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AMENDED COMPLAINT

Plaintiff JENNIFER KASILAG Kasilag whose street address is 35 Oklahoma

Trail Hopatcong New Jersey 07843 Plaintiff LOUIS MELLINGER Mellinger whose

street address is 28 Mockingbird Hackettstown New Jersey 07840 Plaintiff JUDITH

MENENDEZ Menendez whose street address is 93 Eyland Avenue Succasunna New

Jersey 07876 Plaintiff JACQUELiNE ROBINSON Robinson whose street address is 45

Livingston Road Morristown New Jersey 07960 and Plaintiff LINDA RUSSELL

Russell whose street address is 52 Birch Ridge Road Blairstown New Jersey 07825

collectively Plaintiffs bring this action on behalf of and for the benefit of the Hartford

Global Health Fund the Hartford Conservative Allocation Fund the Hartford Growth

Opportunities Fund the Hartford Inflation Plus Fund the Hartford Advisers Fund and the

Hartford Money Market Fund collectively the Hartford Funds or Funds and sue 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

This is derivative action arising out of Defendant HIFSCOs receipt of improper and

excessive management andlor adviser and distribution fees on Plaintiffs investments in Hartford

Funds in breach of its fiduciary duty under 36b of the Investment Company Act of 1940

ICA as amended 15 U.S.C 80a-35b hereinafter Section 36b or 36b In order

to violate Section 36b of the ICA the adviser must charge fee that is so disproportionately

large that it bore no reasonable relationship to the services rendered and could not have been the

product of arms length bargaining
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Like roughly 90 million Americans who are planning ahead for retirement Plaintiffs

have invested in mutual funds through their employer-sponsored Simple IRA program As part

of that program Plaintiffs have invested in Hartford Mutual Funds Because of the excessive

management and distribution fees that HIFSCO charges and receives in connection with

Plaintiffs investments in the Funds however Plaintiffs and all Hartford Fund shareholders

retirement benefits have been and continue to be diminished by staggering amounts

Plaintiffs investment returns are diminished because Defendant charges and collects two

fees that are excessive under 36b of the ICA management and/or advisory fees and

distribution fees The management/advisory fees are excessive because Defendant sub-contracts

out the majority of the management services for which the Funds pay separate sub-advisory

fee and then collects management fee for itself for performing little if any work In fact

for one Fund the management fee was almost 4.5 times the amount of the sub-advisory fee in

2010 alone

Distribution fees are fees that the Securities Exchange Commission SEC or the

Commission promulgated through its Rule 12b-l 17 C.F.R 270-12b-1 determined are to

be used for marketing and distribution services The fees are to be used primarily to attract new

fund shareholders in order to create economies of scale that should allow advisers to provide the

same quality and nature of services at dramatically lower costs since the costs of managing

fund does not increase proportionately with an increase in fund shareholders Here the

distribution or 2b- fees are excessive because inter a/ia they are not tied to any

distribution activities and no economies of scale are created or passed on to the Funds As an

example of HIFSCO 36b violations its Class shareholders are paying 2b- fees despite

the class having been closed to new investments since September 30 2009
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As explained in detail below the management and 2b- distribution fees collected by

HIFSCO from the Plaintiffs are excessive and thus breach of HIFSCOs fiduciary duty under

36b The criteria for determining 36b breach of fiduciary duty is not laid out in the

statute Rather the Supreme Court has set forth the following factors to use when determining

whether fee is excessive

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

As discussed fully below an examination of these factors demonstrates that the

management and 12b-1 distribution fees charged to the Hartford Funds breached and continue to

breach HIFSCOs fiduciary duty to the Funds The advisory and distribution fees received by

HIFSCO were so disproportionately large that they bore no reasonable relationship to the

services rendered and could not have been the product of arms length bargaining and were thus

unfair to Plaintiffs and the other shareholders of the Funds

The Plaintiffs seek to rescind the Investment Management Agreements and Distribution

Plans1 between Defendant and the Hartford Funds and to recover the total fees Defendant

For the Hartford Money Market Fund Plaintiff Kasilag only seeks to rescind the Investment

Management Agreements and to recover the management/advisory fees Defendant charged this
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charged the Funds or alternatively to recover all improper compensation received by Defendant

in breach of its statutory fiduciary duty under Section 36b The conduct complained of is

continuing in nature and Plaintiffs seek recovery from the earliest possible period allowed by the

applicable statute of limitations through the date of final judgment Plaintiffs allege

JURISDICTION AND VENUE

This Court has subject matter jurisdiction pursuant to 15 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 28 U.S.C 1391 and 15

U.S.C 80a-43 as 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 Boards of Directors of The Hartford Mutual Funds

Inc and The Hartford Mutual Funds II Inc collectively the Boards which are the Boards

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

All conditions precedent to suit have been performed or have been satisfied or

waived

II NATURE OF THE ACTION

This action is derivative action brought by the Plaintiffs for the benefit of and

on behalf of the Hartford Funds pursuant to ICA 36b

Fund or alternatively to recover all improper compensation in connection therewith She does

not challenge the 2b- distribution fees for this Fund
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Defendant HIFSCO derived and continues to derive revenues in the form of fees

for what it claims to be the provision of investment advisory services2 and distribution services

to the Hartford Funds In particular HIFSCO receives fee compensation from each of the Funds

and earns investment management fee revenues by allegedly providing investment advisory

services pursuant to investment management agreements with each Fund HIFSCO also

improperly derived and continues to derive revenue by charging excessive 12b-1 distribution

fees HIFSCO is sued in this Amended Complaint based on its misconduct related to its

wrongful receipt of fee income in violation of Section 36b of the ICA

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

investment company registered under the ICA 15 U.S.C 80a-l et seq comprised of various

mutual funds including the Hartford Global Health Fund the Hartford Conservative Allocation

Fund the Hartford Advisers Fund the Hartford Inflation Plus Fund and the Hartford Money

Market Fund each of which is separate investment portfolio or mutual fund See Table II

The Hartford Mutual Funds II Inc HMFII 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 Growth Opportunities Fund each of which is separate

investment portfolio or mutual fund See Table II

The Plaintiffs who own shares of the Hartford Funds allege that the investment

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

manager breached HIFSCOs 36b fiduciary duty to the Funds with respect to such

compensation 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

The terms investment advisory services and investment management services are used

interchangeably in this Amended Complaint
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including the fact that Defendant subcontracts out most of the management services at small

fraction of the actual investment management fees charged to the Funds the failure of the

Hartford Funds Boards of Directors to exercise the requisite level of care and conscientiousness

in approving the investment management agreements and the fees paid pursuant thereto the

failure of Defendant to provide the Hartford Funds Boards of Directors with all information

reasonably necessary to evaluate the terms of the investment management agreements with

respect to each of the Funds ci 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

10 The Plaintiffs further allege that HIFSCO improperly received Rule 12b-l

Distribution Fees3 l2b-l fees from the Funds except the Hartford Money Market Fund and

breached its fiduciary duty to the Funds with respect to such compensation by inter alia the

nature and quality of the services provided in exchange for the 12b-1 fees having produced

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

Funds while generating significant additional investment management fee revenue for HIFSCO

Securities and Exchange Commission SEC Rule 12b-l 17 C.F.R 270.12b-1

permits fund to market and sell its shares with shareholder funds Distribution Fees out of

fund assets only in strict compliance with the rule Distribution fees cover the costs associated

with the marketing and selling involved with running mutual fund These fees are deducted

from mutual fund to compensate securities professionals for sales efforts and services provided

to the funds investors See SEC Proposes Measures to Improve Regulation of Fund Distribution

Fees and Provide Better Disclosure for Investors available at

http//www.sec.gov/news/press/20 10/2010-1 26.htm



Case 211-cv-01083-DMC -JAD Document Filed 03/04/11 Page 10 of 68 PagelD 646

Defendants failure to provide the Hartford Funds Boards of Directors with all information

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

thereto the fees other mutual fund advisers charge for similar distribution services to similar

mutual funds and Defendants costs and high profitability associated with providing

distribution and marketing services to the Hartford Funds

11 The allegations in this Amended Complaint are predicated on publicly-available

information including but not limited to information contained in the public filings with the

SEC of HMF and HMFII Hartford Disclosure Materials and on information and belief after

reasonable investigation.4

III PARTIES

12 Plaintiff Mellinger owns shares of and is therefore
security holder in the

Hartford Growth Opportunities Fund and the Hartford Inflation Plus Fund

13 Plaintiff Menendez owns shares of and is therefore security holder in the

Hartford Advisers Fund

14 Plaintiff Russell owns shares of and is therefore security holder in the Hartford

Advisers Fund and the Hartford Growth Opportunities Fund

15 Plaintiff Robinson owns shares of and is therefore security holder in the

Hartford Advisers Fund and the Hartford Inflation Plus Fund

It should be noted that in shareholder claims against mutual funds plaintiffs generally lack the

inside information necessary to allege their claims in detail because the facts are peculiarly

within the possession and control of defendant For example internal information about the

Boards fee-approval process and the costs that advisers incur to operate these funds is solely

within Defendants possession Additionally Plaintiffs have not attached to the Amended

Complaint all of the public filings upon which Plaintiffs relied herein Upon request however

Plaintiffs will provide the Court with copies
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16 Plaintiff Kasilag owns shares of and is therefore security holder in the

Hartford Conservative Allocation Fund the Hartford Global Health Fund and the Hartford

Money Market Fund For the Hartford Money Market Fund Plaintiff Kasilag only challenges

the investment management fees and not the 12b-1 distribution fees

17 Defendant HIFSCO is the investment manager/adviser for each of the Hartford

Funds HIFSCO is incorporated in Delaware with its principal place of business in Simsbury

Connecticut HIFSCO is an affiliate indirect wholly-owned subsidiary of Hartford Financial

Services Group Inc fIG together with its subsidiaries the Hartford or Company5an

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

HIG 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.6 See Table

18 Defendant HIFSCO is registered as an investment adviser under the Investment

Advisers Act of 1940 the Investment Advisers Act HMF and HMFII on behalf of each of

the Funds have each entered into an Investment Management Agreement with HIFSCO The

Investment Management Agreements provide that HIFSCO subject to the supervision and

approval of HMFs and 1MFIIs Boards of Directors shall provide investment advice and

Plaintiffs refer to HIG together with its subsidiaries andlor affiliates that perform variety of

investment management administrative and operational services to mutual funds and managed

accounts collectively as Hartford which is also how Hartford refers to itself in its public

filings

The Hartford Funds Complex is composed of 85 mutual funds which are contained in the

following four management investment companies registered under the ICA the Hartford HLS

Series Fund II Inc the Hartford Series Fund Inc the Hartford Mutual Funds Inc and the

Hartford Mutual Funds II Inc each containing mutual funds The mutual funds at issue in this

Amended Complaint are contained in the Hartford Mutual Funds Inc and the Hartford Mutual

Funds II Inc See 1J7-8 Tables and II
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recommendations to each fund continuously supervise 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

Boards of Directors Since 1997 HIFSCO has continuously been the primary investment adviser

to the Hartford Funds and/or their predecessors which are included in HMF pursuant to an

Investment Management Agreement and since 2002 to the Hartford Funds included in HMFII

See Composite Ex comprised of the March 1997 Investment Management Agreement

between HIFSCO and HMF as amended in pertinent part on April 27 2000 October 31 2002

and May 26 2004 as well as the November 2009 Investment Management Agreement

collectively IMF HIFSCO Agreement see also Composite Ex comprised of the

February 19 2002 and the November 2009 Investment Management Agreements between

HIFSCO and HMFII collectively HMFII HIFSCO Agreement7 see also Composite Ex

comprised of the February 2008 Expense Limitation Agreement between HMF and HMFII

and HIFSCO as amended and restated on November 2008 November 2009 November

2010 and March 2011

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

Funds principal underwriter and distributor HIFSCO receives 12b-1 distribution fees from

each of the Hartford Funds pursuant to Rule 12b-1 Distribution Plans Distribution Plan or

Distribution Plans adopted by HMF and HMFII on behalf of the Funds See Ex the August

2006 HMF Amended and Restated Distribution Plan HMF Distribution Plan Ex the

August 2006 HMFII Amended and Restated Distribution Plan HMFII Distribution Plan

The HMF HIFSCO Agreement and the HMFII HIFSCO Agreement are collectively referred to

as the Investment Management Agreements
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20 Defendant HIFSCO 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 HIFSCO owes fiduciary and other

duties to the Plaintiffs and all shareholders of each of the Funds

IV BACKGROUND INFORMATION ABOUT THE IN VESTMENT MANAGEMENT
INDUSTRY AND THE PURPOSE OF SECTION 36b

21 mutual fund is typically created and managed by pre-existing organization

known as an investment adviser that generally supervises the daily operation of the fund and

often selects affiliated persons to serve on the board of directors Daily Income Fund

Inc Fox 464 U.S 523 536 1984

22 Section 36b imposes fiduciary duty on mutual fund investment managers

and their affiliates with respect to the receipt of compensation As early as 1935 Congress

recognized that because typical
fund is organized by its investment adviser 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 advisor Rep No 1-184 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

23 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 1b2 15 U.S.C 80a-1b1994 Accordingly the ICA was designed to regulate and

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

10
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L.P 130 S.Ct 1418 1422 2010 quoting Daily Income Fund 464 U.S at 536 and to create

standards of care applicable to investment advisers and their affiliates such as Defendant

24 By the 1960s it had become clear to Congress that investment advisers to

equity mutual funds were charging those funds excessive fees particularly by not taking

economies of scale into account As result Section 6b was added to the ICA in 1970

primarily to remedy excessive fees charged by mutual funds such as those owned by Plaintiffs

which created federal cause of action for breach of fiduciary duty by investment advisers

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

with respect to the receipt of compensation for services

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

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

or 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

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 security holder of such registered investment

company on behalf of such company against such investment

advisers or an affiliated person of such investment advisor for

breach of fiduciary duty in respect to such compensation or

payments paid by such registered investment company or by the

security holders thereof to such investment adviser or person

ICA 36b 15 U.S.C 80a-35b

11
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26 Further notwithstanding requirements regarding the increased disinterestedness

of the boards of directors8 Congress decided not to rely solely on the funds directors to assure

reasonable adviser fees Daily Income Fund 464 U.S at 540 also adding provision to Section

36b that provides

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

investment company of such compensation or payments or of

contracts or other 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

ICA 36b2 15 U.S.C 80a-35b2 emphasis added

27 Congress also chose not to rely only the ability or willingness of funds

directors to prevent excessive fees and other abuses Through Section 36b Congress gave

shareholders unique right Daily Income Fund 464 U.S at 536 empowering them with the

ability to be an independent check on an advisers fulfillment of its fiduciary duties and receipt

of unfair fees By enacting 6b Congress provided shareholders with means to redress

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

ultimate responsibility for the decision in determining whether the fiduciary duty has been

breached with the court Rep 91-184 at

28 Although on shareholder-by-shareholder basis the fees charged and received

by HIFSCO may appear to be very small the cumulative effect of the excessive fees charged

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

At least 40% of the Funds directors must be disinterested as defined in 10 of the ICA

12
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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 Peoples Money Address at

Fordham University School of Law Nov 2000 FORDHAM CORP FIN 261 259 267

2001

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

current 401k account balance of $25000 If returns on investments in his account over the next

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

his 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 1.5 percent

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

and expenses caused his account balance to be reduced at retirement by shocking 28 percent or

$64000 See the following table

111r1 Ii
15 20 35

Ra1i 80L5M xpeTse Pak

See Department of Labor Publication Look at 40 1k Plan Fees available at

http //www.dol gov/ebsa/publications/40 kemployee.html

13
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30 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 includes the duties of good faith loyalty and due care

breach of fiduciary duty occurs when fiduciary permits an unreasonable or excessive fee to be

levied on the fund 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

Mutual Fund Amendments Hearing Before the Subcomm on the Commerce on Interstate and

Foreign Commerce Investment Company Act of 1940 and The Securities Exchange Act of

1934 H.R 11995 2224 H.R 13754 and H.R 14737 91st Cong 1st Sess 1969 1969

Hearings at 189-90 Indeed an advisor may not overreach in the amount of his fee even

though the other party to the transaction in full possession of all the facts does not believe the

fee is excessive Id December 17 1969 Letter from the Investment Company Institute included

with Mutual Funds Amendments at 441 see also Rep 91-184 pp 15-16 the ultimate test

even the compensation or payments are approved by the directors and stockholders will be

whether the investment adviser has fulfilled his fiduciary duty to the mutual fund shareholders in

determining the fee emphasis added

31 In Pepper Litton 308 U.S 295 1939 Supreme Court Justice William

Douglas former SEC Chairman further explained the fiduciary duty standard 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

14
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circumstances the transaction carries the earmarks of an arms

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

Id at 306-311 emphasis added In Jones the United States Supreme Court held that 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 reaffirming Pepper the

Supreme Court incorporated its fiduciary duty standard into 6b requiring both good faith in

the negotiation process and fair outcome

32 Furthermore independent directors have duty to diligently bargain to ensure

that the best possible deal is made on their corporations behalf

INHERENT CONFLICT IN THE STRUCTURE OF MUTUAL FUNDS
GENERALLY AS EXEMPLIFIED BY THE HARTFORD FUNDS COMPLEX

33 The relationship between investment advisers and mutual funds is fraught with

potential conflicts of interest Burhs Lasker 441 U.S 471 481 1979 and is potentially

incestuous Gartenberg Merrill Lynch Asset Mgmt Inc 694 F.2d 923 929 2d Cir 1982

34 Indeed while mutual fund boards are supposed to be the watchdogs for the

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

mutual fund boards to fulfill their responsibilities under the ICA

35 For example in Strougo BEA Assoc 188 Supp 2d 373 383 S.D.N.Y

2002 the court quoted the following comment made by Warren Buffett famous investor and

chairman of Berkshire Hathaway

15
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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

Id citation omitted

36 The conflicts in the inherent structure of mutual funds including those at issue

here 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 Indeed the goal of ICA 36b is to empower shareholders to independently

police whether investment advisers have fulfilled their fiduciary obligations

37 Operating within this framework the Hartford Funds Complex is also wrought

with inherent structural conflicts

38 The Hartford Funds Complex consists of dozens of mutual funds all of which

were conceived and started by Defendant or its affiliates 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

39 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 See Table The mutual funds themselves however are basically corporate shells in

that they have few or no employees Rather the mutual funds contract for all of the services they
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need including distribution of their securities custodianship of their assets auditing servicing

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

this case are provided by or arranged for by Defendant and its affiliates

40 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 Ex the February 2007 Master Custodian Contract Ex the February 2006

Transfer Agency and Service Agreement Ex the February 2008 Transfer Agency Fee

Waiver Agreement Ex the July 22 1996 Principal Underwriting Agreement as amended July

22 1997 Ex 10 the January 2000 Fund Accounting Agreement and Ex 11 the May 2004

Share Purchase Agreement

41 While the Funds are charged myriad of other fees Plaintiffs Amended

Complaint is limited to the excessive investment management and 2b- fees charged by

HIFSCO

42 Under the terms of the HMF HIFSCO Agreement and the HMFII HIFSCO

Agreement Defendant HIFSCO provides two categories of services investment management

services and administrative services See Composite Exs and Although the Investment

Management Agreements purport to include administrative services it bears noting that the

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

by the Funds Furthermore HIFSCO cannot be performing many administrative services given

that for example for year ended October 31 2010 the Inflation Plus Funds investment

management fees were 188 times greater than the Funds administrative fees Id

43 Although investment managers typically provide various services such as

custodian transfer agency and service underwriting and accounting HIFSCO does not provide
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these services to the Hartford Funds The Funds contract directly with other entities for the

provision of these services See Exs 6-11

44 To the extent these services are included in the Investment Management

Agreements on information and belief the administrative type services included are very small

percentage of the expenses incurred under these agreements 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 HIG See Ex 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 costs do not account for more than three basis points9 bps 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 OKLA REv 83

113 104 2008 Freeman Brown Pomerantz Study attached as Ex 12

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

services the fund needs it also nominates and elects the members of the funds Board including

all independent10 Board members

46 Each of the Hartford Funds is governed by Board of Directors These same

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

basis point is unit of measure used in finance to describe the percentage change in the value

or rate of financial instrument One basis point is equivalent to 0.01% 1/100th of percent or

0.0001 in decimal form See Investopedia.com available at

http//www.investopedia.comlasklanswers/05/basispoint.asp
10

Independent board members are those who are not interested persons as defined under the

1940 Act See 15 U.S.C 80a-2a
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each Fund overseeing all of the approximately 85 portfolios in the Hartford Funds Complex.11

See Table

47 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 2010 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 $187500
Dr Robert Gavin $261500
Duane Hill $167500
Sandra Jaffee $166000

William Johnston $191500

Phillip Peterson $191500
LemmaW Senbet $154000

Lowndes Smith $183000

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

Hartford executive David Levenson is also an interested director by virtue of his current

position as Hartford executive Directors who are also employed by Hartford do not receive

director compensation

49 As discussed below the excessive fees charged to each of the Hartford Funds

by HIFSCO for the investment management services are so large that they 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

All Directors of the HMF and HMFII also hold corresponding positions with the Hartford

Series Fund Inc and the Hartford HLS Series Fund II Inc overseeing the 85 funds within the

Hartford Funds Complex See Table Mutual funds contained within the Hartford Series Fund
Inc and the Hartford HLS Series Fund II Inc are not at issue in this Amended Complaint
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and when compared to the fees charged by Hartford to institutional accounts that bargain at

arms length

50 Likewise the 12b-1 fees charged to the Hartford Funds except for the Hartford

Money Market Fund breach HIFSCOs fiduciary duty to the Funds with respect to such

compensation because those fees provide 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

VI FACTORS GENERALLY RELEVANT TO SECTION 36b CLAIM

51 courts evaluation of an investment advisers fiduciary duty must take into

account both procedure and substance Jones 130 S.Ct at 1429 The test for determining

whether fee compensation paid to Defendant violates ICA 36b is essentially whether the fee

schedule represents charge within the range of what would have been negotiated at arms

length in light of all the surrounding circumstances Gartenberg 694 F.2d at 928

52 In order to violate Section 36b of the ICA the adviser must charge fee that is

so disproportionately large that it bore no reasonable relationship to the services rendered and

could not have been the product of arms length bargaining Jones 130 S.Ct at 1418 quoting

Gartenberg

53 In the context of 6b litigation courts have historically considered inter

alia the following factors Gartenberg 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
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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

54 As set forth below an examination of the Gartenberg Factors demonstrates that

the fees charged to the Hartford Funds and their investors breached and continue to breach

HIFSCOs fiduciary duty to the Funds Indeed HIFSCOs receipt of the advisory and

distribution fees were so disproportionately large that they bore no reasonable relationship to the

services rendered and could not have been the product of arms length bargaining and were thus

unfair to Plaintiffs and the other shareholders of the Funds

THE NATURE AND QUALITY OF THE IN VESTMENT MANAGEMENT
AND DISTRIBUTION SERVICES PERFORMED BY HIFSCO DO NOT
JUSTIFY HIFSCOS FEE

Investment Management Services

55 For investment management services each of the Hartford Funds pays

monthly management fee to HIFSCO based on stated percentage of the Funds average daily

net asset value As such the investment management fees are not based on the services actually

rendered or HIFSCOs actual costs in providing services to the Hartford Funds

56 Pursuant to the terms of the Investment Management Agreements 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 Composite Exs and
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57 Rather than directly providing these investment management services HIFSCO

subcontracts with others to provide the services and does so at fraction of HIFSCOs fee

collected from each Hartford Fund

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

either Wellington Management Company LLP Wellington12 pursuant to an Investment Sub-

Advisory Agreement andlor to Hartford Investment Management Company HIMCO13

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

Agreement See Composite Ex 13 the HMF March 1997 Investment Sub-advisory

Agreement between HIFSCO and Wellington as amended in pertinent part on April 28 2000 as

well as the October 2009 Investment Sub-Advisory Agreement HMF Wellington

Agreement Composite Ex 14 the HMFII February 19 2002 Investment Sub-advisory

Agreement between HIFSCO and Wellington as well as the October 2009 Investment Sub-

Advisory Agreement HMFII Wellington Agreement Composite Ex 15 the HMF March

1997 Investment Services Agreement between HIFSCO and HIMCO as amended in pertinent

part on October 31 2002 and August 2007 as well as the October 2009 Investment Sub-

Advisory Agreement between HIFSCO and HIMCO HMF HIMCO Agreement See Table

II

59 According to The Funds Annual Reports HIFSCO has overall investment

supervisory responsibility for the and provides administrative personnel services

equipment facilities and office space for proper operation of the

12

Wellington provides sub-advisory services for the Hartford Global Health Fund the Hartford

Advisers Fund and the Hartford Growth Opportunities Fund
13 HIMCO provides sub-advisory services for the Hartford Conservative Allocation Fund the

Hartford Inflation Plus Fund and the Hartford Money Market Fund
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60 The most recent Statement of Additional Information SAl for the Hartford

Funds disclosed that HIFSCO has the responsibility subject to oversight by the

Funds Boards of Directors to oversee the sub-advisers and recommend their hiring

termination and replacement 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 Id 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

61 Wellington is sub-adviser to the Hartford Advisers Fund the Hartford Growth

Opportunities Fund and the Hartford Global Health Fund and provides the day-to-day

investment management for each of these Funds Indeed according to the HMF Wellington

Agreement and the HMFII Wellington 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 See Composite Exs 13 and 14

62 According to the SAl Wellington subject to the general supervision of the

applicable HMF and HMFIIs Boards of Directors and HIFSCO is responsible for among other
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things the day-to-day investment and reinvestment of the assets of such Funds and furnishing

each such Fund with advice and recommendations with respect to investments and the purchase

and sale of appropriate securities for each Fund The most recent Annual Reports for the

Hartford Advisers Fund the Hartford Growth Opportunities Fund and the Hartford Global

Health Fund also state that HIFSCO has contracted with Wellington under sub-advisory

agreement for the provision of day-to-day investment management services to the Fund in

accordance with the Funds investment objective and policies As such virtually all of the

investment management services are performed by Wellington

63 Further evidence that Wellington performs substantially all of the Funds

management/advisory services is demonstrated by the fact that when Vanguard Group Inc

Vanguard retains Wellington as its investment advisor for the Vanguard funds Vanguard

does not get paid Although Wellington provides Vanguard with substantially similar services as

it provides for the Hartford Funds Vanguard does not charge any investment

advisory/management fee much less one that is almost 4.5 times greater than the fee paid to

Wellington

64 H1MCO is sub-adviser to the Hartford Inflation Plus Fund the Hartford

Conservative Allocation Fund and the Hartford Money Market Fund and provides the day-to

day investment management for this Fund HIMCO is wholly-owned subsidiary of HIG

Similar to Wellington under the HMF HIMCO Agreement HIMCO 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 shall take such steps as may be necessary to implement the

same See Composite Ex 15
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65 With respect to the Hartford Inflation Plus Fund the Hartford Conservative

Allocation Fund and the Hartford Money Market Fund HJFSCO has entered into an investment

services agreement with HIMCO for the provision of the day-to-day investment management

services Further the Hartford Inflation Plus Fund the Hartford Conservative Allocation Fund

and the Hartford Money Market Funds most recent Annual Reports further state that HIFSCO

has contracted with HIMCO under sub-advisory agreement for the provision of day-to-day

investment management services to the Fund in accordance with the Funds investment objective

and policies As such virtually all of the investment management services are performed by

HIMCO

66 Each of the Hartford Funds Prospectuses also provide that the sub-advisers are

responsible for the day-to-day portfolio management activities of the funds they sub-advise

including effecting securities transactions

67 HIFSCOs fee schedule varies for each of the Hartford Funds Each Fund pays

fee to HIFSCO which subcontracts with Wellington andlor HIMCO at fraction of HIFSCOs

fee The Hartford Funds employ declining rate structure known as fee breakpoints in which

the percentage fee rate decreases in steps or at designated breakpoints as assets increase

Notably in the case of Wellington who is
for-profit independent sub-advisor upon

information and belief HIFSCO negotiated at arms length for the lowest possible sub-advisory

fee which contains breakpoints at much lower levels than HIFSCO charged those Funds for its

advisory services

68 Virtually all of the portfolio management and investment management services

required by the Funds are performed by Wellington and/or HIMCO and there is little if any

work left to be done by H1FSCO
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69 Despite the fact that the sub-advisers provided the bulk of the investment

advisory services to the Funds in fiscal year 2010 alone HIFSCO collected over $34 million in

investment management fees from the Hartford Funds see 155 paying its sub-advisers just

fraction of that fee

HARTFORD FUNDS FEE BREAKDOWN PURSUANT TO THE SAl

refers to Million and refers to BfflionI

Hartford Fund Investment HIFSCO Fee Schedule Sub-Advisor Fee Schedule

Services annual rate based on average annual rate based on average

Sub-Advisory daily net assets daily net assets

Agreement

Hartford Wellington First $500 million 0.6900% First $50 million 0.2200%

Advisers Fund Next $500 million 0.6250% Next $100 million 0.1800%

Next $4 billion 0.5750% Next $350 million 0.1500%

Next $5 billion 0.5725% Amt over $500M 0.1250%

Amt over $1OB 0.5700%

Hartford Growth Wellington First $250 million 0.8000% All Assets 0.2700%

Opportunities Next $4.75 billion 0.7000%

Fund Next $5 billion 0.6975%

Amt over $1OB 0.6950%

Hartford Inflation HIMCO First $500 million 0.5000% All Assets At Cost

Plus Fund Next $4.5 billion 0.4500%

Next $5 billion 0.43 00%

Amt over $1OB 0.4200%

Hartford Global Wellington First $500 million 0.9000% First $100 million 0.4500%

Health Fund Next $500 million 0.8500% Next $400 million 0.3500%

Next $4 billion 0.8000% Amt over $500M 0.3000%

Next $5 billion 0.7975%

Amt over $1OB 0.7950%

Hartford HIMCO First $500 million 0.1500% All Assets At Cost

Conservative Next $4.5 billion 0.1000%

Allocation Fund Next $5 billion 0.0800%

Amt over $1OB 0.0700%

Hartford Money HIMCO First $1 billion 0.45 00% All Assets At Cost

Market Fund Next $4 billion 0.4000%

Next $5 billion 0.3 800%

Amt over SlOB 0.3700%
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70 While Wellingtons fees are fraction of HIFSCOs fee upon information and

belief Wellington still makes profit Moreover assuming arguendo that HIMCOs at cost

fee represents the actual cost of performing services HIFSCOs fee which ranges from 1.5 to as

high as 6.8 times the cost is grossly disproportionate to the services it actually provides to the

Funds See 155 In 2010 alone HIFSCO was paid total of $34082650 in investment

management fees from the Funds at issue in this Amended Complaint Id Of that sum HIFSCO

paid Wellington and HIMCO $10566899 for sub-advisory services retaining $23515751 for

itself despite providing minimal additional advisory services to the Funds Id This is clear

breach of HIFSCOs fiduciary duties and violation of ICA 36b

71 Plaintiffs on behalf of the Hartford Funds are entitled to recover the investment

management fees received and continuing to be received by HIFSCO in breach of its fiduciary

duty to the Funds with respect to such compensation The excessive management fees represent

additional compensation for advisory services and thus are subject to an ICA 36b claim

12b-1 Distribution Services

72 Prior to 1980 the SEC prohibited the use of fund assets which are owned by

the shareholders to sell new fund shares The SEC had traditionally 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

73 After intense lobbying by the mutual fund industry however the SEC agreed to

consider modifying its objections to allow current fund shareholders to pay distribution
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expenses In early comment letters and in proxy statements proposing adoption of plans of

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

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

services to mutual fund shareholders at dramatically lower costs

74 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- The SEC feared 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 Indeed the SEC attached numerous conditions to the use of fund assets to pay

distribution expenses For example the SEC 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

75 Unfortunately that is precisely what Defendant HIFSCO has done charged and

collected additional compensation for its retail management services by causing the Plaintiffs

and other Hartford Fund shareholders to pay Defendant HIFSCOs marketing expenses to

acquire new shareholders so that these new shareholders could pay additional investment

management fees to Defendant Existing shareholders are thus forced to pay additional fees

because along with new shareholders assets under management increase thereby increasing the

12b-1 fees

28



Case 211-cv-01083-DMC -JAD Document Filed 03/04/11 Page 32 of 68 PagelD 668

76 Under this regime Defendant HIFSCO has fashioned yet another way to

increase its financial benefit while leaving Plaintiffs and other shareholders to bear the financial

burden Indeed Plaintiffs and the other shareholders of the Hartford Funds except the Hartford

Money Market Fund pay Rule 12b-1 distribution fees for marketing selling and distributing

mutual fund shares to new shareholders pursuant to distribution plans that Defendant adopted for

the Hartford Funds pursuant to SEC Rule 2b- HMF and HMFII on behalf of their respective

Funds have each adopted separate Distribution Plan for each of the Class Class Class

and Class shares of each Fund pursuant to appropriate resolutions of HMFs and HMFIIs

Boards of Directors See HMF Distribution Plan Ex HMFII Distribution Plan Ex

77 Pursuant to the HMF and HMFIIs Class Distribution Plans Fund may

compensate HIFSCO for its expenditures in financing any activity primarily intended to result in

the sale of Fund shares and for maintenance and personal service provided to existing Class

shareholders The HMF and HMFII Boards of Directors authorized Rule 2b- payments of

0.25% of each Funds average daily net assets attributable to Class shares

78 Hartfords 2010 SEC filings state that the 12b-1 Distribution Plans create

potential benefits .. include .. the ability to provide investors with an alternative to

paying front end sales loads Emphasis added Class shares of the Hartford Funds

however are charged significant front-end sales loads in addition to the 2b.- fees

79 Pursuant to the HMF and HMFIIs Class and Class Distribution Plans

Fund may pay HIFSCO fee of up to 1.00% of the average daily net assets attributable to those

classes 0.75% of which is fee for distribution financing activities and 0.25% of which is for

shareholder account services
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80 Pursuant to the HMF and HMFIIs Class Distribution Plans Fund may pay

HIFSCO total fee in connection with the servicing of shareholder accounts and distribution-

related services attributable to Class shares calculated and payable monthly at an annual rate

of 0.25% of the Funds average daily net assets attributable to Class shares

81 Each of the Hartford Funds except the Hartford Money Market Fund most

recent Annual Reports further provides that each Funds 2b- fees are accrued daily and paid

monthly

82 Defendant HIFSCOs wrongdoing is especially blatant in the case of the Class

shares of the Hartford Funds class that was closed to new investments as of September 30

2009 Close Date Effective at the close of business on the Close Date no new or additional

investments were allowed in Class shares of the Funds

83 Nonetheless Defendant continues to charge the holders of the Hartford Funds

Class shares 12b-1 fees for distribution and marketing activities for this share class even

though the sale of Class shares is closed to new investments For instance shareholder of the

Hartford Funds may pay HIFSCO fee of up to 1.00% of the average daily net assets attributable

to Class shares 0.75% of which is fee for distribution financing activities and 0.25% of

which is for shareholder account services Class shareholders are also required to pay

significant back-load charge when the holders of this class seek to redeem their investments in

the Funds Class shares According to the Harford Disclosure Materials the maximum

deferred sales charge load as percentage of purchase price or redemption proceeds

whichever is less is 5.00% for Class shares for the Hartford Funds Class shareholders are

therefore forced to either stay in class of shares that is closed to new investments and

continue to pay significant distribution and marketing fees or pay significant back-load
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charge if the shareholder seeks to redeem his/her Class shares and avoid such useless

distribution and marketing fees

84 Not only are the Class 12b-l fees that Plaintiffs paid to HIFSCO excessive for

the reasons detailed above the amounts HIFSCO charged with respect to Class Class Class

and Class shares combined are improperly high In one case the 12b-l fees are almost

times higher than the advisory and sub-advisory fees combined See the following table

Hartford Fund 2010 2010 12b-1 fees as

Total Advisory Total 12b-1 Percentage of

and Sub- Fees Advisory and Sub-

Advisory Fees Advisory Fees

Combined

Advisers Fund $6022688 $3008094 49.95%

Growth Opportunities Fund $19604252 $4724154 24.10%

Inflation Plus Fund $11824157 $8849864 74.85%

Conservative Allocation Fund $416150 $1110779 266.92%

Global Health Fund $4877758 $1667550 34.19%

Totals $42745005 $19360441 45.29%

85 As an example of HIFSCOs gouging on the 12b-1 fees paid by the Plaintiffs

the Hartford Funds issue Class shares which pay no 12b-1 Distribution Fees This class of

shares was created to meet the demands of institutional investors who refused to purchase mutual

fund shares obligating them to pay 12b-1 Distribution Fees because they and Defendant

HIFSCO unlike Plaintiffs and the holders of shares in other share classes in the Funds clearly

understand that the payment of such fees benefits only Defendant HIFSCO This further

underscores the absence of any benefit to Plaintiffs

86 The existence of this 12b-1-fee free class of shares Class demonstrates

that the Funds Distribution Plans including the 12b-1 fees should never have been adopted or

continued year after year If the benefits achieved by virtue of these services or the economies of

scale created by additional assets were shared with the Funds as required by the enabling rule
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then the institutional holders of the 2b- 1-free Class shares would be eager to pay them and

obtain their benefit The benefits created by economies of scale however were not shared with

the Plaintiffs or the Funds The adoption and continuation of the distribution fees therefore is

contrary to Rule 12b-1 and their receipt by Defendant HIFSCO violates Section 36b

87 Further according to the SAl HIFSCO does not charge the Hartford Money

Market Fund any 12b-1 fees This further demonstrates that 12b-1 fees are excessive under

36b and that the Funds Distribution Plans which include 12b-l fees should never have been

adopted or continued year after year

88 The 12b-1 fees paid by the Funds are excessive because they are based on the

net asset value of the Hartford Funds and not on the distribution activity if any by Defendant

HIFSCO such as number of shares sold Indeed any portion of the fees paid to Defendant

HIFSCO that are derived from market increases in the net asset value of the fund rather than any

distribution activity by Defendant HIFSCO constitutes breach of HIFSCOs fiduciary duty to

the Funds with respect to such compensation

89 Although Plaintiffs and the other shareholders of the Hartford Funds pay for

marketing selling and distributing
each fund through the 2b- fees the monetary benefits

derived from attracting new shareholders largely accrue to Defendant HIFSCO not the existing

shareholders As such the 12b-l fees are entirely waste of fund assets

90 Plaintiffs on behalf of the Hartford Funds are entitled to recover the 2b- fees

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

except the Hartford Money Market Fund with respect to such compensation The excessive

distribution fees represent additional compensation for advisory services and thus are subject to

an ICA 6b claim
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THE HARTFORD FUNDS BOARDS OF DIRECTORS WERE NOT
ACTING CONSCIENTIOUSLY IN APPROVING THE INVESTMENT
MANAGEMENT AGREEMENTS AND RULE 12b-1 DISTRIBUTION
PLANS

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

requires both fair outcome and good faith in the negotiation process See 31 Defendant

failed to provide the Funds Directors with all necessary information and the Directors did not

act with sufficient care and conscientiousness in reviewing and approving the management and

2b- fees The fee-setting process undertaken by the Boards lacked the requisite integrity care

and good faith and was therefore defective It is this defective process that has produced the

excessive fees paid to HIFSCO in violation of ICA 36b

92 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

93 Each Hartford Board in this case the identical nine people for all 85 funds 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 including HIFSCO See

Am Bar Assn Fund Directors Guidebook 2d ed 2003 at 10 Although there are areas of

common interest among the funds the directors must exercise their specific board

responsibilities on fund-by-fund basis. Correspondingly Hartford Management including

HIFSCO has reciprocal fiduciary duty to each mutual fund under its management including

each Hartford Fund to assure that the fees it charges for services rendered are reasonably related
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to the services provided and correspond with fees that would be charged in an arms length

negotiation

Investment Management Agreements

94 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

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

information so that fund directors can make informed and independent decisions when

evaluating investment advisory contracts See 15 U.S.C 80a- 15c This section also gives

directors the authority to demand such information from advisers Id

96 The Hartford Disclosure Materials indicate that the Boards of Directors for

HMF and HMFII are composed of the identical nine people who meet and make decisions for

all of the Hartford Funds This same group of directors oversees and makes decisions for all 85

funds in the Hartford Funds Complex No public information is disclosed on the length of the

meetings of these Board meetings other than the fact that they took place over two consecutive

days The issues that would need to be covered in these Board meetings include the numerous

corporate governance portfolio management portfolio pricing audit and accounting 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 12b-l Distribution Fee Agreements

97 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 47 As result of the compensation they receive Board membership in the
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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 Defendant HIFSCO

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

for the Funds shareholders However since the same directors are charged with the oversight of

all of the 85 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 Boards 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

99 The Boards do 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

According to each Funds Annual Report the information related to the Boards discussion of

the Gartenberg Factors is copied substantially verbatim for each Fund and provides little if any

supporting facts to conclude that the Boards undertook thorough discussion of the relevant

information for all 85 funds within the Hartford Funds Complex during their two-day meeting

100 By analyzing the Funds on an aggregated basis the Boards likely overlook

Defendants higher profitability attributable to larger funds and prevents the Boards from

carefully reviewing the fairness of investment management fees for individual funds

101 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
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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

102 Truly independent boards of directors acting conscientiously would not have

tolerated the investment management fees charged by Defendant HIFSCO which performed

minimal if any advisory services 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 charged 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 by

Defendant and the profitability of the Funds to Defendant and how to evaluate the

profitability data in light of economies of scale

103 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 November 2006 Order attached as Ex 16 Under the November 2006 SEC

Order setting forth the terms of the settlement reached with HIFSCO and two other HIG

subsidiaries resolving the SECs Division of Enforcements investigation of HIGs variable

annuity and mutual fund operations related to directed brokerage and revenue sharing HIFSCO

along with the other two HIG subsidiaries was ordered to pay $55 million to settle charges of

misrepresenting and failing to disclose to HMF and HMFII fund shareholders that fund assets

were improperly used in the form of directed brokerage commissions to satisfy financial
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obligations to certain broker-dealers for the marketing and distribution of funds Id In light of

the SEC Cease-and-Desist Order the Boards should have been especially diligent in reviewing

and approving any HIFSCO fee agreements

104 On information and belief the Fund Directors rarely if ever questioned the

adequacy or completeness of any information or recommendations provided by Defendant

including for example misleading representations 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

105 The foregoing assures that the HMF and HMFII Directors do not understand

Defendant HIFSCOs true cost structure and in particular the economies of scale HIFSCO

enjoyed in providing investment management services to the Funds Indeed the Boards of the

HMF and HMFII knew that most it not all of the investment management services to the Funds

were being provided by the Funds sub-adviser and not by Defendant HIFSCO and that

HIFSCO had previously been cited by the SEC for misappropriating fund assets through

improper fees Accordingly the HMF and HMFII Boards violated their fiduciary responsibilities

when they approved the payment of HIFSCOs excessive investment management fees

12b-1 Distribution Plans

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

the Directors must also review the 2b- 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 270.12b-1d

In addition minutes must be maintained to record all aspects of the directors deliberation and
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the directors must conclude in light of their fiduciary duties under state law and under Sections

6a and of the ICA that there is reasonable likelihood that the Distribution Plans will

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

107 The Hartford Funds 12b-1 Distribution Plans have not been adopted in

accordance with these requirements In particular the Boards could not have found that the

Distribution Plans in general or the 12b-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 yearly increases in total assets held by the Funds both the management fee and total

2b-l fees received by Defendant increased as assets grew thus depriving the Funds of the

benefit of these economies of scale

108 recent report written by Dr Lori Walsh financial economist at the SEC

studied whether shareholders do in fact reap the benefits of 2b- plans and concluded that

shareholders as distinguished from the fund advisers do not benefit from 12b-l fees

Prior studies have provided evidence that shareholders are not

receiving sufficient benefits from expense scale economies to

offset the 12b-1 fee In fact most of the studies show that expense

ratios are higher for funds with 12b-1 fees by almost the entire

amount of the fee This study confirms these results using 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

2b- plans about the conflicts of interest created by these plans..

12b-1 plans do seem to be successful in growing fund assets but

with no apparent benefits accruing to the shareholders of the fund

Although it is hypothetically possible for most types of funds to

generate sufficient scale economies to offset the 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 andBenefits to Fund Shareholders of 12b-1 Plans An Examination of

Fund Flows Expenses andReturns 2004 at 18
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109 Despite the fact that Plaintiffs and the other shareholders of the Hartford Funds

have enjoyed no benefits from the Distribution Plans and despite the fact that the Distribution

Plans have allowed Defendant to extract additional unreasonable and excessive compensation

from Plaintiffs 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 12b-1 and ICA 12 thereby establishing violation of 36b

110 truly independent board would not have tolerated the 12b-1 fees charged by

Defendant if it had obtained adequate information regarding the Distribution Plans and the

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

111 Based on the foregoing the Hartford Funds Boards did not and indeed were

unable to act conscientiously and fulfill their fiduciary duty when they approved fees In

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

the Hartford Funds Investment Management Agreements and Distribution Plans HIFSCO did

not furnish such necessary information to the Boards for purposes of its review of the Funds

investment management agreements and 12b-1 Distribution Plans See 15 U.S.C 80a-15c

17 C.F.R 270.12b-1d Thus the Boards were unable to conduct informed arms-length

negotiations when approving the fees charged to the Funds

112 Alternatively if HIFSCO did provide the Boards with the necessary information

to review the Funds Investment Management Agreements and 2b- Distribution Plans then the

Boards acted unconscientiously by continuing to approve the excessive management and 12b-1

fees
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113 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 36b breach of HIFSCOs fiduciary duty to the

Funds with respect to such compensation

COMPARATIVE FEE STRUCTURES CHARGED TO NON-MUTUAL
FUND CUSTOMERS AND OTHER MUTUAL FUND COMPLEXES FOR
SIMILAR INVESTMENT MANAGEMENT SERVICES DEMONSTRATE
THAT HIFSCO HAS CHARGED THE FUNDS EXCESSIVE FEES THAT
BREACHED HIFSCOS FIDUCIARY DUTY

114 An analysis of the fees paid by Defendants sub-advisors investment

management fees charged by Defendants competitors to mutual funds comparable to the

Hartford Funds and the management fees charged by Hartford to third-party institutional

clients including non-mutual fund customers demonstrates that HIFSCO has charged the

Hartford Funds excessive investment management and distribution fees that violate HIFSCOs

fiduciary duty with respect to the receipt of compensation The following relevant comparative

fee structures establish that HIFSCO is charging advisory fees to the Funds that are

disproportionate to the value of the services rendered

Fee Structure of Defendants Sub-Advisors

115 Defendant HIFSCO hired sub-advisors for all of the Hartford Funds that

assumed the obligation of providing essentially all of the substantive investment advisory

services to their designated funds As each sub-advisor is for-profit investment management

company that negotiated its fee with Defendant the fees they charge provide guidepost of the

cost of the investment advisory services provided to the Hartford Funds presumably including

comfortable profit margin Compared to the fees charged by the sub-advisors who actually
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perform the substantive advisory services to the Hartford Funds the additional fees charged by

Defendant for the little if any services to the Hartford Funds are unfair and excessive

116 While Plaintiffs do not challenge the fees paid to the sub-advisers of the

Hartford Funds those rates do provide measure of how much the investment advisory services

cost and the economies of scale realized by the advisors Indeed the fees charged by each

Funds sub-adviser is indicative of the fee the Funds should pay for the investment management

services See 155 Defendant charges far more than the sub-advisors it hires for the Funds i.e

Wellington and HIMCO even though the sub-advisors assume the obligations of HIFSCO to

provide investment advisory services to their designated funds

117 Since Defendant HIFSCOs investment management fees charged to the

Plaintiffs and the other shareholders of the Hartford Funds and collected by HIFSCO were far

in excess of the sub-adviser fee amount Defendant HIFSCOs fees were necessarily so

disproportionately large that they bore no reasonable relationship to services rendered and could

not have been the product of arms-length bargaining

Fees Charged to Other Mutual Fund Complexes For Similar

Investment Management Services

118 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

HIFSCO provides to shareholders of the Hartford Funds Indeed the fee structure imposed by

HIFSCO on the Hartford Funds far exceeded the fees that would be paid as result of arms

length bargaining

119 For example Wellington the sub-adviser to the Hartford Global Health Fund

the Hartford Growth Opportunities Fund and the Hartford Advisers Fund has also been engaged
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by Vanguard to provide investment 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

120 Among others Wellington provides management services to the Vanguard

Health Care Fund which is classified as health fund to the Vanguard Wellington Fund which

is classified as moderate allocation fund and to the Vanguard Morgan Growth Fund which is

classified as large cap growth fund Shareholders of these Vanguard funds pay significantly

lower investment management fees than the Hartford Global Health Fund the Hartford Advisers

Fund and the Hartford Growth Opportunities Fund which are classified as health moderate

allocation and large cap growth 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 substantially similar advisory services to the Hartford Funds

with the fee schedules charged to comparable Vanguard funds
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Hartford Fund HIFSCO Fee Schedule Wellington Fee for Vanguard Most Recent Fee

annual rate based on Providing Sub-Advisory Fund Schedule for

average daily net assets Services to the Hartford comparable Vanguard
Funds investment Funds based on

classification average daily

net assets

Hartford Global First $500 million 0.9000% First $100 million 0.4500% Vanguard For the six

Health Fund Next $500 million 0.8500% Next $400 million 0.3500% Health Care months ended

Health Next $4 billion 0.8000% Amt over $500M 0.3000% Fund July 31 2010
Next $5 billion 0.7975% Health investment

Amt over $1OB 0.7950% advisory fee

represented

Annual rate of

0.15% of the

funds average

net assets

Hartford First $500 million 0.6900% First $50 million 0.2200% Vanguard For the year

Advisers Fund Next $500 million 0.6250% Next $100 million0.1800% Wellington ended November

Moderate Next $4 billion 0.5750% Next $350 million 0.1500% Fund 30 2010 the

Allocation Next $5 billion 0.5725% Amt over $500M 0.1250% Moderate investment

Amt over $1OB 0.5700% Allocation advisory fee

represented

Annual rate of

0.07% of the

funds average

net assets

Hartford First $250 million 0.8000% All Assets 0.2700% Vanguard For the year

Growth Next $4.75 billion 0.7000% Morgan ended September

Opportunities Next $5 billion 0.6975% Growth Fund 30 2010 the

Fund Amt over $1 OB 0.6950% Large Cap investment

Large Cap Growth advisory fee

Growth represented

Annual rate of

0.16% of the

funds average

net assets

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

Hartford Global Health Fund the Hartford Advisers Fund and the Hartford Growth

Opportunities Fund those Funds would have saved millions of dollars in 2010 alone For

example the first breakpoint that HIFSCO charges to the Hartford Growth Opportunities Fund
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does not start until $250 million at 80 basis points which is times greater than the advisory fee

schedule for Vanguards comparable large cap growth funds See 69 In the case of the

Harford Global Health Fund the first breakpoint in HIFSCOs fee schedule does not even start

until $500 million at 90 basis points which is times greater
than the advisory fee schedule for

Vanguards comparable health fund Id Similarly the Harford Advisers Funds first breakpoint

of 69 basis points at $500 million in HIFSCOs fee schedule is almost 10 times greater than the

advisory fee schedule for Vanguards comparable moderate allocation fund Id

122 The Vanguard fees set forth in the above table Jll9 are appropriate fee

comparisons for the fees Defendant HIFSCO should have been charging Plaintiffs and the other

shareholders of the Hartford Funds for investment management services As evidenced by the

following table the services provided by Wellington to the Vanguard Funds are substantially

comparable to the services Defendant HIFSCO provides to the Hartford Funds

Investment Funds Investment Management Services Performed by

Advisor Investment Advisor

HIFSCO Hartford Funds 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 andlor other information as HIFSCO

shall deem appropriate or as shall be requested by the

Board of Directors

Wellington Vanguard Funds manage the investment and reinvestment of the

assets of the fund continuously review

supervise and administer an investment program for

the fund determine the securities to be purchased

or sold for the fund provide the fund with records

concerning Wellingtons activities and render

regular reports to the Board of Trustees

123 Further HIFSCOs 12b-1 fee structure imposed by HIFSCO on the Hartford

Funds except the Hartford Money Market Fund far exceeded the fees that would be paid as
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result of arms-length bargaining For example the comparable Vanguard funds discussed above

do not charge any 12b-l fees

Hartford Fund 12b-1 Fee 12b-1 Fee 12b-1 Fee 12b-1 Fee Vanguard Fund 12b-1 Fee

Class Class Class Class comparable Investor

investment Share

classification Class

Hartford Global 0.25 1.00 1.00 None Vanguard Health None
Health Fund Care Fund

Health Health

Hartford 0.25 1.00 1.00 None Vanguard None
Advisers Fund

Wellington Fund

Moderate Moderate

Allocation Allocation

Hartford 0.25 1.00 1.00 None Vanguard None
Growth Morgan Growth

Opportunities Fund

Fund Large Cap

Large Cap Growth
Growth

Fees Charged By Hartford to Institutional Clients for Similar

Investment Management Services

124 Defendant andlor its affiliated entities also provide investment management

services to third-party institutional or separately managed accounts

125 In Jones the Supreme Court indicated that court in assessing an investment

advisers fiduciary duty 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

126 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
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services that are not provided to non-mutual fund clients.14 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

127 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

128 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

reason for portfolio management costs 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 Ex 17 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 67 1-72

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

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

14 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 Ex

10 Similarly the Funds pay Hartford Administrative Services Company separately for

administrative and transfer agency services See Ex
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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

130 Although the investment management services that HIMCO provides these

institutional accounts are the same as the investment management services that HIFSCO

provides to the Funds to whom HIFSCO owes fiduciary duty the Funds pay investment

management fees that are significantly higher than those paid by the institutional clients who

bargain at arms-length over fees For example

For the fiscal year ending December 31 2010 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

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 11 basis points .09% to

.1 l%.15 In fiscal year 2010 HIMCO received fee of

$399253 for advising an approximately $462 million account

Meanwhile in 2010 the Hartford Inflation Plus Fund fixed

income fund with average assets under management of $2.2

billion paid approximately $10 million for the same

investment management services that the State of Connecticut

received at fraction of the price In exchange for these

investment management services provided by HIFSCO
Plaintiffs and other shareholders invested in the Hartford

Inflation Plus Fund paid approximately 46 basis points

HIMCO also manages an approximately $2 billion fixed

income account for the State Board of Administration of

Florida For fiscal years 2009-20 10 the State Board of

Administration of Florida paid 10 basis points to the

investment advisers of its fixed income accounts.6

15

These figures are derived from reported fiscal year end assets managed by HIMCO and total

fees paid to HIMCO by fiscal year
16

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 HIMCO charges the State of Connecticut
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131 In 2010 the Hartford Inflation Plus Fund fixed income fund paid investment

management fees to HIFSCO that were as much as times higher in basis points than what

HIMCO charges institutional clients to provide investment management services to fixed income

accounts See 69 At the Harford Inflation Plus Funds current level of assets $2.2 billion the

difference in investment management fees that HIFSCO charged that Fund as compared to the

investment management fees that HIMCO charges its institutional clients translates to over $8

million per year

132 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 HIFSCOs

fiduciary duty to the Funds with respect to such compensation

THE ECONOMIES OF SCALE ENJOYED IN CONNECTION WITH THE

INVESTMENT MANAGEMENT AND DISTRIBUTION SERVICES

WERE NOT PASSED ON TO THE PLAINITFFS AND OTHER
SHAREHOLDERS OF THE FUNDS AS REQUIRED BY SECTION 36b
BUT WERE KEPT BY DEFENDANT HIFSCO IN VIOLATION OF ITS

FIDUCIARY DUTY

133 The amount 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 along

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
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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

134 As an example if fund has fifty million dollars $50000000 of assets under

management and is charged 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 million five hundred thousand dollars

$37500000 per year

135 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 because of rise in
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the value of the securities or additional contributions by current or new shareholders approaches

number at or close to zero

136 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 30-31

attached as Ex 18 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 Ex 19 The GAO has

estimated as much as 64% of mutual fund asset growth has been the result of market appreciation

rather than additional purchases of new shares of fund Id

137 In addition the most significant academic research undertaken since the

Wharton School study in the 1960s see Wharton School of Finance Commerce 87th Cong

Study of Mutual Funds 493 Comm Print 1962 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-1 See Freeman Brown Study at 661 Ex 17 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

138 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
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including services provided to institutional and other clients Id at 621 n.62 citing Victoria

Schonfeld Thomas M.J Kerwin Organization of Mutual Fund 49 Bus LAW 107 1993

139 As fund portfolios grow they quickly create economies of scale and eventually

the incremental cost of servicing additional assets approaches zero As the GAO confirms it is

possible for the adviser to service the additional assets with zero additional costs See GAO

Report at Ex 19 noting that growth from portfolio appreciation is unaccompanied by costs

The Freeman Brown Study at 619 n.43 Ex 17 also noted that investment advisors have

benefited by garnering increased fees from the general increase in market prices with no

commensurate efforts on their part

140 Although significant economies of scale exist for each of the Hartford Funds

the associated cost savings largely have been appropriated for the benefit of Defendant rather

than being shared with the Funds The economies-of-scale benefits that have been captured and

misappropriated by Defendant can and have generated huge unreasonable and excessive

undeserved profits for HIFSCO in breach of its fiduciary duty to the Funds with respect to such

compensation

141 The management fees received by HIFSCO are paid as varying percentage of

assets under management The fees vary based on the amount of assets under management and

are reduced as the total amount of assets under management increase This fee structure known

as breakpoints implicitly recognizes the economies of scale and gives the appearance that the

Funds share in those benefits

142 The 12b-1 distribution fees are also paid to HIFSCO based upon percentage of

net assets of each of the Funds Defendant HIFSCO purportedly collects these fees in order to
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grow or stabilize the assets of the Hartford Funds so that the Funds can benefit from economies

of scale through reductions in other fees such as management and administrative fees

143 These benefits can and should have been shared with mutual funds and their

shareholders by reducing and/or eliminating the management and distribution fees and other

costs charged to the funds by Defendant

144 In the case of the Hartford Funds however HIFSCO has failed to share any

meaningful savings with the Funds While the Investment Management Agreements include

advisory fee breakpoints these breakpoints are meaningless because as practical matter they

did not pass on any of the economies of scale to Plaintiffs and the other shareholders of the

Funds The mere existence of breakpoints does not mean that economies of scale are adequately

passed on to shareholders of the Funds Indeed the breakpoints are designed by Defendant

HIFSCO to benefit itself rather than the Funds As described below the initial breakpoints are

too high the breakpoints are spaced too far apart and the reductions made at breakpoints are far

too small thereby depriving Plaintiffs and the Funds of the benefits of the economies of scale

created by the contribution of their capital to the Funds

145 For instance the first breakpoint occurs at $1 billion for the Hartford Money

Market Fund at $500 million for the Hartford Advisers Fund the Hartford Inflation Plus Fund

the Hartford Global Health Fund and the Hartford Conservative Allocation Fund and at $250

million for the Hartford Growth Opportunities Fund See 69 Significant economies of scale

are created by the Plaintiffs and the other shareholders investments in the Funds long before

this initial breakpoint but they are not shared with the Funds Defendant HIFSCO retains for

itself the benefits created by the economies of scale between breakpoints flat management fee

in dollars not percentage or breakpoint approaching zero would allow the Funds to capture
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economies of scale that rightfully belongs to them under Section 36b while also allowing

Defendant HIFSCO to earn fair and competitive profit for its services

146 HIFSCO has also negotiated breakpoint schedule with Wellington on at least

two of its funds Hartford Advisers Fund and Hartford Global Health Fund by which Wellington

grants fee reductions at several levels prior to $500 million in assets under management See

69 On the other hand the breakpoint schedule that HIFSCO charges to those Funds does not

even start until $500 million Id For example when HIFSCO negotiated the breakpoint

schedule with Wellington the sub-advisor for the Hartford Advisers Fund HIFSCO negotiated

schedule under which Wellington granted fee reductions beginning after this Fund reaches $50

million in assets and drops to just 12.5 basis points on any amount over $500 million Id In

contrast HIFSCO offers Plaintiffs and the other shareholders of the Hartford Advisers Fund

their first breakpoint only after assets reach $500 million at 69 basis points and HIFSCOs fee

only drops to 57 basis points when there are more than $10 billion in assets under management

Id

147 The cost of Defendants minimal oversight function should not increase as fund

assets increase As result HIFSCO fails to share with the Funds shareholders the benefits of

economies of scale realized from the HMF Wellington Agreement and generally fails to

meaningfully share economies of scale with the Funds shareholders regarding the fees HIFSCO

collects from the Funds

148 Wellingtons sub-advisory fees are substantially lower than HIFSCO advisory

fees for the Funds Wellington sub-advises HIMCO charges sub-advisory fee at cost and

which is substantially lower than HIFSCOs advisory fees for the two Funds sub-advised by

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

149 As assets under management have grown the management and distribution fees

paid to HIFSCO have grown dramatically despite the economies of scale realized by Defendant

Defendant has not shared with the Plaintiffs and other shareholders of the Funds the economies

of scale it has gained from that growth

150 Given that the investment management and distribution fees paid to HIFSCO

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 Plaintiffs and the other shareholders of the Funds

Nevertheless the economies of scale enjoyed by Defendant HIFSCO with respect to the Hartford

Funds have not been adequately shared with the Funds as required by 36b and Rule 12b-1 in

breach of HIFSCOs 6b fiduciary duty to the Funds with respect to such compensation

THE COSTS AND PROFITABILITY OF PROVIDING INVESTMENT
MANAGEMENT AND DISTRIBUTION SERVICES DID NOT JUSTIFY

HIFSCOS EXCESSIVE FEE

151 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 Freeman Brown Study at 661 Ex 17 The profitability of fund to an

adviser-manager is function of revenues minus the costs of providing services
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152 Following discovery Defendants true profitability can be determined on either

an incremental basis or full-cost basis Defendants incremental costs of providing

management services to Plaintiffs 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

153 The table in Paragraph 69 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

154 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

155 HIFSCO has collected investment management fees of over $360 thousand per

year for its smallest funds while paying the sub-adviser only $53 thousand per year to over $14

million per year for the largest funds while paying the sub-adviser only $5 million See the

following table
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2010 HARTFORD FUNDS HIFSCO FEES RETAINED AFTER PAYMENT TO SUB-

ADVISERS WELLINGTON HIMCO PURSUANT TO THE SAl

Fund Investment Net Paid Net Paid Difference Percent

Services/Sub- HIFSCO Sub-Advisor Retained

Advisory by

Agreement HIFSCO

Hartford Wellington $4914736 $1107952 $3806784 77.46%

Advisers

Fund

Hartford Wellington $14235423 $5368829 $8866594 62.29%

Growth

Opportunities

Fund

Hartford HIMCO $10001932 $1822225 $8179707 81.78%

Inflation Plus

Fund

Hartford HIMCO $362537 $53613 $308924 85.21%

Conservative

Allocation

Fund

Hartford Wellington $3439987 $1437771 $2002216 58.20%

Global

Health Fund

Hartford H1MCO $1128035 $776509 $351526 31.16%

Money
Market Fund

Totals $34082650 $10566899 $23515751

156 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 Freeman Brown

Pomerantz Study at 117-118 Ex 12 Indeed overall fee levels 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 $23 million dollars in fiscal year 2010 alone

for providing few if any additional services to the Hartford Funds
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157 Despite delegating all or substantially all of its investment management duties

to sub-advisers and performing little if any additional work HIFSCO retains up to 85% of these

investment management fees resulting in exorbitant profits See 155

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

correlate to the fees charged by Wellington and/or HIMCO In fact as an external for-profit

sub-adviser the fees charged by Wellington to HIFSCO include Wellingtons costs plus

reasonable profit

159 Indeed the Hartford Funds disclosures characterize the HIMCO fees charged

as at cost See 69 Assuming arguendo that HJMCOs 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 Inflation Plus Fund the Hartford Conservative Allocation Fund

and the Hartford Money Market Fund in 2010 were at most approximately basis points basis

points and 11 basis points respectively For performing little if any additional services to the

Funds HIFSCO nevertheless charged the Hartford Inflation Plus Fund fee that is nearly 5.5

times and in the case of the Hartford Conservative Allocation Fund fee that is almost 6.8

times HDvICOs costs

160 This subcontracting arrangement led to fees that were disproportionate to

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

161 These markups could not be the product of negotiations conducted at arms

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

the receipt of such compensation

162 HIFSCO has also collected 12b-1 distribution fees of over $19000000 for the

Funds See the following table
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2010 HARTFORD FUNDS 12B-1 DISTRIBUTION FEES PURSUANT TO THE SAl

Fund Class Class Class Class

Hartford Advisers Fund $1434934 $602421 $970739

Hartford Growth Opportunities Fund $1637984 $359545 $1685311 $1041314

Hartford Inflation Plus Fund $1900245 $1028542 $5921077

Hartford Conservative Allocation Fund $375236 $240498 $495045

Hartford Global Health Fund $618259 $282094 $767197

Totals $5966658 $2513100 $9839369 $1041314

163 The cost of providing distribution and marketing services does not justify

charging such an excessive fee especially since Class shares have been closed to new

investments and the fees are not tied to any distribution activities

164 The 2b- fees were therefore disproportionate to the services actually rendered

resulting in huge profits for HIFSCO

165 The 2b- fees could not be the product of negotiations conducted at arms

length especially given that institutional investors investors with greater negotiating authority

refuse to pay 2b- fees and therefore constitute breach of HIFSCO fiduciary duty to the

Funds with receipt of such compensation
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COUNT

AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b DERI VAT VELY
ON BEHALF OF THE HARTFORD FUNDS

Investment Management Fees

166 The Plaintiffs repeat and reallege each and every allegation contained prior to

Count as if fully set forth herein

167 The Defendant 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

168 The fees charged by Defendant for providing investment management and/or

advisory services to the Hartford Funds breach HIFSCOs fiduciary duty to the Hartford Funds

with respect to such compensation

169 This Count is brought by Plaintiffs derivatively on behalf of the Hartford Funds

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

compensation as defined by 6b

170 The fees received by Defendant breach HIFSCOs fiduciary duty to the Hartford

Funds with respect to such compensation By reason of the conduct described above Defendant

violated 36b of the ICA

171 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

172 In charging and receiving inappropriate and unlawful compensation and in

failing to put the interests of the Plaintiffs and other shareholders of the Hartford Funds ahead of
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its own interests Defendant has breached and continues to breach its statutory fiduciary duty to

Plaintiffs in violation of 6b

173 The Plaintiffs seek 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 Hartford Funds and earnings that would have

accrued to Plaintiffs had that compensation not been paid

174 Alternatively the Plaintiffs seek rescission of the contracts 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 Investment Management Agreements between

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

COUNT II

AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b DERIVATIVELY

ON BEHALF OF THE HARTFORD ADVISERS FUND THE HARTFORD GLOBAL
HEALTH FUND THE HARTFORD GROWTH OPPORTUNITIES FUND THE

HARTFORD INFLATION PLUS FUND AND THE HARTFORD CONSERVATIVE

ALLOCATION FUND COUNT II FUNDS

Unreasonable and Excessive Rule 12b-1 Distribution Fees and Extraction of Additional

Compensation for Investment Management Services

175 The Plaintiffs repeats and reallege each and every allegation contained prior to

Count II as if fully set forth herein

176 The 12b-1 fees charged and received by Defendant HIFSCO were designed to

and did extract additional compensation for Defendants management services in violation of
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Defendants fiduciary duty under ICA 36b Even to the extent that the 12b-1 fees as

opposed to market forces continued participant contributions or appreciation contributed to the

growth in assets of the Count II Funds the
resulting economies of scale benefited only

Defendant and not the Count II Funds or their shareholders such as the Plaintiffs

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

continuing to assess 12b-1 fees pursuant to the HMF Distribution Plan and the HMFII

Distribution Plan despite the fact that no benefits inured to the Count II Funds or their

shareholders Defendant HIFSCO has violated and continues to violate the ICA and has

breached and continues to breach its statutory fiduciary duty to Plaintiffs and the Count II Funds

in violation of 6b both as result of negotiation process that lacked good faith and

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

178 Plaintiffs seek 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 Count TI Funds as well as earnings that would have accrued to

Plaintiffs had that compensation not been paid

179 Alternatively the Plaintiffs 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 Count II Funds on behalf of the Count II Funds be rescinded thereby

requiring restitution of all 2b- fees paid to it by the Count IT 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
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WHEREFORE Plaintiffs demand 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 receipt of compensation

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 andlor excessive 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 HMF HIFSCO Agreement and the HMFII HIFSCO

Agreement between Defendant and the Hartford Funds and rescinding the Rule 12b-1

Distribution Plans between the Defendant and the Count II Funds pursuant to 15 U.S.C 80a-

46b including restitution of all investment management fees paid to Defendant by the Hartford

Funds and the 12b-1 fees paid to it by the Count II 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
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The Plaintiffs respectfully request trial by jury for all issues above so triable

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

Dated March 2011

Respectfully submitted

LEVY PHILLIPS KONIGSBERG LLP

By s/ Danielle Disporto

Danielle Disporto

Moshe Maimon

800 Third Ave
New York NY 10022

212 605-6200

SZAFERMAN LAKIND BLUMSTEIN BLADER
P.C

Arnold Lakind

Robert Lakind

101 Grovers Mill Road Suite 200

Lawrenceville NJ 08648

609 275-4511

Attorneys for Plaint ffs
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TABLE

HARTFORD FINANCIAL SERVICES GROUP INC

HIG

HARTFORD FUNDS COMPLEX
including investment management companies containing 85 funds

BOARDS OF DIRECTORS

NlS
lilA rr ORi EU

HMF FUN LI IN
Advisers Fund

LIMI
Globul Health Fund

Conservtive Allocation Fund
Growth Oppotiunities Fund

Money Market Fund

RTIOlW IS SFRWS Ft \D II IN
HARt FOMD SERIF tM

Hartford ins estnsent managcelent compiiie tb funds that

not at icur in this comptdnt
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TABLE II

HMF
open-end management investment company registered under the ICA

ADVISERS FUND GLOBAL HEALTH FUND
Adviser HIFSCO Adviser HIFSCO

Advisory Advisory

12b-l 12b-1

Sub-adviser WELLINGTON Sub-adviser WELLINGTON

Fees Sub-advisory not Sub-advisory not

challenged in Complaint challenged in Complaint

INFLATION PLUS FUND
CONSERVATiVE ALLOCATION

Adviser HIFSCO
FUND

Adviser HIFSCO
Advisory

12b-1
Fees Advisory

Sub-adviser HIMCO 12b1

Fees Sub-advisory not
Sub-adviser HIMCO

challenged in Complaint
Sub-advisory not

______________________________________ challenged in Complaint

MONEY MARKET FUND
Adviser HIFSCO

Fees Advisory

12b-1 not

challenged Complaint

Sub-adviser HIMCO
Sub-advisory not

challenged in Complaint

HMFII
open-end management investment company registered

under the ICA

GROWTH OPPORTUNITIES FUND
Adviser III FSCO

Fees Advisory

l2b-1

Sub-Adviser WELLINGTON
Fees Subadvisory not

challenged in Complaint
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INVESTMENT NRRAGENENT AGREEMENT VITE

HARTFORD INVESTMENT FINANCIAL SERVICES CONPAN

PAGE

INVESTMENT MANAGEMENT AGREEMENT

TM Agreement is made by and between Hart ford Investment Financial

Services Company Delaware corporation NITSCO and Itt Hartford Mutual

funds Inc Maryland corporation the seompanyc whereby HIFSCO will act as

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

between HIFECO and tha Cotapany

WHEREAS the Company and EIFSCO wish to enter into an agreement setting
forth the services to be performed by SIFECO far each Portfolic of the Company

and the terms and conditions under which such services will he performed

Now THEREFORE in consideration of the procaiaes and the mutual agreements

herein contained the parties hereto agree as follows

GENERAL PROVISION

The Company hereby employs BuNCO and HIFECO hereby undertakes to act

as the investzaent manager of the Company and to each Portfolio end to

perform for the Company such other duties and functions as are

hereinafter set forth end auth other duties as may be necessary or

appropriate in connaction with its services as invaeteent msnager
IIIFSCO shall in all matters give to the Cany and ite Hoard of

nirectera the benefit of its best judgment effort advice and

recosnmndstione and shall at an times conform to and use its best

efforts to enable the Company to conform to ii the provisions of the

Investment Coepany Ret of 1510 the lnveatment Cany Act end any

rules or regulations thereunder ii any other applicable provisions

of state or federal law iii the provisions Of the Articles or

Incorporation and By-Leer of the Coepany as amended from tine to time
iv policiee and determinations of the Hoard of Directors of the

Company Cv the fundamental policies end inveetnent restrictions of

the Company and Portfolios as reflected in the Coeipanys registration

statement under the Invetjaent Company Ant or as such policies may
from tier 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 RIFSCO shall he available upon reasonable notice for conoultation

with any of the Directore 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 sacuritlee which

are either not registered for public sale or not being traded on any

securities market

INVESTMENt MANAGEMENT SERVICES

HIFECO shall subject to the direction and control by the

Companys Hoard of Directors Ci regularly provide investment

advice and receeeaeodations to each

CPAGD
Portfolio with respect to ita

investments investment policiea and the purchase and sale of

aecuritier ii supervise continuously the iovsstzsent prograsa of

each Portfolio and the composition of it portfolio seouritiee

and determine what securities shall he purchased or sold by each

Portfolio and iii srrange subject to the proviaiona of

parsgraph hereof for the purchase of securities end other

investments for each Portfolio and the sale of securitiee and

other investments held in each Portfolio

HIFECO shall provide such economic snd statistical data releting

to each Portfolio and such information concerning important

economic political and other developmants as HIFECO aball deem

appropriate or as shall he requested by the Companya Hoard of

Directors

AIRINISTRATIVE SERVICES

In addition to the performance of investment advisory services HIFECD

shall perform the following services in connecticn 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 sex-vioicg agente 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

EIFSCOs officers or employees competent to eerve as officers of

the Company and to perform auth administrative and clerical

functions ae are necessary in order to provide effective

administration for the Company including the preparation and

maintenance of required reports boots and records of the

Company and
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provide the company with adequate office apace and related

services necessary or its operations as contemplated in this

Agreement

SUB-ADVISERS AND SUB-CONTRACTORS

EIFSCO upon approval of the Board of Directors and ahareholders 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 subadviaera to

provide with respect to existing end 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 eervicea listed in Section

BROKERAGE TRANSACtIONS

PACE

When placing orders for the purchase or sale of Portfolios

securities HIFSCO or any subadeiser approved in accordance with

Section of this Agreement shall use its heat efforts to obtain the

best net security price available for Portfolio Bubject to and in

accordance with any directions which the Board of Directors may issue

from time to tine RIFBCO or the subadviser if applicsble may also

be authorired to effect individusl securities transactions at

commission rates in excess of the minimum commission rates available
if arysco or the eubsdviser if applicable determines in good faith

that such emount 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

HIFSCOs or the subadvisers overall responsibilities with respect to

Portfolio and other advisory clients The execution of such

traneecticns shall not be deemed to represent an unlawful act or

breech of any duty created by this Agreement or otherwise HIFScO or

the 3ubedviser will prosptly communicate to the Board of Directors

uch information relating to portfolio transectiona as the Board may

reasonably request

EXPENSES

Expenses to be paid by the Corçsny include but are not limited to

Ii interest and taxes ii brokerage commissions Ciii premium for

fidelity and other insurance coverage requisite to the Companys

operations iv the fees snd expenses of its nonintereeted
directors legal audit and fund eccounting expenses vi
cuctodian and transfer agent fees and expenees vii expensea

incident to the redemption of its shares viii fees end expenses

related to the registration under federal and state aecurities lana of

shares of the Company for public sale ix eapenses of printing and

mailing prospectuses reports notices and prosy material to

shareholders of the Company all other expenses incidental to

holding meetings of the Company shareholders and xi such

extraordinary non-recurring expenses an may arise including

litigation affecting the Company and any obligation which the Company

mmy have to indemnify its officers and Directore with respect thereto

Any officer or employee of BIFSCO or of any entity controlling

controlled by or under common control with HIFSCO who may aleo serve

as officers directors or eeployeee of the Company shall not receive

any compensation from the Company for their aervicee

CaCPENSAflON OF B19SCO

As compensation for the services rendered by BIFSCO each Portfolio

shall pay to HIFSCO as promptly as possible after the last dsy of each

month during the term of this Agreement fee accrued daily end 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

PAGE

First $500000000 0.50%

Next $500000000 0.45%

Amount Over $1 Billion 0.40%

THE BOND INCC4E STRATSOY PUND

Net Meet Value Annual Rate

First gsoo00o000 0.65%

Nest $500000000 0.55%
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Amount Over $1 Billion 0.50%

SNAIL COMPANY FUND AND rNnRNAflDNAI OPPORTUNITIES FUND

Net Asset Value Annual Rate

First $500000000 0.85%

Newt $500000000 0.75%

Amount Over $1 Billion 0.70%

CAPITAL APPRECIATION FUND AND STOCK FUND

Net Asset Value Annual Rate

First $500000000 0.80%

Newt $500000000 0.70%

Amount over $1 Billion 0.65%

DIVIDEND AND GRONTI FUND AND ADVISERS FUND

Net Meet Value Annual Rate

First $500000000
0.75%

Newt $500000000 0.65%

Amount Over $1 Billion 0.60%

EIFSCO or an affiliate of BIFSCO may agree to subsidize any of the

Portfolioa to any level that HIFSCO or any such affiliate may specify

Any such undertaking nay 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 cc shall be Ci 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
bared upon the average of the Portfolioa daily net asaet value for the

period in question and Ciii paid within reasonable tine after the close

of such period

PAGE

8.LIABILnY OF NIFSCO

8115CC shall not be liable for any lose or losses sustained by reason

of any investment including the purchase holding or sale of any

security or with reapect to the administration of the company as

long as NIFSCO shall have acted io good faith and with due care

provided however that no provision in this Agreement shall be deemed

to protect EIFSCO against any liability to tbe company or its

ahareholdera by reason of its willful misfeasance bad faith or groas

negligence in the performance of its duties or by reason of its

reckless disregard of its obligations and duties under this Agreement

DURATION OF AGBEENDNT

This Agreement shell be effective on Narcb 1997 and shall

continue in effect through July 22 1998 Thie Agreement unless

sooner terminated in accordance with 9b below shall continue

in effect frost 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 aed in either event by the

vote of etajority of the members of tbs companys Board of

Directors who are not parties to this Agreement or interested

persona 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 coatpany or by vote of

majority of the Portfolios outetanding voting securities on

sixty days prior written notice to BIF5c0 shall isnedistely

terminate in the event of its aastgnment and may be

terminated by KIFECO on sicty days prior written notice to the

Portfolio but such termination ill not be effective until the

Portfolio shall have contracted with one or more persons to aerve

as successor investment adviser for the Portfolio and such

persons shall have assumed such position

As uaed in this Agreement the terms eeaigcment interested

person and vote of majority of the companys outstanding voting

securities ehall have the meanings act forth for such terms in

the 1940 Act as amended

PAGEP

Any notice under this Agraement shell be given in writing
addreaaed and delivered or mailed postpaid to the other party

to this Agreement to whom such notice is to be given at acch
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partys current address

10 OTHER ACTIVITIES

Nothing in this Agreement shall limit or restrict the right of any

director officer or employee of EIFSCO 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 disaimilar nature nor to limit or restrict the

right of HIFSCO to engage in any other buainess or to render services

of any kind to any other corporation firm individual or aesociation

11 ADDITIONAL SERIES

the amendment of this Agreeaent 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

Agraaatent shall not be affected thershy

13 GoVERNING LAN

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

IN WITNESS NHZREOF the parties hereto have caused this Agreement to he

executed on the 3rd day of March 1997

HARTFORD INVESTNENT FINANCIAL

SERVICES coMPANY

/s/ Joseph Gareau

ay Joseph Oareau

Title Executive Vice President

ITT HARTFORD MUTUAL FUNDS INC

on behalf of

ITT Hartford Small Carçany 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

ITT Hartford Money Market Fund

/s Andrew Kohmke

Dy AndrewN Kohnke

Title Vice President

PAGE

ATTACHNF.NT/t

The following series of the ITT Hartford Mutual Funds Inc are made part of

this agreement

III Hartford Small company Fund

ITT Hartford Capital Appreciation Fund

ITT Hartford International opportunitiea Fund

ITT Hartford Dividend and Growth Fund

ITT Hanford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

Dated March 1997
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DOCUMENT
TYPEEX-99
SEQUENCE7
FILENAIIEb45788h1exv99wdWV txt

DESCRIPTIONAMENDMENT TO INVESTMENT MGMT AGREEMENT

TEXT
PAGE

EXHIBIT 99.dv

AMENDMENT NUMBER TO

INVESTMENT MANAGEMENT AGREEMENT

Pursuant to the Investment Management Agreement between Hartford

Investment Financial Services Company H1FSCO and The Hartford Mutual Funds

Inc formerly known as ITT Hartford Mutual Funds Inc dated March 1997 as

amended the Agreement The Hartford Global Health Fund and The Hartford

Global Technology Fund are hereby included in the definition of Portfolio All

provisions in the Agreement shall apply to the management of The Hartford Global

Health Fund and The Hartford Global Technology Fund except as stated below

The advisory fee for the two 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

TABLE
CAPTION

Net Asset Value Annual Rate

First $500000000 1.00%

Next $500000000 .95%

rnount Over $1 Billion .90%

/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 27th day of April 2000

HARTFORD INVESTMENT FINANCIAL SERVICES COMPANY

By Is Andrew Kohnke

Andrew Kohnke

Senior Vice President Investments

THE HARTFORD MUTUAL FUNDS INC

on behalf of
The Hartford Global Health Fund

The Hartford Global Technology Fund

By /8/ David Znamierowski

David Znamierowski
President

/TEXT
DOCUMENT
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DOCUMENT
cTYPEEX99 D.VIII

SEQUENCE1
CFILENAMEb45788hlexv99wdwviii .txt

DESCRIPTIONANENDMENT TO INVESTMENT MGMT AGREEMENT

TEXT
PAGE

EXHIBIT 99.cIviii

AMENDMENT NUMBER TO

INVESTMENT MANAGEMENT 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 TaxFree 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 Tax-Free 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

CS
First $500 million 0.60%

Amount over $500 million 0.55%

/TABLE

The Hartford Short Duration Fund The Hartford Tax-Free California Fund

and The Hartford Tax-Free 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

HARTFORD INVESTMENT FINANCIAL THE HARTFORD MUTUAL FUNDS

...i...van/aann../ann /l 1AA C/flflflflGCfll Cfl2flfll CA 1.A C122b on00 1/11 flfll
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SERVICES LLC

By /5/ David Znamierowski

David Znamierowski

Senior Vice President Investments

ITEXT
/DOCUHENT

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 TaxFree New York Fund

By /5/ David Znamierowski

David Znamierowski

President
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DOCUMENT
TYPEEX99.DX
SEQUENCE3
FILENAMEb534 98mf exv9 9wdxxy txt
DESCRIPTIONAMENDMENT NUMBER TO INVESTMENT MANAGEMENT AGREEMENT
TEXT
PAGE

AMENDMENT NUMBER TO

INVESTMENT MANAGEMENT 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 following new series the Series are hereby included in the
definition of Portfolio

The Hartford Aggressive Growth Allocation Fund

The Hartford Balanced Allocation Fund

The Hartford Conservative Allocation Fund

The Hartford Growth Allocation Fund

The Hartford Income Allocation Fund

All provisions in the Agreement shall apply to the management of the Series

except as follows

Advisory fees for the Series shall be accrued daily and

paid monthly based upon the following annual rates and

upon the calculated daily net asset value of the Series

TABLE
CAPTION

Annual Rate

The Hartford Aggressive Growth Allocation Fund 0.20%

The Hartford Balanced Allocation Fund 0.20%

The Hartford Conservative Allocation Fund 0.20%

The Hartford Growth Allocation Fund 0.20%

The Hartford Income Allocation Fund 0.20%

/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 26 day of May 2004

HARTFORD INVESTMENT THE HARTFORD MUTUAL FUNDS
FINANCIAL SERVICES LLC INC
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By Is David Znamierowski

David Znainierowski

Senior Vice President

/TEXT
JDOCUMEIT

By Is David Znamierowski

David Znamierowski

President
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EX-99.BD.I a09-3 1922_i ex99dbddi.htm EX-99.BD.I
Exhibit 99.Bd.i

EXHIBIT

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 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 herem 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 toperfonu 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 conibrm to and use its best efforts to enable the Company to conform to tIre

provisions of the 1940 Act and any rules or regulations thereunder ii any other applicable provisions of state or federal law

iiithe 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
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Inveslment Manaeement 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 invesiment policies and the purchase and sale of securities ii supervise

continuously the investment program of each Portfolio and the composition and perfonnance of its

portfolio securities and determine what securities shall be purchased or sold by each Portfolio and

illarrange subject to the provisions of Section hereof for the purchase of securities and other

investments for each Portiblio and the sale of securities and other investments held in each Portfolio

The Adviser shall provide or shall cause an afliliate 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

In addition to the performance of investment advisory services the Adviser shah perform or shall cause an affiliate

to perfonn 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 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 eflbctive 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 and Sub-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
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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 authonzed 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

ExDenses

Expenses to be paid by the Company include but are not limited to interest and taxes ii brokerage

commissions iiipremiums 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 fbderal and state securities laws of shares of the Company for public sale ixexpenses 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-recuning 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

Compensation of the Adviser

As compensation for the services rendered by the Adviser each Portfolio shall pay to the Adviser as promptly as

possible after the lastday 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 afluiate 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 Bbut 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 iiipaid within reasonable time after the close of such period
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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 faith 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 iii

respect of any Portfolio for which the sub-adviser at the time of such loss is Hartford Investment

Management Company its negligence in the perfonnance 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 Aereement

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 orby 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 Portfblio but such termination will not be efibctive until the Portfolio shall

have contmcted 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 curmnt

address
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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 similarnature 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 finn individual or association

11 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 aficted thereby

13 Goveanina Law

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 Portfblio The amendment of Schedule and/or

Schedule 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
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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 behaif of each of its series listed on Attachment

Is/Robert Arena

By Robert Arena

Title President
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Schedule

List of Portfolios

HARTFORD MUTUAL FUNDS INC
ONBEHALF 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 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 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 SmaflCap Value Fund

The Hartford Short Duration Fund

The Hartfbrd Small Company Fund

The Hartford Sirategic 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
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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
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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

First $500 million

Next $500 million

Next $4 billion

Next $5 billion

Amount Over $10 billion

Balanced Income Fund

_________ Annual Rate

0.6900%

0.6250%

0.5750%

0.5725%

0.5700%

flIh WM AnuualRate

First $250 million

Next $250 million

Next $500 mfflion

Next $4 billion

Next $5 billion

Amount Over $10 billion

Capital Appreciation Fund and Value Fund

0.7250%

0.7000%

0.6750%

0.6500%

0.6475%

0.6450%

Average Daily Net Assets

First $500 million

Next $500 million

Next $4 billion

Next $5 bifflon

Amount Over $10 billion

Capital Appreciation Li 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

0.8000o

0.7000%

0.6500%

0.6475%

0.6450%

Annual Kate

1.0000%

0.9500%

0.9000%

0.8500%

0.8475%

0.8450%
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Cheeks and Balances Fund

Average Daily Net Asetc Annual Rate

None

Disciplined Equity Fund

Average Daily Net Auete 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 SmailCap Value Fund

Average Daily Net Meets 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 Dully Net Assets Annual Rate

First $500 million 0.7500%

Next $500 million 0.6500h

Next $4 billion 0.6000%

Next $5 billion 5975%

Amount Over $10 billion 0.5950%

Equity Income Fund

Average Daily Net Assets Annual Rate

First $500 million 0.7500%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.6475%

Amount Over $10 billion 0.6450%
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Floathig Rate Fund

Average Daily Net Assets Annual Rate

First $500 million 0.6500%

Next $4.5 billion 0.6000%

Next $5 billion 0.5800%

Amount Over $10 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 Assets Animal 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%

Global Equity Fund

Average Daily Net Assets Anflual Rate

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 Opportunitiea Fund and MidCap Fund

Average Daily Net Assets Annual Rate

First $500 million 0.8500%

Next $500 million 0.7500%

Next $4 billion 0.7000%

Next $5 billion 6975%

Amount Over $10 billion 0.6950%
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Global Health Fund International Growth Fund and international Small Company Fund

Average Daily Net Auets Annual Rate

First $500 million 0.9000%

Next $500 million 0.8500%

Next $4 billion 0.8000%

Next $5 billion 0.7975%

Amount Over $10 billion 0.7950%

High Yield Fund

Average Daily Net Asete Annual Rate

First $500 million 0.7000h

Next $500 million 0.6500%

Next $4 billion 0.6000%

Next $5 billion 0.5800%

Amount Over $10 billion 0.5700%

Thigh Yield Municipal Bond Fund and Strategic Income Fund

Average Daily Net Ascets Anneal Rate

First $500 million 0.5500%

Next $500 million 0.5000%

Next $4 billion 0.4750%

Next $5 billion 0.4550%

Amount Over $10 billion 0.4450%

Income Fund and Inflation Plus Fund

Average Daily Net Assets Annual Rate

First $500 million 0.5500%

Next $4.5 billion 0.5000%

Next $5 billion 0.4800%

Amount Over $10 billion 0.4700%

MidCap Growth Fund and Select MIdCap Value Fund

Average Daily Net Assets Annual Rate

First $500 million 0.7500%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.63 00%

Amount Over $10 billion 0.6200%
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MidCap Value Fund

Averaae Daily Net Aasets Annual Rate

First $500 million 0.8000%

Next $500 million 0.7250%

Next $4 billion 0.6750%

Next $5 billion 0.6725%

Amount Over $10 billion 0.6700%

Money Market Fund

Average Daily Net Aside Anneal Rate

First $1 billion 0.4500%

Next $4 billion 0.4000%

Next $5 billion 0.3800%

Amount Over $10 billion 0.3700%

Short Duration Fund

Ayeraae Daily Net Assets Annual Rate

First $500 million 0.4500%

Next $4.5 billion 0.4000%

Next $5 billion 0.3 800%

Amount Over $10 billion 0.3700%

Small Company Fund

Averaae Daily Net Asseta Annual Rate

First $250 million 0.8500%

Next $250 million 0.8000%

Next $500 million 0.7500%

Next $500 million 0.7000%

Next $3.5 billion 0.6500%

Next $5 billion 0.6300%

Amount Over $10 billion 0.6200%

Total Return Bond Fund

Ayerae Daily Net Assels Annual Rte

First $500 million 0.5500%

Next $500 million 0.5250%

Next $4 billion 0.5000%

Next $5 billion 0.4800%

Amount Over $10 billion 0.4700%

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
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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 Aeset Aunual Rate

First $500 million 0.1500%

Next $4.5 billion 0.1000%

Next $5 billion 0.0800%

Amount Over $10 billion 0.0700%
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DOCUMENT
TYPEEX99
SEQUENCE5
FILENANEc66424bex99-d.txt
DESCRIPTIONINVESTMENT MANAGEMENT AGREEMENT

TEXT
PAGE

EXHIBIT Cd

INVESTMENT MANAGEMENT AGREEMENT

This Agreement is made by and between Hartford Investment Financial

Services LLC Delaware limited liability company HIFSCO and

Hartford-Fortis Series Fund Inc Maryland corporation the Company
whereby HIFSCO will act as investment manager to each series of the Company
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 Beard of Directors regularly provide investment
advice and
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PAGE

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 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 IIFSCO 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 BIFSCO
shall perform the following services in connection with the management
of the Company

assist in the supervision of all aspects of the Ccmpanys
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

HIFSCOs 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

SUB-ADVISERS AND SUB-CONTRACTORS

HIESCO 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 sub-advisers 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

PAGE

BROKERAGE TRANSACTIONS
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When placing orders for the purchase or sale of Portfolios

securities I-IIFSCO 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 J4IFSCO 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 HIFSCOs 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

interest and taxes ii brokerage commissions iii 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 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-recurring 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 IIFSCO 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

PAGE

The Hartford Tax-Free National Fund

Table
Caption
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Net Asset Value Annual Rate

First $50000000 0.80%
Next $50000000 0.70%

/Table

The Hartford Tax-Free Minnesota Fund

Table
Caption

Net Asset Value Annual Rate

First $50000000 0.72%

Next $50000000 0.70%
/Table

The Hartford U.S Government Securities Fund

Table
Caption

Net Asset Value Annual Rate

First $50000000 0.80%

Next $50000000 0.70%

/Table

The Hartford Growth Fund

The Hartford Growth Opportunities Fund

The Hartford SmaliCap Growth Fund

The Hartford Value Opportunities Fund

Table
Caption

Net Asset Value Annual Rate

First $100000000 1.00%

Next $150000000 0.80%

Over $250000000 0.70%

/Table

HIFSCO or an affiliate of HIFSCO may agree to subsidize any of the

Portfolios to any level that HIFSCO 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 Ci 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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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 or
alternatively in respect of any Portfolio for which the sub-adviser at

the time of such loss is The 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

PAGE

DURATION OF AGREEMENT

This Agreement shall be effective on February 19 2002 and shall

continue in effect through February 18 2004 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 CompanyTs 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 HIFSCO shall immediately

terminate in the event of its assignment and may be

terminated by HIFSCO 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
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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

PAGE

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 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

IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

executed on the 19th day of February 2002

HARTFORD INVESTMENT FINANCIAL

SERVICES LLC

Is David Znamierowski

By David Znamierowski

Title Senior Vice President

HARTFORDFortis SERIES Fund

Inc on behalf of its series listed on

Attachment

Is David Znamierowski

By David Znamierowski

Title President

PAGE
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ATTACHMENT

HARTFORDFORTIS SERIES FUND INC

The following series of HartfordFortis Series Fund Inc are made part of

this Agreement

The Hartford SmailCap Growth Fund

The Hartford Growth Opportunities Fund

The Hartford Value Opportunities Fund

The Hartford Growth Fund

The Hartford Tax-Free Minnesota Fund

The Hartford Tax-Free National Fund

The Hartford U.S Government Securities Fund

/TEXT
/DOCUMENT

http//www.sec.gov/Archives/edgar/data149905/00009501 3702000769/c66424bex99-d.txt 1/7/2011



Case 21 1-cv-01083-DMC -JAD Document 3-1 Filed 03/04/11 Page 33 of 97 PdRJ

EX-99.B.D.I al0-3582_i ex99dbdddi.htm EX-99.99.D.I
Exhibit 99.B.d.i

INVESTMENT MANAGEMENT AGREEMENT

This Agreement is made by and between Hartford Investment Financial Services LLC Delaware limited liability

company the Advise 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 perfonned and

WHEREAS this Agreement has been approved in accordance with the provisions of the 1940 Act and IIFSCO 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 invesiment 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

iiithe provisions of the Articles of Incorporation and By-Laws of the Company as amended from time to time iv the

policies and detenninations 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 Jnfbnnation 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 fur public sale or not being traded on any securities market
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Inveslment Manaaement 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 invesiment 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

an-ange 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

In 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 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 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 Compan.r 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 lime

Sub-Advisers and Sub-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
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Brokerane 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

Expenses

Expenses to be paid by the Company include but are not limited to interest and taxes ii brokerage

commissions iii premiums for fidelity and other insurance coverage requisite to the Companys operations iv the ibes

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 ixexpenses
ofprinting 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-recurring expenses as may arise including

litigation affecting the Company and any obligation which the Company may have to indemnifj 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

Comiensation p1 the 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 ii based upon the average of the Portfolios daily net asset value for

the period in question and iiipaid within reasonable time after the close of such period
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Liability of th Adviser

The Adviser shall not be liable for any
loss or losses sustained by reason of any invesimeut

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 faith 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 willfiul misfaasance bad faith or gross negligence or alternatively in

respect of any Portfolio for which the sub-adviser at the time 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 constrsed 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 Aereement

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 forthe 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 priorwritten notice to the Adviser shall

immediately terminate in the event of its assignment and may be terminated by the Adviser on sixty

days priorwritten notice to the Portfolio but such termination will not be eflhctive 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 pattys current

address
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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 rmindividual or association

11 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 Govcrnin Law

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 perfomied 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 appmval 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 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 blankj
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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

/s/Robert Arena

By Robert Arena

Title President

The Hartford Mutual Funds II Inc

on behalf of each of its series listed on Attachment

Is/Robert Arena

By Robert Arena

Title President
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Scheduie

List of Portfolios

HARTFORD MUTUAL FUNDS INC

ON BEHALF OF
The Hartford Growth Fund

The Hartford Growth Opportunities Fund

The Hartford SmaliCap Growth Fund

The Hartford Tax-Free National Fund

The Hartford U.S Government Securities Fund

The Hartford Value Opportunities Fund
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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 dunng 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

Growth Fund and Growth Opportunities Fund

Average Dilly Net Aets Annual Rate

First $100 million 0.9000%

Next $150 million 0.8000%

Next $4.75 billion 0.7000%

Next $5 billion 0.6975%

Amount Over $10 billion 0.6950%

SmaliCap Growth Fund

Average Daily Net Asseti Annual Rate

First $100 million 0.9000%

Next $150 million 0.8000%

Next $250 million 0.7000%

Next $4.5 billion 0.6500%

Next billion 0.6300%

Amount Over $10 billion 0.6200%

Value Opportunities Fund

Average Daily Net Auets Annual Rate

First $100 million 0.8000%

Next $150 miffion 0.7500%

Next $4.75 billion 0.7000%

Next $5 billion 0.6975%

Amount Over $10 billion 0.6950%

http//www.sec.gov/Archives/edgar/data/49905/000l 10465910010183/al 0-35821 ex99dbd.. 1/7/2011



Case 211-cv-01083-DMC -JAD Document 3-1 Filed 03/04/11 Page 41 of 97

U.S Government Securities Fund

Average Daily Net Asseta Annual Rate

First $500 million 0.5500%

Next $4.5 billion 0.5000%

Next $5 billion 0.4800%

Amount Over $10 billion 0.4700%

Tax-Free National Fund

Average Daily Net Auets Annual Rate

First $500 million 0.5000%

Next $4.5 billion 0.4500%

Next $5 billion 0.4300%

Amount Over $10 billion 0.4200%
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DOCUMENT
TYPEEX99 VII
SEQUENCE
FILENAMEb68 64 4alexv99wxhyxviiy txt

IYESCRIPTIONEXPENSE LIMITATION AGREEMENT

TEXT
PAGE

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

For 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 abcve 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 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 permitâ 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

Is Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC
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Is Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLP

Is Robert Arena

Name Robert Arena

Title Manager Senior Vice President /Business Line Principal

PAGE

SCHEDULE

TABLE
CAPTION

TOTAL NET ANNUAL OPERATING

EXPENSE LIMIT

AS PERCENT OF AVERAGE

FUND DAILY 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%
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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%
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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%

Class 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 ES 1.13%

Class 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class ES 1.85%

Class R4 1.55%

Class ES 1.25%

class 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 2.35%

TABLE

PAGE

TABLE
CC
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 ES 1.55%

Class R4 1.25%

Class ES 0.95%
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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 2.11%

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 1.95%

Class 1.95%

Class 0.95%

Class R3 1.59%

Class R4 1.29%
Class R5 0.99%

The Hartford Inflation Plus Fund Class 0.85%
Class 1.60%

Class 1.60%

Class 0.60%

Class R3 1.25%

/TABLE

PAGE

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 LargeCap Growth Fund Class 1.25
Class 2.00%

Class 2.00%

Class 0.85%

The Hartford MidCap Fund Class 1.37%

The Hartford MidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 0.95%

The Hartford MidCap Value Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.00%

The Hartford Money Market 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%

The Hartford Retirement Income Fund Class 1.20%

Class 1.95%

Class 1.95%

Class R3 1.60%

Class R4 1.30%

Class R5H 1.00%

Class 0.85%

http//www.sec.gov/Archives/edgar/dÆta/49905/00009501 350800131 9/b68644a1 exv99wx.. 1/21/2011



Case 21 1-cv-01083-DMC -JAD Document 3-1 Filed 03/04/11 Page 49 of 97 Pac.7P

The Hartford Select MidCap Value Fund Class 1.30%

Class 13 2.05%

Class 2.05%

Class 0.90

The Hartford Select SmaliCap Value Fund Class 1.60%

TABLE

PAGE

TABLE

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.l5
Class 2.15%

Class 1.15%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford SmaliCap 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 Retirement 2010 Fund Class 1.25%

Class 2.00%

Class 2.00%

Class R3 1.65%

Class R4 1.35%

Class P.5 1.05%
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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 R5 1.15%

Class 1.00%

The Hartford Tax-Free California Fund Class 0.85%

Class 1.60%

/TABLE

PAGE

TABLE

Class 160%
Class 0.75%

The Hartford Tax-Free Minnesota Fund Class 0.85%

Class 2.60%

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 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%

Class R5 1.05%
Class 1.00%

The Hartford Value Opportunities Fund Class 1.40%

Class 2.15%
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Class 2.15%

Class l.15
Class 1.45%

Class R3 1.65%

Class R4 1.35%
Class R5 1.05%

Class 1.05%

/TABLE
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Exh ILXX1

AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of

November 12008 between The Hartford Mutual Funds Inc and The Hartford Mutual Funds 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 ofthe 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 282010 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
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IN WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first

above written

THE HARTFORD MUTUAL FUNDS iNC

Name/stFamara 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 INVESTMENT FiNANCIAL SERVICES LLC

Name/s/Robert Arena

Robert Arena

Title Manager Senior Vice President fBusiness Line Principal

SCHEDULE

Fund Total Net Annual

Operating Expense Limit

percent of average daily net

_______________________________________________________________________________________ aceets

The HaitfordAdvisers Fund Class 1.18%

Class R3 1.43%

CIassR4 1.13%

Class R5 0.83%

The Hartford Balanced Income Fund Class 1.25%

Class 2.00%

ClassC 2.00%

Class 0.90%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

Class R4 1.24%

Class R5 0.94%
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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 Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassR3 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%

Class R4 1.20%

Class R5 0.90%

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class LU 1.90%

ClassR4 1.65%

ClassR5 1.40%

Class 1.30%

The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class P3 1.60%

Class R4 1.30%

ClassR5 1.00%

ClassY 0.90%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY 1.05%

The Hartford Global Communications Fund Class 1.60%

Class 2.3 5%

Class 2.35%

Class 1.20%

The Hartford Global Enhanced Dividend Fund Class 1.60%

Class 2.35%
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Class 2.35%

Class 1.35%

ClassR3 1.85%

Class P.4 1.60%

Class P.5 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class P.3 1.90%

Class R4 1.65%

ClassRS 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%

CIassC 2.23%

Class P.3 1.73%

Class P.4 1.43%

Class PS 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class P.3 1.85%

Class R4 1.55%

Class P.5 1.25%

Class 1.20%

The Hartford Global Technology Fiuid Class 1.60%

Class 2.35%

Class 2.3 5%

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 P.4 1.25%

Class R5 0.95%

Class 0.95%
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The Hartford Growth Opportunities Fund Class 1.36%

ClassE 2.11%

ClassC 2.11%

Class 1.11%

Class 1.45%

ClassR3 1.61%

ClassR4 1.31%

CJassR5 1.01%

Class 0.80%

The Hartford High Yield Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 140%

ClassR4 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 Inflation Plus Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class R3 1.25%

Class R4 1.00%

Class R5 0.76%

Class 0.60%

The Hartford international Growth Fund Class .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%
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Class 2.35%

Class 1.35%

ClassY 1.20%

The Hartford LargeCap Growth Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.85%

The Hartford MidCap Fund Class 1.37%

Class 1.12%

The Hartford MidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 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%

ClassR5 0.65%

ClassY 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 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%

Class 1.15%

Class R3 .65%

ClassR4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford SmalICap Growth Fund Class 1.40%

ClassB 2.15%
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Class 2.15%

Class 1.15%

CIassL 1.25%

Class Ri 1.65%

Class R4 1.35%

Class R5 1.05%

ClassY 1.05%

The Hartford Stock Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

Class R4 120%

Class R5 0.90%

%fl fl\ /1 NNS

The Hartford Strategic Income Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

Class 0.90%

The Hartford Tax-Free California Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.75%

The Hartford Tn-Free 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%

CISs 0.80%

Class 0.60%

The Hartford Tax-Free New York Fund Class 0.85%

Class 1.60%

Class 1.60%

ClassY 0.75%

The Hartford Value Fund Class 1.40%

ClassB 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%
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Class 1.10%

Class 1.40%

ClassR3 1.60%

Class R4 1.30%

Class KS 1.00%

ClassY 1.00%

SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.78%

Class R4 1.48%

ClassR5 1.18%

The Hartford Checks and Balances Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 1.45%

ClassR4 1.15%

Class KS 0.95%

The Hartford Conservative Allocation Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class Ri 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%

Class R4 1.55%

ClassR5 1.25%

The Hartford Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR.3 1.81%

ClassR4 1.51%

Class KS 1.21%

The Hartford Income Allocation Fund Class 1.20%

Class 1.95%

Class 1.95%
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Class 0.95%

ClassR3 1.59%

Class R4 1.29%

ClassR5 0.99%

The Hartford Retirement Income Fund Class 1.20%

Class 1.95%

Class 1.95%

Class Ri 1.60%

Class R4 1.30%

ClassR5 1.00%

Class 0.85%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class 1.75%

Class 1.75%

CIassR3 1.30%

ClassR4 1.00%

Class ItS 0.80%

Class 0.80%

_ffifl\ 44__ 4fl 4_
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%

Class 1.80%

Class 1.80%

Class R3 1.35%

Class R4 1.05%

Class R5 0.85%

ClassY 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%

Class 1.80%

Class 1.80%

Class R3 1.35%

Class R4 1.05%

Class ItS 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

Class ItS 0.85%

The Hartford Target Retirement 2040 Fund Class R3 1.35%

Class R4 1.05%

Class ItS 0.85%

The Hartford Target Retirement 2045 Fund Class Ri 1.40%

ClassR4 1.10%
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Class R5 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

ClassR4 1.10%

ClassRS 0.90%
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EX-99.BH.XXI a09-3 1922_i ex99dbhdxxi.hlm EX-99.BH.XXI
Exhibit 99.Bh.xxl

EXHIBiT H.XXI

AMENDED AN RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November

2009 between The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc each Company and collectively

the Companies on behaf 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 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 282011 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 temi
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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 /s/Tamara Pagely

Tainara Fagely

Title Vice President Treasurer and Coniroller

THE HARTFORD MUTUAL FUNDS II INC

Name /s/Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name Is/Robert Arena

Robert Arena

Title President
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SCHEDULE

Total Net Annual

Operadng Expense Limit

percent of average daily net

Fund asseta

TheHartford Advisers Fund Class 1.18%

Class R3 1.43%

ClassR4 1.13%

Class RS 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%

Class R3 1.54%

Class R4 1.24%

Class R5 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

ClassB 2.35%

ClassC 2.35%

Class 1.35%

ClassR3 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 1.30%

ClassR5 1.00%

Class 0.95%

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%

ClassR.3 1.50%

CIassR4 1.20%

Class ItS 0.90%
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TheHartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 l.60%

ClassR4 1.30%

Class PS 1.00%

ClassY 0.90%

The Hartford Floating Rate Fund Class 100%

Class 1.75%

Class 1.75%

Class 0.75%

Class R3 1.25%

Class P4 1.00%

Class R5 0.85%

Class 0.75%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY 1.05%

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%

Class R5 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.75%

Class 2.50%

Class 2.50%

Class 1.50%

Class R3 2.00%

Class R4 1.75%

Class R5 1.50%

Class 1.40%

The Hartford Global GrowthFund Class 1.48%

Class 2.23%

Class 2.23%

Class P31.73%

Class P4 1.43%

ClassR5 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

Class R4 1.55%

Class R5 1.25%

Class 1.20%
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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%

ClassY 0.95%

The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

ClasaC 2.11%

ClassI 1.11%

Class 1.45%

ClassR3 1.61%

CIassR4 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%

ClassR3 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 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%

Class 1.65%

Class 1.65%

Class 0.65%

Class 0.90%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%

Class 1.20%
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The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 232%
Class 1.32%

ClassR3 1.82%

ClassR4 1.52%

ClassR5 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%

The Hartford MidCap Fund Class 1.37%

Class 1.12%

ClassR3 1.67%

ClassR4 1.37%

Class itS 1.07%

The HartfordMidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 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 14 0.85%

Class 15 0.65%

Class 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 0.90%

The Hartford Select SmallCap Value Fund Class 1.60%

Class 2.35%

Class 2.35%

ClassY 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%

ClassC 2.15%

Class 1.15%

ClassR3 1.65%

ClassR4 1.35%

Class 15 1.05%

Class 1.00%
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The Hartford SmailCap Growth Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class 1.25%

Class R3 1.65%

ClassR4 1.35%

Class R5 1.05%

Class 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 100%

Class 1.75%

Class 1.75%

CLass 0.75%

Class R3 1.25%

ClassR4 1.00%

Class Ri 0.85%

Class 0.75%

The Hartford Value Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.65%

Class R4 1.35%

ClassR5 1.05%

Class 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class 1.40%

ClassR3 1.60%

Class R4 1.30%

ClassR5 1.00%

ClassY 1.00%

For The Hartford Balanced Income Fund effective October 2009 the Adviser has contractually agreed to waive 0.50%

of its management fees until October 312010 While such waiver is in effect the Adviser has contracually agreed to

reimburse expenses exclusive of taxes interest expenses brokerage commissions acquired fend 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

Effective November 11 2009 for Class Shares of The Hartford Inflation Plus Fund
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SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class Ri 1.78%

ClassR4 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%

Class 2.10%

Class 2.10%

Class 1.10%

Class R3 1.78%

ClassR4 1.48%

ClassR.5 1.18%

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%

ClassR51.25%

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%

ClassR3 1.30%

ClassR4 1.00%

Class R.5 0.80%

Class 0.80%

The Hartford Target Retirement 2015 Fund Class Ri 1.30%

ClassR4 1.00%

Class R5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

Class R3 1.35%

Class R4 1.05%

Class R5 0.85%

Class 0.85%

The Hartford Target Retirement 2025 Fund Class Ri 1.35%

Class R4 1.05%

Class Ri 0.85%
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The Hartford Target Retirement 2030 Fund Class 1.05%

ClassR3 1.35%

Class R4 1.05%

Class R5 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

Class R5 0.85%

The Hartford Target Retirement 2040 Fund Class R3 1.35%

ClassR4 1.05%

Class R5 0.85%

The Hartford Target Retirement 2045 Fund Class 113 1.40%

ClassR4 1.10%

Class R5 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

ClassR4 1.10%

Class R5 0.90%
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AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November

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

InvestmentFinancial 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 conunencing November 2009 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

For the period commencing July 12010 through February 292012 or February 282011 for Class

shares of The Hartford Growth Fund The Hartford Growth Opportunities Fund The Hartford SmailCap Growth Fund and

The Hartford Value Opportunities Fund the Adviser hereby agrees to reimburse Fund expenses exclusive of taxes interest

expense brokerage commissions acquired fluid 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 July 2010 through February 292012 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
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For the period commencing November 2010 through February 292012 or February 28 2011 for

Class shares of The Hartford Inflation Plus Fund 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 reimbursements described in Section Section Section 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

pwposes 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 /s/Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /s/Tanmara Fagely

Tamara Fagely

Title Vice President Treasurer and Coniroller

HARTFORD INVESTMENT FINANCIAL SERVICES

LLC

Name /siRobert Arena

Robert Arena

Title President
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SCHEDULE

Total Net Annual

OperatIng Expense Limit

as percent of average daily oct

Fund assets

The Hartford Global Enhanced Dividend Fund Class 1.60%

Clans 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.60%

Class R5 1.35%

ClassY 1.25%

The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

Class 0.60%
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SCHEDULE

Total Net Annual

Operating Expense Umit

as percent of average daily net

Fund assets

The Hartford Target Retirement 2010 Fund Class 1.00%

Class R3 1.30%

Class R4 1.00%

ClassR5 0.80%

Class 0.80%

The Hartford Target Retirement 2015 Fund Class R3 130%

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 KS 0.85%

Class 0.85%

The Hartford Target Retirement 2025 Fund Class R3 1.35%

Class R4 1.05%

Class R5 0.85%

The Hartford Target Retirement 2030 Fund Class 1.05%

ClassR3 1.35%

ClassR4 1.05%

Class R5 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class 1.35%

Class R4 1.05%

ClassRS 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 R3 1.40%

ClassR4 1.10%

Class KS 0.90%

The Hartford Target Retirement 2050 Fund Class R3 1.40%

ClassR4 1.10%

Class R5 0.90%
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SCHEDULE

Total Net Annual

Operating Expense Limit

as percent of average daily net

Fund assets

The HartfordAdvisàrs Fund Class 1.18%

Class R3 1.40%

ClassR4 1.10%

ClassR5 0.80%

The Hartford Balanced Income Fund1 Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.50%

Class R4 1.20%

Class P5 0.90%

Class 0.85%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

Class P3 1.40%

ClassR4 1.10%

Class KS 0.80%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class P31.70%
Class R4 1.40%

ClassR5 1.10%

Class 1.05%

The Hartford Disciplined Equity Fund Class 1.35%

ClassB 2.10%

Class 2.10%

Class R3 1.50%

Class P4 1.20%

Class R5 0.90%

ClassY 0.85%

The Hartford Diversified International Fund Class 1.45%

Class 2.20h

Class Z20%
Class 1.20%

Class R3 1.65%

Class R4 1.35%

ClassR5 1.05%

Class 1.00%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.35%

CIassR4 1.05%

Class KS 0.75%
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The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.50%

Class R4 1.20%

Class R5 0.90%

Class 0.85%

The Hartford Floating Rate Fund Class .O0%2
Class 1.75%2
Class l.75%2
Class 0.75%2
Class R3 1.25%2
Class R4 l.00%2
Class R5 0.70%3
Class 0.70%3

The Hartford Fundamental Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class R3 1.50%

Class R4 1.20%

Class RS 0.90%

Class 0.85%

The Hartford Global All-Asset Fund4 Class 1.45%

Class 2.20%

Class 1.20%

Class R3 1.70%

Class R4 1.40%

ClassR5 1.10%

Class 1.05%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR3 1.60%

ClassR4 1.30%

Class R5 1.00%

Class 0.95%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.65%

ClassR4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford Global Real Asset Fund5 Class 1.45%

Class 2.20%

Class 1.20%

Class R3 1.70%

CIassR4 1.40%

ClassR5 1.10%

Class 1.05%
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The Hartford Global Research Fund Class 1.45%

Class 2.20%

Class 2.20%

Class 1.20%

Class R3 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

Class R3 1.50%

Class R4 1.20%

Class R5 0.90%

Class 0.85%

The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

Class 2.11%

ClassI 1.11%

Class 1.45%

Class R3 1.45%

ClassR4 1.15%

Class KS 0.85%

Class 0.85%

The Hartford International Growth Fund Class 1.55%

Class 2.30%

Class 2.30%

Class 1.30%

Class R3 1.60%

ClassR4 1.30%

Class R5 1.00%

ClassY 0.95%

The Hartford International Opportunities Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class R3 1.50%

Class R4 1.20%

Class ItS 0.90%

ClassY 0.85%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.65%
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Exhibit 99B.h.xxvi

EXHIBIT XXVI

EXPENSE LIMITATION AGREEMENT

THIS AGREEMENT dated as of March 12011 between The Hartford Mutual Funds Inc the Company on

behalf each of its series listed on Schedule each Fund and collectively the Funds and Hartford Investment

Financial Services LLC the Advise

WHEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to an Investment

Management Agreement between the Company on behalf of the Funds and the Adviser and

WHEREAS the Company on behalf of the Funds and the Adviser are parties to an Expense Limitation Agreement

dated as of November 2010 the Existing Expense Limitation Agreement which provides for limitation on each

Funds expenses
until February 28 2011 and which shall renew automatically for one-year terms unless the Adviser provides

written notice of termination prior to the start of such temi and

WHEREAS the Company and the Adviser desire to enter into the arrangements described herein relating to certain

expenses of the Funds in addition to the Existing Expense Limitation Agreement

NOW THEREFORE the Company and the Adviser hereby agree as follows

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 for the period commencing March 2011 through February 29

2012 for Target Retirement 2015 Fund Target Retirement 2025 Fund Target Retirement 2035 Fund Target Retirement 2040

Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund and ii commencing March 201 lthrough

February 292012 for Target Retirement 2010 Fund Target Retirement 2020 Fund and Target Retirement 2030 Fund

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 Fonn 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
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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

HARTFORD iNVESTMENT FINANCIAL SERVICES

LLC

Name /s/James Davey

James Davey

Title President
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SCHEDULE

Total Net Annual

Operating Expense Umit

as percent of average daily net

Fund assets

The Hartford Target Retirement 2010 Fund

ClassR3 1.15%

Class R4 0.85%

The Hartford Target Retirement 2015 Fund

ClassR3 1A5%

ClassR4 0.85%

The Hartford Target Retirement 2020 Fund

Class R3 1.20%

Class R4 0.90%

The Hartford Target Retirement 2025 Fund

ClassR3 1.20%

CIassR4 0.90%

The Hartford Target Retirement 2030 Fund

ClassR3 1.20%

Class R4 090%

The Hartford Target Retirement 2035 Fund

Class R3 1.20%

Class R4 0.90%

The Hartford Target Retirement 2040 Fund

Class R3 1.20%

Class R4 0.90%

The Hartford Target Retirement 2045 Fund

Class Ri 1.25%

Class R4 0.95%

The Hartford Target Retirement 2050 Fund

Class R3 1.25%

Class R4 0.95%
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DOCUMENT
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DESCRIPTIONANENDED AND RESTATED RULE 12B-1 DISTRIBUTION PLAN

TEXT
PAGE

Exhibit

THE HARTFORD MUTUAL FUNDS INC

AMENDED AND RESTATED

DISTRIBUTION PLAN

CLASS R3 R4 AND R5 SHARES

ARTICLE THE PLAN

This Amended and Restated DIstribution Plan the Plan sets forth the terms

and conditions on which The Hartford Mutual Funds Inc the Company on

behalf of each series of the Company each Fund and together the Funds
will pay certain amounts to Hartford Investment Financial Services LW 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 12b1 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

Hartford Advisers Fund July 22 1996

Hartford Advisers Fund July 22 1996

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

May 10 2006

May 10 2006

May 10 2006

The Hartford Capital Appreciation
The Hartford Capital Appreciation
The Hartford Capital Appreciation

The Hartford Capital Appreciation
The Hartford Capital Appreciation
The Hartford Capital Appreciation

The

The
The

SERIES EFFECTIVE DATE

The Hartford

The Hartford

The Hartford

Balanced Income Fund
Balanced Income Fund

Balanced Income Fund

Fund

Fund

Fund
Fund

Fund

Fund

The

The

The
The
The

The

Hartford

Hartford

Hartford

Hartford

Hartford

Hartford

Capital

Capital

Capital

Capital

Capital

Capital

Appreciation II

Appreciation II

Appreciation II

Appreciation II

Appreciation II

Appreciation II

Fund

Fund

Fund

Fund

Fund

Fund

July 22
July 22
July 31

R3 August

R4 August
R5 August

April 29
AprIl 29
April 29

R3 August

R4 August

August

The Hartford Checks and Balances Fund

1996

1996

1998

2006

2006

2006

2005

2005

2005

2006

2006

2006

May 31 2007
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The Hartford Checks and Balances Fund

The Hartford Checks and Balances Fund

Conservative Allocation Fund

Conservative Allocation Fund

Conservative Allocation Fund

May 31 2007

May 31 2007

May 19 2004

May 19 2004

May 19 2004

TABLE
C1.PTION

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford Global

The Hartford Global

The Hart ford Global

The Hartford Global

The Hartford Global

The Hartford Global

The Hartford Global

The Hartford Global

The Hartford Global

/TABLE

Fund

Fund

Fund

Fund

Fund

Fund

Communications Fund

Communications Fund

Communications Fund

April 30
April 30

July 31
R3 August

R4 August

R5 August

August 28 2003

August 28 2003

August 28 2003

R3 August 2006

R4 AuguSt 2006

R5 August 2006

Case 21 1-cv-01083-DMC -JAD Document 3-1

The Hartford

The Hartford

The Hartford

/TABLE

PAGE

SERIES CLASS EFFECTIVE DATE

Disciplined Equity

Disciplined Equity

Disciplined Equity

Disciplined Equity
Discip1ined Equity

Disoiplined Equity

Dividend and Growth

Dividend and Growth

Dividend and Growth

Dividend and Growth

Dividend and Growth

Dividend and Growth

The

The

The

The

The

The

Hartford

Hartford

Hart ford

Hartford

Hartford

Hartford

Fund

Fund

Fund

Fund

Fund

Fund

1998

1998

1998

2006

2006

2006

1996

1996

1998

2006

2006

2006

July 22
July 22
July 31

R3 August

R4 August

R5 August

The Hartford Equity Growth Allocation Fund

formerly The Hanford 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

The Hartford Equity

The Hartford Equity

The Hartford Equity

The Hartford Equity
The Hartford Equity

The Hartford Equity

May 19 2004

May 19 2004

May 19 2004

Income

Income

Income

Income

Income

Income

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

The Hartford

The Hartford

The Hartford

Floating Rate

Floating Rate

Floating Rate

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

April

April

April

29 2005

29 2005

29 2005

April 30 2001

April 30 2001

April 30 2001

Enhanced Dividend

Enhanced Dividend

Enhanced Dividend

Enhanced Dividend

Enhanced Dividend

Enhanced Dividend

October 30
October 30
October 30

Fund

Fud
Fund

Fund

Fund

Fund

2000

2000

2000

November

November

November
R3 November

R4 November

R5 November

30 2007

30 2007

30 2007

30 2007

30 2007

30 2007
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The Hartford Income Fund

The Hartford Income Fund

The Hartford Income Fund

/TABLE

PAGE

SERIES CLASS

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 MS March 2008

The Hartford Global Financial Services Fund

The Hartford Global Financial Services Fund

The Hartford Global Financial Services Fund

The Hartford Global Growth Fund
fopuerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund

formerly The Hartford Global Leaders Fund
The Hartford Global Growth Fund

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund

formerly The Hartford Global Leaders Fund
The Hartford Global Growth Fund

formerly The Hartford Global Leaders Fund

October 30 2000

October 30 2000

October 30 2000

September 30 1998

September 30 1998

September 30 1998

R3 August 2006

R4 August 2006

R5 August 2006

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

Global Health Fund

Global Health Fund

Global Health Fund

Global Health Fund

Global Health Fund

Global Health Fund

Global Technology

Global Technology

Global Technology

Growth Allocation
Growth Allocation
Growth Allocation

April 27
April 27
April 27

R3 August

R4 August

R5 August

2000

2000

2000

2006

2006

2006

Fund

Fund

Fund

Fund

Fund

Fund

April

April

April

27 2000

27 2000

27 2000

The Hartford High Yield Fund

The Hartford High Yield Fund

The Mart ford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hartford High Yield Municipal Bond Fund

The Hartford High Yield Municipal Bond Fund

May 19
May 19
May 19

September

September

September

May 31
May 31
May 31

2004

2004

2004

30 1998

30 1998

30 1998

2007

2007

2007

TABLE
CAPTION

October 31 2002

October 31 2002

October 31 2002

EFFECTIVE DATE
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Income Allocation Fund

Income Allocation Fund

Income Allocation Fund

Filed 03/04/11 Page 86 of 97 PYI

May 19 2004

May 19 2004

May 19 2004

TABLE
CAPTION

Hartford Money Market Fund

Hartford Money Market Fund

Hartford Money Market Fund

The Hartford Retirement Income Fund

The Hartford Retirement Income Fund

The Hartford Retirement Income Fund

July 22 1996

July 22 1996

July 31 1998

September 30 2005

September 30 2005

September 30 2005

The Hartford

The Hartford

The Hartford

The Hartford
The Hartford
The Hartford

Inflation Plus Fund

Inflation Plus FUnd

Inflation Plus Fund

October 31
October 31
October 31

2002

2002

2002

The Hartford International Growth Fund

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund

formerly The Hartford International Capital appreciation Fund

The Hartford International Growth Fund

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund

formerly The Hartford International Capital Appreciation Fund

april 30 2001

April 30 2001

April 30 2001

R3 August 2006

R4 August 2006

R5 August 2006

The

The

The

The

The

The

Hartford
Hartford
Hartford
Hartford

Hartford
Hartford

International

International

International

International

International

International

International

International

International

Opportunities

Opportunities

opportunities

Opportunities

Opportunities

Opportunities

Small Company

Small Company
Small Company

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

July 22
July 22
July 31

R3 August

R4 August

R5 August

April 30
April 30
April 30

1996

1996

1990

2006

2006

2006

2001

2001

2001

November 30 2006

NOvember 30 2006

November 30 2006

The Hartford

The Hartford
The Hartford

The Hartford LargeCap Growth Fund

The Hartford LargeCap Growth Fund

The Hartford LargeCap Growth Fund

The Hartford MidCap Fund

The Hartford MidCap Fund

The Hartford MidCap Fund

The Hartford MidCap Growth Fund

formerly The Hartford Select MidCap Growth Fund

The Hartford MidCap Growth Fund

formerly The Hartford Select MidCap Growth Fund

The Hanford MidCap Growth Fund1

formerly The Hartford Select MidCap Growth Fund

The Hartford MidCap Value Fund

The Mart ford MidCap Value Fund

The Hartford MidCap Value Fund

/TABLE

PAGE

SERIES

July 22
July 22
July 31

1996

1996

1998

February 2006

February 2006

February 2006

April 30 2001

April 30 2001

April 30 2001

CLASS EFFECTIVE DATE

The

The

The
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The Hartford

The Hartford

The Hartford

Strategic Income Fund

Strategic Income Fund

Strategic Income Fund

May 31 2007

May 31 2007

May 31 2007

September 30 2005

September 30 2005

September 30 2005

R3 August 2006

R4 August 2006

R5 August 2006

October 31 2002

October 31 2002

October 31 2002

October 31 2002

October 31 2002

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 SmallCap Value Fund February 2006

The Hartford Select SmaliCap Value Fund February 2006

The Hartford Select SmallCap 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 14 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 Target Retirement 2010 Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2010 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2020 Fund

The Hartford Target Retirement 2020 Fund

/TABLE

PAGE

TASLE
CAPTION

SERIES

The Hartford Target Retirement

The Hartford Target Retirement

The Hartford Target Retirement

The Hartford Target Retirement

The Hartford Target Retirement

The Hartford Target Retirement

The Hartford TaxFree California Fund

The Hartford TaxFree California Fund

The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

The Hartford Tax-Free New York Fund

September 30 2005

September 30 20Q5

September 30 2005

R3 May 10 2006

R4 May 10 2006

R5 May 10 2006

CLASS EFFECTIVE DATE

September 30 2005

September 30 2005

September 30 2005

R3 August 2006

R4 August 2006

R5 August 2006

2030

2030

2030

2030

2030

2030

Fund

Fund

Fund

Fund

Fund

Fund
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The Hartford Tax-Free 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 coimnissions 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 1nvestent company for personal

service and/or the maintenance of shareholder accounts

ARTICLE III NAXfl4UM EXPENDITURES

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 Füid 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

determi.ned 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
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be calculated and accrued daily and paid monthly or at such other intervals as

the Board of Directors shall determine

CLASS Et3 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 BA shares or Class ES shares as

applicable of any Fund detenn.ined 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 thefl

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 SHAREHOLDERS

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
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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 R4 or R5 shares as

applicable or 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 KS 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 DIRWTORS

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 08.02.05
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DESCRIPTIONANENDED AND RESTATED RULE 12B-l DISTRIBUTION PLAN FOR CLASS CLASS AND CLASS SHARES

TEXT
PAGE

Exhibit

THE HARTFORD MUTUAL FUNDS 11 INC

PLAN OF DISTRIBUTION

This Plan of Distribution the Plan is adopted pursuant to Rule 12bl the

Rule under the Investment Company Act of 1940 as amended the 1940 Act by

The Hartford Mutual Funds II Inc for and on behalf of each class each class

is referred to hereinafter as Class of each series each series is referred

to hereinafter as Series of the Fund The Series of the Fund and each Class

of those Series that currently have adopted this Plan and the effective dates

of such adoption are as follows

The Hartford Mutual Funds II Inc

TABLE

The Hartford Small-Cap Growth Fundl Class

The Hartford Small-Cap Growth Fund Class

The Hartford Small-Cap Growth Fund Class

The Hartford SmallCap Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford SmallCap Growth Fund Class

The Hartford SmallCap Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford Snall-Cap Growth Fund Class

reclassified Class effective February 12 2007

The Hartford SmallCap Growth Fund Class R3

The Hartford SmallCap Growth Fund Class R4

The Hartford SmallCap Growth Fund Class R5

Formerly Fortis Capital Appreciation Portfolio

Advantage Portfolios Inc

March 2002

March 2002

March 2002

November 14 1994

January 31 1992

November 14 1994

November 14 1994

August 2006

August 2006

August 2006

March 2002

March 2002

March 2002

November 14 1994

January 31 1992

November 14 1994

November 14 1994

August 2006

August 2006

August 2006

March 2002

March 2002

March 2002

series of Fortis

Formerly Fortis Capital Fund series of Fortis Equity Portfolios Inc

Formerly Fortis Value Fund series of Fortis Equity Portfolios Inc

PAGE

TABLE

The Hartford Value Opportunities Fund Class

reclassified as Class effective February 12 2007

The Hartford Value Opportunities Fund Class

The Hartford Value Opportunities Fund Class

January 1996

January 1996

January 1996

The Hartford Growth Fund2 Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford Growth Fund Class

reclassified as Class effective February 12 2007
The Hartford Growth Fund Class R3

The Hartford Growth Fund Class R4

The Hartford Growth Fund Class 25

The Hartford Value Opportunities Fund3 Class

The Hartford Value Opportunities Fund Class

The Hartford Value Opportunities Fund Class

/TABLE
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reclassified as Class effeätive February 12 2007
The Hartford Value Opportunities Fund Class

reclassified as Class effective February 12 2007

The Hartford Value Opportunities Fund Class R3

The Hartford Value Opportunities Fund Class 1W

The Hartford Value Opportunities Fund Class R5

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

reclassified as Class effective February 12 2007
The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

reclassified as Class effective February 12 2007
The Hartford Growth Opportunities Fund Class

reclassified as Class effective February 12 2007
The Hartford Growth Opportunities Fund Class R3

The Hartford Growth Opportunities Fund Class R4

The Hartford Growth Opportunities Fund Class R5

The Hartford U.S Government Fund Class

The Hartford Government Fund Class

The Hartford Government Fund Class

The Hartford U.S Government Fund Class

reclassified as Class effective February 12 2007
The Hartford Government Fund Class
The Hartford U.S Government Fund Class

reclassified as Class effective February 12 2007
The Hartford U.S Government Fund Class

reclassified as Class effective February 12 2007

The Hartford TaxFree National Fund Class

The Hartford TaxFree National Fund Class

The Hartford TaxFree National Fund Class

The Hartford Tax-Free National Fund Class

reclassified as Class effective February 12 2007
The Hartford TaxFree National Fund Class

The Hartford TaxFree National Fund Class

reclassified as Class effective February 12 2007
C/TABLE

Formerly Fortis Growth Fund Inc

January 1996

August 2006

August 200ff

August 2006

March 2002

March 2002

March 2002

November 14 1994

January 31 1992

November 14 1994

November 14 1994

August 2006

August 2006

August 2006

November 14 1994

November 14 1994

November 14 1994

March 2002

March 2002

March 2002

November 14 1994

November 14 1994

November 14 1994

Formerly Fortis U.S Securities Fund series of Fortia Income Portfolios
Inc

Formerly National Portfolio series of Fortis TaxFreeS Portfolios Inc

PAGE

TABLE
CS
The Hartford TaxFree National Fund Class

reclassified as Class effective February 12 2007

The Hartford TaxFree Minnesota Fund Class

The Hartford TaxFree Minnesota Fund Class

The Hartford TaxFree Minnesota Fund Class

The Hartford Tax-Free Minnesota Fund Class

reclassified as Class effective February 12 2007
The Hartford TaxFree Minnesota Fund Class

The Hartford TaxFree Minnesota Fund Class

reclassified as Class effective February 12 2007
The Hartford TaxFree Minnesota Fund Class

reclassified as Class effective February 12 2007
C/TABLE

November 14 1994

November 14 1994

November 14 1994

November 14 1994

Classes 14 and were reclassified as Class shares on February 12 2007 For

former Classes and this Plan constitutes an amended and restated plan of

distribution due to their reclassification to Class Former Classes end

are now subject to the Class plan of distribution

March

March

March

Novetnber

2002

2002

2002

14 1994

March

March

March
November

2002

2002

2002

14 1994
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Classes and were Classes and until March 2002 when they were

renamed to Classes and

Each Series also issues Class shares Prior to February 12 2007 Fortis

Growth Opportunities Fund also issued Class shares and The Hartford Tax-Free

National Fund and The Hartford Tax-Free Minnesota Fund also issued Class

shares Classes and were reclassified as Class shares on February 12
2007 Class does not have l2bl fees

Compensation

CLASS

Class of each Series is obligated to pay the principal underwriter of the

Fund ha Hartford Investment Financial Services Company HFSC0t
total fee in connection with the distributionrelated services provided in

respect of said Class and in connection with the servicing of shareholder

accounts of said Class This fee shall be calculated and payable monthly at an

annual rate of .35% of said Class As average daily net assets All or any

portion of such total fee may be payable as Distribution FeS and all or any

portion of such total fee may be payable as Shareholder Servicing Fee as

determined from tine to time by the Funds Board of Directors Until further

action by the Board of Directors all of such fee shall be designated and

payable as Distribution Fee

CLASS

Class which includes effective February 12 2007 former Classes and

of each Series is obligated to pay HIFSCO total fee in connection with the

distributionrelated services

Formerly Minnesota Portfolio series of Fortis TaxFree portfolios Inc

PAGE

provided in respect of said Class and in connection with the servicing of

shareholder accounts of said Class This fee shall be calculated and payable

monthly and with the exception of The Hartford SmallCap Growth Fund at an

annual rate of .25% of said Class Ls average daily net assets With regard to

The Hartford SmallCap Growth Fund the annual rate shall be .45% of average

daily net assets All or any portion of such total fee nay be payable as

Distribution Fee and all or any portion of such total fee maybe payable as

Shareholder Servicing Fee as determined from time to time by the Funda Board

of Directors Until further action by the Board of Directors all of such fee

shall be designated and payable as Distribution Fee

CLASS AND CLASS

Each of Class and Class of each Series is obligated to pay EIFSCO total

fee in connection with the servicing of shareholder accounts of said Class and

Class as applicable and in connection with distribution-related services

provided in respect of said Class and Class as applicable calculated and

payable monthly at the annual rate of 1.00% of the value of said Class Bs and

Class Cs as applicable average daily net assets All or any poftion of such

total fee may be payable as Shareholder Servicing Fee and all or any portion

of such total fee may be payable as Distribution Fee as determined from time

to time by the Funds Board of Directors Until further action by the Board of

Directors .25% per annum of each Class Bs and Class Cs average net asaets

shall be designated and payable as Shareholder Servicing Fee and the remainder

of such fee shall be designated as Distribution Fee

CLASS RB R4 AND hS SHARES

Each of Class RB Class R4 and Class R5 of each Series is obligated to pay

EIFSCO total fee in connection with the distributionrelated services provided

in respect of said Class R3 Class 14 and Class AS as applicable and in

connection with the servicing of shareholder accounts of said Class AS Class R4

and Class PS as applicable This fee shall be calculated and payable monthly

at the annual rate of up to 1.00% of the value of said Class RBs Class 14s
and Class R5s as applicable average daily net assets All or any portion of

such total fee may be payable as Shareholder Servicing Fee and all or any
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portion of such total fee may be payable as Distribution Fee as determined

from time to time by the Funds Board of Directors Until further action by the

Board of Directors 0.25% per annum of each Clasa R3s Class R4s and Class

R5s average net assets may be designated and payable as Shareholder

Servicing Fee and the remainder of any such fee may be designated as

Distribution Fee

Expenses Covered by the Plan

Except as qualified herein the Distribution Fee may be used by HIFSCO

for the purpose of financing any activity which is primarily intended to result

in the sale of Class shares For example such Distribution Fee nay be used by

HIFSCO for 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 end 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

PAGE

expenses advertisements and other distributionrelated expenses including

personnel of the Distributor

The Shareholder Servicing Fee may be used by HIFSCO to provide

compensation for ongoing servicing and/or maintenance of shareholder accounts

with each applicable Class of the Series Compensation may be paid by HIFSCO to

persons including employees of HXFSCO and institutions who respond to

inquiries of shareholders of each applicable Class regarding their ownership of

shares of their accounts with the Series or who provide other administrative or

accounting services not otherwise required to be provided by the Funds
investment adviser transfer agent or other agent of the Fund

Cc Payments under the Plan are not tied exclusively to the expenses for

shareholder servicing and distribution related activities actually incurred by

HIFSCO so that such payments may exceed expenses actually incurred by HIFSCO

The Funds Board of Directors will evaluate the appropriateness of the Plan and

its payment terms on continuing basis and in doing so will consider all

relevant factors including expenses borne by HIFSCO and amounts it receives

under the Plan

Additional Payment by HIFSCD

The Funds investment adviser EIFSCO in its roles as the Funds

investment adviser and/or the principal underwriter of the Fund may at its

option and in its sole discretion make payments from its own resources to cover

the costs of additional distribution and sharehclder servicing activities

Approval by Shareholders

If the Plan is adopted after the first public offering of the securities of

Class or the sale of such securities to persons who are not affiliated persons

of the Fund or affiliates of such persons promoters of the Fund or affiliated

persona of such promoters the Plan will not take effect with respect to that

Class of Series and no fee will be payable in accordance with Section of

the Plan until the Plan has been approved by vote of at least majority of

the outstanding voting securities of such Class

Approval by Directors

Neither the Plan nor any related agreement will take effect until approved

by majority vote of both the full Board of Directors of the Fund and

those Directors who are not interested persona of the Fund and who have no

direct or indirect financial interest in the operation of the Plan or in any

agreements related to the Plan the Independent Directors cast in person at

meeting called for the purpose of voting on the Plan end the related

agreements

Continuance of the Plan

The Plan will continue in effect from year to year so long as its
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continuance is specifically approved annually by vote of the Funds Board of

Directors in the manner described in Section above

PAGE

Termination

The Plan may be terminated at any time with respect to any Class of

Series without penalty by vote of majority of the Independent Directors or

by vote of majority of the outstanding voting securities of such Class

Amendments

The Plan may not he amended with respect to any Class of Series to

increase materially the amount of fees payable pursuant to the Plan as

described in Section above unless the amendment is approved by vote of at

least majority of the outstanding voting securities of that Class and1 if

applicable of any other affected Class or Classes and all material amendments

to the Plan must elso be approved by the Funds Board of Directors in the manner

described in Section above

Selection of Certain Directors

While the Plan is in effect the selection and nomination of the Funds

Directors who are not interested persons of the Fund will be committed to the

discretion of the Directors then in office who are not interested persons of the

Fund

10 Independent Counsel to the Disinterested Directors

While the Plan is in effect any person who acts as legal counsel for the

disinterested Fund Directors will be an independent legal counsel

11 Written Reports

In each year during which the Plan remains in effect HIFSCO and any person

authorized to direct the disposition of monies paid or payable by the Fund

pursuant to the Plan or any related agreement will prepare and furnish to the

Funds Board of Directors and the Board will review at least quarterly written

reports complying with the requirements of the Rule which set out the amounts

expended under the Plan and the purposes for which those expenditures were made

12 preservation of Materials

The Fund will preserve copies of the Plan any agreement relating to the

Plan and any report made pursuant to Section 11 above for period of not less

than six years the first two years an an easily accessible place from the date

of the Plan agreement or report

13 Meaning of Certain Terms

As used in the Plan the terms interested parson affiliated person
independent legal counsel and majority of the outstanding voting securities

will be deemed to have the same meaning that those terms have under the 1940 Act

and the rules and regulations under the 1940 Act suhject to any exemption that

may be granted to the Fund under the 1940 Act by the Securities and Exchange

Commission

PAGE

14 Maximum Aggregate Sales Charge Calculations

In calculating the remaining amount under National Association of

Securities Dealers Inc NASD Rule 2830d for purposes of determining the

maximum aggregate sales charge for each Class of each Series the Fund is

authorized to transfer portion of the remaining amount of Class in the

event of an exchange between that Class and another Class of the same Fund or

the other Funds However such transfer of the remaining amount must be

conducted in accordance with Rule 2030d and any subsequent amendments to such

Section as well as any interpretations of such Rule by the NASD

Adoption Date 08.02.06

Effective Date 02.12.07
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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

WITNES SETH

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 thth 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

Portfolios 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 ACTh
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
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Upon receipt of Proper Instructions the Custodian shall on behalf of the

applicable Portfolios from tine to tIme employ one or more subcustodians
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

subcustodians 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 agenoies each U.S SECURITIES SYSTEN and Underlying

Shares owned by each Fund which are msintained pursuant to Section 2.11

hereof in an account with State Street Bank and Trust Company or such other

entity which may from 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 Syatem 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

PAGE

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
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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

PAGE

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 CETC 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 SubCustodians 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
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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

securitiee 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 eclusively 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 nane of any sub-custodian

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

PAGE

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 Bsnk 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 17f3 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 BOARD 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 ecuritiea 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 psyments 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
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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

PAGE

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 only

Upon the purchase of domestic securities options futures contracts

or options on futures contracts for the account of the Portfolio but

only 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 brokerdealer which

is member of NASD 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

PAGE
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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 optiona 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 inatructions 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 SubCustodians 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 nay 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 nr

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 cf Rule l7f4 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

commisaion merchant registered under the Coimnodity Exchange Act relating

to compliance with the rules of The Options Clearing Corporation and of any

registered national securities exchange or the Cousnodity Futures

PAGE

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

http//www.sec.gov/Archives/edgar/data/10064l 5/00009501 3507001659/b64571 evexv99w.. 2/1/2011



Case 21 1-cv-01083-DMC -JAD Document 3-2 Filed 03/04/11 Page of 80 PageD 809

Page of 43

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

2.11 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 nf 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 nf Portfolio the

Custodian shall identify by bookentry 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 fnr 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

therefor 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

PAGE

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 Cuatoqian

from issuers of the securities being held for the Portfolio With respect

to tender or exchange offers the Custodian shall transmit promptly to the

Portfolio 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
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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 Ci and ii occur at lesst 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 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 maybe applicable the Custodian shall

have no responsibility to so transmit any information under thia 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 notes mortgages security

agreements assignment agreements settlement agreements

participation agreements leases and other instruments certificates

agreements and doouments 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

PAGE

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 ia lender including leases used as

financing transactions

OBLIGOR means the party obligated under applicable Financing

Documents to pay Loan

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 shell

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 and evidencing the ownership thereof The

Custodian ahall 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
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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 and 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 assignment 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

10
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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 Funds 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 CustodianS 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 bueineaa 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
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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 iovestigate

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

11
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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 l7f5 including majority-owned or indirect subsidiary of U.S

Bank as defined in Rule 17f5 bank holding company meeting the

requirements of an Eligible Foreign Custodian as set forth in Rule l7f5

or by other appropriate action of the U.S Securities and Exchange

Commission the SEC or foreign branch of Bank as defined in

Section 2a 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 l7f7 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 l7f5 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

held outside the United States and the Custodian hereby accepts such

delegation es 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

12
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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 place 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 17f5c
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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 Ci 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

Cuatodian 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

M4nager 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 Cs of Rule 17f5 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

3.3 Eligible Securities Depositories

Analysis and Monitoring The Custodian shell provide the Fund or
its dulyauthorized investment manager or investment adviser with en

analysis of the custody risks associated with maintaining assets with

the Eligible Securities Depositories set forth on Schedule hereto in

accordance with section of Rule 17f7 and monitor

such risks on continuing basis and promptly notify the Fund or its

dulyauthorized investment manager or investment adviser of any

material change in such risks in accordance with section
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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

FoREIGN SECURITIES SYSTEM means an Eligible Securities Depository listed

on Schedule hereto

FOREIGN SUBCUSTODIAN means foreign banking institution serving as an

Eligible Foreign Custodian

4.2 Holding Securities The Custodian shall identify on its books es belonging

to the Portfolios the foreign securities held by each Foreign SubCustodian

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 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 SubCustodian 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 SubCustodian or in Foreign

Securities System account only upon receipt of Proper Instructions

which may be oontinuing 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 cossnercially 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
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SubCustodian 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

SubCustodians or Repo Custodians as Free Trade provided that

applicable Proper Instructions shall set forth the foreign

securities to be delivered and the person or persons to whon

delivery shall be made

for any other purpose but only upon receipt of Proper

Inatructions 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

SubCustodian 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 donversion 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 paymenta interest

taxes investment sdvisory 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 Sub-Custodians

in connection with trading in options and futures contracts

including delivery aa 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

Upon 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 bs 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 Notwithstanding 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 Sub-Custodian 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 SubCustodian 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 hsrmless from any liability as

holder of record of such foreign securities The Custodian or Foreign

SubCustodian 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
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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

Sub-Custodian 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 1rhe Coflunoriwealth of

Massachusetts

4.7 Collection of Income The Custodian shall use reasonable commercial efforts

to 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 Custodiam

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 end

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 acknowledgea that

local conditions including lack of regulation onerous procedural

obligations lack of notice and other fectors 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 SubCustodian 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 SubCustodians 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 SubCustodian for the account of the Fund for such

portfolio including but not limited to optout notices and

proofofclaim forms For avoidance of doubt upon and after the effective
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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 SubCustodian shall to the extent possible

require the Foreign SubCustodian 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 SubCustodian 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

Sub-Custodian 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 SubCustodian or Foreign

Securities System the Custodian shall not be liable for any loss damage

cost expense liability or claim resulting from nationalization

expropriation currency

20

PAGE

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 aet out in this section

debit or credit the appropriate cash account of each Portfolio in

connection with Ci 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 the Custodians having received Proper Instructions
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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 thst the Custodian shall hsve
and hereby grants to the Custodian security interest in any property at

any time held for the account nf the Portfolio to the full extent of the

credited smount 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 portfolio shall be responsible for amy 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 thia 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 aet 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 SubCustodians

Upon receipt of Proper Instructions the Custodian shall on behalf of one

or more Portfolios appoint one or more Special SubCustodians 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

SubCustodian and in accordance with Proper Instructions the Custodian shall

enter into sub-custodian agreement with the Fund and the Special SubCustodian

in form and substance acceptable to the Custodian and approved by such Fund

provided that such agreement ehall 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
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entitled to be subrogated to the rights of the Custodian with respect to any

claims against Special SubCustodian as consequence of any loss damage

cost expense liability or claim if and to the extent that the Portfolios hsve

not been made whole for any such loss damage cost expense liability or

claim
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Payments for Sales or Repurqhases 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 Agsnt

of any receipt by it of payments for Shares of such Portfolio

From such funds es 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 he 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 electromechanical or electronic devices or may be

by such other means and utilizing such intermediary systems and utilities aa 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

hut 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 tine 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 nondiscretionary 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 nay 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 keepthe books of

account of each Portfolio and/or compute the net asset value per share of the

outstanding Shares of ach 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 31a1

and 3la2 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
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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 counterpartyiea or the

agents of either of them in performing its duties under this Contract including

without linitation 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 timas 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 sscurities deposited and/or maintained

in U.S Securitiea 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 hsrmless 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 threeparty

futures or options agreement The Custodian shall be held to the exercise of

reaaonable 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 aotion

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

including 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 subcustodian 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
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the reasonable control of the custodian or any subcustodian or securities

system or any agent or nominee of any of the foregoing including without

limitation nationalization or expropriationi 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 inatructions to the cuatodian provided such

instructions have been in accordance with this contract iii the insolvency of

or acts or omissions by Securities System iv any delay or failure of any

broker agent or intermediary central bank or other cormeercially prevalent

payment or clearing system to deliver to the custodians subcustodian 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 tansferring securities in the name of the

custodian any Fund the custodians subcustodians nominees or agents orany

consequential losses arising out of such delay or failure to transfer such

securities including nonreceipt 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 subCustodian

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 aame extent as set forth with respect to subcustodians

generally in this contract
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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 contracts and assumed settlement or in

the event that the Custodian or its nominee shall incur or be assessed any

tsxes 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 fses 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
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applicable Fund the Funds counterpartyies or the agents of either of them

with respect to Fund property released delivered or purchased purauant to

either of Section 2.215 or Section 2.67 hereof or for the acts or

omissions of any Special SubCustodian

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

the Funds may at any time by action of the applicable Boards
Directors inmediately 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 shell 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 ss

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
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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 auccessor

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 efter 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

obligstions 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 snd 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 sdditional

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 amendment of this Contract

21 Additional Funds and Portfolios

21.1 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 thencurrent 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 Cd this Contract constitutes its legal valid binding and

enforceable agreement and Ce 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 Funds 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 electromechanical or electronic devices as provided in Article

hereof or Cc 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 Cd delivered by telecopy in which case it shall be deemed to have 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

To Custodian

State Street Bank and Trust Company
801 Pennsylvania Avenue

Kansas City MO 64105
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Attention Vice President Custody

Telephone 8168714100

Telecopy 8168719675

To each Fund

namel

do Hartford Administrative Services Company

500 Bielenberg Drive

Woodbury MN 55125

Attention Tami Fagely Vice President

Tel 6517365566
Fax 6517380996

With a.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 euch 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 teat

and update commercially reasonable business continuity and disaster recovery

plan to provide for the protection of information data and aaaeta of and

relevent to its customers including the Funds
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30 severability Waiver

If any proviaion 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 atrict 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 thia 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 Subcontractors and Agents

Subject to Section 2.8 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 subcontractor or agent

shall not relieve the Cuatodian of its responsibilities or liabilities

hereunder

31 Shareholder Communications

SEC Rule 14b-2 requires banks which hold securities for the account of

customers to respond to requests by issuers of securities for the names

addressee 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
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names address and share position to requesting companies whose securities the

Fund owns If Fund tells the Custodian no 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 sddress for any purpose other than corporate communications

Please indicate below whether the Fund consents or object by checking one of the

alternatives below

Yea The Custodian is authorized to release the Funds name

address and share positions

No 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 haà 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 /8/ 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 /s/ Tamara Fagely By /s/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

THE HARTFORD MUTUAL FUNDS INC ATTEST

By /5/ Tamara Fagely By /s/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

THE HARTFORD MUTUAL FUNDS II INC ATTEST

By /a/ Tamara Fagely By /5/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

HARTFORD HLS SERIES FUND II INC ATTEST

By /5/ Tamara Fagely By /s/ Edward Macdonald
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Name Tamera Fagely Name Edward Macdonald

Title Vice President

HARTFORD INCOME SHARES FUND INC ATTEST

By /3/ Tainara Fagely By /5/ Edward Macdonald

Name TamarÆ 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
CAPTION
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

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

CABLE
CAPTION
COUNTRY SUBCUSTODIAN

Argentina Citibank N.A

Australia Westpac Banking Corporation

Citibank Pty Limited

Austria Erste Bank der Osterreichiachen Sparkaaaen AG

Bahrain HSBC Bank Middle East

as delegate of the Hongkong and Shanghai Banking Corporation Limited
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Bangladesh Standard Chartered Bank

Belgium BNP Paribas Securities Services S.A

Benin via Societe Genarale de Banques en Cote dIvoire

Abidjan Ivory Coast

Bermuda The Bank of Bermuda Limited

Botswana Barclays Bank of Botswana Limited

Brazil Citibank LA

Bulgaria ING Bank W.V

Burkina Faso via Societe Generale de Banques en Cote dIvoire

Abidjan Ivory Coast

Canada State Street Trust Company Canada

Cayman Islands Scotiabank Trust Cayman Limited

Chile BankEoston N.A

Peoples Republic of China The Hongkong and Shanghai Banking Corporation Limited Shanghai and

Shenzhen branches

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
STJBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Colombia Cititrust Colombia S.A Sociedad Fiduciaria

Costa Rica Banco BCT S.A

Croatia Privredna Banka Eagreb 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 da la Produccion S.A PRODUBANCO

Egypt HSBC Bank Egypt S.A.E

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Estonia AS Hansabank

Finland Nordea Bank Finland Plc

France BNP Paribas Securities Services S.A

Deutsche Bank AG Netherlands operating through its Paris branch

Germany Deutsche Bank AG
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Ghana Barclays Bank of Ghana Limited

Greece National Bank of Greece S.A

Guinea-Bisaau via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Coast

Hong Kong Standard Chartered Bank Hong Kong Limited

C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
SUBCUSTODIANS

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

ae delegate of the Hongkong and Shanghai Banking Corporation Limited

Kazakhstan HSBC Bank Kazakhstan

as delegate of the Hongkong and Shanghai Banking Corporation Limited

Kenya Barclays Bank of Kenya Limited

Republic of Korea Deutsche Bank AG

C/TABLE

PAGE

SCHEDULE

STATE STREET
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GLOBAL CUSTODY NETWORK

SUBCUSTOOIANS

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 Limited

Lithuania SEB Vilniaus Bankas AB

Malaysia Standard Chartered Bank Malaysia Berhad

Mali via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Coast

Malta The Hongkong and Shanghai Banking Corporation Limited

Meuritius The Mongkong and Shanghai Banking Corporation Limited

Mexico Banco 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 GeneralØ de Benques en cote dIvoire Abidjan Ivory Coast

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 Limited

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Pakistan Deutsche Bank AG

Palestine HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Panama HSBC Bank Panama S.A

Peru Citibank del Peru S.A

Philippines Standard Chartered Bank
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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 Limited

Romania 1MG Bank N.y

Russia 1MG Bank Euraaia lAO Moscow

Senegal via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Coast

Serbia HVB Bank Serbia and Montenegro a.d

Singapore DBS Bank Limited

United Overaeas Bank Limited

Slovak Republic Ceakoslovenska Obchodni Banka A.S pobocka zahranicnej banky SR

Slovenia Bank Austria Creditanstalt d.d Ljubljana
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

South Africa Nedbank Linited

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 Skandinaviaka 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 Coast

Trinidad Tobago Republic Bank Limited

Tunisia Banque Internationale Arabe de Tunisie

Turkey Citibank A.S

Uganda Barclays Bank of Uganda Limited
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Ukraine 1MG Bank Ukraine

United Arab Emirates HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Linited

United Kingdom State Street Bank and Trust Company United kingdom Branch

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SURCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Uruguay BankBoston ILA

Venezuela Citibank N.A

Vietnam The Hnngkong and Shanghai Banking Corporation Limited

Zambia Barclays Bank of Zambia Plc

Zimbabwe Barclays Bank of Zimbabwe Limited

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

Argentina Caja de Valores S.A

Australia Austraclear Limited

Austria Oeaterreichische Kontrnllbank

Wertpapiersaxanelbank Division

Bahrain Clearing Settlement and Depository System of the Bahrain Stock

Exchange

Bangladesh Central Depository Bangladesh Limited

Belgium Banque Nationale de Belgique

Eurnclear Belgium

Benin Depositaire Central Banque de Reglement

Bermuda Bermuda Securities Depository
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Brazil Central de Custodia de Liquidacao Financeira de Titulos Privadoa

CETIP
Companhia Brasileira de Liquidacao Cuatodia

Siatema Especial de Liquidacao de Custodia SELIC

Bulgaria Bulgarian National Bank

Central Depository AD

Burkina Faso Depoaitaire Central Banque de Reglanent

Canada The Canadian Depository for Securities Limited

Chile Daposito Central de Valoras S.A

Peoples Republic China Securitiaa Depository and Clearing Corporation Limited

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MRBKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

of China Shanghai Branch

China Securities Depository and Clearing Corporation Limited

Shenzhen Branch

Colombia Depoaito Central de valores

Depoaito Centralizado de Valores de Colombia .A DECEVAL

Costa Rica Central de Valores S.A

Croatia Sredianja 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 Miar for Clearing Settlement and Depository S.A.E

Central Bank of Egypt

Estonia AS Eesti Vaartpaberikeskus

Finland Suomen Arvopaperikeskus Dy

France Euroclear France

Germany Clearatreant Banking AG Frankfurt

Greece Apothetirion Titlon AE Central Securities Depository

Bank of Greece
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System for Monitoring Transactions in Securities in BookEntry Form

Guinea-Bissau Depositaire Central Banque tie Reglement

/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOS ITORIES

Hong Kong Central Moneymarkets 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 Kuatodian Sentral Efek Indonesia

Israel Tel Aviv Stock Exchange Clearing House Ltd TASE Clearinghouse

Italy Monte Titoli S.p.A

Ivory Coast Depoaitaire 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

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS
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TABLE
CAPTION
COUNTRY IDE POSITORIES

Republic of Korea Korea Securities Depository

Latvia Latvian Central Depository

Lebanon Banque du Liban

Custodian and Clearing Center of Financial Instruments for Lebanon and

the Middle East Midolear 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

Nauritius 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 Mederland

New Zealand New Zealand Central Securities Depository Limited

Niger Depositaire Central Banque de Reglement

SC/TABLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY 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 Securitiss Registration Company SAOC

Pakistan Central Depository Company of Pakistan Limited

State Bank of Pakistan

Palestine Clearing Depository and Settlement department of the Palestine

Stock Exchange

Panama
Central Latinoamericana de Valores S.A LatinClear
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Peru Caja de Valores Liquidaciones Institucion de

Compensacion Liquidacion de Valores S.A

Philippines Philippine Depository Trust Corporation

Registry of Scripless Securities ROSS of the Bureau of Treasury

Poland Rejestr Papierow wartosciowych

Krajowy Depozyt Papierow Wartosciowych S.A

Portugal INTERBOLSA Sociedade Gestora de Sistemas de Liquidacao de Sistemas

Centralizados de Valores Mobiliarios S.A

Qatar Central Clearing and Registration CCR

department of the Doha Securities Market

Romania Bucharest Stock Exchange Registry Division

National Bank of Romania

Russia Vneshtorgbank Bank for Foreign Trade of the Russian Federation

C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

Senegal Depositaire Central Banque de Reglexuent

Serbia Central Registrar and Central Depository for Securities

Singapore The Central Depository Pte Limited

Monetary Authority of Singapore

Slovak Republic Naodna banka slovenska

Centralny depozitsr cennych papierov SE a.s

Slovenia KDD Centralna klirinsko depotna druzba d.d

South Africa Share Transactions Totally Electronic STRATE Ltd

Spain IBERCLEAR

Sri Lanka Central Depository System Pvt Limited

Sweden Vsrdepapperscentralen VPC AB

Swedish Central Securities Depository

Switzerland Segalntersettle AG SIS

Taiwan R.O.C Taiwan Depository and Clearing Corporation

Thailand Thailand Securities Depository Company Limited
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Togo Depositaire Central Banque de Reglement

Trinidad and Tobago Trinidad and Tobago Central Bank

Tunisia Societe Tunisienne interprofessionelle pour Ia Compensation

C/TABLE
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SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
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COUNTRY DEPOSITORIES

et de Depots des Valeurs Mobilieres STICODEVAM

Turkey Central Hank of Turkey

Central Registry Agency

Uganda Bank of Uganda

Ukraine Mizhregionalny Fondovy Souz

National Bank of Ukraine

United Arab Emiratea Clearing and Depository System

department of the Dubai Financial Market

United Kingdom CreatCo

Uruguay Banco Central del Uruguay

Venezuela Banco Central de Venezuela

Caja Venezolana de Valores

Vietnam Vietnam Securities Depository

Eambia Bank of Zambia

LuBE Central Shares Depository Limited

TRANSNATIONAL

Euroclear

Clearstream Banking S.A
C/TABLE
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PUBLICATION/TYPE OF INFORI4AflON BRIEF DESCRIPTION

CS
SCHEDULED FREQUENCY

The Guide to Custody in World Markets overview of settlement and safekeeping procedures

hardcopy annually and regular custody practices and foreign investor considerations for

website updates the markets in which State Street offers custodial services

Global Custody Network Review Information relating to Foreign SubCustodians in State

annually Streets Global Custody Network The Review stands as an

integral part of the materials that State Street provides to

its U.S mutual fund clients to assist them in complying

with SEC Rule l7f-5 The Review also gives insight into

State Streets market expansion and Foreign SubCustodian

selection processes as well as the procedures and controls

used to monitor the financial condition and performance of

our Foreign SubCustodian banks

Securities Depository Review Custody risk analyses of the Foreign Securities Depositories

annually presently operating in Network markets This publication is

en integral part of the materials that State Street provides

to its U.S mutual fund clients to meet informational

obligations created by SEC Rule 17f7

Global Legal Survey With respect to each market in which State Street offers

annually custodial services opinions relating to whether local law

restricts access of funds independent public

accountants to books and records of Foreign SubCustodian

or Foreign Securities System ii funds ability to

recover in the event of bankruptcy or insolvency of

Foreign Sub-Custodian or Foreign Securities System iii
funds ability to recover in the event of loss by

Foreign SubCustodian or Foreign Securities System and iv
the ability of foreign investor to convert cash and cash

equivalents to U.S dollars

Subcustodian Agreements Copies of the contracts that State Street has entered into

annually with each Foreign SubCustodian that maintains U.S mutual

fund assets in the markets in which State Street offers

custodial services

Global Market Bulletin Information on changing settlement and custody conditions in

daily or as necessary markets where State Street offers custodial services

Includes changes in market and tax regulations depository

developments dematerialization information as well as

other market changes that may impact State Streets clients

Foreign Custody Advisories For those markets where State Street offers custodial

as necessary services that exhibit special risks or infrastructures

impacting custody State Street issues market advisories to

highlight those unique market factors which might impact our

ability to offer recognized custody service levels

Material Change Notices Infàrmationsl letters and accdmpsnying materials confirming

presently on quarterly basis or State Streets foreign custody arrangements including

as otherwise necessary summary of material changes with Foreign SubCustodians that

have occurred during the previous quarter The notices also

identify any material changes in the custodial risks

associated with maintaining assets with Foreign Securities

Depositories

C/TABLE
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REMOTE ACCESS SERVICES ADDENDUM

To Custodian Contract by and between State Street Bank and Trust Company
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and each registered investment company identified on the signature page

hereto dated February 2007

State Street and its subsidiaries have developed proprietary accounting and

other systems which we utilize in conjunction with the services we provide to

you the Systems In this regard we maintain certain information in

databases under our control end ownership that we make available on remote

basis to our customers the Remote Access Services

The Services This addendum shall govern use of all Systems that State

Street may from time to time agree to provide you the Customer and your

designated investment advisors consultants or other third parties authorized by

State Street who agree to abide by the terms of this Addendum Authorized

Designees in order to provide Remote Access Services for the purpose of

obtaining and analyzing reports and information

Security Procedures You agree to comply and to cause your Authorized

Designees to comply with remote access operating standards and procedures and

with user identification or other password control requirements and other

security procedures as may be issued from time to time by State Street for use

of the Systems and access to the Remote Access Services You agree to advise

State Street immediately in the event that you learn or have reason to believe

that any person to whom you have given access to the Systems or the Remote

Access Services has violated or intends to violate the terms of this Addendum

and you will cooperate with State Street in seeking injunctive or other

equitable relief You agree to discontinue use of the Systems and Remote Access

Services if requested for any security reasons cited by State Street

Fees Fees and charges if any for the use of the Systems and the Remote

Access Services and related payment terms shall be as set forth in the fee

schedule in effect from time to time between the parties the Fee Schedule

You shall be responsible for any tariffs duties or taxes imposed or levied by

any government or governmental agency by reason of the transactions contemplated

by this Addendum including without limitation federal state and local taxes

use value added and personal property taxes other than income franchise or

similar taxes which may be imposed or assessed against State Street Any

claimed exemption from such tariffs duties or taxes shall be supported by

proper documentary evidence delivered to State Street

Proprietary Information/Injunctive Relief The Systems and Remote Access

Services and the databases computer programs screen formats report formats

interactive design techniques formulae processes systems software knowhow

algorithms programs training aids printed materials methods books records

files documentation and other information made available to you by State Street

as part of the Remote Access Services and through the use of the Systems and all

copyrights patents trade secrets and other proprietary rights of State Street

and its relevant licensors related thereto are the exclusive valuable and

confidential property of State Street and its relevant licensora as applicable

the Proprietary Information

You agree on behalf of yourself and your Authorized Designees to keep the

Proprietary Information confidential and to limit access to your employees and

Authorized Designees under similar duty of confidentiality who require

access to the Systems for the purposes intended The foregoing shall not apply

to Proprietary Information in the public domain or required by law to be made

public

PAGE

You agree to use the Remote Access Services only in connection with the

proper purposes of this Addendum You will not and will cause your employees

and Authorized Designees not to permit any third party to use the Systems

or the Remote Access Services ii sell rent license or otherwise use the

Systems or the Remote Access Services in the operation of service bureau or

for any purpose other than as expressly authorized under this Addendum iii

use the Systems or the Remote Access Services for any fund trust or other

investment vehicle without the prior written consent of State Street or iv

allow or cause any information transmitted from State Streets databases
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including data from third party soirces available through use of the systems or

the Remote Access Services to be redistributed or retransmitted for other than

use for or on behalf of youraelf as our Customer

You agree that neither you nor your Authorized Designees will modify the

Systems in any way enhance or otherwise create derivative works based upon the

Systems nor will you or your Authorized Designees reverse engineer decompile

or otherwise attempt to secure the source code for all or any part of the

Systems

You acknowledge that the disclosure of any Proprietary Information or of

any information which at law or equity ought to remain confidential will

immediately give rise to continuing irreparable injury inadequately compensable

in damages at law and that State Street and its licensor if applicable shall

be entitled to obtain immediate injunctive relief against the breach or

threatened breach of any of the foregoing undertakings in addition to any other

legal remedies which may be available

Limited Warranties State Street represents and warrants that it has the

right to grant access to the Systems and to provide the Remote Access Services

contemplated herein Because of the nature of computer information technology

including but not limited to the use of the Internet and the necessity of

relying upon third-party sources and data and pricing information obtained from

third parties the Systeme and Remote Access services are provided AS IS and

you and your Authorired Designees shall be solely responsible for the investment

decisions results obtained regulatory reports and statements produced using

the Remote Access Services State Street and its relevant licensors will not be

liable tn you or your Authorized Designees for any direct or indirect special

incidental punitive or consequential damages arising out of or in any way

connected with the Systems or the Remote Access Services nor shall either party

be responsible for delays or nonperformsnce under this Addendum arising out of

any cause or event beyond such partys control

EXCEPT AS EXPRESSLY SET FORTH IN THIS ADDENDUM STATE STREET FOR ITSELF AND

ITS RELEVANT LICENSORS EXPRESSLY DISCLAIMS ANY AND ALL WARRANTIES CONCERNING THE

SYSTEM AND THE SERVICES TO BE RENDERED HEREUNDER WHETHER EXPRESS OR IMPLIED

INCLUDING WITHOUT LIMITATION ANY WARRANTY OF MERCHANTIBILITY OR FITNESS FOR

PARTICULAR PURPOSE

Infringement State Street will defend or at our option settle any claim

or action brought against you to the extent that it is based upon an assertion

that access to any proprietary System developed and owned by Stste Street or use

of the Remote Access Services through any such proprietary System by you under

this Addendum constitutes direct infringement of any United States patent or

copyright or misappropriation of trade secret provided that you notify State

PAGE

Street promptly in writing of any such claim or proceeding and cooperate with

Stste Street in the defense of such claim or proceeding- Should any such

proprietary System or the Remote Access Services accessed thereby or any part

thereof become or in State Streets opinion be likely to become the subject of

claim of infringement or the like under the patent or copyright or trade

secret laws of the United States State Street shall have the right at State

Streets sole option to procure for you the right to continue using such

System or Remote Accese Services ii replace or modify such System or Remote

Access Services so that the System or the Remote Accees Services becomes

noninfringing or iii terminate access to the Remote Access Services without

further obligation

Termination Either party may terminate access to the Remote Access

Services for any reason by giving the other party at least onehundred and

eighty 180 days prior written notice in the case of notice of termination by

State Street to you or thirty 30 days notice in the case of notice from you

to State Street of termination or ii immediately for failure of the other

party to comply with any material term and condition of the Addendum by giving

the other party written notice of termination In the event of termination you

will return to State Street all Proprietary Information in your possession or in
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the possession of your Authorized Designees The foregoing provisions with

respect to confidentiality and infringement will survive termination for

period of three years

Miscellaneous Except as provided in the next sentence this Addendum

constitutes our entire understanding with respect to access to the Systems and

the Remote Access Services If any State Street custody accounting or other

services agreement with you contains terms and conditions relating to computer

systems or data access this Addendum shall constitute an amendment and

supplement to them and in the event of any inconsistency the provisions

providing the greatest benefit to State Street shall control This Addendum

cannot be modified or altered except in writing duly executed by both of us

and shall be governed by and construed in accordance with the laws of the

Commonwealth of Massachusetts

next page is signsture page

PAGE

CONFIRMED AND AGREED

Each of the following registered investment companies acting with respect to

each of its series if any or if it has no auth series acting for itself

severally and not jointly

HARTFORD SERIES FUND INC

By Is Tamare Fagely

Name Tamara Fagely

Title Vice President

THE HARTFORD MUTUAL FUNDS INC

By Is Tamara Fagely

Name Tamara Fagely

Title Vice President

THE HARTFORD MUTUAL FUNDS II INC

By /5/ Tamara Fagely

Name Tamars Fagely

Title Vice president

HARTFORD ELS SERIES FUND II INC

By Is Tamara Fagely

Name Tamara Fsgely

Title Vice President

HARTFORD INCOME SHARES FUND INC

By Is Tariara Fagely

Name Tamara Fagely

Title Vice president
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TYPEEX-99.H
SEQUENCE5
FILENAMEb62326lcexv99whwxiy txt

DESCRIPTIONTRANSFER AGENCY AND SERVICE AGREEMENT

TEXT
PAGE

EXECUTION COPY

Exhibit h.J

TRANSFER AGENCY AND SERVICE AGREEMENT

AGREEMENT made as of the day of February 2006 by and among The Hartford
Mutual Funds Inc Maryland corporation having its principal office and

place of business at 200 Hopmeadow Street Siinsbury 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
fIASCO 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 Funds 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 fiASCO as

transfer agent dividend disbursing agent and agent in connection with certain
other activities and fIASCO desires to accept such appointment

NOW THEREFORE in consideration of the mutual covenants herein contained
the parties hereto agree as follows

TERMS OF APPOINTMENT 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
dividend 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 fIASCO 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 HASCO 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

PAGE
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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 appropriate documentation thereof
to the custodian

iv In respect to the transactions in items ii and iii
above HASCO is authorized to accept purchase orders and

redemption requests from broker-dealers authorized by the

Funds and from investors

Cv 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 reccrds 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 instructiob 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 and as relevant agent in connection

with accumulation openaccount 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
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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 HASCO 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 FundTs 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 sub-transfer agent or

brokerdealer 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 HASCO 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 HASCO 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

PAGE

the Funds as such may be amended by the Board of Directors of

the Funds from time to time

HASCO will ensure Designated Partners and TPAs appointed by fiASCO

shall agree to provide HASCO with information regarding
trading in Fund shares by participant accounts sufficient to
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enable FIASCO to enforce the market timing policy set forth in the

Funds prospectus arid ii to the extent required by Rule 22c2
under the Investment Company Act of 1940 to execute FIASCOs

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 FundsT

anti-money laundering ANL compliance program and FIASCO

agrees to implement the requirements of the 2NL compliance

program with respect to purchases of the Funds shares In

accordance with mutually-agreed 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 USA PATRIOT Act for AML compliance with

respect to transactions in their shares HASCO agrees to

cooperate with any request from examiners of United States

Goverrunent agencies having jurisdiction over the Funds for

information and records relating to the Funds NL 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 FIASCO 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 FIASCO as

set forth in this Agreement and agrees to cause its employees

agents rØprØsentatives or any other party to whom FIASCO 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

PAGE

further agrees to cause all its agents representatives
subcontractors or any other party to whom FIASCO 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
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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 TPAs 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

HAS CO

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 FIASCO 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 outof-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

FIASCO Shareholder Participant Account shall mean any
shareholder account maintained on the books and records of FIASCO 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 FIASCO 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 FIASCO for reasonable out-ofpocket 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

PAGE

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 FIASCO by the Funds at least

seven days prior to the mailing date of such materials

http//www.sec.gov/Archives/edgar/data/1 006415/00009501 3506005786/b623261cexv99wh.. 2/3/2011



Case 21 1-cv-01083-DMC -JAD Document 3-2 Filed 03/04/11 Page 51 of 80 PagelD 852

Page of 12

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 l7Ac of the Securities Exchange Act of 1934 as amended

3.3 It is empowered under applicable laws and by its Charter and ByLaws
to enter into and perform this Agreement

3.4 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 Maryland

4.2 Each is empowered under applicable laws and by its Articles of

Incorporation and ByLaws to enter into and perform this Agreeiuent

4.3 All corporate proceedings required by such Articles of Incorporation
and By-Laws have been taken to authorize them to enter into and

perform this Agreement

PAGE

4.4 Each is registered as an open-end 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 HASCO when such registration statement

shall have been amended to include additional series of the Fund and

shall notify HASCO 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
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formats report formats interactive design techniques and

documentation manuals furnished to the Funds by HASCO as part of their

ability to access certain Funds-related data Customer Data
maintained by HASCO on data bases under the control and ownership of

IASCO Data Access Services constitute copyrighted trade secret

or other proprietary information collectively Proprietary

Information of substantial value to HASCO 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

HASCO 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 HASCO and solely in accordance with

HASCOs 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 HASCOs 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 HASCO

that the Funds shall have access only to those authorized

transactions agreed upon by the parties

PAGE

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 third-party

data including but not limited to the accuracy thereof DATA ACCESS

SERVICES AND ALL COMPUTER PROGRAMS AND SOFTWARE SPECIFICATIONS OSED 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
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INDEMNIFICATION

6.1 HASCO shall not be responsible for and the Funds Shall on behalf of

the applicable Portfolio indemnify and holdHASCO 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 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

PAGE

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 comply with 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 TPAS
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 TPAs 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
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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

co-transfer agent or co-registrar

6.3 The Funds shall not be responsible for and FIASCO 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 FIASCO to comply
with the terms of this Agreement due to FIASCOs 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 transmissicn 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

PAGE

Notwithstanding the above FIASCO shall not he excused from liability
in the event any telecommunications power or equipment of FIASCO 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 FIASCO FIASCO 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 FIASCO

FIASCO shall in no case confess any claim or make any compromise in any
case in which the Funds may be required to indemnify FIASCO 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 Portfolios1 and of no other

Portfolio

STANDARD OF CARE

FIASCO 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 FIASCO

8.1 The Funds shall on behalf of each of the Portfolios promptly furnish
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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 ByLaws 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 the Investment 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

PAGE

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 90 days

written notice to the other

9.2 Should the Funds exercise their right to terminate all outof-pocket

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
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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

11

PAGE

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

12

PAGE

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 /s/ Robert Arena

Name Robert Arena
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Title Vice President

THE HARTFORD MUTUAL FUNDS II INC
Severally on behalf of their respective

Series of Shares

BY Is Robert Arena

Name Robert Arena

Title Vice President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

BY 1sf Denise Settimi

Name Denise Settimi

Title Operations Officer

13--

PAGE
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 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

/TEXT
DOCUMENT
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DOCUMENT
TYPEEX99 XIX
SEQUENCE1
FILENAMEb68 64 3alexv9 9wxhyxxixy.txt

DESCRIPTIONTRANSFER AGENCY FEE WAIVER AGREEMENT

TEXT
PAGE

Exhibit 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 cf 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

terni

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
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THE HARTFORD MUTUAL FUNDS II INC

Name 1sf Tainara Fagely

Tamara Fagely
Title Vice President Treasurer and

Controller

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name 1sf Robert Arena

Robert Arena

TLtle Director and Senior Vice

President

/TEXT
/DOCUMENT
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DOCUNENT
TYPEEX99.E.I
SEQUENCEl
CFILENIU4Eb4 578 8hlexv99wewi .txt

CDESCRIpTIONPRINCIPAL UNDERWRITING AGREEMENT

TEXT
PAGE

EXHIBIT 99.ei

PRINCIPAL UNDERWRITING AGREEMENT

The ITT Hartford Mutual Funds Inc the Company7
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

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

Ycu have informed us that your company Hartford Securities Distribution

Company HSD is registered as broker-dealer under the provisions of the

Securities Exchange Act cf 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 cf voting on the Approval of this Agreement

PAGE

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
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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 subagents or distribute the Shares

through dealers or otherwise as you may determine necessary or desirablefrom

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 selfemployed 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

In addition in accordance with the distribution plans adopted

pursuant to Rule 12bl 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

HSD 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
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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 and 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 resale 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
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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

upplements 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 communications 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

hup//www.sec.gov/Archives/edgar/data/1 006415/000095013503001 502/b45788h1 exv99w.. 2/3/2011



Case 21 1-cv-01083-DMC -JAD Document 3-2 Filed 03/04/11 Page 66 of 80 PageD 867

Page of

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 immediately refund tc us the full amount of any sales commission net of

allowances tc 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 conunissions 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 Ci 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
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the State of Connecticut and shall be interpreted and construed to further and

promote the operation of the company as an openend investment company As used

herein the terms Net Asset Value Offering 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 Hond Income Strategy Fund

ITT Hartford Money Market Fund

By Is 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 Cummins

Its Vice President

/TEXT
DOCUMENT

http//www.sec.gov/Archives/edgar/datallOO64l 5/000095013503001 502/b45788h1 exv99w.. 2/3/2011



Case 211-cv-01083-DMC -JAD Document 3-2 Filed 03/04/11 Page 68 of 80 PagelD 869

Page of

DOCUMENT
TYPEEX99.E III

SEQUENCE20
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DESCRIPTIONAMEND TO PRINCIPAL UNDERWRITING AGRMT

TEXT
PAGE

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 subagents 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 sub-agent 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

/TEXT
DOCUMENT
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FILENAMEb60453alexv99whxiXy txt

DESCRIPTIONFUND ACCOUNTING AGREEMENT DATED JANUARY 2000

TEXT
PAGE

EXHIBIT 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 tqgether 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 investment 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 prospectuses 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 aä 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 3la-l

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
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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 3la-2 under the 1940 Act

the records required to be maintained by Rule 3lal 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 suoh

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
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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

TERM

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 collectively 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 Hopmeadow Street Simsbury

CT 06089 Attn George Jay if to the Funds at their principal place of

business or 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 firstclass 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
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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 speoific

written oonsent of the other party which in the oase of assignment to an

affiliate shall not be unreasonably denied

AMENDMENTS

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

PAGE

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 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

The Hartford Stock Fund

By Is David Znamierowski

David znamierowski President

Hartford Life Insurance Company
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By Is George Jay

George Jay Assistant Vice President

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 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

PAGE

SCHEDULE

to the Fund Accounting Agreement

PRICING AUTHORIZATION FORM

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
CAPTION
SECURITY TYPE SOURCE/TYPE OF QUOTE TOLERANCE LEVEL GENERAL BACKUP

Bonds domestic IDC/Broker Quotes 1% Broker Quotes

Equities domestic Reuters/last sale or mean 5% Blooxuberg

between bid and ask if no

last sale

Bonds foreign IDC/Hroker Quotes 1% Broker Quotes

Equities foreign IDC/ last sale or mean 5% Bloomberg
between last bid and ask
if no last sale

c/TABLE

PAGE
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SCHEDULE

to the Funding Accounting Agreement

MUTUAL FUND ACCOUNTING FEES

TABLE
CAPTION
AGGREGATE FUND NET ASSETS ANNUAL FEE

All Assets 1.5 Basis Points

C/TABLE
c/TEXT

DOCUMENT
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TYPEEX99.HV
SEQUENCE7
FILENANEb5O650mfexv99whxvy txt

DESCRIPTIONSHARE PURCHASE AGREEMENT
TEXT
PAGE

THE HARTFORD MUTUAL FUNDS INC
TEE HARTFORD MUTUAL FUNDS II INC

SHARE PURCHASE AGREEMENT

HARTFORD LIFE INSURANCE COMPANY HL Connecticut Corporation as

Sponsor-Depositor 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 arid 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 arrangement 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

ELs 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 Ci annual and semiannual reports of the Funds condition and

ii any other Fund shareholder notice report or document required by law

to be

http//www.sec.gov/Archives/edgar/datall 006415/00009501 3504002722/b5O6SOmfexv99w.. 2/1/2011
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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 will 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 EL 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

I-IL 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 EL or the Fund upon six months advance notice to the

other

At the option of EL 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

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 EL 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

http//www.sec.gov/Archives/edgar/data/1 006415/00009501 3504002722/b5Oó50ntfexv99w.. 2/1/2011
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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 ML

Hartford Life Insurance Company
P.O Box 2999

Hartford Connecticut 06104-2999

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 EL will to the extent required by

law Ca distribute proxy materials applicable to the Series to eligible
Contract owners solicit voting instructions from eligible Contract owners

Cc 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 Ce 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

PACE

Dated May 2004

THE HARTFORD MUTUAL FUNDS INC

By Is David Znamierowski

David Znamierowski

THE HARTFORD MUTUAL FUNDS II ENC

By /5/ David Znamierowski

David Znamierowski

http//www.sec.gov/Archives/eclgar/data/1 006415/00009501 35040027221b50650mfexv99w.. 2/1/2011
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HARTFORD LIFE INSURANCE COMPANY

By is Eric Wietsma

Eric Wietsma

C/TEXT
C/DOCUMENT

http//www.sec.gov/Archives/edgar/datall 006415/00009501 3504002722/bSOóSOmfexv99w.. 2/1/2011
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MUTUAL FUND ADVISORY FEES NEW EVIDENCE
AND FAIR FIDUCIARY DUTY TEST

JOHN FREEMAN STEWART BRowN STEVE POMERANTZ

Introduction

Anyone 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 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
The mutual fund industry is financial force in this country managing

assets for more than 90 million Americans roug$y half the nations

households.2 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.B.A 1967 J.D 1970 University ofNotre Dame LL.M 1976 University ofPenusylvania

Member Ohio and South Carolina Bars

Professor of Finance Emeritus Florida State University B.S.B.A 1970 M.B.A

1971 PhD 1974 University of Florida

B.A 1981 Queens College City University of New Yorlq PhD 1986 University of

California-Berkeley

From time to time each of the authors has served as litigation consultant or as an expert

witness on behalf of mutual tijnd shareholders in litigation challenging the thirness of mutual

fund fees

MutualFundLegislattonofl9ô7 HearingonS 659 Before theN Comm on Banking

and Currency 90th Cong 3531967 testimonyofPaul Samuelson The investmentpaidoff

Id.see also Ruth Simon How Funds GetRichat Your Expense MONEY Feb 1995 at 130 131

It is far more lucrative to own mutual fund company than to invest in the companys

products.

Nv Co INsT 2006 Ixwsm rC0MPANY FAa BooK 46th ed 2006 available at

http//www.ici.org/pdff2006_factbook.pdf According to one industry insider most of the

money saved by Americans from 1999-2001 was used to purchase mutual fund shares See

John Bogle Founder and Former CEO The Vanguard Group The End of Mutual Fund

Dominance Keynote Address Before the Financial Planning Association Apr 25 2002

ovsnscrawzilabkathttp//www.vanguard.cotn/bogle_siteIsp20020425.htuil notingthat $320

billion was used to purchase fund shares out of $385 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.3 But because the adviser

dominates the board the fee negotiation cannot truly be anns-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 perforniance.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 purchase 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 legal issues arising therefrom is

presented in lobe Freeman The Mutual FundDistributiou Expense Mess 32 CORP 739

2007
Gartenberg Merrill Lynch Asset Mgmt Inc 694 F.2d 923 929 2d Cir 1982

It is harsh but accurate to refer to mutual funds as captives of the advisers who set

them up The.United States Supreme Court recognized this reality inBws Lasker 441 U.S

471 1979 observing that fund cannot as practical matter sever its relationship with the

adviser Id at 481 quoting RES No 91-184 at 1969 as reprinted in 1970

U.S.C.C.A.N 4897 4901

In the words of furmer SEC Chairman Ray Garrett Jr No issuer of securities is

subject to more detailed regulation than mutual fund Letter from Ray Garrett Jr Chairman

Sec Exch Commn to Sen John Sparkman at Nov 1974 quoted in John Freeman

Marketing Mut ual Funds and Individual Insurance 28 S.C REV 1771976
In an exception to this rule in 2002 Japan Funds directors and shareholders agreed

to hire FidelityManagement Research to manage the funds portfolio shunning Deutsche

Bank affiliate See Ian McDonald Seven Questions WALL ST ONUNE Dec 23 2002 on

file with the authors
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advisory income from portfolio management is the fund advisers profit

center.8

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 arms-length bargaining with fund advisers This comparison

demonstrates that advisory fees are set at rates that enable fund sponsors to

earn economic profitsprofltstypically garnered by companies facing little

or no competition in the marketplace.1 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 for mutual fluids that charge sales loads to incoming

investors See Sec Exch Commn Historical Socy Rundtab1e on Investment Company

Regulation 94 Dec 2002 remarks of Joel Goldberg former Director of Investment

Management Securities and Exchange Commission available at http//

www 8e0hjstojcai.orgIcollection/oralHistorieslroUfldtab1eS/inVe5tmefltCORegUlatbOil

lNVl204Transcriptpdf

See WHARTON SCH OFFIN COMMERCE ASTUDYOFMUTUALPUNDS H.R REP No

87-22741962 WHAR.TONREPORTI see a/so SEC EXCH COMMN PUBLIC POLICY

IMPLICATIONS OFINVESTMENr COMPANY GROWTH H.R REp No.89-23371966

PPI STUDY awiilableathttp//sevhistorical.orgIcOlleCtion/PaPCrS/l960/l966_InVeStC0GT0vt1

John Freeman Stewart Brown Mutual FundAdvisory Fees The Cost of Conflicts of

interest 26 CoitP 609 2001 The Freeman Brown article will be reibrredto textually

as FreemanBrown

10 The concept of economic profits is discussed ittfra note 26 and accompanying text

11 See John Coates IV Glenn Hubbard Competition in the Mutual Fund Industry

Evidence and Implications for PolIcy 33 CORP 1512007 This article will be referred

to textually as Coates-Hubbard Background concerning different versions of Coates

Hubbard is set forth infra note 79

12 Investment Company Act of 1940 6b 15 U.S.C 80a-35b 2000
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fee gouging.3 Though Congress enacted 36b because it recognized the

potential for abuse 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 unfair

scavenger hunt-style liability test Gartenberg demands fund shareholders

prove
their case with evidence that is usually hidden and once found subject

to bitter disputes between the parties experts Even worse Gartenberg

pemiits 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 Garenberg to bar use at trial of the best evidence

of fair 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 sufticiently 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 See infra Part IV.A

14 694 F.2d 923 2d Cir 1982

15 See e.g Gallus Ameriprise Fin Inc 497 Supp 2d 974 982 Minn 2007

Since Gartenberg courts have held that other mutual funds provide the relevant comparison

fur measuring feesnot non-mutual fund institutional clients Order Granting Delndants

Motion in Limine Baker Am Centurylnv Mgmt Inc.No 04-4039-CV-C-ODS W.D Mo

July 172006 barring introduction of evidence related to non-mutual fund accounts Kalish

Franklin Advisers Inc 142 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 adviser-managers of similar funds affd 928 F.2d 590

2d Cir 1991 In Kalish the district court went so far as to suggest that even fee pricing

comparison to similarVanguard mutual fund managed by an outside adviser was seriously

flawed because Vanguard furnished various administrative services to its fluids on an at.cost

basis 1d at 12311250 Assuming the comparison fucused purely on fees for advisory services

rendered by the Franklin fund and the similarVanguard fund the comparison would not be

seriously flawed The comparison would be highly appropriate
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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 fiduciary duties needs to be recognized for

what it is prima fade 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 2001 Fund boards

should impose the most fuvored 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

Vanguard funds who bargain at arms-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 starting

point for courts called onto 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

Mutual Funds Conflicted Management Structure

Any discussion of mutual fund fees must begin with discussion of mutual

funds unique management structure Mutual funds do not function like

normal businesses In normal business the firmsmanagement 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 fmds mutual funds

16 411 U.S 792 1973
17 SeegenerallyFreemanBmwnsx4pranote discussingthe structure of mutual fund

fees in relation to pension fund fres
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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

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 the same reason that

investors own Microsoft or General Motors To make money for

themselves.8

The advisers grip on the fund management starts when the fund is formed and

tends to be strong and enduring.9

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 Reftning to testimony offered by fund industry executives one former SEC

Commissioner emphasized the advisers dominant position vis-d-vis the controlled fund

They also made the point that the investment adviser creates the fund and

operates it in effect as business Many of them stated that It is our fired we run

it we manage it we control it and dont think there is anything wrong

them saying it They were just admitting what is fact of life

The investment adviser does control the fund

Investment CompanyActAmendrnents of 1967 Hearings on H. 9510 and H. 9511 Before

the Subcomm on Commerce Fin ofthe Comm onlnterst ate and Fo reign Commerce 90th

Cong 6741967 statement of Manuel Cohen Commr Securities Exchange Commission

20 Burke Lasker 441 U.S 471484 1979
21 The number of independent directors varies For any funds ibrmed under the special

provisions of section 10d of the Investment Company Act of 1940 15 U.S.C 80a-1Od

2000 only single independent director is required Normally however 40% of the board

must be comprised of independent directors Id 80a-10a 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-.1bXl 2007 In 2004

the SEC proposed anile 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 Ian 232004 to be codified at 17 C.F.R Pt 270 The

SEC subsequently adopted Rule 0-1aX7 17 C.F.R 270.0-1a7 2007 See Investment

Company Governance Investment Company Act Release No 26520 69 Fed Reg 46378

46389 Aug 2004 The original compliance date for the govemance changes was January

162006 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 satislr

certain rulemaking requirements remanding the matter to the SEC to address the deficiencies

Chamber ofCommerce ofthe 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

year 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 anns-length

bargaining leads to excessive fees

II Mutual Fund SponsorsYour Best 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 years
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 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%.25

that defeat the SEC promptly issued release declaring that it had determined not to modifj

or seek farther public comment on its heightened independence requirements Investment

Company Governance Investment Company Act Release No 26985 70 Fed Reg 39390

July 2005 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 court has allowed the SEC to continue to

study the issue Id This study presumably continues as the SEC has not yet filed its definitive

response

22 See Investment Company Actofl94O 15a 15 U.S.C 80a-15a Under section

15a of the Investment Company Act of 1940 the finds financial dealings with its investment

adviser must be governed by written advisory contract Independent directors have special

responsibilities regarding the advisory agreement majority of the independent directors must

vote in person at specially designated meeting to approve it and its renewals every year The

board can terminate the contract at any time without penalty on sixty-days notice id

23 IfOnlylHadBought USATODAY Apr 162007 at 8B available athttpJ/www

usatoday.conj/money/top25-stocks.htm

24 According to Morningstars Principia database the actual return for the SP 500 index

over the period was 1944%

25 The top 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 industries.26

As Table below makes clear27 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 performance turned in by fund management companies

as whole over the twenty-five-year period ending in 20062S Compound

Franklin Resources up 64224%

Danaher up 47913%

Eaton Vance up 38444%

UnitedHealth up 37672%

Cisco Systems up 33632%

International Gaming Technology up 33436%

Biomet up 30531%

Microsoft up 29266%

Best Buy up 28703%

10 Oracle up 28535%

IfOnlyl HadBought.. supra note 23

26 It is possible to calculate economic profits by looking at what is called econoniic value

added EVA term coined by consulting firm Stern Stewart Co For discussion of the

economic value added concept and its utility see EVA Dimensions LLC http//www

evadimensions.comlmain.php last visited Mar 31 2008 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 referred to as the

economic value added EVA thus captures not only the fmancial result reflected by the income

statement 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 fund sponsorsEaton

Vance Federated 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 l8.9% 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

fur Research on Securities Prices database The fund sponsors presented are 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 fund sponsors
earned statistically significant risk adjusted

excess returns over the twenty-five-year-period from 1982 to 2006 capitalization weighted

index of publicly traded fund sponsors had compound average annual return of 27.8% versus

13.4% for the SP 500 index over the same period The ability of specific
thud 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 fund sponsors tended

to more than double those turned in by SP 500 companies over the years in question



Case 211-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 10 of 113 PagelD 891

2008 MUTUAL FUND AD VJSORYFEES 91

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 Diffencs

Merket Coaoemd Am SP Conpouild

Capltalizaaon Beg iIt Spmaor Annual Retain 060 Return Aniiat

Fund aonsor $BiIlions Dates Betas Moj1l Beta Or Period Dasr Pelted Returi

ftillanceBeiiateln $6.81 May-88 Dec-06 224 1.00 23.4% 12.0% 17.4%

EabnVartceCorp $4.18 Jan-82 Dec-06 306 128 27.8% 13.4% 14.5%

FranidinReererres $27.n Oct-83 Dec-06 279 0.13 32.9% 12.5% 23.4%

Le Mason Inc $15.34 Sep-82 Dec-08 280 134 19.1% 12.5% 8.6%

TRcee Rice $1I.M May-06 Dec-08 248 155 21.0% 117% a3%

Aansges $132 1.02 28.1% 12.4% 13.4%

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 factor ofsixty times from $1.5 billion 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 Mark Investors Focus on Stockr

HeIpedLft October Assets to Level for the First Time WALL ST Nov 30 2006 at Cli

31 ReeccaKnightMakingaSuccessoUtOfSimPliCiY4fUtuaiFUfldS Hedge Funds and

ETFs Have TheirAdmirers but Mutual Funds Keep Growing Says Rebecca Knight FIILTIMES

June 20 2006 at 10

32 For professionally managed equity mutual funds the kind used by many fund

shareholders to indirectly invest in the stock market the weighted average expense ratio is

i.12% significantly higher than the industry average SeeJASONKARCESKIETAL PORTFOLIO

TRANSACTIONS COSTS AT U.S EQUITY MUTUAL FUNDs 16 tbl.2 2004 httpil/www.zero

alphagroup.com/newslExection_CoStSPaPer...NOV....15_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 Fund Advisory 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 fluid 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 fluid 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 These

interested-director contracts are related party transactions35 carrying the

ever-present risk ofunfair 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

Imagine 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 soon be swamped by

eager competitors until returns are driven down But in fund

management that does not seem to be happening The average

33 Sonic mutual funds are index funds which are constructed around unmanaged portfolios

designed to replicate the holdings of various benchmarks such as the SP 500 index These

index funds lack the professional management feature common to the rest of the fund industry

See Sec hxch Commn Index Funds http//www.sec.gov/answers/indexf hIm last visited

Mar 31 2008

34 key exception to this rule is the Vanguard Group of funds See Infranotes 40-42 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 securities laws See 17 C.F.R 229.404

2007 describing disclosure requirements for with related persons where the

awn involved exceeds $120000
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profit margin of the fund managers thai took part in survey by

Boston Consulting Group was staggering 42% In part this is

because most fund managers do not compete on price

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 fact that essentially all fees are negotiated by conflicted boards

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 EcoNOMIST 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 Conjmn Remarks Before the 2006 Securities Law

Developments Conference Sponsored by the Investment Company Institute Educational

Foundation Dec 42006 transcript
available at http//www.sec.gov/news/speecW2006/spchl

20406bgc.htin recognizing the possibility that many investors are paying more for the services

provided by their mutual funds than they would if the price had been set in satisfactorily

competitive markef
37 See infraPartV.D and accompanying text see a/so infranotes 170-71220 223-29 and

accompanying text

38 Currently the comparables commonly used in evaluating fluid advisory fees are

distorted for two reasons First conflicted boards compare fund Ibes 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 defmition neither side is under any compulsion to deal Second the fee comparators

themselves are 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 Sçe Oversight Hearing

on Mutual Funds Hidden Fees Misgovernance and Other Practices that Harm Investors

Hearing Before the Subeorern 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 Jeffley Keil Vice-President Lipper Inc available at

httpI/www.access.gpo.gov/congresslsenate/pd17108hrg192686.Pdf

The authors believe Lipper-generated comparators are based on biased methodology To

understand the problem inLippers methods one must first understand that lottie 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 wiere fees tend to be lower The

first problem arises because when examining and reporting on comparative funds Lipper looks

at funds 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 dosed fee comparison system at any point in 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

fund 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

Fortuhately the fund marketplace provides an exception to the norm of

conflicted decisionmaking in the form of the Vanguard Group of funds

Unlike the standard practice elsewhere in the fund industry no Vanguard fund

director is employed by any entity selling invesiment advice to Vanguard

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 thuds appear relatively tower In an attempt to correct for this problem Lipper

introduced the second data problem The second problem arises because Lipper 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

thuds typically
have either fixed fee schedule or fee schedule that often stops fur below the

level of assets for the subject fimd Comparative fees at the higher asset levels are biased

upwerd 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 fur 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 Lipper-picked peer group funds would be charging at the subject funds asset

leveL By showing higher peer the levels than actually exists in the marketplace the

methodology is skewed to make the subject funds look low in comparisonthus benefitting

the sponsor

39 See infra Figure

40 As Vanguards founder John Bogle explained Vanguard none of our

external managers are represented John Bogle Address at the Is There Better Way

to Regulate Mutual Funds Event Series ofthe American Enterprise Institute of Public Policy

Research May 2006 transcript available at http//www.aei.orglevefltS/fllter.allevCiltID

1317/transcript.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 of free 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 of 2004 twenty-one Vanguard equity and balanced funds were actively

managed meaning they were not index funds.43 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

percent meaning that Vanguards expense ratio of .40% or 40 bps was less

than one-half the industry average of 91 bps.45 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 its managers operate purely

in the interests ofthe hinds and their shareholders the assets in its particular hinds are managed

by third-party or external advisers sometimes leading to confusing tenninology 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 of hinds emerged as free-standing mutual fund complex

outside any advisers domination What are knowntoday as the Vanguard funds previously had

been controlled by the Wellington Group of Investment Companies See John Bogle Re

Mutualizing the Mutual Fund IndustiyThe Alpha and the Omega 45 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 Vanguardlnvestments http//globaLvanguard.cum/international/hEurENIleSearCW

portfolioEN.htm last visited Mar 31 2008 The index funds do not require active

xnanageTnent and are managed by Vanguard in-house

44 Data for these funds has 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 tile with the

authors

45 See supra text accompanying note 31
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over the years.46 Since 1975 there has been significant growth in the assets

under management at the various Vanguard funds Figure below illustrates

the number 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 Fi.mis MANAGED BY OUTSIDE ADVISERS

FOR VANGUARD GRoUP 1975-2004

Sderratly Ptruged Funds

25 2000W

40000

1975 1978 1981 1984 1987 1993 1993 1996 1939 2002

Nmter

According to mutual fund sponsors lobbying organization the Investment

Company Institute47 Id The bedrock principle of the mutual fund

industq is that the interests of investors always come first.48 Within the

46 ROaERT SISTER JowiBociLE mE VANGUARD EXPERThIENr 1997
47 The Id has done splendid job of advancing the interests of fund sponsors while

drawing major portion of its operating funds from mutual Iliad assetsand hence from mutual

fund shareholders See Kathleen Day So Sweet and Sour Investor Fees Finance Interests of

Lobbyists WA5IL POST Jan 11 2004 at FOl Paula Dwyer et aL Breach of Trust The

Mutual-Fund Scandal Was Disaster Waiting to Happen Bus WK Dec 15 2003 at 98

available at http//www.busineasweek.corn/magazine/content/03...50/b38620I5.htlflehaie

search When the interests of fund shareholders diverge from Iliad sponsors interests the ICI

regularly takes the side ofthe fund sponsors See Paul FarrellA Mutual Fund Tale from Os

FundLobbyists ThistAwayfromShareholderlnterests MARKETWATCH Oct 182005 httpil/

www.rnarktwatch.comlnewsIstory/fijnd-lobbyists-put-wicked-tWisttstory.aSpXguid%7BF

F2B7205-45DA-47C7-9D5D-EDODFO9CAOA2%7D

48 MutualFunds TradingPractices andA buses that Harm Investors HearingBefore the

Subcomm on Fin Mgmt the Budget and IntlSec of the Comm on Governmental Affairs
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Vanguard Group this bedrock principle is more than just public relation

talk it is core value As shown by the following two figures with the

growth of Vanguard funds assets the advisory fee for Vanguards sub-

advised funds has been declining This decline demonstrates the presence of

both arms-length bargaining and eonomies-of-scaIe pricing.45 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

FIGURE

AvERAGE ADVISORY FEES PAID FOR VANGUARD FUNDS

MANAGED BY SUB-ADVISERS FOR 1975-2004

Average Advisory
Fees

35

TT

1975 1978 1981 1984 1987 1990 1993 1996 1999 2002

DotarVight-

108th Cong 187 2003 Trading Practices hearing prepared statement of

Matthew Fink President Investment Company Institute available at http//frwebgateaccess

49 As theoretical matter one would expect economies-of-scale pricing to mean that

as the fund gets bigger prices come down because it is not ten times more difficult 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 fimd

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 funds
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In Figure below we illustrate the relationship between the total assets

under management in the program versus the weighted average advisory fee

with the regression results also shown.5

FiGu3
REGRESSION ANALYSIS OF AVERAGE ADVISORY FEES PAID BY

SUB-ADVISED VANGUARD Fus 1975-2004

Onibined Sternal Rogram
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The left-most points are the earliest years and the fact 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 fbrm of the regression is In Feebp nAsset The regression has

as dependent variable the natural logarithm of the fee in basis points and has as an

independent variable the natural logarithnioffiind assets The regression estimates an intercept

coefficient and slope coefficient



Case 21 1-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 18 of 113 PagelD 899

2008 MUTUAL FUNDAD VISORYFEES 99

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

Assets Managed 10 100 1000 10000 25000

milIions5

MinimumFee 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 higher 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 Vanguards

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 boards 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 mailable through the SEC-filed Statement of

Additional Information for each fund These are available using the SECs EDGAR database

See SEC Filings Forms EDGAR httpil/www.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 $1 billion fund would be charged at the higher rate and the remaining $900 million

would be charged at the lowor rate See e.g Oversight Hearing on Mutual Funds supra note

38 at 190 prepared statement of Jeffiey Keil Vice-President Lipper Inc.
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based on data filed by the funds with the Securities and Exchange

Commission SEC or Commissionwith the portfolio advisory fees

they charge Vanguard with whom they bargain at anns-length The results

are set forth below

TABLE

COMPARISON OF ADVISORY FEES CHARGED BY VGUiRDS
SUB-ADVISERS TO FEES THE SAME SUB-ADVISERS CHARGED

THEIR OwN CiPTwE FUNDS -2004

Assets Managed 10 100 1000 10000 25000

millions

Captive Fund Mean bps 70 69 66 64 63

Lvan1a1d 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 funds.55 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 to only 63 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 S25 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 Mditional Information and are reflected in the SECs EDGAR database See

SEC Filings Forms EDGAR supra note 52

55 Even though this subset only contains 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 l22 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 Morningstar

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 ONACIIVELY MANAGED VANGUARD EQUITY FUNDS VERSUS

ADVISORY FEES ON ThE 500 LARGEST NON-VANGUARD EQUiTY FUNDS -2004

200
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100 t- .-

_____

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 forportfolio 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 different types of mutual

fund expenses including advisory fees and custodial charges The industrys seighted average

expense ratio of9l bps is in turn lowerthan the 112 bps expense ratio for equity fluids see infra

note 126 and accompanying text since some funds such as bond and money market fimds tend

to have lower expense ratios than equity funds For tables reflecting weighted average expense

ratios for difibrent categories of mutual funds from 1970 to 2004 see Todd Houge Jay

Welinian The Use andAbuse of Mutual Fund Expenses 701 BUS ETHICS 2328 2007

Case 211-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 20 of 113 PagelD 901

2008

Ad.isory Fees Dec 2004

-U

$1000

Vanguard Funds

$10000

Assets unde Management Smm
$100 000

Other Mutual Funds



Case 21 1-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 21 of 113 PagelD 902

102 OKLAHOMA LAWRE VIEW 6183

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 Vanguard

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

finds 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.57

The Vanguard Groups business model can prove puzzling even to

sophisticated industry observers study analyzing mutual fund fees recently

published by the American Enterprise Inslitute 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 fimds on

weighted average basis can be estimated at no more than 25 bps which is the weighted

average expense ratio for equity index funds See infra notes 123-24 and accompanying text

This is in line with Freeman-Browns calculation of equity fund administrative fees to be 21bps

on weighted average basis Freeman Brown supro note at 624 tbL2 For the equity

index fund sample profit to the advisers for the rendition of administrative services is included

in the all-in charge of2S bps The only thing excluded is the cost of advisoiy serqices and that

is the expense item that accounts for the bulk of the costs showing up in actively managed

funds expense ratios It also accounts for the bulk of fund sponsors profitability

PETER V/ALLISON ROBERT LrrAN COMPETITIVE EQUITY BETItR 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 of profiting off the services it performs for its

fund shareholders the outside fund portfolio advisers it hires to manage its

various actively managed funds certainly are There is nothing non-profit

about the work these advisory finns 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 app1es-toapples 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 managers for

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 Have Shown Mutual FundAdvisoiy 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.6 Four years after the

60 Id at84

61 WHARTON 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 FF1 Study.62 The Wharton Report and the FF1 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 prices.TM 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 filly-four cases.TM 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 FF1 Study the SEC revisited the Wharton Reports fmdings and

determined that Wharton Reports conclusions correspond to those

reached by the more intensive examination of selected mutual funds and

mutual fund complexes made by the Commissions staff.TM 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 for systematically higher advisory fee rates to be

charged open-end fund clients 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 that with the latter group normal procedure in

negotiating lbs is to arrive at fixed fee 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 fees are established

by negotiations beten independent representatives of separate legal entities and

approved by democratic vote of the shareholders This suggests that competitive

fhctors 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 Id at 489

66 Id

67 Id

68 PPL 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 FF1 Study good deal of time passed
without fee levels in

the fund industry receiving much scrutiny although from time-to-time 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

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.72 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 IcL at 115

70 One ofthose articles noted the disparity between what fund investors pay foradvice and

what institutions pay noting that fund shareholders pay nearly twine 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- orback-end sales charges you may also pony up
Id see also Robert Barker Fund FeesAre Rising Whos foBlameBTJS.WK Oct 26 1998

at 162 If expenses are too high its the independent directors who have thiled Robert

Barker High Fund Fees Hme 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

l0% even as their assets multiplied 32.times Vast economies of scale benefited mutual-fund

companies not investors Thomas Easton The Fund Industrys Dirty Secret Big Is Not

Beautiful FORBES 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... Inmost 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 CIar3fy Fees WAIL ST May 20 1998 at Cl the industry really rising to the

challenge Is it doing all it can to clearly and simply explain bow much investors are paying

in fees and expenses Tracey Longo Days of Reckoning Congress Is Finally Starting to

Look into k7ry Mutual Fund Fees Keep Rising FIN 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 performance often the opposite is true Linda Stern Watch Those Fees

NEWSWEEK Mar 23 1998 at 73 Todays financial 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.

71 Freeman Brown supra note

72 Key Freeman-Brown findings are discussed in DAVID SWENSEN UNCONVENTIONAL

S1JCCEss FUNDAMENtAL APPROACH TO PERSONAL INVESTMENT 2412005

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 Filly-three pension funds
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was Morningstars Principia Pro database Fee breakdowns in that database

are drawn from mutual funds registration statements.74 Within the Momingstar

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

fund portfolio featured an average
size of $443 million and an asset weighted

average advisory fee of28 bps In comparison the average equity mutual fund

had an average asset size of $13 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 Coates-Hubbard

The Freeman-Brown study made waves 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 filed under the Act are actionable civilly and

criminally 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 Is News Fund FeesAre Too High Study Scrys WALL

ST Aug 272001 at Cl The article quotes Don Phillips head of Morningstar the mutual

fund industxys leading performance and expense tracking company saying TJhe Freeman

BrownJ 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 Arthur Levitt testified before House

Subcommittee and confirmed Freeman-Browns findings and demanded radical reform He

testified The largest mutual fluids 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 flmction Furthermore

boards should justif to their bosses fluid 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 Capital

Mid Ins and Gov Sponsored Enters ofthe Comm on Fin Serve 108th Cong 482003

statement of Arthur Levitt Chairman Securities Exchange Commission available at

982.pdf
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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.77 The ICIs research eventually was embraced by two

academics Professors John Coates IV of Harvard Law School and

Glenn Hubbard Dean of Columbias School ofBusiness With fiindingby ICI

Mutual the insurance company affiliated with the ICI that insures mutual fund

directors and advisers against liability claims79 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 Industy Evidence

and Implications for Policy.79

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

conclusion90 Coates-Hubbard rejects the various detailed studies that show

77 Sean Collins The Espenses of DefinedBeneflt Pension Plans and Mutual Funds IC

PERSPECTIVE Dec 2003 at available at http/lwww.ici.org/pdf7per09-06.pdf

78 See Coates Hubbard supra note II at 151 n.aal

79 The paper was initially published in June 2006 under the auspices of the American

Enterprise Institute John Coates IV Glenn Hubbard Competition and Shareholder

Fees in the Mutual Fund Industry Evidence and implications for Policy Am Enter Inst

Working Paper No 127 2006 Coales-Hubbard Working Faperl twailable at

httpIlwwwaei.org/publicationslpublD.24577/PUb_detaiEasP This article will be referred to

textually as the Coates-Hubbard Working Paper Fidelity Investments then presented the

Coates-Hubbard Working Paper to the SEC as an authoritative analysis of mutual fund fees by

submitting it for inclusion in SEC File 57-03-04 file relating to mutual fund governance

issues pending before the Cornniission See Letter from Eric Roiter Sr Vice Pres Gen

Counsel Fidelity mv to Nancy Morris Secretary Sec Exch Commn Mar 2007

available at http//www.sec.gov/ruleslpropoSed/S70304/S70304554.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 Chavern Chief Operating Oflicer

Sr Vice Pres Chamber of Commerce of the U.S to Nancy Morris Secretary Sec Exch

Connnn Mar 2007 available at http//www.sec.gov/ruleslpmposedIs70304/

dcchavern8l64.pdf subsequent version ofthe Coates-HubbardWorldngPaperwespubliShed

on the Social Science Research Network in August 2007 See John Coates Glenn

Hubbard Competition in the Mutuoi Fund Industry Evidence and Implications for Policy

Harvard Univ John Olin Discussion Paper Series Discussion Paper No 592 2007

available at http//papers.ssrn.com/sol3/papers.cfinabstractjd
1005426

80 As noted earlier there is substantial evidence that fund advisory firms earn statistically

significant risk-adjusted returns See supra note 28 and accompanying text Browns study

covering the twenty-five-year period from 1982-2006 concludes that fluid sponsors profits and

returns are accelerating rather than decelerating as increased competition would predict The
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excessive fees exist81 Coates-Hubbard dismisses the Wharton Reports

comparative fee analysis as superficial which it was not82 and dismisses the

FF1 Study as simply accepting without question the Wharton Reports

findings83 which is false characterization.M In essence the Wharton Report

and the SECs FF1 Study 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

advisory costs cannot be compared with mutual funds Coates-Hubbard

contends it amounts to meaningless apples-to-oranges comparison.86 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

management87 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 fund sponsors earn economic profits coiitrary to

the predictions of the model ofperfact 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 Gmr AcCouNTING OrilcE MUTUAL FUND FEES

ADDiTIONAL DISCLOSURE COULD ENCOURAGE PRICE CoMPETITION 62 2000 available at

htp//www.gao .gov/archive/2000/gg00126.pdf finding that mutual funds tend nut to compete

based on the operating expenses investors pay WAIllSOl LITAN 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 FF1 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 fluids 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 STUDY supra note at 121 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 far more fur advisory services than pension and profit-sharing plans See

siçra notes 61-69 and accompanying text

85 Coates Hubbard supra note 11 at 186

86 See id at 183

87 Coates Hubbard supra note LI at 186-87 Moreover though Coates-Hubbard faults

Freeman-Brown for not isolating
the data their article correctly admits Data are not readily

available to accurately isolate the pure costs of
portfolio management... Id at 187-88

88 ld.atl8S
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The Commingling of Expenses in Management Fees

As to the first concern dealing with occasional expense commingling it is

undoubtedly correct that minor amount of commingling of expense
items

sometimes exists andquite regrettablyfrustrates perfect apples-to-apples

comparisons on universal basis.9 But Coates-Jubbard 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 This problem couldeasilybe eliminated ifthe SEC insisted that funds followauniform

clearly-defined system of expense reporting an improvement called for by Freeman-Brown and

reiterated here As observed in Freeman-Brown

fhcilitate 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

Freeman Brown supra note at 669

90 In making this argwnent Coates-Hubbard essentially adopts the views expressed by

the IC As discussed infra in notes 104 and 131 the IC claims that various extraneous

expenses are sometimes embedded in advisory Ibes making it impossible to isolate true

portfolio advisory costs Specifically Collins supra note 77 at lists certain expense

categories that are sometimes included in advisory Ibes We have considered each of these

expense categories and averaged the closest expense categories for funds that report those

expenses separately to Lipper Analytical Services As explained infra in note 104 based on our

analysis of this Upper data we conclude that when the spillover of non-advisory expenses into

fund advisory expenses occurs the amount of added costs approximates no more than bps

Neither Coates-Hubbard nor any other source has attempted to quanti1r the amount of non-

advisory costs included by some sponsors in their advisory fees Ofcourse if the number was

quantified by find sponsors defbnders it could be adjusted for and the purported ground for

fund fees being incapable of comparison would disappear

91 Specifically in framing the Freeman-Brown study we determined that on average

domestic equity mutual funds paid 21 bps for administrative services such as transfer agency

custodial and legal
fees Freeman-Browns operating expense advisory and administrative

fees ratios were comparable to those found inthe ICIs own cost study conducted in 1999 See

John ReaetaL Operating Expense Ratios Assets andEconomies of Scale in Equity Mul ual

Funds ICPERSPECTIVE Dec 1999 at available atbttp//www.ici.org/pdEper05-05.pdf To

hone our fund expense data down to advisory fee payments we eliminated explicitly disclosed

administrative fees together vith the large amount of hidden administrative costs embedded in

finds l2b-1 expenses At this point after further investigation we concluded that any residual

administrative expenses embedded in fund advisory fees were de ininimis We then calibrated

the mutual fund sample to closely resemble our pension fund sample We found that the cost

ofadvisoiy stock picking services fur large sample of domestic equity funds averaged 56

basis points We fbund that public pension funds pay an average of 28 bps for the same

services This comparison led usto conclude that mutual finds pay around double what pension

funds pay solely for stock picking services See generally Freeman Brown supra note
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costs pooi 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 Another came to light

in 2004 Senate Subcommittee hearing At that hearing examining excessive

fees within the mutual fund industry 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 supra Part ILI.A The Vanguard phenomenon was also explored although to

lesser extent in Freeman-Brown See Freeman Brown .rupra
note at 637-40 Coates

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 of assets is more 20 bps Coates Hubbard

supra note 11 at 187 But the answer is simple and apparent from Freeman-Browns text The

weighted average size ofthe Vanguard outside-managed funds featured in Freeman-Brown as

$11.6 billion See Freeman Bc Brown supra note at 638 tbl.6 The weighted average asset

size for the largest pension fund decile in the Freeman-Brown sample was much smaller $1.55

billion less than one-seventh the size of the average Vanguard portfolio Iii at 632 The

Vanguard fee rate is lower due to economies ofscale being captured at Vanguard for the benefit

offund 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 the to the

sub-adviser of $15.1 million The average numbers for pension managers yields far less $3.10

million

93 Oversight Hearing on Mutual Funds supra note 38 at 23 testimony of Eliot

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 AllianceBemstein Premier Growth Fund Annual Report Form N-CSR Oct

142003 availabteathttpi/www.sec.gov/ArchiVesledgar/data/889508I0000936772O3000412/

0000936772-03-0004l2.txt
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Alliance Premier Growth Fund paid total advisory distribution and

administrative expenses
of $198 million.96 Included in that sum was an

advisory fee of $88 million paid by the fund to its sponsor
Alliance Capital7

Based on average assets of $9.1 billion the advisory fee thus exceeded 90

bps.95 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 Stale 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 bps9

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 investment professionals.1 According to the prospectus 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

Advisoiye $88128426

Distribution feeClass $8300777

Distribution feeClass $42133265

Distribution feeClass $15548417

Transfer agency
$37 578 580

Printing .. $5398494

Custodian $652328

Auditand legal .. ..... .-. $121314

Adntinisfrative .. $150000

Registration fees ...... $145000

Directors fees and expenses
$23 000

Miscellaneous $l99.011

Total expenses
$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 at25

99 See Second Amended Class Action Complaint 24-25 Miller Mitchell Hutchins

Asset Mgmt Inc No 01-CV-0192-DBH S.D 111 Apr 12002

100 See supra notes 95-96 and accompanying text

101 Alliance Capital Mgmt L.P Annual Report Form 10-K at Mar 28 2000

available athttp10944810001 104659-00-000074.txt



Case 21 1-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 31 of 113 PagelD 912

112 OKLAHOMA LAWRE VIEW 6183

investment objectives and policies and were managed with essentially the

same investment strategies and techniques.2 Moreover the different clients

shared nearly identical composition of investment holdings and related

percentage weightings

Obviously free market competition has worked well for the institutional

buyers of Alliance Capitals.portfolio management services For example the

managers of the Wyoming Retirement Systems pension plan paid Alliance

Capital less than $1 million per year for essentially the sante advice given by

the same people who were being compensated by Alliance Premier Funds

shareholders to the tune of $88 mifflon 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 not always easy to compare

mutual fund portfolio management fees and portfolio management fees

negotiated on the free 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 problem104 and the

102 Alliance Premier Growth Fund Inc Prospectus Form 485BP0S at 46 Jan 30

2002 available at http//www.sec.gov/Archives/edg/data/8895O8/000091957402000122/

0000919574-02-000122.txt

103 Id

104 See Collins supra note 77 al Collins and the ICI contend that in addition to

portfolio management the advisers management fee

typically
also covers the costs of administrative and business services that the fund

must have to operate These include fUnd and portfolio accounting valuation of

portfolio securities oversight of the fluids transfer agent and custodian legal

analysis to ensure compliance with federal and state laws and regulations

preparation and filing
of regulatoty and tax reporte and preparation and

distribution of prospectuses and shareholder reports The management fee also

compensates the adviser fur its expenses related to the salaries of fbndofiicers and

the costs of clerical staff office space equipment and certain accounting and

recordlceeping 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 fluids transfer agency services ware 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

advisory services low in the mutual fund industry

Questions of Differences in Liquidity

Another comparability-based argument made 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.05 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 liquidity will always prevent one-to-one

comparison of pottfolio management costs.t

The Coates-I-Iubbard 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 quanti 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

transfer agent would basically amount to paying Alliance Capital to monitor itself Other items

mentioned in the Collins-IC listing are typically covered in administrative expenses although

they may not be labeled in precisely the same way For instance printing and distribution of

prospectuses and shareholder reports would have been covered by the $5 million in printing

costs in the Ailiance Premier GmTh Fund See supra 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 funds in

the Lipper database report fund accounting fues separately and these had waighted average

cost of 1.1 bps lix 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 adviser who has both captive mutual

funds and institutional clients shows that the institutional clients actually are more expensive

to service thanthe mutual fluids See infranotes 227-29 and accompanying text This suggests

fluid fee levels should be Jowar than institutional prices rather than fur higher as they are

105 Coates Hubbard supra note 11 at 188

106 Id



Case 21 1-cv-01083-DMC -JAD Document 3-3 FUed 03/04/11 Page 33 of 113 PagelD 914

114 OKLAHOMA LA WRE VIEW 6183

tends not to be visible or quantifiable 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.107

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 bps8 leading

to the ICIs conclusion that mutual fund and pension plans pay like fees for

like portfolio management services.109 Accepting this finding as true which

it is not11 the fee equivalence debunks the alleged liquidity factor featured

by Coates-Hubbard since the ICIs contention carries with it the implicit

premise that pension fund and mutual fund portfolio advisory services are very

similar because after all the fees are virtually identical.111 Thus the ICIs

position on the comparability of fund and pension fees leads to the conclusion

107 Investment conipany manager Mario labellis advisory firmmanages seventeen mutual

funds that invest in stocks and/or bonds and nine closed-end flmds The management fee

charged each ofthe twenty-six funds annually is set at 1% with two exceptions Gabellis ABC

Mutual Fund charges afee of only .5% the closed-end Global Deal Fund charges aperformance

fee that is minimum of.5% rising to 2% if the funds total return exceeds the T-Bill index

return by 6% See generally Gabelli Home Page http//www.gabeIli.com/ last visited Mar 31

2008 By definition closed-end funds feature less liquidity pressure than mutual fimds 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 Ant ipyramiding

Provfrion and Its Effect on the Mutual Fund Industry 59 OmoST.L.J 507 1998 describing

characteristics 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 off in fees for Gabellis closed-end funds in comparison to the mutual

funds See Gabelii 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 IC announcing its

study attacking Freeman-Brown stated Mutual Fund and Pension Fund Fee Levels Are

Similar ICI Research Study Finds Press Release mv Co Inst Mutual Fund and Pension

Fund Fee Levels Are Similar ICI Research Study FindS Jan 2004 1Cm Press

Release available at httpiicLorg/statenients/nr/2004/04_news_dbPlafls.htflll

110 The falsity
arises due to fund advisers practice of tacking on extsa 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 m.D
111 The ICI claims to have found Mutual fund subadvisors and pension plan investment

managers charge investment advisory Ibes that are virtually
identical See ICI Press Release

supra note 109 Coates-Hubbard adopted the ICIs flawed methodology and its unsupportable

findings See Coates Hubbard supra note 11
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that the unquantified differences-in-liquidity factor cited by Coates-Flubbard

is something of financial Loch Ness monstera phenomenon talked about

but never seen in real life.112 Finally to the extent differences in liquidity

ever matter they certainly cannot prevent comparisons of Vanguards portfolio

management costs with those charged elsewhere in the fund industry After

all Vanguards managers just like other funds must deal daily with the

liquidity factor The devastating Vanguard free market vs fund market

advisory 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 fmancial evaluation practices For

example business valuation experts and real estate appraisers typically study

comparables 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 similarwith appropriate adjustments being taken to make the

comparisons persuasive.3

The Coates-Hubbard view that mutual fund fees can never be analyzed on

comparative
basis4 is unvarnished advocacy advanced on behalf of those

who seek to preserve the status quo Like other Coates-Hubbard claims5 it

112 Indeed the ICI has admitted as much In the Ids attempted defense of fund industry

pricing the ICIs lead researcher declared is possible to compare the portfolio

management fees incurred by public pension plans with comparable measure by examining

the sub-advisory fees of mutual funds Collins supra note 77 at

113 Mother major problem with the industrys approach to fund 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

fund industry are excessive Freeman-Browns data showed the top 10% largest pension funds

hold on average $1.55 billion in assets with 20bps management fee ratio Freeman Brown

supra note at 631 tbl.3 638 tbL6 For mutual funds the top 10% in she have assets of $9.7

billion and a50 bps the leveL Id Many mutual funds are much bigger than pension funds and

so even minor diflhrenees in basis points are amplified Fund managers are paid roughly fifteen

times as much for managing the largest
mutual fluids 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 are virtually identical See infra note 117 and accompanying text

114 Coates Hubbard supra note 11 at 185-86

115 For example in support of their claim that the fund industry is highly competitive

Coates-Hubbard makes much of the entry into the industry of twenty new sponsors between

1994-2004 See Id at 167-68 They fail to 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 tbl.4

showing that the twanty new sponsors have $77.7 billion in combined assets with INV CO

INST 2005 INVESTMENT COMPANY FACT BOOK 102 tbL44 45th ed 2005 availobi at

htp//ww.icLorg/pdfr200S_factbookpdfshowing 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 ha If of the total assets

held by single mutual fund the Growth Fund of America in early 2007 See GROWrH FUND

0rAM SEMI-ANNUALREPORTFORTHE Six MONTHS ENDED FEBRUARY28 2007 at 102007

available at http//www.americanfiinds.eom/pdFmfgeS1905gfa$.Pdf showing net assets of

over $165 billion Contrary to Coates-Hubbards claim of increasing competition the very

evidence they cite shows the industry is becoming more concentrated and less competitive over

tilDe Indeed Coates-Hubbard cites Herfindahl-Hlrschman Index Hill numbers man effort

to establish the industry is not concentrated Coates Hubbard .cupra note II at 165 tbl.l

However the cited data shows increasing concentration at the complex level Id Data

generated by the Id 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 litv Co INST 2007 INVESTMENT COMPANY FACT BOOK 17 fig.2.2

47th ed 2007 available at httpIlwwwici.orglpdft2007_factbook.Pdf

Moreover Coates-Hubbard ignores that the mutual fund industry features marketplace

segmented between load funds and no-load funds See RICHARD TEWELES EDWARD

BRADLEY THE STOCKMARKET4I6-17 7th ed 1998 lathe load fired segment more than one

halfoftheMomingstarfundcategorie_tweflty.SeVeflOUtoffiftY0ne_fmanmh1mier

higher than 1800 reflecting concentrated markets See Dept of Justice The Herfindahl

Hlrschman Index httpllwww.usdoj.gov/atr/public/testimOflYlhhi.htm last visited Mar 31

2008 Our calculations show another fifteen of the fifty-one Morningslar load fund categories

feature Hill numbers between 1000 and 1800 reflecting moderately concentrated markets

Id Only nine ofthe fifty-one load fund Morningstar categories have index nuxnbers 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 In fact competition in the fund industry is most aggressively

manifested by fund sponsors paying money to fluid 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 supra note at 792-96 Predictably

this behavior functions to drive prices up fur it consists of advisers extracting outsized fees to

pay high distribution costs to win fievor among fund retailers

Contradicting the Coates-Hubbard price competition thesis are data showing that from

1970 to 2000 the expense ratios for the funds that are the most expensive for fund shareholders

to buy the load funds more than doubled whereas expense ratios declined for no-load funds

See Houge Wellman supra note 56 at 28 tbLI In the index fired area where products are

most similar prices have been rising
with the most expensive funds receiving the greatest

market acceptance See Edwin Elton et al Are Investors Rational Choices Among Index

Funds Oct 2002 unpublished manuscript available at httpI/papers.ssrn.comIsol3/papers

cfinabstract_id340482

The fact that the most expensive form 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 fund

fees to fees charged in the free market is not always pristine objective fee

benchmarks are available and illuminating

The Sub-advisoty Fee Argument Is Sham

Careful analysis ofthe fund industrys sub-advisory 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.t16 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 IC argument also using sub-advisory management contracts as

proxy for fund advisory fees.8 Rather than supporting the industrys position

however close inspection of fund sub-advisory contract dealings reveals

additional disturbing evidence of price gouging in the fund 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 fund 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 Under the 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 fluids are the worst products at the point of sale because investors need to

pay the load Academic studies have shown that load fluids are olso 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 Assessing the

Costrand Benefits of Brokers in the Mutual Firndlndusty3Otbl .5 Harvard Bus Sub Fin Unit

Research Paper Series Working Paper No 616981 2007 available at

http/lpapers.ssrn.com/sol3/paPers.cflnabstraCt_id616981 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 Man Ackermann How Scandals May Change Playing Fteldfor Subadvisers AM

BANKER June 82004 at Ten percent of the $5 trillion in long-temi mutual fund assets

are subadvised according to Financial Research see also Oversight Hearing on Mutual

Funds supra note 38 at 17 testimony of Eliot SpilzerN.Y Atty Gun putting the number

of sub-advised mutual funds at fewer than 20% The ICI 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 aX

117 Collins supra note 77 at 7-8 ICI Press Release supra note 109

118 Coates Hubbard supra note 11 at 187
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advisory fee charge to fund shareholders.19 In fact overall fee levels for sub-

advised funds are substantially higher than for funds managed in-house.20

The effect of bill padding over sub-advisory services is huge Table below

compares sub-advisory fees to the 11111 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

CwrIvE EQUiTY MUTUAL FUNDs DECEMBER 2006

Ae Adv$sa4y Advisory

Wnilngvia 13UU5 een FeeS

Ce9oIy $ndWois ps pp D1refce $ubAd4sff

AXA Erd Gouti Large Qrot1b $1.l07 73 21 52 Mntag Caldwd

Dceyfus Prem Ahe Large Grurth $1313 75 25 50 Beni Sisame sent MgI

FBR So Cap MidCep amth $1050 90 46 44 AkrCa$aI Mgt LLC

HarffordDlvOr Large Vue $3598 64 14 50 WeInon LLC

lCund6oha1Val ForeiqilargeVal $976 96 48 48 MaderlzleRMflCisi

Phoenix MkiCapVakJe Mid-Cap Vakie 5541 75 48 27 Sasco Capital Inc

pimearornenValue LergeValue $2428 70 35 35 CuSenCap1IaLMgILLC

RrenSouceVakie LargeValue 5403 67 29 36 LardAbbetC41LLC

STlaasdcAggGrSt Largeooeth $324 110 62 48 ZemnbergenCapvLLC

ToudsbneLgCpGr LargeGroh $1076 71 31 NaelliarAssoc.lnc

USAAgesalveC2ro Largec3oMh $1152 50 29 21 MarecoCapitalMgLLC

USe4hIre LariteBlend $1462 57 29 37 LconSas-L

USAAlncomeStodc Large Value $2361 50 13 37 3MOLLC

Avarage $1372

Asent Weighted Anerages 68 27 41

119 Oversight Hearing on Mutual Fwudr supra note 38 at 17 testimony of Eliot

Spitzer N.Y Atty Gen. As Spitzer noted

The ICI report used the amount charged by the sub-advisers without

accounting for the premiums tacked on by the mutual finds and passed on to

shareholders The result is that even in mutual funds that are sub-advised

shareholders pay more for advisory services than the actual cost for that service

incurred by the management company

Id

120 See VirginiaMunger Kahn Investing Mutual Fund Expertise For Rent N.Y TIMES

July 142002 at 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 funds The sub-advisory fee data presented in Table by

no means exhausts the evidence reflecting inflation of overall advisory fees by

fund managers who contraxt out the portfolio management function to sub-

advisers.23 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 conflicted 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 ICL/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 bpsY 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 Corporation PMC the Principal Partners

LargeCap Value Funds investment manager

OTusR FEES

ASSETS MANAGEMrNT FEES Other Total

Millions Bernstein PMC Total 12b-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 0.850 2.510

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 arms-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 KARCESKIETAL supra note 32 at 16 tbl.2 Other data confirms mutual fund can

be organized and run on total expense budget of less than 25 bps per year The data from

another source shows the weighted average annual expense
ratio for no-load equity mutual

funds during 1995-2004 to be mere 19bps Houge Wellman supra note 56 at 28
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equity portfolio Stated differently the only essential 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 pius 25 bps for

everything else Instead for actively managed equity funds it is more than

twice thati 12 bps
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 112bps

thus is 87 bps Adjusting that net number downward by 25 bps to account for

so-called 12b-1 fees that many but by no means all actively-managed equity

funds charge that index funds typically do not still leaves difference of 62

bps21 number inline with the 59bps average advisory fee for the industrys

500 largest actively managed equity funds noted earlier.rs

The 62bps number logically reflects the cost of portfolio advisory services

since advisory services are the only expenses save 12b-1 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 62bps

125 Index funds after all actually are mutual fUnds Freeman supra note at 773

Index fluids 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 prospectuses 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 KA1tCESKI gr AL szqra note 32 at 16 tbl.2 The difference between the 112 bps

expense ratio noted here and the 91 bps expense ratios for mutual fUnds generally cited earlier

supra notes 3156 and aocompanying 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

fluids See Chester Spatt Chief Economist Dir Sec Exch Commn Address to the

Pennsylvania Association of Public Employee Retirement Systems Apr 122007 transcript

available athttpnoting 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 fundss%as 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 fee since there is no active

management Most index funds do not charge l2b-1 fees but some do See Shauna Croome
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number is more than double the fee the IC 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 confinns that mutual fund

directors are grossly overpaying for fund advisory services and gives some

idea of the enormity of fund advisors advisory profits

High Fees Drive Advisers Profitability and Stock Market Performance

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

Carther You Can Judge an Index Fund by Its Cover 1NvaSrOrDIA June 11 2003 httpII

www.investopedia.com/articles/mutualtlind/O3/O6l 103 .asp

130 See Coates Hubbard supra note 11 at 187 Collins supra note 77 at

131 In so many words this is the position taken by the ICI and adopted by Coates-Hubbard

See supra notes 90 104 and accompanying text The ICI contends and Coates-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-advisoiy costs around

30 bps and a%erage advisory fees around 60 bps being explained by hidden non-advisory

expenses buried in the advisory fee and not reported separately See generally Coates

Hubbard supra note 11 Collins supra note 77 Keep in mind that major administrative

expenses custodial transfer agent printing etc when separately itemized total only 21 bps

on average Freeman Brown supra note at 624 tbL2 So in order for the ICI and Coates

Hubbard to be correct in arguing that hidden expenses explain the difference between fund

advisory fees on the one hand and fund sub-advisory and pension advisory fees on the other

there would have to be about 30 bps of additional administrative costs in fund 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 them actionable under section 11 of the Securities

Act of 1933 15 U.S.C 77k 2000
132 Sec Exch Commn Historical Socy supra note 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 industry.133

IV The Regulatory Framework Is Broken

Profitability at the levels encountered in the fund sponsor
business is

unheard of in regulated industries.IM 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 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 rendered.36

133 We shozd earlier in Table supra that the market returns for five large publicly

traded fund 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 of publicly traded fund sponsors twenty-nine firms had compound average annual

return of 21 8% from 1982-2006 $100 investment in an index consisting of the universe of

publicly traded fund sponsors starting in 1982 would have grown to over $46000 by the end

of 2006 the same money invested in the SP 500 index over that period would have grown to

$2300

134 Forexample public utilities the paradigmatic regulated industry have profit margins

around 7.67% See Utilities Sector -Yahoo Finance Industry Browser hftp//bizyahoo.corn/p1

9qpmu.html last visited Feb 252008 In contrast profit nasrgins for the asset management

industry are over 17% See Financial Sector Yahoo Finance Industry Browser

httpI/biz.yahoo.couilp/4qjxnU.html last visited Feb 25 2008 Some mutual fund sponsors

boast profit margins that are far higher Indeed Bernstein lists
profit margin of 90% See

Yahoo Finance Asset Management Industry Company List httpJ/biz.yahoo.com/p/

422qpmd.html last visited Feb.25 2008 Thatprofitmargin is more than eleven times higher

than the typical profit margin for public utilities

135 See supra note and accompanying 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 Release available at http//www.sec.gov/

newsIpress/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.37 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 fmd compelling evidence that the fund marketplace is policed by

vigorous independent and diligent mutual fund boards.35 Indeed investor

Warren Buffett has ridiculed directors for exhibiting zombie-like behavior

that makes mockery of stewardship.139 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 fund investors by not requiring mutual

funds to supply investors with complete easy-to-digest
disclosure

information with clearly defined and segregated advisory costs.4 This

regulatory failure provides cover for those like Coates-Hubbard and the id

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 BERKS8IRE HATHAWAY INC 2002 ANNUAL REPORT 17-18 2003 available at

htp//www.berkshirehathaway.com/2002ar/2002ar.Pdf

140 See supra note 89

141 Coates Hubbard supra note 11 at 185-86

142 HeniyT.C Hu Faith and Magic JnvestorBeliefs and Government Ne utrality 78 TEX

REv 777 838 2000 The specific philosophy governing the establishment of the SEC is

that the SEC should ensure that companies provide full and fair 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 inform accurately it needs to be uniform complete and clearly

presented This is not the case today As one industry observer has complained Mutual funds

have constructed system where the costs are practically invisible Mutual Fund Industry

Practices and Their Effect on individual Investors Hearing Before the Subcomm on Capital

MAts Ins and Gov Sponsored Enters of the Comm on Fin Servs 108th Cong 157

2003 prepared statement of Gary t3ensler former Undersecretary for Domestic Finance

Deptofthe Treasury available at http//frwebgate.access.gpo.gov/cgi.bifl/getdOncgidbflame

l08.housejiearingsdOcidfl87798.Pdf An industiy where costs are practically invisible

is an industry where price competition is disadvantaged



Case 21 1-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 43 of 113 PagelD 924

124 OKLAHOMA LA WRE VIEW 6183

invest for their retirements in mutual fund-like entities operated for federal

employees under the Thrift Savings Plan similar to private 40 1k plans

These index fund investments feature expense ratios of 11 bps or less far less

than the expense ratios paid by virtually all mutual fund investors in the

private sector.14S 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 Fiduciaty Duty Scheme

Analysis of fiduciary duty law applicable to mutual fund 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 courL47

Congress decision to add section 36b was based on evidence generated by

the SECs PPI study that economies of scale stemming from booming growth

in mutual fimd assets in the 950s and 960s were not being fairly shared with

fund shareholders The express civil liability provision was added as

tribute to the congressional findingthat the forces of arms-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 company shall be

deemed to have fiduciary duty with respect to the receipt of compensation

for services and it empowers security holders to bring civil actions if

investment advisers breach their fiduciary duties in respect
of such

compensation or payments paid
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 satisf requiring the plaintiff to show the challenged

transaction was one that no reasonable person could view as representing

144 The federal retirement investment vehicle is discussed in Oversight Hearing on Mutual

Funds supra note 38 at opening statement of Sen Peter Fitzgerald

145 Id

14-6 15 U.S.C 80a-35b 2000
147 REP No 91-184 at 1970 as reprinted in 1970 1J.S.C.C.A.N 4897 4901

1148 PPI STUDY supro note at 10-12

149 S.REP.NO 91-184 atS

150 15 U.S.C 80a-35b
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fair exchange 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 imposed 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 36b as interpreted and applied by the federal courts has not served

its intended purpose

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 industiys peculiar governance structure.5 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 case has set the standard for how

section 6b 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 F3d 214 229 3d Cit 2001 In Green the

Third Circuit 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 REP No 91-184 at

155 In Daily Income Fund Inc Fox 464 U.S 5231984 the Supreme Court pointed out

that within the fund industry advisers typically do not compete by endeavoring 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 fund and flquent1y control the boards of directors with whom the

advisers then sells services under annually approved advisory contracts See id at 536 Unlike

most corporations mutual fund is typically
created and managed by pre-existing external

organization known as an investment adviser. often selects affiliated persons to sere

on the board of directors... citation omitted Earlier in Burks Lasker the

Court noted that because self-dealing is ingrained in the adviser-fund relationship from its

inception relationship between investment advisers and mutual funds is fraught with

potential conflicts of interest 441 U.s 471 480-8 1979 quoting Galfand Chestnutt

Corp 545 F.2d 807 808 2d Cit 1976 alteration in original
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Management Inc.6 decided on appeal in 1982 is still the leading section

36b case decided to date

Gartenberg was the first major fund industry fee case tried to verdict The

trial judge Milton Pollack set very high proof threshold8 and the Second

Circuits affirmance entrenched the Gartenberg factors as the principal

yardstick for section 6b mutual fund fee litigation.59 The Gartenberg

factors have destroyed the promise held out by Congress in 1970 when it

presented section 36b to fund shareholders as fiduciary duty enforcement

weapon Despite stratospheric fees and resultant adviser profitability1 to date

no complaining shareholder has ever won lawsuit contesting mutual fund fee

payouts under section 6b
central point of this article is that the Gartenberg factors are passØ They

were of limited use originally but today they are of no use at all Part of the

reason why Gartenberg sets failed standard for judging fiduciary duty

breaches lies in the cases unique circumstances Understanding Garten berg

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 of New

York decided the verdict in Garfenbergthe year before See Gartenberg Merrill Lynch Asset

Mgmt Inc. 528 Supp 1038 S.DN.Y 1981

157 See Jeffiey Puretz Recent Developments for Mutual Funds and FundAdvisers in

LIFEINS CO PRODS 475532 A.L.I.-A.B.A Continuing Legal Educ ed 2006 available at

Westlaw SM039 ALl-ABA 475 noting Gartenberg was for many years followed by every

court in reported decisions Numerous decisions endorsed Gartneberg See e.g In re Eaton

Vance Mut Funds Fee Litig 380 Supp 2d 222 S.D.N.Y 2005 affd sub nom Bellilcoff

Eaton Vance Corp 481 F.3d 110 2d Cir 2007 Kalish Franklin Advisers rue 742

Supp 1222 S.D.N.Y 1990 afd 928 F.2d 590 2d Cir 1991 Meyerv OppenheiinerMgmt

Corp 715 Supp 574 S.D.N.Y 1989 affd 895 F.2d 861 2d Cir 1990 Krinskv Fund

Asset Mgmt Inc 715 Supp 472 493-94 S.D.N.Y 1988 aft 875 F.2d 404 2d Cir

1989 Schuyl 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 Garlneberg see James Benedict et al Recent Developments In Litigation Under

the Investment CompanyAct of1940 in CORPORATE LAW AND PRACTICE COURSE rANDBOOK

SERIES 571 578 Practising Inst ed 2003 available at Westlaw 1373 PU/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

Gartenberg was Schuyt 663 Supp 962 Like Gartenberg Schuyt concerned challenge to

advisory fees charged for managing money market fund Ii And like Garienberg Schuyt

was brought and decided in the Southern District of New York Id Other cases have also been

won after trial by fund sponsors See KalIsh 742 Supp 1222 Meyer 715F Supp 574

Krinsk 715 Supp 472
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money market fund in existence having exploded from $100 million in

assets to over $19 billion in just few years Plaintifi challenged as

excessive the advisory fee paid to Merrill Lynch by its fast-growing money

market fund.162 Making the facts in Gartenberg distinctly different from those

in modem 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 shareho1ders16 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.IM The orders were handled by the sales force

without any commission leading to vexing cost atcounting 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 38%.165

Evaluating Fiduciary Breaches Under Gartenberg

The district court 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 loya1ty.tSS The adviser must

function with an eye single to the best interests of the beneficiaries The

160 Gartenberg 528 Supp at 1042

161 id

162 Gartenberg 694 F.2d at 925

163 Gartenberg 528 Supp at 1040

164 Id at 1041

165 Garienberg 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 viewing the work of the Merrill Lynch brokers writing

the ticket for the money market fund order as loss 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 ofeady 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 Merrill Lynch as result of the

Funds existence would be difficult time-consuming and expensive and probably entirely

inconclusive even if all of the logical problems could be resolved Gartenberg 528 Supp

at 1056 The court of appeals rejected the notion that estimating Merrill Lynchs fall-out

benefits was impossible but found those benefits could not be considered because the plaintiffs

never proved what they were Gartenberg 694 F.2d at 932

166 Gartenberg 528 Supp at 1047 citing Galihad Chestnutt 545 F.2d 807809811

2d Cir 1976
167 Id citing Rosenfeld Black 445 F.2d 1337 1342 2d Cir 1971
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court also found that candor and fair dealing are mandatory when the adviser

deals with the fund over fees.68 Distilled down the district court held The

essence of the dutyj test is whether or not under all the

circumstances the transaction carries the earmarks of an arms length

bargain.69 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 fees.7 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 industiys

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 falling to recognize that because of the conflicts

described in Part mutual fund fees are not competitively set and thus are

ineffective guideposts for use in judging arms-length bargaining or pricing

fairness

On appeal the plaintiffs in Gartenberg tried to convince the appellate court

that the lower courts fairness standard tied to market price freely

available and competitively
set sounded reasonable but bore no relationship

to fund market reality.74 The Second Circuit evidently recognized the no-bid

nature of fund industry pricing pointing to the existence in most cases of an

unseverable relationship between the adviser-manager and the fund it

services.7 But the appellate court nevertheless rejected the plaintiffs

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

fairness 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 Gartcnberg 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 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 6b
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 determining fair advisory fees for money market funds.77

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 for evaluating 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 be-and 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 in mutual fund

portfolio management pricing The key is that the extra cost item needed to

be identified and quantified it needed to be proved The third reason why

176 Id at928

177 Id at 930 n.3

178 Id

179 The so-called liquidity factor was alluded to by the Second Circuit inGarenberg when

it referred to fund managers having to deal with the myriad of daiLy purchases and

redemptions by Rind shareholders Id As we have seen the alleged liquidity factor is bogus

justification
for differentiating fund advisory fees from those charged for managing pension

assets The fhctor 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 of pension fee comparisons based on supposedly special distinctive mutual

Rind cost factor that has never been quantified Moreover if the elusive liquidity factor ever

were identified and quantified all anyone maldng fee comparisons using non-fund data would

need to do is adjust for it
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Gartenberg 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 numbers 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.8 Contrary to the

court of appeals analysis mutual fund portfolio manager like the pension

fund portfolio adviser confronts each day single net dollar inflow or outflow

number calling for investment decision-making.82 The Gartenberg 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 fund fee advisory fee evidence the court enumerated the following six

fuctors today commonly known as the Gartenberg factors83 to be weighed

in determining fee disproportionality the nature and quality of the services

rendered the profitability of the funds to the adviser economies of

scale comparative
fee structures fallout benefits i.e indirect profits

180 In the investment context

law of large numbers suggests thai institutional funds need to Irade 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

Lynn Stout Are Stock Marketr Costly Casinos Disagreement Market Failure and

Securities Regulation 81 VA L.REv 611665 n.171 1995 To state the lawoflarge numbers

more precisely the mean of sample approaches the expected valise 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 Jeffley
Blume Richard Royall

illustrating the Law of Large Numbers and Confidence Intervals AM STATISTICIAN Feb

2003 at 51

181 Itisrelatively certain that the courtreceivedno such information Admissible evidence

about pension fund advisory fees and full explanation why that evidence is probative

apparently 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 et aL supra note 157 at 578 discussing various 36b cases in light

of holdings on the Gartenberg lhctors

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.85 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 revenuefcostlprofit

study know Id be interested but dont think the industry would oblige

us.187 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.89

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 practice

profitability is bitterly contested Recall that in Garrenberg 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 Thud clients and if not why not The SEC rulemaking we and others contend

brings comparati%e free market data into play under the Gartenberg test See Laurin

Blumenthal KleimanCarlaG Teodoro Fanning Organizing and OperatingaMutual Fund

Legal and Practical Considerations in fliE ABCS OF MUTUAL FUNDS 2007 at 31 n32

Practising Inst ed 2007 available at Westlaw 1612 PLlJCorp suggesting that

comparative data cannot be ignored by boards in light of the SECs rulemaking

185 Gartenberg Merrill Lynch Asset Mgnit Inc 694 F.2d 923929-30 2d Cir 1982

186 Am Bar Assn Fund Director Guidebook 52 Bus LAW 2292501996

187 Letter from Erik Sirri Chief Economist Sec Exch Conmin to John Bogle

Chairman The Vanguard Group Mar 23 1999 on file with the authors

188 The SEC has also announced that it is unable to evaluate economies ofacale lathe ftmd

industry because the data is lacking See info notes 205-07 and accompanying text

189 See infra notes 205-07 and accompanying text
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loss.90 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 million and 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%.192

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 ofm inns 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 fall in

range from at least few percentage points greater than 0%to perhaps as much

as 33%sa In other words all the parties 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.95 Given that profitability data is bidden 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 profitability

criterion for recovery 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.90 The reason for this according to one fund

industry insider is that marginal costs of managing increasing dollars

is mini1nal.Lsl

190 Gartenberg 694 F.2d at 926

191 Krinsk Fund Asset Mgmt Inc 715 Supp 472 489 SD.N.Y 1988 showing

estimated profits and profitability percentages in table comparing three studies qtd 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 profittbility for the same period

to be -32.7% Id

195 Schuyt Rowa 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 fund advisers profit did

not need to be disclosed to investors because profitability was not material fhct Id at 990

even though the advisers pretax profit margin 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 Jefliey Molitor Dir of Portfolio Review

Vanguard Group
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There is no shortage of proof that economies of scale exist In Part ifi 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.tse Likewise fund adviser Franklin 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 ofFranklin Resources explained

We benefit from economies of scale... As our asset base grows the cost

of servicing our shareholders does not grow proportionately.99 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.20 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 fairly 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 CHRON 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 fbund that in mutual

funds the average fee charged was essentially
flat through the fund samples first seven deciles

covering the funds making up the first 70% of the sample ranked according to size and the

fee charged was consistently greaterthan 70 bps Freeman Brown .cupra 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 fends Id

203 One experienced fund industry observer had this to say about economies of scale in the

asset management side of the mutual fund industry 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

failed to materialize as total equity fund expenses rose 1980-2005 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.20 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 andfmancial economists specialized mutual fund

experts all have solenmly 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

lefl 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 Gartenberg

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 Costdatais especially difflcultto isolate because even ifthe most easily calculated type

of cost inforniationdirect expenses for pure portfolio managementwere available costing

out the advisory function i.e excluding administrative and distribution costs would still

necessitate allocating an appropriate share of the advisory ibms indirect cost.% including

overhead

205 See
.supra

notes 187-88 and accompanying text

206 Div OF INv MGMT SEC EXCH COMMN REPORT ON MUTUAL FuvD FEES AND

EXPENSES 2000 available at http//www.see.gov/newslstudies/feestudY.htfll

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

PlaiutifB adduced an assortment of evidence that Harris provided the board with

materially misleading and inaccurate information directly bearing on the

reasonableness ofllarriss fees Among other things Plaintiffs 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 failed to supply the board with an economiesf-scale

analysis and instead furnished it with misleading cost information that masked

Harriss economies of scale In addition Harris provided the board with

information regarding marketing and distribution payments that tidied to disclose

that Harriss accounting methodologies had caused the funds to bear an

inappropriately large portion of these payments

Reply Brief ofPlaintifTs-Appellants at 18-19 Jones Harris Assocs L.F 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 induslry Furthermore in the

authors experience fund companies have no problem fmding 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

Establishing that economies of scale both exist and have not been properly

shared are crucial undertakings for plaintifth
in section 36b cases.2 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 htlp//www.ca7.uscourts.gOv/briefS.htm

search for 07-1624 then follow 07-1624 005.pdf hyperlink

209 The claim is that flmdportfiuio management offers no economies of scale onamarginal

or forward-looking basis The defense contention is that the only thing relevant to assessing

economies is whether future operations will yield additional economies of scale that would

justil 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 the payments are beyond questioning by fund boards The Investment

Company Acts governance scheme is intentionally
slanted to give fimd boards power over

advisers who may believe they have proprietary right to current fee levels The statute

requires annual approval of the funds advisory contract covering all assets See 15 U.S.C

80a-l5c2000 Congress deliberately gave fund boards annually-renewable powarto fire the

adviser and put the management contract covering all those assets up for bid See Am Bar

Assn supra note 186 at 249 The 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 of the 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 nextyear 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 the 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 fbnds adviser by reason of its position.21

211 listing of various
potential types of thU-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 Coates-Hubbard

Worldng Paper supra note 79 at 57-58 n.123 It is by no means clear that as the Coates

Hubbard Working Paper suggests fluid shareholders are on the receiving end of abundanffall

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 of flied assets are beneficial to existing fund shareholders is dubious

and not supported by the literature See e.g LORIWALSIt THE COSTS ANDEENHEITS TOFUND

SHAItEHOLDERS or 12B-I PI.ANs 2004 available at http//www.sec.gov/

rules/proposedlslo9o4/1wa1sh042604.pdf

Other supposed fall-out benefits accruing to flied shareholders according to the Coates

Hubbard Working Paper are ajlleged rebates and soft dollar payments Coates-Hubbard

WorkingPaper supra note 79 at 57-58 n.123 An alleged rebate has no recognized meaning

and is thus hard to view as benefit if it exists at all Actual rebates from service providers

returning costs borne by the flied clearly are bad unless they are 100% paid into the flied 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 See SEC

Jones No 05 Civ 7044RCC 2006 WL 1084276 S.D.N.Y Apr.25 2006 In re BSYS

Fund Servs Inc Investment Advisers Act Release No 2554 Investment Company Act

Release No.27500 SEC Admio Proc File No 3-12432 Sept 262006 available at httpJ/

wstw.sec.gov/litigatiori/admin/2006/ia-2554.pdf As for soft dollars they undercut price

competition ifundiselosed The practice of padding 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 go to reduce the funds advisory fhes the true amount

being paid for advisory services is distorted and fiduciary duty issues of fairness and full

disclosure are implicated

Additional supposed fall-out benefits singled out bythe Contes-Hubbard Working Paper

as beneficial to fund shareholders are particularly puzzling One such category isLreusing

research and portfolio management Coates-Hubbard WorkingPaper siqira
note 79 at 57-5

n.l23 Here is what the Coates-Hubbard Working Paper says in explaining how the flied

benefits when the adviser resells the research know-how it developed at flied 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 example 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 fee sharing between advisers and

funds in such cases We are unaware of any instancesand the Coates-Hubbard Working Paper

provides no exampleswhere incremental revenues collected by fund advisers are forwarded

to the fund that paid for the original advisory work What instead seems to be the norm is that



Case 21 1-bv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 56 of 113 PagelD 937

2008 MUTUAL FUND AD VISORYFEES 137

They were considered in Gartenberg 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 Gartenberg facts because cash inflows or outflows from the

firms money market fund often were tied to brokerage transactions creating

commission income for the firm 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 Garten berg 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.214 Information about fall-out benefits that would

advisers take sensithe proprietary research paid for by the fund and convert the asset to their

personal benefit The advisers thus use the funds propertythe infonnation 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 is that

the sub-advisers work tends to be done for others at much lower price than was charged for

the vurk perfonned for the originating fund

212 Gartenberg Merrill Lynch AssetMgmt Inc 528 Supp 1038 1055-56 S.D.N.Y

1981 affd 694 F.2d 923 2d Cir 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 funds

portfolio advisory operation Each potential fall-out benefit is separate free-standing source

of potential revenue for both the fund itself and the fund sponsors organization Sensible

governance requires that these free-standing opportunities be the subject of separate

negotiations and agreements betwnen the funds board and the adviser Because each potantial

benefit relates to discrete corporate opportunity that presumptively belongs to the fund each

needs to be disclosed accounted for quantified and then approved by the funds board upon

tenns that are fair to the fund and its shareholders

214 See e.g Fidelity Magellan Fund Prospectus Form 4S5BPOS May 29 2005

Fidelity Prospectus available athttp/Iwww.sec.gov/Archivesledgar/dataI6J397I

000006139705000004/main.htm The Fidelity Prospectus discusses the fund boards

consideration of the advisers full-out benefits as follows

The Board of Trustees. also considered the character and amount of fees paid

by the fund and the funds shareholders for services provided by the Investment

Advisers and their affiliates including fees for services like transfer agency fund

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 Gartenberg factor

Data on the sixth Gart en berg factor directors diligence likewise is hard

to find and evaluate Not until June 2004 twenty-two years after the lower

courts ruling in Gartenberg did the SEC begin to require that mutual fund

boards disclose the material factors considered by fund boards in approving

advisory contracts.215 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 determined or other specffics

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 121-i plans in respect of certain of the

Fidelity funds 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 Advisers retail

brokerage correspondent brokerage capital markets trust investment advisory

pension record keeping insurance publishing real estate international research

and investment funds and others also considered the intangible
benefits that

accrue to the Investment Advisers and their afliliates by virtue oftheir relationship

with the fund

Id Note the lack of specific data Without clear identification of the faIl-out benefits being

evaluated their dollar values and the extent to which they are shared by the adviser with the

fi.md ashareholderhasno means ofanalyzing based on publicly available information whether

the advisers dealings with fall-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 Rag 39798 June 302004
216 Forexampleconsiderthis description ofadvisory 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 FixedIncome 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 fimd performance the investment performance of the investment

adviser and such other information as the committee determines to be reasonably

necessary to evaluate the terms of the investment advisory agreements considers

the cost of the services to be provided and the profitability and other benefits that

the investment advisers and their respective affiliates derive or will derive from

their contractual arrangements with each of the funds 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.217

In sumthe federal fiduciary standard applied in section 6b cases under

GartenbergisaninfirmanarpelegalstandardiriflrUhidde1

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 as 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 Mutual 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 margin8 to their

conflicted fiduciaries who typically provide investment returns lagging

would be realized 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 investment advisory contracts entered into with Management

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 may be necessary and appropriate

to evaluate investment advisory agreements of the funds and makes

recommendations to the Board concerning 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

Company Act of 1940

Fidelity Prospectus supra note 214

217 Mercer Bullard Rouge on Corpse Won tBring Mutual Fund Directors Back to Life

JURIST ONLDm Mar 152004 http//jurist.law.pitt.edu/fonun/bullardl.php Neitherthe SEC

nor the fund industry has set forth standards regarding the minimum steps
that fimd directors

must take to fulfill their fiduciary duties to shareholders.

218 In Schuyt Rowe Price Prime Reserve Fund Inc the court approved and thus gave

the fund sponsors the green light to accept an annual pm-tax profit margin of over 77% 663

Supp 962979 S.D.N.Y 1987 qfld 835 F.2d45 2dCir 1987 Thatprctaxprofitmargin

was no aberration it was up from 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 fimd 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 fiduciary 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 fiduciary 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 Gartenberg allows funds to defend their

fees by referencing fees paid by other similarly conflicted funds and sends

plaintiffh on fruitless and frustrating quest for an empirical holy grail while

simultaneously disallowing or down-playing the best evidence of fairness 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 sell.22 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

2i9 Trading Practices Hearing supra note 48 at opening statement of Sen Peter

Fitzgerald According to Senator Fitzgerald the fund industry represents amulti-trililon dollar

trough from which fund managers brokers and other insiders are steadily siphoning off an

excessive slice of the Nations household college and retirement savings Id

220 Clartenberg Merrill Lynch Asset Mgmt Inc 694 F.2d 923927-28 2d Cir 1982

Indeed the lower court correctly observed that market pricefreely available and

competitively setserves as standard to test the fairness of the investment advisory fee under

the facts shown in this record Gartenberg Merrill Lynch Asset Mgmt Inc 528 Supp

1038 1067 S.D.N.Y 1981

221 SeeNewarkMorningLedgerCo v.UnitedStates 507U.S 5465701993 approving

lower courts application of fair 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 fhcts see

also Treas Reg 20.2031-1b as amended in 1965 defining fur 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.uz

Comparisons Can and Should Be Made

Other available comparators are superior Alter 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 fimd sponsors or their affiliates

simultaneously sell their own advisory services on the free market to other

entitiessuch as pension plans college endowment funds separate accounts

or through sub-advisory contracts Indeed as shown in Part Ill 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 fund college endowment fund or some other large

institutional bvestor.an More accurately and objectively than expert

222 Lawyersrepresentingflmd advisers 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 inLimineto 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 WL 2320405 In that filing
American Century argued

successfully for preclusion ofevidence establishing pricing outside the fund business citing
and

relying on Gartenberg and its progeny in re AiianceBernetein Mutual Fund Excessive Fee

Litigation No.4 Civ 4885SWK 2006 WL 1520222 at S.D.N.Y May 312006 Kallsh

Franklin Advisers inc 742 Supp 1222 1237 S.D.N.Y 1990 aj/d 928 F.2d 590 2d

Cir 1991 Krinsk FundAsset Management Inc 715 Supp 472486 S.D.N.Y 1988

affd 875 F.2d 404 2d Cir 1989 Schuyt Rowe Price Prime Reserve Fund Inc 663

Supp 962 S.D.N.Y 1987 affd 835 F.2d45 2dCir 1987 Bromson Lehman Management

Co No 84 Civ 7795 1986 WL 165 S.D.N.Y Mar 13 1986

223 Recallthat the fund managers lobbying group and advocate the ICI agrees that mutual

funds and other institutional investors are in fact 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 arms-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 When the data is pristine it is easy to show on 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.225 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 permit plaintiffs to introduce evidence of free market

comparables.tm 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 evidentiary 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 case Jones Harris Associates

L.F 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 though 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 to scrutiny because of data problems See supra notes g6-87 and accompanying

text

225 See supra note 113 and accompanying text

226 Without use of such comparators section 36b plaintiffs are doomed This was driven

home recently when plaintiffs counsel dropped section 36b case on the eve of trial

following the district courts ruling on motion in liminc to exclude institutional pricing

evidence at trial See Order Granting Defendants Motion in Limine Baker No 04-4039-C

C-ODS

227 Jones Harris Assocs L2 No l04-cv-08305 2007 WL 627640 N.D Ill Feb 27

2007
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the captive finds225 but the court failed to grasp the evidences importance

In granting sunimaly 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 fund family230 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.231 Taking its lead

from Jones the court in the Ameriprise 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 Ameriprise
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 the record 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 36 bps saving Oakmark Fund shareholders more than $33 million annually See

Expert Report ofEdward ONeal at 18 Jones No l04-cv-083O5 on file with the authors

For Oakmark Equity Income Fund the rate drop would have been from 73bps to under 26

bps and annual savings would have been over $37 million Id at 19 Thus for these 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 funds were paying more than double what the adviser was selling
similar services

for in the free market

229 The court in Jones not only failed to focus on the importance of the pricing disparity

it also ignored shocking that supported with record evidence It was more expensive for the

adviser in Oakmarkto 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 See Plaintiffs Responseto Defendants Statement oftJndisputed Facts and PlaintifFs

Statement of Additional Facts Jones No l04-cv.08305 on file with the authors From

the data studied it appears the adviser in Oalunadc 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 Aineriprise Fin Inc 497 Supp 2d 974 Mimi 2007

231 DecI of Edward ONeal Ph.D at Gal/us 497 Supp 2d 974 No 004-ov-

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 admit 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 far more illuminating than pricing

examples taken from the conflicted fund market Proof that fund adviser

treats third-party outsider far 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

affiliates 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-bunt

approach epitomized by Gartenberg and embrace new cleaner and far more

realistic approach to analyzing section 36b claims In McDonnell Douglas

Corp Greenn3 the Supreme Court laid out framework useful for

analyzing disparate treatment cases relying upon circumstantial evidence of

discrimination.2M 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 Figure supra fond advisory fees are subject to great dispersion

Because of this many fond foe schedules can be presented as more moderate and fair than an

array of others extant in the indusliy

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 Community Affairs

Burdine 450 U.S 2482551981 Foradiscussion of the McDonnell Douglas framework

see Leslie Kems Comment Aka Washington Hospital Center Why the Debate aver

Pretext Ended with Hicks 60 01110 ST L.J 1625 163 0-34 1999
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Under McDonnell Douglas the plaintiff is required to make prima facie

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 eannarks 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.m

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-discriminatory 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 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 grossly unfair and in neither case did the

adviser rebut that evidence

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

transaction carries the earmarks of an anns length bargain Gartenbergv Merrill Lynch Asset

Mgmt Inc 528 Supp 1038 1047 S.D.N.Y 1981 citing PepperY Litton 308 u.S 295

306-07 1939 alteration in original afld 694 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 plaintiff
had made prima facie 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.7 The SEC said

it adopted the disclosure requirement because it believe that information

concerning whether and if so how the board relies on comparisons is

important in understanding the boards decision This is very powerful

comment for it evidences the SECs belief that boards decision to weigh or

not weigh comparative pricing of advisory services is itself material factu9

investors ought to know in evaluating the boards aetions

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 Securities Act Release No 8433 Exchange Act Release No 49909

Investment Company Act Release No 26486 69 Fed Reg 39198 39802 June 30 2004

238 Id

239 Inthe context ofthe securities laws fact is material if there is substantial likelihood

that reasonable shareholder would consider it important TSC Indus Inc Northway Inc

426 U.S 438 449 1976
240 The SECs decision to revise and update disclosures concerning fund boards

consideration ofadvisory contracts showsjusthow far courts rulings in fund advisory fee cases

have strayed from reality Some courts have taken the position that under Gartenberg and its

misguided progeny comparative fees may not even be mentioned in court in section 36b

case See e.g Order Granting Defandants Motion in Limine Baker Am Century mv

Mgmt mc No o4-4039-CV-C-ODS W.D Mo July 172006 finding that Plaintiffs will

be precluded from presenting any evidence relating to Defendants management of non-mutual

fund accounts as such evidence is irrelevant to Plaintiffs claims involving mutual fund fees

under Section 36b of the Investment Company Act Kalish Franidin Advisers Inc 742

Supp 1222 1237 S.D.N.Y 1990 suggesting evidence of comparative fue structures in

section 36b cases should be limited exclusively to fees charged by other mutual fUnds afd

928 F.2d 590 2d Cir 1991 Yet the SEC considers comparative fee matters such as fees

charged by fund advisers to their pension plan clients to be important in understanding how

the fee approval decision was reached
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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 debate.241

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 fulling 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 independenti 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.2

Getting the best transaction available requires using the best negotiating

ammunition 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 prone to be told that it just 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 Directors of

Investment Companies Securities Act Release No 8433 Exchange Act Release No 49909

hrvestment Company Act Release No 26486 69 Fed Reg 39798 39802 June 30 2004

242 Kahn Lynch Commcns Sys Inc 638 A.2d 1110 1119 Del 1994 alteration in

original quotingln raFirsi Boston Inc Sholders Litig Civ No 10338 1990 WL 78836

Del Ch June 1990
243 This conclusion is based on confidential depositions the authors have read



Case 211-cv-01083-DMC -JAD Document 3-3 Filed 03/04/11 Page 67 of 113 PagelD 948

148 OKLAHOMA LAWRE VIEW 6183

helpful facts 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 their 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 FreemanBrownSas 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 Jn Freeman-Brown we coined the most favored nation concept

for fund fee pricing This concept demands that mutual funds 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.al

244 The data is available as demonstrated by Eliot Spitzers testimony cited earlier See

supra notes 93-94 and accompanying text

245 See supra Table

246 See Freeman Brown supra note at 635 -36

247 See RESTAmMENT SECOND OF AGENCY 381 1958
Unless otherwise agreed an agent is subject to duty to use reasonable efforts to

give his principal information shich 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 for 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

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 fund 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 6b 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

6b 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 fimd 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

Gaienberg and its progeny permit ftmds to defend their excessive fees by

reference to the bloated fees of their similarly-tainted compatriots 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

id
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is absurd to find federal courts in 6b cases barring free market data or

downplaying its relevance After all the SEC now demands mutual fund

prospectuses disclose whether comparative data drawn from the free market

was relied on by the funds board in approving the advisory contract and if so

what the comparisons were and how they assisted the board in the approval

process
Data deemed relevant and material in the board room deserves equal

treatment in the court room

Courts need to understand that in advisoiy fee cases where the absence of

anns-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 Gartenbergs 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 fade 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 inthe 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 advisory fee

payments has been classified by Forbes magazine writer Neil Weinberg as the

fund industrys worst nightmare.248 Weinbergs worst nightmare

248 Neil Weinberg Mutual Funds Worst Nightmare FOR5ES.COM Dec 162003 http/l

www.forbes.com/20O3/I 2/16/ez_nw_1216mUtUa1findS.11tL Weinberg quoted one industiy
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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.245

That mutual fund sponsors worst nightmare involves treating fund

shareholders scrupulously fairly when pricing vital services shows bow far the

fund industry has strayed from sensible fiduciary standards Section 36bs

promise
has been squandered Abandoning the confusing vague and unfair

Gartenberg 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 I1s brilliant idea to bring most favored nation

clauses to the mutual fund arena .. Id quoting Eth%ard Siedle Investigator Benchmark

Financial Services

249 In the same vein when Freeman-Brown was first discussed in The Wall Street Journal

it was in stoly with title suggesting that proof of price gouging in mutual fund fees was old

news See Lauricella supra 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 A.set3 2004 mm
Explorer

1975 7536

Morgan Growth 1975 4174

US Growth 1975 5698

Windsor 1975 18189

Wellesley

Income 1975 9906

Wellington 1975 29940

Intl Growth Fund 1981 7280

International

Value 1983 1864

Primecap
1984 21336

Windsor II
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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APPENDTX

Vanguard Fund External Manager

Explorer Wellington Granahan Chartwell Granthain

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 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 Granthain

Growth Equity Turner

Capital Value Wellington

Mid Cap Growth Provident

Intl Explorer
Schroder

Dividend Growth Wellington
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EXHIBIT 5.3

INVESTMENt SUBADVISORT AGREEMENT WI DC

WELLINGTON MANAGEMENT COMP8rT LiP

PAGE

INVESTMENT 918-ADVISORY AGREEMENT

This Investment SubAdvisory Agreement is made by and between Hartford

Inveatmient Financial Services Company Delaware corporation HIFSCO and

Wellington Management Company LIP Maaaachusettz partnership Wellington

Management

W5EREAS NtFBCO baa 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 Opportuoitiee

Fund ITT Hartford Dividend and Growth Fund ITT Hartford Stock Fund ITT

Hartford Adviaers Fund ITT Hartford Bond Income Strategy Fond and ITT Hartford

Money Market Fund and

WHEREAS NIFSCO wishes to engage the aervinee of Wellington Management

Company aa SubAdviser to the ITT Hartford Small Company Fund ITT Hartford

Capital Appreciation Fund ITT Hartford International Opportunities Fund ITT

Hartford Dividend and Growth Fund TTT Hartford Stock Fund and ITT Hartford

Advisers Fund each Portfolio and together the Portfolios and

WHEREAS Wellington Management ie willing to perform adviaory eervioes on

behalf of the Portfolioa upon the terms and con4tions and for the compensation

hereinafter set forth

HOW THEREFORE in consideration of the promises and mutual agreements

herein cootained the partiea hereto agree as follows

HIFHCO hereby employs Wellington Management to serve as HubAdviser with

reapect to the assets of the Portfolios and te perform the servioea

hereinafter set forth subject to the terms and conditions of the investment

objentivea policies and restrictions of each Portfolio anI 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

apprnpriste for each Portfolio which program shall be smeoded and updated

from tine to time as financial and other economic conditions change ts

determicsd by HIFSCO and Wellington Management

Wellington Management in consultation with HIFHCO when appropriate will

make all determinations with respect to the inrestment of the assets of the

Portfolios and the purchase or sale of portfolio ssccritiea and ahall take

such

PAGE

steps sa may be neceaeary to implement the same Such determinations sod

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 deniaiona pertaining to Portfolios securities

should be eeroised

Wellington Management uill regularly furnish reports Ilith respect to the

Portfolios at periodic meetings of the Companys Hoard of Directors and at

such other tines as may be reasonably requested by the Companys Hoard of

Directors which reports shall include Wellington Managements economic

outlook and investment strategy and discussion of the portfolio activity

sod the performance of the Portfolios since the last report Copies of all

auth reports shall be furnished to BIF9CO for ezaminstion and review within

reasonable time prior to the presentation of such reports to the

Companys Hoard of Directors

Wellington Management ahall 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 act forth in the Portfolios prospectus

and statement of additional information or any investment guidelines or

other instructions received in writing from HIF9CO and subject further to

auch policies and instructions as the Board of Directors or 9IFSCO say from

time to tine establish and deliver to Wellington Management

In addition Wsllington Management will cause the Portfolios to comply with

the requirements of Section 851b of the Internal Revenue Cods of

1986 as amended the Code regarding derivation of income from specified

investment activities Ib Section 851b of the Cods regsrding the

limitation of gains from the disposition of securities and certain other

investments held less than three months sod Cc HeotiOn 851b of the

Coda regarding diversification of the Portfolios assets

Wellington Management will select the brokers or dealers that will ezecute

the purchases and sales of portfolio securities for the PortfolIos and

place in the name of esch Portfolio or ita nominees all such orders

14.. lInunner oat entail .nb.anlaAenmr/Annll WUZA ClflflflflQl flC7 011Y fart l1flfll
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When placing such orders Wellington Management shall use its best efforts

to obtain the best net security price available for each Portfolio Subject

to end in accordance with any directions that the Board of nirectors nay

issue frost time to ties Wellington Management may also be euthorized to

effect individual securities transactions at commission rates in encess Of

the mmmcm cosission rates

PASt

available if Wellington Managesient determines in good faith thst such

aeounr of cosisaission is reasonable in relation to the uslue of the

brokerage or research services provided by such broker or dealer viewed in

teraa of either that particular transaction or Wellington ManagemenVs

overall responsibilities with respect to the Portfolios and Wellington

Managements other advisory clients The execution of such transactions

shall nor be deemed to represent an unlawful tnt or breath of any duty

created by this Agreement or otherwise Wellington Management will promptly

coessunicate 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 shsll pay to Wellington Management as

promptly as possible after the last day of each calendar year quarter

fee accrued daily and paid quarterly bssed upon the following annual rates

and calculated based upon the average daily net asset values of each of the

Portfolios as follows

ITT HARTFORD aSsAIL COMPANY FUND ITT HARTFORD CAPITAL APPRECIATION

FUND AND ITT HARTFORD TMTRRWATI GNAT OPPORTUNITIES FUND

MET ASaET VALUE ANNUAl RATE

First $50000000 0.40%

Nest $100000000 0.30%

Met $350000000 0.25%

Next $500000 000 0.20%

Ouer $1 Billion 0.175%

ITT NARIFDRO DrVrDEHD AND 6201415 FUND ITT HARTFORD STOCK FUND AND

ITT HARTFORD ADVISERS FUND

NET ASSET VAlUE ANNUAL RATE

First $50000000 0.325%

Net $100000000 0.251

Next $350000000 0.20%

Next $500000000 0.15%

Over $1 Billion 0.125%

Weliingtcn Management may waive all or portion of its fees frost

time to time as agreed between the parties

PADE

If it is necessary to calculate the fee for period of time which is

not calendar quarter then the fee shall he 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 to question end

iii paid within reasonable time after the close of auth period

Wellington Management will bear all expenses in connection with the

perfonnsnce 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

Cd Wellington Management agrees to notify NIFSCO of any change in

Meilingtun Managements personnel that are directly involved in the

management of the Portfolios uithmn reasonable time following the

occurrence of such change

Nellicgton Management shall not be liable fur any loss or losses sustained

by reason of soy investment including the purchase holding or sale of any

security as long as Wellington Mamagement shall have acted in good faith

and with due care provided however thst no provision in this Agreement

shall be deemed to protect eellington Management and Wellington Management

shall indemnify NIFSCO for any sod 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 reasoo 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

enoner terminated in accordance with 9b belou shall coorinue in

effect from year to year thereafter provided that its continuance is

specifically approved at least snnuslly Cl by vote of the majority

httn//ssnsnsr oas nnur/Arrh4cjofaA norlal atoll flIVAl c/nnnnoi inctoiini Ascc /nni
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of the atesibere 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

ox interested persona of any each party cast in person at meeting

called for the purpose of voting on this Agreement

PAGE

This Agreement may be terminated with respect to each Portfolio at

any tine without the payment of any penalty etther by vote of the

members of the aoard of Directors of the Company or by vote of

majority of any Portfolios outstanding voting aecurities or by

RIFSCO on written notice to eellington Management shall

ieeediate1y terminate in the event of its assignment may be

terminated by Wellington Management on ninety days prior written

notice to TFSCO but such termination jill not be effective until

BIFSCO shall have contracted with one or more persona to serve as

successor SubAdviaer for the Portfolio or ST5SCO or an affiliate of

sizysco agrees to manage the portfolio and such persons shall have

assumed such position sod will tcrninete autoieaticslly upon

termination of the advisory agreement between NIFSCO end the Company

of even date hereuith

In As used in this Agreement the terms aasigsment interested

parties and vote of majority of the Companys outatanding voting

securities shall have the meanings set forth for each terme in the

Investment Company Act of 1940 as amended

Any notice under this Agreement shall be givec in writing addressed

and dalivered or mailed postpaid to the other party or parties at

the current office address provided by each party

10 Nothing in thia Agreement shall limit or restrtct the right of amy partner

officer or employee of Wellington Management to engage in any boaineaa or

to devote hia or her time and attention in pert to the management or other

aspects of any other business whether of aixoilsr nature or disaimiler

nature nor to Itmit or restrict the right of Wellington Managemeot to

engage in any other business or to render services of any kind to any other

corporation firm individual or association

11 BTFSCO agrees that neither it nor any affiliate of HIFBCO will use

Wellington Managements name or refer to Wellington Management or

Wellington Managements clients in marketing and promotional materiala

without prior notification to sod authorization by Wellington Management

such authorization not to be unreasonably uithheld

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

PAS3E

13 The amendment of thia Agreement for the sole purpose of adding one or more

Portfolios shall not be deemed an amendment effecting an already eaiating

Portfolio and requiring the approval of shareholders of that Portfolio

14 To the etent that federal aecurities lawa do not apply this Agreement end

all performance hereunder shall he governed by the laws of the State of

Connecticut which apply to contracts made and to be performed in the State

of Connecticut

Tho remainder of this page Ia left blank intentionally
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cM W11BM55 WBEREOF the parties hereto have caused this Agreement to be

executed on the 3rd day of March 1997

SAATSORD I5fSt$PNT rINAZSCIRI

SERVICES CISPAMY

By is/ Joseph gsreeu

Name Joseph oareau

Title Eeoutive Vice President

WELLINOTON MANAGEMENT COMPANY LLP

By /5/ Robert Doran

Name Robert ooran

Title Chairman
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EXHIBIT 99.dxiii

AMENDMENT NUMBER TO

INVESTMENT SUB-ADVISORY AGREEMENT

The Investment Sub-Advisory Agreement between Hartford Investment

Financial Services Company and Wellington Management Company LLP Wellington
Management dated March 1997 as amended the Agreement is hereby amended

to include The Hartford Global Health Fund and The Hartford Global Technology
Fund the New Funds as two new Portfolios All provisions in the Agreement
shall apply to the New Funds except as stated below

The sub-advisory fee for the New Funds shall be accrued daily and paid

quarterly based upon the following annual rates and upon the calculated daily
net asset value of each New Fund

TABLE
CAPTION

Net Asset Value Annual Rate

First $100000000 .45%

Next $400000000 .35%

Amount Over $500000000 .30%

/TABLE

Wellington Management will waive subadvisory fees on the first $50

million of assets excluding seed money for each New 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 amendment to be

executed on the 28 day of April 2000

HARTFORD INVESTMENT FINANCIAL SERVICES COMPANY

By /5/ David Znaxnierowski

David Znamierowski

Senior Vice President Investments

WELLINGTON MANAGEMENT COMPANY LLP

By /s/ Duncan McFarland

Duncan McFarland

President and Chief Executive Officer

/TEXT
/DOCUMENT
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EXIUBJ D.ll
JNVESTMENT 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-Advise

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 Adviser and subject

further to
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such policies and instructions as the Board of Directors or the Adviser may fini 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 851b2 of

the Internal Revenue Code of 1986 as amended the Code regarding derivation of income from specified investment

activities and Section 851b3 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 effhct 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 Portfblios 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 invesiment 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 indemnif 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
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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

orby 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 fbr the purpose of vothig 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 temiination 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 right of the Sub-Adviser to engage in

any other business or to render services of any kind to any other corporation firm individual or association

11 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 ofi adding or deleting one or more

Portfolios or making other non-material changes to the information included in the Schedule shall not be deemed an

amendment of this Agreement
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15 To the extent that federal securities laws do not apply this Agreement and all perfonnance 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

remainder of this page is left blank intentionally
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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

Wellington Management

Company LLP

By LW Brendan Swords

Name Brendan Swords

Title Senior Vice President
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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 II 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
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Schedule

Sub-Adviser Compensation

Advisers Fund

Average Daily Net Assets Annual Rate

First $50 million
0.2200%

Next $100 million
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 0.2200%

Next $500 million 0.2100%

Amount over $1 billion 0.1700%

Capital Appreciation Fund

Average Daily Net Asseta Annual Rate

All Assets
0.2500%

Capital Appreciation II Fund and Global Equity Fund

Average 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 Annuat Rate

First $50 million 0.3250%

Next $100 million 0.2500%

Next $350 million 0.2000%

Amount over $500 million 0.1500%

Diversified International Fund

Average Daily Net Assets Annual Rate

First $250 million 5300%

Next $250 million 0.4800%

Next $500 million 0.4300%

Amount over $1 billion 0.4100%
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Equity income Fund and Value Fund

Average Daily Net Meets
Annnal 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 Meets Annual Rate

First $50 million
0.4000%

Next $100 million
0.3000%

Amount over $150 million
0.2500%

Global Growth Fund and International Opportunities Fund

Average Daily Net Meets 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

nvvragc .auy ict n..na

First $100 million
0.4500%

Next $400 million
0.3500%

Amount over $500 million
0.3000%

International Growth Fund

Average Daily Net Meets
Annual Rate

First $50 million
o.4000%

Next $100 million
3000%

Next $350 million
0.2500%

Amount over $500 million
0.2250%

International Small Company Fund

Average Daily Net Assets
Annual Rate

$50 million
0.4000%

Next $100 million
0.3500%

Amount over $150 million
0.2750%
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MidCap Fund

Average Daily Net Assets
Ananal Rate

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2 167%

Effece January 2010 the fee schedule for the vfldCaz Fund Ls restated as foUow

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 Asset
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 u.uy
Annual Rate

All Assets
0.3750%
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DOCUMENT
TYPEEX99 CD .2

SEQUENCE7
FILENAMEc66424bex99-d_2 .txt

DESCRIPTIONINVESTMENT SUB-ADVISORY AGREEMENT

TEXT
PAGE

EXHIBITd .2

INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford

Investment Financial Services LLC Delaware limited liability company

HIFSCO and Wellington Management Company LLP Massachusetts limited

liability partnership Wellington Management

WHEREAS HIFSCO has entered into an agreement for the provision of

investment management services to Hartford-Fortis Series Fund Inc the

Company and

WHEREAS HIFSCO wishes to engage the services of Wellington Management

as SubAdviser to each series of shares of the Company listed on Attachment

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

HIFSCO 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 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

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 Wellington Managements
economic outlook and
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PAGE

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 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 suoh 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 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 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 by 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

PAGE
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Table
caption

Assets Annual Rate

The

The

The

First $50 Million 0.400%

Next $100 Million 0.300%

Next $350 Million 0.250%

Next $500 Million 0.200%

Over $1 Billion 0.175%

Wellington Management may waive all or portion of its fees from

time to tine as agreed between the parties

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

Cc Wellington Management will not be ehtitled 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 Managementts 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

PAGE

This Agreement shall become effective on February 19 2002 and

Hartford
Hart ford
Hartford

smailCap Growth Fund

Growth Opportunities Fund

Value Opportunities Fund

cc
First $50 Million 0.400%

Next $100 Million 0.300%

Next $350 Million 0.250%

Over $500 Million 0.200%

The Hartford Growth Fund

Table
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shall continue in effect through February 18 2004 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 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

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 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

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
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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

remainder of this page is left blank intentionally
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IN WITNESS WHEREOF the parties hereto have caused this Agreement to be

executed on the 19th day of February 2002

HARTFORD INVESTMENT FINANCIAL

SERVICES LLC

By /5/ David Znamierowski

Name David Znamierowski
Title Senior Vice President

WELLINGTON MANAGEMENT COMPANY LLP

By /5/ Duncan McFarland

Name Duncan McFarland
Title President

PAGE

ATTACHMENT

The Hartford SmallCap Growth Fund

The Hartford Growth Opportunities Fund

The Hartford Growth Fund

The Hartford Value Opportunities Fund

/TEXT
DOCUMENT
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INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford Investment Financial Services LLC
Delaware limited liability company the Advisef and Wellington Management Company LLP Massachusetts limited

liability partnership the Sub-Advise

WHEREAS the Adviser has entered into an agreement for the provision of investment management services to The

Hartford Mutual Funds II 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 detennined

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 Adviser and subject

further to
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such policies end 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 851b2 of

the Internal Revenue Code of 1986 as amended the Code regarding derivation of income from specified investment

activities and Section 851b3 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 Ibith 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 Portfblios 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 froni 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
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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 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 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 or to render services of any kind to any other corporation firm individual or association

11 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 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
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15 To the extent that federal securities laws do not apply this Agreemont and all perfbrmance 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

remainder of this page is left blank intentionally
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IN WITNESS WHEREOF the parties hereto have caused this Agreement to be executed as of October 2009

Hartford Investment Financial Services LLC

By IsI Robert Arena

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

ByJsTBrendan Swords

Name Brendan Swords

Title Senior Vice President
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Scheduje

List of Funds

THE HARTFORD MUTUAL FUNDS II INC

ON BEHALF OF

The Hartford Growth Fund

The Hartford Growth Opportunities Fund

The Hartford SmailCap Growth Fund

The Hartford Value Opportunities Fund
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Schedule

Sub-Adviser Compensation

Growth Fund SmaflCap Growth Fund and Value Opportunities Fund

Average Daily Net Aete Annual Rate

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2000%

Growth Opportunities Fund

Average Daily Net Aaeta
Annual Rate

All Assets
0.2700%
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EXHIBIT 5.4

INVESTMENT SERVICES AGREEMENT WITH

HARTFORD INVESTMENT MSNAGU4ENT COMPRiSE

PAGE

INVESTMENT SERVICES AGREEMENT

This investment services agreement made by and between Hartford Investment

Financial Services Company Delaware corporation 5HTFSCO and The Hartford

Investment Management Company Delaware corporation HINCO

WHEREAS sipaco has entered into an agreement for the provision of

investment management services the Principal Advieory 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 atock Fund ITT Hartford Advisers Fund ITT Hartford Bond

Income Strategy Fund and ITT Hartford Money Market Fund and

BHHREAS HIFHCO wishes to engrga HINCO to provide investment management

services to the ITT Hartford Rend Income Strateg Fund and ITT Hartford Money

Market Fund each Portfolio and together the Portfolios and

WHEREAS BINCO is willing to perform such services on behalf or the

Portfolios upon the terms and conditions and for the nompenaation hereinafter

eat forth

NOB THEREFORE in consideration of the promises and mutual egreemente

herein contained the parties hereto agree aa follows

NIFHCO hereby employs NIXCO to provide int-eatment management services with

reapect to the assets of the Portfolios and to perform the services

hereinafter set forth aubject to the terms and conditions of the investment

objectives policies and reatrintiona of each Portfolio and HI1ICO hereby

accepta auch employment and agrees during such period to eseume the

obligations herein set forth for the compenaatinn herein provided

HINCO shall evaluate and islement an inveatnent program appropriate for

each Portfolio which shell ha amended cod updated from time to time as

financial and other economic conditiona change aa determined by HIFSCO and

HINCO

HIMCO in coneultation with NIFSCO hen appropriate will make all

determinations with respect to the investment of the assets of the

Portfolios and the purchase or aela of portfolio securities and shall take

acch steps as may he neneaaarl to implement the same Such determinations

aod services shall include advising the Companys Hoard of Directors of the

manner in which voting rights righta to conaent to corporate action and

anr other

PAGE

non-investment decisions pertaining to Portfolioa securities should be

esercised

HInCO will regularly furnish reports with respect to the Portfolios at

periodic meetings of the Companys Board of Directora and at such other

times as may he reasonably requested by the Companys Hoard of Directors

which reports shall include HINCOs economic outlook and investment

strategy and discussion of the portfolio actlvit and the performance of

the Portfolios eince the last report copies of all such raporta shall be

furnished to HIFHCO for eusmination and review within reasonable time

prior to the presentetion of such reports to the Companys board of

Directors

HIMCD shall manage esth Portfolio in conformity with the Companys Articles

of Incorporation and Sy-laws each as amended from time to time and the

Inveatment Company Act of 1940 as amended other applicnble laws end to

the investment objectiea policies and restrictions of each Rortfolio as

set forth in the Portfolios prospectus and statement of additional

information or ny investment guidelines or other instructions received in

writing from BIFSCO and aubject further to such policies and instructions

as the Hoard of Directors of NIFSCO may from time to time establish mod

deliver to HIJ4CO

NINCO will select the brokers or dealers that will ewecuts the purchases

and sales of portfolio securities for the Portfolios and place in the name

of each Portfolio or its nonioees all such orders When placing such

orders NIMCO shnll uae its best efforts to obtain the best net security

price available for each Portfolio Subject to and in accordance with soy

directions that the Hoard of Directors may iesue from time to time NIMCO

nay also be authorieed to effect individual aecurities transautione at

commission rates in eccess of the minimum cossaissicn rates available if

NIMCO determines in good faith that such amount of nnaneission was

reasonable in relation to the value of the brokerage or research services

provided by such broker or dealer viewed in terma of either that

particular tranasutton or HIMOs overall responsibilities with respect to

the Portfolios and HIMCOa other advisory ulienta The ececution of such

transactione ahall not be deemed to represent sn unlawful act or breach of

soy duty created by this Agreement or otherwise HIMCO will promptly

communicate to the Board of Directors such infnrmation relating to

portfolio transactions as they may reasonably request
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As compensation for the performancu of the services NIJ4CO hereunder

BIFSCO shall as promptly as possible after the last day of each calendar

PAGE

year quarter pay KT4C0 the equivalent of all direct and indirect expenses

incurred in the perforeance of its duties under this Agreement

BINCO shall not be liable for any loss or losses sustained by reason of any
inestmant inclodtng the purchase holding or sale of any security as long

as NINCO shell have acted in good faith end with due care pro--idad

howerer that no provision in this Agreement shall be deemed to protect
niuco against any liability to the company or its shareholders by reason of

its willful misfeasance bad faith or gross negligence in ths 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

shell be submitted to the Companys Board of Directors for reepproral
at the same time as the Principal Advisory Contract This Agreement

unless sooner terminatad in accordance with 9b below shall continue

in effect fran year to year thereafter provided that its continuance

is specifically approved st least annually by vote of the

majority of the members of the Board of Oirectors of the Comçsny or by

vote of mrjoritv 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 euch part cast in person

at meeting called for the purpose of nting 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 eoard of nirectors of the Company or by vote of

majority of any Portfolios outstanding voting securities or by

ff900 on sinty days prior written notice to EncO shall

immedisteli terminate in the e-ent of its assignment may be

terminated by NINCO on eiwty days prior written notice to NIFBCO but

such termination will not be effective until 8a9SCO shall have

contracted with one or more persons to serve ss successor to BuNCO

for the Portfolio or BuNCO or an affiliate of BIMCO agrees to manage

the Portfolio and such persone shall have asewsed such pcsition

and will terminate sutoetaticelly upon terminstion of the

investment management agreement between HIPSCO and the Companlr of even

date herewith

PAOE

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 or such terms in the

Investment Company Act of 1940 as amended

Any notice under this Agreement shall be given in writing adiresaed

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 12400 to engage in any business or to devote his or

her time and attention in psrt 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 NIMCO to engage in any other business or to

render services of ant kind to any other corporation firm Individual or

aesocistion

11 It is the intention of the parties hereto thai hy thia Agreement BuNCO

shall provide BIFSCO with such investment msnsgesient and advisory services

as may be required by NIFSCO 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 515CC say right

or authority not granted to 51F8C0 under the Principal Advisory Contract

or to impose on 5124CC any duty or obltgation not otherwise imposed on

BIFSCC under the Principal Advisory Contract

12 BI5BCO egrees that neither it nor any sffiliate of BI5BCO wiil use BIMCOa

name or refer to ChICO or BINCOs clients in marketing and promotIonal

materials without prior notification to and sothorisstion by 12400 such

authorization not to be unreaaonablr 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 reatndmant of this Agreement for the sole purpose of adding one or mere

Portfciios shall not be deemed an amendment affecting so already eiisting

Portfolio end requiring the approval of shareholders of that Portfolio

15 To the entent thst federal aecurities laws do not apply this Agreement and

all performance hereunder shall be governed by the laws of the state of
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Connecticut which apply to contracts made and to be performed in the State

of Connecticut

IN WITNESS WNEtECF the parties hereto have caused this Aqreement to be

eecuted on the 3rd day of March 1997

HARTFORD IBYBSIMENT FIBAZ9CIAL

SERVICES COMPANY

Ia Joseph Garesu

By Joseph Gsreau

Title Etecutive Vice Preeident

THE HARTFORD INVESTMENT

MAMABEMENT COMPANY

/8/ Anirew tohnke

By Andrew Kohcke

title Managing oirector
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DOCUMENT
TYPEEX99D.XVIII

SEQUENCE18
FILENANEb45788hlexv99wdwxviii .txt

DESCRIPTIONAMEND TO INVEST SERVICES AGENT WI HARTFORD

TEXT
PAGE

EXHIBIT 99.dxviii

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 DURATION FUND THE HARTFORD TAX-FREE CALIFORNIA FUND and THE

HARTFORD TAX-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 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 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 Is David Znamierowski

David Znamierowski

Senior Vice President Investments

HARTFORD INVESTMENT MANAGEMENT COMPANY

By IsI David Znamierowski

David Znamierowski

President

ITEXT
IDOCUMENT
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DOCUMENT
TYPEEX-99 DCXLII

SEQUENCE5
FILENANEbG6644alexv99wdxxliiy txt

DESCRIPTIONEX99 DXLII AMENDMENT 10
TEXT
PAGE

AMENDMENT NUMBER 10 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 March 1997 the

Agreement THE HARTFORD BALANCED ALLOCATION FUND THE HARTFORD CONSERVATIVE

ALLOCATION FUND THE HARTFORD EQUITY GROWTH ALLOCATION FUND THE HARTFORD GROWTH

ALLOCATION FUND AND THE HARTFORD INCOME ALLOCATION FUND the Funds are

hereby included in the Agreements as Portfolios All provisions in the Agreement

shall apply to the management of the Funds

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 effective August 2007

HARTFORD INVESTMENT FINANCIAL SERVICES
LLC

By Is John Walters

Name .John Walters

Title President

HARTFORD INVESTMENT MANAGEMENT COMPANY

By Is David Znamierowski

Name David Znamierowski
Title President

/TEXT
/DOCUMENT
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EX-99.BDILL a09-3 1922_I ex99dbddiLhtm EX-99.BD.III
Exhibit 99Bd.Iil

EXHIBIT D.1II

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 hereinatter set forth subject to the tenns 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 detennined

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 detenninations 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
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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 851b2 of

the Internal Revenue Code of 1986 as amended the Code regarding derivation of income from specified investment

activities and Section 85 lb3 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 detennines 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

infonnation 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 possible after 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

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 negligence in the performance 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

tenninated 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

http//www.sec.gov/Archives/edgar/data/1 006415/0001 10465909063908/a09-3 1922_i ex9.. 1/10/2011
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Agreement or interested persons of any such party cast as 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 Purchase within the meaning of Investment Company Act of 1940 and

Each Portfolio isa 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 wifl 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 CFFC 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 IN

TRADING PROGRAM OR UPON THE ADEQUACY OR ACCURACY OF COMMODITY TRADING ADVISOR

DISCLOSURE CONSEQUENTLY THE COMMODITY FU11JRES TRADING COMMISSION HAS NOT REVIEWED

OR APPROVED THIS AGREEMENT

http//www.sec.gov/Archives/edgar/data/1 006415/00011 0465909063908/a09-3 1922_i ex9.. 1/10/2011
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11 Nothing in this Agreement shall limit or restrict the right of any pariner 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 or to render services of any kind to any other corporation finn 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 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

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

remainder of this page is left blank intentionally
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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

http//www.sec.gov/Archives/edgar/data/l 006415/00011 0465 909063908/a09-3 19221 ex9.. 1/10/2011
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Schedule

List of Funds

JHE HARTFORD MUTIJAL 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

http//www.sec.gov/Archives/edgar/data/1 006415/00011 0465909063 908/a09-3 1922_I ex9.. 1/10/2011
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Schedule

Sub-Adviser Compensalion

Averaae Daily Net Aueta Anaual Rate

All Assets At Cost
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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

ADMINISTRATWE 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

FINDINGS AN IMPOSING REMEDIAL
SANCTIONS AN 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 AN 203k OF THE INVESTMENT

ADVISERS ACT OF 1940 AND SECTIONS

9b AND 9f OF THE INVESTMENT

COMPANY ACT of 1940

The Securities and Exchange Commission Commissiondeems 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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of 1940 Investment Company Act HL Investment Advisors LLC HL Advisors

pursuant to Section 8A of the Securities Act Sections 203e and 203k of the Advisers Act and

Sections 9b and 9f 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

Commission or to which the Commission is party and without admitting or denying the findings

herein except as to the Commissions jurisdiction 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

III

On the basis of this Order and Respondents Offer the Commission finds that

Respondents

Hartford Investment Financial Services1 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

EL 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 HL 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 Inc collectively the 1-ILS Funds

These two series funds constitute the only investment options underlying the variable annuities

The findings herein are made pursuant to Respondents Offer of Settlement and are not binding on any other

person or entity in this or any other proceeding
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and variable insurance products HL 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 HL 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 functions 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 fmancial 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 satisfy 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 Space

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
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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 FIlL

Advisors and Hartford Distribution received were referred to as shelf space and included

inclusion of the Funds on the broker-dealers preferred list of mutual funds participation
in the

broker-dealers national and regional conferences which were held to educate and train registered

representatives regarding the Retail and IlLS 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 FJL Advisors benefited from these special benefits because an

increase in sales of Funds resulted in an increase in the investment management fee Hartford

Investment and HL Advisors received Likewise as the Funds distributors and underwriters

Hartford Investment and Hartford Distribution benefited because as sales of the Retail and I-IL

Funds increased so did the amount of sales charges they received

Hartford Investment and TL Advisors Represented in the Retail and HLS Funds Public

Filings That the Shelf Space Arranaements Were Not Paid For By Shareholders

11 The Retail and HLS Funds provided prospectuses and statements of additional

information SAl to 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 funds statement of additional information This additional

compensation is not paid by you added

13 Similarly both the Retail and IlLS Funds SM misrepresented that shareholders do

not pay for shelf space Specifically the SAIs represented that Hartford Investment Hartford

Distribution and their affiliates pay out of their own assets compensation to brokers-dealers for

shelf space
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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 ilL Advisors Used Directed Brokerage Commissionsto

Satisfy 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 I-IL Advisors retained an unaftuliated

subadviser to among other things select broker-dealers to execute these transactions Hartford

Investment and HL Advisors as the investment advisers for the Retail Funds and IlLS 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 satisfy 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

satisfy at least portion of their financial obligations by directing certain amount of portfolio

transactions to those broker-dealers

17 Hartford Investment 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 resulting dollar

amount represented the amount of brokerage that Hartford Investment or HL Advisors would be

required to direct to that broker-dealer to satisfy 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 fund 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 satisfy an equivalent amount of their obligation under their shelf space arrangements



Case 21 1-cv-01083-DMC -JAD Document 3-4 Filed 03/04/11 Page of 80 PagelD 1001

19 Hartford Investment and Hartford 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 satisfying 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 HL 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 satisfy 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 satisfy 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 Regarding the Use of Directed Brokerage

22 Hartford Investment and HL 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 fund 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 HL 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
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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 ftiture 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 ilL Advisors and Hartford Distribution Failed to Disclose the Use

of Fund Assets to the Retail and ilLS Funds Boards

26 Despite their duty to do so Hartford Investment and UL 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 FIL 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 HI 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 HL Advisors failed to inform the Boards that

Hartford Investment and Hartford Distribution negotiated
the right to satisfy 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

satisfy 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
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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 willful violated Sections 7a2
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 7a2 and 7a3
of the Securities Act and Section 2062 the Advisers Act

Undertakings

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

following written policies and procedures

Willfully as used in this Order means intentionally committing the act which constitutes the violation Cf

Wonsover SEC 205 F.3d 408414 D.C Cir 2000 Taaer SEC 344 F.2d 2d Cir 1965
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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 HLS 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 HLS 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 IlLS 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 will 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
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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 HLS

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 IlLS 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 Jnvestxnent

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 ethics

10
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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 appropriate 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 9f 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 any

violations and any future violations of Sections 17a2 and 17a3 of the Securities Act Section

2062 of the Advisers Act and Section 34b of the Investment Company Act

Respondent Hartford Distribution cease and desist from 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 millionfor 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

11
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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 order granting the Penalty Offset notify the

Commissionscounsel 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

DISTfflBUTAB

FUND AMOUNT

Hartford Advisers Fund

Hartford Capital Appreciation Fund $5 81000

Hartford Disciplined Equity Fund $291500

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 $245850

Hartford Small Company Fund $671000

Hartford SmailCap Growth Fund $38500

Hartford Stock Fund $1567500

Hartford Value Opportunities Fund $16500

Hartford Value Fund $11000

Hartford Advisers HLS Fund $6803500

Hartford Capital Appreciation HLS Fund $11566500

Hartford Disciplined Equity HLS Fund $500500

Hartford Dividend and Growth HLS Fund $3855500

12
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ITiariford Focus HLS Fund $110000

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 $88000

Hartford Global Advisers HLS Fund $572000

Hartford Growth ilLS Fund $33000

Hartford Growth Opportunities HLS Fund $841500

Hartford International Capital Appreciation ilLS Fund $11000

hartford International Opportunities HLS Fund $313500

Hartford International Small Company HLS Fund $11000

Hartford MidCap Value ilLS Fund $159500

Hartford MidCap HLS Fund $3817000

Hartford Small Company HLS Fund $1650000

Hartford SmaliCap Growth FILS Fund $121000

Hartford Stock HLS Fund $5560500

Hartford Value Opportunities HLS Fund $60500

Hartford Value ilLS 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
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INTRODUCTION

In the early 1970s Americas mutual fund industry was suffering net redemptions

meaning it was contracting in size.1 Fund marketing efforts were in disarray thus

prompting the Securities and Exchange Commission SEC to embark 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.2

Between February 1972 and July 1974 Investment Company Institute-member ICI funds suffered

net redemptions in twenty-six out of thirty months DIVISION OF LNVESTamNT MANAGEMENT SEC MUThAL

FUND DISTRIBUTiON AND SECTION 22d OF THE INVESTMENT COMPANY AcroF 1940191974

See of 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 industly is faced with disrupted marketing system

Record sales of earlier
years

have given way to net redemptiocs competing products have made

substantial inroads fund managers have diversified into other fields and the fund indusfly

which in many cases has operated at distribution deficit has allowed 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 Cube 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. at 43

The SECs analysis was on target major factor contributing to the industrys subsequent resurgence

was the flood of money into the industrys money market funds as investors chased high yields during the mid

to-late 1970s and into the 1980s See Lisa McCue Jr Deposit Insurance Necessary AM BANKER Apr 15

1982 at 14 discussing the success of money market mutual funds The 1974 SEC staff report observed that

cash management funds were relatively new phenomenon accounting for significant portion
of industry

sales and growing portion of industs assets and that for the rapid growth of these funds the industry

as 1so1e would be in net redemption position DIVISION OF INVESTMENT MANAGEMENT siqna note at

129 al 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 fri INVESTMENT COMPANIES 1986 at

7377 PU Corp Law Practice Course Handbook Series No B4-6746m 1986 By 1980 the figure was $76

billion easily surpassing the 858 billion held in equity bond and income funds WILLIAM BAIJMOL ET AL

TuE ECONOMICS OF MUFUAL FUND MAEKars COMPETrrION VERSUS REGULATION 341990

second huge change in fund distribution resulted from the SECs 1980 promulgation of rule 12b-1

which enabled funds to pass on distribution costs directly to fund shareholders 17 C.F.R 270.I2b-1 1999

Since rule 12b-ls adoption over 7000 mutual funds have adopted rule 12b-l plans Joel I-I Goldberg

Gregory Bressler Revisiting Rule 12b-i Under the Investment Company Act 31 SEC COMMODiTIES Rae

RaY 147 1998 Rule 12b-1 fees provide means by which pricing
and distribution could be reordered through

The imposition of conditional detbrred sales loads Though its rulemaking enabled this change the SEC never

saw the transformation coming See Glenn et aL supra at 84 LThe major result of Rule l2b-l the

development of the widespread appearance of contingent
deferred sales charges beginning in 1981 was clearly

unanticipated by the Conunission when it adopted Rule 12b-I.
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By mid-1973 as the SECs distribution study neared completion the industrys total

assets stood at less than $55 billion3 with those assets held by fewer than 800 finds.4

Todays industry boasts more than 10000 finds5 with assets exceeding $7 trillion6 an

average annual asset growth rate since 1974 exceeding twenty percent.7 Over that same

time span
find sponsors have prospered greatly In 1998 assets held by Men ill Lynchs

own fhmily of funds exceeded the fund industrys total net assets twenty-five years

earlier.8 Tn early 1999 find sponsors annual revenue was estimated at $55 billion9

equaling the industrys total assets twenty-five years earlier consequence of this

staggering growth is that find sponsors the SEC fund investors and the courts must

now confront new wave of challenges Despite its phenomenal marketing success the

find 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 find governance.10 Scholarly articles published by

BAUMOLETAL.supranOte2.atl9n.l

id.at17

Weiss Ratings Now Available Online Bus WerE Jan 2001 LEXIS Curawa File reporting risk-

adjusted pertbrmance 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 Dr VISION OF INVESThSFHr MANAGEMENT SEC

REPORT ON MUTUAL Futto FEES AND ExPaNsEs Dec 2000 at http//www.aec.govfstudieslfeestudy.htm

REPOKT ON MUTUAL FUND FEES

investment Company institute Reports Trends in Mutual Fund in vesting Apr11 2000 PR Nnwswtita

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 12 2001 at Cl

quarter cenluly ago additions to American ibmulies net cash savings were $180 billion with the

fund industxy 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 Mutual Fund Investors. for Mutual Fund Managers Speech Before the Economic

Club of Asizona Apr 20 1999 at httpJ/www.vanguardcom/educ/lib/bogle/econ.htifll hereinafter Bogle

EconomIcs 101
MERRILL LThcst Co 10-K 41998 reporting 1998 mutual Raid sales of $55.5 billion of which

approximately $22.5 billion were funds advised by Merrill Lynch affiliates

John Bogle Investment Management Busineas or Profession Address at the New York University

Center for Law and Business Mar 10.1999 at httpi/www.vanguard.com/educ/lib/bogle/ investmanage.htmi

see also John Waggoner Sandra Block High FundFetformance at Law Cost USA TODAY Mat 26 1999 at

3B quoting John Bogle Bogle estimated that out of the total gross revenue fur fund sponsors less than 10%

$5 billion actually goes to paying fur management of the funds Id

10 See e.g Tracey Longo Days of Reckoning Congress is Finally Starting to Look into Why Mntual

Fund Fees Keep Rising Fist PLAN Nov 1998 at Several leading mutual fund analysts and critics are

also making the ease that not only do bigher fees not mean better performance often the opposite is true

Robert Barker Htgh Fund Fees Have Got to Go Bus WK Aug 16 1999 at 122 fSince 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 mutual-fund companies not investors Robert Barker

Fend Fees Are Rising Whos to Blame Bus Wx Oct 26 l998at 162 If expenses are too higb its the

independent directors who have failed Thomas Easton The Fund Industrys Diry Secret Big Is Not

Beautiful FoRnas Aug 24 1998 at 116 117 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 Ia an advantage In mutual fisnds it is an advantage only to the sponsor not to the customer Charles

Gasparino Some Say More Could be Done to Clarify Fees WALL St May 20 1998 at Cl ma the industry

rising to the challenge Is it doing all it can to clearly and simply explaln how much investors are paying in fees

and expenses Linda Stem Watch Those Fees Nawswaax Mar 23 1998 at 73 Todays financial

marketplace is bizarre bazaar in the flourishing fund induatsy the law of supply and demand sometimes
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finance academics have ridiculed board-approved 12b-1fees paid by find

shareholders.t2 Law review commentators offer uncomplimentary evaluations of those

who control find management and policies.13 The SEC has weighed in questioning

whether changes are needed in the current system.14 Another federal agency the

works backward and heightened competition can mean higher prices Steven Goldberg Wlsev Are Fund

Directors When We Need Them K5PLINGERS PaRs Fm Mo Apr 1997 at Ill It isnt hard to find

examples of fund directors who arc tolerant of high fees bad performance or both Jeffrey Laderman Are

Fund Managers Osrving Themselves Too Fat Slice Bus WIt Mar 23 1992 at 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 Trzeinka finance professor at the State

University of New York at BulThlo 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 sian pony

up Anne Rates Smith Wity
Those Fund Fees Matter U.S Naws Woao Rap July 1996 at 73

customers cheerfUlly swallowing price hikes each yeareven though competing products keep

flooding
the market Sound ridiculous Thats how the mutual-fund business works Geoffrey Smith Why

Fund Fees Are So High nut Wit Nov 30 1998 at 126 noting allegations that the amount of assets under

management in the Fidelity fund complex junsped 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 Dcc 23 1996 at 191 Put bluntly in all but few

cases fees are the keys to future returns Edward wyatt Empty Suite in the Boardroom N.Y Th4as June

1998 at Rarely if ever since the current system of mutual fund ovess.ght was laid out in the

Investment Company Act of 1940 have fund directors been under fire on so many fronts at once ndustry

Doing Poor Job of Explaining Charges USA TODAY July 1998 at i4A complaining that fees are going

up and that they
have become so complicated you need financial advisor just to wade through them

11 See 17 C.FR 270.12b-l 1999 setting
forth rules by which registered open-end management

inveatment company may pay expenses associated with the sale of its shares

12 See e.g Antonio Apap John Griffith The Impact Expenses on Mutual Fund Performance 11

FiN Pt.e 76 1998 stating
that for funds with investment objectives

of long-term growth growth and

current income and equity income 12b-1 fees do not add to fluids performance Stephen Ferris Don

Chance The Effect of 12b-1 Plans on Mined Fund Expense Ratios Note 42 FIN 1077 1082 1987

describing 12b-l fees as dead-weight coat Robert MeLeod DL Mslhotra Re-examination of the

Effect of 12b-l Plans on Mutual Fund Expense Ratios Fm Ras 231 239 1994 stating
that 12b-l fees are

dend weight coat to shareholders that has been increasing overtime For criticism in fund industry literature

see Amy Amott The Rising JYde M0eNINOSTAR MuTuAL FuNDs Oct 11 1996 at S1-S2 Michael

Mulvihill Question of mist MostNtNosrAx MurtLsL FUNDs Aug 30 1996 at 51-52

The General Accounting Office Report noted that academics have voiced the fbilowing concerns about

fee levels in the fUnd industsy whether competition fund disclosures and mutual fund directors are

sufficiently aflbcting the level of fees G5NEnL ACCOUNtING OFFICE MtII1JAL FUND Fars ADDITIONAL

Dtsctosusts COULD EncoureAoa Ptuca COM1aTITtON 2000 GAO REPORT that the

information currently provided does not sufficiently make investors of the level of fees they pay Id at

the directors activities may be keeping fees at higher
levels because of focus on maintaining fees within

the
range

of other fUnds Li at some studies or analyses that looked atthe trend in mutual fund fees fotnsd

that fees had been rising Id at 47 tfunds do not compete primarily on the basis of their operating expense

foes iS at 62 academic researchers others saw problems with the fee disclosures msde by mutual

funds GAO REPORT supra at 76

13 See e.g Samuel King Note Mutual Fundr Solving the Shortcomings the Independent Director

Response to Advisory Sew-dealing Through Use of the Undue hpluence Standard 98 COLIJM REv 474

1998 discussing various approaches to dealing with conflicts of interests of mutual fund investment advisors

14 See Wyatt supra note 10 at discussing the SECs examination of mutual fund governance Most

recentiy in January 2001 the SEC amended various exemptive rules in an effurt to cnhance director

independence arid eflbctivcness Role of Independent Directors of Investment Companies Investment
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General Accounting Office recently issued detailed report finding that mutual fluids

generally do not attempt to compete on the basis of costs i.e price competition is

muted.5 If the SECs aim quarter-centuty ago truly was to spur innovations to set the

stage for retail price competition within the industry16 then as we 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 perfbrmance.7

The absence of price competition within the fund industry is by no means conceded

by industry insiders leaving observers faced with ambiguous and often contradictory data

that can lead one to conclude that competition is upand so are costs.18 This

strangenesstremendous popularity proliferating consumer options and less than robust

price competitionarises 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 fund.19 Unfortirnately as we shall see

decades of SEC-commissioned studies rule-making and jawboning have led to system

that for the most part works beautiflully fur those who sell funds to the public or sell

services to funds but much less admirably for the industrys investors

Company Act Release No 24816 Jan 22001 2001 WL 6738 SEC The SECs action is discussed in notes

212-22 infra and accompanying text

15 GAO REPORT Supra note 12 at 62-65

16 DIvISION OF MANAGEMENT REGUlATION supta note at

17 See e.g.
Jonathan Clements Hint Managers Are Only as Smart As the Expenses They CIswge

WLL ST July 1999 at Ri Its not hard and fast rule but the more fund costs
the less you can

expect
from your investment 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 return for evely one percentage point they pay in annual

expenses
18

Most fund companies dont even attempt to point to strong performance as rationale for higher

fees says Amy AmotI an editor with Morningetar Rather they typically justi increases in

their management fees by pointing to the average for similar funds This argument can only lead

to an upward spiral in costa As more funds raise their fees to bring them in line with the

averages the averages go up more funds raise their fee and soon

Stern supra notC 10 at 73 see also Longo ssipro note 10 JOHN BOGLE BOGLE oN MUruAL Fimms 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 industsy 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 expense ratios fur the 10 best-selling funds are reportedly

running at 093% of limit assets up from 0.79% last year and 0.73% in 1998 See Christopher Oster Fees You

Miran Mutual Fwsds Have Fees Ws.i. Sr 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 McCool Director

Financial Institutions nd Market Issues U.S General Accounting Office 2May 32000 reprinted in GAO

REPORT supra notC 12 at Appendix III 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

19 DIVISION OF INvESThSENT MANAGEMENT ssipra note at
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This Article examines whether the chief product that shareholders buy when they

invest in mutual fundsprofessional investment adviceis 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

alleged lack of price competition in the delivery of management advice perceived by the

industrys detractors Part liT examines two questions related to economies of scale in the

fund industry First do economies of scale exist for the delivery of investment

management services to equity fund shareholders Second if so are those economies

being shared fairly with the firnds owners by the funds agents the investment advisors

Part IV studies causes for the status quo including the industrys statutory scheme the

quality of the SECs regulatory efforts and the reception given fund critics by the courts

The Article concludes with set of proposals for changing the present competitive

environment in which fund advisory fees are set disclosed and evaluated

11 FUNDS UNIQUE MANAGEMENT STIUJCflJRE

The principal reason mutual funds have won acceptance in the marketplace has little

to do with securities law requirements 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 funds historically have provided their shareholders with the

ability to pursue vast anay of different investment objectives as co-owners of an entity

offering three main services diversied investment risk professional investment

management and redeemable security.20 The fact that fund shares are redeemable at net

asset value minus in some cases redemption fee differentiates mutual funds from

their closed-end fund21 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 investors 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 Vanguard 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

20 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 retirement beneflt plan options For basic introduction to fund operations see

Vietotia Schonfuld Thomas Mi Kerwin Organtratlon of MutUal Fund 49 BUs LAW 1071993

21 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 discounts below net asset value See Id at 112-13

22 Indeed mutual funds aggregate holdings of ihiquid securities may not exceed 15% of the funds

assets See Revisions and Guidelines to Form N-i Investment Company Act Release No 18612 11991-1992

Transfer Binder Fed Sec Rep CCH 84.930 at 82479 Mar 12 1992 Closed-end funds have no such

liquidity requirement since their shares are not redeemable
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the same reason that investors own Microsoft or General Motors To make

money for themselves.23

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 time24 or at least until the advisory office subsequently is sold to

another external advisor typically at very nice profit.5 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 invesiment

advisory marketing and administrative services required for the funds to operate.26 In

return the advisor is compensated through fees set in the board-approved management

agreement27 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

23 John Bogle Honing the Competitive Edge in Mutual Funds Address Before the Smithsonian

Forum Washington 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 Boout sspra note 18 at 300 As evidence of the cost drag on find performance

flowing from the industrys conflicted management structure Bogle noted that of actively managed stock funds

in existence for the preceding 15 years only in 24 outpaeed the return of the Standard Poors 500 Index

John Bogle 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

24 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 In 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 bernie in ordinary biological life

Statement of Abraham Pomerantz Univernty of Pennsylvania Law School Coerence on Mutual Funds 115

Ph. REv 6597391967 As fonner SEC Commissioner Mantel Cohen once remarked when referring to

testiniony by fund investment advisors

They also made the point
that the investment advisor 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 there is anything wrong with them saying it They were just admitting what is fact

of life The investment advisor does control the fund

Investment Company Act Amendments 011976 Hearings on H.R 9510 FLR 9511 Before the Subcomm on

Commerce and Fin of the Comet on Interstate and Foreign Commerce 90th Cong 674 1967 statement of

Manuel Cohen Commissioner SIlO

25 See e.g BooLa 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

till fund advisors below average the advisor promptly sold itself for cool $1 billion Saul Hansell J.P

Morgan .Ss Strategies to Buy Stake in Fund Concern N.Y TIMES July 31 1997 at DI discussing J.P

Morgans purchase of 45% stake in fund manager for $900 million See also note 92 infra and

accompanying text

26 BAUMOL AL .tupra note at 22

27 Board control over advisory
fees is mandated by section 15c of the Investment Company Act of

1940 15 U.S.C 180a-1Sc 1994
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outside the enterprise.28 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 companies are organized operated and managed

in the interest of investment advisors rather than in the interest of

shareholders.. or when investment companies are not subject to adequate

independent scrutiny9

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.30 The independent directors are

charged with protecting against the overreaching of fUnd shareholders As the Delaware

Supreme Court has pointed out independent directors can play pivotal role in American

corporate life Speaking in the context of directors fiduciary duties when making

decision whether to change control the court stated

28 Role of Independent Directors of Investment Companies Securities Act Release No 33-7754 1999-

2000 Transfrr Binder Fed Sec Rep CC11 86212 at 82451 Oct 14 1999 quoting from DIVISION OF

INVESTMENT MANAGEMENT SEC PROTECTOI0 INVESTORS HALF CENTURY OF INVESTMENT COMPANY

REGULATION 251 1992 1992 Prtomcrmic INvEsToRs REPORT

29 Investment Company Act of 1940 lbX2 15 U.S.C 80a-1bX2 1994

30 Bueks Lasker 441 U.S 471 4.84 1979 warren Buffett has compared independent fluid director

watobdogs to Coeker Spaniels and not Dobermans Jouw BOOLP COMMON SENSE ON MUTUAL FuNDs

Naw Pagspacnvas FOR THE INrawoaNt Iivasroa 368 1999 For his part industry
critic Bogle offers

different word image Fund directors are to vesy major extent sort of bad joke Geofihey Smith 41o

Fund Fees Are So High BUS Wt Nov 30 1998 at 126 Bogle also observes Everybody knows that

people come on fluid boards because theyre friends of the CEO So they go along with whatever he wants

Tyler Mathisen Bogle May Have Had Transplant But He Ham Had flange of Heart MONEY Dec

1996 at 15 lawyer who brought numerous cases against fluid 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 unaffihiated

director ever respond Yea to this type of question When your fluid grew from $100 million to

$600 million did you ever give any thought to making comparison betvveen your half of one

percent and somebody elses fees

No...

Did you ever once suggest that when the fluid got to be over billion dollars.. perhaps

reduction from one-half percent to aeven-sixteentha of one percent or any other minute

fraction

Answer Noand mean the uniform answer

realities are that you cant count on the unaftiliated director

Statement of Abrahans Pomersntz supro note 24 at 753-54
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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 availableM

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.32 Indeed in the leading fund industry management fee case of

Gartenberg Merrill Lynch Asset Management Inc.33 the Second Circuit expressly

called attention to the existence in most cases of an unseverable relationship between the

advisor-manager and the fund it services.34

The fund advisors de facto control over the fiands board can lead to high profit

margins35 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

31 Kahn Lynch Conununicationa Sys Inc 638 A.2d 1110 1119 Del 1994 brackets in original

emphasis added quoting In re First noston Inc Shareholder Litig C.A 10338 1990 WL 78836 at 15-i 16

Del Cit June 1990
32 See e.g Werner Renberg Sixth Men or Fifth Wheels Do Fund DIrectors Easn Their Paychecks

BARtoNS Aug 12 1991 at M13 directors have seldom hooted an investment advisor no matter how

lousy
flrnda performance.

33 694F.2d9232dCir 1982

34 Id at 929 see also Peter Tuthno Matthew Sevick Board Structure and Fee Setting In the U.S

Mutual Fund Indusoy 32 Frr4 EcoN 321 325 1997 citing only three instances in which fond board

replaced
the fond manager against

the managers wishes and noting that the hoard virtually never selects

sponsor other than the initial firm who established the fond and selected its initial board The dynamics of one

the 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

fluid that is the shareholders to pick up an additional 840000 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 .nspra note 10 at 130 Kahn 638 k2d at 1110 reports
on similar form of negotiation between

dominant
party

and independent directors

this ease the coercion was extant and directed to specific pnce offer cihich was in effect

presented in the form of take it or leave it ultimatum by controlling shareholder with the

capability of following through on its threat. semblance of anns length bsrgsining

ended when the Independent Committee surrendered to the ultimatum that accompanied

final offer

Id at 1120-21 In Kuhn the court held that coercive conduct exerted on independent directors by those in

control will nullify shift in the burden of proving
transections thimess to those challenging the transaction

The court expressly held that burden-shifting can only occur when the group of independent directors

negotiating with controlling party
was tnily independent folly informed and had the freedom to negotiate at

arms length Id like ruling in fond fee litigationthat
coercive behavior by fund manager saddles the

manager with the burden of proving the transactions entire fairnesswould be both warranted and

revolutionary

35 Se 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 industry
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board members may not be fulfilled Eminent authority has explained that the chief

oversight function performed by normal board of directors in this country is

overseeing managements dedication to the polestar of profit maximization.36 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 maximization working in favor of maximizing profits for the funds hired

managers at the expense of fund shareholders One such critic is 11usd industry pioneer

John Bogle He has complained that asset gathering has superceded fiduciary duty as the

industrys hallmark.37 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

advisorsJ worship of market share.38 According to Bogle along

the road the industry has lost its way.39 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 administrative and

distribution services at cost Advisory fees are either virtually nonexistent in the case of

the complexs index fiends 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 Vanguard funds in other words are managed like regular companies operating

elsewhere in the economy the entities managers are driven to generate the best bottom-

line returns possible At the Vanguard funds directors eyes are indeed focused on the

polestar of profit maximization for the Vanguard funds shareholders The Vanguard

Group appeals to the price-conscious segment of the fund marketplace.40 That segment

has been growing between 1974 and 1998 the Vanguard Groups assets soared from

$1.3 billion to $450 billion.41

Vanguards Bogle claims that Vanguards shareholder-oriented management

structure distinctly rare in the fund industry but common throughout the rest of the

economy generated $3 billion in savings for Vanguard shareholders in 1998 alone.42 If

Bogle is even close to being correct then fluid shareholders are paying an onerous tax to

compensate for the conflict of interest inherent in the fund industrys near-universal

36 Ira MiUstein The Responsible Board 52 BUs Lkw 4074091997

37 Boors szipra note 18 at 298

38 Id

39 Id at

40 In the words of its managing director the Vanguard Group has sought to differentiate itself from its

competition
in large measure by keeping costs low Improving Price Competition for Mutual Funds and

Bonds Hearing Before the House Subcomm on Fin Hazardous Materials Subcomm of the Comm on

Commerce 105th Cong 72 1998 statement of William McNabb III Managing Director The Vanguard

Group available as hup//www.ici.orglissueslfee_hearing.html Improving Price CompetItIon

41 BOOLE supra note 30 at 407 This is an annual growth rate of over 27% significantly outpacing the

fund industçs 20% annual gain over roughly
the same period See

.supra
note and accompanying text

42 BOGxs supra note 30 at 431



Case 211-cv-01083-DMC -JAD Document 3-4 Filed 03/04/11 Page 26 of 80 PagelD 1020

FINAL_AR.DOC
DRcBMBERIS2003 949PM

2001 Mutual FundAdvisoty Fees 619

embrace of the external management model The following section explores the available

evidence that the industrys reliance on external management as source for professional

investment advice subjects find shareholders to excessive costs

ifi ECONOMIES OF SCALE FOR ADVISORY SERVICES RENDERED io EQUITY MiniJAL

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 expensesfr but excluding 12b-1 fees.45

The existence of economies of scale as fund assets under management increase has

been dubbed folklore46 and an item about which no plaintiff has been able to produce

evidence.47 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 1950.48

According to study published by the ICI the operating expense ratio49 for all equity

43 John Rca Ct aL Operating Expense Ratios Assets and onomics of Scale in Equity Mutual Funds

INVESTMENT COMPANY INSTITUTE PERSpBcrIV Dec 1999 at The notion of economies of scale is

familiar one Typically the concept arises in the context of manufacturing firm 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 services 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

economies REIoRT oN Mtmw FuNn

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 .szçra note 28 at 256 a12 Since

advisory services are subject to economies of scale the funds advisor rosy 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 iii 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 REPOIIT ssqra note 12 at This

appreciation benefits investment advisors who gamer increased fees from the general increase in market prices

with no commensurate efforts on their part

44 Reaetal.supranote43.atl.5

45 Rule l2b-l 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 arc more clorely associated with sales activity
than post-sale administrative services See supra note 12 and

Infra note 69

46 BAUMOL ET AL supra note at 87

47

48 John Bvgle Mutual Funds at the Millennium Fund Directors and Fund Myths

http//www.vanguard.corr./bogle..sitc/mayl52000.html Ma 15 2000 Between 1980 and 1998 the average

equity funds annual expense ratio jumped from 1.10% to 1.57% BogieEcononstcs JOisupra note

49 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 l2b-l fees
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flmds using sales-weighted average rose 15% from 1980 to 1997 time of

tremendous asset growth for the industry.5 recent SEC staff study showed that fluids

weighted average expense ratio rose nearly 30% between 1979 and 199952 with the jump

exceeding 20% for equity fUnds different study found that the cost of ownership for

the industiys 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.55 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 accompany seventyfold increase in assets.56

Had the average expense ratio merely stayed the same and not risen over the period fund

investors would have saved billions annuaHy.57

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

nianagers58 and is implicit in the industrys frequent use of fee rates that decrease as

assets under management
increase.59 Fund industry investment managers are prone to

cite economies of scale as justification for business combinations.60 Though the ICI has

50 John Rca Brian Reid Trends in the Ownership Cost of Equity Mutual Funds lNv Co INST

PERSPECTIVE Nov 1998 at 12

51 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

52 REPOaT ON MUTUAL FUND FEES supra noteS tbl

53 hfattbl.9

54 Rca at nl. .rupra note 43 at According to Vanguards Bogle Given that Vanguard dominates the

low end universeand that our expense ratios have declined by 53% since 1980I would estimate that the other

low cost funds in the ICI survey raised expenses by as much as 40 percent Bugle Economics 101 .cupro

note

55 BCOLE supra note 30 at 320

56 id

57 id

See John Freeman The Ise of Mutual FwmdA.rsats to Pay Marketing Costr LOY Ciii

533 554-55 n109 1978 noting arguments presented in SEC filings by Investors Diversified Services Putham

Management and the Vanguard Group

59 The existence of ibe breakpoints in the fund induahy has been viewed as piece of evidence for

the existence of economies in portfolio management REPORT ON MUTUAL FUND FEES supra note The

breakpoint pricing system bus been explained as follows

Many funds employ declining rate structure in which the
percentage

fee rate decreases in
steps

or at designated 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

Rca at al supra note 43 at On the other hand the authors survey
of Momingstar data covenng all

domestic equity
mutual funds in 1999 revealed that 70% operated under fiat fee investment advisory contractS

See Infra note 71

60 See Christian Murray ReIIaS.tar 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 wifl

provide
its asset management group with economies of scale benefits resulting in lower unit costs and

incteased sales and profltabilit Navigator Fund Changes NATL POST July 14 1999 at D03 fund manager

merging two funds to benefit investors by achieving greater economy of scale and more diversified fund
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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.61 Legal commentators likewise view

economies of scale as fact of life in the fund industry.62 The GAOs investigators

recently found general consensus that fund operations benefit from economies of

scale63 as well as strong evidence that economies of scale should exist.64 The agency

reported that as much as 64% of mutual fund asset growth has come from appreciation of

portfolio securities65 which unlike growth from share sales to new investors is costless

Though its analysis 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

percentage of revenues.66 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.67

Fund Inthistiy 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 ICI study

focusing on fund operating expenses suggest the presence of economies of scale as

equity fund assets grow.69 Interestingly the ICIs operating expense study avoided

calling specific attention to advisory fees The id researchers bundled advisory fees and

61 F3OGLE supra note 30 at 321 emphasis added

62 See Schonfeld Kerwin sapra note 20 at 107 Mutual funds increasingly are the investment

vehicle of choice... Mutual funds offer advantages that other investment vehicles may not including

diversiicatior economies of scale and proihasional management emphasis added

63 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 operations are subject to large economies of scale and

additional investor inflows result in little additional cost Officials of the fund edviso we

interviewed also agreed that their operations experienced economies of scale

GAO RePORT supra note 12 at 34

64 Id at

65 Id

66 Id at 9-li

67 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 10% of the remaining 13 funds

reduced their expense ratios by less than 10% and either had not changed their fees or had raised them GAO

REPORT supra note 12 at 11.12

68 ReaReidsupranotc50at 12-13

69 Rca at al .cupra note 43 at Excluded from the definition of operating expenses were l2b-1 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 Rca at at .supra
note 43 at
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administrative fees such as custodial fees legal and accounting fees and transfer agent

fees but excluding l2b-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.70

Testing the ids Findings Verification and Unbundling

To verify the ICIs analysis the authors screened the Morningstar Principia Pro

database fur domestic equity finds.71 After adjusting for missing and unusable data72 the

final sample consisted of total of 2161 actively managed noninstitutional funds Of

these 1090 were single class funds and 1071 were multiclass finds representing

consolidation of 3302 sub-funds This approximated the ICI sample of 2260 funds

The ICI analysis used simple average operating expense ratios to aggregate

multiclass funds within ranges of fluid size For comparison purposes
the authors

initially used simple averages However weighted averages are superior73 and hence

supply the principal data used in the authors analyses.74 Comparison of ICI results with

the current study are presented in Table

70 Reaetal.szpranote43.at2l5

71 Momingatars 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 Momingstar 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 multiclasa funds were aggregated
into single funds Such funds are an

aggregation
of sub-funds each with different distribution channels For instance there may be front-load fund

with or without 121-I fees back-load fund with 12b-l fees level-loud fund with 12b-l fees and an

institutional fund with no 12b-l 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 clam 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 IC Table P.esults 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 results corresponding to 1CI Table are presented
in Table Although they are

subject to minor inaccuracies management fees from Momingstar were used as proxy for advisosy fees See

infra note 100 and accompanying text

72 Funds were excluded from consideration if they reported bundled administrative costs or if advisory or

administrative 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

uniformly among different-sized funds An analysis of the total sample revealed no signifIcant differences with

the exception of the vely small funds where fee waivers caused average advisory and administrative fees to be

lower than some larger funds

73 Using simple averages the expenses of $1 million fund would be of equal importance to $100

billion fund

74 The authors simple average
numbers are presented

in the text to demonstrate that the authors data

generate
results similar to those presented in the id study
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Table

Comparison of Operating Expense Ratios with ICI Expense Study

IC Study Current Study

Fund Size Number Simple Number Simple Weighted

of Funds Average of funds Average Average

Operating Operating Operating

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Point Basis Points

4250 mm 1451 147 1295 129 114

$250- 261 116 272 103 104

$500 mm
$500- 204 109 228 98 98

$1000 mm
$1000- 265 94 274 89 85

$5000 mm
$5000 79 72 92 68 63

mm
Overall 2260 2161 114 75

The left-hand column in Table is the IC 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 ICI 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 Momingstar exhibited similar decline from 129 to 68 basis points although the

operating expense ratio averaged about 10 basis points less than the IC study.75

The right-band colwnn 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 degree and source of

lower expenses is not adequately explored in the Id study which by bundling different

costs into one overall operating ratio failed to examine the differences between

advisoty and administrative expenses

75 There are several reasons for the slightly lower average operating expense ratios First the ICI study

contained over 150 additional smaller funds presumably because such funds arc more likely to report to trade

association than Morningatar Second the authors study
had

larger
funds This occuiTed because of the

combined effects of rising
stock market and slightly later period of analysis which caused fund size to

appreciate
and

pethaps
caused lower expenses due to economies of scale In addition the ICI

simple average

methodology allowed for the exclusion of all institutional funds The current study usa able to exclude only

single class institutional funds and maintain the weighted average methodology Finally an ICI staff member

suggested to us that Morningstar sometimes
reports

12b-l fees at the maximum rather than the actual level

Telephone Interview vith Brian Reid Senior Economist Inveciment Company Institute Aug 232000 The

authors were unable to confirm this
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Having confirmed the essential equivalence of the Morningstar and ICI results

operating expense ratios were decomposed into advisory and administrative expense

ratios The Id asset grouphtgs and categories were maintained The results of this

analysis are presented in Table

Table

Comparison of Weighted Average Operating Advisory and

Administrative Expense Ratios

Fund Size Number Average Weighted Weighted Weighted

of Funds Fund Size Average Average Average

$mm Operating Advisory Administrative

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Points Basis Points

4250 mm 1295 $77 114 71 43

$250- 272 $355 104 71 33

$500 mm
$500- 228 $715 98 67 30

$1000 mm
$1000- 274 $2163 85 61 24

$5000 mm
$5000 92 $14520 63 46 17

mm
Overall 2161 $1058 75 54 21

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 average 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 smallest 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% decrease 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
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in the administrative fees than in the advisory fees The ICIs bundling methodology

which combines the two different fee types conceals this fact76 The authors data is

consistent with the ICIs in showing unequivocally that there are economies of scale

operating in the fend industry.77 Fund operating expenses tend to decline steadily as

fend size grows However this decline is not uniform across administrative and advisory

fee levels The data reveals that fend advisors are reluctant to share economies with fend

shareholders when negotiating 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 find industry is charging shareholders of

this subset of mutual funds about $16 billion year to manage their fends 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

fend size increases but with administrative costs declining much more rapidly Had

advisory costs declined by the same percentage amount as administrative costs they

would average 28 basis points for the largest fl.mds rather than 46 basis points yielding

annual 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 fluids

Sunsinaiy

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

76 In thimess to the IC there is no easy simple way to unbundle the data since the SEC has never seen

fit to define investment advisory fees and require separate reporting
for that item Ma 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 supa note

77 Other studies have likewise tended to find declines in fund expenses as assets have ballooned One

study by EAnon Bloch evaluated funds accounting fur 80% of the industsys 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 Expenses Theyre Going Down Down Dowiv Conventional Wisdom Is Belied By

the Numbers N.Y Teas July 1999 at 11 The same IC study that showed rise in overall operating

expenses from 1980 to 1997 also shov.ed drop over the sssne period
of time for the same array

of equity funds

in total shareholders costs from 2.25% of net assets to 149% Rea Reid supra note 50 at Ii The drop

principally reflected lower distribution costs caused by investor preferences shifting from load to no-load funds

low expense ratio funds and low-coat index fonda Bogle smqmra note 48 see also Ieriy Morgan Mutual Fund

Loads Can Load Over Time NuwsnAv Dec 1998 at F06 The eflbct of the no-load option in driving

down overall fund distribution costs demonstrates that in free market with load differences clearly disclosed

investors over time are able to migrate in the direction of low-cost providers of fund services The choice

between buying load snd no-load fund is one unhindered by any impedimenta save brand
preference

and lack

of knowledge

Mother possible source of duvmward pressure on selling costs is cut-rate pricing offered to investors

who buy load funds though 40 1k 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 RoaenthalA Loud Call to Lower Fees FUND DIRECTIONs Feb 1999 at
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shareholders This appraisal is supported by selectively presented data.78 In reality what

has been declining is principally the cost of delivering shareholder administrative

services relative to aggregate net assets Because most recent equity thnd asset growth

has resulted from portfolio appreciation80 and has thus been costless to the advisor it

should not be surprising that the ratio of shareholder administrative expenses to fimd

assets has tended to drop as fluids have gotten bigger

Though administrative expenses have dropped as fund size has grown it is unclear

whether there is robust price competition in the market for the most critical service

78 It is argued on behalf of the id that funds operating expense ratios consisting
of advisory and

administrative fees lumped together have generally tended to decline with significant asset growth Rca at

al sstpra note 43 Nowhere does the ICI study attempt to focus solely on the fees charged for the single item

moat fund shareholders want to buyinvestment 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 $11.1 billion to $23 billion Anne Kates Smith gesy Those Frau Fees Matter U.S Naws WonD REP

July 1996 at 73 see also Oppel sripra
note 77 the fee cuts at sonic fund companies they pale

next to huge revenue gains as assets under management in stock funds sosred 44-fold to $3.2 trillion in the IS

years
ended in May according to data from the The Ids Operating Expense Ratio study is thus akin

to bikini bathing suit it reveals the interesting
and conceals the vital

Another ICI theme is that the total costs of fund ownership have been dropping for fund

shareholders See Improving Price Competition ssrpra
note 40 at 86 statement of Matthew Pink President

Investment Company Institute This ICI policy position was subsequently backed up by study featuring

tortured results published in November of 1998 See Rea Reid ssqpra
note SO finding that the total cost of

investing in mutual ftrnds or the total cost of fond ownership has been decreasing Its methodology is

attacked in Bogle ssqJra
note 48 Bogle isolated five flaws in the ICIa study First the results were weighted by

sales volume unweighted expense ratios escalated 64% from 0.96% to 1.58% Second the ICI tiled to note

that expense ratios for the lowest coat decile were up 28% from 0.71% to 0.90% Bogle theorizes that the

increase would be
greater perhaps up 35-40% if Vanguard were excluded from the sample Third the Id

data ignores the hidden cost of increased poitlblio turnover among the industrys funds which cuts performance

and generates taxable gains potentially adding another 0.50% to 1.00% in coats Fousth Bogle criticizes the

Ids 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 foods through wrap

accounts Sixth and finally Bogle charges the ICI with manipulating load costs by amortizing sales loads

based on inaccurate assumptions which if corrected would increase average sales-weighted costa by an

estimated 0.50% to 1.85% Ii That ownership coats have dropped due to lower distribution charges
isa 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 convergence of increased consumer sophistication

indexing institutional aalcs and
price sensitivity on the part

of retirement plan
fiduciaries are having an impact

in cutting distribution expenses charged by fund sponsors

79 That adsninistrajive costs ahould show economies of scale comes as no surprise
Adntinistrative costs

are mixture 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 ete variable

costs are dominated by transfer agent fees The transfer agent maintains records of shareholders accounts and

transactions disburses and receives funds from shareholder transactions prepares
and distributes account

atstemcnts and tax information handles shareholder communication and provides shareholder transactions

services The GAO found that the bulk of stock and bond funds recent growth has come from
portfolio

sppreciation circumstance almost certain to create economies of scale See GAO RepoRT supra note 12 at

80 As noted esther the GAO found that 64% of equity
fund growth was due to the appreciation in value

of portfolio
securities Id
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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 industry it is barely alive.8 The fiduciary-managers seeming

ability to reap large rewards by not sharing cost savings with fund shareholders brings to

mind Professor Paul Samuelsons insightful testimony beibre 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.82

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.83 Investment advice is essentially commodity.84 Outside the Iliad 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 retums.ss The process is scalable in that it

is equally applicable to large and small portfolios The manager may encounter different

levels of fixed and variable research costs depending on the type of the portfolio86 but

81 lot

82 Mutual Fund Legislation q/ 1967 Hearing on 1659 Before the Senate Comm on Baning and

Currency 90th Cong 353 1967 The investment
paid

off Id also Simon .cupra
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.

83 An even fairer question is wiat funds themselves are paying now for the prolhssional management

advice theynced 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 upra 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

84

Two years ago Morningstar mutual fund analsta started warning investors that the fund
industry

was ratcheting up fees especially management fees to dangerous levels fbrcing 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

85 As part of the management proces the investment advisor will need to deal with additional issues

such as dividend reinvestment cash balances and flows trading costs and market timing

86 Managers differentiate themselves in various ways Them are large mid small and micro

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
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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 reason for portfolio

management costs being higher or lower Investment managers are regularly hired and

tired and those doing the hiring erjoy 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 PayA 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 disparity 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 systematically higher advisory fee rates to be

charged open-end fundi clients.87 The Wharton Reports authors 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.88 The Wharton Report identified 54 investment advisors with both

mutual fund clients and other clients.89 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.90

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

portfolio
tends to be inconsequential

See

STAFF OF THE New Yozx INsrrrrnu 01 FINANCE STOCKS BONDS OPTIONS FUTURESINVESTMENTS AND

Tania MMucxrs 134 Stuart P. Veale ed. 1987 Generally the larger the fund the less the percentage the

manager charges because it is almost as easy to run 8200.000 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 sdl.fl It is true that larger funds with

larger portfolios 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

87 WHARTON SCHOOL Of FINANCE COMMERCE 87Th CONG SriJDY OF MrrruAt FuNDs 493

Comm Print 1962 lhereinafter
WHARTON REPORT

88 The price disparity was explained as follows

The principal reason for the differences in rates charged open-end companies and other 1ients

appears
to be that with the latter group normal procedure

in negotiating
fee is to arnvc 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 theory

the fees are established by negotiations between independent representatives of separate legal

entities and approved by demoera1i 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

Irt at 493-94

89 Id.at 489

90 Id
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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 Company Growth91 the SEC

revisited the Wharton Schools findings and determined that Wharton Reports

conclusions correspond to those reached by the more intensive examination of selected

mutual funds and mutual fund complexes made by the Commissions staff.92

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 structures are

unusually lucrative in the fund industry in comparison with pension advisory business

comes in the form of reports that fund advisor buy-outs are more costly than acquisitions

of firms that advise pensions4

91 HR RaP No 89-2337 1966
92 WHARTONREPORT supra note 87 at 120

93 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 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 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 ratios 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 so Esuzbh.rh

One In PENSION PLAN INVESTMENTS CONFRONTING TODAYS INVESTMENT ISSUES ERJSA LITIGATION THE

REGULATORY PERSPECTIVE PRACrICAL IMPLICATIONS ON PLAN MNAGEMRNT INvESTMaNT5 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 at

supra note 43 at IC data reflected as of year-end 1998 an average fund account size for retail accounts of

19050 for institutional accounts it was $76160 kL at n.1 Even in the market segment populated by

supposedly sophisticated instutional fund investors there is room to question whether robust price competition

operates See Elizabeth Whit DOL Issue Section 401k Fee Guide Continues To Consider Further

Requirensenzs 25 P5145 BEN Ran BNA 1545 July 1998 noting employers generally are

unknowlrdgeable about fund expenses see also Ross Spencer Disclosure Requfredfor Fee Arrangements

Between Mutual Funds and Service Providers EMPLOYEE BEN PLui REv Jan 1998 at 14 noting that 401k

sponsors have tended to ignore fund investment management fees

94 Control positions in pension management companies who must compete in the free market for

business sod who ritk
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 companies like Aeltus can be difficult to sell and may fetch lovns pnces 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 Aetna Is Seen Seeking BuyerforAelsus Investment Unit N.Y TIMEs Mar 23 1995 at D2 Fee

multiples in control
purchases are higher in the fund

industry
See Bany BWT Frontlines Good Deal

Asset Management Is Added Value PENSIONS INv Oct 13 1997 at stating that fund managers reported

to sell for four or more times annual revenues William Riseiner Acquisition of Mutual Fund Families

Corporate and Regulatory Issues in UNDERSTANDrNG SECURITIES PRODUCrS OF INSURANCE COMPANIES

2000 at 415 418 iLl Commercial Law Practice Course Handbook Series No A-799 2000 Stock price

multiples of mutual fund advisors are often
larger

than those of other
types

of financial services companies.

According to its March 282000 Form 10-K Rowe Price Associates Inc.s revenue totaled $1.03 billion for
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To veritr whether the advisory fee pricing disparities found in the Wharton Report

and the Public Policy Implications study still exist the authors sent questionnaires95

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.96 The 36 public pension funds represented total assets 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 internally 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

portlblio 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 portfolios 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.97 In sixty other cases funds set the actual dollar amounts of

fees paid during the 1998 fiscal or calendar 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 paidf8 Some funds

37 or 17% had performance fees built into their advisory contracts Of these 27

provided actual fee data and the balance indicated 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

its most recent year-end The firms market capitalization as of late July 2000 was $4.89 billion See Robert

McGough Ien Brown Rowe Remains Aloof Amid Merger Dance But Investors May End Up

Disappointed WALL ST July 312000 at C2 Recently Pioneer Group Inc parent
of fund manager Pioneer

Inesiinent Management was acquired
fur $1.2 billion Id at discussing the acquisition and characterizing

Pioneer Investment Management as finn 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 EndedDecember 31 1999 Bus WiRE Feb 11 1999 LEXIS

Cumws File For an account of control transfer for fund advisor at price exceeding 22 times the annual

management fees see B0GLE supra note 30 at 327-28 discussing how an advisor sold itself fur $1 billion at

time that animalized fees were $45 million fees ware raised substantially pee- and pott-control sale

95 The questionnaires asked for voluntary cooperation but were also framed as Freedom of Information

Act requests

96 Of the seventeen remaining funds six were internally managed three were defined contribution plans

and invested exclusively in mutual funds two refused outright one wanted $500 to collect the data and the

balance five funds had incomplete
data

97 Asset levels were typically provided as of June or December 1999 which correspond to the 1998

fiscal year and the 1999 calenditr year respectively

98 Although there were some small differences between scheduled and actual advisory fees paid mialysis

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
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Table

Comparison of Public Pension and Mutual Fund Investment Advisory Fees

Public Pension Funds Mutual Funds

Average Weighted Average

Portfolio Averace Fund

Decile Size Adv Fee Size Adv Fee

$mm Basis Pts $mm Basis Pts

36 60 24 77

79 57 47 77

130 49 76 75

.4 194 42 121 74

257 37 185 73

327 42 284 71

437 33 454 73

579 28 759 69

842 22 1527 66

10 1550 20 9666 50

Overall 443 28 1318 56

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.99 In Table the bottom line

showing the overall categoty 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.00

99 Initially
all mutual funds including multiclass fwids with assets less than $15 million were

eliminated This corresponded to the smallest pension portfolio Next all balanced seset allocation specialty

convertible bond and index funds were discarded as weli as those funds classified as domestic hybrid by

Morningstar 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 fmal sample consisted

of 1343 funds of which 659 were single class funds and 684 viere multiclass funds representing total of 2118

sub-funds

100 The analysis attempts to put pension and mutual fund advisory costs on comparable basis This

process was confounded somevhat by inconsistent reporting of advisoty and administrative costs among mutual

fundR Specifically the management fee reported in Morningatar sometimes includes not only fees for

advisory services but some administrative services us well This same problem hindered the SEC staff in its

recent analysis of fund fees and expenses See REPORT ON MUTUAL Fuiro FaaS supra note The authors

methodology minimimd the impact of such problems by excluding from the sample funds shown by

Morningstsr 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 arc calculated on an asset-weighted basis Analysis
of the Lipper data which explicitly

differentiates between management and advisory fees revealed weighted average difference of about tbrec

basis points The authors consider this difference immaterial in the overall comparison of advisory fees betveen

pension and mutual funds

2001

Weighted

Average
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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 advisory fees are roughly similar

with pension funds paying 60 basis points for an average portfolio of $36 million and

mutual fund owners paying 77 basis points for an average fund size of $24 million.10

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 competitive 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 fluid 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 decile2

Figure

Investment Mvisory Fees

4557891O
1ins1 Fees .Mutual Fund FeJ

101 There arc respectively 22 oortfblios in each pension fund decile 135 mutual funds in the first three

mutual fund deciles and 134 funds in the remaining decilea

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
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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 comparison 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 controlling for the extreme negative skew in the distribution

of fund size103 The standard technique used in studies of economies of scale is to use

log transformation on the nonlinear skewed variable.104 This technique was applied to

compare the differential responsiveness of pension and mutual fund advisory fees to

increases in find size Regressions of the following form were run on both the pension

and mutual fund data Advisory Fee Ln Size 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

Type Degrees of Explained

Freedom Intercept Ln Size Variance

stat stat

Mutual Funds 1342 91 -3.5 .06

41.8 -93
Public Pension 219 103 -11.4 .27

Funds 14.2 -9.1

The negative slope coefficient of both regressions indicates that advisory fees

decline as the log of assets under management increases Both slope coefficients are

statistically significant However the slope coefficient for the pension fund regression is

three times greater than the mutual iliad 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

103 From Table funds with greater than $5 billion in assets represented less than 5% of the total number

of funds 92 out of2161 but controlled 60% of the total assets under management

104 See David Lalzko Economie.r of Scale in Mutual FundAdminul.rwion 22 FIN RES 3311999
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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 differences 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 particular funds management contract The authors conclude that the

chief reason for substantial advisory fee level differences between equity pension Iliad

portfolio managers and equity mutual fund portfolio managers is that advisory fees in the

pension field are subject to marketplace where arms-length bargaining occurs As

rule fund shareholders neither benefit from arms-length bargaining nor from prices that

approximate those that arm s-length bargaining would yield were it the norm

Portfolio Company Size and InveatmentAdvisory 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 curmnt market price

per share Generally portfolios are labeled large mid or small cap capitalization

portfolios Definitions vary but typically large cap companieslstocks have total market

value in excess of $10 billion mid caps range from Si 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.05 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

105 It is generally recognized that inveatxnent managers charge higher fees for managing small and mid

cap portfolios although the explanation
for this is not immediately obvious One reason could be that

information about large cap stocks is widely available and the market for such stocks is generally viewed as

highly efficient
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Table

Comparison of Public Pension and Mutual Fund Investment Advisory Fees for

Portfolio Management of Large Mid and Small Capitalization Firms

Public Pension lunds Mutual Funds

Average Number of Advisory Average Number of Advisory

Portfolio Portfolios Fees Fund Funds Fees

Size Basis Pta Size Basis Pts

$mm $mm
Large- $555 92 21 $2068 100 52

Cap

Mid- $421 17 42 $636 309 71

Cap

Small- $194 68 58 $374 334 71

Cap

Table reveals that managers do indeed charge higher fees for managing small and

mid cap portfolios This pattern is observed for both pension fund portfolios and mutual

fluid 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 thnes 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 advisory 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 managers 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 hi addition those mutual fund assets

of the corresponding managers that met the screens for direct comparison with pension
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funds are presented The table shows total assets the number of funds and sub-funds and

the weighted average investment advisory fees

Table

Comparison of Individual Manager Fees For Pension Portfolios and Mutual Funds

Public Pension Portfolios Mutual Funds

Total

Assets

5mm

Weighted Total Number of 4umbe Weighted

Average Assets Portfolios of Sub- Average

Advisory $nun Classes Advisory

Fee Fee

Alliance 7817 0.18% 24577 16 0.84%

Capital Mgt
Ark Asset 2442 0.45% 929 11 0.77%

Mgt
Brinson 4597 0.22% 644 0.72%

Partners

Loomis 1178 0.20% 583 0.49%

Sayles

Oppenheimer 2780 0.17% 26518 10 38 0.55%

Putnam 2113 0.3 1% 122459 14 48 0.47%

Investments

Overall 20927 0.23% 178369 0.54%

Table reveals that different investment managers apparently have widely different

pricing policies.106 Alliance Capital Management charged its mutual fund customers on

average more than350% more than its pension customer 84 basis points versus 18 for

pension portfo1io 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 average investment advisory fee for mutual

funds was 54 basis points basis points lower than the overall average

106 Care must be taken in interpreting these data because the numbers for some managers include

mixture of investment styles and are thus not strictly comparable For instance Putnam manages six pension

portfolios comprised of two large and thur 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

Number of

Portfolios
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Externally Managed Vanguard Equity FundAdvisory Fees vs the Fund lndustr.y

It was noted earlier that the Vanguard Group of mutual funds tends to present tower

expense ratios than the rest of the mutual fund industry This is because Vanguard funds

are run on the same basis as most companies in the economy boards are unswervingly

devoted to making as much money as possiblewithin legal constraintsfor

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 ability and

willingness to perform task rarely undertaken in the fund industrynamely 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 Vangurird Group as of the end of 1999.107

107 These data were obtained from the annual reports of the funds as of the dates shown in the right-hand

column
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Table

Vanguard Investment Advisory Fees for Actively Managed Domestic Equity Funds

Fund Investment Advisor Base Actual Asset Size Date

Fee Fee billions

Basis Basis

Pb Pts

Capital PrimeCap Management 40 40 $5.4 10/99

Opportunity

Equity Newell Associates 16 14 $2.4 9/99

Income Spare Kaplan Bische

Assoc

John Levin Co

Explorer Granahan Investment Mgt 22 22 $4.1 10/99

Wellington Management

Chartwell Investment Ptrs

Growth Franklin Portfolio Assoc $9.3 12/99

Income

Morgan Wellington Management 11 11.5 $5.7 12/99

Growth Franklin Portfolio Assoc

PRIMECAP PrimeCap Management 19 19 $23.2 12/99

Selected Barrow Hanley 38 19 $0.2 10/99

Value Mewhinney Strauss

US Growth Lincoln Capital Mgt 12 12 $19.7 8/99

Windsor Wellington Management 12 $23.2 10/99

Sanford Bernstein

Co

Windsor II Barrow Hanley 12 11.5 $22.9 10/99

Mewhinney Strauss

Equinox Capital Mgt
Tukman Capital Mgt

Weighted
14.9 13.2 $11.6

Simple

Average

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 fimds 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
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The Vanguard Group aggressively negotiates performance fees as part of its

investment advisoiy contracts This practice causes the weighted average of actual fees

paid to the Vanguard external managers 13.2 basis points to fall below the weighted

average base fee The chief reason for the difference between the weighted average base

fee for the managers and the actual foes paid is due to the penalty assessed against the

Windsor funds managers for their under-performance In all five of the ten funds

experienced investment advisory fee reductions as result of unfavorable perfonnance

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 investment 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 externally 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 Industiy Behavior Charging High Advisory

Fees for Passive Equity Porfolio 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 approach are called

index funds and the process is called indexing08 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 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 investment

advisory fees for passive management are typically much lower than for active

managenient09

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..110 The results are

presented in Table 7.

108 See e.g Jonathan Clements Getting Started Index Funda Are hotBut Which One WALL ST

June 1990atCl

109 See e.g James White Investing Lessons of the Eighties The Decade of Phenomenal Growth for

Institutions WAU ST Dec 26 1989 at Cl Cl7

110 analysis is limited to plain vanilla SP 500 indced portfolios
It is also common to find

portfolios
indexed 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
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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

Number Average Weighted Average

of Pundsf Fund/Portfolio Investment

Portfolios Size billions Advisory Fee

basis_pis

Mutual Funds Total 36 $2.1 20

Mutual Funds Reduced 31 $1.2 16

PensionFunds 20 $2.1 1.4

Vanguard SP 500 Fund $91.1 .01

Pension funds paid an average of 1.4 basis points to outside index fund managers

The average portfolio was $2.1 billion among the 21 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 Elimination of the five funds following

this practice reduced the average portfolio size to $12 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 $91 billion fund as of October 1999 Examination of First Indexs 1999

annual report revealed that Vanguard charged an investment advisory fee of $100000 for

the whole fund This is equivalent to about 0.01 basis points2

It is difficult to see how mutual fund invesiment advisors can justit advisory fees

that are more than ten times greater 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 findings that fees for externally managed mutual funds are bloated where

anns-length bargaining occurs fees charged for an identical service are dramatically

lower

111 The best example of this is the Fidelity Spartan Fund It was $27 billion fund in October 1999 and

the contractual and actual investment advisory the was 24 basis points l4owever 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 reduction cannot be uniquely
associated with aiso5y or administrative expenses

In the final analysis an overall expense ratio of 19 basis points if maintained is quite competitive
and

reasonable See szqra 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

112 The expense ratio was IS basis points reflecting fund administrative costs There were no distribution

fees
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Analysis of Causes Underlying the Fund Jndustry Dysfunctional Competitive System

introduction

The flmd 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 fluid industry has all of these in abundance ICI President Matthew Fink

energetically argues against major reform proposals113 contending that is

working effectively in the interests of investors.114 Lately Congress has not shown

interest in improving investors remedies5 and cannot be counted on to alter the way

113 See e.g GAO REPORT supra note 12 Appendix III at 117-20 Letter from Matthew Finlç

President on behalf of the Investment Company Institute defending the status quo in the face of the GAOs

recommendation for enhanced shareholder disclosure On the other hand the IC has taken some pro-

shareholder positions such as supporting inereased finding for the SEC privacy protection for shareholder

information and limitations on personal investing by fund managers Lewis Ershain Raw Deal for Fund

Shareholders Bus Wt July 31 2000 at 94

114 Improving Price Competition .supra note 40 at Statement of Matthew Fink President Investment

Company Institute Mr Fink finds the mutual find industry competitive to an extent other observers do not For

example the GAO recently issued detailed report finding that mutual fuiìds generally
do not attempt

to

compete with each other on the bsia of coats for example price competition is muted GAO REPORT sttpro

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-coat providers Id at 65

On behalf of the IC Mr Fink greeted prelimirwiy
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 MeCool Director Financial

Institutions and Market Issues U.S General Accounting Office May 2000 reprinted hi GAO REPORT

.sapra
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 hinds compete actively for investor dollars competition in the

mutual fund industry may not ha
strongly influencing fee levels because fund advisors generally

compete on the basis of performance measured by retums net of fees or servjccs provided

rather than on she basis of the fees they charge

Id at

115 The Private Securities Litigation Refonn Act of 1995 15 U.S.C.A 78u-4 West 1997 enacted over

President Clintons veto is such statute It was desigeed to

curb abusive practices
in the conduct of securities class action suite put greater control

over class action suits in the hands of large shareholders who are not professional plaintiII

require more detailed information about settlements to be disclosed to shareholders deter

plaintiiTh from bringing frivolous lawsuits by imposing sanctions in appropriate cases give

courts discretion to grant early dismissal of suits provide statutory safe harbor for forward

Icoking statements and provide cap on damages by limiting joint and several liability

Laura Smith Tire Battle Benveen Plain Meaning and
Legislative History lThich Will Decide the Standard

for Pleading Scienrer after
the Private Securities Litigation Refona Acr of 1995 39 SrA CLARA Ray

577 577-78 1999 Subsequently 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
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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 fund directors and

investment advisors Whatever the theory and wherever the forum with impressive

precision fired 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 1940117 an express cause of action permitting fund fee

payments to be attacked subject to several severe limitations plaintif are not

entitled to jury trial only shareholders or the SEC have standing to sue9 the

fund may not sue for wrongs inflicted on it as in common law derivative suit

plaintifl have the burden of proof meaning that se1fdealing 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 recovery is limited to actual damages

resulting from the breach of fiduciary duty and may not exceed the amount of the

payments received by such recipient 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 Securitie Litigation Reform Act.124 Section 36b though important in

116 Fund management companies have sterling litigation record See BAUMOL ET AL ssqJra
note at

68 72-74 84-85 Lilce 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 nit advisory the lawsuit on the

merits Most of the eases challenging fund fees as excessive have been settled those that did not settle w.tre

dismissed Id

117 is u.s.c 80a-35b1994

118 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 Cit 1987 cers denied 485 U.S 1034 1988 Gartenberg Merrill Lynch Asset Mgmt Inc 487

Supp 999 1001 S.D.N.Y effd 636 F24 16 1726 Cir 1980 cert denied 451 U.S 910 1981

119 Investhient Company Act of 1940 36b 15 U.S.C 80a-35b 1994

120 Id 80a.35bl
121 Id 80a-35b3
122 Id

123 Id 80a-35bX5

124 Pub No 104-67 109 Stat 737 1995 Most fund shareholder class actions secldng relief under

other federal theories are doomed by the Private Securities Litigation Reform Act of 1995 case in point is

Ca.stlllo Dean Wftier Discover Co 1998 Transfur Binder Fed See Rep CCH1 90299 at 91091

S.D.N.Y June 25 1998 Castillo involved class action bmught by three Florida investors who had lost

money after investing
in Dean Witters investment company offerings

Two of the class representatives
Castillo

and Fernandez ware described as inexperienced
and elderly Id at 91092 Fernandezs investment of $15000

in Dean WiRers 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 urcsting with Dean

Wilter Id Class actions against
fund independent directors have been made particularly difficult by the new
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setting standards fur fund directors fiduciary duties is not the last word on the subject

Section 36b does not preempt state law fraud and fiduciary duty claims.125

The seminal case interpreting section 36b is CIartenberg Merrill Lynch Asset

Management Jrc126 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.127 The plaintiffs claimed that

the fund was realizing cost savings 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

returns28

litigation
See Jordan Eth Christopher Pats Securities Litigation

and the Outside Director 33 REv Sac

COMMODITIES Rem 952000
For present purposes plaintiffs key claim was that Dean Witter secretly paid extra compensation to

its brokers to cause them to push Dean Witter Sands that were unbelmownst to plaintiffs higher priced and

worse performers
than other available Sands Cs.ustitto Translbr Binder Fed Sec Rep CCIt at

1.093 Because the suit was brought as class action the plaintiffs were required to sstisfr the pleading

requirements
of the Private Securities Litigation Reform 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 perfonnsnce by the Sands an event unrelated to

the compensation payments to the registered representatives
who had sold them The court thus tbund 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
plaintifik Cast/Ito 11998 Transtbr Binder Fed Sec Rep CCII at 91096-97 The

court rejected out of hand the notion that Dean Witter owed an obligation to compare its funds allegedly poor

pertbnnances with competitors products finding as matter of law that there is no obligation to disclose

inforsnation about competitors products Id at 91097 Significantly
the court implied that placing such

burden on Dean Witter would be unfair because it would be herd for the broker to defme its competitors for

purposes of comparison particularly since the various holdings
in mutual funds are diflitrent in innumerable

respects hI at 91097 nb

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 Sands the court scoldedi 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 compsnies 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 Saud suit See e.g

Cobum warner 110 Supp 850 S.DN.Y 1953 holding secret commission sctionahle SEC

K.aweake 1995-1996 Transfer Binder Fed Sec Rap CCII 198950 at 93600 Cob Nov 28 1995

holding that secret commissions received by the tlar.d advisor front issuers actionable See also Invesunent

Company Act Release No 9470 10 S.E.C Docket 680 681 n.3 Oct 1976 It would raise serious

questions under the anti-Saud 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 OMslley Boris 742 A.2d 845 Del 1999 holding that brokerage

firms receipt
of ownership interest in fund management company in exchange fbr trenstbr of firms

customer accounts to new fund complex may be material fact required to be disclosed to customers under

Delaware fiducissy duty law
125 See Green Fund Asset Mgmt L.P 245 F.M 214 3d Cit 2001

126 694 F.2d 923 2d Cir 1982

127 Id.at930

128 1dat928
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En route to affinning the district courts order dismissing the fluid shareholders

claims the Second Circuit articulated number of precepts adopted by subsequent courts

in 36b cases

To be guilty of violation of 36b the advisor-manager must charge

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... To make this determination all pertinent facts must be

weighed29

In determining whether the foregoing standard is met the following factors

need to be weighed the nature and quality of services provided to fluid

shareholders bthe profitability of the fimd to the advisor-manager

fall-out benefits economies of scale comparative fee structures and

the independence and conscientiousness of the trustees30

Though rates charged by other advisor-managers are factor to be taken into

account in evaluating reasonableness 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 fluids should be used as criterion for determining fair advisory fees

for money market funds must be rejected.132

As the Garlenberg tests first prong demonstrates section 36b exists to help insure

that prices paid by fund shareholders 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 advisory services used in the fluid industry and elsewhere no plaintiff has yet met the

Garlenberg burden of proving that fees 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

129 Idat92S-29

130 itt at 929-32

131 Garienburg694F.2dat929

132 Id at 930 n.3 The court justified its niling on this point on the grounds that tthe nature and extent of

the services required by each type of fund differ sharply .. Tbe 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

133 The term as coined by Judge Hensy Friendly
in discussing the role of courts in reviewing fund fee

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 comparing what has been done with what has been

received

lnve.stmenl Company Act Amendments of 1967 Hearing on HR 9510 and HR 9511 Before the Subcomm on

Commerce and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 610 1967 statement of

Judge Heniy Friendly U.S Appeals Court N.Y N.Y.



Case 211-cv-01083-DMC -JAD Document 3-4 FHed 03/04/11 Page 52 of 80 PagelD 1046

FINAL AJUOC DECEMBER 16.2003 949 PM

2001 Mutual FundAdvisory Fees 645

The Gartenberg plaintiffs failed to prove either the presence of economies of scale

or the advisors failure to share them with the fund.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

advisors do not bid against each other in an effort to gain more fund assets to manage.135

Thus fund advisors concerted 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 Garlenbergs 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

whore equity pension fund fee levels are compared to fee levels for an equity mutual

fund

Nonetheless in Kalish Franklin Advisors Jnc.136 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 fund in.Kalish invested in ONMA

securities The court in Kalish held in essence that the designation similar funds

required disregarding evidence drawn from comparison with Vanguard groups low-cost

GNMA fund.138 The court branded any comparison with Vanguard seriously

flawed139 even though Vanguards GNMA fund like Franklins was managed by an

external investment advisor The court focused on factors that distinguished Vanguard

funds as unique including their internal management and their tendency to furnish

134 Gartenberg 694 F.2d at 931

135

We disagree with the district courts suggestions that the
principal

factor to be considered in

evaluating fees fairness is the price charged by other similar advisors to fonda managed by

them that the price charged by advisors to those funds establishes the free and open market

level for fiduciaiy compensation that the market price. serves as standard to test the

fairness of the irn-estment advisory fee and that fee is flue 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 Reliance on prevailing

industiy advisory fees will not satisfr 36b

Gartenberg 694 F.2d at 929 internal citations omitted

136 742 Supp 1222 S.D.N.Y 1990

137 Id at 1237

138 See Id at 1230 1250 discussing and rejecting the Vanguard analogy

139 Id at 1250

140 Id at 1231 Distinguishing factors 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 KaIIsJr 742 Supp at

1231
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corporate management administrative shareholder accounting marketing and

distribution services on an at-cost basis.41 The court viewed the low advisory fee

.03% charged by the Vanguard UNMA funds external advisor Wellington

Management Company as attributable to the the great buying power possessed by the

Vanguard group.42 Not mentioned by the court was another plausible justification that

the Vanguard funds board had bargained effectively and aggreinively with Wellington to

serve Vanguards shareholders interests The court in Kalish likewise implied that

Wellington had cut its fees for Vanguards GNMA fund in an effort to win advisory

contracts at other Vanguard finds.143 An expert in the financial services field offered

one-word appraisal of the Kalish courts refusal to accept the Vanguard JNMA analogy

argued by plaintilft Heresy.44

The district courts in Krinsk Fund Asset Management nc45 and Schuyt

Rowe Price Prime Reserve Funa Inc 146were equally willing to favor industry defense

arguments Like Gartenberg each dealt with attacks under section 36b on advisoiy fee

levels assessed against shareholders of money market mutual funds The court in Krinslr

dismissed fiduciary duty claim against Merrill Lynch advisor to CMA Money Fund

under section 36b47 and also dismissed proxy claim under 14a-9.148 In construing

the Gartenberg factors the court in Krinrk made number of significant rulings First

the court held that plaintiffs would not be permitted to prove that the funds performance

lauded by the advisor as being at or near the top of money market funds149 was

actually inferior when analyzed on risk-adjusted basis taking into account the

portfolios volatility.50 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.151

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 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 The court understated the issue when it

141 Id quoting letter sent to the defendant from tipper Analytical Services Inc leading source on

statistics of mutual hind performance

142 Id same

143 Id

144 Interview with Richard Ennis Founder nd former Chief Executive Officer Erinis Knupp Assoc

July 19.2000

145 715 Supp 472 SD.N.Y 1988

146 663 Supp 962 S.D.N.Y 1987 affd 835 F.2d 45 2d Cir 1987 cerL denied 485 U.S 1034

1988
147 Krlnsk 715 Supp at 502-03

14 IdatSO3

149 Id at 487

150 Id This was dubious ruling One observer has found that one of the fund industrys chief disclosure

shortcomings is that there is little quantitative
risk disclosure Quantitative measures of risk can greatly aid in

judging the quality
of mutual hind Improving Price Competition supra note 40 at 53 1998 statement of

Charles Trzcinka Professor of Finance State University of New York at Buffelo

151 Krtcsk.715F.Supp.a1487

152 Id at 489 citing to tables within the case

153 Id citing
to tables within the case
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held that it is safe to say that fee based profits fall somewhere in the range between the

positions.154 Alter disparaging both sides presentation on profitability the court

concluded that weighted average of pre-tax profitability over the three-year test period

would probably WI in range from at least few percentage points greater than 0% to

perhaps as much as 33%155 It is not credit to either sides lawyering that the court was

left to guess at what the advisory fee netted the funds advisor.t56 Moreover given the

courts obvious uncertainty about the advisory contacts profitability it is difficult to

conclude that the finds directors were better educated and this is bothersome For the

defense 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

Plamtifib fundamental problem in ICrinsk thus mirrored the problems encountered

in Gartenburg and Kalish lack of solid prooV57 As in Gartenburg and Kalish the

court in Krinsk evaluated comparable óxpense ratios in way that was highly favorable to

the defense58 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 find business.159 The court found that the CMA

Fund expense ratio placed it in the middle range among similar thuds60

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 find advisor Merrill Lynch

pocketed an additional $65 million from $65 annual fee it assessed against each of its

one million CMA investors.161 The irrelevant annual fee paid by the funds

154 Id Merrill Lynchs average annual profitability
for 1984 to 1986 according to the plaintiff was 40.4%

the defendants erpest
estimated

average profitability for the same period to be 32.7% fri at 494

155 Krinsk 715 Supp at 494

156 The defense law era certainly would dispute
this point after all they won On the other hand given

that the Gartenberg teat requires that the fluids directors weigh the profitability
of the fund to the advisor-

manager the inability of the defense credibly to advance profitability
number does not speak well fur either

tha defenses presentation or the Franklin directors discharge of their investigative duties Krisk 875 F.2d at

409 citing Gartenlnug 694 F.2d at 929-30

157 The court in Krhsr/r likewise found the plaintiffs unable to quantit\j fall-out benefits accruing to Merrill

Lynch flowing from comntiasion profits from trades in the CMA program securities account margin

interest management fees derived front funds other than the Fund within the CMA program earnings

from sales of
products

and services outside the program but sold to Fund customera and profits earned by

affiliates who transact business with the Fund Kruurk 715 Supp at 494 Failure to quanti the fall-out left

the plaintiff with no means of showing they contributed to the advisoty fee being unreasonably high Id at 494-

96 Lilcesvia plaintiffs failed to show Merrill Lynch benefitted from economies of scale because they never

quantified
the exieeence and size of any economies 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 coat of providing management services directly

to the Fund decreases as the Fund grows but the per unit cost of servicing
Fund shareholders does not Id

The court found that money fund shareholders tend to transfer money in and out of their fluids 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

158 See Krinsk 71SF Supp at 497

159 Id

160 Id In 1985 the fund had approximately one million shareholders Janet Bamford See You In Coart

FORBES Sept 1985 at 144

161 KlMsk715F.Supp.at497-98
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shareholders alone generated enormous revenue for Merrill Lynch exceeding the total

amount of the funds advisory fee62 The courts justification for ignoring the $65

million item was that the fee was mandatory for all Merrill Lynch CMA shareholders

having cash management accounts whether they used the CMA fUnd or not It viewed

the payment as reasonable means by which to seek to hedge against the entrepreneurial

risk incurred in setting up and maintaining the CMA.163 There is another way to

characterize the annual the cash cow64

Schuyt presents case study of fluid directors fee-setting behavior The fund in

question had experienced ten-fold growth over three years65 The advisors pre-tax

profit margin had escalated from 57% for the first nine months of 1979166 to 59.1% for

the entire year67 to 66.8% for 1980168 and to 77.3% for 198 1.169 The court in Schuyt

approved the directors behavior based on the Gartenberg factors7 flaulting plaintiffs

experts for failing to address them in detail71 In the course of its fuvorable appraisal of

162 The advisory
fee for 1985 was under $64 million hi at 479

163 lot at498

164 Well appreciating
the importance of the courts ruling that the annual fee was not subject to scrutiny

under section 36b Merrill Lynch reacted in predictably entrepreneurial wayit hiked the fee to $100 per

year and for good measure added $25 annual charge for shareholders who wanted Visa Gold card Andrew

Lackey Money Market Accoants Try to Woo Clients St Louis PosT.DssPATcst Mar 18 1993 available at

LEXIS Cumwa Pile By 1996 Merrill Lynch had 1.3 million CMA accounts Mcmli Lynch Introduces the

CMA Global Gold Travel Awards Program First Offering of Its Kind from Brokerage Finn PR NaW5WIISE

Feb.26 1996 available in LEXIS Curnwa File For the fiscal years ending Mar 31 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 MounT FUND PacapEcrus July 26 1996 at 12 LEXIS

Company Library EdgarPlus File This means that by 19% the legally meaningless CMA annual fee alone

generated in that year more revenue than she advisory fee for that year and twice the advisory revenues

attacked as excessive ten years
earlier in Jmnsk

165 Schays 663 Supp at 964 The court was impressed It variously described the fonds growth as

unprecedented lot at 980 cr53 amazing Id and astonishing Id at 966

166 fd.at968

167 Sclsuyt663 Supp at 979

168 1dat978.79

169 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 mch

profit margin could very well be excessive Id at 989 n.77 In Strougo flEA Assoc.s Transfer

Binder Fed Sec Rep CCH 190742 at 93611 S.D.N.Y Jan 19 2000 closed-end fund advisory foe

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 laids total investment income Ii 93616 In

light of the fonds poor performance relative to
peer finds theae numbers made it impossible to say as

matter of law that the net advisor fee.. is not disproportionately large enough to bear an unreasonable

relationship to the services rendered by that advisot Id

170 The factors are articulated in supvsr 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 Schayt 663 Supp at 973-74 Defendants expert fared little better His position
that foes 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 ia untrue it flies in

the face of Garienberga finding that fond shareholders are basically
locked into buying services flum their

current advisor ilinveatment advisors seldom if ever compete with each other for advisory
contracts with

mutual flsnds.Id quoting Gartenburg Merriil Lynch Asset Mgsnt Inc 694 F.2d 923 929 2d Cit 1982
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the directors behavior the court approved of this fbrmulation of directors duties by the

lawyer who served as independent counsel to the funds independent directors The

basic test is whether the directors can satisfy 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

Though the court recognized that other funds fee schedules were relevant indeed

significant to economies of scale173 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

services174 faulting the expert for failing to correlate the nature of the services provided

in the different settings.75

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 trust companies in rendering

advisory services outside the fund industry finding such services unrelated to the

advisory services at issue in this case and ineligible for consideration under

Gartenberg76 The court in Sc/wy dismissed the idea that advisory 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

distinguishes mutual funds from other profussionally 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 nominal178 and in any event get realized as

administrative expenses

172 Sc/wy 663 Supp at 969 n.20 quoting Exhibit AL at 11 See alio fd at 970 n.25 restating
the

basic teat

173 Id at 972 n.34

174 hI at 973 n.38

175 IcL at 973-74 n.38

In making his comparison Mr Silver neglected to inquire about the services provided to IT

Rowe Prices private counsel clients arid was therefore unable to compare the fees charged

to the fond to the fees charged to counsel clients The evidence before this Court clearly
indicates

that if Mr Silver had made such so inquiry he would have found that the
types

of services

provided by the Adisor to the Fund and private
counsel clients differ substantially

Sc/wy 643 Supp at 973-74 n.38

176 Id at 974 n.38

177 In so holding the court cited Gartenberg for the proposition
that fee rates of adv.soss to non-mutual

fond clients should not be used as criterion for determining
feirness of mutual fond fees because advisors to

other types
of entities perform services that do not involve myriad of daily purchases

and redemptions Id

The court in Schsnjt later explained that due to the unique nUture of the services provided by money market

advisors and the industry the Court finds there were no fee schedules from the compeüthe market that could

have appropriately guided the directors Id at 983-84

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 w.aighted

average net assets
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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 bad been misled in violation of Rule 14a-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 advisor80 The court held that

from the standpoint of the funds shareholders information disclosing the advisory

contracts profitability to the advisor was immaterial as matter of law.181 The court

found that the omitted profitability information is neither accurate nor significant

enough to influence the vote of investors..

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 altered83 All

that is necessary is that there be substantial likelihood that reasonable investor would

consider the fact important.184 Adding to the seriousness of the courts analytical 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

directors were using and relying on inaccurate profitability dala circumstance that

reasonable shareholder surely could have viewed as material particularJy in light of the

courts finding that the advisors pre-tax profit margin was an astronomical 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..
185

179 See .esqnz noteS 93.105 and accompanying text

180 Schstyt 663 Supp at 989

181 Ict 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 require disclosure and lacked proof that such profitability information is commonly provided

in proxy statements by others in the money market indusliy Id According to one SEC official disclosure of

information about the advisors profitability in fund proxy statements has somewhat of checkered past and

is not expressLy required Letter from Anthony Vertuno Senior Special Counsel SEC Division of

Investment Management to John Bogle Chaimian The Vanguard Group Feb 29 1996 on file with

author Funds must disclose factors weighed by the board in setting the adisory the 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 generalised

disclosure

182 Schuyt 663 Supp at 990

183 TSC Indus Inc Northway Inc 426 U.S 438448.491976

184 See infranote2l9

185 Schuyt Rowe Price Prime Reserve Fund Inc 835 F2d 4546 2d Cit 1987
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Problems With the Gartenberg Test As Applied

Garienbergs reasonableness test is unexceptionable in theory in practice it is

failure The reasonableness tests starting point is thir 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.186 So far so good What happens next is not good Gartenbergs pro-investor

logic becomes perverted PostGa.rtenberg 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 essentially 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 ajustification for fitting the judiciary with blinders

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.187 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 shareholders

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 fimds 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 securities field For example experts testliing in

individual brokerage account churning cases today are free to support their opinions with

turnover rate data drawn from mutual fund prospectuses.188 Another securities area

where argument by analogy has been accepted relates to excessive markups In Grandon

Merrill Lynch Co.189 the Second Circuit had no difficulty analogizing to markup

186 See Krinsk 875 F.2d at 409 enumerating the Gartenberg lhctors

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 Century Investments notes

that as more investors move to Vanguard mutual funds will have to re-look at ihas.

188 Both authors are personally fhiniiar with the practice The scholarly support for the practice stems

from Donald Arthur Winslow Seth Anderson Model for Determining the Excessive Trading Element in

Churning Claims 68 NC Rev 3271990

189 147 F.3d 184 2d dr 1998
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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 cowl dealt with

material nondisclosure issue and held that investors are entitled to be inibrined when the

prices charged them are not reasonably related to prices charged in an open and

competitive market 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 litigation91

The Missing Ingredient Admissible Compelling Data

Plaintiffs inability to discharge their burden of proof in hilly litigated fund advisory

fee cases highlights grave problem confronting plaintiffs in every suit under section

36b charging unreasonable fee levels lack of accurate supporting 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 favors management192 since fund

shareholders do not have access to crucial data relating to the quality of the services

provided economies of scale or the value of all benefits received by the advisor through

its control position.93 Congress refused however to shift the burden of proving fairness

from the shareholder to the advisor as Professor Folk advocated94 This lack of data

sealed the fate of the plaintiffs in Gartenberg Schuyl Kalish and Krinsk195

The absence of quality data still presents problems for those willing to question the

status quo Most recently the çIAOs 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 When federal agency conducting an investigation at the urging of

190 Id at 189-90

191 See Simon ssqra note 10 at 130 What we have learned is not likely to endear your fund sponsor to

you Among our findings You 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.

192 Investment Company Act Amendments of 1967 Hearing on HR 9510 and H.R 9511 Before the

SubcomnL onCommerce wsdFta of the Comm on Interstate and Foreign Commerce 90th Cong 801 1967

statement of Ernest Folk Professor of Law University
of North Carolina

193 kLatSO3-04

194 Then SEC Chairman Manuel Cohen testified that the Commission did not object to Professor Folks

burden-shifting proposal at 738

195 Indeed the Second Circuit in Gartestherg explicitly called attention to the plaintiuib
failure of proof

Our affirmance 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 flduciaiy duty Whether violation of 36b aught

be established through more probative evidence. must therefore remain matter of

speculation

Gartenberg 694 F.2d at 933

196 GAO REPORT supra note 12 at 33
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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 sponsors and against the

interest of fund shareholders

In truth fund managers are blessed with doubly fuvored litigation posture in fee

cases they do not have the burden of justifying their behavior and at least prior to

litigation their adversaries are not privy to the crucial data needed to show abusive

behavior Gartenberg 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.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

Garienberg Krins/ç and Schuytconcemed money market fund advisory fees198 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.99 None of the leading advisory fee cases involved equity funds and hence

none of the courts were confronted directly with the strong analogies that can be drawn

between equity advisory services in the fund industry as compared to the pension field

where prices are notably lower 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

197 See James Benedict Ct al Recent Trends in Litigation Under the investment Company Act of 1940

32 Ray Sac COMMODITIES RaG 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 end straight-forward ruling enabled the plaintiffs to avoid the

demand condition precedent to 1mg 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 iames Banks Jr Straightening

Our Strougo The Maryland Legislative Response to Strougo Scudder Stevens Cla.lç Inc VILL J.L

INv MGMT 21 1999 The Masyland legislation designed to choke off the litigation inroad made by the

plaintiff in Strougo subsequently was held unconstitutional by Marylands Court of Appeals in Mtgdal

Maryland 747 A.2d 1225 Md 2000

198 Another money market fund case that has been litigated is Meyer Oppenheimer 609 Supp 380

SONY 1984 revd 764 F.2d 76 2d Cir 1985 Meyer started as an action under section 36b attacking

advirory
fees charged against the Daily Cash Accumulation Fund That case was settled Meyer 609 Supp at

381-82 The fund board subsequently adopted Rule 12b-I 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 theones as violation of the terms of the settlement agreement and that charge

ultimately was rejected
Like the other 36b cases the section 36b claim in Meyer failed due to lack of

proof hi at 680-81 Interestingly the Second Circuit expressly recommended that on remand the district court

invite comment from the SEC Meyer 764 F.2d at 85 But when 1ter invited the SEC declined to participate

Mejvr 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

199 GAO REPORT .rupra note 12 at 62-63
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Cl Critiquing the Industrys Defense of the Status Quo

The Industrys 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 fluid 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.20

Insofar as he was referring to price competition Mr Finks quoted claim is right in

only two respects both insignificant It is true that in sense the fund industry features

low barriers to entry funds initial capital may be as low as $100000201 and there are

large number of funds available in the marketplace at present more than 10000.202

200 ImprovIng Price Competition supra note 40 at 79-93 statement of Matthew Fink President

Investment Company Institute In fairness Mr Fink is not alone in extolling the fund industrys alleged

competitivenesa See e.g Alyssa Lappen Funds Follies trsr Nv Oct 1993 at 39 IAI pressing concern

quite simply whether the nations banks as group have the financialor intellectualwherewithal to

succeed in the ferociously competitive mutual fund business Edward Rock Foxes and Hen Houses

Personal Trading by Mutual Fund Managers 73 WAsH LQ 1601 1641 1994 markets that

are as competitive as the market for mutual funds.. provide finns with
strong incentives to adopt optimal

personal trading policies Wallace Wan Yeu Wang Corporate Versus Contractual MWuel Funds An

Evaluation of Structure and Governance 69 WastL REv 927 965 1994 funds operate in very

efficient and competitive market see also The Financial Institutions EguIzy Act of 1984 Written Statement of

the Investment Company Institute Hearing an LIt 5734 Before the House Comm on Banking Finance and

tfrban AffaIrs 98th Cong statement of David Silver President of Investment Company Institute reprinted in

PLI Titian Arenmt Fntctai Smtvxcas Irtsmurn 579 sai 1984 The mutual 11usd industry is vigorous

and highly competitive business We are therefore vitally conccmcd with any legislation or regulation which

would hinder free and open competition. Mr Wangs claim that the fund industry is competitive waa

premised on cite to the Fact Book put out by the XCI the fund industrys trade association for the

proposition
that the end of 1990 there were more than 3108 mutual funda in the United States These

funds or similar services with competitive fees Wang suprrr note 200 at 965 n.159 The XCI has been

accused of excessive bias in favor of fund advisors to the detriment of fund shareholders Braham supra note

113 at94

201 Schonfeld Kerwin supra note 20 at 108 The requirement aterns from section 14a of the

tnvertment Company Act 15 U.S.C 80a-15a 1994 which bars funds from making public offerings
before

their net worth equals $100000 On the other hand according to some industry observer free
entry

is

hampered by several practical problems 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 perfurmance history may prevent it

from being followed by fund rating services and fund distributors recentiy 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

202 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 HR 1495 Before the Srthcomrn on

Telecomin and Finance of the House Comm on Conunerce 104th Cong 62 63 1995 statement of James

Riepe Managing Director Rowe Price rWith thouaanda 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 altematives. 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

BttANDWEEK Sept 15 1997 at 36 36 The GAO Report made an oblique reference to this phenomenon
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However in the specialized context of price competition in all other respects Mr Finks

claim is substantially 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.203 SEC regulation can be detailed and compLex but it has not generated

any semblance of inira-industry competition on the part of equity fund advisors.04 Stated

differently fund managers compete aggressively fbr new sales but principally in ways

designed to shelter high fee levels from price-cutting 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.205

senior official at one mutual fund firm said in speech that about 50 fund advisors actually

attempt to compete 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 Bogie Senior Chairman The Vanguard Group Remarks

on Receiving the Special Achievement Award of the National Association of Personal Financial Advisors June

1999
203 GAO REPORT supra note 12 at 96

204 Price competition is more pronounced for money market funds and bond fonda 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 market fluids 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 at 62-

63 On the other hand for stock funds there is little evidence that shareholders arc able to buy better

performance by paying higher fees See Ttdsno Sevick supra note 34 at 347

205 Consider the following colloquy between Congressman Moss and Robert Loeffler of IDS which

in the course of the 1967 House Hearings dealing with mutual fund legislation

Mr Moss.. Do they directors cover offers from other managers

Mr LoeflIer They have had no occasion to do sir

Mr Moss Can you cite me any instance in any fund where that has happened

Mr Loeffier.. Generally speaking sir it does not happen and do not mean to contend and

would not suggest that the unaftiliated directors of the funds.. should sit down and say We
can get better deal from another management company Therefore we shift over here

Mr Moss They do not really know do they because they do not invite any competing offers

.Or proposals Do they entertain nny proposals Do you go out and submit proposals to

other funds

Mr Loeffier To other funds

Mr Moss To undertake management activities for them

Mr Locfllcr No sir

Mr Moss You do not

Mr Loeffien We have never considered this

investment Company Act Amendments of 1967 Hearing on Hit 9510 Hit 9511 Before the Subcomm of

Commerce and Fin of the Comm on Interstate and Foreign Commerce 90th Cong 4791967

In the course of the same House Hearings another fund executive Fred Alger presented his view of

fund economics



Case 211-cv-01083-DMC -JAD Document 3-4 Filed 03/04/11 Page 63 of 80 PagelD 1057

FINAL_AR.DOC
DECEMBER 162003 949 PM

656 The Journal of Corporation Law

There is no proof that fee ranges
within the fired 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 hi fact the evidence shows the opposite.24 Because as Gartenberg and its

progeny affirm funds truly are prisoners their captor-advisors have little incentive to

invade other advisors turfs thereby inviting retaliatory price-cutting

Government Regulation is Not Stringent When 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 207 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.208 Nor has it demanded that fluid sponsors explain

publicly and in detail how they pmfit from their services on both fund-by-fund and

complex-wide bases.209 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 fluid directors shareholders and industry

observers.210 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

Mr Alger We advisors view it the fund share as product
which we are just tiying 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 it such tremendous competition How can something be unhealthy which

is so tremendously 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

206 See supeu notes 85-107 and accompanying text

207 Indeed in Meyer Oppenheimer Management Corp. 609 Supp 380 S.D.N.Y 1984 rev 764

F.2d 76 80-81 2d Cir 1985 the SEC expressly
refused the district courts invitation to weig1 in with its

vievut 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 performance and proper remuneration Mutual Fund Legislalion

of 1967 Hearing on 1659 Before the Senate Comm on Banking and Currency 90th Con 354 1967

statement of Prof Paul Samuelson

208 Indeed it has studiously avoided calling for frank detailed disclosure of advisors profitability in fund

proxy statements See Letter from Anthony Vertuno slqra note 181

209 The SEC has considered and rejected adding proxy disclosure requirement that shareholders be

gien an adviser balance heat IcL

210 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
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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.211

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 testi1 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 icadership Rather than aggressively pushing the fund industry in direction

calculated to force boards to confront noncompetitive fee levels the SEC has been

content to engage in rulemaking enshrining the status quo Thus recently promulgated

SEC rule adopted after its well-publicized roundtable deliberation of current fUnd

issues mandates what is already defacto standard by requiring nearly all fund boards

and nominating committees to have majority of independent directors.212 As part of the

same proposal the SEC is requiring the independent directors to be represented by

independent counsel.213

The rule will accomplish little The board majority requirement is nothing but

warmed-over rehash of an SEC Investment Management Division proposal advanced

eight years ago.214 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.215 In many cases funds independent directors already

211 See .rupra text accompsnymg notes 87-94

212 Role of Independent Directors of Investment Companies Investment Company Act Release No

24816 Jan 22001 2001 WL 6738 SEC The use of independent counset by the independent directors has

flourished in recognition of thc attention given the practice by the induatsys real regulators the federal

judiciary See Tannenbauni Zeller 552 F.2d 402 428 2d Cir 1977 stating
that it would have been

preferable
if the funds independent directors received advice from independent counsel rather than counsel

who also represented the fund and the funds advisor and distributor Fogel Chetnutt 533 F.2d 731750 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.DJtY. affd 835 F.2d 45 2d Cit 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 deliberated Gartenberg Merill Lynch Asset Mgmt Inc 528 Supp 1038 1064 S.D.N.Y 1981

aSd 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 moat commonly used exemptive rules would be covered See Materiat Submrtted by the Dnsion of

Investment ManagementTIIE SEC SPEANS IN 2000 at 13212000

213 See ta note 212 and accompanying text

214 Protecting Investors Report supra note 28 at 266-67

215 INVESTMENr COMPANY INSTITUTE REPORT OF THE ADVISORY GROUP ON BEST PEACTICES FOR

Fur1D Dniscmas June 1999 The vast majority
of fund boards today consist of majority of independent

directors ICI ADVISORY GxouP 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 company complexes already
have boards with

independent majoritieR SEC DIVISION OF INVESThIENF MANAGEMENr PROTECTING INVESTORS HALF

CENTURY INVESTMENT COMPANY ACT REGULATION 268 1992 Six
years ago legislation was pending in

Congress to require
that majority of fund directorc be independent One industry witness speaking in fevor of

the legislation
noted that Investment Company Institute data indicate that nearly

all .. funds. have
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populate funds nominating committees.216 All of the many funds with Rule 12b-1 plans

already are required to have self-nominating independent directors.217 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.218 This requirement does not signal

breakthrough in the field of attorney-client relatiorisfur 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.219

Illustrating the deferential laissez-faire approach taken hi 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 requirements.22 And

majority of independent directors with the result that the proposed statutory revisions would be largely

superfluous issvestment Company Act Amendments of 1995 HearIng on HA 1495 Before the Subcomm on

Telecomm and Finance of the House Comm on Commerce 104th Cong 75 781995 statement of Paul

Haga Jr Senior Vice President and Director Capital Research and Management Company study

analyzing the makeup of fund boards for the industrys 50 largest fund sponsors
found in 1992 that 71% of the

seats on the sampled fund boards were held by independent directors with the average independent director

sitting on sixteen board seats within the sponsors complex Tullirro supra note 34 at 331-34 Interestingly the

study
found that funds whose boards have larger fraction of independent directors tend to charge investors

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

216 American Bar Association FundDrreciors Gsudeboog 52 BUs LAW 229247-481996 discussing

the role of nominating committees Testiging before Congress in 1995 the Director of the SECs Division of

Investment Management 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 HA 1495 Before the Subcomm on Telecomm and

Finance of the Comm on Commerce 104th Cong 30 1995 Statement of Barry Barbash Director SEC

Division of Investment Management

217 American Bar Associationsupra note 216 at 254

218 Role of Independent Directors of Investment Companies Investment Company Act Release No

24816 Jan 22001 2001 WL 6738 SEC
219 See e.g MODEL RULES OF PROFL CONDUCF 17b
220 ICl ADVISORY GRouP Raposrr .supns note 215 Among other things the ICI group recommended that

at least two-thuds of the directors of all investment companies be independent directors the SEC requires

merely majority The XCI Advisory Group also recommended that Former officers or directors of funds

investment advisor principal
underwriter 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 appropriate 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 counsei who is independent from the investment advisor 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 expertise ICI

AnvisOxY GROUP RSPORT ssqra note 215 at 29 Independent directors complete on an annual basis

questionnaire on business financial and family relationships if any with the advisor principal underwriter

other service 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 representatives
that the committee secure from the auditor
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even the industrys best practices proposals have been attacked as simply calling for

conduct that for the most part already is the industry normP1

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

identit what the advisor charges for the most crucial of all fund services investment

advice Nor has the SEC shown any interest in calling specifically for fund independent

directors to inquire whether fund managers or their affiliates222 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 shareholders 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 Garlenberg test explicitly requires this comparison.223 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.224 By failing to require

uniform reporting of crucial cost data and by refusing to demand that fund advisors make

public sufficient financial data to enable interested observers to calculate the pmfitability

of advisory contracts the SEC has paved the way for judicial fmdings as in Schzyt that

an annual representation of its independence from management and that the committee have

written charter spelling out its duties and powers

Id.at33

Independent directors meet separately
from management in connection with thee 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 kL 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 effectiveness of independent directors Id ABvISmY RB1ORT .supra note 215 at

36 Investment company boards of directors generally are organized
either as unitary

board lbr all the funds

in complex or as cluster boards for groups offends within complex rather than as separate
boards for each

individual fend at 38 Fund boards adopt policies on retirement of directors Id at 40 Fund directors

evaluate periodically the boards effectiveness Id New fund directors receive appropriate orientation and all

fund directors keep abreast of industry and regulatory developments Id at iii-iv

221 See Barker .rupra
note 10 at 122 reporting on study of the top 10 complexes accounting for 46%

of the industrys assets ISS Takes on IC Over Best Practices Proposals FUND ACTION July 12 1999 at

The recommendations 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 vas

less than half astep even
222 tIred with the same meaning ascribed to it in Rule 405 under the Securities Act of 1933 17 C.F.R

230405 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

223 Gartenburg 694 F.2d at 929-30 see Krinsk Fund Management Inc. 875 F.2d 404 at 409 1989

citing Gartethurg for the proposition
that comparative fee structures should be weighed by fund boards when

determining whether the section 36b reasonableness standard has been met

224 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

ADA-authored Fund Directors Guidebook supra note 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
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profitability infbrmation is immaterial as matter of law Fund directors unquestionably

need and deserve detailed cost and profitability disclosure225 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 fiduciary 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 shareholders bringing section 36b suits to sustain the burden

of proving that fees are excessive.227

Requiring public disclosure of such proprietary data can be justified on the ground

that the industrys incestuous management 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 afforded those who earn their money through arms-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 inquiring

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.228 free

market price offers more than useful analogy Outside prices qnalif as pertinent fhcts

under Garlenbergs mandate that when the funds board makes its fair price

determination all pertinent facts must be weighed.229 Moreover assuming

approximately equal levels of service significant price discrepancies are not just

pertinent facts they are material facts under the securities laws and fiduciary duty

concepts230 that need to be very carefully evaluated by the funds directors After all any

225 For an essay emphasizing the tie-in between Corporate governance and financial disclosure see Louis

Lowenstein Financial Transparency and Corporate Governance You Manage at You Measure 96 COLUM

REv 1335 1996
226 SEC Chairman Aithur 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

investors in its oversight of mutual fund fees and expenses

Improving Price Competition szçro note 40 statement of Arthur Levi Chairman U.S Securities and

Exchange Commission available at httpIlwww.sec.govlnewslte.stimOflylteStarChive/1998/tStYl398.httiI

Action by the Commission to mandate disclosure allowing calculation of advisory profits
would address each of

the three prongs mentioned by Chainnan Levitt

227 This data is essential to evaluate whether foes are excessive under Gartenbw which takes into

account the profitability of the fund to the advisor-manager economies of scale and comparative fee structures

Gartenberg 694 F.24 929-30

228 See In Ta Donald Trump Casino Sec Litig 793 Supp 543 559 D.N.J 1992 Lis no

legal obligation
fur management to compare itself unfavorably or otherwise to industry competitors

Comparison shopping is the responsibility
of the reasonable investor.

229 Gortenberg 694 F.2d at 929 emphasis added

230 fact is material If there is substantial likelihood that reasonable shareholder would consider it

important in making an investment decision TSC Indus Inc Northaay Inc 426 U.S 438 449 1976

The Court explained in ThC that to fulfill the materiality requirements there must be ubstantil likelihood

that the disclosure of the omitted fact would have been viewed by the reasonable investor as having
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reduction in advisory fees directly enhances fund shareholders returns.231 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 expressly 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 fur it is read to demand that the profitability

of the fund to the advisor232 be studied in order that the price for advice paid by the fund

to its advisory be equivalent to the product of arms4ength bargaining.233 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 necessarily have an embedded profit element An

understanding by fund independent directors of the prices charged for advisory services

by their funds advisor to its other customers cannot help but strengthen the independent

directors bargaining 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 directors

benefit The data will furnish fund independent directors and their counsel with way to

veriti the profitability claims supplied by the advisor

In 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 fee and requiring that it be

reported throughout the fund industry on consistent basis than preaching to fund

directors about the meaning of and need for independent legal counsel.234 It is time

significantly altered the total mix of information made aai1able Id See afro 17 C.F.R 230.405 1999

definition
of materiality paralleling

that enunciated in TSC Inthestrles For state law flduoasy duty case

arising in the fund setting using
the same materiality test see OMalley Boris 742 A.2d 845 851 Del

1999

231 See e.g GAO REPORT supra note 12 at 28 noting that 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.

232 Krrnslc 875 F.2d at 409

233 Ganenbwg 694 F2d at 929

234 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 identifying key factors that influence

that number REPORT ON MUTUAL FUND FEES supra note key component of expense ratios for actively

managed funds is the investment advisoty fee reflecting the price charged for investment advice rendered to the

fund Yet the SEC has prescribed no unifOrm reporting requirement
for that key item shortcoming reflected in

the stalls report on fees and expenses The report presents
the stalls finding that it was unable to analyze
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for the SEC to start discharging the leadership obligation Congress gave it when the

Jnvestment Company Act of 1940 was enacted Obviously little support exists for the

ICIs 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 Ids Matthew Fink presented clear

disclosure as hallmark of the fund industrys near textbook example of competitive

market structure.235 The clear disclosure claim does not hold up The GAO went

looking for such clear disclosure and manifestly did not fInd it2 The GAO is not

alone in voicing concern over the quality of fimd industry disclosure The Chairman of

House committee considering fund legislation in 1995 offered this appraisal

fund shareholders are beset by confusing array of fees Investment advisory fees

service fees distribution fees all of these fees can make it very difficult for investors to

compare one fund against another.237 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 prospectuses were the single most widely used information

resource consulted by investors.238 Unfortunately those same widely used fund

prospectuses have been criticized for tending to obscure rather than illuminate what

fund is doing.239 In truth great many fund shareholders are ignorant of major insights

into the product they own and key facts are not disclosed.240

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 substitution the staff admitted was far

from perfect since management fees often pay for other services as wsll 3d

235 See Improving Price Compewion ssqra note 40 at 79 statement of Matthew Fink President

Investment Company Institute

236 For example the GAO found its analysis of overall induatsy profitability stymied due to the

unavailability of comprehensive financial and cost thformtion GAO Report supra note 12 at

237 Investment Company Act Amendments of 1995 HearIng on H.K 1495 Before the Subcorsun on

Telecomm and Finance of the Comm on Commerce 104th Cong 1995 statement of Hon Jack Fields

Chairman of Subcomm on Telecomm and Finance Another industty observer has concluded Investors have

hard time detennining what the are paying and an even more difficult time determining what they are

getting Seine fees are hidden and many fees are charged in complicated fashion Improving Price

Competition jupra note 40 at 50 statement of Charles Trzcinka Professor of Finance State University of New

York at Buffalo

238 Robert Robertson In Search of the
Perfect

Mutual Fund Prospectus 54 Bus LAW 461 472

1999
239 Id at 475 While mutual fund companies are catering directly to bakers and asks clerks mutual fund

prospectuses appear intelligible to only bankers and securities lawyers.

240 Professor Charles Trzcinka testified as follows befbrc Congress in the course of the same hearings
in

which Mr Fink made his clear disclosure claim
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The news media has not provided notable counterbalance to the conflict of interest

exploited by most fund advisors Despite number of articles in the news media

illuminating some of the fund industrys shortcomings prejudicial to shareholders241 for

the most part the industry has escaped careful searching sophisticated scrutiny of its

pricing 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 inadequate fee disclosure Instead like the Id the

SEC professes that the opposite is true The Division of Investment Managements

recently-promulgated Report on Mutual Fund Fees and penses offers this self-

congratulatory assessment 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.242 disinterested observer is left to wonder how

fee information can be understandable and easy to use when some funds mix

The theme of my work is simple Investors have hard time determining how much they are

paying and an even more difficult tune determining what they are getting Sonic 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 portfalios 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 Tracinkas findings are as folloss

Total expenses paid by investors have not fallen over the past decade and probably have risen

There is no relationship between the level of expeuae ratios and risk-adjusted per.tbnnance

except that large expense 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

eridence of

persistence of poor performance

Good perfonnance is rewarded by investors poor performance is ignored except
when the poor

performance is extreme

Information available to investors on mutual tlrnd portfolio management is poor

Id

Many of Professor Trzcinkas views v/crc echoed at the hearings by witness Harold Evenaky

certified financial planner who complained

the aggregate the fund industry is ethical and professional however there we 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-S-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 deliver the benefits reasonably expected of competition and economies of scale

Improving Price Competition sispns note 40 at 62 statement of Harold Evenaky
241 SeesupnsnotelO

242 REPORT ON MUTUAL Furm FEes .esqpm note
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administrative and advisory 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 administrative 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 sue exactly what is paying for

what youre better man than L243 Another explained that looking at component of

the overall CMA fee structure as though it were stand-alone piece was trying to

unscramble an omelet.244 These comments are telling They come from paid directors

presumably represented by competent counsel and were delivered as testimony made

under oath in multi-million dollar fund fee litigation The specter of testifying fund

directors confessing ignorance about fees they have approved confirms that clear

disclosure in the fund 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.245 This portrayal of the 1940 Act disclosure 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 fund in

order to determine whether economies exist because the data are unavailable.246 If the

federal government after 61 years of regulatory experience 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.7 The test further requires that fund directors make determinations

as to economies of scale and comparative fee structures.248 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 assets49 and the fact that different fees buy different

243 Krinsk 715 F.Supp at 481 internal citations omitted

244 Id

245 REPORT ON MtrmAL FUND Fssupra noteS

246 Id

247 ICrlnsk 875 F.2d at 409

248 Id

249

Total fund expenses generally
include investment advisoty services administration and

operations
shareholder account maintenance marketing and distribution custodians fee

auditing fee state taxes shareholders reports annual meetings and proxy costs and directors

fees anti expenses

Maly Joan Hoene Fund Disirthuiton Proposed Elimination of Section 22d Market Tailored Fund

Structures in InVESTMENT CoMPANIES 1992 at 87 107 n4 ILl Corp Law Practice Course Handbook
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services depending on the funds fee structure250 it is no wonder that there is confusion

over fund fees in fund boardrooms The question is how fund directors possibly can serve

their watchdog function if they are not presented with clear understandable pertinent

information If fund directors 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.251 Nearly one-fifth of the respondents believed that funds with

higher fdes 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.252 This depiction of investor naivete is consistent with

other survey results.253 Sixty years of SEC fisnd industry regulation has created $7

trillion colossus of an industry with expense structures and terminology overlaps that

bewilder many shareholders and at least sonic fund directors The SECs web site carries

the motto We are the investors a4vocate.2 It is thus peculiar to find that after six

decades of close dealings between the fund industry and the SEC5 fund shareholders

are confronted with disclosure system that according to memorandum from the

SECs Division of Investment Management to tire SECs Chairman causes investors to

Series No B4 7015 quoting memorandum from SEC Division of Investment Management to Chairman

Breeden Apr 1992
250 frI aX 107 n.3 noung that the funds advisoiy

fee pays for portfolio management but under some

contracts they may also pay for ancillary administrative shareholder accounting and transfer agency

services.

251 GORDON ALEXANDER BT AL MUTUAL FUID SHARmXOLDERS CHARACTBRiSTICS INVESTMENT

KNOWLEDOF AND SOURCES OPINPORMATIOtt June 26 1996 available at 1996 WL 10828970

252 Id

253 See e.g Ellen Schultz Bhrzard of Retfrement-Plan Offerings Eases Drought in Mutual-Fund

Choices WALL ST Dcc 21 1995 at Cl C25 reporting on survey
of retirement-plan participants by

division of John Hancock Mutual Life Insurance Co reflecting that snore 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 fond or answered that they were unsure

254 SEC U.S Securities and Exchange Communion at httpi/www.sec.gov/ last visited Jan 242001

255 Longo supra note 10 at The attention paid to the haue rising fund fees by the Subcommittee

on Finance and Hazardoua Materials has the Securities and Exchange Commission and the mutual fund industry

ibiling
all over themselves to defend and justify not only rising fund fees but the fUnd industry itselId
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have difficulty in evaluatmg overall costs and services.2 This lack of market

transparency necessarily inhibits price competition.257

The SEC talks good game but it is not blameless for the fund 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.258 The market for

fund advisory 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.259 Scrutinizing however is difficult when

individualized data is missing and when fund shareholders lack access to infurmation

about the profitability 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.260 Though it holds the whip hand over

the funds it regulates the SECs tendency is to cast blame on investors 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.261 According to the Division of Investment Managements Director We

know the information is out there We need to get investors to look at it.262 The SEC

256

Another barrier to
greater price competition is the fund industiys complex fee structures In

addition to advisory fees iimds assess distribution charges through front-end or contingent

deferred sales loads and through role 12b-I fees some funds also charge certain types of

administrative fees The investors diflicuity 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 Chainnan Dingells Inquiry Concerning Mutual Fund Fees The staffs observation that the fund industrys

complex fee structures breed investor cor.fusion obviously foils to conform with the ICIs contention that

clear disclosure is fund industry norm and force driving vigorous competition Id

257 Hoene supra note 249 at 108

258 Arthur Levitt Opening Statement of Chairman Arthur Levitt at the Open Meeting on Regulation
Fair

Disclosure Aug 102000 at httpJ/www.sec.govlextra/seldisai.htiti
mod Aug 102000

259 Arthur Levitt Remarks at Mutual Fund Directors Education Council Conference Feb 17 2000

ht//www.sec.gov/newslspeechcslspch34ó.htm last modified Feb 18 2000 Levitt explained On an

irwestsnent held for 20 years 1% annual fee will reduce the ending account balance by 18% Id

260 See Letter from Paul Royc to Thomas McCool May 102000 reprinted In GAO REPORT supra

note 12 at 102-09

261 Simon supra note lOst 130 quoting Susan Woodward

262 Rachel Wittner SEC Wants Muawi Funds Voluntarily to Disclose RLr Fee Data Barbash Confirms

30 Sac RaG Rap BNA 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 mprovulg

Price Competiiion supra note 40 at 37 statement of Arthur Levitt Chairman U.S Securities and Exchange

Commission available at httpffwww.sec.gov/newa/testilnOny/teatarvhive/1998/tstYl39S.htnl
If the

Commission demanded that advisors publish cost information showing advisory office profitability
the

information would undoubtedly have profound impact on competition witeiher individual investors studied it

or not Such information could be used by directors in negotiating
fee concessions by the media in assessing the

quality
of board oversight and by plaintifTh lawyers in holding boards accountable 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 wss created to protect
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Investment Management Divisions director has admitted that an investor may do more

comparison 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.264 These representations 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 provision of fund

advisory services because the data are unavailable.265

The SECs chronic refusal to mandate that fund sponsors break out clearly on

uniform basis different types of expenses abets the lank of price competition in the fund

industry The same is true of courts refusal to validate comparative 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 investigathrs

In truth as the GAO Report on price competition 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 executives call for detailed SEC-led revenuelcostlprofit study of fund-

sponsored finances by stating know Id be interested but dont think the industry

would oblige us.261 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 contrel know they can get away with it

263 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

httpUw.sec.gov/newsPeCCWSPetch1VeR998Pub2O8
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

hr the selling companys owners in its sbareholder In the VCR industiy
conflicts of interest between the

manufacturers managers und its shareholders are not way of life Indeed it is acknowledged that over the

years
makers of VHS VCRs have competed vigorousLy lowering prices and improving product quality

Carom Handler and Julian Brew The Application of Antitrust Rides to Standanir In the Information

IndustriesAnomaly or Necessity Thu COMPTJrER LAw Nov 1997 at 16 In the fund industry where price

competition is less bare-knuckled money managers still routinely enjoy returns on equity for their advisosy

linus exceeding 25% Oppel jupra note 77 at 11

264 Witmer supra note 262 at 1006-07 Division Director Barry Barbash explained that In short any

comparison to competitiors fund that fund company mighi 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

IL

265 REPORT ON MtrruAL FUND FEES supra note

266 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 rnlbrniatior on

the costs and profitability of most fund advisors was not generally publicly available GAO REPORT supra

note 12 at 33

267 Letter rein Erik Sirri Chief Economist SEC to John l3ogl Chainnan The Vanguard Group

March 23 1999
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Six decades after the enactment of the Investment Company Act of 1940 the fund

industry finds itself with no effective 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 advisoiy fees is shortage of quality

disclosures crafted to enable investors to ferret out unfthr 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

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 marketing administration and investor

services etc and its profits before and after taxes.268

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.269 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 financial services industry.270

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 investors.271 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

268 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 Corporation Law
269 GAO R.aPOP.T sspra note 12 at 17.8 The GAO also recommended as an alternative disclosures

allowing
investors to estimate fee charges

for their accounts Id at 14

270 GAO REPORT supra note 12 at 13

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 3nd 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

271 See SC/Wy 663 Supp at 973 974 quoting twice with approval
from Gartcnberg 694 F2d at 929

the proposition
that key reason why fimd competition for shareholder business does not lead to similar

competition between advisors for fund business is the relative insignificance
of the advisors fec to each

shareholder
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their sales efforts272 Two years ago the Director of the SECs Investment Management

Division announced that both he and SEC Chairman Arthur Levitt believed that

personalized disclosure for fund investors is good idea one that may work better.273

In its Report on Mutual Fund Fees and Expen.res 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 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.274 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.275 This suggestion has merit By forcing 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-clown effect to less sophisticated fund

buyers once the data generated is reviewed and analyzed by the media and academics

The chief problem 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

regulated 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 lower

than those charged to the advisors captive fluids the funds advisor-fiduciary should be

required to explain why it cannot render advisory 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 fiduciary relationship than they are when the payor is stranger dealing

at anns-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 to fund investors to

see that this highly relevant data is made public so that those interested in fund

272 GAO REPORT supra nOte 12 at 17

273 Witmer supra note 262 at 1006-07

274 REPORT ON MuTuAl FUND FEES szqra note

275 Boglc supra note 268 at
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fiduciaries behavior can know and understand what fees are charged of whom and why

It is in the public interest for flmd 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.276

The Id funded with money diverted from fund shareholders is the one entity aside from

the SEC that is equipped to spotlight excessive fee levels that are injurious to

shareholders It has shown no zeal for promoting the interests of fund shareholders at the

expense of fund sponsors.277 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.278 The ICIs bundling of advisory fees with other operating costs in its effort to

prove fund managers case that fund shareholders are beneiitting from economies of scale

bespeaks an agenda antagonistic to shareholders own financial interests Meanwhile the

SEC either sits mute offers innocuous proposals calculated not to roil the water or

blames fund shareholders for their inability to make sense out of the current inadequate

disclosure regime fostered by the SEC itself

276 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 iliads 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

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 Ilies in
light

of

the Gartenberg standards 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 average 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 compensatiot The cellar dwellers are thus able to argue they

need raise particularly in .iew of the allegedly ferociously competitive market for fund advisory talent See

Wyatt siçnz 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 Weal lawyer at the New York finn 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 advisoiy help has not caught fire to the same extent as the fond management

market

277 According to one industry observcr ICI is by fund companies for fund companies and their

incentive their compensationeveiything is to flivor fund mansgement Brahans .eupra note 113 at 94

quoting Don Phillips
CEO of Mornmgstar Inc. As of July 2000 39 of 45 ICI board members worked for

fond advisors Id

278 digest of John Bogles critique of one industry study is set forth supra note 78 For the authors

critical analysis of the ICJs economies of scale study see szqnvr
notes 70-86 and accompanying text
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VI CONCLUSION

The Investment Company Act of 1940 declares that the national public interest and

the interest of investors is adversely affected.. when investment companies are

organized operated or managed in the interest of investment advisors and not in the

interest of fund shareholdeiu.2 Jn 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 industries280 His

answer dont think it exists in this industry.281 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 competition... The SEC must itself be under

constant Congressional scrutiny lest it lessen rather than increase the protection

the consumer rdceives from vigorous competition.2

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 advisory fee rates

charged other clients mutual fund investment advisors are signilicantly lower than

those paid by open-end fund companies.283 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 3artenberg to bar use of comparative fee structures in advisory fee

litigation have deprived complaining 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 peer funds to justify fee hikes On the other hand Gartenbergs grip on future case

outcomes predictably will be weakest for the segment of the Iliad 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

279 Investment Company Act of 1940 1b2 15 LJ.S.C.A 80a-1bX2 West Supp 1999 The Act

was written to mitigate and so far as is faasible to eliminate these conditions.Id 80a-1bX2

280 Investment Company Act Amendments of 1967 Hearings on H.R 9510 11.5 9511 Before the

Subcomm on Commerce 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.

281 Id

282 Mlauai Fund Legutation of 1967 Hearing on 1659 Before the Senate Comm on Banking and

Currency 90th Cong 368-69 1967 statement of Prof Paul Samuelson

283 WHAJITONREPORT.supra note 87 at 485
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vehicle than equity pension fund portfolios.284 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

embanassing for those selling advice to mutual funds Future cases will afford fund

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 prices 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 industrys hallmark

and its stigma That tab runs into billions of dollars per year Fund industry cost data

reviewed and developed 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 trillion285 this translates into

equity mutual fund shareholders being overcharged to the tune of nearly $9 billion-plus

annuallya staggering numbernearly 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 j99g2

The SEC needs to face up to the fact that competent evidence shows that fund

advisory fee levels are too high phenomenon in part caused by the Commissions

decision not to impose rigorous disclosure requirements designed to fbster 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.287 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 disclosure

284 Moreover puce competition to the extent it exists is more evident in the money market segment of

the fund industsy See GAO REPORT .erlpra
note 12 at n.3 market funds generally have not been

the focus of recent concerns regarding fees

285 Susan Harrigan Street SnartrNEwsDAY July 30 2000 at F2 avai1able at 2001 WI 9230159

286 Jacquelyn Rogers Burning issues Waft over nof lag and the Workplace EMPLOYEE BENEFIT NEws

June 2000 2000 WL 10182690 The equity fund savings number is in line with Warren Buflbtts estimate

that funds could save their shareholders $10 billion annually
if they were managed more like regular

corporations for example with primauy emphasis on creating and protecting value for shareholders See Bogle

repro note 30 at 372 Bogle puts the number considerably higher In fuct such savings
could easily top

$30

billion each year Id

287 The authors analysis of fund data was complicated greatly by sonic funds tendency to include as

advisoiy fees extraneous expense items which other flmds categorized as administrative costs In the fund

industry advisouy fees generally pay for portfolio management but under some contracts they also may pay

for ancillary administrative shareholder accounting and transfer agency services Hoene suçm note 249 at

89 106 107 m4 quoting SEC Division of Investment Management Memorandum to SEC Chairman Breeden

Apr 1992
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approach It doubtless will provide beneficial wake-up call to some fund investors

particularly in times of meager or negative investment returns by fund managers

SEC inaction has an undesirable side-effect over and above depriving investors of

benefits they otherwise would enjoy Whether it is accurately perceived or not1 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 argue that positions taken by those

challenging the status quo in the fund industry deserve no credence absent violation of

mandatory SEC requirement Thus in Krinslc the court rejected plaintiffs contention that

performance
should be evaluated 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 ratio relative to competing funds noting that plaintiffs had presented no

precedent or SEC ruling that requires this comparison.288

Whether or not the SEC decides to lead rather than continue its observer role fund

independent directors need to demand that advisors identify and quantify what they

charge for rendering investment advice Only by isolating and focusing on this item can

directors discharge their obligation under Clartenberg 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 who more

closely monitor fund fees and expense.289 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 behavior on fund cases Fund industry

cases are beset with conflicts of interest that call for careful reasoned thorough analysis

All potentially helpful fucts 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

258 Castillo Dean Witter Discover Co Transfer Binder Fed Sec Rep CCII 90299 at

91091 S.D.N.Y June 25 1998 The ease is discussed in supra note 124

289 RaPORT ON MuTuAL FUND Fans supra note
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UNITED STATES OF AMERICA
Before the

SECU1UTIES 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 AN CEASE-AND-

DESIST PROCEEDINGS MAKING
FINDINGS AND IMPOSING REMEDIAL
SANCTIONS AN CEASE-AND-DESIST

ORDER PURSUANT TO SECTION 8A OF

TilE 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 9t OF TILE INVESTMENT
COMPANY ACT of 1940

The Securities and Exchange Commission Commissiondeems 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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of 1940 Investment Company Act HL Investment Advisors LLC HL Advisors

pursuant to Section 8A of the Securities Act Sections 203e and 203k of the Advisers Act and

Sections 9b and 9f 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 91 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

Commission or to which the Commission is party and without admitting or denying the findings

herein except as to the Commissions jurisdiction 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

Hi

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 11 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

ff1 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 HL 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 ILS Funds

These two series funds constitute the only investment options underlying the variable annuities

The findings herein are made pursuant to Respondents Offer of Settlement and are not binding on any other

person or entity in this or any other proceeding
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and variable insurance products HL 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 Ej4y

Hartford Life Inc Hartford Life is Delaware corporation located in

Simsbury Connecticut and is the parent company to Hartford Investment HL 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 functions 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 satisfy 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 Space

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

arid distribution benefits for the Retail Funds and the HLS Funds respectively
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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 flL

Advisors and Hartford Distribution received were referred to as shelf space and included

inclusion of the Funds on the broker-dealers preferred list of mutual funds participation in the

broker-dealers national and regional conferences which were held to educate and train registered

representatives regarding the Retail and ULS 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 increase in the investment management fee Hartford

Investment and IlL 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 IlL Advisors Represented in the Retail and HLS Funds Public

Filinas That the Shelf Space Arranaements Were Not Paid For By Shareholders

11 The Retail and HLS Funds provided prospectuses and statements of additional

information SAT to Fund shareholders Hartford Investment and I-IL Advisors prepared and

distributed the Retail and FILS 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 funds statement of additional information This additional

compensation is not paid by you added

13 Similarly both the Retail and HLS Funds SAT misrepresented that shareholders do

not pay for shelf space Specifically the SAIs represented that Hartford Investment Hartford

Distribution and their affiliates pay out of their own assets compensation to brokers-dealers for

shelf space
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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 IlL Advisors Used Directed Brokerage Commissionsto

Satist Hartford Investment and Hartford Distributions Obligations

Under the Shelf Space Arrannements

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

subadviser to among other things select broker-dealers to execute these transactions Hartford

Investment and HL Advisors as the investment advisers for the Retail Funds and IlLS 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 satisi 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

satisfy at least portion of their financial obligations by directing certain amount of portfolio

transactions to those broker-dealers

17 Hartford Investment 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 resulting dollar

amount represented the amount of brokerage that Hartford Investment or IlL Advisors would be

required to direct to that broker-dealer to satisfy Hartford Investment and Hartford Distributions

financial obligations under the shelf
space arrangements

18 When Hartford Investment and FIL 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 fund 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 satisfy an equivalent amount of their obligation under their shelf space arrangements
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19 Hartford Investment and Hartford 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 satisfying 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 HL 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 satisfy 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 ilLS Funds subadviser to direct brokerage commissions totaling $51

million to broker-dealers to satisfy Hartford Investment and Hartford Distributions quid pro quo

shelf space obligations

Hartford Investment and ilL Advisors Omitted to State Material Facts to the

Retail and ilLS Funds Shareholders Regarding the Use of Directed Brokerage

22 Hartford Investment and FIL Advisors also omitted to state additional material

facts to shareholders regarding the use of directed brokerage Specifically the Retail Funds SAl

and the ilLS Funds prospectus stated that they may direct brokerage commissions to broker-

dealers who also sold shares of the Retail and LS Funds These representations were

misleading

23 Hartford Investment and HL Advisors did not merely direct fund 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 HL Advisors Did Not Follow Their

Own Guidelines for Use of Directed Brokeraae

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 ilL 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
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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 ilL Advisors and Hartford Distribution Failed to Disclose the Use

of Fund Assets to the Retail and ilLS Funds Boards

26 Despite their duty to do so Hartford Investment and HL 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 HL Advisors failed to inform the Boards that

Hartford Investment and Hartford Distribution negotiated the right to satisfy 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

satisfy 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 IlL 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
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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 7aX2

and 7a3 of the Securities Act Section 2062 of the Advisers Act and

Section 4b of the Investment Company Act

Hartford Distribution caused and willfully aided and abetted Hartford

Investment and HL Advisors violations of Sections 7a2 and 7a3
of the Securities Act and Section 2062 the Advisers Act

Undertakings

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

following written policies and procedures

Willfully as used in this Order means intentionally committing the act which constitutes the violation Cf

Wonsover SEE 205 F.3d 408 414 D.C Cir 2000 Taker v$C 344 F.2d 2d Cir 1965
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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 HLS 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 HLS 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 will 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
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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 HLS

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 ethics

10
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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 appropriate 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 03e and 203k of the Advisers Act and Sections 9b and 9f 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 17a3 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 any

violations and any future violations of Sections 17a2 and 17aX3 of the Securities Act Section

2062 of the Advisers Act and Section 34b of the Investment Company Act

Respondent Hartford Distribution cease and desist from 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 millionfor 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 30 8a 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

11
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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 order granting the Penalty Offset notify the

Commissionscounsel 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 $291500

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 SmailCap Growth Fund $38500

Hartford Stock Fund $1567500

Hartford Value Opportunities Fund $16500

Hartford Value Fund $11000

Hartford Advisers HLS Fund $6803500

Hartford Capital Appreciation HLS Fund $11566500

Hartford Disciplined Equity HLS Fund $500Q

Hartford Dividend and Growth ilLS Fund $3855500

12
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Hartford Focus HLS Fund $110000

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 ilLS Fund $88000

Hartford Global Advisers ilLS Fund $572000

Hartford Growth HLS Fund $33000

Hartford Growth Opportunities HLS Fund $84150Q

Hartford International Capital Appreciation HLS Fund $1 L0
Hartford International Opportunities HLS Fund $313500

Hartford International Small Company ilLS Fund $11000

Hartford MidCap Value HLS Fund $159500

Hartford MidCap HLS Fund $3817000

Hartford Small Company HLS Fund $1650000

Hartford SmaliCap Growth ilLS Fund $121000

Hartford Stock ilLS Fund $5560500

Hartford Value Opportunities ilLS Fund $60500

Hartford Value HLS Fund $33000

TOTAL

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
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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 fund1 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 IV 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

4900% Over the same twenty-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

funds 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.2 The mutual fund industry accounts

for 17% 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

http//www.sec.gov/news/studies/feestudy.htm
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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

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 The reports major conclusion is

that additional disclosure could help to increase nvestor awareness and

understanding of mutual fund fees and thereby promote 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 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

iniestment advice or the distribution of their shares Thus we do not draw

any conclusions in this Report as to the appropriate level oI fund fees

B. Summary of Findings and Recommendations

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
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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 avai1abl 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 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 aIternatives The Commission should

http//www.sec.gov/news/studies/feestudy.htm
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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 The 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 disclosures 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 tht would be contained in the reports to shareholders alongside

other key information about the funds operating results including

managements discussion of the funds performance

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 and earned the funds actual return 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% 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 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
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ratio.i 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 2000.1Z

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 emphasize that 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

Th 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

II REGULATORY FRAMEWORK FOR MUTUAL FUND FEES AND

EXPENSES

Htstorical Background

Over the past 60 years Congress and the Commission have sought to

protect the 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
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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

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 advlser 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 Rathr 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 funds3t 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 adviser

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 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 contract 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

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 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
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In particular rule 12b-1 requires that payments for distribution expenses be

made pursuant to written plan and that the plan be annually approved by

majority of the funds independent directors 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

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 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 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 rule 12b-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
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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.i

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 bymutual 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 designing 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 investors with 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
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fees and expenses are crucial to an investors decision to invest in fund
This reflects the Commissions commitment to promoting investors access to

fee information as basis for fund investment decision

Recent Commission Initiatives to Enhance the Regulatory Scheme

Congress and the Commission continue to monitor fund fees and expenses
and to assess whether the regulatory framework should be enhanced 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 at which Chairman Arthur

Levitt and members of the industry testified In his testimony Chairman
Levitt announced that the staff had commenced report on fees and

expenses.2 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 1999the 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 be encoiraged

In October 1999 the Commission proposed new rules and rule amendments

to enhance the independence and effectiveness of mutual fund dlrectors 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
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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

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.4 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 CalcuJator also shows the total cost of

owning mutual fund after specified period of time It is available for free

on the Commissions web site.Z

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 It also features the Financial Facts Tool Kit
which contains Information to assist investors in planning their financial

future Investors can find on the Commissions web site brochure about

investing in mutual fundsthat contains section on the importance of fees
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 Gillmor 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 lO6 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 1999 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
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exchange traded funds ETFs which are pooled vehicles generally sponsored

by large broker-dealers and stock exchanges that allow investors to 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 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

IlL 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 how fees have changed over time

and what factors have affected those changes

Presentation of Results
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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 examine trends 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

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 nuniber 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 all 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

Chart

The Mutual Fund Bundle of Services

Include in

How Paid Fo Expense
Type of service Ratio

investment management
i.e portfolio advice management fee Yes

administration and management fee
Yes

recordkeeping fees to service providers
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buying and selling

securities

distribution and

marketing

financial advice/planning

consolidated statements

and

other services provided by

mutual fund supermarket

commissions bid-asked

spreads

sales charge 12b-1 fee
adviser

profits

sales charge 12b-1 fee

separate

fee or commission paid to

broker
financial planner or

investment

adviser wrap fee

supermarket receives

portion of Yes

management fee 12b-1 fee unless paid

or from adviser

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 12b-1 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 include

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

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 sales load The more limited sales expenses of no-load funds

No

12b-1 fee

yes
otherwise no

Sometimes
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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 to pay for marketing and distribution expenses directly out of

their assets.I 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 on 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 5-8 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 timefiZ 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.ZL Data for 1979 were taken from Weisenbergers In vestment Company
Services 1980 data for 1992 and 1995 through 1999 were taken from
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Morningstar Mutual Funds OnDisc and Morningstar Principia ProZ 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 lndicatedZ some funds issue only

one share class single-class funds or stand-alone funds other funds issue

two 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 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 portfolio 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.2

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 III.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.22 In three cases because the relevant

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 22 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.Z The 100 largest funds had total assets

of $1.8 trillion in 1999 and represented 42% of all fund assets
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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 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

Number of Classes Total Assets

Billions

1979 517 51.7

1992 2483 982.6

1995 6682 2074.4

1996 6965 2370.3

1997 6991 3001.5

1998 8423 3558.9

1999 8901 4456.6

Expense Ratio Trends All Classes

During the study period the expense ratio of the average class equally

weighted average rose from 1.14% in 1979 to 1.36% in 1999 Table

However because investment dollars are spread unevenly among classes --

the largest 100 classes account for 42% of all assets and the largest 1000
classes account for 82% 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

Unweighted Average Weighted Average
Expense Ratio 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%
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1998 1.35% 0.91%

1999 1.36% 0.94%

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 own 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 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 1999.1 Although we i9nd 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-1 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-1 fee pure no-load

classes With respect to data for 1995 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 polnts.-

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
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Table

Class Assets by Distribution Cateaorv Millions

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 1.14% in 1997 1.12% in 1998 and

increasing to 1.17% in 1999

Table

Weighted Average Expense Ratios by Distribution Category

1979

1992

1995

1996

1997

1998

Investment Manauement Report on Mutual FundF.es 1Yi Page 22 of 62Case 211-cv-O1O3-DMC -JAD Document i-b

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 63Io

1998 3229 5184 62%
1999 3418 5483 62%

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%

No-Load

Classes

.75%

.80%

.76%

.75%

.72%

.68%

Load

Classes

.72%

.96%

1.17%

1.17%

1.14%

1.12%
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1999 .72% 1.17%

4. 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 load before quantity discounts fell from 8.5% In

1979 to 4.75% in 1999 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 include fund operating

expenses 12b-1 fees and sales loads

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 amount or

percentage of amount invested and actual shareholder holding periods

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 pnecise We assume that

shareholders hold their shares for either or 10 yearsWe also assume

that all investors pay the maximum front-end sales load Using these

assumptions we then amortize the maximum sales load by dividing the sales

load 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 18% between 1979.and 1999 -- from 2.28% to

1.88% If the longer holding period of 10 years is picked however total

shareholder costs remained basically unchanged between 1979 and 1999

Table6

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% 1.4l%

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% 1.47%

1999 5483 $2196776 1.88% 1.52%
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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 retain assets already under management.2
This strategy led to the introduction of two new major fund categories

international funds and specialty funds.2

In 1979 bond fund classes accounted for 38% of classes and 33% of assets
while equity fund classes accounted for 62% of classes and 67% 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% of assets and specialty classes 6% of classes 3% of assets had
become significant part of the fund landscape

Table

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

Table

Total Assets

Millions

Bond Equity International Specialty
Classes 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% of assets compared to 21% for bond fund classes Bond
fund classes accounted for 44% of classes in 1999 and stock fund classes

accounted for 34% 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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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.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 0.82h 0.95% 1.36% 1.31%

1995 0.84% 0.98% 1.31% 1.37%

1996 0.84% 0.96% 1.31% 1.34%

1997 0.83% 0.91% 1.24% 1.35%

1998 0.80% Ô.88% 1.18% 1.30%

1999 0.80% 0.90% 1.18% 1.36%

Expense Ratio Trends by ClassAge

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

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 years

Table 10

Years in Existence

Years in Existence Number of Assets Weighted

Classes Millions Expense
Ratio

1-5 3873 589846 1.23%
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6-10 3433 1241081 1.10%

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 asset-size 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 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
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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 i999.2 As indicated previously funds expense ratio Is defined

as its total expenses Including rule 12b-1 fees divided by its average net

assets funds operating expense ratio is defined as its total expenses
minus rule 12.b-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 not the total

expense ratio

We found that the following factors are important in explaining variations

among fund operating expense ratios Or to put It another way we found

statistically significant relationships
22 between the operating expense ratios

of funds and the following factors

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 Funds in 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

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
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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 an 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 pcints lower than similar fund with assets

of $1 millionQ

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

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

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
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expense ratio that was 44 basis points higher than bond fund hybrid

fund haI 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 class that 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

from fund to 10 funds -.14

from fund to 100 funds -.28

Portfolio Turnover Rate

Portfolio turnover rate measures the average length of time that security

remains in funds portfolio .A fund that has 100% portfolio turnover rate

holds its securities for one year on average fund with portfolio turnover

rate of 200% turns over Its portfolio twice year In 1999 other things held

ecjual fund with portfolio 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 Holdincis

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
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than fund with 10 portfolio securities

Fund Age

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 12b-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-1 fee 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 theselatter cases the imposition of

12b-1 fee might reduce operating expenses slightly

Payment for Distribution Expenses Sales Load

In 1999 other things 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 portfolio asset size and Its management expense ratio

Model for Estimating Funds Management Expense Ratio

Introduction

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 expenses1
we hand-collected management expense data for the largest 1000 classes in

existence In 1999 and used similar econometric model to analyze the

data.14 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
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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..1Q Although we cannot analyze directly the cost of

providing portfolio management services to mutual fund in order to

determine whether economies exlstbecause 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 well

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

Breakpoints were first introduced during the 1960s after shareholders of

Investment companies sued over the fairness of advisers fees 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 109

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 funds management expense

ratio fell 42 basis points as fund family assets rose from $1 million to $10

billion iLQ

Table 15

Relationship Between Fund Family Asset Size and Management Expense Ratio

Increase in Fund Family Asset Size Change in Mgmt Exp Ratio

basis points

from $1 million to $10 million -11

from $1 million 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

Evidence of Breakpoints in Management Fees
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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 breakpoints.12 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

Type of Fee Number of Total Funds with Total Assets

Funds Assets Assets Above Above

in Billions 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
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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% of the

$12.7 trillion in US retirement assets.fl Retirement assets represent more
than one-third of total fund assets

Retirement assets invested in mutual funds come primarily from 401k plans

and 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 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 11% Twelve retirement-oriented funds derive more than

half of their assets from 40 1k 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
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for 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 mutual fund 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 fell to O.94%

in 1999 from 0.99% 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

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 by fund asset size of the 50

funds with the most 401k assets is 22 basis points lower than the

average expense ratio of all funds
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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 3une 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

As the Commission considers how to best disclose to investors 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 ultimatelywould 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
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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 about the 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 shareliolder 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.U

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 that fees

will have in reducing the amount of wealth they may be accumulated as

result of an investment.11 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
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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.lZ 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 0.90% 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 public 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 adviser.li
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 board considers the

investment advisory fee rate situation 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
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Fund directors also can strengthen their hand by educating themselves about

issues concerning mutual fund fees and expensØs.1 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 all 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 flrms

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 securities1 For many funds the amount of portfolio transaction

costs incurred during typical year Is substantIal Clearly fund directors

should focus on portfolio transaction 05t5.m As they review fund

transaction costs fund directors should pay particular attention to soft dollar

http//www.sec.gov/news/studies/feestudy.htm
12/15/2010



Investment Management Report on Mutual Fund Fees ad penses ge
Case21l-cv-01083-DMC -JAD Document 3-5 Filed 03/04/11 Page 39 of 62 ageIu in3

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-deaier..2

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 others 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 disclosure.1

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.i2 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 continued22

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.2 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 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 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..1i 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 arrangements2

The mutual fund industry utilizes number of marketing and distribution

practices that did not exist when Rule 12b-i 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
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redeem via deferred sales charge or in.some combination of the above.m

Rule 12b-1 plans are Integral to these arrangements they are the means by

which the brokers that sell fund shares under these arrangements are paid
Some industry observers argue that fund principal underwriters and beards

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 all

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 questioqs 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 payment 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 companies 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-i fees have been pledged to secure

bank loan or to pay principal and interest due on asset-backed securities

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 releas 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
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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

established by Congress We believe however that improvements can be

made The recommendations described above would provide investors with

better information about fund fees energize fund directors to take more
active role in monitoring fees and enhance the Commissions ongoing efforts

to improve investors financial literacy with respect to mutual funds and their

costs

V. APPENDIX ONE REGRESSION TABLE

Sample is all classes of funds covered by Mornlngstar as of March 1999
Assets is Ln of fund assets Famsize is 1/assets of fund family Famnum is Ln

of funds in the family Turnover is Ln of classs turnover Holdings is Ln of

number of portfolio holdings Age is Ln of fund age Domestic equity is

indicator variable 1domestic equity 0all others Hybrid isan indicator

variable 1domestic hybrid fund 0all others International bond is an

Indicator variable 1internatlonal bond fund 0all others International

equity Is an indicator variable 1iaternational equity fund 0all others

Specialty is an indicator variable 1specialty fund 0aIl others The
omitted investment objective Is domestic bond funds Index is an indicator

variable 1index fund 0all others institueional is an indicator variable

1institutional fund or class 0all others Load is an Indicator variable

1front-end load 0all others Multi-class is an indicator variable

1rnulti-class 0single class funds 12b-1 is the maximum 12b-1 fee

authorized

Total Management

Expenses Expenses

Constant .83 1.02

21.7 15.0

Assets -.095 -.01

-24.0 -1.4

1/Famsize .752

8.9

Ln Famsize -.047

-6.1

Famnum -.061 .002

-10.3 0.2

Turnover .065 .04

12.1 6.3
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Holdings .035 .003

5.5 0.5

Age .047 -.055

5.9 -6.8

Domestic .44 .175

Equity 31.6 9.3

Hybrid .22 .064

11.4 2.8

International .308 .033

Bond 8.4 0.4

International .822 .319

Equity 48.4 13.9

Specialty .621 .228

25.0 7.9

Index -.454 -.328

-12.1 -10.8

Institutional .224 -.096

-12.4 -5.3

Load -.064 -.013

-4.5 -0.9

Multi-class .136 .014

8.6 1.0

12b-1 .928

48.7

Adj R2 .56 .47

8901 1000

VII APPENDIX TWO EXPENSE RATIO TRENDS BY DISTRIBUTION

CATEGORY

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

Table

Number of Classes by Distribution Category
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Pure No-Load Extended No-Load Load Load Classes

Classes Classes Classes Percent of

Total

1979 201 316 6l%

1992 750 1530 67%

1995 2043 2380 4302 64%

1996 2135 2506 4459 64%
1997 2121 2576 4415 63h

1998 2601 3229 5184 62%
1999 2871 3418 5483 62%

Table2

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

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% l.l7%

1997 .70% .72% 1.14%

1998 .66h .68% 1.12%

1999 .69% .72% 1.17%

Table shows the trend in average expense ratio by distribution category
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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

1This 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 underiying 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

IILB.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 Id 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 ICI 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 ICI Fact Book supra note at 67 value of fund assets

Federal Reserve Board Financial and Business Statistics 85 Fed Reserve

Bull Al A15 May 1999 value of commercial bank assets

ZSee 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 Rising Tide Morningstar Mutual

Funds Oct 11 1996 at Sl-S2

ICI Fact Book supra note at 30
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The GAO report Mutual Fund Fees Additional Disclosure Could Encourage
Price Competition GAO/GGD-O0-126 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

i2 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 61 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

4See GAO Report supra note 11 at 97-98

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

See infra 74

1See 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 1-547 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 Investment Company Regulation 257
n.14 May 1992 hereinafter Protecting Investors

ilThe 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
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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

advisers 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 to reflect the

diminution of the cost factor

Id at 610 See also William Rogers and James Benedict Money Market

Fund Management Fees How 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 NASD Manual CCH
4621 2000

Burks Lasker 441 U.S 471 484 1979

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 unlawful

for any person to serve as an investment advise.r 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 Its shareholders Similarly Section 15 requires that

the funds underwriting contract be approved annually by majority of the

fundts independent directors See 15 U.S.C 80a-15 2000

Section 15c of the Investment Company Act 15 U.S.C 80a-15c

2000

2See 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-1

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
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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 sates

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

-1See Rep No 91-184 1.969 reprinted/n 1970 U.S.C.C.A.N 4897

Congress adopted Section 36b as part to the 1970 amendments to the

Investment Company Act in response to concerns that advisory 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
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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 Franklin

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 Mgmt 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 Frankiln 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

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 registration 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

The fee table is Item of Form N-lA

The Commission also made several improvements to the fee table itself

For example in order to give investors clearer information about the long-
term costs of an investment the Commission modified the manner in which
fund may show the effect of expense reimbursements and fee waiver

arrangements that temporarily reduce costs See Form N-lA Adopting

Release supra note 39 at 13924-25

See SEC Chairman Arthur Levitt Sept 28 1998 Testimony before the
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Subcomm on Finance and Hazardous Materials of the House Common

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 3une 24 1999

Role of Independent Directors ofInvestment 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 14 1999

See Mutual Fund Investing Look at More than Funds Past Performance

last modified Jan 2000 http//www.sec.gov/consumerfmperf.htm

.ZMutual Fund Cost Calculator last modified Sept 2000 http

www.sec.gov/mfcc/mfcc-int.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 Corn missionts web site

Investment Options last modified Sept 2000
http //www.sec.gov/consumer/l nvestop htm

Investment Company Institute Frequently Asked Questions About Mutual

Fund Fees 1998 http//www.lci.mf_feejaqs.pdf

Financial Facts Tool Kit last modified Apr 21 1999
www.sec.gov/consumer/tookit.htm

1Invest Wisely An Introduction to Mutual Funds Advice from the U.S

Securities and Exchange Commission last modified Aug 2000
www.sec.gov/consumer/ inwsmf.htm

2.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 S1-S2 The fund groups are American Funds

Fidelity and Vanguard For information about the relative asset-weighted

ownership cost of 30 large fund groups see the data table at

http//www.morningstar.com/ news/MS/ Commentary 990219com msnhtml

visited Feb 26 1999
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See Upper Inc Lipper Directors Analytical Data app ed 2000

Summary Table by Complex The asset figures include stock bond and

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 /Ivorylowers/ 981223Rek.msnhtml

See Janet Novack Custom-made Mutual Funds visited Sept 11 2000

http//www.forbesbest.com/0911/072.htm

See New online brokers let you build your own mutual fund at bargain

price S.F Chron visited Aug 2000 http//www.sfgate.com/cgi

bin/article.cgi file/chronicle/archive/2000/08/01BU107294 DTL For

description of FOLIO 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_0626O0 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 with ETFs Dan Culloton Vanguard Lets

Big Retail Investors Become Admirals visited July 26 2000
http f/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

The 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 rhanagement administrative or other

services See infra Section 111.3.1 What Costs are Included in Funds

Expense Ratio

Some funds define the term management fee narrowly to cover only the

cost of selecting portfolio securities These funds pay for administration

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

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

http//www.sec.gov/news/studies/feestudy.htm 12/15/2010



Investment Management Report on Mutual Fund Fees apd Expenses lage 5Q of3
Case 211-cv-01083-DMC -JAD Document 3-5 Filed u3/04/11 Page 51 of 62 tagelu i5

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 abundance
of caution adopt defensive 12b-1 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

See 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 publiereslstance 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 12b-1 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 12b-1fee that expires after typically 5-8 years commonly
known as Shares and share class with larger 12b-1 fee that never

expires but no 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 July 1992
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basis point is equal to 1/100 of 1%

See infra Section IILC.4 for further discussion of total shareholder cost

analysis

AIthough we attempted to use all available data we eliminated some funds

from the study because of missing data For example in 1999 the

Morningstar Principle Pro 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

The Momingstar databases use fund classes rather than funds as the basic

data item The ramifications of this approach are discussed below and infra

note 97

2See supra note 67 and accompanying text

Master-feeder arrangements are another organizational structure that is

designed to offer additional choice to fund Investors Like regular mutual

fund master fund invests in stocks bonds and other portfolio securities

Unlike regular mutual fund the master func 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 Morn ingstar Principia Pro database includes feeder

funds as separate observations Principle 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

classes 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

.ZZAII 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

2Although we recognize that the sample may not adequately portray the
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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

.Z2 For this analysis multiple-class funds were evaluated at the fund level

because all classes of multiple class fund are subject to single

management contraci

An 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

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.O%
while assets of bond classes declined 6.6h 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

III.C.5

For discussion of the extent to which llne 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 corn/pa ntry98/bps_100598 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

SaIes load data reported by Morningstar 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 at

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 l.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 arid Money Market Mutual Funds Perspective Mar
1999 at John Rea et al 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
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Available data about investor holding periods 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.ignites.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 http//www.mfcafe.com/blue/bps.html
Some observers believe 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.html 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 .in the two-to-three year range Bridget OBrian and

Pui-Wlng Tam More and More Dollars Flow to Hotshot Funds Wall 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 Reid 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 Rca 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

International 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
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21See e.g Andrew Leckey Market Sag Puts Harsher Light on Fund Fees

Chicago Tribune Mar 11 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 Lipper Analytical Services Inc The Third White Paper Are Mutual

Fund Fees Reasonable at 12-13 Sept 1997

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

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 J.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

The basic model is as follows

Ea blLnAssets b21/Famsize bLnFamnum b4Ln
Turnover b5LnHoldings b6LnAge b7Equity b8Hybrid
b9I Bond blOI Equity bllSpecialty b12Index b13Institution

b14Load b15Class b1612b1

where

classs expense ratio

LnAssets natural log of funds net assets In millions

1/Famsize reciprocal of family net assets in millions

LnFamnum naturai 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 fund 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
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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

12b-1 maximum 12b-1 fee

error

2Q 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

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 expen.se 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 12b-1 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 usualiy 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 ciasses 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

Although 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
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Our 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

.1Q.t 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 variable the reciprocal of fund

family assets The t-statlstic 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

102
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 euaIed the maximum 12b-1 fee

103 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

The 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

W.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.

106 See supra note 60 and accompanying text

1QZ
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
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Statement of Matthew Fink President Investment Company Institute

before the Subcomm on Finance and Hazardous Materials of the House

Comm on Commerce Sept 29 1998 at 21-22 available in 1998 WL
18088868

See Tamar Frankel The Regulation of Money Managers 260 1978

109 See Id

mAlthough 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

Other fund attributes found to be Important in explaining funds

management expense ratio in 1999 were investment category portfolio

turnover fund age and whether or not fund is an index fund or an

institutional fund Equity 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

-The 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

.iU Investment Company Institute Mutual Funds and the Retirement

Market Fundamentals Investment Company Research in Brief May 2000 at

1-2

.ili We recognize that not all expenses associated with 401k plans are

included in mutual fund expense ratios

Another 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

http//www.sec.gov/news/studies/feestudy.htm 12/15/2010



Investment Management Report on Mutual Fund Fees apd Eage ofJ
Case 21 1-cv-01083-DMC -JAD Document 3-5 FIled YiIU4ll Page 59 of 62 t-ageiu

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 9-12% 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

-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 Id 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 Id moves more Americans closer to realizing their long-term
financial goals SEC Chairman Arthur Levitt Address on the 60th

Anniversary of the In vestment Company Act and the Investment Company
Institute Oct 2000 last visited Dec 15 2000
http //www.sec.gov/news/speeches/spch4o3.ltm

fl.Z 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 l6.l% 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%

See Role of Independent Directors of Investment Companies Investment

Company Act Release No 24082 64 Fed Reg 59826 Nov 1999

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

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
and report on certain aspects and practices of registered investment

companies See Investment Company Act Release No 2729 1958 WL 5755
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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

121As described supra In Section IILB 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

122
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

Although 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 Company 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 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

See 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
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available commission in recognition of research and other services provided

by the broker-dealer See Id at 6-7

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 S-X

This requirement is designed to allow investors to compare expenses among
funds

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 be flexible and that the

Commission would monitor and make adjustments as necessary Id at 22
Since 1980 the rule has not been substantively amended

1See Joel Goldberg and Gregory Bressler Revisiting Rule 12b-1 under

the In vestment Company Act 31 Rev Sec and Commodities Reg 147 147-

152 1998

1Id.at151

See Adopting Release supra note 126 See also supra note 29 and

accompanying text

See Goldberg and Bressler supra note 127 at 151

-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

See Goldberg and Bressler supra note 127 at 151

See supra Section III.B.2

134
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
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either transaction fee to its customer or an asset-based fee generally

ranging from 0.25% to 0.40010 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

See The Shareholder Services Group Inc pub avail Aug 12 1992 and

Investment Company Institute supra note 134

36See e.g Rochelle Kauffman Plesset and Diane Ambler The Financing

of Mutual Fund Share Arrangements 52 Bus Law 1385 1997 Tania

Padgett First Union Group Plans to Cater to Cash Needs of Mutual Fund

Firms American Banker May 17 1996 at 20 Michael Brush Are Managers

Counting on Rubber Stamp N.Y Times Dec 29 1996 at F9

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

138 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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GAO
Accountability integrity Reliability

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 issuea relating to mutual fund fees Assets in

mutual funds have grown significantly during the 1990s 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 disclosures 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 will provide

copies to interested Members of Congress 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
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B-281444

Key contributors to this report are listed in appendix IV If you have any questions please call

me at 202 5128678

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

Purpose 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 tà 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 Cpmmittee 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

uacis..grounu 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 art investment adviser who

provides portfolio selection and administrative services to the fund The

funds directors 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

establishing requirements relating
to the officials governing fund the act uses the term d1rectors to

refer to such persons and this report will also follow that convention
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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 inur other charges in addition to those

included in the operating expense ratio depending on how they purchase

their funds Mutual funds are sold through variety of distribution

channels For instance investors can buy them directly by telephone or

mail 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 represent just 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 Association of Securities Dealers Inc NASD whose rules

govern the distribution of fund shares by broker-dealers has placed

certain knits on the sales charges and fees used to compensate sales

personnel

GAO was unable to determine the extent to which the growth in mutual

.Lesu1Ls in LPriel 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 fundduring the period 1990 to 1998

Because of the unavailability of comprehensive financial and cost

information however GAO was unable to determine overall industry

profitability

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 1990s before declining The extent

to which expense ratios 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

2As 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 hybrid 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
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Executive Summary

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 Include the specific dollar amounts of certain fees or

charges such as for wire transfers 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 maiptaining 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
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Executive Summary

Principal Findings

Although Advisers Academic studies and other research find that as mutual fund assets grow
mutual fund advisers experience operational efficiencies or economies of

Expected to Experience
scale that would allow them to reduce their funds expense ratios As

Cost Efficiencies shown in table below data compiled by ICI indicate that mutual fund

Comprehensive Data on assets have grown considerably during the 1990s with stock funds alone

Their Costs Were Not growing 1081 percent as of year-end 1998

Available

Table Total Assets for Stock and

Bond Mutual Fund as of 1998
Dollars in billions

Percentage

1990 1998 change

Stock funds $283 $3343 1081%

Bond funds 284 831 193

Total 567 4174 636

Source GAO analysis of CI 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
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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 $22931 801%

Bond 2408 5933 146

Totals 4952 28864 483

Source GAO analysis of data from il

Fee revenues for the largest funds have similarly increased Using data on

77 of the largest stock and bond funds6 GAO found that the advisers and

service providers 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 existence from 1990 to 1998 These

77 funds comprised 46 stock funds including all stock funds with assets over $8 billion and 31 bond

funds including all those withassets 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
Expense Ratios Have

other charges had been declining but other analyses found that expense

GenerallyDeclined But Not ratios had Increased However some industry participants criticized the

All Funds Reduced Their methodologies used by these 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.1 Therefore

their advisers were more likely to have experienced economies of scale in

their operations that would have ailowed 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

declined 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 $.80 $.81 $.79 $.75 $.68 $.65 -12%

Bond 31 .62 .61 .61 .60 .61 .63 .61 .60 .58 -6

Source GAO analysis of data from Momingstar Inc and Barrons 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 time period sInce 1990 because It represented the most current and

consistent period of mutual fund Industry history and market conditions
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Table Fee Reductions by Large Funds

Whose Asset Growth Exceeded 500

Percent From 1990 to 1998

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

Total change in fee from 1990 to 1998 Number of funds Percentage

Reduction over 30 percent 17 33%

Reduction of 10 to 30 percent 21 41

Subtotalt 38 74

Reduction under 10 percent 14

No change

Increase under 10 percent

Increase of 10 to 30 percent

Increase over 30 percent

Subtotal 13 26

Total 51 100

May not total due to rounding

Source GAO analysis of Momingstar and Barrons Upper Mutual Funds Quarterly data

Competition Does Not

Focus on Price of Service

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 competition is not

primarily focused on the fees funds charge Instead mutual fund advisers

generally seek to differentiate themselves by promoting their funds

performance returns8 and services provided.9 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 quality features

or services included

Index funds invest in the securities represented in broad-based index such as the Standard

Poors 500 Index
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more similarand 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 mutqal 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.2 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 before separately

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

IZ

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 direct 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 iistead 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

Tasked With Rev interest between the fund shareholders and the adviser This conflict arises

because the fees the fund charges the shareholders represent revenue toFees But Opinions 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 Company
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
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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 funds instead of actively

attempting to lower them

To heighten investors awareness and understanding of the fees they pay

Recommendations on mutual funds GAO recommend that the Chairman SEC require that

the periodic account statements already provided to mutual fund investors

include the dollar amount of each investors share of the operating

expense fees deducted from their funds This disclosure would be in

addition to presently required 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 or their

Agency Comments and
designees of SEC NASDR and ICI These comments are summarized and

GAO Evaluation evaluated in chapter with specific comments made by each organization

addressed in appendixes through Ill

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 NASDRs

Investment Companies/Corporate Financing Department agreed in his

firms 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 IC 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 to 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 and 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 ICI emphasizedthat 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 ICI 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 their fee reviews As reult 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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Mutual funds offer investors means of investing in diversified pooi 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

Finance and 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

own 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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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

Mutual Fund Assets

Increased Dramatically in

the 1990s

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

Although it is typically organized as corporation mutual funds

structure and operation differ from that of traditional corporation In

typical corporation the firms 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 corporations governed by board of directors or as

business trusts governed by trustees When establishing requirements relating to the officials governing

fund the act uses the term dlrectors to refer to such persons and this report also follows that

convention

Table 1.1 Growth In Mutual Fund

Assets 1990-1998
Total assets Percentage

Fund type dollars in millions growth

1990 1998

Stock funds 282800 3342900 1082%
Bond funds 284300 830600 192

Money Market funds 498300 1351700 171

Total 1065500 5525200 419

This category combines equity and hybrid fund data

Source GAO analysis of Investment Company Institute data

Mutual Funds Contract with

Investment Advisers to

Conduct Their Operations
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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.S 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

eratin Ex 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

31n some cases the adviser may contract 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.4

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-l fees used for

these purposes to no more 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 Therefpre any 12b-1 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

percent6 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

fees investors pay to the fund adviser constitute some of 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 conifict of Interest

common type of back-end load called contingent deferred sales charge typically Is calculated as

percentage of the net asset value or offering price at the tune of purchase and Is payable upon
redemption However such charges generally decrease incrementally on an annual basis and would
not be applied to redemptions after certain number of years

The maximum permissible front-end and deferred sales load varies depending on factors such as

whether the fund offers certain rights 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 401 plans to invest in any mutual

funds

Long-Term Impact of

Annual Fees on Mutual

Fund Investment Returns

Can Be Significant

Various Federal Statutes

Apply to Mutual Fund

Activities

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 19978 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

performance-returning 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

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 Expenses to the Performance of Four and Five Star Equity Funds Financial

Research Corporation 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 agencies.9 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

affiliates that are subject to SEC oversight small number of banks

conduct securities activities either from within the bank or in other

afffliates 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 Regulatory Issues GAO/GGD-95-210 Sep 27 1995

10

However the Gramm-Leach-Bliley Act passed in 1999 will require any banks conducting more than

500 securities transactions 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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The objectives of this report were to review the mutual fund industry to

Objectives Scope and
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 industiy These

firms included the major providersof 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 ICI 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 ICI 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 identifS 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 ICI 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 GAOIGGD-O0-126 Mutual Fund Fees



Case 21 1-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 34 of 133 PagelD 1170

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

Lipper 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 mipimums 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 identify 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 disclosure

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 omments 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 ICI Each

of these organizations provided us with written comments which appear

along with our responses to individual comments in appendixes through

III 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

As fund assets grow advisers usually experience increases in both their

Fund Asset Growth
revenues and their costs However the research we reviewed and the

Expected to Produce officials we interviewed agreed that fund advisers experience operational

Economies of Scale efficiencies that result in their costs growing less rapidly than the assets of

the funds they 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

percentage of the funds average net assets However in performing the
Fund Advisers Experience

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 of the

funds total assets The expense ratio Includes management fee that compensates the adviser for

selecting and managing the funds portfolio 1211 fees used for expenses associated with distributing

fund shares and any other expenses associated with administering the fund that have been deducted

from Its assets
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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 ICI states that the operating efficiencies that mutual fund

advisers experience arise not front 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 firmwhose 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 company Institute Peroective OperatIng Expense Ratios Assets and Economies of Scale

in Equity Mutual Funds John Rea Brian Reid and Khnberlee Millar Washington D.C Dec

1999
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economies of scale but individual funds do.3 In his testimony before

Congress the ICI 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

Fr
mutual fund advisers was the extent to which their assets grew due to

oroao
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

3The Third White Paper.Are Mutual Fund Fees Reasonable ptember 1998 Update Upper
Analytical Services Inc Sep 1998
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Determining the extent to which mutual fund advisers experienced
Cost Data 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 specify the costs that the adviser

incurs in providing services to the fund

Under the requirements of the securities laws fund is required to

periodically 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 financialinformation 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 2b- 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 funds4 indicated the

information disclosed for these funds was generally similarThe total

amounts expended for the management or advisory fee and for expenses

Included among these 35 funds were at least of the funds offered by the 15 advisers that we
contacted and random selection of others that we obtained from public filings made to SEC
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relating to the directors were disclosed for every one of the funds we

reviewed The amounts expended for audit services and shareholder

reporting were also shown in the reports of majority of the 35 funds

Although 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 For example 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

Only limited public data existed on the individual costs incurred by mutual

Fund and Other
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

market mutual funds In addition overall operating costs have risen due to

111
increases in other areas including the costs of distribution advertising

and personnel

New Services Increase Mutual fund officials cited new services as an important reason for the

OeratinCosts 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
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advisers are also increasingly providing information and account access

services over the Internet

Distribution Costs Also Mutual fund advisers have also apparently experienced increased costs

Increasincr
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 tequiring an adviser to pay for advertising

or for marketing materials that are used by the distributing firms.5

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 firmup 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

Increasinrr
higher costs was in advertising expenditures According to data compiled

by one industry research organization6 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 12b-1 plan

Other amounts paid to distributors would come out of adviser profits

Fund Advertlsln Evolving Trends Among Television Internet and Print Media Mutual Fund cafe

Blue Plate Special Financial Research Corporation Jan 18 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 differentiating 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

fund advisers apparently have to pay increasing amounts to attract and

1ncreasing
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 Compensation Survey Association for 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.8 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
Fund adviser and other officials also cited the need to make continued

Ex enditures Also Incre
investments in their overall information technology resources as source

ase
of increased costs to their operations For example officials at one mutual

But May Eventually Reduce fund adviser told us the staffIng of their information technology

Adviser Costs department has risen from persofi 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 research organizations 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 organizations9 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 offshore Investment corporations that indude

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 Cafe Inside Scoop DeRemer Associates and Wechsier Ross 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

oothl may not rise in smooth continuous way Officials at the mutual fund

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

Increase Adviser Costs
new accounts then their costs correspondingly increase more than if the

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 regardlessof 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 1100 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

Mutual funds pay such costs to enthies known as custodians which provide for the safekeeping of

stock certificates and other assets owned by the funds
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$9000 with Its median size being $1500 According to this firms officials

having more smaller accounts increases their overall servicing costs

Fee Revenues Have
Increased Significantly

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

ICI data the average account size for all stock funds in the industry has

risen by 127 percent fromJust under $11000 In 1990 to almost $25000 In

1998 The average account size in 1998 for bond funds has Increased

similarly since 1990 as well

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 Id provided us with data on the assets and

operating expense fee revenues for 4868 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

Table 2.2 Growth in Mutual Fund Assets

and Estimated Fund Adviser and Other

Service Provider Fee Revenues 1990-

1998

Dollars in millions

Estimated fund adviser and

Fund type Total assets provider fee revenues

Percentage Percentage

1990 1998 change 1990 1998 change

Stock $256766 $2396410 833% $2544 $22931 801%

Bond 268529 698365 160 2408 5933 146

Totals 525295 3094775 489 4952 28864 483

Source GAO analysis of data from ICI

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 Id

provided for this revenue analysis did not Include any funds sold as part of variable annuity products

Page 42 GAO/GGD-O0-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 46 of 133 PagelD 1182

Chapter

Data Inadequate For Determining How Asset Growth Affected Adviser Costs

The largest funds have also produced more revenue for their advisers and

other service providers during the 1990s Using 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

Percentage

change

1990 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Total assets $164425 $232985 $303339 $409755 $432241 $595857 $745889 $954725 $1157219 604%

Total fee revenue $1128 $1640 $2157 $2986 $3255 $4488 $5387 $6347 $7428 559

Source GAO analysis of data from Momingstar Inc and Barrons Lipper 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 bifflon 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 industrywide 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 ICI 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 February 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 hybrId funds that

Invested in both stocks and bonds each with assets over $8 billion each of the 31 bond funds had

assets of $3 billion Collectively these 77 funds had combined assets of $1157 billion in 1998 and

represented nearly 28 percent of the $4174 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

14

ICI did not provide data on the number of accounts for 1998
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Table 2.4 Averaae or Stock and Bond Funds In Dollars Per Account from 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 public 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 companies6 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 20 percent of total industry

assets in 1998 As shown in table 2.5 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 Mcinx

Management Financial comparisons 1998 StrategIc Insight LLC New York NY Apr 1999 The Third

White Paner Are Mutual Fund Fees Reasonable Seotember 1998 Uodate Lipper Analytical Services

Inc Sep 1998 and Price Valuation and Performance Analytics Putnam Lovell Thornton LaGuardIa

Apr 1999

The companies IndudeAMVESCAP PLC AffIliated Managers Group Alliance Capital L.P Eaton

Vance Franklin Resources Federated Investment Gabelli Asset Management Kansas City Southern

financial group only Liberty Financial PIMCO Advisors L.P Phoenix Investment Partners Pioneer

Group Pilgrim America The John Nuveen Company Nvest LP 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 From Prior Year and
1995 1996 1997 1998

Resulting Operating Margin for Public Fee revenue growth 43% 36% 34% 28%

Asset Management Companies Operating 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 LLC analysis of 18 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 operatihg 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 protItabffity 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 firmswere 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

Studies and analyses that looked at the trend in operating expense ratios

tuules ttiSO 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

cross 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 ICI which looked at the trend in mutual fund fees charged

by stock and bond funds.1 In these studies ICI combined funds annual

operating expense ratios with an amortized portion of any sales loads

charged.2 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 November 1998

Total Shareholder Cost of Bond and Money Market Mutual Funds Washington D.C Mar 1999 and

Mutual Funds Costs 1980-1998 Washington D.C Sep 1999 ICI also issued related study of

economies of scale that also included fee trend information Investment Company Institute

Perspective Operating Exuense Ratios Assets and Economies of Scale in Equity Mutual Funds John

Rea Brian Reid and Kimberlee Millar Washington D.C Dec 1999

To account for any sales loads charged the ICI 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- fees also contributed to the

overall decline in investor costs

Other Studies Found Fees In contrast some studies or analyses that looked at the trend in mutual

fund fees found that fees had been rising These included analyses by
sing 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 raiios had increased by 11 basis points

from 1979 to 1992

Criticisms Raised Regarding
The conclusions reached by some of the mutual fund fee studies have been

criticized because of the methodologies used Some industry participants
the Methodologies Used by were critical of the conclusions reached in the ICI studies because it

Some Fee Studies
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 IC 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

Mominstar.Net Commentary Revisiting Fund Costs Up or Down Scott Cooley Morningstar Inc

Feb 19 1999
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Largest Mutual Funds

Generally Grew Faster
Than Industry Average

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

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

Dollars in millions

Average size of fund

Percentage
Largest Funds 1990 1998 change
46 stock funds $1828 $21459 1074%
31 bond funds 2551 5828 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 of data from Id Morningstar Inc and Barrons Lipper Mutual Funds
Quarterly

Among Largest Funds
Average Expense
Ratios Declined for

Stock Funds but Less

so for Bond Funds

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 consistently 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 1990s 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 would 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

Page 48 GAO/GGD-00-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 52 of 133 PagelD 1188

Chapter

Mutual Fund Operating Expense Ratios Generally Declined

bond funds was 66 cents in 1990 and 64 cents in 1998 decline of

percent

Figure 3.1 Average Expense Ratios for Dollars per $100 of assets

77 Largest Stock and Bond Mutual

Funds From 1990 to 1998 $1.00

$0.89
$0.90 $0.86

.. $0.82 $0.80

$0.80

$0.70 $0.66 $062
$0.65 $064 $0

$0.60

.64

$0.64

$0.50

$0.40

$0.30

$0.20

$0.10

$0.00

1990 1991 1992 1993 1994 1995 1996 1997 1998

Calendar year

31 Bond funds

46 Stock funds

Source GAO analysis of data from from ICl Morningstar Inc and Barrons Lipper Mutual Funds

Quarterly

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 consistently 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

Note percentags do not total to 100 percent due to rounding

Source GAO analysis of data from Momingstar Inc and Barrons Lipper Mutual Funds Quarterly

Id 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 ICI provided data on the trend in operating expense ratios

for 497 stock funds in existence as of 1998 ICI selected these funds

because they all had assets of at least $500 million and thus had

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

funds 1990
___________________________________________________________________________

46 $.74 _______________________________________________________________________
31 .62

Percentage change

Type of fund 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Stock $.78 $.78 $.80 $.81 $.79 $.75 $.68 $.65 -12%

Bond .61 .61 .60 .61 .63 .61 .60 .58 -6

Source GAO analysis of data from Momingstar Inc and Barrons Lipper Mutual Funds Quarterly

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 71 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 Number Percentage Number Percentage Number Percentage funds

Stock 39 85% 4% 11% 46

Bond 15 48 14 45 31

Total 54 70 19 25 77
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experienced significant asset growth and likely reached sufficient size to

realize economies of scale id 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 ICI 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 IC1s

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 hinds could find that smaller

percentage of funds had reduced their expense ratios to any significant

degree

Funds With More Asset In analyzing the largest mutual funds we found that the largest reductions

Growth Mo Like to
in expense ratios generally involved funds with the greatest growth in

assets Conversely increases in expense ratios tended to involve funds

Reduce Expense Ratios But with more modest asset growth and few funds with asset reductions

Not all Funds Made However our analysis also showed that not all funds that experienced

Significant Reductions significant asset growth had reduced their operating expense fees by at

least 10 percent over the period from 1990 to 1998

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

1We used 10 percent as the threshold for ldentli1ng 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 Largest Stock 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 14 16

Reduction between 10 and 30 percent 15

Reduction under 10 percent

No change

Increase under 10 percent

Increase between 10 and 30 percent

Increase over 30 percent

Total 28 12 46

Source GAO analysis of data from Momingstar Inc and Barrons Lipper Mutual Funds Quarterly

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 that we

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 funds 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

No change

Increase under 10 percent

Increase between 10 and 30

percent

Increase over 30 percent

Total 10 31

Source GAO analysis of data from Momingstar Inc and Barrons Upper Mutual Funds Quarterly

The December 1999 ICI 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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Funds with Higher

Operating Expense Ratios

Made Greater Reductions

Than Funds With Lower

Ratios

decrease in the expense ratio for the funds in the bottom 20 percent of

asset growth averaged only cents per $100 of assets

The extent to which advisers reduced funds expense ratio appears to

depend on the initial level of the ratio In its December 1999 study ICI

found that changes in operating expense ratios among the 497 stock funds

they analyzed were related to the level of the fees the funds charged when

they first began operations To conduct its analysis ICI divided the 497

stock funds into equal groups quintiles after ranking them by the

expense ratios they charged during their first full year of operations ICI

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 48 funds 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 separate 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 Dollars per $100 of assets

Ratio From 1990 to 1998 for Funds With

Above and Below Average Fees in 1990

$1.22

$1.20 $1.16

$104
$0.99

0.92

$0.80

$0.60 $0.54 $0.54 $0.54 $0.54
$0.56 $0.51

__$0.54 $0.54

$0.40

$0.20

$0.00

1990 1991 1992 1993 1994 1995 1996 1997 1998

Calendar year

48 funds with operating expense tees below average

29 funds with operating expense fees above average

Source GAO analysis of data from Momingstar Inc and Barrons Upper 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

Type of fund 1990 1998 change 1990 1998 Percentage change

Highfeefunds $1515 $15162 901% $1.22 $.92 -25%

Low fee funds 2510 14948 496 .54 .54

Total 2135 15029 604 80 68 -15%

Source GAO analysis of data from Momingstar Inc and Bartons Lipper Mutual Funds Quarteily
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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 competition 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

In general the mutual fund industry exhibits the characteristics of

Mutual Fund Industry 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 marketJindistry Such industries also offer

Monopolistic
products that differ from one another in terms of quality features or

services included Our review and the analyses of others found that the

LlompeLlLion 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

jPO 15L1CCLIL
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 firmare often very close or perfect

substitutes for those offered by other firms Firms 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 classif 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 various characteristics Including 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 of 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

mpe mg un an
the industry has grown significantly since the early 1980s

Complexes Exist

Page 57 GAO/GGD-OO-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 61 of 133 PagelD 1197

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 7300 The number of stock

funds increased 650 percent during this 15-year span to about 3500 and

the number of bond funds grew by 730 percent to about 2300 The number

of funds increased most dramatically during the 1990s as over 4200 new

funds were created between 1990 and 1998 Stock funds represented more

than half of the 1990s grQwth increasing in number by over 2300 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

Calendar year

Money market funds

Hybdd funds

Bond funds

Stock funds
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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 famifles
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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 10000 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 firm in the Industry An Index score of close to would indicate perfect competition where all

firms have equal market sharesbut score of 10000 would indicate monopolywhere one firm

has the entire market to itselL Therefore the lower the Index score the higher the level of competition

In the industry conversely the higher the score the lower the level of competition
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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 characteristic of monopolistic
Ease of Entry into Industry competition In 1998 testimony before Congress3 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 fund 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 In addition to the large numbers of competing firms in the mutual fund

Products Also Re Industry other similar financial products also likely create competition for

esen
mutual funds Currently investors seeking to invest in portfolios of

Competition to Mutual
securities which is the type of investment that mutual funds offer can also

Funds choose to purchase other products whose values are derived from the

prices of various underlying securities For example World Equity

3linprovthg 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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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 offering investors 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

Dlfferent Pr du monopolistic competition is that it offers differentiated products Although
ia

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

cbmmonly 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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Mutual Fund Industry

Generally Does Not

Attemptto Compete
On Basis of Fees

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

differentiation 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 exjense 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 recordkeeping 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

4Competh1on and Change in the Mutual Fund industry Financial Services Perspectives and

Challenges Erik SirrI and Peter Tufano I-lBS Press Boston MA 1993
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one industry research organizations analysis fees can dictate whether

bond funds succeed or fail 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 basis of 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 firmofficials 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

Industry-Wide Expense Trends Should Industry Growth Necessarily Translate into Lower Average

Exoense Ratios Blue Plate Special Mutual Fund CafØ FinancIal Research Corporation Jan 1998

http//www.mcafe.comlpantry/bps_010598.htxnl
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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

popular business news or personal finance magazines and 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 whethei the large number of competing funds

the Effect of Corn etition
and fund complexes provided effective fee competition Officials from

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

Price Not Corn letel
focus primarily on the price of mutual fund services some evidence of

competition on the basis of fees did exist For example the two largest

Absent fund groups are among the industrys 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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Required Fee

Disclosures Do Not
Provide Amounts Paid

by Individual Investors

in Dollars

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 980s

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

mutual funds deduct for operating expenses Instead mutual fund

regulations focus on ensuring that investors are provided with adequate

disclosure of the risks and costs of investing in mutual funds At the time

of purchase mutual funds are required by law to provide certain

information to potential fund investors about the funds including

information about the fees they will pay This fee information is governed

by certain provisions of the Investment CompanyAct 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 iniestors
5.75-percent load but does not

levy any other sales charges

Funds must disclose the maximwn 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 price 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 will 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 Operatmg Expenses

expenses that are deducted from fund assets

Management Fees 0.34%

Service 12b-1 Fees 0.25%

Other Expenses
0.11%

Total Annual Fund Operating Expenses
0.70%

Example

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 $10000 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

One year
642

Threeyears
786

Five years

Ten years

Source GAO example based on fee table In actual mutual fund prospectus

942

$1.395

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
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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 1-year periods assuming $10000

investment in the fund 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 information 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 rule 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 report 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 advisory services

management and administrative services marketing and distribution taxes custodian fees auditing

fees shareholder reports and annual meeting and proxy costs
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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 account5 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

Charges for Other
on the specific dollar amounts of all fees paid most other financial

Financial Services services or products are generally equired 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

5Mutual 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-dealer who distributed the shares to the bank Furthermore Title II 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 broker-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 Athough 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 foes 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 investræent advisory and brokerage execution services from

broker-dealer or other financial intermediary for wrapped fee that is not based on transactions in

the customers account

Source Applicable 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 securities 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 fixed-rate annuities

or deposit accounts that provide investors 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 money management 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 information 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 primary factor 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

According to surveys and other information Investors tend to consider

Mutual Fund Fees Are
other factors before considering fees charged by mutual 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

Page 72 GAOIGGD-OO-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 76 of 133 PagelD 1212

Chapter

Mutual Funds Are Not Required to Disclose Actual Amounts Charged to Individual Investors

random survey conducted on ICIs 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

Id 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

Commerce9 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 give

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

1Shareholder Assessment of Risk Disclosure Methods IC Washington DC Spr 1996

Understanding Shareholders Use of Information and Advisers IC Washington DC Spr 1997

Improving Price Competition for Mutual Funds and Bonds before the Subcommittee on Finance

and Hazardous Materials House Commerce Conunittee Sept 29 1998

industry-wlde Expense Trends Mutual Fund CafØ Blue Plate Soeclal Financial Research

Corporation Boston MA Jan 1998
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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 tb give primary consideration to the fees

Aware of Sal Lo th
funds charge as percentage of fund assets they are aware of loads Many

officials we Interviewed attributed load declines to investor awareness

Operating 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 1998.11

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 Trends Prime Destination for Net Flows Is Back-End Loaded Shares Muttai

Fund CafØ Blue Plate Sneclal Financial Research Corporation Boston MA Feb 1999
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Table 5.2 Sales of Mutual Funds for Select Years 1984 to 1998 by Type of Distribution Method

Dollars in millions

Distribution method

Sales by third-party sales forces Direct 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 percent 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 chrged 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 industry participants investors had become increasingly resistant to

paying the higher front-end loads An industry expert told us that investors

are generally more concerned about the concept of front-end load

because they see it occur 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 In another research organizations survey only percent of over
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4000 investors and potential investors queried cited mutual fund loads as

their preferred means of paying for investment advlce.LZ

Industry participants opinions varied on the adequacy of mutual fund fee

pinions Varied on
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

Disclosure Ade ate
regulators and other organizations we contacted said that mutual fund fee

qu
disclosures made under the current requirements provided adequate and

important information to investors.Severth 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 pridng 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 Although most opinions were positive about the fee information that

mutual funds are currently required to disclose some industry observers

Regardmg the Adequacy of
raised concerns about the adequacy of these disclosures Several

Mutual Fund Fee including academic researchers investment advisers and regulatory

Disclosures representatives saw problems with the fee disclosures private money

manager we Interviewed questioned the usefulness of hypothetical fee

disclosures in prospectuses citing the fact 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
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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 id gathering the chairman asked Do you really expect

investors to understand alphabet soup of and shares To

figure what combination of front-end loads CDSLs3 12b-1 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 oh clearly detailing fund risks and

expenses or fees as the industry markets its products He warned the

industry that by focusing 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 millions 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 program 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.14

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

CDSL 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 loads to compensate financial professionals

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/news/presst99-36.txt
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Others who advocated requiring mutual funds to provide investors with

the dollar amount of fees they paid indicated that such disclosure would

increase investors 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 compee 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 alter 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 questlonsin 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 uvery 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 onmibus 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 wlich 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 $1000

$5000 $10000 and others

Another Option Was to We also sought opinions on whether mutual funds should be required to

Provide Corn arative Fee
provide investors with comparative information on fees charged by both

their own and comparable funds Such disclosures would be similar to

Information
requirements for automakers or major appliance producers to provide data

on gas mileage or efficiency ratings to prospective purchasers of those

Items

Survey information indicated that
ipvestors 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 identify the 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

because part 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 similar services 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 structureMutual 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

mci Tw Pr al
corporation In typical corporation the firms employees operate and

i.rriary eg
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 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 contract with other firms to provide investment advice which then act

as subadvisers to the fund

2lnvestment Company Amendments Act of 1970 Rep No 91-184 91 Cong 2d Sess 1970

reprinted In 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

Shareholders

and owners

Revenue

Expenses
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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 also

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 arid the advisers

duties to provide profits to its owners In describing this conflict SEC

recently noted that fund shareholders would generally prefer lower fees

Source GAO anatysis of corporate and mutual fund structures
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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

The Organizational Structure of

One Mutual Fund Family

Appears to Minimize the

Potential Conflict of Interest

Congress also acknowledged this potential conifict 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 oiganized 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.whlch operates the Vanguard funds6lsjointly

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

Proposed Rule Role of Independent Directors of Investment Companies Re Nos 33-7754 34-42007

IC.24082 64 Fed Reg 59825 Oct 15 1999 to be codified 17 C.F.R parts 239 240 270 274

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 the 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 adviser be immediate family

members of an affiliated person of an adviser have beneficial interests in securities issued by the

adviser or the principal underwriter or any of their controlling persons be registered broker-dealers or

affiliated with broker-dealers or be affiliated with any recent legal counsel 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 finns receive subadvisory fee

paid out of fund assets However the Vanguard Group Inc and not the investment manager provides

all other administrative services for these funds
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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 funds7 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 organiiational structure similar to that of

Vanguards but later changed its stiucture to resemble the third-party

ownership structure used by most firms in the industry The third-party

structure that is most prevalentdoes allow the firmthat 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

Because of the conflict of interest inherent in the organizational structure

Mutual Fund Directors
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

1lndex funds Invest in the securities represented in broad-based index such as the 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 Res onsibilities for
the states where the funds areincorporated 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.9

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 fundsboard of directors is generally entrusted

with protecting the fund shareholdrs interests and policing conflicts of

interest that might arise in connection with 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 carry out their
responsibifitles

in good ialth 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 busthessjudgement 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 dedsions turn out to be wrong

9This discussion focuses on mutual fund directors specific 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-1 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 in 196210 and SEC prepared the other in 1966

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 whethr 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 clarify 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.2

However the amendments to the Investment CompanyAct 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 act3 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 Exchange Commission Wharton School of

Finance and Commerce University of Pennsylvania Philadelphia PA 1962

Public Policy Implications of Investment Company Growth SEC Washington DC 1966

12 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 years prior to commencement of an action

15 U.S.C 80a-35b
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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

persons4 for breach of fiduciary 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

Sha ed Direct
mutual fund directors regarding fees Since 1970 various cases were filed

ors
under section 36b and the resultng decisions have served to provide

Responsibilities
specific guidelines for fund directors These guidelines arise primarily

from Second Circuit Court of Appeals case decided in 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 Gartenberg Merrill Lynch Asset Management

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 advisory

board investment advisers depositors and principal underwriters if such persons received

compensation from the fund

Courts have held that sectIon 36b Is an equitable claim therefore plaintiffs do not have the right to

ajury trial

Gartenberg Merrill Lynch Asset Manarement 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.7

In dismissing the investors claim of excessive profits the district court

emphasized that the principal factor in determining whether the adviser

breached its fiduciary 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 similar advisers 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 conscientiousness of the directors

Since Gartenberg additional cases have been decided that continue to

apply the standards established by the Gartenberg court.8 The court

Gartenbere Merrill Lynch Asset Manaeement Inc 528 Supp 1038 S.DN.Y 1981 affd 694

2d 923 2d CIr 1982 cert denied 461 U.S 9061983

Schuvt Rowe Price Prime Reserve Fund 663 Supp 962 S.D.N.Y. affd 835 F.2d 45 2d dr
1987 cert denIed 485 U.S 10341988 Krlnsk Fund Asset Management 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

dont have to guarantee that fund pays the lowest rates But

they do have to make sure that the fees fall within reasonable band of

other funds fees.9

Opinions on mutual fund boards effectiveness in overseeing fees varied

Opinions on Boards Some fund adviser officials depicted directors as assertive in reviewing

Effectiveness in fees even seeking reductions and resisting fee increases However other

Overseeing Fees Vary industry participants expressed vaIous criticisms of directors

effectiveness 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 how 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 aftd 875 2d 404 2d Cir. cert denIed 493 U.S 919 1989 KalIsh Franklin Advisers 742

Supp 1222 S.D.N.Y 1990 affd 928 2d 590 2d cfr cert denied 502 U.S 818 1991

May 15 1998 remarks before the Investment Company Institute Washington DC See also Krlnsk

Fund Asset Management 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 Ieel 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 Effectiveness
effectiveness in overseeing fees charged for operating their funds

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 Because 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 lower 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 ICI Proposed
In response to criticism that independent directors on mutual fund boards

Reforms to Increase may not be sufficiently independent of the adviser SEC and ICI took steps

to examine ways in which independent directors might be more
Director Independence afld autonomous.20 In February 1999 SEC conducted days of public

Knowledge 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 identify 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

201n 1992 SEC staff conducted study of the regulation of Investment 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 vacancies 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.22 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 conificts of interest

These proposed rule amendments may not significantly affect the level of

fees In the mutual fund Industry First the rule proposals focused on

enhancing 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

shareholders 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 1211 whIch permits the use of fund assets to pay

distribution expenses Rule 17a-8 which permits mergers between certain affiliated funds and Rule

lSf-3 which permits funds to issue multiple classes of voting stock
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Because of the unavailability of comprehensive data on costs advisers

uonclusions
incurred operating mutual funds we were unable to determine to what

extent the growth in mutual fund assets during the 990s 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 managemeni 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 one-time

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 freset 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

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 are taking steps to increase directors 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 funds 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 payRecommendations
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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include the dollar amount of each investors share of the operating

expense fees deducted from their funds This disclosure would be in

addition to presently required 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

We requested comments on draft of this report from the heads or their

Agency and Industry designees of SEC and NASDR In addition we requested comments from

Comments and Our the mutual fund industry association ICI Each of these organizations

Evaluation provided us with written comments which appear along with our

responses to individual comments in appendixes through III Additional

technical comments from SEC were incorporated into this report as

appropriate

Overall each of the commenting organizations agreed that our 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 NASDRs

Investment Companies/Corporate Financing Department agreed in his

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 raised several

issues about our report ICIs letter notes that although promoting investor

awareness of the importance of fund fees is priority for ICI and its

members ICI officials had reservations about the account statement

recommendation that investors periodically receive Information on the

specific dollar amounts of the fees deducted from their mutual fund

accounts Their concern was 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 cotild

paradoxically diminish rather than enhance investors overall

understanding of fund fees

We agree with IC and the other commenters that the current disclosures

made by mutual funds which provide fund expense ratios expressed as
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percentage of fund assets and include an example of the likely amount of

expenses to be incurred over various holding periods for hypothetical

$10000 account are useful for investors in comparing between funds prior

to investing The additional disclosure we recommend is intended to

supplement not replace the existing disclosures and should serve to

reinforce 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 IC also commented on our 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 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 butdo 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 and the net amount paid to

the customer

We do 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

Customers who place money in savings accounts bank certificates of

deposit or bonds are not purchasing investment management or financial

transaction services as are mutual fund investors Thus customers placing

money in those other investment or savings products are generally told
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what the nominal returns will be regardless of how the firm providing the

product will use the customers capital to conduct investment or operating
activities intended to produce sufficient income to provide the promised

rate of return to the customer In such cases customers are not entitled to

the residual returns earned by their capital but instead are promised and

paid fixed return

Furthermore the fact that not all financial products provide information

on all their charges to account holders does not reduce the likely

usefulness of such information to the millions of mutual fund investors

Instead independent evaluations of the usefulness of providing such

Information for those other products would be necessary to determine if

similar disclosures would also benefit the users of those other products

All three commenting organizations also generally questioned our 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 ICI 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 our draft report did not address the fact that

mutual funds present performance net of expenses.

Our report notes that mutual fund is required to disclose its performance

net of fees and expenses its performance is the primary basis upon which

funds compete 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 our report 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 resulting in greatly reduced charges for such services Implementing

our 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

SEC and ICI also questioned the legal accuracy of some of the statements

made by individuals we interviewed regarding the role of mutual fund

directors in overseeing fees The individuals we quoted were critical of the
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director practice of setting their funds fees only in relation to the fees

charged by other funds however 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

We have added text 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 we cited directors are primarily

emphasizing such comparisons over the other factors they are also

required to consider as part of their fee 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

Furthermore we recognize that firms comparison of the prices it

charges with those its competitors charge is legitimate and perfectly

acceptable means for firms to evaluate their own business strategies

However in the mutual fund industry which competes indirectly on the

basis of such charges such comparisons may serve to maintain fees at

consistent level or allow them to be reduced only by amounts similar to

those of other funds reductions as the individuals we interviewed stated

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 the opportunity to

reduce fees by even more
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON DC 20549

DIVISION OF
INVESYM END MANAGEMENT

May 102000

Thomas McCool

Director Financial Institutions

and Markets issues

General Government Division

U.S General Accounting Office

Washington DC 20548

Re GAO Draft Report

Mutual Fund Fees Additional Disclosure Could Encourage Pricc

Competition

Dear Mr MeCool

Thank you for the opportunity to eommcnt on the General Accounting Offices

draft report
and assessment of mutual fund fees The report provides wide-ranging

analysis of mutual fund fees and the market forces and regulatory requirements that

impact those fees commend the GAO for contributing to the public dialog about this

important matter

The report
raises important issues concerning the impact of mutual fund fees on

investors The major conclusion of the report is that additional disclosure could help

increase investor awareness and understanding of mutual fund fees and thereby promote

additional competition by 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 expenses that the investor has borne

Wc agree that investors need to be aware of and understand the fees that mutual

funds charge The question to be answered however is how best to accomplish that goal

As the report points out there are advantages and disadvantages of the reports

recommendation and alternatives that need to be considered We welcome the reports

recommendations and suggestions1 and will consider them carefully

As you know Congress and the Comntission have sought to protect
investors

from excessive fees in two ways First the securities laws require full and complete

disclosure of fees so investors can make informed dccisions Second the Investment

Company Act establishes procedural safeguards relating to the corporate goernance

structure of funds to protect against potential conflicts of interest including those

involving fees In this regard the Commission has taken many steps in recent years to

protect the interests of shareholders Below we summarize the recent initiatives
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Following this summary are our general comments and observations concerning various

issues addressed in the report

Recent nitigtives Relating to Mutual Fund Fees

Disclosure and Investor Education Initiatives

The primary focus of our disclosure effort has been to make fund fees and

expenses more transparent to investors and to allow investors the ability to compare fees

and expenses between different funds as well as to educate investors about the

importance of fees

In the 980s the Commission became concerned that the increasing variety of

See comment
sales loads and other fund distribution arrangements could unless uniformly presented

confuse investors For that reason since 1988 every mutual fund prospectus has included

fee table The fee table is uniform tabular presentation that shows both charges paid

directly by shareholder out of his or her investment such as front-end and back-end

sales loads as well as recurring charges deducted frSm fund assets such as management

and rule 12b-l fees lhe fee table is accompanied by numerical example that illustrates

the total dollar amounts that an investor could expect to pay on hypothetical investment

if he or she received 5% annual return and remained invested in the fund for various

time periods The fee table is intended to present fund investors with expense disclosure

that can be understood easily and that facilitates an investors comparison of expenses

among funds

In 1998 the Commission required the fee table to be included in new plain

English risk/return summary that appears in the front portion of all prospeetuses The

risk/return summary functions as standardized cxecutive summary of key information

about the fund As part of these changes the Commission increased the investment

amount illustrated in the fee table example from $1000 to $10000 to reflect the size of

more typical fund investment and to approximate more closely the amount of fees and

expenses that typical investor would expect to incur overtime The Commission also

improved the method of presentation for several items included in the fee table including

temporary expense reimbursements fee waivers and certain account fees paid directly by

shareholders

Most recently the Commission proposed that mutual funds be rcquired to report

investment returns on an after-tax basis in prospectuses and shareholder reports The

proposal reflects the fact that taxes represent the largest single expense bome by many

fund investors Recent estimates suggest that taxes may reduce the average stock funds

total return by 2.5% an amount larger than the expense ratios of most funds

Although information about mutual fund fees has been made clearer and more

readily available than in the past the Commission remains concerned that many investors

are not paying attention to information about fees lhese concerns have prompted the

Commission to mount an extensive investor education campaign to improve the financial
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literacy of investors The Commission has published and postcd on its website

brochure about investing in mutual funds that contains Section Ofl the importance of

fees In town meetings and speeches to investors across the country the Commission has

emphasized the importance of fees in evaluating mutual fund investments The

Commission is major sponsor of the Facts on Savings Campaign ajoint effort among

government agencies financial industry associations and consumer organizations to help

Americans of all ages and incomes to get the facts they need to save and invest wisely

The campaign includes information about mutual funds and the importance of fund costs

in determining the amount that will be accumulated for retirement or to meet other

financial goals In January of this year the Commission issued an investor alert that

advises mutual fund investors to look at more than past performance recommending in

particular that they assess funds costs which can have an enormous effect on

performance To assist investors in assessing costs the Commission posted on its

website Mutual Fund Cost Calculator an innovative interactive web-bused tool that

investors can use to calculate the Costs of mutual fund ownership During the first quarter

of 2000 the calculator averaged over 8500 hits per month making it one of the most

tiequented portions of the SEC website

Fund Governance Initiatives

Because independent directors play such an important role under the Investment

Company Act in approving the contract between the investment adviser and the fund we

have undertaken series of initiatives to strengthen their ability to perform that role

In February 1999 the Commission hosted two-day public Rundtable on the

role of independent fund directors Participants included independent directors investor

advocates executives of fund advisers academies and legal counsel One panel at the

Roundtable was entitled Negotiating Fees and Expenses The Roundtable served to

heighten the industrys awareness of the importance of directors in protecting the interests

of shareholders

In October 1999 the Commission proposed new rules and rule amendments to

enhance the independence and effectiveness of mutual fund directors One proposal

would require funds that rely on Commission exemptive rules to have independent

directors that constitute at least majority of board members Although as you point out

many fund boards currently have majority of independent directors our proposal would

strengthen the governance for the remainder that do not Taken together the rule

proposals along with an accompanying interpretive release are designed to reaffirm the

important role that independent directors play in protecting fund investors strengthen

Other government agency sponsors
include the Board of Governors of the Federal Reserve System the

North American Securities Administratorn Association and the Federal Trade Commission Other financial

industry and consumer sponsors include the American Association of Individual Investors American Stock

Exchange Bank SecuritIes Association Certified Financial Planner Board of Standards International

Association for Financial Planning Investor Protection Trust National Association otSecurtties Dealers

National Investor RelatIons lnttitate Securities Industry Association and the Security Traders Association
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fund directors hand in dealing with fund management reinforce directors independence

and provide investors with greater information to assess directors independence

Tn June 1999 an advisory group of industry experts formed by the lnvcstment

Company Institute recommended set of fifteen best practices for funds and their

boards to consider.2 Some recommendations were designed to enhance the independence

of independent directors.3 Other recommendations were designed to enhance the

effectiveness of fund boards as whole.4

Finally in response to Chairman Levitts call for improved fund governance

Mutual Fund Directors Education Council has been created The Council chaired by

former SEC Chairman David Ruder and administered by Northwestern University will

foster the development of programs to promote culture of independence and

accountability in fund boardrooms

We believe that these mutual fund governance initiatives have and will continue

to focus increased attention on the importance of directors performing their duties as

effectively as possible particularly in the critical ardas of considering and approving the

advisory contract and overseeing fund fec levels

II General Comments on the Report

Comoetition in the Mutual Fund Industry

Your report states that competition in the mutual fund industry is not generally

price-based and thus may not be strongly influencing fee levels Although one

certainly could argue that there should be more competition in the industry it is hard to

argue that there is an absence of price competition The two largest fund groups are

among the industrys low cost providers and another large and weIl..fundcd low cost

provider recently entered the in4ustry Low cost index funds have grown from less than

2% of stock fund assets in 1990 to 7% today Directly marketed funds which tend to

have lower expenses have increased their market share from 35% in 1990 to 46% today

Report of the 4dvi.wy Group on Best Practke.c for Fund Directors Investment Company Institute June

24 1999

For example independent directors should comprise at least two thirds of the board obtain qualified

counsel who is Independent from the funds adviser and meet separately from management when evalusting

advisory and underwriting contracts

For example fund directors should Invest in fluids on whose boards they nerve and should periodically

evaluate the boarda effectiveness 4ew flmd directors should receive appropriate orientation and all fund

directors should
keep abreast of industry and regulatory developments

Executive Summary p.6

Page 105 GAOIGGD-00-126 Mutual Fund Feec



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 109 of 133 PagelD
1245

Appendix

Comments From the Securities and Exchange Commission

Ihomis McCool

Page

The fact that there are many non-price factors that appear to influence an

investors choice of mutual fund e.g reputation of the adviser historical performance

sales channel level of customer service investment objectives so that fee and cxpense

levels do not strongly influence this choice reflects typical behavior by consumers when

they select financial services

An additional factor not mentioned in the report is that in addition to competing

among themselves mutual funds face strong competition from outside the fund industry

For example 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 Exchange

traded funds new pooled investment vehicle sponsored by large brokerage firms and

stock exchanges offer low costs and the ability to buy and sell shares at any timc during

the day at the current market price Advancts in technology enable investment advisers

and broker-dealers to extend individual account management services to customers with

much smaller accounts than had been economically feasible in the past Individual

accounts allow for more personalized investment management and tax planning services

than are possible in pooled vehicle such as mutual fund These changes in the market

place are likely to put further pressure on funds as they strive to remain competitive

Analysis of the Largest Funds

The
report correctly points out that existing studies regarding mutual fund fees

reach somewhat contradictory conclusions and that some of these studies methods have

been questioned Thus the
report describes the

analysis
that you conducted concerning

trends in expense ratios based upon data concerning 77 of the largest mutual funds that

grew faster than the average fund in the industry

We note that your results show that asset growth usually resulted in lower expense

ratios and are generally consistent with other data we have studied which tend to confirm

that so-called economies of scale at least in many cases are being passed onto fund

shareholders

Mutual Fund Directors Required to Review Fund Fees

The report discusses the fact that under the Investment Company Act of 1940

fund directors are required to review and approve the compensation paid to the funds

adviser in your discussion of directors effectivencss in fulfilling these duties there are

couple of sentences in the
report attributed to private money managers and others

stating

that directors can fiuluill their obligations by ensuring that funds fees are within range

of similar funds While these statements may be their personal opinions we believe the

statements are incorrect both as matter of law and as matter of practice

As your report discusses in Chapter case law concerning the obligations of

directors in approving the advisory contracts requires directors to consider much more

than whether the fees are within the range charged by other similar funds including the

Page 106 GAOIGGD-00-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 110 of 133 PagelD
1246

Appendix

Comments From the Securities and Exchange Commission

Thomas McCool

Pagi

nature and quality of services provided by the adviser the advisors costs and any

economics of scale from managing additional assets Additionally our inspections of

funds confirm that directors generally are diligent in performing their obligations and do

consider many factors in determining whether to approve an advisory contract

Moreover we note that our corporate governance proposals would require fund

registration statements to disclose the factors considered by fund directors when they

approved the funds contract with its investment adviser We are concerned that reader

of your report may he misled as to how directors fulfill their obligations Accordingly

we believe that the report should make clear that directors are required to consider more

than what other funds charge and in fact do so

Expense Comparisons Among Funds

One important issue that is not discussed in the report relates to the difficulty of

comparing Ihe expense ratios of different funds Sometimes all of the services provided

as part of the process of investing in the fund are bundled into the funds expense ratio

Other times the expense ratio excludes the cost of certain services such as marketing

and/or financial advice because they are paid separately by each individual shareholder

For example an investor who is very concerned about costs and willing and able

to do his or her own financial planning would likely invest in low cost fund second

investor that is less knowledgeable and/or lcss price sensitive may prefer to pay extra

money for more services If this investor purchased rnutualfund after obtaining

financial advice from broker-dealer insurance company or bank the funds costs

would likely be different because the advice might be paid for by payment of sales load

or rule 12b-l fee If the purchase were made pursuant to wrap fee program the funds

costs would be lower because the advice would be paid for separately by the investor

Alternatively this investor could pay separately fur advice from fee-only financial

planner and then invest directly in low cost fund

Expense Comoarisons to Other Financial Services

major theme of the report is that mutual funds do not provide fcc information

comparable to that provided by other financial service providers.6 In particular the report

noses that although customer fees for other financial services are often disclosed in

specific dollar amounts mutual fund shareholders do not receive information about the

dollar amount of fund operating expenses attributable to their shares

As noted in the report mutual funds differ from most financial services with

respect to the way in which services are delivered and paid for Most financial services

are provided by financial firm bank securities firm insurance company directly to the

Mutual ftinds are compared to bank deposit accounts bank trust services investment advisory services

provided by individualjnvestment advisers wrap accounts purchases of stocks bonds and other securities

and purchases of reel eataLe
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customer Mutual lund services are provided by an cntity the fund separate and distinct

from the financial firm that is its sponsor As separate entity the fund not only bears its

own expenses it is owned by the customer

We believe that the fee information provided by mutual funds and by 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 financial

service providers this includes itemized fees on deposit accounts brokerage commissions

on stock transactions fees charged by individual investment advisers broker

commissions on real estate transactions and similar fees

Like other financial services mutual funds do not provide information about

etipenses incurred outside the account For munial 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 gçoss amount earned by the financial

service provider on customer funds and the net amount paid out to the customer

Disclosure Concerning Fees Paid by Investors

See comment
The Commissions approach to disclosure has been to ensure that invcstors

receive information about fees that allows the investor to make an informed decision

prior to making purchase as well as after becoming fund shareholder In addition to

the information provided to prospective investor before the purchase as described

above the Commissions rules also require that investors receive ongoing information

about expenses after they have made purchase First investors receive annual and semi

annual reports that disclose the actual expense ratio of the fund Second investors

receive an updated prospectus on an annual basis that includes fee table and fee

example The fee information in the prospectus is generally based upon actual fees that

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 basis

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 responsibilities in regulating mutual
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funds we will consider the recommendations in your report very carefuly in determining

how best to inform investors about the importance of fees Again thank you for the

opportunity 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

The Securities and Exchange Commission SEC described variousGAO Comments
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 periods 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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NASD Peguiatlorr Inc

1801 Street N.W sIdle 800

WaaFiIflgtOfl D.C 20006-1500

202 728 8068

Faa 202 974 2132

May 200

Thomas MeCool

Director Financial Institutions and Markets Issues

U.S Gencral Accounting Office

Washington D.C 20548

Dear Mr McCool

Thank you for allowing us the opportunity to comment on your draft report entitled Mutual Fund

Fees Additional Disclosure Could Encourage Price Competition April 19 2000 the Report

We have summarized in bullet form below 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 convenience

As we have discussed NASD Regulation shares your concern that some investors may chase

performance and we agree that investors also should consider fees expenses and other issucs

when making an investment decision We would be happy to work with you and your staff on

these important policy questions

Overall Comments on Reports Recommendation

The Report concludes that unlike many other financial products and services where the

dollar amount paid by the customer is clearly
and regularly disclosed mutual fund

disclosures do not include the actual dollar amounts of the fund fees individual investors

pay Based on these conclusions the Report recommends that the Securities and

Exchange Commission and NASI Regulation Inc require mutual funds and certain

broker/dealers to provide in periodic account statements the dollar amount of mutual

fund fees each investor paid. in addition to presently required fee disclosures.2

The Reports recommendation raises several issues

Now on p.96
Repoit Chap pp 1-2

reReport.Cbap.7.p.

Now on 97

Page 111 GAO/GGD-OO-126 Mutual Fund Fees



Case 211-cv-01083-DMC -JAD Document3-6 Filed 03/04/11 Page 115 of 133 PagelD
1251

Appendix II

Comments From the National Association of Securities Dealers Regulation Inc

Thomas McCool

May 2000

Page

See comment First the Report seems to assume that mutual funds impose ongoing fund operating

expenses such aS Rule l2b-l fees and advisory fees at the account level In fact

funds impose these expenses at the
entity level Moreover NASD member

broker/dealers are generally required to send at least quarterly to all customers

account statements that detail among other things all charges and debits imposed at

the account level

See comment 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 many 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 more on performance

than on the level of mutual fund fees Wc share the concern that some investors may

place too much reliance on past performance and we agree that they also should

See comment consider other issues such as funds fees and expenses However investors who

focus solely on low expenses such as some money market fund investors may

sacnftce performance that they might obtain if they were to consider other factors

such as funds investment objective and the quality of the fund advisers investment

management

Fourth the Report seems to assume that other financial intermediaries provide full

disclosure of itemized expenses that reduce the return on customers investments

Rules governing these institutions may require them to provide certain disclosures in

periodic account statements regarding account-level fees However thesc rules do

not require disclosure of the dollar amount of operating expenses incurred at the

entity level that reduce the return customer earns on his or her investment

Similarly the rules governing 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 expenses

Fifth the Report does not address the fact that mutual funds present performance

information net of expenses Other financial intermediaries are cited as models for

disclosure without discussing the fact that these intermediaries frequently advertise

performance numbers that do not reflect the fees charged to customers

11 Other Technical Comments on Report

Now on 27 see

comment Chapter oane The Report states that NASD rules prohibit funds from charging

front-end load that exceeds 8.5 percent of the initial investment Some mutual funds

known as no-load funds do not have sales charges These sentences require some

clarification
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NASD Rule 2830 regulates NASD member broker/dealers that sell mutual funds hut

See comment does not regulate the funds themselves since NASD Regulation has nojuaisdiction

over the mutual fund entities Rule 2830d prohibits
NASD member broker/dealers

from offering or selling shares of any mutual fund or unit investmeni trust if the sales

charges of such funds are deemed excessive under the rule Additionally the

maximum permissible front-end and deferred sales load varies depending on certain

factors such as whether the fund offers certain
rights

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 lithe funds total asset-based sales charges and service fees exceed 0.25%

of average net assets per annum

Now on 29 see
Chaoter rage 11 footnote We understand that the effective date of the Gramm

comment Leach-Bliley Act provisions that eliminate the bank exclusion from the definitions of

broker and dealer under the Securities Exchange Act of 1934 is May 12 2001 not

Maith 12 2001

Now on 42 see Chapter ease 21 footnote II The Reports estimate of mutual fund adviser revenues

comment was obtained by multiplying fund assets by oper4ting expense ratios Many mutual funds

have waived various expenses including adviser fees for various reasons if this

estimate does not take into account fee waivers it may be inaccurate

Now on 74 see Chapter 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 5.2 as showing the two. primary

distribution methods used by fund advisers fund investment adviser usually does not

directly distribute fund shares mutual fund distributor which ía registered

broker/dealer generally performs this function

Again we appreciate the opportunity to comment on the Report Please feel free to contact me if

you would like to discuss these comments further

Sincerely

-i
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cc Cudy Goebel

U.S General Accounting Office

Clark Flooper

Thomas Pappas

Joseph Savage

NASD Regulation Inc

John Koinoroske

NASD Inc
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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 12b-1 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

Fromdiscussions 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

chapter 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 identifying 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 After 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 to 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-Bliley

Act provisions to May 12 2001

We calculated our estimates of fund adviser and service 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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MATTHEW FINK
PRESIDENT

May 2000

Thomas McCool

Director Financial Institutions

and Markets Issues

General Government Division

US General Accounting Office

Washington D.C 20548

Dear Mr McCoob

Thank you for providing us with the opportunity to comment on GAOs draft report

entitled Mutual Fund Fees Additional Disclosure Could Bncourage Price Con li. 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 econbmies of scale that can arise when funds

assets grow Of the mutual funds GAO reviewed that experienced significant
asset growth In

the 1990s 89 percent reduced their fee levels GAOs conclusions as to both trends 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

Competition Based on Perfonnance Leads to Competition Based on Fees

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 baniers

to entry for new ones The draft report notes In severl places that mutual funds compete

primarily on the basis of investment performance Less prominent attention is given to the fact

that by law mutual fund performance results must be calculated ter fees and expenses are

deducted Because 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 performance appears to be highly

relevant to shareholders Investment decisions As of year end 1999 more than 78 percent of

shareholder accounts and 86 percent of shareholder assets were invested in equity mutual funds

2402 STREET NW WASHINGTON DC 20005-2148 2021326.5802 FAX 2021326-5806 EMAIL flnkOiciorg
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Page

that charged less than the industry average Moreover in recent years the typical equity fund

investor has paid annual fees that were about one-third less than the average equity fund

charged indicating strong investor preference for lower-cost funds

Equally important because funds compete fiercely on the basis of iii performance they

have an incentive to keep fee levels as low as possible small difference in performance can

affect funds competitive standing which in turn substantially impacts the 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 Advisers Revenues are not Equivalent 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 ICI 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 hareholder servicing 12b-1 and custodial

fees These fees cannot accurately be described as revenues of the adviser More important

data from various fund information providers indicates that advisory and administrative fees

received by fund advisers are diminishing as 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 and adviser revenue

growth rates The draft report suggests that these growth rates have been similar for the past

decade Instead more accurate finding would be that advisers revenues have grown more

slowly than both overall fund expenses and assets

Mutual Fund Directy Have Contributed to Broad Based .Fee Reductions

See comment

Third the draft report lists many of the legal duties of mutual fund directors in

overseeing fees These governance responsibilities are unique 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 notaware of any other competitive industry- In the world of financial

services or outside it in which firm 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 served 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

standards require 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 including 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 fee 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

fund most other financial services disdose specific dollar amounts 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 earns 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 when
selling

securities And we are not aware of

any other financial 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 which must be prominently presented in the front of every fund prospectus was
recently made even simpler for investors by the Securities and Exchange Commission following

the most exhaustive field-testing ever undertaken by that agency The fee table lets fund

investors easily compare gji 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 in this area

In our view mutual funds disclose far more than other financial products because they

provide investors with precise expense ratio which allows for exact cost comparisons of

annual fees for thousands of competing mutual funds Funds also provide investors with

standardized hypothetical which shows in doilaxs and cents the exact impact that funds

annual fees and sales charges will have 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 Dlsciosure Could Be Counterproductive

Finally notwithstanding the decline in fund fee levels arid the shareholder preference

for lower cost funds noted earlier the draft report states that additional government regulation

is needed to make investors snore aware 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 information on shareholder account statements

Promoting investor awareness of the important role fees can play in long term financial

planning is priority for the Institute and its members We have long 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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Page

requirement could erode the value of the standardized all-Inclusive fee information in the

prospectus and thus impede informed assessments of fee levels at competing 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 the more

significant issues in the draft report As noted in your letter we would welcome the chance to

meet with you to provide additional comments

Very truly yours

Matthew Fink
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The following are GAOs comments on the Investment Company Institutes

May 2000 letter

The Investment Company Institute ICI notes that our report indicates

GAO Comments
that mutual funds compete primarily on the basis of investment

performance but gives less prominent attention to the fact that mutual

funds disclose their performance after fees and expenses have been

deducted ICI states that as result investors who consider performance

are indirectly taking into account the impact of fees on returns ICI 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 IC 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 ICI 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

Id noted that our draft report assumed that total fee revenues were the

same as the revenues of fund investment advisers ICI 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 IC 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

represent revenue 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

IC commented that the duties that mutual fund directors have regarding

the fees funds charge exceed those of typical corporate directors Id

emphasized that these duties are unique and were specifically designed to

provide safeguards for fund shareholders ICI 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 IC indicates that the individuals claim is also

contradicted by various studies including our own that found fees have

declined

ICI has identffied 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

primary emphasis 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

ektent 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 firmcomparing the prices It charges

its customers to those charged by competitors is legitimate and perfectly

acceptable means for such firmsto 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

as the individuals we interviewed stated

ICI commented that the assertion in our report that unlike mutual funds

most other financial services disclose the specffic dollar amounts of all

fees paid is unsupportable As an example ICI 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 specific

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 in periodic

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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following address accompanied by check or money order made

out to the Superintendent of Documents when necessary VISA

and MasterCard credit cards are accepted also Orders for 100 or

more copies to be mailed to single address are discounted 25

percent

Order by mail

U.S General Accounting Office

P.O Box 37050

Washington DC 20013

or visit

Room 1100

700 4th St NW corner of 4th and Sts NW
U.S General Accounting Office

Washington DC

Orders may also be placed by calling 202 512-6000 or by using
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