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defendant on October 14 2010

Sincerely

Eric Palmquist

cc Edward Macdonald Esq

Colleen Pernerewski Esq

III 11111 JIM if JIM 11111 11111 IIIIII

10000638

THE HARTFORD

3199044_i



AO 440 Rev 12/09 Summons in Cjvj Action

UNITED STATES DISTRICT COURT
for the

District of Delaware

Jill Southworth as Trustee of the Jill Southworth

Revocable Trust etal

Plaint jff

CivilActionNo 10876
Hartford Investment Financial Services LLC

efrndan

SUMMONS EN CiVIL ACTiON

To Defendanisnameandaddres.c Hartford Investment Financial Services LLC

do Corporation Service Company
2711 Centerville Road Suite 400

Wilmington DE 19806

lawsuit has been filed against you

Within 21 days after service of this summons on you not counting the day you received ii7 or 60 days if you

are the United States or United States agency or an officer or employee of the United States described in Fed Civ

12 a2 or you must serve on the plaintiff an answer to the attached complaint or motion under Rule 12 of

the Federal Rules of Civil Procedure The answer or motion must be served on the plaintiff or plaintiiVs attorney

whose name and address are Carmella Keener Esquire

Rosenthal Monhait Goddess P.A

919 Market Street Suite 1401

Wilmington DE 19801

If you fil to respond judgment by default will be entered against you for the relief demanded in the complaint

You also must file your answer or motion with the court

CLERK OF COURT

Date _____ P%4

Signaure of Crk or tepury Clerk



AO 440 Rev 12/09 Sumnions in Civil Action Page

Civil Action No

PROOF OF SERVICE

This section should not be filed with the court unless required by Fed Civ

This summons for name of individual and title

was received by me on date

personally served the summons on the individual at place

on dare or

the summons at the individuals residence or usual place of abode with name

person of suitable age and discretion who resides there

on date and mailed copy to the individuals last known address or

served the summons on name of individual who is

designated by law to accept service of process on behalf of name of organization

On date or

01 returned the summons unexecuted because or

Otherspcc

My fees are for travel and for services for total of 0.00

declare under penalty of perjury that this information is true

Date
_________________- ____________________________________

Servers signature

Printed name and title

Servers address

Additional information regarding attempted service etc



Case 110-cv-00878-UNA Document Filed 10/14/10 Page of

AO 85 Rev 01/09 Notice Consent and Reference of Civil Action to Magistrate Judge

UNITED STATES DISTRIECT COURT
for the

District of Delaware

Plain1ff

Defendant

Civil Action No

NOTICE CONSENT AND REFERENCE OF CIVIL ACTION TO MAGISTRATE JUDGE

Notice of magistrate judges availability United States magistrate judge of this court is available to conduct all

proceedings in this civil action including jury or nonjury trial and to order the entry of final judgment The judgment may

then be appealed directly to the United States court of appeals like any other judgment of this court magistrate judge may
exercise this authority only if all pahies voluntarily consent

You may consent to have your case referred to magistratejudge or you may withhold your consent without adverse

substantive consequences The name of any party withholding consent will not be revealed to any judge who may otherwise

be involved with your case

Consent to magistrate judges authority The following parties consent to have United States magistrate judge

conduct all proceedings in this case including trial the entry of final judgment and all posttrial proceedings

Parties printed names Signatures ofparties or attorneys Dates

Reference Order

iT IS ORDERED This case is referred to United States magistrate judge to conduct all proceedings and

order the entry of final judgment in accordance with 28 U.S.C 636c and Fed Civ P.73

Date

District Judge signature

Printed name and title

Note Return this form to the clerk of court only if you are consenting to the exerdse ofjurisdiction by United States

magistrate judge Do not return this form to judge



Case 10-cv-00878-UNA Document Filed 10/14/10 Page of

AO 85A Rev 01109 Notice Consent and Reference of
Dispositive

Motion to Magistrate Judge

UNITED STATES DISTRICT COURT
for the

District of Delaware

NOTICE CONSENT AND REFERENCE OF DISPOSITIVE MOTION TO MAGISTRATE JUDGE

Notice of magistrate judges availability United States magistrate judge of this court is available to conduct

all proceedings and enter final order dispositive of each motion magistrate judge may exercise this authority only if

all parties voluntarily consent

You may consent to have motions referred to magistrate judge or you may withhold your consent without

adverse substantive consequences The name of any party withholding consent will not be revealed to any judge who

may otherwise be involved with your case

Consent to magistrate judges consideration of dispositive motion The following parties consent to have

United States magistrate judge conduct any and all proceedings and enter final order as to each motion identified below

identt5i each motion by document number and tide

Motions

Parties printed names Signatures ofparties or attorneys

Reference Order

Dates

IT IS ORDERED The motions are referred to United States magistrate judge to conduct all proceedings and

enter final order on the motions identified above in accordance with 28 U.S.C 636c

Date

District Judge signature

Printed name and title

Note Return this form to the clerk of court only if you are consenting to the exercise ofjurisdiction by United States

magistrate judge Do not return this form to judge

Plaint 1f

Defendant

Civil Action No



JS 44 Rev 12107 CIVIL COVER SHEET
The iS 44 Civil cover sheet and the information contained herein neither

replace nor supplement the filing and service ofpleadings or other
papers

as reqtired bylaw except as provided

by local rules of court This form approved by the Judicial Conference of the United States in September 1974 is required for the use ofthe Clerk ofCourt for the purpose of initiating

the civil docket sheet SEE INSTRUCTIONS ON THE REVERSE OF THE FORM

PLAINTIFFS DEFENDANTS

Jill Southworth as Trustee of the Jill Southworth Revocable Trust et al Hartford Investment Financial Services LLC

County of Residence of First Listed Plaintiff Polk County of Residence of First Listed Defendant

EXCEPT IN U.S PLAINTIFF CASES IN U.S PLAINTIFF CASES ONLY

NOTE IN LAND CONDEMNATION CASES USE THE LOCATION OF ThE

LAND INVOLVED

Attorneys Firm Name Address and Telephone Number Attomeys If Known

Rosenthal Monhait Goddess PA 919 Market Street Suite 1401
Wilmineiton IDE 19B01 302 656-4433

II BASIS OF JURISDICTION Place an in One Box Only III CITIZENSHIP OF PRINCIPAL PARTIESPlace an in One Box for Plaintiff

For Diversity Cases Only and One Box for Defendant

U.S Government Federal Question PTF DEE PTF DEF
Plaintiff U.S Goverrunent Not Party Citizen ofThis State Incorporated or Principal Place

ofBusiness In This State
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Citizen or Subject ofa Foreign
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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF DELAWARE

JILL SOUTHWORTH as TRUSTEE
of the JILL SOUTHWORTH
REVOCABLE TRUST et al

P1aintiff

Case Number
________

HARTFORD INVESTMENT Demand for Jury Trial

FINANCIAL SERVICES LLC

Defendant_______I
COMPLAINT

Plaintiff Jill Southworth as Trustee of the Jill Southworth Revocable Trust

Plaintiff brings this action on behalf of and for the benefit of the Hartford Capital

Appreciation Fund the Hartford Dividend Growth Fund the Hartford Income Fund the

Hartford Midcap Fund the Hartford Short Duration Fund and the Hartford Total Return Bond

Fund collectively the Hartford Funds and sues Hartford Investment Financial Services LLC

Defendant or HIFSCO an indirect wholly owned subsidiary of Hartford Financial Services

Group Inc HIG company having shares listed on the New York Stock Exchange

OVERVIEW

The Plaintiff seeks to rescind the investment management agreements and distribution

plans between Defendant and the Hartford Funds and to recover the total fees charged by

Defendant thereunder or alternatively to recover any improper compensation received by

Defendant in breach of its statutory fiduciary duty under Section 6b of the investment

Company Act of 1940 ICAas amended 15 U.S.C SOa-35b hereinafter Section 36b

or 36b The conduct complained of herein is continuing in nature and Plaintiff seeks



recovery from the earliest possible period allowed by the applicable statute of limitations through

the date of final judgment after trial Plaintiff alleges

JURISDICTION AND VENUE

This Court has subject matter jurisdiction pursuant to IS U.S.C 80a-43 15

U.S.C 80a-35b5 and 28 U.S.C 1331

Venue is proper in this judicial district pursuant to 15 U.S.C 80a-43 and 28

U.S.C 87 as the Defendant inhabits or transacts business in this district substantial part of

the events or omissions that give rise to Plaintiffs claims occurred in this district and Defendant

may be found in this district

No pre-suit demand on the Board of Directors of the Hartford Mutual Funds Inc

the Board overseeing the Hartford Funds is required as the demand requirement of Rule 23.1 of

the Federal Rules of Civil Procedure does not apply to actions or counts brought under 36b Of

the ICA Daily Income Fund Inc Fox 464 U.S 523 1984

All conditions precedent have been performed or have been satisfied or waived

NATURJ3 OF THE ACTION

This action is derivative action brought by the Plaintiff for the benefit of and on

behalf of the Hartford Funds pursuant to ICA 36b

The Hartford Mutual Funds Inc hereinafter HMF is an open-end

management investment company registered under the ICA 15 U.S.C 80a-1 et seq

comprised of various mutual funds including the Hartford Funds each of which is separate

investment portfolio or mutual fund

The Plaintiff who owns shares of each of the Hartford Funds described herein

alleges that the investment management fees charged to each of the Hartford Funds by HIFSCO

the Funds investment manager breach HIFSCOs fiduciary duty to the Funds with respect to



such compensation in violation of 36b as demonstrated by inter alia the nature and

quality of services provided to the Hartford Funds and their shareholders in exchange for the

investment management fees including the fact that Defendant subcontracts out the critical mass

of management services at fraction of the actual investment management fees charged to the

Funds the failure of the Hartford Funds Board of Directors to exercise the requisite level of

care and conscientiousness in approving the investment management agreements the failure

of Defendant to provide the Hartford Funds Board of Directors with all information reasonably

necessary to evaluate the terms of the investment management agreements with respect to each

of the Funds the level of the fees as compared to those charged by Defendant or its affiliates

to institutional accounts including non-mutual fund customers the fees other mutual fund

advisers charge for similar services to similar mutual funds the failure of Defendant to

adequately pass economies-of-scale savings on to the Funds and their shareholders and the

retention of those economies-of-Scale savings by Defendant and Defendants costs and high

profitability associated with providing investment management services to the Hartford Funds

The Plaintiff further alleges that HIFSCO received Rule 2b- Distribution Fees

2b- fees from the Funds and breached its fiduciary duty to the Funds with respect to such

compensation as demonstrated by inter alia the fact the l2b-l fees have produced few if

any benefits in the form of economies-of-scale benefits or otherwise for the Hartford Funds

but rather have been used by Defendant to generate additional investment management fee

revenue for itself the nature and quality of the services provided in exchange for the 2b-

fees and Defendants failure to provide the Hartford Funds Board of Directors with all

information reasonably necessary to evaluate the Rule 2b- Distribution Plans and 2b- fees

paid pursuant thereto



The allegations in this Complaint are predicated on publicly available

information including information contained in the public filings with the Securities and

Exchange Commission of Hartford Mutual Funds Inc and on information and belief after

reasonable investigation

III PARTIES

10 Plaintiff Jill Southworth owns shares in each of the Hartford Funds as Trustee

of the Jill Southworth Revocable Trust

11 Defendant HIFSCO is the investment manager for each of the Hartford Funds

Defendant HIFSCO is registered as an investment adviser under the Investment Advisers Act of

1940 the Investment Advisers Act HMF on behalf of each of the Funds has entered into an

Investment Management Agreement with HIFSCO The Investment Management Agreement

provides that HIFSCO subject to the supervision and approval of HMFs Board of Directors

shall provide investment advice and recommendations to each fund supervise

continuously the investment program of each fund and determine what securities should be

bought and sold by each fund arrange
for the purchase and sale of investments for each fund

and provide economic and statistical data and/or other information as HIFSCO shall deem

appropriate or as shall be requested by the Board of Directors Since 1997 HIFSCO has

continuously been the primary investment adviser to the Hartford Funds and/or their

predecessors pursuant to an Investment Management Agreement See Composite Exhibit

comprised of the March 1997 Investment Management Agreement as amended in pertinent

part on December 31 1997 October 31 2002 and November 2008 as well as the November

2009 Investment Management Agreement See also Composite Exhibit comprised of the

February 2008 Expense Limitation Agreement as amended and restated on November

2008 November 2009 and May 28 2010 HIFSCO is an affiliate of Hartford Financial



Services Group inc HIG together with its subsidiaries the Hartford or Company an

insurance and financial services company having shares listed on the New York Stock

Exchange.2 H1G through its wholly-owned subsidiaries provides variety of investment

management administrative and operational services for large number of investment

companies or mutual funds the Hartford Funds Complex and managed accounts including

HIGs indirect wholly owned subsidiary HIFSCO

12 Defendant HIFSCO is also registered broker-dealer and serves as the Hartford

Funds principal underwriter and distributor HIFSCO receives distribution or 2b- fees

from each of the Hartford Funds pursuant to Rule 2b- Distribution Plans adopted by HMF on

behalf of the Funds See Exhibit the August 2006 HMF Amended and Restated Distribution

Plan

13 Defendant as the underwriter distributor adviser and control person of the

Harford Funds received compensation from the funds for providing investment management and

other services to them As such Defendant owes fiduciary and other duties to the Plaintiff and

all shareholders of each of the funds

IV THE PURPOSE OF SECTION 36b

14 Section 36b imposes fiduciary duty on mutual fund investment managers and

their affiliates with
respect to the receipt of compensation Congress recognized as early as

1935 that because typical fund is organized by its investment advisor which provides

it with almost all management services and because its shares are bought by investors who rely

on that service mutual fund cannot as practical matter sever its relationship with the

Plaintiffs refer to RIG together with its subsidiaries and/or affiliates that perform variety of investment

management administrative and operational services to mutual funds and managed accounts collectively as

Hartford or the Company which is also how Hartford refers to itself in its public filings

The New York Stock Exchange ticker symbol for Hartford Financial Services Group Inc is HIG



advisor Rep No 91-184 1969 Therefore the forces of arms-length bargaining do

not work in the mutual fund industry in the same manner as they do in other sectors of the

American economy Id As result in 1940 Congress enacted the ICA recognizing that

The national public interest and the interest of investors are adversely affected

when investment companies are organized operated managed in the

interest of investment advisers rather than in the interest of

or when the investment companies are not subjected to adequate

independent scrutiny

ICA lb2 15 U.S.C 80a-lbl994 Accordingly the ICA was designed to regulate and

curb abuses inherent in the structure of mutual fund industry Jones Harris Associates

L.P 130 S.Ct 1418 1422 2010 quoting Daily Income Fund Inc Fox 464 U.S 523 536

1984 and to create standards of care applicable to investment advisers and their affiliates

such as Defendant

15 The Hartford Funds Complex like almost all other mutual fund complexes

operates under single structure consisting of group of related investment companies the

mutual funds themselves that are owned by their shareholders and governed by Board of

Directors However the mutual funds themselves are basically corporate shells in that they have

few or no employees Instead the mutual funds contract for all of the services they need

including distribution of their securities custodianship of their assets auditing servicing

shareholder accounts portfolio management and day-to-day administration all of which are

provided by or arranged for by Defendant and its affiliates For this very reason the

relationship between investment advisers and mutual funds is fraught with potential conflicts of

interest Burks Lasksr 441 U.S 471 481 1979 and potentially incestuous Gartenberg

Merrill Lynch Asset Management Inc 694 F.2d 923 929 2d Cir 1982

16 Each of the services provided by Hartford through its various affiliates is the

subject of
separate contracts each of which gives rise to separate fee paid by the Funds See



e.g Exhibit the February 2007 Master Custodian Contract Composite Exhibit the

February 2006 Transfer Agency and Service Agreement as amended on November 2006

December 15 2006 November 2007 November 2008 November 2009 and November

2009 Composite Exhibit the Transfer Agency Fee Waiver Agreement dated February

2008 October 2009 and May 28 2010 Composite Exhibit the July 22 1996 Principal

Underwriting Agreement as amended effective July 22 1997 and as assigned effective

November 1998 Composite Exhibit the January 2000 Fund Accounting Agreement as

amended on July 23 2001 October 31 2002 August 25 2003 September 27 2005 May 31

2007 November 30 2007 January 2008 March 2008 October 31 2008 and May 28

2010 and Exhibit the May 2004 Share Purchase Agreement

17 Plaintiff does not complain of the myriad other fees charged by Hartford to the

Hartford Funds other than the investhient management and 2b- fees charged by H1FSCO

18 Under the terms of the Investment Management Agreement Defendant HIFSCO

provides two categories of services investment management services and administrative

services See Composite Exhibit i.3 Various other services which investment managers

typically provide Custodian Transfer Agency and Service Underwriting and Accounting

are not provided by HIFSCO Instead the Funds contract directly with other entities See supra

Exhibit 4-9 To the extent they are included in the Management Agreement on information and

belief the administrative type services included are very small percentage of the expenses

incurred under the agreement as transfer agency costs are typically by far the largest component

of administrative costs but are provided to the Hartford Funds pursuant to separate contract

with Hartford Administrative Services Company HASCO wholly owned subsidiary of

Although the Investment Management Agreement purports to include administrative services it bears noting that

the Funds Annual Reports include separate line item for administrative services fees paid by the Funds



HIG See supra Exhibit HASCOs services include communications with each Hartford

Funds shareholders as well as the preparation and distribution of reports proxies notices

confirmation of transactions prospectuses and tax information In the aggregate various

miscellaneous administrative items aside from the transfer agency cost do not account for more

than three basis points of the average mutual funds advisory fee See John Freeman Stewart

Brown and Steve Pomerantz Mutual Fund Advisory Fees New Evidence and Fair

Fiduciary Test 61 OkIa Rev 83 113 2008 attached as Exhibit 10

19 As discussed below the fees charged to each of the Hartford Funds by HIFSCO

for the investment management services breach HIFSCOs fiduciary duty to the Funds with

respect to such compensation especially in light of the fact that HIFSCO has delegated virtually

all of its duties to subcontractors at fraction of HIFSCOs fee and when compared to the fees

charged by Hartford to institutional accounts that bargain at arms length Likewise the 12b-1

fees charged to the Hartford Funds breach HIFSCOs fiduciary duty to the Funds with respect to

such compensation because those fees inure few if any benefits to the Funds and their

shareholders but rather serve as means by which Defendant can extract additional

management compensation and because those fees were not approved in accordance with

applicable statutory and/or regulatory requirements

20 Defendants or its affiliates purpose in starting maintaining and servicing

mutual funds is to make profit on the management administrative and shareholder services

sold to the Funds for fee income to the service-providers

21 When Hartford starts new mutual fund it not only contracts to provide all the

services the funds need but also nominates and elects the members of the funds Board



including all independent Board members4 which consists of the same people that serve on

the boards of all of the funds in the Hartford Funds Complex

22 The Hartford Funds are governed by Board of Directors.5 These same

individuals including all independent board members simultaneously serve on the Boards and

oversee approximately 88 portfolios consisting of 93 mutual funds in the Hartford Funds

Complex

23 The Board members are compensated for their services with fee that consists of

an annual retainer component and meeting fee component as well as retirement benefits For

the fiscal year ending October 31 2009 according to publicly available information the Board

members for the funds in the Hartford Funds Complex received total compensation in the

following amounts

Lynn Birdsong $190000

Dr Robert Gavin $266500

Duane Hill $170000

Sandra Jaffee $164500

William Johnston $196500

Phillip Peterson $196500

Lemma Senbet $159000

Lowndes Smith6 $189000

24 While mutual fund boards are supposed to be the watchdogs for the

shareholders of the funds two noteworthy industry insiders have commented on the general

failure of mutual fund boards to fulfill their responsibilities under the ICA

Independent board members are those who are not interested persons as defined under the 1940 Act See 15

U.S.C 80a-2a

Plaintiff uses the terms trustee and director interchangeably as is conventional under the ICA See 15 U.s.c

SOa-2a12

Lowndes Smith is an interested director by virtue of his prior position as Hartford executive



25 Jack Bogle founder of the Vanguard Group made the following comment

Well fund directors are or at least to very major extent sort of bad joke

Theyve watched industry fees go up year after year theyve added 12b-l fees

think theyve forgotten maybe theyve never been told that the law the

Investment Company Act says theyre required to put the interest of the fund

shareholders ahead of the interest of the fund adviser Its simply impossible for

me to see how they could have ever measured up to that mandate or are

measuring up to it

26 Warren Buffet famous investor and chairman of Berkshire Hathaway made the

following comment which was quoted by United States District Court

think independent directors have been anything but independent The

Investment Company Act in 1940 made these provisions for independent

directors on the theory that they would be the watchdogs for all these people

pooling their money The behavior of independent directors in aggregate since

1940 has been to rubber stamp every deal thats come along from management

whether management was good bad or indifferent Not negotiate for fee

reductions and so on long time ago an attorney said that in selecting directors

the management companies were looking for Cocker Spaniels and not

Dobermans Id say they found lot of Cocker Spaniels out there

Strougo BEA Assoc 188 Supp.2d 373 383 S.D.N.Y 2002citation omitted

27 Mr Buffet has also stated in his letter to shareholders in the 2002 Berkshire

Hathaway Inc annual report

monkey will type out Shakespeare play before an independent mutual-

fund director will suggest that his fund look at other managers even if the

incumbent manager has persistently delivered substandard performance When

they are handling their own money directors will look to alternative advisors

but it never enters their minds to do so when they are acting as fiduciaries for

others Investment company directors have failed as well in negotiating

management fees If you or were empowered can assure you that we could

easily negotiate materially lower management fees with the incumbent managers

of most mutual funds And believe me if directors were promised portion of

any fee savings they realized the skies would be filled with falling fees Under

the current system though reductions mean nothing to independent directors

while meaning everything to managers So guess who wins stepping up

to all-important responsibilities tens of thousands of independent

directors over more than six decades have failed miserably Theyve

succeeded however in taking care of themselves their fees from serving on

multiple boards of single family of funds often run well into six figures

10



2002 Berkshire Hathaway Inc Annual Report to Shareholders 17 18

28 These statements exemplify the concern raised in the preamble to the ICA that

investment companies are organized operated and managed in the interest of investment

advisers rather than in the interest of shareholders

29 In the late 1960s it became clear to Congress that investment advisers to mutual

funds were gouging those funds with unreasonable and excessive fees particularly by not taking

economies of scale into account when setting fees to charge investors As result 36b was

added to the ICA in 1970 which created federal cause of action for breach of fiduciary duty

30 Section 36b also created judicial remedy for breach of such fiduciary duty by

authorizing litigation against investment advisers their affiliates and certain others by the

Securities and Exchange Commission SEC or the Commissionor by security holder on

behalf of the investment company with
respect to payments made to such entities or persons by

the investment company or by its security holders Section 36b states in pertinent part

Sec 36b For the purposes of this subsection the investment adviser of

registered investment company shall be deemed to have fiduciary duty with

respect to the receipt of compensation for services or of payments of material

nature paid by such registered investment company or by the security holders

thereof to such investment adviser or any affiliated person of such investment

adviser An action may be brought under this subsection by the Commission or

by security holder of such registered investment company on behalf of such

company against such investment adviser or any affiliated person of such

investment adviser or any other person enumerated in subsection of this

section who has fiduciary duty concerning such compensation or payments for

breach of fiduciary duty in the respect of such compensation or payments paid by

such registered investment company or the security holders thereof to such

investment adviser or person With respect to any such action the following

provisions shall apply

It shall not be necessary to prove that any defendant engaged in personal

misconduct and the plaintiff shall have the burden of proving breach of

fiduciary duty

In any such action approval by the board of directors of such investment

company of such compensation or payments or of contracts or other

II



arrangements providing for such compensation payments and ratification or

approval of such compensation or payments or of contracts or other arrangements

providing for such compensation or payments by the shareholders of such

investment company shall be given such consideration by the court as is deemed

appropriate under all the circumstances U.S.C Sec 80a-35b

31 Congress enacted 6b to provide shareholders with means to redress

breaches of the advisers fiduciary duty to the funds it manages and distributes 1970

U.S.C.C.A.N at 4898 Congress chose not to rely simply on funds directors to prevent

excessive fees and other abuses Rather Congress intended security holder legal actions under

36b to act as independent checks on an advisers fulfillment of its fiduciary duties

32 Furthermore while on shareholder-by-shareholder basis the fees charged and

received by Defendant may appear to be very small they cause dramatic decrease in Plaintiffs

investment returns over time Arthur Levitt past Chairman of the SEC was critical of what he

called the tyranny of compounding high costs

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

small fees can over time create such drastic erosion in returns In the years

ahead what will mutual fund investors say if they realize too late their returns

have fallen hard under the weight of compounding fees

Arthur Levitt Jr Inaugural Address Costs Paid with Other People Money Address at

Fordham University School of Law Nov 32000 Fordham Corp Fin 261 259 267

2001

33 For example assume that an employee with 35 years until retirement has current

40 1k account balance of $25000 If returns on investments in their account over the next 35

years average percent and fees and expenses reduce their average returns by 0.5 percent their

account balance would grow to $227000 at retirement even if there were no further

contributions to their account However if fees and expenses being withheld are .5 percent

12



their account balance would grow to only $163000 at retirement The percent difference in

fees and expenses reduces their account balance at retirement by shocking 28 percent

Comparative Returns with Different Expense Ratios

$250000

$200000

$150000

$100000

$50000

$0

.0 315

Expense Ratio DO 5% Expense RatIoj

See Department of Labor Publication Look at 401k Plan Fees available at

http//www dol.go v/ebsa/publications/401k employee html

34 Section 36b itself does not set forth list of factors to be considered in

determining whether an investment adviser such as HIFSCO has breached its fiduciary duty

with respect to its receipt of compensation for services paid by mutual fund such as any of the

Hartford Funds Fiduciary duty is well-established legal concept that entails duties of good

faith loyalty and due care fiduciary must act primarily in the best interests of the client See

Restatement of Trusts Third 170 breach of fiduciary duty occurs when fiduciary

permits an unreasonable or excessive fee to be levied on the fund 1969 Hearings at 189 or

when compensation to the adviser for his services is excessive in view of the services rendered

where the fund pays what is an unfair fee under the circumstances Id at 190 In the case of

fees that involve conflict of interest such as here this standard requires both fair dealing and

10 15 20 25
YŁarsOftnvóstment

13



fair price Thus under general fiduciary law fee that is not the result of fair process or that

is not reasonable is breach of fiduciary duty

35 In Pepper Litton 308 U.S 295 1939 former SEC Chairman Justice Douglas

further explained the fiduciary duty standard as he opined that fiduciaries

dealings with the corporation are subjected to rigorous scrutiny and where any of

their contracts or engagements with the corporation is challenged the burden is on

the not only to prove the good faith of the transaction but also to show

its inherent fairness from the viewpoint of the corporation and those interested

therein The essence of the test is whether or not under all the circumstances the

transaction carries the earmarks of an arm length bargain If it does not equity

will set it aside He who is in such fiduciary position cannot serve himself

first and his cestuis second He cannot use his power for his personal

advantage and to the detriment of the stockholders and creditors no matter how

absolute in terms that power may be and no matter how meticulous he is to satisfy

technical requirements For that power is at all times subject to the equitable

limitation that it may not be exercised for the aggrandizement preference or

advantage of the fiduciary to the exclusion or detriment of the cestuis Where

there is violation of those principles equity will undo the wrong or intervene to

prevent its consummation

Pepper 308 U.S at 306-311 emphasis added In Jones the United States Supreme Court held

the formulation of the concept of fiduciary duty stated in Pepper expresses the meaning of the

phrase fiduciary duty in 36b 130 S.Ct at 1427 Thus by adopting Pepper the

Supreme Court adopted fiduciary duty standard for 36b that requires both good faith in the

negotiation process and fair outcome

36 The Delaware Supreme Court has admonished independent directors to bargain

hard in order to insure that the best possible bargain is struck on their corporations behalf

The power to say no is significant power It is the duty of the directors serving

on independent committee to approve transaction that is in the best

interests of the public shareholders to say no to any transaction that is not fair

to those shareholders and is not the best transaction available
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Kahn Lynch Cominc ns Inc 638 A.2d 1110 1119 Del 1994 emphasis supplied brackets

in original quoting In re First Boston Inc Sholder Litig Civ No 10338 1990 WL 78836

at 15..16 Del Ch June 1990

FACTORS GENERALLY RELEVANT TO SECTION 36b CLAIM

37 The Supreme Court also made clear that courts evaluation of an investment

advisers fiduciary duty must take into account both procedure and substance Id at 1429 In

the context of 36b litigation courts have historically considered inter alia the following

factors

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

investors

whether the directors exercised sufficient level of care and

conscientiousness in approving the investment advisory or management

agreements

what fees are charged by the adviser to its other non-mutual fund

customers if any

what fees other mutual fund complexes 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

the costs of providing those services and the profitability of providing the

services

38 With respect to comparative fee information the Supreme Court has cautioned

courts not rely too heavily on comparisons with fees charged to mutual funds by other

advisers Jones 130 S.Ct at 1429 The Court explained that such comparisons are

problematic because fees charged to other similar funds like those challenged may not be

the product of negotiations conducted at arms length Id
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39 As set forth below an examination of these factors demonstrates that the fees

charged to the Hartford Funds and their investors breach HIFSCOs fiduciary duty to the Funds

with
respect to such compensation

NATURE AND QUALITY OF SERVICES

INVESTMENT MANAGEMENT SERVICES

40 For investment management services each of the Hartford Funds pays HIFSCO

fee based on fixed percentage of the Funds assets See infra 47 The investment

management fees are not based on the services actually rendered or HIFSCOs actual costs in

providing services to the Hartford Funds

41 Pursuant to the terms of the Investment Management Agreement between

HIFSCO and the Funds the duties of HIFSCO as the investment adviser to the Hartford Funds

are to manage the portfolio of securities to research securities and to make the purchase sale

and hold decisions for each of the portfolios See infra 44

42 Rather than directly providing these investment management services HIFSCO

subcontracts with others to provide the services at fraction of HIFSCOs fee collected from

each Hartford Fund

43 Since 1997 HIFSCO has sub-contracted its investment management duties to

either Wellington Management Company LLP Wellington pursuant to an Investment Sub-

Advisory Agreement and/or to Hartford Investment Management Company HIMCO

pursuant to an Investment Services Agreement and subsequently an Investment Sub-Advisory

Agreement See Composite Exhibit II the March 1997 Investment Subadvisory Agreement

with Wellington as amended in pertinent part on December 29 1997 October 31 2002 January

2008 January 2009 February 2009 as well as the October 2009 Investment Sub

Advisory Agreement and Composite Exhibit 12 the March 1997 Investment Services
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Agreement with HIMCO as well as the October 2009 Investment Sub-Advisory Agreement

with HIMCO

44 HIFSCO has the responsibility subject to oversight by the Hartford Funds

Board of Directors to oversee the sub-advisers and recommend hiring termination and

replacement of the sub-advisers According to HMFs most recent Statement of Additional

Information SAl HIFSCO specifically will set the applicable Funds overall investment

strategies evaluate select and recommend sub-advisers to manage all or part of the

applicable Funds assets allocate and when appropriate reallocate the applicable Funds

assets among multiple sub-advisers monitor and evaluate the investment performance of sub-

advisers and implement procedures reasonably designed to ensure that the sub-advisers

comply with the applicable Funds investment objective policies and restrictions In other

words HIFSCO makes One-time initial determination regarding investment objectives and

selects sub-advisers Other than HIFSCOs initial involvement it provides minimal services to

the funds and it charges its sub-advisers with providing the substantive investment advisory

services to the funds

45 Wellington is sub-adviser to the Hartford Capital Appreciation Fund the

Hartford Dividend and Growth Fund and the Hartford Mid-Cap Fund and provides the day-to

day investment management for each of these Funds indeed according to the sub-advisory

agreement it is Wellington that is charged with evaluat and implement an investment

program appropriate for each Portfolio and will make all determinations with respect to the

investment of the assets for the Portfolios and the purchase or sale of portfolio securities and

shall take such steps as may be necessary to implement the same

46 HEMCO is sub-adviser to the Hartford Income Fund the Hartford Short

Duration Fund and the Hartford Total Return Bond Fund and provides the day-to-day
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investment management for each of these Funds is wholly-owned subsidiary of HIG

Similar to Wellington under the E-HMCO Investment Services Agreement l-IIMCO shall

evaluate and implement an investment program appropriate for each Portfolio and will make

all determinations with respect to the investment of the assets for the Portfolios and the purchase

or sale of portfolio securities and shalt take such steps as may be necessary to implement the

same

47 HIFSCOs fee schedule varies for each of the Hartford Funds HIFSCO then

subcontracts with Wellington and/or HIMCO at fraction of HIFSCOs fee Virtually all of the

portfolio management and investment management services required by the mutual funds are

performed by Wellington and/or EHMCO pursuant to the Investment Services and/or Sub

Advisory Agreements and there is little if any work left to be done by HIFSCO Despite the

fact that the sub-advisers provided the bulk of the investment advisory services to the Funds in

fiscal year 2009 alone E-IIFSCO collected nearly $140 million in investment management fees

from the Hartford Funds see infra 108 paying the sub-advisers just fraction of that fee
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HARTFORD FUNDS FEE BREAKDOWN PURSUANT TO HMFS SAl DATED
MARCH 2010 AS AMENDED AND RESTATED MAY 28 2010

refers to Million and refers to Billion

HARTFORD IN VESTMENT HIFSCO FEE SUB-ADVISER FEE

FUND SERVICES/ SCHEDULE SCHEDULE
SUB- annual rate based on based on average daily net

ADVISORY average daily net assets assets

AGREEMENT

Hartford Wellington First $500M 0.8000% All Assets 0.25 00%

Capital Next $500M 0.7000%

Appreciation Next $4B 0.6500%

Next $5B 0.6475%

Amt over $lOB 0.6450%

Hartford Wellington First $500M 0.7500% First $50M 0.3250%

Dividend Next $500M 0.6500% Next lOOM 0.2500%

Growth Next $4B 0.6000% Next $350M 0.2000%

Next $5B 0.5975% Amt over $500M 1500%

Amt over $1 013 0.5950%

Hartford HIMCO First $500M 0.5500% All Assets At Cost

Income Next $4.5B 0.5000%

Next $5B 0.4800%

Amt over $IOB 0.4700%

Hartford Wellington First $500M 0.8500% First $50M 0.4000%

Midcap Next $500M 0.7500% Next $1 OOM 0.3000%

Next $4B 0.7000% Next $350M 0.25 00%
Next $5B 0.6975% Amt over $500M 0.2333%

Amt over $1 OB 0.6950%

Hartford HIMCO First $500M 0.4500% All Assets At Cost

Short Next $4.5 0.4000%

Duration Next $5B 0.3 800%

Amt over $1 OB 0.3700%

Hartford Total HIMCO First $500M 0.5500% All Assets At Cost

Return Bond Next $500M 0.5250%

Next $4B 0.5 000%
Next $5B 0.4800%

Amt over $1 OB 0.4700%

48 While Wellingtons fees are fraction of fee Wellington still makes

profit Moreover assuming arguendo that HIMCOs at cost fee demonstrates the actual cost

of performing services HEFSCOs fee of to 3.5 times the cost is grossly disproportionate to

the services it
actually provides to the Funds In 2009 alone HIFSCO was paid total of
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$139635062 in investment management fees from the Funds at issue in this Complaint See

infra 108 Of that sum HIFSCO paid Wellington and HJMCO $44328200 for sub-advisory

services retaining $95306862 for itself despite providing minimal additional advisory services

to the Funds Seeid

12b-1 DISTRIBUTION SERVICES

49 Plaintiff and the other shareholders of the Hartford Funds also pay Rule 12b-l

distribution fees for marketing selling and distributing mutual fund shares to new shareholders

pursuant to distribution plans that Defendant adopted with respect to the Hartford Funds pursuant

to Rule l2b-l 17 C.F.R 270.l2b-l Distribution Plans The 12b-l fees are paid to

Defendant HIFSCO The l2b-l fees are based on percentage of the net assets of each of the

Funds Defendant purportedly collects these fees in order to grow or stabilize the assets of the

Hartford Funds so that the Hartford Funds can benefit from economies of scale through

reductions in other fees such as management and administrative fees

50 Prior to 1980 the use of fund assets which are owned by the shareholders to sell

new fund shares was prohibited The SEC had historically been reluctant to allow fund advisers

to charge their shareholders for selling shares to others because

cost of selling and purchasing mutual fund shares should be borne by the

investors who purchase them and thus presumably receive the benefits of the

investment and not even in part by the existing shareholders of the fund who

often derive little or no benefit from the sale of new shares

Statement on the Future Structure of the Securities Markets 1972 Sec Reg Rep

BNA No 137 pt II at

51 After intense lobbying by the mutual fund industry the Commission agreed to

consider modifying its objections to allow current fund shareholders to pay distribution

expenses In early comment letters and in proxy statements proposing adoption of plans of
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distribution the mutual fund industry argued that adding assets to an existing mutual fund would

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

services to mutual fund shareholders at dramatically lower costs

52 Accepting the mutual fund industrys argument that growth in assets would lead

to quid pro quo reduction in fees and other expenses the Commission tentatively approved

Rule 2b- 17 C.F.R 270.1 2b- However numerous conditions were attached to the use of

fund assets to pay distribution expenses For example the Commission wanted to be certain that

investment advisers would not extract additional compensation for advisory services by

excessive distributions under 12b-1 plan Meyer Oppenheimer Management Corp 895

F.2d 861 866 2d Cir 1990 Unfortunately that is precisely what Defendant has done

extracted additional compensation for its retail management services by causing the Plaintiff and

other shareholders to pay Defendants marketing expenses to acquire new shareholders so that

these new shareholders could pay additional investment management fees to Defendant Under

this regime- Defendant has fashioned yet another way to increase its financial benefit while

leaving Plaintiff and other shareholders to bear the financial burden

53 Furthermore the 12b-l fees are based on the net asset value of the Hartford Funds

and not on the distribution activity if any by Defendant such as number of shares sold

Consequently in addition to failing to benefit the Plaintiff and other shareholders the

Distribution Plans have extracted additional compensation for management services to

Defendant breach ofHIFSCOs fiduciary duty to the Funds with
respect to such compensation

For example any portion of the fees paid to Defendant that are derived from market increases in

the net asset value of the fund rather than any distribution activity by Defendant constitutes

breach of HIFSCOs fiduciary duty to the Funds with
respect to such-compensation
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54 For the fiscal year ended October 31 2009 the Hartford Funds paid the

Defendant $77865153 in 12b-l fees

55 Rule 12b-l Distribution fees have served only Defendant just as the SEC feared

when it found that the use of mutual fund assets to finance distribution activities would benefit

mainly the management of mutual fund rather than its shareholders and therefore that such use

of fund assets should not be permitted Bearing of Distribution Expenses by Mutual Funds

Investment Company Act Release No 9915 1977 SEC LEXIS 943 Aug 31 1977 As such

the 2b- fees are entirely waste of fund assets

56 Plaintiff on behalf of the Hartford Funds is entitled to recover the 2b- fees

received and continuing to be received by HIFSCO in breach of its fiduciary duty to the Funds

with respect to such compensation

LEVEL OF CARE AND CONSCIENTIOUSNESS OF THE FUNDS
DIRECTORS IN APPROVING THE INVESTMENT MANAGEMENT
AGREEMENTS AND RULE 12b-1 DISTRIBUTION PLANS

57 In Jones the Supreme Court adopted fiduciary duty standard for 36b that

requires both fair outcome and good faith in the negotiation process See supra 35 As

discussed below Defendant failed to provide the Funds directors with all necessary information

and the directors did not and indeed could not act with sufficient care and conscientiousness

in reviewing and approving the management and 2b-l fees As result the fee-setting process

lacked the requisite integrity and good faith in violation of 36b

58 Fund directors have fiduciary duty to mutual funds and to their shareholders

who individually have no power to negotiate such fees for the funds to negotiate fees that are

both beneficial to the mutual funds and are comparable to fees that would be negotiated at arms

length
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59 The Hartford Board has separate and distinct fiduciary duty to each Hartford

Fund to enter into serious and substantive negotiations with respect to all fees charged by

Hartford Management See Am Bar Assn Fund Directors Guidebook 2d ed 2003 at 10

Although there are areas of common interest among fund the directors must exercise their

specific board responsibilities on fund-by-fund basis. Correspondingly Hartford

Management has reciprocal fiduciary duty to each mutual fund under its management

including the Hartford Funds to assure that the fees it charges for services rendered are

reasonably related to the services provided and correspond with fees that would be charged in an

arms length negotiation

INVESTMENT MANAGEMENT AGREEMENTS

60 Congress has fortified fund directors oversight responsibilities by adopting

15c of the ICA requiring directors to be adequately informed of the terms of any investment

management contracts

61 ICA 15c requires investment advisers to furnish documents and other

information in order for fund directors to make informed and independent decisions when

evaluating investment advisory contracts that section also gives directors the authority to

demand such information from advisers See 15 U.S.C 80a-15c

62 The Hartford Disclosure Materials indicate that the Board of Directors for HMF is

composed of nine persons the Hartford Directors who meet and make decisions for the

Hartford Funds This same group of directors oversees and makes decisions for all

approximately 90 funds in the Hartford Funds Complex

63 No public information is disclosed on the length of the meetings of these boards

of directors The issues that would need to be covered in these board meetings include the

numerous corporate governance portfolio management portfolio pricing audit and accounting
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issues that mutual fund board must review annually under applicable statutes rules and

regulations in overseeing or governing particular mutual fund and would also include the

annual renewals of the investment management agreements and the Rule 2b- Distribution Fee

arrangements

64 The Hartford Directors are well compensated for their services with fee that

consists of an annual retainer component and meeting fee component as well as retirement

benefits See supra 23 As result of the compensation they receive board membership in the

Hartford Funds Complex is lucrative part-time job for the Fund Directors Further the

Directors continuation in the role of an Independent Director from year to year is at least

partially dependent on the continued good will and support of the Defendant HIFSCO

65 The independent or non-interested directors are supposed to be watchdogs for

the funds shareholders but the same directors are charged with the oversight of all of the more

than 90 mutual funds in the Hartford Funds Complex Regardless of the dedication

sophistication and the individual educational and business qualifications of the independent

members of the Board of Directors of the Hartford Funds many of whom are otherwise fully

employed in demanding positions of responsibility the amount of documentation that must be

reviewed for each meeting would be daunting if the directors were to look at each fund

individually

66 The Board does not hold separate meetings for each mutual fund Instead upon

information and belief the Boards practice has been to consider all funds at one time

67 Because the Board considers all the funds simultaneously Defendants much

greater revenue and higher profitability attributable to larger funds such as the Hartford Capital

Appreciation Fund can be masked or overlooked In this type of aggregated analysis total

revenues received from investment management fees for all funds or many funds in the
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aggregate may be viewed by the Defendant or the Hartford Directors as compensating HIFSCO

for lower revenue and/or lower profitability of the small mutual funds within the Hartford Funds

Complex This analysis prevents the Board from carefully reviewing the fairness of investment

management fees of individual funds

68 Furthermore even if statutorily non-interested the directors are in all practical

respects dominated and unduly influenced by Defendant in reviewing the fees paid by the Funds

and their shareholders In particular upon information and belief Defendant does not provide

the directors with sufficient information to fulfill their obligations factor demonstrating that

the fee setting process lacked good faith and integrity in violation of ICA 36b

69 truly independent board of directors would not have tolerated the investment

management fees charged by Defendant or the conduct of the service providers if they had

obtained adequate information regarding among other things the sub-advisory fees Defendant

paid for the Hartford Funds and the services received by the Funds from Defendant for the

additional premium Defendant charges on top
of the sub-advisory fees the management fees

charged and services provided by competitors with similar fund structures the management fees

charged and services provided to pension funds and other institutional clients of Defendant or its

affiliates the economies of scale enjoyed or fallout benefits received by Defendant and the

profitability of the Funds to Defendant and how to evaluate the profitability data in light of

economies of scale In fact Hartford has been the subject of SEC Cease and Desist proceedings

regarding HIFSCOs Financial Arrangements with Broker-Dealers for Shelf Space and

HIFSCOs failure to disclose the uses of Fund assets to the Board resulting in financial

settlement See Exhibit 13

70 On information and belief the directors rarely if ever question any information

or recommendations provided by Defendant including for example misleading representations
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by HIFSCO that it is difficult to anticipate whether and to what extent that economies of scale

may be realized by HIFSCO as fund assets grow over time The evidence needed to establish the

truth of these allegations is believed to be exclusively in the control of Defendant and is not in

Plaintiffs possession at this time

71 The foregoing assures that the directors do not understand Defendants true cost

structure and in particular the economies of scale it enjoyed in providing investment

management services to the Funds

12b-1 DISTRIBUTION PLANS

72 In addition to their annual review of the Investment Management Agreements the

Directors must also review the 12b-l Plans on an annual basis In particular the directors must

request and evaluate such information as may reasonably be necessary to an informed

decision of whether such plan should be implemented or continued 17 C.F.R 270 2b- 1d

In addition minutes must be maintained to record all
aspects

of the directors deliberation and

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

36a and of the ICA that there is reasonable likelihood that the Distribution Plans will

benefit the company and its shareholders 17 C.F.R 270.1 2b-le

73 The Hartford Funds l2b-l Plans have not been adopted in accordance with these

requirements In particular the Board could not have found that the 12b-l Plans in general or

the l2b-l Fees in particular benefit the Funds or their shareholders by generating savings from

economies of scale in excess of the cost of the plan in fact despite the dramatic growth in total

assets held by the Funds both the management fee and total l2b-l fees received by Defendant

have grown over time thus depriving the Funds of the benefit of these economies of scale

74 recent report written by Dr Lori Walsh financial economist at the S.E.C

studied whether shareholders do in fact reap
the benefits of 12b-l plans it states
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Prior studies have provided evidence that shareholders are not receiving sufficient

benefits from expense scale economies to offset the l2b-l fee In fact most of the

studies show that expense ratios are higher for funds with 2b- fees by almost

the entire amount of the fee This study confirms these results using more recent

dataset.

In all the evidence demonstrates that 2b- plans are successful at attaining faster

asset growth however shareholders do not obtain any of the benefits from the

asset growth This result validates the concerns raised by opponents of l2b-l

plans about the conflicts of interest created by these plans

2b- plans do seem to be successful in growing fund assets but with no apparent

benefits accruing to the shareholders of the fund Although it is hypothetically

possible for most types of funds to generate sufficient scale economies to offset

the 2b- fee it is not an efficient use of shareholder assets Fund advisers use

shareholder money to pay for asset growth from which the adviser is the primary

beneficiary through the collection of higher fees

Lori Walsh The Costs and Benefits to Fund Shareholders of 12b-l Plans An Examination of

Fund Flows Expenses and Returns 2004 at 18 Exhibit 14 Thus financial economist at

the S.E.C confirms that consistent with overwhelming empirical evidence drawn from

numerous scholarly studies shareholders
reap no benefits from 2b- plans and 2b- fees are

not an efficient use of shareholder assets

75 Despite the fact that Plaintiff and the other shareholders of the Hartford Funds

have enjoyed no benefits from the Distribution Plans even though they contributed to the growth

of fund assets by paying 12b-l fees and despite the fact that the Distribution Plans have

allowed Defendant to extract additional unreasonable and excessive compensation from Plaintiff

and the other shareholders of the Funds the Hartford Funds Directors nevertheless have

continued to approve year
after year continuation of the Distribution Plans in violation of both

Rule l2b-l and ICA 12 and 36b

76 truly independent board would not have tolerated the 2b- fees charged by

Defendant if it had obtained adequate information regarding the Distribution Plans and the
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benefit or lack thereof to the shareholders of the plans such as whether the Distribution Plans

should have been implemented and whether they should have been continued

77 Based on the foregoing the Hartford Funds Board did not and indeed was

unable to act conscientiously and fulfill its fiduciary duty when it approved fees In

contravention of its duty to provide to the Board all information necessary to evaluate terms of

the Investment Management Agreements and Distribution Plans Defendant did not furnish such

necessary information to the Board for purposes of its review of the Funds investment

management agreements and 12b-l Plans See 15 U.S.C 80a-15c 17 C.F.R 270.12b-Id

Thus the Board was unable to conduct informed arms-length negotiations when approving the

fees charged to the Funds

78 The Supreme Court has instructed that where as here the boards process was

deficient or the adviser withheld important information the court must take more

rigorous look at the outcome Jones 120 Ct at 1430 As described herein the deficient fee

setting process resulted in fees that constitute breach of HIFSCOs fiduciary duty to the Funds

with respect to such compensation

COMPARATIVE FEE STRUCTURES CHARGED TO NON-MTJTUAL
FUND CUSTOMERS AND OTHER MUTUAL FUND COMPLEXES FOR
SIMILAR INVESTMENT MANAGEMENT SERVICES

79 An analysis of the investment management fees charged by Defendants

competitors to mutual funds comparable to the Hartford Funds as well as an analysis of the

management fees charged by Hartford to third-party institutional clients including non-mutual

fund customers demonstrates that HIFSCO has charged the Hartford Funds investment

management fees that violate HIFSCOs fiduciary duty with respect to the receipt of

compensation
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FEES CHARGED TO OTHER MUTUAL FUND COMPLEXES
FOR SIMILAR IN VESTMENT MANAGEMENT SERVICES

80 Other investment advisers who offer services to funds similar to the Hartford

Funds charge substantially less than Defendant On information and belief the services provided

by these other advisers are the same or substantially similar management services that Defendant

provides to shareholders of the Hartford Funds

81 For example Wellington the sub-adviser to the Hartford Capital Appreciation

Fund the Hartford Dividend Growth Fund and the Hartford Midcap Fund has also been

engaged by Vanguard to provide sub-advisory services to number of the Vanguard mutual

funds While Vanguard provides services to the Vanguard funds at cost the investment

management services for its actively managed funds are provided by external managers such as

Wellington who subcontract with Vanguard for negotiated fee and earn reasonable profit for

its services

82 Among others Wellington provides management services to the Vanguard

Windsor Fund which is classified as large cap value fund and to the Vanguard Capital Value

Fund and the Vanguard Dividend Growth Fund both of which are classified as large cap blend

funds Shareholders of these Vanguard Funds pay significantly lower investment management

fees than the Hartford Dividend Growth Fund and the Hartford Capital Appreciation Fund

which are classified as large cap value and large cap blend funds respectively The following

table contains side-by-side comparison of the management fee schedules for the Hartford

Funds including the fees that Wellington charges for providing sub-advisory services to the

Hartford Funds with the fee schedules charged to comparable Vanguard funds
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HARTFORD HIFSCO FEE WELLINGTON FEE VANGUARD FEE SCHEDULE
FUND SCHEDULE FOR PROVIDING FUND FOR VANGUARD

annual rate based SUB-ADVISORY of comparable FUNDS7

on average daily net SERVICES TO investment based on average

assets HARTFORD FUNDS classification daily net assets

Hartford First $500M First $50M 0.3250% Vanguard First $1 7.5B

Dividend 0.7500% Next $1 OOM 0.2500% Windsor Fund 0.125%

Growth Next $500M Next $350M 0.2000% Large Cap Amt on addl assets

Large Cap 0.6500% Amt over $SOOM Value 0.100%

Value Next$4B0.6000% 0.1500%

Next $5B 0.5975%

Amt over $IOB

0.5950%

Hartford First $500M All Assets 0.2500% Vanguard First $1 0.225%

Capital 0.8000% Capital Value Next $IB

Appreciation Next $500M Fund 0.175%

Large Cap 0.7000% Large Cap Amt on addl assets

Blend Next$4B0.6500% Blend 0.150%
Next $SB 0.6475%

Amt over $IOB

0.6450%

Vanguard First $1 OOM

Dividend 0.150%

Growth Fund Next $300M

LargeCap 0.125%

Blend Next $500M

100%

Next $1 0.075%

Amt on addI assets

0.050%

83 Had the Vanguard investment management fee schedules been applicable to the

Hartford Dividend Growth Fund and the Hartford Capital Appreciation Fund those Funds

would have saved approximately $17 million and $71 million respectively in 2009 alone

The fee schedules set forth for the Vanguard funds are the rates reported in 2004 the most recent year that the

Vanguard funds publicly fited documents included the advisory fee schedules charged by the funds external sub-

advisers such as Wellington It is unlikely that the fees would have changed in any material way since that time
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FEES CHARGED BY HARTFORD TO INSTITUTIONAL
CLIENTS FOR SIMILAR INVESTMENT MANAGEMENT
SERVICES

84 Defendant and/or its affiliated entities also provide investment management

services to third-party institutional or separately managed accounts

85 In Jones the Supreme Court indicated that court should give comparisons

between management fees charged to an advisers mutual funds and management fees charged to

its independent clients the weight that they merit in light of the similarities and differences

between the services 130 Ct at 1428

86 Here the services that Hartford provides to the institutional accounts are

substantially similar if not identical to the investment management services Defendant provides

to the Funds Indeed the Hartford Funds pay separately pursuant to separate agreements for

services that are not provided to non-mutual fund clients.8 As result the comparison of the

investment management fees HIFSCO charges to the Funds to the fees charged by Hartford to

the institutional accounts is entitled to considerable weight

87 Although the investment management services provided to the Funds are virtually

identical to services provided to the institutional accounts and therefore are directly comparable

the fees charged to the Funds are materially higher than the fees charged to the institutional

accounts

88 While manager may encounter different levels of fixed and variable research

costs depending on the type of the portfolio the fundamental management process is

essentially the same for large and small portfolios as well as for pension funds and mutual funds

The portfolio owners identity pension fund versus mutual fund should not logically provide

For example the Hartford Funds have entered Into separate Fund Accounting Agreement pursuant to which they

pay fees to Hartford Life Insurance Co for accounting services See Exhibit Similarly the Funds pay Hartford

Administrative Services Company separately for administrative and transfer agency services See Exhibit
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reason for portfolio management cots being higher or lower See John Freeman Stewart

Brown Mutual Fund Advisory Fees The Cost of Conflicts of Interest 26 Corp 610 at

627-28 2001 the Freeman Brown Study attached as Exhibit 15 Indeed mutual fund

as an entity actually is an institutional investor When it comes to fee discrepancies the

difference between funds and other institutional investors does not turn on institutional status it

turns on self-dealing and conflict of interest Id at 629 n.93 Accordingly the apples-to

apples fee comparisons between equity pension managers and equity fund managers can be

most difficult and embarrassing for those selling advice to mutual funds Id at 671-72

89 The shareholders of the Hartford Funds are plagued by discriminatory over

charging by Defendants

90 For example HIMCO an affiliate of HIFSCO and sub-adviser to of the

Hartford Funds at issue here provides investment management services to employee benefit

plans and/or mutual funds unaffiliated with Hartford such as the State Board of Administration

of Florida the State of Connecticut and Montgomery Street Income Securities Inc

91 Although the investment management services that HIMCO provides these

institutional accounts are the same as the investment management services that Hartford provides

the Funds the Funds to whom HIFSCO owes fiduciary duty pay investment management fees

that are significantly higher than those paid by the institutional clients who bargain at arms-

length over fees

For the fiscal year ending December 31 2009 HIMCO charged

Montgomery Street Income Securities Inc closed end mutual fund total

annual investment management fee of approximately 0.25% of the average net

assets managed
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HIMCO provides investment management services to fixed income

account for the State of Connecticut In exchange for these investment

management services the State of Connecticut pays approximately to basis

points.9 In fiscal year 2009 HIMCO received fee of approximately $444000

for advising an approximately 407 million account Meanwhile in 2009 the

Hartford Total Return BondFund with average assets under management of $1.6

billion paid approximately $8 million for virtually identical management

services Similarly the Hartford Income Fund with average assets of $227

million and the Hartford Short Duration Fund with average assets of $211

million paid approximately $1.1 million and $928000 respectively for the same

investment management services that the State of Connecticut received at

fraction of the price

HIMCO also manages an approximately $2 billion fixed income account

for the State Board of Administration of Florida For fiscal years 2007-2008 and

2008-2009 the State Board of Administration of Florida paid basis points and

10 basis points respectively to the investment advisers of its fixed income

accounts.0

92 In 2009 the Hartford Short Duration the Hartford Income and the Hartford Total

Return Fundsall of which are fixed income fundspaid investment management fees to

HIFSCO that were as much as 4.5 to 5.5 times higher in basis points than what HIMCO charges

institutional clients to provide investment management services to fixed income accounts See

figures are derived from reported fiscal year end assets managed by HIMCO and total fees paid to HIMCO

by fiscal year

Although the precise fee charged by HIMCO is not reported it is unlikely that the fees HIMCO charges would

deviate materially from the reported aggregate fee particularly given that the fee is in line with what

charges the State of Connecticut
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supra 47 For example had the Hartford Total Return Bond Fund been subject to the favorable

rates charged to the State of Connecticut for investment management services it could have

saved over $6 million in 2009

93 That Defendant and its affiliates charge third parties far lower fees than they are

charging the Hartford Funds to whom they owe fiduciary duty for the same services

demonstrates that the investment management fees charged constitute breach of HLFSCOs

fiduciary duty to the Funds with respect to such compensation

WHETHER ECONOMIES OF SCALE WERE PASSED TO THE FUNDS
AND THEIR INVESTORS OR KEPT BY THE INVESTMENT ADVISER
WITH RESPECT TO INVESTMENT MANAGEMENT SERVICES

94 The size of the compensation received by the adviser should be evaluated in

context with the economies of scale realized by fund Economies of scale are created when

assets under management increase more quickly than the cost of advising and managing those

assets The work required to operate mutual fund does not increase proportionately with the

assets under management

management efforts the most important and most expensive input

into portfolio management do not increase long with portfolio size portfolio

manager can invest $5 billion nearly as easily as $1 billion and $20 billion nearly

as easily as $10 billion Size may impair performance but it imposes little

logistical challenge

Swensen Unconventional Success Fundamental Approach to Personal Investment 238

Therefore scale increases fees as percentage of assets ought to decline allowing both

fund manager and fund shareholders to benefit Id Indeed break points reflect the economic

reality of the direct relationship between decreasing marginal costs and increasing portfolio

size Id According to another fund industry expert John Bogle the economies of scale

generated in the mutual fund portfolio management and research business are little short of

staggering John Bogle The Battle for the Soul of Capitalism 154 2005
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95 As an example if fund has fifty million dollars $50000000 of assets under

management and fee of 75 basis points 100 basis points 1% the fee equals $375000 per

year comparable mutual fund with five hundred million dollars $500000000 of assets

under management would generate
fee of three million seven hundred and fifty thousand

dollars $3750000 Similarly mutual fund worth five billion dollars $5000000000 would

generate fee of thirty-seven miiionfive hundred thousand dollars $37500000 per year

96 As assets under management increase however the cost of providing services to

additional assets does not increase at the same rate resulting in tremendous economies of scale

In other words it simply does not cost funds adviser ten times as much to render services to

ten billion dollar $10000000000 fund as compared to one billion dollar $1000000000

fund In fact the investment management services or securities selection process for ten billion

dollar fund and one billion dollar fund or even one million dollar fund are virtually identical

generating enormous economies of scale Indeed at some point the additional cost to advise

each additional dollar in the fund whether added by rise in the value of the securities or

additional contributions by current or new shareholders approaches number at or close to zero

97 The existence of economies of scale in the mutual fund industry has been

confirmed by both the SEC and the Governmental Accounting Office the GAO Both

conducted in-depth studies of mutual fund fees in 2000 and both concluded that economies of

scale exist in the provision of management services See SEC Division of Investment

Management Report on Mutual Fund Fees and Expenses Dec 2000 SEC Report at 30-3

attached as Exhibit 16 GAO Report on Mutual Fund Fees to the Chairman Subcommittee on

Finance and Hazardous Materials and the Ranking Member Committee on Commerce House

of Representatives June 2000 GAO Report at attached as Exhibit 17
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98 In addition the most significant academic research undertaken since the Wharton

School study in the 960s has proven that economies of scale are not being passed along to

mutual fund shareholders in violation of Defendants duty to do so under 36b and Rule

12b-l See Freeman Brown Study at 661 The Freeman Brown Study noted The

existence of economies of scale has been admitted in SEC filings made by fund managers and is

implicit in the industrys frequent use of fee rates that decrease as assets under management

increase Fund industry investment managers are prone to cite economies of scale as

justification for business combinations id at 620

99 Economies of scale exist not only fund by fund but also exist with respect to an

entire fund complex and even with respect to an investment advisers entire scope of operations

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

621 n.62 quoting Victoria Schonfeld Thomas M.J Kerwin Organization of Mutual

Fund 49 Bus Law 107 1993

100 In the case of the Hartford Funds as assets under management have grown so

have the management and distribution fees paid to Defendant grown dramatically despite the

economies of scale realized by Defendant Although significant economies of scale exist for the

Hartford Funds they largely have been appropriated for the benefit of Defendant The

economies of scale benefits that have been captured and misappropriated by Defendant can and

do generate huge unreasonable and excessive undeserved profits for HIFSCO in breach of its

fiduciary duty to the Funds with respect to such compensation These benefits can be shared

with the mutual funds and their shareholders by reducing the management fees and other costs

charged to the funds by Defendant However in the case of the Hartford Funds no meaningful

savings have been shared with the Funds
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101 For instance 1-HFSCO has negotiated breakpoint schedule with Wellington on at

least two of its funds by which Wellington grants fee reductions at several levels prior to $500

million in assets under management See supra 47 On the other hand the breakpoint schedule

that HIFSCO charges to the Funds does not even start until $500 million Id As result

HIFSCO fails to share with the mutual fund shareholders the benefits of economies of scale

realized from the Wellington Sub-Advisory Agreement and generally fails to meaningfully share

economies of scale with the mutual fund shareholders regarding the fees HIFSCO collects from

the mutual funds

102 By subcontracting with Wellington and/or HIMCO to provide sub-advisory

and/or investment services at fraction of HIFSCOs fee HIFSCO receives fees that are

disproportionate to the services it renders HIFSCOs receipt of these fees is particularly

egregious given that the cost of the oversight function it performs for the Funds should not

increase as Fund assets increase resulting in enormous economies-of-scale benefits that HIFSCO

retains for itself but that should be shared with the Funds and their shareholders

103 Given that the fees paid to Defendant are unfair unreasonable and excessive

especially when compared to the rates charged by the sub-advisers by competitors or to

institutional clients the excess profits resulting from these economies of scale belong to the

Plaintiff and the other shareholders of the Funds Nevertheless the economies of scale enjoyed

by Defendant with respect to the Hartford Funds have not been adequately shared with the

Funds as required by 36b and Rule 12b-l in breach of HIFSCOs fiduciary duty to the

Funds with respect to such compensation

37



COSTS AND PROFITABILITY OF PROVIDING IN VESTMENT
MANAGEMENT SERVICES

104 profitability of the fund to the adviser be studied in order that the

price paid by the fund to its advisor be equivalent to the product of arms-length bargaining

See the Freeman Brown Study at 661 The profitability of fund to an adviser-manager is

function of revenues minus the costs of providing services However on information and be1ief

Defendants reporting of its revenue and costs is intended to and does obfuscate Defendants

true profitability For instance or information and belief Defendant employs inaccurate

accounting practices in its financial reporting including arbitrary and unreasonable cost

allocations

105 Following discovery of this information Defendants true profitability can be

determined on either an incremental basis or full-cost basis Defendants incremental costs of

providing management services to Plaintiff are believed to be nominal while the additional fees

received by Defendant are unreasonable and hugely excessive given that the nature quality and

level of the services remain the same in breach of HIFSCOs fiduciary duty to the Funds with

respect to such compensation On information and belief review of Defendants full costs of

providing management services will also demonstrate the enormous profitability to Defendant of

managing the Hartford Funds

106 The table in Paragraph 47 shows the investment management fee schedule that

HIFSCO charges to each of the Funds as compared to the fee schedule that HIFSCO pays its

sub-advisers to whom HIFSCO delegates the core of the investment management duties

107 While fees of less than 1% may seem inconsequential these percentages translate

into substantial fees when applied to Fund assets in the hundreds of millions or even billions of

dollars

38



108 Indeed HIFSCO has collected investment management fees of over $900

thousand per year for its smallest funds while paying the sub-adviser only $318 thousand to

nearly $100 Million per year for the largest funds while paying the sub-adviser only $35

million

2009 HARTFORD FUNDS HIFSCO FEES RETAINED AFTER PAYMENT TO SUB-

ADVISERS WELLINGTON HIMCO PURSUANT TO HMFS SAL DATED MARCH
2010 AS AMENDED AND RESTATED MAY 28 2010

refers to Million and refers to Billion

FUND INVESTMENT NET PAID NET PAID DIFFERENCE PERCENT
SERVICES HIFSCO SUB- in dollars RETAINED

SUB- in dollars ADVISER BY HIFSCO

ADVISORY in dollars

AGREEMENT

Hartford Wellington 92960091 35368120 57591971 61.95

Capital

Appreciation

Hartford Wellington 21160936 5477074 15683862 74.12

Dividend

Growth

Hartford HIMCO 1099919 374258 725661 65.97

Income

Hartford Wellington 15405213 4723649 10681564 69.34

Midcap

Hartford HIMCO 928096 317835 61026 65.75

Short

Duration

Hartford Total HIMCO 8080807 2318549 5762258 71.3

Return Bond

109 managers .. routinely add hefty premium or monitoring fee to the

sub-advisers charge True the sub-adviser may charge only 30 bps for its investment advice

but the manager will typically pad the bill adding an additional twenty to thirty basis points

premium before passing along the advisory charge to fund shareholders John Freeman

Stewart Brown Steve Pomerantz Mutual Fund Advisory Fees New Evidence and Fafr

Fiduciary Test 61 OkIa Rev 83 113 2003 Exhibit 10 supra Indeed overall fee levels
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for sub-advised funds are substantially higher than for funds managed in-house Id at 118 As

demonstrated above HIFSCO is no different padding the bill by over $90 million dollars in

fiscal
year 2009 alone for providing few if any additional services to the Hartford Funds

110 Despite delegating all or substantially all of its investment management duties to

sub-advisers and performing little if any additional work see supra 108 HIFSCO retains

between 61% and 75% of these investment management fees resulting in exorbitant profits

111 Put another way the true cost of investment management services should

represent 25% to 39% of HIFSCOs fee to the Hartford Funds which correlates to the fees

charged by Wellington and/or HIMCO.1

112 Indeed the Hartford Funds disclosures characterize the HIMCO fees charged as

at cost Assuming arguendo that HIMCOs sub-advisory services truly are provided at cost

and do not include any markup or built-in profit HIMCOs cost to provide advisory services to

the Hartford Income Hartford Short Duration Bond and Hartford Total Return Bond Funds in

2009 were at most approximately 16.5 basis points 15.1 basis points and 14.3 basis points

respectively For performing little if any additional services to the funds HIFSCO nevertheless

charged the Hartford Income and Hartford Short Duration Funds fee that is nearly times and

in the case of the Hartford Total Return Bond Fund fee that is almost 3.5 times HIMCOs

costs

113 This subcontracting arrangement led to fees that were disproportionate to services

actually rendered and enormous profits to HIFSCO for little or no work

In fact as an external for-profit sub-adviser the fees charged by Wellington to HIFSCO include Wellingtons

costs plus reasonable profit
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114 These markups could not be the product of negotiations conducted at arms length

and constitute breach of HIFSCOs fiduciary duty to the Funds with respect to the receipt of

compensation

COUNT

AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b DERIVATIVELY

ON BEHALF OF THE HARTFORD FUNDS
INVESTMENT MANAGEMENT FEES

115 The Plaintiff repeats and realleges each and every allegation contained prior to

Count as if fully set forth herein

116 The fees charged by Defendant for providing management services to the Funds

breach HIFS COs fiduciary duty to the Funds with respect to such compensation

117 This Count is brought by Plaintiff derivatively on behalf of the Hartford Funds

against the Defendant for breach of its fiduciary duties with respect to the receipt of

compensation as defined by 36b

118 The Defendant in this Count had fiduciary duty to the Hartford Funds and their

investors with respect to the receipt of compensation for services and payments of material

nature made by and to such Defendant

119 As alleged above the fees received by Defendant breach HIFSCOs fiduciary

duty to the Funds with respect to such compensation

120 By reason of the conduct described above Defendant violated 36b of the ICA

As direct proximate and foreseeable result of Defendants breaches of fiduciary duties in its

role as investment adviser to the Hartford Funds and their investors the Hartford Funds and their

shareholders have sustained many millions of dollars in damages

121 In charging and receiving inappropriate and unlawful compensation and in failing

to put the interests of the Plaintiff and other shareholders of the Funds ahead of its own interests

41



Defendant has breached and continues to breach its statutory fiduciary duty to Plaintiff in

violation of 36b

122 The Plaintiff seeks pursuant to 36b3 of the ICA the actual damages

resulting from the breach of fiduciary duty by Defendant up to and including the amount of

compensation or payments received from the Funds

123 Alternatively the Plaintiff seeks rescission of the contracts and restitution of all

fees paid pursuant thereto See 15 U.S.C 80a-46a-b of the When violation of the ICA

has occurred court may order that the Investment Management Agreements between the

Defendant and the Hartford Funds on behalf of the Hartford Funds be rescinded thereby

requiring restitution of all investment management fees paid to it by the Hartford Funds from one

year prior to the commencement of this action through the date of trial together with interest

costs disbursements attorneys fees fees of expert witnesses and such other items as may be

allowed to the maximum permitted by law

124 The Plaintiff respectfully requests
trial by jury for all issues above so triable

COUNT II

AGAINST DEFENDANT HIFSCO PURSUANT TO
ICA 36b DERIVATIVELY

ON BEHALF OF THE HARTFORD FUNDS

Unreasonable and Excessive Rule 12b-1 Distribution Fees

and Extraction of Additional Compensation for Investment Management Services

125 The Plaintiff repeats and realleges each and every allegation contained prior to

Count as if fully set forth herein

126 The 2b- fees charged and received by Defendant were designed to and did

extract additional compensation for Defendants management services in violation of

Defendants fiduciary duty under ICA 36b Even to the extent that the 12b-1 fees as

opposed to market forces or appreciation contributed to the growth in assets of the Hartford
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Funds the resulting economies of scale benefited only Defendant and not the Hartford Funds or

their shareholders such as the Plaintiff

l27 In failing to pass along economies-of-scale benefits from the 12b-1 fees and in

continuing to assess 2b- fees pursuant to the Distribution Plans despite the fact that no benefits

inured to the Hartford Funds or their shareholders Defendant has violated and continues to

violate the ICA and has breached and continues to breach its statutory fiduciary duty to Plaintiff

and the Funds in violation of 36b both as result of negotiation process that tacked good

faith and integrity and/or with respect to the substantive amounts of the fees

128 Plaintiff seeks pursuant to ICA 36b3 the actual damages resulting from the

breach of fiduciary duty by Defendant up to and including the amount of compensation or

payments received from the Hartford Funds

129 Alternatively the Plaintiff seeks rescission of the Rule 2b- Distribution Plans

and restitution of all fees paid pursuant thereto See 15 U.S.C 80a-46a-b of the ICA When

violation of the ICA has occurred court may order that the contracts between the Defendant

and the Hartford Funds on behalf of the Hartford Funds be rescinded thereby requiring

restitution of all l2b-l fees paid to it by the Hartford Funds from one year prior to the

commencement of this action through the date of trial together with interest costs

disbursements attorneys fees fees of expert witnesses and such other items as may be allowed

to the maximum permitted by law

130 The Plaintiff respectfully requests trial by jury for all issues above so triable

WhEREFORE Plaintiff demands judgment as follows

An order declaring that Defendant has violated and continues to violate ICA

12 36b and Rule 12b-l through the receipt of fees from the Hartford Funds that breach

Defendants fiduciary duty with respect to the reception of compensation
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An order preliminarily and permanently enjoining Defendant from further

violations of the Investment Company Act

An order awarding compensatory damages on behalf of the Hartford Funds

against Defendant including repayment of all unlawful fees paid to it by the Hartford Funds or

their security holders from one year prior to the commencement of this action through the date of

the trial of this case together with interest costs disbursements attorneys fees fees of expert

witnesses and such other items as may be allowed to the maximum extent permitted by law

Plaintiff reserves the right to seek punitive damages where applicable

An order rescinding the several investment management agreements and Rule

2b- Distribution Plans between the Defendant and the Hartford Funds pursuant to 15 U.S.C

80a-46b including restitution of all investment management fees and 2b- fees paid to it by

the Hartford Funds from period commencing one year prior to the commencement of this

action through the date of the trial of this case together with interest costs disbursements

attorneys fees fees of expert witnesses and such other items as may be allowed to the

maximum extent permitted by law

Such other and further relief as may be just and proper under the circumstances

Dated October 14 2010

Respectfully submitted

ROSENTHAL MONHAIT GODDESS P.A

By Is Carmella Keener

Carmella Keener Del Bar No 2810

919 Market Street

Suite 1401 Citizens Bank Center

P.O Box 1070

Wilmington DE 19899-1070

302 656-4433

ckeenercärmgglaw.com
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EXHIBIT 5.2

INVESTMENT MANAGEMENT AGREEMENT WITH

HARTFORD INVESTMENT FINANCIAL SERVICES COMPANY

PAGE

INVESTMENT MANAGEMENT AGREEMENT

This Agrement is made by and between Hartford Investment Financial

Services Company Delaware corporation HIFSCO and ITT Hartford Mutual
Funds Inc Maryland corporation the Company whereby HIFSCO will act as

investment manager to each series of the Company as listed on Attachment each
Portfolio and together the Portfolios and any future series as agreed to

between HIFSCO and the Company

WHEREAS the Company and HIFSCO wish to enter into an agreement setting
forth the services to be performed by HIFSCO for each Portfolio of the Company
and the terms and conditions under which such services will be performed

NOW THEREFORE in consideration of the promises and the mutual agreements
herein contained the parties hereto agree as follows

GENERAL PROVISION

The Company hereby employs HIFSCO and HIFSCO hereby undertakes to act

as the investment manager of the Company and to each Portfolio and to

perform for the Company such other duties and functions as are

hereinafter set forth and such other duties as may be necessary or

appropriate in connection with its services as investment manager
HIFSCO shall in all matters give to the Company and its Board of

Directors the benefit of its best judgment effort advice and

recommendations and shall at all times conform to and use its best
efforts to enable the Company to conform to the provisions of the

Investment Company Act of 1940 the Investment Company Act and any
rules or regulations thereunder ii any other applicable provisions
of state or federal law iii the provisions of the Articles of

Incorporation and ByLaws of the Company as amended from time to time
iv policies and determinations of the Board of Directors of the

Company the fundamental policies and investment restrictions of

the Company and Portfolios as reflected in the Companys registration
statement under the Investment Company Act or as such policies may
from time to time be amended by the Companys shareholders and vi
the Prospectus and Statement of Additional Information of the Company
in effect from time to time The appropriate officers and employees
of HIFSCO shall be available upon reasonable notice for consultation
with any of the Directors and officers of the Company with respect to

any matters dealing with the business and affairs of the Company
including the valuation of any of each Portfolios securities which
are either not registered for public sale or not being traded on any
securities market

INVESTMENT MANAGEMENT SERVICES

HIFSCO shall subject to the direction and control by the

Companys Board of Directors regularly provide investment
advice and recommendations to each
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Portfolio with respect to its

investments investment policies and the purchase and sale of

securities ii supervise continuously the investment program of

each Portfolio and the composition of its portfolio securities
and determine what securities shall be purchased or sold by each

Portfolio and iii arrange subject to the provisions of

paragraph hereof for the purchase of securities and other



investments for each Portfolio and the sale of securities and
other investments held in each Portfolio

HIFSCO shall provide such economic and statistical data relating
to each Portfolio and such information concerning important
economic political and other developments as HIFSCO shall deem

appropriate or as shall be requested by the Companys Board of

Directors

ADMINISTRATIVE SERVICES

In addition to the performance of investment advisory services HIFSCO
shall perform the following services in connection with the

management of the Company

assist in the supervision of all aspects of the Companys
operation including the coordination of all matters relating to

the functions of the custodian transfer agent or other

shareholder servicing agents if any accountants attorneys
and other parties performing services or operational functions
for the Company

provide the Company with the services of persons who may be

1lIFSCOts officers or employees competent to serve as officers of

the Company and to perform such administrative and clerical

functions as are necessary in order to provide effective
administration for the Company including the preparation and
maintenance of required reports books and records of the

Company and

provide the Company with adequate office space and related
services necessary for its operations as contemplated in this

Agreement

SUBADVISERS AND SUB-CONTRACTORS

HIFSCO upon approval of the Board of Directors and shareholders where

appropriate may engage one or more investment advisers which are

either registered as such or specifically exempt from registration
under the Investment Advisers Act of 1940 to act as subadvisers to

provide with respect to existing and future Portfolios of the

Company some or all of the services set forth in Sections and of

this Agreement In addition HIFSCO may subcontract for any of the

administrative services listed in Section

BROKERAGE TRANSACTIONS
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When placing orders for the purchase or sale of Portfolios

securities HIFSCO or any subadviser approved in accordance with

Section of this Agreement shall use its best efforts to obtain the

best net security price available for Portfolio Subject to and in

accordance with any directions which the Board of Directors may issue

from time to time HIFSCO or the subadviser if applicable may also

be authorized to effect individual securities transactions at

commission rates in excess of the minimum commission rates available
if HIFSCO or the subadviser if applicable determines in good faith

that such amount of commission is reasonable in relation to the value
of the brokerage or research services provided by such broker or

dealer viewed in terms of either that particular transaction or



RIFSCOs or the subadvisers overall responsibilities with respect to

Portfolio and other advisory clients The execution of such

transactions shall not be deemed to represent an unlawful act or

breach of any duty created by this Agreement or otherwise HIFSCO or

the subadviser will promptly communicate to the Board of Directors

such information relating to portfolio transactions as the Board may

reasonably request

EXPENSES

Expenses to be paid by the Company include but are not limited to

Ci interest and taxes ii brokerage commissions Ciii premium for

fidelity and other insurance coverage requisite to the Companys
operations iv the fees and expenses of its noninterested

directors legal audit and fund accounting expenses vi
custodian and transfer agent fees and expenses vii expenses
incident to the redemption of its shares viii fees and expenses
related to the registration under federal and state securities laws of

shares of the Company for public sale ix expenses of printing and

mailing prospectuses reports notices ad proxy material to

shareholders of the Company all other expenses incidental to

holding meetings of the Companys shareholders and xi such

extraordinary nonrecurring expenses as may arise including
litigation affecting the Company and any obligation which the Company
may have to indemnify its officers and Directors with respect thereto

Any officer or employee of HIFSCO or of any entity controlling
controlled by or under common control with HIFSCO who may also serve

as officers directors or employees of the Company shall not receive

any compensation from the Company for their services

COMPENSATION OF HIFSCO

As compensation for the services rendered by HIFSCO each Portfolio
shall pay to HIFSCO as promptly as possible after the last day of each
month during the term of this Agreement fee accrued daily and paid

monthly based upon the following annual rates and upon the calculated

daily net asset value of the Portfolio

MONEY MARKET FUND

Net Asset Value Annual Rate
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First $500000000 0.50%

Next $500000000 0.45%

Amount Over $1 Billion 0.40%

THE BOND INCOME STRATEGY FUND

Net Asset Value Annual Rate

First $500000000 0.65%

Next $500000000 0.55%

Amount Over $1 Billion 0.50%

SMALL COMPANY FUND AND INTERNATIONAL OPPORTUNITIES FUND

Net Asset Value Annual Rate

First $500000000 0.85%

Next $500000000 0.75%



Amount Over $1 Billion 0.70%

CAPITAL APPRECIATION FUND AND STOCK FUND

Net Asset Value Annual Rate

First $500000000 0.80%

Next $500000000 0.70%

Amount Over $1 Billion 0.65%

DIVIDEND AND GROWTH FUND AND ADVISERS FUND

Net Asset Value Annual Rate

First $500000000 0.75%

Next $500000000 0.65%

Amount Over $1 Billion 0.60%

HIFSCO or an affiliate of HIFSCO may agree to subsidize any of the

Portfolios to any level that HIESCO or any such affiliate may specify

Any such undertaking may be modified or discontinued at any time

If it is necessary to calculate the fee for period of time which is less

than month then the fee shall be calculated at the annual rates

provided above but prorated for the number of days elapsed in the month in

question as percentage of the total number of days in such month ii
based upon the average of the Portfolios daily net asset value for the

period in question and iii paid within reasonable time after the close

of such period
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8.LIABILITY OF HIFSCO

HIFSCO shall not be liable for any loss or losses sustained by reason

of any investment including the purchase holding or sale of any

security or with respect to the administration of the Company as

long as HIFSCO shall have acted in good faith and with due care
provided however that no provision in this Agreement shall be deemed

to protect HIFSCO against any liability to the Company or its

shareholders by reason of its willful misfeasance bad faith or gross

negligence in the performance of its duties or by reason of its

reckless disregard of its obligations and duties under this Agreement

DURATION OF AGREEMENT

This Agreement shall be effective on March 1997 and shall

continue in effect through July 22 1998 This Agreement unless

sooner terminated in accordance with 9b below shall continue

in effect from year to year thereafter provided that its

continuance is specifically approved at least annually by

vote of majority of the members of the Board of Directors of

the Company or by vote of majority of the outstanding voting

securities of each Portfolio and in either event by the

vote of majority of the members of the Companys Board of

Directors who are not parties to this Agreement or interested

persons of any such party cast in person at meeting called for

the purpose of voting on this Agreement

This Agreement may be terminated at any time without the

payment of any penaltr either by vote of majority of the

members of the Board of Directors of the Company or by vote of

majority of the Portfolios outstanding voting securities on



sixty days prior written notice to HIFSCO shall immediately
terminate in the event of its assignment and may be

terminated by HIESCO on sixty days prior written notice to the

Portfolio but such termination will not be effective until the

Portfolio shall have contracted with one or more persons to serve

as successor investment adviser for the Portfolio and such

persons shall have assumed such position

As used in this Agreement the terms assignment interested
person and vote of majority of the Companys outstanding voting
securities shall have the meanings set forth for such terms in

the 1940 Act as amended
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Any notice under this Agreement shall be given in writing
addressed and delivered or mailed postpaid to the other party
to this Agreement to whom such notice is to be given at such

partys current address

10 OTHER ACTIVITIES

Nothing in this Agreement shall limit or restrict the right of any
director officer or employee of HIFSCO to engage in any other

business or to devote his or her time and attention in part to the

management or other aspects of any other business whether of

similar nature or dissimilar nature nor to limit or restrict the

right of HIFSCO to engage in any other business or to render services
of any kind to any other corporation firm individual or association

11 ADDITIONAL SERIES

The amendment of this Agreement for the sole purpose of adding one or

more Portfolios shall not be deemed an amendment affecting an already
existing Portfolio and requiring the approval of shareholders of that
Portfolio

12 INVALID PROVISIONS

If any provision of this Agreement shall be held or made invalid by
court decision statute rule or otherwise the remainder of this

Agreement shall not be affected thereby

13 GOVERNING LAW

To the extent that federal securities law.s do not apply this

Agreement and all performance hereunder shall be governed by the laws
of the State of connecticut which apply to contracts made and to be

performed in the State of Connecticut
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IN WITNESS WHEREOF the parties hereto have caused this Agreement to be
executed on the 3rd day of March 1997

HARTFORD INVESTMENT FINANCIAL
SERVICES COMPANY
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EXHIBIT 99.dii

AMENDMENT NUMBER TO

INVESTMENT MANAGEMENT AGREEMENT

Pursuant to the Investment Management Agreement between Hartford
Investment Financial Services Company HIFSCO and The Hartford Mutual Funds
Inc formally known as ITT Hartford Mutual Funds Inc dated March 1997

the Agreement The Hartford MidCap Fund is hereby included as an additional
Portfolio All provisions in the Agreement shall apply to the management of The

Hartford MidCap Fund except as follows

HIFSCO shall be paid fee accrued daily and paid monthly based upon

the following annual rates and upon the calculated daily net asset value of the

Fund

TABLE
Net Asset Value Annual Rate

First $500000000 0.85%

Next $500000000 0.75%

Amount Over $1 Billion 0.70%

/TABLE

The effective date for this amendment shall be December 31 1997 The

initial term of the amended Agreement with respect to the Fund shall be for

twoyear period subject to continuance or termination as specified in Sections
9a and 9b of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this amendment to be

executed on the 31st day of December 1997

HARTrORD INVESTMENT FINANCIAL SERVICES COMPANY

Is Joseph Gareau

By Joseph Gareau

Title President

THE HARTFORD MUTUAL FUNDS INC
on behalf of

The Hartford MidCap Fund

Is Andrew Kohnke

By Andrew Kohnke

Title Vice President

TEXT
/DOCIJMENT
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AMENDMENT NUMBER TO

INVESTMENT M1NAGEMENT AGREEMENT

Pursuant to the Investment Management Agreement between Hartford

Investment Financial Services LLC formerly known as Hartford Investment

Financial Services Company HIFSCO and The Hartford Mutual Funds Inc
formerly known as ITT Hartford Mutual Funds Inc dated March 1997 as

amended the Agreement The Hartford Income Fund The Hartford Inflation Plus

Fund The Hartford Short Duration Fund The Hartford Tax-Free California Fund

and The Hartford Tax-Free New York Fund are hereby included in the definition of

Portfolio All provisions in the Agreement shall apply to the management of The

Hartford Income Fund The Hartford Inflation Plus Fund The Hartford Short

Duration Fund The Hartford TaxFree California Fund and The Hartford Tax-Free
New York Fund except as stated below

The advisory fee for the five new portfolios shall be accrued daily and
paid monthly based upon the following annual rates and upon the calculated
daily net asset value of the Fund

The Hartford Income Fund and The Hartford Inflation Plus Fund

TABLE
CAPTION

Net Asset Value Annual Rate

First $500 million 0.60%

Amount over $500 million 0.55%

/TABLE

The Hartford Short Duration Fund The Hartford TaxFree California Fund

and The Hartford TaxFree New York Fund

TABLE
CAPTION

Net Asset Value Annual Rate

First $500 million 0.55%

Amount over $500 million 0.50%

/TABLE

This amended Agreement is effective for period of two years from the

date hereof and shall continue in effect thereafter in accordance with the

provisions of Section of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this amendment to be

executed on the 31st day of October 2002

HARTFQRD INVESTMENT FINANCIAL THE HARTFORD MUTUAL FUNDS
SERVICES LLC INC

on behalf of
By Is David Znamierowski The Hartford Income Fund

The Hartford Inflation Plus Fund
David Znamierowski The Hartford Short Duration Fund

Senior Vice President Investments The Hartford Tax-Free California Fund



c/TEXT
c/DC CU KENT

The Hartford Tax-Free New York Fund

By /s/ David 11 Znamierowski

David t-1 Znamierowski

President
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EXHIBIT D.XXV

AMENDMENT NUMBER 24 TO
INVESTMENT MANAGEMENT AGREEMENT

Effective November 2008

Pursuant to the Investment Management Agreement between Hartford Investment Financial Services LLC

formerly known as Hartford Investment Financial Services Company HIFSCO and The Hartford Mutual

Funds Inc formerly known as ITT Hartford Mutual Funds Inc dated March 1997 as amended the

Agreement is hereby further amended as follows

In Section of the Agreement the fee schedule for the Portfolios is restated as follows

Advisers Fund

Net Asset Value Annual Rate

On first $500 million 0.690%

On next $500 million 0.625%

On next $4 billion 0.575%

On next $5 billion 0.5725%

Over $10 billion 0.570%

Balanced Allocation Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

Overnext $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Balanced Income Fund

Net Asset Value Annual Rate

On first $250 million 0.725%

On next $250 million 0.700%

On next $500 million 0.675%

On next $4 billion 0.6 50%

On next $5 billion 0.6475%

Over $10 billion 0.645%

Capital Appreciation Fund

Net Asset Value Annual Rate

On first $500 million 0.80%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.6475%

Over $10 billion 0.645%

HMF Inc



Capital Appreciation 11 Fund

Net Asset Value Annual Rate

On first $250 million 1.00%

On next $250 million 0.95%

On next $500 million 0.90%

On next $4 billion 0.85%

On next $5 billion 0.8475%

Over $10 billion 0.845%

Checks and Balances Fund

Net Asset Value Annual Rate

None

Conservative Allocation Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.07 0%

Disciplined Equity Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.675%

On next $4 billion 0.625%

On next $5 billion 0.6225%

Over $10 billion 0.62%

Diversified International Fund

Net Asset Value Annual Rate

On first $500 million 1.00%

On next $500 million 0.95%

Next $4 billion 0.90%

Next $5 billion 0.8975%

Over $10 billion 0.895%

Dividend and Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.65%

On next $4 billion 0.60%

On next $5 billion 0.5975%

Over $10 billion 0.595%

HMF Inc



Equity Growth Allocation Fund

Net Asset Value Annual Rate

On first $500 mitlion 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Equity Income Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.6475%

Over $10 billion 0.645%

Floating Rate Fund

Net Asset Value Annual Rate

On first $500 million 0.65%

On next $4.5 billion 0.60%

On next $5 billion 0.58%

Over $10 billion 0.57%

Fundamental Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.85%

On next $500 million 0.80%

On next $4 billion 0.75%

On next $5 billion 0.7475%

Over $10 billion 0.745%

Global Communications Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.85%

On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

Global Enhanced Dividend Fund

Net Asset Value Annual Rate

On first $500 million 1.00%

On next $500 million 0.95%

On next $4 billion 0.90%

On next $5 billion 0.88%

Over $10 billion 0.8 7%

HMF Inc



Global Equity Fund

Net Asset Value Annual Rate

On first $500 million 0.95%

On next $500 million 0.90%

On next $4 billion 0.85%

On next $5 billion 0.8475%

Over $10 billion 0.845%

Global Financial Services Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.85%

On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

Global Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.85%

On next $500 million 0.75%

On next $4 billion 0.70%

On next $5 billion 0.6975%

Over $10 billion 0.69 5%

Global Health Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.85%

On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

Global Technology Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.85%

On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

Growth Allocation Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.08%

Over $10 billion 0.07%

HMF Inc



High Yield Fund

Net Asset Value Annual Rate

On first $500 million 0.70%

On next $500 million 0.65%

On next $4 billion 0.60%

On next $5 billion 0.58%

Over $10 billion 0.57%

High Yield Municipal Bond Fund

Net Asset Value Annual Rate

On first $500 million 0.55%

On next $500 million 0.50%

On next $4 billion 0.475%

On next $5 billion 0.455%

Over $10 billion 0.445%

income Fund

Net Asset Value Annual Rate

On first $500 million 0.55%

On next $4.5 billion 0.50%

On next $5 billion 0.4 8%

Over $10 billion 0.47%

income Allocation Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

inflation Plus Fund

Net Asset Value Annual Rate

On first $500 million 0.55%

On next $4.5 billion 0.50%

On next $5 billion 0.48%

Over $10 billion 0.47%

International Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.85%

On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

HMF Inc



International Opprtunities Fund

Net Asset Value Annual Rate

On first $500 million 0.85%

On next $500 million 0.75%

On next $4 billion 0.70%

On next $5 billion 0.6975%

Over $10 billion 0.695%

Internation at Small Company Fund

Net Asset Value Annual Rate

On first $500 million 0.90%

On next $500 million 0.8 5%
On next $4 billion 0.80%

On next $5 billion 0.7975%

Over $10 billion 0.795%

LargeCap Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.65%

On next $500 million 0.60%

On next $4 billion 0.55%

On next $5 billion 0.53%

Over $10 billion 0.52%

MipFund

Net Asset Value Annual Rate

On first $500 million 0.85%

On next $500 million 0.75%

On next $4 billion 0.70%

On next $5 billion 0.6975%

Over $10 billion 0.695%

MidCap Growth Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.63%

Over $10 billion 0.62%

MidCap Value Fund

Net Asset Value Annual Rate

On first $500 million 0.80%

On next $500 million 0.725%

On next $4 billion 0.675%

On next $5 billion 0.6725%

Over $10 billion 0.67%

HMF Inc



Money Market Fund

Net Asset Value Annual Rate

On first $1 billion 0.45%

On next $4 billion 0.40%

On next $5 billion 0.3 8%
Over $1 billion 0.37%

Retirement Income Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

Next $4.5 billion 0.10%

Next $5 billion 0.080%

Over $10 billion 0.070%

Select MidCap Value Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.63%

Over $10 billion 0.62%

Select SmailCap Value Fund

Net Asset Value Annual Rate

On first $500 million 1.00%

On next $500 million 0.95%

On next $4 billion 0.90%

On next $5 billion 0.8975%

Over $10 billion 0.895%

Short Duration Fund

Net Asset Value Annual Rate

On first $500 million 0.45%

On next $4.5 billion 0.40%

On next $5 billion 0.3 8%
Over $10 billion 0.37%

Small Company Fund

Net Asset Value Annual Rate

On first $250 million 0.85%

On next $250 million 0.80%

On next $500 million 0.75%

On next $500 million 0.70%

On next $3.5 billion 0.65%

On next $5 billion 0.63%

Over $10 billion 0.62%

HMF Inc



Stock Fund

Net Asset Value Annual Rate

On first $500 million 0.75%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.6475%

Over $10 billion 0.645%

Strategic Income Fund

Net Asset Value Annual Rate

On first $500 million 0.55%

On next $500 million 0.50%

On next $4 billion 0.475%

On next $5 billion 0.455%

Over $10 billion 0.445%

Tget Retirement 2010 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2015 Fund

Net Asset Value Annual Rate

Onfirst$500millioii 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.08 0%

Over $10 billion 0.070%

Target Retirement 2020 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2025 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

HMF Inc



Target Retirement 2030 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2035 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2040 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2045 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Target Retirement 2050 Fund

Net Asset Value Annual Rate

On first $500 million 0.15%

On next $4.5 billion 0.10%

On next $5 billion 0.080%

Over $10 billion 0.070%

Tax-Free California Fund

Net Asset Value Annual Rate

On first $500 million 0.500%

On next $4.5 billion 0.450%

On next $5 billion 0.430%

Over $10 billion 0.420%

HMF Inc



Tax-Free New York Fund

Net Asset Value Annual Rate

On first $500 million 0.50%

On next $4.5 billion 0.45%

On next $5 billion 0.43%

Over $10 billion 0.42%

Total Return Bond Fund

Net Asset Value Annual Rate

On first $500 million 0.55%

On next $500 million 0.525%

On next $4 billion 0.50%

On next $5 billion 0.48%

Over $10 billion 0.47%

Value Fund

Net Asset Value Annual Rate

On first $500 million 0.80%

On next $500 million 0.70%

On next $4 billion 0.65%

On next $5 billion 0.6475%

Over $10 billion 0.645%

HAR1PORD INVESTMENT FINANCIAL ThE HARTFORD MUTUAL FUNDS INC

SERVICES LLC

By/9Aren By/s/Robert Arena

Robert Arena Robert Arena

Manager Senior Vice President/ Vice President

Business Line Principal

HMF Inc
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EXIII BIT DO

INVESTMENT MANAGEMENT AGREEMENT

This Agreement is made by and between Hartford Investment Financial Services LLC Delaware limited liability company the

Adviser and The Hartford Mutual Funds Inc corporation organized under the laws of the State of Maryland the Company on its

own behalf and on behalf of each of its series listed on Schedule hereto as it may be amended from time to time each Portfolio

and collectively the Portfolios

WHEREAS the Adviser has agreed to furnish investment advisory services to the Company an open-end management

investment company registered under the Investment Company Act of 1940 as amended the 1940 Act and each Portfolio and

WHEREAS the Company and the Adviser wish to enter into this Agreement setting forth the investment advisory services to be

performed by the Adviser for the Company and each Portfolio and the terms and conditions under which such services will be performed

and

WHEREAS this Agreement has been approved in accordance with the provisions of the 1940 Act and HIFSCO is willing to

furnish such services upon the terms and conditions herein set forth

NOW THEREFORE in consideration of the promises and the mutual agreements herein contained the parties hereto agree as

follows

General Provision

The Company hereby employs the Adviser and the Adviser hereby undertakes to act as the investment manager of the Company

and to each Portfolio and to perform for the Company such other duties and functions as are hereinafter set forth and such other duties as

may be necessary or appropriate in connection with its services as investment manager The Adviser shall in all matters give to the

Company and its Board of Directors the benefit of its best judgment effort advice and recommendations and shall at all times conform to

and use its best efforts to enable the Company to conform to the provisions of the 1940 Act and any rules or regulations thereunder

ii any other applicable provisions of state or federal law iii the provisions of the Articles of Incorporation and By-Laws of the

Company as amended from time to time iv the policies and determinations of the Board of Directors of the Company the

fundamental policies and investment restrictions of the Company and Portfolios as reflected in the Companys registration statement under

the 1940 Act or as such policies may from time to time be amended by the Companys shareholders and vi the Prospectus and

Statement of Additional Information of the Company in effect from time to time The appropriate officers and employees of the Adviser

shall be available upon reasonable notice for consultation with any of the Directors and officers of the Company with respect to any

matters dealing with the business and affairs of the Company including the valuation of any of each Portfolios securities that are either not

registered for public sale or not being traded on any securities market



Investment Management Services

Subject to the direction and control by the Companys Board of Directors the Adviser shall or shall cause an

affiliate to regularly provide investment advice and recommendations to each Portfolio with respect to its

investments investment policies and the purchase and sale of securities ii supervise continuously the investment

program of each Portfolio and the composition and performance of its portfolio securities and determine what securities

shall be purchased or sold by each Portfolio and iii arrange subject to the provisions of Section hereof for the

purchase of securities and other investments for each Portfolio and the sale of securities and other investments held in

each Portfolio

The Adviser shall provide or shall cause an affiliate to provide such economic and statistical data relating to

each Portfolio and such information concerning important economic political and other developments as the Adviser

shall deem appropriate or as shall be requested by the Companys Board of Directors

Administrative Services

En addition to the performance of investment advisory services the Adviser shall perform or shall cause an affiliate to perform

the following services in connection with the management of the Company

assist in the supervision of all aspects of the Companys operation including the coordination of all matters

relating to the tijnctjons of the custodian transfer agent or other shareholder servicing agents if any accountants

attorneys and other parties performing services or operational functions for the Company

provide the Company with the services of persons who may be the Advisers officers or employees competent

to serve as officers of the Company and to perform such administrative and clerical functions as are necessary in order to

provide effective administration for the Company including the preparation and maintenance of required reports books

and records of the Company and

provide the Company with adequate office space and related services necessary for its operations as

contemplated in this Agreement

provide such other services as the parties hereto may agree upon from time to time

Sub-Advisers an4Sub-Contractors

The Adviser upon approval of the Board of Directors may engage one or more investment advisers that are registered as such

under the Investment Advisers Act of 1940 as amended to act as sub-adviser with respect to existing and future Portfolios of the

Company Such sub-adviser or sub-advisers shall assume such responsibilities and obligations of the Adviser pursuant to this Investment

Management Agreement as shall be delegated to the sub-adviser or sub-advisers and the Adviser will supervise and oversee the activities

of any such sub-adviser or sub-advisers In addition the Adviser may subcontract for any of the administrative services set forth in

Section above



Brokerage Transactions

When placing orders for the purchase or sale of Portfolios securities the Adviser or any sub-adviser appointed by the Adviser

shall use its best efforts to obtain the best net security price available for Portfolio Subject to and in accordance with any directions that

the Board of Directors may issue from time to time the Adviser or the sub-adviser if applicable may also be authorized to effect

individual securities transactions at commission rates in excess of the minimum commission rates available if the Adviser or the sub

adviser if applicable determines in good faith that such amount of commission is reasonable in relation to the value of the brokerage or

research services provided by such broker or dealer viewed in terms of either that particular transaction or the Advisers or the sub-

advisers overall responsibilities with respect to Portfolio and other advisory clients The execution of such transactions shall not be

deemed to represent an unlawful act or breach of any duty created by this Agreement or otherwise The Adviser or the sub-adviser will

promptly communicate to the Board of Directors such information relating to portfolio transactions as the Board may reasonably request

penses

Expenses to be paid by the Company include but are not limited to interest and taxes ii brokerage commissions

ill premiums for fidelity and other insurance coverage requisite to the Companys operations iv the fees and expenses of its non-

interested directors legal audit and fund accounting expenses vi custodian and transfer agent fees and expenses vii expenses

incident to the redemption of its shares viii fees and expenses related to the registration under federal and state securities laws of shares

of the Company for public sale ix expenses of printing and mailing prospectuses reports notices and proxy material to shareholders of

the Company all other expenses incidental to holding meetings of the Companys shareholders and xi such extraordinary non

recuthng expenses as may arise including litigation affecting the Company and any obligation which the Company may have to indemnify

its officers and Directors with respect thereto Any officer or employee of the Adviser or of any entity controlling controlled by or under

common control with the Adviser who may also serve as officers directors or employees of the Company shall not receive any

compensation from the Company for their services

Cmpensatioiiojthe Adviser

As compensation for the services rendered by the Adviser each Portfolio shall pay to the Adviser as promptly as possible after

the last day of each month during the term of this Agreement fee accrued daily and paid monthly as set forth in Schedule to this

Agreement as it may be amended from time to time

The Adviser or an affiliate of the Adviser may agree to subsidize any of the Portfolios to any level that the Adviser or any such

affiliate may specify Any such undertaking may be modified or discontinued at any time except to the extent the Adviser explicitly agrees

to maintain such undertaking for specified period

if it is necessary to calculate the fee for period of time that is less than month then the fee shall be calculated at the annual

rates provided in Schedule but prorated for the number of days elapsed in the month in question as percentage of the total number of

days in such month iibased
upon

the average of the Portfolios daily net asset value for the period in question and iii paid within

reasonable time after the close of such period



Liability of the Adviser

The Adviser shall not be liable for any loss or losses sustained by reason of any investment including the

purchase holding or sale of any security or with respect to the administration of the Company as long as the Adviser

shall have acted in good fith and with due care provided however that no provision in this Agreement shall be deemed

to protect the Adviser against any liability to the Company or its shareholders by reason of its willful misfeasance bad

faith or gross negligence or alternatively in respect of any Portfolio for which the sub-adviser at the tine of such loss is

Hartford Investment Management Company its negligence in the performance of its duties or by reason of its reckless

disregard of its obligations and duties under this Agreement

The rights of exculpation and indemnification are not to be construed so as to provide for exculpation or

indemnification provided under 8a of any person for any liability including liability under U.S federal securities laws

that under certain circumstances impose liability even on persons that act in good faith to the extent but only to the

extent that exculpation or indemnification would be in violation of applicable law but will be construed so as to

effectuate the applicable provisions of this section to the maximum extent permitted by applicable law

Duration of Agreement

This Agreement shall be effective on November 2009 This Agreement unless sooner terminated in

accordance with 9b below shall continue in effect from year to year thereafter provided that its continuance is

specifically approved at least annually by vote of majority of the members of the Board of Directors of the

Company or by vote of majority of the outstanding voting securities of each Portfolio and in either event by the

vote of majority of the members of the Companys Board of Directors who are not parties to this Agreement or

interested persons of any such party cast in person at meeting called for the purpose of voting on this Agreement

This Agreement may be terminated at any time without the payment of any penalty either by vote of

majority of the members of the Board of Directors of the Company or by vote of majority of the Portfolios

outstanding voting securities on sixty days prior written notice to the Adviser shall immediately terminate in the

event of its assignment and may be terminated by the Adviser on sixty days prior written notice to the Portfolio but

such termination will not be effective until the Portfolio shall have contracted with one or more persons to serve as

successor investment adviser for the Portfolio and such persons shall have assumed such position

As used in this Agreement the terms assignment interested person and vote of majority of the

Companys outstanding voting securities shall have the meanings set forth for such terms in the 1940 Act as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid to the

other party to this Agreement to whom such notice is to be given at such partys current address



10 Other Activities

Nothing in this Agreement shall limit or restrict the right of any director officer or employee of the Adviser to engage in any

other business or to devote his or her time and attention in
part to the management or other aspects of any other business whether of

similar nature or dissimilar nature nor to limit or restrict the right of the Adviser to engage
in

any other business or to render services of

any kind to any other corporation firm individual or association

II Additional Series

The amendment of Schedule to this Agreement for the sole purpose of adding one or more Portfolios shall not be deemed an

amendment of this Agreement or an amendment affecting an already existing Portfolio and requiring the approval of shareholders of that

Portfolio

12 Invalid Provisions

If any provision of this Agreement shall be held or made invalid by court decision statute rule or otherwise the remainder of

this Agreement shall not be affected thereby

13 Governjgj

To the extent that federal securities laws do not apply this Agreement and all performance hereunder shall be governed by the

laws of the State of Connecticut which apply to contracts made and to be performed in the State of Connecticut

14 Amendments

No provision of this Agreement may be changed waived discharged or terminated orally but only by an instrument in

writing signed by the party against whom enforcement of the change waiver discharge or termination is sought and no amendment of

this Agreement will be effective until approved in manner consistent with the 1940 Act and rules and regulations under the 1940 Act and

any applicable Securities and Exchange Commission exemptive order from such rules and regulations Any such instrument signed by
Portfolio must be approved by the vote of majority of the Directors who are not parties to this Agreement or interested persons of

any party to this Agreement cast in person at meeting called for the purpose of voting on such approval and by the vote of majority

of the Directors of the Company or by the vote of majority of the outstanding voting securities of the Portfolio The amendment of

Schedule and/or Schedule 13 to this Agreement for the sole purpose ofi adding or deleting one or more Portfolios or iimaking other

non-material changes to the information included in the Schedule shall not be deemed an amendment of this Agreement

15 Entire Agreement

This Agreement including the schedules hereto constitutes the entire understanding between the parties pertaining to the subject

matter hereof and supersedes any prior agreement between the parties on this subject matter

remainder of this page left intentionally blank



IN WITNESS WHEREOF the parties hereto have caused this Agreement to be executed as of the 1St day of November 2009

Hartford investment Financial Services LLC

Is/Robert Arena

By Robert Arena

Title President

The Hartford Mutual Funds Inc

on behalf of each of its series listed on Attachment

/s/Robert Arena

By Robert Arena

Title President



Schedule

List of PortloJios

HARTFORD MUTUAL FUNDS INC

ON BEHALF OF
The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford DiscipJined Equity Fund

The Hartford Diversified International Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund

The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Equity Fund

The Hartford Global Growth Fund

The Hartford Global Health Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford International Growth Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmailCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Strategic Income Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2015 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2025 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Target Retirement 2035 Fund



The Hartford Target Retirement 2040 Fund

The Hartford Target Retirement 2045 Fund

The Hartford Target Retirement 2050 Fund

The Hartford Tot Return Bond Fund

The Hartford Va$ue Fund



Schedule

Fees

As compensation for the services rendered by the Adviser each Portfolio shall pay to the Adviser as promptly as possible after the last day

of each month during the term of this Agreement fee accrued daily and paid monthly based upon the following annual rates calculated

based on the average daily net asset value of the applicable Portfolio

Advisers Fund

Average Daily Net Assets Annual Rate

First $500 million 0.6900%

Next $500 million 0.6250%

Next $4 billion 0.5750%

Next $5 billion 0.5725%

Amount Over $10 billion 0.5700%

Balanced Income Fund

Average Daily Net Assets Annual Rate

First $250 million 0.7250%

Next $250 million 0.7000%

Next $500 million 0.6750%

Next $4 billion 0.6500%

Next $5 billion 0.6475%

Amount Over $10 billion 0.6450%

Capital Appreciation Fund and Value Fund

Average Daily Net Asscts

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

Capital Appreciation Fund

Average Daily Net Assets

First $250 million

Next $250 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

Annual Rate

0.8000%

0.7000%

0.6500%

0.6475%

0.6450%

Annual Rate

1.0000%

0.9500%

0.9000%

0.8500%

0.8475%

0.8450%



Checks and Balances Fund

Average Daily Net Assets Annual Rate

None

Disciplined Equity Fund

Average Daily Net Assets Annual Rate

First $500 million 0.7500%

Next $500 million 0.6750%

Next $4 million 0.6250%

Next $5 million 0.6225%

Amount Over $10 billion 0.6200%

Diversified international Fund and Select SinaliCap Value Fund

Averuge Daily Net Assets Annual Rate

First $500 million 1.0000%

Next $500 million 0.9500%

Next $4 billion 0.9000%

Next $5 billion 0.8975%

Amount Over $10 billion 0.8950%

Dividend and Growth Fund

Average Daily Nt Assets Annua Rate

First $500 million 0.7500%

Next $500 million 0.6500%

Next $4 billion 0.6000%

Next $5 billion 0.5975%

Amount Over $10 billion 0.5950%

Equity Income Fund

Average Daily Net Assets ADflust Rate

First $500 million 0.7500%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.6475%

Amount Over$I0 billion 0.6450%



Floating Rate Fund

Averige Daily Net Assets Aonual Rate

First $500 million 0.6500%

Next $4.5 billion 0.6000%

Next $5 billion 0.5800%

Amount Over $l0 billion 0.5700%

Fundamental Growth Fund

Average Daily Net Assets Annual Rate

First $500 million 0.8500%

Next $500 million 0.8000%

Next $4 billion 0.7500%

Next $5 billion 0.7475%

Amount Over $10 billion 0.7450%

Global Enhanced Dividend Fund

Average Daily Net Asseta Annual Rate

First $500 million 1.0000%

Next $500 million 0.9500%

Next $4 billion 0.9000%

Next $5 billion 0.8800%

Amount Over $10 billion 0.8700%

GlobalEquity Fund

Average Daily Net Assets Aoouat Rale

First $500 milLion 0.9500%

Next $500 million 0.9000%

Next $4 billion 0.8500%

Next $5 billion 0.8475%

Amount Over $10 billion 0.8450%

Global Growth Fund International Opportunities Fund and MidCap Fund

Average Daily Mel Assets Annual Rate

First $500 million 0.8500%

Next $500 million 0.7500%

Next $4 billion 0.7000%

Next $5 billion 0.6975%

Amount Over $10 billion 0.6950%



Global Health Fund international Growth Fund and International Small Company Fund

Average Daily Net Assets

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over$lO billion

High Yield Fund

Average Daily Net Assct

First $500 million

Next $500 million

Next.$4 billion

Next $5 billion

Amount Over $10 billion

Annual Rate

.9000%

0.8500%

0.8000%

0.7975%

0.7950%

Annual Rate

0.7000%

0.6500%

0.6000%

0.5800%

0.5700%

High Yield Municipal Bond Fund and Strategic Income Fund

Averagey Net Assets Annual Rate

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

Income Fund and Inflation Plus Fund

0.5500%

0.5000%

0.4750%

0.4550%

0.4450%

Average Daily Net Assels

First $500 million

Next $4.5 billion

Next $5 billion

Amount Over $10 billion

MidCap Growth Fund and Select MidCap Value Fund

Annual Rate

0.5500%

0.5000%

0.4800%

0.4700%

Average Daly Net Assets Annual Rate

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

0.7500%

0.7000%

0.6500%

0.6300%

0.6200%



MidCap Value Fund

vsr2 fl.itu N. Scott Annual Rate

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

Money Market Fund

0.8000%

0.7250%

0.6750%

0.6725%

0.6700%

Average Daily Net Assets

First $1 billion

Next $4 billion

Next $5 billion

Amount Over $10 billion

Short Duration Fund

Average Dazly Net Assets

First $500 million

Next $4.5 billion

Next $5 billion

Amount Over $10 billion

Small Company Fund

Average Daily Net Assets

First $250 million

Next $250 million

Next $500 million

Next $500 million

Next $3.5 billion

Next $5 billion

Amount Over $10 billion

Total Return Bond Fund

Annual Rate

0.4500%

0.4000%

0.3800%

0.3700%

Annual Rate

0.4500%

0.4000%

0.3800%

0.3700%

Annual Rate

0.8500%

0.8000%

0.7500%

0.7000%

0.6500%

0.6300%

0.6200%

Average Daily Net Assets Annual Rate

Balanced Allocation Fund Conservative Allocation Fund Equity Growth Allocation Fund Growth Allocation Fund Target

Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020 Fund Target

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

0.5500%

0.5250%

0.5000%

0.4800%

0.4700%



Retirement 2025 Fund Target Retirement 2030 Fund Target RetIrement 2035 Fund Target Retirement 2040 Fund Target

Retirement 2045 Fund and Target Retirement 2050 Fund

Average Dsdy Net Assets Annual Rate

First $500 million 0.1500%

Next $4.5 billion 0.1000%

Next $5 billion 0.0800%

Amount Over $10 billion 0.0700%



Exhlbjt____
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EXHIBIT H.XVIII

EXPENSE LIMITATION AGREEMENT

THIS AGREEMENT dated as of February 2008 between The Hartford Mutual

Funds Inc and The Hartford Mutual Funds II Inc each Company and

collectively the Companies on behalf of each series of the Companies each

Fund and collectively the Funds and Hartford Investment Financial

Services LLC the Adviser

WHEREAS the Adviser has been appointed the investment adviser of each of

the Funds pursuant to an Investment Management Agreement between each Company

on behalf of the Funds and the Adviser and

WHEREAS each Company and the Adviser desire to enter into the arrangements

described herein relating to certain expenses of the Funds

NOW THEREFORE each Company and the Adviser hereby agree as follows

the period commencing November 2007 through February 28 2009

the Adviser hereby agrees to reimburse Fund expenses exclusive of taxes

interest expense brokerage commissions acquired fund fees and expenses and

extraordinary expenses to the extent necessary to maintain the net annual

operating expenses specified for the class of shares of each Fund listed on

Schedule

The reimbursement described in Section above is not subject to

recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this

Agreement in preparing and filing amendments to the registration statements

for the Companies on Form NlA with the Securities and Exchange Commission

in accruing each Funds expenses for purposes of calculating its net asset value

per share and for certain other purposes and expressly permits the Funds to

do so

This Agreement shall renew automatically for oneyear terms unless the

Adviser provides written notice of termination prior to the start of such term

PAGE

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of

the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name Is Tamara Fagely

Tamara Fagely
Title Vice President Treasurer and

Controller

THE HARTFORD MUTUAL FUNDS II INC

Name Is Tamara Fagely



Tamara Fagely

Title Vice President Treasurer and

Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLP

Name Is Robert Arena

Robert Arena

Title Manager Senior Vice President

/Business Line Principal

PAGE

SCHEDULE

TABLE
CAPTION

TOTAL NET ANNU1L OPERATING
EXPENSE LIMIT

AS PERCENT OF AVERAGE DAILY

FUND NET ASSETS

The Hartford Advisers Fund Class 1.18%

Class R3 1.43%

Class R4 1.13%

Class R5 0.83%

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class R3 1.78%

Class R4 1.48%

Class R5 1.18%

The Hartford Balanced Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.90%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

Class R3 1.54%

Class R4 1.24%

Class R5 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

Class 1.25%

The Hartford Checks and Balances Fund Class 1.15%

Class 1.90%

Class 1.90%



Class 0.90%

The Hartford Conservative Allocation Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class R3 1.78%

Class R4 1.48%

Class R5 1.18%

The Hartford Disciplined Equity Fund Class 1.40%

Class 2.15%

Class 2.15%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

/TABLE

PAGE

TABLE

Class R3 1.50%

Class R4 1.20%

Class R5 0.90%

The Hartford Equity Growth Allocation Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.60%

Class R4 1.30%

Class R5 1.00%

Class 0.90%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

Class 1.05%

The Hartford Global Communications Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Global Equity Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class R3 1.90%

Class R4 1.65%



Cla5s R5 1.40%

Class 1.30%

The Hartford Global Financial Services Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

Class R3 1.73%

Class R4 1.43%

Class R5 1.13%

Class 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

Class 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 2.35%

/TABLE
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TABLE

Class 2.35%

Class 1.20%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class 1.42%

Class R3 1.55%

Class R4 1.25%

Class R5 0.95%

Class 0.95%

The Hartford Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

Class R3 1.81%

Class R4 1.51%

Class R5 1.21%

The Hartford Growth Opportunities Fund Class 1.36%

Class 2.11%

Class 2ll%
Class 1.11%

Class 1.45%

Class R3 1.61%

Class R4 1.31%

Class R5 1.01%

Class 1.01%



The Hartford High Yield Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

Class R3 1.40%

Class R4 1.10%

Class R5 0.90%

Class 0.90%

The Hartford High Yield Municipal Bond Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

The Hartford Income Fund Class 0.95%

Class 1.70%

Class 1.70%

Class 0.70%

The Hartford Income Allocation Fund Class 1.20%

Class 95%

Class 1.95%

Class 0.95%

Class R3 1.59%

Class R4 1.29%

Class R5 0.99%

The Hartford Inflation Flus Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class R3 1.25%

/TABLE
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Class R4 1.00%

Class R5 0.76%

Class 0.60%

The Hartford International Growth Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

Class 1.20%

The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class R3 1.82%

Class R4 1.52%

Class R5 1.22%

Class 1.22%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%



Class 1.35%

Class 1.20%

The Hartford MidCap Fund Class 1.37%

Class

Class

Class

Class

Class

Class

Class

Class

Class

Class

Class

Class

1.35%

2.10%

2.10%

95%

1.40%

2.15%

2.15%

1.00%

.30%

2.05%

2.05%

0.90%

The Hartford Select SmallCap Value Fund

/TABLE

Class

Class

Class

Class

Class

Class

Class

2.35%

2.35%

1.20%

0.90%

65%

65%

0.65%

The Hartford LargeCap Growth Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.85%

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Reti.remen.t Income Fund

The Hartford Select MidCap Value Fund

Class 0.90%

Class 1.65%

Class 1.65%

Class R3 1.15%

Class R4 0.85%

Class R5 0.65%

Class 0.65%

Class 1.20%

Class 1.95%

Class 1.95%

Class R3 1.60%

Class R4 1.30%

Class R5 1.00%

Class 0.85%

Class 1.60%

PAGE

TABLE

The Hartford Short Duration Fund

The Hartford Small Company Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class R3 1.65%

Class R4 1.35%



Class R5 1.05%

Class 1.00%

The Hartford SmallCap Growth Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class 1.25%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.05%

The Hartford Stock Fund Class 1.25%

Class R3 1.50%

Class R4 1.20%

Class R5 0.90%

The Hartford Strategic Income Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

The Hartford Target Retlrement 2010 Fund Class 1.25%

Class 2.00%

Class 2.00%

Class R3 1.65%

Class R4 1.35%

R5 1.05%

Class 0.90%

The Hartford Target Retirement 2020 Fund Class 1.30%

Class 2.05%

Class 2.05%

Class R3 1.70%

Class R4 1.40%

Class R5 1.10%

Class 0.95%

The Hartford Target Retirement 2030 Fund Class 1.35%

Class 2.10%

Class 2.10%

Class R3 1.75%

Class R4 1.45%

Class P5 1.15%

Class 1.00%

The Hartford TaxFree California Fund Class 0.85%

Class 1.60%

C/TABLE
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Class 1.60%

Class 0.75%

The Hartford TaxFree Minnesota Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.90%



The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

Class 0.60%

The Hartford TaxFree New York Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.75%

The Hartford Value Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford Value Opportunities Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class 1.45%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.05%
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AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November

2008 between The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc each Company and

collectively the Companies on behalf of each series of the Companies each Fund and collectively the

Funds and Hartford Investment Financial Services LLC the Adviser

WHEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to an

Investment Management Agreement between each Company on behalf of the Funds and the Adviser and

WHEREAS each Company and the Adviser desire to enter into the arrangements described herein relating to

certain expenses of the Funds

NOW THEREFORE each Company and the Adviser hereby agree as follows

For the period commencing November 2008 through February 28 2010 the Adviser hereby agrees to

reimburse Fund expenses exclusive of taxes interest expense brokerage commissions acquired fund fees and

expenses and extraordinary expenses to the extent necessary to maintain the net annual operating expenses

specified for the class of shares of each Fund listed on Schedule

For the period commencing November 2008 through February 28 2010 the Adviser hereby agrees to

reimburse Fund expenses exclusive of taxes interest expense brokerage commissions and extraordinary expenses

to the extent necessary to maintain the net annual operating expenses specified for the class of shares of each Fund

listed on Schedule

The reimbursements described in Section and Section above are not subject to recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this Agreement in preparing and filing

amendments to the registration statements for the Companies on Form N-lA with the Securities and Exchange

Commission in accruing each Funds expenses for purposes of calculating its net asset value
per share and

for certain other purposes and expressly permits the Funds to do so

This Agreement shall renew automatically for one-year terms unless the Adviser provides written notice of

termination prior to the start of such term



IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name /s/Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS IJ INC

Name /slTamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name Is/Robert Arena

Robert Arena

Title Manager Senior Vice President /Business Line Principal

.1



SCHEDULE

Fund Total Net Annual

Operating Expense Limit

as percent olaverage daily net

assets

The Hartford Advisers Fund Class 1.18%

Class R3 1.43%

ClassR4 1.13%

Class R5 0.83%

The Hartford Balanced Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.90%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

CtassR4 1.24%

CIassRS 0.94%

The Hartford Capital Appreciation 11 Fund Class 1.60%

Class 2.35%

ClassC 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

CtassRS 1.25%

Class 1.25%

The Hartford Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

Class P3 1.60%

Class R4 1.30%

ClassR5 1.00%

Class 0.95%

The Hartford Dividend and Growth Fund class 1.25%

Class 1.00%

Class R3 1.50%

ClassR4 1.20%

Class R5 0.90%

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class R3 1.90%

Class R4 1.65%

Class R5 1.40%

Class 1.30%

The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.60%

ClassR4 1.30%

Class R.5 1.00%

Class 0.90%



II



The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

Class 1.05%

The Hartford Global Communications Fund Class 1.60%

Class 2.35%

Class 2.3 5%

ClassY 1.20%

The Hartford Global Enhanced Dividend Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

Class R4 1.60%

ClassRS 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class R3 1.90%

ClassR4 1.65%

Class R5 1.40%

ClassY 1.30%

The Hartford Global Financial Services Fund Class 1.60%

Class 2.35%

Class 2.35%

ClassY 1.20%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR3 1.73%

Class R4 1.43%

ClassR5 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 160%

Class 2.35%

ClassC 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

Class 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class 1.42%

ClassR3 1.55%

Class R4 1.25%

Class R5 0.95%

Class 0.95%





The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

CLassC 2.11%

Class 1.11%

ClassL 1.45%

ClassR3 1.61%

ClassR4 1.31%

ClassR5 1.01%

Class 0.80%

The Hartford High Yield Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 1.40%

CIassR4 1.10%

Class R5 0.90%

ClassY 0.90%

The Hanfod High Yield Municipal Bond Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

The Hartford Income Fund Class 0.95%

Class 1.70%

Class 1.70%

Class 0.70%

The Hartford Inflation Plus Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class R3 .25%

ClassR4 1.00%

ClassR5 0.76%

ClassY 0.60%

The Hartford International Growth Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class R5 1.25%

ClassY 1.20%

The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class 1.32%

ClassR3 1.82%

Class R4 1.52%

Class R5 1.22%

Class 1.22%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassY 1.20%



-I



The Hartford LargeCap Growth Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.85%

The Hartford MidCap Fund Class 1.37%

ClassI 1.12%

The Hartford MidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.l0%

Class 0.95%

The Hartford MidCap Value Fund Class 1.35%

Class 2.10%

ClassC 2.10%

ClassY 0.95%

The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 1.65%

ClassR3 1.15%

Class R4 085%

Class R5 0.65%

Class 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

ClassY 0.90%

The Hartford Select SmallCap Value Fund Class 1.60%

Class 2.35%

Class 2.3 5%

Class 1.20%

The Hartford Short Duration Fund Class 0.90%

Class 1.65%

ClassC 1.65%

Class 065%

The Hartford Small Company Fund Class 1.40%

Class 2.15%

ClassC 215%

Class 1.15%

ClassR3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford SmailCap Growth Fund Class 1.40%

ClassB 2.15%

ClassC 2.15%

Class 1.15%

Class 1.25%

Class R3 1.65%

ClassR4 1.35%

ClassR5 1.05%

ClassY L05%

The Hartford Stock Fund Class 1.25%

Class 1.00%

ClassR3 150%

Class R4 1.20%

Class R5 0.90%



-I



The Hartford Strategic income Fund Class 1.15%

Class 1.90%

Class 190%

Class 0.90%

Class 0.90%

The Hanford Tax-Free California Fund Class 0.85%

Class 1.60%

ClassC 1.60%

Class 0.75%

The Hartford Tax-Free Minnesota Fund Class 0.85%

Class 1.60h

Class 1.60%

Class 0.90%

The Hanford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

Class 0.60%

The Hanford Tax-Free New York Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.75%

The Hartford Value Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class R3 1.65%

Class R4 1.35%

ClassR5 1.05%

ClassY 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

ClassL 1.40%

ClassR3 1.60%

ClassR4 1.30%

CJassR5 1.00%

ClassY 1.00%



SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

CIassC 2.15%

Class 1.15%

Class R3 1.78%

ClassR4 1.48%

ClassR5 1.18%

The Hartford Checks and Balances Fund Class 15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 1.45%

ClassR4 1.15%

Class R5 0.95%

The Hartford Conservative Allocation Fund Class 1.35%

C1assB 2.10%

Class 2.10%

ClassI 1.10%

Class R3 1.78%

Class R4 1.48%

CIassR5 1.18%

The Hartford Equity Growth Allocation Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

Class R5 1.25%

The Hartford Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR3 1.81%

ClassR4 1.51%

ClassRS 1.21%

The Hartford income Allocation Fund Class 1.20%

Class 1.95%

Class 1.95%

Class 0.95%

ClassR3 I.59%

Class R4 1.29%

Class R5 0.99%

The Hartford Retirement Income Fund Class 1.20%

Class 1.95%

Class 1.95%

Class R3 1.60%

ClassR4 1.30%

ClassR5 1.00%

Class 0.85%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class 1.75%

Class 1.75%

Class R3 1.30%

ClassR4 1.00%



Class R5 0.80%

Class 0.80%



The Hartford Target Retirement 2015 Fund Class R3 1.30%

Class R4 1.00%

Class R5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

CfassB 1.80%

ClassC 1.80%

CIassR3 1.35%

Class R4 1.05%

CIassR5 0.85%

Class 0.85%

The Hartford Target Retirement 2025 Fund Class R3 1.35%

ClassR4 1.05%

ClassR5 0.85%

The Hartford Target Retirement 2030 Fund Class 1.05%

ClassB 180%

Class 1.80%

ClassR3 1.35%

CIassR4 1.05%

ClassR.5 085%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

ClassR5 0.85%

The Hartford Target Retirement 2040 Fund Class R3 1.35%

ClassR4 1.05%

Crass R5 0.85%

The Hartford Target Retirement 2045 Fund Class R3 1.40%

ClassR4 1.10%

Class R5 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

ClassR4 1.10%

CIassR5 0.90%

_____I
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EXHIBIT H.XXI

AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November 12009 between

The Hartford Mutual Funds Inc and The Hartford Mutual Funds 11 inc each Company and collectively the Companies on behalf

of each series of the Companies each Fund and collectively the Funds and Hartford Investment Financial Services LLC the

Adviser

WHEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to an Investment Management

Agreement between each Company on behalf of the Funds and the Adviser and

WHEREAS each Company and the Adviser desire to enter into the arrangements described herein relating to certain expenses of

the Funds

NOW THEREFORE each Company and the Adviser hereby agree as follows

For the period commencing November 12009 through February 28 2011 the Adviser hereby agrees to reimburse

Fund expenses exclusive of taxes interest expense brokerage commissions acquired fund fees and expenses and extraordinary expenses

the extent necessary to maintain the net annual operating expenses specified for the class of shares of each Fund listed on Schedule

For the period commencing November 2009 through February 28 2011 the Adviser hereby agrees to reimburse

Fund expenses exclusive of taxes interest expense brokerage commissions and extraordinary expenses to the extent necessary to

maintain the net annual operating expenses specified for the class of shares of each Fund listed on Schedule

The reimbursements described in Section and Section above are not subject to recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this Agreement in preparing and filing amendments

to the registration statements for the Companies on Form N-IA with the Securities and Exchange Commission in accruing each Funds

expenses for purposes of calculating its net asset value per share and for certain other purposes and expressly permits the Funds to do

This Agreement shall renew automatically for one-year terms unless the Adviser provides written notice of termination

prior to the start of such term



This Agreement may be amended or modified by mutual consent of the Adviser and the Board of Directors of the

respective Company at any time prior to the expiration date ofthe Agreement

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name /s/Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS 11 INC

Name /stramara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name /sIRobert Arena

Robert Arena

Title President



SCHEDULE

Total Net Annual

Operatiog Expense Limit

as percent of average daily net

Fund 5sCts

The Hartford Advisers Fund Class 1.18%

ClassR3 1.43%

ClassR4 1.13%

ClassR5 0.83%

The Hartford Balanced Income Fund Class 0.75%

Class 1.50%

Class 1.50%

Class 0.40%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

Class R4 1.24%

Class R5 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35/a

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

Class R5 1.25%

Class 1.25%

The Hartford Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassR3 1.60%

ClassR4 L30%
ClassR5 1.00%

Class 0.95/a

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

ClassR3 1.90%

ClassR4 1.65%

ClassR5 1.40%

ClassY 1.30%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

Class R5 0.90%



The Hartford Equity Income Fund Class 1.25%

Class 2.00%

ClassC 2.00%

Class 1.00%

Class R.3 1.60%

Class R4 l.30%

Class R5 1.00%

Class 0.90%

The Hartford Floating Rate Fund Class 100%

Class 1.75%

Class 1.75%

Class 0.75%

Class R3 1.25%

ClassR4 1.00%

Class R5 0.85%

Class 0.75%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

Class 1.05%

The Hartford Global Enhanced Dividend Fund Class l.600/o

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.60%

ClassR5 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.75%

Class 2.50%

Class 2.50%

Class l.50%

Class R3 2.000/o

Class R4 1.75%

CIassRS 1.50%

Class 1.40%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

Class R3 1.73%

Class R4 1.43%

CIassR5 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

Class R5 1.25%

Class l.200/o

________I



The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

ClassR3 1.55%

ClassR4 125%

Class R5 0.95%

Class 0.95%

The Hartford Growth Opportunities Fund Class 1.36%

Class 2.11%

ClassC 2.11%

CLassi 1.11%

Class 1.45%

ClassR3 1.61%

ClassR4 1.31%

ClassR5 1.01%

Class 0.80%

The Hartford High Yield Fund
Class 1.20%

Class 1.95%

Class 1.95%

Class 0.95%

Class R3 1.45%

ClassR4 1.15%

Class R5 0.95%

Class 0.95%

The Hartford High Yield Municipal Bond Fund Class 1.00%

Class 1.75%

Class L75%

Class 0.75%

The Hartford Income Fund
Class 1.00%

Class 1.75%

ClassC 1.75%

Class 0.75%

The Hartford Inflation Plus Fund
Class 0.90%

Class 1.65%

ClassC 1.65%

Class 0.65%

Class O.90%2
ClassR3 1.25%

Class R4 1.00%

ClassR5 0.81%

Class 0.65%

The Hartford International Growth Fund
Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

Class R4 1.55%

Class R5 1.25%

ClassY 1.20%



The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class 1.32%

ClassR3 l.82%

ClassR4 1.52%

ClassR5 1.22%

ClassY 1.22%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassY 1.20%

The Hartford MidCap Fund Class 1.37%

Class 1.12%

ClassR3 1.67%

ClassR4 1.37%

Class R5 1.07%

The Hartford MidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassY 0.95%

The Hartford MidCap Value Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 0.95%

The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 1.65%

ClassR3 1.15%

Class R4 0.85%

Class R5 0.65%

Class 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

Classy 0.90%

The Hartford Select SmaliCap Value Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Short Duration Fund Class 0.90%

Class 1.65%

Class 1.65%

Class 0.65%

The Hartford Small Company Fund Class 1.40%

Class 2.15%

Class 2.15%

ClassI 1.15%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

ClassY 1.00%



The Hartford SmaliCap Growth Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassL 1.25%

ClassR3 1.65%

ClassR4 1.35%

Class R5 1.05%

ClassY 1.05%

The Hartford Strategic Income Fund Class 1.15%

CLass 1.90%

Class 1.90%

Class 0.90%

Class 0.90%

The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

Class 0.60%

The Hartford Total Return Bond Fund Class l00%

Class 1.75%

Class 1.75%

Class 0.75%

Class R3 1.25%

ClassR4 1.00%

Class R5 0.85%

Class 0.75%

The Hartford Value Fund Class 1.40%

ClassB 2.15%

ClassC 2.15%

Class 1.15%

CIassR3 1.65%

ClassR4 1.35%

Class R5 1.05%

ClassY 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

ClassL 1.40%

Class R3 1.60%

ClassR4 1.30%

Class R5 1.00%

ClassY 1.00%

For The Hartford Balanced Income Fund effective October 12009 the Adviser has contractually agreed to waive 0.50% of its

management fees until October 31 2010 While such waiver is in effect the Adviser has contracually agreed to reimburse expenses

exclusive of taxes interest expenses brokerage commissions acquired hind fees and expenses and extraordinary expenses to the extent

necessary to maintain total annual operating expenses
for Class ABC and shares as reflected above for The Hartford Balanced Income

Fund

Effective November II 2009 for Class Shares of The Hartford Inflation Plus Fund



SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

ClassC 2.15%

Class 1.15%

Class R3 1.78%

Class R4 1.48%

ClassR5 1.18%

The Hartford Checks and Balances Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.55%

Class R4 1.25%

Class R5 1.05%

The Hartford Conservative Allocation Fund Class 1.35%

ClassB 2.10%

ClassC 2.10%

Class 1.10%

ClassR3 1.78%

Class R4 1.48%

ClassR5 1.18%

The Hartford Equity Growth Allocation Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

Class R5 1.25%

The Hartford Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR3 1.81%

ClassR4 1.51%

ClassR5 1.21%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class R3 1.30%

Class R4 1.00%

Class 0.80%

Class 0.80%

The Hartfbrd Target Retirement 2015 Fund Class R3 1.30%

Class R4 1.00%

Class R5 0.80%
The Hartford Target Retirement 2020 Fund Class 1.05%

ClassR3 1.35%

Class R4 1.05%

Class R5 0.85%

Class 0.85%
The Hartford Target Retirement 2025 Fund Class R3 1.3 5%

Class R4 1.05%

ClassR5 0.85%



The Hartford Target Retirement 2030 Fund Class 1.05%

ClassR3 1.35%

ClassR4 1.05%

ClassR5 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

ClassR4 1.05%

Class R5 0.85%

The Hartford Target Retirement 2040 Fund Class R.3 1.35%

ClassR4 1.05%

Class RS 0.85%

The Hartford Target Retirement 2045 Fund Class R3 .40/o

ClassR4 1.10%

CIassR5 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

Class R4 1.10%

Class RS 0.90%
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AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of May 28 2010 between

The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc each Company and collectively the Companies on

behalf of each series of the Companies each Fund and collectively the Funds and Hartford investment Financial Services

LLC the Adviser

WIEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to an Investment

Management Agreement between each Company on behalf of the Funds and the Adviser and

WHEREAS each Company and the Adviser desire to enter into the arrangements described herein relating to certain

expenses of the Funds

P40W THEREFORE each Company and the Adviser hereby agree as follows

For the period commencing November 12009 through February 282011 the Adviser hereby agrees to reimburse

Fund expenses exclusive of taxes interest expense brokerage commissions acquired fund fees and expenses and extraordinary

expenses to the extent necessary to maintain the net annual operating expenses specified for the class of shares of each Fund listed on

Schedule

For the period commencing November 2009 through February 28 2011 the Adviser hereby agrees to reimburse

Fund expenses exclusive of taxes interest expense brokerage commissions and extraordinary expenses to the extent necessary to

maintain the net annual operating expenses specified for the class of shares of each Fund listed on Schedule

The reimbursements described in Section and Section above are not subject to recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this Agreement in preparing and filing

amendments to the registration statements for the Companies on Form N- IA with the Securities and Exchange Commission in

accruing each Funds expenses for purposes of calculating its net asset value per share and for certain other purposes and expressly

permits the Funds to do so

This Agreement shall renew automatically for one-year terms unless the Adviser provides written notice of

termination prior to the start of such term



This Agreement may be amended or modified by mutual consent of the Adviser and the Board of Directors of the

respective Company at any time prior to the expiration date of the Agreement

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name /5Tarnara Fagely

TamaraL.Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /sIlamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name Is/Robert Arena

Robert Arena

Title President



SCHEDULE

Total Net AnDual

Operating Expense Limit

as percent oraerage daily net

Fund assets

The Hartford Advisers Fund Class 1.18%

ClassR3 1.43%

ClassR4 1.13%

ClassR5 0.83%

The Hartford Balanced Income Fund Class 0.75%

Class 1.50%

Class 1.50%

Class 0.40%

The Hartford Capital Appreciation Fund Class 1.29%

CLass 1.04%

ClassR3 1.54%

Class R4 1.24%

Class R5 0.94%

The Hartford Capital Appreciation 11 Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

Class R5 1.25%

Class 1.25%

The Hartford Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

Class R3 1.60%

Class R4 1.30%

Class R5 1.00%

Class 0.95%

The Hartford Diversified lnternational Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

ClassR3 1.90%

Class R4 1.65%

Class R5 1.40%

ClassY 1.30%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

Class R3 1.50%

Class R4 1.20%

ClassR5 0.90%



The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.60%

CIassR4 1.30%

ClassR5 1.00%

ClassY 0.90%

The Hartford Floating Rate Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

ClassR3 1.25%

Class R4 1.00%

Class ItS 0.85%

Class 0.7 5%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY 1.05%

The Hartford GlobalAll-Asset Fund Class 1.450%

Class 2.20%

Class .20%

ClassR3 1.75%

Class BA 1.45%

ClassItS l.15%

ClassY 1.10%

The Hartford Global Enhanced Dividend Fund Class 1.60%

Class 2.3 5%
ClassC 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.60%

Class R5 1.35%

ClassY 1.25%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR.3 1.73%

Class R4 1.43%

ClassR5 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.3 5%

Class 2.35%

Class 1.35%

ClassR3 1.85%

CLassR4 1.55%

ClassRS 1.25%

ClassY 1.20%



The Hartford Global Real Asset Fund Class 1.450%

Class 2.20%

Class 1.20%

Class R3 1.75%

Class R4 1.45%

ClassR5 1.15%

ClassY 1.10%

The Hartford Global Research Fund Class 130%
Class 2.25%

Class 2.25%

Class 1.25%

Class R3 1.75%

ClassR4 1.50%

Class R5 1.25%

ClassY 1.15%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

Class R3 1.55%

Class R4 1.25%

Class R5 0.95%

Class 0.95%

The Hartford Growth Opportunities Fund Class 1.36%

CIassB 2.11%

Class 2.11%

Class 1.11%

ClassL 1.45%

Class R3 L6l%
ClassR4 1.31%

ClassRS 1.01%

Class 0.80%
The Hartford High Yield Fund Class 1.20%

Class 1.95%

Class 1.95%

Class 0.95%

Class R3 1.45%

ClassR4 1.15%

Class RS 0.95%

Classy 0.95%

The Hartford High Yield Municipal Bond Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

The Hartford Income Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%



The Hartford Inflation Plus Fund Class 0.90%

ClassB 1.65%

Class 1.65%

Class 0.65%

Class 0.90%

CassR3 1.25%

ClassR4 1.00%

CIassR5 0.81%

Class 0.65%

The Hartford International Growth Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

ClassR4 1.55%

Class R5 1.25%

ClassY 1.20%

The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class l.32%

CiassR3 l.82%

ClassR4 1.52%

ClassR5 1.22%

ClassY 122%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassY 1.20%

The Hartford International Value Fund Class I.40%

ClassC 2.15%

ClassI 1.15%

ClassR3 1.70%

CIassR4 1.40%

ClassR5 1.10%

ClassY 1.05%

The Hartford MidCap Fund Class 1.37%

Class 1.12%

ClassR3 1.67%

ClassR4 1.37%

Class R5 1.07%

The Hartford MidCap Value Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 0.95%

The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 1.65%

ClassR3 1.15%

Class R4 0.85%

Class R5 0.65%

ClassY 0.65%



The Hartford Select SmaliCap Value Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Short Duration Fund Class 0.90%

Class 1.65%

Class 1.65%

Class 0.65%

The Hartford Small Company Fund Class 1.40%

ClassB 2.15%

Class 2.15%

Class 1.15%

Class R3 1.65%

ClassR4 1.35%

ClassR5 1.05%

ClassY 1.00%

The Hartford SmallCap Growth Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class 1.25%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.05%

The Hartford Small/Mid Cap Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 0.95%

The Hartford Strategic Income Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

Class 090%
The Hartford Tax-Free National Fund Class 0.85%

Class l.60%

Class 1.60%

Class O.6O%

Class 0.80%

Class 0.60%

The HartfOrd Total Return Bond Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

Class R3 1.25%

ClassR4 l.00%

Class R5 0.85%

Class 0.75%

________



The Hartford Value Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.65%

ClassR4 1.35%

Class R.5 1.05%

ClassY 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

ClassC 2.10%

Class 1.10%

ClassL 1.40%

Class1 1.60/o

Class R4 1.30%

ClassR5 1.00%

Class 1.00%

For The Hanford Balanced Income Fund effective October 2009 the Adviser has contractually agreed to waive 0.50% of its

management fees until October 31 2010 While such waiver is in effect the Adviser has contracually agreed to reimburse expenses

exclusive of taxes interest expenses brokerage commissions acquired ftind fees and expenses and extraordinary expenses to the

extent necessary to maintain total annual operating expenses for Class ABC andY shares as reflected above for The Hartford

Balanced Income Fund



SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

CJassB 2.15%

Class 2.15%

Class 1.15%

Class R3 1.78%

ClassR4 1.48%

Class R5 1.18%

The Hartford Checks and Balances Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.55%

ClassR4 1.25%

Class R5 1.05%

The Hartford Conservative Allocation Fund Class 1.35%

Class 2.10%

Class 2.10%

Classi 110%
ClassR3 1.78%

ClassR4 1.48%

ClassR5 1.18%

The Hartford Equity Growth Allocation Fund Class 1.60%

Class 2.3 5%

Class 2.35%

Class 135%
ClassR3 1.85%

ClassR4 1.55%

ClassR5 1.25%

The HartfOrd Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR3 1.81%

ClassR4 1.51%

ClassR5 1.21%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class R3 1.30%

Class R4 1.00%

Class R5 0.80%

Class 0.80%

The Hartford Target Retirement 2015 Fund Class R3 1.30%

ClassR4 1.00%

Class R5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

CLassR3 1.35%

ClassR4 1.05%

Class R5 0.85%

ClassY 0.85%

The Hartford Target Retirement 2025 Fund class R3 1.35%

Class R4 1.05%

ClassR5 0.85%



The Hartford Target Retirement 2030 Fund Class 1.05%

Class R3 1.35%

Class R4 1.05%

Class RS 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

Class KS 0.85%

The Hartford Target Retirement 2040 Fund Class R3 1.35%

Class R4 1.05%

Class R5 0.85%

The Hartford Target Retirement 2045 Fund Class KS 1.40%

ClassR4 l.10%

Class R5 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

ClassR4 1.10%

ClassR5 0.90%

10
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THE HARTFORD MUTUAL FUNDS INC

AMENDED AND RESTATED

DISTRIBUTION PLAN

CLASS R3 RI AND R5 SHARES

ARTICLE THE PLAN

This Amended and Restated Distribution Plan the Plant sets forth the terms

and conditions on which The Hartford Mutual Funds Inc the Company on

behalf of eaŁh series of the Company each Fund and together the Funds
will pay certain amounts to Hartford Investment Financial Services LLC the

Distributor in connection with the provision by the Distributor of certain

services to the Funds as set forth herein Certain of such payments by Fund

may under Rule 12bl the Rule under the Investment Company Act of 1940 as

amended the Act be deemed to constitute the financing of distribution by

Fund This Plan describes all material aspects of such financing as contemplated

by the Rule and shall be administered and interpreted and implemented and

continued in manner consistent with the Rule The Fund and each Class of

those Funds that currently have adopted this Plan and the effective dates of

such adoption are as follows

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

The Hartford Advisers Fund July 22 1996

The Hartford Advisers Fund July 22 1996

The Hartford Advisers Fund July 31 1998

The Hartford Balanced Allocation Fund May 19 2004

The Hartford Balanced Allocation Fund May 19 2004

The Hartford Balanced Allocation Fund May 19 2004

The Hartford Balanced Income Fund May 10 2006

The Hartford Balanced Income Fund May 10 2006

The Hartford Balanced Income Fund May 10 2006

The Hartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 31 1998

The Hartford Capital Appreciation Fund R3 August 2006

The Hartford Capital Appreciation Fund R4 August 2006

The Hartford Capital Appreciation Fund R5 August 2006

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund R3 August 2006

The Hartford Capital Appreciation II Fund RI August 2006

The Hartford Capital Appreciation II Fund R5 August 2006

The Hartford Checks and Balances Fund May 31 2007



PAGE

TABLE
CAPT ION

The Hartford

The Hartford
The Hartford

The Hartford Fundamental Growth Fund
formerly The Hartford Focus Fund

The Hartford Fundamental Growth Fund

formerly The Hartford Focus Fund
The Hartford Fundamental Growth Fund

formerly The Hartford Focus Fund

May 31 2007

May 31 2007

May 19 2004

May 19 2004

May 19 2004

April 29
April 29
April 29

2005

2005

2005

April 30 2001

April 30 2001

April 30 2001

The Hartford Checks and Balances Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Conservative Allocation Fund

The Hartford Conservative Allocation Fund

ABLE

SERIES

The

The

The

The

The

The

The

The

The

The

The

The

EFFECTIVE DATE

Hartford Disciplined Equity Fund

Hartford Disciplined Equity Fund

Hartford Disciplined Equity Fund

Hartford Disciplined Equity Fund

Hartford Disciplined Equity Fund

Hartford Disciplined Equity Fund

Hartford Dividend and Growth Fund

Hartford Dividend and Growth Fund

Hartford Dividend and Growth Fund

Hartford Dividend and Growth Fund

Hartford Dividend and Growth Fund

Hartford Dividend and Growth Fund

CLASS

April 30
April 30

July 31
R3 August
R4 August
R5 August

1998

1998

1998

2006

2006

2006

1996

1996

1998

2006

2006

2006

July
July

July
R3 August
R4 August
R5 August

The Hartford Equity Growth Allocation Fund

formerly The Hartford Aggressive Growth Allocation Fund

The Hartford Equity Growth Allocation Fund

formerly The Hartford Aggressive Growth Allocation Fund
The Hartford Equity Growth Allocation Fund
formerly The Hartford Aggressive Growth Allocation Fund

22
22
31

The

The

The

The

The

The

Hartford
Hartford
Hart ford

Hartford
Hartford

Hartford

Equity Income Fund

Equity Income Fund

Equity Income Fund

Equity Income Fund

Equity Income Fund

Equity Income Fund

Floating Rate Fund

Floating Rate Fund

Floating Rate Fund

May 19 2004

May 19 2004

May 19 2004

August 28 2003

August 28 2003

August 28 2003

R3 August 2006

R4 August 2006

R5 August 2006

Communications Fund

Communications Fund

Communications Fund

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford
The Hartford

The Hartford

The Hartford

TABLE

Global

Global

Global

Global

Global

Global

Global

Global
Global

October 30
October 30
October 30

Enhanced Dividend Fund November

Enhanced Dividend Fund November
Enhanced Dividend Fund November
Enhanced Dividend Fund R3 November

Enhanced Dividend Fund R4 Noveniber

Enhanced Dividend Fund R5 November

2000

2000

2000

2007

2007

2007

2007

2007

2007

30
30
30
30
30
30
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TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund R3 March 2008

The Hartford Global Equity Fund R4 March 2008

The Hartford Global Equity Fund R5 March 2008

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Growth Fund September 30 1998

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund September 30 1998

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund September 30 1998

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund R3 August 2006

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund R4 August 2006

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund R5 August 2006

formerly The Hartford Global Leaders Fund

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund R3 August 2006

The Hartford Global Health Fund R4 August 2006

The Hartford Global Health Fund R5 August 2006

The Hartford Global Technology Fund April 27 2000

The Hartford Global Technology Fund April 27 2000

The Hartford Global Technology Fund April 27 2000

The Hartford Growth Allocation Fund May 19 2004

The Hartford Growth Allocation Fund May 19 2004

The Hartford Growth Allocation Fund May 19 2004

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford Income Fund October 31 2002

The Hartford Income Fund October 31 2002

The Hartford Income Fund October 31 2002

/TABLE

PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE



The Hartford
The Hartford

The Hartford

The Hartford

The Hartford
The Hartford

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund
formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford

The Hartford

The Hartford

May 19 2004

May 19 2004

May 19 2004

October 31
October 31
October 31

April 30

April 30
April 30

2002

2002

2002

2001

2001

2001

The Hartford

The Hartford

The Hartford

LargeCap Growth Fund

LargeCap Growth Fund

LargeCap Growth Fund

November 30 2006

November 30 2006

November 30 2006

The Hartford MidCap Growth Fund

formerly The Hartford Select MidCap
The Hartford MidCap Growth Fund

formerly The Hartford Select MidCap
The Hartford MidCap Growth Fund

formerly The Hartford Select MidCap

Growth Fund

Growth Fund

Growth Fund

February 2006

February 2006

February 2006

The Hartford MidCap Value Fund

The Hartford MidCap Value Fund

The Hartford MidCap Value Fund

/TABLE

PAGE

April 30 2001

April 30 2001

April 30 2001

TABLE
CAPTION

The Hartford

The Hartford
The Hartford

The Hartford

The Hartford

The Hartford

Money Market Fund

Money Market Fund

Money Market Fund

Retirement Income Fund

Retirement Income Fund

Retirement Income Fund

EFFECTIVE DATE

July 22 1996

July 22 1996

July 31 1998

Income Allocation Fund

Income Allocation Fund

Income Allocation Fund

Inflation Plus Fund

Inflation Plus Fund

Inflation Plus Fund

Appreciation Fund

Appreciation

Appreciation

Fund

Fund

April 30 2001

April 30 2001

April 30 2001

R3 August 2006

Appreciation Fund

The

The

The

The

The

The

Appreciation

Hartford
Hartford

Hart ford

Hartford

Hartford

Fund

Appreciation Fund

International Opportunities Fund

International Opportunities Fund

International Opportunities Fund

International Opportunities Fund

International Opportunities Fund

Hartford International Opportunities Fund

R4 August

R5 August

July 22
July 22

July 31
R3 August
R4 August
R5 August

2006

2006

1996

1996

1998

2006

2006

2006

International Small Company Fund

International Small Company Fund

International Small Company Fund

The Hartford MidCap Fund July 22
The Hartford MidCap Fund July 22
The Hartford MidCap Fund July 31

1996

1996

1998

SERIES CLASS

.1

September 30 2005

September 30 2005

September 30 2005



The Hartford Retirement Income Fund R3 AuguSt 2006

The Hartford Retirement Income Fund R4 August 2006

The Hartford Retirement Income Fund R5 August 2006

The Hartford Select MidCap Value Fund April 29 2005

The Hartford Select MidCap Value Fund April 29 2005

The Hartford Select MidCap Value Fund April 29 2005

The Hartford Select SmaliCap Value Fund February 2006

The Hartford Select SmallCap Value Fund February 2006

The Hartford Select SmailCap Value Fund February 2006

The Hartford Short Duration Fund October 31 2002

The Hartford Short Duration Fund October 31 2002

The Hartford Short Duration Fund October 31 2002

The Hartford Small Company Fund July 22 1996

The Hartford Small Company Fund July 22 1996

The Hartford Small Company Fund July 31 1998

The Hartford Small Company Fund R3 AuguSt 2006

The Hartford Small Company Fund R4 AuguSt 2006

The Hartford Small Company Fund R5 August 2006

The Hartford Stock Fund July 22 1996

The Hartford Stock Fund July 22 1996

The Hartford Stock Fund July 31 1998

The Hartford Strategic Income Fund May 31 2007

The Hartford Strategic Income Fund May 31 2007

The Hartford Strategic Income Fund May 31 2007

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund R3 August 2006

The Hartford Target Retirement 2010 Fund R4 August 2006

The Hartford Target Retirement 2010 Fund R5 August 2006

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund R3 May 10 2006

The Hartford Target Retirement 2020 Fund R4 May 10 2006

The Hartford Target Retirement 2020 Fund R5 May 10 2006

IT ABLE

PAGE

TABLE
CAPT ION

SERIES CLASS EFFECTIVE DATE

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund R3 August 2006

The Hartford Target Retirement 2030 Fund R4 August 2006

The Hartford Target Retirement 2030 Fund R5 August 2006

The Hartford TaxFree California Fund October 31 2002

The Hartford Tax-Free California Fund October 31 2002

The Hartford TaxFree California Fund October 31 2002

The Hartford Tax-Free New York Fund October 31 2002

The Hartford Tax-Free New York Fund October 31 2002



The Hartford TaxFree New York Fund October 31 2002

The Hartford Total Return Bond Fund July 22 1996

The Hartford Total Return Bond Fund July 22 1996

The Hartford Total Return Bond Fund July 31 1999

The Hartford Total Return Bond Fund R3 August 2006

The Hartford Total Return Bond Fund R4 August 2006

The Hartford Total Return Bond Fund R5 August 2006

The Hartford Value Fund April 30 2001

The Hartford Value Fund April 30 2001

The Hartford Value Fund April 30 2001

The Hartford Value Fund R3 August 2006

The Hartford Value Fund R4 August 2006

The Hartford Value Fund R5 August 2006

TABLE

ARTICLE II DISTRIBUTION AND SERVICE EXPENSES

Each Fund shall pay to the Distributor fee in the amount specified in Article

III hereof Such fee may be spent by the Distributor on any activities or

expenses primarily intended to result in the sale of the applicable Class of

shares of the Funds including but not limited to the payment of Distribution

Expenses as defined below and Service Expenses as defined below
Distribution Expenses include but are not limited to payment of initial

and ongoing commissions and other payments to brokers dealers financial

institutions or others who sell each Funds shares compensation to

employees of the Distributor compensation to and expenses including
overhead such as communications and telephone training supplies photocopying
and similar types of expenses of the Distributor incurred in the printing and

mailing or other dissemination of all prospectuses and statements of additional

information the costs of preparation printing and mailing of reports used

for sales literature and related expenses advertisements and other

distributionrelated expenses including personnel of the Distributor

Service Expenses shall mean fees for activities covered by the definition of

service fee contained in Article III Section 26b of the Rules of Fair

Practice of the National Association of Securities Dealers Inc which provides
that service fees shall mean payments by an investment company for personal
service and/or the maintenance of shareholder accounts

ARTICLE III MAXIMUM EXPENDITURES .1

CLASS SHARES

PAGE

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 0.35% of the average daily net asset

value of the Class shares of any Fund determined in accordance with each

Funds prospectus as from time to time in effect on an annual basis to cover
Distribution Expenses and Service Expenses Up to 0.25% may be used to cover

Service Expenses All such expenditures shall be calculated and accrued daily
and paid monthly or at such other intervals as the Board of Directors shall

determine

CLASS AND SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class shares or Class shares as applicable of any Fund

determined in accordance with each Funds prospectus as from time to time in

effect on an annual basis to cover Distribution Expenses and Service Expenses

Up to 0.25% may be used to cover Service Expenses All such expenditures shall



be calculated and accrued daily and paid monthly or at such other intervals as

the Board of Directors shall determine

CLASS R3 R4 and R5 SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class R3 shares or Class R4 shares or Class R5 shares as

applicable of any Fund determined in accordance with each Funds prospectus as

from time to time in effect on an annual basis to cover Distribution Expenses

and Service Expenses Up to 0.25% may be used to cover Service Expenses All

such expenditures shall be calculated and accrued daily and paid monthly or at

such other intervals as the Board of Directors shall determine

ARTICLE IV EXPENSES BORNE BY THE FUNDS

Notwithstanding any other provision of this Plan the Company each Fund and its

administrator may bear the respective expenses to be borne by them under any

administrative services agreement as from time to time in effect under the

Companys current prospectus Except as otherwise contemplated by this Plan the

Company and each Fund shall not directly or indirectly engage in financing

any activity which is primarily intended to or should reasonably result in the

sale of shares of any Fund

It is recognized that the costs of distributing Funds shares may exceed the sum

of all sales charges collected on sales of Fund shares In view of this if and

to the extent that any investment management and administration fees paid by

fund might be considered as indirectly financing any activity which is primarily

intended to result in the sale of the Funds shares the payment by that Fund of

such fees hereby is authorized under this Plan

ARTICLE APPROVAL BY BOARD OF DIRECTORS SHAREHbLDERS

This Plan shall not be effective with respect to any class of shares of Fund

unless this Plan has been approved by the vote of the majority of the

outstanding voting shares of such class if this Plan is adopted for such class

after any public offering of the shares of such class or the sale of shares of

such class to persons who are not affiliated persons of the Company affiliated

persons of such person promoter of the Company or affiliated persons of such

promoters and this Plan together with any related agreements has been

approved for such class by votes cast in person at meeting called for the

purpose of voting on this Plan and any such related agreements of majority of

both the Directors of the Company and ii those directors who are not

interested persons of the Company and have no direct or indirect financial

interest in the operation of this Plan or any agreements related to it the

Independent Directors

ARTICLE VI CONTINUANCE

This Plan and any related agreement shall continue in effect with respect to

each Fund from year to year provided such continuance is specifically approved

at least annually in the manner provided for in Article

PAGE

clause

ARTICLE VII INFORMATION

The Distributor shall provide the Board of Directors and the Board of Directors

and in particular the Independent Directors shall review in the exercise of

their fiduciary duties at least quarterly written report of the amounts

expended with respect to the Class R3 R4 and R5 shares of each Fund by

the Distributor under this Plan and the Principal Underwriting Agreement and the

purposes for which such expenditures were made



ARTICLE VIII TERMINATION

This Plan may be terminated with respect to any class of shares of Fund at

any time by vote of majority of the Independent Directors or majority of

the applicable Funds outstanding voting Class R3 RI or R5 shares as

applicable or Ib by the Distributor on 60 days notice in writing to the

applicable Funds

Termination or discontinuance of the Plan with respect to one Fund shall not

affect the continued effectiveness of this Plan with respect to the shares or

classes of any other Fund

ARTICLE IX AGREEMENTS

Each agreement with any person relating to implementation of this Plan shall be

in writing and each agreement related to this Plan shall provide

That with respect to each Fund such agreement may be terminated at

any time without payment of any penalty by vote of majority of the

Independent Directors or by vote of majority of the Funds then outstanding

voting Class R3 R4 or R5 shares as applicable

That such agreement shall terminate automatically in the event of its

assignment

ARTICLE AMENDMENTS

This Plan may not be amended to increase materially the maximum amount of the

fees payable by any Fund hereunder without the approval of majority of the

outstanding voting Class R3 R4 or R5 shares as applicable of the

applicable Fund No material amendment to the Plan shall in any event be

effective unless it is approved by the Board of Directors in the same manner as

is provided for in Article

ARTICLE XI PRESERVATION OF DOCUMENTS

The Company shall preserve copies of this Plan including any amendments

thereto and any related agreements and all reports made to the Board for

period of not less than six years from the date of this Plan the first two

years in an easily accessible place

ARTICLE XII LIMITATION OF LIABILITY

No Fund of the Company shall be responsible for the obligations of any other

Fund of the Company

ARTICLE XIII SELECTION OF DIRECTORS

While this Plan is in effect the selection and nomination of Directors who are

not interested persons of the Company shall be committed to the discretion of

the Board of Directors who are not interested persons of the Company

ARTICLE XIV DEFINED TERMS

PAGE

As used in this Plan the terms majority of the outstanding voting shares
shall have the same meaning as the phrase majority of the outstanding voting

securities has in the Act and the phrases interested person and assignment
shall have the same meaning as those phrases have in the Act

Adoption Date 08.02.06
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MASTER CUSTODIAN CONTRACT

This Master Custodian Contract this Contract is made as of February

2007 by and among each registered investment company identified on the signature

page hereto each such investment company and each investment company

subsequently made subject to this Contract in accordance with Section 21.1

below shall hereinafter be referred to as FUND and references made herein

to the Fund shall be deemed references to each Fund and STATE STREET BANK

and TRUST COMPANY Massachusetts trust company the CUSTODIAN

WITNESSETH

WHEREAS each Fund is authorized to issue shares of common stock or shares

of beneficial interest in separate series SHARES with each such series

representing interests in separate portfolio of securities and other assets

and

WHEREAS each Fund intends that this Contract be applicable to each of its

series set forth on Appendix hereto such series together with all other

series subsequently established by the Fund and made subject to this Contract in

accordance with Section 21.2 below shall hereinafter be referred to as the

PORTFOLIOS

NOW THEREFORE in consideration of the mutual covenants and agreements

hereinafter contained the parties hereto agree as follows

Employment of Custodian and Property to be Held by It

Each Fund hereby employs the Custodian as custodian of assets of the

Portfolios including securities which the Fund on behalf of the applicable

Pôrtolios desires to be held in places within the United States DOMESTIC

SECURITIES and securities it desires to be held outside the United States

FOREIGN SECURITIES Each Fund on behalf of the Portfolios agrees to deliver

to the Custodian all securities and cash of the Portfolios and all payments of

income payments of principal or capital distributions received by it with

respect to all securities owned by the Portfolios from time to time and the

cash consideration received by it for such new or treasury shares of capital

stock of the Fund representing Shares as may be issued or sold from time to

time The Custodian shall not be responsible for any property of Portfolio

which is not received by it or which is delivered out in accordance with Proper

Instructions as such term is defined in Article hereof including without

limitation Portfolio property held by brokers private bankers or other

entities on behalf of the Portfolio each LOCAL AGENT ii held by Special

SubCustodians as such term is defined in Article hereof or iii held by

entities which have advanced monies to or on behalf of the Portfolio and which

have received Portfolio property as security for such advances each

PLEDGEE With respect to uncertificated shares the UNDERLYING SHARES of

registered investment companies as defined in Section 3a of the

Investment Company Act of 1940 as amended from time to time the 1940 ACT
whether in the same group of investment companies as defined in Section

12d ii of

PAGE



the 1940 Act or otherwise including pursuant to Section 12d of the
1940 Act hereinafter sometimes referred to as the UNDERLYING PORTFOLIOS the

holding of confirmation statements that identify the shares as being recorded in

the Custodians name on behalf of the Portfolios will be deemed Custody for

purposes hereof

Upon receipt of Proper Instructions the Custodian shall on behalf of the

applicable Portfolios from time to time employ one or more sub-custodians
located in the United States as approved by the Board provided however that
the Custodian shall have no more or less responsibility or liability to the

Funds on account of any actions or omissions of any sub-custodian so employed
than any such sub-custodian has to the Custodian The Custodian may place and

maintain each Portfolios foreign securities with foreign banking institution
sub-custodians employed by the Custodian and/or foreign securities depositories
all as designated in Schedules and hereto but only in accordance with the

applicable provisions of Articles and hereof

Duties of the Custodian with Respect to Property of the Fund Held By the

Custodian in the United States

2.1 Holding Securities The Custodian shall hold and physically segregate for

the account of each Portfolio all noncash property to be held by it in the

United States including all domestic securities owned by such Portfolio
other than securities which are maintained pursuant to Section 2.9 in

clearing agency which acts as securities depository or in bookentry
system authorized by the U.S Department of the Treasury and certain
federal agencies each U.S SECURITIES SYSTEM and Underlying
Shares owned by each Fund which are maintained pursuant to Section 2.11

hereof in an account with State Street Bank and Trust Company or such other

entity which may ftom time to time act as transfer agent for the

Underlying Portfolios the UNDERLYING TRANSFER AGENT

2.2 Delivery of Securities The Custodian shall release and deliver domestic
securities owned by Portfolio held by the Custodian in U.S Securities
System account of the Custodian only upon receipt of Proper Instructions
from the Fund on behalf of the applicable Portfolio which may be

continuing instructions when deemed appropriate by the parties and only in
the following cases

Upon sale of such securities for the account of the Portfolio and

receipt of payment therefor

Upon the receipt of payment in connection with any repurchase
agreement related to such securities entered into by the Portfolio

In the case of sale effected through U.S Securities System in

accordance with the provisions of Section 2.9 hereof

To the depository agent in connection with tender or other similar
offers for securities of the Portfolio
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To the issuer thereof or its agent when such securities are called
redeemed retired or otherwise become payable provided that in any
such case the cash or other consideration is to be delivered to the

Custodian

To the issuer thereof or its agent for transfer into the name of the
Portfolio or into the name of any nominee or nominees of the Custodian
or into the name or nominee name of any agent appointed pursuant to

Section 2.8 or into the name or nominee name of any subcustodian
appointed pursuant to Article or for exchange for different



number of bonds certificates or other evidence representing the same

aggregate face amount or number of units provided that in any such

case the new securities are to be delivered to the Custodian

Upon the sale of such securities for the account of the Portfolio to

the broker or its clearing agent against receipt for examination

in accordance with street delivery custom provided that in any such

case the Custodian shall have no responsibility or liability for any

loss arising from the delivery of such securities prior to receiving

payment for such securities except as may arise from the Custodians

own negligence or willful misconduct

For exchange or conversion pursuant to any plan of merger
consolidation recapitalization reorganization or readjustment of the

securities of the issuer of such securities or pursuant to provisions
for conversion contained in such securities or pursuant to any

deposit agreement provided that in any such case the new securities

and cash if any are to be delivered to the Custodian

In the case of warrants rights or similar securities the surrender

thereof in the exercise of such warrants rights or similar securities

or the surrender of interim receipts or temporary securities for

definitive securities provided that in any such case the new

securities and cash if any are to be delivered to the Custodian

10 For delivery in connection with any loans of securities made by the

Portfolio

11 For delivery as security in connection with any borrowings by the Fund

on behalf of the Portfolio requiring pledge of assets by the Fund on

behalf of the Portfolio but only against receipt of amounts borrowed

12 For delivery in accordance with the provisions of any agreement among

the Fund on behalf of the Portfolio the Custodian and brokerdealer

registered under the Securities Exchange Act of 1934 as amended the
EXCHANGE ACT and member of The National Association of Securities

Dealers Inc NASD relating to compliance with the rules of The

Options Clearing Corporation and of any registered national securities

exchange or of any similar organization or organizations regarding
escrow or other arrangements in connection with transactions by the

Fund on behalf of Portfolio
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13 For delivery in accordance with the provisions of any agreement among

the Fund on behalf of the Portfolio the Custodian and Futures

Commission Merchant registered under the Commodity Exchange Act
relating to compliance with the rules of the Commodity Futures Trading

Commission the CFTC and/or any contract market or any similar

organization or organizations regarding account deposits in

connection with transactions by the Portfolio of the Fund

14 Upon receipt of instructions from the transfer agent TRANSFER

AGENT for the Fund for delivery to such Transfer Agent or to the

holders of shares in connection with distributions in kind as may be

described from time to time in the currently effective prospectus and

statement of additional information of the Fund related to the

Portfolio PROSPECTUS in satisfaction of requests by holders of

Shares for repurchase or redemption and

15 Upon the sale or other delivery of such securities including without

limitation to one or more Special Sub-Custodians or

additional custodians appointed by the Fund and communicated to the



Custodian from time to time via writing duly executed by an

authorized officer of the Fund for the purpose of engaging in

repurchase agreement or securities lending transactions each REPO
CUSTODIAN and prior to receipt of payment therefor as set forth in

written Proper Instructions such delivery in advance of payment
along with payment in advance of delivery made in accordance with

Section 2.67 as applicable shall each be referred to herein as

FREE TRADE provided that such Proper Instructions shall set forth

the securities of the Portfolio to be delivered and the

persons to whom delivery of such securities shall be made

16 For delivery as initial or variation margin in connection with futures

or options on futures contracts entered into by the Fund on behalf of

the Portfolio and

17 In the case of sale processed through the Underlying Transfer Agent
of Underlying Shares in accordance with Section 2.11 hereof and

18 For any other purpose but only upon receipt of Proper Instructions
from the Fund on behalf of the applicable Portfolio specifying the

securities of the Portfolio to be delivered and the person or

persons to whom delivery of such securities shall be made

2.3 Registration of Securities Domestic securities held by the Custodian

other than bearer securities shall be registered in the name of the

Portfolio or in the name of any nominee of Fund on behalf of the

Portfolio or of any nominee of the Custodian which nominee shall be

assigned exclusively to the Portfolio unless the Fund has authorized in

writing the appointment of nominee to be used in common with other

registered investment companies having the same investment adviser as the

portfolio or in the name or nominee name of any agent appointed pursuant
to Section 2.8 or in the name or nominee name of any subcustodian
appointed pursuant to Article All securities accepted by the Custodian
on behalf of the Portfolio under the terms of this Contract shall be in

street name or other
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good delivery form If however Fund directs the Custodian to maintain
securities in street name the Custodian shall utilize its best efforts
only to timely collect income due the Fund on such securities and to notify
the Fund on best efforts basis only of relevant corporate actions

including without limitation pendency of calls maturities tender or

exchange offers

2.4 Bank Accounts The Custodian shall open and maintain separate bank

account or accounts in the United States in the name of each Portfolio of
each Fund subject only to draft or order by the Custodian acting pursuant
to the terms of this Contract and shall hold in such account or accounts
subject to the provisions hereof all cash received by it from or for the
account of the Portfolio other than cash maintained by the Portfolio in
bank account established and used in accordance with Rule l7f-3 under the

1940 Act Funds held by the Custodian for Portfolio may be deposited by
it to its credit as Custodian in the banking department of the Custodian or
in such other banks or trust companies as it may in its discretion deem
necessary or desirable provided however that every such bank or trust

company shall be qualified to act as custodian under the 1940 Act and

that each such bank or trust company and the funds to be deposited with
each such bank or trust company shall on behalf of each applicable
Portfolio be approved by vote of majority of the Board of Directors of

the applicable Fund in each case the IBOARD Such funds shall be

deposited by the Custodian in its capacity as Custodian and shall be

withdrawable by the Custodian only in that capacity



2.5 Collection of Income Except with respect to Portfolio property released

and delivered pursuant to Section 2.210 or 2.215 or purchased pursuant

to Section 2.67 and subject to the provisions of Section 2.3 the

Custodian shall collect on timely basis all income and other payments

with respect to registered domestic securities held hereunder to which each

Portfolio shall be entitled either by law or pursuant to contract or custom

in the securities business and shall collect on timely basis all income

and other payments with respect to bearer domestic securities if on the

date of payment by the issuer such securities are held by the Custodian or

its agent thereof Without limiting the generality of the foregoing the

Custodian shall detach and present for payment all coupons and other income

items requiring presentation as and when they become due and shall collect

interest when due on securities held hereunder The Custodian shall credit

income to the Portfolio as such income is received or in accordance with

Custodians then current payable date income schedule Any credit to the

Portfolio in advance of receipt may be reversed when the Custodian

determines that payment will not occur in due course and the Portfolio may

be charged at the Custodians applicable rate for time credited Income on

securities loaned other than from the Custodians securities lending

program shall be credited as received Income due each Portfolio on

securities loaned pursuant to the provisions of Section 2.210 shall be

the responsibility of the applicable Fund The Custodian will have no duty

or responsibility in connection therewith other than to provide the Fund

with such information or data as may be necessary to assist the Fund in

arranging for the timely delivery to the Custodian of the income to which

the Portfolio is properly entitled
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2.6 Payment of Fund Monies Upon receipt of Proper Instructions on behalf of

the applicable Portfolio which may be continuing instructions when deemed

appropriate by the parties the Custodian shall pay out monies of

Portfolio in the following cases on1y

Upon the purchase ofdomestic securities options futures contracts

or options on futures contracts for the account of the Portfolio but

only Ca against the delivery of such securities or evidence of title

to such options futures contracts or options on futures contracts to

the Custodian or any bank banking firm or trust company doing

business in the United States or abroad which is qualified under the

1940 Act to act as custodian and has been designated by the

Custodian as its agent for this purpose registered in the name of the

Portfolio or in the name of nominee of the Custodian referred to in

Section 2.3 hereof or in proper form for transfer in the case of

purchase effected through U.S Securities System in accordance

with the conditions set forth in Section 2.9 hereof in the case

of purchase of Underlying Shares in accordance with the conditions

set forth in Section 2.11 hereof in the case of repurchase

agreements entered into between the applicable Fund on behalf of the

Portfolio and the Custodian or another bank or broker-dealer which

is member of NASD Ci against delivery of the securities either in

certificate form or through an entry crediting the Custodians account

at the Federal Reserve Bank with such securities or ii against

delivery of the receipt evidencing purchase by the Portfolio of

securities owned by the Custodian along with written evidence of the

agreement by the Custodian to repurchase such securities from the

Portfolio or for transfer to time deposit account of the Fund in

any bank whether domestic or foreign such transfer may be effected

prior to receipt of confirmation from broker and/or the applicable

bank pursuant to Proper Instructions from the Fund as defined in

Article



In connection with conversion exchange or surrender of securities
owned by the Portfolio as set forth in Section 2.2 hereof

For the redemption or repurchase of Shares issued by the Portfolio as
set forth in Article hereof

For the payment of any expense or liability incurred by the Portfolio
including but not limited to the following payments for the account of
the Portfolio interest taxes management accounting transfer agent
and legal fees and operating expenses of the Fund whether or not such

expenses are to be in whole or part capitalized or treated as deferred
expenses

For the payment of any dividends on Shares of the Portfolio declared
pursuant to the Funds articles of incorporation or organization and
bylaws or agreement or declaration of trust as applicable and

Prospectus collectively GOVERNING DOCUMENTS

For payment of the amount of dividends received in respect of
securities sold short
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Upon the purchase of domestic securities including without
limitation repurchase agreement transactions involving delivery of
Portfolio monies to Repo Custodians and prior to receipt of such
investments as set forth in written Proper Instructions such payment
in advance of delivery along with delivery in advance of payment made
in accordance with Section 2.215 as applicable shall each be
referred to herein as FREE TRADE provided that such Proper
Instructions shall also set forth the amount of such payment and

the persons to whom such payment is made and

For delivery as initial or variation margin in connection with futures
or options on futures contracts entered into by Fund on behalf of
Portfolio and

For any other purpose but only upon receipt of Proper Instructions
from the Fund on behalf of the applicable Portfolio specifying the
amount of such payment and the person or persons to whom such
payment is to be made

2.7 Liability for Payment in Advance of Receipt of Securities Purchased Except
as specifically stated otherwise in this Contract in any and every case
where payment for purchase of domestic securities for the account of
Portfolio is made by the Custodian in advance of receipt of the securities
purchased in the absence of specific written instructions from the Fund on
behalf of such Portfolio to so pay in advance the Custodian shall be
absolutely liable to the Fund for such securities to the same extent as if
the securities had been received by the Custodian

2.8 Appointment of Domestic Sub-Custodians The Custodian may at any time or
times in its discretion appoint and may at any time remove any other bank
or trust company which is itself qualified under the 1940 Act to act as
custodian as its subcustodian to carry out such custodial functions under
this Article as the Custodian may from time to time direct provided
however that the appointment of any domestic subcustodian shall not
relieve the Custodian of or in any way abrogate its responsibilities or
liabilities hereunder An Underlying Transfer Agent shall not be deemed an
agent or subcustodian of the Custodian for purposes of this Section 2.8 or
any other provision of this Contract

2.9 Deposit of Fund Assets in U.S Securities Systems The Custodian may



deposit and/or maintain securities owned by Portfolio in U.S
Securities System in compliance with the conditions of RUle 17f4 under the

1940 Act as amended from time to time

2.10 Segregated Account The Custodian shall upon receipt of Proper Instructions

on behalf of each applicable Portfolio establish and maintain segregated
account or accounts for and on behalf of each such Portfolio into which

account or accounts may be transferred cash and/or securities including
securities maintained in an account by the Custodian pursuant to Section

2.9 hereof in accordance with the provisions of any agreement among

the Fund on behalf of the Portfolio the Custodian and brokerdealer

registered under the Exchange Act and member of the NASD or any futures

commission merchant registered under the Commodity Exchange Act relating
to compliance with the rules of The Options Clearing Corporation and of any

registered national securities exchange or the Commodity Futures
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Trading Commission or any registered contract market or of any similar

organization or organizations regarding escrow or other arrangements in

connection with transactions by the Portfolio ii for purposes of

segregating cash or government securities in connection with options

purchased sold or written by the Portfolio or commodity futures contracts

or options thereon purchased or sold by the Portfolio iii for the

purposes of compliance by the Portfolio with the procedures required by

Investment Company Act Release No 10666 or any subsequent release or

releases of the Securities and Exchange Commission relating to the

maintenance of segregated accounts by registered investment companies and

iv for any other purpose but.only upon receipt of and in accordance with

Proper Instructions from the Fund on behalf of the applicable Portfolio

2.l1 Deposit of Fund Assets with an Underlying Transfer Agent Underlying Shares

beneficially owned by Fund on behalf of Portfolio shall be deposited
and/or maintained in an account or accounts maintained with an Underlying
Transfer Agent The Custodians responsibilities with respect thereto shall

be limited to the following

Upon receipt of confirmation or statement from an Underlying
Transfer Agent that such Underlying Transfer Agent is holding or

maintaining Underlying Shares in the name of the Custodian or
nominee of the Custodian for the benefit of Portfolio the

Custodian shall identify by book-entry that such Underlying Shares are

being held by it as custodian for the benefit of the Portfolio

In respect of the purchase of Underlying Shares for the account of

Portfolio upon receipt of Proper Instructions the Custodian shall

pay out monies of such Portfolio as so directed and record such

payment from the account of such Portfolio on the Custodians books

and records

in respect of the sale or redemption of Underlying Shares for the

account of Portfolio upon receipt of Proper Instructions the

Custodian shall transfer such Underlying Shares as so directed record

such transfer from the account of such Portfolio on the Custodians

books and records and upon the Custodians receipt of the proceeds

theref or record such payment for the account of such Portfolio on the

Custodians books and records

The Custodian shall not be liable to any Fund for any loss or damage to

such Fund or any Portfolio resulting from the maintenance of Underlying
Shares with an Underlying Transfer Agent except to the extent that such

loss or damage results directly from the fraud negligence or willful

misconduct of the Custodian or any of its agents



2.12 Ownership Certificates for Tax Purposes The Custodian shall execute
ownership and other certificates and affidavits for all federal and state

tax purposes in connection with receipt of income or other payments with

respect to domestic securities of each Portfolio held by it and in

connection with transfers of securities

2.13 Proxies The Custodian shall with respect to the domestic securities held

hereunder cause to be promptly executed by the registered holder of such

securities if the securities are
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registered otherwise than in the name of the Portfolio or nominee of the

Portfolio all proxies without indication of the manner in which such

proxies are to be voted and shall promptly deliver to the Fund such

proxies all proxy soliciting materials and all notices relating to such

securities

2.14 Communications Relating to Portfolio Securities Subject to the provisions
of Section 2.3 the Custodian shall transmit promptly to the Fund for each

Portfolio all written information including without limitation pendency
of calls and maturities of domestic securities and expirations of rights in

connection therewith and notices of exercise of call and put options
written by the Fund on behalf of the Portfolio and the maturity of futures

contracts purchased or sold by the Portfolio received by the Custodian
from issuers of the securities being held for the Portfolio With respect
to tender or exchange offers the Custodian shall transmit promptly to the

Prtfolio all written information received by the Custodian from issuers of

the securities whose tender or exchange is sought and from the party or
his agents making the tender or exchange offer The Custodian shall not be

liable for any untimely exercise of any tender exchange or other right or

power in connection with domestic securities or other property of the

Portfolios at any time held by it unless the Custodian is in actual

possession of such domestic securities or property and ii the Custodian
receives Proper Instructions with regard to the exercise of any such right

or power and both and ii occur at least three business days prior to

the date on which the Custodian is to take action to exercise such right or

power The Custodian shall also transmit promptly to the Fund for each

applicable Portfolio all written information received by the Custodian

regarding any class action or other litigation in connection with Portfolio
securities or other assets issued in the United States and then held or

previously held during the term of this Contract by the Custodian for the

account of the Fund for such Portfolio including but not limited to
optout notices and proof-of-claim forms For avoidance of doubt upon and

after the effective date of any termination of this Contract with respect
to Fund or its Portfolios as may be applicable the Custodian shall

have no responsibility to so transmit any information under this Section
2.14

2.15 Investments in Loans The provisions of this section shall apply with

respect to Loans as defined below

For purposes of this section the following terms shall have the

following meanings

FINANCING DOCUMENTS means promissory riptes mortgages security
agreements assignment agreements settlement agreements
participation agreements leases and other instruments certificates

agreements and documents or copies thereof constituting evidencing
representing or otherwise relating to Loans

LOAN INFORMATION for Loan means the Financing Documents ii



the Payment Schedule and iii such other information with respect to

the Loan and Financing Documents as the Custodian reasonably may

require in order to perform its services hereunder
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LOANS means Portfolio assets in the nature of loans and

participations and other interests in loans in which Fund on behalf

of the applicable Portfolio is lender including leases used as

financing transactions

OBLIGOR means the party obligated under applicable Financing

Documents to pay Loen

PAYMENT SCHEDULE an amortization schedule of payments identifying

the amount and due dates of scheduled principal and interest payments

and related payment amount information

Safekeeping and Delivery of Financing Documents The Custodian shall

hold Financing Documents that the Fund delivers or causes to be

delivered to Custodian from time to time in its vault facility but

only pursuant to Proper Instructions from the Fund Financing

Documents other than those described in the foregoing sentence shall

be held subject to the same security as other physical documents and

records that the Custodian holds for the Fund The Custodian is not

obligated to require delivery of any Financing Documents or to require

delivery of originals of Financing Documents that may be delivered to

it as physical or electronic copies or to inquire into the issuance

of any Financing Documents or the existence of originals thereof the

Fund being solely responsible for determining the Financing Documents

to be delivered the form in which they are to be delivered and the

method-of acquiring nd evidencing the ownership thereof The

Custodian shall promptly release any Financing Documents to the Fund

or to any party specified to receive such Financing Documents pursuant

to Proper Instructions from. the Fund The Custodian shall not be

deemed to have or be charged with knowledge of the sale of any Loan

unless the Custodian shall have received Proper Instructions from the

Fund with respect thereto

Responsibility for Financing Documents The Custodian shall not be

obligated to examine the contents or determine the sufficiency of any

Financing Documents or to provide any certification with respect

thereto whether such Financing Documents are received by the

Custodian as original documents photocopies electronic documents by

facsimile or otherwise The Custodian shall be entitled to assume the

genuineness sufficiency nd completeness of any Financing Documents

received and the genuineness and due authority of any signature

appearing thereon The Custodian shall not be obligated to examine

Financing Documents or make other inquiries to determine the

sufficiency validity or genuineness of or title to any Financing

Documents or whether the as5ignment or transfer of the related Loan or

applicable interest or participation in the related Loan is effective

or enforceable Without limiting the generality of the foregoing it

is understood and agreed that the Company in its sole discretion may

cause delivery of Loan to the Custodian to be evidenced solely by

delivery to the Custodian of an original or physical or electronic

copy of an assignment or transfer agreement or confirmation or

certification stating that the Fund on
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behalf of the applicable Portfolio has acquired such Loan with or
without delivery of any promissory note participation certificate or
similar instrument

Record Keeping The Custodian shall record and track Loan payments
on daily basis ii maintain detailed accrual information for each
Loan including but not limited to interest payments and fee payments
received receivables past due and principal payments received iii
value each Loan in accordance with the Fundts Proper Instructions
utilizing the information sources designated in writing by the Fund
and iv provide reports and information from the books and records it
maintains for the Fund in accordance with the Funds Proper
Instructions

Collection of Loan Payments The Fund on behalf of the applicable
Portfolio shall cause the Custodian to be named as its nominee for

payment purposes under the Financing Documents or otherwise provide
for the direct payment of the Loan payments to the Custodian The
Custodian shall credit to the Portfolios account all payments with

respect to Loan actually received by the Custodian and identified as
for the account of the Portfolio All credits and payments credited to
the Portfolio shall be conditional upon clearance and actual receipt
by the Custodian of final payment thereon If any Loan payments
whether principal or interest are not received by the Custodian
within three business days of the due date the Custodian shall notify
the Fund of the Obligors failure to make the Loan payment The
Custodian shall have no obligations with respect to Loan payments and
the collection thereof other than the duty to notify the Fund as
provided in this paragraph In nO event shall the Custodian be under
any obligation to make any advance of its own funds in respect of any
Loan

Other Responsibilities of the Custodian The Custodian shall have no
responsibilities or duties whatsoever with respect to Loans or the

Financing Documents except as expressly set forth herein Without
limiting the generality of the foregoing the Custodian shall have no
obligation to preserve any rights against prior parties or to exercise
any right or perform any obligation in connection with the Loans or

any Financing Documents including without limitation no obligation
to take any action in respect of or upon receipt of any consent

solicitation notice of default or similar notice received from any
bank agent or Obligor except that the Custodian shall undertake
reasonable efforts to forward any such notice to the Fund The
Custodian shall be entitled to rely upon the Loan Information provided
to it by the Fund and any information and notices received by the
Custodian from time to time from the related bank agent Obligor or
similar party with respect to the related Loan without any obligation
on the part of the Custodian independently to verify investigate
recalculate update or otherwise confirm the accuracy or completeness
thereof The Custodian shall have no liability for any delay or
failure on the part of the Fund in providing necessary Loan
Information to the Custodian or for any inaccuracy therein or
incompleteness thereof In case any question arises as to its duties
hereunder the Custodian may request instructions from the Fund and
shall be entitled at all times
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to refrain from taking any action unless it has received Proper
Instructions from the Fund

Provisions Relating to Rules l7f5 and l7f7



3.1 Definitions The following capitalized terms as used throughout this

Contract shall have the following meanings

COUNTRY RISK means all factors reasonably related to the systemic risk of

holding Foreign Assets in particular country including but not limited

to such countrys political environment economic and financial

infrastructure including any Eligible Securities Depository operating in

the country prevailing or developing custody and settlement practices

and laws and regulations applicable to the safekeeping and recovery of

Foreign Assets held in custody in that country

ELIGIBLE FOREIGN CUSTODIAN has the meaning set forth in section of

Rule 17f-5 including majority-owned or indirect subsidiary of U.S

Bank as defined in Rule 17f-5 bank holding company meeting the

requirements of an Eligible Foreign Custodian as set forth in Rule 17f5

or by other appropriate action of the U.S Securities and Exchange

Commission the SEC or foreign branch of Bank as defined in

Section 2a5 of the 1940 Act meeting the requirements of custodian

under Section 17f of the 1940 Act the term does not include any Eligible

Securities Depository

ELIGIBLE SECURITIES DEPOSITORY has the meaning set forth in section

of Rule 17f7 of the 1940 Act

FOREIGN ASSETS means any of the Portfolios investments including

foreign currencies for which the primary market is outside the United

States and such cash and cash equivalents as are reasonably necessary to

effect the Portfolios transactions in such investments

FOREIGN CUSTODY MANAGER has the meaning set forth in section of

Rule 17f5 of the 1940 Act

3.2 The Custodian as Foreign Custody Manager

Delegation to the Custodian as Foreign Custody Manager Each Fund by

resolution adopted by its Board hereby delegates to the Custodian

subject to Section of Rule 17f5 the responsibilities set forth

in this Section 3.2 with respect to Foreign Assets of the Portfolios

outside the United States and the Custodian hereby accepts such

delegation as Foreign Custody Manager with respect to the Portfolios

Countries Covered The Foreign Custody Manager shall be responsible

for performing the delegated responsibilities defined below only with

respect to the countries and custody arrangements for each such

country listed on Schedule to
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this Contract which list of countries may be amended from time to

time by the Fund with the agreement of the Foreign Custody Manager

The Foreign Custody Manager shall list on Schedule the Eligible

Foreign Custodians selected by the Foreign Custody Manager to maintain

the assets of the Portfolios which list of Eligible Foreign

Custodians may be amended from time to time in the sole discretion of

the Foreign Custody Manager The Foreign Custody Manager will provide

amended versions of Schedule in accordance with Section 3.25
hereof

Upon the receipt by the Foreign Custody Manager of Proper Instructions

to open an account or to plae or maintain Foreign Assets in country

listed on Schedule and the fulfillment by the Fund on behalf of

the applicable Portfolios of the applicable account opening



requirements for such country the Foreign Custody Manager shall be
deemed to have been delegated by the Board on behalf of the Portfolios

responsibility as Foreign Custody Manager with respect to that country
and to have accepted such delegation Execution of this Contract by
Fund shall be deemed to be Proper Instruction to open an account or
to place or maintain Foreign Assets in each country listed on
Schedule in which the Custodian has previously placed or currently
maintains Foreign Assets pursuant to the terms of the Contract
Following the receipt of Proper Instructions directing the Foreign

Custody Manager to close the account of Portfolio with the Eligible
Foreign Custodian selected by the Foreign Custody Manager in

designated country the delegation by the Board on behalf of the

Portfolios to the Custodian as Foreign Custody Manager for that

country shall be deemed to have been withdrawn and the Custodian shall

immediately cease to be the Foreign Custody Manager of the Portfolios
with respect to that country

The Foreign Custody Manager may withdraw its acceptance of delegated
responsibilities with respect to designated country upon written
notice to the Fund Thirty days or such longer period to which the

parties agree in writing after receipt of any such notice by the

Fund the Custodian shall have no further responsibility in its

capacity as Foreign Custody Manager to the Fund with respect to the

country as to which the Custodians acceptance of delegation is

withdrawn

Scope of Delegated Responsibilities

Selection of Eligible Foreign Custodians Subject to the

provisions of this Section 3.2 the Foreign Custody Manager may
place and maintain the Foreign Assets in the care of the Eligible
Foreign Custodian selected by the Foreign Custody Manager in each
country listed on Schedule as amended from time to time In

performing its delegated responsibilities as Foreign Custody
Manager to place or maintain Foreign Assets with an Eligible
Foreign Custodian the Foreign Custody Manager shall determine
that the Foreign Assets will be subject to reasonable care based

on the standards applicable to custodians in the country in which
the Foreign Assets will be held by that Eligible Foreign
Custodian after considering
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all factors relevant to the safekeeping of such assets
including without limitation the factors specified in Rule

17f5c

Contracts With Eligible Foreign Custodians The Foreign Custody
Manager shall determine that the contract governing the foreign
custody arrangements with each Eligible Foreign Custodian
selected by the Foreign Custody Manager will satisfy the

requirements of Rule 17f-5c2

Monitoring In each case in which the Foreign Custody Manager
maintains Foreign Assets with an Eligible Foreign Custodian
selected by the Foreign Custody Manager the Foreign Custody
Manager shall establish system to monitor the

appropriateness of maintaining the Foreign Assets with such

Eligible Foreign Custodian and ii the performance of the

contract governing the custody arrangements established by the

Foreign Custody Manager with the Eligible Foreign Custodian In

the event the Foreign Custody Manager determines that the custody
arrangements with an Eligible Foreign Custodian it has selected



are no longer appropriate the Foreign Custody Manager shall

notify the Board in accordance with Section 3.25 hereunder

Guidelines for the Exercise of Delegated Authority For purposes of

this Section 3.2 the Board shall be deemed to have considered and

determined to accept such Country Risk as is incurred by placing and

maintaining the Foreign Assets in each country for which the Custodian

is serving as Foreign Custody Manager of the Portfolios

Reporting Requirements The Foreign Custody Manager shall report the

withdrawal of the Foreign Assets from an Eligible Foreign Custodian

and the placement of such Foreign Assets with another Eligible Foreign

Custodian by providing to the Board an amended Schedule at the end

of the calendar quarter in which an amendment to such Schedule has

occurred The Foreign Custody Manager shall make written reports

notifying the Board of any other material change in the foreign

custody arrangements of the Portfolios described in this Section 3.2

after the occurrence of the material change

Standard of Care as Foreign Custody Manager of Portfolio In

performing the responsibilities delegated to it the Foreign Custody

Manager agrees to exercise reasonable care prudence and diligence

such as person having responsibility for the safekeeping of assets

of management investment companies registered under the 1940 Act would

exercise
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Representations with Respect to Rule l7f-5 The Foreign Custody

Manager represents to the Fund that it is U.S Bank as defined in

section of Rule 17f-5 The Fund represents to the Custodian

that the Board has determined that it is reasonable for the Board to

rely on the Custodian to perform the responsibilities delegated

pursuant to this Contract to the Custodian as the Foreign Custody

Manager of the Portfolios

Effective Date and Termination of the Custodian as Foreign Custody

Manager The Boards delegation to the Custodian as Foreign Custody

Manager of the Portfolios shall be effective as of the date hereof and

shall remain in effect until terminated at any time without penalty

by written notice from the terminating party to the nonterminating

party Termination will become effective thirty 30 days after

receipt by the nonterminating party of such notice The provisions of

Section 3.22 hereof shall govern the delegation to and termination

of the Custodian as Foreign Custody Manager of the Portfolios with

respect to designated countries

Eligible Securities Depositories

Analysis and Monitoring The Custodian shall provide the Fund or

its dulyauthorized investment manager or investment adviser with an

analysis of the custody risks associated with maintaining assets with

the Eligible Securities Depositories set forth on Schedule hereto in

accordance with section Ci of Rule 17f7 and monitor

such risks on continuing basis and promptly notify the Fund or its

dulyauthorized investment rranager or investment adviser of any

material change in such risks in accordance with section

of Rule l7f7

Standard of Care The Custodian agrees to exercise reasonable care

prudence and diligence in performing the duties set forth in Section

3.31



Duties of the Custodian with Respect to Property of the Portfolios Held
Outside the United States

4.1 Definitions Capitalized terms in this Article shall have the following
meanings

UFOREIGN SECURITIES SYSTEM means an Eligible Securities Depository listed
on Schedule hereto

FOREIGN SUB-CUSTODIAN means foreign banking institution serving as an
Eligible Foreign Custodian

4.2 Holding Securities The Custodian shall identify on its books as belonging
to the Portfolios the foreign securities held by each Foreign Sub-Custodian
or Foreign Securities System The Custodian may hold foreign securities for
all of its customers including the Portfolios with any Foreign
Sub-Custodian in an account that is identified
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as belonging to the Custodian for the benefit of its customers provided
however that Ci the records of the Custodian with respect to foreign
securities of the Portfolios which are maintained in such account shall
identify those securities as belonging to the Portfolios and ii to the
extent permitted and customary in the market in which the account is
maintained the Custodian shall require that securities so held by the
Foreign Sub-Custodian be held separately from any assets of such Foreign
Sub-Custodian or of other customers of such Foreign SubCustodian

4.3 Foreign Securities Systems Foreign securities shall be maintained in
Foreign Securities System in designated country through arrangements
implemented by the Custodian or Foreign Sub-Custodian as applicable in
such country

4.4 Transactions in Foreign Custody Account

Delivery of Foreign Assets The Custodian or Foreign SubCustodian
shall release and deliver foreign securities of the Portfolios held by
the Custodian or such Foreign Sub-Custodian or in Foreign
Securities System account only upon receipt of Proper Instructions
which may be continuing instructions when deemed appropriate by the
parties and only in the following cases

upon the sale of.such foreign securities for the Portfolio in
accordance with commercially reasonable market practice in the

country where such foreign securities are held or traded
including without limitation delivery against expectation
of receiving later payment or in the case of sale effected
through Foreign Securities System in accordance with the rules
governing the operation of the Foreign Securities System

in connection with any repurchase agreement related to foreign
securities

to the depository agent in connection with tender or other
similar offers for foreign securities of the Portfolios

to the issuer thereof or its agent when such foreign securities
are called redeemed retired or otherwise become payable

to the issuer thereof or its agent for transfer into the name
of the Custodian or the name of the respective Foreign
Sub-Custodian or of any nominee of the Custodian or such Foreign



SubCustodian or for exchange for different number of bonds

certificates or other evidence representing the same aggregate

face amount or number of units

to brokers clearing banks or other clearing agents for

examination or trade execution in accordance with market custom

provided that in any such case the Foreign SubCustodian shall

have no responsibility or liability for any loss arising from the

delivery of such foreign securities prior to
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receiving payment for such foreign securities except as may arise

from the Foreign SubCustodians own negligence or willful

misconduct

for exchange or conversion pursuant to any plan of merger
consolidation recapitalization reorganization or readjustment

of the securities of the issuer of such securities or pursuant

to provisions for conversion contained in such securities or

pursuant to any deposit agreement

in the case of warrants rights or similar foreign securities

the surrender thereof in the exercise of such warrants rights or

similar securities or the surrender of interim receipts or

temporary securities for definitive securities

for delivery as security in connection with any borrowing by

Fund on behalf of Portfolios requiring pledge of assets by the

Fund on behalf of such Portfolios

in connection with trading in options and futures contracts

including delivery as original margin and variation margin

in connection with the lending of foreign securities and

Upon the sale or other delivery of such foreign securities

including without limitation to one or more Special

Sub-Custodians or Etepo Custodians as Free Trade provided that

applicable Proper Instructions shall set forth the foreign

securities to be delivered and the person or persons to whom

delivery shall be made

for any other purpose but only upon receipt of Proper

Instructions specifying the foreign securities to be delivered

and naming the person or persons to whom delivery of such

securities shall be made

Payment of Portfolio Monies Upon receipt of Proper Instructions

which may be continuing instructions when deemed appropriate by the

parties the Custodian shall pay out or direct the respective Foreign

Sub-Custodian or the respective Foreign Securities System to pay out

monies of Portfolio in the following cases only

upon the purchase of foreign securities for the Portfolio unless

otherwise directed by Proper Instructions by delivering

money to the seller thereof or to dealer therefor or an agent

for such seller or dealer against expectation of receiving later

delivery of such foreign securities or in the case of

purchase effected through Foreign Securities System in

accordance with the rules governing the operation of such Foreign

Securities System
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in connection with the conversion exchange or surrender of

foreign securities of the Portfolio

for the payment of any expense or liability of the Portfolio
including but not limited to the following payments interest
taxes investment advisory fees transfer agency fees fees under
this Contract legal fees accounting fees and other operating
expenses

for the purchase or sale of foreign exchange or foreign exchange
contracts for the Portfolio including transactions executed with
or through the Custodian or its Foreign SubCustodians

in connection with trading in options and futures contracts
including delivery as original margin and variation margin

for payment of part or all of the dividends received in respect
of securities sold short

in connection with the borrowing or lending of foreign
securities and

Jpon the purchase of foreign investments including without

limitation repurchase agreement transactions involving delivery
of Portfolio monies to Repo Custodians as Free Trade
provided that applicable Proper Instructions shall set forth
the amount of such payment and the person or persons to whom
payment shall be made

for any other purpose but only upon receipt of Proper
Instructions specifying the amount of such payment and naming the

person or persons to whom such payment is to be made

Market Conditions totwithstanding any provision of this Contract to
the contrary settlement and payment for Foreign Assets received for
the account of the Portfolios and delivery of Foreign Assets
maintained for the account of the Portfolios may be effected in
accordance with the customary established securities trading or
processing practices and procedures in the country or market in which
the transaction occurs including without limitation delivering
Foreign Assets to the purchaser thereof or to dealer therefor or an
agent for such purchaser or dealer with the expectation of receiving
later payment for such Foreign Assets from such purchaser or dealer

The Custodian shall provide to the Boards the information with respect
to custody and settlement practices in countries in which the
Custodian employs Foreign SubCustodian described on Schedule
hereto at the time or times set forth on such Schedule The Custodian
may revise Schedule from time to time provided that no such
revision shall result in the Boards being provided with substantively
less information than had been previously provided hereunder
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4.5 Registration of Foreign Securities The foreign securities maintained in
the custody of Foreign Sub-Custodian other than bearer securities shall
be registered in the name of the applicable Portfolio or in the name of the
Custodian or in the name of any Foreign SubCustodian or in the name of any



nominee of the foregoing and the applicable Fund on behalf of such

Portfolio agrees to hold any such nominee harmless from any liability as

holder of record of such foreign securities The Custodian or Foreign

Sub-Custodian shall not be obligated to accept securities on behalf of

Portfolio under the terms of this Contract unless the form of such

securities and the manner in which they are delivered are in accordance

with reasonable market practice

4.6 Bank Accounts The Custodian shall identify on its books as belonging to

the Fund cash including cash denominated in foreign currencies deposited
with the Custodian Where the Custodian is unable to maintain or market

practice does not facilitate the maintenance of cash on the books of the

Custodian bank account or bank accounts shall be opened and maintained

outside the United States on behalf of Portfolio with Foreign

SubCustodian All accounts referred to in this Section shall be subject

only to draft or order by the Custodian or if applicable such Foreign

SubCustodian acting pursuant to the terms of this Contract to hold cash

received by or from or for the account of the Portfolio Cash maintained on

the books of the Custodian including its branches subsidiaries and

affiliates regardless of currency denomination is maintained in bank

accounts established under and subject to the laws of The Commonwealth of

Massachusetts

4.7 Collection of Income The Custodian shall use reasonable commercial efforts

collect all income and other payments with respect to the Foreign Assets

held hereunder to which the Portfolios shall be entitled In the event that

extraordinary measures are required to collect such income the Fund and

the Custodian shall consult as to such measures and as to the compensation
and expenses of the Custodian relating to such measures The Custodian

shall credit income to the applicable Portfolio as such income is received

or in accordance with Custodians then current payable date income

schedule Any credit to the Portfolio in advance of receipt may be reversed

when the Custodian determines that payment will not occur in due course and

the Portfolio may be charged at the Custodians applicable rate for time

credited Income on securities loaned other than from the Custodians

securities lending program shall be credited as received

4.8 Shareholder Rights With respect to the foreign securities held pursuant to

this Article the Custodian will use reasonable commercial efforts to

facilitate the exercise of voting and other shareholder rights subject

always to the laws regulations and practical constraints that may exist in

the country where such securities are issued The Fund acknowledges that

local conditions including lack of regulation onerous procedural

obligations lack of notice and other factors may have the effect of

severely limiting the ability of the Fund to exercise shareholder rights

4.9 Communications Relating to Foreign Securities The Custodian shall transmit

promptly to the Fund written information with respect to materials received

by the Custodian via
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the Foreign SubCustodians from issuers of the foreign securities being

held for the account of the Portfolios including without limitation

pendency of calls and maturities of foreign securities and expirations of

rights in connection therewith With respect to tender or exchange offers

the Custodian shall transmit promptly to the Fund written information with

respect to materials so received by the Custodian from issuers of the

foreign securities whose tender or exchange is sought or from the party or
its agents making the tender or exchange offer The Custodian shall not be

liable for any untimely exercise of any tender exchange or other right or

power in connection with foreign securities or other property of the

Portfolios at any time held by it unless the Custodian or the



respective Foreign Sub-Custodian is in actual possession of such foreign
securities or property and ii the Custodian receives Proper Instructions
with regard to the exercise of any such right or power and both and

ii occur at least three business days prior to the date on which the

Custodian is to take action to exercise such right or power The Custodian
shall also transmit promptly to the applicable Fund all written information
received by the Custodian via the Foreign Sub-Custodians from issuers of

the foreign securities being held for the account of the Portfolios

regarding any class action or other litigation in connection with Portfolio
foreign securities or other assets issued outside the United States and

then held or previously held during the term of this Contract by the

Custodian via Foreign Sub-Custodian for the account of the Fund for such

Portfolio including but not limited to opt-out notices and

proofofclaim forms For avoidance of doubt upon and after the effective
date of any termination of this Contract with respect to Fund or its

Portfolios as may be applicable the Custodian shall have no

responsibility to so transmit any information under this Section 4.9

4.10 Liability of Foreign SubCustodians Each agreement pursuant to which the

Custodian employs Foreign Sub-Custodian shall to the extent possible
require the Foreign Sub-Custodian to exercise reasonable care in the

performance of its duties and to indemnify and hold harmless the

Custodian from and against any loss damage cost expense liability or
claim arising out of or in connection with the Foreign SubCustodians
performance of such obligations At Funds election the Portfolios shall
be entitled to be subrogated to the rights of the Custodian with respect to

any claims against Foreign Sub-Custodian as consequence of any such

loss damage cost expense liability or claim if and to the extent that

the Portfolios have not been made whole for any such loss damage cost
expense liability or claim

4.11 Liability of Custodian Except as may arise from the Custodians own

negligence or willful misconduct or the negligence or willful misconduct of

SubCustodian the Custodian shall be without liability to the Fund for

any loss liability claim or expense resulting from or caused by anything
which is part of Country Risk

The Custodian shall be liable for the acts or omissions of Foreign
SubCustodian to the same extent as set forth with respect to

subcustodians generally in the Contract and regardless of whether assets
are maintained in the custody of Foreign Sub-Custodian or Foreign
Securities System the Custodian shall not be liable for any loss damage
cost expense liability or claim resulting from nationalization
expropriation currency
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restrictions or acts of war or terrorism or any other loss where the

Foreign SubCustodian has otherwise acted with reasonable care

Contractual Settlement Services Purchase Sales

5.1 The Custodian shall in accordance with the terms set out in this section
debit or credit the appropriate cash account of each Portfolio in
connection with the purchase of securities for such Portfolio and ii
proceeds of the sale of securities held on behalf of such Portfolio on
contractual settlement basis

5.2 The services described above the CONTRACTUAL SETTLEMENT SERVICES shall
be provided for such instruments and in such markets as the Custodian may
advise from time to time The Custodian may terminate or suspend any part
of the provision of the Contractual Settlement Services under this Contract
at its sole discretion immediately upon notice to the applicable Fund on



behalf of each Portfolio including without limitation in the event of

force majeure events affecting settlement or any material disorder in

applicable securities markets

5.3 The consideration payable in connection with purchase transaction shall

be debited from the appropriate cash account of the applicable Portfolio as

of the time and date that monies would ordinarily be required to settle

such transaction in the applicable market The Custodian shall promptly

recredit such amount at the time that the Portfolio or the Fund notifies

the Custodian by Proper Instruction that such transaction has been

canceled

5.4 With respect to the settlement of sale of securities provisional

credit of an amount equal to the net sale price for the transaction the

SETTLEMENT AMOUNT shall be made to the account of the applicable

Portfolio as if the Settlement Amount had been received as of the close of

business on the date that monies would ordinarily be available in good

funds in the applicable market Such provisional credit will be made

conditional upon Ci the Custodians having received Proper Instructions

with respect to or reasonable notice of the transaction as applicable

and ii the Custodian or its agents having possession of the assets
which shall exclude assets subject to any third party lending arrangement

entered into by Portfolio associated with the transaction in good

deliverable form and not being aware of any facts which would lead them to

believe that the transaction will not settle in the time period ordinarily

applicable to such transactions in the applicable market

5.5 Simultaneously with the making of such provisional credit the Fund on

behalf of the applicable Portfolio agrees that the Custodian shall have

and hereby grants to the Custodian security interest in any property at

any time held for the account of the Portfolio to the full extent of the

credited amount and each Portfolio hereby pledges assigns and grants to

the Custodian continuing security interest and lien on any and all such

property under the Custodians possession in accordance with the terms of

Article 17 of this Contract In the event that the applicable Portfolio

fails to promptly repay any
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provisional credit the Custodian shall have all of the rights and remedies

of secured party under the Uniform Commercial Code of The Commonwealth of

Massachusetts

5.6 The Custodian shall have the right to reverse any provisional credit or

debit given in connection with the Contractual Settlement Services at any

time when the Custodian believes in its reasonable judgment that such

transaction will not settle in accordance with its terms or amounts due

pursuant thereto will not be collectable or where the Custodian has not

been provided Proper Instructions with respect thereto as applicable and

the Portfol.io shall be responsible for any costs or liabilities resulting

from such reversal Upon such reversal sum equal to the credited or

debited amount shall become immediately payable by the Portfolio to the

Custodian and may be debited from any cash account held for benefit of the

Portfolio

5.7 In the event that the Custodian is unable to debit an account in accordance

with Section 5.6 above of the Portfolio and the Portfolio fails to pay any

amount due to the Custodian at the time such amount becomes payable in

accordance with Section 5.6 this Contract the Custodian may charge the

Portfolio for reasonable costs and expenses associated with providing the

provisional credit including without limitation the reasonable cost of

funds associated therewith ii the amount of any accrued dividends

interest and other distributions with respect to assets associated with



such transaction may be set off against the credited amount iii the

provisional credit and any such costs and expenses shall be considered an
advance of cash for purposes of this Contract and iv the Custodian shall
have the right to setoff against any property and the discretion to sell
exchange convey transfer or otherwise dispose of any property at any time
held for the account of the Portfolio to the full extent necessary for the
Custodian to make itself whole provided however that the Custodian shall

notify the applicable Fund promptly following any such disposition of any
property of Portfolio state the reason for such disposition and list the

property disposed of

Special Sub-Custodians

Upon receipt of Proper Instructions the Custodian shall on behalf of one
or more Portfolios appoint one or more Special Sub-Custodians for the purposes
of effecting such transactions as may be designated in such Proper Instructions
or to serve as Foreign SubCustodian in such markets as may be designated in
such Proper Instructions In connection with the appointment of any Special
Sub-Custodian and in accordance with Proper Instructions the Custodian shall
enter into sub-custodian agreement with the Fund and the Special Sub-Custodian
in form and substance acceptable to the Custodian and approved by such Fund
provided that such agreement shall in all events comply with the provisions of
the 1940 Act and the rules and regulations thereunder and the terms and

provisions of this Contract At Funds election the Portfolios shall be
entitled to be subrogated to the rights of the Custodian with respect to any
claims against Special Sub-Custodian as consequence of any loss damage
cost expense liability or claim if and to the extent that the Portfolios have
not been made whole for any such loss damage cost expense liability or
claim
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Payments for Sales or Repurchases or Redemptions of Shares of the Fund

The Custodian shall receive from the distributor for the Shares or from the
Transfer Agent of the Fund and deposit into the account of the appropriate
Portfolio such payments as are received for Shares of that Portfolio issued or
sold from time to time by the applicable Fund The Custodian will provide timely
notification to the Fund on behalf of each such Portfolio and the Transfer Agent
of any receipt by it of payments for Shares ofsuch Portfolio

From such funds as may be available for the purpose the Custodian shall
upon receipt of instructions from the Transfer Agent make funds available for
payment to holders of Shares who have delivered to the Transfer Agent request
for redemption or repurchase of their Shares In connection with the redemption
or repurchase of Shares of Portfolio the Custodian is authorized upon receipt
of instructions from the Transfer Agent to wire funds to or through commercial
bank designated by the redeeming shareholders

Tax Law

The Custodian shall have no responsibility or liability for any obligations
now or hereafter imposed on the Fund the Portfolios or the Custodian as
custodian of the Portfolios by the tax law of the United States or of any state
or political subdivision thereof It shall be the responsibility of the Fund to
notify the Custodian of the obligations imposed on the Fund with respect to the
Portfolios or the Custodian as custodian of the Portfolios by the tax law of

jurisdictions other than those mentioned in the above sentence including
responsibility for withholding and other taxes assessments or other
governmental charges certifications and governmental reporting The sole

responsibility of the Custodian with regard to such tax law shall be to use
reasonable efforts to assist the Fund with respect to any claim for exemption or
refund under the tax law of jurisdictions for which the Fund has provided such



information

Proper Instructions

PROPER INSTRUCTIONS which may also be standing instructions as such

term is used throughout this Contract shall mean instructions received by the

Custodian from Fund Funds duly authorized transfer agent investment

manager or investment adviser or person or entity duly authorized by either

of them Such instructions may be in writing signed by the authorized person or

persons or may be in tested communication or in communication utilizing

access codes effected between electro-mechanical or electronic devices or may be

by such other means and utilizing such intermediary systems and utilities as may

be agreed from time to time by the Custodian and the persons or entity giving
such instruction provided that the Fund has followed any security procedures

agreed to from time to time by the applicable Fund and the Custodian including
but not limited to the security procedures selected by the Fund via the form of

Funds Transfer Addendum hereto Oral instructions will be considered Proper

Instructions if the Custodian reasonably believes them to have been given by

person authorized to provide such instructions with respect to the transaction

involved the Fund shall cause all oral instructions to be confirmed in writing

For purposes of this Section Proper Instructions shall include instructions

received by the Custodian pursuant to any multi-party agreement which requires

segregated asset account in accordance with Section 2.10 hereof
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Concurrently with the execution of this Contract and from time to time

thereafter as appropriate each Fund shall deliver to the Custodian duly

certified by such Funds Treasurer or Assistant Treasurer certificate setting

forth the names titles signatures and scope of authority of all persons

authorized to give Proper Instructions or any other notice request direction

instruction certificate or instrument on behalf of the Fund Such certificate

may be accepted and relied upon by the Custodian as conclusive evidence of the

facts set forth therein and shall be considered to be in full force and effect

until receipt by the Custodian of similar certificate to the contrary

10 Actions Permitted without Express Authority

The Custodian may in its discretion without express authority from the

applicable Fund on behalf of each applicable Portfolio

make payments to itself or others for minor expenses of handling

securities or other similar items relating to its duties under this

Contract provided that all such payments shall be accounted for to

the Fund on behalf of the Portfolio

surrender securities in temporary form for securities in definitive

form

endorse for collection in the name of the Portfolio checks drafts

and other negotiable instruments and

in general attend to all non-discretionary details in connection with

the sale exchange substitution purchase transfer and other

dealings with the securities and property of the Portfolio except as

otherwise directed by the applicable Board

11 Evidence of Authority

The Custodian shall be protected in acting upon any instructions notice

request consent certificate or other instrument or paper reasonably believed

by it to be genuine and to have been properly executed by or on behalf of the

applicable Fund The Custodian may receive and accept copy of resolution



certified by the Secretary or an Assistant Secretary of any Fund as conclusive
evidence of the authority of any person to act in accordance with such

resolution or of any determination or of any action by the applicable Board
as described in such resolution and such resolution may be considered as in

full force and effect until receipt by the Custodian of written notice to the

contrary

12 Duties of Custodian with Respect to the Books of Account and Calculation of

Net Asset Value and Net Income

The Custodian shall cooperate with and supply necessary information to the

entity or entities appointed by the applicable Board to keep the books of

account of eacih Portfolio and/or compute the net asset value per share of the

outstanding Shares of each Portfolio
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13 Records

The Custodian shall with respect to each Portfolio create and maintain all

records relating to its activities and obligations under this Contract in such

manner as will meet the obligations of the Fund under the applicable provisions
of the 1940 Act with particular attention to Section 31 thereof and Rules 31a-l

and 31a2 thereunder All such records shall be the property of the Fund and

shall at all times during the regular business hours of the Custodian be open
for inspection by duly authorized officers employees or agents of the Fund and

employees and agents of the SEC The Custodian shall at the Funds request
supply the Fund with tabulation of securities owned by each Portfolio and held

by the Custodian and shall when requested to do so by the Fund and for such

compensation as shall be agreed upon between the Fund and the Custodian include
certificate numbers in such tabulations

Each Fund acknowledges and agrees that with respect to investments
maintained with an Underlying Transfer Agent the Underlying Transfer Agent is

the sole source of information on the number of shares of fund held by it on
behalf of Portfolio and that the Custodian has the right to rely on holdings
information furnished by the Underlying Transfer Agent to the Custodian in

performing its duties under this Contract including without limitation the
duties set forth in this Article 13 provided however that the Custodian shall

be obligated to reconcile information as to purchases and sales of Underlying
Shares contained in trade instructions and confirmations received by the

Custodian and to report promptly any discrepancies to the Underlying Transfer

Agent Each Fund acknowledges that with respect to Portfolio property released
and delivered pursuant to Section 2.215 or purchased pursuant to Section
2.67 hereof the Custodian is authorized and instructed to rely upon
information provided to it by the Fund the Funds counterpartyies or the

agents of either of them in performing its duties under this Contract including
without limitation the duties set forth in this Article 13

14 Intentionally omitted

15 Reports to Fund by Independent Public Accountants

The Custodian shall provide the applicable Fund on behalf of each of the
Portfolios at such times as the Fund may reasonably require with reports by

independent public accountants on the accounting system internal accounting
control and procedures for safeguarding securities futures contracts and

options on futures contracts including securities deposited and/or maintained
in U.S Securities System or Foreign Securities System either
SECURITIES SYSTEM relating to the services provided by the Custodian under
this Contract such reports shall be of sufficient scope and in sufficient
detail as may reasonably be required by the Fund to provide reasonable
assurance that any material inadequacies would be disclosed by such examination



and if there are no such inadequacies the reports shall so state

16 Compensation of Custodian

The Custodian shall be entitled to reasonable compensation for its services

and expenses as Custodian as agreed upon in writing from time to time between

each Fund on behalf of each applicable Portfolio and the Custodian
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17 Responsibility of Custodian

So long as and to the extent that it is in the exercise of reasonable care

the Custodian shall not be responsible for the title validity or genuineness of

any property or evidence of title thereto received by it or delivered by it

pursuant to this Contract and shall be held harmless in acting upon any notice

request consent certificate or other instrument reasonably believed by it to

be genuine and to be signed by the proper party or parties including any

futures commission merchant acting pursuant to the terms of three-party

futures or options agreement The Custodian shall be held to the exercise of

reasonable care in carrying out the provisions of this Contract but shall be

kept indemnified by each Fund and shall be without liability to any Fund for any

action taken or omitted by it in good faith without negligence including

without limitation acting in accordance with any Proper Instruction It shall

be entitled to rely on and may act upon advice of counsel who may be counsel

for the Fund on all matters and shall be without liability for any action

reasonably taken or omitted pursuant to such advice The Custodian shall be

without liability to any Fund or Portfolio for any loss liability claim or

expense resulting from or caused by anything which is part of Country Risk

incltiding without limitation nationalization expropriation currency

restrictions or acts of war revolution riots or terrorism

Except as may arise from the Custodians own negligence or willful

misconduct or the negligence or willful misconduct of sub-custodian or agent

the Custodian shall be without liability to any Fund for any loss liability

claim or expense resulting from or caused by events or circumstances beyond

the reasonable control of the Custodian or any sub-custodian or Securities

System or any agent or nominee of any of the foregoing including without

limitation nationalization or expropriation imposition of currency controls or

restrictions the interruption suspension or restriction of trading on or the

closure of any securities market power or other mechanical or technological

failures or interruptions computer viruses or communications disruptions acts

of war or terrorism riots revolutions work stoppages natural disasters or

other similar events or acts ii errors by any Fund or its investment manager

or investment adviser in their instructions to the Custodian provided such

instructions have been in accordance with this Contract iii the insolvency of

or acts or omissions by Securities Syslem iv any delay or failure of any

broker agent or intermediary central bank or other commercially prevalent

payment or clearing system to deliver to the Custodians sub-custodian or agent

securities purchased or in the remittance or payment made in connection with

securities sold any delay or failure of any company corporation or other

body in charge of registering or transferring securities in the name of the

Custodian any Fund the Custodians sub-custodians nominees or agents or any

consequential losses arising out of such delay or failure to transfer such

securities including non-receipt of bonus dividends and rights and other

accretions or benefits vi delays or inability to perform its duties due to

any disorder in market infrastructure with respect to any particular security or

Securities System vii any act or omission of Special Sub-Custodian

including without limitation reliance on reports prepared by Special

SubCustodian and viii any provision of any present or future law or

regulation or order of the United States of america or any state thereof or

any other country or political subdivision thereof or of any court of competent

jurisdiction



The Custodian shall be liable for the acts or omissions of Foreign
SubCustodian to the same extent as set forth with respect to subcustodians

generally in this Contract

26

PAGE

If Fund on behalf of Portfolio requires the Custodian to take any
action with respect to securities which action involves the payment of money or

which action may in the opinion of the Custodian result in the Custodian or

its nominee assigned to the Fund or the Portfolio being liable for the payment
of money or incurring liability of some other form such Fund on behalf of the

Portfolio as prerequisite to requiring the Custodian to take such action
shall provide indemnity to the Custodian in an amount and form satisfactory to

it

If Fund requires the Custodian its affiliates subsidiaries or agents
to advance cash or securities for any purpose including but not limited to

securities settlements foreign exchange contfracts and assumed settlement or in

the event that the Custodian or its nominee shall incur or be assessed any
taxes charges expenses assessments claims or liabilities in connection with
the performance of this Contract except such as may arise from its or its

nominees own negligent action negligent failure to act or willful misconduct
any property at any time held for the account of the applicable Portfolio shall

be security therefor and should the Fund fail to repay the Custodian promptly
the Custodian shall be entitled to utilize available cash and to dispose of such

Portfolios assets to the extent necessary to obtain reimbursement

Except as may arise from the Custodians own negligence or willful

misconduct each Fund shall indemnify and hold the Custodian harmless from and

against any and all costs expenses losses damages charges reasonable
counsel fees payments and liabilities which may be asserted against the

Custodian acting in accordance with any Proper Instruction including
without limitation any Proper Instruction with respect to Free Trades

including but not limited to cost expense loss damage liability tax
charge assessment or claim resulting from the failure of the applicable
Portfolio to receive income with respect to purchased investments ii the

failure of the applicable Portfolio to recover amounts invested on maturity of

purchased investments iii the failure of the Custodian to respond to or be

aware of notices or other corporate communications with respect to purchased
investments or iv the Custodians reliance upon information provided by the

applicable Fund the Funds counterpartyies or the agents of either of them
with respect to Fund property released delivered or purchased pursuant to

either of Section 2.215 or Section 2.67 hereof or for the acts or

omissions of any Special Sub-Custodian

In no event shall the Custodian be liable for indirect special or

consequential damages

18 Effective Period Termination and Amendment

This Contract shall become effective as of its execution shall

continue in full force and effect until terminated as hereinafter

provided and may be amended at any time by mutual written agreement
of the parties hereto

At any time following the effective date of this Contract

Ci the Funds may at any time by action of the applicable Bbards of

Directors immediately terminate this Contract in the event of the

appointment of conservator or receiver for the Custodian by an

appropriate regulatory agency or court of competent jurisdiction
and
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ii any party to this Contract may at any time terminate this

Contract upon one hundred eighty 180 days prior written notice

to the other party or parties

Notwithstanding the foregoing no Fund shall terminate this Contract
in contravention of any applicable federal or state regulations or

any provision of such Funds Governing Documents

Any termination of this Contract may be with respect to any one

particular Fund or Portfolio and in such event shall in no way
affect the rights and duties under this Contract with respect to any

other Fund or Portfolio

Upon termination of the Contract for any reason the applicable Fund

on behalf of each applicable Portfolio shall pay to the Custodian such

compensation as may be due as of the date of such termination and

shall likewise reimburse the Custodian for its costs expenses and

disbursements associated with its provision of services hereunder to

such Portfolio

19 Successor Custodian

If successor custodian for one or more of the Portfolios shall be

appointed by the applicable Board the Custodian shall upon termination and

receipt of Proper Instructions deliver to such successor custodian at the

office of the Custodian duly endorsed and in the form for transfer all

securities of each applicable Portfolio then held by it hereunder and shall

transfer to an account of the successor custodian all of the securities of each

such Portfolio held in Securities System or at an Underlying Transfer Agent

If no such successor custodian shall be appointed the Custodian shall in

like manner upon receipt of Proper Instructions deliver at the office of the

Custodian and transfer such securities funds and other properties in accordance

with such Proper Instructions

In the event that no Proper Instructions designating successor custodian

or alternative arrangements shall have been delivered to the Custodian on or

before the date when such termination shall become effective then the Custodian

shall have the right to deliver to bank or trust company which is bank as

defined in the 1940 Act doing business in Boston Massachusetts or New York
New York of its own selection having an aggregate capital surplus and

undivided profits as shown by its last published report of not less than

$25000000 all securities funds and other properties held by the Custodian on

behalf of each applicable Portfolio and all instruments held by the Custodian

relative thereto and all other property held by it under this Contract on behalf

of each applicable Portfolio and to transfer to an account of such successor
custodian all of the securities of each such Portfolio held in any Securities

System or at an Underlying Transfer Agent Thereafter such bank or trust

company shall be the successor of the Custodian under this Contract

In the event that securities funds and other properties remain in the

possession of the Custodian after the date of termination hereof owing to

failure of any Fund to provide Proper Instructions the Custodian shall be

entitled to fair compensation for its services during such period
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as the Custodian retains possession of such securities funds and other
properties and the provisions of this Contract relating to the duties and

obligations of the Custodian shall remain in full force and effect

20 Interpretive and Additional Provisions

In connection with the operation of this Contract the Custodian and each
Fund on behalf of each of the Portfolios may from time to time agree on such
provisions interpretive of or in addition to the provisions of this Contract as

may in their joint opinion be consistent with the general tenor of this

Contract provided that no such interpretive or additional provisions shall

contravene any applicable federal or state regulations or any provision of

Funds Governing Documents Any agreement as to interpretive or additional
provisions shall be in writing signed by the Custodian and each applicable
Fund and shall be annexed hereto Unless such writing specifically provides
otherwise no interpretive or additional provisions made as provided in this

subsection shall be deemed to be an amendxnent of this Contract

21 Additional Funds and Portfolios

211 Additional Funds In the event that any registered investment company in

addition to those executing this Contract on the signature page hereto
desires to have the Custodian render services as custodian under the terms

hereof it shall so notify the Custodian in writing and if the Custodian

agrees to provide such services such registered investment company shall

become Fund hereunder and be bound by all terms and conditions and

provisions hereof including without limitation the representations and

warranties set forth in Article 22 below The Custodian acknowledges that

it will agree to render services as custodian to any additional registered
investment companies that are determined to be acceptable pursuant to the

Custodians tIen-current new business acceptance policies and procedures
and that it will promptly notify any entity that is determined to be

unacceptable

21.2 Additional Portfolios In the event that any Fund establishes one or more
series of Shares in addition to those set forth on Appendix hereto with

respect to which it desires to have the Custodian render services as

custodian under the terms hereof it shall so notify the Custodian in

writing and if the Custodian agrees to provide such services such series
of Shares shall become Portfolio hereunder The Custodian acknowledges
that that it will agree to render services as custodian to any additional
portfolios provided that the types of assets held by such portfolios
and the services to be provided by the Custodian hereunder are

substantially the same as the types of assets and services relating to the

then existing Portfolios and Funds If the conditions of the preceding
sentence do not apply to an additional portfolio the parties agree to

negotiate in good faith to reach mutually acceptable terms relating to the

services if any to be provided by the Custodian and the compensation if

any to be paid to the Custodian with regard to such services

22 Representations and Warranties
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Each of the Custodian and the Funds hereby represents and warrants to the

other parties hereto that it is duly incorporated or organized and is

validly existing in good standing in its jurisdiction of incorporation or

organization it has the requisite power and authority under applicable law

and its Governing Documents to enter into and perform this Contract all

requisite proceedings have been taken to authorize it to enter into and perform
this Contract this Contract constitutes its legal valid binding and

enforceable agreement and its entrance into this Contract shall not cause
material breach or be in material conflict with any other agreement or



obligation of such party or any law or regulation applicable to it

23 Massachusetts Law to Apply

This Contract shall be construed and the provisions thereof interpreted
under and in accordance with laws of The Commonwealth of Massachusetts

24 Prior Contracts

This Contract supersedes and terminates as of the date hereof all prior
contracts between each Fund on behalf of each of the Portfolios and the
Custodian relating to the Custody of such Fund1s assets

25 Reproduction of Documents

This Contract and all schedules exhibits addenda attachments and
amendments hereto may be reproduced by any photographic photostatic microfilm
microcard miniature photographic or other similar process The parties hereto
all/each agree that any such reproduction shall be admissible in evidence as the
original itself in any judicial or administrative proceeding whether or not the
original is in existence and whether or not such reproduction was made by
party in the regular course of business and that any enlargement facsimile or
further reproduction of such reproduction shall likewise be admissible in
evidence

26 Remote Access Services Addendum

The Custodian and each Fund agree to be bound by the terms of the Remote
Access Services Addendum attached hereto

27 Notices

Any Proper Instruction notice communication or other instrument required
to be given hereunder may be delivered in person to the offices of the
parties as set forth herein during normal business hours or effected
directly between electro-mechanical or electronic devices as provided in Article

hereof or delivered by prepaid certified mail in which case it shall be
deemed to have been served on the delivery date specified on the return receipt

or delivered by telecopy in which case it shall be deemed tohave been
served on the business day after the receipt thereof Each party hereto shall
designate from time to time the persons and addresses for Proper
Instructions and other communications related to the daily operations Proper
Instructions and other communications related to this Contract including but
not limited
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to termination breach or default shall be delivered at the following
addresses or such Other addresses as may be notified by any party from time to
time

Custodian

State Street Bank and Trust Company
801 Pennsylvania Avenue
Kansas City MO 64105

Attention Vice President Custody
Telephone 8l687l--4l00

Telecopy 8168719675

To each Fund

name



do Hartford Administrative Services Company

500 Bielenberg Drive

Woodbury MN 55125

Attention Tami Fagely Vice President

Tel 6517385586
Fax 6517380996

With copy to

The Hartford

Life Law Group Mutual Funds Unit

200 Hopmeadow Street

Simsbury CT 06070

Attention Edward MacDonald Assistant General Counsel

Tel 8608439934
Fax 8602978892

28 Counterparts

This Contract may be executed in several counterparts each of which shall

be deemed to be an original and all such counterparts taken together shall

constitute one and the same Contract

29 Business Continuity

On or before the date of this Contract the Custodian shall at its

expense have implemented and shall continue to maintain and periodically test

and update commercially reasonable business continuity and disaster recovery

plan to provide for the protection of information data and assets of and

relevant to its customers including the Funds
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30 Severability Waiver

If any provision or provisions of this Contract shall be held to be

invalid unlawful or unenforceable the validity legality and enforceability of

the remaining provisions shall not in any way be affected or impaired Failure

bY any party to insist on strict compliance with this Contract will not be

considered waiver by such party of any default or breach under the Contract

The failure of any party to exercise any right under this Contract shall not to

any extent preclude such party from asserting or relying upon such right at any

other time or in any other instance

31 Employment of Sub-contractors and Agents

Subject to Section 2.9 and Article the Custodian may at any time or

times in its discretion employ and may at any time remove subcontractors and

agents to carry out such functions as the Custodian may from time to time

direct provided however that the employment of any sub-contractor or agent

shall not relieve the Custodian of its responsibilities or liabilities

hereunder

31 Shareholder Communications

SEC Rule 14b2 requires banks which hold securities for the account of

customers to respond to requests by issuers of securities for the names

addresses and holdings of beneficial owners of securities of that issuer held by

the bank unless the beneficial owner has expressly objected to disclosure of

this information In order to comply with the rule the Custodian needs each

Fund to indicate whether it authorizes the Custodian to provide the Funds

names address and share position to requesting companies whose securities the

Fund owns If Fund tells the Custodian not1 the Custodian will not provide



this information to requesting companies If Fund tells the Custodian yes or
does not check either yes or no below the Custodian is required by the rule
to treat the Fund as consenting to disclosure of this information for all
securities owned by the Fund or any funds or accounts established by the Fund
For the Funds protection the Rule prohibits the requesting company from using
the Funds name and address for any purpose other than corporate communications
Please indicate below whether the Fund consents or object by checking one of the
alternatives below

The Custodian is authorized to release the Funds name
address and share positions

No EX The Custodian is not authorized to release the Funds name
address and share positions

Next Page is Signature Page
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IN WITNESS WHEREOF each of the parties has caused this instrument to be
executed in its name and behalf by its duly authorized representative as of the
date first abovewritten

STATE STREET BANK AND TRUST COMPANY ATTEST

By /5/ Kenneth Bergeron By Is Elizabeth Bruce

Name Kenneth Bergeron Name Elizabeth Bruce
Title Senior Vice President

Each of the following registered investment companies acting with respect to
each of its series listed on Appendix hereto or if no such series is so
listed acting for itself severally and not jointly

HARTFORD SERIES FUND INC ATTEST

By Is Tamara Fagely By /s Edward Macdonald

Name Tamara L. Fagely Name Edward Macdonald
Title Vice President

THE HARTFORD MUTUAL FUNDS INC ATTEST

By // Tamara Fagely By Is Edward Macdonald

Name Tamara Fagely Name Edward Macdonald
Title Vice President

THE HARTFORD MUTUAL FUNDS II INC ATTEST

By Is Tamara Fagely By Is Edward Macdonald

Name Tamara Fagely Name Edward Macdonald
Title Vice President

HARTFORD HLS SERIES FUND II INC ATTEST



By Is Tamara Fagely By /s/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

HARTFORD INCOME SHARES FUND INC ATTEST

By Is Tamara Fagely By Is Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President
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APPENDIX

The following registered management investment companies and series are parties

to the attached Custodian Contract as of February 2007

TABLE
CAPT ION
INVESTMENT COMPANY NAME JURISDICTION OF

ORGANIZATION AND TYPE OF ENTITY NAME OF SERIES

Hartford Series Fund Inc Maryland corporation

The Hartford Mutual Funds Inc Maryland

corporation

The Hartford Mutual Funds II Inc Maryland

corporation

Hartford HLS Series Fund II Inc Maryland

corporation

Hartford Income Shares Fund Inc Maryland

corporation
TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPT ION
COUNTRY SUBCUSTODIAN

Argentina Citibank N.A

Australia Westpàc Banking Corporation



Citibank Pty Limited

Austria Erste Bank der Osterreichischen Sparkassen AG

Bahrain HSBC Bank Middle East

as delegate of the Hongkong and Shanghai Banking Corporation Li

Bangladesh Standard Chartered Bank

Belgium BNP Paribas Securities Services S.A

Benin via Societe Generale de Banques en Cote dIvoire
Abidjan Ivory Coast

Bermuda The Bank of Bermuda Limited

Botswana Barclays Bank of Botswana Limited

Brazil Citibank N.A

Bulgaria ING Bank N.y

Burkina Faso via Societe Generale de Banques en Cote dlvoire
Abidjan Ivory Coast

Canada State Street Trust Company Canada

Cayman Islands Scotiabank Trust Cayman Limited

Chile BarikBoston N.A

Peoples Republic of China The Hongkong and Shanghai Banking Corporation Limited Shanghai
Shenzhen branches

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Colombia Cititrust Colombia S.A Sociedad Fiduciaria

Costa Rica Banco BCT S.A

Croatia Privredna Banka Zagreb d.d

Cyprus Cyprus Popular Bank Public Company Ltd

Czech Republic Ceskoslovenska Obchodni Banka A.S

Denmark Skandinaviska Enskilda Bankken AB Sweden operating through its

Copenhagen branch

Ecuador Banco de la Produccion S.A PRODUBANCO



Egypt HSBC Bank Egypt S.A.E

as delegate of The Hongkong and Shanghai Banking Corporation Li

Estonia AS Hansabank

Finland Nordea Bank Finland Plc

France BNP Paribas Securities Services S.A

Deutsche Bank AG Netherlands operating through its Paris branc

Germany Deutsche Bank AG

Ghana Barclays Bank of Ghana Limited

Greece National Bank of Greece S.A

GuineaBissau via Societe Generale de Bancjues en Cote dIvoire Abidjan
Ivory1

Hong Kong Standard Chartered Bank Hong Kong Limited

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
UBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Hungary HVB Bank Hungary Rt

Iceland Kaupthing Bank hf

India Deutsche Bank AG

The Hongkong and Shanghai Banking Corporation Limited

Indonesia Deutsche Bank AG

Ireland Bank of Ireland

Israel Bank Hapoalim B.M

Italy BNP Paribas Securities Services S.A

Deutsche Bank S.p.A

Ivory Coast Societe Generale de Banques en Cote dIvoire

Jamaica Bank of Nova Scotia Jamaica Ltd

Japan Mizuho Corporate Bank Ltd

Sumitomo Mitsui Banking Corporation

Jordan HSBC Bank Middle East



as delegate of the Hongkong and Shanghai Banking Corporation Li

Kazakhstan HSBC Bank Kazakhstan
as delegate of the Hongkong and Shanghai Banking Corporation Li

Kenya Barclays Bank of Kenya Limited

Republic of Korea Deutsche Bank AG
lIABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

The Hongkong and Shanghai Banking Corporation Limited

Latvia A/s Hansabanka

Lebanon HSBC Bank Middle East

as delegate of The Hongkong and Shanghai Banking Corporation Li

Lithuania SEB Vilniaus Bankas AB

Malaysia Standard Chartered Bank Malaysia Berhad

Mali via Societe Generale de Banques en Cote dIvoire Abidjan Ivory

Malta The Hongkong and Shanghai Banking Corporation Limited

Mauritius The Hongkong and Shanghai Banking Corporation Limited

Mexico Barico Nacional de Mexico S.A

Morocco Attijariwafa bank

Namibia Standard Bank Namibia Limited

Netherlands Deutsche Bank AG

New Zealand Westpac Banking Corporation

Niger via Societe Generale de Banques en Cote dIvoire Abidjan Ivory

Nigeria Stanbic Bank Nigeria Limited

Norway Nordea Bank Norge ASA

Oman HSBC Bank Middle East Limited
as delegate of The Hongkong and Shanghai Banking Corporation LilIABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUSCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Pakistan Deutsche Bank AG

Palestine HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Li

Panama HSBC Bank Panama S.A

Peru Citibank del Peru S.A

Philippines Standard Chartered Bank

Poland Bank Handlowy Warszawie S.A

Portugal Banco Comercial Portugues S.A

Puerto Rico Citibank N.A

Qatar HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Li

Romania ING Bank N.y

Russia ING Bank Eurasia ZAO Moscow

Senegal viaSociete Generale de Banques en Cote dIvoire Abidjan Ivoryl

Serbia HVB Bank Serbia and Montenegro a.d

Singapore DBS Bank Limited

United Overseas Bank Limited

Slovak Republic Ceskoslovenska Obchodni Banka A.S pobocka zahranicnej banky VI

Slovenia Bank Austria Creditanstalt d.d Ljubljana

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN



South Africa Nedbank Limited

Standard Bank of South Africa Limited

Spain Deutsche Bank S.A.E

Sri Lanka The Hongkong and Shanghai Banking Corporation Limited

Swaziland Standard Bank Swaziland Limited

Sweden Skandinaviska Enskilda Banken AB

Switzerland UBS AG

Taiwan R.O.C Central Trust of China

Thailand Standard Chartered Bank Thai Public Company Limited

Togo via Societe Generale de Banques en Cote dIvoire Abidjan Ivory

Trinidad Tobago Republic Bank Limited

Tunisia Banque Internationale Arabe de Tunisie

Turkey Citibank A.S

Uganda Barclays Bank of Uganda Limited

Ukraine ING Bank Ukraine

United Arab Emirates HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Li

United Kingdom State Street Bank and Trust Company United kingdom Branch
/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

UBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Uruguay BankBoston N.A

Venezuela Citibank N.A

Vietnam The Hongkong and Shanghai Banking Corporation Limited

Zambia Barclays Bank of Zambia Plc

Zimbabwe Barclays Bank of Zimbabwe Limited
/TABLE
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SCHEDULE

DEPOSITORIES

Caja de Valores S.A

Austraclear Limited

Oesterreichische Kontrollbank AG

Wertpapiersammelbank Division

Clearing Settlement and Depository System of the Bahraln Stock

Central Depository Bangladesh Limited

Banque Nationale de Belgique

Euroclear Belgium

Depositaire Central Banque de Reglement

Bermuda Securities Depository

Central de Custodia de Liquidacao Financeira de Titulos
Privadi

Companhia Brasileira de LiquidacaO Custodia

Sistema Especial de Liquidacao de Custodia SELIC

Bulgarian National Bank

Central Depository AD

Depositaire Central Banque de Reglement

The Canadian Depository for Securities Limited

Deposito Central de Valores S.A

China Securities Depository and Clearing Corporation Limited

PAGE

TABLE
CAPTION
COUNTRY

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

DEPOSITORIES

SCHEDULE

.1

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPT ION
COUNTRY

Argentina

Australia

Austria

Ba tra in

Exchange

Bangladesh

Belgium

Benin

Bermuda

Brazil

CETIP

Bulgaria

Burkina Faso

Canada

Chile

Peoples Republic

TABLE



of China Shanghai Branch

China Securities Depository and Clearing Corporation Limited
Shenzhen Branch

Colombia Deposito Central de Valores

Deposito Centralizado de Valores de Colombia .A DECEVAL

Costa Rica Central de Valores S.A

Croatia Sredisnja Depozitarna Agencija d.d

Cyprus Central Depository and Central Registry

Czech Republic Czech National Bank

Stredisko cennych papiru Ceska republika

Denmark Vaerdipapircentralen Danish Securities Center

Egypt Misr for Clearing Settlement and Depository S.A.E

Central Bank of Egypt

Estonia AS Eesti Vaartpaberikeskus

Finland Suomen Arvopaperikeskus Oy

France Euroclear France

Germany Clearstream Banking AG Frankfurt

Greece Apothetirion Titlon AE Central Securities Depository

Bank of Greece

System for Monitoring Transactions in Securities in Book-Entry

GuineaBissau Depositaire Central Banque de Reglement
/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

Hong Kong Central Moneyrnarkets Unit

Hong Kong Securities Clearing Company Limited

Hungary Kozponti Elszamolohaz es Ertektar Budapest Rt KELER

Iceland Icelandic Securities Depository Limited



India Central Depository Services India Limited

National Securities Depository Limited

Reserve Bank of India

Indonesia Bank Indonesia

PT Kustodian Sentral Efek Indonesia

Israel Tel Aviv Stock Exchange Clearing House Ltd TASE ClearinghouseI

Italy Monte Titoli S.p.A

Ivory Coast Depositaire Central Banque de Reglement

Jamaica Jamaica Central Securities Depository

Japan Bank of Japan Net System

Japan Securities Depository Center JASDEC Incorporated

Jordan Securities Depository Center

Kazakhstan Central Securities Depository

Kenya Central Depository and Settlement Corporation Limited

Central Bank of Kenya

TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

Republic of Korea Korea Securities Depository

Latvia Latvian Central Depository

Lebanon Banque du Liban

Custodian and Clearing Center of Financial Instruments for Leban

the Middle East Midclear S.A.L

Lithuania Central Securities Depository of Lithuania

Malaysia Bank Negara Malaysia

Bursa Malaysia Depository Sdn Bhd

Mali Depositaire Central Banque de Reglement

Malta Central Securities Depository of the Malta Stock Exchange



Mauritius Bank of Mauritius

Central Depository and Settlement Co Ltd

Mexico S.D INDEVAL S.A de C.V

Morocco Maroclear

Namibia Bank of Namibia

Netherlands Euroclear Nederland

New Zealand New Zealand Central Securities Depository Limited

Niger Depositaire Central Banque de Reglement
/TABLE
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SCHEDULE

STATE STREET
GLOBAL CUSTOD NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

Nigeria Central Securities Clearing System Limited

Norway Verdipapirsentralen Norwegian Central Securities Depository

Oman Muscat Depository Securities Registration Company SAOC

Pakistan Central Depository Company of Pakistan Limited

State Bank of Pakistan

Palestine Clearing Depository and Settlement department of the Palesti

Stock Exchange

Panama Central Latinoamericana de Valores S.A LatinClear

Peru Caja de Valores Liquidaciones Institucion de

Compensacion Liquidacion de Valores

Philippines Philippine Depository Trust Corporation

Registry of Scripless Securities ROSS of the Bureau of Treasur

Poland Rejestr Papierow Wartosciowych

Krajowy Depozyt Papierow Wartosciowych S.A

Portugal INTERBOLSA Sociedade Gestora de Sistemas de Liquidacao de Si

Centralizados de Valores Mobiliarios S.A

Qatar Central Clearing and Registration CCR



Name Tamara Eagely

Title Vice President

HARTFORD INCOME SHARES FUND INC

By is Tamara Fagely

Name Tamara Fagely

Title Vice President
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Exhibit h.l

TRANSFER AGENCY AND SERVICE AGREEMENT

AGREEMENT made as of the day of February 2006 by and among The Hartford

4utual Funds Inc Maryland corporation having its principal office and

place of business at 200 Hopmeadow Street Simsbury Connecticut 06089 and

Hartford Mutual Funds II Inc Maryland corporation having its principal

office and place of business at 200 Hopmeadow Street Simsbury Connecticut

06089 together the Funds and Hartford Administrative Services Company

HASCO having its principal office and place of business at 500 Bielenberg

Drive Woodbury Minnesota 55125 This Agreement is intended to take effect as

if entered into among the Futids on behalf of each of its series of shares each

Portfolio severally and HASCO and the provisions of this Agreement shall

be construed accordingly

WHEREAS the Funds are authorized to issue shares in separate series and

classes within each series and

WHEREAS the Funds on behalf of each Portfolio desire to appoint HASCO as

transfer agent dividend disbursing agent and agent in connection with certain

other activities and HASCO desires to accept such appointment

NOW THEREFORE in consideration of the mutual covenants herein contained

the parties hereto agree as follows

TERMS OF APPOINT4ENT DUTIES OF HASCO

1.1 Subject to the terms and conditions set forth in this Agreement the

Funds on behalf of the Portfolios hereby employ and appoint HASCO to

act as and HASCO agrees to act as its transfer agent for each of the

Funds authorized and issued shares of its common stock Shares
dividexid disbursing agent and agent in connection with any

accumulation open-account or similar plans provided to the

shareholders of each of the respective Portfolios of the Funds

Shareholders and set out in the currently effective prospectuses

and statements of additional information prospectuses of the

Funds

1.2 HASCO agrees that it will perform the following services

In accordance with procedures as may be established from time to

time by agreement between the Funds on behalf of each of the

Portfolios as applicable and HASCO FIASCO shall

Receive for acceptance orders for the purchase of Shares

and promptly deliver payment and appropriate documentation

thereof to the custodian of the Funds the Custodian
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ii Pursuant to purchase orders issue the appropriate number of

Shares and hold such Shares in the appropriate Shareholder

accounts

iii Receive for acceptance redemption requests and redemption

directions and deliver the appropriath documentation thereof



to the Custodian

iv In respect to the transactions in items ii and iii
above FIASCO is authorized to accept purchase orders and
redemption requests from broker-dealers authorized by the
Funds and from investors

At the appropriate time as and when it receives monies paid
to it by the Custodian with respect to any redemption pay
over or cause to be paid over in the manner requested such
monies to the redeeming Shareholders

vi Effect transfers of Shares by the registered owners thereof
upon receipt of appropriate instructions

vii Prepare and transmit payments for dividends and
distributions declared by the Funds on behalf of each
Portfolio and effect as requested by Shareholders the
reinvestment thereof

viii Maintain Shareholder account records and advise the Funds
and their Shareholders as to the foregoing

ix Record the issuance of shares of the Funds and maintain
pursuant to SEC Rule l7Ad-lOe record of the total number
of Shares that are authorized issued and outstanding HASCO
shall also provide the Funds on regular basis with the
total number of shares that are authorized issued and
outstanding and shall have no obligation when recording the
issuance of shares to be responsible for any laws relating
to the issue or sale of such shares which function shall be
the sole responsibility of the Funds and

Upon instruction from the principal underwriter of the
Funds deduct applicable front end sales charges from
purchase payments and applicable deferred sales charges from
redemption payments and remit them to the appropriate party

In addition to the services set forth in paragraph FIASCO
shall perform the customary services of transfer agent
dividend disbursing agent arid as relevant agent in connection
with accumulation open-account or Other similar plans including
without limitation any periodic

PAGE

investment plan or periodic withdrawal program including but
not limited to maintaining Shareholder accounts preparing
Shareholder meeting lists mailing proxies mailing Shareholder
reports and prospectuses to current Shareholders withholding
taxes on U.S resident and non-resident alien accounts preparing
and filing U.S Treasury Department Forms 1099 and other

appropriate forms required with respect to dividends and
distributions by federal authorities for all Shareholders
preparing and mailing confirmation forms and statements of
account to Shareholders for purchases and redemptions of Shares
and other confirmable transactions in Shareholder accounts as
are required by law preparing and mailing activity statements
for Shareholders and providing Shareholder account information
and ii provide system which will enable the Funds to monitor
the total shares sold in each state

The Funds shall identify to FIASCO in writing those



transactions and assets to be treated as exempt from blue sky

reporting for each State and ii verify the establishment of

transactions for each State on the system prior to activation and

thereafter monitor the daily activity for each State The

responsibility of HASCO for the Funds blue sky State

registration status is solely limited to the initial

establishment of transactions subject to blue sky compliance by
the Funds and the reporting of such transactions to the Funds as

provided above

HASCO may in its discretion and without further consent on the

part of the Funds subcontract with subtransfer agent or

broker-dealer each Designated Partner for the performance
of HASCOs obligations to provide services hereunder to accounts
of Shareholders who are clients of such Designated Partner
provided further that fIASCO shall be as fully responsible to

the Funds for the acts and omissions of any Designated Partner as

it is for its own acts and omissions

HASCO may in its discretion and without further consent on the

part of the Funds appoint third party plan administrators each
TPA to provide record keeping and related services to

participants in plans which are Shareholders in the Funds
provided that fIASCO shall be as fully responsible to the Funds

for the acts and omissions of any TPA as it is for its own acts

and omissions

HASCO shall provide additional services on behalf of the Funds

e.g escheatment services which may be agreed upon in writing
between the Funds and HASCO

HASCO shall provide all services necessary to monitor shareholder
activity in the funds in order to detect and prevent market

timing and excessive trading in shares of the Funds as described
in the Policies and Procedures Relating to Market Timing and
Excessive Trading in Shares of
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the Funds as such may be amended by the Board of Directors of

the Funds from time to time

fIASCO will ensure Designated Partners and TPAs appointed by HASCO
shall agree to provide fIASCO with information regarding
trading in Fund shares by participant accounts sufficient to

enable fIASCO to enforce the market timing policy set forth in the
Funds prospectus and ii to the extent required by Rule 22c2
under the Investment Company Act of 1940 to execute HASCOs
instructions to restrict or prohibit further purchases or

exchanges of Fund shares by specific participant who has

violated the Funds policy

fIASCO hereby acknowledges receipt of copy of the Funds
antimoney laundering ANL compliance program and HASCO

agrees to implement the requirements of the AML compliance

program with respect to purchases of the Funds shares In

accordance with mutuallyagreed procedures fIASCO shall use its

best efforts in carrying out such agreed functions consistent
with the requirements of the Funds AML program The Funds

acknowledge that their Shareholders are customers of the Funds

and not customers of fIASCO and the Funds retain legal

responsibility under the ISA PATRIOT Act for AML compliance with

respect to transactions in their shares HASCO agrees to



cooperate with any request from examiners of United States

Government agencies having jurisdiction over the Funds for

information and records relating to the Funds N4L program and

consents to inspection by such examiners for this purpose

In accordance with Regulation S-P of the Securities and Exchange
Commission Nonpublic Personal Information includes all

personally identifiable financial information any list

description or other grouping of consumers and publicly
available information pertaining to them that is derived using

any personally identifiable financial information that is not

publicly available information and any information derived
therefrom HASCO must not use or disclose Nonpublic Personal

Information for any purpose other than to carry out the purpose
for which Nonpublic Personal Information was provided to HASCO as

set forth in this Agreement and agrees to cause its employees
agents representatives or any other party to whom HASCO may

provide access to or disclose Nonpublic Personal Information to

limit the use and disclosure of Nonpublic Personal Information to

that purpose HASCO agrees to implement appropriate measures
designed to ensure the security and confidentiality of Nonpublic
Personal Information to protect such information against any

anticipated threats or hazards to the security or integrity of

such information and to protect against unauthorized access to
or use of Nonpublic Personal Information that could result in

substantial harm or inconvenience to any customer of the Funds
HASCO
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further agrees to cause all its agents representatives

subcontractors or any other party to whom HASCO may provide
access to or disclose Nonpublic Personal Information to

implement appropriate measures designed to meet the objectives

set forth in this paragraph With respect only to the provisions
of this Section HASCO agrees to indemnify and hold harmless the

Funds and any officer or director or trustee of the Board Board
member against losses claims damages expenses or

liabilities to which the Funds or any officer or Board member of

the Funds may become subject as the result of material

breach of the provisions of this section of the Agreement or

any acts or omissions of HASCO or of any of its officers

directors employees representatives subcontractors or agents
that are not in accordance with this Agreement including but

not limited to any violation of any federal statute or

regulation Notwithstanding the foregoing no party shall be

entitled to indemnification pursuant to this Section if such

loss claim damage expense or liability is due to the willful

misfeasance bad faith gross negligence or reckless disregard
of duty by the party seeking indemnification

Procedures establishing criteria to be used by HASCO in selecting

Designated Partners and TPA5 with respect to these services in

this Section shall be established from time to time by

agreement between the Funds on behalf of each Portfolio and

HASCO

FEES AND EXPENSES

2.1 For the performance by HASCO pursuant to this Agreement the Funds

agree on behalf of each of the Portfolios to pay HASCO an annual

maintenance fee the TA Fee for each Shareholder Participant
Account as defined below per Portfolio according to the Fee Schedule



attached hereto as Exhibit Such fees and out-of-pocket expenses and

advances identified under Section 2.2 below may be changed from time

to time subject to mutual written agreement between the Funds and

HASCO Shareholder Participant Account shall mean any

shareholder account maintained on the books and records of HASCO ii

any shareholder account maintained on the books and records of

Designated Partner appointed by HASCO pursuant to Section 1.2d and

iii the account of any plan participant that is beneficial owner

of Shares which is maintained on the books and records of TPA

engaged by HASCO pursuant to Section 1.2e

2.2 Unless otherwise provided in Exhibit hereto in addition to the fee

paid under Section 2.1 above the Funds agree on behalf of each of the

Portfolios to reimburse HASCO for reasonable out-of-pocket expenses

specifically incurred and directly related to the services provided

hereunder including but not limited to confirmation production

postage forms telephone microfilm microfiche tabulating proxies

records storage or advances incurred by HASCO for the items
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set out in the fee schedule attached hereto In addition any other

expenses incurred by HASCO at the request or with the consent of the

Funds will be reimbursed by the Funds on behalf of the applicable

Portfolio

2.3 The Funds agree on behalf of each of the Portfolios to pay all fees

and reimbursable expenses within fifteen days following the receipt of

the respective billing notice Postage for mailing of dividends

proxies Fund reports and other mailings to all Shareholders

Participant Accounts shall be advanced to HASCO by the Funds at least

seven days prior to the mailing date of such materials

REPRESENTATIONS AND WARRANTIES OF HASCO

HASCO represents and warrants to the Funds that

3.1 It is corporation duly organized and existing and in good standing

under the laws of Minnesota

3.2 It is duly qualified to carry on its business in the State of

Minnesota and is duly registered as transfer agent pursuant to

Section 17Ac of the Securities Exchange Act of 1934 as amended

3.3 It is empowered under applicable laws and by its Charter and By-Laws

to enter into and perform this Agreement

3.1 All requisite corporate proceedings have been taken to authorize it to

enter into and perform this Agreement

3.5 It has and will continue to have access to the necessary facilities

equipment and personnel to perform its duties and obligations under

this Agreement

3.6 It has and will continue to have necessary procedures and policies in

place reasonably designed to comply with Rule 38a of the Investment

Company Act of 1940 as amended

REPRESENTATIONS AND WARRANTIES OF THE FUNDS

The Funds represent and warrant to HASCO that

4.1 They are each corporations duly organized and existing and in good



standing under the laws of the State of 4aryland

4.2 Each is empowered under applicable laws and by its Articles of

Incorporation and By-Laws to enter into arid perform thLs Agreement

4.3 All corporate proceedings required by such Articles of Incorporation
and ByLaws have been taken to authorize them to enter into and

perform this Agreement
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4.4 Each is registered as an openend management investment company under
the Investment Company Act of 1940 as amended

4.5 registration statement under the Securities Act of 1933 as amended
is currently effective and will remain in effect for each series and

class of Shares and appropriate securities law filings have been made

and will continue to be made with the SEC with respect to all of the

Funds The Funds shall notify FIASCO when such registration statement
shall have been amended to include additional series of the Fund and
shall notify FIASCO if such registration statement or any state

securities registration or qualification has been terminated or stop
order has been entered with respect to the Shares

DATA ACCESS AND PROPRIETARY INFORMATION

5.1 The Funds acknowledge that the data bases computer programs screen
formats report formats interactive design techniques and

documentation manuals furnished to the Funds by FIASCO as part of their

ability to access certain Fundsrelated data Customer Data
maintained by 1-LASCO on data bases under the control and ownership of

FIASCO Data Access Services constitute copyrighted trade secret
or other proprietary information collectively Proprietary
Information of substantial value to 1-IASCO or other third party In

no event shall Proprietary Information be deemed Customer Data The

Funds agree to treat all Proprietary Information as proprietary to

FIASCO and further agree that it shall not divulge any Proprietary
Information to any person or organization except as may be provided
hereunder Without limiting the foregoing the Funds agree for

themselves and their employees and agents

to access Customer Data solely from locations as may be

designated in writing by FIASCO and solely in accordance with

FIASCOs applicable user documentation

to refrain from copying or duplicating in any way the Proprietary
Information

to refrain from obtaining unauthorized access to any portion of

the Proprietary Information and if such access is inadvertently
obtained to inform in timely manner of such fact and dispose
of such information in accordance with FIASCOs instructions

to refrain from causing or allowing the data acquired hereunder
from being retransmitted to any other computer facility or other
location except with the prior written consent of FIASCO

that the Funds shall have access only to those authorized
transactions agreed upon by the parties
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to honor all reasonable written requests made by HASCO to protect

at HASCO expense the rights of HASCO in Proprietary Information

at common law under federal copyright law and under other

federal or state law

5.2 Each party shall take reasonable efforts to advise its employees of

their obligations pursuant to this Section The obligations of this

Section shall survive any termination of this Agreement

5.3 If the Funds notify HAScO that any of the Data Access Services do not

operate in material compliance with the most recently issued user

documentation for such services HASCO shall endeavor in timely

manner to correct such failure Organizations from which HASCO may

obtain certain data included in the Data Access Services are solely

responsible for the contents of such data and the Funds agree to make

no claim against HASCO arising out of the contents of such thirdparty

data including but not limited to the accuracy thereof DATA ACCESS

SERVICES AND ALL COMPUTER PROGRAMS AND SOFTWARE SPECIFICATIONS USED IN

CONNECTION THEREWITH ARE PROVIDED ON AN AS IS AS AVAILABLE BASIS

HASCO EXPRESSLY DISCLAIMS ALL WARRANTIES EXCEPT THOSE EXPRESSLY STATED

HEREIN INCLUDING BUT NOT LIMITED TO THE IMPLIED WARRANTIES OF

MERCHANTABILITY AND FITNESS FOR PARTICULAR PURPOSE

INDEMNIFICATION

6.1 HASCO shall not be responsible for and the Funds shall on behalf of

the applicable Portfolio indemnify and hold HASCO harmless from and

against any and all losses damages costs charges reasonable

counsel fees payments expenses and liability arising out of or

attributable to

All actions of HASCO or its agents or subcontractors required to

be taken pursuant to this Agreement provided that such actions

are taken in good faith and without negligence or willful

misconduct

Lack of good faith negligence or willful misconduct on the part

of the Funds or the breach of any representation or warranty of

the Funds hereunder

The reliance on or use by HASCO or its agents or subcontractors

of information records documents or services which Ci are

received by HASCO or its agents or subcontractors and ii have

been prepared maintained or performed by the Funds or any other

person or firm on behalf of the Funds
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Cd The reliance on or the carrying out by HASCO or its agents or

subcontractors of any instructions or requests of the Funds on

behalf of the applicable Portfolio

The offer or sale of Shares in violation of any requirement under

the federal securities laws or regulations or the securities laws

or regulations of any state or in violation of any stop order or

other determination or ruling by any federal agency or any state

with respect to the offer or sale of such Shares in such state

unless such violation is the result of HASCOs or HASCOs

affiliates negligent or willful failure to complywith the

provisions of Section 1.2 of this Agreement



6.2 At any time HASCO may apply to any officer of the Funds for

instructions and may consult with legal counsel to the Funds with

respect to any matter arising in connection with the services to be

performed by HASCO under this Agreement and HASCO and its agents or

subcontractors excluding Designated Partners and TPAs shall not be

liable and shall be indemnified by the Funds on behalf of the

applicable Portfolio for any action taken or omitted by it in reliance

upon such instructions or upon the opinion of such counsel HASCO its

agents and subcontractors excluding Designated Partners and TPA5

shall be protected and indemnified in acting upon any paper or

document furnished by or on behalf of the Funds reasonably believed

to be genuine and to have been signed by the proper person or persons

or upon any instruction information data records or documents

provided HASCO or its agents or subcontractors excluding Designated

Partners and TPA5 by machine readable input telex CRT data entry or

other similar means authorized by the Funds and shall not be held to

have notice of any change of authority of any person until receipt of

written notice thereof from the Funds HASCO its agents and

subcontractors excluding Designated Partners and TPA5 shall also be

protected and indemnified in recognizing stock certificates which are

reasonably believed to bear the proper manual of facsimile signatures

of the officer or officers of the Funds and the proper

countersignature of any former transfer agent or registrar or of

cotransfer agent or coregistrar

6.3 The Funds shall not be responsible for and HASCO shall indemnify and

hold the Funds harmless from and against any and all losses damages

costs charges reasonable counsel fees payments expenses and

liability arising out of or attributable to failure by HASCO to comply

with the terms of this Agreement due to HASCOs negligence or willful

misconduct or the breach of any representation or warranty of HASCO

hereunder

6.4 In the event either party is unable to perform its obligations under

the terms of this Agreement because of acts of God strikes equipment

or transmission failure or damage reasonably beyond its control or

other causes reasonably beyond its control such party shall not be

liable for damages to the other for any damages resulting from such

failure to perform or otherwise from such causes
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Notwithstanding the above HASCO shall not be excused from liability

in the event any telecommunications power or equipment of HASCO its

agents or subcontractors failures could have been avoided or

minimized by such parties having maintained adequate industry standard

backup systems or plan and disaster recovery plan

6.5 In order that the indemnification provisions contained in this Section

shall apply upon the assertion of claim for which the Funds may

be required to indemnify HASCO HASCO shall promptly notify the Funds

of such assertion and shall keep the Funds advised with respect to

all developments concerning such claim The Funds shall have the

option to participate with HASCO in the defense of such claim or to

defend against said claim in its own name or in the name of HASCO

HASCO shall in no case confess any claim or make any compromise in any

case in which the Funds may be required to indemnify HASCO except with

the Funds prior written consent For clarity to the extent any

obligation to provide indemnity under this Section arises in respect

of Portfolio or Portfolios the obligation so to indemnify shall be

the obligation only of such Portfolio or Portfolios and of no other

Portfolio



STANDARD OF CARE

HASCO shall at all times act in good faith and agrees to use due care and

its best efforts within reasonable limits to insure the accuracy of all services

performed under this Agreement but assumes no responsibility and shall not be

liable for loss or damage due to errors unless said errors are caused by its

negligence bad faith or willful misconduct or that of its employees agents or

subcontractors and its Designated Partners and TPAs

COVENANTS OF THE FUNDS AND HASCO

8.1 The Funds shall on behalf of each of the Portfolios promptly furnish

to HASCO the following

certified copy of the resolution of the Board of Directors of

the Funds authorizing the appointment of HASCO and the execution

and delivery of this Agreement

copy of the Articles of Incorporation and By-Laws of the Funds

and all amendments thereto

8.2 HASCO shall keep records relating to the services to be performed
hereunder in the form and manner as it may deem advisable To the

extent required by Section 31 of theInvestment Company Act of 1940
as amended and the Rules thereunder HASCO agrees that all such

records prepared or maintained by HASCO relating to the services to be

performed by HASCO hereunder are the property of the Funds and will be

preserved maintained and made available in accordance with such

Section and Rules and will be surrendered promptly to the

10
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Funds on and in accordance with its request Records surrendered
hereunder shall be in machine readable form except to the extent that

HASCO has maintained such record only in paper form

8.3 HASCO and the Funds agree that all books records information and

data pertaining to the business of the other party which are exchanged
or received pursuant to the negotiation or the carrying out of this

Agreement shall remain confidential and shall not be voluntarily
disclosed to any other person except as may be required by law

8.4 In case of any requests or demands for the inspection of the

Shareholder records of the Funds HASCO will notify the Funds and

endeavor to secure instructions from an authorized officer of the

Funds as to such inspection HASCO reserves the right however to

exhibit the Shareholder records to any person whenever it is advised

by its counsel that it may be held liable for the failure to exhibit
the Shareholder records to such person

TERMINATION OF AGREEMENT

9.1 This Agreement may be terminated by either party upon ninety 99 days

written notice to the other

9.2 Should the Funds exercise their right to terminate all outofpocket
expenses associated with the movement of records and material will be

borne by the Funds on behalf of the applicable Portfolios
Additionally HASCO reserves the right to charge for any other
reasonable expenses associated with such termination

10 ADDITIONAL FUNDS



In the event that one or more of the Funds establishes one or more

additional series or classes of Shares to which it desires to have HASCO render

services as transfer agent under the terms hereof it shall so notify HASCO in

writing and if HASCO agrees in writing to provide such services such series or

classes of Shares shall be included under this agreement

11 ASSIGNMENT

11.1 Except as otherwise provided in Section of this Agreement neither

this Agreement nor any rights or obligations hereunder may be assigned

by either party without the written consent of the other party

11.2 This Agreement shall inure to the benefit of and be binding upon the

parties and their respective permitted successors and assigns
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12 AMENDMENT

This Agreement may be amended or modified by written agreement executed

by both parties and authorized or approved by resolution of the Board of

Directors of the Funds

13 CONNECTICUT LAW TO APPLY

This Agreement shall be construed and the provisions thereof interpreted

under and in accordance with the laws of Connecticut

14 CONSEQUENTIAL DAMAGES

No party to this Agreement shall be liable to another party for

consequential damages under any provision of this Agreement or for any

consequential damages arising out of any act or failure to act hereunder

15 MERGER OF AGREEMENT

This Agreement constitutes the entire agreement between the parties hereto

and supersedes any prior agreement with respect to the subject matter hereof

whether oral or written

16 COUNTERPARTS

This Agreement may be executed by the parties hereto on any number of

counterparts and all of said counterparts taken together shall be deemed to

constitute one and the same instrument
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IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

executed in their names and on their behalf by and through their duly authorized

officers as of the day and year first above written

THE HARTFORD MUTUAL FUNDS INC
Severally on behalf of their respective

Series of Shares

BY Is Robert Arena

Name Robert Arena



Title Vice President

THE HARTFORD MUTUAL FUNDS II INC
Severally on behalf of their respective
Series of Shares

BY /s/ Robert Arena

Name Robert Arena

Title Vice President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

BY Is Denise Settimi

Name Denise Settimi

Title Operations Officer

13-
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EXIBIT

TA FEE SCHEDULE

CLASS AND SHARES

$25 per Shareholder Participant Account per Portfolio

CLASS SHARES

0.05% of assets in each Portfolio provided however that the annual

aggregate TA Fee paid by the Funds for Class Shares shall not exceed $150000

The TA Fee shall include all out pocket expenses otherwise payable by
Portfolio pursuant to Section 2.2 and 2.3 of the Agreement except for postage
solicitation tabulation and printing expenses related to proxy solicitation
unless otherwise agreed to by the Funds and HASCO
ITEXT

DOCUMENT
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DESCRIPTIONAMENDMENT NO TO TRANSFER AGENCY AND SERVICE AGREEMENT

TEXT
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Exhibit II

ANENDMENT NUMBER TO

TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among THE

HARTFORD MUTUAL FUNDS INC THE HARTFORD MUTUAL FUNDS II INC and HARTFORD

ADMINISTRATIVE SERVICES COMPANY dated as of February 2006 Exhibit attached

hereto is hereby amended

THE HARTFORD NUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

By Is David Znamierowski

Name David Znamierowsi

Title President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

By Is Robert Arena

Name Robert Arena

Title Vice President

Effective Date November 2006
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EXHIBIT

TA FEE SCHEDULE

as amended on November 2006

Class and Shares

$32 per Check App Shareholder Participant Account

$24 per Omnibus Shareholder Participant Account

$20 per Network Shareholder Participant Account

$18 per Third Party Shareholder Participant Account

Class Shares

0.05% of assets in each Portfolio provided however that the annual

aggregate TA Fee paid by the Funds 1for Class Shares shall not exceed $150000

The TA Fee shall include all out of pocket expenses otherwise payable by

Portfolio pursuant to Section 2.2 and 2.3 of the Agreement except for postage

solicitation tabulation and printing expenses related to proxy solicitation

unless otherwise agreed to by the Funds and HASCO
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/DOCUMENT



DOCUMENT
TYPEEX-99 HXI
SEQUENCE8
FILENAMEb63l 4evexv99whxxiy.txt
DESCRIPTIONSEVENTH AMENDMENT TO THE FUND ACCOUNTING AGREEMENT

TEXT
PAGE

EXHIBIT XI
SEVENTH AMENDMENT TO FUND ACCOUNTING AGREEMENT

Effective November 30 2006

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby
amended to add The Hartford LargeCap Growth Fund as new series to Schedule

and to amend and restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

Is John Walters

John Walters
Vice President

HARTFORD LIFE INSURANCE COMPANY

Is Robert Arena

Name Robert Arena

Title Vice President
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SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Aggressive Growth Allocation Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

rhe Hartford Income Allocation Fund

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford International Capital Appreciation Fund



The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Petirement Income Fund

The Hartford Select MidCap Growth Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmallCap Growth Fund

The Hartford Select SmallCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

/TEXT
/DOCLJMENT
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EXHIBIT H.III
ANENDMENT NUMBER TO

TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among THE

HARTFORD MUTUAL FUNDS INC THE HARTFORD MUTUAL FUNDS II INC and HARTFORD
ADMINISTRATIVE SERVICES COMPANY dated as of February 2006 Exhibit attached
hereto is hereby amended to add Class R3 Class R4 and Class R5

THE HARTFORD MUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

By Is John Walters

Name John Walters
Title Vice President

HARTFORD ADMINISTRATIVE SERvICES COMPANY

By Is Robert Arena

Name Robert Arena
Title Vice President

Effective Date December 15 2006
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EXHIBIT

TA FEE SCHEDULE

as amended on December 15 2006

Class and Shares

$32 per Check App Shareholder Participant Account
$24 per Omnibus Shareholder Participant Account
$20 per Network Shareholder Participant Account
$18 per Third Party Administrator Shareholder Participant Account

Class R3 R4 and R5 Shares

$32 per Check App Shareholder Account
$24 per Omnibus Shareholder Account
$20 per Network Shareholder Account
$18 per Third Party Administrator Shreho1der Account

Class Shares

0.05% of assets in each Portfolio provided however that the annual

aggregate TA Fee paid by the Funds for Class Shares shall not exceed $150000

The TA Fee shall include all out of pocket expenses otherwise payable by
Portfolio pursuant to Section 2.2 and 2.3 of the Agreement except for postage
solicitation tabulation and printingexpenses related to proxy solicitation



unless otherwise agreed to by the Funds and HASCO
/TEXT
c/DOCUMENT
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DESCRIPTIONANENDMENT NO TO TRANSFER AGENCY AND SERVICE AGREEMENT

TEXT
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AMENDMENT NUMBER TO

TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among THE

HARTFORD MUTUAL FUNDS INC THE HARTFORD MUTUAL FUNDS II INC and HARTFORD

ADMINISTRATIVE SERVICES COMPANY dated as of February 2006 Exhibit attached

hereto is hereby amended

THE HARTFORD MUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

By 1sf Robert Arena

Name Robert Arena

Title Vice President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

By Is Robert Arena

Name Robert Arena

Title Senior Vice President

Effective Date November 2007
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EXHIBIT

TA FEE SCHEDULE

as amended on November 2007

Class and Shares

$32.50 per Check App Shareholder Participant Account

$21.00 per Omnibus Shareholder Participant Account

$19.75 per Network Shareholder Participant Account

$17.00 per Third Party Administrator Shareholder Participant Account

Class R3 Rd and R5 Shares

$32.50 per Check App Shareholder Account

$21.00 per Omnibus Shareholder Account

$19.75 per Network Shareholder Account

$17.00 per Third Party Administrator Shareholder Account

Class Shares

0.05% of assets in each Portfolio provided however that the annual

aggregate TA Fee paid by the Funds for Class Shares shall not exceed $150000

Out of pocket expenses pursuant to Section 2.2 and 2.3 of the Agreement do not

include postage solicitation tabulation and printing expenses related to proxy
solicitations unless Otherwise agreed to by the Funds and HASCO
/TEXT
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TEXT
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AMENDMENT NUMBER TO

TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among THE

HARTFORD MUTUAL FUNDS INC THE HARTFORD MUTUAL FUNDS II INC and HARTFORD

ADMINISTRATIVE SERVICES COMPANY dated as of February 2006 Exhibit attached

hereto is hereby amended

THE HARTFORD MUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

By Is Robert Arena

Name Robert Arena

Title Vice President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

By Is Tamara Fagely

Name Tamara Fagely
Title Chief Financial Officer and

Vice President

Effective Date November 2008
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EXHIBIT

TA FEE SCHEDULE

as amended on November 2008

Class and Shares

$31.50 per Check App Shareholder Participant Account

$22.00 per Omnibus Shareholder Participant Account

$21.00 per Network Shareholder Participant Account

$16.00 per Third Party Administrator Shareholder Participant Account

Class R3 R4 and R5 Shares

$31.50 per Check App Shareholder Account

$22.00 per Omnibus Shareholder Account

$21.00 per Network Shareholder Account

$16.00 per Third Party Administrator Shareholder Account

Class Shares

0.05% of assets in each Portfolio provided however that the annual



aggregate TA Fee paid by the Funds for Class Shares shall not exceed $150000

Out of pocket expenses pursuant to Section 2.2 and 2.3 of the Agreement do not

include postage solicitation tabulation and printing expenses related to proxy

solicitations unless otherwise agreed to by the Funds and HASCO

/TEXT
DOCUMENT
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Exhibit 99.B.h.vi

AMENDMENT NUMBER TO
TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among The Hartford Mutual Funds Inc The Hartford

Mutual Funds II Inc and Hartford AdmInistrative Services Company dated as of Febniaxy 12006 Exhibit attached hereto is

hereby amended

THE HARTFORD MUTUAL FUNDS INC

THE HARTFORD MUTUAL FUNDS II INC

By Is/Robert Arena

Name Robert Arena

Title President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

By /sfFamara Fagely

Name Tarnara Fagely

Title Chief Financial Officer and Vice President

Effective Date November 2009



EXHIBIT

TA FEE SChEDULE

as amended on November 2009

Class 13 and Shares

$28.75 per Check App Shareholder Participant Account

$20.50 per Omnibus Shareholder Participant Account

$18.00 per Network Shareholder Participant Account

$14.50 per Third Party Administrator Shareholder Participant Account

Class R3 R4 and RS Shares

$28.75 per Check App Shareholder Account

$20.50 per Omnibus Shareholder Account

$18.00 per Network Shareholder Account

$14.50 per Third Party Administrator Shareholder Account

Class Shares

0.05% of assets in each Portfolio provided however thai the annual aggregate TA Fee paid by the Funds for Class Shares shall

not exceed $150000

Out of pocket expenses pursuant to Section 2.2 and 2.3 of the Agreement do not include postage solicitation tabulation and printing

expenses related to proxy solicitations unless otherwise aeed to by the Funds and HASCO
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Exhibit 99.B.h.vii

AMENDMENT NUMBER TO
TRANSFER AGENCY AND SERVICE AGREEMENT

Pursuant to the Transfer Agency and Service Agreement by and among The Hartford Mutual Funds Inc The Hartford

Mutuat Funds It Inc and Hartford Administrative Services Company dated as of February 2006 Exhibit attached hereto is

hereby amended

THE HARTFORD MUTUAL FUNDS INC

THE HARTFORD MUTUAL FUNDS II

By /sfRobert Arena

Name Robert Arena

Title President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

By /s/Tamara Fagely

Name Tamara Fagely

Title Chief Financial Officer and Vice President

Effective Date November 2009



EXHIBIT

TA FEE SCHEDULE
as amended on November 2009

Class and Shares

$26.50 per Check App Shareholder Participant Account

$20.50 per Omnibus Shareholder Participant Account

$18.00 per Network Shareholder Participant Account

$14.50 per Third Party Administrator Shareholder Participant Account

Class R3 R4 and R5 Shares

$26.50 per Check App Shareholder Account

$20.50 per Omnibus Shareholder Account

$18.00 per Network Shareholder Account

$14.50 per Third Party Administrator ShareholderAccount

Class Shares

0.05% of assets in each Portfolio Qyjded however that the annual aggregate TA Fee paid by the Funds for Class Shares shall

not exceed $150000

Out of pocket expenses pursuant to Section 2.2 and 2.3 of the Agreement do not include postage solicitation tabulation and printing

expenses
related to proxy solicitations unless otherwise agreed to by the Funds and HASCO
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Exhibit H.XIX

TRANSFER AGENCY FEE WAIVER AGREEMENT

THIS AGREEMENT dated as of February 2008 between The Hartford Mutual

Funds Inc and The Hartford Mutual Funds II Inc each Company and

collectively the Companies on behalf of each series of the Companies each
Fund and collectively the Funds and Hartford Administrative Services

Company the Transfer Agent

WHEREAS the Transfer Agent has been appointed the transfer agent of each

of the Funds pursuant to Transfer Agency and Service Agreement between each

Company on behalf of the Funds and the Transfer Agent and

WHEREAS each Company and the Transfer Agent desire to enter into the

arrangements described herein relating to the transfer agency fees of the Funds

NOW THEREFORE each Company and the Transfer Agent hereby agree as

follows

For the period commencing November 2007 through February 28 2009
the Transfer Agent hereby agrees to reimburse any portion of the transfer agency
fees over 0.30% of the average daily net assets per fiscal year for each class

of shares for each Fund

The reimbursement described in Section above is not subject to

recoupment by the Transfer Agent

The Transfer Agent understands and intends that the Funds will rely on
this Agreement in preparing and filing amendments to the registration
statements for the Companies on Form N-lA with the Securities and Exchange
Commission in accruing each Funds expenses for purposes of calculating its

net asset value per share and for certain other purposes and expressly

permits the Funds to do so

This Agreement shall renew automatically for oneyear terms unless the

Transfer Agent provides written notice of termination prior to the start of such

term
PAGE

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of

the date first above writen

THE HARTFORD MUTUAL FUNDS INC

Name /5/ Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and

Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /s/ Tamara Fagely



Tamara Fagely

Title Vice President Treasurer and

Controller

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name /s/ Robert Arena

Robert Arena

Title Director and Senior Vice

President

/TExT
/DOCtIMENT
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Exhibit 9913 h.xxvi

TRANSFER AGENCY FEE WAIVER AGREEMENT

THIS AGREEMENT dated as of October 2009 between The Hartford Mutual Funds Inc the Company on behalf of The

Hartford Dividend and Growth Fund series of the Company the Fund and Hartford Administrative Services Company the Transfer

Agent

WHEREAS the Transfer Agent has been appointed the transfer agent of the Fund pursuant to Transfer Agency and Service

Agreement between the Company on behalf of the Fund and the Transfer Agent

WHEREAS the Transfer Agent pursuant to separate agreement on behalf of the Fund has contractually agreed to reimburse

any portion of the transfer agency fees over 0.30% of the average daily net assets per fiscal year for each class of shares of the Fund and

WHEREAS the Transfer Agent now has determined to add an additional fee waiver with respect to Classe shares and Class

shares of the Fund and the Company and the Transfer Agent now desire to enter into the arrangement described herein with respect to this

additional fee waiver

NOW THEREFORE the Company and the Transfer Agent hereby agree as follows

For the period commencing October 22009 through October31 2010 the Transfer Agent hereby agrees to waive

portion of its transfer agency fees with respect to the Class shares and Class shares of the Fund in the amounts as described on

Schedule hereto

The reimbursement described in Section above and in Schedule hereto is not subject to recoupment by the Transfer

Agent

The Transfer Agent understands and intends that the Fund will rely on this Agreement in preparing and filing

amendments to the registration statements for the Company on Form N-IA with the Securities and Exchange Commission in accruing

the Funds expenses for purposes of calculating its net asset value per share and for certain other purposes
and expressly permits the

Fund to do so

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first above written



THE HARTFORD MUThAL FDS INC

Name Is/Tarnara Fagely

TamaraL.Fagely

Title
_____________________________________________________

Vice President Treasurer and Controller

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name Is/Robert Arena

Robert Arena

Title _____________________________________________________

Director and Senior Vice President



Gross Trahser Agency Fee

If 0.3 5% or higher

0.34%

0.33%

0.32%

0.31%

0.3 0%
If 0.25%-0.29%

If 0.24% or less

Class

Gross TranSfer Ageucy Fee

If 0.3 5% or higher

034%
0.33%

0.32%

0.3 1%
0.3 0%
If 0.29% or less

0.30%

0.29%

0.28%

0.27%
0.26%

0.25%

No waiver

Net Transfer Agency Fees after transfer

agency fee waiver

Schedule

Pursuant to Section of this Agreement and for the duration of the time period described in that Section the amount of the transfer agency

fee waiver shall be as follows

Class

0.30%

0.29%

0.28%

0.27%

0.26%

0.25%

0.24%

No waiver

Net Transfer Agency Fees after transfer

aaeacy fcc waLver



EX-99 .B.H .XXVI 10-i 03461 ex99dbdhdxxvi.htm EX-99.B.H.XXVI
Exhibit 99.B.h.xxvi

TRANSFER AGENCY FEE WAIVER AGREEMENT

THIS AGREEMENT dated as of May 28 2010 between The Hartford Mutual Funds Inc the Company on behalf of The

Hartford Global All-Asset Fund The Hartford Global Real Asset Fund and The Hartford International Value Fund series of the Company

the Funds and Hartford Administrative Services Company the Transfer Agent

WHEREAS the Transfer Agent has been appointed the transfer agent of the Funds pursuant to Transfer Agency and Service

Agreement between the Company on behalf of the Funds and the Transfer Agent and

WHEREAS each Company and the Transfer Agent desire to enter into the arrangements
described herein relating to the transfer

agency
fees of the Funds

NOW THEREFORE the Company and the Transfer Agent hereby agree as follows

For the period commencing May 28 2010 through February 28 2012 the Transfer Agent hereby agrees to reimburse

any portion of the transfer agency
fees over 0.30% of the average daily net assets per fiscal year for each class of shares for each Fund

The reimbursement described in Section above is not subject to recoupment by the Transfer Agent

The Transfer Agent understands and intends that the Funds will rely on this Agreement in preparing and filing

axnendnients to the registration statements for the Company on Form N-IA with the Securities and Exchange Commission in accruing

each Funds expenses for purposes
of calculating its net asset value per share and for certain other purposes and expressly permits the

Funds to do so

This Agreement shall renew automatically for one-year terms unless the Transfer Agent provides written notice of

termination prior to the start of such term

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date ftrst above written



THE HARTFORD MUTUAL FUNDS INC

Name Is/Robert Arena

Robert Arena

Title President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name IslTamara Fagely

Tamara Fagely

Title Chief Financial Officer and Vice President
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PRINCIPAL UNDERWRITING AGREEMENT

The ITT Hartford Mutual Funds Inc the Company
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy nd
ITT Hartford Money Market Fund

July 22 1996

Hartford Securities Distribution Company Inc

200 Hopmeadow Street

Simsbury CT 06089

Re Underwriting Agreement

Gentlemen

The Company is Maryland corporation registered as an investment company

under the Investment Company Act of 1940 as amended the 1940 Act and has

shares of capital stock hereinafter the Shares representing interests in

investment portfolios of the Company hereto individually the Fund and

collectively the Funds which are registered under the Securities Act of 1933

as amended the 1933 Act and securities acts of various states and

jurisdictions

You have informed us that your company Hartford Securities Distribution

Company HSD is registered as brokerdealer under the provisions of the

Securities Exchange Act of 1934 the 1934 Act and that HSD is member in

good standing of the National Association of Securities Dealers Inc You have

indicated your desire to become the exclusive selling agent and principal

underwriter for the Company We have been authorized to execute and deliver this

Agreement to you which Agreement has been approved by vote of majority of

the companys directors the Directors who are not parties to such Agreement

or interested persons of any party thereto cast in person at meeting called

for the purpose of voting on the Approval of this Agreement

PACE

Appointment of Underwriter Upon the execution of this Agreement

and in consideration of the agreements on your part herein expressed and upon

the terms and conditions set forth herein we hereby appoint you as the

exclusive sales agent for distribution of the Shares other than sales made

directly by the Company without sales charge and agree that we will deliver to

you such shares as you may sell You agree to use your best efforts to promote

the sale of the Shares but you are not obligated to sell any specific number of

the Shares

Independent Contractor You will undertake and discharge your

obligations hereunder as an independent contractor and shall have no authority

or power to obligate or bind the Company by your actions conduct or contracts



except that you are authorized to accept orders for the purchase or repurchase
of the Shares as our agent You may appoint sub-agents or distribute the Shares

through dealers or otherwise as you may determine necessary or desirable from

time to time This Agreement shall not however be construed as authorizing any

dealer or other person to accept orders for sale or repurchase on our behalf or

to otherwise act as our agent for any purpose

Offering Price Shares shall be offered for sale at price

equivalent to their net asset value plus as appropriate variable percentage

of the public offering price as sales load as set forth in the Companys

Prospectus for the Shares as amended from time to time On each business day on

which the New York Stock Exchange is open for business we will furnish you with

the net asset value of the Shares which shall be determined and become

effective as of the close of business of the New York Stock Exchange on that

day The net asset value so determined shall apply to all orders for the

purchase of the Shares received by dealers prior to such determination and you

are authorized in your capacity as our agent to accept orders and confirm sales

at such net asset value provided that such dealers notify you of the time when

they received the particular order and that the order is placed with you prior
to your close of business on the day on which the applicable net asset value is

determined To the extent that our Shareholder Servicing and Transfer Agent

collectively Agent and the Custodians for any pension profit-sharing

employer or self-employed plan receive payments on behalf of the investors such

Agent and Custodians shall be required to record the time of such receipt with

respect to each payment and the applicable net asset value shall be that which

is next determined and effective after the time of receipt by them In all

events you shall forthwith notify all of the dealers comprising your selling

group and the Agent and Custodians of the effective net asset value as

received from us Should we at any time calculate our net asset value more

frequently than once each business day you and we will follow procedures with

respect to such additional price or prices comparable to those set forth above
in this Section

Sales Commission You shall be entitled to charge sales

commission on the sale of certain classes of Shares in the amount set forth in

the Companys Prospectus including any supplements or amendments thereto then

in effect under the 1933 Act and the 1940 Act Such commission subject to any

quantity or other discounts or eliminations of commission as set forth in our

then currently effective Prospectus shall be an amount mutually agreed upon by
the Company and HSD and shall be equal to the difference between the net asset

value and the public offering price of the Shares

PAGE

Ib In addition in accordance with the distribution plans adopted
pursuant to Rule 12b-l under the 1940 Act the Distribution Plans for certain

classes of Shares you will be entitled to be paid sales commission not

exceeding the product of the price received by the Company for sales of its

Shares excluding reinvestment of dividends and distributions multiplied by the

percentage set forth in the Prospectus and mutually agreed to by the Company and

ISD from time to time In connection with the Shares you may also be entitled

to be paid by the Company an interest fee calculated in accordance with the

Prospectus and the Distribution Plan Payment of the sales commissions and

separate interest fee if applicable shall be spread over period of time and

shall be paid in the manner described in such Prospectus and the Distribution
Plan

In addition to the payments of the sales commissions to you

provided for in paragraphs 4a and 4b you may also receive reimbursement for

expenses or maintenance or trail fee as may be required by and described in

the Distribution Plans adopted by the Company for the various classes of Shares

You may allow appointed subagents or dealers such commissions

or discounts not exceeding the total sales commission as you shall deem

advisable so long as any such commissions or discounts are set forth in the

Companys then current Prospectus to the extent required by the applicable



federal arid state securities laws

Payment for Shares At or prior to the time of delivery of any of

our Shares you will pay or cause to be paid to the Custodian for our account

an amount in cash equal to the net asset value of such Shares In the event that

you pay for shares sold by you prior to your receipt of payment from purchasers

you are authorized to reimburse yourself for the net asset value of such Shares

from the offering price of such Shares when received by you

Registration of Shares No Shares shall be registered on our

books until receipt by us of your written request therefor ii receipt by

the Custodian and Agent of certificate signed by an officer of the Company

stating the amount to be received therefor and iii receipt of payment of that

amount by the Custodian We will provide for the recording of all Shares

purchased in unissued form in book accounts unless request in writing for

certificates if available is received by the Agent in which case certificates

for Shares in such names and amounts as is specified in such writing will be

delivered by the Agent as soon as practicable after registration thereof on the

books

Purchases for Your Own Account You shall not purchase Shares for

your own account for purposes of regale to the public but you may purchase

Shares for your own investment account upon your written assurance that the

purchase is for investment purposes only and that the Shares will not be resold

except through redemption by us

Sale of Shares to Affiliates You may sell the Shares at net

asset value plus varying sales charge as appropriate pursuant to uniform

offer described in the

PAGE

Companys current Prospectus to our Directors and officers our investment

manager and its affiliates and/or any sub-adviser to the Company or your

company or affiliated companies thereof ii to the bona fide full time

employees or sales representatives of any of the foregoing iii to any trust

pension profitsharing or other benefit plan for such persons or iv to any

other person set forth in the Companys then current Prospectus provided that

such sales are made in accordance with- the rules and regulations under the 1940

Act and that such sales are made upon the written assurance of the purchaser

that the purchases are made for investment purposes only not for the purpose of

resale to the public and that the Shares will not be resold except through

redemption by us

Allocation of Expenses We will pay the following expenses in

connection with the sales and distribution of Shares of the Company

expenses pertaining to the preparation of our audited and

certified financial statements to be included in any

amendments Amendments to our Registration Statements under

the 1933 Act including the Prospectuses and Statements of

Additional Information included therein

ii expenses pertaining to the preparation including legal

fees and printing of all Amendments or supplements filed with

the Securities and Exchange Commission including the copies

of the Prospectuses and Statements of Additional Information

included in the Amendments and the first ten 10 copies of

the definitive Prospectuses and Statements of Additional

Information or supplements thereto other than those

necessitated by or related to your including your Parent
activities where such amendments or supplements result in

expenses which we would not otherwise have incurred

iii expenses pertaining to the preparation printing and

distribution of any reports or communications including



Prospectuses and Statements of Additional Information which

are sent to our existing shareholders

iv filing and other fees to federal and state securities

regulatory authorities necessary to register and maintain

registration of the Shares and

expenses of the Agent including all costs and expenses in

connection with the issuance transfer and registration of the

Shares including but not limited to any taxes and other

governmental charges in connection therewith

Except to the extent that you are entitled to reimbursement

under the provisions of any of the Distribution Plans for the Company you will

pay the following expenses

PAGE

expenses of printing additional copies of the Prospectuses
and Statement of Additional Information and any amendments or

supplements thereto which are necessary to continue to offer

our shares to the public

ii expenses pertaining to the preparation excluding legal

fees and printing of all amendments and supplements to our

Registration Statements if the Amendment or supplement arises

from or is necessitated by or related to your including your

Parent activities where those expenses would not otherwise

have been incurred by us and

iii expenses pertaining to the printing of additional

copies for use by you as sales literature of reports or

other conununications which have been prepared for distribution

to our existing shareholders or incurred by you in

advertising promoting and selling our Shares to the public

10 Furnishing of Information We will furnish to you such

information with respect to our Company and its Shares in such form and signed

by such of our officers as you may reasonably request and we warrant that the

statements therein contained when so signed will be true and correct We will

also furnish you with such information and will take such action as you may

reasonably request in order to qualify our Shares for sale to the public under

the Blue Sky Laws or in jurisdictions in which you may wish to offer them We

will furnish you at least annually with audited financial statements of our

books and accounts certified by independent public accountants and with such

additional information regarding our financial condition as you may reasonably

request from time to time

11 Conduct of Business Other than currently effective Prospectuses
and Statements of Additional Information you will not issue any sales material

or statements except literature or advertising which conforms to the

requirements of federal and state securities laws and regulations and which have

been filed where necessary with the appropriate regulatory authorities You

will furnish us with copies of all such material prior to their use and no such

material shall be published if we shall reasonably and promptly object

You shall comply with the applicable federal and state laws and

regulations where our Shares are offered for sale and conduct your affairs with

us and with dealers brokers or investors in accordance with the Rules of Fair
Practice of the National Association of Securities Dealers Inc

12 Redemption or Repurchase within Seven Days If Shares are

tendered to us for redemption or are repurchased by us within seven business

days after your acceptance of the original purchase order for such shares you
will irmediately refund to us the full amount of any sales commission net of

allowances to dealers or brokers allowed to you on the original sale and will



promptly upon receipt thereof pay to us any refunds from dealers or brokers of

the balance of sales commissions reallowed by you We shall notify you of such

tender for

PAGE

redemption within ten 10 days of the day on which notice of such tender for

redemption is received by us

13 Other Activities Your services pursuant to this Agreement shall

not be deemed to be exclusive and you may render similar services and act as an

underwriter distributor or dealer for other investment companies in the

offering of their shares

14 Term of Agreement This Agreement shall become effective on the

date of its execution and shall remain in effect for period of two years

from the date of this Agreement This Agreement shall continue annually

thereafter for successive one year periods if approved at least annually

by vote of majority of the outstanding voting securities of the Company or

by vote of the Directors of the Company and ii by vote of majority of

the Directors of the Company who are not parties to this Agreement or interested

persons of any such party cast in person at meeting called for the purpose of

voting on this Agreement

15 Termination This Agreement may be terminated at any time

without the payment of any penalty either by vote of the Directors of the

Company or by vote of majority of the outstanding voting securities of the

Company on sixty 60 days written notice to you ii shall terminate

immediately in the event of its assignment and iii may be terminated by you

on sixty 60 days written notice to us

16 Suspension of Sales We reserve the right at all times to

suspend or limit the public offering of the Shares upon written notice to you
and to reject any order in whole or in part

17 Miscellaneous This Agreement shall be subject to the laws of

the State of Connecticut and shall be interpreted and construed to further and

promote the operation of the Company as an open-end investment company As used

herein the terms Net Asset Value Of fering Price Investment Company
OpenEnd Investment Company Assignment Principal Underwriter
Interested Person and Majority of the Outstanding Voting Securities shall

have the meanings set forth in the 1933 Act and the 1940 Act as applicable and

the rules and regulations promulgated thereunder

18 Liability Nothing contained herein shall be deemed to protect

you against any liability to us or to our shareholders to which you would

otherwise be subject by reason of willful misfeasance bad faith or gross

negligence in the performance of your duties hereunder or by reason of your

reckless disregard of your obligations and duties hereunder

PAGE

If the foregoing meets with your approval please acknowledge your

acceptance by signing below whereupon this shall constitute binding agreement

as of the date first above written

Very truly yours

ITT Hartford Mutual Funds Inc
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund



ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

By 1sf Andrew Kohnke

Print Name Andrew Kohnke

Its Vice President

Agreed to and Accepted

Hartford Securities Distribution Company Inc

By Is Peter Cummins

Print Name Peter Cuzuxuins

Its Vice President

/TEXT
/DOCIJMENT
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EXHIBIT 99.eiii

AMENDMENT NUMBER TO PRINCIPAL UNDERWRITING AGREEMENT

Effective July 22 1997 the following section is added as Section 19 to the

Principal Underwriting Agreement

19 Sub-Accounting Services In addition to your traditional distribution

functions you are authorized to appoint sub-agents to perform subaccounting
services as long as you have determined that the services are necessary for

the Company and not duplication of services performed by the Companys
transfer agent the subagent is competent to perform such services and

the price per account is competitive with the prices charged by other third

parties performing similar services Such subaccounting services may include

the maintenance of separate records for each customer reflecting all account

activities such as sales and purchases of the Companys shares the

transmittal to the Company of share purchase and redemption orders the

transmittal of periodic account statements and the transmittal of customer

proxy materials reports and other information required to be sent to

shareholders under the federal securities laws Upon receipt of the invoice for

such services and after you verify the accuracy of the invoice you are

authorized to rebill or cause to be billed the Company for such services in

the amount invoiced by the sub-agent

ITT Hartford Mutual Funds Inc
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

By Is Joseph Gareau

Joseph Gareau

President

Agreed to and Accepted

Hartford Securities Distribution Company

By Is Peter Cummins

Peter Cummins

Vice President

ITEXT
IDOCUMENT
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EXHIBIT 99.ex

AMENDMENT NUMBER TO

PRINCIPAL UNDERWRITING AGREEMENT

Pursuant to the Principal Underwriting Agreement between Hartford

Securities Distribution Company Inc and The Hartford Mutual Funds Inc

formerly known as ITT Hartford Mutual Funds Inc dated July 22 1996 as

amended and as assigned to Hartford Investment Financial Services LLC formerly

known as Hartford Investment Financial Services Company on November 1998

the Agreement The Hartford Income Fund The Hartford Inflation Plus Fund

The Hartford Short Duration Fund The Hartford Tax-Free California Fund and The

Hartford Tax-Free New York Fund are hereby included as five new Funds All

provisions in the Agreement shall apply to The Hartford Income Fund The

Hartford Inflation Plus Fund The Hartford Short Duration Fund The Hartford

Tax-Free California Fund and The Hartford Tax-Free New York Fund

This amended Agreement is effective for period of two years from the

date hereof and shall continue in effect thereafter in accordance with the

provisions of Section 14 of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this amendment to be

executed on the 31st day of October 2002

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

By /sf David Znamierowski

David Znamierowski

Senior Vice President Investments

THE HARTFORD MUTUAL FUNDS INC

on behalf of
The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford Short Duration Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

By Is David Znamierowski

David Znamierowski

President

/TEXT
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Assignment of Principal Underwriting Agreement from Hartford Securities

Distribution Company Inc to Hartford Investment Financial Services Company
PAGE

ASSIGNMENT OF PRINCIPAL UNDERWRITING AGREEMENT

Pursuant to the authorization provided by the Board of Directors of The

Hartford Mutual Funds Inc the Company at meeting duly called and held in

person on July 15 1998 the Principal Underwriting Agreement dated July 22
1996 as amended the Agreement between the Company and Hartford Securities

Distribution Company Inc is hereby assigned to Hartford Investment Financial

Services Company All terms and conditions of the Agreement remain in full force

and effect including any rights and obligations resulting from distribution

plans adopted under Rule 12b-l of the Investment Company Act of 1940 This

Assignment is effective November 1998

The Hartford Mutual Funds Inc
on behalf of

The Hartford Small Company Fund

The Hartford Capital Appreciation Fund

The Hartford MidCap Fund

The Hartford International Opportunities Fund

The Hartford Global Leaders Fund

The Hartford Stock Fund

The Hartford Growth and Income Fund

The Hartford Dividend and Growth Fund

The Hartford Advisers Fund

The Hartford High Yield Fund

The Hartford Bond Income Strategy Fund

The Hartford Money Market Fund

By Is Joseph Gareau

Joseph Gareau

President

Hartford Securities Distribution Company

By Is Peter Cummins

Peter Cummins

Senior Vice President

Hartford Investment Financial Services Company

By /s Peter Cunimins

Peter Cuinmjns

Vice President Sales and Distribution

/TEXT
DOCUMENT
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EXHIBIT h.ix

FUND ACCOUNTING AGREEMENT

THIS AGREEMENT is made as of this 3rd day of January 2000 by and between

the mutual funds listed on Schedule each Fund and together the Funds
and HARTFORD LIFE INSURANCE COMPANY the Fund Accountant Connecticut

corporation

WHEREAS the Funds are comprised of one or more registered open-end

diversified management j.nvestment companies under the Investment Company Act of

1940 as amended the 1940 Act and are currently offering shares of common

stock such shares of all series and classes are hereinafter called the

Shares and

WHEREAS the Funds desire that the Fund Accountant perform certain fund

accounting services for each Fund and

WHEREAS the Fund Accountant is prepared to perform such services on the

terms and conditions set forth in this Agreement

NOW THEREFORE in consideration of the mutual promises and covenants set

forth herein and intending to be legally bound hereby the parties agree as

follows

SERVICES AS FUND ACCOUNTANT

The Fund Accountant will provide such fund accounting services as the Funds

may reasonably request including daily pricing of portfolio securities

computation of the net asset value and the net income of the Funds in accordance

with the Funds prospect.2ses and statements of additional information

calculation of the dividend and capital gain distributions including that

needed to avoid all Federal excise taxes if any calculation of yields on all

applicable Funds and all classes thereof preparation of the following reports

current security position report ii summary report of transactions

and pending maturities including the principal cost and accrued interest on

each portfolio security in maturity date order and iii current cash

position report including cash available from portfolio sales and maturities

and sales of Funds Shares less cash needed for redemptions and settlement of

portfolio purchases and such other similar services with respect to Fund as

may be reasonably requested by the Funds With regard to securities for which

market quotations are available the Fund Accountant may use one or more

external pricing services as selected and authorized by the Fund on the Pricing

Authorization Form attached hereto as Schedule The Fund Accountant will keep

and maintain the following books and records of each Fund pursuant to Rule 3lal

under the 1940 Act the Rule journals containing an itemized daily record in

detail of all purchases and sales of securities all receipts and disbursements

of cash and all other debits and credits as required by subsection of

the Rule general and auxiliary ledgers reflecting all asset liability

reserve capital income and expense accounts including interest accrued and

interest received as required by subsection of the Rule separate

ledger accounts required by subsection

PAGE

ii and iii of the Rule and monthly trial balance of all ledger

accounts except shareholder accounts as required by subsection of the

Rule
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EXHIBIT ix

FOND ACCOUNTING AGREEMENT

THIS AGREEMENT is made as of this 3rd day of January 2000 by and between
the mutual funds listed on Schedule each Fund and together the Funds
and HARTFORD LIFE INSURANCE COMPANY the Fund Accountant Connecticut

corporation

WHEREAS the Funds are comprised of one or more registered openend
diversified management .nvestment companies under the Investment Company Act of

1940 as amended the 1940 Act and are currently offering shares of common
stock such shares of all series and classes are hereinafter called the

Shares and

WHEREAS the Funds desire that the Fund Accountant perform certain fund

accounting services for each Fund and

WHEREAS the Fund Accountant is prepared to perform such services on the

terms and conditions set forth in this Agreement

NOW THEREFORE in consideration of the mutual promises and covenants set

forth herein and intending to be legally bound hereby the parties agree as
follows

SERVICES AS FOND ACCOUNTANT

The Fund Accountant will provide such fund accounting services as the Funds

may reasonably request including daily pricing of portfolio securities
computation of the net asset value and the net income of the Funds in accordance
with the Funds prospecthses and statements of additional information
calculation of the dividend and capital gain distributions including that
needed to avoid all Federal excise taxes if any calculation of yields on all

applicable Funds and all classes thereof preparation of the following reports
current security position report ii summary report of transactions

and pending maturities including the principal cost and accrued interest on

each portfolio security in maturity date order and iii current cash

position report including cash available from portfolio sales and maturities
and sales of Funds Shares less cash needed for redemptions and settlement of
portfolio purchases and such other similar services with respect to Fund as

may be reasonably requested by the Funds With regard to securities for which
market quotations are available the Fund Accountant may use one or more
external pricing services as selected and authorized by the Fund on the Pricing
Authorization Form attached hereto as Schedule The Fund Accountant will keep
and maintain the following books and records of each Fund pursuant to Rule 31a-l
under the 1940 Act the Rule journals containing an itemized daily record in

.I

detail of all purchases and sales of securities all receipts and disbursements
of cash and all other debits and credits as required by subsection of

the Rule general and auxiliary ledgers reflecting all asset liability
reserve capital income and expense accounts including interest accrued and
interest received as required by subsection of the Rule separate
ledger accounts required by subsection

PAGE

ii and iii of the Rule and monthly trial balance of all ledger
accounts except shareholder accounts as required by subsection of the
Rule



In compliance with the requirements of Rule 31a-3 under the 1940 Act Fund

Accountant hereby agrees that all records which it maintains for the Funds are

the property of the Funds and further agrees to surrender promptly to the Funds

any of such records upon the Funds request However Fund Accountant has the

right to make copies of such records in its discretion Fund Accountant further

agrees to preserve for the periods prescribed by Rule 31a2 under the 1940 Act

the records required to be maintained by Rule 31a-1 under the 1940 Act Fund

Accountant may delegate some or all of its responsibilities under this Agreement
with the consent of the Funds which will not be unreasonably withheld

COMPENSATION

In consideration of services rendered and expenses assumed pursuant to this

Agreement each of the Funds will pay the Fund Accountant on the first business

day of each month or at such times as the Fund Accountant shall request and

the parties hereto shall agree fee calculated at the applicable annual rate

set forth on Schedule hereto Net asset value shall be computed at least once

day as set forth in the Funds prospectuses Upon any termination of this

Agreement before the end of any month the fee for such part of month shall be

payable upon the date of termination of this Agreement

The Fund Accountant will from time to time employ or associate with such

person or persons as the Fund Accountant may believe to be particularly fitted

to assist it in the performance of this Agreement Such person or persons may be

officers or employees who are employed by both Fund Accountant and the Funds

The compensation of such person or persons shall be paid by the Fund Accountant

and no obligation may be incurred on behalf of the Funds in such respect Other

expenses to be incurred in the operation of the Funds including taxes interest

brokerage fees and commissions if any fees of Directors who are not officers

directors shareholders or employees of the Fund Accountant or the investment

adviser or distributor for the Funds SEC fees and state Blue Sky qualification

fees advisory and administration fees transfer and dividend disbursing agents

fees certain insurance premiums auditing and legal expenses costs of

maintenance of corporate existence typesetting and printing prospectuses for

regulatory purposes and for distribution to current Shareholders of the Funds

costs of Shareholders reports and meetings and any extraordinary expenses will

be borne by the Funds

CONFIDENTIALITY

The Fund Accountant agrees to treat confidentially and as the proprietary

information of the Funds all records and other information relative to the

Funds and prior present or potential Shareholders and not to use such records

and information for any purpose other than performance of its responsibilities

and duties hereunder except after prior notification to and approval in writing

by the Funds which approval shall not be unreasonably withheld and may not be

withheld where the Fund Accountant may be exposed to civil or criminal contempt

proceedings for failure to comply when requested to divulge such information by

duly constituted authorities or when so requested by the Funds

PAGE

INDEMNIFICATION

The Fund Accountant shall use its best efforts to insure the accuracy of

all services performed under this Agreement but shall not be liable to the

Funds for any action taken or omitted by the Fund Accountant in the absence of

bad faith willful misfeasance or gross negligence The Fund Accountant assumes

no responsibility hereunder and shall not be liable for any damage loss of

data delay or any other loss whatsoever caused by events beyond its reasonable

control



Any person even though also .an employee or agent of the Fund Accountant

who may be or become an officer trustee employee or agent of the Funds shall

be deemed when rendering services to the Funds or acting on any business of

that party to be rendering such services to or acting solely for that party and

not as an employee or agent or one under the control or direction of the Fund
Accountant even though paid by them

The Funds agree to indemnify and hold the Fund Accountant harmless from all

taxes charges expenses assessments claims and liabilities including
without limitation liabilities arising under the Securities Act of 1933 the

Securities Exchange Act of 1934 the 1940 Act and any state and foreign

securities and blue sky laws all as amended from time to time and expenses

including without limitation attorneys fees and disbursements arising

directly or indirectly from any action or thing which the Fund Accountant takes

or does or omits to take or do hereunder provided that the Fund Accountant

shall not be indemnified against any liability to the Funds or to their

Shareholders or any expenses incident to such liability arising out of the

Fund Accountants negligent failure to perform its duties under this Agreement

TERN

This Agreement shall become effective on January 2000 and may be

terminated upon at least sixty 60 days written notice to the other party

NOTICES

All notices and other communications collective1y referred to as

Notice or Notices in this paragraph hereunder shall be in writing or by
telegram cable telex or facsimile sending device Notices shall be addressed

if to the Fund Accountant at their address 200 iopineadow Street Simsbury
CT 06089 Attn George Jay if to the Funds at their principal place of

business or ci if to neither of the foregoing at such other address as to

which the sender shall have been notified by any such Notice or other

communication The Notice may be sent by first-class mail in which case it

shall be deemed to have been given three days after it is sent or if sent by
confirming telegram cable telex or facsimile sending device it shall be

deemed to have been given immediately

FURTHER ACTIONS

PAGE

Each party agrees to perform such further acts and execute such further
documents as are necessary to effectuate the purposes hereof

ASSIGNMENT

This Agreement and the rights and duties hereunder shall not be assignable
with respect to Fund by either of the parties hereto except by the specific
written consent of the other party which in the case of assignment to an

affiliate shall not be unreasonably denied

ANENDMENTS

This Agreement or any part hereof may be changed or waived only by an

instrument in writing signed by the party against which enforcement of such

change or waiver is sought

10 GOVERNING STATE LAW

This Agreement shall be governed by and its provisions shall be construed
in accordance with the laws of the State of Connecticut



11 MISCELLANEOUS

This Agreement embodies the entire agreement and understanding between the

parties hereto and supersedes all prior agreements and understandings relating
to the subject matter hereof The captions in this Agreement are included for

convenience of reference only and in no way define or delimit any of the

provisions hereof or otherwise affect their construction or effect If any

provision of this Agreement shall be held or made invalid by court decision
statute rule or otherwise the remainder of this Agreement shall not be

affected thereby This Agreement shall be binding and shall inure to the benefit
of the parties hereto and their respective successors

PACE

IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

duly executed all as of the day and year first above written

The Hartford Mutual Funds Inc
on behalf of
The Hartford Advisers Fund

The Hartford Bond Income Strategy Fund

The Hartford Capital Appreciation Fund

The Hartford Dividend and Grdwth Fund

The Hartford Global Leaders Fund

The Hartford Growth and Income Fund

The Hartford High Yield Fund

The Hartford International Opportunities Fund

The Hartford MidCap Fund

The Hartford Money Market Fund

The Hartford Small Company Fund

The Hartford Stock Fund

By /s/ David Znamierowski

David Znamierowski President

Hartford Life Insurance Company

By /s/ George Jay

George Jay Assistant Vice President

PAGE

SCHEDULE

to the Fund Accounting Agreement

NANE OF FUND

The Hartford Mutual Funds Inc
on behalf of
The Hartford Advisers Fund

The Hartford Bond Income Strategy Fund

The Hartford Capital Appreciation Fund

The Hartford Dividend and Growth Fund

The Hartford Global Leaders Fund

The Hart ford Growth and Income Fund

The Hartford High Yield Fund

The Hartford International Opportunities Fund



The Hartford MidCap Fund

The Hartford Money Market Fund

The Hartford Small Company Fund

The Hartford Stock Fund

PAGE

SCHEDULE

to the Fund Accounting Agreement

PRICING AUTHORIZATION FORN

Each Fund hereby authorizes Fund Accountant to use the following price
sources market indices and tolerance ranges for performing fund pricing and

evaluating the reasonability of security prices for each Fund

TABLE
CAPT ION
SECURITY TYPE SOURCE/TYPE OF QUOTE TOLERANCE LEVEL GENERAL BACKUP

Bonds domestic IOC/Broker Quotes 1% Broker Quotes

Equities domestic Reuters/last sale or mean 5% Bloomberg
between bid and ask if no

last sale

Bonds foreign IDC/Broker Quotes .1% Broker Quotes

Equities foreign IDC/ last sale or mean 5% Bloomberg
between last bid and ask

if no last sale

/TABLE

PAGE

SCHEDULE

to the Funding Accounting Agreement

MUTUAL FUND ACCOUNTING FEES

TABLE
CAPTION
AGGREGATE FUND NET ASSETS ANNUAL FEE

All Assets 1.5 Basis Points

/TABLE
TEXT

/DOCUMENT
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TEXT
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EXHIBIT

AMENDMENT NUMBER TO

FUND ACCOUNTING AGREEMENT

The Fund Accounting Agreement dated January 2000 between The Hartford

Mutual Funds Inc on behalf of The Hartford Advisers Fund The Hartford Bond

Income Strategy Fund The Hartford Capital Appreciation Fund The Hartford

Dividend and Growth Fund The Hartford Global Leaders Fund The Hartford Growth

and Income Fund The Hartford High Yield Fund The Hartford International

Opportunities Fund The Hartford MidCap Fund The Hartford Money Market Fund
The Hartford Small Company Fund and The Hartford Stock Fund each Fund and

together the Funds and HARTFORD LIFE INSURANCE COMPANY the Fund

Accountant Connecticut corporation the Agreement is hereby amended All

provisions in the Agreement shall apply to the Funds except as stated below

Schedules and of the Agreement are hereby amended and restated as

follows

remainder of page is intentionally left blank

PAGE

SCHEDULE
to the Fund Accounting Agreement

NAME OF FUND

The Hartford Mutual Funds Inc
on behalf of
The Hartford Advisers Fund

The Hartford Bond Income Strategy Fund

The Hartford Capital Appreciation Fund

The Hartford Dividend and Growth Fund

The Hartford Focus Fund

The Hartford Focus Growth Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford Growth Fund

The Hartford Growth and Income Fund

The Hartford High Yield Fund

The Hartford International Capital Appreciation Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Value Fund

PAGE



SCHEDULE

to the Funding Accounting Agreement

MUTUAL FUND ACCOUNTING FEES

TABLE
CAPTI ON
AGGREGATE FUND NET ASSETS ANNUAL FEE

All Assets Basis Points

ITABLE

PAGE

IN WITNESS WHEREOF the parties hereto have caused this Amendment to be

duly executed as of the 23rd day of July 2001

The Hartford Advisers Fund

The Hartford Bond Income Strategy Fund

The Hartford Capital Appreciation Fund

The Hartford Dividend and Growth Fund

The Hartford Focus Fund

The Hartford Focus Growth Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford Growth Fund

The Hartford Growth and Income Fund

The Hartford High Yield Fund

The Hartford International Capital Appreciation Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund
The Hartford MidCap Fund
The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Value Fund

By Is David Znamierowski

David Znamierowski President

Hartford Life Insurance Company

By Is George Jay

George Jay Assistant Vice President

/TEXT
/DOCUMENT
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EXHIflIT XI

SECOND A14ENDMENT TO FUND ACCOUNTING AGREEMENT

Effective October 31 2002

The Fund Accounting Agreement dated January 2000 between THE HARTFORD MUTUAL

FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby amended to add the

following series to Schedule

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford Short Duration Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

THE HARTFORD MUTUAL FUNDS INC

Is David Znamierowski

David Znamierowski

President

HARTFORD LIFE INSURANCE COMPANY

/s David Znamierowski

David Znamierowski

Senior Vice President

TEXT
DOCUMENT
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EXHIBIT XII

THIRD AMENDMENT TO FUND ACCOUNTING AGREEMENT

EFFECTIVE 8/25/2003

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby
amended to add THE HARTFORD EQUITY INCOME FUND to Schedule and to amend and

restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

Is David Znamierowski

David Znamierowski

President

HARTFORD LIFE INSURANCE COMPANY

Is David Znamierowski

David Znamierowski
Senior Vice President

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Capital Appreciation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Income Fund

The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford High Yield Fund

The Hartford Income Fund
The Hartford Inflation Plus Fund

The Hartford International Capital Appreciation Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund



The Hartford Stock Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

/TEXT
DOCUMENT
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EXHIBIT XIII

FOURTH AMENDMENT TO FUND ACCOUNTING AGREEMENT

Effective September 27 2005

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby

amended to add the series listed below to Schedule and to amend and restate

Schedule as attached hereto

The Hartford Aggressive Growth Allocation Fund

The Hartford Balanced Allocation Fund

The Hartford Capital Appreciation II Fund

The Hartford Conservative Allocation Fund

The Hartford Floating Rate Fund

The Hartford Growth Allocation Fund

The Hartford Income Allocation Fund

The Hartford Select MidCap Growth Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmallCap Growth Fund

The Hartford Retirement Income Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2030 Fund

THE HARTFORD MUTUAL FUNDS INC

Is John Walters

John Walters

Vice President

HARTFORD LIFE INSURANCE COMPANY

Is Mary Jane Fortin

Mary Jane Fortin

Senior Vice President

PAGE



SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Aggressive Growth Allocation Fund

The Hartford Balanced Allocation Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford Income Allocation Fund

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford International Capital Appreciation Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Retirement Income Fund

The Hartford Select MidCap Growth Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmallCap Growth Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hart ford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2030 Fund

The Hartford TaxFree California Fund

The Hartford TaxFree New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

c/TEXT
c/DOCUMENT
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EXHIBIT H.XIII

EIGHTH AMENDMENT TO FUND ACCOUNTING AGREEMENT

Effective May 31 2007

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby

amended to add The Hartford Checks and Balances Fund The Hartford High Yield

Municipal Bond Fund and The Hartford Strategic Income Fund the Funds as new

series to Schedule and to amend and restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

/s/ John Walters

John Walters
Vice President

HARTFORD LIFE INSURANCE COMPANY

/s/ Robert Arena

Name Robert Arena
Title Senior Vice President

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Income Fund

The Hartford Equity Growth Allocation Fund formerly The Hartford Aggressive
Growth Allocation Fund



The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund formerly The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Financial Services Fund

The Hartford Global Health Fund

The Hartford Global Leaders Fund

The Hartford Global Technology Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Allocation Fund

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford International Capital Appreciation Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Retirement Income Fund

The Hartford Select MidCap Growth Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmaliCap Growth Fund

The Hartford Select SmaliCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Strategic Income Fund

The Hartford Stock Fund

PAGE

SCHEDULE

To the Fund Accounting Agreement



THE HARTFORD MUTUAL FUNDS INC

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

/TEXT
DOCUMENT
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NINTH AMENDMENT
TO FUND ACCOUNTING AGREEMENT

Effective November 30 2007

The Fund Accounting Agreement dated January 2000 by and between
THE HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby
amended to add The Hartford Global Enhanced Dividend Fund the Funds as new

series to Schedule and to amend and restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

/s/ Robert Arena

Name Robert Arena
Title Vice President

HARTFORD LIFE INSURANCE COMPANY

Is Robert Arena

Name Robert Arena

Title Senior Vice President

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund formerly The Hartford Aggressive
Growth Allocation Fund
The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund formerly The Hartford Focus Fund
The Hartford Global Communications Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Financial Services Fund

The Hartford Global Growth Fund formerly The Hartford Global Leaders Fund
The Hartford Global Technology Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund



The Hartford Income Allocation Fund

The Hartford Inflation Plus Fund

The Hartford International Growth Fund formerly The Hartford International

Capital Appreciation Fund
The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Retirement Income Fund

The Hartford Select HidCap Growth Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmailCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Strategic Income Fund
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SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2030 Fund

The Hartford TaxFree California Fund

The Hartford TaxFree New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund
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DESCRIPTIONTENTH AMENDMENT TO THE FUND ACCOUNTING AGREEMENT
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TENTH AMENDMENT

TO FUND ACCOUNTING AGREEMENT

Effective January 2006

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby
amended to restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

/s Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and

Controller

HARTFORD LIFE INSURANCE COMPANY

/s/ Robert Arena

Name Robert Arena

Title Senior Vice President

PAGE
SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

Annual Fee Calculated at the following annual rate based on the Aggregate

Fund Net Assets

Advisers Fund Balanced Income Fund Capital Appreciation Fund Floating Rate

Fund Global Enhanced Dividend Fund High Yield Fund High Yield Municipal Bond

Fund Income Fund Inflation Plus Fund International Growth Fund International

Opportunities Fund International Small Company Fund Short Duration Fund

Strategic Income Fund and Total Return Bond Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On first $5 billion 0.018%

On next $5 billion 0.016%

Over $10 billion 0.014%

/TABLE

Capital Appreciation II Fund Equity Income Fund Global Health Fund Income

Allocation Fund MidCap Fund MidCap Growth Fundl MidCap Value Fund

Retirement Income Fund Stock Fund TaxFree California Fund Tax-Free New York

Fund and Value Fund



TABLE
CAPTION
Average Daily Net Assets Annual Fee

On first $5 billion 0.014%

On next $5 billion 0.012%

Over $10 billion 0.010%

/TABLE

Fundamental Growth Fnd

TABLE
CAPTION
Average Daily Net Assets Annual Fee

All assets 0.010%

ITABLE

Disciplined Equity Fund Dividend and Growth Fund Global Equity Fund3 Global

Growth Fund Money Market Fund and Small Company Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On First $5 billion 0.016%

On next $5 billion 0.014%

Over $10 billion 0.012%

/TABLE

Balanced Allocation Fund Checks and Balances Fund Conservative Allocation
Fund Equity Growth Allocation Fund Global Communications Fund Global

Financial Services Fund Global Technology Fund Growth Allocation Fund
LargeCap Growth Fund Select MidCap Growth Fundl Select MidCap Value

Fund Select SmallCap Value Fund Target Retirement 2010 Fund Target Retirement
2020 Fund and Target Retirement 2030 Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On First $5 billion 0.012%

Over $5 billion 0.010%

/TABLE

Effective 2-25-08 the MidCap Growth Fund will be merged into Select MidCap
Growth Fund

Effective 2-2508 the Select MidCap Growth Fund will be known as the

MidCap Growth Fund

Global Equity Fund commenced operations as of 3108
/TEXT
/DOCtYMENT



DOCUMENT
TYPEEX99 ii XVII
SEQUENCE9
FILENAMEb68 643alexv99wxhyxxviiy.txt
DESCRIPTIONELEVENTH AMENDMENT TO THE FUND ACCOUNTING AGREEMENT

TEXT
PAGE

AMENDMENT NUMBER ELEVEN

TO FUND ACCOUNTING AGREEMENT

Effective March 2008

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby

amended to add The Hartford Global Equity Fund the Fund as new series to

Schedule and to amend and restate Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

Is Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and

Controller

HARTFORD LIFE INSURANCE COMPANY

Is Robert Arena

Name Robert Arena

Title Senior Vice President

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund formerly The Hartford Aggressive

Growth Allocation Fund
The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund formerly The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Equity Fund

The Hartford Global Financial Services Fund

The Hartford Global Growth Fund formerly The Hartford Global Leaders Fund

The Hartford Global Health Fund

The Hartford Global Technology Fund

The Hartford Growth Allocation Fund



The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund

The Hartford Income Allocation Fund

The Hartford Inflation Plus Fund

The Hartford International Growth Fund formerly The Hartford International
Capital Appreciation Fund
The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund formerly The Hartford Select MidCap Growth Fund
The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The HartfordMoney Market Fund

The Hartford Retirement Income Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmallCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Strategic Income Fund
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SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Targt Retirement 2030 Fund

The Hartford TaxFree California Fund

The Hartford TaxFree New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

/TEXT
DOCUMENT



DOCUMENT
TYPEEX99.HXIX
SEQUENCE8
FILENAMEb72688alexv99whxxixy txt

DESCRIPTIONTHIRTEENTN AMENDMENT TO THE FUND ACCOUNTING AGREEMENT XXXX2008
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FORM OF

AMENDMENT NUMBER THIRTEENTH

TO FUND ACCOUNTING AGREEMENT

Effective October 31 2008

The Fund Accounting Agreement dated January 2000 by and between THE

HARTFORD MUTUAL FUNDS INC and HARTFORD LIFE INSURANCE COMPANY is hereby

amended to add The Hartford Target Retirement 2015 Fund The Hartford Target

Retirement 2025 Fund The Hartford Target Retirement 2035 Fund The Hartford

Target Retirement 2040 Fund The Hartford Target Retirement 2045 Fund and The

Hartford Target Retirement 2050 Fund the Funds as new series and to amend

and restate Schedule and Schedule as attached hereto

THE HARTFORD MUTUAL FUNDS INC

Is Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and

Controller

HARTFORD LIFE INSURANCE COMPANY

Is Robert Arena

Name Robert Arena

Title Executive Vice President

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Diversified International Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund formerly The Hartford Aggressive

Growth Allocation Fund
The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund formerly The Hartford Focus Fund

The Hartford Global Communications Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Equity Fund



The Hartford Global Financial Services Fund

The Hartford Global Growth Fund formerly The Hartford Global Leaders Fund
The Hartford Global Health Fund

The Hartford Global Technology Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund

The Hartford Income Allocation Fund

The Hartford Inflation .us Fund

The Hartford International Growth Fund formerly The Hartford International

Capital Appreciation Fund
The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund formerly The Hartford Select MidCap Growth

Fund
The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Retirement Income Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmaliCap Value Fund

The Hartford Short Duration Fund

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Small Company Fund

The Hartford Stock Fund
The Hartford Strategic Income Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2015 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2025 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Target Retirement 2035 Fund

The Hartford Target Retirement 2040 Fund

The Hartford Target Retirement 2045 Fund

The Hartford Target Retirement 2050 Fund

The Hartford Tax-Free California Fund

The Hartford TaxFree New York Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund

PAGE

SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

Annual Fee Calculated at the following annual rate based on the

Aggregate Fund Net Assets

Advisers Fund Balanced Income Fund Capital Appreciation Fund Diversified
International Fund Floating Rate Fund Global Enhanced Dividend Fund High

Yield Fund High Yield Municipal Bond Fund Income Fund Inflation Plus Fund
International Growth Fund International Opportunities Fund International Small

Company Fund Short Duration Fund Strategic Income Fund and Total Return Bond



Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On first $5 billion 0.018%

On next $5 billion 0.016%

Over $10 billion 0.014%

TABLE

Capital Appreciation II Fund Equity Income Fund Global Health Fund Income

Allocation Fund MidCap Fund MidCap Value Fund Retirement Income Fund Stock

Fund Tax-Free California Fund Tax-Free New York Fund and Value Fund

TABLE
CAPT ION
Average Daily Net Assets Annual Fee

On first $5 billion 0.014%

On next $5 billion 0.012%

Over $10 billion 0.010%

/TABLE

Fundamental Growth Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

All assets 0.010%

/TABLE

Disciplined Equity Fund Dividend and Growth Fund Global Equity Fund Global

Growth Fund Money Market Fund and Small Company Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On First $5 billion 0.016%

On next $5 billion 0.014%

Over $10 billion 0.012%

/TABLE

Balanced Allocation Fund Checks and Balances Fund Conservative Allocation

Fund Equity Growth Allocation Fund Global Communications Fund Global

Financial Services Fund Global Technology Fund Growth Allocation Fund

LargeCap Growth Fund MidCap Growth Fund Select MidCap Value Fund Select

SmaliCap Value Fund Target Retirement 2010 Fund Target Retirement 2015 Fund

Target Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030

Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target

Retirement 2045 Fund and Target Retirement 2050 Fund

TABLE
CAPTION
Average Daily Net Assets Annual Fee

On First $5 billion 0.012%

Over $5 billion 0.010%

/TABLE
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AMENDMENT NUMBER FOURTEEN

TO FUND ACCOUNTING AGREEMENT

Effective May 282010

The Fund Accounting Agreement dated January 2000 by and between THE HARTFORD MUTUAL FUNDS INC and

HARTFORD LIFE INSURANCE COMPANY is hereby amended to add The Hartford Global All-Asset Fund The Hartford Global

Real Asset Fund and The Hartford International Value Fund as new series and to amend and restate Schedule and Schedule as

attached hereto

THE HARTFORD MIUTUAL FUNDS INC

/s/Tamara Fagety

Name Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD LIFE INSURANCE COMPANY

Is/Robert Arena

Name Robert Arena

Title Executive Vice President

HIvIF inc



SCHEDULE

To the Fund Accounting Agreement

THE HARTFOJW MUTUAL FUNDS INC

The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Diversified International Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund

The Hartford Equity Income Fund

The Hartford Floating Rate Fund

The Hartford Fundamental Growth Fund

The Hartford Global All-Asset Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Growth Fund

The Hartford Global Health Fund

The Hartford Global Real Asset Fund

The Hartford Global Research Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund

The Hartford Inflation Plus Fund

The Hartford International Growth Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford International Value Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Money Market Fund

The Hartford Select SmallCap Value Fund

The Hartford Short Duration Fund



SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

The Hartford Small Company Fund

The Hartford Small/Mid Cap Equity Fund

The Hartford Strategic Income Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2015 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2025 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Target Retirement 2035 Fund

The Hartford Target Retirement 2040 Fund

The Hartford Target Retirement 2045 Fund

The Hartford Target Retirement 2050 Fund

The Hartford Total Return Bond Fund

The Hartford Value Fund



SCHEDULE

To the Fund Accounting Agreement

THE HARTFORD MUTUAL FUNDS INC

Annual Fee Calculated at the following annual rate based on the Aggregate Fund Net Assets

Advisers Fund Balanced Income Fund Capital Appreciation Fund Diversified International Fund Floating Rate Fund Global Enhanced

Dividend Fund High Yield Fund High Yield Municipal Bond Fund Income Fund Inflation Plus Fund International Growth Fund

International Opportunities Fund International Small Company Fund International Value Fund Short Duration Fund Strategic Income

Fund and Total Return Bond Fund

Average Daily Net Assets Annual Fee

On first $5 billion 0.0 18%

On next $5 billion 0.0 16%

Over $10 billion 0.014%

Capital Appreciation II Fund Equity Income Fund Global Health Fund MidCap Fund MidCap Value Fund and Value Fund

Daily Net Assets Annual Fee

On first $5 billion 0.014%

On next $5 billion 0.0 12%

Over $10 billion 0.0l0%

Fundamental Growth Fund

Average Daily Net Assets Annual Fee

All assets 0.0 10%

Global All-Asset Fund and Global Real Asset Fund

Average Daily Net Assets Annual Fee

First $5 billion 0.25%

Next $5 billion 0.020%

Over $10 billion 0.015%

Disciplined Equity Fund Dividend and Growth Fund Global Research Fund Global Growth Fund Money Market Fund and Small

Company Fund

Average Daily Net Assets Annual Fee

On First $5 billion 0.0 16%

On next $5 billion 0.0 14%

Over $10 billion 0.012%

Balanced Allocation Fund Checks and Balances Fund Conservative Allocation Fund Equity Growth Allocation Fund Growth Allocation

Fund Select SmailCap Value Fund Small/Mid Cap Equity Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target

Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement

2040 Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund

Average Daily Net Assets Annual Fee

On First $5 billion 0.012%

Over $5 billion 0.0 10%
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THE HARTFORD MUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

SHARE PURCHASE AGREEMENT

HARTFORD LIFE INSURANCE COMPANY HL Connecticut Corporation as

SponsorDepositor now and in the future of certain separate accounts

Separate Accounts and issuer of certain variable funding agreements the

Contracts issued with respect to such Separate Accounts hereby agrees as of

the 3rd day of May 2004 with THE HARTFORD MUTUAL FUNDS INC and THE HARTFORD

MUTUAL FUNDS II INC each an openend management investment company each
Fund and together the Funds to this Share Purchase Agreement which

contemplates an arrangerent whereby Fund shares shall be made available to serve

as the underlying investment media for the Contracts subject to the following

provisions

Fund shares shall be purchased at the net asset value applicable to each

order as established in accordance with the provisions of the then

currently effective prospectus of the Fund Fund shares shall be ordered in

such quantity and at such times as determined by HL or its successor to

be necessary to meet the requirements of the Contracts Confirmations of

Fund share purchases will be sent directly to HL by the Fund All Fund

share purchases shall be maintained in book share account in the name of

HL Payment for shares shall be made directly to the Fund by HL and payment
for redemption shall be made directly to HL by the Fund all within the

applicable time periods allowed for settlement of securities transactions

If payment is not received by the Fund within such period the Fund may
without notice cancel the order and hold HL responsible for any loss

suffered by the Fund resulting from such failure to receive timely payment

Notice shall be furnished promptly to HL by the Fund of any dividend or

distribution payable on Fund shares HL elects to receive all such

dividends or distributions in the form of additional Fund shares HL

reserves the right to revoke this election and to receive in cash all such

dividends and distributions declared after the Funds receipt of notice of

HLs revocation of this election

The Fund represents that its shares are registered under the Securities

Act of 1933 as amended and that all appropriate federal and state

registration provisions have been complied with as to such shares and that

such shares may properly be made available for the purposes of this

Agreement The Fund shall bear the cost of any such registration as well

as the expense of any taxes assessed upon the issuance or transfer of Fund

shares pursuant to this Agreement

The Fund shall supply to HL in timely manner and in sufficient

number to allow distribution by HL to each owner of or participant under

Contract annual and semiannual reports of the Funds condition and

ii any other Fund shareholder notice report or document required by law

to be

PAGE
delivered to shareholders The Fund shall bear the cost of preparing and

supplying the foregoing materials and the cost of any distribution thereof

HL represents that it has registered or will register under the



Securities Act of 1933 as amended and the Investment Company Act of 1940
as amended the 1940 Act unless exempt from such registration the

Contracts HL wj.ll maintain such registrations to the extent required by

law The Contracts will be issued in compliance with all applicable federal

and state laws and regulations

Cd HL has legally and validly established each Separate Account prior to

any issuance or sale as segregated asset account under the Connecticut
Insurance Code and has registered or prior to any issuance or sale of the

Contracts will register and will maintain the registration of each

Separate Account as unit investment trust in accordance with the 1940

Act unless exempt from such registration

HL shall not make any representation concerning Fund shares except those

contained in the then current prospectus of the Fund and in printed
information subsequently issued by the Fund as information supplemental to

the prospectus

This Agreement shall terminate

At the option of HI or the Fund upon six months advance notice to the

other

At the option of HL if Fund shares are not available for any reason to

meet the requirements of any of the Contracts but then only as to those

Contracts

Cc At the option of HL upon institution of formal proceedings against

the Fund by the Securities and Exchange Commission or any other regulatory

body

Cd Upon assignment of this Agreement unless made with the written

consent of the other party to this Agreement

Ce If Fund shares are not registered issued or sold in conformance with

applicable federal or state law or if such laws preclude the use of Fund

shares as the underlying investment media of the Contracts Prompt notice

shall be given to HL in the event the conditions of this provision occur

Notice of termination hereunder shall be given promptly by the party

desiring to terminate to the other party to this Agreement

Termination as the result of any cause listed in the preceding paragraph

shall not affect the Funds obligation to furnish Fund shares in connection

with Contracts then in force for which the shares of the Fund serve or may

serve as the underlying investment media unless further sale of Fund

shares is proscribed by the Securities and Exchange Commission or other

regulatory body or if Fund shares of the requisite Series are no longer

available

PAGE
This Agreement shall supersede any prior agreement between the parties

hereto relating to the same subject matter

Each notice required by this Agreement shall be given in writing as

follows

If to the Fund

The Hartford Mutual Funds

P.O Box 2999

Hartford Connecticut 061042999

Attn Counsel to the Fund



If to HL

Hartford Life Insurance Company

P.O Box 2999

Hartford Connecticut 061042999

Attn General Counsel

This Agreement shall be construed in accordance with the laws of the State

of Connecticut

The Fund will provide HL with copies of its proxy solicitations applicable

to each series of the Fund each Series HL will to the extent required by

law distribute proxy materials applicable to the Series to eligible

Contract owners solicit voting instructions from eligible Contract owners
vote the Series shares in accordance with instructions received from

Contract owners if required by law vote Series shares for which no

instructions have been received in the same proportion as shares of the Series

for which instructions have been received and calculate voting privileges

in manner consistent with other life insurance companies to whose separate

accounts Series shares are offered Unregistered separate accounts subject to

the Employee Retirement Income Security Act of 1974 ERISA will refrain from

voting shares for which no instructions are received if such shares are held

subject to the provisions of ERISA

PAGE

Dated May 2004

THE HARTFORD MUTUAL FUNDS INC

By Is David Znamierowski

David Znamierowski

THE HARTFORD MUTUAL FUNDS II INC

By Is David namierowski

David Znamierowski

HARTFORD LIFE INSURANCE COMPANY

By Is Eric Wietsma

Eric ietsma
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MUTUAL FUND ADVISORY FEES NEW EVIDENCE
AND FAIR FIDUCIARY DUTY TEST

Jof1 FREEMAN STEWART BROwN STEVE POMERANTZ

Introduction

Ahyone looking for truly good investment should not consider mutual

fund instead the choice should be stock in mutual fund sponsor Nobel

Laureate Paul Samuelson realized this more than forty years ago decided

that there was only one place to make money in the mutual fund businessas

there is ortly one place for tempemte man to be in saloon behind the bar

and not in front of the bar And invested in. management company
The mutual fund industry is financial force in this country managing

assets for more than 90 million Americans roughly half the nations

households.1 This massive market penetration has resulted in enormous profits

for the mutual fund industrys service providersthe fund sponsors Profits

the fund sponsors have banked while attracting surprisingly little attention at

least until recently

In the mutual fund industry fund sponsors are often called mutual fund

advisers or mutual fund managers They are in the business of creating

mutual funds to which they sell portfolio management services as well as

Campbell Professor of Legal and Business Ethics University of South Carolina

B.BA 1967 J.D 1970 University ofNotre Dame LLM 1976 University ofPenxuylvania

Member Ohio and South Carolina Bars

Professor of Finance Ementus Florida State University B.S.B.A 1970 M.B.A
1971 Ph.D 1974 University of Flonda

B.A 1981 Queens College City University ofNewYork Ph.D 1986 University of

California-Berkeley

Froni time to time each of the authors has served as litigation consultant or as an expefl
witness on behalf of mutual find shareholders in litigation challenging the fairness of mutual

find fees

MutualFundLegisation 011967 Hearing on l6S9BeforeeheS Comra onBandng
and Currency 90th Cong 3531967 testimony of Paul Samuelson The investment paid off

Id see also Ruth SimonHowFund GetRichat Your Expense Motay Feb 1995 at 130 131

It is far more lucrative to own mutual find company than to invest in the companys
products.

lNv Co INsT 2006 INVESTMENT COMPANY FACT BooK 46th ad 2006 available at

http/Iwww.ici.org/pdf2oo6fctbook.pdf According to one industry insider most of the

money saved by Americans from 1999-2001 was used to purchase mutual find shares See

John Bogle Founder and Former CEO The Vanguard Group The End of Mutual Fund

Dominare Keynote Address Before the Financial Planning Association Apr 25 2002
nnscrt available at http//www.vanguard.co bogle site/sp20020425 .htmlnoting that $320

billion was used to purchase fluid shares out of $3 85 billion in savings

83
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administrative and distribution or marketing services.3 The adviser

establishes the mutual fund and thereafter controls number of seats on the

funds board Though legal requirements mandate that mutual fund boards are

also populated by independent directors it is the adviser who dominates the

board and controls the funds activities The Second Circuit in the seminal

mutual fund fee case described the boards relationship with its fund as

virtually unseverable.4 Because of this unseverable relationship the fund

is usually limited to buying advisory services from single provider Fees

which compensate advisers for portfolio management are negotiated annually

between the adviser and its captive funds board.5 But because the adviser

dominates the board the fee negotiation canxi.ot truly be arms-length

Consequently despite functioning in tightly regulated environment6 advisers

and their affiliated companies are able to extract outsized rewards even

when producing sub-par results while facing virtually no risk of getting fired

for poor performance.7 In short the set-up is perfectly crafted to allow mutual

fund advisers and their affiliates to overpay themselves at fund shareholders

expense

This article focuses on money paid by mutual funds for portfolio

managementselecting and managing pooled investments This portfolio

management function is the single most important service performed for

actively managed mutual funds Shareholders pwthase portfolio management

when they invest in professionally managed mutual funds and it is the most

crucial service fund
sponsors

deliver While fund advisers or their affiliates

typically derive revenue from distributing the funds shares or performing

other administrative services such as serving as the funds transfer agent

report on mutual fluid distribution behavior and 1eaI issues arising therefrom is

presented in John Freeman The Mutual FundDrstributlon Hxpense Mess 32 CoRP 739

2007
Gartenberg Mcmli Lynch Asset Mgml Inc 694 F.2d 923 929 2d Cir 1982

ft is harsh but accurate to refer to mutual hinds as laptives ofthe advisers who set

them up The United Stales Supreme Court recognized this reality in Burke /rrker 441 US
471 1979 observing that fluid cannot as practical matter sever its relationship with the

adviser Id at 481 quoting P.ze No 91-184 at 1969 as reprinted in 1970

U.S.CC.A.N 48974901

In the words of fanner SEC Chairman Ray Garrett Jr No issuer of securities is

subject to more detailed regulation than mutual fund Letter from Ray Garrett JrChairman

Sec Exch Comrnn to Sen John Sparkman atvNov 1974 quoted in Jàhn Freeman

Marketing Mutual Fund and Individual Life Insurance 28 S.C I.. REv 177 1976
In an exception to this rule in 2002 Japan Funds directors and shareholders agreed

to hire
Fidelity Management Research to manage the fluids portfolio shunning Deutsche

Bank affiliate See Ian McDonald Seven Questions WALL ST ONure Dec 23 2002 on
file with the authors
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advisory income from portfolio management is the fund advisers profit

center.5

Building on previous studies finding advisory fees wildly out of line with

the fees received for similar investment advisory services in the free market

this article examines the legal environment that has enabled fund sponsors to

charge above-market fees and earn abnormally high profits for their efforts

We begin by discussing the unique management structure of mutual funds at

the heart of the excessive fee phenomenon We then consider new data

confirming the findings of past studies which show that fund sponsors

compensation pay is excessive.9 Our new data compares the advisory fees

charged to Vanguard which engages in true arms-length bargaining with its

outside fund advisers with the advisory fees charged to other mutual funds

Because of the conflicts of interests described above other mutual funds do

not engage in arm s-length bargaining with fund advisers This comparison

demonstrates that advisory fees are set at rates that enable fund sponsors to

earn economic profitsprofits typically garnered by companies facing little

or no competition in the marketplace We next analyze evidence by fund

industry supporters principally Professors John Coates and Glenn Hubbard

who contend fees charged for mutual fund advisory services are fair and

reasonable

Reasons why mutual fund fees have soared are then evaluated focusing on

aspects of the regulatory and legal setting that have given us noncompetitive

pricing for mutual fund advisory services We analyze section 36b of the

Investment Company Act12 the key weapon in shareholders arsenal to attack

This has long been so even fur mutual fluids that charge sales loads to incoming

investors See Sec Exch Conimn Historical Socy Roundlable on investment Company

Regulation 94 Dcc 2002 remarks of Joel Goldberg former Director of Investment

Management Securities and Exchange Commission available at httpI/

www.sechistorical.org/collectlon/oralHlstorics/roundtables/lnvcstinentCoRegulationl

INVl2o4Transciipt.pdf

See Wu NScIL0FFThr.C0MMERCE ASIVDYoFMI.mJALPuNDS H.R Rnr.No

87-22741962 hereinafter WHARTONREPORT see akoSaC.ExCH.C0MMN PusuCPoucY

IMPUCATIONSOF INV ThENTCOMPANY GRowThH.R.REP No.89-23371966 hereinafter

PPI DY availableal hi p//sechl cal.orgcoliectionapersfl960/l966_lnvestCoGivwth/

John Freeman Stewart Brown Mutual Fund Advisory Fees The Cost of Conflicts of

Interest 261 CoIp 6092001 The Freeman Brown article will be referred to textually

as Freeman-Brown

10 The concept ofeconomjc profits is discussed Infra note 26 and accompanying text

ii See John Coates IV Glenn Hubbard Coinpetitionin the Mutual Fundlndustiy

Evidence and Jinpitcatlonsfor Policy 33 Con 151 2007 This article will be referred

to textually as Coates-HubbanL Background concerning different versions of Coates

Hubbard is set fbrth
infra note 79

12 Investment Company Act of 1940 36b 15 U.S.C 80a-35b 2000
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fee gouging.13 Though Congress enacted 36b because it recognized the

potential for ab%ise and wanted to empower shareholders to police excessive

fees section 36b is impotent in practice Because of the impractical proof

standard for succeeding in 36b lawsuit no plaintiff has ever won fee case

brought under section 36b In large part this is because the key case

interpreting the provision the Second Circuits opinion in Gartenberg

Merrill Lynch Asset Management Inc.4 created an unworkable unfiuir

scavenger hunt-style liability test Garten berg demands fund shareholders

prove their case with evidence that is usually hidden axd once found subject

to bitter disputes between the parties experts Even worse 3artenberg

permits mutual fund adviser to defend its excessive fees by using as

benchmarks other excessive fees Set by similarly conflict-ridden boards To

top it off courts have read Garienberg to bar use at trial of the best evidence

of fhir pricing for investment portfolio advisory servicesprices charged by

investment advisers managing investment portfolios in the free market.5

The current system for evaluating mutual fund advisory fees is failure

Gartenberg and its progeny
fail to account sufficiently for the structurally anti-

competitive nature of the fund industry and have allowed fund fees to float

ever higher free from the competitive markets gravitational pull This article

calls for re-orientation in the way fund advisory fees are evaluated We

demonstrate there is free market in which investment advisory services are

priced and sold and we show that this free market pricing can and should

guide pricing in the fund market While we concede the data is sometimes less

than pristine the arms-length pricing data drawn from free market

transactions offers necessary reality check usable by both courts in judging

13 SeeinfraPartlV.A

14 694 F.2d 923 2d Cii 1982

15 See e.g Gallus Ameriprise Fin Inc 497 Supp 2d 974982 Minn 2007

Since Gartenberg courts have held that other mutual funds provide the relevant comparison

for measuring feesnot non-mutual hind institutional clients Order Granting Dekndants

Motion in Limine Baker v.Ani Century lay Mgnit Inc No.04-4039-CV-C.ODS W.D.Mo

July 17 2006 barring introduction of evidence related to non-mutual fimd accounts Kalish

Franklin Advisers Inc 742 Supp 1222 1237 S.D.N.Y 1990 the extent that

comparisons are probative at all mutual fund adviser-manager must be compared with

members of an appropriate universe ad er-managers of similar funds affd 928 F.2d 590

2d Cir 1991 Jn Kalish the district court went so far as to suggest that even fee pricing

comparison to similar Vanguard mutual fund managed by an outside adviser was seriously

flawed because Vanguard furnished various administrative services to its funds on an at-cost

basis Id at 1231 1250 Assuming the comparison focused purely on fret for advisory services

rendered by the Franklin hind and the similar Vanguard fund the comparison would not be

seriously flawed The comparison would be highly appropriate

.1
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whether fees are too high and by mutual fund boards when negotiating fee

levels with their funds advisers

We conclude by setting forth new analytical framework for evaluating

mutual fund fees Under our approach evidence fund adviser or one of its

affiliates treats an outsider more favorably than the very party to whom the

adviser owes statutorily-provided fiduciaty duties needs to be recognized for

what it is prima fàcie evidence of breach of fiduciary duty Courts should

replace the outdated impractical and cumbersome Gartenberg factors with

new framework as provided by the Supreme Court in an analogous

circumstance in McDonnell Douglas Corp Green.6 By the same token

fund boards should heed call we made in back in 200l Fund boards

should impose the most favored nation concept demanding that mutual

funds pay price for portfolio management that is no higher than that charged

by the funds adviser or its affiliates when managing the investment portfolios

of third-party customers such as pension funds endowment funds and the

Vanguarc% funds who bargain at arm s-length

Use of free market comparative data by directors when negotiating with

fund advisers over fees and by courts in evaluating those fees can pave the

ways for investors to save billions of dollars annually The analytical staiting

point for courts called on to determine whether advisory fees charged captive

mutual funds by their advisers bear the earmarks of arms-length bargaining

needs to be comparison of the prices paid by the captive funds with actual

prices negotiated in free market transactions by independent i.e non-captive

purchasers of similar investment advisory services

.1 Mutual Funds Confi icte4 Management Sftvcture

Any discussion of mutual fund fees must begin with discussion ofmutual

funds unique management structure Mutual funds do not function like

normal businesses In normal business the firms management is free to hire

and fire outside service providers In the mutual fund industry as rule the

set-up is different Instead of firm management being in charge outside

managers actually have de facto control of the fund and its board This

industry-standard arrangement is sometimes referred to external

management in recognition of the fact that the nearly all mutual funds are

captives of outside manager-service providers The practical economic

consequence of this conflicted relationship was explained by one industry

pioneer who noted that one almost always finds mutual funds

16 411 U.S 792 1973
17 See generally Freeman Brown.supra note discussing the structure of mutual ftnd

fees in relation to pension fluid fees
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operated by external. management companies which seek to

earn high returns for fund investors to be sure but seek at the same

tune to earn the highest possible returns for themselves Some of

these companies are publicly-held in which case their shares are

held by investors who own their shares for the same reason that

investors own Microsoft or General Motors To make money for

themselves

The advisers grip on the fund management starts when the fund is formed and

tends to be strong and enduring9

Recognizing the inherent conflict of interest between the funds investment

adviser and the fund when bargaining over compensation Congress decreed

when it enacted the Investment Company Act of 1940 that fund boards needed

the presence of independent directors to perform watchdog2 function.2

18 John Bogle Honing the Competitive Edge in Mutual Funds Remarks Before the

Smithsonian Forum Mar 23 1999 transcript on file with the authors

19 Referring to testimony offered by fund industiy executives one fonner SEC

Commissioner emphasized the advisers dominant position
vis-à-vis the contrulled fund

They also made the
point

that the mvestmeimt adviser creates the fund and

operates it in effect as business Many of them stated that It is our fund we run

it we manage it we control it and dont think them is anything wrong

them saying it They were just admitting what is fact of life

The investment adviser does control the fund

Investment CornpanyAct Amendments of 1967 Hearings onIlit 9510 and H.R 9511 Hefore

the Subcomm on CommerceFin of the Comm onlnierstateandForeign Commerce9Oth

Cong 6741967 statement of Manuel Cohen Comnmr Securities Exchange Commission

20 Burks Lasker 441 U.S 471484 1979
21 The number of independent directors varies For any funds fonned under the special

provisions of section 10d of the Investment Company Act of 1940 15 U.S.C 80a-10d

2000 only single independent director is required Normally however 40% of the board

must be comprised of independent directors id 80a-I0a Various SEC exemptive rules

require as condition of obtaining the exemption that funds have at least half of their board

seats filled by independent directors See e.g 17 C.F.R 270 12b-lbl 2007 in 2004

the SEC proposed rule requiring that funds that rely on certain exemptions such as Rule 12b-

have supennajority at least 75% ofindependent directors and that an independent director

chair the board See Investment Company Governance Investment Company Act Release No

2632369 Fed Reg 3472 proposed Jan 23 2004 to be codified at 17 C.F.R pt 270 The

SEC subsequently adopted Rule 0-laX7 17 C.F.R 270.0-la7 2007 See Investment

Company Governance Investment Company Act Release No 26520 69 Fed Reg 46378

46389 Aug 22004 The original compliance date for the governance changes was January

16 2006 Id Before the Rule could take effect however the SECs action was attacked in

suit filed by the Chamber of Commerce of the United States The U.S Court of Appeals for the

D.C Circuit subsequently ruled that in promulgating the Rule the SEC had failed to satisfy

certain rulemaking requirements remanding the matter to the SEC to address the deficiencies

Chamber of Commerce of the U.S SEC 412 F.3d 133 144-45 D.C Cir 2005 Following
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In addition the statutory scheme for mutual funds requires fund boards to

approve new portfolio management contract with the funds adviser each

yearn These protections however do little to cure the essential and

underlying conflict affecting mutual fund governance Because the adviser

simultaneously functions as service seller while controlling the service-buying

fund the adviser straddles both sides of the transaction As we show in the

next part that essential conflict and the resulting lack of arms-length

bargaining leads to excessive fees

11 Mutual Fund SponsorsYour Be-se Investment Choice

Just how lucrative the mutual fund management industry business can be

was recently shown by study listing the best performing American stocks

over the last twenty-five yeats Two of the top three were mutual fund

sponsors Franklin Resources led the list with an overall return of 64224%

Boston-based fund manager Eaton Vance was third up 38444%.23 The two

publicly-held mutual fund sponsors market performance far outdistanced the

overall return for the large-cap segment of the broad stock market as

represented by the SP 500 Index which returned less than 2000% over the

same period.24 Both fund sponsors also handily beat the stock market

performance turned in by software behemoth Microsoft which placed eighth

place in the stock performance rating with an investment return of 29266%2S

that defeat the SEC promptly issued release declaring that it had determined not to modify

or seek further public comment on its heightened independence requirements Investment

Company Governance Investment Company Act Release No 26985 70 Fed Reg 39390

July 72005 The Chamber of Commerce then filed new petition for review with the D.C

Circuit The court subsequently ruled that in addressing the issues remanded to it the SEC

once again erred this time by relying improperly on materials outside the rulemaking record

Chamber of Commerce of the U.S SEC 443 F.3d 890 909 D.C Cir 2006 Instead of

striking down the SECs rulemaking however the couri has allowed the SEC to continue to

study the issue Id This study presumably continues as the SEC has not yet tiled its definitive

response

22 See Investment Company Act of 1940 15a IS U.S.C 80a-15a Under section

15a of the Investment Company Act of 1940 the funds tinancialdealings with its investment

adviser must be governed by written advisory contract Independent directors have special

responsibilities regarding the advisory agreement majority ofthe independent directors must

vole in person at specially designated meeting to approve it and its renewals every year The

board can terminate the contract at anytime without penalty on sixty-days notice Id

23 IfOnlylHadBought.. USA ToDAY Apr 162007 at 85 available at http/lwww

usatoday.cornfmoneyltop2s-stocks.htm

24 Accordingto Morningstars Pnnclpia database theactualreturn forthe SP 500 index

over the period was 1944%

25 The lop ten ranking stocks of the twenty-five covered by the USA Today study were
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Data drawn from publicly held mutual fund sponsors confirm that these

management companies earn substantial economic profits sometimes called

economic rents or rents reflecting extraordinary profitability consistent

with returns earned by firms in monopolistic non-competitive industriçs.26

As Table below makes clear21 the excellent market returns earned by

Franklin Resources compound annual return of 32.9% and Eaton Vance

compound annual return of 27.9% are consistent with the generally

excellent stock market perforniance turned in by fund management companies

as whole over the twenty-five-year period ending in 2OO6 Compound

Franklin Resources up 64224%

Danaher up 47913%

Eaton Vance up 38444%

UnitedHealth up 37672%

Cisco Systems up 3632%

International Gaming Technology up 33436%

Biomet up 3053 l%

Microsoft up 29266%

Best Buy up 28703%

10 Oracle up 28535%

If Only Illadilougit. supra note 23

26 It is possible to calculate economic proflisby looking at what is called economic value

added EVA term coined byaconsulting firm Stem Stewart Co For discussion of the

economic value added concept and its utility see EVA Dimensions LLC httpI/www

evadimensions.com/main.php last visited Mar 312008 In order to calculate whether firm

is generating economic profits one considers both its cost of
capital as well as the returns

generated by the business firm is generating economic profits when its revenue exceeds the

total cost of inputs including normal returns on capital This difference is refhrred to as the

economic value added EVA thus captures not only the financial result reflected by the income

statemcnl but also the opportunity cost of the capital
invested to generate accounting profits

The authors study of public financial data for four publicly held mutual fond sponsorsEaton

Vance Fedeilated Investors Franklin Resources and Waddell Reedshows each to have

earned economic profits exceeding the firms weighted average cost of capital from 2003-05

In percentage terms for Eaton Vance economic profits averaged 11.4% over and above the

firms weighted average cost of capital for Federated Investors the number was 18.9% for

Waddell Reed it was 7.6% while for Franklin Resources it was comparatively small 2%

27 The beginning dates in Table correspond to the availability of data from the Center

for Research on Secwities Prices database The fund sponsors presented arc the largest publicly

traded firms with at least fifteen years of return data

28 Computations made by Stewart Brown one of this articles co-authors demonstrate

that the universe of publicly traded fond sponsors earned statistically significant
risk adjusted

excess returns over the twenty-five-year-period from 1982 to 2006 capitalization weighted

index of publicly traded fluid sponsors had compound average annual return of27.8% versus

13.4% for the SP 500 index over the same period The ability of specific
fUnd sponsors to earn

returns in excess of those generated by other companies is demonstrated by the data in Table

As shown there stock market returns generated by large publicly held fond sponsors tended

to more than double those turned in by SP 500 companies over the years in question
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average annual returns for the five largest publicly traded fund sponsors were

more than double returns on the SP 500 market index over corresponding

periods Moreover the average
level of market risk for these five firms was

equal to the market as whole average beta coefficient equal to one so the

excess returns were not the result of market risk premium

TABLE

COMPOUND ANNUAL EQUITY RETURNS FOR LARGE FUND SPONSORS

Compomd c1rmnce

Cnoei4 Aiinuet SP Coirpeund

Capltaia8cn Enrluiq Sponscr Mnud Return .BdRetWn Miset

Fundqnrr $B11bns Odes Mcrts Beta OerP.dod Owrpedqd Return

Alltaflci B8snrMn $6.81 May-88 Dec-CR 24 1.08 .4% 12.0% 17.4%

EanVanceCcrp 4.18 Jss-82 Dec-ca 08 1.08 27.9% 13.4% 14.5%

ndnReccirce $27.B Oct-83 Dec.06 013 TLS% 12.5% 204%

Le8Msontnc $15.54 Sep-62 OecCR 250 1.34 19.1% 125% 68%

TRowep-Ie $14.54 May-B Dec-06 248 1.55 21.0% 11.7% 9.3%

AOtes SW 1.02 26.4% 12.4% 16%

The fund business was not always so lucrative In 1980 the total sum of

expense money extracted annually by all sponsors from the entire mutual fund

industry was around $1.5 billion.29 In November 2006 the mutual fund

industrys assets climbed past $10 trillion.30 Given that the weighted average

expense ratio costs excluding brokerage commissions sales loads and

redemption charges for all mutual funds is reportedly around 0.91% annual

payments for fund
managers and their affiliates and service providers totaled

more than $90 billion.32 This means that in less than three decades annual

payments to fund sponsors and service providers have increased by an

astonishing fbctor of sixty limes from $1.5 billior7 to $90 billion per year Far

less clear is whether the skyrocketing fund expense pay-outs that fuel the

29 Freeman supra note at 773

30 Daisy Maxey Mutual Funds Pass $10 Trillion Mis Investors Focus on Stocks

Helped Li/I October Assets to Level for the First Time WAu Si NoV 30 2006 at CII

3I Rebecca Knight MaksngaSuccessoutofSimpliciiyMutuaIFundsHedgeFundsand

TFs Have TheirAdmirers but MutualFunds Keep Growing Says RebeccaKnight Fml TIMES

June 202006 at 10

32 For professionally managed equity mutual funds the kind used by many fluid

shareholders to indirectly invest in the stock market the weighted average expense ratio is

1.12% significantly higher than the industay average See JASON KARCESKI El AL PORTFOUO

TRANSACTIONS COSTS AT U.S EQUIrY MCJrLJAL Furms 16 tbL2 2004 httpI/www.zero

aIphaoup.comfncwsfExccution_CostsPapcr_Nov_I5_2004.pdf
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growth in fund management companies stock prices is driven by conduct that

is lawful much less competitive

III Basic Premise FundAdvsory Fees Are Too High

An old adage warns If it aint broke dont fix it Obviously there would

be no point in discussing what can be done about fund advisory payouts if they

are not excessive in the first place Naturally fund sponsors do not concede

that fees are excessive by any measure Our starting point thus must be

review of the evidence demonstrating that price gouging over portfolio

management fees is way of life in the fund industry

The principal product sold by the mutual fund industry is portfolio

management services.33 The funds agree to pay
for those services based on

yearly contracts negotiated by fund boards which as rule are populated by

at least some directors employed by the outside advisory finn.34 These

interested-director contracts are related party transactions carrying the

ever-present risk of unfair dealing Evaluating fee pricing in an industry where

conflicts of interest are an ingrained business practice is challenging since

prices routinely contaminated by conflicts of interest are poor substitute for

prices established in free and competitive marketplace

recent article in The Economist called attention to the fund industrys

flagrantly non-competitive fee pricing structure

lmagine business in which other people hand you their money

to look after and pay you handsomely for doing so Even better

your fees go up every year even if you are hopeless at the job It

sounds perfect

That business exists It is called fund management..

Under the normal rules of capitalism any industry that can

produce double-digit annual growth should soonbe swamped by

eager competitors until returns are driven down But in fund

management that does not seem to be happening The average

33 Some mutual funds are index finds which are constructed around unmanaged portfolios

designed to replicate the holdings of various benchmarks such as the SP 500 index These

index finds lack the professional management feature conunon to the rest of the find industry

See Sec Exch Comxnn Index Funds httpI/www.sec.gov/aflsWeTsindeXf.htIfl last visited

Mar.31 2008

34 key exception to this rule is the Vanguard Group of funds See infra
notes4O-42 and

accompanying text

35 Traditionally due to the potential for over-reaching and self-dealing these sorts of

contracts have called for detailed disclosure under the secuilties laws See 17 C.F.R 229.404

2007 describing disclosure requirements for tiransactions with related persons where the

sum involved exceeds 120000
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profit margin of the fund managers that took part in survey by

Boston Consulting Group was staggering 42% In part this is

because most fund managers do not compete on price.36

Because fund sponsors as rule chose not to and do not have to compete on

price trying to establish reasonableness by comparing one sponsors prices to

anothers is fools game Fair pricing connotes arms-length bargains

reached where neither side is under any compulsion to deal In the conflicted

fund industry fair bargaining is impossible because captive funds are under

compulsion to buy services from or through their controlling sponsor

At present when mutual fund fees are evaluated no effort is made to

account for the ftct that en tinily
alt fees tiated by cntltctetboards

Rather mutual fund fees typically are set in fund boardrooms and judged in

federal courtrooms based on prices charged by other mutual funds.37 These

comparisons are skewed.38 The measurement system is akin to judging the

36 Moneyfor Old Hope ECONOstisr Mar 2008 at For further carefully worded

expression of concern over evidence of lack of competition in setting fund fees see Brian

Cartwright Gen Counsel Sec Exch Commn Rematics Befbre the 2006 Securities Law

Developments Conference Sponsored by the Investment Company Institute Educational

Foundation Dec 42006 transcript available at htq/www.sec.gov/news/speechI2006/spchl

20406bgc.htni recognizing the possibility that many investors are paying more fur the services

provided by their mutual funds than they would if the price had been set in satisfactorily

competitive market
37 SeeinfraPartV.D andaccompanyingtext infranotes 170-71220223-29 and

accompanying text

38 Currently the comparables commonly used in evaluating fund advisory fact are

distorted for two reasons First conflicted boards compare fund fees to the prices negotiated

by other conflicted boards meaning that fees set by agreements where party was under

compulsion to deal are used This is antithetical to the concept of arms-length bargaining

where by definition neither side is underanycompulsion to deal Second the fee comparators

themselves axe tainted In the authors experience fee comparator data tends to be supplied to

fund boards by Lipper Analytical Services which is the leading supplier of fund fee data

Lipper clients manage more than 95% of the United States fund assets See Oversight Hearing

on Mutual Funds Hidden Fees Misgovemance and Other Practices that Harm Investors

Hearing Before the Subconsm on Fin Mgmt the Budget and Intl Sec of the Comm on

Governmental Affairs 108th Cong 181 2004 Oversight Hearing on Mutual

Funds prepared statement of leffrey Keil Vice-President Lipper Inc available at

ht4Ellwww.access.gpo.gov/congresslsenate/pdffl O8hrg/92686.pdf

The authors believe Lipper-generated comparators are based on biased methodology To

understand the problem in Lippers methods one must first understand that in the fund industry

there are large number of small funds and much smaller number of large funds The bulk

of mutual fund assets are concentrated in the largest fUnds where fees tend to be lower The

first problem arises because when examining and reporting on comparative funds Lippcr looks

at fluids of all different sizes and compares the subject funds fees to the median of the

comparative funds In highly skewed distribution with fees tending to decline as assets rise
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reasonableness of persons body fat ratio by reference only to samples drawn

from new members in Overeaters Anonymous Depending on what is held up

as comparison that which might appear reasonable may not actually be

reasonable at all

In the fund industrys closed fee comparison system at any point time

significant proportion of funds are charging below average fees This means

that the advisers receiving those below average fees appear under-compensated

in relation to their peers The supposedly underpaid advisers have grounds to

argue they deserve pay hike which if obtained leads to some other fund

sponsor falling below the norm This pernicious leap-frog game with

payment decisions effectively based on and checked against no-bid conflict-

ridden contracts has yielded payment system that is out of control Mutual

fluid advisory fees are subject to great dispersion.39 Because of this nearly any

fund fee schedule can be presented as more moderate and fair than an array of

others extant in the industry

Fortunately the fund marketplace provides an exception to the norm of

conflicted decision-making in the form of the Vanguard Group of funds

Unlike the standard practice elsewhere lathe fund industry no Vanguard fund

director is employed by any entity selling investment advice to Vanguard.40

Thus no Vanguard board or board member is under any compulsion to buy

advisory services from any particular third-party portfolio manager Each fund

the median fee will be higher than the mean By using the median rather than the mean the fees

of the largest flinds appear relatively lower In an attempt to correct for this problem tipper

introduced the second data problem The second problem arises because tipper takes the

comparative funds and calculates assumed fees for them based on their current fee schedules

but assuming they hold assets at the level of the subject fund The problem here is that smaller

finds typically have either fixed fee schedule or fee schedule that often stops fhr below the

level of assets for the subject
fund Comparative fees at the higher asset levels are biased

upward because smaller funds typically Introduce breakpoints i.e tiered schedules with lower

management fee percentages at higher asset levels as assets grow Extrapolating from an

existing
fee schedule for these small funds with truncated fee schedules can only overestimate

what the fee will actually be at far higher asset levels Thus for
large subject fundsthose

whose fees are most likely to be attacked as unfairLippers evaluation system overstates what

the subject funds tipper-picked peer group funds would be charging at the subject funds asset

level By showing higher peer fee levels than actually exists in the marketplace the

methodology is skewed to make the subject funds Look low in comparisonthus benefitting

the sponsor

39 SeeinfroFigure4

40 As Vanguards founder John Bogle explained At Vanguard none of our

external managers are represented... John Bogle Address at the Is There Better Way

to Regulate Mutual Funds Event Series of the American Enterprise Institute of Public Policy

Research May 2006 transcript available ai http/lwww.aei.org/events/fllter.alleventlD

13
17/transciipt.asp
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therefore controls the advisory service provider rather than vice versa It is

to the Vanguard pricing and business model that we now turn

Evidence Advisory Fees Are Too High The Vanguard Experience

Vanguard has been going to the free market since 1975 to hire outside

advisers4 called sub-advisers to manage its professionally-advised mutual

funds.42 The Vanguard experience with buying portfolio management services

in the free market thus offers pristine control groupa long-running

laboratory experiment useful in evaluating the effect offree market pricing for

advisory services within the fund industry Operating with no compulsion to

buy portfolio management services from any particular investment adviser

Vanguard gives us setting where advisory fee decision-making is

uncontaminated by conflicts of interest

As of2004 twenty-one Vanguard equity and balanced funds were actively

managed meaning they were not index funds Each of these twenty-one

funds had their portfolios managed by sub-advisers hired in the free market by

the funds boards These twenty-one actively managed Vanguard funds

accounted for $155 billion in assets The average total expense ratio all

expenses including portfolio advisory costs divided by average fund assets

for these Vanguard funds managed by sub-advisers was 40 basis points or

bps on market-weighted basis basis point is one one-hundredth of

peroent meaning that Vanguards expense ratio of .40% or 40 bps was less

than one-half the industry average of 91 bps.41 The Vanguard experience is

illustrated by the fee schedules established by Vanguard and its sub-advisers

41 While Vanguard is internally managed in the sense that ilsrnanagers operate purely

in the interests ofthe fluids and their shareholders the assets in its particular funds are managed

by third-party or external advisers sometimes leading to confl.ising terminology Here we

use the terms outside advisers or outsiders whenever possible when referring to the third-

party advisers Vanguard hires to manage the assets of its funds

42 In 1975 the Vanguard Group offunds emerged asa free-standing mutual fund complex

outside any advisers domination What are known today asthe Vanguard funds previously had

been controlled by the Wellington Group of Investment Companies See John Bogle Re-

Mutual
izing

the Mutual Fund lndusn y- ThºAlpha andthe Omega45 B.C REv 391399-

404 2004 discussing the key events in Vanguard funds emergence as free-standing

independent entities previously dominated by their funding adviser Wellington Management

Company

43 See Vanguard investments hupIIgIobaI.vanguard.comfinternational/hEurENlrescarch/

portfolioEN.htm last visited Mar 31 2008 The index funds do not require active

management and are managed by Vanguard in-house

44 Data for these funds hat been provided to the authors by the Bogle Financial Markets

Research Center as well as annual reports
for the individual funds The data is on file with the

authors

45 See supra text accompanying note
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over the years Since 1975 there has been significant growth in the assets

under management at the various Vanguard funds Figure below illustrates

the mimber of funds and assets managed in millions from 1975 through 2004

list of the funds in this program with their inception date is included in

Appendix

FIGURE

ASSETS AND FUNDS MANAGED BY OUTSIDE ADVISERS

FOR VANGUARD GROuP 1975-2004

Ederr4 Wamd Fuats

4097O

19Th 1978 1981 1984 1987 1990 1993 1996 1999

Winter -Assets

According to mutual fund sponsors lobbying organization the Investment

Company institute4 ICE The bedrock principle of the mutual fund

industiy is that the interests of investors always come.first45 Within the

46 ROBERT SLATES jomi Boom AND THE .NGUAPD EXPERIMENT 1997
47 The ICI has done splendid job of advancing the interests of fluid sponsors while

drawing major portion of its operating Rinds from mutual Rind assetsand hence fromniutual

Rind shareholders See Kathleen Day So Sweet and Sour investor Fees Finance interests of

Lobbyists WASH POST Jan 11 2004 at FOl Paula Dwyer et al Breach of Trust The

Mutual-Fund Scandal Was Disaster Waiting to Happen Bus Wit. Dec 15 2003 at 98

available at httpl/www.busnessweek.coxnlmagazine/Contenhio3_501b3862015.lthflChafl

search When the interests of fluid shareholders diverge from Rind sponsors interests
the IC

regularly takes the side of the Rind sponsors See Paul Farrell Mutual Fund Talefivm Os

FundLobbyists TwLciAwayfivmShareholdernteresis MARKETWATCH Oct 182005 htpIl

ww.marketwatch.corn/ncws/story/fund.lobbyistsputWickedtWi5t/story.aSpXgUid%7BF

F2B7205-4SDA-47C7.9D5D-EDODFO9CAOA2%7D

48 Mutual Funds Tra dt ngPractices andA buses that 1/ann invasion Hearing Before the

Subcomm on Fin Mgmi the Budget and intl Sec of the Comm on Governmental Affairs
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Vanguard Group this bedreck principle is more than just public relation

tatk it is core value As shown by the following two figures with the

growth of Vanguard funds assets the advisoty fee for Vanguards sub-

advised funds has been declining This decline demonstrates the presence of

both arms-length bargaining and economies-of-scale pricing.49 In other

words as fund size grows costs-per-dollar-managed decrease with Vanguard

fund boards passing on those cost savings to fund shareholders in the form of

reduced fees Figure below shows that between 1975 and 2002 the average

advisory fee charged for Vanguards sub-advised funds has been declining on

both an equal-weighted and dollar-weighted basis.5

FIGuRE

AVERAGE ADVISORY FEES PAID FOR VANGUARD FUNDs

MANAGED BY SUB-ADVISERS FOR 1975-2004

Average Advisory Feds

35

1975 1978 1981 1984 1987 1990 1993 1996 1999 2002lD
08th Cong 187 2003 Trading Practices Hearing prepared statement of

Matthew Fink President investment Company Institute available athtxp/Ifrwebgate.access

gpo.gov/cgi-bin/getdoc.cgidbname-l 08_senaiejiearingsdocidf9I038.pdf

49 As theoretical matter one would expect economies-of-scale pricing to mean that

as the find gets bigger prices come down because it is not ten times more diffinilt for

portfolio manager to decide to buy 100000 shares of companys stock rather than 10000

shares Nevertheless some have questioned whether such savings exist within the find

industry See infra note 209 and accompanying text The Vanguard cost data in this article

shows that economies of scale in the portfolio management business truly
do exist and at least

at Vanguard provide substantial savings to fund investors

50 Fee data for these funds has been provided by the Bogle Financial Markets Research

Center as well as annual reports
for the individual finds
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In Figure below we illustrate the relationship between the total assets

under management in the program versus the weighted average advisoty fee

with the regression results also shown

FIGuRE

REGRESSION ANALYSIS OF AvEitAGE ADVISORY FEES PAID BY

SUB-ADVISED VANGUARD FuNIs 1975-2004

Ontuied ternal Proram

10

1000 10000 100000

or

77.81 7x
Total ProgramAssets $iYillions

0.8522

The left-most points are the earliest years and the fct that they are above

the regression line is indicative of an earlier pricing schedule that was

modified with the change in fund governance For example the top-left most

point corresponds to 1975 when the average fee was 38 bps on $1.68 billion

in assets Since 1975 average fees for the sub-advised Vanguard funds have

tended to decline as the amount of assets under management.has grown This

shows two important things the existence of economies of scale in the mutual

fund portfolio management business and the capturing of those economies for

the benefit of Vanguards shareholders by bringing fee levels down as assets

increase

51 The form of the regression is In Feebp 1n4.csels The regression has

as dependent variable the natural logarithm of the fee in basis points and has as an

independent variable ilte natural logarithm of fund assets The regression estimates an intercept

coefficient and slope coefficient
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The sub-advised Vanguard funds have written fee arrangements with the

outside managers who oversee the investments list of funds with their

respective sub-advisers is set forth in Appendix Some of these funds have

only one sub-adviser some have as many as four In total as of 2004 there

were thirty-six external
managers represented by these twenty-one funds each

with their own fee schedule.52 Taken collectively as shown in Table below

in 2004 the fee schedules had the following characteristics for various asset

levels

TABLE

VANGUARD FEES BASED ON FuND ASSET LEVELS 2004

AssetsManaged$ 10 100 1000 10000 25000

millions53

Minimum Fee bps 10 10 10

Maximum Fee bps 50 50 37 26 25

Mean Fee bps 28 27 20 14 13

Economies of scale are evident in the pricing for these funds where almost all

of the sub-advisers charge substantially less for higier asset levels The mean

fee assessed against assets at the $25 billion level is less than half the mean fee

assessed at the $100 million level

The above figures and tables just compare fees paid by certain actively-

managed Vanguard funds over range of asset levels Critically Vanguanis

pricing model provides way to gauge the impact of conflicts of interest on

pricing for advisory services This is because nineteen of the thirty-six sub-

advisers hired by Vanguard also manage their own mutual funds When these

same portfoLio managers sell identical investment advisory services for their

own captive funds the captive funds boanis of directors often
approve very

different fee schedules with prices significantly higher than those paid by the

Vanguard funds This pricing disparity works to the detriment of the captive

funds shareholders Measuring the disparity is not difficult For Vanguards

nineteen sub-advisers which simultaneously manage their own funds we have

compared the portfolio advisory fees they charge their own captive funds

52 Actual fee schedules and breakpoints are available through the SEC-filed Statement of

Additional Information for each ftind These are available using the SECs EDGAR database

See SEC Filings Forms EDGAR httpllwww.sec.gov/edgar.shtml last visited Mar 31

2008
53 Breakpoint fee rates normally apply on an incremental basis Thus the first $100

million of SI billion find would be charged at the higher rate and ihe remaining $900 million

would be charged at the lower rate See e.g Overaigh Hearing an Mutual Funds supru note

38 ai 190 prepared statement of Jcey Keil Vice-President Lippcr Inc.
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based on data filed by the finds with the Securities and Exchange

Commission SEC or Commission54 with the portfolio advisory fees

they charge Vanguard with whom they bargain at arms-length The results

are set forth below

TABLE

COMPAIUSON OF ADVISORY FEES CHARGED BY VANGUARDS

SUB-ADVISERS ro FEES THE Sri SuB-ADvIsERs CHARGED

THEiR 0w14 CrnlvE Fus -2004

Assets Managed 10 100 1000 10000 25000

millions

Captive Fund Mean bps 70 69 66 64 63

Vanguard Mean bps 29 27 22 15 14

Table 3s first set of calculations Captive Fund Mean reflects the advisory

fee levels as opposed to total expense ratios charged by the Vanguards sub

advisers when dealing with their own captive funds The second set of

numbers Vanguard Mean represents the average of the Vanguard-

negotiated fee schedules applicable to the Vanguard flinds Table shows

that at each asset management level the captive funds paid at least double the

level of advisory fees for identical services

Table also shows economies of scale As funds increased in size from $10

million to $25 billion the average fee charged Vanguards shareholders

declined from 29 bps to 14 bpsa reduction of more than 50% Obviously

economies of scale exist and Vanguards boards capture those cost savings

and pass that savings on to Vanguards shareholders When managing their

own captive funds however Vanguards sub-advisers reduced their fees from

an average of 70 bps tooy63 bps decline of meager 10% Thus for the

captive funds economies of scale are shared only very grudgingly if at all

Translating these schedules into dollar terms is enlightening Vanguard has

negotiated to limit the fees their funds pay to $35 million for the larger

portfolio $25 billion 14 bps The same external managers when dealing

with their captive funds have been able to increase their compensation to $157

million $25 billion 63 bps Vanguards sub-advisers are thus able to

54 Through 2004 these sub-advisory fee schedules Were published in each funds SEC

filed Statement of Additional Information and are reflected in the SECs EDGAR database See

SEC Filings Forms EDGAR supra note 52

55 Even though this subset only conins nineteen of the thirty-six managers included

above in Table their combined Vanguard fee mean is within one basis point of the average

for the entire sample
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extract far more money from their own captive funds than they charge

Vanguard for the same work The differential amounts to potential windfall

of more than $122 million in 2004 alone

The Vanguard experience should stand as model for the rest of the mutual

fund industry to emulate To put the fee savings in perspective consider that

the weighted average advisory fee paid by Vanguard to its funds sub-advisers

was 12.3 bps in 2004 For the fund industrys 500 largest equity funds

excluding Vanguards the advisory fee rate charged was 59 bps nearly five

times higher Figure below based on data obtained from Momingstar

compares the fees Vanguard pays its outside portfolio managers with advisory

fees paid by the 500 largest actively managed equity mutual funds excluding

funds in the Vanguard Group

FIGURE

ADVISORY FEES ON ACTIVELY MANAGED VANGUARD EQUrFY FUNDS vERSUS

ADVISORY FEES ON ThE 500 LARGEST NON-VANGUARD EQUITY FUNDS -2004

56 This fee rate is lower than the industry weighted average expense ratio of 91 bps

mentioned earlier supra text accompanying note 31 because for great many funds it captures

only charges for portfolio management services and thus excludes administrative expense items

such as transfer agency costs prInting and custodial services Also excluded are marketing and

distribution costs See infra notes 95-96 for
typical

itemization df different types of mutual

fluid expenses including advisory fees and custodial charges The industrys weighted average

expense ratio of9I bps is in turn lower than the 112bps expense ratio for equity fir nds see infra

note 126 and accompanying text since some funds such as bond and moneymarket funds tend

to have lower expense ratios than equity funds For tables reflecting weighted averagc expense

ratios for different categories
of mutual funds from 1970 to 2004 see Todd Houge Jay

Weilman The Use andAbuse of vfulual Fund Expense.r 70 BUS EThtcS 23282007

Adisory Fees Dec 2004

.5

.52

1.OOO

varrguari Fund

$iopoo

AssstS under Mnngement $mm
$100..000

.ther Mutual Funds
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Figure illustrates the dramatic savings that Vanguard shareholders enjoy due

to their boards freedom to engage in true arms-length negotiations At the

end of 2004 the 500 largest non-Vanguard equity funds held approximately

$2.8 trillion in assets With mean weighted average advisory fee of 59 bps

these funds paid roughly $16.5 billion in gross advisory fees If they had

instead paid the 12.3 bps weighted average fee Vanguard pays outside

portfolio advisers shareholders of these 500 equity funds would have saved

on the order of $13.1 billion Even if the average portfolio advisory fees paid

by the 500 non-Vanguard funds were double what Vanguard paid its own

outside portfolio advisers shareholders of these 500 funds would have saved

more than $9.5 billion annually

Supporters of the status quo in mutual fund pricing may argue that

references to Vanguard are off-point because unlike its peers Vangual

functions as mutual company in the sense that the company is client-

owned and therefore the fund manager does not work to turn profit for

outside shareholders as do the managers at Franklin Resources and Eaton

Vance for example Rather the Vanguard director works exclusively for the

funds shareholders Vanguard furnishes distribution and administrative

services such as custodian and transfer agency telephone access internet

services printing regulatory compliance etc at cost Thus Vanguard

shareholders enjoy savings because they do not pay the fund adviser or its

affiliates cash reflecting reasonable profit on those administrative charges

This expense mark-up is cost item routinely charged by fund sponsors

elsewhere in the fund industry However this expense item is not large

The Vanguard Groups business model can prove puzzling even to

sophisticated industry observers study analyzing mutual fund fees recently

published by the American Enterprise Institute correctly found that the fund

industry features unique system of price setting one that does not include

vigorous price competition.59 The authors then tried to explain what it is

57 For example the total costs of all administrative expenses for equity mutual finds on

weighted average basis can be estimated at no more than 25 bps which is the weigfled

average expense
ratio for equity index finds See infra notes 123-24 and accompanying text

This is in Line with FreemanBrowns calculation of equity find administratiw fees to be2I bps

on weighted average basis Freeman Brown supra note at 624 tbl.2 For the equity

index find sample profl to the advisers for the rendition of administrative services is included

in the all-in charge of25 bps The only thing excluded is he cost ofadvisory services and that

is the expense item that accounts for the bulk of the costs showing up in actively managed

finds expense ratios It also accounts for the bulk of find sponsors profitability

58 PETER WAWSON ROBERT UTAN COMPETiTIVE EQurrY BETTER WAY TO

ORGANIZE MuTUAL FUNDS 2007
59 Id at 76
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about the Vanguard Group that causes its expense levels to be so much lower

than industry averages The authors contended Vanguards organizational

structure as mutual company is what creates shareholder savings within the

Vanguard Group.6 This explanation is only partially correct it holds water

only insofar as it relates to Vanguard administrative and distribution services

which as noted above are supplied to fund shareholders at cost Though

Vanguard is not in the business ofprofiting off the services it performs for its

fund shareholders the outside fund portfolio advisers it hires to manage its

various actively managed fwds certainly are There is nothing non-profit

about the work these advisory firms perform or the prices they charge the

funds they manage The portfolio managers for Vanguards outsider-advised

funds are simply independent contractors hired to render services and those

services are rendered on afar-profit basis That Vanguards funds pay low

prices for advisory services simply reflect hard bargaining by the Vanguard
funds loyal and unconflicted board members

Table features true apples-to-apples comparison of Vanguards
advisory fees with those charged by Vanguards advisers when billing their

captive funds for services We see that captive shareholders are obligated to

pay far more than Vanguard shareholders pay to the very same managersfor
performing the very same work From fiduciary duty standpoint this is both

disturbing and enlightening This comparison demonstrates that advisory fees

outside the Vanguard Group are grossly inflated

The true extent of the fund market versus free market pricing disparity is

driven home by Figure Again this is an apples-to-apples analysis

comparing what Vanguard funds pay with what shareholders of many other

large funds pay for equivalent advisory services That Vanguards costs are

far below fund industry averages should be an embarrassment to the rest of the

fund industry The Vanguard experience proves that the conflicts of interest

influencing advisory contract negotiations in the great many sponsor-
controlled funds causes those funds shareholders to be substantially

overcharged As discussed below this ultimate conclusion is nothing new

Past Scholarly Studies Thwe Shown Mutual FundAdvisory Fees Are

Inflated

Academics at the Wharton Schools Securities Research Unit performed the

first detailed and comprehensive study raising questions about the

reasonableness of mutual fund fees in 1962 Their study was commissioned

by the SEC and is known as the Wharton Report Four years after the

60 Id at 84
61 WnAaToN REPORT supra note
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Wharton Reports publication the SEC published its own study of the mutual

fund industry entitled Public Policy Implications of Investment Company

Growth PPI Study.2 The Wharton Report and the PPI Study each found

evidence of unusually high fees in the mutual fund industry for advisory

Services

Each also found that mutual fund advisers consistently charged significantly

higher fees when selling portfolio management services to their captive funds

as compared to when the same advisers sold equivalent services on the open

market.63 They ascribed this disparity in fee structures to the same

phenomenon discussed above fund advisers ability to capitalize on the

conflict of interest inherent in most funds management structures and convert

it into the power to set non-competitive priccs The Wharton Report

identified fifty-four investment advisers with both mutual fund clients and

other clients.65 Of this sample fee rates charged the mutual fund clients were

at least 50% higher in thirty-nine out of the fifty-four cases Of this group

of thirty-nine advisers twenty-four charged their captive mutual funds fees

that were 200% higher than they charged their institutional clients nine

charged their captive funds fees that were at least 500% higher.67 Likewise

in its PPI Study the SEC revisited the Wharton Reports findings and

determined that Whaton Reports conclusions correspond to those

reached by the more intensive examination of selected mutual funds and

mutual fund complexes made by the Commissions staff.et The Commission

noted that advisory fee rates for pension and profit sharing plans fees

62 PPI STUDY supra note

63 Specifically the Wharton Reports authors found that where fund advisers had outside

advisory clients there was tendency fbr systematically higher advisory lee rates to be

charged open-end mutual fund clieniL WHARTON REPORT supra note at 493

64 The price disparity was explained as follows

The
principal reason for the differences in rates charged open-end companies and

other clients appears to be Ihat with the latter group normal procedure in

negotiating fee is to arrive at fixed lee which is mutually acceptable In the

case of fees charged open-end companies they are typically
fixed by essentially

the same persons who receive the fees although in theory the lees arc established

by negotiations between independent representatives ofçparate legal entities and

approved by democratic vote of the shareholders This suggests that competitive

factors which tend to influence rates charged other clients have not been

substantially operative in fixing the advisory fee rates paid by mutual funds

Id at 493-94 footnote omitted

65 1dat489

66 id

67.Id

68 PPI STUDY supra note at 120
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negotiated by parties dealing at arms-length were less than one-eighth of the

0.50 percent rate commonly charged to mutual funds of that size.69

Following the PPI Study good deal of time passed without fee levels in

the fund industry receiving much scrutiny although from time-to-tune articles

uncomplimentary toward mutual fund governance did appear in the financial

press.7 Similarly over the decades the findings of those scholarly reports

about comparable fees were never challenged In 2001 two of this articles

authors John Freeman and Stewart Brown again scrutinized mutual fund

fees.7

Freeman-Brown compared mutual fund portfolio management fees to

portfolio management fees paid by government pension plans and found that

the former were much higher than the latter Freeman-Brown relied on two

main sources of data The first was data collected from questionnaire

responses received from public pension funds reporting on fee levels charged

by the pension funds external equity fund managers.73 The other main source

69 d.atllS

70 One ofthose articles noted thedispantyberween what fund investors pay foradvice and

what institutions pay noting that fund shareholders pay nearly twice as much as institutional

Investors for money management Simon supra note at 131 Ms Simon also noted that the

calculation doesnt even include any front- or back-end sales charges you may also pony up
Id see also Robe BarkerFundFeesAre Rising Whos toBlame Bus WK Oct 26 1998

at 162 If expenses are too high its the independent directors who have failed Robert

Barker 111gb Fund Fees Have Got to Go Bus WK Aug 16 1999 at 122 Since 1984

Momingstar reports the average cost of actively run no-load U.S stock funds fell less than

10% even as their assets multiplied 32 times Vast economies of scale benefited rnutual-fiznd

companies not investors Thomas Easton The Fund Industrys Dirty Secret Big is Not

Beauftl Fonnas Aug 24 1998 at 116 117.18 The dirty Secret of the business is that the

more money you manage the more profit you makebut the less able you are to serve your

shareholders... In most businesses size is an advantage In mutual funds it is an advantage

only to the sponsor not to theoustomer Charles Gasparino SotneSay More Could Be Done

to Clarify Fees Wau Sr May 20 1998 at Cl the industry really rising
to the

challenge Is it doing all it can to clearly and simply explain how much investoxs are paying

in fees and expenses Tracey Longo Days of Reckoning Congress Is Finally Starting to

Look into Why Mutual Fund Fees Keep Ri.ring Fni PLAN Nov 1998 at 171 Several

leading mutual fund analysts and critics are also making the case that not only do higher fees

not mean better perfbrmance often the opposite is true Linda Stern Watch Those Fees

NEwswEEK Mar 23 1998 at 73 Todays financial marketplace isa bizarre bazaar in the

flourishing fund industry the law of supply and demand sometimes works backward and

heightened competition can mean higher prices.

71 Freeman Brown supra note

72 Key Freeman-Brown findings are discussed in DAvID SwENSEN UNCONVENTIONAL

SuccEss FUNDAMENTAL APPROACH ro PERSONAL INvasmIENT 241 2005
73 The hundred largest public pension funds were surveyed The cover letter asked for

cooperation mentioning that the request should be viewed as Freedom of Information Act

request by those disinclined to cooperate without compulsion Fifty-three pension funds
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was Morningstar Principia Pro database Fee breakdowns in that database

are drawn from mutual funds registration statements.74 Within the Monungstar

data Freeman-Browns focus was on advisory fees only costs designated by

the funds as administrative legal transfer agency services etc for

distribution or marketing were excluded from the comparisons

Using this data Freeman-Brown showed inter alia that the equity pension

fulid portfolio featured an average size of $443 million and an asset weighted

average advisory fee of 28 bps In comparison the average equity mutual fund

had an average asset size of $1.3 billion and an asset weighted average

advisory fee level of 56 bps Thus despite the savings from economies of

scale that one would expect mutual fund managers were paid twice as much

56 bps rather than 28 bps to manage funds that on average were almost

three times as big averaging $1.3 billion rather than $443 million In dollar

terms the fee average for equity pension funds was $1.2 million for the equity

mutual funds featuring much higher fee level and bigger asset base it was

roughly six times as much around $7.28 million

Fund Sponsors Counterattack The ICI Response and Coaies-Hubbard

The Freeman-Brown study made waves75 and triggered calls for reform.76

responded of which thirty-six provided usable data The thirty-six pension funds had average

total assets of $21 billion Freeman Brown supra note at 630

74 Financial data within those registration statements is trustworthy because material

misrepresentations in registration statements fLied under the Act are actionable civilly
and

criminaUy under the Securities Act of 1933 See Securities Act of 1933 11 17 15 U.S.C

77k 77q 2000
75 See e.g Tom Lauricella This IsA1ews Fund Fee.rAre Too High Study Says WALL

Sr Aug.27 0at CI The article quotes Don Phillips head ofMorningstar the mutual

fund industrys leading performance and expense tracking company saying

Brown study is dead-on in its methodology and findings... This study is very damning.

It shows that retail mutual funds are not competitively priced Id

76 For instance former SEC Chairman Ajihur Levitt testified before House

Subconunitiee and confirmed Freeman-Browns findings and demanded radical reform He

testified The largest mutual funds pay money management advisory fees that are more than

twice those paid by pension funds Thus he argued

It is essential that investment company boards be required to solicit competitive

bids from those who wish to undertake the management function Furthermore

boards should justiti to their bosses fund shareholders why they chose

particular investment advisor and each year should demonstrate that they have

aggressively and competitively negotiated management fees

Mutual Funds Whos Looking out for Investors Hearing Before the Subcomm on Capita

Mkls. Ins and Govl Sponsored Enlesr oftheH Comm on Fin Sens 108th Cong 482003

statement of Arthur Levitt Chairman Securities Exchange Commission available at

982.pdf



2008 MUTUAL FUND AD VISORYFEES 107

Then as one would expect defenders of the status quo sought to discredit the

study In 2003 the ICI published report which purported to show that fund

advisory fee levels were about the same as portfolio management fees paid by

public pension plans The ICIs research eventually was embraced by two

academics Professors John Coates IV of Harvard Law School and

Glenn Hubbard Dean of Columbias School of Business With funding by Id

Mutual the insurance company affiliated with the IC that insures mutual fund

directors and advisers against liability claims Professors Coates and Hubbard

have written an article appearing in the Fall 2007 edition of the Journal of

Corporation Law entitled Competition in the Mutual Fund Industry Evidence

and Implications for Policy7

Coates-Hubbards thesis is that mutual funds operate in competitive

markets and excessive fees do not exist in competitive markets therefore

mutual funds do not have excessive fees In reaching this surprising

conclusion80 Coates-Hubbard rejects the various detailed studies that show

77 Sean Collins The Expenses of Defined Benefit Pension Plans and Mutual Funds ICI

PERSPECTIVE Dec 2003 at available at httpllwwwici.orglpdflperO9-06.pdf

78 SeeCoateslubbardsupranote llat 151 n.aal

79 The paper was initially published in June 2006 under the auspices of the American

Enterprise Institute John Coates IV Ii Glenn Hubbard Competition and Share.Iolder

Fees In the Mutual Fund Industry Evidence and 1mph calions for Policy Am Enter Inst

Working Paper No 127 2006 Coaler-Hubbard Working Paper available at

http//www.aei.orglpublIcationsubID.24577lpub_detafl.asp This article will be refced to

textually as theCoates4jubbard Working Paper Fidelity Investments then presented the

Coates-Hubbard Working Paper to the SEC as an authoritative
analysis ofmutual fund fees by

submitting it for inclusion in SEC File 57-03-04 file relating to mutual fund governance

issues pending before the Commission See Latter from Eric Roiter Sr Vice Pres Gen
Counsel Fidelity mv to Nancy Morris Secretary Sec Exch Commn Mar 2007
available at httplfwww.sec.gov/rules/proposed/s7tj304/s70304.554.pdf Fidelity used the

Coates-Hubbard Working Paper research in support of their joint opposition to an SEC

governance proposal calling for more independence in fund boardrooms The Coates-Hubbard

Working Paper is an attachment to the
Fidelity submission beginning on page 27 Id at 27

The Chamber of Commerce of the United States adopted as authoritative the Coates-Hubbard

Working Paper research as well See Letter from David Ctiavem Chief Operating Officer

Sr Vice Pres Chamber of Commerce of the U.S to Nancy Moms Secretaty Sec Exch

Commn Mar 2007 available at httpl/www.sec.govfrules/proposedls7o3o4/

dcchavem8764.pdf subsequentversionoftheCoates4ubbardWoylcingpaperwaspublished

on the Social Science Research Network in August 2007 See John Coates Glenn

Hubbard Competition in the Mutual Fund Indurüy Evidence and Implications for Policy

Harvard Univ John Olin Discussion Paper Series Discussion Paper No 592 2007
available httplfpapers.ssm.cornlsol3Ipapefs.cnnabstractidloos426

80 As noted earlier there is rnbstantial evidence that fund advisoty firms earn statistically

significant risk-adjusted returns See supra note 28 and accompanying text Browns study

covering the twenty-five-ycarpeziod from 1982-2006 concludes that fund sponsors profitsand

returns are accelerating rather than decelerating as increased competition would predict The
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excessive fees exist.8 Coates-Hubbard dismisses the Wharton Repotts

comparative fee analysis as superficial which it was not82 and dismisses the

PPI Study as simply accepting without question the Wharton Reports

flndingsn which is false characterization.8 In essence the Wharton Report

and the SECs PPI Sludy are rejected Out of hand by Coates-Hubbard as

irrelevant old-school meaningless 1960s research featuring nonsensical fee

comparisons of different products with different services.85

As for Freeman-Brown it is dismissed on the ground that pension fund

advisoty costs cannot be compared with mutual funds Coates-1-Iubbard

contends it amounts to meaningless app les-to.oranges comparison.8 Coates

Hubbard claims this is so for two reasons First funds report

different costs in the same categories of expenses Management fees

sometimes include administrative and costs other than pure portfolio

management.5n The second ground they give is that differences in liquidity

frustrate comparisons.88 Each contention is explored below

study confirms the finding noted earlier that hind sponsors earn economic profits contrary to

the predictions of the model of perfect competition See supra note 26 and accompanying text

see also supra note 36 and accompanying text

81 Their view also collides with findings that the mutual fund industry features distinct

absence of price competition See e.g Gas ACCOUNTING Orricu MUTUAL FUND FEES

ADDITIONAL Disciosuas Couw ENCOURAGE PRICE COMPETITION 62 2000 available at

http//www.gao.gov/archivet2000/ggOOl 26.pdfflnding that mutual funds tend not to compete

based on the operating expenses investors pay WALLISON Lrr supra note 58 at 61-76

concluding that contrary to the Coates-Hubbard thesis funds do not compete effectively on

pricing of services

82 Coates Hubbard supra note 11 at 156 The Wharton Report was also derided by

Coates-Hubbard as primitive and misleading Id at 153

83 Id at 156

.84 In truth the PPI Study traveled well beyond the Wharton Reports scope with fresh

analysis supporting the same conclusion The SEC confirmed for example that competition

among advisers seeking to supply hinds with services does not exist in the fund industry It

found instead that funds are formed by persons who hope to profit from providing

management services to them PPI SIODY supra note at 127 with the captive funds

managers seldom thereafter competing with each other for fund advisory contract business id

at 126 Most importantly based on its study of new and different data the SEC determined

mutual funds pay fur more for advisory services than pension and profit-sharing plans See

supra notes 61-69 and accompanying text

85 Coates Hubbard supra note 11 at 186

86 See Id at 183

87 Coates Hubbard supra note Il sat 186-87 Moreover though Coates-Hubbardthults

Freeman-Brown for not isolating
the data their article correctly admits Data are not readily

available to accurately isolatethe pure costs ofportfblio management Id at 187-88

88 Id at 188



2008 MTJTUALFUNDADVISORYFEES 109

The Commingling of Expenses in Management Fees

As to the first concern dealing with occasional expense commingling it is

undoubtedily correct that minor amount of commingling of expense items

sometimes exists andquite regrettablyfrustrates perfect apples-to-apples

comparisons on universal basis.tS But Coates-Hubbard overstates the

problems size9 exaggerates itS impact and ignores Freeman-Browns efforts

to adjust for expense commingling.9

Moreover the authors are unaware of any competent data establishing that

free market advisory costs cannot be compared with fund market advisory

89 Thisproblemcould easilybe eliminated ifthe SEC insisted that finds followa uniform

clearly-defined system ofexpense reporting an improvement called forby Freeman-Biown and

reiterated here As observed in Freeman-Brown

Tb facilitate comparative cost disclosures the SEC needs to require financial

reporting on standardized basis so that categories
of expense are comparable on

an industry-wide basis Currently some firads blend administrative costs into the

advisory fee This bundling frustrates cost comparisons and detailed analysis

most prominently by the SEC staff itsell and it needs to be stopped

Freeman Brown supra note at 669

90 In making this argument Coates-Ilubbard essentially adopts the views expressed by

the lCl As discussed infra in notes 104 and 131 the IC claims that various extraneous

expenses age sometimes embedded in advisory fees making it impossible to isolate true

portfolio advisory costs Specifically Collins supra note 77 at lists certain expense

categories that arc Sometimes included in advisory fees We have considered each of these

expense categories and averaged the closest expense categories
for finds that

report
those

expenses sepaiately to Lipper Analytical Services As explained infra in note 104 based on our

analysis ofthis Lipper data we conclude that when the spillover of non-adyisory expenses into

find advisory expenses occurs the amount of added costs approximates no more than bps

Neither Coates-Hubbard nor any other source has attempted to quantity theamount of non

advisory costs included by some sponsors in their advisory fees Ofcourse if the number was

quantified by find sponsors defenders it could be adjusted for and the purported ground for

fbnd fees being incapable of comparison would disappear

91 Specifically in framing the Freeman-Brown study we determined that on average

domestic equity mutual finds paid 21 bps fir administrative services such as trans fer agency

custodial and legal fees Freeman-Browns operating expense advisory and administrative

fees ratios were comparable to those found in the ICIs own cost studyconducted in 1999 See

John React al Operating Expense Ratios Assets and Economies ofScale ut Equity Mutual

Funds lCl PERSPECTIVE Dcc 1999 at laiableathttp//www.ici.org/pdt7per05-O5.pdf To

hone our find expense data down to advisory fee payments we eliminated explicitly
disclosed

adxninistrative fees together with the large amount ofhidden administrative costs embedded in

finds 12b- expenses At this point after further investigation we concluded that anyresidual

administrative expenses embedded in find advisory fees were dc minimis We then calibrated

the mutual find sample to closely resemble our pension fluid sample We found that the cost

of advisory stock picking services for large sample of domestic equity finds averaged 56

basis points We found that public pension finds pay an average of 28 bps for the same

services This comparison led us to concludethat mutual finds payaround double what pension

finds pay solely for stock picking services See generally Freeman Brown supra note
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costs pool of stocks is not inherently harder to manage because the legal

owner is pension fund as opposed to being mutual fund Indeed

competing for advisory business in the free market necessitates significant

cost that fund advisers need not pay the cost of finding business in

competitive marketplace Fund managers escape paying that cost due to their

unseverable tie with the fund

Furthermore Coates-Hubbard ignores the pure apples-to-apples data that

does exist supporting Freeman-Browns central thesis that fee gouging is

rampant within the fund industry One example of pure apples-to-apples data

is the Vanguard data reviewed earlier in this article.92 Another came to light

in 2004 Senate Subcommittee hearing At that hearing examining excessive

fees within the mutual fund industzy then-New York Attorney General Eliot

Spitzer testified that in the course of his investigation he had asked for the

best apples to apples comparison for identical services from Putnam

Investments.93 In response Putnam gave him data showing Putnams mutual

fund investors were charged 40% more for advisory services than Putnams

institutional investors meaning Putnam mutual fund investors paid $290

million more in advisory fees than they would have paid had they been

charged the rate given to Putnams institutional clients

Alliance Capital provides further apples-to-apples data In 2002 according

to its Certified Shareholder Report filed on Form N-CSR with the SEC95

92 See .cupra Part lll.A The Vanguard phenomenon was also exploreci although to

lesser extent in Freeman-Brown See Freeman Brown supra note ai 637-40 Coaies

Hubbard criticized Freeman-Brown for not explaining why Vanguard pays sub-advisors 13

basis
points on weighted average basis for providing advisory services whereas the price paid

by public pension plans holding the largest group ofassets is more 20bps Cones Hubbard

supro note Ii at 187 Bui the answer is simple and apparent from Freeman-Browns text The

weighted average size of the Vanguard outside-managed funds tatured in Freeman-Brown was

$11.6 billion See Freeman Brown supra note at 638 thl.6 The weighted average asset

size for the
largest pension fund decile in the Freeman-Brown sample was much smaller SI .55

billion less than one-seventh the size of the average Vanguard portfolio Id at 632 The

Vanguard fee rate is lower due to economies of scale being raptured at Vanguard for the benefit

of fund shareholders Freeman-Browns text showed that working for Vanguard is nonetheless

lucrative Applying the average fee rate to the average asset size yields an advisory fre to the

sub-adviser of$15 million The average numbers for pension managers yields far less $3.10

mlllion

93 Oversight Hearing on Mulual Fundc supra note 38 at 23 testimony of Eliot L.

Spitzer N.Y Atty Gen.
94 Id at 16

95 copy of the Alliance Funds shareholder report
is available on the SECs EDGAR

database See AllianceBernstein Premier Growth Fund Annual Report Form N-CSR Oct

14 2003aveilabieahtip//www.scc.gov/Archives/edgar/data/88950W0000936772O30004l2/

0000936772-03-000412.txt
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Alliance Premier Growth Fund paid total advisory distribution and

administrative expenses
of $198 millionY6 Included in that sum was an

advisory fee of $88 million paid by the fund to its sponsor Alliance Capital.97

Based on average assets of $9.1 billion the advisory fee thus exceeded 90

bps.9t At about the same time Alliance was managing the Vanguard U.S

Growth Fund for 11 bps $672 millionportfolio for the Kentucky Retirement

System for 24 bps $1.7 billion portfolio for the Minnesota State Board of

Investment for 20 bps $730 million equities portfolio for the Missouri

Retirement System for 18.5 bps and $975 million equity portfolio for the

Wyoming Retirement System for 10 bpsY

These price discrepancies cannot be justified on the basis of expense

commingling Alliances certified shareholder report separately disclosed

administrative transfer agency distribution printing custodian registration

and audit and legal fees among others those items were not jumbled with the

separately disclosed Advisory fee Nor can they be justified on the basis

of differences in service or personnel Alliance Capital has publicly

proclaimed that its mutual funds and institutional accounts are managed by

the same invesiment professionals According to the pmspectus for the

Alliance Stock Fund the management companys institutional accounts and

the Alliance Premier Growth Fund also shared substantially the same

96 Id at 13 The expenses for the year ended November 30 2002 were

Advisory fee $88128426

Distribution fee--Class $8300777

Distribution fee--Class $42133265

Distribution fee--Class $15548417

Transferagency $37578580

Printing
$5398494

Custodian $652328

Audit and
legal

$121314

Administrative $150000

Registration fees $145000

Directors fees and expenses $23000

Miscellaneous Sl99.01

Totalexpcnses $198378612

Id Notice that contrary to Coates-Hubbards suggestion that fund fees customarily are

jumbled expense items usually are itemized separately with advisory fees easily broken out as

an individual item

97 Id at 13 17

98 Id at 25

99 See Second Amended Class Action Complaint at 24-25 Miller Mitchell Hutchins

Asset Mgmt Inc No 0l.CV-0192-DRN S.D Ui Apr 2002

100 See supra notes 95-96 and accompanying text

101 Alliance Capital Mgrnt LP Annual Report Form 10-K at Mar 28 2000

cv i/able at http//www.sec.gov/Archives/edgar/data/l 109448/0001 l04659-00-000074.txt
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investment objectives and policies and were managed with essentially the

same investment strategies and techniques.102 Moreover the diffecent clients

shared nearly identical composition of investment holdings and related

percentage weightings.103

Obviously free market competition has worked well for the rnstitutional

buyers of Alliance Capitals portfolio management services For example the

managers of the Wyoming Retirement Systems pension plan paid Alliance

Capital less than million per year for essentially the same advice given by

the same people who were being compensated by Alliance Premier Funds

shareholders to the tune of $88 million yearly But the price differential in

dollar terms of eighty-eight times between advisory services sold in the free

market versus the fund market for portfolio management by Alliance Capital

tells us that price competition for advisory services in the fund market is not

robust it is on life-support if it can be said to exist at all

The point is this Proof of price gouging in the fund portfolio management

business is findable and has been found We agree with Coates-Hubbard that

the data are not always pristine Because of the way the SEC has allowed

mutual funds to blur expense definitions it is zot always easy to compare

mutual fund portfolio management fees and portfolio management fees

negotiated on the flee market It should be easier And it would be if the SEC

used its regulatory authority to bar mutual funds from commingling expense

categories and demanded that the industry calculate expense items on

uniform basis Nonetheless expense overlaps are minor problem4 and the

l02 Alliance Premier Growth Fund Inc Prospectus Form 48SBPOS at 46 Jan 30

2002 avaIlable or hup//www.sec.gov/AihivesIedgarIdata/88950SlO0009 1957402000 122/

00009 I9574-02-000I22.txt

103 Id

104 See Collins supra note 77 at Collins and the ICI contend that in addition to

portfolio management the advisers management fee

typically
also coversthecosts ofadminisnative and business services that the fund

must have to operate These include fund and portfolio accounting valuation of

portfolio securities oversight of the funds transfer agent and custodian legal

analysis to ensure compliance with fuderal and state laws and regulations

preparation and filing of regulatory and tax reports and preparation and

distribution of prospectuses and shareholder reports The management fee also

compensates the adviser for its expenses related to the salaries of fund officers axld

the costs of clerical staff office space equipment and certain accounting and

recordkeeping facilities Finally the management fee must offer the funds

adviser competitive rate of return on capital

Id The authors have considered and analyzed each of these items In many cases they are

illusory For example in the case of Alliance Capitals handling of Alliance Premier Growth

Fund discussed above the funds transr agency services were supplied by an Alliance

affiliate meaning that monitoring charge to compensate Alliance for oversight of the funds
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apples-to-apples data that does exist powerfully confirms the Freeman-Brown

thesis and debunks any claim that robust competition keeps prices for portfolio

a4visory services low in the mutual fimd industty

Questions of Differences in Liquidity

Another comparability-based argument marie by Coates-Hubbard

challenges Freeman-Browns use of pension data Coates-Hubbard contends

pension funds and mutual funds cannot be credibly compared because of

differences in liquidity The point Coates-Hubbard seeks to make is that

because mutual funds are constantly selling and redeeming shares mutual

funds have constant unique liquidity challenge This Coates-Hubbard

argues makes mutual fund portfolio management unlike and not comparable

with portfolio management for other institutional investors According to

Coates-Hubbard differences in liquidtty will always prevent one-to-one

comparison of portfolio management costs.6

The Coates-Hubbard liquidity factor deserves special attention for it lies at

the heart of fund managers strategy for disarming shareholder attacks and

preserving the status quo The strategy bars critics from evaluating fund fees

based on free market comparables To fund sponsors defenders differences

in liquidity is the factor shield protecting mutual fund advisers from

having their fees judged by comparison to free market benchmarks This issue

is red herring

Tellingly though presented as an economic analysis the Coates-Hubbard

study never seeks to isolate and quantify the supposed differences in

liquidity factor Nor does it cite any authoritative source providing the

liquidity factor any measurable weight at all Moreover this liquidity factor

transferagentwould basicallyamount to paying Alliance Capital to monitor itself Otheritenu

mentioned in the Collins-ICI listing are typically covered in administrative expenses although

they may not be labeled in precisely the same way For instance printing and distribution of

prnspectuses and shareholder reports would have been covered by the $5 million in printing

costs in the Alliance Premier Gmwth Fund See nqm notes 95-96 Costs such as office space

equipment and competitive rates of return on capital are also likely to be associated with

institutional accounts and thus are included in both fees About one-third of large cap fluids in

the Lipper database report
fund accounting fees separately and these had weighted average

cost of 1.1 bps for the 2006 fIscal year We conclude that in the aggregate the various

miscellaneous items do not account for more than bps of the average mutual funds advisory

fee We note further that study of cost allocations for one adviserwho has both captive mutual

funds and institutional clients shows that the institutional clients actually are more expensive

to service than the mutual funds See infra notes 221-29 and accompanying text This suggests

fund fee levels should be lower than institutional prices rather than far higher as they are

105 Coates Hubbard supra note Ii at 188

106 Id
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tends not to be visible or quantiftable in the real world For example it does

not translate into differences in pricing for portfolio management services

rendered to mutual funds and closed end funds which do not issue redeemable

securities and which do not constantly sell new shares to the public by

investment company sponsors who manage both.tO

Interestingly the ICIs own position is inconsistent with Coates-Hubbards

liquidity theory In 2003 the ICI claimed that the true cost of managing

mutual fund portfolio on weighted average basis is around 31 bpstOS leading

to the ICIs conclusion that mutual fund and pension plans pay
like fees for

like portfolio management services.9 Accepting this finding as true which

it is not the fee equivalence debunks the alleged liquidity factor featured

by Coates-Jiubbard since the ICIs contention carries with it the implicit

premise that pension 11usd and mutual fund portfolio advisory services are very

similar because after all the fees are virtually identical.ttt Thus the ICIs

position on the comparability of fund and penÆion fees leads to the conclusion

107 Investment company managerMario Gabellis advisoryfirmmanages seventeenmutual

funds that invest in stocks and/or bonds and nine closed-end funds The management fee

charged each of the twenty-six funds annually is set at 1% with two exceptions Gabellis ABC

Mutual Fund charges fee of only .5% the closed-end Global Deal Fund charges performance

fee that is minimum of.5% rising to 2% if the funds total return exceeds the F-Bill Index

retumby 6% See generally Gabelli Home Pagehttp//www.gabelli.conillast visited Mar.31

2008 By defInition closed-end binds feature less liquidity pressure than mutual funds since

their shares are not redeemable and new shares are not constantly being sold See Roger

Klein Who Will Manage the Managers The Investment Company Acts Antipyramiding

Provision and its Effect on the Mutual Fund industy 59 oHro ST L.J..507 1998 describing

characleristics of closed-end funds if the differences in liquidity factor cited by Coates

Hubbard is real and had significant weight it presumably would manifest itself In the need for

substantially more work to be done by the mutual fund portfolio manager who in turn

presumably would charge higher fees to compensate for the greater
effort being exerted

However there is no drop offin facs for Gabellis closed-end funds in comparison to the mutual

funds See Gabelli Home Page supra This indicates that the redeemability factor is either

nonexistent or is sufficiently insubstantial enough to not be worth building into the cost

108 Collins supra note 77 at

109 Id at 17 Indeed the headline of the press release published by the 1CI announcing its

study attacking Freeman-Brown stated Mutual Fund and Pension Fund Fee Levels Are

Similar 1CI Research Study Finds Press Release mv Co Inst Mutual Fund and Pension

Fund Fee Levels Are Similar IC Research Study Finds Jan 62004 hereinafter IC Press

Release available httpJ/ici.org/statementslnrt2004lo4_neWs_dbPans.htflhl

110 The falsity arises due to fund advisers practice of tacking on extra costs to the sub

advisers fees padding and thus inflating the overall advisory charges borne by the sub-advised

fund and its shareholders See infra Part lI1.D

Ill The IC claims to have found Mutual fund subadvisors and pension plan investment

managers charge investment advisory fees that are virtually identical See IC Press Release

supra note 109 Coates-Hubbard adopted the IC1s flawed methodology and its unsupportable

findings See Coales Hubbard supra note II
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that the unquantified differences-in-liquidity factor cited by Coates-Hubbard

is something of financial Loch Ness monstera phenomenon talked about

but never seen in real life.2 Finally to the extent differences in liquidity

ever matter they certainly cannot prevent comparisons ofVanguard sportfolio

management costs with those charged elsewhere in the fund indusliy After

all Vanguards managers just like other funds must deal daily with the

liquidity factor The devastating Vanguard free market vs fund market

advisoiy fee comparison as shown in Table and Figure supra cannot be

dismissed on this basis

Another flaw with Coates-Hubbards broader contention that free market

comparators cannot be used in evaluating fund fees is that this cant do

attitude goes against the grain of accepted financial evaluation practices For

example business valuation experts and real estate appraisers typically study

cornparables and adjust them in reaching opinions about the value to be

assigned to the property they are appraising When it comes to business or real

estate valuations bond ratings or innumerable other free market pricing

calculations nobody insists that the comparables attributes be absolutely

identical to the item being valued All that is required is that the comparable

be reasonably similar with appropriate adjustments being taken to make the

comparisons persuasive

The Coates-Hubbard view that mutual fund fees can never be analyzed on

comparative basis1t4 is unvarnished advocacy advanced on behalf of those

who seek to preserve the status quo Like other Coates-Hubbard imt it

112 Indeed the has admitted as much In the attempted defense of fund industry

pricing the lead researcher declared lIlt is possible to compare the portfolio

management fees incurred by public pension plans with comparable measure by examining

the sub-advisory fbas of mutual funds Collins supra note 77 at

113 Another major problem with the industiys approach to fired fee comparisons is that

too much reliance is placed on basis points and too little attention is given to dollars

Translating basis points to dollars vividly underscores our conclusion that fees in the mutual

find industiy are excessive Freeman-Browns data shownd the top 10% largest pension finds

hold on average $1.55 billion in assets witha 20 bps management fee ratio Freeman Brown

supra note at 631 tbl.3 638 thl.6 For mutual finds the top 10% in size have assets of $9.7

billion anda 50bps fee level Id Many mutual funds are much bigger than pension funds and

so even minor differences in basis points are amplified Fund managers are paid roughly fifteen

times as much for managing the largest mutual funds compared to managers of the largest

public equity pension fund portfolios Contrast this reality with the ICIs contention adopted

by Coates-Hubbard that fees charged by pension fund portfolio managers and mutual fund

managers arc virtually identical See infra note 117 and accompanying text

114 Coates Hubbard supra note II at 185-86

ITS For example in support of their claim that the fund industry is highly competitive

Coates-Hthbard makes much of the entry into the industry of twenty new sponsors between

1994-2004 Sceid at 167-68 They full t6 mention that at the end of 2004 these new sponsors
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accounted for less than 1% of the industrys $8.1 trillion in assets Compare id at 168 tbL4

showing that the twenty new sponsors have $77.7 billion in combined assets with liiv Co

INST 2005 l1vEsTMer COMPANY FACT BooK 102 tbl.44 45th ed 2005 available at

http//www.ici .org/pd2005 factbook.pdf showing that mutual fund assets in the U.S totaled

over $8.1 trillion at the end of 2004 The total assets accumulated by all funds offered by the

twenty new sponsors cited by Coates-Hubbard added up to less than one halfofthe tojal assets

held by single mutual fund the Growth Fund of America in early 2007 See GROwrH FUND

Or AM SEMt-ANNtJAL REPORT FOR THE Six MONThS ENDED FEBRUARY 282007 at 102007

available athttp//www.aniericanfundncomIpdf/mfgesr-905_glks.pdf showing net assets of

over $165 billion Conæiyto Coates-Hubbards claim of increasing.competition the very

evidence they cite shows the industry is becoming more concentrated and less competitive over

time Indeed Coatea-Hubbard cites Herfindalrl-Hirschman Index HH1 numbers man effort

to establish the industry is not concentrated Coates Hubbard supra note 11 at 165 tbl.1

However the cited data shows increasing concentration at the complex level Id Data

generated by the ICI similarly shows increasing concentration between 1995-2006 Over those

years the percentage of industry assets held by the largest five ten and twenty-five Complexes

increased in each case See lpiv Co 1NST 2007 INVESn4ENT COMPANY FACT BOOK 17 fig.2.2

47th ed 2007 available at http//www.ici.orglpd62007_faCtbOOk.pdf

Moreover Coates-Hubbard ignores that the mutual fund industry features marketplace

segmented between load funds and no-load funds See RJcISAIW TEWELES EDWARD

Ba.wreYTHE S1CK M4irgnr4 16-177th ed 1998 In the load fund segment more than one

halfof the Momingstar fund categoriestwenty-seven Out offifty-ono-feature an HHI number

higher than 1800 reflecting concentrated markets See Dept of Justice The Herfindairl

Hirschman Index httpItwww.usdoj.govlatr/public/testimony/hlIi.htm last visited Mar 31

2008 Our calculations show another fifteen of the fifty-one Morningstar load fund categories

feature HHI numbers between 1000 and 1800 reflecting moderately concentrated markets

Id Only nine of the fifty-one
load fund Morningstar categories have index numbers lower than

1000

Coates-Hubbard is also wrong in presenting the fund industry as paragon of price

competition brimming with price-conscious investors benefiting from the free markets

tendency to drive prices down ln fuct competition in.the fund industry is most aggressively

manifested by fund sponsors paying money to fund retailers to compensate them for offering

given sponsors shares For example the industry pays more than $2 billion per year in

revenue sharing shady practice
called the fund industrys dirty little secret in order to

encourage retailer loyalty and selling
effort See Freeman .rupra note at 792-96 Predictably

this behavior functions to drive prices up for it consists of advisers extracting outsized fees to

pay high distribution costs to win fivor among fund retailers

Contradicting the Coates-Hubbard price competition thesis are data showing that from

1970 to 2000 the expanse ratiosfbr the funds that are the most expensive for fund shareholders

to buy the load funds morn than doubled whereas expense ratios declined for no-load funds

See Houge Wellman .supra note 56 at 28 tbl.l ln the index fund area where products are

most similar prices have been rising
with the most expensive funds receiving the greatest

market acceptance See Edwin Elton et at Are Investors Rational Choices Among Index

Funds Oct 2002 unpublished manuscript available at http/lpapers.ssrn.comIsol3lpapeTs

cfiu7absfractd340482

The fact that the most expansive fbrm of an identical market offering receives the greatest

market acceptance contradicts the position that there is strong price competition in the
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is unfounded. While we agree that data with which to compare mutual thud

fees to fees charged in the free market is not always pristine objective fee

benchmarks are available and illuminating

The Sub-advtsory Fee Argument Is Sham

Careful analysis ofthe fund industrys subadvisory fee argument defending

the status quo exposes the flaws in this rationale MutuaL fund advisers

sometimes delegate the task of managing their funds portfolios to third

parties These third parties called sub-advisers manage less than 20% of

the fund industrys assets.116 The ICI relies on fund cost data involving sub-

advisers to support its position that fund portfolio management fees are

virtually identical to those charged by pension funds Coates-Hubbard

adopts the Id argument also using sub-advisory management contracts as

proxy for fund advisory fees.8 Rather than supporting the industrys position

however close inspection of thud sub-advisory contract dealings reveals

additional disturbing evidence of price gouging in the thud industry

For one thing as noted above sub-advisory contracts are used to manage

only minor fraction of the fund business Further in focusing on sub-

advisory fees critics ignore that ftmd managers save Vanguard discussed

above routinely add hefty premium or monitoring fee to the sub-

advisers charge True the sub-adviser may charge only 30 bps for its

investment advice but the manager
will then typically pad the bill adding an

additional twenty to thirty basis point premium before passing along the

marketplace Underthe Coates-Hubbard view the most expensive funds ought to be redeemed

Out of existence but this is not happening In the fund industry as between load funds and no-

load funds the load funds are the worst products at the
point

of sale because Investors need to

pay the load Academic studies have shown that load fUnds are also proving to be the worst

i.e most expensive products for investors to own post-sale because they tend to be cursed

wIth the highest annual expense charges See e.g Daniel Bergstresser et al Assessing the

Costs andBenefitsofBrokers in the Mutual Fundfndustzy3otbl .5 Harvard Bus Sch Fin Unit

Research Paper Series Working Paper No 616981 2007 available at

httpIlpapers.ssm.cornlsol3lpapçrs.ctlnabstract_id6l698l noting the lack of evidence of

buyer price-consciousness In the load fund marketplace where investors pay more to
get

the

worst products This phenomenon is not indicative of strong price Competition

116 See Matt Ackermann How Scandals May Change Playing FieldforSubadvisers AM
BANnna June 82004 at 19 Ten percent of the $5 trillion in long-term mutual fund assets

are subadvised according to Financial Rescarch see also Oversight Hearing on Mutual

Fundsupra note 38 at 17 testimony of ElIot SpitzerN.Y Atty Gen putting the number

of sub-advised mutual funds at fewer than 20% The Id never quantified
the extent to which

sub-advisers are used in the mutual fund industry noting only that advisers of some mutual

funds use sub-advisers See Collins supra note 77 at

117 CollIns supra note 77 at 7-8 ICI Press Release supra note 109

118 CoatesHubbardsupmnote lIat 187
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advisory fee charge to fund shareholders.9 In fact overall fee levels for sub-

advised funds are substantially higher than for funds managed in-house.120

The effect of bill padding over sub-advisory services is huge Table below

compares sub-advisory fees to the full total amount of advisory fees actually

charged by the advisers to their funds sub-advisory fees plus the advisers

markups in the form of monitoring charges.2

TABLE

ADVISORY AND SUB-ADVISoRY FEEs FOR SAMPLE OF SUB-ADVISED

CAPTIVE EQurry MUTUAL FUNDS DECEMBER 2006

nib

Awds Aatloory adioy

MoivdnR 12UO6 or

Fund 1e Cd9ly $%nalosin pi p4 Diferalce StibA4w

MA Erit Grovith Latge GrovMi $1107 73 21 52 Mnth acaled1bc

OrehfuspreniAUhaGr Lwge.Grdath $1313 75 25 50 B68rStamsAstM9t

FBRSma1Ic Mld4ipGrcv4h $1050 90 46 44 AkreCtuMgtU.c

HatttocdOivGr Large Vitro 62.56 64 14 50 WVn9tOnIl.LLC

hCund6Qcb6TVo1 istrLmgeV 5976 96 48 48 Miticei Financial

Phoe4X MCip VitJC Mid-p Vabe 6541 75 48 27 San

Peer Oilofl Value Large i/dui 52.428 70 35 -35 Cuten cipiaL l4t LLc

RlvorSource Value Lau3e VJue $403 67 29 38 Lord Abbetl Ca LLC

TI OassteA$g GrSt Larva Groth $324 110 62 48 Zeenborg8n Cap iv LLC

TeU siane LgCp.Gr Large6O%th l076 71 40 Nw6ierMnaclnc

USMAggeaureOo LareGredh $192 50 29 21 MocItalMgtl-Lc

USUCrosthliic Large64end $1A82 57 20 37 LounISaleuLP

USMlncomeStodc LargeValue $2363 50 13 37 GMOC

Average $1372

MthtWeighled Avoraed
68 27 41

119 Oversight Hearing on Mutual Funds supra note 38 at 17 testimony of Eliot

Spilzer N.Y Atty Oen. As Spitzer
noted

The IC report used the amount charged by the sub-advisers without

accounting for the premiums tacked on by the mutual funds and passed on to

shareholders The result is that even in mutual funds that arc sub-advised

shareholders pay more for advisory services than the actual cost for that service

incurred by the management company

Id

120 See Virginia Munger Kahn Investing Mutual Fund Expertise For Rent N.Y TIMEs

July14 2002 ai B7 reporting that actively managed funds with sub-advisers have an annual

average expense ratio of 1.19 percent compared to 1.04 for funds managed directly by the

funds adviser

121 The data is drawn from
reports by Morningstar and Lipper Analytical
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Table shows over $72 million annually in bill-padding by advisers of the

listed sub-advised flmds22 The sub-advisory fee data presented in Table by

no means exhausts the evidence reflecting inflation of overall advisory fees by

fund managers who contract out the portfolio management function to sub

advisers.t23 Rather than support the industrys position that fund fees are fair

consideration of sub-advisory charges actually supports our thesis that mutual

fund fees are grossly inflated and demonstrates how far co.nflicted fund

managers have strayed from honest fiduciary principles

There is another way to evaluate the industrys position that sub-advisory

fees reflect the true cost of fund portfolio management This way of testing

the ICI/Coates-Hubbard thesis is to explore the ramifications of it being true

as claimed that on weighted average basis equity funds portfolio

investment management function actually costs only around 30 bps per year

The cost of all the rest of fund operations over and above the advisory function

can readily be gauged The weighted average expense ratio for the mutual

fund industrys equity index funds is around 25 bps.t24 This is telling figure

for it represents the true cost on weighted average basis of performing all

administrative and distribution services required to run mutual fund with an

122 Calculated by applying the 41 bps difference against the thirteen funds $17.8 billion

asset base

123 For another example of advisory fee gouging despite the use of sub-advisers consider

this example involving sub-advisory services contracted out to Bernstein Investment Research

and Management by Principal Management Corposation PMC the Principal Partners

LargeCap Value Funds investment manager

OTHER FEES

ASSETS MANAGEMENT FEES Other Total

Millions Bernstein PMC Total l2b-l Fee Expenses Expenses

10 0.600 0.150 0.750 0.910 0.850 2.510

50 0.470 0.280 0.750 0.910 0.850 2.510

100 0.385 0.365 0.750 0.910 0.850 2.510

500 0.245 0.506 0.750 0.910 0.850 2.510

1000 0.222 0.528 0.750 0.910 0850 2310

5000 0.204 0.546 0.750 0.910 0.850 2.510

SWENSEN supra note 72 at 240 tbl.8 .7 Here Bernstein is the sub-adviser who bargained

with PMC at anns-length PMC the adviser pads the bill Note that Bernsteins

management fees drop as the size of the fund increases reflecting economies of scale

Note further that the savings realized by those economies of scale are diverted completely

to PMC which charges an escalated management fee to capture every last penny of

savings

124 See KARCESK El AL supra note 32 at 16 tbl.2 Other data confirms mutual fluid can

be organized and run on total expense budget of less than 25 bps per year The data from

another source shows the weighted avenage annual expense ratio for no-load equity mutual

funds during 1995-2004 lobe mere 19 bps Houge Weliman supra note 56 at 28



120 OKLAHOMA LAWREVIEV 6183

equity portfolio.25 Stated differently the only essentitil cost component

missing for index funds and present for actively managed funds is portfolio

management If the average cost of advisory services approximates 30 bps

then the weighted average cost of the typical actively managed equity mutual

fund ought to be around 55 bps i.e 30 bps for management plus 25 bps for

everything else instead for actively managed equity funds it is more than

twice thati 12 bps.26

The difference between the all-in cost of running an equity index mutual

fund 25 bps and the cost of running typical managed equity fund 112 bps

thus is 87 bps Adjusting that net number downward by 25 bps to account for

so-called 2b-l fees that many but by no means all actively-managed equity

funds charge that index funds typically do not still leaves difference of 62

bps2 number in line with the 59 bps average advisory fee for the industrys

500 largest actively managed equity funds noted earlier.2

The 62 bps number logically reflects the cost of portfolio advisory services

since advisory services are the only expenses save 12b-l fees which we have

already adjusted for in the preceding paragraph that actively managed equity

funds usually bear that equity index funds as rule do not pay.29 The 62 bps

125 Index fluids afler all actually are mutual funds Freeman supra note at 773

Index funds lack advisory fees because they are not actively managed but that is all they lack

Thus

have shares daily pricing boards of directors SEC regulatory

requirements prospectuscs 800 numbers shareholder reports etc Fund sponsors

set them up to make
profit

for themselves so profit to the sponsor is included

too in the all-in cost of 25

Id at 773-74

126 See KARCESKJ CT AL supra note 32 at 16 tbl.2 The diflbrence between the 112 bps

expense ratio noted here and the 91 bps expense ratios for mutual fluids generally cited earlier

supra notes 3156 and accompanying text is easily explained Equity mutual funds tend to be

more expensive to manage in comparison to other funds such as bond funds and money market

funds See Chester Spatt Chief Economist Dir Sec Exch Commn Address to the

Pennsylvania Association of Public Employee Retirement Systems Apr 122007 transcript

available at httpd/www.scc.govlnewsIspeechI2007lspch04l2O7css.htZfl noting that equity

portfolios often are more expensive to manage than fixed-rate accounts So an average of

expense ratios in the fund industry as whole will always be lower than the average expense

ratio for the equity fund segment Likewise easily explained is the difference between the 112

bps number and the results in Figure suggesting lower expenses. Figure reflects only

advisory fee costs not total expense ratios which also include Inter alia administrative and

distribution costs

127 Freeman-Brown found the weighted average advisory fee for equity fluids was around

56bps See Freeman Brown supra note at 631 tbl.3

128 See supra text accompanying note 56

129 No index fund pays any substantial portfolio advisory fec since there is no active

management Most index funds do not charge l2b.l fees but some do See Shauna Croome

.1
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number is more than double the fee the ICI represents and Coates-Hubbard

accepts3 as the true cost of managing equity mutual fund portfolios namely

around 30 bps The roughly 30 bps gap between the typical advisory fee for

managed equity mutual funds and the sub-advisors typical fee of around 30

bps cannot be explained by the presence of hidden non-advisory expense items

being imbedded in the advisory fee.3 Rather it confirms that mutual fund

directors are grossly overpaying for fund advisory services and gives scene

idea of the enormity of fund advisors advisory profits

Iligh Fees Drive Advisers Profitability and Stock Market Pefonnance

final problem with Coates-Hubbards defense of the status quo for fund

industry fee levels is that truly competitive pricing and fee levels ought to

yield net financial returns for fund sponsors traded stocks in line with the

market generally Instead as one industry insider admitted on the record fund

sponsors preside over what is for them an enormously profitable

industry.32 The fund management business is enormously profitable because

of rampant fee gouging To credibly advance the contrary position Coates

Hubbard needs to demonstrate the cause for the outsized financial returns

Cartlier You Can Judge an Index Fund by Its Cover INVESTOPEDIA June II 2003 http/I

www.investopedia.corn/articleS/mutualfl.Iiid/O3/O6l I03.asp

130 See Coates Hubbard supra note II at 187 Collins supra note 77 at

131 In so many words this is the position
taken by the id and adopted by Coates-Hubbard

See supra notes 90 104 and accompanying text The ICI contends and Coites-Hubbard

implies that sub-advisory costs represent the true cost of providing portfolio management

advice to mutual funds with the difference between average fund sub-advisory costs around

30 bps and average advisory fees around 60 bps being explained by hidden non-advisory

expenses buried in the advisory fee and not reported separately See generalty Coates

Hubbard supra note II Collins supra note 77 Keep in mind that major administrative

expenses custodial transfr agent printing etc when separateLy itemized totaL onLy 21 bps

on average Freeman Brown supra note at 624 tbl.2 So in order for the 1CI and Coates

Hubbard to be correct in arguing that hidden expenses explain the difference between fund

advisory fees on the one hand and bind sub-advisory and pension advisory fees on the other

there would have to be about 30bps of additional administrative costs in find advisory fees

more than the average total level of identified and scheduled administrative fees reported by

mutual funds to the SEC This assumption simply is not credible It is absurd to contend that

over and above mutual funds major scheduled administrative cost items there are super-

secret administrative costs that are too minor to mention separately yet systematically swamp

those administrative costs that are itemized and disclosed if this kind of financial

misrepresentation were occurring it would make funds income statements materially

misleading and the prospectuses presenting thçm actionable under section II of the Securities

Act of 1933 15 U.S.C 77k 2000
132 Sec Exch Commn Historical Socy supra noteS at 33 remarks of Joel Goldberg

former Director of Investment Management Securities and Exchange Commission
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generated by sponsors companies other than extremely high revenue levels

consistent with monopolistic industry3

IV The Regulatory Framework Is Broken

Profitability at the levels encountered in the fund sponsor business is

unheaRl of in regulated industries This makes the stock market

performance of mutual fund managers all the more stunning for in all of

corporate finance no securities issuers are subject to more intensive regulation

than mutual funds.35 Statutes regulations and decisions all have failed to rein

in excessive fees The question is why
The SEC surely deserves part of the blame As the mutual fund

marketplaces resident enforcement chief the SEC talks good game For

example speaking of mutual funds costs the Commission has proclaimed

While we can all applaud fair and reasonable fees we think the best

way to ensure them is marketplace of vigorous independent and

diligent mutual fund boards coupled with fully-informed investors

who are armed with complete easy-to-digest disclosure about the

fees paid and the services rendered36

133 We showed earlier in Table supra that the market returns for five large publicly

traded fluid sponsors averaged 26.1% compared to an average return of 12.4% over matched

periods for the SP 500 As explained .supra
in note 28 capitalization-weighted index of the

universe ofpublicly traded fund sponsors twenty-nine firms had compound average annual

return of 27.8% from 1982-2006 8100 investment in an index consisting ofthe universe of

publicly traded fbnd sponsors starting
in 1982 would have grown to over $46000 by the end

of2006 the same money invested in the SP 500 index over that period would have grown to

$2300

134 For example public utilities the paradigmatic regulated industry have
profit margins

around 7.67% See Utilities Sector- Yahoo Finance Industry Browser http//biz.yahoo.comJp/

9qpmu.himl last visited Feb 252008 In contrast profit margins for the asset management

industry are over 17% See Financial Sector Yahool Finance Industry Browser

http//biz.yahoo.cornfp/4qpmu.html last visited Feb 25 2008 Some mutual find sponsors

boast profit margins that are far higher Indeed Bernstein lists profit margin of 90% See

Yahoo Finance Asset Management Industry Company List http//biz.yahoo.com/p/

422qpmclhtml last visited Feb.25 2008 That
profit margin is more than eleven times higher

than the
typical profit margin for public utilities

135 See supra note and accompanqng text

136 Press Release Sec Exch Commn Alliance Capital Management Will Pay Record

$250 Million and Make Significant Governance and Compliance Reforms to Settle SEC

Charges Dec 18 2003 SEC Press ReleaseJ available at httpllwww.sec.govl

news/prcss/2003-176.htm
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Even so the SEC has failed to use its significant regulatory and enforcement

power to make the fair and reasonable fees it talks about reality.137 As we

have shown fair and reasonable are not how an honest person would

describe portfolio advisory fees charged outside the Vanguard Group Nor

does one find compelling evidence that the fund marketplace is policed by

vigorous independent and diligent mutual fund boards.38 Indeed investor

Warren Buffett has ridiculed directors for exhibiting zombie-like behavior

that makes mockery of stewardship.39 Yet to date the SEC has not

brought single action under Investment Company Act section 36b attacking

fund portfolio management fees for being excessive

The SEC has also failed mutual fluid investors by not requiring mutual

funds to supply investors with complete easy-to-digest disclosure

information with clearly defmed and segregated advisory costs.4 This

regulatory failure provides cover for those like Coates-Hubbard and the ICI

who argue against the comparability of fund pricing data.4 The agencys

condonation of incomplete and inadequate expense disclosures subverts

market forces and undermines fundamental purpose of ensuring full and fair

disclosure.42 By failing to insist on uniform expense categories and detailed

disclosure of cost items the SEC has played into the hands of fund sponsors

who have no interest in seeing unfair pricing practices exposed or price

competition flourishing.43

Congress too has not been solicitous of mutual fund investors which is

particularly noteworthy since members of Congress themselves are allowed to

137 Id

138 Id

139 BERCSHIRE HATHAWAY INC 2002 ANNUAL REPo.r 17-18 2003 available at

httpilwww.berkshbehathaway.comI2002ar/2002ar.pdf

140 See supra note 89

141 Coates Hubbardsupra note 11 at 185-86

142 HenyT.C HuFaIth and Magic Invetor8eliefs and Government Neutraliy 78 Tax

REv 777 8382000 The specific philosophy governing the establishment ofthe SEC is

that the SEC should ensure that companies provide and fur disclosure.

143 We agree with Coates-Hubbard that fee discrepancies can affect investors purchasing

patterns and can have material impact on advisers Coates Hubbard supra note 11 at

212 But for the data to inlbrm accurately it needs to be unilbrm complete and clearly

presented This is not the case today As one industry observer has complained Mutual hinds

have constructed system where the costs are practically invisible Mutual Fund Industry

Practices and Their Effect on Individual Investors Hearing 8fi.rre the Subcomm on Capital

Alias Ins and Govt Sponsored Enters of the Comm on Fin Sera 108th Cong 157

2003 prepared statement of Gary Gensler former Undersecretary fbr Domestic Finance

Dept of the Treasury availableathtip/ffrwebgate.access.gpo.gov/cgi-binlgetdoc.cgidbnanie

108jiouse_hearingsdocidf87798.pdf An industry where costs arc practically invisible

is an industry where price competition is disadvantaged
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invest for their retirements in mutual fluid-like entities operated for federal

employees under the Thrift Savings Plan similar to private 401k plans.44

These index fund investments feature expense ratios of 11 bps or less fuìr less

than the expense ratios paid by virtually all mutual fund investors in the

private sector.45 When it comes to policing investment company expenses

Congress does good job so long as its members and their fellow federal

employees are the purchasing investors For the public at large congressional

indifference is palpable Lacking sufficient protection from the SEC or from

the halls of Congress investors are left to obtain relief from excessive fees in

federal courts It is to these court actions to which we now turn

Introduction to the Federal Fiduciary Duty Scheme

Analysis of fiduciary duty law applicable to mutual fluid managers starts

simply The focus is on one statute section 36b of the Investment Company

Act ICA Section 36b was enacted in 1970 Between the ICAs 1940

enactment and 36bs inclusion in 1970 the ICA lacked any
mechanism by

which the fairness of management contracts could be tested in court.4

Congress decision to add section 36b was based on evidence generated by

the SECs P1 study that economies of scale stemming from booming growth

in mutual fund assets in the 950s and 960s were not being fairly shared with

fund shareholders.48 The express civil liability provision was added as

tribute to the congressional finding that the forces of anns-length bargaining

not work in the mutual fund industry in the same manner as they in

other sectors of the American economy.49 Section 36b provides inter alia

that the investment adviser of registered investment dompany shall be

deemed to have fiduciary duty with respect to the receipt of compensation

for services and it empowers security holders bring civil actions if

investment advisers breach their fiduciary duties in respect of such

compensation or payments paid.0

Before the ICA was amended in 1970 mutual fund fees were evaluated

pursuant to the waste test applied by state courts The waste test is

notoriously difficult to satisfj requiring the plaintiff to show the challenged

transaction was one that no reasonable person could view as representing

144 The federal retirement investmentvchicle is discussed in Oversight Heart ng on Mutual

Funds supra note 38 at opening statement of Sen Peter Fitzgerald

145 Id

146 15 U.S.C SOa-35b 2000
147 REP No 91-184 at 51970 as reprinted in 1970 U.S.C.C.A.N 48974901

148 PPI Siuov supra note at 10-12

149 S.REp.No.91-184at5

ISO IS U.S.C SOa-35b
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fair exchange.51 To win state court waste case moreover all the defendant

needed to show was that any reasonable person might conclude that the deal

made sense.52 In enacting section 36b Congress recognized that the stiff

burden unpqsed by the waste test was too demanding and critically sought to

craft plaintiff-friendly statute to lower the burden.53 Specifically

Congress determined that because marketplace forces are not likely to

operate as effectively in the mutual fund industry the corporate waste test

was unduly restrictive and needed to be relaxed.54 Yet despite its promise

section 6b as interpreted and applied by the federal courts has not served

is intended pnrpose

Fund Shareholders Nemesis The Gartenberg Standards

Introduction to the Gartenberg Ruling

Congress was not alone in noting the pervasiveness of conflicts throughout

mutual fund management and the need for way to counterbalance those

conflicts The United States Supreme Court also has recognized the crucial

flaw in the industrys peculiar governance structure.55 While seeing and

understanding problem is one thing fixing it is something else

Just as one statute ICA section 36b set the key fiduciary standard

applicable to mutual fund compensation one cave has set the standard for how

section 36b is interpreted and applied Gartenberg Merrill Lynch Asset

151 Steiner Meyerson Civ No 13139 1995 WL 441999 at Del Ch July 19

1995

152 Id

153 Green Fund Asset Mgmt L.P 245 F.3d 214 229 3d Cir 2001 In Green the

Third Cireuit recognized the congressional intent for section 36b claims to be treated more

leniently than excessive compensation claims would be treated under state law Id at 28-29

154 S.Rzi.No.91-l84at5

155 In Daily Income Fund Inc Fox464 U.S 5231984 the Supreme Court pointed out

that within the fund industry advisers typically do not compete by endeavonng to sell advisory

services to existing funds Rather they create their own clients by forming mutual funds

setting up the funds boards of directors and then contracting with the boards to sell services

to the captive client funds The Supreme Court took notice that fund advisers typically

established the mutual fluid and
frequently control the boards of directors with whom the

advisers then sells services underannually approved advisory contracts See Id at 536 Unlike

most corporations mutual Iliad is typically created and managed by re-existing external

organization known as an investment adviser that often selects affiliated persons to serve

on the funds board of directors citation omitted Earlier in Burks Lather the

Court noted that because self-dealing is ingrained in the adviser-fund relationship from its

inception relationship between investment advisers and mutual fluids is fraught with

potential conflicts of interest 441 U.S 471480-811979 quoting Galfand Chestnutt

Corp 545 F.2d 807 808 2d Cir 1976 alteration in original
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Management Inc decided on appeal in 1982 is still the leading section

36b case decided to date.57

Garlenberg was the first major fund industry fee case tried to verdict The

trial judge Milton Pollack set very high proof thresholdt8 and the Second

Circuits affirmance entrenched the Gartenberg factors as the principal

yardstick for section 36b mutual fund fee litigation.59 The Gartenberg

factors have destroyed the promise held out by Congress in .1970 when it

preserted section 36b to fund shareholders as fiduciary duty enforcement

weapon Despite stratospheric fees and resultant adviser profitability to date

no complaining shareholder has ever won lawsuit contesting mutual fund fee

payouts under section 36b
central point of this article is that the Garten berg factors are passØ They

were of limited use originally but today they are of no use at all Part of the

reason why Garenberg sets failed standard for judging fiduciary duty

breaches lies in the cases unique circumstances Understanding Gartenberg

requires an understanding of the economic times and the factual setting in

which the case arose

Gartenberg was money market fund excessive fee case The fund in

question was Merrill Lynchs Ready Asset Trust In late 1981 when the

district court case was decided the Merrill Lunch fund was by far the largest

156 694 F.2d 923 2d Cir 1982 The U.S District Court for the Southern District ofNew

York decided the verdict in Gartenberg the year before See Gartenberg Menill Lyech Asset

Mgmt Inc 528 Supp 1038 S.D.N.Y 1981

157 See Jeffley Purctz Recent Developments for Mutual Funds and Fund Advisers in

LWE INS Co PRODS 475532 A.L.1.-A.B.A Continuing Legal Educ ed 2006 available at

Wcstlaw SM039 ALl-ABA 475 noting Garienberg was for many years followed by every

court in reported decisions Numerous decisions endorsed Garrneberg See e.g in re Eaton

Vance Mut Funds Fee Litig 380 Supp 2d 222 S.D.N.Y 2005 afPdsub nom Bellikoff

Eaton Vance Corp 481 F.3d 110 2d Cir 2007 Kalish Franklin Advisers Inc 742

Supp 1222 S.D.N.Y 1990 afd 928 F.2d 590 2dCir 1991 Meyer Oppenheimer Mgrnt

Corp 715 Supp 574 S.D.N.Y 1989 affd 895 F.2d 861 2d Cir 1990 Krinsk Fund

Asset Mgtut Inc 715 Supp 472 493-94 S.D.N.Y 1988 qffd 875 F.2d 404 2d Cir

1989 Schuyt Rowe Price Prime Reserve Fund Inc 663 Supp 962 973-74 n.38

S.D.N.Y 1987 affd 835 F.2d 45 2d Cir 1987 For more complete listing of cases

adopting Gartneberg see James Benedictet al Recent Developments in Litigation Under

the investment Company Act of i940 in CORPORATE LAW AND PRACTICE COURSE HANDBOOK

SElues 571 578 Practising Inst ed 2003 available at Westlaw 1373 PLI/Corp 571

158 See Gartenberg 528 Supp 1038

159 Very few fee cases have ever gone to trial on the merits The first one that did post

Garzenberg was Schuyt 663 Supp 962 Like Gartenberg Schuyt concerned challenge to

advisory fees charged for managing money market bind Id And like Gartenberg Schuyt

was brought and decided in the Southern District ofNew York id Other cases have also been

won after trial by bind sponsors See Kalish 742 Supp 1222 Meyer 715 Supp 574

Krinsk 715 Supp 472



2008 MUTUAL FUND AD VISORYFEES 127

money market fund in existence having exploded from $100 million in

assets to over $19 billion in just few years Plaintiffs challenged as

excessive the advisory fee paid to Merrill Lynch by its fast-growing money

market fund.61 Making the facts in Garten berg distinctly different from those

in modern fund fee cases was the fact that the Ready Asset fund was integrated

into Merrill Lynchs sprawling branch office system The fund had over 1.1

million shaxholders63 and thousands of account executives were on hand at

over 400 local offices to aid in processing and administering the 30000-plus

share orders received daily The orders were handled by the sales force

without any commission leading to vexing cost accounting issues and

considerable uncertainty over how much Merrill Lynch was paying for

shareholder servicing and how much it was making as the funds sponsor

Depending on how the numbers were crunched and by whom the funds

manager in 1980 either lost money or enjoyed an enviable profit margin

exceeding 3g%t6

Evaluating Fiduciary Breaches Under Gartenberg

The district cQurt commenced its fiduciary duty analysis by acknowLedging

that under section 36b the advisers conduct is to be governed by the duty

of uncompromising fidelity and undivided loyalty The adviser must

function with an eye single to the best interests of the beneficiaries.61 The

160 Gartenberg 528 Supp at 1042

161 Id

162 Goiienberg 694 F.2d at 925

163 ortenberg 528 Supp at 1040

164 Mat 1041

165 Gartenberg 694 F.2d at 926 In 1980 the funds assets exceeded $11 bIllion and

generated management fee of $33 million Id The defenses contention that managing the

fund was unprofitable was premised on viwing the work ofthe Merrill Lynch broken writing

the ticket for the money market fund oider as oss item The defense ignored the fact that the

broker writing that ticket
typically made commission on the other side of that order either

purchasing stocks paid for out of the money market fund or selling stocks generating cash to

be deposited into the fund Though the stock market side of Ready Assets transactions were

enormously profitable to Merrill Lynch and Its sales force those benefits were ignored by the

district court which found study of the benefits to Mcmli Lynch as result of the

Funds existence would be difficult time.consuming and pensive and probably entirely

inconclusive even if all of the logical problems could be resolved Garienberg 528 Supp

at 1056 The court of appeals rejected the notion that estimating Merrill Lynchs full-out

benefits was inossible but found those benefits could not be considered because the plainti1

never proved what they were Gartenberg 694 F.2d at 932

166 Gorienberg 528 Supp at 1047 citing Galthnd Chestnutt 545 F.2d 807809811

2d Cir 1976
167 Id citing Rosenfeld Black 445 F.2d 1337 1342 2d Clr 1971
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court also found that candor and fair dealing are mandatory when the adviser

deals with the fund over fees.6t Distilled down the district court held The

essence of the duty test is whether or not under all the

circumstances the transaction carries the earmarks of an arms length

bargain.6 The foregoing pronouncements are unexceptionable and

consistent with section 36bs plain language and legislative intent

The trial court then held that section 36b requires proof of unfairness

giving due consideration to the nature quality and extent of the services

rendered to the fund in relation to the fee paid7 plus the money market fund

industry practice and level of management This latter consideration

was problem In suggesting that fund industry practices or fee levels provide

useful standards for evaluating fees the court did investors massive

disservice Section 36b was created precisely
because the fund industrys

uniquely conflicted governance system could not be trusted to deliver fair

pricing Evaluating no-bid contract prices against other no-bid contract prices

is futile The lower court properly proclaimed The market pricefreely

available and competitively setserves as standard to test the fairness of the

investment advisory fee Nonetheless the lower court improperly

permitted Merrill Lynch to defend its fees in reference to other similarly-

tainted transactions failing to recognize that because of the conflicts

described in Part mutual fund fees are not competitively set and thus are

inective guideposts for use in judging anns-length bargaining or pricing

fairness

On appeal the plaintiffs in Garlen berg tried to convince the appellate court

that the lower courts fhirness standard tied to market price freely

available and competitively set73 sounded reasonable but bore no relationship

to fund market reality The Second Circuit evidently recognized the no-bid

nature of fund industry pricing pointing to the existence in most cases of an

unseverable relanonship between the adviser-manager
and the fund it

services.75 But the appellate court nevertheless rejected the plaintift

contentions The court held that in section 36b fee case the plaintiff must

168 Specifically the court noted that it is well settled that the investment adviser owes

duty of full disclosure to the trustees and shareholders of the Fund And even when full

disclosure has been made the courts must subject the transaction to rigorous scrutiny for

fhintess Id citations omitted internal quotation marks omitted

169 Id quoting Pepper Litton 308 U.S 295 306-07 1939
170 Id

171 Gartenberg Merrill Lynch Asset Mgmt Inc 694 F.2d 923 927 2d Cir 1982

172 Gartenberg 528 Supp at 1067

173 Id

174 Gartenberg 694 F.2d at 929

175 Id emphasis added
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demonstrate that the adviser-manager charges fee that is so

disproportionately large that it bears no reasonable relationship to the services

rendered and could not have been the product of arms-length bargaining.76

Whether it did so deliberately the appellate court imported into section 36b
actions de facto waste requirement precisely the proof threshold Congress

sought to eliminate by drafting section 36b in the first place

This important substantive ruling was paired with an equally important and

devastating evidentiary finding The Second Circuit rejected the plaintiffs

contention that comparisons with fees charged pension plans were worthy

criterion for detennining fair advisory fees for money market funds
According to the court pension funds do not face the myriad of daily

purchases and redemptions throughout the nation which must be handled by

the Fund in which purchaser may invest for only few days.75 As

discussed below the Gartenberg courts greatest failing was its refusal to

accept that the pricing of investment advisory services offered in the free

market provides legitimate and helpful guidepost forevaluating such services

in the fund market

There are three reasons why the courts refusal to consider this comparative

data made no sense First the cost of servicing accountsof handling

purchases and redemptionsis an administrative cost not cost associated

with the portfolio management The focus in fund fee cases belongs on the

portfolio advisory function not on administrative matters Administrative

costs need to beand almost always arebroken out and accounted for

separately Second if the defenses position was that the advisory function

was made more expensive by having to adjust for inflows and outflows of

cash then the extra labor and the cost thereof should have been isolated and

used as variable to justify an increase very likely slight79 lit mutual fund

portfolio management pricing The key is that the extra cost item needed to

be identified and quantified it needed to be psoved The third reason why

176 Id at 928

177 Idat93On.3

178 id

179 The so-called liquidity factor was alluded to by the Second Circuit in Gartenberg when

it referred to fund managers having to deal with the myriad of daily purchases and

rcdenptionsby fund shareholdet Id Aswe have seen the alleged liquidity
factor is bogus

justification for
differentiating

fund dvisory fees from those charged for managing pension

assets The factor has been talked about but has never been quantified and there is some

evidence it does not exist at all See supra notes 105-12 and accompanying text It is thus

absurd to bar use ofpension fee comparisons based on supposedly special distinctive mutual

fund cost factor that has never been quantified Moreover if the elusive liquidity factor ever

were identified and quantified all anyone making fee comparisons using non-fund data would

need to do is adjust for it
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Garlenberg erred in excluding comparative free market data has to do with

basic statistical concept Missing from the courts analysis is recognition of

the law of large numberst the statistical concept that guarantees money

fund managers investment job is not made dramatically more difficult by

constant inflows and outflows caused by individual trades Contrary to the

court of appeals analysis mutual fund portfolio manager like the pension

fund portfolio adviser confronts each day single net dollar nflow or outflow

number calling for investment decision-making.2 The C.artenberg court

made mistake in refusing to admit comparative free market dataa mistake

that freed fund sponsors advisory fees from the searching scrutiny Congress

wanted

The Gartenberg Factors and Why They Stack the Deck Against Fund

Shareholders

Rather than permit the introduction of real free market data in the form of

pension find fee advisory fee evidence the court enumerated the following six

factors today commonly known as the Gart en berg factorstss to be weighed

in determining fee disproportionality the nature and quality of the services

rendered the profitability of the funds to the adviser .3 economies of

scale comparative fee structures fallout benefits i.e indirectprofits

180 In the investment context

law of large numbers suggests that institutional funds need to trade. far

less often than individuals do Institutions represent ever-changing pools of

individual investors So long as new investors buy in at roughly the same rate that

old investors redeem their interests the fund can meet individuals liquidity

needs without buying or selling assets Liquidity buying and selling
is only

necessary for institutions when large numbers of individuals simultaneously either

put money into or draw money out of the fund

Ln Stout Are Stock Markets Costly Casinos Disagreement Market Failure and

Securities Regulation 81 VA Rev 611665 1711995 To state the law of large numbers

more precisely the mean of sample approaches the expected value of sample size as the

sample size tends toward infinitythe difference between the samples mean and the expected

value shrinks as the size of the sample gets larger See ieflhey Blume Richard Royall

illustrating the Law of Large Nwnbers and Confidence intervals AM STATISTICtAN Feb

2003 at

181 It is
relatively

certain that the court received no such information Admissible evidence

about pension fund advisory fees and full explanation why that evidence is probative

apparenfly was not submitted to the lower court for its consideration

182 This is so for money market funds as well

183 See e.g Benedict ci al.supm note 157 at 578 discussing various 36b cases in light

of holdings on the Garten berg factors

184 HistoricalLy this factor called for analysis of fees and expense ratios of other similar

mutual funds In light of SEC rulemaking see infra notes 237-41 and accompanying text

today mutual funds must reveal if the board considered the fees charged by the adviser to other
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derived by the adviser as an outgrowth of its control position and the care

and conscientiousness of the fund directors By relying on the above six

factors to determine disproportionality rather than real free market data from

Vanguard pension funds separate accounts or the like Gartenberg and its

progeny demand that fund shareholders bold enough to launch fiduciary duty

attacks build their cases largely Out of data that is always skewed often

hidden and if found invariably subject to ferocious disputes in subjective

interpretation

We begin with factor the funds profitability to the adviser Profitability

is one of the most difficult factors to analyze in reviewing an advisory

contract Profitability is difficult to calculate for starters because it is

tough to obtain the raw data necessary to make the calculations For instance

to calculate profits one must first look to the advisers cost of servicing the

fund data mutual funds jealously guard Indeed some years ago the SECs

Chief Economist was asked about seeking to collect industry-wide data on

fund advisory firms revenue costs and profitability He responded AS tO

your suggestion that the SECs Chief Economist do revenue/cost/profit

study know Id be interested but dont think the industry would oblige

us.87 To even start profitability analysis plaintiff must marshal evidence

the SEC itself does not have and says it cannot obtain.88 Exacerbating the

difficulties uniform expense categories and accounting methodologies do not

exist as the SEC staffs inability to analyze portfolio management costs

discussed further infra shows.I

Next even if the raw data is found profitability calculations involve cost

allocation issues that are subject to dispute and there is no universally

accepted methodology for making the analysis This means that in praciice

profitability is bitterly contested Recall that in Garlenberg the experts

analysis of the advisers profitability left the court in doubt whether the adviser

had enjoyed lush profit margin in 1980 of 38% or more or had suffered

non-mutual find clients and if not why not The SEC rulemaking we and others contend

blings comparative free market data into play under the laflenberg test See Launn

Blumcnthal Kleiman Carla Teodoro Forming Organ izi ng and Operal ingaMutual Fund

Legal and Practical Considerations in ThE ABCs or MtrruM FUNDS 2007 at n.32

Practising Inst ed 2007 awilable at Westlaw 1612 P11/Corp suggesting that

comparative data cannot be ignored by boards in light of the SECs rulemaking

185 Garrenbergv Merrill Lynch Asset Mgrnt Inc 694 F.2d 923 929-30 2d Cir 1982

186 Am Bar Assn Fund Director Guidebook 52 Bus LAW 229 250 1996
187 Letter from Etik Sim Chief Economist Sec Exch Commn to John Bogle

Chairman The Vangnard Group Mar 23 1999 on file with the authors

188 The SEC has also announced that it is unable to evaluate economies ofscale in the find

industry
because the data is lacking See infra notes 205-07 and accompanying text

189 See Infra notes 205-07 and accompanying text



132 OKLAHOMA LA WRE VIEW 6183

loss In another Merrill Lynch-related fund case brought under section

36b the plaintiffs expert testified that in given year Merrill Lynchs Cash

Management Account generated pre-tax profits of $47.5 millionand pre-tax

return on revenues of 28.5% For the same period Merrill Lynchs chief

expert reported loss of $77 million and negative profitability of 55.8%
Over three-year period plaintiffs expert determined average annual

profitability of the fee contract to the adviser was 40.4% the defense experts

estimate was an annual return of minus 32.7% After disparaging both sides

presentations on profitability the court concluded that weighted average of

pre-tax profitability over the three-year test period would probably full in

range from at least few percentage points greater than 0% to perhaps as much

as 33% In other words all the paities efforts complete with expert

reports and testimony left the court clueless when gauging the advisers

profitability over the period in question Likewise in another fee case the

court found that calculating the advisers cost of servicing the captive fund was

virtually impossible task Given that profitability data is hidden subject

to fierce dispute once found and next to impossible for courts to analyze it is

unclear what is gained by making proof about the advisers profitabilit/

criterion for recoveiy in cases attacking advisory fees

Factor economies of scale is no less vexing It is common knowledge

that as one fund industry pioneer has stated the economies of scale in fund

operations are truly staggering.96 The reason for this according to one fund

industry insider is that marginal costs of managing increasing dollars

is minimal.97

190. Gartenberg 694 F.2d at 926

191 Krinsk Fund Asset Mgmt Inc 715 Supp 472489 S.D.N.Y 1988 showing

estimated protits and profitability percentages in table comparing three studies affd 875

F.2d 404 2d Cir 1989

192 Id showing table containing data from Merrill Lynchs expert

193 Id at494

194 Id According to the
plaintiffs

Merrill Lynchs average annual profitability for 1984

to 1986 was 40.4% the defendants expert
estimated average profitabIlity for the same period

tobe-32.7% Id

195 Schuyt Rowe Price Prime Reserve Fund Inc 663 Supp 962 978 S.D.N.Y

1987 affd 835 F.2d 45 2d Cir 1987 The same court held that the tlrnd advisers profit did

not need to be disclosed to investors because profitability was not material fact id at 990

even though the advisers pretax profit asrgin was colossal exceeding 77% Id at 977 If it

is true that the advisers profitability is not an important fact for plaintiffs to know about then

It follows shareholders should not be required to assemble and present profitabIlity
data in order

to win fee cases

196 Bogle supra note 42 at 417

197 Kahn supra note 120 at B7 quoting Jeffrey Molitor Dir of PortfolIo Review

Vanguard Group
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There is no shortage of proof that economies of scale exist In Part Ill we

show in Figure and Tables and how Vanguard harnesses economies of

scale to save its investors millions annually Freeman-Brown found that

advisory fees dropped sharply in the public pension marketplace as the pension

funds asset size increased.9t Likewise fund adviser Franidin Resources

tremendous success as growth stock has been fueled by its ability to benefit

from the economies of scale available as the size of fund assets under

management grows As Greg Johnson CEO ofFranldin Resources explained

We benefit from economies of scale... As our asset base grows the cost

of servicing our shareholders does not grow proportionateIy Johnsons

admission that economies of scale benefit the fund adviser tremendously

comes as no surprise Economies of scale obviously exist and are there to be

realized

And of course this makes sense It is not that much harder to manage $1

billion than $100 million Regardless of the size of the fund one must

evaluate and buy portfolio investments the bigger the fund the more shares

you buy Yet if one charged 2% to manage the $100 million fund he would

make $2 million annually and to manage the $1 billion fund he would make

ten times as much Recognizing this pension managers insist that fees drop

sharply as assets under management grow
200

Vanguards board does the

same.20 Outside the Vanguard Group however advisory fee levels fall little

as funds asset size skyrockets.202

Knowing that fund advisers exploit staggering economies of scale which

are not being flurly shared with captive funds is one thing.203 Proving it in

court of law is something different entirely To prove factor 3that

economies of scale generated by fund asset growth have been converted into

198 Freeman Brown supra note at 632

199 John Eckhouse Franklin Wins Again S.F Cml.ON Apr 20 1992 at D6
200 Freeman Brown supra note at 627-34

201 See supra Table Table Figure

202 See supra Table and accompanying text Freeman-Brown found that in mutual

funds the average fee charged was essentially fiat through the fund samples first seven deciles

covering the funds making up the first 70h of the sample ranked accoiding to size and the

fee charged was consistently grealerthan 70 bps Freeman Brown supra note at 632 Fees

declined when fund size increased above about $750 million but the decline was modest when

compared to significant declines seen in pension funds Id

203 One experienced fund industsy bserver had this to say about economies of scale in the

asset management side of the mutual fluid indusiry and the extent to which the industrys

advisers share them with fund shareholders

The staggering economies that I. know exist in the field of money management

fbiled to materialize as total equity fund expenses rose 1980-20051 from

$280 million year to $37 billion year 129 times over

Bogle supra note 40
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unfairly high profits and improperly diverted by the funds adviserthe

plaintiff must have detailed cost204 and profitability data As explained above

data about the advisers operations are viewed as proprietary and are not

readily available even to the SEC205 much less to fund shareholders

conclusion reached in 2000 SEC report on mutual fund fees vividly

illustrates the difficulty of obtaining this data.206 in that study the SEC staff

explained that it was unable to analyze directly the cost of providing portfolio

management services to mutual fund in order to determine whether

economies exist because the data are unavailable.207 This means that the

SECs own staff of lawyers and financial economists specialized mutual fund

experts all have solemnly informed us they cannot locate cost data sufficient

to permit them to analyze and opine upon whether economies of scale even

exist in the fund industry because the staff lacks access to industry cost data

regarding the portfolio management function Given that the SEC has been

left in the dark it follows that mere fund shareholders lacking the SECs

expertise resources and clout also are apt to have grave problem locating

the cost and profitability data needed to make economies of scale calculations

in litigation under Garzenberg

Even assuming the cost and profitability data needed to generate

economies-of-scale data can be obtained through discovery the data still are

subject to bitter arguments over accuracy and completeness.208 Arguments are

204 Cost data is especially
difficult to isolate because even if the most easily calculated type

ofcost informationdirect expenses for pole portfolio managementwere available costing

out the advisoty function i.e excluding administrative and distribution costs would still

necessitate allocating an appropriate share of the advisoay firms indirect costs including

overhead

205 See supra notes 187-88 and accompanying text

206 Div OF INv Mcn4T Sac Excu C0MMN RarORr ON MUTUAL FUND FaEs AND

EXPENsEs 2000 available al http//www.sec.gov/neWs/stUdies/fCeStUdY.htm

207 Id emphasis added

208 For example consider the following complaints over deceptive accounting and

misleading board disclosures advanced by investors in one fund fee case

Plaintif adduced an assortment of evidence that Harris provided the board with

materially misleading and inaccurate inlbrmation directly bearing on the

reasonableness ofHamss ibes Among other things Plaintif demonstrated that

Harris grossly
understated its

profit margins to the board by accounting for huge

profit-sharing payments to its partners as business expenses Plaintiffs also

demonstrated that Harris fhiled to supply the board with an economies-of-scale

analysis
and instead furnished it with misleading cost infbnuation that masked

Harriss economies of scale In addition Harris provided the board with

information regarding marketing and distribution payments
that fulled to disclose

that Harriss accounting methodologies had caused the funds to bear an

inappropriately large portion
of these payments

Reply Briefofplaintiffs-Appcllantsat 18.19 Jones Hams Assora LP No.2007-16247th
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inevitable in part because there is no standard methodology to evaluate

economies of scale within the mutual fund industry Furthermore in the

authors experience fund companies have no problem finding and hiring well

credentialed experts to argue that the types of mutual funds most commonly

involved in fee litigation huge equity funds charging huge fees and generating

enormous profits for the adviser actually have no economies of scale at all.209

Establishing that economies of scale both exist and have not been properly

shared are crucial undertakings for plaintiffs in section 36b cases Because

of the foregoing problems to put it mildly success is by no means guaranteed

Likewise daunting for plaintiffs is the subject matter covered by items

and fall-out benefits and directors conscientiousness Fall-out benefits are

Cir July 2007 citations omitted available at httpJlwww.cal.uscourts.gov/briefs.htm

search for 07-I624 then follow 07-1624 005.pdf hypertink

209 The claim is that fund portfolio management offers no economies ofscalc on marginal

or forward-looking basis The defense contention is that the oitiy thing relevant to assessing

economies is whether future operations will yield additional economies of scale that would

justif fee cut The problem with this view is that in any given year the fee contract being

negotiated covers all assets under management not just assets apt to be brought into the fund

over the next yearly period covered by the advisory fee The fee level set by the prevailing fee

schedule is not the advisers property It is up for re-negotiation on an annual basis No aspect

of the funds advisory fee payments are beyond questioning by fi.ind boards The Investment

Company Acts governance scheme is
intentionally slanted to give fund boards power over

advisers who may believe they have proprietary tight to cunent fee levels The statute

requires
annual approval of the fluids advisory contract covering all assets See 15 U.S.C

80a-15c 2000 Congress deliberately gave fund boards annually-renewable power to fire the

adviser and put the management contract covering all those assets up for bid See Am Bar

Assn supra note 186 at 249 rThe independent directors ability indeed their obligation to

consider the investment advisory agreement annually is the
principal source of their leverage

in dealing with the investment adviser. Thus it is simply wrong to say that economies of

scale realized in the future are the only ones relevant in setting fund advisory fees

210 The essence of an unfair fee case is that the adviser is
profiting unfairly at the expense

of fund shareholders The simplest way to show this is to prove that the adviser captures

disproportionate share of the gains realized as revenues grow faster than expenses This

analysis calls for recognition that annual approval ofthe advisory contract places in issue each

year the entire revenue stream for the advisory function not just an incremental amount

reflecting the amount to be spent based on expected fund asset growth over the next year It is

the boards job to monitor and control the advisory function The funds board controls fee

setting It has the power to replace the adviser each time the fee contract comes up for renewal

Thus the fee approval undertaking addresses not marginal cost but every single dollar to be

paid In other words there is not an ongoing fee contract with layer of fee payments that is

not eligible for inspection analysis or rejection guidebook written to educate fund directors

about their fiduciary duties recognizes that review of the funds growth over time is the crucial

inquiry See Am Bar Assn supra note 186 at 250 calling on directors to analyze the extent

to which the adviser has realized economies of scale as fund grows
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money-making tie-ins available to funds adviser by reason of its position.21

211 listing of vanous potential types of full-out benefits that supposedly are passed on

to shareholders was set forth by Professors Coates and Hubbard in an earlier version of their

article published as working paper by the American Enterprise Institute See Coat e4-Hu bbard

Working Paper supra note 79 at 57-58 123 It is by no means clear that as the Coates

Hubbard Working Paper suggests fund shareholders are on the receiving end of abundant fall

out benefits Missing from their report
is any data backing up these claims Among other

things the Coates- Hubbard Working Paper contends shareholders profit through economies of

scale when new investors are brought into the fund Id This economies argument was of

course one of the major selling points when Rule 12b-l was adopted The idea that sales to

new investors financed out offund assets are beneficial to existing fund shareholders is dubious

and not supported by the literature See e.g. LORI WALSH THE COSTS AND BENEFITS TO FUND

SHAREH0WER5 or l2s-l Pt.ANS 2004 available al http//www.sec.gov/

rules/proposed/s709041lwalsh042604.pdf

Other supposed full-out benefits accruing to fund shareholders according to the Coates

Hubbard Working Paper are alicged rebates and soft dollar payments Coaler-Hubbard

Working Paper .cupra note 79 at 57-58 123 An alleged rebate has no recognized meaning

and is thus hard to vew as benefit if it exists at all Actual rebates from service providers

returning costs borne by the fund clearly are bad unless they are 100% paid into the fund and

in two cases rebates akin to kickbacks were demanded by the adviser from the funds service

providers causing the funds to be overcharged and the adviser to be unjustly
enriched SeeSEC

Jones No.05 Civ 7044RCC 2006 WL 1084276 S.D.N.Y Apr.25 2006 In re BISYS

Fund Servs. Inc Investment Advisers Act Release No 2554 Investment Company Act

Release No 27500 SEC Adniin Proc File No.3-12432 Sept 26.2006 available al httpJ/

www.sec.gov/Iitigationladrninf2006/ia-2554.pdf As for soft dollars they undercut price

competition ifundisclosed The practice ofpadding brokerage costs which of course are not

reflected in funds expense ratios to generate money to pay for advisory services raises major

policy issues If the expenditures do not goto reduce the funds advisory fees the true amount

being paid for advisory services is distorted and fiduciary duty issues of fairness and full

disclosure are implicated

Additional supposedfull.out benefits singled out by the Coates-Hubbard Working Paper

as beneficial to fund shareholders are particularly puzzling One such category is

research and portfolio management Coales-Hubbard Working Paper .5 up Ta note 79 at 57-58

n.123 Here is what the Coates-Hubbard Working Paper says in explaining how the fund

benefits when the adviser resells the research know-how it developed at fund shareholders

expense

Using the research for additional portfolio management business such as

contracting to become sub-advisor for another fund or an external
portfolio

manager for an institutional client allows the fund to gain further incremental

revenues toward covering total costs benefiting all fund investors

Id This is peculiar
statement It assumes that when for taznple Alliance Capital sold its

services to the Wyoming Plan for 10 bps as discussed above see supra note 99 and

accompanying text this transaction financially benefited Alliance Capitals
Premier Growth

Fund shareholders But we are unaware of any tradition of fcc sharing between advisers and

funds in such cases We arc unaware ofany instancesand the Coates-Hubbard Working Paper

provides no exampleswhere incremental revenues collected by fund adv iscis are forwarded

to the fund that paid for the original advisory work What instead seems to be the norm is that
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.They were considered in Garienberg because the fund in question the Ready

Asset Trust was developed and flourished as an integral part of the Merrill

Lynch brokerage operation.212 Merrill Lynch enjoyed substantial fall-out

benefits under the Garienberg facts because cash inflows or outflows from the

finns money market fund often were tied to brokerage transactions creating

commission income for the finn and its brokers The same logic does not

apply in contemporary standard fund fee case challenging pure portfolio

advisory fees Unlike Merrill Lynchs situation in Gartenberg todays typical

fee case involves free-standing mutual fund operation with no captive sales

force Typically the adviser and its affiliates operate under separate contracts

covering the advisory distribution and administrative functions In this

differentand far more commonsetting there is no good reason why fall

out benefits must or should be analyzed as part of the advisory fee

reasonableness calculus.213

This is especially true since weighing fall-out benefits is no easy task Fall

out data is hard to find because at present public disclosures of advisers

business dealings with the fund tend to be summary laundry lists devoid of

useful and necessary detail.24 Infomiation about fall-out benefits that would

advisers take sensitive proprietary research paid for by the Find and convert the asset to their

personal benefit The advisers thus use the fluids propertythe information gleanedto sub-

advise other entities keeping the profits for themselves and raising fiduciary duty/corporate

opportunity problems in the process What is particularly odd in the authors experience isthat

the sub-advisers work tends to be done for others at much tower price than was charged for

the work performed for the originating fluid

212 Gartenbergv Merrill Lynch AssetMgnit Inc 528 Supp 1038 1055-56 S.D.N.Y

198laJd694 F.2d 923 2dCir 1982

213 The presence or absence of fall-out benefits has next-to-nothing to do with the

reasonableness of the advisers pay for doing specific task namely running the fluids

portfolio advisory operation each potential fall-out benefit is separate free-standing sourer

of potential revenue for both the Find itself and the fluid sponsors organization Sensible

governance requires that these free-standing opportunities be the subject of separate

negotiations and agreements between the fluids board and the adviser Because each potential

benefit relates to discrete corporate opportunity that presumptively belongs to the Find each

needs to be disclosed accounted for quantified and then approved by the funds board upon

terms that are fair to the fund and its shareholders

214 See eg Fidelity Magellan Fund Prospectus Form 485BP0S May 29 2005

Fidelity Prospectus available ahttp//www.sec.gov/Arch ives/edgar/data/6 1397/

000006139705000004lniain.htm The Fidelity Prospectus discusses the Find boards

consideration ofthe advisers fall-out benefits as follows

The Board of Trustees also considered the character and amount of fees paid

by the Find and the funds shareholders for services provided by the Investment

Advisers and their afliliates including fees for services like transfer agency Find

accounting and direct shareholder services It also considered the allocation of

fund brokerage to brokers affiliated with the Investment Advisers the receipt of
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be useful in fashioning legal complaint is hidden from public view Given

that fall-out benefits are usually irrelevant and always burdensome the scale

should tip against courts requiring this fifth arzenberg factor

Data on the sixth Garzenberg factor directors diligence likewise is hard

to find and evaluate Not until June 2004 twenty-two years after the lower

courts ruling in Garten berg did the SEC begin to require that mutual fund

boards disclose the material ctors considered by fund boards in approving

advisory contracts Even now the required disclosure is generally made in

vague terms They are mere recitations of the many factors considered and

are devoid of details about how fees were dçtermined or other specifics

shareholder would need to know in order to evaluate the directors level of

care.216 Moreover directors care and diligence is hard to evaluate Neither

sales loads and payments under Rule 12b-l plans in
respect

of certain of the

Fidelity hands and benefits to the Investment Advisers from the use of soft

commission dollars to pay for research and brokerage services also

considered the revenues and profitability of the Investment Advisers businesses

other than their mutual fund business including the Investment A.dvisers retail

brokerage correspondent brokerage capital markets rest investment advisory

pension record keeping insurance publishing real estate
international research

and investment funds and others It also considered the intangible benefits that

accrue to the Investment Advisers and their affiliates by virtue of their relationship

with the fund

kL Note the lack of specific
data Without clear identification of the full-out benefits being

evaluated their dollar values and the extent to which they are shared by the adviser with the

hind ashareholderhas no meansof analyzing based on publicly available information whether

the advisers dealings with full-out benefits was handled properly

215 Disclosure Regarding Approval of Investment Advisory Contracts by Directors of

Investment Companies Securities Act Release No 8433 Exchange Act Release No 49909

Investment Company Act Release No 26486 69 Fed Reg 39798 June 302004

216 Forexarnple consider this description ofadvisoty fee decision-making presented in the

Fidelity Prospectus

The Board of Trustees has established two Fund Contract Committees the Equity

Contract Committee composed of Messrs Stavropoulos Chair Gamper and

Lautenbach Dr Heilmeier and Ms Small and the Fixed-Income Contract

Committee composed of Ms Small Chair Mr Dirks and Ms Knowles...

With respect to each fund under its purview each commIttee requests and

receives information on the nature extent and quality of services provided to the

shareholders of the Fidelity funds by the investment advisers and their respective

affiliates find performance the investment performance of the investment

adviser and such other information as the committee determines to be reasonably

neceary to evaluate the terms of the investment advisory agreements
considers

the cost of the services lobe provided and the profitability
and other benefits that

the investment advisers and their respective affiliates denve or will derive from

their contractual arrangements with each of the hinds including tangible and

intangibLe
fall-out benefits considers the extent to which economies of scale
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the SEC nor the fund industry have ever attempted to articulate set of

minimum standards directors must meet in order to fulfill their fiduciary

obligations.2t7

In sum the federal fiduciary standard applied in section 36b cases under

Garten berg is an infirm and warped legal standard requiring scrutiny of hidden

or essentially undiscoverable data that even if found are subject to wildly

different interpretations by well paid and highly-credentialed experts It is not

plaintiff-friendly Congress intended It is not an improvement on the

common law of waste standard In truth it is not competent legitimate

fiduciary duty standard at all

Better Way to Evaluate Mtrnial Fund Fees

Section 36b informed by Gartenberg has thus proven to be the least

useful express federal securities remedy for private litigants and has failed for

thirty-seven years to yield single trial verdict for plaintiffs Meanwhile fund

shareholders pay fees generating astronomical profit margins218 to their

conflicted fiduciaries who typically provide investment returns lagging

would be realzed as the funds grow and whether fee levels reflect those

economies of scale for the benefit of fund investors considers methodologies for

determining the extent to which the funds benefit from economies of scale and

refinements to these methodologies considers information comparing the services

to be rendered and the amount to be paid under the funds contracts with those

under other investmentadvisorycontracts entered into with FidelityManagement

Research Company and its affiliates and other investment advisers such as

contracts with other registered investment companies or other types of clients

considers such other matters and information as maybe necessary and appropriate

to evaluate investment advisory agreements of the funds and makes

recommendations to the Board conceming the approval or renewal of investment

advisory agreements Each committee will consult with the other committees of

the Board of Trustees and in particular with the Audit Committee and the

applicable Fund Oversight Committees in carrying out its responsibilities Each

committees responsibilities are guided by Sections 15c and 36b of the

Investment Company Act of 1940

Fidelity Prospectus supra note 214

217 MercerBullard Rouge on Corpse Won tBring Mwual FundDirectors Back to Life

JURJSTOMJNE Mar IS 2004 http//jurist.law.pitt.edu/1brum/bullard l.php Neither the SEC

nor the fund industry has set forth standards regarding the minimum steps
that fund directors

must take to fulfill their fiduciary duties to shareholders.

218 In
Sclruyl Rowe Price Prime Reserwe Fund Inc the court approved and thus gave

the fund sponsors the green light to accept an annual pre-tax profit margin of over 77% 663

Supp 962979 S.D.N.Y 1987 affd 835 F.2d45 2d Cir 1987 That pretax profit margin

was no abenation it was up fium margins of 59.1% and 66.8% achieved the two previous

years Id at 978-79
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benchmark standards knowledgeable observer in the United States Senate

decried the fund industry as the worlds largest skimming operation219 even

though it operates in the most highly regulated money-management industry

in the securities business and has specially crafted federal flduciaiy duty

standard There has got to be better way to evaluate mutual fund fees And

as will be shown one does exist

The Free Market Offers Valuable Needed Pricing Guide

When it comes to enforcing standards of fiduciaiy behavior the focus must

be on honest accountability and fair dealing While Garten berg acknowledged

that the standard for testing the reasonableness of fiduciarys compensation

in self-dealing transaction is an arms-length price220 the issue is from which

marketplace the comparable market prices are to be extracted The proof

should come from free market transactions not from the conflict-ridden

contaminated fund market As it is Garten berg allows funds to defend their

fees by referencing fees paid by other similarly conflicted funds and sends

plaintiffs on fruitless and frustrating quest for an empirical holy grail while

simultaneously disallowing or down-playing the best evidence of fuirness true

fair market prices as negotiated by unconflicted boards

Fair market value is defined as the cash price an item would sell for between

willing buyer and willing seller assuming they both have knowledge of the

relevant facts and they have no compulsion to buy or selL22 Because the fund

market features prices drawn from negotiations where one party the fund is

under compulsion to buy from only one supplier the adviser mutual fund

fees negotiated between captive funds and their adviser whether considered

219 Trading Practices Hearing supra note 48 at opening statement of Sen Peter

Fitzgerald According to Senator Fitzgerald the fund industiy representsamulti-tnllion dollar

trough frob which fund managers brokers and other insiders are steadily siphoning off an

exnessive slice of the Nations household college
and retirement savings Id

.220 Gartenberg Merrill Lynch Asset Mgtnt Inc 694 F.2d 923 927-28 2d Cir 1982

Indeed the lower court correctly observed that the market pricefreely available and

competitively setserves as standard to test the timess of the investment advisory fee under

the Ibets shown in this record Gartcnberg Merrill Lynch Asset Mgmt Inc 528 Supp

10381067 S.D.N.Y 1981

221 SeeNewarkMorningLedgerCo United Slates 507 U.S 546570 l993approVing

lower courts application
of lair market value test as being the price at which the asset would

change hands between hypothetical willing buyer and willing seller neither being under any

compulsion to buy or sell both parties having reasonable knowledge of relevant fkcts see

also Tress Reg 20.2031-1b as amended in 1965 defining for purposes of estate

valuation fair market value to be the price at which the property would change hands between

willing buyer and willing seller neither being under any compulsion to buy or to sell and

both having reasonable knowledge of relevant facts
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individually or collectively cannot reflect fair market value and should not be

used to judge whether particular fee is fair

Comparisons Can and Should Be Made

Other available comparators are superior After all mutual funds are not

the only institutional investors holding portfolios of securities needing

professional management almost all institutional investors have that need

Pension funds endowment funds trusts separate accounts and even mutual

funds that hire sub-advisers are all able to purchase investment advisory

services in arms-length transactions in the free market Those separate

institutional contracts are findable and easy to evaluate They present an array

of comparables eligible for use in evaluating pricing in the fund market when

conflicted advisers deal with their captive funds

These actual arms-length transactions can and should be used as reliable

benchmarks when judging the unfairness of prices set by fund adviser for

portfolio management services rendered to captive fund The validity of this

data is especially obvious since many mutual fund sponsors or their affiliates

simultaneously sell Iheir own advisory services on the free market to other

entitiessuch as pension plans college endowment funds separate accounts

or through sub-advisory contmcts Indeed as shown in Part UI nineteen

advisers hired by Vanguard simultaneously maintain their own captive mutual

funds In such cases the advisory
function provided to the institutional

entities and the captive fund is equivalent since portfolio management is

approximately the same whether the shares in the portfolio belong to pension

fund mutual fluid college endowment fund or some other large

institutional investor.3 More accnrately and objectively than expert

222 Lawyersrepresentingfundadvisems in 36b litigation insist the only admissible pricing

evidence usable at trial is that drawn from similar mutual funds See e.g American Centurys

Motion in Limine to Preclude Evidence Relating to Sub-Advised and Institutional Accounts and

Suggestions in Support Baker Am Century mv Mgmt Inc No 04-4039-CV-C-ODS

W.D Mo June 22 2006 2006 WI 2320405 In that filing American Century argued

successfiillyforpreclusion
ofevidenceestablishingPflciflgOutsidethe tl.jnd business citingand

relying on Gartenberg and its progeny In re Alliance$ernstein Muhral Fund Excessive Fee

Litigation No.4 Civ 4885SWK 2006 WL 1520222 at S.D.N.Y May31 2006 Kalish

Franklin Advisers Inc 742 Supp 1222 1237 S.D.N.Y 1990 of 928 F.2d 590 2d

Cir 1991 Krinsk Fund Asset Management Inc 715 Supp 472486 S.D.N.Y 1988

afd 875 F.2d 404 2d Cir 1989 Schuyt Rowe Price Prime Reserve Fund mc 663

Supp 962 S.D.N.Y 1987 off 835 F.2d 45 2d dr 1987 Bronison Lehman Management

Co No 84 Civ 7795 1986 WI 165 S.D.N.Y Mar 13 1986

223 Recall that the fund managers Iobbyinguup and advocate the ICIagrees that mutual

funds and other institutional investors are in that comparable See supra text accompanying

notes 108-12
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testimony ever could the institutional contracts negotiated in the free market

prove what the adviser actually demands by way of price and profit when it

sells portfolio management services in an arm s-length transaction

Portfolio services are especially susceptible to comparison because they

tend to be bundled with few if any other services in fund industry advisory

contracts.224 When the data is pristine it is easy to show pn an apples-to-

apples basis whether an advisory fee is grossly excessive Even if the

advisers charge for portfolio management services is bundled with some other

minor administrative expenses fund advisory fees can still be compared with

fees charged for like services in the free market Fact finders have no trouble

adjusting prices when necessary As previously noted nobody insists that

the comparables attributes be absolutely identical to the item being valued

just that it be reasonably similar with appropriate adjustments to make the

comparison useful

In sum courts must pennit plaintiffs to introduce evidence of free market

comparabIes.6 Relegating plaintiff shareholders to comparing given funds

no-bid pricing schedules to other similar funds no-bid pricing
schedules will

never yield any fee relief for shareholders as history has shown An

evidentiary standard based on evaluating tainted fees based on comparisons

with other similarly tainted fees is no credible cvidentiasy standard at all

Courts Must Recognize Comparables Power

Admitting evidence of free market comparables is necessary but

insufficient step Courts must also recognize and harness the probative value

of this evidence Two recent cases have brought this point home In these

cases courts have properly considered institutional pricing data but erred in

the manner of consideration in the first case7 Jones Harris Associates

L.P the court properly admitted into evidence proof that the advisers

institutional clients were charged fees that were less than half those charged

224 This is not always the case ihough it should be Because it is not uniformly the case

fund sponsor advocates like Coates and Hubbard are prone to contend that fund advisory fees

are not subject toscrulinybecause of data problems See supra notes 86-87 and accompanyng

text

225 See .cupra note 113 and accompanying text

226 Without use of such comparators section 36b plaintiffs are doomed This was driven

home recently
when ptaintiffi counsel dropped section 36b case on the eve of trial

following the districi courts ruling on motion in limine to exclude institutional pricing

evidence at trial SeeOtderGrantingDefCndants Motion in Limine Baker No 04-4039-CV-

c-0Ds

227 Jones Harris Assocs L.P No 04-cv-08305 2007 WL627640 N.D III Feb 27

2007
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the captive funds but the court failed to grasp the evidences importance.229

In granting summary judgment for defendants the court held that advisory fee

pricing embraced range of prices with the far lower fees charged

institutional clients simply on the low end of spectrum which was also

populated by the tainted fees charged conflicted funds Because the subject

funds fees fell within the spectrum the funds high fees were held proper as

matter of law

Similarly in recent case involving the Ameriprise fluid familyno the

plaintiffs introduced evidence showing the adviser charged advisory fees to its

captive mutual funds that were more than double what the fees that would

have been charged had the adviser used the fee schedules it employed when

selling portfolio management services in the free market.23 Taking its lead

from Jones the court in the Ameripnse case held the advisers far lower

institutional advisory fee prices merely established the low end of range of

prices to be considered the pricing array was of course dominated by tainted

prices set by conflicted bargaining

If the superficial Jones and Aneriprise mode of analysis stands fund

investors will never win case challenging advisory fees under section 36b
Institutional fees charged in the free market will always be lower than fees for

like work charged in the fund market but they fade into irrelevance once the

228 For example evidence in therecord established that had the adviser charged Oakmark

Fund according to its institutional fee schedule the advisory fee would have dropped from 88

bps to under 36bps saving Oakntark Fund shareholders more than $33 million annually See

Expert Report ofEdward ONcal at l8Jones No 04-cv-08305 on file with the authors

For Oakinark Equity Income Fund the rate drop would have been from 73 bps to under 26

bps and annual savings would have been over$37 million Id at 19 Thus forthese two funds

alone the difference between institutional pricing in the free market and conflicted pricing in

the fund market amounted to $70 million in extra compensation for the adviser annually In

each case the fluids were paying more than double what the adviserwas selling similar services

for in the free market

229 The court in Jones not ohly filed to focus on the importance of the pricing disparity

it also ignored shocking fact supported with record evidence It was moreexpensive for the

adviser in Oakmark to service its institutional accounts than its mutual funds In other words

the adviser in Oakmark was charging its mutual funds more than twice as much for advisory

services even though those services were cheaper to deliver to the funds than to the institutional

accounts SeePlaintiffs Rsponseto Defendants Stateninitoftindisputed Factsand Plaintiffs

Statement of Additional Facts Jones No 04.cv-08305 on file with the authors From

the data studied it appears the adviser in Oakznark was charging its mutual funds more than

twice as much for advisory services even though those services were cheaper to deliver to the

funds than to the institutional accounts

230 Gallus Ameriptise Fin Inc 497 Supp 2d 974 Mimi 2007

231 DecI of Edward ONeal Ph.D at Gailus 497 Supp 2d 974 No 004-cv-

04498-DWF-SRN
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court merely acknowledges them with dispositive attention then turning to

pricing array of fund fees.2

Courts in section 36b cases must not only adthit comparative price data

into evidence they also need to be carefully schooled on the probative value

of free market pricing Courts need to recognize that free market prices are

more credible and hence ought to be fur more illuminating than pricing

examples taken from the conflicted fund market Proof that fund adviser

treats third-party outsider fur more favorably than he treats the very party to

whom he owes statutorily-provided fiduciary duties needs to be recognized for

what it isprimafacie evidence of breach of fiduciary duty Consigning that

powerful evidence to populate the low end of range ships the damning proof

of pricing unfairness off to oblivion This outcome is particularly

objectionable in cases where the issue being determined is whether fund

pricing bears the hallmarks of an arms-length bargain In this context

evidence of actual arms-length bargaining by the defendant or one of its

afliliates is the best most instructive evidence the finder of fact can study In

this light framework for processing crucial evidence extracted from the free

market is presented in the following section

The McDonnell Douglas Framework Should be Used When Evaluating

Pricing Discrepancies

Courts called on to evaluate free market vs fund market pricing

discrepancies need to abandon the disjointed hit-and-miss scavenger-hunt

approach epitomized by Gart en berg and embrace new cleaner and far more

realistic approach to analyzing section 36b claims In McDonnell Douglas

Corp Green233 the Supreme Court laid out framework useful for

analyzing disparate treatment cases relying upon circumstantial evidence of

discrimination.234 These cases are pertinent Employment discrimination

claims like fund advisory fee claims are rooted in charge that litigant

there the employee here the captive fund is being treated in way that is

unfair and unjustifiable

232 As shown by Pigure supra fund advisory fees are subject to great dispersion

Bccause of this many fund ftc schedules can be presented as more moderate and lair than an

array of others extant in the industry

233 411 U.S 792 1973
234 Id The McDonnell Douglas frameworks distribution of the burden of proof and

production was later refined by the Supreme Court in Texas Department of Coinmunity Affairs

Burdine 450 U.S 2482551981 Foradiscussion of the McDonnell Douglas framework

see Leslie Kerns Comment Aka Washington Hospital Center Why the Debate over

Pretext Ended with Hicks 60 OHIO ST LI 1625 1630-34 1999
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Under McDonnell Douglas the plaintiff is required to make prima fade

case of unfair treatmentemployment discrimination In the fund advisory

fee context this prima facie showing of breach of fiduciary duty that the

transactionhere the fee chargedlacks the earmarks of an arms-length

bargain would be satisfied by showing that the adviser or one of its affiliates

charged the captive fund significantly more than either the particular

adviseror comparable competitorcharged an institutional client to

perform roughly equivalent work.2

Under the McDonnell Douglas framework once prima facie case of

disparate treatment is made the defendant must produce evidence to rebut the

presumption of discrimination At this point it becomes incumbent on the

defendant to articulate legitimate non-d.iscriminatory reason explaining why

the disparity exists In the fund fee context the adviser would need to produce

evidence showing that the captive fund was fairly treateda task it could

accomplish by identifying and quantifying the service differences between

picking portfolio securities for third-party institutional clients versus the

captive mutual fund.6 Once the defendant has presented evidence to explain

the fee disparity it remains for the plaintiff to show the pricing disparity

evidences breach of fiduciary duty The plaintiff would do this by proving

by preponderance of the evidence that the differences in services the

defendant identified do not adequately explain or justify the fee disparity

Here the plaintiffs ultimate burden will be to show that the captive fund was

charged substantially more than free market clients for like work

Had the McDonnell Douglas framework been used in the Jones and

Ameriprise cases the plaintiffs in each case could have survived summary

judgment and had the opportunity to prove their cases In each case the

plaintiff presented evidence of gross pricing disparity tending to show that the

prices paid by the captive funds were grosslyunfuir and in neither case did the

adviser rebut that evidence

235 The essence of the fiduciaiyJ test is whether or not under all the cireumstances the

transaction carries the earmarks ofan anns length bargain Gartenberg Mcmli Lynch Asset

Mgmt Inc 528 Supp 1038 1047 S.D.N.Y 198 citing Pepper Litton 308 U.S 295

306-07 1939 alteration in original afd694 F.2d 923 2d Cir 1982
236 In Burdine 450 U.S at 250 the Court made clear the defendant shouldered only

burden ofproduction not burden of proof once the plaintiffhad made prima thcie case See

Id at 254 The burden that shifts to the defendant is to rebut the presumption of

discrimination by producing evidence that the plaintiff was rejected or someone else was

preferred for legitimate nondiscriminatory reason.
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Free Market Comparables Are Potent Negotiating Tools Directors

Should Consider

Free market pricing analogies and the McDonnell Douglas analytical

framework offer great promise not just as decision-making guides but as

tools fund board may usefully employ in negotiating advisory fee contracts

In 2004 the SEC adopted rule and form amendments requiring that fund

boards that take institutional fee comparisons into account in evaluating

advisory contracts disclosures in proxy solicitations seeking approval of fund

fee contractsthe comparisons that were relied on and.how they assisted the

board in concluding that the contract should be approved.237 The SEC said

it adopted the disclosure requirement because it believed that information

concerning whether and if so how the board relies on comparisons is

important in understanding the boards decision.m This is very powerful

comment for it evidences the SECs belief that boards decision to weigh or

not weigh comparative pricing of advisory ervices is itself material factna

investors ought to know in evaluating the boards actions.24

The SECs decision to require disclosure about fund boards processing of

comparative cost information expressly recognized that the protocol used for

evaluating advisory contracts had become detached from reality and outdated

Citing Freeman-Brown the Commission explained

237 Disclosure Regarding Approval of Investment Advisory Contracts by Directors of

Investment Companies Securi ties Act Release No 8433 Exchange Act Release No.49909

Investment Company Act ReLease No 2648669 Fed Reg 39798 39802 June 30 2004

238 id

239 In the context of thesecunties laws fhct is matenal if there isa substantial likelihood

that reasonable shareholder would consider it important TSC Indus Inc Northway Inc

426 U.S 4384491976
240 The SECs decision to revise and update disclosures concerning find boards

consideration ofadvisory contracts shows just how far courts rulings in find advisory fee cases

have strayed from reality
Some courts have taken the position that under Garteaberg and its

misguided progeny comparative fees may not even be mentioned in court in section 36b
case See e.g Order Granting Defndants Motion in Limine Baker Ani Century Inv

Mgmt Inc No 04.4039-CV-C-ODS W.D Mo July 172006 finding that Plaintifl will

be precluded from presenting any evidence relating to Defendants management of non-mu tual

find accounts as such evidence is inelevant to Plaintifl claims Involving mutual find fees

under Section 36b of the Investment Company Act Kalish Franklin Advisers Inc 742

Supp 1222 1237 S.D.N.Y 1990 suggesting evidence ofcomparative fe structures in

section 36b cases should be limited exclusively to fees charged by other mutual finds affd

928 F.2d 590 2d Cir 1991 Yet the SEC considers comparative fee matters such as fees

charged by find advisers to their pension plan clients to be important in understanding how

the fee approval decision was reached



2008 MUTUAL FUNDADVISORYFEES 147

Recently concerns have been raised regarding the adequacy of

review of advisory contracts and management fees by fund boards

In particular the level of fees charged by investment advisers to

mutual fund clients especially in comparison to those charged by

the same advisers to pension plans and other institutional clients

has become the subject of debate24

Directors must thus disclose the comparables they consider When

considering comparables directors duty of care should require that they

consider true free market transactions where fees were negotiated at arms-

length Directors who consider fees determined only by tainted boards are on

the road to breaching their fiduciary duties by failing to fight for the best

prices available for their funds shareholders In one case pertinent to the fund

industry the Delaware Supreme Court admonished independent directors to

bargain hard in order to insure that the best possible bargain is struck on their

corporations behalf

The power to say no is significant power It is the duty of the

directors serving on independent committee to approve only

transaction that is in the best interests of the public shareholders

to say no to-any transaction that is not fair to those shareholders

and is not the best transaction available.242

Getting the best transaction available requires using the best negotiating

anununition available When it comes to negotiating over fund portfolio

management fees that means using free market comparables aggressively

In our experience independent directors of mutual funds are ignorant about

the value of comparative pricing and do not use it when negotiating over fund

fees In some cases the directors simply are kept in the dark about the datas

availability In other cases the pricing data is furnished but the directors are

advised falsely that using data extracted from free market transactions yields

worthless apples-to-oranges comparisons When asked why the comparison

is apples-to-oranges directors are pmne to be told that itjust is.243 Directors

who accept or offer these flimsy explanations are guilty of failing to marshal

241 Disclosure Regarding Approval of Investment Advisory Contracts by Direciors of

Investment Companies Securities Act Release No 8433 Exchange Act Release No 49909

Investment Company Act Release No.2648669 Fed Reg 39798 39802 June 302004

242 Kahn Lynch Commcns Sys Inc 638 A.2d 1110 1119 Del 1994 alteration in

origlnalquotinglnreFirstSoston Inc Sholders Utig Civ No 103381990 WL78836

at Del Ch June 1990
243 This conclusion is based on confidential deposhions the authors have read
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helpful facts2 usable in negotiating advisory fees with their funds advisers

When fund directors fail to wield the power they have to gather important data

and make informed decisions fund directors breach theft duty of care owed to

the funds they serve

By the same token advisers who hide or misrepresent comparative data are

breaching their fiduciary duties Those who simply supply comparative prices

without more have furnished necessary but insufficient service Full

adherence to their fiduciary obligations requires that if the comparative data

supplied to directors is not self-evidently apples-to-apples advisers must also

supply information about the cost of each alleged service difference between

the comparable contract and the specific funds advisory contract so apples can

be compared to apples post-adjustments

Fund directors discharge of their fiduciary duties demands they request

receive and carefully review information about advisory services being sold

by their funds adviser to institutional clients Data presented earlier in Table

3245 and also in Freeman-Brown2 show that fund managers sometimes sell

their services on the open market and then grossly overcharge their own

captive funds for those same services Directors need to determine whether

this is going on and if it is they need to consult with legal counsel about the

practices fiduciary-duty ramifications Fund directors need good answer to

this question Why should the adviser sell its services as an independent

contractor in the free market at price that is far lower than the same services

are being sold to mutual funds to whom the adviser owed clear-cut fiduciary

obligations In Freeman-Brown we coined the most favored nation concept

for fund fee pricing This concept demands that mutual fiàids should pay

price for investment advice that is no higher than that charged by the funds

adviser when it provides advice to third-party customers such as pension

funds endowment funds and others like Vanguard who bargained at arms-

length Directors should impose the most favored nation concept within

their funds Advisers who would argue that providing advisory services to

institutional accounts entail service differences that explain pricing

differentials need to identify and quantify each separate point of difference

The advisers fiduciary duties require no less.247

244 The data is available as demonstrated by EliOt Spitzers testimony cited earli See

.supra notes 93-94 and accompanying text

245 See supra Table

2$6 See Freeman Brown .cupra note at 635-36

247 See RESTATEMENT SECOND OF AQENCY 381 1958
Unless otherwise agreed an agent is subject to duty to use reasonable eflbrts to

give his principal information which is relevant to affairs entrusted to him and
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The advisers fiduciary duty problems are exacerbated when strategies

policies and processes developed by the adviser when working on behalf of

the fund are then taken by the adviser and sold fix discount prices to third-

parties with the adviser reaping the financial benefits Directors who turn

blind eye to these asset diversion/corporate opportunity problems are asking

to be sued Full disclosure of accurate data paves the way for competent

honest evaluation of mutual fund portfolio management pricing

Conclusion

Over the past
several years there has been much discussion of whether fees

for mutual fund portfolio advisory services are too high In 2001 Freeman-

Brown showed these fees were bloated by comparing mutual fund fees to fees

charged pension funds for the same services That comparison which clearly

touched nerve within the fund industry showed fund shareholders would

save billions annually if fund portfolio management fees approximated those

charged by managers of public pension funds equity portfolios In Part III

we revisit that inquiry and ultimately reach the same conclusion this time by

evaluating new data drawn from actual mutual fund advisory fee contracts

entered into by the Vanguard Group and comparing that data to the fees the

same fimd advisers charge their own captive funds This new data is powerful

and robust and it only confirms what has long been clear Fee gouging is

pervasive within the fund industry

In 1970 Congress enacted Section 36b because it recognized the mutual

fund industrys conflicted governance
structure could stifle competition and

lead to excessive fees flowing to fund sponsors and their affiliates Section

36b exists because Congress wanted to reduce the burden on plaintiffs as

compared to the state court waste test Yet 36bthe weapon Congress

specifically gave investors to fight excessive fees in the mutual fund industry

is singularly ineffective Section 36b as systematically gutted by the

courtsprincipally the Second Circuits ruling in Gartenbergrequires the

evaluation of data that is largely meaningless to investors The required data

is virtually impossible to find and once found is subject to bitter disputes

between the parties and their experts Furthermore and even less logically

Gartenberg and its progeny permit funds to defend their excessive fees by

reference to the bloated fees of their similarly-tainted compairiots while

suppressing or paying lip service to evidence showing similar services cost far

less in the free market When it comes to evaluating fiduciaries behavior it

which as the agent has notice the principal would desire to have and which can

be communicated without violating superior duty to third person

kL
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is absurd to find federal courts in 36b cases barnng free market data or

downplaying its relevance After all the SEC now demands mutual fund

prospectiises disclose whether comparative data drawn from the free market

was relied on by the funds board in approving the advisory contract and ifso

what the comparisons were and how they assisted the board in the approval

process
Data deemed relevant and material in the boaKl room deserves equal

treatment in the court room

Courts need to understand that in advisory fee cases where the absence of

arms-length bargaining is the central issue the focus belongs on free market

comparators where arms-length bargaining actually occurs and fair market

values are honestly established The focus needs to shift away from prices set

by conflicted dealings in the captive fund market In interpreting section

36b courts should replace Garten bergs misguided grab-bag of factors with

the Supreme Courts specially-crafted test to determine when unfairly

disparate treatment is compensable the McDonnell Douglas test In applying

McDonnell Douglas in the mutual fund context plaintiff should be able to

make out prima fhcie case of breach of fiduciary duty by showing that the

fiduciary-adviser charged the captive fund significantly higher prices than the

adviser or an affiliate or similarly-situated adviser charged institutional

clients in the free market for similar work Simply put when major pricing

discrepancies exist between free market and fund market pricing these

differences are prima facie proof that the fees charged the captive fund lack the

earmarks of an arms-length bargain and that fiduciary duties are being

breached

Just as courts must focus on free market comparators so too must directors

Directors should not turn their eyes away from proof of gross pricing

discrepancies for similar services The funds independent directors sit as

watchdogs tasked with policing
the advisers discharge of fiduciary duties

The time has come for fund directors to demand that fund advisers give fund

shareholders most favored nation treatment on advisory fees Fund

directors along with federal district court judges need to learn that in

advisory fee cases the focus belongs on fair market comparators not

conflicted dealings in the fund market Embracing this simple fair and easily

understood and applied concept would dramatically benefit fund shareholders

saving billions of dollars annually

Applying most favored nation treatment to mutual fund dvisory fee

payments has been classifiel by Forbes magazine writer Neil Weinberg as the

fund industrys worst nightmare.248 Weinbergs worst nightmare

248 Ned Weinberg Mutual Funch Worst Nightmare F0RBES.C0M Dcc 162003 http//

www.forbes.com/2003l12lI6/cz_nw_l2 l6mutual6inds.htinl Weinberg quoted One indusfly
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description demonstrates that when it comes to portfolio management

services knowledgeable Wall Street insiders themselves recognize that the

gross disparity between free market prices and fund market prices is an

accepted fact of life.249

That mutual fund sponsors worst nightmare involves treating fund

shareholders scrupulously fhirly when pricing vitalservices shows how far the

fund industry has strayed from sensible fiduciary standards Section 36bs
promise has been squandered Abandoning the confusing vague and unfair

Garten berg grab-bag and focusing directly on relevant free market pricing data

will bring honesty and thoughtful analysis to fund advisory fee pricing

decisions in the nations boardrooms and courtrooms

observer who had this reaction to the idea Its brilliant idea to bring most flivored nation

clauses to the mutual fund arena Id quoting Edward Siedle Investigator Benchmark

Financial Services

249 In the same vein when Freeman-Brown was first discussed in The Wall Street Journal

it was in story with title suggesting that proof ofprice gouging in mutual fUnd fees was old

news See Lauricella.supm note 75 at Cl the headline stated This Is News Fund Fees Are

Too High Study Says
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APPENDIX

Fund Yr Entered Program Average As.ets 2004 mm
Explorer 1975 7536

Morgan Growth 1975 4174

US Growth 1975 5698

Windsor 1975 18189

Wellesley

Income 1975 9906

Wellington 1975 29940

ntlGrowthFund 1981 7280

International

Value 1983 1864

Primecap 1984 21336

Windsor 11 1985 27668

Equity Income 1988 3042

Growth

Income 1993 6278

Capital

Opportunity
1995 6747

Global Equity

Income 1995 814

Select Value 1996 1595

US Value 2000 631

Growth Equity 2001 745

Capital Value 2002
351

MidCap Growth 2002 345

Intl Explorer 2002 999

Dividend Growth 2002 892
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APPENDDC

Vanguard Fund External Manager

Explorer Wellington Granahan Chartwell Grantharn

Morgan Growth Wellington Franklin Portfolio Assoc

US Growth Alliance Blair

Windsor Wellington Stanford Bernstein

Wellesley Wellington

Wellington Wellington

Intl Growth Fund Schroder BG Overseas

Intl Value Hansberger Sanford Bernstein

Prirnecap Primecap

Windsor II Barrow Equinox Hotchkis Tukman

Equity Income John Levin Wellington

Growth Income Franklin Portfolio Assoc

Capital Opportunity Marathon Arcadian

Global Equity Income Marathon Arcadian

Selected Value Barrow

US Value Grantham

Growth Equity Turner

Capital Value Wellington

Mid Cap Growth Provident

Intl Explorer Schroder

Dividend Growth Wellington
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INVESTMENT SUBADVISORY AGREEMENT WITH
WELLINGTON MANAGEMENT COMPANY LLP
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INVESTMENT SUBADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford

Investment Financial Services Company Delaware corporation HIFSCO and

Wellington Management Company LLP Massachusetts partnership Wellington

Management

WHEREAS HIFSCO has entered into an agreement for the provision of

investment management services to the ITT Hartford Mutual Funds Inc the

Company currently comprised of the ITT Hartford Small Company Fund ITT

Hartford Capital Appreciation Fund ITT Hartford International Opportunities

Fund ITT Hartford Dividend and Growth Fund ITT Hartford Stock Fund ITT

Hartford Advisers Fund ITT Hartford Bond Income Strategy Fund and ITT Hartford

Money Market Fund and

WHEREAS HIFSCO wishes to engage the services of Wellington Management

Company as SubAdviser to the ITT Hartford Small Company Fund ITT Hartford

Capital Appreciation Fund ITT Hartford International Opportunities Fund ITT

Hartford Dividend and Growth Fund ITT Hartford Stock Fund and ITT Hartford

Advisers Fund each Portfolio and together the Portfolios and

WHEREAS Wellington Management is willing to perform advisory services on

behalf of the Portfolios upon the terms and conditions and for the compensation

hereinafter set forth

NOW THEREFORE in consideration of the promises and mutual agreements
herein contained the parties hereto agree as follows

HIESCO hereby employs Wellington Management to serve as Sub-Adviser with

respect to the assets of the Portfolios and to perform the services

hereinafter set forth subject to the terms and conditions of the investment

objectives policies and restrictions of each Portfolio and Wellington

Management hereby accepts such employment and agrees during such period to

assume the obligations herein set forth for the compensation herein

provided

Wellington Management shall evaluate and implement an investment program

appropriate for each Portfolio which program shall be amended and updated

from time to time as financial and other economic conditions change as

determined by HIFSCO and Wellington Management

Wellington Management in consultation with HIFSCO when appropriate will

make all determinations with respect to the investment of the assets of the

Portfolios and the purchase or sale of portfolio securities and shall take

such

PAGE

steps as may be necessary to implement the same Such determinations and

services shall include advising the Companys Board of Directors of the

manner in which voting rights rights to consent to corporate action and

any other noninvestment decisions pertaining to Portfolios securities

should be exercised.

Wellington Management will regularly furnish reports with respect to the

portfolios at periodic meetings of the Companys Board of Directors and at

such other times as may be reasonably requested by the Companys Board of

Directors which reports shall include WeJlington Managements economic

outlook and investment strategy and discussion of the portfolio activity

and the performance of the Portfolios since the last report Copies of all

such reports shall be furnished to HIFSCO for examination and review within

reasonable time prior to the presentation of such reports to the

Companys Board of Directors



Wellington Management shall manage each Portfolio in conformity with the

Companys Articles of Incorporation and Bylaws each as amended from time

to time and the Investment Company Act of 1940 as amended other

applicable laws and to the investment objectives policies and

restrictions of each Portfolio as set forth in the Portfolios prospectus

and statement of additional information or any investment guidelines or

other instructions received in writing from HIFSCO and subject further to

such policies and instructions as the Board of Directors or HIFSCO may from

time to time establish and deliver to Wellington Management

In addition Wellington Management will cause the Portfolios to comply with

the requirements of Section 851b of the Internal Revenue Code of

1986 as amended the Code regarding derivation of income from specified

investment activities Section 851b of the Code regarding the

limitation of gains from the disposition of securities and certain other

investments held less than three months and Section 851b of the

Code regarding diversification of the Portfolios assets

Wellington Management will select the brokers or dealers that will execute

the purchases and sales of portfolio securities for the Portfolios and

place in the name of each Portfolio or its nominees all such orders

When placing such orders Wellington Management shall use its best efforts

to obtain the best net security price available for each Portfolio Subject

to and in accordance with any directions that the Board of Directors may

issue from time to time Wellington Management may also be authorized to

effect individual securities transactions at commission rates in excess of

the minimum commission rates

PAGE

available if Wellington Management determines in good faith that such

amount of commission is reasonable in relation to the value of the

brokerage or research services provided bi such broker or dealer viewed in

terms of either that particular transaction or Wellington Managements
overall responsibilities with respect to the Portfolios and Wellington

Managements other advisory clients The execution of such transactions

shall not be deemed to represent an unlawful act or breach of any duty

created by this Agreement or otherwise Wellington Management will promptly

communicate to the Board of Directors such information relating to

portfolio transactions as they may reasonably request

As compensation for the performance of the services by Wellington

Management hereunder HIFSCO shall pay to Wellington Management as

promptly as possible after the last day of each calendar year quarter
fee accrued daily and paid quarterly based upon the following annual rates

and calculated based upon the average daily net asset values of each of the

Portfolios as follows

ITT HARTFORD SMALL COMPANY FUND ITT HARTFORD CAPITAL APPRECIATION

FUND AND ITT HARTFORD INTERNATIONAL OPPORTUNITIES FUND

NET ASSET VALUE ANNUAL RATE

First $50000000 0.40%

Next $100000000 0.30%

Next $350000000 0.25%

Next $500000000 0.20%

Over $1 Billion 0.175%

ITT HARTFORD DIVIDEND AND GROWTH FUND ITT HARTFORD STOCK FUND AND

ITT HARTFORD ADVISERS FUND



NET ASSET VALUE ANNUAL RATE

First $50000000 0.325%

Next $100000000 0.25%

Next $350000000 0.20%

Next $500000000 0.15%

Over $1 Billion 0.125%

Wellington Management may waive all or portion of its fees from

time to time as agreed between the parties
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If it is necessary to calculate the fee for period of time which is

not calendar quarter then the fee shall be calculated at the

annual rates provided above but prorated for the number of days

elapsed in the period in question as percentage of the total number
of days in such period ii based upon the average of each

Portfolios daily net asset value for the period in question and

iii paid within reasonable time after the close of such period

Wellington Management will bear all expenses in connection with the

performance of its services under this Agreement

Wellington Management will not be entitled to receive any payment for

the performance of its services hereunder from the Portfolios

Wellington Management agrees to notify HIFSCO of any change in

Wellington Managements personnel that are directly involved in the

management of the Portfolios within reasonable time following the

occurrence of such change

Wellington Management shall not be liable for any loss or losses sustained

by reason of any investment including the purchase holding or sale of any

security as long as Wellington Management shall have acted in good faith

and with due care provided however that no provision in this Agreement
shall be deemed to protect Wellington Management and Wellington Management
shall indemnify HIFSCO for any and all loss damage judgment fine or

award paid in settlement and attorneys fees related to Wellington

Managements willful misfeasance bad faith or gross negligence in the

performance of its duties or by reason of its reckless disregard of its

obligations and duties under this Agreement

This Agreement shall become effective on March 1997 and shall

continue in effect through July 22 1998 This Agreement unless

sooner terminated in accordance with 9b below shall continue in

effect from year to year thereafter provided that its continuance is

specifically approved at least annually by vote of the majority
of the members of the Board of Directors of the Company or by vote

of majority of the outstanding voting securities of each Portfolio
and in either event by the vote of majority of the members of

the Companys Board of Directors who are not parties to this Agreement

or interested persons of any such party cast in person at meeting
called for the purpose of voting on this Agreement
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This Agreement may be terminated with respect to each Portfolio at

any time without the payment of any penalty either by vote of the

members of the Board of Directors of the Company or by vote of

majority of any Portfolios outstanding voting securities or by



HIFSCO on written notice to Wellington Management shall

immediately terminate in the event of its assignment may be

terminated by Wellington Management on ninety days prior written

notice to HIFSCO but such termination will not be effective until

HIFSCO shall have contracted with one or more persons to serve as

successor SubAdviser for the Portfolio or HIFSCO or an affiliate of

HIFSCO agrees to manage the Portfolio and such persons shall have

assumed such position and will terminate automatically upon

termination of the advisory agreement between HIFSCO and the Company

of even date herewith

Cc As used in this Agreement the terms assignment interested

parties and vote of majority of the Companys outstanding voting

securities shall have the meanings set forth for such terms in the

Investment Company Act of 1940 as amended

Cd Any notice under this Agreement shall be given in writing addressed

and delivered or mailed postpaid to the other party or parties at

the current office address provided by each party

10 Nothing in this Agreement shall limit or restrict the right of any partner

officer or employee of Wellington Management to engage in any business or

to devote his or her time and attention in part to the management or other

aspects of any other business whether of similar nature or dissimilar

nature nor to limit or restrict the right of Wellington Management to

engage in any other business or to render services of any kind to any other

corporation firm individual or association

11 HIFSCO agrees that neither it nor any affiliate of HIFSCO will use

Wellington Managements name or refer to Wellington Management or

Wellington Managements clients in marketing and promotional materials

without prior notification to and authorization by Wellington Management

such authorization not to be unreasonably withheld

12 If any provision of this Agreement shall be held or made invalid by court

decision statute rule or otherwise the remainder of this Agreement shall

not be affected thereby

PAGE

13 The amendment of this Agreement for the sole purpose of adding one or more

Portfolios shall not be deemed an amendment affecting an already existing

Portfolio and requiring the approval of shareholders of that Portfolio

14 To the extent that federal securities laws do not apply this Agreement and

all performance hereunder shall be governed by the laws of the State of

Connecticut which apply to contracts made and to be performed in the State

of Connecticut

The remainder of this page is left blank intentionally

PAGE

IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

executed on the 3rd day of March 1997

HARTFORD INVESTMENT FINANCIAL

SERVICES COMPANY
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EXHIBIT 99.dx

ANENDMENT NUMBER TO INVESTMENT SUB-ADVISORY AGREEMENT

The Investment SubAdvisory Agreement between Hartford Investment

Financial Services Company and Wellington Management Company LLP Wellington
Management dated March 1997 the Agreement is hereby amended to include

The Hartford MidCap Fund the Fund as an additional Portfolio All provisions
in the Agreement shall apply to the Fund except as follows

Wellington Management shall be paid fee accrued daily and paid

quarterly based upon the following annual rates and upon the calculated daily

net asset value of the Fund

TABLE
CAPTION

Net Asset Value Annual Rate

First $50000000 0.40%

Next $100000000 0.30%

Next $350000000 0.25%

Next $500000000 0.20%

Amount Over $1 Billion 0.175%

/TABLE

Wellington Management shall waive 100% of its fees until the assets of the

Fund reach $100 million and thereafter 50% of its fees until the assets reach

$500 million and thereafter 25% of its fees until the assets of the Fund

reach $1 billion exclusive of seed money

The effective date for this Amendment shall be December 31 1997 The

initial term of the amended Agreement with respect to the Fund shall be for

two-year period subject to continuance or termination as specified in Sections

9a and 9b of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this Amendment to be

executed on the 29 day of December 1997

HARTFORD INVESTMENT FINANCIAL

SERVICES COMPANY

Is Joseph Gareau

By Joseph Gareau

Title Executive Vice President

WELLINGTON MANAGEMENT COMPANY LLP

/s/ Robert Doran

By Robert Doran

Title Chairman

TEXT
DOCUMENT
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AMENDMENT NUMBER TO

INVESTMENT SERVICES AGREEMENT

Pursuant to the Investment Services Agreement between Hartford Investment

Financial Services LLC formerly known as Hartford Investment Financial

Services Company and Hartford Investment Management Company formerly known as

The Hartford Investment Management Company dated as of March 1997 the

Agreement THE HARTFORD INCOME FUND THE HARTFORD INFLATION PLUS FUND THE

HARTFORD SHORT DURPTION FUND THE HARTFORD TAX-FREE CALIFORNIA FUND and THE

HARTFORDTAX-FREE NEW YORK FUND are hereby included in the Agreement as

Portfolios All provisions in the Agreement shall apply to the management of The

Hartford Income Fund The Hartford Inflation Plus Fund The Hartford Short

Duration Fund The Hartford TaxFree California Fund and The Hartford TaxFree

New York Fund

This amended Agreement is effective for period of two years from the

date hereof and shall continue in effect thereafter in accordance with the

provisions of Section of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this 1mendment to be

executed on the 31st day of October 2002

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

By Is David Znamierowski

David Znamierowski

Senior Vice President Investments

HARTFORD INVESTMENT MANAGEMENT COMPANY

By Is David Znamierowski

David Znamierowski

President

IT EXT
DOCUMENT



Investment Management Report on Mutual Fund Fees and Expenses

abundance of caution adopt defensive 12b-i plans Defensive plans exist solely to

ensure that if court found any fund operating expense to be also distribution

expense the expense would be covered under 12b-1 plan The result some funds

have 12b-1 plans although no assets are used for distribution purposes Similarly

other funds that do use their assets to pay for distribution extend their 12b-1 plans

to cover operating expenses as well

2See Protecting Investors supra note 18 at 320-26

The sales load -- representing the difference between the price per share at which

fund shares are offered to the public and the net amount per share invested in the

fund -- is retained by funds principal underwriter and/or the selling broker-dealer

and no part is paid to the fund The sales load is used to finance the brokers

commissions other sales and promotional expenses and the underwriters profit if

any

During the 1970s the Commission received number of requests to allow fund

assets to be used to pay for distribution Reasons cited to approve these requests

Included rising net redemptions growing public resistance to high front-end sales

loads the Increased popularity of no-load funds and the availability of competing

Investment products without front-end loads Another rationale was that use of fund

assets for distribution expenditures would result in net flow of cash Into funds and

in turn economies of scale and more effective portfolio management In 1979 after

extensive consideration the Commission proposed rule 12b-1 stating that funds

should be permitted to bear distribution expenses if they were disclosed and

regulated Bearing of Mutual Fund Expenses by Shareholders Investment Company

Act Release No 10862 44 Fed Reg 54014 Sept 17 1979 The Commission

adopted rule 12 b-i in October 1980 Bearing of Distribution Expenses by Mutual

Funds Investment Company Act Release No 11414 45 Fed Reg 73898 Oct 28

1980

Investment Company Institute Statement of the Investment Company Institute

Regarding the Operation of Rule 12b-1 Plans 23 Aug 1986

See Protecting Investors supra note 18 at 294

Many fund families offer their funds in multi-class structure One common

structure consists of share class with front-end load and small 12b-1 fee

commonly referred to as Shares share class with CDSL and larger i2b-i

fee that expires after typically 5-8 years commonly known as Shares and

share class with larger i2b-i fee that never expires but rio front-end load or CDSL

commonly referred to as shares

Order Approving Proposed Rule Change Relating to the Limitation of Asset-Based

Sales Charges as Imposed by Investment Companies Securities Exchange Act

Release No 30897 57 Fed Reg 30985 iuly 1992

2A basis point is equal to 1/100 of 1%

22 See infra Section III.C.4 for further discussion of total shareholder cost analysis

21 Although we attempted to use all available data we eliminated some funds from

the study because of missing data For example in 1999 the Morningstar Prlncipia Pm
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database included observations for 11078 classes We excluded 2177 classes

because they were missing data for one or more of the variables in our regression

There were 1084 classes without values for the expense ratio and another 1093
classes without values for one or more of the independent variables This left us with

8901 classes for which we have complete data

22 The Morningstar databases use fund classes rather than funds as the basic data

item The ramifications of this approach are discussed below and Infra note 97

llSee supra note 67 and accompanying text

Master-feeder arrangements are another organizational structure that is designed

to offer additional choice to fund investors Like reguIar mutual fund master
fund invests in stocks bonds and other portfolio securities Unlike regular mutual

fund the master fund distributes its shares not directly but through other funds

feeder funds feeder fund sells its shares to the public but invests only in shares
of the master fund Feeder funds like classes may offer varying levels of service or

alternative ways of paying for distribution costs The Mornlngstar Pr/nc/p/a Pro

database includes feeder funds as separate observations Pr/nc/p/a Pro identified 556
feeder funds with total assets of more than $200 billion as of March 31 2000

Although investors purchase shares of specific class and incur that c$asses

expenses analysis of fund expenses at the class level can sometimes produce
anomalous results Consider the following example Class of Big Fund Inc Big
Fund Is small in terms of asset size share class of very large fund Small

Fund Inc Is identical to Big Fund in all respects same asset size investment

objective etc except that It is stand-alone fund Big Fund is likely to have

lower expense ratio than Small Fund Inc because Big Fund is likely to benefit

from scale economies that are produced by Big Funds other larger classes mutual

fund expense analysis that is performed at the class level would incorrectly identify

Big Fund as small fund with low expenses when it may more appropriately be

identified as large fund with low expenses

In constructing our econometric model we consider each class of multi-class fund

to have an asset size equal to the sum of the assets of all the classes that share

common Investment portfolio See Infra note 98 and accompanying text

22 All mutual funds are required to provide reports to shareholders including expense
ratios 60 days after the end of their fiscal years To capture data on calendar year

basis we used Morningstar data for the end of March

Although we recognize that the sample may not adequately portray the experience
of smaller funds we believe that the sample reflects the results that are likely to be

experienced by funds with the most assets and the most shareholders

For this analysis multiple-class funds were evaluated at the fund level because all

classes of multiple class fund are subject to single management contract

QAn equally weighted average assumes that all members of population are equally

important and gives equal weight to all data points In-populations where some
members are more important than others an average that gIves more weight to the

more important members weighted average may be more appropriate
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It would appear that the weighted expense ratio Increased In 1999 as result of

the growth In assets of equity international and specialty classes relative to bond

classes Assets of equity classes increased 2.9% international classes increased 1.7%

and specialty classes increased 2.0% while assets of bond classes declined 6.6%

Because equity international and specialty classes generally have higher expense

ratios than bond classes any increase in the proportion of assets in these investment

categories would tend to increase the weighted average for all classes See infra

Section 1II.C.5

For discussion of the extent to which lines between mutual fund distribution

expense categories and marketing channels have become blurred see FinancIal

Research Corp The Alphabet Soup of Share Classes Or Whatever Happened to

Simplicity visited Aug 30 2000

http//www.mfcafe.com/pafltry98/bP5_l00598 html

We refer to classes that may call themselves no-load under current NASD rules as

extended no-load classes The data for pure no-load classes and extended no-load

classes are broken out separately in Appendix Two

.4 Sales load data reported by Mornlngstar are the maximum sales loads charged

See John Rea and Brian Reid Trends in OwnershIp Cost of Equity Mutual

Funds Investment Company Institute Perspective NOv 1998 at4 Rea and Reid

This study found that for stock mutual funds sales-weighted average shareholder

costs decreased from 2.25% of new Investments In 1980 to 1.49% of new

investments in 1998 -- decrease of almost 34% Stock fund operating costs rose by

12 basis points during the period however Subsequent Investment Company

Institute studies have yielded similar results See generally John Rea and Brian

Reid Total Shareholder Cost of Bond and Money Market Mutual Funds Perspective

Mar 1999 at John Rea eta Operating Expense Ratios Assets and Economies

of Scale in Equity Mutual Funds PerspectIve Dec 1999

Data about the maximum sales load that investors could pay are readily available

Data about the extent to which investors actually pay less than the maximum sales

load because they are eligible for discounts for large purchases for purchases

through retirement accounts or for other reasons are not available

Available data about investor holding perlod.s are limited and anecdotal evidence is

contradictory Looking first at the overall picture during recent years the annual

redemption rate redemptions as percentage of average assets for all stock funds

has been 17-18% implying an average holding period of just under years The

annual redemption rate for all bond funds has been roughly 20% implying an

average holding period of years See ICI Fact Book supra note at 69 87
recent article in the trade press cited years as the average mutual fund holding

period Gavin Daly Edward Jones Starts Selling Funds in U.K Ignites.com visited

Dec 13 1999 http//www.ignite5.cOm Another article claimed years as the

average holding period for stock funds citing long-term study of investor behavior

by Dalbar Inc mutual fund research firm Stock Fund Investors Who Stay Put

Double Returns Dalbar Dow Jones News Svc Dec 1999 Financial Research

Corporation another mutual fund research firm concludes that based on an analysis

of figures published by the Investment Company Institute the average holding period

for mutual funds has declined from about 10 years in the early 1990s to current

holding period of two-and-a-half years Financial Research Corp Is Three the MagIc

Number Mutual Fund CafØ visited Oct 2000
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http//www.mfcafe.com/blue/bps.htmi Some observers beireve that as access to

information has increased and trading has become easier the average holding period

has declined See e.g Darlene DeRemer et al High Turnover May be Hurting Fund

Company Profits Mutual Fund Cafe last modified Nov 1998
http//www.mfcafe.com/pantry/is_1198.htm Others argue that minority of active

traders are skewing the statistics and that large majority of fund shareholders are

buy- and-hold long term investors See e.g Gavin Daly Fears about Short-Term

Trading Called Overblown visited Aug 23 2000 http//www.ignites.com citing

results from study conducted by Strategic Insight mutual fund consulting firm
Of course aggregate figures about average holding periods may conceal wide

variations among different groups of investors and funds For example according to

one recent article the typical holding period for an investor who utilizes the Charles

Schwab mutual fund supermarket is ..Jn the two-to-three year range.u Bridget
OBrian and Pui-Wing Tam More and More Dollars Flow to Hotshot Funds Wail St

June 1999 at Ri quoting Guy Mozkowski an asset-management analyst at

Salomon Smith Barney Inc In contrast other recent articles indicate that for one

large load fund family the average holding period is 12 years and that clients of one
medium-size brokerage firm hold fund shares for more than 18 years on average
Oster Capital Appreciation Smart Money Mar 1999 at 130-35

Rea and Peid used holding period estimates contained in study performed by The
Wyatt Company for the NASD in 1990 The Wyatt Company selected random
sample of stock and bond fund accounts that were opened In 1974 at funds with front-

end loads and determined the percentage of the original share purchases that was
redeemed in each of the subsequent 15 years See Rea and Reid supra note 85 at

Sirri and Tufano Competition and Change in the Mutual Fund Industry
Financial Services Perspectives and Challenges 190-91 1993

Internationai funds invest in stocks and bonds of non-U.S companies and
governments Specialty funds sometimes referred to as sector funds concentrate
their investments in specific industries or industry sectors

21 See e.g Andrew Leckey Market Sag Puts Harsher Light on Fund Fees Chicago

Tribune Mar ii 2000 available In 2000 WL 3644678 Are Your Managers
Overpaid Los Angeles Times at S6 Oct 10 1999 available In 1999 WL 26182762
Scott Cooley Revisiting Fund Costs Up or Down Mornlngstar Mutual Funds Feb
21 1999 at Si

See Upper Analytical Services Inc The Third White Paper Are Mutual Fund Fees

Reasonable at 12-13 Sept 1997

21 Results of the econometric model presented in the next section differ from the

results described in this section The results of the model show that as funds get
older their expense ratios increase

2A number of researchers have used similar mathematical models in their studies of

issues related to mutual fund expenses See e.g Stephen Ferris and Don
Chance The Effect of 12b-1 Plans on Mutual Fund Expense Ratios Note 42
Fin.1081 1987 Don Chance and Stephen Ferris Mutual Fund Distribution
3.Fin Services Res 39 1991 Charles Trzcinka and Robert Zweig An Economic
Analysis of the Cost and Benefits of S.E.C Rule 12b-1 at 22 N.Y.U Leonard School of
Business Monograph Series in Finance and Economics No 1990-1 1991
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The basic model is as follows

Ea blLnAssets b21/Famsize b3LnFamnum b4LnTurnover

b5Lnfttoldlngs b6LnAge b7Equity b8Hybrid b9I Bond blOI

Equity bllSpeciaity b12Index b13Institutlon b14Load b15Class

b1612b_1

where

classs expense ratio

LnAssets natural log of funds net assets in millions

1/Famsize reciprocal of family net assets in millions

LnFanmum natural log of number of funds in family

LnTurnover natural log of classs turnover

LnHoldings natural log of number of issues in classs portfolio

LnAge natural log of funds age in
years

Equity an indicator variable that equals if the fund is domestic equityfund

otherwise

Hybrid an indicator variable that equals
if the fund is domestic hybrid fund0

otherwise

Bond an indicator variable that equals if the fund is an international bond

fund otherwise

Equity an indicator variable that equals if the fund is an international equity

fund otherwise

Special an indicator variable that equals if the fund is specialty fund

otherwise

Index an indicator variable that equals if the fund is an index fund

otherwise

Institution an indicator variable that equals if the class is an institutional class or

fund otherwise

Load an indicator variable that equals if the class has front-end load

otherwise

Class an indicator variable that equals if the class is part of multi-class

fund otherwise

l2b-l maximum l2b-l fee
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error

We define factor as important if its test statistic is greater than the critical

value approximately 1.96 At this value we are statistically confident 95% of the

time that the attribute is associated with an effect on the expense ratio The test

statistic for each expense factor is shown in Appendix One

2Z Our approach of using classes rather than funds as data item presents two

problems in our regression analysis First it potentially gives more weight to the

results of multi-class funds than to the results of single-class funds Second not all

observations are independent of each other One of the fundamental assumptions of

regression analysis is that the observations are Independent While each class

typically has its own expense ratio many fund expenses Including the management

fee are incurred at the portfolio level and then allocated among funds classes

typically based on the relative net assets of each class Other expenses including lZb
fees and some administrative fees are incurred directly at the class level Because
funds classes bear many expenses in common the operating expense ratios of

funds classes usually are very similar and frequently are identical In addition most
of the independent variables in the model are identical across classes in the same
fund This lack of Independence among observations may cause the regression

analysis to understate the standard errors and overstate the t-statistics To determine

whether our approach led to erroneous conclusions we also regressed proxy for

operating expenses the expense ratio less the maximum 12b-1 fee on the

independent variables exclusive of the maximum 12b-1 fee In this second model we
used only one observation for each fund For multi-class funds we used as the

expense ratio variable the asset-weighted average operating expense ratio of all

classes in the fund The institutional and load variables were the proportion of assets

in classes with these characteristics The results of this model are not qualitatively

different from the results presented in this section The coefficients of the second

model are very similar to those of the basic model and all remain statistically

significant

2Although each fund class is represented as separate data item with its own

expense ratio the asset size of each class is calculated as the sum of the assets of all

classes that that we could identify as sharing common investment portfolio. In other

words asset size is calculated at the fund level The age of fund is considered to be

the age of the funds oldest class

2Our standard errors also may be biased downward because expense ratios among
the funds in fund family are likely not independent

The reader should note that for certain factors.fund assets number of funds in

the fund family number of portfolio holdings and turnover the associated variable in

our model is the natural logarithm of the factor For second group of factors those
associated with funds investment category whether not it is an index institutional

or multi-class fund the factor in the model is known as an indicator variable That is
the value of the factor in the model can be only or

12 number of funds that are part of very small fund families have everything else

equal relatively high operating expense ratios We did not observe relationship

between fund family assets and operating expense ratios for funds that are members
of larger fund families except as noted in note 110 with respect to four large fund

families One way of capturing this relationship is to include as an independent
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variable the reciprocal of fund family assets The t-statistiC for the coefficient of the

reciprocal of family assets is considerably larger than that obtained when the natural

logarithm of fund family assets is used further supporting the reciprocal as the better

measure of the relationship

192 If the coefficient were equal to 1.0 then everything else held constant funds with

12b-1 fees would have expenses that are higher than the expenses of other funds by

an amount that equaled the maximum 12b-1 fee

i2 Management expenses consist of fees paid for investment advice and other

services provided under funds management contract Not all funds account for

management expenses in the same way however Some funds define the

management fee narrowly to cover only the cost of selecting portfolio securities

while other funds define it more broadly to cover variety of administrative and

other services See supra Section III.B.1 What Costs are included in Funds

Expense Ratio

1QThe 1000 classes included in the regression analysis represent approximately

82% of fund assets in 1999 The smallest class in the sample had assets of $704

million In 1999 Although we recognize that the sample may not adequately portray

the experience of smaller funds we believe that the sample reflects the results that

are likely to be experienced by the funds with the most assets and the most

shareholders

1Q See e.g Protecting Investors supra note 18 at 256 n.12 Advisory fees

typically are calculated as percentage of assets under management although the

cost of providing investment advisory services -- consisting largely of salaries and

overhead -- is relatively fixed i.e portfolio manager can manage $500 million

nearly as easily as $100 million An advisory fee that does not scale down as

company assets increase consequently may yield enormous profits to the adviser to

the detriment of shareholders.

1Q See supra note 60 and accompanying text

122 Although breakpoints are not legally required to be included in the advisory

contract the fee structures of many funds have been specifically designed to pass

along economies of scale by means of breakpoints Statement of Matthew Fink

President Investment Company Institute before the Subcomm on Finance and

Hazardous Materials of the House Common Commerce Sept 29 1998 at 21-22

available in 1998 WL 18088868

1Q See Tamar Frankel The Regulation of Money Managers 260 1978

122 See Id

flAlthough the magnitude of change in funds management expense ratio that is

associated with changes in fund family asset size appears to be large this result may

be attributable to four large fund families When we reran the regression model with

the four fund families omitted we found no statistically significant relationship

between funds management expense ratio and the asset size of its fund family

ill Other fund attributes found to be important in explaining funds management

expense ratio in 1999 were investment category portfolio turnover fund age and
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whether or not .a fund is an index fund or an institutional funa Iqulty funds had

higher management expense ratios than bond funds and international and specialty

funds had higher management expense ratios than equity funds Funds with more
portfolio turnover had higher management expense ratios Older funds had lower

management expense ratios than newer funds

fl2The 100 largest fund portfolios had combined assets of $1.4 trillion in 1997 $1.6

trillion in 1998 and $2.0 trillion in 1999 The assets of these funds represented 47%
of all stock and bond fund assets in 1997 and 45% of total assets in 1998 and 1999
We observed that during the three-year period some funds adjusted their breakpoints

to account for more assets and that in 1999 the funds in one large fund complex
eliminated their fee breakpoint arrangements

fl Investment Company Institute Mutual Funds and the Retirement Market

Fundamentals Investment Company Research In Brief May 2000 at 1-2

.li We recognize that not all expenses associated with 401k plans are included in

mutual fund expense ratios

liAnother option would be to mandate that mutual funds include in their

prospectuses or shareholder reports new standardized ending-value table The
ending value table would utilize historical information about funds expenses to

illustrate how seemingly small changes in expenses can have large impact on the

amount of money accumulated for long-term goal For example if retirement

saver invested $5000 per year starting at age 25 earned an average annual rate of

return of 9% over 40 years and incurred no expenses his or her ending value would

be $1841459 If the same Investment were subject to annual expenses of 50 basis

points his or her ending value would be reduced by more than $257000 or 14%

The ending value table would compare the ending value after ten or twenty years of

an investment e.g $10000 that incurred the funds historical expense ratio to the

ending value of an investment that Incurred an expense ratio of zero 1% or any
other number mandated by Commission rule The expense numbers would be applied

to standardized return such as 5% the return used in the fee table example or

number between 9-l2% that would reflect the historical return on equities over the

last 20-80 years The table would enable investors to readily compare funds with

respect to the long-term impact of fund expenses on the ending value of an account

For more information about the long-term effect of expenses on the ending value of

an investment account see Mamta Murthi Michael Orzag and Peter Orzag The

Charge Ratio on Individual Accounts Lessons from the U.K Experience Birkbeck
College University of London Discussion Papers in Economics Mar 1999

.li The Investment Company Institute produces series of educational brochures in

English and Spanish to help individuals make well-informed investment decisions

These include Frequently Asked Questions About Mutual Fund Fees In reference to

efforts of the IC to educate Investors Chairman Levitt recently stated is no

better way to bring opportunity to more people than to educate them on the

fundamentals of sound Investing By providing the guidance and resources for these

programs the IC moves more Americans closer to realizing their long-tern financial

goals.SEC Chairman Arthur Levitt Address on the 60th Anniversary of the

Investment Company Act and the Investment Company Institute Oct 2000 last
visited Dec 15 2000 http//www.sec.gov/news/speeches/spch4o3.htm
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liZ KPMG Peat Marwick LLP An Educational Analysis of Tax-Managed Mutual Funds

and the Taxable Investor 14 1999 The KPMG study analyzed the performance of

496 domestic stock funds for the ten years ended December 31 1997 The average

annual total return for the median fund in this group was 16.1% before taxes and

13.5% after taxes The median fund Is the fund at the midpoint of the frequency

distribution An equal number of funds have higher or lower return than the median

fund.Annual performance given up to taxes ranged from low of zero to high of

5.6% with median of 2.6%

li See Role of Independent Directors of Investment Companies Investment

Company Act Release No 2082 64 Fed Reg 59826 Nov 1999

ilInformation may be available from variety of legal accounting and academic

organizations The Directors Program Committee of the Investment Company

Institute sponsors number of educational and information programs for fund

directors We also believe that the recently formed Mutual Fund Directors Education

Council described in Section II.B.2 will serve as useful source of information for

fund directors As part of the Councils plan to develop programs to promote culture

of independence and accountability in the boardroom we recommend that the Council

focus on the directors role in negotiating
fees and expenses

12 Any study of the costs of investment management would require fact-finding and

analysis similar to that previously conducted by the Wharton School of Finance and

Commerce Wharton School The Commission retained the Securities Research Unit

of the Wharton School of Finance and Commerce of the University of Pennsylvania to

make fact-finding survey nd report on certain aspects and practices of registered

investment companies See Investment Company Act Release No 2729 1958 WL

5755 SEC Jun .13 1958 The Wharton School produced Study of Mutual

Funds H.R Rep No 2274 87th Cong 2d Sess 491-95 1962 which formed

basis for the 1970 amendments to the Investment Company Act

li As described supra in Section III.B other fund costs that may be paid for outside

of the funds expense ratio include costs related to marketing and distribution

financial advice to fund investors and maintenance of shareholder accounts In many

cases some or all of these costs may be paid separately by the shareholder

.12 During the period 1989-1993 accordIng to one study the average stock fund paid

annual brokerage commissions equal to 0.28% of net assets This figure excludes the

market Impact costs of fund portfolio transactions i.e changes in the price of

security that result directly from funds trading activity See Miles Livingston and

Edward ONeal Mutual Fund Brokerage CommissionS 19 J.Fin.Res 272 1996

mAlthough mutual funds investment manager has an obligation to seek the best

execUtion of securities transactions arranged for on behalf of the fund the manager is

not obligated to obtain the lowest possible commission cost The managers obligation

is to seek to obtain the most favorable terms for transaction reasonably available

under the circumstances See Securities Brokerage and Research Services Exchange

Act Release No 23170 51 Fed Reg 16004 16011 Apr 23 1986 Section 15c
of the Investment Cmpany Act requires funds board of directors to request and

review and the funds manager to supply such information as may reasonably be

necessary for the funds board to evaluate the terms of the advisory contract between

the adviser and the fund Research and other services purchased by the adviser with

the funds brokerage bear on the reasonableness of the advisory fee because the

research and other services would otherwise have to be purchased by the adviser
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itself resulting in higher expenses and lower profitability for the adviser Therefore

mutual fund advisers that have soft dollar arrangements must provide their funds

boards with information regarding their soft dollar practices See SEC Office of

Compliance Inspections and Examinations Inspection Report on the Soft Dollar

Practices of Broker/Dealers Investment Advisers and Mutual Funds 30 Sept 22

1998 hereinafter Soft Dollar Report

iliSee Soft Dollar Report supra note 123 at 5-6 Soft dollar arrangements

developed as means by which brokers discounted commission rates that were fixed

at artificially high levels by exchange rules Prior to 1975 institutional advisers took

advantage of competition among brokers and their willingness to accept

compensation lower than the fixed rates in order to recapture portions of the

commissions paid on institutional orders Fixed commission rates that far exceeded

the costs of executing trades provided the fuel to support an increasingly complex

pattern of practices to recapture portions of these commissions by advisers including

give-ups and other reciprocal practices Investment company managers directed

give-ups to brokers that sold fund shares in order to motivate or reward such sales

efforts Fund managers also used give-ups as reward for research ideas furnished

by brokers to them in their capacity as Investment advisers to funds The Commission

abolished the system of fixed commission effective May 1975 Soon thereafter

Congress enacted Section 28e of the Securities and Exchange Act of 1934 in order

to clarify that under certain circumstances an investment manager may pay more

than the lowest available commission In recognition of research and other services

provided by the broker-dealer See Id at 6-7

J2- All advisers Including the investment advisers of mutual funds have an obligation

to act in the best interests of their clients and to place client interests before their

own They also have an affirmative duty of full and fair disclosure of all material facts

to their clients See 15 U.S.C 80b-6 2000 Section 206 of the Investment

Advisers Act of 1940 S.E.C Capital Gains Research Bureau 375 U.S 180 1963

Some of the funds that engage in directed brokerage disclose the practice in the

prospectus the statement of additional information and/or the annual report to

shareholders Others use the footnotes to the financial statements to make the

disclosure In 1995 the Commission adopted accounting rules which require funds to

report all expenses gross of off-sets or reimbursements pursuant to directed

brokerage arrangement See 17 C.F.R 210.6-07g 2000 Rule 6-07g of Reg 5-

This requirement is designed to allow investors to compare expenses among funds

J2 See generally Bearing of Distribution Expenses by Mutual Funds Investment

Company Act Release No 11414 Oct 28 1980 45 FR 73898 hereinafter

Adopting Release When rule 12b-1 was adopted the Commission stated the rule

was intended to flexible and that the Commission would monitor and make

adjustments as necessary Id at 22 Since 1980 the rule has not been substantively

mended

2Z See Joel Goldberg and Gregory Bressler Revisiting Rule 12b-1 under the

Investment Company Act 31 ev Sec and Commodities Reg 147 147-152 1998

i2IId at 151
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See Adopting Release supra note 126 See also supra note 29 and accompanying

text

QSee Goldberg and Bressler supra note 127 at 151

iI1 See Goldberg and Bressler supra note 127 at 151 Paul Haaga Jr and

Michele Yang Distribution of Mutual Fund Shares Rule 12b-1 Practicing Law

Institute 40 Act Institute 1990

i2 See Goldberg and Bressler supra note 127 at 151

ii3 See supra Section III.B.2

iI In typical fund supermarket the sponsor of the program broker-dealer or

other institution offers variety of services to participating fund and its

shareholders The services include establishing maintaining and processing changes

in shareholder accounts communicating with shareholders preparing account

statements and confirmations and providing distribution services For the services

that it provides the sponsor charges either transaction fee to its customer or an

asset-based fee generally ranging from 0.25% to 0.40% annually of the average

value of the shares of the fund held by the sponsors customers The asset-based fee

is paid by the fund its Investment adviser an affiliate of the adviser or

combination of all three entities See Letter from Douglas Scheidt Associate Director

of the Division of Investment Management to Craig Tyle General Counsel of the

Investment Company Institute pub avail Oct 30 1998 at 2-4 available in 1998

WL 1543541 2_4 SEC 1998 hereInafter Investment Company Institute

.U See The Shareholder Services Group Inc pub avail Aug 12 1992 and

Investment Company Institute supra note 134

See e.g Rochelle Kauffman Plesset and Diane Ambler The Financing of

Mutual Fund Share Arrangements 52 Bus Law 1385 1997 Tania Padgettf First

Union Group Plans to Cater to Cash Needs of Mutual Fund Firms American Banker

May 17 1.996 at 20 Michael Brush Are Managers Counting on Rubber Stamp

N.Y Times Dec 29 1996 at F9

1.Z Some distributors sell their rights to receive certain 12b-1 fees to commercial

bank or finance company Other distributors securitize their 12b-1 fees by

transferring the rights to receive certain 12b-1 fees to special purpose entity The

entity in turn issues one or more classes of securities The holders of these

securities receive payments of interest and principal from the cash flows generated by

the 12b-1 fees See Plesset and Ambler supra note 136 at 1398-1402 1405

ifl When investors and rating agencies evaluate the quality of asset-backed

securities key criterion is the degree of assurance that the revenue stream of 12b-1

fees will remain uninterrupted over the life of the security See Plesset and Ambler

supra note 136

See Adopting Release supra note 126 See also supra note 29 and accompanying

text
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Table by Complex The asset figures include stock bond aid money market mutual

funds and exclude underlying mutual funds of Insurance company separate accounts

For stock funds the market share of the three fund families in 1998 was 35% See

John Rekenthaler Which Way is Up The Debate About Fund Costs visited Dec 23

1998 http//www.morningstar.com/ news/MS /IvoryTowers/ 981223Rek msnhtml

See Janet Novack Custom-made Mutual Funds visited Sept 11 2000

http//www.forbesbest.com/0911/072.htm

See New on/The brokers /et you build your own mutual fund at bargain price S.F

Chron visited Aug 2000 http//www.sfgate.com/cgi-bifl/artlCte.cgi

file /ch ronicle/archive/2000/08/01 BU 107294.DTL For description of FOLIOffnJ

one version of this type of product see Financial Research Corp Shake and Bake

Mutual Funds Technology Enables Creation of Individualized Mutual Funds Mutual

Fund Cafe visited Nov 2000 http//www.mfcafe.com/pantry/bpS_062600.html

In what may be sign of things to come the Vanguard Group recently announced

that it would reduce the fees charged to fund shareholders with large account

balances and long holding periods generally speaking funds preferred customer

base Fees paid by large long-term investors in one fund the Vanguard Index 500
for example would be reduced from 18 basis points to 12 basis points One

commentator speculates that this reduction is an attempt to compete withETFs Dan

Culloton Vanguard Lets Big Retail Investors Become Admirals visited July 26 2000

http//www morningstar.com/news/Wire/01230239300.html The fee rate charged

to holders of the largest ETF Standard Poors Depository Receipts Trust Series --

popularly known as Spiders -- Is 12 basis points

..2The management expense ratio Is the dollar amount of funds management

expenses divided by its average net assets Management expenses Include payments
made by the fund to its investment adviser or to affiliates of the adviser for

investment management administrative or other services See infra Section III.B.1

What Costs are Included in Funds Expense Ratio

fi Some funds define the term management fee narrowly to cover only the cost of

selecting portfolio securities These funds pay for admintstration record keeping and

other services under separate contracts with other service providers Other funds

define the management fee broadly to cover variety of administrative and other

services in addition to expenses associated with selecting portfolio securities few

funds have unified fees under which the management fee pays for all fund expenses

the management fee is equal to the expense ratio Thus if Fund has higher

management fee than Fund it may mean that Fund pays higher fee to its

adviser Alternatively It may mean that Fund As management fee pays for services

that are provided and charged for separately by Fund Bs adviser an affiliate of the

adviser or outside contractors

-i Rule 12b-1 fees are most commonly used to pay for sales commissions printing

prospectuses and sales literature advertising and similar expenses Some funds

however adopt 12b-1 fees to cover expenses Considered by other funds to be

advisory or administrative expenses for which no plan may be required To complicate

the issue further fund might pay broker-dealer firms under 12b-1 plan for

services provided to fund shareholders who are the broker-dealers customers while

paying banks under an administrative agreement for providing the same services to

fund shareholders who are bank customers In addition because it is unclear what

expenses are properly considered distribution expenses some funds out of an
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See SEC Chairman Arthur Levitt Sept 28 1998 Testimony before the Subcomm
on Finance and Hazardous Materials of the House Comm on Commerce vIsited Nov

2000 www.sec.gov/news/testmony/tstyl398.htm concerning transparency in the

United States debt markets and mutual fund fees and expenses

See also Investment Company Institute Report of the Advisory Group on Best

Practices for Fund Directors Enhancing Culture of Independence and Effectiveness

June 24 1999

Role of Independent Directors of Investment Companies Investment Company Act

Release No 24082 64 Fed Reg 59826 Oct 14 1999

Interpretive Matters Concerning Independent Directors of Investment Companies

Investment Company Act Release No 24083 64 Fed Reg 59877 Oct 1.4 1999

See Mutual Fund investing Look at More than Funds Past Performance last

modified Jan 2000 http//www.sec.gov/consumerfinperf.htm

Mutual Fund Cost Calculator last modified Sept 2000 http

www.sec.gov/mfcc/mfcc-lnt.htm During the first quarter of 2000 the calculator

averaged over 8500 hits per month making it one of the most frequented portions

of the Commissions web sIte

investment Options last modified Sept 2000

http //www.sec.gov/consumer/investop.htm

Investment Company Institute Frequently Asked Questions About Mutual Fund

Fees 1998 http//www.ici.org/pdf/mf_fee.iaqs.pdf

Financial Facts Tool Kit last modified Apr 21 1999

www .sec gov/consumer/ tookit htm

Invest Wisely An introduction to Mutual Funds Advice from the U.S Securities

and Exchange Commission last modified Aug 2000 www.sec.govfconsumer/

lnwsmf.htm

Search Key Topics continuously updated http//www.sec.gov/answers.shtml See

e.g Mutual Fund Fees and Expenses last modified Oct 19 2000

http//www.sec.gov/answers/mffees.htm Investors can also order hard copy of this

brochure by calling the SECs toll-free publications line at 800-SEC-0330

Disclosure of Mutual Fund After-Tax Returns Investment Company Act Release No

24339 65 Fed Reg 15500 Mar 15 2000

See Scott Cooley Revisiting Fund Costs Up or Down Morningstar Mutual Funds

Feb 21 1999 at 51-52 The fund groups are American Funds Fideilty and

Vanguard For information about the relative asset-weighted ownership cost of 30

large fund groups see the data table at http//www.momlngstar.com/ news/MS/

Commentary 990219com.msnhtml visited Feb 26 1999

See Lipper Inc Lipper Directors Analytical Data app 1St ed 2000 Summary
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Investment Company Act in response to concerns that adviory fees were not subject

to usual competitive pressures because of the external management of mutual funds

The Commission had recommended amendments that among other things required

that compensation received by affiliated persons of investment companies for services

furnished to the company be reasonable and that this standard be enforceable in the

cOurts Rather than impose reasonableness standard however Congress imposed

the fiduciary duty of Section 36b See Protecting Investors supra note 18 at 317-

19 discussion of legislative history of Section 36b

See Section 36b of the Investment Company Act 15 U.S.C 80a-35b 2000
See also Krinsk Fund Asset Mgmt Inc 715 Supp 472 485 S.D.N.Y 1988
affd 875 F.2d 404 2d Cir 1989

See Krinsk 875 F.2d at 412 Schuyt Rowe Price Prime Reserve Fund Inc 835

F.2d 45 2d Cir 1987 Gartenberg Merrill Lynch Asset Management inc 694 F.2d

923 930 2d Cir 1982 Kalish Frank/in Advisers Inc 742 Supp 1222

S.D.N.Y 1990 affd 928 F.2d 590 2nd Cir 1991

See Gartenberg 694 F.2d at 928 Krinsk 875 F.2d at 409

See Krinsk Fund Asset MgTmt Inc 875 F.2d 404 2d Cir 1989 Schuyt
Rowe Price Prime Reserve Fund Inc 835 F.2d 45 2d Cir 1987 Gartenberg

Merrill Lynch Asset Management inc 694 F.2d 923 930 2d Cir 1982 Kalish

Frank/in Advisers inc 742 Supp 1222 S.D.N.Y 1990 Although the courts note

that fees charged by other funds is not the principal factor to be considered in

evaluating fee under Section 36b such comparative information is significant

Section of the Investment Company Act requires mutual funds to register with

the CommissIon 15 U.S.C 80a-8 2000 If the fund is conducting public offering

of Its shares It also must file registration statement to register the offering of those

shares under the Securities Act of 1933 Securities Act Form N-lA is used by

mutual fund both to register the fund under the Investment Company Act and to

register the offering and sale of shares under the Securities Act The regrstration

statement includes the funds prospectus

Consolidated Disclosure of Mutual Fund Expenses Investment Company Act

Release No 16244 53 Fed Reg 3192 Feb 1988 adopting release

Investment Company Act Release No 15932 52 Fed Reg 32018 Aug 18 1987
reproposing release Investment Company Act Release No 14230 49 Fed Reg
45171 Nov 1984 proposing release

Registration Form Used by Open-End Management Investment Companies
Investment Company Act Release No 23064 63 Fed Reg 13916 Mar 13 1998
hereinafter Form N-lA Adopting Release

.QThe fee table is Item of Form N-lA

iThe Commission also made severaJ improvements to the fee table itself For

example in order to give investors clearer information about the long-term costs of

investment the Commission modified the manner in which fund may showthe
effect of expense reimbursements and fee waiver arrangements that temporarily

reduce costs See Form N-lA Adopting Release supra note 39 at 13924-25
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See Protecting Investors supra note 18 at 256-258 discussion of board

evaluation of mutual fund fees See Irifra Pp 20-21 for discussion of the factors

that directors consider when reviewing investment advisory contracts

Rule 12b-1b under the Investment Company Act 17 C.F.R 270.12b-1b

2000 Rule 12b-1 plan also must be approved by majority of the outstanding

voting securities of the fund See 17 C.F.R 270.12b-1b1 2000

22 Rule 12b-1 addresses the potential conflicts of interest between fund and its

investment adviser that are created when fund bears its own distribution expenses
An investment adviser that receives an asset-based advisory fee has an incentive to

increase the amount of the funds assets because the fee received would become

larger as assets grow As result an investment adviser often will pay for marketing

expenses itself in order to increase the asset size of the fund When fund pays its

own distribution expenses through 12b-1 plan both the advIser and fund

shareholders may benefit from the increased size of the fund but the adviser is

spared the cost of paying for the distribution expenses itself

We note that the NASD has imposed an annual cap on asset-based sales charges of

0.75% of average annual net assets and an additional 0.25% for service fees See

NASD Rule 2830 NASD Manual CCH 11
4621 2000 The NASD took this action to

assure that shareholders paying for distribution indirectly through Rule 12b-1 fees

would pay no more than shareholders paying for distribution directly through front-

end loads See Form 19b-4 Notice of Proposed Rule Change by National Association

of Securities Dealers Inc Relating to the Limitation of Asset-Based Sales Charges as

Imposed by Investment Companies Exchange Act Release No 29070 48 S.E.C

Docket 976 Apr 12 1991

In the adopting release to rule 12b-1 the Commission identified certain factors

that the directors should consider if applicable when reviewing and approving rule

12b-1 plan Among other factors the Commission stated that directors should

consider the nature of the problems or circumstances which purportedly make

implementation or continuation of such plan necessary or appropriate consider the

causes of such problems or circumstances and consider the way in which the plan

would address these problems or circumstances and how it would be expected to

resolve or alleviate them Including the nature and approximate amount of the

expenditures the relationship of such expenditures to the overall cost structure of the

fund the nature of the anticipated benefits and the time it would take for those

benefits to be achieved See Bearing of Distribution Expenses by Mutual Funds

Investment Company Act Release No 11414 45 Fed Reg 73898 73904 Oct 28

1980 In addition the Commission stated that directors should consider the possible

benefits of the plan to other persons compared to those expected to inure to the fund

and in the case of decision on whether to continue plan whether the plan has in

fact produced the anticipated benefits for the fund and its shareholders Id

Because an advisers duty under Section 36b applies to all fees received by the

adviser and its affiliates funds board of directors should review the dollar amounts

paid and the services performed under any service contract between the company

and the adviser or its affiliates See Protecting Investors supra note 18 at 258 and

nn .23-24

-1 See Rep No 91-184 1969 reprInted In 1970 U.S.C.C.A.N 4897

.22Congress adopted Section 36b as part to the 1970 amendments to the
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The organizing entity might be an entity other than an adviser such as funds

administrator Or its principal underwriter which sells the funds shares pursuant to an

underwriting contract with the fund

As enacted in 1940 the Investment Company Act had few limits on mutual fund

fees including sales loads and advisory fees The Investment Company Act included

general prohibition on unconscionable or grossly excessive sales loads that was

modified in 1970 to prohibit excessive sales loads to be defined by securities

association See Investment Company Act of 1940 Pub No 76-768 22b 54

Stat 789 823 1940 codified as amended at 15 U.S.C 80a-22 2000
Investment Company Amendments Act of 1970 Pub No 91-547 12 84 Stat

1413 1422 1970 codified as amended at 15 U.S.C 80a-22 2000 For

example in Saxe Brady 184 A.2d 602 Del Ch 1962 leading case under the

original Section 36 the court noted that because fund shareholders were properly

informed of all material facts plaintiffs had the burden of proving that the fee was so

out of proportion to the value of services rendered as to make it unconscionable

Moreover because the requisite disclosures to shareholders had been made the court

held that corporate waste and not fairness was the appropriate standard by which

fees should be judged The court made this finding even though it noted that

The advisersJ profits are certainly approaching the point where they are outstripping

any reasonable relationship to expenses and effort even in legal sense And this is

so even after making due allowance for incentive and benefit presumably conferred

This is not to say that no payment is justified after fund reaches particular size It

is only to say that the business community might reasonably expect that at some

point those representing the fund would see that the management fee was adjusted

reflect the diminution of the cost factor

Id at 610 See also William Rogers and ames Benedict Money Market Fund

Management Fees b/ow Much is Too Much 57 N.Y.U Rev 1059 1074-88

nn.79-88 generally discussing the Saxe case The National Association of Securities

Dealers NASD has promulgated rule prohibiting NASD members from selling

mutual fund shares if the sales charges on the shares exceed specified caps See

NASD Rule 2830 NASO Manual CCH 4621 2000

aiBurks Lasker 441 U.S 471 484 1979

2Z Section 10a of the Investment Company Act of 1940 Pub No 76-768

10a 54 Stat 789 806 1940 codified as amended at 15 U.S.C 80a-10 2000

Section 15a of the Investment Company Act generally makes it unlawfulfor any

person to serve as an investment adviser to fund except pursuant to written

contract that has been approved by majority of the funds outstanding voting

securities and majority of the funds independent directors Typically the adviser

as the initial shareholder of the fund initially approves the contract After the initial

two-year contractual period Section 15 requires that the contract be renewed

annually by majority of the funds independent directors or lts shareholders

Similarly Section 15 requIres that the funds underwriting contract be approved

annually by majority of the funds independent directors See 15 U.S.C 80a-15

2000

2Section 15c of the Investment Company Act 15 U.S.C 80a-15c 2000
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Financial and Business StatIstics 85 Fed Reserve Bull Al Ais May l99 value of

commercial bank assets

See fundamentals supra note at

See ICI Fact Book supra note at 50-51

See e.g John Bogle Do Mutual Funds Charge You Too Much Mutual Funds

Oct 1998 at 80 Amy Arnott The Risiilg Tide Morningstar Mutual Funds Oct 11

1996 at Sl-S2

iQ ICI Fact Book supra note at 30

The GAO report Mutual Fund Fees Additional Disclosure Could Encourage Price

Competition GAO/GGD-00-126 General Accounting Office June 2000 hereInafter

GAO Report was delivered to the Chairman of the House Subcommittee on Finance

and Hazardous Materials and the Ranking Member of the House Commerce

Committee in June 2000

iZ However Section 36b of the Act 15 U.S.C 80a-35b 2000 authorizes the

Commission to sue fund advisers that breach their fiduciary duty with respect to their

receipt of compensation from fund

See e.g Dan Moreau SEC Watches Over Mutual Fund Industry Investors Bus

Daily June 15 1999 at Bi Carole Gould Truth in Advertising for Mutual Funds

N.Y Times Apr 17 1988 at 11 Jane Bryant Quinn New Mutual Fund Table is

Valuable Tool for Investors St Petersburg Times May 12 1988 at 19A Bill Sing

Rules Offer Some Help on Shopping for Funds L.A Times Apr 30 1988 at

Jan Rosen Comparing Costs of Mutual Funds N.Y Times Jul 30 1988 at 34

See GAO Report supra note 11 at 97-98

12 These data are the type of fee Information that GAO recommended that investors

be given See GAO Report supra note 11 at 97 second alternative

JSeeinfrap.74

See Disclosure of Mutual Fund After-Tax Returns Investment Company Act Release

No 33-7809 65 Fed Reg 15500 Mar 15 2000

Most notably in 1970 Congress enacted Section 36b of the Investment Company

Act to impose on advisers fiduciary duty with respect to the amount of

compensation that they receive amended Section 15c to strengthen the ability of

directors to scrutinize advisory contracts and enacted Section 2a 19 to strengthen

the standards for determining who may serve as an independent fund director See

Investment Company Act Amendments of 1970 Pub Law No 91-547 84 Stat 1413

1970 See also Rep 91-184 1970 reprInted in 1970 U.S.C.C.A.N 4897

legislative history of the 1970 amendments Division of Investment Management

Protecting Investors Half Century of InvestmentCompany Regulation 257 n.14

May 1992 hereinafter Protecting Investors
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Pure No-Load Extended No-Load Load

Classes Classes Classes

1979 .75% .72%

1992 .80% 1.02%

1995 .74% .76% 1.17%

1996 .73% .75% 1.17%

1997 .70% .72% 1.14%

1998 .66% .68% L12%

1999 .69% .72% 1.17%

Table shows the trend In average expense ratio by distribution category over the

study period Expense ratios are weighted by asset size in all cases The expense

ratio of the average pure no-load class rose from 75 basis points in 1979 to 80 basis

points in 1992 before declining to 74 basis points in 1995 70 basis points in 1997

66 basis points in 1998 before rising to 69 basis points in 1999 The inclusion in the

extended no-load category of classes with 12b-1 fees of 1-25 basis points seems to

have added basis points to the average expense ratio in 1999

FOOTNOTES

This Report presents the results of an analysis of fee data for all stock mutual funds

and bond mutual funds that were in our database at the end of 1979 1992 1995

1996 1997 1998 and 1999 and for which data were available Money market funds

are excluded from the analysis because they have different cost structure Also

excluded are the underlying mutual funds of insurance company separate accounts

closed-end Investment companies unit investment trusts and face amount certificate

companies For an explanation of the data items used in the study see infra Section

III.B.3

The Random House College Dictionary defines fee as charge or payment for

services Random House College Dictionary 484 Revised 1St Ed 1982 and defines

an expense as any cost or charge Id at 465 We use the terms Interchangeably in

this report

Retirement assets invested in mutual funds have increased from $300 billion in

1991 to almost $2.5 trillion in 1999 See Investment Company Institute Mutual Fund

Fact Book 50 2000 hereinafter ICI Fact Book See also Karen Damato Facing

the Future of Funds Wall St Jan 10 2000 at Ri discussing generally the

increasing importance of the mutual fund industry during the 1990s

See IC Fact Book supra note at 69

The number of funds represents the number of stock bond and money market fund

portfolios as of the end of the year Id at 71

See Investment Company Institute Fundamentals Investment Company Research

in Brief Aug 2000 at number of fund shareholders hereinafter Fundamentals
IC Fact Book supra note at 67 value of fund assets Federal Reserve Board
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Number of Classes by Distribution Category

Pure No-Load Extended No-Load Load Load Classes

Classes Classes Classes Percent of Total

1979 201 316 61%

1992 750 1530 67%

1995 2043 2380 4302 64%

1996 2135 2506 4459 64%

1997 2121 2576 4415 63%

1998 2601 3229 5184 62%

1999
2871 3418 5483 62%

Table

Class Assets by Distribution Category

Millions

Pure No-Load Extended No-Load Load Load Classes

Classes Classes Classes Percent of Total

1979 $15451 $36204 70%

1992 $254062 $628617 71%

1995 $868541 $916401 $1158001 56%

1996 $1021953 $1076530 $1293730 55%

1997 $1299859 $1384483 $1617017 54%

1998 $1634974 $1751804 $1807092 51%

1999 $2130312 $2259836 $2196776 49%

Tables and show that 84% of the classes in the extended no load category are

pure no-load classes classes with no 12b-1 fee and they account for 94% of the

assets In 1999 547 16% of extended no-load classes charged 12b-1 fee These
funds accounted for 6% of category assets These figures represent slight increase

compared to 1995 when 337 14% of extended no-load classes had 12b-1 fee and
these funds accounted for 5% of category assets

Table

Weighted Average Expense Ratios by Distribution Category
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.047 -.055

5.9 -68

Dçthtic I75

9.3

.22 .064

11.4 2.8

International .822 .319

.56

8901 1000

Index -.454 -.328

Invesent Management Repo on Mua Fund Fees and Expenses

Age

Hybrid

Adj R2

CATEGORY

Load -.064 -.013

12b-1 .928

48.7

VIL APPENDIX TWO EXPENSE RATIO TRENDS BY DISTRIBUTION

Note in the body of our report we analyzed expense ratio trends for two distribution

categories -- load funds and no-load funds in this Appendix we subdivide the no
load fund category into two subcategories -- pure no-load and extended no-load --

and restate the data accordingly
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established by Cona.ress We beueve however that improvements can be made The

recommendations described above would orovide investors with better information

about fund fees energize cund directors to take more active role in monitoring fees

and enhance the Commissions ongoing efforts to mprove investors financial literacy

with respect to mutual fLnds and their costs

APPENDIX ONE RERESSXON TABLE

Sample is all classe3 of urid covered by Mornngstar as of March 1999 Assets is La

of fund assets Famsize is 1/assets of fund famiiy Farnrium is Ln of funds in the

family Turnover is La of classs urnovr Holdings is Lr of number of portfolio

holdings Age is La of fund age Domestic equity is indicator variable 1domestic
equity Oall others Hybrid is an indicator variable 1domestic hybrid fund OaU
others International bond is an indicator variable 1nternational bond fund Oall

others International equity is an indicator variable 1international equity fund
Oall others Specialty is an inaicator variable 1specaty fund 0all others The

omitted investment objective is domestic bond funds Index is an indicator variable

1index fund Oall others Tnstftutional is an indicator variable 1institutional

fund or class 0al others Load is an indicator variable 1front-end load OalI

others Multi-class is an indicator variable 1muiti-class Osingle class funds 12b-

is the maximum 12b-1 ee authorized

065 .04

Constant

Total Management

Expenses Expenses

.83 1.02

.7
servu

1/Famsize .752

8.9

Ln Famsize -.047

-6.1

Turnover
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means by which the brokers that sell fund shares under thee arrangements are paid

Some industry observers argue that fund principal underwriters and boards of

directors may have good reason to view this type of 12b-1 plan as an indefinite

commitment because multi-class distribution arrangement could not continue to

exist if the associated rule 12b-1 plan were terminated or not renewed

Other funds offer their shares primarily through fund supermarkets -- programs

sponsored by financial institutions through which their customers may purchase and

redeem variety of funds with or without paying transaction fees Fund

supermarkets are popular because they enable investors to consolidate their holdings

of funds from different fund groups in single brokerage account and to receive

consolidated statement listing alt fund holdings Many funds that offer shares

through fund supermarkets adopt rule 12b-1 plans to finance the payment of fees

that are charged by the sponsors of fund supermarkets Some may argue that

because these 12b-1 plans are essential to the funds participation in fund

supermarket programs these 12b-1 plans may be legitimately be viewed as indefinite

commitments In addition because most funds pay fees to fund supermarkets for

mixture of distribution and non-distribution services it can be difficult to determine

when and how rule 12b-1 applies to these fees Although the Division has provided

additional guidance about what constitutes distribution expense questions still

remain about how to determine whether particular activity is primarily Intended to

result in the sale of fund shares and therefore must be covered by rule 12b-1 plan

third significant change in distribution practices is that some fund distributors are

now able to finance their efforts by borrowing from banks finance companies or the

capital markets because they can use anticipated 12b-1 revenues as collateral or as

the promised source of paymentl If fund adopts 12b-1 plan the right of Its

distributor to receive future 12b-1 fees from the fund is an asset of the distributor

Some distributors borrow from banks finance compnies or other financial

intermediaries using this asset as collateral Other distributors issue debt securities

asset-backed securities for which the payment of principal and interest is backed by
the distributors contractual right to receive stream of future 12b-1 fees.1Z

Although the independent directors of fund have the legal right to terminate

funds rule 12b-1 plan the independent directors may be less likely to do so if the

funds future 12b-1 fees have been pledged to secure bank loan or to pay principal

and interest due on asset-backed securities.i

Because of these issues the Commission should consider whether to give additional

or different guidance to fund directors with respect to their review of rule 12b-1 plans

including whether the factors suggested by the 1980 adopting releaseL2 are still

valid The Commission also should consider whether the procedural requirements of

Rule 12b-1 need to be modified to reflect changes in fund distribution practices that

have developed since the rule was adopted twenty years ago or may be developed in

the future

Over the past 60 years the Commission has sought to protect the interests of fund

investors with respect to fund fees and expenses through combination of procedural

safeguards to prevent conflicts of interest from resulting in excessive fees full

disclosure to make fund fees and expenses more transparent and easier to compare
and educational efforts designed to make investors more aware of the importance of

fees and better able to use the fee disclosures that are available We continue to

believe that this approach is sound and is consistent with the regulatory framework
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As they review fund transaction costs fund directors should pay particular attention

to soft dollar practices -- arrangements under which the funds Investment manager

obtains from or through broker dealer products or services other than execution of

securities transactions The manager obtains these services in exchange for allocating

client brokerage transactions to the broker-dealer.i

In addition to reviewing soft dollar practices fund directors should carefully consider

directed brokerage arrangements Under directed brokerage arrangement the fund

asks the investment adviser to direct securities transactions to particular broker

that has agreed to provide services pay for services provided by others8 or make

cash rebates to the fund Funds typically enter into directed brokerage arrangements

to offset fund expenses such as audit legal and custodial fees Although directed

brokerage does not involve the conflicts posed by soft dollars it does raise issues

related to how funds assets are being expended and other issues including

dlsclosure.U

2. Rule 12b-1

We recommend that the Commission consider whether it would be appropriate to

review the requirements of rule 12b-1 that govern how funds adopt and continue

their rule 12b-1 plans We believe that modifications may be needed to reflect

changes in the manner in which funds are marketed and distributed and the

experience gained from observing how rule 12b-1 has operated since It was adopted

in 198O.i The rule essentially requires fund directors to view funds 12b-1 plan as

temporary measure even in situations where the funds existing distribution

arrangements would collapse if the rule 12b-1 plan were terminated Under the rule

fund directors must adopt 12b-1 plan for not more than one year may terminate

the plan even before the end of that year and must consider at least annually

whether the plan should be continued.UZ

In addition many directors believe that when they consider whether to approve or

continue 12b-1 plan they are required to evaluate the plan as if it were

temporary arrangement.lZ The adopting release for rule 12b-1 included list of

factors that fund boards might take into account when they consider whether to

approve or continue rule 12b-1 plan.-1Z9 Many of the factors presupposed that funds

would typically adopt rule 12b-1 plans for relatively short periods in order to solve

particular distribution problem or to respond to specific circumstances such as net

redemptions.UQ Although the factors are suggested and not required some industry

participants indicate that the factors are given great weight by fund boards Some

argue that the recitation of the factors Impedes board oversight of rule 12b-1 plans

because the temptation to rely on the factors whether they are relevant to

particular situation or not is too great to ignore..ii Although the factors may have

appropriately reflected Industry conditions as they existed in the late 1970s others

argue that many have subsequently become obsolete because today many funds

adopt rule 12b-1 plan as substitute for or supplement to sales charges or as an

ongoing method of paying for marketing and distribution arrangements.UZ

The mutual fund Industry utilizes number of marketing and distribution practices

that did not exist when Rule 12b-1 was adopted For example as described in Section

III many funds offer their shares in multiple classes -- an organizational structure

that permits investors to choose whether to pay for fund distribution and marketing

costs up-front via front-end sales charge over time from their fund investment via

12b-1 fee when they redeem via deferred sales charge or in some combination of

the above.i Rule 12b-1 plans are integral to these arrangements they are the
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board considers the investment advisory fee rate situªtioæ in which the funds

interests conflict with those of the adviser Although most funds already have boards

with an independent majority the proposals would ensure that shareholders of all

funds that rely on certain Commission exemptive rules virtually all funds have the

benefits of board with an independent majority

Fund directors also can strengthen their hand by educating themselves about issues

concerning mutual fund fees and expenses.UQ In particular we recommend that fund

directors focus further on the costs of providing investment management services

and in particular on whether the funds that they oversee experience any economies

of scale In our study we found that for large funds management expense ratios

declined as fund family assets grew We also found that the management expense

ratios of large funds declined as individUal fund assets grew but the decline was not

statistically significant These results suggest that in certain instances economies of

scale may be experienced primarily at the fund family level and only to lesser

extent or not at ail at the fund level Conclusions as to why economies of scale would

be experienced in this way however cannot be drawn without knowing what the

costs of supplying particular services were to the investment advisory firmsJl

At the fund level however fund directors can obtain information about the cost of

providing investment management services to the funds that they oversee Fund

directors can use this Information to evaluate whether the funds that they oversee are

experiencing any economies of scale and to assist them in ensuring that fund

shareholders share in the benefits of any reduced costs Whether increases in assets

of fund or fund family produce economies of scale is factor that may influence

fund directors views on among other things the amount of fees that the fund should

pay for advisory and other services and whether rule 12b-1 plan for the fund is

appropriate

If the fund or fund family is experiencing economies of scale fund directors have an

obligation to ensure that fund shareholders share in the benefits of the reduced costs

by for example requiring that the advisers fees be lowered breakpoints be included

in the advisers fees or that the adviser provide additional services under the

advisory contract If the fund or fund family is not experiencing economies of scale

then the directors may seek to determine from the adviser how the adviser might

operate more efficiently in order to produce economies of scale as fund assets grow
We believe that fund directors who ask pertinent questions about investment

management costs can more effectively represent the interests of the shareholders

they represent

We believe that fund directors would benefit from learning about the types of

information that they can review when making their decisions including information

that would enable them to determine whether their funds are experiencing any

economies of scale We believe that fund directors also would benefit from knowing

about other sources of data and information that would enable them to compare the

costs of investment management of the funds that they oversee with those of other

funds Fund directors who are equipped with this information can more effectively

represent the interests of the funds shareholders when setting and re-approving

advisory and other fees

Not all costs associated with investment in mutual fund are paid for via the funds

expense ratio The cost of effecting the funds portfolio transactions for example is

reflected in the amount paid when the fund buys or sells portfolio securities.i21 For

many funds the amount of portfolio transaction costs incurred during typical year is

substantiali2.Z Clearly fund directors should focus on portfolio transaction costsi2
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that fees will have in reducing the amount of wealth they may be accumulated as

result of an lnvestment.li The Commission has an important role to play as well

and should continue its ongoing program described in Section II to Improve the

financial literacy of Investors with respect to mutual funds and their costs As the fee

information described above or other similar information required by the

Commission begins to appear In fund disclosure documents the Commission should

develop educational materials that help investors understand how they can use the

new information Also as mutual fund fee structures become more complex the

Commission may be able to help Investors make better-informed decisions For

example although multiple share classes offer investors additional choices investors

may be confused by the various fund classes and find it difficult to determine which

class represents the best value for their particular circumstances Because the

selection of the appropriate class of shares to invest in can be complicated decision

that generally depends on the unique circumstances of an investor further investor

education concerning these issues would be beneficial

After-Tax Return

We recommend that the Commission adopt proposed amendments to our rules and to

Form N-lA the registration form for mutual funds that would require disclosure of

standardized mutual fund after-tax returns Although fund expenses play key role in

determining ultimate shareholder wealth taxes play an even larger role for many
investors in mutual funds major accounting firm found for example that taxes

reduced the investment performance of the median domestic stock fund by 2.6% per

year.UZ For comparison we find In our fee study that the median expense ratio for all

stock funds in 1999 was 1.3% per year and the weighted average expense ratio See
Section III Table was O.90% per year Due to the significant impact that taxes

have on investors we believe that investors would benefit greatly by receiving better

disclosure concerning the effect of tax expense on returns

Fund Governance

Role of Independent Directors

We believe that the current regulatory framework would be enhanced by independent

directors who more actively monitor fund fees and expenses

In its October 1999 proposal of new rules and rule amendments the Commission

sought to strengthen the hand of independent directors in dealing with fund

management and to provide fund shareholders with greater information to make their

own assessment of the directors independence We recommend that the Commission

consider these proposals as soon as practicable after the Commission staff finishes its

review of comments from the pubiic and the industry

Of particular Importance is the proposal that would in effect require that

independent directors directors not associated with the funds management

comprise at least majority of the members of fund boards In our view fund

board that has at least majority of Independent directors is likely to do better job

of representing the interests of fund shareholders than board that has lesser

percentage of Independent directors An independent director majority would be able

to elect officers of the fund call meetings solicit proxies and take other actions

without the consent of the advlser.iJI The ability of board to act without the

approval of the inside directors should better enable it to exert strong and

Independent influence over fund management This is particularly true when the
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As the Commission considers how to best disclose to invest6rs the fees and expenses

that they incur with investment in fund including whether it would be appropriate

for fund account statements to include personalized information about expenses or

other fund-related data it will need to consider the advantages and disadvantages of

each alternative For example providing fund shareholders with personalized

information expressed as dollar amount about the fees and expenses that they

paid indirectly during the year might increase shareholder awareness of fund fees and

expenses On the other hand fees and expenses would need to be presented on

standardized basis I.e as percentage of fund assets for defined time period

calculated in manner that is uniform for all funds Finally as indicated in the GAO

report the compliance cost associated with new personalized expense disclosure

requirement which ultimately would be borne by fund shareholders may be

considerable Computer programs that perform shareholder accounting functions

would have to be revised and other costs would be incurred Administrative difficulties

would present an additional obstacle Shareholder accounting often is performed not

by the fund but by broker-dealer who in many cases has no affiliation with the

fund Moreover many investors hold their shares in omnibus accounts with broker-

dealers These broker-dealers do not have the information that would be needed to

calculate the dollar amount of fees attributable to individual fund shareholders and

would have to develop interfaces with the record owners of these accounts

We believe that an approach that is based on the second alternative suggested by the

GAO is likely to have the most favorable trade-off between costs and benefits That

alternative would provide information about the dollar amount of fees paid for preset

investment amounts Specifically we recommend that information aboutthe dollar

amount of fees and expenses be presented in funds shareholder reports so that

investors can evaluate the Information alongside other key information about the

funds operating results including managements discussion of the funds

performance In effect shareholders would be able to evaluate the costs they pay

against the services they receive We also recommend that some or all of the

information about the dollar amount of fees should be calculated in manner that

makes it easy for investors to compare the fees charged by their fund with the fees

charged by other funds Although our recommendation could be implemented in

variety of ways we believe that the general approach embodied in our

recommendation will encourage Investors to incorporate information about the dollar

amount of fund fees into their decision-making process

OUr approach would be to require fund shareholder reports to include table that

shows the cost in dollars associated with an investment of standardized amount

e.g $10000 that earned the funds actual return for the period and incurred the

funds actual expenses for the period The Commission could require in addition that

the table include the cost in dollars based on the funds actual expenses of

standardized investment amount e.g $10000 that earned standardized return

e.g 5% This approach would provide additional information about fund fees

provide it in terms of dollar amounts and provide it in standardized manner that

would facilitate comparison among funds The only variable in this calculation would

be the level of expenses.il

Disclosure about fees and investor education about fees go hand-in-hand As the

primary information source for most fund investors the mutual fund industry funds

brokers and other financial professionals must play major role in increasing

investor awareness and understanding of fund fees The fund industry should expand

its efforts to educate investors about SEC-mandated disclosures and other information

they can use to Identify the fees that they pay compare funds to each other and to

other investment alternatives with respect to the level of fees and consider the effect
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Amount of portfolio turnover Funds with higher portfolio turnover tend to have

higher operating expense ratios

Funds that are part of large fund families in terms of asset-size tend to have

lower management expense ratios than funds that are part of small fund

families These findings may reflect economies for the investment adviser

generally

The management fee schedules of most large funds have some type of fee

breakpoint arrangement Most funds with management fee breakpoints have

assets above the last breakpoint

The average expense ratio weighted byfund asset size of the 50 funds with

the most 40 1k assets is 22 basis points lower than the average expense ratio

of all funds

IV CONCLUSION AND RECOMMENDATIONS

The current regulatory framework for mutual fund fees relies on combination of

disclosure investor education and procedural safeguards To further improve the

effectiveness of the current framework we have the following recommendations

Disclosure and Investor Education

Dollar Amount of Fund Fees

In its June 2000 report on mutual fund fees the General Accounting Office

recommended that the Commission require mutual funds and/or broker-dealers to

send fund shareholders account statements that include the dollar amount of the

funds fees that each investor has indirectly paid The GAO report surmises that

adding personalized expense Information to fund account statements may prompt

fund shareholders to pay more attention to fees and to compare their funds fees and

services with those of similar funds thus encouraging more fee-based competition

among funds The report acknowledges that requiring funds and/or broker-dealers to

provide this information would Impose additional costs on the industry because funds

would have to .change their account management systems to collect and calculate

Information that is not currently maintained The GAO also recommends that the

Commission consider alternatives that may provide similar information at lower cost

and identifies two such alternatives

The GAO report identifies two alternatives that may merit further study One

alternative would be to multiply the funds per share asset value by the funds

expense ratio multiply the result by the average number of shares an investor owned

during the period and show the result in the Investors account statement This

alternative would provide each shareholder with an approximation of the dollar

amount of fund expenses that he or she indirectly paid second alternative would be

to provide information about the dollar amount of fees that were paid during the

period for preset investment amounts such as $1000 Investors could use the

results to estimate the amount they paid on their own accounts The report notes that

the Commission would need to weigh the costs of each approach against the benefits

of the additional information to Investors
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other defined contribution arrangements individual retirement accounts IRAs and

variable annuities outside of retirement accounts Over 40 percent of defined

contribution plan and IRA assets are invested in mutual funds

Because concern has been expressed about the level of 401k plan expenses we

sought to gain some insight into the level of expenses charged to 401k plans that

invest their assets in mutual funds.J.li Toward that end we selected sample of 50

funds with the most 401k assets retirement-oriented funds and compared their

expenses to those of all funds The retirement-oriented funds manage $340 billion in

401k assets and $993 billion of assets from all sources For almost all funds in the

sample 401k assets represent large portion of total assets The average

retirement-oriented fund derives 34% of assets from 40 1k plans with the high

being 95% and the low ll%Twelve retirement-oriented funds derive more than half

of their assets from 401k plans

Retirement-oriented funds do not have higher expenses than the average fund In

fact the equally-weighted average expense ratio for retirement-oriented funds 96
basis points or 0.96% is 28% below the average expense ratio for all mutual funds

1.35% The asset-weighted average expense ratio fore retirement-oriented funds Is

24% below the average expense ratio for all funds 69 basis points compared to 91

basis points It is likely that the primary reason why retirement-oriented funds have

lower expense ratios is their size The average retirement-oriented fund has $19.9

billion in assets compared to $423 million for all funds

Summary of Results

Our goals in conducting this study were to provide summary data about the current

level of mutualfund fees describe how fee levels have changed over time and

identify some of the major factors that influence the current amount of fees charged

Some of the more significant findings are summarized below

Mutual fund expense ratios have declined in three of the last four years after

increasing significantly since the late 1970s The asset-weighted average

expense ratio for all stock funds and bond funds felt to O.94% in 1999 from

O.99% in 1995 Asset-weighted average expenses however are 21 basis

points higher than they were during the late 1970s Table

Mutual fund expenses vary with the following factors

funds asset size As fund assets increase the operating expense ratio

declines

funds investment category Specialty funds have higher operating expense

ratios than equity funds which in turn have higher operating expense ratios

than bond funds International funds have higher operating expense ratios than

comparable domestic funds

Whether fund is an index fund or an institutional fund Index funds and funds

that are available only to institutional investors generally have lower operating

expense ratios than other types of funds

Asset size of the fund group On average members of the smallest fund

families have higher operating expenses than other funds
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Type of Fee Number of Total Assets Funds with Assets Total Assets

Funds in Billions Above Above

Last Breakpoint Last

Breakpoint

in Billions

Fund Breakpoints 47 855.2 34 318.2

Fund Family 21 506.3

Breakpoints

Fund Breakpoints- 113.9 41.1

Plus

Single Fee 19 376.0 Na na

At-Cost 204.7 Na na

Fund family breakpoint contracts include breakpoints based on the asset size at the

fund family level together with single rate fee or performance fee at the fund

level Twenty-one funds In our analysis with assets of $506.3 billion have fund

family fee The median number of breakpoints at the fund family level is 37 with the

first breakpoint at $3 billion in fund family assets and the last breakpoint at $1.2

trillion of fund family assets The median fee rate for the first breakpoint is at 52 basis

points and the median fee rate for the last breakpoint is 22 basis points No funds

have assets that exceed the last breakpoint

Mutual funds that have fund breakpoints-plus contracts have an asset-based fee with

breakpoints at the fund level and separate fee that varies with the funds

investment performance Eight funds in our analysis with assets of $113.9 billion

have fund breakpoint-plus contracts The median number of breakpoints is with the

first breakpoint at fund asset-size of $150 million and the last breakpoint at fund

asset-size of $10 billion For the median fund In this category the first breakpoint is

at fee rate of 27.5 basis points and the last breakpoint is at fee rate of 11.3 basis

points Five funds have combined $41.1 billion of assets that exceed the asset level

of the last breakpoint

Single fee contracts do not employ breakpoints Nineteen funds in our analysis with

assets of $376 billion have single fee management contracts The median fee rate for

single fee management contracts is 65 basis points with high of 100 basis points

and low of 24 basis points

Five funds in our analysis have at-cost arrangements For these funds the

management fee is not function of asset size of the fund asset size of the fund

family or the funds investment performance These funds have combined assets of

$204.7 billion

Expenses of the Largest Mutual Funds in the Retirement Market

Americans entrust significant portion of their retirement savings to mutual funds As

of December 31 1999 mutual funds held $2.4 trillion 19% the $12.7 trillion in

US retirement assets.m Retirement assets represent more than one-third of total

fund assets

Retirement assets invested in mutual funds come primarily from 401k plans and
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Increase in Fund Family Asset Size Change in Mgmt Exp Ratio

basis points

from $1 million to $10 million -1

from $1million to $10 billion
-42

These results seem to indicate that among large funds economies in management

expenses are present at the fund family level rather than at the fund tevel.i-U

Evidence of Breakpoints in Management Fees

In order to obtain additional information about the extent to which economies are

present in management fees we examined the management contracts of the 100

largest mutual funds in 1997 1998 and 1999 for evidence of management fee

breakpoiflts.ii2 Because management contracts are generally based on the total

assets in fund portfolio we added together all the classes of multi-class funds to

select the 100 largest funds

An analysis of the management contracts of these funds produced some interesting

results Our analysis shows that not all management contracts Incorporate fee

breakpoints as fund assets increase Instead we observe contracts with five types of

arrangements fee breakpoints based on fund assets fund breakpoints fee

breakpoints based on portfolio assets plus performance fee fund breakpoints-plus

fee breakpoints based on fund family assets fund family breakpoints single

all-inclusive fee single fee and at-cost arrangements In addition we observe

that for funds with fund breakpoint or fund breakpoint-plus contracts substantial

proportion of their assets are not subject to any further breakpoint reductions Table

16 The remainder of this section discusses the different types of management

contracts

Fund breakpoint contracts have management fees that decline at selected asset

intervals based on the asset size of the fund Forty-seven funds in our analysis with

assets of $855.2 billion have fund breakpoint contracts The median number of

breakpoints for the 47 funds is six For these funds the median asset-size level at

which the first breakpoint takes effect Is $500 million and the median asset-size at

which the last breakpoint takes effect is $10 billion The median management fee at

the first breakpoint is 65 basis points and the median management fee at the last

breakpoint is 41 basis points Thirty-four funds have assets that exceed their last

breakpoint For these 34 funds the combined assets that are not subject to any

further breakpoints total $318 billion

Table 16

Management Fee Breakpoints

1999
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Evidence developed above indicates that as mutual funds assets grow larger their

operating expense ratios decline In order to determine whether similar pattern

exists with respect to mutual fund management expensesiQ we hand-collected

management expense data for the largest 1000 classes in existence in 1999 and

used similar econometric model to analyze the data.1Q4 The model is the same as

previously described with one exception This time the dependent variable is the

funds management expense ratio We are Interested in funds management
expense ratio because it Includes the cost of providing the fund with portfolio

management services -- e.g conducting research maintaining trading desk

managing the investment portfolio in accordance with stated investment objectives

and policies Most observers believe that portfolio management is the fund cost with

the greatest economies.i-Q Although we cannot analyze directly the cost of providing

portfolio management services to mutual fund in order to determine whether

economies exist because the data are unavailable we can do the next best thing

We can analyze portfolio management costs indirectly by using the management fee

charged to fund by its adviser as proxy for the advisers cost of providing portfolio

management services Unfortunately the proxy is far from perfect because

management fees often pay for other services as wellJQ

One piece of evidence for the existence of economies in portfolio management is that

many mutual fund management contracts contain fee breakpoints Fee breakpoints

are an arrangement under which the management fee rate on incremental assets is

reduced as total fund assets surpass specified dollar levels..12Z

Breakpoints were first introduced during the 1960s after shareholders of Investment

companies sued over the fairness of advisers feesJQ Although the management fee

was not found to be legally excessive In any of the cases that came to trial many
other cases were settled before trial and the adoption of management fee breakpoints

was often condition of those settlements LQ2

In our analysis we are interested in seeing whether fund management expense ratios

decline as fund assets increase and breakpoints In management contracts are

triggered

Results of Regression Model of Management Expense Ratios

Our analysis produced interesting results The management expense ratio of the

1000 largest funds in 1999 did not show statistically significant decline as fund

assets grow but rather showed statistically significant decline as fund family assets

grew see Appendix One Other things held equal funds management expense

ratio fell 11 basis points in 1999 as fund family assets rose from $1 million to $10

million fundts management expense ratio fell 42 basis points as fund family assets

rose from $1 million to $10 billion ..U-Q

Table 15

Relationship Between Fund Family Asset Size and Management Expense Ratio
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turnover rate of 100% had an operating expense ratio that was 30 basis points higher

than similar fund with portfolio turnover ratio of 1% fund with portfolio

turnover ratio of 200% had an expense ratio that was basis points higher than

similar fund with portfolio turnover ratio of 100%

Number of Portfolio Holdq

Other things held equal fund that held 100 securities in its investment portfolio had

an operating expense ratio that was basis points higher than similar fund that

held 10 securities in its portfolio fund with 1000 portfolio securities had an

operating expense ratio that was 16 basis points higher than fund with 10 portfolio

securities

Other things held equal the operating expense ratio of 10 year-old fund was 11

basis points higher than that of year-old fund in 1999 and the operating expense

ratio of 20-year-old fund was basis points higher than that of 10-year-old fund

Although the results indicate positive relationship between age and expenses the

results appear to be driven at least in part by four older funds that have higher

expenses than their peers When the four funds are removed from the database the

positive relationship between funds age and operating expense ratio became

considerably weaker

Payment for Distribution Expenses L2b-1 fee

The coefficient for the variable representing the maximum allowable 12b-1 fee is

0.93 This coefficient is statistically different from both and 1.0 This indicates that

everything else equal funds with 12b-1 fees had total expenses that were higher than

those of other funds but by an amount that was slightly less than the maximum 12b-

fee.i2 This may have occurred because funds do not always charge 12b-1 fee

even If such fee is approved or charge less than the maximum fee In addition

some funds with 12b-1 fees may use these fees to pay for expenses that other funds

may consider part of operating expenses In these latter cases the imposition of

12b-1 fee might reduce operating expenses slightly

Payment for Distribution Expenses Sales Load

In 1999 other thin9s held equal the operating expense ratio of fund with front-

end sales load was basis points lower than the operating expense ratio of an

equivalent fund

The results from our model confirm that the factors identified in Section are

Important In explaining funds operating expense ratio We next turn our attention

to mutual fund management expenses and focus on the relationship between funds

asset size and its management expense ratio

Model for Estimating Funds Management Expense Ratio

Introduction
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Increase in Fund Family Change in Operating Expense Ratio

Asset Size basis points

from $1 million to $10 million -.68

from $1 million to $10 billion -.75

Investment Category

very important factor in predicting funds operating expense ratio is its Investment

category In 1999 bond funds were the lowest cost Investment category Other

things held equal in 1999 an equity fund had an operating expense ratio that was 44

basis points higher than bond fund hybrid fund had an operating expense ratio

that was 22 basis points higher than bond fund and specialty fund had an

expense ratio that was 62 basis points higher than bond fund These results are

applicable to funds that invest primarily in securities issued by United States issuers

With respect to funds that invest primarily in securities issued by non-United States

issuers an international equity fund had an expense ratio that was 82 basis points

higher than domestic bond fund and an international bond fund had an expense

ratio that was 31 basis points higher than domestic bond fund

Index Institutional and Multi-Class Funds

In 1999 other things held equal the operating expense ratio of an index fund was 45

basis points lower than an equivalent fund that was not an Index fund The operating

expense ratio of an institutional fund or class was 22 basis points lower than an

equivalent fund or classthat was not limited to institutional investors Finally multi-

class fund had an operating expense ratio that was 14 basis points higher than an

equivalent single-class fund

Number of Funds in Fund Family

In 1999 other things held equal fund with ten funds in its family had an operating

expense ratio that was 14 basis points lower than fund with only fund in its fund

family Table 14 fund with 100 funds in its family had an operating expense ratio

that was 28 basis points lower than fund with fund in its fund family

Table 14

Relationship Between Fund Family Number and Operating Expense Ratio

Increase in Fund Family Change in Operating Expense Ratio

Number basis points

fromlfundtol0funds -.14

fromlfundtol00funds -.28

____Portfolio Turnover Rate

Portfolio turnover rate measures the average length of time that security remains in

funds portfolio fund that has 100% portfolio turnover rate holds its securities

for one year on average fund with portfolio turnover rate of 2000/c turns over its

portfolio twice year In 1999 other things held equal fund with portfolio
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Portfolio Turnover As portfolio turnover increases funds operating expense

ratio increases

Portfolio Holdings As the number of portfolio holdings increases funds

operating expense ratio increases

Multi-Class Funds Multi-class funds have higher operating expenses than

single class funds

Fund Age Older funds have higher operating expenses than younger funds

The remainder of this section discusses the above results in more detail using

examples based on the data for 1999

Fund Size

Other things held equal fund with assets of $10 million had operating expense
ratio that was 22 basis points lower than similar fund with assets of $1 million

Table 12 fund with assets of $1 billion had an operating expense ratio that was

66 basis points lower than similar fund with assets of $1 million.iQ

Table 12

Relationship Between Fund Size and Operating Expense Ratio

Increase in Fund Change in Operating Expense Ratio

Asset Size basis points

from $1 million to $10 million -22

from $1 million to $1 billion -66

Fund Family Asset-Size

In 1999 other things held equal funds operating expense ratio fell 68 basis points

if the total assets of its fund family rose from $1 million to $10 million Table 13
funds operating expense ratio fell 75 basis points if fund family assets rose from $1

million to $10 billion.i.Qi

Table 13

Relationship Between Fund Family Asset Size and Operating Expense Ratio

Increase in Fund Family

Asset Size

Change in Operating Expense Ratio

basis points
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asset size number of funds in its fund family portfolio turnover number
of portfolio holdings fund age investment category method by which it

finances distribution whether or not it is an index fund 10 whether or not it is

an institutional fund or class and 11 whether it is part of multi-class fund We
used the model to analyze expense data for the 8901 classes in our database in

1999

Results of Econometric Model of Expense Ratios

We used our econometric model see Appendix One Regression Table to analyze the

expense ratio and operating expense ratio of classes in our database in 1999.2 As

indicated previously funds expense ratio is defined as its total expenses including

rule 12 b-i fees divided by its average net assets funds operating expense ratio is

defined as its total expenses minus rule 12b-1 fees divided by its average net assets

In our analysis of total expenses column we observe that the maximum 12b-1

factor tends to explain the variance in total expenses due to actual 12b-1 fees and

that the other factors explain only that part of the variance in total expenses that is

due to differences in operating expenses So the coefficients for the independent

variables except for the maximum 12b-1 fee represent the influence of these

variables On the operating expense ratio notthe total expense ratio

We found that the following factors are important in explaining variations among fund

operating expense ratios.2 Or to put it another way we found statistically significant

relationships 22 between the operating expense ratios of funds 22 and the following

factors 22

Fund Assets As fund assets increase classs operating expense ratio

decreases

Fund Family Assets As fund family assets increase classs operating expense

ratio decreases

Number of Fundsin Fund Family As the number of funds in fund family

increases classs operating expense ratio decreases

Fund Category Equity funds have higher operating expense ratios than bond

funds specialty funds have higher operating expense ratios than equity funds

International funds have higher operating expense ratios than comparable

domestic funds

Index Funds Index funds have lower operating expense ratios than other

funds

Institutional Funds Institutional funds and classes have lower operating

expense ratios than other funds and classes

Load Funds or classes with front-end loads have lower operating expense

ratiOs than no-load funds and classes

12b-1 Fees Classes that are authorized to have 12b-1 fees have expense

ratios that are higher than other classes by an amount equal to about 93% of

the maximum authorized 12b-1 fee
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Years in Existence Number of Classes Assets Weighted

Millions Expense

Ratio

1-5 3873 589846 1.23%

6-10 3433 1241081 Ll0%

Greater than 10 1595 2625692 0.80%

Expense Ratio Trends by Class Size

The previous table indicates that expense ratios seem to be inversely correlated with

age That is as classes get older they have lower expense ratios Some industry

commentators have suggested that the recent creation of newer smaller classes tends

to increase the weighted expense ratio Table 11 attempts to determine the

relationship between class assetsize and expense ratios

Table 11

Class Size

Assets Number of Assets Weighted Expense

Millions Classes Millions Ratio

1-10 .2031 7644 1.61%

11-50 2326 60404 1.42%

51-200 2186 230775 1.25%

201-1000 1586 706922 1.14%

Greater than 772 3450868 0.87%

1000

Table 11 divides all classes in 1999 into five groupings by asset size As can be seen

in the table classes in the largest size category -- assets greater than $1 billion

hold more than two-thirds of all fund assets The data show that there is in fact an
inverse relationship between size category and expense -- as the size category

increases expense ratios fall

Model for Estimating Funds Expense Ratio

Introduction

In Section we found that the level of classs expense ratio seems to depend on
the following factors asset size age investment category and method of

distribution Because these factors appear to be important in explaining the

magnitude of expense ratios at the class level we sought to obtain more precise
information about their impact

To achieve this end we built an econometric model of the relationship between the

expense ratios of mutual fund classes and the factors described in Section as well

as few others Our model hypothesizes that expense ratios of mutual fund classes

can be explained by the following 11 factors fund asset sIze fund family
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It is generally believed that equity funds are more expensive to manage than bond

funds and that international and specialty funds are more expensive to manage than

equity funds.2.1 Equity funds are thought to be more expensive to manage because of

the increased research costs associated with picking stocks Similarly international

funds are thought to incur additional costs over and above domestic equity funds

because of the increased difficulty of researching international companies Some of

the increased cost results from the need to review and understand foreign accounting

statements and to obtain company information not required to be disclosed under

foreign securities laws Custody costs generally are higher as well

The results shown in Table are consistent with the opinions described above Table

indicates that bond fund classes have lower expense ratios than equity fund classes

and that international and specialty fund classes have higher expense ratios than

bond and equity fund classes This fact coupled with the increase in assets of equity

international and specialty fund classes helps explain some of the increase in mutual

fund expenses

Table

Weighted Average Expense Ratio

By Type of Fund

Bond Equity International Specialty

Classes Classes Classes Classes

1979 0.70% 0.74%

1992 0.82% 0.95% 1.36% 1.31%

1995 0.84% 0.98% 1.31% l.37%

1996 0.84% 0.96% 1.31% 1.34%

1997 0.83% 0.91% 1.24% 1.35%

1998 0.80% 0.88% 1.18% 1.30%

1999 0.80% 0.90% 1.18% 1.36%

6. Expense Ratio Trends by Class Age

Another common explanation for rising expense ratios Is that large numbers of new

funds have pushed up the averages Commentators say that new funds often have

higher expense ratios because they have not yet reached the critical size needed to

pass on economies to their shareholders.2

Table 10 tends to confirm the notion that new fund classes have higher expense

ratios The average expense ratio weighted by asset size of classes that have been

in existence years or less is 1.23% compared to 1.10% for classes in existence

between 6-10 years and 0.80% for classes in exIstence for more than 10 yŁars.2

Table 10

Years inExistence
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retain assets already under management This strategy led to the introduction of

two new major fund categories international funds and specialty funds

In 1979 bond fund dasses accounted for 38% of classes and 33% of assets while

equity fund classes accounted for 62% of classes and 67/c of assets see Tables

and By 1992 bond classes had overtaken stock classes to become the largest

fund category and international classes 10% of classes 6/c of assets and specialty

classes 6% of classes 3% of assets had become significant part of the fund

landscape

Table7

Number of Classes

Bond Equity International Specialty

Classes Classes Classes Classes

1979 196 321

1992 1277 805 255 146

1995 3559 1891 931 301

1996 3579 2029 1044 313

1997 3389 2141 1118 343

1998 3823 2743 1406 451

1999 3956 3011 1460 474

Total Assets

Millions

Bond Equity International Specialty

Classes Classes Classes

1979 $17037 $34618

1992 $522049 $363861 $65083 $31610

1995 $732472 $999772 $273956 $68200

1996 $776106 $1196436 $317676 $80042

1997 $856279 $1664553 $374760 $105907

1998 $990132 $2056137 $391574 $121053

1999 $944435 $2705494 $564215 $242470

Seven years later bull market in equities enabled stock fund classes to become the

largest category in terms of assets although bond fund classes still accounted for the

largest number of classes In 1999 stock fund classes accounted for 61% ofiassets

compared to 21% for bond fund classes Bond fund classes accounted for 44% of

classes In 1999 and stock fund classes accounted for 34/c International fund classes

grew steadily during the study period until they accounted for 16% of classes and

13% of assets while the number of specialty fund classes stayed level at 5% but

their assets grew to 5% of total assets
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load before quantity discounts fell from 8.5% in 1979 to 475/ in i999J Some

industry participants argue that evaluations of mutual fund expense trends should

take Into account all costs that shareholder would expect to incur in purchasing and

holding class shares total ownership costs Total ownership costs indude fund

operating expenses 12b-1 fees and sales loadsJ

As part of this study we performed simplified analysis of total shareholder costs

The results are shown in Table key issue for any study that employs total

ownership cost approach is how to treat the sales load paid to purchase fund share

classes The analysis requires two data items that are not publicly available the

actual loads paid by investors dollar amountor percentage of amount invested

and actual shareholder holding periodsJ.Z

Because we do not have access to data that reflect actual sales loads paid or actual

holding periods of fund investments we make certain Simplifying assumptions which

make the analysis less precise We assume that shareholders hold their shares for

either or 10 yearsJ We also assume that all investors pay the maximum front-end

sates load Using these assumptions we then amortize the maximum sales load by

dividing the sales toad by the holding period Finally the amortized sales load is

added to the expense ratio to arrive at the total asset weIghted shareholder cost

Table indicates that the magnitude of total shareholder costs depends heavily on

the amortization period chosen Amortizing the average maximum sales load over 5-

year holding period shows that total shareholder costs for load classes have declined

l8% between 1979 and 1999 -- from 2.28% to 1.88% If the longer holdin.g period of

10 years is picked however total shareholder costs remained basically unchanged

between 1979 and 1999

Table

Total Ownership Costs for Load Classes

Number of Assets Weighted Weighted

Classes Millions Expense Ratio Expense Ratio

with Year with 10 Year

Amortization of Amortization of

Sales Load Sales Load

1979 316 $36204 2.28% 1.50%

1992 1720 $728162 1.79% 1.41%

1995 4302 $1158001 1.88% 1.53%

1996 4459 $1293730 1.89% 1.53%

1997 4415 $1617016 1.87% 1.50%

1998 5184 $1807092 1.83% L47%

1999 5483 $2196776 l.88% 1.52%

Expense Ratio Trends by Type of In vestment

At the beginning of the study period the mutual fund industry generally invested in

U.S securities and did not offer specialized funds During the 1980s and 1990s many

fund sponsors broadened their product lines in an effort to attract new assets and
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Table

Class Assets by Distribution Category Millions

No-Load Load Load Classes

Classes Classes Percent of Total

1979 $15451 $36204 70%

1992 $254441 $728162 74%

1995 $916401 $1158001 56%

1996 $1076530 $1293730 55%

1997 $1384483 $1617017 54%

1998 $1751804 $1807092 51%

1999 $2259836 $2196776 49%

Table shows the trend in average expense ratio by distribution category over the

study period Expense ratios are weighted by asset size in all cases The expense

ratio of the average no-load class rose from 75 basis points in 1979 to 80 basis points

in 1992 before declining to 76 basis points in 1995 75 basis points in 1996 72 basis

points in 1997 68 basis points in 1998 and then increasing to 72 basis points in

1999

In 1979 -- prior to the onset of 12b-1 fees -- the average load class had lower

expense ratio 72 basis points than the average no-load class 75 basis points

From 1979 to 1992 load class expense ratios rose 24 basis points on average

primarily because of the inclusion of 12b-1 fees in the expense ratio Load class

expense ratios increased another 21 basis points by 1995 to 1.17% before falling to

1.14fo in 1997 1.12% In 1998 and increasing to 1.17% in 1999

Table

Weighted Average Expense Ratios by Distribution Category

No-Load Load

Classes Classes

1979 .75% .72%

1992 .80% .96%

1995 .76% 1.17%

1996 .75% 1.17%

1997 .72% 1.14%

1998 .68% 1.12%

1999 .72% 1.17%

Total Ownership Costs

The results summarized in Table do not take into account the decline in front-end

sales loads that accompanied the Increase in 12b-1 fees The median front-end sales
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class rose from 0.73% in 1979 to 0.99% in 1995 fell in 1996 1997 and 1998 to

0.91% and then rose to 0.94% In iggg Although we find that the weighted

expense ratio has increased sInce 1979 it is important to understand why this has

occurred In the sections that follow we discuss changes in the fund industry that

might explain this Increase

Expense Ratio Trends by Distribution Category

As previously described series of changes in mutual fund distribution patterns has

blurred the lines between formerly distinct marketing categories -- load vs no-load

Today the no-load category includes directly distributed classes with and without 12b-

fees as well as certain classes of sales force distributed funds in which marketing

expenses are reduced or eliminated because the class is sold only to selected groups

such as institutional investors or retirement plans The load category now Includes

classes with 12b-1 fees hIgher than 25 basis points classes with 12b-1 fees and

CDSLs and classes with traditional front-end loads Although the load category

consists mostly of classes distributed by commissioned sales people or financial

advisers it Includes some directly distributed funds

In recognition of these changes we divide classes into two categories for the purpose

of analyzing trends in distribution expenses

No-load With respect to data for 1979 and 1992 this category consists of

classes that have no sales load and no 12b-lfee pure no-load classes With

respect to data for 199.5 through 1999 this category consists of classes that

may call themselves no-load under current NASD rules -- i.e pure no-load

classes and classes that have no sales charge at the time of purchase or

redemption but can have 12b-1 fee of up to 25 basis pointsJ

Load fund classes that have sales load 12b-1 fee of more than 25 basis

points or both

Tables and show how the number and total assets of load and no-load classes

have changed over time The trend in the study period is gradual decline In the

proportion of load classes and faster decline in their proportion of assets In 1999

for the first time load classes had fewer assets 49% than no-load classes

Table

Number of Classes by Distribution Category

No-Load Load Load Classes

Classes Classes Percent of Total

1979 201 316 61%

1992 763 1720 69%

1995 2380 4302 64%

1996 2506 4459 64%

1997 2576 4415 63%

1998 3229 5184 62%

1999 3418 5483 62%...
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increase of 8520% In terms of both number of classes and total assets the greatest

portion of the growth took place between 1992 and 1999

Table

Mutual Fund Growth

Expense Ratio Trends All Classes

During the study period the expense ratio of the average class equally weighted

average rose from l.l4% in 1979 to 1.36/o in 1999 Table However because

investment dollars are spread unevenly among classes -- the largest 100 classes

account for 42/o of all assets and the largest 1000 classes account for 82/o of all

assets -- an equally weighted average may not be the best indicator of what the

typical investor is being.charged The computation of an equally weighted average

gives the same importance to small class net assets $100000 as it does to the

largest class net assets $92 billion.Q

Table

Expense Ratio Trends All Classes

We believe that evaluations of fund fees should generally give more weight to classes

with more assets and more shareholders The typical fund investor is likely to awn
one of the larger classes and to be charged an expense ratio at large classs rate

Weighting expense ratios by class size we find that the expense ratio of the average

Investment Management Report on Mutual Fund Fees and Expenses

1979

Number of Classes

1992

517

1995

Total Assets

Billions

1996

2483

1997

6682

51.7

982.6

6965

1998

6991

1999

2074.4

8423

2370.3

8901

3001.5

3558.9

4456.6

Unweighted Average

Expense Ratio

Weighted Average

Expense Ratio

1979 1.14% 0.73%

1992 1.19% 0.92%

1995 1.30% 0.99%

1996 1.32% 0.98%

1997 1.33% 0.95%

1998 1.35% 0.91%

1999 1.36% 0.94%
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single-dass funds or stand-alone funds other funds issuelwo or more classes

multi-class funds The multi-class form of organization is designed to provide

investors with more choices For example different share classes may offer varying

levels of service or alternative ways to pay for the cost of distributing the funds

shares.Z Because of the differences among the classes each class has its own fee

structure and expense ratio and shareholders investing in different classes pay

different expenses for an undivided interest in the same portfoiio of securities

Consequently the data reported for multi-class fund is not the funds expenses and

assets but rather the expense ratio of each separate class and its related assets

multi-class fund actually incurs most of its operating expenses at the fund level

and then allocates these expenses among the fund classes often based on the

relative asset-size of each class The magnitude of these expenses tends to be

influenced by the asset-size of the fund and not the asset size of the various

classes.Z

We believe therefore that when an expense analysis includes the relationship

between funds expense ratios and their asset sizes it is appropriate to evaluate the

asset-size of multi-class funds at the fund level We use this approach in Section Ifl.D

Model for Estimating Funds Expense Ratio.Z In contrast when the expense

analysis focuses on the amount of expenses paid by fund shareholders we believe it

is more appropriate to perform the analysis at the class level Accordingly in Section

III.C Factors That Affect Fees Descriptive Statistics we evaluate multiple class

funds at the class level -- i.e we consider each class to be separate data item with

its own assets and its own expense ratio

In most cases our study analyzes expense data for all funds or classes in existence at

the end of the year.ZZ In three cases because the relev.ant information had to be

collected by hand we limited the analysis to sample of large classes

Our analysis of management expenses is based on sample of the 1000

largest classes in existence at the end of 1999 The 1000 classes

represented approximately 82% of all class assets in 1999 The smallest class

in this sample had assets of $704 million

Also with respect to management expenses we examined the management

contracts of the 100 largest mutual funds in 1999 for evidence of fee

breakpoints.2.2 The 100 largest funds had total assets of $1.8 trillion in 1999

and represented 42% of all fund assets

We analyzed the expense ratios of the 50 funds with the most 401k assets in

1999 The 50 funds had total assets of $935 billion and represented 21% of all

fund assets

Factors that Affect Fees Descriptive Statistics

Mutual Fund Growth

The mutual fund industry grew at an extraordinary rate during the 20 years covered

by our study study period The number of stock and bond classes in the study

went from 517 in 1979 to 8901 in 1999 -- an increase of 1622% Table Assets

under management soared from $51.7 billion in 1979 to $4456.6 billion in 1999 -- an
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pay for marketing and distribution expenses directly out of their assets..4 Since

1980 marketing and distribution expenses paid under rule 12b-1 have been included

in funds expense ratio in the same manner as any other fund expense Sales loads

the other hand continue to be excluded from funds expense ratio because loads

are paid directly by investors and not by the fund

Although initially few funds adopted 12b-1 plans the number of funds with plans

increased during the mid-1980s as sponsors of load-funds developed new pricing

arrangement in which the combination of 12b-1 fee and contingent deferred sales

load CDSL replaced the traditional front-end load CDSL is sales load that Is

paid if at all at the time of redemption CDSL is contingent because the sales

load is paid only if the shares are redeemed before specified period of time often 5-

years These CDSL funds are sold by the same brokers who sell traditional load

funds but the investor does not pay sales load at the time that shares are

purchased Instead the investor pays an annual 12b-1 fee or contingent deferred

sales load if shares are redeemed within specified period of tIme..2 The 12b-1

payments made by CDSL funds are included in their expense ratios

As CDSL funds became more popular the NASD with the approval of the

Commission determined that 12b-1 fees should be governed by the rules that apply

to sales loads After careful consideration the NASD determined that funds should

pay no more than 100 basis points in 12b-1 fees 75 basis points of which could be

for distribution expenses and 25 basis points for service fees annually.2 In addition

the NASD determined that fund with no sales load and 12b-1 fee of 25 basis

points or less could identify itself as no-load fund

In view of the changes described above some observers of the fund industry

including the industrys largest trade association argue that any overall evaluation of

the fees and expenses borne by fund shareholders should consider trends in total

shareholder cost -- measure that includes the cost of services paid for separately by

the shareholder most notably distribution costs paid via sales loads as well as the

costs included in funds expense ratio Although we believe that the total

shareholder cost approach has considerable merit we focus primarily on expense
ratios in this study for two reasons First our goal is to analyze trends in fees and

expenses that are incurred at the fund level and paid directly out of fund assets

Second two data items that play key role in total shareholder cost analysis-- actual

sales loads paid by fund Investors and the actual length of time that investors hold

their shares are not publicly available.ZQ

Data Sources/Explanation of Data Items

Expense ratio and other data were collected for all stock and bond funds in our

database at the end of 1979 1992 1995 1996 1997 1998 and 1999.21 Data for

1979 were taken from Weisenbergers InvestmentCompany Services 1980 data for

1992 and 1995 through 1999 were taken from Morningstar Mutual Funds OnDisc and

Morningstar Principia ProJi Money market funds another major segment of the

mutual fund industry were excluded from this study because of their different cost

structure Therefore in this report the terms mutual fund and fund include all

mutual funds that are not money market funds Also excluded from this study are the

underlying mutual funds of Insurance company separate accounts closed-end

investment companies and face amount certificate companies

key issue is whether to evaluate the expense data at the level of the fund or at the

level of the class As previously indicatedll some funds issue only one share class
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sales charge 12b-1 fee

financial advice/planning
separate Sometimes

fee or comxmsslon paid to

broker

financial planner or

investment

adviser wrap fee

supermarket receives

consolidated statements

and
portion of Yes

management fee 2b- fee unless paid

other services provided by
or from adviser

mutual fund supermarket
adviser profits profits

Before looking at the expense ratio numbers it is useful to identify in greater detail

the costs that are included in funds expense ratio and the costs that are excluded

funds expense ratio is its total expenses divided by average net assets Form N-lA

the mutual fund registration form divides total expenses into three categories

management fees rule 12b-1 fees and other expenses Management fees include

investment advisory fees and administrative or other fees paid to the Investment

adviser or its affiliates for services Rule 12b-1 fees include all distribution or other

expenses incurred under plan adopted pursuant to rule l2b-l.-l Other expenses

include all expenses not included in the first two categories that are deducted from

fund assets or charged to all shareholder accounts Typical other expenses indude

payments to transfer agents securities custodians providers of shareholder

accounting services attorneys auditors and fund independent directors mutual

funds expense ratio does not include the sales load if any or the cost that the fund

incurs when it buys or sells portfolio securities such as brokerage commissions As

described in the following section fund marketing and distribution expenses are

increasingly paid out of 12b-1 fees rather than out of sales loads -- change that has

had large impact on expense ratios

The Changing Role of Distribution Expenses

The past two decades have seen significant changes in the way that investors pay for

the marketing and distribution of fund shares Any analysis of mutual fund expenses

must take into account the effect of these changes.Z

Prior to 1980 most mutual funds were load funds so-named because they were

marketed by sales force of brokers who received commission load when shares

were sold The remaining funds no-load funds or directly marketed funds were

sold by investment advisory firms directly to the public without sates load The more

limited sates expenses of no-load funds primarily advertising were paid by the

funds investment advisers or underwriters out of their own profits In other words

prior to 1980 Irrespective of whether fund was load or no-load fund distribution

expenses were not included in the funds expense ratio

In 1980 after much debate the Commission adopted rule 12b-1 which permits funds
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Mutual fund investors and Industry analysts usually evaluate the fees and expenses of

an individual fund by comparing its expense ratio total expenses divided by average

net assets to the expense ratios of other funds or by looking at how the funds

expense ratio has changed over time Investors and analysts usually evaluate the

fees and expenses of the fund industry as whole by looking at the average expense

ratio of all funds or all funds in given category e.g equity funds and noting how

this figure has changed over time We believe that although expense ratios are

important it can be misleading to focus on one number without also identifying key

factors that influence that number In this study we attempt to identify some of the

key factors that may affect mutual fund expense ratios

What Costs are Included in Funds Expense Ratio

it is difficult to compare the fees and expenses paid by funds because the manner in

which funds pay for services and the nature of the services provided vary widely

Sometimes the cost of aR services provided to the fund and its shareholders is

included in funds expense ratio Other times the expense ratio excludes the cost of

some services such as marketing or financial advice because they are not paid for by

the fund instead they are paid by the individual shareholder Although no standard

method exists for classifying the services provided in connection with buying and

owning mutual fund one possible approach is shown in Chart

Charti

The Mutual Fund Bundle of Services

Include in

Type of service How Paid For Expense Ratio

investment management

i.e portfolio advice management fee Yes

administration and management fee Yes

recordkeeping fees to service providers

buying and selling commissions bid-asked

securities spreads

distribution and sales charge 12b- fee

marketing adviser
.1 2b- fee yes

otherwise no
profits
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the past Individual accounts allow for more personalized Investment

management and tax planning services than are possible in pooled vehicle

such as mutual fund

New mass customized products Several new Internet-based firms take the

individual account concept step further One firm for example enables

individual investors to buy pre-constructed baskets of stocks with preselected

characteristics in terms of risk type of issuer etc Alternatively the investor

can utilize the firms web site to create his or her own customized basket of

stocks.Z

These emerging products and services and others not yet developed and their

sponsors may exert additional pressure on mutual fund fees and the Commission will

need to closely monitor them to ensure that they are appropriately regulated If

investors are to benefit from the increased competition Investor education must play

major role by helping investors to understand the characteristics risks and costs

associated with the ever-increasing number of investment alternatives

III STUDY OF TRENDS IN MUTUAL FUND FEES AND EXPENSES

Introduction

Objectives

The Division initiated its study of mutual fund fees and expenses fee study in

response to significant growth in the mutual fund Industry and significant changes in

the manner in which funds operate Our objectives are to provide summary data

about the current level of mutual fund fees and expenses describe how fee levels

have changed over time and identify some of the major factors that have influenced

the amount of fees charged In order to examine trends over time we analyze the

expenses of all stock and bond funds for the following years 1979 1992 and 1995

through 1999 We use 1979 as benchmark because it is the year before rule 12b-1

distribution fees were first permitted We analyze data for 1992 because it is the first

year for which we have expense data In electronic format We analyze data for 1995

through 1999 to get more recent picture of trends In fund expenses Our purpose is

not to determine whether mutual fund fees are too high or too low but to determine

howfees have changed over time and what factors have affected those changes

Presentation of Results

The presentation of fee study results is organized in the following manner First we

discuss issues related to methodology and data sources We identify the costs that

are included in funds expense ratio and the costs that are excluded We then

examinetrends In the number of funds assets under management expense ratios

methods of distribution and types of investment objectives offered Next we use an

econometric model to examine which factors are statistically important in explaining

the differences in mutual fund operating expense ratios Following that we examine

whether mutual fund management expense ratios decline as fund assets increase

and Investigate the extent to which fee breakpoint provisions are included in the

management contracts between funds and their investment advisers Finally we

examine the expenses of the largest mutual funds in the retirement market

Methodological Issues
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For example the Commission recently issued tips on mutual fund investing that

remind investors that past performance should never be their only guide when

choosing funds The Commission recommended that in addition to reading the

prospectus and shareholder reports investors should assess funds costs because

they can have an enormous impact on returns The Commissions mutual fund tips

also suggest that investors consider funds size tax consequences risks and

volatility

Last year the Commission launched the Mutual Fund Cost Calculator an Internet-

based tool that enables investors to compare the costs of owning different funds by

entering data that generally is available in fund prospectuses The Mutual Fund Cost

Calculator also shows the total cost of owning mutual fund after specified period

of time It is available for free on the Commissions web site.2

These recent investor education Initiatives build upon prior initiatives of the

Commission to promote financial literacy among investors The Commissions web site

contains for example an Investment Options page which contains information on

the benefits risks and costs of various investment vehicles including mutual

funds The page provides links to the Mutual Fund Cost Calculator and to

publication with frequently asked questions about mutual fund fees.2 It also features

the Financial Facts Tool Kit which contains information to assist investors in

planning their financial futureJQ Investors can find on the Commissions web site

brochure about investing in mutual funds that contains section on the importance of

feesJi Investors can also use the Search Key Topics databank on the Commissions

website to learn more about the different types of mutual fund fees and expenses

In addition in March 1999 Congressman Paul Gilimor introduced the Mutual Fund Tax

Awareness Act of 1999 which would require the Commission to revise its regulations

to improve methods of disclosing to investors in mutual fund prospectuses and annual

reports the after-tax effects of portfolio turnover on mutual fund returns The

legislation was approved by the House of Representatives in the 106th Congress The

Commission recently also proposed to improve disclosure to investors of the effect of

taxes on the performance of mutual funds

Finally we note the presence of market trends that may be the result of increased

investor awareness of funds expenses Three fund groups that have been

characterized as featuring relatively low costs have increased their share of total

fund assets from 17% at the beginning of 1990 to more than 27% at the end of

1999J Competitive pressures within the industry appear to be prompting an

increasing number of fund mergers as fund sponsors attempt to streamline their

offerings and eliminate uneconomical funds Competition also has increased because

of the offering of low-cost exchange traded funds ETFs which are pooled vehicles

generally sponsored by large broker-dealers and stock exchanges that allow investors

buy and sell the funds shares at any time during the day at market prices In

addition to competing among themselves mutual funds face increased competition

from sources outside of the fund industry

On-line trading Due to the low cost of trading on-line many investors now

prefer to construct their own investment portfolios In lieu of relying on mutual

funds

Individual accounts Advances in technology enable investment advisers and

broker-dealers to extend individual account management services to clients

and customers with smaller accounts than had been economically feasible in
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assess whether the regUlatory framework should be enhancd For example in

September 1998 the Subcommittee on Finance and Hazardous Materials of the

Commerce Committee of the U.S House of Representatives held hearing on mutual

fund fees and expenses atwhlch Chairman Arthur Levitt and members of the induslry

testified In his testimony Chairman Levitt announced that the staff had commenced

report on fees and expenses Chairman Levitt also discussed the steps being

taken by the Commission in the area of mutual fund fees and expenses which

included evaluating the role of independent directors and enhancing investor

understanding of fund costs The Commissions recent initiatives in those areas are

described below

Enhancing the Role of Independent Directors

As discussed above the independent directors of fund play significant role in

monitoring fund fees and expenses and the Commission recently has undertaken

initiatives to strengthen the role of independent directors In February 1999 the

Commission hosted two-day public Roundtable on the role of independent fund

directors Independent directors investor advocates executives of fund advisers

academics legal counsel and others examined the responsibilities of independent

directors and discussed ways that the Commission might promote greater

effectiveness of these directors especially in approving investment advisory

agreements and fees One panel at the Roundtable was entitled Negotiating Fees and

Expenses Roundtable participants generally agreed that Independent directors can

vigilantly represent the interests of fund shareholders only when they are truly

independent of those who operate and manage the fund and that the independence

of fund boards should beencouraged.4-

In October 1999 the Commission proposed new rules and rule amendments to

enhance the independence and effectiveness of mutual fund directors.4 At the same

time the Commission published an interpretive release expressing the views of the

Commission and Division staff concerning number of issues that relate to

independent fund directors Together these initiatives are designed to reaffirm the

important role that independent directors play in protecting fund investors

strengthen fund directors hand in dealing with fund management reinforce directors

independence and provide Investors with additional information to assess directors

independence

In addition in October 1999 Chairman Levitt announced the creation of the Mutual

Fund Directors Education Council which is chaired by former SEC Chairman David

Ruder and administered by Northwestern University The Council was created in

response to Chairman Levitts call for improved fund governance The Council fosters

the development of programs to promote culture of independence and

accountability in fund boardrooms

Enhancing Investor Understanding of Mutual Fund Costs

Through the Commissions disclosure efforts mutual fund fee information is readily

available to investors in an understandable easy-to-use format in the new mutual

fund prospectuses The Commission continues to be concerned however that the

typical investor is not using all of the resources that are available in considering

investments in mutual funds Thus the Commission has mounted an extensive

investor education campaign to improve the financial literacy of investors with respect

to mutual funds and their costs
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Most fund directors request data and other information that enable them to evaluate

at least these factors in connection with the investment advisory or other contracts

In addition to obtaining data and information from the investment adviser fund

directors may seek data and other information from outside sources For example the

directors may obtain material prepared by outside experts that may be used to

compare the funds performance fee structures and expenses to funds of

comparable size and investment objective Independent directors also may rely on

independent counsel for advice and information in connection with the evaluation of

the investment advisory and other service contracts

Disclosure Requirements

The dual approach to regulating mutual fund fees and expenses also relies on fund

Investors to play role in determining for themselves the appropriate level of fees

and expenses All funds are required to disclose their fees and expenses in uniform

manner so that an investor contemplating fund investment today has access to

comparable information about competing funds This information helps investors to

make better investment decisions

In the 1980s the Commission became concerned that investors could be confused if

the increasing variety of sales loads and other fund distribution arrangements were

not uniformly presented For that reason since 1988 Form N-lA the form used by

mutual funds to register their shares with the public has required every mutual fund

prospectus to Include fee table.Z This table presents fund investors with expense
disclosure that can be understood easily and that facilitates comparison of expenses

among funds

The fee table calls for uniform tabular presentation of all fees and expenses

associated with mutual fund investment The fee table reflects both charges paid

directly by shareholder out of his or her investment such as front- and back-end

sales loads and ii recurring charges deducted from fund assets such as advisory

fees and 12b-1 fees The table must be located at the beginning of the prospectus It

is accompanied by numerical example that illustrates the total dollar amounts that

an Investor could expect to pay on $10000 Investment if he or she received 5%
annual return and remained Invested in the fund for various time periods As result

of the Commissions efforts in desi9ning and Implementing the fee table information

about mutual fund fees and expenses is accessible to prospective and existing

investors

In 1998 the Commission overhauled the prospectus disclosure requirements for

mutual funds in order to provide investorswith clearer and more understandable

information about funds As part of those initiatives the Commission improved fund

fee disclosure Those initiatives require mutual funds to include in the front portion of

their prospectuses risk/return summary in plain English that functions as

standardized executive summary of key information about the funds The fee table

is included in the plain English risk/return summary because of the Commissions

belief that fees and expenses are crucial to an investors decision to invest in

fund.4Q This reflects the Commissions commitment to promoting investors access to

fee information as basis for fund investment decision.4.l

Recent Commission Initiatives to Enhance the Regulatory Scheme

Congress and the Commission continue to monitor fund fees and expenses and to
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Case 409-cv-00433-RP-CFB
pursuant to written plan and that the plan be annually approved by majority of

the funds independent directors2 Like advisory contracts rule 12b-1 also requires

shareholder approval of the plan and any amendments to the plan that materially

increase the amount paid under the plan When reviewing and approving rule 12b-1

plans independent directors must decide in the exercise of their reasonable business

judgment and in light of their fiduciary duties under state law and under the

Investment Company Act that there is reasonable likelihood that plan will benefit

the fund and its shareholders.2

The Investment Company Act and the rules thereunder do not however expressly

require funds independent directors to approve all of the service contracts of the

fund For example funds independent directors are not expressly required by the

Act to approve transfer agency contracts or administrative contracts Absent some

affiliation between fund and service provider service contracts generally do not

implicate the same conflict of interest concerns as investment advisory contracts

Directors including Independent directors may nevertheless review and approve such

service contracts especially if funds adviser or an affiliate of the adviser provides

the services under the contract.Q Also directors may need to review and approve

service contracts in order to fulfill their duties as directors under state law

In 1970 Congress amended the Investment Company Act to strengthen the ability of

directors particularly independent directors to carry out their responsibilities to

review and approve fund contracts.i Among other things Congress adopted Section

36b of the Investment Company Act pursuant to which investment advisers have

fiduciary duty with respect to the receipt of compensation for services provided to

fund An advisers duty under section 36b applies to all of the fees that the

adviser and its affiliates receive from fund including any distribution expenses such

as rule12b-1 fees Court decisions in cases alleging that an adviser breached Its

fiduciary duty with regard to compensation under section 36b provide framework

that many fund directors follow when they review advisory contracts In these

cases courts evaluated the facts and circumstances of the advisory contract to

determine whether the adviser charged fee that is so disproportionately large that

it bears no reasonable relationship to the services rendered and could not have been

the product of arms-length bargaining The courtS have considered the following

factors when evaluating section 36b claim

the nature and quality of the services provided by the adviser including the

performance of the fund

the advisers.cost in providing the services and the profitability of the fund to the

adviser

the extent to which the adviser realizes economies of scale as the fund grows

larger

the fall-out benefits that accrue to the adviser and its affiliates as result of the

advisers relationship with the fund e.g soft dollar benefits

performance and expenses of comparable funds and

the expertise of the independent directors whether they are fully informed about

all facts bearing on the advisers service and fee and the extent of care and

conscientiousness with which they perform their duties
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interests of fund Investors with respect to fund fees and expenses by using dual

approach procedural safeguards to reduce the conflicts of interest that could lead

to inappropriate or inflated fees and uniform disclosure of fees and expenses by

funds to allow investors to make informed investment decisions The dual approach

has been enhanced over the years since passage of the Investment Company Act

and Congress and the Commission have continued to rely on this approach.i

Safeguards to Reduce Conflicts of Interest

mutual fund has unique structure Although mutual funds generally are organized

either as corporations or business trusts they typically are not managed by their own

officers and employees Rather mutual fund usually is organized and operated by

separate legal entity that acts as or is affiliated with the funds investment

adviserJ The investment adviser generally supplies the fund with its officers and

employees and selects the original slate of directors for the fund

This structure creates an inherent conflict of interest between the fund and its

investment adviser because the directors of the fund who typically have initially been

selected by the adviser approve the amount of the fees that the fund will pay to the

adviser in exchange for all of the advisers services to the fund An investment adviser

has an incentive to charge the highest possible fee for its services while the fund and

its shareholders wish to pay the lowest amount of fees possible because the fees

directly reduce funds return on its investments

Congress did not address this conflict by imposing fee caps or other direct regulation

of fund fees and expenses.2 Rather Congress adopted certain provisions in the

Investment Company Act to place fund directors that are not affiliated with funds

management in the role of independent watchdogs who would furnish an

independent check upon the management of mutual funds.Zi Since its enactment

the Investment Company Act has required that no more than 60% of the members of

board of directors be among other things officers or employees of -fund or

affiliated with the funds investment adviser2

The Investment Company Act further requires that majority of funds independent

directors approve the contract between the investment adviser and the fund and any

renewals of the contract.2 In evaluating whether to approve or renew the contract

the directors have statutory duty to evaluate and the adviser has statutory duty

to furnish all of the relevant information that is needed to review the terms of the

contract2 This evaluation typically consists of review of the amount of the advisory

fee paid by the fund the services provided by the adviser and the profitability of the

fund to the adviser.2

The Commission has followed the approach of relying on funds independent

directors to police conflicts of interest between fund and its affiliates regarding the

use of fund assets to finance activities that are primarily designed to result in the sale

of the funds shares i.e the expenses of distributing the funds shares.2 Pursuant to

rule 12b-1 under the Investment Company Act fund may adopt 12b-1 plan to

provide for the payment of distribution expenses Because of the possible conflicts of

interest involved in funds payment of distribution expenses the Commission

requires funds to follow procedures similar to those required by the Investment

Company Act for the approval of an investment advisory contract.22

In particular rule 12b-1 requires that payments for distribution expenses be made
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materials that help investors understand how to make use of the new information

and encourage funds brokers and others to do so as well

For many fund shareholders taxes on income dividends capital gains distributions

and gains realized when shares are redeemed have greater impact on the growth of

their investment than does the funds expense ratio.l The Commission should adopt

rules that would require mutual funds to report their investment returns on an after-

tax basis similar to or as proposed in March 2000.IZ

b.fund Governance

We believe that the current statutory framework can be enhanced by strengthening

the ability of independent directors to monitor fund fees and expenses As described

In Section II the Commission took major action in this area in October 1999 when it

proposed new rules and rule amendments designed to enhance the effectiveness of

independent directors in dealing with fund management We recommend that these

proposals be adopted as soon as practicable taking into account public comments on

the proposals

In addition to strengthening the ability of Independent directors to deal with fund

management the Commission also should consider the following recommendations

with respect.to the regulatory framework for fees

The Commission should continue to emphasizethat mutual fund directors must

exercise vigilance in monitoring the fees and expenses of the funds that they

oversee Fund directors should for example attempt to ensure that an

appropriate portion of the cost savings from any available economies of scale is

passed along to fund shareholders The Commission should continue to

encourage efforts to educate directors about issues related to fund fees and

expenses including the types of Information that they may request when they

review the funds management contracts and the techniques that are available

to evaluate the Information that they receive

Fund directors In addition to approving the management fee may also

approve plan under Rule 12b-1 under the Investment Company Act to use

fund assets to pay for distribution and marketing expenses That rule is now

twenty years old The Commission should consider whether the rule needs to

be modified to accommodate changes in the mutual fund industry

We believe that these recommendations would provide fund-shareholders with better

information about mutual fund fees and would enhance the procedural safeguards

that are provided by the oversight of independent directors and by SEC rules

XI REGULATORY FRAMEWORK FOR MUTUAL FUND FEES AND

EXPENSES

Historical Background

Over the past 60 years Congress and the Commission have souht to protect the
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fee caps or other regulatory intervention is sound and operates in the manner

contemplated by Congress We believe however that the framework can be

enhanced In certain areas brief summary of our recommendations follows These

recommendations are more fully discussed in Section IV

Disclosure and Investor Education

Many observers give the Commission high marks for requiring funds to disclose

information about their fees in format that is understandable to investors and that

facilitates comparison with the fees charged by other funds and other investment

alternatlves.i The Commission should nevertheless consider whether requiring the

disclosure of additional types of fee information would facilitate Investors awareness

of fund fees and Investors ability to understand their effect For example the General

Accounting Office recommended in its report that the Commission require mutual

funds and/or broker-dealers to send fund shareholders account statements that

include the dollar amount of the funds fees that each investor has indirectly paid.i

GAO report acknowledges however that there are advantages and disadvantages

to this recommendation and that other alternatives should be considered We
recommend that because the recommended Information could be disclosed In various

ways the Commission should evaluate the most effective way of disclosing fees and

expenses that Investors incur taking into account the cost and burden that various

alternative means of making such disdosures would entail

We agree with the General Accounting Office that the fund industry and the

Commission should encourage fund shareholders to pay greater attention to fees and

expenses We believe that changes to mutual fund disclosure requirements have

generally produced the best results when the changes are designed to meet the

information needs of Investors and assist them in making better Investment decisions

With respect to fund fees and expenses we believe that Investors need information

In addition to information about the dollar amount of fees that helps them to

understand the fees that they pay Moreover they need to be able to compare the

fees of their fund to the fees of other funds and other types of investments To satisfy

these broader needs we believe that any additional required fee information

Including the dollar amount of fees should be provided In semi-annual and annual

shareholder reports One advantage of this approach is that it would enable investors

to not only compare the fees of funds but also to evaluate the fee Information that

would be contained in the reports to shareholders alongside other key Information

about the funds operating results Including managements discussion of the funds

The additional information about actual costs could be presented in variety of ways
One possible way to present the data would be to require shareholder reports to

Include table showing the cost in dollars incurred by shareholder who invested

standardized amount e.g $10000 In the fund paid the funds actual expenses

earned the funds actual return for the period.1 The Commission could require

in addition that the table include the cost In dollars based on the funds actual

expenses of standardized investment amount e.g $10000 that earned

standardized return e.g 5% Because the only variable for this calculation would be

the level of expenses investors could easily compare funds to one another

The full benefits of improved fee disclosure will not be realized without strong

investor education campaIgn We recommend that the Commission continue its

program described In Section II to Improve the financial literacy of Investors with

respect to mutual funds and their costs As new requirements to provide information

about fund fees take effect we recommend that the Commission develop educational
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Summary of Findings

As described more fully in Section III we observed the following from the data that

we collected

Overall mutual fund expense ratios i.e funds total expenses including rule

12b-1 fees divided by its average net assets have increased since the late

1970s although they have declined in three of the last four years

Although fund expense ratios rose on average during the 20 years covered by

our study the overall cost of owning fund shares may not have risen if changes
in sales loads are taken into consideration Sales loads are not taken into

consideration when calculating expense ratios and have generally decreased

during the period

The increase in mutual fund expense ratios since the 1970s can be attributed

primarily to changes In the manner that distribution and marketing charges are

paid by mutual funds and their shareholders Many funds have decreased or

replaced front-end loads which are not included in funds expense ratio with

ongoing rule 12b-1 fees which are included In funds expense ratio This

change complicates the comparison of current expense ratios with expense

ratios from earlier periods

Mutual funds with the largest proportion of defined contribution retirement plan

assets e.g 401k plans generally have lower expense ratios than other

funds

Mutual fund expense ratios generally decline as the amount of fund assets

increase

Specialty funds have higher expense ratios than equity funds which in turn

have higher expense ratios than bond funds International funds have higher

expense ratios than comparable domestic funds

Index funds and funds that are available only to institutional investors

generally have lower expense ratios than other types of funds

In sample of the largest 1000 funds In 1999 funds that are part of large

fund families in terms of asset size tend to have lower management expense

ratios than funds that are part of small fund families These findings may
reflect economies for the investment adviser generally

In sample of the 100 largest mutual funds most funds have some type of fee

breakpoint arrangement that automatically reduces the management fee rate

as the asset-size of the individual fund or the fund family increases Most funds

in the sample with management fee breakpoints however have assets above

the last breakpoint

Summary of Recommendations

We believe that the current statutory frameworks primary reliance on disclosure and

procedural safeguards to determine mutual fund fees and expenses rather than on
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year period the number of funds has increased from 564 to more than 7700

Perhaps more significant than the growth in fund assets or the number of funds Is the

increasingly significant role of mutual funds as an investment vehicle for many

Americans Today fund assets exceed the assets of commercial banks with almost

88 million shareholders investing in mutual fundsi The percentage of U.S

households that invest in funds has increased from 6% in 1980 to 49% today due to

number of factors including relatively low interest rates for bank deposits and the

popularity of Individual Retirement Accounts and 401k plans.Z The mutual fund

industry accounts for l7% of total retirement assets and almost 42% of 401k
assets

The growth of the fund industry has been accompanied by debate over the

appropriate level of fund fees The focus on fund fees is important because they can

have dramatic impact on an investors return For example 1% increase in

funds annual expenses can reduce an investors ending account balance in that fund

by 18% after twenty years

Some commentators argue that fund fees are too high They claim that the growth in

the fund Industry has produced economies of scale and that funds have not passed on

to shareholders the benefits of these economies of scale in the form of reduced fees

Others contend that fund fees are not too high and that shareholders today are

getting more for their money -- more services such as telephone redemption and

exchange privileges check or wire redemptions and consolidated account

statements and greater investment opportunities such as international and other

specialized funds which typically have higher operating costs than more traditional

funds They also contend that the average cost of investing in mutual funds has

declined since 1980.12

In the most recent contribution to the public dialogue the United States General

Accounting Office issued report that provides wide-ranging analysis of mutual fund

fees and the market forces and regulatory requirements that influence those fees 11

The reports major conclusion is that additional disclosure could help to increase

investor awareness and understanding of mutual fund fees and thereby ptmote
additional competition among funds on the basis of fees The report recommends that

the Commission require that periodic account statements include additional disclosure

about the portion of mutual fund fees that the investor has borne

Our goal for this Report is to provide objective data describing trends in mutual fund

fees that may be useful to Congress and the Commission in overseeing the mutual

fund industry and to others who are focusing on the effect of mutual fund fees on

investor returns As discussed more fully below the Investment Company Act of 1940

Investment Company Act does not give the Commission the direct role of arbiter

in determining the appropriate level of fees to be paid by mutual fund .12 Rather the

regulatory framework generally allows the level of fund fees to be determined by

marketplace competition and entrusts fund Independent directors with the

responsibility to approve and monitor the arrangements under which funds pay for

investment advice or the distribution of their shares Thus we do not draw any

conclusions in this Report as to the appropriate level of fund fees

Summary of Findings and Recommendations
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INTRODUCTION AND EXECUTIVE SUMMARY

This Report of the Division of Investment Management on Mutual Fund Fees and

Expenses Report presents our study of trends in mutual fundi fees and expenses

experienced over the past twenty years We conducted our study of fees in light of

the significant growth in the mutual fund industry during the period U.S
households increasing reliance on mutual funds to finance retirement housing and

childrens education the significant impact that mutual fund fees and expenses
have on investor returns and the ongoing debate over the appropriate level of

mutual fund fees and expenses We anticipate that the Report will be useful to

Congress and the Commission In overseeing the mutual fund industry Moreover we
believe that this information may be useful to members of the mutual fund industry

including fund directors and to the investing public

In Section we describe the background and scope of the Report and provide

summary of our findings SectIon II describes the regulatory framework with respect

to mutual fund fees and expenses The section summarizes the corporate governance

and disclosure standards that apply to fund fees and expenses and explains how

these standards have evolved to meet changes in the industry The section also

describes recent Commission initiatives regarding fund fees and expenses Section III

presents the trends in fees The section illustrates the extraordinary growth in fund

assets during the period covered by the study The section also discusses the major

changes in the manner that funds are organized and distributed and the rapid

expansion in the variety of services that is commonly available to fund shareholders

Section 1V describes our recommendations concerning the corporate governance

structure for the oversight of fund fees and the disclosure that investors receive

regarding fund fees

Background and Scope of the Report

The U.S mutual fund industry has grown dramatically over the past twenty years
Assets under management have grown from $134.8 billion at the end of 1979 to $6.8

trillion at the end of 1999 an increase of more than 49OO% Over the same twenty
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Investment Company Act Amendments of 1967 Hearings on H.R 9510 FIR 9511 Before the Subcornm on

Corn merce and Fin of the Comm on interstate and Foreign Commerce 90th Cong 616 1967 statement of Judge

Henry Friendly U.S Appeals Court N.Y N.Y.

Id

Mutual Fund Legislation of 1967 Hearing on 1659 Before the Senate Comm on Banking and Currency

90th Cong 36869 1967 statement of Prof Paul Samuelson

Wharton Report supra note 87 at 485

Moreover price competition to the extent it exists is more evident in the money market segment of the fund

industry See GAO Report supra note 12 at n.3 market funds generally have not been the focus of recent

concerns regarding fees

Susan Harrigan Street Smarts Newsday July 30 2000 at F2 available at 2001 WL 9230159

Jacquelyn Rogers Burning issues Waft over Smoking and the Workplace Employee Benefit News June

2000 2000 WL 10182690 The equity fund savings number is in line with Warren Buffetts estimate that funds could

save their shareholders SI billion annually if they were managed more like regular corporations for example with

primary emphasis on creating and protecting value for shareholders See Bogle supra note 30 at 372 Bogle puts the

number considerably higher In fact such savings could easily top
$30 billion each year Id

The authors analysis of fund data was complicated greatly by some funds tendency to include as advisory fees

extraneous expense items which other funds categorized as administrative costs In the fund industry dvisory fees

generally pay for portfolio management but under some contracts they also may pay for ancillary administrative share

holder accounting and transfer agency services Hoene supra note 249 at 89 106 107 n.4 quoting SEC Division of

investment Management Memorandum to SEC Chairman Breeden Apr 1992

Castillo Dean Witter Discover Co Transfer Binder Fed Sec Rep CCH 90299 at 91091

S.D.N.Y June 25 1998 The case is discussed in supra note 124

FN289 Report on Mutual Fund Fees supra note

26 Corp 609

END OF DOCUMENT
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After they have invested fund shareholders are not provided the specific dollar cost of the mutual fund invest

ments they have made For example mutual fund investors generally receive quarterly statements detailing their mutual
fund accounts These statements usually indicate the beginning and ending number of shares and the total dollar value of
shares in each mutual fund owned They do not show the dollar amount of operating expense fees that were deducted

from the value of these shares during the previous quarter This contrasts with most -other fmancial products or services
such as bank accounts or brokerage services for which customer fees are generally disclosed in specific dollar amounts

See Schuyt 663 Supp at 973 974 quoting twice with approval from Gartenberg 694 F.2d at 929 the pro
position that key reason why fund competition for shareholder business does not lead to similar competition between
advisors for flmd business is the relative insignificance of the advisors fee to each shareholder

GAO Report supra note 12 at 17

Witmer supra note 262 at 1006-07

Report on Mutual Fund Fees supra note

Bogle supra note 268 at

The GAO Report notes

Critics have also indicated that the legal standards applicable to directors oversight of fees are flawed One
factor that directors consider is how their funds fee compares to those charged by other similar funds However private

money manager stated that directors have no basis therefore for seeking lower fee if their fund is charging fees similar

to those of other funds An industiy analyst indicated that basing funds fees on those charged by similar funds results

in fees being higher than necessary He stated that although it is safe way to set fees in light of the Gartenberg stand

ards such practices do not contribute to lower fees.

GAO Report supra note 12 at 94 see also Bogle supra note 18 at 327-28 reporting an instance in which following
successful effort to have fund shareholders raise the advisOry fee because among other things its rates were below av
erage the advisor promptly sold itself for cool $1 billion The problem in other words is that so long as fund fees

levels are viewed in isolation as Gartenberg has been read incorrectly to suggest they should be high fee levels are apt

to lead to still higher fees Half of the service suppliers at any point in time will be working for below-average compens
ation The cellar dwellers are thus able to argue they need raise particularly in view of the allegedly ferociously com
petitive market for fund advisory talent See Wyatt supra note 10 at We have to make sure that the fees the

funds are paying are competitive enough to keep the players in the game said Stephen West lawyer at the New
York firm of Sullivan Cromwell who serves as an independent director of the Pioneer and Winthrop Focus funds

The competition for managerial talent is enormous which has caused the cost of running the business to explode.

Evidently the market for pension fund advisory help has not caught fire to the same extent as the fund management mar- ket

According to one industry observer the IC1 is by fund companies for fund companies and their incentive

their compensation-- everything is to favor fund management Braham supra note 113 at 94 quoting Don Phillips

CEO of Morningstar Inc. As of July 2000 39 of45 ICI board members worked for fund advisors Id

digest of John Bogles critique of one industry study is set forth supra note 78 For the authors critical ana

lysis of the lCls economies of scale study see supra notes 70-86 and accompanying text

Investment Company Act of 1940 lb2 15 U.S.C.A 80a-lb2 West Supp 1999 The Act was writ

ten to mitigate and so far as is feasible to eliminate these conditions Id 80a- lb2
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Simon supra note 10 at 130 quoting Susan Woodward

Rachel Witmer SEC Wants Mutual Funds Voluntarily to Disclose Risk Fee Data Barbash Confirms 30 Sec

Reg Rep ENA 1006-07 Jul 1998 The SECs Chairman Arthur Levitt lamented to Congress continue to

be struck by the lack of investor knowledge of fund fees and expenses The typical investor simply is not using the

wealth of available fee information in considering mutual funds Improving Price Competition supra note 40 at 37

statement of Arthur Levitt Chairman U.S Securities and Exchange Commission available at http//

www.sec.gov/news/testimony/testarchiv 1998/tsty 398.htm If the Commission demanded that advisors publish cost in-

formation showing advisory office profitability the information would undoubtedly have profound impact on competi

tion whether individual investors studied it or not Such information could be used by directors in negotiating fee con

cessions by the media in assessing the quality of board oversight and by plaintiffs lawyers in holding boards account

able under section 36b As it is investors the media litigants and even inquiring agencies such as the GAO are left to

operate in the dark This serves the interests of fund advisors but not the interests of the fund investors the SEC was cre

ated to protect

Barry Barbash Mutual Fund Consolidation and Globalization Challenges for the Future Remarks at the

Mutual Funds and Investment Management Conference March 23 1998 available at httpJ/

www.sec.gov/news/speech/speecharchive/l 998/spch2o8.htm The SEC Division Directors analogy is worth inspecting

VCRs are made by companies driven to be the low-cost providers the better to earn profits for the selling companys

owners i.e its shareholders In the VCR industry conflicts of interest between the manufacturers managers and its

shareholders are not way of life Indeed it is acknowledged that over the years makers of VHS VCRs have competed

vigorously lowering prices end improving product quality Carole Handler and Julian Brew The Application of An
titrust Rules to Standards in the Information IndustriesAnomaly or Necessity The Computer Law Nov 1997 at

In the fund industry where price competition is less bare-knuckled money managers
still routinely enjoy returns on

equity for their advisory firms exceeding 25% Oppel supra note 77 at II

Witmer supra note 262 at 1006-07 Division Director Barry Barbash explained that In short any comparison

to competitiors fund that fund company might make in an ad could be claimed by its competitor to be unfair as funds

provide varying levels of services and use varying means to calculate costs Id

Report on Mutual Fund Fees supra note

The GAOs detailed study of fund costs was inhibited because the researchers were unable to determine the

extent to which mutual fund advisors experienced. economies of scale because information on the costs and profitability

of most fund advisors was not generally publicly available GAO Report supra note 12 at 33

Letter from Erik Sirri Chief Economist SEC to John Bogle Chairman The Vanguard Group March 23

1999

John Bogle Investment Management Business or Profession and What Role Does the Law Play Remarks

at the New York University Center for Law and Business Mar 10 1999 transcript on file with the Journal of Corpor

ation Law

GAO Report supra note 12 at 7-8 The GAO also recommended as an alternative disclosures allowing in

vestors to estimate fee charges for their accounts Id at 14

GAO Report supra note 12 at 13
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FN248 Id

1FN249 Total fund expenses generally include investment advisory services administration and operations shareholder

account maintenance mazteting and distribution custodians fee auditing fee state taxes shareholders reports annual

meetings and proxy costs and directors fees and expenses

Mary Joan Hoene Fund Distribution Proposed Elimination of Section 22d Market Tailored Fund Structures in Invest

ment Companies 1992 at 87 107 n.4 PLI Corp Law Practice Course Handbook Series No B4 7015 quoting

memorandum from SEC Division of Investment Management to Chairman Breeden Apr 1992

FN250 Id at 107 n.3 noting that the funds advisory fee pays for portfolio management but under some contracts

they may also pay for ancillary administrative shareholder accounting and transfer agency services.

FN251 Gordon Alexander et al Mutual Fund Shareholders Characteristics Investment Knowledge and Sources of

1.nformation June 26 1996 available at 1996 WL 10828970

Id

FN253 See e.g Ellen Schultz Blizzard of Retirement-Plan Offerings Eases Drought in Mutual-Fund Choices Wall

St Dec 21 1995 at Cl C25 reporting on survey of retirement-plan participants by division of John Hancock Mu
tual Life Insurance Co reflecting that more than third of respondents believed it was impossible to lose money in

bond fund while an additional 10% were unsure 12% of the respondents also believed it was impossible to lose money

in stock fund or answered that they were unsure

SEC U.S Securities and Exchange Commission at http// www.sec.gov/ last visited Jan 24 200

Longo supra note 10 at The attention paid to the issue of rising fund fees by the Subcommittee on Fin

ance and Hazardous Materials has the Securities and Exchange Commission and the mutual fund industry falling all over

themselves to defend and justify not only rising fund fees but the fund industry itself Id

Another barrier to greater price competition is the fund industrys complex fee structures In addition to advis

ory fees funds assess distribution charges through front-end or contingent deferred sales loads and through rule 2b-l

fees some funds also charge certain types of administrative fees The investors difficulty in evaluating overall costs and

services inhibits price competition

Id at 108 quoting Memorandum from the Division of Investment Management to SEC Chairman Breeden Re Chair

man Dingells Inquiry Concerning Mutual Fund Fees The staffs observation that the fund industrys complex fee struc

tures breed investor confusion obviously fails to conform with the ICIs contention that clear disclosure is fund in

dustry norm and force driving vigorous competition Id

FN257 Hoene supra note 249 at 108

FN258 Arthur Levitt Opening Statement of Chairman Arthur Levitt at the Open Meeting on Regulation Fair Disclos

ure Aug 10 2000 at httpf/ www.sec.gov/extralseldisal.htm last modified Aug 10 2000

Arthur Levitt Remarks at Mutual Fund Directors Education Council Conference Feb 17 2000 ht

tp//www.sec.gov/news/speeches/spch346.htm last modified Feb 18 2000 Levitt explained On an investment held

for 20 years 1% annual fee will reduce the ending account balance by 18% Id

FN260 See Letter from Paul Roye to Thomas McCool May 10 2000 reprinted in GAO Report supra note 12 at

102-09
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Professor of Finance State University of New York at Buffalo

Robert Robertson En Search of the PerfectMutual Fund Prospectus 54 Bus Law 461 472 1999

Ed at 475 While mutual fund companies are catering directly to bakers and sales clerks mutual fund pro

spectuses appear intelligible to only bankers and securities lawyers.

Professor Charles Trzcinka testified as follows before Congress in the course of the same hearings in which

Mr Fink made his clear disclosure claim

The theme of my work is simple Investors have hard time determining how much they are paying and an even

more difficult time determining what they are getting Some fees are hidden and many fees are charged in complicated

fashion At best the total fee can be estimated from the disclosure of most funds but if an investor decides to estimate

fees it is very difficult to compare portfolios of risky securities There are limitations in applying all measures of risk

and there is lack of uniformity in their application

Improving Price Competition supra note 40 at 50 Professor Trzcinkas fmdings are as follows

Total expenses paid by investors have not fallen over the past decade and probably have risen

There is no relationship between the level of expense ratios and risk-adjusted performance except that large ex

pense ratios substantially reduce performance

There is no evidence that managed mutual funds have performed better than funds that simply try to match an

index or combination of indices

There is little evidence of persistence of good performance there is stronger evidence of persistence of poor

performance

Good performance is rewarded by investors poor performance is ignored except when the poor performance is

extreme

Information available to investors on mutual fundportfolio management is poor

Ed Many of Professor Trzcinkas views were echoed at the hearings by witness Harold Evensky certified fin

ancial planner who complained

the aggregate the fund industry is ethical and professional however there are numerous problems Most

seem to be related to the industrys shift from focus on trusteeship to focus on asset gathering and distribution More

specifically these problems include misperception of the role of the fund vis-à-vis the investor inadequate supervision

by the funds independent trustees poor disclosure inadequate communications and long bull market The combination

of these factors results in poorly informed investors making bad decisions about investing in funds that often do not de

liver the benefits reasonably expected of competition and economies of scale

Em proving Price Competition supra note 40 at 62 statement of Harold Evensky

See supra note 10

Report on Mutual Fund Fees supra note

Krinsk 715 F.Supp at 481 internal citations omitted

Ed

Report on Mutual Fund Fees supra note

Ed

Krinsk 875 F.2d at 409
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mandate disclosure allowing calculation of advisory profits would address each of the three prongs mentioned by Chair

man Levitt

This data is essential to evaluate whether fees are excessive under Gartenburg which takes into account the

profitability of the fund to the advisor-manager economies of scale and comparative fee structures Gartenberg 694

F.2d 929-30

See In re Donald Trump Casino Sec Litig 793 Supp 543 559 D.NJ 1992 no legal ob

ligation for management to compare itself unfavorably or otherwise to industry competitors Comparison shopping is

the responsibility of the reasonable investor.

Gartenberg 694 F.2d at 929 emphasis added

fact is material if there is substantial likelihood that reasonable shareholder would consider it important

in making an investment decision TSC Indus Inc Northway Inc 426 U.S 438 449 1976 The Court explained in

TSC that to fulfill the materiality requirements there must be substantial likelihood that the disclosure of the omitted

1ct would have been viewed by the reasonable investor as having significantly altered the total mix of information

made available Id See also 17 C.F.R 230.405 1999 definition of materiality paralleling that enunciated in TSC In

dustries For State law fiduciary duty case arising in the fund setting using the same materiality test see OMalley

Boris 742 A.2d 845 850 Del 1999

See e.g GAO Report supra note 12 at 28 noting that studies have also documented the impact of

fees on investors returns by finding that funds with lower fees tended to be among the better performing funds.

Krinsk 875 F.2d at 409

Gartenburg 694 F.2d at 929

The SECs staff made clear in its Report on Mutual Fund Fees and Expenses that although expense ratios are

important it can be misleading to focus on one number without identifing key factors that influence that number Re
port on Mutual Fund Fees supra note key component of expense ratios for actively managed funds is the investment

advisory fee reflecting the price charged for investment advice rendered to the fund Yet the SEC has prescribed no uni

form reporting requirement for that key item shortcoming reflected in the staffs report on fees and expenses The re

port presents the staffs finding that it was unable to analyze directly the cost of providing portfolio management services

because the data are unavailable The report used management fees as proxy for the missing advisory fee data sub

stitution the staff admitted was far from perfect since management fees often pay for other services as well Id

See Improving Price Competition supra note 40 at 79 statement of Matthew Fink President Investment

Company Institute

FN236 For example the GAO found its analysis of overall industry profitability stymied due to the unavailability of

comprehensive financial and cost information GAO Report supra note 12 at

FN237 Investment Company Act Amendments of 1995 Hearing on H.R 1495 Before the Subcomm on Telecomm

and Finance of the Comm on Commerce 104th Cong 1995 statement of I-Ion Jack Fields Chairman of Subcomm

on Telecomm and Finance Another industry observer has concluded Investors have hard time determining what

they are paying and an even more difficult time determining what they are getting Some fees are hidden and many fees

are charged in complicated fashion improving Price Competition supra note 40 at SO statement of Charles Trzcinka
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providers and their affiliates Id at 32

Investment company boards establish Audit Committees composed entirely of independent directors that the

committee meet with the funds independent auditors at least once year outside the presence of management represent

atives that the committee secure from the auditor an annual representation of its independence from management and

that the committee have written charter spelling out its duties and powers

Id at 33 Independent directors meet separately from management in connection with their consideration of the

funds advisory and underwriting contracts and otherwise as they deem appropriate Id at 35 Independent directors

designate one or more lead independent directors Id at 36 Fund boards obtain directors and officers errors and

omissions insurance coverage and/or indemnification from the fund that is adequate to ensure the independence and ef

fectiveness of independent directors ICI Advisory Report supra note 215 at 36 Investment company boards of direct

ors generally are organized either as unitary board for all the funds in complex or as cluster boards for groups of

funds within complex rather than as separate boards for each individual fund Id at 38 Fund boards adopt policies

on retirement of directors Id at 40 Fund directors evaluate periodically the boards effectiveness Id New fund dir

ectors receive appropriate orientation and all fund directors keep abreast of industry and regulatory developments Id at

-Iv

See Barker supra note 10 ax 122 reporting on study of the top 10 complexes accounting for 46% of the in

dustrys assets ISS Takes on ICI Over Best Practices Proposals Fund Action July 12 1999 at The recommenda

tions from the ICI Advisory Group on Best Practices for Fund Directors amounted to good beginning but certainly not

enough said ISS Director of Proxy Voter Services Richard Ferlauto It was less than haIfa step even.

Used with the same meaning ascribed to it in Rule 405 under the Securities Act of 1933 17 C.F.R 230.405

1999 An affiliate of or person affiliated with specified person is person that directly or indirectly through

one or more intermediaries controls or is controlled by or is under common control with the person specified

FN223 Gartenburg 694 F.2d at 929-30 see Krinsk Fund Management Inc 875 F.2d 404 at 409 1989 citing

Gartenburg for the proposition that comparative fee structures should be weighed by fund boards when determining

whether the section 36b reasonableness standard has been met

In fairness to the SEC it is not alone in failing to demand or even suggest that fund directors investigate other

advisory dealings by the advisor or its affiliates when approving advisory fee requests The ABA-authored Fund Direct

ors Guidebook supra hote 216 likewise ignores other advisory activity suggesting only that directors undertake

comparative analysis of expense ratios of and advisory fees paid by similar funds Id at 249-50

For an essay emphasizing the tie-in between corporate governance
and financial disclosure see Louis Lowen

stein Financial Transparency and Corporate Governance You Manage What You Measure 96 Colum Rev 1335 1996

SEC Chairman Arthur Levitt testified before Congress in 1998 that

Historically Congress and the Commission have taken three-pronged approach to investor protection First

reduce conflicts of interest that could result in excessive charges Second require that mutual fund fees be fully disclosed

so that investors can make informed decisions And third let market competition not government intervention answer

the question of whether any mutual funds fees are too high or low The Commission remains vigilant on behalf of in

vestors in its oversight of mutual fund fees and expenses

Improving Price Competition supra note 40 statement of Arthur Levitt Chairman U.S Securities and Exchange Com
mission available at http./f www.sec.gov/news/testirnony/testarchivell 998/tsty 398.hhn Action by the Commission to
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13 See infra note 212 and accompanying text

FN2 14 Protecting Investors Report supra note 28 at 266-67

IFN2 15 Investment Company Institute Report of The Advisory Group on Best Practices for Fund Directors June

1999 The vast majority of fund boards today consist of majority of independent directors hereinafter IC Advis

ory Group Report In 1992 the SECs staff proposed that the Commission require by regulation that majority of fund

directors be independent and noted that this change would be minor because many if not most major investment com

pany complexes already have boards with independent majorities SEC Division of Investment Management Protecting

Investors Half Century of investment Company Act Regulation 268 1992 Six years ago legislation was pending in

Congress to require that majority of fund directors be independent One industry witness speaking in favor of the legis

lation noted that investment Company Institute data indicate that nearly all.. funds.. have majority of independent

directors with the result that the proposed statutory revisions would be largely superfluous Investment Company Act

Amendments of 1995 Hearing on H.R 1495 Before the Subcornm on Telecomm and Finance of the House Comm on

Commerce 104th Cong 75 78 1995 statement of Paul Haaga Jr Senior Vice President and Director Capital Re
search and Management Company study analyzing the makeup of fund boards for the industrys 50 largest fund spon

sors found in 1992 that 71% of the seats on the sampled fund boards were held by independent directors with the aver

age independent director sitting on sixteen board seats within the sponsors complex Tufano supra note 34 at 331-34

Interestingly the study found that funds whose boards have larger fraction of independent directors tend to charge in

vestors lower fees Id at 348 It also found some evidence that funds whose independent directors are paid relatively

larger directors fees approve higher shareholder fees than those directors who are paid less Id at 353

16 American Bar Association Fund Directors Guidebook 52 Bus Law 229 247-48 1996 discussing the role

of nominating committees Testifying before Congress in 1995 the Director of the SECs Division of Investment Man

agement noted that the requirement that fund independent directors be nominated and selected by the other independent

directors is type of arrangement that is used in many fund complexes today Investment Company Act Amendments

of 1995 Hearing on H.R 1495 Before the Subcomm on Telecomin and Finance of the Comm on Commerce 104th

Cong 301995 Statement of Barry Barbash Director SEC Division of Investment Management

FN2 17 American Bar Association supra note 216 at 254

FN2 18 Role of Independent Directors of Investment Companies investment Company Act Release No 24816 Jan

2001 2001 WL6738SEC

FN2I9 See e.g Model Rules of Prof Conduct 1.7b

ICI Advisory Group Report supra note 215 Among other things the ICI group recommended that at least two-

thirds of the directors of all investment companies be independent directors the SEC requires merely majority The

lCl Advisory Group also recommended that Former officers or directors of funds investment advisor principal un

derwriter or certain of their affiliates not serve as independent directors of the fund Id at 23 Independent directors be

selected and nominated by the incumbent independent directors Id at 25 Independent directors establish the appropri

ate compensation for serving on fund boards Id at 27 Fund directors invest in funds on whose boards they serve Id

at 28 Independent directors have qualified investment company counsel who is independent from the investment ad

visor and the funds other service providers and that independent directors have express authority to consult with the

funds independent auditors or other experts as appropriate when faced with issues that they believe require special ex

pertise IC Advisory Group Report supra note 215 at 29 Independent directors complete on an annual basis ques

tionnaire on business financial and family relationships if any with the advisor principal underwriter other service
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House Hearings another fund executive Fred Alger presented his view of fund economics

Mr Alger We advisors view it fund share as product which we are just trying to-

Mr Keith Yes
Mr Alger mean that is the way we view it

Mr Keith The SEC does not think this is healthy

Mr Alger Well there is such tremendous competition How can something be unhealthy which is so tremend

ously competitive... mean you can only describe it in competitive terms... mean no one is making an awful lot of

money... mean management companies really are not very profitable That is the fact of it

Id at 506-07 Algers views on sponsors profitablity may well have been accurate in 1967 they no longer are today

See supra notes 85-107 and accompanying text

Indeed in Meyer Oppenheimer Management Corp 609 Supp 380 S.D.N.Y 1984 revd 764 F.2d 76

80-81 2d Cir 1985 the SEC expressly refused the district courts invitation to weigh in with its views In the course of

the 1967 Senate Hearings into fund industry governance Professor Paul Samuelson stated his conclusion that in the past

competition has not served to bring down management fees to minimal competitive level and he suggested that the

SEC should be required to help the courts as friend of the court in deciding on what has constituted adequate perform

ance and proper remuneration Mutual Fund Legislation of 1967 Hearing on 1659 Before the Senate Comm on

Banking and Currency 90th Cong 354 1967 statement of Prof Paul Samuelson

Indeed it has studiously avoided calling for frank detailed disclosure of advisors profitability in fund proxy

statements See Letter from Anthony Vertuno supra note 181

The SEC has considered and rejected adding proxy disclosure requirement that shareholders be given an

adviser balance sheet Id

10 This oversight led to the SEC staff recently admitting that it could not directly analyze the cost of providing

portfolio management services because the data are unavailable See infra note 234

II See supra text accompanying notes 87-94

IIFN2 12 Role of Independent Directors of Investment Companies Investment Company Act Release No 24816 Jan

2001 2001 V/E 6738 SEC The use of independent counsel by the independent directors has flourished in recognition

of the attention given the practice by the industrys real regulators the federal judiciary See Tannenbaum Zeller 552

F.2d 402 428 2d Cir 1977 stating that it would have been preferable if the funds independent directors received ad

vice from independent counsel rather than counsel who also represented the fund and the funds advisor and distributor

Fogel Chestnutt 533 F.2d 731 750 2d Cir 1975 It would have been.. better to have the investigation of recapture

methods and their legal consequences performed by disinterested counsel furnished to the independent directors

Schuyt Rowe Price Prime Reserve Fund Inc 663 Supp 962 965 982 986 S.D.N.Y affd 835 F.2d 45 2d Cir

1987 noting that all relevant times the independent directors.. had their own counsel who was an

important resource and whose advice the record indicates the directors made every effort to keep in mind as they de

liberated Gartenberg Merill Lynch Asset Mgmt Inc 528 Supp 1038 1064 S.D.N.Y 1981 affd 694 F.2d 923

2d Cir 1982 noting that the non-interested Trustees were represented by their own independent counsel.. who acted

to give them conscientious and competent advice The SEC proposal would not impose blanket requirements on all

funds however most funds those relying on any of the SECs ten most commonly used exemptive rules would be

covered See Materials Submitted by the Division of Investment Management The SEC Speaks In 2000 at 13 212000
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it may be necessary for fund to attract $100 million in assets before the advisor can cover its costs the funds

lack of an adequate performance history may prevent it from being followed by fund rating services and fund distrib

utors recently have shown tendency of raising their costs while reducing the number of funds and complexes they are

willing to promote See GAO Report supra note 12 at 60

tFN202 The proliferation of funds is commonly cited as evidence that the industry is highly competitive See e.g The

Investment Company Act Amendments of 1995 Hearing on H.R 1495 Before the Subcomm on Telecomm and Finance

of the House Comm on Commerce 104th Cong 62 631995 statement of James Riepe Managing Director Rowe

Price With thousands of funds offered by hundreds of different advisors the mutual fund industry has become very

competitive fund with an excessive expense ratio will not be competitive and therefore will not attract meaningful

assets if investors have alternatives. Of course there is another way to read the significance of the large number of

market entrants gold rush to capitalize on extra-high margins There is no other marketing category with that amount

of product proliferation It defies the laws of nature or at least the laws of marketing ... Lou Rubin Financial Services

Feeling Isnt Mutual Brandweek Sept IS 1997 at 36 36 The GAO Report made an oblique reference to this phe

nomenon

senior official at one mutual fund firm said in speech that about 50 fund advisors actually attempt to com
pete across all types of funds He asserted that in other industries this number would be enough to produce fierce price

competition but he found price competition conspicuously absent among mutual fund advisors

GAO Report supra note 12 at 64.65 citing John Bogle Senior Chairman The Vanguard Group Remarks on Receiv

ing the Special Achievement Award of the National Association of Personal Financial Advisors June 1999
GAO Report supra note 12 at 96

Price competition is more pronounced for money market funds and bond funds This is not due to differences in

regulation which is the same for these funds and equity funds Instead it is due to the nature of the product Money mar
ket funds and bond funds have lately featured lower returns accentuating the impact of costs on investors returns and

exerting some competitive pressure on managers to keep costs down Id at 62-63 On the other hand for stock funds

there is little evidence that shareholders are able to buy better performance by paying higher fees See Tufano Sevick

supra note 34 at 347

Consider the following colloquy between Congressman Moss and Robert Loeffler of IDS which occurred in

the course of the 1967 House Hearings dealing with mutual fund legislation

Mr Moss.. Do they directors cover offers from other managers

Mr Loeffler They have had no occasion to do sir

Mr Moss Can you cite me any instance in any fund where that has happened
Mr Loeffler.. Generally speaking sir it does not happen and do not mean to contend and would not sug

gest that the unaffiliated directors of the funds.. should sit down and say We can get better deal from another man

agement company... Therefore we shift over here
Mr Moss They do not really know do they because they do not invite any competing offers-....Or

propos
als....Do they entertain any proposals Do you go Out and submit proposals to other funds

Mr Loeffler To other funds

Mr Moss To undertake management activities for them
Mr Loeftier No sir

Mr Moss You do not

Mr Loeffler We have never considered this

Investment Company Act Amendments of 1967 Hearing on H.R 9510 H.R 9511 Before the Subcomm of Commerce

and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 479 1967 In the course of the same
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Sec Commodities Reg 165 1999 For example in Strougo Scudder Stevens Clark plaintiffs pressed and won

the argument that in the context of fund complex payments to directors for serving on multiple boards could call into

question the directors independence from the manager of the complex 964 Supp 783 795 S.D.N.Y 1997 This

simple and straight-forward ruling enabled the plaintiffs to avoid the demand condition precedent to filing derivative

suit alleging state claims against the directors The case ignited firestorm in the investment company world leading

to legislation in Maryland designed to change state law to eliminate any benefit to litigants seeking to exploit the ruling

See James Hanks Jr Straightening Out Strougo The Maryland Legislative Response to Strougo Scudder Stevens

Clark Inc Vill J.L mv Mgmt 211999 The Maryland legislation designed to choke off the litigation inroad

made by the plaintiff in Strougo subsequently was held unconstitutional by Marylands Court of Appeals in Migdal

Maryland 747 A.2d 1225 Md 2000

Another money market fund case that has been
litigated

is Meyer Oppenheimer 609 Supp 380 S.D.N.Y

1984 revd 764 F.2d 76 2d Cir 1985 Meyer started as an action under section 36b attacking advisory fees charged

against the Daily Cash Accumulation Fund That case was settled Meyer 609 Supp at 38 1-82 The fund board sub

sequently adopted Rule l2b-l plan that caused certain costs to be shifted to fund shareholders which previously had

been borne by brokerage firms distributing the fund This was attacked under section 36b and other theories as viola

tion of the terms of the settlement agreement and that charge ultimately was rejected Like the other 36b cases the sec

tion 36b claim in Meyer failed due to lack of proof Id at 680-81 Interestingly the Second Circuit expressly recom

mended that on remand the district court invite comment from the SEC Meyer 764 F.2d at 85 But when later invited

the SEC declined to participate Meyer 691 Supp at 680-81 Meyer thus was litigated less like full-blown advisory

fee case and more like lawsuit alleging breach of settlement agreement capping compensation

FN 1991 GAO Report supra note 12 at 62-63

FN200 Improving Price Competition supra note 40 at 79-93 statement of Matthew Fink President Investment

Company Institute In fairness Mr Finic is not alone in extolling the fund industrys alleged competitiveness See e.g

Alyssa Lappen Funds Follies Inst mv Oct 1993 at 39 pressing concern quite simply whether the na

tions banks as group have the fmancial--or intellectual--wherewithal to succeed in the ferociously competitive mutual

fimd business Edward Rock Foxes and Hen Houses Personal Trading by Mutual Fund Managers 73 Wash

L.Q 1601 16411994 Product markets that are as competitive as the market for mutual funds.. provide Finns with

strong incentives to adopt optimal personal trading policies Wallace Wen Yeu Wang Corporate Versus Contractual

Mutual Funds An Evaluation of Structure and Governance 69 Wash Rev 927 965 1994 funds operate

in very efficient and competitive market see also The Financial Institutions Equity Act of 1984 Written Statement of

the Investment Company Institute Hearing on H.R 5734 Before the House Comm on Banking Finance and Urban Af

fairs 98th Cong statement of David Silver President of Investment Company Institute reprinted in PLI Third Annual

Financial Services Institute 579 581 1984 The mutual fund industry is vigorous and highly competitive business

We are therefore vitally concerned with any legislation or regulation which would hinder free and open competition.

Mr Wangs claim that the fund industry is competitive was premised on cite to the Fact Book put out by the Id the

fund industrys trade association for the proposition that the end of 1990 there were more than 3108 mutual funds

in the United States These funds offer similar services with competitive fees Wang supra note 200 at 965 n.l59 The

1CI has been accused of excessive bias in favor of fund advisors to the detriment of fund shareholders Braham supra

note 113 at94

Schonfeld Kerwin supra note 20 at lOB The requirement stems from section 14a of the Investment Com
pany Act IS U.S.C 80a-l5a 1994 which bars funds from making public offerings before their net worth equals

$100000 On the other hand according to some industry observers free entry is hampered by several practical problems
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Vanguard Group Feb 29 1996 on file with author Funds must disclose factors weighed by the board in setting the

advisory fee including advisor profitability which is often considered by funds board but the disclosure may be

made without specific numbers Id In short on the crucial issue of disclosure to fund shareholders about the dollars

paid for advisory services the SEC tolerates and thus abets nondisclosure or at best weak generalized disclosure

182 Schuyt 663 Supp at 990

183 TSC Indus Inc Northway Inc 426 U.S 438448-49 1976

See infra note 219

Schuyt Rowe Price Prime Reserve Fund Inc 835 F.2d 4546 2d Cir 1987

186 See Krinsk 875 F.2d at 409 enumerating the Gartenberg factors

187 See Rosenthal supra note 77 at directors are already pondering what if anything they should do to

lower fees... Jenine Stranjord independent trustee with American Centwy Investments notes that as more investors

move to Vanguard mutual funds will have to re-look at fees.

188 Both authors are personally familiar with the practice The scholarly support for the practice stems from Don

ald Arthur Winslow Seth Anderson Model for Determining the Excessive Trading Element in Churning Claims

68 N.C Rev 327 1990

247 F.3d 184 2d Cir 1998

Id at 189-90

See Simon supra note 10 at 130 What we have learned is not likely to endear your fund sponsor to you

Among our fmdings You pay nearly twice as much as institutional investors for money management And that calcula

tion doesnt even include any front- or back-end sales charges you may also pony up.

Investment Company Act Amendments of 1967 Hearing on H.R 9510 and H.R 9511 Before the Subcomm on

Commerce and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 801 1967 statement of Ernest

Folk Professor of Law University of North Carolina

Id at 803-04

194 Then SEC Chairman Manuel Cohen testified that the Commission did not object to Professor Folks burden-

shifting proposal Id at 738

195 Indeed the Second Circuit in Gartenberg explicitly called attention to the plaintiffs failure of proof

Our affirinance is not holding that the fee contract between the Fund and the Manager is fair and reasonable

We merely conclude that on this record appellants failed to prove by preponderance of the evidence breach of fidu

ciary duty Whether violation of 36b might be established through more probative evidence. must therefore remain

matter of speculation

Gartenberg 694 F.2d at 933

GAO Report supra note 12 at 33

See James Benedict et al Recent Trends in Litigation Under the Investment Company Act of 1940 32 Rev
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to bear an unreasonable relationship to the services rendered by that advisor Id

1701 The factors are articulated in supra text accompanying notes 129-32 The Schuyt courts explanation of how the

directors conduct militated in favor of defense verdict in light of those factors is found in Schuyt 663 Supp at 974-88

171 Schuyt 663 Supp at 973-74 Defendants expert fared little better His position that fees were not excessive

rested in part on his contention that the market for advisors.. sufficiently competitive to prevent excess profits Id

at 974 n.39 The problem with this testimony of course is that it is untrue it flies in the face of Gartenbergs finding that

fund shareholders are basically locked into buying services from their current advisor advisors seldom if

ever compete with each other for advisory contracts with mutual funds Id quoting Gartenburg Merrill Lynch Asset

Mgmt Inc 694 F.2d 923 929 2d Cir 1982

172 Schuyt 663 Supp at 969 n.20 quoting Exhibit AL at 11 See also id at 970 n.25 restating the basic test

Id at 972 n.34

Id at 973 n38

Id at 973-74 n.38

In making his comparison.. Mr Silver neglected to inquire about the services provided to Rowe Prices

private counsel clients. and was therefore unable to compare the fees charged to the fund to the fees charged to counsel

clients The evidence before this Court clearly indicates that if Mr Silver had made such an inquiry he would have

found that the types of services provided by the Advisor to the Fund and private counsel clients differ substantially

Schuyt 663 Supp at 973-74 n.38

Id at 974 n.38

In so holding the court cited Gartenberg for the proposition that fee rates of advisors to non-mutual fund cli

ents should not be used as criterion for determining fairness of mutual fund fees because advisors to other types of entit

ies perform services that do not involve myriad of daily purchases and redemptions Id The court in Schuyt later ex

plained that due to the unique nture of the services provided by money market advisors and the industry the Court

fmds there were no fee schedules from the competitive market that could have appropriately guided the directors Id at

98 3-84

178 The authors analyzed fund accounting fees presented in Lipper Analyticals mutual fund data They found that

weighted average fund accounting fees amounted to about two basis points of funds weighted average net assets

See supra notes 93-105 and accompanying text

Schuyt 663 Supp at 989

Id at 990 reasonable shareholder would not consider profitability information important when voting on

the investment advisory agreement Id The court justified its immateriality ruling on the ground that the SEC did not re

quire disclosure and lacked proof that such profitability information is commonly provided in proxy statements by oth

ers in the money market industry Id According to one SEC official disclosure of information about the advisors prof

itability in fund proxy statements has somewhat of checkered past and is not expressly required Letter from An

thony Vertuno Senior Special Counsel SEC Division of Investment Management to John Bogle Chairman The
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realized Id at 496 The court held that it is not enough to show that costs decreased as the fund grew in size the per unit

cost of providing management services directly to the Fund decreases as the Fund grows but the per unit cost of servi

cing Fund shareholders does not Id The court found that money fluid shareholders tend to transfer money in and out

of their funds on regular basis with per unit processing costs remaining constant and not varying with the size of the

fund or the number of accounts Id

See Krinsk 715 Supp at 497

Id

Id In 1985 the fund had approximately one million shareholders Janet Bamford See You In Court Forbes

Sept 1985 at 144

161 Krinsk 715 Supp at 497-98

The advisory fee for 1985 was under $64 million Id at 479

Id at 498

Well appreciating the importance of the courts ruling that the annual fee was not subject to scrutiny under sec

tion 36b Merrill Lynch reacted in predictably entrepreneurial way--it hiked the fee to 8100 per year and for good

measure added $25 annual charge for shareholders who wanted Visa Gold card Andrew Leckey Money Market Ac
counts Try to Woo Clients St Louis Post-Dispatch Mar 18 1993 available at LEXIS Curnws File By 1996 Merrill

Lynch had 1.3 million CMA accounts Merrill Lynch Introduces the CMA Global Gold Travel Awards Program First

Offering of its Kind from Brokerage Firm PR Newswire Feb 26 1996 available in LEXIS CurnWs File For the fisc

al years ending Mar 1994 1995 and 1996 the total advisory fees paid by the Money Market Fund to the Investment

Advisor aggregated $101568034 $104060839 and $124239520 respectively CMA Money Fund Prospectus July

26 1996 at 12 LEXIS Company Library EdgarPlus File This means that by 1996 the legally meaningless CMA an
nual fee alone generated in that year more revenue than the advisory fee for that year and twice the advisory revenues at

tacked as excessive ten years earlier in Krinsk

Schuyt 663 Supp at 964 The court was impressed It variously described the funds growth as

unprecedented id at 980 n.53 amazing id and astonishing id at 966

166 Id at 968

167 Schuyt 663 Supp at 979

Id at 978-79

Id at 979 In blessing such munificent return for the advisor the court cautioned that it was not holding that

profit margin of up to 77.3% can never be excessive In fact under other circumstances such profit margin could

very well be excessive Id at 989 n.77 In Strougo BEA Assocs Transfer Binder Fed Sec Rep

CCH 90742 at 93611 S.D.N.Y Jan 19 2000 closed-end fund advisory fee case the district court recognized

another way to establish under section 36b that advisory fee levels are unfairly high contrast the advisors take with

shareholders total return In Strougo for fiscal years 1997 and 1998 the advisors net fee equaled 46.0% and 42.3% of

the fluids total investment income Id 93616 In light of the funds poor performance relative to peer funds these

numbers made it impossible to say as matter of law that the net advisor fee.. is not disproportionately large enough

02010 Thomson Reuters No Claim to Orig US Gov Works



26JCOR.PL 609 Page48

26 Corp 609

Id quoting letter sent to the defendant from Lipper Analytical Services Inc leading source on statistics of

mutual fi.md performance

142 Id same

Id

Interview with Richard Ennis Founder and former Chief Executive Officer Ennis Knupp Assoc July 19

2000

715 Supp 472 S.D.N.Y 1988

663 Supp 962 S.D.N.Y 1987 affd 835 F.2d 45 2d Cir 1987 cert denied 485 U.S 1034 1988

Krinsk 715 Supp at 502-03

Id at 503

FN149 Id at 487

150 Id This was dubious ruling One observer has found that one of the fund industiys chief disclosure shortcom

ings is that there is little quantitative risk disclosure Quantitative measures of risk can greatly aid in judging the quality

of mutual fund Improving Price Competition supra note 40 at 53 1998 statement of Charles Trzcinka Professor of

Finance State University of New York at Buffalo

Krinsk 715 Supp at487

152 Id at 489 citing to tables within the case

153 Id citing to tables within the case

Id Merrill Lynchs average annual profitability for 1984 to 1986 according to the plaintiff was 40.4% the de

fendants expert estimated average profitability for the same period to be 32.7% Id at 494

155 Krinsk 715 Supp at 494

156 The defense lawyers certainly would dispute this point after all they won On the other hand given that the

Gartenberg test requires that the funds directors weigh the profitability of the fund to the advisor-manager the inabil

ity of the defense credibly to advance profitability number does not speak well for either the defenses presentation or

the Franklin directors discharge oftheir investigative duties Krinsk 875 F.2d at 409 citing Gartenburg 694 F.2d at 929-30

157 The court in Krinsk likewise found the plaintifl unable to quantify fall-out benefits accruing to Merrill Lynch

flowing from commission profits from trades in the CMA program securities account margin interest

management fees derived from funds other than the Fund within the CMA program earnings from sales of

products and services outside the program but sold to Fund customers and profits earned by affiliates who transact

business with the Fund Krinsk 715 Supp at 494 Failure to quantify the fall-out left the plaintiff with no means of

showing they contributed to the advisory fee being unreasonably high Id at 494-96 Likewise plaintiffs failed to show

Merrill Lynch benefitted from economies of scale because they never quantified the existence and size of any economies
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See Green Fund Asset Mgmt L.P 245 F.3d 214 3d Cir 2001

694 F.2d 923 2d Cir 1982

Id at 930

Id at 928

Id at 928-29

Ed at 929-32

Gartenburg 694 F.2dat 929

Id at 930 n.3 The court justified its ruling on this point on the grounds that nature and extent of the ser

vices required by each type of fund differ sharply... pension fund does not face the myriad of daily purchases and

redemptions throughout the nation which must be handled by the Fund in which purchaser may invest for only few

days Id

The term was coined by Judge Henry Friendly in discussing the role of courts in reviewing fund fee cases

There is common law liability of directors for waste and while plaintiff who seeks to prevail on that score

may have to show that the fee is not merely unreasonable but unreasonably unreasonable court still has the job of com
paring what has been done with what has been received

Investment Company Act Amendments of 1967 Hearing on H.R 9510 and H.R 9511 Before the Subcomm on Com
merce and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 610 1967 statement of Judge Henry

Friendly U.S Appeals Court N.Y N.Y.

Gartenberg 694 F.2d at 931

We disagree with the district courts suggestions that the principal fctor to be considered in evaluating fees

fairness is the price charged by other similar advisors to funds managed by them that the price charged by advisors to

those funds establishes the free and open market level for fiduciary compensation that the market price. serves as

standard to test the firness of the investment advisory fee and that fee is fir if it is in harmony with the broad and

prevailing market choice available to the investor Competition between money market funds for shareholder business

does not support an inference that competition must therefore also exist between advisor-managers for fund business

The former may be vigorous even though the latter is virtually non-existent Each is governed by different forces Reli

ance on prevailing industry advisory fees will not satisl 36b
Gartenberg 694 F.2d at 929 internal citations omitted

136 742 Supp 1222 S.D.N.Y 1990

Id at 1237

See id at 1230 1250 discussing and rejecting the Vanguard analogy

Id at 1250

Id at 1231 Distinguishing fctors focused on by the court were that the Vanguard funds were unique due to

their internal management and their tendency to furnish corporate management administrative shareholder accounting

marketing and distribution services on an at-cost basis Kalish 742 Supp at 123
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Id 80a-35bX3

FN1221 Id

80a-3SbX5

124 Pub No 104-67 109 Stat 737 1995 Most fund shareholder class actions seeking relief under other feder

al theories are doomed by the Private Securities Litigation Reform Act of 1995 case in point is Castillo Dean Witter

Discover Co Transfer Binder Fed Sec Rep CCH 90299 at 91091 S.D.N.Y June 25 1998 Castillo

involved class action brought by three Florida investors who had lost money after investing in Dean Witters investment

company offerings Two of the class representatives Castillo and Fernandez were described as inexperienced and eld

erly Id at 91092 Fernandezs investment of $15000 in Dean Witters U.S Government Securities Trust represented

his life savings Id The third class representative Chupka was described as having little knowledge of mutual funds

prior to investing with Dean Witter Jd Class actions against fund independent directors have been made particularly

difficult by the new litigation See Jordan Eth Christopher Patz Securities Litigation and the Outside Director 33

Rev Sec Commodities Reg 95 2000
For present purposes plaintiffs key claim was that Dean Witter secretly paid extra compensation to its brokers

to cause them to push Dean Witter funds that were unbeknownst to plaintiffs higher priced and worse performers than

other available funds Castillo Transfer Binder Fed Sec Rep CCH at 91093 Because the suit was brought

as class action the plaintiffs were required to satisI the pleading requirements of the Private Securities Litigation Re

form Act of 1995 and they failed miserably Id at 91094 The first stumbling block was loss causation i.e the need to

connect the deception with the ensuing loss Id The court noted that what caused plaintiffs damages was poor perform

ance by the funds an event unrelated to the compensation payments to the registered representatives who had sold them

The court thus found that loss causation had not properly been pleaded Id at 91095

The court likewise inspected and found wanting the various alleged misleading statements or omissions asserted

by the plaintiffs Castillo Transfer Binder Fed Sec Rep CCH at 91096-97 The court rejected out of hand

the notion that Dean Witter owed an obligation to compare its funds allegedly poor performances with competitors

products finding as matter of law that there is no obligation to disclose information about competitors products Id at

91097 Significantly the court implied that placing such burden on Dean Witter would be unfair because it would be

hard for the broker to define its competitors for purposes of comparison particularly since the various holdings in mutu

al funds are different in innumerable respects Id at 91097 n.lO

As for the claim that plaintiffs were duped because they were not advised that Dean Witter brokers were paid

extra compensation to favor Dean Witter funds the court scolded Plaintiffs should have been aware that sale of Dean

Witter fund as opposed to an outside fund would mean greater compensation for the Dean Witter companies and that

requiring any special warning about salesperson conflicts would impose new duties never previously recognized under

the securities laws Id at 91098 Here the court simply was dead wrong Receipt of secret profits by fiduciaries has long

been recognized as grounds for securities fraud suit See e.g Coburn Warner 110 Supp 850 S.D.N.Y 1953

holding secret commission actionable SEC Kaweske Transfer Binder Fed Sec Rep CCH
98950 at 93600 Cob Nov 28 1995 holding that secret commissions received by the fund advisor from issuers

actionable See also Investment Company Act Release No 9470 10 S.E.C Docket 680 681 n.3 Oct 1976 It

would raise serious questions under the anti-fraud provisions. for broker-dealer to recommend change of customers

investment. merely because such change would result in compensation for the broker dealer. The same view can be

found under state law See OMalley Boris 742 A.2d 845 Del 1999 holding that brokerage firms receipt of owner

ship interest in fund management company in exchange for transfer of firms customer accounts to new fund com

plex may be material fact required to be disclosed to customers under Delaware fiduciary duty law
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fund managers Lewis Braham Raw Deal for Fund Shareholders Bus Wk July 31 2000 at 94

1141 Improving Price Competition supra note 40 at Statement of Matthew Fink President Investment Company
Institute Mr Fink finds the mutual fund industry competitive to an extent other observers do not For example the GAO
recently issued detailed report finding that mutual funds generally do not attempt to compete with each other on the

basis of costs for example price competition is muted GAO Report supra note 12 at 62-65 The report observed that

most economists view competition in the mutual fund industry as imperfect Id at 64 It also noted that there was some
evidence that competition was not completely absent pointing to the growing popularity of index funds and the fact that

the two largest fund groups are among the industrys low-cost providers Id at 65
On behalf of the ICI Mr Fink greeted preliminary version of the GAOs report as follows We agree with the

draft reports conclusion that the mutual fund industry is highly competitive ... Letter from Matthew Fink President

Investment Company Institute to Thomas McCool Director Financial Institutions and Market Issues U.S General

Accounting Office May 2000 reprinted in GAO Report supra note 12 at Appendix Ill In fact the only use of the

phrase highly competitive found in the GAO Report is in Mr Finks letter which appears as an attachment What the

GAO actually found was this

thousands of mutual funds compete actively for investor dollars competition in the mutual fund in

dustry may not be strongly influencing fee levels because fund advisors generally compete on the basis of performance

measured by returns net of fees or services provided rather than on the basis of the fees they charge

Id at

15 The Private Securities Litigation Reform Act of 1995 IS IJ.S.C.A 78u-4 West 1997 enacted over Presid

ent Clintons veto is such statute It was designed to

curb abusive practices in the conduct of securities class action suits put greater control over class action

suits in the hands of large shareholders who are not professional plaintiffs require more detailed information about

settlements to be disclosed to shareholders deter plaintiffs from bringing frivolous lawsuits by imposing sanctions in

appropriate cases give courts discretion to grant early dismissal of suits provide statutory safe harbor for for

wani looking statements and provide capon damages by limiting joint and several liability

Laura Smith The Battle Between Plain Meaning and Legislative History Which Will Decide the Standard for Plead

ing Scienter after the Private Securities Litigation Reform Act of 1995 39 Santa Clara Rev 577 577-78 1999 Sub
sequently sensing that plaintiffs were evading the PSLRAs reach by suing in state court Congress preempted state law

claims when raised in class action suits involving publicly-held companies by enacting the Securities Litigation Uniform

Standards Act of 1998 Pub No 105-353 112 Stat 3227 1998
IFNI 16 Fund management companies have sterling litigation record See Baumol et al supra note at 68 72-74
84-85 Like Big Tobacco fund sponsors to date have never paid dime in damages in cases alleging excessive advisory

fees unlike the tobacco companies they have never lost an advisory fee lawsuit on the merits Most of the cases challen

ging fund fees as excessive have been settled those that did not settle were dismissed Id

FN 117 15 U.S.C 80a-35b 1994

IS See Kalish Franklin Advisors Inc 928 F.2d 590 591 2d Cir 1991 cert denied 502 U.S 818 1991
Schuyt Rowe Price Prime Reserve Fund Inc 663 Supp 962 S.D.N.Y 1987 affd 835 F.2d 45 46 2d Cir 1987
ccii denied 485 U.S 1034 1988 Gartenberg Merrill Lynch Asset Mgmt Inc 487 Supp 999 1001 S.D.N.Y
affd 636 F.2d 16 17 2d Cir 1980 cert denied 451 U.S 910 1981

19 Investment Company Act of 1940 36b 15 U.S.C SOa-35b1994

Id 80a-35bl
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deciles and 134 funds in the remaining deciles

FN 102 The chart is somewhat misleading in that the size of the average fund is different for public pension and mutual

funds in each decile

103 From Table funds with greater than $5 billion in assets represented less than 5% of the total number of funds

92 out of 2161 but controlled 60% of the total assets under management

IFN 104 See David Latzko Economies of Scale in Mutual Fund Administration 22 Fin Res 3311999

105 It is generally recognized that investment managers charge higher fees for managing small and mid cap portfo-

lios although the explanation for this is not immediately obvious One reason could be that infonnation about large cap

stocks is widely available and the market for such stocks is generally viewed as highly efficient

1061 Care must be taken in interpreting these data because the numbers for some managers include mixture of in-

vestment styles and are thus not strictly comparable For instance Putnam manages six pension portfolios comprised ot

two large and four small cap funds Of the fourteen Putnam mutual funds nine are large cap three are mid cap and two

are small cap Moreover where Putnam is concerned there is far higher level of mutual fund than pension fund assets

under management On the other hand all of the Alliance Capital portfolios pension and mutual funds are large cap

portfolios

107 These data were obtained from the annual reports of the funds as of the dates shown in the right-hand column

1081 See e.g Jonathan Clements Getting Started Index Funds Are I-lot--But Which One Wall St .1 June

990 at Cl

109 See e.g James White Investing Lessons of the Eighties The Decade of Phenomenal Growth for Institu

tions Wall St Dec 26 1989 at Cl Cl7

110 The analysis is limited to plain
vanilla SP 500 indexed portfolios It is also common to find portfolios in

dexed to other indexes such as the Russell 2000 or the Wilshire 5000 stock indexes In addition enhanced index funds

are sometimes seen where there is small active component on top
of basic passive approach

Ill The best example of this is the Fidelity Spartan Fund It was $27 billion fund in October 1999 and the con

tractual and actual investment advisory fee was 24 basis points However by agreement the expense ratio is limited to

19 basis points and the procedure to accomplish this is reduction in overall expenses Unfortunately this expense re

duction cannot be uniquely associated with advisory or administrative expenses In the final analysis an overall expense

ratio of 19 basis points if maintained is quite competitive and reasonable See supra
Table illustrating that for large

equity funds average administrative fees alone approximated 17 basis points
This is not true of the remaining funds

which had weighted average administrative fee of 18 basis points in addition to the 16 basis points investment advisory fee

EFN 112 The expense ratio was 18 basis points reflecting fund administrative costS There were no distribution fees

See e.g GAO Report supra note 12 Appendix Ill at 117-20 Letter from Matthew Fink President on be

half of the Investment Company Institute defending the status quo in the face of the GAOs recommendation for en

hanced shareholder disclosure On the other hand the ICI has taken some pro-shareholder positions such as supporting

increased funding for the SEC privacy protection
for shareholder information and limitations on personal investing by
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types of financial services companies. According to its March 28 2000 Form 10-K Rowe Price Associates Inc.s
revenue totaled $1.03 billion for its most recent year-end The firms market capitalization as of late July 2000 was $4.89
billion See Robert McGough Ken Brown Rowe Remains Aloof Amid Merger Dance But Investors May End Up
Disappointed Wall St July 31 2000 at C2 Recently Pioneer Group Inc parent of fund manager Pioneer Invest-
meat Management was acquired for $1.2 billion Id at C2 discussing the acquisition and characterizing Pioneer Invest-
meat Management as firm that has been

struggling lately The acquisition prices were slightly less than five times
Pioneers 1999 revenues from continuing operations See The Pioneer Group Inc Reports Results for the Fourth Quarter
and Year Ended December 31 1999 Bus Wire Feb II 1999 LEXIS Curnws File For an account of control transfer
for fund advisor at price exceeding 22 times the annual management fees see Bogle supra note 30 at 327-28
discussing how an advisor sold itself for $1 billion at time that annualized fees were $45 million fees were raised sub
stantially pre- and post-control sale

The questionnaires asked for voluntaiy cooperation but were also framed as Freedom of Information Act re- quests

Of the seventeen remaining funds six were internally managed three were defined contribution plans and inves
ted exclusively in mutual funds two refused outright one wanted $500 to collect the data and the balance five fundshad incomplete data

Asset levels were typically provided as of June or December 1999 which correspond to the 1998 fiscal year and
the 1999 calendar year respectively

FN981 Although there were some small differences between scheduled and actual advisory fees paid analysis revealed
no average net difference between the two approaches In the analysis that follows the greater of the fees calculated by
the two methods was utilized in calculating overall averages

Initially all mutual funds including multiclass funds with assets less than $15 million were eliminated This
corresponded to the smallest pension portfolio Next all balanced asset allocation specialty convertible bond and index
funds were discarded as well as those funds classified as domestic hybiid by Momingstar Finally all funds with
commitment to bonds greater than 5% were eliminated as well as those single class funds with inception dates after May
of 1998 The above procedure generates sample of mutual funds closely corresponding to characteristics of portfolios
of public pension funds The final sample consisted of 1343 funds of which 659 were single class funds and 684 were
multiclass funds representing total of 21 18 sub-funds

The analysis attempts to put pension and mutual fund advisoiy costs on comparable basis This process was
confounded somewhat by inconsistent reporting of advisory and administrative costs among mutual funds Specifically
the management fee reported in Momingstar sometimes includes not only fees for advisory services but some adminis
trative services as well This same problem hindered the SEC staff in its recent analysis of fund fees and expenses See
Report on Mutual Fund Fees supra note The authors methodology minimized the impact of such problems by exclud
ing from the sample funds shown by Momingstar to have no administrative fees Such funds tended to be small Those
funds that bundle some administrative costs in the management fee are also likely to be small and have minimal impact
on category averages which are calculated on an asset-weighted basis Analysis of the Lipper data which explicitly dif
ferentiates between management and advisory fees revealed weighted average difference of about three basis points
The authors consider this difference immaterial in the overall comparison of advisory fees between pension and mutual
funds

There are respectively 22 portfolios in each pension fund decile 135 mutual funds in the first three mutual fund
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The principal reason for the differences in rates charged open-end companies and other clients appears to be that

with the latter group normal procedure in negotiating fee is to arrive at fixed fee which is mutually acceptable In

the case of the fees charged open-end companies they are typically fixed by essentially the same persons who receive the

fees although in theoiy the fees are established by negotiations between independent representatives of separate legal en

tities and approved by democratic vote of the shareholders This suggests that competitive factors which tend to influ

ence rates charged other clients have not been substantially operative in fixing the advisory fee rates paid by mutual funds

Id at 493-94

Id at 489

Id

H.R Rep No 89-2337 1966

Wharton Report supra note 87 at 120

Simon supra note 10 at 130 The author makes key point while overlooking another one In truth mutual

funds are not different from institutional investors in form mutual fund as an entity actually is an institutional in

vestor When it comes to fee discrepancies the difference between funds and other institutional investors does not turn

on institutional status it turns on self-dealing and conflict of interest It is worth noting that within the universe of fund

shareholders there are some institutional investors many of whom tend to buy shares in institutional funds Expense ra

tios for institutional funds are roughly half of the expense
ratios borne by retail funds Mary Rudie Barneby Why Your

401k Plan Needs an Investment Policy and How to Establish One in Pension Plan Investments Confronting Todays

Investment Issues ERISA Litigation The Regulatory Perspective Practical Implications on Plan Management In

vestments 1997 at 79 92 PLI Tax Law Practice Course Handbook Series No J-397 1997 Some expenses such as

transfer agent costs naturally will tend to shrink as percentage of fund assets as account size rises See Rea et al supra

note 43 at ICI data reflected as of year-end 1998 an average fund account size for retail accounts of $19050 for in

stitutional accounts it was $76160 Id at 17 Even in the market segment populated by supposedly sophisticated in

stitutional fund investors there is room to question whether robust price competition operates
See Elizabeth White

DOL Issues Section 401k Fee Guide Continues To Consider Further Requirements
25 Pens Ben Rep BNA 1545

July 1998 noting employers generally are unknowledgeable about fund expenses see also Ross Spencer Dis

closure Required for Fee Arrangements Between Mutual Funds and Service Providers Employee Ben Plan Rev Jan

1998 at 14 noting that 401k sponsors have tended to ignore fund investment management fees

Control positions in pension management companies who must compete in the free market for business and who

risk getting fired tend to sell for less

Because the pension fund accounts managed by Aeltus pay annual management fees that average only 10- to

30-hundredths of percentage point and because those accounts can easily change managers companie like Aeltus can

be difficult to sell and may fetch lower prices than the sales of management companies that advise mutual funds The

managers
of pension fund assets often sell for prices equal to twice the annual management fees

Michael Quint Aetha is Seen Seeking Buyer for Aeltus Investment Unit N.Y Times Mar 23 1995 at D2 Fee mul

tiples in control purchases are higher in the fund industry See Barry Burr Frontlines Good Deal Asset Manage

ment Is Added Value Pensions lnv Oct 13 1997 at stating that fund managers reported to sell for four or more

times annual revenues William Rheiner Acquisition of Mutual Fund Families Corporate and Regulatory Issues in

Understanding Securities Products of lnsurance Companies 2000 at 415 418 PLI Commercial Law Practice Course

Handbook Series No A-799 2000 Stock price multiples of mutual fund advisors are often larger than those of other
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from shareholder transactions prepares and distributes account statements and tax information handles shareholder com
munication and provides shareholder transactions services The GAO found that the bulk of stock and bond funds recent

growth has come from portfolio appreciation circumstance almost certain to create economies of scale See GAO Re
port supra note 12 at

As noted earlier the GAO found that 64% of equity fund growth was due to the appreciation in value of portfo

lio securities Id

Id

Mutual Fund Legislation of 1967 Hearing on 1659 Before the Senate Comm on Banking and Currency 90th

Cong 353 1967 The investment paid off Id See also Simon supra note 10 at 130 One obvious fact emerges It is

far more lucrative to own mutual fund company than to invest in the companys products.

An even fairer question is what funds themselves are paying now for the professional management advice they

need in order to function The answer is not clear It has been suggested that only small fraction of the total bill paid to

the advisor by shareholders actually goes to pay for the cost of producing investment advice Waggoner Block supra

note at 3B quoting John Bogle for the proposition that only $3 to $5 billion of the $55 billion earned annually by

fund management companies goes to investment resources

Two years ago Momingstar mutual fund analysts started warning investors that the fund industty was ratcheting

up fees especially management fees to dangerous levels forcing people to pay premium prices for what is in essence

commodity Worse says John Rekenthaler the groups director of research it has become pretty clear that over time

funds with lower expense ratios outperform those with higher ratios...

Longo supra note 10 at

As part of the management process the investment advisor will need to deal with additional issues such as di

vidend reinvestment cash balances and flows trading costs and market timing

Managers differentiate themselves in various ways There are large mid small and micro cap managers as well

as value growth balanced asset allocation hybrid and quantitative managers However the essential insight remains

intact portfolio management is mental process that is applicable to all portfolio types and sizes It follows that what is

being produced by the portfolio manager is intangible It also comes close to possessing infinite scalability just like the

Internet or television Adding additional shareholder accounts does not run up the cost of portfolio management any

more than adding viewers increases the creative cost of devising TV show or class broadcast over the Internet Once

the investment objectives of the fund have been specified and an appropriate list of securities chosen the size of the port

folio tends to be inconsequential See Staff of the New York Institute of Finance Stocks Bonds Options Futures-

-investments and Their Markets 134 Stuart Veale ed 1987 Generally the larger the fund the less the percentage

the manager charges because it is almost as easy to run $200000 account as it is to run $100000 account You just

buy and sell twice as much of whatever it is youre going to buy and sell. It is true that larger funds with larger portfo

lios bear greater trading and shareholder administrative costs However these are administrative costs Since they are not

charged to the investment manager they are irrelevant to the question of economies of scale in the pricing of investment

advisory services

Wharton School of Finance Commerce 87th Cong Study of Mutual Funds 493 Comm Print 1962

Wharton Reportj

The price disparity was explained as follows
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clearly disclosed investors over time are able to migrate in the direction of low-cost providers of fund services The

choice between buying load and no-load fund is one unhindered by any impediments save brand preference and lack of

knowledge

Another possible source of downward pressure on selling costs is cut-rate prIcing offered to investors who buy

load funds through 401k plans Investors may look at their 401k plans and start questioning why funds offered

through the retirement plans have lower fees than the same funds offered outside the plans Mindy Rosenthal Loud

Call to Lower Fees Fund Directions Feb 1999 at

It is argued on behalf of the IC that funds operating expense ratios consisting of advisory and administrative

fees lumped together have generally tended to decline with significant asset growth Rea et al supra note 43

Nowhere does the ICI study attempt to focus solely on the fees charged for the single item most fund shareholders want

to buy--investment advice The authors analysis separates out advisory fees and administrative fees When this is done it

becomes evident that economies of scale in the rendition of advisory services are for the most part not being shared with

fund shareholders

Missing from the IC operating expense study is data showing the percentage growth of revenues flowing to

fund managers in comparison with the growth of fund assets In contrast 1996 study reported that while fund assets

grew by more than 80% between 1992 and 1996 fund managers revenues nearly doubled from $11.7 billion to $23 bil

lion Anne Kates Smith Why Those Fund Fees Matter U.S News World Rep July 1996 at 73 see also Oppel

supra note 77 the fee cuts at some fund companies they pale next to huge revenue gains as assets under

management in stock funds soared 44-fold to $3.2 trillion in the 15 years ended in May according to data from the

The ICIs Operating Expense Ratio study is thus akin to bikini bathing suit it reveals the interesting and con

ceals the vital

Another ICI theme is that the total costs of fund ownership have been dropping for fund shareholders See Im

proving Price Competition supra note 40 at 86 statement of Matthew Fink President Investment Company Insti

tute This ICI policy position was subsequently backed up by study featuring tortured results published in November

of 1998 See Rea Reid supra note 50 finding that the total cost of investing in mutual funds or the total cost of

fund ownership has been decreasing Its methodology is attacked in Bogle supra note 48 Bogle isolated five flaws in

the ICIs study First the results were weighted by sales volume unweighted expense
ratios escalated 64% from 0.96%

to 1.58% Second the lCl failed to note that expense ratios for the lowest cost decile were up 28% from 0.7 1% to 0.90%

Bogle theorizes that the increase would be greater perhaps up 35-40% if Vanguard were excluded from the sample

Third the IC data ignores the hidden cost of increased portfolio turnover among the industrys funds which cuts per

form ance and generates taxable gains potentially adding another 0.50% to 1.00% in costs Fourth Bogle criticizes the

lCls cost data for ignoring the opportunity cost of not being fully invested in stocks This cost Bogle estimates at 0.6%

Fifth Bogle faults the IC data for ignoring the fees charged to investors who buy funds through wrap accounts Sixth

and fmally Bogle charges the ICI with manipulating load costs by amortizing sales loads based on inaccurate assump

tions which if corrected would increase average sales-weighted costs by an estimated 0.50% to 1.85% Id That owner

ship costs have dropped due to lower distribution charges is tribute to investors behavior at the purchase point where

the load/no load option is visible and increasingly well understood See GAO Report supra note 12 at 47 The conver

gence of increased consumer sophistication indexing institutional sales and price sensitivity on the part of retirement

plan fiduciaries are having an impact in cutting distribution expenses charged by fund sponsors

That administrative costs should show economies of scale comes as no surprise Administrative costs are mix

ture of fixed costs directors fees legal fees insurance premiums auditing taxes and state and federal registration fees

and variable costs custodial and transfer agent fees postage printing etc Variable costs are dominated by transfer

agent fees The transfer agent maintains records of shareholders accounts and transactions disburses and receives funds

2010 Thomson Reuters No Claim to OrIg US Gov Works



26 JCORPL 609
Page 39

26 Corp 609

with l2b- fees and an institutional fund with no 12b-t fees and lower administrative fees Portfolio expenses and

most administrative expenses are incurred at the fund level and prorated to share classes based upon share class assets
Funds assets were totaled and averages of expense ratios operating expense ratios management fees and administrative

fee ratios were obtained using simple and weighted averages where the sub-fund assets were used as weights Initially an

analysis was conducted corresponding to the ICI Table Results were nearly identical to those presented in the body of
the paper Subsequently all index and single class institutional funds were excluded from consideration and these res
ults corresponding to ICI Table are presented in Table Although they are subject to minor inaccuracies manage
ment fees from Momingstar were used as proxy for advisory fees See infra note 100 and accompanying text

Funds were excluded from consideration if they reported bundled administrative costs or if advisory or adminis
trative fees were zero The latter occurs frequently when the investment advisor temporarily waives all or part of such
fees as means of subsidizing the fund typically during the start-up period The majority of excluded funds were small

total assets less than $100 million and the balance of excluded funds were spread unifonnly among different-sized

funds An analysis of the total sample revealed no significant differences with the exception of the very small funds
where fee waivers caused average advisory and administrative fees to be lower than some larger funds

1FN73 Using simple averages the expenses of $1 million fund would be of equal importance to $100 billion fund

The authors simple average numbers are presented in the text to demonstrate that the authors data generate res
ults similar to those presented in the ICI study

There are several reasons for the slightly lower average operating expense ratios First the IC study contained

over 150 additional smaller funds presumably because such funds are more likely to report to trade association than

Momingstar Second the authors study had larger funds This occurred because of the combined effects of rising stock

market and slightly later period of analysis which caused fund size to appreciate and perhaps caused lower expenses
due to economies of scale In addition the IC simple average methodology allowed fur the exclusion of all institutional

funds The current study was able to exclude only single class institutional funds and maintain the weighted average
methodology Finally an IC staff member suggested to us that Momingstar sometimes reports 12b-l fees at the maxim
um rather than the actual level Telephone Interview with Brian Reid Senior Economist Investment Company Insti

tute Aug 23 2000 The authors were unable to confirm this

In fairness to the IC there is no easy simple way to unbundle the data since the SEC has never seen fit to

defme investment advisory fees and require separate reporting for that item As result the SECs staff embarrassingly

professes not to be able to determine directly whether economies of scale exist for advisory fees Report on Mutual Fund

Fees supra note

Other studies have likewise tended to find declines in fund expenses as assets have ballooned One study by
Kanon Btoch evaluated funds accounting for 80% of the industrys equity fund assets and found that the average equity

funds expense ratio dropped 16% between 1993 and 1999 on an asset-weighted basis Richard Oppel Jr Fund Ex
penses Theyre Going Down Down Down Conventional Wisdom Is Belied By the Numbers N.Y Times July 1999

at II The same IC study that showed rise in overall operating expenses from 1980 to 1997 also showed drop
over the same period of time for the same array of equity funds in total shareholders costs from 2.25% of net assets to

1.49% Rca Reid supra note 50 at II The drop principally reflected lower distribution costs caused by investor pref
erences shifting from load to no-load funds low expense ratio funds and low-cost index funds Bogle supra note 48 see

also Jerry Morgan Mutual Fund Loads Can Be Load Over Time Newsday Dec 1998 at F06 The effect of the no-

load option in driving down overall fund distribution costs demonstrates that in free market with load differences
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ment group with economies of scale benefits resulting in lower unit costs and increased sales aiid profitability Navig

ator Fund Changes NatI Post July 14 1999 at D03 fund manager merging two funds to benefit investors by achieving

greater economy of scale and more diversified fund

Bogle supra note 30 at 321 emphasis added

See Schonfeld Kerwin supra note 20 at 107 Mutual funds increasingly are the investment vehicle of

choice... Mutual funds offer advantages that other investment vehicles may not including diversification economies of

scale and professional management emphasis added

The GAO Report noted

industry officials we interviewed. generally agreed that mutual fund operations experience economies of scale

An official at money management firm whose customers invest in mutual funds told us that mutual fund advisors oper

ations are subject to large economies of scale and additional investor inflows result in little additional cost Officials of

the fund advisors we interviewed also agreed that their operations experienced economies of scale

GAO Report supra note 12 at 34

Id at

Id

Id at 9-Il

The GAO found that among the industrys 77 largest funds of the 51 that experienced asset growth of at least

500% from 1990 to 1998 38 reduced their expense ratios by at least lO% of the remaining 13 funds reduced their ex

pense ratios by less than 10% and either had not changed their fees or had raised them GAO Report supra note 12 at

11-12

Rea Reid supra note 50 at 12-13

Rea et al supra note 43 at Excluded from the definition of operating expenses were 2b- fees paid by

many fund shareholders The omission was justified by the studys authors on the basis that the payments are mainly used

to compensate sales professionals for advice and assistance given to buyers of fund shares Id at In litigation the

payments have been justified on the ground that they are assessed not only to encourage growth but also to stimulate

improved shareholder service Krinsk Fund Asset Mgmt Inc 715 Supp 472 490 n.37 S.D.N.Y 1988 Included

as operating expenses for purposes of the study were such items as custodial and transfer agent fees Rea et al supra

note 43 at

Rea et al supra note 43 at 15

Momingstars Principia Pro compilation for October 1999 was the principal source of data for the authors study

This date was chosen as corresponding most closely to pension fund data presented in the next section The Morningstar

material contained data as of the end of September 1999 reflecting expenses for most funds as of the end of June 1999

Initially the authors total database was screened to include only domestic equity fundsa total of 5238 were obtained

The sample included index specialty balanced asset allocation and few convertible bond funds Next funds with zero

assets and missing data were eliminated This reduced the sample to 4943 funds At this point multiclass funds were ag

gregated into single funds Such funds are an aggregation of sub-funds each with different distribution channels For in

stance there may be front-load fund with or without 2b- fees back-load fund with 2b- fees level-load fund
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associated with sales activity than post-sale administrative services See supra note 12 and infra note 69

FN46 Baumol et aL supra note at 87

FN47 Id

John Bogle Mutual Funds at the Milfenniwn Fund Directors and Fund Myths at ht

tpI/www.vanguard.com/boglesite/rnay
52000.htanl May 15 2000 Between 1980 and 1998 the average equity funds

annual expense ratio jumped from 1.10% to 1.57% Bogle Economics 101 supra note

FN49 This consists of management and administrative expenses born by shareholders divided by the funds net assets

it does not include distribution costs such as sales loads or 21-I fees

John Rca Brian Reid Trends in the Ownership Cost of Equity Mutual Funds lnv Co Inst Perspective

Nov 1998 at 12

FN5I The average size of the 100 largest funds in existence in 1997 that were also in existence in 1980 blossomed

from $282 million to $5.8 billion Id at 13

1FN52 Report on Mutual Fund Fees supra note tbl

FN53 Id at tbl

Rea et supra note 43 at According to Vanguards Bogle Given that Vanguard dominates the low end uni

verse-and that our expense ratios have declined by 53% since 1980-1 would estimate that the other low cost funds in the

survey raised expenses by as much as 40 percent Bogle Economics 101 supra note

Bogie supra note 30 at 320

Id

Id

FN5SI See John Freeman The Use of Mutual Fund Assets to Pay Marketing Costs Loy Chi L.J 533 554-55

109 1978 noting arguments presented in SEC filings by Investors Diversified Services Putnam Management and the

Vanguard Group

The existence of fee breakpoints in the fund industry has been viewed as piece of evidence for the exist

ence of economies in portfolio management Report on Mutual Fund Fees supra note The breakpoint pricing system

has been explained as follows

Many funds employ declining rate structure in which the percentage fee rate decreases in steps or at desig

nated breakpoints as assets increase... The declining rate schedule reflects the expectation that cost efficiencies or scale

economies will be realized in the management and administration of the funds portfolio and operations as the fund grows
Rea et al supra note 43 at On the other hand the authors survey of Morningstar data covering all domestic equity

mutual funds in 1999 revealed that 70% operated under flat fee investment advisory contracts See infra note 71

FN6O See Christian Murray ReliaStar Buys Asset Manager Natl Underwriter Aug 1999 at 41 reporting on

merger of two fund groups with the acquirer announcing that it expects the acquisition will provide its asset manage
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held that burden-shifting can only occur when the group of independent directors negotiating with controlling party

was truly independent fully informed and had the freedom to negotiate at arms length Id like ruling in fund fee

litigationthat coercive behavior by fund manager saddles the manager with the burden of proving the transactions en

tire fairness--would be both warranted and revolutionary

See infra notes 165-69 and accompanying textdescribing pre-tax profit margins ranging over time from 57 to

77% for one money market fund advisory whose fee levels were among the lowest in the money market advisory in- dustry

Ira Millstein The Responsible Board 52 Bus Law 407 409 1997

Bogle supra note 18 at 298

Id

Id at

In the words of its managing director the Vanguard Group has sought to differentiate itself from its competi

tion in large measure by keeping costs low Improving Price Competition for Mutual Funds and Bonds Hearing Before

the House Subcomm on Pin Hazardous Materials Subcomm of the Comm on Commerce 105th Cong 72 1998

statement of William McNabb Ill Managing Director The Vanguard Group available at http//

www.ici.org/issues/feehearing.html Improving Price Competition

Bogle supra note 30 at 407 This is an annual growth rate of over 27% significantly outpacing the fund in

dustrys 20% annual gain over roughly the same period See supra note and accompanying text

Bogle supia note 30 at 431

John Rea et al Operating Expense Ratios Assets and Economies of Scale in Equity Mutual Funds Investment

Company Institute Perspective Dec 1999 at The notion of economies of scale is familiar one Typically the

concept arises in the context of manufacturing finn As the number of units of output increases total costs increase but

not as rapidly as output so that average unit costs decrease as output increases Such economies typically arise from

spreading fixed costs among more units of production The portfolio management process which underpins advisory ser

vices is characterized by high fixed costs offices computers salaries etc and very low variable costs Thus as the

SEC staff recently noted Most observers believe that portfolio management is the fund cost with the greatest econom

ies Report on Mutual Fund Fees supra note An earlier SEC staff report concluded that portfolio manager can

manage $500 million nearly as easily as $100 million 1992 Protecting Investors Report supra note 28 at 256 n.12

Since advisory services are subject to economies of scale the funds advisor may or may not pass along the largess to the

fund If economies of scale exist and fees are not lowered when assets under management increase then the benefits of

increased scale accrue to the manager in the form of increased profits This can be especially insidious in bull market

environment The GAOs report on price competition in the fund industry found that 64% of fund portfolio growth is due

to portfolio appreciation See GAO Report supra note 12 at This appreciation benefits investment advisors who

garner increased fees from the general increase in market prices with no commensurate efforts on their part

Rea et al supra note 43 at

Rule 2b-I fees are payments out of mutual fund assets to finance activities intended to result in the sale of fund

shares or to pay for other services intended to benefit share holders They were excluded because they are more closely
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Investment Company Act of 1940 lb2 15 U.S.C 80a-lb2 1994

Burks Lasker 441 U.S 471 484 1979 Warren Buffett has compared independent fund director watchdogs

to Cocker Spaniels and not Dobermans John Bogle Common Sense on Mutual Funds New Perspectives for the In

telligent Investor 368 1999 For his pail industry critic Bogle offers different word image Fund directors are to

very major extent sort of bad joke Geoffrey Smith Why Fund Fees Are So High Bus Wk Nov 30 1998 at 126

Bogle also observes Everybody knows.. that people come on fund boards because theyre friends of the CEO So they

go along with whatever he wants Tyler Mathisen Bogle May Have Had Transplant But He Hasnt Had Change of

Heart Money Dec 1996 at 15 lawyer who brought numerous cases against fund management companies once put it

this way
have had fourteen investment company cases and fourteen sets of depositions and/or cross examinations of the

independent directors and in not one single case did any unaffiliated director ever respond Yes to this type of ques
tion When your fund

grew from $100 million to $600 million did you ever give any thought to making comparison

between your half of one percent and somebody elses fees

Did you ever once suggest that when the fund got to be over billion dollars.. perhaps reduction from one-

half percent to seven-sixteenths of one percent or any other minute fraction

Answer No-and mean the uniform answer

realities are.. that you cant count on the unaffiliated director

Statement of Abraham Pomerantz supra note 24 at 753-54

Kahn Lynch Communications Sys Inc 638 A.2d 1110 1119 Del 1994 brackets in original emphasis

added quoting In re First Boston Inc Shareholder Litig C.A 10338 1990 WL 78836 at l516 Del Ch June 1990

See e.g Werner Renberg Sixth Men or Fifth Wheels Do Fund Directors Earn Their Paychecks Barrons

Aug 12 1991 at Ml directors have seldom booted an investment advisor no matter how lousy funds per

formance.

694 F.2d 923 2d Cir 1982

Id at 929 see also Peter Tufano Matthew Sevick Board Structure and Fee Setting in the U.S Mutual Fund

industry 32 .1 Fin Econ 321 325 1997 citing only three instances in which fund board replaced the fund manager

against the managers wishes and noting that the board virtually never selects sponsor other than the initial finn who

established the fund and selected its initial board The dynamics of one fee negotiation were explained as follows

1993 the directors of $87 million American Heritage asked shareholders to approve pay package that

would raise the annual management fee by two-thirds to 1.25% and authorize the fund that is the shareholders to pick

up an additional $40000 in office rent previously paid by management In the proxy statement sent to the shareholders

the directors explained that American Heritage Management Co the funds investment advisor had threatened that

without the increase it could not assure that Board it would to serve as the Funds investment advisor ...

Simon supra nOte 10 at 130 Kahn 638 A.2d at 1110 reports on similar form of negotiation between dominant party

and independent directors this case the coercion was extant and directed to specific price offer which was
in effect presented in the form of take it or leave it ultimatum by controlling shareholder with the capability of fol

lowing through on its threat... semblance of arms length bargaining ended when the Independent Committee sur

rendered to the ultimatum that accompanied final offer

Id at 1120-21 In Kahn the court held that coercive conduct exerted on independent directors by those in control will

nullify shift in the burden of proving transactions fairness to those challenging the transaction The court expressly
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Revisions and Guidelines to Form N-I Investment Company Act Release No 18612 Transfer Binder Fed

Sec Rep CCH 84930 at 82479 Mar 12 1992 Closed-end funds have no such liquidity requirement since their

shares are not redeemable

John Bogle Honing the Competitive Edge in Mutual Funds Address Before the Smithsonian Forum Wash

ington D.C Mar 23 1999 on file with author Stated differently Ordinary corporations do not need to go out and

hire other corporations
with separate owners to manage their affairs Mutual funds do precisely that today ... Bogie

supra note 18 at 300 As evidence of the cost drag on fund performance flowing from the industrys conflicted manage

ment structure Bogle noted that of actively managed stock funds in existence for the preceding 15 years only in 24

outpaced the return of the Standard Poors 500 Index John Bogie Honing the Competitive Edge in Mutual Funds

Address Before the Smithsonian Forum Washington D.C Mar 23 1999 at on file with author in 1998 bond

funds returned to their investors only 86% of the total return offered by the bond market Id at Money market funds

earned only 89% of the money markets returns over the last 15 years Id at

See Role of Independent Directors of Investment Companies Securities Act Release No 33-7754

Transfer Binder Fed Sec Rep CCH 86212 at n.l0 Oct 14 1999 ln the words of one of the industrys earliest

and most vociferous critics

Now this is about the birds and the bees of the American corporate scene... The fund is conceived by bunch

of people whom we call advisors or managers... This group gives birth to the fund The fund is manned by the advisors

If may carry this figure of speech the umbilical cord is never cut after birth as would be true in ordinary biological life

Statement of Abraham Pomerantz University of Pennsylvania Law School Conference on Mutual Funds 115 Pa

Rev 659 739 1967 As former SEC Commissioner Manuel Cohen once remarked when referring to testimony by fund

investment advisors They also made the point that the investment advisor creates the fund and operates it in ef

fect as business Many of them stated that It is our fund we run it we manage it we control it and dont think there

is anything wrong with them saying it They were just admitting what is fact of life The investment advisor does con

trol the fund

Investment Company Act Amendments of 1976 Hearings on H.R 9510 H.R 9511 Before the Subcornm on Commerce

and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 674 1967 statement of Manuel Cohen Com

missioner SEC
See e.g Bogle supra note 18 at 327-28 reporting an instance in which following successful effort to have

fund shareholders raise the advisory fee because among other things its rates were about half of all fund advisors

below average the advisor promptly sold itself for cool $1 billion Saul Hansell J.P Morgan Shifts Strategies to

Buy Stake in Fund Concern N.Y Times July 31 1997 at Dl discussing J.P Morgans purchase of 45% stake in

fund manager for $900 million See also note 92 infra and accompanying text

Bauinol et al supra note at 22

Board control over advisory fees is mandated by section 15c of the Investment Company Act of 1940 15

U.S.C 80a-l5c r994

Role of Independent Directors of Investment Companies Securities Act Release No 33-7754 Trans

fer Binder Fed Sec Rep CCH 86212 at 82451 Oct 14 1999 quoting from Division of Investment Manage

ment SEC Protecting Investors Half Century of investment Company Regulation 2511992 1992 Pro

tecting Investors Report
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to Advisory Self-dealing Through Use of the Undue Influence Standard 98 Colum Rev 474 1998 discussing vari

ous approaches to dealing with conflicts of interests of mutual fund investment advisors

FNI4 See Wyatt supra note 10 at discussing the SECs examination of mutual fund governance Most recently in

January 2001 the SEC amended various exemptive rules in an effort to enhance director independence and effective

ness Role of Independent Directors of Investment Companies Investment Company Act Release No 24816 Jan
2001 2001 WL 6738 SEC The SECs action is discussed in notes 212-22 infra and accompanying text

GAO Report supra note 12 at 62-65

IFNI6 Division of Management Regulation upra note at

See e.g Jonathan Clements Hint Managers Are Only as Smart As the Expenses They Charge Wall St Ju
ly 1999 at RI its not hard and fast rule but the more fund costs the less you can expect from your invest

ment Ruth Simon Avoid Stock and Bond Funds With High Expenses Buffalo News Mar 1995 at 10 according
to studies conducted separately by the SEC and Princeton University investors lose roughly percentage points in re

turn for every one percentage point they pay in annual expenses

Most fund companies dont even attempt to point to strong performance as rationale for higher fees says

Amy Arnott an editor with Morningstar Rather they typically justif increases in their management fees by pointing to

the average for similar funds This argument can only lead to an upward spiral in costs As more funds raise their fees to

bring them in line with the averages the averages go up more funds raise their fee and so on
Stern supra note 10 at 73 see also Longo supra note 10 John Bogle Bogle on Mutual Funds 284 1994 observing

that most proxies seeking shareholder approval of fee hikes suggest that after long consideration the funds directors

have approved the fee increase requested by the management company since the funds rates were below industry

norms If upward movement in others fees provides valid reason for advisory fee rate hikes then fund revenues can

be expected to boom for fund expense ratios have been rising at least for the most popular funds Average annual ex

pense ratios for the 10 best-selling funds are reportedly running at 0.93% of fund assets up from 0.79% last year and

0.73% in 1998 See Christopher Oster Fees You Mean Mutual Funds Have Fees Wall St July 14 2000 at Al For

its part the ICI understandably takes dim view of the.notion that fund directors increase advisory fees to keep up with

rates levied at other funds See Letter from Matthew Fink President Investment Company institute to Thomas Mc-

Cool Director Financial Institutions and Market Issues U.S General Accounting Office May 2000 reprinted in

GAO Report supra note 12 at Appendix Ill contending that the view that this goes on is contradicted directly by the

applicable legal standards governing the work of directors Of course the fact that applicable legal standards ought to

prevent such action does not mean it does not occur it means only that if the behavior does go on it may well be illegal

FN 19 Division of Investment Management upra note at

Many other services may also be offered depending on the fund Among them are free switching between funds

in the same group or complex automatic dividend reinvestment telephone or check-writing withdrawal and various re

tirement benefit plan options For basic introduction to fund operations see Victoria Schonfeld Thomas M.J Ker

win Organization of Mutual Fund 49 Bus Law 107 1993

Closed-end investment companies differ from mutual funds because their shares are not redeemable Thus

closed-end shares are traded in the marketplace at prices that range from premiums with net asset value
per share to dis

counts below net asset value See jd at 112-13

FN22 Indeed mutual funds aggregate holdings of illiquid securities may not exceed 15% of the funds assets See
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Stern Watch Those Fees Newsweek Mar 23 1998 at 73 Todays fmancial marketplace is bizarre bazaar in the

flourishing fund industry the law of supply and demand sometimes works backward and heightened competition can

mean higher prices Steven Goldberg Where Are Fund Directors When We Need Them Kiplingers Pers Fin

Mag Apr 1997 at 111 It isnt hard to find examples of fund directors who axe tolerant of high fees bad performance

or both Jeffrey Laderman Are Fund Managers Carving Themselves Too Fat Slice Bus Wk Mar 23 1992 ax

78 discussing the fact that mutual fund advisory fees are not coming down as they are in the pension-fund business

Perhaps thats because pension-plan sponsors pay attention to fees notes Charles Trzcinka fmance professor at the

State University of New York at Buffalo Ruth Simon How Funds Get Rich at Your Expense Money Feb 1995 at

130 explaining that fund shareholders pay nearly twice as much as institutional investors for money management And

that calculation doesnt even include any front- or back-end sales charges you may also pony up Anne Kates Smith

Why Those Fund Fees Matter U.S News World Rep July 1996 at 73 customers cheerfully swallow

ing price hikes each year--even though competing products keep flooding the market Sound ridiculous Thats how the

mutual-fund business works Geotfrey Smith Why Fund Fees Are So High Bus Wk Nov 30 1998 at 126 noting

allegations that the amount of assets under management in the Fidelity fund complex jumped from $36 billion to $373

billion from 1985 to 1995 without economies of size being shared with investors management fees were increased from

1.085% of assets under management to 1.146% of assets yielding the management company an extra $288 million in

revenue Maggie Topkis Getting Wise to Mutual Fund Fees Fortune Dec 23 1996 at 191 Put bluntly in all but

fuw cases fees are the keys to future returns Edward Wyatt Empty Suits in the Boardroom N.Y Times June

1998 at Rarely if ever since the current system of mutual fund oversight was laid out in the Investment Com

pany Act of 1940 have fund directors been under fire on so many fronts at once Industry Doing Poor Job of Explain

ing Charges USA Today July 1998 at 14A complaining that fees are going up and that they have become so

complicated you need fmancial advisor just to wade through them

See 17 C.F.R 270.l2b-l 1999 setting forth rules by which registered open-end management investment

company may pay expenses associated with the sale of its shares

12 See e.g Antonio Apap John Griffith The Impact of Expenses on Mutual Fund Performance 11 Fin

Plan 76 1998 stating that for funds with investment objectives of long-term growth growth and current income and

equity income 2b- fees do not add to funds performance Stephen Ferris Don Chance The Effect of 12b-

Plans on Mutual Fund Expense Ratios Note 42 Fin 1077 1082 1987 describing 12b-l fees as dead-weight

cost Robert McLeod D.K Malhotra Re-examination of the Effect of 2b- Plans on Mutual Fund Expense

Ratios Fin Res 231 239 1994 stating that 2b- fees are dead weight cost to shareholders that has been in

creasing over time For criticism in fund industry literature see Amy Arnott The Rising Tide Morningstar Mutual

Funds Oct 11 1996 at l-S2 Michael Mulvihill Question of Trust Morningstar Mutual Funds Aug 30 1996 at 51-52

The General Accounting Office Report noted that academics have voiced the following concerns about fee

levels in the ti.ind industry whether competition fund disclosures and mutual fund directors are sufficiently affecting

the level of fees General Accounting Office Mutual Fund Fees Additional Disclosure Could Encourage Price Competi

tion 2000 GAO Report that the information currently provided does not sufficiently make in

vestors aware of the level of fees they pay id at the directors activities may be keeping fees at higher levels be

cause of focus on maintaining fees within the range of other funds id at some studies or analyses that looked at

the trend in mutual fund fees found that fees had been rising id at 47 funds do not compete primarily on the basis of

their operating expense fees id at 62 academic researchers others saw problems with the fee disclosures

by mutual funds GAO Report supra at 76

13 See e.g Samuel King Note Mutual Funds Solving the Shortcomings of the Independent Director Response
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adoption over 7000 mutual funds have adopted rule l2b- plans Joel Goldberg Gregory Bressler Revisiting

Rule 12b-l Under the Investment Company Act 31 Sec Commodities Reg Rev 147 1998 Rule l2b-l fees provide

means by which pricing and distribution could be reordered through the imposition of conditional deferred sales loads

Though its rulemaking enabled this change the SEC never saw the transformation coming See Glenn et al supra at 84

major result of Rule 2b- the development of the widespread appearance of contingent deferred sates charges

beginning in 1981 was clearly unanticipated by the Commission when it adopted Rule 12b-I.

Baumol et at supra note at 19 n.l

Id at 17

Weiss Ratings Now Available Online Bus Wire Jan 2001 LEXIS Curnws File reporting risk-adjusted per

formance ratings for more than 10000 mutual funds The SEC staff has reported that stock and bond funds alone

numbered more than 8900 at the end of 1999 Division of Investment Management SEC Report on Mutual Fund Fees

and Expenses Dec 2000 at httpII www.sec.gov/studies/feestudy.btm Report on Mutual Fund Fees

Investment Company lnstitute Reports Trends in Mutual Fund Investing April 2000 PR Newswire May 31

2000 LEXIS Curnws File As of year-end 2000 gross assets remained around $7 trillion Aaron Lucchetti After Stock

Funds Poor Year Time for the Damage Report Wall St Jan 122001 at Cl

quarter century ago additions to American families net cash savings were $180 billion with the fund industry

claiming $1 billion of that amount By 1998 net cash inflows into mutual funds amounted to $401 billion accounting for

nearly all of the $406 billion addition to American families savings for the year John Bogle Economics 101 for Mu
tual Fund Investors. for Mutual Fund Managers Speech Before the Economic Club of Arizona Apr 20 1999 at ht

tp//www.vanguard.com/educ/liblbogle/econ.html Bogle Economics 101

Memil Lynch Co 10-K 1998 reporting 1998 mutual fund sales of $55.5 billion of which approximately

$225 billion were funds advised by Merrill Lynch affiliates

John Bogle Investment Management Business or Profession Address at the New York University Center for

Law and Business Mar 10 1999 at bttp//www.vanguard.comleducllibfbogle/ investmanage.html see also John Wag

goner Sandra Block High Fund Performance at Low Cost USA Today Mar 26 1999 at 3B quoting John Bogle

Bogle estimated that out of the total gross revenue for fund sponsors
less than lO% $5 billion actually goes

to paying for management of the funds Id

10 See e.g Tracey Longo Days of Reckoning Congress is Finally Starting to Look Into Why Mutual Fund Fees

Keep Rising Fin Plan Nov 1998 at Several leading mutual fund analysts and critics are also making the case

that not only do higher fees not mean better performance often the opposite is true Robert Barker High Fund Fees

Have Got to Go Bus Wk Aug 16 1999 at 122 Since 1984 Morningstar reports the average cost of actively run no-

load U.S stock funds fell less than 10% even as their assets multiplied 32 times Vast economies of scale benefited mu
tual-fund companies not investors Robert Barker Fund Fees Are Rising Whos to Blame Bus Wk Oct 26 1998

at 162 If expenses are too high its the independent directors who havefaiied Thomas Easton The Fund Industrys

Dirty Secret Big is Not Beautiful Forbes Aug 24 1998 at 116 117 The dirty secret of the business is that the more

money you manage the more profit you make--but the less able you are to serve your shareholders... In most businesses

size is an advantage In mutual funds it is an advantage only to the sponsor not to the customer Charles Gasparino

Some Say More Could be Done to Clarif Fees Wall St May 20 1998 at Cl the industry rising to the chal

lenge Is it doing all it can to clearly and simply explain how much investors are paying in fees and expenses Linda
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who more closely monitor fund fees and expense FN289 The staff has let fund directors down by not requiring that

fund service providers furnish clear comparable cost data This shortcoming needs to be addressed immediately

It is crucial that fund directors are able to gather information about comparable funds and also about the fees charged

by the funds advisor for advisory services furnished to non-fund clients Advisors must be made to explain at length and

in detail how service differences rendered to their captive and free market customers justify price disparities of the sort

pointed out in this article Finally the courts need to resist the temptation to limit evidence of comparable pricing behavi

or on fund cases Fund industry cases are beset with conflicts of interest that call for careful reasoned thorough analysis

All potentially helpful facts need to be gathered and tested without unfounded preconceptions or biases Comparable

data if assembled with care and explained clearly is well-geared to showing in appropriate cases that fund fee levels

are excessive particularly where that data is drawn from marketplaces where arms-length bargaining over fees is more

than pious wish

Campbell Professor of Legal and Business Ethics University of South Carolina B.B.A 1967 J.D 1970 Uni

versity of Notre Dame LL.M 1976 University of Pennsylvania Member Ohio and South Carolina Bars

Professor of Finance Florida State University B.S.B.A 1970 M.B.A 1971 Ph.D 1974 University of Flor

ida CFA

Between February 1972 and July 1974 Investment Company Institute-member ICI funds suffered net redemp

tions in twenty-six out of
thirty

months Division of Investment Management SEC Mutual Fund Distribution and Sec

tion 22d of the Investment Company Act of 1940 19 1974

See id at 10-Il 84-135 The SECs Division of Investment Management Regulation conducted hearings into the

state of mutual fund marketing In its report on mutual fund distribution the Division observed

The hearings confirmed that the mutual fund industry is faced with disrupted marketing system Record sales

of earlier years have given way to net redemptions competing products have made substantial inroads fund managers

have diversified into other fields and the fund industry which in many cases has operated at distribution deficit has al

lowed its relationship with small broker-dealers to deteriorate while it has become increasingly dependent for sales upon

large broker-dealers to whom mutual fund shares are relatively unimportant source of income

Id at The report further noted The industry is not prospering with the marketing strategy which was so successful

in past years Hence changes in -the pattern of fund distribution seem inevitable... Id at 43 The SECs analysis

was on target major factor contributing to the industrys subsequent resurgence was the flood of money into the in

dustrys money market funds as investors chased high yields during the mid-to-late l970s and into the 1980s See Lisa

McCue Is Deposit Insurance Necessary Am Banker Apr IS 1982 at 14 discussing the success of money market mu
tual funds The 1974 SEC staff report observed that cash management funds were relatively new phenomenon ac

counting for significant portion of industry sales and growing portion of industry assets and that for the rap

id growth of these funds the industry as whole would be in net redemption position Division of Investment Man

agement supra note at 129 n.l By 1979 the money market funds alone accounted for $45.2 billion in assets Terry

Glenn et al Distribution in Mid-Decade Coping with Success and Other Problems in Investment Companies 1986 at

73 77 PLI Corp Law Practice Course Handbook Series No B4-6746m 1986 By 1980 the figure was $76 billion eas

ily surpassing the $58 billion held in equity bond and income funds William Baumol et al The Economics of Mutu

al Fund Markets Competition Versus Regulation 34 1990
second huge change in fund distribution resulted from the SECs 1980 promulgation of rule 2b- which en

abled funds to pass on distribution costs directly to fund shareholders 17 C.F.R 270.l2b-l 1999 Since rule 12b-ls
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peer funds to justif fee hikes On the other hand Gartenbergs grip on future case outcomes predictably will be weakest

for the segment of the Lund industry studied most closely in this article actively managed equity funds Nearly all of the

fully litigated cases have involved money market funds which are different breed of investment 672 vehicle than

equity pension fund portfolios None of the fully litigated cases involves equity fund advisory fees and it is

here that apples-to-apples fee comparisons between equity pension managers and equity fund managers can be most

difficult and embarrassing for those selling advice to mutual funds Future cases will afford fun advisors an opportunity

to explain why picking stock for mutual fund equity portfolio should be much more expensive to the customer than

picking the same stock for pension fund equity portfolio

The gap between pnces charged funds for advisory services versus prices fetched elsewhere in the economy for those

same services represents the bill paid by fund shareholders for the advisory conflict of interest that is both the fund in

dustrys hallmark and its stigma That tab runs into billions of dollars per year Fund industry cost data reviewed and de

veloped by the authors suggest that equity fund management fees on the whole are around 25 basis points higher than

they need to be in order to furnish fund advisors with fair and reasonable compensation and fund shareholders with the

same quality of service Against an equity fund asset base of $3.5 trillion this translates into equity mutual fund

shareholders being overcharged to the tune of nearly $9 billion-plus annuallya staggering number--nearly reaching the

price tag that the tobacco companies agreed to pay each year as part of their landmark global settlement with 46 states

attorneys general announced in November of 1998

The SEC needs to face up to the fact that competent evidence shows that fund advisory fee levels are too high phe

nomenon in part caused by the Commissions decision not to impose rigorous disclosure requirements designed to foster

fee comparisons The SEC has clear power to require funds to adhere to uniform accounting and reporting system but

it has not exercised its power in way calculated to elicit the all-important fee data in form readily understandable to

the public Its inaction has allowed fee categories and prices to become scrambled and thus distorted or concealed

John Bogles disclosure proposal is sound needed and should be required by SEC rule That same rule-making

effort should require that fund shareholders receive most favored nations treatment when it comes to fees for advisory

services Less urgent but of some potential value is adoption of the GAOs personalized cost disclosur 673 approach It

doubtless will provide beneficial wake-up call to some fund investors particularly in times of meager or negative in

vestment returns by fund managers

SEC inaction has an undesirable side-effect over and above depriving investors of benefits they otherwise would en

joy Whether it is accurately perceived or not the SECs inaction can be and is taken as an endorsement of the status

quo The agencys failure or refusal to act provides industry members with useful cover when they come under attack In

fund litigation the SECs silence on an issue gives credence to defense claims Defendants can and do successfully ar

gue that positions taken by those challenging the status quo in the fund industry deserve no credence absent violation of

mandatory SEC requirement Thus in Krinsk the court rejected plaintiffs contention that performance should be evalu

ated on risk-adjusted basis because performance-adjusted ratings were not required by the SEC In another mutual fund

case the court refused to find actionable brokers concealment that the recommended house fund had high expense ra

tio relative to competing funds noting that plaintiffs had presented no precedent or SEC ruling that requires this com

parison

Whether or not the SEC decides to lead rather than continue its observer role fund independent directors need to de

mand that advisors identify and quantify what they charge for rendering investment advice Only by isolating and focus

ing on this item can directors discharge their obligation under Gartenberg to reach sound conclusions on such important

matters as advisor profitability economies of scale and comparative fee structures The SEC Staffs Report on Mutual

Fund Fees and Expenses declares that the current regulatory framework would be enhanced by independent directors
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to fluid investors to see that this highly relevant data is made public so that those interested in fund 670 fiduciaries be

havior can know and understand what fees are charged of whom and why It is in the public interest for fund advisors

behavior to be explained and their justifications collected so that they may be carefully reviewed and analyzed by fund

independent directors government agencies the media and academics Standardization will facilitate comparisons which

will in turn spur price competition

As it is fund advisors are feasting on complex poorly disclosed fee structure that is out of kilter with free market

price levels and has been for decades There is perception that some fund advisors supposedly cite their below-industry

standard fee levels as justification for fee hikes with fees thus ratcheting upward leapfrog-style The Id fun

ded with money diverted from fund shareholdeæ is the one entity aside from the SEC that is equipped to spotlight ex

cessive fee levels that are injurious to shareholders It has shown no zeal for promoting the interests of fund shareholders

at the expense of fluid sponsors
Rather than call attention to the obvious evidence that economies of scale for

advisory services are not being shared with fund shareholders the ICI instead has published studies calculated to defend

the status quo while masking reality The lCls bundling of advisory fees with other operating costs in its effort

to prove
fund managers case that fund shareholders are benefitting from economies of scale bespeaks an agenda antag

onistic to shareholders own financial interests Meanwhile the SEC either sits mute offers innocuous proposals calcu

lated not to roil the water or blames fund shareholders for their inability to make sense out of the current inadequate dis

closure regime fostered by the SEC itself

671 VI Conclusion

The Investment Company Act of 1940 declares that the national public interest and the interest of investors is ad

versely affected when investment companies are organized operated or managed in the interest of investment

advisors and not in the interest of fund shareholders In the course of the 1967 House hearings dealing with

fund legislation respected jurist Henry Friendly was asked Do you feel that the usual pattern of stockholder protection

exists in this industry as in other industries His answer dont think it exists in this industry More

ominous yet was Nobel Laureate Paul Samuelsons warning made in the course of Senate hearings also held in 1967

by an industry tends usually to be self-serving and often inefficient There is danger that

government commissions set up originally to regulate an industry will in fact end up as tool of that industry

becoming more concerned to protect it from competition than to protect the customer from the absence of competi

tion The SEC must itself be under constant Congressional scrutiny lest it lessen rather than increase the pro

tection the consumer receives from vigorous competition

When it comes to fund advisors having their way little has changed since 1967 or for that matter 1940 The first

comprehensive study of the fund industry following enactment of the Investment Company Act established that the ad

visory fee rates charged other clients mutual fund investment advisors are significantly lower than those paid by

open-end fund companies Those conclusions presented nearly forty years ago are still accurate The

data presented in this Article shows that the phenomenon of materially unequal compensation still holds true That this

aberration exists in the most regulated of all corners of the securities business demonstrates powerfully the consequences

of watered-down fiduciary standards weak misguided regulation Congressional indifference and either poor advocacy

on the part of investors lawyers or excessive judicial deference to fund managers
contentions

Courts that read Gartenberg to bar use of comparative fee structures in advisory fee litigation have deprived com

plaining shareholders of one of their strongest weapons This misapplication of Gartenberg has likely contributed to an

unsavory game of financial leap-frog making it possible for fund advisors to point to fee schedules lagging behind their
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marketing administration and investor services etc and its profits before and after taxes

The GAO likewise judged disclosure deficient calling for an individualized approach to disclosure in contrast with

Bogles broad coverage The GAO recommended that funds in essence present investors each quarter with itemized

statements showing not just account holdings and activities but also an itemized statement of the expenses paid by the

shareholder over the period The GAO found the fund industrys failure to account to fund shareholders for the

costs incurred in their accounts to be counter to the norm in the fmancial services industry

The GAOs plan is aimed at driving home to individual shareholders the size of the bill each individual fund investor

pays for fund services The GAOs approach addresses disclosure problem revealed by case law under section 36b
namely that investors seem to be indifferent to fee levels because of fee levels seeming insignificance to individual in

vestors The agencys narrow individualized approach aims to accomplish two goals to encourage investors to

evaluate more accurately the quality of services for which they pay fees and to encourage service providers to emphasize

price in their sales efforts Two years ago the Director of the SECs Investment Management Division an
nounced that both he and SEC Chairman Arthur Levitt believed that personalized disclosure for fund investors is good

idea one that may work better FN273

In its Report on Mutual Fund Fees and Expenses the SECs Division of investment management endorsed form of

dollar disclosure along the lines advocated by the GAO The staffs plan would require fund shareholder reports to in

clude table that shows the cost in dollars associated with an investment of standardized amount e.g $10000 that

earned the funds actual return for the period and incurred the funds actual expenses for the period The staffs

endorsement is step in the right direction It will be interesting now to see what action if any the Commission itself is

willing to take in order to bring some form of the GAOs proposal to fruition

In contrast to the GAOs proposed individualization of cost data Bogles industry-wide big-picture approach travels

under headline taken from Watergate-era advice the money This suggestion has merit By forting

funds and sponsors to identify and itemize costs and profits according to an SEC-required format the Bogle proposal

would open the fund industry and its practices to level of scrutiny and study never before possible Bogles door

opening approach will well serve the interests of sophisticated investors with foreseeable trickle-down effect to less

sophisticated fund buyers once the data generated is reviewed and analyzed by the media and academics The chief prob

lem with it is that it does not go far enough

First to facilitate comparative cost disclosures the SEC needs to require financial reporting on standardized basis

so that categories of expense are comparable on an industry-wide basis Currently some funds blend administrative costs

into the advisory fee This bundling frustrates cost comparisons and detailed analysis most prominently by the SEC staff

itself and it needs to be stopped Secondly and more importantly the time has come for fund advisors to come clean

about their extracurricular dealings specifically their advisory fee arrangements with non-fund clients In the highly reg

ulated highly conflict-of-interest-ridden world of the fund industry it is time to require the advisor-fiduciaries to detail

in writing to the SEC and to fund directors what material extra-fund advisory services they render what they charge and

what they earn off of those services To the extent that the prices charged non-fund customers are tower than those

charged to the advisors captive funds the funds advisor-fiduciary should be required to explain why it cannot render ad

visory services to the captive funds for prices equivalent to the prices for which it sells its portfolio management services

to pension funds and other clients in the free market Why should costs be higher when paid by the beneficiary of fidu

ciary relationship than they are when the payor is stranger dealing at arms-length

The principle advocated here is simple Fund shareholders have right not to be over-charged They have right to

fair treatment and this translates into most favored nations pricing for comparable advisory services The SEC owes it
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ii
The SEC talks good game but it is not blameless for the fimd industrys lack of pricing transparency Recently

upon the SECs consideration of Regulation FD SEC Chairman Levitt observed High quality and timely information is

the lifeblood of strong vibrant markets It is at the very core of investor confidence The market for fund ad

visor services is neither strong nor vibrant if indeed it can be said to exist at all As for fund shareholders Chairman

Levitt has admonished that need to scrutinize funds fees and expenses Scrutinizing however is

difficult when individualized data is missing and when fund shareholders lack access to information about the profitabil

ity
of their funds advisory fee to the advisor

The SECs response to the GAO Reports criticism of disclosure practices in the fund industry was decidedly cool and

defensive Though it holds the whip hand over the funds it regulates the SECs tendency is to cast blame on in

vestors when speaking about cost data problems affecting the fund industry The SECs chief economist has announced

appears that shareholders dont have clue as to how important expenses are According to the Division of

Investment Managements Director We know the information is out there We need to get investors to look at it

The SEC 667 Investment Management Divisions director has admitted that an investor may do more compar

ison shopping for her VCR than for her mutual funds

Turning to the lack of price competition within the fund industry the same official proceeded to explain that funds

themselves choose not to compete on the basis of price comparisons because of fear of liability These repres

entations by workers for the SEC the investors advocate raise several questions First if the information is out

there why could not the GAO find it And the GAO is not the only government agency to come up empty-handed when

searching for cost data The SEC staff itself was unable to determine directly whether there are economies of scale in the

prpvis ion of fund advisory services because the data are unavailable

The SECs chronic refusal to mandate that fund sponsors break out clearly on uniform basis different types of ex

penses abets the lack of price competition in the fund industry The same is true of courts refusal to validate comparat

ive cost disclosure in suits challenging excessive advisory fees The GAO study found that advisory fee profitability data

is nowhere to be seen by investors or even government investigators FN266J In truth as the GAO Report on price com

petition in the fund industry shows mutual funds generally do not choose to compete directly and aggressively on the

basis of price recent letter from the SECs Chief Economist to an industry executive responded this way to the execut

ives call for detailed SEC-led revenue/cost/profit study of fund-sponsored finances by stating know Id be inter

ested but dont think the industry would oblige us This sort of outlook coming from the SECs top echelon

raises the question Who is in charge of whom If the SEC cannot wrest important data from fund advisors who can

Those who control the fund industry eschew price competition for two main reasons First by not competing based on

price fund advisory firms can earn higher profits Second those in control know they can get away with it

668 Proposals for Change

Six decades after the enactment of the Investment Company Act of 1940 the fund industry finds itself with no effect

ive check on managerial over-reaching the SEC and the courts have let the advisors get away with charging extra-

competitive prices Contributing to the lack of competition over fund advisory fees is shortage of quality disclosures

crafted to enable investors to ferret out unfair pricing Two reform proposals have recently been put forth Industry critic

Bogle has branded cost disclosure within the industry as wholly inadequate while calling for

each fund manager to report for the fund complex and for each individual fund within the complex its

advisory fees service fees distribution charges sales commissions other fund expenses and total revenues its

total expenses separating out those for investment management and research from those for advertising sales and
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ory fees together making it nearly impossible to break out advisory fees for comparison purposes One may also wonder
how fund directors can compare fee levels without knowing exactly what services the payments are buying

Evidencing the lack of clarity in fund industry cost disclosures is an easily overlooked finding by the court in Krinsk
the funds independent directors themselves were unable to explain what was covered by the separate advisory and ad
ministrative fees they approved One of them testified that the administrative fees and advisory fees offset the costs of

the program as whole and if you can tell me exactly what is paying for what youre better man than An
other explained that looking at component of the overall CMA fee structure as though it were stand-alone piece was
trying to unscramble an omelet 1FF4244 These comments are telling They come from paid directors presumably rep
resented by competent counsel and were delivered as testimony made under oath in multi-million dollar fund fee litiga

tion The specter of testifying fund directors confessing ignorance about fees they have approved confirms that clear
disclosure in the fimd industry simply is laudable goal not reality

The SEC staff claims in its fees and expenses report that its regulatory scheme generates for fund shareholders

mutual fund fee information in an understandable easy-to-use format This portrayal of the 1940 Act disclos
ure scheme as consumer protection paradigm collides with the staff reports later admission that it was unable to

analyze directly the cost of providing portfolio management services to mutual fimd in order to determine whether
economies exist because the data are unavailable FN246 If the federal government after 60 years of regulatory ex
perience is unable to determine directly whether economies exist in the provision of portfolio management services how
can fund shareholders or directors have any confidence in their own calculations

The Gartenberg reasonableness factors demand that fund directors bargain effectively with service providers at

arms-length over the nature and quality of the services provided The test further requires that fund directors

make determinations as to economies of scale and comparative fee structures The SEC has failed to require
that clear useful data be generated on an industry-wide basis to assist fund directors in making the crucial comparisons

fund director as in Krinsk who is clueless about what different fund services cost his or her fund or comparable
funds obviously cannot bargain effectively on behalf of the fund Given the broad array of services purchased with fund

assets and the fact that different fees buy different 665 services depending on the funds fee structure

it is no wonder that there is confusion over fund fees in fund boaiooms The question is how fund directors possibly

can serve their watchdog function if they are not presented with clear understandable pertinent information If fund dir
ectors are unable to comprehend or explain fund fees it stands to reason that investors too lack high quality disclosure

about fund expenses

In truth one of the chief causes of the fund industrys perceived lack of price competition is investor ignorance

joint study of fund shareholders conducted several years ago by the Office of the Comptroller of the Currency and the

SEC determined that fewer than one in five of the respondents could give an estimate of expenses for the largest fund

they held 1J Nearly one-fifth of the respondents believed that funds with higher fees produced better results more
than three-fifths believed funds with higher expenses produced average results and fewer than one in six believed higher
expenses led to lower than average returns This depiction of investor naivete is consistent with other survey
results Sixty years of SEC fund industry regulation has created $7 trillion colossus of an industry with ex
pense structures and terminology overlaps that bewilder many shareholders and at least some fund directors The SECs
web site carries the motto We are the investors advocate FN254 It is thus pecujiar to find that after six decades of

close dealings between the fund industry and the SEC FN255 fund shareholders are confronted with disclosure sys
tem that according to memorandian from the SECs Division of Investment Management to the SECs Chairman
causes investors to 666 have difficulty in evaluating overall costs and services This lack of market transpar
ency necessarily inhibits price competition 1FN257
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gaining position But there is more to comparison shopping than price Differences in services rendered to the extent

they exist need to be identified and quantified in dollars and cents terms by the funds advisor for the independent direct

ors benefit The data will furnish fund independent directors and their counsel with way to verify the profitability

claims supplied by the advisor

Jn sum the SECs latest rulemaking effort is long on form and noticeably short on substance calculated to improve

the lot of fund shareholders In the unique context of the contemporary mutual fund industry the SECs time would be

better spent writing rules spelling out what is meant by the term investment advisory Ibe and requiring that it be repor

ted throughout the fund industry on consistent basis than preaching to fund directors about the meaning of and need

for independent legal counsel It is time 662 for the SEC to start discharging the leadership obligation Con

gress gave it when the Investment Company Act of 1940 was enacted Obviously little support exists for the ICrs claim

that stringent government regulation is major force driving the industrys competitive engine As is discussed in the

next section the SEC has the ability to wield its regulatory power to spur price competition by improving
the quality of

fund fee disclosure

The Fund industry Lacks Above All Clear Disclosure

When defending the fund industry the ICIs Matthew Fink presented clear disclosure as hallmark of the fund in

dustrys near textbook example of competitive market structure The clear disclosure claim does not hold

up The GAO went looking for such clear disclosure and manifestly did not find it The GAO is not alone in

voicing concern over the quality of fund industry disclosure The Chairman of House committee considering fund legis

lation in 1995 offered this appraisal fund shareholders are beset by confusing array of fees Investment ad

visory fees service fees distribution fees all of these fees can make it very difficult for investors to compare one fund

against another fund shareholder who today seeks clear disclosure about the advisors bill for portfolio

management its advisors profitability or its demonstrated willingness to perform comparable services for significantly

lower prices will not find this information available for inspection at the SEC at any other government agency or at fund

headquarters No such disclosures are required in fund prospectuses though they should be

1995 study commissioned by the SEC and the Office of the Comptroller of the Currency found that fund prospect-

uses were the single most widely used information resource consulted by investors Unfortunately those same

widely used fund prospectuses have been criticized for tending to obscure rather than illuminate what fund is doing

In truth great many fund shareholders are ignorant of major insights into the product they own and key facts

are not disclosed FN240

663 The news media has not provided notable counterbalance to the conflict of interest exploited by most fUnd ad

visors Despite number of articles in the news media illuminating some of the fund industrys shortcomings prejudicial

to shareholders for the most part the industry has escaped careful searching sophisticated scrutiny of its pri

cing practices by journalists as well as the SEC and the GAO Perhaps news analysts are daunted by the density and

complexity of fund financial disclosures If so they are not alone

The SEC shows no signs of facing up to the fact that the industry it regulates features confusing incomplete and in

adequate fee disclosure instead like the iCl the SEC professes that the opposite is true The Division of Investment

Managements recently-promulgated Report on Mutual Fund Fees and Expenses offers this self-congratulatory assess

ment Through the Commissions disclosure efforts mutual fund fee information is readily available to investors in an

understandable easy-to-use format in the new mutual fund prospectuses
disinterested observer is left to

wonder how fee information can be understandable and easy to use when some funds mix 664 administrative and advis
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services investment advice Nor has the SEC shown any interest in calling specifically for fund independent directors to

inquire whether fund managers or their affiliates sell advisory services to others and if so on what terms

One of the fund directors most important jobs is to see that the bills submitted for services furnished to fund share

holders are accurate and reflect fair pricing For fund directors to properly exercise their oversight function they need to

know the prices comparable advisory services fetch in free market and need to consider those prices in deciding the

fairness of bills presented by the funds advisor for equivalent services Indeed the Gartenberg test explicitly requires

this comparison 1FN223 In glaring oversight the SEC has not specifically called for fund directors to make such

comparative analysis However in light of Gartenberg they surely should By failing to require uniform report
ing of crucial cost data and by refusing to demand that fund advisors make public sufficient financial data to enable inter

ested observers to calculate the profitability of advisory contracts the SEC has paved the way for judicial findings as in

Schuyt that 660 profitability information is immaterial as matter of law Fund directors unquestionably need and de
serve detailed cost and profitability disclosure and so does the public The SECs failure explicitly to demand
that they receive it is at odds with the Commissions professed concern over the fund industrys uniquely conflicted fidu

ciazy duty landscape the agencys inaction also runs counter to its endorsement of disclosure as means of enhancing

competition The absence of comparative cost and profitability data makes it virtually impossible for sharehold

ers bringing section 36b suits to sustain the burden of proving that fees are excessive FN227

Requiring public disclosure of such proprietary data can be justified on the ground that the industrys incestuous man
agement structure deprives fund shareholders of the protection that competitive market offers Fund managers resort to

external management should carry with it the requirement that the service providers live with less privacy than is af
forded those who earn their money through anns-length transactions The SECS continued willingness to permit fund

managers to conceal crucial advisory fee information and profitability data leaves investors the news media and inquir

ing agencies such as the GAO stymied For their part the courts have shown no interest in demanding disclosure that

would further comparison shopping by investors fFN228 free market price offers more than useful analogy Outside

prices qualify as pertinent facts under Gartenbergs mandate that when the funds board makes its fair price determina

tion all pertinent facts must be weighed Moreover assuming approximately equal levels of service signific

ant price discrepancies are not just pertinent facts they are material facts under the securities laws and fiduciary duty

concepts FN230 that need to be very carefully evaluated by the funds directors After all any reduction in advis

ory fees directly enhances fund shareholders returns Fund shareholders should no more overpay for advisory
services than for the securities that are purchased and held in their funds portfolios

If fund shareholders are to see the advent of competitive pressure on advisory fees the SEC needs to demand ex
pressly that fund directors accumulate and weigh comparative prices used by the funds advisor or its affiliates to bill

for advisory services Gartenberg calls for such study for it is read to demand that the profitability of the fund to the

advisor be studied in order that the price for advice paid by the fund to its advisory be equivalent to the

product of arms-length bargaining The Commission should require such scrutiny by fund directors but it

should also go further It should use its rule-making authority to declare that presumption exists that fund shareholders

deserve most favored nations treatment over advisory fees charged by their advisors The most favored nations

concept is both simple and powerful Fund shareholders should pay price for investment advice that is no higher than

that charged by the funds advisor and its affiliated entities when billing for like services rendered to other customers
such as pension funds endowment funds private counsel accounts or other advisory service users

Financial advisors are not philanthropists The prices they charge funds and other consumers of advisory services ne
cessarily have an embedded profit element An understanding by fund independent directors of the prices charged for ad
visory services by their funds advisor to its other customers cannot help but strengthen the independent directors bar
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retaliatory price-cutting

Government Regulation is Not Stringent V/hen It Comes to Advisory Fee Levels

The SEC has role to play in helping to drive competitive forces to bring fund advisory fees down but so far it has

been missing in action The Commission could take an amicus position in advisory fee litigation endorsing the relevance

of comparative cost data but it has not done so Nor has it demanded that advisors identify quantify and justify

price disparities between the prices they charge the funds they manage versus advisory fees paid by other customers

Nor has it demanded that fund sponsors explain publicly
and in detail how they profit from their services on

both fund-by-fund and complex-wide bases FN209 It has not even offered specific reporting requirement demanding

that funds report separately what they pay for advisory service the better to foster comparative fee analyses by fund dir

ectors shareholders and industry observers The SECs torpor in demanding detailed specific accounting of fee

charges is curious given the agencys professed interest in fostering more competitive environment Comparable data is

crucial if that is to happen something that both the 657 Wharton Report prepared for the SEC and the Public Policy

Report written by the SEC recognized when they focused on comparative fee Structures Those studies highlighted the

disparity between advisory fee rates in the fund industry and elsewhere in the economy II

The comparative cost disparities are large and they have been deemed worthy of note by the SEC and the Wharton

report authors not to mention the experts who testify in fund fee litigation This leads one to wonder why the SEC has

not pressed for focus on fee rate differences via rule-making not to mention the bully pulpit available to the SECs lead

ership Rather than aggressively pushing the fund industry in direction calculated to force boards to confront noncom

petitive fee levels the SEC has been content to engage in rulemaking enshrining the status quo Thus recently promul

gated SEC rule adopted after its well-publicized rnundtable deliberation of current fund issues mandates what is

already de facto standard by requiring nearly all fund boards and nominating committees to have majority of inde

pendent directors 12 As part of the same proposal the SEC is requiring the independent directors to be represented

by independent counsel 13

The rule will accomplish little The board majority requirement is nothing but warmed-over rehash of an SEC In

vestment Management Division proposal advanced eight years ago Worse it is beside the point Today many

if not most funds have majority of directors who are supposed to be independent of the external advisor to keep fees

and expenses in line 15 In many cases funds independent directors already 658 populate funds nominating com

mittees All of the many funds with Rule 12b-l plans already are required to have self-nominating independent

directors 17 The independent legal counsel requirement consists mainly of high-sounding rhetoric It calls on the

independent directors to assure themselves that lawyer they hire has no ties to fund service providers that would be

likely to adversely affect the professional judgment in providing legal representation 18 This re

quirement does not signal breakthrough in the field of attorney-client relationsfar from it The rule changes nothing

Any lawyer whose exercise of professional judgment on behalf of fund directors would likely be adversely affected by

ties to another client would have disabling conflict of interest under well-understood legal ethics rules 19

Illustrating the deferential laissez-faire approach taken in the SECs management reform package is the fact that the

fund industry itself has proposed set of best practices for fund directors that go well beyond the SECs new require

ments And 659 even the industrys best practices proposals have been attacked as simply calling for conduct

that for the most part already is the industry norm

What is most significant about the SECs latest rulemaking effort is what it does not attempt to accomplish The SEC

failed to demand that funds separately and specifically identify what the advisor charges for the most crucial of all fund
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In truth fund managers are blessed with doubly favored litigation posture in fee cases they do not have the burden

of justi1ing their behavior and at least prior to litigation their adversaries are not privy to the crucial data needed to

show abusive behavior Gaxtenberg as misinterpreted by subsequent courts has unfairly hindered attacks on excessive

fund fees It is no wonder that recent fund litigation reflects shift in focus away from excessive compensation claims

EFN 197

From the standpoint of fund shareholders about the best that can be said of the Gartenberg line of cases is that they

are confined to their facts Three of the four cases--Gartenberg Krinsk and Schuyt--concerned money market fund ad
visory fees and thus are easily distinguishable in an equity fund advisory fee case Kalish dealt with bond

fund To the extent that price competition or sensitivity to operating cost levels exists in the fund industry it is most

evident in the money market and bond fund segments 199 None of the leading advisory fee cases involved equity

funds and hence none ofthe courts were confronted directly with the strong analogies that can be drawn between equity

advisory services in the fund industry as compared to the pension field where prices are notably lower Whether future

court will accept such an analogy may depend on the care taken by the plaintiffs expert to develop explain and defend

his or her reasoning

654G Critiquing the Industrys Defense of the Status Quo

The Industiys Position Rampant Competition

In his testimony before Congress in September 1999 ICI President Matthew Fink used some form of the word

compete more than twenty-five times His central theme was that the fund industry is the embodiment of competitive

perfection of the sheer number of competitors stringent government regulation clear disclosure low barriers

to entry and high scrutiny by the media the mutual fund marketplace is near textbook example of competitive market

structure

Insofar as he was referring to price competition Mr Finks quoted claim is right in only two respects both insignific

ant It is true that in sense the fund industry features low barriers to entry funds initial capital may be as low as

$100000 and there are large number of funds available in the marketplace at present more than 10000
655 However in the specialized context of price competition in all other respects Mr Finks claim is substan

tially
untrue

Price Competition is Largely Nonexistent in the Fund Industry

The General Accounting Office Study examined price competition in the fund industry and concluded that

competition in the mutual fund industry is not generally price-based 1FN203 SEC regulation can be detailed and com
plex but it has not generated any semblance of intra-industry competition on the part of equity fund advisors

Stated differently fund
managers compete aggressively for new sales but principally in ways designed to shelter high

fee levels from price-cuffing pressures This state of affairs is nothing new Fund advisors refusal to compete with each

other for advisory business has been the norm for decades

656 There is no proof that fee ranges within the fund industry where arms-length dealing is lacking tend to be

within hailing distance of the fee rates that the same advisory firms charge elsewhere when selling investment advisory

services in the free market In fact the evidence shows the opposite Because as Gartenberg and its progeny
af

firm funds truly are prisoners their captor-advisors have little incentive to invade other advisors turfs thereby inviting
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Problems prevail with the judiciarys refusal to consider and learn from free market pricing patterns The Kalish

courts refusal to credit the Vanguard analogy is absurd Vanguard competes directly with all other funds for investors

money Its pricing structure is relevant precisely because its low cost orientation provides yardstick for measuring the

reasonableness of other funds fee structures 87 To say that Vanguards fee schedules are irrelevant just because

the Vanguard managers
like most other corporate managers in the economy operate with an eye single to their share

holders interests only calls attention to the peculiarity of the fund industrys default management structure Likewise it

is foolish to say that fee levels charged by pension funds external advisors have no relevance to mutual fund advisory

services If as Gartenberg insists free market pricing Or arms-length bargaining is relevant to the examination of

fees under section 36b then all pertinent evidence should be marshaled and scrutinized This includes prices set in the

free market for the same commodity whether by Vanguard funds pension funds endowment funds or other institutional

investors Again it is improper to read Gartenberg as barring such evidence for the court in that case held the pension

fund advisory fee data was irrelevant to the claim only because the fund in question was money market fund had it

been bond or equity fund the court almost certainly would have allowed the comparison

Moreover analogies to establish fairness by fiduciaries can play major role in addressing misconduct in the securit

ies field For example experts testifing in individual brokerage account churning cases today are free to support their

opinions with turnover rate data drawn from mutual fund prospectuses FN 188 Another securities area where argwnent

by analogy has been accepted relates to excessive markups In Grandon Merrill Lynch Co 1891 the Second Cir

cuit had no difficulty analogizing to markup 652 limits on equity securities en route to holding that plaintiffs had stated

cause of action based on allegedly excessive undisclosed markups for municipal securities There is another reason

why Grandon is pertinent here In Grandon the court dealt with material nondisclosure issue and held that investors are

entitled to be informed when the prices charged them are not reasonably related to prices charged in an open and com

petitive market FN 90J The authors do not understand why fund shareholders deserve lower caliber of disclosure

than investors trading municipal securities Advisors who milk fund shareholders by charging them prices for advisory

services well beyond those charged other institutions such as pension funds risk liability
if the duty of full disclosure

that Grandon espouses for bond market pricing gets transplanted and takes root in fund advisory fee litigation

The Missing Ingredient Admissible Compelling Data

Plaintiffs inability to discharge their burden of proof in fully litigated flmd advisory fee cases highlights grave

problem confronting plaintiffs in every suit under section 36b charging unreasonable fee levels lack of accurate sup

porting data When legislation to address perceived problems with fund fee levels was considered by Congress in 1967

Professor Ernest Folk testified that saddling plaintiffs with the burden of showing that fees were excessive unduly fa

vors management 192 since fund shareholders do not have access to crucial data relating to the quality of the ser

vices provided economies of scale or the value of all benefits received by the advisor througb its control position

IFN 193 Congress refused however to shift the burden of proving fairness from the shareholder to the advisor as Pro

fessor Folk advocated 194 This lack of data sealed the fate of the plaintiffs in Gartenberg Schuyt Kalish and Kr

insk

The absence of quality data still presents problems for those willing to question the status quo Most recently the

GAOs detailed study was unable to determine the extent to which mutual fund advisors experienced economies of

scale because information on the costs and profitability of most fund advisors was not generally publicly available

196 When federal agency conducting an investigation at the urging of 653 congressional committee comes up

empty-handed in its search for facts it is obvious that there is data shortage This shortage works in favor of fund spon

sors and against the interest of fund shareholders
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this case and ineligible for consideration under Gartenberg 176 The court in Schuyt dismissed the idea that advis
ory fees charged outside the fund industry could furnish helpful guidance contending as did the appellate court in

Gartenberg that managers in other venues are not required to cope with processing numerous purchases and redemptions
each day This is very questionable distinction at least when the issue is the advisory fee level It is true of
course that daily shareholder redemptions add costs to mutual fund administration and the redemption feature distin
guishes mutual funds from other professionally managed investment portfolios such as pension and endowment funds
On the other hand the costs associated with the characteristics that make mutual funds unique such as the need for daily
pricing of portfolio securities tend to be nominal 178 and in any event get realized as administrative expenses

650 For equity mutual funds share redemption results in few if any added portfolio management costs Fees paid
by the Vanguard group to the outside portfolio managers it hires are rock bottom and comparable to equity pension fund
management costs The asset pools managed by those advisors are as with the case of all funds subject to fluctuation as
new sales arise and shareholders redeem In truth portfolio management costs are subject to substantial economies of
scale as the authors empirical research shows 179

Included in the plaintiffs allegations in Schuyt was the charge that the funds shareholders had been misled in viola
tion of Rule l4a-9 under the Securities Exchange Act of 1934 due to failure to disclose to them in proxy solicitation
information concerning the profitability of the advisory contract to the advisor 180 The court held that from the

standpoint of the funds shareholders information disclosing the advisory contracts profitability to the advisor was im
material as matter of law 18 The court found that the omitted profitability information is neither accurate nor
significant enough to influence the vote of investors 182

Obvious problems exist with the courts 14a-9 ruling First the court applied an improper test In 14a-9 case the

materiality test is not whether the omitted fact would cause an investor to change his or her vote the voting decision

need not be altered 183 All that is necessaxy is that there be substantial likelihood that reasonable investor
would consider the fact important Adding to the seriousness of the courts analytica error was its willingness to

shrug off the need for disclosure on the ground that the profitability information that would have been disseminated
about the advisory contract was inaccurate The court thus turned blind eye to the fact that the advisor and the fund dir
ectors were using and relying on inaccurate profitability data circumstance that reasonable shareholder surely could
have viewed as material particularly in light of the courts finding that the advisors pre-tax profit margin was an astro
nomical 77% Without detailed discussion the Second Circuit affirmed the lower courts ruling in Schuyt two days after
it was argued substantially for the reasons stated in Judge Wards thorough opinion.. 85

651 Problems With the Gartenberg Test As Applied

Gartenbergs reasonableness test is unexceptionable in theory in practice it is failure The reasonableness tests

starting point is fair it is demand that fees be equivalent to those resulting from arms-length bargaining The next

part of the test demands that among the factors that are to be considered are comparative fee structures 86 So
far so good What happens next is not good Gartenbergs pro-investor logic becomes perverted Post- Gartenberg courts

have improperly denied the relevance of advisory fee structures actually set by arms-length bargaining as in the pension
fund advisory fee analogy Low-cost fee structures charged by other funds like Vanguards are likewise found essen
tially irrelevant if for no other reason than the fact that because fund advisors refuse to compete against each other for

advisory business lower prices are not available to the fund Misapplication of the Gartenberg criteria has led to tilted

playing field The absence of competitive market has not become reason for enhanced scrutiny but justification for

fitting the judiciary with blinders
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million and pre-tax return on revenues of 28.5% 152 Merrill Lynchs chief expert reported loss of $77 million

and negative profitability percentage of 55.8 EFN 153 The court understated the issue when it 647 held that it is safe

to say that fee based profits fall somewhere in the range between the two positions 154 After disparaging both

sides presentation on profitability the court concluded that weighted average
of pre-tax profitability over the three-

year test period would probably fall in range from at least few percentage points greater than 0% to perhaps as much

as 33% It is not credit to either sides lawyering that the court was left to guess at what the advisory fee net

ted the funds advisor 156 Moreover given the courts obvious uncertainty about the advisory contracts rofitabi1-

ity it is difficult to conclude that the funds directors were better educated and this is bothersome For the defene to win

case alleging breach of fiduciary duty rooted in an unfair compensation charge one would expect the court and the

funds directors to demonstrate clear understanding of the advisory contracts profitability to the advisor

Plaintiffs fundamental problem in Krinsk thus mirrored the problems encountered in Gartenburg and Kalish lack

of solid proof FNI 57 As in Gartenburg and Kalish the court in Krinsk evaluated comparable expense
ratios in way

that was highly favorable to the defense 158 The court found that expense
ratios for stand-alone money market

funds were less relevant than for other brokerage money management accounts and citing Gartenberg that comparison

with even those funds was of limited value due to the lack of competition among advisors for fund business IFN 159

The court found that the CMA Fund expense ratio placed it in the middle range among similar funds

The court in Krinsk found totally irrelevant the fact that over and above its charging level of costs placing it in the

middle of its peer group fund advisor Merrill Lynch pocketed an additional $65 million from $65 annual fee it assessed

against each of its one million CMA investors FNI6II The irrelevant annual fee paid by the funds 648 shareholders

alone generated enormous revenue for Merrill Lynch exceeding the total amount of the funds advisory fee FN162 The

courts justification for ignoring the $65 million item was that the fee was mandatory for all Merrill Lynch CMA share

holders having cash management accounts whether they used the CMA fund or not It viewed the payment as reason

able means by which to seek to hedge against the entrepreneurial risk incurred in setting up and maintaining the CMA
FN 163 There is another way to characterize the annual fee cash cow 164

Schuyt presents case study of fund directors fee-setting behavior The fund in question had experienced ten-fold

growth over three years FN 165 The advisors pre-tax profit margin had escalated from 57% for the first nine months of

1979 to 59.1% for the entire year FNI67I to 66.8% for 1980 and to 77.3% for 1981 1FN169 The

court in Schuyt approved the directors behavior based on the Gartenberg factors FN 170 faulting plaintiffs experts for

failing to address them in detail FN 1711 In the course of its favorable appraisal of 649 the directors behavior the

court approved of this formulation of directors duties by the lawyer who served as independent counsel to the funds in-

dependent directors The basic test is whether the directors can satisf themselves that the information that is available

provides reasonable basis for judgment that the benefits of the economies of scale are in fact shared by the advisor

with the Fund. FN 172

Though the court recognized that other funds fee schedules were relevant indeed significant to economies of

scale FN 173 it rejected the attempts of the plaintiffs experts to show excessiveness by comparing the advisory fee to

the fees they charged to its private counsel accounts and fees charged by others for performing different types of ser

vices FNI74 faulting the expert for failing to correlate the nature of the services provided in the different settings

While Schuyt can be read to leave the door open to proof of excessiveness built in part on evidence of fees charged

by the advisor in other venues the court also emphatically rejected use of fee rates used by banks and tnist companies in

rendering advisory services outside the fund industry fmding such services unrelated to the advisory services at issue in
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extracted from given fund are unreasonably unreasonable 133 central problem has been investors inability to

generate the data needed to discharge their burden of proof

645 The Gartenberg plaintiffs failed to prove either the presence of economies of scale or the advisors failure to

share them with the fImd 134 The plaintiffs efforts to show unreasonableness by pointing to rates charged by other

fund managers were rejected on the stated ground that fees charged by other advisors have little relevance because ad
visors do not bid against each other in an effort to gain more fund assets to manage Thus fund advisors con
certed refusal to compete with each other inures to their advantage to the extent it insulates the fund industrys advisory
fee price structure from comparison with fee structures in related fields such as the market for pension advisory services
where arms-length bargaining over fees occurs not just in theory but in fact Happily for equity fund shareholders

Gartenbergs refusal to allow use of comparative fee data seems limited to the facts before the court In Gartenberg the

court was addressing use of pension fund fee data in suit challenging fee levels in money market fund The courts

ruling on admissibility would have no force in an apples-to-apples suit where equity pension fund fee levels are com
pared to fee levels for an equity mutual fund

Nonetheless in Kalish Franklin Advisors Inc the district court dismissed fiduciary duty claims against

the defendant fund investment advisor holding that it was improper to compare the profitability of fund managers to

earnings reaped elsewhere in the financial services area the extent that comparisons are probative at all mutual

fund advisor-manager must be compared with members of an appropriate universe advisor-managers of similar funds

137 The fluid in Kalish invested in GNMA securities The court in Kalish held in essence that the designation

similar funds required disregarding evidence drawn from comparison with Vanguard groups low-cost ONMA fund

The court branded any comparison with Vanguard seriously flawed even though Vanguards GNMA
fund like Franklins was managed by an external investment advisor 140 The court focused on factors that distin

guished Vanguard funds as unique including their internal management and their tendency to furnish 646 corporate

management administrative shareholder accounting marketing and distribution services on an at-cost basis 141
The court viewed the low advisory fee .03% charged by the Vanguard GNMA funds external advisor Wellington Man
agement Company as attributable to the the great buying power possessed by the Vanguard group 142 Not men
tioned by the court was another plausible justification that the Vanguard funds board had bargained effectively and ag
gressively with Wellington to serve Vanguards shareholders interests The court in Kalish likewise implied that Wel
lington had cut its fees for Vanguards GNMA fund in an effort to win advisory contracts at other Vanguard funds

143 An expert in the financial services field offered one-word appraIsal of the Kalish courts refusal to accept the

Vanguard GNMA analogy argued by plaintiffs Heresy 144

The district courts in Krinsk Fund Asset Management Inc 145 and Schuyt Rowe Price Prime Reserve

Fund Inc l46were equally willing to favor industry defense arguments Like Gartenberg each dealt with attacks

under section 36b on advisory fee levels assessed against shareholders of money market mutual funds The Court in Kr
insk dismissed fiduciary duty claim against Merrill Lynch advisor to CMA Money Fund under section 36b
and also dismissed proxy claim under 14a-9 In construing the Gartenberg factors the court in Krinsk made

number of significant rulings First the court held that plaintiffs would not be permitted to prove that the funds perform

ance lauded by the advisor as being at or near the top of money market funds was actually inferior when

analyzed on risk-adjusted basis taking into account the portfolios volatility ISO Seizing on the fact that the SEC
did not require risk-adjusted performance ratings the court rejected the concept of risk-adjusted return as standard of

fund performance measurement

On the crucial issue of the advisors profitability the court in Krinsk received three expert reports presenting widely

varying findings Plaintiffs expert testified that in 1984 the CMA generated pre-tax profits for Merrill Lynch of $47.5
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fund directors and investment advisors Whatever the theory and wherever the forum with impressive precision fund

shareholders claims have been presented scrutinized and with scant exception found wanting 116

Section 36b Case Law Safeguards the Status Quo

The traditional focal point of fund industry advisory fee litigation is section 36b of the Investment Company Act of

1940 II an express cause of action permitting fund fee payments to be attacked subject to several severe limita

tions plaintiffs are not entitled to jury trial 18 only shareholders or the SEC have standing to sue 19

the fund may not sue for wrongs inflicted on it as in common law derivative suit plaintiffs have the burden of

proof meaning that self-dealing fiduciaries are relieved of the burden of proving fairness damages are not

recoverable for any period prior to one year before the action was instituted 1211 recovery is limited to actual

damages resulting from the breach pf fiduciary duty and may not exceed the amount of the payments received by such re

cipient from the investment company or its security holders and federal courts have exclusive jurisdiction

123 On the less-weighty pro-shareholder side of the ledger section 36b lawsuits are immune from the strictures of

the Private Securities Litigation Reform Act Section 36b though important in 643 setting standards for fund

directors fiduciary duties is not the last word on the subject Section 36b does not preempt state law fraud and fidu

ciary duty claims 125

The seminal case interpreting section 36b is Gartenberg Merrill Lynch Asset Management Inc suit

brought by shareholders of Merrill Lynch Ready Assets Trust successful money market mutual fund Between 1977

and 1981 the trusts assets had skyrocketed from $428 million to more than $19 billion generating jump in the funds

management fee from $1.6 million to $39 million The plaintiffs claimed that the fund was realizing cost sav

ings through economies of size generated by the tremendous inflow of cash which was being captured and kept by the

funds advisor in the form of higher profits The plaintiffs contended that the cash should have been passed on to the

funds shareholders in the form of lower costs and higher net investment returns 128

644 En route to affirming the district courts order dismissing the fund shareholders claims he Second Circuit ar

ticulated number of precepts adopted by subsequent courts in 36b cases

To be guilty of violation of 6b the advisor-manager must chaise fee that is so disproportion

ately large that it bears no reasonable relationship to the services rendered and could not have been the product of

arms-length bargaining To make this determination all pertinent facts must be weighed

In determining whether the foregoing standard is met the following factors need to be weighed the

nature and quality of services provided to fund shareholders the profitability of the fund to the advisor-man

ager fall-out benefits economies of scale comparative fee structures and the independence and

conscientiousness of the trustees 130

Though rates charged by other advisor-managers are factor to be taken into account in evaluating reason

ableness the normally unseverable relationship between the advisormanager and the fund it services tends to

weaken the weight to be given to rates charged by advisors of other similar funds 131

argument that the lower fees charged by investment advisors to large pension funds should be used

as criterion for determining fair advisory fees for money market funds must. be rejected 132

As the Gartenberg tests first prong demonstrates section 36b exists to help insure that prices paid by fund share

holders reflect prices set through arms-length bargaining The test furnishes blueprint for those interested in designing

challenges to allegedly oppressive fee regimes Nevertheless despite gaping differences between fee schedules for advis

ory services used in the fund industry and elsewhere no plaintiff has yet met the Gartenberg burden of proving that fees
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involves sampling large subset of the index or the use of futures to deploy cash but the basic
process is essentially

mechanical Thus little if any creativity is called for and personnel costs are kept to minimum For these reasons in
vestment advisory fees for passive management aretypically much lower than for active management 109

To test whether the fee disparities previously found for external equity portfolio managers hold for index funds the

authors collected data on passive investment advisory fees for mutual funds pension funds and the Vanguard SP 500
Fund FN 110 The results are presented in Table

640 Table

Comparison of Weighted Average Investment Advisory Fees on SP 500 Index Funds for Pension Portfolios Mutual

Funds and the Vanguard SP 500 Index Fund

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE
Pension funds paid an average of 1.4 basis points to outside index fund managers The

average portfolio was $2.1 bil

lion among the 20 pension fund portfolios examined The typical mutual fund of the same size paid 20 basis points to

their investment advisors These results are confounded somewhat by the willingness of some funds investment advisors

to reduce total expenses Ill Elimination of the five funds following this practice reduced the average portfolio size

to $1.2 billion and the weighted average investment advisory fee to 16 basis points figure that is still more than ten

times the weighted average pension index fund advisory fee The Vanguard SP 500 Fund First Index was $9 bil
lion fund as of October J999 Examination of First Indexs 1999 annual report revealed that Vanguard charged an invest
ment advisory fee of$ 100000 for the whole fund This is equivalent to about 0.01 basis points IFNI 12

It is difficult to see how mutual fund investment advisors can justif advisory fees that are more than ten times great
er than those charged for pension funds Indexing is mechanical process that is essentially identical for pension funds

and mutual funds In other words the name or identity of the customer buying the service is not valid justification for

charging higher or lower price The indexing data further supports this Articles fmdings that fees for externally man
aged mutual funds are bloated where arms-length bargaining occurs fees charged for an identical service are dramatic

ally lower

641 Analysis of Causes Underlying the Fund Industrys Dysfunctional Competitive System

Introduction

The fund industry is over-regulated and under-policed The absence of strong corrective influence should not be

surprising Those in control of an industry boasting over $7 trillion in liquid assets can afford superb lawyers lobbyists

and public relations specialists The fund industry has all of these in abundance ICE President Matthew Fink energetic

ally argues against major reform proposals contending that is working effectively in the in

terests of investors 114 Lately Congress has not shown interest in improving investors remedies 115 and

cannot be counted on to alter the way 642 the fund industry chooses to conduct itself The SEC generally has contented

itself with presenting proposals destined to have little impact on the way most mutual funds do business

In the courts the industrys attorneys have enjoyed tremendous success in protecting management interests the vast

array of legal weaponry found in the securities laws and common law regularly comes to naught when targeted at mutual
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boards are unswervingly devoted to making as much money as possible-- within legal constraints--for shareholders

Stated differently the Vanguard funds are uncontaminated by the conflict of interest that affects most of the rest of the

fund industry Shareholders of Vanguards externally managed equity funds thus benefit directly from their boards abil

ity
and willingness to perform task rarely undertaken in the fund industiy--narnely to negotiate at arms-length for

lower investment management fees This point is illustrated below in Table which shows investment management fees

for the ten actively managed domestic equity funds offered by the Vanguard Group as of the end of 1999 107

638 Table

Vanguard Investment Advisory Fees for Actively Managed Domestic Equity Funds

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE

Table reveals that Vanguard is able to purchase investment advisory services for prices far lower than the industry

as whole The weighted average base fee for the ten funds is 14.9 basis points The base fee of the ten funds average

portfolio size is $11.6 billion This is roughly in line with fees paid by pension funds for large portfolios Table reflects

that the largest pension fund portfolios average 20 basis points for an average portfolio size of $1.5 billion decile 10 in

Table Large mutual funds on the other hand pay 50 basis points on an average portfolio size of $9.7 billion also

decile 10 in Table more than double the advisory fees pension funds pay and more than three times greater than the

fees paid by the Vanguard Group

639 The Vanguard Group aggressively negotiates performance fees as part of its investment advisory contracts This

practice causes the weighted average of actual fees paid to the Vanguard external managers 13.2 basis points to fall be

low the weighted average base fee The chief reason for the difference between the weighted average base fee for the

managers and the actual fees paid is due to the penalty assessed against the Windsor funds managers
for their under-

performance En all five of the ten funds experienced investment advisory fee reductions as result of unfavorable per

formance and one fund Morgan Growth enjoyed fee increase because of favorable results

The Table data vividly illustrates how cost benefits can be reaped by unconflicted boards In round numbers the

actively managed Vanguard funds in the sample holding aggregate assets of $11.6 billion paid about $150 million in in-

vestment advisory fees Had their advisory fees been subject to standard industry quality negotiations the subject funds

would have paid about $580 million in advisory fees at the prevailing fund industry rate of 50 basis points for large ex

ternally managed equity portfolios The Vanguard boards aggressive shareholder-oriented approach to buying advisory

services on the free market thus generated direct savings exceeding $425 million for the funds shareholders in 1999 alone

Further Evidence of Questionable Fund Industry Behavior Charging High Advisory Fees for Passive Equity Portfolio

Management

When portfolio/fund is passively managed there is no stock picking active management involved Rather the

fund attempts to mimic the returns of some market index such as the SP 500 or the Wilshire 5000 Funds using this ap

proach are called index funds and the process is cal led indexing 108 Pension funds and mutual funds normally

pay investment advisory fees for passive management although in sense the term is misnomer An indexed portfolio

is much simpler to manage than an actively managed portfolio The securities in the portfolio are fixed except when

changed by the index sponsor and the managers job is to minimize the tracking error with the index This sometimes

2010 Thomson Reuters No Claim to Orig US Gov Works



26 JCORPL 609
Page 13

26 Corp 609

is observed for both pension fund portfolios and mutual fund portfolios However there are significant differences

between the two samples Mutual funds charge far higher fees in relation to pension fund portfolios for managing large

cap portfolios The weighted average large cap advisory fee of mutual funds is 52 basis points as compared to 21 basis

points for pension fund portfolios about 150% higher Moreover the average large cap mutual fund is almost four times

larger than the average pension fund portfolio $2 billion versus $555 million

Mid and small cap portfolios exhibit similar although attenuated patterns The weighted average mutual fund advis

ory fee for mid cap portfolios is about 70% higher than the pension advisory fee 71 versus 42 basis points and about
20% higher 71 versus 58 basis points for small mid cap portfolios Thus the most conspicuous example of high prices

caused by the absence of market forces affecting equity mutual fund advisory fees is found in the large cap stocks sector
This is an important category It dominates among the largest funds by asset size Of the 100 largest mutual funds 85 are

large cap portfolios and they represent 93% of the total assets of the 100 largest funds

There are many ramifications of advisory fee rate disparities of 100% or more between those charged to mutual fund
and non-fund clients by the same advisor They are analyzed in the following section

Individual Managers Pricing Fund Management vs Pension Management

There were total of 110 different money managers in the 220 pension portfolios examined Thus some portfolio

managers were represented several times in the sample In addition many of the pension fund portfolio managers were

also entities managing money for mutual funds Table presents data for representative sample of the investment man
agers with multiple pension portfolios that also managed mutual fund portfolios The table shows total pension assets the

number of pension portfolios and the weighted average pension investment advisory fee In addition those mutual fund

assets of the corresponding managers that met the screens for direct comparison with pension 636 funds are presented
The table shows total assets the nwnber of funds and sub-funds and the weighted average investment advisory fees

Table

Comparison of Individual Manager Fees For Pension Portfolios and Mutual Funds

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE
Table reveals that different investment managers apparently have widely different pricing policies 106 Alli

ance Capital Management charged its mutual fund customers on average more than 350% more than its pension custom
er 84 basis points versus 18 for pension portfolios Ark Asset Management on the other hand charged its mutual fund

customers about 70% more but with only about third of the level of assets under management Putnam Investment

charged about 50% more and Oppenheimer charged almost 300% more Large cap portfolios tend to dominate the

sample presented This is reflected in the overall averages The overall weighted average pension advisory fee for these

managers was 23 basis points slightly less than the weighted average for all pension managers The overall weighted av
erage investment advisory fee for mutual funds was 54 basis points basis points lower than the overall average

637 Externally Managed Vanguard Equity Fund Advisory Fees vs the Fund Industry

It was noted earlier that the Vanguard Group of mutual funds tends to present lower expense ratios than the rest of

the mutual fun industry This is because Vanguard funds are run on the same basis as most companies in the economy
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where the advisory fees are scaled in whole basis points and size is scaled in millions of dollars under management The

analysis yielded the following data

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE

The negative slope coefficient of both regressions indicates that advisory fees decline as the log of assets under man

agement increases Both slope coefficients are statistically significant However the slope coefficient for the pension

fund regression is three times greater than the mutual fund regression This reflects that pension fund fees are three times

more sensitive to assets under management than mutual fund fees The level of explained variance is more than four

times greater for pension funds than mutual funds This means that equity portfolio size explains only 6% of the variation

of mutual fund advisory fees but 27% of pension advisory fee Clearly there are variables other than fund size that impact

advisory fees for both pension and mutual funds and there is much more unexplained variance in the case of mutual

funds than pension funds

634 It is clear that public pension fund portfolio managers are .willing to accept lower fees for greater commitment

of funds under management There is no evidence that managers of public pension fund equity portfolios are paid less

than equity fund managers because they do less work or perform at lower level There are no well-known cost differ

ences for the advisory function between managing an equity portfolio for pension fund or mutual fund To the extent

that fund shareholders require special attention those added cost differences are absorbed by the fund as administrative

costs They do not serve to inflate advisory fees unless of course such costs are bundled with advisory fees in the partic

ular funds management contract The authors conclude that the chief reason for substantial advisory fee level differences

between equity pension fund portfolio managers and equity mutual fund portfolio managers is that advisory fees in the

pension field are subject to marketplace where anns-length bargaining occurs As rule fund shareholders neither be

nefit from arms-length bargaining nor from prices that approximate those that arms-length bargaining would yield were

it the norm

Portfolio Company Size and Investment Advisory Fees

It is common in the investment management business to characterize portfolios or funds by the market capitalization

of the companies whose stock is held in the equity mutual fund portfolio Company size is measured by the firms market

capitalization defined as the product of the number of shares outstanding and the current market price per share Gener

ally portfolios are labeled large mid or small cap capitalization portfolios Definitions vary but typically large cap

companies/stocks have total market value in excess of $10 billion mid caps range from $1 to 10 billion and small cap

stocks are generally defined as having market capitalization of less than $1 billion

The pension and mutual fund samples were analyzed for fee differences based on market capitalization 105 Of

the 220 portfolios in the pension sample 177 named large mid or small cap in their titles Morningstar explicitly labels

all funds for market capitalization The results of the analysis are presented in Table

635 Table

Comparison of Public Pension and Mutual Fund Investment Advisory Fees for Portfolio Management of Large Mid and

Small Capitalization Firms

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DiSPLAYABLE

Table reveals that managers do indeed charge higher fees for managing small and mid cap portfolios This pattern
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Comparison of Public Pension and Mutual Fund Investment Advisory Fees

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE
To enable direct

comparison of advisory fees between mutual fund and pension fund portfolios the mutual fund
sample has been restricted to those funds with financial characteristics closest to those of the pension fund sample

In Table the bottom line showing the overall category reveals that investment advisory fees are twice as large
for mutual funds as they are for pension funds even though the average actively managed domestic equity mutual fund is

nearly three times as large as the average actively managed equity pension portfolio 1001

632 Decile comparisons were achieved by ranking the respective samples by asset size and then splitting the sample
into ten segments with the same number of portfolios/funds in each respective segment in the first decile of funds advis

ory fees are roughly similar with pension funds paying 60 basis points for an average portfolio of $36 million and mutu
al fund owners paying 77 basis points for an average fund size of $24 million From that starting point pension
fund advisory fees decrease in an essentially linear fashion as portfolio size increases Fees decline from 60 basis points
for the smallest portfolios $36 million on average to 20 basis points for the largest $1.55 billion on average The com
petitive nature of the market for investment advisory services to public pension funds forces fees to decline as asset size

increases essentially reflecting economies of scale in the money management business

The pattern is very different for mutual funds The average fee charged is essentially flat through the first seven
deciles and the fee is consistently greater than 70 basis points Fees decline when fund size increases above about $750
million but the decline is not as steep as it is for pension portfolios The top decile has an average fund size of almost
$10 billion but weighted average advisory fees decline to only 50 basis points

The full impact of differential advisory fees is illustrated graphically in Figure bar chart showing the average
pension and mutual fund advisory fee in each decile 02J

Figure

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE
633 Comparison of pension and mutual fund investment advisory fees is confounded somewhat by portfolio/fund

size differentials and the extreme negative skew of the fund size distribution for both pension and mutual fund portfolios

These issues will be addressed in turn

The
average pension portfolio is $443 million and the average mutual fund portfolio is $1.3 billion roughly three

times greater Moreover in the largest deciles of portfolios/funds the average mutual fund portfolio is about six times

larger than the average pension portfolio An ad hoc comparison of pension and mutual fund portfolios on comparable
size basis reveals an even greater differential in investment advisory fees between pension and mutual funds For com
parison purposes the largest mutual funds were removed from consideration and the size of the average mutual fund was
calibrated to be $443 million identical to the average pension portfolio On size-standardized basis weighted average
mutual fund advisory fees were 67 basis points as compared to 28 basis points for pension portfolios

Regression analysis is more rigorous approach to comparing differential fees and it also provides the means of con
trolling for the extreme negative skew in the distribution of fund size The standard technique used in studies of

economies of scale is to use log transformation on the nonlinear skewed variable This technique was ap
plied to compare the differential responsiveness of pension and mutual fund advisory fees to increases in fund size Re
gressions of the following form were run on both the pension and mutual fund data Advisory Fee Ln Size
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ity has received scant attention to date Nearly forty years ago study conducted for the SEC by the Wharton School of

Finance and Commerce determined that where fund advisors had outside advisory clients there was tendency for sys

tematically higher advisory fee rates to be charged open-end fund clients The Wharton Reports au

thors ascribed the disparity in fee structures to fund advisors ability to capitalize on the conflict of interest inherent in

most funds management structures and convert it into the power to Set extra-competitive prices The Wharton

Report identified 54 investment advisors with both mutual fund clients and other clients Of this sample fee rates

charged the mutual fund clients were at least 50% higher in 39 out of the 54 cases 200% higher in 24 of the cases and

500% or more higher in of the cases

629 The existence of free market versus fund market pricing disparities for advisory services has long been known

to the SEC In its detailed report submitted to Congress in 1966 entitled Public Policy Implications of Investment Com

pany Growth lithe SEC revisited the Wharton Schools findings and determined that Wharton Reports con

clusions correspond to those reached by the more intensive examination of selected mutual funds and mutual fund com

plexes made by the Commissions staff Nonetheless over more than three decades despite dramatic escalation

in fund advisory fee levels and revenues the SEC has ignored the subject of pricing disparities Not everyone has been so

generous as the fund industrys chief regulator For example one author has contended that fund shareholders pay

nearly twice as much as institutional investors for money management Other evidence that advisory fee struc

tiires are unusually lucrative in the fund industry in comparison with pension advisory business comes in the form of re

ports that fund advisor buy-outs are more costly than acquisitions of finns that advise pensions

630 To verify whether the advisory fee pricing disparities found in the Wharton Report and the Public Policy mi

plications study still exist the authors sent questionnaires FN95 inquiring about portfolio management fees to the 100

largest public pension funds listed in the January 25 1999 edition of Pensions and Investments Pension fund staff were

asked for information on fees paid to their funds external portfolio investment managers during 1998 Responses were

received from 53 funds and 36 of these provided usable data The 36 public pension funds represented total as

sets of $754 billion averaging $21 billion Funds were widely diversified across asset classes and most had commitments

to fixed income securities bonds real estate and actively and passively managed domestic and international equities

For comparison purposes
the analysis was restricted to actively managed domestic equity portfolios Because intern

ally managed portfolios were excluded each portfolio could be associated with specific investment advisor total of

220 individual actively managed portfolios were identified with total of $97.5 billion in assets The average portfolio

size was $443 million with the range extending from $15 million to $4.8 billion

Fee data at the individual manager level came in two forms The majority of pension funds representing 114 portfoli

os sent only fee schedule e.g 50 basis points up to $100 million and 20 basis points on the balance In these cases

the advisory fee rate for each investment manager was calculated by applying the fee schedule to the level of assets under

management FN97 In sixty other cases funds set the actual dollar amounts of fees paid during the 1998 fiscal or calen

dar year and this number divided by assets under management yielded the annual advisory fee rate for each manager In

the balance of the cases 56 funds sent both fee schedule and the actual advisory fee paid Some funds 37 or

17% had performance fees built into their advisory contracts Of these 27 provided actual fee data and the balance in

dicated that no performance fees above the scheduled rates were paid Table compares investment advisory fees for

public pension funds and actively managed domestic equity mutual funds

631 Table
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points yielding animal advisory costs of $3.5 billion instead of $6 billion Thus under the assumption that economies of
scale should be realized for advisory fees and administrative fees equally in rough numbers there are about $2.5 billion
of excess advisory fees paid annually among the very largest of the actively managed equity mutual funds

Summary

The ICIs position is that price competition reigns in the fund industry with economies of scale existing and being
properly shared by the advisor with fund 626 shareholders This appraisal is supported by selectively presented data

In reality what has been declining is principally the cost of delivering shareholder administrative services relat
ive to aggregate net assets Because most recent equity fund asset growth has resulted from portfolio appreci
ation and has thus been costless to the advisor it should not be surprising that the ratio of shareholder adminis
trative

expenses to fund assets has tended to drop as funds have gotten bigger

Though administrative
expenses have dropped as fund size has grown it is unclear whether there is robust price com

petition in the market for the most critical service 627 offered by the fund to its shareholders professional management
advice The authors data confirms that economies of scale in the market for advisory services are likely to exist To the
extent that they do exist it appears they are being captured mainly by the funds advisors not the funds themselves In
the advisory services marketplace price competition seems particularly weak As Bogle argues Price competition is

defined by the actions of producers not the actions of consumers Thus price competition is not intense in the fund in
dustry it is barely alive IFN8I The fiduciary-managers seeming ability to reap large rewards by not sharing cost sav
ings with fund shareholders brings to mind Professor Paul Samuelsons insightful testimony before the Senate Banking
and Currency Committee in 1967 when it was considering fund legislation decided that there was only one place to
make money in the mutual fund businessas there is only one place for temperate man to be in saloon behind the bar
and not in front of the bar And invested in.. management company FNS2

IV Exploring the Two-Tiered Structure for Professional Advisory Services Mutual Fund Fees vs Pensions Fund Fees

fair
question is how the cost of professional management advice sold to funds and their shareholders compares

with the price paid for like services sold elsewhere in the economy Investment advice is essentially commod
ity Outside the fund industry it is bought and sold in much more competitive marketplace Active portfolio

management essentially is mental process It principally involves deciding which securities to buy and sell in order to
maximize returns The process is scalable in that it is equally applicable to large and small portfolios The man
ager may encounter different levels of fixed and variable research costs depending on the type of the portfolio
but 628 the fundamental management process is essentially the same for large and small portfolios as well as for pen
sion funds and mutual funds The portfolio owners identity pension fund versus mutual fund should not logically
provide reason for portfolio management costs being higher or lower Investment managers are regularly hired and
fired and those doing the hiring enjoy the benefits of competitive market Significantly as we shall see some of those

bidding for investment advisory work in the free market populated by pension and endowment fund managers are fund
advisors or their affiliated entities

Research Shows Fund Shareholders Pay Premium For Investment Advice

Wildly different fee structures apply to equity portfolio investment advisory services purchased by public pension
funds on the free market compared to the same form of services purchased by investor-owned mutual funds The dispar
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129 to 68 basis points although the operating expense ratio averaged about 10 basis points less than the lCl study 1FN75

The right-hand column of Table presents the weighted average operating expense ratios These also decline as asset

size increases although the decline is not as dramatic as occurs with the simple average numbers Unfortunately the de

gree
and source of lower expenses is not adequately explored in the ICI study which by bundling different costs into one

overall operating ratio failed to examine the differences between advisory and administrative expenses

624 Having confirmed the essential equivalence of the Morningstar and Id results operating expense ratios were

decomposed into advisory and administrative expense
ratios The ICI asset groupings and categories were maintained

The results of this analysis are presented in Table

Table

Comparison of Weighted Average Operating Advisory and Administrative Expense Ratios

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE

The third column of Table shows the average size of the fund in each group Note that there are large numbers

1295 of relatively small funds with an average fund in the less than $250 million range having $77 million in assets

On the other hand there are relatively small numbers 92 of very large funds average assets of $14.5 billion Thus the

distribution of fund size exhibits an extremely negative skew The largest funds greater than $5 billion average more

than $14 billion almost seven times larger than the next largest grouping $1 to $5 billion and almost 200 times the av

erage
fund in the less than $250 million range

Weighted average operating expense ratios are identical to those in Table These decline about 45% from the smal

lest to the largest funds from 114 to 63 basis points However the two columns on the right reveal that the decline is

not uniform for advisory and administrative fees Advisory fees decline from 71 to 46 basis points from the smallest to

the largest funds only 35% decline Advisory fees are essentially flat at about 70 basis points up to about $1 billion

fund size twenty-fold increase in the average
fund size from $715 million to $14.5 billion results in only 31% de

crease in advisory fees Administrative fees on the other hand decrease from 43 to 17 basis points 60% decline This

decline is relatively smooth and linear Thus it is clear that percentage-wise greater economies of scale are being

passed on to the fund shareholders 625 in the administrative fees than in the advisory fees The ICIs bundling methodo

logy which combines the two different fee types conceals this fact FN76 The authors data is consistent with the IC ls

in showing unequivocally that there are economies of scale operating in the fund industry Fund operating ex

penses tend to decline steadily as fund size grows However this decline is not uniform across administrative and advis

ory fee levels The data reveals that fund advisors are reluctant to share economies with fund shareholders when negotiat

ing the terms of advisory fee contracts This reluctance depletes shareholder wealth

It is useful to put the authors analysis into larger context The 2161 funds in the sample represent total market

value of about $2.2 trillion With weighted average operating expense ratio of 75 basis points the fund industry is char

ging shareholders of this subset of mutual funds about $16 billion year to manage their funds The 92 funds with assets

greater than $5 billion represent about $1.3 trillion and their annual management costs are about $8.5 billion Of the $8.5

billion about $6 billion are charged for advisory services We have seen that advisory and administrative costs decline as

fund size increases but with administrative costs declining much more rapidly Had advisory costs declined by the same

percntage amount as administrative costs they would average 28 basis points for the largest funds rather than 46 basis
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economies of scale as justification for business combinations Though the ICI has 621 remained mute on the

subject of economies of scale affecting advisory fees specifically knowledgeable industry insider has admitted that

there are staggering economies of scale in portfolio management and research FN6I Legal commentators likewise

view economies of scale as fuct of life in the fund industry The GAOs investigators recently found general

consensus that fund operations benefit from economies of scale as well as strong evidence that economies of
scale should exist The

agency reported that as much as 64% of mutual fund asset growth has come from appreci
ation of portfolio securities which unlike growth from share sales to new investors is costless Though its ana
lysis of operating efficiencies was stymied by the lack of cost data available for fund advisors the GAO did find that for

at least the previous five years operating profits of eighteen publicly-held fund advisory companies had grown as per
centage of revenues The GAO also found that among sample of the industrys largest funds that experienced
asset growth of at least 500% from 1990 to 1998 more than quarter of the funds either raised their expense ratios or

failed to reduce them

Fund Industry Data Demonstrates That Economies of Scale Exist

Studies by the Id though never focusing on advisory fees in isolation generally confirm the existence of economies

of scale within the industry 1998 ICI study found economies of scale to exist for individual equity funds

subsequent IC study focusing on fund operating expenses suggest the
presence of economies of scale as equity

fund assets grow FN691 interestingly the ICIs operating expense study avoided calling specific attention to advisory
fees The ICI researchers bundled advisory fees and 622 administrative fees such as custodial fees legal and account

ing fees and transfer agent fees but excluding 12b-l fees The ICI study observed that the ratio of bundled costs to fund

assets the operating expense ratio did indeed decline as fund size rose

Testing the ICIs Findings Verification and Unbundling

To verif the ICIs analysis the authors screened the Morningstar Principia Pro database for domestic equity funds

After adjusting for missing and unusable data the final sample consisted of total of 2161 actively man
aged noninstitutional funds Of these 1090 were single class funds and lOll were multiclass funds representing con
solidation of 3302 sub-funds This approximated the IC sample of 2260 funds

The ICI analysis used simple average operating expense ratios to aggregate multiclass funds within ranges of fund

size For comparison purposes the authors initially used simple averages However weighted averages are superior

and hence supply the principal data used in the authors analyses Comparison of ICI results with the cur
rent study are presented in Table

623 Table

Comparison of Operating Expense Ratios with ICI Expense Study

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POiNT IS NOT DISPLAYABLE
The left-hand colunm in Table is the ICI breakdown by the size of fund It is expected that economies of scale will

cause average operating expense ratios to decline as fund size increases and this is indeed the case The IC1 study shows

the operating expense ratio declining from 147 basis points to 72 basis points as fund assets increase from under $250

million to greater than $5 billion Operating expense ratios obtained from Morningstar exhibited similar decline from
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funds or are used to pay for services supplied by third parties Director-run fund boards motivated purely by their desire

to secure for Vanguards shareholders the best quality services at the lowest possible prices hire these third parties Van

guard funds in other words are managed like regular companies operating elsewhere in the economy the entities man

agers are driven to generate the best bottom-line returns possible At the Vanguard funds directors eyes are indeed fo

cused on the polestar of profit maximization for the Vanguard funds shareholders The Vanguard Group appeals to the

price-conscious segment of the fund marketplace That segment has been growing between 1974 and 1998 the

Vanguard Groups assets soared from $1.3 billion to $450 billion

Vanguards Bogle claims that Vanguards shareholder-oriented management structure distinctly rare in the fluid in

dustry but common throughout the rest of the economy generated $3 billion in savings for Vanguard shareholders in

1998 alone If Bogle is even close to being correct then fund shareholders are paying an onerous tax to com

pensate for the conflict of interest inherent in the fund industrys near-universal 619 embrace of the external manage

ment model The following section explores the available evidence that the industrys reliance on external management as

source for professional investment advice subjects fund shareholders to excessive costs

Ill Economies of Scale forAdvisory Services Rendered to Equity Mutual Funds

Introduction

Mutual funds exhibit economies of scale when there is an inverse relationship between assets under management
and their operating expense ratios Operating ratios represent operating expenses divided by average fund assets

For present purposes this Article accepts the following operating expense formulation adopted by the fund industrys

trade group the Investment Company Institute ICI advisory expenses plus administrative expenses but exclud

ing 2b- fees

The existence of economies of scale as fund assets under management increase has been dubbed folklore

and an item about which no plaintiff has been able to produce evidence Given the industrys explosive growth

one would expect that fund expenses on average would have plummeted It is not clear from the evidence that this has

happened The average equity funds expense ratio has more than doubled since 1950 According to study pub
lished by the ICI the operating expense ratio for all equity 620 funds using sales-weighted average rose 15%

from 1980 to 1997 time of tremendous asset growth for the industry recent SEC staff study showed

that funds weighted average expense ratio rose nearly 30% between 1979 and 1999 with the jump exceeding

20% for equity funds different study found that the cost of ownership for the industrys cheapest equity funds

rose by 19% between 1980 and 1997

Another report on equity fund expenses shows that between 1981 and 1997 average equity fund expenses grew from

0.97% of net assets to 1.55% with this 50% increase occurring over period in which fund equity assets rose from $40

billion to $2.8 trillion During the same period annual costs paid by fund shareholders soared from $320 million

to $34 billion Assuming that economies of scale exist it is questionable why hundredfold increase in costs should ac

company seventyfold increase in assets Had the average expense ratio merely stayed the same and not risen

over the period fund investors would have saved billions annually

Nonetheless it is accepted today that economies of scale exist in the fund industry The existence of economies of

scale has been admitted in SEC filings made by fund managers and is implicit in the industrys frequent use of

fee rates that decrease as assets under management increase Fund industry investment managers are prone to cite
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As the SEC has noted Mutual funds are unique in that they are organized and operated by people whose

primary loyalty and pecuniary interest lie 616 outside the enterprise This Article examines how the cost of

that conflict of interest is passed on to fund shareholders

Independent Directors Importance

Aware of the inherent conflict existing between the funds shareholders and the entitys external advisors Congress
took position favoring shareholders when it enacted the investment Company Act of 1940

The national public interest and the interest of investors are adversely affected when investment compan
ies are organized operated and managed in the interest of investment advisors rather than in the interest of share

holders or when investment companies are not subject to adequate independent scrutiny To protect

fund shareholders from self-dealing Congress imposed requirement that at least forty percent of fund board

needs to be composed of directors ostensibly independent of the investment advisor The United States Supreme
Court has dubbed these special directors independent watchdogs The independent directors are charged
with protecting against the overreaching of fund shareholders As the Delaware Supreme Court has pointed out in-

dependent directors can play pivotal role in American corporate life Speaking in the context of directors fidu

ciary duties when making decision whether to change control the court stated

617 The power to say no is significant power It is the duty of the directors serving on independent

committee to approve only transaction that is in the best interests of the public shareholders to say no to any
transaction that is not fair to those shareholders and is not the best transaction available

In practice while independent fund directors have the right to demand advisory or distribution fee cuts or to fire the

funds advisor or underwriter those rights are virtually never exercised Indeed in the leading fund industry man
agement fee case of Gartenberg Merrill Lynch Asset Management Inc the Second Circuit expressly called at

tention to the existence in most cases of an unseverable relatiooship between the advisor-manager and the find it ser

vices

The fund advisors de facto control over the funds boai can lead to high profit margins and high price for

the advisory office should the advisor wish to sell out at some point The conflict also leads to the risk that well-

understood obligations owed by 618 board members may not be fulfilled Eminent authority has explained that the chief

oversight fimction performed by normal board of directors in this country is overseeing managements dedication to

the polestar of profit maximization In essence fund industry critics contend that many fund
managers have

been allowed to view life looking through the other end of the telescope with dedication to the polestar of profit max
imization working in favor of maximizing profits for the funds hired managers at the expense of fund shareholders One

such critic is fund industry pioneer John Bogle He has complained that asset gathering has superceded fiduciary duty as

the industrys hallmark From Bogles perspective the spirit of fiduciary duty has not vanished Rather it has

moved from the front seat to the back seat subservient to the advisors worship of market share Accord

ing to Bogle along the road the industry has lost its way This is half the story As we shall see

to considerable extent the industry has lost its way and gotten its way at the same time

The Exception to the Rule Internal Management at the Vanguard Group

The Vanguard Group of mutual funds offers management structure running counter to the fund industrys general

rule of external management Vanguard Group funds are internally managed meaning that the funds receive administrat

ive arid distribution services at cost Advisory fees are either virtually nonexistent in the case of the complexs index
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servers faced with ambiguous and often contradictory data that can lead one to conclude that competition is up--and so

are costs This strangeness--tremendous popularity proliferating consumer options and less than robust price

competition--arises in the realm of the most tightly regulated financial product sold in the country today In the words of

former SEC chairman issuer of securities is subject to more detailed regulation than mutual find Un

fortunately as we shall see decades of SEC-commissioned studies rule-making and jawboning have led to system

that for the most part works beautifully for those who sell fluids to the public or sell services to fluids but much less

admirably for the industrys investors

614 This Article examines whether the chief product that shareholders buy when they invest in mutual funds-

-professional investment advice--is being systematically over-priced by fund managers The emphasis is on advisory fees

imposed on equity mutual funds Part II explains how the industrys unique management structure accounts for the al

leged lack of price competition in the delivery of management advice perceived by the industrys detractors Part Ill ex

amines two questions related to economies of scale in the fund industry First do economies of scale exist for the deliv

ery of investment management services to equity fund shareholders Second if so are those economies being shared

fairly with the funds owners by the funds agents the investment advisors Part IV studies causes for the status quo in

cluding the industrys statutory scheme the quality of the SECs regulatory efforts and the reception given find critics by

the courts The Article concludes with set of proposals for changing the present competitive environment in which fluid

advisory fees are set disclosed and evaluated

fl Funds Unique Management Structure

The principal reason mutual fluids have won acceptance in the marketplace has little to do with securities law re

quirements or the SECs regulatory know-how Mutual funds have been well received because in the main they can be

very good products for investors to own Mutual fluids historically have provided their shareholders with the ability to

pursue vast array of different investment objectives as co-owners of an entity offering three main services diversified

investment risk professional investment management and redeemable security The fact that find shares are

redeemable at net asset value minus in some cases redemption fee differentiates mutual funds from their closed-end

fund cousins and the rest of the entities populating the investment media universe Because funds issue

redeemable security new sales generally are viewed as crucial to funds ability to survive and prosper Absent new in

vestors funds risk being redeemed out of existence as shareholders cash in their holdings

The concept of external management is nearly as universal hallmark of the fund industry as redeemable shares This

characteristic is by no means crucial to funds existence though it is nonetheless ubiquitous As explained by the Van

guard Groups founder John Bogle mutual funds almost always

are operated by external management companies which seek to earn high returns for fund investors to be

sure but seek at the same time to earn the highest possible returns for themselves Some of these companies are

publicly-held in which case their shares are held by investors who own their shares for 615 the same reason that

investors own Microsoft or General Motors To make money for themselves

The external manager typically controls all facets of fund life from the funds incorporation through the selection of

the initial board This control tends not to be relinquished over time or at least until the advisory office sub

sequently is sold to another external advisor typically at very nice profit Through agreements approved by the

funds board of directors the external advisor normally contracts with the fund and related sister-funds operating in the

advisors complex to supply the investment advisory marketing and administrative services required for the funds to

operate In return the advisor is compensated through fees set in the board-approved management agreement
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Price Competition is Largely 655

Nonexistent in the Fund Industry

Government Regulation is Not 656

Stringent When It Comes to Advisory

Fee Levels

The Fund Industry Lacks Above 662

All Clear Disclosure

Proposals for Change 668

VI Conclusion 671

610 Introduction

In the early l970s Americas mutual fund industry was suffering net redemptions meaning it was contracting in size

Fund marketing efforts were in disarray thus prampting the Securities and Exchange Commission SEC to em
bark on special study analyzing the problems then plaguing the industry From that starting point the SEC moved to

loosen restrictions on fund marketing in order to foster more competitive environment

611 By mid-1973 as the SECs distribution study neared completion the industrys total assets stood at less than

$55 billion with those assets held by fewer than 800 funds Todays industry boasts more than 10000
funds with assets exceeding $7 trillion an average annual asset growth rate since 1974 exceeding twenty

percent Over that same time span fund sponsors have prospered greatly In 1998 assets held by Merrill Lynchs
own family of funds exceeded the fund industrys total net assets twenty-five years earlier In early 1999 fund

sponsors armual revenue was estimated at $55 billion equaling the industrys total assets twenty-five years earlier

consequence of this staggering growth is that fund sponsors the SEC fund investors and the courts must now con
front new wave of challenges Despite its phenomenal marketing success the fund industry now finds aspects of its

conduct under attack from various quarters

The popular press is focusing attention on the industrys fee structure and the perceived inadequacy of mutual fund

governance 101 Scholarly articles published by 612 finance academics have ridiculed board-approved 2b- fees

II paid by fund shareholders 12 Law review commentators offer uncomplimentary evaluations of those who
control fund management and policies 13 The SEC has weighed in questioning whether changes are needed in the

current system 14 Another federal agency the 613 General Accounting Office recently issued detailed
report

finding that mutual funds generally do not attempt to compete on the basis of costs i.e price competition is muted
If the SECs aim quarter-century ago truly was to spur innovations to set the stage for retail price competition

within the industry then as ve shall see there is still lot of work to be done Indisputably price competition is

in investors best interests In the absence of competition costs increase resulting in drag on perfonnance Ill

The absence of price competition within the fund industry is by no means conceded by industry insiders leaving ob
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Table continued

Non-12b-1 Funds vs 12b-1 Funds

Summary Statistics by Size

Non-12b-1 Equity Funds_____ 12b-1 Equity Funds

Size Mean Mean Mean Mean Mean Mean Mean

Assets Expense Ag Assets Expense Ag 2b-l

MM$ Ratio MM$r Ratio Fee

666 19.02 1.41 7.76 604 20.25 1.68 6.70 0.32

613 76.09 1.07 9.15 482 81.53 1.44 9.03 0.33

461 213.16 0.97 9.27 809 217.71 1.41 10.68 0.33

437 624.02 0.89 11.38 834 625.90 1.28 13.47 0.32

482 5529.30 0.69 16.53 789 4723.45 120 23.23 0.38

Panel Specialty Funds

Non-12b-1_Specialty Funds 12b-1 Specialty Funds

Size Mean Mean Mean Mean Mean Mean Mean

Assets Expense Ageb Assets Expense Ageb 12b-1

MM$ Ratio MM$ Ratio Fee

69 17.29 1.76 7.61 108 16.66 1.98 6.03 0.40

65 60.86 1.22 9.86 112 60.38 1.69 6.56 0.40

72 165.69 1.18 9.42 105 162.40 1.59 8.29 0.44

72 400.97 1.13 16.28 105 359.48 1.61 9.52 0.54

78 2041.88 0.92 13.15 99 1949.49 1.43 17.04 0.49

Panel ForeigFunds
Non-12b-1 Foreign Funds_____

12b-1 Foreign Funds

Size Mean Mean Mean Mean Mean Mean Mean

Assets Expense Ageb Assets Expense Ageb 12b-1

MM$ Ratio MM$Y Ratio Fee

191 14.38 164 4.94 326 13.77 2.22 5.39 0.42

188 51.38 127 6.41 334 50.60 1.83 634 0.38

230 118.18 1.20 6.81 290 114.36 1.74 7.77 0.41

240 285.21 1.08 7.00 280 283.43 1.72 8.27 0.41

237 1891.95 0.99 9.32 283 2711.18 1.50 11.50 0.39

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

Age is that of the oldest class within the poitfolio

indites that the difference between the qulntile non-12b-1 fundexpense ratio and the qulntile 12b-1

fund expense ratio is significant at the 5% level

Panel Equity Funds
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Table

Non-12b-1 Funds vs 12b-1 Funds

Summary Statistics by Size

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

Age is that of the oldest class within the portfolio

Indicates that the difference between the quintile non-12b-l fund expense ratio and the quintile

fund expense ratio is significant at the 5% level

Panel Bond Funds

_____
Non-12b-1 Bond Funds 12b-l Bond Funds

Size Mean Mean Mean Mean Mean Mean Mean

Assets Expense Ageb Assets Expense Ageb 12b-1

MMSL Ratio MMS Ratio Fee

661 20.47 0.74 7.56 942 22.30 1.05 7.39 0.33

539 63.76 0.68 7.27 1065 64.10 1.00 8.81 0.32

562 137.39 0.66 8.98 1045 136.81 0.98 9.94 0.29

519 305.02 0.60 10.21 1087 301.98 0.98 11.78 0.29

591 1629.90 0.55 14.51 1014 1666.64 0.96 15.49 0.30

Panel B____ Hybrid Funds

Non-12b-1 brid Funds 12b-1 Hybrid Funds

Size Mean Mean Mean Mean Mean Mean Mean

Assets Expense Ageb Assets Expense Age 12b-1

MM$ Ratio MMS Ratio Fee

151 16.27 1.28 7.48 177 18.69 1.69 6.33 0.40

148 63.27 0.95 9.07 180 63.59 1.48 7.18 0.37

102 141.43 0.84 8.09 226 145.52 1.38 9.65 0.37

106 379.50 10.27 222 346.17 130 16.52 0.37

153 4349.15 0.51 19.20 175 2971.21 1.22 23.35 0.42

12b-l
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Table

Non-i 2b- Funds vs 2b- Funds Summaiy Statistics

Mean Median Mean Median

Assets MM$2 764.53 133.80 719.80 159.50

Expense Ratio1 0.91 0.85 1.28 1.19

Agec 9.80 7.00 11.16 8.00

12b-1 Feed 0.00 0.00 0.34 0.28

Frpnt LoadsC 11% 78%

ContingentDeferred Loads 2% 66%

Observations 7633 1869

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

Expense Ratio is the asset value-weighted expense ratio of theshare classes within portfolio

Age is that of the oldest class within the portfolio

12b- fee is the asset value-weighted 2b-I fee of the share classes within portfolio

Petent of portfolios with front load If even class within portfolio has front load then the

portfolio is considered to have front load

Percent of portfblios with deferred load If even class within portfolio has deferred load then the

portfolio is considered to have deferred load

Non-12b-1 Funds 12b-1 Funds
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jf MonthlyFlow
where

MonhlyFlow

The model of percent net redemptions is as follows

PctNezRedemptions 12b IFee 12 AnnualNe Re turn /33
FrontLoad BackLoad

AsseL4 Age Investment Objective

The model is similar to the flow volatility model except that this includes the annual

return since there is likely to be fewer redemptions in years where returns are higher

The results are in Table There is little evidence that 2b- pians lessen net

redemptions The only year for which net redemptions is significantly negatively related

to the 2b- fee is 2000 interestingly that is the same year for which gross returns were

most negative for 12b-l funds Furthermore the interpretation of the coefficient suggests

that redemptions were only lower for 2b- funds by 1% of assets for 2000 and an

average of 0.67% annually for all years.4 Even if net redemptions are consistently lower

for 12b-i funds it does not translate into higher gross returns as is evidenced in the

previous section

VI Conclusions

If 12b- plans constitute net benefit to investors the amount of the annual fee

should be recovered through higher net returns Higher net returns could derive from

either lower expense ratios due to economies of scale or higher gross returns due to the

enhanced capacity of funds to either invest in assets with higher yields or reduce

transactions costs Overall the results are inconsistent with this hypothesis l2b-l plans

do seem to be successful in growing fund assets but with no apparent benefits accruing

to the shareholders of the fund Although it is hypothetically possible for most types of

funds to generate sufficient scale economies to offset the 2b- fee it is not an efficient

use of shareholder assets No shareholder will be better off investing in small 12b-

fund in hopes of helping the fund grow to attain these scale economies

Furthermore these higher expenses do not translate into higher gross returns

Indeed fund flows may be more volatile and gross returns may be lower for funds with

12b-l plans These results highlight the significance of the conflict of interest that 12b-l

plans create Fund advisers use shareholder money to pay for asset growth from which

the adviser is the primary beneficiary through the collection of higher fees

40These numbers are calculated by multiplying the average 12b-l fee 0.34 by the coefficients on the 12b-

fee variables
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Gross return is calculated as net return plus the annual expense ratio Gross

returns net of the mean gross return to the investtuent objective are modeled as follows

Mean4djus tedGross Retur.i1 /3
l2b IFee /2 Turnover /33

FrontLoad

fi BackLoad fi Age /3 lnvestmeni Objective fi Year1
/Io

year indicator variable in included in the All Years model to control for the

difference in mean returns from year to year 2002 is the year excluded from the model

estimation

The results are shown in Table For the All Years model there is no evidence

of significant relation between 12b-l fees and gross returns consistent with the results

found by Trzcinka and Zweig 1990 However in the
year-by-year analysis the

coefficient on l2b-l fee is negative for of the years Additionally 1999 seems to be

an anomalous year The sign of the relation between the independent variables and the

mean-adjusted gross returns are opposite from most of the other years If the 1999 data is

eliminated from the All Years model the coefficient of 1.30 on the 12b-l fee becomes

significant

Taken as whole 2b- fees
appear to increase flow volatility and decrease gross

returns Although these results are not overly strong it certainly discounts the Qriginal

justifications made by 2b-l plan proponents
that 2b- plans stabilize fund flows and

increase gross returns Shareholders of l2b-l funds do not obtain any benefits through

higher gross returns and may in fact be harmed

12b- Plans and Net Redemptions

An alternative hypothesis for effect of 2b-l plans on flows is that by providing

steady inflows of cash 2b- plans reduce the number of times that funds have net

redemptions Unexpected net redemptions can be costly if the fund manager has to sell

securities to cover the cash outflow This leads the fund to incur transactions costs

Also it potentially takes the asset allocation suboptimally away from the fund managers

investment strategy Both of these outcomes reduce gross returns

test is conducted to determine whether 2b- funds incur smaller net

redemptions as percent of assets than non-I 2b-l funds Percent net redemptions are

calculated as the sum of dollar flows in months within year for which there were net

redemptions divided by the average assets for the year The calculation is as follows

12

EMonthlyFlow

PercentNet Redemptions
AverageNetAssels
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volatility The coefficient on 2b- fee is positive in all years and significant for three of

the six years These results indicate that 2b- plans are not successful in stabilizing fund

flows and may in fact destabilize flows Since there is some evidence showing that flow

volatility is higher for 2b- fluids then these funds should have higher cash balances

and/or lower gross returns as well

2b- Plans and Cash-On-Hand

To examine cash-on-hand cash is modeled as follows.39

Cash Ba/ance ft1 12b JFee ft2 AnnuaIF1ows P3 Turnover

It

ft4
Jj /J fi Assets ft aAge.1 lnve.stmen Objedllve1

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

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

Table shows the results Consistent with the above presumptions higher flows and

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

on-hand Finally despite have higher flow volatility cash balances are not related to

12b-l fees The coefficients on the l2b-l fee variables are insignificant in all but one

year
and insignificant overall Trzcinka and Zweig 1990 also find that cash balances do

not differ between 12b-l and non-12b-l funds

l2b-l Plans and Gross Returns

The final part of the analysis is to examine whether 12b-l plans affect gross

returns Based on the previous results of the effect of 12b-l fees on flow volatility and

cash balances 2b- funds should exhibit lower gross returns There is some evidence

that these funds have higher flow volatility but no differences in cash balances If flow

volatility leads to higher transactions costs then 12b-l linda should earn lower gross

returns

annual costs if they plan to be in the fund for long time Additionally Class shareholders should have

short investment horizons since it is only beneficial to pay high annual 12b-l fee and no load over high

front-end load if the investor plans to be in the fund for short time Class shareholders should optimally

have medium investment horizons However for multiple share class portfolios all assets are part of

pool and as such they share portfolio expenses including transactions costs Shareholders of all classes

share all transaction costs generated from active traders in class shares Class and to lesser extent

Class shareholdersare potentially subsidizing the liquidity
needs of Class shareholders without

realizing that they are Nanda Wang and Zheng 2003 find some evidence consistent with this hypothesis

39Properly modeling end-of-year cash balances may be difficult since fluid managers may alter cash

balances higher or lower just prior to public disclosure to reflect what the fund managers want the public to

see This practice is known as wipdow dressing
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volatility reduces transactions costs from unexpected flows not covered by cash on hand

Ultimately lower flow volatility generates higher expected returns.37

Trzcinka and Zweig 1990 also recognized in their study that 2b- plans may

stabilize fund flows such that these fluids can hold less cash or incur lower transactions

costs leading to higher gross returns However the authors never directly test whether

flows are more stable for l2b-l funds They assume it to be true and go to the next step

of testing for lower cash balances and higher gross returns Yet the authors also

acknowledge the difficulties in finding relation between gross returns and 2b- plans

even if one existed The high volatility of gross returns obscures relations between

relatively stable 2b- fees and returns using traditional statistical techniques Therefore

they conclude that finding no relation does not necessary mean that there is no relation

This highlights the importance of including the intermediary step of testing for relation

between 2b- plans and flow volatility It provides an insight into whether there may be

significant relation between gross returns and 2b- plans even if one is not found

directly

2b-l Plans and Flow Volatility

Do 2b- plans reduce flow volatility Flow volatility is modeled as follows

Flow Volati liy 12b IFee /2 FrontLoad /J BackLoad4 /14 Asselr

Age /3 Investment Objective

It can be expected that loads reduce flow volatility to the fund since active trading in load

funds is expensive and thus not likely to be done often Additionally it is likely that

smaller funds will have higher flow volatility since even small dollar inflows and

outflows will be larger percent of small fund The direction of the relation between

age and flow volatility is unclear ex-ante Younger funds may have higher flow

volatility since it may take some time for fund to develop loyal long-term shareholder

base although this is just speculation

Table displays the results of the estimation of flow volatility model As

predicted larger funds older funds and funds with loads experience lower flow

volatility.38 Moreover there is weak evidence that 12b-l fees actually increase flow

Our hypothesis is that lower flow
volatility

decreases the dollar transactions costs incurred by f3mds

Ideally to test this hypothesis we would examine the relation between flow volatility and transactions

costs However transactions costs are not disclosed by funds but are incoiporated into asset prices

Therefore lower transactions costs should be revealed through higher gross returns

Other than compensation for brokers loads may serve to reduce lIquidity costs as well Since active

trading in load funds can be expensive shareholders in load funds tend to be longer-term investors

Chordia 1996 Class shareholders will only find it beneficial to pay high up front costs and lower
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does-not capture the effect of 2b-l fees on expense ratio through asset size include

this model in the paper only as means of comparison to other work.34

One would expect that funds with highly volatile flows are likely more expensive

to manage than those with low flow volatility and actively managed funds as measured

by turnover are likely more expensive than passive funds Additionally funds with more

of their assets in cash may invest less time into portfolio management than funds with

less cash and are therefore less expensive to manage Finally 2b- fees should increase

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

Table displays these results As expected funds with high flow volatility and

high turnover have higher expense ratios Additionally funds with loads tend to have

higher expense ratios than no-load funds Finally consistent with the predictions funds

with 2b- expenses haye significantly higher expense ratios than non- 2b- funds For

every 100 basis points of 2b- fees expense ratios are higher by 91 basis points all

other things equal.3536

The overall results of this analysis show that shareholders on average are not

receiving sufficient scale economy benefits to offset the costs of the plans

consistent with the results of prior studies Thus shareholders do not benefit from 2b-

plans through lower expense ratios Do they receive benefits in the form of higher

returns

12b-1 Plans and Investment Returns

In addition to the expense scale economies proponents of l2b- plans maintain

that the plans smooth flows for funds reducing the amount of cash required to handle

unpredictable redemptions and lowering transactions costs to deal with unexpected flows

Lower required cash reserves increase the percentage of assets that funds can invest in

higher yielding securities leading to higher long-run returns Additionally lower flow

The model is also estimated excluding asset size from the equation However it is not clear that this is an

appropriate solution We know from the results in Table that asset size significantly impacts expense

iatio 12b-l fees are likely very small factor in this relation Thus excluding asset size from the equation

leaves significant portion of the expense ratio unexplained The end result is severe omitted variables

roblem
The coefficient is significantly less than possible explanation stems from the use of maximum 12b-

fees instead of actual l2b-l fees 12b-l fees charged axe less than the maximum allowable then

the coefficient should be less than

36The coefficient on 12b-l fees in the model estimated without asset size as an independent variable is

0.97 insignificantly different from
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it moved from the first to the second size quintile the funds shareholders would be

significantly better off on average than if the fund had instituted 2b- plan and

moved into the largest size quintile.33 This is true for all investment objectives

The logical conclusion of this analysis is that although it is theoretically possible

for most types of funds to generate scale economies through asset growth to offset 2b-

fees it is not an efficient use of resources First it is not possible for all 12b-l funds to

grow sufficiently leaving many shareholders paying higher fees into funds that will

never attain an adequate size Second it only is possible for the small subset of funds

that are in the smallest size quintile at the time that they institute the 2b- plan Finally

any given fund will likely not attain an adequate size within any one investors typical

holding period and for some types of funds within an investors lifetime The above

discussion highlights the difficulty of using 12b-l plans to grow the assets of fund to

earn scale economies in expense ratios sufficient to offset the fee

The next part of the analysis examines the relation between l2b-l fees and

expense ratios

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

ExpenseRat 101 fl 2b Fee1 /12 ow VolatI iy fi Turnover fl Cash
12

FrontL oad
/16 BackLoad /17 Assets fl Age fl Investment Objective

J.9

where Expense Ratio 2b- fee Front Loan Back Load Assets Age and Investment

Objective are as described in the flow equation Flow volatility is the standard deviation

of monthly net flows for fund in year turnover is the annual turnover and cash is last

years end-of-year cash balance for fund portfolio

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

whether 2b-l plans lead to sufficient scale economies from asset growth to offset the

fee The problem with this model is that it includes asset size as an independent variable

The 2b- fee is hypothesized to work through asset size to affect the expense ratio

Thus including asset size in the model controls for the relation between l2b-l fees and

expenses that we are trying to test for In other words the coefficient on the 2b- fee

For instance in Panel of Table non-l2b-l fund in quintile has an average size of$16.27 million

and an average expense ratio of 1.28% If it were abk to grow without 12b-l plan such that it moved

from quintile to quintile the funds expense ratio would fall to O.9$% on average This value is

significantly lower than if it instituted 12b-l plan and were able to grow such that it moved into quintile

13



larger the expense per dollar invested decreases For 12b-l funds the scale economies

are not produced by reduction in the 2b- fee Lu fact 2b- fees change very little as

funds get larger as is evidenced in the last column of Table Therefore the scale

economies must originate in the fund management portion of the expense ratio key

question is whether 12b-l funds can generate enough economies of scale in fund

management expenses to offset the 2b- fee

To answer this question it is necessary to compare the expense ratio of the

smallest non-I 2b- fund to the largest 2b- fund within each investment objective If

the largest 2b- funds have expense ratios that are lower than the smallest non-i 2b-

funds then one could conclude that it is possible for fund to achieve sufficient scale

economies to offset the 2b- fee This does not appear to be the case for bond funds

Panel of Table shows that the average expense ratio for the largest size quintile of

12b-l funds is significantly larger than that of the smallest size quintile of nän-12b-I

funds Bond funds apparently are not able to generate sufficient economies of scale to

offset the l2b-l fees This is not surprising since bond funds already have the lowest

average expense ratio of any objective Significant scale economies will be harder to

produce for these funds

For the other investment objectives the magnitude of expenses for the largest

2b- funds is roughly similar to or smaller than the expenses of the smallest non- l2b-

fund Consequently these funds seem able to grow large enough to offset the 2b- fees

however they have to grow several thousand times larger than comparable non-I 2b-

funds to achieve the sufficient scale economies just to oftet the fee With additional net

flows of only 4% of assets per year it would take the average
2b- specialty fund 24

years to attain size where expense ratio is of comparable magnitude with the average

specialty non-12b-l fund It would take the average equity fund 62 years the average

hybrid fund 68 years and the average foreign fund 111
years

to generate sufficient scale

economies Given that shareholders average holding period is only years most of the

shareholders that paid the extra fee to facilitate the fund growth will never recoup those

costs It should be noted that it obviously is not possible for all 12b-l funds to

experience such growth If l2b-l plans are not meant to or are not successful at

attracting new money into mutual funds then they merely serve to shift existing money

among the funds

Our above estimates of the number of
years it would take the average 12b-l fund

to grow sufficiently assume that non- 2b- funds would not grow at all However over

the years examined in this study non-l2b-l funds have had positive annual flows of

approximately 4% If non-l2b-l fund was able to grow without l2b-l plansuch that

32
Sirri and Tufano 1998 cite that the average mutual fund shareholders holding period is years
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could account for this disparate outcome First the results could reflect differences in the

time periods studied It is possible that the relation between 2b- plans and fund flows

have changed Second the different result could arise from the different method used to

calculate asset growth Both previous studies measure asset growth as the percent change

in net assets from one year to the next This value incorporates changes in assets both

fmm investment returns and from purchase and redemption flows The method used in

this study nets out the affect of returns on the changein assets to focus the measure on

changes in fund flows The different calculation method could lead to the dissimilar

outcome in two ways Netting out the effect of volatile returns on asset growth likely

reduces the volatility of the asset growth measure The lower volatility may increase the

ability of the model estimation to detect significant relation if one exists Furthermore

if 2b- plans affect returns in the opposite direction that they affect fund flows the two

opposing forces will offset each other leading to result of no significant relation

12b-l Plans and Economies of Scale

The relation between
average expenses and asset size is concave That is when

funds are very small even small additions to assets are likely to provide large reductions

in expenses per dollar invested However as funds grow each additional dollar of assets

lowers expenses less than the dollar before At some point expenses will change very

little with each dollar growth in assets Given the decreasing returns to scale relevant

question is whether funds have the ability to generate sufficient scale economies to offset

12b-l fees

To determine whether ftmd can attain size such that economies of scale ofThet

the l2b-l fee expense ratios for 12b-l and non-l2b-l funds of similar size and

investment objective are compared.31 Portfolio objective and sizeare chosen since they

likely have the largest impact on the expense ratio of the fund For instance the average

large bond fund almost certainly has lower expense ratio than the average small foreign

equity fund all else equal To do the comparison the funds are first sorted based on each

funds investment objective as defined in the data section Then the funds within each

investment objective are sorted into size quintiles Finally the funds within each

investment objective and size quintile are separated based on whether they were 2b-l

funds or not If the largest 2b- funds have higher expense ratios than the smallest non

2b- funds then one can conclude that scale economies sufficient to offset 2b- fees

are not feasible

Table shows the results çf this analysis For all investment objectives both

2b- and non-I 2b- funds exhibit economies of scale in expenses As the funds get

31

The use of fund expense ratios to estimate scale economies implicitly assumes that any scale economies

received by the fund adviser are passed onto Fund shareholders
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where Flow1 is the net flow for fund in year
2b- fee Annual Net Return Expense

Ratio Front Load and Back Load are the asset-weighted averages
for fund is portfolio

in year Annual Net Return and Expense Ratio are the prior years values Assets and

Age are for the fund portfolio27 and Investment Objective is an indicator variable for

each of the objectives explained above
28

The model includes control variables thought to affect fund flows other than 2b-

fees high return or low expense ratio last year may attract more investors this year

Portfolio ass size and age are included to control for how well known the fund may be

to investors Finally since many 2b-l funds also have front and deferred loads these

variables are included to control for the impact of loads on flows not due to 2b- fees

The expected relation between flows and loads is ambiguous On one hand if brokers

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

Alternatively if investors prefer to pay lower loads all other things equal then we would

see negative relation

Table displays the results of the model estimation of the impact of 2b- fees on

annual percentage flows The results indicate that larger funds younger funds and funds

with higher prior year net returns experience higher net flows Loads are negatively

related to flows although the relation is statistically weak Finally consistent with the

above line of reasoning funds with 12b-l plans obtain significantly higher annual net

flows than do funds without 2b- plans Fund portfolios with weighted-average 2b-

fee of 0.34% had 4% higher flows than similar non- 2b- funds.293 This is significant

considering that the average net flow is 8% annually Funds with 2b- fees thus have

grown more quickly than funds with no l2b-l fees This result provides an impetus to

further investigate whether 2b-l funds have the ability to earn sufficient scale

economies from this growth to offset their 12b-l fees and where the average
l2b-l fund

is in this process

Trzcinka and Zweig 1990 and Chance and Ferris 1991 also test for relation

between 2b- plans and asset growth during the period 1984 through 1988 Neither

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

27
In other words the asset value is the sum of the assets in the different classes within the portfolio and age

is the age of the oldest class within the portfolio

rs
All of the regression models in this study are estimated separately by year and for the entire period The

yearly regressions indicate the stability of the relations through time The All Years estimation shows the

central tendencies of the relations that may not appear in any given year

The 4% is calculated as the average 12b-I fee 0.34 times the coefficient on 2b-l fee 11.98 from the

All Years model in Table

The 4% finding is consistent with results found by Nanda Wang and Zheng 2003 They examine

changes in cash flows upon adoption of multiple-class structure There is likely significant overlap

between the multiple-class distinction and the 12b-l distinction They find that cash flows increase by

about 4% annually after adoption
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higher expense ratiàs than non- 12b-l funds.23 Remarkably the average expense ratio

for 12b-l funds exceeds that of non-12b-l funds by more than the
average l2b-l fee

Since fund expenses include 2b- fees these resuLts suggest that 2b- fees on average

do not reduce fund expenses even after deducting the 2b- fees.24 Although this table

provides only unconditional means that do not control for various cross-sectional

differences in funds these numbers offer first glimpse at result that will be addressed

more rigorously in the next section

IV Measuring Scale Economies for 12b-1 Funds

Proponents of 2b- plans contend that the 2b- fees provide incentives to

brokers to aggressively market the fund leading to faster asset growth than if the fund

had no 2b- plan and ultimately to economies of scale in expenses.25 This paper first

addresses whether funds with 2b- plans do in fact grow faster than funds without 2b

plans

l2b-l Plans and Fund Flows

Consistent with Sirri and Tufano .1998 net fund flows are calculated as the

percent change in monthly assets not attributable to returns on the portfolio securities as

depicted in the following equation

Flow1
7WA1 TNAJ1 R1

TNAJ

where FLOW1 is the monthly net flows into fund on day TNA1 is fund is total net

asset on day and is the net monthly return to fund on day As in Sirri and Tufano

1998 the top and bottom 1% of the flow values are eliminated to account for data errors

and fund mergers.26

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

Flow /3 12b_lFee fi7 AnnualNel Re1um_ fi3 penseRag jo.1

FroniLoad /3 BackLoad /3 Assets1 fi Ag /J Investment Objective
J4

23
For purposes of this study 12b-l fluids are defined as fluid portfolios for which 12b-l plan has been

adopted As discussed later in the
paper the analysis is conducted at the fluid portfolio level not the fluid

class level

For fluids with no l2b-l plan the share distribution costs are paid for directly by the adviser and thus not

included in the expense ratio

However it is unclear why an investor would prefer to pay extra annual expenses to help small fluid

ow when she could simply invest in larger fluid that has already attained scale economies

Most of the data errors in net assets are due to decimal being shifted by one place in either direction



III Data

The fund data for January 1997 through December 2002 are obtained from the

Morningstar Principia monthly discs This sample includes approximately 20000 fund

portfolio years All funds with missing observations for expense ratio and portfolio

objective are excluded Years in which fund was.closed to new investment are also

eliminated since that affects fund flows in manner unrelated to 2b- plans

Many fund portfolios contain multiple classes of shares that differ only in

distribution method which affects costs and net returns for each class This study

addresses the effect of l2b- fees on flows expenses
and returns Since 12b- fees differ

for each class it may seem logical to evaluate each class separately However its the

aggregate impact on portfolio assets that lead to economies of scale cash levels liquidity

costs and returns.2 Therefore asset-weighted averagevalues are calcuLated for the

expense ratio 12b-l fees loads and annual returns for the fUnd portfolio All of the tests

will be conducted at the portfolio level using asset-weighted average values for multiple

class portfolios

The funds are divided into categories based on the portfolio objective stated in

their prospectus Bond funds include municipal convertible corporate multisector

and government funds Hybrid funds include asset allocation and balanced funds

Equity funds include growth growth and income income equity income aggressive

equity and small company funds Foreign funds include foreign bond funds and

foreign equity funds Specialty funds include all funds with stated specialty

investment objective

Table provides some descriptive statistics for funds with and without 2b-

plans l2b- funds are of similarsize but are older on average with significantly

20The Momingslar discs do not contain information on dead funds creating survivor bias in the data

The Office of Economic Analysis has reconstructed the Momingstar database to include funds that are

mergedliquidated or have changed names to greatly reduce this bias

21
For instance consider portfolio with typical class structure as described in footnoteS Lets assume

that Class comprises 70% of the portfolio Class comprises 20% and Class comprises 10% Class

and have 1% l2b-l fee and Class has .25% l2b-l fee If 12b-l fees increase inflows to the fund

then Class and shares should have large positive inflows and Class shares should have small positive

inflows as compared to similar non-12b-l funds However Class and are smaller proportion of the

total portfolio assets muting the affects of 12b-l fees The relation between l2b-l fees and economies of

scale would be distorted when compared to fund with 1% 12b-l fee that comprises 100% of the

portfolio assets

22

may adopt 12b-l plans without actually charging any fees The 12b-l fee reported by Morningstar

is the maximum 121-I fee that the fund is allowed to charge based on its prospectus not the actual fee

The reported expense ratio contains only the actual 121-I fee



Are 2b- plans in the best interests of shareholders As noted above the

original justification for 2b- plans was these fees encourage brokers to market the fund

resulting in increased assets under management and generating subsequent economies of

scale redounding to the benefit of investors The hope is that the lower cost of fund

management on per dollar basis associated with the scale economies eventually

offsets the cost of the 2b- plan Additionally proponents maintain that 2b- plans

lead to more stable inflows to the fund reducing the funds need to maintain high cash

balance to manage its liquidity requirements from net redemptions.6 This would allow

the fund to iDvest more assets into higher yielding securities increasing gross
returns7

Furthermore lower flow volatility decreases the funds total cost of providing liquidity to

its shareholders through lower transactions costs

This study empirically tests whether and to what extent the benefits of 12b-l

plans actually accrue to shareholders by examining cross-sectionally the relation between

2b- plans and fund flows expense ratios and returns Others have studied the impact

of 2b- fees on expenses and have consistently shown that l2b- fees only serve to

increase expenses8 This study adds to our understanding of the impact of 2b- fees on

shareholders in two ways First more recent dataset is used The most recent data

employed in the previous studies is from 1994 This sample runs from 1997 through

2002 Given the short history of l2b-l p1an updating the data is important to ensure

that prior results are not specific to the time period studied

Second the analysis is extended to examine the relation between 121- plans and

fund flows Prior evidence on the link between 12b-l plans and fund flows is mixed

Trzcinka and Zweig1990 and Chance and Ferris 1991 fmd no relation between 12b-l

plans and faster asset growth As will be discussed later in the paper this result may be

driven by their measure of asset growth Nanda Wang and Zheng 2003 and Barber

Odean and Zheng 2002 find that multiple class funds and 12b- funds rspectively

grow more quickly than single class and non-12b-l fluids The results from this study are

consistent with latter two papers Additionally prior studies have largely ignored the

possible benefits of l2b-l plans from lower flow volatility.19

16
See Edelen 1999 for an analysis of the cost to find shareholders of providing liquidity

7However this relation between cash and gross returns may no longer hold In recent years find

managers have been less concerned about maintaining high cash balances because they can now easily

enter into futures contracts on an index of interest and earn similar returns to the invested assets

See supra note

t9Trzcinka and Zweig 1990 recognize this potential benefit but test it only indirectly through returns



Finally conflicts of interest between fund advisers and shareholders that do not

exist for loath exist under 2b-1 plans Almost all share classes charge some 2b-l fee

Given the lack of evidence that these fees benefit shareholders in any other way one has

to question whether the level of 12b-1 fees are in the best interest of shareholders The

opacity of the fees makes it difficult for shareholders to monitor this conflict themselves

II Background on 12b-1 plans

The Investment Company Act of 1940 bans the use of fund assets to pay for fund

disiribution in the late 1970s however the fund industry was experiencing significant

and consistent outflow of cash from its funds The investors that remained in the funds

were paying increasingly higher expenses as the fixed costs of the funds were spread

over ever fewer shareholders The industry asked the SEC to allow advisers to use fund

assets to pay for distribution costs This would allow funds to compete on more level

playing field with other investment products that did not charge upfront loads leading to

net cash flow into funds and scale economies for shareholders.12 The SEC adopted

Rule 12b-l in October l980

Rule 2b- permits funds to bear distribution expenses provided that they are

properly disclosed and regulated Plans designed pursuant to the guidelines in Rule 2b-

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

to brokers to compensate for distribution costs.t4 This annual fee is included in the

reported expense ratiot5 thus initially increasing the expense ratio of the fund when

plan is implemented Although originally meant as short-term solution to the high level

of net redemptions in 1970s l2b-1 fees now play an integral role in the distribution of

majority of fund portfolios Indeed the entire class system of funds is built around the

12b-1 fee Under the directives of Rule 12b-1 the funds board is obligated to regularly

reevaluate the benefits of the plan to the fund shareholders Should the board deem that

2b- plan is no longer appropriate for its shareholders the class system of the fund

portfolio if applicable would need to be reorganized

detailed discussion Rule 12b-l and the events leading up to its adoption see Protecting Investors

Half Century of Investment Company Regulation Division of Investment Management United States

Securities and Exchange Commission May 1992

13
Investment Company Act Release No 1141445 FR 73898

14
typical arrangement between fund adviser and broker provides for the broker to be compensated

with an initial sales charge and an annual commission as percentage
of assets invested through the broker

Brokers are compensated for the sale of Class and shares through high initial sales commission and

small usually 0.25% annual commission paid for by 2b-l plan Class shares often provide for

smaU initial commission of about 1% and an annual commission of 1% paid for by 12b-1 plan See

ONeal 1999 for detailed discussion of the incentives provided to brokers from 2b-l plans

The expense ratio of fund includes three components an advisory fee administrative fees such as

legal and accounting costs and l2b-l fees For multiple class shares the advisory fee is always the same

across classes Administrative fees and 121-I fees can differ across classes although the administrative fee

is very often the same



justification They maintain that 2b- plans allow funds to offer alternative ways for

investors to pay for distribution Most fkmds with 2b- fees offer different classes of

fund portfolio that have unique fee structures.8 An investor with short expected holding

period might find it more beneficial to invest in Class shares in which there is no

upfront fee but high annual fees Alternatively long-tenn investor would earn higher

holding period returns by investing in Class shares which charge large up-front fee

and then small annual fees.9

There are several differences between loads and 2b- fees that make 2b-l plans

an inappropriate means for investors to pay load fees First there is significant

difference in the level of transparency between loads and 2b- fees The load charge is

clearly stated on the confirmation statement that the investor receives from his broker

Alternatively the investor is never explicitly told the total amount of 2b- fees that he

has paid annually or in aggregate As shown in Barber Odean and Zheng 2002
investors are significantly less sensitive to operating expenses that are hidden in volatile

returns than they are to salientin-your-face expenses.t Thus investors may not choose

the class that maximizes their expected holding period returns because of their different

perceptions of the fees

Second 2b- plans provide investors with less control over the amount that they

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

account level and each investor pays only for his costs On the other hand 2b- fees

are charged annually at the fund level and investors may pay for other investors costs

Because 2b- fees are charged for as long as the investors stays in the fund the

aggregate amount that investors pay increases as their holding period increases and

typically as their asset levels rise.1 Additionally because the fees are deducted at the

fund level some investors subsidize the costs of other investors For example small

accounts typically cost more as percent of the account size than large accounts Yet

both investors with small account and with large accounts pay the same percent

The typical stnicture for multiple class fluid includes and class shares along with an occasional

institutional or retirement class Class shares often include high front-end load with nominal 12b-l

fee Class shares have contingent deferred sales load plus large 12b- fee The load decreases with

each year in which the investor continues in the fluid until eventually decreasing to zero typically about

years from purchase date After about years Class shares convert to Class shares reducing the 12b-

fee to Class levels Class shares usually have large 12b-l fee and small contingent defened sales

load 1% that is eliminated after I-year holding period

9CoIlins 2004 shows that investors can earn different holding period returns by investing in different

share classes An investor can choose class such that the fees are paid in the way that maximizes her

expected holding period return

10Barber Odean and Zheng 2002 p.2

Rule 12b-l provides that fluids can charge dollar amount of fluid assets to cover marketing and

distribution costs These fees are disclosed as percentage of assets In reality the percent charged

remains fairly stable through time even as the asset levels change



asset growth is successful this should translate into lower expense ratio and higher

expected net returns all other things equal.6

Additionally 12b- fee incentives potentially lead to steady inflow of cash

reducing the volatility of fund deposit and redemption flows Lower flow volatility may

reduce the liquidity costs to the funds shareholders increasing expected returns With

low flow volatility fund can hold less cash and invest larger percentage of its assets

into higher yielding securities Furthermore such funds incur lower transactions costs

associated with unexpected flows

The debate over 2b- plans stems from lack of clear evidence demonstrating

that shareholders actually do obtain benefits from the hypothesized asset growth and

reduced flow volatility The use of fund assets to market the fund leads to an inherent

conflict of interest between fund advisers and shareholders Fund advisers earn fees

based on assets under management Asset growth increases the fees collected by the

adviser Thus while current shareholders incur the costs to grow the fund it may be that

the adviser is the primary beneficiary of the resulting growth

This paper addresses whether shareiolders do in fact reap
the benefits of l2b-l

plans Prior studies have provided evidence that shareholders are not receiving sufficient

benefits from expense scale economies to offset the l2b-l fee.7 In fhct most of the

studies show that expense ratios are higher for funds with 12b-l fees by almost the entire

amount of the fee This study confirms these results using more recent dataset

Moreover it extends the analysis to the effect of 12b-l plans on asset growth and flow

volatility The results show that 12b-1 funds do experience higher annual net inflows

than comparable non- 12b- funds However it would take decades of sustained growth

at typical l2b-l fund growth rates for fund to be able to achieve sufficient scale

economies to oflset 12b-l fees Finally there is no evidence that funds with l2b-l plans

have lower deposit and redemption flow volatility lower cash balances or higher returns

In all the evidence demonstrates that 12b-1 plans are successful at attaining faster

asset growth however shareholders do not obtain any of the benefits from the asset

growth This result validates the concerns raised by opponents of 12b-l plans about the

conflicts of interest created by these plans

The above analysis demonstrates that the original justifications for 12b-l plans

are not valid However current proponents of 12b- plans provide different

6Hower there is some evidence that funds may also experience diseconomies of scale The

diseconomies appear in higher transactions costs from larger position sizes and fewer profitable investment

ideas as the fund grows See e.g Perold and Salomon 1991 and Chen Hong Huang and Kubik 2003
7For example see Ferris and Chance 1987 Tzzcinka and Zweig 1990 Chance and Ferris 1991
McLeod and Malhotra 1994 Collins and Mack 1997 Malbotra and McLeod 1997 and DeUva and

Olson 1998



Introduction

Since their inception in 1980 2b- plans designed to provide fund adviser

with resources to pay for the distribution and marketing of fund have been marked by

controversy However in recent months lawmakers investor advocacy groups and the

financial press have elevated the din to dull roar.2 Spurred by the revelation of scandals

in the mutual fund industry such as late trading market timing and selective disclosure

of portfolio holdings several aspects of the mutual fund industty are being examined

including shareholder fees

Fund advisers annually deduct 12b-l fees from fund assets According to an ICI

survey of 95 member funds in 1999 63% of 2b- fees are used for compensation of

broker-dealers and related expenses 32% are used to cover the administrative expenses

of maintaining shareholder accounts and 5% are used to pay for advertising and sales-

promotion expenses.3

Thus the primary use of revenues raised through 2b- fees is to create incentives

for brokers to distribute the fund Additionally advertising increases investor awareness

of the fund which in turn increases flows into the fund.4 Taken together the incentives

and advertising may stimulate asset growth and thereby lead to scale economies In

theory asset growth allows the fixed costs of fluid management to be spread across more

assets resulting in lower average cost of fund management per dollar invested.5 If the

Investment Company Act Release No 11414 October 28 1980

example see Karl Scannell Some Mutual-Fund Fees Face the Smell Test Wall Street Journal

December 16 2003 Brooke Masters Counting the Cost of Fund Fees Washington Post December

2003 Carla Fried Pressure Builds To Cut Fund Fees New York Times January 11 2004 Also in

January 142003 letter to the General Accounting Office Representatives Michael Oxley and Richard

Baker requested study of role of 12b-l fees and whether modifications may be needed to nile 2b-

to reflect changes in the manner in which fluids are marketed and distributed They additionally

requested study of the effectiveness of the rule in providing econamies of scale in expenses In Mareh

26 2003 letter to the U.S Securities and Exchange Commission Representative Baker called for an

analysis of whether the nile should be updated in light ofchanges in fund distribution practices

Additionally New York Attorney General Eliot Spitzer is forcing mutual fund companies to lower their

fees as part of settlement cases For instance Alliance Capital Management agreed to Cut fees by 20% and

freeze them for five years

3Compensation of broker-dealers and related expenses include payments to broker-dealers for sale of fund

shares reimbursements to the funds distributor for financing charges arising from advances made to

broker-dealers for the sale of fund shares and compensation of in-house personnel Administrative

expenses include compensation to third pailies for record keeping and other services provided to current

fluid shareholders Advertising and other sales-promotion activities include expenses for the printing and

mailing of prospectuses and sales materials to prospective investors See Background Information About

2b-l Fees Investment Company Institute Mutual Fund Connections Februaiy 2003

4Jain and Wu 2000 find that funds that advertise receive significantly higher inflows of cash than funds

that do not advertise

It is well documented that there are economies of scale in mutual fund fees at the fund level and the fund

complex level See Latzko 1999 Dermine and Roller 1992 Baumol 1982 Collins and Mack 1997
and Wang 2002



Executive Summary

Rule 2b- promulgated pursuant to the Investment Company Act of 1940

allows mutual fund advisers to make payments from fund assets for the costs of

marketing and distribution of fund shares under the auspices of 2b- plans The original

justification for the plans as put forth by the mutual fund industry in the 970s was that

such fees help attract new shareholders into funds through advertising and by providing

incentives for brokers to market the fund Arguably asset growth from any means

benefits shareholders through economies of scale in management expenses and lower

flow volatility which decreases liquidity costs for the fund If through 2b- plans

funds are able to increase the rate at which their assets grow then shareholders may be

able to attain these cost reductions sooner than by investing in fund with no 2b- plan

However the costs must decrease sufficiently to cover the cost of the plan and the

benefits of the cost reductions must be passed onto shareholders or shareholders will not

be better off

Opponents of the rule argue that there is no evidence that 2b. plans are

successful at growing funds or that shareholders benefit from such plans Furthermore

they argue that there is conflict of interest from allowing fund advisers to use fund

assets to pay for attracting new investors since fund advisers earn fees based on assets

under management

This paper addresses whether 2b- plans are successful in leading to faster asset

growth and whether the shareholders that pay for 2b- plans receive any net benefits

from the plans The paper finds that while funds with l2bl plans do in fact grow

faster than funds without them shareholders are not obtaining benefits in the form of

lower average expenses or lower flow volatility Fund shareholders are paying the âosts

to grow the fund while the fund adviser is the primarybeneficiary of the funds growth
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Hartford Focus HLS Fund $1 00 00

Hartford Global Communications HLS Fund $11000

Hartford Global Financial Services HLS Fund $5500

Hartford Global Health HLS Fund $115500

Hartford Global Leaders HLS Fund $3344000

Hartford Global Technology HLS Fund $88Q
Hartford Global Advisers HLS Fund $572000

Hartford Growth HLS Fund

Hartford Growth Opportunities HLS Fund $841500

Hartford International Capital Appreciation HLS Fund $1 1000

Hartford International Opportunities HLS Fund $313500

Hartford International Small Company HLS Fund $1

Hartford MidCap Value HLS Fund $159500j

Hartford MidCap HLS Fund $3817000

Hartford Small Company HLS Fund $1650000

Hartford SmaliCap Growth HLS Fund $121000

Hartford Stock HLS Fund $5560500

Hartford Value Opprtunities 1-ILS Fund $60500

Hartford Value HLS Fund $33000

TOTAL $55000000

Respondents shall maintain the undertakings enumerated in paragraphs 35a-b

Respondents shall comply with the undertakings enumerated in paragraphs 36a-j

By the Commission

Nancy Morris

Secretary

13



not after offset or reduction in any Related investor Action based on Respondents payment of

disgorgement in this action argue that they are entitled to nor shall they further benefit by offset or

reduction of any part of Respondents payment of civil penalty in this action Penalty Offset

If the court in any Related Investor Action grants such Penalty Offset Respondents agree that

they shall within 30 days after entry of final oider granting the Penalty Offset notify the

Commissions counsel in this action and pay the amount of the Penalty Offset to the United States

Treasury or to Fair Fund as the Commission directs Such payment shall not be deemed an

additional civil penalty and shall not be deemed to change the amount of the civil penalty imposed

in this proceeding For purposes of this paragraph Related Investor Action means private

damages action brought against Respondents by or on behalf of one or more investors based on

substantially the same facts as alleged in the Order instituted by the Commission in this

proceeding

The Respondents shall distribute the following amounts to the affected Hartford

Funds listed below

DISTRIBUTABLE

FUND AMOUNT

Hartford Advisers Fund $1265000

Hartford Capital Appreciation Fund $5181000

Hartford Disciplined Equity Fund $29 1500

Hartford Dividend and Growth Fund $1017500

Hartford Focus Fund $192500

Hartford Global Financial Services Fund $5500

Hartford Global Communications Fund $5500

Hartford Global Health Fund $104500

Hartford Global Leaders Fund $1914000

Hartford Global Technology Fund $22000

Hartford Growth Fund $154000

Hartford Growth Opportunities Fund $412500

Hartford International Capital Appreciation Fund $5500

Hartford International Opportunities Fund $27500

Hartford MidCap Value Fund $55000

Hartford MidCap Fund $2458500

Hartford Small Company Fund $671000

Hartford SmalICap Growth Fund $38500

Hartford Stock Fund $1567500

Hartford Value Opportunities Fund $16500

Hartford Value Fund $1 1000

Hartford Advisers HLS Fund $6803500

Hartford Capital Appreciation HLS Fund $1 1566500

Hartford Disciplined Equity HLS Fund $500500

Hartford Dividend and Growth HLS Fund $3855500

12



and disclosure obligations jointly planned by the Internal Compliance

Controls Committee and Hartford Lifes legal department

One year from the entry of this Order the Respondents shall submit an

affidavit to the Commission staff attesting to their compliance with the

undertakings described in the Order

37 For good cause shown the Commissions staff may extend any of the procedural

dates set forth above

Iv

In view of the foregoing the Commission deems it appropriae in the public interest and

for the protection of investors to impose the sanctions specified in the Offer submitted by Hartford

Investment HL Advisors and Hartford Distribution

Accordingly pursuant to Section 8A of the Securities Act Section 15b of the Exchange

Act Sections 203e and 203k of the Advisers Act and Sections 9b and 90 of the Investment

Company Act it is hereby ORDERED that

Hartford Investment HL Advisors and Hartford Distribution are censured

Respondent Hartford Investment cease and desist from committing or causing any

violations and any future violations of Sections 7a2 and 7a3 of the Securities Act Section

2062 of the Advisers Act and Section 34b of the Investment Company Act

Respondent HL Advisors cease and desist from committing or causing ahy

violations and any future violations of Sections 7a2 and 7a3 of the Securities Act Section

2062 of the Advisers Act and Section 34b of the Investment Company Act

Respondent Hartford Distribution cease and desist fivm committing or causing any

violations and any future violations of Section 17a2 and 17a3 of the Securities Act and cease

and desist from causing any violations and any future violations of Section 2062 of the Advisers

Act

The Respondents shall within 30 days of the entry of this Order pay disgorgement

in the amount of $40 million and civil money penalties in the amount of $15 million for which

they shall be jointly and severally liable The Respondents shall pay the entire $55 million to the

affected Hartford Funds in the amounts described in Section IV.G

There shall be pursuant to Section 308a of the Sarbanes-Oxley Act of 2002

Fair Fund established for the funds described in Paragraph IV.E Regardless of whether any such

Fair Fund distribution is made amounts ordered to be paid as civil money penalties pursuant to this

Order shall be treated as penalties paid to the government for all purposes including all tax

purposes To preserve the deterrent effect of the civil penalty Respondents agree that they shall

II



changes to such policies the number and types of such arrangements the

types of services received the identity of participating broker-dealers and

the total dollar amounts paid

Within 90 days of the entry of the Order the Respondents shall establish an

Internal Compliance Controls Committee to be chaired by the Vice

President Securities Compliance of Hartford Life which Committee shall

have as its members senior business leaders from the Investment Products

Division at least one member of Hartford Lifes legal department and at

least one member of the Disclosure Review Committee

Notice of all meetings of the Internal Compliance Controls Committee

shall be given to the outside independent counsel of the Retail and 1-ILS

Funds Boards to the extent that such meetings relate to the Retail and HLS

Funds

The Internal Compliance Controls Committee shall review compliance

issues relating to the Investment Products Divisions lines of businesses

endeavor to develop solutions to those issues as they may arise from time to

time and oversee implementation of those solutions The Internal

Compliance Controls Committee shall provide reports on internal

compliance matters relevant to the Retail and HLS Funds to the Retail and

HLS Funds Boards with such frequency as they may reasonably instruct

and in any event at least quarterly The Internal Compliance Controls

Committee shall also provide reports on internal compliance matters relevant

to all other products within the investment Products Division to Hartford

Lifes Board with such frequency as it may reasonably instruct and in any

event at least quarterly

The Internal Compliance Controls Committee shall review at least annually

the Investment Products Divisions policies and procedures established to

address compliance issues under the Investment Advisers Act Investment

Company Act and any
other applicable federal securities laws and that any

violations are reported to the Internal Compliance Controls Committee and

shall document that review

The Internal Compliance Controls Committee shall promptly report to

Hartford Lifes Board or the Retail or HLS Funds Boards whichever is

appropriate any breach of fiduciary duty owed to Hartford Lifes Board

and/or violations of the federal securities laws of which the Internal

Compliance Controls Committee becomes aware in the course of carrying

out its duties

All employees of the Investment Products Division of Hartford Life shall be

required to receive annual compliance training relating to business ethids

10



all revenue sharing arrangements relating to the sale of fund shares

must be in writing and in form approved by the chief legal officer

of Hartford Life or his delegate

ii all revenue sharing arrangements relating to the sale of variable

annuities offering investment in Hartford Separate Accounts that

invest in the Hartford ilLS Funds must be in writing and in form

approved by Hartford Lifes chief legal officer or his delegate

36 The Respondents agree to undertake the following

Within 90 days of the entry of the Order the Respondents shall appoint

senior level employee who shall be responsible for the following

oversight over compliance matters related to preventing and

detecting conflicts of interests related to the Investment Products

Divisions lines of businesses breaches of fiduciary duty by the

Respondents violations of the federal securities laws by the

Respondents and the creation and maintenance of policies

procedures and/or guidelines relating to the compliance matters

listed in this paragraph

ii procedures designed to ensure that when the Respondents or any

subadviser retained by the Respondents place trades with broker-

dealer that also sells Retail and 1-ILS Funds shares the person

responsible for selecting such broker-dealer is not informed by

Respondents of and does not take into account the broker-dealers

promotion or sale of Retail and HLS Funds shares

The Respondents will annually submit for review and approval by the

Retail and HLS Funds Boards any changes in the disclosures that the

Funds will include in the Funds prospectuses and SAIs about payments

made by Respondents or any of their affiliates to broker-dealers or other

intermediaries relating to the sale of the Retail and HLS Funds shares in

addition to dealer concessions shareholder servicing payments and

payments for services that the Respondents or any of their affiliates

otherwise would provide such as sub-accounting The disclosures shall

state whether such payments are intended to compensate broker-dealers for

various services including without limitation placement on the broker-

dealers preferred or recommended fund list education of personnel

marketing support and other specified services

The Respondents wilt make annual presentations to the Compliance

Committee for the Retail and HLS Funds Boards which shall include an

overview of its revenue sharing arrangements and policies any material



Violations

31 Sections 17a2 and 17a3 of the Securities Act generally prohibit any person

in the offer or sale of securities from making any untrue statement of material fact or omitting to

state material fact necessary in order to make the statements made in light of the circumstances

under which they were made not misleading or engaging in any transaction practice or course of

business which operates or would operate as fraud or deceit upon the purchaser

32 Section 2062 of the Advisers Act prohibits an investment adviser from engaging

in any transaction practice or course of business which operates as fraud or deceit upon any

client or prospective client

33 Section 34b of the Investment Company Act prohibits any person from making

any untrue statement of material fact or omitting to state any fact necessary in order to prevent

the statements made therein in the light of the circumstances under which they were made from

being materially misleading in any registration statement application report account record or

other document filed or transmitted pursuant to the Investment Company Act

34 As result of the conduct described above

Hartford Investment and HL Advisors willfully2 violated Sections 17a2
and 7a3 of the Securities Act Section 2062 of the Advisers Act and

Section 34b of the Investment Company Act

Hartford Distribution caused and willfully aided and abetted Hartford

Investment and HL Advisors violations of Sections 17a2 and 17a3
of the Securities Act and Section 2062 the Advisers Act

Unilertakinas

35 The Respondents have voluntarily undertaken the following

The Respondents formed Disclosure Review Committee designed to

ensure that prospectus and SAl disclosures for investment products are

accurate appropriate timely and where appropriate consistent The

Committee includes senior business leaders compliance officers and

attorneys

The Respondents have appointed senior level employee to implement the

foJlowing written policies and procedures

Wifithily as used in this Order means intentionally committing the act which constitutes the violation Cf

Wonsover SEC 205 F.3d 408 414 D.C Cir 2000 Tager SEC 344 F.2d 2d Cir 1965



percentage of.brokerage commissions based on the broker-dealers future sale or promised future

sale of shares of the Funds and directing brokerage to broker-dealer in exchange for placement

of the Funds on preferred list However with respect to the shelf space arrangements discussed

above Hartford Investment HL Advisors and Hartford Distribution in fact benefited from the

increased sales in the form of increased management fees and/or sales charges they routinely

agreed to direct brokerage to broker-dealer based on anticipated future sales of the Funds and

Hartford Investment and Hartford Distribution specifically negotiated shelf space arrangements in

order for the Funds to be placed on broker-dealers preferred lists and in many cases were

included on preferred list

Hartford Investment HL Advisors and Hartford Distribution Failed to Disclose the Use

of Fund Assets to the Retail and HLS Funds Boards

26 Despite their duty to do so Hartford Investment and 1-IL Advisors failed to disclose

to the Retail and HLS Funds Boards of Directors Boards that Hartford Investment and

Hartford Distribution had entered into shelf space arrangements and that they were meeting their

financial obligations under those arrangements by directing brokerage commissions to broker-

dealers which in turn gave rise to conflict of interest

27 Hartford Investment and HL Advisors as fiduciaries owed duty to the Boards to

tell them about the existence and details of the shelf space arrangements However Hartford

Investment and HL Advisors failed to communicate to the Boards that Hartford Investment and

Hartford Distribution negotiated with at least 61 broker-dealers from 2000 to 2003 to pay specific

percentage of gross sales and/or aged assets for special marketing and distribution services

28 Likewise Hartford Investment and 1-IL Advisors failed to inform the Boards that

Hartford Investment and Hartford Distribution negotiated the right to satist their financial

obligations under the shelf space arrangements with directed brokerage paid with Fund assets

rather than cash out of Hartford Life and its affiliates assets

29 During the relevant period Hartford Distribution was required pursuant to the

Principal Underwriting Agreement that it executed with the Funds to inform the Boards that it

negotiated shelf space arrangements with broker-dealers and that under those arrangements it could

satistS its financial obligation with directed brokerage commissions paid from Fund assets instead

of cash from Hartfords assets yet failed to do so Moreover Hartford Distribution knew that

neither Hartford Investment nor HL Advisors informed the Boards of that practice

30 As result the Boards were not aware of and did not authorize Hartford Investment

and Hartford Distributions use of directed brokerage to satisfy their financial obligations under

their shelf space arrangements Furthermore Hartford Investment and HL Advisors deprived the

Boards of the opportunity to exercise their independent judgment to decide how to use fund assets

in accordance with the best interests of the Retail and HLS Funds shareholders



19 Hartford Investment and Hartfoi1 Distribution treated the shelf space arrangements

as payment obligations They continually tracked the amount of brokerage commissions directed to

broker-dealers so that they knew whether they were satis1ing the terms of the shelf space

arrangements Hartford Investment and Hartford Distribution also received requests for payment

from some of the broker-dealers that reflected the amount of directed brokerage that was due under

the shelf space arrangements

20 In addition on several occasions Hartford Investment and I-IL Advisors adjusted the

total amount of brokerage commissions that they directed to broker-dealers when sales of the Retail

and HLS Funds by the broker-dealers were higher than projected and the amount previously

directed would not satis1 Hartford Investment and Hartford Distributions financial obligations

under their shelf space arrangements

21 Between January 2000 and December 2003 Hartford Investment and HL Advisors

instructed the Retail and HLS Funds subadviser to direct brokerage commissions totaling $51

million to broker-dealers to satist Hartford Investment and Hartford Distributions quid pro quo

shelf space obligations

Hartford Investment and HL Advisors Omitted to State Material Facts to the

Retail and ilLS Funds Shareholders Regardingibe Use of Directed Brokerage

22 Hartford Investment and I-IL Advisors also omitted to state additional material

facts to shareholders regarding the use of directed brokerage Specifically the Retail Funds SAl

and the HLS Funds prospectus stated that they may direct brokerage commissions to broker-

dealers who also sold shares of the Retail and HLS Funds These representations were

misleading

23 Hartford Investment and HL Advisors did not merely direct find portfolio

transactions to broker-dealers in recognition of Fund shares sold by them In fact each year

Hartford Investment and Hartford Distribution calculated their financial obligations to certain

broker-dealers under the negotiated shelf space arrangements that Hartford Investment and

Hartford Distribution had with these broker-dealers and directed the Funds brokerage

commissions to meet their obligations under those arrangements

Hartford Investment and HI Advisors Did Not Follow Their

Own Guidelines for Use of Directed Brokerage

24 During the relevant period Hartford Investment HL Advisors and Hartford

Distribution had written guidelines relating to the direction of brokerage commissions to broker-

dealers They violated these guidelines by directing the Retail and HLS Funds brokerage

commissions to meet their financial obligations under the shelf space arrangements

25 Under these guidelines Hartford Investment HL Advisors and Hartford

Distribution were prohibited among other things from directing brokerage to broker-dealers in

recognition of marketing or referral arrangements that would benefit them directing specific



14 Contrary to those representations Hartford Investment and Hartford Distribution

often used the brokerage commissions generated by the Retail and HLS Funds portfolio

transactions which are assets of the Funds and their shareholders to meet their financial

obligations under the shelf space arrangements

Hartford Investment and HL Advisors Used Directed Brokerage Commissions to

Satisf Hartford Investment and Hartford Distributions Obligations

Under the Shelf Space Arranaements

15 As part of their normal operations the Retail and HLS Funds bought and sold

securities through broker-dealers Hartford Investment and HL Advisors retained an unaffihiated

subadv iser to among other things select broker-dealers to execute these transactions Hartford

Investment and I-IL Advisors as the investment advisers for the Retail Funds and HLS Funds

respectively paid commissions out of the Funds assets to those broker-dealers for the portfolio

transactions that they executed As such the assets used to pay these directed brokerage

commissions were assets of the Funds

16 Hartford Investment and HL Advisors used directed brokerage to meet Hartford

Investment and Hartford Distributions obligations under the shelf space arrangements Had these

obligations been satisfied with cash payments those cash payments would have come from

Hartford Life and its affiliates assets In order to reduce Hartford Life and its affiliates expenses

officers of Hartford Investment and Hartford Distribution instructed their staff that it was their

preference to satisf the financial obligations under the shelf space arrangements by directing

brokerage commissions to broker-dealers rather than paying in cash In fact between January

2000 and December 2003 Hartford Investment and Hartford Distribution successfully negotiated

with at least 61 of the 73 broker-dealers with which they had shelf space arrangements the right to

satis1 at least portion of their financial obligations by directing certain amount of portfolio

transactions to those broker-dealers

17 Hartford lnvestment and Hartford Distribution frequently calculated the amount of

brokerage commissions to direct to broker-dealer by projecting the sales of that particular broker-

dealer for the next year and then multiplying an agreed upon percentage The resuJting dollar

amount represented the amount of brokerage that Hartford Investment or HL Advisors would be

required to direct to that broker-dealer to satisf Hartford Investment and Hartford Distributions

financial obligations under the shelf space arrangements

18 When Hartford Investment and HL Advisors used directed brokerage instead of

cash to meet Hartford Investment and Hartford Distributions obligations under the shelf space

arrangements they were often required to gross up or direct additional brokerage commissions

to the broker-dealer above the agreed-upon cash amount to cover the transaction costs associated

with executing the find portfolio transactions Thus Hartford Investment and HL Advisors had to

direct an average of 1.3 times the amount of brokerage commissions that it would have paid in

cash to satisi an equivalent amount of their obligation under their shelf space arrangements



Specifically Hartford Investment and Hartford Distribution typically agreed to

remunerate broker-dealers for the special marketing and distribution benefits based on either

specific percentage of gross sales of the Retail and HLS Funds or the value of Hartford Fund

shares held by the broker-dealers customers for more than one year aged assets or in some

cases both

The special marketing and distribution benefits that Hartford Investment I-IL

Advisors and Hartford Distribution received were referred to as shelf space and included

inclusion ofthe Funds on the broker-dealers preferred list of mutual finds participation in the

broker-dealers national and regional conferences which were held to educate and train registered

representatives regarding the Retail and HLS Funds access to the broker-dealers sales force links

to Hartfords website from the broker-dealers websites and articles in the broker-dealers

publications highlighting new products and services

10 The purpose behind these special marketing and distribution benefits was to

incentivize broker-dealers to increase sales of the Retail and HLS Funds Fund families that did

not enter into shelf space arrangements typically did not receive these benefits As the Funds

advisers Hartford Investment and I-IL Advisors benefited from these special benefits because an

increase in sales of Funds resulted in an increasejn the investment management fee Hartford

Investment and Hi Advisors received Likewise as the Funds distributors and underwriters

Hartford Investment and Hartford Distribution benefited because as sales of the Retail and HLS

Funds increased so did the amount of sales charges they received

Hartford Investment and HL Advisors Represented in the Retail and HLS Funds Public

Filings That the Shelf Space Arrangements Were Not Paid For BYSharehplders

II The Retail and HLS Funds provided prospectuses and statements of additional

information SAlto Fund shareholders Hartford Investment and HL Advisors prepared and

distributed the Retail and IlLS Funds prospectuses and SAIs and thus were responsible for

ensuring that they were accurate

12 Hartford Investment and HL Advisors made some disclosure of shelf space

payments but misrepresented that the shelf space was not paid for by shareholders Specifically

Hartford Investment disclosed in its Retail Funds prospectuses that

ADDITIONAL COMPENSATION TO BROKERS In addition to

the commissions described above the distributor pays additional

compensation to dealers based on number of factors described in

the fund statement of additional information This additional

compensation is not paid by you added

13 Similarly both the Retail and HLS Funds SAl misrepresented that shareholders do

not pay for shelf space Specifically the SAls represented that Hartford Investment Hartford

Distribution and their affiliates pay out of their own assets compensation to brokers-dealers for

shelf space



and variable insurance products I-IL Advisors is responsible for managing the investment

activities of the Hartford HLS Funds either directly or through subadvisers it selects As of June

30 2005 HL Advisors managed approximately $58.8 billion in assets

Hartford Securities Distribution Company Inc is Connecticut corporation

located in Simsbury Connecticut Hartford Distribution has been registered as broker-dealer

with the Commission since 1995 Hartford Distribution is the distributor and underwriter for the

HLS Funds and group and registered annuity products Prior to November 1998 Hartford

Distribution also served as the distributor and underwriter for the Retail Funds after which

Hartford Investment replaced Hartford Distribution in that role

Other Relevant Entity

Hartford Life Inc Hartford Life is Delaware corporation located in

Simsbury Connecticut and is the parent company to Hartford Investment I-IL Advisors and

Hartford Distribution among others The Respondents are operated by many of the same officers

and employees They also share finance legal and administrative flnctions As result each

Respondent knew of the role the others played with respect to shelf space and directed brokerage

Hartford Financial Services Group Inc Hartford is the parent company to Hartford Life

Hartford is one of the nations largest financial services and insurance companies with 2004

revenues of $22.7 billion As of September 30 2005 Hartford had total assets of $280.5 billion

The financial information of Hartford Investment HL Advisors and Hartford Distribution is

incorporated in the consolidated financial statements of Hartford Life which in turn is

incorporated in the consolidated financial statements of Hartford

Overview

Between 2000 and 2003 Hartford offered and sold more than 20 million shares of

the Retail Funds and 44 million shares of the HLS Funds

From at least January 2000 through December 2003 Hartford Investment and HL

Advisors with Hartford Distributions knowledge made material misrepresentations and omitted to

state material facts to the Retail and HLS Funds collectively the Funds shareholders and Boards

of Directors relating to their use of $51 million of Fund assets in the form of directed brokerage

commissions to satisf financial obligations to certain broker-dealers for the marketing and

distribution of the Retail and HLS Funds

Hartford Investment and Hartford Distribution Entered into Financial Arrangements

with Broker-Dealers for Shelf Spg

From at least January 2000 through December 2003 Hartford Investment and

Hartford Distribution with the knowledge and approval of HL Advisors negotiated and entered

into revenue sharing agreements with 73 broker-dealers as quid pro quo for special marketing

and distribution benefits for the Retail Funds and the HLS Funds respectively



of 1940 Investment Company Act HL Investment Advisors LLC HL Advisors

pursuant to Section 8A of the Securities Act Sections 203e and 203k ofthe Advisers Act and

Sections 9b and 9t of the Investment Company Act and Hartford Securities Distribution

Company Inc Hartford Distribution pursuant to Section 8A of the Securities Act Section

15b of the Exchange Act Section 203k of the Advisers Act and Sections 9b and 9f of the

Investment Company Act

II

In anticipation of the institution of these proceedings the Respondents have submitted an

Offer of Settlement the Offer which the Commission has determined to accept Solely for the

purpose of these proceedings and any other proceedings brought by or on behalf of the

Commissionor to which the Commission is party and without admitting or denying the findings

herein except as to the Commissionsjurisdiction over them and the subject matter of these

proceedings which are admitted Respondents consent to the entry of this Order Instituting

Administrative and Cease-and-Desist Proceedings Making Findings and Imposing Remedial

Sanctions and Cease-and-Desist Order Pursuant to Section 8A of the Securities Act of 1933

Section 15b of the Securities Exchange Act of 1934 Sections 203e and 203k of the

Investment Advisers Act of 1940 and Sections 9b and 9f of the Investment Company Act of

1940 Order as set forth below

lIT

On the basis of this Order and Respondents Offer the Commission finds that

Respondents

Hartford Investment Financial Services LLC is Delaware limited liability

company located in Simsbury Connecticut It has been registered as both an investment adviser

and broker-dealer with the Commission since 1997 Hartford Investment is the investment adviser

distributor and underwriter for the 51 Hartford retail mutual funds 44 of which are series of the

Hartford Mutual Funds Inc and of which are series of The Hartford Mutual Funds II Inc

collectively the Retail Funds Hartford Investment is responsible for managing the investment

activities of the Retail Funds either directly or through subadvisers it selects As of June 30 2005
Hartford Investment managed approximately $26.7 billion in assets

ilL Investment Advisors LLC is Connecticut limited liability company located

in Simsbury Connecticut It has been registered as an investment adviser with the Commission

since 1986 I-IL Advisors is the investment adviser for the 36 funds supporting Hartfords variable

and fixed annuity products 26 of which are series of the Hartford HLS Series Funds Inc and 10

of which are series of the Hartford HLS Series Funds II Inc collectively the HLS Funds
These two series funds constitute the only investment options underlying the variable annuities

The findings herein are male pursuant to Respondents Offer of Settlement and are not binding on any other

person or entity in this or any other proceeding



UNITED STATES OF AMERICA
Before the

SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933

Release No 8750 November 2006

SECURITIES EXCHANGE ACT OF 1934

Release No 54720 November 2006

INVESTMENT ADVISERS ACT OF 1940

Release No 2567 November 2006

INVESTMENT COMPANY ACT OF 1940

Release No 27549 November 2006

ADMiNISTRATIVE PROCEEDING
File No 3- 12476

In the Matter of

HARTFORD INVESTMENT
FINANCIAL SERVICES LLC IlL

INVESTMENT ADVISORS LLC
AND HARTFORD SECURITIES

DISTRIBUTION COMPANY INC

Respondents

ORDER INSTITUTING

ADMINISTRATIVE AND CEASE-AND-

DESIST PROCEEDINGS MAKING
1NDINGS AND IMPOSING REMEDIAL
SANCTIONS AND CEASE-AND-DESIST

ORDER PURSUANT TO SECTION 8A OF
THE SECURITIES ACT OF 1933

SECTION 15b OF THE SECURITIES

EXCHANGE ACT OF 1934 SECTIONS

203e AND 203k OF THE INVESTMENT
ADVISERS ACT OF 1940 AND SECTIONS

9b AND 91 OF THE INVESTMENT
COMPANY ACT of 1940

The Securities and Exchange Commission Commission deems it appropriate and in the

public interest that public administrative and cease-and-desist proceedings be and hereby are

instituted against Hartford Investment Financial Services LLC Hartford Investment

pursuant to Section 8A of the Securities Act of 1933 Securities Act Section 15b of the

Securities Exchange Act of 1934 Exchange Act Sections 203e and 203k of the Investment

Advisers Act of 1940 Advisers Act and Sections 9b and 9f of the Investment Company Act
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Schedule

Sub-Adviser Compensation

Average Daily Net Assets Annual Rate

All Assets At Cost



Schedule

List of Funds

THE HARTFORD MUTUAL FUNDS INC

ON BEHALF OF

The Hartford Balanced Allocation Fund

The Hartford Conservative Allocation Fund

The Hartford Equity Growth Allocation Fund

The Hartford Floating Rate Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Growth Allocation Fund

The Hartford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford Income Fund

The Hartford Income Allocation Fund

The Hartford Inflation Plus Fund

The Hartford MidCap Growth Fund

The Hartford Money Market Fund

The Hartford Select MidCap Value Fund

The Hartford Short Duration Fund

The Hartford Small Company Fund

The Hartford Strategic Income Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2015 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2025 Fund

The Hartford Target Retirement 2030 Fund

The Hartford Target Retirement 2035 Fund

The Hartford Target Retirement 2040 Fund

The Hartford Target Retirement 2045 Fund

The Hartford Target Retirement 2050 Fund

The Hartford Total Return Bond Fund



IN WITNESS WHEREOF the parties hereto have caused this Agreement to be executed as of October 2009

Hartford Investment Financial Services LLC

By Is/Robert Arena Jr

Name Robert Arena Jr

Title President

Hartford Investment Management Company

By Is/James Scott Fox

Name James Scott Fox

Title Chief Operating Officer and Managing
Director



Il Nothing in this Agreement shall limit or restrict the right of any partner officer or employee of the Sub-Adviser to engage in any

business or to devote his or her time and attention in part to the management or other aspects of any other business whether of similar

nature or dissimilar nature nor to limit or restrict the right of the Sub-Adviser to engage in any other business orto render services of any

kind to any other corporation ftim individual or association

12 The Adviser agrees that neither it nor any
affiliate of the Adviser will use the Sub-Advisers name or refer to the Sub-Adviser or

the Sub-Advisers clients in marketing and promotional materials without prior notification to and authorization by the Sub-Adviser such

authorization not to be unreasonably withheld

13 If any provision of this Agreement shall be held or made invalid by court decision statute rule or otherwise the remainder of

this Agreement shall not be affected thereby

14 This Agreement including the schedules hereto constitutes the entire understanding between the parties pertaining to the subject

matter hereof and supersedes any prior agreement between the parties on this subject matter

15 The amendment of this Agreement for the sole purpose of adding one or more Portfolios shall not be deemed an amendment

affecting an already existing Portfolio and requiring the approval of shareholders of that Portfolio The amendment of Schedule and/or

Schedule to this Agreement for the sole purpose of adding or deleting one or more Portfolios or iimaking other non-material

changes to the information included in the Schedule shall not be deemed an amendment of this Agreement

16 To the extent that federal securities laWS do not apply this Agreement and all performance hereunder shall be governed by the

laws of the State of Connecticut which apply to contracts made and to be performed in the State of Connecticut

The remainder of this page is left blank intentionally



Agreement or interested persons of any such party cast in person at meeting called for the purpose of voting on this Agreement

This Agreement may be terminated with
respect to each Portfolio at any time without the payment of any penalty

either by vote of the members of the Board of Directors of the Company or by vote of majority of any Portfolios outstanding voting

securities or by the Adviser on written notice to the Sub-Adviser shall immediately terminate in the event of its assignment may
be terminated by the Sub-Adviser on ninety days prior written notice to the Adviser but such termination will not be effective until the

Adviser shall have contracted with one or more persons to serve as successor sub-adviser for the Portfolio or the Adviser or an affiliate

of the Adviser agrees to manage the Portfolio and such persons shall have assumed such position and will terminate automatically

upon termination of the advisory agreement between the Adviser and the Company of even date herewith

As used in this Agreement the terms assignment interested parties and vote of majority of the Companys

outstanding voting securities shall have the meanings set forth for such terms in the Investment Company Act of 1940 as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid to the other

party or parties at the current office address provided by each party

10 The Adviser represents and warrants to the Sub-Adviser on an on-going basis that

Each Portfolio is Qualified Purchaser within the meaning of Investment Company Act of 1940 and

Each Portfolio is Qualified Eligible Person as defined in the Commodity Futures Trading Commission CFTC
Rule 4.7 and is either member of or exempt from any requirement to become member of the National Futures Association and will

maintain and renew such membership or exemption during the term of this Agreement

The Adviser acknowledges that the Sub-Adviser has been authorized to invest in futures and other exchange traded

derivatives for each Portfolio other than The Hartford Money Market Fund and Hartford Money Market HLS Fund In order to invest in

such futures and exchange traded derivatives the Sub-Adviser which is registered with the CFTC as Commodities Trading Adviser

intends to operate each Portfolio as an exempt account under CFTC Rule 4.7

PURSUANT TO AN EXEMPTION FROM THE COMMODITY FUTURES TRADING COMMISSION IN CONNECTION WITH

ACCOUNTS OF QUALIFIED ELIGIBLE PERSONS THIS AGREEMENT IS NOT REQUIRED TO BE AND HAS NOT BEEN
FILED WITH THE COMMODITY FUTURES TRADING COMMISSION THE COMMODITY FUTURES TRADING

COMMISSION DOES NOT PASS UPON THE MERITS OF PARTICIPATING INA TRADING PROGRAM OR UPON THE

ADEQUACY OR ACCURACY OF COMMODITY TRADING ADVISOR DISCLOSURE CONSEQUENTLY THE COMMODITY
FUTURES TRADING COMMISSION HAS NOT REVIEWED OR APPROVED THIS AGREEMENT



Adviser and subject further to such policies and instructions as the Board of Directors or the Adviser may from time to time establish and

deliver to the Sub-Adviser

In addition the Sub-Adviser will cause the Portfolios to comply with the requirements ofa Section 85 lbX2 of the Internal

Revenue Code of 1986 as amended the Code regaiding derivation of income from specified investment activities and Section 851

bX3 of the Code regarding diversification of the Portfolios assets

The Sub-Adviser will select the brokers or dealers that will execute the purchases and sales of portfolio securities for the

Portfolios and place in the name of each Portfolio or its nominees all such orders When placing such orders the Sub-Adviser shall use

its best efforts to obtain the best net security price available for each Portfolio Subject to and in accordance with any directions that the

Board of Directors or the Adviser may issue from time to time the Sub-Adviser may also be authorized to effect individual securities

transactions at commission rates in excess of the minimum commission rates available if the Sub-Adviser determines in good faith that

such amount of commission is reasonable in relation to the value of the brokerage or research services provided by such broker or dealer

viewed in terms of either that particular transaction or the Sub-Advisers overall responsibilities with respect to the Portfolios and the Sub-

Advisers other advisory clients The execution of such transactions shall not be deemed to represent an unlawful act or breach of any duty

created by this Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

information relating to portfolio transactions as they may reasonably request

As compensation for the performance of the services by the Sub-Adviser hereunder the Adviser as promptly as possible1

afier the last day of each calendar year quarter will pay the Sub-Adviser the equivalent of all direct and indirect expenses incurred in

connection with the performance of its duties under this Agreement as set forth in Schedule attached hereto

Portfolios

The Sub-Adviser will not be entitled to receive any payment for the performance of its services hereunder from the

The Sub-Adviser agrees to notif the Adviser of any change in the Sub-Advisers personnel that are directly involved in

the management of the Portfolios within reasonable time following the occurrence of such change

The Sub-Adviser shall not be liable for any loss or losses sustained by reason of any investment including the purchase holding

or sale of any security as long as the Sub-Adviser shall have acted in good faith and with due care provided however that no provision in

this Agreement shall be deemed to protect the Sub-Adviser and the Sub-Adviser shall indemnii the Adviser for any and all loss damage

judgment fine or award paid in settlement and attorneys fees related to the Sub-Advisers willful misfeasance bad faith or negligence in

the perfbrmance of its duties or by reason of its reckless disregard of its obligations and duties under this Agreement

This Sub-Advisory Agreement shall become effective on October 2009 This Agreement unless sooner terminated in

accordance with 9b below shall continue in effect from year to year thereafter provided that its continuance is specifically approved at

least annually by vote of the majority of the members of the Board of Directors of the Company or by vote of majority of the

outstanding voting securities of each Portfolio and in either event by the vote of majority of the members of the Companys Board

of Directors who are not parties to this
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EXHIBIT D.III

INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford Investment Financial Services LLC Delaware

limited liability company the Adviser and Hartford Investment Management Company Delaware corporation the Sub-Adviser

WHEREAS the Adviser has entered into an agreement for the provision of investment management services to The Hartford

Mutual Funds Inc the Company including each of its series listed on Schedule hereto as it may be amended from time to time

each Portfolio and together the Portfolios and

WHEREAS the Adviser wishes to engage the services of the Sub-Adviser as sub-adviser to the Portfolios listed in Schedule as

it may be amended from time to time and

WHEREAS the Sub-Adviser is willing to provide investment advisory services to the Portfolios
upon the terms and conditions

and for the compensation hereinafter set forth

NOW THEREFORE in consideration of the promises and mutual agreements herein contained the parties hereto agree as

follows

The Adviser hereby employs the Sub-Adviser to serve as sub-adviser with respect to the assets of the Portfolios and to perform
the services hereinafter set forth subject to the terms and conditions of the investment objectives policies and restrictions of each Portfolio

and the Sub-Adviser hereby accepts such employment and agrees during such period to assume the obligations herein set forth for the

compensation herein provided

The Sub-Adviser shall evaluate and implement an investment program appropriate for each Portfolio which program shall be

amended and updated from time to time as financial and other economic conditions change as determined by the Adviser and the Sub-

Adviser

The Sub-Adviser in consultation with the Adviser when appropriate will make all determinations with respect to the investment

of the assets of the Portfolios and the purchase or sale of portfolio securities and shall take such steps as may be necessary to implement

the same Such determinations and services shall include advising the Companys Board of Directors of the manner in which voting rights

rights to consent to corporate action and any other non-investment decisions pertaining to Portfolios securities should be exercised

The Sub-Adviser will regularly furnish reports with respect to the Portfolios at periodic meetings of the Companys Board of

Directors and at such other times as may be reasonably requested by the Companys Board of Directors which reports shall include the

Sub-Advisers economic outlook and investment strategy and discussion of the portfolio activity and the performance of the Portfolios

since the last report Copies of all such reports shall be furnished to the Adviser for examination and review within reasonable time prior

to the presentation of such reports to the Companys Board of Directors

The Sub-Adviser shall manage each Portfolio in conformity with the Companys Articles of Incorporation and By-laws each as

amended from time to time and the Investment Company Act of 1940 as amended other applicable laws and to the investment

objectives policies and restrictions of each Portfolio as set forth in the Portfolios prospectus and statement of additional information or

any investment guidelines or other instructions received in writing from the



12 HIFSCO agrees that neither it nor any affiliate of HIFSCO will use HIMCOs

name or refer to HIMCO or HIMCOs clients in marketing and promotional

materials without prior notification to and authorization by HIMCO such

authorization not to be unreasonably withheld

13 If any provision of this Agreement shall be held or made invalid by court

decision statute rule or otherwise the remainder of this Agreement shall

not be affected thereby

14 The amendment of this Agreement for the sole purpose of adding one or more

Portfolios shall not be deemed an amendment affecting an already existing

Portfolio and requiring the approval o.f shareholders of that Portfolio

15 To the extent that federal securities laws donot apply this Agreement and

all performance hereunder shall be governed by the laws of the State of

PAGE

Connecticut which apply to contracts made and to be performed in the State

of Connecticut

IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

executed on the 3rd day of March l997

HARTFORD INVESTMENT FINANCIAL

SERVICES COMPANY

Is Joseph Gareau

By Joseph Gareau

Title Executive Vice President

THE HARTFORD INVESTMENT

MANAGEMENT COMPANY

Is Andrew Kohnke

By Andrew Kohnke

Title Managing Director
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ARTHUR ANDERSEN LLP

CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS

As independent public accountants we hereby consent to the use of our report

and to all references to our Firm included in or made part of this



investment including the purchase holding or sale of any security as long

as HIMCO shall have acted in good faith and with due care provided
however that no provision in this Agreement shall be deemed to protect
HIMCO against any liability to the Company or its shareholders by reason of

its willful misfeasance bad faith or gross negligence in the performance
of its duties or by reason of its reckless disregard of its obligations and

duties under this Agreement

This Agreement shall become effective on March 1997 shall continue
in effect for the same term as the Principal Advisory Contract and

shall be submitted to the Companys Board of Directors for reapproval
at the same time as the Principal Advisory Contract This Agreement
unless sooner terminated in accordance with 9b below shall continue

in effect from year to year thereafter provided that its continuance
is specifically approved at least annually by vote of the

majority of the members of the Board of Directors of the Company or by

vote of majority of the outstanding voting securities of each

Portfolio and in either event by the vote of majority of the

members of the Companys Board of Directors who are not parties to

this Agreement or interested persons of any such party cast in person
at meeting called for the purpose of voting on this Agreement

This Agreement may be terminated with respect to each Portfolio at

any time without the payment of any penalty either by vote of the

members of the Board of Directors of the Company or by vote of

majority of any Portfolios outstanding voting securities or by
HIFSCO on sixty days prior written notice to HIMCO shall

immediately terminate in the event of its assignment may be

terminated by HIMCO on sixty days prior written notice to HIFSCO but

such termination will not be effective until HIFSCO shall have
contracted with one or more persons to serve as successor to HIMCO

for the Portfolio or HIMCO or an affiliate of HIMCO agrees to manage
the Portfolio and such persons shall have assumed such position
and will terminate automatically upon termination of the

investment management agreement between HIFSCO and the Company of even
date herewith

PAGE

As used in this Agreement the terms assignment interested

parties and vote of majority of the Companys outstanding voting
securities shall have the meanings set forth for such terms in the

Investment Company Act of 1940 as amended

Any notice under this Agreement shall be given in writing addressed

and delivered or mailed postpaid to the other party or parties at

the current office address provided by each party

10 Nothing in this Agreement shall limit or restrict the right of any partner
officer or employee of HIMCO to engage in any business or to devote his or

her time and attention in part to the management or other aspects of any
other business whether of similar nature or dissimilar nature nor to

limit or restrict the right of HIMCO to engage in any other business or to

render services of any kind to any other corporation firm individual or

association

11. It is the intention of the parties hereto that by this Agreement HIMCO

shall provide HIFSCO with such investment management and advisory services

as may be required by HIFSCO in managing and advising the Portfolios

pursuant to the terms of the Principal Advisory Contract No provision of

this Agreement shall be construed or interpreted to grant HIMCQ any right

or authority not granted to HIESCO under the Principal Advisory Contract
or to impose on HIMCO any duty or obligation not otherwise imposed on

HIESCO under the Principal Advisory Contract



HIMCO shall evaluate and implement an investment program appropriate for

each Portfolio which shall be amended and updated from time to time as

financial and other economic conditions change as determined by HIFSCO and

HIMCO

HIMCO in consultation with HIFSCO when appropriate will make all

determinations with respect to the investment of the assets of the

Portfolios and the purchase or sale of portfolio securities and shall take

such steps as may be necessary to implement the same Such determinations

and services shall include advising the Companys Board of Directors of the

manner in which voting rights rights to consent to corporate action and

any other

PAGE

noninvestment decisions pertaining to Portfolios securities should be

exercised

HIMCO will regularly furnish reports with respect to the Portfolios at

periodic meetings of the Companys Board of Directors and at such other

times as may be reasonably requested by the Companys Board of Directors

which reports shall include HIMCOs economic outlook and investment

strategy and discussion of the portfolio activity and the performance of

the Portfolios since the last report Copies of all such reports shall be

furnished to HIFSCO for examination and review within reasonable time

prior to the presentation of such reports to the Companys Board of

Directors

HIMCO shall manage each Portfolio in conformity with the Companys Articles

of Incorporation and Bylaws each as amended from time to time and the

Investment Company Act of 1940 as amended other applicable laws and to

the investment objectives policies and restrictions of each Portfolio as

set forth in the Portfolios prospectus and statement of additional

information or any investment guidelines or other instructions received in

writing from HIFSCO and subject further to such policies and instructions

as the Board of Directors of HIFSCO may from time to time establish and

deliver to HIMCO

HIMCO will select the brokers or dealers that will execute the purchases

and sales of portfolio securities for the Portfolios and place in the name

of each Portfolio or its nominees all such orders When placing such

orders HIMCO shall use its best efforts to obtain the best net security

price available for each Portfolio Subject to and in accordance with any

directions that the Board of Directors may issue from time to time HIMCO

may also be authorized to effect individual securities transactions at

commission rates in excess of the minimum commission rates available if

HIMCO determines in good faith that such amount of commission was

reasonable in relation to the value of the brokerage or research services

provided by such broker or dealer viewed in terms of either that

particular transaction or HIMCOs overall responsibilities with respect to

the Portfolios and HIMCOs other advisory clients The execution of such

transactions shall not be deemed to represent an unlawful act or breach of

any duty created by this Agreement or otherwise HIMCO will promptly

communicate to the Board of Directors such information relating to

portfolio transactions as they may reasonably request

As compensation for the performance of the services by HIMCO hereunder

HIFSCO shall as promptly as possible after the last day of each calendar

PAGE

year quarter pay HIMCO the equivalent of all direct and indirect expenses

incurred in the performance of its duties under this Agreement

HIMCO shall not be liable for any loss or losses sustained by reason of any



By /5/ Joseph Gareau

Name Joseph Gareau

Title Executive Vice President

WELLINGTON MANAGEMENT COMPANY LLP

By Is Robert Doran

Name Robert Doran
Title Chairman
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EXHIBIT 5.4

INVESTMENT SERVICES AGREEMENT WITH
HARFORD INVESTMENT MANAGEMENT COMPANY

PAGE

INVESTMENT SERVICES AGREEMENT

This investment services agreement made by and between Hartford Investment
Financial Services Company Delaware corporation HIFSCO and The Hartford
Investment Management Company Delaware corporation HIMCO

WHEREAS HIFSCO has entered into an agreement for the provision of
investment management services the Principal Advisory Contract to the ITT
Hartford Mutual Funds Inc the Company currently comprised of the ITT
Hartford Small Company Fund ITT Hartford Capital Appreciation Fund ITT
Hartford International Opportunities Fund ITT Hartford Dividend and Growth
Fund ITT Hartford Stock Fund ITT Hartford Advisers Fund ITT Hartford Bond
Income Strategy Fund and ITT Hartford Money Market Fund and

WHEREAS HIFSCO wishes to engage HIMCO to provide investment management
services to the ITT Hartford Bond Income Strategy Fund and ITT Hartford Money
Market Fund each Portfolio and together the Portfolios and

WHEREAS HIMCO is willing to perform such services on behalf of the
Portfolios upon the terms and conditions and for the compensation hereinafter
set forth

NOW THEREFORE in consideration of the promises and mutual agreements
herein contained the parties hereto agree as follows

HIFSCO hereby employs HINCO to provide investment management services with
respect to the assets of the Portfolios and to perform the services
hereinafter set forth subject to the terms and conditions of the investment
objectives policies and restrictions of each Portfolio and HIMCO hereby
accepts such employment and agrees during such period to assume the
obligations herein set forth for the compensation herein provided
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MidCap Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $00 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2167%

Effectlve January 2011 the fee schedule for the MidCav Fund Ic restated asfollows

MidCap Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2333%

MidCap Value Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2 167%

Small Company Fund

Average Daily Net Assets Annual Rate

All Assets 0.3750%



Equity income Fund and Value Fund

Average Daily Net Assets Annual Rate

First $50 million 0.3500%

Next $100 million 0.2750%

Next $350 million 0.2250%

Amount over $500 million 0.1750%

Fundamental Growth Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Amount over $l50 million 0.2500%

Global Growth Fund and International Opportunities Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2000%

Global Health Fund

Average Daily Net Assets Annual Rate

First $100 million 0.4500%

Next $400 million 0.3500%

Amount over $500 million 0.3000%

International Growth Fund

Average Daily Net Assets Annul Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2250%

International Small Company Fund

Average Daily Net Assets Annual Rate

First $50 million 0.4000%

Next $100 million 0.3500%

Amount over $150 million 0.2750%



Schedule

Sub-Adviser Compensation

Advisers Fund

Average Daft_y Net Assets Annual Rate

First $50 million 0.2200%

Next$l00million 0.1800%

Next $350 million 0.1500%

Amount over $500 million 0.1250%

Balanced Income Fund

Average Daily Net Assets Annual Rate

First $250 million 0.2700%

Next $250 million 02200%

Next $500 million 0.2 100%

Amount over $1 billion 0.1700%

Capital Appreciation Fund

Average Daily Net Assets Annual Rate

All Assets 0.2 500%

Capital Appreciation II Fund and Global Equity Fund

Averag Daily Net Assets Annual Rate

First $250 million 0.5000%

Next $250 million 0.4500%

Next $500 million 0.4000%

Amount Over $1 billion 0.3500%

Disciplined Equity Fund Dividend and Growth Fund and Stock Fund

Average Daily Net Assets Annual Rate

First $50 million 0.3250%

Next $100 million 0.2500%

Next $350 million 02000%

Amount over $500 million 0.1500%

Diversified International Fund

Average Daily Net Assets Annual Rate

First $250 million
0.5300%

Next $250 million 0.4800%

Next $500 million 0.4 300%

Amount over $1 billion 0.4100%



Schedule

List of Funds

THE HARTFORD MUTUAL FUNDS INC

ON BEHALF OF

The Hartford Advisers Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation Il Fund

The Hartford Disciplined Equity Fund

The Hartford Diversified International Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Income Fund

The Hartford Fundamental Growth Fund

The Hartford Global Equity Fund

The Hartford Global Growth Fund

The Hartford Global Health Fund

The Hartford International Growth Fund

The Hartford International Opportunities Fund

The Hartford International Small Company Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Value Fund



flsl WITNESS WI-IEREOF the parties hereto have caused this Agreement to be executed as of October 12009

Hartford Investment Financial Services LLC

By is Robert Arena Jr

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

By is Brendan Swords

Name Brendan Swords

Title Senior Vice President



15 To the extent that federal securities laws do not apply this Agreement and all performance hereunder shall be governed by the

laws of the State of Connecticut which apply to contracts made and to be performed in the State of Connecticut
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This Sub-Advisory Agreement shall become effective on October 2009 This Agreement unless sooner terminated in

accordance with 9b beIw shall continue in effect from year to year thereafter provided that its continuance is specifically approved at

least annually by vote of the majority of the members of the Board of Directors of the Company or by vote of majority of the

outstanding voting securities of each Portfolio and in either event by the vote of majority of the members of the Companys Board

of Directors who are not parties to this Agreement or interested persons of any such party cast in
person at meeting called for the

purpose of voting on this Agreement

This Agreement may be terminated with respect to each Portfolio at any time without the payment of any penalty

either by vote of the members of the Board of Directors of the Company orby vote of majority of any Portfolios outstanding voting

securities or by the Adviser on written notice to the Sub-Adviser shall immediately terminate in the event of its assignment may
be terminated by the Sub-Adviser on ninety days prior written notice to the Adviser but such termination will not be effective until the

Adviser shall have contracted.with one or more persons to serve as successor sub-adviser for the Portfolio or the Adviser or an affiliate

of the Adviser agrees to manage the Portfolio and such persons shall have assumed such position and will terminate automatically

upon termination of the advisory agreement between the Adviser and the Company of even date herewith

As used in this Agreement the terms assignment interested parties and vote of majority of the Companys

outstanding voting securities shall have the meanings set forth for such terms in the Investment Company Act of 1940 as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid to the other

party or parties at the current office address provided by each party

10 Nothing in this Agreement shall limit or restrict the right of any partner officer or employee of the Sub-Adviser to engage in any

business or to devote his or her time and attention in part to the management or other aspects of any other business whether of similar

nature or dissimilar nature nor to limit or restrict the rigjit of the Sub-Adviser to engage in any other business or to render services of any

kind to any other corporation finn individual or association

II The Adviser agrees that neither it nor any affiliate of the Adviser will use the Sub-Advisers name or refer to the Sub-Adviser or

the Sub-Advisers clients in marketing and promotional materials without prior notification to and authorization by the Sub-Adviser such

authorization not to be unreasonably withheld

12 If any provision of this Agreement shall be held or made invalid by court decision statute rule or otherwise the remainder of

this Agreement shall not be affected thereby

13 This Agreement including the schedules hereto constitutes the entire understanding between the parties pertaining to the subject

matter hereof and supersedes any prior agreement between the parties on this subject matter

14 The amendment of this Agreement for the sole purpose of adding one or more Portfolios shall not be deemed an amendment

affecting an already existing Portfolio and requiring the approval of shareholders of that Portfolio The amendment of Schedule and/or

Schedule to this Agreement for the sole purpose of adding or deleting one or more Portfolios or iimaking other non-material

changes to the information included in the Schedule shall not be deemed an amendment of this Agreement



such policies and instructions as the Board of Directors or the Adviser may from time to time establish and deliver to the Sub-Adviser

In addition the Sub-Adviser will cause the Portfolios to comply with the requirements ofa Section 85 lb2 of the Internal

Revenue Code of 1986 as amended the Code regarding derivation of income from specified investment activities and Section 851

b3 of the Code regarding diversification of the Portfolios assets

The Sub-Adviser will select the brokers or dealers that will execute the purchases and sales of portfolio securities for the

Portfolios and place in the name of each Portfolio or its nominees all such orders When placing such orders the Sub-Adviser shall use

its best efforts to obtain the best net security price available for each Portfolio Subject to and in accordance with any directions that the

Board of Directors or the Adviser may issue from time to time the Sub-Adviser may also be authorized to effect individual securities

transactions at commission rates in excess of the minimum commission rates available if the Sub-Adviser determines in good faith that

such amount ofcommission is reasonable in relation to the value of the brokerage or research services provided by such broker or dealer

viewed in terms of either that particular transaction or the Sub-Advisers overall responsibilities with respect to the Portfolios and the Sub-

Advisers other advisory clients The execution of such transactions shall not be deemed to represent an unlawful act or breach of any duty

created by this Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

information relating to portfolio transactions as they may reasonably request

As compensation for the performance of the services by the Sub-Adviser hereunder the Adviser shall pay to the Sub-

Adviser as promptly as possible after the last day of each calendar year quarter fee accrued daily and paid quarterly as shown on

Schedule attached hereto

The Sub-Adviser may waive all or portion of its fees from time to time as agreed between the parties

If it is necessary to calculate the fee for period of time that is not calendar quarter then the fee shall be calculated at the

annual rates provided in Schedule but prorated for the number of days elapsed in the period in question as percentage
of the total

number of days in such period iibased upon the average of each Portfolios daily net asset value for the period in question and iii paid

within reasonable time after the close of such period

The Sub-Adviser will bear all expenses in connection with the performance of its services under this Agreement

The Sub-Adviser will not be entitled to receive any payment for the performance of its services hereunder from the

Portfolios

The Sub-Adviser agrees to notify the Adviser of any change in the Sub-Advisers personnel that are directly involved in

the management of the Portfolios within reasonable time following the occurrence of such change

The Sub-Adviser shall not be liable for any loss or losses sustained by reason of any investment including the purchase holding

or sale of any security as long as the Sub-Adviser shall have acted in good faith and with due care provided however that no provision in

this Agreement
shall be deemed to protect the Sub-Adviser and the Sub-Adviser shall indemnify the Adviser for any and all loss damage

judgment fine or award paid in settlement and attorneys fees related to the Sub-Advisers willful misfeasance bad faith or gross

negligence in the performance of its duties or by reason of its reckless disregard of its obligations and duties under this Agreement

SI
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EXHIBIT D.H
INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford Investment Financial Services LLC Delaware

limited liability company the Adviser and Wellington Management Company LLP Massachusetts limited liability partnership the

Sub-Adviser

WHEREAS the Adviser has entered into an agreement for the provision of investment management services to The Hartford

Mutual Funds Inc the Company including each of its series listed on Schedule hereto as it may be amended from time to time

each Portfolio and together the Portfolios and

WHEREAS the Adviser wishes to engage the services of the Sub-Adviser as sub-adviser to the Portfolios listed in Schedule as

it may be amended from time to time and

WHEREAS the Sub-Adviser is willing to provide investment advisory services to the Portfolios upon the terms and conditions

and for the compensation hereinafter set forth

NOW TI-IEREFORE in consideration of the promises and mutual agreements herein contained the parties hereto agree as

follows

The Adviser hereby employs the Sub-Adviser to serve as sub-adviser with respect to the assets of the Portfolios and to perform

the services hereinafter set forth subject to the terms and conditions of the investment objectives policies and restrictions of each Portfolio

and the Sub-Adviser hereby accepts such employment and agrees during such period to assume the obligations herein set forth for the

compensation herein provided

The Sub-Adviser shall evaluate and implement an investment program appropriate for each Portfolio which program shall be

amended and updated from time to time as financial and ottier economic conditions change as determined by the Adviser and the Sub-

Adviser

The Sub-Adviser in consultation with the Adviser when appropriate will make all determinations with respect to the investment

of the assets of the Portfolios and the purchase or sale of portfolio securities and shall take such steps as may be necessary to implement

the same Such determinations and services shall include advising the Companys Board of Directors of the manner in which voting rights

rights to consent to corporate action and any other non-investment decisions pertaining to Portfolios securities should be exercised

The Sub-Adviser will regularly furnish reports with respect to the Portfolios at periodic meetings of the Companys Board of

Directors and at such other times as may be reasonably requested by the Companys Board of Directors which reports shall include the

Sub-Advisers economic outlook and investment strategy and discussion of the portfolio activity and the performance of the Portfolios

since the last report Copies of all such reports shall be furnished to the Adviser for examination and review within reasonable time prior

to the presentation of such reports to the Companys Board of Directors

The Sub-Adviser shall manage each Portfolio in conformity with the Companys Articles of Incorporation and Bylaws each as

amended from time to time and the Investment Company Act of 1940 as amended other applicable laws and to the investment

objectives policies and restrictions of each Portfolio as set forth in the Portfolios prospectus and statement of additional information or

any investment guidelines or other instructions received in writing from the Adviser and subject further to



Schedule

The Hartford MidCap Fund

Net Asset Value Annual Rate

First $50 million 0.400%

Next $100 million 0.300%

Next $350 million 0.250%

Over $500 million 0.2167%

Hartford Mutual Funds inc
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EXHIBIT

AMENDMENT NUMBER 15 TO IN VESTMENT
SUB-AD VISORYAGREEMENT

Effective February 2009 the Investment Sub-Advisory Agreement between Hartford Investment Financial

Services LLC formerly known as Hartford Investment Financial Services Company and Wellington

Management Company LLP Wellington Management dated March 1997 as amended the Agreement is

hereby amended to reflect the following amended fee schedule for The Hartford MidCap Fund the Portfolio as

listed as per the attached Schedule

The sub-advisory fee shall be accrued daily and paid quarterly based upon the following annual rate and upon

the calculated daily net asset value of the Portfolio as follows

IN WITNESS WHEREOF the parties hereto have caused this agreement to be executed as of the 5th day of

February 2009

HARTFORD INVESTMENT
FINANCIAL SERVICES LLC

Is/Robert Arena

By Robert Arena

Title Chief Executive Officer

Manager and President

WELLINGTON MANAGEMENT
COMPANY LLP

Is/Jonathan Payson

By Jonathan Payson

Title Sr Vice President

Hartford Mutual Funds Inc

Page of

---I



The Hartford CapitaLAppreciation Fund

Net Asset Value Annual Rate

All Assets 0.250%

The Hartford SmaLL Company Fund

Net Asset Value Annual Rate

All Assets 0.375%

Hartford Mutual Funds Inc

Page2of2

Schedule
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EXHIBIT D.XL

AMENDMENT NUMBER 14 TO INVESTMENT
SUB-ADVISORY AGREEMENT

Effective January 2009 the Investment Sub-Advisory Agreement between Hartford Investment Financial

Services LLC formerly known as Hartford Investment Financial Services Company and Wellington

Management Company LLP Wellington Management dated March 1997 as amended the Agreement is

hereby amended to reflect the following amended fee schedule for the funds listed as per the attached Schedule

The sub-advisory fees shall be accrued daily and paid quarterly based upon the following annual rates and upon

the calculated daily net asset values of the Portfolios as follows

IN WITNESS WHEREOF the parties hereto have caused this agreement to be executed as of the day of

January 2009

HARTFORD INVESTMENT
FINANCIAL SERVICES LLC

/s/Robert Arena

By Robert Arena

Title Manager Senior Vice

President/Business

Line Principal

WELLINGTON MANAGEMENT
COMPANY LLP

/s/Jonathan Payson

By Jonathan Payson

Title Sr Vice President

Hartford Mutual Funds Inc

Page of



c/TABLE

THE HARTFORD MIDCAP FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.400%

Next $100 million 0.300%

Next $350 million 0.250%

Next $500 million 0.200%

c/TABLE

THE HARTFORD SMALL COMPANY FUND

TABLE
CAPTION
Net Asset Value Annual Rate

CS cC
All Assets 0.330%

c/TABLE

THE HARTFORD STOCK FUND

TABLE
cCAPTION
Net Asset Value Annual Rate

cC
First $50 million 0.325%

Next $100 million 0.250%

Next $350 million 0.200%

Next $500 million 0.150%

c/TABLE

Hartford Mutual Funds Inc

Page of

TEXT
c/DOCUMENT



TABLE
CAPTION
Net Asset Value

All Assets
/TABLE

THE HARTFORD DIVIDEND AND GROWTH FUND

TABLE
CAPTION
Net Asset Value

First $50 million 0.325%

Next $100 million 0.250%

Next $350 million 0.200%

Next $500 million 0.150%

Th2L

FUND

TABLE
CAPT ION
Net Asset Value Annual Rate

First $50 million 0.325%

Next $100 million 0.250%

Next $350 million 0.200%

Next $500 million 0.150%

/TABLE

THE HARTFORD GLOBAL GROWTH FUND

TABLE
CAPTION
Net Asset Value

First $50 million 0.400%

Next $100 million 0.300%

Next $350 million 0.250%

Next $500 million 0.200%

/TABLE

Hartfcrd Mutual Funds Inc

Page2of3

PAGE

SCHEDULE

THE HARTFORD INTERNATIONAL OPPORTUNITIES FUND

TABLE
CAPTION
Net Asset Value

First $50 million 0.400%

Next $100 million 0.300%

Next $350 million 0.250%

Next $500 million 0.200%

Annual Rate

235%

Annual Rate

THE HARTFORD DISCIPLINED EQUITY

Annual Rate

Annual Rate



DOCUMENT
TYPEEX-99 XXIV
SEQUENCE4
FILENAMEb68643alexv99wxdyxxxivy txt

DESCRIPTIONPMENDMENT NO 11 TO SUB-ADVISORY AGREEMENT

TEXT
PAGE

AMENDMENT NUMBER 11 TO INVESTMENT

SUBADVISORY AGREEMENT

Effective January 2008 the Investment SubAdvisory Agreement between

Hartford Investment Financial Services LLC formerly known as Hartford

Investment Financial Services Company and Wellington Management Company LLP

Wellington Management dated March 1997 as amended the Agreement is

hereby amended to reflect the following amended fee schedule for the funds

listed as per the attached SCHEDULE

The sub-advisory fees shall be accrued daily and paid quarterly based upon

the following annual rates and upon the calculated daily net asset values of the

Portfolios as follows

IN WITNESS WHEREOF the parties hereto have caused this agreement to be

executed as of the 1st day of January 2008

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Is Robert Arena

By Robert Arena

Title Maner and

Senior Vice President/Business Line Principal

WELLINGTON MANAGEMENT COMPANY LLP

/s/ Jonathan Payson

By Jonathan Payson

Title Sr Vice President

Hartford Mutual Funds Inc

Page of

PAGE

SCHEDULE

THE HARTFORD ADVISERS FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.220%

Next $100 million 0.180%

Next $350 million 0.150%

Next $500 million 0.125%

/TABLE

THE HARTFORD CAPITAL APPRECIATION FUND



THE HARTFORD MIDCAP FUND

TABLE
CAPT ION
Net Asset Value Annual Rate

First $50 million 0.40%

Next $100 million 0.30%

Next $350 million 0.25%

Next $500 million 0.20%

TAB LE

THE HARTFORD SMALL COMPANY FUND

TABLE
CAPTION
Net Asset Value Annual Rate

All Assets 0.285%

TABLE

THE HARTFORD STOCK FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.325%

Next $100 million 0.25%

Next $350 million 0.20%

Next $500 million 0.15%

/TABLE

Hartford Mutual Funds Inc

Page of

/TEXT
DOCUMENT



TABLE
CAPTION
Net Asset Value Annual Rate

All Assets 0.221%

TAB LE

THE HARTFORD DIVIDEND AND GROWTH FUND

TABLE
CAPT ION
Net Asset Value Annual Rate

First $50 million 0.325%

Next $100 million 0.25%

Next $350 million 0.20%

Next $500 million 0.15%

TABLE

THE HARTFORD DISCIPLINED EQUITY FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.325%

Next $100 million 0.25%

Next $350 million 0.20%

Next $500 million 0.15%

/TABLE

THE HARTFORD GLOBAL LEADERS FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.40%

Next $100 million 0.30%

Next $350 million 0.25%

Next $500 million 0.20%

/TABLE

Hartford Mutual Funds Inc

Page of

PAGE

SCHEDULE

THE HARTFORD INTERNATIONAL OPPORTUNITIES FUND

TABLE
CAPTION
Net Asset Value Annual Rate

First $50 million 0.40%

Next $100 million 0.30%

Next $350 million 0.25%

Next $500 million 0.20%

TABLE



DOCUMENT
TYPEEX-99 DCXXVIII

SEQUENCE2
FILENAMEb64255alexv99wdxxxviiiy .txt

DESCRIPTIONAMENDMENT 4l0 TO SUB-ADVISORY AGREEMENT WITH WELLINGTON MANAGEMENT COMPANY LLP

TEXT
PAGE

AMENDMENT NUMBER 10 TO INVESTMENT

SUB-ADVISORY AGREEMENT

Effctive January 2007 the Investment Sub-Advisory Agreement between

Hartford Investment Financial Services LLC formerly known as Hartford

Investment Financial Services Company and Wellington Management Company LLP

Wellington Management dated March 1997 as amended the Agreement is

hereby amended to reflect the following amended fee schedule for the funds

listed as per the attached SCHEDULE

The sub-advisory fees shall be accrued daily and paid quarterly based upon

the following annual rates and upon the calculated daily net asset values of the

Portfolios as follows

IN WITNESS WHEREOF the parties hereto have caused this agreement to be

executed as of the 1st day of January 2007

HARTFORD INVESTMENT

FINANCIAL SERVICES LLC

Is John Walters

By John Walters

Title Executive Vice President

WELLINGTON MANAGEMENT COMPANY LLP

/s Nancy Lukitsh

By Nancy Lukitsh

Title Senior Vice President

Hartford Mutual Funds Inc

Pagelof

PAGE

SCHEDULE

THE HARTFORD ADVISERS FUND

TABLE
CAPT ION
Net Asset Value Annual Rate

First $50 million 0.22%

Next $100 million 0.18%

Next $350 million 0.15%

Next $500 million 0.125%

/TABLE

THE HARTFORD CAPITAL APPRECIATION FUND
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GAO
ACCOUflbtIity lnierIty Retisbility

United States General Accounting Office General Government Division

Washington D.C 20548

B-281444

June 2000

The Honorable John Dingell

Ranking Minority Member

Committee on Commerce
House of Representatives

The Honorable Michael Oxley

Chairman Subcommittee on

Finance and Hazardous Materials

Committee on Commerce

House of Representatives

This
report presents the results of our review of issues relating to mutual fund fees Assets in

mutual funds have grown significantly during the 990s However conflicting views existed

as to whether the fees that funds charge investors had declined as would have been expected

given the operational efficiencies that mutual fund advisers likely experience as their fund

assets grow As you requested we reviewed the trend in mutual fund advisers costs and

profitabIlity the trend In mutual fund fees how mutual funds compete how their

fees are disclosed to Investors and the responsibilities that mutual fund directors have

regarding fees

This report recommends that the Chairman of the Securities and Exchange Commission

SEC require that the quarterly account statements that mutual fund investors receive

include information on the specific dollar amount of each investors share of the operating

expenses that were deducted from the value of the shares they own Because these

calculations could be made various ways SEC should also consider the costs and burdens

that various alternative means of making such disdosures would place on either the

industry or investors as part of evaluating the most effective way of implementing this

recommendation In addition where the form of these statements is governed by rules of the

National Association of Securities Dealers SEC should ensure that this organization requires

mutual funds to make such disclosures

As agreed with you unless you publicly release its contents earlier we plan no further

distribution of this report until 30 days from its issue date At that time we wiliprovide

copies to interested Members of Congres appropriate congressional committees SEC the

National Association of Securities Dealers the Office of the Comptroller of the Currency the

Federal Deposit Insurance Corporation and the Board of Governors of the Federal Reserve

System

Page GAO/GGD-OO-1a5 Mutual Fund Fees
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Key contributors to this report are listed in appendix IV If you have any questions please call

me at 202 512-8678

Thomas McCool

Director Financial Institutions

and Market Issues
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Executive Summary

The U.S mutual fund industry which offers investors an easy way to

.L urpose invest in diversified portfolios of stocks bonds or other securities has

grown dramatically with assets rising from $371 billion in 1984 to $5.5

trillion in 1998 As of 1998 the proportion of U.S households owning

mutual funds had risen to 44 percent and the returns on mutual funds

particularly those invested in stocks had also generally exceeded those

that could have been earned on savings accounts or certificates of deposit

Because mutual funds are expected to operate more efficiently as their

assets grow the significant asset growth in recent years has prompted

concerns about fund fee levels Academics industry researchers and

others have also raised questions about whether competition fund

disclosures and mutual fund directors are sufficiently affecting the level of

fees

In response to requests by the Chairman of the Subcommittee on Finance

and Hazardous Materials House Committee on Commerce and the

Ranking Minority Member of the Committee on Commerce GAO

conducted review of the mutual fund industry to determine the trend

in mutual fund advisers costs and profitabIlity the trend in mutual

fund fees how mutual funds compete how fees are disclosed to

fund investors and how industry participants view these disclosures and

what mutual fund directors responsibilities are regarding fees and how

industry participants view directors activities

Mutual funds can be grouped into three basic types by the securities in

acgrounu which they invest These include stock also called equity funds which

invest in the common and preferred stock Issued by public corporations

bond funds which invest in debt securities and money market funds

which generally invest in interest-bearing securities maturing in year or

less Funds that invest in combination of stocks bonds and other

securities known as hybrid funds are Included in this report under the

category of stock funds

Mutual funds are distinct legal entities owned by the shareholders of the

fund Each fund contracts separately with an investment adviser who

provides portfolio selection and administrative services to the fund The

funds directors who are responsible for reviewing fund operations

Although the Investment Company Act of 1940 which governs mutual fund operations does not

dictate specific form of organization for mutual funds most funds are organized either as

corporations governed by board of directors or as business trusts governed by trustees When

establLshing requirements relating to the officials governing fund the act uses the term directocs to

refer to such persons and this report will also follow that convention

Page
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Executive Summary

oversee the interests of the shareholders and the services provided by the

adviser

Mutual fund fees that investors pay include operating expenses which

cover the day-to-day costs of running fund These expenses are accrued

daily and generally paid monthly from overall fund assets rather than

from individual investor accounts The difference between the value of the

securities in funds portfolio and its accrued liabilities represents the

daily net asset value or NAy of fund shares Generally shown as

percentage of the funds average net assets the annual total operating fee

amount is referred to as the funds operating expense ratio The largest

portion of funds expense ratio is generally the fund advisers

compensation which is used to cover Its operating costs and earn profits

for Its owners

Mutual fund investors may also incur other charges in addition to those

included In the operating expense ratio depending on how they purchase

their funds Mutual funds are sold thrpugh variety of distribution

channels For instance investors can buy them directly by telephone or

mall or they can be sold by dedicated sales forces or by third-party sales

forces such as broker-dealer account representatives To compensate

such sales personnel some mutual funds charge investors sales charges

called loads which can be paid at the time of purchase over specified

period or at time of redemption

Although mutual funds expense ratio appears to representjust small

percentage of its total assets the impact of these fees can be significant

For example increasing an expense ratio from percent to percent on

$10000 investment earning percent annually can reduce an investors

total return by about $7000 over 20-year period

Neither federal statute nor Securities and Exchange Commission SEC
regulations which govern the mutual fund industry expressly limit the

fees that mutual funds charge as part of their expense ratios Instead

mutual fund regulations
focus on ensuring that investors are provided

adequate disclosure of the risks and costs of investing in mutual funds The

National Assodatlon of Securities Dealers Inc NASD whose rules

govern the distribution of fund shares by broker-dealers has placed

certain limits on the sales charges and fees used to compensate sales

personnel

GAO was unable to determine the extent to which the growth in mutual

Results in Brief
fund assets during the 1990s provided the opportunity for mutual fund
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Executive Summary

advisers to reduce fees on the funds they operated According to research

conducted by academics and others as well as the industry participants

GAO interviewed mutual fund advisers experience operational

efficienciesor economies of scaleas their assets grow that could allow

them to reduce their funds expense ratios.2 Such efficiencies arise when

the fund assets increase at faster rate than do the costs of managing

those additional assets Because information on most fund advisers costs

is not collected by regulators or otherwise publicly disclosed GAO was

unable to determine if advisers costs had increased more or less rapidly

than fund assets Industry officials reported that some costs of operating

mutual funds have been increasing in part because funds have been

expanding the level of services they provide investors Using data provided

by the mutual fund industry association GAO determined that the 480

percent growth In total fee revenues for advisers and other service

providers for stock and bond funds3 was commensurate with the total 490

percent asset growth In those fundsduring the period 1990 to 1998

Because of the unavailability of comprehensive financial and cost

information however GAO was unable to determine overall industry

profitabiiity

Although unable to measure the extent to which mutual fund advisers

experienced economies of scale GAOs analysis indicated that mutual

fund expense ratios for stock funds had generally declined between 1990

and 1998 However this decline did not occur consistently over this

period and not all funds had reduced their expense ratios Because

concerns had been raised over methodologies for existing mutual fund fee

studies GAO conducted Its own analysis GAOs analysis of data on the 77

largest mutual funds indicated that the expense ratios of these funds were

generally lower in 1998 than they were in 1990 although average expense

ratios for stock funds rose in the early l990s before declining The extent

to which expense Eatlos declined also varied across types of funds as the

ratios for the largest stock funds declined while those for bond funds

generally remained the same Furthermore GAO found that not all of the

largest funds with the greatest asset growth had reduced their fees Among

the 77 large
funds analyzed 51 of these funds had experienced asset

1As discussed in chapter of this report the operating expense ratio for mutual fund Is the

cumulative total of various fees and expenses charged to the fund during particular period shown as

percentage of the funds average net assets The expense ratio Includes management fee that

compensates the adviser for selecting and managing the funds portfolio distribution fees and any

other expenses associated with administering the fund that have been deducted from the funds assets

Data on stock funds presented In this report also include information on Isjbrld funds The report

focuses primarily on stock and bond funds because money market funds generally have not been the

subject of the recent concerns over fees

Page
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Executive Surncaiy

growth of at least 500 percent from 1990 to 1998 Of these 51 funds 38 or

74 percent reduced their operating expense ratios by at least 10 percent

over the 9-year period from 1990 to 1998 However the remainder had not

reduced their expense ratios as much Including six funds that either had

not changed or had increased their ratios

As is customary for U.S financial markets regulators rely on competition

to be primary means of influencing the fees that mutual fund advisers

charge In general industries where many firms compete for business

generally have lower prices than industries where fewer firms compete
However although thousands of mutual funds compete actively for

investor dollars competition in the mutual fund industry may not be

strongly influencing fee levels because fund advisers generally compete on

the basis of performance measured by returns net of fees or services

provided rather than on the basis of the fees they charge

Requiring that investors be provided Information about the fees they pay

on their mutual funds is another way regulators seek to help investors

evaluate fees charged by mutual funds Mutual funds currently disclose

Information on fund operating expense ratios and other charges when
investors make their Initial purchases However unlike other financial

products the periodic disclosures to investors who continue to hold their

shares do not show in dollars each investors share of the operating

expenses that were deducted from the fund.4 Although most industry

officials GAO interviewed considered mutual fund disclosures to be

extensive others including some private money managers and academic

researchers indicated that the information currently provided does not

sufficiently make investors aware of the level of fees they pay These

critics have called for mutual funds to disclose to each investor the actual

dollar amount of fees paid on their fund shares Providing such

information could reinforce to investors the fact that they pay fees on their

mutual funds and provide them information with which to evaluate the

services their funds provide In addition having mutual funds regularly

disclose the dollar amounts of fees that investors pay may encourage

additional fee-based competition that could result in further reductIons In

fund expense ratios GAO is recommending that this information be

provided to investors Because producing such information would entail

systems changes and additional costs GAO Is also recommending that

cost-effectiveness and investor burden be considered when alternative

means for disclosing the dollar amount of fees are evaluated

Mutual fund shareholder account statements do Indude the specific dollar amounts of certain fees or

charges such as for wire trsnsfers maintenance fees or sales loads
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Regulators also look to mutual funds directors to oversee the operating

expense fees their funds charge The organizational structure of the typical

mutual fund embodies conflict of interest between the fund shareholders

and the funds adviser that can influence the fees charged This conflict

arises primarily because the adviser has the incentive to maximize its own

revenues but such action could come at the expense of the funds

shareholders Because of this inherent conflict mutual fund directors are

tasked under federal law with reviewing and approving the fees charged by

the fund adviser Under current law mutual fund directors are expected to

review various data to ensure that the fees are not excessive and that the

fees are similar to those of comparable funds Mutual fund adviser officials

told GAO that the directors of the funds they operate have been vigorous

In reviewing fees and seeking reductions However others including

research organizations academics and private money managers

commented that the directors activities may be keeping fees at higher

levels because of this focus on maintaining fees within the range of other

funds

GAO received comments on draft of this report from SEC NASD

Regulation NASDR which is the regulatory arm of NASD and the mutual

fund industry association the Investment Company Institute Overall each

of the commenting organizations agreed that GAOs report raised

important issues and contributed to the public dialogue on mutual fund

fees However these organizations also commented among other things

that mutual funds already make extensive disclosures about fees and that

competition on the basis of performance does represent price competition

among mutual funds GAO agrees
that mutual fund disclosures are

extensive but also believes that additional Information on the specific

dollar amounts of fees for operating expenses could be useful to investors

and encourage additional price competition among fund advisers on the

basis of fees directly

Page
GAOIGGDOU-126 Mutual Fund Fees



Executive Summary

Principal Findings

Although Advisers

Expected to Experience

Cost Efficiencies

Comprehensive Data on

Their Costs Were Not

Available

Academic studies and other research find that as mutual fund assets grow
mutual fund advisers experience operational efficiencies or economies of

scale that would allow them to reduce their funds expense ratios As

shown in table below data compiled by ICI indicate that mutual fund

assets have grown considerably during the 1990s with stock funds alone

growing 1081 percent as of year-end 1998

Table Total Assets for Stock and

Bond Mutual Fund as of 1998
Dollars In billions

Stock funds

Bond funds

Total

Percentage

change

1081%
193

636

Source GAO analysis id data

As the assets in mutual fund grow economies of scale in fund advisers

operations would result in the advisers costs increasing more slowly than

the rate at which its fund assets and revenues are increasing For example
if the adviser of fund employing 10 customer service representatives

experiences 100-percent growth in its fund assets this adviser may find

that only or 50 percent more representatives would be needed to

address the workload arising from the additional assets In addition GAOs

analysis of data from ICI also indicated that although additional purchases

by existing and new investors account for some of the increase in the

industrys assets as much as 64 percent of the mutual fund asset growth

has come from appreciation in the value of the securities in these funds

portfolios Fund growth resulting from portfolio appreciation would also

provide additional economies of scale because such growth is not

accompanied by many of the administrative costs associated with inflows

of money to new and existing fund accounts

However GAO was unable to determine the extent to which mutual fund

advisers experienced such economies of scale because comprehensive

data on the total costs Incurred by mutual fund advisers are not publicly

available Currently mutual funds disclose to regulators and to their

investors only those operating costs that have been deducted from the

assets of the fund but not the costs that the advisers incur to operate these

1990

$283

284

567

1998

$3343

831

4.174
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funds Although total cost data were not available industry officials

reported that fund advisers costs have been Increasing Industry officials

explained that these increased costs are the result of new services for

mutual fund investors increased distribution expenses and higher

personnel compensation expenses

GAO estimated the total revenue that fund advisers and other service

providers receive from the funds they operate Largely as result of

growth in mutual fund assets mutual fund advisers and service providers

were collecting significantly more revenues from fund operations in 1998

than they did in 1990 As shown In table below the revenues stock funds

produced for their advisers and other providers had increased over 800

percent from 1990 to 1998

Table Estimated Mutual Fund Adviser

and Service Provider Revenues From Dollars in millions

Operating Expense Fees 1990-1998
Estimated fee revenues

Percentage

Fund type 1990 1998 change

Stock $2544 $22.93 801%

Bond 2408 5933 146

Totals 4952 28864 483

Source GAO analysis of data from ICI

Fee revenues for the largest
funds have similarly increased Using data on

77 of the largest stock and bond funds GAO found that the advisers and

service praviders operating these funds collected $7.4 billion in fee

revenues In 1998 This was over $6 billion or almost 560 percent more

than they collected in 1990 Over this same period the assets of these

funds increased by over 600 percent Mutual fund advisers and servIce

providers were also collecting more in fees on per account basis For

example the total dollars collected annually in fee revenues from stock

funds rose 59 percent from an average
of $103 per

account in 1990 to $164

per account in 1997

Although comprehensive cost data for most fund advisers were not

available analyses of information for 18 publicly traded mutual fund

Fund adviser and service provider revenues were estimated by multiplying fund assets by operating

expense ratios

These 77 funds included all of the largest stock and bond funds in edstence from 1990 to 1998 These

77 funds compflSed 46 stock funds including all stock funds with assets over $8 billion and 31 bond

funds Including all those with assets over $3 billion The data for the stock funds Include five hybrid

funds that also Invest in bonds or other debt securities
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advisers indicated that these firms operating profits as percentage of

their revenues have been increasing for at least years

Average Mutual Fund GAO identified various studies and analyses of the trends in mutual fund

fees Some of these analyses found that mutual fund expense ratios and
rLxpense ratios i-iave

other charges had been declining but other analyses found that expense
Generally Declined But Not ratios had increased However some Industry participants criticized the

All Funds Reduced Their methodologies used bythese studies For example many of these studies

Ratios failed to adjust for the increase in newer funds which generally charge

higher expense ratios than older funds

Therefore GAO conducted Its own analysis of the trend in expense ratios

Data on the 77 largest mutual funds indicated that that these funds had

grown faster since 1990 than the
average fund in the industry.7 Therefore

their advisers were more likely to haveexperienced economies of scale in

their operations that would have allowed them to reduce their expense
ratios Because the sample consisted primarily of the largest and fastest

growing funds In the industry It may not reflect the characteristics and the

trend In fees charged by other funds

To calculate the average expense ratios for these funds GAO weighted

each funds expense ratio by its total assets The resulting average expense
ratios represent the fees charged on the average dollar invested in these

funds during this period As shown In table the average expense ratio

dedined by 12 percent for the largest stock funds and by percent for the

largest bond funds from 1990 to 1998 although this decline did not occur

steadily over the period

Table Average Expense Ratio for 77 Largest Stock and Bond Funds From 1990 to 1998 in Dollars Per $100 of Fund Assets

Number
Percentage

Type of fund of funds 1990 1991 1992 1993 1994 1995 1996 1997 1998 change
Stock 46 $.74 $.78 $.78 $.RO $.81 9.79 9.75 $.68 9.65 -12%

Bond 31 .62 .61 .61 .60 .61 .63 .61 .60 .58 -6

Source GAO analysis of data from Momlngstar Inc and BalTons Upper Mutual Funds Quarterly

Although the average expense ratio for these funds generally declined

during the 1990s not all of them reduced their fees Overall 23 of the 77

funds reported higher expense ratios in 1998 than in 1990 Table shows

the changes in expense ratios for the 51 funds among the 77 largest funds

that experienced asset growth of at least 500 percent from 1990 to 1998 Of

The sample focused on the thee period sInce 1990 because It represented the most cunent and

consistent period of mutual fund Industry history and market conditions
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these funds 38 74 percent had reduced their expense ratios by at least 10

percent during
this 9-year period Of the remaining 13 funds 14 percent

reduced their expense ratios by less than 10 percent and 12 percent

had either not changed their fees or had increased them

Table Fee Reductions by Large Funds

Whose Asset Growth Exceeded 500

Percent From 1990 to 1998

tota tbsa tee tvee 1%Q te 198% Mattbec ot 0w4s ce
Reduction over 30 percent 17 33%

Reduction of 10 to 30 percent 21 41

Subtotal 38 74

Reduction under 10 percent 14

Nochange

increase under 10 percent

Increase of 10 to 30 percent

Increase over 30 percent

Subtotal 13 26

Total 51 100

May riot total due to rounding

Source GAO analysis of Momlngstar and Hanons Llpper Mutual Funds Quarterly data

Active competition among firms within given industry is generally

expected to result in lower prices than in those industries in which few

firms compete Although hundreds of fund advisers offering thousands of

mutual funds compete actively for investor dollars their comet1tion Is not

primarily focused on the fees funds charge Instead mutual fund advisers

generally seek to differentiate themselves by promoting their funds

performance returns and services provided Marketing their performance

and service as different from those offered by others allows fund advisers

to avoid competing primarily on the basis of price as represented by the

expense ratios they charge mutual funds investors This applies

particularly to actively managed funds investing in stocks Advisers for

money market funds index funds and to some degree bond funds are

generally less able to differentiate their funds from others because these

types of funds Invest in more limited range
of securities than stock funds

do As result the returns and fees of such funds generally tend to be

SEC
requires funds to report

their performance returns net of the fees deducted from fund assets

As discussed in chapter of this report the type of competition prevailing In the mutual industry

appears to resemble monopolistIc competition which Is one of the primary competitive market types

described by economists Markets with monopolistic competition characteristically include large

numbers of competing firms ease of entry and products differentiated on the basis of qusilty features

or services Included

Index funds Invest In the securities represented in broad.based index such as the Standard

Poors 500 Index

Competition Does Not

Focus on Price of Service
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more similar and the fees are generally lower than the fees charged on

most stock funds

Fee Disclosures Do Not The disclosures mutual funds are legally required to make are among
other things intended to assist Investors with evaluating the fees charged

Provide Investors With
by the funds they are considering

for investment As required by SEC rules

Specific Dollar Amounts mutual funds are required to provide potential investors with disclosures

that present operating expense fees as percentage of funds average net

assets In addition these disclosures provide hypothetical example of the

amount of fees likely to be charged on an investment over various holding

periods However after they have invested fund shareholders are not

provided the specific dollar cost of the mutual fund investments they have

made For example mutual fund Investors generally receive quarterly

statements detailing their mutual fund accounts These statements

usually indicate the beginning and ending number of shares and the total

dollar value of shares In each mutual fund owned They do not show the

dollar amount of operating expense fees that were deducted from the

value of these shares during the previous quarter This contrasts with

most other financial products or services such as bank accounts or

brokerage services for which customer fees are generally disclosed In

specific dollar amounts

Surveys conducted by industry research organizations fund advisers and

regulators indicate that investors generally focus on funds performance

net of fees service levels and other factors beforeseparately

considering fee levels In Contrast investors appeared more concerned

over the level of mutual fund sales charges and industry participants

acknowledged that as result the loads charged on funds have been

reduced since the 1980s

The mutual fund and regulatory officials GAO contacted generally

considered mutual fund disclosures to be extensive and adequate for

Informing prospective investors of the fees they would likely incur on their

mutual fund investments However some private money managers

industry researchers and legal experts Indicated that the current fee

disclosures are not making investors sufficiently aware of the fees they

pay One suggestion for increasing investor awareness was that mutual

funds should disclose to each Investor the actual dollar amount of the

requirement for quarterly statements arises under NASD rules which govern the actions of the

securities broker.dealers that act as the distributors of most mutual fund shares

Sales charges redemption fees and other transactional fees are disclosed in dollar amounts In either

account statements or confirmation statements
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portion of the funds fees they paid Some of the officials GAO contacted

Indicated that having the specific dollar amount of fees disclosed to

investors would spur additional fee-based competition among fund

advisers For example legal expert GAO contacted noted that having

such information appear In investors mutual fund account statements

might also encourage some fund advisers to reduce their fees in order to

be more competitive Requiring that such information be provided to

mutual fund investors would also make such disclosures more comparable

to fee disclosures for other financial services such as stock brokerage or

checking accounts Compared to mutual funds the markets for these

services appear to exhibit greater dhect price competition

Fund adviser officials GAO Interviewed indicated that calculating such

amounts exactly would entail systems changes and additional costs but

they also acknowledged that less costly means of calculating such

amounts may exist For example instead of calculating the exact amount

of fees charged to each account daily fUnd adviser could provide an

estimate of the fees an investor paid by multiplying the average number of

shares the Investor held during the quarter by the funds expense ratio for

the quarter
Another alternative would be to provide the dollar amount of

fees paid
for preset Investment amounts such as $1000 which investors

could use to estimate the amount they paid on their own accounts In

determining how such disclosures could be implemented regulators will

have to weigh the costs that the industry may incur to calculate fees for

each investor against the burden and effectiveness of providing investors

with the requisite information and having them be responsible for making

such calculations on their own

Mutual Fund Directors The structure of most mutual funds embodies potential conflict of

interest between the fund shareholders and the adviser This conflict arises

ase LI eviewing because the fees the fund charges the shareholders represent revenue to

Fees But Opimons on Their
the adviser For this reason mutual funds have directors who are tasked

Effectiveness Were Mixed with overseeing the advisers activities Under the Investment Compeny

Act of 1940 fUnd directors are required to review and approve the

compensation paid to the funds adviser

In 1970 this act was amended after concerns were raised over the level of

fees being charged by mutual funds The amendments imposed fiduciary

duty on fund advisers and tasked fund directors with additional

responsibilities regarding fees These amendments to the act also granted

investors the right to bring claims against the adviser for breaching this

duty by charging excessive fees Various court cases subsequently have

interpreted this duty and the decisions rendered have shaped the specific

Page 14 GAO/GGD-OO-12S Mutual Fwtd Fees



Executive Summary

expectations currently placed on fund directors regarding fees As result

directors are expected to review among other things the advisers costs

whether fees have been reduced as fund assets grow and the fees charged

by other advisers for similar services to similar funds

The officials at the 15 mutual fund advisers3 GAO contacted said that their

boards have been vigorous in reviewing fees and have frequently sought

reductions in the fees received by the adviser However some private

money managers industry researchers and others have stated that the

activities undertaken by directors may be serving instead to keep fees at

higher levels than necessary because the directors are just expected to

keep their funds fees within range of similar finds instead of
actively

attempting to lower them

To heighten investors awareness and understanding of the fees they pay
rcecommendations

on mutual funds GAO recommends that the Chairman SEC require that

the periodic account statements already provided to mutual find investors

Include the dollar amount of each investors share of the operating

expense fees deducted from their fund This disclosure would be in

addition to presently requiced fee disclosures Because these calculations

could be made in various ways SEC should also consider the cost and

burden that various alternative means of making such disclosures would

impose on the industry and investors as part of evaluating the most

effective way of Implementing this requirement Where the form of these

statements is governed by NASD rules SEC should require NASD to

require the firms it oversees to provide such disclosures

GAO obtained comments on draft of this report from the heads ar their

Agency Comments and
designees of SEC NASDR and IC These comments are summarized and

GAO Evaluation evaluated in chapter with specific comments made by each organization

addressed in appendixes through III

Overall each of the commenting organizations agreed that GAOs report

raised important Issues and contributed to the public dialogue on mutual

fund fees In his letter the director of SECs Division of Investment

Management indicated that SEC staff agreed that investors need to be

aware of and understand the fees that mutual funds charge The letter also

indicated that the SEC staff welcomed the reports recommendation and

intended to consider it carefully The vice president of NASDWs
Investment Companies/Corporate Financing Department agreed in his

These fInns Included the advisers for 13 of the 77 largest funds and smaller fund advisers
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letter that Investors should consider fees expenses and other Issues in

addition to performance In making investment decisions

However the letters from the SEC NASDR and ICi officials also raised

several issues about GAOs report All three organizations commented that

mutual funds currently make extensive disclosures about their fees to

Investors at the time of purchase and in semiannual reports
thereafter For

example ICIs letter noted that promoting investor awareness of the

importance of fund fees Is priority for ICI and its members However ICI

expressed reservations about GAOs recommendation that Investors

periodically receive information on the specific dollar amounts of the

operating expense fees deducted from their mutual fund accounts Their

concern Is that this requirement could erode the value of the fee

information currently provided In the prospectus and thus impede

informed assessments of fee levels at competing funds which could

paradoxically diminish rather than enhance investors overall

understandIng of fund fees

GAO
agrees

with ICI and the other commenters that the current

disclosures made by mutual funds which provide fund expense ratios

expressed as percentage of fund assets and Include an example of the

likely amount of expenses be Incurred over various holding periods for

hypothetical $10000 account are useful for Investors in comparing

among funds prior to Investing The additional disclosure GAO

recommends Is intended to supplement not replace the existing

disclosures It should also serve to reinforce to investors that they do pay

for the services they receive from their mutual funds as well as indicate to

them specifically how much they pay for these services

SEC NASDR and ICI also commented on GAOs observation that other

financial products and services disclose specific dollar amounts for the

fees charged to their users but mutual funds do not In their comments

these organizations generally Indicated that not all charges are disclosed

for other financial products and services and thus the disclosures for

mutual funds are not that dissimilar For example SEC noted that funds

disclose to Investors specific dollar charges subtracted from their

accounts such as for sales loads or account fees but do not disclose the

specific charges that are levied outside the account SEC stated that this Is

similar to banks not disclosing
the spread between the gross amount

earned by the financial service provider on customer monies ad the net

amount paid to the customer
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GAO does not agree with the commenting organizations that mutual funds

lack of disclosure of the specific operating expenses to individual Investor

accounts is comparable to the practices of banks or other businesses that

do not disclose the difference between their investment or operating

earnings and the amounts they pay to the individuals who provided those

operating or investment funds Investors in mutual funds have in essence

hired the adviser to perform the service of managing their investment

dollars for them The fees that the advisor and the other service providers

deduct from the funds assets represent the price of the services they

perform Although such fees are deducted from the fund overall each

Individual investors account is ultImately reduced in value by their

individual share of these deductions However the specific amount of

these deductions is not disclosed In dollar terms to each investor In

contrast customers and users of other financial services such as private

money managers banks and brokerage firms are told of the specific

dollar amounts subtracted from their Individual assets or accounts

All three commenting organizations also generally questioned this reports

finding that mutual funds do not compete primarily on the price of their

services SEC noted that although an argument could be made that more

price competition should occur in the mutual fund industry it is not

completely absent IC emphasized that because funds report performance

on an after fees and expenses basis mutual funds do compete on the basis

of their fees NASDR stated that the draft report did not address the fact

that mutual funds present performance net of expenses

GAOs report notes that mutual funds performance returns which are the

primary basis upon which funds compete are required to be disclosed net

of fees and expenses However competition on the basis of net returns

may or may not be the same as competition on the basis of price

Separating the fee from the return would remind Investors that fee is

embedded in their net returns In addition GAO also notes that when

customers are told the specific dollar amounts of the fees or charges such

as they are for stock brokerage transactions or bank checking accounts

firms in those industries appear to more frequently choose to compete

directly on that basis and in some cases the charges for such services

have been greatly reduced Implementing GAOs recommendation to have

such Information provided to mutual fund Investors could provide similar

incentive for them to evaluate the services they receive in exchange for the

fees they pay Disclosing such information regularly could also encourage
more firms to compete directly on the basis of the price at which

they are

willing to provide mutual fund investment services
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SEC and Id also questioned the legal accuracy of some of the statements

made by individuals GAO interviewed regarding the role of mutual fund

directors in overseeing fees Although the individuals quoted in this report

were critical of mutual fund directors setting their funds fees only in

relation to the fees charged by other funds both SEC and ICI indicated

that fund directors by law are required to review wide range of

information when assessing the fees charged by their fund advisor and

other service providers

In response to these comments text has been added to the report to

indicate that comparing one funds fees to those charged by other funds is

not the only factor that directors are required to consider when evaluating

fees However in the opinion of the individuals whose comments are

presented in the report directors are primarily emphasizing such

comparisons over the other factors they are also are required to consider

as part of theirfee reviews As result these individuals see directors as

maintaining fee levels or at least allowing fees to be lowered only to the

extent that other funds are taking similar actions
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Chapter

Introduction

Mutual funds offer investors means of investing in diversified pool of

stocks bonds and other securities As of 1998 44 percent of U.S

households owned mutual funds and the returns particularly for stock

funds had generally exceeded returns that could have been earned on

savings accounts or certificates of deposit Since 1984 assets in U.S

mutual funds increased about 14-fold growing from $371 billion in 1984 to

$5.5 trillion in 1998 Because costs of providing mutual fund services are

generally expected to rise less rapidly as fund assets increase the

significant growth In recent years has prompted some concerns by some

Industry participants and the news media over the level of fees funds

charge

This report responds to requests by the Chairman Subcommittee on

Financeand Hazardous Materials and the Ranking Minority Member of the

House Committee on Commerce

mutual fund is an investment company that pools the money of many
acgrounu investorsindividuals or institutionsthat it invests in diversified

portfolio of securities Mutual funds provide investors the opportunity to

QWfl diversified securities portfolios and to access professional money

managers whose services they might otherwise be unable to obtain or

afford

mutual fund is owned by its investors or shareholders Fund share

prices are based on the market value of the assets in the funds portfolio

after subtracting the funds expenses and liabilities and then dividing by

the number of shares outstanding This is the funds net asset value NAV
Per share values change as the value of assets in the funds portfolio

changes Investors can sell their shares back to the fund at the current

NAy and funds must calculate the shareholders share prices on the day

purchase or redemption request is made Many newspapers publish daily

purchase and redemption prices for mutual funds

Various types of funds are offered to investors Three basic types of mutual

funds include stock also called equity bond and money market funds

Some funds that Invest in combination of stocks bonds and other

securities are known as hybrid funds and are discussed in this report as

part
of the Information presented for stock funds Money market funds are

referred to as short-term funds because they invest in securities that

Shareholders of open-end mutual funds which continuously issue and redeem shares have right to

redeem shares at the current NAV Closed-end funds in which the number of shares Is fixed trade at

market prices that are frequently above or below the actual NAV of the assets held by the fund
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Table 1.1 Growth In Mutual Fund

Assets 1990-1998

generally mature in about year or less stock bond and hybrid funds are

known as long-term funds The firms that operate mutual funds frequently

offer investors family of funds that includes at least one each of the three

basic fund types although some firms may offer only one fund while

others specialize in funds of particular type such as stock or bond funds

Of the total $5.5 trillion invested in mutual funds at the end of 1998 $2.98

trillion was invested in stock funds $1.35 trillion was in money market

funds $831 billion was in bond funds and $365 billion was in hybrid funds

This report will focus primarily on stock and bond funds because money

market funds generally have not been the focus of recent concerns

regarding fees

As shown in table 1.1 mutual fund assets grew dramatically in the 1990s

with stock funds growing 1082 percent in the 1990-1998 period

1.082%

192

171

419

Mutual Funds Contract with

Investment Advisers to

Conduct Their Operations

Although it Is typically organized as corporation mutual funds

structure and operation differ from that of traditional corporation In

typical corporation thefirms employees operate and manage the firm

and the corporations board of directors elected by the corporations

stockholders oversees Its operations
Mutual funds also have board of

directors that is responsible for overseeing the activities of the fund and

negotiating and approving contracts with an adviser and other service

providers for
necessary

services.2

However mutual funds differ from other corporations in several ways

typical mutual fund has no employees it is created and operated by

Although the Investment Company Act of 1940 does not dictate specific
form of organization for

mutual funds most funds are organized either as corpoxations governed by board of directors or as

business trusts governed by trustees When establLshing requirements relating to the officials governing

fund the act uses the term directors to refer to such persons and this report also follows that

convention

chapter

introduction

Mutual Fund Assets

Increased Dramatically in

the 1990s

Total assets Percentage

Fund type dollars In millions growth

1990 1998

Stock funds 282.800 3342900

Bond funds 284300 830600

pyMarket funds 498.300 1351.700

Total 1.065500 5.525.200

This categoty combines equity and hybrid fund data

Source GAO analysis
of Investment company institute data
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Introduction

another party
the adviser which contracts with the fund for fee to

administer fund operations
The adviser is an Investment

adviser/management company that manages the funds portfolio according

to the objectives and policies described in the funds prospectus.3 Advisers

may also perform various administrative services for the funds they

operate although they also frequently subcontract with other firms to

provide these services Functions that fund adviser or other fIrms may

perform for fund include the following

Custodian custodian holds the fund assets maintaining them

separately to protect
shareholder interests

Transfer agent transfer agent processes
orders to buy and redeem

fund shares

Distributor distributor sells fund shares through variety of

distribution channels such as directly through advertising or telephone or

mail solicitations handled by dedicated sale forces or by third-party sales

forces Funds that are marketed primarily through third parties are usually

available through variety of channels including brokers financial

planners banks and insurance agents

Distinct from the fund itself the funds adviser is generally owned by

another entity with its own group of directors Ch of this report

discusses In more detail the relationship between funds and their advisers

and the specific legal duties placed on mutual fund directors

Mutual Fund Fees Include Various fees are associated with mutual fund ownership All mutual funds

er tn enses and
Incur ongoing operating expenses for which they pay the adviser and other

providers who operate and service the funds An annual total of these

Sales Charges operating expenses commonly known as the funds operating expense

ratio is expressed as percentage
of the funds average net assets In

funds prospectus and other reports Fund operating expenses can vary in

accordance with the work required by fund managers the complexity of

the funds Investments or the extent of shareholder services provided

such as toll-free telephone numbers Internet access check writing and

automatic investment plans The largest component of funds total

expense ratio usually Is the management fee which is the ongoing charge

paid to the investment adviser for managing the funds assets and selecting

In some cases the adviser may Contrad with other firms to provide Investment advice becoming

subadviser to those funds
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its portfolio
of securities The management fee is customarily calculated as

percentage of the funds average net assets

Included as part
of the operating expenses that are directly deducted from

some funds assets are fees that go to compensate sales professionals and

others for selling the funds shares as well as for advertising and promoting

them These fees known as 12b-1 fees are named after the Securities

and Exchange Commission SEC rules authorizing mutual funds to pay

for marketing and distribution expenses directly from fund assets The

National Association of Securities Dealer Inc NASD whose rules govern

the distribution of fund shares by broker dealers limits 12b-1 fees used for

these purposes to nomore than 0.75 percent of funds average net assets

per year Funds are allowed to include an additional service fee of up to

0.25 percent of average
net assets each year to compensate sales

professionals for providing ongoing services to investors or for

maintaining their accounts Therefore any 1211 fees included in funds

total expense ratio are limited to maximum of percent per year

In addition to the fees in the expense ratio some mutual funds include

sales charge known as load Loads usually compensate sales

representative or investment professional for advice they provide investors

In selecting
fund Loads can be applied at the time of purchase front-

end load or at redemption back-end load NASD rules limit the load

that can be charged as part of purchasing fund shares to no more than 8.5

percent of the Initial investment Some mutual funds known as no-load

funds do not have sales charges7 Other fees that may be charged directly

to investors for specific transactions include exchange fees for

transferring money from one fund to another within the same fund family

and account maintenance fees

The fees Investors pay to the fund adviser consdtut someof the advisers revenue from operating the

Fund For this reason there Is potential
conflict between the Interests of the fund shareholders who

pay the fund expenses and those of the adviser which seeks to maximize Its own revenues and profits

Chapter of this report discusses how the laws that govern mutual funds have attempted to address

this conflict of Interest

common type
of backend load cafled contingent deferred sales charge typically Is calculated as

percentage of the net asset value or offering price at the time of purchase and Is payable upon

redemption However such charges generally decrease lnaementally on an annual basis and would

not be applied to redemptions after certain number of years

The maximum permissible frontend and deferred sales load varies depending on factors such as

whether the fund offers certain lights or Imposes an asset-based sales charge or service fee

NASD rules prohibit members from describing mutual fund as no load If the fund has front-end

or deferred sales charge or If the funds total asset-based sales charges and service fees exceed ..25

percent of average net assets per year
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The total charges for investing in mutual fund can vary according to how

the investor purchases shares In some cases investors may purchase

mutual fund shares on the advice of an investment professional including

sales representatives employed by securities broker-dealers or banks or

independent financial planners When recommending mutual funds these

individuals may also be entitled to receive the sales loads charged by the

funds as well as to charge the investors for providing investment services

Many mutual funds can be purchased without professional assistance To

purchase the shares of these funds investors contact the mutual fund

companies directly by visiting fund offices or by telephone mail or

Internet Funds sold directly to investors in this way are known as direct

market funds In addition investors can purchase direct market mutual

funds through accounts they hold with broker-dealers Investors may also

use retirement benefit plans such as 401k plans to invest in any mutual

funds

Long-Term Impact of

Annual Fees on Mutual

Fund Investment Returns

Can Be Significant

The annual fees that Investors pay can significantly affect Investment

returns over the long term For example over 20-year period $10000

investment in fund earning percent annually and with 1-percent

expense ratio would be worth $38122 but with 2-percent expense ratio

it would be worth $31117

Various studies have also documented the impact of fees on investors

returns by finding that funds with lower fees tended to be among the better

performing funds March 1998 analysis by an industry research

organization examined stock funds across six different investment

objectives over 5-year period and found that lower fee funds

outperformed higher fee funds over 1- 3- and 5-year periods through

November 1997 For example of the large funds that invest in

undervalued securities the funds in the quartile with the lowest fees

which averaged 78 cents per
$100 of assets had the highest average

performancereturning 138 percent over years Conversely the funds

in the quartile with the highest feesaveraging $2.26
per

$100 of assets

had the lowest performance return over the period averaging 112 percent

Various Federal Statutes

Apply to Mutual Fund

Activities

SEC oversees the regulation of mutual funds under the Investment

Company Act of 1940 Among the acts objectives is to ensure that

investors receive adequate accurate information about the mutual funds in

which they invest Other securities laws also apply to mutual funds Under

Correlating Total ExDerLses to the Performance of Four and Star Eiiulty Funds Financial

Research Corpoiatlon and Wechsler Ross Partners Mar 1998

chapter

Introduction

Mutual Fund Investors

Total Costs Vary Depending

on How Shares are

Purchased
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the Securities Exchange Act of 1934 persons distributing mutual fund

shares or executing purchase or sale transactions in mutual fund shares

are to be registered with SEC as securities broker-dealers Broker-dealers

who sell mutual funds are regulated and examined by both SEC and by the

regulatory arm of NASD called NASD Regulation Inc NASDR NASD
which is subject to SECs oversight acts self-regulatory organization for

brokerage firms Including those fIrms that engage In mutual fund

distribution

Neither federal statute nor SEC regulations which govern the mutual fund

industry expressly limit the fees that mutual funds charge as part of their

expense ratios Instead mutual fund regulations focus on ensuring that

investors are provided adequate disclosure of the risks and costs of

investing in mutual funds As noted previously NASD rules have placed

certain limits on the sales charges and fees used to compensate sales

personnel

Although most mutual fund activities are subject to SEC and NASD

requirements the mutual fund activities conducted by some banks are

overseen by the various bank regulatory agencles.Because banks are

exempt from the Securities Exchange Act of 1934.they are allowed to offer

mutual funds and other securities to their customers without registering

with SEC as broker-dealers However most banks have chosen to conduct

their securities activities including
mutual funds In subsidiaries or

.affihiates that are subject to SEC oversight
small number of banks

conduct securities activities either from within the bank or in other

affiliates that are not subject to SEC oversight.0 Depending on how such

bank is chartered its mutual fund activities would be overseen by the

Federal Reserve System the Federal Deposit Insurance Corporation or

the Office of the Comptroller of the Currency

Additional Information on the mutual fund activities of banks Is contained In Bank Mutual Funds

Sales Practices and ReuJatorv issues CAO/GGD.95-210 Sep 27 1995

However the Cramm-Leach-Bliiey Act passed In 1999 will
require any banks conducting more than

500 securities tzansactlons per year to move such activities into securities broker-dealer after May 12

2001

The Office of the Comptroller of the currency oversees banks with national charters The Federal

Reserve System oversees bank holding companies and In conjunction with state banking authorities

also oversees any state-chartered banks that are Federal Reserve members The Federal Deposit

Insurance Corporation oversees state-chartered banks that are federally Insured but not members of

the Federal Reserve Any mutual fund activities conducted by thrifts would be subject to SECs

oversight because thrifts are not exempted from the definition of broker and dealer under the

Securities Exchange Act of 1934
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Oh objectives of this report were to review the mutual fund industry to

jecves cope anu
determine the trend In mutual fund advisers costs and profitability

Methodology the trend in fees how mutual funds compete the requirements for

fee disclosures to fund investors and how industry participants view these

disclosures and the responsibilities of mutual fund directors regarding

fees and how industry participants view directors activities

As part of analyzing the trend in mutual fund advisers costs and

profitability we interviewed various industry officials These officials

included representatives of 15 mutual fund advisers including 13 large

firms and smaller firms These firms included some of the largest mutual

fund families one firm affiliated with bank and several firms known for

charging lower fees We also Interviewed officials from 10 industry

research organizations that compile information conduct analyses or

perform consulting services relating to the mutual fund industry These

firms included the major providers of data and analysis on the mutual fund

industry We also interviewed three officials from money management or

financial planning firms and two former senior regulatory officials In

addition we Interviewed officials from two financial industry associations

including the Investment Company Institute 1C which Is the national

association of the U.S mutual fund industry and the American Association

of Individual Investors We also Interviewed and obtained information

from SEC and NASDR officials who oversee mutual fund activities

We also obtained and analyzed data from ICI on the number of funds and

total assets invested in mutual funds lCI officials indicated that these data

included information representing over 90 percent of the funds and the

assets invested in mutual funds in the United States We reviewed studies

and analyses of the trend in mutual fund fees by academic organizations

industry associations and regulators

To identify what costs funds are required to disclose we reviewed SEC

regulations We also reviewed the annual reports for random selection of

35 funds including at least of the funds whose officials we interviewed

to identify the types of cost information these funds disclosed We also

discussed the trends in costs associated with operating mutual funds with

industry officials at the organizations identified above We also reviewed

various academic research papers and analyses by Industry research

organizations and others To identify the trends in average account size

we obtained and analyzed data from IC We also analyzed cost revenue

and profitability data compiled by an industry research organization on 18

public mutual fund advisers which represent all of the public companies

Page 30 GAO/GCD-00-126 Mutual Fund Fees



Chapter

Introduction

whose primary business activity involves operating mutual funds as an

adviser

To determine the trend in mutual fund fees we interviewed industry

participants and reviewed studies analyses and academic research

regarding mutual fund fees To conduct our own analysis of the trend in

fees we collected and analyzed data on the largest mutual funds These

included the 77 largest mutual funds in existence for the entire 1990-1998

period based on asset size as of February 28 1999 as reported in the

Upper Mutual Funds Quarterly section in the April 1999 issue of

Barrons We focused on the time period since 1990 because it represented

the most current and consistent period of mutual fund Industry history and

market conditions The 77 largest funds consisted of 41 stock funds and

hybrid funds each with assets over $8 billion and 31 bond funds each

with assets over $3 billion We excluded 10 other stock hybrid and bond

funds that were above the asset minimums but came into existence after

1990 We obtained annual expense sales load and asset data for each of

the 77 funds for each year from 1990 to 1998 from Morningstar Forbes

Magazine and Standard Poors and from annual reports prospectuses

and registration statements filed by the mutual funds with SEC or available

at mutual fund internet sites

To determine the nature and structure of competition in the mutual fund

Industry we reviewed academic research papers economic literature

speeches testimonies and other documents discussing mutual fund

competition We collected data on numbers of funds fund complexes and

advisers We also discussed the extent of competition with the funds with

industry officials at the organizations identified above To identi1 what

factors funds emphasized in their advertisements we collected and

analyzed the content of selected business news and personal finance

magazines

To determine how mutual funds disclose their fees we reviewed the

relevant laws rules and regulations governing mutual fund fee disFiosure

and interviewed officials from SEC NASDR the Office of the Comptroller

of the Currency the Federal Deposit Insurance Corporation and the Board

of Governors of the Federal Reserve System To compare mutual fund

disclosures to those for other financial products and services we reviewed

the relevant regulations for those products and consulted with regulatory

and industry association officials To determine how investors use the

information on fees we reviewed studies and surveys
done by industry

research organizations
We also interviewed industry participants to obtain

their opinions regarding the effectiveness of existing fee disclosures and
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suggestions for additional disclosures broker dealer also provided us

summary information from customer survey that included questions

about the utility and desirability of current and proposed fee disclosures

To determine the responsibilities
of mutual fund directors regarding fees

we reviewed the relevant laws rules and regulations governing mutual

fund organizational structure and directors responsibilities We also

interviewed officials from SEC and NASDR In addition we discussed the

effectiveness of fund directors with industry participants From legal

databases we also obtained and reviewed decisions and other documents

pertaining to various court cases Involving mutual fund fees

We conducted our work in Washington DC Chicago IL New York NY
Boston MA San Francisco CA and Los Angeles CA between November

1998 and April 2000 in accordance with generally accepted government

auditing standards We requested comments on draft of this report from

the heads or their designees of SEC and NASDR In addition we

requested comments from the mutual fund industry association IC Each

of these organizations provided us with written comments which appear

along with our responses to individual comments in appendixes through

ill Additional technical comments received from SEC were incorporated

into this report as appropriate
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Academic studies and other research suggest that as mutual fund assets

grow mutual fund advisers should experience operational efficienciesor

economies of scaleThat could allow them to reduce their funds

operating expense ratios However we were unable to determine the

extent to which mutual fund advisers experienced these economies of

scale because information on the costs and profitability of most fund

advisers was not generally publicly available Industry officials reported

that the costs of operating and providing mutual fund services have been

increasing Although comprehensive cost data were not available we were

able to determine that mutual fund advisers and other mutual fund service

providers were earning significantly more in fee revenues In 1998 from the

funds they operated than they had in 1990 In addition analyses by

industry research organizations of 17 public mutual fund management
fIrms indicated that such firms were generally profitable and that their

profitability had been increasing

_1
As fund assets grow advisers usually experience increases in both their

Uflu tisset rowtii
revenues and their costs However the research we reviewed and the

Expected to Produce officlalswe Interviewed agreed that fund advisers experience operational

EconOmies of Scale efficiencies that result in their costs growing less rapidly than the assets of

the fundsthey manage Academic researchers and industry officials

acknowledged that mutual fund advisers operations likely experienced

economies of scale as fund assets grew Fund advisers also likely

experienced economies of scale In their operations because the majority of

fund asset growth has come from increases in the value of the securities in

funds portfolios which is less costly source of growth than additional

share purchases by new or existing investors

Many Agree that Mutual As fund assets grow the adviser earns additional revenue because its fee is

Fund Advisers Ex erience percentage of the funds average net assets However in performing the

various services necessary to operate the fund the adviser Incurs various
Economies of Scale

costs for services such as researching selections for the portfolio and

managing the investments to maximize returns Fund advisers also incur

costs to administer accounts process account transactions and promote

their funds to attract new shareholders and additional investor inflows

The difference between the advisers costs and the amount of revenue it

collects is Its
operating profit from the fund If the advisers revenues are

As discussed In chapter of this report the operating expense ratio for mutual fund Is the total of

various fees and expenses charged to the fund during particular period shown as percentage oldie

funds total assets The expense ratio Includes management fee that compensates the adviser for

selecting and managing the funds portfolio lZb-l fees used for expenses associated with
distributing

fund shares and any other expenses associated with administering the fund that have been deducted

from itsassets
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increasing faster than its costs then the adviser is experiencing

operational efficiencies or economies of scale

Academics industry research organizations regulators and fund advisers

we consulted generally agreed that mutual fund operations are subject to

economies of scale as their assets grow Most studies we reviewed found

that as fund size increased average operating expense fees decreased

December 1999 ICI study reported that stock funds with assets of $250

million or less had an average expense ratio of $1.39 per $100 of assets

and funds with assets of over $5 billion had an average expense ratio of 70

cents per $100 of assets.2 The IC study also reported that funds with

significant asset growth tended to reduce their expense ratios as they

grew suggesting the presence of economies of scale

In this study Id states that the operating efficiencies that mutual fund

advisers experience arise not from spreading fIxed costs across growing

asset base but from needing proportionally fewer additional resources as

assets grew The study found that fund advisers typically expend

additional resources for portfolio management investment research and

fund administration as fund assets grow For example an adviser of fund

experiencing 100-percent growth in fund assets may need to add only

new hires to staff of 10 customer service representatives rather than

doubling the staff to address the workload arising from the additional

assets Therefore customer service personnel costs would be

proportionally less for twice the assets

Industry
officials we interviewed also generally agreed

that mutual fund

operations experience economies of scale An official at money

management firm whose customers invest in mutual funds told us that

mutual fund advisers operations are subject to large
economies of scale

and additional investor inflows result in little additional cost Officials of

the fund advisers we Interviewed also agreed that their operations

experienced economies of scale

Some of the studies and industry officials noted that economies of scale

should not be assumed to exist on an Industrywide level For example

study by one industry research organization Lipper Analytical Services

Inc stated that the mutual fund industry as whole does not experience

Investment ComnajW Institute Perpective Operating Exoense Ratios Assets and Economies of Scale

In Eaulty Mutual Funds John Rca Bxtan Reid and Kimberlee Millar Washington DC Dec

1999
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economies of scale but individual funds do.3 In his testimony before

Congress the Id president offered various explanations as to why asset

growth for the industry has not translated into economies of scale for all

funds For example asset growth arising from the creation of new funds

would not likely result in economies of scale because new funds usually

incur high costs in their initial periods of operation In addition asset

growth by certain funds could produce operating efficiencies for those

funds but not for others that had not grown

Substantial Asset Growth An additional factor that should contribute to economies of scale among
mutual fund advisers was the extent to which their assets grew due to

From Portfolio
portfolio appreciation Such growth results as the securities that have been

Appreciation Should Also selected and purchased for the funds portfolio increase in value As the

Result In Economies of value of the fund assets increase the advisers revenues also increase

Scale because It deducts its fee as percentage of all of the assets in the fund

However these additional assets would not be accompanied by the

additional account processing costs that result from asset growth arising

from additional share purchases by new or existing shareholders

Mutual fund advisers likely experienced such economies of scale because

most of the industrys growth in the 1990s resulted from portfolio

appreciation We analyzed industrywide data from ICI on the growth in

mutual funds to determine the extent to which funds asset growth

resulted from either additional share purchases by existing and new

Investors or from appreciation of the securities within fund portfolios As

shown in table 2.1 portfolio appreciation accounted for about 56 percent

of the mutual fund asset growth for all stock and bond funds In contrast

growth resulting from additional investor share purchases accounted for

about 44 percent these funds growth

Table 2.1 Source of Asset Growth for

All Stock and Bond Funds From 1990 to
Investor share

1998 Fund type Portfolio apprecIation purchases Totals

Stock funds 56.5% 43.5% 100%

Bond funds 54.2% 45.8% 100%

Totals 56.1% 43.9% 100%

Source GAO analysis of ICI data

The Third White Paper Are Mutual Fund Fees Reasonable September 1998 Updatal Upper

Analytical Services Inc Sep 1998
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Determining the extent to which mutual fund advisers experienced

OS a1.a NOt economies of scale was not possible because comprehensive data on

Generally Available for advisers costs are not publicly available Mutual funds are required to

Mutual Fund Advisers disclose certain fees and costs paid by investors that are deducted from

Overall Operations
fund assets but these disclosures do not speciI the costs that the adviser

incurs in providing services to the fund

Under the requirements of the securities laws fund is required to

perlcrdically disclose to fund shareholders the costs attributable to

individual funds Among these costs is the fee that the adviser to the fund

charges for managing the fund and selecting the investments to be

included in its portfolio In addition these costs Include those resulting

from various administrative functions performed as part of operating

fund such as those for legal services or the printing of required reports

Under the laws governing mutual fund activities mutual funds must make

publicly available certain financial information applicable to the fund when

initially offering shares to the public and on semiannual basis thereafter

This information includes balance sheet which lists the funds assets and

liabilities and statement of operations The statement of operations

presents the income and expenses incurred by the fund funds income is

generally the dividends and interest earned on the securities in its

portfolio For expenses the disclosure requirements for the statement of

operations are relatively brief and require separate reporting of

investment advisory management and service fees in connection with

expenses associated with the research selection supervision and custody

of investments

amounts paid as part of 12b-l plan and

any other expense items that exceed percent of the total expenses

In addition funds are required to disclose in footnotes to this statement

how the management and service fees were calculated Funds are also

required to provide Information on the net change in the assets of the fund

resulting from operations which Includes any realized and unrealized

gains or losses

Review of the financial statements issued for 35 funds1 indicated the

information disclosed for these funds was generally similar The total

amounts expended for the management or advisory fee and for expenses

Induded among these 35 funds were at least of the funds offered by the 15 advIsers that we

contacted and rsndom selection of others that we obtained frurn public filings made to SEC
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relating to the directors were disclosed for every one of the fundswe

reviewed The amounts expended for audit services and shareholder

reporting were also shown in the reports of majority of the 35 funds

Aithough funds provide some information on the operating costs of

individual mutual funds the trend in the costs and profitability of advisers

that manage mutual funds cannot be identified from the required reporting

for individual funds The information disclosed by funds pertains to the

funds associated Income and expenses but the advisers that operate these

funds are separate legal entities with their own revenues and costs Some

of the revenue earned by fund advisers can be determined from the

amount of management/advisory fees shown in fund disclosures However

the reporting does not include disclosure of the specific costs that advisers

incur to operate fund Nor does the material that mutual fund advisers

file with SEC include such information Forexample the salaries of

portfolio managers or other executives an adviser employs or the research

expenses it incurs are not required to be disclosed Without knowing the

specific costs the adviser Incurred to operate the funds it offers the

profitability of most mutual fund advisers cannot be determined Some of

the advisers that manage mutual funds are publicly owned companies and

thus are required under other SEC regulations to periodically disclose the

financial results of their operations However the majority of advisers are

privately held and thus not subject to these requirements

Mutual fund officials cited new services as an important reason for the

increasing costs of operating mutual funds Testifying before Congress the

president of ICI stated that mutual fund advisers are under substantial

competitive pressure to provide enhanced and sometimes costly services

Officials at the industry research organizations and at the mutual fund

advisers we contacted also indicated that new and expanded services have

raised costs Among the new services that these firms are adding were new

telecommunication services These included such services as 24-hour

telephone centers and voice-recognition systems to provide investors with

information and more convenient access to their accounts Mutual fund

Fund and Other
Only limited public data existed on the individual costs incurred by mutual

fund advisers but this information and Industry officials statements

Industry Officials indicated that costs have been rising Some of the increase in overall

Report that Mutual operating costs stemmed from the costs of the new services that advisers

Fund Operating Costs have added to those they already perform for investors or for the firms that

Have Risen
market mutual funds In addition overall operating costs have risen due to

increases in other areas including the costs of distribution advertising

and personnel

New Services Increase

Operating Costs
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advisers are also increasingly providing Lnformation and account access

services over the Internet

Distribution Costs Also Mutual fund advisers have also apparently experienced increased costs

Increasinu
incurred as part of having their funds distributed Some broker-dealers

whose sales representatives
market mutual funds have narrowed their

offerings of funds or have created preferred lists of funds which then

become the funds that receive the most emphasis in the marketing efforts

made by broker-dealer sales representatives When fund is selected as

one of the preferred fund families on these lists the mutual fund adviser is

required to compensate the broker-dealer firms According to one research

organization
official there are significantly

fewer distributing firms than

there are mutual fund advisers As result the mutual fund distributors

have the clout to require the advisers to pay more to have their funds sold

by the distributing firms staff For example distributors sometimes

require fund advisers to share their profits and pay for expenses incurred

by the distributing firms such as requiring an adviser to pay for advertising

or for marketing materials that are used by the distributing
fIrms

Mutual fund advisers distribution costs are also increased when they offer

their funds through mutual fund supermarkets Various broker-dealers

including those affiliated with mutual fund adviser allow their customers

to purchase through their brokerage accounts the shares of funds operated

by wide range of fund advisers Although these fund supermarkets

provide the advisers of participating funds with an additional means of

acquiring investor dollars the firms that provide such supermarkets

generally require fund advisers to pay
certain percentage on the dollars

attracted from purchases by customers of the firms supermarket For

example advisers for the funds participating
In the Charles Schwab One

Source supermarket pay that broker-dealer firm up to 0.35 percent of the

amount invested by that firms customers

Fund Advertising Costs Also Another area in which mutual fund advisers were reportedly experiencing

Increasin
higher costs was in advertising expenditures According to data compiled

by one industry research organization.6 consumer investment advertising

by financial services companies has grown at an annual rate of 33 percent

from 1995 to 1998 with nearly $1 billion spent in 1998

Amounts paid to fund distributors deducted from fund assets must be paid pursuant to izb-I plan

Other amounts paid to distributors would come out of adviser profits

Fund Advertising Evolving Trends Among Television Internet and Print Media Mutual Fund Cafd

Blue Plate Sueclal Financial Research Corporation Jan i8 1999
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Industry officials offered various reasons for increased advertising

expenditures As discussed in chapter of this report mutual fund

advisers attempt to compete primarily by differertiating their firms fund

offerings from those of other firms For example one industry research

organization official indicated that competition among so many funds

requires advisers to increasingly promote their particular funds Mutual

fund supermarkets may also increase fund advisers advertising expenses

Advisers selling through fund supermarkets may find that they avoid the

costs associated with salesforce or certain other expenses However

increasing
the likelihood that investors will select their funds out of all

those offered through such supermarkets usually requires
that advisers

must spend on advertising to increase investor awareness of their funds

Personnel Costs Also Although already paying among the highest levels of compensation mutual

Incr
fund advisers apparently have to pay increasing amounts to attract and

retain personnel Mutual fund personnel are among the best-compensated

staff among various financial organizations In 1999 an association for the

investment management profession and an executive recruiting firm

sponsored study of compensation for 19 different positions among

types of financial industries.7 Along with mutual funds the other industries

were banking Insurance investment counseling pension

consulting plan sponsors endowments and foundations and

securities broker-dealers The study obtained data by survey for staff

employed in these industries in various positions Including chief

executives chief investment officers research directors securities

analysts and portfolio managers for four different investment types

According to our analysis of the information presented in this study the

industry median compensation for mutual fund industry overall was the

highest among the seven industries Across the various positions the

compensation for mutual fund industry personnel was ranked as the

highest or second highest in 13 of the 19 positions surveyed Specifically

mutual fund industry personnel had the highest compensation in six of the

positions including having the highest median compensation for chief

executive officers and for each of the four portfolio manager positions

Personnel costs are also reportedly rising
for mutual fund advisers

Officials with three of the industry research organizations we contacted

cited expenses for personnel as an area in which fund advisers have

experienced increased costs An official at one such organization told us

that with the low unemployment rate fund advisers must pay personnel

1999 investment Management Comoerisatlon Survey Association br Investment Management and

Research and Russell Reynolds Associates Jul 20 1999
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more to avoid losing them and having to replace them with new and

untrained personnel

Officials at the mutual fund advisers we contacted also cited personnel as

an area in which their costs were Increasing Many officials noted that

mutual fund industry personnel costs are being driven higher due to

competition for quality personnel from hedge funds.5 An official with one

large fund adviser told us that Increasing the size of compensation

packages for portfolio managers was necessary to keep them from leaving

to join hedge funds He likened the market for such staff to that for sports

stars

Information Technology

Expenditures Also Increase

But May Eventually Reduce

Adviser Costs

Fund adviser and other officials also cited the need to make continued

Investments in their overall information technology resources as source

of increased costs to their operations For example officials at one mutual

fund adviser told us the staffing of their information technology

department has risen from person to over 700 over 26-year period

Mutual fund adviser and industry research officials also described other

information technology expenditures that firms are making including

implementing automated telephone voice processing systems and creating

Internet Web sites

Although mutual fund advisers are reportedly experiencing increased costs

resulting from the increased investments they are making in technology

and service enhancements some of these Investments may result in

reduced operating costs in the future According to officials at two

industry researchorganizations the investments that fund advisers make

in technologies such as the Internet and voice-processing systems will

eventually allow them to reduce service costs According to an article

prepared by one of these research organizations.9 companies that deploy

Web-based customer services can cut their costs by close to half if not

more For example the article cites research by one organization that

Indicated that typical customer service transactions cost $5 if responded to

by live agent 50 cents if by voice response system and few cents if

done on the Web

Hedge funds are private investment partnerships or ofihore ilwestment Corporations that include

general partner which manages the fund and limited number of other Investors that
usually must

meet high minimum Investment requirements

How Fund Companies Are Using the Internet to Strengthen customer Relationships and Cut Costs

Mutual Fund CafØ tdeScooa DeRemer Associates and Wechaler Rois Partners Aug 1998
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Fund asset growth can affect advisers costs in varying ways Although

Asset Growth Has
mutual fund advisers costs were reportedly rising industry officials

Varying Effects Ofl explained that these costs do not generally rise smoothly as assets

Fund Advisers Costs increase Officials also indicated that advisers costs rise more when their

asset growth comes from new accounts rather than from existing

shareholders

Adviser Costs Do Not Rise According to industry officials the costs of providing mutual fund services

Sm thi
may not rise in smooth continuous way Officials at the mutual fund

00
advisers we contacted told us that some of their operating costs increase

in staggered fashion as their assets grow For example officials at one

adviser said that as their assets grow they find that the number of staff

performing certain functions such as answering customer inquiries can

stay the same for some time However when assets.reach certain level

they find that they must add additional staff to address the additional

workload Therefore although assets may be growing steadily many of

their costs remain temporarily fixed until certain asset levels are reached

then their costs rise to new higher fixed level Officials at another fund

adviser explained that other costs are more fixed thus as assets grow
these costs go down on per-share basis Such costs would include the

cost of maintaining custody1 over the securities Invested in by their funds

New Accounts Also Fund adviser officials also explained that if their asset growth comes from

Increa Advis Cost
new accounts then their costs correspondingly increase more than if the

er
additional dollars came instead from existing shareholders Officials at one

mutual fund adviser told us much of the industrys asset growth has come

from new smaller accounts They said that such accounts are more

expensive to service than larger accounts on per dollar basis because

each account requires minimum level of service regardless of size

However we analyzed data on shareholder accounts compiled by ICI

Although the number of shareholder accounts for stock funds has grown

by over 430 percent from 22 million in 1990 to about 120 million in 1998

this was less than the growth in the assets of these funds which grew by

over 1.100 percent during that same time frame

Changes in the average account size at individual mutual fund advisers can

affect these firms costs For example officials at one mutual fund adviser

reported to us that their average account size had fallen from $12000 to

MUtUSI funds pay such costs to entitles known as custodians which provide for the safekeeping of

stock certlilcates and other assets owned by the funds
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$9.000 with Its median size being $1 .500 According to this firms officials

having more smaller accounts increases their overall servicing costs

Although some firms may experience decline in their average account

size that results in an increased cost per account industrywide data

Indicated that this is not affecting all firms According to our analysis of

IC data the average account size for all stock funds in the industry has

risen by 127 percent from just under $1 1.000 in 1990 to almost $25.000 in

1998 The average account size in 1998 for bond funds has increased

similarly since 1990 as well

Fee Revenues Have
Increased Significantly

Table 2.2 Growth in Mutual Fund Assets

and Estimated Fund Adviser and Other

Service Provider Fee Revenues 1990-

1998

Although comprehensive data on the costs fund advisers incurred was not

available the revenue fund advisers and other service providers collect as

fees from the mutual funds they operate appears to have increased

significantly The fee revenues earned by the advisers and service

providers of the largest mutual funds have also risen significantly during

the 1990s The amount of fees collected on per account basis has also

risen

As mutual fund assets have grown the revenues that fund advisers and

other service providers collect through the fees they deduct from these

funds have also risen ICI provided us with data on the assets and

operating expense fee revenues for 4.868 stock and bond funds which

their officials indicated represented over 90 percent of the total industry

assets for these fund types.2 As shown in table 2.2 our analysis of this data

indicated that asset growth has led to comparable growth in the fee

revenues earned by mutual fund advisers and other service providers

Dollars In millions

Estimated fund adviser and

Fund type Total assets provider fee revenues

Percentage Percentage

1990 1998 change 1990 1998 change

Stock $256766 $2.396.410 833% $2544 $22931 801%

Bond 268.529 698.365 160 2.408 5933 146

Totals 525295 3094175 489 4952 28864 483

source GAO analysis of data from id

Fund adviser and service provider revenues were estimated by multiplying fund assets by operating

expense ratios

The total asset amounts differ from those presented elsewhere in this report because the data ICI

provided for this revenue analysis did not include any funds sold as part
of variable annuity products
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The largest funds have also produced more revenue for their advisers and

other service providers during the 1990s JJslng 1998 data we identified the

77 largest stock and bond funds that had been in existence since 1990

For these funds we found that the advisers and service providers

operating these funds collected $7.4 billion in revenues from the fees

deducted from these funds assets In 1998 As shown In table 2.3 this was

over $6 billion or almost 560 percent more than they earned in 1990

Table 2.3 Assets and Fee Revenues for 77 Largest Mutual Funds for 1990-1998

Dollars In millions

1990 1991

Total assets $164425 $232985
--

Total fee revenue $1.1 28 $1640

Percentage

change

1992 1993 1994 1995 1996 1997 1998 1990-1998

5303339 5409755 $432241 $595857 $745889 $954.725$1 .157.219 604%

$2157 $2986 $3255 $44S8 5.387 $6.34T $7428

Source GAO analysis of data from Momingstar Inc and Barrons Upper Mutual Funds Quarterly

Some of the largest funds experienced significant Increases in their fee

revenues from 1990 to 1998 For example the assets of the largest stock

fund grew 580 percent from $12.3 billion in 1990 to $83.6 billion in 1998

The revenues of the adviser and other service providers for this fund grew

308 percent Increasing from about $127 million to over $518 million during

the same period As the assets of another stock fund grew 825 percent

from $5.6 billion in 1990 to $51.8 billion in 1998 Its advisers adviser and

other service providers revenue Increased 729 percent growing from $38.7

millIon to $321 million during the same period

On an lndustrywide basis the average amount of total revenues fund

advisers and other service providers
earned

per
investor account has also

risen According to data compiled by 1C1 the Increase In fee revenues on

per account basis has been less dramatic than the Increases In total fee

revenues shown above As shown in table 2.4 the average fees collected by

fund advisers and other service providers per account rose 61 percent for

stock funds and 37 percent
for bond funds from 1990 to 1997

Using data as of Februaiy 24 1998 we Identified these funds as being the largest funds that had been

In existence since at least 1990 These 77 funds Included 46 stock funds IncludIng hybild fuzi4 that

invested In both stocksand bonds each with assets over 33 btIlton each of the 31 bond funds had

assets of 33 billIon Collectively these 77 funds had combined assets of$1 157 bIllion in 1998 and

represented nearly 28 pexcent of the 34.174 bIllion In total industry assets invested In these types of

funds As of that date 10 other funds had similar levels of assets as the funds in our analysis we did

not Include them in our analysis because they had been created after 1990

ICI did not provide data on the number of accounts for 1998
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Table 2.4 Average Fees Collected For Stock and Bond Funds In Dollars Per Ariu.f rAm 1990 to 1997

Type of

-..

Percentage

fund 1990 1991 1992 1993 1994 1995 1996 1997 change

Stock $102 $106 $122 $136 $138 $135 $150 $164 61%

Bond 184 180 210 230 237 223 235 251 37

Source GAO analysis of data from id

Recent data on the profitability of mutual fund advisers were generally

limited to few studies done by industry research organizations.5 As noted

previously financial statements are not available for most mutual fund

adviser firms Although hundreds of mutual fund advisers exist

Information was available for only small subset of firms that have issued

securities to the public which requires them to file publicly available

financial statements with SEC The financial results of these public mutual

fund adviser firms may not be representative of the industry as whole

because the public firms tend to be among the largest firms However

analysis of information for some of these firms indicated that they were

generally profitable and that their profitability had been Increasing

An analysis by industry research organization
of 18 mutual fund advisers

indicated that these firms revenues were generally growing faster than

their expenses This organization Strategic Insight LLC annually reports

on trends in mutual fund adviser costs and profits by using data for those

advisers that have issued securities to the pubic and thus are required to

make their financial statements publicly available For its analysis

Strategic Insight reviewed the financial results from 1994 to 1998 for 18

public companies5 that manage mutual funds and other private account

assets According to its report these 18 firms managed about $1.1 trillion

in mutual fund assets and accounted for about percent
of total Industry

assets In 1998 As shown in table Z.5 the operating expenses for the 18

companies have been rising since 1995 but their data indicated that the

rate of increase has been slowing each year

The studies we Identified that addressed mutual fund adviser costs or profitability included gy
Management Financial ComparIsons 1998 Strategic Insight LLC New York NY Apr 1999 The Third

White Paper- Are Mutui Fund Fees Reasonable September1998 Update Lipper Analytical Services

Inc Sep 1998 and Price Valuation and Perfonuance Analytics Putnam Lovefi Thoruton LaGuardIa

Apr.1999

The companies include AMVESCAP PLC Affiliated Managers Group Alliance Capital LP. Eaton

Vance Franklin Resources Federated Investment Gabeill Asset Management Kansas city Southern

financial group only Liberty Financial PIMco Advisors L.P. Phoenix investment Partners Pioneer

Group Pilgrim America The Jolui Nuveen Company Nvest L.P. Rowe Price United Asset

Management and Waddell Reed

Data for Some Mutual

Fund Advisers

Indicates Profitability

Has Been Increasing
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Table 2.5 Change In Revenue and

Expenses FromPrlorYearand
1995 1996 1997 1998

Resulting Operating Margin for Public Fee revenue growth 43% 36% 34% 28%

Asset Management Companies Ope expense growth 48 34 31 27

Operating profit margIns 33 34 35 36

Operating margin Is the percentage that operating profit revenue minus expenses represents of

total revenue before taxes

Source Strategic Insight LIC. analysis
0118 public companies

Although the Strategic Insight data shows that expenses have been

increasing for these companies it also showed that their revenues were

on average increasing at higher rate than their expenses between 1996 to

1998

As table 2.5 also shows Strategic Insight found that as measured by profit

margins the profitability of these mutual fund management companies has

been increasing
In 1998 Strategic Insights calculations indicated that

these 18 companies pretax operating profits calculated by subtracting

total expenses from total revenues before subtracting taxes averaged

about 36 percent of their revenues

These mutual fund advisers also appear generally profitable compared to

firms in other industries commonly used measure of profitability is

return on equity which is the ratio of profits to the amount of equity

invested In the business by the firms owners which is derived by

subtracting the firms liabilities from its assets

The Strategic Insight data lacked complete information on all 18 publicly

traded mutual fund advisers but we were able to assess the rates of return

on equity of of the advisers as far back as 1995 From 1995 to 1998 the

returns on equity for these nine firms were generally consistent and

ranged on average between 23 and 26 percent during these years with the

26 percent occurring in 1998 This was comparable to the 500 U.S

companies In the Standard Poors 500 index whose return on equity had

averaged 22 percent from 1995 to 1999
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Previously completed studies of trends in the operating expense ratios

charged by mutual funds produced varying conclusions as to whether such

fees were declining or increasing and faced criticism over the

methodologies they used Our own analysis indicated that the expense

ratios charged by the largest funds were generally lower in 1998 than their

1990 levels but this decline did not occur consistently over this period

The expense ratios for the largest stock funds which experienced the

greatest asset growth during the 1990s declined more than had the largest

bond funds whose expense ratios had generally remained flat Finally not

all funds have reduced their fees despite experiencing growth in their

assets Our analysis of the largest funds indicated that 25 percent of the

funds whose assets grew by 500 percent or more since 1990 had not

reduced their expense ratios by at least 10 percent by 1998 including some
funds that raised their fees

-l Studies and analyses that looked at the trend In operating expense ratios

i-.sSO j.mu and other charges to mutual fund Investors had generally mixed findings
Mixed Trend in Fees with some finding fees have risenand others finding them to have declined

Across Industry Questions were raised about the conclusions of some of these studies

because of the methodologies they used

Some Studies Find Declines Some of the studies we reviewed that had looked at the overall trend in

in Mutual Fund Fee Char es
mutual fund fees since 1990 found that the operating expense ratios and

other charges were declining Among these were series of studies

conducted by IC which looked at the trend in mutual fund fees charged

by stock and bond funds In these studies IC combined funds annual

operating
expense ratios with an amortized portion of any sales loads

charged To calculate the average total annual costs for all funds ICI

multiplied each funds total cost by the proportion that Its sales

represented of all fund sales that year ICI stated that this methodology

was intended to incorporate all of the costs that an investor would expect

to incur in purchasing and holding mutual fund shares Weighting these

costs by fund sales was intended to reflect the costs of funds actually

being chosen by investors each year

The three ici studies were Trends in the Ownership cost of Equity Mutual Funds November1998

Total Shareholder Cost of Bond andMoney Market Mutual Funds Washington D.c Mar 1999 and

Mutual Funds costs 19.1998 Washington D.C Sep 1999 ICI also issued related study of

economies of scale that also Included fee trend Information Investment Company Institute

Perspective ODeratine Expense Ratios Assets and Economies of Scale In Equity Mutual Funds John

Rca Brian Reid and Kimbertee MIllar Washington D.c Dec 1999

To account for any sales loads charged the ict researchers spread or amortized the load charges

over numerous years according to estimates of the average period over which Investors hold their

funds Thus the total costs to fund shareholders each year was calculated as the annual operating

expenses plus
that years proportionate share of any applicable sales load
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Using this methodology ICI found that the total costs investors Incurred as

part of purchasing mutual funds declined 40 percent between 1980 and

1998 for stock funds and 25 percent between 1980 and 1997 for bond

funds The studies also reported that significant factor In the declining

investor costs was the shifting by investors to lower cost funds This shift

by investors was also reflected in data showing faster growth in no-load

funds than load funds The ICI studies reported that general decline in

distribution costs sales loads and 2b-1 fees also contributed to the

overall decline in investor costs

The conclusions reached by some of the mutual fund fee studies have been

criticized because of the methodologies used Some industry participants

were critical of the conclusions reached In the ICI studies because it

calculated average annual shareholders costs by weighting them by each

funds sales volume For example analysts at one Industry research

organization acknowledged that the ICI data may indicate that the total

cost of investing in mutual funds has declined However they said that

because ICI weighted the fund fees and other charges by sale volumes the

decline ICI reports results mostly from actions taken by investors rather

than advisers of mutual funds.3 These research organization officials noted

that ICI acknowledged In its study that about half of the decline In fund

costs resulted from investors Increasingly purchasing shares in no-load

funds

Criticisms were also made of some studies or data that reported that the

mutual funds fees had been rising Such studies usually did not focus on

fixed number of funds over time but instead averaged the fees of all funds

in exIstence each year Critics noted that the averages
calculated by these

studies would be biased upwards by the increasing number of new funds

which tend to have high initial expenses until certain asset levels are

reached Such averages
would also be influenced upwards by the

Mornlnsstar.Net Commernarv Revisiting
FundCtsi Uo or Down Scott Cooley Mornlngstar Inc

Feb 19 1999

Other Studies Found Fees In contrast some studies or analyses that looked at the trend in mutual

Ri
fund fees found that fees had been rising These included analyses by

Si
academic researchers industry research organizations and regulators For

example an analysis by an academic researcher indicated that the median

asset-weighted average operating expense ratio of funds in the industry

had increased by percent from 1987 to 1998 An Internal study by SEC

staff found that median expense ratios had increased by 11 basis points

from 1979 to-1992

CriticismsRaised Regarding

the Methodologies Used by

Some Fee Studies
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increasing prevalence of funds with more specialized investment

objectives such as international funds which usually have higher research

costs and thus tend to have higher expense ratios overall than other funds

Largest Mutual Funds

Generally Grew Faster

Than Industry Average

Our analysis indicated that the largest funds grew more than other funds in

the industry As shown in table 3.1 the average size of the 46 largest stock

funds increased by about 1100 percent from 1990 to 1998 the average size

of all other stock funds Increased by about 300 percent Combined the

average size of the largest stock and bond funds grew by about 600 percent

during this period as compared to the approximately 200-percent increase

in the size of all other stock and bond funds

Table 3.1 Average Size of Stock and

Bond Mutual Funds from 1990 to 1998

Among Largest Funds
Average Expense
Ratios Declined for

Stock Funds but Less

so for Bond Funds

Dollars In millions

Average size of fund

Percentage

Largest Funds 1990 1998 change

46 stock funds $1828 $21459 1074%

31 bond funds 2551 5.828 128

Total for largest funds 2135 15029 604

All other funds In industry

Stock funds 159 602 279

Bond funds 206 291 41

Total for all other funds 178 484 172

source GAO analysis or data from CI Momingstar Inc and BaTons Llppec Mutual Fisids

Quartelly

Because they grew more than other funds the largest funds would likely

have been subject to the greatest economies of scale which could have

allowed their advisers to reduce the fees they charge investors In general

the expense ratios on large mutual funds investing In stocks have been

reduced since 1990 but the ratios of funds investing primarily in bonds

have declined only slightly since then In addition these declines did not

occur cozsistently over the period from 1990 to 1998

According to our own analyses and those performed by others larger

mutual funds have generally reduced their operating expense ratios during

the l990s Using the data we collected on the 46 largest stock and 31

largest bond funds in existence from 1990 to 1998 we calculated simple

average of their operating expense ratios The simple average represents

the fee an investor wguld expect to pay by choosing among the funds at

random As shown in fIgure 3.1 the average expense ratio per $100 of

assets for largest stock funds declined from 89 cents in 1990 to 71 cents in

1998 which was decline of 20 percent The expense ratio for the largest
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bond funds was 66 cents in 1990 and 64 cents in 1998 decline of

percent

Figure 3.1 Average Expense Ratios for Ilars per $100 of assets

77 Largest Stock and Bond Mutual

Funds From 1990 to 1998
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Source GAO anolysis of data from from ICl Momingslar Inc and Barrons Llpper Mutual Funds

Quatterly

Analysis by the mutual fund industry association ICI also found that the

advisers of large stock funds had generally reduced their funds operating

expense ratios In its November 1998 study ICI presented its analysis of

data on the 100 largest stock funds established before 1980 It reported

that the simple average of the operating expense ratios for these funds had

declined from 82 cents in 1980 to 70 cents in 1997 representing decline

of about 15 percent

The decline in the fees charged by the largest stock and bond funds did not

occur consistentiy over the period from 1990 to 1998 For both the stock

funds and the bond funds in our analysis we calculated the percentage

that operating expense revenues represented of these 77 funds total assets

during 1990 to 1998 This represents what the average dollar invested in

these funds was charged in fees during thIs period As shown in table 3.2
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the fees paid by the average dollar invested in the largest stock funds rose

in the first years of this period before declining in the last several years As

table 3.2 also shows the fees paid by the average dollar invested in the

largest bond funds remained relatively constant during this period but also

declined in the most recent years

Table 3.2 Asset-Weighted Average Operating Expense Ratios for 77 Largest Stock and Bond Funds From 1990 to 1998 In

Dollars Per $100 of Fund Assets

Number of Percentage change

Typeoffund funds 1990 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Stock 46 $74 $.78 $78 $.80 $.81 $.79 $.75 $.68 $.65 -12%

Bond 31 .62 .61 .61 .60 .61 .63 .61 .60 .58 -6

Source GAO analysis of data flom Momlngstar Inc. and Barrons Upper Mutual Funds Quartetly

Asset Growth Usually
Although mutual funds in general appear to have reduced their operating

expense ratios our analysis and those by others indicated that not all

Resulted in Lower funds had The more funds assets had grown the more likely the fund

Expense Ratios but adviser was to have reduced the expense ratios of those funds Even

Not All Funds Made among funds that grew significantly however not all had reduced their

Reductions
ratios by more than 10 percent

Most Large Funds Had Our analysis and those by others indicated that the advisers for most large

funds had reduced their funds expense ratios Of the 77 large funds for

Reduced Expense Ratios
which we collected data 54 funds or 70 percent had lower operating

expense ratios in 1998 than they had in 1990 see table 3.3 As can also be

seen the largest bond funds were less likely to be charging lower fees than

were stock funds 48 percent of the bond funds had lower expense ratios

compared to 85 percent of the stock funds

Table 3.3 Change In Operating Expense Ratios Charged by 77 Largest Stock and Bond Funds 1990-1998

Funds that reduced fees Funds with no change In fees Funds that raised fees Total number of

Type of fund Numbei Percentage Number Percentage Number Percentage funds

Stock 39 85% 4% 11% 46

Bond 15 48 14 45 31

Total 54 70 19 25 77

Note percentages do not total to 100 percent due to rounding

Source GAO analysis of data from Momingstar Inc and Barrons Lipper Mutual Funds Quarterly

IC also found that the expense ratios of large funds had declined over

time In its December 1999 study that discussed economies of scale for

mutual funds IC provided data on the trend In operating expense ratios

for 497 stock funds in existence as of 1998 IC selected these funds

because they all had assets of at least $500 million and thus had
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experienced significant asset growth and likely reached sufficient size to

realize economies of scale IC reported that 368 or 74 percent of these

497 funds had lower operating expense ratios as of 1998 than they had

charged in their first full year
of operation Conversely the expense ratios

of the other 129 or 26 percent of the funds IC reviewed had either not

reduced their ratios or had raised them since their first full year of

operation

The data on the largest funds cannot be used to ascertain what the trend in

operating expense ratios has been for the industry as whole As noted

our sample consisted of the 77 largest funds In existence since 1990 ICFs

study reviewed 497 funds with assets of over $500 million In both

analyses the percentage of funds that had reduced their expense ratios

was about the same SEC officials that reviewed our analysis noted that

reviewing data for only the largest funds would bias the results towards

those funds most likely to have reduced their expense ratios As result

review of funds outside the largest funds could find that smaller

percentage
of funds had reduced their expense ratios to any significant

degree

Funds With More Asset

Growth More Likely to

Reduce Expense Ratios But

Not all Funds Made

Significant Reductions

In analyzing the largest mutual funds we found that the largest reductions

in expense ratios generally involved funds with the greatest growth In

assets Conversely increases In expense ratios tended to involve funds

with more modest asset growth and few funds with asset reductions

However our analysis also showed that not all funds that experienced

significant asset growth had reduced their operating expense fees by at

least 10 percent over the period from 1990 to l998

The mOre funds assets grew the more likely its adviser was to have

reduced the expense ratio As shown in table 3.4 the more the assets of

the 46 largest stock funds had increased since 1990 the more likely they

were to have lower operating expense ratios in 1998 However not all

funds had lower expense ratios even when they experienced significant

asset growth As can be determined from table 3.4 the assets of 40 of the

large stock funds grew 500 percent or more from 1990 to 1998 Of these 40

funds 10 funds or 25 percent had not reduced their operating expense

ratios by at least 10 percent in the years since 1990 and of the funds

were charging higher ratios in 1998 than they had in 1990

We used 10 percent as the threshold for 1denrlling significant
reduction because 10 percent Is

traditional accounting measure of materiality
and It appeared to be reasonable amount given the

level of asset growth that occurred during this 9.year period
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Table 3.4 Relationship of Asset Growth and Change in Operating Expense Ratios for Lamest Stock Funds 1990-1 998

Percentage change in assets

Change In operating expenses 1000 500 to 1000 200 to 500 200 to Decline in assets Total

Reduction over 30 percent 14 16

Reduction between 10 and 30 percent 15

Reduction under 10 percent

Nochange
Increase under 10 percent

IncreasebetweenlOand3Dpercent

increase over 30 percent

Total 28 12 46

Source GAO analysis at data from MomlngÆtar Inc and Barrons Upper Mutual Funds Quarteily

Although bond funds had generally experienced less growth than had

stock funds similar relationship between asset growth and operating

expense reductions also existed for the largest bond funds thatwe

analyzed As table 3.5 indicates bond funds whose assets had grown since

1990 were more likely to be charging lower operating expense ratios in

1998 However similar to the stock funds not all of the advisers for bond

funds with significant asset growth had reduced their funds fees As can

be determined from table 3.5 the assets of 11 of the large bond funçls grew

500 percent or more from 1990 to 1998 Of these 11 funds funds or 27

percent had not reduced their expense ratios by at least 10 percent in the

years
since 1990

Table 3.5 RelatIonship of Asset Growth and Change in Operating Expense Fees for Largest Bond Funds 1990-1998

Percentage change In assets

Change In operating expenses 1000 500 to 1000 200 to 500 200 to Decline In assets Total

Reduction over 30 percent

Reduction between 10 and 30

percent 10

Reduction under 10 percent

Nochange

Increase under 10 percent

increase between 10 and 30

percent

increase over 30 percent

Total 10 31

Source GAO analysis of data from Momlngstar Inc and Barrons Upper Mutual Funds Quartafly

The December 1999 IC study also reported that advisers for funds with

greater asset growth had generally reduced their funds operating expense

fees by the largest amounts Among the 497 funds IC determined that the

funds in the top 20 percent of asset growth had reduced their operating

expense ratios on average by 51 cents per $100 of assets In contrast the
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decrease in the expense ratio for the funds in the bottom 20 percent of

asset growth averaged only cents per $100 of assets

Funds with Higher The extent to which advisers reduced funds expense ratio appears to

depend on the Initial level of the ratio In Its December 1999 study JCI

Operating Expense Ratios
found that changes in operating expense ratios among the 497 stock funds

Made Greater Reductions
they analyzed were related to the level of the fees the funds charged when

Than Funds With Lower they first began operations To conduct its analysis ICI divided the 497

Ratios stock funds into equal groups quintiles after ranking them by the

expense ratios they charged during their first full year of operations Id

reported that the funds in the quintile with the lowest ratios initially were

charging an average of about 50 cents per
$100 of assets By 1998 the

average expense ratio charged by these funds had increased by cents In

contrast the funds in the quintile with the highest fees had an average

operating expense ratio In the initial period of $1.86 and by 1998 they had

reduced their ratios by an average of 76 cents

Our own analysis of the largest mutual funds confirmed this relationship

between relative fee levels and subsequent operating expense ratio

changes To perform this analysis we separated the 77 largest stock and

bond funds into groups based on whether their operating expense ratios

were higher or lower than the combined average for each type of fund5 in

1990 This resulted in 29 funds whose 1990 expense ratios were higher than

the average charged by funds of their
type in 1990 and 48funds whose

ratios were lower As shown in figure 3.2 the average ratio for the 29 high-

fee funds declined from $1.22 to 92 cents the average ratio charged by 48

low-fee funds remained relatively flat at about 54 cents

We computed sepatate averages for each fund type This resulted in the 46 stock funds being

separated into 19 funds with fees higher than the stock fund average fee and 27 funds below the

average The 31 bond funds Included 10
hIgh-fee

funds and 21 low-fee funds
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Figure 3.2 Average Operating Expense

Ratio From 1990 to 1998 for Funds With

Above and Below Average Fees in 1990

Dollars per $100 of assets
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Source GAO analysis of data from Momlngstar Inc and Barrons Lipper Mutual Funds Quarterly

The relative asset growth of these funds also may help to explain the

changes in their operating expense ratios Our analysis of these large funds

indicated that the 29 higher fee funds had experienced larger increase in

assets than the 48 lower fee funds As shown in table 3.6 the 29 funds grew

901 percent in average fund size during 1990-98 almost twice the 496-

percent growth in average fund size of the other 48 funds These results

are consistent with our previously discussed findings discussed previously

that greater asset growth is generally associated with
greater reductions in

expense ratios
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Table 3.6 change In Average Size In Assets and Operating Expense Ratios from 1990 to 1998 for Largest Funds by Relative

Fee in 1990

Asset size of average fund dollars in millions Operating expense ratio in dollars per $100 of assets

Percentage

Typeof fund 1990 1998 change 1990 1998 Percentagechange

High fee funds $1515 $15162 901% $1.22 $.92 25%

Low fee funds 2510 14946 496 .54 .54

Total 2135 15029 604 80 68

Source GAO analysis
of data horn Momlngstar Inc and Barrons Llpper Mutual Funds Quarterly
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The structure and nature of competition in the mutual fund industry

appear to resemble the type of market referred to by economists as

monopolistic competition4 In industries with this type of competition

entry is easy and many firms are present Also products differ from one

another which lessens direct competition on the basis of price Our review

found that the mutual fund industry has characteristics of

monopolistically competitive market Although thousands of mutual funds

appear to compete actively for investor dollars this competition has not

focused primarily on the price of the servicei.e fees charged to

shareholders Instead mutual funds compete primarily on performance

returns which implicitly consider fees services and other fund

characteristics

.1
In general the mutual fund industry exhibits the characteristics of

ivjUiUai .i Uflu ifluUsti
monopolistic competition As stated above markets or industries where

Exhibits
monopolistic competition prevails typically have large numbers of firms

Characteristics of and easy entry into the market/industry Such industries also offer

Mononolistic products that differ from one another in terms of quality features or

services included Our review and the analyses of others found that the

mutual fund industry with its numerous participants easy entry and many
different products has the traits of monopolistically competitive market

Characteristics of Economists often classify industries by the prevailing type of competition

for products in those markets For instance perfectly competitive markets

mOflOOi sLlcaLLy have large numbers of competing firms easy entry into the industry and

Competitive Market
standardized products Such markets have commodity-like products all

units offered are basically the same such as agricultural products In such

markets the products of one firm are often very
close or perfect

substitutes for those offered by other firmsFirms in markets with perfect

competition are unable to charge price different from that set by the

market

Industries where monopolistic competition prevails usually have large

numbers of firms and easy industry entry but products are differentiated

by characteristics such as quality or service Because their products differ

firms can charge
different prices from other firms in the industry This

ability to distinguish one firms product from that of others results in

somewhat higher pricing levels than would result from perfectly

competitive
market In such markets or industries products are promoted

In addition to monopolistic competition economists also classify the nature of competition prevailing

In markets Into at least three other types
that Include perfect competition oligopoly and monopoly

The distinguishing features of each type vary across vailous cbaracterfsdra induding the number of

firms ease of entry degree of product differentiation and competitive strategies
used
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by brand rather than price Various features such as quality service or

other characteristics differentiate products from one another accordingly

prices differ

The markets for various retail products and personal services are among
those generally characterized by monopolistic competition For example

one market that could be considered to have such competition could be

medical services such as doctors or dentists These professionals

generally do not compete primarily on the basis of the price of their

services but instead rely on their reputations for quality and their physical

location to attract customers Other product markets that could be

characterized as monopolistically competitive could Include those for

snack foods Although grocery would likely offer the widest selection

and the lowest prices for snack foods such products are also available at

convenience stores gas stations and vending machines These other retail

outlets generally charge more for similar items but attract customers by

offering more convenient locations and reduced effort on the part of

customers to make purchase

Large Numbers The mutual fund industry is characterized by large and growing number

of funds As shown in figure 4.1 the number of individual mutual funds in

pe ng 1.111 fl Ufl
the Industry has grown significantly since the early 1980s

Complexes Exist
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Figure 4.1 Number of Mutual Funds from 1984 to 1998
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Figure 4.1 shows that from 1984 to 1998 the total number of funds grew

almost 500 percent from over 1200 to about 7.300 The number of stock

funds increased 650 percent during this 15-year span to about 3.500 and

the number of bond funds grew by 730 percent to about 2.300 The number

of funds increased most dramatically during the 1990s as over 4.200 new

funds were created between 1990 and 1998 Stock funds represented more

than half of the 1990s growth increasing in number by over 2.300 funds

The number of fund families also rose significantly during the same period

As shown in figure 4.2 the number of families grew from 193 in 1984 to 418

in 1998 117-percent increase over the 15-year period Growth during the

1990s was more modest than In the 1980s as the number of fund families
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increased by 94 from 1990 to 1998 compared to an increase of 201 from

1984 to 1990

FIgure 4.2 Number of Mutual Fund

Famillies for Selected Years From 1984

Through 1998

Number of fund and families
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Concentration of assets under management in the mutual fund industry

has changed little since 1984 Data compiled by an Industry research

organization showed that the 20 largest fund families accounted for about

65 percent of the total assets as of November 1998 compared to about 67

percent in March 1984 statistical measure of industry concentration

known as the Herfindahl-Hirshman Index2 which is used by the

Department of Justice in assessing antitrust cases also shows that the

mutual fund industry is not concentrated On scale with maximum

value of 10.000 the mutual fund industry scored 329 as of May 1997

slightly lower than its score of 350 in 1984

The index determines score of Industiy concentration based on the percentage market share of

each finn In the industry An Indexscore of close toO would Indicate perfect competition where all

flims have equal market sharesbut score of 10.000 would indicate monopolywhere one fimi

has the entire market to Itself Therefore the lower the Index score the higher the level of competition

in the indusuy conversely the higher the score the lower the level of competition
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Page 59 GAOIGGD-0O-126 Mutual Fund Fees



In addition to the large numbers of competing firms in the mutual fund

industry other similar financial products also likely create competition for

mutual funds Currently
investors seeking to invest in portfolios of

securities which is the type
of Investment that mutual funds offer can also

choose to purchase other products whose values are derived from the

prices
of various underlying securities For example World Equity

lmprovlng Price Competition for Mutual Funds and Bonds before the Subcommittee on Finance

and Hazardous Materials House Commerce CommIttee September 29 1998
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Although Some Barriers Most of the officials we contacted and documents we reviewed indicated

Exist Most Saw Relative
that entry into the mutual fund industry has been relatively easy As

previously discussed ease of entry is charactenstic of monopolistic

Ease of Entry into Industry competition In 1998 testimony before Congress.3 the ICI president

Indicated that barriers to entry were low as start.up costs were not high

and firms did not have to register in each state Some officials explained

that entry into the industry was also easy because new mutual fund

advisers can quickly be operational by contracting with one or more of the

various organizations that specialize in providing many if not all of the

administrative services and functions required to operate
mutual fund

Another factor officials cited that likely increases funds ability to compete

is the advent of fund supermarkets In recent years various mutual fund

or broker dealer firms have created fund supermarkets through which

they provide their customers the opportunity to invest in wide range of

funds offered by different mutual fund families Industry officials said that

such supermarkets provide small or new fund advisers access to investors

Not all of the officials we contacted agreed that barriers to entry are low In

the mutual fund industry For example an official of an organization
that

researches the mutual fund industry
told us that start-up costs for new

funds are high because afund typically
needs to attract at least $100

million in assets before it adequately covers its costs Another industry

research organization official said that one significant barrier to entry is

that new entrants lack long enough performance history to be rated by

the major mutual fund rating services Many officials remarked that these

ratings greatly Influence investors fund choices Thus new funds without

such ratings would have much more difficulty attracting investors Another

barrier to entry
faced by new fund advisers is obtaining adequate

distribution of their funds Recently fund distributors such as broker-

dealer firms have been reducing the number of funds and fund families

they are willing to promote and increasing charges
for their services

further escalating start-up costs

Alternative Financial

Products Also Represent

Competition to Mutual

Funds
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Benchmark Shares WEBS which are traded on the American Stock

Exchange allow investors to purchase shares whose values are intended

to track the prices of selection of foreign stocks from various countries

Other firms have begun offeringinvestors the opportunity to invest in

custom-designed baskets of securities With the dramatic decrease in the

commissions charged to conduct individual securities transactions and the

ability of investors to conduct their own transactions through on-line

brokerage accounts investors could also create their own portfolio of

securities without having to invest in mutual funds

Mutual Funds Offer Another characteristic of the mutual fund industry consistent with

Differentiated Products monopolistic competition is that it offers differentiated products Although
all mutual funds basically offer investors standardized means for

investing in pool of diversified securities firms offering mutual funds

compete by attempting to differentiate their products from others Mutual

funds invest in variety of securities that can be grouped primarily into

three categories stocks bonds and money market instruments However
within these categories funds can further differentiate the nature and/or

mix of securities or bonds in the funds portfolio such as by investing in

stocks of large mid-size or small companies

bonds of corporations or government entities

bonds with different maturities or

stocks or bOnds of domestic or foreign companies or governments

funds portfolio manager can be another differentiating factor Funds

commonly have specific portfolio managers who make investment

decisions for the fund At times the popularity of particular fund

portfolio manager can be such that investors view that managers fund as

unique even though many other funds may exist that invest in similar types

of securities

Yet other differentiating factors would be the number and quality of

services provided to shareholders Among other services the fund officials

we met with spoke of providing 24-hour telephone service allowing

investors to access their accounts over the Internet and providing well-

trained customer service staff
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The competitive conduct of firms within the mutual fund industry does not

generally emphasize the fees investors pay for the service Instead mutual

fund advisers seek to differentiate their offerings primarily by promoting

their funds returns and their fund families services However the

potential for differentiation varies among the three primary fund

categories Because equity funds generally have the
greatest variety of

Investment alternatives and styles they have the
greatest potential for

differentiatiÆn Because money market funds are the most standardized

they have the least potential for differentiation Bond funds tend to be

somewhere between the other two although more like money market

funds Most officials saw these differences as leading to greater variation

in the level of fees charged by stock funds than for bond and money
market funds

In general firms offering mutual funds attempt to compete by emphasizing

factors other than the operating expense fees they charge for their

services Although markets with commoditylike products usually compete

primarily on the basis of price when products can be differentiated price

competition tends to be less Important than other factors One academic

analysis4 characterizes monopolistically competitive Industry as offering

products that are near but imperfect substitutes According to this study

to avoid competing on price firms will strive to differentiate their products

from those of their rivals allowing them to set prices within market

niche The authors describe various other factors besides price through

which mutual funds can seek to differentiate themselves These factors

include funds investment selections trading and execution abilities

customer recordkeeplng and reporting and investor liquidity services For

example funds can emphasize investor liquidity services by allowing

investors to switch from one fund to other funds in the fund family by

telephone

In the academic papers and speeches we reviewed and the interviews we

conducted observers agreed that although the importance of fees to

competition varies by fund type mutual funds do not compete primarily on

the basis of their operating expense fees Observers noted that because the

range of securities in which money market funds and bond funds can

invest Is generally more restricted than for other funds they are not as

differentiated and are more commoditylike Therefore fees for these funds

can have greater effect on their performance relative to other money
market and bond funds and thus on their ability to compete According to

Competitionand Change in the Mutual Ftsd Industzy Financial Services Persectlves and

Challenees Erik Slot and Peter Tufano HBS Press Boston MA 1993

Mutual Fund Industry

Generally Does Not

Attempt to Compete
On Basis of Fees
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one industry research organizations analysis fees can dictate whether

bond funds succeed or fall This analysis indicated that for one type of

fundmunicipal bond fundsJust few basis points difference in

operating expense fees can be critical to the overall performance of the

fund because the returns on these funds vary so little from those of their

peers.5

The greater importance of operating expense fee levels to money market

and bond funds influences the fees that fund companies set for these types

of funds For example firms offering money market funds for competitive

reasons often waive portions of asset fees as means of attracting

additional assets to their funds Industry officials also said that the less

diverse nature of money market and bond funds contributes to their having

lower fees than most stock funds

For stock funds industry officials explained that the large variety of

Investment objectives could lead to wider range of investment returns

and thus greater possibilities for differentiation among funds An industry

research organization official explained that because investment returns

can vary much more from one stock fund to another the fee levels of stock

funds may be much less relevant to their relative performance For this

reason officials generally acknowledged that firms offering stock funds

did not attempt to compete primarily on the basis of operating expense

fees charged by the fund The chairman of one mutual fund firm stated that

although price competition exists among money market and bond funds

for which the impact of operating expense fees was more obvious stock

funds were not subject to nearly as much price competition In addition an

official of an industry research organization told us that because the
range

of returns for stock funds can be wider the investment manager can add

more value thus the operating expense fees on such funds are higher than

those for money market and bond funds

Instead of competing on the basisof the price
of

providing mutual fund

services fund advisers generally emphasize the performance of their funds

when attempting to differentiate their funds from those of their

competitors Mutual fund firm officials and others in the industry

acknowledged that funds compete primarily on the basis of their

performance However mutual fund adviser and other industry officials

also observed that because funds are required to report performance

IndustiyWide Exoense Trends Should Industry Growth Necessadlylzanslate Into Lower Average

Expense RatIos Blue Plate Spedal Mutual Fund CafØ Financial Research Corporation Jan 1998

http//www.mcafe.com/parnsyIbps_O1O598.htznl
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figures net of expenses operating expense fees are indirectly taken into

account in their competition

To document factors mutual fund companies emphasize in their

promotions we analyzed selection of mutual fund print advertisements

for content We evaluated 43 mutual fund advertisements for 28 different

mutual fund families which appeared in randomly selected issues of

iopuIar bustnss news or çiersnnal fluanca magazines aud business

newspaper between July and November 1999 In 27 of the 43

advertisements performance was the primary emphasis and attributes of

the fund adviser such as its experience or strategy were primarily

emphasized in another 11 Fees and other charges were the primary

emphasis in of the 43 advertisements both of which were from the same

fund family However 16 of the 43 advertisements included statements

that the funds described did not charge sales loads

Opinions Were Mixed on Opinions were mixed as to whether the large number of competing funds

th Eff Co
and fund complexes provided effective fee competition Officials from

ec mpe on
mutual fund advisers Industry associations and research organizations we

on Fees contacted generally agreed that the large number of funds and fund

complexes in the industry leads to active competition which affects fees

An official of bank-affiliated fund adviser told us that the industry is

extremely competitive
because the competition among so many different

companies and funds highlights and maintains downward pressure on fees

Ease of entry to the industry could also exert downward pressure on fees

One mutual fund adviser official remarked that in an environment of easy

entry where fees were too high other fIrms would enter the industry and

charge lower fees

However other officials including financial planning firm representatives

and academic researchers disagreed with the contention that competition

among the many mutual fund firms in the industry serves to effectively

lower fees An academic researcher testified before Congress on mutual

fund issues that although the industry competes vigorously against other

financial services industries fee competition within the industry is not as

effective noting that most economists view competition in the mutual fund

industry as imperfect senior official at one mutual fund firm said in

speech6 that about 50 fund advisers actually attempt to compete across all

types
of funds He asserted that in other industries this number would be

Remarks on Receiving the Special Achievement Award of the National Association of Personal

Financial Advisors John Bogle senior Chairman The Vanguard Group Washington D.C Jun

1999
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enough to produce fierce price competition but he found price

competition conspicuously absent among mutual fund advisers

Competition on the Basis of Despite the fact that competition in the mutual fund industry does not

Corn letel
focus primarily on the price of mutual fund services some evidence of

F1C
competition on the basis of fees did exist For example the two largest

Absent fund groups are among the industiys low-cost providers with one group

actively promoting its low fees and expenses as means of attracting

customers Regulatory officials told us that the Increased popularity of

low-cost index funds whose share of total stock fund assets Increased

from less than percent in 1990 to percent in 1999 was evidence that

competition on the basis of fees occurs and that some investors are

mindful of It
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Under existing law mutual funds are required to inform investors of sales

charges and ongoing operating expenses for the funds In which they

Invest However funds are not required to provide Information on the

actual dollar amount of each investors share of the operating expenses

that were deducted from the fund This contrasts with most other financial

products and services for which specific dollar charges are generally

required to be disclosed Studies and data that others and we collected

indicate that mutual fund Investors have focused more on fund

performance and other factors than on fee levels In contrast to the

consideration they give fees investors appeared more concerned over the

level of mutual fund sales charges loads Industry participants

acknowledged that such concerns have resulted in fund advisers lowering

the loads charged on mutual funds since the 1980s

Opinions varied on the usefulness to Investors of the required fee

disclosures The mutual fund and regulatory officials we contacted

generally considered mutual fund disclosures to be extensive and adequate

for informing prospective investors of the fees they would likely Incur on

their mutual fund investments However some private money managers

industry researchers and legal experts Indicated that the current fee

disclosures do not make investors sufficiently aware of the fees they pay

Having mutual funds disclose to each Investor the actual dollar amount of

fees he or she paid was one way suggested to Increase investor awareness

and to potentially stimulate fee-based competition among fund advisers

Although exact fee computations would require fund advisers and others

to make systems changes and incur additional costs alternative less

costly ways may exist for computing the fee

Neither federal statute nor SEC regulations expressly limit the fees that

iequireu ee mutual funds deduct for operating expenses Instead mutual fund

Disclosures Do Not regulations focus on ensuring that investors are provided with adequate

Provide Amounts Paid disclosure of the risks and costs of investing In mutual funds At the time

by Individual Investors of purchase mutual funds are required by law to provide certain

11
information to potential fund Investors about the funds including

in oars
Information about the fees they will pay This fee Information is governed

by certain provisions
of the Investment Company Act of 1940 and various

SEC rules and regulations that require fee disclosures so that investors can

make more Informed Investment decisions

Presently all funds must provide investors with disclosures about the fund

In written prospectus SEC rules require that the prospectus Include fee

table containing certain specific Information about the sales charges
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operating expenses and other fees that an investor will pay as part of

investing in the fund

Figure 5.1 shows an example of fee table for typical mutual fund As

shown in the figure the fee table required for mutual funds primarily

consists of three sections The first section presents Information on

shareholder transaction expenses which investors pay Out of the amount

they invest These Include any sales charges or loads that will apply to the

purchase of the fund shares which are shown as percentage of the

amount to be invested Investors are also to be informed of the percentage

charges that may be assessed at redemption or that apply to reinvested

dividends or other distributions.2 In addition some funds charge

redemption or exchange fees Redemption fees are expressed as

percentage of the amount redeemed and are paid at the time the investor

sells fund shares Exchange fees can be assessed when investors exchange

shares of one fund for shares of another fund in the same family The fund

depicted in fIgure 5.1 charges Its Investors 5.75-percent load but does not

levy any other sales charges

Funds must disclose the maximum of any deferred sales charges which include sales charges that

apply to the purchase of fund shares payable either upon redemption In installments or both

expressed as percentage of the offerIng p11cc at the time of purchase or the NAV at time of purchase

These charges typically
decline over period of years such that If an Investor holds the shares for the

specified time the charge wIU be waived

Funds must disclose the sales charges Imposed on reinvested dividends and other distributions such

as returns of capital as percentage of the amount to be Invested or distributed
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The following describes the fees and expenses that you may pay ifyou buy and hold

shares of the fund

Shareholder Fees

fees paid directly from your investment

Maximum sales charge Imposed on purchases

as percentage
of offering price 5.75%

Maximum sales charge imposed on reinvested dividends 0%

Maximum deferred sales charge
0%

Redemption or exchange fees 0%

Annual Fund Operating Expenses

expenses that are deducted fmm fund assets

Management Fees 0.34%

Service 12b-i Fees 0.25%

OtherExpenses
0.119

Total Annual Fund Operating Expenses
0.70%

This Example is intended to help you compare the cost of Investing in the fund

with the cost of investing In other mutual funds

The Example assumes that you invest 10.000 In the fund for the time periods

indicated and then redeem all of your shares at the end of those periods The

Example also assumes that your Investment has 5% return each year and that

the funds operating expenses
remain the same Although your actual costs may

be higher or lower based on these assumptions your costs would be

Oneyear
642

Threeyears ___________

Fiveyears
942

Ten years
$1395

Source GAO example based on fee table in actual mutual fund prospectus

The middle section of the fee table shown in figure
5.1

presents
the funds

total operating expenses Incurred over the previous year Funds are

Figure 5.1 example of Fee Table

Required as Part of Mutual Fund Fee

Disclosures

FEES AND EXPENSES OF THE FUND

Example
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required to provide information on the management fee distribution

and/or service fees referred to as 12b-1 fees and any other expenses that

are deducted from the funds assets or charged to all shareholder

accounts Other expenses deducted from fund assets would include

amounts the fund paid for transfer agent services as well as record

keeping printing mailing or other services These fees and expenses are

deducted from the funds assets on an ongoing basis and presented in the

fee table In aggregate as percentage
of the funds average net assets for

the prior year In the fee table shown In figure 5.1 the total expenses

deducted from the funds assets over the course of the prior year

represented 0.70 percent of its average net assets for that period

In the last section of the fee table mutual funds are required to present

hypothetical example of the total charges an investor Is likely to incur on

fund investment This portion of the fee table must show costs the Investor

will likely incur over 1- 3- 5- and 10-year periods assuming $10000

investment in the fund a.5-percent return each year and fund operating

expenses that remain constant throughout each period SEC requires that

the fee table include statement that information in the example is

intended to allow investors to compare the cost of investing in the fund

with that of Investing in other mutual funds.3

In addition to the disclosures required when investors initially purchase

shares mutual funds are required to provide shareholders of their funds at

least semiannually reports that also include certain fee and expense

Information In these reports funds are to include statement of

operations that shows the total dollar amount of the various expenses the

fund Incurred over the prior period Funds must also indicate the

percentage of average net fund assets that these total expenses represent.4

Also shareholders who purchase additional shares during the year must be

provided an updated prospectus document at least annually which would

include the fee table with the latest years expense infonnation In

The disclosure requirements described here have been the result of various changes over time The

fee table was first required to be provided as the result of nile amendments In 1988 In 1998 the

hypothetical Investment amount illustrated In the fee table example was also increased from $1000 to

$10000 to reflect the size of the more typical fund investment Most recently In March 2000 SEC

proposed that mutual funds be required to zapoit Investment returns on an after-tax basis In

prospectuses and shareholder
reports

because of the significant Impact that taxes can have on an

Investors return

Specifically the statement of operations must list the amounts paid by fund for all services and

other expenses in dollar amounts These may Include amounts paid for investment advisoty services

management and administrative services marketing and distribution taxes custodian fees auditing

fees shareholder reports and annual meeting and proxy costs

Page 89 GAOIGGD.0O-126 Mutual Fund Fees



Chapter

Mutual Funds Are Not Required to Disclose Actual Amounts Charged to lndMdual Investors

practice many mutual funds send an updated prospectus to all of their

shareholders annually

However mutual funds are not required to provide investors with

information showing the specific dollar amount of operating expenses that

they paid as part of holding their mutual fund shares Mutual fund

shareholders generally receive quarterly statement of accounts that

denotes any money balances or account activity during the quarter These

quarterly statements generally indicate the number of shares held by the

investor the NAV of those shares as of the statement date and the

corresponding total value of the shares These statements do not show in

either dollars or as percentage of assets6 the shareholders portion of the

operating expenses that were deducted from the funds assets

Although mutual funds do not provide individual shareholders information

1arges ior er on the specific dollar amounts of all fees paid most other financial

Financial Services services or products are generally required to make such disclosures

Typically Disclosed in

Dollars To compare the Information investors receive on mutual funds we

collected information on the extent to which the users of certain other

financial products or services are informed of specific dollar charges for

such products or services We collected this comparative information on

products and services that we believed mutual fund investors would be

likely to use such as bank deposit accounts or stock or bond transactions

through securities broker-dealer Our information sources for

determining disclosure requirements for these other products included

applicable federal statutes or regulations In some cases we summarized

common industry practices regarding fee disclosure information As

shown in table 5.3 investors in other financial products or users of other

financial services generally
receive information that discloses the specific

dollar amounts for fees or other charges they pay

Mutuai fund shares dIstributed by broker.dealers are subject to SEC and NASD rules Including
NASD

rule 2340 that requires
that quarterly account statements be provided to Investors Some banks also sell

mutual funds but most use securities broker-dealers to conduct such activities In limited number of

transactions bank personnel sell mutual funds to Investors and will either issue periodic statements

similar to those issued by broker-dealers themselves or such periodic
statements will be issued by the

broker.desler who distributed the shares to the bank Furthermore Title 11 of the Gramm-Leach-Bliley

Act passed In 1999 will require that banks conducting more than 500 securitIes transactions per year

move such activities into securities brnker-dealer after May 12.2001

Funds sometimes charge investors other fees such as for account maintenance or wire transfers that

are set dollar amounts that may be deducted from an investors account and shown on subsequent

statements
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Table 5.1 Fee Disclosure Practices for

Selected Financial Services or Products
Type of product or

service Disclosure reQuirement

Deposit accounts Depository institutions are required to disclose itemized fees

in dollar amounts on periodic statements

Bank trust services Although covered by varying state laws regulatory and

association officials for banks Indicated that trust service

charges are generally shown as specific dollar amounts

Investment services When the adviser has the right to deduct fees and other

provided by individual charges directly from the investors account the dollar

investment advisers amounts of such charges are required to be disclosed to the

investor

Wrap accounts Provider is required to disclose dollar amount of fees on

investors statements

Stock bond or other Broker-dealers are required to report specific dollar amounts

securities purchases charged as commissions to investors

Real estate property Brokerage commissions generally are specified as

purchases percentage of property value but disclosed as specific dollar

amount on purchase documents

In wrap account customer receives Investment advtsoty and brokerage execution services from

bruker.dealeror other financial Intermediary for wrapped fee that Is not based on transactions In

the customers account

Source Appicable disclosure regulations and/or rules and/or Industry practice

The information in the table illustrates that in contrast to mutual funds the

providers of the featured services and products usually disclose the

specific dollar amount of the charges their users incur We believe that

such disclosures may be one reason for the apparently vigorous price

competition among firms offering these services and products For

example securities commissions were formerly fixed by law with

transactions commonly costing hundreds of dollars In 1975 SEC

invalidated fixed commission rates as being In violation of the antitrust

laws Subsequently certain securities firms began competing for

customers primarily by promoting their lower charges for conducting

transactions Competition among these firms commonly known as

discount brokers has been heightened by their increasing use of the

Internet with their commissions for buying or selling securitles now less

than $10 or $20 at some firms Banks also frequently compete for

customers on the basis of the fees they charge on checking accounts and

advertisements for no-fee checking have become common

However the fee disclosures provided by mutual funds may exceed those

of certain other investment products although
such products may not be

completely analogous to mutual funds For example fixedrate annuities

or deposit accounts that provide lnvestqrs guaranteed return on their

principal at fixed rate do not charge the purchasers of these products any

operating expense fees The financial institutions offering these products
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generate their profits on these products by attempting to invest their

customers funds in other investment vehicles earning higher rates of

return than they are obligated to pay to the purchasers of the annuities

However the returns they earn on customer funds and the costs they incur

to generate those returns are not disclosed as operating expenses to their

Customers

Mutual funds differ from such products in that they do not guarantee their

investors specific return and their fund fees are directly deducted from

fund assets for specific expenses associated with operating the funds

including adviser compensation for its investment management services.

Thus investors placing money in mutual funds are essentially hiring the

fund adviser to provide monemanagement services rather than

purchasing an Investment product with stated return as they do with

annuities and other fixed-rate investment products As result disclosure

of the dollar amounts of mutual fund fees would be akin to the dollar

amount disclosures that customers receive for brokerage services or

checking account services In contrast customers purchasing or placing

money in fixed-rate investments such as certificates of deposit or

annuities are not told the amount that the financial institution earns on the

customers capital In these cases the customer is purchasing product

with specific features including its promised return rather than obtaining

service from the provider as they are with mutual funds

Investors themselves have indicated that other factors take precedence

over fees when they evaluate mutual funds To assess the extent to which

investors consider fee infçrmation when selecting and evaluating mutual

funds we consulted wide variety of sources including academic

literature industry research fIrms and other industry experts mutual fund

advisers industry associations and regulators Our review of this

information revealed that when evaluating funds investors generally gave

greater consideration to several other factors before considering fund fees

The primaryfactor investors used in selecting mutual funds was generally

the funds performance Other factors also given greater consideration

than fees included fund manager or company characteristics the

investments made by funds or fund risk levels For example 1995

Mutual Fund Fees Are
According to surveys and other information investors tend to consider

other factors before considering fees charged by niutual funds On the

Not Primary other hand investors appear to be more sensitive to mutual fund loads

Consideration for and these charges have declined over time

Investors

Various Other Factors Get

Greater Consideration Than

Fees
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random survey
conducted on lCfs behalf of individuals who had recently

made stock or bond fund purchases7 asked what information they had

considered beforehand Cited by 75 percent
of the 653 respondents fund

performance was most frequently considered followed by fund risk 69

percent investment goals 49 percent and portfolio securIties 46

percent Cited by only 43 percent of the respondents fees and expenses

ranked fifth

Even after purchasing shares investors apparently continue to consider

other factors ahead of fund fees when reviewing their mutual funds 1997

ICI report8 relating the results of interviews with over 1000 recent mutual

fund purchasers selected at random stated that 76 percent of those

surveyed had considered fees and expenses before making their

purchases However respondents cited five other factors including

account value and rate of return as information they monitored more

frequently than fees and expenses after they had made their purchases

The apparent lack of investors attention to fees by investors has been

source of concern for regulators During testimony before the House

Subcommittee on Finance and Hazardous Materials of the Committee on

Commerce8 SECs Chairman stated The Commission is very concerned..

that many fund investors are not paying attention to the available

information about fees He further stated that the agencys research

showed that fewer than one in six fund investors understood that higher

expenses can lead to lower returns and fewer than one in five could giye

any estimate of expenses for their largest mutual fund He cited other

research that found that about 40 percent
of fund investors surveyed

believed incorrectly that funds annual operating expenses have no effect

on its gains

Both critics and industry participants told us that the unprecedented bull

market of the last 10 years has allowed investors to ignore the impact of

fees In January 1998 study that looked at the trend in mutual fund fees

one research organization noted that fees are not primary consideration

for investors and that as long as stock prices are rising investors would

5hareholdcr Assessment of Risk Disclosure Methods ICI Washington DC Spr 1996

Understandine Shareho1ders Use of Inforrnatlonand Ad.vlsers Id Washington DC 5pr 1997

lmproving Price Competition for Mutual Funds and Bonds before the subcommittee on Finance

and Hazardous Materials House commerce committee Sept 29 1998

Indusuy.wlde Expense Trends Mutual Fund cafØ Blue Plate Soecial Financial Research

corporation Boston MA Jan 199$
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accept even the highest of fees Some industry participants stated that

when market returns eventually revert to lower levels investors might

then take more interest in the fees they pay on their mutual funds

Some research indicated that the majority of mutual fund investors are

likely to be less sensitive to the fees their funds charge because they rely

on the advice of investment professionals when selecting funds According

to research by ICI and others the majority of mutual fund investors make

their purchases on the basis of advice from an investment professional

such as broker-dealer representative or private money manager For

example ICIs 1997 report on the 1995 survey of over 1000 investors who

had recently purchased mutual funds stated that about 60 percent had

consulted with investment advisors to assist with their decisions Some

industry participants said that investors who rely on investment advisors

are not likely to exert much pressure for lowering fees

Investors Appear More Although investors do not appear to give primary consideration to the fees

of sal cis th
funds charge as percentage of fund assets they are aware of loads Many

ware oa an
dfflcials we interviewed attributed load declines to investor awareness

Operatmg Expense Fees

Various studies have documented the fact that the share of funds charging

front-end loads has been declining over time For example one industry

research organization reported that the share of front-end load fund sales

had gone from 90 percent of sales by third-party sales forces such as

broker-dealers in 1990 to about 38 percent by 1998

In addition to the declining sales of front-end load funds sales of no-load

funds have risen Table 5.2 shows the relative share of mutual funds

purchased by investors using two of the primary distribution methods used

by fund advisers sales by proprietary or third-party sales forces such

as the sales representatives of broker-dealer who are generally

compensated by sales load and sales directly to investors by the fund

through its own mutual fund distributor which is the customary method

for no-load funds As shown in table 5.2 new sales of funds sold directly to

investors rose from about third to almost 40 percent of the dollar

volume of all new mutual funds sold in 1998

Prlclng structure Trendr Prime Destination for Net Flows Is Back-End Loaded Shares Miifllal

Fund CafØBlue PlateSpeclal Financial Research Corporation Boston MA Feb 1999
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.V.II Funds for Select Years 1984 to 1998 by Type of Distribution Method

Dollars In millions

Distribution method

Sales by third-party sates forces Drect sales by advisers to investors

Year Sales Market share Dollar volume Market share

1984 $26893 67% $13522 33%

1991 124522 62% 74806 38%

1998 542600 61% 348210 39%

Source GAO analysis of ICI data

The level of loads charged by mutual funds has also declined since the

1980s The customary percentage charged as front-end load in 1980 or

earlier was 8.5 perent This amount has declined to the 5-percent range

according to officials from the fund advisers industry research and other

organizations we contacted Our analysis of the 77 largest stock bond and

hybrid mutual funds in existence from 1990 to 1998 also Illustrated this

trend In 1990 43 of these funds charged investors loads Using data from

1984 which was the earliest period we reviewed we found that 16 of these

funds had loads of more than percent Including 14 that charged at least

percent However by 1998 funds had eliminated their loads of the

remainIng 38 load funds none charged load greater than percent with

the average load being 4.62 percent During this same period some of

these funds were raising their loads The loads charged by six funds

increased from 4.00 to 4.25 percent and one fund raised its load from 4.00

to 4.75 percent

Investor awareness was the reason industry participants cited for investor

resistance to paying loads and the overall decline in loads According to

some inthistiy participants Investors had become Increasingly resistant to

paying the higher front-end loads An industryexpert told us that investors

are generally more concerned about the concept of front-end load

because they see it occurs when the amount is deducted from their initial

investments on their account statements Operating expense fees on the

other hand are deducted from fund assets rather than from the individual

investors account Research findings indicate that investors continue to

resist load charges For example officials from one industry research

organization told us their research found that up to third of mutual fund

investors would never be willing to pay load or commission when buying

fund ln another research organizations survey only percent of over
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4.000 investors and potential investors queried cited mutual fund loads as

their preferred means of paying for investment advice.12

Although most opinions were positive about the fee information that

mutual funds are currently required to disclose some industry observers

raised concerns about the adequacy of these disclosures Several

including academic researchers investment advisers and regulatory

representatives saw problems with the fee disclosures private money

manager we interviewed questioned the usefulness of hypothetical fee

disclosures in prospectuses citing the flict that investors have not exited

from high-cost funds to any large degree In his opinion these disclosures

are too simplistic and they fail to include benchmarks or indicate the

impact of fees on returns He commented that No one sends the investor

bill and the fund simply quietly
and continually deducts its fees The result

is that the Information is ignored Two researchers and mutual fund

representative also stated that Investors ignore fee disclosures

1996 Series on Personal FInancial Advice Payment Practices Preferred by Customers Report of

Dalbar Inc Boston MA Nov 1996

Industry participants opinions varied on the adequacy of mutual fund fee

mons ane Ofl
disclosures to investors Many including

fund adviser officials and

Adequacy of Current researchers indicated that current disclosures adequately highlight the

Fee Disclosures fees that investors can expect to pay on their mutual fund investments

However others including academic researchers and private money

managers we contacted raised concerns about the adequacy of the

disclosures Some officials suggested that additional information such as

dollar amounts or comparative data on other funds charges would be

useful

Most Officials Found Most of the officials from the mutual fund advisers research organizations

Disclosures Aderiuate
regulators and other organizations we contacted said that mutual fund fee

disclosures made under the current requirements provided adequate and

important information to Investors Several officials noted that investors

can use the standardized Information found in the fee table of the

prospectus to compare costs easily between funds For example one

mutual fund adviser official likened the percentage
fee Information In the

fee table to unit pricing that allows consumers to compare the cost per

ounce of various products in grocery stores Several officials also said that

mutual funds make more extensive disclosures than those made byother

financial services and products and two noted that U.S mutual fund

disclosures are more detailed than those of other countries

Some Expressed Concerns

Regarding the Adequacy of

Mutual Fund Fee

Disclosures
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Some mutual fund adviser officials told us that current disclosures may

actually provide Investors too much information Given the prominence of

fee information in required disclosures some fund adviser officials

expressed concern that disclosures could emphasize cost over

performance or other factors important to Investors Another criticized the

fee table as being too complex and possibly confusing for investors

As mentioned earlier the SEC Chairman has stated that investors are not

paying attention to the available fee information He voiced concern that

the fee structures of some mutual funds are too complex making it more

difficult for Investors to evaluate overall costs and services In 1998

speech to an ICI gathering the chairman asked Do you really expect

investors to understand alphabet soup of and shares To

figure what combination of front-end loads CDSLs.3 12b- charges

commissions and who knows what else they are paying He also has

urged the mutual fund industry to place less emphasis on fund

performance and more emphasis on clearly detailing fund risks and

expenses or fees as the Industry markets its products He warned the

industry that by focusiig fund selling strategy on the bull market to the

exclusion of other key variables such as risk and expense the Industry is

setting itself up to disappoint milliQns of investors

To address this issue SEC has taken steps
of its own to encourage

investors use of disclosures In April 1999 the agency began offering

computer prqgram publicly accessible over the Internet which lets

investors compare the cost of owning particular fund with the costs of

similar funds To use this program an Investor enters information from

fund prospectus and the program calculates the effect of fees and other

charges on the investment in the fund over time.4

Disclosing to Investors To improve fee disclosure to mutual fund Investors some officials favored

Actual Dollars Paid in Fees
providing investors with personalized fee statement that would show the

specific amount of fees paid by the investor on his or her holdings In his

Was One Suggested September 1998 testimony the SEC Chairman indicated that the

Improvement information from such statements might help investors understand the

relationship between fees and returns on their mutual fund investments

CD5L is an acronym that stands for contingent deferred sales load charge or load Imposed at

the time of redemption This Is an alternative to front.end toads to compensate financial peofessionats

for their services and it typically applies only for the first few years of share ownership

Information about the mutual fund cost calculator is available on the Internet at

www.sec.gov/aews/pressl99-36.nct

Page 77 GAO/GGD-OO-126 Mutual Fund Fees



Chapters

Mutual Funds Are Not Required to Disclose Actual Miounts Charged to Individual Investors

Others who advocated requiring mutual funds to provide investors with

the dollar amount of fees they paid Indicated that such disclosure would

increase investor awareness of the fees they are charged We interviewed

representatives of industry research firms industry experts and private

money managers who supported personalized expense statements for

investors Generally they told us that such personalized expense

statements would be useful to investors and they would be more likely to

focus shareholders attention on costs than the fee table in the prospectus

currently does Representatives of some mutual fund advisers also

acknowledged that such statements could serve to focus investors

attention on the fees they pay on their mutual funds

Some officials indicated that such disclosures may also increase

competition among fund advisers on the basis of fees An attorney

specializing in mutual fund law told us that requiring funds to disclose the

dollar amount of fees in investor account statements would likely

encourage fund advisers to compete on the basis of fees He believed that

this could spur new entrants to the mutual fund industry that would

promote their funds on the basis of their low costs in much the same way

that low-cost discount broker-dealers entered the securities industry

market participant told us that having
dollar amounts disclosed on

investors periodic statements could also lead to increased fee-based

competition among mutual fund advisers His expectation is that after such

information begins to appear in investor statements fees will probably be

more frequently mentioned in fund advertisements

Information from survey of investors generally
indicated that they

supported getting
dollar amount disclosures of the mutual fund fees they

paid but would be unwilling to pay for this disclosure We obtained

information from large securities broker-dealer that had recently

included number of mutual fund fee questions in November 1999

survey as part of series of periodic customer surveys it conducts Of

more than 500 responses to the question If mutual fund companies were

to provide the specific dollar amount of fees paid on your investment per

quarter how useful would it be to you about 89 percent indicated that

the information would be useful or very useful However of over 500

responses to question asking if respondents would be willing to pay for

this information about 54 percent indicated very unlikely versus about

14 percent who checked very likely or somewhat likely although no

estimates of the cost were provided
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Industry Representatives Raised

Concerns Over the Effort to

Produce and the Usefulness of

Such Statements

We also solicited the views of industry representatives on the feasibility of

providing personalized fee statements for their shareholders

Representatives of several mutual fund advisers and broker-dealer firms

that market mutual funds to their customers responded that changing their

accounting systems to accommodate such statements would-be costly and

would be of limited benefit to individual investors They stated that

providing accurate fee information specific to each investor would require

keeping detailed records on fund expenses incurred each day and

apportioning them daily among investor holdings

Another complication mutual fund adviser officials cited was that in some

cases broker-dealers rather than the advisers maintain significant

portion of mutual fund investors records As result these broker-dealers

too would have to change their accounting and information management

systems fund adviser maintains single account for each broker called

an omnibus account which includes all shares held by that broker-dealers

customers Because the fund adviser has no record of the individual

customers included in each omnibus account broker-dealers would have

to set up their own systems to apportion fee information among their

customers accounts This would require broker-dealers to revise their

accounting and information management systems to receive the cost data

from each fund adviser and then apportion this information among
customer accounts holding that advisers funds

One broker-dealer with about 6.5 million customer accounts estimated that

developing the systems necessary to produce such statements might cost

as much as $4 million with additional annual costs of $5 million At our

request representatives of prominent industry research firm estimated

the likely costs to funds for
providing quarterly personalized expense

statements They responded that programming to get the necessary

Information would require some up-front fixed costs but they would

probably amount to less than penny per shareholder Besides these
up-

front costs fund adviser representatives had indicated to us that there

would also be annual costs to provide the statements Using the estimates

of the broker-dealer mentioned previously we calculated that its costs to

provide such statements would be less than $1 per customer per year

Mutual fund adviser officials and Others also questioned whether the

information provided by these personalized fee statements would be

meaningful One objection they raised was that unlike the standardized

percentage
fee information in the fee table individual investors fee

information would not be directly comparable to the fees they incur on

other funds because of differences in the number of shares held or the
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investment objectives of the funds Some officials said that Investors might

make inappropriate investment decisions solely on the basis of the dollar

amounts of fees they paid Some said for example that investors might

choose to exchange their stock fund shares for those of money market

funds which typically have lower fees than stock funds even though it

may not be appropriate in light of their Investment and financial goals

Industry representatives also pointed out that because fee disclosure is

intended to help investors make investment decisions the information on

periodic statements would come too late after an investor has already

made his or her investment decision

We agree with industry representatives that the operatIng expenses

currently shown In the required fee table disclosures as percentage of

fund assets are more appropriate for comparing fee levels across funds

when investors are initially choosing between funds However the purpose

of the dollar amount disclosures would be to further highlight for investors

the costs of the mutual funds in which they have invested and to

supplement the disclosures they already receive Concerns that investors

might make inappropriate Investment decisions based solely on the dollar

costs of their mutual funds could be addressed by advising investors to

consider such specific fee information in conjunction with their own

investment goals and other factors rather than isolated from other

considerations

Less Costly Means of Calculating Providing investors with information on the dollar amounts they pay in

the Individual Dollar Costs of mutual fund fees likely could be accomplished in various ways As noted

Fees Might Be Considered above some Industry participants provided estimates of their costs to

calculate exact dollar amounts of fees each investor paid during

statement period However less costly alternatives may exist For

example one fund adviser representative suggested that an alternative

means of calculating the fee would be to multiply the average number of

shares in each account during the statement period by the funds expense

ratio for that period He stated that the figure derived in this way would be

reasonable approximation of the dollar amount of fees the investor paid

He added that it also would be less costly and burdensome than computing

an exact amount because it would not entail maintaining daily expense

and share records for each investor

Another way of disclosing the dollar amount of investor fees would be to

use preset investment amounts For example each investors statement

could include the dollar amount of fees paid on $1000 invested in the fund

Investors could then use this dollar amount to determine how much in fees

they paid based on the value of their own particular accounts One market
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participant we spoke with offered similar example of disclosure

involving preset investment amounts Although he would prefer that

periodic statements disclose the specific dollar amount that was deducted

for fees from each investors account during that period he believes an

acceptable alternative would be for statements to include table showing

fees for the reporting period on accounts of various sizes such as $1.000

$5000 $10000 and others

Another Option Was to
We also sought opinions on whether mutual funds should be required to

at
provide investors with comparative information on fees charged by both

rovi par ive ee
their own and comparable funds Such disclosures would be similar to

Information
requirements

forautomakers or major appliance producers to provide data

on gas mileage or efficiency ratings to prospective purchasers of those

items

Survey Information indicated that investors would support receiving such

information but not if it was costly to prepare In the previously mentioned

survey
conducted by large broker-dealer about 97 percent

of the over

500 respondents indicated that such data would be very
useful or

somewhat useful However about 54 percent
indicated that they would be

very unlikely to pay compared to about 14 percent who checked very

likely or somewhat likely although no estimates of the cost were

provided

Industry participants also raised various concerns over requiring funds to

provide comparative information on fees Most industry participants told

us that this requirement would be difficult to implement while providing

little If any benefit to investors One concern was that determining the

appropriate fund groupings for comparison purposes would be

problematic Another was that lack of comparability could result if fund

advisers were left to identifythe peers for their own funds in addition one

industry research organization official questioned why mutual funds

should be subjected to such requirement when other financial products

are not similarly required to provide such comparative information
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The organizational structure of most mutual funds embodies conflict

between the interests of the fund shareholders and those of the adviser

that can influence the fees fund charges This conflict arises primarily

becausepart of the fees charged by the fund which reduce investors

returns are the advisers revenue and source of profit to the advisers

owners As one safeguard against this potential conflict the Investment

Company Act of 1940 requires the presence of Independent directors on

mutual funds board of directors who review and approve the fees their

fund charges Congress passed amendments to the act in 1970 that

imposed fiduciary duty on fund advisers tasked fund directors with

additional responsibilities regarding fees and gave investors the right to

bring legal action against fund advisers charging excessive fees series of

court cases interpreting this duty has served to clarify the information that

fund directors must review to determine if fees are excessive As result

mutual fund directors are expected to review among other things the

advisers costs whether fees are reduced as fund assets grow and the fees

charged by other advisers for similarservices to similar funds Although

mutual fund adviser representatives Indicated that their boards are

vigorous in reviewing fees and seeking reductions some other industry

participants were critical of mutual fund directors fee oversight stating

that the current practices serve to keep fees at higher levels than

necessary SEC has recently proposed changes regarding the requirements

applicable to fund directors but these are not specifically fee-related and

their impact on the level of fees Is uncertain

Although most mutual funds are organized as corporations their structure

Mutual Funds
and operation differ from typical corporation because of the relationship

Organizational between the fund and its adviser Typically the adviser who is legal

Structure Embodies entity separate from the fund conducts the funds operations and the

Conflict of Interest advisory fees it charges to the fund represent revenue to the adviser

creating possible conflict of interest However at least one mutual fund

familys organizational structure appeared to reduce this conflict between

the interests of Its shareholders and the adviser by operating similarly to

credit union wherein the shareholders of its funds own the entity
that

operate the funds

Mutual Funds Organization
The mutual fund structure and operation differ from those of traditional

..-i

corporatIon In typical corporation the firms employees operate and
nciuues .wo rimary ega

manage the firm and the corporations board of directors elected by the

Entities
corporations stockholders oversees its operations After subtracting Its

expenses from its revenues corporation can use the resulting profits to

conduct further operations or its board of directors can vote to distribute

portion of these profits to the stockholders as dividends
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Although generally organized as corporation mutual fund differs from

other corporations in several ways typical mutual fund has no

employees but is created by and operated by another party the adviser

who contracts with the fund for fee to administer fund operations

primary service the adviser typically provides is to select and manage the

funds investment portfolio.t Advisers can provide additional services but

frequently subcontract with other organizations
such as transfer agents

for services such as maintaining
shareholder records Advisers are legal

entities separate from the mutual funds they manage and any profits they

get from operating the fund accrue to the owners of the adviser The fund

shareholders are entitled to the Income from and gains or losses in the

value of securities in the funds portfolio but are not entitled to profits

from the advisers operations In addition the relationship between fund

and its adviser is rarely severed.2 Figure
6.1 illustrates the contrast

between the structure of traditional corporation and that of most mutual

funds

In some cases the adviser may conmeact with other firms to provide investment advice which then act

as subadvtsers to the fund

Investment company Amendments Act of 1970 Rep No 91-184 9l cong. 2d Seas 1970

reprinted in 119701 code cong Ad News 4897 4901 1970
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Figure 6.1 Comparison of

Organizational Structure of Typical

Corporation and Typical Mutual Fund
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Source GAO analysis
of corporate and mutual fund structures

As shown in figure 6.1 the mutual funds expenses are collected by Its

adviser and other service providers as revenue In most cases some of the

expenses deducted from funds assets are paid by the fund to other

entities such as transfer agents or custodians but some advisers may aJso

perform such services for fund An advisers profits are derived after

subtracting any payments to third parties and Its own operating expenses

separate from those of the fund from the revenue it collects from the fund

In addition an adviser may have other revenues and expenses from other

lines of business in which It engages

Regulators and Congress have recognized that the Interrelationship

between the mutual fund and Its adviser creates potential for conflict

between the advisers duties to the fund shareholders and the advisers

duties to provide profits to its owners In describing this conflict SEC

recently noted that fund shareholders would generally prefer lower fees

Figure 6.1 Continued

Paiiento other.

service providers

traæserrgents

cuGtOthans et.o
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to achieve greater returns but the stockholders or owners of the adviser

would prefer to maximize profits through higher fees.3

Congress also acknowledged this potential conflict In the Investment

Company Act of 1940 It established certain safeguards designed to protect

the interests of fund shareholders The primary safeguard was to have

mutual fund directors4 oversee certain of the advisers activities Although

representatives of the adviser generally participate as fund directors the

act requires that at least 40 percent of the directors be Individuals without

any significant relationship with the funds adviser Congress intended that

the unrelated directors known as the Independent directors5 serve as an

Independent check on the adviser The boards remaining directors which

are typically employees of the funds investment adviser are known as

interested directors An additional safeguard provided by the act is the

requirement that fund shareholders approve the advisory contract

Although most mutual funds are organized as described above one mutual

fund familyVanguardhas unique organizational structure that its

officials credit for allowing It to have among the lowest fees In the

Industry As of November 1998 Vanguard was the second largest fund

family In the Industry operating more than 100 dIfferent funds with over

$367 billion in total mutual fund assets Most other mutual funds are

operated by advisers owned separately by third party however the

Vanguard Group Inc.which operates the Vanguard funds6is jointly

owned by the funds themselves and therefore by the funds shareholders

The company required specific permission from SEC to deviate from the

standard structure envisioned by the Investment Company Act of 1940 In

order to organize Itself in this way

Pronosed Rule Role of indenendei Directors of Investment Coinoanles Rd Nos 33-775434-42007

LC-24082 64 Fed Reg 59825 Oct 15.1999 to be codified 17 c.F.R parts 239 240 271 274

Although the Investment company Act of 1940 does not dictate specific form of organization for

mutual funds most funds are organized either as corporations governed by board of directors or as

business trusts governed by trustees When establishIng requirements relating to the officials governing

fund tbe act uses the term dIrectors to refer to such persons and this report also follows that

convention

Independent fund directors cannot be affiliates of funds investment adiser be Immediate family

members of an affiliated person of an adviser have beneficial interests In secuilties issued by the

adviser or the pdnclpal underwriter or any of their controlling persons be registered broker-dealers or

affiliated with broker.dealers or be affiliated with any recent legal couns1 to the funds

About 30 of the 100 Vanguard funds use the services of independent Investment managers which

provide portfolio
selection and advice services for these funds These firms receive subedvisory fee

paid out of fund assets However the Vanguard Group Inc. and not the Investment manager pmvides

all other administrative services for these funds

Chapter

Mutual Fund Directors Required to Review Fees

The Organizational Structure of

One Mutual Fund Family

Appears to Minimize the

Potential Conflict of Interest
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According to documents obtained from Vanguard this structure allows the

Vanguard Group to provide the funds services on an at-cost basis As

result the profits from operating the funds are returned to the fund

shareholders through
lower operating expenses rather than going to the

owners/stockholders of separate adviser as is the case for most other

mutual funds According to materials provided by Vanguard the Vanguard

familys operating expense ratios averaged 0.28 percent which it stated

were the lowest in the industry In 1998 the average fund fee was 1.25

percent Vanguards average expense ratio is also lower because it

operates
several index funds which have among the lowest ratios of all

fund types

Although this structure appears to minimize the conflict of interest

between the typical mutual fund and its adviser it is not structure that

has been widely replicated within the Industry According to SEC officials

one other fund company had an organizational structure similar to that of

Vanguards but later changed its structure to resemble the third-party

ownership structure used by most firms in the industry
The third-party

structure that is most prevalent does allow the firm that initially provides

its own capital to create mutual fund to earn return on the investment it

put at risk In addition it can use that capital to subsidize the fund in the

event that the fund needs an influx of capital as occurred for several

money market funds that incurred losses on structured notes investments

in 1994 In contrast having the fund adviser owned by the fund

shareholders as is the case for Vanguard is more analogous to the

structure of credit union whose depositors and borrowers are the

owners of the institution However credit unions may be more prevalent

because the services they provide are more generically required by the

public and the affiliated groups that tend to create such institutions than

are mutual fund services

.I if

Because of the conflict of interest inherent in the organizational structure

iviuuai Uflu irectors of typical mutual fund fund directors have been tasked by law to oversee

Have Specific fees charged to shareholders These responsibilities regarding fees are

Responsibilities derived from both state and federal law The primary federal statute

Regarding Fees governing mutual fund activities the Investment Company Act of 1940

tasks fund directors with specific duties to review and approve the fees

their funds charge Concerns over the level of fees led to amendments of

the act in 1970 that imposed additional responsibilities on fund directors

placed fiduciary duty on fund advisers and granted investors the right to

Index funds invest in the secudties represented In broadbased index such as tha Standard Poors

Index
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sue advisers for charging excessive fees series of court cases

interpreting this duty has served to clarify the information that fund

directors review to determine if fees are excessive

Federal and State Laws Because mutual funds are typically organized as corporations the laws of

Provide Resnonsibilities for
the states where the funds are incorporated also place various general

duties on fund directors These duties generally require them to act in the
Mutual Fund Directors

best interests of the shareholders they represent.8

In addition to the general duties imposed by state law federal law provides

specific responsibilities relating to the composition and duties of funds

board of directors The Investment Company Act of 1940 is the primary

federal statute governing mutual fund operations and it establishes

various requirements and duties for mutual fund directors.9

Under the act mutual funds board of directors is generally entrusted

with protecting the fund shareholders interests and policing conflicts of

interest that might arise in connectionwith payment for services to the

fund Under sectIon 15c of the act the terms of any advisory contract

and its renewal must be approved in person by vote of majority of the

independent directors The section also specifies that fund directors are to

obtain and consider any information necessary to evaluate the terms of

both advisory and underwriting contracts and that fund management must

furnish this Information to the directors The requirement that directors

obtain and review such information was added as result of amendments

in 1970 to the Investment Company Act of 1940

In addition to the requirement that they approve the overall advisory

contract and its fees mutual funds directors are also required to review

distribution fees fund is prohibited from using fund assets to pay for the

sale and distribution of its shares unless it adopts plan of distribution

Under state law directors are typically
bound by duties of care and loyalty to the shareholders they

represent The duty of care requires directors to
carty

out their responsibilities In good faith and to

exercise the degree of skill diligence and care that reasonably prudent person would exercise In the

same circumstances In the management of his or her own affairs The duty of loyalty prohibits

directors from benefiting personally from opportunities rightfully belonging to the company This

requires the directors to place the Interests of the corporation above their own Individual Interests

State common law provides the businessJudgement rule This rule provides that directors will not be

found liable for their actions provided that they act reasonably and in good faith for the best Interests

of the corporation even If their decisions turn out to be wrong

This discussion focuses on mutual fund directors peciflc responsibilities regarding the fees their

funds charge The law also places various other responsibilities on fund directors that exceed those of

the directors of
typical corporation These additional responsibilities include approving the contracts

between the fund and the adviser and the other service providers approving trading practices and

monitoring investments In derivatives as well as other duties
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approved by the directorsknown as rule 12b- plan Such plans must

be approved by majority
of both all of funds directors both the

interested and independent directors and the independent directors

separately

Fund Adviser Congress also tasked mutual fund advisers with additional fee-related

responsibilities in 1970 The impetus for the 1970 amendments to the

Responsibilities Increased
Investment Company Act arose primarily from findings of two studies of

After Concerns Over Fees mutual fund operations done In the 1960s One of the studies was by the

Wharton School of Finance En 1962 and SEC prepared the other In 1966.11

The Wharton study found that mutual fund shareholders lacked bargaining

power relative to the adviser which resulted in higher fees

in its study SEC found that litigation by fund shareholders had been

ineffective as check on fund advisers because of the difficulty in proving

that the adviser was charging excessive fees The standard being used by

most courts at the time was whether the fees charged by advisers

represented flagrant misuse of fund resources Because of the difficulty

of proving that fees charged met such standard SEC recommended that

the Investment Company Act be amended to impose reasonableness

standard on fund advisers regarding the fees they charge SEC noted that

such standard would clarIly that advisers would charge no more than

what would be charged if fees were negotiated on an arms-length basis

i.e. as if between unrelated parties

However the amendments to the Investment Company Act of 1940 did not

contain SECs reasonableness standard after objections to it were raised

by industry participants
who feared that courts would substitute their

judgment over that of fund directors As compromise the legislation

instead placed fiduciary duty on the fund adviser regarding the fees It

receives Specifically section 36b of the act imposes on the adviser

fiduciary duty with respect to compensation or material payments the

adviser or its affiliates receive from the fund The statute does not further

define the fiduciary duty imposed Typically under state common law

Study of Mutual Funds Prepared for the Securities and Exclne CommIssion Wharton School of

Finance and Commerce University
of Pennsylvania Philadelphia PA 1962

PublIc Policy Implications
of Investment Comoanv Growth SEc Washington DC l966

SEC also recommended that application of the reasonableness standard not be affected by

shareholder or director approval of the advisory fee and that recoveries be limited to excessive

compensation paid In the Zyeacs prior to commencement ofan action

U.5
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fiduciary must act with the same degree of care and skill that reasonably

prudent person would use in Connection with his or her own affairs

Section 36b also granted investors and SEC the right to bring claims in

federal court against the adviser the directors officers and certain other

persons for breach of fiduclaiy duty regarding the compensation or

payment they receive from the fund Investors have 1-year period in

which to bring suit and damages are limited to fees received by the

advisers within the prior year In reviewing such cases section 36b
directs the courts to give consideration as is deemed appropriate under all

circumstances to board approval and shareholder ratification of the

compensation or advisory contract

Court Decisions Have Court decisions have played an important role In shaping the role of

Sharied Directrs
mutual fund directors regarding fees Since 1970 various cases were filed

1- under section 36b and the resulting decisions have served to provide

Responsibilities
specific guidelines for fund directors These guidelines arise primarily

from Second Circuit Court of Appeals case decided fn 1982.16

After the Investment Company Act was amended to give investors the right

to sue advisers for charging excessive fees series of cases was brought

under this new section of the act However section 36b of the act which

provides investors with the right to sue fund adviser for breach of

fiduciary duty regarding fees does not contain specific standards for

determining when such breach has occurred Instead the federal courts

adjudicating the claims brought by investors under 36b have developed

standards for making such determinations These standards focus on

assessing whether payment Is excessive

The key case that established the standard for determining whether

funds fee is excessive was Gartenbergv Merrill Lynch Asset Manaaement

Inc Gartenberg The shareholders in Gartenberg sued the investment

adviser for breach of fiduciary duty with respect to its compensation The

shareholders of this money market fund claimed that given the funds size

and growth the advisers profits were excessive due to its disproportional

sectIon 36b authorIzes excessive fee claims
against

officers directors members of an advisoxy

board Investment advlsers depositors and principal underwriters If auth persons received

compensation from the fund

Courts have held that sectIon 36b Is an equitable claim therefore plaintiffs do not have the right to

ajun trial

GattenIrg Merrill Lynch Asset Management Inc. 694 F.2d 923 2d Cir 1982 cert denIed 461

U.S 906 1983
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fee In Gartenberg the fee schedule called for payment of 0.50 percent 1/2

of percent of the funds average daily value of net assets under $500

million and for various intermediate percentages as the value of the net

assets Increased down to 0.275 percent for assets in excess of 2.5 billion.1

In dismissing the investors claim of excessive profIts the district court

emphasized that the principal factor in determining whether the adviser

breached its fiduclaiy duty to the fund with regard to fees is to compare

funds fees to the fees charged by other funds in the industry

in upholding the district courts decision the Second Circuit Court stated

that to be guilty of violation under section 36b the fee must be so

disproportionately large that it bears no reasonable relationship to the

services rendered and could not have been the product of arms-length

bargaIning The Second Circuit Court disagreed with the district courts

suggestion
that the principal factor to be considered in evaluating fees

fairness is the price charged by other similaradvisers to funds they

managed The court stated that the existence in most cases of an

unseverable relationship between the adviser-manager
and the fund it

services tends to weaken the weight to be given to rates charged by

advisers of other similar funds The court further stated that since fund

cannot move easily from one adviser to another advisers rarely compete

with each other on the basis of fees and advisory contracts

The court thus reasoned that although fund directors may consider the

fees charged by similar funds it indicated that other factors may be more

important in determining whether fee is so excessive that it constitutes

breach of fiduciary duty These include

the nature and quality of the advisers services

the advisers costs to provide those services

the extent to which the adviser realizes and shares with the fund

economies of scale as the fund grows
the volume of orders that the manager must process

indirect benefits to the adviser as the result of operating the fund and

the independence and consdentiousness of the directors

Since Gartenberg additional cases have been decided that continue to

apply the standards established by the Gartenberg court.8 The court

Cartenbeg Meirlil LynchAsset Management Inc. 528 Supp 1038 5.D.N.Y 1981 aITd 694

2d 923 2J CIr 1982 cert denied 451 U.S 9061983

Schuyt Rowe Price Prime Reserve Fund 663 Supp 962 s.D.N.Y afld 835 F.2d 45 2d Cir

1987 cert denIed 485 U.S 10341988 Krlnsk Asset Manaeement 715 Supp 472 S.D.N.Y
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decisions in Gartenberg and the cases that followed it therefore have

served to establish the current expectations for fund directors regarding

fees As result regulators expect mutual fund directors to review the

types of information the courts identified as Important when assessing

whether the fees their fund pays to its adviser are excessive As noted

above among the information to be considered by directors is how their

funds fee structure compares to those of similar funds Under such

standards independent directors are not required to seek the lowest fee

For example SECs chairman characterized these duties by stating that

fdjirectors dont have to guarantee that fund.pays the lowest rates But

they do have to maie sure that the fees fall within reasonable band of

other funds fees.9

Opinions on mutual fund boards effectiveness in overseeing fees varied
inions on Boards Some fund adviser officials depicted directors as assertive in reviewing

Erfectiveness in fees even seeking reductions and resisting
fee increases However other

Overseeing Fees Vary industry participants expressed various criticisms of directors

effet1veness In overseeing the fees mutual funds charge including that

directors lack sufficient independence and that
legal standards governing

their actions are flawed To address concerns over potential lack of

independence among mutual fund boards SEC and others have various

initiatives under way but they are not likely to have significant impact on

fees because most funds already have them in place

Fund Officials Say Boards Mutual fund adviser officials indicated that their boards of directors follow

Are Effective in Lowerin rigorous review processes when reviewing their funds fees Officials at

several of the 15 mutual fund advisers we contacted described rigorous
Fees

process of review that their Independent directors use to evaluate the

Investment management contract and to review fees For example
officials at one fund adviser said that their board members are successful

businessmen and women who are very knowledgeable about hw the

funds operate The officials said that these directors obtain expert advice

when needed with which to make their fee-related decisions

Adviser officials told us that their fund directors often obtain data from

independent sources such as the industry research organizations Lipper

and Mornlngstar Inc They told us that their directors also actively seek

out other materials they need to help them do thorough job of reviewing

1988 affd 875 2d 404 Zd Cir cmi denied 493 U.S 919 1989 Kalish Franklin AdvIsers 742

Supp 1222 S.D.N.Y 1990 afFd .928 2d 590 2d Cir. cert denied 502 U.S 818 1991

May 15 1998 remarks before the Investment Company Institute Washington DC See also Kilnak

Fund Asset ManaEeineni 715 Supp at 502-03
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fund costs Several indicated instances where fees were lowered or fee

raises were denied at the boards insistence

Adviser officials we contacted indicated that their fund directors meet

several times year and committee of independent directors typically

meets at least annually to discuss the investment advisers contract and

related fees They said that they provide directors large amounts of

information relevant to the investment management contract and fee

schedule and they include comparative fees paid by similar funds for

these services According to the adviser officials independent directors

typically review and deliberate on the information provided by the adviser

before meeting with fund offIcials consult with independent counsel on

the terms of the proposed contract and compare the fees they are being

asked to approve with those of peer groups of funds Adviser

representatives depicted their funds independent directors as tough

negotiators who scrupulously review available information and then lower

fees or refuse fee hikes when they feel such actions are warranted

SEC examinations we reviewed cited few deficiencies relating to directors

role in evaluating fees According to an SEC official SEC examines all

mutual fund families within 5-year cycle In our review of SEC

examinations of 16 fund advisers conducted between 1995 and 1999 we

found instances citing deficiencies related to the directors role in

reviewing fees Two stated that minutes of board meetings failed to

indicate that certain factors had been reviewed or discussed and one

found that the directors for two funds in particular family had not

received Information on certain expense information when they approved

their investment advisory agreements

Some Officials Criticized
Various industry participants

criticized mutual fund directors

Directors Effecti
effectiveness in overseeing fees charged for operating their funds

veness
primary criticism of mutual fund directors is that they lack sufficient

Overseeing Fees
Independence and knowledge to effectively oversee the fund advisers

activities and fees Such allegations
have appeared in various press and

magazine accounts In addition some of the industry participants we

contacted raised similar criticisms private money manager told us that

because funds investment adviser or an affiliate usually manages the

fund Its Independent directors cannot be truly autonomous in negotiating

adviser fees and contracts According to an industry analyst general lack

of experience with mutual fund operations prevents independent directors

from being as effective as they could be in keeping fees down 8ecause of

their inexperience the independent directors will often defer to the
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opinions of the interested directors who are also employees of the adviser

during the deliberations of the board

Critics have also indicated that the legal standards applicable to directors

oversight of fees are flawed One factor that directors consider is how their

funds fee compares to those charged by other similar funds However

private money manager stated that directors have no basis therefore for

seeking kwer fee if their fund is charging fees similar to those of other

funds An industry analyst indicated that basing funds fees on those

charged by similar funds results In fees being higher than necessary He
stated that although it Is safe way to set fees in light of the Gartenberg

standards such practices do not contribute to lower fees

SEC and IC1 Proposed

Reforms to Increase

Director Independence and

Knowledge

In response to criticism that independent directors on mutual fund boards

may not be sufficiently independent of the adviser SEC and ICI took steps

to examine ways in which independent directors might be more

autonomous.tm In February 1999 SEC conducted days of public

discussions with various industry participants and critics evaluating

independent directors responsibilities and ways in which they could more

effectively carry them out Shortly thereafter ICI assembled an advisory

group to identifr and recommend best practices for fund boards to

consider adopting.2 In addition in response to the SEC chairmans call for

improved fund governance Mutual Fund Directors Education Council

chaired by former SEC chairman and administered by Northwestern

University has been formed The Council intends to foster the

development of programs to promote independence and accountability in

fund boardrooms

In October 1999 SEC promulgated proposed rules to enhance the

independence of certain mutual fund boards SEC noted in its introduction

to the proposed rules that in order to truly enhance the effectiveness and

independence of all fund directors the Investment Company Act would

need to be amended but SECs recent attempts to achieve such changes by

legislation were never enacted As result SECs proposal applies to funds

that rely on exemptions granted by SEC of certain statutory
conflict of

In 1992 5EC staff conducted study of the regulation ofinvestment companies to determine whether

existing regulations imposed unnecessary constraints on funds and whether there were gaps In

Investor protection As result of this study the staff recommended that the act be amended to require

that the minimum proportion of Independent directors be Increased from 40 percent to majority that

independent director vacancins be filled by the remaining Independent directors and that Independent

directors be given the
authority to terminate advisory contracts Notwithstanding the SEC staff

recommendations the legislation was never enacted

Enhancing Culture of independence and Effectiveness ici Washington DC Jun 24 1999
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interest prohibitions.U According to SEC officials almost all funds rely on

one or more of these rule exemptions and thus the proposal would apply

to virtually all funds

Under SECs proposal funds relying on any of these exemptions would be

required to have independent directors who constitute either majority or

super-majority two-thirds of their boards and who select and nominate

other independent directors In addition if the independent directors use

legal counsel such counsel would be required to be separate
from that

used by the funds adviser

SECs proposed rule amendments also would require funds to provide

additional information to investors about fund directors Under the

proposal funds would be required to provide investors with basic

Information about the identity and business experience of the directors

the extent to which the directors own shares of funds within the fund

family and any potential
conflicts of interest

These proposed rule amendments may not significantly affect the level of

fees In the mutual fund industry 1irst the rule proposals focused on

enhandng director effectiveness and do not specifically address fees SEC

officials acknowledged that most funds already have majority of

independent directors on their boards Officials at the 15 fund advisers we

contacted also told us that the requirements they place on their boards

already meet SECs proposed changes Most of them indicated that

majority
of their boards are independent directors they set their own

compensation and they nominate and select new independent members

In addition they
have separate outside counsel and advisors to help them

evaluate the fees and contracts they are responsible for negotiating in the

shareholder best interests

Others argue
that even though many funds have these requirements in

place they should be required
for all funds so that all investors have

consistent protections
Some commenters to the proposed rule

amendments stated that the proposed changes are burdensome and that

SEC is attempting to do by regulation
what it has been unable to achieve

through legislation Others claim that the proposal is necessary measure

to provide investors consistent protection As of May 16 2000 the

amendments in the proposal had not yet been adopted

Examples of these exemptive rules include Rule i2b-i which permits the use of fund assets to pay

distribution expenses Rule lTa.8 which permIts mergers between certain affiliated funds and Rule

181-3 which permits ftids to issue multiple classes of voting stock
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Because of the unavailability of comprehensive data on costs advisers

US1OflS
incurred operating mutual funds we were unable to determine to what

extent the growth in mutual fund assets during the 1990s provided advisers

the opportunity to reduce fund expense ratios We found that many large

funds had reduced their operating expense ratios between 1990 and 1998

with the average fee among the largest stock funds declining by 20 percent

However not all funds reduced their fees including some that had grown

by more than 500 percent during that period These results also reflect the

largest funds whose advisers were most likely to have experienced

economies of scale that would have allowed them to reduce these funds

expense ratios In addition our sample consisted primarily of the largest

and fastest growing funds in the Industry and thus may not reflect the

characteristics and the trend in fees charged by other funds

We also found certain limitations In the mechanisms that regulators

currently rely on to influence fee levels As with other financial products

regulators rely on competition as means of setting prices for products and

services However competition in the mutual fund industry is not

generally price-based and thus may not be strongly influencing fee levels

Regulators also rely on fee disclosures to inform Investors of the fees that

funds charge The Information that is disclosed in mutual fund

prospectuses and annual reports allows Investors to compare the relative

fees and expenses charged by differing funds However while mutual fund

statements show the dollar amounts of any transaction fees deducted from

shareholder accounts they do not disclose the actual dollar amounts of

each investors share of the funds operating expenses Some officials we

interviewed acknowledged that such information would reinforce the fact

that investors are paying
for mutual fund advisers services Including the

dollar amount paid in fees along with each Investors account value would

also put mutual fund statements on comparable footing with that of other

financial services whose specific charges
also routinely appear in

confirmation and account statements Fees stated In dollar terms

considered in conjunction with other relevant information such as

investment goals could spur investors to evaluate the services they receive

from their funds in exchange for the fees being charged and to compare

theIr funds services and fees with those of other funds with similar

investment objectives Prominently and regularly disclosing to investors

the specific dollar amount of operating expense fees each investor pays

could also encourage more fee-based competition among fund advisers as

has occurred with brokerage commissions and other financial services
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To produce such information fund advisers may have to make changes in

their account management systems to collect and calculate Information

that is not currently maintained Advisers and certain broker-dealers

whose customers invest in mutual funds would also incur both onetime

and ongoing costs However estimates for these costs did not appear to be

inordinately highwith some estimates generally indicating that such

costs might be few dollars or less per investor In addition industry

participants have already identified alternative less costly ways of

calculating the dollar amount of fees paid by individual fund investors

such as by multiplying funds share value by its expense ratio and an

average of the number of shares held by an investor during the prior period

rather than by maintaining information on each investors actual daily

share of expenses

Another alternative means of disclosing dollar amounts of operating

expense fees paid on individual investor statements would be to provide

the dollar amount of fees paid for preset Investment amounts such as

$1 .000 which investors could use to estimate the amount they paid on

their own accounts In deterntining how such disclosures could be

implemented regulators will have to weigh the costs that the industry may

incur to calculate fees for each investor against the burden and

effectiveness of providing investors with the requisite information and

having them be responsible for making such calculations on their own

Regulators also rely on mutual fund boards of directors to serve as check

on the fees charged by the funds they oversee Currently fund directors

annually review the fees of the funds they
direct and among other things

generally maintain their funds fees within reasonable range of fees

charged by other funds Opinions about fund directors effectiveness

varied and regulators ate taking steps to increase d1rectors independence

from their funds advisers However these steps are not likely to have

significant impact on fees because most funds already have many of the

proposed reforms in place and their purpose is to generally enhance

director effectiveness and did not specifically address fees Our analysis
of

the largest fund fees which showed higher fee funds migrating to lower

fee levels while lower fee funds generally
retained their levels is

consistent with assertions that mutual fund directors are choosing to keep

fees at level comparable to those of other funds Whether this level is

appropriate for the industry is not known

To heighten investors awareness and understanding of the fees they pay

Recommendations on mutual funds we recommend that the Chairman SEC require that the

periodic account statements already provided to mutual fund investors
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customer Mutual fund services arc provided by an entity the fund separate and distinct

from the financial firm that is its sponsor As separete entity the fund not only bears its

own expenses it is owned by
the customer

We believe that the fcc information provided by mutual funds and hy other types

of financial services is nevertheless quite similar Like other financial services mutual

funds provide information about the dollar amount of fees they charge directly to an

individual account For mutual funds this includes sales loads redemption fees account

fees and other charges levied directly on shareholder accounts For other ftnnneial

service providers this includes itemized fees on deposit accounts brokernge commissions

on stock transactions fees charged by individual investment advisers hroker

commissions on real estate transactions and similar fees

Like other financial services mutual lktnds do not provide information about

expenses incurred outside the accottnt Fur nsutual funds this Includes the investment

advisory fees and all other expenses paid out of fund assets For other financial services

for example this Includes the spread between the gross amount earned by the financial

service provider on customer funds and the net amount paid out to the customer

tisclosurc Concemine Fees Paid by Investors

See comment The Commissions approach to disclosure has been to ensure titat investors

receive infomtation about fees that allows the investor to make art infomted decision

prior to making purchase as well as after becoming fund shareholder In addition to

the infonnation provided to prospective
investor before the purchase as described

above the Commissions rules also require
that investors receive ongoing infomwtion

about expenses ella they have made purchase First iovcstOrs receive annual and semi

asinutri reports that disclose the actual expense ratio of the fund Second investors

receive an updated prospectus on en annual basis that includes fee tahle and fee

example The fee inforsnation in the prospectus
is gcnemlly based upon actual fees tltat

the fund paid in the prior year While reports to shareholders and updates to prospectuses

are mentioned in the report we believe it should be noted that mutual fund investors

under current regulations receive and have access to information on an annual heals

which enables them to assess and understand the fees they bear and to effectively

compare the fees of funds

We
recognize

that investors need to be further educated about the fees and

expenses that mutual funds charge As
part

of our responsihilities in regulating mutual
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1korn M.CooI

Iunds we will coisider the recommenduUons in your repurt cly carefully in determining

how best to Inform investors about the imporlance of fees Again thank you for the

opportunhly to comment on your report

Sincerely

Paul Roye
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The following are GAOs comments on the Securities and Exchange

Commissions May 10 2000 letter

GA Co
The Securities and Exchange Commission SEC described various

mmenLs
changes since the 1980s to the fee disclosures that mutual funds are

required to make To acknowledge this we have added footnote to our

discussion of the currently required disclosures that describes some of the

changes made to these disclosure requirements over time

SEC stated that our report should note that the current disclosure does

provide Investors with access to information on an annual basis that

enables them to assess and understand the fees they bear and to

effectively compare fees We agree
that disclosure of such information is

currently required and we have added additional language to our report to

clarify that these disclosures are made annually However these

disclosures present fund expense ratios as percentage of fund assets and

include an example of the likely amount of expenses to be incurred over

various holding penods for hypothetical $10000 account Furthermore

these reports are provided to Investors only semiannually Although

investors can use this information to compare among funds the additional

disclosure we recommend is Intended to supplement not replace the

existing disclosures and should serve to reinforce to investors the fact

that they do pay for the services they receive from their mutual funds The

specific dollar amounts we recommend that funds disclose should also

have the added immediacy of being unique to each investor and his or her

account By disclosing these additional dollar amounts on investors

quarterly account statements funds will provide fee disclosures to

investors more frequently than they currently
do
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REGUI.ATION

14 a.im.
we Puntdelt

IneSlmei ç.nIseICWpotalO Fvsncrg

NASO 519011110n
1901 SU.It tW. S14 900

Wao5tOl OC 22006.1500

202 729 5069

2209742732

May 2lttO

Thomas MeCoot

Director Finuncial lnstUtion% end Markets Issues

U.S General Accounting Office

Washington D.C 20548

Dear Mr MeCool

Thank you fOr allowing us the opportunity to comment on your draft report entitlcd Mutual Fund

Peei Additional DlcIosure Could Encourage Price Comeohio April 19 2000 the Rqoil
We have summarized in bullet forisi beluw our overall comments on the Reports

recommendation as well as certain technical comments on the Report We would be happy to

discuss our comments with you at your eonvenienee

As we have discussed NASDlcgu1ation shares your concern that some invcstote may chssc

pcrtornutnee and we agree
that investors also should consider fees expenses and other issues

when rnnking an investment decision We would be happy to work with you and your stall on

these imporntnt policy questions

Overall Comments on ReSorts Recommendation

The Report concludes that unlikc many other financial products and services where the

dollar amount paid by the customer is clearly and regularly disclosed mutual fund

diselosuree do not inelud the actual dollar amounts of the fund fees individual investors

pay Based on these eonclusiona the Report recommends that the Sceuruies and

Exchange Commission and NASO Regulation Inc require mutual funds and certaIn

brokerldcalers to provide in periodic account statementa the dollar amount of mutual

hind fees each investor paid in addition to presently requited fee disclosures

The Reports recommendation raises several issues

Now on ____________________

Rcpoii.Oap pp

Itepwi 1115

Now on p.97
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Thomas MeCoot

Mey 2000

Page

See comment
First the Report seems to assume that mutual funds impose ongoing fund operating

expenses such as Rule l2b-I fees and advisory fees at the account level In fact

funds impose these expenses at the entity level Moreover NASD member
broker/deslers are generally required to tend as least quarterly to all customers

account statements that detail among other things aJI charges end debits imposed at

the account level

See convient Second the Reports recommendation may be difficult if not impossible to

implement Aside from the fact that mutual funds do not perform the shareholder-

level accounting envisioned by the proposal msny broker/dealers would not have

access to the information about the mutual funds expenses necessary to comply with

these rules

Third the Report seems to conclude that mutual fund markets are less than

competitive because investors base their investment decisions mote On performance

than on the level of mutual fund fees We share the eoncem that some investors may

place too much reliance on past performance sad we agree
that they also should

See comment consider other Issues such ass funds fees and espenses However Investors who

focus solely on Pow expenses such as some money market fund investors may
sacrifice perfonnunee that they might obtain if they were to consider other factors

such as funds investntcnt objective and the quality of the fund advisess Investment

management

Fourth the Report seems to assume that other financial intermediaries provide full

disclosure of itemized expenses that reduce the zetum on customers investments

Rules goveming these institutions may require them to provide certain disclosures in

periodic account statements regarding
account-level fees However these roles do

not require disclosure of the dollar amount of operating expenses incurred at the

entity levet that reduce the retum customer earns on his or her investment

Similarly the rules goveming other unregistered collective investment vehicles

which
operate analogously to mutual funds do not require and the GAO does not

propose to require disclosure of customer-specific entity-level expenae

Fifth the Report does not address the fact that mutual funds present petfornianee

istfoonation net of expenses Other financial intertnedittries are cited as models for

disclosure without discussing the fact that these inlermediatiex frequently advertise

petfonnance numbers that do nor reflect the fees charged to customers

Other Technical Comments on Repofi

Now on 27 see

comment
Chapter nape The Report asses that NASD roles prohibit funds from charging

frontend load that exceeds 8.5 petcent of the initial investment Some mutual funds

known as no-load funds do not have sales charges Theae sentences require some

clarification

Page 112 GAOIGGD-OO.126 Mutual Fund Fees



Appendix ii

Comments From the National Assodation of Securities Dealers Regulation Inc

Thomas .1 MeCool

May 2000

Fage

1lASD Rule 2830 regulates NASD member broker/dealers that sell mutual funds hut

See comment does not regulate the funds themselves since NASD Regulation has no Jurisdiction

over the mutual fund entities Rule 2830d prohibits
NASD member broker/dealers

from offering or selling shares of any mutual fund or unit investment trust if the sales

charges of such funds are deemed excessive under the rule Additionally the

maximum pcrnissible
front-end and deferred sales load vatics depending on certain

factors such as whether the fund offers cctain tights of accumulation and quantity

discounts and whether the fund imposes an asset-based sales charge or service fee

Rule 2830d3 prohibits NASD members from describIng mutual fund as no
load or as having no sales charge if the fund has front-end or deferred sales

charge or if the funds total asset-based sales charges and service fees exceed 0.25%

of average net assets per annum

Now on 29 see
Chapter vase 11

Jnotc We understand thst the effective date of the ssmm

comment Leach-DliIey Act provistona that eliminate the bank exclusion from the definitions of

broker and dealer under the Securitlea Exchange Act of 1934 is May 12.2001 not

March 122001

Now on 42 see Chspsn page 21 footnotsj The Reports estImate of mutual fund adviser revenues

comment was obtained by multiplying fund assets by opeTating expense ratios Many mutual funds

have waived various expenses including
sdvtacr fees for various reasons If this

estimate does not take into account fcc waivers it may be inaccurate

Now on 74 see ChapterS oases 16-17 In the third full paragraph on page 16 the Report discusses

comment Table 5.4 whIch we believe should refer to Table 5.2aa showing the two primary

distribution methods used by fund sdviacrs fund investment adviser usually
does not

directly distribute fund shares mutual fund distributor whIch Is registered

broketldcaler generally performs this function

Again we appreciate the opportunity to comment on the Report Please feel free to contact mc if

you would like to discuss these comments further

Sincerely
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cc Cody Goebel

U.S General Accounting Office

Clark Hooper

Thomijs Pappas

Joteph Savage

NASD Regulation Inc

John koinozeske

NASD inc

.1
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Comments From the National Assodation QtSecurltles Dealers Regulation Inc

The following are GAOs comments on the National Association of

Securities Dealers Regulations May 2000 letter

The National Association of Securities Dealers Regulation Inc NASDR
GAO Comments

commented that our draft report assumed that mutual funds impose

ongoing fund operating expenses such as Rule 2b- fees and advisory

fees at the account level NASDR stated that Instead funds impose these

expenses at the entity level In addition it noted that NASD member

broker/dealers are generally required to send all customers at least

quarterly account statements that detail among other things all charges

and debits imposed at the account level

We have added language to both the Executive Summary and chapter

that clarifies that shareholder account statements do show amounts

deducted directly from shareholder accounts such as transaction charges

and sales loads However the statements do not show in dollars each

investors share of the operating expenses that were deducted from the

fund in chapter we mention that NASDR rules require quarterly

statements

NASDR stated that our recommendation may be difficult if not

impossible to Implement It stated that mutual funds do not perform the

shareholder-level accounting envisioned by the proposal and that many
broker/dealers would not have access to the information about the mutual

funds expenses necessary to comply with these rules

From discussions with operational staff at various mutual fund advisers

and broker dealers we learned that although such information is not

currently calculated compiling and making the calculations necessary to

report to individual investors is feasible As we discussed on page 79 of

chapterS producing such information will require some additional

programming and will entail some development and ongoing costs to fund

advisers and broker dealers but the estimated costs did not appear to not

be prohibitive On the basis of these discussions we believe that SEC and

NASDR can determine cost-effective way for funds and others who

maintain shareholder accounts to provide this Information to shareholders

NASDR commented that if our recommendation results in investors

focusing solely on identl14ng funds with low expenses such investors may
sacrifice the performance that they might obtain if they were to consider

other factors such as funds investment objectives and the quality of the

fund advisers investment management
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As we stated in the conclusions to this report investors should evaluate

funds expenses in conjunction with their own investment goals and

objectives
reasonable approach may be for investors to first determine

what types of funds they wish to invest in on the basis of the their

tolerance for risk and the types
of markets or securities invested in by the

fund Alter determining desired fund category type the investors could

then evaluate the relative fees expenses and services provided by funds

within each investment category

Adequate disclosure is one of the primary goals of the securities laws

Withholding such specific information from Investors because it could

potentially
be used inappropriately would not be consistent with the spirit

of these laws We would anticipate that funds would likely include

explanatory materials with the disclosures we recommend to better ensure

that investors evaluate the specific operating expense fee dollar amounts

in context with their investment objectives
and other information relevant

to the fund

We have changed the language noted in chapter ito clarify that NASDR

regulates broker-dealers and not the funds We also added footnotes

stating that maximum permissible sales loads vary depending on certain

factors such as whether the fund imposes an asset-based sales charge or

service fee and stating the required conditions for no load mutual fund

We corrected the effective date of the applicable Gramm-Leach-Sliley

Act provisions
to May 12 2001

We calculated our estimates of fund adviser and seMce provider

revenue by multiplying fund expense ratios by fund assets These

estimates used the net expense ratios reported by the funds in our sample

which exclude the amounts of any fund operating expenses that may be

waived by the fund adviser

In chapter we corrected the table number to table 5.2 and changed

wording In the sentence to reflect that direct sales are made by fund

either through an internal or external sales force and not the fund adviser
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MATI-HEW FINK

PSIDENV

May 3.2000

Thomas McCool

Director Financial Institutions

and Markets Issues

General Government Division

U.S General Accounting Office

Washington D.C 2054S

Dear Mr McCool

Thank you for providing us with the opportunity to comment on GAOs draft report

entitled Mutual Fund Peas Additional Disdosure Could Encourage Price C.c iti.os The

draft reports analysis of several Issues associated with mutual fund fee levels makes valuable

contribution to this important subject

The draft reports single most important finding Is that mutual fund fee levels

generally have declined during the nine-year periOd studied by the GAO For example the

draft report notes that 85
percent

of the large equity mutual funds examined reduced their total

expense ratios and that these reductions averaged 20 percent In addition the draft report

indicates that mutual fund fee levels reflect economies of scale that can arise when funds

assets grow or the mutual funds GAO reviewed that experienced sIgnificant
asset growth in

the 1990s 89 percent reduced tlirir fee levels GAOs conclusions ma to both tiends in fee levels

and economies of scale are consistent with the results of academic studies as well as with

series of research
reports prepared by the Institute during the last two years

Our overall view Is that the draft report does commendable job of addressing

important and complex topics The comments set forth below represent suggestions about how

certain elements of the draft report could be clarified or strengthened

Competitios flased on Feformanee Leads to Competition Based oaFa

See comment
We agree with the draft reports conclusion that the mutual fund Industry is highly

competitive with low levels of concentration among existing fund companies and low barriers

to entry
for new ones The draft report not5 In several places

that mutual funds compete

prisnaxuy on the basis ol investment performance Less prominent attention is given to the fact

that by law mutual fund performance results must be cslculated fees and expenses are

deducted 8eceuae of this requirement investors who consider funds performance when

making Investment decisions are Indirectly taking into account the impact that fees can have on

funds returns This indirect consideration of fees through performanoe appeata to be highly

relevant to shareholders investment decisions As of year end 1999 more then 78 percent
of

shareholder accounts arid 86 percent
of shareholder assets were invested in equity mutual funds

1401 flCET NW WASHINGTON CC scoos-Ztsa Zo2P32G8Ot FAX aOV325aO5 EMŁJL fnkicLorg
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Page

that charged less than the industry average Moreover in recent years the typical equity fund

Investor has paid annual tees that were about one.third tess than the average equity fund

charged indicating strong investor preference for luwer-coat funds

Equally important because finds compete fiercely on the basis of performance they

have an Incentive to keep fee levels aa low as pesaible small difference in performance can

affect funds competitive atanding which in turn aubatantially impacts thc funds ability to

attract additional investments The report would In our view better reflect both the

competitive nature of the market and shareholder behavior if these facts were Included

Fund Adrisera Revenues are nsf Equftafent to Total Fee Revenues

See comment
Our second comment arises from the draft reports apparent assumption that total fee

revenues are the same as the revenues of fund investment advisers The IC data on total fee

revenues from which this observation is drawn includes fees paid not only to fund

investment advisers but also to third parties such as shareholder servicing 12b-i and custodial

fees These fees cannot accurataly be described as revenuea of the adviser More important

data from various fund information providers indicates that advisory and adtninistrattve fees

received by fund advisers are diminishing ass percentage of total fee revenues and now

typically account for only 50 to 60 percent of total annual fund expenses This fact appears to

significantly impact the draft reports observations about fund asset end adviser revenue

growth rates The draft report suggests that these growth rates hth.e been stmitar for the psst

decade Instead more accurate finding would be that advisers revenues have grown more

slowly than both overall fund expenses and assets

Mutual Fund Directors tie vs Con frflnrted to Broad Based Fee Rednctlons

See comment

Third the draft report lists many of the legal
duties of mutual fund directors in

overseeing fees These governance responsibilities are untque go well beyond what is expected

of
typical corporate directors and were specifically designed by the authors of the Investment

Company Act to provide safeguards for fund shareholders Because fund directors play such

an Important role in fund governance we believe additional discussion of these qualities
is

merited We are not aware of any other competitive industry- In the world of financial

services or outside it in which finn Is required to have an independent body annually

review the price the firm wishes to charge for Its products or services One individual

apparently suggested to GAO staff that fund directors have tented to Increase rather than

reduce fee levels contending that directors only consider the fees charged by similar funds

This Individuals claim was presented without any supporting evidence and is contradicted

directly by the applicable legal standards governing the work of directors These legal

etandards requite directors as fiduciaries to always act on shareholders behalf and to consider

carefully
broad range

of
specific factors when revIewing fees The claim also overlooks the

fact that fund advisory fees can only be Increased If approved by the funds shareholders as

well as by the directors Including majority of the independent directors Finally
the

indivIduals claim is contradicted by the various studies now Induding GAOs draft report

that show mutual fund fees declining GAOs data shows that 70 percent of the largest mutual
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funds reduced their total operating expense ratio between 1990 and 1998 As noted earlier of

the funds in this group that experienced significant
asset growth in the 1990s 89 percent

experienced lee reductions

Mutual Fund Fee Disclosure Is Unsurpassed

See comment Fourth an area that should be clarified is the draft reports assessment of the disclosure

practices of competing financial services products The draft report asserts that unlike mutual

funds most other financial services disclose specific
dollar arnoisnts of all fees paid With all

due respect we do not believe that this assertion is supportable To cite just two
types

of

financial services listed in the draft report we are not aware of any bank in the country that

discloses to depositors the amount of the spread that the bank esrns on depositors balances in

savings and checking accounts We are also not aware of any brokerage firm that discloses

routinely
the mark-up charged to Investors whenselling securities And we are not aware of

any other financtal product that like mutual funds Is required to aggregate all of its fees in

order to promote comparability and easy understanding

We believe very strongly that the mutual fund fee table provides the most

comprehensive and understandable disclosure of fees in the financial services world The fee

table wtrich must be prominently presented In the front of every fund prospectus was

recently made even simpler for investors by the Secuzities and Exchange Commission following

the most exhaustive field-testing ever undertaken by that agency The fee table lets fund

investors easily compare all of the costs of competing mutual fund investments on an apples to

apples basis We believe the draft report
should reflect the SECs significant efforts tn this area

In our view mutual funds disclose far more than other financial products because they

provide investors with precise espense ratio whIch allows for exact cost comparisons of

annual fçes for thousands of competing mutual funds Funds also provide investors with

standardized hypothetical which shows in dollars and cents the exact Impact that funds

annual fees and sales charges will heve on $10000 investment over 15 and 10 year periods

No other financial product provides disclosure that Is this comprehensive and we were

disappointed to see the draft report suggests otherwise

Requiring Even More Fee Disclosure Could Be Counterproductive

Finally notwithstanding the decline in fund fee levels and the shareholder preference

for lower cost funds noted earlier the draft
report

states that additional government regulation

Is needed to make investors more swam of mutual fund fees The draft report states that

awareness of fund fees might be heightened if fund companies were required by the SEC or

NASD Regulation to Include customized fee infonnation on shareholder account statements

Promoting investor awareness of the Important role fees can play In long term financial

planning isa priority
for the Institute and its members We haves tong history of supporting

Investor awareness proposals and will continue to do so but we have reservations about the

account statement recommendation Our reservations stem from our concern that this
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requuement could erode the value of the standardized all-inclusive fee information in the

prospectus and thus impede informed assessments of fee levels at compe4io funds

Paradoxically this could diminish rather than enhance Investors overall understanding of fund

fees

The Institute appreciates the opportunity to offer comments on few of thc more

aInUicant issues in the draft report As noted in your letter we would welcome the chance to

mcet with you to provide additional comments

Very truly yours

Matthew PirtIc
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The following are GAOS comments on the investment Company Institutes

May 2000 letter

The investment Company Institute ICE notes that our report indicates

GAO Comments
that mutual funds compete primarily on the basis of investment

performancbut gives less prominent attention to the fact that mutual

funds disclose their performance after fees and expenses have been

deducted IC states that as result investors who consider performance

are indirectly taking into account the impact of fees on returns Id also

states that this indirect consideration appears to be highly relevant to

shareholder investment decisions because as of year-end 1999 more than

78 percent of shareholder accounts and 86 percent of shareholder assets

were invested in equity mutual funds that charged less than the industry

average Finally ICI states that by competing on the basis of net

performance funds have an incentive to keep fee levels as low as

possible because small differences in performance can affect funds

competitive standing

At the beginning of each discussion of how funds compete our report

notes that funds are required to disclose performance net of fees

However competition on the basis of net returns may or may not be the

same as competition on the basis of price and such indirect competition

may not result in the same level of fees as could likely result from more

direct fee-based competition As we noted in chapter of the report the

charges associated with other financial services such as bank checking

accounts and stock brokerage which are generally disclosed in dollar

terms to the users of these services have been subject to vigorous

competition directly on the basis of these costs which has resulted in

lower charges for many consumers In addition we noted that loads

which are disclosed in investor statements have also declined over time

In addition because past performance is not an indication of future

returns relying on such disclosures alone would not be sufficient for

ensuring that adequate competition is occurring on that basis

The statistics that IC cites in its letter regarding the majority of mutual

fund shareholders invested in funds charging fees lower than the industry

average is based on calculation of the simple average fees charged by

funds in the industry As we note in chapter of our report calculations

using simple averages
of mutual fund fees are biased upwards by the

growing proportion
of new funds funds investing in foreign securities and

other funds that tend to have higher expense ratios than older funds

investing in domestic securities Therefore finding that most investors are

invested in funds charging less than such an average is not sufficient
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evidence to indicated that fund investors overall are highly fee-conscious

particularly in light of surveys we reviewed that indicated that investors

generally considered fees to be less important than other factors in making

their Investment decisions In addition although ICIs studies reported that

some investors are Increasingly investing in lower fee funds does not

obviate the need for more explicit disclosure of fees and the Increased

competition that could result

ICI noted that our draft report assumed that total fee revenues were the

same as the revenues of fund investment advisers IC states that the

expense ratios deducted from fund assets include amounts that are used to

compensate not only the fund adviser but also other entities for

shareholder servicing marketing 2b- fees and other services ICIs

letter also notes that adviser fees now typically account for 50 to 60

percent of fund expense ratios It further states that the report suggests

that the growth rates of fund assets and adviser revenues have been

similar in the 1990s ICI indicates that more accurate finding would be

that advisers revenues have grown more slowly than both overall fund

expenses and assets

Although our report previously acknowledged that the expense ratio

includes fees charged for various purposes we have added additional text

where appropriate to indicate that the fees deducted from fund assets

representrevenue to more entities than just the fund advisor However all

fees regardless of which entities receive them as revenue are deducted

from investor assets thus our overall conclusion that such fees and assets

grew at comparable rates remains accurate

ICI commented that the duties that mutual fund directors have regarding

the fees funds charge exceed those of typical corporate directors IC

emphasized that these duties are unique and were specifically designed to

provide safeguards for fund shareholders IC notes that one of the

individuals with whom we spoke about mutual fund directors appears to

have suggested that mutual fund directors activities may be serving to

increase fees by evaluating funds fees in light of those charged by other

funds IC states that directors as fiduciaries are legally required to act on

shareholders behalf and to consider broad range of specific factors

when reviewing fees ICI indicates that the individuals claim is also

contradicted by various studies including our own that found fees have

declined

IC has identified various duties placed on mutual fund directors that

exceed those of the directors of typical corporation and we have added
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footnote in chapter to acknowledge these additional responsibilities

However as our report points out these additional duties particularly

those related to the approval of the advisors contract and its fees arise

because of the potential conflicts of interest between fund shareholders

and the adviser As result the independent directors are required to

review and approve the funds contract and fee arrangement with the

adviser

Congress intended that the independent directors of mutual funds serve as

check on the adviser because of the conflicts between the interests of the

adviser and fund shareholders However the critics of fund directors

whose comments we cited are of the opinion that directors are placing

primaryemphasis on comparing their funds fees to those of other funds

rather than the other factors that directors are required to consider as part

of their fee reviews Therefore these individuals see directors as

maintaining fee levels or at least allowing fees to be lowered only to the

extent that other funds are taking similar actions Although we did find

that fees for many mutual funds have declined we also noted in chapter

of our report that we were unable to determine if the growth in fund assets

would have provided advisers with the opportunity to reduce fees by even

more than they had Furthermore firm comparing the prices it charges

its customers to those charged by competitors is legitimate and perfectly

acceptable means for such firms to evaluate their own business strategies

However in an industry that only indirectly competes on the basis of such

charges such an activity may serve to maintain fees at consistent level or

allow them to be reduced only to the extent that other funds reduce theirs

asthe individuals we interviewed stated

IC1 commented that the assertion in our report that unlike mutual funds

most other financial services disdose the specific dollar amounts of all

fees paid is unsupportable As an example id States that no bank it is

aware of discloses to depositors the amount of the spread that the bank

earns on depositors balances in checking or savings accounts ICI states

that the fee disclosures required of mutual funds are the most

comprehensive and understandable In the financial services world it also

notes that these disclosures have been recently made simpler by the

Securities and Exchange Commission

We agree
with ICI that the currently required disclosures are

comprehensive and reasonably understandable in response to this

comment by ICI and others on the draft report we have added footnote

that discusses some of the recent changes to the disclosures we describe

in our report
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Although the disclosures that mutual funds make are comprehensive and

useful for investors in comparing the relative fees charged by different

funds the information in them discloses fees in percentage terms and uses

hypothetical examples which are less direct indications of the spedfic

prices charged to any one investor In our report we cite five examples of

other common financial services or transactions with which most mutual

fund Investors are also likely to be familiar such as checking accounts

stock brokerage or bank trust services These services disclose inperiodic

statements the specific fees in dollars charged to customers As we point

out mutual funds do not similarly provide specific dollar amounts of

charges on the periodic statements they provide to individual investors
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Complaints

99-mc-09999 Plaintiffs Defendants

U.S District Court

District of Delaware

Notice of Electronic Filing

The following transaction was entered by Keener Carmella on 10/14/2010 at 1241 PM
EDT and filed on 10/14/20 10

Case Name Plaintiffs Defendants

Case Number 99-rnc-09999

Filer

Document Number 409

Docket Text

COMPLAINT Jill Southworth Hartford Investment Financial Services

LLC Filing fee 350 receipt number0311-795820 Attachments
Exhibit through 10 Exhibit 11 through 15 Exhibit 16 through 17

Civil Cover Sheet Summons Forms UnsignedKeener

Carmella

199-mc-09999 Notice has been electronically mailed to

199-mc-09999 Notice has been delivered by other means to

The following documents are associated with this transaction

Document description Main Document

Original filenamenla

Electronic document Stamp
STAIN4P dcecfStamp_1D1079733 196 10 FileNumberlO7l 134-

01 14cc642af7450 1e0c8bba440769cd9665db6b59 lbb

9b 191571 2e307f8c8afbb6f544234083 ld8d6fcaaaa8d9f9cl4d7 le6blfcc2

Document descriptionExhibit through 10

Original filenamenla

Electronic document Stamp
STAIMP dcecfStamp_1D 1079733196 10/14/2010 1071134-

f74cc5f585f22b7c02b1 33d2e976efc9f65522cd66325d634fc09062af6be4

Document descriptionExhibit 11 through 15

https //ecf.ded.uscourts.gov/cgi-bin/Dispatch.pl6 11543666973 169 10/14/2010
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Original filenamenla

Electronic document Stamp
dcecfStamp_ID1079733 196 134-

7fb134a842e959d3f4a08d868bdb6e33a9224d3ce301672e1096b395 169

fa4c725f7c57142cf2824ea8601aa944f405d63ca415cd9c6c76ffa8a3fbec

Document descriptionExhibit 16 through 17

Original filenamenla

Electronic document Stamp

dcecfStamp_ID1 079733196 10/14/2010 1071134-

1f4c8321 fa419480b48f122fdeee8430e

ddc17e28a27c612453f9f16c612719a1 67a644381 1747205 1584b9fe0c8277
Document descriptionCivil Cover Sheet

Original filenamen/a

Electronic document Stamp

dcecfStamp_ID 1079733196 0/14/2010 1071134-

9b0740 191 7acf6ae6bdaa b244be620022 d2df82ad8da6d482e3e4fcae624d

9e2fe04d7076946fa5a77c804268b22eb9ee828 19aa53f63ec8af6965dd6a7

Document descriptionSummons Forms Unsigned

Original tilenamenla

Electronic document Stamp
dcecfStamp_ID1079733 196 0/14/2010 1134-

8101 87285f72f4065 1a62fbadb1a4a42c741b9b593761 128279ccc2cf6c6d8

https//ecf.ded.uscourts.gov/cgi-binlDispatch.pl6 11543666973169 10/14/2010
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