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Securities and Exchange Commission

450 Fifth Street, NW

Judiciary Plaza

Washington, DC 20549

Re: Filing Pursuant to Section 33 of the Investment Company Act of 1940

Dear Sir or Madam:

Please find enclosed, on behalf of Transamerica IDEX Mutual Funds, a copy of the Consolidated Amended
Class Action Complaint, which is being filed pursuant to Section 33 of the Investment Company Act of 1940.
The Complaint relates to the Federated Mutual Funds excessive fee litigation.

Please acknowledge receipt of this filing by date-stamping the enclosed copy of this letter and returning it in the
envelope provided.
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COMMENTS

LAW

FAX MESSAGE

THE INFORMATION CONTAINED IN
THIS FAX MESSAQE 18 INTENDED
ONLY FOR THE PERSONAL AND
CONFIDENTIAL USE OF THE NAMED
RECIPIENT(S). THIS MESSAGE MAY
BE AN ATTORNEY-CLIENT
COMMUNICATION ANO AS SUCH IS
PRIVILEGED AND CONFIDENTIAL, (F
THE READER OF THIS MESSAGE |3
NOT THE INTENDED RECIPIENT OR
AN AGENT RESPONSIBLE FOR
DELIVERING 1T TQ TRE INTENDED
RECIPIENT, YOU ARE HEREBY
NOTIFIED THAT YOU HAVE
RECEIVED THIS OOCUMENT IN
ERROR AND THAT ANY REVIEW,
DISSEMINATION, DISTRIBUTION, OR
COPYING OF THIS MESSAGE IS
STRICTLY PROMIBITED. IF YOU HAVE
REGEIVED THIS COMMUNICATION IN
ERROR, PLEASE NOTIFY US
IMMEDIATELY BY TELEFHONE, AND
RETURN THE ORIGINAL MESSAGE
TO US BY MAIL, THANK YOU.

I’m having trouble sending you e-mail. Please find attached the consolidated amended complaint.
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UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF PENNSYLV

IN RE FEDERATED MUTUAL FUNDS Civil Action N
EXCESSIVE FEE LITIGATION

CONSOLIDATED AMENDED CLASS ACTION e vcreormwere- -+ 0 7

Plaintiffs, by and through their counsel, allege the following based upon the investi gatioﬁ
of counsel, which included interviews with persons with knowledge of the conduct complained
of herein and a review of United States Securities and Exchange Commission (“SEC™) filings, as
well as other regulatory filings, reports, advisories, press releases, conversations with former
employees and media reports. Plaintiffs believe that substantial additional evidentiary support
will exist for the allegations set forth herein after an opportunity for discovery.

INTRODUCTION

1. This is an action arising from the payment of excessive fees and wasteful
compensation by the Federated mutual funds (defined below) and their investors to Defendants.
Plaintiffs assert (1) individually and on hehalf of a class (the “Class™) of all persons or entitics
who held one or more shares, units or like intcrests of Federated mutual funds set forth in Exhibit
A hereto (the “Federated Funds” or the “Funds™), during the period March 8, 1999 to the present
(the “Class Period”), claims under Sections 36(a) and 48(a) of the Investment Company Act of
1940 (the “mvestment Company Act” or “ICA”); (2) claims under Sections 36(b) and 48(a) of
the ICA on behalf of the Federated Funds in which plaintiffs are shareholders; (3) claims under
Sections 36(b) and 48(a) of all members of a Subclass consisting of the security holders of the
Federated Funds, on behalf of the Federated Funds in which they are security hoiders (“the
Section 36(b) Subelass”); and (4) claims for unjust enrichment and breaches of common law

fiduciary duties, on behalf of a subclass (the “State Law Subclass”) of all persons or entities who

1
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acquired shares before March 8, 1999 and held during the Class Period one or more Funds. The
State Law Subclass excludes any and all claims involving transactions that constitute a
“purchase” within the meaning of the Securities Litigation Uniform Standards Act of 1998
(““SLUSA”), 15 U.S.C. § 78bb(f), including any dividend reinvestments during the Class Period.

2. During the relevant timeframe, compensation and fees paid to the Investment
Adviser and Distributor Defendants (as defined below) rose dramatically even though thé
services provided by these Defendants remained the same, and no additional benefits were
provided to the Funds or their investors in return for the additional fees.

3. A major reason for the dramatic increase in compcnsation to the Investment
Adviser Defendants, Distributor Defendant and Transfer Agent Defendant was the growth in the
size of the Funds resuiting from Defendants’ use of Fund assets to promote the sale of Fund
shares through participation in revenue sharing or “Shelf Space™ programs. Among other things,
those programs inciuded: (a) cash payments to brokers in return for the brokers’ agreement to
promote sales of Fund shares (often called “revenue sharing”); (b) the directing of Fund portfolio
brokerage to brokerage firms in return for agreements by the brokers to promote the shares of the
Funds; and (c) “Soft Dollar” commission arrangements with brokers. These payments resulted
in the growth of the Funds, which benefited the Investment Adviser and Distributor Defendants
because it allowed their advisory and other asset-based fees to increase. The aforesaid
Defendants engaged in those programs in an effort to generate increased compensation even
though many of those programs were in violation of SEC and National Association of Securities
Dealers (“NASD™) rules and regulations. They engaged in such activity despite ample evidence
that the increase in their compensation was not justified by any increase in the quality or nature
of the services which they provided to the Funds or their investors, or by additional benefits to

the Funds or their investors.
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4. Although an increase in mutual fund assets can benefit investors through
economies of scale that decrease the expenses of operating such funds on a per share basis,
Defendants failed to reduce their fees to pass on the economies of scale to the Funds or their
investors. [nstead, they utilized the economies of scale for their own benefit.

s. The fee structure imposed by Defendants on the Funds and their investors far
exceeded the fees that would be paid as a result of arm’s-length bargaining. Fees for essentially
the same services that were paid by similar fund§ not affiliatcd with Defendants were
substantially less. In addition, the fees charged to retail investors in the Funds were much higher
than the fees paid to Defendants by institutional investors for essentially the same services.
Unlike individual retail investors, institutional investors have the ability to negotiaté at arm’s-
length with investment advisers,

6. In addition, Fund assets were used to pay large amounts of “Rule 12b-1” fees to
the Distnbutor Defendant without any benefit accming to the Funds or their investors from those
payments. Defendants’ management fees were also excessive because they used Fund assets to
pay for their out-of-pocket expenses although they were already being compensated on a basis
that reimbursed them for such expenses. For example, they causcd the Funds to make “Soft
Dollar” commission payments to brokers, through which brokers were paid commissions at a
rate that exceeded the normal rate for effectuating portfolio transactions, in return for services
that would normaily be provided by the adviser and for which the adviser was already being
paid. Soft Dollar commissions were utilized by Defendants to shift significant expenses from the
investment advisers to the Funds and their investors without any corresponding offset in the level

of the management fee,
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JURISDICTION AND VENUE

7. \ The claims asserted herein arise under and pursuant to Sections 36(a), 36(b) and
48(a) of the ICA, 15 U.S.C. §§ 80a-35(2) and (b), and common law.

8. This Court has jurisdiction over the subject matter of this action pursuant to
Section 44 of the Investment Company Act, 15 U.S.C. § 80a-43 and 28 U.S.C. § 1391(b).

9. Defendants conducted other substantial business within this District and many
Class members reside within this District. ‘.Defendam Federated Investors, Inc. is the ultimate
parent of defendants bearing the Federated namne, was an active participant in the wrongful
conduct alleged herein, and is headquartered within this District, at 1001 Liberty Avenue,
Pittsb\_lrgh, Pennsylvania.

10. In connection with the acts alleged in this complaint, defendants, directly or
indirectly, used the means and instrumentalitics of interstate commerce, including but not himited
to the mails, interstate telephone communications and the facilities of the national securities

markets.

PARTIES

11.  Plaintiff John M. Spahn IRA held during the Class Period, and continues to hold,
shares or uniis of the Federated Kaufmann Fund, Federated Equity Income Fund, Federated
Bond Fund, and the Federated Stock & Bond Fund, and has been damaged by the conduct
alleged hercin. Plaintiff John M. Spahn held during the Class Period shares or units of the
Federated Capital Appreciation Fund and has been damaged by the conduct alleged herein.

12, Plaintiff John M. Spahn held during the Class Period, and continues to hold,
shares or units of Federated American Leaders Fund.

13.  Plamtiff Suzanne Fetzer held during the Class Period shares or units of the

Federated Capita] Appreciation Fund and has been démagcd by the conduct alleged herein.
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14.  Plaintiff Susan Ciccone held during the Class Period, and continues to hold,
shares or units of the Federated Bond Fund and has been damaged by the conduct alleged herein.

15.  Plaintff Sam Taylor Solomon, Jr. held during the Class Period, and continues to
hold, shares or units of the Federated Bond Fund and has been darnaged by the conduct alleged
herein.

16. Plaintiff Sam Taylor Solomon, Jr. held during the Class Period Shares or units of
Federated Kaufmann Fund, Federated Capital Appreciation Fund and Federated American
Leaders Fund.

17.  Plaintiff Mary Cole held during the Class Period, and continues te hold, shares or
units of the Federated Pennsylvania Municipal Income Fund and has been damaged by the
conduct alieged herein.

18.  Plaintiff Mary Ann Abendroth held during the Class Period, and continues to
hold, shares or units of Federated High Income Bond Fund and Federated Kaufimann Equity
Funds A and has been damaged by the conduct alleged herein.

19. - State Law Subclass Plaintiff Sanford Max purchased prior to, and held during the
Class Period and continues to hold shares or units of the Federated Fund for U.S. Government
Securities and has been damaged by the conduct alleged herein.

DEFENDANTS

Parent Company

20. Defendant Federated Investors, Inc., a Pennsylvania corporation, is a provider of
investment management products and related financial services. Togcther with tts subsidiaries,
Federated Investors, Inc. sponsors, markets and provides investment-rclated services for various

investment products, including mutual funds. It is one of the largest mutual fund managers in the
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United States with over $207 billion in assets under management as of September 30, 2005.
Federated Investors, Inc. is headquartered at 1001 Liberty Avenue, Pittsburgh, Pennsylvania.

Investment Adviser Defendants

21.  Defendant Federated Investment Management Company (“FIM”) 1s registered as
an investment ad‘viser under the Investmem Advisers Act and managed and advised certain
Federated Funds. FIM, a wholly-owned subsidiary of Federated [nvestors, Inc., is headquartered
in Pittsburgh, Pennsylifania.

22.  Defendant Federated Equity Management Company of Pennsylvania (“FEM™) 1s
registered as an investment adviser under the Investment Advisers Act and managed and advised
certain Federated funds, FEM, a wholly-owned subsidiary of Federated Investors, Inc., is
headquartered in Pittsburgh, Pennsylvania.

23.  Defendant Federated Global Investment Management Corp. (“Global™) is
registered as én investment adviser under the Investiment Advisers Act and managed and advised
certain international Federated Funds. Global, a wholly-owned subsidiary of Federated
Investors, Inc., is headquartered in Pittsburgh, Pennsylvania,

24.  Decfendants FIM, FEM, and Global are herein collectively referred to as the
“Investment Adviser Defendants.” Investment management fees payable to the Investment
Adviser Defendants are calculated as a percentage of fund assets under management.
Distributor Defendant

25.  Defendant Federated Securities Corp. (“FSC” or the “Distributor Defendant™), a
broker-dealer registered under the Securities Exchange Act of 1934, acts as general distributor
for the Federated Funds. In this capacity, FSC underwrttes, sponsors and provides retailing
services for the Federated Funds. FSC’s principal business address is Federated Investors

Tower, 1001 Liberty Avenue, Pittsburgh, Pennsylvania. The Distributor Defendant is an affiliate
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of the Investment Adviser Defendants and a wholly owned subsidiary of Federated Investors,
Ine.

Transfer Agent Defendant

26.  Defendant Federated Shareholder Services Company (“FSS” or the “Transfer
Ageﬁt Defendant™) provides the transfer agent and sharcholder services for the Federated Funds.
FSS’ principal business address is Federated Investors Tower, 1001 Liberty Avenue, Pittsburgh,
Pennsylvania. The Transfer Agent Defendant is an afTiliate of the Investment Adviser
Defendants and a wholly owned subsidiary of Federated Investors, [nc.

Director Defendants

27. The is only one Board of Directors or Trustees which oversees all of the 44
investment companies (comprising 138 portfolios) that make up the Federated fund complex.

28. During the Class Period, defendant John F. Donahue (*“John Donahue”) was a
Chairman and Director or Trustee charged with overseeing all of the 44 investment companies
{comprising 138 portfolios) that make up the Federated fund complex. Additionally, John
Donahue served as Chairman and Director of Federated Investors, Inc. during the Class Period
and was previously a Trustee of FIM. John Donahue’s business address is Federated Investors
Tower, 1001 Liberty Avenue, Pittsburgh, PA 15222.

29.  During the Class Period, defendant J. Christopher Donahue (“Christopher
Donahue™) was a Director or Trustee of charged with oversecing all of the 44 investment
companies (comprising 138 portfolios) that make up the Federated fund complex. Additionally,
duning the Class Period, Christopher Donahue served as Principal Executive Officer and
President of the Federated fund complex and as President, Chief Executive Officer and Director
of Federated Investors, [nc. Christopher Donahue also served during the Class Period as

Chairman and Trustee of FIM and Chairman and Director of Global. Prior to the Class Period,



e muRaHN MEWKS NI TO 13434HBS31242B80A5 P .99

Case 2:04-cv-00352-DSC  Document 52 Filed 01/17/2006 Page 8 of 62

Christopher Donahue served as President and Chief Executive Officer of FIM and Global.
Christopher Donahue’s business address is Federated Investors Tower, 1001 Liberty Avenue,
Pittsburgh, PA 15222.

30. During the Class Period, defendant Lawrence D. Ellis (“Ellis™) was a Director or
Trustee charged with overseeing all of the 44 investment companies (comprising 138 portfolios)
that make up the Federated fund complex. For his service as a Director or Trustee overseeing the
Federated fund complex, Ellis received cbmpensation of $148,500 for the calendar year ended
Deccember 31, 2002, Ellis’ business address is 3471 Fifth Avenue, Suite 1111, Pittsburgh, PA
15213.

31, During the Class Period, defendant Thomas G. Bigley (“Bigley™) was a Director
ot Trustee charged with overseeing all of the 44 investment companies (comprising 138
portfolios) that make up the Federated fund complex. For his service as a Director or Trustee
overseeing the Federated fund complex, Bigley reccived compensation of $163,350 for the
calendar year ended December 31, 2002. Bigley’s business address is 15 Old Timber Trail,
Pittsburgh, PA 15238.

32. During the Class Period, defendant John T. Conroy, Jr. (“Conroy’) was a Director
or Trustee charged with overseeing all of the 44 investment companies (comprising 138
portfolios) that make up the Federated fund complex. For his service as a Director or Trustee
overseeing the Federated fund complex, Conroy received compensation of $163,350 for the
calendar year ended Deccmber 31, 2002. Conroy’s business address is 3838 Tamiarmi Trail
North, Naples, FL 34103. .

33.  During the Class Period, defendant Nicholas P. Constantakis (“Constantakis™)
was a Director or Trustee chagged with oversecing all of the 44 investment companies

(comprising 138 portfolios) that make up the Federated fund complex. For his service as a

8
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Director or Trustee overseeing the Federated fund complex, Constantakis received compensation
of $163,350 for the calendar year ended December 31, 2002. Constantakis’ business address is
175 Woodshire Drive, Pittsburgh, PA 15215.

34.  During the Class Period, defendant John F. Cunningham (“Cunningham”) was a
Director or Trustee charged with overseeing all of the 44 investment compénies (comprising 138
portfolios) that make up the Federated fund complex. For his service as a Director or Trustee
overseeing the Federated fund complex, Cunningham received compensation of $148,500 for the
calendar year ended December 31, 2002, Cunningham’s business address is 353 El Bnllo Way,
Palm Beach, FL 33480.

35. During the Class Pcriod, defendant Peter BE. Madden (“Madden’) was a Director
. or Trustee charged with ovcrseéing all of the 44 investment companies (comprising 138
portfolios) that make up the Federated fund complex. For his service as a Director or Trustee
overseeing the Federated fund complex, Madden received compensation of $1438,500 for the
calendar year ended December 31, 2002. Madden's business address is 100 Royal Palm Way,
Palm Beach, FL 33480.

36.  During the Class Period, defendant Charies F. Mansfield, Jr. (“Mansfield”) was a
Director or Trustee charged with overseeing all of the 44 investment companics (comprising 138
portfolios) that make up the Federated fund complex. For his service as a Director or Trustee
overseeing the Federated fund complex, Mansfield received compensation of $163,350 for the
calen.dar vear ended December 31, 2002. Mansfield’s business address is 80 South Rgad,
Westhampton Beach, NY 11978.

37, During the Class Period, defendant John E. Murray, Jr. (“Murray”) was a Director
or Trustee charged with overseeing all of the 44 investment companies (comprising 138

portfolios) that make up the Federated fund complex. For his service as a Director or Trustee

-
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oversecing the Federated fund complex, Murray received compensation of $178,200 for the
calendar year ended December 31, 2002. Murtay’s business address is Chancellor, Duquesne
Untversity, 600 Forbes Avenue, Pittsburgh, PA 15282,

38.  During the Class Period, defendant Marjorie P. Smuts (“Smuts’™) was a Director
or Trustee charged with overseeing all of the 44 investment companies (compﬁsiqg 138
portfolios) that make up the Federated fund complex. For her service as a Director or Trustee
overseeing the Federated fund complex, Smuts received compensation of $148,500 for the
calendaf year ended December 31, 2002, Smuts’ address is 4905 Bayard Street, Pittsburgh, PA
15213. |

39. During the Class Period, defendant John S. Walsh (“Walsh’) was a Director or
Trustee charged with overseeing all of the 44 investment companies (comprising 138 portfolios)
that make up the Federated fund complex. For his service as a Director or Trustee oversecing the
Federated fund complex, Walsh received compensation of $148,500 for the calendar year ended
December 31, 2002. Walsh’s business address is 2604 William Drive, Valparaiso, IN 46385,

40. Defendants John Donahue, Christopher Donahue, Ellis, Bigley, Conroy,
Constantakis, Cunningham, Madden, Mansfield, Murray, Smuts and Walsh are referred to
collectively heréin as the “Director Defendants.”
Nominal Defendants: The Federated Funds

41. Nominal defendants the Federated Funds are open-ended management companies,
or mutual funds, consisting of the capital invested by mutual fund shareholders. They each have
the samc board of Directors or Trustees, which is charged with representing the interests of the
Funds and their shareholders. The trust or corporation has a board of trustees or directors who

are responsible for the trust’s or corporation’s administration. Each of the Federated Funds is a

10
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mutual fund in which investors contribute cash for the purpose of creating a pool of assets with
which fo invest and purchase securities.

42.  The Federated Funds offer multiple classes of shares, with each class representing
a pro rata interest in each Federated Fund. Federated Fund shares are issued to Federated Fund
investors pursuant to Prospectuses that must comply with the federal securities laws, including
the Investment Company Act. All of the Prospectuses for all of the Federaled Funds are
substantiaily the same on the matters relevant to this litigation.

43,  All of the Federated Funds are alter egos of one another. The Federated Funds are
essentially pools of investor assets that are managed and administered by a common body of
Directors and employees of Fedcrated who administer the Federated Funds generally. The
Federated Funds have no independent will and are totally dominated by the Investment Adviser
Defendants and the common body of Directors established by the Investment Adviser
Defendants. Thus, in substance, the Federated Funds function as components of one unitary
organization,

44.  All Federated Funds shared throughout the Class Period the same affiliated
companies as their investment advisers and distributor. Additionally, the Defendants pool
together fees and expenses collected from the Federated Fund shareholders and, as a result, the
Federated Funds share expenses with one another. For example, payments from the assets of
one Fund were used to provide computer hardware or software to another Fund. See 44100-106
below.

45. The costs and profits of the Funds are intermingled. Defendants have publicly‘
stated that those costs and profits are assessed by the Directors or Trustees and Investment
Adbvisers on an overall complex level and not on a fund-by-fund ievel, Therefore, any effort to

reimburse any particular Fund for excessive fees would inevitably require an accounting to

11
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evaluate whether the use of fees charged to that Fund and its investors actually benefited that
Fund, some other Fund in the complex, or simply benefited Defendants.

46.  The Federated Funds are named as nominal defendants herein to the extent that
they may be deemed necessary and indispensable parties pursuant to Rule 19 of the Federal
Rules of Civil Procedure and to the extent necessary to ensure the availability of adequate
remedies.

SUBSTANTIVE ALLEGATIONS

DEFENDANTS BREACHED THEIR DUTIES BY CHARGING
EXCESSIVE FEES

47.  The fees charged to mutual fund investors and the funds should be the equivalent
of fees that would have been within the bounds of arm's-length bargaining, Directors are
charged with the responsibility of negotiating the fecs charged to the fund on behalf of the
investors who, individually, are unable to negotiate such fees. At the same time, investment
advisers and their affiliates have a fiduciary duty with respéct to the fees that are charged to
investors, in that such fees must be reasonably related to the services provided.

48.  Congress has fortified Directors’ duties by adopting Section 15(c) of the
Investment Company Act, requiring Dircctors to be adequately informed of the terms of any
investment advisory contracts, and giving them the authority to demand documents and other
information from investment advisers in order to make informed and independent decisions
when cvaluating such contracts. However, as alleged below, the Director Defendants were
beholden to the Investment Adviser Defendants and breached their fiduciary duties by failing
adequatcly to inform themselves or negotiate lower advisory and distribution fees with the
Investment Adviser Defendants, Furthermore, the Director Defendants failed to hold the

Investment Adviser Defendants accountable for revenue sharing agreements entered into by

12
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them with various brokerage firms and other Shelf-Space payments for which the Investment
Adviser and Distributor Defendants charged the Funds, and therefore their investors, excessive
fees and commissions. They also failed to supervise the Iﬁvestment Adviser and Distributor
Defendants to assure that fund assets were not misused to the Funds® and the investors’
detriment;

Khe Excessive Fees At Issue

49.  Investment Advisorv Fees: Investment advisory fees are calculated as a

percentagc of assets under management. As the fund assets increase, the dollar amount of such
fees parallels this growth. Investment advisory fees are paid to investment advisers for
managing the underlying portfolio, i.e., choosiﬁg ,the securities in which a mutual fund should
invest and conducting the operations required to support the management of the portfolio, and
imclude overhead and administrative costs involved in conducting the business of the investment

adviser.

50.  Rule 12b-1 Fees: SEC Rule 12b-1 permits a fund to pay *“12b-1" distribution
fees out of fund assets, but only if the fund has adopted a 12b-1 plan authorizing their payment,
and only if the Directors properly find that there is a reasonable likelihood that the plan will
benefit the Fund and its investors. Distribution fees include fees paid to the Distributor
Defendant for marketing and selling fund sharcs, including compensation for advertising, the
printing and mailing of prospectuses to new investors and the printing and mailing of sales
literature, payments to brokers and othcrs who sell fund shares. Like the investment advisory
fees, 12b-1 fees are calculated as a percentage of assets under management and the dollar amount

of such fees increases with the size of the fund.

51. Service Fees And Administrative Fees: Service and administrative fees are paid

to persons to respond to investor inquiries, provide investors with information about their

13
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investments, and other services required to enable the functioning of the fund. These two types
of fees may pay for similar expenses or significantly overlap, as described more fully below.
Unlike distribution fees, a fund may pay shareholder service and administrative fees without
adopting a 12b-1 plan. Accordingly, such fees are often not visible to investors and are highly
éusccptible to excesstveness by Investment Advisers. Like the investment advisory fees and the
12b-1 fees, the service and administrative fees are calculated as a percentage of assets under
management and the dollar amount of such fees increases with the size of the fund.

52.  Transfer Agency Fees: Transfer agency fees are paid to an in-house affiliated or
independent third party to handle sales and redemptions of fund shares, maintain shareholder
records, compute the net asset value (thé ‘.‘NAV”) of the fund daily, and pay out dividends and
capital gains. Like the investment advisory fees, the 12b-1 fees and the administrative/service
fees, the transfer agency fees are calculated as a percentage of assets under management aﬁd the
dollar amount of such fees increases with the size of the fund.

Factors That Show The Fees Charged To The Federated Funds And Their

Investors Are Not Reasonablv Related To The Services Provided Them And Were
Excessive

53.  The mutual fund industry recognizes that certain factors indicate that fees are
excessive. In particular, the following factors bear on whether the adviser and its affiliates are

charging excessive fees to the funds and their investors:

. the nature and quality of services being paid for by the fund and its investors;

. whether the investment advisory fees are reduced to reflect the “fall-out benefits”
the advisers receive, which are those benefits other than the advisory fees that
flow to the adviser and its affiliates as a resuit of the adviser’s relationship with
the fund;

. what fees other fund familics or funds within the same fund family charge for
similar services to similar mutual funds;

. whether economies of scale were passed to the funds and their investors or kept
by the investment adviser; and

14
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. whether the trustees exercised a sufficient level of care and conscientiousness in
approving the investment advisory and distribution agreements.

54, These factors demonstrate that the fees charged to the Federated Funds and their
- invcstors are not reasonably related to the services provided and were excessive.

Investment Adviser Revenues Significantly
Increased During The Class Period

55. Federated mutual fund sales and the resultant asset-based inflow of advisory fees
increased significantly over time, including during the Class Period.  For example, according to
the Form 10-K filed by defendant Federated Investors, Inc. for the fiscal year cnded December
31, 2004, fees increased from $778 million in 2002 to $846 million in 2004 (Federated Investors,
Inc., Anﬁual Report (Form 10-K) (March 4,2005)). The increase in the amount of fees received
by Federated Investors, Inc. translated into higher revenues for the company. In 2004, the total
revenue for the first quarter grew 28% to $277.1 million. Fedcrated’s iQ profit up 6%,
Pittsburgh Business Times, April 19, 2004, Additionally, these revenucs increased profits, since
the costs remained largely the same. For example, in 2005, Federated Investors, Inc.’s profits for
the third quarter increased by 35%. DJ Federated investors 3Q Net Up 35%, Dow Jones
(October 27, 2005). As noted by a Morningstar stock analyst, Rachel Barnard, mutual fund
manager’s profits typically range from approximately 18 to 20% and “Anyone who manufactures
would kill for that.” John Waggoner, Fund Company Stocks Look Hot, USA Today, (April 18,

2002). Available at htip://www.usatoday.com/monev/perfi/columnist/wagygon/2002-04-19-

waggon him,

56.  The profitability of a fund to an adviser-manager is a function of advisory fee
revenues less the costs of providing advisory services. An investment adviser’s main sources of
revenue are the invesument advisory, administration, distribution, service and transfer agent fees

received by the Investiment Advisor Defendants and its affiliates. As the Federated Funds grew,

15
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D'efcndants’ incremental costs of providing advisory services to the Funds were nominal, while
the additional fees received by Defendants were disproportionate given that the nature, quality
and level of the services remained the same. In fact, over the last decade, the advisory fee
percentage charged to the Funds has remained constant while it should have decrea..scd given the
growth of the Funds.

57.  Duein large part to Defendants’ revenue sharing payments, the assets managed
by the Investment Adviser Defendants have grown dramatically and so have thetr revenues.
During the Class Period, the immense growth of assets under management generated substantial
economies of scale to the great benefit of Defendants, which werc not passed on to the Funds and
therefore their investors through lower fees.

58. In the absence of effective “watchdogs” (i.e., the Directors) and given the Funds’
opaque fee structures, the Investment Adviser and Distributor Defendants were able to take
advantage of various forms of fees and Fund assets under their control. Specifically, Defendants

charged excessive investment advisory fees, administrative fees 12b-1 fees, and service fees,

- including transfer agency fees.

The Economies Of Scale Were Not Passed To Investors

59.  The legislative history of Section 36(b) recognizes that an investment adviser’s
fatlure to pass on cconomies of scale to the fund is the principal cause of excessive fees:

It1s noted ... that problems arise due to the economies of scale
attributable to the dramatic growth of the mutual fund industry. In
some instances thesc cconomies of scale have not been shared with
investors. Recently there has been a desirable tendency of the part
of some fund managers to reduce their effective charges as the
fund grows in size. Accordingly, the best industry practice will
provide a guide,

S. Rep. No. 91-184, at 5-6 (1969), as reprinted in 1970 U.S. Code Cong. & Ad. News, at 4901-

02.
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60.  On a per share basis, it does not cost more to manage additional assets in a
growing fund because economics of scale occur on both the fund complex and portfolio level for
various costs incurred. For example, many of the costs, such as the costs of research for a
particular investment, remain fixed regardless of the amount of assets in a given fund devoted to
that investient. As has been noted, the mutual fund industry is a business in which economies
of scale are present and are statistically significant. See Jim Saxton, Chairman, Joint Economic
Committee, United States Congress, The Mutual Fund Industry: An Overview and (2002) (citing
William Baumol, The Economics of Mutual Fund Markets: Competition Versus Regulation, 186,
190, Boston: Kluwer Academic (1990)).

61.  The growth of assets under management by the Investment Adviser Defendants
has generated substantial economies of scale to the great benefit of the Investment Adviser and
Distributor Defendants, which have not been passed on to the Funds and their investors through
lower fees, resulting in greatly increased expenses.

62.  According to public filings, the economies of scale were considered by the
Director Defendants through evaluating the profitability and costs of the entire fund complex,
and they made no effort to identify or evatuate the existence of economies of scale on a fund-by-
fund basis. For example, in the semi-annual report for the Federated Stock and Bond Fund dated
May 31, 2005, in language that is similar to language found in other Federated Funds semi-
annual reports:

Although the Board considers the profitability of the Federated
organization as a whole, it does not evaluate, on a fund-by-fund
basis, Federated’s “profitability” and/or “costs” (which would
include an assessment as to whether “economies of scale” would
be realized if the fund were to grow some sufficient size). In the
Board’s view, the cost of performing advisory services on a fund-
specific basis is both difficult to estimate satisfactorily and a

relatively minor consideration in its overall evaluation. Analyzing
isolated funds would require constructed allocations of the costs of

17
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shared resources and operations based on artificial assumptions

that are inconsistent with the existing relationships within a large

and diversified family of funds that receive advisory and other

services from the same organization.
Federated Stock and Bond Fund, Inc., Semi-Annual Report (Form N-CSRS) (July 27, 2005).

63.  However, the economics of scale from growth were not passed to the Funds and

their investors because, among other things, duc to increasing revenue sharing payments to
brokers, Defendants were unwilling to reduce their fees. Defendants’ failure to pass cconormics

of scale is apparent due to the lack of any breakpoints and the increase in, or failure to reduce,

fees in light of fund growth.

The Lack of Breakpoints In The Funds® Advisory Agreements Iilustrates That The
Economies of Scale Were Not Passed Ta The Funds And Investors

64. A “‘fee breakpoint” has been explained as follows:
Many funds employ a declining rate structure in which the
percentage fee rate decreases in steps or at designated breakpoints
as assets increase.... The declining ratc schedule reflects the
expectation that costs efficiencies or scale economies will be

realized in the management and administration of the fund’s
portfolio and operations as the fund grows.

John P. Freeman and Stewart L. Brown, Mutual Fund Advisory Fees: The Cost of Conflicts of
Interest, 26 Towa J. Corp. L. 609, 620 n.59 (2001),

65.  The Investment Adviser and Director Defendants did not put in place breakpoints
that would pass the economies of scale to the Funds or their investors. For example, Federated
Kaufmann Fund’s management fee—which stands at a lofty 1.275%—contains no breakpoints.
Regardless of how much that fund grows, only the Investment Adviser Defendants will enjoy the
benefits of decreased costs. Furthermore, it is clear that the economies of scale are not passed on

here sinee it is one of the largest funds in its category, but still has a higher fce than comparable

funds. See §1115-118 below.

18




Case 2:04-cv-00352-DSC  Document 52  Filed 01/17/2006  Page 19 of 62

66.  The lack of breakpoints is true across all the Federated Funds, including those in
which Plaintiffs mvested. The absence of breakpoints allowed the Defendants to keep all the
benefits of the economies of scale for themselves. The lack of breakpoints 1s in striking contrast
with the usual practice in the mutual fund industry because the advisory fee structures in most
fund families do include breakpoints. This was a red flag to the Director Defendants that the
economies of scale were not being passed to the Funds or their investors.

The Expense Ratios Did Not Decrease As The Funds Grew In Size Because The Investment
Adyviser And Distributor Defendants Kept The Benefits For Themselves

67.  As the Funds expanded in size, there were no significant decreases in expense

- ratios that would suggest that the Investment Adviser Defendants, Distributor Defendant and

Director Defendants had, in fact, considered the economies of scale experienced by the Funds
when annually reviewing the advisory and distribution contracts.

68. Since the Funds had no brcakpoiﬁts, the Investment Adviser Defendants enjoyed
having their advisory fees more than triple without having to share any of the benefits from
expansion with the Funds or their investors. For example, in 2001, Kaufmann Fund’s investors
paid 57,470,865 in advisory fees, but by 2004 this number had dramatically increased to
$24,311,507, resulting in an enormous windfall to the ‘Investmcnt Adviser Defendants, The
Fund and its investors paid more, but received nothing in return. Since 2001, the percentage of
investment advisory fees charged to the Fund and its investors has remained the same.

69.  With respect ta Federated Capital Appreciation Fund Class A, it is similarly
apparent that economies of scale were not passed to the Fund or its investors since the current
expense ratio of 1.25% is one of the highest among funds with similar-sized asset bases and is
slightly higher than its expense ratio of 1.23% eight years ago when it held little more than $100

million. Morningstar.com, Stewardship Grade: Federated Capital Appreciation A, Dec. 21,
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2005, hrtp:/quicktake. morningstar.com/Fund/Snapshot.asp?Country=USA&Symbol=FEDEX
(on file with author). Since 1995, the percentage of investment advisory fees charged to the
Fund and its investors has remained the same.
70.  With respect to the Federated American Leaders Fund, the expense ratio has risen
as assets have grown:
the fund has roughly the same expenses it had a decade ago when

it was only a third of its current size--contrary to the typical
benefits one might expect from more favorable economies of scale,

Morningstar.com, Stewardship Grade: Federated American Leaders A, Dec. 21, 2005,
httpr//quicktake.momingstar.com/Fund/Snapshot.asp?Country=USA&Symbol=FALDX (on file
with author). For example, in 1996, Federated American Leadeﬁ Fund’s Class A expense ratio
was 1.16% while the assets were $455,867,000 and in 2004, this expense ratio had increased 1o
1.19% while asscts had increased to $1,562,277,000. Since 1995, the percentage of investment
advisory fees charged to the Fund and its investors has remained the same.

71.  Federated Stock & Bond Fund is another example of Defendants’ failurc to pass
economies of scale. The Fund’s expense ratio has steadily increased during the past 1¢ ycars,
despite the Fund’s growing asset base. Kerry O’Boyle, High expenses Detract From This
Conservative Fund's Appeal, Momingstar.com, Momingstar’s Take: Federated Stock & Bond A,
Dec. 10, 2002, http:/quicktake.mormingstar.com/Fund/Snapshot.asp?Country=USA&
Symbol=FSTBX (on file with author). For instance, in 1996, the Fund had an expense ratio of
1.10% and assets of $I30,694,0QO and in 2004, the expense ratio had grown to 1.29% on assets
of $237,428,000. Since 1997 the percentage of investment advisory fees charged to the Fund
and its investors has remained the same.

72.  Other fund statistics also demonstrate that fees were increasing when they should

have been decreasing due to economies of scale from increased assets. For example, despite the
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fact that the net assets of the Federated Bond Fund-Class A shares increased from 311,377,000
in 1997 to $395,445,000 in 2004, the ratio of expenisec 1o not accele remained the same at 1.05%
during that same period, when the expense ratio should have been decreasing 1o reflect
economies of scale. As noted by Momingstar regarding Federated Bond und:

This fund has an expense ratio of {.05%, which ie more than the

typical fund in this category. This is indefensible given the fund’s

considerable size.
Momingstar.com, Stewardship Grade: Federated Bond F, Aug,. 19, 2005,
hitp://quicktake. morningstar.com/Fund/Snapshot. asp?Couniry=US A&Symbol=ISHIX {on file
with author). “

73.  According to public filinge, the sume pattam of failing to reduce fees is also clear
when louking al Federated Equity Tncome Fund. fn 1997, Federatexd Fguity Income Fund had
$431,281,000 in aseets and an expense ratio of 1.08%. By 2004, the assets in Federated Equity
Income Fund had increased to $ 643,279,000 and the expense ratio had also increased 1o 1.12%.
Since 1997, the percentage of investment advisory fees charged to the Fund and its investos Tas
remained the sarns,

7. Theexpense ratio of Frderated High Income Bond Fund also increased with the
incroase in assets. According ta public filings, the Fund’a Class A had an oxpeasc ratio of 1.21%
i 1995 with 5448,040,000 tn assets and by 2003, the expense ratio had increased 1o 1.22% and
the assets had grown to §775,085,000, In Morningstar's stewardship analysis of the entire
Federated High Income Bond rund, it recognized the failure of the Invesiment Adviser |
Defendants Lo pass econnmies of scale for all the classes of the Fund, explaining:

Given that 1t 1g a nearly $2 billion mammoth, the fces should be
lower —as they were when the fund was emaller ten years ago.
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Momingstar.com, Stewardship Grade: Federaied High Income Bond A, Dew. 21, 2005,
http-.//quicktakc.momingstar.com/Fmd/SnsthoLasp’.'Country=USA&Symbol«—l-‘Hux (on file
with author). The investment zdvisory fee, which is the same for all classes of shares of the
Federated High licorne Bond Fund, has remained the same since 1995,

73, Federatcd Pennsylvania Municipal Income Fund’s oxpensc ratio remamced the
same over the last decade even though the assets grew, In 1995, the expense ratio was 0.75%
aud (he assels were $83,722,000. By 2004, the asseis hid increased 10 3200,023,000, hat te
cxpensc retio remained at 0.75%.

76.  Thus, the economies of scale enjoyed by Defendants have not been shared with
the Fuuds or igir investors, Tnstead, as shown gbuve, as e size uf the Funds grew, Delendants’
teec mncreased without any corresponding inerease n servaces provided to the Funds and,
ronversely, Defendants” costs derreased due ro ecanomies of seale. This resulted in an
enormous windfall 1o Defendants at the expense of the Funds ahd thelr investors. As a result, the
fees paid to Defendants for services provided to the Funds and their investors were
dispreportionate to the services rendered, were cxcessive, and were a waste of Fund assets that
could have been used to mvest in the Funde’ underlying portielio.

THE FEES CHARGED WERE NOT REASONABLY RELATED TO SERVICES
PROVIDED TO FEDERATED FUNDS

The Investment Adviser Defendants Placed The Expense
Of Revenne Sharing Pavments On The Fands And Their Investurs

77 The Investment Adviser and Distributor Defendants also charged excessive fees
to investors by charging the Funds for the Investment Adviser and Distributor Defendants® out-
of-pocket “revenue sharing” expenses. Revenue sharing occurs when the invesument adviser or
its affiliatc meakces payments to a broker-dealer or other mstitation iix exchange fon the

institution’s promoting sales of the shares of the investment adviser’s funds. Revenue sharing
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Mgmmrs are very appealiug to lnvestinent advisers becavse they can increase sales from
three to ten fold. Smita Madhwr, Revenue Sharing Boosts Mutual Fund Sales Tenfold, Financial-
Planping.com, Jan. 24, 2005, hup://www [nancial-plaming.com/pubs/fpi/20050124101 hitmi.
At the same Umie, revenule sharing arrangements are V"cry expensive for investors because their
high costs translate 1nto fugher and excessive feee,

7R, Defendants participaied in reveuue sharing (also called #Shelf-Space™) programs
at brokcmgw such os Edward Jones, Salomon Smith Barney, UBS, Chase Investment Services
Corp., Linsco/Private Ledger, Piper Jaflruy, Wells Faryo and Wachovia Securities. As part of
these progras, Defendants used fund assets to sponsor sales contests and provided other
financial incentives to brokers fo push Federated Funds. These payments to brokers increased
the: fees chiasged to the Funds and their investors. They had that cffcct because the Investment
Aaviser Defendants took into account the amount of ihe revenue sharing they would pay to
broker-dealers and others ir detemmining, the arnonut they would charge far their advisory fees, in
onder to make sure that they would carn their full profit affer the revenve sharing payments were
made, According to 2 former employee of one of the Federated Defendanrs, the Invesrmens
Adviser Defendants regularly propared “broker profitability snalyses.” Such documents factored
in both revenue sharing payments and other payments by the Funds and their invesiors in
detcrmining the overall profitability to the Investment Adviser Defendants of the relationship
with the broker. Such profitability analvses are one example of the Investment Adviser
Defendanty process of considering their vevenue sharing ohligations a1 the sane time they
considered the other costs of conducting Fund business in order to make sure that their advi EOTY
[ee agreements would provide adequate profitabilily qffer paymeal of revenue sharing,

79.  According to a former cmployce Who was a Federated internal wholesaler, the

Investment Adviser and Distributor Defendams also had revenue sharing arrangemenis with
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banks to push their mutual fends. Tor example, the tormer employes explained that Defendants
had to pay Bank of America for “Sheif-space” because Bank nf America had ils own propiielay
funds. According w the former employee, Defendants were also paying for Shelf Space with

Citibank and U.S. Bank.

The Investment Advisory Fee Was Excessive Because The Fers Charped Were Not
Reasnnahly Related To The Services Provided To The Funds Or Their Investors

80. A recent report on revenue sharing by Cerulli Associates notes that advisory fees

are the most significant source of revenuce sharing, The advisory tee is thue inflated in order to
fund the advisers revenue gharing obligations. The Investment Adviser Defendants did so with
respect to the Federated Funds.

81,  Consistent with this, for example, Defendants entered into arrangements with

"brokerage hause Bdward . Jones, which set an inlemnal revenue shacing tavget for 25% of the
advisory foes camed on the mutual fund asssts purchased or held by Edward D. Jones’
customere.

82.  Houwever, investinent advisory fees are meant to cover management of investment
funds. This includes portfolio maneagement of the fund and administrative activities related tn
managing the portfolios. Report of the SEC on the Public Policy Implications of the Investment
Company Gzow_r.h, H.R. Rep. No. 89-2337 (1966),

83.  The investment advisory fees used for revenue stiaring do oot it either of these
catcgonics. Revenuc sharing cxpenscs arc not supposed to be bomne by tunds end their investors
as they are not management o traditional advisory expenses. Furthermare, the revenue sharing
paymcnts may bencfit the Inveatment Adviscr Defendants, but do not benefit the Funds or their

investors.
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84, ‘the SEC has expressed concern over these praciices, stating thal, “{tJevenue
sharing arrangements not only posc potential conflicts of interest, but also may have the indivect
effect of reducing invectors’ retumns by increasing the distribution-related costs incnrrad hy
funds. Even though revenue sharing is paid 10 broker-dealers directly by {und investment
advisers, rather than out of find asscts, it is pessible that some advisers may seek fo increase the
advisory fees that they charge the fund 1o finance those distribution activities. , . Mureover,
revenue sharing Hrr’angr:mc!n& may prevent some advisers from reducing their current advisory
fees.” Confirmation Requirements and Point of Sale Disclosure Rquiremcms for Transactions in
Certain Mutual Funde and Other Secirities, and Other Confirmation Requirement Armemdments,
and Amendureuts to the chiétration Form for Mutual Tands, 69 Ied. Reg. 6438, 6441 n.21
(Feb. 10, 2004) (to be codified at 17 C.R.F. pts. 239, 240 and 274).

R5.  The nature of Defendants’ revenue sharing program was such that it strongty
incentivized broker-dealers to expand their markeung eitorts on behalt of the Federated Funds.
As aresult of such activities, the aggregate not assets--against which the management fees Qme
charged on a percentage basis--increased, with a consequent increase in the dollar amaount of the
advisory fees. The Investment Adviser Defendants therefore received “something for nothing”
from the Funds and (heir investors because the fees were not the issult of any Licrease of
improvement in the scrvices being provided, and did not reflect any legitimate increase in the
cost of (he survices beiny provided the advisers and their affiljates,

86.  In addition, advisory fee payments by the Funds and their mnvestors that were
utitized for revenue sharing werte charged improperly because they were paid in violation of Rule
12h-1. Advisory fees paid o an investment adviser with the intent of allocating a comain ameunt
towarde distnibution practices, such a£ revenus eharing, aro regulated under Rule 12b-| and

Scetion 3G{b). As the SEC explained, “Rule 12b-1 could apply . . . in ceitain cases in which the
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adviser makes distribution rclated payments out ot its own resources . . . if any allowarnce waere
made in the investment adviser’s fee 10 provide money to finance distribution.™ Invesuneul
Cotpany Iustitute, 1998 SEC No-Act. LEXIS 976, at *16 (Oct. 30. 1998) {citing Payment of

- Asset-Based Sales Loads By Registered Open-knd Management Investment Companies,
Investment Company Act Relesse Nu. 16431, 1988 SEC T.REXTS 1206 (June 13, 198R))
{cmphasis added). Defendants paid for part of these revenue sharng arangements through
advisory fees 10 circumvent limits placed on such distribution payments by Ruie 12b-1.

Defendants Received Masyive 1201 Fees But
Provided No Benefit To The Federated Funds Or Their Investors In Return

87.  Asdiscussed above, Rule 12b-1, promulgated by the SEC pursuant to the
Investment Company Act, prohibite mutual funde from directly or indirectly distributing or
urketiog their awn shares unfess cenain enunerated conditions set nth i Rile 12b-1 aie mel.
‘Ihe Rule 12b-1 conditions are, amongst others, that payments for marketing must be made
pursuant to a writren pian “describing all material aspects of the proposed financing of
distribution;” el agreements with any person relating to implementation of the plan must be in
writing; the plan must be approved by a vote of the majority of the board of directors; and the
board of dircctors must rovicw, at lcast quarterly, “a written report of the amounts so ¢xpended
and the purpoges for which such expenditures were made,” 17 C.F.R. § 270.12b-1 Additionaily,
the directors “have a duty to request and evaluate, and any person who is a parly W any
agreement with such company relating to euch plan ghafl have & duty to fumish, such information
as may reasonably be necessary to an infunmed determination of whether such plan should be
implemented or continued.” /2. ‘Ihe dircetors may continuc the plan “only if the dircctors who
vole 1o appiuve such implementation or continuation conclude, in the exercise of reasongble

businees judgment and in hight of their Hduciary dutics under statc law and scetion 36(a) and ()
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(15 U.8.C. 80a-35(a) and (b)) of the Act that there is a reasonable likelihvod that the plan will
henefit the company aml its sharcholders.” Jd. As noted above, Rule 12b-1 fees are assesscd as a
pereentage of asscts under management and, accordingly, grow proportionately with the size of
the Funds.

88,  The cxceptions to the Rule 12b-1 prohibition on matual fund marketing were
enacted in 1980 under the theory that the markerting of mutual funds, all things beiayg ol
shoutd he encouraged hecause Incieised investoent in mutual funds weuld presumably result in
cconomies of sonle, the benefits of whick would be shifted from tund managers to investors.

/9. The Disicbuior Deftmidant, ax an affiliate of the Tnvestment Adviser Defendants,
was similarly under & fiduciary duty to the Funds and investors with respect to the fees it
received. The Distributor Defendant was the recipient of 12b-1 fees, but took no meusures (o
assure that the fees were reasonably related to the services provided to the Funds or their
Investors.

90. The Funds’ Distribution Plan adopted February 12, 2004, which is similar to the
other Dictribution Plans in effect throughout the Class Pericd, provided that!

2. This Plan is dewigned 1w Minance activities of Fede atad
Sccunitics Corp. (“I'SC") principally intended to result in the sale
of | s}harcs to include: (2} providing incentives to financial
institutions (“YFinancial institutions’”} to sell [s]hares and; (b)
advertising and marketing of shares 16 incliide preparing, printing
and distributing prospectuscs and sales literature to prospective
sharcholders and with Finaneia] Institutiona. The Plan is also
designed to cover the casts of administrative services performed in
connection with the sale of [s]hares, but are not limited to
shareholder services, recardkeeping services and educational
services, as well as the costs of implementing and opcrating the
Plan,

3. As compensation for services provided pursuant to this
Plan, FSC will be paid a fec in respect of the following Classcs set
forth on the exhibits to this Agreement. FSC may use all or any
of 1he fees varetved pursuant 1o the Plan to pay any of the
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expense associated with the aciviiles under Paragraph 2 hervof
whether incurred direcrly, or through Finunciaf Insticutions.

4, Any payments by FSC to Financial Institutions with funds
received as compensation under this Plan will he made pursuant to
an agreement eutered (ntw by FSC and the Financial Institution
(“Tinancial Instituwtion Agreement™, FSC has the right (i) to
select, in irs sole discration, the Financiol Institutions 1o

participaze in the Plan and (1f) 10 terminate without cause aned in
irs sole discretrion uny Financiul Institution Agreement.

1d. (emphasie 2dded).

91.  During the Class Peviod, the Directar Defendants authorized, and the Distributor
Defendant collceted, millions of deliars in purported Rule 12b .| marketing and diswribution fees.
However, the purported Rule 12b-) fees charged td Federated Funds and their investors were
excessive because the conditions of Rule 12b-1 were not met. Thers was no “reasonable
likelihood™ that the plan would beneflt the company and its shareholders. Onihe contrary, s
Gistnxsed above, a5 the Funds were marketed and the number of Fund investors increased, the
economies of scale thersby created, if any, were not passed on to Federated Funds or their
investons, bul rather wers used exclusively 1o benefit the Investment Adviser Defendants and
their affiliates.

92, There was no meaningfu) svaliation by the Tnvestment Adviser Defendants,
Distributor Defendant or the Director Defendanis as to whether the Funds were realizing benefite

from the Rnle 13h.1 payments and the resulting increase in the size of the Funds.

93.  The principal theoretical justification for 12b-1 fees is (0 increase assets, thereby
creating economies of scale, and therefore decreasing costs for the individual investors,
However, al a certain point, the increase of fund assets is no longer a desirable oplion for
invesiors hecsnne i impedes the manageeent of the fund. As noted by 2 FORBES article,

publishcd on Scptember 15, 2003:
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Indced. onec a fund reaches 2 certain mass, the directors know that
there is no diccernable benefit from having the Fund become
bigger by drawing in more investors; in fact, they know the
opposite to be rue-once « fumd breomes tao Targe it foses the
whility 1o bracke o and out of positions without hurting its investors.

94.  Three major reasons why large size inhibits the achivveneul of supetior retuins
are: (1) the universe of stocks available for a fund’s portfolio declines; (2) the transaction costs
increase; and (3) portfolio management becomes increasingly group-orienred and less reliant on
savvy individuals.

85,  Tor example, the Kaufmann Fund and 1ts investors should not be paying
increasing 12b-1 fees sitice it has been noted by industry analysts that:

(Tlhe fund’s ballooning assct basc t4reatens management’s

Nexibility. 1t began life as a small-cap fund, but asset growth in

the mid-1990s forced a move up the market cap ladder.
Greg Carlson, Despite an Enviable Record, Federated Kaufmann Has Given Investors Little
Reason 10 Owa I, Morningstar.com, Momingstar's Take: Federated Kaulmann K, Sepi. 16,
20095, hitp://quicktake. momingstar.com/Fund/Snapshot.zsp?Country—USA& Symbol~KAUFX
(on file with author) (emphasis added). Despite the fact that the ballooning of fund asscis can be
detnmental to fnvestors, Defendants still charged, and the Direcior Defendants still approved, the
Kaufmaann Fund’s 12b 1 fees to further increase fund assets. In tum, as the Fund grew, the 12b-1
fees charged 10 the Kaufmann Fund and its invesiors substaiially increasend. For the fiscal yea
cnding (ctober 31, 2004, the Kaufrmann Fund and its investors paid $19,7U2,5%6 in 1.2b-1 fees to
the Diswributor Defendant while the Kaufmann Fund paid $10,171,752 in 12b-1 fees to the
Distributar Defendant for the fiscal year ending October 31, 20035 and $9,407,832 in [2b-1 fecs
to the Listributor Detendant for the fiscal year ending October 31, 2002, The Distnbuator
Defanlant bad the discretion w decide how roueh of the 12b-1 fees it received would be kept at

the distributor level :md how much weuld be passed on o broKer-dealers.
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96.  However, the Director Defendanis veviewed the written quarterly reports
conceruing the Federated Funds Rule 12b-1 program, and were informed that these monies were
being cxpended without any economies of scale being passed on to the Funds, and (hat (he (Res
were nnt heing used for services hat benefited the Tunds or their investors, The Director
Defendants failed to terminate the plans and the payments made pursuant 1o the Rifle 12h-1 nlans
even though such payments actually harmed the Pederated Funds and their investors, as
destiibed above, and therefore did not satisfy Rulc 12b-1.

97.  Many of the Federated Funds charging Rule 12b-1 fees charged invesiors (lic
maximum {ees pertussible parsuant to the Federated Funds Rule §2b-1 plans. There was no
reasonable lhkehhood that the Rule {2b-{ fees would benefit the Funds or their investors becanse
although (e fees cliarged b investors increased fund assets, the Fund costs borne by the
mvestors did not doercase. Thercfore, the Rule t2b 1 plans authorizing such fees should have
been re-negotiated w comply with Rule 12b-1.

98.  Tederated Kaufmann Fund closcd its Class K shares of the Fund, but the Class K
and its investors continue 10 be charged 12h-1 fees. However, according to Rule 12b+1 and the
distnbution agreements between the Fund and the Distributor, these fees are intended to result in
the salo of sharee of the Fund, and this rationale no longer applied to the Class K once the sales
progiani was terminated. Since the 12b-1 fees are charged as a percentage of the asscts under
management, the fees increased when the aceets increased, Hawever, there were no additional
services provided for the ingiese in 12b-1 fees. The increase in the dollar amount of 12b-1 fees
was sigmficant. By Qctober 31, 2004, Class K share investors were paying $6,468,374 in
distribution fees. This number was significantly higher than the previous years. For example,
for the figcal year ending October 31, 2003, Class K share investors paid 3,750,728 1n

distribution fees.
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99. The Investment Advicer Defendants also received substantial benefits from the
Distributor Defendant's use of 12b-1 fees Lecause it reducad the Investment Adviser Defendants’
out-of-pocket cxpenses, such as the cost of revenue sharing arrangements to the Investment
Advicer Defendanis. The Investment Adviser Deferdants did not reducs (heir investent
advisory fee 1o reflect these considerations, either tirough breakpoints or by reducing the
perecntage tee when they annually renewed their conlract.

THE INVESTMENT ADVISER DEFENDANTS FAILED TO REDUCE THEIR FFFS
TO RE1LECT OTHER RENFEFRITS THEY RECEIVED FROM THE FUNDS

Through The “Soft Doljar” Program. The Investment Adviver Defendxnix Shifted
Overhewmil Costs To Reslerated Funds And Their Investors Without Providing Any Offset

In Their Advisery Fees T

100.  The Invesiment Adviser Defendants reneiverd significant henefits by using Soft

Dollars to shift research costs onto investors through intlated broker commissions, while failing
to reduce their advisory fees 1o reflect this benefit. Investment advisers routinely pay broker
cornmissions on the purchasc and salc of fund sccuritics, and such commissions may, under
certain circumstances, properly be used to purchase certain other services from brokers as well.
Specifically. the Section 28(c) “safe harbor™ provision of the Securities Exchange Act carves out
an exception 1o the rule that requires investment management companies to obiain the best
possible execution price for their trades. Section 28(e) provides that fund menagers shall nol be
deemed to have breached their fiduciary dutics “solely by reason of [their] baving caused the
account tn pay a .. hroker . .. in excess of the amomnt of commission another . . . broker . . .
would have charged for cffecting that ransaction, if such person determined in good faith tha
such amount of commission was reasonable in relation to the value of the brokerage and research
services povided.” 15 TLA.C. §78bh(e). T wthier words, funds aie allowed to include in

“commissions” payment tor not only purchase and sales execution, but alsc for specified
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services, which the SEC has defined to include, “any service that pruvides lawfil and appropriate
assistance o the maney manager in the performance of his investment docision-making
reaponsibilities.” ‘T he commission amounts charged by brokerages to investment advisers in
excess of the purchase and sales charges are kaown within the industry as “Soft Dollars,”

101.  Since their inception, the investment Adviser Defendants have presented
thernselves 2s, and earned a reputation for being, 4 paragon of financial investment rescarch
finns. The Tnvestment Adviser Defendants tout the fact that they have an information advantage
ercated by proprietary research, thus presumably ebviating the need for reliance on outside
research. For exsmple, on their Website, Uit Investaent Adviser Defendants cwrently mavket
themgelves to investore ae 3 “top 10 mutual fund company.” Federated Investors.com, Investor
Overview as of Septzmber 30, 2005 (Tast visitad Jan. 12, 2006)

htty/Avww icderatedinvestors.comvse’templ—abount_usleat&ctype—company _Qvaniew.

According 1o the website, the Invesiment Adviser Defendants swess their “World-Class
Investment Management Mission,” which 1s: “[t]o achicve superior and sustalnabic investment
performance for a broad array of global clients through a disciplined investment process and an
information advantage created by proprictary fundamental rescarch.” /d. Yet, contrary te the
Lnvestment Adviser Detendants’ reputation tor cultivating their enormous in-house research
staff, the Investmient Adviser Defendants went far beyond what is permitted by the Section 28(e)
safe harbor by paying third parties for “research services” that provided no reasonable benefits to
the Federated Funds or their investors.

102, For example, a fermer T'ederated employce has stated that Bloomberg terminals
and service were obtained for fixed income funds using Soft Dollars obtained from Federated
equity funds. Thig example confirma that the Soft Dollar program was not a legitimate cffort t0

obiain outside needed research, because additional research service was not provided o the
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equity funds that regularly usc rescarch, and insteed the broker involved provided facilities for
which a fixed income fund had no real need. In addivion, the purported Sofl Dollar “benefits”
were nol flowing o the Fund that was paying the inflated commission.

102, The Investment Adviser Defendants paid excessive commissions to hroker-
dealers, which, insofar us they were given under the guise of Soft Dollars, were a sham and
unjusuﬁablc in tight of the Investruent Adviscr Defendants’ in-house research apparatus, for
which thc Funds and théu- mmvestors wers slresdy paying through the advisory fee. Instead, the
purpose of these payments was & irduce the brokers to steer their clients to Federated Funda.
These incentives caused brokers to steer clients to Federated Funds regardless of the Punds’
investment quazlity relative 1o other investmenl altsrnstives and o thereby breach their dutics of
loyalty. By payiny the excessive brokerage commissions, Defcndants also violated Section 12(b)
of the Investment Company Act becouse such payments were not made pursuant to valid Rule
12b-1 plans. |

104. The Director Detendants did not try to meagure the value of the Soft Dollats 10
the Funde generated. However, the amount paid by (he Funeds aud their invastors for excessive
commissions was significant. As an example limitced to only onc Fund, according to the
Statement of Additional Information for the Federated American Leaders Fund, " fJor the fiscal
year ended, Mureh 31, 2003, the Fund's Adviser directed brokerage transactions to ccrtain
brokers due to research services they provided. L'he total amnount of these ransactions was
$1,172,301,925 for which the Fund paid $1,966,872 in brokeraye connnissinns.” Federated
American Leaders Fund Statemnent of Additiona) Information datcd May 31, 2003,

105.  According to Momingstar,

Federated acknowledges using soft dollars, a practicc that in
esscnce shifts rescarch costs onto investors through inflated broker
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commissions—something that doesn’t show up in a fund’s expiense
ratio.

Murningstar.com, Stewardship Grade: Federated High-Income Bond A, Dex:. 21, 2005,
http://quicktake,mofningsmr.conuanlnd/Stlapslml.mp?CountrrUSA&SymboI'FHux (on file
with author).

106.  Howecver, the investment advisory fee was not reduced 10 reflect the benefits
received by the Investor Adviser Deleudants by using fund asscts in Sott Dollars to pay for
rescarcl that was already being paid for through the advisory fee. Accordingly, (he fees paid by
the Funds and their investors through so-called “Sufl Dollar” payments were cxccssive and bore
no reasonable relationship to the scrvices provided. Such tees resulted in the promotion by -
brokers of Federated Funds, thereby increasing the size of the Funds and Defendants’ asset-based
fees with no corresponding increase in services provided to the Funds or their investors,

Lhe Ipvestment Adviscr and Distribntor Defendants Failed to Reduce Their Fees to Reflect

Yhe Benefits [hev Recovered From Directfng Brokeraue to Cover Their Qut-of-Pocket
Expenses

107,  Directed brokerage is the praclice whereby investment adviscrs dircct underlying
portfolio securilies hansactions to broker-dealm that scll shares of the fund to remunerate
brokers for pushing their funde instead of other fund companies' funds. This practice directly
harms investors, especially where, as here, the fund is alleged to be “paying up,” or trading
sccuritics at commyssion rates higher than the fund would otherwise pay if it wese nat indirectly
paying for distribution thraugh directing brokcrage. Directed brokerage gives the investment
adviser a swong incentive to usc brokcrage commissions to increace the size of its funds (thereby
inoreasing management/advisory fees) and to aveid paying brakers nut of its own assets,
Pisected brokerage may also be wscd to circumvent NASD rules on cales charges, undermining

the protection atfforded to investors under § 22(b) of tha ICA, which slates that:
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(Tlhe price at which such & scourity is oftered or sold to the public

shall not include an excessive sales Joad but shall allow for

reasonable compensaiion for salcs personnel, broker-dealers, and

‘underwriters, and for rcasonable sales loads Lo investors:
1511.5.C. § 80a 22(b)

108.  The Tnvestment Adviser and Distribulor Defendants, under the Dircclor
Defendunts’ supervision, used ¢xcessive commissions and directed brokerage busincas to
compcensate broker-dealers ux part of guid pro quo Shelf-Space urrangements Defendants enterml
into with various byokerages. Such excessive commissions and directed brokerage puyments
were used to fund sales contests and other financial incentives 1o further push sales of Federated
Funds shares and increase fees charged to the Funds and their investors.

109, A former Federated empluyee who was a staff accountant explained thet in some
ca3¢3, the nature of a company precluded Detendants from paying the company certain fees, so
Defendunts would agree to use the company for iading so the money intended as a directed
brokerage payment could ullinnately be paid to the company as 2 trading expense/commission.

110.  in addition to corroding the broker-investor relationship, Defendants’ use of
- directed brokerage commissians (o pay for the Shelf Space arrangements decreased the
transparency of the Fund costs to advisers. Monies spent through directed brokerage do not
show up as expenses, but are merely rellected as a decrense in investors' returns. The
opaqueness of this form ol payment also aliowed the Invesument Adviser and Distributor
Defendanis 4 way to circumvent 12b-1 fee Imils placed by the NASD,

111. By paying the excessive comrmissions and directing brokerage busincas to
participate in «rul satisfy Shelf Space programs, the Investinent Adviser and Digtribusor
Defendants violated Section 12 of the Investment Company Act, because such payments were

not made pursusnt to a valid Rule 12b-1 plan,
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112.  The exccssive commissions and directed brokerage caused Federatel fnvestors to
pray for services that did not benefii the Federated Funds or their investors. This practice
matetially harmed Plaintiffs and other members of the: Class from whom the eXcessive fees were
taken. In faet, the [nvestment Adviser Defendants and their affiliates profited from the improper
use of kund assets because it resulted in an increase in the size of the Funds and, thus, the size of

their assel-hased fees, This increase in fees bore no reasonable reiation to the services rendered.

113, Inactions to date involving Masgachusetts Finuncial Services, Co., Franklin
Templeton Misiributors, Inc., Putnam Invesment Murayement, LLC, American Funds
Distributors, L., Oppenheimerfunds, Inc. and OppenheimerFunds Distributor, Inc., us well as
PIMCO Funds' DA Fund Management LLC, PEA Capital LLC and PA Distributors LLC,
fiudings of the SEC revealed thar these companies used fund assets to pay revenue shaiing and
directod brokerage arrangements. For examplc, as the SEC stated in the Adminisuative Order

dated December 13, 2004 issued with respect to Franklin Tempieton Disuibutors, Inc:

These brakerage comunission were fund assets, FTDI
{Franklin/Tenipleton Distributors, Inc.] made some payments (n
cash, but cash payments were an expense to FTDI. So, I'TD]
prefeived to avoid the cost through the use: of directed brokerage. ..

x % 4

... It was more beneficial for FTDI to pay for shelf-space with
hrokerage comnussions than cach because FTDI1 was able to avoid
using its own assets for the marketing vxpense.

SEC Order Tnstituting Administrative And Cease-And-Desist Procecdings, Maling Findings,
And Imposing Remed:al Sanctions in /n the Mutter of Franklin Advisers, Inc. and

Franklin/Templaion Distribuiors, Inc., available at hito/www sec govililivatiopyadmin/34-

30841 huy (cmphasis added).
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114, The cost of similar revenue sharing and directed brokerage arrangements should
have been borne by the Investment Adviser Defendants as an out-of-pocket cxpense instead of
coming out of Fund assets at the expense of the Funds and their investots.

The Seryice and Administrative Fees Chagged 1o the Funds Were Dupljcative

115.  Throughout 2003 and 2004, (e Investment Adviser Defendants contracicd for
adininistrative servicee to the Funds. For example, according w (he Federated Kaufmann Fund
proepectus dated Deceinber 31, 2004, which is similar ta the other Federated Funds,
administrative and shareholder services were also provided by an administrator, the distributor
and a mansfer agent. All of thcse entitics were wholly-owneil subsidiarics of Federated
Investors, Inc. and affiliates of the Invesmment Adviser Defendants,

116, The amounts pxitl in adminiswrative and service fees by the Funds and their
investors were xiunificant and both were asset-based fees, For example, according 10 the same
prospectus, the following amounis were paid in administrative fees, 12h-1 fees and scrvice fees

by the Kaufmann Fund and its investors in 2003 and 2004:

2004 2003
£4,900,193 33,141,520
Administrative [ee:
12b-1 Fee: Class A Shares $2,961,577 51,081,902
Class E Shares $6,841,676 $3,991,593
Class C Shares 33,431,959 $1,347,524
Class K Shares $6,468,374 $3,750,72%
Sharcholder
Scrvices Fee; Class A Shares $3,816,357/ $1,649,916
Clasc B Shares $2,231.057 $1,152,011
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Class C Sharee 31,155,791 $472,309
Class K Shures $8,824,042 $6,991,129
117, However, as cvidenced by the languaye in the progpectus, these fees were largely
duplicative of each other, as described below, Consequentially, the duplicative focs charged by
the Investment Adviser Nefeadants’ affiliates, the Transfer Ayont Defendant and Distributor
Defendani, resalted in cxcessive fees being charged W ¢ Fund and its investors. For cxample,
according to the Fedsrated Kaufmunn Fund Statement of Additional Informativn dated,
December 31, 2004
ADMINISTRATOR
Federated Admimistrative Services (FAS), a subsidiary of
Fedcrated, pravides adminisirative personncl and services
(including ¢cerrtain legal and financial reporting services) necessary
to operate the Fund. FAS provides thece at the following annual

rate of {he: average ageregate daily net assets of all Federated funds
as specified below...

E LY

FAS also provides contain accounting and recordkecpiug services

with respect to the Fund's portfolio invesiments for a fec based on

Tund asscts plus out-of-pocker expenses. ‘

118.  The distribution contract for Federated Equity Tncoine Fund’s Distribution Plan,

which is similar to all dictribution plans made between the Dismbutor Defendant and (e
Federated Funds, states

The [12b-1) Plan ig also designed fa cover the cost of

administrative setvices perfmmed in ¢conncetion with the sale of

Shares, including, bul are not limited to, shareholder services,

recordkerping services and cducational services, as well as the
costs of implementing and operating the Plan.

119, As such, the sdminismrative fee is duplicative of, and overlaps with, the 12b-1

scrvice foos, The adminisiralive fee is elso duplicative of, and overlaps witli, the sharcholder
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service fee paid to the Transfer Agent Defendant, also an affiliate of the Investor Adviser
Defendants, which Defendants describe as a paymeunt for “scrvices to shareholdens W naintain
sharcholder accounte.” Federated Kazufimann Fund Prospectus, Dec. 31, 2004, The Funds and
their investors are sl charged transfer agency fees for maintaining shareholder accounts #nd
satisfying sharcholder requests. Finally, the Fuuds are also charged a redemptiun fee by the
Trahsfer Agent Defendant thal is used 1o pay for transfer agency fies, postage, pnnting,
tolephone and refated employment costs.

120,  Furthermore, Defendants impreperly failod to utilize flar fees for the
administrative fees. Thee is no ditference in the cost of hundling paper work for $1 million or
for'$10,000 in the samc investment. The cost of maintaining a shareholder's accnunl is thesame
for all sharcholders, regardless of 1he size of his or her sccount. Suppose the annual cost of
maintaining an account is $40 and that the mutual fund has 100,000 shareholders. If the fund has
$100,000,000 in assets (an average ol 81,000 per aceount), then the Federated administrative
expenses are 4.0% ol (und asscts, [f1otal asseis are $250,000,000 (an average account of
$2.,500), Lowever, then the administrative expense ratio is 1.6% because the expensce ratio falls as
fund assets rise. See David A. Latzko, Economies of Seala in Mutual Fund Administration,
Pean. St Thniv,, J. Fin. Res., Sept. 22, 1999. Accordingly, by charging a percentage fee baxed
upon the assets of the Funds, the Investiment Adviser Defendants receivi: a windfal] because the
resultant growth in the dollar amount of administrative foes they and/or their affitiates receive ix
nnt paying for any increase in services renclered to the Funds or their investors.

121, Through tese duplicative fees ag described above, the hivestment Adviser
Defundants and their affiliates charged the Funds and (heir investors exoessive fees that bors no

relationship 1o the services rendered.
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122.  The SEC has shown its concern regarding the faimess of administrative fees by
sending SO firms requests for documents concerning such fees in April 2005, Beangon Wileoz,
Bourid Caught Up in SEC Swagps on Fees, Brokerage, Boardiq.com, May 3, 2045,

hitp:/Awww. boardig.comsacnunt/2ref=/index, himi (on file with author).

"The Charging Of L.ower Ie¢s To Institutional Investurs
INustrates That The Fees At Issue Were Excessivg

123.  Fres that wers the result of anm’s-length negotiation with Federated’s instilutional
investors for the same services provided to Mederated’s individual retail investors were
significantly lower. The SFC recently noted its concern over the (ee discrepancies when
proposing » 1ule requiring further disclosure of directors’ rationale for approving ar renewing an
advisory contract. The proposal slale:s:

Recently, coneerns have been raised regarding the adequacy of

review of advisory contracts uni! management fees by fund boards.

In particutar, the level of fees charged by investment advisess to

mutual fund clients, especially in comparison w© thoxe charged by

the same udvisers to pension plans and other iustitutional clients,

has come under serutiny.
Disclosure Regardmg Appruoval of Investment Advisory Contraits by Dircctors of Investment
Cnmpaniey, Rclca.sc Nos. 33 §364, 34-49219, 1C-2G350, 2004 SEC LEXIS 298, at *& (Feb. 1 i,
2004).

124, A recent article in Business Week notes that retail snvestors in stock mutnai funds
pay management fees that can be lwo or more times what institutiona! clients pay for nearly
identical funds. The arlicly cites to a study that fourd that “the management fee levied by the
average retail stock fund was 0.56% of assets, vs, 0.28% for a sumilar institutional fund.” Aaron
Preseman, A Ray of Hnpe for Fee Fighters, Businecs Week Online, September 1, 2005,

125.  One of the reasons that institublunal fees arc lower than retall fecs is because

institutions, being more sophisticated. ar¢ unwilling to absord the vost of high rovenue sharing
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payments and demand performance. The difference in fees is clearly illustrated when companng
the fees charged in Federated retail mutual funds versus institutional mutual funds. For example,
Federated High Yield Trust and chemtc;:l Institutional High Yield Trust both provideal the same
portfolin ianagement by the same people, but were charged different fees, The Foderated High
Yield Trust retnil investors pay a 0.75% management fee o the Investment Adviser Defendaats,
In stark contrast, the Federated Institutional High Yield Bond Fund institutional investors pay 2
0.40% management fec to the Investment Adviser Defendants, Compere Federated High Yield
Trust Prospectus dated Apr. 30, 2004 with Federated Tnsttutional High Yield Bond Fund
Prospectis dated D, 31, 2004,

The Pees Charged To The Funds And Their lovestars Were
Lxcessive Relative To Similar Funds Offered In The Indggtrv

126, 'The most impurtant facior affecting the expense ratios of the Federaled Fundsis

the level of the fees at issue 0 this case. When examining the expense ratios of uther familics of
funds that provide the same types of funds as Federated, it is apparent that the Investment
Advizer Defendanls charged higher fees than other investmont advicers thar munage the same
ype-of portfolio. For example, the Federated Kautingnn Fund’s expense ratio of 1.95% is
significantly higher than that of comparable rivals. The average expense ratio for furis similar
to ttir Kaufmann Fund and sold through a broker is 1.59%. According to Morningstar: “Given
the fund’s $8 billion usset basc, there’s no reason for that exorbitant levy.” Greg Carlson, Dexpite
an Envialile Record, Federarsd Kawymann Has Given [nvestors Little Reason to Own {2,
Momingstar.com, Momingstar's Take: Federated Kaufmann K, Sept. 16, 2005,

http://quicktake murfingstar.com/Fund/Snapshot.axp? Country=USA&Symbol=K AUFX (on filc
with author).

127.  As Mosningstar further stated with respect 1o the Kaufmann Fund K shares:
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The price tzg for the K shares is 75 basis points higher thaa the
typical no~load mid-cap fund.

id
128,  Similarly, Federated Caplial Appreciation Fund has a 1.27% expecnse ratio for its

A shares. This ratio is roughly 10 Lasis points higher than its typical front-load, large-blend
peer. The average cxpense ratio for funds comparable to Federal Capital Appreciation Fund is
approxitaately 1.20%. 'I'he maximim frunt sales load for this Fund is 5.50% whercas the
avernge sales load for these types of funds is 5.06%. As Morningstar noted:

Gilmore's job is made even lougher, given the style consiraints, by

the Fund’s 1.27% expense ratio-—-a rich figure when stacked up

against consilerably cheaper index offerings ur exchange-troded
funds that offer similar exposure.

Korry O’Boyle, Investars Have Plenty of Reasons t0 Seek Their Core Large-cap kxposure
Elsewhere, Momingstar.com, Morningstar's Take: Federatcd Capital Appreciation A, Tuly 25,
2008, http:/1quickrake. momingslas.com/Tund/Snapehot.asp?Counts y~TJSA&Symbol=FEDEX
{on file with wuthor).

129, Federated Stock and Rond Fund also has an expense ratio that is sigmiticantly
tugher than thar of ils peers, That Fund has an expense atio of 1.29%, which is 7 bagis poinis
higher than the average expense rato of 1.22% for similar funds. As Moruingstar noted:

Were il rt for the cxcessive expenses, this would b a decent

choice for conservative or beginning investors looking for broad

cxposurs to stocks and bonds. However, uniil Federated sees fit to

rein in the fand’s costs, investors would do well 10 stay away.
Kerry Q'Rayle, Hligh Expenses Detract fram this Conservative Fund's Appeal, Marningstar.com,
Monmingstar's Take: Federated Stock & Bond A, Dec. 10, 2002,
hitpe/fquickiake. momingstar.com/Fund/Snapshut.asp? Country ~USA&Symbol=FSTBX (on fi¢

with guthor).
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130.  According to analyst reports by Mommngstar, Federated High-Income Bond Fund
4lso has 2 high sxpense rativ when compared to other funds in its Category;

The fund’s expenses of |.22% corypare unfavorably with the
tvpical front-load peer, which only charges 1.08%.

Kai Wiecking, Federated High-Income Rond Hus Some Merits, But Too Many Factors Dim Its
Overull Appeal, Momingstar.com, Moringstar’s Take: Federated Higlh-Income Bond A, Sept.
15, 2005, hup://quick ixke. momingstar.com/Fund/Snapshot.asp? Country~US A&Symbol-FHIIX,
(on file with author).
131,  Federated Fund for U.S. Government Securities is also exponsive compared to itx

peers: As an unalyst report by Morningstar noled:

One continuing drawhack herc remains the fund's 0.R(% expense

ratio. Granied, it has dcclined recently, but at this level the fund 15

a1 a disalvantage compared with cheaper aptions,
Andrew Gogenty, Federared Fund for U.S. Government Securities Is Off to a Good Start Under
Its New: Captuin, But Regulatory Issues Keep Us Away, Momingetar.com, Morningstar’s Take:
Federated Fund for U.S. Gov't Sec. A, Scpt. 13, 2004,
hitp:/“quickrake momingstar.com/Fund/Snapshot. aspCountry=US A& Symbol=FUSGX (ou file
with author).

THF. DIRECTOR DEFENDANTS BREACIIED THEIR
FIDUCIARY DUIIES TO FEDERATED FUNDS INVESTORS

132, Directors of investment companies are held to a higher standard and are mnre
akin o hauk directors than typical corporste: divectors, As noted by indusiry scholar, Tamar
Fraﬁkcl:

Bowd of dircetors of investment companies as 8 whoie, and these

boards, play a differen: rols than the role of boards of aperuling
companies and their independent members.. .,

EX 3 4
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When the day-to- day operations of the investment company ace in
the hands of an external adviser under contract, as it is in most
cages of the invesument companies’ complexes, the bowd
supervises (he adviscr. In this case, the boanl approves the
contrat provisions incjuding the adviscrs’ foos and, in addition to
gcneral supervicion, s entrusted with specific actions sperified in
federal law and with vera powcrs in rare cases.. ..

wER

Cours are particularly likely to find a breach of duty of care when
the operation of the company requires special atiention, as is the
casc of financial institutions Iik e hanks, investment companies ard
chantable trusis.

¥

The prudence standard should be that uf divectors of financial
institutions simular to investment banks, such as banks....

Tamar Frankel & A Taylor Schwing, 7he Regulailon of Muney Managers: Mutual Fusuis and
Advisers, § 9.04 The Role of the Board ond of the Independent Direciors and § 9.05 The
Dircctors Dty of Loyaliy und Care-Siate Laws (2d ed. 2001),

133.  Tedcrated Funds® public fitings state that the Federated Funds tuave boards of
Dircctors that are responsible: for the management and supervision of cach fund. In this regard,
the Statement of Additional Infonmation dated May 31, 2003 for funds offered by Federated
Asnerican Leaders Fund, Ine., which includes various classes of Federaied Amcrican Leaders
Fund, is typical of the Statements of Additional Infornmtion available for other Federated Fuuds,
Tt states that, “[tThe Board is responsiblr for managing the Fund’s business 1ffuiss and for
cxercising ali the Fund's pawers cxcopt those reserved for (he shareholders.”

133, Morcover, the most recent Form 10-X for Federated Investors, Inc. stated, with
respedt to the dutics of the Trustees and Directors vis-4-vis the funds” investment advisers, as
follows:

Eack of the funds enters into an advisory agreement thut is
subject to unnudal approvel by the fund directors or trustees,
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neluding a majority of the directors who are not “interested
persons” of the funds or Federated as defined under the Investinent
Company Act,

Federawed lnvestors, [ne., Annual Report (Form 10-K) (Mar. 4, 2005)
(ewzphasis added). The Directors of cach fund are thus responsihle fur the revicw and approval
of the advisory und fec agrecments between the Investment Adviser Defendants and the
Ferlersted Funds.

135, The same Statement of Additional Information for Federated American Leaders
Fund also sets forth in greater detail the pumporual pracess by which the investment advisers are
approved:

Ax required by the 1940 Act, the Fund's Board has reviewed the
Fund’s investment advisory vonwact, The Board's decision o
approve the contract teflects the exercise of its business judginent
on whether Lo vontinue the existing arangements. Dusing its
review 11" the contract, the Board considers many factors, among
the most material of which are: the Fund’s investment objectives
and long term performance; the Adviser’s management
philosophy, personnel, and processes, the preferences and
expectarions vl Fund sharcholders and their relutive sophistication,
The conliuuing state of competition in the mutual fund mdustry;
cotnparablce fees in the mutual fund industry; the renge and quality
of services provided 1o the Fund and its shareholders by the
Federated organization in addition to investrnent advisaory services:
and thee Fund’s relationship to the Federated furwds.

L] » »

The Board also conslders the compensation and benefs received
by the ddviser. Thiy includes fees reccived for services provided
to the Fund by ather entitics in the Federared orgenization and
reseurch services received by the Adviser from brokers that
exeowte fund trades, as well ns udvisory fees.

Federated American Leaders Fund, Statement of Additional Information, dated May 31, 2003
(emphasis added). The Director Defindants arc thus responsible for the review and approval of
the advisory and fee agreements between the Investmient Adviscr Defondants and the Federated
Fuuds.
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136. The SEC has made clear that it is the duty of the directors to carefully scrutinize
the wivisory and other fees to ensure that the economics of scale are being passed to investors as
fund assets grow so ihiat the increases in agvisory and other [ces are not & windfall to the
investment advasers and their affiliates:

If the fund or fand family is experiencing economics of scalg, fund
directors have an obligation to engure (hat fund sharcholders share
in (lie benefits of the reduced costs by, for cxample, requiring that
the adviger’s fees be lowered, breakpoints be included in the
adviser’s fees, or that the adviser provide ndditional services under
the advisory contract. If the fund or fund family is not
experienciug cconomics of scale, then the directors may scek to
determine fyomn the adviger how the adviser might operate more

cfficiently in erder to produce economics of scalé gs fund asseix
arow,

SEC, Division of Investment Management: Report on Mutual Fund Fees and) Fxpenscs, at Bl
{Dee. 2000), avarlable ar hip:/fwww.sec.govinews/studies/feestudy han,

137, However, as previously shown, the Director Defendants failed 10 implement any
breakpoints deepite ballooninyg asscts that weuld have allowed econumiies of scalc to be puseed to
investors. The Director Defendants also failed to decrease the fec percentage being charye] m
the Funds and their investors when renewing the Funds® contracts, which resulted in the
Defendants’ receipt uf excessive fecs.

138. For example, the Direvtur Defendants were aware that distribution fees were
betng usged to promote sale of fund shares, but that no econnies of scale were pagsed to the
Funds or their investors. Federated’s Equity Tncome Fund’s Distribution Plan states:

This plan is designed to finance activities of Federaled Securitics
Corp. (“FSC”) principaily intended to result in the sale of shares

Federated Equity Income Fund, Tuc. Prospectus and Statement of Addhitional Information dated
Jan. 31, 2004, According to the Plan, the Director Defendants received quartetly repuonls of “the

amounts expended upder the Plan and the purpose for which such expenditures were made,”
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Haweyer. the Director Defendants still contnued o authorize 12b-1 fees, regardless of the fact

that these fees did not benefit investors. Because (hey received mformation showing that the

doltar amount of fees was increasing williout a correaponding reduction in the advisory fee

pereentage or the expense ratio, they know or ghould have known that the increase in fund asscts

was nol producing coonomies of scale from which the Funds or their investors could benefit, 1§

the Dircetor Defendants had properly supervised and reviewed expenditures, the 12b-1 plans

would have been mnodified or ¢ancelled.

135,

In the case of the Kaufmann Fund, as noted by 3 FOrpes article, published on

Scptember 15, 2003:

149,

Indecd, once a fund reached a cerlain mass, the directors know thai
there is no discernable benefit from having the Fund became
bigger by drawing in more investors; in fact, they know the
opposite to he truc-once & fund becomes too large it loses the
abilily o trade in and out of positions without hurting it investors.

The lack of adcquate cere by the Director Defendants hias also been noted by

industry snalysts, such as Momingstar:

A single buaid of dircetors oversees all of the Fedeiated portfolios.
We (hink that’s an awful lot for one board to monitor and that it
undercuts its ability 1o effectively protect the interests of each
funds’ sharehoiders, Despite the common beard, however, there’s
a seeming lack of consistency in the pricing across the family’s
funds, with the high cests of the Kaufmmann fimds—Federated
Kaufinann and Federated Kaufmann Small Cap ~ being
particularly notable, Of course, we would like to see the board
takc a stronger stand in holding the firm’s top management
socoumable for the Tapses in judgment surrounding the trading
scandal,

Morningstar.com, Stewardship Grade: Federated High-Income Bond A, Dec, 21, 2005,

http:/quickrake momingstar. com/Fund/Snapshot,asp?Country=US A&Symbol~FHIIX (on file

with author).
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141, The Federated Kaufmann Fund was formed in 2001 by a 1erger of the Federsted
Fquity Mund and the Kaufmann Fund, At the time when they approved the newly formed
Federated Kaufinunn Fund’s fees, the Director Defendaits had intormation before ihem
indicating that similar Federated Funds had dramatically lower percentage fee structures than
what they were being asked to approve for the Federated Kaufmann Fund's fees, Morcuver,
because of the differcnce in fees, the expense ratio for the Federated Kaufmann Fund was, and
still is significantiy higher than that of similar tunds in the indusiry and the Federated family of
Funds. For example, Federated Mid Cap Growth is « comparable fund to the Kaufmann Fund,
hut its cxpense ratio at 1.21% is signilicaatly Jower than the Kaufmunn Fund expense ratio of
1.95%. Furthermore, the Federated Kaufmann expense: ratio of 1.95% was significantly higher
than the average ¢xpense ratios for Federated Funds, which was 1.42%. Se¢ Momingster.com,
Fedcrated Mutua!l Funds, BRest & Worst: Lowest Expenses, hitp:/guicktake. momningstar.com

JFundFamil v/RestWorst.a3p7Countrv=US A& Svinbul~10303 (1ast visited Jan. 17, 2006) (on filc

with author).

142, The discrepancy between the 1.42% charged on average 10 the resl of the mutual
funds, and the 1,93%. charged Kaulmann Fund was and js glaring und should have induced the
Director Defendants 1o insist on lower fees for the Kaufinann Fund. The Director Defendanis
failed o Jo 50. and the Federated Kaufmann Fund maintatned ite exorbitant 1.95% expenae rotio,
which still exists today. Theru is ho rationale for the Director Defendants to have maintained
this e structure and resulting expense ratio, other than that it existed at the time: the funds had
merged. By failing to take into avount the great discrepancy in fee percentages between the
Kaufmann Funit and the rest of the Federated Funds, the Divector Detendants failed prapesly to
perform their supervisory responsibilitics and breached their fiduciary duties to the Funds and

their investors.
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143.  The Director Defendants also failed to change the advisery foe structures to
incorporate breakpoints that would pass economies of seale to the Funds. Agreeing on amd
incarporating breakpoints in investmeni wlvisory contracts are a standard indlustry practice that
assures that the benefits of cconomics of scale are passed w the investors. However, the Director
Defendants blindly rencwed the existing Invesmment advisory coatracts and failed w implement
Ercakpoints or other means where they could assure that shareholders were not charged
excessive fees.

144, According to 2 former Federated cmployee who had contact with hoard mectings,
the board members were largely friends of defendant John F. Dunohue. IIc stated that many of
them virtually slept through the board meetings and never asked any significant questions af
management. Notwithstanding their fuiluve to carry out the responsibilities imposed on them by
their directorship, fhey nevertheless reccived a substantial compessation ﬁ-om the funds for:the
serving in that position, as aileged above.

145, Invvuth and in fact, the Federated Funds® Board of Ditectors, i.¢., the Director
Prfendants, was captive to and controlled hy the Investment Adviser Defendants, wli induced
the Director Defendants (v lreach their statutory and fiduciary doties  manage and supervise
the Federated Funds, approve all significant agreements and otherwisc take reasonable steps to
prevent the investment Adviser and Distributor Defendaats from deplering Fuderated Funds
assets. Inman y cases, key Federated Funds Directors were employees or former employees of
the Investment Adviser Defendans ur their affiliatcs, and were beholden for their positions, not
to Federated Funds investars but, rather, to these Defendants, whom they were supposed to
oversee. The Director Defendants were friends or ol classmatcs of executives of the Investment

Adviser Defondants, The Direcinr Defendants served for indefinite terins at the plcasure of the
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Investment Adviser Defendants charged with responsibility fur billions of dollars of Fund asseis
(much of which were compriaed of investors® college and rotirement savings).

146. To cnsure that the Direuior Defondants were compliant, the Investment Adviser
Defendants often scleciod key Fund Directors from (heit own ranks. For example, during the
Class Period, defendant John Donahue was 2 Chairman and Diregtor or Trustee charged with
overceeing all of the 44 investment companies (comprising 138 portfolios) that make up the
Federated fund complex. Additionally, John Ponahue scrved as Chairman and Director of
Federated Investors, Inc. during the Class Period and was previously 4 Trustee of FIM.
Similarly, during the Class Deriod, defendant Christopher Donahue was a Director ar Trustee of
all of the funds comprising the Fedeiated fund complex. Additionally, during the Class Penod,
Christopher Donabue served as Pnineipal Executive O[Ticer and President of the Federsiea! fund
vonriplex and as President, Chief Executive Officer and Director of Federated Investors, Inc.
Christopher Donzhue also served during the Class Period as Chaiuan and Trustes of FIM and
Chainnan and Dircetor of Global. Prior w0 the Class Meriod, Christopher Donahut seived as
Pregident and Chief Excoutive Officer of FAM and Global.

147.  In cxchange for ereating and managing the Federnted Funds, inclinding the
Federated Kaufmann Fund, Federated Bquity Income Fund, Federals«d Bond [Fund, Yederated
Capital Appreciation Fund, Federated American Leaders Fund and Federated Stock & Ruid
Tund, the investment Adviser Nefendants charged the Federated Finds 4 varicty of fees, each of
which was calcnlated as a pereentage of the Funds' average net asscts, Hence, the more money
invested in the Funds, the greater the fers paid to such Defendants. As discussed above, in
theory, the fees chargen (o fund investors are negotiated at arm’s-length between the fund board
and the investment management companies and must be approved by the indepriwlent members

of the board. However, as a result of the Director Defendanls’ unwillingness to challenge the
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desires of the Investmet Adviscr Detendants and the Directors’ failure to properly supervisc the
Investment Adviscrs and the management of the Funds, many millions of dollars in Federated
Funds assets were transferredd to the Investment Adviser Defendauis and their affiliates that were

of no benefil 11 Fund investors.

Defendants’ Wrongdoing Direcily Impacted PlaintiiTs and the Clasy

148. A mutuai fund company is very diffcrent from a traditional corpuation, in that a

mutual fund i3
[A] ‘inere shell,” a poal of assers consisting mostly of portiolio
securitics that belongs 10 the individual investors holding shares in
the fund. The managmnent of this asset pool is largely in the hands
of an investmenl adviscr, and independent entily which gencrally

nrganizes the fund and provides it with investment advice,
management services, and office space and stail...,

Moses v. Black, No. 78-1913, 1981 U.S. Diet. LEXIS 10870, a1 *8 {(S.D.N.Y. Feb. 3,‘ 1981)
{(zrnphasis added).

149.  Unlike in a waditional corporation, if those in churge of a mutual fund engage in
wronyfhl activitics negatively impacting the mutual ﬁmd, investors are directly irapacted because
a mutual fund is nothing more than a collection of the investors' mutey. When & cost is Imposed
on a waditiona! corporation, that cost impacts the NAV of the corporation, but it does nat
nescssarly impact the market price ol the corporation’s shares. Thus, there is no dircet impact
of those costs nn e sharcholder. In contrast, costs imposed on 2 mutu) fund directly reduce the
price at which the fund’s shares arc hought and sold, and do directly and inunediately impact
fund sharehaiders.

150.  Unlike a traditional corporation, mutual fund shares do not frade al a price setby a

public market. Rathet, they are bouglit from the fund and sold back w the fund at NAV of the

. fund per share, Open-end mutual funds such as the Federated Funds are required 1o issue
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“redeemable securities,” which are defined as ““any security . . . under the terms of which the
holder, upon its presentation to the issuer . . . is entitled . . . to receive approximately his
proportionate share of the issuer’s current net assets, or the cash equivalent thereof.” 15 U.S.C. §
802a-2(a)(32). The value of an investor’s mutual fund is determined by subtracting a fund’s
}1abilities from its assets to amrive at the fund’s NAV. The excessive fees and charges at issue
here immediately reduced the Funds® NAV per share, decreasing the amount at which each
shareholder is entitled to redeem his or her shares. This has a direct impact on shareholders.
151. Defendants’ own prospectuses, SAls, and annual and semi-annual reports
acknowledge that the cost of investing in 2 Fund is not limited to the initial price of purchasing
shares. That cost also includes additional fees and expenses subsequently imposed on the
investors in conpection with the service aspect of mutual fund investing. According to the May
31, 2003 Federated American Leaders Fund Prospectus, “The Fund has adopted a Rule 12b-1
Plan, which allows it to pay marketing fees to the Distributor and investment professionals for
the sale, distribution and customer servicing of the Fund's Class B and Class C Shares, Because

these Shares pay marketing fees on an ongoing basis, your investment cost may be higher over
time than other shares with different sales charges and marketing fees.”
152. The SEC has also acknowledged that the improper use of 12b-1 fees, directed
brokerage and revenue sharing harms fund shareholders directly, noting that:
Foregoing an opportunity to seek lower commission rates, to use
brokerage to pay custodial, transfer agency and other fund

expenses, or 10 obtain any available cash rebates, is 4 real and
meaningful cost to fund shareholders.

* * L4

We believe that the way brokerage has been used to pay for
distribution involves unmanageable conflicts of interest that may
harm funds and fund shareholders.
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Prohibition on the Use of Brokerage Commissions to Finance Distributions, SEC Release No.
1C-26356, 2004 SEC LEXIS 418, at *20-21 (Feb. 24, 2004) (emphasis added).

CLASS ACTION ALLEGATIONS

153. Plaintiffs assert (1) individually and on behalf of a class (the “Class™) of all
persons or entities who held one or more shares, units or like interests of Federated mutual funds
set forth in Exhibit A hereto (the “Federated Funds” or the “Funds™), during the period March §,
1999 to the present (the “Class Period"), claims under Section 36(a) of the Investment Company
Act; (2) claims under Section 36(b) of the ICA on behalf of the Federated mutual funds in which
plaintiffs are shareholders; (3) the Section 36(b) claims of all members of a Subclass consisting
of the security holders of the Federated mutual funds on behalf of the Federated mutual funds in
which they are security holders (the “Section 36(b) Subclass™); and (4) claims for unjust
enrichment and breaches of common law fiduciary duties, on behalf of a subclass (the “State
Law Subclass”) of all persons or entitics who acquired before March 8, 1999 and held during the
Class Period one or more Funds. The State Law Subclass excludes any and all claims involving
transactions that constitute a “purchase” within the meaning of the Securitics Litigation Uniform
Standards Act of 1998 (“SLUSA™), 15 U.S.C. § 78bb(¥), including any dividend reinvestments
during the Class Period.

154. The members of the Class and Subclasses are so numcrous that joinder of all
members is impracticable. While the exact number of Class and Subclass members is unknown
to Plaintiffs at this time and can only be ascertained through appropriate discovery, Plaintiffs
believe that there are many thousands of members in the proposed Class and Subclasses. Record
owners md other members of the Class and Subclasses may be identified from records

maintained by the Distributor Defendant, the Federated Funds and the Investment Adviscr
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Defendants and may be notified of the pendency of this action by mail, using the forﬁ of notice
simular to that customarily used in securities class actions.

155. Plaintiffs’ and the State Law Subclass Plaintiffs’ claims are typical of the claims
of the members of the Class and the Subclasses, as all members of the Class and Subclasses are
similarly affected by Defendants’ wrongful conduct in violation of federal and state law that is
complained of herein.

156.  Plaintiffs can bring claims regarding all the Funds listed in Exhibit A due to the
juridical links between the Funds as well as the fact that the Funds are essentially alter egos of
one another acting as one unitary organization, and because the claims alleged herein arise from
a common course of conduct by Defendants affecting all class members and Funds in a similar
manner.

157.  Plaintiffs have retained counsel competent and experienced in class and securities
litigation.

158. Common questions of law and fact exist as to all members of the Class and
Subclasses, respectively, and predominate over any questions solely affecting individual
members of those Class and Subclasses. Among the questions of law and fact common to the
Class and Subclasses respectively, are:

() whether Defendants violated the ICA;

(b) whether Investment Adviser and Distributor Defendants charged excessive
fees and made excessive and improper payments from Fund and investor assets as alleged in this
complaint;

(©) whether the Funds cbnstitute one unitary organization and function in

substance as one investment company;
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(d)  whether Defendants breached their common law fiduciary duties to the
State Law Subclass Plaintiff and members of the State Law Subclass; and

{¢)  towhat extent the members of the Class and Subclasses have sustained
damages and the proper measure of damages.

159. A class action is superior to all other available methods for the fair and efficient
adjudication of this controversy since joinder of all members is impracticable. Furthermore, as
the damages suffered by individual Class and Subclass members may be relatively smalil, the
expense and burden of individual litigation make it virtually impossible for members of the Class
and Subclasses to individually redress the wrongs done to them. There will be no difficulty in
the management of this action as a class action. |

COUNTI
AGAINST THE INVESTMENT ADVISER DEFENDANTS,
DISTRIBUTOR DEFENDANT AND DIRECTOR DEFENDANTS PURSUANT TO

SECTION 36(a) OF THE INVESTMENT COMPANY
ACT ON BEHALF OF PLAINTIFFS AND THE CLASS

160.  Plaintiffs repeat and reallege each and every allegation contained above as if fully
set forth hercin.

161.  This Count is brought by Plaintiffs and the other members of the Class against the
Investment Adviser Defendants, the Distributor Defendant and the Director Defendants for
breach of their fiduciary duties as defined by Section 36(a) of the ICA.

162. Eachofthe Defchdams had 2 fiduciary duty to Plaintiffs and the other members
of the Class.

163.  The Investment Adviser Defendants, the Distributor Defendant and the Director
Defendants violated Section 36(a) by improperly charging investors in the Federated Funds

excessive advisory, Ruje 12b-1 and other fees, and by drawing on the assets of Federated Funds
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investors to make payments of Soft Dollars and excessive commissions, as defined herein, in
violation of Rule 12b-1 and their fiduciary duties.

164.  As a direct, proximate and foreseeable result of these breaches of fiduciary duties,
in their roles as principal investment advisers, underwriter,and Directors, respectively, to
Federated Funds investors, Plaintiffs and the Class have incurred millions of dollars in damages.
Plaintiffs and the other members of the Class were injured as holders of the Funds.

165, Plaintiffs in this count seek to enjoin Defendants from engaging in such practices
in the future as well as recover improper Rule 12b-1 fees, Soft Doilars, excessive commissions
and excessive advisory and other fees charged and/or approved by the Investment Adviser
Defendants, Distributor Defendant and the Director Defendants.

COUNT I1
AGAINST THE DISTRIBUTOR DEFENDANT, TRANSFER AGENT DEFENDANT
AND INVESTMENT ADVISER DEFENDANTS PURSUANT
TO SECTION 36(b) OF THE INVESTMENT COMPANY ACT ON

BEHALF OF PLAINTIFFS AND THE SECTION 36(b) SUBCLASS FOR THE BENEFIT
OF THE FEDERATED FUNDS

166.  Plaintiffs repeat and reallege each and every allegation contained above as if fully
set forth herein.

167.  This Count is brought by Plaintiffs individually and as representatives of the
Section 36(b) Subclass against the Distributor and Investment Adviser Defendants, and the
Transfer Agent Defendant for breach of their fiduciary duties in respect of compensation as
defined by Section 36(b) of the JCA.

168. The Defendants in this Count each had a fiduciary duty to the Federated Funds
and their investors with respect to the receipt of compensation for services and payments of a

material nature made by and to such Defendants.
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169.  As alleged above, the fces received by the Distributor, Investment Adviser and
Transfer Agent Defendants were excessive, in that they were so disproportionately large that
they bore no reasonable relationship to the services rendered and would not have been negotiated
in an arm’s- length relationship.

170. By reason of the conduct described above, the Distributor, Investment Adviser
Defendant and Transfer Agent Defendants violated Section 36(b) of the ICA. As 2 direct,
proximate and foresceable result of these Defendants’ breaches of fiduciary duties in their roles
as principal underwriter, investment advisers, and transfer agent, respectively, to the Fedcrated
Funds and their investors, the Federated Funds and their investors have sustainced many millions
of dollars in damages.

171, Plaintiffs, in this count, seck to recover the excessive advisory, Rule 12b-1,
service, administrative and other fees charged the Federated Funds and their investors by
Defendants and their affiliates,

COUNT 11
AGAINST FEDERATED INVESTORS, INC. (AS CONTROL PERSON OF THE
INVESTMENT ADVISER DEFENDANTS, DISTRIBUTOR DEFENDANT AND
TRANSFER AGENT DEFENDANT) FOR VIOLATION OF SECTION 48(a) OF THE

INVESTMENT COMPANY ON BEHALF OF PLAINTIFFS AND THE CLASS AND
THE SECTION 36(b) SUBCLASS

172.  Plaintiffs repeat and reallege each and cvery allegation contained abbve as if fully
set forth herein.

173.  This Count is brought pursuant to Section 48(a) of the ICA against Federated
Investors, Inc. for the procurement of the acts by the Investment Adviser Defendants, Distributor

Defendant and Transfer Agent Defendant, as alleged herein.
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174.  The Investrnent Adviser Defendants, Distributor Defendant and Transfer Agent
Defendant are liable under Sections 36(a) and/or 36(b) of the ICA to the Federated Funds and
their investors as set forth herein.

175. Federated Investors, Inc. directly and indirectly caused the Investment Adviser
Defendants, Distributor Defendant and Transfer Agent Defendant to engage in the violations of
the ICA alleged herein.

176.  Pursuant to Section 48(a) of the Investment Company Act, by reason of the
foregoing, Federated Investors, Inc. is liable to Plaintiffs to tﬁe same cxtent as are the Investment
Adviser Defendants, Distributor Defendant and Transfer Agent Defendant for their primary
violations of Sections 36(a) and/or Section 36(b) of the ICA,

177. By virtue of the foregoing, Plaintiffs and other Class and Section 36(b) subclass

members are entitled to damages against Federated Investors, Inc.

COUNT IV

BREACH OF FIDUCIARY DUTY AGAINST THE
INVESTMENT ADVISER AND DISTIBUTOR DEFENDANTS ON BEHALF OF THE
STATE LAW SUBCLASS PLAINTIFF AND THE STATE LAW SUBCLASS

178.  The State Law Subclass Plaintiff repeats and realleges each of the preceding
allegations as though fully set forth herein, except that, for purposes of this Count, such Plaintiff
expressly excludes and disclaims any allegation that could be construed as alleging fraud or
deception.

179.  As advisers and underwriter to the Fedcrated Funds, the Investment Adviser
Defendants and Distributor Defendant,n respectively, were fiduciaries to the State Law Subclass
Plaintiff and State Law Subclass and were required to act with the highest obligations of good

faith, loyalty, fair dealing, due care and candor.
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180. As set forth above, the Investment Adviser Defendants énd Distributor Defendant
breached their ﬁduciax;y duties to the State Law Subclass Plaintiff and State Law Subclass.

181.  The State Law Subclass Plaintiff and members of the State Law Subclass have
been specially injured as a direct, proximate and foreseeable result of such breach on the part of
the Investment Adviser Defendants and Distributor Defendant and have suffered substantial
damages. |

COUNT V

BREACH OF FIDUCIARY DUTY AGAINST THE
DIRECTOR DEFENDANTS ON BEHALF OF THE STATE LAW SUBCLASS

182. State Law Subclass Plaintiff repeats and realleges each of the preceding
allegations as though fully set forth herein, except that, for purposes of this Count, such Plaintiff
expressly excludes and disclaims any allegation that could be construed as aileging fraud or
deception.

183. As directors of the Federated Funds, the Director Defendants had a fiduciary duty
to the Federated Funds and Federated Funds investors to supervise and monitor the Investment
Adviser Defendants and the other Defendants® conduct with respect to the Funds and their
investors, and to supervise and monitor the activities of the Funds.

184. The Director Defendants also had a duty to not allow the other Defendants to
enter into contracts that would be to the detriment of the Funds.

185. The Director Defendants breached their fiduciary duties by reason of the acts
alleged herein, including thei-r failure to prevent the Investment Adviser and Distributor
Defendants from: (1) charging excessive Rule 12b-1 marketing fees and excessive advisory fees;
(2) causing the Funds and their investors to make payments of Soft Dollars that did not benefit

the Funds; (3) making use of “directed brokerage” as a marketing tool in violation of faw and
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without any benefit to the Funds or their investors from this use of Fund asscts; and (4) utilizing
fund assets to make excessive and improper commission payments to broKers. |
186. The State Law Subclass Plaintiff and members of the State Law Subclass have
been specially injured as a direct, proximate and foreseeable result of such breaches on the part
of the Director Defendants and have suffered substantial damages.
COUNT VI
UNJUST ENRICHMENT AGAINST THE INVESTMENT ADVISER, DISTRIBUTOR

AND DIRECTOR DEFENDANTS ON BEHALF OF THE STATE LAW SUBCILASS
PLAINTIER

187.  State Law Subclass Plainti{f repeats and realleges each of the preceding
allegations as though fully set forth herein, except that, for purposes of this Count, such Plaintiff
expressly exciodes and disclaims any allegation that could be construed as alleging fraud or
deception.

188,  Asdescribed above, the State Law Subclass Plaintiff and other members of the
State Law Subclass conferred benefits on the Investment Adviser, Distributor and Director
Defendants by paying excessive fees and compensation to them.

189.  As described above, the Investment Adviser, Distributor and Director Defendants
realized the benefits the State Law Subclass Plaintiff and other members of the State Law
Subclass conferred on them by receiving the excessive fces and compensation paid to them.

190. As fiescribed above, the Investment Adviser, Distributor and Director Defcndants
accepted and retained the benefits the State Law Subclass Plaintiff and other members of the
State Law Subclass conferred on them under circumstances in which it would be inequitable for
the Invesiment Adviser, Distributor and Director Defendants to retain them without payment of

value,
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PRAYER FOR RELIEF

WHEREFORE, Plaintiffs pray for relief and judgment, as follows:

(1) Determining that this action is a proper class action and certifying Plaintiffs and
the Subclass Plaintiff as Class and Subclass representatives as appropriate and Plaintiffs’ counsel
as Class Counsel pursuant to Rule 23 of the Federal Rules of Civil Procedure;

2) Awarding compensatory damages in favor of Plaintiffs, the Class and the
Subclasses and the Federated Funds (on the claims under Section 36(b) of the ICA), against all
Defendants, jointly and severally, for all damages sustained as a result of Defendants’
wrongdoing, in an amount to be proven at trial, including interest thereon;

3) Ordeﬁng an accounting of all Federated Fund related fees, commissions, and Soft
Dollar payments;

4) Awarding such other and further relief, including any extraordinary equitable
and/or injunctive relief, as this Court may deem just and proper;

(5) Awarding Plaintiffs their reasonable costs and expenses incurred in this action,
including counsel fees and expert fees, and such other and further relief as the Court may deem
Jjust and proper.

JURY TRIAL DEMANDED

Plaintiffs hereby demand a trial by jury.

Dated: January 17, 2006
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LAW OFFICE OF ALFRED G.
YATES, JR., P.C.

By: /s/ Gerald L. Rutledge
Alfred G. Yates, Jr. (Pa. Id. No. 17419)
Gerald L. Rutledge (Pa. Id. No. 62027)
429 Forbes Avenue
519 Allegheny Building
Pittsburgh, Pennsylvania 15219
(412) 391-5164 ‘

Liaison Counsel for Plaintiffs

MILBERG WEISS BERSHAD &
SCHULMANLLP

Steven G. Schulman

Jerome M. Congress

Janine L. Pollack

Michael Reese

Kim E. Miller

One Pennsylvania Plaza

New York, New York 10119-0165
(212) 594-5300

Lead Counsel for Plaintiffs and the Class

LAW OFFICES OF CHARLES J. PIVEN, P.A.
Charles J. Piven

Marshall N. Perkins

The World Trade Center — Baltimore

Suite 2525

401 East Pratt Street

Baltimore, Maryland 21202

(410) 332-0030

SCHIFFRIN & BARROWAY, LLP
Richard A. Maniskas

280 King of Prussia Road

Radnor, Pennsylvania 19087

(610) 667-7706

Counsel for Plaintiffs and the Class
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