the assets owned by Plaintiffs that were .
invested in the Funds. |

101.  Accordingly, Defendants owed Plaintiffs and the Funds fiduciary duties under the
comxﬂon law, includihg the duty to charge only reasonable fees for serﬁces provided by
Defendanté or on their behalf.

102. Defendants nonetheless bréached their fiduciary duties to charge, or cause to be
charged, only_reasonable fees for services provided by Defendants or on their behalf by charging,

or causing to be charged, fees that were unreasonable, excessive and which constituted waste.
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103. By reason of Defendants’ misconduct, Plaintiffs and the Funds have been harmed.

Defendants’ conduct was a substantial factor in causing harm to Plaintiffs and the Funds.

COUNT VI
(Civil Consplracy to Breach Fiduciary Duhes under California Law by All Defendants)

104. Plaintiffs repeat and re-allege each allegatlon contained in the foregoing
paragfaphs of this Complaint as if fully set forth herein. |

105. Each of the Defendants owed ﬁducia:y duties to Plaiﬁtiffs (under both the ICA
and common law) as alleged above.

106. In the course of their handling of Plaintiffs; Funds’ investment or distribution |
activities, Defendants formed and operated a civil consplracy to breach the ﬁducxary dutles owed
to Plaintiffs, causmg Plaintiffs injury from act(s) done in furtherance of the common design,
rendering each participant in the wrongful act(s) responsible as a joint tortfeasor fdr all damages
ensuing from the wrong, irrespective of whether or not it was a direct actor and regardless of
degree of activity. |

107. By reason of Defendants’ Wrongful participation in a civil conspiracy and thereby
injuring Plaintiffs, Plaintiffs are entitled to recover actual damages in the form of money

wrongfully taken, plus‘ punitive damages in an amount determined by the jury.

COUNT VII
(Common Law Aiding and Abeiting Breaches of Flduclary Duty
by Franklin Resources)

108.  Plaintiffs repeat and re-allege each allegation contained in the foregoing
paragraphs of this Complaint as if fully set forth herein. | |

109. Plaintiffs allege that Franklin Resources, through its authorized agents, has
wrongfully aided and abcttéd the breaches of fiduciary duty (both under the ICA and -common
law) committed by the other Defendants as alleged herein.

110. - Franklin Resources’ wrongful aiding and abetting occixr_red because it knowingly

and consciously substantially assisted and caused those violations by various wrongful acts,
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policies and practices of the other Defendants, including their policies and practices relating to

- feés to be charged to the Funds. Indeed, one need only look at a letter on Frahklin Resources’

including, but not limited to, wifhholding material information (such as the availability of other
advisors to rende_:r advisory services at substantially lower prices) and by causing Distribﬁtors
wrongfully to siphon money from the Funds and wrongfully pay for distribution costs when
Franklin Resourcés knew or should have known that such payments would not benefit either.the '
paying funds or their shareholders.

-111. By reason of Franklin Resources’ wrongful aiding and abetting in violation of
California law, Plaintiffs are entitled to have Franklin Resources deliver to Fund F iduciaries, and
through them, to thé Funds, actual damages in the form of money wrongfully takeh, plus punitive -

damages in an amount determined by the jury.

: : COUNT VIII : ' ' .
(Acting in Concert Under § 876(b) of the Restatement (Second) of Torts by All Defendants)

112.  Plaintiffs repeat and re-allege each allegation contained in the foregoing

paragraphs of this Complaint as if fully set forth herein.

113. Defendant Franklin Resources,‘ as the parent corporation, determined the business

letterhead dated May - 14, 2004, posted on the World Wide Web to see that Franklin Resources
exerts overwhelming control over the Franklin Templeton funds and the other Defendants.

The web site is found at: |
http://www_franklintempleton.com/retail/jsp_cm/home/MF _trading_practices.jsp

The open letter from Frar}klin Resources, Inc. is addressed “To Our Valued Shareholders
and Clients.” The letter professes that Franklin Resbﬁces’ pblicy is to obey all laws and
regulations covering mﬁtual.fund industry practices. Clearly, by presenting itself and its views
as it does, Franklin Resources demonstrates its authority, ability, and wiilingness to speak for all

related entities, including the Funds.and the other Defendants. Franklin Resources’ actions also
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demonstrate the merit of Plaintiffs’ contentions that Franklin Resources owes fiduciary duties.
flowing directly to shareholders of the Franklin Templeton Funds.

114. Defendant Franklin Resources gave thev other Defendants substantial -assistanée,
advice, direction and/or encouragement to act as they did in breaching their fiduciary duties to
Plaintiffs. This involvement by Franklin Resources m the other Defendants’ dealings with
Plaintiffs and their mintual funds operated as authorization, approval, condonation and a moral
support to each of the.other Defendants. At the time it gave such substantial assistance, advice,
direction and/or encouragement, Defendant Franklin Resources knew or was reckless in not
knowing that the other Defendants were intent on breaching fiduciary duties they owed Plaintiﬁ's '
under federal law, state law and the common law. The other Defendants’ wrongdoing was
lforeseeable by Defendant Franklin Resources at the time it gave the other Defendants substantial
assistance, advice, direction aﬂd/or encouragement to act as they did in breaching their fiduciary
duties to Plaintiffs. | |

115.  Because of its decision to act in concert with the other Defendants, Defendant
Franklin Resources is liable to Plaintiffs for damages cause by the breaches of fiduciary duties.
by each of the other Defendants. |

116. By reason of Franklin Resources’ conduct in acting in concert with the other
Defendants who were injuring Plaintiffs, Plaintiffs are entitled to recover actual damages in the

form of money wrongful]y taken, plus punitive damages in an amount determined by the jury.

‘ COUNTIX
(Breach of California Business & Professions Code § 17200, ef seq. by all Defendants)

117. Plaintiffs repeat and re-allege each allegation contained in the foregoing |
baragraphs of this Complaint as if fully set forth herein.

118. P]ainﬁffs do not allege in Count IX, Count X or in any other Count in this
Complaint any claim premised on fraud in connection with the purchase or Sale of sécurities by

Defendants under federal or state law. Plaintiffs’ claims are rooted in violations by Defendants
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_extent of the fees they charge, thereby lulling-investors into a false sense of security that they are.

~ injured and are entitled to relief under the UCL, including injunctive relief to prevent further

of duties they. owed Plaintiffs by reason of their ﬁduciary.pos'itions, including the duty'to convey
important infdrmation to Plaintiffs in an accurate and honest manner.

119, In perfonning the acts alleged above, and other acts, Defendants have violated the
California Unfair Competition Law (“UCL”), by engaging in multiple instances of unlawful,
unfair and fraudulent business acts and practices, and unfair, deceptive, untrue and misleading
adv'crtis'ing, in violation of both the ICA and the California False Advertising Law (“FAL”),‘
California Busmess & Professions Code § 17500, et seq. |

120. Documents circulated by Dcfendants are unfair and mnsleadmg in that they
represent implicitly or expressly that the fees charged by or on behalf of Defendants are fau'»and | |

proper when they are exorbitant and excessive. In effect, Defendants have masked the true

trustworthy fiduciaries, when in fact they are ex‘ploiting the Plaintiffs’ trust.

121. The unlawful, unfair and fraudulent busmess acts and pracnces, and unfair,
deceptnve untrue and misleading advertising alleged above have resulted in overcharges being
made that have directly caused a distinct and palpable injury to the Plaintiffs and other investors
in the Funds, in part because each overcharge directly caused a dollar-for-dollar decrease in the
value of their investment in the Funds.

122.  In bringing the claims made herein, Plaintiffs assert violations of rights
individually pdsscssed by them purduant to the Califumia UCL and FAL, and the federal ICA.

123.  The above-alleged specific injuries to Plaintiffs and the other investors in the
Funds may be redressed d1rough the restitutionary relief sought herein, and are within the
interests intended to be protected by the UCL.

124. By reasons of the Defendants’ unlawful, unfair and fraudulent business acts and

practices, and unfair, deceptive, untrue and misleading advertising, Plaintiffs have been directly

violations and restitution and/or disgorgement of all of the illicit and excess fees charged by
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Defendants to both the Plaintiffs and to all other investors in the Funds, including fees for
investment advisory services, administrative services and distribution fees, plus attorneys’ fees

and costs of suit.

COUNTX
(Breach of California Business & Professions Code § 17500, ¢f seq. by Franklin Resources)

125.  Plaintiffs repeat and re-allege each allegaﬁon contained in the foregoing
paragraphs of this Complaint as if fully s& forth herein. |

126. Defendant Franklin Resources has violated the California False Advertising Law
(“FAL”) by engaging in multiple instances of diéééminating advertising and other statements
which were untrue and misieading, and which were known, or which by the exercise of
reasonable care should have been j(nown, to be untrue or rnislcading.

127. Among other tﬁings, these false or misleading statements made by Defendants or
at the direction of Defendant Franklin Resources have taken the form of false advertising. By |
way of example, Defendant Franklin Resources’ San Mateo, California, letterhead is used at the

Franklin Templeton web sité to make these representations:

Franklin Templeton Investments is proud to have served individual and
institutional investors for over 50 years. We are always mindful of the
trust that our shareholders and clients have placed in us, and we regard our
responsibilities to them with the utmost seriousness. As such, we are fully
committed to policies that protect the best interests of all our shareholders
worldwide, and we are committed to improving those poljgies as needed.

Further, Frankhn Resources claims on its behalf and on behalf of all the Defendants “If the
Company finds that it bears responsibility for any unlawful or mappropnate conduct that caused
losses to our funds, we are committed‘ to making the funds or their shareholders whole, as
appropriate. The Cornnany is committed to taking all appropriate actions to protect the interests

of our funds' shareholders.” This World Wide Web site is:
ht_tp://www.ﬁanklintémgleton.com/retail/isg crr_x/home/MF trading_practices.jsp
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. issued in October of 2003, Defendant Franklin Resources’ co-CEO Gregory Johnson, extolled

128.  As another example of Franklin Resources’ false advertising, in a press release |

Frankfin Resources’ “high-quality investment solutions and .. . outstanding service to our
customers globally.” vPlaintiffs contend that excessive fee charges are inconsistenﬁ with “high
qualxty mvestment solutions” or “outstanding” customer service.

129.  As another example, Franklin Resources’ 2002 Annual Report to Shareholders
professes at p. 23, that a management company hallmark benefiting shareholders is “frugality”: .
“Frugality and flexibility have always been hallmarks of the Franklin Templeton culture,”
whereas, in truth, the Franklin Resources" affiliates have been extracting exorbitant fees from the
Funds-.» .

130. Franklin Resources’ high-sounding professions of rectitude and clien_t—serVice
were and are false. Franklin Resources and the Defendants have been actively violating the rights -
of Plaintiffé as alleged above, and documents circulated by Defendants are unfair and mislcadiog
in that they represent implicitly or expressly that the fees charged by Defendants are fair and
proper when they were in fact exorbitant and excessive. '

131.  The untrue and misleading advertisiné and other statements disseminated by
Defenciant Franklin Resources as alleged above wére likely to deceive ﬁ\embers of the public,
and partiéularly Plaintiffs and other Fund shareholders, and were made with the intent to deprive
Plaintiffs and other Fund shareholders of the honest and loyal services to which they are entitled
by reason of their fiduciary relationship with the Defendants. ' ‘

132.  The requested relief will prevent or fedress the injury suffered by Plaintiffs and
the Funds. ' | |

COUNT X1
(Common Law Unjust Enrichment by All Defendants) .

133. Plaintiffs repeat and re-allege each - allegation contained in the foregoing

paragraphs of this Compléi‘nt as if fully set forth herein.
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134. Defendants have been unjustly enriched at the expense of Plaintiffs and other
shareholders of the Funds by extracting and receiving excessive fees to Pléintiffs’ disadvantage.

135. In their dealings with advisory and 12b-1 fees, Defendants have extracted from
the Funds assets in which Plaint}ffs have a beneficial interest in violation of Defexid’an;s’ duties
to Plaintiffs. Accordingly, Defendants hold those fees subject to the interest of Plaintiffs.

136.  Under the circumstances, Defeﬁdants have been unjustly enriched and must make

restitution to Plaintiffs of all excessive fees received. - -

WHEREFORE, Plaintiffs demand judgment as follov-vs:

a. An order declaﬁng that Defendants have violated and continue to violate §
12, § 36(b), § 22 and Rule 12b-] of the ICA and that any advisory br distribution agreements
gntered into are void ab initio;

b. An order declaring that Defcndénts have violated and continue to violaté
the Califomia Unfair Cc;mpetition Law and FalsevAdverti.sing Law (Business & Professions Code
§§ 17200 and 17500, etlseq.); |

c. An order pfeliminarily and permanently enjoining Defendants from_fu;ther
violations of the ICA, the UCL and the FAL,;

d. An order rc_:quiriné Defendanis to make restitution to Plaintiffs, and to the
other investors in the Funds, all fees paid to Defendants by such investors and the Funds for all
periods not precluded by any applicable statutes of limitaﬁon through the t_riél of this case, '
together with interest, costs, disbursements, attorneys’ fees, and such other items' as may be
allowed to the maximum extent permit_ted by law; aﬁd | |

e. Such other and further relief as may be proper and just.
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- National Bank Plaza

DATED: June 3, 2004. - ‘KELLER ROHRBACK L.L.P.
S KELLER ROHRBACK P.L.C.
RICHARDSON, PATRICK, -
WESTBROOK & BRICKMAN LLC
JOHNSON, POPE, BOKOR,
RUPPEL & BURNS, L.LP.
LOVITT & HANNAN, INC.

By __ /s/ Michael D. Woerner
Michael D. Woerner
Attorney for Plaintiffs

ADDITIONAL COUNSEL FOR PLAINTIFFS:

Ron Kllgard
Gary Gotto
KELLER ROHRBACK P.L.C.

3101 North Central Avenue, Suite 900
Phoenix, AZ 85012

Telephonc: 602-248-0088

Facsimile: 602-248-2822

Michael J. Brickman

James C. Bradley

Nina H. Fields

RICHARDSON, PATRICK, WESTBROOK & BRICKMAN, LLC
174 East Bay Street

Charleston, SC 29401

Telephone: 842-727-6500

Facsimile: 843-727-3103
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Guy M. Burns
Jonathan S. Coleman
Becky Ferrell-Anton

JOHNSON, POPE, BOKOR, RUPPEL & BURNS LL.P.

100 North Tampa Street, Ste. 1800
Tampa, FL 33602 :
Telephone: 813-225-2500
Facs1m11e 813-223-7118

DEMAND FOR JURY TRIAL '
Aj _]ury trial is hereby demanded for Counts V, VI, VII, VIII, and XI

DATED: June 3, 2004.

KELLER ROHRBACK LLP

By /s/ Michael D. Woerner
Michael D. Woerner
Attomey for Plaintiffs

Ronald Lovitt

LOVITT & HANNAN, INC
900 Front Street, Suite 300
San Francisco, CA 94111

Tel: (415) 362-8769
Fax: (415) 362-7528
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CERTIFICATION OF INTERESTED ENTITIES OR PERSONS

Pursuant to Civil L.R. 3-16, the undersigned certifies that the following listed persons,
associations of persons, firms, partnerships, corporations (including parent corporations) or other

entities (i) have a financial interest in the subject matter in controversy or in a party to the -

- proceeding, or (ii) have a non-financial int‘erest‘in that subject matter or in a party that could be

substantially affected by the outcome of this proceeding: the named parties and all shareholders
of the following mutual funds: The Templeton Growth Fund, The Franklin Balance Sheet

Investment Fund, The Franklin U.S. Government Securities Fund, The Franklin Flex Cap

Growth Fund, The Franklin Dynatech Fund, The Franklin Income Fund, The Franklin Small-

Mid Cap Growih Fund, The Franklin Biotechnology Discovery Fund, The Mutual Shares Fund

and the Franklin Utilities Fund.

KELLER ROHRBACK LLP

"By /s/ Michael D. Woerner
Michael D. Woerner
Attorney for Plaintiffs

Ronald Lovitt _
LOVITT & HANNAN, INC.
900 Front Street, Suite 300
San Francisco, CA 94111
Tel: (415) 362-8769

Fax: (415)362-7528

NACLIENTS\26437\1\PLEADINGS\PLAMENDEDCOMPLAINTLINES052404.00C
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For iImmediate Release

+ Company information

- News room Franklin Resources, Inc., Appoints Martin L.

Recent press releases Flanagan and Gregory E. Johnson as Co-CEOs,
» Archived press releases Charles B. Johnson Continues as Chairman
Media contacts From: |
Franklin Resources, Inc.
1 t lati Telephone: Contact: .
+ Investorrelations (650) 312-3395 Lisa Gallegos
+ Corporate governance ’

San Mateo, CA, October 22, 2003 - Franklin Resources, Inc. (operating as Franklin Templeten
Investments) (“Franklin Templeton”) (NYSE: BEN) today announced the appointment of Martin L.
Flanagan and Gregory E. Johnson as co-chief executive officers effective January 1, 2004. Current
CEO, Charles B. Johnson, will continue in his role as chairman.’

The selection of the new co-CEOs was determined by the company’s independent directors who
made a unanimous recommendation to the full Board of Directors. The change reflects the Board’s
confidence in the continued leadership of Flanagan and Johnson, who have served as presidents of
the company since 1999

"These appointments are a natural evolution for Greg Johnson and Marty Flanagan and a
recognition of a co-presidency that has worked extremely well,” said Charlie Johnson, who has
served as CEO since 1957. “As co-CEOs, Greg and Marty will share overall responsibility for
leading the organization and continue to lead day-to-day business operations. As chalrman, I will
continue to provide oversight and guidance to the organization.”

Charlie Johnson continued, “As co-presidents, Marty and Greg have proven their ability to work
well as a team and leverage one another’s strengths and backgrounds. Over the past two
decades, both have had experience in managing-all major aspects of the business. A co-CEO
structure reflects Franklin Templeton’s commitment to a team-based leadership model, which we
believe best positions the company for continued growth. Marty and Greg have been instrumental
.In developing the company's overall strategic direction and furthered our goal of becoming 3
premier global asset management company.”

Flanagan commented, "Greg and [ have had the opportunity to work with an extremely
talented group of individuals throughout the organization who share our passion for this business.
We'look forward to continuing the company s tradition of innovation and leading this organization
forward together.” .

Greg Johnson sald, “I have really enjoyed working with Marty over the past 10 years and I am-
excited about continuing our partnership as co-CEOs. Marty and I will continue to focus on our
misslon of offering high-quality Investment solutions and providing outstanding service to our
customers globally. We are excited by the possibilities in this Industry, both In U.S. and
internationally, and we belleve we are well pos:tloned to take advantage of the nght opportunltles
to grow our business.”

1ttp://m.franldintempleton.cdm/retail/jsp_cm/corp/press/2003/co_ce0_annc_l02203 Jsp 6/7/2004




. Flanagan currently serves as a co-president of Franklin Resources, Inc. He Is a member of the
. Investment Company Institute’s Board of Governors and Is a board member of various Frankiin

Templeton mutual funds and subsidiaries. Prior to the acquisition by Franklin, he served as
director, executive vice president and chlef operating offlcer of Templeton, Galbraith & Hansberger
ttd. Before joining Templeton in 1983, Flanagan worked with Arthur Anderseri & Co. He recelved
a bachelor of business administration and a bachelor of arts degree from Southern Methodist
University (SMU) in Dallas, Texas, and Is a Certified Public Accountant (CPA) and a Chartered
Financlal Analyst (CFA).

Greg Johnson currently serves as a co-president of Franklin Resources, Inc. He Is also chairman of .
Franklin Templeton Distributors, Inc., president of Frankiin Templeton Investment Services and
vice president of Franklin Advisers, Inc. In addition, he serves on Fiduclary Trust Company
International’s Board of Directors and is also a member of a number of Franklin Templeton’s
international fund boards. Before joining Franklin in 1986, he was a senlor accountant for Coopers
& Lybrand. He received a bachelor's degree in business administration from Washington and Lee
University and is a Certified Public Accountant (CPA).

Flanagan and Greg Johnson will lead a llve conference call on Thursday, October 23, 2003, at 4:30
p.m. Eastern Time (1:30 p.m. Pacific Time) to discuss the company’s fourth fiscal quarter 2003
financial results and answer analysts’ questions. Access to the teleconference will be avallable via .
franklintempleton.com 10 minutes before the start of the call or by dialing (877) 574-4065 in the .
U.S. or (706) 679-3804 internationally. A replay of the call will be archived on
franklintempleton.com through November 6, 2003. The replay can also be accessed by calling

(800) 642-1687 in the U.S. or (706) 645-9291 Internationally using access code #2775729, after
7:30 p.m. Eastern Time on October 23, 2003, through 11:59 p.m. Eastern Time on November 6,
2003.

Franklin Resources, Inc. [NYSE:BEN], is a global investment organization operating as Franklin
Templeton Investments. Franklin Templeton Investments provides global and domestic
investment management services through Its Franklin, Templeton, Mutual Series and Fiduciary
Trust subsldiaries. The San Mateo, CA-based Company has over 50 years of investment .
experience and more than $301 bifllon In assets under management as of September 30, 2003.

For more Information, please call 1-800/DIAL BEN® or visit franklintempleton.com.

Forward-Looking Statements:

Statements In this press release regarding Franklin Resources, Inc.’s business, which are not
historical facts, are “forward-looking statements” within the meaning of the Private Securities
Litigation Reform Act of 1995: These forward-looking statements involve a number of risks,
uncertainties and other important factors, some of which are listed below, that could cause the
‘actual resuits and outcomes to differ materially from any future results or outcomes expressed or
implied by such forward-looking statements. These and other risks, uncertainties and other
important factors are described in more detail in Franklin's recent filings with the U.S, Securities
and Exchange Commisslon, including, without limitation, the “Risk Factors” sectlion of the
Management's Discussion and Analysis of Financial Condition and Results of Operations in
Franklin‘s Annual Report on Form 10-K for the fiscal year ended September 30, 2002, and
Franklin's most recent Form 10-Q.

. Volatillty in the equlty markets may cause the levels of our assets under management to
fluctuate significantly.

» Weak market conditions may lower our assets under management and reduce our
revenues and income.

¢ We face strong competition from numerous and sometimes larger companies.

e Changes In the distribution channels on which we depend could reduce our revenues or
hinder our growth.

¢ We face risks assoclated with conducting operations In numerous foreign countries.

e Certain of the portfolios we manage, Including our emerging market portfolios and related
revenues, are vulnerable to market-specific political or economic risks.

e Qur ability to meet cash needs depends upon certain factors, including our asset value,
credit worthiness and the market value of our stock, -

e Technology and operating risk and limitations could constrain our operattons.

e Regulatory and leglislative actions and reforms, including those directed at the mutual

- fund Industry, could Impact the Company.

http://www.franklintempleton.com/retail/jsp_cm/corp/press/2003/co_ceo_annc_102203.jsp 6/7/2004
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May 14, 2004 . - Working With Requl
To Our Valued Shareholders and Clients, - Our Intemal Review
- Measures to Protect
As many of you may have heard or read in the press, 8 number of shaa[:r:olggﬁ o
dovernment regulators are Investigating certain mutual fund industry
practices. We know that as involved and concemned shareholders and . :
clients, you may have questions about how Franklin Resources, Inc., Filings & Releases
(Frankiin Templeton Investments) Is being affected, and we are _ o Ma otts
committed to providing you with timely and accurate information. Complalnt
In our efforts to fulfill this ongoing commitment, we have prepared ' (PDF, 1.55Mb)
this statement and a detailed Q&A to give you an overview of the - Exhibits to Answer
situation as It pertains to our Company and its subsidiaries. (PDF, 861K)
Please understand that while we are in the midst of working with - Press Release
various government regulators, we cannot have detalled public Responding to
discussions outside of our public statements as such discussions Massachuse in

could adversely affect these ongoing Investigations.

Working with regulators. Franklin Resources is working with a
number of government regulators who are looking into matters

involving frequent trading policies and practices and other industry
concerns. '

The Securities Division of the Office of the Secretary of the
Commonwealth of Massachusetts filed an administrative complaint
against Franklin Resources, Inc., and certaln of its subsldiaries,
claiming violations of the Massachusetts Uniform Securitles Act with
respect to an alleged arrangement to permit market timing (the
"Mass Proceeding”). The Company flled an answer denylng all
violatlons of the Massachusetts Act. (See QBA for more detalls and
the Filings & Releases section for our answer to the Massachusetts
complaint.)

The staff of the SEC has Informed the Company that it Intends to
recommend that the SEC authorize a civil Injunctive action against
Franklin Advisers, Inc., a subsidiary of the Company. The SEC's
investigation Is focused, on the activities that are the subject of the
Mass Proceeding described above and other instances of alleged
market timing by a limited number of third parties that ended in
2000. The Company currently believes that the charges the SEC staff
is contemplating are unwarranted.

There are dlscusslohs‘undenfvay with the SEC staff in an effort to

http://www.franklintempleton.com/retail/jsp_cm/home/MF _trading_practices.jsp 6/7/2004



4 resolve the Issues raised in their Investigation and, although there -
can be no assurance, a resolution of such issues may be reached with
the SEC staff in the coming quarter. In the three months ended
March 31, 2004, the Company recorded a charge to income of $60
million, which represents the costs that can be currently estimated . '

related to ongolng governmental investigations, proceedings and .
actions.

In addition, the Company and Its subslidiaries, as well as certain
current or former executives and employees of the Company, have
received requests for information and/or subpoenas from various
regulators to testify or produce documents. The Company and Its
current employees are providing documents and Information in
response to these requests and subpoenas.

our internal fact-finding inquiry. We support vigorous
enforcement of laws and policies regarding the trading and valuation
of mutual fund shares. We have policies intended to deter abusive
market timing and that are designed to ensure that shares of all
Franklin Templeton Investments mutual funds are valued correctly
We strictly prohibit late trading.

We take these matters very seriously, and the Company has
conducted its own Internal fact-finding inquiry with the assistance of
outside counsel to determine whether any shareholders of the funds,
Including Company employees, were permitted to engage in late
trading or in market timing transactions contrary to the policles of
the affected fund and, if so, the circumstances and persons involved.
The Company's internal inquiry regarding market timing and late
trading Is substantially complete. We have not found any late trading
problems, but we have Identified various instances of frequent
trading. (See the Our lnternal Review section of the Q&A for more
detalls.)

If.the Company finds that it bears responsibility for any unlawful or -
“inappropriate conduct that caused losses to our funds, we are
committed to making the funds or thelr shareholders whole, as
appropriate. The Company Is committed to taking all appropriate
actions to protect the Interests of our funds' shareholders.

Our commitment to shareholders. Franklin Templeton
Investments is proud to have served individual and institutional
investors for over 50 years. We are always mindful of the trust that
our shareholders and clients have placed in us, and we regard our
responsibliities to them with the utmost seriousness. As such, we are
fully committed to policies that protect the best interests of all our
shareholders worldwide, and we are committed to Improving those
policies as needed.

Over the past few months, as a firm, we have taken a number of
steps to address current Industry issues as they pertain.to our
Company, which are listed in the "Measures to Protect Shareholders
section of the Q&A.

For U.S. residents only. Terms of Use | Privacy Policy
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UNITED STATES DISTRICT COURT
DISTRICT OF MINNESOTA

John Gallus; D. Elaine Gallus; Ina Bloom; Civil No. 04-4498 (DWEF/JISM)
Alexandria Ione Faller (a/k/a Alexandria Ione
Griffin); for use and benefit of AXP New
Dimensions Fund; AXP Mutual Fund; AXP
Precious Metals Fund; AXP Equity Select
Fund; AXP Small Cap Advantage Fund; AXP
Partners Small Cap Value Fund; AXP Mid
Cap Value Fund; AXP Small Company Index
Fund; AXP High Yield Bond Fund; AXP
Managed Allocation Fund; and AXP Blue Chip
Advantage Fund,

Plaintiffs,
MEMORANDUM
V. ' : OPINION AND ORDER

American Express Financial Corporation; and
American Express Financial Advisors Inc.,

Defendants.

Karl L. Cambronne, Esq., Chestnut & Cambronne; Audrey B. Rauchway, Esq., Becky Ferrell-Anton,
Esq., Guy M. Bumns, Esq., and Jonathan S. Coleman, Esq., Johnson Pope Bokor Ruppell & Burns,
LLP; Erin M. Riley, Esq., Gretchen Freeman Cappio, Esq., Lynn Lincoln Sarko, Esq., and Michael D.
Woemer, Esq., Keller Rohrback; James C. Bradley, Esq., Michael J. Brickman, Esq., and Nina H.
Fields, Esq., Richardson Patrick Westbrook & Brickman - Charleston, counsel for Plaintiffs.

Chanel R. Dalal, Esq., John D. Donovan, Jr., Esq., and Robert A. Skinner, Esq., Ropes & Gray LLP;
Robert L. Schnell, Jr., Esq, Faegre & Benson - Minneapolis, counsel for Defendants.

Introduction
The above-entitled matter came on for hearing before the undersigned United States District
Judge on February 4, 2005, pursuant to a Motion to Dismiss brought by Defendants American Express

Financial Corporation (“AEFC”) and American Express Financial Advisors Inc. (“AEFA”) (collectively




the “Defendants™). Specifically, Defendants contend that Plaintiffs’ Complaint fails because it does not
allege facts specific to Defendants and the American Express Funds so as to meet the pleadings
standard for a claim of excessive fees and excessive distribution fees pursuant to sections 12(b) and
36(b) of the Investment Company Act of 1940 (“ICA”), 15 U.S.C.A. §§ 80a-12(b), 80a-35(b).!
Plaintiffs oppose Defendants’ motion as to each of the counts of their Complaint. For the reasons
outlined below, the Court denies Defendants’ Motion to Dismiss as to Counts I, IT, and III of Plaintiffs’
Complaint, and grants the motion as to Count [V.?
Background

Plaintiffs allege that they own an unspecified number of shares of eleven mutual funds in a family
of funds known as the American Express Funds. Defendants AEFC and AEFA serve as adviser and
distributor of the American Express Funds. Both AEFC and AEFA are based in Minneapolis,
Minnesota. Defendants provide services to the American Express Funds pursuant to agreements
approved by each Fund’s board of directors.

Under each of these agreements, the Funds pay certain fees for the services Defendants

provide to the Funds. Each Fund pays a management fee, based on a percentage of the Fund’s net

! The “American Express Funds” or “the Funds” are the AXP New Dimensions Fund,
the AXP Mutual Fund, the AXP Precious Metals Fund, the AXP Equity Select Fund, the AXP Small
Cap Advantage Fund, the AXP Partners Small Cap Value Fund, the AXP Mid Cap Value Fund, the
AXP Small Company Index Fund, the AXP High Yield Bond Fund, the AXP Managed Allocation
Fund, and the AXP Blue Chip Advantage Fund.

2 On the eve of issuing this Order, the Court was notified of the recent decision of the

United States District Court for the Northern District of California in the case of Susan Strigliabotti, et
al. v. Franklin Resources, Inc., et al., No. C04-00883 (SI) (N.D. Cal. March 7, 2005). While the
Court reviewed the Strigliabotti decision, the Strigliabotti decision played no role in this Court’s
Order,




assets, for the advisory and administrative services performed by the investment manager. The fee
compensates AEFC for its services as an investment adviser to the Fund. In addition, the fee covers
certain administrative expenses. Plaintiffs allege that the Funds’ management fees range from 0.36% to
0.91% of the Funds’ assets. Each Fund also pays a distribution fee, based on a percentage of the
Fund’s net assets, for the costs of marketing and distributing fund shares.

Plaintiffs bring their claims on behalf of the Funds pursuant to sections 12(b) and 36(b) of the
ICA, alleging that the fees charged under the Funds’ management and distribution agreements are
excessive. In Counts I and II of Plaintiffs’ Complaint, Plaintiffs allege that the advisory fees charged by
AEFC are excessive. In Count II1, Plaintiffs allege that Defendants have breached their fiduciary duties
under section 36(b) by collecting excessive distribution fees and by using the distribution fees as a
method to obtain additional compensation for their advisory services. In Count IV, Plaintiffs allege that
Defendants have failed to comply with the requirements of section 12(b).

Discussion

L. Standard of Review

In deciding a motion to dismiss, the Court must assume all facts in the Complaint to be true and
construe all reasonable inferences from those facts in the light most favorable to the complainant. See
Morton v. Becker, 793 F.2d 185, 187 (8" Cir. 1986). The Court grants a motion to dismiss only if it
is clear beyond any doubt that no relief could be granted under any set of facts consistent with the
allegations in the Complaint. See id. The Court may grant a motion to dismiss on the basis of a

dispositive issue of law. See Neitzke v. Williams, 490 U.S. 319, 326 (1989). The Court need not




resolve all questions of law in a manner which favors the complainant; rather, the Court may dismiss a
claim founded upon a legal theory which is “close but ultimately unavailing.” /d. at 327.
I1. Counts I and II - Excessive Advisory Fees

Counts I and II of Plaintiffs’ Complaint allege that AEFC charged excessive advisory fees in
violation of their obligations under section 36(b) of the ICA. Section 36(b) of the ICA imposes a
fiduciary duty on mutual fund investment advisers in connection with their receipt of fees from the funds
they manage. See 15 U.S.C. § 80a-35(b). The statute also provides that the funds’ shareholders have
a right to bring a derivative action against the adviser for alleged breaches of that fiduciary duty in
connection with the receipt of compensation. See id.

The seminal case on section 36(b) is Gartenberg v. Merrill Lynch Asset Mgmt., Inc.,
694 F.2d 923 (2d Cir. 1982). In Gartenberg, the Second Circuit held that in order to violate
section 36(b) ah “advisor-manager must charge a fee that is so disproportionately large that it bears no
reasonable relationship to the services rendered and could not have been the product of arm’s-length
bargaining.” Id. at 928. To Iﬁake this determination, a court must consider all pertinent facts, including:
(1) the nature and quality of the services provided by the adviser to the shareholders; (2) the
profitability of the mutual fund to the adviser; (3) “fall-out” benefits;’ (4) the economies of scale realized
by the adviser; (5) comparative fee structures with similar funds; and (5) the indei:aendence and

conscientiousness of the independent trustees. See id. at 928-31. The Court will consider the

3 “Fall-out” benefits are those benefits other than the advisory fees that flow to the
advisor or its affiliates as a result of the adviser’s relationship with the fund. See Levy v. Alliance
Capital Mgmt. L.P., No. 97 Civ. 4672 (DC), 1998 WL 744005 (S.D. N.Y. Oct. 26, 1998).
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arguments presented by the parties with regard to the Gartenberg factors and then make a
determination as to the sufficiency of Plaintiff’s claims.*

A. Nature and Quality of the Services

Plaintiffs assert that “the nature of the services Defendants rendered to the Funds has remained
unchanged despite dramatic growth in the assets of the Funds and advisory revenues.” (Compl. at
42)) In response, AEFC does not directly attack Plaintiffs’ assertion, but instead states that the
services it provides to the Funds have changed over the years.

B. Profitability of the Mutual Fund to the Advisor

Plaintiffs assert that AEFC’s incremental costs for providing advisory services are “nominal,”
whereas, the additional fees received by AEFC are “hugely disproportionate™ given that the services
rendered “remain the same.” (Compl. at 47.) Plaintiffs further allege that AEFC employs “inaccurate
accounting practices” to obfuscate its profitability. (/d. at 4 46.) However, AEFC asserts that the
Complaint does not state how or why revenues and costs have been misreported. AEFC also
challenges Plaintiffs’ allegation that it has been inaccurate in any of its accounting practices.

C. “Fall-Out” Benefits

Plaintiffs assert that AEFC engages in a number of business practices that result in “fall-out”

benefits for AEFC, including: soft-dollar arrangements, “kickbacks,” and securities lending

4

The parties agree that the Gartenberg case should guide this Court’s analysis of the
section 36(b) claims. This Court can find no prior adoption of the Gartenberg standard, nor any other
standard, for the analysis of these claims by the Eighth Circuit. Nonetheless, this Court has determined
that it will apply the Gartenberg test to Plaintiffs’ claims because it appears to be the test most likely to
be used by the Eighth Circuit were it required to adopt such a test.
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arrangements. (Compl. at 4 58-60.) Plaintiffs also contend that AEFC uses advisory fees collected
from the Funds’ shareholders to perform market research. Plaintiffs concede that this research benefits
the Funds; however, Plaintiffs assert that AEFC then sells this research to other clients for its own
benefit. (See id. at 9§ 61.)

Defendants contend that Plaintiffs have not made any specific factual assertions in support of
these allegations. Specifically, Defendants assert that Plaintiffs would have made it clear to the Court
and the public if they had any actual evidence of AEFC receiving “kickbacks” from third-party entities.

D. Economies of Scale

Plaintiffs allege that the Fund shareholders have failed to benefit from the economies of scale
created by the Funds’ growth. (See Compl. at § 52.) Specifically, Plaintiffs allege that the New
Dimensions fund’s assets increased from $770 million in 1990 to $16.3 billion in 2004. (See id.)
However, Plaintiffs contend that the fees as a percentage of assets for class A shares increased during
that same period from 82 to 108 basis points. (See id.) Plaintiffs assert that AEFC’s failure to reduce
fees in the face of the dramatic increase in the Funds’ assets indicates that the benefits generated by the
economies of scale have not been passed along to the Funds’ shareholders.

AEFC, on the other hand, notes that it employs a system of “break points” that pass along the
benefits generated by economies of scale to the Funds’ shareholders. “Break points” are set asset
levels that when reached by the Fund result in a decrease in the percentage fee charged to the Fund for
advisory services. AEFC asserts that the use of “break points” keeps advisory fees in line with the

services AEFC actually renders to the Funds.




E. Comparative Fee Structures with Similar Funds

Plaintiffs assert that AEFC provides the Funds with “identical” services to those provided to
AEFC’s other clients. (Compl. at § 7.) However, Plaintiffs contend that AEFC “offer{s] their services
to institutional and other clients for fees much lower than the investment advisory fees they charge the
Funds.” (/d. at 9 56.)

AEFC disputes that the services that it offers to its institutional clients are similar in breadth to
those offered to the Funds. In support of this assertion, AEFC cites Strougo v. BEA Assocs., 188 F.
Supp. 2d 373 (S.D. N.Y. 2002), in which a New York district court held that fee comparisons must be
between mutual fund clients, not between non-mutual fund institutional clients. See id. at 384.

F. Independence and Conscientiousness of the Independent Trustees

Plaintiffs allege that AEFC provided “virtually no information to the directors” regarding: (1)
the advisory fees charged to pension and other institutional clients; and (2) the economies of scale being
generated or the “fall-out” benefits AEFC was receiving. (Compl. at § 67.) Plaintiffs also allege that
“the directors rarely, if ever, question any information or recommendations provided by Defendants.”
(Id.)

AEFC challenges each of Plaintiffs’ assertions. AEFC points out that Plaintiffs do not plead
any basis for their assertions that AEFC misled the board of directors. AEFC also points to the fact
that the Complaint does not state what information the directors were not made aware of or failed to
ask.

Based on a review of the Complaint and the parties’ memoranda, the Court finds that the

factual assertions presented in Plaintiffs’ Complaint survive Defendants® Motion to Dismiss by only the



narrowest of margins. While the Court finds compelling Plaintiffs’ allegations regarding the profitability
of the Funds, the economies of scale generated by the Funds, and the “fall-out” benefits obtained by
AEFC, the Court questions the basis and veracity of other statements made within the Complaint.
Specifically, the Court questions whether Plaintiffs have even a good faith basis for their allegations that:
(1) AEFC employs “inaccurate accounting practices”; (2) AEFC accepts “kickbacks” from third
parties; and (3) AEFC provided “virtually no information to the directors” of the Funds.

In order to allay the Court’s concerns regarding the basis and veracity of these allegations,
along with the many other allegations in the Complaint that were plead upon information and belief, the
Court is limiting Plaintiffs’ ability to engage in discovery at this time. Magistrate Judge Janie S.
Mayeron will determine the parameters of this limited form of discovery with the assistance of the
parties. The circumscription by the Court of the scope of discovery is designed to create a staged
discovery process, given the Court’s view of the complaint. If AEFC wishes to file a request for leave
to file a motion for reconsideration after the initial discovery has been completed, the Court will
consider its request in light of this Order and the record as developed during discovery.

III.  Count III - Excessive Distribution Fees

Count Il of Plaintiffs’ Complaint alleges that AEFA charged excessive section 12(b)
distribution fees in violation of their obligations under section 36(b) of the ICA. As with their excessive
advisory fees claim, Plaintiffs must plead facts establishing that the fee “is so disproportionately large
that it bears no reasonable relationship to the services rendered and could not have been the product of

arm’s-length bargaining.” Gartenberg, 694 F.2d at 928.



The Court has considerable concerns about Count I of Plaintiffs’ Complaint because the
Court is unable to determine if Plaintiffs are attacking only the Funds’ distribution fee rate or if Plaintiffs
are attacking the ability of the mutual fund industry to charge existing shareholders these fees in roto.
The Court is cognizant of the fact that the idea of using existing fund assets to sell new funds has been
controversial. Neither this Court nor any other court is the appropriate forum for that discussion.
Instead, that issue is appropriately left to the legislative branch. As mentioned, Plaintiffs’ allegations can
be read in such a way as to challenge only the distribution fees charged by the Funds. The Court will
consider the allegations as such for the purposes of this motion.

Plaintiffs assert in their Complaint that the distribution fees paid by the Funds’ shareholders are
excessive and that the only purpose of these fees is to generate additional advisory fees for AEFC.
(See Compl. at §27.) Specifically, Plaintiffs allege that in 2003, the Funds’ shareholders paid
approximately $113 million in distribution fees. (See id.) Plaintiffs allege that they have received
absolutely no benefit from the payment of these fees. (See id. at § 11.) Instead, Plaintiffs contend that
the services provided in exchange for these fees have only served to benefit the Defendants. (See id. at
99 23, 25.)

Defendants assert that Plaintiffs have failed to provide a sufficient factual basis in their
Complaint to support their excessive distribution fee claim, but also make several other arguments
regarding this claim. First, Defendants challenge Plaintiffs’ assertion that engaging in “directed
brokerage” arrangements had any effect on the distribution fees. Second, Defendants contend that
section 12(b) does not require that economies of scale be reached. Defendants further contend that no

direct relationship exists between distribution fees and advisory fees. Third, Defendants point out that




the National Association of Securities Dealers has established a maximum fee for its members of .75%
per year of a fund’s assets. Defendants claim that the distribution fee for each of the Funds is set at
.25% of the Funds’ assets.

The Court finds, as it did with regard to Counts I and II of Plaintiffs’ Complaint, that the
allegations contained in Count III are sufficient to survive Defendants’ Motion to Dismiss. However,
the Court again finds that Plaintiffs should be granted only a limited form of discovery at this time. This
discovery should be focused on the distribution fees actually paid by the Funds in this case. Plaintiffs
are reminded that the Court will not hesitate to dismiss this count if it becomes clear that Plaintiffs are
attempting to use this Court to challenge the basic nature of the distribution fee system.

IV.  Count IV - Unlawful Distribution Plan

In Count [V of the Complaint, Plaintiffs contend that the directors failed to obtain adequate
information about the distribution fees when determining the rate for the distribution fees. Under section
12(b), investment company directors are held to the fiduciary standards of § 36 when they consider
whether to implement or continue a distribution plan. See Krinsk v. Fund Asset Mgmt., Inc., 654 F.
Supp. 1227, 1234 n.6 (S.D.N.Y. 1987).

The question of whether there exists a private right of action pursuant to a statute is “basically a
matter of statutory construction.” Transamerica Mortgage Advisors, Inc. v. Lewis, 444 U.S. 11, 15
(1979). Recent Supreme Court decisions have eschewed the creation of private rights of action under
the securities laws. See Krinsk, 654 F. Supp. at 1232 (citing Transamerica and Touche Ross & Co.
v. Redington, 442 U.S. 560 (1979)). However, these decisions have not eliminated private rights that

have been previously established. See id.
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Defendants assert that no private right of action exists under section 12(b), and that no court
has found an implied right of action under this section. Plaintiffs, on the other hand, contend that if this
Court engages in the traditional statutory construction analysis it will determine that an implied right of
action exists.

After reviewing the applicable case law and Plaintiffs’ Complaint, the Court finds that
Defendants are entitled to the dismissal of Count IV of Plaintiffs’ Complaint. The Court finds it telling
that no federal court has found an implied right of action under section 12(b). Further, Counts III and
IV of the Complaint are virtually identical. Plaintiffs attempt to distinguish these claims, but the Court
finds that Plaintiffs have an adequate remedy for their claim under section 36(b). Accordingly, the
Court dismisses Count I'V of Plaintiffs’ Complaint.

For the reasons stated, IT IS HEREBY ORDERED:

1. Defendants American Express Financial Corporation’s and American Express Financial
Advisors Inc.’s Motion to Dismiss (Doc. No. 29) is GRANTED IN PART and DENIED IN
PART, as follows:

a. Defendants American Express Financial Corporation’s and American

Express Financial Advisors Inc.’s Motion to Dismiss (Doc. No. 29) is DENIED as to

Counts I, I1, and [II of Plaintiffs’ Complaint.

11




b. Defendants American Express Financial Corporation’s and American
Express Financial Advisors Inc.’s Motion to Dismiss (Doc. No. 29) is GRANTED as

to Count IV of Plaintiffs’ Complaint.

Dated: March 7, 2005 s/Donovan W. Frank
DONOVAN W. FRANK
Judge of United States District Court
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Gary A. Gotto, Attorney Bar No. 007401
Ron Kilgard, Attorney Bar No. 005902
Keller Rohrback P.L.C.
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UNITED STATES DISTRICT COURT
DISTRICT OF ARIZONA

JOHN E. GALLUS, D. ELAINE
GALLUS, INA BLOOM, and
ALEXANDRIA IONE FALLER (A/K/A
ALEXANDRIA IONE GRIFFIN), for the
use and benefit of AXP NEW
DIMENSIONS FUND, AXP MUTUAL
FUND, AXP PRECIOUS METALS
FUND, AXP EQUITY SELECT FUND,
AXP SMALL CAP ADVANTAGE
FUND, AXP PARTNERS SMALL CAP
VALUE FUND, AXP MID CAP
VALUE FUND, AXP SMALL
COMPANY INDEX FUND, AXP HIGH
YIELD BOND FUND, AXP
MANAGED ALLOCATION FUND, and
AXP BLUE CHIP ADVANTAGE

CV'04 1197 PHXFIN

Case No.

COMPLAINT
UNDER INVESTMENT
COMPANY ACT OF 1940

(THIS COMPLAINT REGARDING
EXCESSIVE FEES ALLEGES NO
LATE TRADING OR MARKET
TIMING CLAIMS)




FUND,
Plaintiffs,
V.
AMERICAN EXPRESS FINANCIAL
CORPORATION, and AMERICAN
EXPRESS FINANCIAL ADVISORS
INC,,

Defendants.

COMPLAINT

Plaintiffs John E. Gallus, D. Elaine Gallus, Ina Bloom, and Alexandria Ione
Faller (A/K/A Alexandria Ione Griffin), for the use and benefit of the AXP New
Dimensions Fund, AXP Strategy Aggressive Fund, AXP Mutual Fund, AXP
Precious Metals Fund, AXP Equity Select Fund, AXP Small Cap Advantage Fund,
AXP Partners Small Cap Value Fund, AXP Mid Cap Value Fund, AXP Small
Company Index Fund, AXP High Yield Bond Fund, AXP Managed Allocation
Fund, and AXP Blue Chip Advantage Fund, sue Defendants American Express
Financial Corporation (“AEFC”) and American Express Financial Advisors Inc.,
and allege:

I. JURISDICTION AND VENUE
1. This shareholder action is brought by Plaintiffs on behalf of AXP

New Dimensions Fund, AXP Cap Resource, AXP Managed Fund, AXP Mutual




Fund, AXP Precious Metals Fund, AXP Equity Select Fund, AXP Small Cap
Advantage Fund, AXP Partners Small Cap Value Fund, AXP Mid Cap Value
Fund, AXP Small Company Index Fund, AXP High Yield Bond Fund, AXP
Managed Allocation Fund, and AXP Blue Chip Advantage Fund (collectively, the
“Funds”) pursuant to §§ 36(b) and 12(b) of the Investment Company Act of 1940
(“ICA”™), as amended, 15 U.S.C. §§ 80a-35(b) and 80a-12(b).

2. This Court has subject matter jurisdiction pursuant to 15 U.S.C. §
80a-43, 15 U.S.C. § 80a-35(b)(5), and 28 U.S.C. § 1331.

3. Venue is proper in this judicial district pursuant to 15 U.S.C. § 80a-
43 and 28 U.S.C. § 1391(b)(2)-(3). Defendants are inhabitants of or transact
business in this district, a substantial part of the events or omissions that give rise

to Plaintiffs’ claims occurred in this district, and Defendants may be found in this

district. .
4. All conditions precedent have been performed or have occurred.
II. BACKGROUND
5. Plaintiffs are shareholders in various open-end registered investment

companies, or mutual funds, created, sold, advised, and managed with other funds
as part of a fund family or complex by Defendants (the “Fund Complex”).

Defendants, as the underwriters, distributors, advisors, and control persons of the



Funds, owe fiduciary and other duties to Plaintiffs and to all shareholders of the
funds in the Fund Complex.

6. Plaintiffs and other shareholders of the Funds pay Defendants fees
for providing pure investment advisory services and administrative services.
These fees are based on a percentage of the net assets of each of the Funds. In the
case of the AXP New Dimensions Fund, Defendants pay separate fees for the pure
investment advisory services and the administrative services. On information and
belief, Defendants pay separate fees for the pure investment advisory services and
the administrative services for the other Funds as well.

7. The pure investment advisory services Defendants provide to the
Funds are identical to the investment advisory services Defendants or their
affiliates provide to other clients, such as institutional clients, and entail identical
costs. In fact, the cost of advisors, anal;/sts, research data, the physical plant, and
other aspects of Defendants’ investment advisory services are shared between the
mutual funds and the other clients.

8. The AXP New Dimensions Fund is an actively managed growth
fund, meaning the manager seeks select portfolio securities to provide
shareholders with long-term growth of capital. In 2003, New Dimensions fund

shareholders paid a management fee of .61 percent per year. As of December 31,



2003, the fund held assets of approximately $17.61 billion, meaning that the
advisory fee costs approximated $107 million for the year then ended.

9. As of March 31, 2004, AXP Mutual held assets of over $1.56
billion, with a management fee of .47 percent. AXP Precious Metals had a
management fee of .84 percent charged against assets of $82 million as of March
31, 2004. AXP Equity Select held assets of more than $2.1 billion as of December
31, 2003 and featured a management fee of .60 percent. AXP Small Cap
Advantage had assets as of March 31, 2004 of more than $870 million and a
management fee of .79 percent. As of March 31, 2004, AXP Partners Small Cap
Value had assets of more than $1 billion and featured a management fee of .91
percent. AXP Mid Cap Value had a management fee of .64 percent which was
assessed against assets of more than $340 million as of March 31, 2004. With
assets exceeding $1.2 million as of March 31, 2004, AXP Small Corhpany Index
featured a management fee of .36 percent. As of March 31, 2004, AXP High
Yield Bond A had assets of more than $2.7 billion and featured a management fee
of .58 percent. AXP Managed Allocation charged a management fee of .51
percent against assets of more than $1 billion as of March 31, 2004. AXP Blue
Chip Advantage had assets of more than $1.5 billion as of March 31, 2004 and a
management fee of .48 percent.

10.  In 2003, management fees for the Funds exceeded $173 million.




11.  Defendants also charge distribution fees for marketing, selling, and
distributing mutual fund shares to new shareholders pursuant to distribution plans
that Defendants have adopted with respect to the Funds pursuant to Rule 12b-1, 17
C.F.R. § 270.12b-1 (“Distribution Plans”). The distribution fees are based on a
percentage of the net assets of each of the Funds. Defendants purportedly collect
these fees in order to grow or stabilize the assets of the Funds so that the Funds
can benefit from economies of scale through reduced advisory fees.

Section 36(b) of the Investment Company ;&ct of 1940

12.  In 1940, Congress enacted the Investment Company Act of 1940, 15
U.S.C. § 80a-] et seq. (the “ICA”). The ICA was designed to regulate and curb
abuses in the mutual fund industry and to create standards of care applicable to
investment advisors such as Defendants. In the 1960s, it became clear to Congress
that investment advisors to equity mutual funds were gouging those funds with
excessive fees, particularly by not taking economies of scale into account. As a
result, § 36(b), 15 U.S.C., § 80a-35(b), was added to the ICA in 1970, which
created a federal cause of action for breach of fiduciary duty.

13.  Section 36(b) provides in pertinent part:

[T]he 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. An action



may be brought under this subsection by the Commission, or
by a security holder of such registered investment company
on behalf of such company, against such investment advisers,
or an affiliated person of such investment advisor, or any
other person enumerated in subsection (a) of this section who
has a fiduciary duty concerning such compensation or
payments, for breach of fiduciary duty in respect to such
compensation or payments paid by such registered investment
company or by the security holders thereof to such investment
adviser or person. . . .

14.  The Funds are mutual funds in the American Express family of
mutual funds. The American Express family consists of 73 funds with more than
$66 billion in assets under management. The funds provide investors with a wide
spectrum of investment options, including growth, growth and income, income,
international, tax-free income, sector, and index choices. American Express funds
trace their history back to the birth of the mutual fund in 1940. Today, with offices
in Minneapolis, Hong Kong, Tokyo, Singapore and London, Defendant AEFC, the
investment manager for New Dimensions and the other American Express Funds,
owns, manages or administers with its affiliates approximately $300 billion in
assets.  Defendant American Express Financial Advisors, Inc. performs
distribution services for individuals and businesses through its nationwide network
of more than 3,700 registered branch offices and more than 10,200 financial

advisors. Defendant AEFC is a wholly owned subsidiary of American Express

Company.



15.  While the American Express family of mutual funds has grown
dramatically in size since the Fund Complex’s founding in 1940 as part of the
Investors Diversified Services group of companies, the nature of the services
rendered by the funds’ investment adviser and distributor has changed little.
Indeed, advances in computing and communication technologies in the past sixty
years have resulted in exponential efficiencies that have dramatically reduced the
costs of servicing mutual funds in ways Congress could not have imagined when it
enacted ICA § 36(b). Nonetheless, the distribution and advisory fees paid to
Defendants and their IDS predecessors have grown dramatically. As a result, the
advisory fees paid to Defendants (and accepted by them in violation of their
statutory fiduciary duties) are disproportionately large in relationship to the
services rendered to Plaintiffs.

16. In addition, Defendants, in violation of their fiduciary duties to
Plaintiffs, have retained excess profits resulting from economies of scale. These
economies of scale are a product of the dramatic growth in assets managed by
Defendants, caused in part by marketing programs paid for with the distribution
fees charged to Plaintiffs and in part by Defendants’ ability to provide the identical
investment advisory services they provide Plaintiffs to other clients at little or no
additional cost. The excess profits resulting from these economies of scale belong

to Plaintiffs and the other shareholders of the Funds.



17.  The fees paid to Defendants are ostensibly approved by the Funds’
boards of directors. A majority of the Funds’ boards are comprised of statutorily
presumed “disinterested” directors as that term is defined in § 10 of the ICA.
Regardless of whether these presumably “disinterested” directors meet the
requirements of § 10 of the ICA, there is a lack of conscientiousness by the
directors in reviewing the advisory and distribution fees paid by each of the Funds.
In addition, even if statutorily disinterested, the directors are in all practical
respects dominated and unduly influenced by Defendants in reviewing the fees
paid by Plaintiffs and other shareholders of the Funds. In particular, Defendants
do not provide the directors with sufficient information for the directors to fulfill
their obligations, a factor supporting a finding that Defendants have breached their
fiduciary duties.

18.  Although the fees challenged in this lawsuit may appear to the Court
to be very small on a shareholder-by-shareholder basis, they cause a dramatic
decrease in Plaintiffs’ investment returns over time. Arthur Levin, past Chairman
of the Securities and Exchange Commission (“SEC™), was critical of what he
called the “tyranny of compounding high costs™:

Instinct tells me that many investors would be shocked to know how

seemingly small fees can over time, create such drastic erosion in

returns. ... In the years ahead, what will mutual fund investors say if

they realize too late their returns have fallen hard under the weight
of compounding fees?



Arthur Levitt, Jr., Inaugural address: Costs Paid with Other People’s Money,
Address at Fordham University School of Law (Nov. 3, 2000), in 6 Fordham J.
Corp. & Fin. L. 261, 267 (2001).

Rule 12b-1 Distribution Plans

19.  Prior to 1980, the use of fund assets (which are owned by the
shareholders) to sell new fund shares was prohibited. The SEC had historically
been reluctant to allow fund advisers to charge their shareholders for selling shares
to others:

[T]he cost of selling and purchasing mutual fund shares should be

borne by the investors who purchase them and thus presumably

receive the benefits of the investment, and not, even in part, by the

existing shareholders of the fund who often derive little or no benefit

from the sale of new shares.

Statement on the Future Structure of the Securities Markets, [Feb. 1972] Sec. Reg.
& L. Rep. (BNA) No. 137 pt. II, at 7.

20.  After intense lobbying by the mutual fund industry, the Commission
agreed to consider modifying its objections to ‘allow current fund shareholders to
pay distribution expenses. In early comment letters and in proxy statements
proposing adoption of plans of distribution, the mutual fund industry argued that
adding assets to an existing mutual fund would create economies of scale that

would allow the advisers to provide the same quality and nature of services to

mutual fund shareholders at dramatically lower costs.
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21.  Accepting the mutual fund industry’s argument that a growth in
assets would lead to a quid pro quo reduction in advisory fees and other expenses,
the Commission tentatively approved Rule 12b-I, 17 C.F.R. § 270.12b-1.
However, numerous conditions were attached to the use of fund assets to pay
distribution expenses. For example, the Commission wanted to be certain that
investment advisers would not “extract additional compensation for advisory
services by excessive distributions under a 12b-1 plan.” Meyer v. Oppenheimer
Management Corp., 895 F.2d 861, 866 (2d Cir. 1990). Unfortunately, that is
precisely what Defendants have done: extracted additional compensation for their
retail advisory services by causing Plaintiffs and other shareholders to pay
Defendants’ marketing expenses to acquire new shareholders so that these new
shareholders could pay additional advisory fees to Defendants. Under this regime,
Defendants get the financial benefit, while Plaintiffs bear the financial burden.

22.  Defendants have adopted 12b-1 Distribution Plans for the Funds.
These Distribution Plans must be reviewed annually by the Funds’ directors. In
particular, the directors must “request and evaluate . . . such information as may
reasonably be necessary to an informed decision of whether such plan should be
implemented or continued.” 17 C.F.R. § 270.12b-1(d). In addition, minutes must
be maintained to record all aspects of the directors’ deliberation, and the directors

must conclude “in light of their fiduciary duties under state law and under Sections
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36(a) and (b) of the ICA, that there is a reasonable likelihood that the Distribution
Plans will benefit the company and its shareholders.” 17 C.F.R. § 270.12b-l(e).
23.  Despite the dramatic growth in assets managed by Defendants, both
the advisory and distribution fees charged by Defendants have grown, both in
terms of whole dollars and as a percentage of assets. For example, between 1999
and 2003, as assets in the New Dimensions Fund climbed from $11.7 billion to
$17.6 billion, the 12b-1 fee soared from 0.02 percent to 0.36 percent — an 18-fold
increase in 12b-1 fees, despite a dramatic increase in the size of the Fund. The
increasing size of Fund assets, combined with a skyrocketing 12b-1 fee,
represented a gain to Defendants of more than $61 million. Moreover, despite the
$6 billion growth in assets of the Fund from 1999 to 2003, the New Dimensions
advisory fee ballooned from .52 percent to .61 percent over the same time period,
representing an increase to Defendants of $46 million. That New Dimensions’
asset growth was greeted with a higher, not lower, advisory fee demonstrates that
12b-1 fee assessments have not led to lower costs for fund shareholders, only to
higher fee pay-outs to the fund advisor. Accordingly, the Distribution Plans have
produced little or no economies-of-scale benefits to the shareholders of the New
Dimensions and other Funds. Rather, the Distribution Plans have served only
Defendants, just as the Commission feared when it found that “the use of mutual

fund assets to finance distribution activities would benefit mainly the management
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of a mutual fund rather than its shareholders, and therefore that such use of fund
assets should not be permitted.” Bearing of Distribution Expenses by Mutual
Funds, Investment Company Act Release No. 9915, 1977 SEC LEXIS 943 (Aug.
31, 1977). As such, the Distribution Plans violate the intent and purpose of Rule
12b-1 and are entirely a waste of the Funds’ assets.

24.  Furthermore, the distribution fees are based on the net asset value of
the Funds and not on the distribution activity, if any, by Defendants, such as
number of shares sold. Accordingly, in addition to failing to benefit Plaintiffs and
other shareholders, the Distribution Plans have extracted additional compensation
for advisory services to Defendants, thereby fesulting in excessive fees paid to
them. For example, any portion of the fees paid to Defendants that are derived
from market increases in the net asset value of the fund, rather than any
distribution activity by Defendants, constitutes additional and excessive
compensation for advisory services.

25.  Despite the fact that Plaintiffs and the other shareholders of the
Funds have enjoyed no benefits from the Distribution Plans, even though they
contributed to the growth of fund assets by paying distribution fees, and despite
the fact that the Distribution Plans have allowed Defendants to extract additional

and excessive compensation from Plaintiffs and the other shareholders of the
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Funds, the directors of the Funds have continued to approve, year after year,
continuation of the Distribution Plans in violation of both Rule 12b-1 and § 36(b).

26. A recent report written by Lori Walsh, financial economist at the
S.E.C., studied “whether shareholders do, in fact, reap the benefits of 12b-1

plans.” It states:

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. . . .

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. . . .

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. .

Fund advisers use shareholder money to pay for asset
growth from which the adviser is the primary beneficiary
through the collection of higher fees.

27.  Nevertheless, despite the fact that a financial economist at the S.E.C.
confirms that shareholders reap no benefits from 12b-1 plans, and that 12b-1 fees
are “not an efficient use of shareholder assets,” the directors of the Funds

repeatedly have approved the Distribution Plans in violation of their duties under
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sections 12 and 12b-1 both to the Funds and to their shareholders, including
plaintiffs. In 2003 alone, 12b-1 fees cost shareholders of the Funds approximately
$113 million.
Nature of Claims

28. In this action, Plaintiffs seeks to rescind the investment advisory
agreements and Distribution Plans and to recover the total fees charged by
Defendants or, alternatively, to recover the excess profits resulting from
economies of scale wrongfully retained by Defendants and to recover other
excessive compensation received by, or improper payments wrongfully retained
by, Defendants in breach of their fiduciary duty under the ICA § 36(b), 15 U.S.C.
§ 80a-35(b). Because the conduct complained of herein is continuing in nature,
Plaintiffs seek recovery for a period commencing at the earliest date in light of any
applicable statute of limitations through the date of final judgment after trial.

29. No pre-suit demand on the board of directors of the Funds is
required, as the requirements of F.R.C.P. 23.1 do not apply to actions under §
36(b) of the ICA. Daily Income Fund v. Fox, 464 U.S. 523 (1984). |

30. Plaintiffs do not allege or seek relief for any claims based upon

improper market timing or late trading activity involving the Funds.
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II. PARTIES
31. Plaintiff John E. Gallus is a resident of Tomball, Texas and a
shareholder at all relevant times of the following American Express Funds:

AXP Precious Metals Fund,

AXP Equity Select Fund,

AXP New Dimensions Fund,

AXP Small Cap Advantage Fund,
AXP Partners Small Cap Value Fund,
AXP Mid Cap Value Fund,

AXP Small Company Index Fund, and
e AXP High Yield Bond Fund.

32.  Plaintiff D. Elaine Gallus is a resident of Tomball, Texas and a
shareholder at all relevant times of the following American Express Funds:

AXP Precious Metals Fund,

AXP Equity Select Fund,

AXP New Dimensions Fund,

AXP Small Cap Advantage Fund,
AXP Partners Small Cap Value Fund,
AXP Mid Cap Value Fund,

AXP Small Company Index Fund,
AXP High Yield Bond Fund,

AXP Managed Allocation Fund, and
Blue Chip Advantage Fund.

33.  Plaintiff Ina Bloom is a resident of Sun City, Arizona and a
shareholder at all relevant times of the AXP New Dimensions Fund.
34.  Plaintiff Alexandria Ione Faller is a resident of Phoenix, Arizona and

a shareholder at all relevant times of AXP Mutual Fund.
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35.  The above-named Funds are registered investment companies under
the Investment Company Act of 1940.

36. Defendant American Express Financial Corporation is a Delaware
corporation and a registered investment adviser under the Investment Company
Act of 1940. AEFC is a wholly-owned subsidiary of the American Express
Company.

37.  AEFC is currently the investment advisor to the Funds.

38.  Defendant American Express Financial Advisors, Inc. is a Delaware
corporation, a registered broker/dealer, and the distributor and principal
underwriter to the Funds.

III. GENERAL ALLEGATIONS

39.  The test for determining whether compensation paid to Defendants
violates § 36(b) is “essentially whether the fee schedule represents a charge within
the range of what would have been negotiated at arm’s-length in the light of all of
the surrounding circumstances.” Gartenberg v. Merrill Lynch Asset Management,
Inc., 694 F.2d 923, 928 (2d Cir. 1982). In order to violate § 36(b), “the advisor-
manager must charge a fee that is so disproportionately large that it bears no
reasonable relationship to the services rendered and could not have been the

product of arm’s-length bargaining.” /d.
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40. In applying this test, all pertinent facts must be weighed in
determining whether a fee or other compensation violates § 36(b). The
Gartenberg court specifically identified six factors (a portion of “all pertinent
facts”) to be considered in determining whether a fee is so disproportionately large
that it bears no reasonable relationship to the services rendered. These factors
include: (1) the nature and quality of the services rendered; (2) the profitability of
the funds to the advisor/manager; (3) economies of scale; (4) comparative fee
structures; (5) fallout benefits (i.e. indirect profits to the advisor/manager resulting
from the existence of the funds); and (6) the care and conscientiousness of the
directors. A review of these factors, and the facts in this case, demonstrates that
the fees charged by Defendants to the Funds violate § 36(b).

(1) The Nature and Quality of the Services Provided to the Funds

41.  The nature of the investment advisory services provided to the Funds
is straightforward: Defendants buy and sell, at their discretion, stocks, bonds, and
other securities for the Funds. This is precisely the same service provided to
Defendants’ institutional and other clients (albeit at a dramatically lower coét).

42.  On information and belief, the materials provided by Defendants to
the directors of the Funds establish that the nature of the services Defendants
rendered to the Funds has remained unchanged despite dramatic growth in the

assets of the Funds and advisory revenues.
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43.  Despite the fact that the Funds receive identical investment advisory
services as Defendants’ institutional and other investors, upon information and
belief, Plaintiffs pay Defendants dramatically higher fees because these fees are
not negotiated at arm’s length as they are with the institutional and other clients.
This disparity in fees evinces Defendants’ willingness and determination to prefer
their own financial interests to the interests of the Funds and the shareholders of
the Funds.

44.  Upon information and belief, Defendants repeatedly put their own
financial interests ahead of the interests of the Funds and the shareholders of the
Funds by participating in arrangements and schemes that benefit Defendants at the
expense of the Funds and the shareholders of the Funds. The cost of this conflict
of interest, which does not exist in the case of the arm’s-length relationships with
institutional clients, is manifest not only in higher fees, but in other losses and
expenses borne by the Funds and the shareholders of the Funds. These losses and
expenses directly impact the quality of the investment ad?isory services
Defendants provide to the Funds.

45. Upon information and belief, another example of Defendants’
willingness and determination to prefer their own financial interests to the interests
of the Funds and shareholders of the Funds is Defendants’ involvement in illegal

uses of fund assets to attract additional business. One example of such illegal use
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of Fund assets is where Defendants use 12b-1 fees provided by the retail fund
shareholders to attract non-retail clients that benefit from certain considerations
(such as fee rebates) at the expense of the retail fund shareholders. Another
example is where Defendants use Fund assets, in violation of Rule 12b-1, to
participate in pay-to-play schemes. For instance, pursuant to an arrangement
commonly referred to as “directed brokerage,” Defendants direct the Funds’
brokerage business to brokerage firms and pay them above-market rates to
promote Defendants’ mutual funds over other funds sold by the brokerage firms.
(2) The Profitability of the Fund to the Adviser/Manager

46.  “[T]he ‘profitability of the fund to the adviser’ [must] be studied in
order that the price paid by the fund to its adviser be equivalent to ‘the product of
arm’s-length bargaining.”” See John P. Freeman & Stewart L. Brown, Mutual
Fund Advisory Fees: The Cost of Conflicts of Interest, 26 J. Corp L. 610, 661
(2001) (the “Freeman & Brown Study”) (citing Gartenberg) [Ex. 1]. The
profitability of a fund to an adviser-manager is a function of revenues minus the
costs of providing services. However, upon information and belief, Defendants’
reporting of their revenue and costs is intended to, and does, obfuscate
Defendants’ true profitability. For instance, upon information and belief,
Defendants employ inaccurate accounting practices in their financial reporting,

including arbitrary and unreasonable cost allocations.
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47. Defendants’ true profitability can be determined on either an
incremental basis or a full-cost basis. Defendants’ incremental costs of providing
advisory services to Plaintiffs are nominal while the additional fees received by
Defendants are hugely disproportionate given that the nature, quality, and level of
the services remain the same. On information and belief, a review of Defendants’
full costs of providing advisory services will also demonstrate the enormous
profitability to Defendants of managing the Funds.

(3) Economies of Scale

48.  The existence of economies of scale in the mutual fund industry has
been recently confirmed by both the SEC and the Governmental Accounting
Office (the “GAO”). Both conducted in-depth studies of mutual fund fees in
2000, and both concluded that economies of scale exist in the provision of
advisory services. See SEC Division of Investment Management: Report on
Mutual Fund Fees and Expenses (Dec. 2000) (“SEC Report™), at 30-31 [Ex. 2];
GAO, Report on Mutual Fund Fees to the Chairman, Subcommittee on Finance
and Hazardous Materials; and the Ranking Member, Committee on Commerce,
House of Representatives (June 2000) (“GAO Report™), at 9 [Ex. 3].

49.  In addition, the most signiﬁéant academic research undertaken since
the Wharton School study in the 1960s establishes the existence of economies of

scale that are not being passed along to mutual fund shareholders in violation of
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Defendants’ duty to do so under § 36(b) and Rule 12b-1. See Freeman & Brown
Study” [Ex. 1]. As the Freeman & Brown Study noted: “The existence of
economies of scale has been admitted in SEC filings made by fund managers and
is implicit in the industry’s frequent use of fee rates that decrease as assets under
management increase. Fund industry investment managers are prone to cite
economies of scale as justification for business combinations.” Id. at 620 [Ex. 1].

50. These economies of scale exist not only fund by fund but also exist
with respect to an entire fund complex and even with respect to an investment
advisor’s entire scope of operations, including services provided to institutional
and other clients. See Freeman & Brown Study at 621 n.62 (quoting Victoria E.
Schonfeld & Thomas M.J. Kerwin, Organization of a Mutual Fund, 49 Bus. Law
107 (1993)) [Ex. 1].

51.  The clearest example of economies of scale occurs when total assets
under management increase due purely to market forces (without the institution of
new advisory relationships or new asset gathering). In such instances, as the GAO
confirms, it is possible for the advisor to service the additional assets with zero
additional costs. See GAO Report at 9 (noting that growth from portfolio
appreciation is unaccompanied by costs) [Ex. 3]. In other words, an investment
advisor can advise a fund that doubles in size purely because of market forces with

no increased costs because the services are unchanged. See GAO Report at 9 [Ex.
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3]; Freeman & Brown Study at 619 n.43, 621 (noting that investment advisors
have benefited by garnering “increased fees from the general increase in market
prices with no commensurate efforts on their part” and also noting that as much as
64 percent of mutual fund asset growth has come from appreciation of portfolio
securities, which, unlike growth from share sales to new investors, is costless)
[Ex. 1].

52.  New Dimensions fund shareholders have failed to benefit from
economies of scale. In 1990, the New Dimensions fund had assets of $770 million
and an expense ratio of .82 percent, meaning the annual cost of running the fund
was around $6.3 million. The maximum sales load for fund sales was 5 percent.
Over the last 14 years, New Dimension’s assets under management have grown to
around $16.3 billion, a growth of more than 2100 percent in asset size. However,
this phenomenal growth in mutual fund assets not only produced no economies of
scale for shareholders, but fees actually increased faster than the growth in assets.
Annual fees for class A shares went from $6.3 million in 1993 to around $171
million in 2004. Fees as a percentage of assets for class A shares increased from
82 basis points in 1990 to 108 basis points in 2004. The front-end sales load for
fund shares also increaséd, moving from 5.0 percent to 5.75 percent since 1990.

The foregoing figures make a mockery of the concept of economies of scale.
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53.  The economies of scale enjbyed by Defendants with respect to the
Funds have not been shared with Plaintiffs as required by § 36(b) and Rule 12b-1.
As a result, the fees paid to Defendants for advisory services provided to the
Funds are grossly disproportionate to those services, are excessive, and violate §
36(b).

(4) Comparative Fee Structures

54.  The fees advisors receive from mutual funds for investment advisory
services are directly comparable to, though much higher than, the fees advisors
receive from other clients for the identical services. As the Freeman & Brown
Study noted: “None of the leading advisory fee cases involved equity funds, and
hence, none of the courts were confronted directly with the strong analogies that
can be drawn between equity advisory services in the fund industry as compared
to the pension field where prices are notably lower.” Freeman & Brown Study at
653 [Ex. 1]. While a “manager may encounter different levels of fixed and
variable research costs depending on the type of the portfolio, . . . the fundamental
management process is essentially the same for large and small portfolios, as well
as for pension funds and mutual funds. The portfolio owner’s identity (pension
fund versus mutual fund) should not logically provide a reason for portfolio
management costs being higher or lower.” Freeman & Brown Study at 627-28

[Ex. 1]. Indeed, “a mutual fund, as an entity, actually is an institutional investor.
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When it comes to fee discrepancies, the difference between funds and other
institutional investors does not turn on ‘institutional status,’ it tums on self-dealing

and conflict of interest” Freeman & Brown Study at 629 n93 [Ex. 1].

<

Accordingly, the “‘apples-to-apples’ fee comparisons between equity pension

managers and equity fund managers can be most difficult and embarrassing for
those selling advice to mutual funds.” Freeman & Brown Study at 671-72 [Ex. 1].

55.  More recently, New York Attorney General Eliot Spitzer surveyed
two fund complexes and confirmed the existence of massive over-charging of fund
advisory fees. Specifically, Mr. Spitzer testified before a Senate Subcommittee on
January 27, 2004, as follows:

Putnam’s mutual fund investors were charged 40 percent
more for advisory services than Putnam’s institutional investors. In
dollar terms, what this fee disparity means is that in 2002 Putnam
mutual fund investors paid $290 million more in advisory fees than
they would have paid had they been charged the rate given to
Putnam’s institutional clients, and these are for identical services.

There was a similar disparity in the advisory fees charged by
Alliance.  Once again, mutual fund investors were charged
significantly higher advisory fees than institutional investors..
Specifically, Alliance’s mutual fund investors paid advisory fees that
were twice those paid by institutional investors. In dollar terms, this
means that Alliance investors paid more than $200 million more in
advisory fees than they would have paid had they been charged the
rate given to Alliance’s institutional clients.

56.  On information and belief, the shareholders of the Funds at issue

here are plagued by the same discriminatory over-charging by Defendants as the
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shareholders of the funds mentioned by Mr. Spitzer in his Senate testimony. A
number of relevant comparative fee structures clearly establish that Defendants are
charging advisory fees to the Funds that are disproportionate to the value of the
services rendered. The Defendants and their affiliates routinely offer their services
to institutional and other clients for fees much lower than the investment advisory
fees they charge the Funds.

(5) Fallout Benefits

57. Defendants indirectly profit because of the existence of the Funds
through fallout benefits. Obvious, but difficult to quantify fallout benefits include
the attraction of new customers, cross selling related funds to current customers,
and other benefits associated generally with the development of goodwill and the
growth in assets of the Funds.

58.  Other, easier to quantify, benefits include “soft dollars” payable
from broker-dealers. Essentially, “soft dollars” are credits furnished to Defendants
from broker-dealers and other securities-industry firms in exchange for routing the
Funds’ securities transaction orders and other business to paying firms. These
soft-dollar credits should be used to purchase research and other goods or services
that benefit the shareholders of the Funds. On information and belief, however,
the soft-dollar arrangements benefit Defendants and result in increased costs to the

shareholders of the Funds with little to no corresponding benefits to the
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shareholders of the Funds. On information and belief, the soft dollar arrangements
are concealed from the shareholders of the Funds in breach of Defendants’
fiduciary duty.

59. On information and belief, Defendants also receive “kickbacks,”
either directly or indirectly, as transfer agency and custodian fees grow due to
increases in the assets of the Funds and the number of shareholders.

60. On information and belief, Defendants receive further fallout
benefits from securities lending arrangements. Essentially, Defendants loan out
the securities of the Funds and receive compensation as the lending agents of the
Funds.

61. A highly profitable fallout benefit to Defendants is the ability to sell
investment advisory services paid for by the Funds at virtually no additional cost.
Much like computer software, once the investment research and resulting
recommendations are paid for, that research and those recommendations may be
sold to other clients at virtually no cost whatsoever to Defendants. Without
payment by Plaintiffs and other shareholders of the Funds of millions of dollars in
advisory and distribution fees (especially distribution fees that are nothing more
than a means to extract additional compensation for advisory services),
Defendants would have to pay to conduct that research independently in order to

provide investment advisory services to other clients, including institutional
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clients. This is a natural byproduct of the extraordinary economies of scale
inherent in the investment advisory business. However, although Plaintiffs and
other shareholders of the Funds pay all of the costs associatc;d with the investment
advisory services, Defendants resell these services to third parties without
compensating Plaintiffs through reduced fees or in any other way.

62. On information and belief, Defendants do not provide sufficient
information regarding the existence and extent of these and other fallout benefits
to the shareholders of the Funds or to the Funds’ directors. The directors are thus
unable to quantify or even meaningfully consider the benefits. Plaintiffs and other
shareholders of the Funds have paid for these benefits and are entitled to
compensation in the form of reduced advisory fees and the elimination of
distribution fees.

(6) The Independence and Conscientiousness of the Directors

63. At least 40 percent of the Funds’ directors must be “disinterested” as
defined in § 10 of the ICA. As the GAO Report noted, the structure of most
mutual funds embodies a potential conflict of interest between the fund’s
shareholders and its adviser. This conflict arises because the fees paid by the
shareholders represent revenue to the adviser. The United States Supreme Court

has stated that the disinterested-director requirement is “the cornerstone of the
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ICA’s efforts to control” this conflict of interest. Burks v. Lasker, 441 U.S. 471
(1979).

64.  The disinterested directors are supposed to serve as “watchdogs” for
the shareholders of the Funds. As such, the disinterested directors have primary
responsibility for, among many other things, negotiating and approving all
contracts and agreements with Defendants and reviewing the reasonableness of the
advisory and distribution fees received by Defendants. Accordingly, as noted by
the GAO, the directors are expected to review, among other things, the advisor’s
costs, whether fees have been reduced when the Funds’ assets have grown, and the
fees charged for similar services. See GAO Report at 14 [Ex. 3]. These
responsibilities are intensive, requiring the directors to rely on information
provided by Defendants. Defendants, in turn, have a fiduciary duty to provide all
information reasonably necessary for the directors to perform their obligations.
See 15 US.C., § 80a-15(c); 17 C.F.R. § 270.12b-1.

65. The ICA contains a presumption that the disinterested directors are
in fact disinterested. However, the lack of conscientiousness of even disinterested
directors in reviewing the fees paid by the Funds, the lack of adequate information
provided to the directorfs in connection with their approvals of the advisory
agreements and Distribution Plans, and the control of management over the

directors in reviewing the fees paid by the Funds are not presumed but, rather, are
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important factors recognized in the Gartenberg line of cases in determining
whether Defendants have breached their fiduciary duties. In addition, the SEC has
specifically recognized that even disinterested directors may not be independent
but, rather, may be subject to domination or undue influence by a fund’s
investment adviser. For example, the SEC has stated that “disinterested directors
should not be entrusted with a decision on use of fund assets for distribution
without receiving the benefit of measures designed to enhance their ability to act

”»

independently.” Bearing of Distribution Expenses by Mutual Funds, Investment

Co. Act Rel. No. 11414, 1980 SEC LEXIS 444 at *36 (Oct. 28, 1980).

66. Two noteworthy industry insiders have commented on the general failure of
mutual fund boards to fulfill their responsibilities under the ICA. Jack Bogle,
founder of the Vanguard Group, made the following comment:

Well, fund directors are, or at least to a very major
extent, sort of a bad joke. They've watched industry fees
go up year after year, they've added 12b-1 fees. I think
they've forgotten, maybe they've never been told, that the
law, the Investment Company Act, says they're required
to put the interest of the fund shareholders ahead of the
interest of the fund adviser. It's simply impossible for
me to see how they could have ever measured up to that
mandate, or are measuring up to it.

Warren Buffett, famous investor and chairman of Berkshire Hathaway, made the
following comment, which was recently quoted by a United States District Court:

[ think independent directors have been anything but
independent. The Investment Company Act, in 1940,
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made these provisions for independent directors on the
theory that they would be the watchdogs for all these
people pooling their money. The behavior of
independent directors in aggregate since 1940 has been
to rubber stamp every deal that's come along from
management—whether management was good, bad, or
indifferent. Not negotiate for fee reductions and so on.
A long time ago, an attorney said that in selecting
directors, the management companies were looking for
Cocker Spaniels and not Dobermans. I’d say they found
a lot of Cocker Spaniels out there.

Strougo v. BEA Assoc., 188 F. Supp.2d 373, 383 (S.D.N.Y. 2002) (citation
omitted). Mr. Buffett has also stated, in his letter to shareholders in the 2002
Berkshire Hathaway, Inc. annual report:

[A] monkey will type out a Shakespeare play before an
“independent” mutual-fund director will suggest that his
fund look at other managers, even if the incumbent
manager has  persistently delivered substandard
performance. When they are handling their own money,
of course, directors will look to alternative advisors — but
1t never enters their minds to do so when they are acting as
fiduciaries for others. . . . Investment company directors
have failed as well in negotiating management fees . . . .
If you or I were empowered, I can assure you that we
could easily negotiate materially lower management fees
with the incumbent managers of most mutual funds. And,
believe me, if directors were promised a portion of any fee
savings they realized, the skies would be filled with
falling fees. Under the current system, though, reductions
mean nothing to “independent” directors while meaning
everything to managers. So guess who wins? . . . [[]n
stepping up to [their] all-important responsibilities, tens of
thousands of “independent” directors, over more than six
decades, have failed miserably. (They've succeeded,
however, in taking care of themselves; their fees from
serving on multiple boards of a single “family” of funds
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often run well into six figures.) 2002 Berkshire
Hathaway, Inc. Annual Report to Shareholders, p. 17 — 18.

67.  As part of their scheme to receive excessive fees, Defendants did not
keep the directors fully informed regarding all material facts and aspects of their
fees and other compensation, and the directors failed to insist upon adequate
information. For example:

a. On information and belief, Defendants provided virtually no
information to the directors regarding the advisory fees charged to pension
and other institutional clients or to other mutual funds being advised or sub-
advised by Defendants.

b. On information and belief, Defendants provided virtually no
information to the directors regarding the economies of scale enjoyed or
fallout benefits received by Defendants.

C. On information and belief, the profitability data given to the
board of directors provide no explanation as to how the board should
evaluate economies of scale and do not explain how the shareholders
benefit from distribution plans.

d. On information and belief, the board of directors of the Funds
failed to request and evaluate, and Defendants failed to provide,

information reasonably necessary to an informed determination of whether
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the Distribution Plans should have been implemented and whether they
should be continued.

€. On information and belief, the directors rarely, if ever,
question any information or recommendations provided by Defendants.

68. The foregoing assures that the directors do not understand
Defendants’ true cost structure and, in particular, the economies of scale enjoyed
by them in providing investment advisory services to the Funds and their
institutional and other clients. Nor do the directors understand the nature of the
Distribution Plans and the benefits received by Defendants, and lack of benefits
received by Plaintiffs, from the Distribution Plans.

69. Qn information and belief, the disinterested directors of the Funds
have not received the benefit of any measures to enhance their ability to act
independently, which has caused the directors to be dependent on Defendants and
has allowed Defendants to dominate and unduly influence the directors. In
addition, the directors’ failure to insist on adequate information evinces a lack of

care and conscientiousness on their part.

~ COUNTI
ICA §36(b)
BREACH OF FIDUCIARY DUTY
(Excessive Investment Advisory Fees)
70.  Plaintiffs repeat and re-allege each allegation contained in the

foregoing paragraphs of this complaint as if fully set forth herein.
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71.  The fees charged by Defendants for providing advisory services to
the Funds are and continue to be disproportionate to the services rendered and are
not within the range of what would have been negotiated at arm’s length in light of
all the surrounding circumstances, including the advisory fees that Defendants
charge their other clients.

72.  In charging and receiving excessive or inappropriate compensation,
and in failing to put the interests of Plaintiffs and the other shareholders of the
Funds ahead of their own interests, Defendants have breached and continue to
breach their statutory fiduciary duty to Plaintiffs in violation of ICA § 36(b).

73.  Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the “actual
damages resulting from the breach of fiduciary duty” by Defendants, up to and
including, “the amount of compensation or payments received from” the Funds.

COUNT II
ICA § 36(b)
BREACH OF FIDUCIARY DUTY
(Excess Profits from Economies of Scale)

74.  Plaintiffs repeat and re-allege each allegation contained in the
foregoing paragraphs of this complaint as if fully set forth herein.

75. Defendants have received and continue to receive excess profits
attributable to extraordinary economies of scale and, ironically, at least in part at

Plaintiffs’ expense, in the form of payment of distribution fees benefiting only

Defendants.
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76. By retaining excess profits derived from economies of scale,
Defendants have breached and continue to breach their statutory fiduciary duty to
Plaintiffs in violation of ICA § 36(b).

77.  Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the “actual
damages resulting from the breach of fiduciary duty” by Defendants, up to and
including, the “amount of compensation or payments received from” the Funds.

COUNT III
BREACH OF FIDUCIARY DUTY
ICA § 36(b)
(Excessive Rule 12b-1 Distribution fees and Extraction of
Additional Compensation for Advisory Services)

78.  Plaintiffs repeat and re-allege each allegation contained in the
foregoing paragraphs of this complaint as if fully set forth herein. -

79.  The distribution fees charged and received by Defendants were
designed to, and did, extract additional compensation for Defendants’ advisory
services in violation of Defendants’ fiduciary duty under § 36(b). Although the
distribution fees may have contributed to the growth in assets of the Funds, the
resulting economies of scale benefited only Defendants, and not Plaintiffs or the
Funds.

80. In failing to pass along economies-of-scale benefits from the

distribution fees, and in continuing to assess distribution fees pursuant to plans of

distribution despite the fact that no benefits inured to Plaintiffs, Defendants have
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violated, and continue to violate, the ICA and have breached and continue to
breach their statutory fiduciary duty to Plaintiffs in violation of ICA § 36(b).

81. Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the “actual
damages resulting from the breach of fiduciary duty” by Defendants, up to and
including, the “amount of compensation or payments received from” the Funds.

COUNT IV
ICA § 12(b)
(Unlawful Distribution Plans)

82.  Plaintiffs repeat and re-allege each allegation contained in the
foregoing paragraphs of this complaint as if fully set forth herein.

83.  Plaintiffs and other shareholders in the Funds each paid service or
distribution fees to Defendants.

84. When Defendants first initiated the Distribution Plans, they
represented that the distribution fees were being collected in order to, at least in
part, grow the assets of the Funds in order to reduce the cost to Plaintiffs of
providing advisory services. Only one of the following alternatives could possibly
have occurred:

a. The Funds grew as a result of the payment of distribution fees

and market forces, in which case economies of scale were generated but not

passed on to Plaintiffs or the Funds; or
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b. The distribution fees did not contribute to economies of scale,
produced no other material benefits for Plaintiffs and the other shareholders
of the Funds, and should not have been approved or continued.

85.  Either way, Defendants have violated § 12(b) of the ICA and Rule
12b-1, 17 C.F.R. § 270.12b-1, by accepting excessive or inappropriate
compensation in violation of the fiduciary duty owed by them to the Funds.
Defendants’ violation of § 12(b) and Rule 12b-1 is continuing in nature.

86.  Additionally, on information and belief, Defendants have caused the
Funds to pay assets for distribution illegally outside the board-approved 12b-1
plans in the form of directed brokerage payments. This practice violates Rule 12b-
1 and §§ 12 and 36(b) of the ICA. Plaintiffs demand that the improper payments
be returned to the Funds.

87.  Plaintiffs seek damages resulting from the adoption and continuation
of these unlawful Distribution Plans.

WHEREFORE, Plaintiffs demand judgment as follows:

a. An order declaring that Defendants have violated and
continue to violate § 12, § 36(b), and Rule 12b-1 of the ICA and that any
advisory or distribution agreements entered into are void ab initio;

b. An order preliminarily and permanently enjoining Defendants

from further violations of the ICA;
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c. An order awarding damages against Defendants including all
fees paid to them by Plaintiffs and the Funds for all periods not precluded
by any applicable statutes of limitation through the trial of this case,
together with interest, costs, disbursements, attorneys’ fees, and such other
items as may be allowed to the maximum extent permitted by law; and

d. Such other and further relief as may be proper and just.

Dated this 9™ day of June, 2004
KELLER ROHRBACK, P.L.C.

Gary A. Gotto, B#r No. 007401
Ron Kilgard, Bar No. 005902
National Bank Plaza
3101 North Central Avenue, Suite 900
Phoenix, AZ 85012
Telephone: (602) 248-0088
Facsimile: (602) 248-2822

Lynn Lincoln Sarko

Michael D. Woemer

Gretchen F. Cappio

KELLER ROHRBACK L.L.P.
1201 Third Avenue, Suite 3200
Seattle, WA 98101-3052
Telephone: (206) 623-1900
Fax: (206) 623-3384
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Michael J. Brickman

James C. Bradley

Nina H. Fields

RICHARDSON, PATRICK,
WESTBROOK & BRICKMAN LLC
174 East Bay Street

Charleston, SC 29401

Telephone: (843) 727-6500

Fax: (843) 727-3103

Guy M. Burns, FBN 160901
Jonathan S. Coleman, FBN 797480
Becky Ferrell-Anton, FBN 449342
JOHNSON, POPE, BOKOR
RUPPEL & BURNS, LLP

100 North Tampa Street, Ste. 1800
Tampa, FL 33602

Telephone: (813) 225-2500

Fax: (813) 223-7118

Attorneys for Plaintiffs
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IN THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF ARIZONA
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Case No.

VS.

Corporate Disclosure Statement

American Express Financial
Corporatiﬁn and American Express

Financial

K ‘s, Inc.

This Corporate Disclosure Statement is filed on behalf of Plaintiffs
in compliance with the provisions of: (check one)

Rule 7.1, Federal Rules of Civil Procedure, a nongovernmental corporate party to an
action in a district court must file a statement that identifies any parent corporation
and any publicly held corporation that owns 10% or more of its stock or states that
there is no such corporation. _

Rule 12.4(a)(1), Federal Rule of Criminal Procedure, any nongovernmental corporate
party to a proceeding in a district court must file a statement that identifies any
parent corporation and any publicly held corporation that owns 10% or more of its
stock or states that there is no such corporation.

Rule 12.4(a)(2), Federal Rule of Criminal Procedure, if an organizational victim of
alleged criminal activity is a corporation the government must file a statement
identifying the victim and the statement must also disclose the information required
by Rule 12.4(a)(1).
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The filing party hereby declares as follows:
_X _ No such corporation.
Party is a parent, subsidiary or other affiliate of a publicly owned corporation as
listed below. (Attach additional pages if needed.)
Relationship
Publicly held corporation, not a party to the case, with a financial interest in the
outcome. List identity of corporation and the nature of financial interest. (Attach
additional pages if needed.)

Relationship

Other(please explain)

A supplemental disclosure statement will be filed upon any change in the
information provided herein.

Dated this Z_Q %of Junie 2004

Counsel of Recc;rd

Certificate of Service:
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UNITED STATES DISTRICT COURT
NORTHERN DISTRICT OF ILLINOIS

EASTERN DIVISION
JERRY N. JONES, MARY FRANCES JONES, )
and OLGA MENYHART, )
Plaintiffs, %
vs. ; 04 C 8305
HARRIS ASSOCIATES, L.P., %
Defendant. g

MEMORANDUM OPINION
CHARLES P. KOCORAS, Chief District Judge:
This matter comes before the court on the motion of Defendant Harris
- Associates, L.P. (“Harris™), to dismiss the complaint of Plaintiffs Jerry Jones, Mary
Jones, and Olga Menyhart pursnant to Fed, R. Civ. Proc. 12(b)(6) for failure to state
a claim. For the reasons set forth herein, the motion is denied.
BACKGROUND
The following factual recitation is derived from the allegations ofthe complaint,
which we must accept as true for purposes of this motion. Plaintiffs are shareholders
in four open-end registered investment companies managed by Harris: the Oakmark

Fund, the QOakmark Equity and Income Fund, the Oakmark Global Fund, and the



Oakmark International Fund (“the funds™), which in turn are part of a larger group of
funds (“the fund complex™). Harris provides investment advisory services and
adx;ﬁnisuative services for the fund complex. For the first service, each fund pays
Harris a fee that is based upon a percentage of the net assets of the fund. The
administrative services are subject to a separate fee. .

According to the complaint, Harris exacts fees from the fuinds that are much
higher than the fees charged to other clients for the same services. Plaintiffs contend
that this breaches the fiduciary duty imposed on Harris with respect to the
compensation they receive from the fund complex, in violation of 18 U.S.C,
§ 80a-35(b). In 2003, the Plaintiffs state, the fund complex paid approximately
| $1048 million more than it paid in 1993 for the same services ﬁ'oin Harris, an almost
43-fold increase. According to Plaintiffis, Harris charges lower fees to other clients for
services identical to those rendered to the funds. Plainti.ﬁf; “also clairﬁ that
technological improvements within the industry and savings from economies of scale
allow Harris to render the services in question at a significantly lower cost than was
previously possible, making the gap between the value of Harris’s services and the
price paid by the fund complex even greater. Finally, the complaint contains

allegations regarding the mutual fund industry as a whole.



Harris contends that the complaint as a whole fails to state a violation of

§ 80a-35(b) and therefore moves for dismissal pursuant to Fed. R. Civ. Proc. 12(b)(6).
LEGAL STANDARD

A Rule 12(b)(6) motion to dismiss is used to test the legal sufficiency of a

complaint, Gibson v. City of Chicago, 910 F.2d 1510, 1520 (7th Cir. 1990). Inruling

on & motion to dismiss, & court must draw all reasonable inferences in favor of the
plaintiff, construe allegations ofa complaint in the light most favorable to the plaintiff,
and accept as true all well-pleaded facts and allegations in the complaint. Bontkowski

v. First Nat’1 Bank of Cicero, 998 ¥.2d 459, 461 (7th Cir. 1993); Perkins v, SQ' verstein,

939 F.2d 463, 466 (7th Cir. 1991). The allegations of a complaint “should not be
~dismissed for failure to state a claim unless it appears beyond doﬁbt that the plaintiff
can prove no set of facts in support of his claim which would entitle lnm to relief.”
Conley v. Gibson, 355 U.S. 41, 4546 (1957). Nonetheless, in order to withstand a
motion to dismiss, a complaint must allege the “operative facts” upon which each claim
is based, Kyle v. Morton High Sch., 144 F.3d 448, 454-55 (7th Cir. 1998). The
plaintiff need not allege all of the facts involved in a claim and can plead conclusions.
| Higgs v. Carter, 286 F.3d 437,439 (7th Cir. 2002); Kyle, 144 F.3d at 455. A pleading

need only convey enough information that the defendant is able to understand the

gravamen of the complaint. Payton v. Rush-Presbyterian-St. Tuke’s Med. Ctr., 184
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F.3d 623, 627 (7th Cir. 1999). However, any conclusions pled must “provide the
defendant with at least minimal notice of the claim.” Kyle, 144 F.3d at 455. Further,
the ' plaintiff cannot sétisfy federal pleading requirements merely “by attaching bare

legal conclusions to narrated facts which fail to outline the basis™ of the claim. Perkins

939 F.2d at 466-67. With these precepts in mind, we turn our attention to Harris’s
motion.
DISCUSSION

Section 36(b) of the Investment Company Act of 1940 (“ICA™), amended in
1970 to increase the protection of investors in mutual funds and to facilitate
enforcement of the protections afforded, imposes a fiduciary duty upon advisers of
mutual funds with respect to the compénsaﬁon they receive in return for the services
_ ﬁhey render to the fund. 15 U.8.C, § 80a-35(b); Green v. ﬁuveeg Advisory Corp., 295
| F.3d 738, 742 (7th Cir. 2002). Cases considering the nature of the private right of
action created by the statute have concluc_led that the duty is breached only when the
fee imposed is so disproportionately excessive when compared to the serviées for
which it pays that it could not have been achieved through the arm’s-length bargaining

“expected from the fiduciary. See, e.g., Gartenberg v. Merrill Tynch Asset

Management. Inc., 694 F.2d 923, 928 (2d Cir. 1982). Not surprisingly, an examination

of an alleged violation necessitates that a court take many facts into account, and the
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specific facts tﬁa‘c will ‘pe pertihent, as well as the degree of importance they demand,
1o a proper determination caﬁ vary in different situations. Id. at 929.

| Harris attacks the viability of the complaint on several fronts. First, it contends
that Plaintiffs’ references to practices within the mutual fund industry as a wholé are
insufficient to support a claim for breach of fiduciary duty. Second, Harris argues that
the allegations that are specific to it are legally lacking. Third, it challenges the
availability of a claim premised on excess profits retained by Harris. Lastly, Harris
- asks that we strike the request to rescind the contracts between Hamris and the funds or
a declaration that they were void at their inception.

Because the second argument Harris advances is the most significant one for
purposes of the decision we are asked to make, we consider it first. Contrary to
Harris’s interpretation, the complaint does not solely advance legal conclusions or
* contentions devoid of factual content specifically attributable to the relationship
‘between Harris and the funds in which the Plaintiffs invested. The central allegation
of the complaint contends that, in 2003, the fund complex paid 43 times more than it
had 10 years earlier for identical services from Harris. This allegation is supplemented
by the assertion that other clients receive like services at significantly lower rates. In
. response, Harris suggests that the services feceived are not 1dentical and advances

many reasons why the amount charged is not 'ouuageously disproportionate to the

-5-
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value of the services i:endered, but each of the points they raise are defensive responses,
not challenges to ﬁe legal viability of the Plaintiffs’ core contention. We are in no
position based on the allegations of the complaint to determine what services Plaintiffs
received from Harris or how much they can fairly be worth., Itisnotinconceivable that
the fees charged, given the exponential increase and different treatment of other clients
alleged, were so disproportionate to the value of the services rendered that a violation
of § 36(b) would lie. That is enough to withstand a 12(b)(6) challenge. See Green v.
Nuveen Advisory Corp., 186 F.R.D. 486, 491 (N.D. Ill. 1999).

Our discussion of the second ground dictates the fate of Harris’s first argument.
Because the allegations specific to Harris are éuﬂicient to allow Plaintiffs’ case to
progress beyond the pleading stage, the allegations of practices within the industry as
a whole are of no consequence to the consideration of this motion. Whether they aré
in the complaint or not, .Plain;ciffs may proceed, so we do not comment on their ability
to support a claim were they the sole basis advanced in support of Plaintiffs’ claim for
relief,

Next, Harris challenges the Plaintiffs’ ability to pursue a cause of action based
on excess profits as alleged in Count II of the complaint. While Harris is certainly
correct that § 80a-35(b) does not explicitly refer to excess profits, the scenario

described in the complaint could indicate a setting in which Harris is retaining
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unearned fees. In other words, if the money Harris is receiving can be fairly
characterized as a fee and it is in essence something for nothing, clearly that would -
represent an actionably disproportional relationship between the fees paid and the
services rende;ed. See Migdal v. Rowe Price-Fleming Int’l, Tnc., 248 F.3d 321, 329
(4th Cir. 2001).! Thus, we cannot say that this claim is so devoid of potential meritas
to warrant dismissal under Rule 12(b)(6).

Lastly, Harris takes issue with Plaintiffs’ request tq declare advisory agreements
with Harris as void ab initio by disputing the availability of relief other than actual
damages under the pertinent statutory section. The plain language ofthe statute refutes
ngris’s contention that the only remedy to be had is monetary. Subsection (3) clearly
states that “no damages or other relief shall be granted against any person other than
the recipient of [prohibited] compensation.” 15 U.S.C. § 80a-35(3). The inclusion of
the phrase “or other relief” establishes that damages are not the sole remedy that can
be awarded. The remaining text ofthe subsection, upon which Harris relies to support
its argument, places limitations on damage awards, but it does not indicate that only
monetary relief is available. Harris’s point regarding the applicability of any statute

of limitations period is pertinent to a discussion of affirmative defenses, not to viability

! 1t goes without saying that we are not suggesting that retention of the profits
at issue actually represent uneamed fees, merely that they could.
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of the allegations pled solely within the complaint. Thus, we leave that issue for
determination another day.

In sum, the factual allegétions within the complaint outline the operative facts
of a viable claim for breach of fiduciary duty and contains sufficient information to
alert Harris to the gravamen of Plaintiffs’ complaint. |

CONCLUSION

Based on the foregoing analysis, Harris’s motion to dismiss the complaint is

denied.
Charles P. Kocoras
Chief Judge
_ United States District Court
\APR -7 2005
Dated: '




UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF MISSOURI
CENTRAL DIVISION

" JERRY N. JONES, MARY FRANCES
JONES, and OLGA MENYHART,

)
)
)
’Plaintiffs, ;04.4]84'GV' c.“m-
§
)
)
)

V. Case No:

HARRIS ASSOCIATESL.P,,
Defendant.
COMPLAINT

Plaihtiffs, Jerry N. Jones, Mary Frances Jones, and Olga Menyhart for the use and benefit
of the Oakmark Fund, the Oakmark Equity and Income Fund, the Oakmark Global Fund, and the
. Oakmark International Fund, sue Defendant, Harris Associates L.P., and allege:
| I. JURISDICTION AND VENUE

1. Thisactionis a derivati?e action brought by Plaintiffs on behalf of the Oakmark
Fund, the Oakmark Equity and Income Fund, the Oakmark Global Fund, and the Oakmark
International Fund (collecﬁvely, the "Funds") pursuant to §§ 36(b) of thé Investment Company
Act of 1940 ("ICA"), as amended, 15 U.S.C. §§ 80a-35(b).

2. This Court has subject matter jurisdiction pursuant to 15 U.S.C. § 80a-43, 15
U.8.C. § 80a-35(b)(5), and 28 U.S.C. § 1331.

3. Venue is proper in this judicial district pﬁrsuant to 15 U.S.C. § 80a-43 and 28
U.S.C. § 1391(b). Defendant is an inhabitant of or transacts business in this district, Defendant
resides in this district, a substantial part of the‘e\./ents or omissions that give rise to Plaintiffs’

claims occurred in this district, and/or Defendant may be found in this district.



4. All conditions precedent have been performed or have occurred.
II. BACKGROUND

5. Plaintiffs are shareholders in the Funds, which are open-end registered investment
companies,' or mutual funds,l created, sold, advised, and managed with other funds as part of a
fund family or complex by Defendant and its affiliates (the "Oakmark Complex” or the "Fund
Complex"). Defendant and its affiliates, as the underwriters, distributors, advisors, and control
persons of the Funds, owe fiduciary and other duﬁés to Plaintiffs and all shareholders of the
funds in the Fund Complex.

6. Plaintiffs and the other shareholders :pf the Funds pay Defendant and its affiliates,
or other third parties, fees for providing pure investment advisory services and administrative
services. For the pure investment advisory services, the Funds pay Defendant a fee based on a
percentage of the net assets 6f each of the funds in the Fund Complex. The Funds pay separate
fees for some or all of the administrative services provided to the Funds by Defendant’s affiliates
or other third parties.

7. The pure investment advisory services Defendant provides to the Funds are
identical to the investment advisory services Defendant provides to other clients, such as
institutional clients, and entail identical costs. In fact, the costs of advisors, analysts, research
data, the physical plant, and other aspects of Defendant’s investment advisory services are shared
between the mutual funds and the other clients.

8. Despite the equivalence of the investment advisory services Defendant provides to

the Funds and the other clients, the fees Defendant receives from the Funds for pure investment

! The Oakmark Global Fund and the Oakmark International Fund closed to new investors as of December 15,
2003, but was open-ended at the time of purchase.




advisory services are much higher than the fees Defendant or its affiliates receive from other
clients for the identical services.
Section 36(b) of the Investment Company Act of 1940
9. In 1940, Congress enacted the Investment Company Act of 1940, 15 U.S.C. §
80a-1 et seq. (the "ICA "). The ICA was designed to regulate and curb abuses in the mutual fund
industry and to create standards of care applicable to investment advisors such as Defendant. In
the 1960s, it became clear to Congress that investment advisors to equity mutual funds were
gouging those funds with excessive fees, particularly by not taking economies of scale into
account. As aresult, § 36(b), 15 U.S.C,, § 802a-35(b), was added to the ICA in 1970, which
created a federal cause of action for breach of fiduciary duty.
10.  Section 36(b) provides in pertinent part:

[T]he 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. An action may be brought under this subsection by the

Commission, or by a security holder of such registered investment

company on behalf of such company, against such investment advisers, or

an affiliated person of such investment advisor, or any other person

enumerated in subsection (a) of this section who has a fiduciary duty

concerning such compensation or payments, for breach of fiduciary duty

in respect to such compensation or payments paid by such registered

investment company or by the security holders thereof to such investment
adviser or person. . . .

11,  Inthe past decade, the assets managed by Defendant within the Fund Complex
have grown dramatically. In 1993, the Fund Complex had $295.3 Million in average net assets.
By 2003, the Fund Complex had exploded to over $11.7 Billion in average net assets, almost 40

times the assets in 1993. Meanwhile, advisory fees for the Fund Complex increased from $2.45




million (or 0.83% of assets) in 1993 to $107.3 million (or 0.91% of assets) in 2003,
Accordingly, despite the Fund Complex’s dramatic growth, no economies of scale or incremental
savings were realized by the shareholders. Rather, fees actually grew as a percentage of assets.

12.  While the assets of the Fund Complex and the fees have grown dramatically in
size, the nature of the services rendered by Defendant has changed little, if at all. Indeed,
advances in computing and communication technologies in the past twenty years ﬁave resulted in
exponential efficiencies that have dramatically reduced the costs of servicing mutual funds in
ways Congress could not have imagined when it enacted ICA § 36(b). Nonetheless, the advisory
fees paid to Defendant have grown dramatically. As a result, the advisory fees paid to Defendant
(and accepted by Defendant in violation of its statutory fiduciary duties) are disproportionately
large in relationship to the services rendered to Plaintiffs.

13.  Inaddition, Defendant, in violation of its fiduciary duties to Plaintiffs, has
retained excess profits resulting from economies of scale. These economies of scale are a product
of the dramatic growth in assets managed by Defendant. As assets under management increase,
the cost of providing services to the assets does not increase at the same rate. In fact, with very
large funds, such as the Funds at iSsue here, the cost of servicing additional assets approaches
zero, resulting in tremendous economies of scale. Accordingly, any fees recei‘ved in connection

~with the additional assets represent almost pure profit. The excess profits resulting from these
economies of scale belong to Plaintiffs and the other shareholders of the Funds.

14.  The fees paid to Defendant are technically approved by the Funds’ board of

directors.? A majority of the board is comprised of statutorily presumed "disinterested” directors

2 While the Funds at issue here are technically governed by aboard of trustees rather than directors, the term
"directors” is nsed throughout the complaint and should be read as synonymous with *trustees,” as it is under the ICA.
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as that term is defined in § 10 of the ICA. Regardless of whether these presumably
"disinterested" directors meet the requirements of § 10 of the ICA, there is a lack of
conscientiousness by the directors in revigwing thg advisory fees paid by the Funds. In addition,
even if statutorily disintere;sted, the directors are m all practical respects dominated and unduly
influenced by Defendant in reviewing the fees paid by Plaintiffs and the other shareholders of the
Funds. In particular, Defendant does not provide ?the directors with sufficient information for the
directors to fulfill their obligations, a factor supporting a finding that Defendant has breached its
fiduciary duties.

15.  Although the fees challenged in this lawsuit may appear to the Court to be very
small on a shareholder-by-shareholder basis, they cause a dramatic decrease in Plaintiffs’
investment returns over time. Arthur Levitt, past Chairman of the Securities and Exchange
Commission ("SEC"), was critical of what he called the "tyranny of compounding high costs":

Instinct tells me that many investors would be shocked to know how seemingly

small fees can over time, create such drastic erosion in returns. ... In the years

ahead, what will mutual fund investors say if they realize too late their retumns
have fallen hard under the weight of compounding fees?

Arthur Levitt, Jr., Inaugural address: Costs Paid with Other People’s Money, Address at
Fordham University School of Law (Nov. 3, 2000), in 6 Fordham J. Corp. & Fin. L. 261, 267
(2001).
Nature of Claims
16.  In this action, Plaintiffs seeks to rescind the investment advisory agreements and
to recover for the Funds the total fees charged by Defendant or, alternatively, to recover for the

Funds the excess profits resulting from economies of scale wron.gfully retained by Defendant and

See 15U.S.C., § 80a-2(2)(12).




to recover other excessive compensation received by, or improper payments wrongfully retained
by, Defendant in breach of its fiduciary duty under the ICA §36(b), 15 U.S.C. § 80a-35(b).
Because the conduct complained of herein is continuing in nature, Plaintiffs seek recovery for a
period commencing at the earliest date in light of any applicable statute of limitations through the
date of final judgment after trial.

17.  No pre-suit demand on the board of directors of the Funds is reéuired, as the
require;ments of F.R.C.P. 23.1 do not apply to actions under § 36(b) of the ICA. Daily Income
Fundv. Fox, 464 U.S. 523 (1984). |

18.  Plaintiffs do not allege or seek relief for any claims based upon improper market
timing or late trading activity involving the Funds.

1. PARTIES

19.  Plaintiffs Jerry N. Jones and Mary Frances Jones are residents of Columbia,
Missouri. They are shareholders at all relevant times of the Oakmark Equity and Income Fund
and the Oakmark Global Fund.

20.  Plaintiff Olga Menyhart is a resident of Tampa, Florida. She is a shareholder at
all relevant times of the Oakmark Fund and the Oakmark International Fund.

21.  Each of the Funds is a separate operating series of the Harris Associates
Investment Trust, a Massachusetts business trust that is registered with the Securities and
Exchange Commission under the Investment Company Act of 1940 as an open-end management
investment company.

22.  Defendant Harris Associates LP ("Harris") is a Delaware limited partnership and

is registered as an investment adviser under the Investment Advisers Act of 1940. Hauris is the



investment advisor to each of the Funds. Harris also serves as thé investment advisor to
individuals and other institutioﬁs, including trusts, retirement plans, endowments and
foundations, and manages a number of private partneyshipé.
1V. GENERAL ALLEGATIONS

23.  The test for determining whether compensation paid to Defendant violates §36(b)
is "essentially whether the fee schedule represents a charge within the range of what would have
been negotiated at arm’s-length in the light of all of the surrounding circumstances." Garfenberg
v. Merrill Lynch Asset Management, Inc., 694 F.2d 923, 928 (2d Cir. 1982). In order to violate §
36(b), "the advisor-manager must charge a fee that is so disproportionately large that it bears no
reasonable relationship to the services rendered and could not have been the product of arm’s-
length bargaining." /d.

24, in applying this test, all pertinent facts must be weighed in determining whether a
fee or other compensation violates § 36(b). The Gartenberg court specifically identified six
factors (a portion of "all pertinent facts") to be considered in determining whether a fee is so

disproportionately large that it bears no reasonable relationship to the services rendered. These

. factors include: (1) the nature and quality of the services rendered; (2) the profitability of the

funds to the advisor/manager; (3) economies of scale; (4) comparative fee structures; (5) fallout
benefits (i.e. indirect profits to the advisor/manager resulting from the existence of the funds; and
(6) the care and conscientiousness of the directors. A review of these factors, and the facts in this
case, demonstrates that the fees charged by Defendant to the Funds violate § 36(b).

(1) The Nature and Quality of the Services Provided to the Funds

25.  The nature of the investment advisory services provided to the Funds is




straightforward: Defendant buys and sells, at its discretion, stocks, bonds, and other securities
for the Funds. This is precisely the same service provided to Defendant’s institutional and other
clients (albeit at a dramatically Jower cost). On information and belief, the materials provided by
Defendant to the directors of the Funds establish that the nature of these services has remained
unchanged despite dramatic growth in the assets of the Funds and advisory revenues.

26.  Despite the fact that the Funds receive identical investment advisory services as
Defendant’s institutional and other clients, on infd;mation and belief Plaintiffs pay Defendant
dramatically higher fees because these fees are not'negotiated at arm’s length as they are with the
institutional and other clients. This disparity in fees evinces Defendant’s willingness and
determination to prefer their own financial interests to the interests of the Funds and the
shareholders of the Funds.

27.  Oninformation and belief, Defendant repeatedly puts its own financial interests
ahead of the interests of the Funds and the shareholders of the Funds by participating in
arrangements and schemes that benefit Defendant at the expense of the Funds and their
shareholders. The cost of this conflict of interest, which does not exist in the case of the arm’s-
length relationships with institutional clients, is manifest not only in higher fees, but in other
losses and expenses borne by the Funds and the shareholders of the Funds. These losses and
expenses directly impact the quality of the investment advisory services Defendant provides to
the Funds.

(2) The Profitability of the Fund to the Adviser/Manager
28.  "[TIhe ‘profitability of the fund to the adviser’ [must] be studied in order that the

price paid by the fund to its adviser be equivalent to ‘the product of arm’s-length bargaining.”"




See John P. Freeman & Stewart L. Brown, Mutual Fund Advisory Fees: The Cost of Conflicts of
Interest, 26 J. Corp L. 610, 661 (2001) (the "Freeman & Brown Study") (citing Gartenberg) [Ex.
1). The profitability of a fund to an adviser-manager is a function of revenues minus the costs of
providing services. However, upon information and belief, Defendant's reporting of its revenues
and costs is intended to, and does, obfuscate Defendant’s true profitability. For instance, upon
information and belief, Defendant employs inaccurate accounting practices in its financial
reporting, including arbitrary and unreasonable cost allocations.

29.  Defendant’s true profitability can be determined on either an incremental basis or
a full-cost basis. Defendant’s incremental cost of providing advisory services to Plaintiffs is
nominal while the additional fees received by Defendant are hugely disproportionate given that
the nature, quality, and level of the services remain the same. On information and belief, a
review of Defendant’s full costs of providing advisory services will also demonstrate the
enormous profitability to Defendant of managing the Funds.

(3) Economies of Scale

30.  The existence of economies of scale in the mutual fund industry has been recently
confirmed by both the SEC and the Governmental Accounting Office (the "GAO".). Both
conducted in-depth studies of mutual fund fees in 2000, and both concluded that economies of
scale exist in the provision of advisory services. See SEC Division of Investment Management:
Report on Mutual Fund Fees and Expenses (Dec. 2000) ("SEC Report"), at 30-31 [Ex. 2}; GAO,
Report on Mutnal Fund Fees to tﬁe Chairman, Subcommittee on Finance and Hazardous
Materials; and the Ranking Member, Committee on Commerce, House of Representatives (June

2000) ("GAO Report"), at 9 [Ex. 3].




31.  Inaddition, the most significant academic research undertaken since the Wharton
School study in the 1960s establishes the existence of economies of scale that are not being
passed along to mutual fund sharehol;jers in violation of Defendant’s duty to do so under § 36(b).
See Freeman & Brown Study” [Ex. 1]. As the Freeman & Brown Study noted: "The existence
of economies of scale has been admitted in SEC filings made by fund managers and is implicit in
the industry’s frequent use of fee rates that decrease as assets under management increase. Fund
industry investment managers are prone to cite economies of scale as justification for business

"combinations.” Id. at 620 [Ex. 1].

32.  These economies of scale exist not only fund by fund but also exist with respect to
an entire fund complex and even with respect to an investment advisor’s entire scope of
operations, including services provided to institutional and other clients. See Freeman & Brown
Study at 621 n.62 (quoting Victoria E. Schonfeld & Thomas M.J. Kerwin, Organization of a
Mutual Fund, 49 Bus. Law 107 (1993)) [Ex. 1].

33.  The clearest example of economies of scale'occurs when total assets under
management increase due purely to market forces (without the institution of new advisory
relationships or new asset gathering). In such instances, as the GAO confirms, it is possible for
the advisor to service the additional assets with zero additional costs. See GAO Report at 9
(noting that growth from portfolio appreciation is unaccompanied by costs) [Ex. 3]. In other
words, an investment advisor can advise a fund that doubles in size purely because of market
forces with no increased costs because the services are unchanged. See GAO Report at 9 [Ex. 3];

Freeman & Brown Study at 619 n.43, 621 (noting that investment advisors have benefited by

gamnering "increased fees from the general increase in market prices with no commensurate
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efforts on their part” and also noting that as much as 64% of mutual fund asset growth has come
from appreciation of poﬁfolio securities, which, unlike growth from share sales to new investors,
is qostless) (Ex. 1].

34, From 1993 ghrough 2003, the asset; under management in the Oakmark Complex
grew from $295.3 million to nearly $11.7 billion. However, this phenomenal growth in mutual
fund assets not only produced n6 economies of sc':'ale, but fees actually increased faster than the
growth in assets. Fees went from $2.45 million (or 0.83% of assets) in 1993 to $107.3 million
(or 0.91% of assets) in 2003.

35.  The economies of scale enjoyed by Defendant with respect to the Funds have not
been shared with Plaintiffs as required by §‘36(b). As aresult, the fees paid to Defendant for
advisory services provided to the Funds are grossly disproportionate to those services, are
excessive, and violate § 36(b).

(4) Comparative Fee Structures

36.  The fees advisors receive from mutual funds for investment advisory services are
directly comparable to, though much higher than, the fees advisors receive from other clients for
the identical services. As the Freeman & Brown Study noted: "None of the leading advisory fee
éases involved equity funds, and hence, none of the courts were confronted directly with the
strong analogies that can be drawn between equity advisory services in the fund industry as
compared to the pension field where prices are notably lower.” Freeman & Brown Study at 653
" [Bx. 1]. While a "manager may encounter different levels of fixed and variable research costs
depending on the type of the portfolio, . . . the fundamental management process is essentially

the same for large and small portfolios, as well as for pension funds and mutual funds. The
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portfolio owner’s identity (pension fund versus mutual fund) should not logically provide a
reason for portfolio management costs being higher or lower.” Freeman & Brown Study at 627-
28 [Ex. 1]. Indeed, "a mutual fund, as an entity, actually is an institutional investor. When it
comes to fee discrepancies, the difference between funds and other institutional investors does.
not turn on ‘institutional status,’ it turns on self-dealing and conflict of interest.” Freeman &
Brown Study at 629 n.93 [Ex. 1]. Accordingly, the "‘apples-to-apples’ fee comparisons between
equity pension managers and equity fund managers can be most difficult and embarrassing for
those selling advice to mutual funds.” Freeman & Brown Study at 671-72 [Ex. 1).

37.  More recently, New York’s Attorney General surveyed two fund complexes and
~ confirmed the existence of massive over-charging of fund advisory fees. Specifically, Mr.
Spitzer testified before a Senate Subcommittee on Januvary 27, 2004, as follows:

Putnam’s mutual fund investors were charged 40 percent more for
advisory services than Putnam’s institutional investors. In dollar tems,
what this fee disparity means is that in 2002 Putnam mutual fund investors
paid $290 million more in advisory fees than they would have paid had
they been charged the rate given to Putnam’s institutional clients, and
these are for identical services.

There was a similar disparity in the advisory fees charged by
Alliance. Once again, mutual fund investors were charged significantly
higher advisory fees than institutional investors. Specifically, Alliance’s
mutual fund investors paid advisory fees that were twice those paid by
institutional investors. In dollar terms, this means that Alliance investors
paid more than $200 million more in advisory fees than they would have

paid had they been charged the rate given to Alliance’s institutional
clients.

38.  On information and belief, the shareholders of the Funds at issue here are plagued -
by the same discriminatory over-charging. Indeed, a number of relevant comparative fee

structures clearly establish that Defendant is charging advisory fees to the Funds that are
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disproportionate to the value of the services rendered. For example, upon information and belief:
a. Harris serves as the subadvisor to the CbC Nvest Growth and Income Fund. For
its services, Harris receives a fee equal to 45 basis points (.45%) of the first $250
Million in assets, 40 basis points (.40%) of the next $250 Million in assets, and 35
basis points (.35%) of assets over $500 Million (the "Nvest G&I Fee Schedule"). By
way of contrast, for its services to the Oakmark Equity and Income Fund, Harris
receives a fee gqual to 75 basis points (.75%) of the first $5 Billion in assets, 70 basis
points (.70%) of the next $2.5 Billion in assets, 675 basis points (.675%) of the next
$2.5 Billion in assets, and 65 basis points (.65%) of assets over $10 Billion. As of
June 2004, the Oakmark Equity and Income Fund had over $7.727 Billion in assets.
If the Oakmark Equity and Income Fund were to have average assets of this amount
throughout 2004, it would pay a blended fee of 73.2 basis pdints (.732%). However,
if the Oakmark Equity and Income Fund benefited from the Nvest G&I Fee Schedule,
the Oakmark Equity and Income Fund would pay a blended fee of only 35.5 basis
points (.355%). Under this fee schedule, the Oakmark Equity and Income Fund
would pay less than half of what it will pay under its current schedule, which would
save the shareholders of the Oakmark Equity and Income Fund over $29 million in
fees this year.
b. Harris serves as the subadvisor to the MassMutual Focused Value Fund (a mid-
cap fund). For its services, Harris receives a fee equal to 50 basis points (.50%) of the
first $100 Million in assets, 45 basis points (.45%) of the next $400 Million in assets,

and 40 basis points (.40%) of assets over $500 Million (the "MassMutual Focused
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Value Fee Schedule"). By way of contrast, for its services to the Oakmark Select
Fund (also a mid-cap fund), Harris receives a fee.equal to 100 basis 'points (1.00%) of
the first $1 Billion in assets, 95 basis _points (.95%) of the next $500 Million in assets,
90 basis points (.90%) of the next $500 Million in assets, 85 basis p'oints (:85%) of
the next $500 Million in assets, 80 basis points (.80%) of the next $2.5 Billion in
assets, and 75 basis points ((75%) of z;sets over $5 Billion. As of June 2004, the
Oakmark Select Fund had over $5.623- Billion in assets. If the Oakmark Select Fund
were to have average assets of this amount throughout 2004, it would pay a blex_lded
fee of 85.7 basis points (.857%). Hmyever, if the Oakmark Select Fund benefited
from the MassMutua.l Focused Value Fee Schedule, the OQakmark Select Fund _would
pay a blended ‘fee of only 40.5 basis points (.405%). Under this fee schedule, the
Oakmark Select Fund would pay less than half of what it will pay under its current

schedule, which would save the shareholders of the Oakmark Select Fund over $25

million in fees this year.

c. Harris serves as the subadvisor to the Mangutual Overseas Fund. For its
services, Harris receives a fee equal to 65 basis points (.65%) of the first $50 Million
in assets, 60 basis points (.60%) of the next $50 Million in assets, and 50 basis points
(.50%) of assets over $100 Million (the "MassMutual Overseas Fee Schedule”). By
way of contrast, for its services to the Oakmark Interational Fund, Harris receives a
fee equal to 100 basis points (1.00%) of the first $2 Billion in assets, 95 basis points
(.95%) of the next $1 Billion in assets, and 85 basis points (.85%) of assets over $3

Billion. As of June 2004, the QOakmark International Fund had over $4.231 Billion in
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assets. If the Oakmark International Fund were to have average assets of this amount
throughout 2004, it would pay a blended fee of 94.5 basis points ((945%). However,
if the Oakmark Intemational Fund benefited from the MassMutual Overseas Fee
Schedule, the Oakmark International Fund would pay a blended fee of only 50.3 basis
points (.503%). Under this fee schedule, the Oakmark International Fund would pay
slightly more than half of what it will pay under its current schedule, which would
save the shareholders of the Oakmark International Fund over $18 miilion in fees this
year.

(5) Fallout Benefits

39.  Defendant indirectly profits because of the existence of the Funds through fallout
benefits. Obvious, but difficult to quantify fallout benefits include the attraction of new
customers, cross selling related funds to current customers, and other benefits associated |
generally with the development of goodwill and the growth in assets of the Funds.

40.  Other, easier to quantify, benefits include "soft dollars” payable from broker-
dealers. Essentially, "soft dollars” are credits furnished to Defendant from broker-dealers and
other securities-industry firms in exchange for routing the Funds’ securities transaction orders
and other business to paying firms. These soft-dollar credits should be used to purchase research
and other goods or services that benefit the shareholders of the Funds. On information and

belief, however, the soft-dollar arrangements benefit Defendant and result in increased costs to
the shareholders of the Funds with little to no corresponding benefits to the shareholders of the
Funds. On information and belief, the soft dollar arrangements are concealed from the

shareholders of the Funds in breach of Defendant’s fiduciary duty.
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41. On information and belief, Defendant also receives "kickbacks," either directly or
indirectly, as transfer agency and custodian fees grow due to increases in the assets of the Funds
and the number of shareholders.

42.  On information énd belief, Defendant receives further fallout benefits from
securities lending arrangements. Essentially, Defendant loans out the securities of the Funds and
receives compensation as the lending agent of the Funds.

43. A highly profitable fallout benefit to Defendant is the ability to sell investment
advisory services paid for by the Funds at virtually no additional cost. Much like computer
software, once the investment research and resulting recommendations are paid for, that research
and those recommendations may be sold to other clients at virtually no cost whatsoever to
Defendant. Without payment by Plaintiffs and other shareholders of the Funds of millions of

dollars in advisory fees, Defendant would have to pay to conduct that research independently in
order to provide investment advisory services to other clients, including institutional clients.
This is a natural byproduct of the extraordinary economies of scale inherent in the investment
advisory business. However, although Pldnﬂﬁs and other ‘shareholders of the Funds pay all of
the costs associated with the investment advisory services, Defendant resells these services to
third parties withoutv compensating shareholders through reduced fees or in any other way.

44.  On information and belief, Defendant does not provide sufficient information
regarding the existence and extent of these and other fallout benefits to the shareholders of the
Funds or to the Funds’ directors. The directors are thus unable to quantify or even meaningfully
consider the benefits. Plaintiffs and other shareholders of the Funds have paid for these benefits

and are entitled to compensation in the form of reduced advisory fees.
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(6) The Independence and Conscientiousness of the Directors

45. At least 40% of the Funds’ directgljs must be "disinterested” as defined in § 10 of
the [CA. As the GAO Report noted, the structure of most mutual funds embodies a potential
conflict of interest between the fund’s shareholdefs :;.nd its adviser. This conflict arises because
the fees paid by the shareholders represent revenue to the adviser. The United States Supreme
Court has stated that the disinterested-director re.q';xirement is "the comerstone of the ICA’s
efforts to control" this conflict of interest. Burks v. Lasker, 441 U.S. 471 (1979).

46.  The disintéfested directors are supposed to serve as "watchdogs" for the
shareholders of the Funds. As such, the disinterested directors have primary responsibility for,
among many other things, negotiating and approving all contracts and agreements with
Defendant and reviewing the reasonableness of the advisory fees received by Defendant.
Accordingly, as noted by the GAO, the directors are expected to review, among other things, the
advisor’s costs, whether fees have been reduced when the Funds’ assets have grown, and the fees
charged for similar services. See GAO Report at 14 [Ex. 3]. These responsibilities are intensive,
requiring the directors to rely on information provided by Defendant. Defendant, in turn, has a
fiduciary duty to provide all information reasonably necessary for the directors to perform their
obligations. See 15U.S.C,, § 80a-15(c).

47.  The ICA contains a presumption that the disinterested directors are in fact
disinterested. However, the lack of conscientiousness of even disinterested directors in
reviewing the fees paid by the Funds, the lack of adequate information provided to the directors
in connection with their approvals of the advisory agreements, and the control of management

‘over the directors in reviewing the fees paid by the Funds are not presumed but, rather, are
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important factors recognized in the Garfenberg line of cases in determining whether Defendant
has breached its fiduciary duties. In addition, the SEC has specifically recognized that even
disinterested directors may not be independent but, rather, may be subject to domination or
undue influence by a fund’s investment adviser.

48.  Two noteworthy industry insiders have commented on the general failure of
mutual fund boards to fulfill their responsibilities under the ICA. Jack Bogle, founder of the

Vanguard Group, made the following comment:

Well, fund directors are, or at least to a very major extent, sortof a
bad joke. They've watched industry fees go up year after year,
they've added 12b-1 fees. I think they've forgotten, maybe they've
never been told, that the law, the Investment Company Act, says
they're required to put the interest of the fund shareholders ahead of
the interest of the fund adviser. It's simply impossible for me to see
how they could have ever measured up to that mandate, or are
measuring up 1o it.

Warren Buffet, famous investor and chairman of Berkshire Hathaway, Inc., made the following
comment, which was recently quoted by a United States District Court:

I think independent directors have been anything but independent.
The Investment Company Act, in 1940, made these provisions for

" independent directors on the theory that they would be the watchdogs
for all these people pooling their money. The behavior of
independent directors in aggregate since 1940 has been to rubber
stamp every deal that's come along from management—whether
management was good, bad, or indifferent. Not negotiate for fee
reductions and so on. A long time ago, an attorney said that in
selecting directors, the management companies were looking for
Cocker Spaniels and not Dobermans. I'd say they found a lot of
Cocker Spaniels out there. Strougo v. BEA Assoc., 188 F. Supp.2d
373, 383 (S.D.N.Y. 2002) (citation omitted).

Mr. Buffet also stated, in a letter to shareholders in the 2002 Betkshire Hathaway, Inc. annual report:

[A] monkey will type out a Shakespeare play before an "independent”
mutual-fund director will suggest that his fund look at other managers,
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even if the incumbent manager has persistently delivered substandard
performance. When they are handling their own money, of course,
directors will look to alternative advisors - but it never enters their
minds to do so when they are acting as fiduciaries for others. . . .
Investment company directors have failed as well in negotiating
management fees . . . . If you or I were empowered, 1 can assure you
that we could easily negotiate materially lower management fees with
the incumbent managers of most mutual funds. And, believe me, if
directors were promised a portion of any fee savings they realized, the
skies would be filled with falling fees. Under the current system,
though, reductions mean nothing to "independent” directors while
meaning everything to managers. So guess who wins? . . . [T]n
stepping up to [their] all-important responsibilities, tens of thousands
of "independent" directors, over more than six decades, have failed
miserably. (They've succeeded, however, in taking care of themselves;
their fees from serving on multiple boards of a single "family" of funds
often run well into six figures.) 2002 Berkshire Hathaway, Inc.
Annual Report to Shareholders, p. 17 - 18.

49, As part of their scheme to receive excessive fees, Defendant did not keep the
directors fully informed regarding all material facts and aspects of its fees and other
compensation, and the directors failed to insist upon adequate information. For example:

a. On information and belief, Defendant provided virtually no information to

| the directors regarding the advisory fees charged to pension and other institutional
clients or to other mutual funds being advised or sub-advised by Defendant.

b. On information and belief, Defendant provided virtually no information to
the directors regarding the economies of scale enjoyed or fallout benefits received by
Defendant.

c. On information and belief, the profitability data given to the board of
directors provide no explanation as to how the board should evaluate economies of
scale.

d. On information and belief, the directors rarely, if ever, question any
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information or recommendations provided by Defendant.

50.  The foregoing assures that the digecfors do not understand Defendant’s true cost
structure and, in partiqplar, the economies of s‘vc'a,le enjoyed by Defendant in providing investment
advisory services to the Funds and its institutional and other clients.

51. On information and belief, the disinterested directors of the Funds have not
received the benefit of aﬁy measures to enhénc§ their ability to act independently, which has
caused the directors to be dependent on Defendgnt and has allowed Defendant to dominate and

unduly influence the directors. In addition, the directors’ failure to insist on adequate

information evinces a lack of care and conscientiousness on their part.

COUNT1
ICA §36(b)
BREACH OF FIDUCIARY DUTY
(Excessive Investment Advisory Fees)
52.  Plaintiffs repeat and re-allege each allegation contained in the foregoing

paragraphs of this Complaint as if fully set forth herein.

53.  The fees charged by Defendant for providing advisory services to the Funds are

“and continue to be disproportionate to the services rendered and are not within the range of what

would have been negotiated at arm’s length in light of all the surrounding circumstances,

including the advisory fees that Defendant charges its other clients.

54.  In charging and receiving excessive or inappropriate compensation, and in failing

to put the interests of Plaintiffs and the other shareholders of the Funds ahead of its own

interests, Defendant has breached and continues to breach its statutory fiduciary duty to Plaintiffs

in violation of ICA § 36(b).

55.  Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the "actual damages resulting
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from the breach of fiduciary duty"” by Defendant, up to and including, "the amount of
compensation or payments received from" the Funds. |
COUNTII
ICA § 36(b)
BREACH OF FIDUCIARY DUTY
(Excess Profits from Economies of Scale)

56.  Plaintiffs repeat and re-allege each allegation contained in the foregoing
paragraphs of this Complaint as if fully set forth herein.

57.  Defendant has received and continues to receive excess profits attributable to
extraordinary economies of scale.

58. By retaining excess profits derived from economies of scale, Defendant has
breached and continues to breach its statutory fiduciary duty to Plaintiffs in violation of ICA §
36(b).

S9.  Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the "actual damages resulting
from the breach of fiduciary duty" by Defendant, up to and including, the "amount of
compensation or payments received from" the Funds.

WHEREFORE, Plaintiffs demand judgment as follows:

a. An order declaring that Defendant has violated and continues to violate §

36(b) of the ICA and that any advisory agreements entered into are void ab initio;

b. An order preliminarily and permanently enjoining Defendant from further
violations of the ICA;
c. An order awarding damages against Defendant including all fees paid to

them by Plaintiffs and the Funds for all periods not precluded by any applicable statute of

limitation through the trial of this case, together with interest, costs, disbursements,
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attorneys’ fees, and such other items as may be allowed to the maximum extent permitted
by law; and

d. Such other and further relief as may be proper and just.

Dated: 8-16-04

By: s/ Wm. Dirk Vandever
Wm. Dirk Vandever, Esq.

THE POPHAM LAW FIRM, P.C.
323 W. 8% Street

Suite 200

Kansas City, Missouri 64105
(816) 221-2288

Fax: (816) 221-3999

Guy M. Bums,

Jonathan S. Coleman,

Becky Ferrell-Anton,

JOHNSON, POPE, BOKOR
RUPPEL & BURNS, L.L.P.

100 North Tampa Street, Ste. 1800
Tampa, FL 33602

(813) 225-2500

Fax: (813)223-7118

Michael J. Brickman

James C. Bradley

Nina H. Fields

'RICHARDSON, PATRICK,
WESTBROOK & BRICKMAN, LL.C
174 East Bay Street

Charleston, SC 29401

(843) 727-6500

Fax: (843) 727-3103

Attorneys for Plaintiffs
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Only the Westlaw citation is currently available.

United States District Court,
D. Massachusetts.
Steven G. WICKS and Gerald A. Kalbfleisch,
Plaintiffs,
V.

PUTNAM INVESTMENT MANAGEMENT, LLC
and Putnam Retail Management, LLP,
Defendants.

No. Civ.A.04-10988-GAO.

March 28, 2005.
David E. Marder, Jonathan D. Mutch, Marc N.
Henschke, Robins, Kaplan, Miller & Ciresi L.L.P,,
Boston, MA, Thomas J. Gallo, Robins, Kaplan,
Miller & Ciresi, Atlanta, GA, Thomas R. Grady,
Grady & Associates, Naples, FL, for Plaintiffs.

Elizabeth A. Hellmann, Seth M. Schwartz, Skadden,
Arps, Slate Meagher & Flom LLP, New York, NY,
James R. Carroll, Skadden, Arps, Slate, Meagher &
Flom, Boston, MA, for Defendants.

MEMORANDUM AND ORDER

OTOOLE, J.

*1 The plaintiffs, Steven G. Wicks and Gerald A.
Kalbfleisch, bring this securities action against
Putnam Investment Management, LLC and Putnam
Retail Management, LLP for breach of fiduciary duty
under section 36(b) of the Investment Company Act
of 1940 (the "ICA"). The defendants move to dismiss
the complaint pursuant to Rules 41(a)(1) and 12(b)(6)
of the Federal Rules of Civil Procedure. For the
following reasons, 1 conclude that the motion ought
to be granted in part and denied in part.

1. Background
A. Summary of Alleged Facts
The complaint alleges the following facts:

The plaintiffs are shareholders of nine mutual funds
underwritten, distributed, and advised by the
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defendants. Wicks owns shares of the Putnam
Discovery Growth Fund, Putnam Fund for Growth
and Income, Putnam Growth Opportunities Fund,
Putnam Investors Fund, Putnam New Opportunities
Fund, Putham New Value Fund, Putnam Vista Fund,
and the Putmam Voyager Fund, and Kalbfleisch owns
shares in the Putnam Classic Equity Fund
(collectively, "the Funds"). Pursuant to management
contracts with the Funds, Putnam Investment
Management provides investment advisory services
to the Funds in exchange for advisory or management
fees. These advisory fees vary based on the value of
the assets under management and are reduced as the
total value of the assets under management increases.
Pursuant to share distribution plans adopted pursuant
to Securities and Exchange Commission ("SEC")
Rule 12b-1, 17 CF.R. § 270.12b-1, Putnam Retail
Management provides underwriting and marketing
services to the Funds in exchange for distribution
fees. Like the advisory fees, the 12b-1 distribution
fees are based on a percentage of the net assets in the
Funds.

Although assets held by the Funds have increased
significantly over time, the nature and quality of the
services rendered by the defendants to the Funds has
not substantially changed. This has created benefits
from economies of scale which the defendants have
failed to share with the Funds. Instead, the defendants
continue to receive larger fees from the Funds,
capturing all benefits from the economies of scale for
themselves.

In addition, the defendants' institutional clients are
able to negotiate the fees they pay to the defendants
at arm's length, while the Funds are not. As a result,
the defendants and their affiliates provide the same
advisory services to their institutional clients for
substantially lower fees than they charge the Funds,
and some institutional clients often pay no
distribution fees at all.

The defendants also direct the payment of excessive
commissions to securities broker-dealers to execute
trades for the Funds in exchange for "soft dollars"
(said to be a form of kickback) that benefit the
defendants and not the Funds.

By receiving excessive advisory and distribution fees
and inappropriate compensation, the plaintiffs claim
the defendants have breached their fiduciary duties to

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.
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the Funds in violation of § 36(b) of the ICA. [FN1]}

FN1. Section 36(b) provides, in pertinent
part:

[Tihe 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. An action may be
brought ... by a security holder of such
registered investment company on behalf of
such company, against such investment
adviser, or any affiliated person of such
investment adviser ... for breach of fiduciary
duty in respect of such compensation or
payments paid by such registered investment
company or by the security holders thereof
to such investment adviser or person.
15U.S.C. § 80a-35(b).

B. Procedural History

*2 Wicks was one of a number of other named
plaintiffs (not including Kalbfleisch) who in June
2001 brought a purported class action in the United
States District Court for the Southern District of
Illinois against the same defendants as in the present
action (among others) seeking recovery for excessive
distribution and advisory fees received by the
defendants in breach of their fiduciary duties under §
36(b) of the ICA. At the time that action was filed,
Wicks owned shares in (and thus purported to sue
under § 36(b) on behalf of) the Putnam Growth and
Income, High Yield II, International Growth,
International Voyager, Investors, and New Century
Growth Funds. On March 8, 2002, prior to class
certification, District Judge Michael J. Reagan
severed and transferred the case against Putnam
Investment Management and Pumam Retail
Management to the District of Massachusetts. See
Nelson v. Aim Advisors, Inc., No. 01-CV-0282, 2002
‘WL442189, at *6-7 (S.D.IIl. Mar. 8, 2002). Similar
severance and fransfer orders were issued with
respect to claims asserted against the other non-
Putnam defendants that were named in the case. On
March 28, 2002, before Judge Reagan's order was
given effect, the parties to the case filed a stipulation
of dismissal of the entire action, without prejudice,
pursuant to Fed.R.Civ.P. 41(a)(1).

On March 2, 2004, Wicks, joined by Kalbfleisch
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only, filed a purported class action in the United
States District Court for the Southern District of
Illinois against the same Putmam defendants seeking
recovery for excessive distribution and advisory fees
received by the defendants in breach of their
fiduciary duties under § 36(b) of the ICA. At the
time this second action was filed, Wicks owned
shares in the Putnam Discovery Growth, Growth and
Income, Growth Opportunities, Investors, New
Opportunities, New Value, Vista, and Voyager
Funds, and Kalbfleisch owned shares in the Putham
Classic Equity, Discovery Growth, and Investors
Funds. This action was also assigned to Judge
Reagan. On May 14, 2004, Wicks and Kalbfleisch
filed a notice of dismissal voluntarily dismissing the
action without prejudice and without leave of court
pursuant to Fed R.Civ.P. 41(a)(1).

On May 17, 2004, three days after voluntarily
dismissing the second action, Wicks and Kalbfleisch
filed the present action in this District. As in the
second action, Wicks and Kalbfleisch have alleged §
36(b) excessive fee claims on behalf of the Putnam
Discovery Growth, Growth and Income, Growth
Opportunities, Investors, New Opportunities, New
Value, Vista, Voyager, and Classic Equity Funds.

I1. Discussion

A. The "Two Dismissal" Rule Under Fed.R.Civ.P.
41ta)()

A notice of voluntary dismissal filed pursuant to
Rule 41(a)(1) of the Federal Rules of Civil Procedure
"operates as an adjudication upon the merits when
filed by a plaintiff who has once dismissed in any
court of the United States ... an action based on or
including the same claim.” In such a case, res judicata
bars a subsequent third suit, even if (as here) the
notice states that the second dismissal is without
prejudice. 8 James Wm. Moore, et al, Moore's
Federal Practice § 41.33(7)(a) (3d ed.2004). In
order to trigger the "two dismissal" rule, the plain
language of Rule 41(2)(1) requires the second
dismissal to be accomplished by notice, but the first
dismissal may be accomplished either by notice or by
stipulation. The first action in the Southem District of
Illinois was dismissed by stipulation and the second
by notice, so the rule is potentially applicable. Since
the complaints in the second action and this one are
substantially similar, the key issue raised by the
defendants' motion is whether the two Iilinois actions
were based on or include the "same claim" so that the
dismissal of the second action operated as an
adjudication that bars this suit.
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*3 In Daily Income Fund, Inc. v. Fox, 464 U.S. 523,
104 S.Ct. 831, 78 L.Ed.2d 645 (1984), the Supreme
Court interpreted § 36(b) of the ICA to confer
authority upon either the SEC or any security holder
of a registered investment company, such as any of
the Putnam funds, to sue investment advisers and
related persons for breach of fiduciary duty. /d._at
535-36. The Court took pains to point out that the
fund itself did not have such a cause of action, and
that the shareholder's suit on the fund's behalf was
not a "derivative" one in the sense that the
shareholder was seeking to enforce a cause of action
that the fund had but refused to enforce on its own.
Id. at 542.

Two conclusions relevant to the present issue seem
to flow from this construction. First, for Rule
41(a)(1) and claim preclusion purposes, the
"plaintiff” in a § 36(b) action is the shareholder who
commenced the action on behalf of a particular
registered investment company, not the company
itself, because, under Fox, the company cannot be a
plaintiff with respect to a claim it does not have.
Accordingly, Wicks (along with others not involved
here) was a plaintiff who joined in the dismissal of
the first action, and Wicks and Kalbfleisch were the
plaintiffs in the second action who filed the notice of
voluntary dismissal. Of the two of them, only Wicks
had previously dismissed a similar case, so only he,
and not Kalbfleisch, is potentially subject to the "two
dismissal rule.”

The second conclusion is that a shareholder plaintiff
has a § 36(b) cause of action with respect to each
registered investment company in which he owns an
interest. In the present case, Wicks asserts he owns
shares of eight separate Putnam funds. He has a §
36(b) cause of action with respect to each of the
eight. What follows from this is that a claim brought
by Wicks on behalf of the Putmam Growth and
Income Fund is not the "same claim" for Rule
41(a)(1) and claim preclusion purposes as a claim
brought by Wicks on behalf of the Putnam Discovery
Growth Fund, for example, because each fund is a
separate corporate entity with separate management
contracts and share distribution plans with Pumam
Investment Management and Putnam Retail
Management, respectively.

The upshot is that the "two dismissal rule" bars the
reassertion only of claims that have twice before been
made by Wicks on behalf of the same fund and then
dismissed. There are only two: the Putnam Growth
and Income Fund and the Putnam Investors Fund.
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Wicks presented § 36(b) claims with respect to those
two funds in both the first action and the second
action. His voluntary dismissal of the claims in the
second action operated, by dint of Rule 41(a)(1), as
an adjudication on the merits, and Wicks is barred
from bringing them again.

The difference between Wicks's first and second
actions as to the period for which damages could be
assessed does not mean that the § 36(b) claims in the
respective actions were not the "same." Even though
§ 36(b) only allows recovery of damages for a time
period beginning one year before the action is
instituted, 15 U.S.C. §  80a-35(b)(3), Wicks's
allegations in the two actions were not directed
towards conduct limited to any specified time period.
The first action alleged breach of fiduciary duty with
respect to investment advisory fees and distribution
fees paid by the mutual funds since May 1, 1991.
Nelson, 2002 WI 442189, at *1. Similarly, in the
second action, Wicks alleged that the defendants
improperly benefitted from economies of scale
created over the past twelve to thirteen years. Both
cases were premised on the same breaches of
fiduciary duty. This is not a case where separate
wrongdoing formed the basis for the two claims.
Compare Rose v. Town of Harwich, 778 F.2d 77, 82
(1st Cir.1985) ("Rose has given us no reason to
believe that the legality of the town's actions depends
on anything that has happened since the state court
dismissed his original suit."), with Lawlor v. Natl
Screen Serv. Corp., 349 U.S. 322, 328, 75 S.Ct. 865,
99 L.Ed. 1122 (1955) (where the conduct complained
of in the second action all occurred subsequent to the
judgment in the first action).

B. Sufficiency of the Allegations in the Complaint

*4 The plaintiffs allege that the distribution and
advisory fees received by the defendants are so
excessive as to constitute a breach of fiduciary duty
under § 36(b) of the ICA. In Gartenberg v. Merrill
Lynch Asset Management, Inc., 694 F.2d 923, 928
(2d Cir.1982), the Second Circuit announced the oft-
cited rule that an investment adviser or manager may
be liable for breach of fiduciary duty under § 36(b)
for charging a fee that is "so disproportionately large
that it bears no reasonable relationship to the services
rendered” and could not have been the product of
"arm's length" bargaining. Factors to consider in
judging the disproportionality of a fee include: (1) the
nature and quality of services provided to fund
shareholders; (2) the profitability of the fund to the
adviser-manager; (3) fall-out benefits; (4) economies
of scale; (5) comparative fee structures; and (6) the

© 2005 Thomson/West. No Claim to Orig. U.S. Govt. Works.



Shp Copy
2005 WL 705360 (D.Mass.)
(Cite as: 2005 WL 705360 (D.Mass.))

independence and conscientiousness of the trustees.
Krinsk v. Fund Asset Management, Inc., 875 F.2d
404, 409 (2d Cir.1989) (citing Gartenberg, 694 F.2d
at_929-30)). The First Circuit has not expressly
adopted the Gartenberg factors or established a
specific pleading standard for § 36(b) claims. I agree
with the plaintiffs that Gartenberg-should it be the
appropriate standard-does not establish a heightened
pleading requirement for § 36(b) excessive fee
claims. A plaintiffs failure to plead certain
Gartenberg factors is not itself grounds for dismissal.
The Court's focus in reviewing the defendants'
motion to dismiss is on whether the allegations in the
complaint set forth "a short and plain statement of the
claim showing that the pleader{s][are] entitled to
relief"  FedR.Civ.P. 8(a)(2);  Educadores
Puertorriquenos en Accion v. Hernandez, 367 F.3d
61, 66 (1st Cir.2004). A complaint should not be
dismissed under Rule 12(b)(6) unless "it appears
beyond doubt that the plaintiff[s] can prove no set of
facts in support of [their] claim which would entitle
[them] to relief.” Roeder v. Alpha Indus. Inc., 814
F.2d 22, 25 (1st Cir.1987) (quoting Conley v. Gibson,
355 US. 41, 4546, 78 S.Ct. 99, 2 L. Ed2d 80
{1957)). Under the notice pleading requirements of
the Federal Rules, the plaintiffs’ complaint sets forth
allegations sufficient to survive a motion to dismiss
for failure to state a claim upon which relief can be
granted.

II1. Conclusion

For the foregoing reasons, the defendants' motion to
dismiss is GRANTED IN PART and DENIED IN
PART. The § 36(b) claims brought by Wicks on
behalf of the Putnam Growth and Income Fund and
the Putnam Investors Fund are dismissed with
prejudice. All other claims alleged in the complaint
are permitted to go forward at this stage.

Itis SO ORDERED.
2005 WL 705360 (D.Mass.)
Motions, Pleadings and Filings_ (Back to top)
. 2004 WL 2194740 (Trial Motion, Memorandum
and Affidavit) Defendants' Memorandum of Law in

Support of Motion to Dismiss the Complaint (Aug.
13, 2004)

. 2004 WL 2194734 (Trial Pleading) Comilaint (May.
17, 2004)

1:04CV10988 (Docket)
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UNITED STATES DISTRICT COURT
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Plaintiffs, Steven G. Wicks and Gerald A. Kalbfleisch, file this Complaint against
Defendants, Putnam Investment Management, LLC and. Putmam Retail Management, LLP

(collectively “Putnam” or the “Defendants”), and allege as follows:

I INTRODUCTION

1. Section 36(b) of the Investment Company Act of 1940 (the “ICA”) imposes a
fiduciary duty on mutual fund investment managers (and their affiliates) with respect to their
receipt of compensation. Defendants provide investment management and other services to the
Putnam family of mutual funds for compensation and have breached their fiduciary (and other)
duties to those funds by receiving excessive fees.

2. The Plaintiffs are shareholders in several mutual funds (technically known as
open-end registered investment companies) as identified on Exhibit 1 (the “Funds™). The Funds
were formed, and are distributed, advised and managed, by the Defendants. Plaintiffs seek to

recover all damages available pursuant to Section 36(b) of the ICA, including all compensation
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received by the Defendants, directly or indirectly, from the Funds for the period beginning one
year prior to the filing of this Complaint through the date of trial.

3. The present case does not seek class action status and is not subject to transfer to
any multidistrict litigation proceedings currently pending, including those in the District of
Maryland captioned In Re Mutual Funds Investment Litigation, MDL-1586. The Judicial Panel's
basis for coordinating and consolidating the various individual actions that comprise MDL-1586
is that they "involve common questions of fact concerning allegations of market timing and/or
late trading in the mutual fund industry.” By contrast, this action does not involve allegations
that Defendants or their affiliates have engaged m unlawful market timing, late trading,
manipulation of closing net asset values, or similar conduct. This matter is brought solely under
Section 36(b) of the ICA, and addresses Defendants' breach of their fiduciary duties imposed by
that Section through their receipt of excessive fees.

4. Defendant Putnam Investment Management (“PIM”) manages the Funds puth
to a management agreement and receives substanfial fees. Both in dollar terms and in
comparison to fees received by Putmam for managing other virtually identical institutional
portfolios, the fees received from the Funds are staggering and excessive.

5. PIM’s management activities include selecting and trading securities for the
Funds to buy, seﬁ or hold (the “Portfolio Selection Services”) and providing administrative
services. It receives a management fee from the Funds for these activities that is calculated as a
percentage of total assets under management. That portion of the management fee attributable
solely to Portfolio Selection Services is referred to herein as the “Portfolio Selection Fee.”

6. All mutual funds, including the Funds, create economies of scale as assets under

management increase. All of the Funds are large, with none smaller than $1 billion in assets
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under management (see Exhibit 1). Some of the Funds are among the largest in the country,
such as the Putnam Voyager Fund (with over $17 billion in assets) and the Fund for Growth and
Income (with almost $20 billion in assets). The larger a portfolio, the greater the cost savings
and benefits from economies of scale. It costs less t§ provide investment advisory services for
each additional dollar of assets under management. Eventually, when portfolios become as large
as the Funds, the cost of providing Portfolio Selection Services for each additional dollar of
assets under management approaches zero.

7. Defendants (directly or through their affiliates) also provide Portfolio Selection
Services to other institutional portfolios. The contracts for those services confirm the excessive
nature of the fees received by PIM from the Funds. The Portfolio Selection Services that PIM
provides to the Fundé are identical to the portfolio selection services provided to other
institutional clients by the Defendants, including through their affiliate ‘“Putnam Advisory
Company” or “PAC”. However, unlike the advisory contracts between PIM and the Funds, the
contracts that PAC negotiates with other institutional clients are the product of arms’ length
negotiations.

8. The fees received from the Funds by Defendants for Portfolio Selection Services
are several times larger on a percentage basis and up to hundreds of times larger in total dollars
than the fees received from the other institutional clients for the same services, even though the
portfolios of other institutional clients are much smaller ami do not offer the same economies of
scale as the Funds. The much higher Portfolio Selection Fees that PIM receives from the Funds
have not, could not have, resulted from arms’ length negotiations.

9. In addition to the management fees received by PIM, the Defendants (including

through their affiliate Putnam Retail Management (“PRM”)) also receive fees (“Distribution
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Fees™) pursuant to share distribution plans adopted under Rule 12b-1, 17 CF.R. § 270.12b-1
(“Distribution Plans”). Like the Portfolio Selection Fees, the 12b-1 Distribution Fees are based
on a percentage of the net assets of the funds in the Putnam Fund Complex, including the Funds.

10. A large portion of 12b-1 Distribution Fees received by Defendants are properly
payable only if the Funds” boards of directors find that there is a reasonable likelihood that the
Plaintiffs and other holders of Fund shares would benefit from economies of scale through
reduced advisory fees. These fees (the challenged portion of total Distribution Fees) shall be
referred to as “Promotional Distribution Fees” (some portion of 12b-1 Distribution Fees are used
for other purposes, such as paying contingent deferred sales commissions to broker-dealers who
sell Putnam funds).

11. Although assets held by the Funds have indeed increased significantly over time,
Defendants have failed to share the resulting economies of scale with Plaintiffs or other
shareholders of the Funds. Instead, as assets increased, Defendants simply continued to receive
from the Funds ever greater fees.

12. The receipt by Defendants of the Portfolio Selection Fees from the Funds
constitutes a breach of their fiduciary and other duties to the Funds. The receipt by Defendants
of the Promotional Distribution Fees also constitutes a breach of their ﬁduciary and other duties
to the Funds.

13. Plaintiffs seek to (a) recover all fees and compensation received by the
Defendants and their affiliates from the Funds in violation of Section 36(b) of the Investment
Company Act of 1940, 15 U.S.C. § 80a-35(b), including all Portfolio Selection Fees and all
Promotional Distribution Fees, (b) recover all other or further benefits resulting from the

economies of scale created by the Funds but wrongfully retained by the Defendants, (c) rescind
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the management agreements between Defendants and the Funds and, finally, (d) rescind the
Distribution Plan because it was not approved as required by the ICA and receipt by Defendants
of payments pursuant to that plan also breaches Section 36(b).

II. PARTIES

14, Plaintiff Steven G. Wicks is a resident of Bonita Springs, Lee County, Florida and
is a shareholder in the Putnam Discovery Growth Fund, Putham Fund for Growth and Income,
Putnam Growth Opportunities Fund, Putnam Investors Fund, Putnam New Opportunities Fund,
Putnam New Value Fund, Putnam Vista Fund and the Putnam Voyager Fund.

15. Plaintiff Gerald A. Kalbfleisch (“Kalbfleisch™) is a resident of Belleville, St. Clair
County, Illinois and is a shareholder in the Putnam Classic Equity Fund.

16. Defendant PIM is a Delaware corporation with its principal place of business in
Boston, Massachusgtts. PIM is registered as an investment adviser in Massachusetts and under
the Investment Advisers Act of 1940 and is the investment adviser to the Funds.

17. Defendant PRM is a Massachusetts limited liability partnership with its principal
place of business in Boston, Massachusetts. Putnam Retail Management is registered in
Massachusetts as a broker/dealer and is affiliated with PIM (both are commonly owned by
Putnam, LLC). PRM also serves as a principal underwriter for the Funds.

III. JURISDICTION AND VENUE

18. This action is brought pursuant to § 36(b) of the Investment Company Act of
1940 (“ICA”), as amended, 15 U.S.C. § 80a-35(b) and § 80a-12(b).

19. This Court has subject matter jurisdiction pursuant to 15 U.S.C. § 80a-43, 15

U.S.C. § 80a-35(b)(5), and 28 U.S.C. § 1331.
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20. Venue is proper in this judicial district pursuant to 15 U.S.C. § 80a-43 and 28
U.S.C. § 1391(b)(1) and (2). Defendants reside in this district and routinely transact business in
this district. PIM is registered as an investment adviser in Massachusetts and Putnam Retail
Management is registered in Massachusetts as a broker/dealer. Defendants advertise and market

Fund shares in Massachusetts. Several of the Funds’ trustees/directors live and work in

Massachusetts.
IV. GENERAL ALLEGATIONS
The Investment Company Act of 1940
21. In 1940, Congress enacted the Investment Company Act of 1940, 15 U.S.C. §

80a-1 et seq. (the “ICA™). The ICA was designed to regulate and curb abuses in the mutual fund
industry and to create standards of care applicable to investment advisers such as Defendants. In
the 1960s, it became clear to Congress that investment advisers to equity mutual funds were
gouging those funds with excessive fees. As a result, § 36(b) was added to the ICA in 1970
(primarily to remedy excessive fees charged by mutual funds such as those owned by Plaintiffs)
and created a federal cause of action for breach of fiduciary duty by investment advisers and
their affiliates such as Defendants.
22, Section 36(b) provides in pertinent part:

[T]he 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. An action may be brought under this subsection by
the Commission, or by a security holder of such registered investment
company on behalf of such company, against such investment
advisers, or an affiliated person of such investment adviser, or any
other person enumerated in subsection (a) of this section who has a
fiduciary duty concerning such compensation or payments, for breach
of fiduciary duty in respect to such compensation or payments paid by
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such registered investment company or by the securty holders thereof
to such investment adviser or person . . . .

The Portfolio Selection Fees

23. PIM receives a “management” fee from each of the Funds. The management fee
compensates PIM for Portfolio Selection Services and certain limited “administrative” expenses
(the bulk of administrative costs are received outside of and separately from the management
fee.)

24, Although the Portfolio Selection Fees challenged may appear to be very small on
a shareholder-by-shareholder basis, they are huge in absolute terms and, even on a shareholder-
by-shareholder basis, cause a dramatic decrease in shareholders’ investment returns over time.
Arthur Levitt, past Chairman of the SEC, has observed this and is critical of what he calls the

“tyranny of compounding high costs™:

Instinct tells me that many investors would be shocked to know how
seemingly small fees can, over time, create such drastic erosion in
returns. . . . In the years ahead, what will mutual fund investors say if
they realize too late their returns have fallen hard under the weight of
compounding fees?

Arthur Levitt, Jr., Inaugural address: Costs Paid with Other People's Money, Address at Fordham
University School of Law (Nov. 3, 2000), in 6 Fordham J. Corp. & Fin. L. 261, 267 (2001)
[Exhbit 3].

25. ~ The management fees received by PIM are paid as a varying percentage of assets
under management. The fees vary based on the amount of assets under management, and are
reduced as the total amount of assets under management increase. Known as “breakpoints,” this
fee structure implicitly recognizes the existence of economies of scale and gives the appearance
that the Funds share in those benefits. However, the initial management fee is too high,

breakpoints are spaced too far apart, and the reductions made at breakpoints are far too small,
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thereby depriving the Plaintiffs and the Funds of the benefits of the economies of scale created
by the contribution of their capital to the Funds.

26. As Fund portfolios grow, they quickly create economies of scale and eventually
the cost of servicing additional assets approaches zéro. Breakpoints recognize these economies
(the curent breakpoints for each Fund are shown on Exhibit 4) but, as stated, are designed by
Defendants to benefit themselves rather than the Funds.

27. For example, the first breakpoint for the Funds occurs at $500 million.
Significant economies of scale are created by the Plaintiffs’ and other shareholders’ investments
in the Funds long before this initial breakpoint, but they are not shared with the Funds. By the
time assets uhder management reach $1 billion, these economies of scale are tremendous yet
Defendants do not allow another breakpoint until that level and retain for themselves the benefits
created by economies of scale between breakpoints.

28. A flat Portfolio . Selection Fee (in dollars, not percentages) or a breakpoint
approaching zero for very large portfolios such as those of the Funds would allow the Funds to
capture economies of scale that belong to them under Section 36(b), while also allowing
Defendants to earn a fair and competitive profit for their services.

29. The total management fee received by Defendants from each Fund consists of a
pure Portfolio Selection Fee component and a much smaller administrative services component.
Subtracting the administrative services component from the total management fee for each Fund
leaves the Portfolio Selection Fee for each Fund.

30. The portion of the management fee paid by the Funds to PIM that is attributable
to administrative costs is no more than 0.1% (10 basis points) of total Fund assets. Mutual funds

from fund complexes other than Putnam, of comparable size and investment objectives, incur
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administrative costs of less than 0.1% (10 basis points). For example, the American Funds’
Washington Mutual Fund reports separately (unlike the Funds) the portion of the total
management fee attributable to administrative costs. Those costs are 0.089% (8.9 basis points)
of total net assets.

31. Furthermore, economies of scale also exist with respect to the administrative costs
component of the management fee. For example, at the final breakpoint, the American Funds’
Washington Mutual Fund pays an administrative cost fee as low as 0.04% (4 basis points) of net
assets under management. Thus, the administrative costs component of a mutual funds’
management fee declines as assets increase, thereby establishing by comparison that the
administrative costs portion of the management fee charged by Defendants to the Funds is less
than 0.1% (10 basis points) of total net assets.

32. The chart at Exhibit 5 sets forth the Portfolio Selection Fee received by
Defendants during recent reported periods allowing a (generous) 0.1% of total net assets as the

administrative cost portion of the management fee.

33. The Portfolio Selection Fees received by Defendants from the Funds are
excessive.
34. Defendants’ receipt and acceptance of the Portfolio Selection Fees for pure

Portfolio Selection Services was (and continues to be) in breach of its fiduciary and other duties.
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investment advisers would not “extract additional compensation for advisory services by
excessive distributions under a 12b-1 plan.” Meyer v. Oppenheimer Management Corporation,
895 F.2d 861, 866 (2d Cir. 1990).

39, Defendants have done just what the SEC feared: extracted additional
compensation for their retail advisory services by causing Plaintiffs and other shareholders to
pay Defendants® marketing expenses to retain and acquire new shareholders so that these

shareholders will pay additional advisory fees that benefit them rather than the Plaintiffs and the

Funds.
40. 12b-1 Distribution Plans must be reviewed annually by the Funds’ board of
trustees. In particular, the board must “request and evaluate . such information as may

reasonably be necessary to an informed decision of whether such plan should be implemented or
continued.” 17 C.F.R. § 270.12b-1(d). Defendants are required to furnish this information. 17
CFR. § 270-12b-1(d). In addition, minutes must be maintained to record all aspects of the
boards’ deliberation. On an annual basis, the board must conclude “in light of their fiduciary
duties under state law and under Sections 36(a) and (b) of the ICA, that there is a reasonable
likelihood that the Distribution Plans will benefit the company and its shareholders.” 17 C.F.R. §
270.12b-1(e).

4]. The Funds’ Distribution Plans have not been adopted in aécordance with these
rules. The board did not find that the Distribution Plans in general or the Promotional
Distribution Fees in particular benefit the Funds or its shareholders by generating savings from
economies of scale in excess of the cost of the plan. In fact, despite the dramatic growth in tota)
assets held by the Funds, both thé managément fee (including the Portfolio Selection Fee) and

total 12b-1 Distribution Fees (including Promotional Distribution Fees) received by Defendants
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have grown over time, thus depriving the Funds of the benefit of these economies of scale in
breach of Defendants’ fiduciary and other duties.

42 For example, for the first full fiscal year the Putnam Voyager’s 12b-1 plan was in
effect (ending July 31, 1991), its shareholders paid less than $2 million in 12b-1 Distribution
Fees. 12b-1 Distribution Fees grew to over $60 million as of Voyager’s last reported fiscal year,
and remain at similar excessive levels to the present date.

43. Over that same time, total management fees for the Putnam Voyager Fund soared
from $4.6 million (or approximately $0.04 per share) to nearly $84 million (or over $0.08 per
share) as of Voyager’s last reported fiscal year, of which nearly $66 million is for pure Portfolio
Selection Services. Total management fees, and the Portfolio Selection Fees, remain at similar
excessive levels to the present date.

44, Similarly, for the first full fiscal year the Putnam Fund for Growth and Income’s
12b-1 Distribution Plan was in effect (ending July 31, 1991), its sha':eholders paid $4.5 million in
12b-1 Distribution Fees. As of the most recent reporting, those fees had grown to approximately
$75 million and remain at similar excessive levels to the present date.

45. Over that same time, total management fees for the Fund for Growth and Income
soared from just over $11 million (or approximately $0.054 per share) to over $84 million (or
$0.073 per share), of which nearly $66 million was for pure Portfolio Selection Services. Total
management fees, and the Portfolio Selection Fees, remain at similar excessive levels to the
present date.

46. The Promotional Distribution Fee portion of these fees increased along with total
12b-1 Distribution Fees. These fees have produced no benefits to Fund shareholders; rather, they

have served only Defendants, just as the SEC feared when it found that:
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the use of mutual fund assets to finance distribution activities would benefit mainly the
management of a mutual fund rather than its shareholders, and therefore that such use of
fund assets should not be permitted.
Bearing of Distribution Expenses by Mutual Funds, Investment Company Act Release No. 9915,
1977 SEC LEXIS 943 (Aug. 31, 1977). As such, the Funds’ Distribution Plans violate the intent
and purpose of Rule 12b-1, the Distribution Fees are entirely a waste of fund assets and their
receipt by Defendants violates Section 36(b).

47. The Distribution Plan itself underscores the absence of any benefit to the
Plaintiffs or holders of shares in the Funds other than Y Class shareholders. The Funds issue a
class of institutional shares (called “Y Shares”) the holders of which pay no 12b-1 Distribution
Fees (including Promotional Distribution Fees). This class of shares was created to meet the
demands of institutional investors who refused to purchase mutnal fund shares obligating them to
pay 12b-1 Distribution Fees because they and Defendants, unlike Plaintiffs and the holders of
shares in other share classes, clearly understand that the payment of such fees benefits only
Defendants.

48. The existence of this “12b-1 fee free” class of shares demonstrates that the Funds’
Distribution Plans should never have been adopted or continued year after year. If the
economies of scale created by additional assets (including those prompted by the Promotional
Distribution Fees) were shared with the Funds (as required by the enabling rule), then the
institutional holders of the “12b-1 free” Y Shares would be eager to pay them and obtain their
benefit. The benefits created by economiés of scale were not shared with the Plaintiffs or the
Funds, the adoption and continuation of the Promotional Distribution Fees is contrary to Rule

12b-1 and their receipt by Defendants violates Section 36(b).
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49, Furthermore, as the purpose of Promotional Distribution Fees is to increase the
assets held by the Funds, as assets have increased, the Promotional Distribution Fees should
decline as assets increase, especially when caused by a generally rising market. This has not
happened. In fact, much of the increase in Promotional Distribution Fees is due to a rising equity
market, and not due to any promotional activities of Defendants. The Dow Jones Industrial
Average (the “Dow”) rose from 2753 in 1990 to approximately 10,000 today, even after the
recent years of market turmoil. This market expansion alone greatly increased 12b-1
Promotional Distribution Fees with no additional work or effort on behalf of Defendants.

50. Despite the fact that Plaintiffs and the other Fund shareholders have enjoyed no
benefits from the Promotional Distribution Fees, and despite the fact that the Funds’ Distribution
Plan allowed Defendants to extract additional and excessive compensation from the Funds, the
directors of the Funds approved, year after year, continuation of the Plan in violation of both
Rule 12b-1 and § 36(b).

51. Plaintiffs, on behalf of the Funds, are entitled to recover the Promotional
Distribution Fees received (and continuing to be received) by Defendants.

The Gartenberg Test

52. . As set forth in Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F'.2d
A923 (2d Cir. 1982) (decided long before today's computer and internet capabilities existed and
before the in-depth studies by the GAO and SEC), the test for determining whether
compensation paid to Defendants violates § 36(b) is “essentially whether the fee schedule
represents a charge within the range of what would have been negotiated at arm’s-length in the
light of all of the swrrounding circumstances.” Id. at 928. Stated differently, “the adviser-

manager must charge a fee that is so disproportionately large that it bears no reasonable
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relationship to tbe services rendered and could not have been the product of arm’s length
bargaining.” 1d.

53. The Defendants® receipt of fees from the Funds for Portfolio Selection Services
breaches their fiduciary duties under § 36(b) because they are excessive. The Portfolio Selection
Fees negotiated with other institutional clients (i.e., clients other than the Funds or other Putnam
funds) for managing smaller portfolios are substantially less than the Portfolio Selection Fees
received from the Funds. That is because the Funds’ fee schedule does not “represent[] a charge
within the range of what would have been negotiated at arms-length.” In fact, the fees charged
to the Funds have never been within or near such a range. Moreover, this information has either
been withheld by Defendants from the Funds’ board of trustees (and also from the shareholders),
or the board has failed to properly consider tﬁe information.

‘54. Similarly, the Promotional Distribution Fees do not “represent|[] a charge within
the range of what would have been negotiated at arm's-length.” Indeed, when an arms length
negotiation takes place, the result is that 7o 12b-1 Distribution Fees are paid. When institutional
investors wish to retain Defendants to manage their assets, they either purchase shares in Putnam
funds (including the Funds) through Y Shares (which pay no 12b-1 Distribution Fees) or through
separate accounts (that pay no Distribution Fees and have significantly lower Portfolio Selection
Fees).

55. In applying the Gartenberg test, all pertinent facts must be weighed in
determining whether a fund manager’s fee or other compensation violates § 36(b). The
Gartenberg court specifically identified six factors (a portion of “all pertinent facts™) to be
considered in determining whether a fee is so disproportionately large that it bears no reascnable

relationship to the services rendered and could not have been negotiated at arms’ length. Here,
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each factor demonstrates that receipt of the Portfolio Selection and Promotional Distribution
Fees by the Defendants violated (and continues to violate) § 36(b):
(1) Economies of Scale

56. Significant economies of scale exist in the investment advisory industry,
especially in the area of providing investment advisory services (including Portfolio Selection
Services) to clients such as the Funds. Economies of scale are created when assets under
management increase more quickly than the cost of advising and managing thdse assets. At
some point (a point exceeded by the Funds), the additional cost to advise each additional dollar
in the Funds (whether added by a rise in the value of the Funds’ securities or additional
contributions by current or new shareholders) approaches zero.

57. For example, the cost of providing Portfolio Selection Services to the Funds may
be $X for the first $100 million of assets under management but the cost for providing those

same services for the next $100 million is a mere fraction of $X. This is true in part because

‘each Fund’s portfolio investment objectives are set forth in their offering documents and

additional dollars contributed by shareholders are simply invested in the same core portfolio of
securities. In addition, when assets under management increase in value over time as markets
rise or existing shareholders purchase additional shares (with no change in the composition of the
Funds’ portfolios or number of shareholders), there are no additional Portfolio Selection Service
costs incurred by PIM.

58. The benefits created by these economies of scale belong to the Funds and the
Plaintiffs, not the Defendants or their affiliates.

59. Technology has lowered the costs to Defendants of providing the Portfolio

Selection Services. For example, it has become far easier and less expensive to obtain research
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about potential investments, and to communicate with the Funds and their shareholders, than
regulators and courts in the early days of Section 36(b) could ever have imagined. Defendants
benefit from the widespread use of computers with exponentially greater computing power today
than those of 20 years ago, company aund stock research is readily and instantly available on the
Internet, and Defendants are able to transact business with current and potential shareholders on
the Intermmet. All of this dramatically lowers Defendants’ costs and should have resulted in
significantly lower Portfolio Selection Fees over time. Instead, those fees (in both percentage
and dollar terms) have not declined as they should have but increased because of Defendants’
violation of their fiduciary duties.

60. These economies of scale exist at the individual fund level (including the Funds)
and at the compléx or family of funds level (meaning all funds advised by the Defendants
considered together). They also exist on a more comprehensive basis, encompassing the
Defendants’ entire scope of operations, including administrative expenses and advisory services
provided to other institutional clients.

61, Notable academic research confirms the long-standing existence of significant
economies of scale in the mutual fund industry that are not passed on to shareholders. See, John
P. Freeman & Stewart L. Brown, Mutual Fund Advisory Fees: The Cost of Conflicts of Interest,
26 J. Corp. L. 610 (2001) (the “Freeman & Brown Study”) {Exhibit 6].

62. Furthermore, both the Securities and Exchange Commission (the “SEC”) and the
Government Accounting Office (the “GAO”) also c'onﬁrmed, in June of 2000, that economies of
scale exist in the provision of Portfolio Selection Services. See SEC Report at 30-31 [Exhibit 7);

Government Accounting Office, Report on Mutual Fund Fees to the Chairman, Subcommittee on
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Finance and Hazardous Materials; and the Ranking Member, Commitiee on Commerce, House
of Representatives (June 2000) (“GAO Report”), at 9 [Exhibit 8].

63. Courts have also found that these economies of scale exist. Migdal v. Rowe Price
Fleming Int'l, Inc., 248 F.3d 321, 326-27 (4th Cir. 2001). Even the mutual fund industry’s
lobbying arm, the Investment Company Institute (“ICI”), admits that mutual funds exhibit
economies of scale. Thus, it cannot be disputed that extensive and significant economies of scale
exist in the provision of investment advisory services, in particular Portfolio Selection Services,
by advisers or affiliates such as Defendants to mutual funds such as the Funds.

64. One simple example of economies of scale is when total assets under management
increase due purely to market forces. In that event, it is possible for the Defendants to service
the additional assets at zero additional variable cost: there is no change in the securities held in
the portfolios or the number of shareholders in the Funds.

65. The Defendants have benefited from economies of scale resulting from pure
market appreciation. On January 1, 1990, the Dow Jones Industrial Average was at 2753. When
the decade closed on December 31, 1999, the Dow was at 11,497 (more than a four-fold
increase). If a mutual fund merely held the stocks that comprise the Dow, and did nothing, the
Portfolio Selection Fees and Promotional Distribution Fees would have nearly quadrupled absent
meaninéful breakpoints (an absence suffered by the funds) or unless the advisers dramatically
reduced their fees (also not the case here).

66. Today, even following three years of a turbulent market, the Dow Jones Industrial
Average remains at approximately 10,000, representing a three-and-one-half times increase from
the levels of 1990. This growth has created enormous “free” economies of scale for the Funds,

the benefits of which were wrongfully retained by the Defendants who incurred no additional
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costs in providing Portfolio Selection Services for the additional assets generated in the Funds by
such market growth.

67. Another simple example of benefits arising through no effort on the part of the
Defendants yet creating considerable economies of scale occurs when the Funds® assets under
management grow because of additional investments by cwrent shareholders. Once again, no
additional client relationship is established (or related costs incurred) and economies of scale are
created by the shareholders of the Funds, the benefits of which must be shared with the Funds.
Still, Defendants have ‘failed to meaningfully reduce the Portfolio Selection Fees in either
percentage or dollar terms.

68. These facts regarding economies produced by market appreciation are confirmed
by the GAO and by the Freeman and Brown Study. See GAO Report at 9 (noting that growth
from portfolio appreciation is unaccompanied by a growth in costs) [Exhibit 8); Freeman &
Brown Study. [Exhibit 6 at p. 619-21].

69. The assets in the Funds have grown dramatically over the past dozen years along
with the growth generally in the stock market. For example, as of 1991, total assets in Voyager
and Growth and Income amounted to $3.7 billion. Total assets in those two Funds alone is now
approximately $37 billion, roughly ten times larger. Similar growth has occurred in the other
Funds.

70. Defendants have benefited greatly from this growth in Fund assets as their receipt
of fees exploded. For example:

a. For‘ the fiscal year ended July 31, 1991, the Putnam Voyager Fund had
approximately $! billion in assets under management. PIM received

approximately $5 million in management fees and its affiliates received
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approximately $2 million in total 12b-1 fees. By July 31, 2003, fund assets had
soared to nearly $19 billion while management fees received by Defendants
jumnped to approximately $84 million and 12b-1 Distribution Fees soared to over
$60 million.

b. For the fiscal year ended October 31, 1991 the Putnam Fund for Growth and
Income had approximately $2.5 billion in assets under management. Defendants
took in approximately $11 million in management fees and $4.5 million in total
12b-1 Distribution Fees. By October 31, 2003, fund assets had increased to
nearly $21 billion, management fees received by Defendants soared to over
$84 million and 12b-1 Distribution Fees exploded to over $75 million.

71. The other Funds have produced similarly dramatic increases 'in fees received by
Defendants, and for all Funds those dramatic increases continue as of the present date.

72. While the size of the Funds has grown dramatically, the nature and quality of the
Portfolio Selection Services rendered by Defendants has not changed. Indeed, the number of
securities held in each of the Funds’ portfolios has remained fairly constant, suggesting that the
research associated with providing the Portfolio Selection Services was unchanged even as the
dollars in the Funds® portfolios grew dramatically. For example, the Voyager Fund held 163

securities as of 1991, and only 152 as of 2003. The Fund for Growth and Income held 248

‘securities as of 1992, and 209 as of 2003. While the number of securities fluctuates over time, at

best Portfolio Selection Services should show only minor changes in total cost, as the service has
not changed significantly.
73. Despite this, the Portfolio Selection Fees and the Promotional Distribution Fees

received by Defendants have grown dramatically, increasing in almost exact proportion with the
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increase in Fund assets, capturing all benefits from economies of scale and paying no heed to the
actual cost of providing those services.

74. The retention by Defendants of the benefits resulting from economies of scale
(benefits that are owned by, and should have been paid to, the Funds) resulted in Portfolio
Selection Fees that were (and remain) (a) grossly disproportionate to the Portfolio Selection
Services, (b) excessive, (c) could not have been the product of an arms’ length bargain, and (d)
violate § 36(b).

75. The retention by Defendants of the benefits resulting from economies of scale
(benefits that are owned by, and should have been paid to, the Funds) also resulted in
Promotional Distribution Fees that were (and remain) (a) grossly disproportionate to any actual
or potential benefit they could have created, (b) excessive, (c) could not have been the product
of an arms’ length bargain, and (d) violate § 36(b).

76. Acceptance of the excessive Portfolio Selection Fees and the Promotional
Distribution Fees by Defendants was (and remains) a breach of their fiduciary and other duties to
the Funds.

(2) Comparative Fee Structures
- 77. A mutual fund is a single investment portfolio for Defendants, as is any other
institutional portfolio. Accordingly, with respect to the Portfolio Selection Services and the
Portfolio Selection Fees, a mutual fund is no different than any other institutional investor.

78. Other institutional investors (including Y Share investors in the Funds) do not pay
Promotional Distribution Fees. Instead, the cost of any distribution activities are paid by
Defendants from the management fees received from those institutional investor. In contrast, the

Defendants receive enormous Promotional Distribution Fees from the Funds. Therefore, the
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great discrepancy between the management fees that Defendants receive from other institutional
investors as compared to those received from the Funds is actually understated because the
management fees received from other institutional investors includes all costs of marketing and
distribution.

79. Defendants and their affiliates provide advisory services to other institutional
clients for substantially lower fees. The fees received from other institutional clients are
properly dompared to those same fees received by Defendants from the Funds for Portfolio
Selection Services. The Freeman & Brown Study explains:

Strong analogies . . . can be drawn between equity advisory services in

the fund industry as compared to the pension field where prices are
notably lower. [Exhibit 6 at 653].

* & %k

[A] mutual fund, as an entity, actually is an institutional investor.
When it comes to fee discrepancies, the difference between funds and
other institutional investors does not turn on ‘institutional status,’ it
turns on self-dealing and conflict of interest.” [Exhibit 6 at 629 n.93].

80. The Freeman and Brown study accurately explains the similarity between the
provision of Portfolio Selection Services to a mutual fund, like the Funds, and other institutional
investors with similar investment objectives.

81. Similarly, the respected mutual fund analyst firm Morningstar has concluded that
there should be no difference between management fees charged to mutual funds (retail
products) and other institutional clients:

Fees for a firm’s retail products should not be materially different
from management fees for a firm’s institutional offerings. Though
we appreciate the added costs of servicing small accounts, those

expenses needn’t show up in the management fees.

Kunal Kapoor, The Standards That We Expect Funds to Meet, Mormingstar, December 8, 2003.
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82. Any additional administrative costs incurred by PIM from servicing small retail
mutual fund accounts are recovered through separate administrative fees in addition to the
Portfolio Selection Fee. For example, in addition to the management fee, for fiscal 2003 the
Funds paid separately for “investor servicing and custodian fees” (amounting to almost
$35 million for the Voyager Fund and over $29 million for the Growth and Income Fund alone),
compensation of trustees, other “administration” services and 12b-1 distribution fees, including
Promotional Distribution Fees. Each of the Funds also pays millions in unspecified “other”
expenses, a charge that for Voyager and Growth and Income alone amounted to nearly $28
million in fiscal year 2003. Defendants continue to receive these additional, separate
administrative fees at similar (excessive) levels to the present date.

83. Putnam Advisory Company, LLC (“PAC”) is an affiliate of Defendants that
enters into management contracts with other institutional clients. The management fees received
by PAC from institutional investors can be properly compared to the fees for pure Portfolio
Selection Services received by Defendants from the Funds. PAC shares office space, resources
and advisory personnel with Defendants and provides identical portfolio management services.
PAC reports its securities holdings jointly with Defendants on a form prepared and signed by
Defendants.

84. PAC manages a stock portfolio for the Pennsylvania Public School Employees’
Retirement System (the “Pennsylvania Retirement System”). The Pennsylvania Retirement
System portfolio managed by PAC is comparably sized to the smaller Funds but is dwarfed by
the larger Funds. However, the total management fee received by PAC from the Pennsylvania
Retirement System is far lower (in percentage and dollar terms) than the fee for pure Portfolio

Selection Services received by Defendants from any of the Funds. Further, the Pennsylvania
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Retirement System fee includes all administrative and distribution expenses (the Pennsylvania
Retirement System pays no Promotional Distribution Fees or other 12b-1 Distribution Fees).
Finally, in what is clearly the result of an arms’ length bargain, PAC agreed to dramatically
better breakpoints than those agreed to with the Funds. The total management fees charged to
the Pennsylvania Retirement Systern are compared to the Portfolio Selection Fees charged by
Defendants to the Funds in Exhibit 9. |

85. PAC also manages a stock portfolio for the State Board of Administration of
Florida (the “Florida SBA™). As with the Pennsylvania Retirement System portfolio, the Florida
SBA portfolio is significantly smaller than the Funds’ portfolios. Once again, despite the Florida
SBA'’s significantly smaller size, the management fee (which includes all administrative and
distribution expenses) received by PAC from the Florida SBA is far lower (in percentage and
dollar terms) than the fee for just the pure Portfolio Selection Services received by Defendants
from the Funds. Again, the Florida SBA pays no Promotional Distribution Fees or other 12b-1
Distribution Fees. Also, like the agreement with the Pénnsylvania Retirement System (in what is
again clearly the result of an arms’ length bargain), PAC agreed to dramatically better
breakpoints than those agreed to with the Funds.

86. Because the fee received from other institutional clients includes all
administrative and distribution expenses, the portion of the fee received from other institutional
clients for pure Portfolio Selection Services is actually /ess than the amounts shown in the tables
at Exhibit 9, thereby underscoring Defendants’ violation of 36(b). By comparison, the total
expense burden (i.e., including all administrative and 12b-1 expenses) for the Putnam Voyager

Fund’s Class A shares is 1.02% (102 basis points) and for the Putham Fund for Growth and
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Income A shares is 0.9% (90 basis points)‘ The total fee burden is even higher for the other
Funds.

87. In short, the Portfolio Selection Fees (as a percentage of assets) received by
Defendants are at least double, frequently triple, and, at certain breakpoints, quadruple those
received from much smaller institutional clients for the very same advisory services. When
considered in dollar terms (rather than as a percentage), the Portfolio Selection Fees received by
Defendants from the Funds are up to hundreds of times larger than the fees paid by some
institutional clients with much smaller portfolios invested in the same securities.

88. There is no légitimate basis for this marked disparity in fees received by
Defendants from the Funds when compared to fees received by them or their affiliates from other
institutional clients. The Defendants recover the additional administrative costs associated with
large numbers of shareholders through separate administrative fees received from the Funds, and ,
therefore the different identity of the owmer of the pool of funds invested has no impact on
Portfolio Selection Services or Fees. The Freeman and Brown study explains why the id;sntity of

the portfolio owner does not justify higher Portfolio Selection Fees:

The [fund] manager may encounter different levels of fixed and variable
research costs depending on the type of the portfolio, . . . the fundamental
management process is essentially the same for large and small portfolios,
as well as for pension funds and mutual funds. The portfolio owner’s
identity (pension fund versus mutual fund) should not logically provide a
reason for portfolio management costs being higher or lower.

Freeman & Brown Study at 627-28 [Exhibit 6]. The “‘apples-to-apples’ fee comparisons
between equity pension managers and equity fund managers can be most difficult and
embarrassing for those selling advice to mutual funds.” Id. at 671-72 [Exhibit 6].

89. The significant economies of scale created solely by virtue of the Plaintiffs’ and

other shareholders’ investment dollars in the Funds have been unlawfully retained by the
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Defendants, and Promotionai Distribution Fees have been received by Defendants despite a lack
of benefit to the Funds or their shareholders, in violation of Section 36(b).
3) Fallout Benefits (Indirect Profits) Attributable to the Funds
- 90. Defendants also indirectly profit because of “fallout benefits™ attributable to the
Funds. These profits are above and beyond those received through Portfolio Selection Fees and
other fees.

91. Fallout benefits include the attraction of new customers for other funds or
products offered by Defendants, cross selling Defendants’ other funds and services to current
Fund shareholders, and other benefits associated generally with the development of goodwill and
the creation and growth of a client base for Defendants.

92. Another profitable fallout benefit received and retained by Defendants is “soft
dollar” payments. Essentially, “soft dollars” are credits from broker-dealers and other securities
industry firms in exchange for Defendants’ routing securities transaction orders and other
business to the broker-dealers. While the existence of such arrangements has been known,
details of the increased costs to the Funds and fhe concomitant benefits received and retained b)‘l
Defendants have not been disclosed.

93. In breach of their fiduciary duties owed to the Funds, Defendants direct the
payment of excessive commissions to securities broker-dealers to execute trades for the Funds in
exchange for which they receives and retain soft-dollars (a form of rebate or kickback). These
soft-dollars are paid for by the Funds and the Plaintiffs in the form of higher commissions
(depriving the Funds of the best execution of trades), yet benefit Defendants.

94. These soft-dollars can amount to payments surpassing the total Portfolio Selection

Fees and 12b-1 Distribution Fees paid to the Defendants. From 1995 to 2003, the Funds paid
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just under $400 million for executing trades with soft-dollar brokers. If Defendants had sought
and obtained the best execution for these trades without the soft-dollar kickbacks, the Funds and
the Plaintiffs would have saved approximately $227 million - money that was improperly
retained by Defendants at the Funds’ expense. Defendants continue to improperly retain the
Funds’ money in this manner to the present date.

9s. Soft-dollar and other fallout benefits are either not quantified and shared with the
Funds® board of trustees (even though the board cannot determine the fairness of any fee without
having this information), or the board of trustees fails to properly consider fallout benefits when
evaluating the fees paid to Defendants.

96. According to the SEC, “[s]ofi-dollar arrangements create incentives for fund
advisers to (i) direct fund brokerage based on the research provided to the adviser rather than the
quality of éxecution provided to the fund, (ii) forego opportunities to recapture brokerage costs
for the benefit of the fund, and (iii) cause the fund to overtrade its portfolio to mlﬁll.me adviser’s
soft-dollar commiﬁnmts to brokers.” Memorandum from Paul F. Roye, director of the SEC
Division of Investment Management, June 2003.

97. As noted by the SEC, institutional investors other than mutual funds that negotiate
at arms’ length often negotiate “soft dollar” or commission recapture programs and directly
participate in the benefits wrongfully retained by Defendants from the Funds and the Plaintiffs.
The Funds and their board of trustees could, but do not, negotiate such arrangements and,
instead, Defendants have usurped that opportunity for their exclusive benefit.

98. Defendants and their afﬁliat.es also receive other benefits or “kickbacks,” either
directly or indirectly, such as transfer agency and custodian fees. These fees automatically

increase as the assets under management and the number of shareholders in the Funds increase.
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For fiscal 2003, transfer and custodian fees alone add up annuaily to just under 19 basis points
(0.19%) for Voyager and 14 basis points {0.14%) for Growth and Income in additional revenue
for Defendants and their affiliates, Putnam Fiduciary Trust Company and Putnam Investor
Services. These affiliates receive similar fees from the other Funds while comparable fees paid
by other institutional investors are either included in the overall management fee negotiated at
arms’ length or cost far less through Defendants or competitive third party providers.
Defendants and their affiliates continue to receive these additional fees at similar (excessive)
levels to the present date.

99. Defendants alse benefit from securities lending arrangements where they “loan”
out securities owned by the Funds (e.g., to short sellers) for a fee. Defendants retain those
benefits even though the securities loaned belong not to them but to the Funds.

100. These and other fallout benefits are required to be disclosed to the Funds® board
of trustees as part of the itotal mix of information necessary to determine the reasonableness of
the Portfolio Selection Fee and the reasons for. a 12b-1 Distribution Plan and the related
Promotional vDistribution Fees. Even without considering the fallout benefits, the Portfolio
Selection and Promotional Distribution Fees are excessive in both percentage and dollar terms.
After considering the fallout benefits, these fees are obscene and their receipt by Defendants
violates § 36(b) of the Investment Company Act of 1940.

(4) The Nature and Quality of the Services Provided to the Funds’ Shareholders

101. The nature of the Portfolio Selection Services provided to the Funds is

straightforward: Defendants select (buy, sell or hold) and trade, at its discretion, stocks, bonds,

and other securities for the Funds. This is precisely the same service provided to Defendants’
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other institutional clients even though the Funds are charged a dramaticélly higher Portfolio
Selection Fee as a percentage of assets under management and in dollar terms.

102. The quality of the Portfolio Selection Services provided to the Funds by
Defendants is also precisely the same (because the services are the same) as the quality of the
Portfolio Selection Services provided to the other instit‘utionél clients. However, Plaintiffs pay
Defendants dramatically higher fees (in percentage and absolute dollar terms) because the
Portfolio Selection Fees are not even close to the range of fees produced by the arms’ length
negotiations with Defendants’ other institutional clients (even before considering the enormous
additional fallout benefits received by Defendants).

103. Furthermore, the Defendants’ services to the Funds are even more overpriced
when performanpe is considered. For the three fiscal years ended July 31, 2003, investors paid
management and shareholder service fees of $514 million for Voyager and Grown and Income

alone, despite a loss of 33% in 2001, a loss of 32% in 2002 and a minimal gain of 1.5% in 2003

- (compared to a 2003 gain of over 10% from the S&P 500 index). In fact, over the last decade,

Defendants or their affiliates received $1.3 billion in management and 12b-1 Distribution Fees
from the Voyager Fund alone, even though that Fund significantly underperformed the Standard
& Poor’s 500 stock index (performance that can be purchased at a significantly lower cost).

104.. Also, between 1993 and 2002, Defendants liquidated, renamed or merged 44
mutual funds, in large part due to poor performance (liquidation or merger allows Defendants to
remove a fund’s poor track record from their reported performance). The nature and quality of
Portfolio Selection Fees provided to the Funds totally fail to justify the cost.

105. The nature of services provided for the Promotional Distribution Fee is also

straightforward: Defendants take money from current Fund shareholders in an effort to attract
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new shareholders to the Funds ostensibly so that all shareholders can enjoy cost savings from
economies of scale. The existence of Y Shares tells the story: the use of Promotional
Distribution Fees has never achieved the desired (and required) cost savings, should never have
been approved or continued by the Funds’ board of trustees, and violates Section 36(b) of the
ICA.

5 The Profitability of the Fund to the Adviser-Manager

106. The profitability to Defendants of managing the Funds is a factor that the Court
may consider. Intuitively, it is obvious that the fees charged to others in arms’ length
negotiations is the best indicator of profitability to Defendants; those negotiations must result in
profitable relationships or investment managers (such as Defendants) intending to stay in
business would be required to charge a higher fee. Therefore, managing the Funds (and
receiving much higher Portfolio Selection Fees and Promotional Distribution Fees than from
other institutional clients) is highly profitable to Defendants.

107. For example, Defendants received approximately $84 million in management fees
from Voyager Fund during its most recent fiscal year. Of that, at least $66 million is for pure
Portfolio Selection Services. In 1990, the toral management fee, including all expenses and pure
Portfolio Selection Services, amounted to less than $5 million. The receipt of such a dramatic
increase in fees for pure Portfolio Selection Services (in the face of dramatic economies of scale)
while Putnam manages comparable (but much smaller) portfolios for a much smaller fee is in
breach of Defendants’ fiduciary and other duties to the Funds.

108. Defendants regeived almost $85 million in management fees from the Fund for
Growth and Income during its most recent fiscal year. Of that, as much as $65 million is for

pure Portfolio Selection Services. In 1991, the fofal/ management fee, including all expenses and
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pure Portfolio Selection Services, amounted to just over $11 million. The receipt of such a
dramatic increase in fees for pure Portfolio Selection Services (in the face of dramatic economies
of scale) while Putnam manages comparable (but much smaller) portfolios for a much smaller
fee is a breach of Defendants’ fiduciary and other duties to the Funds.

109. The total Portfolio Selection Fee recc;ivcd by Defendants from each‘Fund is
shown on the attached Exhibit 5.

110. Furthermore, each dollar of Promotional Distribution Fees received by
Defendants directly increases Defendants’ profitability in an equal amount. These fees, by
definition, are received by Defendants to cover their expenses, not those of the Funds (under the
theory that those expenses would ultimately save the Plaintiffs and the Funds money). The
amount of these fees has been steadily increasing. For 1991, the Voyager Fund paid less than
$2 million in 12b-1 Distribution Fees. For the year ending July 31, 2003, that fund paid 12b-1
Distribution Fees of $65 million. Similarly, in 1991, the Fund for Growth and Income paid
$4.5 million in 12b-1 fees. For the year ending October 31, 2003, that fund paid 12b-1
Distribution Fees of over $75 million. The amount of Promotional Distribution Fees increased
proportionately with total 12b-1 Distribution Fees for these and all of the Funds.

111. As discussed above under “comparative fee structures,” Defendants and their
affiliates have entered into advisory agreements with other institutional clients where Defendants
accept total management fees (including both.Portfolio Selection Fees and payment of all
administrative, distribution and other costs) that qﬁickly step down to as low as 15 basis points
(0.15%) to manage portfolios that are typically much smaller than those of the Funds. Even on
the conservative assumption that all of the other institutional clients’ fee was for Portfolio

Selection Services, it is still dramatically smaller in percentage terms (and obscenely so in dollar
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terms) than the same fees received from the comparably sized or significantly larger Funds, and
is not within the range established by Defendants with its other customers when negotiating at
arms’ length. Defendants would not agree to provide advisory services for a fee of as low as
15 basis points (or less) if it were not profitable to do so. Therefore, the immense profitability of
the Funds’ management for the same services is self-evident.

112. Furthermore, the availability of Y Shares for institutional clients (shares free from
all 12b-1 distribution fees) further establishes that the Promotional Distribution Fees received by
PRM constitute pure profit to Defendants.

(6)  The Independence and Conscientiousness of the Trustees (or Directors)

113. As the GAO Report noted, the “external management” structure of most mutual
funds (including the Funds) creates a potential conflict of interest between a fund’s shareholders
and its adviser. [Exhibit 8]. The United States Supreme Court has stated that the disinterested
director requirement is “the comerstone of the ICA’s efforts to control” this conflict of interest.
Burks v. Lasker, 441 U.S. 471 (1979).

114. The disinterested directors (or trustees) are supposed to serve as “watchdogs”™ for
the shareholders of the Funds. As such, the disinterested directors have primary responsibility
for, among many other things, negotiating and approving all agreements with Defendants and
reviewing the reasonableness of the Portfolio‘ Selection Fees and Promotional Distribution Fees
received by Defendants. Accordingly, as noted by the GAO, the directors are expected to
review, among other things, the adviser’s costs, whether fees have been reduced when the Funds®
assets have grown, and the fees charged for similar services. See GAO Report at 14 [Exhibit 8].

These responsibilities necessarily require the directors to rely on information provided by
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Defendants. Defendants, in tumn, have a fiduciary duty to provide all information reasonably
necessary for the directors to perform their obligations.

115, In considering whether to approve advisory agreements between the Defendants
and the Funds, the trustees are required to review and consider specific factors, and to make
certain comparisons,'to ensure that any agreement is in the best interests of the Fund and its
shareholders (rather than just the Defendants). The SEC has recognized that this inquiry

includes the following specific factors:

(1) the nature, extent, and quality of the services to be provided by the
investment adviser; (2) the investment performance of the fund and the
investment adviser; (3) the costs of the services to be provided and profits
to be realized by the investment adviser and its affiliates from the
relationship with the fund; (4) the extent to which economies of scale
would be realized as the fund grows; and (5) whether fee levels reflect
these economies of scale for the benefit of fund investors.

116. In addition, the SEC has recognized that a fund’s trustees must compare the fees
and services to be provided by the adviser in any proposed contract with a fund with those in
other investment advisory contracts, such as contracts between the same (and other) investment
advisers with other investment companies (i.e., mutual funds) or other types of clients (e.g.,

pension funds and other institutional investors). On information and belief, Defendants failed to

provide this information to the Funds’ trustees who in turn failed to make or consider this

comparison. .

117. A majority of the Funds’ directors must be “disintérested” as defined in § 10 of
the Investment Company Act. The ICA contains a presumption that the disinterested directors
are in fact disinterested. However, even in connection with so-called disinterested directors, the
lack of conscientiousness in reviewing the fees paid to the Defendants, and/or iack of adequate

information provided by the Defendants to the directors in connection with their approvals of the
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advisory agreements, and the control of management over the board in reviewing the fees are not .
presumed. Rather, they are all relevant factors in determining whether the Defendants have
breached their fiduciary duties to the Funds and to the Plaintiffs.

118. Despite the structural protections of independent directors envisioned by the
Investment Company Act, the Funds’ trustees have been subverted by Defendants and no longer
serve in their “watchdog” role.

119, Either the Defendants have failed to satisfy their fiduciary duty under the
Investment Company Act to provide the Funds® directors with all information reasonably
necessary for them to do their jobs, including determining the faimess of the Portfolio Selection
Fee and the Promotional Distribution Fee, or that information has not been properly considered
by the directors.

120. Jack Bogle, founder of the Vanguard Group, one of the largest mutual fund
complexes in the world, commented during an interview on the failure of mutual fund boards of
directors to meet their duties under the Act:

Q: We’ve talked about how the [mutual fund] industry could do a better
job. How about the fund directors?

A: Well, fund directors are, or at least to a very major extent, sort of a bad
joke. They’ve watched industry fees go up year after year, they’ve
added 12b-1 fees. Ithink they’ve forgotten, maybe they’ve never been
told, that the law, the Investment Company Act, says they’re required
to put the interest of the fund shareholders ahead of the interest of the
fund adviser. It's simply impossible for me to see how they could
have ever measured up to that mandate, or are measuring up to it.

Morningstar Interviews...Jack Bogle, Founder of the Vanguard Group, Kathryn

Haines and Russ Kinnel, www.momingstar.net, posted June 5, 1998.
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121. Similarly, a United States District Court Judge recently quoted Warren Buffet, the
“legendary investor and chairman of the Berkshire Hathaway Group,” on the lack of
independence and diligence of mutual fund boards of directors:

I think independent directors have been anything but independent. The
Investment Company Act, in 1940, made these provisions for independent
directors on the theory that they would be the watchdogs for all these
people pooling their money. The behavior of independent directors in
aggregate since 1940 has been to rubber stamp every deal that’s come
along from management — whether management was good, bad or
indifferent. Not negotiate for fee reductions and so on. A long time ago,
an attorney said that in selecting directors, the management companies
were looking for Cocker Spaniels and not Dobermans. 'd say they found
a lot of Cocker Spaniels out there.
Strougo v. BEA Assoc., 188 F.Supp.2d 373, 383 (S.D.N.Y. 2002)(citation omitted).

122, The dependence of the Funds’ disinterested directors on the Defendants, and the
domination and undue influence exerted on the directors by the Defendants, is evidenced by the
following facts:

a, Each of the Funds is governed by a common and interlocking board of directors
initially selected {and constantly dominated by) the Defendants.

b. All 101 different Putnam mutual funds are “overseen” by one common board of
12 directors, 10 of whom are considered “disinterested.” The directors are paid
from $203,000 to $388,000 for approximately 24 days of board meetings each
year. The Funds have also adopted (and pay for) a non-contributory, defined
benefit pension plan for each director serving more than five years. The
Defendants have de facto control over directors’ compensation and the nature and
duration of director meetings and other aspects of the Funds’ corporate

governance, thereby depriving the Funds of the independence owed to them by

the trustees.
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Each of the Funds, and all funds within the Putnam Fund Complex, share
common fiduciary advisers (i.e, the Defendants or their affiliates). The
Defendants created these relationships and continue to dominate in their
execution.

Each of the Funds, and all funds within the Putnam Fund Complex, share a
common distributor affiliated with the Defendants (i.e., the Funds’ shares are sold
by an affiliate of the Defendants)'.

Trustees in the mutual fund industry almost without exception rely wholly on the
fund manager to provide them with what is known in the industry as a “15¢
Report” (also called a “Lipper Package”). The 15¢ Report includes information
about what other mutnal fund investment advisors charge their mutual fund
clients but does not include data about Defendants’ or other advisors’ other
institutional clients (as that data is withheld by fund managers from the trustees).
Fund managers use the data in the 15¢ Report to ensure that their fees fall within
the range of fees charged by their “competitors,” an industry of price gougers,
rather than to ensure that the Portfolio Selection Fees received by Defendants are
independently fair to the Funds. Here, either Defendants have followed this
industry practice and failed to provide the correct information to the trustees, or
the trustees have failed to consider properly the information provided.

Each of the Funds, and all funds within the Putnam Fund Complex, have access to
a common line of credit arranged by the Defendants to assist in managing money
flows in the Funds (e.g., to meet shareholder redemptions). The fees pertaining ‘

to such credit facility are shared equally by the Funds and all other funds within
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the Putnam Fund Complex (thereby also again demonstrating benefits from

economies of scale).

COUNTI
ICA § 36(b) BREACH OF FIDUCIARY DUTY
(Excessive Fees from Economies of Scale)

123, The Plaintiffs repeat and reallege paragraphs 1 through 122, inclusive, of this
complaint.
124, Defendants have received, and continue to receive, excessive Portfolio Selection

Fees attributable to the extraordinary economies of scale created by the Plaintiffs and the Funds.
125. Defendants have breached, and continue to breach, their ICA § 36(b) fiduciary
duty to the Funds by receiving and retaining these excessive fees.

126, " Plaintiffs seek, pursuant to § 36(b)(3) of the ICA, the “actual damages resulting
from the breach of fiduciary duty” by Defendants, including the “amount of compensation or
paymcnté received from” the Funds.

COUNT II

ICA § 36(b) BREACH OF FIDUCIARY DUTY
(Excessive Investment Advisory Fees)

127. Plaintiffs repeat and reallege paragraphs 1 through 122, inclusive, of this
complaint.
128, The Portfolio Selection Fees received by PIM are and continue to be

disproportionate to the services rendered and not within the range of what would have been
negotiated at arms’ length in light of all the surrounding circumstances (or the range of what has
been negotiated at arms’ length with the Defendants’ other institutional clients). Instead, they
are dramatically higher than those negotiated or that would be negotiated in any arms’ length

negotiation.
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129. In receiving excessive advisory fees, and failing to put the interests of the Funds,
the Plaintiffs, and the Funds’ other shareholders ahead of their own interests, PIM breached its
statutory fiduciary duties to the Funds and the Plaintiffs. |

130. Defendants have breached, and continue to breach, those statutory ICA § 36(b)
fiduciary duties to the Funds by accepting excessive and inappropriate compensation. Plaintiffs
and the Funds seck, pursuant to § 36(b)(3) of the ICA, the “actual damages resulting from the
breach of fiduciary duty” by Defendants, up to and including, “the amount of compensation or
payments received from” the Funds.

COUNT I
ICA § 36(b) BREACH OF FIDUCIARY DUTY

{Excessive Rule 12b-1 Promotional Distribution Fees and Extraction
of Additional Excessive Compensation)

131. Plaintiffs repeat and reallege paragraphs 1 through 122, inclusive, of this
complaint.
132. The Promotional Distribution Fee extracts additional compensation for advisory

services in violation of Defendants’ fiduciary duty under § 36(b). Although the assets of the
Funds have grown considerably, the resulting economies of scale benefited only Defendants, and
not Plaintiffs or the Funds, precisely as feared by the SEC.

133, In failing to pass along economy of scale benefits from the Promotional
Distribution Fees, and in continuing to authorize, assess and collect Promotional Distribution
Fees pursuant to the Funds’ 12b-1 Distribution Plan, despite the fact that no benefits inured to
Plaintiffs or the Funds, Defendants violated their ICA § 36(b) fiduciary duty by receiving
excessive and inappropriate compensation. Plaintiffs seek, pursuant to § 36(b) of the ICA, the
“actual damages resulting from the breach of fiduciary duty” by Defendants, including all

Promotional Distribution Fees and any further “amount of payments received from” the Funds.
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WHEREFORE, Plaintiffs and the Funds demand judgment as follows:

a.

Word 35015880.1

Declaring that the Defendants violated and continue to violate § 36(b) of the ICA
and that any advisory agreements and Distribution Plans entered into between
them and the Funds are void ab initio;

Preliminarily and permanently enjoining the Defendants from further violations of
the ICA,;

Awarding damages against the Defendants in an amount including all Portfolio
Selection Fees and Promotional Distribution Fees paid to them by Plaintiffs and
the Funds for éll periods not precluded by any applicable statutes of limitation and
continuing through the trial of this case;

Awarding any further “actﬁal damages resulting from [Defendants’] breach of
fiduciary duty,” including any further “amount of payments received from” the
Funds;

Awarding interest, costs, disbursements, attorneys’ fees, and such other itemns as
may be allowed to the maximum extent permitted by law;

Awarding prospective relief in the form of reduced Portfolio Selection Fees and
Promotional Distribution Fees in the future based not simply upon a percentage of
assets formula, but also based upon the reasonableness of those fees in absolute

dollar terms when considering the assets under management in the Funds; and
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g Such other and further relief as may be proper and just.
Dated: May 17, 2004

Respectfully submitted,

Do D

David E. Marder (BBO #552485)
Marc N. Henschke (BBO #636146)
Jonathan D. Mutch (BBO #634543)
Robins, Kaplan, Miller & Ciresi LLP
111 Huntington Ave.

Boston, MA 02199

(617) 267-2300
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IN THE UNITED STATES DISTRICT COURT F LE D
FOR THE SOUTHERN DISTRICT OF ILLINOIS i
MAR - 6 2003
CLERK, U.S, DISTRICT
GUY MILLER and RONALD SOUTHI%N DISTRICT QF |u.mous
H. BECHERER, EAST ST LOUIS OFFICE
Plaintiffs,
vS.’
MITCHELL HUTCHINS ASSET
MANAGEMENT, INC., ALLIANCE
CAPITAL MANAGEMENT, L.P., and
ALLIANCE FUND DISTRIBUTORS, INC.,
Defendants. ‘ No. 01-CV-00192-DRH

MEMORANDUM AND ORDER
, HERNDON, District Judge:

I. Introduction

Before the Court is Defendants’ motion to dismiss Plainﬁffs' second
amended complaint (Doc. 104). Plajnﬁffs oppose the motion: This case concerns
the distribution and management of mutual funds. On April 25, 2001, Guy Miller
an-d Ronald Becherer filed an amehded comp}ajnt against Defendants, Mitchell
Hutchins Asset Management, Inc. (“Mitchell Hutchins”), Alliance .Capital
Management, L.P., and Alliance Fund Distribufors, Inc., alleging violations of the
Investment Company Act of 1940 (*ICA™), as amended, 15 U.S.C. § 80a-1 et seq
(Doc. 2). Plaintiffs Miller and Becherer are shareholders in the PaineWebber Growth
Fund and the Alliance Premier Growtﬁ Fund, Inc., respectively. Both Mitchell
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Hutchins and Alliance Capitol Management, L.P., are registered as investment
advisers under the ICA. Mitchell Hutchins is a distributor and principal underwriter
of the PaineWebber Fund, and Alliance Fund Distributors, Inc., a wholly owned
subsidiary of Alliance Capifal Management, L.P., is the distributor and principal
underwriter of the Alliance Fund. Plaintiffs seek to recover advisory fees and
distribution fees Qaid by the funds on the basis that the advisory ‘plans and
distribution plans are unlawful under the ICA and that the fees are unreasonable and
excesstve under the ICA and must be returned.

On July 20, 2001, Defendants moved to dismiss Plaintiffs’ amended
complaint, arguing that Plaintiffs had not plead sufficient facts to state a cause of
action against Defendants. The Court agreed and dismissed Plaintiffs’ amended
complaint. The Court allowed Plaintiffs until April 1, 2002 to file a second amended
complaint that corﬁported with the Court’'s order, the Fedefal Rules of Civil
Procedure, and the Local Rules of the Southern District of Illinois.

Subsequently, on April 1, 2002, Plaintiffs flled a second amended

complaint against Defendants (Doc. 99). The second amended complaint contains
four (4) counts: Count I alleges breach of fiduciary duty under ICA § 36(b) for
excessive investment advisory fees; Count II alleges breach of fiduciary duty ﬁnder
ICA § 36(b) for receipt of excess profits from economies of.scale; Count III alleges
Defendants violated ICA § 36{b) by collecting excess distribution fees and extracting

additional compensation for advisory services; and Count IV alleges Defendants
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violated ICA § 12(b) by implementing unlawful distribution plans. Defendants filed
a second motion to dismiss Plainﬁffs' second amended complaint, arguing that
Plaintiffs have failed to plead the requisite facts to establish legally cognizable claims
- under 88 36(b) and 12(b) of the ICA. For the fo]loﬁng reasons, the Court grants in
part and denies in part Defendants’ motion (Doc. 104). The Court finds that
Plaintiffs have stated a clai;rn as to Counts |, I »and III; however, Plaintiffs have failed
to state a claim as to Count IV.
VII. Analysis

A. Motion to Dismiss Standard

When ruling on a motion to dismiss for failure to state a claim, the
district court assumes as true all facts well-pled plus the reasonable inferences
" therefrom and construes them in the light most favorable to the plainﬁff. Fries v.
Hélsper, 146 F.3d 452, 457 (7™ Cir. 1998)(citing Wiemerslage Through
. Wiemerslage v. Maine Township High Sch. Dist. 207, 29 F.3d 1149, 1151 (7%
Cir. 1994)). The question is whether, under those assumptions, the plaintiff would
have a right to legal relief. Id. This standard also has been articulated:

[Ulnder “simplified notice pleading,” . . . the allegations of

the complaint should be lberally construed, and the

“complaint should not be dismissed for failure to state a

claim unless it appears beyond doubt that the plaintiff can

prove no set of facts in support of his claim which would

entitle him to relief.”
Lewis v. Local Union No. 100 of Laborers’ Int'l Union, 750 F.2d 1368, 1373
(7" Cir. 1984)(quoting Conley v. Gibson, 355 U.S. 41, 46-47 (1957)). Accord
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Fries, 146 F.3d at 457; Vickery v. Jones, 100 F.3d 1334, 1341 (7 Cir. 1996).

The Seventh Circuit has reiterated the liberal standard governing notice
pleading:

It is sufficient if the complaint adequately notifies the

defendants of the nature of the cause of action . ... As the

Supreme Court has recently reminded us, the Federal

Rules of Civil Procedure do not permit us to demand a

greater level of specificity except in those instances in

which the Rules specifically provide for more detailed

elaboraton. See Leatherman v. Tarrant County Narcotics

Intelligence & Coordination Unit, 507 U.S. 163, 168

(1993).

Duda v. Bd. of Educ. of Franklin Park Pub, Sch. Dist. No. 84, 133 F.3d 1054,
1057 (7™ Cir. 1998); See also Kaplan v. Shure Bros., Inc., 153 F.3d 413, 419
(7" Cir. 1998). In fact, the Seventh Circuit has instructed that a plaintiffs claim
must survive a 12(b)(6) dismissal motion if reltef could be granted under any set of
facts that could be proved consistent with the allegations. Hi-Lite Prods. Co. v. Am.
Home Prods. Corp., 11 F.3d 1402, 1409 (7% Cir. 1998).

B. Plaintiffs’ § 36(b) Claims

Defendants contend that Plaintiffs’ allegations as to Counts I, I, and III
fail to state a claim under 8 36(b} of the ICA. The Court disagrees. Section 36(b)
provides that an investment advisor has a fiduciary duty with respect to the receipt
of compensation. 15 U.S.C. 8 80a-35(b). Shareholders may bring direct private

causes of action under § 36(b) agaillst investment advisors “for breach of fiduciary

duty in respect of . . . compensation” paid by a fund. Id. The plaintiff bears the
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“burden of proving a breach of fiduciary duty.” 15 U.S.C. § 80a-35(b}(1). A feeis
’e.xcessive, and thus a breach of the investment advisor's fiduciary duty under § 36(b),
if it is “so disproportionately large that it bears no reasonable relationship to the
services rendered and could not have been the product of arm's-length bargaining.”
Gartenberg v. Merrill Lynch Asset Mgmt., Inc., 694 F.2d 923, 928 (2d Cir.
1982)(dismissing dérivative actioné after a non-jury trial).

Although the Seventh Circuit has not had occasion to set an excessive
fees standard, the Fourth Circuit in Midgal, as well as other lower courts, have
applied the Gartenberg standard. See, e.g., Midgal v. Rowe Price-Flemming
Int’l, Inc., 248 F.3d 321, 326-27 (4'® Cir. 2001); King v. Douglas, 973 F. Supp.
707, 722 (S.D. Tex. 1996); Krantz v. Fid. Mgmt. & Research, Co., 98 F.
Supp.2d 150, 158 (D. Mass. 2000).. | |

| Gartenberg identified six factors to evaluate the Vdisproportionality of
afee: (1) the nature and the quality of the services provides to the fund shareholders;
(2) the profitability of the fund to the adviser-manager; (3) economies of scale in
operating the fund as it grows larger; (5) comparative fee structures; (5) fallout
benefits, i.e. indirect profits to the adviSor attributable in some way to ﬂue existence
of the fund; and (6) the independence and conscientiousness of the directors. See
Krinsk v. Fund Asset Mgmt., 875 F.2d 404, 409 (2d Cir. 1989)(citing
Gartenberg, 694 F.2d at 929-30). At thé pleading stage, a complaint must plead

facts that would show that the fees are so disproportionately large that they bear no
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reasonable relationship to the services rendered.

In this case, Plaintiffs have plead sufficient facts with respect to Counts
I, I, and III to survive a 12(b)(6) motion to dismiss.! Plaintiffs’ second amended
complaint sufficlently pleads facts regarding the nature and quality of the services
provided (see Doc. 99 144-54), the profitability of the funds to the adviser-managers
(see Doc. 99 1 55, 56), and the econormies of scale in operating the funds (see Doc.
99 157-64). The second amended complaint discusses, in detail, comparative fee
structures (see Doc. 99 1 65-81). It also discusses the fallout benefits (see Doc. 99
1 82-87) and the independence and conscientiousness of the directors (see Doc. 99
1 88-98). The Court finds that these allegations comply with the requirements set
forth in Midgdl and are sufficient to state a legally cognizable cause of action under
ICA § 36(b) for purposes of Deféndants' motion to dismiss. As such, the Court
denies Defendants’ motion to dismiss as to Counts 1, II, and III

C. Plaintiffs’ § 12(b) Claim

Defendants also assert that Plaintiffs have failed to state a cause of
action under § 12(b] of the ICA because § 12(b} does not provide a private right of
action, or, alternatively, because any action under § 12(b) is derivative and Plaintiffs
have failed to plead demand or demand futility. Because the Court finds that any

cause of action Plaintiffs may have under § 12(b) is derivative, the Court need not

!Although Counts I and III appear quite similar, Count I addresses the advisory fees
Defendants charged, while Count 1II addresses the distribution fees Defendants charged. These
fees are separate fees (see Doc. 99 § 3-5).

~
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address whether § 12(b) does, infact, provide a private right of action. To determine
whether claims brought under the ICA are direct or derivative, the Court must look
to the law of the defendant fund's state of incorporation.? Kamen v. Kemper Fin.

Servs., 500 U.S. 90, 97-99 (1991).

Under Massachusetts law, a shareholder may not directly bring claims

. that belong to the corporation. B,essentg v. BeSggnte,'434 N.E.2d 206, 208 (Mass.

1982). To determine whether a claim belongs to the corporation, a court must

inquire whether the shareholder's injury is distinct from the injury suffered generally

by all of the shareholders as owners of corporate stock. Jackson v. Stuhlfire, 547
N.E.2d 1146, 1148 (Mass. App. Ct. 1990).

Similarly, under Maryland law, a court must examine the nature of the
wrong alleged in the complaint to determine whether it states a direct, rather than
derivative, cause of action. Under Maryland law,

[glenerally . . . a stockholder cannot maintain an action at

law against an officer or director of the corporation to

recover damages for fraud, embezzlement, or other breach

of trust which depreciated the capital stock . . .. Where

directors commit a breach of trust, they are liable to the-

corporation, not to its creditors or stockholders. . . .

Waller v. Waller, 187 Md. 185, 189-90 {1946). Moreover, “[wlhen an injury falls
equally on all shareholders and no special relationship between the plaintiff and the

defendant [exists that] might create a duty other than that owed to the corporation,

2Massachusetts law governs the PaineWebber Fund and Maryland law governs the
Alhance Fund.
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there is no direct cause of action in a shareholder.” Olesh v. Dreyfus Corp., 1995
WL 500491, *7 (E.D.N.Y. Aug. 8, 1995).

As stated in the Court’s previous order dismissing Plaintiffs’ first
amended complaint, any cause of action Plaintiffs may have under § 12(b) is
derivative in nature. This Court has already concluded that there appears to be no
direct cause of action under § 13_(5)_ of the ICA m»ﬁhis_case, In fact, Exhibits 7 and
8 to Plaintiffs’ second amended complaint demonstrate that the 12b-1 fees are paid
from the funds as fund operating expenses (see Doc. 99, Exh. 7, p. 6, Exh. 8, p. 5).
Exhlblt‘Q shows the same (see Doc. 99, Exh. 9, p. 22). This indicates that Plaintiffs
are suing on behalf of the funds to recover excessive distribution fees paid by the
JSunds. Further, Plaintiffs, themselves, acknowledge in Count IV that they are suing
Defendants for “violation of the ﬁduciafy duty ‘owed by them to the [flunds,” not to
the shareholders (Doc. 99, 1 122)(emphasis added). As such, the second amended
complaint asserts a cause of action under § 12(b) that is for alleged injury to the
funds, and only derivatively to stockholders such as Plaintiffs. Because Plaintiffs are
asserting a derivative cause of action, the Court must address the issue of dernand
and demand futility.

Like most states, Maryland both requires demand as a norm and
excuses demand when the request would be futile. Kamen v. Kemper Fin, Servs.,
Inc., 939 F.2d 458, 460 (7 Cir. 1991)(citing Waller v. Waller, 187 Md. 185,

191-92 (1946); Eisler v. E. States Corp., 182 Md. 329, 333 (1943)). Ademand
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is futile only if the directors’ minds are closed to argument. Id. at 462. Demand on
the board of directors is excused where “(1) a demand, or é delay in awaiting a
response to a demand, would cause irreparable harm to the corporation, or (2) a
majbrity of the directors are so personally and directly conflicted or committed to the
decision in dispute that they cannot reasonably be expected to respond to a demand
 in good faith and within the ambit of the business judgment rule.” Werbowsky v.
Collomb, 766 A.2d 123, 144 (Md. App. Ct. 2001). Similarly, under
Massachusetts law, whether demand is excused as futile turns on whether “a majority
of directors are alleged to have participateéd in the wrongdoing, or are otherwise
interested.” Harhen v. Brown, 730 N.E.2d 859, 865 (Mass. 2000). Also, futility
must be plead with particularity. Id.
| In this case, Plaintiffs have pieéd néithe'r facts establishing deniand nor
facts establishing demand futility. In fact, in their response to Defendants’ motion
to dismiss, Plaintiffs only argue that their cause of action is direct, rather than
derivative, and as such, they are not required to plead demand or demand futility.
This is directly contrary to what this Court explicitly held in its previous order
granting Defendants’ first motion to dismiss. As such, Plaintiffs opted, at their peril,
not to plead facts establishing demand or demand futility in their second amended
complaint. Because Plaintiffs have had three opportunities to correctly piead acause
of action under 8 12(b) of the ICA, the Court finds that Count IV of Plaintiffs’ second

" amended complaint should be dismissed with prejudice.
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III. Conclusion
For the above stated reasons, the Court finds that Plaintiffs have stated
a caﬁse of action under § 36(b); however, Plaintiffs have failed to state a cause of
action under § 12(b). Accordingly, the Court GRANTS in part and DENIES in part
~ Defendants’ motion to dismiss Plaintiffs’ second amended complaint (Doc. 104). The
. Court DISMISSES with prejudice Count IV of Plaintiffs’ second amended complaint.
Counts [, II, and III remain.
IT IS SO ORDERED.

Signed this ©th dayof _ M3yl 2003.

KMJ/(

] ndv~—
DAVID R. HERNDON
United States District Judge

10
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; IN THE UNITED STATES DISTRICT COURT 05 0s. =80
! FOR THE SOUTHERN DISTRICT OF ILLINOXS RRAAARNY Py
! ‘ .
i PR e 2
GUY E.\MILLER, CASE NO. 01- cv-owz-mz.g,;r, L jj/: Crfh
RONAL[D H. BECHERER, iy "-’/:3"23";" gey
RICHARD AND DOROTHY NELSON, iz
LOIS CAMPBELL
MONTIE J. HILL, AND
DENNIS D. PRICE,
Hlaintiffs,
V.
MITCHELL HUTCHINS ASSET
MANAGEMENT, INC., ALLIANCE

CAPITAL MANAGEMENT, L.P., and

ALLIANCE FUND DISTRIBUTORS, INC,,

Defendants.
i /

SECOND AMENDED CLASS ACTION COMPLAINT

Plaintiffs, Guy E. Miller. Ronald H. Becherer, Richard and Dorothy Nelson, Lois
Campbell, Montie J. Hill. and Dennis D, Price sue Defendants, Brinson Advisors, Inc. (formerly

known as Mitchell Hutchins Asset Management, Inc.). Alliance Capital Management, L.P.. and
Alliance Fund Distributors, Inc., and allege:

L
INTRODUCTION

1. Plaintiffs are shareholders in various open-end registered investment companies
{
{or mutual funds) created, sold, advised, and managed with other funds as part of fund families

or_complexes by Defendants (collectively the “Funds”). Defendants, as the underwriters,

distributots, advis and control persons of the Funds, owe fiduci d other duties to

Plaintiffs ind all shareholders of the Funds,
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2. Each of the Funds owned by Plaintiffs is a member of a fund complex governed
by a common board of directors or trustees (the “Fund Complex™ or, where appropriate, the
“Alliance Comglex,”.tbe *“Brinson Complex,” or the “Fupd Complexes™). Within these Fund
Compleixes, Plaintiffs and other shareholders pay Defendants (a) advisory fees for providing pure
investment advice (“Investment Advisory Services™) and (b) management fees for administrative
services, These fees are based on g percentage of the net assets of each fund in the Fund

Complexes.

The pure Investtnent Advisory Services Defendants provide to the Fund

Complc;ccs are identical to the Investment Advisory Services Defendants provide to other

clients, i-:uch as institutional clients and other mutual funds, and entail the precise same costs (in
fact, the advisors, analysts, research data, physical plant, and other aspects of Defendants’

! . . .
Investment Advisory Services are shared between the mutual funds and the other clients).

— - —

4. In some instances, Defendants charge separate advisory fees for the Investment

Advisom Services and the administrative_services. In other instances, Defendants charge a
|

combine'd fee for the Investment Advisory Services and the administrative services. In either
1

case, tht fees Defendants receive from the Funds for pure Investment Advisory Services are

direcﬂylcomgarable to (although considerably higher than)_the fees Defendants receive from
other ¢lients for the identical services.

5. Defendants also charge‘ distribution fees for marketing, selling, and distributing
mutual fund share_s to new_shareholders pursuant to distribution plans that Defendants have
adopted iwith respect to_the Fund Complexes pursuant to Rule 12b-1, 17 CE.R. § 270.12b-1
1“Distril%ution Plans™), The distribution fees are based on a percentage of the net assets of each
fund in ithe Fund Complexes. _Defendants purportedly collect these fees in order to grow or
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stabilize the assets of the Funds so that the Funds can benefit from economies of scale through
reduced advisory fees.
Investinent Company Act of 1940
6 In 1940, Congress_enacted the Investment Company Act of 1940, 15 US.C. §
80a-1 et seq. (the “ICA”). The ICA was designed to regulate and curb abuses in the mutual fund

industry and to create standards of care applicable to investment advisors such as Defendants. In

I
the _1960s, it became clear to Congress that jnvestment advisors to eguity mutnal funds were
!

gouging those funds with excessive fees. As a result, § 36(b) was added to the ICA in 1970

which created a federal cause of action for breach of fiduciary duty.

7. Section 36(b) provides in pertinent part:

[T]he 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 théreof, to such investment adviser or any affiliated person
of such investment adviser. An action may be brought under this
subsection by the Commission, or by a security holder of such
registered investment company on behalf of such company. against
such investment advisers, or an affiliated person of such

investment advisor. or any other person enumerated jn subsection
{a) of this section who has a fiduciary duty concerning such
- compensation or payments, for breach of fiduciary duty in respect
to such compensation or payments paid by such registered

investment company or by the security holders thereof to such
investment adviser or person. ..,

8. Although § 36(b) was enacted to remedy excessive fees charged by equity funds,
it is legailx applicable to all types of mutual funds, Most cases interpreting § 36(b), including

Gartenbagl v. Merrill Lynch Asset Management,_Inc.. 694 F.2d 923, 929 (2d Cir. 1982), have
(unlike this case) involved money market funds. Money market funds have & oompletclg

different' cost structure, rendering them incomparable to actively managed funds that invest in

t
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securiﬁcF‘ which are held for longer periods of tirne and fluctuate in value. See Securities and
| .

Exchange Commission, Division of Investment Management: Report on Mutual Fund Fees and
] :

mensés (Dec. 2000) (the “SEC Report™), at 18 (excluding money market funds from stdy

|
|
bccausciof different cost structure) [Ex. 11.

|
Q. In addition, since Gartenberg was decided in 1982, the widespread use of
i

computers (with exponentially ter computing power than those of 20

_gzailabillity of research on the Intemet, and the ability of fund advisers to transact business with
current and potential shareholders on the Internet has dramatically lowered the costs of providing

advisoggi and distribution services in ways the Gartenberg court could not have foreseen nor
]

oonside_l;mg_' .

1!0. In the past decade, the assets managed by Defendants within the Fund Complexes

have ng_Wn dramatically.

i a In 1990, the entire Alliance Complex had approximately $4.6 billion in
assets under management, and Alliance received 1.01% of those assets, or $46.5 million,
in_fees. In 2000, the Alliance Fund Complex’s assets had soared to over $71 billion (a
nultiple of 15) while fees jumped to 1.63% of those assets, or almost $1.2 billion (a
multiple of 25).

b.  Im 1991,' the entire Brinson Complex had $262 million in assets> under
hanagement, and Brinson received 1.14% of those assets, or gpp‘ roximately $3 million. in
f:scs. In 2000, the Brinson Fund Complex’s assets had soared to over $7 billion (a

nultiple of over 28) while fees jumped to 1.29% of those assets, or over $96 million (a
multiple of 32).

-8
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\} 11. While the Funds have grown dramatically in size, the nature of the services

rendered by Defendants have changed hiftle, if at all. Meanwhile, the distribution and advisory
fees paid to Defendants have grown dramatically. In addition, Defendants have become even
more profitable because of previously unthinkable advances in technology. As a result, the
advisory ifees paid to Defendants (and accepted by them in violation of their statutory fiduciary

duties) arle disproportionately large in relationship to the services rendered to Plaintiffs.

l%. The gross disproportionality of the fees paid to Defendants is also demonstrated
bya ccamp'l arison of the fees they receive from other clients (including other mutual finds) for the
|

same services. In some cases Defendants charge the Funds fees at a rate_500% (and more)

greater than that charged to these other clients. In partienlar, Defendants charge these other

clients as! little as 11 basis points (.11%) for the identical services for which Plaintiffs are

charged between 50 and 93 basis points (.50% and .93%). [Further allegations regarding
comparative fees are set forth infra at 19 65 to 81.]

l.’r. In_addition. Defendants, in violation of their fiduciary duties to Plaintiffs, have

P X .
retained excess profits resulting from economies of scale. These economies of scale are a
Telamed Exo g from economies of scale. lhese economies of scale are a

product q'f the dramatic_growth in assets managed by Defendants, caused in_part by marketing

p_r_g_g@' paid for with the distribution fees charged to_Plaintiffs and in part by Defendants’

ability to! provide the idemtical Investment Advisory Services they provide Plaintiffs to other

clients atllittle or no additional cost. The excess profits resulting from these economies of scale

belong to|Plaintiffs and the other shareholders of the Funds.

lil. The existence of economies of scale has been recently confirmed by both the

SecuritieJ and Exchange Commission (the “SEC’) and the Governmental Accounting Office (the

“GAQ™). ! Both conducted in-depth studies of mutual fund fees in 2000, and both concluded that
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L econom%es of scale exist in the provision of Investment Advisory Services. See SEC Report at

30-31 [Ex. 1]; Governmental Accounting Office. Report on Mutual Fund Fees to the Chairman,

Subcommittee on Finance an 0 aterials; and the Ranking Member, Committee on

Commerce, House of Representatives (June 2000) (“GAO Report”), at 9 [Ex, 2]. In addition, the
l

most sig';niﬁcant academic research undertaken since the Wharton School study in the 1960s

establishes the existence of economies of scale that are not being passed along to mutual fund

shareholders in violation of Defendants’ duty to do so under § 36(b) and Rule 12b-1. See Jobhn P.

Freeman & Stewart L, Brown, Mutual Fund Advisory Fees: The Cost of Conflicts of Interest., 26
A qup. L. 610 (2001) (the “Freeman & Brown Study”) [Ex. 3]. [Further allegations rega_r‘ ding
economies of scale are set forth infra at 4157 to 64.]
ﬁs. The fees paid to Defendants are technically approved by the Funds’ boards of
directors. A majority of the Funds® boards are comprised of statutorily presumed *“disinterested”

directors as that term is defined in § 10 of the ICA. Regardless of whether these presumably
“disinterested” directors_meet the requirements of § 10 of the ICA. there is a lack of

conscientiousness by the directors in reviewing the advisory and distribution fees paid by each of
the Funds. In addition, even if statutorily disinterested, the directors are in all practical respects

dominated and unduly influenced by Defendants in reviewing the fees paid by Plaintiffs and

other shareholders of the Funds. In particular, Defendants do not provide the directors with
sufficiedt information for the directors to fulfill theit obligations, a factor supporting a finding
that Defendants have breached their fiduciary duties, [Purther allegations ;égg;' ding the
indggcnc;lence and conscientiousness of the directors are set forth {nfra at 9§ 88 to 98.]

16. Alfhou the fees challenged may appear to the Court to be v small on a

shareholder-by-sharcholder basis, see Gartenberg, 694 F.2d at 929, they cause a dramatic

0sofh vogeLLZR8T9 XVd TE€:PT 2002/C2/S0




1S0@) [T102S ON XM/XL] 22:9T7 NHL 2002/€2/50

! S~ Ve

|
l
|
l -
j decrease in Plaintiffs® investment retums over time. Arthur Levitt, the immediate past Chairman

of the SEC, was critical of what he called the “tyranny of compounding high costs:”
stinet tells me that many investors would be shocked to know how seemingly

nall fees can, over time, create such drastic erosion in returns. ... In the vears
tead. what will mutual fund investors say if they realize too late their returns
ive fallen hard under the weight of compounding fees?

=l

Arthur Tlevitt, Jr.. Tnangural address: Costs Paid withr Other People’s Money, Address at
Fordham) University School of Law (Nov. 3, 2000), in 6 Fordham J. Comp. & Fin L. 261, _267
(2001).

1’{. In this action, Plaintiffs seek to rescind advisory apreements and distribution plans

and to reé:over the total fees charged by Defendants or alternatively to recover the excess profits

resulting | from economies of scale wrongfully retained by Defendants and to recover other

excessive compensation received by Defendants in breach of their fiduciary duty under the ICA

36(b). 15 U,S.C, § 80a-35(h),

Rule 12b-1 Distribution Plans

181' Defendants charpe Plaintiffs and other shareholders distribution fees to promote

the sale olf fund shares to new shareholders, Prior to 1980, the use of shareholder funds to sell

- new-fund, shaves was prohibited. The SEC had historically been reluctant to allow fund advisers

to chargeitheir shareholders for selling shares to others:

Tlhe cost of selling and purchasing mutual fund shares should be borne by the
investors_ who_purchase them and thus presumsably receive the benefits of the
iny vestment, and not, even in part, by the existing shareholders of the fund who

often derive little or no benefit from the sale of new shares.

| _
&ztement: on the Future Structure of the Securities Markets. [Feb. 1972] Sec. Reg. & L. Rep.

(BNA) Nb. 137 pt. IT, at 7,
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j 19. After intense lobbying by the mutual fund industry (including PaineWebber,

Brinson!s predecessor), the Commission agreed to consider modifying its objections to allow

current fund shareholders to pay distribution expenses. In early comment letters and in Proxy

' statemeﬁllts proposing adoption of plans of distribution, the mutual fund industry argued

(correctly) that adding assets to an existing_mutual fund would create economies of scale that
I

would allow the advisers to provide the same quality and nature of services to mutual fund

shareholders at dramatically lower costs.

20.  Accepting the mutual fund industry’s argnment that a growth in assets would lead

to a2 quid pro quo reduction in advisory fees and other expenses. the Commission tentatively
approved Rule 12b-1, 17 C.E.R. § 270.12b-1. However, numerous conditions were attached to
the use of sharcholder funds to pav distribution expenses. For example, the Commission t

to be certam that investment advisers would not “extract additional compensation for advisory

services by excessive distributions under a 12b-1 plan.” Meyer v. Oppenheimer Management
Corporation, 895 F.2d 861, 866 (2d Cir. 1990). Unfortunately, that is precisely what Defendants

have go;ng; extracted additional compensation for their retail advisory services by causing

Plam’uﬁ‘s a.nd other shareholders to pay Defendants’ marketing expepses to W

sharcholklers SO thax these new shareholders conld pa addmonal adwso fees to Dcfendants
..___..‘__ ___..___2_1_________11._______

2:1. Defendants have adopted 12b-1 Distribution Plans for all of the Funds in the Fund

Complexes. These Distribution Plans must be reviewed annually by the Funds’

particular, the directors must “request and evaluate . . . such information as may reasonably be

necessary to an informed decision of whether such plan should be implemented or continu
17 C.F.R. § 270.12b-1(d). In addition, minutes must be maintained to record all aspects of the

direct_ors’ deliberation. and the directors must conclude “in lipht of their fiduciary duties under
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state law hnd under Sections 36(a) and (b) of the ICA_ that there is a reasonabie likelihood that

the Distribution Plans will benefit the company and its shareholders.” 17 C.E.R. § 270.12b-1(e).

i
22 Despi e dramatic growth in assets managed by Defendants (see ra. g 10

both the a}dvisorv and distribution fees charged by Defendants have grown. For example, the

distn'butic!n fees paid by the PaineWebber Growth & Income Fund to Brinson increased from
$3.232,266 in fiscal 1995 to $6,023,712 in fiscal 2000, while the advisory fee per share, rather
than decreasing as it should have, increased from $0.14 per share in fiscal 1995 to $0.23 per
share in fiscal 2000 (an increase of 64%). The distribution fees paid by the Alliance Premier
Growth Fund to Alliance Distributors increased from $1.950.049 in fiscal 1995 to $153.450.405

in_fiscal 2000, while the advisory fee per share, rather than decreasing as it should have

increasedifrom $0.12 per share in fiseal 1995 to $0.33 per share in fiscal 2000 (an increase of
o 175%).

|
|
23I Accordingly., the Distribution Plans have produced no economles-of-scale

benefits t t!o the shareholders of the Funds. Rather, the Dlﬂlbutlon Plans have served only

Defendants, just as the Commission feared when it found that “the use of mutual fund assets to
H

finance dfstributic_m activities would benefit mainty the management of a mutual fimd rather than
: i ‘ ‘ :

its shareh'olders, and therefore that such use of find assets should not be permitted.” Bearing of
Distribution Expenses by Mutual Funds. Investment Company Act Release No. 9915, 1977 SEC
LEX3S 943 (Aug. 31, 1977). As such, the Distribution Plans violate the intent and ¢ of

Rule 12bdl, and are entirely a waste of find assets.

2‘%. Most !‘if not all) of the Funds in both the Brinson Complex and the Alliance -
Complex !issue a class of institutional shares which are excluded from the burden of paying any
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j 12b-1 distribution fees, thereby demonstrating that the Distribution Plans are unnecessary and

are only in place to gouge the retail mutual fund investors.
25. In addition to failing to benefit Plaintiffs and other shareholders, the Distribution

Plans have extracted additional compensation for advisory services to Defendants, thereby

resulting in excessive fees paid to them. For example, the distribution fees arc based on the net
i
asset va}lue of the Funds and not on distribution activity, if any. by Defendants, such as number

of share‘s sold. Consequently. a significant portions of the fees paid to Defendants are derived

from market increases in the net asset value of the fund, independent of any distribution activity
by Defendants. By way of example, the Dow Jones Industrial Average (the “Dow”) rose form

2753 ini1990 to 11,497 by the end of 1999, an event that quadrupled asset-based fees with no
|

]
additional work by or cost to Defendants.

3 26.  Despite the fact that Plaintiffs and the other Fund shareholders have enjoyed no

benefits| from the Distribution Plans, even though they contributed to the growth of fund assets
by paying distribution fees. and despite the fact that 'the Distribution Plans have allowed

Defenddlnts to extract additional and excessive compensation from Plaintiffs and the other

sharehoi‘dcrs of the Funds, the directors of the Fund Complexes have continued to approve, year

after v e, continustion of the Distribution Plans in violation of both Rule 12b-1 and § 36(b).
|

IEmtherE allegations regarding the independence and conscientiousness of the directors are set

|
forth inq:a at 79 88 to 98.1 Plaintiffs are entitled to recover the distribution fees they have paid to

DcfcndJnts.
Lefendauts.
|
! IL
| PARTIES
:
27.  Plaintiff Guy E. Miller (“Miller”)_is_a resident of O’Fallon, Hlinois, and a

shareho!'dcr at_all relevant times of the PaineWebber PACE Large Company Value Equity

l

| |

, 10
|
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} Investments Fund (formerly known as the PaineWebber Growth and Income Fund) (the “PACE

Fund™). The PACE Fund is a registered investment company under the Investment Company

Act of 1940, and is a series of the PaineWebber PACE Select Advisors Trust (the “PACE Select

Advisors Trust™). a Délaware business tmst.

28.  Plaintiffs Richard and Dorothy Nelson (“Nelsops™ are residents of Caseyville,

{
linois, %nd shareholders of the Brinson Strategy Fund (formerly known as the PaineWebber
Stratepy fLFund) (the “Brinson Strategy Fund™). The Brinson Strategy Fund is a registered

i ‘
investment company under the Investrnent Company Act of 1940 and a Massachusetts business

trust.

g
I
! ) .
!
29.  Plaintiff Tois Campbell (“Campbell’™ is a resident of Gaithersburg, Maryland,

|
and a shareholder of the Brinson Tactical Allocation Fund (formerly known as the PaineWebber
| .
| Tactical %Mlocation Fund) (the “Brinson Tactical Allocation Fund’), The Brinson Tactical

A]locatioi: Fund js a registered inveslment company under the Investment Company Act of 1940

and a Massachusetts business trust.

3(?. Defendant Brinson Advisors, Inc. (formerly known as Mitchell Hutchins Asset

Iilinois licensed broker-dealer.

Brinson is also reg;"stered as an investment adviser under the Investment Advisers Act of 1940

and is the investment adviser to. and distributor and principal underwriter of, the PACE Fun

the Brinson Strat_egy Fund, the Brinson Tactical Allocation Fund, and other Funds in the Brinson

Complex!

31. The PACE Fund, the Brinson Strategy Fund, and the Brinson Tactical Allocation

Fund are/all part of the Brinson Complex, a family of mutual funds advised and distributed by

Brinson :ind govemedv by a common board of trustees or directors.

11
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) 12. Plaintiff Ronald H. Becherer (“Becherer™) is a resident of New Athens, Illinois

and a sljlareholdcr of the Alliance Premier Growth Fund. Inc. (the “Alliance Premier Growth
|

Fund").i The Alliance Premier Growth Fund is a registered investment company under the
l

Investm'ént Company Act of 1940 and a Maryland corporation,
21413. Plaintiff Montie J. Hill (“Hill”) is a resident of O’Fallon, Illinois, and a

sharchollﬁer of the Alliance Growth and Income Fund, Inc. (the “Alliance Growth and Income
shareholder of the Alhance GTowih and lhiance Growth and Income
}

Fund™. %The Alliance Growth and Income Fund is a registered investment company under the
|

Investmént Company Act of 1940 and a Maryland corporation.

’ .
3‘4. Plaintiff Dennis D. Price (‘“Price™) is a resident of Troy. Illinois, and a sharcholder

of the Alliance Quasar Fund, Inc. (the “Alliance Ounasar Fund”). The Alliance Quasar Fund is &
registered investment company under the Investment Company Act of 1940 and a_Maryland
| corporation.

!
3{)5 . Defendant Alliance Capital Management, L.P. (“Alliance Capital” or. where

| .
ggprogrihte “Alliance™) is a corporation organized under the laws of the State of Delaware.
] .

Alliancel Capital is registered as an investment adviser under the Investment Advisers Act of

I
1940 and advises the Alliance Premier Growth Fund, the Alliance Growth and Income Fund, the

Al]jancg:gzuasar Fund, and other Funds in the Alliance Complex. -

3%6. Defendant Alliance Fund Distributors, Inc. (““Alliance Distributors” or, where
aggrggri!gte and collectively with_Alliance Cagital,. “Alliance™) is a Delaware corporation, an
d is a wholly-owned subsidiary of Alliance Capital. Alliance

Distribu‘ors is the distributor and principal underwriter of the Alliance Premier Growth Fund, the
|

Alliance Growth and Income Fund, the Alliance Quasar Fund. and other Funds in the Alliance
| .

Tlinois licensed broker-dealer an

12
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3!7. The Alliance Premier Growth Fund, the Alliance Growth and Income Fund. and

the Allia:ilce Quasar Fund are all part of the Alliance Complex. a family of mutual funds advised
and distnllbuted by Alliance and govemed by a common board of trustees or directors.
| 100
i JURISDICTION AND VENUE
3:$- This action is brought pursuant to §§ 36(b) and 12(b) of the Investment Company
Act of 19'40 (“ICA™), as amended, 1S U.S.C. §§ 80s-35(b) and 80a-12(h).
39.  This Court has subject matter jurisdiction pursuant to 15 U.S.C. § 80a-43, 15

U.S.C. § B0a-35(b)(5), and 28 U.S.C. § 1331.

4?. Venue is proper in this judicial district pursuant to 15 U.S.C. § 80a-43 and 28
U.S.C. §E 1391(b)(2)-(3). _Defendants are mbabjtants of or transact business in_this district, a

!
substami;ﬂ part of the events or omissions that give rise to Plaintiffs’ claims occurred in this
i .

district, abd Defendants may b found in this district.
| -
41. All conditions precedent have been performed or have occurred.

v,
GENERAL ALLEGATIONS

The Gartenberg Test
42.  As set forth in Gartenbers v. Merrill Lynch Asset Manogement, Inc., 694 F.2d
923 (2d Cir. 1982) (decided long before today’s computer and internet capabilities existed and

before ﬂitc in-depth studies by the GAO and SEC), the test for determining whether

compensation paid to Defendants violates § 36(b) is “essentially whether the fee schedule
I
represents a charpe within the range of what would have been negotiated at arm’s-length in the

light of dll of the swirounding circumstances.” Id. at 928. In order to violate § 36(b), “the

advisor-manager must charge a fee that is so disproportionately large that it bears no reasonable .
_.__ﬁ,_.g______g___._ﬂ..._i?_a_____‘/ ¥ 130le

13
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relationship to the services rendered and could not have been the product of arm’s-length

bargainimg.” Jd.

43. applying this test, all pertinent facts must be weighed in determiﬁ' whether a
fee or pther cgggpcggaﬁon violates § 36(b). __The Gartenberg court, and this Court, have
specifically identified six factors (a portion of “all pertinent facts™) to be considered in
determining whether a fee is so disproportionately large that it bears no rc‘asonaﬂle relationship

to_the services rendered. A review of these factors, and the facts in this case. demonstrates that

the fees|charped by Defendants to the Fund Complexes violate § 36(b):

(1) The Nature and Quality of the Sexrvices Provided to the Fund Shareholders
!

44 The nature of the Investment Advisory Services provided to Plaintiffs is
|

i
straightforward: Defendants buy and sell, at their discretion, stocks, bonds, and other securities
|

for the ?Funds. This is preciselv the same service‘provided to Defendants’ institutional clients

i .
(albeit ét a dramatically lower cost). The materials provided by Defendants to the Fund board

membeg' establish that the nature of these services has remained unchanpged .dggite dramatic

i
growth 1In underlying assets and advisory revenues.

| .
5. The guality of the Investment Advisory Services provided to the Funds by

Defendants is also precisely the same (because the services are the same) as the quality of the

Investmknt Advisory Services provided to Defendants’ institutional clients. The Funds receive

no_more, and no less, from Defendants than Defendants’ institutional clients. However

Plaintiffs pay Defendants dratnatically higher fees because these fees are not negotiated at arm’s
length a5 they are with institutional clients.

14
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. ) l . The gﬁgli!;x of Defendants’ Investment Advisory Services has, in recent vears,

been lackluster at best. However, the quality (or lack thereof) of the services has not been
considered by the boards of directors of the Funds in setting the fees for the services.

47.  For example, over the last three years the Alliance Premier Growth Fund is in the
M?manoe percentile of all domestic large cap growth finds; the Alliance Quasar Fund is
in the 9?“" performance percentile of all domestic small cap_growth funds: and the Alliance
Growth aind Tncome Fund is in the 12% performance percentile (although it has recently fallen to

the 270 ?I erformance percentile for the last 12 months). In spite of these results, no merits based

advisoryifee reduction has been demanded or approved by the Alliance Complex’s board of

directors; and no fee adjustment distinction has been drawn between the better performing

Growth and Income Fund and its disastrous_sister funds, proving that quality is a non-factor in

the board's fee decisions.

|

4?. Furthermore, while Alliance, in some instances, charges its mutual funds advisory

L
fees at a rate as much as 6-7 times (or more) than its institutional clients, a review of Alliance's
2000 10K annual report shows that in the aggregate. advisory fees to mutual funds average —

across the board in all categories — 2.1 to 3.3 times more than the arm’s-length fees negotiated
with Alli slmc ’s institutional clients. |

49.  As for Brinson, the quality of the Investment Advisory Services it provided to the
Brinson Complex was so bad that Brinson (not the Fund Complex’s presumptively disinterested
directors) determined that it was no longer fit to provide Investiment Advisory Setvices to the
Brinson Comglcx. Instead, Brinson retained subadvisors. Ags reflected in the minutes of the

October 6. 2000 board meeting for the Brinson Complex, Brinson contracted with sub-advisors
and agreed to pay them significantly lower advisory fees than those Brinson had previously

15
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*-__,.:) chargedito manage their own funds. See Minutes of the Brinson Board Meeting on Oct. 6, 2000
(BA 01448-01576) [Ex. 13-L.].

j0. Thus, the nature of‘ the services rendered by Brinson changed dramatically in
Octoberi 2000 when Brinson began to_employ sub-advisers. Instead of continuing to provide its

admittedly inferior Investment Advisory Services, Brinson now purportedly “provides portfolio

management oversight principally by performing initial reviews of prospective sub-advisers and

supervis:mg and monitoring the petformance of those sub-advisers.” See PaingWebber Growth
[
and Income Fund and PACE Large Company Value Equity Fund Cormbined Proxy Statement

and Progl ectus (Dec. 27, 2000) (“PaineWebber/PACE Combined Proxy & Prospectus™, at Q&A
Section {BA 00765-00768). 20 (BA 00793) [Ex. 14]. |

Sil. For example, Brinson hired fhrcc sub-advisers for the PACE Fund: State Street
| _
Global zf&dvisers (for 50% of the PACE Fund’s assets), Institutional Capital Corporation (for

25% of !the PACE Fund’s assets) and Westwood Management Corporation (for 25% of the

PACE Fund’s-assets). State Street, ICAP. and Westwood receive sub-advisory fees equal to .15,

.30% and .30%, respectively, of the net value of assets each subadvisor manages. Despite having
{

sub-contracted its sub-advisory duties due to_its own admittedly poor performance, Brinson still

charges the fund the same .80% advisory fee, .60% of which is for pure Investment Advisory

Services! See Rule 30(b)(6) Dep. of Paul Schubert, Jan. 30, 2002 (“Schubert Dep.’’), at 117 [Ex. |

4. Brinson simply retains the amount of the fee not paid to the sub-advisers. ercfore, Brinson

receives (475% of the net asset value of the PACE Fund, more than twice the total fee paid to the
sub-advisors w_ho are_actually managing the money, for merely choosing the sub-advisers and

then “supervising” and “monitoring” them. which in reality amounts to virtually no services at

all.
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52|. As 2 result of the restructuring, Brinson was able to discontinue some of the
services Jt had previously provided to shareholders. For instance. it closed its internal equity

I ) . :
research program and no longer performs those services. In breach of its duty to disclose,
|

Brinson c:f(id not_inform the Board members whether closing the equity research department
resulted 1n any cost savings that should have been taken into account when the advisory fees
were a 1|roved See Rule 30(b)(6) Dep. of Amy Doberman, Jan. 29, 2002 (“Doberinan Dep.’

157-59 ITEX' 5]. Brinson was also able to reduce by Zalf the number of employees it had

originally, i assigned to supervise and monitor its subadvisors but. again, this was not disclosed by
Brinson t¢;> the Fund Complex board. Doberman Dep. at 55-56 [Ex. §].

53.  The Brinson Strategy Fund, the Brinson Tactical Allocation Fund, and other index

funds vnthn the Brinson Complex receive Investment Advisory Services of a totally different
pature and quality. These funds are indg_};. funds and, accbrding to_the SEC, index finds are

typically Imanaged for 45 basis points fess than actively managed funds. SEC Report at 31

(“[TThe operating expense ratio of an index find was 45 basis points lower thén an equivalent

fund that was an index fund.” x, 1]. This is because “[w]hen a portfolio/fund is passivel

managed, there is no stock

much simpler to manage than an actively managed portfolio. The securities in the portfolio are

fixed (except when changed bv the index_sponsor), and the manager’s job is to minimize the

tracking gl rror with the index. ... Thus, little if any creativity is called for and personnel costs are

kept to a minimum. For these reasons, investment advisory fees for passive management are
typically much lower than for active management.” Freeman & Brown Study at 639 [Ex, 31.

54, Although the manager of an index fund should be paid far less than managers of

active funds because of the nature and quality of the reduced services provided, Brinson violated

17
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-} its fiduciary duty by charging the same excessive fee it charged to actively managed fimds and

by failing to disclose that fact to the Brinson Complex board andvthc find shareholders.

(2) The Profitability of the Fund to the Adviser-Manager

55. Gartenberg “demand[s] that the ‘profitability of the fund to the adviser’ b
|

studied lin order that the price paid by the fund to its adviser be equivalent to ‘the product of

arm’s-length bargsining.’” Freeman & Brown Study at 661 [Ex. 3]. The profitability of a

to an ad'viscr-manager is a function of revenues minus the costs of providing services. Both the

incremental and full costs of the services provided by Defendants to the Funds demonstrate the
dispropertionate _and excessive profits Defendants receive for these services. A review of

Defendants’ incremental costs of providing advisory services to Plaintiffs. demonstrates that the
__r______p____g__l :

incremental costs_are nominal while the additional fees received by Defendants are hugely

disproportionate given that the nature, quality, and level of the services remain the same. In
|

addition',_a review of Defendants’ full costs of providing advisory services, based on the financial

information available tc; Plaintiffs (with virtually no discovery from Alliance and very limited
discove? from Brinson), also demonstrates the enormous profitability to Defendants of
managitg the Funds, even given the questionable assumptions underlying the allocation of costs -
made bx: Defendants. See Schubert Dep. at 35, 40-42, 141 (showing that the one person

regponsfple for allocating costs amongst the Funds has relocated to Zurich, Switzerland, leaving
|

no written procedures or manusls or any identified person to allocate this past year’s costs) [Ex,

4].

|
l .
qs. In addition. as discussed below under “comparative fee structures™ (infia at 1§ 65

to 81), iDefendants have entered into advisory apreements with other mutual funds and

institutional clients where Defendants have agreed to accept fees as low as 11 basis points

18
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Funds (June 22, 2001) {Ex, 15]; Vanguard U.S. Growth Fund Prospectus (Dec. 28, 2001) [Ex.
10]. This compares with 74 basis points (.74%) for the average fund in the Alliance Complex

~ and 61 basis points (.61%)_for the average find in the Brinson Complex. Because Defendants

would not agree to provide advisory services for a fee of 11 basis points (.11%) if it were not
profitablel to do so, the immense profitability to Defendants of a fund paying six or seven times
what oth%_kl clients pay for the same services is self evident,
(3) Economies of Scale in Ogerating. the Fund as it Grows Larger
Courts and the SEC have uniformly stated that there are significant economies of

scale benci:ﬁting mutnal fund investment advisors. See Migdal v. Rowe Pﬁ'ce Fleming Int’l Inc.,
248 F.3d EZI, 326-27 (4‘h Cir. 2001). These economies of scale exist not only fund by fund but,

as Brinso:ln admits, also exist with respect to the entire Fund Complexes and even with respect to

an investment advisor’s entire scope of operations, including services provided to_institntional

5

SR I

clients. Iee Doberman Dep. at 86, 161-64 [Ex, 5]. Brinson’s former general counsel, Victoria

]
Schonfcl% also noted that mutnal funds provide economies of scale, See Frf;gman & Brown

Study at :621 n.62 (quoting Victoria B. Schonfeld & Thomas M.J. Kerwin, Organization of a
Mutual inmd, 49 Bus. Law 107 (1993)) [Ex, 3].

Sd. The clearest example of economies of scale is when total assets under
| ‘ ,
i
mana t increase due purely to market forces (without the institution of new advis

relationships or new asset gathering). In such instances, as Brinson admits and the GAO

confirms.!it is possible for the advisor to service the additional assets with zero additional costs.
See Schubert Dep. at 196-97 [Ex. 4]; GAO Report at 9 (notihg that growth from portfolio

2l rec'ati‘:on is unaccompanied by costs X. 2]. In other words, an investment advisor ¢

|
E 19
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advise al fund that doubles in size purely because of market forces with no increased costs
because the services are unchanged. This fact is extremely important given that the bulk of

ecent growth in the mutual fund industry has come from portfolio appreciation. GAO Report at
9 [Ex. 2). Accordingly, investment advisors have benefited by garnering “increased fees from

the gege@l increase in market prices with no commensurate efforts on their part.” Freeman &

Brown Study at 619 n.43 [Ex. 3].
58, The foregoing is illustrated by reviewing the performance of the stock market

during the decade of the 1990s. On January 1. 1990, the Dow was at 2753. When the decade

closed on December 31, 1999, the Dow was at 11.497 (more than a four-fold increasel.v Ifa

mutual fund merely held the_ stocks that comprise the Dow, and did nothing, its fees would have

@m}—i

6. The Freeman & Brown Study also found that economies of scale exist in

connectiém with advisory fees: “The existence of economies of scale has been admitted in SEC
}

| .
filings nliade by fund managers and is implicit in the industry’s frequent use of fee rates that

| . . .
decreaseias assets under managernent increase. Fund industry investment managers are prone to
Cecreaseias 2 lanag 1ent managers are prone to

cite ecoﬂomies of scale as justification for business combinations.” Freeman & Brown Study at
620 [Ex. 3]. Moreover, “[t}he GAQO’s investigators recently found a general consensus that fimd

ogeratioﬁs benefit from economies of scale. as well as strong evidence that economies of scale

should eiixist.” Freeman & Brown Study at 621 (also noting that as much as 64% of mutual fund
asset growth has come ffom appreciation of portfolio securities, which, unlike growth from share

sales to new i;westors, is costless ) |Ex. 3].

ql. Brinson has explicitly relied on economies of scale to justify merging funds to the

dine:v:torsiI and shareholders of those ﬁmds. See Doberman Dep. at 193, 207-08 [Ex. S|:




~ggo0@ (1075 ON XM/XL] 22:9T NHL 2002/£2/S0

|
I
|

[ -~

PaineWebber/PACE Combined Proxy & Prospectus at Q&A Section (BA 00765), 19 (BA
00792) ]%'x. 14].

|
63. A review of Alliance's financial statements contained in its year 2000 Annual

Report as filed with the SEC are illustrative of the economies of scale at work in its advisory’

business.

The statements show:

a) From 1996 through 2000, Alliance's institutional assets grew from

aggroximatelx $120 billion to about $258 billion — a 20.4% growth rate.
{

b) During this pedod, revenues from institutional advisory services from

52!‘71 million in 1996 to $541 million in 2000 — a growth rate of 18.8% — which
deimOnstrates that economies of scale are being passed on to institutional clients.

; c) Mutual fund assets under management also grew at a fast rate. Domestic
m1|1tua1 fund assets grew from $609 million in 1996 to $157 billion in 2000 — a growth

rat

ast

eof 18.1%

d) This phenomenal growth rate in _mutual find assets not only produced zno

economies of scale for Alliance's retail mutual fund customers, fees actually increased
economies of scale for Alliances refall mutual fund custom

ster than the growth in assets. Fees went from $485 million in 1996 to $1.7 billion in

_ZQbO — a growth rate of 36.8% — making a mockery of the concept of economies of scale.

See_Annual Report of Alliance Capital Management, L.P,, for Fiscal Year 2000 on Forrn 10-K
T
| .
(*Alliancé 2000 Annual Report™ [Ex. 11].

63,  The advisory fees Alliance Capital charges other mutual funds further evidence

the existence of economies of scale and also demonstrate that the advisory fee it charges the

Alliance Bremier Growth Fund is excessive. For example, Alliance Capital sub-advises a fund in

the Brinson Complex, the PACE Large Company Growth Equity Investments (the “PACE

~aa D

i
|
i 21
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Growth! Fund’™). which has approximately $440 million in net assets. Pursuant to Alliance

Capital’s contract with Brinson, Alliance Capital provides all necessary advisory services to 60%

of the net assets of the PACE Growth Fund for an advisory fee of only 30 basis points (.30%).

Alliance provides the same advisory services to the entire Alliance Premier Growth Fund for a

fee of 9iB basis points (.93%). That is, for its advisory services to only $264 million in net assets
!

of the PiAg;E Growth Fund, Alliance Capital charges 30 basis points (.30%). but for its advisory

services to $17.5 billion in net assets of the Alliance Premier Growth Fund, Alliance Capital

charges'an advisory fee of 93 basis points (.93%). a rate more than three times greater than it
profitably charges the smaller and less efficient PACE Growth Fund. The vast disparity between
these rates demonstrates that the economies of scale achieved with asset growth are not factored
into theiadvisory fees charged by Alliance Capital to Plaintiffs and, as a result. the advisory fees

are disproportionate to the services rendered and are excessive.,

4. The economies of scale enjoyed by Defendants with respect to the Fund
l .

Comple!ﬂ:&s at issue in this case have not been shared with Plaintiffs as required by § 36(b) and

Rule 12;»1. See Migdal, 248 F.3d at 327. As a result, the fees paid to Defendants for advisory

. | . . . . .
services! provided to the Funds are grossly disproportionate to those services, are excessive, and

violate § 36(b).
| 4) Comparative Fee Structures
|

t%S. The Freeman & Brown Study noted: “None of the leading advisory fee cases

involvexi equity funds, and hence, none of the courts were confronted directly with the strong
analogia's that can be drawn between equity advisory services in the fund industry as compared

10 _the pension field where prices are notably lower.” F an & Brown Study at 653

While 2 “manager may encounter different levels of fixed and varable research costs depending

22
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j on the 'pe of the portfolio, . . . the fundamental management process is essentially the same for
La_;ge_and small ﬂortfolios, as well as for pension funds and mutual funds. The portfolio owner's

identity Jpension fund versus mutual find) should not logically provide a reason for portfolio

management costs being higher or lower.” Freeman & Bro Study at 627-28 [Ex. 3]. The

{
“‘aggles-}to-gggles’ fee comparisons between equity pension mapagers and equity fund managers

can be n:tost difficult and embarrassing for those selling advice to mutual funds.” Freeman &

Brown Study at 671-72 [Ex. 3].

66. A number of relevant comparative fee structures (including Defendants’ sub-

advisory relationships) clearly establish that Defendants are charging advisory fees to the Funds

.inthe Fui'ld Complexes that are disproportionate to the value of the services rendered.

67. For example, Alliance serves as sub-advisor to the PACE Growth Fund. Alliance
I

5 manages%éO% of the assets of the PACE Growth Fund for an advisory fee of 30 basis points
(30%) o;f those assets (contrasted with 93 basis points (.93%) for its own growth fund, the
Alliance Premier Growth Fund see  63)). The total advisory fee charged to the shareholders of
the PACI!E Growth Fund by Brinson with respect to t}iose same assets, however, is 80 basis points

l
(.80%), ml ith Brinson retaining the .50% override (see §51).

68 Alliance also provides advisory services to the Vanguard U.S. Growth Fund (like

not retain an “override” portion of the advisog fee. See Investrnent Advisory Agreement
|

between %Alliancc Capital and Vanguard World Funds (June 22, 2001) {Ex. 15]. The following

!
table sets forth the advisory fee schedules for the Vanguard U.S. Growth Fund and the Alliance
table sefs Jorth the ad uard U.o. Growth Fund and the Alhance

Premier Growth Fund:
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) ) VANGU. U.S. GRO FUND | ALLIANCE PREM. GROWTH FUND
Net Assets - Fee Rate | Net Assets Fee Rate
First $300 million 2%
Next $700 million 20% | First $5 billion 1.00%
Next $1 billion 15% Next $2.5 billion 95%
Next $18 billion 12% Next $2.5 billion 90%
Over $20 billion J10% Over $10 billion | 85%

69.  For the fiscal vear ended August 31, 2001, the advisory fees paid by the Vanguard
U.S. Growth Fund shareholders to Alliance represented an effective annual rate of only 11 basis

oints (/11%) of the fimd's average net assets. See Prospectus for Vanguard U.S. Growth Fund
(Dec. 28, 2001) [Ex. 10]. Shockingly. this advisory fee is 82 basis points lower than the
effective advisory fee charged by Alliance (.93%) for providing the exact same services to its

own shareholders in the Alliance Premier Growth Fund.
;
'70.  Defendants also provide advisory services to institutional clients for substantially

lower fees. The Freeman & Brown Study explains: “Strong analogies . . . can be drawn between

equity avisory services in the fund industry as compared to the pension field where prices are

notably Ilcwver.” Freeman & Brown Study at 653 [Ex. 3]. “[A] mutual fund, as an entity, actually

is an institutional investor. When it comes to fee discrepancies. the diﬁ erence between funds
: 1

and other institutional investors does not tumn on “institutional status,’ it turns on self-dealing and

.conflict bf interest.” Freeman & Brown Study at 629 n. 93 {Ex. 3].

’/il. Alliance Capital manages equity portfolios for the following institutional clients
|
for the ﬁ')llowing advisory fees:
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: ) a. Alliance manages a $672 million large cap equity portfolio for the

Klentucky Retirement System for 24 basis points;

b. Alliance manages a $1.7 billion active equities portfolio for the Minnesota

tate Board of Investment for 20 basis points; |

c. Alliance managed until December 2001 a $4.8 billion portfalio for the

Florida Retirement System for 15.3 basis points with a breakpoint at $100 million (the

contract Drdvides for 30 basis points for the first $100 million and 15 basis points

thereafter):

d Alliance managed a $4.86 million large cap growth fund for the Nevada

Public Employeces Retirement System for 22 basis points with a breakpoint at $100
, _

m'illion (30 basis points for the first $100 million and 20 basis points on the balance);
e. Alliance managed a $764 million large cap growth equity portfolio for the

kn

£ Alliance mavnaged a $730 million large cap growth equities portfolio for

|
|
!
dregog Retirement System for 20 basis points;
|
!
|

! v
the Missouri Retirement System for 18.5 basis points: and =~
T—*—'—_——L*I _

{ g Alliance managed a $975 million large cap growth equity portfolio for the

Wyoming Retirement System for 10 basis points.
7]2-| . Although some coutts have stated (without explanation or analysis) that advising

an instinlltional client is different than advising a mutnal find, Alliance admits_that the
Investment Advisory Services it provides to the Alliance Premier Growth Fund and those to its
institutional clients are the same. Alliance Capital’s Annual Report states: “The assets of the

Alliance Mutual Funds are managed by the same investment professionals who manage Alliance
Capital’s| accounts of institutional investors and high net-worth individuals.” Alliance 2000

25
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Annual Report at 10 (emphasis added) [Ex. 11]. In addition. the prospectus for the Alliance

Stock Funds states:

These [institutional] accounts have substantially the same investment objectives

and policies and are managed in accordance with essentially the same investment

dtrategies and techniques as those for Alliance Premier Growth Fund . . . [with] a
nearly jidentical composition of investment holdings and related percentage

weightings.
Alliance Stock Funds Prospectus (Feb. 1, 2002) at 46 [Ex. 6],
73. In particular, the Alliance Premier Growth Fund is managed by Mr. Alfred

Harrison. Mr. Harrison is also the named portfolio_manager for several large pension funds,

including the Florida State Board of Administration. The. Florida pension fund was about $5

billion in size at the beginning of the year 2000. The mutual fund and pension fimnds, including
|

Florida'ﬁ' pension fund, bave similar investment objectives and have virtually the identical stocks

in their g! ortfolios.

7%4. Even though the Alliance Premier Growth Fund and the Florida pension fund
have ﬂ'l!@ same_portfolio manager, the same investment objectives and identical. or mearly
identicaLi_ portfolios, t_hey have dramaticaily different fee schedules. The fee schedule for the

]
Florida. pension fund is 30 basis point (.30%) for the first $100 million and 15 basis points
I . < .

(.15%) for assets over $100 million, Compare this fee schedule to that of the Alliance Premier
Growth Fund set forth above in § 68. which begins at 100 basis points (1.00%) and levels off at

85 basis points (.85%) for assets over $10 billion.

7. The fee schedule for the Alljance Premier Growth Fund was app roved by the fiund

Board of Directors with no consideration of other investment advisors or competitive forces. Yet
Alliance!was providing identical investment advisory services to pension funds at roughly one-
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sixth the price. As an illustration, consider the following table, which shows annual fees charged
at differelLt asset levels for both the Florida pension fund and the Alliance Premier Growth Fund,

[Assets Under Weighted Average
Management Investment Advisory Fee
($ millions)
Florida Pension Fund Alliance Prem. Gr, Fund

5100 0.300% 1.000%
$1.000 0.165% 1.000%
$2.500 0.156% 1.000%
$5.000 0.153% 1.000%
7.500 0.152% 0.983%
$10,000 0.152% 0.962%
$12,000 0.151% 0.944%
$12,500 0.151% 0.940%
$15.000 0.151% 0.925%

' 7ﬁ, At $5 billion in assets (Florida's year 2000 portfolio size) the pension fund pays
about 16.5 basis points per year. The mutual fund, having just reached the first breakpoint at $5
billion, pays 100 basis points per year, or a $50.000,000 advisorv fee on the first $5 billion in
assets — 2 multiple of 6.5 times what Florida pays. Similarly, if the Florida portfolio were as
large as t}fne Premier Growth fund ($18 billion in 2000) it wounld pay annual investment advisory

]
fees of Ijl.l basis point where the mutual find paid 93 basis points. a multiple of 6.2 times the

Florida f#.

77;. Although Brinson’s breach of fiduciary duty has been continuous, the funds in the

Brinson éom lex must be considered separately before and after the reorganization that occurred

in Octobesr 2000 because the nature and quality of Brinson's services changed. Prior to October
i
2000, thel performance of the funds in the Brinson Complex was consistently below industry

averages.| The board of directors for the Brinson Conmiex apparently was not concerned with

the auality of services being provided by Brinson, but Brinson itself recognized that its services
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were inadeqnate and that a replacement investment advisor was essential to the potential future

health a%ud success of the funds in the Brinson Complex. Nonetheless. Brinson continues to

charge th PACE Fund the same advisory fee today despite the fact that Brinson fired itself and

" then cnt:ered into contracts with subadvisors (including Alliance) where significantly lower fees

were ngggtiated — in sharp contrast to the Funds — at arm’s length, The monetary difference

between the fees charged to the Funds (and Plaintiffs) and the sub-adyisory fees is retained by

Brinson,: The amount which Brinson retains is greater thap the amount paid to the sub-advisors

who actiually do the advisory work.

78.  Similarly, the Brinson Strategy Fund charges 75 basis points (.75%) for managing
!

a pure iIgl dex fund while State Street Bank provides enhanced index advisory services to the
PACE Fund for only 15 basis points (.15%). Incredibly, despite the simple and mechanical

|
formulaifor stock selection in an index fund (see, supra, 9 53), and despite the fact that those

selections are made available to the public free of charge prior to any purchase or sale in the

Brinson iStrategv Fund, Brinson charges an arbi and exorbitant fee five times greater than

that_cha‘rp;ed by State Street. Astonishingly, the board of directors approved the fee for the

Brinson }Strategg Fund without asking g single question about how the fee was determined. the

1
nature ar quality of services that would be provided to the Brinson Strategy Fund, whether

br oints were appropriate, or any other factor 1o be considered in evaluating the faimess of

the advisory fee and. in particular, whether it may have been the product of arm’s length

bargaining.

79. Brinson also provides advisory services to customers of UBS PaineWebber, its '

afﬁh'ateT broker-dealer. In what is known as the Access Program. Brinson provides advisory
services for .35% of the first 5100 million in agpgregate customer accounts referred to it by
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PaineWebber and, recognizing the existence of economies of scale, .25% of any amount in
excess of $100 million. See Doberman Dep. at 238 [Ex. 5]. Brinson's willingness to manage

assets owned by thousands of PaineWebber clients for 25 basis points (.25%) was not disclosed

b
by Brinsén to the Brinson Complex board and evidences how disproportionate the fees it charges

to_its ret retall mutual fund clients are compared with the fees it charges for the same advisory

services 1o other customers.

equity portfolios for institutional clients at far lower costs. For example, Brinson Partners

80. Like Alliance. Brinson and its affiliates, including Brinson Partners, manage

manages ithe folloﬁ'ing portfolios:

a Brinson Partners manages a small $343 million equity portfolio for the

Kansas Public Employees Retirement S em for 27.2 basis points with a breakpoint at

i
$ million (the fee schedule provides for a fee of 75 basis points on the first $5 million i

assets. 60 basis points on the next $10 million, 40 basis points on the next $25 million, 25
|

basis points on_the next $260 million, and 20 basis points on the balance over $300
|

million);

| b. Brinson Partners managcs a 5944 million m1d-cap equity portfolio for the

Kentucky-Teachers Rettre ent System of Kentuc for 18. 5 basis -points with a

breakpoint at $100 million (the fee schedule provides for a_fee of 23 basis points on the
first $100 million in assets and 18 basis points on the balance over $100 million);

¢. inson Partners manages 00 million large cap equity portfolio for the

M1550uri Retirement System for 18.9 basis points:

d. Brinson Partners manages a $734 million large cap equity gortfoho for the

1
1
Missouri School Employees for 18.7 basis points; and

29
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/\j e Brinson Partners manages a $679 million equity portfolio for the

| [

innesota State Board of Investment for 23.3 basis points.
81. This gross disparity in advisory fees evidenced by comparative fees charged to
institutional and other clients (including other mutual funds) for identical services establishes

that the: fees charged to_Plaintiffs are grossly disproportionate to the services rendered by

Defendants.

. (5) Fallout Benefits, i.e., Indirect Profits to Defendants Attributable
in Some Way to the Existence of the Funds

ﬁ2. Defendants indirectly profit because of the existence of the Funds through fallout

benefits. Obvious, but diffienlt to_guantify. fallont benefits include the attraction of new

customers., cross selling related funds to current customers, and other benefits associated

gencrall‘F with the development of goodwill and the growth in assets of the Funds.

g3. Other, easier to quantify, benefits include commissions payable to Defendants or }

their affiliates and “soft dollars” pavable form other broker-dealers. These soft-dollar

arrangements are required to be reviewed and approved by the disinterested directors.
Essentiailz, “soft dollars” are credits furnished to Defendants from broker-dealers and other

securities-industry firms in exchange for routing securities transaction orders and other business
to paying firms. These soft-dollar credits may be used to purchase research and other goods or

services (much like frequent flier miles are accurulated by air passengers).

84, Defendants also receive “kickbacks.” either directly or indirectly, as_transfer

agency grnd custodian fees grow due to increases in the assets of the Funds and the number of

!
shareholders.

[
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A highly profitable fallout benefit to Defendants is the ability to sell Investment

AdvisoryiServices paid for by the Funds at virtually no additional cost. Much like computer
|

_software once the investment research and resulting recommendations are paid for, that research
|

and thoss recommendations may be sold to other clients at virtually no cost whatsoever to

|

!
84.

|

Defendang. Without payment by Plaintiffs and other shareholders of the Funds of billions of

dollars in'advisory and distribution fees (especially distribution fees that are nothing more than a

means to extract additional compensation for advisory services), Defendants would have to pay

to conduct that research independently in order to provide Investment Advisory Services to other
|

clients, including institutional clients. This is a natural byproduct of the extraordinary economies

of scale inherent in the investment advisory business. However, although Plaintiffs and other
shareholdd:ars of the Funds pay all of the costs associated with the Investment Advisory Services,

Dcfendam':s resell these services to third parties without compensating Plaintiffs through reduced
I .

fees orin Env other way.

87,  Defendants do not provide sufficient information regarding the existence and

extent of lthes\e and other fallout benefits to the directors so that the directors can quantify, or
even méaningmllx consider, the benefits. Plaintiffs and other shareholders of the Funds have
!

paid for these benefits and are entitled to compensation in the form of reduced advisory fees and
the elimination of distribution fees.
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(6) The Independence and Conscientiousness of the Directors

%8. At least 40% of the Funds’ directors must be “disinterested” as defined i 10 of

the ICA. As the GAO Report noted, the structure of most mutual funds embodies a potential

conflict!of interest between the fund's shareholders and its adviser. This conflict arises because

the feesi paid by the shareholders represent revenue to the adviser. The United States Supreme

Court hias stated that the disinterested-director requirement is “the cornerstone of the ICA’s

efforts %o control” this conflict of interest. Burks v. Lasker, 441 U.S. 471 (1979). The

disintere{.sted directors are supposed to serve as “watchdogs™ for the shareholders of the Funds.
|

As such, the disinterested directors have primary responsibility for, among many other things,
|
negotiating and approving all contracts and agreements with Defendants and reviewing the

rcasonahl»leness of the advisory and distrjbution fees received by Defendants. Accordingly, as
poted by the GAO, the directors are expected to review, among other things. the advisor's costs,

whether| fees have been reduced when the Funds® assets have grown, and the fees charged for

sirpilar gervices. See GAQ Report at 14

|

the - directors to rely on information provided by Defendants. . Defendants, in turn, have a
|

ﬁducimi duty to provide all information reasonably necessary for thp directors to perform their

obugaﬁdlns.

49. The ICA contains a presumption that the disinterested directors are in fact
!
disinterested. However, the lack of conscientiousness of even disinterested directors in

13
i

reviewinig the fees paid by the Funds, the lack of adequate information provided to the directors

nsibilities are intensiv

in connection with their approvals of the advisory agreements and Distribution Plang, and the

control of management over the directors in reviewing the fees paid by the Funds are notf

presumetl_but, rather, are important factors recognized in the Gartenberg line of cases in

32




LLQ@ [T025 ON XM/XL] ¢2:9T NHL ¢002/82/50

ST
£
H 1

o~ ~
}

determining whether Defendants have breached their fiduciary duties. In thig case, Defendants
have breached their fiduciary duties.

90. AS gari: of their scheme to receive excessive fees, Defendants did not keep the

directors fully informed regarding all aspects of their fees and other compensation. As discussed
previously, Defendants provided virtually no information to the directors regarding the
economies of scale enjoyed or fallout benefits received by Defendants.

9\. The only information provided to the boards of directors by Brinson from which

the existelnce of economies of scale could by gleaned is the consolidated pre-tax profitability data
for the Blinson Complex contained in the yearly profitability reports. See Doberman Dep. at

165, 196 [Ex. S]: Schubert Dep. at 42-43, 72-73 [Ex. 4]; Annual Study of Profitability

Mcm,ognlldum. July 18, 2000, at 5 (BA 00009) [Ex. 12-C]. This information is simply not
|

enough to be meaningful. Significantly, the documents given to the board provide no

'exglana.tit{m as to how the board ghould evaluate economies of scale with repard to the

consolidated pre-tax profitability data and do not explain how the shareholders benefit from
distribution plans.
92.  The minutes of the board meetings of the Brinson directors also reflect the lack of

conscienﬁlousness of the directors in approving the fees charged by Defendants. For example,

the minutés of the board meetings at which profitability is discussed contain the same boilerplate

language Iregarding economies of scale year after year, suggesting that the meetings are a

|
mechanical process during which the board “rubber stamps™ the fees rather than delving into the

specific facts. See Minutes of the Brinson Board Meeting on July 9, 1998, at 3 [Ex. 13-A);

|
Minutes of the Brinson Board Meeting on July 28, 1999, at 2 [Ex. 13-B]; Minutes of the Brinson

Board Méeting on July 27, 2000, at 2 {Ex, 13-C]. Brinson has admitted that the board’s review
|
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of the profitability of the entire complex of Brinson Funds takes only thirty minutes. See
Schubert Dep. at 95-96 [Ex. 4].

- 93, Defendants provide no informatiqn to the directors regarding the advisory fees
|

charged Fo pension and other institutional clients or to other mutual finds being advised or sub-

advised Ly Defendants. This assures that the directors do not understand Defendants’ true cost

structute and, in particular, the economies of scale enjo by th i oviding Investment
|
i

Advisory Services to institutional clients and other funds, The directors” failure to insist on this

infgrmaxljon evidences a lack of care and conscientiousness on their part.

94, Defendants have failed to provide, and the‘boards of directors of the Funds have

failed to!request and evaluate, information reasonably necessary to an informed determination of

whether ! the Distribution. Plans_should be implemented and continued. _For example. the
profitability analyses and other reports provided to the Brinson Complex directors make no effort

to evaluate any alleged benefits to the Funds or Plaintiffs and other shareholders of the Funds,

and the:board demanded ne additional data. In addition, as with the minutes regarding

i
economibs of scale, the minutes regarding approval of and continu_ation of the Distribution Plans

also contain the same boilemplate language year in_and vear out, thus establishing that the

directors, merely “rubber stamp” the Distribution Plans as well, and this review fakes all ot:
approximately ten orvﬁﬁeen minutes. See Schubert Dep. at 177-78 [Ex. 4]: Minutes of the
Brinson fBoard Meeting on Nov, 12. 1998, at 17 [Ex. 13-D]; Minutes of the Brinson Board

| .
Meeting jon Nov. 11, 1999, at 23 [Ex. 13-E]: Minutes of the Brinson Board Meeting on Nov. 8,
l .
2000, at 63 [Ex. 13~E]5 In rubber _stamping Defendants’ recommendation to first implement and

then continue the Distribution Plans, the boards of directors also failed to review the prior

performance of the distribution plans and conclude that, since economies of scale were not

34
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j assed_on to Plaintiffs. the only beneficiaries of the distribution fees paid pursuant to the

Distribution Plans were Defendants ~ the SEC’s very fear prior to enacting Rule 12b-1.

95, The directors’ lack of conscientiousness is also demonstrated by the fact that the

directors yarely, if ever, question any information or recommendations provided by Defendants.

For exarpple, the Brinson directors utterly failed to nepotiate the advisory fee structure presented

by Boinson (then Mitchell Hutchins) in connection with the launch of the Brinson Strategy Fund

| . . . . .
or even hothered to inquire about the nature or quality of services to be rendered to this index

fund). Siinilarly, the Brinson directors failed to question the information and recommendations

provided by Brinson pertaining to its October 2000 reorganization or the advisory fees it would

receive iniits dramatically diminished role, See Doberman Dep. at 184--87; 202-04; 205-06 [Ex.

5]: Schubert Dep. at 160 [Ex. 4].
| i 96,  While the Alliance discovery was halted and is not as fully developed as the

Brinson discovery, a review of publicly filed information supports the fact that the Alliance
directors sither did not receive the proper information or simply chose to ignore the facts. Either

way, the excessive and disproportionate fees charged by Alliance are not legally sustainable.

97; The SEC has specifically recognized that even disinterested directors may not be

ind@ende‘nt but. rather. may be subiject to domination or undue influence by a fund’s investment
|
adviser. For this reason, “disinterested directors should not be entrusted with a decision on use

of fund a:lssets for distribution without receiving the benefit of measures designed to_enhance
their ahthv to_act independently.” Bearing of Distribution Expenses by Mutual Funds,
{

Investmg;t Co. Act Rel. No. 11414, 1980 SEC LEXTS 444 at *36 (Oct. 28. 1980).

98] The disinterested directors of the ds did not receive the benefit of any such

measures to enhance their ability to act indepgndently. Rather, their dependence on Defendants

35
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and the domination and undue influence exerted by Defendants, is evidenced by the following

a. All Funds in each Fund Complex share a common advisor.

b. All Funds in each Fund Complex share a common distributor.
c. All Funds within the Fund Complexes are governed by a common and

nterlocking board of directors.

P

d The Funds within the Fund Complexes share, directly or_ indirectly,

dommon Distributions Plans.

e. Many Funds within a Fund Commlex share prospectuses, shareholder

"L

eports and other items of overhead.

f. All Funds within the Fund Complexes have access to & Iiné of credit
I .
dvailable for insuring liquidity (e.g., to meet sharcholder redemptions) and the fees

|
pertaining to such credit facility are shared equally by each of the Funds within the Fund

Complexes.

g The selection of an auditor for a fund is one of the most important aspects

Q

f a_disinterested director’s responsibilities. The selection of a_common auditor is

, _
evidence of the domination and contro} of the disinterested directors by Defendants:

1)  For example, the Alliance Premier Growth Fund is audited by

icewaterhouseCoopers, LLP.. The auditor for AXA Financial, Inc. (Alliance’s
parent company) is also PricewaterhouseCoopers, LLP.
2) Brinson also coincidentally utilizes a common auditor, Prior to the

acquisition of PaineWebber by UBS in 1999, the Funds in the Brinson Complex

Although this Court has deferred the issue of standing until class certification, these facts also
support Plaintiffs’ standing to pursue claims against the entire Fund Complexes.
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e  used PricewaterhouseCoopers and Ernst & Young. Subsequent to the merger,
however, all of the Funds within the Brinson Complex are audited by Emst &

Young, the same auditor for UBS AG and UBS/PaineWebber.

|
|
; CLASS ACTION ALLEGATIONS
|
9?. Pursuant to Rules 23(a), 23(b)(1)(A), 23(b)(2). and 23(b)(3) of the Federal Rules

|
of Civil Procedurc, Plaintiffs bring this action as a class action, as fund shareholders in each
l

Fund Complex, on behalf of themselves and all other similarly situated fund shareholders in each

Fund Coinplex. Plaintiffs have paid distribution, advisory, and other fees to Defendants for

“common” distribution. advisory. and other purported services within the Fund Complexes. The
requirements of Rules 23(a), 23(b)(1)(A). 23(b)(2), and 23(b)(3) are satisfied and Plaintiffs seek

certiﬁcaﬁ'pn of two classes of all shareholders in_all Funds in the Brinson Complex and the

Alliance iComglex from April 1, 1991 to the present.
Rule 23(a)

100. The proposed classes, consisting of millions of shareholders of finds, are so
numerous that joindef of all members is impracticable.
| 101.  There are guestions of law and fact common to each class, jncluding:
a. Whether the distribution plans and agreements and advisory agreements of
each fund were implemented and continued in aceordance with the ICA;
b. Whether the distribution plans and agreements of each fund produced and
pa{ssed on economies-of-scale benefits to the Funds and their shareholders;
c. Whether the distribution and .advisog fees paid to Defendants are

unlawful; and
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‘d. Whether the distribution and advisory fees paid to Defendants are

(e

Kcessive.

102, Plaintiffs’ claims are typical of the claims of the members of the classes.

Plaintiff$ have sustained damages in the same capacity as other members of the classes, namely
]
as sharelilolders of the Funds. Further, Plaintiffs and all members of the classes have sustained

damages| as a result of the same wrongful conduct of Defendants, and Plaintiffs and all members

of the classes are entitled to the same reljef,

1\03. Plaintiffs will fairly and adequately protect the interests of the classes. Plaintiffs
have retém‘ ed counsel competent and experienced in class action litigation.
Rule 23(b)(1 YA

lb4. The prosecution of separate actions by individual members of the clasées would

!

create a g: isk of inconsistent or varying adjudications with respect to individual members of the
classes tkilat would establish incompatible standards of conduct for Defendants.
; _ Rule 23(b)}(2)

ILS Defendants have acted and refused to act on grounds generally applicable to_the
classes, Having charged all Fund shareholders unlawfol and exsessive distribution and advisory
fees. Thérefore, deﬁlaratog relief and injunctive relief are appropriate with respect to the classes
as a whole,

Rule 23(b)(3)
106. The guestions of law and fact common to the members of the classes predominate
over any!questions affecting only individual members. Therefore, a class action is superior to

|
other available methods for the fair and efficient adjudication of the controversy.

107. The following considerations support certification of the classes:
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a The relatively small amount of damages that many individual members of
the classes may have sustained would not justify their prosecution of separate actions;

b. Concentrating this litigation in this forum is desirable because Plaintiffs

and many members of the classes reside or are located in Hlinois, certain material events.
i

oceurred_in Iilinojs, and Defendants are doing business, licensed as broker/dealers, or
|
ev;en headquartered, in Illinois; and

I No difficulties will be encountered in managing Plaintiffs’ claims as a

1

class action, the classes are reaﬂilv definable, and the prosecution of this class action will
{

rehucc the possibility of repetitious litigation and inconsistent adjudications.

' COUNT I
ICA § 36(b)
BREACH OF FIDUCIARY DUTY
(Excessive Investment Advisory Fees)

108. Plaintiffs repeat and reallece paragraphs 1 through 107, inclusive, of this

complaint.

l_Olr9. The fees charged by Defendants for providing advisory services to the Funds are

disproportionate to the services rendered and ate not within the range of what would have been

negotiatecl at arm’s length in light of all the surrounding circumstances, including the advisory

fees that Defendants charge their instimtional clients, other mutual funds, and each other. In

every m;l@w, the fees charged by Defendants to Plaintiffs are dramatically higher than those

negotiated in any arm’s length negotiation, even when providing services to the very same funds.

110. In charging and receiving excessive advisory fees, and failing to put the interests

of Plaintiffs and the shareholders of the Funds ahead of their own interests. Defendants breached
their statutory fiduciary duty to Plaintiffs.

39
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— IFI. Defendants have breached their ICA § 36(b) fiduciary duty to the Funds

acceptin$ excessive or inapg_ ropriate compensation. Plaintiffs seek. pursuant to § 36(b)(3) of the
i
ICA, the| “actual damages resulting from the breach of fiduciary duty”” by Defendants, up to and

including, “the amount of compensation or payments received from” the Funds.

COUNT 11
IC 36
BREACH OF FIDUCIARY DUTY
(Excess Profits from Economies of Scale)

12. Plaintiffs repeat and reallege paragraphs 1 through 111. inclusive. of this

i
complaﬁ%t.

—

!
1_[13. Defendants have received excess profits attributable solely to extraordinary

economies of seale created by market forces and. ironically, at least in part at Plaintiffs’ expense
in the form of payment of distribution fees benefiting only Defendants.

114. Defendants have breached their ICA § 36(b) fiduciary duty to the Funds by
retainingthese excess profits derived from economies of scale,
1|t15 . Plaintiffs seek, pursuant to § 36(b)(3) of the JCA, the “actual damages resulting

| .
from ¢ breach of fiduci duty”’ by Defendants, up to and including, the “amount of

compensation or payments received from” the Funds.

COUNT I
' ICA § 36(h)
(Excess Rule 12b-1 Distribution fees and Extraction of
' Additional Compensation for Advisory Services)

116. Plaintiffs repeat and reallege paragraphs 1 through 115, inclusive, of this

complaint.

17. The distribution fees charged and received by Defendants were designed to, and

did, extract additional compensation for Defendants’ advisory services in_violation of

—_
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Defenda_nfs’ fiduciary duty under § 36(b). Although the distribution fees may have contributed

N —

to the growth in assets of the Funds, the resulting economies of scale benefited only Defendants.

and not Plaintiffs or the Funds, as feared by the SEC.

118. In failing to pass along economy of scale benefits from the distribution fees, and

in_continiin g to assess distribution fees pursuant to plans of distribution despite t_he fact that no

|
benefits inured to Plaintiffs, Defendants have violated the ICA and their ICA § 36(b) fiduciary
' v

| . . . P
duty not ;to accept excessive or_inappropriate compensation. Plaintiffs seek. pursuant to §
36(b)(3) bf the ICA. the “actual damages resulﬁng_ from the breach of fiduciary duty” by

Defendz.uLs, up to and including, the “‘amount of compensation or payments received from” the

Funds.

COUNT IV
! . - ICA §12(b)
i (Unlawful Distribution Plans)

119. Plaintiffs repeat and reallege paragraphs 1 through 118, inclusive, of this

c_omzlﬂnr

120. Plaintiffs and other shareholders in the Funds each paid service or distribution
i

fees to Défendants

121. When Defendants first initiated the Distribution Plans, they represented that the

dism'butioin fees were being collected in order to. at least in part, grow the assets of the Funds in

[
order to reduce the cost to Plaintiffs of providing advisory services. Only one of the following

alternatives could possibly have occurred:

g a. The Funds grew as a result of the payment of distribution fees and market
]
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—) b. The distribution fees did not contribute to economies of scale, produeced no

(=}

ther material benefits for Plaintiffs and the other shareholders of the Funds, and should

ot have been approved or continued,

=]

122.  Either way. Defendants have violated § 12(b) of the ICA and Rule 12b-1, 17

CFE.R, §270.12b-1, by accepting excessive or inappropriate compensation in violation of the”

fiduciary duty owed by them to the Funds. Plaintiffs seek damages resulting from the adoption
and continuation of these unlawful Distribution Plans.
WHEREFORE, Plaintiffs demands judgment as follows:

a. Declaring that Defendants violated § 12, § 36(b), and Rule 12b-1 of the

I%.‘A and that any advisory or distribution agreements entered into are void ab initio;

i b. Preliminarily and permanently enjoining Defendants from _further

violations of the ICA;

c. Awarding damages against Defendants including all fees paid to them by
Plaintiffs, all members of the putative class, and the Funds for all periods not preclunded

b¥ any applicable statutes of limitation, together with interest, costs, disbursements,
|

attorneys” fees, and such other items as may be allowed to the maximum extent permitted

QI( law; and

d. uch other and further relief as may be proper and just.

42
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3 Dated: April 1,2002

Respectfully submitted,

CARR, KOREIN, TILLERY, LLC

Steven A. Katz

Douglas R. Sprong

Diane Moore Heitman

#10 Executive Woods Court
Belleville, IL 62226
(618)277-1180

Fax: (618)277-4676

Thomas R. Grady

GRADY & ASSOCIATES, L.P.A.
720 Fifth Avenue South, Suite 200
Naples, FL 34102

(239) 261-6555

Fax: (239) 261-1192

Michael J. Brickman

! James C. Bradley

RICHARDSON, PATRICK, WESTBROOK
& BRICKMAN, LLC

174 Bast Bay Street

Charleston, SC 29401

(843) 727-6500

Fax: (843) 727-3103

Guy M. Burns

Jonathan S. Coleman :
JOHNSON, BLAKELY, POPE, BOKOR
| RUPPEL & BURNS, P.A.

100 North Tampa Street, Suite 1800
Tampa, FL 33602

(813) 237-4127

Fax: (813) 223-7118

Attorneys for Plaintiffs
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CERTIFICATE OF SERVICE

IHEREBY CERTIFY that a true and correct copy of the foregoing has been furnished by
U.S. Mail to the following counsel this 1st day of April, 2002.

|
Frank N, Gundlach

Glenn E| Davis

ARMSTRONG TEASDALE, L.L.P.
One Mejropolitan Square, Suite 2600
St. Louis, MO 63102

James H. R. Windels

David B| Toscano

DAVIS POLK & WARDWELL
450 Lexington Avenuce

New York, NY 10017

Damniel A Pollack

POLLAFK & KAMINSKY
114 Wesrt 47th Street, Ste. 1900
New York, NY 10036

Attorneys for Defendants
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Sept. 1999 Meeting (BA 02080 - 02179)
. Sept. 2000 Meeting (BA 01591 — 01682)
Oct. 6, 2000 Meeting (BA 01448 - 01576)
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27, 2000) (BA 00764-00824)

5. Investment Advisory Agreement between Alllance Capital and
Vanguard World Funds (June 22, 2001)
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IN THE UNITED STATES DISTRICT COURT FEB 186

1999
FOR THE DISTRICT OF MARYLAND e

ATGhsk =2 QURT
S, DISTRISTC
CLS‘%‘% l‘t{,lOT OF M [«nYBLANO D
NIGHT DEPOSIT

DAVID MIGDAL, et al. : - e

Plaintiffs, : SECOND AMENDED COMPLAINT
_ : UNDER SECTION 36 (b)
V. S : OF THE INVESTMENT
: COMPANY ACT OF 1940

ROWE PRICE-FLEMING INTERNATIONAL, :. - .
INC., et al. : CA No. AMD-98-2162

Defendants.

Plaintiffs allege the following upon personal knowledge
as to themselves and their own aéts, and as to all other matters,
based upon the investigation made by and through their attorneys,
which includes, inter alia, review of Securities and Exchange
Commission ("SEC") filings, financial publications, and other
publicly available materials.

Nature Of The Action

1. Plaintiffs, shareholders of the International
Stock Fund and the Growth Stock Fund (collectively, the "Funds"),
both of which are in the T. Rowe Price Fund Complex, which is
comprised of a series of funds categorized according to

investment objective (i.e., the "International Stock Fund

Compléx" and the "Domestic Stéck Fund Complex"), bring this
action pursuant to Séétion 36 (b) of the Investment Cémpany Act of
1940, as amended (the "ICA"), 15 U.S.C. § 80a-35(b), against Rowe"
Price-Fleming International, Inc. ("Price-Fleming"), which is the
International Stock Fund's investment adviser, T. Rowe Price

. Associates, Inc. ("T. Rowe Price"), which is the Growth Stock




Fund's investment adviser, T. Rowe Price.Investmenﬁ Services,
Inc., T. Rowe Price Services, Inc., and T. Rowe Price Retirement
Plan Services, Inc., all of which received payments from funds
within the T. Rowe Price Fund Complex. By this actign,
plaintiffs seek to void the management, advisory,- service, and
other agreements between the defendants and the funds within the
T. Rowe Price Fund Complex ithe "Agreements"), and toc recover the
fees and payments received by these defendants pursuant to the
Agreements.

2. This action is brought pursuant to ICA Section
36 (b). Defendants' liability results from (a) their breach of
fiduciary duties caused by their subversion of the ICA's
‘protections for public stockholders -- the requiremeﬁt that 40%
of the directors of an investment company be independent of the
investment adviser, i.e., "disinterested," and (b) the fact that
_ the fees paid to T. Rowe Price and its affiliates are so
disproportionately large that they bear no reasonable
relationship to the services rendered, particularly in light of
actual fund performance. Accordingly, the Agreements were not
and could not have been the product of arm's-length bargaining.

3. Section 10(a) of the ICA, 15 U.S.C. § 80a-10(a),
mandates that at least 40% of the members of the governing board
of every registered investment company not be "interested
persons," i.e., be independent of the investment adviser.
Section 15(c) of the ICA, 15 U.S.C. § 80a-15(c}), mandates that

every agreement with an investment adviser or principal



underwriter be approved by a majority of the disinterested,
independent directors. 1In Burks v. Lasker, 441 U.S. 471 (1979},
after describing the inherent conflict of interest between an.

- investment adviser and an investment éompany,'the United States
Supreme Court noted that "the cornerstone of the ICA's efforts to
control conflicts of interest . . . is the requirement that at
least 40% of a fund's board be composed of independent outsidé
directors." 441 U.S. at 482. (Footnote omitted.) In other
words, the indepeﬁdent directors are to serve as "watchdogs" for
shareholders as "the structure and purpose of the ICA indicate
that Congress entrusted to the independent directors . . . the
primary responsibility for looking after thgvinterests oﬁuthe
fund's shareholders." Id. at 484-85. (Footnote omitted.)

4. In addition to defendants' fees being so
disproportionately large that they (a) bear no reasonable
relationship to the services rendered and (k) could not have been
the product of arm's-length bargaining, plaintiffs allege tha;
because 40% of the members of each of the boards of the funds
within the T. Rowe Price Fund Complex are not independent, as
required by Section 10(a) of the ICA, the Agreeménté Qer;Ain—fécf.
not the product of arm's- length bargaining. As a result, the
Agreements could not be properly approved as required by Section
15(¢c) of thg ICA. Consequently, funds within the T. Rowe Pricé
Fund Complex have paid defendants fees.pursuant to invalid
contracts, thereby.entitlihg plain;iffs to seek recovery of those

fees pursuant to Section 36(b) of the ICA on behalf the



International Stock Fund and Growth Stock Fund, as well as the
other funds within the T. Rowe Price Fund Complex, all of which
are similarly situated, independent of the issue of the.
excessiveness of the fees.

Jurisdiction and Venue

5. This action is brought pursuant to Section 36 (b)
of the ICA. Subject matter jurisdiction exists under 15 U.S.C. §
80a-43, 15 U.S.C. § 80a-35(b)(5), and 28 U.S.C. §§ 1331.

6. Venue is properly laid in this District because
many of the acts and transactions, and much of the conduct,
constituting the violations of law complained'of occurred herein.
Defendants and the Funds maintain their business offices in this
District.

7. In connection with the acts, conduct, and other
wréngs complained of, defendants, airectly and indirectly, used
the means and instrumentalities of interstate commerce, including
the mails and telephone communications.

Parties

8. Plaintiff David Migdal is, and continues to be, a
shareholder of the Internaﬁiohgi Sﬁoék ?hnd..“

9. Plaintiff Linda B. Rohrbaugh is, and continﬁes to
be, a shareholder of the Growth Stock Fund. -

10. Defendant Price-Fleming serves as investment
adviser with respect to all investments for fhe funds in the T.
Rowe'Price International Stock Fund Complex. Price—?leming was

incorporated in Maryland in 1979 as a joint venture between T.

4



Rowe Price and Robert Fleming Holdings Limited ("Fleming").
Together, T. Rowe Price, Fleming, and Jardine Fleming own Price-
Fleming. T. Rowe Price has the.right to.elect a . majority of the
Board of Diréctors of Price-Fleming, and Fleming has the right to
elect the remaining‘dirﬁctors, oné of whom will be nominated by
Jardine Fleming. T. Rowe Price owns.SO% of Price-Fleming.

11. ~As compensation for its services, Price;Fleming
receives from the International Stock Fund feeé that are paid
monthly on the first business day of the next succeeding calendar
month, at the rate of .85% per year. The fees are calculated by
multiplying the .85% rate by the net asset value‘of the Fund.

The performance benchmark for the International Stock Fund is the
Morgan Stanley Capital Index ("MSCI EAFI"). The MSCI EAFE tracks
the stocks of 1000 companies in Europe, Australia and the Far
East. That the fees authorized by the directors of the
International Stock Fund are disportionately large when compared
with the services rendered by defendant Price-Fleming is
evidenced by, among other things, the fees authorized by the
boards of other similar funds. 1In contrast to the level of fees
received by defendant Price-Fleming, the directors of a
comparable, actively managed no-load international stock fund,
the Vanguard International Growth Fund, have auﬁhorized fees only
at the rate of .57% per year. The directors of the no-load,
Vanguard International Stock Index Fund have authorized fees only
at the rate of .38% per year. Both of these Vanguard

international stock funds, like the International Stock Fund,



have as their performance benchmark the MSCI EAFE. Similarly,
the TIAA-CREF International Equity Fund, a large no-load
diversified international fund, has an expense ratio of only
.49%, nearly 1/2 that df the International Stock Fuﬁd; As
described below, these comparable funds have materially lower
expenses and, at the same time, have oﬁfperformed the
International Stock Fund.

12. Defendant T. Rowe Price, a Maryland corporation,
serves as investment adviser with respect to the funds in the T.
Rowe Price Domegstic Stock Fund Complex. As compensation for its
‘services, T. Rowe Price receives from the Growth Stock Fund fees
that are paid monthly on the first business day of the next
succeeding calendar month at the rate of .75% per year. The fees
.are calculated by multiplying the .75% rate by the net asset
value of the Fund. The performance benchmark for the Growth
Stock Fund is the Standard & Poor's 500 composite {("S & P 500").
That the fees authorized by the directors of the Growth Stock
Fund are disportionately large when compared with the services
rendered by defendant T. Rowe Price is evidenced by, among other
things, the fees authorized by the boards of other similar funds.
In contrast to the level of fees received by defendant T. Rowe
Price, the directors 6f a comparable, actively managed no-load
growth stock fund, the Vanguard U.S. Growth Fund, have authorized
fees only at the rate of .42% per year. The directors of the no-
load, Vanguard 500 Index Fund have authorized fees only at the

rate of .19% per year. Both of these Vanguard growth stock



fuhds, like the Growth Stock Fund, have as their'performance
benchmark the S & P 500. Similarly, the directors of the TIAA-
CREF Growth Equity Fund, a large no-load diversified growth fund,
have approved an expense ratio of only .45% per yeaf. As
described below, these compafable funds have materially lower
expensés and, at the same time, have outperformed the Growth
Stock Fund.

13. Defendant T. Rowe Price Investment Services, Inc.
("Investment Services"), a Maryland corporationAfoimed as é
wholly-owned subsidiary of T. Rowe Price, serves as the
distributor of funds within the T. Rowe Price Fund Complex.

. <
Investment Services receives fees and expenses pursuant to an
underwriting agreement in connection with the distributidn of
shares.

14. Defendant T. Rowe Price Services, Inc.
("Sexrvices"), a wholly-owned subsidiary of T. Rowe Price, serves
as the transfer and dividend disbursing agent for funds within
the T. Rowe Price Fund Compl?x. Services receives fees and
expenses in connection with the fofegoing and administrative
services.

15. Defendant T. Rowe Price Retirement Plan Services,
Inc., a wholly-owned subsidiary of T. Rowe Price ("Retirement
Plan Services"'), provides services for certain types of
retirement plans. In.connection with theée éervices, Retiremerit
Plan Services receives fees and expén;es'frdm the funds within

the T. Rowe Price Fund Complex.



16. All of the defendants are “"affiliated" within the

meaning of ICA Sections 2(a) (2) and 2(a) (3), 15 U.S.C. §§.80a-
2(a) (2) and 2(a) (3).

Substantive Allegations , -
General Desgcription of the Funds

17. The International Stock Fund is a Maryland
corporation. The fund is one of a series of funds in the T. Rowe
Price International Trust Fund Complex. It ‘invests primarily in
the common stocks of established, non-U.S. companies.

18. The Growth Stock Fund is a Maryland corporation.
The fund is one of a series of funds in the T. Rowe Price

‘Domestic Stock Fund Complex. It invests primarily in the common
stock stocks of well-established growth companies.

Overview of Applicable Provisions Of The ICA

19. The funds iﬁ the T. Rowe Price Fund Complex are
each an "investment company" within the meaning of the ICA. The
ICA requires that an investmenq company, such as the Fﬁnds, be
overseean by.a board of directors .of wham at least 40% may not be
"interested" persons. 15 U.S.C. § 80a410ka). Such directors are
generally referred to as "independenﬁ" directors.

20. Most investment companies, as here, are externally
managed -- they have no officers or employers apart from those
'supplied by the investment adviser or other service providers.

For this reason, independent directors play an especially



important role in the management of funds. Under the ICA, they
are required to, among other things: (a) approve any contracts
between the fund and its sponsors, underwriters, or advisers; and
(b) evaluate and approve fees'paid to sponsors and Eheir
affiliates, including advisory and distribution fees.

21. | The Agreements were not approved by a board of
which 40% of the members were disinterested, i.e., independent of
defendants.

None of the Funds’ Directors are "Disinterested"”

22. The designated "disinterested" directors of the
Funds, their aggregate annual compensation for serving as
directors of funds within the T. Rowe Price Fund Complex, and the
number of such funds on whose boards they serve are as follows:
a. Anthony W. Deering ("Deering"), Donald W.
Dick, Jr. ("Dick"), andeaul M. W&thes ("Wythes") are the
designated "disinterested" directors of the International
Stock Fund.
b. Dick, David K. Fagin ("Fagin"), Hanne M.
Merriman ("Merriﬁan"), Hubert D. Vos ("Vos"), and Wythes are
the designated "disinterested" directors of the Growth Stock
Fund.
c. . Deering serves as a director of at least 38
funds within T. Rowe Price Fund Complex the and receives

annual compensation therefor of at least $81,000.



d. Dick serves as a director of at least 32 funds
within T. Rowe Price Fund Complex and receives annual
compensation therefor of at least $81,000.

e. Wythes serves as a director of aﬁ least 31
funds within T. Rowe Price Fund Complex and receives annual
compensation therefor of at least $81,000.

f. Fagan serves as a director of at least 23
funds within T. Rowe Price Fund Complex and receives annual
compensation therefor of at least $65,000.

g. Merriman serves as a director of at least 22
funds within T. Rowe Price Fund Complex and receives annual
compensation therefor of at least $65,000.

h. Vos serves as a director of at least 22 funds
within T. Rowe Price Fund Complex and receives annual
compensation therefor of at least $65,000.

i. The compensation received by each of Deering,_
Dick, Wythes, Fagin, Merriman and Vos represents a material
portion of their annual salary or stream of directors fees.
For example, the compensation received by Deering from
defendants is more than 10% of his 1997 (or 1996) salary
from the Rouse Company. The compensation received by
Merriman from defendants is more than 10% of her 1997
directors' fees.

23. The number of boards upon which each of the
supposedly disinterested directors serve is excessive with the

result that such directors (a) cannot devote sufficient time to
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the affairs of any particular fund, including the Funds, .and (b)
are completely dependent on the adviser for information. The
board meetings for all funds within a fund family meet on the
same day and, during the day, the affaifs of individual funds are
scheduled to be éonsidered at intervals:that do not allow for -
sufficient consideration of fund affairs. The.affairs of each
fund are considered by the "disinterested" .directors at board
meetings only for brief periods of time; too brief given the
amount of shareholder money in issue. Further, at board meetings,-
the designated "disinterested" directors rely exclusively on
information provided by or arranged to be provided by T. Rowe
Price and its affiliates. BAs these directors have so little time
to fully inform themselves at board meetings as to fund matters,
and rely exclusively on information. provided by the Funds'
advisors, they have abdicated their fiduciary responsibilities.
As a consequence, the meetings did not provide a forum for
informed judgments by the directors. Instead, the meetings
served only to rubber-stamp the decisions made defendants.

24. Under Maryland law and the ICA, the Funds are not
required to hold annual meetings of shareholders. .@s a matter of
policy, the Funds have not convened shareholder meetings on an
annual or any regular‘basis. Indeed, the last annual shareholder
meeting for the International Stock Fund occurred in 1994. As
defendants acknowledged in the Registfation Statement.they filed
with the SEC dn February 20, 1998, shareholders cannot themselves

call a meeting "for the purpose of voting on the removal of any
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fund director or trustee" unless they own at least 10% of all.
eligible votes of a fund. As a consequence of the Funds'
policies regarding shareholder meetings, shareholders of the -
Funds have no practical mechanism to seek the-removel of a
director or the advisor of. the Funds.

25. In addition, the so-called outside directors are
entirely dependent upon T. Rowe Price for their positions and, as
a practical matter, for continued tenure. T. Rowe Price caused
each "outside" director initially to be appointed as a director -
of the Funds. _By virtue of its control over the calling of
shareholder meetings and the proxy sclicitation mechanism, T.
Rowe Price can terminate any director's tenure through the simple
expedient of a proxy solicitation to the shareholders of its
Funds opposing the reappointment of such director at an annual
meeting that it calls. In contrast, it is impfactical and
prohibitively expensive for any such director targeted by T. Rowe
Price to himself solicit proxies in opposition to T. Rowe Price.
Although it is theoretically possible for the shareholders of the
funds to vote to remove a director -- were the matter ever
proposed to them -- no one outside of the advisor (i.e., T. Rowe
Price or Price-Fleming) is in a position, economically or
practically, to organize and finance a proxy solicitation of this
kind. Thus, only defendants' have the practical ability to
remove (or, for that matter, appoint) a director from any of

their funds. 1In fact, during the relevant times, such directors
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have not voted to terminate any of defendants' Agreements with
the funds.

26. As a result of the foregoing, including service on
multiple boards, receipt of significant compensatiéﬂ therefrom,
and performance of their duties in a manner that lacks the care
and cohscientiousness necessary to fulfill their "watchdog" role,
the directors of each fund within the T. Rowe Price Fund Complex
are nét independent and, thus, "interested persons" within the
meaning of ICA §§ 2(a) (3), 2(a)(19) (A) (i), and 2(a) (19) (B) (1), 15
U.S.C. 8§ spa-2(a) (3), 80a-2(a) (19) (A) (i), and 80a-
2(a) (19) (B) (i). Despite defendants' preference for captiﬁe
"House Directors," there is no shortage of qualified persons who
would, if asked by the defendants, gladly serve as truly
indepenaent directors of the Funds.

27. As alleged herein, Section 10(a) of the ICaA, 15
U.S.C. § 80a-10(a), requires that at least 40% of the members of
the board of directors of every registered investment coﬁpany not
be "interested persons," i.e., be independent of the investment
adviser. Section 15(c) of the ICA, 15 U.S.C. § B80a-15{(c),
provides, in pertinent part, that it is "uniawful for any . . .
registered investment company having a board of directors to
enter into" a contracﬁ or agreement with an investment adviser or
principal underwriter "unless the terms of such contract or
agreement . . . have been approved by the vote of a majority of
directors, who are not partiQ§ to such contract or agreement or

interested persons of any such party . . .." As at least 40% of.
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the boards of each fund within the T. Rowe Price Fund Complex is
not independent within the meaning of the ICA, the Agreements
4could not have been approved as required by Section 15(c¢c) of the
-ICA. Accordingly, the Agreements are invalid and, therefore, the
compensation paid to defendants wrongly réceivedr

The Advigory Fees Paid By The Funds Are Excessgive

28. In addition to the Agreements violating ICA
Section 36 (b), Sections 10 and Section 15, the fees paid to
defendants, described in {{ 11 and 12 above, are so
disproportionately large that they bear no reasonable
relationship to the services rendered and could not have been the
product of arm's-length bargaining. This excessiveness is
" further illustrated by examining the performance of the Funds.

29. The performance of the International Stock Fund,
when measured both against its benchmark and its peers, has been
abysmal, making the excessive fees approved by the individual
defendants particularly egregious. For the 3 months ending
‘December 31, 1998, the International Stock Fund underperformed
its benchmark, the MSCI EAFI, By 2.02%. For the one-year period
ending December 31, 1998, it underperformed its benchmark by
3.80%. In stark contrast, peers of the International Stock Fund
were outperforming the benchmark MSCI EAFI. For example, while
the International Stock Fund was underperforming the benchmark by
3.80%, the Janus Worldwide Fund outperformed the benchmark MSCI
EAFI by 11.13%, for a performance gulf between these two

comparable funds of 14.93%. The Artisian International Fund
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outperformed the benchmark by 27.89% and the Montgomery - -
International Growth Fund outperformed the benchmark MSCI EAFI by
13.59%. The Vanguard International Growth Fund outperformed. the
benchmark as well, by .21% ‘

30. The performance of the Growth Stock Fund, when
measured both against its benchmark and its peers, has been
abysmal, making the excessive fees approved by the directors
particﬁlarly egregious. For the 3 months ending December 31,
1998, the Growth Stock Fund underperformed its benchmark S & P
500 by 1.14%. For the one-year period ending December 31, 1998,
the Growth Stock Fund underperformed its benchmark by 5.13%. For
the one-year period ending December 31, 1997, the Growth Stock
Fund underperformed its benchmark by 6.79%. For the preceding 3-
year and 5-year periods, the Growth Stock Fund underperformed its
benchmark by 3.62% and 3.76%, respectively. In stark contrast,
peers of the Growth Stock Fund were outperforming the benchmark S
& P 500. For example, while the Growth Stock Fund was
underperforming the benchmark in 1998 by 5.13%, the Vanguard U.S.
Growth Fund, which has an expense ratio of about 1/2 that of the
Growth Stock Fund, outperformed the benchmark S & P 500 during
that same period by 11.03%. The Vanguard Growth Index Fund,
which has an expense fatio of less than 1/3 that of the Growth
Stock Fund, outpe£formed the benchmark. S & P 500 during that same
period by 13.65%. The TIAA-CREF Growth Equity Fund, which has an
expense ratio 40% lower than the Growth Stock Fund, outperformed

the benchmark S & P 500 by 8.25%. Even no-load funds with
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expense ratios comparable to the Growth Stock Fund have vastly
outperformed this Fund. Thus, the comparable White Oak Growth
Stock Fund outperformed the S & P 500 bfnchmark in 1998 by
18.88%. In stark contrast with thé undefperfdrmancé of the
Growth Stock Fund, the White Oak. Growth Fund also outperformed-
the S & P 500 benchmark for the preceding 3-year and 5-year
periods by 7.95% and 8.01 % respectively.

31. The poor performance of the International Stock
Fund and the Growth Stock Fund, measured both as against their
benchmarks and their peérs, cost Fund shareholders hundreds of
millions of dollars in lost fund value. (e.g., a 1% increase in
value of the International Stock Fund is worth nearly $100
million to Fund shareholders;.a 1% increase in the value of the
Growth-Stock Fund is worth nearly $50 million to Fund
shéreholders.)‘Notwithstanding the Funds' poor performange,
defendant T. Rowe Price had a banner year in 1998, with revenyes
of $886 million, a $131 wmillion increase over 1997 revenues.‘
Earnings in 1998 grew 20% over 1997 earnings. Assets under
management in the T. Rowe Fund Complex swelled to $94.4 billion.
In 1998, net cash inflows to khe Funds was $3.7 billion. Despite
these huge increases for T. Rowe Price, and notwithstanding the
mediocre performance of the Growth Stock Fund and the
International Stock Fund, the "outside direcﬁors" have
continually permitted defendants to charge excessive advisory
fees. 1In 1998, a year in which the International Stock Fund

underperformed the benchmark MSCI EAFI by nearly 4%, Price-
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Fléming charged that Fund a fee of approximately $86.2 million.
In 1998, a year in which the Growth Stock Fund likewise
underperformed the benchmark S & P 500, T. Rowe Price charged
that Fund a fee of approximately $37.8 million. By.reason of the
foregoing, defendants have breached their fiduciary duty to the
Funds and each of ﬁhe other funds within the T. Rowe Price Fund
Complex by accepting excessive compensation pursuant to the
Agreements, none of which were negotiated at arm's-length.

Claim for Which Relief Is Sought

32. Plaintiffs repeat and reallege all relevant
paragraphs, as if fully set forth herein.

33. As alleged above, defendants have violated ICA
Section 36 (b) by entering into Agreements in violation of ICA
‘Sections 10(a) and 15(c). Accordingly, the compensation paid to
defendants pursuant to the Agreements was wrongly received.

34. Irrespective of the illegality of the Agreements,
the fees paid by the Funds and the other funds within the T. Rowe
Price Fund Complex pursuant to the Agréements are so
disproportionately large that they bear no reasonable
relationship to the service