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COMPLAINT

Plaintiff JENNIFER KASILAG Kasilag whose street address is 35 Oklahoma

Trail Hopatcong New Jersey 07843 Plaintiff LOUIS MELL1NGER Mellinger whose

street address is 28 Mockingbird Haekeltstown New Jersey 07840 PlainIiff 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 reEationship 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 fimds 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 collccts 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 up to 3.5 times the amount of the sub-advisory fee in

2009 alone

Distribution fees are fees that the Securities Exchange Commission promulgated through

its Rule 12b-1 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 find 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 find does not increase proportionately

with an increase in find shareholders Here the distribution or 12b- fees are excessive

because inter cilia 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 IIIFSCOs 36b violations its Class

shareholders are paying 12b-1 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 12b-l 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 fluid customers if

any

what fees other mutual fund complexes or funds within the saute 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 2b-l 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 Agreements1 and Distribution

Plans between Defendant and the Hartford Funds and to recover the total fees Defendant charged

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

Plan and to recover the l2b-l distribution fees Defendant charged this Fund or alternatively to
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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

maybe 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

recover all improper compensation in connection therewith She does not now challenge the

investment management advisory fees even though they are excessive for this Fund since

HIFSCO has thus far reimbursed those fees to 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

fccs HIFSCO is sued in this 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 SOa- 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 HIVIFII is an open-end management

investment company registered under the ICA 15 U.S.C 80-1 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 IL

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

management fees charged to each of the Hartford Funds except the Hartford Money Market

Fund 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

The terms investment advisory services and investment managemeni services are used

interchangeably in this Complaint
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investment management fees 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 the level of the fees as compared

to those charged by Defendant or its affiliates to institutional accounts including non-mutual

flmd customers the fees other mutual fund advisers charge for similar services to similar

mutual funds the failure of Defendant to adequately pass economiesof-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-1

Distribution Fees3 12b- fees from the Funds and breached its fiduciary duty to the Funds

with
respect to such compensation by inter a/ia the nature and quality of the services

provided in exchange for the 12b-l fees having produced few if any benefits in the font of

economies-of-scale benefits or otherwise for the Hartford Funds while generating significant

additional investment management fee revenue for HIFSCO Defendants failure to provide

Securities and Exchange Commission SECRule 12b-i 17 C.F.R 270A2b-l

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.govlnews/press/20 10/2010-126 .htm
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the Hartford Funds Boards of Directors with all information reasonably necessary to evaluate

the Rule 12b-1 Distribution Plans and 12b- 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 Complaint are predicated on publicly-available

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

Securities and Exchange Commission SEC or the Commissionof HMF and MFII

Hartford Disclosure Materials and on information and belief afler reasonable

investigation.4

ilL PARTIES

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

Growth Opportunities Fund and the Hartford Inflation Plus Fund

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

Hartford Advisers Fund

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

Advisers Fund and the Hartford Growth Opportunities Fund

15 Plaintiff Robinson owns shares 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 Complaint all of

the public filings upon which Plaintiffs relied herein Upon request however Plaintiffs will

provide the Court with copies

0000010



Case 111-cv-01083-RMB -AMD Document Filed 02/25/11 Page 11 of 68 PageD 11

16 Plaintiff Kasilag owns shares 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 12b-

distribution fees and not the investment management fees at this time

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 hG together with its subsidiaries the Hartford or Company5 an

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

flmds 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 HIMFIIs Boards of Directors shall provide investment advice and

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

investment management adminisfrative and operational services to mutual finds and managed
accounts collectively as Hartford or the Company which is also how Hartford refers to

itself in its public filings

The Hartford Funds Complex is composed of 88 mutual funds which are contained in the

following five management investment companies registered under the ICA the Hartford HLS
Series Fund II Inc the Hartford Series Fund Inc the Hartford Income Shares 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 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 requesLed 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 sincc 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 HMF 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 HIFSCOas amended and restated on November 2008 November 2009 and November

12010

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 2b- 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 Lu

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 Plain dffs and all shareholders of each of the Funds

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

21 mutual find 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 91-184 1969 Therefore the forces of arms-length bargaining

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

American economy Id

23 As result in 1940 Congress enacted the ICA recognizing that

The national public interest and the interest of investors are

adversely affcctcd when investment companies arc 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-lb1994 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 2010quotingDaiylncomeFund 464 U.S at 536 andto 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

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

economies of scale into account As result Section 36b was added to the ICA in 1970

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

which crcatcd fcderal 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 6b 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 fUnd 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 oniy 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 36b 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 $2500fL 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

I...
I...

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

http//www.dol.gov/ebsalpublications40 1k employee.html

13
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30 Section 6b itself does not set forth list of factors to be considered in

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

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

Hartford Funds Fiduciary duty includes Ihe 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 hind or when compensation to the adviser for his services is excessive in view

of the services rendered where the find pays what is an unfair fee under the circumstances

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

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

1934 HR 11995 2224 H.R 13754 and hR 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 a/so Rep 91-184 pp 15-16 the ultimate test

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

whether the investment adviser has flilfilled his fiduciary duty to the mutual hind shareholders in

determining the fee emphasis added

31 In Pepper Lit/on 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 detrimentof 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 he

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 fri 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 36b 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 Burks Lasker 441 U.S 471 481 1979 and is potentially

incestuous Gartenberg MerrillLynch 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 thc court quoted thc following commcnt madc by Warrcn Buffctt famous invcstor and

chairman of Berkshire Hathaway
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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 bad1 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

it citation omitted

36 The conflicts in the inherent structure of mutual flmds 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 finds all of which

were conceived and started by Defendant or its affiliates Defendants or its affiliates purpose

in starting maintaining and servicing mutual finds 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 wider single stsucture consisting of group of related investment companies the

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

Directors See Table Thc mutual funds themsclvcs however are basically corporate shells in

that they have few or no employees Rather the mutual finds 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 thy-to-thy administration all of which in

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

40 Each of We 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

Transfcr Agcncy and Scrvicc Agrccmcnt Ex thc Fcbruary 2008 Transfcr Agcncy Fcc

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 Complaint is

limited to the excessive investment management and 12b-1 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-li

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 l-iartford

Funds pursuant to scparatc contract with Hartford Administrative Services Company

HASCO wholly-owned subsidiary of 141G 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 fimds advisory fee See John Freeman Stewart Brown and Steve Pomerantz

Mutual Fund Advisory Fees New Evidence and Fair Fiduciary Test 61 OKLA REv 83

i3 104 2008 Freeman Brown Pomerantz Study attached as Ex i2

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 independent0 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 fmance 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.comiaskianswers/05basispoint.asp

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 88 portfolios in the Hartford Funds Complex.1

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 2009 according to publicly-available information the

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

following amounts

Lynn Birdsong $190000

Dr Robert Gavin $266500

Duane Hill $170000

Sandra Jaffee $164500

William Johnston $196500

Phillip
Peterson $196500

Lemma Senbet $159000

LowudesA Smith $189000

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

Hartford cxccutivc David Lcvcnson is also an interested dircetor by virtue of his currcnt

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

except for the Hartford Money Market Fund 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

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

Series Fund Inc the Hartford HLS Series Fund II Inc and the Hartford Income Shares Fund

Inc overseeing the 88 funds within the Hartford Fund Complex See Table Mutual funds

contained within the Hartford Series Fund Inc the Hartford HLS Series Fund II Inc and the

Hartford Income Shares Fund Inc are not at issue in this Complaint
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to subcontractors at fraction of HIFSCOs fee 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 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 andior 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 36h 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

GartenbergJ

53 In the context of 36b litigation courts have historically considered inter

a/ia the following factors Gartenberg Factors

the nature and quality of services being paid for by the thnd 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
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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 INVESTMENT MANAGEMENT
AND DISTRIBUTION SERVICES PERFORMED BY HIFSCODO NOT
JUSTIFY HIFSCOS FEE

.1 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 HLFSCO fee

collected from each Hartford Fund

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

either Wellington Management Company LLP Wellington2 pursuant to an Investment Sub-

Advisory Agreement andlor to Hartford Investment Management Company tIIMCO

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

Agreement See Composite lix 13 the IIIMF March 1997 Investment Sub-advisory

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

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

Agreement Composite lix 14 the HIMFII 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 lix 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 Hanford

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

Hartford Inflation Plus 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 HWSCO makes one-time initial determination regarding investment objectives and

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

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

services to the finds

61 Wellington is sub-adviser to the Hanford 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 detenninations 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-thy 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 thc Funds invcstmcnt objcctivc 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 finds 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 up to 3.5 times greater than the fee paid to

Wellington

64 HIMCO is sub-adviser to the Hartford Inflation Plus Fund and the Hartford

Conservative Allocation Fund and provides the thy-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 and the Hartford Conservative

Allocation Fund HIFSCO 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 and the Hartford Conservative Allocation 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 invcstmcnt obj cctivc and policics As such virtually all of thc invcstmcnt managcmcnt

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 and/or 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 arnis 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 andlor HIMCO and there is liftle if any

work left to be done by HIFSCO
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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 2009 alone HIFSCO collected nearly $23 million

in investment management fees from the Hartford Funds see 154 paying its sub-advisers just

fraclion of that fee

HARTFORD FUNDS FEE BREAKDOWN PURSUANT TO THE SAl

refers to Million and refers to Billion

hartford Fund Investment HIFSCO Fee Schedule Sub-Ad%isor Fee Schedule

Services/ annual rate based on aerage annual rate based on average

Sub-Advisory daily net assets daily net assets

Agreement

Ilarttiwd \Vdlir ton First S500 million ftoQ00 First $50 million 0.2200%

Advisers Fund Nct $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 lOB 0.5700%

Hartford Growth Wellington First $100 million 0.9000% All Assets 0.2700%

Opportunities Next $150 million 0.8000%

Fund Next $4.75 billion 0.7000%

Next $5 billion 0.6975%

Amt over $108 0.6950%

Hartford Inflation HIMCO First $500 million 0.5500% All Assets At Cost

Plus Fund Next $4.5 billion 0.5000%

Next $5 billion 0.4800%

Amt over lOB 0.4700%

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

Health Fund Next $500 million 08500% Next $400 million 0.3500/o

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

Next $5 billion 0.7975%

Amt over lOB 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 lOB 0.0700%

70 While Wellingtons fees are fraction of HIFSCOs fee upon information and

belief Wellington still makes profit Moreover assuming arguendo that HIMCOs at cost
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fee represents the actual cost of performing services HIFSCOs fee of 2.5 to 6.5 times the cost

is grossly disproportionate to the services it actually provides to the Funds See 154 In 2009

alone HIFSCO was paid total of $23473358 in investment management fees from the Funds

at issue in this Complaint Id Of that sum HIFSCO paid Wellington and HIMCO $9579617

for sub-advisory services retaining $13893741 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 except the Hartford Money Market Fund 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

bome 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 currcnt fund sharcholdcrs to pay distribution

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

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

approved Rule 12b-l 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

Expemes 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 HIESCO has done charged and

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

and other Hartford Fund shareholders to pay Defendant 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-l fees

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 fmancial
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burden Indeed Plaintiffs and the other shareholders of the Hartford Funds pay Rule 12b-I

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 12b-l HMF and HMFII uii 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 HMFIIs Boards of Directors authorized Rule 12b-l payments of

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

78 Hartfords 2009 SEC filings state that the 12b-l 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-1 fees

79 Pursuant to the IMF 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

80 Pursuant to the and HMFIIs Class Distribution Plans Fund may pay

HIFSCO total fee in connection with the servicing of shareholder accounts and distribution-
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related services attributable to Class shares calculated and payable monthly at an annual rate

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

81 Each of the Hartford Funds most recent Armual Reports ftirther provides that

each Funds 2b- fees are accrued daily and paid monthly

82 Defendant HIFSCO 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 Effcctive 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 l2b-l 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 fmaneing 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

charge if the shareholder seeks to redeem his/her Class shares and avoid such useless

distribution and marketing fees
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84 Tot 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- fees are times

higher than the advisory and sub-advisory fees combined See Table below

Auvisers Fimu 4929b $3-t4687 63.8O

Growth Opportunities Fund $15948779 $5274826 33.07%

Inflation Plus Fund $6321876 $5245536 82.97%%

Conservative Allocation Fund $298999 $896293 299.76%

Global Health Fund $5554355 $1812431 32.63%%

Totals $33052975 $16373773 49.54%

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- 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 2b-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 mle

then the institutional holders of the 12b-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
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the Plaintiffs or the Funds The adoption and continuation of the distribution fees therefore is

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

87 The 2b-1 fees paid by the Funds are excessive because they are based on the

ne 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 Dcfcndant HIFSCO constitutcs brcach of HIFSCOs fiduciary duty to

the Funds with respect to such compensation

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

marketing selling and distributing each find 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

89 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

with respect to such compensation The excessive distribution fees represent additional

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

THE HARTFORD FUNDS BOARDS OF DIRECTORS WERE NOT
ACTING CONSCIENTIOUSLY IN APPROVING THE INVESTMENT
MANAGEMENT AGREEMENTS AM RULE 12b-l DISTRIBUTION

PLANS

9ft Tn .Jonc the Supreme Court adopted fiduciary duty standard for 36h 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

12b-1 fees The fee-setting process undertaken by the Boards lacked the requisite integrity care
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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

91 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 finds and are comparable to fees that would be negotiated at anns

length

92 Each Hartford Board in this casc thc identical nine people for all 88 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 find-by-find 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

to the services provided and correspond with fees that would be charged in an arms length

negotiation

Investment Management Agreements

93 Congress has fortified fluid directors oversight responsibilities by adopting

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

management contracts

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

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

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

HMF and HMFLI 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

approximately 88 Finds in the Hartford Funds Complex No public information is disclosed on

the lcngth of thc meetings of these Boards of Dircctors othcr than thc fact that they took placc

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 l2b-l Distribution Fee

Agreements

96 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

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

97 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 mutual funds including over 88 funds in the Hartford Funds Complex regardless of

the dedication sophistication and the individual educational and business qualifications of the
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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

98 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 ifany

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

information for all 88 funds within the Hartford Funds Complex during their two-day meeting

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

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

careflilly reviewing the fairness of investment management fees for individual finds

100 Furthermore even if statutorily non-interested the Directors are in all

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

the Funds and their shareholders In particular upon information and belief Defendant does not

provide the directors with sufficient information to flulfill their obligations factor

demonstrating that the fee-setting process lacked good faith and integrity in violation of ICA

36b

101 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
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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

102 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 hG

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

obligations to certain broker-dealers for the marketing and distribution of funds Ed In light of

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

and approving any HIFSCO fee agreements

103 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
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grow overtime 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

104 The foregoing assures that the HMF and FIMFII Directors do not understand

Defendant HIFSCOs true cosL 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-adviscr 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

105 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 270.1 2b- 1d

In addition minutes must be maintained to record all aspects of the directors deliberation and

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

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

benefli the company and its shareholders 17 C.F.R 270.12b-le

106 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 2b-1 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
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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

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

studied whether shareholders do iii fact reap the benefits of 12b- plans and concluded that

shareholders as distinguished from the fund advisers do not benefit from 2b-1 fees

Prior studies havc provided evidence that shareholders are not

receiving sufficient benefits from expense scale economies to

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

ratios are higher for finds with 2b- fees by almost the entire

amount of the fee This study confirms these results using more

recent dataset In all the evidence demonstrates that 2b-1

plans are successful at attaining faster asset growth however

shareholders do not obtain any of the benefits from the asset

growth This result validates the concerns raised by opponents of

12b-1 plans about the conflicts of interest created by these plans

12b-l plans do seem to be successful in growing find assets but

with no apparent benefits accruing to the shareholders of the find

Although it is hypothetically possible for most types of funds to

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

Fund Flows Expenses andReturns 2004 at 18

108 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- and ICA 12 thereby establishing violation of 36b

38

0000041



Case 11 1-cv-01083-RMB -AMD Document Filed 02/25/11 Page 42 of 68 PageD 42

109 truly independent board would not have tolerated the 2b-l 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 conLinued

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

unable to act conscientiously and ftilfill theft 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 SOa- 15c

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

negotiations when approving the fees charged to the Funds

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

to review the Funds Investment Management Agreements and 12b-1 Distribution Plans then the

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

fees

112 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 6b breach of HIFSCO fiduciary duty to the

Funds with respect to such compensation
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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

113 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

114 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 theft 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

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

115 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
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Funds sub-adviser is indicative of the fee the Funds should pay for the investment management

services See 154 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 desiated funds

116 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

117 Other investment advisers who offer services to finds 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 fcc structure imposed by

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

length bargaining

118 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

by Vanguard to provide investment advisory services to number of the Vanguard mutual flind

While Vanguard provides services to the Vanguard finds at cost the investment management

services for its actively managed finds are provided by external managers such as Wellington

who subcontract with Vanguard for negotiated fee and earn reasonable profit for its services
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119 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 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 largc cap growth funds rcspcctivcly Thc following tabic contains sidc-by-sidc

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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tti FUIUI Wellington Fee for Vanguard Most Recent Fee

annual rate based on Providing SubAdvisory Fund Schedule for

average daily net assets Services to the Hartford comparable Vanguard

Funds inestment Funds based on

classification average daily

net assets

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

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

Health Next $4 billion 0.8000% AmL 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 million 180O/ Wellington ended November

Moderate Next $4 billion 0.5750% Next $350 million 1500/ Fund 30 2010 the

Allocation Next $5 billion 0.5 725% Amt over $500M 1250/o Moderate investment

Amt over $10B 0.5700% Allocation advisory fee

represented

Annual rate of

0.07% of the

funds average

net assets

Hartford First $100 million 0.9000% All Assets 02700% Vanguard For the year

Grovth Next $150 million 8000% Morgan ended September

Opportunities
Next $4.75 billion 0.7000% Growth Fund 30 2010 the

Fund Next $5 billion 0.6975% Large Cap investment

Large Cap Amt over $1OB 0.6950% Growth advisory fee

Groc1h represented

Annual rate of

0.16% of the

funds average

net assets

120 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 2009 alone For

example the first breakpoint that HIFSCO charges to the Hartford Growth Opportunities Fund

does not start until $100 million at 90 basis points which is almost 5.5 times greater than the
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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 timesgreater than the advisory fee schedule

for Vanguards comparable health fund Id Similarly the Harford Athisers 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

121 The Vanguard fccs set forth in the above table 19 arc 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 Serviee Performed hy

Advisor Invesiment Athisor

HIFSC Hart Ird Funds povidc investment advice and recommendations

to each fluid 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 andor 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 arid administer an investment program for

the fund determine the securities to be purchased

or sold for the fimd provide the fund with records

concerning Wellingtons activities and render

regular reports to the Hoard of Trustees

122 Further HIFSCOs l2b-1 fee structure imposed by HIFSCO on the Hartford

Funds far exceeded the fees that would be paid as result of arms-length bargaining For

example the comparable Vanguard funds discussed above do not charge any 12b-1 fees
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Hartford Fund .i2b.4FeØ JIb-i iIb4FeeE 1..EÆiiY Vanguard Fund 2b-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

123 Defendant andlor its affiliated entities also provide investment management

services to third-party institutional or separately managed accounts

124 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 fimds 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

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

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

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

services that are not provided to non-mutual flmd clients.4 As result the comparison of the

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

the institutional accounts is entitled to considerable weight

126 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

127 While managcr may cncountcr diffcrcnt lcvcls 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 fluids and mutual fluids

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

reason for portfolio management costs being higher or lower Stc John Freeman Stewart

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

627-28 2001 the Freeman Brown Study attached as Ex 17 Indeed mutual find as

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

between finds 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 find managers can be most difficult

and embarrassing for those selling advice to mutual fluids Id at 671-72

128 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

plans andlor mutual fluids unaffiliated with Hartford such as the State Board of Administration

of Florida the State of Connecticut and Montgomery Street Income Securities Inc
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129 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 2009 HIMCO

charged Montgomery Street Income Securities Inc closed

cnd mutual flmd total annual invcstmcnt managcmcnt fcc 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

.11%.5 In fiscal year 2009 HIMCO received fee of

approximately $444000 for advising an approximately $407

million account Meanwhile in 2009 the Hartford Inflation

Plus Fund fixed income fund with average assets under

management of $1.5 billion paid approximately $4.5 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 HTFSCO

Plaintiffs and other shareholders invested in the Hartford

Inflation Plus Fund paid approximately 52 basis points

I-IIMCO also manages an approximately $2 billion fixed

income account for the State Board of Administration of

Florida For fiscal years 2007-2008 and 2008-2009 the State

Board of Administration of Florida paid basis points and 10

basis points respectively to the investment advisers of its

fixed income accourns.16

130 In 2009 the hartford Inflation Plus Fund fixed income fund paid investment

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

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

fees paid to HIMCO by fiscal year

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

HIMCO charges would deviate materially from the reported aggregate fee particularly given

that the fee is in line with what HIMCO charges the State of Connecticut
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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 $1.5 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 $6

million per year

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

charging thc Hartford Funds to whom thcy 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

TIlE ECONOMIES OF SCALE ENJOYED IN CONNECTION WITh TIlE

INVESTMENT MANAGEMENT AND DISTRIBUTION SERVICES

WERE NOT PASSED ON TO THE PLAINITFFS AND OThER
SHAREHOLDERS 01 THE FUNDS AS REQUIRED BY SECTION 36b
BUT WERE KEPT BY DEFENDANT HIFSCO P4 VIOLATION OF ITS

FIDUCIARY DUTY

132 The amount of the compensation received by the adviser should be evaluated in

context with the economies of scale realized by find Economies of scale are creatcd when

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

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

assets under management

management efforts the most important and most

expensive inpat frito 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

Swensen Unconventional Success Fundamental Approach to Personal Investment 238

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

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

management and is charged fec 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

134 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 flmd 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

the value of the securities or additional contributions by current or new shareholders approaches

number at or close to zero
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135 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 sersices 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 Committce on Commcree 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

136 Tn addition the most significant academic research undertaken since the

Wharton School study in the 960s 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 hind 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

hind 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

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

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

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

Schonfeld Thomas M.J Kerwin Organization of Mutual Fund 49 Bus Lw 107 1993
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138 As thnd 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 uwth 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

commcnsuratc cfforts on thcir part

139 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

140 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

141 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

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

shareholders by reducing andlor eliminating the management and distribution fees and other

costs charged to the funds by Defendant

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

meanmgfiil 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 thc economics of scalc 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

144 For instance the first breakpoint occurs 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 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
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145 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 H1FSCO 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 fcc reductions bcginning 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

146 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

147 Wellingtons sub-advisory fees are substantially lower than HIFSCOs 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

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
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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 FIIFSCO

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

148 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

149 Given that the investment management and distribution fees paid to FHFSCO

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 2b- in

breach of HIFSCOs 36b 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 EXCESS WE FEE

150 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

151 Following discovery Defendants tn.te 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
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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 prolitability to Defendant of managing

the Hartford Funds

152 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 H1IFSCO pays its

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

153 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

154 HIFSCO has collected investment management fees of over $250 thousand per

year for its smallest funds while paying the sub-adviser only $39 thousand per year to nearly

$11 million per year for the largest funds while paying the sub-adviser only $5 million See the

following table
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2009 HARTFORD FUNDS HIFSCO FEES RETAINED AFTER PAYMENT TO SUB-

ADVISERS WELLINGTON HIMCO PURSUANT TO THE SAl

iii estment %etbd
Ices/Sub- IH
hicor

reement

Hartiord Wellingtor $3821.45 $1107.5 IS $2713936 71.02%

Advisers

Fund

Hartford Wellington $10981675 $4967104 $6014571 54.77%

Growth

Opportunities

Fund

Hartford HIMCO $4540815 $1781061 $2759754 60.78%

Inflation Plus

Fund

Hartford HIMCO $259330 $39669 $219661 84.70%

Conservative

Allocation

Fund

Hartford Wellington $3870087 $1684268 $2185819 56.48%

Global

Health Fund

Totals $23473358 $9579617 $13893741

155 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 approximately $14 milliondollars in fiscal year 2009

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

to sub-advisers and performing little if any additional work HIFSCO retains between 55% and

85% of these investment management fees resulting in exorbitant profits See 154

157 Pat another way the true cost of investment management services should

represent 15% to 45% of HIFSCOs fee to the Hartford Funds which correlates to the fees

charged by Wellington andior HIMCO In fact as an external for-profit sub-adviser the fees

charged by Wellington to HIFSCO include Wellingtons costs plus reasonable profit

158 Indeed the Hartford Funds disclosures characterize the fees charged

as at cost See 69 Assuming arguendo that HIMCOs sub-advisory services truly are

provided at cost and do not include any markup or built-in profit HIIMCO cost to provide

advisory services to the Hartford Inflation Plus Fund and the Hartford Conservative Allocation

Fund in 2009 were at most approximately 12 basis points and 1.8 basis points respectively For

performing little if any additional services to the finds HIFSCO nevertheless charged the

Hartford Inflation Plus Fund fee that is nearly 2.5 times and in the case of the Hartford

Conservative Allocation Fund fee that is almost 6.5 times HIMCOs costs

159 This subcontracting arrangement led to fees that were disproportionate to

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

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

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

the receipt of such compensation

161 HIFSCO has also collected 12b-l distribution fees of over $17000000 for the

Funds See the following table
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2009 HARTFORD FUNDS 1213-1 DISTRIBUTION FEES PURSUAN TO THE SAl

Fund class class flass class

Hartford Advisers lund $l.369.Th9 $825322 $949576

Hartford Growth Opportunities Fund $2265142 $346912 $1747200 $915572

Hartford Inflation Plus Fund $1115490 $859514 $3270532

Hartford Conservative Allocation Fund $287954 $212525 $395814

Hartford Global Health Fund $641795 $364786 $805850

Hartford Money Market Fund $383511 $228059 $439974

Totals $6063681 $2837118 $7608946 $915572

162 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

163 The 2b-1 fees were therefore disproportionate to the services actually rendered

resulting in huge profits for HIFSCO

164 The 2b-1 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 DERIVATWELY
ON BEHALF OF THE HARTFORD ADVISERS FUND TIlE HARTFORD GLOBAL

HEALTH FUND THE HARTFORD GROWTH OPPORTUNITJES FUND THE
HARTFORD INFLATION PLUS FUND AND THE HARTFORD CONSERVATIVE

ALLOCATION FUND COUNT FUNDS

Investment Management Fees

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

Count as if filly set forth herein

166 The Defendant had fiduciary duty to the Count Funds and their investors

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

by and to such Defendant

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

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

with respect to such compensation

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

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

compensation as defined by 6b

169 The fees received by Defendant breach HIFSCOs fiduciary duty to the Count

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

violated 36b of the ICA

170 As direct proximate and foreseeable result of Defendants breaches of

fiduciary duties in its role as investment adviser to the Count Funds and their investors the

Count Funds and their shareholders have sustained many millions of dollars in damages
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171 In charging and receiving inappropriate and unlawful compensation and in

failing to put the interests of the Plaintiffs and other shareholders of the Count Funds ahead of

its own interests Defendant has breached and continues to breach its statutory fiduciary duty to

Plain Ills in violalion of 6b

172 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 rcccivcd from the Count Funds and earnings that would have

accrued to Plaintiffs had that compensation not been paid

173 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 Count Funds on behalf of the Count Funds be rescinded thereby requiring

restitution of all investment management fees paid to it by the Count Funds from one year prior

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

disbursements attomeys 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 DERIYATWELY
ON BEHALF OF THE HARTFORD FUNDS

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

Compensation for Investment Management Services

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

Count II as if fully set forth herein
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175 The 12b-l fees charged and received by Defendant HIFSCO were designed to

and did extract additional compensation for Defendants management services in violation of

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

opposed to markei forces continued participant contributions or appreciation contribLtted to the

growth in assets of the Hartford Funds the resulting economies of scale benefited only

Defendant and not the Hartford Funds or their shareholders such as the Plaintiffs

176 In failing to pass along cconomics-of-scalc bcncfits from thc 12b-1 fccs and in

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

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

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

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

violation of 36b both as result of negotiation process that lacked good faith and integrity

andlor with respect to the substantive amounts of the fees

177 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 Hartford Funds as well as earnings that would have accmed to

Plaintiffs had that compensation not been pakL

178 Alternatively the Plaintiffs seeks rescission of the Rule 12b-1 Distribution

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

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

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

requiring restitution of all 12b-1 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
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disbursements attorneys fees fees of expert witnesses and such other items as may be allowed

to the maximum permitted by law

WHEREFORE Plaintiffs demand judgment as follows

An order declaring that Defendant has violated and continues to violate ICA 12

6b and Rule 2b-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 Dcfcndant 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 and/or 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 pennitted 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 Count Funds and rescinding the Rule 12b-1

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

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

Funds and the 12b-l fees paid to it by the Hartford Funds from period commencing one year

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

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

may be allowed to the maximum extent permitted by law
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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 February 25 2011

Respectfully submitted

LEVY PhILLIPS KOMGSBERG LLP

By SI Danielle Disporto

Danielle Disporto

Moshe Maimon

800 Third Ave

New York NY 10022

212 605-6200

SZAFERMAN LAKIN1 BLIJMSTEIN BLA1ER
P.C

Arnold Lakind

Robert Lakind

101 Grovers Mill Road Suite 200

Lawrenceville NJ 08648

609 275-4511

Attorneys for PlainttJs

63

0000066



Case 111cv0I083RM8 AMD Document FHed 02/25111 Paqo 67 of $8 PageD 67

TABLE

LAtt1TORD ilLS SflkS4JNfl INC
RAR1FMW RI FUM INC

flARDORU WCOM RASJVNJrL
ILrC tnt pufe with hzh that

ot ht tSR mpkd

64

HARI FORD MUTUAL
PtiIflS INC llA1flORDMU1UAL

FL NOS IL INC

GINa Hth Fund

nain Pius Fwid

Cn.rvv Ihon und

Market Fund

Growth Opp tunV FUn

0000067



Case 11 1-cv-01083-RMB -AMD Document Filed 02/25/il Page 68 of 68 PageD 68

TABLE II

ADVISERS FUND
Adviser HIFSCO

Advisory

12b-I

Sub-adviser WELLINGTON

Sub-advisory not

challenged in Complaint

65

GLOBAL HEALTH FUND
Adviser LIWSCO

Fees Advisory

12b-i

Sub-adviser WELLINGTON

Sub-advisory not

challenged in Complaint

INFLAIION PLUS FUNI
Adviser

Advisory

iZb-1

Sub-adviser LILMCO

ga Sub-advisory not

challenged in Complaint

IIMF

opeii-end uisusgeiuent iiisesliiierit company registered
uiider the ICA

MONEY MARKET FUM
Adviser HIFSCO

Fees Advisory not

ciallenged inComplaint

2b-1

Sub-adviser HLMCO
Eca Sub-advisory not

challenged in Complaint

cONSERVATIVE ALLOCATION
FUND

Adviser HWSCO
Feesr Advisory

12b-I

Sub-adviser IIIMCO

Sub-advisory not

challenged in Complaint

IIMFII
open-end management investment company registered

under the ICA

GROWTH OPPORTUNITIES FUND
Adviser HLFSCO

Advisory

12b-i

Sub-Adviser WELLINGTON

Sub-advisory not

challenged in Complaint
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AO 440 Rev 12/09 Summons in Civil Action

UNITED STATES DISTRICT COURT
for the

District of New Jersey

JENNIFER KASILAG et al

Plaint If

Civil Action No

HARTFORD INVESTMENT FINANCIAL SERVICES

_________________
LLC

Defendant

SUMMONS IN CIVIL ACTION

To Defendants name and address Hartford Investment Financial Services LLC

do Corporation Service Company

2711 Centerville Road Suite 400

Wilmington DE 19808

lawsuit has been filed against you

Within 21 days after service of this summons on you not counting the day you received itor60 days if you

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

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

the ledera1 Rules of Civil Procedure The answer or motion must be served on the plaintiff or plaintiffs attorney

whose name and address are

Daniello Disporto

Levy Phillips Konigsberg LLP

800 Third Avenue

New York NY 10022

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

You also must Ic your answer or motion with the court

CLERK OF COURT

Date
_________________________

Signature of Clerk or Depury Clerk
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AO 440 Rev 12/09 Summons in Civil Action Page

Civil Action No

PROOF OF SERVICE

This section should not be with the court unless required by FeEL av

This summons for name of individual and title any
______

was received by me on daze

personally served the summons on the individual at place

__________________________________________________________
Ofl dale or

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

person of suitable age and discretion who resides there

Ofl dale
__________________

and mailed copy to the individuals last known address or

served the summons on name af individual who is

designated bylaw to accept service of process on behalf of name of organization
_________________________

Ofl dale or

returned the summons unexecuted because or

Otherspec

My fees are for travel and for services for total of$ 000

declare under penally of perjury that this information is true

Date _______________________ _____________________________
Server signature

Printed name and title

Servers address

Additional information regarding attempted service etc
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EXHIET 5.2

IPVESTh4ERT WJthS1P4ENT AGEUSEC WITH
canrrono ncvrstrscut rrNnsclAn osotvxCua caeynsr

RAGE

THVERIMENT IaIIAGEMEWT AIREENEfl

This Agreement is cede by and between Hartford lnvestaeet Financial
Services Company Delaware corporation 1121Cc5 and ITT Hartford Mutial

Funds Inc Maryland corporation the Company whereby HIFSCO will act as

thvastseent manager to each series of the Company as listed on Attactrect eath
Portfolio and together the Portfolios and any future esriss as agreed to

between SIFECO and the Cosany

WHEREAS the Cesupeny and HISaO wish to enter into an agreement setting
forth the services to be performed by NIFSCO for each Portfolio of the Crmany
and the terra and conditions under which such services will he performed

NOW Tazarstea ie consideration of the promises and the mutual agraseents
herein contained tha parties hereto agree as follows

GENERAL PROVISION

The Carpeay hereby employs RITOCO and HIFSCO hereby undertakes to sot
as the investment manager of the Conpsny and to each Portfolio and to

perform for the Csny such othar duties end functions as crc
hereinafter set forth and much other duties as Iaay be necessary or

appropriate in connection with its services as investment manager
HIFOCO shall in all matters give to the Coepsny and its moerd of

Directors the benefit of its beet judgment effort advice end
raccaaeendetioce end shall at all tires conform to and use its best
erforts to enable the Company to conform to ii the provisions of the
Investment Caspeny Act of 1942 the Investment Ceepeny Ant and any
roles or regulations thereunder ii any other applicable proviaiona
of state or federal law iii the provisions of the Articles of

Inoorporetion end Oy-Lawa of the Company am amended Iron tiess to time
iv policies and determinations of the Board of Eireotnra of the

Coepany the fandsaentsl policies and inveatnent restrictiase of
the Company and Portfolios es rertected in the Companys registration
statement under the Investment Company Ant or as euoh policies may
frogs time to tire be anenfed by the Companys shareholders and lvi
the Prospectus end Statement of Additicoal Information of the Corpsny
to effect from tine to tine The appropriate officers and employees
of 3121Cc shall he available upon reasonable noUns for coneoltation
with any of the Directors and officers of the Company with reepect to

any mettsrs foaling with the businsee end affairs of the Company
including the valuation of any of each Portfolios .eourities which

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

INVESTMENT MANAGEMENT SERVICEP

flisOCO shail subject to the cirectioc and control by the

Companys aoerd of Dirsotore regularly provide ievestasnt

advice end recornendations to each

PAGI
Portfolio with respect to its

invsrtaenta investment policies and the purchase and sale of

securitiemp ii eupervise continuously the invaatmeoet program of
each Portfolio and the composition of its portfolio securities
and determine tat securities shall be purchased or cold by each

Portfolio and iii arrange subject to the provisions of

paragrsph hereof for the purchase of securities and other

inveetmente for each Purtfnliu and the eele of securities end
other investments held in each Portfolio

hi 3110Cc shah provide such economic and atatisticsl data relating
to each Portfolio and such infereatioe concerning iogsortont

economic political and other developments as EIIHCO ehali deem

appropriate or em shell be requeeted by the Companys Board of
Directors

AIMINISTRATIVE SERVICES

Xc sddition to the performance of invesassot advisory serviees 3121CC
shall perform the following services in connection with the

esnegmeent of the Company

assist in the wervision of all aspects of the Companys
operation including the coordination of ill matters relating to
the functions of the custodisn transfer agent or other
shareholder servioing agents if any accountants attorneys
and other parties performing services or operetionel functions
for the Coepeny

provide the Company with the aervtcas of persons who mey he
UFSCOs officere or employees competent to serve as officers of
the Cany and to perform such administrative and clericsl

functions ss are necsaeary in order to provide effcotivo

adminiatration for the Company tnclcdiog the preparation and
asintenaocs of required reports books end records of the

Cosopenyt and

hltp//www.sec.gov/Archives/cdgar/data/1 0O64l5/0000912057-97-021465.txt 1/6/2011
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Ic provide the Company with adequate office apace and related

services necessary for its operetimia as contemplated in this

Agreement

Sum-ADVISERS AND SUB-CCSSrNACTORS

xISSCO upon approval of the Board of Directors and shareholders when

appropriate say engage one or more investment advisers uhich era

either registered as such cx specifically exempt from registration

under the Investment Advisers Act of 1943 to act as subadvisers to

provide with respect to existing and future Portfolios of the

Company sozie or all of the aervicea set forth in sections sod of

this Agreement In addition NIF5CO nay subcontract for any of the

administrative services listed in Section

BROKERAGE TRAIISACTIDNS

PAGE

When placing orders for the purchase or sale of Portfolioa

securitIes EIFSCO sr any aubsdviaar spproved in accordance with

ssction of this Agreement shall use its beet effnrts to nbtsin the

beet net security price available for Portfolio Subject to and in

socordsnce with miy directions which the Board of Directors may iasue

roe tame to time JIFOCO or the cubsdviaer if applicable say also

be authorized to effect individual securities transacttons at

commission rates in excess of the minieia ccetesio rates available

if xiveco or the aubadviser if applicable determInes I.e good faith

that such assnunt of coasission is reasncoble in relation to ths value

of the brokarags or research services provided by such broker or

daslar viewed in terms of either that particular transtetion or

BXFSCOs or the aubedvisers overall rssponaibllities with respect to

Portfolio and other advisory clients The execution of such

trsnaactions shall not be deesiad to represent an unlawful act or

breath of any Outy created sty thIs Agreement or otherwise acraco ox

the subadviser will precptly consaunicate tn the enard of Directors

such information relatng to portfolio trensactiona as the Board may

reasonably request

EXPENSES

Expenses to be paid by the Company Include but are cut limited to

fl intarast and taxes 41 brokerage onmiealnrnt iti premium for

fidelity and other insurance coverage requisite to the Companys

operations iv the fees and expenses of its con-interested

directora.v legal audit and fund accounting eupenees vi
custodian and transfer agent fees and expenses Cvii expenses

Incident to the redeeption of its shares viti fees and ezpanses

related cc the registration under federel and state .tenuritiss laws of

ahares of the Company for public sale ix espenses of printing and

mailing prospeotuaes reports notices and proiy material to

shareholders of the Company Ca sli other expenses incidental to

holding meetings of the cempanys ehsraholdcrs and xi such

extraordinary non-recurrisg axpecaea as may arise including

litigation affecting the Company and ally cbligation which the Company

nay have to Indassnify Its officers sod Directors with respect thereto

Any officer er naployes of 5tIFSCO nr of any entity controlling

controlled by or under canon control with HIFSCO tto may slso serve

as officers directors or at9slcyees of the Company shall not receive

any compensation free the ccepeny for their eesviees

CC54PENSAPION OF NIFSCO

As cmpeneation for the services rendered hi NlyStO each Portfolio

shall pay to NIFSCX as promptly as possible after the last day of each

month during the tern of this Agreement fee accrued daily and paid

monthly based open the follewing aoeusl rates end upon the calouieted

daily net aeset value of the Pnrtfoflot

MONET sesiucsl FUND

Net Asset Value Annual Rate

first $500000000 0.50%

Neat $100000000 0.45%

Amount Over $1 Billion 0.40%

THE BOND xacaex STXATEDX 0USD

Net Asset value Annual sate

rust $500000000 0.65%

Next 9500 000 000 0.55%

http/fwww.sec.gov/Archivesledgar/data/1006415/00009l2057-97.O2l465.txt
1/6/2011

0000074



Case 211-cv-01083-DMC -JAD Document 1-3 Filed 02125/11 Page 4of 94 PageD 75

Page of

Asteunt over 51 Billion 0.50

SMALL COMPANY FUND AND afrrNNAftONAI DPPONTUBIIIIS FUND

Net asset Value Annual Rate

First $505505000 0.55%

Next 0500050000 0.75%

Account Over $1 Pillion 0.70%

CAPITAL IPPRrIATIDN FUND AND STOCK FUND

Net Asset Value annual Rate

First $500 000005 0.00%

Nest $500000000 0.70%

Amount over $1 Billion 0.65%

DIVIDSND AltO UROWTN FUND AND JWflSFRS FUND

Net Asset Value Annual Rate

First $500505000 0.75%

Next $500000005 0.65%

Amount Over $1 Billion 0.60%

RIFSCO or an affiliate of NIFBCO may agree to aubaidire any of the

Portfolios to any level that BIFOCO or any such affiliate may specify

Any aach usderteking stay be xcdified or iiscoaitlnued at any time

If it is necessary to calculate the fee for period of tire which te ieee

than tenth then the fee shall be calculated St rite annual rates

provided above but prorated for the nueber of days elepsed in the tenth in

question cc percentage of the total outer of days in euch month ii
based upon the everage of the Portfolios daily net eseet value for the

period Sn question and iii paid witbLn reaeonable tire after the cloee

of such period

PACE

3.ttRBittTt or sIenna

NIFSCO shall not be liable for any loss or losses eustaifled by reason

of any investsent inoluding the purohase holding or sale of any

security or with respect to the administration of the Omnpeny as

long cc NIESCO shall have acted in good faith and with due care

provided however that no provision in this Agreement shell be deemed

to protect NIFSCO against any liability to the Coxgany or its

shareholders by r.seon of its willful miefesasnce bad faith or gross

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

reckless dieregard of its obligations and duties under this Agreement

DURATION OF ACREEMENT

this Agreement ehall be effective on March 1997 end shall

continue in effect through July 22 1990 This Agreement unleee

sooner terminsted In accordance with 9b below shalt uonLloue

in effect from Fear to ax thereafter provided that its

continuance is specifically approved st least annually by

vote of majority of the leathers of the Board of Directors of

the Company ox by vote of majority of the outstanding voting

securities of esob Portfolio and in either event by the

vote of majority of the aechere of the Cmsçsenys Board of

Directora wao are ont parties to this Agremimnt or interested

roreons ad any such patty cast in person at meeting called or

the purpose of voting on this Agreement

This Agreement may be terminated at any time without the

psyscent
of any penalty either by vote of majority of the

members of the Board of Directors of tbe Company or by vote of

majority of the Portroiio outstanding voting securities on

siuty days prior written notice to NIF5CO shall iamndtately

terminate in the event of its assignment and tray be

terminated by NIFUIX on sixty daya prior crittmit notice to the

Portfolio but such termination sill not bs effective until the

oorttnlis shall have contracted ith one or more persona to serve

as sucoessor investment adviser for the Portfolio and such

persons shall berm assumed such poettiosi

As need in this Agreement the terms eesignment interested

person and vote of majority of the Company outstanding vot.ng

securities shall have the mmaniags set forth for euoh tarms in

the 1040 Act as szsendsd

PAGE

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 notlcs Ia to be given at such

httn//www.sec.aov/ArcbiveS/edRar/data/l00641 5/0000912057-97-021465 .txt 1/6/2011
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partys current address

10 OTHER ACTIVITIES

Nothing in this A.greemer.t shall limit or restrict the right of any

director officer or employee of HIFSCO to engage in any other

business or to devote his or her time end attention in pert to the

management or other aspects of any other business whether of

oizeilsr nature or dissimilar nature nor to lImit or restrict the

right of HIFHCO to engage in any other buainesa or to render services

of any kind to any otner corporation firm individual or association

11 ADtITIOIJAL SERIES

the anendisent of this Agreement for the sole purp000 of adding ens or

more Portfolios shell not be deemed so sisendeent affecting an already

existing Portfolio and requiring the approval of shareholders of that

Portfolio

12 INVALID PROVISIQ5S

ir any provision of ibis Agreement shall he held or made invalid by

court decision statute rule ox otherwise the remainder cf this

Agreement shall not be at factS thereby

13 OOVERMIMO LAM

To the extent that federal securities laws do not apply this

Agreement and all performance hereander shall be governed by ths laws

ef the State ef tonnscticut which apply to contracts made end to be

performed in the Stats of Connecticut

PAdS

IN MITMFiSS WHEREOF ths parties hareto have caused this Agreement to be

executed on the 3rd day of March 1997

WiA75ORD fl4VEOIISflIT FIHAI4CIAL

SERVICES C5PA1IT

/s/ Joseph Garsao

By Joseph Garetu

Title Cnaouttvs Vice president

III HARTFORD MUTUAL FUMPS INC
on behalf of

ITT Hartford Small Company Fund

in Hartford Capital Appreciation Fund

In Hartford International opportunities Fund

ITT Hartford Dividend and Growth Fund

It Hartford Stock rund

ItT Hartford Advisers Fund

nt Oertford Hand Income Strategy Fund

If Hartford Money Market Fund

/3/ Andrew icoteike

ey Andrew Mulinke

Title Vice President

ATTMHMENf

lbs following series of tne ic Hartford Mutual Funds luc are made part of

this egreemeet

ITT Hartford Small Company Fund

ITT Hartford Cspial Appreciation Fund

TTT Hartford Xnternatienal Opportunities Fund

ITT Hartford Dividend and Growth fund

131 Hartford Stone Fund

In Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

TT Hartford Money Market Find

oatS March 1997

httn//www.secgnv/ArchiVeS/ed2ar/data/l 00641 5/0000912057-97-021465.lXt 1/6/2011
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DOCUMENT
TYPEEX-99 .D.V

SEQUENCE7
cFILENAMEb457BOhlexvB9wdWv txt

CDESCRIPTIONM4ENDMENT 44 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 HIFSCO and The Hartford Mutual Funds

Inc formerly known as ITT Hartford Mutual Funds Inc dated Match 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 Hartfcrd 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%

Amount Over $1 Billion .90%

C/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 /5/ Andrew Kohnke

Andrew Kohake

Senior Vice President Investments

THE HARTFORD MUTUAL FUNDS INC

on behalf of
The Hartford Global Health Fund

The Hartford Global Technology Fund

By /s/ David Znamierowski

David Enamierowsici

President

/TEXT
/DOCIJMENT

1/6/2011
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DOCUMENT
TYPEEX-99 D.VIII

SEQUENCE10
FILENABEb45788hlexV99Wdwviii .txt

DESCRIPTIONANENDMENT TO INVESTMENT MGMT AGREEMENT

TEXT
PAGE

EXHIBIT 99.dviii

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 Ino

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

amended the IlAgreementul The Hartford Income Fund The Hartford Inflation Plus

Fund The Hartford Short Duration Fund The Hartford TaxFree California Fund

and The Hartford Tax-Free New York Fund are hereby included in the definition of

Portfolio All provisions in the Agreement shall apply to the management of The

Hartford Income Fund The Hartford Inflation Plus Fund The Hartford Short

Duration Fund The Hartford TaxFree California Fund and The Hartford Tax-Free

New York Fund except as stated below

The advisory fee for the five new portfolios shall be accrued daily and

paid monthly based upon the following annual rates and upon the calculated

daily net asset value of the Fund

The Hartford Income Fund and The Hartford Inflation Plus Fund

TABLE
CAPTION

Net Asset Value Annual Rate

First $500 million 0.5D%

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 he

executed on the 31st day of october 2002

HARTFORD INVESTMENT FINANCIAL THE HARTFORD MUTUAL FUNDS

..FA fIflCAI c/flflflflflCfll 2Cfllflfll Cfl/hACYQQ1.1 -QO fll /fll
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SERVICES LLC INC

on behalf of

By /5/ David Znaniierowski The Hartford Incone Fund

The Hartford Inflation Plus Fund

David Znaxnierowski The Hartford Short Duration Fund

Senior Vice President Investments The Hartford Tax-Free California Fund

The Hartford Tax-Free New York Fund

By /5/ David Znamierowski

David Znainierowslci

President

/TEXT
DOCUMENT

httn/Iwww.secgov/Archivesledizar/datallOO64l 5/000095013503001 502/b45788h1exv99.. 1/21/2011
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DOCUMENT
CTYPEEX- 99 DCX
SEQUENCE3
FILENAMEb534 9Bmfexv99wdxxy txt

cDESCRIPTIONMENDMENT 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 Portfclio

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

CC
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 Ailccaticn 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

httn//www.sec.gov/Archives/edgar/dathil 006415/00009501 15flcflfl0MR/hc1S0RnfevtQ0n 4flA1
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By Is David Znaxnierowski

David Znaxnierowski

Senior Vice President

c/TEXT
c/DOCUMENT

By /s/ David Znarnierowski

David Znamierowski

President

ts_. ii... .. ..-..I I.. /..J....JAa. 11 rULCA CJAAAAACA1 CACV%flil O/kC1AflQ..4c..flfl..7 1./flAl

Page of
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EX-99.BD.I a09-31922_lex99dbddi.htm EX-99.BD.J
Exhibit 99.Bd4

INVESTMENT MANAGEMENT AGREEMENT

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

company the Adviser and The Hartford Mutual Funds Inc corporation organized under the laws of the State of

Maryland the Company on its own behalf and on behalf of cach of its series listed on Schedule hereto as it may be

amended from time to lime each Pcrtfolio 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 is accordance with the provisions of the 1940 Act and HIFSCO is

willing to furnish such services upon the terms and conditions herein set forth

NOW THEREFORE in consideration of the premises and the mutual agreements herein contained the parties

hereto agree as follows

General Prevision

The Company hereby employs the Adviser and the Adviser hereby undertakes to act as the investment manager of

the Company and to each Portfolio and to perform for the Company such other duties and functions as arc hereinafter set

forth and such other duties as may be necessary or appropriate in connection with its services as investment malmger 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 confórmto and use its best efforts to enable the Company to conform to the

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

iii the previsions of the Articles of Incorporation and By-Laws of the Company as amended from time to timeiv the

policies and determinations of the Board of Directors of the Company the fwidarnental policies and investment

restrictions of the Company and Portfolios as reflected in the Companys registration atatement 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 lime 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 Porttblios

securities that are either not registered for public sale or not being txaded on any securities market

http/fwww.sec.govfArchiVeS/edgar/da1a11006415/000l
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Investment Manafenient Services

Subject to the direction and control by the Companys Board of Directors the Adviser shall or

shall cause an affiliate to regularly provide investment advice and recommendations to each Portfolio

with respect to its investments investment policies and the purchase and sale of securities ii supervise

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

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

iii arrange subject to the provisions of Section bereof 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

A4pijnisttive 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 paitira performing services or operational functions forth

Company

provide the Company with the services of persons
who maybe the Advisers officers or

employees competent to serve as officers of the Company and to perform such administrative and clerical

functions as are necessary in order to provide effective administration for the Company including the

preparation and maintenance of required reports books and records of the Company and

provide the Company with adequate office space and related services necessary for its operations

as contemplated in this Agreement

provide such other services as the parties hereto may agree upon from time to time

Sub-Advisers and Sub-Contractors

The Adviser upon approval of the Board of Directors may engage one or more investment advisers that ste

registered as such under the Inveatinait 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 a$ministative services set forth in Section above

htqx//www.sec.gov/Arcbivewedg/dataJlOOó4l5/000l
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rokerage 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 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 ifapplicable 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 ifapplicable 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 anunlawfiul act or breach of any

duty created by this Agreement or otherwise The Adviser or the sib-adviser will promptly communicate to the Board of

Directors such infonnation 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 iii premiums for fidelity and other insurance coverage requisite to the Companys operations iv the fees

and expenses of its non-interested directors legal audit and Iliad accounting expenses vi custodian and transfer agent

fees and expenses vii expenses incident to the redemption of its shares viii fees and expenses related to the registration

under federal and state securities laws of shares of the Company for public sale ix expenses of printing and mailing

prospeotuses 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 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

Cornnensthon 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 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 suchundertaking 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

perccntage 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 within reasonable time after the close of such period

httpi/www.sec.gov/Archives/cdg/thth/lO64l
5/0001 l0465909063908/a09-3 1922_I ex99.. 1/7/2011

0000084



Case 211 -cv-01083-DMC -JAD Document 1-3 Filed 02/25/11 Page 14 of 94 PagelD 85

Page of 14

Liabilits 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 ahnin4swation of the

Company as long as the Adviser shall have acted in good faith and with this care provided however that

no provision in this Agreement shall be deemed to protect the Adviser against any liability to the Company

or its shareholders by reason of its willful misfeasance bad faith or gross negligence or alternatively in

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

Management Company its negligence in the performance of its duties orby reason of its reckless

disregard of its obligations and duties under this Agreement

The rights of exculpation and indemnification are not to be construed so as to provide for

exculpation or indemnification provided under 8a of any person for any liability including liability under

U.S federal securities laws that under certain circumstances impose liability even on persons that act in

good faith to the extent but only to the extent that exculpation or indemnification would be in violation

of applicable law but will be construed so as to effectuate the applicable provisions of this section to the

maximum extent permitted by applicable law

Duration of Agreement

This Agreement shall be effective on November 2009 This Agreement unless sooner

terminated in accordance with 9b below shall continue in effect from year to year
thereafter provided that

its conlinuancc is specifically approved at least annually by vote of majorityof 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 tenninated 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 tenninated by the Adviser on

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 save as successor investment adviser for the Portfolio and

such persons shall have assumed such position

As used in this Agreement the teas assignmenf interested person and vote of majorityof

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 tobe given at such partys current

addmat
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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 oritsirict the right of the Adviser to engage many

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 shareholdersof 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 Governiia Law

To the extent that federal securities laws do not apply this Agreement and all performance hereunder shall be

govexnedbythe laws ofthe State of Connecticut which applytocontracts
made andtobeperformed inthe State of

Connecticut

14 Amendments

No provision of this Agreement may be changed waived discharged orierminated orallybut only by an

instrument in writing signed by the party against whom enforcement of the change waiver discbarge or termination is

sought and no amendment of this Agreement will be efibctive until approved ins mannerconsistent 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 majorityof 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 majorityof the Directors oft Company

or by the vote of majorityof the outsfrntting 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 Anreement

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 livesiment Financial Services LLC

/s/Robeit Arena

By Robert Arena

Title President

The Hartford Mutual Funds Inc

on behalf of each of its series listed on Attachment

/s/Robert Arena

By Robert Arena

Title President
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Schedule

List of Portfolios

HARTFORD MUTUAL FUNDS iNC

ON BEHALF OF
The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Aflocation 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 Hanford 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 MidC Fund

The Hartford MidCap Growth Fund

The Hartford MidCap Value Fund

The Hartford Money Maiket Fund

The Hartford Select MidCap Value Fund

The Hartford Select SmallCap Value Fund

The Hartford Shod Duration Fund

The Hanford Small Company Fund

The Hanford 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
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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 HaitfOrCi 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 dwing the term of this Agreemcnt fee accrued daily and paid monthly based upon the

following annual rates caIilated based on the average daily net asset value of the applicable Portfolio

Advisera Fund

Manes Daily Net Assets
A..ual Rate

First $500 million
0.6900%

Next $500 million
O.6250%

Next $4 billion
03750%

Next $5 billion
0.5725%

Amount Over $10 billion
0.5700%

Balanced Income Fund

Avsraie Daily Nat Auda Annual Rats

First $250 million
0.7250%

Next $250 million
0.7000%

Next $500 million
0.6750%

Next $4 billion
0.6500%

Next $5 billion
0.6475%

Amount Over $10 billion
0.6450%

Capital Appreciation Fund and Value Fund

An.ual Rate

First $500 million
0.8000%

Next $500 million
0.7000o

Next $4 billion
0.6500%

Next $5 billion
0.6475%

Amount Over $10 billion 0.6450%

Capital Appreciation If Fund

Aver Daily Net Mart

First $250 million
1.0000%

Next $250 million
0.9500%

Next $500 million
0.9000/o

Next $4 billion
0.8500

Next $5 billion
0.8475%

Amount Over $10 billion
0.8450%
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Checks and Balances Fund

AwriIe Daily Net Aiaeti AiuiuaJ Rite

None

Disciplined Equity Fund

Daily Net /jeti Animal 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 SnialiCap Value Fund

Average Daily Net Mist Animal 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

AveraDetlyNetMueti Aninal Ratt

First $500 million 0.7500%

Next $500 million 0.6500%

Next $4 billion 0.6000

Next$5 billion 0.5975%

Amount Over $10 billion 0.5950%

Equity Income Fund

Average Daily Net Anita Annual Rate

First $500 million 0.7500%

Next $500 million 0.7000%

Next $4 billion 0.6500/o

Next $5 billion 0.6415%

Amount Over $10 billion 0.6450%
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Floatlig Rate Fund

Average Daily Nit Meets Anuill Rate

First $500 million 0.6500%

Next $4.5 billion
0.6000%

Next $5 billion 0.5800%

Amount Over $10 billion 05700%

Fundamental Growth Fund

Average Dilly Net Anita AniseRate

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 Aside Ani.al 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 Nat Assets Aniasi 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 Opportunities Fund and MhlCap Fund

_______________________________________________
Anasel Rate

First $500 million 0.8500%

Next $500 million 0.7500%

Next $4 billion 0.7000%

Next $5 billion 0.6975%

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

Aen Daily Net Aauets Annual Rate

First $500 million 0.9000%

Next $500 million 0.8500%

Next $4 billion 0.8000h

Next $5 billion 0.7975%

Amount Over $10 billion 0.7950%

High Yield Fund

Avcrte Daily Net Auseta Annual Rate

First $500 million 0.7000%

Next $500 million 0.6500%

Next $4 billion 0.6000%

Next $5 billion 03800%

Amount Over $10 billion 03700%

High Yield Municipal Bond Fund and Strategic Income Fund

Average Dully Net Aueta Annual Ratc

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 Marts Annual Rats

First $500 million 0.5500%

Next $4.5 billion 0.5000%

Next $5 billion 0.4800%

Amount Over $10 billion O.47009o

MldCap Growth Fund and Select MIdCap Value Fund

Average Dully Net Meets Annual ham

First $500 million 0.7500%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.6300%

Amount Over $10 billion 0.6200%
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MidCap Value Fund

AvIae Daily Net Aiset Annuil Rats

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

Averase Daily NetAi..ti Minuat Rats_

First $1 billion
0.4500%

Next $4 billion
0.4000%

Next $5 billion
03800%

Amount Over $10 billion 03700%

Short Duration Fund

AnnulRate

First $500 million 0.4500%

Next $4.5 billion
0.4000%

Next $5 billion
0.3800o

Amount Over $10 billion
0.3700%

Small Company Fund

Average Dilly Net Assets Annual Rats

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

Avie Dilly Net Assets Annul flit

First $500 million 0.5500/o

Next $500 million 0.5250%

Next $4 billion
0.5000%

Next $5 billion
0.4800%

Amount Over $10 billion
0.4700/o

Balanced Allocation Fund Conservative Ml.catlon 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

Avar.ae Daily Nd Ajacta An..al Rat

First $500 willion
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
CSEQUENCE5
FILENAMEc66424bex99-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

HartfordFortis 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 Ciii the provisions of the Articles of

Incorporation and ByLaws of the Company as amended from time to tine

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 oonsultation with

any or the Directors and officers of the Company with respect to any

matters dealing with the business and affairs of the Company including

the valuation of any of each Portfolios securities which are either

not registered for public sale or not being traded on any securities

market

INVESTMENT MANAGEMENT SERVICES

HIFSCO shall subject to the direction and control by the

Companys Board of Directors Ci regularly provide investment

advice and
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PAGE

reconimendations 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 HIFSCO shall deem

appropriate or as shall be requested by the Companys Board of

Directors

ADMINISTRATIVE SERVICES

In addition to the performance of investment advisory services HIFSCO

shall perform the following services in connection with the management

of the Company

assist in the supervision of all aspects of the Companys

operation including the coordination of all matters relating to

the functions of the custodian transfer agent or other

shareholder servicing agents if any accountants attorneys and

other parties performing services or operational functions for

the Company

provide the Company with the services of persons who may be

IIIFSCOs 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

CFSCO upon approval of the Board of Directors and shareholders where

appropriate may engage one or more investment advisers which are

either registered as such or specifically exempt from registration

under the Investment Advisers Act of 1940 to act as subadvisers to

provide with respect to existing and future Portfolios of the Company

some or all of the services set forth in Sections and of this

Agreement In addition HIFSCO may subcontract for any of the

administrative services listed in Section

PAGE

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

securities HIFSCO or any subadviser approved in accordance with

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

best net security price available for Portfolio Subject to and in

accordance with any directions which the Board of Directors may issue

from tine to time HIFSCO or the subadviser if appiicab1e may also be

authorized to effect individual securities transaotions at commission

rates in excess of the minimum commission rates available if JTIFSCO or

the subadviser if applicable determines in good faith that such

amount of commission is reasonable in relation tc 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 Portfolic

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 IFSCO 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 EIFSCO or of any entity controlling

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

as officers directors or employees of the Company shall not receive

any compensation from the Company for their services

COMPENSATION OF HIFSO

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 upcn 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 TaxFree Minnesota Fund

Table
Caption

Net Asset Value Anrual 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 SinailCap 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%

JTable

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

Portfolios to any level that HFSCO or any such affiliate may

specify Any such undertaking may be modified or discontinued at any

time

If it is necessary to calculate the fee for period of time which is

less than month then the fee shall be calculated at the annual

rates provided above but prorated for the number of days elapsed in the

month in question as percentage of the total number of days in such

month ii based upon the average of the Portfolios daily net asset

value for the period in question and iii paid within reasonable

time after the close of such period
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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 RIFSCO 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 Companys Board of

Directors who are not parties to this Agreement or interested

persons of any such party cast in person at meeting called for

the purpose of voting on this Agreement

This Agreement may be terminated at any time without the

payment of any penalty either by vote of majority of the

members of the Board of Directors of the Company or by vote of

majority cf the Portfolis 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 suoh

partys current address

10 OTHER ACTIVITIES

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

http1/www.sec.gov/Archivesledgar/data/49905/0000950
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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 i9th day of February 2002

HARTFORD INVESTMENT FINANCIAL

SERVICES LLC

/s/ David t1 Znamierowski

By David Znamiercwski

Title Senior Vice President

HARTFORDFortis SERIES Fund

Inc on behalf of its series listed on

Attachment

/s/ David Znamierowski

By David Znamiercwski

Title President

PAGE

1/7/2011
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ATTACHMENT

HARTFORD-FORTIS SERIES FUND INC

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

this Agreement

The Hartford smailCap Growth flrnd

The Hanford 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

c/TEXT
/DOCUNENT
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EX-99.B.D.1 al O-3582_lex99dbdddLhtm EX-99.99.D.I
Libibit 99.B.d

INVESTMENT MANAGEMENT AGREEMENT

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

company the 4dvise and The Hartford Mutual Funds II 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 colleclively the Portfolios

WHEREAS the Adviser has agreed to flintish 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 perforniedby the Adviser for the Company and each Portfolio and the terms and conditions under which such

services will be performed and

WHEREAS this Agreement has been approved in accordance with the provisions of the 1940 Act and HIFSCO is

willing to furnish such services upon the terms and conditions herein set forth

NOW THEREFORE in consideration ofthe promises and the mutual agreements herein contained the parties

hereto agree as follows

Qeneral Provision

The Company hereby employs the Adviser and the Adviser hereby undertakes to act as the investment manager of

the Company and to each Portfolio and to pcrfonn 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 romikger
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 beat efforts to enable the Company to conform to the

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

iii the provisions of the Articles of Incorporation and By-Laws of the Company as amended from time to timeiv the

policies and determinations of the Board of Directors of the Company the fundamental policies and inwatment

restrictions of ihe 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

http//www.sec.govfArchives/edgar/data/49905/000l 10465910010183/alO-3582_l ex99dbd.. 1t7f201
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Investment Management Services

Subject to the direction and control by the Companys Board of Directors the Adviser shall or

shall cause an affiliate to regularly provide investment advice and recommendations to each Portfolio

with respect to its investments 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 iii

arrange suleet 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 wopriate or as shall be requested by the Companys Board of

Directors

Mtninttive Services

In addition to the performance of investment advisory services the Adviser shall perforni 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 fimctions 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 Advise officers or

employees competent to serve as officers of the Company and to perform such administrative and clerical

fhncticns as am necessary in order to provide effective administration for the Company including the

preparation and maintenance of required reports books and records of the Company and

provide the Company with adequate
office space

and related services necessary
for its operations

as contemplated in this Agreement

provide such other services as the parties hereto may agree upon from time to time

Sub-Advisers 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

flulure 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

0l83/alO-3582_lCX99dbd.. 1/7/2011
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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 front time to time the Adviser or the sub-adviser if applicable may

also be authorized to efibet 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 internis of

cithor 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

Exeenses

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 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 redcmption of its shares viii fees and expenses related to the regiswation

under federal and state securities laws of shares of the Company for public sale ix expenses of printing and mailing

prospectuses reports entices and proxy material to shareholders of the Company all other expenses
incidental to holding

meetings of the Companys shareholders and xi such extraordinary non-recwting 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 cornon

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

Comnensation 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 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 cnn affiliate of the Advise 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 tine except to the extant 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 iii paid within reasonable time after the close of such period

http//wvw.sec.gov/ArchiveS/edgar/dat8J49905/000l
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Liability oldie 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 uthe Adviser shall have acted in good faith and with due care provided bowever that

no provision in this Agreement shall be deemed to protect the Adviser against any liability to the Company

or its shareholdersby season of its wlllM misfeasance bad faith or gross negligence or alternatively in

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

Management Company its negligence in the performance of its duties orby reason of its reckless

disregard of its obligations and duties under this Agreement

The rights of exculpation and indemnification are not to be constnaedso 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

maxiniuni extent permitted by applicable law

Duration of Aneanent

This Agreement shall be effective onNoveniber 12009 ThIs Agreanent 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 orby vote of majority of the outstanding voting securities of each

Portfolio and in either event by the vote ofamajority 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 forte 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 majorityof

the Portfolios outstanding voting securities on sixty days prior written notice to the Adviseç shall

immediately terminate in the event of its assignment and may be terminated by the Adviser on sixty

days prior written notice to the Portfolio but such termination will not be efiŁctive 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 majorityof

the Companys outstanding voting securitieC 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
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10 Other Activities

Nothing in this Agreement
shall limit or restrict the sight of any director officer or employee oldie 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

busineac whether of similar nature or dissimilar nature nor to limit or restrict the right of the Adviser to engage in any

other business orto render services of any kind to any other corporation firm individual or association

11 Additional Sales

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 shareholdersof 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 Governina 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 tenninated ozully but only by an

instrument in willing 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 bya Portfolio must be approved by the vote ofa majority of the

Directors who are not parties to this Agreement or interested personsof any patty to this Agreement cast in person at

meeting called for the purpose of voting on such approval and by the vote of majorityof 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 ii ntaking other non-

material changes to the information included in the Schedule shall not be deemed an amendment of this Agreement

15 Entire Aereement

This Agreement including the schedules hereto constitutes the entire understanding between the parties pertaining

to the subject matter hereof and supersedes my 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

/s/Robert Arena

By Robert Arena

Title President

The Hartford Mutual Funds Inc

on behalf of each of its series listed on Attachment

/s/Robert Arena

By Robert Mona
Titic President

bttp//www.sec.gov/Archives/edgar/dataI499O5I000l
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Schedule

List of Portfolios

HARTFORD MUTUAL FUNDS II INC

ON BEHALF OF
The Hartford Growth Fund

The Hartford Growth Opportunities Fund

The Hartford SmailCap Growth Fund

The HaiIford Tax-Free National Fund

The Hartford U.S Government Securities Fund

The Hartford Value Opportunities
Fund

hp//www.sec.gOV/ArciVedg/d./499O51Ol
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Schedule

Fees

As compensation for the services rcndeiedby the Adviser cach Portfolio shall pay to the Adviser as promptly as possible

after the last day of each month during the term of this Agrccmcnt 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

Awr.es Detly Net Audi Ainsal Rate

First $100 million
0.9000%

Next $150 fl3illiOJl
0.8000%

Next $4.75 billion
0.7000%

Next $5 billion
0.6975%

Amount Over $10 billion
0.6950%

SmaflCp Growth Fund

Avsrais Daily Nd Audi Annual Rate

First $100 million
0.9000%

Next$150 million
Og000%

Next $250 million
0.7000%

Next $4.5 billion
0.6500%

Next billion
0.6300%

Amount Over $10 billion
0.6200%

Value Opportunities Fund

Aver DdJyNd Audi Annual Rite

First $100 million
0.8000%

Next $150 million
0.1500%

Next $4.75 billion
0.7000%

Next $5 billion
0.6975%

Amount Over $10 billion
0.6950%

O46591001O183/a1O4582_1eX99d 1/7/2011
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U.S Government Securitlel Fund

D.UYNCtAI$Ct3
_AImUII R.c_

First $500 million

0.5500%

Next $4.5 billion

0.5000%

Next $5 billion

0.4800%

Amrnmt Over $10 billion

0.4700%

Tax-Free National Fund

D.ily Wet Ai.di
Amnili Rite

First $500 million

0.5000%

Next $4.5 billion

0.4500%

Next $5 billion

0.4300%

Amount Over $10 billion

0.4200%

0465910010183/alO-3582_l
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DOCUMENT
cTYPEEX99 VII
SEQUENCE6
FILENAMEb 6864 4alexv9 9wxhyxviiy.txt

CDESCRI PT IONEXPENSE 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 above is not subject to

recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this

Agreement Cl 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

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 HART FORD MUTUAL FUNDS II INChttp19/b68644a1 exv99wx.. 1/21/2011
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Is Tamara Fagely

Name Pamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLP

Is Robert Arena

Name Robert Arena

Title Manager Senior Vice President /Buslness Line Principal

PAGE

SCHEDULE

TABLE
CAPTION

TOTAL NET ANNUAL OPERRTTNC

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 p5 0.83%

The Hartford Balanced Allocation Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class R3 1.78%

Class Ad 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%

C/TABLE

PAGE

TABLE

Class R3 1.50%

Class R4 1.20%

Class RS 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 incone Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class R3 1.60%

Class R4 1.30%

Class aS 1.00%

Class 0.90%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.202

http//www.sec.gov/Archives/edgar/data/499O5/00009501 350800131 9/b68644a1exv99wx.. 1/21/2011
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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 TI 1.40%

Class R3 1.90%

Class fl4 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 53 1.73%

Class iRA 1.43%

Class RB 1.13%

Class 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class H3 1.85%

Class R4 1.55%

Class 115 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 113 1.55%

Class 114 1.25%

Class 115 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%

Cass R3 181%
Class R4 1.51%

Class Rb 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 RB 1.01%

Class 1.01%

The Hartford High Yield Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

Class R3 l40%
Class R4 1.10%

Class RB 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 170%
Class 0.70%

The Hartford Income Allocation Fund Class 1.205

Class 1.95%

Class 1.95%

Class 0.95%

Class 13 1.59%

Class 14 1.29%

Class 15 0.99%

The Hartford Inflation Plus Fund Class 0.85t

Class 1.60%

Class 1.60%

Class 0.60%

Class 13 1.25%

TABLE
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Class HA 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 2.329i

Class R3 1.82%

Class HA 1.52%

Class P5 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 bargeCap 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 1.402

Class 2.15%

Class 2.15%

Class 1.00%

The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 65
Class R3 1.152

Class HA 0.85%

Class P5 0.65%

Class 0.65%

The Hartford Retirement Inoome Fund Class 120%
Class 195%
Class 1.95%

Class R3 1.60%

Class R4 1.30%

Class R5 1.00%

Class 0.85%
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The Hartford Select MidCap Value Fund Class

Class

Class

Class

The Hartford

TABLE

PAGE

TABLE

Class

Class

Class

Class

Class

Class

Class

Class

Class

Class

Class

1.30%

2.05t

2.056

0.90%

0.90%

1.65
65%

0.65%

1.15%

1.90%

1.90%

0.90%

Select SmallCap Value Fund Class 1.60%

2.35%

2.35%

1.20%

The Hartford Short Duration Fund

The Hartford Small Company Fund Class 1.40%

Class 2.lsq

Class 2.15%

Class 1.15%

Class R3 1.65%

Class PA 1.35%

Class R5 1.05%

Class 1.00%

The Hartford SiuallCap Growth Fund Class 1.40%

Class 2.1St

Class 2.l5
Class 1.15%

Class 1.25%

Class P3 1.65%

Class R4 1.35%

Class P3 1.05%

Class 1.05%

The Hartford Stock Fund Class 1.25%

Class P3 1.50%

Class R4 1.20
Class R5 0.90%

The Hartford Strategic InCome Fur.d

The Hartford Target Retirement 2010 Fund

http//www.sec.gov/ArchiveS/edgar/data/49905/00009501
35080013 19/b68ó44alexv99wx.. 1121/2011
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Class

Class

Class

R3
R4
R5

1.25%

2.00%

2.00%

1.65%

1.35%

1.05%

0000120



Case 21 1-cv-01063-DMC -JAD Document 1-3 Filed 02/25/Il Page 50 of 94 PageD 121

Page of

Class 0.90%

The Hartford Target Retirement 2020 Fund Class 1.30%

Class 205%
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%

c/TABLE

PAGE

TABLE

Class 1.60%

Class 0.75%

The Hartford Tax-Free Minnesota Fund Class 0.85%

Class 1.60%

Class 1.60%

Class O.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 BA 1.35%

Class aS 1.05%

Class 1.00%

The Hartford Value Opportunities Fund Class 1.40%

Class 2.1St
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Class 2.15%

Class 1.15%

Class 1.45%

Class R3 1.65%

Class 1t4 1.35

Class R5 1.05%

Class 1.05%

c/TABLE

c/TEXT
c/DOCUMENT
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Exh H.XXI

AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

TillS AMENDED AND RESTATED EXPENSE LIMiTATION AGREEMENT dated as of

November 12008 between The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc

each Company and collectively the Companieson behalf of each series of the Companies each

Fund and collectively the Funds and Hartford Investment Financial Servces LLC the

Adviser

WHEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to

an investment Management Agreement between each Company on behalf of the Funds and the

Adviser and

WHEREAS each Company and the Adviser desire to enter into the arrangements described herein

relating to certain expenses of the Funds

NOW THEREFORE each Company and the Adviser hereby agree as follows

For the period commencing November 2008 through February 28 2010 the Adviser hereby

agrees to reimburse Fund expenses exclusive of taxes interest expense brokerage commissions

acquired fund fees and expenses and extraordinary expenses to the extent necessary to maintain the net

annual operating expenses specified for the class of shares of each Fund listed on Schedule

For the period commencing November 2008 through February 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 expresslypermits the Funds to do so

This Agreement shall renew automatically for one-year terms unless the Adviser provides writtcn

notice of termination prior to the start of such term

http//ww.sec.gov/Archives/edgar/data/10064151000093041309OObO556734_ex99hx..
1/24/2011
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iIi WITNESS WHEREOF the parties hereto have executed this Agreement as of the date first

above written

THE HARTFORD MUTUAL FUNDS iNC

Name/sframara Fae1v

Tamara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /siTamara Fae1y

Tamara Fagely

Title Vice President Treasurer arid Controller

HARTFORD INVESTMENT FiNANCIAL SERVICES LLC

Name/s/Robert Arena

Robert Arena

Title Manager Senior Vice President/Business Line Principal

SCHEDULE

Fund Total Net Annual

Operating Expense Limit

peietef average daily net

The Hartford Advisers Fund Class 1.18%

ClassR3 1.43%

ClassR4 1.13%

ClassR5 0.83%

The Hartford Balanced InconieFund Class 1.25%

Class 2.00%

Class 2.00%

ClassY 0.90%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

ClassR4 1.24%

Class itS 0.94%
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The Hartford Capital Appreciation II Fund Class 1.60%

C1as 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

ClassR5 1.25%

ClassY 1.25%

The I-Iartford Disciplined Equity Fund Class 1.35%

Class 210%

Class 210%

ClassR3 1.60%

ClassR4 1.30%

ClassR5 100%

ClassY 0.95%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

ClassR5 0.90%

The Hartford Diversified International Fund Class 1.65%

Class 240%

Class 2.40%

Class 1.40/o

ClassR3 1.90%

ClassR4 1.65%

ClassR5 140%

ClassY 1.30/o

TheHartfordEquity Income Fund ClassA 1.25%

Class 2.00%

Class 200%

Class 1.00Yo

ClassR3 1.60%

ClassR4 .30%

ClassR5 1.00%

ClassY 0.90/o

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY

The Hartford Global Communications Fund Class

Class 2.35%

Class 2.35%

ClassY 1.20%

The Hartford Global Enhanced Dividend Fund Class 1.60%

Class 2.35%

http//www.sec.goV/ArChiVeS/edgar/data/100641
5/000093041309001051/C56734_ex99hx.. 1/24/2011
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Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.60%

ClassR5 1.35%

ClassY 1.25%

The Hartford Global Equity Fund Class 1.65%

CJa88B 2.40%

Class 2.40%

Class 1.40%

ClassR.3 1.90%

CJassR4 1.65%

ClassR5 L40%

ClassY 1.30%

The Hartford Global Financial Services Fund Class 1.60%

Class 2.35%

Class 2.35%

ClassY 1.20%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

Class R3 1.73%

ClassR4 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%

ClassBA 1.55%

CtassR5 1.25%

ClassY 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 2.35%

Class 2.35%

ClassY 1.20%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class 1.42%

ClassR3 1.55%

ClassR4 1.25%

ClassR5 0.95%

Class 0.95%

http//www.sec.gov/Archives/edgar/data/100641 5/000093041309001 051/c56734_ex99h-x.. 1/24/2011
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The Hartford Growth Owortunities Fund Class 1.36%

ClassB 2.11%

ClassC 2.11%

Class 1.11%

Class 1.45%

ClassR3 L61%

ClassR4 1.31%

ClassR5 1.01%

ClassY 0.80%

TheHartfordHighYieldFund
ClassA 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 1.40%

ClassR4 1.10%

Class15 0.90%

ClassY 0.90%

The Hartford High Yield Municipal Bond Fund Class 1.00%

Class 1.75%

Class 1.75%

Class 0.75%

The Hartford ncomc Fund Class 0.95%

Class 1.70%

Class 1.70%

ClassY 0.70%

The Hartford Inflation Plus Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

ClassR3 1.25%

Class14 1.00%

Class15 0.76%

ClassY 0.60%

The Hartford International Growth Fund Classat 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

Class15 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%

Class14 1.52%

Class15 1.22%

ClassY 1.22%

The Hartford International Srnali Company Fund Class 1.60%

Class 2.35%
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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%

Classt 1.12%

The HartfordMidCapGrowthFund
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/i

Class 1.65%

ClassC 1.65%

ClassR3 1.15%

Class P.4 0.85%

Class P.5 0.65%

ClassY 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

ClassY 0.90%

The Hartford Select SmailCap 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%

ClassY 0.65%

The Hartford Small Company Fund
Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.65%

Class R4 1.35%

ClassP.51.05%

ClassY 1.00%

The Hartford SmallCap Growth Fund
Class 1.40%

Class 2.15%

http//www.sec.gov/Arcbives/edg/d8.tJt 00641 5/000093041309001051/056734_CX99hX.. 1/24/2011
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ClassC 2.15%

C1assL 1.15%

Class 125%

ClsssR3 1.65%

ClassR.4 1.35%

Class 115 1.05%

Class 1.05%

The Hartford Stock Fund Class 1.25%

Class 1.00%

ClassRi 1.50%

ClassR4 1.20%

ClassRS 0.90%

The Hanford Strategic Income Fund Class 1.15%

ClassB 1.90%

Class 1.90%

ClassY 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 Tax-Free MinnesotaFund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.90%

The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

ClassY 0.60%

The Hartford Tax-FreeNew YorkFund Class 0.85%

ClassB 1.60%

Class I.60%

ClassY 0.75%

The Hartford Value Fund Class 1.40%

Class 2.15%

ClassC 2.15%

Class 1.15%

ClassRi 1.65%

ClassR4 135%

Class R5 1.05%

Class 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

Class 2.10%

http//www.sec.gov/Archivesledgar/dataJlOO64l 5/000093041 309001051/c56734_ex99h-x.. 1/24/2011
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Class 1.10h

Class 1.40%

ClassR3 1.60%

ClassR4 1.30%

ClassR5 1.00%

ClassY 1.00%

SCHEDULE

The Hartford Balanced Allocation Fund Class 1.40%

ClasaB 2.15%

Class 2.15%

ClassI 1.15%

Class R3 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%

ClassR5 0.95%

The Hartford Conservative Allocation Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassL 1.10%

Class LU 1.78%

ClassR4 1.48%

CheeRS 1.18%

The Hartford Equity Growth MLocalion Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

ClassR5 1.25%

The Hartford Growth Allocalxm Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR3 1.81%

ClassR4 1.51%

ClassR5 1.21%

The Hartford Income Allocation Fund Class 1.20%

Class 1.95%

Class 1.95%

http//www.sec.gov/Archives/edgar/data/1 00641 5/00009304130900105 1/c56734_ex99h-x.. 1/24/2011

0000130



Case 21 1-cv-01083-DMC -JAD Document 1-3 Filed 02/25/Il Page 60 of 94 PageD 131

c56733ex99-hvii.htm Converted by SEC Publisher created by DCL Technologies Inc... Page of 10

Class 0.95%

Class13 1.59%

ClassR4 1.29%

ClassRi 0.99%

The Hartford Retirement Income Fund Class 1.20%

Class 1.95%

Class 1.95%

ClassR3 1.60%

ClassR4 1.30%

Class15 1.00%

Class 0.85%

ThewartthrdTargetRetiremeflt20lOFufld
ClassA 1.00%

Class 1.75%

Class 1.75%

ClassR3 1.30%

ClassR4 1.00%

ClassKS 0.80%

ClassY 0.80%

The Hartford Target Retirement 2015 Fund Class 13 1.30%

Class 14 1.00%

ClassR5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

Class 1.80%

Class 1.80%

Class13 1.35%

Class14 1.05%

ClassRi 0.85%

ClassY 0.85%

The Hartford Target Retirement 2025 Fund ClassR3 1.35%

Class 14 1.05%

Class 15 0.85%

The Hartford Target Retirement 2030 Fund Class 1.05%

Class 1.80%

Class 1.80%

Class 13 1.35%

CLass 14 1.05%

Class15 0.85%

ClassY 0.85%

The Hartford Target Retirement 2035 Fund ClassR3 1.35%

ClassR4 1.05%

ClassRi 0.85%

The Hartford Target Retirement 2040 Fund Class 1.35%

Class14 1.05%

Class15 0.85%

The Hartford Target Retirement 2045 Fund Class13 1.40%

Class14 1.10%

http//www.sec.gov/Arcbives/edgar/dataItOO64l
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CIassR5 0.90%

The Hartford Target Retirement 2050 Fund
ClassR3 1.40%

ClassR4 1.10%

ClassR5 0.90%
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EXHIBiT ILXXL

AMENDED AND 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 behalf of each series of the Companies 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 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 2009 through Febniaxy 28 2011 the Adviser hereby agrees to

reimburse Fund expenses exclusive of taxes interest expense brokerage commissions acquired fund fees and expenses and

extraordinary expenses to the extent necesaary 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 commisaions and extraordinary expenses to the

extent necessary to rnsvThtain the net annual operating expenses specified Sr the class of shares of each Fund listed on

Schedule

The reintirsements 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 Fares 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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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 erxpiration 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 /sfFamara Fagely

Tamare Fagely

Title Vice President Trcasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /sftamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name /s/Robert Arena

Robert Arena

Title President

http//www.sec.gov/Archives/edgar/data/1 006415/00011 0465909063908/a09-3 1922_I ex99.. 2/2/2011
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SCHEDULE

Total Net Anaual

OparaIngExpuise Umk
as percent of averapHy net

Fund
usueti

The HartfordAdvisers Fund Class 1.18%

ClassR3 1.43%

CIassR4 1.13%

ClassR5 0.83%

The Hartford Balanced Income Fundl Class 0.75%

Class 1.50%

Class 1.50%

ClassY 0.40%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

ClassR4 1.24%

ClassR5 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

CIassR3 1.85%

Class R.4 1.55%

Class R5 1.25%

Class 1.25%

Thellartford Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassR3 1.60%

ClassR4 1.30%

ClassR5 1.00%

ClassY 0.95%

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

ClassC 2.40%

Class 1.40%

ClassR3 1.90%

ClassR4 1.65%

ClassR5 1.40
ClassY 1.300

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

ClassRS 0.90%
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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 Ri 1.00%

ClassY 0.90%

The Hartford Floating Rate Fund Class 100%

Class 1.75%

Class 1.75%

Class 0.75%

ClassR3 1.25%

ClassR4 1.00%

Class R5 0.85%

Class 0.75%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY 1.05%

The Hartford Global Enhanced Dividend Fund Class 60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.60%

ClassKS 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.75%

Class 2.50%

Class 2.50%

Class 1.50%

ClassR3 2.00%

ClassR4 1.75%

ClassRi 1.50%

ClassY 1.40%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR3 1.73%

ClassR4 1.43%

ClassRi 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

CIassR3 1.85%

ClassR4 1.55%

ClassR5 1.25%

ClassY 1.20%
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The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

ClassR3 1.55%

ClassR4 1.25%

ClassR5 0.95%

ClassY 0.95%

The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

ClasaC 2.11%

ClassI 1.11%

CIassL 1.45%

ClassR3 1.61%

ClassR4 1.31%

ClassR5 1.01%

Class 0.80%

The Hartford High Yield Fund Class 1.20%

Class 1.95%

Class 1.95%

Class 0.95%

ClassR3 1.45%

ClassR4 1.15%

Class R..5 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%

ClassR4 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%

ClassR4 1.55%

ClassR5 1.25%

ClassY 1.20%
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TheHartford Intenlalional Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class 1.32%

Class13 1.82%

ClassR4 1.52%

ClassR5 122%
ClassY 1.22%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassY 1.20%

The Hartford MidCap Fund Class 1.37%

Class 1.12%

ClassR3 1.67%

Class R4 1.37%

Class 15 1.07%

The Hartford MidCap Growth Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassY 0.95%

The Hartford MidCap Value Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassY 0.95%

The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 1.65%

ClsssR3 1.15%

Class 14 0.85%

Class R5 0.65%

ClassY 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

ClassY 0.90%

The Hanford Select SmallCap Value Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hanford Short Duration Fund Class 0.90%

Class 1.65%

Class 1.65%

ClassY 0.65%

The Hanford Small Company Fund Class 1.40%

Class 2.15%

ClassC 2.15%

Class 1.15%

ClassR3 1.65%

Class 14 1.35%

Class 15 1.05%

ClassY 1.00%

http//www.seo.gov/Archives/edgar/datl0064l5/000l
0465909063908/a09-3 1922_1ex99.. 2/2/2011

0000138



Case 21 1-cv-01083-DMC -JAD Document 1-3 Fed 02/25/11 Page 68 of 94 PagelD 139

Page of

The Hartford SmailCap Growth Fund Class 1.40%

ClasaB 2.15%

ClassC 2.15%

Class 1.15%

Class 1.25%

Class R3 1.65%

ClassR4 135%
Class R5 1.05%

ClassY 1.05%

The Haitfoni Strategic Income Fund Class 1.15%

Class 1.90%

Class 1.90%

ClassY 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 ElartfordTotalRetumBond Fund Class 100%

Class 1.75%

Class 1.75%

Class 0.75%

ClassR3 1.25%

ClassR4 1.00%

ClassR.5 0.85%

Class 0.75%

The Hartford Value Fund Class 1.40%

Class 2.15%

ClassC 2.15%

ClassI 1.15%

ClassR3 1.65%

ClassR4 1.35%

ClassRS 1.05%

ClassY 1.00%

The Hartford Value Opportunities Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class 1.40%

ChasE 1.60%

Class R4 1.30%

Class R5 1.00%

ClassY 1.00%

For The Hartford Balanced Income Fund effective October 12009 the Adviser has contractually agreed to waive 0.50%

of its management fees until October 312010 While such waiver is in effect the Adviser has ontracua1ly agreed to

reimburse expenses exclusive oftaxes interest expenses brokerage commissions acquired 11usd fees and expenses and

exlraordinaiy expenses to the extent neceesaxy to maintain total annual operating expenses for ClassABC andY shares as

reflected above for The Hartford Balanced Income FuncL

Effective November 11 2009 for Class Shares of The Hartford inflation Plus Fund
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SCHEDULE

The Hartford Balanced Allocation Fund
Class l.40%

Class 2.15%

Class 2.15%

Class 1.15%

ClassP3 1.78%

ClassP.4 1.48%

Class P.5 1.18%

The Hartford Checks and Balances Fund
Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassP.3 1.55%

ClassP.4 1.25%

ClassP.5 1.05%

TheHffothCoflseVeM1odht
Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class P.3 1.78%

Class R4 1.48%

ClassR5 1.18%

The Hartford Equity Growth Aliocalion Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class P.3 1.85%

ClassP.4 1.55%

ClassP.5 1.25%

The Hartford Growth Allocation Fund
Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassiC 1.81%

ClassP.4 1.51%

ClassES 1.21%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class 1.30%

ClassP.4 1.00%

ClassP.50.80%

ClassY 0.80%

The Hartford Target Retirement 2015 Fund Class 1.30%

Class P.4 1.00%

ClassP5 0.80%

The Hartford Target Retirement 2020 Fund
Class 1.05%

ClassP3 1.35%

ClassP.4 1.05%

ClassP.50.85%

ClassY 0.85%

The Hartford Target Retirement 2025 Fund ClassP31.35%

ClassP.4 1.05%

ClassP.5 0.85%
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Thellartford Targetketirement 2030 Fund Class 1.05%

ClassR3 1.35%

ClassR4 1.05%

ClaasRS 0.85%

ClassY 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R.4 1.05%

ClassKS 0.85%

The Hanford Target Retirement 2040 Fund Class P.31.35%

ClassR4 1.05%

ClassP30.85%
The Hartford Target Retirement 2045 Fund Class P.3 1.40%

Class P.4 1.10%

ClassKS 0.90%

The Hartford Target Retirement 2050 Fund ClassP.3 1.40%

ClassR4 1.10%

ClassKS 0.90h
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EX-99.B.H.Xll iii0-20853 lex99dbdhdxii.htm EX-99.B.H.XII
EXHIBIT ILXI1

AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

rms 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 coliectively

the Companies on behalf of each series of the Companies each Fund and collectively the Funds and Hanford

InvestmentFlnancial Services LW the Advise

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 anangements described herein relating to

certain expenses of the Funds

NOW THEREFORE each Company and the Adviser hereby agree as foliows

For the period commencing November 12009 through February 28 2011 the Adviser hereby agrees to

reimburse Fund expenses exclusive of taxes interest expense brokerage commissions acquired fund fees and expenses and

extraordinary expenses 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 29 2012 or February 282011 for Class

shares of The Hartford Growth Funds The Hartford Growth Opportunities Fund The Hartford SmaliCap Growth Fund and

The Hartford Value Opportunities 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

For the period commencing July 2010 through February 292012 the Adviaer 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 commencingNovcmbcr 2010 throughFebmary 29 2012 orFebruary28 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 Find Ihes and expenses and extraordinaiy 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 die Securities and Exchange Commission

in accruing each Funds expemes for purposes of calculating its net asset value per share and for certain other

purposes and expressly permits the Funds to dose

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

THEHARTFORI MUTUAL FUNDS INC

Name /stTamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

TRE HARTFORD MUTUAL FUNDS 11 INC

Name /sfrainars Fagely

Taniazu Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES
LLC

Name /sfRobeit Arena

Robert Arena

Title President
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SCHEDULE

Total Not Aanual

Operating Epcue Limit

pere.at of average daily
net

Fund
iiirti

The Haitford Global Enhanced Dividend Fund Class 1.60%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.60%

ClassRi 1.35%

Class 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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SCIIEDULFI

Total Net A.nual

Operifing Eip.nu LimIt

percent of average daily oN

Iruid SUItS

The Hartford Target Retirement 2010 Fund Class 1.00%

ClassR3 1.30%

ClassR4 1.00%

Class R5 0.80%

ClassY 0.80%

The Hartford Target Retirement 2015 Fund ClassR3 1.30%

ClassR4 1.00%

ClassR5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

ClassR3 1.35%

ClassR4 1.05%

ClassR5 0.85%

Class 0.85%

The Hartford Target Retirement 2025 Fund Class 113 1.35%

ClassR4 1.05%

ClassR5 0.85%

The Hartford TargetRctircmcnt 2030 Fund Class 1.05%

ClassR3 1.35%

CassR4 1.05%

ClassR5 0.85%

ClassY 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

ClaseR5 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 ClassR3 1.40%

Class R4 1.10%

ClassR5 0.90%

The Hartford Target Retirement 2050 Fund ClassR.3 1.40%

ClassR4 1.10%

Class 115 0.90%
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SCHEDULE

Total Net Annual

Operating Expense Limit

uspercent of everage daily net

Fund uSe

The Hartford Advisers Fund Class 1.18%

ClassR3 1.40%

ClassR4 1.10%

ClassP3 0.80%

The Hartford Balanced Income Fund1 Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

ClassR5 0.90%

ClassY 0.85%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.40%

ClassR4 1.lO%

Class KS 0.80%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 235%
Class 235%
Class 135%
Class R3 1.70%

ClassR4 1.40%

ClassES 1.10%

ClassY 1.05%

The Hartford Disciplined Equity Fund Class 135%
Class 2.10%

Class 2.10%

ClassR3 130%
ClassR4 1.20%

ClassR5 0.90%

ClassY 0.85%

The Hartford Diversified International Fund Class 1.45%

Class 220%
Class 220%
Class 1.20%

Class P3 1.65%

Class P4 135%
Class ES 1.05%

ClassY 1.00%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR.3 135%
ClassR4 1.05%

ClassES 0.75%
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The Hartford Equity Income Fund Class 25%
Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

Class KS 0.90%

ClassY 0.85%

The Hartford Floathig Rate Fund Class .00%2
Class 1.75%2
Class 1.75%2
Class 0.75%2
ClassR3 1.25%2
ClassR4 1.00%2
ClassKS 0.70%3
Class 0.70%3

The Hartford Fundamental Growth Fund Class 130%
Class 2.05%

Class 2.05%

Class 1.05%

ClassR3 1.50%

ClassR4 120%
ClassES 0.90%

Class 0.85%

The Hartford Global All-AssetFund4 Class 1.45%

Class 220%
Class 1.20%

ClassR3 1.70%

ClassR4 1.40%

ClassES 1.10%

Class 1.05%

The Hartford Global Growth Fund Class 1.48%

Class 223%
Class 223%
ClassRi 1.60%

ClassR4 130%
ClassKS 1.00%

Class 0.95%

The Hartford Global Health Fund Class 1.60%

Class 235%
Class 235%
Class 1.35%

OassR3 1.65%

ClassR4 125%
ClassEs 1.05%

Class 1.00%

The Hartford Global Real Asset FundS Class 1.45%

Class 220%
Class 120%
ClassRi 1.70%

ClassR4 1.40%

ClassES 1.10%

ClassY 1.05%
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The Hartford Global Research Fund Class 1.45%

Class 2.20%

Class 220%
Class 1.20%

ClassR3 1.65%

ClassP.4 1.35%

ClassR5 1.05%

ClassY 1.00%

The Hartford GrowthFund ClasSA 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

ClassP.3 1.50%

ClassP.4 1.20%

ClassP.5 0.90%

Class 0.85%

The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

ClassC 2.11%

Class 1.11%

Class IAS%
ClassR3 1.45%

ClasaR4 1.15%

Class R5 0.85%

ClassY 0.85%

The Hartford International Growth Fund Class 1.55%

Class 2.30%

Class 2.30%

Class 1.30%

ClasaR 1.60%

ClassP.4 1.30%

ClassP.5 1.00%

Class 0.95%

litHartford International Opportunities Fund Class 130%
Class 2.05%

ClassC 2.05%

Class 1.05%

ClassR3 1.50%

ClassR4 1.20%

Class P.5 0.90%

ClassY 0.85%

The Hartford International Small Company Fund Class 1.60%

Class 235%
Class 2.35%

Class 1.35%

Class P.3 1.65%
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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 LLC the

Distributor in connection with the provision by the Distributor of certain

services to the Funds as set forth herein Certain of such payments by Fund

may under Rule 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

The Hartford

The Hartford

The Hartford

SERIES

Balanced Allocation Fund

Balanced Allocation Fund

Balanced Allocation Fund

CLASS EFFECTIVE DATE

July 22 1996

July 22 1996

July 31 1998

May 19 2004

May 19 2004

May 19 2004

The Hartford Balanced Income Fund

The Hartford Balanced Income Fund

The Hartford Balanced Income Fund

The Hartford Checks and Balances Fund

May 10 2D06

May 10 2006

May 10 2006

May 31 2007

http//www.sec.gov/Archives/edgar/data1100641 5/00009501 3508001324/b68643a1exv99.. 1/19/2011

The

The

The

Hartford Advisers Fund

Hartford Advisers Fund

Hartford Advisers Fund

The Eartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 31 1998

The Hartford Capital Appreciation Fund R3 August 2006

The Hartford Capital Appreciation Fund R4 August 2006

The Hartford Capital Appreciation Fund R5 August 2006

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund R3 August 2006

The Hartford Capital Appreciation II Fund R4 August 2006

The Hartford Capital Appreciation II Fund R5 August 2006
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The Hartford Checks and Balances Fund May 31 2007

The Hartford Checks and Balances Fund May 31 2307

The Hartford Conzervative Allocation lurid May 19 2004

The Hartford Conservative Allocation Fund May 19 2004

The Hartford Conservative Allocation Fund May 19 2004

C/TABLE

PAGE

TABLE
CAPTION

flRIES CLASS EFFECTIVE DATE

cc
The Hartford Disciplined Equity Fund April 30 1998

The Hartford Disciplined Equity Fund April 30 1998

The Hartford Disciplined Equity Fund July 31 1996

The Hartford Disciplined Equity Fund R3 August 2006

The Hartford Disciplined Equity Fund R4 August 2006

The Hartford Disciplined Equity Fund R5 August 2006

The Hartford Dividend and Growth Fund July 22 1996

The Hartford Dividend and Growth Fund July 22 1996

The Hartford Dividend and Growth Fund July 31 1998

The Hartford Dividend and Growth Fund R3 August 2006

The Hartford Dividend and Growth Fund R4 August 2006

The Hartford Dividend and Growth Fund R5 August 2006

The Hartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund
The flartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund
The Rartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund

The Hartford Equity Income Fund August 28 2003

The Hartford Equity tncome Fund August 29 2003

The Hartford Equity Income Fund August 28 2003

The Hartford Equity Income Fund R3 August 2006

The Hartrord Equity Encome Fund 114 August 2006

The Hartford Equity Income Fund R3 August 2006

The Hartford Floating Rate Fund April 29 2005

The Hartford Floating Rate Fund April 29 2005

The Hanford Floating Rate Fund April 29 2005

The Hartford Fundamental Growth Fund April 30 2001

formerly The Hartford Focus Fund

The Hartford Fundanental Growth Thind April 30 2001

formerly The Hartford Focus Fund
The Hartford Fundanental Growth Fund April 30 2001

formerly The Hartford Focus Fund

The Hartford Global Communications Fund October 30 2000

The Haflford Global Communications Fund October 30 2000

The Hartford Global Communications Fund October 30 2000

The Hartford Global Enhanced Dividend Fund November 30 2007

The Hartford Global Enhanced Dividend Fund November 30 2007

The Hartford Clobal Enhanced Dividend Fund November 30 2007

The Hartford Global Enhanced Dividend Fund R3 November 30 2007

The Hartford Global Enhanced Dividend Fund 14 November 30 2007

the Hartford Global Enhanced Dividend Fund R5 November 30 2007

C/TABLE
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PAGE

The

The

The

The

The

The

CLASS

R3

R4

R5

Page3 of

September 30 1996

August 2006

August 2006

August 2006

May 31 2007

May 31 2007

May 31 2007

October 31 2002

October 31 2002

October 31 2002

SERIES CLASS

httpj/www.sec.gov/Arcbivesiedgat/data/l 00641 5/000095013508001324/b68643a1 exv99.. 1/19/2011

TABLE
CAPTION

SERIES

Hartford Global Equity Fund

Hartford Global Equity Fund

Hanford Global Equity Fund

Hanford Global Equity Fund

Hartford Global Equity Fund

Hanford Global Equity Fund

EFFECTIVE DATE

March

March

March

March

March

March

2008

2008

2008

2008

2008

2008

The Hartford Global Financial Services Fund

The Hartford Global Financial Services Fund

The Hartford Global Financial Services Fund

The Hartford Global Growth Fund
formerly The Hartfcrd 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

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

Health

Health

Health

Health

Health

Health

Fund

Fund

Fund

Fund

Fund

Fund

Global

Global

Global

Global

Global

Global

Global

Global

Global

R3

R4

R5

April 27
April 27
April 27

R3 August
R4 August
RB August

Technology Fund

Technology Fund

Technology Fund

2000

2000

2000

2006

2006

2006

The Hartford Growth Allocation Fund

The nartford Growth Allocation Fund

The Hartford Growth Allocation Fund

Yield Fund

Yield Fund

Yield Fund

The Hartford High
The Hartford High
The Hartford High

The Hartford High

The Hart ford High

The Hartford High

April 27 2000

April 27 2000

April 27 2000

May 19 2004

May 19 2004

May 19 2004

September 30 1998

September 30 1998

September 30 1998

Yield

Yield

Yield

Munioipal Bond Fund

Municipal Bond Fund

Municipal Bond Fund

The Hartford Income Fund

The Hartford Income Fund

The Hartford Income Fund

/TABLE

PAGE

TABLE
CAPTION

EFFECTIVE DATE
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The Hartford Inflation Plus Fund

The Hartford Inflation Plus Fund

The Hartford Inflation Plus Fund

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford international Growth Fund

formerly The Hartford International capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford International Growth Fund

formerly The Hartford International Capital

The Hartford MidCap Growth Fund

formerly The Hartford Seleot MidCap

The Hartford MidCap Growth Fund

formerly The Hartford Seleot HidCap

The Hartford MidCap Growth Fund
formerly The Hart ford Select MidCap

The Hartford MidCap Value Fund

The Hanford MidCap Value Fund

The Hartford MidCap Value Fund

C/TABLE
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Page of

May 19 2004

May 19 2004

May 19 2004

Ootober 31 2002

October 31 2002

October 31 2002

April 30 2001

April 30 2001

April 30 2001

R3 August 2006

R4 August 2006

R5 August 2006

April 30 2001

April 30 2001

April 30 2001

November 30 2006

November 30 2006

November 30 2006

April 30 2001

April 30 2001

April 30 2001

TABLE
CAPTION

SERIES CLASS

Cs
The Hartford Money Market Fund

The Hartford Money Market Fund

The HartfOrd Money Market Fund

The Hartford Retirement Income Fund

The Hartford Retirement Income Fund

The Hartford Retirement Income Fund

EFFECTIVE DATE

July 22 1996

July 22 1996

July 31 1998

September 30 2005

September 30 2005

September 30 2005

http//www.sec.gov/ArchiveS/edgal/datall
0064151000095013508001324/b68643a1CXV99.. 1/19/2011

The Hartford

The Hartford

The Hartford

Income Allocation Fund

Income Allocation Fund

Income Allocation Fund

Appreciation Fund

Appreciation Fund

Appreciation Fund

Appreciation Fund

Appreciation Fund

Appreciation Fund

The

The

The

The

The

The

Hartford International

Hartford International

Hanford International

Hartford International

Hartford International

Hartford International

Opportunities

Opportunities

opportunities

opportunities

Opportunities

Opportunities

Fund

Fund

Fund

Fund

Fund

Fund

International

International

International

July

July

July

R3 August

R4 August

R5 August

Small Company Fund

Small Company Fund

Small Company Fund

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

22 1996

22 1996

31 1996

2006

2006

2006

LargeCap Growth Fund

LargeCap Growth Fund

LargeCap Growth Fund

MidCap Fund

MidCap Fund

MidCap Fund

July 22
July 22
July 31

1996

1996

1996

Growth Fund

Growth Fund

Growth Fund

February 2006

February 2006

February 2006
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The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

The Hartford

Retirement Income Fund

Retirement Income Fund

Retirement Income Fund

Select MidDap Value Fund

Select Midcap Value Fund

Select MidCap Value Fund

Select SmallCap Value Fund

Select SmaIlCap Value Fund

Select SmallCap Value Fund

The Hartford Short Duration Fund

The Hartford Short Duration Fund

The Hartford Short Duration Fund

The Hartford Small

The Hartford Small

The Hanford Small

The Hartford Small

The Hartford small

The Hartford Small

Company Fund

Company Fund

Conpany Fund

company Fund

Company Fund

company Fund

The Hartford Stock Fund

The Hartford Stock Fund

The Hartford Stock Fund

The Hartford

The Hartford

The Hartford

PAGE

Strategic Income Fund

Strategic Income Fund

Strategic Income Fund

The Hartford Tax-Free New York Fund

The Hartford Tax-Free New York Fund

R3 August 2006

R4 August 2006

R5 August 2006

April 29 2005

April 29 2005

April 29 2005

February 2006

February 2006

February 2006

October 31 2002

October 31 2002

October 31 2002

July 22
July 22
July 31

R3 August
R4 August

Rb August

1996

1996

1998

2006

2006

2006

July 22 1996

July 22 1996

July 31 1998

May 31 2007

Nay 31 2007

May 31 2007

October 31 2002

October 31 2002

bttpf/wwwsec.gov/ArchivcWcdgar/data/l
006415/000095013508001 324/b68643a1exv99.. 1/19/2011

TABLE
CAPTION

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund R3 August 2006

The Hartford Target Retirement 2010 Fund R4 August 2006

The Hartford Target Retirement 2010 Fund R5 August 2006

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund I3 May 10 2006

The Hartford Target Retirement 2020 Fund R4 May 10 2006

The Hartford Target Retirement 2020 Fund R5 May 10 2006

/TABLE

SERIES CLASS EFFECTIVE DATE

Target Retirement 2030 Fund September 30 2005

Target Retirement 2030 Fund September 30 2005

Target Retirement 2030 Fund september 30 2005

Target Retirement 2030 Fund R3 August 2006

Target Retirement 2030 Fund R4 August 2006

Target Retirement 2030 Fund Rb August 2006

The

The

The

The

The

The

Hartford

Hartford
Hartford

Hartford

Hartford

Hartford

The Hartford

The Hartford

The Hartford

Tax-Free California Fund

Tax-Free California Fund

Tax-Free California Fund

October 31 2002

October 31 2002

October 31 2002
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The Hertford 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 32 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 PS 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 initiai

and ongoing commissions and other payments to brokers dealers financial

institutions or others who sell each Funds shares compensation to

employees of the Distributor Cc compensation to and expenses including

overhead such as cosinunications and telephone training supplies photocopying

and similar types of expenses of the Distributor incurred in the printing and

nailing 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

distribution-related expenses including personnel of the Distributor

Service Expenses shall mean fees for activities covered by the definition of

service fee contained in Article III Section 26b of the Rules of Fair

Practice of the National Association of Securities Dealers Inc which provides

that service fees shall mean payments by an investment company for personal

service and/or the maintenance of shareholder accounts

ARTICLE III MAXIMUM EXPENDITURES

CLASS SHARES

PAGE

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 0.35% of the average daily net asset

value of the class shares of any Fund determined in accordance with each

Funds prospectus as from time to time in effect on an annual basis to cover

Distribution Expenses and Service Expenses Up to 0.25% may be used to cover

Service Expenses All such expenditures shall be calculated and accrued daily

and paid monthly or at such other intervals as the Board of Directors shall

determine

CLASS AND SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class shares or Class shares as applicable of any Fund

determined in accordance with each Funds prospectus as from time to time in

effect on an annual basis to cover Distribution Expenses and Service Expenses

tip to 0.25% may be used to cover Service Expenses All such expenditures shall

http//www.sec.gov/Archives/edgar/data/1 006415/000095013508001 324/b68643a1 exv99.. 1/19/2011
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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 R3 P4 and R5 SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class R3 shares or Class R4 shares or Class R5 shares as

applicable of any Fund determined in accordance with each Funds prospectus as

from time to time in effect on an annual basis to cover Distribution Expenses

and Service Expenses Up tc 0.25% may be used to cover Service Expenses All

such expenditures shall be calculated end accrued daily and paid monthly or at

such other intervals as the Board of Directors shall determine

ARTICLE IV EXPENSES BORNE BY THE FUNDS

Notwithstanding any other provision of this Plan the Company each Fund and its

administrator may bear the respective expenses to be borne by them under any

administrative services agreement as from time to time in effect under the

Companys current prospectus Except as otherwise contemplated by this Plan the

Company and each Fund shall not directly or indirectly engage in financing

any activity which is primarily intended to or should reasonably result in the

sale of shares of any Fund

It is recognized that the costs of distributing Funds shares may exceed the sum

of all sales charges collected on sales of Fund shares In view of this if and

to the extent that any investment management and administration fees paid by

fund might be considered as indirectly financing any activity which is primarily

intended to result in the sale of the Funds shares the paaent by that Fund of

such fees hereby is authorized under this Plan

ARTICLE APPROVAL BY BOARD OF DIRECTORS SNABEBOLDERS

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 end 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

ARTIQE VII INFORNATION

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 P3 R4 and PS shares of each Fund by

the Distributor under this Plan and the Principal underwriting Agreement and the

purposes for which such expenditures were made

httpf/www.sec.gov/Arcbives/edgar/datWlOO64I
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ARTICLE VIII TERMINATION

This Plan nay be terminated with respect to any class of shares of Fund at

any tine by vote of majority of the Independent Directors or majority of

the applicable Funds outstanding voting Class R3 R4 or RB shares as

applicable or by the Distributor on 60 days notice in writing to the

applicable Funds

Termination or discontinuance of the Plan with rcspect 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 Rd or R5 shares as applicable

That such agreement shall terminate automatically in the event of its

assignment

ARTICLE AMENLtNTS

This Plan may not be amended to increase materially the maximum amount of the

fees payable by any Fund hereunder without the approval of majority of the

outstanding voting Class R3 R4 or ES 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 eny related agreements and all reports made to the Board for

period of not less than six years from the date of this Plan the first two

years in an easily accessible place

ARTICLE XII LIMITATION OF LIABILITY

No Fund of the Company shall be responsible for the obligations of any other

Fund of the Company

ARTICLE XIII SELECTION OF DIRECTORS

While this Plan is in effect the selection and nomination of Directors who are

not interested persons of the company shall be committed to the discretion of

the Board of Directors who are not interested persons of the Company

ARTICLE XIV DEFINED TERMS

PAGE

As used in this Plan the terms majority of the outstanding voting shares

shall have the same meaning as the phrase majority of the outstanding voting

securities has in the Act and the phrases interested person and assignment

shall have the same meaning as those phrases have in the Act

Adoption Date 08.02.06

httpi/www.sec.gov/Archives/edgar/data/1006415/00009501350800l324/b68643a1CXv99..
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DOCUMENT
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DESCRIPTIOflAMZNDED AND RESTATED RULE 125-1 DISTRIBUTION PLAN FOR CLASS CLASS AND CLASS SHARES

TEXT
PAGE

Exhibit

THE HARTFORD MUTUAL FUNDS It INC

PLAN OF DISTRIBUTION

This Plan of Distribution the Plan is adopted pursuant to Rule 12b1 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
CS
The Hartford SmallCap Growth Fund1 Class

The Hartford Small-Cap Growth Fund Class

The Hartford Small-Cap Growth Fund Class

The Hartford Small-Cap Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford Small-Cap Growth Fund Class

The Hartford Small-Cap Growth Fund Class

reclassified as Class effective February 12 2007

The Hartford Small-Cap Growth Fund class

reclassified Class effective February 12 2007

The Hartford Smell-Cap Growth Fund Class R3

The Hertford Small-cap Growth Fund Class 24

The Hartford Small-cap Growth Fund Class 25

March

March

March

November

January 31 1992

November 14 1994

November 14 1994

August 2006

Auguat 2006

August 2006

The Hartford Growth Fund2 Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective

The Hartford Growth Fund Class

reclassified es Class effective

The Hartford Growth Fund Cless R3

The Hartford Growth Fund Class R4

The Hartford Growth Fund Class 25

February 12 2007

February 12 2007

February 12 2007

March 2002

March 2002

March 2002

November 14 1994

January 31 1992

November 14 1994

November 14 1994

August 2006

August 2006

August 2006

The Hartford Value Opportunities Fund3 Class

The Hartford Value Opportunities Fund Class

The Hartford Value Opportunities Fund Class

/TABLZ

Formerly Fortis Capital Appreciatior Portfolio

Advantage Portfolios Inc

March 2002

March 2002

March 2002

series of Fortis

Formerly Fortis Capital Fund series of Fortis Equity Fortfolioa Inc

Formerly Fortis Value Fund series of Portia 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

http//www.sec.gov/Archivcs/cdgar/dataJ499O5/00OO950135O7OOl276/b64254al0V99Wm..
1/19/2011
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2002

2002
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reclassified as Class effective February 12 2007

The Hartford Value Opportunities Fund Class

reclassified aa Class effective February 12 2C07

The Hartford Value Opportunities Fund Class B3

The Hartford Value Opportunities Fund Class 04

The Hartford Value Opportunities Fund Class Rb

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Class

The Hartford Growth Opportunities Fund Claea

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 03

The Hartford Growth Opportunities Fund Class 04

The Hartford Growth Opportunities Fund Class 05

The Hartford U.S Government Fund Class

The Hartford U.S Government Fund Class

The Hartford U.S Government Fund Class

The Hartford U.S Government Fund Class

reclassified as Class effective February 12 2007

The Hartford U.S 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 Tax-Free National Fund Class

The Hartford Tax-Free National Fund Class

The Hartford TaxFree National Fund Class

The Hartford TaxFree National Fund Class

reclassified as Class effective February 12 2007

The Hartford Tax-Free National Fund Class

The Hartford TaxFree National Fund Class

reclassified as Class effective February 12 2007

/TABLE

TABLE
Cs
The Hartford Tax-Free National Fund Class

reclassified as Class effective February 12 2007

The Hartford Tex-Free Minnesota Fund Class

The Hartford Tax-Free Minnesota Fund Class

The Hartford TaxFree Minnesota Fund Claas

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 Tax-Free Minnesota Fund Class

reclassified as Class effective February 12 2007

/TABLE

January 1996

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

November 14 1994

Novenber 14 1994

November 14 1994

March 2002

March 2002

March 2002

November 14 1994

November 14 1994

November 14 1994

CC
November 14 1g94

November 14 1994

November 14 1994

Novamber 14 1994

hup//www.scc.gov/Arehives/edgar/data/49905/00009SO1
3507001276/bô42S4alexv99wm.. 1/19/2011

March

March

March

November

2002

2002

2002

14 1994

Formerly Fortia Growth Fund Inc

Fornerly Fortis U.S Securities Fund series of Fortis Income Portfolios

Inc

Formerly National Portfolio series of Fortis TaxFree Portfolios Inc

PAGE

March

March

March

November

2002

2002

2002

14 1994

Classes 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 and

are now subject to the Class plan of distribution
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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 TaxFree Minnesota Fund also issued Class

ahares 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

Funds shares Hartford Investment Financial Services Company HIFSCO
total cc in connection with the distributionrelated services provided in

respect of said Class and in connection with the servicing of shareholder

acccunts 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 nay be payable as Distribution Fee and all or any

portion of such total fee may be payable as Shareholder Servicing Fee as

determined from time to time by the Funds Board of Directors Until further

action by the Board of Directors all of such fee ahall 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

distribution-related services

Formerly Minnesota Portfolio series of Fortis TaxFree Portfolios Inc

PAGE

provided in respect of said Class end 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 Small-Cap Growth Fund at an

enouel rate of .25% of eaid Class Ls average daily net assets With regard to

The Hartford SmallCap Growth Fund the annual rate shafl he .45% of average

daily net assets All or any portion of such total fee may be payable as

Distribution Fee and all or any portion of such total fee may be payable as

Shareholder Servicing Fee as determined from time to time by the Funds Board

of Directors Until further action by the Board of Directors all of such tea

shall be designated and payable as Distribution Fee

CLASS AND CLASS

Each of Class and Class of each Series is obligated to pay HIFSCO total

fee in connection with the servicing of shareholder accounts of said Class and

Class as applicable and in connection with distributionrelated services

provided in respect of said Class and Class 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 portion of such

total fee nay be payable as Shareholder Servicing Fee and all or any portion

of soch total fee may he payable as Distribution Fee as determined from tiae

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 assets

shall be designated and payable as Shareholder Servicing Fee and the remainder

of such fee shall be designated as Distribution Fee

CLASS R3 RI AND Rb SNARES

Each of Class R3 Class R4 and Class R5 of each Series is obligated to pay

HIFSCO total fee in connection with the distribution-related servioes provided

in respect of said Class R3 Class RI and Class RS as applicable and in

connection with the servicing of shareholder accounts of asid Class R3 Class P4

and Class RE 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 R3s Class R4s
and Class P5s 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

http//www.sec.gov/Archivcwedgar/data/49905/000095013507001276/b6425481tXs99wm.
1/19/2011
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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 Directcrs Until further action by the

Board of Directors 0.25% per annum of each Class R3s Class fls 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 IIIFSCO

for the purpose of financing any activity which is primarily intended to result

in the sale of Class shares For example such nistribution Fee may be used by

HIFSCO for payment of initial and ongoing coutnissions 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 nailing or other dissemination of all prospectuses

and statements of additional information the costs of preparation printing

and nailing of reports used for seles literature and related

PAGE

expenses advertisements end 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 HIFSCO 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

atysco 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 oonsider all

relevant factors including expenses borne by HIFSCO and amounts it receives

under the Plan

Additional Payment by HIFSCO

The Funds investment adviser HIFSCO 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 meke payments from its own resources to cover

the costs of additional distribution and shareholder servicing activities

Approval by Shareholders

If the Plan is adopted after the first public offering of the securities of

Cleas or the sele of such securities to persons who are not affiliated persons

of the Lund or affiliates of such persons promoters of the Fund or affiliated

persons 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 persons 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 rndependent Directors cast in person at

meeting called for the purpose of voting on the Plan and 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

Tne Plan stay 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 be 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 and if

applicable of any other affected Class or Classes and all materiel amendments

to the Plan must also be approved by the Funds Board of Directors in the manner

described in Section above

seLection of Certain Directors

While the Plan is in affect 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

pursuent 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 snd any report made pursuant to section 11 above for period of not lees

then six years the first two years in 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 subject to any exemption that

may he granted to the Fund under the 1940 Act by the securities and Exchange

Commission

PAGE

14 Meximum 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 seine Fund or

the other Funds However such transfer of the remaining amount must be

conducted in accordance with Rule 2830d and any subsequent amanthnenta to such

Section as well as any interpretations of such Rule by the NASD

Adoption Date 08.02.06

Effective Date 02.12.07

exv99wm.. 1119/2011
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DESCRI PTIONMASTER CUSTODIAN AGREEMENT

TEXT
PAGE

EXHIBIT

EXECUTION COPY

MASTER CUSTODIAN CONTRACT

This Master Custodian Contract this Contract is made as of February

200 by and among each registered investment company identified OIL the signature

page hereto each such investment company and each investment company

subsequently made subject to this Contract in accordance with Section 21.1

below shall hereinafter be referred to as FUND and references made herein

to the Fund shall be deemed references to each Fund and STATE STREET BANK

and TRUST COMPANY Massachusetts trust company the CUSTODIAN

WITNESSETH

WHEREAS each Fund is authorized to issue shares of common stock or sheres

of beneficial interest in separate series SHARES with each such series

representing interests in separate portfolio of securities end other assets

and

WHEREAS each Fund intends that this Contract be applicable to each of its

series set forth on Appendix hereto such series together with all other

series subsequently established by the Fund and made subject tc 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

Pcrtfolios 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

rnstructions as such tern 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

Sub-Custodians 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

PLEDGES With respect to uncertificated shares the UNDERLYING SHARES of

registered investment companies as defined in Section 3a1 of the

Investment Company Act of 1940 as amended from time to time the 1940 ACT

whether in the same group of investment companies as defined in Section

12d ii of

PAGE

the 1940 Act or otherwise includiog pursuant to section 12 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 time to tine employ one or more sub-custodians

located in the United States as approved by the Board provided however that

the Custodian shall have no more or less responsibility or liability to the

Funds on account of any actions or omissions of any subcustodian so employed

than any such subcustodian has to the Custodian The Custodian may place end

maintain each Portfolios foreign securities with foreign banking institution

sub-custodians employed by the Custodian and/or foreign securities depositories

all as designated in Schedules and hereto but only in accordance with the

applicable provisions of Articles and hereof

Duties of the Custodian with Respect to Property of the Fund Held By the

Custodian in the United States

2.1 Holding Securities The Custodian shall hold and physically segregate for

the account of each portfolio all non-cash property to be held by it in the

United States including all domestic securities owned by such Portfolio

other then securities which are maintained pursuant to Section 2.9 in

clearing agency which acts as securities depository of in bookentry

system authorized by the U.S Department of the Treasury and certain

federal agencies each U.S SECURITIES SYSTEW and Underlying

Shares owned by each Fund which are maintained pursuant to Section 2.11

hereof in an account with State Street Bank and Trust Company or such other

entity which may 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 Pcrtfclio held by the Custodian in U.S Securities

System account of the Custodian only upon receipt of Proper Instructions

from the Fund on behalf of the applicable Portfolio which may be

continuing instructions when deemed appropriate by the parties and only in

the following cases

Upon sale of such securities for the account of the Portfolio and

receipt of payment therefor

Upon the receipt of payment in connection with any repurchase

agreement related to such securities entered into by the Portfolio

In the case of sale effected through U.S Securities System in

accordance with the provisions of Section 2.9 hereof

To the depository agent in connection with tender or other similar

offers for securities of the Portfolio

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 euch 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 righte or similar securities the surrender

thereof in the exercise of such warrants rights or siiniar 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 melter of The National Association of Securities

Dealers Inc NASD relating to complience with the rules of The

Options Clearing Corporstion 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 bahalf 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 Sub-Custodians or

additional custodians appointed by the Fund and communicated to the

Custodian from time to time via writing duly executed by an

authorized officer of the Fund for the purpose of engaging in

repurchase agreement or securities lending transactions each REPO

CUSTODIAN and prior to receipt of payment therefor as set forth in

written Proper Instructions such delivery in advance of payment

along with payment in advance of delivery made in accordance with

Section 2.67 as applicable shall each be referred to herein as

FREE TRADE provided that such Proper Instructions shall set forth

the securities of the Portfolio to be delivered and the

persons to whom delivery of such securities shall be made

16 For delivery as initial or variation margin in connection with futures

or options on futures contracts entered into by the Fund on behalf of

the Portfolio and
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17 In the case cf sale processed through the Underlying Transfer Agent

of Underlying Shares in accordance with Section 2.11 hereof and

18 For any other purpose but only upon receipt of Proper Instructions

from the Fund on behalf of the applicable Portfolio specifying the

securities of the Portfolio to be de.ivered 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 nans or nominee name of any agent appointed pursuant

to section 2.8 or in the name or nominee name of any subcustodian

appointed pursuant to Article All securities accepted by the Custodian

on behalf of the Portfolio under the terms of this Contract shall be in

street name or other

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 Bank Accounts The Custodian shall open and maintain separate hank

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 l7f3 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 2.23.O or 2.215 or purchased pursuant

to Section 2.67 and subject to the provisions of Section 2.3 the

custodian shall collect on timely basis all income and other payments

with respect to registered domestic securities held hereunder to which each

Pnrtfnlio shall be entitled either by law or pursuant to contract or custom

in the securities business and shall collect on timely basis all income

and other payments with respect to bearer domestic securities if on the

date of payment by the issuer such securities are held by the Custodian or

its agent thereof without limiting the generality of the foregoing the

Custodian shall detach and present for payment all coupons and other income

items requiring presentation as and when they become due and shall collect

interest when due on securities held hereunder The Custodian shall credit

income to ths Portfolio as such income is received or in accordance with

Custodians than current payable date income schedule Any credit to the

Port folio 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

http//www.sec.gov/Archives/edgar/d8ta1l00641
5/000095013507001 6591b64571evexv99w.. 2/1/2011

0000170



Case 21 1-cv-01083-DMC -JAD Document 1-4 Filed 02/25/11 Page of 80 PagelD 171

Page of 43

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 Moniee 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 etch 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 cuetodian 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

ror 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 auch

expenses are to be in whole or psrt capitalized or treated as deferred

expenses

For the paynent 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 aitunt 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 end

For delivery as initial or variation margin in connection with futures

or options on futures contracts entered into by Fund on behalf of

Portfolio and

For any other purpose but only upon receipt of Proper Instructions

from the Fund on behalf of the applicable Portfolio specifying the

amount of such payment and the person or persons to whom such

payment is to be made

2.7 Liability for Payment in Advance of Receipt of Securities Purchased Except

as specifically stated otherwise in this Contract in any and every case

where payment for purchase of domestic securities for the account of

Portfolio is made by the Custodian in advance of receipt of the securities

purchased in the absence of specific written instructions from the Fund on

behalf of such Portfolio to so pay in advance the Custodian shall be

absolutely liable to the Fund for such securities to the same extent as if

the securities had been received by the custodian

2.8 Appointment of Domestic SubCustodi.ans The Custodian may at any time or

times in its discretion appoint and may at any time remove any other ban

or trust company which is itself qualified under the 1940 Act to act as

custodian as its subcustodian to carry out ouch custodial functions under

this Article as the Custodian may from time to time direct provided

however that the appointment of any domestic sub-custodian shall not

relieve the custodian of or in any way abrogate its responsihilities or

liabilities hereunder An Underlying Transfer Agent shall not he deemed an

agent or sub-custodian of the Custodian for purposes of this Section 2.8 or

any other provision of this Contract

2.9 Deposit of Fund Assets in U.S Securities Systems The Custodian may

deposit and/or maintain securities owned by Portfolio in U.S

Securities System in compliance with the conditions of Rule l7f-4 under the

1940 Act as aatended 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 aecuritiea including

securities maintained in an account by the Custodian pursuant to Section

2.9 hereuf in accordance with the prcvialora of any agreement among

the Fund on behalf of the Portfolio the Custodian and broker-dealer

registered under the Exchange Act and member of the NASD or any futures

commission merchant registered under the commodity Exchange Act relating

to compliance with the rules of The Options Clearing Corporation and of any

registered national securities exchange or the Commodity Futures

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 Portfclio 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
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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 of confirmation or statement from an Underlying

Transfer Agent that such Underlying Transfer Agent is holding or

maintaining Underlying Shares in the name of the Custodian or
nominee of the Custodian for the benefit of Portfolio the

custodian shall identify by book-entry that euch Underlying Shares are

being held by it as custodian for the benefit of the Portfolio

In respect of the purchase of Underlying Shares for the account of

Portfolio upon receipt of Proper Instructions the Custodian shall

pay out monies of such Portfolio as so directed and record such

payment from the account of auth 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 front 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 shell 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

bee 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 Custodiao shall execute

ownership and other certificates snd 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 custodian

from issuers of the securities being held for the Portfolio With respect

to tender or exchange offers the Custodian shall transmit promptly to the

Portfolio all written information received by the Custodian from issuers of

the seourities 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 actusl

possession of such domestic securities or property and ii the Custodian

receives Proper Instructions with regard to the exercise of any such right

or power and both and ii occur at least three business days prior to

the dste on which the Custodian is to tske action to exercise such right or

power The Custodian shall also transmit promptly to the Fund for each

epplicable Portfolio all written information received by the custodian

regarding any class action or other litigetion in connection with Portfolio

securities or other assets issued in the united States and then held or

previously held during the ten of this contract by the custodisn for the

account of the Fund for such Portfolio including but not limited to

opt-out notices and proof-ofclaim 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 responeibility to so transmit any information under this Section

2.14

2.15 Investments in Loans The provisions of this section shall apply with

respect to Loans as defined below

For purposes of this section the following terms shall have the

following meanings

FINANCING DOCUMENTS neans promissory notes mortgages security

agreements assignment agreements settlement agreements1

participation agreements leases and other instruments certificates

agreements and documents or copies thereof constituting evidencing

representing or otherwise relating to Loans

LOAN INFOBMATION 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 is lender including leases used as

financing transactions

DBLIGOR 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 tine to time in its vault facility but

only pursuant to Proper Instructions from the Fund Financing

Documents other than those described in the foregoing sentence shall

be held subject to the same security as other physical documents and

records that the custodian holds for the Fund The custodism 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 issuemce

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 sre to be delivered and the

method of acquiring and evidencing the ownership thereof The

custodian shall promptly release any Financing Documents to the Fund

or to any party specified to receive such Financing Documents pursuant

to Proper Instructions from the Fund The Custodian shall not be

deemed to have or be charged with knowledge of the sale of any Loan

unless the Custodian shall have received Proper Instructions from the
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Fund with respect thereto

Responsibility for Financing Documents The Custodian shall noL be

obligated to examine the contents or deteraiJne 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 cr 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 understcod 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 Ii 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 aources designated in writing by the Fund

and iv provide reports and information fron the books and records it

maintains for the Fund in accordance with the Funds Proper

Instruct ions

Collection ot Loan Payments- The Fund on behalf of the applicable

Portfolio shall cause the Custodian to be named as its nominee for

payment purposes under the Financing Documents or otherwise provide

for the direct payment of the Loan payments to the Custodian The

Custodian shall credit to the Portfolios account all peyments with

respect to Loan ectuelly received by the Custodian and identified as

for the account of the Portfolio All credits and payments credited to

the Portfolio shall be conditional upon clearance and actual receipt

by the custodian of final payment thereon- If any Loan payments

whether principal or interest are not received by the Custodian

within three business days nf 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 tia 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 front the related bank agent Obligor or

similar party with respect to the related Loan without any obligation

on the part of the Custodian independently to verify investigate

recalculate update or otherwise confirm the accuracy or completeness

thereof The Custodian shall have no liability for any delay or

failure on the part of the Fund in providing necessary Loan

Information to the Custodian or for any inaccuracy therein or

incompleteness thereof In case any question arises as to its duties

hereunder the Custodian may request instructions from the Fund and

shall be entitled st 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 hfS and 17f7

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 snd settlement practices

and laws and regulations applicable to the safekeeping and recovery of

Foreign Assets held in custody in that country

ELIGIBLE FOREIGN CUSTODIAN has the meaning set forth in section of

Rule 17f-5 including majority-owned or indirect subsidiary of U.S

Bank as defined in Rule 17f5 bank holding company meeting the

requirements of an Eligible Foreign Custodian as set forth in Rule 17f-5

or by other appropriate action of the U.S Securities and Exchange

Commission the SEC or foreign branch of Bank as defined in

Section 2s 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 hss the meaning set forth in section of

Rule h7f5 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 l7f5 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 as Foreign Custody Manager with respect to the Portfolios

countries Covered The Foreign Custody Mansger 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 Mansger to maintain

the assets of the Portfolios which list of Eligible Foreign

Custodians may be smended 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 appliceble 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 sccount or

to piace 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 cnstodian 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

13
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au tactors relevant to the safekeeping of such assets

including without limitation the factors specified in Rule

l7f5c

Contrects 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 llf5c
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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 the

appropriateness of maintaining the Foreign asets 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 on Eligible Foreign Custodian

and the placement of such Foreign Assets with another Eligible Foreign

Custodian by providing tc the Board en amended Schedule at the end

of the calendar quarter in which en 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 32

after the occurrence of the material change

standard of Care as Foreign Custody Manager of Portfolio In

performing the responsibilities delegated to it the Foreign Custody

Manager agrees to exercise reasonable care prudence and diligence

such as person having respcnsibility for the safekeeping of assets

of management investment companies registered under the 1940 Act would

exercise

14
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Representations with Respect to Rule 17f5 The Foreign custody

Manager represents to the Fund that it is U.S Bank as defined in

section of Rule l7f5 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 nepositories

Analysis and Monitoring The Custodian shall provide the Fund or

its dulyauthorized investment manager or investment adviser with an

analysis of the custody risks associated with maintainiog asaeta with

the Eligible securities Depositories set forth on Schedule hereto in

accordance with section of Rule l7f7 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 17f7

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 identity on its books as belonging

to the Portfolios the foreign securities held by each Foreign Sub-Custodian

or Foreign Securities Systezu The Custodian may hold foreign securities for

all of its customers including the Portfolios wIth any Foreign

SubCustodian in an account that is identified
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as belonging to the Custodian for the benefit of its customers provided

howevr that Ci the reccrds of the Custodian with respect to foreign

securities of the Pcrtfolios 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 Sub-Custodian

4.3 Foreign Securities Systems Foreign securities shall be maintained in

Foreign Securities System in designated country through arrsngements

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 continuing instructions when deemed appropriate by the

parties and only in the following cases

upon the sale of such foreign securities for the Portfolio in

accordance with ocitusercially reasonable market practice in the

coontry where such foreign securities are held or traded

including without limitation delivery against expectation

of receiving latex 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

ci to the depository agent in connection with tender or other

similar offers for foreign securities of the Portfolios

di to the issuer thexeof or its agent when such foreign securities

are called redeestec retired or otherwise become payable

ci to the issuer therenf 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

16
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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 readjuatstent

of the securities of the issuer of such securities or pursuant

to provisions for conversion contained in such securities or

pursuant to any depcsit egreeinent

in the csse of warrsnta 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

Lund on behalf of Portfolios requiring pledge of assets by the

Lund 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

in for any other purpose but only upon receipt of Proper

rnstructions specifying the foreign securities to be delivered

and naming the person or persons to whom delivery of such

securities shall be made

Payment of Portfolio Monies upon receipt of Proper Instructions

which may be continuing instructions when deemed appropriate by the

parties the Custodian shall pay out or direct the respective Foreign

Sub-Custodian or the respective Foreign Securities System to pay out

monies of Portfolio in the following cases only

upon the purchase of foreign securities for the Portfolio unless

otherwise directed by Proper Instructions by delivering

money to the seller thereof or to dealer theretor 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 Systaa
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in connection with the conversion exchange or surrender of

foreign securities of the Portfolio

for the payment of any expense or liability of the Portfolio

including but not limited to the following payments interest

taxes investment advisory fees transfer agency fees fees under

this Contract legal fees accounting fees and other operating

expens as

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 as original margin and variation margin

for oayment 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 be made

for any other purpose hut only upon receipt of Proper

rnstructions 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 A55t5 from such purchaser or dealer

The Custodian shall provide to the Boards the information with respect

to custody and settlement practices in countries in which the

custodian employs Foreign SubCustodian described on Schedule

hereto at the tine 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

18
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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 Sub-Custodian or in the name of any

nominee of the foregoing and the applicable Fund on behaif of such

Portfolio agrees to hold any such nominee harmless from any liability as

holder of record of such foreign securities The Custodian or Foreign

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 Sank 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 sccount or bank accounts shall be opened and maintained

outside the United States on behalf of Portfolio with Foreign

Sub-Custodian 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 The Commonwealth 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 Custodian

shall credit income to the applicable Portfolio as such income is received

or in accordance with Custodians then current payable date income

schedule Any credit to the Portfolio in sdvance of receipt may be reversed

when the Custodian determines that payment will not occur in due course and

the Portfolio may be charged at the Custodians applicable rate for time

credited Income on securities loaned other than from the Custodians

securities lending program shall be credited as received

4.8 Shareholder Rights With respect to the foreign securities held pursuant to

this Article the Custodian will use reasonable commercial efforts to

facilitate the exercise of voting and other shareholder rights subject

always to the laws regulations and practical constraints that may exist in

the country where such securities are issued The Fund acknowledges that

local conditions including lack of regulation onerous procedural

obligations lack of notice and other factors may have the effect of

severely limiting the ability of the Fund to exercise shareholder rights

4.9 CoirsaunicatiOns 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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tho 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 shell 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 vie the Foreign Sub-Custodians from issuers of

the foreign securities being held for the account of the Portfolios

regarding any class action or other litigation in connection with Portfolio

foreign securities or other assets issued outside the United States and

then held or previously held during the term of this Contract by the

Custodian via Foreign SubCustodian for the account of the Fund for such

Portfolio including but not limited to opt-out notices and

proofof-claim 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 he applicable the Custodian shall have no

responsibility to so transmit any information under this Section 4.9

4.10 Liability of Foreign SubCustodians Each agreement pursuant to which the

Custodian employs Foreign Sub-Custodian shall to the extent possible

require the Foreign 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

SubCustodian the Custodian shall be without liability to the Fund for

any loss liability claim cr expense resulting from or caused by anything

which is part of Country Risk

The Custodian shall be liable for the acts or onissiona 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

2C
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restrictions or acts of war or terrorism or any other loss where the

Foreign SubCustodian has otherwise acted with reasonable care

Contractual Settlement Services Purchase Sales

5.1 The Custodian shall in accordance with the terms set out in this section

debit or credit the appropriate cash account of each Portfolio in

connection with the purchase ci 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 C0NflACTUAL SETTLEMENT SERVICES shall

be provided for such instruments and in such markets as the Custodian may

advise from time to tine 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 Custodiao 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 transection 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 steileble 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 applioable martet

5.5 Simultaneously with the making of such provisional credit the Fund on

behalf of the applicable Portfolio agrees that the Custodian shall have

and hereby grants to the Custodian security interest in any property at

any time held for the account of the Portfolio to the full extent of the

credited amount and each Portfolio hereby pledges assigns and grants to

the Custodian continuing security interest and lien on any and all such

property under the Custodians possession in accordance with the terms of

Article 17 of this Contract In the event that the applicable Portfolio

fails to promptly repay any
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provisional credit the Custodian shall have all of the rights and remedies

of secured party under the Uniform Commercial Code of The Commonwealth of

Massachusetts

5.6 The Custodian shall have the right to reverse any provisional credit or

debit given in connection with the contractual Settlement Services at any

time when the Cuatodien 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 any costs or liabilities resulting

from such reversal Upon such reversal sum equal to the credited or

debited amount shall become immediately payable by the Portfolio to the

Custodian and may be debited from any cash account held for benefit of the

Portfolio

5.7 In the event that the Custodian is unable to debit an account in accordance

with Section 5.6 above of the Portfolio and the Portfolio fails to pay any

amount due to the Custodian at the time such amount becomes payable in

accordance with section 5.6 this Contract the Custodian may charge the

Portfolio for reasonable costs and expenses associated with providing the

provisional credit including without limitation the reasonable cost of

funds associated therewith ii the amount of any accrued dividends

interest and other distributions with respect to assets associated with

such transection may be set off against the credited amount i1i the

provisional credit and any such costs and expenses shall be considered an

advance of cash for purposes cf 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 fnr the

Custodian to make itself whole provided hnwever 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 En connection with the appointment of any Special

Sub-Custodian and in accordance with Proper Instructions the Custodisn shall

enter into subcustodian agreement with the Fund and the Special Sub-Custodian

in form and substance acceptable to the Custodian and approved by such Fund

provided that such agreement shall in all eventa comply with the provisions of

the 1940 Act end the rules end regulations thereunder and the terms and

provisions of this Contract At Funds election the Portfolios shall be

http//www.sec.gov/Archives/edgar/dataIlOO64l
5/000095013507001659/b64571cvexV99W.. 211/2011

0000184



Case 21 1-cv-01083-DMC -JAD Document 1-4 Filed 02/25/11 Page 20 of 80 PageD 185

Page 19 of 43

entitled to be subrogated to the rights of the Custodian with respect to any

claims against Special Sub-Custodian as consequence of any loss damage

cost expense liability or claim if and to the extent that the Portfolios hsve

not been made whole for any such loss damage cost expense liability or

claim
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Payments for Sales or Repurchasea or Redemptions of Shares of the Fund

The Custodian shall receive from the distributor for the Shares or from the

Transfer Agent of the Fund and deposit into the account of the appropriate

Portfolio such payments as are received for Shares of that Portfolio issued or

sold from time to time by the applicable Fund The Custodian will provide timely

notification to the Fund on behalf of each such Portfolio and the Transfer Agent

of any receipt by it of payments for Shares of such Portfolio

From such funds as may be available for the purpose the Custodian shall

upon receipt of instructions from the Transfer Agent make funds available for

payment to holders of Shares who have delivered to the Transfer Agent request

for redemption or repurchase of their Shares In connection with the redemption

or repurchase of Shares of Portfolio the Custodian is authorized upon receipt

of instructions from the Transfer Agent to wire funds to or through commercial

bank designated by the redeeming shareholders

Tax Law

The Custodian shall have no responsibility or liability for any obligations

now or hereafter imposed on the Fund the Portfolios or the Custodian as

custodian of the Portfolios by the tax law of the United States or of any state

or political subdivision thereof It shall be the responsibility of the Fund to

notify the custodian of the obligations imposed on the Fund with respect to the

Portfolios or the Custodian as custodian of the Portfolios by the tax law of

jurisdictions other than those mentioned in the above sentence including

responsibility for withholding and other tanea assessments or other

governmental charges certifications and governmental reporting The sole

responsibility of the Custodian with regard to such tax law shall be to use

reasonable efforts to assist the Fund with respect to any claim for exemption or

refund under the tax law of jurisdictions for which the Fund has provided such

information

Proper Instructions

PROPER INSTRUCTIONS which may also be standing instructions as such

term is used throughout this Contract shall mean instructions received by the

Custodian from Fund Funds duly authorized transfer agent investment

manager or investment adviser or person or entity duly authorized by either

of them Such instructions may be in writing signed by the authorized person or

persona or may be in tested communication or in communication utilizing

access codes effected between electrcmechanicsl or electronic devices or may be

by such other means and utilizing such intermediary systems and utilities as may

be agreed from time to time by the Cuetodian and the persons or entity giving

such instruction provided that the Fund has followed any security procedures

agreed to from tine to time by the applicable Fund and the Custodian including

but not limited to the security procedures selected by the Fund via the form of

Funds Transfer Addendum hereto Oral instructions will be considered Proper

Instructions if the Custodian reasonably believes them to have been given by

person authorized to provide such instructions with respect to the transaction

involved the Fund ahall cause all oral instructions to be confirmed in writing

For purposes of this Section Proper Instructions shall include instructions

received by the Custodisn pursuant to any multi-party agreement which requires

segregated asset account in accordance with Section 2.10 hereof
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concurrently with the execution of this contract and from time to time

thereafter as appropriate each Fund shall deliver to the Custodian duly

certified by such Funds Treasurer or Assistant Treasurer certificate setting

forth the names titles signatures and scope of authority of all persons

authorized to give Proper Instructions or any other notice request direction

instruction certificate or instrument on behalf of the Fund Such certificate

may be accepted and relied upon by the cuatodian as conclusive evidence of the

facts set forth therein and shall be considered to be in full force and effect

until receipt by the Custothan of similar certificate to the contrary

10 Actions Pormittcd without Express Authority

The custodian may in ita diacretion without exprees 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 tenpcrary 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 eli 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 oo behalf of the

applicable Fund The Custodian may receive and accept copy of resolution

certified by the Secretary or an Assistant Secretary of any Fund as conclusive

evidence of the authority of any person to act in accordance with such

resolution or of any determination or of any action by the applicable Board

as described in such resolution and such resolution may be considered as in

full force and effect until receipt hy the custodian of written notice to the

contrary

12 Duties of custodian with Respect to the Books of Account and calculation of

Net Asset value and Net Income

The custodian shall cooperate with and supply necessary information to the

entity or entities appointed by the applicable Board to keep the books of

account of each portfolio and/or compute the net asset value per share of the

outstanding Shares of ath Portfolio

24
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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 3la-J

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 cfficers 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 cf 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 Ment 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 theright 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 tc Section 2.215 or purchased pursuant to Section

267 hereof the Custodian is authorized and instructed to rely upon

information provided to it by the Fund the Funds counterpartyies or the

agents of either of them in performing its duties under this Contract including

without limitation the duties set forth in this Article 13

14 Intentionally omitted

15 Reports to Fund by Independent Public Accountants

The Custodian shall provide the applicable Fund on behalf of each of the

Portfolios at such times as the Fund may reasonably require with reports by

independent public accountants on the accounting system internal accounting

control and procedures fcr safeguarding securities futures contracts end

options on futures contracts including securities deposited and/or maintained

in U.S Securities System or Foreign Securities System either
SECURITIES SYSTEW relating to the services provided by the cuetodien 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 inadequscies the reports shall so state

16 Compensation of Custodian

The Custodian shall be entitled to reasonable compensation for its services

and expenses as Custodian as agreed upon in writing from time to time between

each Fund on behalf of each applicable Portfolio and the Custodian
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17 Responsibility of Custodian

So long as and to the extent that it is in the exercise of reasonable care

the custodian shall not be responsible for the title validity or genuineness of

any property or evidence of title thereto received by it or delivered by it

pursuant to this Contract and shall be held harmless in acting upon any notice

request consent certificate or other instrument reasonably believed by it to

be genuine and to be signed by the proper party or parties including any

futures comnisaion merchant acting pursuant to the terms of threeparty

futures or options agreement The Custodian shall be held to the exercise of

reasonable care in carrying out the provisions of this Contract but shall be

kept indemnified by each Fund and shall be without liability to any Fund for any

action taken or omitted by it in good faith without negligence including

without limitation acting ir accordance with any Proper Instruction It shall

be entitled to rely on and may act upon advice of counsel who may be counsel

for the Fund on all matters and shall be without liability for any action

reasonably taken or anitted pursuant to such advice The Custodian shall be

without liability to any Fund or Portfolio for any loss liability claim or

expense resulting fran 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 lose 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 expropriation imposition of currency controls or

restrictions the interruption suspension or restriction cf trading on or the

closure of any securities market power or other mechanical or technological

failures or interruptions computer viruses or communications disruptions acts

of war or terrorism riots revolutions work stoppages natural disasters or

other similar events or acts ii errors by any Fund or its investment manager

or investment adviser in their instructions to the custodian provided such

instructions have been in accordance with this Contract iii the insolvency of

or acts or omissions by Securities System iv any delay or failure of any

broker agent or intermediary central bank or other commercially prevalent

payment or clearing system to deliver to the custodians sub-custodian or agent

securities purchased or in the remittance or payment made in connection with

securities sold any delay or failure of any company corporation or other

body in charge of registering or transferring securities in the name of the

custodian any Fund the Custodians subcustodians nominees or agents cr any

consequential lossea arising out of such delay or failure to transfer such

securities including nonreceipt of bonua 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

Sub-custodian 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

Sub-Custodian to the same 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 sction

shall provide indemnity to the custodian in am 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

taxes charges expenses assessments claims or liabilities in connection with

the performsnce of this contract except such as may arise from its or its

nominees own negligent action negligent failure to act or willful misconduct

any property at any time held for the account of the applicable Portfolio shall

be security therefor and should the Fund fail to repay the custodian promptly

the custodian shall be entitled to utilize available cash and to dispose of such

Portfolios assets to the extent necessary to obtain reimbursement

Except as may arise from the custodians own negligence or willful

misconduct each Fund shall indemnify and hold the custodian harmless from and

against any and all costs expenses losses damages charges reasonable

counsel fees payments and liabilities which may be asserted ageinst 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 smounts 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 pursuant to

either of Section 2.215 or Section 2.67 hereof or for the acts or

omissions of any Special Sub-Custodian

In no event shall the Custodian be liable for indirect special or

consequential damages

18 Effective Period Termination and Amendment

This Contract shall become effective as of Its execution shall

continue in full force and effect until terminated as hereinafter

provided and may be amended at any time by mutual written agreement

of the parties hereto

At any time following the effective date of this Contract

the Funds may at any time by action of the applicable Boards of

Directors immediately terminate this Contract in the event of the

appointment of conservator or receiver for the Custodian by an

appropriate regulatory agency or court of competent Jurisdiction

and
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ii any party to this Contract may at any time terminate this

Contract upon one hundred eighty 180 days prior written notice

to the other party or parties

Notwithstanding the foregoing no Fund shall terminate this Contract

in contravention of any applicable federal or state regulations or

any provision cf such Funds Governing Documents

Any termination of this Contract may be with respect to any one

particular Fund cr 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 esch applicable Portfolio shall pay to the Custodian such

compensation as may he due as of the date of such terminetion 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 he

appointed by the applicable Board the Cuatodian shall upon termination and

receipt of Proper Instructions deliver to such successor custodian at the

office of the Custodian duly endorsed and in the form for transfer all

securities of each applicable Portfolio then held by it hereunder and shall

transfer to an account of the successor custodian all of the securities of each

such Portfolio held in Securities System or at an Underlying Transfer Agent

If no such successor custodian shall be appointed the Custodian shall in

like manner upon receipt of Proper Instructions deliver at the office of the

Custodian and transfer such securities funds and other properties in accordance

with such Proper Instructions

In the event that no Proper Instructions designating successor custodian

or alternative arrangements shall have been delivered to the Custodian on or

before the date when such termination shall become effective then the custodian

shall have the right to deliver to bank or trust company which is bank as

defined in the 1940 Act doing business in Boston Massachusetts or New York

New York of its own selection having an agregate capital surplus and

undivided profits as shown by its lset published report of not lees than

$25000000 all eecurities 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 successor

custodian all of the securities of each such Portfolio held in any Securities

System or at an Underlying Transfer Agent Thereafter such bank or trust

company shall be the successor of the Custodian under this Contract

In the event that securities funds and other properties remain in the

possession of the Custodian after the date of termination hereof owing to

failure of any Fund to provide Proper rnstructions the Custodian shall be

entitled to fair compensation for its services during such period
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as the Custodian retains possession of such securities funds and other

properties and the provisions of this Contract relating to the duties and

obligations of the Custodian shall remain in full force and effect

20 Interpretive and Additicnal Provisions

In connection with the operation of this Contract the Custodian and each

Fund on behalf of each of the Portfolios may from time to time agree on such

provisions interpretive of or in addition to the provisions of this contract as

may in their joint opinion be consistent with the general tenor of this

Contract provided that no such interpretive or additional provisions shall

contravene any applicable federal or state regulations or any provision of

Funds Governing Documents Any agreement as to interpretive or additional

provisions shell be in writing signed by the Custodian and each applicable

Fund end shall be annexed hereto Unless such writing specifically provides

otherwise no interpretive or additionsl provisions made as provided in this

sub-section shall he deemed to be an amenthnent of this Contract

21 Additional Funds and Portfolios

21.1 Additional Funds In the event that any registered investment company in

addition to thDse 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 investmant 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 then-current new business acceptance policies and procedures

and that it will promptly notify any entity that is determined to be

unacceptable

21.2 Additional Portfolios In the event that any Fund establishes one or store

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 sane 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 epplicable law

and its Governing Documents to enter into and perform this Contract all

requisite proceedings have bean taken to authorize it to enter into and perform

this Contract this Contract constitutes its legal valid binding and

enforceable agreement and its entrance into this Contract shall not cause

material breach or be in material conflict with any other agreement or

obligation of such party or any law or regulation applicable to it

23 Massachusetts Law to apply

This Contract shall be construed and the provisions thereof interpreted

under arid in accordance with laws of The Commonwealth of Massachusetts

24 Prior Contracts

This Contract supersedes and terminates as of the date hereof all prior

contracta 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 end all schedules exhibits addenda attechments and

amendments hereto may be reproduced by any photographic photostatio 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 husinese 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

My Proper Instruction notice coxrsaunication 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 delivered by prepaid certified mail in which case it shall be

deemed to have been served on the delivery date specified on the return receipt

or delivered by telecopy in which case it shall be deemed to have been

served on the business day after the receipt thereof Each party hereto shall

designate from time to time the persons and .addreaaes for Proper

Instructions and other communications related to the daily operations Proper

Instructions and other communications related to this Contract including but

not limited

30

PAGE

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 Conipany

801 Pennsylvania Avenue

Kansas City MO 64105
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Attention Vice President Custody

Telephone 8168714100

Telecopy 6168719675

To each Fund

name
do Hartford Administrative Services Company

500 Bielenberg Drive

Woodhury MN 55125

Attention Tsmi Fagely Vice President

Tel 6517385586

Fax 6517280996

With copy to

The Hartford

Life Law Group Mutual Funds Unit

200 Hopineadow Street

Simsbury CT 06070

Attention Edward MacDonald Assistant General Counsel

Tel 8608439934

Fax 8602978892

28 counterparts

This Contract may be executed in several counterparts each of which shall

be deemed to be an original and all such counterparts taken together shall

constitute one and the same Contract

29 Business Continuity

On or before the date of this contract the Custodian shall at its

expense have implemented and shall continue to maintain and periodically test

and update commercially reasonable business continuity and disaster recovery

plan to provide for the protection of information data and assets of and

relevant to its customers including the Funds

31
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30 Severability Waiver

If any provision or provisions of this contract shall be held to be

invalid unlawful or unenforceable the validity legality and enforceability of

the remaining provisions shall not in any way be affected or impaired Failure

by any party to insist on strict compliance with this Controct will not be

considered waiver by such party of any default or breach under the Contract

The failure of any party to exeroiee 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 nay 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 Custodian 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

addresses and holdings of beneficial owners of securities of that issuer held by

the bank unlesa the beneficial owner has expreaaly 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 aocounts established by the Fund

For the Funds protection the Rule prohibits the requesting company from using

the Funds name and address for any purpose other than corporate communications

Please indicate below whether the Fund consents or object by checking one of the

alternatives below

Yes The Custodian is authorized to release the Funds name

address and share positions

No LX The Custodian is not authorized to release the Fundft name

address and share positions

Next Page is Signature Page

32
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IN WITNESS WHEREOF each of the parties has caused this instrument to be

executed in ita name and behalf by its duly authorized representative as of the

date first abovewritten

STATE STREET BANK AND TRUST COMPANY ATTEST

By /3/ Kenneth Bergeron By /51 Elizabeth Bruce

Name Kenneth Bergeron Name Elizabeth Bruce

Title Senior Vice President

Each of the following registered investment companies acting with respect to

each of its series listed on Appendix hereto or if no such series is so

listed acting for itself severally and not jointly

HARTFORD SERIES FUND INC ATTEST

By Is Tamara Fagely By Is Edward Macdonald

Name Tamars Fagely Name Edward Macdonald

Title Vice Eresident

THE HARTFORD MUTUAL FUNDS INC ATTEST

By Is Tamara Fagely By Is Edward Macdonald

Name Tamars Fagely Name Edward Macdonald

Title Vice President

THE HARTFORD MUTUAL FUNDS II INC ATTEST

By Ia Taiuara Fagaly By /s/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

HARTFORD HIS SERIES FUND II INC ATTEST

By /s/ Tamara Fagely By /s/ Edward Macdonald
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Name Tatnara Fagely
Name Edward Macdonald

Title Vice president

HARTFORD INCOME SHARES FUND INC ATTEST

By /5/ Tainara Fagely By /5/ Edward Macdonald

Name Tamara Fagely Name Edward Macdonald

Title Vice President

33
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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

GLDBAL CUSTODY NETWORK
SUSCUSTODIANS

CABLE
CAPTION
COUNTRY SUBCUSTODIAN

Argentina Citibank N.A

Australia Westpac Banking Corporation

Citibank Pty Limited

Austria Erste Bank der Oaterreichischen Sparkasaen AG

Babrain 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 Generale de Banques en Cote dIvoire
Abidjan Ivory Coast

Bermuda The Bank of Bemuda Limited

Botswana Barclays Bank of Botawana Limited

Brazil Citibank N.A

Bulgaria LEG Bank N.y

Burkina Faso via Societe Generals de Banques en Cote dIvoire
Abidjan Ivory Coast

Canada State Street Trust Company Canada

Cayman Islands Scotiabank Trust Cayman Limited

Chile BankBoston LA

Peoples Republic of China The Hongkong and Shanghai Banking Corporation Limited Shanghai and

Shenzhen branches

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAli

Colombia Cititrust Colombia S.A Sociedad Fiduciaria

Costa Rica Banco BCT S.A

Croatia Privredna Banka Zagreb d.d

Cyprus Cyprus Popular Bank Public Company Ltd

Czech Republic Ceskoslovenska Obohodni Banka A.S

Denmark Skandinaviska Enskilda Ranklen AR Sweden operating through its

Copenhagen branch

Ecuador Banco de la Produccion S.A PRODUBANCO

Egypt HSBC Bank Egypt S.A.E

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Estonia AS Banssbank

Finland Nordea Bank Finland Plc

France BNP Paribas Securities Services S.A

Deutsche Bank AG Netherlands operating through its Paris branch

Germany Deutsche Dank AG
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Ghana Barclays Bank of Ghana Limited

Greece National Bank of Greece S.A

GuineaBissau via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Ccast

Hong Kong Standard Chartered Bank Hong Kong Limited

c/ThBLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SURCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Hungary
HI/B Bank Hungary Rt

Iceland Kaupthing Bank hf

India Deutsche Bank AG

The Hcngkong and Shanghai Banking Corporation Limited

Indonesia neutsche Bank AG

Ireland Bank cf Ireland

Israel Bank Ilapoalim B.M

Italy BNP Paribas Securities Services S.A

Deutsche Bank S.p.A

Ivory Coast Societe Generals de Banques en Cote dIvoire

Jamaica Bank of Nova Scotia Jamaica Ltd

Japan Mizuho Corporate Bank Ltd

Sumitomo Mitsui Banking Corporation

Jordan HSBC Bank Middle East

as delegate of the Hongkong and Shanghai Banking Corporation Limited

Kazakhstan HSBC Bank Kazakhstan

as delegate of the Hcngkong and Shanghai Banking Corporation Limited

Kenya Barclays Bank of Kenya Limited

Republic of Korea Deutsche Bank AG

/TABLE

PAGE

SCHEDULE

STATE STREET
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GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SOBCUSTODIAR

The Hongkong and Shanghai Banking Corporation Limited

Latvla A/s Hansabanka

Lebanon HSBC Bank Middle East

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Lithuania 5KB Vilnisus 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

Mauritius The Hcngkong and Shanghai Banking Corporation Limited

Mexico Banco Nacional de Mexico S.A

Morocco Attijariwafa bank

Nantibia Standard Bank Namibia Limited

Netherlands Deutsche Bank AG

New Zealand Westpac Banking Corporation

Niger via Societe GeneralØ de Banques en Cote dIvoire Abidjan Ivory Coast

Nigeria Stanbic Bank Nigeria Limited

Norway Nordea Bank Norge ASA

Oman RSBC Bank Middle East Linited

as delegate of The Hongkong and Shanghai Banking Corporation Limited

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

CABLE
CAPTION
COUNTRY SUBCtJSTODIAN

CC
Pakistan Deutsche Bank AG

Palestine MSBC Bank Middle East Limited

as delegate of The Hongkcng 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 Warszawe S.A

Portugal Banco Comercial Portugues S.A

Puerto Rico Citibank M.A

Qatar HSBC Bank Middle East Limited

as delegate of The Mongkong and Shanghai Banking corporation Limited

Romania ING Bank N.Y

Russia ING Bank Eurasia SˆO Moscow

Senegal via Societe Generale de Bangues en CoLe dIvoire Abidjan Ivory Coast

Serbia LIVE Bank Serbia and Momtenegro ad

Singapore DES Bank T.tmited

United Overseas Bank Limited

Slovak Republic Ceakoslovenska Obchodni Banka A.S pobocks zahranicnej hanky SR

Slovenia Bank Austria Creditanstalt d.d Ljubljana

c/TABLE

PAGE

SCHEDULE

STATE STREET

CLOBM CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

South Africa Nedbank Limited

Standard Bank of South Africa Limited

Spain
Deutsche Bank St.E

Sri Lanka The Hongkong and Shanghai Banking Corporation Limited

Swaziland Standard Bank Swaziland Limited

Sweden Skandineviska Enakilda Banken AR

Switzerland UBS AG

Taiwan R.O.C Central Trust of China

Thailand Standard Chartered Bank Thai Public Company Limited

Togo via Societe Generale de Banquea en Cote dIvoire Abidjan Ivory Ccast

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 ING Bank Ukraine

Uni ted Arab Emirates HSBC Bank Middle East Limited

as delegate of The Hongkong and Shanghai Banking Corporation Limited

United Kingdom State Street Bank and Trust Company United kingdom Branch

/TRELE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SURCUSTODIAN

Uruguay BankBoston N.A

Venezuela Citibank N.A

Vietnam The Hongkcng and Shanghai Banking Corporation Limited

Zambia Barclays Bank of Zambia Plc

Zimbabwe Barclays Bank of Zimbabwe Limited

C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

CS
Argentina Caja de Valores S.A

Australia Austraclear Limited

Austria Oesterreichische Kontrollbenk AG

Wertpapiersanmelbenk Division

Bahrain Clearing Settlement and Depository System of the Bahrain Stock

Exchange

Bangladesh Central Depository Bangladesh Limited

Belgium Bangue Nationale de Belgigue

Euroclear 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

CETI
Comanhia Braaileira de Liguidacao Cuatodia

Sistena Especial de Liquidacao de Custodia SELIC

Bulgaria Bulgarian National Bank

Central Depository AD

Burkina Faso Depositaire Central Bangue de Regleinent

Canada The Canadian Depository for Securities Limited

Chile Deposito Central de Valorms LA

Peoples Republic China Securities Depository and Clearing Corporation Limited

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPCSITORIES

CC
of China Shanghai Branch

China Securities Depository and Clearing Corporation Limited

Shenzhen Branch

Colombia Deposito Central de Valores

Depoaito Centralizado de Valores de Colombia .A DECEVALL

Costa Rica Central de Valores S.A

Croatia Sredisnja Depozitarna Agencija d.d

Cyprus Central Depository and Central Registry

Czech Republic Czech National Bank

Stredisko cennych papiru Ceska republika

Denmark VaerdipapircentraJ.en Danish Securities Center

Egypt Miar for Clearing Settlement and Depository S.A.E

Central Bank of Egypt

Eatonia AS Eesti Vaartpsberikeskus

Finland Suomer Arvopaperikeskus Oy

France Euroolear France

Germany Clearstrean 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

GuineaBisssu Depositaire Central Banque de Regleinent

TABLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPCS ITORIES

Hong Kong Central Moneymarkets Unit

Hong Kong Securities Clearing Company Limited

Hungary Korponti Elszamolohaz as Ertektar Budapest at KELER

Iceland Icelandic Securities Depository Limited

India Central Depository services India Limited

NationaJ Securities Depository Limited

Reserve Bank of India

Indonesia Bank Indoneeia

PT Mustodian Sentral Efek Indonesia

larsel Tel Aviv Stock Exchange Clearing House Ltd TASE Clearinghouse

Italy Monte Titoli S.p.A

Ivory Coast Depositaire Central Banque de Regleinent

Jamaica Jamaica Central Securities Depository

Japan Bank cf Japan Net System

Japan Securities Depository Center JASDEC Incorporateli

Jordan Securities Depository Center

Kazsk.hstan Central Securities Depository

Kenya central Depository and Settlement Corporation Limited

Central Bank of Kenya

C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS
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TABLE
CAPTION
COUNTRY DEPOSITORIES

Republic of Korea Korea securities Depository

Latvia L.atvian Central Depository

Lebanon Bangue du Liban

Custodian and Clearing Center of Financial Instruments for Lebanon and

the Middle East Nidclear S.A.L

Lithuania Central Securities Depository of Lithuania

Malaysia
Bank Negara Malaysia

Bursa Malaysia Depository Sdn Slid

Mali Depositaire central Banque de Regleinent

Malta Central Securities Depository of the Malta Stock Exchange

Mauritius Bank of Mauritius

Central DepcsitCry and Settlement Co Ltd

Mexico S.D INIJEVAL LA de C.v

Morocco Maroclear

Namibia Bank of Namibie

Netherlands Euroclesr Nederland

New Zealand New Zealand central Securities Depository Limited

Niger Depositsire Central Banque de Reglement

/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 securities Registration Company SAOC

Pakistan Central Depository Company of Pakistan Limited

gtate Bank of Pakistan

Palestine Clearing Depository and Settlement department of the Palestine

Stock Exchange

Panama Central Latinoaxeericana de Valores LA LatiriClear
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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 wartoaclowych

Krajowy Depczyt Papierow wertoaciowych S.A

Portugal
INTERBOLSA sociedade Gestora de Sisteinas de LiquidacaO de Sistemas

Centralizados de Valores Mobiliarios SA

Qatar Central clearing and Registration CCR

department of the Doha securities Market

Roinania Bucharest stock Exchange Registry Division

National Bank of Roeania

Russia Vneshtorgbank Bank for Foreign Trade of the Russian Federation

C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

CABLE
CAPTION
COUNTRY DEPOSITORIES

Senegal
Depositaire Central Banque de Reglement

Serbia Central Registrar and Central Depository for securities

Singapore The Central Depository Pta Limited

Monetary Authority of Singapore

slovak Republic Naodna banka alovenska

Centralny depozitar cennych papierov BR a.a

Slovenia KDD Centralna klirinsko depotna druzba dd

South Africa Share Transactions Totally Electronic STRATE Ltd

Spain
IBERCLEAR

Sri Lanka
Central Depository System Pvt Limited

Sweden Vardepapperscentralen VPC AR

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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Toga Depositaire Central Banque de Reglement

Trinidad and Tobago Trinidad and Tobago Central Bank

Tunisia Societe Tunisienne interprofessionelle pour la Compensation

/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

et de Depots des Valeurs Mobilieres STICODEVAN

Turkey Central Bank of Turkey

Central Registry Agency

Uganda Bank of Uganda

Ukraine Mizhregionalny Fondovy Souz

National Bank of Ukraine

United Arab Emirates Clearing and Depository System

department of the Dubai Financial Market

United Kingdom CrestCo

Uruguay Banco Central del Uruguay

Venezuela Banco Central de Venezuela

Caja Venezolana de Valores

Vietnam Vietnam Securities Depository

Zambia Bank of Zambia

LuSE Central Shares Depository Limited

TRANSNAT tONAL

Euroclesr

Clearetream Banking S.A
C/TABLE

PAGE

SCHEDULE

NARKET INFORMATION

TABLE
CAPTION
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PUBLICATION/TYPE OF INEORMATION BRIEF DESCRIPTION

Cs
SCHEDULED FREQUENCY

The Guide to Custody in World Markets An 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 pert of the materials that State Street provides to

its U.S mutual fuod clients to assist them in complying

with SEC Rule l7f-5 The Review also gives insight into

State Streets market expansion and Foreign 5thCustodian

selection processes as well as the procedures and controls

used to nonitor the financial condition and performance of

our Foreign SubCustodian banks

Securities Depository Review Custody risk analyses of the Foreign Securities Depositories

snnually presently operating in Network markets This publiCation is

an integral part of the materials that State Street provides

to its U.S mutual fund clients to meet informational

obligations crested by SEC Rule l7f7

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 SubCustodian or Foreign Seourities 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 end 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 Adviaories 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

Materisl Change Notices Infàrmational letters and accompanying materials confirming

presently on quarterly basis or State Streets foreign custody arrangements including

as otherwise necessary surary of material changes with Foreign SubCustodians that

have oncurred 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

PAGE

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 and ownership that we make available on remote

basis to our customers the Remote Access Services

The Services This addendtmi shell 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

Dosignees to comply with remote access operating standards and procedures and

with user identification nr 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 tens 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 end 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 licenaors related thereto are the exclusive valuable and

confidential property of State Street and its relevant licensors as applicable

the Proprietary Information

You agree on behalf of yourself and your Authorized Designeea to keep the

Proprietary Information confidential end to limit access to your employees and

Authorized Oesignees 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 sources 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 yourself 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 snd 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 thirdparty sources and data and pricing information obtained from

third parties the Systems and Remcte Access Services are provided AS IS and

you and your Authorized 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 to 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 th systems or the Remote Access Services nor shall either party

be responsible for delays or nonperforinance 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 DISCLAIMS ANY AND ALL WARRANTIES CONCERNING THE

SYSTEM AND THE SERVICES TO BE RENDERED HEREUNDER WHETHER EXPRESS OR IMPLIED

INcLUDING WITHOUT LIMITATIC4 ANY WARRANTY OF MERCHANTIRILITY 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 State 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

State 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 uoder the patent or copyright or trade

secret laws of the United States State Street shall have the right at State

Streets eole option to procure for you the right to continue using such

System or Remote Access services ii replace or modify such System or Remote

Access Services so that the System or the Remote Access 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 one-hundred and

eighty 150 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 Proprietery Information in your posseasion 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 prcvided 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 tc State Street shall control This Addendum

cannot be modified or altered except in writing duly executed by both of us

and ehall be governed by and construed in accordance with the laws of the

Commonweelth of Massachusetts

next page is signature page

PAGE

CONFIRNED AND AGREED

Each of the following registered investment companies acting with respect to

each of its series if any or if it has no such series acting for itself

severally and not jointly

HARTFORD SERIES FUND INC

By /5/ Taoiara Fagely

Name Tamara Fagely

Title Vice President

THE HARTFORD MUTUAL FUNDS INC

By /5/ Tamara Fegely

Name Tamara 1.. Fagely

Title Vice President

THE HARTFORD MUTUAL FUNDS II INC

By /5/ Tamsra Fegely

Name Tamara Fagely

Title vice President

HARTFORD HLS SERIES FUND II INC

By /5/ Tamara Fagely

Name Tamara Fagely

Title Vice President

HAflFORD INCOME SHARES FUND INC

By /a/ Tamara Fagely

Name Tamara Fagely

Title vice President
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DOCUMENT
CYPEEX-99.H
SEQUENCfl5

FILENAMEb62326lcexv99whwxiy txt

DESCRIPTIONTRANSFER AGENCY AND SERVICE AGREEMENT

TEXT
PAGE

EXECUTION COPY

Exhibit h.l

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 Simsbury Connecticut 06089 and

Hartford Mutual Funds II mc Maryland corporation having its principal

office and place of business at 200 Hopmeadow Street Simsbury Connecticut

06089 together the Funds and Hartfcrd Administrative Services Company

HASCO having its principal office and place of business at 500 Bielenberg

Drive Woodbury Minnesota 55125 This Agreement is intended to take effect as

if entered into among the Funds on behalf of each cf 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 RASCO 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 fIASCO

1.1 Subject to the terms and conditions set forth in this Agreement the

Funds on behalf of the Portfolios hereby employ and appoint fiASCO to

act as and fiASCO 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 fIASCO shall

Receive for acceptance orders for the purchase of Shares
and promptly deliver payment and appropriate documentation

thereof to the custodian of the Funds the Custodian

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 fcr 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 fiASCO is authorized to accept purchase orders and

redemption requests from broker-dealers authorized by the

Funds and from investors

At the appropriate time as and when it receives monies paid

to it by the Custodian with respect to any redemption pay

over or cause to be paid over in the manner requested such

monies to the redeeming Sharehclders

vi Effect transfers of Shares by the registered owners thereof

upon receipt of appropriate instructions

vii Prepare and transmit payments for dividends and

distributions declared by the Funds on behalf of each

Portfolio and effect as requested by Shareholders the

reinvestment thereof

viii Maintain Shareholder account records and advise the Funds

and their Shareholders as to the foregoing

ix Record the issuance of shares of the Funds and maintain

pursuant to SEC Rule l7Ad-lOe record of the total number

of Shares that are authorized issued and outstanding FiASCO

shall also provide the Funds on regular basis with the

total number of shares that are authorized issued and

outstanding and shall have no obligation when recording the

issuance of shares to be responsible for any laws relating

to the issue or sale of such shares which function shall be

the sole responsibility of the Funds and

Upon instruction from the principal underwriter of the

Funds deduct applicable front end sales charges from

purchase payments and applicable deferred sales charges from

redemption payments and remit them to the appropriate party

In addition to the services set forth in paragraph fiASCO

shall perform the customary services of transfer agent
dividend disbursing agent 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 nonresident 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

distributicns by federal authorities for ail 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 Funds blue sky State

registration status is solely limited to the initial

establishment of transactions subject to blue sky compliance by

the Funds and the reporting of such transactions to the Funds as

provided above

HASCO may in its discretion and without further consent on the

part of the Funds subcontract with sub-trar.sfer agent or

brokerdealer each Designated Partner for the performance

of fiASCOs 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 fIASCO

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

fIASCO will ensure Designated Partners and TPAs appointed by fIASCO

shall agree fl to provide fIASCO with information regarding

trading in Fund shares by participant accounts sufficient to
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enable HASCO to enforce the market timing policy set forth in the

Funds prospectus and ii to the extent required by Rule 22c-2

under the Investment Company Act of 1940 to execute HASCOs

instructions to restrict or prohibit further purchases or

exchanges cf Fund shares by specific participant who has

violated the Funds policy

HASCO hereby acknowledges receipt of copy of the Funds

anti-money laundering ANL compliance program and fiASCO

agrees to implement the requirements of the ANL compliance

program with respect to purchases of the Fundst shares In

accordance with mutually-agreed procedures HASCO shall use its

best efforts in carrying out such agreed functions consistent

with the requirements of the Funds ANL 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 AHL compliance with

respect to transactions in their shares HASCO agrees to

cooperate with any request from examiners of United States

Government agencies having jurisdiction over the Funds for

information and records relating to the Funds AHL program and

consents to inspection by such examiners for this purpose

In accordance with Regulation SP 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 representatives 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

fiASCO

PAGE

further agrees to cause all its agents representatives

subcontractors or any other party to whom HASCO may provide

access to or disclose Nonpublic Personal Information to

implement appropriate measures designed to meet the objectives

set forth in this paragraph With respect only to the provisions

of this Section EASCO 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 ihe provisions of this section of the Agreement or

any acts or omissions of fiASCO or of any of its officers

directors employees representatives subcontractors or agents

that are nct 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 HASCO an annual

maintenance fee the TA Fee for each Shareholder Participant

Account as defined below per Portfolio according to the Fee Schedule

attached hereto as Exhibit Such fees and out-of-pocket expenses and

advances identified under Section 2.2 below may be changed from time

to time subject to mutual written agreement between the Funds and

HASCO Shareholder Participant Account shall mean any

shareholder account maintained on the books and records of fiASCO ii
any shareholder account maintained cn the books and records of

Designated Partner appointed by fiASCO pursuant to Section 1.2d and

iii the account of any plan participant that is beneficial owner

of Shares which is maintained en 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 cut-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 fiASCO for the items

PAGE

set out in the fee schedule attached hereto In addition any other

expenses incurred by fiASCO at the request or with the consent of the

Funds will be reimbursed by the Funds on behalf of the applicable

Portfolio

2.3 The Funds agree on behalf of each of the Portfolios to pay all fees

and reimbursable expenses within fifteen days following the receipt of

the respective billing notice Postage for mailing of dividends

proxies Fund reports and other mailings to all Shareholders

Participant Accounts shall be advanced to HASCO by the Funds at least

seven days prior to the mailing date of such materials
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REPRESENTMIONS AND WARRANTIES OF HASCO

fIASCO represents and warrants to the Funds that

3.2 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 1.934 as amended

3.3 It is empowered under applicable laws and by its Charter and By-Laws

to enter into and perform this Agreement

3.4 All requisite ccrporate 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 -1 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 By-Laws to enter into and perform this Agreement

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 1910 as amended

4.5 registration statement under the Securities Act of 1933 as amended
is currently effective and will remain in etfect 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 fIASCO if such registration statement or any state

securities registration or qualification has been terminated or stop

order has been entered with respect to the Shares

DATA ACCESS AND PROPRIETARY INFORMATION

5.1 The Funds acknowledge that the data bases computer programs screen
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formats report formats interactive design techniques and

documentation manuals furnished to the Funds by fIASCO as part of their

ability to access certain Fundsrelated data Customer Data
maintained by fIASCO on data bases under the control and ownership of

HASCO Data Access Services constitute copyrighted trade secret

or other proprietary information collectively Proprietary

Information of substantial value to fIASCO or other third party In

no event shall Proprietary Information be deemed Customer Data The

Funds agree 10 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 nay be

designated in writing by fIASCO and solely in accordance with

fIASCOs applicable user documentation

to refrain from copying or duplicating in any way the Proprietary

Information

to refrain from obtaining unauthorized access to any portion of

the Proprietary Information and if such access is inadvertently

obtained to Inform in timely manner of such fact and dispose

of such information in accordance with FIASCOs instructions

to refrain from causing or allowing the data acquired hereunder

rem 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 fIASCO to protect

at HASCO expense the rights of fIASCO 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 fIASCO that any of the Data Access Services do not

operate in material compliance with the most recently issued user

documentation for such services fIASCO shall endeavor in timely

manner to correct such failure Organizations from which fIASCO 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 aot limited to the accuracy thereof DATA ACCESS

SERVICES AND ALL COMPUTER PROGRAMS AND SOFTWARE SPECIFICATIONS USED IN

CONNECTION THEREWITH ABE PROVIDED ON AN AS IS AS AVAILABLE BASIS

fIASCO EXPRESSLY DISCLAIMS ALL WARRANTIES EXCEPT THOSE EXPRESSLY STATED

HEREIN INCLUDING BUT NOT LIMITED TO THE IMPLIED WARRANTIES OF

MERCHANTABILITY AND FITNESS FOR PARTICULAR PURPOSE

http//www.sec.gov/Arcluves/edgar/data/1 00641 5/000095013506005785/b62326lCCXV99 wE. 2/3/2011

0000217



Case 21 1-cv-01083-DMC -JAD Document 1-4 Filed 02/25/11 Page 53 of 80 PagelD 218

PageS of 12

INDEMNIFICATION

6.1 HASCO shall not be responsible for and the Funds shall on behalf of

the applicable Portfolio indemnify and hold HASCO harmless from and

against any and all losses damages costs charges reasonable

counsel fees payments expenses and liability arising out of or

attributable to

All actions of HASCO or its agents or subcontractors required to

be taken pursuant to this Agreement provided that such actions

are taken in good faith and without negligence or willful

misconduct

Lack of good faith negligence or willful misconduct on the part

of the Funds or the breach of any representation or warranty of

the Funds hereunder

Cc The reliance on or use by HASCC or its agents or subcontractors

of information records documents or services which Ci are

received by HASCO or its agents or subcontractors and ii have

been prepared maintained or performed by the Funds or any other

person or firm on behalf of the Funds

PAGE

Cd The reliance on or the carrying out by HASCO or its agents or

subcontractors of any instructions or requests of the Funds on

behalf of the applicable Portfolio

Ce 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 he indemnified by the Funds on behalf of the

applicable Portfolio for any action taken or omitted by it in reliance

upon such instructions or upon the opinion of such counsel HASCO its

agents and subcontractors excluding Designated Partners and TPA5

shall be protected and indemnified in acting upon any paper or

document furnished by or on behalf of the Funds reasonably believed

to be genuine and to have been signed by the proper person or persons

or upon any instruction information data records or documents

provided HASCO or its agents or subcontractors excluding Designated

Partners and 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 tne officer or officers of the Funds and the proper

countersignature of any former transfer agent or registrar or of

co-transfer agent or coregistrar

6.3 The Funds shall not be responsible for and HASCO shall indemnify and

hold the Funds harmless from and against any and all losses damages

costs charges reascnable cour.sel fees payments expenses and

liability arising out of or attributable to failure by HASCO to comply

with the tens of this Agreement due to fiASCOs negligence or willful

misconduct or the breach of any representation or warranty of 4Asco

hereunder

64 In the event either party is unable to perform its obligations under

the terms of this Agreement because of acts of Cod strikes equipment

or transmission failure or damage reasonably beyond its control or

other causes reasonably beyond its control such party shall not be

liable for damages to the other for any damages resulting from such

failure to perform or otherwise from such causes

PAGE

Notwithstanding the above HASCO shall not be excused from liability

in the event any telecommunications power or equipment of HASCO its

agents or subcontractors failures could have been avoided or

minimized by such parties having maintained adequate industry standard

backup systems or plan and disaster recovery plan

6.5 In order that the indemnification provisions contained in this Section

shall apply upon the assertion of claim for whioh the Funds may
be required to indemnify HASCO LASCO 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 fiASCO 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 Portfolios and of no other

Portfolio

STANDAMJ OF CAKE

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

6.2 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 FIASCO 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 asco 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

6.4 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 cne 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 FIASCO in

writing and if FIASCO agrees in writing to provide such services such series or

classes of Shares shall be included under this agreenent
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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

PACE

12 AMENDMENT

This Agreement may be amended cr 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

EY /5/ 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 /5/ Robert Arena

Name Robert Arena

Title Vice President

HARTFORD ADMINISTRATIVE SERVICES COMPANY

BY /5/ Denise Settinti

Name Denise Settini

Title Operations Off icer

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

C/TEXT
DOCUMENT

http//www.sec.gov/ArChiVeS/edgIl8flOO64
S/000095O135O6005786/b623261 v99wh.. 213/2011

0000222



Case 21 1-cv-01083-DMC -JAD Document 1-4 Filed 02/25/11 Page 58 of 80 PageD 223

EXHIBIT

0000223



Case 21 1-cv-01083-DMC -JAD Document 1-4 Filed 02/25/11 Page 59 of 80 PagelD 224

Page of

DOCUMENT
CYPEEX-99 XIX
SEQUENCEi
FILENAMEb 6864 3alexv9 9wxhyxxixy .txt

DESCRIPTIONTRANSFER AGENCY FEE WAIVER AGREEMENT

TEXT
PAGE

Exhibit H.XIX

TRANSFER AGENCY FEE WAIVER AGREEMENT

TIlTS AGREEMENT dated as of February 2008 between The Hartford Mutual

Funds Inc and The Hartford Mutual Funds II Inc each Company and

collectively the Companies on behalf of each series of the Companies each

Fund and collectively the Funds and Hartford Administrative Services

Company the Transfer Agent

WHEREAS the Transfer Agent has been appointed the transfer agent of each

of the Funds pursuant to Transfer Agency and Service Agreement between each

Company on behalf of the Funds and the Transfer Agent and

WHEREAS each Company and the Transfer Agent desire to enter into the

arrangements described herein relating to the transfer agency fees of the Funds

NOW THEREFORE each Company and the Transfer Agent hereby agree as

follows

For the period commencing November 2007 through February 28 2009

the Transfer Agent hereby agrees to reimburse any portion of the transfer agency

fees over 0.30% of the average daily net assets per fiscal year for each class

of shares for each Fund

The reimbursement described in section above is not subject to

recoupment by the Transfer Agent

The Transfer Agent understands and intends that the Funds will rely on

this Agreement in preparing and filing amendments to the registration

statements for the Companies on Porn 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 auomatica1ly for oneyear terms unless the

Transfer Agent provides written notice of termination prior to the start of such

term
PAGE

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of

the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name 1sf Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and

Controller
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THE HARTFORD MUTUAL FUNDS II INC

Nane 1sf Tamara Fagely

Tamara Fagely

Title Vice President Treasurer arid

Controller

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name /s/ Robert Arena

Robert Arena

Title Director arid Senior Vice

President

/TEXT
DOCUMENT
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CDESCRIPTIONPRINCI PAL UNDERWRITING AGREEMENT

TEXT
PAGE

EXHIBIT 99.ei

PRINCIPAL UNDERWRITING AGREEMENT

The ITT Hartford Mutual Funds Inc the Company
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy 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

You have informed us that your company Hartford Securities Distribution

Company HSD is registered as broker-dealer under the provisions of the

Securities Exchange Act of 1934 the 1934 Act and that HSD is member in

good standing of the National Association of Securities Dealers Inc You have

indicated your desire to become the exclusive selling agent and principal

underwriter for the Company We have been authorized to execute and deliver this

Agreement to you which Agreement has been approved by vote of majority of

the companys directors the Directors who are not parties to such Agreement

or interested persons of any party thereto cast in person at meeting called

for the purpose of voting on the Approval of this Agreeirent

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 sub-agents or distribute the Shares

through dealers or otherwise as you may determine necessary or desirable from

time to time This Agreement shall not however be construed as authorizing any

dealer or other person to accept orders for sale or repurchase on our behalf or

to otherwise act as our agent for any purpose

Offering Price Shares shall be offered for sale at price

equivalent to their net asset value plus as appropriate variable percentage

of the public offering price as sales load as set forth in the Companys

Prospectus for the Shares as amended from time to time On each business day on

which the New York Stock Exchange is open for business we will furnish you with

the net asset value of the Shares which shall be determined and become

effective as of the close of business of the New York Stock Exchange on that

day The net asset value so determined shall apply to all orders for the

purchase of the Shares received by dealers prior to such determination and you

are authorized in your capacity as our agent to accept orders and confirm sales

at such net asset value provided that such dealers notify you of the time when

they received the particular order and that the order is placed with you prior

to your close of business on the day on which the applicable net asset value is

determined Io 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 nay 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 therefcr 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 subadviser 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 cr 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 tc the preparation printing and

distribution of any reports or communications including

Prospectuses and Statements of Additional Information which

are sent to our existing shareholders

iv filing and other fees to federal and state securities

regulatory authorities necessary to register and maintain

registration of the Shares and

expenses of the Agent including all costs and expenses in

connection with the issuance transfer and registration of the

Shares including but not limited to any taxes and other

governmental charges in connection therewith

Except to the extent that you are entitled to reimbursement

under the provisions of any of the Distribution Plans for the Company you will

pay the following expenses

PAGE

expenses of printing additional copies of the Prospectuses

and Statement of Additional Information and any amendments or

supplements thereto which are necessary to continue to offer

our shares to the public

ii expenses pertaining to the preparation excluding legal

fees and printing of all amendments and supplements to our

Registration Statements if the Amendment or supplement arises

from or is necessitated by or related to your including your

Parent activities where those expenses would not otherwise

have been incurred by us and

iii expenses pertaining to the printing of additional

copies for use by you as sales literature of reports or

other communications which have been prepared for distribution

to our existing shareholders or incurred by you in

advertising pronoting and selling our Shares to the public

10 urnishing 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
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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 cf 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 ycur 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 aooeptance of the original purchase order for such shares you

will immediately refund tc us the full amount of any sales commission net of

allowances to dealers or brokers allowed to you on the original sale and will

promptly upon receipt thereof pay to us any refunds from dealers or brokers of

the balance of sales commissions reallowed by you We shall notify you of such

tender for

PAGE

redemption within ten 10 days of the day on which notice of such tender for

redemption is received by us

13 Other Activities Your services pursuant to this Agreement shall

not be deemed to be exclusive and you may render similar services and act as an

underwriter distributor or dealer for other investment companies in the

offering of their shares

14 Term of Agreement This Agreement shall become effective on the

date of its execution and shall remain in effect for period of two years

from the date of this Agreement This Agreement shall continue annually

thereafter for successive one year periods if approved at least annually

by vote of majority of the outstanding voting securities of the Company or

by vote of the Directors of the Company and Cii 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 neeting called for the purpose of

voting on this Agreement

15 rermination 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 open-end 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

PACE

If the foregoing meets with your approval please acknowledge your

acceptance by signing below whereupon this shall constitute binding agreement

as of the date first above written

Very truly yours

ITT Hartford Mutual Funds Inc
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

By /5/ Andrew Kohnke

Print Name Andrew Kohnke

Its Vice President

Agreed to and Accepted

Hartford Securities Distribution Company Inc

By 1sf Peter Cunnins

Print Name Peter Cuinmins

Its Vice President

c/TEXT
DOCUMENT
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EXHIBIT 99.eiii

AMENDMENT NUMBER TO PRINCIPAL UNDERWRITING AGREEMENT

Effective July 22 1997 the following section is added as Section 19 to the

Principal Underwriting Agreement

19 Sub-Accounting Services In addition to your traditional distribution

functions you are authorized to appoint sub-agents to perform subaccounting

services as long as you have determined that the services are r.ecessary for

the Company and not duplication of services performed by the Companys

transfer agent the subagent is oompetent 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 crders the

transmittal of periodic account statements and the transmittal of customer

prcxy 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 /5/ Joseph Gareau

Joseph Garean

president

Agreed to and Accepted

Hartford Securities Distribution Company

By /5/ Peter Cunmixts

Peter Cunimins

vice President

/TEXT
c/DOCUMENT
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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 together the Funds

and HARTFORD LIFE INSURANCE COMPANY the Fund Accountant Connecticut

corporation

WHEREAS the Funds are comprised of one or more registered open-end

diversified management 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 perfcrm 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 infOflhtatiOW

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 acorued interest on

each portfolio security in maturity date order and iii current cash

position report including cash available from portfolio sales and maturities

and sales of Funds Shares less cash needed for redemptions and settlement of

portfolio purchases and such other similar services with respect to Fund as

may be reasonably requested by the Funds With regard to securities for which

market quotations are available the Fund Accountant may use one or more

external pricing services as selected and authorized by the Fund en the Pricing

Authorization Form attached hereto as Schedule The Fund Accountant will keep

and maintain the following books and records of each Fund pursuant to Rule 31a-l

under the 1940 Act the Rule journals containing an itemized daily record in

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 Ci of the Rule separate

ledger accounts required by subsection

http//www.sec.gov/Arcbivesledgar/datat00641
5/00009501 3506003556/b60453a1 exv99w.. 2/3/20
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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 such

person or persons as the Fund Accountant may believe to be particularly fitted

to assist it in the performance of this Agreement Such perscn 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 ShareholdersT 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 Funds1

http//www.sec.gov/Arcbives/edgar/data/1 006415/00009501 3506003556/b60453a1exv99w.. 2/3/2011
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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

TERN

This Agreement shall become effective on January 2000 and may be

terminated upon at east 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 ACTICNS

PACE

Each party agrees to perform such further acts and execute such further

documents as are necessary to effectuate the purposes hereof

bttp//www.sec.gov/ArchiveS/edgar/datall 00641 5/000095013506003556/b60453a1eXV99W.. 2/3/2011
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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 specific

written consent of the other party which in the case of assignment to an

affiliate shall not be unreasonably denied

ANENDMENTS

This Agreement or any part hereof may be changed or waived only by an

instrument in writing signed by the party against which enforcement of such

change or waiver is sought

10 GOVEBI4ING STATE LAW

This Agreement shall be governed by and its provisions shall be construed

in accordance with the laws of the State of Connecticut

11 MISCELLANEOUS

This Agreement embodies the entire agreement and understanding between the

parties hereto and supersedes all prior agreements and understandings relating

to the subject matter hereof The captions in this Agreement are included for

convenience of reference only and in no way define or delimit any of the

provisions hereof or otherwise affect their construction or effect If any

provision of this Agreement shall be held or made invalid by court decision

statute rule or otherwise the remainder of this Agreement shall not be

affected thereby This Agreement shall be binding and shall inure to the benefit

of the parties hereto and their respective successors

PACE

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

duly executed all as of the day and year first above written

The Hartford Mutual Funds Inc
on behalf of
The Hartford Advisers Fund

The Hartford Bond Income Strategy Fund

The Hartford Capital Appreciation Fund

The Hartford Dividend and 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

http//www.sec.gov/Arcbivesedgar/data/1 006415/00009501 3506003556/b60453a1 exv99w.. 2/3/2011
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By /6/ 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 BACK-UP

Bonds domestic IDC/Broker Quotes 1% Broker Quotes

Equities domestic Reuters/last sale or mean 5% Bloomberg

between bid and ask if no

last sale

Bonds foreign IDC/Broker Quotes 1% Broker Quotes

Equities foreign IDC/ last sale or mean 5% Bloomberg

between last bid and ask

if no last sale

TABLE

PAGE
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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

/TABLE
/TEXT

DOCUMENT

httpI/www.sec.gOVIArCb1VeS/edlMl
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CDESCRIPTIONSHARE PURCHASE AGREEMENT

TEXT
PAGE

THE HARTFORD MUTUAL FUNDS INC

THE HARTFORD MUTUAL FUNDS II INC
SHARE PURCHASE AGREEMENT

HARTFORD LIFE INSURANCE COMANY EL 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 and THE HARTFORD

MUTUAL FUNDS II INC each an open-end management investment company each
Fund and together the Funds to this Share Purchase Agreement which

cSntemplates 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 Ftnd 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 ML 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 ilL 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 ilL

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

ilLs 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 EL in timely manner and in sufficient

number to allow distribution by IlL to each owner of or participant under

Contract annual and semiannual reports of the Funds condition and

ii any other Fund shareholder notice report or document required by law

to be

hnp//www.sec.gov/Archives/edgar/data/100641 5/000095013504002722/b5O65Omfexv99w.. 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

Cc EL represents that it has registered or will register under the

Securities Act or 1933 as amended and the Investment Company Act of 1940
as amended the 1940 Act unless exempt from such registration the

Contracts EL 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

HL has legally and validly established each Separate Account prior to

any issuance or sale as segregated asset account under the Connecticut

Insurance Code and has registered or prior to any issuance or sale of the

Contracts will register and will maintain the registration of each

Separate Account as unit investment trust in accordance with the 1940

Act unless exempt from such registration

HL shall not make any representation concerning Fund shares except those

contained in the then current prospectus of the Fund and in printed
information subsequently issued by the Fund as information supplemental to

the prospectus

This Agreement shall terminate

At the option of 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

Cc At the option of HL upon institution of formal proceedings against
the Fund by the Securities and Exchange Commission or any other regulatory

body

Upon assignment of this Agreement unless made with the written

consent of the other party to this Agreement

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
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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 ilL

Hartford Life Insurance Company

P.C 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 HL will to the extent required by

law distribute proxy materials applicable to the Series to eligible

Contract owners solicit voting instructions from eligible Contract owners
Cc vote the Series shares in accordance with instructions received from

Contract owners Cd 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 oalculate voting privileges

in manner consistent with other life insurance ccmpanies to whose separate

accounts Series shares are offered Unregistered separate accounts subject to

the Employee Retirement Income Security Act of 1974 ERISA will refrain from

voting shares for which no instructions are received if such shares are held

subject to the provisions of ERISA

PAGE

Dated May 2004

THE HARTFORD MUTUAL FUNDS INC

By Is David Znainierowski

David Znairtierowski

THE HARTFORD MUTUAL FUNDS II INC

By Is David Znamierowski

David Znamierowski
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HARTFORD LIFE INSURANCE COMPANY

By Is Eric El Wietsxna

Eric Wietsina

c/TEXT
c/DOCUMENT
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MUTUAL FUND ADVISORY FEES NEW EVIDENCE

AND FAIR FIDUCIARY DUTY TEST

JoimP FREEMAN STEWART DRowN STEVE POMERM.TZ

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.1

The mutual fund industry is financial force In this country managing

assets for more than 90 million Americans roughly half the nations

bouseholds2 This massive market penetration has resulted in enormous profits

fur 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 Iliad industry fund sponsors are oftat called mutual fimd

advisers or mutual fund managers They are in the business of creating

mutual funds to which they sell portfolio management services as welt as

Campbell Professor of Legal and Business Ethics University of South Carolina

BRA 1967 J.LL 1970 UniversityofNotre Dame LLM 1976 University ofPennsylvania

Member Ohio and South Carolina Bars

Professor ofFinance EmeritusFlorida State University B.S.B.A 1970 M.B.A

1971 Ph.D 1974 University ofFlorida.

BA 1981 Queens College CityUniversityofNewYorlq PhD 1986 University of

Calilbmia-Bcrkcley

From time to time each orthe authors has served as litigation consultant or as an expert

witness on behalf ofmutial Bind shareholders in litigation challenging the fairness of mutual

Bind thea

Mutual FundLegiylaftonofl967HearingonS 1659 Before the Comm onBanking

and Currency 9othCon 3531967 testimonyofPaul Samuelson Theinretmcntpaidoff

IcL Ruth SimonHcnv Funds Get Richia Your Expense MojcnyFeb 1995 at 130131

It is more lucrative to own mutual Bind company than to invest in the companys

products.

Nv Co INST 2006 IWVBSTMENTCOMPANY FACT BOOK 46th ed 2006 available at

httpil/www.ici.org/pdfl2006tictbook.pdf According to one industsy insider most of the

money saved by Americans from 1999-2001 was used to purchase mutual Bind shares See

John Begin Founder and Former CEO The Vanguard Group The End of Mutual Fund

Dominance Keynote Address Before the Financial Planning Association Apr 25 2002

nnsavailableatbttpj/www.vanguartcomtboglesiSsp20020425.htmlnotingthat$320

billion was used to purchase Bind shares out of $385 billion in savings
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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 unscverablc.4 Because of this unseverable relationship the fund

is usually limited to buying advisoxy services from single provider Fees

which compensate advisers for portfolio management are negotiated annually

between the adviser and its captive funds board But because the adviser

dominates the board the fuc negotiation cannot truly be arms-length

Consequently despite functioning in tightly regulated environment advisers

and their affiliated companies are able to extract outsized rewards even

when producing sub-par results while facing virtually no risk of getting fired

for poor performance 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

managcmcntsclecting 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 scrvicc 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 thnd distribution behavior and legal issues arising Iherettom Is

presented in John Freeman The Mutual Fund Distribution Expense Mess 321 CoRP 739

2007
Gartenberg Merrill Lynch Asset Mgint Inc 694 F.2d 923929 2d Cr 1982

His harsh but accurate to refer to mutual funds as captives ofthe advisers who set

them up The United StatesSupreme Courtrecognizedthisreality In Burtit Lasker441 U.S

471 1979 observing that fluid cannot as apractical matter sever its relationshipwith the

adviser Id at 481 quoting Rat No 1-184 at 1969 as reprinted in 1970

U.S.C.C.A.N 4897.4901

In the iwwds of lbrmer SEC Chairman Ray Garrett Jr No issuer of securities Is

subject to more detailed regulation than mutual fimd Letter from Ray Garrett JrChairman

Sec Exels Conxnsn to Sen John Spaitinan at Nov 1974 qiwiedin John Freeman

Marketing Mutuoi Funds aidlndividualL ft Insurance 28 S.C L.Rav 1771976
In an exception to this rut in 2002 Japan Funds directors and ahareholders agreed

to hire FidelityManagement Research to manage thc funds portlblio shunning Deutsche

Bank affiliate See Ian McDonald Seven Questions WAIl St ONLiNE Dec 23 2002 on

file with the authors
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advisory income from portfolio management is the fund advisers profit

center.5

Building on previous studies finding advisory fees wildly out of line with

the fees received for similar investment advisory services in the free market

this article examines the legal environment that has enabled fUnd sponsors to

charge above-market fees and earn abnormally high profits for theft 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 anns-length bargaining with fund advisers This comparison

demonstrates that advisory fees are set at rates that enablc fund sponsors to

earn economic profitsprofitstypically garnered by companies facing little

or no competition in the marketplace We next analyze evidence by fund

industry supporters principafly Professors John Coaxes 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

investors See Sec Exalt Commn Historical Socy Reundtable on Investmeat Company

Regulation 94 Dec 2002 remarks of Joel Goldberg former Director of Investment

Management Securities and Exchange Commission available at httpIi

wsechjstorjcaI.org/collection/oralHi5t0ries/r0tas/it5tmtntCoathstbo

DJV124Transcriptpdf

87-22741962 lhernthtWHNRflTl5tea1505fb0r
IMPIJCATIONSCflWE5TMENI C0M WGROWTHJLR REP NO 89-2337 1966

John Freeman Stewart Brown Mutual FundAdvtvary Fees The Cost of Cot7icts of

Inicrest 26 CORP.L 6092001 The Freeman Brown article will be referred to textually

as Frccman-Broa

10 The concept of economic profits is discussed infra
note 26 and accompanying text

11 SeejobnC CoatcalV ltalennHubbard CompetiSnlntheMutWlFwtdIfldUF

Evidence and implications for PolIcy 33 Coar 151 2007 This article will be referred

to textually as Coates-Hubbsrd Baukgruund concerning dirent versions of Costcs

Hubbard is set forth infra note 79

12 Investment Company Act of 1941 36b 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 ma4 created an unworkable unfair

scavenger hunt-style liability test Jartenberg demands fund shareholders

prove theft case with evidence that is usually hidden and once found subject

to bitter disputes between the parties experts Even worse Gartenberg

permits
mutual fund adviser to defend its excessive fees by using as

benchmarks other excessive fees set by similarly conflict-ridden boards To

top it off courts have read Gartenbergto 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 markct.t

The current system for evaluating mutual fund advisory fees is failure

Gartenberg and its progeny fail to account sufliciently for the structurally anti-

competitive nature of the fund industry and have allowed fund fees to float

ever higher free fromthe competitive markets gravitational pull This articlc

calls for rn-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 White we concede the data is sometimes lcss

than pristine the attns-length pricing data drawn from free market

transactions offers necessary reality check usable by both courts in judging

13 See infraPartlV.A

14 694 F.2d 923 2d Cir 1982

15 See e.g Julius Axneriprise Fin Inc 497 Supp 2d974 982 Minn 2007

rsince Gartenbnv courtshave held that other mutual hands provide the relevant comparison

for measuring feesnot non-mutual fund institutional clients Order Granting Defendants

Motion inLiinine Bakery Am Centurylnv.Mgmt Inc..No.04.4039-CV-C-ODSWD.M0

July 172006 barring introduction of evidence related to non-nintual hand accounts Kalish

Franklin Advisers Inc 742 Supp 1222 1237 S.fl.N.V 1990 LTo the extent that

comparisons are probative at all mutual fund adviser-manager muS he compared with

members of an appropriate universe adviser-managers of similar flands crfd 928 F.2d 590

21 Cit 1991 In Kialish the district court went so far as to suggest that even fee pricing

comparison to similarVanguard mutual hind managed by an outside adviser was seriously

flawed because Vanguard furnished various adininistrativc services to its hands on an at-cost

basis li at 12311250 AssumIng the comparison focuaedpurely on fees for advisory services

rendered by the Fmnklin hand and the similarVanguard hind the comparison would not be

seriously flawed The comparison would be highly appropriale
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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 fiduciazy duty Courts should

replace the outdated impractical and cumbersome Gartenberg factors with

new framework as provided by the Supreme Court in an analogous

circumstance in McDonnell Douglas Corp Green.6 By the same token

fund boards should heed call we made in back in 200l Fund boards

should impose the most favored nation concept demanding that mutual

fluids 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

fluid 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 on to determine whether advisory fees charged captive

mutual funds by their advisers bear the earmarks of arms-length bargaining

needs to be comparison of the prices paid by the captive funds with actual

prices negotiated in free market transactions by independent i.e non-captive

purchasers of similar investment advisory services

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 fucto control of the fund and its board This

industry-standard arrangement is sometimes referred to external

management in recognition of the fact that the nearly all mutual funds are

captives of outside manager-service providers The practical economic

consequence of this conflicted relationship was explained by one industry

pioneer who noted that one almost always finds mutinl funds

16 411 U.S 792 1973
17 See generallyFmernan Bmwn supranote discussing the 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 theft 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.1

The advisers grip on the fund management starts when the fund is formed and

tends to be sirong 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

18 John Bogle Honing the Competitive Edge in Mutual Funds Remarks Before the

Smithsonian Forum Mar 23 1999 transcript on file with the authors

19 Referring to testimony offered by flmd industry executives one fbmzer SEC

Commissioner emphasized the advisers dominant position vis-i-vis the controlled Find

They also made the point that the hwestinent adviser creates the fund and

operates it ineffeot as abusiness Many ofthemstatedthatlt isourflind we run

it we nianage it we control iç and dont think there is anything wrong

them saying it They vcrc just admitting what is fact of life

The iuveatmcnt adviser does control the find

Investment Company A.crAmendments of 1967 hearings on JUL 9510 and HA 9511 Before

the Ssthcomm on Commerce FIt ofthe 11 Comm on Interstate and Foreign Commerce 90th

Cong 6741967 statement ofManuel Cohen Commr Securities ExchangeCommission

20 Barks Lasker 441 U.S 4714841979

21 The number of independent directors varies For any finds formed under the special

provisions of section 10d of the Investmeat Company Act of 1940 15 U.S.C 80a-10d

2000 only single independent director is required Normally however 40% of the board

must be comprised of independent directora Id 80a.lOa Various SEC exemptive rules

require as condition of obtaining the exemption that finds 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 arnie requiring that finds thatrely on certain exemptions such as Rule 121i-

1havea supertnajority at least 75% ofindependent directors and thatan independent director

chair the board See Investment Company Governance Investment Company Act Release No

2632369 Fed Reg 3472 proposed Jan 23 2004 to be codified at 17 C.F.R pt 270 The

SEC subsequently adopted Rule 0-laX7 17 C.F.R 270.0-laX7 2007 See Investment

Company Governance Investment Company Act Release No 26520 69 Fed Reg 46378

46389 Aug 22004 The original oompliance date fbi the governance changes was January

16 2006 lii Befbre the Rule could take effcct however the SECa action was attacked in

suit filed by the Chamber ofCoznaicrce ofthe United States The U.S Court of Appeals for the

D.C Circuit subsequently ruled tat in promulguling the Rule the SEC had felled to satisf

certain rulemaking requirements remanding the matter to the SEC to address the deficiencies

Chamber of Commerce oftheU.S SEQ 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 finds 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 tho adviser straddles both sides of the transaction As we show in the

next part that essential conflict and the resulting Lack of arms-length

bargaining leads to excessive fees

.11 Mutual Fund SponsorsYour Best Investment Choke

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 find manager Eaton Vance was third up 38444% 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

perfonnance turned in by software behemoth Microsoft which placed eighth

place in the stock performance rating with an investment return of 29266%

that defeat the SEC promptly issued release declaring that it had detennined not to xnodifSr

or seek fluter public coninent on Its heightened independence requirearnis Investment

Company Governance Envestment Company Act Release No 26985 70 Fed Keg 39390

July 7.2005 The Chamber orCoinmerce then tiled anew 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 raletnalcing record

Chamber of Commerce of the U.S SEC 443 F.3d 890 909 D.C dr 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 notyet filed its definitive

response

22 See Investment Company Act of 1940 15a 15 U.S.C 80a-15a Under section

15a orthe Investment Conpany Act of 1940 the fireds financial dealings with its investment

adviser must be governed by written advisoy contract Independent directors have special

esponsibilisa regarding the adv ainent Anjodty ofthe 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 IfOnlylliadDought. USATODAY Apr.16 2007 at SB available at http//www

usatoday.cuuilmoney/top25-stovks.htnt

24 AcoorthngtoMorningstarsPrinciPiadataba5e
thcactualreturn%rthe 5P 500 index

over the period was 1944%

25 The top ten ranking stocks orthe twenty-five covered by the US4 Todey study were
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Data drawn front publicly held mutual fund sponsors confirm that these

management companies cam substantial economic profits sometimes called

economic rents or rents reflecting extraordinary profitability consistent

with returns earned by firms in monopolistic non-competitive industries.tm

As Table below makes clear27 the excellent market returns earned by

Franklin Resources compound annual retum 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 200a Compound

Franklin Resources up 64224%

Danaher up 47913%

Eaton Vance up 38444%

UnitedHealth up 37672%

Cisco Systems up 33632%

International Gaining Technology up 33436%

Biomet up 30531%

Microsoft up 29266%

Best Buy up 28703%

10 Oracle up 28535%

IJOnlyJHadBougJU szqnanote 23

26 Itispossibleto calculateeconomicprofltsbylookingetwhatiscalledeconOmic
value

added EVA term coined by consulting firmStem Stcwart Co Foradiscussionofthe

economic value added concept and its utility sec EVA Dimensions LLC httpi/www

evadiinensions.cotnfmaln.php last visited Mar 312008 In order to calculate whetheraflnn

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 cxceeds the

total cost of inputs including normal returns on capital This difference is referred to as the

economic saiue added EVA thus captures not only the financial resultreflected by the income

statement but also the opportunity cost of the capital invested to generate accounting profits

Theauthors study ofpublic financial data for thur publiclyheld mutual thud sponsorsEaton

Vance Federated Investors Franklin Resources and WaddeD Reedshovis each to have

earned economic profits exceeding the finns weighted average cost of capital from 2003-05

In percentage terms for Eaton Vance economic profits averaged 11.4% over and above the

firms weighted average cost of capital for Federated Investors the number was 18.9% for

Waddell Reed it was 7.6% while for Franklin Resources it was comparatively anall 2%

27 The beginning dates in Table correspond to the availability of data from the Center

tbrResearcb on Securities Prices database The fluid 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 bind sponsors carncd statistically significant
risk adjusted

excess returns over the twenty-five-year-period frem 1982 to 2006 capitalization weighted

index of publicly traded fund sponsors had acompound average annual return of27.8% versus

13.4% forthe SP 500 index over the same period The ability ofspecific fund sponsors to earn

returns in exeese of those generated by other companies Is demonstrated by the data In Table

As sbown there stock market returns generated by large publicly held fUnd sponsors tended

tc more than double those touted in by SP 500 companies over tile years in question
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average annual returns for the five largest publicly traded fund sponsors were

more than double returns on the SP 500 market index over corresponding

periods Moreover the average level of market risk fur 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 A1uA1 EQUITY RETURNS FOR LARGE FUND SPONSORS

Crd Thffiite

Market CotepoiS Amuel 54 Corpoisid

Caflisbaton Beg dtq Spenatr AinidRutirn 0Rditri MmsS

Fiaid xnn $aIIional Detea Dale loin Bett Oar Period Oar Plad Return

AIIwce Berflffi $681 MeyM Dec-CC 224 tOO A% 12.0% 1.4%

Eabe Vase Orp $4.18 JS2 Dec-CC 3CC 1.06 275% 13.4% 14.5%

Fralin Reauscas $V33 Oct63 Dec-CC 279 0.13 3221 12.5% 24%

LeMaonbse $j534 Sep-92 Dec-CC 1.34 19.1% 12.5% 8.6%

TRove RIce $11.54 May48 Dec-CC 248 155 21.0% 113% 9.3%

Avercee $131 1.02 211% 12.4% 118%

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 billion9 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

redcmption charges for all mutual funds is reportedly around 0.91 %31 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 fuctor of sixty 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 $113 Trillian Mark investors Focus on Stocks

HelpcdL October Assets to Level for the First lIme WALL St Nov 30 2006 at CII

31 Rob KthghtMakingaSusodofSmplic4yAa1FufldtHedS35d5011

ETFs Have The irAdnt irers but Mutual Plaids Keep Grcn4Ing Says Rebecca Kni2htFIN.TIMES

June 202006 at JO

32 For professionally managed equity mutual fluids the kind used by many fund

shareholders to indirectly invest in the stock market the weighted average expense ratio is

.l2% significantly higher than the Industry average See JASONKARCE5KIETAL PORTFOUO

ThANSACFIONS COSTS AT U.S EQUITY MUTUAL FUNu5 16 tbl.2 2004 httpi/www.zero

alpbagroup.cosnewwExecution_CostsPaper...NovJ5_2004.S
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growth in fund management companies stock prices is driven by conduct that

is lawful much less competitive

III Basic Premise FundAdvisoiy 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 advisoty payouts if they

are not excessive in the first place Naturally fund sponsors do not concede

that fees arc excessive by any measure Our starting point thus must be

review of the evidence demonstrating that price gouging over portfolio

management fees is way of life in the fund industry

The principal product sold by the mutual fund industiy 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 transactions carrying the

ever-present risk of unflir dealing Evaluating fee pricing in an industry where

contlicts 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 3ob 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 Somemutiialfimdsaseindexfundswhithareconstrtlcted around unmanagedportfolios

designed to replicate
the holdings of various benchmarks such as the SP 500 index These

index funds Jack the ofesrional management feature common to the rest of the fimd industry

See Sec Exch Commn Index Funds http//www.secgov/answersJindexf.htm last visited

Mar 31 200S

34 Akcyexceptiontothis rule is the Vanguard Greupoffunda See infranotes4O-42 end

accompanying text

35 Ttadilionslly due to the potential fur over-reaching and sclf-dealing these sorts of

contracts have called for detailed disclosure under ihe securities la See 17C.F.R 229.404

2007 describing disclosure requirements for with related persona where the

sum involved exceeds $120000
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profit margin of the fund managers that took part in survey by

Boston Consulting Group was staggering 42% In part this is

because most fund managers do not compete on price

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.35 The measurement system is akin to judging the

36 Moneyfor Old Hope ECONOMIST Mar 1.2008 at For fluiher carefelly worded

expression of concern over evidence of lack of competition in setting fund fees see Brian

Cartwright Geii Counsel Sec Exch Cornrnn Remarks Before the 2006 Seenrities Law

Developments Conference Sponsored by the Investment Company Institute Educational

Foundation Dee 42006 sranscr4t available at httpil/www.secgov/nev.cJSPeeChl2006lsPChl

20406bgchtm recognizing the possibility
that many investors are paying more for tbe services

pmvidcd by their mutual Iimds than thcy would if the price bad been set in satisfactorily

competitive marker

37 55e11frapartV.DandacooflIpanyingtCXt 170-71220223-29and

accompanying text

38 Currently the comparables commonly used In evaluating fund advisory fees are

distorted for two reasons First conflicted boards compare flied fees to the prices negotisted

by other conflicted boards meaning that fees set by agreements where party was under

compulsion to deal arc used This is antitbeticai to the concept of arms-length bargaining

where by defmitio1l 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 flied fee data

Lipper clients manage more than 95% of the United States fund assets See Oversight Hearing

on Mutual Funds Hidden Fees MisgoveTnance and Other Practices that Harm Investors

Hearing Before the Subcomm on Fin Mgmt. the Budget and Intl Sec of the Comm on

Govemmcntal Affir 108th Cong 181 2004 Ciiersigh Hearing on Mutual

Funds prepared statement of Jeffrey Keil Vice-President Lipper Inc available at

htp//www.acoess.gpo.gov/congrcsa/senate/Pdt108hrg/92S86.P

The authors believe Lipper-generated comparators are based on biased methodology To

understand the problem in Lippcrs methods one must first understand that in the fund industry

there arc large number of small funds and much smallcr number of large funds The bulk

of mutual fund asiets are concentrated in the largest
funds where fecs tend to be lower The

flrstproblemarlses because when examining and reporting on comparative funds Lipperlooks

at funds of all different sizes and compares the subject flieds fees to the median of the

comparative funds In highly skewed distribution with ibes tending to decline as assets rise
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reasonableness of persons body fat ratio by reference only to samples drawn

from new members in Overeaters Anonymous Depending on what is held up

as comparison that which might appear
reasonable may not actually be

reasonable at all

In the fund industrys closed fee comparison system at any point in time

significant proportion
of tltnds are charging below average fees This means

thatthe 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 bike which if obtained leads to some other fund

sponsor filling 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.9 Because of this nearly any

fund fee schedule can be presented as more moderate and fair than an army of

others extant in the industry

Fortunately the fund marketplace provides an exception to the norm of

conflicted decision-making in the form of the Vanguard Group of funds

Unlike the standard practice elsewhere in the fund industry no Vanguard fund

director is employed by any entity selling inveslzncnt advice to Vanguard.4t

Thus no Vanguard board or board member is under any compulsion to buy

advisory services from any particular third-party portfolio manager Each fund

thenedian fee will bchigbcrthan thcmean Byusingthe niedienratherthanthe meanthe fees

of the Ingest fonda appear relatively lower In an attempt to correct for this problem Lisper

introduced the second data problem The second problem arises because Lipper takes the

comparative fluids and calculates assumed fees for them based on their current fee schedules

but assuming they hold assets at the level of the subject fond The problem here is that smaller

fluids typically have either fixed fee schedule ora fee schedule that often stops ftr below the

level of assets for the subject fluid Comparative fees at the higher asset levels are biased

upvard because smaller flmdstypically introduce breakpoints Ic tiered schedules with lower

management fee percentages at higher asset levels as assets grow Extrapolating from an

existing fee schedule for these small fluids with tnmcated fee schedules cnn only overestimate

what the fee will actually be at far higher asset levels Thus for large subject fluidsthose

whose thea are most likelyto
be attacked as unfair.Lippers evaluation system overstates uthat

theasbjectfundsLipper-pickedpeergrOup fljndswuld becharging atthe subjectfuadsasaet

Level By showing higher peer fee levels than actually exists in the marketplace the

methodology is skewed to make the subject fluids look low hi comparisonthus benefitting

the sponsor

39 See frifraFigure4

40 As Vanguards founder John Bogle explainad Vanguard none of our

external managers are represented... John Bogle Address at the Ia There Better Way

to Regulate Mutual Funds Event Series ofthe American Enterprise Institute ofPublic Policy

Research May 92006 transcript available at httpj/www.aei.org/cvcntsffllter.allevefltlD

l3llltranscriptasp
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therefore controls the advisoiy 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

advisers called sub-advisers to manage its professionally-advised
mutual

ff42 The Vanguard experience withbuylng 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 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 funds and their shareholders the assets in its particular
funds are managed

by third-party or externa1 advisers anmetimes leading to confusing terminology Here we

use the terms outside advisers or outsiders whenever possible when referring to the third

patty advisers Vanguard hires to manage the assets of its funds

42 In 1975 the Vanguard GroupoffUndsexnerged asafreestandingniLitua1fUndCOmPleX

outside any advisers domination atare mow ay asthe Van tlmds PreVIOUSlY had

been controlled by the Wellington Group of Investment Companies See John Bogle Re

Mutualizing the Mutual Fund JndustryTheApha and the Omega 45B.C REV 391 399-

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 Vanguaidlincstments http//gobal.vanguMd.COm/1fltemmi0na

portfolioEN.btin laat visited Mar 31 2008 The index funds do not requite active

inuangement and arc managcd by Vanguard in-house

44 Data for these fimda hos been provided to the authors by the Bogle Financial Markcts

Research Center as well as annual reports fbr the Individual funds The data is on file with the

authors

45 See supra text accompanying note 31
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over the years Since 1975 there has been significant growth in the assets

under management at the various Vanguard funds Figure below illustrates

the number of funds and assets managed in millions from 1975 through 2004

list of the thuds in this program with their Inception date is included in

Appendix
FIGURE

ASSETS AND FUNDS MANAGED BY OUTSIDE ADVISERS

FOR VANGUARD GROUP 1975-2004

Ectenly rged Purds

25
200000

20 1600W

___________________________

1975 1918 1981 1984 1981 1980 1993 1996 1999 2002

Ntalter .Assets

According to mutual fund sponsors lobbying organization the Investment

Company Institute47 Id The bedrock principle of thc mutual fund

industly is that the interests of investors always come first.4 Within the

46 ROBERT SIATER JOHN B0GLE AND nm VANGUARD EXPERIMENT 1997

47 The Id has done splendid job of advancing the interests of fund sponsors
while

fundassetsandhencefrOlfllflUlual

fund shareholders See Kathleen Day So Sweet and Sour Investor Fees Finance Interests of

i.obbyixt.c
WASH PosT Jan II 2004 at FOl Paula Dwyer et al Breach of Trust The

Mutual-Fund Scandal Was Disaster Walling to Thppen Bus WK. Dec 15 2003 at 98

available at htf/www.busjnesseekcom/magazifle/Cot1teflt103_50/bSS62OI5.ht1flChan

search When the in eats of fund shareholders diverge from fund sponsors interests the ICT

rcgulaæy takes Ihe side ofthe fund sponsors See Paul FarrellA Mutual Fund Talefrom Oz

FundLobbylsts7vstAwayfrOmSh0l1ndlWOct 18 2005httpll

F2B7205..45DA.47C79D5DED0DF09CA0A2%7D

48 MutuialFznds Trngrra sandAbuesthUHarmIiAst0r3 Ilearlnglleforeths

Subcomm on Fin Mgmt the Budget andlntiSec 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 Vanguard sub-

advised funds has been declining This decline demonstrates the presence of

both arms-length bargaining and economies-of-scal pricing In other

words kind size grows costs-per-dollar-managed decrease with Vanguard

fund boards passing on those cost savings to kind shareholders in the form of

reduced fees Figure below shows that between 1975 and 2002 the avenge

advisoiy fee charged for Vanguards sub-advised funds has been declining on

both an equal-weighted and dollar-weighted basis.5

FrnuR22

AVERAGE ADVISORY FEES PAD FOR VANGUARD FUNDS

MANAGED BY STJB-ADVISERS FOR 1975-2004

Average Ntvsoly Fees

45

35

tt --

1975 1978 1981 1984 1987 1990 1993 1998 1999 2002

__

108th Cong 187 2003 Trading Practices Hearing prepared statement of

Matthew Fink President Investment Company Institute available at httpJ/frwebgate.access

gpogov/cgibin/getdoc.cgidbnmne10tenate_he09lO3SP

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 fund

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 tnily 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.51

FIGIJRE3

REGRESSION ANALYSIS OF AVERAGE ADVISORY FEES PAID BY

SUB-ADVISED VANGUARD Futas 1975-2004

flrbined Ectern 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 exampl 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 asscts under management has grown This

shows two important things the existence of economies of scale in the mutual

fund portfolio management business and the capturing of those economies for

the benefit of Vanguards shareholders by bringing fee levels down as assets

increase

51 The form of the regression is In F.ebp sInAjets The regression has

as dcpcndcnt variable the natural logarithm of the fee in basis points and has as an

independent varibIe the natural logarithm of Iliad assets The egression estimates an intercept

coefficient and slope coefficient
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The sub-advised Vanguard funds have written fee arrangements with the

outside managers who oversee the investments list of funds with their

respective sub-advisers is set forth in Appendix Some of these funds have

only one sub-adviser some have as many as four In total as of 2004 there

were thirty-six external managers represented by these twenty-one funds each

with their own fee schedule.52 Taken collectively as shown in Table below

in 2004 the fee schedules had the following characteristics for various asset

levels

TABLE

VANGUARD FEES BASED ON FUND ASSET LEVELS 2004

Assets Managed 10 100 1000 10000 25000

millions

Minimum Fee bps 10 10 10

Maximum Fee bps 50 50 37 26 25

Mean Fee bps 28 27 20 14 13

Economies of scale are evident in the pricing for these funds where almost all

of the sub-advisers charge substantially less for 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

diffhrent 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 ailabte through the SEC-flied Statement of

Mditional lafumiation for each fund These are available using the SECs EDGAR database

See SEC Filings Forms EDGAR http//www.secgov/edgar.shtml last visited Mar 31

2008

53 Breakpoint fee rates normally apply on an incrcmcntal basis Thus the first $100

million ofa $1 billion fund would be charged at the higher rate and the remaining $900 million

would be charged at the Iowr rate See e.g Oversight ifearingon Mutual Funds supn note

38 at 190 prepared statement of Jemey Keil Vice-President Lipper Inc.
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based on data filed by the funds with the Securities and Exchange

Commission SEC or CommissionTM with the portfolio advisory fees

they charge Vanguard with whom they bargain at arms-length The results

are set forth below

TABLE

COMPARISON OF ADVISORY FEES CHARGED BY VANGUARDS

SUB-ADVISERS TO FEES THE SAME SUB-ADVISERS CHARGED

Ti-mn OwN CAPTIvE Fus -2004

Assets Managed 10 100 1000 10000 25000

millions

Captive Fund Mean bps 70 69 66 64 63

Vanguard Mean bps 29 27 22 15 14

Table 3s first set of calculations Captive Fund Mean reflects the advisory

fee levels as opposed to total expense ratios charged by the Vanguards sub-

advisers when dealing with their own captive funds The second set of

numbers Vanguard Mean represents the average of the Vanguard-

negotiated fee schedules applicable to the Vanguard 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 onto 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 $25 billion 63 bps Vanguards sub-advisers are thus able to

54 Through 2004 these sub-advisoxy fee schcdulcs vara published in eath funds SEC

filed StatementofAdditional Inibimation and are reflected in the SECs EDGAR database See

SEC FilIngs Forms EDGAR snpro note 52

53 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 ouihe average

lbr the entire sample
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exiract fur more money from their own captive funds than they charge

Vanguard for the same work The differential amounts to potential windfall

of more than $122 million in 2004 alone

The Vanguard experience should stand as model for the rest of the mutual

fund industry to emulate To put the fee savings in perspective consider that

thc weighted avenge 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 higher6 Figure below based on data obtained from Morningstar

compares the fees Vanguard pays
its outside portfolio managers

udth advisory

fees paid by the 500 largest actively managed equity mutual funds excluding

funds in the Vanguard Group

FIGURE4

ADVISORY FEES ON ACTIVELY MANAGED VANGUARD EQUITY FUNDS VERSUS

ADVISORY FEES ON TIlE 500 LARGESTNON-VANGIJA DEQUrrYFtThJDS -2004

50

$1000

Assets und Management Smm

Vanguard Fund

56 This foe rate is 1os than the industry vreigbted average expense ratio of 91 bps

31 because fora great many fluids it captures

onlyclmrgesforportfolioinarissetlient

such ustransforageticy costs printing and custodial services Also excluded am niarketing and

distribution costs 5cc ha notes 95-96 for atypical itemization of different types of mutual

fond expenses including advisory fccs and custodial charges The iadustiyaweigbted average

expense ratio of9l bps is In turn lowerthantlw 112 bps cxpense ratio for equity funds see ia
note 126 and accompanying tcx sizice some funds such as bond and money market funds tend

to have lower expense ratios than equity funds Portables rcllcctingniglflcd average expense

ratios for difibrent categorIes of mutual fonda Sum 1970 to 2004 sec Todd Ilouge Jay

Wellinan The Use andAbuse of Mutual Fund Expenses 701 Bus ETHICs 23 28 2007

Advisory Fees Dec 2004

200

150

100

$10000 $100 000

Other Mutual Funds
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Figure illustrates the dramatic savings that Vanguard shareholders enjoy due

to their boards freedom to engage
in true arms-length negotiations At the

end of 2004 the 500 largest non-Vanguard equity Rinds held approximately

$2.8 trillion in assets With mean weighted average advisory fee of 59 bps

these fInds 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 avenge portfolio advisory fees paid

by the 500 non-Vanguard funds were double what Vanguard paid its

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 ofT-point because unlike its peers Vanguard

functions as mutual company in the sense that the company is client-

owned and therefore the find manager does not woit 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

fluids shareholders Vanguard furnishes distribution and administrativc

services such as custodian and transfer agency telephone access inlernet

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 chargcs

This expense mark-up is cost item routinely charged by fund sponsors

elsewhere in the fli.nd industry However this expense item is not large.51

The Vanguard Groups business model can prove puzzling even to

sophisticated industry observers study analyzing mutual find fees recently

published by the American Enterprise lnstiMeS correctly found that the fund

industry features unique system of price setting one that does not include

vigorous price competition.59 The authors then tried to explain what it is

57 For example the total costs of all administrative expenses for equity mutual finds on

weighted average basis can be estimated at no more than 25 bps which is the weighted

average expense ratio for equity index fliads See ha notes 123-24 and accompanying text

This is inline jfoFr anBrownscalculatioaofequityflnd5d1t1i11istTthe fthbe2l bps

on weighted average basis Freeman Brown supra note at 624 tbL2 For the equity

index fond sample profitto the advisers for the rendition ofsdininistrative services is included

in the all-in charge of2S bps The onlything excluded is the cost ofadvisory services and that

is the expense item that accounts for the bulk of the costs showing up in actively managed

finds expense ratios Ii also accounts for the bulk of fond sponsors profitability

58 PETER WALLISON ROBERT LITAN COMPETWVE EQUrrY Aflrrraa WAY TO

ORGANIZE MUTUAL FUNDS 2007
59 Id at76
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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 iroup.dO 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 afor-profit basis That Vanguards funds pay low

prices for advisory services simply reflect hard bargaining by the Vanguard

funds loyal and unconflicted board members

Table features true apples-to-apples comparison of Vanguards

advisory fees with those charged by Vanguards advisers when billing their

captive funds for services We see that captive shareholders are obligated to

pay fur more than Vanguard shareholders pay to the very same managersfor

performing the very same work From fiduciary duty standpoint this Is both

disturbing and enlightening This comparison demonstrates that advisory fees

outside the Vanguard Group are grossly Inflated

The true extent of the fund market versus free market pricing disparity is

driven home by Figure Again this is an apples-to-apples analysis

comparing what Vanguard funds pay with what shareholders of many other

large funds pay
for equivalent advisory services That Vanguards costs are

fur 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

WHARTON RBPORT sqjra 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 PH Study.62 The Wharton Report and the Fri 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 thcir captive funds

as compared to when the same advisers sold equivalent services on the open

market6 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 Of this sample fee rates charged the mutual fund clients were

at least 50% higher in thirty-nine out of the fifty-four cascs.M 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 Likewise

in its FrI Study the SEC revisited the Wharton Reports 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.es The Commission

noted that advisory fee rates for pension and profit sharing plans fees

62 PH STUDY supra note

63 Specifically the WhaflonReportsauthOrs found thatwhere fbnd advisers bad outside

advisoty clients there was tendency for systematically higher advisory fee rates to be

charged open-end fund clients WHARTON REPORT repro note at 493

64 The price disparity
was explained as thIIOWs

The principal reason for the differences in rates charged open-end companies and

other clients appears to be that with the latter group normal procedure in

negotiating fee is to arrive at fixed fee which is mutually acceptable In the

case of 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 negotiationa bet sen independent rapt ntatwesofsepatate legal entities and

approved by democratic vote of the shareholders This suggests that competitive

fuctors which tend to influence rates charged other clients have not been

substantially opcrative in fixing the advisory fee rates paid by mutual funds

Ii at 493-94 footnote omitted

65 Id at489

66 Id

67 Id

68 FF1 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 finds of that size.69

Following the FrI Study good deal of time passed without fee levels in

the fbnd industry receiving much scrutiny although from time-to-time articles

uncomplimentary toward mutual fund governance did appear in the financial

press Similarly over the decades the findings of those scholarly reports

about comparable fees were never challenged In 2001 two of this articles

authors John Freeman and Stewart Brown again scrutinized mutual fund

fees.7

Freeman-Brown compared mutual fund portfolio management fees to

portfolio management fees paid by government pension plans and found that

the former were much higher than the latter.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 The other main source

69 Matll5

70 Oneofthoseatiolesnotedthediaparitybetswenwhatfiindinvestors pay for advice and

aliat institutions pay noting that Bind shareholders pay nearly twice as much as institutional

investors formoney management Simon sqwa note la1131 Ms Simon also noted that the

calculation doesnt even include any front- orback-end sales charges you may also pony up
lot see also Robert BarkcrFundFeesAre Rising Whos toBlame BUS WK.Oet 261998

at 162 If expenses are too high its the independent directors who have uled Robert

Barker High Fund fees Have Got to Go Bus Wit Aug 16 1999 at 122 Sinee 1984

Momingstar reports the avenge coat of actively run no-load U.S stock funds fell less than

l04 eves as their assets multiplied 32.tlnes Vast economies of scale benefited mutual-fund

companies not investors Thomas Easton The Fund Industrys Dirty Secret Big Is Noi

au4fis4 FORBES Aug 24 199 at 116 117-18 The dirty secret of the business Is that the

more money you manage the more profit you makebut the less able you are to serve your

shareholders... In moat businesses size is an advantage In muttinl hinds it is an advantage

only to the sponsor not to the customer Charles GasparinoSome Say More CouldBeDone

to Clarjj5 Fees WAU ST May 20 1998 at Cl the industry really rising to the

challenge Is it doing all it can to clearly and simply explain how much investors are paying

in fees and expenses Tracey Longo Days of Reckoning Conress Vs Final Starting to

Look into Why Mutual Fund Fees Keep Rising Fm PLAN Nov 1998 at 171 Several

leading mutual find analysts and critics are also making the case that not only do higher fees

not mean better performance often the opposite is true Linda Stem Watch Those Fees

Nnwswitsx Mar 23 1992 873 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 Browu suprcr
note

72 Key Freeman-Brown findings are discussed in DAvmF SWENSEN UNCONVENTIONAL

Succnss FuNrtMBNrAL APPROACItTO PmsouALINvEsThNT 241 2005
73 The hundred largest public pension Binds were surveyed The cover letter asked for

cooperation mentioning that the request should be viewed ass Freedom of Information Act

request by those disinclined to cooperate without compulsion FIfty-three pension Binds
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was Morningstars Principia Pro database Fee breakdowns in that database

are drawn from mutual funds registration statements.14 WithintheMomingstar

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 millionand an asset weighted

average advisoiy fee of 28 bps In comparison tile avenge equity mutual fund

had an average asset size of $1.3 billion and an asset weighted avenge

advisory fib 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 avenge were almost

three times as big averaging $1.3 billion rather than $443 million In dollar

terms the fee average for equity pension finds 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 IClResponse and Coates-Hubbard

The Freeman-Brown study made waves7 and triggered calls for refbnm76

responded ofc4tilchthiily-sixprOvided usable data The thirty-aix pension finds had average

total assets of $21 billion Frecnian Brown supra note at 630

74 Financial data within those registration
statements is irustworthy because material

misrepresentations in registration stalensents 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

ft 77k iN 2000
75 See e.g Tom LauriceUa This Is News FwrdffeesAre Too HIgk Str4t Says WAa

Sr.i Aug 272001 at ci The article quotes Dcii Phillips head of Morningstar the mutual

find industrya leading perlbrmance and expense tacking company sqing flhe

Brown study is dead-on in its methodology and findings... This study is veiy damning.

It shows that retail mutual finds are not competitively priced Ii

76 PoT instance former SEC Chairman Arthur Levitt testified before House

Subcommittee and confirmed Freeman-Browns fmdings and demanded radical reform He

testiflet The largest mutual finds pay money management advisory fees that are more than

twice those paid by pension fluids 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 Furthennore

boards should justi1r
to their bosses find shareholders why they chose

particular
investment advisor and each year should demonstrate that they have

aggressively and competitively negotiated management fees

Mutual Funds Who rLooktng out for Investors Hearing Before the Subcomsn on Capita

Mrs Ins and Gas Sponsored Enters of the Comm on Fin Serva 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 IC published report which purported to show that fund

advisory fee levels were about the same as portfolio management fees paid by

public pension plans The Ids research eventually was embraced by two

academics Professors John Coates IV of Harvard Law School and

Glenn Hubbard Dean of Columbias School of Business With funding by Tel

Mutual the insurance company afiuiatud with the IC that insures mutual fund

directors and advisers against liability claims75 Professors Coates and Hubbard

have written an article appearing in the Fall 2007 edition of the Journal of

Corporation Law entitled Competition in the Mutual Fund Industry Evidence

arid 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

conclusion50 Coates-Hubbard rejects the various detailed studies that show

77 Sean Collins The Expenses of DeflnedBeneftt Pension Plans and Mutual Funds ICI

PERsPEcTIvE Dec.2003 at available at httpllwww.ici.orglpdflper09-06pdf

78 See Coates Hubbard supra note 11 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 Fwdlndusby Evidence and linpllcatlans for Policy An Enter That

Working Paper No 127 2006 Coates-Thibbard Working Paperl available at

http//wwwt.orglpublications/pubffl.24577/pubjctsil.asp This Slate 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 fecs by

submitting it for inclusion in SEC File S7-03-04 file relating to mutual fond governance

issues pending before the Commission See Letter from Eric Rotter Sr Vim Fret Gen

Counsel Fidelity mv to Nancy Moths Secretary Sec Exalt Commn Mar 2007

available at httpJ/www.aec.gov/ndespmposed/s703041s70304-554.pdf Fidelity used the

Coates-Hubbard Working Paper research in support of their joint opposition to an SEC

governance proposal calling lbrmnote independence in flmndboardroom The Coates-1-lubbard

Working Paper is an attschsnentto the Fidelity submission beginning on page 27 Jet 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 Chavem Chief Operating Officer

Sr vice Pres Chsmher of Commerce of the U.S to Nancy Morris Secretasy Sec Exch

Commn Mar 2007 available at httpl/www.aec.govfruleslproposedls703O4f

dochavern8l64.pdf AsubsequentversionoftheCoates-PtubhardWorkingPaperssuspuhlished

on the Social Science Research Network in August 2007 See John Coatea Glenn

Hubbard Competition in the Mutual Fwsdlndusby Evidence and Implications for Policy

Harvard Univ John Olin Discussion Paper Series Discussion Paper No 592 2007

available at http/4apers.sam.cont/solS/papcra.cfinabstract_id4005426

80 As noted earlim therein substantial evidence that fluid advisosy fIrms earn statistically

s%niflcant risk-adjusted returns See supra note 28 and accompanying text Browns study

coverii gthe twenty-flve-yearpertod from 1982-2006 concludes that fond sponsors profitsand

returns are accelerating rather than decelerating as Increased competition would predict The
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excessive fees exist.81 Coates-Hubbard dismisses the Wharton Reports

comparative fee analysis as superficial which it was not and dismisses the

FF1 Study as simply accepting without question
the Wharton Reports

findings5 which is ftlse characterizatiOtt84 In essence the Wharton Report

and the SECs FF1 Study are rejected out of hand by Coates-l-lubbard as

irrelevant old-school meaningless
1960s research featuring nonsensical fee

comparisons of different products with different service5

As for Freeman-Brown it is dismissed on the ground that pensIon fUnd

advisory costs cannot be compared with mutual funds Coates-Flubbard

contends it amounts to meaningless apples-to-oranges comparison 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

management57 The second ground they give is that differences in liquidity

frustrate comparisons Each contention is explored
below

study confinns the finding noted earlier that fund sponsors earn economic profits contrary to

the predictions of the modelof perfect competition See suprannte 26 and accompanying text

see also supra note 36 and accompanying text

81 Thcirvicwalso collides with findings that the mutual fund industry features distinct

absence of price competition See e.g Gun ACcOUNTING OffICE MUTUAL FUND FEES

ADnrnoNaLDlsCLO5tJRE CouLD ENCOURAGE PsICE CotnrmON 62 2000 available at

flp//ww.gao.guvltrChive2000/gg0O126.1ithat
mutual funds tend not to compete

based on the operating expenses investors pay WAu2SON LITAN .riçra note 58 at 61-76

concluding that contrary to the Coates-Hubbard thesis funds do lot compete effectively on

pricing of services

82 Coates Hubbard içm note 11 at 156 The Wharton Report was also derided by

Coates-Hubbard as primitive and misleading Id at 153

83 Jd.at156

84 In truth the FF1 Stucjy
traveled well beyond the Wharton Reports scope with fresh

analysis supporting the same conclusion The SEC confirmed kit exampl that competition

among advisers seeking to supply finds with services does not exist in the fund industry It

found instead that fluids are formed by persons who hope to profit from providing

nianagemetit services to them PH STUDY supra note at 127 with the captive fluids

managers
seldom thereafter cempeting with each other fur fund advisory contract business Id

at 126 Most importantly based on its study of new and different data the SEC determined

mutual finds pay far more fur advisory services than pension and profit-sharing plans See

supra notes 61-69 and accompanying text

85 coalesHubbardslqfl2nbth 11 at 186

86 See id at 183

87 Coa1esHubbarSWraote 11418647 Moreover though Coatea-Hubbard faults

Freeman-Brown fur not Isolating the data their article correctly admits Data are not readily

available to accurately isolate the pare costs of portfolio management... Id at 187-88

88 ld.atlS8
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The Commingling ofExpenses in Management Fees

As to the first concern dealing with occasional expense commingling it is

undoubtedly correct that minor amount of commingling of cxpcnsc items

sometimes exists andquite regrettablyfrustrates perfect apples-to-apples

comparisons on universal basis But Coates-Hubbard overstates the

problems size 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

59 Thisprobleincould easilybeeliminatediftheSEClnslstedthatflzndsfollowauniform

clearly-defined system ofexpense reportin an irnprovementcalled forbyFreeman-Brown and

reiterated here As observed in Freeman-Brown

lb fecilitate comparative cost disclosures the SEC needs to require financial

reporting on standardized basis so that categories ofexpense are comparable on

an industry-wide basis Currently some funds blend administrative costs into the

advisory ree This bundling frustrates cost comparisons and detailed analysis

most prominently by the SEC staff itself and it needs to be stopped

Freeman Rrovim .cvpra note at 669

In making thia argument Coates-Hubbard essentially adopts the views expressed by

the As discussed infra in notes 104 and 131 the IC claims that various extraneous

expenses are sometimes embedded in advisory feet making it impossible to isolate true

portfolio advisory costs Specifically Collins supra note 77 at lists certain expense

categories that sin sonictinies included in advisory tbea We have considered each of these

expense categories and averaged the closes expense categories for funds that report those

expenses separately to Lipper Analytical Services Ascxplainedinfn innote 104 based on our

analysis of this Lipper data we conclude that when the spilloverofnon-advisorycxpenscs into

fund advisory expenses occurs the amount of added costs approximates no more than bps

Neliher Coates-Hubbard nor any other source has attempted to quanti the amount of non-

advisory costa included by some sponsors in their advisory fees Ofcourse If the number was

quantified by fund sponsors defenders ii 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 hinds 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 in the ICts own cost study conducted in 1999 See

John Reaetai Operating Expense Ratios Assetr andEconomtesofScale in Equity Mutual

FundçICTPRRsFrnvEDec l999atlavailableathttp/Iwww.icLorglpdffper0i-05.pdf To

hone our fund expense data down to advisory fee payments we eliminated explicitly disclosed

administrative fees together with the large anountofhidden administrative costs embedded in

funds 12b-l expenses Atthispoint alter furtherinvestigation weconcludedthatany residual

administrative expenses embedded in fund advisory fees were cIa minimis We then calibrated

the amrtual fluid sample to closely rcscmble our pension flied sample We found that the cost

of adtisory stock picking services for large sample of domestic equity funds averaged $6

basis points We found that public pension funds pay an average of 28 bps for the same

services This comparison led us lo conclude that mutual fundspay srounddouble Aratpension

funds pay solely for stock picking services See generally Freeman Brown nipru note
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costs pool of stocla 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

Fuit.herinore 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 article2 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 In response
Putnam gave him data showing Putnams mutual

fimd 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 SEC9A

92 See supra Part lILA The Vanguard phenomenon was also explored although to

lesser extent in Freeman-Brown See Freeman Brown supra note at 637-40 Coalcs

Hubbard criticized Freeman-Brown for not explaining why Vanguard pays sub-advisors 13

basis poi thonaw tdaverage basis for providing advisory services whereas the price paid

by public pension plans holding the largest group of assets is more 20bps Comes Hubbard

supra note 11 at 187 But the answer is simple and apparent from Freemnan-Browns ten The

weighted average

$11.6 billion See Freeman Brown supra note at 638 tbl.6 The weighted avenge asset

size for the largest pension fund decile in the Freexnan-BrownsafliPle was much smaller $1.55

billion less than one-seventh the size of the average Vanguard portfolio Li at 632 The

Vanguard fee rate is lower due to economies ofseale being captured at Vanguard for the benefit

of fimd shareholders Freeman-Browns text showed that working for vanguard is nonetheless

lucrative Applying the average the rate to the average asset size yields an advisory fee to the

sub-adviserof$15.1 million The average numbers lbrpenaion nsanagerayields far less $3.10

million

93 Oversight Hearing on Mutual Funds ssçra note 38 at 23 testimony of Eliot

Spitzcr N.Y Atty Gem
94 Id at 16

95 copy of the Alliance Funds shareholder report is available on the SECs EDGAR

database See AllianceBerasleln Premier Growth Fund Annual Report Form N-CSR Oct

14

0000936772-03-000412.txt
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Alliance Premicr Growth Fund paid total advisory distribution and

administrative expenses
of $198 million6 Included in that sum was an

advisory fee of $88 millionpaid by the fi.ind to its sponsorAlliance CapitaL7

Based on avenge assets of $9.1 billion the advisory fee thus exceeded 90

bps At about the same time Alliance was managing the Vanguard U.S

Growth Fund for 11 bps $672 millionportfolio for the Kentucky Retirement

System for 24 bps $1.7 billion portfolio for the Minnesota State Board of

Investment for 20 bps $730 million equities postfolio for the Missouri

Retirement System for 18.5 bps and $975 million equity portfolio for the

Wyoming Retirement System for 10 bps
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 fres 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 samc investment professionals 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 ld at 13 The expenses for the year ended November 30 2002 welt

Advisory fee $88128426

Distribution ibeClass $8300777

Distribution ftc--Class $42133265

Distribution fecClass $15548417

Transfer agency $37578580

Printing $5398494

Custodian $652328

Auditandlegal
$121314

Adminisirative $150000

Registration fees $145000

Directors fees and expenses $23000

Miscellaneous S199.011

Total expenses
$198378612

Id Notice that contrary to Coates-Hubbards suggestion that fend fees custonwily are

jumbled expense items usually are itemized separately with advisory fees easily broken out as

an individual item

97 Ri at 13 11

98 Id at2S

99 See Second Amended Class Action Complaint at 24-25 Miller Mitchell Hutchins

Asset Mgtnt Inc No 01-CV-0192-DRH S.D IlL Apr 12002

100 See supra notes 95-96 and accompanying text

lot Alliance Capital Mgmt Li Annual Report Form 10-K at Mar 28 2000

available at http/fwww.scc.gov/Archive sedgarfdata/1l09448/0301 104659-O0-000074.txt
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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.mn

Obviously free market competition has worked well for the institutional

buyers of Alliance Capitalsportfolio management services For example the

manageis of the Wyoming Retirement Systems pension plan paid Alliance

Capital less than $1 millionper year for essentially the same advice given by

the same people who were being compensated by Affiance Premier Funds

shareholders to the tune of $S8 million yearly
But the price differential in

dollar terms of eighty-eight times between advisory services sold in the free

market versus the fund market for portfolio management by Alliance Capital

tells us that price competition for advisory services in the fund market is not

robust it is on life-support if it can be said to exist at all

The point is this Proof of price gouging in the fund portfolio management

business is findable and has been found We agree with Coates-Hubbard that

the data are not always pristine
Because of the way the SEC has allowed

mutual funds to blur expense definitions it is 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 comminglingexpense

categories and demanded that the industry calculate expense items on

uniform basis Nonetheless expense overlaps are minor problem4 and the

102 Alliance Premier Growth Fund Inc Prospectus Form 485BPO at 46 Jan 30

2002 available at p.//www.sec.gov/ArchIvesedgar/da889508/0000fl957402OOOlZV

00009l974.O2-O00l22.tct

103 li/

104 See Collins supra note 77 at Collins and the IC contend that in addition to

portfolio management the advisers management fee

typically
also cvcrsthecossofadmini5veandbathatthhh1d

must have to operate These include fond and
portfolio

accotsntin valuation of

portfolio securities oversight of the flieds transfer agent and custodian legal

analysis to ensure compliance with federal and state laws and regulation

preparation and fihiag of regulatory and tax reports and preparation and

distribution of prospectuses and shareholder reports The management fee also

tbe set its es related to the sal sof flied ot ears and

the costs of clerical staff office space equipment and certain accounting and

recordkeeping ibeilities Finally the management fee must or the lIsnds

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 fends transfer agery services were supplied by an Affiance

affiliate meaning that monitoring charge to compensate Alliance for oversight of the flieds
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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 ofDferences in Liquidity

Another comparability-based argument made by Coates-l-luhbard

challenges Freeman-Browns of pension data Coates-Hubbard contends

pension funds and mutual funds cannot be credibly compared because of

differences in liquidity.5 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 portfolio management cosls
The Coates-Hubbard liquidity factor deserves special attention for it lies at

the heart of fund managers strategy for disarming shareholder attacks and

preserving the status quo The strategy bars critics from evaluating fund fees

based on free market comparables To fund sponsors defenders differences

in liquidity is the factor shield protecting mutual fund advisers from

having their fees judgedby comparison to free market benchmarks This issue

is ared hening

Tellingly though presented as an economic analysis the Coates-Hubbard

study never seeks to isolate and quantify the supposed differences in

liquidity fhctor Nor does it cite any authoritative source providing the

liquidity factor any measurable weight at all Moreover this liquidity fictor

transfer agent wouldbasically amountlo paying Alliance Capitalto monitor itself Other items

mentioned in the CoilS-ICE listing are typically covered in administrative expenses although

they may not be labeled in precisely the same way For Stance printing and distribution of

prospectuses and shareholder report would have been covered by the $5 million in printing

costs in the Affiance Premier Growth Fund Seerzqnnotes 95-% Costs such as office space

equipment and competitive rates of retum 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 Upper database report fund accounting thes separately and these had weighted average

cost of 1.1 bps for the 2006 fiscal year We conclude that fri the aggregate the various

niscellancous items do not account for more than bps of the average mutual finds advisory

fbe We note father that study of cost allocations forone adviser who has both captive mutual

thuds and institutional clicnts shoin that the institutioiml ellents actually are more expensive

to service than the mutual fluids See hifranotes227-29 and accompanying text This suggests

fund Ibe levels should be lovitr than institutional prices rather than far higher as thcy are

105 CoaiesHubbardssqmnote tlat 188

106 Id
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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

Interestingly the ICIs own position is inconsistent with Coates-Jlubbards

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 ids conclusion that mutual fund and pension plans pay like fees for

like portfolio management services.09 Accepting this finding as true which

it is not11 the fee equivalence debunks the alleged liquidity factor featured

by Coates-Hubbard since the ICs contention carries with it the implicit

premise that pension fund and mutual fimd portfolio advisory services are very

similar because after all the fees are virtually identical.11 Thus The ICIs

position on the comparability of fund and pension fees leads to the conclusion

107

funds that invest in stocks and/or bonds and nine closed-end funds The management fee

charged each of the twenty-six funds annually is sel at 14 withtwo exceptions GabellisABC

Mutual Fund chargesafee of only .5/.ç the closed-endOlobal Deal Fund charges aperfomiance

fcc that isa minimum of.5%rising to 2% if the fluids total return exceeds the T-BiIl index

return by 6% See generally Gnbelliflome Page http/Mww.gabeflLconi/Qsst visited Mat 31

2008 By definition closed-cud fluids fraiurc less liquidity pressure than mutual finds since

their shares are not redeemable and ncw shares are not constantly being sold See Reger

Klein Who Will Manage the Managers The Investment Company Acts Antlpyransiding

rrovtsion awl its
Effi

on the Mutual FwidThdustry 59 OnioSt LI 507 1998 deaaibing

characteristics of closed-end fluids If the dlftbrences In liquidity lictor cited by Coatea

Hubhard is real and had significait veigh it presumably would manlthst itself In the need fur

substantially nuire work to be done by the mutual find portfolio manager who In turn

presumably would charge higher fees to compensate for the
greater

effort being exerted

However there is no drop offin fees for Gabeffis closed-end fluids in comparison to the mutual

funds See GabeUi Home Page .cupra This indicates that the redeemability factor is either

nonexistent oris sufficiently
insubstantial enough to not be worth building into the cost

108 Collins repro note 77 at

109 Id at 17 Indeed the headline of the press release published by the ICI announcing its

study attacking Freeman-Brncvn slated Mutual Fund and Pension Fund Fee Levels Are

Similar ICI Research Study Finds Press Release Div Co InsL Mutual Fund and Pension

Fund Fee Levels Are Similar IC Research Study Finds Jan 62004 ICI Press

Releasel aveilable at ha il/ici.orgjstatementa/nrt2004/O4J1eWS_dbPlsns.lltmt

110 Thc falsity arises due to find advisers practice of tacking on extra costs to the sub-

advisers fees padding and thus Inflating the overall advisory charges bone by the sub-advised

fund and its shareholders See iota Part ULD

111 The ICI claims to have found Mutual hind subadvisors and pcnsiou plan investment

managers charge lnvesunentadvlsoty thea that are virtually identical Sec IC Press Release

siqra note 109 Coates-Hubbard adopted the ICIs nawedmnethodology and its unsupportahle

fmdings See Coates Hubbard supra note 11
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that the unquantifled differences-in-liquidity factor cited byCoates-Flubbard

is something of financial Loch Ness monstera phenomenon talked about

but never seen in real life.t2 Finally to the extent dilfbrences in liquidity

ever matter they certainly cannot prevent comparisons of Vanguards portfolio

management costs with those charged elsewhere in the fund industry Alter

all Vanguards managers just like other funds must deal daily with the

liquidity tictor The devastating Vanguard flee market vs fund market

advisoiy fee comparison as shown in Table and Figure supra cannot be

dismissed on this basis

Another flaw with Coates-Hubbards broader contention that free market

comparators carmot be used in evaluating fund fees is that this cant do

attitude goes against the grain of accepted financial evaluation practices For

example business valuation experts and real estate appraisers typically study

coinparables and adjust them in reaching opinions about the value to be

assigned to the property they are appraising When it conies to business or real

estate valuations bond ratings or innumerable other free market pricing

calculations nobody insists that the coniparables atiributes be absolutely

identical to the item being valued All that is required is that the comparable

be reasonably similar with appropriate adjustments being taken to make the

comparisons persuasive.13

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 asinuch In the ICsattempted defense of fluid industry

pricini the ICs lead researcher declared is possible to compare the portfolio

management tees incuned by public pension plans with comparable measure by examining

the sub-advisory fees of mutual thnd Collins supra note 77 at

113 Mother major problem with the industrys approach to fluid tee 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 areexcessive Freeman-Browns data showed the top 10% largest pension funds

holdonaverage$l.55billion inassetswith a20 bpsnanagementfeeratio Freeznan Browa

supin note at 631 tbl.3 638 tbL6 For mutual funds the top 10%in the have assets of $9.7

billion and 50bps fee level lot Many mutual funds are much bigger that pension funds and

so even minor ditTerences in basis points arc amplified Fundmsnagersare 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 lCIs 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 supn note 11 at 185-86

115 For example In support of their claim tbat the fund industry is highly competitive

Coates-Hubbard makes much of the entry into the industry of twenty new sponsors between

1994-2004 See hi at 167-68 Theyfail to mentlonthat attheendof2004 these newsponsora
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accounted for less than 1% of the industrys $8.1 trillion in assets Compare ku at 168 tbL4

showing that the Mrnty new sponsors have $17.7 billion in combined assets with INV CO

INst 2005 lrcVEsTMErrr Canw FACT Boox 102 tbl.44 45th ed 2005 availabli

http//www.iclorgtpdfl2005_faclbook.pdf showing that mutual ffind assets hi the U.S totaled

over $8.1 trillion at the end of2004 The total assets accumulated by all fhnds offered by the

twenty new sponsors cited by Coates-Hubbard added upto less than one halfofthe total assets

held by axing/c mutual Sand the Growth Fund of America in early 2007 See OROWTHFUND

0MM SErn-ANNUALREPORTFaTHE Six MONTHS ErIDEDFEDRTJMtY28 2007 at 102007

available at llwww.ameiicathnds.c ilpd17m1esr-905js.Pdfshowiiig not assets of

over $165 billion Contrary to Coates-Hubbards claim of increasing competition the veiy

evidence they cite shows the industry is becoming more concentrated and less competitive oser

time Indeed Coates-Hubbard cites I-lerfindahl-Hlrschman Index Bhir numbers In an effort

to establish the industry is not concentrated Coates Hubbard supra note 11 at 165 thL.l

However the cited data shows increasing concentration at the complex level Ii Data

generatedbythe IC similarly shews increasing concentration between 1995-2006 Over those

yeas the percentage of industry assets held by the largest five ten and twenty-five complexes

increased in each case See INV CO INST 2007 INVESTMENT COMPANY FACT BOOK 17 flg.L2

47th ed 2007 available at http//www.ici.org/pd02007_1bctbook.pdt

Moreover Coates-Ifubbard ignores that the mutual Iliad industry features marketplace

segmented between load flmds and no-load fluids See RICHARD TEWELES EDWARD

BRADLBYTBESTOCKMAPKET 416-177thed 1998 Inthe loadfimdseginent.morethan one

jf0fiheMorningstarflmdcategries_twenty.sevenoUtofffltonefeat1ire an Hill number

higher than 1800 reflecting ooacentrated markets See Dept of Justice The Hethndahl

Flirschman Index http//wwwcusdoj.gov/atr/public/testimony/hhLhtnt last visited Mar 31

2008 Our calculations show another filtccn of the fifty-one Morningatar load find categories

thajuat Hill numbers between 1000 and 1800 reflecting moderately concentrated markets

Id Onlynlncofthc filly-one
load fund Morningatar categoricabave index numbers lower thnn

1000

Coates-Hubbard is also wrong in presenting the find industry as paragon of price

competition brinining 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 fund retailers to compensate them for ofibring

given sponsors shares For example the industry pays more than $2 billion per year in

revenue aharing shady practice
called the Sand industrys ditty little secret in order to

encourage retailer loyalty and sellingefllirl See Freeman supra note at 792-96 Predictably

this behavior functions to drive prices up for it consists 0f advisers extracting outsized fbes to

pay high distribution costs to win liver among fluid retailers

Contradicting the Conies-Hubbard price competition thesis are data showing that from

1970 to 2000 the expense ratios for the funds that are the mostexpensive for fund shareholders

to buy the load funds more than doubled vbereas expense ratios declined for no-load fluids

See Houge Weilman sxqra note 56 at 28 tblt In the index fund area where products are

most similar prices have been Sing with the most expensive flinch receiving the
greatest

market acceptance See Edwin Elton et at Are Investors Rational Choices Amcng Index

Funds Oct 2002 unpublished manuscript available at http//papezs.ssrn.com/sol3/papers

cfinalstraet_ld340482

The fact that the mostexpensive form of an identical market offering receives the greatest

market acceptance contradicts the position that there is strong price competition in the

0000280



Case 211 -cv-O1 083-DMC -JAD Document 1-5 Filed 02125/11 Page 36 of 113 PageD 281

2008 MUTUAL FWDADVISORYFEES 117

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-advisory Fee Argument Is Sham

Careful analysis of the find 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.6 The ICI relies on fund cost data involving sub-

advisers to support its position that fund portfolio management fees are

vittually identical to those charged by pension funds.7 Coates-Hubbard

adopts the IC argument also using sub-advisory management contracts as

proxy for fund advisory feesY 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 managen save Vanguard discussed

above routinely add hefty premium or monitoring fee to the sub-

advisers charge Tine 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-Ilubbard view the mostexpensive fluids ought be redeemed

out of existence but this is aol happening lathe find industry as between load finds and no

load finds the load funds are the worst products at the point of sale because investors need to

pay the load Academic studies have shown that load hinds are also proving to be the worst

i.e most expensive products fur investors to osn post-sale because they tend to be cursed

with the highest annual expease charges See e.g Daniel Bergslresser et Assessing the

candBeneftuofBrok2rsintheMutUalFU7d1ndU5tY3otaS Harvard Bus Sch Fin Unit

Research Paper Series Working Paper No 61698 2007 available at

htflrf/papers.ssm.coin/sol3IpapertcfnlabsfractJth6l698l 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 ShbatMserz ANt

Bann June 2104 at 9Ten percent of the $5 trillion in long-tin mutual fund assets

arc subadviscd according to Financial Research see afro Oversight 1/earing on Mutual

Fundssupra note 38 at tl testimony ofEliotL SpilzerN.Y AttyGen puttingthe number

of sub-advised mulual funds at fewer than 20% Thc ICI never quantified the extentto which

sub-advisers arc used in the mutual fund industry noting only that adviscrs of some mutual

funds use sub-advisers See Cottins supra note 77 at

117 Collins repro note 77 at 7-8 ICI Press Release sure note 109

118 Coates Hubbard supru note 11 at 187
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advisory fee charge to fund shareholders.9 In fact overall fee levels for sub-

advised funds are substantially higher than for funds managed in-house.20

The effect of bill padding over sub-advisory services is huge Table below

compares sub-advisory fees to the full total amount of advisory fees actually

charged by the advisers to their funds sub-advisory fees plus the advisers

markups in the form of monitoring charges.2

TABLE

ADVISORY AND SUB-ADVISORY FEES FOR SAMPLE OF SuB-ADvIs

CAPTIVE EQUflY MUTUAL FUNDS- DECEMBER 2006

AsS AdSiry AdSely

Snigdr 15350

Cigaiy ssmoiia fl M4

AXAEMGrS LazgeGtth 51.101 73 21 52 MflgCIId flc

0reytisPr.nAha LugeuM $113 75 50 BSbvnsAsietM3

FOR SIat tsp Mid.Cj Sroeth 51050 90 48 44 MCSI Mgt we

HaffordfltvOr LargeMue L596 84 14 50 WemnonLttLI.C

Cun0 $oS VS Fortq Lage VS 5976 96 48 48 MacJunS maniA

Roadx Elitcap at Mid-tap VSae 5541 75 48 27 Seam CapiS Inc

Bonier outs Value Lags Ytus 52425 10 35 35 Colon Captal ti IC

fiMisarca Vats Lap Vita $403 61 ui 38 Lard AbbE Ca LLO

Sn C$astcAgg Cr3 Large Gweth $324 110 62 48 Zsathcgsn Cap 1w LIC

TouthSiiaLgCp LageOrSti 51076 71 40 31 NaulkrtMaocint

USAAatggaSvsGre LargeCreath 51.12 50 21 MflcoCtWMJLC

USMkcwthtra LargaBlaud 51.42 57 31 LcenISaIes.tP

USMhiaam.Slodc Leg VAus 5231 50 13 37 t3MO LLC

Average $1372

AsS WSghkd Manges 68 21 41

119 Oversight Hearing on Mutual Fwdc repro note 38 at 17 testimony of Eliot

Spitzer N.Y Atty Gsa. As Spitter noted

The IC report used the amount charged by the sub-advisers without

accounting for the premiums tacked on by the mutual funds and passed onto

shareholders The result is that even in mutual fimds that are sub-advised

shareholders pay more for advisory services than the actual cost for that service

incurred by the nmnagement company

Id

120 See Virginia Munger Kahn Investing Mutual Fund Expertise For RenI N.Y TilvtE5u

July 142002 at 87 reporting that actively managed fluids 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

12 The data is drawn from reports by Momingstar and Lipper AnalyticaL
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Table shows over $72 millionannually in bill-paddingby advisers of the

listed sub-advised fljnds.1 The sub-advisory fee data presented in Table by

no means exhausts the evidence reflecting inflation ofoverall advisory fees by

fund managers who contract out the portfolio management function to sub

advisers 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 ICI/Coates-Hubbard thesis is to explore the ramifications of it being tue

as claimed that on weighted average basis equity finds portfolio

invesiment management function actually costs only around 30 bps per year

The cost of all the rcst of fund operations over and above the advisory function

can readily be gauged The weighted average expense ratio far the mutual

fund industrys equity index funds is around 25 bpsYA Ibis 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 41bps difference against the thirteen fluids $17.8 billion

asset

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 hive went manager
GrtFA FEES

ASSETS MANAGEMENT FEES Other Total

Millions Bernstein PMC Total 12b-I 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 0365 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

SwntsEN supra note 72 at 240 tbl.8.7 Here Bernstein is the sub-adviser who bargained

with PMC at artss-length PMC the adviser pads the bill Note that Bernsteins

management fees drop as the size of the fluid 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 LkRCIt5ICIETAL.supranote 32M 16 tbL2 Other data eonftnnaamutual thud can

be organized and run on total expense budget of less than 25 bps per year The data from

another source shows the tighted average annual expense ratio for no-load equity mutual

funds during 1995-2004 to be mere 19bps Houge Wellman .nrpra
note 56 at 28
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equity OftfOlO.1u 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

find ought to be around 55 bps i.e 30 bps for management plus 25 bps for

everything else Instead for actively managed equity funds it is more than

twice thatI 12 bps
The difference between the all-in cost of running an equity index mutual

tljnd 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

bps2 number in line with the 59bps average advisory fee for the industrys

500 largest actively managed equity funds noted earlier

The 62bps number logically reflects the cost of portfolio advisory services

since advisory services are the only expenses save 2b-1 fees which we have

already adjusted for in the preceding paragraphthat actively managed equity

funds usually bear that equity index funds as rule do not pay The 62bps

125 Index funds aftcr all actually are mutual funds Freeman supra note at 773

index funds lack advisory fees because they arc 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 forthemselves so profit to lire sponsor is included

too in the all-in cost of 25

Jd at 773.74

126 SeeKAacEsIunTAL.stcranote32 at l6tbL2 The diftbrencebetweeathe 112 bps

expense ratio noted here and the 91 bps expense ratios for mutual flmds generally cited earlier

svpranotes 3156 and accompanying te4 is easily explained Equity mutual funds tend to be

more expensive to manage in comparison to other finds such as bond fluids and money market

flmds See Chester Spatt Chief Economist Dir See Excb Commn Address to the

Pennsylvania Association of Public Employee Retirement Systems Apr.12 2007 transcript

available at http/Www.sec.govfnewWspeeehl2007/sPchO4l2O7ca5.blm noting that equity

portfolios often are more expenshe to manage than fixed-rate accounts So an average of

expense ratios in the fund indusiry as ahole will always he lower than the avenge expense

ratiofortheaquityfundsegment Likewiseeasllyexplained lathe differencebetweenthe 112

bps number and the results in Figure suggesting lower expenses- Figure reflects only

advisory Ibe costs not total expense ratios which also include inter ella adminiantive and

distribution costs

127 Freeman-Brown found the weighted average advisory fcc for equity funds.vas around

56bps See Freenian Brown smçra note at 631 tbL3

128 See supra text accompanying note 56

129 No index fluid pays any substantial portfolIo advisory Ibe since there is no active

management Most index fluids do not charge 12b-1 fees but some do ShaunaCroome
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number is more than double the fee the ICI represents and Coates-Hubbard

accepts 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 he explained by the presence of hidden non-advisory expense items

being imbcdded in the advisory fee Rather it confirms 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 StockMarketPetform ance

final problem with Coates-Hubbards defense of the status quo for fund

industty 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 Cant Judge an Index FwwJ ivy It.r Cover INVESTOPEDIA June 11 2003 httpIJ

www.Invped.ia.com/articlesfmulualfund/O3IO6llO3.USP

130 See Coates Hubbard supranotc 11 at 187 Collins ssçra note 77at

131 In somanywords thisis thepositiontaken bythelCi andadoptedbyCoatcs-Hubbatd

See slqJra
notes 90 104 and accompanying text The IC contends and Coate-IIubberd

implies that sub-advisory costs represent the true cost of providing portfolio management

advice to mutual funds with the difference between average fund sub-advisory coals around

31 bps and aerage 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 sIqra 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 Frceman Brown supra note at 624 tbL2 So inorder fbi the ICI and Coaxes-

Hubbard to be correct in arguing that hidden expenses explain the difference betueen fund

advisoiy fees on the one hand and fund sub-advisory and pension advisory fees on the other

there would have to be about 30bps of additional administrative costs in fund advisoiy fees

more than the average total level of idenlifled and scheduled administrative fees reported by

mutual flmds to the SEC This assumption simply is not credible It is ahsurdtn contend that

over and above mutual funds major scheduled athninistraive cost items there are super

secret administrative costs that are too minor to mention separately yet systematically swamp

those administrative costs that arc itcmized and disclosed Ef this kind of financial

misreprusentalion were occurring it would make funds income statements materially

misleading and the prospectusca presenting them actionable under section 11 of the Senirities

Act of 1933 15 US.C 77k 2000
132 Sec Exch Coinmn Historical Socy supra noteS at 33 remarks of Joel Goldberg

fornierDireotoroflnvestment Management Securities and Exchange Commission
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generated by sponsors companies other than extremely high revenue levels

consistent with monopolistic indusuy.33

IV The Regulatory Frameworkls Broken

Profitability at the levels encountered in the fund sponsor business is

unheard of in regulated induslries.tM 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 intonsive regulation

than mutual funds.13 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 renderedY3

133 We showed earlier in Table nçru that the market returns for five large publicly

traded Iliad sponsors averaged 26.1% compared to an average return of 12.4% over matched

periods fbrthe SP 500 AsexplainedszQra innote 28 acapltalixatlon-weighted index ofdm

universe of publicly traded fund sponsors twenty-nine firms had compound average annual

return of 21J% from1982-2006 $100 investment in an index consisting of the universe of

publicly traded fluid 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

aroundl.67% SeeUtiJitiesSectcr-Yahoo Finance IndustryBrowser http/Ibi2.yahoo.com/pl

9qpinu.htinl last visited Feb 252008 In contrast profit margins for the asset management

industry are over 17% See Financial Sector Yahoo Finance Industry Browser

httpi/bizyahoo.cont/p/4qpmu.htnl last visited Feb 25 2008 Some mutual fund sponsors

boast profit margins that arc far higher Indeed Bernstein lists profit margin of 9fl% See

Yahoo Finance Asset Manugainent Industry Company List http//bityahoo.com/p/

422qpmd.html JastvisitedFeb 252008 Thatprofltmargin ismorethaneleventinieshigher

than the typical profit margin for public utilities

135 See
.rtpra

note and accompanying text

136 Press Release Sec Exch Commn Alliance Capital Management Wilt Pay Rccord

$250 Million and Make Significant Governance and Compliance Reforms to Settle SEC

Charges Dec 18 2003 SEC Press Releasej available at http
newslpressf2003-176.htni
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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.13 As we

have shosm fair and reasonable are not how an honest person would

describe portfolio advisory fees charged outside the Vanguard Group Nor

does one find compelling evidence that the fund marketplace is policed by

vigorous independent and diligent mutual fund boards.138 Indeed investor

Warren Buffett has ridiculed directors for exhibiting 7ombie-Iike behavior

that makes mockery of stewardship.39 Yet to date the SEC has not

brought single action under Investment Company Act section 36b attacking

fund portfoio management fees for being excessive

The SEC has also failed mutual fund investors by not requiring mutual

funds to supply investors with complctc easy-to-digest disclosure

information with clearly defined and segregated advisory costst This

regulatory failure provides cover for those Like Coates-Hubbard and the ICI

who argue against the comparability of fund pricing data4 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 BERXSBRtE HATRAWAY INc 2002 ANNUAL RBPORT 17-18 2003 available at

hnpi/www.berkshfrehathaway.c0mt2002fl002.Phf

140 Seenqnnote89

141 CoatesHubbardnqranOte 11 at 185-86

142 HenyT.C flu Faith and Magic JnvestorBeliefsandGovernmefltNeulralioh 78 TEX

Ruv 7778382000 The specific philosophy governing the establishment of the SEC is

that the SEC should ensure that companies provide fall and fair disclosure.

143 We agree with Coates.Hebbard that lee discrepancies can affect investors purchasing

patterns and can have material impact on advisers Coatas Hubbard supra note 11 at

212 But for the data to inform accurately it needs to be uniform complete and clearly

presented This is notthe case today As one industiyobsewer baa coxnplainedMutsal funds

have constnictcd system where the costs arc practically
invisible Mutual Fund Indusity

Practices and Their E5hct on Individual Investors Hearing Before the Subcomns on Capital

MAn bar and Gay .Swnsored Enters oft/ic
II Cons on Fin Serss loath Cong 157

2003 prepared statement of Gary 1era1a formcr Undersecretary for Domestic Finance

lo8_boejearingsdocidf.87798.Pdf AninduiywherecostssJepitleallyinvi5ible

is an industry where price competition is disadvantaged
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invest for theft retirements in mutual fund-like entities operated for federal

employees under the Thrift Savings Plan similar to private 401k 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.145 When it comes to policing investment company expenses

Congress does good job so long as its membcrs 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 Fiduolaty D.4y Scheme

Analysis of fiduciary duty law applicable to mutual fluid managers starts

simply The focus is on one statute section 36b of the Investment Company

Act ICA Section 36b was enacted in 1970 Between the ICAs 1940

enactment and 36bs inclusion in 1970 the ICA lacked any mechanism by

which the fairness of management contracts could be tested in court147

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 fund assets in the 1950s and l960s were not being tiny shared with

fund shareholders.4 The express civil liability provision was added as

tribute to the congressional finding that the forces of anns-length bargaining

not work hi the mutual fluid 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.lS

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 satisf3i requiringthe plaintiff to show the challenged

transaction was one that no reasonable person could view as representing

144 mcledcralretirementinvestncntvehiclcisdiaeussedin Oversight Hearingon Mutual

Fndc szçm note 38 at2 opening statement of Sea Peter Fitzgerald

145 Id

146 15 U.S.C 80a-35b 2000
147 S.REP NO 91-184 at 51970 reprinted Di 1970 U.S.C.C.A.N 4897 4901

148 PPI STUDY .nçpra note at 10-12

149 S.ReP.No 91-184 asS

150 is u.s.c 80a-35b
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ftir exchange.5 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.3 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.m Specifically

Congress determincd that because marketplace forces are not likely to

operate al effectively In the mutual fluid industry the corporate waste test

was unduly restrictive and needed to be m1axed 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 Ru/Mg

Congress was not alone in noting the pervasiveness
of conflicts throughout

mutual fund management and the need for way to counterbalance those

conflicts The United States Supreme Court also has recognized the crucial

flaw in the industrys peculiar governance structure.55 While seeing and

understanding problem is one thing fixing it is something else

Just as one statute ICA section 36b set the key fiduciary standard

applicable to mutual fund compensation one case has set the standard for how

section 36b is interpreted and applied Gartenberg Merrill Lynch Asset

151 Steiner Meyerson Clv No 13139 1995 WL 441999 at Del Cli July 19

1995
152 Itt

153 Green Fund Asset Mgmt L.P 245 F.3d 214229 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 wnuld be treated under state law Itt at 28-29

154 Rup.No 91-184 at

155 InDallylncorneFun4 Inc Far 464U.S 523 1984theSupremeCourtpointedout

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 muttal fluids

setting up the funds boards of directors and then contracting with the boards to sell services

to the captive client finds The Supreme Court took notice that fond advisers typically

established the mutual fund and flequently control the boards of directors with whom the

era then sells ices underannually approved advisory contracts See let at 536 runluce

most corporations mutual fund is typically created and managed by apre-exiating external

organization known as an investment adviser.. Ithati
often selects affiliated persons to serve

on the board 0f directors... citation omitted Earlicr in Bar/nv Las/car tha

Court noted that because self-dealing
is ingrained in the advisenflind relationship from its

inception tthe relationship between investment advisers and mutual funds is fraught with

potential conflicts of interest 441 U.S 471480-Si 1979 quotIng Galfand Cbestnutt

CorpS 545 F.2d 807808 2d Cit 1976 alteration in original
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Management Inc.56 decided on appeal in 1982 is still the leading section

36b case decided to date.57

Gartenberg the first major fund industry fee case tried to verdict The

trial judge Milton Pollack set very high proof threshold8 and the Second

Circuits affirniance entrenched the Gartenberg factors as the principal

yardstick for section 6b mutual hind 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 profitability to date

no complaining shareholdcr has ever wona lawsuit contesting mutual fund fee

payouts under section 36b
central point ofthis article is That the Oartenberg 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 Gartenberg

requires an understanding of the economic times and the factual setting in

which the case arose

Gartenberg was money markct fund excessive fee case The fund in

question was Merrill Lynchs Ready Asset Trust In late 1981 when the

district coth case was decided the Merrill Lunch find was by far the largest

156 694 F.2d 923 2d Ck1982 The U.S District Court forte Southern District ofNcw

YorkdecldedthevetctlnGartenbergtheyearbefore See Gartenberg Merrill Lynch Asset

Mgnt Inc 52SF Supp 1038 S.D.N.Y 1981

157 See Jeffrey Puretz Recent Developments for Mutual Funds and FundAaWsers In

LWEJN5 CO.PROD5 475 532 A.LJ.-A.B.A Continuing Legal Educ ed 2006 available at

Weatlaw SM039 AU-ABA 475 noting Greenberg was for many years followed by evesy

courtin reported decisions Numerous decisions endorsed Gartneberg See e.g.Inre Eaton

Vance itt Funds Fee Litig 380 Supp 2d 222 S.D.N.Y 2005 affd sub nom Bellikoff

Eaton Vance Corp 481 F.3d 110 2d Cit 2007 K.alisb Franklin Advisers Inc 742

Supp l222S.D.N.Y 1990afd 928F.2d5902dCir 1991 OppenheimerMgint

Corp 715 Supp 574 S.D.N.Y 1989 qfd 895 K2d 861 2d Cisc 1990 Krinsk Fund

Asset Mgmt Inc 715 Supp 472 493-94 S.D.N.Y 1988 aff4 875 F.2d 404 2d Cu

1989 Schuyt Rove Price Prime Reserve Fund Inc 663 Supp 962 973-74 n.38

S.D.NY 1987 of 835 F.2d 45 2d Cir 1987 For more cmnplele listing of cases

adopting Ganneberg see JantsN Benedict etal Recent Developnents inLitigation Under

the bneshnent CompanyActofl94O in CORPORAThLAWAND PLkcrzcBCouRsEHANDaooK

SEams 571 578 Practising Inst ad 2003 avaIlable at Westlaw 1373 PU/Corp 571

158 See Gartenberg 528 Supp 1038

159 Very few fee cases have ever goae to trial on the merits The first one that did post

GartenberflasSths4yt 663 Supp 96Z Like Ganenberg Scuytconceraed achallengeto

advisozy fees charged for managing money market fund Id And like Gurtenberg Sc/sup

wasbrouglitand decidedinthe Southern Distitet ofNewYort It Othercases havealso been

tson after trial by fUnd sponsors See KaIISI 742 Supp 1222 Meyer 715 Supp 574

Kr/ark 715 Supp 472
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money market fund in existencetm having exploded from $100 million in

assets to ova $19 billion in just few years Plaintiffs challenged as

excessive the advisory fee paid to Merrill Lynch by its fist-growing money

market fund.62 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

miffion shareholders3 and thousands ofaccount executives were on hand at

over 400 local offices to aid in processing and administering the 30000-plus

share orders received daily The orders were handled by the sales force

without any commission leading to vexing cost accounting issues and

considerable uncertainty over how much Merrill Lynch was paying for

shareholder servicing and bow 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%

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 loyalty The adviser must

function with an eye single to the best interests of the beneficiaries The

160 Gartenbeig 528 Supp at 1042

161 Id

162 Gaflenberg 694 F.2d at 925

163 Gartenberg 528 Supp at 1040

164 Ii at 1041

165 Gartenberg 694 F.2d at 926 In 1980 the fUnds assets exceeded $11 billion and

generated management fee of $33 million Ii The defenses contention that managing the

fluid was unprofitable was premised on viewing the work of the Merrill Lynch brokers writing

the ticket forthe money market fired order as loss item The defense ignored the fact that the

broker writiag that ticket typically made commission on the other side of that order either

purchasing stocks paid trout of the money market fluid or selling stocks generating cash to

be deposited into the fend Though the stock market side of Ready Assets transactions were

enormously profitable to Merrill Lynch and its sales force those benefits were ignored by the

district court which foun study of the benefits to Merrill Lynch as result of the

Funds cxistnnoc would be difficult time-consuming and expensive and probably entirely

inconclusive even ifall of the logical problems could be resolved Ganenberg 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 considcred because the plsintifth

never proved what they wait Gartenberg 694 F.2d at 932

166 Gartenbeig 528 Supp at 1047 citing Galthndv ChestnaLt 545 F.2d 807809811

2d Cir 1976
167 Id citingRosentbld Black 445 F2d 1337 1342 2d Oh 1971
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court also found that candor and fair dealing are mandatory when the adviser

deals with the fund over fees.1es Distilled down the district court held The

essence of the dutyj test is whether or not under all thc

circumstances the transaction carries the earmarks of an arms length

bargain 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 untimess

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.71 This latter consideration

was problem In suggesting that fund industry practices or fee levels provide

useful standards for evaluating fees the court did investors massive

disservice Section 36b was created precisely because the fund industrys

uniquely conflicted governance system
could not be trusted to deliver fair

pricing Evaluating no-bid contract prices against other no-bid contract prices

is fUtile The lower court properly proclaimed The market pricerfreely

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 filling 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 iartenbergthed to convince the appellate court

that the lower courts flirness standard tied to market price freely

available and competitively set sounded reasonable but bore no relationsbip

to fund market reality.74 The Second Circuit evidently recognized the no-bid

nature of find industry pricing pointing to the existence in most cases of an

unseverable relationship between the adviser-manager and the fund it

servicos But the appellate
court nevertheless rejected the plaintiflh

contentions The court held that in section 36b fee case the plaintiffmust

168 SpecifIca1Iy the court noted that it is well settled that the investment adviser owes

duty of full discloaure to the tnsttes and shareholders of the Fund And even when full

disclosure bus been made the courts must subject the tmnsaction 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 Claiienberg Merrill Lynch Asset Mgnit Inc 694 F.2d 923 927 2d Cir 1982

172 Gartenberg 52SF Supp at 1067

173 It

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 aims-length bargaining.7

Whether it did so deliberately the appellate court imported into section 36b

actions de facto waste requirement precisely the proof threshold Congress

sought to eliminate by drafting section 36b in the first place

This important substantive ruling was paired with an equally important and

devastating evidentiary finding The Second Circuit rejected the plaintiffs

contention That comparisons with fees charged pension plans were worthy

criterion for determining fair advisory fees for money market funds177

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 As

discussed below the Gartenbcrg courts greatest failing was its refusal to

accept that the pricing of investment advisory services offered in the flee

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 beand almost always arebroken out and accounted for

separately Second if the defenses position was that the advisory function

was made more expensive by having to adjust for inflows and outflows of

cash then the extra labor and the cost thereof should have been isolated and

used as variable to justit5r an increase very likely slight 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 at93On.3

178 Id

179 The so..called liquidity factor was alluded to by the Second Circuitin Garenberg when

it referred to fund managers having to desi with the myriad of daily purchases and

redemptions by thud shareholders Id As we have seen the alleged liquidity
factor isabogus

justifltion for difibrentiating find advisory fees from those charged for managing pension

assets The factor has been tnlkcd aboul but has never been quantified and there is some

evidenec it does not exist at all See szipra notes 105-12 and accompanying text It is thus

absurd to bar usc of pension fee compazisonsbaacd on supposedly special distinctive mutual

find cost factor that has never been quantified Moreover if the elusive liquidity factor ever

were identified and quantified all anyone maldng the comparisons using non-find data would

need to do is adjust for it
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Gartenberg cited 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 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 The Jartenberg 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 3artenberg Factors and Why They Stack the DeckAgainst 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

factors today commonly known as the Garten berg ctors 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 structuresTM fhllout benefits i.e indirect profits

180 In the invesianent context

law of large nuinbens suggests that institutional funds aced to trade far

less often than individuals do Institutions represent ever-changing pocis of

individual investors So inganewlnvestcrsbuyinntroughly
thesame ratethat

old investors redeem their interests. the fluid ran meet Individuals liquidity

needs without buing or selling assets Liquidity buying and selling Is only

necessyforinstitutionswhen largenumbersofindividualssimultaneoustY either

put money into or draw money out of the fund

Lynn Stotrç Are Stock Market Cosf Casinos Disagreemen4 Market Failure and

SecuritiesRegutation 81 VA L.REv 611665 n.171 1995 To state tire lawoflargenumbers

more predsely the mean of sample approaches the expected value of sample size as the

sample size tends toward infinitythe difference between the samples mean andthe expected

value shrinks as the size of the samrle gets larger See JeffleyD Blunt Richard It Roysil

illustrating the Law of Large Numbers and Cafidence intervals AM STATISTICIAN Feb

2003 at 51

181 itiarelativelyoertninlhatthe courtreceivednosuchinfbrmation Admissible evidence

about pension fund advisory fees and full explanation why that evidence is probative

apparently was not submitted to the tower court for its consideration

182 This is so for money market funds an well

183 See e.g Bersediutet al.sMpranote 157 at578 discussingvasious36bcases inlight

of holdings on the Gartenberg lhccon

184 Iiistorienlly this ractor called for analysis
of ibea and expense ratios of other similar

mutual fluids In light of SEC rulemaking see infra notes 237-41 and accompanying text

tcdayrnutusl fluids 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 posifion and the care

and conscientiousness of the fund directors8 By relying on the above six

factors to determine disproportionailty rather than real free market data from

Vanguard pension thnds 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.5 Profitability is difficult to calculate for starters because it is

tough to obtain the raw data necessaty to make the calculations For instance

to calculate profits one must first look to the advisers cost of servicing the

fund data mutual funds jealouslyguard Indeed some years ago the SECs

ChiefEconomist was asked about seeking to collect industry-vside data on

fUnd advisory finns revenue costs and profitability He responded As to

your suggestion that the SECs Chief Economist do revenue/cost/profit

study know Id be interested but dont think the industry would oblige

jjflIS7 To even start profitability analysis plaintiff must marshal evidence

the SEC itself does not have and says
it cannot obtain.155 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
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 Ganenberg 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 fluid clients and if not why not The SEC rulemaking and others contend

brings comparatie free market data into play under the Gartenberg test See Laurin

Blumenthal IClefrnan Carla TeodoroFormng OrganirlngwidOperatingaMuhialFwth

Legal and Practical Considerations in ThB ABCs MtJrUAL FUNDS 2007 at 9.31 a.32

lractising rs ad. 2007 available at Westlaw 1612 itT/Corp suggesting that

comparative data cannot be ignored by boards in light of the SECs rulenaldng

185 Gartcnbcrg Merrill Lynch Aaaet Mgait Inc 694 Lid 923929-30 2d Cit 1982

186 Am lIar AssnFund Directors Gsiideboo/ç 52 Bus LAW 229250 1996

187 Letter from Erik Situ Chief Economist Sec Ext Connnn to John Bog
Chairman The Vanguard Group Mat 23 1999 on file with the authors

188 The SEC has also announced thatit is unable to evaluate eccnomies ofacale in the fimd

indtatry because the data is lacking See Infra notes 205-07 and accompanying text

189 See infra notes 205-07 and accompanyIng text
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1055jm In another Merrill Lynch-related fund case brought under section

36b the plaintiffs expert testified that in agiven year
MerrillLynchs Cash

Management Account generated pro-tax profits of $47.5 millionand prc-tax

return on revenues of 28.5% For the same period
Merrill Lynchs chief

expert reported loss of $77 millionand negative profitability of 55.8%.L92

Ovcr three-year period plaintiffs expert
determined average annual

profltablllty
of the fee contract to the adviser was 40.4% the defense experts

estimate was an annual return ofminus 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
fill in

range from at least afew percentage points greater than 0%to perhaps as much

as 33% 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

avirtualiy impossible
task Given that profitability data is hidden subject

to fierce dispute once found and next to impossible for courts to analyze it is

unclear what is gained by making proof about the advisers profitability

criterion for recovery in cases attacking advisory fees

Factor economies of scale is no less vexing It is common knowledge

that as one lurid industry pioneer has stated the economies of scale in lund

operations are truly staggering The reason for this according to one fund

industry insider is that marginal costs of managing increasing dollars

is minhnal.tLSl

190 Gartenberg 694 FlIt at 926

191 Krinskv Fund AssetMgmt Inc 715 Supp 472489 SJTLN.Y 1988 showIng

estimated profits and profitability percentages in table comparing three studies qffc4 875

F.2d 404 2d Cir 1989

192 1k showing table containing data from Merrill Lynchs expert

193 Id at494

194 Id Aceording to the plaintiffs Merrill Lynchs average annual profitability
for 1984

to 1986 saa 40.43 the defendant expert estimated average profitability for the same period

tobe-32.7A li

195 Schuyt Rowe Price Prima Reserve Fund Inc 663 Supp 962 978 S.D.N.Y

1987 czffd 835 FlIt 45 2d Cir 1987 The same court held that the fluid advisers profit did

not need to be disclosed to investors because profitability was not material fact id at 990

even though the advisers pretax profit margin was colossal exceeding 77% Id at 977 If it

is true that the advisers profitability
Ia not an impoflntthct for plaintiffs

to know about then

it follows shareholders should not be required to assemble and present profitability
datain order

to win fee cases

196 Bogle siqira note 42 at 417

197 Kahn supra note 120 at B7 quoting Jeffrey Molitor Dir of Portfolio Review

Vanguard Group
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There is no shortage of proof that economies of scale exist In Part Ill we

show in Figure and Tables and how Vanguard harnesses economies of

scale to save its investors millions annually Freeman-Brown found that

advisory fees dropped shaiplyinthe public pension marketplace as the pension

fimds asset size increased Likewise fund adviser Franklin Resources

trcmendous success as growth stock has been flieled by its ability to benefit

from the economies of scale available as the size of fund assets under

management grows As Greg Johnson CEO ofFmnklin Resources explained

We benefit from economies of scale... As our asset base grows the cost

of servicing our shareholders does not grow proportionately.1 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 fluid he would

make $2 millionannually and to manage the Si billion fund he would make

ten times as much Recognizing this pension managers insist that fees drop

sharply as assets under management grow Vanguards board does the

sanie Outside the Vanguard Group however advisory fee levels fall little

as funds asset size skyrockets.22

Knowing that fund advisers exploit staggering economies of scale which

are not being fairly shared with captive fluids is one thing.23 Proving it In

court of law is something different entirely To prove fhctor 3that

economies of scale generated by fund asset growth have been converted into

198 Freeman Brown szpm note at 632

199 John EckhouseFmnklin WinsAgain S.E CHRON Apr 20 1992 at Do

200 Freeman Brown nqpra note at 627-34

201 SeespraTahle2Tab1e3Figure3

202 See nqpra Table and accompanying text Freeman-Brown fbund that in mutual

fimds the average fee charged was essentially flat through the fend samples first seven decilea

covering the fend making up the first 70% of the sample ranked according to size and the

fee chargedwasconsistently greaterthan 70bps Freeman Brownsupranote9 at632 Fees

declined wben Said aS increased above about $750 million butthe declinewac niodestwhen

compared to significant declines seen in pension finds 14

203 One expcricnccd fend industry observer had this to say about economies ofscale inthe

asset management side of the mutual fend industry and the extent to which the industrys

advisers share them with fend shareholders

The staggering economies that I. .know exist in the field of money management

felled to materialize as tolal equity fired expenses rose jfrom 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 SEC103 much less to fund shareholders

conclusion reached in 2000 SEC report on mutual fund fees vividly

illustrates the difficulty of obtaining this data6 In that study the SEC staff

explained that it was unable to analyze directly the cost ofproviding portfolio

management services to mutual fund in order to determine whether

economies exist because the data are unavailable.207 This means that the

SECs own staff of lawyers and financial economists specialized mutual fund

experts all have solemnly inibrined us they cannot locate ccst data sufficient

to permit them to analyze and opine upon whether economies of scale even

exist in the fiend industry because the staff lacks access to industry cost data

regarding thc portfolio management function Given that the SEC has been

left in the dark it follows that mere fiend 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 Garten berg

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 completeness0t uments are

204 Costdatals especially difficult to isolate because even ifthc mosteasily calculatcd type

of cost infoimattondirect expenses for pure portfolio inanagcmentwerc available costing

out the advisory fUnction i.e excluding administrative and distribution costs would still

necessitate allocating an appropriate sham of the advisory finns Indirect costs Including

overhead

205 See stqra notes 187-88 and accompanying text

206 Div OP INv MGMr SEC Exos COMMN REPORT Cfl MuruAL Fine FtEs no
EXPENsEs 2000 available at http/fwww.sec.gov/newststudiestlbestudY.htln

207 Id emphasis added

208 For example consider the following complaints ova deceptive accounting and

misleading board disclosures advanced by investors in one fUnd fee case

P1aintif adduced an assortment of evidence thatilarris provided the boast with

materially misleading and inaccurate intbrmstion directly bearing on the

reasonablanaasofflarrisalbes Among otharihings PlaintifFs demonstrated that

Mania grossly understated its profit margins to the board by accounting for huge

profit-sharing payment to its partners as business cxpensea Plaintiffs also

demonstrated that Harris failed to supply the board with an economies-of-scale

analysis and instead fUrnished it with misleading cost information that masked

Harriss economies of scale In addition Harris provided thc board with

infonnatlonregardlng marketing and distribution payments that thiled to disclose

that Harriss accounting methodologies bad caused the thnds to bear an

inappropriately large portion ofthese payment

Reply Brief of Plaintiffs-Appellants at 18-19 Jones Harris Assocs L.P.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 industsy Furthermore in the

authors experience fund companies have no problem finding and hiring well

credentialed experts to argue
that the types of mutual funds most commonly

involved in fee litigation huge equity funds charging huge fees and generating

enormous profits for the adviser actually have no economies of scale at all9

Establishing that economies of scale both exist and have not been properly

shared are crucial undertakings for plaintifli in section 36b cases.21 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

and6 lilt-out benefits and directors conscientiousness Fall-outbenefitsare

Cir July 2007 citations omitted available at httx/fwww.ca7.uscowts.gov/brith.hth

search lbr07-1624 then lblIow07-1624 005.pdf hyperlink

209 The claim is that fund poitfblio management oilers no economies ofscale on marginal

orfbrward-Iooking basis The defense contention is that the only thing relevant to assessing

economies is whether fixture operations will yield additional economies of scale that would

justil5rathecut

negotiated covers all asscts under management not just assets apt to be brought into the Iliad

over the next yearly period covered by the advisory fcc The fee level set by the prevailing fee

schedule is not the athisers property It is up fur re-negotiation on an annual basis No aspect

of the finds advisory ftc payments are beyond questioning by fund boards The Invcstmcnt

Company Acts governance scheme Is Intentionally slanted to give fund boards power over

advisers who may believe they have proprietary right to current fee levels The statute

requires annual approval of the funds advisory contact covering all assets See 15 U.S.C

80a-15c2000 Congress deliberately gave fund boar nal newab postrto fire the

adviser and put the management contract covering all those assets up for bid See Am Bar

Assn .cupra
note 186 at 249 rme 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 ny to show this is to prove that the adviser captures

disproportionate share of the gains realized as revenues grow faster than ezpenses This

analysis calls fur recognition That annual approval ofthe advisory contract places in issue each

year the entire revenue stream fur the advisory function not just an incremental amount

reflecting
the amount to be spcnt based on expected fund asset growth over the next esr It is

the boards job to monitor and control thc advisory function The fluids board controls fee

setting Ithss the power to replace the adviser each time the fec contract comes up forrenewal

Thus the fee approval undertaking addresses not marginal cost but evcry single dollar to be

paid bother wtwds there Is not an ongoing fee contract with layer of fee payments that is

not eligible
for inspection analysis or rejection Aguidebookwrittai to educate timddhectors

about their fiduciary duties recognizes that review ofthe finds growth over tine Is the crucial

inquiry See Am BarAss .rzqira note 186 at 250 calling on directors to analyze the extent

to whith the adviser has realized economies of scale as atlind grows
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money-making tie-ins available to ftinds adviser by reason of its positionY

211 listing of various potential types of fill-out benefits that supposedly are passed on

to shareholders was set forth by Professors Coatca and Hubbard in ass earlier version of their

article published as awoger by the American Enterprise Institute See Coates-Hubbard

Work/Mg Paper szqra note 79 at 57-58 n.l23 It is by no means clear that as the Coates

Hubbard Working Paper suggests fund shareholders are on the receiving end of abundasitTall

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 lit This economies argument was of

course1 one of the major selling points when Rule 12b-t was adopled The idea that sales to

newinvestors financed out of fund assets are beneficialto existingflind shareholders is dubious

and not supported by the literature See e.g.LOR1 WALSH TuE COSTS .ANDBENBITrS TO FUNI

SHAaEHowBltS OF l2n-l PLANS 2004 available at http//www.sec.gov/

ndes/proposed/s70904/lwa1sk042604.PdL

Other supposed fall-out benefits accruing to find shareholders according to the Coates

Hubbard Working Paper are al1eged rebates sad soft dollar payments Coates-Hubbard

Workingpapersupra note 79 at57-58 n.123 Ansllegedrthatehss noreeognizednieaning

and ihushardtoviewasabeneflt ifitxistsatall Actual rebates fromservien providers

rcturningcostsbomebythe fundeleaysrebadunlesstheyare l00%psid intothe fund and

in two cases rebates skin to kickbacks were demanded by the adviser from the funds service

providers causing the timndsto beoverchargcd sndthe adviser to be unjustLy enriched See SEC

Jones No.05 Civ 7044RCC 2006 WL 1084276 S.D.N.Y Apr 252006 In re BISYS

Fund Sens Inc Investment Advisers Act Release No 2554 Investment Company Act

Release No 27500 SEC Adasin Proc File No 3-12432 Sept 262006 available athttpll

www.sec.gov/lifigstion/admtht200ia.2554.Pdt 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

polley issues if the expenditures do not go to reduce the funds advisory fees the Inc amount

being paid for advisory services is distorted and fiduciary duty issues of fairness and lull

disclosure are implicated

as beneficial to fund shareholders are particularly puzzling One such category is Ireusing

research and portfolio management ca jes-Hubbard WorldngPapersupra note 79at 57-58

nA23 Here is what the Cnates.Hubbard Working Paper says in explaining how the fond

benefits when the adviser resells the research know-how it developed at fired shareholders

expense

Using the research for additional portfolio management business such as

contracting to become sub-advisor for another fund or an external porttblio

manager for an institutional client allows the fund to gain further incremental

revenues toward covering total coats benefiting alt find investors

This Is peculiar statement IL assunes that wben for example Alliance Capital sold its

services to the Wyoming Plan for 10 bps as discussed above see sapra note 99 and

accompanying tefl this transaction financially benefited Alliance Capitals Premier Growth

Fund shareholders But we axe unaware of any tradItIon of tee shsrlng between advisers and

funds in suchcases We are unawareofanyLstaneesandtheC0ates-Hubbn8Pw

proviclesno mpleswh iniremental collect ytt nd advisers are forwarded

to the fund that paid for the original advisory work What instead seems to be the norm is that
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They were considered in Gartcnberg because the fund in question the Ready

Asset Trust was developed and flourished as an integral part of the Merrill

Lynch brokerage operation.22 Merrill Lynch enjoyed substantial fail-out

benefits under the Gartenberg facts because cash inflows or outflows from the

finns money market fund often were tied to brokerage transactions creating

commission Income for the finn and its brokers The same logic does not

apply in contemporary standard find fee case challenging pure portfolio

advisory fees Unlike Merrill Lynchs situation in Gartenberg todays typical

fee case involves free-standing mutual fund operation with no captive sales

force Typically the advisor and its affiliates operate under separate contracts

covering the advisory distribution and administrative functions In this

differentand fur more commonsetting there is no good reason why fall

out benefits must or should be analyzed as part of the advisory fee

reasonableness ca213
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 sensitise proprietary research paid for by the Rind and convert the asset to their

personal benefit Theadvisersthus use the funds propeilythe information gleanedto sub-

advise other entities keeping the profits for themselves and raising fiduciary duty/corporate

opportunity problems in the process Whatiapaiticularlyodd in the authors experience isthat

the sub-advisers work tends to be done for others at arnuch lower price than was charged fbi

the work performed fbi the originating fund

212 Gartenberg Meriill Lynch Asset Mgmt Inc 52SF Supp 1038 1055-56S.D.N.Y

1981 qffd 694 F.2d 923 2d dr 1982

213 The presence or absence of fall-out benefits has next-to-nothing to do with the

reasonableness of the advisers pay fur 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 requirea that these free-standing opportunities be the subject of separate

negotiations and agreements between the funds board and the adviaet Because each potential

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

temis 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 alhttp//wwrtsce.gob/Arehives/edgmr/data/61397/

000006l39705000004/main.btm The FIdelity Prospectus discusses the Rind boards

consideration of the advisers fail-out benefits as follows

The Board of Trustees. also considered the character and amount of fees paid

by the fbad and the fluids shareholders for services provided by the Investment

Advisers and their affiliates including fees lbr services like transfer agency fund

accountin 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 ftll-out benefits are usually irrelevant and always burdensome the scale

should tip against courts requiringthis fifth Gartenberg factor

Data on the sixth Gartenberg fctor 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 contractc.215 Even now the required disclosure is generally made in

vague terms They are mere recitations of the many ficton considered and

are devoid of details about how fees were determined or other specifics

shareholder would need to know in order to evaluate the directors level of

care.216 Moreover directors care and diligence is hard to evaluate Neither

sales loads and payments under Rule 12b-l plans in respect of certain of the

Fidelity fuxxls 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 flmd business including the Investment Advisers retsil

brokerage correspondent brokeraga 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 tothe nveentAdvtsersandtheiraffiliatesbYvlrtueOfthtlrrttmtolishlp

with the hind

Id Note the lack of specific data Without clear identification of the fall-out benefits being

evaluated their dollar values and the extent to which they are shared by the adviser with the

fizndashareholderhssnomeansofanslysinbacdonPublieyavailableol.%%hethet

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 Reg 39.798 June 30 2004

216 Forexmnpleconsiderthisdescsi onofadvisoryfuedecision-mScing presented inthe

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 Heilmeler and Ms Small and the Fixed-Income Contract

Committee composed of Ms Small Chair Mr Dirks end Ms Knowles...

With respect to each fund under its purview each committee requeats and

receivas information on the nature extent and quality of scnices provided to the

shareholders of the Fidelity fluids by the investment advisers and their respective

affiliates fund perfonnance the investment pertbnnance of the investment

adviser and such other information asthecommitteedetenninesto be reasoaably

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 respectiie affiliates derive or will derive from

their contractual arrangements with each of the funds including tangible and

intanQjble fall-out benefits considers the extent to which economies of scale
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the SEC nor the thud industry have ever attempted to articulate set of

minimum standards directors must meet in order to fulfill their fiduciary

obligations.217

In sum the federal fiduciaiy standard applied in section 36b cases under

Gartenbergis an infirmand warped legal standard requiringscrutiny of hidden

or essentially undiscoverable data that even if found are subject to wildly

diflºrent interpretations by well paid and highly-credentialed experts Et 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 Ganenberg 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 fhnd

shareholders pay fees generating astronomical profit margint to their

conflicted fiduciaries who typically provide investment returns lagging

would be realized as the funds grow and iibedcr be levels reflect those

economies of scale for the benefit of flmd investors considers methodologies lbs

determining the extent to which the funds benefit from economies of scale and

refinements to these methodologies considers information comparlngthe services

to be rendered and the amount to be paid under the funds conttacts with those

underotherinveslinentadvisorycontractsenteitdintowith

Research Company and its aias and other investment advisers such as

contracts with other registered invesirneset companies or other types of clients

considers such other matters and intrmatioa as maybe necessary andappropriate

to evaluate investment advisory agreements of the fisnds and makes

recommendations to the Board conceming the approval or renewalof investment

advisory sgreements Each committee will consult with the other committees of

the Board of Trustees and in particular
with the Audit Committee and the

applicable Fund OveraightCommittees in carrying outitsresponsibilitien Each

committees responsibilities are guided by Sections 15c and 36b of the

Company Act of 29401

Fidelity Prospectus srçra note 214

217 Mercer Ballard Rouge on Corpse WonIBring Mutual FundDirectors Backlo Life

JURIST ONLOJE Mar 152004huplljudstlaw.pittedu/trum/bullardl.phpNcitherthc SEC

nor the fund Industry has set tbrth standards regarding the minimum steps that Iliad directors

must take to fisifli their fiduciary duties to shareholders.

218 In Schuyt Rowe Price Prune Resene Fun4 Inc the court approved and thus gave

the find sponsors the green light to accept an annual pm-tax profit margin of over 77% 663

Supp 962979 S.D.N.Y 1987 aftd 835 F.2d45 2dCii 1987 Thatpretaxprofitmargin

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 fund industiy 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 fiduciazy 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 price the issue is fromwhich

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 Jarlenberg allows funds to defend their

fees by referencing fees paid by other similarly conflicted funds and sends

plaintiffs on fruitless and frustrating quest for an empirical holy grail while

siniultaneouslydisallowingor 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

wiling buyer and willing seller assuming they both have knowledge of the

relevant facts and they have no compulsion to buy or sell Because the fund

market features prices drawn from negotiations where one party the fund is

under compulsion to buy from only one supplier the adviser mutual fund

fees negotiated between captive funds and their adviser whether considered

219 Tradfng Practices saqna note 48 at opening statement of Sen Peter

Fitzgerald According to Senator Fitzgerald the findit wtiy represents amulti-trillion dollar

treugh from which thud managers brokers and other insiders are steadily siphoning off an

excessive slice of the Nations household college and retirement savings Id

220- Oartenberg Merrill Lynch Asset Mgmt 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 the under

the facts shown in this record Gartenberg Merrill Lynch AsaetMgmt Inc 528 Supp

1038 1067 S.D.N.Y 1981

221 SeeNcwaskMorning LcdgerCo.v.UnitcdStatcs 50713.8.546 5701993approvirg

lewer courts application of Ihir market value test as being the price at which the asset would

change hands between ahypothetical willing buyer and willing sellerneither being under any

compulsion to buy or sell both parties having reasonable knowledge of relevant facts see

also Treas Reg 20.2031-1b as amended in 1965 definIng thr purposes of eslate

valuation fair marketvalue 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.m

Comparisons Can and Should Be Made

Other available comparators are superior After all mutual funds are not

the only Institutional investors holding portfolios of securities needing

professional management almost all institutional investors have that need

Pension funds endowment funds trusts separate accounts and even mutual

funds that hire sub-advisers are all able to purchase investment advisory

services in arms-length transactions in the free market Those separate

institutional contracts are findable and easy to evaluate They present an army

of comparables eligible for use in evaluating pricing in the fund market when

conflicted advisers deal with their captive funds

These actual arms-length transactions can and should be used as reliable

benchmarks when judging the unfairness of prices set by fund adviser for

portfolio management services rendered to captive fUnd The validity of this

data is especially obvious since many mutual fund sponsors or their affiliates

simultaneously sell 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 III 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 lazEe

institutional investor.m More accurately and objectively than expert

222 Lawyersrepresentingfluid advisers in 36b litigation insist the onbzadmissiblepriciag

evidence usable at trial is that drawn from similar mutual funds See e.g American Centurys

Suggestions in Support Baker Am Cennny mv Mgnt be No 04-4039-CV-C-ODS

W.D Mo June 22 2006 2006 WL 2320405 In that filing American Century ued
successfully Ibrpreclusion ofevidence establishingpricing outside the fund business citing and

relying on Garienberg and its progeny in it AllianceBenastein Mutual FwsdErces4ive Fee

LitigatIon No.4 Civ 4885SWK 2006 WL 1520222 at S.D.N.Y May 12006 Kalish

FranhilnAdvisers Inc 742 Supp 1222 1237 S.D.N.Y 1990 qff4 928 F.2d 590 2d

Cr 1991 Krlnskv Fund Asset Mancgeinent Inc 715 Supp 472436 S.D.N.Y 1988

af4 875 F.2d 404 2d dr 1989 Schuyt Rowe Price Prime Reserve Fw4 Inc 663

Supp 962SD.N.Y 1987aff4835 F.2d4$ 26Cr 1987 Lehman Management

Co No 84 Civ 7795 1986 WL 165 S.D.N.Y Mar 13 1986

223 Recallthatthefimdmanagers byinggroupandadvocatethelCI agreesthatmutial

funds and other institutional investors are in fact comparable See sure 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 flmd industry advisory

confracts 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 necessaiy As previously noted nobody insists that

the coinparables 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 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 recognim 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.P.7 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 unifornily the case

fond sponsor advocates like Coates and Hubbard are prone to contend that Iliad advisoiy foes

are not subject to senitiny because ofdata problems See srqra notes 86-87 and accompanying

225 See sup-a note 113 and accompanying text

226 Withoutuseofsuch comparators section 36b plaintiffs are doomed This was driven

home recently whoa plainWTh counael dropped section 36b case on the eve of trial

following the district courts ruling on motion in limine to exclude institutional pricing

evidence at trial See Order Granting Defendants Motion in Lirnine Baker No 04-4039-CV-

C-OD
227 Jones Harris Aasocs L.P No l04-cv-08305 2007 WL627640 M.D III Feb 27

2007
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the captive fijncls but the comt failed to grasp
the evidences importance

In granting summary judgment for defendants the court held that advisory fee

pricing embraced range of prices with the far lower fees charged

inslitutional clients simply on the low end of spectrum which was also

populated by the tainted fees charged conflicted fends Because the subject

funds fees fell within the spectrum the fends high fees were held proper as

matter of law

Similarly in recent case involving the Ameriprise fend family 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 flee market 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 barga
If the superficial Jones and Amerpite mode of analysis ssnds 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 the schedule the advisory fee would have dropped from 88

bps to under 36 bps saving Oalunark Fund shareholders more than $33 million annually See

Ecpert Report of Edward YNealat l8Jones No l04-cv-08305 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 Mat 19 Thus Sr these two hinds

alone the difference between institutional pricing in the free market and conflicted pricing in

the hind market amounted to $70 million in extra compensation for the adviser annually In

each case the hinds vere paying more than double what the adviser as selling similar seits

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 fret supported with record evidence It was more expensive thr the

adviser in Oakniarkto service its institutional accounts than its mutual fiind Tn other wvrds

the adviser in Oalciiark was charging its mutual funds more than twice as much for advisory

services even though those services were cheaper to deliverto the hinds than to the institutional

arwunis See PlaintifFs Responseto Defendants StatemcntofUndisptad Factaand Plaintiffs

Statement of Additional Factsj Jones No on file with the authors From

the data studied it appears the adviser in Oslunark was charging its mutual hinds mete than

twice as much fbr advisory services even though those services were cheaper to deliver to the

funds than to the institutional accounts

230 Gallus Ameriprise Fin Inc 497 Supp 2d 974 Mlnn 2007

231 DecL of Edward ONeal Ph.D at Ga/ha 497 Supp 24974 No O04-cv-

04498-DWF-SRN
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court merely acknowledges them with dispositive
attertion then turning to

pricing array of fund feesY2

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 be 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 unthirness 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-lcngth 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 fullowing section

The McDonnell Douglas Framework Should be Used flen Evaluating

Fricing Discrepancies

Courts called on to evaluate free market vs fund market pricing

discrepancies need to abandon the disjointed Mt-and-miss scavenger-hunt

approach epitomized by Gartenberg and embrace anew cleaner and far more

realistic approach to analyzing section 36b claims In McDonnell Douglas

Corp Green33 the Supreme Court laid out framework useful for

analyzing disparate treatment cases relying upon circtnnstantial evidence of

discrimination.ZM 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 siçru fluid advisory thea are subject to gitat dispersion

Bevause of this nwiy tbnd ftc schedules can be prcscnted as more moderate and fur than an

array of others extant in the industry

233 41 U.S 792 1973
234 Ii The McDonnell Douglas frameworks distribution of the burden of proof and

production was later refined by the Supreme Court in Texas Department of Comm unity 4ffairs

BurdIne 450 U.S 2482551981 Fora discussion of the McDonnell Douglas framework

see Leslie Kems Coniment Aka Washington Hospital Center Why lice Debate over

Pretext Ended with Hicks 60 OmoST 16251630-341999
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Under McDonnell Douglas the plaintiff is required to make prima fade

case of unfair treatmentemployment discrimination In the fund advisory

fee context this prima facie showing of breach of fiduciary duty that the

transactionhere the fee chargedlacks the earmarks of an arms-length

bargain would be satisfied by showing that the adviser or one of its affiliates

charged the captive fund significantly more than either the particular

adviseror comparable competitorcharged an institutional client to

perform roughly equivalent work35

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 lathe fUnd fee context the adviser would need to produce

evidence showing that the captive fund was fairly treateda task it could

accomplish by identiflng and quantiing the service differences between

picking portfolio securities for third-party institutional clients versus the

captive mutual fund36 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 justifv the fee disparity

Here the plaintiffs ultimate burdcn 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

Amenprise cases3 the plaintiffs in ench case could have survived summary

judgment and had the opportunity to prove
their cases In each case the

plaintiff presented evidence of gross pricingdisparity 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 carricsthc earmarks of an arms length bargain Gartcnbergv.MeralhlLyacbAsset

MgmL Inc 528 Supp 1038 1047 S.D.N.Y 1981 citing Peppery Litton 308 U.S 295

306-07 1939 alteration in original afd 694 F.Zd 923 2d Cii 1982

236 In Burdine 450 U.S at 250 the Court made clear die defendant shouldered only

bunofproductionnotaburdenofprOot once the plaintiffhad made aprimafacie cat See

IS at 254 The burden that shifts to the defandant Is to rebut the presumption of

discrimination by producing evidence that the plaintiff was rejected or someone else was

preferred far 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 usefisily 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.n 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.m 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 ficf

investors ought to know in evaluating the boards actions0

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 Appuval of Investment Advisory Contacts by Directors of

Investment Companies Securities Act Release No 8433 Exchange Act Release No 49909

Investment Company Act Release No.2648669 Fed Reg 39798 39802 June 30 2004

238 it

239 kthecontexloftbe securities laws afac ismaterialifthereisasilbstantial likelihood

that areasonable aliarehclder vu1dcouiderft important TSC Indus Inc Northsvey Inc

426 U.S 4384491916

240 The SECs decision to revise and update disclosures concerning fund boards

consideration ofadvisory contracts shows justhowfar courts nilings in fend advisory fee cases

have stayed from reality Some courts have taken the position that under Oartenbng and its

misguided progeny comparative fees may not even be mentioned in court in section 36b

case See e.g Order Granting Defendants Molion in Limine Baker An Century mv

s4gnt Inc No 04-4039-CV-C-ODS W.D Mo July 172006 finding that Plaintiffs will

be pcludodfr representing anyev ncenatingtoDelbndsnts management of non-mutual

fund accounts as such evidcncc is irrelevant to Plaintifib claims involving mutual Iliad fees

under Section 36bcfthe Investment Company Acfl Kalisk Frsiiklin Advisers Inc 742

Supp 1222 t237 S.D.N.Y 1990 suggesting evidcncc ofcomparativefbe structures in

sectlon3db ces should be limited exclusively to fees charged by othcrmutual flrndsqf4

928 rid 590 2d Cin J991 Yet the SEC considers comparative fee matters such as fees

charged by fend advisers to their pension plan cllents to be Important in understandii how

the fee approval decision was reached
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Recently concerns have been raised regarding the adequacy of

review of advisoiy 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.24

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 anns-

length Directors who consider fees determined only by tainted boards are on

the road to breaching their fiduciary duties by failing to fight for the best

prices available for their funds shareholders In one case pertinent to the fund

industry the Delaware Supreme Court admonished independent directors to

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

corporations behall

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 Advisoiy Contracts by Directors of

Investment Companies Securities Act Rclcasc No 8433 Exchange Act Release No 49909

Inestjnent Company Act Release No 26486 69 Fed Rcg 39798 39802 June 30 2001

242 Kahn Lynch Coimnens Sys lec 638 A.2d 1110 1119 Del 1994 alteration in

original quotinglnreFirsl Bostoninc SholdersLitig Civ.A.No 10338 1990 WL78836

at Del Cli June 1990
243 This conclusion is based on confidential depositions the authors have read
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helpful fac4 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 directbrs 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 Freeman-Drown2 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 detemilne whether

this is going on and if it is they need to consult with legal counsel about the

practices flduciaiy-dutyraniiticatiofls Fund directors need good answer to

this question Why should the adviser sell its services as an independent

contractor in the free market at price that is far lower than the same services

are being sold to mutual funds to whom the adviser owed clear-cut fiduciary

obligations In Freeman-Brown we coined the most favored nation concept

for fund fee pricing This concept demands that mutual 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 less7

244 The data is available as demonstrated by Eliot Spitters testimony ctad earlier See

supra notes 93-94 and mcampanying text

245 SeesupraTable3

246 See Freeman Brown supra note at 635-36

247 See RESTAmMENT SECOND 0PACLNCY 381 1958
Unless otherwise agreed an agent is subject to duty to use reasonable cflbrts to

give his principal information whieb Is relevant to atThirs 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 portfhlio management fees approximated those

charged by managers
of public pension funds equity portfolios In Part UI

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

arid robust and it only confirms what has long been clear Fee gouging is

pervasive within the fund industry

In 1970 Congress enacted Section 36b because it recognized the mutual

fund industrys conflicted governance structure could stifle competition and

lead to excessive fees flowing to fund sponsors
and their affiliates Section

36b exists because Congress wanted to reduce the burden on plaintiffs as

compared to the state court waste test Yet 36bthe weapon Congress

specifically gave investors to fight excessive fees in the mutual fund industry

is singularly ineffective Section 36b as systematically gutted by the

courtsprincipally the Second Circuits ruling in Gartenberg---requires the

evaluation of data that is largely meaningless to investors The required data

is virtually impossible to find and once found is subject to bitter disputes

between the parties and their experts Furthermore and even less logically

Gartenberg and its progeny permit funds to defend their excessive fees by

reference to the bloated fees of their similarly-tainted 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

whict us the agent has notice the principal ssould desire to have and which can

be coinniunicated widwuL violating superior duty to third person

itt
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is absurd to find federal courts in 36b 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 ifso

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 advisory 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 markct rn interpreting section

36b courts should replace Jartenbergs 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 fade 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

client 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 similarservices 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 leam that in

advisory fee cases the focus belongs on fair market comparators not

conflicted dealings in the fund market Embracing this simple fair and easily

understood and applied conceptwould 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

fond industrys worst nightinare.2 Weinbergs wont nightmare

24$ Neil Weinberg MWnaJ Funth Worst Nightmare F0RBE5.COPvt Dec 16.2003 hap

wwwMrbeaw/2OO3/1211WflW_12l6nh1L Weinberg quoted one industry
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description demonstrates that when it comes to portfolio management

services knowledgeable Wall Street insiders themselves recognize that the

gross disparity between free market prices and fund market prices is an

accepted fact of life.249

That mutual fund sponsors worst nightmare involves treating fund

shareholders scrupulously fairly when pricing vital services shows bow far the

fund industry has strayed from sensible fiduciaxy standards Section 36bs

promise has been squandered Abandoning the confusing vague and unfair

iartenberg grab-bag and focusing directly on relevant free market pricingdata

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 idet Its brilliant idea to bring most favored nation

clauses to the mutual find arena... ii quoting Edward Siedle Investigator Benchmark

Financial Services

249 In the same vein when Freeman-Brown was first discussed in The WallSireetfounsal

it was in stosy with title suggesting that proof of price gouging in mutual find ftes was old

news See Lauricell supranote 75 at Cl iheheadline statS This lsNews FundFeesAre

Too High Study Says
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APPENDIX

Fund Yr Entered Program Average Asset3 2004 mm

Explorer
1975 7536

Morgan Growth 1975 4174

US Growth 1975 5698

Windsorl 1975 18189

Wellesley

Income 1975 9906

Wellington
1975 29940

tntlGrowthFund 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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APPENDIX

Vanguard Fund External Manager

Explorer Wellington Granahan Chartwell Grantharn

Morgan Growth Wellington
Franklin Portfolio Assoc

US Growth Alliance Blair

Windsor Wellington Stanford Bernstein

Wellesley Wellington

Wellington
Wellington

Intl Growth Fund Schroder BG Overseas

Intl Value Hansberger Sanford Bernstein

Primecap
Primecap

Windsor ii Barrow Equinox Hotchkis Tuknian

Equity Income John Levin Wellington

Growth Income Franklin Portfolio Assoc

Capital Opportunity Marathon ArcaLlian

Global Equity Income Marathon Arcadian

Selected Value Barrow

US Value Granthani

Growth Equity
Turner

Capital Value Wellington

Mid Cap Growth Provident

Intl Explorer
Schroder

Dividend Growth Wellington
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2XMINII 5.3

INVEITMU4T SIJRADVISORY AGBHEICH WI TI

WELLINGTON MANAGEMENT COMPANY LIP

PAGE

INVESTMENT IOB-ADVIIORT AGREEMENT

This Investment Sub-Advisory Agreement is made by sad between Sanford

Investment Financial Ier-icea Company Delaware corporation BIFECO and

Wellington Management Coepeny LIP Maasachuaottr partnership Wellington

Management

WHEREAS NIFECO has entered into an agreement for the provision of

investment management services to the ITT Hartford Mutual non Inc the

Company ourrontly comprised of the ITT Sanford smell Company Fund ITT

Hartford Capitel Appreciation Fund ITT Hartford International Opportunities

Fund IT Hartford Dividend end Growth rind ITT Hartford Stock Fund ITT

Hartford Advisers Fund ITT Hartford sand Incmae Strategy Fond end ITT Hartford

Money Market Fund and

WHEREAS RIFICO wishes to engage the eernces or Wellington Management

Company ea HubAdviser to the ITt Hartford Small Company Fund ITT Hartford

Capital Appreciation lund ITT Hartford interoatiooal Opportunities Fund ITT

Hartford oividnnd and Growth Fund ITT Hartford Stock Fund and ITT Hartford

Aclvisere Fund each Portfolio end together the Portfolios end

WHIARAS Wellington Nanagement is willing to perform advisory services on

behalf of the Portfolios upon the tens end con4tlons end for the compensation

hereinafter ant forth

NOW THEREFORE in consideration of the proa.iaee and mutual agroelmnte

herein cootained the pertire hereto agree as follows

HIFSCO hereby employs Wellington odanegeeent to serve as SubAdviser with

respect to the assete of the Portfolios end to perforti the services

hereinafter eet forth subject to the terms and oonditiooe of the investment

objectives policies end restrictions of each Portfolio en Wellington

Management hereby accepts such employment and agrees during such period to

assume the obligetions herein set forth for the compensation herein

provided

Wellington Management flail evaluate and implement an investment program

appropriate for each Portfolio obioh program shall he amended and updated

from tine to tine as financial and other economic conditions change dn

detensioed by 5IIFSCO and Wellington Wanagemont

Wellington Management in consultation with STflCO when appropriate Will

nate all deterooinaticns with respect to the nnteatmant cf the assets of the

PortfolIos and the purchase or sale of portfolio securities and shall tate

ouch

PADS

steps en may be necessary to implement the sane Such determinations end

services shell include advising the companys Board of Directors of the

manner So which voting niqhte rights to consent to corporate ectton end

any other non-investment decisions pertaining to Portfolios securities

should be eercised

Wellington Management will regularly furnish reports with respect to the

Portfolios at periodic meetings of the Companys Bond of Directors end at

auth other times as amy be reasonably requested by the companys auetd of

Director whtoh reports shall include Wellington Menegemente economic

outlook end investment strategy acid discussion of the portfolio activity

and the performance of the Pcrtfolios since the last report Copies of all

curb repurts shall be furnished to NIFGCO for esmioation and review within

reseonsble time prior to the presentation of such reports to the

Companys Board of Directors

Wellington Management ehmll manage each Portfolio in conformity with the

Companys Articles of Incorporation and By-laws each as amended from time

to time and the loveetment Company Act of 1940 as amended other

applicable laws and to the investment objectives polioies and

restrictions of each Portfolio as set forth in the Portfolios prospectus

and statement of additicnal information or any investment guidelines or

other ioatructlona received In writing from mrreco and subjeut further to

euoh polioiee and tnetruotlona as the Hoard nf Directors or 5IFSCO amy fran

time to time establish and deliver to Wellington Management

Tu additioo eellington Meoegement will cause the Portfolio to oomply with

the requirements of Ce section 851b of the Internal Revenue Code of

1916 as amended the Code regarding derivation of income fran specified

investment activities sectIon 851b of the Code regerding the

limitation of gain from the disposition of eenurlties and certain other

investments held less than three months end Cc Section 851b of the

Code regarding diversification of the Portfolios aesete

Wellington Management will select the brokers or dealers that will enecute

the purchases end seles of portfolio securities for the Portfolios end

place in the name of each portfolio or its nominees eli such ordere

1feeI/nvensr non ynrIAw us.eIeArrnrIAnfsIlAfleCAl C/AflflflOl md Otflfl1AC tn Mflfll
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When planIng such aLders Wellington Management shall use its beet efforts

to obtein the beet net security price aveilable for each Portfolio Subject

to and in accordance with eny directions that the Board of Directors nay

locus from time to time Wellington Management may also be euthorired to

effect individual eecurities transactions at cemaiaeion ratee in a.ceea of

the mininum cosenission rates

PAGE

available if Nellingten Management determinea in good faith that auth

amount of coanieeion ia reasonable in relation to the rattle of the

brokerage or research canines provided by such broker or dealer viewed in

terms of either that partioulan tranaactioe or Stetlingtcn Maoagenenta

overall responsibilities with respect to the Portfolios and Wellington

Managements other advisory clients The execution of auth transactions

anaL not be deemed to represert en unlawf ol tot or breech or any duty

created by thie Agreement or otharwia. Wellington Management will promptly

caaeunicate to the Board of oirectora such information relating to

portfolio transactions as they may reasonably request

As compensation for the performance of the services by Wellington

Management hereunder UI flCO shall pay to Wellington Management as

proeiptly sa poasible after the last lay of each calendar year quarter

faa accrued daily and paid quarterly taeed upon the following annual catee

and calculated based upon the average daE net asset values of each of the

Portfolios as follows

ITT HARTFORD 5MLL CCaWAfl niNe ITT HARTFORD OAPITAL APPEECIAIIOF

FUND MD ITT MANTIORD INTFAWATT0NAI opPoRTUNTTES FUND

NET ASSET VALUE amuust DRTE

First snoooc000 0.404

Heat $100000000 0.301

Went $350000050 0.251

Heat 0590000000 0.204

Oer $1 Billion 0.175%

ITT HARTFORD DIVIDND AND GIOOWTS 0UWD IT HARTFORD STOCK FUND AND

ITT HARTFORD ADVISERS FUND

NE ASSET VAGUE ANNUAL SRIS

Fiat $50000000 0.325%

Bent $100000000 0.254

Neat $350000000 0.201

Next psoooooeco 0.154

Over $1 Billion 0.1251

Wellington Management may waive all or portion of its fees frees

tine to tine as agreed between the parties

PAGE

cr it ienaceaeary to calculate the fee for parted of time which is

not calendar quarter then the fee shall be calculated at the

annual mica provided above but prorated for the number of days

elapaed in the period in question as percentage of the total ntmeber

of days in euch period ii based upon the overage of each

Portfolios daily net asset value for the period in question and

hI paid wIthin reasonable time after the close of such period

Wellington Waeagenent will bear all expenees in connection with the

performance of its services under this Agreement

Wellington Management will not be entitled to receive any payment for

the performance of its services hereunder from the Portfolioo

aallirgtun Management agrees to notify HTFSCO of any change in

eellirgton Managements personnel that are directly involved in the

management of the Portfolios uithin reasonable time following the

occurrence of such change

Wellington Management shall not be liable for any loan or losses auetained

by reason of any inveetnent inoluding the purchase holding or sale of any

eenarity ae long as Wellington Wsnagaaent shall have acted in gnod fatti

and with due care provided however that no provision in this Agreement

shall be deemed to protect Wellington Management end Wellington Management

altell indemnify etroco for any and all loss damaao judgment floe or

award paid in settlement and attorneys fees related to Wellington

Wanageatants willful aisfaaaance bad feith or gross negliger.ce in the

performance of lIe dutlee or by reason of its reckless disregard of its

nbltoatinne and duties under this sgreeeeni

Ibis Agreement shall become effective on March 3997 and shall

continue in effect through July 22 1908 this Agreement unlesa

conner terminated in accordance with 9b helen shall contione in

effect from year to year thereafter provided that Ste continuance is

specifically spprovnd at leant annually by vote of the majority

latty/hanarw apr nrnv/Arnli4tiaolalnar/elatall hc4l c/nnnnoi inctoiini ac //U1A1
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of the mashers of the Hoard of Directors of the Company or by vote

of majority of the outstanding voting securities of each Portfolio

and 12 in either event by the vote of majority of the meetbere of

the Companys Board of Directors who are not parties to this Agreement

or interested persona of any such party cast in parson at meeting

called for the purpose of voting on this Agreement

CPAGL

this Agreement may he teneinated with respect to each Portfolio at

any time without the paaent 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 outetaodin voting securities or hy

rrsco on written notice to Wellington Management shall

isssediately terminate in the event of its assignment may be

terminated by WeJ.tingtoo Management on ninety aye prior written

notice to arssco but cock termination will not be effective until

XXFSCO shall have contracted with one or more persona to serve as

succeeaor SubAdviser for the Portfolio or BIFSCO or at affiliate of

Niraco agrees to manage the Portfolie end such persons shall have

assured slat poaitioa and will tcrminate autmeetirelly upon

terminstion of the advisory agreement between EIFSCO and the Company

of even date heeuith

Cc AS used in this Agreement the tenee assignment interested

parties end vote of majority of the Companys outstanding voting

securities shall have the meanings set forth for sorb terms in the

Inveetment Company Act of 1940 as amended

Cd Any notice under this Agreement shell be given in writing addressed

and delivered er mailed postpaid te the other party or parties at

the airrent office eodrese provided hy each party

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

officer or employee of Wellington Menagenent to engage in any business or

to devote his or her time and attention in part to the management or other

especte of any other business whether of slaller nature or dissimilar

nature nor to limit or restrict the right of Wellington Nanagement to

engage in any other husinees or to render services of any kind to any other

corporation firm individual or association

11 BINSCO soreee that neither it nor any affiliate of NI FSCO will use

Wetlington Management or refer to Wellington Management or

wellington Management clients in marketing and promotional materials

without prior netificetion to end sstbnrioation by eel ttngtnn Yanagreent

auth authorisation not to be unreasonably uithheld

12 ft any provisine of this Agreement shell be held or made invalid by court

decision etatote rule or otherwise the remainder of this Agreement shall

not he affected thereby

PAGE

13 The amendment of tile Agreement or the sole purpcee of adding one or more

Portfolioe shail not be deemed an amendment affecting an already etisting

Portfolio and requiring the approval of eharehoidera of that Portfolio

15 to ths ettent thet federal eecurities lae do not apply thie Agreement and

all performance bereunder shall be governed by the lswe of the Stete of

Connecticut which apply to oontreote madc and to be performed in the State

of Connecticut

remainder of this page is left htanh intentionally

PAGE

IN WiTNESS NBEREOF the partlee hereto have caused this Agreement to be

ereeuted on the 3rd day of March

ezAteteD fNVESTMENT rrelllCifl

sERvrCES crilPAn

By /5/ Joseph Gareeo

Name Joseph Garesi

Title Erecotive vice Preeident

UZLLfl4GTON MANAGEMENT CPA14T the

By Is Robert Doran

Name Robert Doran

title Chsineam

1ttnI/upwtar ann nlvpc/arlrurarMratoell AflKL1 cinnnnoi inct.oi-nii aacc tt icnni
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DOCUMENT
CTYPEEX99 .0 XIII

SEQUENCE14
CFILENAMEb4S7SBhlexv99wdwxiii .txt

DESCRIPTIONAMEND 414 TO INVEST.SUBADV AGRMT W/ WELLINGTON

TEXT
PAGE

EXHIBIT 99.dxiil

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 Technoiogy

Fund the New Funds as two new Portfolios All provisions in the Agreement

shall apply to the New Funds except as stated below

The subadvisory 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

cs
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 1sf David Znamierowski

David Znaniierowski

Senior Vice President Investments

WELLINGTON MANAGEMENT COMPANY LILP

By Is Duncan McFarland

Duncan McFarland

President and Chief Executive Officer

/TEXT
/DOCUMENT

http//www.sec.gov/Archives/edgar/data/100641 5/000095013503001 502/b45788h1exv99w. 1/6/2011
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EX-99.BD.ll a09-3 1922_lex99dbddii.httfl EX-99.BD.II
Exhibit 99.Bd411

EXKLMF D.I1

INnSTMErJT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford Investment Financial Services LLC

Delaware limited liability company the Advise and Wellington Management Company LU Massachusetts limited

liability partnership the Sub-Adviser

WHEREAS the Adviser has entered into an agreement for the provision of investment management services to The

Hartford Mutual Funds Inc the Company including each of its series listed on Schedule hereto as it may be amended

from time to timeeach Portfolio and together the Portfolios and

WHEREAS Adviser wishes to engage the services of the Sub-Adviser as sub-adviser to the Portfolios Listed in

Schedule as it may be amended hum time to timeand

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

lit Adviser hereby employs the Sub-Adviser to serve as sub-adviser with respect to the assets of the Portfolios and

to perfonn 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 obligilions 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 sa 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 invesiment 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 finnish reports with respect to the Portfolios at periodic meetings of the Companys

Board of Directors and at such other times as maybe 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

eamimtion and review within reasonable time prior to the presentation of such reports to the Companys Board of

Dfrectoa

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 instrections received in writing front the Adviser and subject

further to

http//www.sec.gov/Archives/edgar/data/l0064l5/0001
10465909063908/a09-3 1922 ex9.. 1/10/2011
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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 ofs 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 clench 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 available for each Portfolio Subject to and in

accordance with any directions that the Board of Directors or the Adviser may issue from time to time the Sub-Adviser may

also be authorized to effect individual securities transactions at commission rates in excess of the minimum commission rates

available if the Sub-Adviser determines in good faith that such amount of commission is reasonable in relation to the value

of the brokerage or research services provided by such broker or dealer viewed in terms of either that particular transaction

or the Sub-Advisers overall responsibilities with respect to the Portfolios and the Sub-Advisers other advisory clients The

execution of such transactions shall not be deemed to represent an unlawful act or breach of any duty created by this

Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

infonnation relating to portfolio transactions as they may reasonably request

As compensation for the performance of the services by the Sub-Adviser hereundeç 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 apeiiod of time that is notacalendarquazter thenthe 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 ii based upon the average
of each Portfolios daily net asset

value for the period in question and iii 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 tnnisgement 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 season of

its reckless disregard of its obligations snd 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 Roan of Directors of the Company

or by vote of majorityof the outstanding voting securities of each Portfolio and in either event by the vote of

majorityof the members of the Companys Board of Directors who are not parties to this Agreement or interested persous of

any such party cast in person at meeting called for the purpose of voting on this Agreement

This Agreement maybe 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 bya vote ofamajorityofany

Portfolios outstanding voting securities orby 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 oran 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 herewitk

As used in this Agreement the terms assignment interested parties and vote of majorityof 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-Mviser 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 aftbcting 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 ii making other non-material changes to the infonnation included in the Schedule shall not be deemed an

amendment of this Agreement

http//www.sec.gov/Archives/edgar/data/l 006415/0001 10465909063908/a09-31922 ex9. 1/10/2011

0000326



Case 21 1-cv-01 063-DMC -JAD Document 1-5 FUed 02/25/11 Page 82 of 113 PagelD 327

Page of

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 peribrmed in the State of

Connecticul

remainder of this page is left blank inteitionally
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LN WIThESS WHEREOF the parties hereto have caused this Agreement tobe executed as of October 12009

Hartford Investment Financial Services LLC

By Is/ Robert Arena Jr

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

By fsl 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 Opportnnities 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

Advisera Fund

Average Dilly Net Auiti
Anical 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

IH7
Ancual Rate

First $250 million
o.2700v0

NeAt $250 million
0.2200%

Next $500 million
0.2100%

Amount over $1 billion
0.1700%

Capital Appreciation Fund

Average Daily Net Au Ansual Rate

All Assets
0.2500%

Capital Appreciation II Fund and Global Equity Fund

Average Daily Net Audi Annual Rite

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 Audi Anwl Rate

First $50 million
03250%

Next $100 million
0.2500%

Next $350 million
0.2000%

Amount over $500 million
0.1500%

Diversified International Fund

AVUV Mauy ii Aniual Rate

First $250 million
0.53003o

Next $250 million
0.4800fo

Next $500 million
0.4300%

Amount over $1 billion
0.41Y0
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Equity Income Fund and Value Fund

Averie Daily Net Audi Annual Rate

First $50 million
0.3500%

Next $100 million 0.2750%

Next $350 million 0.2250%

Amount over $500 million 0.1750%

Fundamental Growth Fund

Average Daly Nd Audi Annual Rate

First $50 million
0.4000%

Next $100 million 0.3000%

Amount over $150 million 0.2500/o

Global Growth Fund and International Opportunitlea Fund

Awraae Daly Nd Audi Annual Rate

First $50 million 0.4000%

Next$lOOmillion
0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2000%

Global Health Fund

AverasDallyNttAuets
Ai.uil Rite

First $100 million 0.4500%

Next $400 million 0.3500%

Amount over $500 million 0.3000%

International Growth Fund

Aural Daily Net Auiti
An.ual Batc

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2250%

International Small Company Fund

Average Dilly Net Aueti Annual Rate

First $50 million 0.4000h

Next $100 million 0.3S00%

Amount over $150 million 0.2750%
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MldCap Fund

Average Daily Net Metu
Annt Rate

First $50 million

0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2167%

Effectfre January1.2019 the fee schedule for the MidCav Fund restated as follows

MldCap Fund

Avuage Daily Net Andu
ANnull 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

vrrUW7 L1 .m ARUI1 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

Awrage Detly Net Aieets
Aanual Rate

All Assets
0.3750%
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DOCUMENT
TYPEEX99 CD .2

SEQUENCE7
FILENAMEc66424bex99d_2 .txt

DESCRIPTIONINVESTMENT SUB-ADVISORY AGREEMENT

TEXT
PAGE

EKIIIBITd .2

INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford

Investment Financial Services LLC Delaware limited liability company

IIFSCO 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 Sub-Adviser to each series of shares of the Company listed on Attachment

each Portfolios 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 SubAdviser

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 he 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 Wellinqtcn Managements

economic outlook and

http//www.sec.gov/Arcbives/edgaJ/data/49905/000095013702000769/c66424bCX99-2.txt 1/7/2011

0000334



Case 21 1-cv-01 083-DMC -JAD Document 1-5 Filed 02/25/11 Page 90 of 113 PageD 335

Page of

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 EIFSCO and

subject further to such policies and instructions as the Board of

Directors or HIFSCO may from time to time establish and deliver to

Wellington Management

In addition Wellington Management will cause the Portfolios to comply

with the requirements of Ca 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 transacticns 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 Hartford SmailCap Growth Fund First $50 Million 0.400%

The Hartford Growth Opportunities Fund Next $100 Million 0.300%

The Hartford Value Opportunities Fund Next $350 Million 0.250%

Over $500 Million 0.200%

The Hartford Growth Fund 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%

/Table

Wellington Management may waive all cr 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 which

is not calendar quarter then the tee 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 cf days in such period ii based upon the average

of each Portfolios daily net asset value for the period in

question and iii paid within reasonable time after the close

of such period

Wellington Management will bear all expenses in connection with

the performance of its services under this Agreement

Wellington Management will not be 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 Managements personnel that are directly involved in

the management of the Portfolios within reasonable time

following the occurrence of such change

Wellington Management shall not be liable for any loss or losses

sustained by reason of any investment including the purchase holding or

sale of any security as long as Wellington Management shall have acted

in good faith and with due care provided however that no provision in

this Agreement shall be deemed to protect Wellington Management and

Wellington Management shall indemnify HIFSCO for any and all loss

damage judgment fine or award paid in settlement and attorneys fees

related to Wellington Managements willful misfeasance bad faith or

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

reckless disregard of its obligations and duties under this Agreement

PAGE

This Agreement shall become effective on February 19 2002 and
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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 Portfoiio 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 nembers 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 Sub-Adviser 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 JIIFSCO 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 of fine 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 HIFSCC 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 Ia 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

EThe remainder of this page is left blank intentionally

PAGE

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 /s/ David Znamierowski

Name David Znarnierowski

Title Senior Vice President

WELLINGTON MANAGEMENT COMPANY LLP

By /s/ 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
/DOCDMENT
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EX-99.B.D.IH al 0-3582 lex99dbdddiiihtin EX-99.99.D.III
Exhibit 99S.d.flhI

INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between HartfOrd Investment Financial Service LLC
Delaware limited liability company the Adviser and Wellington Management Company LIP 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 hereto1 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 front time tb 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 sit

to perfbnn 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 Portfblios prospectus and statement

of additional information or any investment guidelines or other instructions received in writing from the Adviser and subject

flirtherto
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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 requirementsofa Section 851bX2 of

the Internal Revenue Code of 1986 as amended the Code regarding derivation ofincome from specified invealment

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 minitmmnicommission 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 oveinil responsibilities with respect to the Portfolios and the Sub-Advisers other advisory clients The

execution of such transactions shall not be deemed to represent an unlawful act or breach of any duty created by this

Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

information relating to portfolio transactions as they may reasonably request

As compensation for the performance
of the services by the Sub-Adviser hereunder the Adviser shall pay

to the Sub-Adviser as promptly as possible after the last day of each calendar year quarter fee accrued daily and paid

quarterly as shown on Schedule attached hereto

The Sub-Adviser may waive all or portion of its fees from time to time as agreed between the parties

If it is necessary to calculate the fee for period of time that is not calendar quarter then the fee shall be

calculated at the annual rates provided in Schedule but prorated for the number of days elapsed in the period in question as

percentage of the total number of days in such period 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

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 secunty 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 ective on October 2009 This Agreement unless sooner

terminated in accordance with 9b below shall continue in effect front 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 majorityof the outstanding voting securities of each Portfolio and in either event by the vote of

majorityof 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 majorityof 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 efibctive until the Adviser shall have contacted with one or more persons to save

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 majorityof 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 orresthct 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 assoeiation

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 Lf 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 allbcting 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 Agreement and all perfimnance 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 theparties hcreto have caused this Agreement to be executed as of October 12009

Hartford Investment Financial Services LLC

Byfs/ Robert Arena

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

By/s/Brendan Swords

Name Brendan Swords

Title Senior Vice President

http//www.sec.gov/Archives/edgar/data/49905/0001 1046591 0010183/alO-3582_lex99dbd.. 1/7/2011

0000343



Case 211 -cv-01 083-DMC -JAD Document 1-5 FUed 02/25/1 Page 99 of 113 Page ID 344

Page of

Schedule

List of Fundi

THE HARTFORD MUTUAL FUNDS II INC

ON BEHALF OF

The Hartford Growth Fund

The Hartford Growth Opportunities
Fund

The Haitford SmailCap Growth Fund

The Hartford Value Opportunities Fund
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Schedule

Sub-Adviser Conspensadon

Growth Fund SmailCap Growth Fund and Value Opporlunitlea Fund

Averlie DaMy Net Audi MiniiuJ Rate

Fimt $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million Q.2500%

Amount ovu $500 million 0.2000%

Growth Opportunities Fund

AveDaMyNet Meets Anmi1 Rate

All Assets
0.2700%
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EXHrHIf 5.4

INVESTMENT SERVICES AGREEDEN WITS

HARTFORD iNVEsnllEfl MATAGEMED1T COMPSBY

PAGE

INvESTMENT SERViCES AGREEMENT

This investment services agreement made by and between Hartford Investment

Financial Services Company Delaware corpcrstiori EIfSCO3 end The Hartford

Investment Menagenent Company Delaware corporation 91IMCO

WHEREAS 3115Cc baa entered into an aoreeaent or the prone ion of

investment management services the Principai Adviaor1- Contract to the ITT

Hartford ftutual Rinds Inc the vCcsrpanyJ currently comprised of the ITT

Hartford Smell Company Fund ITT Hartford Capital Appreciation Fund ITT

Hartford International Opportunities Fund ITT Hartford Dividend and Growth

Fund ITT Hartford Stock Fund ITT Hartford Adviaers Fund ITT Hartford Hond

Income strategy rend and TT Hartford Honey Market Fund end

WHEREAS HIFSCO wishes to angrge EIO to provide investsoont eaoageaent
aervtCes to the III Berttord Bond Income Stfateg Fund and ITT Hartford Money

Market Lund each Pcrtfoiio and together the Portfolioa and

WHEREAS HIDCO is tiillinq to perform such services on behalf of the
Portfolios upon tte terms and conditions end for the compensation hereinafter

set forth

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

BIIHCO hereby employs HINCO to provide inreststent nanagament services with

respect to tie assets of the Portfolios and to perform the services

hereinafter set forth ejbject to the tents end conditions of the investment

objectives policies and restrictions of each Portfolio and HIHCO hereby

accepts much employment and agroen coring SUCh period to assume the

obligations herein set forth for the compensation herein provided

HIHCO shall eveuate and iilvleseent an irrestment program appropriate for

each Portfolio uhich shell be amended cod updated from time to time as

fiosnciel and other economic conditions change as determined by HIFSCO and
HIEcO

HIMCO in consultatIon with 5115CC hen appropriate gill make sit

determinations with respect to the investment of the assets of the

Portfnlios and the purchase or sale of portfolio securities and shall take

euch steps as amy he neoeseer to implement the same Such determinetions

and services shall ioclsde ad-using the Ccmpany Board of Directore of the

manner in ihich voting rights rights to consent to corporate sction and

any other

CPAGF

noninvestment decisions pertaining to Portfolios securities should be

eacroiacd

HUICO will regu1arl furnish reports with respect to tbe Portfolios at

periodic sseetlngs of the Companys Hoard of Directors and at soch other

tines ee may he reasonably requested the Compsnys Board of Directors
which rcports shall include fl4COs economic outlook and investment

strategy and discussion of the portfolio activit and the performance ni

the Portfolios since the last report espies of all such reports shall be

furnished to HIFHCO for ecaseination and reviec within reaaonsble time

prior to the presentation of such reports to the Companys Board of

Directors

Hfl4co shall manage each Portfolio in conformity with the Companys Articles

of Incorporation end By-laws each as anended from time to time and the

Investment Company Act of 1940 ss aeended other applicnhls laws and to

the invsstment objecti-es policies and restrictions of each Portfolio as

set forth in ihe Portfolioa prospectus and stetesient of additional

lnforaatiou ur .oy investment guidelines or other instructions received in

writing from sIFSco end scbjsot ftsrthsr to such policies and dnatructinns

as ths Board sf Directors of HIFSCO may from tire to time establish end

deliver to HIMCG

SINCO will select the brokers or dealers that will erecute the purchases
and aalos of portfolio securities for the Portfolios snd place ir the name
or each PorLIslic or iLa nessinees all such crdere When placiug cud
orders HIMCD sh.li use its best efforts to obtain the best oct security

price availabis for each Portfolio aubject to and in accordance .ith any
directions thst the Hoard of Directors isay iesue from tine to time HIICO

nay sleo be suthnriasd to effect individual eecsritiss transactions at

commission rates in elceas of the minimum comsiasion rates available if

HIICO determines in good faith that such amount of ooaniseios was

reasonable in relation In the value of the brokerage or research services

provided by such broker or dealer viewed in terms of either that

particular trsnssctton or 5IMOa overall responsibilities t4th respect to

the PortfolIos and HIJCCs other advisory oiiente Tile scecutlon or such

transactIons shall not be deemed te represent an unlaufvl sot or hrsach of

any duty crested by this Agreement or othersiise HIMCO will promptly

ccsssunicate to the Board of Directors such information relating to

purtfelio transactions as they any reasonably requesl
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ns compensation fur the perfareanOa of the services by HIMCO hersundsr

HIFSCO shall as promptly as possible after the last day of each calendar

PAGE

year quarter pay Eraco the equivalent of all direct and indirect expenses

incurred in the performance of its duties under this Agreement

aIMcO shall not be liable for snj lose or losses sustained by reason of any

in-eatstlant including the purchase holding or sale of any security as long

as 115CC shell have acted in good faith and with due caret prcided

houe-er that no provision in this agreement shall be deemed to protect

snico againat any liability to the company or its aharsholdsrs by reason of

its willful misfeasance bad faith or gross negligence in tbs perfureesce

of its duties or by reason of its reckless disregard of its obligations and

duties under this Agreement

This Agreeseot shall become effective on March 1997 shalt continue

tn affect for the sane term as the Principal Advisory contract end

shall be subaittad to the Ccspanjs soard of Directors for reapproel

at the same ties as the Principal Adi-isory Contract This Agreement

unless sooner terminated in aconrdsnce with 9b below shell continue

in effect rica peer to year thereafter pro--ided that its continuance

is specifically approved at least annually by vote of the

siajorttl
of the members of the Board of Directors of the Cosgeny or by

vote of nttjority of the outstsnding voting securities of each

Portfolio end in either event by the vote of najoritj of the

eethers of the Company soard of Directors who are not parties to

this Agreement or interested persons of any audi pert cast in person

at aeetiag celled for the purpose of otinq on this Agreement

This Agreement 41 may be rermiosted with respect to each Portfolio at

any tine without tIe payssent of any penalty either by vote of the

members of the sosrd of nirantore of the Company or by vote of

majority of any Portfolios outstanding voting securities or by

BITSCO on siwty days prior written notice to BZMCO shall

isssedistely terminate is the rent of its sssignsrnt any be

terminated by 02900 as sthty dsys prior oritten notice to BLFSCO but

such termination will not as effective until s15mCO shill have

contracted with one or nore persons to serve as succemsor to 52500

for the partfnlio or RtCO or an sffiltate of tIPtO areas to esssge

the Portfolio sod such persons shall have assessed such position

scd will terminate automatically upon termination of the

investment .essegsmsnt agreement between RistcO and the Company of even

date herewith

PAGE

As used in this Agreesont the terms asaigisment intsreeted

parties and vote of majority of the Companys outetsnding voting

securities shall have the meanings set forth for such terms in the

rnvestst company Act or 1940 as amended

dl Any notice under this Agreement ehsll be given in writing ediressed

end delivered or nailed postpaid to the other party or psrties at

the current of fiom address providcd by each party

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

officer or employee or isixco to esigege in any business or to desoLe his or

her time end attention in past to the management or other aspects of sny

other business whether of similar nature or dissimilar nature nor to

limit or restrict the right of 11500 to engage in sny other business or to

render servinee of an- hind to any othee earporstion firm tndividual or

association

11 rt is the intention of the perties hereto that by this Agreemeot 5INCO

shall prnvids mrsco with such investment msnsgement end advisory services

as msy be required by Hl5tCO in managing end advising the Portfolios

pursuant to the terms of the Prncipsl Advisory Contrsot Mo provision of

thIs Agroceent shall be construed or interpreted to grant EIC0 any right

or authority not gsnted to BIFECO under the principal Advisory Contract

or to impose on BIMcO coy duty or obligation not otherwise imposed on

srrsco rnsder the Principal Advisory coniract

12 lIlSCO agrees that neither it oar any effiliste of 515$CO will 055 01500s

nsse or refer to HIJIa or 5114C0s clients in marketing eno prcsrottonei

eeteriale without prior notification to sod authorization by XIMCO such

authorization not to be unreasonably withheld

13 If any provisIon of this Agreement shell be held or made thvslid by court

decision statute rule or otherwise the reasinder of this Agreement shall

not be affected thereby

14 The rss.Saaent of this Agreseast for the sole purpnee of sddiag one or mere

Portfolios shall not be deemed en amendment affecting 50 already c.isting

Portfolio and requiring the approval of shareholders of that Portfolio

15 Co the ertent that federal securities laws do not apply this Agreement and

all performance hereunder shall be governed by the lsws of the State of
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C000ecticuL which wppy to contract made and to be performed _r the State

of Connecticut

1W IU1NS8 WHErFOF the portia hereto have nauced this A3reement to be

ezecuted or the 3rd dey of 1q97

KARtFCRD INVtSfl4ENT SINMCXAL

SERVICES CPNIY

fat Joseph bareau

Joaeph Jareru

itie t.ecutive Vic Preadent

ThE HRTFORJ INVESTNT
4ASP.bDENT CtS4PAJIY

tat Antrew ohnke

Sy Sodrew Kobnke

Title Managinq Dizector
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DOCUMENT
TYPEEX-99 D.XVIII

SEQUENCE 18

FILENANE45788hlexv99wdwxviii.txt
DESCRIPTIONAXEND TO INVEST SERVICES AGRNT W/ HARTFORD

TEXT
CPACE

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 TAXFREE 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 xnendment to be

executed en the 31st day of October 2002

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

By /sI David Znamierowski

David Znamierowski

Senior Vice President Investments

HARTFORD INVESTMENT MANAGEMENT COMPANY

By IsI David Znamlerowski

David Znamierowski

President

c/TEXT

c/DOCUMENT

http//www.sec.gov/Archivesledgar/data/10064 15/000095013503001 502/b45788h1exv99.. 1/24f201

0000350



Case 211 -cv-01 083-DMC -JAD Document -5 Filed 02/25/11 Page 106 of 113 Pagel 351

Page of

DOCUMENT
cTYPEEX99 DXLII
SEQUENCE5
CFILENAI4Eb66644alexv99wdxxliiy txt

DESCRIPTIONEX99 DXLII AMENDMENT 110

TEXT
CPAGE

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 200

HARTFORD INVESTMENT FINANCIAL SERVICES
LLC

By /5/ John Walters

Name John Walters

Title President

HARTFORD INVESTMENT MANAGEMENT COMPANY

By /5/ David 14 Znamerowski

Name David 14 Znamierowski

Title President

/TEXT
/DOCUMENT
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EX-99.BD.l1I a09-3 1922 lex99dbddill.htfll EX-99.BD.IlI
Exhibit 99.Bd.Qil

EXHBIT D.lll

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 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 lime to timeeach Portfolio and together the Portfolios and

WHEREAS the Adviser wishes to engage the senricee of the Sub-Adviser as sub-adviserto the Portfolios listed in

Schedule as it may be amended fiom 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 finnish 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

la each as amended from time to timeand 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 requirementsofa Section 85 1b2 of

the Internal Revenue Code of 1986 as amended the Code regarding derivation of income from specified investment

activities and Section 51b3 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 beat net security price available breach Portfolio Subject to and in

accordence 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 lenns 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 unlawfirl act or breach of any duty created by this

Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

information relating to portfolio transactions as they may reasonably request

As compensation for the performance of the services by the Sub-Adviser hereunder the Adviser as

promptly as 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 occunence 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 in settlement and attorneys fees

related to the Sub-Advisers williW 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 12009 This Agreement unless sooner

terminated in accordance with 9b below shall continue in eflict 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 majorityof the outstanding voting securities of each Portfolio and in either event by the vote of

majorityof the members oft Companys Board of Directors who are not parties to this
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Agreement or interested persom of any such party cast in person at meeting called for the purpose of voting on this

Agreement

This Agreement may be tenninated 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 majorityof any

Portfolios outstanding voting securities orby 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 efibctive 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 majorityof the

Companys outstanding voting securities shall have the meanings set forth for such terms in the Investment Company Act of

1940 as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid to

the other party or parties at the current office address provided by each party

10 The Adviser represents and warrants to the Sub-Adviser on an on-going basis that

Each Portfolio is Qualified Purchaser within the meaning of Investment Company Act of 1940 and

Each Portfolio is Qualified Eligible Person as defined in the Commodity Futures Trading Commission

CCFFC Rule 4.7 and is either member of or exempt from any requirement to become member of the National Futures

Association and will maintain and renew such membership or exemption during the term of this Agreement

The Adviser acknowledges that the Sub-Adviser has been authorized to invest in futures and other

exchange traded derivatives for each Portfolio other than The Hartford Money Market Fund and Hanford Money Market

EELS Fund In order to invest in such flitires 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

DISCLOSURL CONSEQUENTLY THE COMMODiTY FUTURES TRADING COMMISSION HAS NOT REVIEWED

OR APPROVEI THIS AGREEMENT
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11 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

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 Agreane 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 ofthis 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 Fitancial Services LLC

By /s/Rsbert Arena Jr

Name Robert Arena Jr

Title President

Hartford Investment Management Company

By Is/James ScottFox

Name James Scott Fox

Title Chief Operating Officer and Managing

Director
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Schedule

List of Funds

THE HARTFORD MUTUAL FUNDS INC
ON BEHALF OF

The Hartford Balanced Allocation Fund

The Hartford Conservative Allocation Fund

The Hartford Equity Growth Allocation Fund

The Hartford Hosting Rate Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Growth Allocation Fund

The Hanford High Yield Fund

The Hartford High Yield Municipal Bond Fund

The Hanford Inccme Fund

The Hanford 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
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Schedule

Sub-Adviser Compensatfon

Average Daily Nrt Aueta

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 547291 November 2006

INVESTMENT ADVISERS ACT OF 1940

Release No 2567 November 82006

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 HL

INVESTMENT ADVISORS LLC
AND HARTFORD SECURITIES

DISTRIBUTION COMPANY INC

Respondents

ORDER INSTITUTING

ADMINISTRATIVE AND CEASE-AND-

DESIST PROCEEDINGS MAKING

FINDINGS AND IMPOSING REMEDIAL

SANCTIONS AND CEASE-AND-DESIST

ORDER PURSUANT TO SECr1ON 8A OF

TILE SECURITIES ACT OF 1933

SECTION 15b OF THE SECURITIES

EXCHANGE ACT OF 1934 SECTIONS

203e AND 203k OFTHE INVESTMENT

ADVISERS ACT OF 1940 AND SECTIONS

9b AND 91 OF TUE 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
Htford Invcstincnt Financial Services LLC Hartford Investment

pursuant to Section SA 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 IlL Invesiment 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 I-Iartford 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 deteimined 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 Services LLC is Delaware limited liability

company located in Simsbuxy 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 Sirusbury Connecticut It has been registered as an investment adviser with the Commission

since 1986 HL Advisors is the investment adviser for the 36 funds supportthg 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 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 Siinsbury 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 EniiI

Hartford Life Inc Hartford Life is Delaware corporation located in

Simsbury Connecticut and is the parent company to Hartford Investment ilL Advisors and

Hartford Distribution among others The Respondents are operated by many of the same officers

and employees They also share fmance legal and administrative functions As result each

Respondent know 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 I-Iartford 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 ELS Funds

From at least January 2000 through December 2003 Hartford Investment and IlL

Advisors with Hartford Distributions knowledge made material misrepresentations and omitted to

state material facts to the Retail and IlLS 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 satisiS financial obligations
to certain broker-dealers for the marketing and

distribution of the Retail and FILS 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 1-IL 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

remuneratebroker-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 HL
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 HLS Funds access to the broker-dealers sales force links

to Hartfords website from the broker-dealers websites and articles in the broker-dealers

publications highlighting new products and services

10 The purpose behind these special marketing and distribution benefits was to

incentivize broker-dealers to increase sales of the Retail and HLS Funds Fund families that did

not enter into shelf space arrangements typically did not receive these benefits As the Funds

advisers Hartford Investment and IlL 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 ILLS Funds Public

Filings That the Shelf Space Arrauaements 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 I-IL Advisors prepared and

distributed the Retail and HLS Funds prospectuses and SAIs and thus were responsible for

ensuring that they were accurate

12 Hartford Investment and IlL 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 COMPENSATIONTO 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 addedi

13 Similarly both the Retail and IlLS Funds SAl 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 fmancial

obligations under the shelf
space arrangements

Hartford Investment and ilL Advisors Used Directed Brokerage Commissions to

Satisfy Hartford Investment and Hartford Distributions Obligations

Under the Shelf Space Arranaensents

15 As part
of their normal operations the Retail and HLS Funds bought and sold

securities through broker-dealers Hartford Investment and flL Advisors retained an unaffiliated

subadviser to among other things select broker-dealers to execute these transactions Hartford

Investment and I-IL Advisors as the investment advisers for the Retail Funds and HLS Funds

respectively paid commissions out of the Funds assets to those broker-dealers for the portfolio

transactions that they executed As such the assets used to pay these directed brokerage

commissions were assets of the Funds

16 Hartford Investment and HL Advisors used directed brokerage to meet Hartford

Investment and Hartford Distributions obligations under the shelf space arrangements Had these

obligations been satisfied with cash payments those cash payments would have come from

Hartford Life and its affiliates assets In order to reduce Hartford Life and its affiliates expenses

officers of Hartford Investment and Hartford Distribution instructed their staff that it was their

preference to satisfy the financial obligations under the shelf space arrangementsby 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 fmancial 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 I-IL Advisors would be

required to direct to that broker-dealer to satisfy Hartford Investment and Hartford Distributions

financial obligations under the shelf space arrangements

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
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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 tetms 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 wider

the shelf space arrangements

20 In addition on several occasions Hartford Investment and I-IL Advisors adjusted the

total amount of brokerage commissions that they directed to broker-dealers when sales of the Retail

and HLS Funds by the broker-dealers were higher than projected and the amount previously

directed would not satisfy Hartford Investment and Hailford 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 HL Advisors Omitted to State Material Facts to the

Retail and ilLS Funds Shareholders Regardin2 the Use of Directed Brokeraae

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 increly 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 IlL Advisors Did Not Follow Their

Own Guidelines for Use of Directed BrokeraEe

24 During the relevant period Hartford Investment ilL 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 ilLS Funds brokerage

commissions to meet their financial obligations under the shelf space arrangements

25 Under these guidelines Hartford Investment HI 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 bmkerage 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 arrangementsin

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 arrangementsand that they were meeting their

financial obligations under those arrangementsby directing brokerage commissions to broker-

dealers which in turn gave risc 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 FIL 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

pcrcentage of gross
sales and/or aged assets for special marketing and distribution services

28 Likewise Hartford Investment and ILL Advisors failed to inform the Boards that

Hartford Investment and Hartford Distribution negotiated the right to satisfy their financial

obligations under the shelf space arrangementswith 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 informthe Boards that it

negotiated shelf space arrangements with broker-dealers and that under those arrangementsit 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 I-IL Advisors deprived the

Boards of the opportunity
to exercise their independentjudgment to decide how to usc fund assets

in accordance with the best interests of the Retail and HLS Funds shareholders
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Violations

31 Sections 17aX2 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 ilL Advisors willfi.ill violated Sections 7aX2
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 fomied 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 cxmmitting the act which constitutes the violation Cf

Wonsover SEC 205 F.3d 408414 D.C dr 2000 Tager SEC 344 F.2d 58 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 cntly 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 ilLS 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 IlLS 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 arrangementsand 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 brokerdealers 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 fiduciaiy 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 staffattesting 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 sct forth above

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 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 W.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 notif the

Commissions counsei 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 puqoses 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 disiribute the following amounts to the affected Hartford

Funds listed below

DISTRIBUTABLE

FIJTD 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 OpportunitiesFund $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 $500500

Hartford Dividend and Growth HLS Fund $3855500

12
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Hartford Focus HLS Fund
$110000

Hartford Global Communications ilLS Fund $11000

Hartford Global Financial Services HLS Fund $5500

Hartford Global Health HLS Fund $115500

Hartford Global Leaders HLS Fund $3344000

Global Advisers ilLS Fund

$88000

Hartford Growth IlLS Fund $33000

Hartford Growth Opportunities 1-ILS Fund $841500

Hartford International Capital Appreciation ilLS Fund $11000

Hartford International Opportunities ilLS Fund $313500

Hartford International Small Company HLS Fund $11000

Hartford MidCap Value HLS Fund $159500

Hartford MidCap HLS Fund $3817000

Hartford Small Company HLS Fund $1650000

Hartford SmallCap Growth HLS Fund $121000

Hartford Stock ilLS Fund $5560500

Hartford Value Opportunities ilLS Fund $60500

Hartford Value HLS Fund $33000

TOTAL $55000000

Respondents shall maintain the undertakings enumerated in paragraphs 35a-b

Respondents shall comply with the undertakings enumerated in paragraphs 36a-j

By the Commission

13

Nancy Morris

Secretary
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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 starling point the SEC

moved to loosen restrictions on fund marketing in order to foster mon competitive

environment.2

Between Februasy 1972 and July 1974 Investnsent Company Institute-member IC funds suffered

net redemptions in twenty-six out of thirty months DIVISION 05 INVESIMSNr MANAGEMENT SEC MunJks

FUND DrsnuatmOu AND SECnON 22d oP THe IzjvasmtssriT COMPANY ACT OF 1940 191974

See Id at 10-11 84-135 The SECs Division of Investment Management Regulation conducted

hearings Into the state of mutual fund ssanketing In its report on mutual fund distribution the Division

observed

The hearings confirmed that the mutual fund iedstsy is faced with adinupted marketing systan

Record sales of earlier years have given way to net rcdemptior.a competing products have made

substantial inroads fund managers have diversified into other fields and the find industry

which in
srany cases has operated at distribution detinit has allowed its relationship with small

broker-dealers to deteriarate while it has become increasingly lepesident
for sales upon large

broker-dealers to whom mutual find shares are relatively unimportant source of income

3d at The report further note industry
is not prospering with the marketing strategy which was so

successful in
past years Hence changes in the pattern of find distribution sean inevitable Ii at 43

The SECs analysis was on target major fector contributing to the industrys subsequent resurgence

was the flood of money frito the industsys money market Sands as investors chased high yields during the mid-

to-late 1970a end into the 1980t See Lisa McCue is Deposit Iarstrar.ce Necessary hAt 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 Stir significant portion of Industry

sales and growing portion of industry assets and that far the
rapid growth of these finds the industry

as thole would be in net redemptioe position DIVIsIoN OF INVESThSENT MANAOF.MENT srqn note at

129 al By 1979 the money market finds alone accounted for $45.2 billion iii assets Terry Glenn et ni

DIstributIon In Mld-Decrsde Copfreg
wIth Success and Other Problems In lNvEsnnNT CoMPANIES 1986 at

7377 ILl Corp Law Practice Course Handbook Series No B4-6746ns 1986 By 1980 the figure was $76

billion easily surpassing the $58 billion held in equity bond and income forts WLLLkM BAtJMOL AL

TimEcC5SOMICS op MuTUAL FUND MAxitaTs COMPETrrION Vnnsus Re0ULATION 341990

second huge change in fund ditibution resulted Itoen the SECs 1980 promulgatim of rule 12b-l

which enabled funds to pass
on distribution coats directly to fund shareholders 17 C.F.R 270.l2t-l 999L

Since rule 121-Is adoption over 7000 mutual funds have adopted rule 12b-l plans Joel Goldberg

Gregory Brassier RevisitIng Ride lfl-I Under the invesrnuni Company Act 31 SnC Co%sscDtrma Rea

Ray 147 1998 Rule 12b-1 fees
provide amesna Which pricing and distribution could be reordered through

the impasition of conditional deferred sales Inads Though its nsleznaking enabled this change the SEC never

aaw the transformation coming See Glenn et al sign at 84 major result of Rule 12b-l the

development of the widespread appearance of contingent defesred sales charges beginning in 1981 was cleerly

unanticipated by the Corssnission when it adopted Rule 12b-1
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By mid-1973 as the SECs distribution study neared completion the industrys total

assets stood at less than $55 billion with those assets held by fewer than 800 funds.4

Todays industry boasts more than 10UO0 fUnds5 with assets exceeding $7 trillion6 an

average annual asset gmwth rate since 1974 exceeding twenty percent.7 Over that same

time span flrnd sponsors have prospered eatly Jn 1998 assets held by Merrill Lynchs

own finnily of fUnds exceeded the fund industrys total net assets twenty-five years

earlier.8 In early 1999 fUnd sponsors annual revenue was estimated at $55 billion9

equaling the industrys total assets twenty-five years earlier consequence of this

staggering growth is that fluid sponsors the SEC fUnd investors and the courts must

now confront new wave of challenges Despite its phenomenal marketing success the

fUnd industry now finds aspects oft conduct under attack front various quarters

The popular press is focusing attention on the industrys fee stnicture and the

perceived inadequacy of mutual fUnd governance.10 Scholarly articles published by

BAuMOLFrAL.slqtaflOte2atl9ThL

Jdatt7

Weiss Raungs Wow Available Online nus Were Jan 2001 LEXIS CUrnWS File reporting risk

e4zsted performance retings
for more than 10000 mutual finids The SEC staff has reported that stock arid

bond funds alone numbered more than 8900 at the end of 1999 LtiYIsioN OF INVEntmT MANAGEMENT SEC

REPOIT ON Mr.rrUAL FUND rues AND DoaNsES Dee 2000 at httptlwww.sc.80v/5tudfltlXlY

Llisretnafter REPORT ON MUTUAL FUND Fass

investment Company JnrWsae Reponr Thrnds in Mania Fund Invesiing April 2000 PR NawSwrRE

May 31 2000 LEXIS Curnwa File As of year-end 2000 gross
assets remained aroind $7 trillion Aaron

Lucohetti After
SarA Fands Poor Yeai Time far the Damage Report WALL Sr Jan 122001 at Cl

quarter canflny agn additions to American families net cash savings wsre $180 billion with the

fiend indactey daiming $1 billion of that amount By 1998 net cash inflows into mutual funds amounted at $401

billion recounting for nearly all of the $406 billion addition to Axnericaa families savings for the year John

Bagle Economics 101 for Mutual Fund Investors. for Mutual Fenid Managers1 Speech Before the Economic

Club of Aximna Apr 20 1999 at hfiw w.vangtard.eomled ogle/ecoahtml hereinsfier Bogie

EconomIcs 101

MERRILL LYNCH Co 10-IC 41998 reporting 1998 mutual fund saleaof $55.5 billion of which

approximately
$22.5 billion wore funds advised by Merrill Lynch affiliates

John Bogle Investment Managentent Business or Profession Address at the New York University

ft ansI Business Mar 10 1999 or h4jFuww.vmgtcotweduMiomvge

see also IohiWaggon Sandra Block ilighFundPeiformtssce at Low Cost USATODAY Mar 26 1999 at

3B quoting John Bugle Bogle estimated that oil of the total
gross

revenue for lUnd sponsors less than 10%

$5 billion acttly goea to paying for nmnagement of the ftseds fri

10 See e.g liacey Longo Days of Reckoning Congress is Finally Starring to Look listo Why Mutual

Fund Fees Keep Ruing FIN FLue Nov 1995 at çse leading mutual find analysts and critics are

also making the case that not only do higher
fees not mess better perfonnanca often the opposite is true

Robert Barker High Fund Fees Have Gui to Go Bus Wit Aug 16 1999 at 522 Sinec 1984 Morningatar

reports the average
coat of actively run no-load U.S stock funds fall loss than 10% avail as their assets

multiplied 32 times Vast economia of scale benefited mutual-fond companies not investors Robert Barlcaç

Fund Fees Are Rlslng Whos So BlameJ Bus WE Oct 26 1998 at 162 If expenses are too high its the

independent directors who have faded Thomas Easton The Fund iadusteys Dirp Secret Big Is Not

Beosalful Foanes Aug 24 1998 at 116117 The dirty secret of the business iatbat the arnie money you

manage the more profit you risksbut the leaa able you are to serve your shareh.nldert. In mast businesses

size is an advantage In mutual fiends it ia an advartage only to the sponsor not to the wstomer.fl Charles

Gaapanno Some Say Mare Coald be Dose to C1a45P Fees WALLST May 201998 at Cl the industry

rising to the challenge Is it doing all it can to clearly and simply explain how much investors an paying in thea

and expcnsasfl Linda Steen Watch Those Fear NEwsWEEK Mar 23 1998 at 73 flodays financial

marketplace ix bizarre bazaar in the flourishing fiend industry the levi of atçply mid demand sometimes
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finance academics have ridiculed board-approved l2b-lfccs paid by find

shareholders.12 Law review commentators offer uncomplimentary evaluations of those

who control fund management and policies.t The SEC has weighed in questioning

whether changes are needed in the cunent system.14 Another federal agency the

works backward and heightened competition can mean higher prices Steven Goldberg Wherer Are Fund

Directors When We Need Them KJP1n40uRs Pass FIN MAo Apr 1997 at 111 It isnt hard to find

examples of fund directors wlso are tolerant of high fees bad performance or bottfl Jcffley it Laderman Are

Fiord Managers Carving Themselves Too Fat Slice Bus Wit Mar 23 1992 at 78 discussing lit fact that

mutual fund advisory fees are not coming down as they are in the pension-fend business Perhaps thats

because
pension-plan sponsors pay attention to fees suites Charles Tracinks fmance professor at the State

University of New York at Buflulo Ruth Simon How Funds Get Rich at Your Expense MC4EY Feb 1995

at 130 explaining that fund shareholders pay nearly twice as much as institutional investors for money

management And that calculation doesnt even include any front- or back-end sales charges you may also pony

up Anne Kstes Smith Wisp
Those Rand Fees Matter 118 NEWs WORLD Rnp My 1996 at 73

customers cheerfUlly swallowing price hikes each yearevea though competing products keep

flooding the market Sound ridiculous Than how the mutual-fluid business works Geoffrey Smith Wiry

Fiord Fees Are So High Bus Wa Nov 30 1998 at 126 noting allegations that the amount of assets under

management in the Fidelity fund complex jumped fran $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 Fiord Fees Foanntn Dcc 23 1996 at 191 Put bhintly in all but few

cases fees arc the keys to titture reDims Edward Wyatt Empty Suits in the Boardroom N.Y TtMss Just

1998 at Rarely if ever since the eunest system of mutual fluid oversight was laid out in the

Investment Company Act of 1940 have fund directors been under fire on so many fronts at once Indueby

Doing Poor Job of Explaining Charges USA TODAY July 1998 at 14A oomplaining that fees are going

up and that they have become so complicated you need financial wtvisorjust to wadethrough them
It See 17 C.F.R 270.12b-l 1999 setting forth rules by which registered open-end management

investment company may pay expenses sesociated with the sale of its shares

12 See e.g Antonio Apep John tat Griffith The Impact ofExpenses on Matual Fund Peifonnance 11

FIN PLaN 76 1998 staling that for fluids with investment objectives of
lcssg-tenn growth growth and

current income and equity income l2b-l fees do not add to fluids perfbnnanee Stephen Ferris Don tat

Chance The Eflict of 12b-l Plans on Mattes Fund Expense Ratios Note 42 FIN ion 1082 1987
describing l2b-l ties as dead-weight coat Robert MeLeod IlK Malhotra Re-examination of the

Effect of l2b-l Plans on Mrstual Fund Expense Ratios FIN Rn 231.2391994 stating
that l2b1 fees are

dead weight cost to sharehdders that has been increasing over time Pot criticism in fluid industry literature

see Amy Arnott The Ruing Tide MosyqmIosmR MuruM FuNDs Oct Il 1996 at 51.52 Michael

Mulvihill Question of Trust Mosoeriosna MutuAL Ptnms Aug 30 1996 at 51-52

The General Accounting Office Report noted that academies have voiced the following eoncarru about

fee levels in the fund industry whether eompetition fund dtsclosres end mutual fund directors are

sufficiently afibeting the level of fees GENFIAL ACCOUNrINO OFFICE MuTuAL Furro Pans ADDrnONAL

DISCLOSURa CoutD ENCCXJRAO5 PRICE CosqPnmot 2000 GAO REPORV that the

information currently provided does not sufficiently make investors aware of the level of fees
they pay 41 at

the dtreetors activities may be keeping fees athigher levels because of lJ focus on maintaining fees within

the range of other finds Id at seine studies or analyses that looked at the trend in mutual flied fees found

that fees had been rising hi at 47 funds do not compete primarily on the basis of their operating expense

tics lit at 62 academic researehers others sew problems with the fee disclosures made by mutual

ttsnds GAO REFORT ssçra at 76

13 See e.g Samuel ICing Note Ataual Fundr Solving the Shortcomings all the Independnw Dtrecgor

Response to Advisory Sef-d.saf leg Through Use of the Undue Influence Standard 98 Cor.uM Rpv 474

1998 discussing various approaches to deding with conflicts of interests of mutual fund irwestnsent advisors

14 See Wyatt .rrqn note 10 at discussing the SECs examination of mutual fund gnvemanoe Most

recently in Janusiy 2001 the SEC amended various exesnptive rules in err eftirt to enhance director

independence and effbthvenesa Role of independent Directors of investment Companies Investment
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General Accounting Office recently issued detailed report finding that mutual hinds

generally do not attempt to compete on the basis of costs Le price competition is

muted.15 If the SECs aim 4uarter-century ago truly was to spur
innovations to set the

stage for retail price competition within the industry16 then as we shall se there is still

Jot of work to be done Indisputably price competition is in investors best interests In

the absence of competition costs increase resulting in drag on performanceJ7

The absence of price competition within the fund industry is by no means conceded

by industry insiders leaving observers faced with ainbigucus 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 realmof 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 Unfortunately as we shall see

decades of SEC-commissioned studies rule-making and jawboning have led to systcm

that for the most part
works beautifully fur those who sell fluids to the public or sell

services to funds but much less admirably for the industrys investors

Company Act Release No 24816 lan 22001 2001 Wi 6738 SEC The SECs action is diewseri in notes

212-fl ha lcd accompanying text

15 GAOREPORTstqrrtnOte 12 at 62-65

DWISION Os MAnAoaMatfl REGULATION SIqJta
note at

17 See e.g Jonathan Clernents Hint Managers Are Only as Saran As the Expenses They Clsatge

WALL ST July 1999 at Ri not bard and fast rule but The more fund costs the lees you can

cxpcct
from your investrnenC Ruth Simon Aioid Stock arid Sond Funds 199th High Expenses BLTPALO

Naws Mar 1995 at 10 seccrdirtg to studies conducted separately by the SEC and Princeton University

investors lose roughly percentage points in return for evesy one percentage point they pay in annual

expeflefl

it

Most fund companies dont even attempt
to point to Song pcrfamwice as rationale for higher

Ihes says Amy Arnott an editor with Morningster Rstheç they typically jusdti
increases in

their management fees by pointing
to the average

for similar funds This argument can only
lead

to an upward spiral in coats As more funds raise their face to bring them in line with the

averages the averages go up more finds raise their fee and so on

Stern ssçro note 10 at 73 see also Longo 3rpm note 10 Jotet BOOLE BooLa on MUnJAL FUNDS 284

1994 observing that most proxies seeking shareholdef approval
of fee hikes suwst that after long

consideration the funds directors have approved the fee inermee requested by the management eanpeny since

the funds rates were below Induatsy norsnfl If upward movement in others fees provides
valid reason fbr

advisory the rate hikcs then find revenues can be expected to boom for fund expeorse
ratios have been rising

at lease for the most popular finds Average annual expense ratios for the 10 beat-selling
funds are reportedly

running at 0.93% of fbnd assets up from 0.79% last year and 0.73% in 1998 See Christopher Qatar Fees You

Mews Mutarrl Ears/s Hate Fees WALL Sr July 142000 at Al For its part the IC understandably takes

dim view of the notion that fund dkecton increase advisory
fees to keep up with rates levied at other funds

See Letter frosts Matthew Fink President Inveetinest Conçany Institute to Thomas McCool Director

Financial Istetitittions and Market tasises U.S General Accounting Office May 2000 reprinted is GAO

REPORT sspm note 12 at Appendix contending that tire view that this goes at is confradicted directly by

the applicable legal
etandanla goi-erning the vorlr of directors Of course the fact that applicable legal

standards ought to prevent such action does not mean it does not occur it men only tint if the behavior does

go on it may well he illegal

19 DrvtstON OF INYESmeENr MANA0EMENT stgaa note at
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This Article examines whether the chief product that shareholders buy when they

invest in mutual fUndsprofbssional investment adviceis being systematically over

priced by fund managers The emphasis is on advisory Ibes imposed on equity mutual

funds Part 11 explains how the industrys unique management structwe accounts for the

alleged lack of price competition in the delivery of management advice perceived by the

industrys detractors Part 111 examines two questions related to economies of scale in the

fund industry First do economies of scale exist fur the delivery of investment

management services to equity fund shareholders Second if so are those economies

being shared fairly with the funds owners by the funds agents the investment advisors

Part IV studies causes for the status quo 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

environmcnt in which fund advisory fees are set disclosed and evaluated

II FUNDS UNIQUE MANAGEMENT STRUCTURE

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 array of different investment objectives as co-owners of an entity

offering three main services diversified investment risk professional investment

management and redeemable security0 The fact that fund shares are redeemable at net

asset value minus in some cases redemption fee differentiates mutual funds flum

their closed-end fund21 cousins and the rest of the entities populating the investment

media universe Becanse funds issue redeemable security new sales generally are

viewed as crucial to funds ahility 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 cam 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 seivices may also be offered depending on the fund Among them are free switching

beiworn funds in the same group or complex automatic dividend reiavcstmcnt telephone or cheek-writing

withdrawal and various retirement benefit plan optiona Foe basic iflroduction to fund operations an

Victoria schonfrld Thomas Mi Rcrwin OrgantaNon ofa MauelFsesd49 Bus LAw 1071993

21 Closed-end investment companies differ them mutual Aside becatae their shares are net radeemabit

Thus closed-tad shasta are traded in tha marketplace at prices that range from premiums with net asset value

per
share to discounts below net aaset value See Id at 12-13

22 Indeed mutual funds aggregate holdings of illiquid securities may not exceed 15% of the funds

assets See Revisions and Guidelines to Form N-I Invsstnent Company Act Release No 18612

Transfer Binder Fed Sec Rep CCH 184930 at 82479 Mar 121992 Cosed-end funds have no such

liquidity requirement since their shares an 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 fluid life from the hinds

incorporation through the solcetion of the initial board flits control tends not to be

relinquished over lime24 or at least until the advisory office subsequently is sold to

another external advisor typically at very nice profit.25 Through agreements approved

by the fluids board of directors the external advisor normally contracts with the fluid

and related sister-fluids operating in the advisors complex to supply the investment

advisory maiteting and administrative services required for the fluids to operate.26 In

return the advisor is eornpensaled through fees set in the board-approved management

agreement.27 As the SEC has noted Mutual funds arc unique. in that they are

organized and operated by people whose primary loyalty and pecuniary interest lie

23 John C- Bogle Honing the Competitive Edge in Mutual Finds Address Before the Smithsonian

Forum Washiegton D.C Mar 23 1999 cm file with author Stated differently Oidirmry corporations
do

not need to go out ard hire other corporations
with separate owners to manage theft affairs Mutual dvids do

precisely that today .. Boots sapra note 18 at 300 As evidence of the cat drag on fund perfonnance

flowing from the industrys
conflicted management structure Bogic noted that of actively nanaged stock finds

in existence for the preceding 15 years only in 24 otepaned the retrn of the Standard Poors 500 Index

John Bogk Honing the Competitive Edge in Mutual Funds Address Before the Smithsonian Forum

Washington D.C Mar 23 1999 at on tMe with author In 1998 bond fiats returned to theft investors

only
86%orthetotslretumOffeftd by

thebondmaitret Id at4.Moneyniastct fundseamedonly 89% ofthc

money markets retain over the last 15 yen 12 at

24 See Role of Inicpeaidefl
Directors of Investment Companies Securities Aol Release No 33-7754

Transfer Binder Fed Sec Rep CCH 86212 n.I0 Oct 14 1999 In the words of one of

the hxlustxys earliest and roost vociferous critics

Now this is about the birds and the bees of the American corporate scene... The fand is

conceived by bunch of people
whom we call advisors or managers... This group gives

birth

to the flint The find is manned by the advisors If may carry
this figure

of speech the

tanbiliusl cord is never cut after birth as would be true in ordinary biological lift

Statement of Abraham Pomerai LhsiversltY of Pennrylvwrla Law School Conference on Msrtual Funds 115

REv 659.7391967 As former SEC Commissioner Mamul Cohen once ransacked when referring to

testimony by fond investment advisors

They also made the point that the investment advisor creates the find 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 rong with chant saying it They ware jut admitting
what in fact

of life The investsnmt advisor does control the fund

fnpeflneru Compory Act Asne.altaenrs of 1976 Hearings on Hit 9510 fLit 9511 Be/bra
the Sutcomin on

Coennserce and Fbi qf the Coniwi on Inlerulaie raid Foreign Consinerce 90th Cong 674 1967 statement of

Manuel Cohen Commissioner SEC

25 See r.g BooLF saps note 18 at 327-28 reporting an Stance in whiA following succesafli

effort to have find shareholders relic the advisory
foe because among other things its rates were about half of

all fund advisors below average the advisor promptly sold itself fora cool $1 billion Saul Hanscil J.P

Morgan Shts Snegler to Bay askski in Fetid Concesm N.Y TIMES July 31 1997 at Dl discussing J.P

Morgans purchase of 45.4 stake in fled manager for $900 million See aim nina 92 infrr.r
and

serompatyng text

26 BAUMOL ETAL .rapa note at 22

27 Board contsnl over advisory
fees is mandated by section 15e of the Investment Company Act of

1940.15 U.S.C 80a-15c1994
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outside the enterprise.28 This Article examines how the cost of that conflict of interest

is passed onto 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 requirementthat 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.3 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 fiduciasy duties when making

decision whether to change control the court stated

28 Role of lndependatt
Directors of Investment Companies Sectrities Act Release No 33-7754

2000 rftr Bhxier Fed Sec Rep CCI1 86212 at 82451 Oct 14 1999 quaiingfrani DivIsion

iNVESTMENT MANAGEMENT SEC PRurEcTtNo 1rvsstusts finn CENTuRY OF Invarnenrr CoMrAtci

RIGULATION25I 1992 1992 Pacticrrno INvEsToRS RePoRT

29 Investment Company Act of 1940 1b2 15 U.S.C 80a-lbX2 1994
30 Bteks taker 441 U.S 471 484 1979 Warren BUSCU has compared independent Iliad director

watchdogs to Cocker
Spanicls

and not Dobennans 3011w DOCILE COMMON SEwsa ow MuTuAL FunDs

Naw Pnspecnves FOR THE frrrstsromcr Invcrroa 368 1999 For his part industly critsc Begin offers

dirent word image Fund directors are to vciy major ttas sort of bad joke Geoffrey Smith Why

Fund Fees Are Sc High Bus Wit Nov 30 i99a at 126 Eagle also observes Everybody knows. that

poop1 come on find boards because theyre friends of the CEO So they go along with whatever he wasts

Tyler Mathisen Bogie May Have Had Thwsspant Rut We Ham Had Change ofHeafl Maenv Dec

1996 at 15 lawer who brought ns.anaoss cases against fund management companies once put it this way

have had fourteen investment company cases era fourteen sets of depositions
end/or cross

exansinaticais of the independent directors and in not one single case did any unaftuiated

director over respond Yes to this type of qtzstion When your fund arew from $100 million to

$600 million did you ever give any thought to mnking comparison between your half of one

percent
and somebody ciscs foes

No...

Did you ever once suggest that when the fund got to be over billion dollars. perhaps

reduction from one-half percent to sevm-sixteenths of one percent or any other minute

fraction

Answcr No-and mean the uniform answer

Iflhe seslities are. that you cant count on the unsthtiatcd director

Staternont of Abraham Porneraatz ssqmnr 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 shareholdersand is not the best transaction available.31

in practice while independent fund directors have the right to demand advisory or

distribution fee cuts or to fire the flmds advisor or underwriter those rights are virtually

never exercised.32 indeed in the Leading hind 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 art unseverable relationship between the

advisor-manager and the fund it services.34

The fund advisors de facto conirol over the funds 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 Kahnv Lynch Communications Sys Inc. 638 A.2d 1110 1119 Del 1994 brackets in original

emphasis added quoting tare First Boston Inc Shareholder Lilig CA 10338 1990 WL 78836 at 15- 16

Del CIt Jesse 1990

32 See e.g Werner Renberg Sixth Men or Ftfth Wheels Do Fund Directors Lens Their Pcrycheck.r

BAaltoNs Aug 12 1991 at M13 rIFuxxn directors have addorn booted an investment advisor no mailer how

lousyafbnds perlbrmance.

33 694 F.2d9232dCir 1982

34 Id at929 SeBoa wdl rSerttng In the IS

Mutual Fund Juhrry 32 .1 Pitt EcoN 321 325 1997 citing only three instances in which fund beard

replaced the fund manager against the managers wishes and noting that the board virtually never selects

sponsor
other than the initial firm who established the fund and selected its initial board The dysaunios of one

negotiation
we explained

as follows

Lln 1993 the directors of $87 million American Heritage asked shareholders to approve pay

package that would raise the annual management Ive by two-thirds to 125% and euthorirt the

fled that is the shareholders to pick up an additional $40000 In office rem previously paid by

rnanagnnent In Ut proxy statement sent to the shareholders the directora explained
that

Arnencan Heritage Management Co the tmds investment advisor had threatened that without

the increase ltcould not assure that Board it anuld to serve as the Funds investment

advisor...

Simon srçm note 10 at 130 JWrn 638 Aid at 1110 reports on similar form of negotiafitsi
between

domiaait party and independent directors

this case the coercion war extant and directed to specific price otter viluch 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 bargaining

ended when the Independent Coinniittee surrendered to the ultimatum that accompanied

final offer

Id at 1120-21 lnKahn the court held that coercive eonduet exerted on independent
directors by those in

control will nullit shift in the burden of proving tranasetions lhirnaaa to those challenging the transactiort

The eoifl expressly
held that burden.shiiling can only occur when the group of independent directors

negotiating
with acootrolling party was tnily independent fully infoimad and had the freedom to ntgotiata at

arms length Id like ruling
in fund fee litigationThat

coercive behavior by aflmd manager saddles the

manager with the burden of provnig the transactions entire fairnesswould be both warranted and

revnlritionaiy

35 Infra notes 165-69 amid accompanying textdescribing pee-tax profit margins ranging over time

from 57 to 77% for one money market find advisory whose fee levels ware among the lowest in the money

market advisory industry
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board members may not bc fulfilled Eminent authority has explaincd that the chief

oversight function peribrined 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 ededicalion to the polestar

of profit maximization working in fhvor of maximizing profits for the funds hired

managers at the expense of fund shareholders One such critic is fund industry pioneer

John Bogle He has complained that asset gathering has superceded fiduciary duty as the

industrys ha1mark From Bogles perspective the spirit of fiduciary duly has not

vanished Rather it has moved from the front seat to the back seat subservient to the

advisors 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

ftnds 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 fI.inds 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 arc 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 fluids directors eyes are indeed focused on the

polestar of profit maximization for the Vanguard fluids shareholders The Vanguard

Group appeals to the price-conscious segment of the fund marketplace.4 That segment

has been growing between 1974 and 1998 the Vanguard Groups assets soared from

$1.3 billion to 45O biUion.41

Vanguards Bogle claims that Vanguards shareholdcr-oriented management

structure distinctly rare in the fund industiy 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 conVect then fund shareholders are paying an onerous tax to

compensate for the conflict of interest inherent in the fund industiys near-universal

36 ha MiUstein The Reapon.elble Board 52 BUs Lw 407.409 997
37 Boots supra note 18 at 298

38 Id

39 kfatc

40 In the worth of itS managing director the Vangond Group has anught to differentiate itself from its

competition in large measure by keeping costs tow Improving Price Competition for Mutual Funds und

Bonds Hearing Before the house Subcoaun on Fbt hazardous Materials Suhcoinm of the Comm on

Commerce 105th Cong 72 199S statenmnt of William MaNabb lfl Managing Director The Vanguard

Group available at http//wwwiinorg/issues/feejearü.html Improving Price Competition

41 Boots ssqra rott 30 at 407 This an amual owth rate of over 27% significantly outpacing the

fund industes20% annual gem over roughly the same period See supru note and accompanying text

42 BOOLB.mpro note 30 at431
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embrace of the external management model The following section explores the available

evidence that the industrys reliance on external management as source fbi proihasional

investment advice subjects fUnd shareholders to excessive costs

III ECONOMIES OF SCALE FOR ADVISORY SERVICES RENDERED TO EQUITY MUTUAL

FUNDS

Introduction

Mutual fUnds exhibit economies of scale when there is an inverse relationship

between assets under management and their operating expense
ratios.11 Operating ratios

represent operating expenses
divided by average fluid assets For present purposes this

Article accepts the following operating expense formulation adopted by The fUnd

industrys trade group the Investment Company Institute IC advisory expenses plus

administrative expenses44 but excluding 12b-1 fees.45

The existence of economies of scale as fluid assets under management increase has

been dubbed folklore45 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 avenge would have plummeted It is not clear from the evidence that this has

happened The avenge equity fluids expense ratio has more than doubled since l950

According to study published by the IC the operating expense
ratio49 for all equity

43 John Ret et al Opensting Erpeme Ratios Assets arid csromtas if Scale In Equity Menial Freed

Nvacnese4T COMPANY tNsnTUTa PaasyeCr.VE Dec 1999 at The notion of economies of scale is

familiar one Typically the concept arises in the coatext of manufacturing firm As the number of units of

output increases total coats increase1 but not as repidly as output so that average unit costs decrease as output

increases Such economies typically
arise from spreading

fixed costs among mote units of production The

pcrtfclio management process which undespins advisory services is characterirtd by high fixed costs offices

computers ralazics etc arid very
low variable costs Thus as the SEC staff recently noted htst observers

believe that portfolio management is the fund cost with the greatest
economies REPORT ONMUTUAL FUND

FeEs supru nate An earlier SEC staff report
concluded that port%lio manager cart nssnage

$500 million

nearly as easily as $100 million 1992 PR0TECTINO litvErrORS REPORT seçm note 26 at 256 n12 Since

advisory services are autrject to economies of scat tIre funds advisor may orinay not pass along lIt largess to

the Md If eccnornies of soale exit arid fees are not towered when asses under management increase then the

bcnetits of increased scale accrue to the manager in the tom of increased profits
This can be especially

insidious in bull market environment The GAOs report on price competition
in the fund industry

found that

64% of fluid portfolio growth Is due to portfolio appreciation See GAO ResORT ssqnu note 12 at This

appreciation
benefits investment advisors vvtsu

garner
increased fees floss the general increase in market prices

with no commensurate cflbrts on their part

44 Reaetah.stcranote43.atl4

45 Rile 12b-l fact axe payments out of mutual fund assets to financa activities iatended to result in the

sale of fund sharer or to pay for other services intended to benefit share holders They were excluded because

they are more clomiy associated ith sales activity than post-sate
adininiatrative aervires See supro note t2 and

hpa note 69
46 B.ue.soLari- tepee note at 57

47 Id

48 John Bogl Muhaxl Fwrdr at the Mllervuarar Fiord Directors and Frond Myths at

hnplhevanguaatcorJbOe_ate/maY1 Ma- IS 2000 Between 1981 and 19 the average

equity funds annial expense ratioJurnped Sum 1.10% to 1.57% BogleEconotnics .lOlsupra note

49 ma consists of management and adntinitrative exparsea born by shareholders divided by the fonds

net assets it does not include distribution coats such as sales loads or 12b-l fcea
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finds using sales-weighted average rose 15% from 1980 to 1997fl1 time of

tremendous asset growth for the industry.51 recent SEC staff study showe4 that finds

weighted avenge expense ratio rose nearly 30% between 1979 and 1999 with the jump

exceeding 20% for equity fUnds.53 different study found thai the cost of ownership for

the industrys cheapest equity funds rose by 19% between 1980 and 1997
Another report on equity fund expenses shows that between 1981 and 1997 average

equity fund expenses grew fitm 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 find 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 find

investors would have saved billions annually.57

Nonetheless it is accepted today that economies of scale exist in the find industry

The existence of economies of scale has been admitted in SEC filings made by find

managers58 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 IC has

51 John Rca firt Reid Trends In the Ownership Cost of Equip Mutual Finds Nv Cc barr

PERsPscrsvs Nov 1998 0112

51 The average size of the 100 largest kinds in existence in 1997 that wee also in existence in 1980

blossomed from $282 million to $5.8 billion IS at 13

52 REPORT 054 MuruM FUND FUss ssqpra noteS tbl

53 Id attbl

54 Rea 01 it sign note 43 at Accnesting to Vanguards Bugle Given that Vanguard dominates the

low end universe-and that our expense ratios have declined by 53% since 1980-I would estimate that the other

low cost kinds in the IC survey raised expenses by as much as 40 percent Bogle Economics 101 .cspra

note

55 Boots ssçnz note 30 at 320

56 Id

57 iS

58 See John Freeman The Use of Mistiest Fsmd Assets to Pay Marks Wig Costs Lox Cm Li

533 554-55 n.109 1978 noting argument psesented in SEC filings by Investors Diversified services Putnam

Management and the Vanguard Group

59 The existence of fee breakpoints in the kind irtity has been viewed as piece of evidence fir

the existence of economies in portfolio nianageinent RePasT ott MUTUAL FUND Fass saçra nete The

breakpoint pricing system has been explained as ibllove

Many finds employs declining sate structare in which the peiventage fee rate decreases in steps

or at designated hrenlcpo wits as assets increase.. liar declining rate schedule reflects the

expectation that coat efficiencies or scale economies will be realized in the management and

adsninistralioa of the finds poetfulie and operations as the kind grows

Rae at al ssçm note 43 at On the other hand the authors
survey

of Mneningstsr data covering all

domestic equity mutual funds in 1999 revealed that 70% operated under flat fee investment advisory contacts

See Infra note 71

60 Sat Christian Murray ReltaStar Bscjs Asset Msnager NATL Uxoenwanta Aug 1999 at 41

reporting on merger of two find groups with the acquirer announcing that it expects the
acquisition

will

provide
its asset management group with economies of scale benefits resulting in lower unit costs and

increased sales and profitability Navigator Fund Changes NATLPOST July 14 1999 atDO3 fund manager

merging two funds to benefit investors by schievingagreaxereconorny of scale and more diversified kind
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remainad mute on the subject of economies of scale affecting advisory fees specifically

knowledgeable industry insider has adniitte4 that there arc staggering economies of

scale in portfolio management and research.61 Legal commentators likewise view

economies of scale as fact of life in the flsnd 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.M The agency

reported that as much as 64% of mutual find asset growth has come from appreciation of

portfblio securities65 which unlikc 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 fluid advisors the GAO did find that for at least the previous five years

operating profits of eighteen publicly-held hind advisory companies had grown as

percentage of revenues The GAO also found that among sample of the induslzys

largest funds that experienced asset growth of at leust 500% from 1990 to 1998 more

than quarter of the fluids either raised their expense ratios or failed to reduce them.67

Fund fndust4y Dcua Demonstrates That Economies of Scale Exist

Studies by the IC though never lbcusing on advisory fres in isolation generally

confirm the existence of economies of scale within the industry 1998 11 study found

economies of scale to exist for individual equity fUnds.68 subsequent IC study

focusing on fund operating expenses suggest the presence of economies of scale as

equity fluid assets grow.69 Interestingly the ICIs operating expense study avoided

calling specific attention to advisory fees The ICI researchers bundled advisory fees and

61 Roan cigna note 311 at 321 emphasis added

62 See Schonibld Kerwm ssqra note 20 at 107 Mutual funds increasingly are the investment

vehide of choice... Mutual finds offer aivantages
that other inveslmcnt vehicles may not including

diveraificaticr economies of scale and professioml management emphasis added

63 The GAO REPORT note

Industry officials we interviewed.. generally agreed that mutual find operatiore experience

economies or scat. An official at money management fimi whose customers invast in mutual

funds told us that mutual fund advisors operations are aitject large economies of scale and

additional investor inflowa result in little additional cost Officials of the find advisoes we

interviewed also agreed that their operations experienced
economies of act

GAO REvolts suprri
note 12 at 34

64 klat9

65 Id

66 Idat9tL

67 The GAO fosS that emong the industiya
77 largest funds of the 51 that experienced asset growth of

at least 500% from 1990 to 199038 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 free or had raised thea GAO

Raoos.T saçm note 12atlt-12

ReaRaid.sifnunothSO.atl2l3

69 Rca eta cigna note 43 at Thinluded from the definition of operating expenses were 12b-l tees

paid by many fund ahirebolders 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 justitedon the ground that they are assessed not only to

encourage growth but also to stimulate improved shareholder service Krinsk Fund Asset Mgmt Inn.715

Stçp 472 490 n.37 SJ1N.Y 1988 Included as operating aposues fcwpusposes of the study were such

items as custodial and transfer agent
fees Rex at aLsupra note 43 at
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administrative fees such as custodial fees legal and accounting fees and transfer agent

fees but excluding 12b-l fees The id swdy observed that the ratio of bundled costs to

fluid assets the operating expense ratio did indeed decline as fluid size rose.10

Testing the ids Findings Verification and Unbwidling

To verify the lUs anaiysis the authors screened the Morningstar Principia Pro

database for domestic equity fbnds.71 After adjusting for missing and unusable data the

final sample consisted of total of 2161 actively managed noninstitutional funds Of

these 1090 were single class fluids and 1071 were multiclass fiends representing

consolidation of 3302 sub-fluids This approximated the IC sample of 2260 funds

The IC analysis used simple average operating expense ratios to aggregate

multiclass funds within ranges of fund size For comparison purposes the authors

initially used simple averages However weighted avenges are superiorY3 and hence

supply the principal data used in the authors analyses.74 Comparison of IC results with

the current study are presented in Table

70 R.eaetalnpranote4l.st2 15

71 Mnntgstsrs Principia Pro compilation fbr October 1999 was the principal source of data for the

authors atisiy This date was chosen as corresponding moat closely to pension fInd data presented in the next

section The Morningatar material contained data as of the end of September 1999 reflecting expenses
fur moat

finds as of the end of June 1999 Initially the authors total database was screened to include only domestic

equity findsa total of 5238 were obtained The sample included inde speeia1 balanced asset allocation

and few convertible bond finds Next funds with sero assets and missing data were eliminated This reduced

the sample to 4943 funds At this point multiclass funds were aggregated into single funds Such finds are as

aggregation of sub-funds each with diftirent distribution channels For instance there may be front-load fund

with or without 12b-1 fees back-load find with 12b-1 fees level4oad hind with 12b-l fees and an

institutional fund with no 12b-l fees and lower administrative fees Portfolio expenses and most tdmintstrsttvs

expenses are incurred at the hind level and prorated to share classes based upon share class assets Funds assets

ware totaled and averages of expense ratios operating expense ratios enanaganent fees and administrative the

ratios were obtained using simple sod weighted averages
where the sub-fund assets were seed as weights

Initially an analysis was conducted corresponding to the IC Table Results were nearly identical to those

presented
in the body of the paper Subsequently all index and single class institutional funds vtre excluded

from consideration and these results corresponding to ICI Table sire presented in Table Although they are

subject to minor inaccuracies maesegenscnt
fees from Momingstar were used as proxy for advisory fees Sec

isfre note 100 and accompanying text

72 Funds were excluded from conjidernticn if they reported bundled administrative noses or if advisoty or

administrative fees were zero The latter occurs flequently when the investment advisor temporarily waives all

or pert
of such fees as means of subsidizing the fluid ticslly during the etart-up period The majority of

excluded fluids were small tote assets less than $100 million and the balance of excluded finals were spread

uniformly among different-sized fluids An analysis of the total sample revealed no significant differences with

the exception of the vezy emaIl funds where the weivers caused average advisory and administrative fees to be

lower than some larger
funds

73 Using simple avemges the expenses of $1 million find would be of equal importance to $100

billion fund

14 The authors simple average numbers are presented in the text to demonstrate tint 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

ICI Study
Current Study

Fund Size Number Simple Number Simple Weighted

of Funds Avenge of finds Avenge Average

Operating Operating Operating

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Pointsj Basis Points

4250mm 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
45000 79 72 92 68 63

nun

Overall 2260 2161 114 75

The left-hand column in Table is the ICI breakdown by the size of flmd It is

expected that economies of scale will cause average operating expense ratios to decline

as fluid size increases and this is Indeed the case The study shows the operating

expense ratio declining from 147 basis points to 72 basis points as fund assets increase

from under $250 million to greater than $5 billion Operating expense ratios obtained

from Morningstar exhibited similar decline from 129 to 68 basis points although the

operating expense ratio averaged about 10 basis points less than the Id study5

The right-hand column of Tablc presents the weighted average operating expense

ratios These also decline as asset size increases5 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 ICI study which by bundling different

costs into one overall operating ratio failed to examine the differences between

advisory and administrative expenses

75 There are several reasons fbi the slightly
lower average operating expense ratios First the ICI study

contained over 150 additional smaller funds prtausnthly because such funds are more likely
to

rcport
to trade

association thai Morningstar Second the euthors study had larger
fuads This occurred because of the

combined effects of Sing stock market and slightly
later period of essalysis

which caused fund size to

appreciate and perhaps caused lower expenses due to economies of scale In addition the ICI simple average

methodolo allowed fir the exclusion of all institutional funds The currant study nsa able to exclude only

single class institutional flrnda and maintain the weighted average methodology Finally an ICI neff member

suggested to us that Moeningatar soetetisnea reports 12b-1 thea at the maximum rather than time actud level

Telephone Interview tith Brian Reid Senior Economist Inveatnient Company Institute Aug 23 2000 The

authors wart unable to confirsn this
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Having confirmed the essential equivalence of the Momingstar and ICI results

operating expense ratios were decomposed into advisory and administrative expense

ratios The IC asset groupiitgs 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 Admidistrative

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Points Basis Points

4250mm 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
Ovorall 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 negativo 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 fccs 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

advisnty fees Administrative fees on the other hand decrease froxn 43 to 17 basis points

6YY0 decline This decline is relatively smooth and linear Thus it is clear that

percentage-wise greater economics 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 fact.76 The authors data is

consistent with the ICs in showing unequivocally that there are economies of scale

operating in die fund indusiryP Fund operating expenses tend to decline steadily as

fund size grows However this decline is not uniform across administrative and advisory

foe levels Thc data reveals that fund advisors are reluctant to share economies with fund

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 point.c the hind industry is charging shareholders of

this subset of mutual fluids about $16 billion year to manage their funds The 92 funds

with assets greater than $5 billion represcnt about $1.3 trillion and their annual

management costs are about $8.5 billion Of the $8.5 billion about $6 billion are charged

for advisory services We have seen that advisory and administrative costs decline as

fund size increases but with administrative costs declining much more rapidly Find

advisory costs declined by the same percentage amount as administrative costs they

would average 2$ basis points for the largest funds 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 fur 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 hands

Swnmwy

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 hind

76 In foirness to the ICI there is no easy simple way to unbundle the data since the SEC has never seen

fit to define investinentadvisosy fees and require separate reporting
for that item As renslt the SECs staff

embarsassingly professes not to be able to detencsine directly whether economies of scale exist for advisor

Ibet REPORT mi MUflJALFUND FEB5 54110 nate

77 Other studies have likewise tended to find declines it hand expenses as assets have ballooned One

study by Kanon Bloch evaluated finds accounting for 80% of the industays equity
fund assets and thuS that

the average equity finals expanse satio dropped 16% between 1993 and 1999 on an asset-weightad basis

Richard Oppel JrFund Expenses Theye Going Down Down Down Connnhlonal Wisdom Is Belied By

the Numbers N.Y TIMEs July 1999 at ii The same IC study
that showed rise In overall operating

expenses front 1980 to 1997 also thoaad drop overthe seine period of time for the sante stray of equity finds

in total shareholders costs from 2.25% of net aseets to 1.49% Rea Reid ssqra nutc 50 at Ii The drop

principally
reflected lower distribution costs caused by investor preferences shifting from load to san-load fund

tow expense ratio finds and low-coat index flirt Bngle sspm note 48 see alas Yasy Morgan Mstual Fund

Lends Can Be Load Over ThseNEWSDAY Dec 1998 atFO6 The effect of the no-load option in driving

down overall rend distribution costs dcnsonstratea that in free nwket with load differences dearly diaclosad

investoss over time sic able to migrate in the direction of low-cost providers
of fund serviesa The choice

bctweanbtrying load and no-load fund is one uthinderad by any impediments save brand
prafaranee

and lack

of knowledge

Another posaibla source of dovnward pressure on selling costa is cut-rate pricing offered to investors

who buy load funds through 401k plans 9nvestors may look at their 401k plans
and start questioning why

funds offered through
the retirement plans have lower fits than the same finds offered outside the plans

Mindy Rosenthal Loud Cal in Lower Fees FUND DxREcrtoNs Ftb 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 assets9 Because most recent equity fund asset growth

has resulted fioni portfolio appreciation80 and has thus been costless to the advisor it

should not be surprising that the ratio of shareholder administrative expenses to fund

assets has tended to drop as funds have gotten bigger

Though administrative expenses have dropped as fund si.zc 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 IC1 that funds operating expense ratios consisting of advisory and

administrative fees lumped together have gonerally tended to decline with significant asset growttt Ran at

at siqn note 43 Nowhere does the ICI study altensptto focus solely on the tees charged for the single item

most kind shareholders want to buyinvestrnent 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 moat part not bellig shared with kind shareholders

Missing from the id
operating expense study is data showing the paventsge growth of revenues

flowing to fund managers in comparison with the growth of fond assets In contrast 1996 study reported that

while fund assets grew by more than 80% between 1992 arid 1996 kind managers revenues nearly doubled

from $11.7 billion to $23 billion Anne Rates SmIth FThy Those Fund Fees Matter U.S News WonLo Rnr

July t996 at 73 see also Oppel saprrs
note 77 rlwiliatever the fee cuts at some final companies they pale

next to huge revenue gains as assets under nianagernent
in stoek funds soared 44-fold to $3.2 zillion in the 15

years ended in May according to data from the ICtI. The ICIe Operating Expense Ratio rsdy is thus akin

to bikini bethingsuit it reals the interesting
aral conceals the vital

Another ICE theme is that the toed costs of fond ownership have been dropping for fund

shareholders See Impressing Price Coneiit/on srçnr note 40 at 06 statement of Matthew Fink President

Investment Company Institute This ICI policy position was subsequently backed up by study featuring

tortured results published in November of 1998 See Rca Reid ssqira
nate 50 finding that the total cost of

investing in mutual kinds or the total cost of find ownership has been decreasing Its methodology it

attackad in Bogle supra nrfle 42 Hogle isolated five flaws in the ICIa study First the results were weighted by

sales volume unweigsted expense ratios escalateS 649s from 0.96% to 1.58% Second the Id killed to note

that expense ratios for the lowest cost decile were up 28% from 0.71% to 0.90% Bogle theorizes that the

increase would be greater perhaps up 35-40% if Vanguard ware excluded from the sample Third the Id

data ignores the hidden cost of increased portfolio turnover among the industrys funds which cuts performance

sal generates taxable gains potentially adding another 0.50% to 1.00% in coats Fouith Bogle criticizes the

Ids cost data for ignorhig the opportunity cost of not being fully invested in stocks Ths cost Bogle estimates

at 0.6% Fifth Bogle faults the ICE data for ignoring the fees charged in investors who buy flint through wrap

acrousta Sixth and finally Bogle charges
the ICI with manipulating load costs by amortizing

sales toads

based on inaccurate assumptions which if corrected would increase average sales-weighted costs by an

estisnatad 0.50% to 1.85% hi That ownership costs have dropped due to lower distribution charges is tribute

to investors behavior at the purchase point where the load/no load
option

is visible sad Increasingly well

understood See GAO REPORT sign note 12 at 47 The convergence of increased consumer suphislicatiori

indexing isatihatonal sales and price sensitivity on the part of retirement pin iidrariariea are having an impact

in culLing distribution expenses charged by fond sponsors

79 That administrative costs should show economies of scale comes as rio surprise Admtnrslratr costs

are mixture of fixed costs directors 1kiea legal fees insurance premiums auditing thxes and state and

federal registration fees aid variable costs custodial and transfer agent free postage printing ate variable

muls are desnineted by transfer agent fees mc transfer agent maintains records of shareholders accounts and

transactions disburses and receives linda from shareholder franaaetiona prepares
and distributes account

statements and tax information handles shareholder communication and provides shareholder tranractiorn

saviees The GAO found that the bulk of stock and bond funds recent growth has coma from
portfolio

appreciation cirvuniatassee almost certain to create economies of wale See hAG RnT srqra note 12 at

80 As noted earlier the GAO found that 64% of equity fund growth was due to the
appreciation

in value

of portfolio sccuritiet Id
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oftbred 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. defmed

by the actions of producers not the actions of consumers Thus price competition is not

intense in tbe fund industry it is barely alive The fiduciary-managers seeming

ability to reap large rewards by not sharing cost savings with thud shareholders brings to

mind Professor Paul Samuelso.ns insightflul testimony before the Senate Banking and

Currency Committee in 1967 when it was considering fltnd legislation decided that

there was only one place to make money in the mutual fluid 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

EXPLORING mu Two-TIERED STRucuntE FOR PROFESSIONAL ADVISORY SERwcns

MUTUAL FUND Fuss VS PENSIONS FUND FEES

thir question is how the cost of professional management advice sold to funds and

their shareholders compares ilh 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 marlcetplace Active portfolio

management essentially is mental process It principally involves deciding which

securities to buy and sell in order to maximize rvturns 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 port%liose but

81 14

82 Mutual Fund Legislatlow of 1967 Hearing on 1659 Before ike Senate Coma on Bazsidng and

Currenc 90th Cong 353 1967 The investment paid off Ii See also Simon nra note 10 at 130 One
obvious fact emergat it is far more Isarrative to own mutual fund company than to invest in the companys

prodrarts

83 An even fairer qststion is what SinS henuelves are paying now for tIn professional management

advice they need in order toflinction The answer is not clear It has been suggested that only small fraction of

the total bill paid to the advisor by shnrebolders actually goes to pay for tin cost of produciug investment

advice Waggoner Block szqnu note at 3B quoting John Bogle for the proposition tInt only $3 tc $5

billion of the $55 billion earned annually by find engemait companies goes to investment sesourees

84

Two years ago Morningsts mutual fund analysts and warning investors that the Sisal industry

was rateheting up fees especially management faaa to dangerous levels forcing people to pay

premium prices for what is in essence commodity Worse says Jthn Rekenthaler the groups

director of research it has become pretty clear that over time funds with lower expense ratios

outperforsntlsose with higher ratios...

Longo acre note 10 at

85 As part
of the management procw.s the investment advisor will need to deal with atkllticmal issues

auth aa dividend reinveatmen cash balaaces and fowa fradmgcoats and market timing

86 Managers differentiate themselves in various ways There we large mid small and micro cap

managers as well as value growth balanced asset aliocation hytrid and quantitative managers However the

essential insight remains intact portfolio management isa mental
process

that is applicable to all portfolio types

and aizes It follows start 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

portfblios as well as for pension funds and mutual funds The portfolio owners identity

pension fond versus mutual fond should not logically provide reason fix portfolio

management costs being higher or lower Investment managers are regularly hired and

fired and those doing the hiring enjoy the benefits of competitive market Significantly

as we shall see some of those bidding for investment advisory work in the free market

populated by pension and endowment fUnd managers are fond advisors or their aftuliatcd

entities

Research Shows Fund Shareholders PayA PremiumFor InvestrneniAdvice

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 fond advisors had outside

advisory clients there was tendency for systematically higher advisory fee rates to be

charged open-end fUnd 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 Whartoa Report identified 54 investment advisors with both

mutual fund clients and other clients.89 Of this sample fUe rates charged the mutual fund

clients were at Icast 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.00

poascssing infinite scalubility just like the Internet or television Adding additional shareholder accounts does

not run up the cost of poitfolio management any more than adding viewers increases the creative coal 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 portfblio tends to be inconsequential See

STAFF or rem NEW Yosr INSTSTUTR or FINANCE STOCKS BONDS OrTroN5 Furuass4NVE5TMENT5 AND

Tesrtsa MARJCPTE 134 Stuart veale 1987 Generally the larger the fund the less the percentage
the

manager charges because it is almost as easy to run $200000 account as it is to runs 8100.000 accosmt You

just buy and sell twice as much of whatever it is youre going to buy and selLfl It is ttur that larger funds with

larger portfolios bear greater ending and shareholder admninitaltve costs However these are administrative

costs Since they we not charged to the investment manager they are irrelevant to the question of economies of

scale in the pricing of investment advisosy services

87 Wltzrct4 ScHooL or FINANcE Costusaca 87Th CoNc STUDY or Murthc FuNDs 493

Comm Print 1962 Iheremafter WHARTON REPORT

88 The price disparity was explained as followa

The
principal reason 1kw the dittenca in rates charged open-end companies and other clients

eppasrs
to be that with the latter group normal procedure

in negotiating fee is to arrive at

Lured fee which is mutually acceptabla In the case of the fees charged open-cod companies

they are typically fixed by essentially the same persons
who receive the fees a1thoeh in theory

the fees are established by negotiations
between independent representatives of separate legal

entities aS approved by democratic vote of the shareheldas This suggests
dat competitive

factors which tend to intluence rates charged other clients have not been substantially operative

in fixing
the

advisory
fee rates paid by nutual funds

Jot at 493-94

gp 1iat489

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 Cpmpaiy 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 finds end mutual fund complexes made by the Commissions staff.99

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 find industrys chief regulator For example one

author has contended that find shareholders pay nearly twice as much as institutional

investors for money management93 Other evidence that advisory fee structures are

unusually lucrative in the find 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 pensionsP

91 HR Rap No 89-23371966

92 WHARTON REPORT siqra note 87 at 120

93 Simon supru note tO at 130 The author makes key point
while overloolcing

another one In troth

mutual fluids are not different from institutond investors in fnrrn mutual fund as an entity actually is an

institutional investor Whets it cornea to fee discrepancies
the difibrence between funds and other institutional

investors does notturn on institutional nts it turns on self-dealing
and conflict of interest It is worth noting

that within the universe of Sand shareholders there ate some institutional investors many of whom tend to buy

shares in Stituticinal fonda Expense ratios for institutional funds are roughly half of the expense ratios borne

by retail funds Mary Rudie Barneby Wiry
Yost 401k Plan Needs an Iwiesinrent Policy and How to Establish

One En Fermion PLAN INVfSThOP.NT5 CONPRONTINO TODAYS INvasTMBWr ISSUES ERISA LITIGATION Tin

REOULA1VRY FgflPaCTWa PRACrSCAL IMPUCAnoNS ON PLAN MANA0EMSlT INVEsTMENTS 1997 at

7992 FL Tax Law Practice Course Handbook Seriea No J-397 1997 Some expenses auch as iranafer

agent costs naturally will tend to shrink as percentage
of Sand assets as account size rises See Rn at at

nra note 43 at IC data reflected as of year-end 1998 an avenge fund account size fur retail accounts of

$19050 for institutional accounts it was $76160 Id at n17 Even in the market segment populated by

supposedly eophiaticsted institutional fund investors there is room to question
whether robust price competition

operates
Sn Elizabeth White DCL issues Section 401k Fee Guide Continues To Consider Further

Requirements 25 Pnis BEN Rar DNA 1545 July 1998 noting employers generally are

unknowtedgeable about fund expanses see also Ram Spencer Disclosure Requiredfor Fee Arrangements

Between Maiuoi Fiuids aid Service Providers EMPS.OYEE BEN Ps.A.N REv Ian 1998 at 14 noting that 401k

sponsors
have tended to snore fund investment management fees

94 Control positions in pension management companies who must compete in the free snasicet fix

business and who risk getting fred tend to sell for less

Because the pension fluid accounts managed by Aeltus pay annual management fees that average

only 10- to 30-hundredtlm of percentage point and because those accounts can easily change

managers companies like Aeltus car he difflcnlt to sell and may fetch lovar prices than 11w sales

nf management companies that advise nsubral funds The menagera nf pension AS assets often

sell for prices equal to twice the annual marargement thea

Michael Quint Aegis is Seen Seeking Buyerfor Aeltus Invesisnent Unit N.Y TIMES Mar 23 1995 at D2 Foe

multiples in control purchases are higher in the fund industry
See Bony Bust Fronileses Good Vet

Asset Monagensent isAdried Value PurlsIONs trw Oct 131997 at stating that Sand managers reported

to sell fur four or more times annual revenues William Rberner Acquisition of Mutual Fiend Families

Corporate and Regulakny Leases in UNDERSTANIXNO SncuRnlES PaoouCrs or INsuLsNcs Cnaowisas

2000 at 415 418 PU Commercial Law Practice Course Handbook Series No 7992000 rock price

multiples of mutual Sand advisors are often larger than those of othes types
of financial aervscea companieC

According to its March 2R 2000 Fnem 10-K Rnwa Price Associates tms revenue totaled $1.03 billion the

0000394



Case 21 -cv-01 083-DMC -JAD Document 1-6 Filed 02/25/11 Page 37 of 80 PagelD 395

F1MLA.R.DOC XCEMBER 162003 949 PM

630 The Journal oJCorporation Law

Io verity whether the advisoty 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 finds 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 fiends and 36 of these provided usable

data96 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 purpoees the analysis was restricted to actively managed domestic

equity portfolios flecause 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

portfolio sine 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 basin points up to

$100 million and 20 basis points ott 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 nsanagement.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 advisoiy fee rate for each manager In the balance of the

cases 56 fimds sent both fee schedule and the actual advisory fee paid.98 Some funds

37 or 17% had performance fccs built into their advisory contracts Of these 27

provided actual fee data and the balance indicated that no perfonnance 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-cad The firms market capitalization as of late July 2000 was $4.89 billion See Robert

MCGOUgh Ken Browa Rowe Remains Aloof Amid Merger Dunce Bed investor May End

Disarpoznted WAIL ST July 31 2000 at C2 Recently Pioneer Grot hc parent
of fund manager Pioneer

Imestmnent Management was acquired fir $1.2 billion Id at C2 discussing the acquisition and chainctetizing

Pioneer Investment Management as finn that has been struggling lately The acquisition prices wore

slightly less than five times Pioneers 1999 revenues from continuing operations See The Pioneer Grrnq inc

Reporte Reaulu for the Fourth Quarter ned Year Ended December31 1999 Bus WiRE Feb 11 1999 LEXIS

Cumws Ele Sor an account of control tiansfer for fund advisor at price meecding 22 times lhc annual

management fees see Boots siqrra note 30 at 327-28 discussing how an advisor sold itstif fr $1 billion at

time that annualized fees were $45 million tees were raiaed substenhally pee- and post-control sale

95 lbs 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 contxibutioæ
plane

and Invented exclusively in mutual funds two refused outright one wanted $500 to collect the data and the

balance five funds lasi incomplete data

97 Aaict levels were typically provided as of June or December 1999 which correspond to the 1998

fiscal car end the 1999 calendar yenr respectively

98 Although there were some smell diffcrcnecs between scheduled and actual advisor fees paid analysis

revealed no average net difference between th two approaches In the analysis that follows th greater of the

feee 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 Weighted

Portklio Average Fund Avenne

Dedile Size Mv Fee Size Adv Fee

3mm Basis Pts $mm Basis Pb
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 passion

fund portfolios the mutual fund sample has been restricted to those funds with financial

characteristics closest to those of the pension iliad sample In Table the bottom line

showing the overall category reveals that investment advisory fees are twice as large for

mutual funds as they are for pension funds even though the average actively managed

domestic equity mutual iliad is nearly three times as large as the average actively

managed equity pension portfolio

99 Inftially
all nnttual funds1 including multiclass funds with assets less than $15 million were

elinhated This corresponded to the smallest pension portfolio Ne all balanced esset allocation specialty

coirestible bond and index funds were discarded as well as those funds classified as domestic hybrid by

Morningitar Finally all funds with ccsnnsitrmerd to bonds greater than 5% were eliminated as well as those

single class funds with inception dates after May of 1998 The above procedure geintes sample of munial

funds closely corresponding to characteristics of portfolios of public pension funds The final sample consisted

of 1.343 flails of which 659 were single class funds and 684 were multirlass funds representing total of 2111

sub-finds

100 The
analysis attempts to put pension and mutual fund advisory costs cm comparable basis This

process was confoanded sometS by inconsistent reporting otadvisory and administrative costs ancmg muftial

flsnd
SpecifIcally

the management the reported in Momingstsr sometimes includes not only fecs for

advisory services but sosnc administrative serviccs as well This seine problem hindcred the SBC staff in its

recent analysis
of fund fees and expenses See REPORT ON MUTUAL FunD Eras siQra note The authors

methodology minimized the impact of such probiems by excluding from the sample funds shown by

Momingstsr to have no administrative fees Suoh funds tended to be small Those funds that bundle some

edministretive costs in the management lie are also likely
to be nail and have minisn3l impact on category

aversgee wtiicb are calculated on an asset-weighted beds Analysis
of the tipper data which explicitly

differentiates between management and advisory fees1 revealed weighted avenge difference of shout three

basis points
The authors consider this difference inniatenial in the overall comparison of advisory fees bettveen

pension end niutnal Sands

2001
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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 fbr an average portfblio of $36 million and

mutual fund owners paying 77 basis points for an average fund size of $24 million.101

From that starting point pcnsion fund advisory fees decrease in an esseaitially linear

fashion as portfolio size increases Fees decline from 60 basis points for the smallest

portfolios $36 million on average io 20 basis points for the largest $1.55 billion on

average The competitive nature of the market for investment advisoiy 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 fur mutual funds The average fee charged is essentially

flat through the first seven deciles and the fee is consistently greater than 70 basis points

Fees decline when fund size increases above about $750 million but the decline is not as

steep as it is for pension portfolios The top decile has an average flmd 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 decile02

Figure

Investment Mvisoty Fees

575910
453.S

Pension Fees Mutual Fund Fees

101 There are respectively 22 portfolios
in each pension fund decile 135 mutual finds in the first three

mutual fund daciles and 134 funds in the remaining deciles

102 The thaxt is somewhat misleading in that the size of the avenge fund is diffeent for public pension

and mutual funds hi 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 fluid

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

portfolioilfunds 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 fluids 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 size.103 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 fund size Regressions of the following form were run on both the pension

and mutual fund data Advisory Fee Lu 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

Typo Degrees of Explained

Freedom Intercept Ln Size Variance

tstat tstat

Mutual Funds 1342 91 -33 .06

4lS -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 thc mutual fund regression This reflects that pension fund fees

are three times more sensitive to assets under management than mutual fund fees The

level of explained variance is more than four times greater for pension funds than mutual

funds This means that equity portfolio size explains only 6% of the variation of mutual

fund advisory fees but 27% of pension advisory fee Clearly there are variables other than

fund size that impact advisory fees for both pension and mutual funds and there is much

more unexplained variance in the case of mutual funds than pension funds

103 From Table funds with greater
than $5 billion in assets represented less tben 5% ofthe total number

of funds 92 out of 2161but controlled 60% of the total assets under managunent

104 See David Lalzko Economies of Scale in Mutual FrmdAdSnislrWlon 221 FiN Ras 331 1999
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It is clear that public pension fund portfolio managers are willing to accept lower

fees for greater commitment of hinds under management There is no evidence that

managers of public pension hind 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 diffurences for the advisory function between managing an equity portfolio

for pension hind or mutual fund To the extent that hand shareholders require special

attention those added cost diffrrences 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 finds management contract The authors conclude that the

chief reason for substantial advisory fee level differences between equity pension hind

portfolio managers and equity mutual flmd portfolio managers is that advisory fees in the

pension field are subject to marketplace where arms-length bargaining occurs As

rule fund shareholders neithcr benefit from anns-length bargaining nor from prices that

approximate those that arms-length bargaining would yield were it the norm

orfolio Company Size and InvestrnentActvtsory 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 hind portfolio Company size is measured by the finns market capitalization

defined as the pmduct of the number of shares outstanding and the current market price

per share Generally portfolios are labeled large mid or small cap capitalization

portfolios Definitions vary but typically large cap companies/stocks have total market

value in excess of $10 billion mid caps range from $1 to $10 billion and small cap

stocks are generally defined as having market capitalization of less than $1 billion

The pension and mutual hand 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 Momingstar explicitly labels all funds for market

capitalization The results of the analysis are presented in Table

105 It is generally recognized
that investment managers charge higher fees for managia small and mid

cap portfblioe athough the explanation for this not insnediaialy nhvoua One reason could be that

information shoot laige cap stocks is wdely available and the market for smh stocks is generily viewed as

highly
efficient

0000399



Case 211 -cv-01 083-DMC -JAD Document 1-6 Filed 02/25/11 Page 42 of 80 Page ID 400

FJ1DOC DECEMBES 162003 949 PM

2001 MutualFundAdvisolyFees 635

Table

Comparison of Public Pension aid Mutual Fund Investment Advisory Fees for

Portfolio Management of Large Mid and Sinai Capitalization Firms

Public Pension Funds Mutual Funds

Average Number of Advisory Average Number of Advisory

Portfolio Portfolios Fees Fund Funds Fees

Size Basis Pts Size Basis Ni
$mm ________

$mm _________ ________

Large- 3555 92 21 $2068 100 52

Cap

Mid- $421 17 42 $636 309 71

Cap

Small- $194 68 58 3374 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

fund portfolios However there are significant differences between the two samples

Mutual funds charge far higher fees in relation to pension fund portfolios for managing

large cap portfolios The weighted average large cap advisory fee of mutual funds is 52

basis points as compared to 21 basis points for pension fund portfolios about 150%

higher Moreover the average large cap mutual fund is almost four times larger than the

average pension fund portfolio $2 billion versus $555 million

Mid and small cap portfolios exhibit similar although attenuated patterns The

weighted average mutual fund 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 llanagersFrictng Fund Management vs Pension Management

There were total of lID different money managers in the 220 pension portlios

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 In addition those mutual fimd assets

of the coiresponding managers that met the screens for direct comparison with pension
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fluids are presented The table shows total assets the number of funds and sub-funds and

the weighted average investment advisory fees

Table reveals that different investment managers apparently have widely different

pricing policies.106 Alliance Capital Management charged its mutual fund customers on

average more than 350% more than its pension customcr 84 basis points versm 18 for

pension portfolios Ark Asset Management on the other hand charged its mutual fund

customers about 70% more but with only about third of the level of assets under

management Putnam Investment charged about 50% more arid 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 fcc for mutual

funds was 54 basis points basis points lower than the overall average

106 Care treat be lakeis in irderprethg these data because the number for some managers include

mixti of invstmcnt styles and are thus not strictly comparable For instance Putnam mamgea six pelnion

portfolios comprised of two large and four small cap funds Of the fourteen Putnam mutual funds nine am

large pap three are mid cap and two are anisE cap Moreover where Putnam is concerned there far higher

level of mutual fund thai pension fund Sssets under management On the other hand all of the Alliance Capi

portfolios pension and mutual funds are large cap portfolios

Table

Comparison of Individual Manager Fees For Pension Portfolios and Mutual Funds

Public Pension Portfolios Mutual Funds

Total Nuinberof Weighted Total Number of cumbei Weighted

Assets Portfolios Average Assets Portfolios of Sub- Average

Smin Advisory $mm Classes Advisory

Fee Fee

Alliance 7817 0.18% 24577 16 0.84%

Capital Mat

Ark Asset 2442 0A5% 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 IC 38 0.55%

Putnam 2113 0.3 1% 122459 14 48 0.47%

Investments

Overall 20927 0.23% 178369 0.54%
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Externally Managed Vanguard Equiiy Fund14dvisory Fees vs the Fund industry

It was noted earlier that the Vanguard Group of mutual fUnds tends to present lower

cxpcnse 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 dirently the Vanguard funds are uncontaminated by the conflict

of interest that affects most of the rest of the fund industiy 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 fccs This point is illustrated

below in Table which shows investment management fees for the ten actively managed

domestic equity funds offered by the Vanguard Group as of the end of J999107

1O7 These data were obtained from the annual reports of the fund as of the dates shown in the nght-hand

colunit
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Table

Vanguard Investuient Advisosy Fees for Actively Managed Domestic Equity Funds

Fund Investment Advisor Base Actual Asset Size Date

Fee Fee billions

Basis Basis

Pta Pta

Capital PrimeCap Management 40 40 $5.4 10/99

Opportunity

Equity Newell Associates 16 14 $2.4 9/99

Income Spare Kaplan Bischel

Assoc

John Levin Co

Explorer Granahan Investment Mgt 22 22 $4.1 10/99

Wellington Management

Chartwell Investment Ptrs

Growth Franklin Portfolio Assoc S9.3 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

Selecled Barrow Hanley 38 19 $0.2 10/99

Value Mcwhinney 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

Mewbinney 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 lowcr than the industry as whole The weighted average base fee for the

ten funds is 14.9 basis points The base fee of the ten funds avage portfolio size is

$11.6 billion This is roughly in line with fues 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 $97 billion also decile 10

in Table more than double the advisory fues pension Inds pay and more than three

times great than the fees paid by the Vanguard Group
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The Vanguard Group aggressively negotiates performance
fees as part of Its

investment advisory contracts This practice causes the weighted average of actual fees

paid to the Vanguard external managers 13.2 basis points to fall below the weighted

average base fee The chief reason for the difference between the weighted average base

fcc for the managers and the actual fees paid is due to the penalty assessed against the

Windur funds managers for their under-perfbrsnance In all five of the tcn flmds

experienced investment advisory fee reductions as result of unfavorable performance

and one fluid 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 fluid 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

FurtherEvidence of Questionable Fund Industry Behavior Charging HlghAdvisory

Feesfor Passive Equity Portfolio MancemeU

When portfolio/fund is passively managed there is no stock picking active

management involved Rather the fund attempts to mimic the returns of some markct

index such as the SP 500 or the Wilshire 5000 Funds using this approach are called

index fluids and the process
is called indexing.tOB Pension fluids and mutual funds

normally investment advisory fees for passive management although in sense the

tenu 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

management09

To test whether the fee disparities previousLy found for external equity portfolio

managers hold fur index funds the authors collected data on passive investment advisory

fees for mutual funds pension funds and the Vanguard SP 500 Fund10 The results are

presented in Table

108 See ag Jonathan Clenients GentngSraneth index PwsdsAre HotThu hutch One WALL St

June 1990 al Cl

109 See e.g James White linesting
Lesion of the Eighties

The Decade Phenomenal Growth for

Institutions WAn St Dcc 26 1989 at C1l7
110 fir analysis

limited to plain
vanilla SP $00 indexed portfolios

it is also common to find

portfolios
indexed to other indexes such as the RssascIl 2000 or the Wilshire 5000 stock indexes In addition

onhasmcd 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 Funds/ FundPortfolio Investment

Portfolios Size billions Advisory Fee

basis pts

MutualFunds Total 36 $2.1 20

Mutual Funds Reduced 31 $1.2 16

Pension Funds 20 52.1 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 20 pension fund portfolios examined

The typical mutual fund of the same size paid 20 basis points to their investment

advisors These results ore confounded somewhat by the willingness of some funds

investment advisors to reduce total expenses.111 Elimination of the five funds following

this practice reduced the average portfolio size to $1 .2 billion and the weighted average

investment advisory fee to 16 basis points figure that is still more than ten times the

weighted average pension index fund advisory fee The Vanguard SP 500 Fund First

Index was $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 points.U2

It is difficult to see bow mutual fund investment advisors can justi advisory fucs

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 1es for externally managed mutual funds are bloated where

arms-length bargaining occurs fees charged for an identical service are dramatically

lower

111 Iha best example of this lathe I5idctity Spartan
Iund It was $27 billion fund in October 1999 and

the contractual and actual investment advisory ss 24 basis points However by agreement the expense

ratio is limited to 19 basis points and the procedure In accomplish this reduction in overall expenses

Unfortunately this expense reduction cannot be uniquel ociated with adisory or administrative expenses

In the fInal analysis an overall expense ratio of 19 basis pints if maintained is quite competitive
and

ressonable Sec
.nçrts

Table illustrating that for large equity funds average
administrative fees alone

approximated 17 basis points This is not miD of the remaining funds which had weighted average

administrative fee of 18 basis points in addition tu the 16 basis points investment advisory
fee

112 The expense ratio was IS basis points reflecting
fund administrative coats There were no distribution

fees

0000405



Case 21 1-cv-01083-DMC -JAD Document 1-6 Filed 02/25111 Page 48 of 80 PagelD 406

A.R.OOC Dacnaaal62O03 9A9Pttl

2001 Mutual FwsdAdvisory Fees 641

Analysts of Causes Underylng the Fund Industrys Dy3Jiinctional Competitive System

Introduction

The tlsnd industry is over-regulated and under-policed The absence of strong

corrective influence should not be surprising Those in control of an industry boasting

over $7 trillion in liquid assets can afford superb lawyers lobbyists and public relations

specialists The fund industry has all of these in abundance 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 remediest15 and cannot be counted ore to alter the way

113 See e.g GAO REPORT ssqau note 12 Appendix IlL at 117-20 Letter from Matthew Fistic

President ear behalf of the Investment Company Itite defending the status quo in the thee of the GAOs

recommendation for enhanced shareholder disclosure On the other hand tire IC has taken some pro

shareholder positions
such as supporting increased funding for the SEC privacy protection for shareholder

information and limitations on personal Setting by fund managers Lewis Braham Raw Deal for Finrd

Shareholders Bus Wtc July 312000 at 94

114 bqnvvtqPrice Congreiftion sspm note 40 at Staternait
of Matthew FisiZ President Investment

Company Institute Mr Fink finds the mutual fund industry competitive to an extent other observers do not For

example the GAO recently issued detailed report finding that mutual fiends generally do not attempt to

compete with each other on the hagis of costs for example competition is traded GAO REPORT supra

note 12 at 62-65 The report
observed that nrmst economists view competition in the mutual tint industry as

irnperfeet Id at 64 It also noted that there was sonic evideste that competition was not completely absent

pcinthigto
the growing popularity

of Sex fUnds arid tire fact that the two largest
fund groups are among the

industrys loweom providers Id at 65

On behalf of the ICI Mr Fink greeted çreltsninaiy 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 Ftnk Ircsident Irmvesitnent Company Institute to Thomas McCool Dirccteç Financial

Isetitutiuris and Market Issues U.S General Accounting Office May 2000 reprinted In GAO REsORT

spm note 12 at Appendix Ui In fact the only use of the phrase hisly competitive found in the GAO

Report is in Mr Finks letter
vdrich

appears
as ems atthelnnent What the GAO actually found na this

thousands of mutual funds compete actively for investor dollars competition
in the

mutual fund industry may not he strongly influencing fee levals because ftssd advisors generally

compete on the hams of performance measured by returns net of Thea or servjczs provided

rather than on the basis ofthe iCes they charge

itt at7

115 The Private Securities Litigation ReRam Act of 199515 U.S.C.A 78w4 West 1997 enacted over

Prrsident Clintons veto is such statute It was desigeed to

curb abusive practices
In the conduct of securities class action suits C2 put greater control

over class action suits in the hands of large shareholders who are not professional plaintiffS

require snore detailed information about settlements to be disclosed to shareholders deter

plaintiffs
from bringing frivolous lawsuits by imposing sanctions in appropriate cases give

courts discretion to grant early dismissal of suits provide statutory safe harbor for fcnnnd

looking statcments and provide cap on damages by limiting joint and several liability

Laura It Smith The Battle Between Plain Meanhw and Legislative history Which WI Decide the Standard

for Pleading Science after the Private Securities Litigation Refonn Act of 1995 29 SANTA CLARA Rsv

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 clan action suits involving publicly-heM companies

by enacting the Securities Lit%ation
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 fimds 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 Ibrum with impressive

precision fluid shareholders claims have been presented scrutinized and with scant

exception ibund wanting16

Section 36b Case Law Safeguards tire Status Quo

The traditional lbcal 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 plaintifib 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

plaintiffs have the burden of proof meaning that self-dealing fiduciaries are relieved of

the burden of proving fuirness20 damages are not recoverable for any period prior to

one year before the action was institutect2 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 On the less-weighty

pm-shareholder side of the ledger section 36b lawsuIts are immune from the strictures

of the Private Securities Litigation Rthrsn Act24 Section 36b though important in

16 Fund management companies have staling litigation record See RAUMOL aT AL sign note at

68 72-74 84-85 LIke nig Tobacco tbrxl aporaon lii data have never paid dane in damages in omes alleging

excessive advisory thea unlike the tobacco companiea they have sever lost an advisory the lawasit on the

merits Moat of the eases challenging fund fees as excessive have been settled those that did not rattle sea

dismissed 1st

117 15 U.S.C 80a-35b 1994
118 See Kalish Franklin Advisors Inc 928 F.2d 590 591 36 Cfi 1991 cart nied 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 cert deAed 485 U.S 1034 1988 Gartenberg Merrill Lynch Asset Mgnit Itt 487

Supp 9991001 S.D.N.Y afd 636 F.2d 16 17 2d Cir 1980 ceri denied 451 U.s 910 t981

19 Investment Company Act of 1940 36b 15 U.S.C 80a-35b 1994
I2 It 80a.35Q4l

121 Id 80a-35bX3
122 Id

123 Id lOa-35bX5
124 Pub No 101-67 109 Stat 737 1995 Most fund shareholder class actions seeking relief under

other fern theories are doomed by the Private Securities Litigation Reform Act of 1995 re in isL is

Casullo Deere Wilier Discover Co 11998 Transfer ninrier
Fed Sec Rep CCRfl 90299 at 91091

SD.N.Y 25 1998 Casitito involved adam action brought by three Florida investors who had lost

money adler
investing

in Dean Witlers investment company offerings Two of the class soprescntativcs Castillo

and Fernsndez were deseribed as inexperienced
and

elderly
Id at 91092 Fernandezs investment of $15000

in Dean Winiers U.S 3ovcnnnent Securities Trust represented his life savings 14 The third class

representative Chsrpks was described as having little knowledge of mutual funds prior to investing with Dean

Wittcr It Clam nelione
against

fund independent directors have been made
particularly

difficult by the new
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setting standards fbr fluid directors fiduciary duties is not the Jast word on the subject

Section 36b does not preempt state law fraud and fiduciary duty claims.1

The seminal case interpreting section 36b is Ciartenberg Merrill Lynch Asset

Management Inc.UG suit brought by shareholders of Merrill Lynch Ready Assets

Trust successful money market mutual fluid Between 1977 and 1981 the trusts assets

had skyrocketed from $428 million to more than $19 billion generating jump in the

fluids management fee from $1.6 million to $39 million.127 The plaintiffs claimed that

the find 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 plaintiff contended that the cash should have been passed

on to the funds shareholders in the fbnn of lower costs and higher net investment

returns128

litigation See Jordan Eth Christopher Patz Securities Litigation and the Outs We Director 33 KEY SEC

C0MM0UITIESRF.0 952000
For present purposes plaintiffs key claim was that Dews Witar secretly paid extra coanpamadon to

its brokers to came them to push Dean Water finds dat were unbeknownst to plaintiffs higher priced and

worse performers
than other available funds Co.stilIo 1998 Trait Binder Fed Sec Rep CCII at

91093 decause the suit was brought as class action the plaintiffs were required to satial3v the pleading

requirements of itt PrIvate Seeurities Lilgalion Reform Act of 1995 and they failed miserably Id at 91094

The first stumbling
block was loss causation La the need to connect the deception

with the rnsising less Id

The court noted dart what caused plainti damages was poor perfornswsce by the funds an event unrelated to

the compensation payments to the registered representatives
who hod sold them The court thus found that baa

causation had not properly been pleaded list at 91095

fit court likewise inspected
and found wasting the various alleged misleading statements or

omissions asserted by the plaintiffs Casutllo TisnaforBioderl Fed Sec Rep CCII at 91096-97 The

court rejected out of hand the notion that Dean Witter owed an obligation
to compare its finds allegedly poor

perfosmances with competitors products finding as matter of law that there is no obligation in disclose

infornation about competitors products hi at 91.097 Significantly
the court implied

that placing such

burden in Dean Witter would be unfair because it would be lard for the broker to define its competitors for

purposes of comparison particularly since the vwious holdings
in nsutssl funds arc ditThrent in innumerable

respects lii at 91097 n.10

As for the claim that plaintiffs were duped because they were not advised that Dean Witter brokers

were p.tid extra compensation to favor Dews SPlatter funds the court scolded Plaintiffs should have been aware

that sale of Dean Witter fund as opposed to so outside fund would mean greater cosnpesisation for the Dean

Water companies and that requising any special vaming about salesperson
cenflicts would impose new duties

never previously recognised
uader the securities laws hi at 91098 Here the court simply was dead wrong

Receipt of secret profits by fiduciaries has long been recognised as grounds for securities fraud suit See e.g

Coburn Warner 110 Supp 850 S.IXN.Y 1953 Qiolding
secret rnmsoisascm actionable SEC

Kaweske flansfer Binder Fed Sec Rep CCH 98950 at 93600 Cob Nov 28 1995

holding that secret commissions received by the fund advisor flosn issuers actionable See aLso Investment

Company Act Release No 9.470 10 S.E.C Docket 680 611 n.3 Oct 1976 Cit would anise serious

qiastions under the anti-fraud provisions. for broker-dealer to reconunessd change of customers

investment. merely because such change would result in compensation for the broker dealer. lit sane

view can be found under state law See OMaliey Boris 742 A.2d 845 DeL 1999 holding that brokerage

finns receipt
of owoerahtp interest in fund nssnagenscnt company in exchange for trsrufbr of firms

customer accounts to new fund coanpiex may be material act required to be disclosed to customers wider

Delaware flduciasy duty law

125 See Greta Find Asset Mgmt LI 245 F.34214 3d Cir 2001

126 694 F.2d 923 2d Cir 1982

127 Id at930

128 1det928
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En route to affirming the district courts order dismissing the fund 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

weighed.J29

In determining whether the foregoing standard is met the following factors

need to he weighed the nature and quality of services provided to fund

shareholders the profitability of the fluid to the advisor-manager

fall-out benefits economies of scal comparative fcc 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 advisornianager and the fund it services tends to weaken the

weight to be given to rates charged by advisors of other similar finds.131

argument that the lower fees charged by investment advisors to large

pension fUnds should be used as criterion for determining fair advisory fees

for money market funds must be rejected.t32

As the Gartenberg tests first prong demonstrates section 36b exists lo help insure

that prices paid by fund shareholders reflect prices set through arms-length bargaining

The test furnishes blueprint fUr those interested in designing challenges to allegedly

oppressive fee regimes Nevertheless despite gaping differences between fee schedules

for advisory services used hi the fund industry and elsewhere no plaintiff has yet met the

Garrenberg 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 Jdat9ZS-29

ISO Ii at 929-32

131 Gonenbwy 694 F.2d at 929

132 fiat 930 n.3 The cowtjustiftsd its nzllng on this point on the grounds that nature and extent of

the services required by each
type

of fend differ sharply... pension fund does not face the myriad of

daily purchases aid redemptions throughout the nation which must be handled by the Fund in which

pxclaser may inveatfor only afew days Ii

133 Un term was coined by Judge Hensy Friendly in discussing the role of courts in reviewing fund tee

cases

There is common law liability of directors for waste and while plaintiff who seeks to prevail

on that score may have to show that the fee is not namely unreasonable but unreasonably

unreasonable court still las the job of conparing what has bees done with what las been

recewed

fnvessmnt Company Act Amendments of /967 HearIng on HR 950 and HR 951/ Before the Sabcoaa on

Commerce wed FM of the Comm ott fnrerstase and Foreign Commerce 90th Cong 610 1967 statement of

Judge Heniy Friendly U.S Appeals Cant N.Y N.Y.
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The Gartenberg plaintiffs failed to prove either the presence of economies of scale

or the advisors failure to share them with the Thnd.tM 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 find assets to manage.135

Thus fund advisors conceited refusal to compete with each other inures to their

advantage to the extent it insulates the fund industtys advisory fee price structure from

comparison with fee structures in related fields such as the mattel for pension advisory

services where arms-length bargaining over fees occurs not just in theory but in fact

Happily for equity fund shareholders Gartenbergs refusal to allow use of comparative

fee data seems limited to the facts before the court In Garlenberg the court was

addressing usc of pension fond fee data in suit challenging fee levels in money market

fund The courts ruling on admissibility would have no force in an apples-to-apples suit

where equity pension fund Ibe levels are compared to fee levels for an equity mutual

find

Nonetheless in Kalith Franklin Advisors Inc136 the district court dismissed

fiduciary duty claims against the defendant fund invesiment advisor holding that it was

improper to compare the profitability of fond managers to earnings reaped elsewhere in

the financial services aret 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.t37 The fund in.Kalish invested in 1NMA

securities The court in Kalish held ia essence that the designation similar thnds

required disregarding evidence drawn from comparison with Vanguard groups low-cost

ONMA fund.38 The court branded any comparison with Vanguard seriously

flawed139 even though Vanguards ONMA fond like Franklins was managed by an

extemal investment advisor.110 The court focused on factors that distinguished Vanguard

funds as unique including their internal management and their tendency to furnish

134 Ganenberg694F2dat931

135

We disagree with the distict courts suggestions that the prinipal factor to be considered in

evaluating thes thiniess is the price charged by other similar advisors to fluids managed by

them that the jrice charged by advisors to those Rinds establishes the free end open market

level for fsiuciaiy compensation that the market price. serves as standard to teat the

fsintss of the itrealinent advisory fee and that to is felt Wit ia in harmony with the broad

nesS prevailing market choice avaslable to the investor Competition between money market

Sands for shareholder business does not support an inference that competition must therefore also

exist between advisor-snanagae for Rand business The former may be vigorous even though the

latter is virtually non-existent Each is governed by different forms Reliance on prevailing

industry advisory fees will not satisfr 36Q.

Gartenberg 694 P2dat 929 internal
citations omitted

136 742 Supp lmsnwY 1990

137 fatal 1237

13B See Sri at 12301250 discussing and sejectieg the Vanguard analogy

139 fat at 1250

140 fat at 1231 DistInguishing fedora foeussd en by the court vera that the Vanguard Rinds were unique

due to their internal management and their tendency to flsrnish corporate rnmiagement administrative

shareholder accounting marketing and distribution services on an st-cost basit Kalirh 742 Supp at

1231
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corporate management administrative shareholder accounting marketing and

distribution services on an at-cosf basis.141 The court viewed the low advisory fee

.03% charged by the Vanguard ONMA funds external advisor Wellington

Management Company as attributable to the the great buying power possessed by the

Vanguard group.142 Not mentioned by the court was another plausible justification that

the Vanguard funds board had bargained effectively and aggreisively 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 funds.143 An expert in the financial services field offered

one-word appraisal of the Kalish courts refusal to accept the Vanguard GNMA analogy

argued by plaintiffs Heresy.144

The district courts in Krinsk Fund Asset Management Inc.145 and Scwyi

Rowe Price Prime Reserve Fund Inc.were equally willing to favor industry defense

arguments Like Gartenberg each dealt with attacks under section 36b on advisory fee

levels assessed against shareholders of money market mutual funds The court in Krtnsli

dismissed fiduciary duty claim against Merrill Lynch advisor to CMA Money Fund

under section 36b47 and also dismissed proxy claim under 14a-948 In construing

the Gartenberg factors the court in Krinsk made number of significant mlings 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

perfurmance ratings the court rejected the concept of risk-adjusted return as standard

of fund performance
measurement.15

On the crucial issue of the advisors profitability the court in Krbisk received three

expert reports presenting widcly varying findings Plaintifth expert testified that in 1984

the CMA generated pre-lax 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 55g153 The court understated the issue when it

141 Ii quoting latter sent to the defendant horn Lipper Analytical Serviccs Inc leading source on

statistics of mutual find performance

142 Id same
143 Id

144 Interview with Richaid Ennis Founder and fonner Oüef Executive Officer Erints Knupp Astor

July 192000
145 71SF Supp 472 S.D.N.Y 1988

146 663 Supp 962 S.D.N.Y 1987 gJd 635 F.2d 45 2d Cir 1987 ccis dented 485 U.S 1034

1988
147 Krfn4 715 Supp at 502-03

148 Itt at503

149 1dat487

150 hZ This was dubiom ruling
One obscevor hen found that one of the fund induetrye chief disclosure

shortcomings is dat there is little quimdtathe risk disclosure Quantitative measures of risk can grestly
aid in

judging thc quality
of mutual fund Improviisg

Price Compedi ion swpra note 40 at 53 1998 statement of

Charles Trzeinka Professor of Finance Stab Unrvereity
of New York at Ruffnlo

151 Kuk 715 Supp at487

152 itt at 489 citing to tables within the case

153 Itt citing
to tables within the case

0000411



Case 211 -cv-01 083-DMC -JAD Document 1-6 Filed 02/25111 Page 54 of 80 PagelD 412

FINAL_Alt flOc
Ozcswn 162003 949 PM

2001 Mutual FundAdvisozy Fees 647

held that it is safe to say that fee based profits fall somewhere in the range betwecn the

positions.M After disparaging both sides presentation on profitability the court

concluded that weighted avenge 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%155 It is not credit to either sides Iawyering that the court was

left to guess at what thc advisory fee netted the funds advisor56 Moreover given the

courts obvious uncertainty about the advisory contacts profitability it is difficult to

conclude that the funds 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 fends directors to demonstrate

clear understanding of the advisory contracts profitability to the advisor

Plaintiffs fundamental problem in Krirssk thus mirrored the problems encountered

in Garrenburg and Katie/I lack of solid proof57 As in Gartenburg and Katie/I the

court in Ktzsk evaluated comparable expense ratios in way that was highly favorable to

the defense.158 The court found that expense
ratios for stand-alone money market ftmds

were less relevant than for other brokerage money management accounts and citing

Jartenberg that comparison with even those funds was of limited value due to the lack

of competition among advisors for fund business.59 The court found that the CMA

Fund expense ratio placed it in the middle range among similar fiinds

The court in Krlnsk found totally irrelevant the fact that over and above its charging

Level of costs placing it in the middle of Its peer group fund advisor Merrill Lynch

pocketed an additional $65 million from $65 annual fee it assessed against each of its

one million CMA investors61 The irrelevant annual fee paid by the funds

154 Jot Merrill Lynchs average annual profitability for 1984 to 1986 accenting to the plaintiff ns 40.4/c

the defendants c-pert
estimated average profitability for the same period tube 32.7% Id at 494

155 KiOsk 71SF Supp at 494

156 The defense 1awera ceslainly would dispute this point after all they won On the other hand given

that the Ganenberg test requires that the funds 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 for either

the defenses presentation or the Franklin directors discharge of their iavestitive duties AIttek 815 F.2d at

409 citing Gartenburg 694 F.2d at 929-30

157 The court inKrtscrk likewisc found the plaintiffi unable to anti fall-out benefits accruing to Merrill

Lncb flowing from 4comteiasion profits from bales is the CMA program securities account margin

interese management fees derived from flinde other than the Fund within the CMA prcgran easmngs

front sales of products and services outside the program but sold to Fund eustontrs and profits earned by

affiliates who tansact business with the Find Knnslç 715 Supp at 494 FaIlure to quantify
the fell-out left

the plaIntiff with no means of showing they contributed to the advisoq the beIng unreasonably high Id at 494-

96 Likewise plaintiffs
feiled to show Merrill Lynch benefitted fran economies of scale because they never

quantified
the edsterte and size of any economies realized It at 496 The court held that it is not enough to

show that costs decreased as the fund grew in size the per unit cost of providing management services directly

to the Fund decreases as the Fund grows but the per
unit cost of servicing

Fund shareholders does not Jot

The court found that money fund shareholders tend to transfer money in end out of their flats on regulsr

basis with
per

unit processing
costs nmaining constant and not vatying

with the size of the fund or the

number ofaccounts ii

158 8cr KruuIç 71SF Supp at 497

159 Ii

160 Ii In 1985 the fund had approximately oct million shareholders Janet Hanford See Yen In Court

Foitaes Sept 1985 at 144

161 Krfnsk 715 Supp at 497-9S
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shareholders alone generated enormous revenue fir Merrill Lynch exceeding the total

amount of the fluids advisory fee.162 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 iii setting up and maintaining the CMA.16 There is another way to

characterize the annual fee cash cow.1

Schuyt presents case study of fUnd directors fee-setting behavior The fluid in

question had experienced ten-fold growth over three yeats.165 The advisors pm-tax

profit margin had escalated from 57% for the first nine months of 1979 to 59.1% fbr

the entire year167 to 66.8% for 1980168 and to 77.3% fir 198 1.169 The court in Schuyi

approved the directors behavior based on the Ganenberg factorsP3 faulting plaintiffs

experts icr failing to address them in detail.17t In the course of its favorable appraisal of

162 The advisory
fee for 1985 was under $64 million It at 479

163 Id at 498

164 Well appreciating
the importance of the courts ruling thai the anausl fee was not sthjcct

to scrutiny

under sectirn 36b Merrill Lynch reacted in predictthly entrepreneurial wayit hiked the fee to $100 per

year and for good measure added $25 annual charge fir shareholders who wanted Visa Cold card Andrcw

Leckey Money Market Accosnrcr fly to Woo Clients Sr Louis Pcer-DrsrArtsZ Mar 18 1993 maiLable

LBXJS Cumws File By 1996 Merrill Lynch had 1.3 million CMA eeooiasts Merrill Lynch Introduces the

CMA GloW Gold Travel Awards Program First Offering of its Kind floss Brvfrenge Finn PR NesvaWtRs

Feb 26 1996 svazhk Sr LEXIS Curnws File Forte fiscal yeas ending Mar 31 19941995 and 1996 the

toot advisory fees paid by the Money Market Fund to the Isivestresot Advisor aggregated $101568034

$104060839 end $124239520 respectively CMA Monav Fr.rt.c Ps.oepacrus July 26 1996 at 12 LEXIS

Company library EdgarPlus File This means that by 1996 the legally neaningless CMA annual fee alone

generated
in that

year
more revenue than the advisory fee for that year and twice the advisory revenues

attacked as excessive tcnyesra
earlier in Krinsk

165 hspt 663 Supp at 964 The court wEs impressed It variously described the fUnds growth as

unprecedented it at 980 n.53 amazing Id and astonishing7 It at 966

166 ldat968

167 Schwyt 663 Supp at 979

168 1dat978-79

169 Id at 979 In blessing such munifleent return the the adviser the court cautioned that it was not

holdiag
that profit margin of up to 77.3% can never be excessive In fact wider other circumstances such

profit margin could very well be excessive It at 989 nfl In Strougo BEA Annex Trsnster

Binder Fed Sec Rep CCII 90742 at 93611 S.D.N.Y lan 192000 closed-end fund advisory fee

case the district eourt recognized
another way to catablish under section 36b that advisory

fee levels era

unfairly high eonflst the advisors take with shareholders trial return In nno tsr fiscal years 1997 and

1998 the advisors net fee equaled 46.0% and 42.3% of the hinds total investment income Id 193616 In

light
of the flmde poor performance relative to

pear fends these numbers made it impossible lii say as

matter of law that the net advisor fee.. is not dIsproportionately large enough to banr an unreasonable

relationship to the servIces raixtered by that adviser It

170 The factors are articulated In stqnz text accompanying notes 129-32 The Schiyt courts explanation

of how the directors conduct militated in favor of defense verdict in
light

of these factors is found in Nchiyç

663K Supp at 974-88

171 Schspr 663 Supp at 973-74 Defendants expert fared link better His positicas that fees ware not

excessive rested in past on his contention that the market for advisors.. auffciently competitive to

prevent excess profits AL at 974 n.39 The problem with thia testimony of course is that it is untrue it flies in

the face of Gnabergs finding that fend shareholders are basically locked into buying eervioea from their

current advisor itinvestrnent
advisors seldom if ever compete with each other for advisory contracts with

mutual finds It quoting Gastenburg Merrill Lynch Asset Mgrnt Inc 694 K2d 923 929 2d Cir 1982
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the directors behavior the court approved of this Ibnnulalion of directors duties by the

lawyer who served as independent counsel to the funds independent directors The

basic test is whether the directors can satist themselves that the information that is

available provides reasonable basis for judgment that the benefits of the economies of

scale are in tint shared by the advisor with the Fund

Though tho 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 fiulting the expert for failing to correlate the nature of the services provided

in the different settings75

While Schuyt can be read to leave the door open to proof of excessiveness built in

part on evidence of fees charged by the advisor in other venues the court also

emphatically rejected use of fee rates used by banks and tnist companies in rendering

advisory services outside the fund industry finding such services unrelated to the

advisory services at issue in this case and ineligible for consideration under

Garienberg76 The court in Schzyt dismissedthe idea that advisory fees charged outside

the fond industry could furnish helpful guidance contendin as did the appellate court in

Grzflenberg that managers in other venues are not required to cope with processing

numerous purchases and redemptions each day.m 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 professionally managed investment portfolios

such as pension and endowment funds On the other band the costs associated with the

characteristics that make mutual funds unique such as the need for daily pricing of

portfolio securities tend to be nominal78 and in any event get realized as

administrative expenses

172 Schuyt 663 Supp at 969 n.20 quoting Exhibit AL at 11 See alto Id at 970 n.25 restating the

basic test

173 14 at 972 n.34

174 15at973n.38

175 Id at 97374 n.38

In making his comparison.. Mr Silver neglected to inquire
about the services provided to IT

Rows Prices private counsai clients. and was therefore unable to compare the fees charged

to the fund to the fees charged to counsel clients The evidence befote this Court clearly indicates

that if Mr Silver had made such an inquiry
be would have found that the ttpcs of savices

provided by the Adriscrtôtbe Fund and private counsel clients differ substantially

Sc/ivy 663 Supp at 973.74 n.38

176 Id.at974n.38

171 In so holdIng the court cited Gnabct fcc the proposition that fee rates of advisors to non-mutual

fird clients shoukl not be used as criterion for determining fairneea of snutsal Sand fees became advisors to

other types
of entities pcrlbrrn services that do not involve myriad of daily purchases

and redemptions 15

The court in hs4 later explained that due to the unique nature of the services providal by money market

advisors and the industry
the Court finds there were no fee schedules from the competitive market that could

have appropriately guided the directors 15 at 983-84

178 The authors asalyzed fund accounting
fees presented

in Upper Analyticals mutual fund data They

found that weighted average fkmd accounting
fees anotnted to about two basis points of funds waighted

average net asseta
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For equity mutual flint share redemption results in few if any added portfolio

management costs Fees paid by the Vanguard group to thc 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 fonds

shareholders had 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 advisor.t80 The court held that

from the standpoint of the fluids 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 l4a-9 ruling Firsl 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 intportantTM Adding to the seriousness of the courts analytical esror

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 timed blind eye to the ftct that the advisor and the fund

directors were using and relying on inaccurate profitability data circumstance that

reasonable shareholder surely could have viewed as material particularly in light of the

courts finding that the advisors pie-tax profit margin was an aslronomical 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 ssçore notes 93-105 and accompanying text

It Schu$.663F Supp.at959

18 Id at 990 reasonable shareholder tvadd nut consideT profitability
information important

when

voting on the invflent advisory asreement Id The coast jsztiflcd its immateeiality ruling on the ground that

the SEC did not require disclosure and lacked proof that such profitability
inflinnation is commonly provided

in proxy statements by others in the money maricet industy Id According to one SEC official disclosure of

infbnnation about the advisors profitability
in find proxy statements has somewhat of checkered past and

is not expressly required Letter from Anthony Vertuno Senior Special Counsel SEC Division of

Investncnt Management to John Bogla Chainnan The Vanguard Group Feb 29 1996 on tile with

author Funds must diacloae factors weighed by the board in setting the advisory fee including adviser

profitability
which is often considered by fonds board but the disclosure may be male without specific

numbers let In short on die crucial issue of disclosure to Iliad shareholders about the dollars paid
for advisosy

services the SEC tolerates
and thus abets nondisclosure or at best weak generalized

diackisure

182 Sdruyt663F.Supp.at990

183 TSC Indus Inc Northway Inc. 426118.438448-491976

184 Sea hrfranote2l9

185 Sthuyt Rowe Price Prime Reserve Fund Inc 835 F.2d 4546 2d Cit 1987
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Problems tith the Jartenberg Test AsApplied

Gartenbergs reasonableness test is unexceptionable in theory in practice it is

failure The reasonableness tests starting point is fair it is demand that fees be

equivalent to those resulting from arms-length bargaining The next past of the test

demands that among the factors that are to be considered are comparative fee

stuctures.1 So far so good What happens next is not good Gartenbergs pro-investor

logic becomes perverted Post-Gaitenberg courts have improperly denied the relevance

of advisory fee structures actually set by arms-length bargaining as in the pension fund

advisory tee analogy Low-cost fee structures charged by other funds like Vanguards

are likewise found essentially irrelevant if fur 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 fimd Misapplication of the iartenberg criteria has led to tilted

playing field The absence of competitive market has not become reason fur enhanced

scrutiny but ajustification for fitting the judiciary with blinders

Pràblems 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 the structuresr 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 the levels charged by pension funds external

advisors have no relevance to mutual fund advisory services if as Gartenberg insists

free market pricing or arms-length bargaining is relevant to the examination of fees

under section 36b then all pertinent evidence should be marshaled and scrutinized This

includes prices set in the free market for the same commodity whether by Vanguard

funds pension funds endowment funds or other institutional investors Again it is

improper to read Gartenberg as barring such evidence for the court in that case held the

pension tbnd 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 testil5iing in

individual brokerage account churning cases today are free to support their opinions with

turnover rate data drawn from mutual fund prcspectuscs.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 Krin.slc 875 Fid at 409 enumerating the Ganenberg factors

187 See Rosenthal supra note 77 at CISonse dfrectora era already pondering what if anything They

should do to lower fees... lenS Strarort1 independent thiatee with American Century JnveSnients notes

that as more investors move to VangartL mutual Linda will have to re-look at fees.

188 noth authors are personally familiar with the prartire The scholarly support
for wactice stems

from Donald Arthur Winslow Seth Aixlerson Model for fletermlishtg the Excessive Thudteg Element In

Churning ClaIms 68 NC Ritv 3271990

189 147 F.3d 1842dCir 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 court dealt with

material nondisclosure issue and held that investors are entided to be informedwhen the

prices charged them are not reasonably related to prices charged in an open and

competitive
market.190 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 Grwedon espouses for bond market pricing gets transplanted and takes

root in fund advisory fee litigation.191

The Missing Ingredient Adniissible Compelling Data

Plaintiffs inability to discharge their burden of proof in fully litigated fluid advisory

fee cases highlights grave problem confronting plaintifTh in every suit under section

36b charging unreasonable fee levels lack of accurate supporting data When

legislation to address perceived problems with fimd be levels was considered by

Congress in 1967 Professor Ernest Folk testified that saddling plaintiffs with the burden

of towing that fees were excessive unduly favors management92 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

scaled the fate of the plaintiffs In iartenberg Sc1my Kalash and KHnsk95

The absence of quality data still presents problems for those willing to question the

status quo Most recently the MOs detailed study was unable to determine the extent

to which mutual fund advisors experienced. economies of scale because infbrtnatioa

on the costs and profitability of mast fund advisors was not generally publicly

availablc When federal agency conducting an investigation at the urging of

190 Jd.atlS9-90

191 See Simon sign note 10 at 130 What we have learned is not likely to endear your find sponsor to

you Among our Endings You pay nearly twioe as ouch as institutional investors for money sesnageinent And

that ealculation doesnt even include any front- or beck-end sales charges you rosy also pony up
192 Investment Company Act Amatdmente of 1967 Heariag on HR 9510 and ILK 9511 Before the

Subcoma on Commerce and Fin of the Coiner on Interstate and Foreign Commerce 90th Cong 801 1967

statement of Ernest Folk Professor of Law University of North Carolina

193 Id.atSOi-04

194 Then SEC Chainnan Mantnl Cohen testified that the Cotnntmion did not object to Professor Folks

btrden-shifling proposal id at 738

195 Indeed the Second Circuit in Garrrnterg esplicitiy cslled atteotion to the plsintim faihre of rrooft

Our affirmence is not holding that tin fee contract between the Fund and the Manager is fair

and reasonable We inertly conclude that on ths record appellants failed to prove by

preponderance of the evidence breach of fiduciesy duty Whether violation of 36b might

be established through more probative evidence.. meat theretbre remain natter of

speculation

Ganenbnz 694 R2d at 933

196 GAOREp0ttT.supranotel2.at33
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congressional committee comes up empty-handed in its search fur 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 favored litigation posture in fee

cases they do not have the burden of justing their behavior and at least prior to

litigation their adversaries are not privy to the crucial data needed to tow 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 thur cases

Gartenberg .1/nsk and Scheytconcerned 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 ft is most evident in the money market and bond fund

segments None of the leading advisory fee cases involved equity thuds 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 at at Recent Trends in Lttigralon Under the Investment ConsanyAct 1940
32 Rxv Sac CoMMonmns Rae 1999 For example inStrougo Scudder Stevens CIaHç plaintiffs

pressed ansI won the argument that in the conteXt of fond complex payments to directors for serving on

multiple boards could call into question the directors independence from the manager of the complex 964

Supp 783 795 S.D.N.Y 1997 This simple and straight-forward ruling enabled the plaintiffs to avoid the

demand condition precedent to fling derivative suit alleging state claims against the directors The case

ignited fireatcem in the investment company woel4 leading to legislation
in Maryland designed to change

state lawto eliminate any benefit to litigants seeking to exploit the ruling See James Ranks Jr Stnsightenbrg

Oat Strougo The May/and Legislative Response to Strougo Seudder Stevens Clark Inc Va J.L

biv MGMt 21 1999 The Maryland legislation designed to choke off the litigation inrond matte by the

plaintiff in Strougo subsequently was held tatcsiatitutionel by Marylands Cant of Appeals in Mgdol

Mw-4vsd 747 A.2d 1225 Md 2000
198 Another money market fund care that has been litigated is Meyers Oppenheimer 609 Supp 380

SD.N.Y 1984 revd 764 F.2d 76 2d Cir 1985 Meyer started as an action taidcr section 36b etteoking

advirory fccs charged against the Daily Cash Accumulation Fund That case vats sattled 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 fnns distributing the find This was attacked

under section 36b and oilier theories as violation of the tenna of the setdesncat agreement and that charge

ultimately was rejected Like the other 36b eases the section 36b claim in Meyer thilsd due to lack of

proof Id at 680-81 Interestingly the Second Circiritexpreathy recommended that on remand the district coral

invite comment from the SEC Mejer 764 F.2d at 83 nut when later invited the SEC declined to participate

Meyer 691 Supp at 680-81 Meyer thus was litigated lear like full-blown advisory fee case and more like

tawsuitslleging breach of settlement agreement cping compensatiost

199 GAOREIOET.srçranote 12a162-63
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Critiquing the Industrys Defense oft/se Status Quo

The Industrys Position Rampant Competition

In his testimony before Congress in September 1999 ICE President Matthew Pink

used some form of the word compete more than twenty-five times His central theme

was that the fund industry is the embodiment of competitive perfection of the

sheer number of competitors stringent government regulation clear disclosure low

barriers to entry and high scrutiny by the media the mutual fund marketplace is near

textbook example of competitive market structure.200

Insofar as he was referring to price competition Mr Pinks quoted claim is right in

only two respects both insignificant It Is true that in sense the fhnd industry features

low bathers 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 Competstion sstpne tune 41 at 79-93 statement of Matthew Fink President

Investment Company Institute In fairness Mr Fink is not alone in
extolling

the fural industrys alleged

competitiveness
See e.g Alyasa Lappen Funds Frillier Irmst IraOct 1993 at 39 pressing concern

quite simply whrthw tho nations banks as have the financialor intellectualwherewithal to

succeed 1st the ferociously competitive
mutual fund busincat Edward Rock Foxes and Hen Flown

Personal lhsdbsg by Mutsart Fund Managers 73 WMH L.Q 1601 1641 1994 markets that

are as competitive as the na.ket for mutual funds.. provide
Ems with strong incentives to adopt optimal

personal trading policies Waflavo Wee vau Wang Cosponrte Versa Contractnol Msstual Funds An

Evalssahon ofSncssre and Governance 69 W..sst Rnv 9279651994 IMutual finals operate
in

very

efficient and competitive market see also The Financial nstituttons Equity Icr of 1984 Written Statement of

the Investment Ccsnpony Institute Hearing on H.k 5734 Before the Wave Comm on Banking Finance and

Urban AffaIrs 98th Cong statement of David Silver President of Investment Company Institute reprinted in

PU THIRD ANNUAL FtNANCW Sestvtcts lNrrrLrrs579 581 1984 The mutual Iliad industry is vigorous

oral highly competitive business We are therefore vitally concerned with any legislation or regulation which

would hinder free and open competition Mr Wangs claim that the find industry is competitive was

premised on cit to the Wad Book put oul by die lCl the fend industrys trade association for the

propoaition that the end of 1990 there were more than 3108 mutual fends in the United Slats These

EiSa offer similar servioes with competitive fees Wang stqrns
tute 200 at 965 n.159 The IC has been

accused of excessive bias in favor of Iliad advisors to the detriment offend shareholders lirtamsupra note

113 at 94

201 Schoesfeld Kerwin sttpra note 20 at 108 The requirement stems front section 14a of the

Investment Coaipsny Act 15 U.S.C 80a-lSa 1994 which bars funds front nisldng public ofibrings before

their net worth equals $100000 On the other band according to some industry observers free entry it

hampered by several practical problesna it may be necessary
far fund to attract $100 million in mats

before the advisor can cover its costs the funds lack of an adequate perfbrinance histosy may prevent
it

from being
followed by iliad rating services and fUnd distributors recently have shown ardency of raising

their costs while reducing the number of funds and complexes they am willing to promote See JAG Rnvoxi

ssçranole 12at6O

202 The proliferation of flnsds is commonly cited as evidence Urn she
industry

is
highly competitive See

e.g The Isrvesanent Company Act Amenrbnenie of 1995 Hearing on HIt 1495 Before the Subconun on

Teleconnn and FSznce of the Howe Conen on Canunerce 104th Cong 62 631995 statement of Mines

Riepe Massaging Director Rowe Puce with thousands of funds offered by hundreds of different advisors

the traitS fund industry has become very competitive fund with an excessive expense ratio will riot be

competitive and therefore wilt not attract meaningful assets if investors have S1cnasdvcs Cf course there it

another way to read the significance
of the large number of msstret entrants gold rush to capitalism on extra-

high margins There is no other marketing category with that ancssntofproduct pmlifarstinn it defies lisa laws

of nature or at Ienst the laws of niarireting... Lou Rubin FlnascIal Services Feeling Isnt Muwal

BiuNowsax Sept 15 1997 at 36 36 The GAO Report made an oblique reference to this phenonwnosr
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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 find

industiy and concluded that competition in the mutual find industry is not generally

price-based.203 SEC regulation can be detailed and complex but it has not generated

any semblance of intra-industsy competition on the part of equity fund advisors.204 Stated

differently fund managers compete aggressively fur 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 refssal to compete with each other fir advisory business has

been the norm for decades.205

senier official at one mutual fUnd inn said in speech
that about SO fund advisors

actually

attempt to compete across all
types

of funds He asserted that in other iadustrias this number

would be enough to prodse fierce price competition but he found
price competition

conspicuoualy absent among mutual fund advisors

GAO Rwon szqvu note 12 at 64-65 citing John Rogle Senior Chairman The Vanguard Group Remarks

on Receiving the Special Achievement Award of the National Association of Personal Financial Advisors June

41999
203 GAO Rnoitt supu note 12 at 96

204 Price competition is more pronounced fur money market funds and band fonda This is not due to

differences in regulation which is the same for tlzaellnds and equity fluids Instead iris due to the nature of

the prodact Money market finds and bond fUnds have lately feattzed lower retunna accentuating the impact of

costs on investors returns and exerting some competitive press on managers to keep costs down lit et 62-

63 On the other hand for stock funds there is httle evidence that shareholders etc ibIc to buy better

performance by paying higher fees See Tufano Sfliclç .npu note 34 at 347

205 Consider the following colloqtry between Congressman Moss and Robert Loeffla of IDS which

occurred In the course of the 1967 House Hearings dealing with mutual sarI legislatiom

Mr Moss. Do they lflmd directors cover offers from other managers

Mr Loefflec Ths have had no occnmois to do sir

Mr Mom Can you cite me any instance In any find where that has happened

Mr Loetllct. Generally speaking sir it does not happen and do not mean to contend and

would not suggest that the ur.afllliatcd directors of the finds should sit down and any We
can get better deal from another management company. Therefore we shift over here

Mr Moset They do not redly know do they because
they

do not invite any competing offers

.Or p7 any proposals Do you 20 out and submit proposals to

other fluids

Mr Loeffler To other funds

Mr Moss To undertake managemert activities for them

Mr Loeftict No sir

Mr Mom You do not

Mr Locifler We have never considered this

Investment Company Ace Amendments of 1967 Wearing on FIR 9510 lIlt 9511 Before the Sarbconsm of

Commerce andFhs of the Comm on Interstate and Foretgn Commerce 90th Cong 479196Th

In the course of the anne House Hearings another find executive Fred Alger presented his vicw of

fluid economics
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There is no proof that fee ranges within the fund induatsy where arm s-length

dealing is lacking tend to be within hailing distance of the fee rates that the same

advisory firms charge elsewhere when selling Investment advisory services in the free

market In fact the evidence shows the opposite6 Because as Gartenberg and its

progeny affirm funds truly are prisoners their captor-advisors have little incentive to

invade other advisors turfr thereby inviting retaliatory price-cutting

Govermneni Regulation Li 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 fnr it has been missng in action The Commission could take

an arnicus position in advisory fee Litigation endorsing the relevance of comparative cost

data but it has not done so.207 Nor has it demanded that advisors identify quantify and

justify price disparities between the prices they charge the funds they manage venus

advisory fees paid by other customers.2 Nor has it demanded that fund sponsors explain

publicly and in detail how they profit fixm 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 fund 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 view it fund sharej is product which we are just Isyingto

Mr Kaith Ycs

Mr Alger mean that is the way we view it

Mr Keith The SEC does not think this is healthy

Mr Alger Well there is such trcmcndous competition How eat something be unhealthy which

is so tremendously competitive .. mean you can only describe it in competitive terms...

mesa no one is making an awfiul lot of money mean management companies redly are not

very profitable That is the feet of it

Io at 506-07 Algers views nit sponsors profitablity may well have been accurate in 1967 they no longer are

206 See sqsnt notes 85-107 arid accompanying text

207 Indeed hi/fryer Oppenheimer Management Corp 609 Supp 380 SD.N.Y 1984 red 764

F.2d 76 80-81 2d Cit 1985X the SEC expressly seftaed the district courts invitaticn to weigh in with its

vicva In the course of the 1967 Senate Hearings into fund industsy governance Professor Paul Samuelaon

stated his conclusion that in the past competition
has not served to bring

dowa management fees to minimal

competitive level7
and he suggested that the SEC should be required to help the courts as friend of the court

in deeiding on what has constituted adequate performance and proper
remsmeratinn Mtiesl Fund Legislation

of 1967 HearIng on 1659 Before
the Senate Comm on Banking and Currency 90th Cong 354 1967

statement of Prof Paul sasnuelson

208 Indeed it bin shsdiously avoided calling for flank detailed disclosure of advisers profitability
in fund

proxy atstemett See Later from Anthony Vestuno supra note 181

209 The SEC has considered and rejected adding proxy disclosure requirement tbat shareholders be

gh-enanadviser balance sheet Jr.

210 This oversight led to the SEC staff recently admitting that it could not directly analyse the cost of

providing portfolio management services because the data are unavailable See lsfra 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 hind 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 testify in

fund fee litigation This leads one to wonder why thc SEC has not pressed for focus on

fee rate differences via rule-making not to mention the bully pulpit available to the

SECs leadership Rather than aggressively pushing the fund indusiry in direction

calculated to force boards to confront noncompetitive fee levels the SEC has been

content to engage in rulemaking eashrining the status quo Thus recently promulgated

SEC rule adopted after its well-publicized roundtable deliberation of current fund

issues mandales what is already defacto standard by requiring nearly all fbnd 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 independcnt of the external advisor to keep

fees and expenses in line15 In many cases funds independent directors already

211 Se srpra text accompanying notes 87-94

212 Role of Independent Directors of Iisvastreent Companies Investntnt Company Act Release No

24816 Jan 22001 2001 WL 6738 SEC The use of independent counsel by the independent directors has

flourished hi recognition of the attention given the practice by the industrys real regulators the faders

judiciary See Tasnenbeuns Zeier 552 FIn 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 finds advisor and distributor Fogel Chesthutt 533 F.2d 73175026

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 Resesve Fund be 663 Suw 962 965 982 986 S.D.N.Y Cd 835 F.2d 45 2d Cit 1987

noting that all relevant times the independent directors.. hal 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 delibented Jsrtenbcrg MultI Lynch Asset Mgmt Inc 528 Supp 1038 1064 S.D.N.Y l981

Jd 694 F.2d 923 2d Cit 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 finds however mast finds these relying on any of the SECs

tea most commonly used exemptive nsles would be covered See Atserkzlr Submitted by the Division of

Jnvessmepri Managensert Tm SEC SPEArs Ix2000 at 1321 2000

213 See 6fru rite 212 and accompanying text

214 Protecting investors Report srçsm note 28 at 266-67

215 lNvEsrs.cNr C.OtS5PANY INsTITUtE Rapoarr Os The Aovssoav GROUP ON Barr PsAcricea rost

FUND Dnutcmss June 1999 The vest majority
of fund boards today consist of majority of independent

directors IC Aovreettv Gaouv Ravosvs In 1992 the SECs staff proposed that the

Comneirsion require by regulation that majority
of fiord directors be iadependent and noted that this change

would be minor because many if not most major investment company complexes already have boards with

independent majorities SEC flrvtsron or ll4vvxrrrEwr MANA0EMEWr PaoTscnrro INvesToRs HALF

CaNvurtv op hrvasrrsnrr ColhepANv Acr RPAIUrXnON 2681992 Six
years ago Jegislation was pending in

Congress to require that majority of fiord director be independent One industry witness speaking in favor of

the legislation noted that investment Company Institute data Skate that nearly eli.. funds.. have
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populate funds nominating committees.216 All of the many funds with Rule l2b-l 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 relation far 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 in the SECs management

reform package is the fact that the fund industry itself has proposed set of best

practices for fund directors that go well beyond the SECs new requirements.220 And

majority
of independent directors with the result tint the proposed statutory revisions would be largely

superfluous investment Company Act Amendmeezr of /995 WearIng an 112 1495 Before the Suhcosnnt on

Te/ecomm and Finance of the House Comm on Commerce 104th Cong 7578 1995 statement of Paul

Haaga Jr Senior Vice President and Director Capital Research and Management Company study

analyzing the makeup of find boards for the industrys 50 largest hand sponsors fotard in 1992 that 71% of the

seats on the sampled fund boards were held by independent directors with the average ladeperident director

silting on sixteen board seats within the sponsors complex Tufano ssçm note 34 at 331-34 Interestingly the

study found that finds whose boards have larger fraction of independent directors tend to charge investors

lower foes Id at 348 It also found some evidcnce that tI.mds whose independent directors are paid relatively

larger directors fees apçeove higher shareholder fees than those directors who are paid tens /ii at 353

216 American Bar AssociationFwmdflirectarsGsddebook 52 But Lw 229247-4819% discussing

the role of nominating committees lestdying before Coogress in 1995 the Director of the SECs Division of

Investment Management acted that the requirement
that fund

Independent
directors be nominated areS selected

by the other independent
directors is

type
of arrangement that is used in many hand complexes today

Invesonenr Company Act Amendments of 1995 HearIng on fLit 1495 Before she Sabcomni on Telecomm and

Finance of the Comes on Commerce 104th Cong 301995 Statement of Deny tlnitasli Director SEC

Division of Investment Management

217 AmeiicanllarAssocistionssçsunotell6at254

218 Role of Independent Directors of Investment Companies Investment Company Act Release No

24816 Sara 2001X2001 WL 6738 SEC
219 See e.g MODEL RULES OP PROFL CoNnuer 1.7b

229 ICI ADVISORY Gaous Rmosrr ssepra
ride 215 Among otlw things the XCI group recommended that

at least two-thirds of tIc directors of all investment companies be independent directors the SEC requires

merely majority Th XCI Advisory Cnncç also recnmncnded that Former officers or directors ofaflmds

investment advisor rincipsl underwriter or certain of their affiliates not serve as independent directors of the

fund Id at 23 Independent directors be selected end nominated by the incumbent independent directors It

at 25 Independent directors establish the appropriate coenpensation for aseving on fund boards It at 27

Fund directors invest in finds on whose bonds they serve Id at 28 Independent directors have qualified

investment oompaiy counsel wire is independent
from the investment advisor and the flmds other service

pmviaem and that independent directors have exircas authority to consult with the hinds independent auditors

or other experts as appropriate when faced with issues that they believe require special expertise XCI

ADvIsORY Gtou REPORT sign note 215 at 29 Independent directors complete on an annual basis

qtrstionaaire on business financial and family relationships if any with the advisor principal undeeviriter

other service providers and their affiliates ft at 32

lnvestncnt company hoards 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 tIme auditor
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even the industrys best practices proposals have been attacked as simply calling fur

conduct that for the most part already is the industry norm.221

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

identil what the advisor charges for the most crucial of all hind services investment

advice Nor has the SEC shown any interest in calling speciflcaliy for hind independent

directors to inquirc whether hand managers or their afflliatesm sell advisory services to

others and if so on what tamis

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 hind

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 fur equivalent services

Indeed the Gartenberg test explicitly requires this comparison.223 In glaring oversight

the SEC has not specifically called for fired directors to make such comparative

analysis However in
light

of Gartentserg they surely shouldP4 By failing to require

uniform reporting of crucial cost data and by refusing to demand that fired advisors make

public sufficient financial data to enable interested observers to calculate the profitability

of advisory contracis the SEC has paved the way for judicial findings as in Sclsuyt that

an annual representation
of its independence from management and that the conunittee have

written charter spelling out its duties and powert

ids133

Independent directors meet separately horn management in connection with their consideration of the

funds advisory and undervsriting contracts and otherwise as they deen appropeiatc hi at 35 Independent

directors designate one or more lead independent directors it 35 Fund boards obtain directors and

officers errors and omissions insurance coverage and/or indemnifi cation from the Mid that is adequate to

ensure tin independence and effectiveness of independent directors ICIAnvISORY Rnr siçns note 215 at

36 Investment company boards of directors generally are organized either ass unitary board far all the funds

in complex or as cluster boards fUr groups of funds within complex rather than na separate
boards fur each

individual fund let at 30 Ftaid boards adopt policies on retirement of directors Id at 40 Fund directors

evaluate periodically the boards effectiveness lit New fund directors receive appropriate orientation and all

fund directors keep abreast of industry and regulatory developments Id at iii.iv

221 See Barker nqn note 10 at 122 reporting on study of the
top

10 complexes accounting for 46%

of the industrys Sets 1St Taker as ICI Over Best Fflscrsces hvporaIs FUND ActioN July 12 1999 at

rme recommendations from the IC Advisory Group on Best Practices for Fund Directors anmotsited to

good beginning but certainly not enough said 355 Director of Proxy Voter Scrviues Richard Fcrlaoto It v.as

less thanhalf astep even
222 UscdwiththcssmememingascdbedtoitMRWe4O5Wderthe5ect1rIt1esAct0flP33 17C.F.Itl

230.405 1999 An affiliate of or person affiliated with specified person is
person

that directly or

indirectly though one or more hstermcdisries conuols or is controlled by or isuit common control with the

peisoa specified

223 Gtrteirbwg 694 F.2d at 929-30 see Krinsk Paid Management Inc 075 F.2i1 404 at 409 1909

citing Oanbwg for the proposition tint comparative foe structures should be weighed by fund boards when

determining
whether the section 36b reasonableness standard has been met

224 In fairness in the SEC it is not alone in foiling to demand or even suggest that fund directors

investigate
other advisory dealings by the advisor or its affiliates when aporoving advisory fee requests The

ABA-authored Fund Directors OatdehtsIrsiqira note 216 likewise ignores other sdviscsy activity suggesting

only that directors undertake comparative analysis of expense ratios of sal advisory fees paid by similar

funds lit at 249-SO
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profitability inlbrmation is immaterial as matter of law Fund directors unquestionably

need and deserve detailed cost and profitability disclosure25 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 conflicled fiduciary duty landscape

the agencys inaction also runs counter to its endorsement of disclosure as means of

enhancing competition.226 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 malket 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.U8 free

market price offers more than useful analogy Outside prices qualifr pertinent facts

under Garlenbergs mandate that when the funds board makes its fair price

determination oil 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 and to be very carefully evaluated by the funds directors After all any

225 For an essay emphaaizing the tie-in between corporate governance and financial disclosure see Louis

Lowenstein FinanCial Transparency and Corporate Governance You Manage Mat You Measure 96 Coumi

LRzv 13351996

226 SEC Chairman ATIhUT Levitt testified before Congress in 199k that

Historically Congress and the Commission have taken three-pronged approach to investor

protection First rediste conflicts of interest that could result in excessive charca Second

require
that mutual fond 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 mitual fends fees are too high or low The Commission remains vigilant on behalf of

investors in its oversight of mutusl find fees and expenses

Jisçonwing Price Competition ssçrn note 40 statement of Arthur Levitt Chainnan u.s Sectrities and

Exchange Commission available at httpfIwvw.sec.govlnrwaftestirnony/tsstsrcltivell998flstyl39k.huhI

Action by the Commtssion to mandate disclosure allowing calculation ofadvisosy profls would address each of

the three prongs mentioned by Chairnan Levitt

227 This data is esscrtial to evaluate whether fees etc excessive under Gartenbsax which takes into

account the profltthility of the fund to the advisor-manager economies otscale and comparative fee stnmctsres

Ganesbeg 694 P.24 929-30

225 Sn In re Donald Trump Casino Sec Litig 793 Supp 543 559 DNJ 1992 is no

legal obligation for management to compare itselC unfevorably or otherwise to industry competitors

Cotnpariton shopping is the
responsibility

of the ressonabie investor.

229 Getenberg 694 F2d at 929 emphasis added

230 feet is material if there is ssubstantisl likelihood that reasonable shareholder would consider it

important in nsldng an investment decision TSC Indus Inc Northway Inc 426 U.S 438 449 1976

TIe Court explained
in 7SC that to t9slfill the materiality requirements there must be substantial likelihood

that the disclcaure 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.23t Fund

shareholders should no more overpay for advisory services than for the securities that are

purchased and held in their funds poitfolics

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 Ganenberg calls for such study for it is read to demand that the profitability

of the fund to the advisor22 be studied inorder that the price for advice paid by the fund

to its advisory be equivalent to the product of arms-length bargaining.233 The

Commission should require such scrutiny by fond 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 entitles when billing fur 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

verify 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 oul what is meant by the term investment advisoai 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 fur independent legal counsel.2M It is time

significantly
altered of infonnation toad ataltable fat See aLso 17 C.F.R 230.405 1999

definition of materiality paralleling
that enunciated in 7W JntVlel For state law flduciwy duty can

arising
In the hind setting using the same materiality lest see OMslley Boris 742 24 845 850 Del

I999

231 See es GAS RrOxT sign note 12 at 2$ noting that various tidies have also documented the

impact of tires on inveators retina by finding that hinds with lower fees tended to be among the better

perfonniag hinds
232 Krin.rk 875 F.2d at 409

233 Gartezrbser 694 Fid at 929

234 The SECs staff made clear in its Report on Mutual Fund fees and Expenses thai although expense

ratios are important item be misleading to focus on one number without identiljing key factors that influence

that number Rspoar ow MuruM FuNn Fans .nqra saita key component of expense ratios Sr ectively

managed fonda is the investment advisory fee reflecting the prine charged for investment advice rendered to the

final Yet the SF.C has prescribed no uniform reporting requirement for that key Sn shortcoming reflected in

the staffs report on fees and expenses The report presents the staffs 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

Investment 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 foe

disclosure

The Fund Industry Lacks Above All Clea-Disclosure

When defending the fund industry the ICs Matthew Fink presented clear

disclosure as hallmark of the fund industrys near textbook example of competitive

market stnwture The clear disclosure claim does not hold up The GAO went

looking for such clear disclosure and manifestly did not find it.236 The GAO is not

alone in voicing concern over the quality of fund industry disclosure The Chairman of

House committee considering fond legislation in 1995 offered this appraisal

fund shareholders are beset by confusing array of fees Investment advisory fees

service fres 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 infonnation available for inspection at the SEC at any other

government agency or at fund headquarters No such disclosures are required in fluid

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

find 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

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 well Id

235 See Improving Price Competition ssqn note 40 at 79 statement of Matthew Fiak President

Investment Company Institute

236 For exasnpla the GAO found its analysis cf overall imxtustsy profitability stymied due to the

unavailability of comprehensive financial and cost information GAO Report nqn note 12 atO

237 Investment Company Act Amendments of 1995 Hearing on ILK 1495 Before the Slthcomnt on

Tetecomm end flnance of Use Cbmsn on Cosnsnera 104th Cong 1995 statement of Flea Jack Fields

Clsainnan of Subcomm on Tetecomin and Pkmrsce Another industry observer has concluded Investors have

hard time determining
what the are paying end en even more difficult time

determining
what they arc

getting
Some fcea are hidden and many fees ore charged in coenplieatcd feshion Inçorovtng Price

Compel Won sign note 40 at 50 statement of Charles Trzeinka Professor of Finance State
University

of New

York at Bufihio

238 Robert Robertson In Search of the Perfect Mutual Fund hvspecbcs 54 nus L.tw 461 472

1999
239 Ii at 475 While mutual find companies are catering directly to bakers and sales clerks mutual fond

prospectraes appear inteHigible to only bankers end aeeurities lawyert

240 Professor Charles Trzcinka testified as follows before Congress in tIn 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 ftnd advisors Despite number of articles in the news media

illuminating some of the fluid industrys shortcomings prejudicial to shareholders1 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 ficing 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 Erpenses oftrs 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 fluid prospectuses.242 disinterested observer is left to wonder how

fee information can be understandable and easy to use when some funds mix

The shone of ray
work is simple Investors have hard time determining how much they are

paying and en even more difficult time determining what they are getting Some fees are hidden

and many fees are charged ins complicated fashion At beet the total fee can be estimated from

the disclosure of most funds but if an investor decids to estimate fees it is very
difficult to

compare portfolios of risky aecurities There are limitatiora in applying all measures of risk said

there isa lack of uniformity in their application

Imprvvrng Price Conçehiat nqrra note 40 at 50

Professor Tszcinlcas fIndings are as follossa

Total expenses paid by investors have not asHen over the past decade and probably have risen

These is no relationship between the level of expease ratios and risk-adjusted performance

except that large expense ratios substantially
endure performance

These is no evtdencc that managed mutual funds have performed better than funds that simply

try to match en index or combination of indices

There is little evidence of persistence of performance there is stronger
ridersce of

persistence ofpoor performance

Good performance is rewarded by investors poor performance is ignored except when the poor

rertbrmanee is extreme

Information available to investors on mutual fund portfolio management is poor

Ii

Many of Professor Txxcinkaa views ere echoed at the bearings
witness Harold Evensky

certified flnsncisl planner
who complained

him the aggregate the fond industry is ethical and professiunsl bowever there see otanerous

problems Most seem to be related to the industrys shift from focus on trusteeship to focus

on asset gathering and distribution More ecifically these problems iaclude nsisperceptionof

the role of the find via-A-via the investor inadequate supervision by the fluids independent

trustees poor disclosure inadequate
commtntsiations and along bull market The combination of

these Ihetors reSts in poorly informed investors making bad decisions about investing in fonda

that often do not deliver the benefits reasonably expected of competition
and economies of scale

Jnprevhmg Price Competirion nçru note 40 at 62 statement of tlarrmld nvenaky

241 ssrpm note

242 RWORT0iiMUI1JALPUNDFES.sUPni note
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administrative and advisory fees together making it nearly impossible to break out

advisory fees fbr 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 thcm testified that the administrative fees and advisory fees offset

the costs of the program as whole and if you can tell me exactly what is paying for

what youre better man than l.243 Another explained that looking at component of

the overall CMA fee structure as though it were stand-alone piece was tying to

unscramble an omelet1 These comments are telling They come flm 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 antI expenses report that its regulatory scheme

generates for fund shareholders mutual fund fee infonuation in an understandable easy-

to-use ftirmat.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.216 If the

federal government after 60 years of regulatory experience is unable to determine

directly whether economies exist in the provision of portfolio management services bow

can fund shareholders or directors have any confidence in their own calculations

The Gartenberg reasonableness factors demand that fund directors bargain

cifectively with service providers at arms-length over the nature and quality of the

services provided.M The test futthcr requires that fund directors make determinations

as to economies of scale and comparative fee sfruc1ures The SEC has failed to

require that clear useful data be generated on an industry-widc 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 fimd or comparable funds

obviously cannot bargain efibctively on behalf of the fund Given the broad array of

services purchased with fund assets249 and the fact that difierent fees buy different

243 Kmuk 715 FSupp 481 internal
citations omitted

244 Id

245 RwOaT ON MtrruAL FUND FEPS szqn note

246 Id

247 Krhuft875P.2da1409

248 Id

249

Iota hind expenes generally
include investment advisoay services adminthfration and

cpezationa shareholder account maintenance marketing and distnThion njstodisns ree

aiditing tbc state taxes shareholders repoils annual meatings and proxy costs and direclors

fres and expenses

Mazy Joan Ftoenc Fzmd Durzbtulon Proposed Elimination of Section 22d Mother Tailored Find

Swucrures In INvE5TMBNr C0MPAIcIE5 1992 at 87 107 n.4 FL Corp Law Practice Coune Handbook
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services depending on the funds fee structure20 it is no wonder that there is confusion

over fund fees in fluid boardrooms The question is how fund directors possibly can serve

their watchdog tinction 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 end the SEC determined that

fewer tan one in five of the respondents could give an estimate of expenses fbi the

largest fund they held51 Nearly one-fifth of the respondents believed that fluids with

higher fees produced better results more than three-fifths believed fluids with higher

expenses produced average results and fewer than one in six believed higher expenses

led to lower than average returns This depiction of investor naivete is consistent with

other survey
results.253 Sixty years of SEC fluid industry regulation has created $7

trillion colossus of an industry with expense structures and terniinolo overlaps that

bewilder many shareholders and at least some fluid directors The SECs web site carries

the motto We are the investors advocate.2 It is thus peculiar to find that after six

decades of close dealings between the fund industry and the SEC255 fund shareholders

are confronted with disclosure system that according to memorandum from the

SECs Division of Investment Management to the SECs Chairman causes investors to

Series No 347015 quoting memorandum from SEC Division of Investment Management to Chainnan

Breeden Apr 1992

250 IS at 107 n3 noting that the funds advisory fee pays the portfolio nanagement but under some

coothcts they may also pay tr ancillas admiaistraliv shareholder accounting and transfer agency

servicfl.

251 GORDoN ALeXANDER ur AL MuTUAL FUND SIIARFH0I.DER5 CakaacrnusrICs INvESTMENT

KnOWLEDGE AND SOURCES OF INFORMAtION June 261996 available at 1996 WL 10828970

252 Itt

253 See e.g Ellen Scha Blani cf Rethemed-Pkm Offerings Eases Drought in Miguel-Fund

Choices WAIL ST Dec 21 1995 at Cl C25 reporting on survey of retirement-plan participants by

division of John Hancock Mutual Life Insurance Co reflecting that more darn third of respondents believed it

was impossible to lose money in bond fend while an additioewl 10% were unsure 12% of the respondents

also believed it was impoesthletn
lose money in stock ftind or answered that they were unsure

254 SEC US Securities and Exchange Commission at httpifwww.snc.govl last visited Jan 24 2001

255 Lcngo supra rule 10 at The attention paid to the issue rising
fUnd fbes by tIre SubcornrmUee

on Finance and Hawdous Materials has the Securities and Exchange Comnrission and the mutual fund industry

falling all over thanselves to defend and jurtltf not only rising
ford fees lvit the fund industry ibeKht
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have difficulty in evaluating overall costs and sewices.2 This lack of market

transparency necessarily inhibits price competfflon7

The SEC talks good game but it is not blameless for the find industrys tack of

pricing transparency Recently upon the SECs consideration of Regulation FD SEC

Chairman Levitt observed High quality and timely information is the likiblood 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 find shareholders Chairman Levitt has admonished that need to

scrutinize fonds fees and expenses.259 Scrutinizing however is difficult when

individualized data is missing and when fUnd shareholders lack access to information

about the profitability of their funds advisory fee to the advisor

The SECs response to the GAO Reports criticism of disclosure practices in the

fond industry was decidedly cool and dthnsive Though it holds the whip hand over

the kinds it reguLates the SECs tendency is to cast blame on investors when speaking

about cost data problems affbcting the fund Industry The SECs chief economist has

announced lit 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 it262 The SEC

255

Anod barrier to greater price compethion is the fund industrys complex fee Smctures In

additioa to advisory fees finds assess distribution charges through front-end or contingent

deferred sales loads and through rule 12b-I fees some Fands also charge certain types of

administrative fees The investos difficulty in evaluating overall costs and services inhibits

price conipet ton

Ii at 108 quoting Memorandum from the Division of Investment Management to SEC Chairman Breeden

Re Chairman DirEells Inquiry Concerning Mutual Fund Fees The staTs observation that the fund industrys

complex fee atnictures breed investor cor.fltsion obviously fails to conform with the Ids contention that

clear disclosure is fund industry norm aid lbrce driving vigorous cosnpditiui

257 Hnenesuprrirsate249at 108

258 Arthur Levitt Opening Statement of Chairman Arthur Levitt at the Open Meeting on Regtlatioss Fair

Disclosure Aug 10 2000aihttpi/www.sec.gov/extra/seldissJ.hbii last modified Aug 102000

259 Arthur Levitt Remarks at Mutual Fund Directors Education Council Contbrersce Feb 17 2000

htipj/www.sec.govMews/speecheilapch346.htm last
modified Feb 18 2000 Levitt explained On an

invesunent held for 20 years 1% annual fee will reduce the ending account balance by 18% Id

260 See Letter from Paul Roye to thomas McCool May 102000 reprbsred In GAO REPORT svpra

note 12at 102.09

261 Sirnonsrqnzrvteloatl3oquotingsusanWoodward

262 Rachel Wittner SEC Wtsus fiótesa/ Ruth Vulstnusrlly
Disclose Rirk Fee Dote BarberS Confirms

30 Sac REQ Rae 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 fec inlbrmation in conaidering
mutual funds Improving

Price Competirlonspru note 40 at 37 statement of Arthur Levit1 Chairman U.S Sactaities and Exchange

Conitnission ovailable httpf/www.seo.gov/newalteetimony/testarchive/t998/t5t31l395.htm
If the

Commission demanded that advisors publish coat information showing advisory office profitability the

infonnation would undoubtedly have prothuad impact on competition whether individual investors studied it

ornot such infcamation could be used by direetors iv negotiating fee concessions by the media in assessing the

quality of hoard oversight
and by plaintiffs lawyers in holding

boards accountable tat section 36b As it is

investors the media litiganLs and even inquiring agencies such as the GAO are left to operate in the dark This

serves the ietarasta of fund advisors but not the interests of the flmd investors the SEC was created to protect
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Inveslxnent Management Divisions director has admitted that an investor may do more

comparison shopping for her VCR than for her mutual fimds

Turning to the lack of price competition within the fond industry the same official

proceeded to explain that Thuds themselves choose not to compete on the basis of price

comparisons because of fear of liability.264 These rqresentations by workers for the

SEC the investors advocate raise several questions- First if the information is out

there why could aot thc GAO find it And the GAO is not the only government agency

to come up empty-handed when searching fbr cost data Thc SEC staff itself was unable

to determine directly whether them are economies of scale in the pruvision of fund

advisory services because the data are unavailable.265

The SECs chronic refusal to mandate that fimd sponsors
break out clearly on

uniform basis different types of expenses
abets the lack of price competition in the fund

industry The same is true of courts refusal to validale comparative cost disclosure in

suits challenging excessive advisory fees Thc GAO study found that advisory fee

profitability data is nowhere to be seen by investors or even government invcstigators.W

In truth as the GAO Report on price competition in the Iliad 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 revenue/cost/profit study of find-

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 ii the SEC cannot wrest important data from fund

advisors who can Those who control the fond industry eschew price competition for

two main reasons First by not competing based on price find advisory firms can earn

higher profits Second those in control know they can get away with it

263 Barmy Barbash Mutual Fund Consolidation and Globalization Challenges
for the Future Renisrks

at the MeDial Funds aid Investment Management Conference March 23 1998 rnailable at

hftp/ovpWayI99P8 The SEC Division Directors armiom is

werth inspecting
VCfts are trade by companies driven to be the tow-cost providers the better to earn profita

for the selling companys owners La its shareholders In the VCB Industry conflicts of interest between the

manufocturers managers and its shareholders are nra way of life Indeed it is acknowledged that over the

years
snakes of vas VCRs have competed vigorotaly lowering prices

and improving product quality

Carols Handler aid Julian Brow The Application of Antitnist Ruler to .SYanrtrds In the Jiformcrrion

lnth.csvrjesAnomavorNeceSiitY Thut COMPUTER LAW Nov 1997 at 16 In the fund industry where price

competition
is less bare-knuckled money managers stilt routinely enjoy returns on equity for their advisory

firms exceeding 25% Oppel not 77 at II

264 Witmer supra node 262 at 1006-07 Division Director Barry Barbash explained that In ahort any

comparison to conpetitiors fraud that fluid company might make in an ad could he thimed by its

competitor
to be suiThir as funds provide varying levels of services and use varying means to calculate costs

Id

265 Resorr on MLTruAL FUND Pam arçm note

266 The GAOs detailed study of fluid costs was inhibited because the researchers were smable to

determnS the extent to which mutual fwd advisors experienced economies of scale because information on

the costs assI profitability of most hind advisors was not generally publicly available GAO REPORT sxpra

note 12 at 33

267 Letter front Erik Sisal Chief Economist SEC to John Bogle Chairman The Vanguard Group

March23 1999
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Six decades after the enactment of the Investment Company Act of 1940 the fund

industry finds itself with no efibctive check on managerial over-reaching the SEC and

the courts have let the advisors get away with charging extra-competitive prices

Contributing to the lack of competition over fUnd advisory fees is shortage of quality

disclosures crafted to enable investors to ferret out unfair pricing Two reform proposals

have recently been put forth Industry critic Bogle has branded cost disclosure within the

industry as wholly inadequate while calling for

fund manager to report for the fluid 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 statemcnts 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 fend 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.2

The GAOs plan is aimed at driving home to individual shareholders the size of the

bill each individual fund investor pays
for fluid services The GAOs approach addresses

disclosure problem revealed by case law under section 36Q 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 Lawand Business Mar 10 1999 trsnscri$ cc the with the

Journal of Corporation Law

269 GAO REPORT nra note 12 at 1.7$ The GAO also recommended as an alternative disclosures

allowing investors to estimate fee charges
for their accout IS at 14

fl GAOREPORT.nqvu note 12.te 13

After they have imeate4 find shareholders are not provided the specific dollar cost of the

mutual final iiveithients they have made For example mutual fund investors generally receive

çuattezly statements detailing their mutual find accounta These statements usually indicate the

beginning and ending number of shares and the total dollar valor of shares in each mutual fund

owne 11w do not show the dollar amount of operating expense fees that were dedueted from

the value of these shares during the previous quarter
This contrasts with most other financial

products or services such as bank accounts or brokersga services for which customer fees are

generally disclosed in specific dollar amounts

271 See ScJssvt 663 Supp at 973.974 quoting twice with approval from Gwtesbex 694 F.2d at 929

the propoaitioa
that key reason why fluid c4xnpetition for shareholder business does not lead to similar

competition between advisors for fund business is the relative insignificatare of the advisors fee to each

shareholder
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their sales efforts.272 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 fond investors is good idea one that may work better.273

In its Report on Mutual Fund Fees and Expenses the SECs Division of Investment

management endorsed form of dollar disclosure along the lines advocated by the GAO

The staffs plan would require fond shareholder reports to include table that shows the

cost in dollars associated with investment of standardized amount tg $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 Tt 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-down 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 arc 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 fond advisors to conic 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 fond 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 funds 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 aims-length

The principle advocated here is shnple Fund shareholders have right not to be

over-charged- They have right to fair treatment and this translates into most fhvored

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 Rzpofl nra note tZat 17

213 Witnier ssqra note 262 at 1006-01

274 REP0tT ON Muru.u Purm Pass .uçra note

275 Begle srepra
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 fund advisors behavior to be expiated 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 thcilitate comparisons which will in turn spur price competition

As it is fund advisors are thasting 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 theft 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 fur promoting the interests of fund shareholders at the

expense of fund sponsorsP Rather than call attention to the obvious evidence that

economies of scale for advisory services are not being shared with fund shareholdersthe

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 cart to

prove fund managers case that fUnd shareholders are benetitting 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 regimc fostered by the SEC itself

276 The GAO Report enter

Critics have also Skated that the Legal
standards applicable to directors oversight of thea are

fle.stL Otto factor that directors consider is how their funds fee compares to those charged by

other similar funds Uowcvcr private money nrager Mated that directors have no basis

therefore far seeking alowar fee if their fund is charging fees similar to those of other funds An

iadattiy analyst indiesied that basing fiir4s face on those charged by similar finds results hi

thee being higher than necessary Ha slated that although it is safe way to set fees in lighi of

the Ganenberg standards such practices do not contribute to lower fret

GAO REPORT ssçm note 12 at 94 see also Bogle sign note 18 at 327-28 reporting as instance in which

thllowing
successful effort to have fund shareholders raise the advisocy the because among other things its

rates ware Thelow avemge the sdvin promptly sold itself for cool $1 billioni 11w problem in other

words is that so long as fund fees levels are viewed in isolation as Gnabwg has been reed incorrectly to

stagest they shodd be high fee levels are apt to Iced to still higher fees Half of the service suppliers
at any

point in time will be working for below-avenge compensation The cellar dwellers are this able to argue they

need raise particularly in -ciew of the allegedly ferociously competitive market for fund sdvisny talent See

Wyatt açra note 10 at We have to make sure that the Ibes the funds are paying are competitive

enough to keep the players
in the game ssid Stephen 11 West lawyer at the New Yost furm of Sullivan

Croniwsil who serves en independent director of the Pioneer and Winthrop Focus funds The competition

fuse managerial talent is enermou which has caused the cost of running the buainear to explode.L Evidently

tha market for
pension

fund advisory help has not cauglt tie to the same extent as the find niansgesnent

msilret

277 According to one industry observer ICI is by fund companies for fiscal companies and their

incentive their compessationevesytlting is to favor find mtssagernent Braham sspa note 113 at 94

quoting Don Phillips CEO of Morningstsr Mc. As of July 2000 39 of 45 1CI board members worked for

find advisors Id

278 digest
of John Bogles aitiqtx of one industry study is set forth sign note 78 For the authors

critical analysis of the ICs economies of scale study see sign mtes 70-86 and accompanying text
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VI CONCLUSION

Thc 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 shareholders.2 In the course of the 1967 House hearings dealing with

fund legislation respected jurist Henry Friendly was asked Do you feel that the usual

pattern of stockholder protection exists in this industry as in other industries280 His

answer dont think it exists in this industiy.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 pmtection

the consumer róceives from vigorous competition.282

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 fluid investment advisorsi axe significantly 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 cf watered-down fiduciary standards wealç 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 Gcrtenbeg to bar use of comparative fee structures in advisory fee

litigation have deprived complaining shareholders of one of their strongest weapons This

misapplication of Ganenberg has likely contributed to an unsavory game of fmancial

leap-frog making it possible for fond advisors to point to fee schedules lagging behind

their peer funds to justify fee hikes On the other hand Gartenbergs grip on case

outcomes predictably will be weakest for the segment of the fund 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 Coirtpany Act of 1940 1bx2 15 U.S.C.A 80a-1bX2 West Supp 1999 The Act

was written to mitigate sial so far as is feasible to eliminsthcse coaditimCld 80a-1bXZ

280 Investment Company Act Amendnents of 1967 Hearings on Hit 9510 Hit 9511 Before the

Baboons on Commerce ard Fit oft/ic Conin on Interstate and Foreign Commerce 90th Cong 616 1967

statement of Judge Meaty FrieSIyU3 Appeals Cotet.N.Y.N.Yj

281 let

282 Mutual Fund Legislation ej 1967 HewIng an 1659 Before
the Senate Costa on Banking and

Cicrency 90th Cccg 368491967 statement of Prof Paul Samuelsco

283 Wa.rrcwRzPoRT.apra rota 87 at485
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vehicle than equity pension fund portfblios.284 None of the fully litigated cases involves

equity fund advisory fees and it is here that apples-to-apple fee comparisons between

equity pension managers and equity fund managers can be most difficult and

embarrassing for those selling advice to mutual fUnds Future cases will affbrd 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 pcrt%lio

The gap between prices charged fimds for advisory services versus prices fetched

elsewhere in the economy for those seine scryices 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 billion of dollars per year Fund industry cost data

reviewed and developed by the authors suggest that equity fund management fees on the

whole axe 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 $33 trillion5 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 past of their landmatk global settlemenr with 46

states attorneys general announced in November of l998
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 foster fee

comparisons The SEC has clear power to require funds to adhere to uniform

accounting and reporting system but it has not exercised Its power in way calculated to

elicit the all-important fee data in form readily understandable to the public Its inaction

has allowed fee categories and prices to become scrambled and thus distorted or

concealed.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 fces for advisory services Less urgent

but of some potential value is adoption of the GAOs personalized cost disclosure

284 Moreover price competition to the extant exists is snore evident in the money market segment of

the fund industiy See GAO REPoRT .esçra note 12 at n.3 market fluids generally have not been

the focus of recent concarns regarding fees

285 Susan Harrigsn Saves Smarts NEWSDAY July 302000 at P2 available at200l WL 9230159

286 .lacquslyn RDgers Strung Issues Wqt ova Smoking and the Workplace EMPLOYEE BaNEPIT Naws

June 2000 2000 WL 10182690 The equity flied savings number is in line with Warren Buffets estimate

that fluids could save their shareholders 510 billion annually if tlmy were managed more like regular

corporations
fur example with primary empheds on creating and protecting value fur shareholders See BogI

ssçsu note 30 at 372 Bogle puts the number considerably higha In foot such savings
could easily top

$30

billion eachyear.Id

287 The author analysis of fund data was complicated greatly by some liSa tendency to include as

advisory fees extraneous expense items sslsich other funds categorized administrative costs In the fund

industry
fees generally pay for portfolio management but under some contracts they also may pay

for ancillary administrative shareholder accotarting and transfer agency services Home ssqv note 249 at

89 106 107 n4 quoting SEC Divisiott of Investment Management Memorandum to SEC Chairman lireaden

Apr 1992
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approach It doubtless will provide beneficial wake-up call to some Iliad 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 not the

SECs inaction can be and is taken as an endorsement of the status quo The agencys

failure or refusal to act provides industry members with useful cover when they come

under attack In fund litigation the SECs silence on an issue gives credence to defense

claims Defendants can and do successfully 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 rected plaintiffs contention that

performince should be evaluated on risk-adjusted basis because perfonnance-adjusted

ratings were not required by the SEC In another mutual Iliad 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 laud rather than continue its observer role fhnd

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 Ciartenberg 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

cuirent regulatory framework would be enhanced by independent directors who more

closely monitor fund fees and expense.89 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 intbnnation about comparable

funds and also about the fees charged by the fireds 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 oourts need to resist the

temptation to limit evidence of comparable pricing behavior on fund eases Fund industry

cases are beset with conflicts of interest that call for careful reasoned thorough analysis

All potentially helpful facts need to be gathered and tested without unfounded

preconceptions or biases Comparable data if assembled with care and explained clearly

is well-geared to showing in appropriate cases that fund fee levels are excessive

particularly where that data is drawn from marketplaces where arms-length bargaining

over fees is more than pious wish

288 Castillo Dean Witter Discover Co Transfer USa fed Sec Rep CCII 190299 at

91091 S.D.N.Y June 251998 The esee is discussed in rape note 124

289 RSPORTONMUrLJALFUNDFEE5 npa note
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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 expenses2 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 wifl be useful to

Congress and the Commission in overseeing the mutual fund industry

Moreover we believe that this information maybe useful to members of the

mutual fund Industry including fund directors and to the investing public

In Section we describe the background and scope of the Report and

provide summary of our findings Section II describes the regulatory

framework with respect to mutual fund fees and expenses The section

summarizes the corporate governance and disclosure standards that apply to

fund fees and expenses and explains how these standards have evolved to

meet changes in the Industry The section also describes recent Commission

initiatives regarding fund fees and expenses Section III presents the trends

in fees The section illustrates the extraordinary growth In fund assets during

the period covered by the study The section also discusses the major

changes in the manner that funds are organized and distributed and the

rapid expansion in the variety of services that is commonly available to fund

shareholders Section 1V describes our recommendations concerning the

corporate governance structure for the oversight of fund fees and the

disclosure that investors receive regarding fund fees

Background and Scope of the Report

The U.S mutual fund industry has grown dramatically over the past twenty

years Assets under management have grown from $134.8 billion at the end

of 1979 to $6.8 trillion at the end of 1999 an increase of more than

4900% Over the same twenty-year period the number of funds has

increased from 564 to more than 770O

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

vehlde for many Americans Today fund assets exceed the assets of

commercial banks with almost 88 miiilon shareholders Investing in mutual

furids 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/studieslfeestudy.htm 12/15/2010
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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.2 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 1g80.iQ

Iii 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 UThe reports major conclusion is

that additional disclosure couid 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

Cur 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 Ad 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.la Rather the regulatory framework

generally allows the level of fund fees to be determined by marketplace

competition and entrusts fund independent directors with the responsibility to

approve and monitor the arrangements under which funds pay for

investment advice or the distribution ol their shares Thus we do not draw

any conclusions In this Report as to the appropriate level fund fees

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

httpi/www.sec.gov/news/studiesifeestudy.htm 12/15/2010

0000444



Invesiment Management Report on Mutual Fund Fees an4 Expenses Page of 61

Case 21 1-cv-01D83-DMC -JAD Document 1-7 Filed 02/25/11 Page of 62 PagelD 445

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 change5 in the mariner that distribution and

marketing charges are pad 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 generaliy have lower

expense ratios than other funds

-e Mutual fund expense ratios generally decline as the amount of fund

assets increase

Specialty funds have higher expense ratios than equity funds which in

turn have higher expense ratios than bond funds International funds

have higher expense ratios than comparable domestic funds

Index funds and funds that are available only to institutional Investors

generaily 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

Summaryof 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 aitematives The Commission should

http//wwwsec.gov/news/studies/feestudy.htm 12/15/2010
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nevertheless consider whether requiring the disdosure 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 pald.li 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 wouid 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 perlod 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 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

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 commentson 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 arid expenses
of the funds that they oversee Fund directors should for example
attempt to ensure that an appropriate portion of the cost savings from

any available economies of scale is passed along to fund shareholders

The Commission should continue to encourage efforts to educate

directors about issues related to fund fees and expenses Including the

types of Information that they may request when they review the

funds management contracts and the techniques that are available to

evaluate the information that they receive

Fund directors In addition to approving the management fee may also

approve plan under Rule 12b-1 under the Investment Company Act

to use fund assets to pay for distribution and marketing expenses That

rule is now twenty years old The CommissIon should consider whether

the rule needs to be modified to accommodate changes In the mutual

fund industry

We believe that these recommendations would provide fund shareholders

with better Information about mutual fund fees and would enhance the

procedural safeguards that are provided by the oversight of independent

directors and by SEC rules

II REGULATORY FRAMEWORK FOR MUTUAL FUND FEES AND

EXPENSES

Historical 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 approach1

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 adviser1 The investnent 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 Rather Congress adopted certain

provisions in the rnvestment Company Act to place fund directors that are

not affiliated with funds management In the role of 9ndependent

watchdogs who would furnish an Independent check upon the

management of mutual funds 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

afflulates 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 slmiiar 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 Irivestrrient Company Act to strengthen the

ability of directors particularly Independent directors to carry out their

responsibilities to review and approve fund contractsA.t 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 appiles to all of the fees that the adviser and ts 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 dlrectcrs follow when they review advisory contracts.1 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

bargalning 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 dutles

Most fund directors request data and other information that enable them to

evaluate at least these factors In connection with the Investment advisory or

other contracts In addition to obtaining data and Information from the

investment adviser fund directors may seek data and other information from

outside sources For example the directors may obtain material prepared by

outside experts that may be used to compare the funds performance fee

structures and expenses to funds of comparable size and investment

objective Independent directors also may rely on Independent counsel for

advice and information in connection with the evaluation of the Investment

advisory and other service contracts

Disclosure Requirements

The dual approach to regulating mutual fund fees and expenses also relies on

fund investors to play role In determining for themselves the appropriate

level of fees and expenses All funds are required to disclose their fees and

expenses In uniform manner so that an investor contemplating fund

investment today has access to comparable Information about competing

funds This information helps Investors to make better Investment decisions

In the 1980s the CommissIon became concerned that Investors could be

confused if the increasing variety of sales loads and other fund distribution

arrangements were not uniformly presented For that reason since 1988

Form N-lA the form used by mutual funds to register their shares with the

public has required every mutual fund prospectus to include fee table

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 .1

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 Chairman Levitt also discussed the steps being taken by the

Commission in the area of mutual fund fees and expenses which included

evaluating the role of Independent directors and enhancing investor

understanding of fund costs The Commissions recent initiatives in those

areas are described below

EnhancIng the Role of Independent Directors

As discussed above the independent directors of fund play significant

role in monitoring fund fees and expenses and the Commission recently has

undertaken initiatives to strengthen the role of independent directors In

February 1999 the Commission hosted two-day public Roundtabie 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 Roundtabte

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 encoiiragedft

in October 1999 the Commission proposed new mies and rule amendments
to enhance the independence and effectiveness of mutual fund dlrectors.4 At

the same time the Commission published an interpretive release expressing
the views of the Commission and Division staff concerning number of issues

that relate to Independent fund directors Together these Initiatives are

designed to reaffirm the Important role that independent directors play in

protecting fund investors strengthen fund directors hand in dealing with

fund management reinforce directors independence and provide investors

with additional Information to assess directors independence

In addition in October 1999 Chairman Levitt announced the creation of the

Mutual Fund Directors Education Council whidi 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 lnvstors 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 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 iii fund

prospectuses The Mutual Fund Cost Calculator also shows the total cost of

owning mutual fund after specified period of time It is available for free

on the Commissions web sitefi2

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 Gitimor 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 retums The legislation was approved by the House

of Representatives in the 106th Congress The Commission recently also

proposed to improve disclosure to investors of the effect of taxes on the

performance of mutual funds

Rnally 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 27Jo 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 aiso has increased because of the offering of low-cost
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exchange traded funds ETFs which are pooled vehides 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 Alternativeiy 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 closeiy monitor them to ensure that they are

appropriately reguiated$ 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

flL STUDY OF TRENDS IN MUTUAL FUND FEES AND EXPENSES

Introduction

ObJetives

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

rnutuai fund management expense ratlos 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 lndMdual 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 tmBundle of Servlces

Include in

How Paid For
Expense

Type of service Ratio

investment management

I.e portfolio advice management fee Yes

administration and management fee

recordkeeplng fees to service providers
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buying and selling commissions bid-asked
No

securities spreads

dIstribution and

rnarketin
sales charge 12b-1 fee 12b-1 fee

adviser yes
profits otherwise no

sales charge 12b-1 fee

fInancial advice/planning
separate

Sometimes
fee or commission paid to

broker

financial planner or

investment

adviser wrap fee

consolidated statements
supermarket receives

Yes

other services provided by
managemeht fee 12b-1 fee unless paid

mutual fund supermarket
adviser profits profits

Before looking at the expense ratio numbers it is useful to identify in greater
detail the costs that are included in funds expense ratio and the costs that

are excluded

funds expense ratio Is Its total expenses divrcied by average net assets

Form N-lA the mutual fund registration form divides total expenses into

three categories management fees rule 12b-l fees and other expenses
Management fees Include investment advisory fees and administrative or

other fees paid to the investment adviser or Its affiliates for seMces Rule
12b-1 fees include all distribution or other expenses Incurred under plan

adopted pursuant to rule 12b-1.1 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 indude

payments to transfer agents securities custodians providers of shareholder

accounting services attorneys auditors and fund independent directors

mutual funds expense ratio does not include the sales load iiany 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-l 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 cIianges

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
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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-toad 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 assetsfi4 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 rnid-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

ioad CDSL is sales load that is paid If at all at the time of redemption

CDSL is contlngent 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 tirne.2 The 12b-1

payments made by CDSL funds are included in their expense ratios

As CDSL funds became more popular the NASD with the approval of the

Commission determined that 12b-1 fees should be governed by the rules

that apply to sales ioads$ After careful consideration the r%JASD 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 annualiy In addition the NASD determined that fund with no

sales load and 12b- fee of 25 basis points or less could identify itself as

noload 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.2

Data Sources/Explanation of Data Items

Expense ratio and other data were collected for all stock and bond funds In

our database at the end of 1979 1992 1995 1996 1997 1998 and

1999.21 Data for 1979 were taken from Weisenberger In vestment Company
Services 1980 data for 1992 and 1995 through 1999 were taken from
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Morningstar Mutual Funds OnDisc and lamngstar Principia Pro.J.Z 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 hlfundw 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 dass As previously indicated 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 dasses each dass 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 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 dasses In

existence at the end of the year 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 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 breakpolnts 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

1995 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 l.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 equaliy weighted average gives the same importance to

small dass net assets $100000 as it does to the largest class net assets

$92 biliion

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% 0.91h

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 1999 to 0.91% and then rose to 0.94% In 1999 Although we find that

the weighted expense ratio has Increased since 1979 It Is important to

understand why this has occurred In the sections that follow we discuss

changes in the fund industry that might explain this Increase

Expense Ratio Trends by Distribution Category

As previously described series of changes in mutual fund distribution

patterns has blurred the lines between formerly dIstInct marketing categories

-- load vs no-load Today the no-load category includes directly distributed

classes with and without 12b-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 institutiona

investors or retirement plans.52 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 redenption but can have 12b-1

fee of up to 25 basIs points.52

Load fund dasses 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-toad

dasses 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 dasses

Table

Number of Classes by Distribution Category

II 11
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No-Load Load Load Classes

Classes Classes Percent of Total

1979 201 316 61%

1992 763 1720 69%

1995 2380 4302 64%

1996 2506 4459 64%

1997 2576 4415 63%

1998 3229 5184 62%

1999 3418 5483 62%

Table

Class Assets by Distribution Category Millions

NoLoad Load Load Classes

Classes Classes Percent of Total

1979 $15451 $36204 70%

1992 $254441 $728162 74%

1995 $916401 $1I58001 56%

1996 $1076530 $1293730 55%

1997 $1384483 $1617017 54%

1998 $1751804 $1807092 51%

1999 $2259836 $2196776 49%

Table shows the trend in average expense ratio by distribution category

over the study period Expense ratios are weighted by asset size In all

cases The expense ratio of the average no-load class rose from 75 basIs

points in 1979 to 80 basis points in 1992 before declining to 76 basIs points

In 1995 75 basIs points In 1996 72 basis points In 1997 68 basis points In

1998 and then increasing to 72 basIs points In 1999

In 1979 -- prior to the onset of 12b-1 fees-- the average load class had

lower expense ratio 72 basIs points than the average no-load class 75
basis points From 1979 to 1992 load class expense ratios rose 24 basIs

points on average primarily because of the Inclusion of 12b-1 fees in the

expense ratio Load class expense ratios increased another 21 basis points by

1995 to 1.17% before falling to 1.14% in 1997 1.12% In 1998 and

increasing to 117% In 1999

Table

Weighted Average Expense Ratios by Distribution Category

No-Load Load

Classes Classes

1979 .75% .72%

1992 .80% .96%

1995 .76% 1.17%

1996 .75% 1.17%

1997 .72% 1.14%

1998 .68% 1.12%
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1999 .72% 1.17k

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 Ioads

As part ci 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.2

Because we do not have access to data that reflect actual sales loads paid or

actual holding periods of fund Investments we make certain simplifying

assumptions which make the analysIs less precise We assume that

shareholders hold their shares for either or 10 years We 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 arid 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

Table

Total Ownership Costs for Load Classes

Number of Assets Weighted Weighted

Casses Millions Expense Ratio Expense Ratio

with Year with 10 Year

Amortization of AmortizatIon of

Sales Load Sales Load

1979 316 $36204 2.28% 150%
1992 1720 $728162 1.79% 1.41%

1995 4302 $1158001 1.88% 1.53%

1996 4459 $1293730 1.89% 1.53%

1997 4415 $1617016 1.87% 1.50%

1998 5184 $1807092 1.83% 1.47h

1999 5483 $2196776 1.88% 1.52%
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5. 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
This strategy led to the introduction of two new major fund categories

international funds and specialty funds.2

In 1979 bond fund dasses accounted for 38% of classes and 33% of assets
while equity fund classes accounted for 62% of classes and 67fo of assets

see Tables and By 1992 bond classes had overtaken stock classes to

become the largest fund category and international classes 10% pf 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

TaLle

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 8ond

fund classes accounted for 44% of classes in 1999 and stock fund dasses

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 spedalty 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 fundsft 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

Expense Ratio Trends by Class Age

Another common explanation for rising expense ratios Is that large numbers

of new funds have pushed up the averages Commentators say that new

funds often have higher expense ratios because they have not yet reached

the critical size needed to pass on economies to their sharehoIders

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 yea rs

Table 10

Years in Existence

1.23%
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Bond Equity Enternatlonal Specialty

Classes Classes Classes Classes

1979 0.70% 0.74%

1992 0.82% 0.95% 1.36% 1.31%

1995 0.84% 0.98% 1.31% 1.37%

1996 0.84% 0.96% 1.31% 1.34%

1997 0.83% 0.91% 1.24% 1.35%

1998 0.80% 0.88% 1.18% 1.30%

1999 0.80% 0.90% 1.18% 1.36%

Years In Existence Number of

Classes

1-5 3873

Assets Weighted

Millions Expense

Ratio

589846
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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 dasses 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 2185 230775 1.25%

201-1000 1585 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 dasses 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 dass 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

institutFonal fund or clas5 and 11 whether it is part of multi-class fund

We used the model to anaiyze 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 1999 As indicated previously funds expense ratio is defined

as its total expenses Including rule 12b-i fees divided by Its average net

assets funds operating expense ratio is defined as its total expenses
minus rule 12b-1 fees divided by its average net assets In our analysis of

total expenses column we observe that the maximum 12b-1 factor tends

to explain the variance In total expenses due to actual 12b-1 fees and that

the other factors explain only that part of the variance in total expenses that

is due to differences In operating expenses So the coefficients for the

Independent variables except for the maximum 12b-1 fee represent the

influence of these varIables on the operating expense ratio 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 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 points lower than similar fund with assets

of $1 mlillon

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 biiIion.1

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 Cateciorv

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 had an operating expense ratio that was 22 basIs points higher than

bond fund and specialty fund had an expense ratio that was 62 basis

points higher than bond fund These results are applicable to funds that

invest primarily in securities issued by United States issuers With respect to

funds that Invest primarily In securities issued by non-United States issuers

an international equity fund had an expense ratio that was 82 basIs points

higher than domestic bond fund and an internatIonal bond fund had an

expense ratio that was 31 basis points higher than domestic bond fund

Index Institutional and Multi-Class Funds

In 1999 other things held equal the operating expense ratio of an index

fund was 45 basis points lower than an equivalent fund that was not an index

fund The operating expense ratio of an institutional fund or class was 22

basis points lower than an equivalent fund or 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

equal 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 portfoilo 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 Holdings

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 lZb-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 reiationshlp

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 expenses
we hand-collected management expense data for the largest 1000 classes in

existence in 1999 and used similar econometric model to analyze the

data.1Q 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 portfoiio 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 econornies Although we cannot analyze directly the cost of

providing portfolio management services to mutual fund in order to

determine whether economies exist because the data are unavailable we

can do the next best thing We can analyze portfolio management costs

indirectly by using the management fee charged to fund by its adviser as

proxy for the advisers cost of providing portfolio management services

Unfortunately the proxy Is far from perfect because management fees often

pay for other servIces as welI

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 leveFs

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 im

In our analysis we are interested In seeing whether fund management

expense ratios decline as fund assets Increase arid breakpoints in

management contracts are triggered

Results of Regression Model of Management Expense Rat as

Our analysis produced Interesting results The management expenseratlo of

the 1000 largest funds in 1999 did not show statistically significant decline

as fund assets grow but rather showed statistically slgniflcant 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

bilIion

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 level

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 nianagement fees we examined the management contracts of

the 100 largest mutual funds in 1997 1998 and 1999 for evidence of

management fee breakpolnts 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 5reakpolnts based on portfolio assets plus

performance fee fund breakpoints-pius 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 lost 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

G. 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.-1 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 401k 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 equaIy-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-weigMed 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-orlentecL 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 0.94%

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 dedines

funds investment cate1ory 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 June 2000 report on mutual fund fees the General Accounting Office

recommended that the Commission require mutual funds and/or broker-

dealers to send fund shareholders account statements that include the dollar

amount of the funds fees that each investor has indirectly paid The GAO
report surmises that adding personalized expense information to fund

account statements may prompt fund shareholders to pay more attention to

fees and to compare their funds fees and services with those of similar

funds thus encouraging more fee-based competition among funds The

report acknowledges that requiring funds and/or broker-dealers to provide
this information would impose additional costs on the industry because funds

would have to change their account management systems to collect and

calculate information that is not currently maintained The GAO also

recommends that the Corn mission 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

funcis 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 au funds Finally as

indicated In the GAO report the compliance cost associated with new
personalized expense disclosure requirement which ultimately would be

borne by fund shareholders may be considerable Computer programs that

perform shareholder accounting functions would have to be revised and other

costs would be incurred Administrative difficulties would present an
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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 inds 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 beileve that the general approach embodied in our

recommendation will encourage investors to Incorporate information about

the doilar amount of fund fees Into their decision-making process

Our approach would be to require fund sharelolder 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 xpenses.2J

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 lnvestment.1 The Commission has an important role to play as

well and should continue Its ongoing program described in Section II to

ni prove 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 For

comparison we find In our fee study that the median expense ratIo for all

stock funds In 1999 was 1.3% per year and the weighted average expense
ratio See Section III Table was O.90Jo 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 assodated 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 adlons without the consent of the adviser.1

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 fund1s 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 exemptlve 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 arid expenses 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 dedine 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 firms

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 experiendng any economies of scaie 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 director5 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

eguipped 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 portfoiio transactions

for example is reflected in the amount paid when the fund buys or sells

portfolio securitles For many funds the amount of portfolio transaction

costs incurred during typical year is substantial Ciearly fund directors

should focus on portfolio transaction 05t5.m As they review fund

transaction costs fund directors should pay particular attention to soft dollar
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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 fr allocating client brokerage transactions to the broker-dealer.lZ

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 disciosure.2

RUle 12b-1

We recommend that the Commission consider whether It would be

appropriate to review the requirements of rule 12b-1 that govern how funds

adopt and continue their rule 12b-1 plans We believe that modifications may
be needed to reflect changes in the manner In which funds are marketed and

distributed and the experience gained from observing how rule 12b-1 has

operated since it was adopted in 198G.1 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 continued21

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 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 l2b-1 plans for

relatively short periods In order to solve particular distribution problem or

to respond to specific circumstances such as net redemptIons.J 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.111 Although the factors may
have appropriately reflected industry conditions as they existed in the late

1970s others argue that many have subsequently become obsolete because

today many funds adopt rule 12b-1 plan as substitute for or supplement
to sales charges or as an ongoing method of paying for marketing and

distribution arrangements

The mutual fund industry utilizes number of marketing and distrIbution

practices that did not exist when Rule 12b-1 was adopted For example as

described In Section III many funds offer their shares in multiple classes --

an organizational structure that permits investors to choose whether to pay
for fund distribution and marketIng costs up-front via front-end sales

charge over time from their fund investment via 12b-1 fee when they
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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 underwritersand bOards

of directors may have good reason to view this type of 12b-1 plan as an

Indefinite commitment because multi-class distribution arrangement could

not continue to exist If the associated rule 12b-1 plan were terminated or not

renewed

Other funds offer their shares primarily through fund supermarkets

programs sponsored by financial Institutions through which their customers

nay 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 questiors 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.UZ

Although the independent directors of fund have the legal right to

terminate funds rule 12b-1 plan the independent directors may be less

likely to do so if the funds future 12b-1 fees have been pledged to secure

bank loan or to pay principal and interest due on asset-backed securities

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 releaseU 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

APPENDIX ONE REGRESSION TABLE

Sample Is all classes of funds covered by Momlngstar as of March 1999
Assets Is Lri of fund assets Famsize is 1/assets of fund family Famnum is Lii

of funds in the family Turnover is LI of classs turnover Holdings Is Ln of

number of portfolIo holdings Age is Ln of fund age Domestic equity is

indicator variable 1domestlc equity 0alI others Hybrid Is an indicator

variable 1domestic hybrid fund Oall others International bond Is an

indicator variable 1unternational bond fund 0ali others International

equity Is an indicator variable 1lnternational equity fund 0all others
Specialty is an indicator variable 1speciafty fund Oall others The

omitted Investment objective Is domestic bond funds Index is an indicator

variable 1lndex fund 0all others hnstttulonal Is an IndIcator variable

Institutional fund or class all others Load is an indicator variable

1front-end load 0all others Multi-class is an Indicator variable

1multl-dass 0sIngle dass funds 12b-1 is the maximum 12b-l 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

Lii Famsize -.047

-6.1

Famnurii -.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

Inrnationai .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 nc-oad 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 DIstiibuon Category
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Load Load Classes

Classes Percent of

Total

316 61%

1530 57%

4302 54%

4459 64%

4415 63%

5184 62%

62%

0000481

Pure No-Load Extended No-Load

Classes Classes

1979

1992

1995

1996

1997

1998

1999

201

750

2043

2135

2121

2601

2871

2380

2506

2576

3229

3418

Class Assets by Distribution Category

Table

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
1999 $2130312 $2259836 $2196775 49%

Tables and show that 84% of the classes in the extended no load

category are pur no-load classes dasses 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 rncrease 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% 1.17%

1997 .70% .72% 1.14%

1998 .66% .68% 1.12%

1999 .69% .72% 1.17k

Table shows the trend in average expense ratio by distribution category

http//www.sec.gov/news/studies/feestudy.htm 12/15/2010



Investment Management Report on Mutual Fund Fees and Exnense Page 43 of1
Case 211 -cv-01 083-DMC -JAD Document 1-7 Filed TJ2/2b/1 Page 44 of62 Pagel 482

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 Inciusion 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 rato 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 underlying mutual

funds of insurance company separate accounts closed-end investment

companies unit investment trusts and face amount certificate companies

For an explanation of the data items used In the study see infra Section

IrI.B.3

ZThe Random House College Dictionary defines fee as charge or

payment for services Random House College Dictionary 484 Revised 1t

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

biillon in 1991 to almost $2.5 trillion in 1999 See Investment Company

Institute Mutual Fund Fact Book 50 2000 hereinafter ICI Fact Book
See also Karen Damato Facing the Future of Funds Wall St Jan 10

2000 at Ri discussing generaiiy 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 portfoilos 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 StatisUcE 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 Bogie Do Mutual Funds Charge You Too Much Mutual

Funds Oct 1998 at 80 Amy Amott The Rising Tide Momlngstar Mutual

Funds Oct 11 1996 at S1-S2

Id Fact Book supra note at 30
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11The GAO report Mutual Fund Fees Additional Disdosure Could Encourage
Price Competition GAOJGGD-Oo-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

However Section 36b of the Act 15 U.S.C 80a-35b 2000
authorizes the Commission to sue fund advisers that breach their fiduciary

duty with respect to their receipt of compensation from fund

See e.g Dan Moreau SEC Watches Over Mutual Fund Industry
Investors Bus Daily June 15 1999 at Bi Carole Gould Truth in

Advertisingfor Mutual Funds N.Y Times Apr 17 1988 at 11 Jane

Bryant Quinn New Mutual Fund Table is Valuable Tool for Investors St
Petersburg Times May 12 1988 at 19A Bill Sing Rules Offer Some Help on

Shopping for Funds L.A Times Apr 30 1988 at Jan Rosen
Comparing Costs of Mutual Funds N.Y Times Jul 30 1988 at 34

See GAO Report supra note 11 at 97-98

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

Seeinfra p.74

-2See DIsclosure of Mutual Fund After-Tax Returns Investment Company Act

Release No 33-7809 65 Fed Reg 15500 Mar 15 2000

Most notably in 1970 Congress enacted Section 36b of the Investment

Company Act to impose on advisers fiduciary duty with respect to the

amount of compensation that they receive amended Section 15c to

strengthen the ability of directors to scrutinize advisory contracts and

enacted SectIon 2a 19 to strengthen the standards for determining who

may serve as an independent fund director See Investment Company Act

Amendments of 1970 Pub Law No 91-547 84 Stat 1413 1970 See also

Rep 91-184 1970 reprinted in 1970 U.S.C.C.A.N 4897 legislative

history of the 1970 amendments DIvision of Investment Management
Protecting investors Half Century of Investment Company Regulation 257
n.14 May 1992 hereInafter Protecting Investors

2The organizing entity might be an entity other then an adviser such as

funds administrator or its principal underwriter which sells the funds shares

pursuant to an underwriting contract with the fund

2Q 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 BOa-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.2c1 602 Del Ch 1962 leading case under the original Section 36 the

court noted that because fund shareholders were properly informed of aN

material facts plaintiffs had the burden of proving that the fee was so out of

proportion to the value of services rendered as to make it unconscionable

Moreover because the requisite disclosures to shareholders had been made

the court held that corporate waste and not faIrness was the appropriate

standard by which fees should be judged The court made this finding even

though It noted that

The aclvlsersJ 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 11

4621 2000

18urks Laskel- 441 U.S 471 484 1979

21Section 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 advIser to fund except pursuant

to written contract that has been approved by majority of the funds

outstanding votIng securItIes and majority of the funds independent

dIrectors Typically the adviser as the initial shareholder of the fund Initially

approves the contract After the initial two-year contractual period Section

15 requires that the contract be renewed annually by majority of the funds

independent directors or Its shareholders Similarly Section 15 requires that

the funds underwritIng contract be approved annually by majorIty of the

funds independent directors See 15 U.S.C BOa-iS 2000

Section 15c of the Investment Company Act 15 U.S.C 80a-15c

2000

See Protecting Investors supra note 18 at 256-258 discussion of board

evaluation of mutual fund fees See infra 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.l.R 270.12b-1b1

2000

hpI/www.sec.gov/news/stu4iesifeestudy.Etm 12/15/20 10
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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 ts 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

2We note that the NASD has imposed an annual cap on asset-based sales

charges of 0.75% of average annual net assets and an additional O.25% for

service fees See NASD Rule 2830 NASD Manual CCH 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 Liniitation 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 circmstances

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 Reiease 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 1969 reprinted/n 1970 U.S.C.C.A.N 4897

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 Sedion 36b

See Section 36b of the Investment Company Act 15 U.S.C BOa-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 Resetve Fund
Inc 835 F.2d 45 2d dr 1987 Garteriberg Merrill Lynch Asset

Management Inc 694 F.2d 923 930 2d CIr 1982 Kalish Franklin

Advisers Inc 742 Supp 1222 S.D.N.V 1990 affd 928 F.2d 590 2nd
dr 1991

See Gartenberg 694 F.2d at 928 Krinsk 875 F.2d at 409

SeºKrinsk Fund Asset Mgmt Inc 875 F.2d 404 2d dr 1989
Schuyt Rowe Price Prime Reserve Fund Inc 835 F.2d 45 2d Cr 1987
Gartenberg Merrill Lynch Asset Management Inc 694 F.2d 923 930 2d
Cir 1982 Kallsh Franklin Advisers Inc 742 Supp 1222 S.D.N.Y
1990 Although the courts note that fees charged by other funds Is not the

principal factor to be considered in evaluating fee under Section 36b
such comparative information is significant

Section of the Investment Company Act requires mutual funds to

register with the Commission 15 U.S.C 80a-8 2000 If the fund is

conducting public offering of its shares it also must file registration

statement to register the offering of those shares under the SecurItIes Act of

1933 Securlties 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 reproposlng 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

4-The fee table is Item of Form N-lA

.1The 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 Te5timony before the
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Subcomm on Finance and Hazardous Materials of the House Comm on

Commerce visited Nov 2000
www.sec.gov/news/testmony/tstyl 398.htm concerning transparency in the

United States debt markets and mutual fund fees and expenses

See a/SO Investment Company Institute Report of the Advisory Group on

Best Practices for Fund Directors Enhancing Culture of Independence and

Effectiveness June 24 1999

Rote of Independent Directors of Investment Companies Investment

Company Act Release No 24082 64 Fed Reg 59826 Oct 14 1999

4Interpretive Matters Concerning Independent Directors of Investment

Companies rnvestrrent Company Act Release No 24083 64 Fed Reg
59877 Oct 14 1999

See Muftial Fund Investing Look at More than Funds Past Performance

last modIfied Jan 2000 http //www.sec.gov/consumer/mperf htm

.Z Mutual Fund Cost Calculator last modified Sept 2000 http

www.sec.gov/mfcc/mfcc-lnt.htm During the first quarter of 2000 the

calculator averaged over 8500 hits per month making it one of the most

frequented portions of the Commissions web site

Investment Options last modified Sept 2000
http //www.sec.gov/consumer/irivestop.htm

.2 Investment Company Institute Frequently Asked Questions About Mutual

Fund Fees 1998 http//www.Id .org/ pdf/mfjee_faqs pdf

Financial Facts Tool Kit last modified Apr 21 1999
www.sec.gov/corisumer/tookit htm

Invest Wisely An Introduction to Mutual Funds Advice from the U.$
Securities and Exchange Commission last modIfied Aug 2000
www.sec.govfconsumer/ inwsmf.htm

2Search Key Topics continuously updated

httpf/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 cailing 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.mornlngstar.comf news/MS/ Cornmentary/ 990219corn.msnhtml

visited Feb 26 1999
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See Upper Inc Upper Directors Analytical Data app 15t 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 /IvoryTowers/ 981223Rek.msnhtml

See Janet Novack Custom-made Mutual Funds visited Sept 11 2000

http//www.forbeSbeSt.COm/0911/072 htm

.Z See New online brokers let you build your own mutual fund at bargain

price S.F Chron visited Aug 2000 http/iwww.sfgate.cOm/CQl

bln/artlcle.cgi file/chronide/archlVe/2000/08/01B1J107294 DTL For

description of FOLIO/Tn one version of this type of product see Financial

Research Corp Shake end Bake Mutual Funds Technology Enables Creation

of Individualized Mutual Funds Mutual Fund Cafe visited Nov 2000

http//www.mfcafe.com/pafltryJbPS_06260O.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 Ore 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 //www.morningstar.com/news/Wlre/012302393OO.html The fee rate

charged to holders of the largest ETF Standard Poors Depository Receipts

Trust SerIes -- popularly known as SpIders -- is 12 basis points

2The management expense ratio is the dollar amount of funds

management expenses divided by its average net assets Management

expenses include payments made by the fund to Its investment adviser or to

affiliates of the adviser for Investment management administrative or other

services See Infra Section IIT.B.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 lee broadiy 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 separateiy 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
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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-dealei-s 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 lZb-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 py
for distribution extend their 12b-1 plans to cover operating expenses as

well

æZ See Protecting Investors supra note 18 at 320-26

2The 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 brckers commissions other sales and promotional

expenses and the underwriters profit ifany

During the 1970s the Commission received number of requests to allow

fund assets to be used to pay for distribution Reasons cited to approve these

requests included rising net redemptions growing public-resistance to high

front-end sales loads the Increased popularity of no-load funds and the

availability of competing investment products without front-end loads

Another rationale was that use of fund assets for distribution expenditures
would result in net flow of cash into funds and in turn economies of scale

and more effective portfolio management In 1979 after extensive

consideration the Commission proposed rule 12b-1 stating that funds

should be permitted to bear distribution expenses if they were disclosed and

regulated Bearing of Mutual Fund expenses by Shareholders Investment

Company Act Release No 10862 44 Fed Reg 54014 Sept 17 1979 The
Commission adopted rule 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 ftont-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 Umitatlon of Asset-

Based Sales Charges as Imposed by Investment Companies Securities

Exchange Act Release No 30897 57 Fed Reg 30985 July 1992

http//www.sec.gov/news/studies/feestudyhtjn 12/15/2010
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k2A basis point is equal to 1/100 of 1%

1Q See infra Section III.C.4 for further discussion of total shareholder cost

analysis

I1 Although we attempted to use all available data we eliminated some funds

from the study because of missing data For example In 1999 the

MorningstarPrincipia 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

ZZThe Momlngstar databases use fund classes rather than funds as the basic

data item The ranifications of this approach are discussed below and infra

note 97

See supra note 67 and accompanying text

Master-feeder arrangements are another organizational structure that is

designed to offer additional choice to fund Investors Uke 1regular mutual

fund master fund invests in stocks bonds and other portfolio securities

Unlike regular mutual fund the master fund distributes its shares not

directly but through other funds feeder funds feeder fund sells its shares

to the public but Invests only in shares of the master fund Feeder funds

like classes may offer varying levels of service or alternative ways of paying

for distribution costs The Momingstar Prfncfpfa Pro database includes feeder

funds as separate observations Principia Pro identified 556 feeder funds with

total assets of more than $200 billion as of March 31 2000

ZAlthough investors purchase shares of specific class and incur that

classest expenses analysis of fund expenses at the class level can sometimes

produce anomalous results Consider the following exampie 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

2In constructing our econometric model we consider each dass 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

ZZ All mutual funds are required to provide reports to shareholders Including

expense ratios 60 days after the end of their fiscal years To capture data on

calendar year basis we used Morningstar data for the end of March

Although we recognize that the sample may not adequately portray the
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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

12 thIs analysis multiple-class funds were evaluated at the fund level

because all classes of multiple dass fund are subject to single

management contract

An equally weighted average assumes that alt 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

lIt 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 20%
while assets of bond classes declIned 6.6% Because equity international and

specialty classes generally have higher expense ratios than bond classes any
Increase in the proportion of assets in these investment categories would

tend to increase the weighted average for all classes See infra Section

IILC.5

For discussion of the extent to which lines between mutual fund

dIstribution expense categories and marketing channels have become

blurred see Financial Research Corp The Alphabet Soup of Share Classes

Or Whatever Happened to Simplicity visited Aug 30 2000
httpf/www.mfcafe.comfpantryg8fbpslOO598.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

Sales load data reported by Mornlngstar are the maximum sales loads

charged

See John Rea and Brian Reid Trends in Ownership Cost of Equity

Mutual Funds Investment Company Institute PerspectIve Nov 1998 at

Rea and Reid This study found that for stock mutual funds saies

weighted average sharehoider costs decreased from 2.25% of new
Investments in 1980 to 1.49% of new investments In 1998 -- decrease of

almost 34% Stock fund operating costs rose by 12 basis points during the

period however Subsequent Investment Company Institute studies have

yielded similar results See generally John Rea and Brian Reid Total

Shareholder Cost of Bond and Money Market Mutual Funds Perspective Mar

1999 at John Rea eta Operating Expense Ratios Assets and

Economies of Scale In Equity Mutual Funds Perspective Dec 1999

Data about the maximum sales load that Investors could pay are readily

available Data about the extent to which investors actually pay less than the

maximum sales load because they are eligible for discounts for large

purchases for purchases through retirement accounts or for other reasons
are not available
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2Available 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.ignltes.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 publishd 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 httpJ/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 at High Turnover May be Hurting Fund Company

Profits Mutual Fund Cafe last modified Nov 1998

http//www.mfcafe.com/pantry/is..1198.btmI 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 Treding 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 OBrlan and

Pul-Wing Tam More and More Dollars Flow to Hotshot Funds Wall St

June 1999 at Ri quotIng Guy Mozkowski an asset-management analyst

at Saiornon 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 hoiding period estimates contained in study

performed by The Wyatt Company for the NASD in 1990 The Wyatt

Company selected random sample of stock and bond fund accounts that

were opened in 1974 at funds with front-end loads and determined the

percentage of the original share purchases that was redeemed In each of the

subsequent 15 years See Rea and Reid supra note 85 at

Sirri and Tufano Competition and Change in the Mutual Fund

Industry Financial Services Perspectives and Challenges 190-91 1993

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

http//www.sec.gov/news/studies/feestudyiitm 12/15/2010

0000492



Investment Manaemeiu Report on Mutual Fund Fees and Expenses Page 54 of 61

Case 211 -cv-01 083-DMC -JAD Document 1-7 Filed U2/2511 Page 55 of 62 Pgel 493

See 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 Revisifing Fund Costs Up or Down
Morningstar 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.1OS1 1987 Don Chance and Stephen

FerrIs Mutual Fund Distribution i.Fin Services Res 39 1991
Charles Trzclnka and Robert Zweig An Economc Analysis of the Cost and

Benefits of S.EC 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 1- b2lfFamslze bLnFamnum b4Ln

Turnover b5LnHoldlngs bGLnAge b7Equlty b8Hybrid

b99 Bond blOI Equity bllSpedalty b12Index b13Institution

b14Load b15Class b16x12b1

where

classs expense ratio

LnAssets natural log of funds net assets in millions

1/Farnslze reciprocal of famIly net assets In millions

LnFamnum natural log of number of funds In family

LnTurnover naturai iog of classs turnover

LnHoldngs 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

equltyfund 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

multl-ciass fund otherwise

12b-1 maximum 12b-1 fee

error

We define factor as Important if its test statistic is greater than the

critical value approximately 1.96 At this value we are statistically confident

95% of the time that the attribute is associated with an effect on the expense
ratio The test statistic for each expense factor is shown in Appendix One

Our approach of using classes rather than funds as data item presents
two problems in our regression analysis First it potentlaily gives more

weight to the results of multi-class funds than to the results of single-dass
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 dass typically has its own expense ratio many
fund expenses Including the management fee are Incurred at the portfolio
level and then allocated among funds classes typically based oh 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 usually are very similar and frequently are Identical In

addition most of the independent variables in the model are identical across

classes in the same fund This Jack of independence among observations may
cause the regression analysis to understate the standard errors and overstate

the t-statistics To determine whether our approach led to erroneous

conclusions we also regressed proxy for operating expenses the expense
ratio less the maximum 12b-1 fee on the independent variables exclusive of

the maximum 12b-1 fee In this second model we used only one observation

for each fund For multi-class funds we used as the expense ratio variable

the asset-weighted average operating expense ratIo of all classes in the fund

The institutional and load variables were the proportion of assets in classes

with these characteristIcs The results of this model are not qualitatively

different from the results presented In this section The coefficients of the

second model are very similar to those of the basic model and all remain

statisticaily 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

bttp//www.sec.gov/news/studies/feestudy.htm 12/15/2010

0000494



Investment Manaement Repcrt on Mutual Fund Fees n1 rç Iac
Case 211-cv-010B3-DMC-JAD uocument i-I i-ueo uijz11 Page 57 of 62 rayelu

Our standard errors also may be biased downward because expense ratios

among the funds in fund family are Iiky 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

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 indude as an independent variable the reciprocal of fund

family assets The t-statistic for the coefficient of the reciprocal of family

assets is considerably larger than that obtained when the natural logarithm

of fund family assets is used further supporting the reciprocal as the better

measure of the relationship

21f the coefficient were equal to 1.01 then everything else held constant
funds with 12b-1 fees would have expenses that are higher than the

expenses of other funds by an amount that equaled the maximum 12b-1 fee

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 broadry to cover

variety of administrative and other services See supra Section 1II.B.1 What
Costs are included in Funds Expense Ratlo

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

See e.g Protecting Investors supra note 18 at 256 ri.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 Le portfolio manager
can manage $500 million nearly as easily dS $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.

-See supra note 60 and accompanying text

.lZ
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 Subcomrn on Finance and Hazardous Materials of the House

Comm on Commerce Sept 29 1998 at 21-22 available in 1998 WL
18088868

1Q Lee Tamar Frankel The Regulation of Money Managers 260 1978

See ki

1L Although 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

2The 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 arid 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

Investment Company Institute Mutual Funds and the Retirement

Market FundemenLals Investment Company Research In Brief May 2000 at

1-2

-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 uending_valueh

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
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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 Murthl MIchael Orzag and
Peter Orzag The Charge Ratio on Individual Accounts Lessons from the
U.K Experience Blrkbeck 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 IC to educate investors
Chairman Levitt recently stated There 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 Investment Company Act and the Investment Company
Institute Oct 2000 last visited Dec 15 2000
http //www.sec.gov/news/speeches/spch4o3Jtm

12KPMG Peat Marwick LIP An Educational Analysis of Tax-Managed Mutual
Funds and the Taxable Investor 14 1999 The KPMG study analyzed the

performance of 496 domestic stock funds for the ten years ended December
31 1997 The average annual total return for the median fund in this group
was 16.1% before taxes and 13.5% after taxes The median fund Is the fund
at the midpoint of the frequency distribution An equal number of funds have

higher or lower return than the median fund Annual performance given up
to taxes ranged from low of zero to high of 5.6% with median of 26%

ASee Role of Independent Directors of Investment Companies Investment

Company Act Reiease No 24082 64 Fed Reg 59826 Nov 1999

Informatlon 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 I1.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

12Q 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 l1.R Rep No 2274 87th Cong 2d Sess 491-95 1952 which

formed basis for the 1970 amendments to the Investment Company Act

As described supra In Section L1I.B other fund costs that may be paid for

outside of the funds expense ratio include costs related to marketing and

distribution financial advice to fund Investors and maintenance of

shareholder accounts In many cases some or all of these costs may be paid

separately by the shareholder

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 ONeaI Mutual Fund Brokerage

CommIssions 19 J.Fin.Res 272 1996

1Although 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 bäard of directors to request and

review and the funds manager to supply such information as may
reasonably be necessary for the fundrs 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

Doilar Practices of Broker/Dealers Investment Advisers and Mutual Funds 30

Sept 22 1998 hereinafter XSoft Dollar Report

See Soft Dollar Report supra note 123 at 5-6 Soft dollar arrangements

deveioped 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 conipetition 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 pradces to recapture

portions of these commissions by advisers including glve-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 aiso 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 corrrnisslon 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

l2 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 affirniatlve duty of full and fair

disclosure of all material facts to their clients See 15 U.S.C BOb-6 2000
Section 206 of the Investment Advisers Act of 1940 S.E.C Capital Gains

Research 5ureau 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 adapted 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 10.6-07g 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 73895

hereinafter Adopting Release When rule 12b-1 was adopted the

Commission stated the ruie 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

See Joel Goldberg and Gregory Bressler Revisiting Rule 12b-1 under

the Investment Company Act 31 Rev Sec and Commodities Reg 147 147-

152 1998

-Id at 151

2-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 121 at 151 Paul Haaga Jr

and Michele Yang Distribution of Mutual Fund Shares Rule 125-1
Practicing Law InstItute 40 Act Institute 1990

Goldberg and Bressler supra note 127 at 151

See supra SectIon 111.5.2

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 conflrmnatlons 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 0.40% annually of the average value of the shares of

the fund held by the sponsors customers The asset-based fee Is paid by the

fund its investment adviser an affiliate of the adviser or combination of

all three entities See Letter from Douglas Scheidt Associate Director of the

Division of Investment Management to Craig Tyle General Counsel of the

Investment Company Institute pub avaIl Oct 30 1998 at 2-4 avaIlable In

1998 WL 1543541 24 SEC 1998 hereInafter Investment Company

Institute

See The Shareholder Services Group Inc pub avail Aug 12 1992 and

Investment Company Institute supra note 134

See e.g Rochelle Kauffman Plesset and Diane Ambler The Financing

of Mutual Fund Share Arrangements 52 Bus Law 1385 1997 Tania

Padgett First Union Group Plans to Cater to Cash Needs of Mutual Fund

Firms American Banker May 17 1996 at 20 MIchael Brush Are lanagers

Counting on Rubber Stamp N.Y limes Dec 29 1996 at F9

137 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 th 12b-1 fees See Plesset and

Ambler supra note 136 at 1398-1402 1405

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 a/so supra note 29 and

accompanying text
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JGAO
AccountabIlIty tedty fl.IabiIIty

United States General Accounting Office General Government Division

Washington DC 29548

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 issue 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 disclostrcs 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 Comptrollerof the Currency the

Federal Deposit Insurance Corporation and the Board of Governors of the Federal Reserve

System

Pege
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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 gencrally exceeded those

that could have been earned on savings accounts or certificates of deposit

Because mutual funds are expected to operate more efficiently as their

assets grow the significant asset growth in recent years has prompted

concerns about fund fee levels Academics Industry researchers and

others have also raised questions about whether competition fund

disclosures and mutual fund directors are sufficiently affecting tho level of

fees

In response to requests by the Chairman of the Subcommittee on Finance

and Hazardous Materials House Cpmmlttee 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 arid how

industry participants view directors activities

Mutual funds can be grouped into three basic types by the securities Ire

acgrounu which they Invest These Include stock also called equity funds which

invest in the common and preferred stock issued by public corporations

bond funds which invest In debt securities and money market funds

which generally Invest in interest-bearing securities maturing In year or

less Funds that invest in combination of stocks bonds and other

securities known as hybrid funds are included in this report under the

category of stock funds

Mutual funds are distinct legal entities owned by the shareholders of the

fund Each fund contracts separately with an investment adviser who

provides portfolio selection and administrative services to the fund The

funds directorst who are responsible for reviewing fund operations

Although the Investment Company Act of 940 which governs mutual fund operattons 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 otflclals governing fund the act uses the term dIrectors to

refer to such persons aiid this report will also follow that convention
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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 casts 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 inqur other charges in addition to those

included in the operating expense ratio depending on how they purchase

their hinds Mutual funds are sold through variety of distribution

channels For Instance Investors can buy them directly by telephone or

mall or they can be sold by dedicated sales forces or by third-party sales

forces such as broker-dealer account representatives To compensate

such sales personnel some mutual funds charge Investors sales charges

called loads which can be paid at the time of purchase over specified

period or at time of redemption

Although mutual funds expense ratio appears to represent Just small

percentage of Its total assets the Impact of these fees can be significant

Fur 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 limits on the sales charges and fees used to compensate sales

personnel

GAO was unable to determine the extent to which the growth In mutual
Results Brief

fund assets during the 1990s provided the opportunity for mutual fund
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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 flmd advisers experience operational

efficienciesor economies of scaleas their assets grow that could allow

them to reduce their funds expense ratios 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 advised costs had increased more or less rapidly

than fund assets Industry officials reported that some costs of operating

mutual hinds 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 thc total 490

percent asset growth in those fund$urlng 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

As 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 fonda avenge net asaeta The expense ratio Includes management fee that

compensates the adviser for selecting and managing the funds portfolb distribution fees and any

other expenses associated with administering the fund that have been deducted from the funds assets

Data on stock funds Fesexited In this report also Include Information on hybrid funds fir report

focuses primarily on stock and bond ftmnds because nxmey market funds
generally

have not been thu

subject of the recent concerns over fees
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growth of at least 500 percent from 1990 to 1998 Of these 51 funds 38 or

74 percenO 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 primarymeans of influencing the fees that mutual fund advisers

charge in general industries where many finns 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 ihey pay fees on their

mutual funds and provide them information with which to evaluate the

services their funds provide In addition having mutual funds regulatly

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 anriurits orcertain fees or

charges such as for wtre transfers neshitejiance rees 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 ma4itaining
fees within the range of other

funds

GAO received comments on draft of this report from SEC NASIJ

Regulation NASDR which is the regulatory arm of NASO 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 bul also believes that additional information omi 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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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 IC indicate that mutual fund

Comprehensive Data on assets have grown considerably during the 1990s with stock funds alone

Their Costs Were Not growing 1.081 percent as of year-end 1998

Available

Table Total Assets for Stock and

Bond Mutual Fund as of 1998
Dollars In bfflions

Percentage

1990 1998 change

Stock funds $283 $3343 1081%

Bond funds 284 831 193

Total 567 4174 538

Source GAO analysis of ICI 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 Iii addition GAOs

analysis of data from IC also Indicated that although additional purchases

by existing and new investors account for some of the increase in the

industrys assets as much as 84 percent of tie iriutual 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 Indusny officials

explained that these increased costs are the result of ncw 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 theiradvisers 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

Peitentage

Fund type 1990 1998 change

Stock $2544 $2231 801%

Bond 2408 593 146

Totals 4952 28864 483

Source GAO analysis of data from Ci

Fee revenues for the largest funds have similarly Increased Using data on

77 of the largest stock and bond funds5 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 60 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 fund including all stock funds with assets aver $8 billion and 31 bond

funds Including all those with assets over $3 billion The data for the stock funds 1nc1ud five hybrid

fuuds that also Invest in bonds or Other debt securities
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Average Mutual Fund

Expense Ratios Have

Generally Declined But Not

All Funds Reduced Their

Ratios

advisers indicated that these firms operating profits as percentage of

their revenues have been increasing for at least years

GAO Identified various studies and analyses of the trends in mutual fund

fees Some of these analyses found that mutual fund expense ratios and

other charges had been declining but other analyses found that expense

ratios had Increased However some industry participants criticized the

methodologies used by these studies For exanlpie many of these studies

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 tile

largest bond funds from 1990 to 1998 although this decline did not occur

steadily over the period

Table Average Expense Ratio for 77 Largest 8tock and Bond Funds From 1990 to 1998 In Dollars Per $100 of Fund Assets

Number Percentage

Type offund 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 .80 .61 .63 .61 .60 .58 -6

Source GAO analysis of data from Momlngstar Inc and Berrons Upper Mutual Funds Quartedy

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 stnce 1990 because it represented the most current and

consistent period of mutual fd Industry hlstoiy
and market cojdiUuns
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these funds 38 74 percent had reduced their expense ratios by at least 10

percent during this 9.year period Of the remaining funds 14 percent

reduced their expense ratios by less than 10 percent and percent

had either not changed their fees or had increased them

rthie Fee Reductions by Large Funds

Whose Asset Growth Exceeded 500

Percent Froni 1990 to 1998

Total change In fee from 1990 to 1998 Number of funds Percentage

Reduction over 30 percent 17 33%

Reduction of 10 tpercent 21 41

Subtotar 38 74

Reduction under 10 percent 14

No change

Increase under 10 percent

Increasoofloto30percent

increase over 30 percent

Subtotal 13 26

Total 51 100

May not total due to roundirg

Source GAO analysis
of Mamingstar and Barons Lipper 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 fucused on the fees funds charge Instead mutual fund advisers

generally seek to differentiate themselves by promoting their funds

performance returns5 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 In more limited range of securities than stock funds

do As result the returns and fees of such funds generally tend to be

SF.C
requires

runds to report their perfot-mance 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 niorspollstlc competItIon which is one of the primary competitive market types

described by economists Markets with monopolistic competition characteristically Include large

numbers of competing Inns ease of entry arid 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 similar and the fees are generally lower than the fees charged on

most stock funds

Fee Disclosures Do Not The disclosures mutual funds are legally required to make are among

other things Intended to assist investors with evaluating the fees charged
Provide Investors With

by the funds they are considering fur investment As required by SEC rules

Specific Dollar Amounts mutual hinds 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 hind accounts These statements

usually indicate the beginning and ending number of shares and the total

dollar value of shares In each muua1 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 quarter2 This contrasts with

most other financial products or services such as hank 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

informingprospective investors of the fees they would likely incur on their

mutual hind 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 increasing Investor awareness was that mutual

funds should disclose to each Investor the actual dollar amount of the

requirement for quartarly statements arises under NASD rules which govern the actions of the

securities broker4ealers that act as the distributors of ernst mutual fund shares

5al charges redemption fees and other transactional fees are disclosed In dollar amounts In either

account statements orconfirmatloit statements

Page 13 GSOIGGD-OO-126 Mutual Fund Fees

0000516



Case 211 -cv-01 083-DMC -JAD Document 1-8 Filed 02/25/11 Page 17 of 133 Page ID 517

Executive Summary

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 orderto

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 he implemented regulators will

have to weigh the costs that the industry may incur to calculate fees for

each Investor against the burden and effectiveness of providing investors

with the requisite Information and having them be responsible for making

such calculations on their own

Mutual Fund Directors The structure of most mutual funds embodies potential conflict of

Interest between the fund shareholders and the adviser This conflict arises
Tasked With Reviewmg because the fees the fund charges the shareholders represent revenue to

Fees But Opinions on Their
the adviser For this reason mutual funds have directors who are tasked

Effectiveness Were Mixed with oversecing 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 otheradvisers for similarservices 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 recommerid that the Chairman SEC require that

the periodic account stateme.nts 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 arid

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 finns 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

GAOs Evaluation evaluated in chapter with specific comments made by each organization

addressed in appendixes through

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 staffagreed 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

These firms tncluded the advisers for 13 at the 77 Iaigest fimds and smallerfuisi advisers
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letter that Investors should consider fees expenses and other Issues in

addition to performance inmaking Investment decisions

However the letters from the SEC NASDR anti ICI officials also raised

several Issues about GAOs report Afl 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 1C1s 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 assessmcnts of fee levels at competing funds which could

paradoxically diminish rather thanenhance investors overall

understanding of fund fees

GAO agrees with ICI and the other commenters that the current

disclosures made by mutual funds which provide fund expense ratios

expressed as percentage of fund assets and Include an example of the

likely amount of expenses 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 nut 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 comnients

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 finandal services such as private

money managers banks and brokerage firms are told of the specific

dollar amounts subtracted from thir Individual assets or accounts

All three commenting organizations also generally questioned this reports

finding that mutual funds do riot 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 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 infonnatlon 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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Executive Summary

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 result these individuals see directors as

maintaining fee levels or at least allowing fees to be lowered n1y to the

extent that other funds are taking similaractions
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Chapter

Introduction

Mutual funds offer investors means of Investing In diversified pool of

stocks bonds and other securities As of 1998 44 percent of U.S

households owned mutual funds arid 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

Indusiry 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 investors Individuals or lnstitutioristhat 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 NAy
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 redeniption 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 niutual

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 lnlbrmation 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 NAY Closed-end funds In which the number of shares is fixed trade at

market prices that are frequently above orbelow the actual NA of the assets held by the fund
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Introduction

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 contracl.s with an adviser and other service

providers for necesary services

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

Page 25 GAO/CGD-OO-126 Mutual Fund Fees

Table 1.1 Growth in Mutual Fund

Assets 1990-1998
Total assets Percentage

Fund type dollars in mIllions growth

1990 1998

Stock funds1 282800 3342900

Bond funds 284300 830600 192

Money Market funds 4g8300 1351700 171

Total 10655O0 5525200 419

This category cortllnes equity and hybnd fund data

Source GAO analysis of Investment Conany Institute da

Mutual Funds Contract with

Investment Advisers to

Conduct Their Operations
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Introductton

another party the adviser which contracts with the fund for fee to

administer hind operations The adviser is an investment

adviser/management company that manages the funds portfolio according

to the objectives and policies described in the funds prospectus.3 Advisers

may also perform various administrative services for the funds they

operate although they also frequently subcontract with other firms to

provide these services Functions that fund adviser or other firms may

perform for fund Include the following

Custodian custodian holds the fund assets maintaining them

separately to protect shareholder interests

Transfer agent transfer agent processes orders to buy and redeem

fund shares

Distributor distributor sells fund shares through variety of

distribution channels such as directly through advertising or telephone or

mall 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

eratn
incur ongoing operating expenses for which they pay the adviser and other

xpenses an
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 writingand

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

En some cases the adviser may contract with other finns to provide Investment advice becoming

subadviser to those ftands
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Introduction

its portfolio of securities The management fee is customarily calculated as

percentage of the funds average
net assets

Included as part of the operating expenses that are directly deducted from

some funds assets are fees that go to compensate sales professionals and

others for selling the funds shares as well as for advertising and promoting

them These fees known as 12b-1 fees are named after the Securities

and Exchange Commission SEC rules authorizing mutual funds to pay

for marketing and distribution cxpenscs directly from fund assets The

National Association of Securities Dealer Inc NASDwhose rules govern

the distribution of fund shares by broker dealers limits 12b-1 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 Therelore any lZb-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

percent of the initial Investment Some mutual funds known as no-load

funds do not have sales charges7 Other fees that may be charged directly

to investors for specific transactions include exchange fees for

transferring money from one fund to another within the same fund family

and account maintenance fees

The fees investors pay to the fund adviser constitute some of the advisers revenue from operadng 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 maxllntze Its own revenues and profits

Chapter of this report
discusses how the laws that govern mutual funds have attempted to address

this conflict of interest

common type of back-end load called contingent deferred sales charge typically Is calculated as

percentage nf the net asset value nr offering price at the tIme nf 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 pennlsslble front-end and deferred sales load varies depending on factors such as

whether the fund offers certain rights or lmpcses 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 averege net assets per year
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The total charges for investing ma mutual fund can vary according to how

the Investor purchases shares In some cases investors may purchase

mutual fund shares on the advice of an Investment professional Including

sales representatives employed by securities broker-dealers or banks or

independent financial planners When recommending mutual funds these

individuals may also be entitled to receive the sales loads charged by the

funds as well as to charge the Investors for providing investment services

Many mutual funds can be purchased without professional assistance To

purchase the shares of these funds Investors contact the mutual fund

companies directly by visiting fund offices or by telephone mail or

Internet Funds sold directly to investors In this way are known as direct

market funds In addition Investors can purchase direct market mutual

funds through accounts they hold with broker-dealers Investors may also

use retirement benefit plans such as 401k plans to invest in any mutual

funds

Long-Term Impact of

Annual Fees on Mutual

Fund Investment Returns

Can Be Significant

The annual fees that investors pay can significantly affect Investment

returns over the long term For example over 20-year period $10000

Investment in fund earning percent annually and with 1-percent

expense ratio would be worth $38122 but with 2-percent expense ratio

It would be worth $31117

Various studies have also documented the impact of fees on investors

returns by finding that funds with lower fees tended to be among the better

performing funds March 1998 analysis by an industry research

organization examined stock funds across six different investment

objectives over 5-year period and found that lower fee funds

outperformed higher fee funds over 1- 3- and 5-year periods through

November lO97 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 $1DO 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

Various Federal Statutes

Apply to Mutual Fund
Activities

SEC oversees the regulation of mutual funds under the Investment

Company Act of 1940 Among the acts objectives Is to ensure that

investors receive adequate accurate information about the mutual funds in

which they Invest Other securities laws also apply to mutual funds Under

CorxulatlngTotal Expenses to the Pertornwxe otFourand Five Star Equity Funds Financial

Research Corporauon and Weclisler Ross Partners tar 1998
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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 tirms 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 batik 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

affiliates that are not subject to SEC oversight.5 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 Comptrollerof the Currency

Addhional Information on the mutual fund activities of banks is contained In Bank Mutual Funds

Sales Practices and Rexulatory Issues GAO/GGD-95-210 Sep 27.1995

1However the Cranini-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 tha Comptrolier 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 axe not exempted from the definition ofbrokef 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 Finns included some of the largest mutual

fund families one firm affiliated with bank and several firms known for

charging lower fees We also Interviewed officials from 10 industry

research organizations that compile information conduct analyses or

perform consulting services relating to the mutual fund industry These

firms included the major providers of data and analysis on the mutual fund

industry We also interviewed three officials from money management or

financial planning linus and two former senior regulatory officials In

addition we interviewed officials from two financial Industry assocIations

including the Investment Company institute Id 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 IC on the number of funds and

total assets invested In mutual funds IC officials indicated that these data

included Information representing over 90 percent of the funds and the

assets Invested in mutual funds in the United Stales We reviewed studies

and analyses of the trend in mutual fund fees by academic organizations

industry associations and regulators

To identify what costs funds are required to disclose we reviewed SEC

regulations We also reviewed the annual reports for random selection of

35 funds including at least of the funds whose officials we Interviewed

to identify the types of cost Information these funds disclosed We also

discussed the trends In costs associated with operating mutual funds with

Industry officials at the organizations identified above We also reviewed

various academic research papers and analyses by industry research

organizations and others To ldenti 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
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whose primarybusiness 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 mliilmums 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 Mornlngstar 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
kientified 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 infonnation from customer survey that included questions

about the utility and desirabifity 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 stmcture and directors responsibilities We also

Interviewed officials from SEC and NASDR In addition we discussed the

effectiveness of fund directors with industry partldpants 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 inWashington DC Chicago IL New York NY
Boston MA San Francisco CA and Los Angeles CA between November

l98 and April 2000 In accordance with
generally accepted government

auditing standards We requested comments on draft of this report from

the heads or their designees of SEC and NASDR In addition we

requested comments from the mutual fund industry association IC Each

of these organizations provided us with written comments which appear

along with our responses to individual comments in appendixes through

Ill Additional technical comments received from SEC were Incorporated

into this report as appropriate
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Data Inadequate For Determining How Asset

GrowthAffected Adviser Costs

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 rat1os 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 revcnues 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

un visers per ce
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 mutuai 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 pottfollo
12b-I fees used for expenses associated with distributing

fund shares and any other expenses associated with administering the fund that tve been deducted

from Its assets
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increasing faster than its costs then the adviser is experienctrg

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 clover $5 billion had an average expense ratio of 70

cents per $100 of assets 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 IC states that the operating efficiencies that mutual fund

advisers experience arise not from spreading fixed costs across growing

asset base but from needing proportionally fewer additional resources as

assets grew The study found that fund advisers typically expend

additional resources for portfolio management Investment research and

fund administration as fund assets grow For example an adviser of fund

experiencing 100.-percent growth in fund assets may need to add only

new hires to staff of 10 customer service representatives rather than

doubling the staff to address the workload arising from the additional

assets Therefore customer service personnel costs would be

proportionally less for twice the assets

Jndustry officials we interviewed also generally agreed that mutual fund

operations experience economies of scale An official at money

management firm whose customers invest In mutual funds told us that

mutual fund advisers operations are subject to large economies of scale

and additional Investor inflows result in little additional cost Officials of

the fund advisers we interviewed also agreed that their operations

experienced economies of scale

Some of the studies and Industry officials noted that economies of scale

should not be assumed to exist on an industrywide level For example

study by one Industry research organization Lipper Analytical Services

Inc stated that the mutual fund industry as whole does not experience

Investment Comoanv Institute Perpective Onerating ExpenstRaucs Assets and Economies of Scale

in Equity Mutual Funds John Rea Bilan Reid and Kiniberlee Mihiar Washington D.C Dec

1999
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economies of scale but individual lunds 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

mutual fund advisers was the extent to which their assets grew due to

1rom oro1io
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 Econcmies 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 fron 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 industrywlde 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 percent

of thc 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

Stockfurids 56.5% 43.5% 100%

Bond funds 54.2% 45.8% 100%

Totals 56.1% 43.9% 100%

Source GAO anysls of ICI data

The Third White Paper.Are Mutual Fund Fees Reasonable Senternber 1998 Update Llpper

Analytical Services Inc Sep 1998
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xi Determining the extent to which mutual fund advisers experiencedLost ata 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 assets but these disclosures do not specif the costs that the adviser

incurs 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 12b-l plan and

any other expense itemsthat 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 fur those funds was generally similar The total

amounts expended for the management or advisory fee and for expenses

4lncluded among these 35 funds were at least of the funds offered by the 15 advisers thatwe

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

ifie 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

Uflu arlu uuier 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 Oneratin 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

11ave susen
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

eratin Costs
increasing costs of operating mutual funds Testifying before Congress the

president
of IC 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

Informationand 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

Increasin
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 sates 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 firmsAccording to one research

organization official there are significantly fewer distributing firms than

there are mutual fund advisers As result the mutual fund distributors

have the clout to require the advisers to pay more to have their funds sold

by the distributing firms staff For example distributors sometimes

require fund advisers to share their profits and pay for expenses incurred

by the distributing firms such as requiring an adviser to pay for advertising

or for marketing materials that arc 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 firm up to 0.35 percent of the

amount Invested by that firms customers

Fund Advertising Costs Also Another area in which mutual fund advisers were reportedly experiencing

Increasin higher costs was In advertising expenditures According to data compiled

by one Industry research organization consumer investment advertising

by financial services companies has grown at an annual rate of 33 percent

ft-cm 1995 to 1998 with nearly $1 billion spent in 1998

Aniounts paid to fund distributors deducted from fund assets must be paid pursuant to 12b-I plan

Other amounts paid to distributors would come out of adviser profits

Fund Advertisfti EvoIvIn8 Trends Among Television lnterit and Print Medla Mutual Fund CafØ

Blue Plate Special Financial Research Corporation Jan 18 l999
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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 firmsFor 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 orgatilzatlons 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.t 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 risingfor 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

11999 Investment Management Comnensalton Survey Association for Investment Management and

Research and Russell Reynolds Associates Jul 20 2999
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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.e 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 Increase
investments In their overall information technology resources as source

of Increased costs to their operations For example officials at one mutual
But May Eventually Reduce fund adviser told us the stallIng of their Information technology
Adviser Costs department has risen from persoii 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 amid 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 include

general partner which manages the fund and limited number of other Investors that usually must

meet high minimum Investment requirements

How Fund Coi.ipanles Ae Using the Internet to Strengtlieit Cuslooiur Rulatiunships and Cut Costs
Mutual Fund Cafd inside Scoop DeRenier Assodates and Wechaler 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 inure when their

asset growth comes from new accounts rather than from existing

shareholders

Adviser Costs Do Not Rise According to Industry officials the costs of providing mutual fund services

Sm othlt7
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 custodyt over the securities Invested in by their funds

New Accounts Also Fund adviser officials also explained that If their asset growth comes from

Increase Ad ts
new accounts then their costs correspondingly Increase more than if the

se OS
addItional dollars came instead from existing shareholders Officials at one

mutual fund adviser told us much of the industrys asset growth has come

from new smaller accounts They said that such accounts are more

expensive to service than larger accounts on per dollar basis because

each account requires
minimum level of service regardless of size

however we analyzed data on shareholder accounts compiled by ICI

Although the number of shareholder accounts for stock funds has grown

by over 430 percent from 22 million in 1990 to about 120 million in 1998

this was less than the growth In the assets of these funds which grew by

over 1100 percent during that same timeframe

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

Matual funds pay such costs to entities known as custodians which provide for the safe1eplng 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

Although some firms may experience decline In their average account

size that results In an increased cost per account industrywide data

lndicatcd that this is not affecting all firmsAccording 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

Fee Revenues Have
Increased Significantly

Although comprehensive data on the costs fund advisers Incurred was not

available the revenue fund advisers and other service providers collect as

fees from the mutual funds they operate appears to have Increased

significantly The fee revenues earned by the advisers and service

providers of the largest mutual funds have also risen significantly during
the 1990s The amount of fees collected on per account basis has also

risen

As mutual fund assets have grown the revenues that fund advisers and

other service providers collect through the fees they deduct from these

funds have also risen ICI prcvided 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.32 As shown in table Z.2 our analysis of tins 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

SeMçg Provider Fee Revenues 1990-
1998

Dollars In millions

Estimated fund adviser and
Fund type Total assets provider tee ravenues

Percentage Percentage
1990 1998 change 1990 1998 change

Stock $258766 $2396410 833% $2544 $22931 801%
Bond 268529 698.365 160 2408 5933 146

Totals 525295 3094775 489 4952 28664 483

Source GAO analysis of data from id

Fund adviser aixi service provider revenues were esthnated by mtitiplying fund assets by operating
expense ratios

The total asset amounts differ from those presented elsewhere In this report because the data IC
provided for this revenue analysis did riot Include any funda sold as part

of varIable annuity products
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The largest funds have also produced more revenue for their advisers and

other service providers during the 990s Using 1998 data we Identified the

77 largest stock and bond funds that had been in existence since 199O

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 Ti Largest Mutual Funds for 1990-1998

Dollars In millions

Percentage

change

1990 1991 1992 1993 1994 1995 1098 1997 1098 1990-1998

Total assets $164425 $232985 $303330 $409755 $432241 $595857 $745889 $954725 $1157219 804%

Total fee revenue $1128 $1640 $2157 $2966 $3255 $4488 $5387 $6347 $7428 559

Source GAO analysis of data from Momingstar Inc and Bartons Upper Mutual Funds Quarterly

Some of the largest funds experienced significant Increases in their fee

revenues from 1990 to 1998 For example the assets of the largest stock

fund grew 580 percent from $12.3 billion in 1990 to $83.6 billion in 1998

The revenues of the adviser and other service providers for this fund grew

308 percent Increasing from about $127 million to over $518 million during

the same period As the assets of another stock fund grew 825 percent

from $5.6 billion In 1990 to $51.8 billion in 1998 its advisers adviser and

other service providers revenue increased 729 percent growing from $38.7

million to $321 million during the same period

On an 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 l997

IJs1ng data as of Februaxy 24 1998 we Identified these fluids 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 stodcs 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 hillkinin 1998 and

represented nearly 28 percent of the 84174 bIllion In total indusiry assets Invested in these types of

funds As of that date 10 other funds had similar levels of assets as the funds In our analysts we did

not Include them in our analysis because they had been created after 1990

ICI did not provide data on the number of accounts for 1998
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Recent data on the profitability of mutual fund advisers were generally

lini.ited 10 few studies done by industry research organizations.5 As noted

previously financial statements are not available for most mutual fund

adviser firmsAlthough hundreds of mutual fund advisers exist

information was available for only small subset of finns that have issued

securities to the public which requires them to me publidy 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 companies 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 risingsince 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 Manz

Managerne.r Financial Comnartsnnc 99$ Strategic Insight LW. New York NY Apr 1999 The Third

White Paner Are Mutual PuNt Fees Reasonable Seotember 199K lindare Lipper Analytical Services

Inc Sep 1998 and Price vakMtlon and Performance Analytics Putnam LovellThorrttcn LaGuardia

Apr 1999

The companies include AMVESCAP PIE Affiliated Managers Group Affiance Capital LP. Eaton

Vance Franklin Resources Federated Investment Gabelli Asset Management Kansas city Scsithern

financial group only LIberty Ptnsnclal PIMCO Advisors LP Phoenix Investment Partners Pioneer

Group Pilgrim America The John Nuveen Company NvestL.P. Rowe Price United Asset

Management and Waddeil Reed
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Table 2.4 Average Fees Collected For 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 $108 $122 $138 $138 $135 $150 $164 61%

Bond 184 180 210 230 237 223 235 251 37

Source GAO analysis of clala Iron PCi

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 1995 1997 1998

Resulting Operating Margin for Public Fee revenue growth
43% 36% 34% 28%

Asset Management Companies
Operating expense flrowth 48 34 31 27

Operating profit marpin 33 34 35 36

Operating margi Is the percentage that operating profit revenue mhius expenses reprea1ts of

total revenue before taxes

Source Strategic lnsIit LLC analysis of 18 pubIc 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 operatlhg profits calculated by subtracting

total expenses from total revenues before subtracting taxes averaged

about 36 percent of their revenues

These mutual fund advisers also appear generally profitable compared to

firms In other Industries commonly used measure of profitability Is

return on equity which is the ratio of profits to the amount of equity

invested In the business by the firms owners which is derived by

subtracting the firmsliabilities from Its assets

The Strategic Insight data lacked complete information on all 18 publicly

traded mutual fund advisers but we were able to assess the rates of return

on equity of of the advisers as far back as 1995 From 1995 to 1998 the

returns on equity for these nine firms were generally
consistent and

ranged on average between 23 and 26 percent during these years with the

26 percent occurring In 1998 This was comparable to the 500 U.S

companies in the Standard Poors 500 index whose return on equity had

averaged 22 percent from 1995 to 1999

rage
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Mutual Fund Operating Expense Ratios

Generally Declined

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 analysts 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

C4-
Studies and analyses that looked at the trend in operating expense ratios

ci iUuiS niSO 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 Fee Ch mutual hind fees since 1990 found that the operating expense ratios and
arges

other charges were declining Among these were series of studies

conducted by IC which looked at the trend in mutual fund fees charged

by stock and bond funds In these studies ICI combined funds annual

operating expense ratios with an amortized portion of any sales loads

charged.Z 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 IC 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 sad Money Matltet 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 Induded fee tread Information investment company Institute

Perspective Operating Expense Ratios Assets and Economies of Scale in EOUIIV Mutual Funds John

Rea fiuian Reid and Kimberlee Millar Washington D.C Dec.1999

To account for any sales loads charged the ICI researchers spread or amorttsed the toad charges

over numerous years according to estimates of the average petiod over which Investors hold their

fuudn Thus the total coats to fund shareholders each year was calculated as the annual operating

expenses plus that yeais proportionate share of any applicable sales iced
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Using this methodology IC 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 IC studies reported that general decline in

distribution costs sales loads and 12b-1 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

Iisi
fund fees found that fees had been rising These included analyses by

rig academic researchers industry research organizations and regulators For

example an analysis by an academic researcher Indicated that the median

asset-weighted average operating expense ratio of funds in the industry

had increased by percent from 1987 to 1998 An internal study by SEC

staff found that median expense ratios had increased by 11 basis points

from 1979 to 1992

Criticisms Raised Regarding
conclusions reached by some of the mutual fund fee studies have been

th thod
criticized because of the methodologies used Some industry participants

ogles seu
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 IC weighted the fund fees and other charges by sale volumes the

decline IC reports results mostly from aclions taken by Inveslors rather

than advisers of mutual funds.3 These research organization offIcials noted

that ICI acknowledged in its study that about half of the decline in fund

costs resulted from Investors Increasingly purchasing shares in no-load

funds

Criticisms were also made of some studies or data that reported that the

mutual funds fees had been rising Such studies usually did not focus on

fixed number of funds over time but instead averaged the fees of all funds

In existence each year Critics noted that the averages calculated by these

studies would be biased upwards by the Increasing number of new funds

which tend to have high Initial expenses until certain asset levels are

reached Such averages
would also be influenced upwards by the

Morninptar.Net ccxnmenrarv Revtsitln Fund cosux Up or Down Scott cooley Moroingstar Inc

Feb 19 1999
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increasing prevalence of funds with more specialized Investment

objectives such as international funds which usually have higher research

costs and thus tend to have higher expense ratios overall than other funds

Our analysis Indicated that the largest funds grew more than other funds In

Largest Mutual Funds
the industry As shown In table 3.1 the average size of the 46 largest stock

Generally Grew Faster funds increased by about 1100 percent from 1990 to 1998 the average size

Than Industiy Average 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 200percent increase

In the size of all other stock and bond funds

Table 3.1 Average Size of Stock arid

Bond Mutual Funds frm 1990 to 1998
Dollars In nhIHlOns

Average size of fund

Percentage

Largest Funds 1990 1998 change

46 stock funds $1828 $21459 1074%

31 bond funds 2661 5828 128

Total for largest funds 2135 15029 004

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 CI Morningatar Inc arid 6arrons Llpper Mutual Funds

Quarterly

Because they grew more than other funds the largest funds would likely

have been subject to the greatest economics 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
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bond funds was 66 cents in 1990 and 64 cents in 1998 decline olS

percent

FIgure 3.1 Average Expense Ratios for
per $100 of assets

71 Largest Stock and Bond Mutual

Funds From 1990 to 1998
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31 Bond funds

46siocktunds

source GAO
analysIs of data 1mm from Id Momrngstar Inc and BarroWs 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 IC 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

Table 3.2 Asset-Weighted Average Operating Eqense Ratios for 77 Largest Stock and Bond Funds From 1990 to 1998 in

Dollars Per S100 of Fund Assets

Number of Percentage change

Typeof fund funds 1990 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Stock 46 $.74 $.78 $.78 $80 $.81 $.79 $75 $.68 $65 -12%

Bond 31 .62 .61 .61 .60 .61 .63 .61 .60 .58 -6

Source GAO analysis of data from Mommgstar Inc and Barrons Upper MuUaI Funds Quarterly

Asset Growth Usually
Although mutual funds in general appear to have rcduced 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 1085 percent
of the stock funds

Table 3.3 Change in Operating Expense Ratios Charged by 77 Largest Stock nd 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 85% 4% 11% 46

Bond 15 49 14 45 31

Total 54 70 19 25 77

Note percentages do riot total to 100 percent due to roriidlng

Source GAO analysis of data Iron Morningatar Inc and Barrons Lipper Mutual Funch Quarterly

ICI 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 id 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
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experienced significant asset growth and likely reached sufficient size to

realize economies of scale IC reported that 368 or 74 percent of these

497 funds had lower operating expense ratios as of 1998 than they had

charged in their first full year of operation Conversely the expense ratios

of the other 129 or 26 percent of the funds IC reviewed had either not

reduced their ratios or had raised them since their first fuU 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 ICIs

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 offidals 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 tunds 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 More LIk 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 Mth 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 hinds

were charging higher ratios in 1998 than they had in 1990

We used Iii percsnt as the threshold fir
Identifying significant

reduction because 10 percent Is

traditional accounting measure of materiality and It appeared to be reasonable amount given the

level of asset growth Usa occurred during thIs 9-year period
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Table 3.4 RelatIonship of Asset Growth and Change In Operating Expense Ratios for I.argest Stock Funds 1990-1998

Percentage change In assets

Change Itt operating expenses 1.000 500 to 1000 200 to 500 200 toO Decline In assets Total

Reduction over 30 percent 14 18

Reduction between 10 and 30 percent
15

Reduction under 10 percent

Nocge
Increase under 10 percertt

Increase between 10 and 30 percent

Increase over 30 percent

Total 28 12 46

Source GAO analysis of data torn Morningatar Inc and Barrons Upper 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 expanses 1000 500 to 1000 200 to 500 200 toO Declin In asats Total

Reduction over 30 percent

Reduction between 10 and 30

percent
10

Reduction under 10 percent

llochange

Increase under 10 percent

Increase between and 30

percent

Increase over 30 percent

Total 10 31

Source GAO analysis of data from Momlngstar Inc and Barrons Lipper 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 ICI determined that the

funds in the top 20 percent of asset growth had reduced their operating

expense rdtlos on average by 51 cenLs per $100 of assets In contrast the
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decrease in the expense ratio for the funds in the bottom 20 percent of

asset growth averaged only cents per $100 of assets

Funds with Higher
The extent to which advisers reduced funds expense ratio appears to

depend on the initial level of the ratio in its December 1999 study Id

Operating Expense Ratios
found that changes in operating expense ratios among the 497 stock funds

Made Greater Reductions
they analyzed were related to the level of the fees the funds charged when

Than Funds With Lower they first began operations To conduct its analysis ICI divided the 497

Ratios stock funds into equal groups quintiles after ranking them by the

expense ratios they charged during their first full year of operations EL

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 raUo

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 combhied 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 $122 to 92 cents the average ratio charged by 48

low-fee funds remained relatively flat at about 54 cents

We computed separate awrages for each fund type This resulted In the 46 stock funds being

separated mw 19 funds with fees higher than the sLack fund average fee and 27 funds below the

average The 31 bond funds Incleded 10 hIgh-fee funds and 21 low-fee funds
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Figure 3.2 Average Operating Expense laln per $100 of assets

Ratio From 1990 to 1998 for Funds With
81 40

Above and Below Average Fees in 1990
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Source GAO analysis of data from Morningatar Inc and Sarrons 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 irs

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

Typeoffund 1990 1998 change 1990 1998 Percentagechange

1-lighfoell.inds $1515 915162 901% $1.22 $.92 -25%

Low fee funds 2510 14948 496 .54 54

Total 2135 15029 604 80 88 -15%

Source GAO analysis of data from Mornlngstar Inc and Barrons Upper Mutual Funds Quarterly
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Not Focus on Fees

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 lessans direct competition on the basis of price Our review

found that the mutual fund Industry has characteristics of

monopollstlcaliy 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 finns

Characteristics of and easy entry into the niarket/lndiistry Such Industries also offer

Mononolistic products that differ from one another in terms of quality features or

services included Our review and the analyses of others found thai the

ompeuL1on 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

Mono olisti
for products In those markets For instance perfectly competitive markets

have large numbers of competing firms easy entry Into the industry arid

Competitive Market
standardized products Such markets have commodity-like products all

units offered are basically the same such as agricultural products In such

markets the products of one firm are often very close or perfect

substitutes for those offered by other firms Firmsin 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 firmsproduct 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

addition to monopcIstic competition economists also classify the mature of competition prevailing

In markets Into at least three other types that include perfect competition oligopoly and monopoly
The dlsLIrigu1shng features of each type vary across various nacterlstks IncludIng the number of

firms ease of entry degree of product thfferentiatlon aml competitive strategies used
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by brand rather than price
Various features such as quality service or

other characteristics diliferentiate 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 relyon 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 grocely
would likely offer the widest selection

and the lowest prices for snack foods such products are also avalEable at

convenience stores gas stations and vending machines These other retail

outlets genera11y 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

ompeung UmS ar l1fl.A
the Industry has grown significantly since the early 1980s

Complexes Exist
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Figure 4.1 Number of Mutual Funds from 1984 to 1998
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Figure 4.1 shows that from 1984 to 1998 the total number of funds grew

almost 500 percent from over 1200 to about 7300 The number of stock

funds increased 650 percent during this 5-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 grpwth increasing in nwnber 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 familles grew from 193 In 1984 to 418

In 1998 117-percent Increase over the 15-year period Growth during the

1990s was more modest than in the 1980s as the number of fund families
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Figure 42 Number of Mutual Fund

Famillies for Selected Years From 1984

Through 1998
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1984 to 1990
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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-Hirshmafl 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 Industry concentration based on the percentage market share of

each firm In the Industry An Index score of close toO would Indicate perfect competition where all

finns have equal market sharesbut score of 10001 would indicate monopoly-whets one firm

has the entire market to itself Therefore the lower the index score the higher the level of competition

In the lndustry conversely the higher the score the lower the level of competJtlon
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Although Some Barriers Most of the officials we contacted and documents we reviewed Indicated

Exist Most Saw Relatlv
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 IC 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 resent
Industry other similar financial products also likely create competition for

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

Improvlng Price Competition fur MuLual Funds and Bonds before the Subcommittee on Finance

and Hazardous Materials Flaise Commerce Conunittee 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 lndlviduai securities transactions and the

ability of Investors to conduct their own transactions through on-line

brokerage accounts1 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

if
monopolistic competition is that it offers differentiated products Although

eren uc
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

thee 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 entitles

bonds with different maturities or

stocks or bonds of domestic or foreign companies or governments

funds portfolio manager can be another differentiating factor Funds

commonly have specific portfolio managers who make investment

decisions for the fund At times the popularity of particular fund

portfolio manager can be such that investors view that managers fund as

unique even though many other funds may exist that invest in similar types

of securities

Yet other differentiating factors would be the number and quality of

services provided to shareholders Among other services the fund officials

we met with spoke of providing 24-hour telephone service allowing

Investors to access their accounts over the Internet and providing
well-

trained customer service staff
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Mutual Fund Industry
Generaily Does Not
Attempt to 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 expense fees they charge for their

services Although markets with commoditylike products usually compete

primarily on the basis of price when products can be differentiated price

competition tends to be less irnportaiit 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 10 differentiate their products

from those of their rivals allowing them to set prices within market

niche The authors describe various other factors besides price through

which mutual funds can seek to differentiate themselves These factors

include funds investment selections trading and execution abilities

customer recordkeeplng and reporting and invesor 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

Competitlon and Change In the Mutual Fund tndustry Financial Services Perspectives and

Challenges ErLk Sirri and Peter Tufat HBS Press Boston MA 1993
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one industry research organizations analysis fees can dictate whether

bond funds succeed or fall This analysis Indicated that for one type of

fundmunicipal bond fundsJust few basis points difference In

operating expense fees can be critical to the overall performance of the

fund because the returns on these funds vary so little from those of their

peers.5

The greater Importance of operating expense fee levels to money market

and bond funds influences the fees that fund companies set for these types

of funds For example firms offering money market funds for competitive

reasons often waive portions of asset fees as means of attracting

additional assets to their funds Industry officials also said that the less

diverse nature of money market and bond funds contributes to their having

lower fees than most stock funds

For stock funds industry officials explained that the large variety of

Investment objectives could lead to wider range of Investment returns

and thus greater possibilities for differentiation among funds An Industry

research organization official explained that because Investment returns

can vary much more from one stock fund to another the fee levels of stock

funds may be much less relevant to their relative performance For this

reason officials generally acknowledged that firms offering stock funds

did not attempt to compete primarily on the basis of operating expense

fees charged by the ftmd The chainnan of one mutual fund firm stated that

although price competition exists among money market and boiid 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 firm officials and others in the industry

acknowledged that funds compete primarily on the basis of their

performance However mutual fund adviser and other Industry officials

also ohserved that because finds are required to report performance

Industry-Wide Expense Trends Should Industry Growth Necesaar1 Translate Into Lower Average

Expense Ratios Blue Plate Special Mutual Fund cafe Financial Research coomnan ian 5.1998

hup//wwwiiicate.coxiilpaiiiiylbps_010598.lumi
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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

.mutuai fund famflles 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 familyHowever 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 hidustiy associations arid 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

speech 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 Aisoclatlon of Personal

JlnandalAdvtlors John Bogle Seniur Chairman The Vanguard Group Wash1iton 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

Pr tel
focus primarily on the price of mutual fund services some evidence of

ce p1e
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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Actual Amounts Charged to Individual
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Under existing law mutual funds are required to Inform Investors of sales

charges and ongoing operating expenses for the funds in which they

invest However funds are not required to provide information on the

actual dollar amount of each Investors share of the operating expenses

that were deducted from the fund This contrasts with most other financial

products and services for which specific dollar charges are generally

required to be disclosed Studies and data that others and we collected

indicate that mutual fund Investors have focused more on fund

performance and other factors than on fee levels In contrast to the

consideration they give fees Investors appeared more concerned over the

level of mutual fund sales charges loads Industry participants

acknowledged that such concerns have resulted in fund advisers lowering

the loads charged on mutual funds since the 1980s

Opinions varied on the usefulness to investors of the required fee

disclosures The mutual fund and regulatory officials we contacted

generally considered mutual fund disclosures to be extensive and adequate

for informing prospective investors of the fees they would likely Incur on

their mutual fund investments However some private money managers

industry researchers and legal experts indicated that the current fee

disclosures do not make investors sufficiently aware of the fees they pay

Having mutual funds disclose to each investor the actual dollar amount of

fees he or she paid was one way suggested to increase investor awareness

and to potentially stimulate fee-based competition among fund advisers

Although exact fee computations would require fund advisers and ethers

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

Required Fee mutual funds deduct for operating expenses Instead mutual fund

Disclosures Do Not
regulations focus on ensuring that investors are provided with adequate

Provide Amounts Paid disclosure of the risks and costs of Investing In mutual funds At the time

by Individual Investors
of purchase mutual funds are required by law to provide certain

in Dnhl
information to potential fund mvestors about the funds mcluding

iii Jucu
lnfomialion about the fees they will pay This fee information is governed

by certain provisions of the Investment Company Act of 1940 and various

SEC rules and regulations that require fee disclosures so that Investors can

make more Informed investment decisions

Presently all funds must provide Investors with disclosures about the fund

in written prospectus SEC rules require that the prospectus include fee

table containing certain specific information about the sales charges
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operating expenses and other fees that an Investor will pay as part of

investing In the fund

Figure 5.1 shows an example of fee table for typical mutual fund As
shown In the figure the fee table required for mutual funds primarily
consists of three sections The first section presents Information on
shareholder transaction expenses which investors pay out of the amount

they Invest These Include any sales charges or loads that will apply to the

purchase of the fund shares which are shown as percentage of the

amount to be invested Investors are also to be informed of the percentage
charges that may be assessed at redemptiont 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 inestors
5.75-percent load but does not

levy any other sales charges

Funds must disclose the maximum of any deferred sales charges which lndttde sales charges that

apply to the purchase of find shares payable either upon redemption In Installments or both
expressed as percentage of the

offering price at the time of purchase or the NAy at time of purchase
These charges typically decline over period of years such that If an Investor holds the shares for the
specified lime the charge wia be waived

1Funds must disclose the stiles charges Imposed ott reinvested divit1errJ and other diMributjons such
es returns of capital as percentage of the amount to be Invested or distributed
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FIgure 5.1 Example of Fee Table

RequIred as Part of Mutual Fund Fee

Disclosures

The following describes the fees and expenses
that you may pay

if you buy and hold

shares of the Iliad

Shareholder Fees

fees paid directly from your investment

Maximum sales charge imposed on purchases

as apercentageofofferthgpric
5.75%

Maximum sales charge imposed on reinvested dIvidends 0%

Maximum deferred sales charge
0%

Redemption or exchange fees
0%

Annual Fund Operating Expenses

expenses that are deducted 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 lime periods

indicated and then redeem all of your shams 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

FEES AND EXPENSES OF THE FUND

One year

642

Three years

786

Five years

942

jyears
$1395

Source GAO example based on fee table In actual mutual fund prospectus

The middle section of the fee table shown ha fIgure 5.1 presents
the funds

total operating expenses Incurred over the previous year Funds are
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required to provide Infonnatlon on the management fee distribution

and/or service fees referred to as 12b-1 fees and any other expenses that

are deducted from the funds assets or charged to all shareholder

accounts Other expenses deducted from fund assets would Include

amounts the fund paid for transfer agent services as well as record-

keeping printing mailing or other services These fees and expenses are

deducted from the funds assets on an ongoing basis and presented In the

fee table in aggregate as percentage of the funds average net assets for

the prior year in the fee table shown In figure 5.1 the total expenses

deducted from the funds assets over the course of the prior year

represented 0.70 percent of its average net assets for that period

In the last section of the fee table mutual funds are required to present

hypothetical example of the total charges an Investor Is likely to incur on

fund Investment This portion of the fee table must show costs the investor

will likely Incur over 1- 3- 5- and 10-year periods assuming $10000

Investment in the fund 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 avenge 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 n4e amendments In 1988 In 1998 the

hypothetical investment amount illustrated lathe fee table example was also Increased from 31.000 to

$l0D00 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

slgnlftcant impact that taxes can have on an

Investors return

Specifically the statement of operauons must bet the amounts paid by fund for all services and

other expenses in dollar amounts These may include amounts paid for Investment advisory services

management end admInIstratIve services marketing am disulbutiun taxes custudlan fees auditing

fees ahareholder reports and annual meeting and proxy coats
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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 vith

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 accoune 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 assets8 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

Fmancial Services services or products are generally iequired to make such disclosures

Typically Disclosed in

Liollars To compare the information investors receive on mutual funds we

collected information on the extent to width 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-dealerOur information sources for

determining disclosure requirements for these other products Included

applicable federal statutes or regulations in some cases we summarFzed

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

Mutual fund shares dlstibuted 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 last most use securities broker-dealers to conduct such activities In limited number of

transactions bank peranonel sell mutual hinds to Investors and will either Issue periodic statements

similar to those Issued by bruka-dealers themselves or such periodic statements will be Issued by the

broker-dealer who distributed the shares to the bank Furthermore Title if of the Gramrn-Leach-Bllley

Act passed In 1999 will require
that banks conducting more then 500 securitIes transactions per year

move such acthiiles into securities broker-dealer after May 12 2001

Funds sometimes charge Investors other es such as for account maintenance orwire transfers that

are set dollar amounts that may be deducted from an Investors account and shown on subsequent

sLatements
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Table 5.1 Foe Disclosure Practices for

Selected Financial Services or Products
Type of product or

service Disclosure regurement

Deposit accounts Depository institutions are requhed to disclose itemized fees

In doUar amounts on periodic statements

Bank trust services Although covered by varying state laws regulatory and

association officials for banks indicated that trust service

charges çe generally shown as spodflc dollar amounts

Investment cervices When the adviser has the right
to deduct fees and other

provided by individual charges directly
from the investors account the dollar

investment advisers amounts cf 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 charried as commissions to investors

Real estate property Brokere commissions generally are specified as

purchases
percentage of property value but disclosed as specific dollar

amount on purchase documents

In wrap account customer reoetves tnvestrtieflt advlsxy and brokerage execution sevlces from

broker-dealer or other financial Intermediary for wrapped fee that Is not based on trarisactbns 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 en 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

amotmt 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

According to surveys and other Information investors tend to considerMutual Fund Fees Are
other factors before considering fees charged by mutual funds On theNot 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 Investors themselves have indicated that other factors take precedence

Greater Consideration Than over fees when they evaluate mutual funds To assess the extent to which
investors consider fee information when selecting and evaluating mutualFees
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
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random survey conducted on ICIs behalf of Individuals who had recently

made stock or bond fund purchases1 asked what Information they had

considered beforehand Cited by 75 percent of the 653 respondents fund

performance was most frequently considered followed by fund risk 69

percent investment goals 49 percent and portfolio securIties 46

percent Cited by only 43 percent of the respondents fees and expenses

ranked fifth

Even after purchasing shares Investors apparently continue to consider

other factors ahead of fund fees when reviewing their mutual funds 1997

ICI report8 relating the results of Interviews with over 1.000 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

Commerce SECs Chairman stated The Commission is very concerned..

that many fund Investors are not paying attention to the available

Informationabout 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 primaryconsideration

for investors and that as long as stock prices are rising investors would

Shareholder Assessment of Risk Disclosure Methods ICI DC Spr 1996

Understanding Shareholders Use of Information and Advisers IC Washington DC Spr 1997

Improving Price competition for Mutual Funds and Boods before the Subcommittee on Finance

and Hazardous Materials House Conunerce Committee sept 29 1998

Industzy-wlde Expense Trends Mutual Fund Care Blue Plate Special Financial Research

Corporation Boston Mk 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 IC and others the majority of mutual fund investors make

theft 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 1.000 investors who

had recently purchased mutual funds stated that about 50 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 th give primary consideration to the fees

Aware of Sates Loads than
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

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-dealerwho 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

Pricing Structure Trench Prime Deslin-aLlon mr Net Flows is Back-End Lueded Shares Muflisi

Fund CafØBlue Plate Special Financial Research coratton Boston MA Feb l999
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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 aeles forces Direct sales by advisers to Investors

Year Sales Market share Dollar volume Market share

1984 $26693 67% $13522 33%

1991 124522 62% 74806 38%

1998 542.600 61% 348210 39%

Source GAO anslysb 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 charged Investors loads Using data from

1984 whIch was the earliest period we reviewed we found that 16 of these

funds had loads of more than percent including 14 that charged at least

percent However by 1998 funds had eliminated their loads of the

remaining 38 load funds none charged load greater than percent with

the average load being 4.62 percent During this same period some of

these funds were raising their loads The loads charged by sixfunds

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 occu 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

theft preferred means of paying for Investment advice.2

Industry participants opinions varied on the adequacy of mutual fund fee

Opinions 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 Carl expecL 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 Ad uat
regulators and other organizations we contacted said that mutual fund fee

eq disclosures made under the current requirements provided adequate and

importantInformation to investors Several officials noted that Investors

can use the standardized information found In the fee table of the

prospectus to compare costs easily between funds For example one

mutual fund adviser officIal likened the percentage fee Information In the

fee table to unit pricing that allows consumers to compare the cost per

ounce of various products in grocery stores Several officials also said that

mutual funds make more extensive disclosures than those made byother

financial services and products and two noted that U.S mutual fund

disclosures are more detailed than those of other countries

Some Expressed Concerns Although most opinions were positive about the fee information that

Re ardin the Ade uac of
mutual funds are currently requIred to disclose some industry observers

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 hi 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 fall to include benchmarks or indicate the

impact of fees on returns He commented that Mo one sends the Investor

bill and the fund simplyquietly 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 Advke Payment Practices Preferred by Customers Report of

Dalbar Inc Boston MA Nov 1096
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Some mutual fund adviser officials told us that current disclosures may

actually provide investors too much information Given the prominence of

fee information in required disclosures some fund adviser officials

expressed concern that disclosures could emphasize cost over

performance or other factors important to investors Another criticized the

fee table as being too complex and possibly confusing for Investors

As mentioned earlier the SEC Chairman has stated that investors are not

paying attention to the available fee information He voiced concern that

the fee structures of some mutual funds are too complex making it more

difficult for investors to evaluate overall costs and services In 1998

speech to an ICI gatheriag 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 hat by focusing fund selling strategy on the bull market to lie

exclusion of other key variables such as risk and expense the industry is

setting itself up to disappoint millions of investors

ro 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.4

Disclosing to Investors To improve fee disclosure to mutual fund investors some officials favored

Actual Doll providing investors with personalized fee statement that would show the
ees

specific amount cif 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 pmfesslonals

for their services and it typically applies only for the first few years of share ownership

lufounailun about the mutual fund coal calculator is available on the IxiLaruet at

www.sec.govfncws/press/$9-30.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 compele 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 fetid advisers His expectation is that after such

information begins to appear in investor statements fees will probably be

more frequently mentioned In fund advertisements

Informationfrom 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 very likely or somewhat likely although no

estimates of the cost were provided
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Industry Representatives Raised

Concerns Over the Effort to

Produce and the Usefulness of

Such Statements

We also solicited the views of Industry representatives on the feasibility of

providing personalized fee statements for their shareholders

Representatives of several mutual fund advisers and broker-dealer firms

that market mutual funds to their customers responded that changing their

accounting systems to accommodate such statements would be costly and

would be of limited benefit to individual investors They stated that

providing accurate fee Information specific to each Investor would require

keeping detailed records on fund expenses incurred each day and

apportioning them daily among investor holdings

Another complication mutual fund adviser officials cited was that In some

cases broker-dealers rather than the advisers maintain significant

portion of mutual fund Investors records As result these broker-dealers

too would have to change their accounting and infonnation management

systems fund adviser maintains single account for each broker called

an omnibus account which Includes all shares held by that broker-dealers

customers Because the fund adviser has no record of the indMdtial

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 mlllion 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 dedsions solely on the basis of the dollar

amounts of fces 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 agrec with industry representatives that the operating expenses

currently shown In the required fee table disclosures as percentage of

fund assets are more appropriate for comparing fee levels across funds

when Investors are initially choosing between funds However the purpose

of the dollar amount disclosures would be to further highlight for Investors

the costs of the mutual funds in which they have invested and to

supplement the disclosures they already receive Concerns that investors

might make inappropriate Investment decisions based solely on the dollar

costs of their mutual funds could be addressed by advising investors to

consider such specific fee information in conjunction with their own

Investment goals and other factors rather than isolated from other

considerations

Less Costly Means of Calculating Providing investors with Irifonnatlon on the dollar amounts they pay iii

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 similarexample 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

Corn fi
provide Investors with comparative Information on fees charged by both

vi para ye ee
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 lpvesturs
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

avery unlikely to pay compared to about 14 percent who checked very

likely or somewhat likely although no esthnates of the cosi 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 1070 that

imposed fiduciary duty on fund advisers tasked fund directors with

additional responsibilities regarding fees and gave investors the right to

bring legal action against fund advisers charging excessive fees series of

court cases Interpreting this duty has served to clarify the information that

fund directors must review to determine if fees are excessive As result

mutual fund directors are expected to review among other things the

advisers costs whether fees are reduced as fund assets grow and the fees

charged by other advisers for similarservices to similar funds Although

mutual fund adviser representatives indicated that their boards are

vigorous in reviewing fees and seeking reductions some other Industry

participants were critical of mutual fund directors fee oversight stating

that the current practices serve to keep fees at higher levels than

necessary SEC has recently proposed changes regarding the requirements

applicable to fund directors but these are not specifically fee-related and

their impact on the level of fees is uncertain

Although most mutual funds are organized as corporations their structure

Mutual Funds and operation differ from typical corporation because of the relationship

Organizational between the fund and its adviser Typically the adviser who is legal

Striicture 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

flirnr creating possible conflict of interest However at least one mutual fund

-I
faxniiys organizational structure appeared to reduce this conflict between

the interests of its shareholders and the adviser by operating similarlyto

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

Includes Two Primar Le corporatIon In typical corporation the firms employees operate and

manage the firmand the corporations hoard of directors elected by the

Entities
corporations stockholders cversees 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 invcstment 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 ftmcl

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 Figure 6.1 illustrates the contrast

between the structure of traditional corporation
and that of most mutual

funds

In same cases the adviser may contract with other firms to provide investment advice which then act

subadvisers to the fond

Investment company Amendments Act of 1970.3 Rep No 91-184 91 cong. Zd Sess 1970

reprinted l.a U.S code Cong Ad News 4897 4901 1970
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ha shown In figure 6.1 the mutual funds expenses are collected by Its

advisor and other sersce providers as revenue In most cases some of the

expenses deducted from funds assets are paid by the fund In other

entities such as ransfer agents custodians but some advisers nay olsu

perform such services for fund An advisers profits are derived after

subtracting any payments to third parties and its own opt rating expenses

separate
from th xe 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 hiwe recognized that the interrelationship

between the mutual und and Its adviser creates potential for conflict

betveen the advscrs duties to the fund shareholders and the advisers

duties to provide profits to its owners In describing this conflict SF1

ro ent.y onted tJ at fund shareholders would generally prefer lower fees
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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 conflict in the Investment

Company Act of 1940 it established certain safeguards designed to protect

the Interests of fund shareholders The primarysafeguard was to have

mutual fund directors oversee certain of the advisers activities Although

representatives of the adviser generally participate as fund directors the

act requires that at least 41 percent of the directors be Individuals without

any significant relationship with the funds adviser Congress intended that

the irnrelated directors known as the independent directors.5 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 organlzed as described above one mutual

fund familyVanguard- has unique organizational structurc 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 thc 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.whith operates the Vanguard funds1is
jointly

owned by the funds themselves and therefore by the funds shareholders

The company required specific permission from SEC to deviate from the

standard structure envisioned by the Investment Company Act of 1940 in

order to organize Itself Lu this way

Proposed Rule Role of lndenendent Directors of Investment comoanles Rel Nra 33-7754 3442007
Ic-24o82 64 Fed Reg 59825 Oct 15 1999 to be codifwd 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 finds most funds are organized etiher as corporations governed by board of dizuclurs or as

business trusts governed by trustees When establishing requirements relating to the officlels governing

fund the act uses the term directors to refer to such persons and this report also follows that

convention

Independent fund directors canrot be affiliates of finds Investment adviser be immediate family

members of an affiliated person of an adviser have beneficial loterests in securities issued by the

adviser or the principal underwriter or any of their
controlling persona he registered broker-dealers or

affibated 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 seiectton and advice services for these funds These firms 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 organliational structure similarto 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 prevalent.does allow the firm that initially provides

its own capital to create mutual fund to earn return on the investment it

put at risk In addition It can use that capital to subsidize the fund in the

event that the fund needs an Influx of capital as occurred for several

money market funds that incurred losses on structured notes investments

in 1994 In contrast having the fund adviser owned hy 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 inure generically reiuired 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 primaryfederal statute

Recardina 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 tight to

Index Finds invest In the securities represented in broad-based index such as the Standard Foors

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 onsibilit fo
the states where the funds arc incorporated also

place various generalies
duties on fund directors These duties generally require them to act in theMutual 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 funds board of directors is generally entrusted

with protecting the fund shareholders 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 or arty 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 hinds 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 pian 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 curry out their responsibilities In good faith end to

esercise the degree of skill diligence and care that reasonably prudent person would exercise in the

aame circurnsisnces In the management of his or her own affairs The duty of loyalty prohibits

directors frcrn benefiting personally from opportunities rightfully belonging io the company This

requires the directors to place the interests of the corporation above their own individual interests

State common law provides the business judgesnent rule This rule provides that directors will not be
found liable for theiractions provided that they act reasonably and In good faith for the best interests

of the corporation even if their decisions turn out to be wrong

This discussion focuses on mutual fund dtrectori specific responsibilities regardingthe fees their

funds charge 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 appruving trading practices and

monitoring Investments in derivatives as well as other duties
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approved by the directorsknown as rule 12l-t 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
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 l962 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

Lint die 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 reconiiuended 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 arrns-length basis

i.e as if between unrelated parties
J2

However the amendments to the investment Company Act of 1940 dId not

contain SECs reasonableness standard after objections to It were raised

by industry participants who feared that courts would substitute their

judgment over that of fund directors As compromise the legislation

instead placed fiduciary duty on the fund adviser regarding the fees it

receives Specifically section 36b of the 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

5A Study of Mutual Funds Preoared 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

SEC also recommended that application
of the reasonableness standard not be affected by

shareholder or director approval of the advisoiy fee and that recoveries be limited to excessive

compensation paid In the years prior
to commencement of an action

15 U.s.C 8la-35
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fiduciary must act with the same degree of care and skill that reasonably

prudent person would use In connection with his or her own affairs

Section 36b also granted investors and SEC the right to bring claims In

federal court against the adviser the directors officers and certain other

persons for breach of 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 Directo
mutual fund directors regarding fees Since 1970 various cases were filed

under section 36b and the resulting decisions have served to provide
Responsibilities

specific guidelines for fund directors These guidelines arise primarily

from Second Circuit Court of Appeals case decided 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 iJe 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

Inc Gartenberg The shareholders in Gartenber 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 re.cved

compensation from the fund

Courts have held that section 36b Is an equitable c.lm therefore pIaintlfl do not have the
right to

aim trial

Gartanheri Menu Lynch ASSSL Mansgerneut Inc 694 F.2d 923 2d Cir 1982 cezt daniel 461

13.5 906 1983
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fee En 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 0.215 percent for assets in excess of 2.5 billion
Li

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 prindpal factor to be considered in evaluating fees

fairness is the price charged by other similaradvisers to funds they

managed The court stated that the existence in most cases of an

unseverable relationship between the adviser-manager and the fund It

services tends to weaken the weight to be given to rates charged by

advisers of other similar funds The court further stated that since fund

cannot move easily from one adviser to another advisers rarely compete

with each other on the basis of fees and advisory contracts

The court thus reasoned that although fund directors may consider the

fees charged by similar funds It indicated that other factors may be more

important in determining whether fee is so excessive that it constitutes

breach of fiduciary duty These include

the nature and quality of the advisers services

the advisers costs to provide those services

the extent to which the adviser realizes and shares with the fund

economies of scale as the hind 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 Cartenberg additional cases have been decided that continue to

apply the standards established by the aflenberg court The court

Gartenber Merrill Lynch Asest Manaqement lrc 528 Supp 3038 S.D-N.Y 1981 affd 694

2d 923 2d dr 1982 cert denied 46 US 9cW1983-

tschuvt Rowe Price Prime Reserve Fund 663 Supp 962 SONY slid 635 F.2d 45 2d Cit

t98fl cert denied 485U.S 10341988 Fund AssetManagement 715 Supp 472 S.I1N.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 those 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 ftmds fees9

Opinions on mutual fund boards effectiveness in overseeing fees varied

Opinions on Beards Some fund adviser officials depicted directors as assertive in reviewing

Effectiveness in fees even seeking reductions and resisLing fee Increases However other

Overseeing Fees Vary industry participants expressed vaiious criticisms of directors

effectiveness in overseeing the fees mutual funds charge including that

directors lack sufficient independence and that legal standards governing

theft actions are flawed To address concems 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 rigorous review processes when reviewing their funds fees Officials at

in owen
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 knowiedgeable about how the

funds operate The officials said that these directors obtain expert advice

when needed with which to make their fee-related declsiotn

Adviser officials told us that their fund directors often obtain data from

independent sources such as the industry research organizations Upper

and Morningstar Inc They told us that their directors also actively seek

out other materials they need to help them do thoroughjob of reviewing

1988 affd 875 2d 404 Zd cm. cert denied 493 U.S 919 1989 KalIsh Franklin AdvIsers 742

5upp 1222 5.D.NX 1990 affd 928 ZcIS% Zd Or cert dented 502 U.S 818 1991

May 15 1998 remarks before the Investment company Institute Washigtun DC See also Krlusk

Fural 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 dlreclors 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 eel 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

Eff
effectiveness in overseeing fees charged for operating their funds

wee ors ec veness in
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 similarto 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

Refor may not be sufficiently independent of tha adviser SEC and IC took stepsms Lncrease
to examine ways in which independent directors might be more

Director independence and autonomous.tm 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

kind 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 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

1992 SEC staff conducted study of the regulaffiri of investment companies to determine whether

existing regulations imposed unnecessary constraints on funds end 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 titled by the renaming independent directors and that Independent

directors be gtven the authority to terminate advisory contracts Notwithstanding the SEC staff

recommendations the legislation was never enacted

Enhancing Culture of indenendence 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 conflicts 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

sharehoiders 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 claimthat 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 or these exempthre rules Include Rule 12b-1 which permits the use of fund asseLs to pay

distribution expenses Rule l7a-6 which permits mergers between certain affiliated funds and Rule

1Sf-S which permits funds to issue multiplc classes of voting stock

Page 95 cAO/CGD-OO-126 Muthal Fund Fesn

0000598



Case 211 -cv-01083-DMC -JAD Document 1-8 Filed 02/25/11 Page 99 of 133 PagelD 599

Chapter

Conclusions and Recommendations

Because of the unavailability of comprehensive data on costs advisers
Conclusions

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 theft fees Including some that had grown

by more than 500 percent during that period These results also reflect the

largest funds whose advisers were most likely to have experienced

economies of scale that would have allowed them to reduce these funds

expense ratios In addition our sample consisted primarily of the largest

and fastest growing funds in the industry and thus may not reflect the

characteristics and the trend in fees charged by other funds

We also found certain limitations in the mechanisms that regulators

currently rely on to Influence fee levels As with other financial products

regulators rely on competition as means of setting prices for products and

services However competition in the mutual fund industry is not

generally price-based and thus may not be strongly influencing fee levels

Regulators also rely on fee disclosures to inform investors of the fees that

funds charge The information that is disclosed in mutual fund

prospectuses and annual reports allows investors to compare the relative

fees and expenses charged by differing funds However while mutual fund

statements show the dollar amounts of any transaction fees deducted from

shareholder accounts they do not disclose the actual dollar amounts of

each Investors share of the funds operating expenses Some officials we
Interviewed acknowledged that such Information would reinforce the fact

that Investors are paying for mutual fund advisers services Including the

dollar amount paid in fees along with each investors account value would

also put mutual fund statements on comparable footing with that of other

financial services whose specific charges also routinely appear in

confirmation and account statements Fees stated in dollar terms

considered in conjunction with other relevant information such as

investment goals could spur investors to evaluate the services they receive

from their funds in exchange for the fees being charged and to compare

their funds services and fees with those of other funds with similar

investment objectives Prominently and regularly disclosing to Investors

the specific dollar amount of operating expense fees each investor pays
could also encourage more fee-based competition among fund advisers as

has occurred with brokerage commissions and other financial services
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To produce such information fund advisers may have to make changes In

their account management systems to collect and calculate information

that Is not currently maintained Advisers and certain broker-dealers

whose customers invest inmutual 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 maintaiding 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 ireset 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 likeiy 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 pay
ReConirnendatlons 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 Id 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 peiformance 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 and its

members IC 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 could

paradoxically diminish rather than enhance investors overall

understanding of fund fees

We agree
with 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 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 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 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

rmancial 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 ether 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 fmancial 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

similardisclosures 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 theft 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 IC 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 IC 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 Ma 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 similaractions

Furthermore we recognize that firms comparison of the prices it

charges with these its competitors charge Is legitimate and perfectly

acceptable means for firms to evaluate their own business strategies

However in the mutual fund industry which cumpeles 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

thuse of other funds reductions as die 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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report text appear at the

end of this appendix
UNITED STATES

SECURITIES ANts EXCHANGE CQtaIM1SS1CN

WASHINGTON D.C Coons

tIVIt5M OF

HVZSTIICNT MANAGONT

May 10 2000

Thomas McCool

Director Financial Institutions

and Markets Issues

General Government Division

u.S General Accounting Office

Wisihintoit DC 20548

Re GAD Draft Report

Mutual Fund Fees Additional Disclosure Could Encourage Price

Competition

Dear Mr MaCout

Thank you for the opportunity
to comment on the General Accounting offices

drr.ft report
and asaesstnent of mutual Find Lets The report provides wide-ranging

analysis of niutual fund Lees and the market forces and regulatory requirements that

impact hose fees commend the GAO for contributing to the public dialog about this

important matter

The report raises nportant
issues concerning the Impact of mutual fund fees on

investors The major conclusion of the report Is that additional disclosure could help

increase invettot awareness and understanding of mutual fund Lens and thereby promote

acklitionsl competition by funds on the basis of foes The report
recommends that the

Cornrnitston require that periodic account statements insiude additional disclosure about

the ponion of mutual fund expenses that the investor has borne

We agree
that investors need to be avare of and understand the fees that mutual

Fonda 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

recomrtmendatioas and suggestions and will consider them carefully

As yap know Cengress and the Commission have sought to protect
investors

front excessive fees in two ways First the securities laws require full and complete

disclosure of fees to investors can snake informed decisions Second the Investment

Company Act establishes procedural safeguards retating to the corporate governance

structure of funds to protect against potential
conflicts of interest including those

involving fees In thia regard the Commission has taken many steps in recent years to

protect
the interests of ehsreholders Below we aumtnarize the recent ioiuistives
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ta

Following this summary are our general comments and observations ronecmiitg various

Issues addressed in the report

Recent initiatives Relating to Mutual Fund Fcc

Disejosuer and Investor J3dsinsstion Initiatives

The primary focus of our disclosure effort has been to make fund fees and

expenses more trsnapsrent to investors and to allow investors the ability to compete fees

and expenses between different funds as well as to educate investors about the

impoetsncc of Fees

lathe 1910a the Commission became concerned that the Increasing variety of

See comment sales loads and other fund distribution sirsngesnents could unless uniformly presented

cuttfuse irivossors Fur that reasun since 1988 every mutual fw4 proapectLa lisa included

fee table The fee table is uniform tabular presentation that showa both charges paid

directly by shareholder out of his or her Investment such as front-end and back-end

sales owls as welt as recurring charges deducted frqen fund aissete auth as rnnnogensent

and rule l2b-t fees the fee table is accompanied by nemtrieal example that illustrates

the total dollar amounts that an investor could expect to pay on hypothstieal investment

if he or she received 5% annual return and remained invested in the fund for various

time periods The fue table is intended to iresent fund investors with expense disclosure

that can be understood easily and that facilitates an investors coniparison of expenses

among fiends

In P98 the Commission required the fee table to be included in new plain

English risk/return summary that appears in the front portion
of all prospeeuscs The

risk/return summary functions as stanthrdlzed executive summary of key Information

about the fund As part of these changes Use Cusumiasiun increased the investment

amount illustrated in the foe table example from 1.100 so $10000 to reflect the size of

inure typical
fund investment and so approximate more closely the anrotait of fees and

expcnsea that typiesl invastor would expect to incur over time The Commission also

improved the method ofpreeentation for several itama included in the fee table Including

temporary expense mimhursements fee waivers and certain acrount fees paid directly by

she.reboldcrs

Moat recenily the Commission proposed that mutual funds be rc4uired to report

investment returns at an after-tax basis in pruspectuses and shareholder reports
The

proposal
reflects the fact that taxes represeet the largest single expenac borne by many

fund investors Recent estimates suggest
that taxes may reduce the avenge stock funds

total return by 2.5% an amount target titan the expense ratios of most funds

Although information about mutual fund fees has hems mace clearer anti more

readily available than ia the past the Commission remains concerned that ninny Investors

are not paying attention to information about feea These concems have prompted the

Corrinrission to mouut an extensive Investor education canspaign tu improve the financial
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Page

literary of investors he Conrniission has published and posted on its webtite

brochure about investing in ntutusl funds that contains sention on the impottarce of

fees In town meetings and speeches to investors across the county the Commission hat

emphasized the importance of tires itt evaluating mutual fund investments The

Commission Is major sponsor of the Facts on Savings Campaign ajoint effort among
government agencies financial industry asrociatioris and consumer organizations to

help

Americans of all ages and incomes to get the facts thcy need to save and invest wisely

lire campaign includes information about mutual hinds anti the importance of fsmd costs

in determining the amount that wilt be accamistosted for tetinrmens or to meet other

financial goats In January of titia year the Commission issued an investor alert that

advises mutual fond investors to look itt snore than past performance recommending in

particular tisat they assess Iliads costs which can have an enormous effect on

pertonrrance To assist invaotsrs in assessing costs the Commission posted on its

websice Mutual Fund Cost Calculator an innovative interactive web-based tool that

investors can one to calculate the costs of mutual hind ownership During lisa first quarter

of 2000 the calculator averaged over 8500 hits per month making it one of the moal

frequented porticne
ofthe SEC wcbsite

Fund Governance Initiatives

Because Independent directors play stuh an Important role under the Investment

Compasty Act its approving cite contract between the iimvestrscia adviser end the rund we
have undertaken series of initiatives to strengthen their ability to perform that tots

En February 999 the Commission honed two-day public Roumsdiable on the

role of independens fund directors Participants included independent directors imnestor

advocates executives of fund advisers academics anc legal counsel One panel at the

Roundtable was entitled Negotiating Feet and Expenses The Roundtable served to

heighten the indsietrys awareness of the importance ofdirectors in
protecting the interests

of .shnreltolders

In October 1999 the Cotnniission proposed new rules and rule amandmasts to

erthttrata the independence and effectiveness of mutual Iliad tttreetormt Chic proposal

would reqttire
funds dsat rely on Cooaniasiou exemptive rules to have independent

directors that conatitutc at Icast majority of board nienthers Although as you point out

many fund boards currently hove majority tsf independent directors our proposel would

strengthen the governance for the remainder that do not Taken together the rule

prcposals along with en accompanying interpretive release are designed to reaffirm the

important rote that indcpeodtnt directors play in protecting rand investors strengthen

Other goversinea sgenry spensors incladt tht noard of Governors of the Federal Reserve System the

NonEs Assscrlcsn Securities Adnslelstrstern Association asd the Federal Tnsde Conrmtssioe Other tsoaciat

industry urnS consumer sponsors incLude tie Amsrloae .sseeistiou of individual tavessors America Stork

Sxchsrge Bank Securities Aesodatios Certified Fhsareiel Plasatr Beard of Starsdarets Isternational

Assoclstlon for Faaooiat Planning Investor Protection Trssc Natiesal Association otSecurlrtes Dealers

Natiesal trrscstor Rotations Inaitute Secsrities Ioctsstmy Atsortaton and the Security Traders Association
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Page

fund directors hand in dealing with fond management reinforce directors independence

and provide investors with greater information to assess directors independence

Itt June 1999 an advisory group of industry experts
formed by the investment

Company Institute recommended set of fifteen beat practicer for fUnds and their

boards to consider.2 Some recommenelalions were designed to entramioc the independence

of independent directors.3 Other rccctntuendatiotts were designed to enhance the

effectiveness of fund boards as whole.4

Finally in respooto to Chairman Levitts call for improved fund governance

Mutual Fund Directors Education Council has been creattd The Council chaired by

former SEC Chairman David Ruder and administered by Northwestern linivorsity will

foster the development of programs to promote culture of independence and

accountability in fund boardrooms

We believe thai these mutual fund govensence initiatives have ard will corstinuc

to focus increased attention on the importance of directom performing their duties at

effectively as possible particularly in the critical ardas of considering and spprosing the

advisory contract and oversesing fund fec levels

ii General Cocenictita ott the Report

Cometitfon In the Mutual Fund Industry

Your report states that competition in the mutual fund industry
is not generally

prieethnsed and thus may not be strongly iailuencing ide levels...5 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 groupa are

among the industrys low coat woviders snd anc4her larga and well-funded low cost

provider recently
entered the industry Low coat index fUnds have grown from less than

2% of stock fund aseeta is 1990107% today Directly marketed funds which tend to

have lower exper.aes have increased thdr maekel abate from 35% in 1990 to 46% today

Report q/the Adriniry Jrsrsp on Semi Practices fir Fund Dfrrcton Invetanent Company Institute June

24 959

Per example lndcpcntnt directors dsoctd comprise at least two thirds oftite board obtain qualinist

usenet wise is independent rein the tieds adviser and esect separately fran taaeagement what evslustin

advisory and soderraiag contracts

For evasnpie tied directors should invest in fimmils at whose boards they serve and stmuuti periedieslty

rvaluate the buardt afftctiveness New tismd direetacs sisoimld receive aropriate orientation and all rued

directors should keep abreast orlndattry and rapilatnry developments

Executive Srsmrsaiy p.6
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ae

rue fact that there are many non-price factors that appear to influence an

investors choice of niutsitsi fund e.g reputrsricrs of the adviser historical performance

sales channel level of customer service investment objectives so tint fee and expense

levels do not strongly influence this choice reflects typcal behavior by consumers when

they select financial servieca

An additional factor not mentioned in the report is that in addition to competing

among themselves mutual funds face strong competition from outside the fluid industry

For example due to the low cost of trading on-line many investors now prrtdr to

construct their own investment portfolios in lieu of relying on mutual funds Exchange

trade funds new pooled investment vehicle sponsored by large brokerage irnis and

stock exchanges offer tow costs and the ability to bay and sell shares at any time during

the day at the current market price Advances in technology enable investment advisers

and broker-dealers to extend individual account management services to customers with

much smaller accounts than bad been economically feasible in the past Individual

accounts allow fer 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 so put further pressure on funds as they strive to remain competitive

Analysis of the Larsest Funds

The report correctly points out that existing studies regarding mutual fund fees

reach somewhat cosiradieeot-y conclusions and that some of these studies methods base

baeu questioned Thus the
report

describes the analysis that you conducted concerning

trends in expense ratios based upon data cooceming 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 lowet expense

mtios and are generally consislent with other data we have studied which tend to confirm

that so-called economies of scale at least in many cases arc being passed ott to fond

shareholders

Mutual Fund Directors Required mit Review Fund Fees

The report dacutaaa the face that under the Inveetmant Company Act of 1941

fund directors are required to review and approve the compensation paid to the funds

adviser In your discussion of directors effectiveness in fulttliisg these duties there are

cosipie of sentences in the report
nttributed to private money managers and others stating

that directors can fulfill theirnhligationa hy enstmning that funds fees Ste within range

of similar funds While these atstcrncnls 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 ease law concerning the obligations of

directors in approving the advisory contracts requires directors to cnnsider much store

than whether the fees are within the nuigc charged by other similar funds including the
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nature and quality of service provided by the adviser the advisors costs end any

economics of scale from atatsugicig additional assets Addrtionally o.rr inspections of

funds confirm that directors gessenslly are diligent it performing their obligations and rio

consider many factors in determining whether to approve an advisory oqntraot

Moreover we note that our corporate gevererasce proposals would reqrtire fund

registration statements to disclose the factnrs cor.sicered by fund directors when they

approved the fitSs conuaci with its investment adviser We ste concemcd 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 fati do so

ypense Comparisons Arnessa Funds

One important Issue that is not discussed In the report
relates to the difficulty of

comparing the expense ratios of different funds Sometimes all of usc services pnsvideel

as part of the process of inveastrig in the fond arc bundled into the funds eapensc retca

Other times tIre expense ratio exciudes the coat of certain services such en marketing

and/or financial advice because they arc paid separately by each individual shareholder

For example an investor who is viny concerned about costs and willing and able

to do his or her tswts financial planning would likely invest its low oost fund second

investor that is less knowledgeable and/or less price sensitive may prefer to pay extra

money for more services If this investor purchased mutual fund after obtaining

financial advice from beoker-dealer insurance company or bank thc funds costs

would likely be diliertest because the advice might be paid for by puyment of tales load

nra rule 12b-l fee If the purchase were made pursuant to wrap fco program the funds

costs would be lower because the advice woutd be paid for separately by the investor

AlternatIvely th investor could pay separately fur advice lions fec.only financial

plaitncr anti then invent directly usa low cast fund

Esnense Comnarlsons to Other Financial Services

major theme of the report that mutual funds do not provide the information

coosparsble to thst provided by other financial service providert.t In particular the report

notes that customer fees for other financial scrvieos are often discloaed in

specific dollar amounts mutual fund shareholders do not receive information about the

dollar amount of fond opcrating espenses attributable to their shares

As noted in the report mutual funds differ from moat financial services with

respect to the way in which services are delivered and paid for Moat financial aervtces

are provided hy financial finn bank seostrtties ftrrn tnsursnee consany directly to the

Mutual funds are ctvnpared to brat deposit sccounts bark trust services isvestnsrstt advisory services

prrvldcd by tsdtvtdaatktvesttalentactvtsers wrap arcousts prarhsses of tmrts bonds asd other securIties

and pcrstases
nrc-wi estate
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customer Mutual fund services are pwtidcd by an entity the fund separate
and distinct

flora 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 Rinds and by other types

of financial services is nevertheless quite similar Like Other financial services mutual

funds provide isifostuatica about the Jolla amount of fees they charge directly to an

individual account For mutual funds this includes sales toads redemption fees account

fees and other charges levied
directly on shareholder accounts For other financial

service providers this includes itemized fans on deposit accounts brokerage commissions

on stock transactions fees charged by individua investment advisers broker

commissions on real estate transactions
and similar fees

Like other financial services nvattial limoda do not provide information about

espenses incurred outside the account For nsutual fluids this includes the inveatnient

adviaory fete and all other mcpanaee paid
riot of fund assets For other financial services

for example thia includes the spread between the grpss amount uarned by the financial

service provide on customer funds and the net amount paid out to the customer

tilsolostito Concerning Fees Paid by Investors

See comment
The Contrnissinnc approach to diaclomsuse has been to ensure that inventors

rtsteivo infurmatior almost thea that allows the investor to make an infornsed decision

prior to making purchase as we as after becoming fund shareholder In addition to

the information provided to prospective investor before the purchase as described

above the Commissions itiles also require that investors receive ongoing itsfonnation

about expenses after they have made purchase First ir.veslors receive annual and semi
annual

reports
that disclose use actual expense ratio of the fund Second investors

receive an updated prospectus on an aneual 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

sat mentioned in the
report we believe it should be noted that mutual fund investors

ussder current regulations receive and have access to information un an annual basis

cvlich enables thcnt to assess and understand the foes
they bear and to effectively

compare the fees of funda

We recognize that investors steed te be further edacated about the fees and

expenses that matual funds charge As part of oar resporsibilisiea in regulating mutual
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funds we will consider the recommendations in your report \Cry csreully iii determnirtg

how beatw inform investors about the unportance of fees Again thank you for he

Opportunity to comment on your report

Sincerely

laul goye
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The following are GAOs comments on the Securities and Exchange

Commissions May 10 2000 letter

The Securities and Exchange Coinniissioa SEC described various

GAO 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 thai 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 ilkely 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 J3y 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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report text appear at the

end of this appendix NASO
REGULATION

uvcreMy

Thomas It Setresa

ties P4tIdt0l

Iryssanent ccmraaeCaPnte Flnaneeg

risen Peaifltlen Ira

1801 Street 1.LW SuIts 805

WsANygto8 D.C 55005-1050

502 7288088

Fee 252 974 2732

May 2001

Thomas McCooL

Dirixtor Financial Institutiotes and Markets Issues

U.S Cencral Accounting Office

Washington DC 20548

Dear Mr McCcol

Thank you for allowing us the opportunity to comment on your draft report entttted Mutual Fund

Ecca Additional Disclosure Could Encourage Price Competition April 19 2000 the Report

We have summarized in bulbs ronn below our overall coirarients on the Reports

recommendation at well as certain technical comments on the Report We would he happy to

disctusa our comments with you at your convenience

As we have dtscussed NASD Regulation shares your concern that some investors may chase

performance and we ssgsee that investors atso should coiasklei fees exoutisos and other issues

when making an investment decision We would be happy to work with you and your station

these important polIcy questions

Overall Comments on Rcnnrts Recommendntioia

The Report concludes that unlike many other financial products and serVices where the

dollar amount paId by thc customer is clearly and regularly disclosed mutual fund

disclosures do not include the actual dollar amotaits of the fund fees individual investors

pay Based on these conclusions the Report recommends that the Securities and

Exchange Commission and NASD Regulation Inc require
mutual funde end certain

broker/dealers to provide in petiodic account statements the dollar amount of mutual

fund fees each investor paid in atitun to presently required fee disloaurea.2

The Reports recommendation raises several Issues

Now on 96 ________________
5r Itrpnrr tirap pp I2

Itasor Cap

Now on p.97
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See comment First the Report seems to assunse that mutual funds impose ongoing fund operating

expenses such as Rule 12b-I fees and advisory fees at thn account level In fact

funds impose these expenses at the
entity leveL Moreover NAil member

broker/dealers ass generaliy recwired to aond at least quarterly to alt customers

account statements that detail among other things eli churgea end debits imposed at

she account level

See comment Second she Reports recoinsewadation may be di fticaIt if no Imposaibte to

implement Aside from she fact that mutual fundg do not perform the shareholder

level accounting envisioned by the proposal many hmkeeldcslera would not have

access to tie information about the mutual funds expenses necessary to comply with

these rules

Third the Report seems to conclude that mutual fund markets are less then

competitive because investors base thair investment dectsions mom on performance

than on the level of mutual fund fees We share the concern that some tevestors may
place too much reliance on past performance and we tssp-en that they also should

See comment consider other issue such at funds fees and espensea However investors who

focus solely on low expenses such as some money market fund investors may
sacrifice performance that they might obrain 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 sasame 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 these rules do

not require dislossae of the dollar amount of operating espouses incurred at The

entity level that reduce the return customer earns on his or her investment

Similarly the rules goveming other unregiaered collective investment vehicles

which operate analogousty to mutual funds do not require and the iAn does not

propose to require disclosure of customer-specific entity-level expenses

Fifth the Report does nut addresa the fact that mutual funds present perfomsance

information net of expenses Other financial isterenedisriea are cited as models for

disclosure without
discussing

the fact that these isstermediaeies frequently advertise

perfortnsnce nunters that do not reflect the tees charged to customers

II Other Technical Comments on Reoofl

Now on 27 see

comment Chaoter isaac The Report asatee chat NASD rules prohibit funds from charging
front-end load that nxcesds 8.5

petvenl
of the irilial investment Some mittiuti funds

known as no-load funds do not have sales charges These sentences require sonic

danficution
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NASD Rule 2830 regulates NASD nicmber- bmker/dsalera that sell mutual funds hut

See comment does not regulate
the funds themselves since NASI Regilation has no jatisdiction

over the mUtual fund entities Rule 2830d prohibits NASD member broker/dealers

from ofthnng or selling
shares of any mutual fund or unit investment trust if the sales

charges of such funds see deemed excessive under the rule AddItionally the

matirnuns penuneible runt-end and ttefened sates load varies depessdisrg
on ocrtalit

factors such en whether the fund era certain rights of accumulsion and quantity

discounts and whether the fund imposes an asaet-bssed sales charge or service fee

Rule 2830dX3 prohibits NASI members from describing muttsl fund as rio

load or as having no sales charge if the fund base front-end or deferred sales

chsrge or if the funds total asset-based sales charges and service fees ettceed 0.25%

of average net assets per annum

Now on p.2W see
Chanter lvsge llfootncdel Weunderatandthst theeffcctivedateoftheGrsmm

comment
Leach-fihiley Act provisions that elinsLnate the bank exclusion from the detinitotu of

broker and dealer under the Securities Exchange Act of 1934 is May 12 2001 not

Match 12 2001

Now on 42 see Chapter page 21 footnote II Thu Reports estimate of mutual fund adviser revenuns

comment
was obtained by multipying fund assets by operating expense ratios Many mutual funds

have waived various expenam including adviser feae for various reasons if this

estimate does not take iito account fee waivers it may be inaccurate

Now on 74 see chapter rstea lb-li in the third full pasngraphoo page 16 Ihe 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 is registered

brolcerfdcsler generally performs this functinn

Again we appreciate the opportunity to cornmest on the Report Plense feel free to contact me af

you would like to discuss these comments further

Sincerely

Page 113 GAOIGGD-OO-l16 Mutual Fund Fees

0000616



Case 21 1-cv-01083-DMC -JAD Document 1-8 Fied 02125/11 Page 117 of 133 PagelD 617

Appendix

Comments From the National Association of Securities Dealers Regulation Inc

Thomas McCcnl

May 2000

Page

Cody Goebel

U.S General Accounting Oltice

H- Clark Hoocr
Thotnis Pnppna

Joseph Sava3e

NASD RnguIaion Inc

John Komorosoe

NASD Inc
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Uowlng 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 NASUR 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 chapterS

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 ifnot

Impossible to Implement It stated that mulual funds do not perform the

shareholder-level accounting envisioned by the proposal and that many

broker/dealers would not have access to the information about the mutual

funds expenses necessary to comply with these rules

From discussions with operational staff at various mutual fund advisers

and broker dealers we learned that although such Information is not

currently calculated compiling and making the calculations necessary to

report to individual investors is feasible As we discussed on page 79 of

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

NASUR 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 obtaia 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 bc 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 cIaril 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 Grainm-Leach-Bllley

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 thaL 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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Note GAO comments

supplementing those in the

report text appear at the
INVESTMENT COMPANY INSTITUTE

end this appendix

MATTHEW Fl NK

May 32000

Thomas McCocl

Dtrector Financial frtsttutioes

arid Markets leaneR

General Government Division

U.S General Accounting Office

Washington D.C 20548

ear Mr McCool

Thank you for providing us with the opportunity to romnient on GAOS draft report

entitled Fund Fees Additional Disclosure Could Encourase Price Co t.jtpn. The

dxaft xeporL5 analysis of several Issues ociaLed with mutual fund fee levels makes valuable

ccmtributun tv this important eubjcc

The draft reports single most important finding is that mutual fund fee levels

gcnetally
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 ieflect economies of scale that can arise when funds

aetZ grow Of the mutual funds GAO reviewed that experienced significant
asset gxowth in

the 1990a 89 percent reduced their fee levels GAOs conclusions as to both treads in fee levels

nd ecoomie 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 conunendable job of addreseing

important and complex topics The cornmatts set forth below represent suggestions about how

certairL eleniersta of the draft
report

could be darifled or strengthened

Coepstitioe Baacd an Perfonnance Leads to ContpetiHoii Based on Fees

See corn mont
We agree with the draft reports cocluslon that the mutual fund industry is highly

competitive with low levels of concentration among existing fund companies and low barriers

to entry for new ones The draft repolt notes in several tlaceG
that mutual funds compete

primarily on the basis of investment performance Less prominent atterthon is given to the fact

that by law mutual imid performance results mustbe calculated fees and expenses are

deducted because of this requIrement Investom who consider funds performance when

melting investment decisions are Indirectly tsldng Into account the impact that fees can have on

funds retaims Thie Indirect consideration of fees through performance appears tube highly

relevant to shareholders liweetnuant dncision.t- As of year end 1999 more than 78 percent of

shareholder accounts and 86 percent of shareholder asaets were invested or equity mutual funds

1401 e1RT 19W WASHIerTOaJ DC 2O52t48 ni2J3255EO1 FAX 202/3255806 EMAIL lnlcci.org
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monies McCooI
U.S General Accounting Office

May 2000

Page

that charged less then the industry average Moreover in recent years the typical equity fund

investor has paid annual fees that ware about one-third less than the average equity fund

charged indicating strong investor preference for lower-cost funds

Equally important because funds compute fiercely
on the basis of performance they

have an Incentive to keep fee levels as low as possible small difference In performance cast

affect funds competitive standing which in turn substantially impacts tse funds ebility to

attract additional investirsants The reportwould in our view better reflect both the

competitive nature of the market and shareholder behavior if these facts were included

Fusd Advisers Rsvsnees era not Equfveksf fo Tote Fee Revenues

See comment Our second conunent arises from the draft reports apparent assumption that total fee

revcnses are the same as ties revenues of fund investment adytsers The lCl data on total tee

revenues from which this observation Is drawn Includes fees paid not only to fund

investment advisers but also to third parties such as tharehoider servicing 121-i and custodial

fees These fees cannot accursiely be described as revenues of the adviser Mon important

data From various fund information providers indicates that advisory and administrative free

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 end adviser revenue

growth estee The draft report suggeets that these growth rates have been similar for the past
decade Instead more accurate finding would be that advIsers revenues have grown more

stowly than both overall fund expenses end assets

ifatuel Fund Directors If eve CentrThuted to Broad Rased Par Jtedsartions

See comment

Third the draft report lists many of the
legal

duties of mutual fund directors in

overseeing fees These governstce responsibilities see unique go well beyond what is expected

of typical caporste directors and were eptciflcally designed by the authors 01 the Investment

Cosnpsny Act to provide safeguards for fund shareholders Decause fund direr-tore play auch

ass important role in fund governance we beliove additional discussion of three
qualities

is

merited We are ncitaware of any other competitive industey in the world of financial

services or outside it In which firm is required to have an independent body annually

review the price the finn 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 hinds

This individuals claim was presented without any supporting evidence and is contradicted

directly by the applicable legal stsndards governing tie work of durectcr These legal

standanis require directors as fiduciaries1 to always act on shareholders behalf sod to consider

carefully abroad range of specific fectors when reviewing fees The claim also overlooks the

tact that fiend advisory fees can only be increased if approved by the funds shareholders as

welt as by the directors IncludIng msjority of the independent directors Finally the

indivIduals claim is contradicted by the various studies now including GAOs draft report

that show erutusl Fund fees declining GAOs data shows that 70 percent of the
largest mutual
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U.S Genera Accounting Office

May 2000

Page

funds reduced their total operating expense ratio between 1990 and 1998 As noted earlier of

the funds in Ibis group that experienced significant asset growth in the 1990s 89 percent

experienced fee reductions

Mutual Fund Pee 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 unlils mutual

funds moat other financial services diadoee specific dollar amounts of all fees paid With all

clua respect we do notbdlcve that this assertion is supportable To cite just two types of

finsncial services listed in the draft report we are not aware of any bank in the county 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 finn that discloses

routinely the mark-up charged to investors when
selling

sectuities 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 rnuhtal fund fee tahle provides the most

comprehensive end understandable disclosure of fees in the financial services world The lee

table which nsust be prominently presented In the front of every fund prospectus was

recently
made even simpler for investors by the Securities and Exchange Cominision following

the mostexhaustive field-testing ever undertaken by that agency The fee table lets fund

investors easily compare eJI 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 ares

In our view mutual funds disclose far more than other financial products because they

provide investore with
precise expense ratio which allows for erect cnstcornpansons of

annual fees for thousands of competing mutual furds Funds also provide investors with

standardized hypothetical which shows in dollars 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 diacloeure that Is this comprehensive arid we were

disappointed to see the draft report suggests otherwise

Reqalrlng Even More Fee Disc feaure Could Be Countcrprtsdscflve

Finally notwithstanding the decline In fund fee levele end the shareholder preference

for lower cost funds noted esrlien the draft reportstates that additionsl government regulation

is needed to make Investors more aware of mutual lust fees The draft report states that

awareness of fund fees might be heightened if fund companies were required by the SEC or

NASI Regulation to include customized fee Information on shareholder account statements

Promoting Investor ewereaess of tie linportent
role fees can play in long term finencisl

planning is priedty fee the Institute and its members We have long history
of supporting

inventor awareness proposala and will continue to do so but we have reservations about skit

account statement recomnenendailon Our reservations stem from our concern that this
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ThornasJ McCooI

U.S General Accounting Office

May 2000

requirement rould erode the value of the standardized all-inclusive fee information In the

prospectus arid thut impede informed assessments of fee levels at oompeLin funds

karacoxicaily thAt could diminish rather than enhance invtora overall understanding of ftwd

fees

The institute appreciates the
opportirnity

So offer eomnanSs on few of the mnre
signtflcant 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

c2
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 Continents 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 Id also

states that this Indirect consideration appears to be highly relevant to

shareholder investment decisions because as of year-end 1999 more than

78 percent of shareholder accounts and 86 percent of shareholder assets

were Invested inequity mutual funds that charged less than the industry

average FInally ICI states that by competing on the basis of net

performance funds have an incentive to keep fee levels as low as

possible because small differences in performance can affect funds

competitive standing

At the beginning of each discussion of how funds compete our report

notes that funds are required to disclose performance net of fees

However competition on the basis of net returns may or may not be the

same as competition on the basis of price and such indirect competition

may not result in the same level of fees as could likely result from more

direct fee-based competition As we noted in chapter of the report the

charges associated with other financial services such as bank checking

accounts and stock brokerage which are generally disclosed in dollar

terms to the users of these services have been subject to vigorous

competition directly on the basis of these costs which has resulted in

lower charges for many consumers In addition we noted that loads

which are disclosed in investor statements have also declined over time

In addition because past performance is not an indication of future

returns relying on such disclosures alone would not be sufficient for

ensuring that adequate competition is occurring on that basi

The statistics that JCI 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- Therefom 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

IC noted that our draft
report

assumed that total fee revenues were the

same as the revenues of fund Investment advisers JCI 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 12b-1 fees and other services lUs

letter also notes that adviser fees now typically account for 50 to 60

percent of fund expense ratios It further states that the report suggests

that the growth rates of fund assets and adviser revenues have been

similar in the 1990s ICi indicates that more accurate finding would be

that advisers revenues have grown more slowly than both overall fund

expenses and assets

Although our report previously acknowledged that the expense ratio

includes fees charged for various purposes we have added additional text

where appropriate to indicate that the fees deducted from fund assets

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 IC

emphasized that these duties are unique and were specifically designed to

provide safeguards for fund shareholders IC notes that one of the

individuals with whom we spoke about mutual fund directors appears to

have suggested that mutual fund directors activities may be serving to

increase fees by evaluating funds fees In fight of those charged by other

funds ICI 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

ID has identified various duties placed on mutual fund directors that

exceed those of the directors of typical corporation and we have added
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footnote In chapter to acknowledge these additional responsibilities

However as our report points out these additional duties particularly

those related to the approval of the advisors contract and its fees arise

because of the potential conflicts of interest between fund shareholders

and the adviser As result the Independent directors are required to

review and approve the funds contract and fee arrangement with the

adviser

Congress Intended that the independent directors of mutual funds serve as

check on the adviser because of the conflicts between the Interests of the

adviser and fund shareholders However the critics of fund directors

whose comments we cited are of the opinion that directors are placing

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

extent that other funds are taking similaractions Although we did find

that fees for many mutual funds have declined we also noted in chapter

of our report
that we were unable to determine if the growth In fund assets

would have provided advisers with the opportunity to reduce fees by even

more than they had Furthermore firm comparing the prices It charges

its customers to those charged by competitors is legitimate and perfectly

acceptable means for such firms to evaluate their own business strategies

However In an industry that only Indirectly competes on the basis of such

charges such an activity may serve to maintain fees at consistent level or

allow them to be reduced only to the extent that other funds reduce theirs

as the Individuals we Interviewed stated

ICI commented that the assertion in our report that unlike mutual funds

most other financial services disclose the specific dolar 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 heen recently made simpler by the

Securities and Exchange Commission

We
agree

with IC 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 similarlyprovide specific dollar amounts of

charges on the periodic statements they provide to individual investors
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Fee Structure of Defendants Sub-Advisors 40
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Fees Charged to Other Mutual Fund Complexes For Similar

Investment Management Services
41

Fees Charged By Hartford to Institutional Clients for Similar

Investment Management Services 45

THE ECONOMIES OF SCALE ENJOYED BY HIFSCO IN

CONNECTION WITH THE INVESTMENT MANAGEMENT AND

DISTRIBUTION SERVICES WERE NOT PASSED ON TO THE

PLAINITFFS AND OTHER SHAREHOLDERS OF THE FUNDS AS

REQUIRED UNDER SECTION 36b BUT WERE KEPT BY

DEFENDANT HIFSCO IN VIOLATION OF ITS FIDUCIARY DUTY 48

THE COSTS AND PROFITABILITY OF PROVIDING INVESTMENT

MANAGEMENT AND DISTRIBUTION SERVICES DID NOT

JUSTIFY HIFSCOS EXCESSIVE FEE 54

COUNT AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b

DERIVATIVELYON BEHALF OF THE HARTFORD FUNDS

Investment Management Fees
59

COUNT II AGAINST DEFENDANT HIFSCOPURSUANT TO ICA 36b

DERIVATIVELY ON BEHALF OF THE COUNT II FUNDS

Unreasonable and Excessive Rule 12bl Distribution Fees and Extraction of

Additional Compensation for Investment Management Services
60

11

0000636



Case 21 1-cv-01083-DMC -JAD Document Filed 03/04/11 Page of 68 PagelD 640

AMENDED COMPLAINT

Plaintiff JENNIFER KASILAG Kasilag whose street address is 35 Oklahoma

Trail Hopateong New Jersey 07843 Plaintiff LOUIS MELL1NGER Mellinger whose

street address is 28 Mockingbird Hackettstown New Jersey 07840 Plaintiff JUDITH

MENENDEZ Menendez whose street address is 93 Eyland Avenue Suceasunna 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 and/or 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

ICAas 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 iii 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 andlor advisory fees and

distribution fees The managementiadvisory 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 lift le 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-1 17 C.F.R 270-l2b-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 12b-1 fees are excessive because inter alia 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 HIFSCOs 36b violations its Class shareholders are paying 12b-1 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 12b-1 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 find 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

Plans 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 6b 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 1maljudnent 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 he 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 perfonned 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 6b

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

not challenge the t2b-1 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 2b- distribution

fecs 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 SOa-1 et eq comprised of various

mutual finds 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 ifind Table II

The Hartford Mutual Funds IL Inc HMFII is an open-end management

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

mutual finds including the Hartford Growth Opportunities Fund each of which is separate

investment portfolio or mutual fund Table IL

The Plaintiffs who own shares of the Hartford Funds allege that tIme 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 infonnation

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

respect to each of the Funds thc level of the fecs as comparcd 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 ftinds 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-

Distribution Fees3 12b- 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 ella the

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

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

Funds while generating significant
additional investment management fee revenue for IFS CO

Securities and Exchange Commission SEC Rule 12b-l 17 C.F.R 270 12b-l

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 ProposMeasuresto Irprove Rulation of Fund Didribution

Feesand Provide Bter DisJosire for InveSorsavailable at

http//wwwsec.govnews/press2010/2010-126.htm
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Defendants failure to provide the Hartford Funds Boards of Directors with all information

reasonably necessary to evaluate the Rule 12b-l Distribution Plans and 12b-1 fees paid pursuant

thereto the fees other mutual fund advisers charge for similardistribution 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 limitcd to information containcd in thc public filings
with thc

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- 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 1110 together with its subsidiaries the Hartford or Company5 an

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 subj ect to the supervision and

approval of HMFs and HMFIIs Boards of Directors shall provide investment advice and

Plaintiffs refer to 1110 together with its subsidiaries and/or affiliates that perform variety of

investment management administrative and operational services to mutual funds and managed

accounts collectively as Hartford 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 SeeJ7-8 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 HIFSCOhas continuously been the primary investment adviser

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

Investmcnt 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 HMF HIFSCO Agreement eee aI Composite Ex comprised of the

February 19 2002 and the November 2009 Investment Management Agreements between

HIFSCO and HMFII collectively HMFII HIFSCO Agreement7 see aI 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 2b- 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 I-IMF Distribution Plan Ex the

August 2006 HMFII Amended and Restated Distribution Plan HMFTI Distribution Plan

The HMF HTFSCO Agreement and the HMFIJ 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 owes fiduciary and other

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

IV BACKGROUND INFORMATION ABOUT THE INVESTMENT MANAGEMENT

INDUSTRY AND THE PURPOSE OF SECTION 36h

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 Ffundsl 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

providcs it with almost all managcmcnt scrviccs and bccausc its sharcs arc bought by invcstors

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

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

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

American economy Id

23 As result in 1940 Congress enacted the ICA recognizing that

The national public interest and the interest of investors are

advcrscly affcctcd when invcstmcnt companies arc organizcd

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 thc ICA was dcsigncd to rcgulatc and

curb abuses inherent in the structure of mutual fund industry Jonesv HarrisAciates

10
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L.P. 130 S.CL 1418 1422 i2010 uoting Daily Inme 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 36b was added to the ICA in 1970

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

which crcatcd fcdcral causc of action for brcach of fiduciary duty by invcstmcnt adviscrs

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

ITihe 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

0000647



Case 211 -cv-01 083-DMC -JAD Document Filed 03/04/Il Page 15 of 68 PagelD 651

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 othcr arrangcmcnts 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 circumances

ICA 36bX2 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 36b 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 detennining whether the fiduciary duty has been

breached 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 Arthnr Tevitt 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 Addre CoSs Paid with Other Peoples Mon Addre at

Fordham Univaty hool 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

$200000

5150000

Is100000
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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 \vhen fiduciary pemiits 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 thc scrviccs rendered where the fund pays what is an unfair fee under the circumstances

Mutual Fund Amendment Hearing Before the JbconTn on the Commerce on Interate and

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

1934 HR 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 fromthe Invedment Company Inituteincluded

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

even if the comperieation 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 anns

length bargain Wit 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 he

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

ntervene to prevent its consummation

Id at 306-3 11 emphads added In Jonea 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 36b 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 Burks Ladcer 441 U.S 471 481 1979 and is potentially

incestuous Gartenberg Merrill Lynch Mgnt 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 Srougo BEA Ac 188 Supp 2d 373 383 S.D.N.Y

2002 the court quoted the following comment made by Warren Buffett famous invcstor 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

16
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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

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 12b-1 fees charged by

HIFSCO

42 Under the temis 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 hiflation 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 eExs 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 aggegate 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 Advisry Fees New Evidence and Fair Fiduciary Jet 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 independent0 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

hap /Iwww investopedia.com/askianswers/OSbasispoint asp
10

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

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

SeeTable

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 2010 according to publicly-available infonnation the

Board members for the funds in thc 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

Lemma 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 fecs were not approvcd 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 SQ 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 Jone 130 S.Ct at 1418 quoting

Gartenberg

53 In the context of 36b litigation courts have historically considered inter

alia the following factors Gartenberg Factors

the nature and quality of services being paid for by the fi.ind 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 finds within the same fund family

charge for similar services to similar mutual funds

whether economies of scale were passed to the finds 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 anns length bargaining and were thus

unfair to Plaintiffs and the other shareholders of the Funds

THE NATURE AND QUALITY OF THE INVESTMENT 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 and/or to Hartford Investment Management Company HIIMCO3

pursuant to an Investment Serviccs Agrccmcnt and subsequently an Investment Sub-Advisory

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

Agreement between HIFSCOand 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 l1as 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 Hanford

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

Hartford Inflation Plus Find and the Hartford Money Market Fund
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60 The most recent Statement of Additional Information SAlfor 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 Hanford 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 arid implement an investment program appropriate for each Portfolio and

will make all detenriinations 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 SAT 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 objcctivc and policies As such virtually all of thc

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 HIMCO 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 eCompositeEx 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 HIFSCO 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

invcstmcnt managcmcnt services to thc 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 finds 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 and/or 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 HIFSCO
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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 HIFSCOcollected over $34 million in

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

fraction of that fee

HARTFORD FUNDS FEE BREAKDOWN PURSUANT TO THE SAl

refers to Mfflion and refers to Billion

hartford Fund Investmenl IIIFSCO Fee Schedule Sub-Advisor Fee Schedule

Scrvices/ annual rate based on average annual rate based on average

Sub-Adviry daily net assets daily net assets

Agreement

Iartford Wellington First $500 million O.6900 First $50 million 0.2200%

Advisers Fund Next $500 million 0.6250/ô 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%

Ann over SlOB 0.5700%

Hartford Growth Wellington Pint $250 million 0.8000% All Assets 0.2700/o

Opportunities Next $4.75 billion 0.7000%

Fimd Next $5 billion 0.6975%

Arnt over SlOB 0.6950%

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

Plus Fund Next $4.5 billion 0.4500%

Next $5 billion 0.4300%

Amt over SlOB 0.4200%

Hartford Global Wellington Pint $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 55 billion 0.7975%

Amt over SlOB 0.7950%

Hartford l-IIMCO 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 SlOB 0.0700%

Hartford Money HIMCO Fint $1 billion 0.4500% All Assets At Cost

Market Fund Next $4 billion 0.4000%

Next $5 billion 0.3800%

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 die services it actually provides to the

Funds 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 HIFSCOin 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

home 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

3aternent on the Future aructure of the curities MarkS 1972 Sec Reg Rep

BNA No 137 pt II at

73 Afier 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 flind industry argued that adding assets to an existing mutual fhnd 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 iii assets would

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

approved Rule 12b-l The SEC feared that the usc 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 Dithibution

Expens by Mutual Fund Investment Company Act Release No 9915 1977 SEC LEXIS 943

Aug 31 1977 Indeed the SEC attached numerous conditions to the use of find 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 Mier OppenhSmer 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
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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 12b- 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 HIFSCOfor 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 HMFIIs Boards of Directors authorized Rule 12b-1 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 12b-1 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 1-IMFIIs 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 12b-l fees arc accrued daily and paid

monthly

82 Defendant HLFS COs 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 diribution 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-1 fees that Plaintiffs paid to HIFSCO excessive for

the reasons detailed above the amounts HIFSCOcharged with respect to Class Class Class

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

times higher than the advisory and sub-advisory fees corrbined Seethe following table

jidvisers Fund $6022688 $300809 49.9Y/o

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 4519%

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- 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 Ihe 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 12b-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- and their receipt by Defendant HIFSCOviolates Section 36b

87 Further according to the SAT 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-1 fees should never have been

adopted or continued year after year

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

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

HTFSCO 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 12b- fees the monetary benefits

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

shareholders As such the 12b-1 fees are entirely waste of flmd assets

90 Plaintiffs on behalf of the Hartford Funds are entitled to recover the 12b- fees

received and continuing to be received by HIFSCOin 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 36b claim
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THE HARTFORD FUNDS BOARDS OF DIRECTORS WERE NOT
ACTING CONSCIENTIOUSLY IN APPROVING THE INVESTMENT
MANAGEMENT AGREEMENTS AND RULE 12b1 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

12b-1 fees Ihe fee-setting process undertaken by the Boards lacked the requisite inteity care

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

excessive fees paid to HIFSCOin 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

lcngth

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 Diraors Guidebook 2d ed 2003 at 10 Although there are areas of

common interest among the hinds the directors must exercise their specific hoard

responsibilities on hind-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 SOa- 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 rnles and regulations in

overseeing or governing particular mutual fund and would also include the annual renewals of

the Investment Management Agreements and the Rule 2b-1 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

othcr 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 ftind 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 November 2006 Order attached as Ex 16 Under the November 2006 SEC

Order setting forth the tenns of the settlement reached with HIFSCO and two other RIG

subsidiaries resolving the SECs Division of Enforcements investigation of RIGs 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 HIFSCOfee 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 economics 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 PlaintifTh possession at this time

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

Defendant HIFSCOs true cost structure and in particular the economies of scale I-IIFSCO

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-I Distribution Plans

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

the Directors must also review the 12b-1 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

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

benefit the company and its shareholders 17 C.F.R 270 12b-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 2b- 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

12b-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 12b- plans and concluded that

shareholders as distinguished from the fund advisers do not benefit from 12b-1 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 2b- fees by almost the entire

amount of the fee This study confirms these results using more

recent dataset In all the evidence demonstrates that 12b-1

plans are successful at attaining faster asset growth however

shareholders do not obtain any of the benefits from the asset

growth This result validates the concerns raised by opponents of

2h-1 plans about the conflicts of interest created by these plans

12b-1 plans do seem to be successfhl 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 Cods and Benefitsto Fund Siareholdersof 12b-1 Plans An Exarri nation of

Fund Flows Expmsand Returns2004 at4 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-l 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 ternm 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 15 U.S.C SOa-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 12b-1 Distribution Plans then the

Boards acted uneonseientiously 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 Jon 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 hanford Funds presumably including

comfortable profit margin Compared to the fees charged by the sub-advisors who actually
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perfonn 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 15 Dcfcndant charges far morc than the sub-advisors it hires for the Funds

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 Fimds and collected by HIFSCO were far

in excess of the sub-adviser fee amount Defendant H1FSCOs 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 MaHagement Services

118 Other investment advisers who offer services to funds similarto the Hartford

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

by these other advisers are the same or substantially similarmanagement 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 modcratc 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 finds 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 similaradvisory services to the Hartford Funds

with the fee schedules charged to comparable Vanguard funds
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hartford Fund HUrSCO Fee Sthedule Wellington Fee for Vanguard Most Recent Fee

annual rate hasd nn Providing Suh-Ad%isory Fund Schedule for

average dily net assets Services to the hartford comparable Vanguard

Funds investment Funds based on

.i
cIasification 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/o Next $400 million 03500% 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 SlOB 0.7950% advisory fee

represented

Annual rate of

O.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 million 0.1800% 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

Anit over SlOB 0.5700/o Allocation advisory fee

represented

Annual rate of

O.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/o Growth Fund 30 2010 the

Fund Amt over SlOB 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 1-lartford 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 Limes 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 HIPS COs fee schedule is almost 10 times greater than the

advisory fcc schedule for Vanguards comparable modcratc allocation fund Id

122 The Vanguard fees set forth in the above table 19 are appropriate fee

comparisons for the fees Defendant HIFSCO thould 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 HIFSCOprovides to the Hartford Funds

Investment Funds Investment Managen.ent Services Performed by

Advisor Investment Advisor

IIIFSCO Ilartlord 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 and/or 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 forthe fund provide the fund with records

concerning Wellingtons activities and render

regular reports to the Board of Trustees

123 Further HIFSCOs l2b- 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-1 fees

ie 12b-l Fee 12b-1 Ite 12b-1 lee anuird tind 12 b-I 1ee

Class Class lass omp irable 1ni.loi

iii stment ha re

lissitilition ss

Hartford Giobai .00 .00 None Vanguard kaith 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 and/or its affiliated entities also provide investment management

services to third-party institutional or separately managed accounts

125 In Jonea 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.4 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 John Freeman Stewart

Brown Mutual Fund Advisry Fees The Co of Conflidsof Interet 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

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 HTMCO 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 1%.15 hi fiscal year 2010 HIMC 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 2009-2010 the State Board of

Administration of Florida paid 10 basis points to the

investment advisers of its fixed income accounts

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

HIMCU charges would deviate materiallyfrom 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

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

difference iii 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

millionper 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 fltnd 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 muttial 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 perfoimance but it imposes little

logistical challenge
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Swensen Unconventional Sicce Fundamental Approach to Persnal lnvement 238

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

fund manager and fttnd 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 Capitalin 154 2005

134 As an example if find 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 ifind 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 Expcnscs Dcc 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 Ratting 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 find asset owth has been Ihe 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 Wharton School of Finance Commerce 87th Cong

ucl 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 iii 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 find 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 Organition of Mitual Fund 49 Bus LAw 107 1993

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

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

possible for the adviser to service the additional assets with zero additional costs 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 strncture 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 HIFSCOpurportedly 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 arid 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 desiS 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 f69 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 iii assets under management ee

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

cven 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

meaningfl.illy 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 HIFSCOs 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 I-IIFSCOs 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 mLTease resulting in enonnous 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 HIFSCOwith 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 36b 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 HIFS COs fiduciary duty to the Funds with respect to

such compensation On information and belief review of Defendants full costs of providing

managcmcnt scrviccs will also dcmonstratc 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 fbnds 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 HARE FORD FUNDS HIFSCO FEES RETAINED AFTER PAYMENT TO SUB-

ADVISERS WELLINGTON HIMCO PURSUANT TO THE SAl

in estrnent \etPnd ii

ices/Sub- EIIFSC

IS ISOl

eunent

lariTord \Vcllington S4.9 14.736 SI 107.952 S3806784 77.46%

Advisers

Fund

Hartford Wellington $14235423 $5368829 $8866594 6229%

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 HIMCO $1128035 S776509 $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 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 Hanford Funds
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157 Despite delegating all or substantially all of its investment management duties

to sub-advisers and performing little ifany additional work HIFSCO retains up to 85/1i of these

investment management fees resulting in exorbitant profits SeeJ155

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

rcasonablc profit

159 Indeed the Hartford Funds disclosures characterize the HIMCO fees charged

as at cost See 69 Assuming arguendo that HIMCOs sub-advisory services truly are

provided at cost and do not include any markup or built-in profit HIMCOs cost to provide

advisory services to the Hartford Inflation Plus Fund the Hartford Consenalive 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 HIMCOs costs

160 This subcontracting anangement led to fees that were disproportionate to

services actually rendered and to enonnous profits to HIFSCOfor little or no work

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

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 lass lass lass lass

hanFord .\dvisers Fund SL434.934 $602.421 S97O739

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

Hartford Inflation Plus Fimd $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 12b-1 fees were therefore disproportionate to the services
actually rendered

resulting in huge profits for HIFSCO

165 The 12b-1 fees could not be the product of negotiations conducted at anns

length especially given that institutional investors investors with greater negotiating authority

refuse to pay 12b-1 fees and therefore constitute breach of HIFSCOs fiduciary duty to the

Funds with receipt of such compensation

58

0000694



Case 211 -cv-01 083-DMC -JAD Document Filed 03/04/11 Page 62 of 68 PagelD 698

COUNT

AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b DERIVATIVELY

ON BEHALF OF THE HARTFORD FUNDS

Investment Management Fees

166 The Plaintiffs repeat and reallege each and every allegation contained priorto

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 brcach of its fiduciary duties with respect to thc receipt of

compensation as defined by 36b

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 statutor fiduciary duty to

Plaintiffs in violation of 36b

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 scck rcscission of the contracts and rcstitution of all

fees paid pursuant thereto See 15 U.S.C SOa-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

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 t2b-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 FIMF Distribution Plan and the HMFII

Distribution Plan despitc 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 36b 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 II 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 12b-1 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 oecmTed 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 12b-1 fees paid to it by the count II 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 maybe 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-1 through the receipt of fees from the Hartford Funds that breach

Defendants fiduciary duty with respect to the receipt of compensation

An order preliminarily mid pennanently enjoining Defendant froni 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 and/or 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 .C 80a-

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

Funds and the 12b- fees paid to it by the Count II Funds from period commencing one year

prior to the conunencement of this action through the date of the trial of this ease together with

interest costs disbursements attorneys fees fees of expert witnesses and such other itenis 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 KOMGSBERG LLP

By s/ Danielle Disporto

Danielle Disporto

Moshe Maimon

800 Third Ave

New York NY 10022

212 605-6200

SZAFERMAN LAKIND BIJIJMSTEIN BLADER
P.C

Arnold Lakind

Robert Lakind

101 Grovers Mill Road Suite 200

Lawrenceville NJ 08648

609 275-4511

Attorneys for Plaintiffs
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TABLE II

ADVISERS FUND
Adviser IIIFSCO

Fees Advisory

12b-i

Sub-adviser WELLINGTON
Sub-advisory not

challenged in Complaint

INFLATION PLUS FUN
Adviser IITFSCO

Fees Advisory

12b-1

Sub-adviser HIMCO
Fees Sub-advisory not

challenged in Complaint

65

GLOBAL HEALTH FUND
Adviser .RIFSC

Fees Advisory

Jib-i

Sub-adviser WELLINGTON

Sub-advisory not

challenged in Complaint

HMF
open-end management investment company registered under the ICA

MONEY MARKET FUND
Adviser HIESCO

Fees Advisory

12h-1 not

challenged in Complaint

Sub-adviser HE1ICO
Fees Sub-advisory not

challenged in Complaint

Adviser

CO\SERVATTVE ALLOCATION
FUND

IIJFSC
Fees ii dvisory

12 b-I

Sub-adviser IllIICO

Fees Sub-advisory not

challenged in Complaint

HMFII
open-end management Investment company registered

under the ICA

GRO\VTH OPPORTUNITIES FUND
Adviser HIFSCO

Advisory

12b-1

Sub-Adviser WELLINGTON
Fees Sub-advisory not

challenged in Complaint
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INVESTMENT 5WfAGE5WNT ASiREENENI WLTP

EABTFORD rNVSTMEWf EINANCIAL SERVICES COMPANY

PAGE

INVESTMENT MANAGEMENT AGREEMENT

Till Agreement is made by and between Bartford Investment FInancial

Cattiest Company Doleware corporation UIEOCO and ITT Hartford Mutual

Funds Inc Maryland corporation the Company whereby NIFSCO will act as

investment tanager to each series of the Company as listed on Attachment each
tortlolio and together the Eortfolios and any future series as agreed to

between NI5SCO end the Company

WHEREAS the Company and NIFECO wish to enter into an sgreesient setting

forth the services to be performed by frESCO for each Portfolio of the Company

end the terms end conditions under which such servicee will be performed

NOW TEEBEFOBS in consideration of the promises end the mutual agreements

herein contained the parties hereto agree as follows

cEXERa PROVISION

The Company hereby employs fttFBCO end NIFSCO hereby undertakes to act

as the investment manager of the Cosrçsny and to each Portfolio and to

perform for the Caepany such other duties end functions as are

hereinafter set forth and such other duties as stay be necessary or

appropriate in connection with its services as investment manager
If IFSCO shall in all matters givo to the Company and its Board of

Directors the benefit of its best judgment effort advice and

raconnendations and shall at sli times confont to and use its best

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

Investment Company Act of 1940 the Investment Company ActJ and any
tulsa or regulations thereunder Cu any other applicable provisions

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

Incorporation and By-Last of the Coepemy as amended from time to time
iv policies and determinations of the Board of Directors of the

Company the fund.sental policies and invecteent restrictions of

the Company and Portfolios as reflected in the companys registration

statement under the Invetment Company Ant or as such policies nay
from time to time be amended by the Companys sharehclders and vi
the Prospectus and Statement of Additional Information or the company

in effect from time to time TIse appropriate officers sod employees

of BIHSCO shall he svailsble upon reasonable notice for concultation

with any of the Directors and officers of the Company with respect to

any matters dealing with the business and affairs or the company

innluding the valuation of any of each Portfolios securities which

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

securities market

INVE5TMENT MAEAGE5CNT EERVICES

NIESCO shall subject to the dirmction and control by the

companys Scard of oirectors regularly provide investment

advice and rsoemecndations to cach

PAGE
Portfolio with respect to its

iovestments Investment policies and the purchase and sale tf

eacuritiec ii supervise oontinuoueiy the investment program of

each Portfolio and the composition of itu portfolio securities

end determine what securities shall be purchased or sold by each

eortfciio and iii arrange subject to the provisions of

peregraph hereof for the purchase of securities end other

investments for each Portfolio and the sale of securities sod

other investments held in esoh Portfolio

NI5SOO ohsil provide such econuedc sod statistical date relating

to each Portfolio and such information concerning important

econcaic political and other developasnts as NTFBcO shall deem

appropriate or as shall he requested by the Companys Board of

oirectore

AIBCNISTRATIVE SERVICES

In addition to the performance of investment advisory services arrsco

shall perform the following asrvicss tn connection with the

management of the Company

assist in tile supervision of eli aspects of the Companys
operation including ths coordination of all matters releting to

the fimtctions of the custodian transfer agent or other

shareholder ssrvioing agents if any accountants attorneys
and other parties performing services or operational functions

or the company

provide the Corpeny with the services of persons who may be

sitocos officers or employees competent to serve as officers of

the Compeny and to perform such administrative era clerical

functions as are necessary in order to provide effective

administrati.on for the Company including the preperetion and

maintenance of required reports books and records of the

Company and

http/Iwww.sec.gov/Archives/edgar/data/100641 510000912057-97-021465.txt 1/6/2011
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provide the Company with adequate office space and related

services necessary for its operations as conterpieted in this

Agreement

SUB-ADVISERS AND SUB-CONTRACTORS

NTFSCO upon approval of the Roerd of Directors sari shareholders where

appropriate may engage ace or nore Investment advisers which are

either registered as such or specifically exeaçt frcn registration
under the Investment Advisers Act of 1940 to act as .ubadvieera to

provide with respect to eaisting sod future Portfolios of the

Company soee or all of the services act forth in Sections sod of

this Agreement In addition 5115CC say subcontract for any of the

aaittnisrratlve services listed in section

BROKERAGE TRANSACTIONS

PACE

When placing orders for the purchase or saie of Portfolios
securities BIPSCO or any subadvteer approved in accordance with

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

best oct security price available for Portfolio Subject to end in

accordance with any directions which the Board of Director msy iaaoe

from tine to tine HIFScC or the sitedviser if eppliceble may also

be euthoxiced to effect individual aecurittee transactions at

cosasiiason rates excess of the etiniiewe camel scion rates available
if RIFSCO or the .ubedviaer if applicsble determines in good faith

thst such amount of coersaission is reasonable io relation to the vsloe

of the brokerage or research aervicea provided by auth broker or

dealer viewed in terms of either that particular trsnesction or

STPSCOs or the subadviaers overall responsibilities with respect to

Portfolio and other sdviaory 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 NIseco or

the auhsdviaer will proaptly communicate to the Board of Directors

loch information re.ating to portfolio transactions as the Board may

reasonably request

EXPENSES

Expenaea to be paid by the Company lncl.ode but are oct limited to

ti iatereat and teas ii brokerage ooae.iaaionaj iii prcniusa for

fidelity and other insurance coverage requisite to the Caisnys
operations iv the fees and eapeoses of its noninterested
directors legal audit and fund accounting expenses vii
ourtodian and transfer agent fees end expenses viii eapcnacs

incident to the redemption of its shares viiii fees and expenaea
related to the registration under federal end state aecurities lan of

shares of the Ccepany for public sale lxi e.penaea of printing and

asiitng prospeettases reports notices and proxy materiel to

shareholders of the Company all other expenses incidental to

holding nesting of the Companys shareholders and xi such

extraordinary non-recurring expenses as may arise inoltding

litigation effecting the company and any obligation which the Company

may have to indemnify its officers end Oirectnre with respect thereto
Any officer or employee of iiiaSco or of any entity controlling

controlled by or under coasson control vith 517500 who may also serve

as officers directors or employees of the Company shall oot receive

any compensation from the company for their services

cCPENBATIcN DY ILIESCO

As coerpeosation for the service rendered by UI5SCO eech Pnrtfeiio

shall pay to EISSCO as promptly as posaible efter the last day of each

month during the terse of this Agreement fee accrued daily and paid

monthly hlasd upon the following annual retsa and upon CIsc calculated

daily net asset value of the Portfolio

MONET BASKET FUND

Net Asset Value Ancual Rate

PAGE

Firai $500000000 0.501

Next $500000000 0.45%

Amount over $1 Billion 0.40%

THE SaND tNCE STRATEGY flOOD

Net Meet Value Ar.nual Rare

First $300000000 0.65%

Net $500000001 0.55%

http//www.sec.gov/Archives/edgar/data/100641 5/0000912057-97-021 465.txt 1/6/2011
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Amount over $1 01111cm 0.50%

SNAIL COMPANY 9IJND AND rNTERNATIONAL DPPORTUNITIES FUND

Net Meet value Annual Rate

First $500000000
0.651

Nest $500000000
0.75%

Amount Over $1 bllion 0.70%

CAPITAl APPBLCLATICHJ FUND AND STOCK FUND

Net Asset Value Annual Rate

First $500000 000 0.80%

Nezt $500000000 0.70%

Amount Over $1 Billion 0.65%

OTVIDRED AND GROWTH FUND AND ADVISERS FUND

Net Asset Value Annual Rate

First $scoecoo00 0.75%

Net $500000000 0.65%

Amount Over $1 Billion 0.60%

EIF5CO or an affiliate of 5185W may spree to subsidize any of the

Portfolios to any len1 that EIFScO or any auth affiliate may epecify

Any such undertaking nay be modified or discontinued at any ttme

If it is necessary to calculate the fee for period of time which is lees

than month then the fee shall be calculated at the annual rates

provided above but prorated for the mutter of days elapsed in the month in

question as percentage of the total number of days in such nomth ii
bared upon the average of the Portfolios daily net asset value for the

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

of such period

PAGE

8.LIABILITY OF BIFSCO

6116CC shall not be liable for soy loss or losses sustained by redact

of any investment including the purohase holding or sale of any

security or itt respect to the administration of the Company ae

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

provided however that no provision in this Agreement shalt be deemed

to protect IIIFSCO against any liability to the Company or its

shareholders by reason of its willful misfeasance bad faith or gross

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

rettless disregerd of its obligationa and duties under this Agreement

DURATION or AGREEMENT

This Agreement shsll be effective on March 1907 and shall

continue in effect through July 22 1990 This Agreement un.laee

sooner terminated in eccordance with 9h below shall continua

in effect from year to year thereafter provided that its

continuance is specifically approved at least annually by

yore of majority uf the members of the Board of Dirsotors of

the Company or by vets of majority of tho 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

persona of any such party cast in person at meeting callsd for

the purpose of voting on this Agreement

This Agreement may be terminated at sty tiae sithuat tbs

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 6185CC shall iossdiately

terminete in the event of its assignment and may be

terminated by 6185CC on sity 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 Agrasaent the terms assignment interested

parson aad vote of majority of tho Compsnye outstandinq voting

securities shall have the meanings set forth for such terms in

the 940 Act as amended

PAGE

Any notice under thia Agreement shall be given in writlng

addressed and delivered or mailed postpaid to the other party

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

10 OTHER ACTIVITIES

Nothing lO this Agreement shall haul or restrict the right of any

director officer or employee of NIFSCO to engage in any cther

business or to devote his or her time and attention in part to the

management or other aspects of any other business uhether of

similar nature or diaslisiler mature nor to halt or restrict the

right of HIT000 to engage in any other business or to render services

of soy kind to any other corporation firm individual or association

11 A1DTTIONAI SERIES

The amendment of this Agreement for the sole purpose of adding one or

more Portfolios shall oct be deemed an amendment effecting an already

existing Portfolto and reqatriog the approval of shareholders of that

Portfoio

12 INVALID PROVISIOFS

If any provision of this Agreement flail ha 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 Dot apply this

Agreement and all performance hereunder shall be governed by the laws

of the State or connecticut which epply to contracts made and to be

performed in the State of Connecticut

PAGE

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

executed on the 3rd day of March 1997

ESATFORD INE5INENT FINANCIAL

SERVICES COMPANY

/s/ foaeph Gareac

By Joseph Gareeu

Title Executive Vice Presidant

ITT GMTOORD MUTUAL ftINOe INC

on baheif of

ITT Hartford Small Ccsspany Fund

ITT Hartford Capital sppreoiatien Fund

ITT Ssrtfnrd International Opportunities Fund

ITT Hartford Oividend and Gro.th Fund

ITT Nertford Stock fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

/s/ Andrew Kohalce

By Andrew Kohnke

Titie Vice President

PAGE

A1TACHNZNI

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

this agreement

ITT HerLford small Carpsny Fund

ITT Hart ford Capital Appreciation Fund

ITT Hartford International opportunities Frond

ITT Hart ford Oividend and Growth Fund

ITT Hartford Stuck Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

oated Harch 1997
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DOCUMENT
TYPEEX-99 .V

SEQUENCE7
FILENAIslnb45788hlexv99wdwv txt

DESCRIPTI0NAMENDMENT TO INVESTMENT MGMT AGREEMENT

TEXT
PACE

EXHIBIT 99.dv

AMENDMENT NUMBER TO

INVESTMENT MAI4AGEMENT AGREEMENT

Pursuant to the Investment Management Agreement between 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 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%

Amount 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 /5/ 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 /5/ David znamierowskl

David znamierowski

President

c/TEXT

c/DOcUMENT

http//www.seo.gov/Archivcs/edgar/dat3110064l
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CDOCOMENT
cTYPEEX-99 D.VIlI

cSEQUENCEl
cFILENAMEb4 578 Bhlexv99wdwviii .txt

DESCRIPTIONAMENDMENT TO INVESTMENT MGMT AGREEMENT

TEXT
PAGE

EXHIBIT 99.dviii

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 lIAgreementr The Hartford Income Fund The Hartford Inflation Plus

Fund The Hartford Short Duration Fund The Hartford TaxFree California Fund

and The Hartford TaxFree New York Fund are hereby included in the definition of

Portfolio All provisions in the Agreement shall apply to the management of The

Hartford Income Fund The Hartford Inflation Plus Fund The Hartford Short

Duration Fund The Hartford TaxFree California Fund and The Hartford Tax-Free

New York Fund except as stated below

The advisory fee for the five new portfolios shall be accrued daily and

paid monthly based upon the following annual rates and upon the calculated

daily net asset value of the Fund

The Hartford Income Fund and The Hartford Inflation Plus Fund

TABLE
CAPTION

Net Asset Value Annual Rate

Cs CC
First $500 million 0.60%

Amount over $500 million 0.55%

C/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

CC
First $500 million 0.55%

Amount over $500 million 0.50%

C/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 cf Section of the Agreement

IM 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

l.ai.... I4.... ...-../ 1..yas nil mw/ti nn /1 fl/IL/Il cintwvmocfli cinnni cm /114 C7291i awl00 PP flfll
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SERVICES LIJC INC

on behalf of

By Is David Znamierowski The Hartford Inoome Fund

The Hartford Inflation Plus Fund

David Znamierowski The Hartford Short Duration Fund

Senior Vice President Investments The Hartford TaxFree California Fund

The Hartford TaxFree New York Fund

By 1sf David Znamierowski

David Znamierowski

Fresident

/TEXT
/DOCtJMENT

1/21/2011
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DOCUMENT
CTYFEEX99
SEQUENCE3
FILENAMEb53498mfexv99wdXXY 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

CTABLE
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

http//wssrw.sec.eov/Archives/cdizar/data/l 006415/00009501150500061 RIhSl4QRmfnvQQw 116191111
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By Is David Znamierowski By Is David Znamierowski

David Znamierowski David Znainierowski

Senior Vice President President

c/TEXT
/DOCUMUT
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EX-99.BD.1 a09-3 1922_I ex99dbddi.htxn EX-99.BD.I
Eiblblt 99.Bd1

ExmBrrD.m

INVESTMENT MANAGEMENT AGREEMENT

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

company the Adviser and The Hartford Mutual Funds Inc coioration organized wider the laws of the State of

Matyland 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 coliecthely 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 1941 Act and HFSCOis

willing to furnish such seMces upon the terms and conditions herein set forth

NOW THEREFORE in consideration of the promises and the mutual agreements herein contained the parties

hereto agree as follows

General Provision

The Company hereby employs the Adviser and the Adviser hereby undertakes to act as the investment manager of

the Company and to each Portfolio and to perfonn for the Company such other duties and functions as are hereinalter 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 roles or regulations thereunder is any other applicable provisions of state or federal law

iiithe provisions of the Aiticles 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 Infonnation of the Company in effect from time to time The appropriate officers and employees of the Adviser

shall be available upon reasonable nolice 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

http//www.sec.gov/Archives/edgar/data/lO064l 5/00011 0465909063908/a09-3 1922_i ex99.. 1/7/2011
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Investment Management Services

Subject to the direction and control by the Companys Board of Directors the Adviser shall or

shall cause an affiliate to regularly provide investment advice and recommendations to each Portfolio

with respect to its investments invesiment policies and the purchase and sale of securities iisupervise

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

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

iiiarrange 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 infonnation 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 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

Companr

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 inorder to provide effective administration for the Company including the

preparation and maintenance of required reports books and records of the Company and

provide the Company with adequate office space and related services necessary for its operations

as contemplated in this Agreement

provide such other services as the parties hereto may agree upon from time to time

Sub-Advisers 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

http//www.sec.gov/Archives/edgar/datall 006415/00011 0465909063908/a09-3 922_1ex99. 1/7/2011
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Brokeraee 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

availabi 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 unlawfiul 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

Exuenses

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 federal and state securities laws of shares of the Company for public sale lx 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 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 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 asit may be amended from time to time

The Adviser oran 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

Ifit is necessary to calculate the fee for period oftinie that is less than month then the fee shall be calculated

at the annual rates provided in Schedule but prorated for the number of days elapsed in the month in question as

percentage of the total number of days in such month iibased upon the average
of the Portfolios daily net asset value for

the period in question and 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 securit 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 feith or gross negligence or alternatively in

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

Management Company its negligence in the performance of its duties or by reason of its reckless

disregard of its obligations and duties under this Agreement

The rights of exculpation and indemnification are not to be construed so as to provide for

exculpation or indemnification provided under 8a of any person for any liability including liability under

U.S federal securities laws tha under certain circumstances impose liability even on persons that act in

good faith to the extent but only to the extent that exculpation or indemnification would be in violation

of applicable law but will be construed so as to effectuate the applicable provisions of this section to the

maximum extent permitted by applicable law

Duration of Agreement

This Agreement shall be effective on November 2009 This Agreement unless sooner

terminated in accordance with 9b below shall continue in effect from year to year thereafter provided that

its continuance is specifically approved at least annually by vote of majority of the members of the

Board of Directors of the Company or by vote of majority of the outstanding voting securities of each

Portfolio and in either even by the vote of majority of the members of the Companys Board of

Directors who are not parties to this Agreement or interested persons of any such party cast in person at

meeting called for the purpose of voting on this Agreement

This Agreement may be terminated at any time without the payment of any penalty either by
vote of majority of the members of the Board of Directors of the Company or by vote of majority of

the Portfblios 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 prior written notice to the Portfolio but such termination will not be eflctive 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 Agreemen the terms assignment interested person and vote of majority of

the Companys outstanding voting securities shall have the meanings set forth fur 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
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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
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

Ifany provision
of this Agreement shall be held or made invalid by cowl decision statute rule or otherwise the

remainder of this Agreement shall not be affected thereby

13 Governin2Law

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 maybe changed waived discharged or terminated orally but only by an

instrument inwriting sigaed by the party against whom enforcement of the change waiver discharge or tennination is

sought and no amendment of this Agreement will be effective until appmved in manner consistent with the 1940 Act and

rules and regulations
under the 1940 Act and any applicable

Securities and Exchange Commission exemptive order from

such rules and regulations Any such instrument signed by Portfolio must be approved by the vote of majority of the

Directors who are not parties to this Agreement or interested persons of any party to this Agreement cast in person at

meeting called for the purpose of voting on such approval and by the vote of majority of the Directors of the Company

or by the vote of majority of the outstanding voting securities of the Portfolio The amendment of Schedule and/or

Schedule 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 prioragreement 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

/s/Robert Arena

By Robert Arena

Title President

The Hartford Mutual Funds Inc

on behalf of each of its series listed on Attachment

/s/Robert Arena

By Robert Arena

Title President
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Schedule

List of Portfolios

HARTFORD MUTUAL FUNDS INC

ON BEHALF OF
The Hartford Advisers Fund

The Hartford Balanced Allocation Fund

The Hartford Balanced Income Fund

The Hartford Capital Appreciation Fund

The Hartford Capital Appreciation II Fund

The Hartford Checks and Balances Fund

The Hartford Conservative Allocation Fund

The Hartford Disciplined Equity Fund

The Hartford Diversified International Fund

The Hartford Dividend and Growth Fund

The Hartford Equity Growth Allocation Fund

The Hartford Equity Income Fund

The Hanford Floating Rate Fund

The Hartford Fundamental Growth Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Global Equity Fund

The Hanford Global Growth Fund

The Hartford Global Health Fund

The Hanford 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 Hanford 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 SmaliCap Value Fund

The Hanford Short Duration Fund

The Hartford Small Company Fund

The Hartford Stretegic 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 ofeach month during the term of this Agreement fee accrued daily and paid monthly based upon the

following annual rates calculated based on the avenge daily net asset value of the applicable Portfolio

Advisers Fund

Average Daily Net Assets Annual Rate

First $500 million 0.6900%

Next $500 million 0.6250%

Next $4 billion 0.5750%

Next $5 billion 0.5725%

Amount Over $10 billion 0.5700%

Balanced Income Fund

Average Daily Net Assets Animal Rate

First $250 million 0.7250%

Next $250 million 0.7000%

Next $500 million 0.6750%

Next $4 billion 0.6500C/o

Next $5 billion 0.6475%

Amount Over $10 billion 0.6450%

Capital Appreciation Fund and Value Fund

Avenge Daily Net Assets Annual Rate

First $500 million 0.8000%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.6475%

Amount Over $10 billion 0.6450%

Capital Appreciation II Fund

Average Daily Net Assets Annul Rate

First $250 million 1.0000%

Next $250 million 0.9500h

Next $500 million 0.9000%

Next $4 billion 0.8500%

Next $5 billion 0.8475%

Amount Over $10 billion 0.8450%
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Checks and Balances Fund

AveraDaiIy Net Assets Aimual Rate

None

Disciplined Equity Fund

Average Daly Net Anet Anneal Rate

First $500 million
0.7500/

Next $500 million
0.6750%

Next $4 million
0.6250%

Next $5 million
0.6225/o

Amount Over $10 billion
0.6200/o

Diversified International Fund and Select SmailCap Value Fund

Average Daily Net Aiet Atutual 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

Aee.alRate

First $500 million
0.7500%

Next $500 mIllion
0.6500%

Next $4 billion
0.6000%

Next $5 billion
0.5975%

Amount Over $10 billion 0.5950%

Equity Income Fund

Avage Dilly Net Audi AaimtI 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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Jiloafing Rate Fund

Avae 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 Dafly Net Ands 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 Dhidend Fund

Aversie Daily Net Assets Anneal 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 0.8700h

Global Equity Fund

Average Daily Net Assets Annual Rate

First $500 million 0.95oo%
Next $500 million 0.9000%
Next $4 billion 0.8500%
Next $5 billion 0.8475%

Amount Over $10 billion 0.8450%

Global Growth Fund Internafional Opportnnltlei Fund and MldCap Fund

Awsea Dilly Net Aeta Annual Rate

First $500 million 0.8500%
Next $500 million 0.7500%
Next $4 billion 0.7000%
Next $5 billion 0.6915%

Amount Over $10 billion 0.6950%

5/00011 O4659O9063908/a09-3 1922 1ex99.. 1/7/2011
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Global Health Fund International Growth Fund and International Small Company Fund

Annuil Rate

First $500 million
09000%

Next $500 million
0.8500%

Next $4 billion
0.8000%

Next $5 billion
0.7975%

Amount Over $10 billion
0.7950%

High Yield Fund

Dilly Net Aside
Annual Rate

First $500 million
0.7000/o

Next $500 million
0.6500%

Next $4 billion
0.6000%

Next $5 billion
0.5800%

Amount Over $10 billion
0.5700%

hUgh Yield Municipal Bond Fund and Strategic Income Fund

Avere Dilly Net Aside
Anneal Rate

First $500 million
0.5500%

Next $500 million
0.5000%

Next $4 billion
0.4750%

Next $5 billion
0.4550u/o

Amount Over $10 bfflion
04450%

income Fund and Inflation Pins Fund

vera5e Dilly Net Aside
Annie Rate

First $500 million
03500%

Next $4.5 billion
0.5000%

Next $5 billion
0.4800%

Amount Over $10 billion
0.4700%

MIdCap Growth Fund and Select MldCap Value Fund

Avenue puy
Anaual Rate

First $500 million
0.7500%

Next $500 million
0.7000%

Next $4 billion
0.6500%

Next $5 billion
0.6300%

Amount Over $10 billion
0.6200%

0465909063908/a093 1922 1ex99.. 1/7/2011
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MidCap Value Fund

AveragaiIy Net Meets Annual Rate

First $500 million 0000h
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 Daly Net Audi Annual 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

Average Dilly Net Assets Annul Rate

First $500 mIllion 0.4500%

Next $4.5 billion 0.4000%

Next $5 billion 0.3800%

Amount Over $10 billion 0.3700%

Small Company Fund

Average Daily Net Auetu Annual Rate

First $250 million 0.8500%

Next $250 million 0.8000%

Next $500 million 0.7500%

Next $500 million o.00o%

Next $3.5 billion 0.6500%

Next $5 billion 0.6300%

Amount Over $10 billion 0.6200%

Total Return Bond Fund

Average Dully Net Audi Annual Rate

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 Allocatlsn Fund

Target Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020 Fund Target

http//www.sec.gov/Archivesledgar/data/l 006415/00011 0465909063908/a09-3 1922_1ex99.. 1/7/2011
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Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund

Target Retirement 2045 Fund ami Target Retirement 2050 Fund

Averue Daily Net Meets Murn.I Rate

First$500million
0.1500%

Next $4.5 billion O.I000D/o

Next $5 billion O.0800%

Amoiuit Over $10 billion 0.0700%
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DOCUMENT
TYPEEX99

EQ UENCE5

FILENANEc66424bex99-d txt

DESCRIPTTQNINVESTMEWr MANAGEMENT AGREEMENT
TEXT
PAGE

EXHIBIT

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 arid to
perf on 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
HIFSCD 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
BIFSCO shall be available upon reasonable notice for consultation with
any of the Directors and officers of the Company with respect to any
matters dealing with the business and affairs of the Company including
the valuation of any of each Portfolios securities which are either
not registered for public sale or not being traded on any securities
market

INVESTMENT MANAGEMENT SERVICES

HIFSCO shall subject to the direction and control by the

Companys Board of Directors regularly provide investment
advice and

1/7/2011

0000727



Case 211 -cv-01 083-DMC -JAD Document 3-1 Filed 03/04/11 Page 27 of 97 PtD

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 HIFSCO shall deem

appropriate or as shall be requested by the companys Board of

Directors

ADMINISTRATIVE SERVICES

In addition to the performance of investment advisory services EIFSCO

shall perform the following services in connection with the management

of the Company

assist in the supervision of all aspects of the Companys

operation including the coordination of all matters relating to

the functions of the custodian transfer agent or other

shareholder servicing agents if any accountants attorneys and

other parties performing services or operational functions for

the Company

provide the Company with the services of persons who may be

IFSCOs officers or employees competent to serve as officers of

the Company and tc 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

Cc provide the Company with adequate office space and related

services necessary for its operations as contemplated in this

Agreement

SUB-ADVISERS AND SUB-CONTRACTORS

HIFSCO upon approval of the Board of Directors and shareholders where

appropriate may engage one or more investment advisers which are

either registered as such or specifically exempt from registration

under the Investment Advisers Act of 1940 to act as subadvisers to

provide with respect to existing and future Portfolios of the Company

some or all of the services set forth in Sections and of this

Agreement In addition HIFSCO may subcontract for any of the

administrative services listed in Section

PAGE

BROKERAGE TRANSACTIONS
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When placing orders for the purchase or sale of Portfolios
securities -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 HIFSCC or the subadviser if applicable may also be
authorized to effect individual securities transactions at commission
rates in excess of the minimun commission rates available if HIFSCO or
the subadviser if applicable determines in gcod 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 HIFECO 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 HIFSCO who may also serve
as officers directors or employees of the Company shall not receive

any compensation from the Company for their services

COMPENSATION OF HIFSCO

As compensation for the services rendered by HIFSCO each Portfolio
shall pay to HIFSCO as promptly as possible after the last day of each
month during the term of this Agreement fee accrued daily and paid
monthly based upon the following annual rates and upon the calculated
daily net asset value of the Portfolio

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 tJ.S Government Securities Fund

Table
Capt ion

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 SmailCap Growth Fund
The Hartford Value Opportunities Fund

Table
Caption

Net Asset Value Annual Rate

First $100000000 L00%
Next $150000000 0.00%

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
iine

If it is necessary to calculate the fee for period of time which is

less than month then the fee shall be calculated at the annual
rates provided above but prorated for the number of days elapsed in the

month in question as percentage of the total number of days in such

month ii based upon the average of the Portfolios daily net asset

value for the period in question and iii paid within reasonable
time after the close of such period
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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

HFscO 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 subadviser 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 effeot 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 companys Board of

Directors who are not parties to this Agreement or interested

persons of any such party cast in person at meeting called for

the purpose of voting on this Agreement

This Agreement may be terminated at any time without the

payment of any penalty either by vote of majority of the

members of the Board of Directors of the company or by vote of

majority of the Portfolios outstanding voting securities on

sixty days prior written notice to siscO shall immediately

terminate in the event of its assignment and may be

terminated by HIPSCO 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

Cd 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 tc be

executed on the 19th day of February 2002

HARTFORD INVESTMENT FINANCIAL

SERVICES LLC

/3/ David Znamieroweki

By David Znamierowski
Title Senior Vice President

EARTFORD-Fortis SERIES Fund
Inc on behalf of its series listed on

Attachment

/3/ David Znamierowski

By David Znamierowski

Title President

PAGE
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ATTACHMENT

HARTFORDFORTIS SERIES FOND INC

The following series of Hartford-FortiS Series Fund Inc are made part of

this Agreement

The Hartford SmallCap 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
c/DOCUMENT
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EX-9933.D.I al 0-3582_i ex99dbdddthtm BX-99.99.D.I
Exhibit 99.B.d.i

INVESTMENT MANAGEMENT AGREEMENT

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

company the Advise and The Hartford Mutual Finids II 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 he

amended from time to time each Portfolio and collectively the Portfolios

WHEREAS the Adviser has agreed to finnish 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 bc performed by the Adviser for the Company and each Portfolio and the terms and conditions under which such

services will be perfbnned 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 tenns and conditions herein set forth

NOW THEREFORE in consideration of the promises and the mutual agreements herein contained the parties

hereto agree as follows

General Provision

The Company hereby employs the Adviser and the Adviser hereby undertakes to act as the investment manager of

the Company and to each Portfolio and to perform for the Company such other duties and functions as are hereinafter set

forth and such other duties as may be necessary or appropriate in connection with its services as investment manager The

Adviser shall in all matters give to the Company and its Board of Directors the benefit of its best judgment effort advice

and recommendations and shall at all times ccmfonn 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 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 1944 Act or as such

policies may from time to timebe amended by the Companys shareholders and vi the Prospectus and Statement of

Additional lnfbrrnation of the Company in effect from time to time The appropriate officers and employees of the Adviser

shall be available upon reasonable notice for consultalion 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

http//www.sec.gov/Arcbivvs/cdgar/data/49905/000I
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Investment Management Services

Subject to the direction and control by the Companys Board of Directors the Adviser shall or

shall cause an affiliate to Ci regularly pmvide investment advice and reconiniendations to each Portfolio

with respect to its investments investment policies and the purchase and sale of securities ii supervise

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

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

arrange subject to the provisions of Section hereot 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 custodian1 transfer agent or other shareholder servicing agents if

any accountants attorneys and other parties performing services or operational functions for the

Company

provide the Company with the services of persons who may be the Advisers officers or

employees competent to serve as officers of the Company and to perform such administrative and clerical

functions as are necessary in order to provide effective administration for the Company including the

preparation and maintenance of required reports books and records of the Company and

provide the Company with adequate office space and related services necessary
for its operations

as contemplated in this Agreement

provide such other services as the parties hereto may agree upon from time to time

Sub-Advisers 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 hi addition the Adviser may

subcontract for any of the administrative services set forth in Section above

bttp//www.scc.gov/Archives/edgar/data/49905I000llM659ltOl
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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 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 tenns 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 othei-wise 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

Exnenses

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

commissions liipremiums for fidelity and other insurance coverage requisite to the Companys operations iv the fees

and expenses of its non-interested directors legal audit and fund accounting expenses vi custodian and transfer agent
fees and expenses vii expenses incident to the redemption of its shares viii fees and expenses related to the registration
under federal and state securities laws of shares of the Company for public sale ixexpenses ofprinting and mailing
prospectuses reports notices and proxy material to shareholders of the Company all other

expenses incidental to holding
meetings ofthe Companys shareholders and xi such extraordinary nonrecurring expenses as may arise including

litigation affecting the Company and any obligation which the Company may have to indemnifr 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 Adviset 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 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 inquestion and iiipaid within reasonable time alter the close of such period
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Jiabilitv of the Advise

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 thai

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 willihi misfrasance bad fIlth or gross negligence or alternatively in

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

Management Company its negligence in the perfomiance
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 consirued 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 A2mement

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 forte 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 priorwritten notice to the Adviser shall

immediately terminate in the event of its assignment and may be terminated by the Adviser on sixty

days prior written notice to the Portfolio but such termination will not be efibctive 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

Anynodceunderthi5AmTht5 mwnting addressedanddelivere0TTnai

postpaid to the other party to this Agreement to whom such notice is to be given at such partys 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 firm 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 nile or otherwise the

remainder ofthis Agreement shall not be aflbcted thereby

13 Govemin 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

sough and no amendment of this Agreement will be effective until approved in manner consistent with the 1944 Act and

rules and regulations under the 1940 Act and any applicable Securities and Exchange Commission exemptive order from

such rules and regulations Any such instrument signed by Portfolio must be approved by the vote of majority of the

Directors who are not parties to this Agreement or interested persons of any party to this Agreement cast in person at

meeting called for the purpose of voting on such approval and by the vote of majority of the Directors of the Company
or by the vote of majority of the outstanding voting securities of the Portfolio The amendment of Schedule and/or

Schedule 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 Schednie shall not be deemed an amendment of this Agreement

15 Entire Asreement

This Agreement including the schedules hereto constitutes the entire understanding between the parties pertaining

to the subject matter hereof and supersedes any prioragreement 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

/slRobert Arena

By Robert Arena

Title President

The Hartford Mutual Funds Inc

on behalf of each of its series listed on Attachment

/s/Robert Arena

By Robert Arena

Title President

httpt/www.sec.gov/Archives/edgar/data/49905/000l 104659100101 831a10-3582_lex99dbd.. 1/7/2011
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Schedule

List of Portfolios

HARTFORD MUTUAL FUNDS INC
ONBEHALF OF

The Hartford Growth Fund

The Hartford Growth Opportunities Fund

The Hartford SxnallCap Growth Fund

The Hartford Tax-Free National Fund
The Hartford US 3oveminent Securities Fund
The Hartford Value Opportunities Fund

10465910010183/al 0-35821 cx99dbd. 1/7/2011
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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

at 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

Growth Fund and Growth Opportunities Fund

Ayer Dully Ne4 Annts
Anaw$l Rat

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%

SmailCap Growth Fund

Avcrae Dully Nut Acets
Annual Ra_

First $100 million
0.9000%

Next $150 million
0.8000%

Next $250 million
O.7000%

Next $4.5 billion
0.6500%

Next billion
0.6300%

Amount Over $10 billion
0.6200%

Value Opportunities Fund

Average DuilyNet Assets
Annual Rate

First $100 million
0.8000%

Next $150 million
0.7500%

Next $4.75 billion
0.7000%

Next $5 billion
0.6975%

Amount Over $10 billion
0.6950%

83/alO-3582.. ex99dbd.. 1/7/2011
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U.S Government Securit1e Fund

Avera Dilly 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%

Tax-Free National Fund

Average Daily Net Audi Aneual Rate

First $500 million
0.5000%

Next $4.5 billion
0.4500%

Next $5 billion
0.4300%

Amount Over $10 billion
0.4200%

http//wwv.sec.gov/ArChiVCS/edgar/data/49905S9
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DOCUMENT
TYPEEX-99 VII
SEQUENCE
FILENAMEb68644alexv99wxhyxviiy txt

DESCRIPTIONEXPENSE 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 cf 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 above is not subject to

recoupment by the Adviser

The Adviser understands and intends that the Funds will rely on this

Agreement in preparing and filing amendments to the registration statements
for the Companies on Form N-lA with the Securities and Exchange Commission
in accruing each Funds expenses fcr purposes of calculating its net asset value

per share and for certain other purposes and expressly permit 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 abcve written

THE HARTFORD MUTUAL FUNDS INC

Is Tamara Fagely

Name Tamara Fagely
Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

http//www.see.govlArchives/edgax/tJataJ499O5/000095013508001 31 9/b68644a1 exv99wx.. 1/21/2011
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Is Tamara Fagely

Name Tarnara Fagely
Title Vice President Treasurer and controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLP

/5/ 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 1.16%

Class R3 1.43%

Class R4 1.13%

Class Rb 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 Appreciaticn Fund Class 1.29%

Class 1.04%

Class R3 1.54%

Class R4 1.24%

Class Rb 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

http//www.sec.govlArchives/edgar/data/49905/00009SO13SOSOO131
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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.Th%

Class BA 1.49%

Class R5 1.18%

The Hartford Disciplined Equity Fund Class 1.40%

Class 2.15%

Class 2.15%

Class R3 1.65%

Class BA 1.35%

Class P5 1.05%

Class 1.00%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%
/TABLE

PAGE

TABLE
CC
Class R3 1.50%

Class R4 1.20%

Class P5 0.90%

The Hartford Equity Growth Allocation Fund Class 1.60%

Class 2.35%

Class 2.35%

Class iT 1.35%

Class R3 1.85%

Class P.4 1.55%

Class P.5 1.25%

The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class P.3 1.60%

Class P.4 ..30%

Class P.5 1.00%

Class 0.90%

The Hartford Fundamental Growth Fund Class 1.45%

Class 2.20%

Class 2.2C%

31 9/b68644a1 exv99wx.. 1/21/2011
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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 RB 1.40%

Class 1.30%

The Hartford Global Financial Services Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.20%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

Class R3 1.73%

Class R4 1.43%

Class R5 113%

Class 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 1.85%

Class R4 1.55%

Class ES 1.25%

Class 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 2.35%

c/TABLE

PAGE

TABLE
CS CC

Class 2.35%

Class 11 1.20%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class 1.42%

Class R3 1.55%

Class R4 1.25%

Class 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 090%
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 0.95%

Class 1.60%

Class 1.60%

Class 0.60%

Class R3 1.25%

PAGE

TABLE

http//www.sec.gov/Archives/edgar/data/49905/000095013508001 31 9/b68644a1 exv99wx.. 1/21/2011

0000748



Case 211 -cv-O1 083-DMC -JAD Document 3-1 Filed 03/04/11 Page 48 of 97 Pa6M9

class R4 1.00%

Class R5 0.76%

Class 0.60%

The Hartford International Growth Fund Class 1.60%

Class 2.35
Class 2.35t

Class 1.35%

Class R3 1.85%

Class a4 1.55%

Class R5 1.25%

Class 1.20%

The Hartford International Opportunities Fund Class 1.5Th

Cass 2.32%

Class 2.32%

Class R3 1.82%

Class PA 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 l.25t

Class 2.00%

Class 2.00%

Class 0.85%

The Hartford MidCap Fund Class 1.37%

The Hartford MidCap Growth Fund Class l.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 L65%
Class 1.65%

Class R3 1.15%

Class R4 0.5%
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 PA 1.30%

Class R5 1.00%

Class 0.85%
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The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 0.901

The Hartford Select SmallCap 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 2.15
Class 2.15%

Class 1.15%

Class RB 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.00%

The Hartford SmallCap Growth Fund Class 1.40%

Class 2.15%

Class 2.15%

Class 1.15%

Class 1.25%

Class RB 1.65%

Class R4 1.35%

Class R5 1.05%

Class 1.05%

The Hartford Stock Fund Class 1.25%

Class RB 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 1.35z

Class R5 1.05%
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Class 0.90%

The Hartford Target Retirement 2020 Fund Class l.3Oa

Class 2.05%

Class 2.05%

Class R3 1.70%

Class R4 1.40u

Class R5 1.10o

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 1.60%

Class 1.60%

Class 0.90

The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

Class 0.60%

The Hartford Tax-Free New York Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.75i

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.l5t

Class 1.452

Class R3 1.65%

C.ass R4 1.35%

Ciass KS 1.05%

Class 1.05%

c/TABLE

c/TEXT
c/DOCUMENT
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AMENDED AND RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of

November 2008 between The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc

each Company and collectively the Companies on behalf of each series of the Companies each

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

Adviser

WHEREAS the Adviser has been appointed the investment adviser of each of the Funds pursuant to

an Investment Management Agreement between each Company on behalf 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 28 2010 the Adviser hereby

agrees to reimburse Fund expenses exclusive of taxes interest expense brokerage commissions and

extraordinary expenses to the extent necessary to maintain the net annual operating expenses specified

for the class of shares of each Fund listed on Schedule

The reimbursements described in Section and Section above aie not subject to recoupment by

the Adviser

The Adviser understands and intends that the Funds will rely on this Agreement in preparing

and filing amendments to the registration statements for the Companies on Form N-IA with the

Securities and Exchange Commission in accruing each Funds expenses for purposes of calculating

its net asset value per share and for certain other purposes and expressly permits the Funds to do so

This Agreement shall renew automatically for one-year terms unless the Adviser provides written

notice of termination priorto 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

NamefsiTamara Fa2elv

Taniara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /stlamara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name/slRobert Arena

Robert Arena

Title Manager Senior Vice President fBusiness Line Principal

SCHEDULE

Fund Total Net Annual

Operating Expense Limit

percent cf .veng daily net

suet

The Hartford Advisers Fund Class 1.18%

ClassK3 1.43%

ClassR4 1.13%

ClassRS 0.83%

The Hartford Balanced Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 0.90%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.54%

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 235%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

Class R5 1.25%

ClassY 1.25%

The Hartford Disciplined Equity Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassR.3 1.60%

Class R4 1.30%

ClassRs 1.00%

Class 0.95%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

ClassR.4 1.20%

Class R5 0.90%

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

ClassR3 1.90%

CIassR4 1.65%

ClassR.5 1.40%

Class 130%

The Hanford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

Class 1.60%

Class R4 1.30%

Classk5 1.00%

ClassY 0.90%

The Hartford Fundamental Gmwth Fund Class 1.45%

Class 2.20%

Class 2.20%

ClassY 1.05%

The Hartford Global Communications Fund Class 1.60%

Class 2.35%

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%

Class R3 1.85%

ClassR4 1-60%

ClassR5 1.35%

Class 1.25%

The Hartford Global Equity Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class R3 1.90%

Class R4 1.65%

ClassR5 1.40%

ClassY 1.30%

The Hartford Global Financial Services Fund Class 1.60%

Class 2.35%

ClassC 2.35%

Class 1.20%

The Hartford Global Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR3 1.73%

Class R4 1.43%

ClasaRS 1.13%

ClassY 1.13%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class i.35%

ClassR3 1.85%

Class R4 1.55%

ClassR5 1.25%

ClassY 1.20%

The Hartford Global Technology Fund Class 1.60%

Class 235%

ClassC 2.35%

Class 1.20%

The Hartford Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Classl 1.05%

ClassL 1.42%

ClassR3 1.55%

ClassR4 1.25%

Class R5 0.95%

Class 0.95%
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The Hartford Growth Opportunities Fund Class 1.36%

ClassB 2.11%

Class 2.11%

Class 1.11%

ClassL 1.45%

ClassRS 1.61%

ClassR4 131%

ClassRS 1.01%

ClassY 0.80%

The Hartford High Yield Fund Class 1.15%

Class 1.90%

ClassC 1.90%

Class 0.90%

ClassR3 1.40%

ClassR4 1.10%

ClassR5 090%

ClassY 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%

ClassY 0.70%

The Hartford Inflation Plus Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

ClassR3 1.25%

ClassR4 1.00%

Class R5 0.76%

ClassY 0.60%

The Hartford latemational Growth Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

UassR3 125%

CIassR4 1.55%

ClasaRS 1.25%

ClassY 1.20%

The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class 1.32%

Class 1.82%

Class R4 1.52%

Class R5 1.22%

ClassY 1.22%

The Hartford International Small Company Fund Class 1.60%

Class 2.35%
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Class 2.35%

Class 1.35%

Class 1.20%

The Hartford LargeCap Growth Fund Class 1.25%

Class 2.00%

Class 200%

Class 0.85%

The Hartford MidCap Fund Class 1.37%

ClassI 1.12%

The Hartford MidCap Growth Fund Class 1.35%

ClassB 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%

Class P.5 0.65%

Class 0.65%

The Hartford Select MidCap Value Fund Class 1.30%

Class 2.05%

Class 2.05%

ClassY 0.90%

The Hartford Select SmaIlCap 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%

ClassY 0.65%

The Hartford Small Company Fund Class 1.4O%

Class 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.65%

ClassR4 1.35%

Class Ri 1.05%

ClassY 1.00%

The Hartford SmailCap Growth Fund Class 1.40%

Class 2.15%
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Class 2.15%

Class 1.15%

Class 1.25%

CIassR3 1.65%

Class R4 1.35%

Class ItS l.05J

ClassY 1.05%

The Hartford Stock Fund Class 1.25%

Class 1.00%

CIassR3 1.50%

Class R4 1.20%

ClassR5 090%

The Hartford Strategic Income Fund Class 1.15%

Class 1.90%

ClasaC 1.90%

ClassY 0.90%

Class 0.90%

The Hartford Tax-Free California Fund Class 0.85%

Class 1.60%

ClassC 1.60%

ClassY 0.75%

The Hartford Tax-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%

Class 0.80%

ClassY 0.60%

The Hartford Tax-Frec New York Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.75%

The Hartford Value Fund Class 1.40%

ClassB 2.15%

Class 2.15%

ClassI 1.15%

ClassR3 1.65%

Class RI 1.35%

ClassR5 1.05%

ClassY .00%

The Hartford Value Opportunities Fund Class 1.35%

Class II 2.10%

ClassC 2.10%
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Class 1.10%

Class 1.40%

ClassR3 160%

ClassR4 1.30%

Class KS 1.00%

ClassY 1.00%

SCHEDULE

The Hartford Balanced Allocation Fund Class 140%

ClassB 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.78%

Class R.4 1.48%

ClassR5 1.18%

The Hanford Checks and Balances Fund Class 1.15%

Class 1.90%

Class 1.90%

Class 0.90%

ClassR3 145%

ClassR4 1.15%

Class R5 0.95%

The Hanford Conservative Allocation Fund Class 1.35%

Class 2.10%

Class 2.10%

Class 1.10%

Class R3 1.78%

ClassR.4 1.48%

Class KS 1.18%

The Hartford Equity Growth Allocation Fund Class 1.60%

ClassB 235%

Class 235%

Class 135%

Class R3 1.85%

Class R4 1.55%

Class KS 125%

The Hartford Growth Allocation Fund Class 1.50%

Class 13 225%

Class 225%

Class 1.25%

ClassR3 1.81%

ClassR4 151%

ClassRS 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%

ClassR4 119%

Class R5 L99%

The Hartford Retirement Income Fund Class 110%

Class 1.95%

Class 1.95%

ClassR3 1.60%

ClassR4 1.30%

ClassR5 1.00%

Class 0.85%

The Hartford Target Retirement 2010 Fund Class 1.00%

Class 1.75%

Class 1.75%

Class Ri 1.30%

ClassR4 1.00%

ClassR5 0.80%

ClassY 0.80%

The Hartford Target Retirement 2015 Fund Class Ri 130%

Class R4 1.00%

Class P.5 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

Class 1.80%

Class 1.80%

Class P.3 135%

ClassR4 1.05%

ClassR5 0.85%

Class 0.85%

The Hartford Target Retirement 2025 Fund Class P.3 135%

Class P.4 1.05%

ClassR5 0.85%

The Hartford Target Retirement 2030 Fund Class 1.05%

Class 1.80%

Class 1.80%

ClassR3 135%

Class R4 1.05%

Class R5 0.85%

ClassY 0.85%

The Hartford Target Retirement 2035 Fund Class P.3 135%

Class P.4 1.05%

Class P.5 0.85%

The Hanford Target Retirement 2040 Fund Class R3 135%

ClassR4 1.05%

Class P.5 0.85%

The Hanford Target Retirement 2045 Fund Class P.3 1.40%

ClassR4 1.10%
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CIassR5 090%

The Hartford Target Retirement 2050 Fund Class R3 40%

ClassR4 1.10%

Class itS 0.90h
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EX-99.BH.XXI a09-3 1922_i ex99dbhdxxi.hulfl EX-99.BH.XXI
Exhibit 99.Bh4xxl

EXHIBIT H.XX1

AMENDED AN RESTATED

EXPENSE LIMITATION AGREEMENT

THIS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November

2009 between The Hartford Mulual Funds Inc and The Hartford Mutual Funds II Inc each Companj 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 Advise

WHEREAS the Advisor baa 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 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 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 tent
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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 /sftamara Fagely

Tainara Fagely

Title Vice Presideni Treasurer and Controller

TIlE HARTFORD MUTUAL FUNDS fl INC

Name /s/Tamara Fagely

Tainara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES LLC

Name /s/Robert Arena

Robert Arena

Title President
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SCHEDULE

Total Net Annual

Openthig Expense Limit

percent of average daily net

Fund
assets

The Hartford Advisers Fund Class 1.18%

ClassR3 1.43%

Class R4 1.13%

Class R5 0.83%

The Hartford Balanced Income Fund Class 0.75%

Class 1.S0%

Class 1.50%

Class 0.40%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 134%

ClasaR4 1.24%

Class RS 0.94%

The Hartford Capital Appreciation II Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR.3 1.85%

ClassR4 1.55%

Class R.5 1.25%

ClassY 1.25%

The Hartford Disciplined EquityFund
Class 1.35%

Class 2.10%

Class 2.10%

Class R3 1.60%

ClassR4 1.30%

CIassR5 1.00%

ClassY 0.95%

The Hartford Diversified International Fund Class 1.65%

Class 2.40%

Class 2.40%

Class 1.40%

Class R3 1.90%

ClassR4 1.65%

ClassR5 1.40%

Class 1.30%

The Hartford Dividend and Growth Fund Class 1.25%

Class 1.00%

ClassR3 1.50%

ClassR4 1.20%

ClassPS 0.90%
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The Hartford Equity Income Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.60%

Class R4 1.30%

ClassR5 1.00%

ClassY 0.90%

The Hartford Floating Rate Fund Class 100%

Class 1.75%

Class 1.75%

Class 0.75%

ClassR3 1.25%

Class R4 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 .60h

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

Class R4 1.60%

Class Ri 1.35%

ClassY 1.25%

The Hartford Global Equity Fund Class 1.75%

Class 2.50%

Class 2.50%

Class .50%

ClassR3 2.00%

ClassR4 1.75%

ClassR5 1.50%

ClassY 1.40%

The Hartford Global Growth Fund Class 1.48%

Classfl 2.23%

Class 2.23%

ClassR.3 1.73%

ClassR4 1.43%

ClassRS 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%

ClassR5 1.25%

ClassY 1.20%
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TheHartfordGmwthFund Classk 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

ClassR3 1.55%

Class R4 1.25%

Class R5 0.95%

ClassY 0.95%

The Hartford Growth Opportunities Fund ClassA 1.36%

ClassB 2.11%

Class 2.11%

ClassI 1.11%

Class 1.45%

ClassR3 1.61%

ClassR4 1.31%

ClassR5 1.01%

ClassY 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%

ClasaB 1.75%

Class 1.75%

Class 0.75%

The Hartford Income Fund Class 1.00%

Class 1.75%

Class 1.75%

ClassY 0.75%

The Hartford Inflation Plus Fund Class 0.90%

Class 1.65%

Class 1.65%

Class 1165%

Class O.90%2
ClassR3 1.25%

ClassR4 1.00%

ClassRS 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%

ClassR4 1.55%

ClassR5 1.25%

ClassY 1.20%
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The Hartford International Opportunities Fund Class 1.57%

Class 2.32%

Class 2.32%

Class 1.32%

ClassR.3 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%

Class R4 1.37%

ClassR5 1.07%
The Hartford MidCap Growth Fund Class 1.35%

ClassB 2.10%

Class 2.10%

ClassY 0.95%
The Haitford MidCap Value Fund Class 1.35%

Class 2.10%

Class 2.lO%

Class 0.95%
The Hartford Money Market Fund Class 0.90%

Class 1.65%

Class 1.65%

ClassR3 1.15%

Class R4 0.85%

Class R5 0.65%

Class 0.65%
The Hartford Seleot Midcap Value Fund Class 1.30%

ClassB 2.05%

Class 2.05%

ClassY 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%

ClassB 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%

ClasaR3 1.65%

Class R4 1.35%

ClassR5 1.05%

ClassY 1.OO4Vo
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The Hartford SmailCap Growth Fund
Class 1.40%

Class 2.15%

ClassC 2.15%

Class 1.15%

ClassL 1.25%

Class R3 1.65%

ClassR4 1.35%

ClassRS 1.05%

ClassY 1.05%

The Hartford Strategic Income Fund
Class 1.15%

Class 1.90%

Class 1.90%

ClassY 0.904

Class 0.90%

The Hartford Tn-Free National Fund
Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

ClassY 0.60%

The Hanford Total Return Bond Fund
Class 100%

Class 1.75%

ClassC 1.75%

Class 0.75%

Class R3 115%

ClassR4 1.00%

ClassR5 0.85%

Class 0.75%

The Hanford Value Fund
Class 1.40%

ClassB 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.65%

ClassR4 1.35%

ClassRS 1.05%

ClassY 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%

ClassR4 1.30%

ClassRS 1.00%

ClassY 1.00%

For The Hartford Balanced Income Fund effective October 2009 the Adviser has confractually 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 fund fees and expenses and

extraordinaiy 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%

ClassB 2.15%

Class 2.15%

Class 1.15%

ClassR3 1.78%

ClassR4 1.48%

CIassR5 1A8%

The Haitford Checks and Balances Fund Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

ClassR3 1.55%

Class R4 1.25%

ClassR5 1.05%

The Hartford Conservative Allocation Fund Class 1.35%

ClasaB 2.10%

Class 2.10%

Class 1.10%

Class 13 1.78%

ClassR4 1.48%

ClassR5 1.18%

TheHartford Equity Growth Allocation Fund ClassA 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 1.55%

Class 15 1.25%

The Hartford Growth Allocation Fund Class 1.50%

Class 2.25%

Class 2.25%

Class 1.25%

ClassR3 1.81%

ClassR4 1.51%

Class 15111%
The Hartford Target Retirement 2010 Fund Class 1.00%

ClassRi 1.30%

Class 14 1.00%

Class R5 0.80/

ClassY 0.80%

The Hartford Target Retirement 2015 Fund Class Ri .30%

ClassR4 1.00%

Class 150.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

Class Ri 1.35%

ClassR4 1.05%

Class 15 0.85%

ClassY 0.85%

The Hartford Target Retirement 2025 Fund Class Ri 1.35%

Class P.4 1.05%

Class RS 0.85%
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The Hartford Target Retirement 2030 Fund Class .05%

Class RI 1.35%

Class R4 1.05%

Class R5 0.85%

ClassY 0.85%

The Hartford Target Retirement 2035 Fund Class RI 1.35%

Class R4 1.05%

Class Ri 0.85%

The Hartford Target Retirement 2040 Fund Class RI 1.35%

Class R4 1.05%

Class KS 0.85%

The Hanford Target Retirement 2045 Fund Class RI 1.40%

ClassR4 1.10%

Class KS 0.90%

The Hartford Target Retirement 2050 Fund Class RI 1.40%

ClassR4 1.10%

Class R5 0.90%
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EXHIBIT ILXII

AMEI4DED AND RESTATED

EXPENSE LIMITATION AGREEMENT

TIllS AMENDED AND RESTATED EXPENSE LIMITATION AGREEMENT dated as of November

2010 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 Advise

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 descnbed herein relating to

certain expenses of the Funds

NOW THEREFORE each Company and the Adviser hereby agree as follows

For the period commencing 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 12009 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 2010 through Febmary 292012 or February 28 2011 for Class

shams of The Hartford Growth Fund The Hartford Growth Opportunities Fund The Hartford SmalCap Growth Fund and

The Hartford Value Opportunities Fund the Adviser hereby agrees to reimburse Fund expenses exclusive of taxes interest

expense brokerage commissions acquired fond 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 29 2012 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 ofeach Fund listed on

Schedule
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For the period commencing November 12010 through February 292012 or February 282011 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 fres 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-IA with the Securities and Exchange Commission

in accruing each Funds expenses
for purposes of calculating its net asset value per share and for certain other

purposes and expressly permits the Funds to do so

This Agreement shall renew automatically for one-year tenns unless the Mviser 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 WREREOF the parties hereto have executed this Agreement as of the date first above writtea

THE HARTFORD MUTUAL FUNDS INC

Name Js/Tainara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

THE HARTFORD MUTUAL FUNDS II INC

Name /slTazuara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESTMENT FINANCIAL SERVICES

LLC

Name /s/Robert Arena

Robert Arena

Title President
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SCHEDULE

Total Net Aiual

Operating Eupene Limit

as pareent of average daily net

Fund asset

The Hartford Global Enhanced Dividend Fund Class 1.60%

Class 2.35%

Class 1.35%

ClassR3 1.85%

ClassR4 l.60%

ClassR5 1.35%

Class 1.25/

The Hartford Tax-Free National Fund Class 0.85%

Class 1.60%

Class 1.60%

Class 0.60%

Class 0.80%

ClassY 0.60%
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SCHEDULE

Total Net Annual

Operating Expense Limit

as percent of average daily net

Fund
assets

The Hartford Target Retirement 2010 Fund Class 1.00%

ClassR3 1.30%

ClassR4 l.O0%

Class Ri 0.80%

Class 0.80%

The Hartford Target Retirement 2015 Fund Class LU 1.30%

Class R4 1.00%

Class Ri 0.80%

The Hartford Target Retirement 2020 Fund Class 1.05%

Class R3 1.35%

ClassR4 1.05%

Class R5 0.85%

ClassY 0.85%

The Hartford Target Retirement 2025 Fund Class R3 1.35%

Class R4 1.05%

Class KS 0.85%

The Hartford Target Retirement 2030 Fund
Class 1.05%

ClassR3 1.35%

Class R4 1.05%

Class KS 0.85%

Class 0.85%

The Hartford Target Retirement 2035 Fund Class R3 1.35%

Class R4 1.05%

ClassR5 0.85%

The Hartford Target Retirement 2040 Fund Class R3 1.35%

Class R4 1.05%

Class KS 0.85%

The Hartford Target Retirement 2045 Fund Class It 1.40%

ClassR4 1.10%

Class KS 0.90%

The Hartford Target Retirement 2050 Fund Class P3 1.40%

ClassR4 1.10%

Class KS 0.90%
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SCHEDULE

Total Net Annual

Operathsg Expeue Limit

as percent of average daily set

Fund assets

TheHartfordAdvisŒrsFund ClassA 1.18%

Class R3 l.40h

CIassR4 1.10%

ClassR5 0.80%

The Hartford Balanced Income Fundl Class 1.25%

Class 2.00%

Class 2.00%

Class 1.00%

CIassR3 1.50%

Class R4 1.20%

Class KS 0.90%

ClassY 0.85%

The Hartford Capital Appreciation Fund Class 1.29%

Class 1.04%

ClassR3 1.40%

ClassR4 1.10%

ClassR5 0.80%

The Hartford Capital Appreciation II Fund Class l.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class R3 170%

Class R4 1.40%

ClassR5 1.10%

ClassY 1.05%

The Hartford Disciplined Eqmty Fund Class 1.35%

Class 2.10%

Class 2.10%

ClassR3 1.50%

Class R4 1.20%

ClassR5 0.90%

Class O.85h

The Hartford Diversified International 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 Dividend and Growth Fund Class l.25%

Class 1.00%

Class R3 1.35%

Class R4 1.05%

Class R5 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%

ClassR5 O.90%

Class 0.85%

The Hartford Floating Rate Fund Class 1.00%2
Class 1.75%2
Class l.75%2
Class 0.75%2
Class R3 l.25%2
Class R4 1.00%2
Class R5 0.70%3
ClassY 0.70%3

The HartfordFundainental Growth Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class R3 1.50%

Class R4 1.20%

ClassR5 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%

ClassY 1.05%

The HartfordGlobal Growth Fund Class 1.48%

Class 2.23%

Class 2.23%

ClassR3 1.60%

ClassR4 1.30%

ClassR5 1.00%

Class 0.95%

The Hartford Global Health Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

Class RI 1.65%

Class R4 1.35%

Class R5 1.05%

ClassY 1.00%

The Hartford Global Real Asset FundS Class 1.45%

Class 2.20%

Class 1.20%

Class RI 1.70%

ClassR4 1.40%

ClassR.5 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 P.4 1.35%

Class P.5 1.05%

ClassY 1.00%

The Hartford Growth Fund Class 1.30%

ClassB 2.05%

Class 2.05%

Class 1.05%

ClassL 1.42%

ClassR3 1.50%

Class P.4 1.20%

Class P.5 0.90%

ClassY 0.85%

The Hartford Growth Opportunities
Fund Class 1.36%

ClassB 2.11%

Class 2.11%

Class 1.11%

Class 1.45%

Class P.3 1.45%

ClassR4 1.15%

ClassR5 0.85%

ClassY 0.85%

The Hartford International Growth Fund Class 1.55%

Class 2.30%

Class 2.30%

Class 1.30%

Class P.3 1.60%

Class P.4 1.30%

Class P.5 l.00%

Class 0.95%

The Hartford International Opportunities Fund Class 1.30%

Class 2.05%

Class 2.05%

Class 1.05%

Class P.31.50%

Class R4 1.20%

ClassP.5 0.90%

Class 0.85%

The Hanford International Small Company Fund Class 1.60%

Class 2.35%

Class 2.35%

Class 1.35%

ClassR3 1.65%
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EX-99.B.H.XXVJ al 1-5406_i ex99dbdhdxxvi.htm EX-99.B.H.XXVI
Exhibit 99.B.h.xxvl

EXHfBIT 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 Adviser

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

WJEEEREAS 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 Febmary 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 tern 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 1201 through

February 29 2012 for Target Retirement 2010 Fund Targct Rctircmcnt 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 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
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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 /sfrainara Fagely

Tamara Fagely

Title Vice President Treasurer and Controller

HARTFORD INVESThEENT fiNANCIAL SERVICES

LLC

Name is/James Davey

James Davey

Title President
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SCHEDULE

Totel Net Annual

Operating xpense Umt
as percent of average daily net

Foul assets

The Hartford Target Retirement 2010 Fund

ClassR3 1.15%

Class R4 0.85%

The Hartford Target Retirement 2015 Fund

ClassR3 1.15%

ClassR4 0.85%

The Hartford Target Retirement 2020 Fund

Class R3 .20%

ClassR4 0.90%

The Hartford Target Retirement 2025 Fund

Class R3 1.20%

Class R4 0.90%

The Hartford Target Retirement 2030 Fund

Class R3 1.20%

Class R4 0.90%

The HLford Target Retirement 2035 Fund

Class R3 1.20%

Class R4 0.90%

The Hartford Target Retirement 2040 Fund

Class R3 1.20%

ClassR4 0.90%

The Hartford Target Retirement 2045 Fund

ClassR3 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
TYPEEX-99
SEQTJENCE14
FILENAMEb68643alexv99wxny txt

DESCRIPflONAMENDED 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 Find

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

SERIES fljc3 EFFECTIVE DATE

cs
The Hartford Advisers Fund July 22 1996

The Hartford Advisers Fund July 22 1996

The Hartford Advisers Fund July 31 1998

The Hartford Balanced Allocation Fund May 19 2004

The Hartford Balanced Allooation Fund May 19 2004

The Hartford Balanced Allocation Fund May 19 2004

The Hartford Balanced Income Fund May 10 2006

The Hartford Balanced Income Fund May 10 2006

The Hartford Balanced Income Fund May 10 2006

The Hartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 22 1996

The Hartford Capital Appreciation Fund July 31 1998

The Hartford Capital Appreciation Fund R3 August 2006

The Hartford Capital Appreciation Fund R4 August 2006

The Hartford Capital Appreciation Fund R5 August 2006

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund April 29 2005

The Hartford Capital Appreciation II Fund R3 August 2006

The Hartford Capital Appreciation II Fund R4 August 2006

The Hartford Capital Appreciation II Fund R5 August 2006

The Hartford Checks and Balances Fund May 31 2007
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The Hartford Checks and Balances Fund May 31 2007

The Hartford Checks and Balances Fund May 31 2007

The Hartford conservative Allocation Fund May 19 2004

The Hartford Conservative Allocation Fund May 19 2004

The Hartford Conservative Allocation Fund May 19 2004

/TABLE

PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

The Hartford Disciplined Equity Fund April 30 1998

The Hartford Disciplined Equity Fund April 30 1998

The Hartford Disciplined Equity Fund July 31 1998

The Hartford Disciplined Equity Fund R3 August 2006

The Hartford Disciplined Equity Fund R4 August 2006

The Hartford Disciplined Equity Fund
ES August 2006

The Hartford Dividend and Growth Fund July 22 1996

The Hartford Dividend and Growth Fund July 22 1996

The Hartford Dividend and Growth Fund July 31 1998

The Hartford Dividend and Growth Fund R3 August 2006

The Hartford Dividend and Growth Fund R4 August 2006

The Hartford Dividend and Growth Fund R5 August 2006

The Hartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund

The Hartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund

The Hartford Equity Growth Allocation Fund May 19 2004

formerly The Hartford Aggressive Growth Allocation Fund

The Hartford Equity Income Fund August 28 2003

The Hartford Equity Income Fund August 28 2003

The Hartford Equity Income Fund August 28 2003

The Hartford Equity Income Fund ES August 2006

The Hartford Equity Income Fund R4 August 2006

The Hartford Equity Income Fund
R5 August 2006

The Hartford Floating Rate Fund April 29 2005

The Hartford Floating Rate Fund April 29 2005

The Hartford Floating Rate Fund April 29 2005

The Hartford Fundamental Growth Fund April 30 2001

formerly The Hartford Focus Fund

The Hartford Fundamental Growth Fund April 30 2001

formerly The Hartfcrd Focus Fund

The Hartford Fundamental Growth Fund April 30 2001

formerly The Hartford Focus Fund

The Hartford Global Communications Fund October 30 2000

The Hartford Global communications Fund
October 30 2000

The Hartford Global communications Fund cctober 30 2000

The Hartford Global Enhanced Dividend Fund November 30 2007

The Hartford Global Enhanced Dividend Fund November 30 2007

The Hartford Global Hnhanced Dividend Fund November 30 2007

The Hartford Global Enhanced Dividend Fund R3 November 30 2007

The Hartford Global Enhanced Dividend Fund 1W November 30 2007

The Hartford Global Enhanced Dividend Fund R5 November 30 2007

CITABLE
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PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

Cs
The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund March 2008

The Hartford Global Equity Fund R3 March 2008

The Hartford Global Equity Fund R4 March 2008

The Hartford Global Equity Fund R5 March 2008

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Financial Services Fund October 30 2000

The Hartford Global Growth Fund September 30 1998

fcrnerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund September 30 1998

formerly The Hartfotd Global Leaders Fund
The Hartford Global Growth Fund September 30 1998

formerly The Hartford Global Leaders Fund
The Hartford Global Growth Fund R3 August 2006

formerly The Hartford Global Leaders Fund
The Hartford Global Growth Fund R4 August 2006

formerly The Hartford Global Leaders Fund

The Hartford Global Growth Fund R5 August 2006

formerly The Hartford Global Leaders Fund

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund April 27 2000

The Hartford Global Health Fund R3 August 2006

The Hartford Global Health Fund R4 August 2006

The Hartford Global Health Fund R5 August 2006

The hartford Global Technology Fund April 27 2000

The Hartford Global Technology Fund April 27 2000

The Hartford Global Technology Fund April 27 2000

The Hartford Growth Allocation Fund May 19 2004

The Hartford Growth Allocation Fund May 19 2004

The Hartford Growth Allocation Fund May 19 2004

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Fund September 30 1998

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford High Yield Municipal Bond Fund May 31 2007

The Hartford Income Fund October 31 2002

The Hartford Income Fund October 31 2002

The Hartford Income Fund October 31 2002

TABLE

PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE
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The Hartford Income Allocation Fund May 19 2004

The Hartford Income Allocation Fund May 19 2004

The Hartford Income Allocation Fund May 19 2004

The Hartford Inflation Plus Fund October 31 2002

The Hartford Inflation Plus Fund
October 31 2002

The Hartford Inflation Plus Fund October 31 2002

The Hartford International Growth Fund April 30 2001

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund April 30 2001

formerly The Hartford international Capital Appreciation Fund

The Hartford International Growth Fund April 30 2001

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund R3 August 2006

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund R4 August 2006

formerly The Hartford International Capital Appreciation Fund

The Hartford International Growth Fund R5 August 2006

formerly The Hartford International Capital Appreciation Fund

The Hartford International opportunities Fund July 22 1996

The Hartford International Opportunities Fund July 22 1996

The Hartford International Opportunities Fund July 31 1998

The Hartford international opportunities Fund R3 August 2006

The Hartford international Opportunities Fund R4 August 2006

The Hartford International Opportunities Fund RB August 2006

The Hartford International Small Company Fund April 30 2001

The Hartford International Small Company Fund April 30 2001

The Hartford International Small Company Fund April 30 2001

The Hartford LargeCap Growth Fund
November 30 2006

The Hartford LargeCap Growth Fund November 30 2006

The Hartford LargeCap Growth Fund November 30 2006

The Hartford MidCap Fund July 22 1996

The Hartford MidCap Fund July 22 1996

The Hartford MidCap Fund July 31 1998

The Hartford MidCap Growth Fund February 2006

formerly The Hartford Select MidCap Growth Fund

The Hartford MidCap Growth Fund February 2006

formerly The Hartford Seleot MidCap Growth Fund

The Hartford MidCap Growth Fund February 2006

formerly The Hartford Select MidCap Growth Fund

The Hartford MidCap Value Fund April 30 2001

The Hartford MidCap value Fund April 30 2001

The Hartford MldCap value Fund April 30 2001

ITABLE

PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

The Hartford Money Market Fund July 22 1996

The Hartford Money Market Fund July 22 1996

The Hartford Money Market Fund July 31 1996

The Hartford Retirement Income Fund September 30 2005

The Hartford Retirement Income Fund September 30 2005

The Hartford Retirement Income Fund September 30 2005
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The Hartford Retirement Income Fund R3 August 2006

The Hartford Retirement Income Fund R4 August 2006

The Hartford Retirement Income Fund Rb August 2006

The Hartford Select NidCap 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 SmailCap Value Fund February 2006

The Hartford Select SmaIlCap 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 113 August 2006

The Hartford Small Company Fund 114 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 1999

The Hartford Strategic Income Fund May 31 2007

The Hartford Strategic Income Fund May 31 2007

The Hartford Strategic Income Fund May 31 2007

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund sptether 30 2005

The Hartford Target Retirement 2010 Fund September 30 2005

The Hartford Target Retirement 2010 Fund 113 August 2006

The Hartford Target Retirement 2010 Fund 114 August 2006

The Hartford Target Retirement 2010 Fund R5 August 2006

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund September 30 2005

The Hartford Target Retirement 2020 Fund 113 May 10 2006

The Hartford Target Retirement 2020 Fund 114 May 10 2006

The Hartford Target Retirement 2020 Fund Rb May 10 2006

C/TABLE

PAGE

TABLE
CAPTION

SERIES CLASS EFFECTIVE DATE

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund September 30 2005

The Hartford Target Retirement 2030 Fund R3 August 2006

The Hartford Target Retirement 2030 Fund R4 August 2006

The Hartford Target Retirement 2030 Fund R5 August 2006

The Hartford Tax-Free California Fund October 31 2002

The Hartford TaxFree California Fund October 31 2002

The Hartford Tax-Free California Fund October 31 2002

The Hartford Tax-Free New York Fund October 31 2002

The Hartford TaxFree New York Fund October 31 2002
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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 ES August 2006

/TARLE

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 coumnissionS and other payments to brokers dealers financial

institutions or others who sell each Funds shares compensation to

employees of the Distributor compensation to and expenses including

overhead such as communications and telephone training supplies photocopying

and similar types of expenses of the Distributor incurred in the printing and

mailing or other dissemination of all prospectuses and statements of additional

information the costs of preparation printing and mailing of reports used

for sales literature and related expenses advertisements and other

distributionrelated expenses including personnel of the Distributor

Service Expenses shall mean fees for activities covered by the definition of

service fee contained in Article III Section 26b of the Rules of Fair

Practice of the National Association of Securities Dealers Inc which provides

that service fees shall mean payments by an investment company for personal

service and/or the maintenance of shareholder accounts

ARTICLE III NAXIHUM EXFENDITURES

CLASS SHARES

PAGE

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 0.35% of the average daily net asset

value of the Class shares of any Fund determined in accordance with each

Funds prospectus as from time to time in effect on an annual basis to cover

Distribution Expenses and Service Expenses Up to 0.25% may be used to cover

Service Expenses All such expenditures shall be calculated and accrued daily

and paid monthly or at such other intervals as the Board of Directors shall

determine

CLASS AND SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class shares or Class shares as applicable of any Fund

determined in accordance with each Funds prospectus as from time to time in

effect on an annual basis to cover Distribution Expenses and Service Expenses

Up to 0.25% may be used to cover Service Expenses All such expenditures shall
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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 R3 R4 and R5 SHARES

The expenditures to be made by each Fund pursuant to this Plan and the basis

upon which such expenditures will be made shall be determined by each Fund and

in no event shall such expenditures exceed 1.00% of the average daily net asset

value of the Class B3 shares or Class R4 shares or Class R5 shares as

applicable of any Fund determined in accordance with each Funds prospectus as

from time to time in effect on an annual basis to oover Distribution Expenses

and Service Expenses Up to 0.25% may be used to cover Service Expenses All

such expenditures shall be calculated and accrued daily and paid monthly or at

such other intervals as the Board of Directors shall determine

ARTICLE IV EXPENSES BORNE BY THE FUNDS

Notwithstanding any other provision of this Plan the Company each Fund and its

administrator may bear the respective expenses to be borne by them under any

administrative services agreement as from time to time in effect under the

Companys current prospectus Except as otherwise contemplated by this Plan the

Company and each Fund shall not directly or indirectly engage in financing

any activity which is primarily intended to or should reasonably result in the

sale of shares of any Fund

It is recognized that the costs of distributing Funds shares may exceed the sum

of all sales charges collected on sales of Fund shares In view of this if and

to the extent that any investment management and administration fees paid by

fund might be considered as indirectly financthg 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 APPROVMJ BY BOARD OF DIRECTORS SHAREHOLDERS

This Plan shall not be effective with respect to any class of shares of Fund

unless1 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 CONTINtThMCE

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 RI 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 EU or R5 shares as

applicable or by the Distributor on 60 days notice in writing to the

applicable Funds

Termination cr 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 provider

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 P3 R4 or R5 shares as applicable

That such agreement shall terminate automatically in the event of its

assignment

ARTICLE NENDMENTS

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 P3 P4 or R5 shares as applicable of the

applicable Fund No material amendment to the Plan shall in any event be

effective unless it is approved by the Board of Directors in the same manner as

is provided for in Article

ARTICLE XI PRESERVATION OF DOCUMENTS

The Company shall preserve copies of this Plan including any amendments

thereto and any related agreements and all reports made to the Board for

period of not less than six years from the date of this Plan the first two

years in an easily accessible place

ARTICLE XII LIMITATION OF LIABILITY

No Fund of the Company shall be responsible for the obligations of any other

Fund of the Company

ARTICLE XIII SELECTION OF DIRECTORS

While this Plan is in effect the selection and nomination of Directors who are

not interested persons of the Company shall be conunitted to the discretion of

the Board of Directors who are not interested persons of the Company

ARTICLE XIV CEFINED TERMS

PAGE

As used in this Plan the terms majority of the outstanding voting shares

shall have the same meaning as the phrase majority of the outstanding voting

securities has in the Act and the phrases interested person and assignment

shall have the same meaning as those phrases have in the Act

Adoption Date 08.02.06
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TEXT
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THE HARTFORD MUTUAL FUNDS II INC

PLAN OF DISTRIBUTION

This Plan of Distrthution the Plan is adopted pursuant to Rule 12b-1 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
Cs
The Hartford SmallCap

The Hartford Small-Cap

The Hartford Small-Cap

The Hartford Small-Cap

reclassified as Class

The Hartford Small-Cap

The Hartford Small-Cap

reclassified as Class

The Hartford Small-Cap

reclassified Class effective February 12
The Hartford Small-Cap Growth Fund Class R3

The Hartford Small-Cap Growth Fund Class R4

The Hartford Small-Cap Growth Fund Class R5

The Hartford Growth Fund2 Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective

The Hartford Growth Fund Class

The Hartford Growth Fund Class

reclassified as Class effective

The Hartford Growth Fund Class

reclassified as Class effective

The Hartford Growth Fund Class R3

The Hartford Growth Fund Class 14

The Hartford Growth Fund Class 15

Value Opportunities Fund3 Class

Value opportunities Fund Class

Value Opportunities Fund Class

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 85 Class effective February 12 2007

The Hartfcra value opportunities Fund Class

The Hartford value Opportunities Fund Class

January 1996

January 1996

January 1996

1119/2011

Growth Fund1 Class

Growth Fund Class

Growth Fund Class

Growth Fund Class

effective February 12 2007

Growth Fund Class

Growth Fund Class

effective February 12 2007

Growth Fund Class

2007

February 12 2007

February 12 2007

February 12 2007

The Hartford
The Hartford

The Hartford

C/TABLE
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reclassified as Class effective 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 R4

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 1t3

The Hartford Growth Opportunities Fund Class R4

The Hartford Growth Opportunities Fund Class ItS

The Hartford Tax-Free National Fund Class

The Hartford Tax-Free National Fund Class

The Hartford Tax-Free National Fund Claes

The Hartford Tax-Free National Fund Class

reclassified as Class effective February 12 2007
the Hartford Tax-Free 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 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

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 Fortis Income Portfolios
Inc

Formerly National Portfolio seriea of Fortis TaxFree 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 TaxFree 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 effeotive February 12 2007
TABLE

November 14 1994

November 14 1994

November 14 1994

Classes 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 and

are now subject to the Class plan of distribution

http//www.sec.govlArchives/edgar/data/49905/00009501 350700 1276/b64254a1 exv99wm. 1/19/2011

The Hartford U.S Government Fund Class
The Hartford U.S Government Fund Class

The Hartford U.S Government Fund Claas

The Hartford U.S Government Fund Class

reclassified as Class effective February 12 2007
The Hertford U.S Government Fund Class

The Hartford U.S Government Fund Cless

reclassified as Class effective February 12 2007
The Hartford U.S Government Fund Class

reolaeeifiad as Clsss effective February 12 2007

March
March

March

November

2002

2002

2002

14 1994

CC
November 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 Cpportunities 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 12b-1 fees

Compensation

CLASS

Class of each Series is obligated to pay the principal underwriter of the

Funds shares Hartford Investment Financial Services Company NIFSCO
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 Al or any

portion of such total fee nay be payable as Distribution Fee and all or any

portion of such total fee may be payable as Shareholder Servicing Fee as

determined from time 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

distribution-related 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 Small-Cap Growth Fund the annual rate shall be .45% of average

daily net assets All or any portion of such total fee may be payable as

Distribution Fee snd all or any portion of such total fee may be payable as

Shareholder Servicing Fee as determined from time to time by the Funds Hoard

of Directors Until further action by the Hoard 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 HIFSCO total

fee in connection with the servicing of shareholder accounts of said Class and

Class as applicsble 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 portion of such

total fee nay 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 assets

shall be designated and payable as Shareholder Servicing Fee and the remainder

of such fee shall be designated as Distribution Fee

CLASS R3 R4 AND R5 SHARES

Each of Class R3 Class R4 and Class R5 of each Series is obligated to pay

HIFSCC total fee in connection with the distributionrelated services provided

in respect of said Class R3 Class R4 and Class R5 as applicable and in

connection with the servicing of shareholder accounts of said Class R3 Class R4

and Class RB 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 R3s Class R4s
and Class RBs 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

hup/Iwww.sec.gov/Archives/edgar/dataI499OS/00009501 3507001276/b64254a1 exv99wm.. 1/19/2011
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portion of such total fee may be payable as Distribution Fee as determined

from time to tine by the Funds Board of Directors Until further action by the

Board of Directors 0.25% per annum of each Class 53s Class R4s and Class

ESs average net assets nay 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 may 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 oompensation 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

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 end/or maintenance of shareholder accounts

with each applicable Class of the Series Compensation may be paid by RIFSCO to

persons including employees of HIFSCO 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

eccounting services not otherwise required to be provided by the Funds

investment adviser transfer agent or other agent of the Fund

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 RIFSCO

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 HIFSCD and amounts it receives

under the Plan

Additional Payment by HTFSCD

The Funds investment adviser HIFSCO 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 costa of additional distribution and shareholder 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

persons 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 persons 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 lndependemt Directors cast in person at

meeting called for the purpose of voting on the Plan and 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 be 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 and if

applicable of any other affected class or Classes and all material amendments

to the Plan must also 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 rndependent 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 noniea paid or payable by the Fund

pursuant to the Plan or any related agreement will prepare and furnish to the

Funds Board of Direotors 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 in an easily accessible place from the date

of the Plan agreement or report

13 Meaning of Certain Ferns

As used in the Plan the terms interested person affiliated person

independent legal counsel and majority of the outstanding voting securities

will be deemed to have the sane meaning that those terms have under the 1940 Act

and the rules and regulations under tbe 1940 Act subject to any exemption that

may be granted to the Fund under the 1940 Act by the Securities and Exchange

Corned asion

PACE

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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EXECUTION COPY

MASTER CUSTODIAN CONTRACT

This Master Custodian Contract this Contract is made as of February

2C0 by and among each registered investment company identified on the signature

page hereto each such investment company and each investment company

subsequently made subject to this Contract in accordance with Section 21.1

below shall hereinafter be referred to as FUND and references made herein

to the Fund shall be deemed references to each Fund and STATE STREET BANK

and TRUST COMPANY Massachusetts trust company the CUSTODIAN

WITNESSETH

WHEREAS each Fund is authorized to issue shares of common stock or shares

of beneficial interest in separate series SHARES with each such series

representing interests in separate portfolio of securities and other assets

and

WHEREAS each Fund intends that thia 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 tine 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

PLEDGES With respect to uncertificated shares the UNDERLYING SHARES of

registered investment companies as defined in Section 3a1 of the

Investment Company Act of 1940 as amended from time to time the 1940 ACTI
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 shell on behalf of the

applicable Fortfolios from time to time employ one or more sub-custodians

located in the United States as approved by the Board provided however that

the Custodian shall have no more or less responsibility or liability to the

Funds on account of any actions or omissions of any subcustodian so employed

than any such sub-custodian has to the Custodian The custodian may place and

maintain each Portfolios foreign securities with foreign banking institution

sub-custodians employed by the Custodian and/or foreign securities depositories

all as designated in Schedules and hereto but only in accordance with the

applicable provisions of Articles and heraof

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 non-cash property to be held by it in the

United States including all domestic securities owned by such Portfolio

other than Ca securities which are maintained pursuant to Section 2.9 in

clearing agency which acts as securities depository or in bookentry

system authorized by the U.S Department of the Treasury and certain

federal agencies each U.S SECURITIES SYSTEM and Underlying

Shares owned by each Fund which are maintained pursuant to Section 2.11

hereof in an account with State Street Bank and Trust company or such other

entity which may from time to time act as transfer agent for the

Underlying Portfolios the UNDERLYING TRANSFER AGENT

22 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 Instructione

from the Fund on bnhalf of the applicable Portfolio which may be

continuing instructions when deemed appropriate by the parties and only in

the following cases

Upon sale of such securities for the account of the Portfolio and

receipt of payment therefor

Upon the receipt of payment in connection with any repurchase

agreement related to such securities entered into by the Portfolio

In the case of sale effected through U.S Securities System in

accordance with the provisions of Section 2.9 hereof

To the depository agent in ccnnecticn 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 arty

such case the caeh or other consideration is to be delivered to the

Custodisfl

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 prcvided that in any such

case the new securities are to be delivered to the Custodlsn

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 conversicn 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 pursuaot 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 cf such warrants rights or similar securities

or the aurrender 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 connecticn 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 th 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 cosiplience with the rules of The

Options Clearing corporaticn and of any registered national securities

exchenge or of any similar crganizotion or organizations regarding

escrow or other arrangements in connection with transactions by the

Fund on behalf of Portfolic

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 Nerchant registered under the Commodity Exchange Act

relating to compliance with the rules of the Comnodity Futures Trading

Commission the CFIc and/cr any contract market or any similar

organiration 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 ss may be

described from time to time in the currently effective prospectus and

statement of additional information of the Fund related to the

Portfolio PROSPECTUS in satisfaction of requests by holders of

Shares for repurchase or redemption and

15 Upon the sale or other delivery of such securities including without

limitation to one or more Special Sub-Custodians or

additional custodians appointed by the Fund and communicated to the

Custodian from time to time vie writing duly executed by an

authorized officer of the Fund for the purpose of engaging in

repurchase agreement or securities lending transactions each REPO

CUSTO0IAN 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 cf 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 optiuns 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

securities of the Portfolio to be delivered and the person or

persons to whom delivery of such securities shall be made

2.3 Registration of securities Domestic securities held by the custodian

other than bearer securities shall be registered in the name of the

Port folio 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 authorired in

writing the appointment of nominee to be used in common with other

registered investment companies having the same investment adviser as the

Portfolio or in the name or nominee name of any agent appointed pursuant

to section 2.8 or in the name or nominee name of any 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 im

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 beat efforts

only to timely collect incunie due the Fund on such securities and to notify

Uie Fund on best efforts basis only of relevant corporate actions

including without limitation pendency of calls maturities tender or

exchange offers

2.4 Bank Accounts The Custodian shall open and maintain separate hank

account or accounts in the United States in the name of each Portfolio of

each Fund aubj cot 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 acccrdsnce with Rule hf-S 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 end 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 end other payments

with respect to registered domestic securities held hereunder to which each

Portfolio shall be entitled either by law or pursuant to contract or custom

in the securities business and shall collect on timely basis all income

and other payments with respect to bearer domestic securities if on the

date of payment by the issuer such securities are held by the Custodian or

its agent thereof Without limiting the generality of the foregoing the

Custodian shall detach and present for payment all coupons and other income

items requiring presentation as and when they become due and shall collect

interest when due on securities held hereunder The Custodian shall credit

income to the Portfolio as such income is received or in accordance with

Custodians them current payable date income schedule Any credit to the

Portfolio in advance of receipt may be reversed when the Custodiao

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 contrscts 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 repurchaae

agreements sntered into between the applicable Fund on behalf of the

Portfolio and the Custodian or another bank or brokerdealer which

is member of TASD against delivery of the securities either in

certificate forte 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 acoount 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 aecurities

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 sdvance of delivery along with delivery in advance of payment made

in accordance with Section 2.215 as applicable shall each be

referred to herein as FREE TRADE provided that such Proper

Instructions shall also set forth the amount of such payment and

the persons to whom such payment is made and

For delivery as initial or variation margin in connection with futures

or options on futures contracts entered into by Fund on behalf of

Portfolio and

For sny other purpose but only upon receipt of Proper Instructions

from the Fund on behalf of the applioable Portfolio specifying the

amount uf such payment and the person or persons to whom such

payment is to be made

2.7 Liability for Payment in Advance of Receipt of Securities Purchased Except

as specifically stated otherwise in this Contract in any and every case

where payment for purchase of domestic securities for the account of

Portfolio is made by the Custodian in advance of receipt of the securities

purchased in the absence of specific written instructions from the Fund on

behalf of such Portfolio to so pay in advance the Custodian shall be

absolutely liable to the Fund for such securities to the sante extent as if

the securities had been received by the Custodian

2.8 Appointment of Domestic SubCustodians The custodian may at any time or

tines in its discretion appoint and may at any time remove any other bank

or trust company which is itself qualified under the 1940 Act to act as

custodian as its subcustodian to carry out such custodial functions under

this Article as the Custodian may from time to time direct provided

howaver that the appointment of any domestic sub-custodian 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

sgent nr sub-custodian of the Custodian for purposes of this Section 2.3 or

any other provision of this Contract

2.9 Deposit of Fund Assets in U.S Securities Systems The Custodian stay

deposit and/or maintain securities owned by Portfolio in U.S

Securities System in compliance with the conditions of Rule 17f-4 under the

1940 Act as amended from tine 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 broker-dealer

registered under the Exchange Act and member of the NASD or any futures

commission merchant registered under the coxrmcdity Exchange Act relating

to compliance with the roles of The Options Clearing Corporation and of any

registered national securities exchange or the Commodity 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 Portfclio 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 Portfclio 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
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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 of confirmaticn or statement from an Underlying

Transfer Agent that such Underlying Transfer Agent is holding or

maintaining Underlying Shares in the name of the Custodian or

nominee of the custodian for the benefit of Portfolio the

custodian shall identify by bock-entry that such Underlying Shares are

being held by it as custodian for the benefit of the Portfolio

Tn respect of the purchase of Underlying Shares for the account of

Portfolio upon receipt of Proper Instructions the Custodian shall

pay out monies of such Portfolio as so directed and record such

payment from the account of such Portfolio on the custodians books

and records

In respect of the sale or redemption of Underlying Shares for tne

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

Custudians 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

bee or damage results directly from the fraud negligence or willful

misconduct of the Custodian or any of ita agents

212 nwnership 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

CPAGE

registered otherwise than in the name of the Portfolio or nominee of the

Portfolio sll proxies without indication of the manner in which such

proxies are to be voted and shall promptly deliver to the Fund such

proxies all proxy soliciting materials and all notices relating to such

securities

2.14 Communications Relating to Portfolio Securities Subject to the provisions

of Section 2.3 the Custodian shall transmit promptly to the Fund for each

Portfolio all written information including without limitation pendency

of calls and maturities of domestic securities and expirations of rights in

connection therewith and notices of exercise of call and put options

written by the Fund on behalf of the Portfolio and the maturity of futures

contracts purchased or sold by the Portfolio received by the Custodian

from issuers of the securities being held for the Portfolio with respect

to tender or exchange offers the custodian shall transmit promptly to the

Portfolio all written information received by the custodian frost 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 sny 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 and ii occur at least three business days prior to

the date on which the Custodian is to take action to exercise such right or

power The Custodian shall also transmit promptly to the Fund for each

applicable Portfolio all written information received by the Custodian

regarding any class action or other litigation in connection with Portfolio

securities or other assets issued in the United States and then held or

previously held during the term of this contract by the Custodian for the

account of the Fund for such Portfolio including but not limited to

optout notices and 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 Cuatodian shall

have no responsibility to so transmit any information under this Section

2.14

2.15 Investments in Loans The provisions of this section shall apply with

respect to Loans as defined below

For purposes of this section the following terms shall have the

following meanings

FINANCING DQCUMENTS means promissory notes mortgages security

agreements assignment agreements settlement agreements

participation agreements leases and other instruments certificates

agreements and documents or copies thereof constituting evidencing

representing or otherwise relating to Loans

LOAN INFORMATION for Loan meant 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 is 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 thst.the Fund delivers or causes to be

delivered to Custodian from time to time in its vault facility but

only pursuant to Proper Instructions from the Fund Financing

Documents other than those described in the foregoing sentence shall

be held subject to the same security as other physical documents and

records that the Custodian holds for the Fund The Custodian is not

obligated to require delivery of any Financing Documents or to require

delivery of originals of Financing Documents that may be delivered to

it as physical or electronic copies or to inquire into the issuance

of any Financing Documents or the existence of originals thereof the

Fund being solely responsible for determining the Financing Documents

to be delivered the fcrm in which they are to be delivered end the

method of acquiring and evidencing the ownership thereof The

Custodian shall promptly release any Financing Documents to the Fund

or to any party specified to receive such Financing Documents pursuant

to Proper Instructions from the Fund The Custodian shall not be

deemed to have or be charged with knowledge of the sale of any Loan

unless the Custodian shall have received Proper Instructions from the
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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 entitied 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 nr

certification stating that the Fund on

10

PAGE

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 Li 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 fur

payment purposes under the Financing Documents or otherwise provide

for the direct payment of the Loan payments to the Custodian The

Custodian shall credit to the Portfolios account all payments with

respect to Loan actually received by the Custodian and identified as
for the eccount of the Portfolio All oredita and payments credited to

the Portfolio shall be conditional upon clearance and actual receipt

by the Custodian of final payment thereon If any Loan payments
whether principal or interest are not received by the Custodian
within three business days of the due date the Custodian shell 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 shsll 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 rnfnrmatinn provided
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to it by the Fund and any information and notices received by the

Custodian fron time to time from the related bank agent Obligor or

similar party with respect to the related Loan without any obligation

on the part of the custodian independently to verify investigate

recalculate update or otherwiae confirm the accuracy or complateness

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

incomploteneae thereof In case any question arises as to its duties

hereunder the Custodian may request instructions from the Lund 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 17f7

3.1 Definitions The following capitalized tens as used throughout this

Contract shall have the following meanings

COUNTRY RISK means all fectcrs reasonebly related to the systemic risk of

holding Foreign Assets in particular country including but not limited

to such countrys politicol 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 al of

Rule l7f5 including majorityowned or indirect subsidiary of U.S

Bank as defined in Rule l7f5 bank holding company meeting the

requirements of an Eligible Fcreign Custodian aa set forth in Rule l7f-5

or by other appropriate action of the U.S securities and Exchange

Commission the 8CC or foreign branch of Bank as defined in

Section of the 1940 Act meeting the requirements of custodian

under Section 17f of the 1940 Act the ten does not include any Eligible

Securities Depository

ELIGIBLE BECURIIIEB DEPOSITORY has the meaning set forth in section

of Rule 17f7 of the 1940 Act

FOREIGN ASSETS means any of the portfolios investments including

foreign currencies for which the primary market is outside the United

States and such csah 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 17f-5 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 as Foreign custody Manager with respect to the Portfolios

countries Covered The Foreign Custody Manager shall be responsible

for performing the delegated responsibilities
defined below only with

respect to the countries and custody errangertents 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 shell 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 nay 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 Crstodien selected by the Foreign Custody Manager in

designeted 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 heen 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 cuatody 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 Asseta 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

13
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all factors relevant to the safekeeping of such assets

including without limitation the factors specified in Rule

l7f5c

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 l7f5c
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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 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 Eligihie Foreign Custodian In

the event the Foreign Custody Manager determines that the custody

arrangements with an Eligible Foreign Custodian it has selected

are no longer appropriate the Foreign Custody Manager shall

notify the Board in accordance with section 3.25 hereunder

Guidelines for the Exercise of Delegated Authority For purposes of

this Section 3.2 the Board shall be deemed to have considered and

determined to accept such Country Risk as is incurred by placing and

maintaining the Foreign Assets in each country for which the Custodian

is serving as Foreign Custody Manager of the Portfolios

Reporting Requirements The Foreign Custody Manager shall report the

withdrawal of the Foreign Assets from an Eligible Foreign Custodian

and the placement of such Foreign Assets with another Eligible Foreign

Custodian by providing to the Board en amended Schedule at the end

of the calendar quarter in which en amendment to such Sohedula has

occurred The Foreign Custody Manager shall make written reports

notifying the Board of any other material change in the foreign

custody arrangements of the Portfolios described in this Section 3.2

after the occurrence of the material change

Standard of Care as Foreign Custody Manager of Portfolio In

performing the responsibilities delegated to it the Foreign Custody

Manager agrees to exercise reasonable care prudence and diligence

such as parson having respcnsibility for the safekeeping of assets

of management investment companies registered under the 1940 Act would

exercise

14
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Representations with Respect to Rule l7f5 The Foreign Custody

Manager represents to the Fond that it is U.S Bank aa defined in

section 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 Dste 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 tine 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 cepositories

Analysis and Monitoring The Custodian shall provide the Fund or

its dulyauthorized investment manager or investment adviser with an

analysis of the custody risks associated with maintaining assets with

the Eligible Securities Depositories set forth on Schedule hereto in

accordance with eeotion of Rule 17f7 and monitor

euoh risks on continuing basis and promptly notify the Fund or its

dulyauthorized inveatment manager or investment advieer of any

material change in such risks in accordance with section Ii
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of Rule 17f7

standard of Care The Custodian agrees to exercise reasonable tare

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 as belonging

to the Portfolios the foreign securities held by each Foreign Sub-Custodian

or Foreign Securities System The Custodian may hold foreign securities for

all of its custaners including the Portfolios with any Foreign

SubCustodian in an accuunt 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 Sub-Custodian

4.3 Foreign Securities Systems Foreign securities shall be maintained in

Foreign Securities System in designated country through arrangements

implemented by the Custodian or roreign sub-custodian as applicable in

such country

4.4 Transactions in Foreign Custody Account

Delivery of Foreign Assets The Custodian or Foreign Sub-Custodian

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 continuing instructions when deemed appropriate by the

parties and only in the following cases

upon the sale of such foreign securities for the Portfolio in

accordance with commercially reasonable market practice in the

country where such foreign securities are held or traded

including without limitation delivery against expectation

of receiving later payment or in the case of sale effected

through Foreign Securities System in accordance with the rules

governing the operation of the Foreign Securities system

in connection with any repurchase agreement related to foreign

securities

to the depository agent in connection with tender or otner

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 agreements

in the case of warrants rights or similar foreign securities

the surrender thereof in the exercise of such wsrrants 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 Pcrtfclios 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 nargin 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 Speciel

subCustodians or Repc Custodians as Free Trade provided that

applicable Proper lostructions 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

Instructions specifying the foreign securities to be delivered

and naming the person or persons to whom delivery of such

securities shall be made

Payment of Portfolio Monies Upon receipt of Proper Instructions

which may be continuing instructions when deemed appropriate by the

parties the Custodian shall pay out or direct the respective Foreign

Sub-Custodian or the respective Foreign Securities System to pay out

monies of Portfolio in the following cases only

upon the purchase of foreign securities for the Portfolio unless

otherwise directed by Proper Instructions by delivering

money to the seller thereof or to dealer therefor or an agent

for such seller or dealer against expectation of receiving later

delivery of such foreign securities or in the case of

purchaee effected thrcugh Foreign Securities System in

accordance with the rules governing the operation of such Foreign

securities System
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in connection with the conversion exchange or surrender of

foreign securities of the Portfolio

for the payment of any expense or liability of the Portfolio

including but not limited to the following payments interest

taxes investment advisory fees transfer agency fees fees under

this Contract legal fees accounting fees and other operating

expenses

for the purchase or sale of foreign exchange or foreign exchange

contracts for the portfolio including transactions executed with

or through the Custodian or its Foreign Sub-Custodians

in connection with trading in options and futures contracts

including delivery as original margin and variation margin

fi for ayment of part or all of the dividends received in reapect

of securities sold short

in connection with the borrowing or lending of foreign

securities and

Upon the purchase of foreign investments including without

limitation repurchsse agreement transactions involving delivery

of Portfolio monies to Repo Custodians as Free Trade

provided that applicable Proper Instructions shall set forth

the amount of such payment and the person or persons to whom

payment shall be made

for eny other purpose but only upon receipt of Prnper

Instructions specifying the amount of such payment and naming the

person or persons tc 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 SubCustodian described on Schedule

hereto at the tine 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

18

PAGE

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 Sub-Custodian or in the name of any

nominee of the foregoing and the applicable Fund on behalf of such

Portfolio agrees to hold any such nominee harmless from any liability as

hoLder of record of such foreign securities The Custodian or Foreign

SubCustodian shall not be obligated to accept securities on behalf of

Portfolio under the tens of this contract unless the form of such

securities and the manner in which they sre 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 tinited 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 honks of the Custodisn including its branches subsidiaries and

affiliates regardless of currency denomination is maintained in bank

accounts established under and subject to the laws of The conimodwealth 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 ot the custodian relating to such measures The custodian

shall credit income to the applicable Portfolio as such income is received

or in accordance with custodians then current payable date income

schedule Any credit to the Portfolio in advance of receipt may ba reversed

when the Custodian determines that payment will not occur in due course and

the Portfolio nay 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 pursusnt to

this Article the Custodian will use reasonable commercial efforts to

facilitate the exercise of voting and other shareholder rights subject

always to the laws regulations and practical constraints that may exist in

the country where such securities are issued The Fund acknowledges that

local conditions including lack of regulation onerous procedural

obligations lack of notice and other factors may have the effect of

severely limiting the ability of the Tund 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 front 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 Sub-Custodians from issuers of

the foreign securities being held for the account of the Portfolios

regarding any class action or other litigation in connection with portfolio

foreign securities or other assets issued outside the United States and

then held or previously held during the term of this Contract by the

Custodian via Foreign SubCustodian for the account of the Fund for such

Portfolio including but not limited to opt-out notices and

proofof-claim 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.lL Liability of Foreign SubCustodians Each agreement pursuant to which the

Custodian eiloys Foreign Subcustodian shall to the extent possible

require the Foreiqu SubCustodian to exercise reasonable care in the

performance of its duties and to indemnify and hold harmless the

custodian from and against eny loss damage cost expense liability or

claim arising out of or in connection with the Foreign SubCustodians

performance of auth obligations At Funds election the Portfolios shall

be entitled to be eubrogated to the rights of the Custodian with respect to

any claims against Foreign SubCustodian as consequence of any such

loss damage cost expense lisbility 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 megligence or willful misconduct of

SubCustodian the Custodian shall be without liability to the Fund for

any loss liability claim or expense resulting from or caused by anything

which is part of Country Risk

The Custodian shall be liable for the acts or omissions of Foreign

SubCustodian to the same extent as set forth with respect to

subcustodians generally in the contract and regardless of whether assets

are maintained in the custody of Foreign 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
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restrictions or acts of war or terrorism or any other loss where the

Foreign SubCustodian has otherwise acted with reasonable care

Contractual Settlement Services Purchase Sales

5.1 The Custodian shall im accordance with the terms set 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 auth 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 ita sole discretion immediately upon notice to the applicable Fund on

behalf of each Portfolio including withnut limitation in the event of

force najeure 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 Imatructiom that such transaction has been

canceled

5.4 With respect to the settlement of sale of securitiea provisional

credit of am amount equal to the net sale price for the transaction the

SETTLEMENT ANOUNT shall be made to the account of the applicable

Portfoflo 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 that the custodian shall have

and hereby grants to the Custodian security interest in any property at

any time held for the account of the portfolio to the toll extent of the

credited amount and each Portfolio hereby pledges assigns and grants to

the Custodian continuing security interest and lien on any and all such

property under the Custodians possession in accordaoce with the terms of

Article 17 of this Contract In the event thst 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 Conunonwealth of

Massachusetts

5.6 The Custodian shall have the right to reverse any provisional credit or

debit given in connection with the contrsctual Settlement Services at any

time when the Custodian believes in its reasonable judgment that such

transection 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 respcnsible for any costs or liabilities resulting

from such reversal Upon such reversal sum equal to the credited or

debited amount shall become immediately payable by the Portfolio to the

Custodian and may be debited from any cash account held for benefit of the

Portfolio

5.7 In the event that the Custodian is unable to debit an account in accordance

with Section 5.6 above of the Portfolio and the Portfolio fails to pay any

amount due to the Custodian at the tine such amount becomes payable in

accordance with Section 5.6 this Contract the Custodian may charge the

Portfolio for reasonable costs and expenses sssociated with providing the

provisional Credit including without limitation the reasonable cost of

funds associated therewith ii the amount of any accrued dividends

interest and other distributions with respect to assets associated with

such transaction may be set off against the credited amount iii the

provisional credit and any such costs and expenses shall be considered an

advance of cash for purposes cf this Contract and iv the Custodian shall

have the right to aetoff 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 mere 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

Sub-Custodian and in accordance with Proper Instructions the Custodian shall

enter into subcustodian agreement with the Fund and the Special Sub-Custodian

in form and substance acceptable to the Custodian and approved by such Fund

provided that such agreemant shall in all events comply with the provisions of

the 1940 Act and the rules and regulations thereunder and the terms and

provisions of this Contrect At Funds election the Portfolios ahall 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

cast expense liability or claim if and to the extent that the Portfolios have

not been made whole for any such loss damage cost expense liability or

claim
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Payments for Sales or Repurchases or Redemptions of Shares of the Fund

The Cuatodian shall receive from the distributor for the Shares or from the

Transfer Agent of the Fund and deposit into the account of the appropriate

Portfolio such payments as are received for Shares of that Portfolio issued or

sold from time to time by the applicable Fund The Custodian will provide timely

notification to the Fund on behalf of each such Portfolio and the Transfer Agent

of any receipt by it of payments for Shares of such Portfolio

From such funds as may be available for the purpose the Custodian shall

upon receipt of instructions from the Transfer Agent make funds available for

payment to holders of Shares who have delivered to the Transfer Agent request

for redemption or repurchase of their Shares In connection with the redemption

or repurchase of Shares of Portfolio the Custodian is authorized upon receipt

of instructions from the Transfer Agent to wire funds to or through cossnercial

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 sny state

or political subdivision thereof It shall be the responsibility of the Fund to

notify the Custodian of the obligations imposed on the Fund with respect to the

Portfolios or the Custodian as custodian of the Portfolios by the tax law of

jurisdictions other than those mentioned in the above sentence including

responsibility for withholding and other taxes assessments or other

governmental charges certifications and governmental reporting The sole

responsibility of the Custodian with regard to such tax law shall be to use

reasonable efforts to assist the Fund with respect to any claim for exemption or

refund under the tax law of jurisdictions for which the Fund has provided such

information

Proper Instructions

PROPER INSTRUCTIONS which may also be standing instructions as such

term is used throughout this Contract shall mean instructions received by the

Custodian from Fund Funds duly authorized transfer agent investment

manager or investment adviser or person or entity duly authorized by either

of them Such instructions may be in writing signed by the authorized person or

persons or may be in tested connunication or in communication utilizing

access codea effected between electrcmechanical or electronic devices or may be

by such other means and utilizing such intermediary systems and utilities as may

be agreed from time to time by the Custodian and the persons or entity giving

such instruction provided that the Fund has followed any security procedures

agreed to from tine to time by the applicable Fund and the Custodian including

but not limited to the security procedures selected by the Fund via the form of

Funds Tranafer 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.lU hereof
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Concurrently with the execution of this Contract and from time to time

thereafter as appropriate each Fund shall deliver to the Custodian duly

certified by such Funds Treasurer or Assistant Treasurer certificate setting

forth the names titles signatures and scope of authority of all persons

authorized to give Proper Instructions Ot 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 trsnsfer and other

dealings with the securities and.property of the Portfolio except as

otherwise directed by the applicable Board

11 Evidence of huthority

The Custodian shall be protected in acting upon any instructions notice

request consent certificate or other instrument or paper reasonably believed

by it to be genuine and to have been properly executed by or on behalf of the

applicable Fund The Custodian may receive and accept copy of resolution

certified by the Secretary or an Assistant.Secretary of any Fund as conclusive

evidence of the authority of any person to act in accordance with such

resolution or of any determination or of any action by the applicable Board

as described in such resolution and such resolution may be considered as in

full force and effect until receipt by the Custodian of written notice to the

contrary

12 Duties of Custodian with Respect to the Books of Account and Calculation of

Net Asset Value and Net Income

The Custodian shall cooperate with and supply necessary information to the

entity or entities appointed by the applicable Board to keep the books of

account of each Portfolio and/or compute the net asset value per share of the

outstanding Shares of aoh 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 attenticn to section 31 thereof and Rules 31al

and 31a-2 thereunder All such records sfla1l 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 securitiee 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 Cuetodian 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 ia

the sole source of information on the number of shares of fund held by it on

behalf of Portfolio and that the Custodian has theright to rely un 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 Cuatodian shall
be obligated to reconcile information as to purchasca 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 tc Section 2.215 or purchased pursuant to Section

267 hereof the Custodian is authorized and instructed to rely upon
information provided to it by the Fund the Funds counterpartyies or the

agents of either of them in performing its duties under this Contract including
without limitation the duties set forth in this Article 13

14 Intentionally omitted

15 Reports to Fund by Independent Public Accountants

The Custodian shall provide the applicable Fund on behalf of each of the

Portfolios at such times as the Fund may reasonably require with reports by
independent public accountants on the accounting system internal accounting
control and procedures fcr safeguarding securities futures contracts and

options on futures contracts including securities deposited end/or maintained
in U.S Securities System or Foreign Securities System either
SEcuRITIES SYSTEM relating to the services provided by the Cuetodian 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

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

25
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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 shell not be responsible for the title validity or genuineness of

any property or evidence of title thereto received by it or delivered by it

pursuant to this Contract and shall be held harmless in acting upon any notice
request consent certificate or other instrument reasonably believed by it to
be genuine and to be signed by the proper party or parties including any
futuras comniseion merchant acting pursuant to the terms of threeparty
futures or options agreement The Custodian shall be held to the exercise of
reasonable care in carrying out the provisions of this Contract but shall be

kept indemnified by each Fund and shall be without liability to any Fund for sny
action taken or omitted by it in good faith without negligence including
without limitation acting ir accordance with any Proper Instruction It shall
be entitled to rely on and may act upon advice of counsel who may be counsel

for the Fund on all matters and shall be without liability for any action

reasonably taken or omitted pursuant to such advice The Custodian shall be

without liability to any Fund or Portfolio for any loss liability claim or

expense resulting from or caused by anything which is part of Country Risk
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

http//www.sec.gov/Archives/edgar/dataJlOO64l 5/00009501 35070016591b64571 evexv99w.. 2/1/2011

0000820



Case 211 -cv-01 063- DMC -JAD Document 3-2 Filed 03/04/11 Page 23 of 60 Page ID 624

Page 22 of 43

the reasonable control of the Custodian or any subcustodian or Securities

System or any agent or nominee of any of the fcregOing including without

limitation nationalization or expropriatiOns imposition of currency controls or

restrictions the interruptions suspension or restriction cf 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 stcppages natural disasters or

other similsr events or acts ii errors by any Fund or its investment manager

or investment adviser in their instructions to the Custodian provided such

instructions have been in accordance with this Contract iii the insolvency of

or acts or omissions by Securities System iv any delay or failure of any

broker agent or intermediary central bank or other commercially prevalent

payment or clearing system to deliver to the Custodians 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 transferring securities in the name of the

Custodian any Fund the Custodians subcustodians nominees or agents or any

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 sobCustodLan

including without limitation reliance on reports prepared by Special

Sub-Custodian 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

Sub-Custodian to the came extent as set forth with respect to subcustodians

generally in this Contract

26
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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 sane 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 he assessed any

taxes charges expanses assessments claims nr 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 niaconduct

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 tbe Custodian harmless from and

against any and all costs expenses losses damages charges reasonable

counsel fees payments and liabilities which may be asserted against the

Custodian acting in accordance with any proper instruction including

without limitation any Proper instruction with reepect 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 or 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 corpcrate
communications with respect to purchased

investments or iv the Custodians reliance upon information provided oy 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 pursuant to

either of Section 2.215 or Section 2.67 hereof or for the acts or

omissions of any Specisl Sub-Custodian

In no event shall the Custodian be liable for indirect special or

conseguential damages

18 Effective Period Termination and nmendment

This Contrsct shall become effective as of its execution shall

continue in full force snd effect until terminated as hereinafter

provided and may be amended at any tine 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 of

Directors immediately terminate this Contract in the event of the

appointment of conservator or receiver for the Custodian hy an

appropriate regulatory agency or court of competent jurisdiction

and

27
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ii any party to this Contract may at any time terminate this

contract upon one hundred eighty 180J 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 cuetodian such

oompensation as may be due as of the date of such termination and

shall likewise reimburse the Custodian for its costs expenses end

disbursements associated with its provision of services hereunder to

such Portfolio

19 successor Custodian

rf successor custodian for one or more of the Portfolios shall be

appointed by the applicable Board the Custodian shall upon ternination and

receipt of Proper Instructions deliver to such successor custodian at the

office of the Custodian duly endorsed and in the form for transfer all

securities of each applicable Portfolio then held by it hereunder and shall

transfer to an account of the successor custodian all of the securities of each

such Portfolio held in Securities System or at an Underlying Transfer Agent

If no such successor custodian shall be appointed the Custodian shall in

like manner upon receipt of Proper Instructions deliver at the office of the

Custodian and transfer such securities funds and other properties in accordance

with such Proper Instructions

In the event that no Proper Instructions designating successor custodian

or alternative arrangements shall have been delivered to the Custodian on or

before the date when such termination shall become effective then the Custodisn

shall have the tight 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 agregate capital surplus and

undivided profits ss shown by ite lset published report of not less than

$25000000 all securities funds and other properties held by the Cuatodian 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 thia Contract on behalf

of each applicable Portfolio and to transfer to an account of such successor

custodian all of the securities of each such Portfolio held in any Securities

System or at an Underlying Transfer Agent Thereafter such bank or trust

company shall be the successcr of the Custodian under this Contract

In the event that securities funds and other properties remain in the

possession of the Custodian after the date of termination hereof owing to

failure of any Fund to provide Proper Instructions the Custodian shall be

entitled to fair compensation for its services during such period

28
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as the Custodian retains possession of such securities funds and other

properties and the provisions of this Contract relating to the duties and

obligations of the Custodian shall remain in full force and effect

20 Interpretive and Additional Provisions

In connection with the operation of this Contract the Custodian and each

Fund on behalf of each of the Portfolios may from time to time agree on such

provisions interpretive of or in addition tO the provisions of this contract as

may in their joint opinion be consistent with the general tenor of this

Contract provided that no such interpretive or additional provisions shall

contravene any applicable federal cr state regulations or any provision of

Funds Governing oocuments Any agreement as to interpretive or additional

provisions shall be in writing signed by the Custodian and each applicable

Fund and shall be annexed hereto Unless euch writing specifically provides

otherwise no interpretive or additional provisions nade as provided in this

sub-section 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 aod 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 then-current new business acceptance policies and procedures

and that it will promptly notify any entity that is determined to be

unacceptable

21.2 Additional Portfolios In the event that any Fund establishes one or store

series of Sharse 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 sgrees tn 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 cf 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 soy 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

29
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Each of the Custodian and the Funds hereby represents arid 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 end 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 .tith 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 arid 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 attacbxtenta and

amendments hereto may be reproduced by any photographic photostatic microfilm

micro-card miniature photographic or other similar process The parties heroto

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 ig in existenco and whether or not such reproduction was made by

party in the regular course of business and that any enlargement1 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 electromechaxilcal 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 address-es 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 Sank and Trust Cozupany

801 Pennsylvania Avenue

Kansas City MO 64105
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Attention Vice President Custody

Telephone 8168714100

Telecopy 8168719675

TO each E1.nd

name
do Hartford Administrative Services Company

500 Bielenberg Drive

Woodbury MN 55125

Attention Tami Fagely Vice President

Tel 6517385586

Fax 6517380996

With copy to

The Hartford
Life Law Group Mutual Funds Unit

200 Hopineadow Street

Simabury CT 06070

Attention Edward MacDonald Assistant General Counsel

rel 5608439934
Fax 8602978892

28 Counterparts

This Contract may be executed in several counterparts each of which shall

be deemed to be an original and all such counterparts taken together shall

constitute one and the same Contract

29 Businesa Continuity

On or before the date of this Contract the Custodian shall at its

expense have implemented and shall continue to maintain and periodically test

and update commercially reasonable business continuity and disaster recovery

plan to provide for the protection of information data and assets of and

relevant to its customers including the Funds

31

PAGE

30 Severability Waiver

If any provision or provisions of this Contract shall be held to be

invalid unlawful or unenZorceable the validity legality and enforceability of

the remaining provisions shall not in any way be affected or impaired Failure

by any party to insist on strict compliance with this Contract will not be

considered waiver by such party of any default or breach under the Contract

The failure of any party to exercise any right under this Contract shall not to

any extent preclude such party from asserting or relying upon such right at any

other time or in any other instance

31 Employment of 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 sujcontractor or agent

shall not relieve the Custodian of its responsibilities or liabilities

hereunder

31 Shareholder Communications

SEC Rule llb-2 requires banks which hold securities for the account of

customers to respond to requests by issuers of securities for the names

addresses and hoicLings of beneficial owners of securities of that issuer held by
the bank unless the beneficial owner has expressly objected to diacloure of

this information In order to comply with the rule the Custodian needa each

Fund to indicate whether it authorizes the Custodian to provide the Funds

http//www.sec.gov/Archives/edgar/dataJlOO64l5/000095013SO7001659/b6457l evexv99w.. 2/1/2011

0000825



Case 21 1-cy-Ol 083-DMC -JAD Document 3-2 Filed 03/04/11 Page 28 of 80 PageID 829

Page 27 of 43

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 address for any purpose other than corporate communications

Please indicate below whether the Fund consents or object by checking one of the

alternatives below

PAGE

Yes The Custodian is authorized to release the Funds name

address and share positions

No The Custodian is not authorized to release the Fundf name

address and share positions

Next Page is Signature Page

32

IN WITNESS WHEREOF each of the parties has caused this instrument to be

executed in its name and behalf by its duly authorized representative as of the

date first abovewritten

STATE STREET BANK AND TRUST COMPANY ATTEST

By /s/ Kenneth Bergeron

Name Kenneth Bergeron
Title Senior Vice President

By /a/ Elizabeth Bruce

Name Elizabeth Bruce

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

HPJRTFORD SERIES FUND INC ATTEST

By /s/ Tamara Fagely

Name Tsmara Fagely
Title Vice President

By /5/ Edward Macdonald

Name Edward Macdonald

THE HARTFORD MUTUAL FUNDS rNC ATTEST

By /s/ Tamara Fagely

Name Tamara Fagely

Title Vice President

By /s/ Edward Macdonald

Name Edward Macdonald

THE HARTFORD MUTUAL FUNDS II INC ATTEST

By /s/ Tamara Fagely

Name Tamara Fagely

Title Vice President

By /s/ Edward Macdonald

Name Edward Macdonald

HARTFORD MLS SERIES FUND II INC ATTEST

By /s/ Taimsra Fagely By /s/ Edward Macdonald
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Name Tainara Fagely Naiue Edward Macdonald
Title Vice President

HARTFORD INCOME SHARES FUND INC ATTEST

By 1sf Tamara Fagely By /5/ Edward Macdonald

Name Tamara I. Fagely Name Edward Macdonald

Title Vice Pre5ident

PAGE

APPENDIX

The following registered management investment companIes and series are partiee
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

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Argentina Citibank N.A

Australia Westpac Banking Corporation

Citibank Pty Limited

Austria Erste Bank der Osterreichiachen Sparkassen AG

Bahrain HSBC Bank Middle East

as delegate of the Hongkong and Shanghai Banking Corporation Limited

http//www.sec.gov/Archivcs/edgar/data/1 006415/000095013507001 659/b64571 evexv99w.. 2/1/2011

0000827



Case 21 1-cv-01083-DMC -JAD Document 3-2 Filed 03/04/11 Page 30 of 80 PagelD 831

Page 29 of 43

Bangladesh
Standard Chartered Bank

Belgium BNP Paribas Securities Services S.A

Benin via Societe Generale de Banques en Cote dIvoire

Abidjan Ivory Coast

Bermuda The Bank of Bermuda LiLtLited

BOtsWafla Barclaya Bank of Botawana Limited

Brazil Citibank N.A

Bulgaria
ING Bank N.y

Burkina Faso vi Societe Generale de Banques en Cote dIvoire

Abidjan Ivory Coast

Canada State Street Trust Company Canada

Cayman Islands Scotiabank Trust Cayman Limited

Chile BaflkBOstOTt N.A

Peoples epublic of China The Longkong and Shanghai Banking Corporation Limited Shanghai and

Shenzhen branches

/TABLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIPNS

TABLE
CAPTION
COUNTRY SuBCJsTOrnAN

Colombia Cititrust Colombia S.A Sociedad Fiduciaria

Costa Rica BancO BCT S.A

Croatia Erivred.xla Banka Zagreb d.d

Cyprus Cyprus Popular Bank Public Company Ltd

Czech Republic Ceskosloveneka Obchodni Banka A.S

Denmark Skandinaviska Enakilda Bankken AB Sweden operating through its

Copenhagen branch

Ecuador Banco de la Produccion S.A PRODtJBANCO

Egypt
HSBC Bank Egypt S.A.E

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Estonia AS Hansabaflk

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

GuineaBissau via Societe Generale de Banques en cote dIvoire Abidjan Ivory Ccast

Hong Kong Standard Chartered Bank Hong Kong Limited

CfTABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPT ION
COUNTRY SUBCUSTODIAP

CS CC
Hungary HVB Bank Hungary Rt

Iceland Kaupthing Bank hf

India Deutsche Bank AG

The Hcngkcng and Shanghai Banking Corporation Limited

Indonesia Deutsche Bank AG

Ireland Bank of Ireland

Israel Bank Hapoalint 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 or Nova Scotia Jamaica Ltd

Japan Mizuho Corporate Bank Ltd

Sumitomo Mitsui Banking Corporation

Jordan MSBC Bank Middle East

as delegate of the Iongkong and Shanghai Banking Corporation Limited

Kazakhatan HSRC Bank Kazakhstan

as delegate of the Hongkong and Shanghai Banking Corporation Limited

Kenya Barclays Bank of Kenya Limited

Republic of Korea Deutsche Bank AG

/TABLE

PAGE

SCBEOULE

STATE STREET
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GLOBAL CUSTODY NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

The HOngkong and Shanghai Banking Corporation Limited

LaLvia A/s Hansabanka

Lebanon HSBC Bank Middle East

as delegate of The Hongkong and Shanghai Banking Corporation Limited

Lithuania SB Vilniaus Bankas AB

Malaysia Standard Chartered Bank Malaysia Barhad

Mali via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Coast

Malta The Hongkong and Shanghai Banking Corporation Limited

Mauritius The Hongkong and Shanghai Banking Corporation Limited

Mexico Banco Nacional de Mexico S.A

Morocco Attijariwafa bank

Namibia Standard Bank Nainibia Limited

Netherlands Deutsche Bank AG

New Zealand Westpac Banking Corporation

Niger via Societe GeneralØ de Banques en Cote dIvoir 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

PAGE
SCBEDULE

STATE STREET

GLOBAL CUSTODi NETWORK

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Pakistan Deutsche Bank AG

Palestine HSBC Bank Middle East Limited

as delegate of The Hongkoflg 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 WarszawSe S.A

Portugal Banco Comercial Portugues S.A

Puerto Rico Citibank N.A

Qatar HSBC Bank Middle East Limited

as delegate of The Honflong and Shanghai Banking Corporation Limited

Romania INS Bank N.V

Russia DIG Bank Eurasia ZAO Moscow

Senegal via Societe Generale de Banquee en Cote dIvoire Abidjan Ivory Coast

Serbia HVB Bank Serbia and Montenegro ad

SIngapore DES Bank Limited

United Overaeas Bank Limited

Slovak Republic Ceakoalovenaka Obchodni Banka A.S pobocka zahranicnej banky SR

Slovenia Bank Austria Creditanstalt d.d Ljubljana

c/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

South Africa Nedbank Limited

Standard Bank of South Africa Limited

Spain Deutsche Bank S.A.E

Sri Lanka The Bongkong and Shanghai Banking Corporation Limited

Swaziland Standard Bank Swaziland Limited

Sweden Skandinaviska Enskilda Banken AB

Switzerland UBS AG

Taiwan R.O.C Central Trust of China

Thailand Standard Chartered Bank Thai Public Company Limited

Togo via Societe Generale de Banques en Cote dIvoire Abidjan Ivory Ccast

Trinidad Tobago Republic Bank Limited

Tunisia Bangue Internationale Arabe de Tunisie

Turkey Citibank A.S

Uganda Barclays Bank of Uganda Limited
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Ukraine INC Bank Ukraine

United Arab Emirates HSBC Bank Middle East Limited

as delegate of The HongkOflg and Shanghai Banking Corporation Limited

united Kingdom State Street Bank and Trust Company United kingdom Branch

/ThBLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORE

SUBCUSTODIANS

TABLE
CAPTION
COUNTRY SUBCUSTODIAN

Uruguay BankBoStOfl N.A

Venezuela Citibank N.A

Vietnam The Hangkong and Shanghai Banking Corporation Limited

Zambia Barclays Bank of Zambia Plc

Zimbabwe Barclays Bank or z1nbawe Limited

fTABLE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING 114 NETWORK MARKETS

TABLa
CAPTION
COUNTRY DEPOSITORIES

Argentina Caja de Valores S.A

Australia Austraclear Limited

Austria OesterreichisChe Kontxollbank AG

Wertpapiersalfllflelbaflk
DiisiOn

Bahrain Clearing Settlement and Depository System of the Bahrain Stock

Exchange

Bangladesh Central Depository Bangladesh Limited

Belgium Bangue Nationale de Belqique

Euroclear Belgium

Benin Depositaire Central Banque de Reglement

Bermuda Bermuda Securities Depository
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Brazil Central de Custodia de Liquidacao Financeira de Titulos Privados
CETIP

Companhia Brasileira de Liquidacao Custodia

Sistema Especial de Liguidacao de Custodia RELIC

Bulgaria Bulgarian National Bank

Central Depository AD

Burkina Faso Depositaire Central Bangue de Reglement

Canada The Canadian Depository for Securities Limited

Chile Deposito Central de Valores S.A

Peoples Republic china Securities Depoaitory and Clearing Corporation Limited
C/TABLE

PAGE

SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK
DEPOSITORIES OPEBATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITDRIES

of China Shanghai Branch

China Securities Depository and Clearing Corporation Limited
Shenzhen Branch

Colombia Deposito Central de valores

Depoaito Centralizado dc Valores de Colombia .A DECEVAL

Costa Rica Central de Valores S.A

Croatia Szedisnja Depozitarna Agencija d.d

Cyprua Central Depository and Ceotral Registry

Czech Republic Czech National Bank

Stredisko cennych papiru Ceska rapublika

Denmark Vaerdipapircentralen Danish Securities Center

Egypt Misr for Clearing Settlement and Depository S.A.E

Central Bank of Egypt

Eatonia AS Eesti Vasrtpaberikeskus

Finland Suomec Arvopaperikeakus Oy

Francs Euroclear France

Germany Clearatream 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

GuineaBiassu
Depositaire central Banque de Reglement

c/TABLE

PAGE
SCME0ULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MABXETS

TABLE
cAPTtON
COUNTRY

DEPCSITORIES

CC

Hong Kong
central Moneylnarkets

Unit

Hong Kong securities clearing Company Limited

Hungary
KorpOnti ElszaIflolOhaZ 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 IndOneeia

PT Kustodisn sentral Efek Indonesia

Israel
Tel Aviv Stock gxchange Clearing House Ltd TASE clearinghouse

Italy
Monte Titoli S.p.A

Ivory Coast
Depositaire central Banque de Regleflient

Jamaica
JamaiCa Central securities Depository

Japan
Bank of Japan Net System

Japan Securities Depository
Center JASDEC Incorporated

Jordan
securities Depository

Center

Kazakhstafl
central securities DepositorY

Kenya
central Depository and settlement corporation Limited

central Bank of Kenya

c/TABLE

PAGE
SCHEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS
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TABLE
CCAPTION

COUNTRY DEPOSITORIES

CC
Republic of Korea Korea Securities Depository

Latvia Latvian Central Depository

Lebanon Banque du Liban

Custodian and Clearing Center of Financial Instnneents for Lebanon and
the Middle East Nidclear S.A.L

Lithuania Central Securities Depository of Lithuania

Malaysia Bank Negsra Mslaysia

Bursa Malaysia Depository Sdn Bhd

Mali Depositaire Central Banque de Reglement

Malta Central Securities Depository of the Malta Stock Exchange

Nsuritius Bank of Mauritius

Central Depository and Settlement Co Ltd

Mexico S.D INIJEVAL S.A de C.V

Morocco Maroclear

Namibia Bank of Nemibia

Netherlands Eurcclear Nederland

New Zealand New Zealand Central SecuritIes Depository Limited

Niger Depositsire Central Banque de Reglement/TABLE

PAGE

SCMEDULE

STATE STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DBPOSITORIES

CS
Nigeria central Securities Clearing System Limited

Norway Verdipapirsentralen Norwegian Central Securities Depository

Oman Muscat Depository Securities Registration Company SAOC

Pakistan Central Depository Company of Pakistan Limited

State Bank of Pakistan

Palestine Clearing Depository and Settlement department of the Palestine
Stock Exchange

Panama Central Latinoamericana de Valoras S.A Latinclear
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Peru Caa de Valores Liquidaciones Institucion de

Compensacion Liquidacion de Valores 5.A

Philippines Philippine Depository Trust Corporation

Regi.stry of Scripless Securities ROSS of the Bureau of Treasury

Poland Rejestr Papierow Wartosciowych

1rajowy Depozyt Papierow Wartoaciowych S.A

Portugal INTnRBOLSA Sociedade Gestora do Sistemaa do Liquidacao de Sistemas

Centralizadoo do Valores Mobiliarios SA

Qatar Central Clearing and Registration CCR

department of the Doha Securities Narket

Romania Bucharest Stock exchange Registry Division

National Bank of Romania

Russia Vneshtorgbank Bank for Foreign Trade of the Russian Federation

/ThBLE

PAG

SCHEDULE

SWAPS STREET

GLOBAL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTrON
COUNTRY DEPOSITORIES

Senegal Depositire Central Banque de Regleinent

Serbia Central Registrar and Central Depository for Securities

Singapore The Central Depository Pte Limited

Monetary Authority of Singapore

Slovak Republic Neodna bazika slovenaka

Centralny depozitar cennych papieror SR a.s

Slovenia KDD Centralna klirinsko depotna druzba dd

South Africa Share Transactions Totally Electronic STRAFE Ltd

Spain IBERCLEAR

Sri Lanka Central Depository System Pvt Limited

Sweden Vardepapperscentralen VPC AB

Swedish Central Securities Depository

Switzerland Segalntersettle AG SIB

Taiwan R.O.C Taiwan Depository and Clearing Corporation

Thailand Thailand Securities Depository Colnpny Limited
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Togo Depositaire Central Banque de Reglement

Trinidad and Tobago Trinidad and Tobago Central Bank

Tunisia Societe Tunisienne Interprofesslonelle pour la Compensation
/TABLE

PAGE

SCKEDJLE

STATE STREET

LOBPL CUSTODY NETWORK

DEPOSITORIES OPERATING IN NETWORK MARKETS

TABLE
CAPTION
COUNTRY DEPOSITORIES

et de Depots des Valeurs Mobilieres STICODEVAM

Turkey Central Bank of Turkey

Central Registry Agency

Uganda Bank of Uganda

Ukraine Mizhregionalny Fondovy Sour

National Bank of Ukraine

United Arab Emiratee Clearing and Depository Syatam

department of thern Dubai Financial Market

United Kingdom CreatCo

Uruguay Banco Central del Uruguay

Venezuela Banco Central de Venezuela

Caja Venezolana de Valores

Vietnam Vietnam Securities Depository

Zambia Bank or Zambia

LUBE Central 5hare Depository Limited

TRANSNAT IONAL

Euzoclear

Clearetream Banking S.A
TLE

PAGE

SCHEDULE

MARKET INFORMATION

TABLE
CAPTION
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PUBLICATION/TYPE OF INFORMATION BRIEF DESCRIPTION

SCHEDULED FREQUENCY

The Guide to Custody in World Markets .n overview of settlement and safekeeping procedures

hardcopy annually and regular custody practices and foreign investor considerations for

website updates the markets in wbich State Street offers custodial servicea

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

it 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

an integral part of the materials thet State Street provides

to its U.S mutual fund clients to maet informational

obligations created by SEC Rule 17f7

Global Legal Survey With respect to each market in which State Street offers

annually custodial aervices 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 SubCustodian or Foreign Securities Systern iii
funds ability to recover in the event of loss by

Foreign SubCustodian or Foreign Securities System and iv
the ability of foreign investot to convert cash and cash

equivalents to U.S dollars

Subcustodian Agreenents 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 Mvisories For those markets where State Street offers custodial

as necessary services that exhibit special risks or infrestructures

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 Informational letters and accompanying 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
/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 and 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 inanediately 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 terurs of this Addendum

and you wilt cooperate with State Street in seeking injunctive or other

equitable relief You agree to discontinue use of th Systems and Remote Access

Services if requested for any security rØÆsons 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 nd 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

PropriStary 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 licensors 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

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 Aithorized 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 sources 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 yourself 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 ta 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

LimitQd 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 Systems and Remote Access Services are provided AS IS and

you and your Authorized 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 to you or your Acthorized 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 nonperforinance under this Addendum arising out of

any cause or event beyond such partys control

EXCEPT AS EXPBESSLY SET FORTH IN THIS ADDENDUM STATE STREET FOR ITSET.F ANO

ITS REL.EVANT LXCENSORS SPHESSLY DISCLS.IMS MW MiD ALL WARRANTIES CONCERNTh1G THE

SYSTEM AND THE SERVICES TO BE RENDERED HEREUNDER WHETHER EXPRESS OR IMPLIED
INCLUDING WITHOUT LIMITATION ANY W5RRNTY OF MERCHANTIRILITY OR FIrNESS FOR

pARTXULAR puoss

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 State 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

State Street in the defense of such clefin 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 Stats

Streets sole option to procure for you the right to continue using such

System or Remote AcceSs Services ii replace or modify such System or Remote

Access Services so that the System or the Remote Access 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 or notice from you
to State Street of termination or ii immediately or 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 shsll 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 signature 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 such series acting for itself

severally and not jointly

HARTFORD SERIES RIND INC

By IsI Tamsre Fagely

Name Tamars Fagely
Title Vice President

THE HARTFORD MUTUAL FUNDS INC

By 1sf Tamara Fagely

Name Tamara 1.. Fegely
Title Vice President

THE HARTFORD MUTUAL FUNDS II INC

By /5/ Tamara Fegeiy

Name Tamara Fagely
Title Vice President

HARTFORn HLS SERIES FUND II INC

By /5/ Taniara 1. Fagely

Name Tsxnara Fsgsly

Title Vice President

HARTFORD INCOME SHARES FUND INC

By /5/ Tantara Fagely

Name Tanlara Fagely
Title Vice president

http//www.sec.gov/ArchivesfedgarIdatall0064l 5/000095013507001 6591b64571 evexv99w.. 2/1/2011

0000841



Case 21 cv-01 083-DMC -JAD Document 3-2 flIed 03104111 Page 44 of 80 PagelD 645

Page 43 of 43

/TEXT
JOOCUMENT

http/fwww.secgov/Archives/edgar/data/1 006415/000095013507001659/b64S7levexv99w.. 2/1/2011

0000842



Case 21 -cv-01 O83DMC -JAD Document 3-2 Fited 03/04/11 Page 45 of 80 PagetD 846

EXEI

OO0O84



Case 211 -cv-01 083-DMC -JAD Document 3-2 Filed 03/04/11 Page 46 of 80 Page ID 847

Page of 12

DOCUMENT
TYFEEX99.H
SEQUENCE5
FILENAMEb62326lcezv99whwxiy txt

DESCRIPTIONTRANSFER AGENCY AND SERVICE AGREEMENT

TEXT
PAGE

EXECUTION COPY

Exhibit h.1

TRANSFER AGENCY AND SERVICE AGREEMENT

AGREEMENT made as of the day of February 2006 by and among The Hartford

Mutual Funds Inc Mazylartd corporation having its principal office and

place of business at 200 Hopmeadow Street Simabury Connecticut 06089 arid

Hartford Mutual Funds II Iric Maryland corporation having its principal

office and place of business at 200 Hoprneadow Street Simsbury Connecticut

06089 together the Funds and Hartford Administrative Services Company

HASCO having its principal office and place of business at 500 Bielenberg

Drive Woodbury Minnesota 55125 This Agreement is intended to take effect as

if entered into among the 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 IASCO 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 APEOINTMENT DUTIES OF FIASCO

1.1 Subject to the terms and conditions set forth in this Agreement the

Funds on behalf of the Portfolios hereby employ and appoint FIASCO to

act as and FIASCO 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 Porttolios 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 FIASCO shall

Receive for acceptance orders for the purchase of Shares
and promptly deliver payment and appropriate documentation

thereof to the custodian of the Funds the Custodian

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 fcr 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
PortfolioF and effect as requested by Shareholders the
reinvestment thereof

viii Maintain Shareholder account records and advise the Funds
and their Shareholders as to the foregoing

ix Record the issuance of shares of the Funds and maintain
pursuant to SEC Rule l7Ad-lOe record of the total number
of Shares that are authorized issued and outstanding HASCO
shall also provide the Funds on regular basis with the
total number of shares that are authorized issued and

outstanding and shall have no obligation when recording the
issuance of shares to be responsible for any laws relating
to the issue or sale of such shares which function shall be
the sole responsibility of the Funds and

Upon instruction from the principal underwriter of the
Funds deduct applicable front end sales charges from

purchase payments and applicable deferred sales charges from

redemption payments and remit them to the appropriate party

In addition to the services set forth in paragraph HASCO
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 ILS resident and nonresident 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

distributicnS 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 trovide 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 Funds blue sky State

registration status is solely limited to the initial

establishment of transactions subject to blue sky compliance by

the Funds and the reporting of such transactions to the Funds as

provided above

Cd HASCO may in its discretion and without further consent on the

part of the Funds subcontract with sub-transfer agent or

brokerdealer each Designated PartnerT for the performance

of HASC0s 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 arid 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

H1.SCO shall provide additional services on behalf of the Funds

e.g escheatmeflt services which may be agreed upon in writing

between the Funds and IASCO

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

3--

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 HASCO

shall agree to provide HASCO with information regarding

trading in Fund shares by participant accounts sufficient to
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enable HASCO to enforce the market timing policy set forth in the

Funds prospectus and ii to the extent required by Rule 22c-2
under the Investment Company Act of 1940 to execute HASCOs
instructions to restrict or prohibit further purchases or

exchanges of Fund shares by specific participant who has
violated the Funds policy

HASCO hereby acknowledges receipt of copy of the Funds
anti-money laundering CANL compliance program and HASCO

agrees to implement the requirements of the NL compliance

program with respect to purchases of the Funds shares In
accordance with mutually-agreed procedures HASCO 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 HASCO and the Funds retain legal

responsibility under the USA PATRIOT Act for ANL compliance with

respect to transactions in their shares HASCO agrees to
cooperate with any request from examiners of United States

Government agencies having jurisdiction over the Funds for

information and records relating to the Funds ANL program and

consent.s 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 riot

publicly available information and any information derived
therefrom HASCO must not use or disc.ose Nonpublic Personal
Information for any purpose other than to carry cut the purpose
for which Nonpublic Personal Information was provided to HASCO as
set forth in this Agreement and agrees to cause its employees
agents representatives or any other party to whom HASCO may
provide access to or disclose Nonpublic Personal Information to
limit the use and disclosure of Nonpublic Personal Information to
that purpose HASCO agrees to implement appropriate measures

designed to ensure he security arid 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 HASCO may provide
access to or disclose Nonpublic Personal Information to

implement appropriate measures designed to meet the objectives
set forth in this paragraph With respect only to the provi1ons
of this Section EASCO agrees to indemnity 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 os thc result of material

breach of Lhe 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 nct 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 d.ty 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 HASCO an annual

maintenance fee the TA Fee1 for each Shareholder Participant

Account as defined below per Portfolio according to the Fee Schedule

attached hereto as Exhibit Such fees and out-of-pocket expenses and

advances identified under Section 2. below may be changed from time

to time subject to mutual written agreement between the Funds and

HASCO Shareholder Participant Account shall mean any

shareholder account maintained on the books and records of HASCO ii
any shareholder account maintained on the books and records of

Designated Partner appointed by HASCO pursuant to Section 1.2d and

iii the account of any plan participant that is beneficial owner

of Shares which is maintained on the books and records of TPA

engaged by HASCO pursuant to Section 1.2e

2.2 Unless otherwise provided in Exhibit hereto in addition to the fee

paid under Section 2.1 above the Funds agree on behalf of each of the

Portfolios to reimburse HASCO for reasonable out-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

5.-

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 HASCO by the Funds at least

seven days prior to the mailing date of such materials
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REPRESENTATIONS AND WARRANTIES OF IIASCO

HASCO represents and warrants to the Funds that

3.1 It is corporation duly organized and existing and in good standing
under the laws of Minnesota

3.2 It is duly qualified to carry on its business in the State of

Minnesota and is duly registered as transfer agent pursuant to

Section 17Ac of the Securities Exchange Act of 1934 as amended

3.3 It is empowered under applicable laws and by its Charter and By-Laws
to enter into and perform this Agreement

3.4 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 desigüed 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 jnto and perform this Agreement

43 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 orqualification 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

HASCO 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

Info rmat ion

to refrain from obtaining unauthorized access to any portion of

the Proprietary Information and if such access is inadvertently

obtained to inform in timely manner of such fact and dispose

of such information in accordance with FIASCOs instructioflsF

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 1-IASCO 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 fIASCO 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 iot limited to the accuracy thereof DATA ACCESS

SERVICES AND ALL COMPUTER PROGRAMS AND SOFTWARE SPECIFICATIONS USED IN

CONNECTION THEREWITH ARE PROVIDED ON AN AS IS AS AVAILABLE BASIS

HASCO EXPRESSLY DISCLAIMS ALL WARRANTIES EXCEPT THOSE EXPRESSLY STATED

HEREIN INCLUDING BUT NOT LIMITED TO THE IMPLIED WARRANTIES OF

MERCHANTABILITY AND FITNESS FOR PARTICULAR PURPOSE

2/3/2011
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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 hold HASCO harmless from and

against any and all losses damages costs charges reasonable

counsel fees ayxnents 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

Cc 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

Cd The reliance on or the carrying out by HASCO or its agents or

subcontractors of any instructions or requests of the Funds on

behalf of the applicable Portfolio

The offer or sale of Shares in violation of any requirement under

the federal securities laws or regulations or the securities laws

or regulations of any state or in violation of any stop order or

other determination or ruling by any federal agency or any state

with respect to the offer or sale of such Shares in such state
unless such violation is the result of HASCOs or I4ASCOs

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 tc 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 omtted 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 TPAs shall also be

protected and indemnified in recognizing stock certificates which are

reasonably believed to bear the proper manual of facsimile signatures

of tie 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 HASCO shall indemnify arid

hold the Funds harmless front ar.d against any and all losses damages
costs charges reascoable cotrnsel fees payments expenses and

liability arising out of or attributable to failure by kASC0 to comply
with the terms of this Agreement due to HASCOs negligence or willful

misconduct or the breach of any representation or warranty of HASCO

hereunder

64 In the event either party is unable to perform its obligations under

the terms of this Agreement because of acts of God strikes equipment

or transmission failure or damage reasonably beyond its control or

other causes reasonably beyond its control such party shall not be

liable for damages to the other for any damages resulting from such

failure to perform or otherwise from such causes

PAGE

Notwithstanding the above HASCO shall not be excused from liability

in the event any telecommunications power or equipment of HASCO its

agents or subcontractors failures could have been avoided or

minimized by such parties having maintained adequate industry standard

backup systems or plan and disaster recovery plan

6.5 In order that the indemnification provisions contained in this Section

shall apply upon the assertion of claim for which the Funds may
be required to indemnify 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 fiASCO in the defense of such claim or to

defend against said claim in its own name or in the name of HASCO
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 FundsT 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

te obligation only of such Portfolio or Portfolios srtd of no other

Portfolio

1ANDARD OF CARE

HASCO shall at all times act in good faith and agrees to use due care and

its best efforts within reasonable limits to insure the accuracy of all services

performed under this Agreement but assumes no responsibility and shall not be

liable for loss or damage due to errors unless said errors are catsed 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 arid 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 ELASCO 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 fIASCO 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 cr 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 /5/ Robert Arena

Name Robert Arena
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Title Vice President

THE HARrFORD 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 /sf Denise Settimi

Name Denise Settimi

Title Operations Off icer

13

PAGE

EXIIT

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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TYPEEX99 XIX
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FIENANEb6864 3alexv99wxhyxxixy .txt

DESCRIPTIONTRNSFER AGENCY FEE WAIVER AGREEMENT

TEXT
PAGE

Exhibit XIX

TRPNSFER AGENCY FEE WAIVER AGREEMENT

THIS AGREEMENT dated as of February 2000 between The Hartford Mutual

Funds Inc arid The Hartford Mutual Funds Inc each Company and

collectively the ITCompaniesPi on behalf of each series of the Companies each
lurid 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 arid

WHEREAS each Company arid the Transfer Agent desire to enter into the

arrangements described herein relating to the transfer agency fees of the Funds

NOW THEREFORE each Company and the Transfer Agent hereby agree as

follows

For the period commencing November 2007 through February 28 2009
the Transfer Agent hereby agrees to reimburse any portion of the transfer agency

fees over 0.3O of the average daily net assets per fiscal year for each class

of shares for each Fund

The reimbursement described in Section above is riot subject to

recoupment by the Transfer Agent

The Transfer Agent understands and intends that the Funds will rely on

this Agreement in preparing and filing amendments to the registration

statements for the Companies on Form N-lA with the Securities and Exchange

Commission in accruing each Funds expenses for purposes of calculating its

net asset value per share and for certain other purposes and expressly

permits the Funds to do so

This Agreement shall renew automatically for oneyear terms unless the

Transfer Agent provides written notice of termination prior to the start of such

term
PAGE

IN WITNESS WHEREOF the parties hereto have executed this Agreement as of

the date first above written

THE HARTFORD MUTUAL FUNDS INC

Name /sf Tamara Fagely

Tamara Fagely

Title Vice President Treasurer and

Controller
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THE HARTFORD MUTUAL FUNDS II INC

Namer 1sf Tainara Fagely

Tarnara Fagely

Title Vice President Treasurer and

Controller

HARTFORD ADMINISTRATIVE SERVICES COMPANY

Name 1sf Robert Arena

Robert Arena

Title Director and Senior Vice

President

/TEXT
IDOCGMENT
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TYPEEX9 E.1
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DESCRIPTIONPRINCI PAL UNDERWRITING AGREEMENT

TEXT
PAGE

EXHIBIT 99.ei

PRINCIPAL UNDERWRITING AGREEMENT

The ITT Hartford Mutual Funds Inc the Company
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

July 22 1996

Hartford Securities Distribution Company Inc
20C Hopmeadow Street

Sinisbury CT 060R9

Re Underwriting Agreement

Gentlemen

The Company is Maryland corporation registered as an investment company
under the Investment Company Act of 1940 as amended the 1940 Act and has

shares of capital stock hereinafter the Shares representing interests in

investment portfolios of the Company hereto individually the Fund and

collectively the Funds which are registered under the Securities Act of 1933
as amended the 1933 Act and securities acts of various states and

jurisdictions

You have informed us that your company Hartford Securities Distribution

Company HSD is registered as broker-dealer under the provisions of the
Securities Exchange Act of 1934 the 1934 Act and that HSD is member in

good standing of the National Association of Securities Dealers Inc You have

indicated your desire to become the exclusive selling agent and principal

underwriter for the Company We have been authorized to execute and deliver this

Agreement to you which Agreement has been approved by vote of majority of

the companys directors the Directors who are not parties to such Agreement
or interested persons of any party thereto cast in person at meeting called

for the purpose of voting on the Approval of this Agreerrent

PAGE

Appointment of Underwriter Upon the execution of ths 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 desirable from

tine to time This Agreement shall not however be construed as authorizing any
dealer or other person to accept orders for sale or repurchase on our behalf or

to otherwise act as our agent for any purpose

Offering Price Shares shall be offered for sale at price

equivalent to their net asset value plus as appropriate variable percentage
of the public offering price as sales load as set forth in the Companys
Prospectus for the Shares as amended from time to time On each business day on

which the New York Stock Exchange is open for business we will furnish you with

the net asset value of the Shares which shall be determined and become

effective as of the close of business of the New York Stock Exchange on that

day The net asset value so determined shall apply to all orders for the

purchase of the Shares received by dealers prior to such determination and you
are authorized in your capacity as our agent to accept orders and confirm sales

at such net asset value provided that such dealers notify you of the time when

they received the particular order and that the order is placed with you prior
to your close of business on the day on which the applicable net asset value is

determined To the extent that our Shareholder Servicing and Transfer Agent

collectively Agent and the Custodians for any pension profit-sharing
employer or self-employed plan receive payments on behalf of the investors such

Agent and Custodians shall be required to record the time of such receipt with

respect to each payment and the applicable net asset value shall be that which

is next determined and effective after the time of receipt by them In all

events you shall forthwith notify all of the dealers comprising your selling

group and the Agent and Custodians of the effective net asset value as

received from us Should we at any tine 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 P1ans 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 oy 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 Ho 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 writter 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 ir the

PAGE

Companys current Prospectus to our Directors and officers our investment

manager and its affiliates and/or any subadviser 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

connecion with the sales and distribution of Shares of the Company

expenses pertaining to the preparation of our aucited 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 Prosectuses 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 whic-i

are sent to our existing shareholders

iv filing and other fees to federal and state securities

regulatory authoritie.s necessary to register and maintain

registration of the Shares and

expenses of the Agent including all costs and expenses in

connection with the issuance transfer and registration of the

Shares including but not limited to any taxes and other

governmental charges in connection therewith

Except to the extent that you are entitled to reimbursement

under the provisions of any of the Distribution Plans for the Company you will

pay the following expenses

PAGE

expenses of printing additional copies of the Prospectuses

and Statement of Additional Information and any amendments or

supplements thereto which are necessary to continue to offer

our shares to the public

ii expenses pertaining to the preparation excluding legal

fees and printing of all amendments and supplements to our

Registration Statements if the Amendment or supplement arises

from or is necessitated by or related to your including your
Parent activities where those expenses would not otherwise

have been incurred by us and

iii expenses pertaining to the printing of additional

copies for use by you as sales literature of reports or

other 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
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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 Additior.al 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

Yom shall comply with the applicable federal and state laws and

regulations where our Shares are offered for sale and conduct your affairs with

us arid with dealers brokers or investors in accordance with the Rules of Fair

Practice of the National As3ociation 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 to us the full amount of any sales commission net of

allowances to dealers or brokers allowed to you on the original sale arid will

promptly upon receipt thereof pay to us any refunds from dealers or brokers of

the balance of sales commissions reallowed by you We shall notify you of such

tender for

PAGE

redemption within ten 10 days of the day on which notice of such tender for

redemption is received by us

13 Other Activities Your services pursuant to this Agreement shall

not be deemed to be exclusive and you may render similar services and act as an

underwriter distributor or dealer for other investment companies in the

offering of their shares

14 Tens 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 paymext 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 open-end investment company As used

herein the terms Net Asset Value Offering Price Investment Company
OpenEnd Investment Company Assignment Principal IJnderwriter
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

PACE

If the foregoing meets with your approval please acknowledge your

acceptance by siqning below whereupon this shall constitute binding agreement

as of the date first above written

Very truly yours

ITT Hartford Mutual Funds Inc
on behalf of

ITT Hartford Capital Appreciation Fund

ITT Hartford Dividend and Growth Fund

ITT Hartford International Opportunities Fund

ITT Hartford Small Company Fund

ITT Hartford Stock Fund

ITT Hartford Advisers Fund

ITT Hartford Bond Income Strategy Fund

ITT Hartford Money Market Fund

By Is Pndrew Kohnke

Print Name Andrew Kohnke

Its Vice President

Agreed to and Accepted

Hartford Securities Distribution Company Inc

By Is Peter Cummins

Print Name Peter Cununins

Its Vice President

/TEXT
DOCUMENT
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DESCRIPTIONTAX4END TO PRINCIPAL UNDERWRITING AGRMT

TEXT
PAGE

EXHIBIT 99.eiii

AMENDMENT NUMBER TO PRINCIPAL tflIDERWRITING AGREEMENT

Effective July 22 1997 the following section is added as Section 19 to the

Principal Underwriting Agreement

19 SubAccounting Services In addition to your traditional distribution

functions you are authorized to appoint sub-agents to perform subaccounting

services as long as you have determined that the services are necessary for

the Company and not duplication of services performed by the Companys

transfer agent the 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 statemeitS 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 /s/ Peter Cuinmir.s

Peter Cummins

Vice President

/TEXT
/DOCtJMENT
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DESCRIPTIONFtJND 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 arid between

the mutual funds listed on Schedule each Fund and together the Funds
and HARTFORD LIFE INSURANCE COMPANY the Fund Accountant Connecticut

corporation

WHEREAS the Funds are comprised of one or more registered open-end
diversified management 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 arid 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

arid sales of Funds Shares less cash needed for redemptions and settlement of

portfolio purchases and such other similar services with respect to Fund as

may be reasonably requested by the Funds With regard to securities for which

market quotations are available the Fund Accountant may use one or more

external pricing services as selected and authorized by the Fund on the Pricing

Authorization Form attached hereto as Schedule The Fund Accountant will keep

and maintain the following books and records of each Fund pursuant to Rule 31al
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 arid

interest received as required by subsection of the Rule separate

ledger accounts required by subsection
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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 31a-2 under the 1940 Act

the records required to be maintained by Rule 31a1 under the 1940 Act Fund

Accountant may delegate some or all of its responsibilities under this Agreement
with the consent of the Funds which will not be unreasonably withheld

COMPENSATION

In consideration of services rendered and expenses assumed pursuant to this

Agreement each of the Funds will pay the Fund Accountant on the first business

day of each month or at such times as the Fund Accountant shall request and

the parties hereto shall agree fee calculated at the applicable annual rate

set forth on Schedule hereto Net asset value shall be computed at least once

day as set forth in the Funds prospectuses Upon any termination of this

Agreement before the end of any month the fee for such part of month shall be

payable upon the date of termination of this Agreement

The Fund Accountant will from time to time employ or associate with such

person or persons as the Fund Accountant may believe to be partibularly 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 coaunissionE 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 tne 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 withaeld and may not be

withheld where the Fund Accountant may be exposed to civil or criminal contempt

proceedings for failure to comply when recuested 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 arid

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 indenuiify 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 ar.d expenses
including without limitation attorneysT fees and disoursements 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 20D0 and may be

terminated upon at east 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 specific
written consent of the other party which in the case of assignment to an

àffi1ite 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 /s/ David Znamierowski

David Znamierowski President

Hartford Life Insurance Company
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By /5/ 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 iigh Yield Fund

The Hartford International Opportunities Fund

The Hartford MidCap Fund

The Hartford Money Harket 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 reasonabiiity of security prices for each Fund

TABLE
CAPTION
SECURITY TYPE SOURCE/TYPE OF QUOTE TOLERANCE LEVEL GENERAL BACK-UP

Bonds domestic IDC/Broker Quotes 1% Broker Quotes

Equities domestic Reuters/last sale or mean 5% Bloomberg

between bid and ask if no

last sale

Bonds foreign IDC/Broker Quotes 1% Broker Quotes

Equities foreign IDC/ last sale or mean 5% Bloomberg

between last bid and ask

if no last sale

/TABLE

PAGE
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SCHEDULE

to the Funding Accounting Agreement

MUTUAL FUND ACCOUNTING FEES

TABLE
CAPTION
AGGREGATE FUND NET ASSETS ANNUAL FEE

Assets 1.5 Basis Points

/TABLE
/TEXT
/DOCUMENT
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cDESCRI PTIONSHARE PCJRCHASE AGREEMENT

TEXT
PAGE

THE HARTFORD MUTUAL FUNDS INC
THE HARTFORD MUTUAL FUNDS II INC

SHARE PURCHASE AGREEMENT

HARTFORD LIFE INSURANCE COMPANY THL 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 of
the 3rd day of May 2004 with THE HARTFORD MUTUAL FUNDS INC and THE HARTFORD
MUTUAL FUNDS It INC each an open-end management investment company teach
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
ilL Payment for shares shall be made directly to the Fund by ilL 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 ilL 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 ilL elects to receive all such

dividends or distributions in the form of additional Fund shares ilL

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
ilLs 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

lgreement 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 ilL in timely manner and in sufficient

number to allow distribution by ilL to each owner of or participant under

Contract annual and semiannual reports of the Funds condition and

ii any other Fund shareholder notice report or document required by law

to be

http//www.sec.gov/Arcbives/edgar/datail 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

Cc HL represents that it has registered 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

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

HL shall not make any representation concerning Fund shares except those

contained in the ther 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

Upon assignment of this Agreement unless made with the written

consent of the other party to this Agreement

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

httpI/www.sec.gov/Archives/edgar/dataJlOO64l 5/000095013504002722/bSO65Oinfexv99W.. 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 HL

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 HL will to the extent required by
law distribute proxy materials applicable to the Series to eligible

Contract owners solicit voting instructions from eligible Contract owners

Cc vote the Series shares in accordance with instructions received from

Contract owners Cd 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 0ERISA will refrain from

voting shares for which no instructions are received if such shares are held

subject to the provisions of ERISA

PAGE

Dated May 2004

THE HARTFORD MUTUAL FUNDS INC

By Is David Znamierowski

David Znainierowski

THE HARTFORD MUTUAL FUNDS II

By Is David Znamierowski

David Znamierowski

http//www.sec.gov/Archives/edgar/data/1 006415/00009501 3504002722/b5O65Omfexv99w.. 2/1/2011
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HARTFORD LIFE INSURPIICE COMPANY

By is Eric Wietsma

Eric Wietsma

c/TEXT
c/DOCUMENT
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MUTUAL FUND ADVISORY FEES NEW EViDENCE

ANI FAIR FIDUCIARY DUTY TEST

JOHN FREEMAN STEWART BR0wN STEVE POMERANFZ

Infroductiofl

Anyone looking for truly good investment should not consider mutual

fund instead the choice should be stock in mutual fund sponsor Nobel

Laureate Paul Sainuelson 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 thc bar And invcsted in. management company

The mutual fund industry is financial force in this country managing

assets for more than 90 million Americans roughly half the nations

households2 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 Caiolina

B.BA. 1967 J.D. 1970 University of otreDaine LL.M. 1976 University ofPennsylvania

Member Ohio and South Carolina Bars

Professor of Finance Emeritus Florida State University n.S.B.A 1970 M.B.A

1971 PhD 1974 Unis-ersityofFlorida

BA 1981 Queens CollegeCity University ofNew York 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 fund shareholders in litigation challenging the fairness of imitual

fund fccs

MatualFundLegrrkztionofl967HearingonS 1659 Before the Comm onBanldng

and Currency 90th Cong 3531967 testimony ofPaul Samuelson ThciwcmcntpaidofL

IcL Ruth SimontfuwFwds GeRkhuJ Your Expense MOynY Feb 1995 atl3O 131

11 is for more lucrative to own mutual fund company than to invest in the companys

pmduct
lNv Co INsT 2006INvESTMENrCOMPANYFACTBOOK46thed 2006 available at

http-J/www.ici.orgIpdfT2006_factbook.pdf According to one industry insider most o1 the

money saved by Americans from 1999-2001 as used to purchase mutual fund shares See

John Bogle Founder anLI Former CEO The Vanguard Group The End of Mutual Fund

Dominance Keynote Address Before the Financial Planning Association Apr 25 2002

iranscriptavailableahttp.J/www.vanguardcomIbog1e_site/sp20020425.htmlliOtiflgthat$32O

billion was used to purchase fond shares out of 355 billion in savings
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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 fbe case described the boards relationship with its fund as

virtually unscverablc.4 Because ofthis unseverable relationship the flind

is usually limited to buying adviscny services from single provider Fees

which compensate advisers for portfolio management are negotiated annually

between the adviser and ifs captive funds board.5 But because the adviser

dominates the board the fuc negotiation cannot truly be arms-length

Consequentlydespite ftmctioninginatightly regulated environment 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 poorperformance.3 us 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

managcmcntselccting 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 scrvicc fund sponsors deliver While fund advisers or their affiliates

typically derive revenue from distributing the funds shares or peilonning

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 John Freeman The Mutual FundDistributlcnFrpense 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 ofthe advisers who sel

then up The United States Supreme Cou cognized this reality inBurks Las/thr 441 U.S

471 1979 observing that fluid cannot as practical matter sever its relationship with the

adviser IcL at 481 quoting REP No 91-184 at 1969 as reprinted in 1970

U.S.C.C.A.N 4897 4901
In the words of former 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 Spailcirian at Nov 1974 quoted in John Freeman

Marketing Mutual Funds and IndlvldüalLfe Insurance 28 S.C REV 771976

In an exception to thie rule in 2002 Japan Funds directors and shareholders agreed

to hire FidelityManagement Research to manage thc funds portfolio shunning Deutsche

Bank affiliate See Ian McDonald Seven Questions WAIL ST ONLINE Dcc 23 2002 on

file with the authors
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advisory income from portfolio management is the fund advisers profit

center8

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 articleexamines 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

confimiing 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 aims-length bargaining
with fund advisers This comparison

demonstrates that advisory fees are set at rates that enable fund sponsors
to

earn economic profitsprofilS typically 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 ore ir end

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 even for mutual funds that charge sales loads to inuoming

investors See Sec Exch Commn Historical Socy Rotmdtable on Investment Company

Regulation 94 Dcc 2002 remarks of Joel Goldberg former Director of Investment

Management Securities and Exchange Commission available at http/f

lNVl2O4TranscriPt.Pdf

COMMN PUBLIC POLICY

89-23371966

PPI STUDY

John Freeman Stewart Brown Mutual Fund AdvLrory Fees The Cost of Conflicts of

Interest 26 CORP 6092001 The Freeman Brown article will be referred to textually

as Frownan-BrOwn

10 The concept ofeoononiic profits is discussed infra note 26 and accompanying text

II See John CoatcsIVR.GlCflflHt1bbard Camp

Evidence and impilcationsfor Policy 33 Com.L 151 2007 This article will be referred

to textually as Coates.Hubbard Baukgroufld concerning different versions of Coatcs

Hubbard is set forth infra
note 79

12 Investment Company Act of 1940 36b 15 U.S.C SOa-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 Ane1 Mrnagement Inc.4 created an unworkable unfeir

scavenger hunt-slyle 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 Garrenberg

pemiiis 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 Gartenberg to bar use at trial of the best evidence

of fair pricing for investment portfolio advisoy servicesprices charged by

investment advisers managing investment portfolios in the free maskct1

The current system for evaluating mutual fund advisory fees is failure

Gartenberg and its progeny ibil to account sufficiently for the structurally anti-

competitive nature of the fund industry and have allowed fund fees to float

ever higher free from the competitive markets gravitational pull This article

calls for re-orientation in the way fund advisory fees are evaluated We
demonstrate there is free market in which investment advisory services are

priced and sold and we show that this free market pricing can and should

guide pricing in the fund market While we concede the data is sometimes lcss

than pristine the anns-length pricing data drawn from free market

transactions offers necessary reality check usable by both courts in judging

13 See infrapartw.A

14 694 F.2d 923 2d Cit 1982

15 See e.g Gallus Aineriprise Fin Inc 497 Supp 2d 974 982 Mimi2007

Since Gartenberg courts have held that other mutual funds provide the relevant comparison

for measuring feesnot non-mutual fund institutional clients Order Granting Defendants

Motion inLhnine Bakery Am Centwylnv Mgmt Inc.No 04-4039-C V.C-ODSW.D Mo
July 172006 barring introduction of evidepce relaledto non-mutual fund accounts Kalish

Franklin Advisers Inc 742 Sum 1222 1237 S.fl.N.Y 1990 the extent that

comparisons are probative at all mutual fund adviser-manager must he compared with

members of an appropriate universe adviser-managers of similar funds affd 928 F.2d 590

2d Cit 1991 In Kalisli the district court went so far as to suggest that even fee pricing

comparison to similar Vanguard mutual fund managed by an outside adviser was seriously

flawed because Vanguard furnished various administrative services to its fluids on an t-oo5t

basis hi at 1231 1250 Assuming the comparison focuscdpurclyon fees foradvisory services

rendered by the Franklin fluid and the similar Vanguard fund the comparison would not be

seriously flawed The comparison would be highly appropriate

00
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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 cvaluating

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 statutonly-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 favored nation concept demanding that mutual

funds pay price for portfolio management that is no higher than that charged

by the funds adviser or its affiliates when managing the investment portfolios

of third-party customers such as pension funds endowment funds and the

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 on to determine whether advisory fees charged captive

mutual funds by their advisers bear the eannarks of arms-length bargaining

needs to be comparison of the prices paid by the captive funds with actual

prices negotiated in free market transactions byindependent La non-captive

purchasers of similar investment advisory services

Mutual Fund.r Conflicted Management Structure

Any discussion of mutual fund fees must begin with discussion ofmntual

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

industiy-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

coiiscquence
of this conflicted relationship was explained by one industry

pioneer who noted that one almost always finds mutual funds

16 411 U.S 7921973

17 Sec generallyFraernan Brown supro note discussing the structure of mutual fund

fees in relation to pension fund 1es

0000884
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operated by external management companies which seek to

earn high returns for fund investors to besure 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 owit their shares for the same reason that

investors own Microsoft or General Motors To make money for

themselves

The advisers grip on the fund management starts when the fund is formed and

tends to be strong and ertduring.9

Recognizing the inherent conflict of interest between the funds investment

adviser and the fund vthen 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 fiinction.2t

18 John Bogle Honing the Competitive Edge in Mutual Funds Remarks Before the

Smilhsonian Forum Mar 23 1999 transcript on file vith the authors

19 Refirrring to testimony offered by fund industry executives one tbrnier SEC

Commissioner emphasized the advisers dominant position vis--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 isour fund we run

it wc manage it we control it and dont think there is anything wrong

them saying it They werc just admitting what is fact of life

The iiivestzuent adviser does control the fluid

Investment CompunyAclAmeadments of 1967 hearings on Ilk 9510 andH.R 9511 Before

the Subcomm on Commerce FimofthelI Comm on Interstate and Foreign Commerce 90th

Cong 6741967 statement ofManuel Cohen Comnfr Securities ExehasgeConunission

20 Burks Lasker 441 U.S 471484 1979
21 The number of ind.ependenl directotu varies For any funds formed under the special

provisions of section 10d of the Investment Company Act of 1940 15 U.S.C gOa-l0d

2000 only single independent director is required Normally however 40/o of the board

must be comprised of independent directors Id 80a-l0a 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 270.12blbXl2007 In 2004

the SEC proposed rule requiring that funds that rely on certain exemptions suchas Rule 12b-

have supermajority at least 75% ofindependent directors and that an independent director

chair the board See Investment Company Governance Investment Company Act Release No

2632369 Fed Reg 3472 proposed Jan 23 2004 to be codiiied at 17 C.F.R pt 270 The

SEC subsequently adopted Rule 01a7 17 C.F.R. 270.0-1a7 2007 See Investment

Company Govemanoe Investment Company Act Release No 26520 69 Fed Reg 46378

46389 Aug 22004 The original compliance date for the governance changes was January

16 2006 lit Bcfbre the Rule could take effect however the SECS action was attacked in

suit filed by the Chamber of Coxiuucroc ofthe United States The U.S Court of Appeals for the

D.C Circuit subsequently ruled that in promulgating the Rule the SEC had ihiled to satisfy

certain rulemaking requirements remanding the matter to the SEC to address the deficiencies

Chamber of Commerce of the U.S SEC 412 F.ld 133 144-45 D.C Cir 2005 Following

0000885
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In addition the statutory scheme for mutual funds requires fund boards to

approve new portfolio management contract with the ftmds adviser each

year.tm These protections however do little to cure the essential and

underlying conflict affecting mutual fund governance Because the adviser

simultaneously functions as service seller whild controlling the service-buying

fimd thc adviser stmddles both sides of the transaction As we show in the

next part that essential conflict and the resulting lack of arms-length

bargaining leads to excessive fees

IL Mutual Fund Spons
orsYour Best Investment Choice

Just how lucrative the mutual fund management industzy 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%-n 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 planed eighth

place in the stock performance rating with an investment return of 29266%

that defeat the SEC promptly issued release declaring that it had determined not to modifr

or seek further public comment on Its heightened independence requirennta Investment

Company Governance Investment Company Act Release No 26985 70 Fed Reg 39390

July 72005 The Chamber of Comnierce then filed anew petition for review with the D.C

Circuit The court subsequently niled that in addressing the issues remanded to it the SEC

once again erred this time by relying improperly on materials outside the rulemaldng record

Chamber of Commerce of the U.S SEC 443 F.3d 890 909 D.C Cir 2006 Instead of

striking dowe the SECs rulemaking however the court has allowed the SEC to continue to

study the issue IdL This study presumably continues as the SEC has notyct filed its definitive

response

22 See Investment Company Act of 1940 15a 15 U.S.C 80a-15a Under section

15a ofthe Investment Company Actof 1940 the funds financial dealings with its investment

adviser must be governed by written advisory contract Independent directors have special

responsibilities regarding the advisory agreement AmajorityoftheindepcfldentdireCtOrSfrUSt

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 JcL

23 IfOnlyIIIadlJought. USATODAY Apr 162007 at SB available at http//www

usatodtty.conilmuney/top25stocks.htfl1

24 AccordIngtoMorningstaraPriflCiPiadataba5CthCalal
rcturnforthe SP 500 mdcx

overtbepenodvas 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 firnd sponsors confinn that these

management companies earn substantial economic profits sometimes called

economic rents or rents reflecting extraordinary profitability consistent

with returns earned byfirrns in monopolistic noncompetitive industries.26

As Table below makes clear27 the excellent market returns earned by

Franklin Resources compound annual return of 329% 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 2006 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%

If Only had Bought .. supra note 23

26 It is possible to calculate economic profits by looking at what iscalledeconomie value

added EVA term coined by aconsultingfinn Stern Stewart Co Porn dbeussionoftbe

economic value added concept and its utility see EVA Dimensions LLC http//www

evadimensions.coin/nsala.php last visited Mar 312008 In order to calculate whether firm

is generating economic profits one considers both its cost of capital as well as the Jeturns

generated bythe business firm is generating economic profits
when its revenue exceeds the

total cost of inputs including normal returns on capital This difibrence is referred to as the

economic vaiue added EVA thus captures not only the financial resultrefiected by the income

statement but also the opportunity cost of the capital invested to generate accounting profits

The authors study ofpublic financial data for four publiclyheld mutual fund sponsorsEaton

Vance Federated Investors Franklin Resources and Waddell Reedshows each to have

earned economic profits exceeding the finns weighted average cost of capital from 2003-05

In percentage terms for Eaton Vance economic profits averaged overand above the

firms weighted average cost of capital for Federated Investors the number was 18.9% for

Waddell Reed it was 7.6% while fur Franklin Resources it was comparatively small 2%
27 The beginning dates in Table correspond to the availability of data from the Center

forkesearch on Securities Prices database The fund sponsors presented are the largest publicly

txudcd 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 ofpubliely traded fund sponsors
carncd

statistically significant
nih 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 of27.8% versus

134%forthe SP 500 index over the same period The ability ufspccifie fUnd sponsors to earn

returns in excess of those generated by other companies Is demonstrated by the data in Table

As shown there stock market returns generated by large publicly held fund sponsors tended

to snore than double those turned in by SP 500 companies over the years in question

1-t
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average annual returns for the five largest publicly traded fund sponsors were

more than double returns on the SP 500 market indec over corresponding

periods Moreover the average level of market risk fur 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 AuAi. EQUITY RETURNS FOR LARGE FUND SPONSORS

Cartpotrd Lliffrnence

Market Conpomd Arsiat SP Coupouid

Capiterirdon Beg Sprelax AnnudRsbjffi 0Rdee AnmrA

Fiiid narr $Hton Dates Dies Moe Beta Or Parted Oer Pe4lod Return

MlanceBarmteh $681 MaM Dar-Cd 22t too .4% 12.0% 174%

EdnVeanCap 4.18 Jm.52 Dec.C6 1.08 215% 13.4% 14.5%

FnRssaxces $27.93 O3 D-18 .219 0.13 325% 12.5% 21.4%

LeMaaanbo $18.34 S-82 Dec-ta 281 154 18.1% 12.5% 8.6%

IRes $11.54 Ma81 Dao.t8 248 155 21.0% 11.7% 53%

Averages $13.2 1.02 211% 12.4% 13.8%

The fund business was not always so lucrative In 1980 the total sum of

expcnsc 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 afluliates 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 ofsirty lime.v 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 Sloclcr

HolpcdLftOcIober4.sset.vo LeveJfo the First Thne WALL ST Nov 30 2006 at CII
31 RebeccaKnightJaigaSucessoutofSimplkiiyMutua1Fzmds.HedgeFundsand

ETFs Have TheirA mirersbutMutualPuadsKecp Growing Say.r Rebecca Knight Frr.LTIMuS

June 20 2006 at 10

32 Fur 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

l.12% significantly higherthan the induatryaverage SeSJASONKAxCESJOETAL Pourrouo

TRANSACTIONS COSTS AT U.S EQUTIY MiJIUAL Fuxius 16 tbl.2 2004 http-ifwww.tero

aIphoup.comfnews1ExecutionCostsPaper_Novj5_2004.pdC

0000888
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growth in fund management companies stock prices is driven by conduct that

is lawful much less competitive

III Basic Premise FundAdvisory 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 advisoiy payouts if they
are not excessive in the first place Naturally fund sponsors do not concede
that fees are excessive by any measure Our starting point thus must be
review of the evidence demonstrating that price gouging over portfolio

management fees is way of life in the fund industry
The principal product sold by the mutual fund industiy 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 flrrn These
interested-director contracts are related party transactions carrying the

ever-present risk of unihir dealing Evaluating fee pricing in an industry where
contlicts 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 Economi.ct called attention to the fund industrys
flagrantly non-competitive fee pricing structure

Imagine business in which other people hand you their money
to look adler 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 fluids are index fluids which are constructed around unmanaged portfolios

designed Ia replicate the holdings of various benchmarks such as the SP 500 index lhese
index funds lack the prolŁssional management feature common to the rest of the fund industiy
See Sec llxch Coznmn Index Funds http//ww.seegov/answerjindeyfh last visited

Mar 31 200S
34 Akcyexccptiontothjarule is the Vanguard Group of fluids See infranotea 40-42 and

accompanying text

35 Traditionally due to tbc potential for over-reaching and scif-dealing these sorts of
contracts havecalled fordetailed disIosum underlhesccurftj laws See 17 C.F.R 229.404
2007 describIng disclosure requireimnis for with related persons where the
sum involved exceeds $120000
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profit margin of the fund managers that took part in survey by

Boston Consulting Group was staggering 42% In part this is

because most fund managers do not compete on price

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

Rathór mutual fund fees tpically are set in fund boardrooms and judged in

federal courtrooms based on prices charged by other mutual funds.3 These

comparisons are skewed.38 The measurement system is akin to judging the

36 Moneyfor Old Hope ECONOMIST Max 12008 at For thither carefully worded

expression of concern over evidesce of lack of competition in setting fired fees see Brian

Cart%wigbt Gee Counsel Sec Exch Cornrnn Rernarics Eelbre the 2006 Seenrities Law

Developments Confereace Sponsored by the investment Company Institute Educational

Foundation Dee 42006 ntse.rcnet
available at htwwwsec.gv/news/speech/2006/spchi

20406bgc.htm recognizing the possibility that many investors am paying more forthe services

provided by their mutual funds than they would if the price had been set in satisfectorily

uompelitiveinazkel

37 SeeinfraFaiV.Dandaccompanyingtcxtseealso infranotes l7O7l220223-29and

accompanying text

38 Currently the comparables commonly used In evaluating fund advisory fees are

distorted for tu reasons First conflicted boards compare fetid fees to the prices negotiated

by other conflicted board meaning that fees set by agreements where party was under

compulsion to deal are used This is antithetical to the concept of arms-length bargaining

where by definition neither side is underany compulsion to deaL Second the fee comparators

themselves arc tainted In the authors experience fee comparator date tends to be supplied In

fund boards by Upper Analytical Services which in the leading supplier of fund fee data

Upper clients manage more than 95% ofthe UnitedStat fund assets See Oversight Hearing

on Mutual Funds Hidden Fees Misgovernance and Other Practices that Harm Investors

Hearing Hefore the Subccnnm on Fin Mgmt the Budget and lntISec of the Comm on

Governmental Affairs 108th Con 181 2004 Oversight Ifearing on Mutual

Fundr prepared statement of Jefftcy Keil Vice-President Upper Inc available at

http//www.acess.gpo.gov/congress/senate/pd17108hrg192686.pdf

The authors believe Lipper-generated comparators are based on biased methodology To

mdcrstend the prublem in Lippcrs methods one must first understand that in the fund industry

there are large number of small fluids and much smallcr number of large funds The bulk

of mutual feud usuits are concentrated hi the largest funds where fecs tend to ba lower The

first problema esbecause when examining and reporting uncoinparative funds Lipperlooks

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

nonno
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reasonableness of personsbody fit ratio by reference only to samples drawn

from new members in Overeaters Anonymous Depending on what is held up

as comparison that which might appear reasonable may not actually be

reasonable at all

In the fund industrys closed fee comparison system at any point in time

significant proportion of funds are charging below average fees This means

that the advisers receiving those below average fees appear undercompensated

in relation to their peers The supposedly underpaid adyisers 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 snore moderate and fair than an army of

others extant in the industry

Fortunately the fund marketplace provides an exception to the norm of

conflicted decision-making in the form of the Vanguard Group of funds

Unlike the standard practice elsewhere in the fund industry no Vanguard fund

director is employed by any entity selling investment advice to Vanguard.40

Thus no Vanguard board or board member is under any compulsion to buy

advisory services from any particular third-party portfolio manager Eabh fUnd

the tuedianfec will bchighcrthan thenjean Byusingthe meditmrathcrthanthe meseithe fees

of the largest funds appear relatively làwer In an attempt to corrcct fur this problem Lipper

introduced the second data problem The seunnd problem ariseS because Lippcr takes the

comparative funds and calculates assumed fees for them based on their current fe schedules

but assuming they hold assets at the level of the subject fUnd The problem here is that smaller

funds typically have either fixed fee schedule ora fee schedule that often stops fur below the

level of assets for the subject fund Comparative fees at the higher asuet levels are biased

upward because smaller funds typically introduce breakpoints Le tiered schedules with lower

management fee percentages at higher asset levels as assets grow Extrapolating from an

existing fee schedule for these small fimds with truncated fee schedules can only overestimate

what the fee will actually be at far higher asset levels Thus for large subject fluidsthose

whose fees are most likely to be attacked as unfairUppers evaluation systemoverstates what

the aihjectfundsLipper-pickedpeergroup funds rould becharging atthe subjectfundsasset

leveL By showing higher peer fee levels than
actually exists in the marketplace the

methodology is skewed to make subject thuds look low in coniparisonthus benefitting

the sponsor

39 See frifra Figure

40 As Vanguards founder John Bogle explained Vanguard none of our

external managers arc represented .. John Bogle Address at the Is There Better Way
to Regulate Mutual Funds Event SencsofthcAmericanlintcrprise Institute ofPublic Policy

Research May 2006 transcript avaliabe at http//www.acLorg/cventWfllter.allevcntlD

1317/transcriptasp
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therefore controls the advisory service provider
rather than vice versa It is

toth 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-a.dvisers to manage its professionally-advised
mutual

funds.42 The Vanguard experience withbuying 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 of the funds and their shareholders the assets initspartieul fends sre managed

by third-party or external advisers sometimes leading to confusing terminology Here we

use the terms outside advisers or outsiders whenever possible when referring to the third-

party advisers Vanguard hires to manage the assets of its firnds

42 In 1975 the VanguardGroupOffiIfldSCmed
asafreestandingmutua1fimdc0mPkrt

outside any advisers domination WhatareknowntodaY asthe Vanguard funds previously bad

been controlled by the Wellington Group of Investment Companies See John Bogle Re

Mutualizing the Mutual Tund 1ndusty.TheAlPha andthe Omega.45B.C REv 391 399-

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

portfolioEN.htm last yiitcd Mar 31 2008 The index funds do not require active

niunagcmcnt and arc mnnagcd by Vanguard in-house

44 Data for these funds has been provided to the authors by the l3ogle Financial Markets

Research Center as Il as annual reports for the individual funds The data is on file with the

authors

45 See supra text accompanying note 31

0000892
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over the years Since 1975 there has been significant growth in the assets

under management at the various Vanguard funds Figure below illustrates

the 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

Msrs AND Futms MANAGED BY OUTSIDE ADVISERS

FOR VANGUARD GROUP 1975-2004

Etterrally mged Punth

29 2000W

20 -- -- 160000

40000

1975 1978 1981 1984 1987 1990 1993 1996 1999 2002

Nnber

According to mutual fund sponsors lobbying organization the Investment

Company Institute47 ICI The bedrock principle of the mutual fund

industiy is that the interests of investors always come first Within the

46 ROBERT SLkTER JOuw Boom AND nm Vouan PERJMENT 1997
47 The Id has done splendid job of advancing the intereSts of fund sponsors while

drawing amajor portionofits operating funds frommutual fund assetsandhence from mutual

fund shareholders See Kathleen Day So Sweet and Sour Investor Fees Finance Interests of

1.obbyixLc WASH 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.businessweek.com/inagazine/contentfO3_50lb38620I5.hhnchan

search When the interests of fund shareholders diverge from fluid sponsors interests the IC

regularly takes the side of the fund sponsors See Paul FarrellA Mutual Fund Tale fromOs

FundLobb sti ThsusgAwayfroin Shareholder Interests MARJorrWATCH Oct 18 2005httpIl

www.inarketwatch.comfnewslstory/fund-lobbyists-put-wicked-twist/story.asprguid%7BF

F2B7205-45DA-47C7-9D5D-EDODFO9CAOA2%7D

48 MutualFunds TradingPracrtces andAbuses that Harm Investors llearinglleforcthe

Subcomra on Fin Mgmt the Budget and mt Sec of the Comm on Governmental Affairs

flflflflQQ2
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Vanguard Group this bedrock principle is mOre than just public relation

tallç 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 economies-of-Scale pricing.49 In other

words as fund size grows costsperdo1lar4t1anagd
decrease with Vanguard

fund boards passing on those cost savings to fund shareholders in the form of

reduced fees Figure below shows that between 1975 and 2002 the average

advisory fee charged for Vanguards sub-advised funds has been declining on

both an equal-weighted
and dollar-weighted

basis.5

FIGURE

AVERAGE ADVISORY FEES PAID FOR VANGUARD FUNDS

MANAGED BY SUB-ADVISERS FOR 1975-2004

AVe

t975 1978 1981 1984 1987 1990 1993 1996 1999 2002

108th Cong 187 2003 Trading Practices Hearing prepared statement of

Matthew Fink Presidenl Inve thnent Company stitute

49 As atheoretical matter one would expect
econoiTiieS.0fSCe pricing to mean that

as the fund gels bigger prices come down because it is not ten times more difficult for

portfolio manager to deeic to buy 100000 shares of companys stock rather than 10000

shares Nevertheless some have questioned
whether such savings exist within the fund

industzy See itfra note 209 and accompanying
text The Vanguard cost dala 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 Fcc data for these funds has been provided by the Bogle Financial Markets Research

Center as Wil as annual reports for the individual fluids

nnnngQi
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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

FIGURE

REGRESSION ANALYSIS or Avinton ADvIsoRY Fs PAID BY

Sun-vrsEr VANGUARD PuNDs 1975-2004

srined Eternal ogam

imo icoco

77.8l7 Total FogmmAssets $mlIons

R5O.a522

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 .8 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
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51 The fomi of the regression is In Feebp nA.rsets The regression has

as dcpcndcnt variable the natuxal logarithm of the fee in basis points and has as an

independent variable thenatural logarithm of find assets The regression estimates an intercept
coefficient am.I slope coefficient
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The sub-advised Vanguard funds have written fee arrangements with the

outside managers who oversee the investments list of funds with their

respective sub-advisers is set forth in Appendix Some of these funds have

only one sub-adviser some have as many as four In total as of 2004 there

were thirty-six external managers represented by these twenty-one funds each

with their own fee schedule.52 Taken collectively as shown in Table below

in 2004 the fee schedules had the following characteristics for various asset

levels

TABLE

VANGUARD FEES BASED ON FUND ASSET LEVELS 2004

Managed 10 100 1000 10000 25000

millions

Minimum Pee bps 10 10 10

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

oithe 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 ForVanguards

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

Mditional Infonnation foreach fired These are available using the SECs EDGAR database

See SEC Filings Forms EDGAR http//www.sec.gOv/edgar.ShtItl last visited Mar 31

2008

53 Breakpoint fee rates normally apply on an incrcxncntal basis Thus the first $100

znillionofu $1 jflj0f5 would be chargeda thelugher rate and the remaining $900 million

would be charged at the brrate See e.g Oversight Hearing on Mutual Funds supro note

38 at 190 prepared statement of Jeey Keil Vice-President Lipper Inc.
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based on data filed by the funds with the Securities and Exchange

Commission SEC or Conunission with the portfolio advisory fees

they charge Vanguard with whom they bargain at arms-length The results

are set forth below

TABLE

COMPARISON OF ADVISORY FEES CHARGED BY VANGUARDS
SUB-ADVISERS TO FEES THE SAME SUB-ADVISERS CHARGED

TIirltR OWN CAPTivE FUNDS -2004

Assets Managed 10 100 1000 10000 25000

millions

Captive Fund Mean bps 70 69 66 64 63

Vanguard Meen 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 retios 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 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 vmy grudgingly if at all

Translating these schedules into dollar terms is enlightening Vanguard has

negotiated to limit the fees their funds pay to $35 million for the larger

portfolio $25 billion 14 bps The same external managers when dealing

with their captive funds have been able to increase their compensation to $157

million $25 billion 63 bps Vanguards sub-advisers are thus able to

54 Through 2004 these sub-advisory fee schedules were published in each funds SEC
filed Statement ofAdditinal Information and are reflected in the SECsEDGARdutabnse See

SEC Filings Fonns 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 ofthe 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 woik Thedifferential amounts to potential windthll

ofmorethan $122 million in 2004 alone

The Vanguard experience should stand as model for the rest of the mutual

fund industry to emulate To put the fee savings in perspective consider that

the weighted average advisory fee paid by Vanguard to its funds sub-advisers

was 12.3 bps in 2004 For the fund industrys 500 largest equity funds

excluding Vanguards the advisory fee rate charged was 59 bps nearly five

times higher.56 Figure below based on data obtained from Mormngstar

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

AD VISORY FEES ON ACTIVELY MANAGED VANGUARD EQUITY Futs VERSUS

ADVISORY FEES ON THE 500 LARGESTNON-VANGUARD EQUITY FUNDS -2004

56 This fee rate is lower than the industry weighted acerage expense ratio of 91 bps

mentioned earliernqiratext accompanying note 31 because for great many funds it captures

only charges forportfolio management services and thusexchides administrative expense items

sueh astninsferagency costs printing and cutodiaI services Aiso excluded ais marketing and

distribution costs Scc infra notes 95-96 for typical itemization of different types of mutual

fund expenses including advisory fccs and custodial charges The indusiiysweighted average

expense ratio of9l bps is inturn lowerthanthe 112 bpscxpenseratio forequity fbndssee infra

note 326 and accompanying text since some funds such as bond and money market funds tend

to have lower expense ratios thanequlty funds For tables reflecting weighted average expense

ratios for different categories of mutual funds from 1970 to 2004 see Todd Ilouge Jay

Weilman The Use andAbuse ofMutual Fund Exp enses 701 Bus ETHIcS 2328 2007
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Figure illustrates the dramatic savings that Vanguard shareholders enjoy due

to their boards freedom to engage in true arms-length negotiations At the

end of 2004 the 500 largest non-Vanguard equity funds held approximately

$2.8 trillion in assets With mean weighted average advisoiy 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 wo 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

fluids 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.51

The Vanguard Groups business model can prove puzzling even to

sophisticated industry observers study analyzing mutual fund fees recently

published by the American Enterprise
Institute55 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 Forexample the total costs of all administrative expenses for equity mutual funds on

weighted average basis can be estimated at no snore than 25 bps which is the weighted

average expense ratio for equity index funds See infranotes 123-24 and accompanying text

This is in line with Freeman-Browns calculation ofequily find adntinislralive feesto be 21bps

on weighted average basis Freeman Brown supra note at 624 ibL2 For the equity

index fund sample psofitto the advisers forthe rendition of administrative services is included

in the all-in charge of25 bps The onlything excluded is the cost ofadvisoy services 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

5S PETER WALLISON ROBERT LITAN COMPETrIWE EQUiTY BETTER WAY TO

ORGANIZE MUTUAL FUNDS 2007
59 at76

AAOrWs
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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 thc

Vanguard Group 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

Vanguardis not in the business of prnflting
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 firms perform or the prices they charge the

funds they manage The portfolio managers for Vanguards outsider-advised

funds are simply independent contractors hired to render services and those

services are rendCred on afor-profit basis That Vanguards funds pay
low

prices for advisory services simply reflect hard bargaining by the Vanguard

funds loyal and unconflicted board members

Table features true apples-to-apples comparison
of Vanguards

advisory fees with those charged by Vanguards advisers when billing their

captive funds for services We see that captive shareholders are obligated to

pay far more than Vanguard shareholders pay tothe very same managersfor

performing the very same work From fiduciary duty standpoint
this is both

disturbing and enlightening This comparison
demonstrates that advisory fees

outside the Vanguard Group are grossly inflated

The true extent of the fund market versus free market pricing disparity is

driven home by Figure Again this is an apples-to-apples analysis

comparing what Vanguard funds pay with what shareholders of many other

large funds pay for equivalent advisory services That Vanguards costs are

far below fund industry averagesshould 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 FundAdvisorY Fees Are

Inflated

Academics atthe 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 at 84

61 WhARTON REPORT supra note

0000900
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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 S1udy The Wharton Report and the FF1 Stucy 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 wiien the same advisers sold equivalent services on the open

market63 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 ptices The Wharton Report

identified fifty-four investment advisers with both mutual fund clients and

other clients.65 Ofthis sample fee rates charged the mutual fund clients were

at least 50% higher in thirty-nine out of the fifty-four cascs 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 Likewise

in its Study the SEC revisited the Wharton Reports 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 staffas The Commission

noted that advisory fee rates for pension and profit sharing plans fees

62 PPI STUDY .supra sole

63 Specifically the Wharton Reports authors found thatwhere fund advisershad outside

advisory clients there was tendency for systematically higher advisory fee rates to be

charged open-end fund clients W1IARTON 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 Ibe 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 fbcs are established

bynegotiations bet%wen independent rapresentativesofseparate Legalentities and

approved by democratic vote of the shareholders This suggests that competitive

actors which tend to influence rates charged other clients have not been

substantially opcrasivein fixing the advisory fee rates paid by mutual funds

Id at 493-94 footnotc omitted

65 Id a1489

66 Id

67 Id

611 Pt STUDY .rupra 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.9

Following the PPI Study good deal of time passed
without fee levels in

thefund industry receiving much scrutiny although from time-to-time articles

uncomplimentary
toward mutual fund governance

did appear
in the financial

press.1 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.1

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 charged

by the pension
funds external equity fund managers Theother main source

69 d.atII5

10 One ofthose articles noted the dispa ybeiween whatfimd my ors pay for 1CC and

nisat institutions pay noting that fund shareholders pay nearly twice as much as institutional

investors formoney management Simon supranote at 131 Ms Simon also noted thatthe

calculation doesnt even include any front- orback-end sales charges you may also pony up

ltL see also RobertBarkcrFufldFee5AJv Rising Who toBlane BUs.WK.OCt 261998

at 162 9f cxpcnscs axe too high its the indcpcndcnt directors who have fnilefl Robert

Barker High Fund Fees Have Got to Go Bus WK Aug 16 1999 at 122 Since 1984

Mornhigstar reports the average cost of actively rim no-load U.S stock funds fell less than

10% even as their assets multiplied 32tlmes Vast economies of scale benefited mutual-fund

companies not investors Thomas Easton The Fund Industrf Dirty Secret Big is Not

Beaufful FORBnS Aug 24 1998 at 116 117-18 The dirty
secret of the business Is that the

more money you manage the morn profit you makebut the less able you are to serve your

shnreholders.. In most businesses size is an advantage In mutual funds it is an advantage

only to the sponsor not to the customer Charles Gasparino Some Say More CouldBe Done

to Clary5i Fees WALL ST May 20 1998 at Cl the industry really rising to the

challenge Is it doing all it can to clearly and simply explain how much investors are paying

in fees and expenses Tracey Longo Days of Reckoning Congress Is Finally Starling to

Look into W7ty 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 perfbnnnnce often the opposite is irue Linda Stern Watch Those Fees

NEWSWEnK Mar 23 1998 at 73 Todays financial marketplace is bizarre bazaar in the

flourishing fund industry the law of supply aiid demand sometimes works backward and

heightened compctition can mean higher prices.

71 pznBrownssqranotc9
72 Key Freeman-Brown findings are discussed InDAVJDF SVSNUNCONAL

SUCCESS AFUNDA INCALAPPROA PEESONALINVEST14N24l 2005

73 The hundred largest public pension fUnds were surveyed The cover letter asked fur

cooperation mentioning that the request
should be viewed as Freedom of Information Act

request by those disinclined to cooperate without compulsion Flfty4hree pension funds

0000902
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was Morningstars Principia Pro database Fee breakdowns in that database

are drawn from mutual funds registration statenicnts.74 WithintheMomingstar

data Freeman-Browns focus was on advisoiy 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 ajia that the equity pension

fund portfolio featured an average size of $443 niifflon and an asset weighted

average advisoiy fee of 28 bps In comparison the average equity mutual fund

had an average asset size of $1.3 billion and an asset weighted average

advisory fee level of 56 bps Thus despite the savings from economies of

scale that one would expect mutual fund managers were paid twice as much

56 bps rather than 28 bps to manage funds that on average were almost

three times as big averaging $13 billion rather than $443 million In dollar

terms the fee average for equitypensionfunds was $1.2 million forthe 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 IClResponse and Coaler-Hubbard

The Freeman-Brown study made waves75 and triggered calls for refunn.76

responded of which thirty-six provided usable data The thirty-six pension funds had average

total assets of $21 billion Frecnsan Brown supra note at 630

74 Financial data within those registration atatcnscnts islrustworthy 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 Lauricetls This IsNews Fund FeesAre Too High Study Says

Sr. Aug 272001 at Cl The article quotes Don Phillips head ofMorningstar the mutuai

fund industrys leading performance and expense tracking company saying

Brown study is dead-on in its methodology and findings... This study is very damning.
It shows that retail mutual funds are not competitively priced Id

76 For instance former SEC Chairman Arthur Levitt testified before House

Subcommittee and confirmed Freeman-Browns findings and demanded radical reform He
testifleth The largest mutual funds pay money management advisecy 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 wiah to undertake the management function Furthermore

boards should justifr to their bosses fund shareholders why they chose

particular invctment advisor and each year should demonstrate that they have

aggressively and compctitlvely negotiated management fbes

Mulud Funds Whos Looking out for Investors Hearing Before the Subcoram on Capital

Muir lhs airdGov tSponsvredEniera of the Comm on Fin Serve 108th Cong 482003
statement of Arthur Levitt Chairman Securities Exchange Commission available at

httjri/frwebgate.access.gpo.govIcg1-blnIgetdoc.cgidbnamelO8_house_hearjngsdocidfi92

982.pdf
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Then as one would expect defenders of the status quo sought to discredit the

study In 2003 the ICE published report which purported to show that fund

advisory fee levels were about the same as portfolio management fees paid by

public pension plans7 The ICEs research eventually was embraced by two

academics Professors John Coates IV of Harvard Law School and

Glenn Hubbard Dean of Columbias School ofBusiness With funding bylCI

Mutual the insurance company affiliated with the IC that insures mutual fund

directors and advisers against liability claims78 Professors Coates and Hubbard

have written an article appearing in the Fall 2007 edition of the Journal of

Corporation Lcrw entitled Competition in theMutual Fundlndurtry Evidence

aiidlmpllcarlons 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

conclusion80 Coates-Hubbard rejects the various detailed studies that show

77 Scan Collins The Expenses of DefinedBenejIt Pension Plans and Mutual Funds ICI

PERsPECTIVE Dec 2003 at available at http//www.ici.org/pdf7per09-06.pdf

78 See Coates Hubbard supra note 11 at 151 n.aat

79 The paper was initially published in June 2006 under the auspices of the American

Enterprise Institute John Coates rv Glenn Hubbard Competition and Siweholder

Fear intlie Mutual Fwrdlndusby Evidence and Implications for Polky Am Enter lnst

Working Paper No 127 2006 Coales-Hubbard Working Papeil available at

http/fwww.mi.orgfpubiicatioos/publD.24577/pub_detaiLasp This article will be referred to

textually as the CoatesHubbard Working Paper Fidelity Investments then presented the

Coates-Hubbard Working Paper to Ihe SEC as an authoritative analysis of mutual fund thea by

submitting it fur inclusion in SEC File S7-03-04 file relating to mutual fund governance

issues pending betbre the Commission See Letter fromEric Rotter Sr Vice Pros len

Counsel Fidelity mv to Nancy Moms Secretary Sec Exoh Commn Mar 2007

available at http/Iwww.secgovfruleslpmposed/s703041s70304-554.pdf Fidelity used the

Coates-Flubbard Working Paper research in support of their joint opposition to an SEC

governance proposal calling for more independence in fund boardrooms The Conies-Hubbard

Working Paper is an attachment to the Fidelity submission beginning on page 27 Id at27

The Chamber of Commerce of the United States adopted as authoritative the CoaXes-Hubbard

Working Paper research as well See Letter fromDavid Chavern Chief Operating Officer

Sr Vice Pres Chanber of Commerce of the U.S to Nancy Moths Secretary Sec Exch

Conimn Mar 2007 available at httpil/www.sec.gov/rules/proposed/s703041

dochavern8l64.pdf submquentversionoftheCoates-lTubhardWorkingPaperwaspublished

on the Social Science Research Network in August 2007 See John Conies Glenn

hubbard Competition in the Mutual Fund Indu.riry Evidence and Impikatione for Policy

Harvard Univ John Olin Discussion Paper Series Discussion Paper No 592 2007

available at httpI/papcrs.ssM.com/soi3/papcrs.efinabstract_id1005426

80 Asnotedeurlier there is substantial evidence that fund advisoiy firms earn statistically

significant risk-adjusted returns See supra siute 28 and accompanying text Drowns study

covering the twenty-five-year period from 1982-2006 concludes that fund sponsors profits
and

returns are accelerating rather than decelerating as increased competition uuld predict The
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excessive fees exist.8 Coates-Hubbarci dismisses the Wharton Reports

comparative fee analysis as superficial which it was notu and dismisses the

FF1 Study as simply accepting without question the Wharton Reports

findings83 which is false characterimtioft.M In essence the Wharton Report

and the SECs PPI 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

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 Each contention is explored below

study confirms the finding noted earlier that fund sponsors
earneconomic profits contrary to

the predictions of the model ofperfect 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 indus yfeatures distinct

absence of price competition See e.g GuN ACCOUNTING OrFICE MUTUAL FUND FEES

ADDITIONAL DISCLOSURE COUU I1NCOL1SAGE PsICE COMPBTTrION 62 2000 available athpfunds tend not to compete

based on the operating expenses investors piy WALLISON LITAN supra note 58 at 61-76

concluding that contrary to the Coates-Hubbard thesis funds do not compete dfibetively on

pricing of services

82 Coales Hubbard supra note 11 at 156 The Wharton Report was also derided by

Coates-Hubbard as primitive and misleading Id at 153

83 Id.at156

84 In tnith the PPI Stz4 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 .cupra note at 127 with the captive funds

managers cekkun thereafter competing with each other fur fund advisory contract business Id

at 126 Most importantly based on its study of new and different data the SEC determined

mutual finds pay far more for advisory services than pension and profit-shaiing plans See

supra notes 61-69 and accompanying text

85 CoatesHubbardsupranOte 11 at 186

86 See Id at 183

87 QatesHubbardsuprunote 11 atl8b-87 Moreover though Castes-Hubbard faults

Freeman-Brown for not isolating the data their article correctly
admits Data arc not readily

available to accurately isolate the pure costs of portfolio management id at 187-88

811 14 at 188
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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 But Coates-Hubbath overstates the

problems size9exaggerates 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

59

clearly-deflnedsysteniofexpenserePortin an improvement called forbyFreeman-Bruwn and

reiterated here As observed in freeman-Brown

facihtatc comparative cost disclosures the SEC needs to require financial

reporting ona 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 stoppeci

Freeman Brown .ciqra note at 669

90 Iii making this argument Coilas-Hubbard essentially adopts the views expressed by

the Id As discussed infra
in notes 104 and 131 the IC claims that various extraneous

expanses are sometimes embedded in advisory thea making it impossible to isolate true

portfolio advisory costs Specifically Collins sapra note 77 at lists certain expense

categories that arc sometimes included in advisory thea We have considered each of these

expense categories and averaged the closest expense categories fur funds that report those

expenses separately to Upper Analytical Services Asccplaincdiryba in note 104 based on our

analysIs of this lApper data we conclude that when the spillovcrofaon-advisory expenses into

fund advisory expenses occurs the amount of added costs approximates no more than bps

Neither Coates-Hubbatd nor any other source has attempted to quantilr the amount of non-

advisory costs included by sonic sponsors in their advisory fees Of course if the number was

quantified by fund sponsors defunders it could be adjusted fur and the pusported ground for

fund fees being incapable of comparison would disappear

91 Specifically in framing the Freeman-Brown study we detemuned 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 in the ICIs own cost study conducted in 1999 See

John Rsaetal OperaiingExpenseRatios.Assetr and Economies of Scale inEguiyMuIua1

FumicICIPPRSPncrIVEDec 1999atlavailableatbttp//WWW.ici.OfWPdffPerOS-05.PdL To

hone our fluid expense data down to advisory the payments we eliminated explicitly
disclosed

administrative thea together with the large amount ofhidden administrative costs embedded in

funds 12b-1 expenses At this point after further investigation we concluded that any residual

administrative expenses embedded in fund advisory fees were deminimis We then calibrated

the mutual fund sample to closely resemble our pension fund sample We thund thai the cost

of adisoiy stock picking services fur large sampic of domestic equity funds averaged 56

basis points We found that public pension funds pay an average of 28 bps for the anne

services This comparIson led us lo conclude thatmutual fundspay around double wiiatpension

funds pa solely for stock picking services See generally Freeman Brown supra note
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costs pool of stocks is not inherently harder to manage because the legal

owner is pension fund as opposed to being mutual fund Indeed

competing for advisory business in the free market necessitates significant

cost that fund advisers need not pay the cost of finding business in

competitive marketplace Fund managers escape paying that cost due to their

unseverable tie with the fund

Furthennore 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 article2 Another came to light

in 2004 Senate Subcommittee hearing At that hearing examiningexcessive

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

Investinenls2 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.t4

Alliance Capital provides further apples-to-apples data In 2002 according

to its Certified Shareholder Report filed on Form N-CSR with the SEC92

92 See .supra Part lILA The Vanguard phenomenon was also explored although to

lesser extent in Freeman-Brown See Freeman Brown supra note at 637-40 Coatca

Hubbard criticized Freeman-Brown for not explaining why Vanguard pays sub-advisors 13

basis points onaweighted average basis for providing advisory services whereas the price paid

by public pension plans holding the largest group of assets is more 20 bps Ccsates Hubbard

sup-a note ii at 187 Butthe answer is simple and apparent from Freeman-Browns text The

weighted average size ofthe Van ard outside-managed funds featured in Freenian.Brovm ass

$11.6 billion See Freeman Brown supra note at 638 tbl.6 The weighted average asset

size for the largest pension fluid decile in the Freeman-Brown sample vas much smaller $1.55

billion less than one.seventh the size of the average Vanguard portfolio Id at 632 The

Vanguard fee rate is lower due to economies 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 rale to the average asset size yields an advisory fee to the

sub-adviser of $15.1 million The average numbers for pension managers yields far less $3.10

million

93 Oversight Hearüg an Mutual Funds supra note 38 at 23 testimony of Eliot

Spitser N.Y Atty Gcn.

94 Id atl6

95 copy of the Alliance Funds shareholder report is available on the SECs EDGAR

database See AllianceBernstein Premier Growth Fund Annual Report Form N-CSR Oct

14 2003 ailab1eatht1pf/www.sec.gov/AtchlVes/edgar/dfltai889508/0OOO9677ZOlOOO41V

0000936772-03-000412.txt
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Alliance Premier Growth Fund paid total advisory distribution and

administrative expenses of $198 million.se Included in that sum was an

advisory fee oI$88 millionpaid by the fund to its sponsorAlliance Capital97

Based on average assets of $9.1 billion the advisory fee thus exceeded 90

bps.96 At about the same time Alliance was managing the Vanguard U.S

Growth Fund for 11 bps $672 millionportfolio for the Kentucky Retirement

System for 24 bps $1.7 billion portfolio for the Minnesota State Board of

Investment for 20 bps $730 million equities portfolio for the Missouri

Retirement System for 185 bps and $975 million equity portfolio for the

Wyoming Retirement System for 10 bps
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 fues 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 samc investment profinsion 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
forthe year endcd November 30 2002 svre

Advisory fec $88128426

Distribution fee--Class $8300777

Distribution ftc--Class $42133265

Distribution fecClass $15548417

Transfer agency
$37378580

Printing $5398494

Custodian $632328

Audit and legal
$121314

Administrative $150000

Registrationfecs $145000

Directors tbes and expenses $23000

Miscellaneous 199.011

Total expenses
5198378.612

Id Notice that contrary to Coates-Hubhards suggestion that fund fees customarily are

jumbled expense items usually arc itemized separately with advisory fees easily bmlmn out as

an individual item

97 Id at 13 17

98 kLat25

99 See Second Amended Class Action Complaint at 24-25 Miller Mitchell Hutchins

Asset Mgrnt Inc No 01-CV-0192-DRH S.D Ui Apr 12002
100 See .supra notes 95-96 and accompanying text

101 AJIiancc Capital Mgmt L.P Annual Report Form 10-K at Mar 28 2000

available atltttp/lwwwsec.gov/Archivesfedgarldatall 109448/0001 104659-00-000074.txt
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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.3

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 millionper year for essentially the same advice given by

the same people who were being compensated by Alliance Premier Funds

shareholders to the tune of $88 millionyearly 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-Rubbard 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 httpf/www.sec.gov/ArchiveS/edgar/data/8895OS/OOOOOl974O2OOOll2/

0000919574.02-000122.txt

103 Id

104 See Collins supra note 77 at Collins and the ICI contend that in addition to

portfolio management the advisers management fee

typically also covers the costs ofadministrative and business servicesthatthe fund

must have to operate These include fund and portfolio accounlin valuation of

portfolio securities oversight of the funds transfer agent and custodian legal

analysis to ensure compliance with fbderal and state laws and regulations

preparation and filing of regulatory and tax reports and preparation and

distribution ofprospectuses and shareholder reports The management the also

compensates the adviser for its expanses related to the salaries of fluid officers and

the costs of clerical staU office space equipment and certain accounting and

recordkeeping fucilities Finally the management fee must offer the funds

advisce competitive rate of return on capital

The authors havc considered and ana1zcd eoh of these items In many cases they are

illusory For example lxi the case of Alliance Capitals handling of Alliance Premier Groh

Fund discussed above the funds transfer agexscy services rc supplied by an Alliance

aftuliate meaning thatamonitoring charge to compensate Alliance foroversight of the fluids
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apples-to-apples data that does exist powerfully confirms the Freeman-Brown

thesis wad 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-bascd argument made by Coates-Ilubbard

challenges Freeman-Browns use of pension
data Coates-Hubbard contends

pension funds and mutual funds cannot be credibly compared because of

differences in liquidily.5 The point Coates-Lubbard 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 portfolio management costs.t0

The Coates-Hubbard liquidity factor deserves special attention for it lies at

the heart of fund managers strategy for disarming shareholder attacks and

preserving the status quo The strategy bars critics from evaluating fund fees

based on free market comparables To fund sponsors defenders differences

in liquidity is the factor shield protecting mutual fund advisers from

having their feesjudged by comparison to free market benchmarks This issue

is red herring

Tellingly though presented as an economic analysis the Coates-Hubbard

study never seeks to isolate and quantify the supposed differences in

liquidity fisetor Nor does it cite any authoritative source providing the

liquidity factor any
measurable weight at all Moreover this liquidity fuctor

transfer agent wouldbasically amountto paying Alliance Capitalto monitor itsel Other items

mentioned in the Collins-ICI listing are typically covered in administrative expenses although

they may not be labeled in precisely the same way For instance printing and distribution of

prospectuses and shareholder reports would have been covered by the $5 million in printing

costs in the Alliance Premier Growth Fund Seesupranotes95-96 Costs such as office space

equipment and competitive rates of return on capital are also likely to be associated with

institutional accounts arid thus are included in both fees About one-third oflarge cap funds in

the Upper database report fund accounting fees separately and these had nighted average

cost of 1.1 bps for the 2006 fiscal year We conclude that in the aggregate the various

miscellaneous items do not account for more than bpsof the average mutual funds advisory

fee We note further that study of coat ullocation for one adviser who has both captive mutual

funds iuid institutIonal clients shos that thc institutional clients actually are more expensive

to service than the mutual funds See infranotes 227-29 and accompanying text Ibis suggests

fund fee levels should be lower than instftutioiial prices rather than far higher as they arc

105 Coates Hubbard supra note 11 at 188

106 Id
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tends not to be visible or uantifiable 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 bath.7

Interestingly the ICIs own position is inconsistent with Coates-Hubbards

liquidity theory In 2003 the Id claimed that the true cost of managing

mutual fund portfolio on weighted average basis is around 31 bps leading

to the ICIs conclusion that cUthaI fund and pension plans pay like fees for

like portfolio management services.9 Accepting this finding as true which

it is not0 the fee equivalence debunks the alleged liquidity fantor featured

by Coates-Hubbard since the ICIs contention carries with it the implicit

premise that pension fUnd and mutual fund portfolio advisoiy services are very

similarbecause after all the fees are virtually identicaL Thus the ICIs

position on the comparability of fund and pension fees leads to the conclusion

107 tntat companymanagerMario Gabellis advisory tlrmmanages seventeen mutual

funds that invest in stOcks and/or bonds and nine closed-end funds The management fee

charged each ofthe twenty-sixfunds annually issel at1/ withtwo exceptions Gabellis ABC

Mutual Fund charges afee of only .5% the closed-endGlobal Deal Fund charges aperfonnance

fcc Ihat is minimum of.5%rising to 2% if the flmde total return exceeds the T-Bill index

ithirnby 6% See generally CabeiliHome Page hi pf/www.gabellicomIlast visitedMar 31

2008 By definition loscd-cnd funds ftaturc less liquidity pressure than imatual funds since

their shurea arc not redeemable and new shares arc not constantly being sold See Roger

Klein Who Will Manage the Managers The Investment Company Acts Ant 4yrandding

Provision awi its Effect on the Mutual Fund Industry 59 OHIo Sr 507 1998 describing

characteristics of closed-end fUnds If the differences in liquidity thctor cited by Coates

liubbard 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 portlblio maner who in turn

presumably would charge higher fees to compensate for the greater effort being exerted

Howeverthereis nodropoffin feesforGabcllisclosed-endfizndsincompazisontothemutual

funds See Gabelli Home Page supra This indicates that the redeemability factur is either

nonexistent or is sufficiently insubstantial enough to not be worth building into the cost

108 Collins supm note 77 at

109 Id at 17 Indeed the headline ofthe press release published by the ICI 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 Pee Levels Arc Similar ICI Research Study Finds Jan 2004 ICI Press

Release available at httpI/icLorg/statementsInr/2004/04_news_dbplans.htmt

110 The
falsity

arises due to fund advisers prastice of tacking on extra costs to the sub-

advisers fees padding and thus inflating the overall advisory charges borne by the sub-advised

fund and its shareholders See infra Part LILD

111 The IC clahns to have Ibund Mutual fund subadvisors and pension plan investment

managers charge Investment advisory fees that are virtually identical See IC Press Release

supra note 109 Coates-Hubbard adopted the ICIs flawed methodology and its unsupportable

fmdings See Coares Hubbard supra note 11
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that the unquantified
jfferences4nliquidity factor cited by Coates-Flubbard

is something of financial Loch Ness monstera phenomenon
talked about

but never seen in real life.2 Finally to the extent differences in liquidity

ever matter they certainly ca notPrevent comparlsofls ofvanguardS 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 fictor 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 financial 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 comcsto business or real

estate valuations bond ratings or innumerable other free market pricing

calculations nobody insists that the coniparables
attributes be absolutely

identical to the item being valued All that is required is that the comparable

be reasonably similar with appropriate adjustments being taken to make the

comparisons persuasive.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-Jlubbard claims5 it

112 Indeed the ICI has admitted as much In the ICIs 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 Ihes of mutual funds Collins iupra note 77 at

113 Another 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 axe excessive nanBro wes data showed the top 10/o largest pension funds

0d on average $1.55 billion in

FremanBrO

supra note at 631 tbl.3 638 tbl.6 For mutual funds the top 10% insi2e have assets of $9.1

billion and a50 bps fee level Id Many mutual funds are much bigger than pension funds and

so even minordiflrences in basis points rnplifled
Fundmanagersem paid roughly fifteen

times as much for managing the largest
mutual funds compared to managers of the largest

public equity pension fund portfolios Contrast this reality
with the ICIs contention adopted

by Coates-Hubbatd that fÆes charged by pension fund portiblio managers end mutual fund

inanagersare virtually identical See izmfra note 117 and accompanying text

114 Coates Hubbard supni note 11 at 185-86

115 For example in support of their claim that the fund industry is highly competitive

Coates-Htibbard makes much of the entry into the industry of twenty new sponsors between

1994-2004 See Id at 167-68 Theyfall to mentlonthat attheend of2004 thcsenewspoflaors
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accounted for less than 1% of the industrys $8.1 trillion in assets Compare Id at 168 tbL4

showing that the t.rnly new spoiamrs have $77.7 billion in combined assets with Lw. CO
INsT 2005 INVESTa4ENT COMPANY FACT BOOK 102 tb144 45th ed 2005 availabl at

htrp//www.i i.org/pdfr200S_faetbookpdf showing that mutual fund assets in the U.S totaled

over $8.1 trillion at the end of2004 The total assets accumulated by all funds offered by the

twcntynew sponsors cited by Coates-Nubbard added upto less than one halfofthe total assets

held by aslagle mutual fund the Growth Fund of America in early 2007 See GROWrHFurm

orAM SE-NIJALREPORTFOR.TEE Six Mo sEttiraD FEBRUARY28 2007 at 102007
available at http//www.a iericanfunds.com/pdl7mfgesr-905.jfas.pdf showing act assets of

over $165 billion Contrary to Coates-Hubburds claim of increasing competition the very

evidence they cite shows the industry is becoming more concentrated and less empctitivvo.cr

time Indeed Coatts-Hubbard cites Herfindahl-1-lirschman Index Hill numbers in an effort

to establish the industry is not concentrated Coates hubbard .cupro note 11 at 165 tbLl

However the cited data shows increasing concentration at the complex leveL Id Data

generatedbythe IC similarly shows increasing concentration between 1995-2006 Over those

yean the percentage of industry assets held by the largest five ten and twenty-live complexes

increased in each case SŁe CO INST 2007NVESTMENT COMPANY FACrBOOK 17 fig.2.2

47th ed 2007 available athttpJ/www.Lci.org/pdf72007_fhctbook.pdf

Moreover Coates-Hubbard ignores that the mutual fund industry features marketplace

segmented between load funds and no-load fluids See RiCHARD TEwELES EDwAiSD

BRADLnYThESmcKMARKuT4t6.l77thed 1998 Inthe loadfimd segment morethan one

halfoflheMorningstar find categories_twenty-seven out offifiy-one-fealure an Hill mimber

higher than 1800 reflecting ooacentrated markets See Dept of Justice The Herfindahi

tilrachinan Index httpI/www.usdoj.gov/atr/public/testimony/hhihhn last visited Mar 31

2008 Our calculations show another fifteen of the fifty-one Morningatar toad fund categories

feature Hill numbers between 1000 and 1800 reflecting moderately concentrated markets

Id Only nine ofthe
fifty-one load fund Morningstsr categories have index numbers lower than

1000

Coates-Hubbard is also wrong in presenting the find 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 roost aggressively

maniflsted by fund sponsors ping money to find retailers to compensate theni for offering

given sponsors shares For example the industry pays more than $2 billion per year in

revenue sharing shady practice called the fluid industrys dirty little seciet in order to

encourage retailer loyalty and selling effort See Freeman svpranote 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 flivor among find retailers

Contradicting the Coates-Hubbard price competition thesis are data showing that from

1970 to 2000 the expense ratios forthefiindsthatare the niostexpensive forfiind shareholders

to buy the load fund snore than doubled wirereas expense ratios declined for no-load funds

Se Houge Weilman supra note 56 at 28 tbl.I In the index fund area where products are

most similar prices have been rising with the most expensive finds receiving the greatest

market acceptance See Edwin Elton et al Are Investors Rational Choices Among Index

Funds Oct 2002 unpublished manuscript available at http//papers.ssrn.comlsol3/papers

cftnabstract_ld340482

The fact thatthe mostexpensive form of an identical market offering receives the greatest

market acceptance contradicts the position that there is strong price competition in the

nonoqi
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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-advisory Fee Argument Is Sham

Careful analysis of the 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.tt The ICI relies on fund cost data involving sub-

advisers to support
its position

that fund portfolio management fees are

virtually identical to those charged by pension funds Coates-Hubbard

adopts the id argument also using sub-advisory management contracts as

proxy
for fund advisory fees Rnther 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-advisoty contracts are used to manage

only minor fraction of the fluid 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. Tme the sub-adviser may charge only 30 bps for its

investment advice but the manager will then typically pad the bill adding an

additional twenty to thirty basis point premium before passing along the

marketplace Underthe Coates-Hubbard viewthemOSteXpCflSiVe ftmdsought to beredeemed

out of existence but this is not happening In the fund industry as between load funds and no-

load funds the load funds are the worst products
at the point of sale because investors need to

pay the load Academic studies have shown that load funds are also proving to be the worst

ie most expensive products for investors to ovn post-sale because they tend to be cursed

with the highest annual expense charges See e.g Daniel Bergstiesser et aL Assessing the

CoslsandBenefitrofBrokerS intheA ualFundlnthzsY3OtbL5 Harvard Bus Sch Fin Unit

Research Paper Series Working Paper No 616981 2007 available at

hU//papes.ssrn.con/SOl3IPaCrS.C5ct_69SI noting the lack of evidence of

buyer price-consciousness in the load fund marketplace where investors pay more to get the

worst Foducts This phenomenon
is not indicative of strong price competition

116 See Matt AckermamiH0W Scandals May Change Playing FieldforSubad viser AM

BANKER June 2004 at 19 Ten percent of the $5 trillion in long-tesm mutual fund assets

are subadvised according to Financial Research see also Oversight Hearing on Mutual

Funds supra note 38at 11 testimony of Eliot SpitzerN.Y Atty Gen putting the number

of sub-advised inulual funds at fewer than 20% The ICr never quantified the extent to which

sub-advisers arc used in the mutual fund industry noting only that advisers of some mutual

funds use sub-advisers See Collins supra note 77 at

117 Collins repro note 77 at 7-8 Id Press Release .rupra
note 109

118 Coates Flubbard supru 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.29

The effect of bill padding over sub-advisory services is huge Table below

compares sub-advisory fees to the full total amount of advisory fees actually

charged by the advisers to their funds sub-advisory fees plus the advisers

markups in the form of monitoring charges.2

TABLE

ADVISORY AND SUB-ADVISORY FEES FOR SAMPLE OF SuB-ADvISED

CAPI1VE EQUITY MUTUAL FUNDSDECEMBER 2006

Ams Mvlaaly Adi.ouy

Vndigr IasVU

Ca9ey $ni1Iou çps 1p4 Dflbrare 8hAd4sz

AXANGre LEgecth $1101 73 21 52 MCaI8eJkiC

Dreyfus Pram Aha Or tags Givc1h $5 13 75 25 50 Sbaine MISS

FBRSriuItC MIt Oreath 51.050 90 48 44 PteCap4sJWçt LLC

HailtadDlvGr Lgeue 53586 64 14 50 WInonLLC
Qindi CSobaI Vat Foretqn Lge VS 8976 96 48 48 Mactanzie Thhct

Ptoejx MtdCap V.815 Mid-Qip V.8le 8541 15 48 27 Saan Captt1 Inc

PlonaWIenVSus Largevatue 52.426 70 35 35 CaknCeyhLMLLC

aMScircevalue rgeValre $403 67 38 LadAbbetCoLLC

sllaasatcAggora Large3ondi $524 110 82 48 Ze.eib.genCap8wtLC

TuudiabieLgCpGr LargeOrcsth 51078 71 40 31 Naalhr8AusocJne

LSMggramIeOro Large Grc4h 51192 50 21 MwicoCapta MgtIIC

USMGnwThIna UrgsBIad 51492 57 37 LcomISaIas.LP

USAAInaniaStodc Liqt.Va1js 52361 50 15 37 OMO LLC

Ave $1372

AaatWeghdAeages 68 21 41

119 Oversight Hearing on Mulual Fuuds supra note 38 at 17 testimony of Eliot

Spilzer N.Y Atty Gm. As Spitzer noted

The 12003 TCI report used the amount charged by the sub-advisers without

accounting for the premiums tacked on by the mutual funds and passed on to

shareholders The result is that even in mutual fluids that are sub-advised

harehoIdcrs pay more for advisozy services than the actual cost for that service

incurred by the nainagesnent company
Id

120 See Virginia Munger Kahn investing Mutual Fwid Expertise For Rent N.Y TIMES

July 142002 at B1 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 Momingstar and ripper Analytical

lflflflQl
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Table shows over $72 million annually inbill-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 contract out the portfolio management function to sub

advisersu 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 flora honest fiduciary principles

There is another way to evaluate the industrys position that sub-advisory

fees reflect the true cost of fund portfolio management This way of testing

the ICI/Coates-Hubbard thesis is to explore the ramifications of it being true

as claimed that on weighted average basis equity funds portfolio

investment management function actually costs only around 30 bps per year

The cost of all the rcst 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 isaround 25 bps.1 Ibis 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 advisoiy fcc gouging dcspitc the use of sub-advisers consider

this example involving sub-advisusy services contracted out to Bernstein Investment Research

and Managdinent by Principal Management Corporation PMC the Principal Partners

LargeCap Value Funds investment manager
OrtiEk FEES

ASSETS MANAGEMm4T FEES Other Total

Millions Bernstein PUC 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 Kac SKI ET.L supranote 32at l6tbL2 Otherdata confirrnsamutual 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 19 bps Houge Welitnan supra note 56 at 28
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equity porffo1io 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 plus 25 bps for

everything else Instcad for actively managed equity funds it is more than

twice thati 12 bps.2

The difference between the all-in cost of running an equity index mutual

fund 25 bps and the cost of mnning 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

bps27 number in line with the 59bps average advisory fee for the industrys

500 largest actively managed equity funds noted earlier

The 62bps number logically reflects the cost of portfolio advisory services

since advisoty services are the only expenses save 12b-1 fees which we have

already adjusted for in the preceding paragraphthat actively managed equity

funds usually bear that equity index funds as rule do not pay.29 The 62bps

125 Index funds altcr all actually are mutual fluids Freeman supra note at 773

Index funds lack advisory thea because thcy are not actively managed but that is all they lack

Thus

have shares daily pricing boards of directors SC regulatory

requirements prospcctuses 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 KARCE5TU Fr AL repro note 32 at 16 tbl.2 lisa difibrence between the 112 bps

expense ratio noted here and the 91 bps expense ratios for mutual funds generally cited earlier

supra notes 31 56 and accompanying text is easily explained Equity mutual funds tend to be

more expensive to manage in comparison to other funds such as bond funds and mancy market

funds See Chester Spatt Chief Economist Dir Sec Exch Commn Address to the

Pennsylvania Association of Public Employee Retirement Systems Apr 122007 transcript

available at http/lww.sec.govlnewslSpeeChI2007/SPCh041207c5Sthh1 noting that equity

portfolios often are more expensive to manage than fixed-rate accounts So an average of

expense ratios in the fund indusiry as hole will always be lower than the average expense

ratio for the equity fund segment Likewise easily explained is the difibrence between the 112

bps numbcr and the results in Figure suggesting lower expenses Figure reflects only

advisory the costs not total expense ratios which also include inter alia administrative and

distribution costs

127 Freeman-Brown found the weighted average advisory fcc fur equity funds ssas around

56bps See Freeman Brown supra note at 631 tbL3

128 See repro text accompanying note 56

129 No index hind pays any substantial portfolio advisory fee since there is no active

management Most index funds do not charge 12b-l fees but some do See Shmina Croome
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number is more than double the fee the IC represents and Coates-Hubbard

acccpts 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 he explained by the presence ofbidden non-advisory expense
items

being imbedded in the advisory fee3 Rather it confirms 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 Profitabthiy
and StockMarket 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

Cajiher You Cant Judge an Index Fund by Its Cover INvESTOPEDIA June 11 2003 http//

wwwnvestepcdiacom/aClmUfl1/03eO6l 103.usp

130 See Coats Hubbard supra note 11 at 187 Collins supra note 77 at

131 Tn so many words this is the positlontaken by thICI and adopted byCoatcs-lubbard

See supra notes 90 104 and accompanying text The IC contcnds and Coatca-Ilubbard

implies that sub-advisory costs represent the true cost of providing portfolio management

advice to mutual funds with the difference between average fund sub-advisory costs around

30 bps and aerage 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 iransfer agent printing etc when separately itemized total only 21 bps

on average Freeman Brown supra note at624tbiZ So in order for the ICI and Coates

Hubbard to be correct in arguing that hidden expenses explain the difirence between fund

advisory thea on the one hand and fund sub-advisory and pension advisory fees on the other

there would have to be about 30bps 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 fbi credible it is absurd to contend that

over and above mutual funds major scheduled administrative cost items there are super

sccrct administrative costs that arc too minorto mention separably yet systematically swamp

those administrative costs that arc itemized end 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 Comnin Historical Socy supra note at 33 remarks of Joel Goldberg

fomier Director oflnvestment Management Securities and Exchange Commission

0000918



Case 21 1-cv-01 083-DMC -JAD Document 3-3 FUed 03/04/11 Page 41 of 113 PagD 922

122 OKLAHOMA LAWREVIEW 6183

generated by sponsors companies other than extremely high revenue levels

consistent with monopolistic industry

IV The Regulatory Fram eworkls Broken

Profitability at the levels encountered in the fund sponsor business is

unheard of in regulated industries.34 This makes the stock market

performance of mutual fund managers all the more stunning for in all of

corporate finance no securities issuers are subject to more intensive regulation

than mutual funds.35 Statutes regulations and decisions all have failed to rein

in excessive fees The question is why
The SEC surely deserves part of the blame As the mutual fund

marketplaces resident enforcement chief the SEC talks good game For

example speaking of mutual fluids costs the Commission has proclaimed

While we can all applaud fair and reasonable fees we think the best

way to ensure them isa 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.6

133 We shosed earlier in Table .rupra that the market returns for five large pubtiIy

traded flied sponsors averaged 26.1% compared to an average return of 12.4% over matched

periods for the SP 500 Asexplaincdsupra in note 28 capitalization-weighted index ofthe

universe of publicly traded firnd sponsors twenty-nine firms had compound average annual

return of2l.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 200 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 UtilitiesSector-Yahool Finance Industry Browser http//biz.yahoo.com/p/

9ijrnu.htinl last visited Feb 25 2008 In contrast profit margins for the asset management

industry are over 17% See Financial Sector Yahoo Finance Industry Browser

http/fbiz.yahoo.p4qpmu.html last visited Feb 25 2008 Some mutual flied sponsors

boast profit margins that are far higher Indeed Bernstein lists profit margin of 99% See

Yahoo Finance Asset Management Industry Company List http//bizyahoo.oom/p/

422qpmd.htinl last visited Feb 252008 Tharprofltmargin isniore than eleven unset higher

than Lhe typical profit margin forpublic utilitics

135 See stpra flute and aceompanying text

136 Press Release Sec Exch Cumxnn Alliance Capital Management Will Pay Rccord

$250 MiLion and Make Significant Governance and Compliance Reforms to Settle SEC

Charges Dec 18 2003 SEC Press Release available at http//www.sec.gov/

news/pressf2003-176.htrn
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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 As we

have shovm fair and reasonable are not how an honest person
would

describe portfolio advisory fees chargcd outside the Vanguard Group Nor

does one find compelling evidence that the fund marketplace is policed by

vigorous independent and diligent mutual fund boards Indeed investor

Warren Buffett has ridiculed directors for exhibiting 7nnibie-like behavior

that makes mockery of stewardship.t39 Yet to date the SEC has not

brought single action under Investment Company Act section 36b attacking

fund poitfoio management fees for being excessive

The SEC has also failed mutual fund investors by not requiring mutual

funds to supply investors with compicte easy-to-digest disclosure

information with clearly defined and segregated advisory costs This

regulatory failure provides cover for those like Coates-Hubbard and the Id

who argue against the comparability of fund pricing data.41 The agencys

condonation of incomplete and inadequate expense disclosures subverts

market forces and undermines fundamental purpose of ensuring full and fair

disclosure.142 By failing to insist on unifomi 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 BEmcsmRE HATHAWAY INc 2002 ANNUAL REPORT 17-18 2003 avaIlable at

hitpI/www.berkshirehathaway.coml2002ar/2002.pdf

140 See rupra note 89

141 Coatns Hubbard supra note 11 at 185-86

142 HeniyT.C HuFaith and Magic JnvestorBeliefsandGovernnzent Neufralfty 78 TEIC

REv 777 838 2000 The siecific philosophy governing the establishment of the SEC is

that the SEC should ensure that coniparnes provide full and fair disclosure

143 We agree ith Coates-Hubbard that the discrepancies can affect investors purchasing

patterns and can have material impact on advisers Coatcs Hubbard supra note 11 at

212 But for the data to inform accurately it needs to be uniform complete and clearly

presented This is notthc case today As one industry observer has complained Mutual funds

have constnxctcd systcm where the costs arc practically
invisible Mutual Fund Indurty

Practices and Their Effect on individual investors earing Before the Subcomnt on Capita

Mlcts ins and Govt Sponsored Enters oft/n Comm on Fin Servs loath Cong 157

2003 prepared statement of Gary Gensler former Undcrreorctaiy for Domestic Finance

DeptoftheTreasulyavaikjbleathtp//frbgae.aeCeSS.gPO.gOV/Cbin/getdOc.cgIdbflalfle

l08_house_heatingsdocidf8779pdf Anindustiywherecostsare practIcally invisible

is an industry s4iere price competition is disadvantaged
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invest for their retirements in mutual fund-like entities operated for federal

employees under the Thrill Savings Plan similar to private 40 1k plans

These index fund investments feature expense
ratios of 11 bps or less fax less

than the expense ratios paid by virtually all mutual fund investors in the

private sctor.49 When it comes to pelicing
investment company expenses

Congress does good job so long as its members and their fellow federal

employees are the purchasing investors For the public at large congressional

indifference is palpable Lacking sufficient protection from the SEC or from

the halls of Congress investors are left to obtain relief from excessive fees in

federal courts It is to these court actions to which we now turn

introduction to the Federal Fiduciary Duty Scheme

Analysis of fiduciary duty law applicable to mutual fund managers starts

simply The focus is on one s1atute section 36b of the Investment Company

ActICA Section 36b was enacted in 1970 Between the ICAs 1940

enactment and 36bs inclusion in 1970 the ICA lacked any mechanism by

which the fairness of management contracts could be tested in court.47

Congress decision to add section 36b was based on evidence generated by

the SECs PPI study that economies of scale stemming from booming gro1h

in mutual fund assets in the 950s and1960s were not being fairlyshared with

fund shareholders.48 The express civil liability provision was added as

tribute to the congressional finding that the forces of anns-length bargaining

not work in the mutual fund industry in the same manner as they in

other sectors ofthe American economy.49 Section 36b provides inter alia

that the investment adviser of registered investment company shall be

deemed to have fiduciary duly 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.5

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 requiringthe plaintiff to show the challenged

transaction was one that no reasonable person
could view as representing

144 The tŁdcral retirement investment vehicic is discussed in Oversight Hearing on Mutual

bundr supra note 38 at opening ststemCnt of Sen Peter Fitzgerald

145 1d

14 15 U.S.C 80a-35b 2000
147 S.REP.NO 91-184 at 51970 as reprinted In 1970U.S.C.C.A.N 4897 4901

148 PP1 STUDY supra note at 10-12

149 S.Rjte.NO 91-184 at5

150 15 U.S.C 80a-35b
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fair exchange.5 To win slate court waste case moreover all the defendant

needed to show was that any reasonable person miglt conclude that the deal

made sense.152 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 burden53 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 dpite 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 Cowl also has recognized the crucial

flaw in the industrys peculiar governance
structure.555 While seeing and

understanding problem is one thing fixing it is something else

Just as one statute ICA section 36b set the key fiduciaiy standard

applicable to mutual fund compensation one case has Set the standard for how

section 36b is interpreted and applied Gartenberg Merrill Lynch Asset

151 Steiner Meycrson Civ No 13139 1993 WL 441999 at Dcl Ch July 19

1995
152 1d

153 Green Fund Asset Mgmt L.P 245 F.3d 214229 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 vou1d be treated under stale law Id at 28-29

154 Rsp.No 91-184 at

155 In Daily incomeFwvZ Inc Fo 464U.S 523 1984thcSupremeCourtpointedout

that within the fund industry advisers typically do not compete by endeavoring tosell 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 look notice that fund advisers typically

established the mutual fund and fiequently control the boards of directors with whom the

advisers then soils services underannually approved advisory contracts See Id at536Unlike

moSt corporations mutual fund is typically
oreated and managed by apre-existing external

organization known as an investment adviser often selects affiliated persons to sets

on the board of directors... citation omitted Earlier inBws Lasker the

Court noted that because self-dealing is ingrained in the adrisc4und relationship
from its

inception relationship between Investment advisers and mutual funds is fraught with

potential conflicts of interest 441 U.S 471 480-81 1979 quoting Galfand Chestnutt

Corp 545 F.2d 807808 2d Cit 1976 alteration in original
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Management Inc.56 decided on appeal in 1982 is still the leading section

36b case decided to date5

Gartenberg was the first major fund Industry fee case tried to verdict The

trial judge Milton Pollack set very high proof thresbo1d and the Second

Circuits affirmance entrenched the Gartenberg factors as the principal

yardstick for section 36b mutual fund fee litigation The Gariçnberg

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 profitability to date

no complaining
shareholder has ever won lawsuit contesting mutual fund fee

payouts under section 36b
central point of this article is that the 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 iles in the cases unique circumstances Understanding Jaienberg

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 fond was by far the largest

156 694 F.2d 923 2d Cir 1982 The U.S District Court forthe Southcin District ofNcw

yorkdccldedeverdlctlnGartenbergtheyearbefore SeeGarl.cnberg Merrill Lynch Asset

Mgint Inc 528 Supp 1038 S.D.N.Y 1981

157 See Jemey Puretz Recent Developments for Mutual Funds and Fund Athisers In

LIFEINS CO PRODS 475 532 A.L.I.-A.B.A Continuing Legal Educ ed 2006 avaIlable at

Weatlaw SM039 ALl-ABA 415 noting Gartenberg was for many years fullowed by every

court in reported decisions Numerous decisions endorsed Garlneberg See e.g In re Eaton

Vance Met Funds Fee Litig 380 Supp 2d 222 S.D.N.Y 2005 affd sub nom Bellikoff

Eaton Vance Corp 481 F.3d 110 2d Cir 2007 Kalish Franidin Advisers rue 742

Supp 1222 S.D.N.Y 1990lid 928F.2d5902dCir 1991 OppenheimerMgrnt

Corp 715 Supp 574 S.D.N.Y 1989 afd 895 F.2d 861 2d Cir 1990 Krinsk Fund

Asset MgmL Inc 715 Supp 472 493-94 S.D.N.Y 1988 afd 875 F.2d 404 2d Cu

1989 Schuyt Rowa Price Prime Reserve Fund Inc 663 Supp 962 973-74 n38

S.D.N.Y 1987 afd 935 F.2d 45 2d Cir 1937 For more complete listing of cases

adopting Gartneberg see James Benedict et at Recent Developments In Litigation Under

he Investment ConrpanyAct of 1940 in CORPORATE LAW AND PRACTiCE COURSEIL1DBOOK

SERIES 571 578 Practising Inst ed 2003 available at Westlaw 1373 PU/Corp 571

158 See Oartenberg 528 Supp 1038

159 Very few fee cases have ever gone to trial on the merits Thc first one that did post

Garienberg asSchuyt 663 Supp 962 Like Garenbe Scuyt conccnicd challenge to

advisory fees charged for managing money market fund Id Awl like Gw-tenberg Schuyt

was brought and decided mthe Southern District of New Yost id Othercases have also been

on after trial by fund sponsors See Kalish 742 Supp 1222 Meyer 715 Supp 574

Krinsk 715 Supp 472
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money market fund in existencetes having exploded from $100 million in

assets to ovcr $19 billion in just few years.6 PlaintifTh challenged as

excessive the advisory fee paid to Merrill Lynch by its Ihat-growing money

market fund Making the facts in Gartenberg distinctly different from those

in modern fund fee cases was the fact that the Ready Asset fund was integrated

into Merrill Lynchs spEawling branch omee system The fund had over 1.1

millionshareholdersisn and thousands of account executives were on hand at

over 400 local offices to aid in processing and administering the 30000-plus

share orders received daily The orders were handled by the sales force

without any commission leading to vexing cost accounting issues and

considerable uncertainty over how much Merrill Lynch was paying for

shareholder servicing and bow 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%

EvaluatIng Fiduciary Breaches Under Gartcnberg

The districtcourt 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.Ies 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 Mat 1041

165 Garlenberg 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 fbrthe money market fired other 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 of Ready Assets transactions were

enormously profitable to Merrill Lynch and its sales force those benefits were ignored by the

district court which founth Any study of the benefits to Merrill Lynch as result of the

Funds oxistonce would be dinscult time-consuming and expensive and probably entirely

inconclusive even if all of the logical problems could be resolved Gartenberg 528 Supp

al 1056 The court of appeals rejected the notion that estimating Meirill Lynchs fall-out

benefits was impossible buS found those benefits could not be considcredbeaiusc the plaintiffs

never proved what they were Gartenberg 694 F.2d at932

166 Gartenberg 528 Supp at 1047 citing Galtbndv Chestnttl 545 F.2d 807809811

2d Cat 1976
167 Id citingRosenfeld 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 duty 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 paid1 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 industrys

uniquely conflicted governance system could not be trusted to deliver fair

pricing Evaluating no-bid contract prices against other no-bid contract prices

is futile The lower court properly proclaimed The market pricefreely

available and competitively setserves as standard to test the fainiess of the

investment advisory fee Nonetheless the lower court improperly

permitted Merrill Lynch to defend its fees in reirence to other similarly-

tainted transactions failing to recognize that because of the conflicts

described in Part mutual fund fees are not competitively set and thus are

ineffective guideposts for use in judging anns-length bargaining or pricing

fairness

On appeal the plaintiffs in Garienbergtried to convince the appellate court

that the lower courts fairness standard tied to market price freely

available and competitively set73 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 Ic the existence in most cases of an

unseverahie relationship between the adviser-manager and the fund it

services 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 Ihe Fund And even when full

disólosure has been made the courts must subject the transaction to rigomus scrutiny for

fhirness Id citations omitted internal quotation marksomitted

l69 id quoting Pepper Litton 308 U.S 295 306-07 1939
170 Id

171 Gartenbcrgv Merrill Lynch Asset Mgnit Inc 694 F.2d 923 927 2d Cir 1982

172 Gartenberg 528 Supp at 1067

173 Id

174 Gartenberg 694 F.2d at 929

175 Id emphasis added
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demonstrate that the adviser-manager
fee that is so

disproportionately large that it bears no reasonable relationship to the services

rendered and could not have been the product of aims-length bargaining.6

Whether it did so deliberately the appellate court imported into section 36b
actions de facto waste requirement precisely the proof threshold Congress

sought to eliminate by drafting section 36b in the first place

This important substantive rulmg was paired with an equally important and

devastating evidentiary finding The Second Circuit rejected the plaintifl

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 As

discussed below the Gartenberg courts greatest failing was its refusal to

accept that the pricing of investment advisoiy 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 cas belongs on the

portfolio advisory function not on administrative matters Adrnimstrative

costs need to beand almost always arebroken out and accounted for

separately Second if the defenses position was that the advisory function

was made more expensive by having to adjust for inflows and outflows of

cash then the extra labor and the cost thereof should have been isolated and

used as variable to justi1i an increase very likely slight9 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

171 Ii at930.n.3

178 Jd

179 The so-calledliquidity factorwa.salludedto bytheSecond CircuitinGarienbergwhen

it refbsred to fund managers having to deal with the myriad of daily purchases and

redemptions by fund shareholders Id As we have seen the alleged liquidity factor is bogus

justilloalion for direntieting 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 isthus

absurdto baruse ofpension fee compariscnsbased on asupposcdly special distinctive rnutLial

fund cost factor that has never been quantified Moreover lithe 1usivc liquidity facto ever

were identified and quantified all anyone maidng fun comparisons using non-fund data would

need to do is adjust for it
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Garten berg 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 frades.U 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 decisionmakitig.mn 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 lartenberg Factors and Why They Stack the DeckAgainst 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

factors today commonly known as the Garten berg factors 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 structhres fallout benefits i.e indirect profits

180 In the investment cuutcxL

law of large numbers suggests that institutional funds nocd to trade. far

less often than insiivlduals do Institutions represent ever-changing pools of

individual investors So long as ewinvestorsbuyinatrouulYthe same rate that

old investors redeem their interests. the fund can mccl individuals liquidity

needs withoutbuying or selling
assets Liquidity buying and selling is only

necessary forinstitutions when large numbers ofindividualssimuttafleouslYeitller

put money into or draw money out of the fund

Lynn Stout Are Stock Markets Costly Casinos Disagreemen4 Market Failure and

Securteles Regulation 81 VA L.REV 611665 n.171 1995 To statethe lawoflargenumbers

more precisely the mean of sample approaches the expected value of sample size as the

sample sme tends toward infinitythe difference between the samples mean andthe expected

value shrinha as the size of the sample gets larger See Jeffley Bionic RichardM Royall

Illustrating
the Law of Large Nwnbers and Co/idence Intervals AM STATISTICIAN Feb

2003 at 51

181 Itisrelatlvelycertainthatthe courtreveived no such infbnnation Admissibleevidence

about pension find advisory fees and full explanation why that evidence is probative

apparently was not submitted to the lower court fbr its consideration

182 This is so firmoney maiket funds as wcll

183 See e.g Benedict et al supra note 157 at 578 discussing various 36b cases in light

of holdings on the Gartenberg factors

184 1-listorically 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

nnnna97
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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.1 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

ChiefEconomist was asked about seeking to collect industry-wide data on

fund advisory finns revenue costs and profitability He responded As to

your suggestion that the SECs Chief Economist do revenue/cost/profit

study know Id be interested but dont think the industry would oblige

us 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
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 Gartenberg 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 fund clients anti if not uliy not The SEC rulemakin and others contend

brings comparathe free market data into play under the Gartenberg test See Laurin

Blumenthal Kielman CarlaG.TeodoroForming OrganizingandOperatingaMutualFund

Legal and Praclical Consideration in THE ABCs os MUT1JAL FUNDS 2007 at 931 n.32

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 Gartcnbcrg Merrill Lynch Asset Mgnit Inc 694 F.2d 923929-30 2d Cir 1982

186 Am Bar Assn Fund Directors Guidebook 52 BUS LAW 229250 1996
187 Letter from Erile Sirri Chief Bconotnist Sec Exoh Conimn to John Bog1e

Chairman The Vanguard Group Mar 23 1999 on file with the authors

188 The SEC hasalso announcedtbatitis unable to cvaluatccconomicsofscalc inthe fund

industry because the data is lacking See Infra notes 205-07 and accompanying text

189 See infra notes 205-07 and accompanying text
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1oss.m In another Merrill Lynch-related fUnd case brought under section

36b the plaintiffs expert testified that in given year MerrillLynchs Cash

Management Account generated pre-tax profits of $47.5 millionand pre-tax

return on revenues of 28.5% For the same period
Merrill Lynchs chief

expert reported loss of $77 millionand negcive profitability of 55.8%

Over three-year period plaintiffs expert determined average annual

profitability
of the fee contract to the adviser was 40.4% the defense experts

estimate was an annual return of minus 32.7% After disparaging both sides

presentations on profitability the court concluded that weighted average of

pre-tax profitability over the three-year test period would probably fitli in

range from at least afew percentage points greater
than 0%to perhaps as much

as 33% 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

avirtually impossible task.91 Given that profitability data is hidden subject

to fierce dispute onee found and next to impossible for courts to analyze it is

unclear what is gained by making proof about the advisers profitability

criterion for recoveiy
in cases attacking advisory fees

Factor economies of scale is no less vexing Ii is common knowledge

that as one fimd industry pioneer has stated the economies of scale in fund

opcralions are truly staggering The reason for this according to one fund

industry insider is that marginal costs of managing increasing dollars

is minimal.97

190 Gartenberg 694 F.2d at 926

191 Krinsk Fund AssetMgmt Inc 715 Supp 472489 S.D.N.Y 1988showing

estimated profits
and profliability percentages in table comparing three studies affd 875

F.2d 404 2d Cir 1989

192 Id showing table containing data from Merrill Lynchs expert

193 Id at494

194 Id According to the plaintiffs
Merrill Lynchs average annual profitability

for 1984

to 1986 as 40.4% the defendants expert estimated average profitability for the same period

to be -32.7% Ii

195 Schuyt Rowa Price Prime Reserve Fund Inc. 663 Supp 962 978 S.D.N.Y

1987 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 fact id at 990

cscn though the adviscrs pretax profit margin was colossal exceeding 77% Id at 977 If it

is true that thc advisers profitability
is not an important fact for plaintiffs

to know about then

ii folows shareholders should not be required to assemble and present profitability
data in order

to win fee cases

196 Bogle supra note 42 at 417

191 Kahn supra note 120 at B7 quoting Jefitey Molitor Dir of Portfolio Review

Vanguard Group
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There is no shortage of proof that economies of scale exist In Part 111 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

firnds asset size inerease90 Likewise fund adviser Franklin Resources

tremendous success as growth stock has been fueled by its ability to benefit

ftom the economies of scale available as the size of fund assets under

management grows As GregJohnson 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 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

bfflion 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 miffion fund he would

make $2 millionannually and to manage the Si 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 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 fluids 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 .cupra
note at 632

199 John Eckhouse Franklin Wrn.rAgain S.F CHRON Apr.20 1992 at 16

200 Freeman ft Brown supra note 9at 627-34

201 See supra Table Table Figure

202 See supra Table and accompanying text Freeman-Brown thund tha1 in mutual

funds the average fee charged was essentially flatthrough the find samples first seven deciles

covering the funds making up the first 70% of the sample ranked acconling to size and the

fee charged was consistently giesterthan 70 bps Freeman Brown supra note at 632 Fees

declined wbenfund size increased above about $750 million but the decline was modest when

compared to significant declines seen in pension funds Id

203 One expcricnccd fund industry observer had this to say about economies of scale inthe

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 know exist inthe field of rnoncy management

fuiled to materialize as total equity fund expenses rose l980-2005J from

$280 million year to $37 billion year 129 dines over

Bogle supra note 40

nnnnQn



Case 21 1-cv-01083-DMC -JAD Document 33 Filed 03/04/11 Page 53 of 113 PagelD 934

134 OKLAHOMA LA WRE VIEW 6183

unfairly high profits and improperly diverted by the funds adviserthe

plaintiff must have detailed cost4 and profitability data As explained above

data about the advisers operations are viewed as proprietary and are not

readily available even to the SEC202 much less to fund shareholders

conclusion reached in 2000 SEC report on mutual fund fees vividly

illustrates the difi1cu1ly of obtaining this data.206 In that study the SEC staff

explained that it was unable to analyze directly the cost of providing portfolio

management services to mutual fund in order to determine whether

economies exist because the data are unavailable.201 This means that the

SECs own staff of lawyers andflnancial economists specialized mutual fund

experts all have solemnly informed us they cannot locate cost data sufficient

to permit them to analyze and opine upon whether economies of scale even

exist in the fund industry because the staff lacks access to industry cost data

regarding the portfolio management function Given that the SEC has been

left in the dark it follows that mere fund shareholders lacking the SECs

expertise resources and clout also are apt to have grave problem locating

the cost and profitability data needed to make economies of scale calculations

in litigation under Gartenberg

Even assuming the cost and prof1tability 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.2 Arguments are

204 Costdatalsespeciallydifficult oisolate because even ifthe mosteasily calculated type

of cost infbnnatlondixect expenses for pure portfolio managementwere available costing

cut the advisory function i.e excluding administrative and distribution costs would still

necessitate allocating an appropriate share of the advisory firms indirect costs including

ovethead

205 See mpra notes 187-88 and accompanying text

206 Div or lxv MGt.cr SEC ExCir COMMN REPORT ON MUTUAL FuND Film AND

EXPENSES 2000 avaIlable at hlt1//www.sec.gov/newaistudies/feeStudy.htxfl

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

Plaintiffh adduced an assortment ofevidence that Harris provided the board ith

materially misleading and inaccurate information directly bearing on the

reasopablenesgofllsrriss fees Among otherthings Plaintiffs demonstrated that

Harris grossly understated its profit margins to the board by accounting forhuge

profit-sharing payments to its partners as business expenses Plaintiffs also

demonstrated that Harris failed to supply the hoard with an economies-of-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 failed to disclose

that Harriss accounting methodologies had caused the funds to bear an

inappropriately large portion of these payments

Reply Brief ofPlaintifih-Appellants at 18-19 Jones Harris Assocs Li No.2007-16247th

AAAACv .1
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inevitable in part because there is no standard methodology to evaluate

economies of scale within the mutual fund industry Furthermore in the

authors experience fund companies have no problemfinding 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 plaintLff in section 36b cases.2 Because

of the foregoing problems to put
it mildly success is by no means guaranteed

Likewise danuting for plaintiffs is the subject matter covered by items

and6 fall-out benefits and directors conscientiousness Fall-outbenefitsare

Cir July 2007 citations omitted available at bttp.J/www.ca7.uscoUitS.gOV/briefs.htm

search for 07-1624 then follow 07-1624 005.pdf byperlink

209 The claim is that fiusdpoitfbtio managementoflbrs no economies of scale on marginal

or tbrnard-looking basis The defense contention is that the only thing relevant to assessing

economies is whether fiutiue operations wili yield additioeal economies of scale that would

justi1 fee cut The problem with this view is that in any given year the fee contract being

negotiated covers all asscts under management not just assets apt to be brought into the fund

over the next yearly period covered by the advisory fcc The fee level set by the prevailing fee

schedule is not the athisers property It is up hr re-negotiation oasis annual busis No aspect

of the funds advisory fee payments are beyond questioning by fund boards The Investment

Company Acts governance scheme Is Intentionally
slanted to give fluid boards power over

advisers who may believe they have proprietary right
to eunent fee levels The statute

requires annual approval of the buds advisory contract covering all assets See 15 U.S.C

80a-15c2000 Congress deliberately gave fund boar sannuatly enew powerto firethe

adviser and put the management contract covering all those assets up for bid See Am Bar

Assn .rupra
note 186 at 249 rThe independent directors ability indeed their obligation to

consider the investment advisory agreement annually is the principal source of their leverage

in dealing with the investment adviser. Thus it is simply wrong to say that economies of

scale realized in the fixture are the only ones relevant in setting fluid advisory fees

210 The essence of an unfair fee case is that the adviser is profiting unfairly at the expense

of flind shareholders The simplest way to show this is to prove that the adviser captures

disproportionate share of the grins realized s.c revenues grow faster than expenses This

analysis calls for recognition that annual approval oftheadvisory contract places in issue each

year the entire revenue stream for the advisory function not just an incremental amount

reflecting the amount to be spent based on expected fund asset growth over the next ear It is

the boards job to monitor and control the advisory function The funds board controls fee

setting Ithas the povr to replace the adviser each time the fec contract oonses up forrenewat

Thus the fee approval undertaking addresses nota marginal cost but every single dollar to be

paid In other words there Is not an ongoing fee contract with layer of fec payments that is

not eligible for inspection analysis or rejection guidebook written to educate fund directors

about their fiduciary duties recognizes that review ofthc fimds growth over lime Is the crucial

inquiry See Am BarAssn stçra note 186 at 250 calling on directors to analyze the extent

to Wnith the adviser has realized economies of scale as fund grows

0000932
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money-making tie-ins available to funds adviser by reason of its position 21

211 listing of various potential types of fall-out benefits that supposedly arepassed on

to shareholders was set forth by Professors Coatcs and Hubbard in an earlier version of their

srtide published asaworking paper by theAmerican Enterprise Institute See Comes-Hubbard

Working Parer supra note 79 at 57-58 ii 123 It is by no means clear that as the C.nats

Hubbard Working Paper suggests fund shareholders are on the receiving end ofabundantTall

out benefits Missing from their report is any data backing up these claims Among other

things the Coates-Hubbard Working Paper conlends shareholders
profit through economies of

scale when new investors are brought into the fund Ad This economies argument was of

course one of the major selling points when Rule 12b-l was adopted The idea that sales to

newinvestors financed out of fund assets are beneficial to existingflind shareholders isdubious

and not supported by the literature See e.g.LORIWAL1 The COSTSANDBEItEFITS TOFUND

SRAREHOWBRS OF 12B-l Pt.tis 2004 available at httpl/www.sec.gov/

rules/proposed/s70904/1wa1sh042604.pdf

Other supposed fail-out benefits accruing to fund shareholders according to the Coates

Hubbard Working Paper are rebates and soft dollar payments Coates-Hubbard

WoIngPaper.vupranote79 atS7-58 nA23 knallegedrthale hasnorecognizedmeaning

and is thus hard to view as benefit if it exists at alL Actual rebates from service providers

returning costs borne by the fund clearly are bad unless they are 100% paid into the fund and

in two cases rcbatcs skill to kickbacks were demanded by the adviser from the funds service

providers causing thciimdsto be overchargcd andthe adviser to be unjustly enriched See SEC

Jones No.05 Civ 7044RCC 2006 WL 1084276 S.D.N.Y Apr 252006 In re BISYS

Fund Servs Inc Investment Advisers Act Release No 2554 Invcstmcnt Company Act

Release No.27500 SEC Adinin Proc File No 3-12432 Sept 262006 available at httpll

waw.sec.gov/litigatioiiladminf2006fia-2554.pdf As for soft dollars they undercut price

competition ifundisciosed The practice ofpadding brokerage costs which of course are not

reflected in funds expense ratios to generate money to pay for advisory services raises major

policy issues lithe expenditures do not go to reduce the fluids advisory thea the true amount

being paid for advisory services is distorted and fiduciary duty issues of fairness and full

disclosure arc implicated

Additional supposed fall-outbenefits singled outbythe Coates-Hubbard Working Paper

as beneficial to fund shareholders are particularly puzzling One such category is

research and portfblio management Coates-Hubbard WorkingFapersupra note 79 at 57-58

n.123 Here is what the Castes-Hubbard Working Paper says in explaining how the fund

benefits when the adviser resells the research know-how it developed at fluid shareholders

expense

Using the research for additional portfolio management business such s.c

contracting to become sub-advisor for another fund or an external portfolio

manager for an institutional client allows the flied to gain further incremental

revenues towarduovering total costs benefiting all fund investors

Id This is peculiar statement It asewnes that when for example Alliance Capital sold its

services to the Wyoming Plan for 10 bps as discussed above see sup-a 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 suchcases We are unaware of any instancesandtheCoates-HubbardWorldngPaper

provides no exampleswhere incremental revenues collectedby fund advisers are forwarded

to the fund that paid for the original advisory work What instead seems tube the norm is that
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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 fromthe

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 contemporary standard fund fee case challenging pure portfolio

advisory fees Unlike Memil Lynchs situation in Gartenberg todays typical

fee case involves free-standing mutual fund operation with no captive sales

force Typically the adviser and its alliliates 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 weigting 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 pmprletaiy research paid for by the fund and convert the asset to their

personal benefit The advisers thus use the funds propertythe information gleanedlo sub-

advise other entities keeping the profits forthemselves and raising fiduciary duty/corporate

opportunity problems in the process What is particutarlyocid in the authors experience isthat

the sub-advisers work tends to be done for others at amuck lower price than was charged for

the vork performed fur the originating fund

212 Gartenberg Merrill Lynch Asset Mgint Inc 52SF Supp 1038 1055-56 S.D.N.Y

1981 qfd 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 flmd itself and the fund sponsors organization Sensible

governance requires that these free-standing opportunities be the subject of separate

negotiations and agreements between the funds board and the adviser ecause each potential

benefit relates to discrete corporate opportunity that presumptively belongs to the fluid each

needs to be disclosed accounted for quantified and then approved by the funds board upon

teons that arc fair to the fund and its shareholders

214 See e.g Fidelity Magellan Fund Prospectus Form 485BP0S May 29 2005

Fidelity Prospec valiable ha //www.sec.gov/Archives/edgar/data161397/

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 Iliad 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 II 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 3artenberg 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 contracts5 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 specifics

shareholder would need to know in order to evaluate the directors level of

care.216 Moreover directors care and diligence is hard to evaluate Neither

sales loads and payments under Rule 12b-l plans in respect of certain of the

Fidelity fimds and benefits to the Investment Advisers from the use of soft

commission dollars to pay for research and brokerage services also

considorcd the rcvcnues and profitability
of the Iriveatnient Advisers businesses

other than their mutual fund business including the Investment Advisors retail

brokerage correspondant brokerage capital markets Irust investment advisory

pension record keeping insunince publishing real estate international research

and investment funds and others considered the intangible
benefits that

aceruc to the Investment Advisers andtheir afliliattis byvirtue oflhcrrclatlonshlp

with the fund

Id Note the lack of specific data Without clear identification of the fall-out benefits being

evaluated their dollar values and the extent to which they are shared by the adviser with the

fund ashareholderhas no means ofanalyzing based onpublicly available information whether

the advisers dealings with fall-out benefits was handled property

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 2648669 Fed Reg 39.798 June 302004

216 ForcxamplcconsiderthisdscriptiOflOfadVisOyfredec18i0fl.mmgPm

Fidelity Prospector

The Board of Trustees has establisbedt Fund Contract Committees the Equity

Contract Committee composed of Messrs Stavropoulos Chair Gamper and

Lautenbach Dr Heilmeier and Ms Small and the Fixed.Incorne Contract

Committee composed of Ms Small Chair Mr Dirks and Ms Knowles...

With respect to each fitod under its purview each committee requests and

receives informationon the nature extent and quality of services provided to the

shareholders of the Fidelity funds by the invcstmentadvisers and their respective

affiliates fund perfonnaaice the Investment perlbrmancc of the investment

adviser and such other infbrmation asthe comniitteedeteimlnes 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 stun the federal fiduciaiy standard applied in section 36b cases under

3artenbergis an infIrm and warped legal standard requiringscrutiny of hidden

or essentially undiscoverable data that even if found am subject to wildly

ckflerent interpretations by well paid and highly-credentialed experts Et is not

plaintiff-friendly as Congress intended It is riot 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 margins21 to their

conflicted fiduciaries who typically provide investment returns lagging

would be realized as the funds grow and whether the levels reflect those

economics of scale for the benefit of fund investors considers methodologies for

determining the extent to which the funds benefit from economies of scaic and

refinementsto these methodologies considersinformation coinparingihe services

to be rendered and the amount to be paid under the funds contracts with those

underothernveslinentadvsorycontractsenteIsdffltOw1th1FideIitYMaflge1eTt

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 mid appropriate

to evaluate investment advisory agreements of the flmds and makes

recommendationsto the Board concerning the approval or renewal of investment

advisory agreements Each committee wilt consult with the other committees of

the Board of Tnmstees 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 19401

Fidelity Prospectus supra note 214

217 Mercer Dullard Rouge on Corpse Won tBringMulrwi FundDirectors Back to

JURJsTONLnE Mar 152004httplljuristiaw.pittcdu/%ruxnlbullardl.PhPNeithcrthC
SEC

nor the fund Industry has set lbrth standards regarding the minimum steps that fund directors

must take to fulfill their fiduciary duties to shareholders.

218 In Schuyt Rowe Price Prime Reserve Fwra Inc the court approved and thus gave

the fund sponsors the green light to accept an annual pro-tax profit margin of over 77% 663

F.Supp 962979 S.D.N.Y 1987qfld 835 F.2d45 2dCin 1987 Thatpretaxprofitmargin

was no aberration it was up from margins of 59.1% and 66.8% achieved the two previous

years Id at 978-79

0000936
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benchmark standards knowledgeable observer in the United States Senate

decried the fund industry as the worlds largest skimming operation21 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 Offerr Valuable Needed Pricing Guide

When it comes to enforcing standards of fiduciary behavior the focus must

be on honest accountability and fair dealing While Gartenberg acknowledged

that the standard for testingthe reasonableness of fiduciarys compensation

in self dealing transaction is an arms length pnce2 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 Gartenbergallows funds to defend their

fees by referencing fees paid by other similarly conflicted funds and sends

plaintiffs on fruitless and frustrating quest for an empirical holy grail while

slnultaneously 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 compuk ion to buy or sell Because the fund

market features prices drawn from negotiations where one party the fund is

under compulsion to buy from only one supplier the adviser mutual fund

fees negotiated between captive funds and their adviser whether considered

219 Trading Practices Ifraring sivm note 48 at opening statement of Sen Peter

Fitzgerald AconIing to Senator Fitzgerald the fund industry represents aniulti-trillion 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 Gartenberg 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 the under

the facts shown in this record Gartenberg Merrill Lynch Asset Mgmt Inc 528 Supp

1038 1067 S.D.N.Y 1981
221 SeeNewaikMorningLedgcrCo v.UnitcdStates 517U.S 46 570 1993approvirig

lower courts application of fair niarket value test as bcingthc price at which the asset would

change hands between ahypoiheticalwilling buyer nd willing cl1cr neither being under any

compulsion to buy or sell both parties having reasonable knowledge of relevant facts see

also Tress Reg 20.2031-1b as amended In 1965 defining tbr purposes of estate

valuation fair market valueto be the price at which the property would change hands between

willing buyer and willing sellerneither being under any compulsion to buy or to sell and

both having reasonable knowledge of relevant facts

flflflflOl7
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individually or collectively cannot reflect fair market value and should not be

used to judge whether particular fee is fair.m

Comparisons Can and Should Be Made

Other available comparators are superior After all mutual funds are not

the only Institutional Investors holding portfolios of securities needing

professional management almost all mstitutional 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 army

ofomparables 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 iliad 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 fluid college endowment fluid or some other large

institutional investor More accurately and objectively than expert

222 Layersrepresenlingfiindadvisersin36blitigationinsisttheonyadmissiblepricing

evidence usable at trial is that drawn fnm similar mutual funds See e.g.American Centurys

MotioninLimine to Predude Evidence Relatingto Sub-Advised and Institutional Accountsand

Suggestions in Support Baker Am Century mv Mgnit Inc No 04-4039-CV-C-ODS

W.D Mo June 22 2006 2006 WL 2320405 in that filing American Century argued

successfully forpreclusion ofevidence establish ngpr cingoutside the fund businese citing and

relying on Garten berg and its progeny in reAllianceBernstein Mutual Fund Excessive Fee

LitigarionNo Civ 4885SWK 2006 WL 1520222 at S.D.N.Y May 312006 Kalish

P-onldinAdvisers Inc 742 Supp 1222 1237 S.D.N.Y 1990 ajjd 928 F.2d 590 2d

dr 1991 Krlnskv FundAssetManagemen4 Inc 71SF Supp 472 486 S.D.N.Y 1988

of 875 F.2d 404 2d Cir 1989 Schuyt Rowe Price Prime Reserve Fund Inc 663

Supp 962S.D.N.Y l987affd835 F.2d45 2dCir1987 Lehman Management

Co No 84 Civ 7795 1986 WL 165 S.D.N.Y Mar 13 1986
223 Recallthatthefimdmanagers byinggroupandadvocatethelCI agreesthat mutual

funds and other institutional investors arc 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.22 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 necessaiy 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

comparab1es RelegatingplaintiffSharelloldetsto 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 evidentiaiy 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

LP.7 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

fond sponsor advocates like Coates and Hubbard are prone to contend that fund advisoiy fees

are not subject to scrutiny because of data problems See supra notes 1t6-87 and accompanying

text

225 See supa note 113 and accompanying text

226 WithoutuscofsuchCnmPatOTS section 36b plaintiffs
are doomed This was driven

home recently when plaintiffs counsci dropped section 36b case on the eve of trial

following the district courts ruling on molion in limine to exclude institutional pricing

evidence at trial See Order Granting Defendants Motion in Liminc Baker No 04-4039-CV-

C-ODS

227 Jones Harris Assocs L.P No 104-cv-08305 2007 WL627640 ND Ill Feb.27

2007
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the captive funds but the court failed to grasp the evidences importance.ua

In granting summary judgment for defendants the court held that advisory fee

pricing embraced range of prices with the far lower fees charged

institutional clients simply on the low end of spectrum which was also

populated by the tainted fees charged conflicted funds Because the subject

funds fees fell within the spectrum the funds high fees were held proper as

matter of law

Similarly in recent case involving the Ameriprise fund famllyno 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.uI Taking its lead

from Jones the court in the Ameriprise case held the advisers far lower

institutional advisozy 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 Jone.r and Ameriprise mode of analysis stands fund

investors will never win case challenging advisory fees under section 36b
Institutional fees charged iii 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 Forexample 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 Oakniark Fund shareholders more than $33 million annually See

Espert Report oflldword ONeal at 18Jones No l04-cv-08305 onfile withthe authors

For Oakmark Equity Income Fund the rate drop would have been from 73bps to under 26

bps andannual savings would have been over $37 million Id at 19 Thus for these two funds

alone the difference betwten institutional pricing in the free market and conflicted pricing in

the hind market amounted to $70 million in extra compensation for the adviser annually In

each case the hinds sere paying more than double what the adviser as 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 fuct supported with record evidence It as more expensive furthe

adviser in Oalcniark to service its institutional accounts than its nirstual funds In other words

the adviser in Oakxnark was charging its mutual funds more than twice as much for advisory

services even though those services were cheaper to ddiverto the funds than to the institutional

accounts See Plaintiffs Responseto Defendants StatcrnentofUndisputedliacts and Plaintiffs

Statement of Additional Facts Jones No on file with the authors From

die data studied It appears the adviser in Oslunark was charging its mutual funds more than

twice as much for advisory services even though those services .efe cheaper to deliver to the

funds than to the institutional accounts

230 Gailus Anieriprise Fin Inc 497 Supp 2d 974 MImi 2007

231 DecI of Edward ONeal Ph.D at Gallu.c 497 Supp 2d 974 No O04.ev-

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 be treats the very party to

whom he owes statutorily-provided fiduciary duties needs to be recognized for

what it isevidence 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 antis-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 fromthe free

market is presented in the following section

The McDonnell Douglas Framework Should be Used When Evaluating

Pricing ThscrepancieS

Courts called ott to evaluate free market vs fund market pricing

discrepancies need to abandon the disjointed hit-and-miss scavenger-hunt

approach epitomized by Gartenberg and embrace anew cleaner and far more

realistic approach to analyzing section 36b claims In McDonnell Douglas

Corp GreenZ the Supreme Court laid out framework useful for

analyzing disparate treatment cases relying upon circumstantial evidence of

discrimination.234 These cases are pertinent Employment discrimination

claims like fund advisory fee claims are rooted in charge that litigant

there the employee here the captive fi.md is being treated in way that is

unfair and unjustifiable

232 As shown by Figure supra fluid advisory free are subject to great dispersion

Because of this many fluid ftc schcdulcs can be presented as more moderate and fair than an

array of others extant in the industry

233 411 U.S 792 1973
234 The McDonnell Douglas frameworks distribution of the burden of proof and

production was later refined by the Supreme Court in Texas Department of Cummunit Affairs

Burdine 450 U.S 2482551981 For discussion of the McDonnell Douglas framework

see Leslie Kems Comment A.ka Washington Hospital Center Why the Debate over

Pretext Ended with Hicks 60 OHIO ST 16251630-34 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 earmarks of an arms-length

bargain would be satisfied by showing that the adviser or one of its affiliates

charged the captive fund significantly more than either the particular

adviseror comparable competitorcharged an institutional client to

perform roughly equivalent work.5

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-discnminatoiy 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 identliIng and quantliing the service differences between

picking portfolio securities for third-party institutional clients versus the

captive mutual fund.6 Once the defendant has presented evidence to explain

the fee disparity it remains for the plaintiff to show the pricing disparity

evidences breach of fiduciaiy duty The plaintiff would do this by proving

by preponderance of the evidence that the difibrences in services the

defendant identified do not adequately explain or justif the fee disparity

Here the 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 un1ir and in neither case did the

adviser rebut that evidence

235 The esscncc of the test is whether or not under all the circumstances the

transaction carries tho earmarks ofan arms Iengthbargain Gartenbergv Merrill Lynch Asset

M5mL Inc 528 Supp 1038 1047 S.D.N.Y 1981 citing Pepper Litton 308 U.S 295

306-07 1939 alteration in origkial qfld 694 F.2d 923 2d Cir 1982

236 In BurdIne 450 U.S at 250 the Court made clear the defendant shouldcrcd only

burdenofproductionIlOtabUrdeflOfPtOOf
onvethe plaintilTha4 made apriniafacie caac 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 Cons icier

Free market pricing analogies and the McDonnell Douglas analytical

framework offer great promise not just as decision-making guides but as

Lools fund board may usefully employ in negotiating advisory fee contracts

In 2004 the SEC adopted rule and form amendments requiring that fluid

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.nB This is very powerful

comment for it evidences the SECs belief that boards decisionto weigh or

not weigh comparative pricing of advisory services is itself material facf

investors ought to know in evaluating the boards actions

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.2648669 Fed Reg 39798 39802 June 30 2004

238 Id

239 Inthecontextofthe securities laws afactis material ifthere is asubstantial likelihood

that areasonable shareholder would consider it important TSC Indus Inc Northway Inc

426 U.S 438 4491976

240 The SECs decision to revise and update disclosures concerning fUnd boards

consideration ofadvisory contracts shows justhowfur 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 Defendants Motion in Limine Baker Am Century mv

Mgmt Inc No 04-4039-CV-C-ODS W.D Mo July 172006 fjnding that Plaintiffs will

be precluded frompresentiag any evidence relating to Defendants management of non-mutual

fund accounts as such evidence is irrelevant to Plaintiffe claims involving mutual fund fees

under Section 36b ofthe Investment Company Act Kalish Frsisldin Advisers Inc 742

Supp 1222 1237 S.D.N.Y 1990 suggesting evidcncc ofconiparative fee structures in

sectIon 36b cases should be limited exclusively to fees charged by other mutual fluids ctffd

928 F.2d 590 2d dr 1991 Yet the SEC considers comparative fee matters such as fees

charged by fund advisers to their pension pian clients to be Importani in understanding bow

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.24

Directors must thus disclose the coinparables they consider When

considering comparables directors duty of care should require that they

consider true free market transactions where fees were negotiated at anns-

length Directors who consider fees determined only by tainted boards are on

the road to breachmg their fiduclary duties by failing to fight for the best

prices available for their funds shareholders In one case pertinent to the fund

industry the Delaware Supreme Court admonished independent directors to

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

corporations behalt

The power to say no is significant power it is the duty of the

directors serving on independenti committee to appmve only

transaction that is in the best interests of the public shareholders

to say no toy transaction that is not fair to those shareholders

and is not the best transaction available.A2

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 ofmutual 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 thai it just is.24 Directors

who accept or offer these flimsy explanations are guilty of failing to marshal

241 Disclosure Regarding Approval of Investment Advisoiy Contracts by Directors of

Investment Contpanics Securities Act Rclessc No 8433 Exchange Act Release No 49909

Inestment Company Act Release No.26486 69 Fcd Rcg 39798 39802 June 30 2004

242 Kahn Lynch Commens Sys Inc 638 A.2d 1110 1119 Dcl 1994 alteration in

original quolinglnreFtrsi Boston Inc Sholders Litig Civ No 10338 1990WL 78836

at Del Ch June 1990
243 This conclusion is based on confidential depositions the authors have read.
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helpful facts usable in negotiating advisory fees iiith 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

Dy the same token advisers who hide or misrepresent comparative
data are

brcaching their fiduciaay duties Those who simply supply comparative prices

without more have furnished necessary
but insufficient service Full

adherence to their fiduciary obligations requires that if the comparative
data

supplied to directors is not self-evidently apples-to-apples
advisers must also

supply information about the cost of each alleged service difference between

the comparable contract and the specific funds advisory contract so apples can

be compared to apples post-adjustments

Fund directors discharge of their fiduciary duties demands they request

receive and carefully review information about advisory services being sold

by their funds adviser to institutional clients Data presented
earlier in Table

3245 and also in Freeman-BroWn 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-dutyramifications Fund directors need good answer to

this question Why should the adviser sell its services as an independent

contractor in the free market at price that is far lower than the same services

are being
sold to mutual funds to whom the adviser owed clear-cut fiduciary

obligations In Freeman-Brown we coined the most favored nation concept

for fund fee pricing This concept demands that mutual funds should pay

pricc 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 identit and quanti1T each separate point of difference

The advisers fiduciary duties require no less.241

244 The data is available as demonstrated by Eliot Spitzers testimony cited earlier See

.cupra
notes 93-94 and accompanying text

245 SeeszwraTablc3

246 See Freeman Brown supra note at 635-36

247 See RESTAThMENT SECCJND orAceNCY 381 1958

Unless otherwise agreed an agent is subject to duty to use reasonable ciforta to

give his principal information hich Ls relevant to affairs en1nsted to him and
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The advisers fiducaiy 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 poitfolio 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 Ill

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 36b because it recognized the mutual

fund industrys conflicted governance structure could stifle competition and

lead to excessive fees flowing to fund sponsors
and their affiliates Section

36b exists because Congress wanted to reduce the burden on plaintiffs as

compared to the state court waste test Yet 36bthe weapon Congress

specifically gave investors to fight excessive fees in the mutual fund industry

is singularly ineffective Section 36b as systematically gutted by the

courtsprincipally the Second Circuits ruling in Gartenbergrequires the

evaluation of data that is largely meaningless to investors The required data

is virtually impossible
to find and once found is su1ect to bitter disputes

between the parties and their experts Furthermore and even less logicaliy

Gartenberg and its progeny permit funds 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 Iiich can

be communicated without violating superior duty to third person

Id
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is absurd to find federal courts in 36b 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 ifso

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 advisory fec cases where the absence of

anns-length bargaining is the central issue thefocus belongs on free market

comparators
where anns-length bargaining actually occurs and fair market

values arc honestly established The focus needs to shift away from prices set

by conflicted dealings in the captive fund market In interpreting section

36b courts should replace Garten berg misguided grab-bag of fctors with

the Supreme Courts specially-crafted
test to determine when unfairly

disparate treatment is compensable the McD onnell Doug as test In applying

McDonnell Douglas in the mutual fund context plaintiff should be able to

make out prima facie 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 Find lack the

earmarks of an arms-length bargain and that fiduciary duties are being

breached

Just as courts must focus on free market comparators so too must directors

Directors should not turn their eyes away from proof of gross pricing

discrepancies for similar services The funds independent directors sit as

watchdogs tasked with policing
the advisers discharge of fiduciary duties

The time has come for fund directors to demand that fund advisers give fund

shareholders most favored nation treatment on advisory fees Fund

directors along with federal district court judges need to learn that in

advisory fee cases the focus belongs on fair market comparators
not

conflicted dealings in the fund market Embracing this simple fair and easily

understood and applied concept would dramatically benefit fund shareholders

saving billions of dollars annually

Applying most favored nation treatment to mutual fund advisory fee

payments has been classified by Forbes magazine writer Neil Weinberg as the

fund industrys worst nighftnare Weinbergs worst nightmare

248 Neil WeinbcrgMutuaJ Funds WorsgNightmareFOE5.C0MD 162003 hltpfI

Weinberg quoted one industiy
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description demonstrates that when it conies to portfolio management

services knowledgeable Wall Street insiders themselves recognize that the

gross disparity between free market prices and find market prices is an

accepted fact of life.9

That mutual fund sponsors
worst nightmare involves treating fund

shareholders scrupulously farly when pricing vital services shows how 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

sviul bring honesty and thoughtful analysis to fund advisoiy fee pricing

decisions in the nations boardrooms and courtrooms

observer who had this reaction to the idea Its brilliant idea to bring most favored nation

clauses to the mutual find arena... Ii quoting Edvard Siedle Investigator Benchmark

Financial Services

249 In the same vein when Freeman-Brown was first discussed in The Wall StreeCJournal

It wss in story 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

0000948



Case 211 -cv-01 083-DMC -JAD Document 33 FUed 03/04/11 Page 71 of 113 Page ID 952

OKLAHOAfA LAWREViEW 6183

APPENDIX

Fund Yr Entered Program Average Assets 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 Giowth 2002 345

Intl Explorer
2002 999

Dividend Growth 2002 892
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APPENDIX

Vanguard Fund External Manager

Explorer
Wellington Granahan Chartwell Grantharn

Morgan Growth Wellington Franklin Portfolio Assoc

US Growth Alliance Blair

Windsor Wellington Stanford Bernstein

Wellesley Wellington

Wellington
Wellington

Intl Growth Fund Schroder BG Overseas

Intl Value Hansberger Sanford Bernstein

Priniecap
Prirnecap

Windor ii Barrow Equinox Hotchkis Tulcman

Equity Income John Levin Wellington

Growth Income Franklin Portfolio Assoc

Capital Opportunity
Marathon Arcadian

Global Equity Income Marathon Arcadian

Selected Value Barrow

US Value Granthani

Growth Equity
Turner

Capital Value Wellington

Mid Cap Growth Provident

Intl Explorer
Schroder

Dividend Growth Wellington
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LXHIHIT 5.3

UVESTMENT SIJPADVISOHY AGRESIEN WI DC

WELLINGtON MAIThSEMENt COMPANY Lid

PAGE

INVESTMENT SOBADVISORY AGREEMENT

Thia Investment EwbAdviaory Agreement is made by and between Hartford

Investment Financial Sersicea Company Delaware corporation IIIFHC0e and

Wellington Management Company 11.2 Massachuscttr partnership Wellington
Managemeet

WHEREAS 115Cc has entered into en egreement for the provision of

investment management services to the ITT Hartford Mutual russia Inc the
Company nurrently comprised of the ITt sartford Small Company Fund ITT

Hartford Capital Appreciation Fund ITT Hartford International Opportunities

fund ITt Hartford Dividend and Growth rind ITT Hartford Stock Fund ITT

Hartford Adviaera Fund ITT Hartford aond Income Strategy Fund and trY Hartford

Money Market Fund and

WHEREAS 8IFSCO wiahea to engage the services of Wellington Management

Company cc nubAdviser te the ITT Hartford Small Company Fund ITT Hartford

Capital Appreoiatioa Fund ITT Hartford International Opportunities Fund ITT
Hartford Dividend and Growth Fund ITT Hartford Stock Fund and ITT Hartford

AdvIsers Fund each Portfolio and together the Portfolios

WHEREAS Wellington Hanagement is willing to perform advisory services oo

behalf of the Portfolios upon the teraa and conltions and for the compensation

hereinafter ant forth

NOW THEHEPOHE in consideration of the promtsea and mutual agreements
herein contained the pertiua her-etc agree as follows

HIFHCO hereby employs Wellington Mantgmaent to aerve as HubAdviser with

reepect to the aasets of the eorttolloa and to perforri the sarvinee

hereinofter eet forth subjant to the tern and conditions of the tnvaatment

objectives policies end restrictions of each Portfolio ani Wellington

Management hereby accepts such employment and agrees during such period to

asaume the obligatluca herein sat furth for the compensation herein

provided

Wellington Management shall evaluate and implement so Inveatsient program

apprepriate for each Portfolio chich program shall be amanded and updated

from time to tine as financial and other economic conditiona cheoge

determined by HIFSCO and Wellington Management

Wellington Management in eunsultistion with HTFSCO when appropriate will

make all determinations with respect to the inrostnlmnt of the assets of the

Portfolios and the purchase or sale or portfolio ssccrittes and shall take

auth

steps as may be ne000aary to implement the sane ouch deterssinetions and

aervicea shall include advising the Companys Hoard or Directors or the

meaner in which voting tights rights to consent to corporate actIon and

any other snninvesthent decisions pertaining to Portfolioa securities

should be eercised

Wellington Management iili regularly furnish reports nith respect to the

Portfolios at periodic meetings of the Companys Hoard of Directors and at

auch other times as say be reasonably requnated by tha Companys soard of

Directors whtct reports shall include Wellington Managements economic

outlook and investment strategy and diacuesion of the portfolio activity
mod the performance of the Portfolios since the last report Copies of all

such reports shall be furnished to nlroco for eusaimation and review within

reasonable time prior to the presentation of such reports to the

Companya Hoard of Directors

Wellington Management shall managa each Portfolio in cnnfnrmity with the

Companys Articles of Incorporation end ny-laws each as amended from time

to time and the Investment Company Ant of 1940 as amended other

applicable laws and to the investment ebjsotives poiioiea and

restrictions of sach Portfolio as set forth in the Portfolios prospectus

end statement of additional information or any investment guidelines or

other instructlona received in writing from EIFSC0 end subeut further to

euoh polioiee and inatructtnns as the Board rf Directors or aIsco may from

time to time satsbliao and deliver to Wellington Management

In addItion aelliagtso Management will uaaae the Portfolios to comply with

the requirementa of Section 851h of the Internal Revenue Code of

1966 aa amended the Code regarding derivation of income from specified
investment acivltles bj section 851b of the Code twgeniing the

liaitation of game irca the disposition of securities and certain other

investments held lena than three months aod section 651h of the

lode regarding diversificetion of the Portfolios assets

Wellington Management will select the brokers or dealers that tilli etecutn

the purchases and eaisa of portfolio securities for the PortfolIos and

place in the name of each Portfolio or its nominees all auth orders

144...//..avnannn nrnriArnJnwIaAnnrIAntnI1flflc41C/AflflflQ1flc7 O7JfllAZc twt iicnnii
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When piauicg such orders Wellington Management deafl u-se 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

lasue from time to time Wellington Management may also be authorized to

effect individual securities transactions at cosesission rates in euceee of

the minimum cozanission rates

PAGE

available if Wellington Management determines in good faith that auth

amount of coosfission ie reasonable in relation to the -talus of the

brokerage or research services provided by such broker or dealer viewed in

terms of eit.tser Lhat particular tranaaclloo or WeLlington Management

overall responsibilities with respect to the Portfolins and Wellington

Managements other advisory clients the execution of such transactiona

shal not be deemed to represect an unlawful rot or breath of any duty

created by this Agreement or otherwise Wellington Management will promptly

camzunicate to the Board of Directors such information relating to

portfolio transactions as they nay reasonably request

As compensation fcr the performance of the services by Wellington

Msnaqement hereunder BIFOCO shefl pay to Wellington Management 55

promptly as possible after the lest day of each calendar year quarter

fee anorued daily end paid quarterly based upon the following annual talus

and calculated baeed upon the average defl net asset values of each of the

Portfolios as follows

ITT HARTFORD SMALL cte4PMF 190W ITT HARTFORD CAPITAL APPRECIATION

FUND AND ITT HARTFORD IWTF.RMAT1DMAL OPPOItTUNTIES FUND

MET ASSET VAIDE anNUal RATE

First $5O000000
0.40%

Next 0100.001.000
0.301

Nezt $350000000 0.25

Next $500000000 0.20%

Quer $1 aihlion 0_lisa

ITT HARTFORD DIVIDEND MD onowtu 0UNP ITT HARTFORD STOCK FOND MD

ITT HARTFORD ADVISERS FONU

NET ASSET VAliSE
ANNUAL RATS

First $50000000 0.325%

Net 0100000000
0.25%

Nest $350000000
0.20%

Neat $500000000
0.15%

Over $1 Billion 0.125%

Wellington Management may waive all or porti en nf its fees from

tine to tire as agreed between the parties

PAGE

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 daye

elapsed in the period in qunstien as peroentage 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 doss of such period

Wellington Management will bear all expenses in connection with the

perfonsance of its services under this Agreement

Cc Wellington Management will not be entitled to receive any payment for

the performance of its services hereunder from the Portfolios

eellirgtnn Management agrees to notify NINSCO of sey change in

WellIngton Management personnel that are directly involved in the

management of the Portfolios uithin reasonable time following the

encorrenea of such change

Wellisgton Management shall not be liable for any loss or losses sustained

by reason of any investment Including the purchase holdiu9 or sale of any

sanirity as long as Wellington Management shall have acted in good fsith

and with due care provided however that no provision in this Agreement

shall be deemed to protect Wellington Management and Walliogton Management

shell indemnify ITIFSCO for any and all loss dssage judgment fine or

award paid in settlement and attorneys fees related to Wellington

Managements willful misfeasance bed faith or gross negligerce in the

performance of Its dutIes or by reason cf lte reckless disregard of its

obligations and duties under this Agreement

This Agreement shall become effective on March 1983 and shall

continue in effect through July 22 199% This Agreement unless

sooner terminated in accordance with 9b belou shall continue in

effect from year to yesr thereafter provided that its continusnce is

speclflcally approved at least nnnually by vote of the majority

Ktevllunxnmr opt rrrvulArrh4xnmo/ntlreorlcltatmlI U1KA1 cinrsnnol inctol_nl AI i-vt
/ac/nnl
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of Ike members of the Hoard of Directors of the Company or by vote
of majority of the outstanding voting securities of each Portfolio
and in either snot by the vote of majority of the members of
the Companys Board of Directors who are not parties to this Agreement
or interested parsons of any such party cast in person at meeting
called for the purpose of voting on this Agreanent

PAGE

This Agreement may ha tsrminated with respect to each Portfolio at

any time without the payment of any penalty either by vote of the
members of the Board of Directora of the Company or by Ste of

majority of any Portfolios outatanding voting aecuritiea or by
lFSCo on written notice to Wellington Management shell

imnediately terninat in the event of its assignment 31 may be
terminated by Wellington Management on ninety deya prior written
notice to BIFEco bct nob terminationuill not be effective until
HIFSCO shall have contracted with one or ooze persona to serve aa
eucceeeor Sub--Adviser for the Portfolio or BIECCO or an affiliate of
erFaCo agrees to manage the Portfolio and auth persons ahall have
assured airt position and will tcrntnate automatically upon
termination of tbe advisory agreement between N15SCO and the Company
of even oate heeulth

As used in this Agreement the tames aaaignaient tnterested
partisa and vote of majority of the Cteipaayw outatnndi.ng voting
eecuritles shall have the meanings eat fnrth for auth terms in the

Inveetinent Company Ant of 1940 as amended

dl Any notIce under thie Agreeamnt shall be given in writing addreaaed
and delivered at mailed poatpetd te the otter party or parties at
the currant office addreea 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 bar time and attention in part to the manegement or other

aspects of any other business whether of similar nature or dissimilar

names nor to timit or reetriot the right of Wellington Management to

engage tn any other boaineae or to render services of any kind to any other

corporation firm individual or association

11 HIFSCO agrees that neitber it nor soy affiliate of BIFSCO will usa

Wellington ManagesmnVa name or refer to Wellington Management or
Watlingtoo Bsnegemenve cliente in marketing ano promotional materials
without prior notification to and authocioation by wel ttngtnn Venageeent
such authoriastlon not to be unreasonably tdthheld

12 rr any provisioa of this Agreement shell be held or made invetid by court
decision statute rtl.e or otherwise the remainder of this Agreement shall
not be affected thereby

PAGE

13 The amendment of tins Agreement for the sole purpose of adding one or oore
Portfolios shell not be deemed an amendment affecting an already etisting
Portfolio and requiring the approval of shareholders of that Portfolio

14 To the eztent that federal securities iare do not apply this Agreement end
all perfornance hereunder shall be governed by tbe laws of the State of
Conneotiout which appi7 to contracts made end to be pertormad in the State
of Connecticut

The remainder of thia page is left blank intentionally
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ON WiTNESS NBEREOF the parties hereto have caused this Agreement to be
macouted on the 3rd day of March 1997

EAATFORD INVESTMENT flaAMcifl

SERVICES COMPANY

By is Joseph Ii Oareau

Name Joseph Cares-i

Title Eraoutivo Vine President

WELLtNOT0H MIINAOENENT COMPANY LIP

By Is Robert Doran

Name Robert Dozen

Title Chairmen

httsv//uww opj an/ArrH-wsgfp4ngr/g-loto/1 flfV41 cinnnnoi Thc7..Q7..A1 uc tvt 1i1fli
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DESCRIPTIONAMEND t4 TO INVESTStJBADV AGRM W/ WELLINGTON

TEXT
PAGE

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 subadvisory 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 Pnnual Rate

First $100000000 .45%
Next $400000000 .35%

inount 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 Is David Znamierowski

David Znaxnierowski

Senior Vice President Investments

WELLINGTON MANAGEMENT COMPAYY LLP

By /s/ Duncan McFarland

Duncan McFarland

President and Chief Executive Officer

/TEXT
/DOCUMENT

http//www.sec.gov/Archives/edgar/dataJlOO64l 5/000095013503001 502/b45788h1exv99w.. 1/6/2011
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EX-99.BD.ll a09-3 1922_lex99dbddii.htm EX-99.BD.1I
Exhibit 99.Bd.ii

EXmBrr D.LL
INVESThIENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford Investment Financial Services LLC

Delaware limited liability company the Adviser and Wellington Management Company LLP Massachusetts limited

liability partnership the Sub-Adviser

WHEREAS the Adviser has entered into an agreement for the provision of invesiment management services to The

Hartford Mutual Funds Inc theCompany 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 oldie Sub-Adviser as sub-adviser to the Portfolios listed in

Schedule as it may be amended from time to timeand

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-Mhiser 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 mvestinent 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 instractions received in writing from the Adviser and subject

further to

http//www.sec.gov/ArclliveS/edgar/data/100641
5/0001 10465909063908/a09-3 1922_lex9.. 1/10/2011
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such policies and instiuctions 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 85l2 of

the Intereal 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 affect individual securities transactions at commission rates in excess of the minimum commission rates

available if the Sub-Adviser detemlines in good firith 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 terns ofeither that particular transaction

or the Sub-Advisers overall responsibilities
with rcspect to the Portfolios and the SubAdviser5 other advisory clients The

execution of such transactions shall not be deemed to represent anunlawfiil actor 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 SubAdVisarhemm 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 ii based upon the average of each Portfolios daily net asset

value for the period in question and iiipaid 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 thePortfoliOs

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 fhith and with due care

provided however that no provision
in this Agreement shall be deemed to protect the Sub-Adviser arid 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 orby reason of

its reckless disregard of its obligations
and duties under this Agreement

0465909063908/a093 1922_I ex9.. 1/10/2011
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This Sub-Advisory Agreement shall become effective on October 2009 This Agreement unless soonerterminated in accordance with 9b below shall continue in effect from year to year thereafter provided that its continuance isspecifically approved at least annually by vote of the majorityof the members of the Board of Directors of the Companyor by vote of majorityof the
outstanding voting securities of each Portfolio and in either event by the vote of

majorityof the members of the Companys Board of Directors who are not parties to this Agreement or interusted persons of
any such party cast in person at meeting called for the purpose of voting on this Agreement

This Agreement may be tenninated 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 majorityof anyPortfolios outstanding voting securities orby the Adviser on written notice to the Sub-Adviser shall immediatelyterminate in the event of its assignment may he terminated by the Sub-Adviser on ninety days prior written notice to theAdviser but such termination will not be effective until the Adviser shall have contracted with one or more persons to serveas successor sub-adviser for the Portfolio or the Adviser or an affiliate of the Adviser agrees to manage the Portfolio andsuch per-soils shall have assumed such position and will terminate

autocratically upon termination of 11w advisory
agreement between the Adviser arid the Company of cvca date herewith

As used in this Agreement the terms assignment interestad parties and vote of majorityof theCompanys outstanding voting securities shall have the meanings set forth for such terms in the Investment Company Act of1944 as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid tothe 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 lime and attention in part to the management or other aspects of any otherbusiness whether of similar nature or dissimilar nature nor to limit or restrict the right of the Sub-Adviser to engage inany 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 theSub-Adviser or the Sub-Advisers clients in mariceting and promotional materials without prior notification to andauthorization by the Sub-Adviser such authorization not to be unreasonably withheld

12 If anyprovision of this Agreement shall be held or made invalid by court decision statute rule or othcrwise theremainder of this Agreement shall not be affected thereby

13 This Agreement including the schedules hereto constitutes the entire understanding between the parties pertainingto 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 anamendment affecting an already existing Portfolio and requiring the approval of shareholders of that Portfolio Theamendment of Schedule and/or Schedule to this Agreement for the sole purpose ofi adding or deleting one or morePortfolios or iimaking other non-material changes to the information included in the Schedule shall not be deemed anamendment of this Agreement

006415/00011 O4659O9O63908/a09-3 19221 ex9.. 1/10/2011
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15 To the extent that federal securities laws do not apply this Agreement and all performance hereunder shall be

governed by the laws of the State of Connecticut which apply to contracts made and to be performed in the State of

Connecticut

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 ls/ Robert Arena Jr

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

By tel Brendan Swords

Name BrendanJ Swords

Title Senior Vice President

http//www.sec.gov/Archives/edgar/data/1 006415/00011 0465909063908/a09-3 1922_lex9.. 1/10/2011
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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 Capita 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 Jntemational Growth Fund

The Hartford International Opportunities Fund

The Hartford International Sniall Company Fund

The Hartford MidCap Fund

The Hartford MidCap Value Fund

The Hartford Small Company Fund

The Hartford Stock Fund

The Hartford Value Fund

http//www.sec.gov/Archives/edgar/dataIlOO64l 5/00011 0465909063908/a09-3 1922_lex9.. 1/10/2011
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Schedule

Sub-Adviser Compensation

Advisers Fund

Average Daily Net Aiceta Ant Rate

First $50 million
0.2200%

Next$lO0niillion
0.1800%

Next $350 million 0.1500%

Amount over $500 million 0.1250%

Balanced Income Fund

Average Daily Nat Aatc Aneuai 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 Asset Anlual Rut

All Assets 0.2500%

Capital Appreciation Fund and Global Equity Fund

Average Daily Net Meets Animal 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 DMdend and Growth Fund and Stock Fund

Average Daily Net Meets AIIPUSI 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 Animal Rate

First $250 million 0.5300%

Next $250 million 0.4800%

Next $500 million 0.4300%

Amount over $1 billion 0.4 100%

http//www.sec.gov/Archives/edgar/data/1 006415/0001 10465909063908/a09-3 1922_Iex9.. 1/10/2011
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Equity Income Fund and Value Fund

Average Daily Net Aaeta ________________ Annual Rate

First $50 million
0.3500%

Next $100 million
0.2750%

Next $350 million
0.2250%

Amount over $500 million
0.1750%

Fundamental Growth Fund

Average Daily Net And Animal Rate

First $50 million
0.4000%

Next $100 nüllion
0.3000%

Amount over $150 million
0.2500%

Global Growth Fund and International Opportunities Fund

Average Daily Net And Annual Rate

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2000%

Global Health Fund

Average Daily Net Anita
Annual Rate

First $100 million
0.4500%

Next $400 million
0.3500%

Amount over $500 million
0.3000%

International Growth Fund

Average Daily Net Anita
Annual Rate

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2250%

International Small Company Fund

Aversge Daily Net Aenta
Annual Rate

First $50 million
0.4000%

Next $100 million
0.3500%

Amount over $150 million
O.2750%

http//www.sec.gov/Archives/edgar/datahlOO64l
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MJdCap Fund

Age Daily Net Meets AnnUl Rate

First $50 million 0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2167%

ffjjy January1.2019 the fee schedule for the MidCw Fund Lr restated us follows

MIdCap Fund

Average Daily Net Assets
Annual Rate

First $50 million
0.4000%

dItfLCX iUU IHIIUUIL U.3UW /0

Next $350 million 0.2500%

Amount over $500 million
0.2333%

MhtCap Value Pund

Average Daily Net Assets
Annual Rate

First $50 million
0.4000%

Next $100 million 0.3000%

Next $350 million 0.2500%

Amount over $500 million 0.2 167%

Small Company Fund

Average Daily Net Asset Annual Rate

All Assets 0.3750%

http//www.sec.gov/Archives/edgar/datall 006415/0001 10465909063908/a09-3 1922_I ex9.. 1/10/2011
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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

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 Harttord-Fortis Series Fund Inc the

Company and

WHEREAS HIFSCO wishes to engage the services of Wellington Management

as Sub-Adviser 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

EIFSCO hereby employs Wellington Management to serve as SubAdviser

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 Hoard of Directors

and at such other times as may be reasonably requested by the Companys
Board cif Directors1 which reports shall include Wellington Managements

economic outlook and

http//ww.sec.gov/Arcbives/edgar/data149905/000095013702000769/c66424bCX99-d2.txt 1/7/2011
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investment strategy and discussion of the portfolio activity and the

performance of the Portfolios since the last report Copies of all
such reorts shall be furnished to J1IFSCO 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 such policies and instructions as the Board of
Directors or HIFSCO may from time to time establish and deliver to
Wellington Management

In addition Wellington Management will cause the Portfolios to comply
with the requirements of Ca Section 851b of the Internal Revenue
Code of 1986 as amended the Code regarding derivation of income
from specified investment activities arid 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
Management1s 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 Hartford SinailCap Growth Fund First $50 Million 0.400%

The Hartford Growth Opportunities Fund Next $100 MilliOn 0.300%

The Hartford Value Opportunities Fund Next $350 Million 0.250%

Over $50C Million 0.200

The Hartford Growth Fund 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%

Table

Wellington Management 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 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

cf each Portfolios daily net asset value for the period in

question and iii paid within reasonable time after the close

cf such period

Wellington Management will bear all expenses in connection with

the performance of its services under this Agreement

Wellington Management will not be entitled to receive any payment

for the performance of its services hereunder from the Portfolios

Wellington Management agrees to notify HIFSCO of any change in

Wellington Managements personnel that are directly involved in

the management of the Portfolios within reasonable time

following the occurrence of such change

Wellington Management shall not be liable for any loss or losses

sustained by reason of any investment including the purchase holding or

sale of any security as long as Wellington Management shall have acted

in good faith and with due care provided however that no provision in

this Fqreement 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
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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 RIFSCO 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 I-iIFSCO 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

Pny 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

ii HLFSCO 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 riot 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 /s/ David Znamierowslci

Name David Znamierowski

Title Senior Vice President

WELLINGTON MANAGEMENT COMPANY LLP

By /s/ 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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EX-99.B.D.III alO_3582_leX99dbdddiiihtmfl
EX-99.99.D.flI

Exlilbit 99.B.d.ill

INVESTMENT SUB-ADVISORY AGRELMENT

This Investment Sub-Advisoiy Agreement is made by and between Hartford Investment Financial Services LLC

Delaware limited liability company the Advise and Wellington Management Company LLP Massachusetts limited

liability partnership the Sub-Advise

WHEREAS the Adviser has entered into an agreement
for the provision

of inves ntrnanageflleflt 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 tb tinie 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 dunng 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 Portfulio 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 ofportfblioSeourities
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

perbiinmg 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 thnes 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 lastrepoit 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 thne 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 instractions received in writing from the Adviser and subject

further to

83/a1O3582JeX99dM.. 1/7/2011
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such policies and insnuctions 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 ofporthlio 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 cflbrts to obtain the best net security price availblc 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 conunission is reasonable in relation to the value
of the brokerage or research seMces 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 notbe deemed to represent an unlawful act or breach of any duty created by this

Agreement or otheiwise The Sub-Adviser willproinptly 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 ora portion of its fees from time to time as agreed between the parties

Ifitis necessary to calculate thefeeforaperiod oftime thatisnotacalendarquarter thenthe fee shallbei
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 ii based upon the average of each Portfolios daily net asset value
for the peiiod 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 occun-ence of such change

The Sub-Adviser shall not be liable for any loss or losses sustained by reason of aiiy investment including the

purchase holding or sale of any security as long as the Sub-Adviser shall have acted in good fuith 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 grossnegligence an 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 ofthe 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 It may be terminated with respect to each Portfolio at any time without the payment of

any penalty either by vote of th members of the Board ofDirectors 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 terniination 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 die Adviser or an affiliate of the Adviser agrees to manage the Portfolio and

such persons shall have assumed such position and will tenninate automatically upon termmation 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 majorityof the

Companys outstanding voting securitiesshall 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 lime 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

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 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 nile 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 atfecting an already existing Portfolio and requiring the approval of shareholdersof that Portfolio The
amendment of Schedule and/or Schedule 13 to this Agreement for the sole purpose ofi adding or deleting one or more
Portfolios or iimaking other non-material changes to the information included in the Schedule shall not be deemed an

amendment of this Agreement
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15 To the extent that federal secwities laws do not apply this Agreement
and all perftrmancc hereunder shall be

governed by the laws of the State of Connecticut which apply to contracts made and to be perfonned in the State of

Connecticut

remainder of this page is left blank intentionally

http/fwww.sec.goV/ArCh1VeS/edg/da49905KJO4ó59l
00101831a10-3582_l ex99dbd.. 1/7/2011

fl000QTh



Case 21 1-cv-01083-DMC -JAD Document 3-3 FUed 03/04/11 Page 98 of 113 PagelD 979

Page of

IN WiTNESS WHEREOF the parties hereto have caused this Agreement to be executed as of October 2009

Hartford Investment Financial Services LLC

ByIsJ Robert Arena

Name Robert Arena Jr

Title President

Wellington Management

Company LLP

Br./s/Brendan Swords

Name Brendan Swords

Title Senior Vice President
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Schedule

List of Funds

ThE HARTFORD MUTUAL FUNDS II INC

ON BEHAU 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 SmaJiCap Growth Fund and Value Opportunities
Fund

Average Daily Net Assets

Miiitial Ratc_

Fist $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 Assets

Annual Rite

All Assets
0.2700%
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EXHIBiT 5.4

INVESThENT SERVICES AGREEMENT WITH

HARTFORD INVEHTMEWI MNCAGEMDTT COMPANY

PAGE

INVESTMENT SERVICES AGREEMENT

This investment a.rvicea agreement made by and between Hartford tnvaatment

Financial Services Cranpany Delaware corporation 15H sad The Hartford

Investment Manegenent Company Delaware corporation HIMCO

WHEREAS NIFSCO ha entered into an agreement for the provision of

investment management servicos the Prlncipal Advisor Contract to the ITT

Hartford utual Funds Inc the Company currently comprised of the ITT

Hartford Small Company Fund ITT Hartford Capital appreciation Fund ITT

Hartford International Opportunities Fund ITT Hartford Dividend and Growth

Fund ITT Hartford Stock Fund ITT Hartford Advisers Fond ITT Hartford Pond

Inneme strategy fund and rr Hartford Honey Market Fund and

WHEREAS HIFSCO wishes to eogge HIMCO to provide inveataient management

services to the ITT iartrord Bend Income Strateg Fund and ITT Hartford Money

Market Fund each Portfolio and together the Portfolios and

WHEREAS MIMCO is willing to perform such aervioea on behalf of tho

Portfolios upon the tensa and conditions and for the compensation hereinafter

act forth

HOW THEREFORE in consideration of the promieea and mutual agreements

herein contained the parties hereto agraa sa follows

HI2SCO hereby employs HINCO to provide inteatmmnt management aervicea with

respect to the assets of the Portfolios and to perform the services

hereinafter set forth sibject to the terms and conditions of the investment

objectives policies sad reatrictiona of each Portfolio end PlutO hereby

eccepta such employment end agrees during such period to assume the

nhligations herein set fnrrh for the compensation herein provided

HINco shall evaluate and implement an irestssent program appropriate for

each Portfolio hich shall he amended end updated from time to time as

financial and other economic conditions change as determined by HIFSC.O and

HrNCo

HIMCO in coneultatien with RIFSCc hen appropriate ill make alt

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 neeeaser to implement the some Such determinations

and services shall include advising the Companys Board of Directors of the

manner in which voting rights rights to consent to corporsts action and

ant other

PAGE

nnn-invesrnent decisions pertaining to Portfolios securities should be

emercised

enIco will regulerl furnish reports with respect to the Portfolios at

periodic meetings of the companys Board of Directors end at such other

tines as may he reamnnab5y requested the Companys Board of Directors

which reports shell include 5INCOs ecosomic outlook and investment

strategy and discussion of the portfolio ectivit and the performance of

the Portfolios since the lest report copies of all scott reports shall ho

furnished to dISCO for eusminstion end reviets within reasonable time

prior to the presentation of such reports to the Companys Hoard of

Directors

HIMcO shell msnege each Portfolio in conformity with the Companys Articlea

of Incorporation end sy-laws each as anended from time to time and the

Inveetssent Company Act sf 1940 as amended other epplionble lews sod to

the investment objscti--ee policies end restrictions of each Portfolio as

set forth in the Portfolios prospectus and statement of additional

inforsatioo or .ny investment guidelines or other instrucLions received in

writing from sIFHcO and subject f-irther to such policies and insttructinns

as the Board of Directors of NIFSCO may from time to time establish and

deliver to HINCO

uMco will aetect the brokers or dealers that will canute the purchases

and sales of portfolio securities for the portfolioe end place ir the name

uf each Portfolio or its nominees all such orders sfhw placiuy such

erders HIMCO stnll use its best efforts to obtain the beat net security

price avsilable for each Portfolio Subject to and in accordance with any

directions that the Board of Directors ray issue from time to time IICO

may aleu be autboriaed to effect individual ewoaritise transactions at

cosnisaiun rates in etCeaa of tte minimum coemission ratea evailable if

HItCO determines in good faith that such amount of ccmmiasioa was

reemunabie In relation Lu the value of the brokera9e or research services

provided by aoch broker or desler viewed in tests of either that

particulsr transaction or WIMtOe overall responsibilities with respect to

the Porttulios and HINCOs other advisory clients The ececutlon of such

transactions shell nut be dammed to represent an unlawful cot or breach of

any duty created by this Agreement Of otherwise HIMCO will promptly

communicate to the Board of Directors such information relating to

purtfulio transactions em they nay reasonably request
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As compensation for the parforsanos of the services BIMCO hereunder
HIESCO shall as prortptly as possible after the last day of earls calendar

PAGE

year quarter pay BXXCO the equivalent of all direct and indirect esponses
incurred in the performance of its duties under this Agreement

EINCO shall not be liabls for an4- loss or losses sustained by reason of any
inrsstment including the purchase holding or sale of any security as long

am 1119CC shell have sated in good faith and uith due caret proided
horrer that no provision is this Agreement shall be deemed to protect
UfliCo againat any liability to the Cosgany or its shareholders by reason of

its rrillful misfeasance bad faith or gross negligence in the performance
of its duties or by reason of its reckless disregard of the obliqatior.a sad

duties under this Agreement

This Agreement shall become effective on March 1997 ehelt cor.tinsae

in effect far the same term as the arincipsl Advisory Contract and

shall be subeitted to the Companys 5ard of Directors for reappre-at

at the same tints as the Principal Ad--isory Contract This Agreement
unless sooner terminated in accordance with 9b below shall continue

in effect from year to year thereafter pro--ided thst its continuance

is specifically epprcved at least annually by vote of the

majority of the members of the soard of Directors of the Company or by
vote of mcj orit of the outstanding voting securities of each

Portfolio and in either event by the vote of majoritl of the

manbers of the Conuanya Board of Directors who are cot parties to

this Agreement or interested persons of airy such part cast in person
at meeting called for the purpose of oting en this Agreement

This Agreement may be terminated with respect to each Portfolio at

any ties utthout vie paymeot of any penalty either by vote of the
members of the Beard of flirectnre of the Company or by vote of

majority of soy Portfolios octstending vctiog securities or by
GEPBCD on iirty days prier written settee to 11174CC ehail

iessedistely ternloete in the rent of ita asaigoment may be

terminated by 91154CC on atity days prior uritten notice to BiFSCO but

such termination will not be effective until HIFSCO shall have

contracted with one or more persons to serve as successor to Price

for the Portfolio or HISCO or an affiliate of 11154CC areas to senaga
the Portfolio end such persons shall have assumed such position
and will termiiate automatically upon termicatioo of the

invearsient eanegement agreement betosen arreco and the coapan- of even

date herewith

PAGE

As used in this Agrennent the tens assignment Interested

parties sod vcte 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

iurj notice under this Agreement shall be given in rrriticg adireesed

end delivered Cr mailed postpaid to the other party or parties at

the current orfioe mddresa provided by eocb party

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

officer or employee of 1111Cc to engage in any business or to devote his or

her time and attention In part to the management or other aspects of airy

other busiseas uhether of similar nature or dissimilar nature riot to
limit or restrict the right of 51510 to engage in any other buaineee or to

render services of nn- kind to any ether merporatton fire individual or

association

11 It is the ictention of the parties hereto that by Lhis Agreement EIIICO

ahall provide HIFSCO with such nvestmemt sammagement and advisoty services

as may be required by HI5SCO in nanagiog and advising the Portfolios

pursuant to the terms of the PrIncipal advisory Contract No provision of

this Agreeaont shall be construed or interpreted to grant 111310 any right

or aoiborit not granted to HIFSCO under the Principal Advisory Contract

or to impose on 5114C0 any duty or obligation not otherwise imposed on

sxreco uoder the Principal AdsIsusy Contract

12 axysCo agrees that neither it nor any affiliate of UIFSCO will use PINCOs

name or refer to 11159Cc or SINCOa clients in msrltetlng anD promotional
sateriala without prior notification to end autkorisatioo by SiIMcO such

authorization net to be unrsascnsbl withheld

13 If amy provision of this Agreement shall be held or made invalid by court

decision statute rule or otherwise the remainder of this Agrsenen shall

cot be affected thereby

11 The rsaridment of this Agreement for the aole purpnaa of adding one or store

Portfeitns shall not be desssed an snendeent affauting an already crusting
Portfolio and requiring the approval of shareholders of that Portfolio

15 re the erutmnt that federal securities laws do not apply this Agreement and

all performance hereuader shall he governed by the laws of the State of

http//wwwsec.gov/Archives/edgar/data/l 006415/0000912057-97-02 1465.txt 1/10/2011
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Connecticut which apply to contracts aisde and to be perforaiCd
-n the Stath

of ConfleOtiCut

IP WITNESS wnErxOr the patties hereto have caused this AgreItett to te

eeceted on the 3rd day aS 4arch iB9

HARTFORD TNVSTMENT FIN13CIAL

SERVICEA CC51PPNY

fsf Joseph GaveaU

By Joseph eareac

Title E.ecuttve Vice president

TN HpWSFOBJ INVESTMENE

I4JHAGEMENI CcS42FS1

Is P.xEireW ohnke

By Andrew Kohnte

Title Managiog Director

51000091205797o21465.txt
1/10/2011
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DOCUMENT
CTYPEEX99 D.XVIII

SEQUENCEls
FILENAMEb4 S78Bhlexv99wdwxvjji tat
DESCRIPTIONAyJ TO INVEST SERVICES AGRMT WI HARTFORDTEXT
PAGE

EXHIBIT 99.dxviij

AMENDMENT NUMBER TO
INVESTMENT SERVICES AGREEMENT

Pursuant to the Investment Services Agreement between Hartford InvestmentFinancial Services LLC formerly known as Hartford Investment FinancialServices Company and Hartford Investment Management Company formerly known asThe Hartford Investment Management Company dated as of March 1997 theAgreement THE HARTFORD INCOME FUND THE HARTFORD INFLATION PLUS FUND THEHARTFORD SHORT DURATION FUND THE HARTFORD TAX-FREE CALIFORNIA FUND and THEHARTFORD TAX-FREE NEW YORK FUND are hereby included in the Agreement asPortfolios All provisions in the Agreement shall apply to the management of TheHartford Income Fund The Hartford Inflation Plus Fund The Hartford ShortDuration Fund The Hartford TaxFree California Fund and The Hartford Tax-FreeNew York Fund

This amended Agreement is effective for period of two years from thedate hereof and shall continue in effect thereafter in accordance with theprovisions of Section of the Agreement

IN WITNESS WHEREOF the parties hereto have caused this amendment to beexecuted on the 31st day of October 2002

HARTFORD INVESTIENT FINANCIAL SERVICES LLC

By sI David Znamierowski

David Znaxrtierowski
Senior Vice President Investments

HARTFORD INVESTj MPNAGEMENT COMPANY

By 1sf David Znamlerowski

David Znamierowski

President

/TEXT
C/DQCUNT

006415/000095013503001 502/b45788h1 exv99.. 1/24/2011
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DOCUMEt1T
TYPEEX99 XLII
SEQUENCE5
FILENANEb66644a1ev9gwdxxliIY txt

DESCRIPTIONEX99.0kL ANENDMENT 1D

TEXT
ZPAGE

ANENDMENT 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 Manageltient 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 1sf John Walters

Name John Walters

Title president

HARTFORD INVESTMENT MANAGEMENT COMPANY

By Is David ZnamieroWSki

Name David Znamierowski

Title president

/TEXT
/DOCUMENT

1/6/2011
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EX-99.BD.III a09-3 1922_i ex99dbddili.htm EX-99.BD.IH

Exhibit 99.Bd.iil

EXHIBIT D.ffl
INVESTMENT SUB-ADVISORY AGREEMENT

This Investment Sub-Advisory Agreement is made by and between Hartford rnvestment Financial Services LLC
Delaware limited liability company the Advisef 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 hereinalter set fbrth 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 sppropliate will snake all determinations with respect to

the investment of the assets of the Portfolios and the purchase or sale ofportfoio securities and shall take such steps as may
be necessary to implement the same Such determinations and services shall includc 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 limes 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 froni time to lime and the Inveslinent 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 infomiation or any investment guidelines or other iiistruclions received in writing from the

http//www.sec.gov/Archives/edgar/dataJl 006415/0001 10465909063 908/a09-3 1922_i ex9. 1/10/2011
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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 denvation 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 tune to time the Sub-Adviser may

also be authorized to effect individual securities transactions at commission rates in excess of the minimum commission rates

available if the Sub-Adviser determines in good faith that such amount of commission is reasonable in relation to the value

of the brokerage or research services provided by such broker or dealer viewed terms of either that particular Iransaction

or the Sub-Adviser overall responsibilities
with respect to the Portfolios and the Sub-Advisers other advisory clients The

execution of such transactions shall not be deemed to represent an unlawful act or breach of any duty created by this

Agreement or otherwise The Sub-Adviser will promptly communicate to the Board of Directors or the Adviser such

information relating to portfolio transactions as they may reasonably request

As compensation for the performance of the services by the Sub-Adviser hereunder the Adviser as

promptly as possible afler the last day of each calendar year quarter will pay
the Sub-Adviser the equivalent ofall direct and

indirect expenses incurred in connection with the performance of its duties wider 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 nich 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 indemnifr the Adviser for any and all loss damage judgment fine or award paid in settlement and attorneys fees

related to the Sub-Advisers willfal misfeasance bad faith or negligence in the perfomiance
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 12009 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

http//www.sec.govlAichivesledgar/dataJlOO64l
5/0001 10465909063908/a093 1922_lex9.. 1/10/2011
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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 majorityof any
Portfolios outstanding voting securities orby the Adviser on written notice to the Sub-Adviser shall immediately
ternilnate 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 cfibctive 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 ternia in the Investment Company Act of

1940 as amended

Any notice under this Agreement shall be given in writing addressed and delivered or mailed postpaid to

the other party or parties at the current office address provided by each party

10 The Adviser represents and warrants to the Sub-Adviser on an on-going basis that

Each Portfolio is Qualified Purchaser within the meaning of Investment Company Act of 1940 and

Each Portfolio is Qualified Eligible Person as defined in the Commodity Futures Trading Commission

CFTCRule 4.7 and is either member of or exempt from any requirement to become member of the National Futures

Association and will maintain and renew such membership or exemption during the term of this Agreement

The Adviser acknowledges that the Sub-Adviser has been authorized to invest in futures and other

exchange traded derivatives for each Portfolio other than The Hartford Money Market Fund and Hartford Money Market

HLS Fund In order to invest in such flutures and exchange traded derivatives the Sub-Adviser which is registered with the

CFTC as Commodities Trading Adviser intends to operate each Portfolio as an exempt account under CFTC Rule 4.7

PURSUANT TO AN EXEMPTION FROM THE COMMODITY FUTURES TRADING COMMISSION IN
CONNECTION WITH ACCOUNTS OF QUALIFIED ELIGIBLE PERSONS THIS AGREEMENT IS NOT REQUIRED
TO BE AND HAS NOT BEEN FILED WiTH THE COMMODITY FUTURES TRADING COMMISSION THE
COMMODITY FUTURES TRADING COMMISSION DOES NOT PASS UPON THE MERITS OF PARTICIPATING iN

TRADING PROGRAM OR UPON THE ADEQUACY OR ACCURACY OF COMMODITY TRADING ADVISOR
DISCLOSURE CONSEQUENTLY THE COMMODITY FUTURES TRADING COMMISSION HAS NOT REVIEWED
OR APPROVED THIS AGREEMENT

http//www.sec.gov/Archives/edgar/dataJlOO64l 5/00011 0465909063908/a09-3 1922_lex9.. 1/10/2011
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ii 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 adiether 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
tlmt neither it nor any aliate of the Adviser will use the SubAdviSerS name or refer to the

Sub-Adviser or the SubAdviserS clients in markeling and promotional
materials without prior

notification tod

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 Agreen1eflt
including the schedules hereto constitutes the entire urstanding 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

ainendnicflt affecting an already existing Portfolio and requiring the approval of shareholdersof that Portfolio The

amendment of Schedule and/or Schedule to this Agreement
hr the sole puipose 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 inthe 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 /s/Robert Arena Jr

Name Robert Arena Jr

Title President

Hartford Investment Management Company

By /s/James Scott Fox
Name James Scott Fox

Title Chief
Operating Oicer and Managing

Director

006415/00011 O4659O9063908/a09-3 l9221ex9. 1/10/2011
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Schedule

List of Funds

THE HARTFORD MUTUAL FUNDS INC

ON BEHALF OF

The Hartford Balanced Allocation Fund

The Hartford Conservative Allocation Fund

The Hartford Equity Growth Allocation Fund

The Hartford Floating Rate Fund

The Hartford Global Enhanced Dividend Fund

The Hartford Growth Aliocation 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 Ortwth Fund

The Haitford 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 Rntirement 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

10465909O63908Ia0931922_
1/1012011
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Schedule

Sub-Adviser Compensation

Average Dafty Net Asete
Annual RiteAll Assets

At Cost

006415/00011 O4659O9063908/a09-3 l9221ex9.. 1/10/2011
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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 82006

INVESTMENT COMPANY ACT OF 1940

Release No 27549 November 2006

ADMINISTRATIVE PROCEEDING
File No 3-12476

In the Matter of

HARTFORD INVESTMENT
FINANCIAL SERVICES LLC IlL

INVESTMENT ADVISORS LLC
AND HARTFORD SECURITIES

DISTRIBUTION COMPANY INC

Respondents

ORDER INSTITUTING

ADMINISTRATIVE AND CEASE-AND-

DESIST PROCEEDINGS MAKING
FINDINGS AND IMPOSING REMEDIAL
SANCTIONS AND CEASE-AND-DESIST
ORDER PURSUANT TO SECTION 8A OF
TILE SECURITIES ACT OF 1933

SECTION 15b OF FIlE SECUIUTIES

EXCHANGE ACT OF 1934 SECTIONS

203e AND 203k OF TIlE INVESTMENT
ADVISERS ACT OF 1940 AND SECTIONS

9b AND 91 OF THE INVESTMENT
COMPANY ACT of 1940

The Securities and Exchange Commission Commissiondeems it appropriate arid 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 91 of the Investment Company Act
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of 1940 Investment Company Act IlL 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

Company1 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 9t of the

Investment Company Act

rL

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 arc admitted Respondents consent to the entry of this Order Instituting

Administrative and Cease-and-DesistProceedings Making Findings and Imposing Remedial

Sanctions and Cease-and-DesistOrder 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

On the basis of this Order and Respondents Offer the Commission finds that

Respondents

Hartford Investment Financial Services LLC is Delaware limited liability

company located in Simsbury Connecticut It has been registered as both an investment adviser

and broker-dealer with the Commission since 1997 Hartford Investment is the investment adviser

distributor and underwriter for the 51 Hartford retail mutual funds 44 of which are series of the

Hartford Mutual Funds Inc and of which are series of The Hartford Mutual Funds II Inc

collectively the Retail Funds Hartford Investment is responsible for managing the investment

activities of the Retail Funds either directly or through subadvisers it selects As of June 30 2005

Hartford Investment managed approximately $26.7 billion in assets

IlL Investment Advisors LLC is Connecticut limited liability company
located

in Simsbury Connecticut It has been registered as an investment adviser with the Commission

since 1986 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 IlLS Funds

These two series finds constitute the only investment options underlying the variable annuities

The findings herein are iande 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 I-IL 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

FILS 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 ilL 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 know 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 bad 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 IlLS Funds

From at least Januaiy 2000 through December 2003 Hartford Investment and FL

Advisors with Hartford Distributions knowledge made material misrepresentations and omitted to

state material facts to the Retail and HLS Funds collectively the Funds shareholders and Boards

of Directors relating to their use of $51 million of Fund assets in the form of directed brokerage

commissions to satisf financial obligations to certain broker-dealers for the marketing and

distribution of the Retail arid 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 IlL 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 IlLS 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 Rctail 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 ML

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 websitc 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 HIS Funds Fund families that did

not enter into shelf space arrangementstypically
did not receive these benefits As the Funds

advisors Hartford Investment and HL 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 benefitedbecause as sales of the Retail and ilLS

Funds increased so did the amount of sales charges they received

Hartford Investment and ilL Advisors Represented in the Retail and ilLS Funds Public

Filinns That the Shelf Space Arrangeinents Were Not Paid For By Shareholdern

11 The Retail and HLS Funds provided prospectuses
and statements of additional

information SAlto Fund shareholders Hartford Investment and IlL Advisors preparedand

distributed the Retail and HLS Funds prospectuseS
and SAIs and thus were responsible

for

ensuring that they were accurate

12 Hartford Investment and ilL 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 COMPENSATIONTO 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 SAl 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 asscts 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 ILS 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 Commissions to

Satisfy Hartford Investment and Hartford Distributions Obligations

Under the Shelf Space Arranaeinents

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 unaffiliated

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 HLS Funds

respectively paid commissions out of the Funds assets to those broker-dealers for the portfolio

transactions that they executed As such the assets used to pay these directed brokerage

commissions were assets of the Funds

16 Hartford Investment and HL Advisors used directed brokerage to meet Hartford

Investment and Hartford Distributions obligations under the shelf spaze 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 Investmcnt 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 I-IL 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
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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 1-IL Advisors adjusted the

total amount of brokerage commissions that they directed to broker-dealers when sales of the Retail

and HLS Funds by the broker-dealers were higher than projected
and the amount previously

directed would riot 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 HLS Funds Shareholders ReEardinE the Use of Directed Brokeraae

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 nicrely 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 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 brolcerage 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 arrangementsin

order for the Funds to be placed on broker-dealers preferred lists and in many cases were

included on preferred list

Hartford Investment HL Advisors and Hartford Distribution Failed to Disclose the Use

of Fund Assets to the Retail and 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 thatHartford Investment and

Hartford Distribution had entered into shelf space arrangementsand that they were meeting their

financial obligations under those arrangementsby 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 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 FIL Advisors failed to inform the Boards that

Hartford Investment and Hartford Distribution negotiated the right to satisfy theirfinancial

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 informthe Boards that it

negotiated shelf space arrangementswith 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 infonned the Boards of that practice

30 As result the Boards were not aware of and did not authorize Hartford Investment

and Hartford Distributions ue 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 independentjudgment 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 7aX2 and 17a3 of the Securities Act generally prohibit any person

in the offer or sale of securities from making any untrue statement of material fact or omitting to

state material fact necessary
in order to make the statements made in light of the circumstances

under which they were made not misleading or engaging in any transaction practice or course of

business which operates or would operate as fraud or deceit upon the purchaser

32 Section 2062 of the Advisers Act prohibits an investment adviser from engaging

in any transaction practice or course of business which operates as fraud or deceit upon any

client or prospective client

33 Section 34b of the Investment Company Act prohibits any person from making

any untrue statement of material fact or omitting to state any fact necessary in order to prevent

the statements made therein in the light of the circumstances under which they were made from

being materially misleading in any registration statement application report account record or

other document filed or transmitted pursuant to the Investment Company Act

34 As result of the conduct described above

Hartford Investment and HL Advisors willfully2 violated Sections 17a2
and 7a3 of the Securities Act Section 2062 of the Advisers Act and

Section 34b of the Investment Company Act

Hartford Distribution caused and willfully aided and abetted Hartford

Investment and HL Advisors violations of Sections 7a2 and 17a3
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

Wonsoverv.SC 205 F.3d 408414 D.C Cir 2000 Tagerv.SC 344F.2d 58 2d Cir 1965
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all revenue sharing arrangementsrelating 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 arrangementsrelating 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 enl2y 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 arc 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 FILS 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 ently 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 thatsuch 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 timeto

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 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 staffattesting to their compliance with the

undertakings described in the Order

37 For good cause shown the Commissions staffmay extend any of the procedural

dates set forth above

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 7aX3 of the Securities Act Section

2062 of the Advisers Act and Section 34b of the Invesiment Company Act

Respondent Hartford Distribution cease and desist from committing or causing any

violations and any future violations of Section 7a2 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

Commissions counsel ii 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 ofthe 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

FUNJ 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 $55Q

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 MldCap 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 $i6pj

Hartford Value Fund $11000

Hartford Advisers IlLS Fund $6803500

Hartford Capital Appreciation HLS Fund $11566500

Hartford Disciplined Equity HLS Fund $500500

Hartford Dividend and Growth IlLS Fund

12

$3855500

0001004



Case 211 -cv-01 083-DMC -JAD Document 3-4 Fited 03/04/11 Page 14 of 80 Pagel 1008

Hartford Focus HLS Fund $1 ioooö

Hartford Global Communications ilLS Fund $1 1000

Hartford Global Finaiwial 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 ilLS Fund $572000

Hartford Growth ilLS Fund $33000

Hartford Growth Opportunities ilLS Fund $841500

Hartford International Capital Appreciation ilLS Fund $11000

Hartford International Opportunities ilLS Fund $313500

Hartford International Small Company ilLS Fund $11000

Hartford MidCap Value HLS Fund $159500

Hartford.MidCap ilLS Fund $3817000

Hartford Small Company HLS Fund $1650000

Hartford SmailCap Growth HLS Fund $121000

Hartford Stock ilLS Fund $5560500

Hartford Value Opportunities HLS Fund $60500

Hartford Value ilLS Fund $33000

TOTAL $55OQOMJ

Respondents shaH maintain the undertakings enumerated in paragraphs 35a-b

Respondents shall comply with the undertakings enumerated in paragraphs 36a-j

By the Commission

13

Nancy Morris

Secretary
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INTRODUCTION

In the early 1970s Americas mutual fluid industry was suffering net redemptions

meaning it was contracting in size.1 Fund mailceting efforts were in disarray thus

prompting the Securities sind Exchange Commission SEC to embark on speciat study

analyzing the problems then plaguing the induatty 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 lJS1SION OF INVItSrMSNT MANGEMEZITSEC MuTUAl

FUND DISTPJBUflON AttD SBCrION22d ormu InvsrrstimT CordiANY Acr or 1940 191974

See uL at 10-11 84-135 Thu SECs Division of Investment Management Regulation
conducted

hesrings into the state of mutual fund rmirkoting In its report
on mutual Iliad distribution the Division

observed

The hearings
confirmed that the mutual fund industry is faced with adinupted marketing system

Record sales of earlier years
have given way to net redemptions competing products

have made

substantial inroads fund managers have diverstfled into other fields and the fund industry

which in many cases hasoperated at distribution defiot has allowed its talationship with small

broker-dealers to detertorate while it has become increasIngly depcndent for soles upon large

broker-dealers to whom mutual fund shares arc relatively unimportant source of income

Id at The report further noted industry
is not prospering

with the marketing strategy which was so

successful in past years Hence changes in the pattern
of fund distribution scent inevitable EeL at43

The SECs analysis was on target major fuctor contributing to the industrys subsequent resurgence

was the flood of money into the industrys money market funds as inventors chased high yields during the mid-

to-late 1970s and into the 1980s See Lisa McCuefs Deposit Insurance Wecessasy AM BANxER Apr 15

1982 at 14 discussing the success of money market mutual fluids The 1974 SEC staff report observed that

cash management funds were relatively new phenomenon accounting lbr significant portion
of industry

sales and growing portion
of industry assets and that

for the rapid growth of these funds the industry

as vhole would be in net redemption position DIVISION 01 INVPStMEr MaNAOF14icTt 5147112
note at

129 ni By 1979 the money market funds alone accounted for $45.2 billion in assets Terry Glenn et al

Distribution En Mid-Decade Coping wish Success and Other Problems in INVESTM12Nr COMPANiES 1986 at

73 77 PU Corp Law Practice Course Handbook Series No B4-6746m 1986.By 1980 lhc figure was $76

billion easily surpassing
the $38 billion held in equity bond and income funds WILLIAM I3AUMOL gr AL

TirE ECONOMICS on MuTUAL FUND MAsKETS COMPPTrrioN VitrusUs REGUI4TION 341990

second huge change in fund distribution reaultcd floni the SECs 1980 promulgation of rule 12b-l

which enabled funds to pass on distribution costs ditectly to fund shareholders 17 C.F.R 270.12b-l 1999

Since nile 12b-ls adoption over 7000 mutual finals have adopted rule l2b-l plane Joel 1-I Goldberg

Gregory BrassIer Revisiting
Rule 128-i Llnderihelnvestfleni ComponyAct 31 SItc CQMMODITIuiREL

REv 147 1991 Rule 12b-i fees provide ameansb which pricing sod distribution could be reordered through

the imposition of conditional deferred sales Trans Though its rulemaking enabled this change the SEC never

saw the transformation coming Sac Glenn et al. supra at 84 CThe rnor result of Rule 12b-l the

development of the widespread appearance of contingent
deferred sales charges beginning in 1981 was clearly

unanticipated by the Conirnissionwhefl it adopted Rule 12b-1.
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2001 Mutual FundAdvisory Fees 611

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 fbnds5 with assets exceeding $7 trillion6 art

average annual asset growth rate since 1974 exceeding twenty percent.7 Over that same

time span fund sponsors have prospered greatly In 1998 assets held by Mcmli Lynchs

ovn family of funds exceeded the fund industrys total net assets twenty-five years

earlier.8 In early 1999 fund sponsors annual revenue was estimated at $55 billion9

equaling the industrys total assets twenty-five years earlier consequence of this

staggering growth is that fund sponsors the SEC fund investors and the courts must

now confront new wave of challenges Despite its phenomenal marketing success the

fund industiy now finds aspects of its conduct under attack from various quarters

The popular press is focusing attentioti on the industrys fee stmcture and the

perceived inadequacy of mutual fund governance.10 Scholarly articles published by

awMoLErALszq3zunote2.at t9ri.l

Jdatl7

Weiss Ratings Now Available Online Bus Wine Jan 82001 LEXIS Curnw File reporting risk

sdjustd performance ratings for more ihn 10000 mutual funds The SEC eteff has reported that stock and

bond funds alone numbered more then 8900 at the end of 1999 DIVISiON OF INVESThENT MANAOEMENr SEC
REPORT ON MtrrusL FUND Fees ssno ExssNsas Dec 2000 at httpl/www.sec.govIstndieslfeeatudy.htm

REPORT ON MLrrtJsL FUND Faus

investment Company Institute Report Tntndr in Muiwjl Fund hnEP1ing April 2010 PR Nuwswuun

May 31 2000 LEXIS Curnws File As of
year-end 2000 gross assets remained around $7 trillion Aaron

Lucclietli Afler Stock Funds Poor Year Time for the Damage Report WAIL ST JaIL 12 2001at Cl

quarter ceniuty ago additions to American familics net cash savings were $180 billion with the

fund nthrstry daiming Si billion of that amount By 1998 net cash intlows into mutual funds amounted to $401

billion accounting for nearly all of the $406 billic addition to American familica savings fur the year John

Bogle Economics 101 for Mutual Fund Investors. for Mutual Fund Managers Speech Before the Economic

Club of Arizona Apr 20 1999 at lit //www.vanguard.corn/educ/libibogie/econ.hnnl Ihereinafter Bogie

Economic 101
Maiuen.t LYNCH Co 10-K 41998 reporting 1998 mutual fund salel of $55.5 billion of which

approximately $22.5 billion were funds advised by Merrill Lynch affiliates

John Bogle Investment Management Business or Profession Address at the New York
University

Center for Law and Business Mar 10 1999 at http/lwww.vanguacd.comfeduclliblboglel investmanagn.htmi

see alto Jolsi Waggoner Sandra BlocIs JIIgh Fund Performance aiLow Cost USA TODAY Mar 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 itt

10 See eg lracey Longo Days of Reckoning Congress is Finally Starting to Look into Why Muwul

Fund Fees Keep Rising FIN PLAN Nov 1998 Several leading mutual fluid analyst and critics are

also making the case that not only do higher fees nut mean better pcifonnance oilers the opposite is trite
Robert Barker High Fund Fees Have Got to Go Bus Wit Aug 16 0999 at 122 Sinco 1984 Mozningsthr

reports
the

average cost of
actively run no-load U.S stock funds fell less thnn 10% oven as their ssset

multiplied 32 times Vast economics of tualc benefited mutual-fund companies not investors Robert Barker

Fiurd Fees Are Jilting
g1iar to Blame Bus WL Oct 26 1998 at 162 If expenses are too high ita the

independent directors who have failed Thomas Easton The Fund industrys Dirty Secret Big Is Not

Beautiftel FoaaEs Aug 24 1998 at 116 117 The dirty secret of the business is that the more money you

mannge the more profit you makebut the less able you are to serve your shareholders. In most businesses

size is an advantage In mutual funds it is an advantage only to the spor.sor not to the cuStomer. Charles

GaspanirasSome Say More Could be Dane to ClarFy Fees WALLST J..May 20 1998al Cl the industry

rising to the challenge Is it doing all it ran to clearly and simply explain how much investors ma paying in feet

and expenses Linda Stern Watch Those Fees NEwswunx Mar 23 1998 at 73 Todays financial

marketplace is bizarre bazaar in the flourishing fund industry the lay of supply and demand sometimes
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finance academics have ridiculed board-approved 12b-lfees11 paid by fund

shareholders.12 Law review commentators oftr uncomplimentary
evaluations of those

who control fund management
and policies The SEC has weighed in questioning

whether changes axe needed in the current system.14 Another federal agency the

work backward and heightened competition can mean higher prices Steven GolcLerg WherAn Fund

Drectors IThen We Weed Them KIPUNGBKS PERS FIN MAO Apr 1997 at 111 It isnt hard to find

examples of fund directors who are tolerant of high fees bad performance or both Jethey Ladernian Are

Fund Managers CaninZ Themxelves Too Fat aShes BUS WK Mar 23 1992 at78 discussing the fact that

mutual fund advisor fees arc unt coming down as they arc in the
pension

fund business Perhaps that

because pcnsion-plan sponsors pay attention to fees notes Charles Trminks finance professor
at the State

University of New York at Buffalo Ruth Simon How Funds Get Rick at Your Expesue MONEY Feb 1995

at 131 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 chargesyon may also pony

up Anne Xatcs Smith Why Those Fund Fee Maer U.S NEWS WO1UD REP July 1996 at 73

customers cheerfully swallowing price
hikes each yeareven though competing products keep

flooding
the market Sound ridiculous Thats how the mutual-fUeid business works Geoffrey Smith Why

Fund Fees Are So Htgh BuE Wa Nov 30 1998 at 126 noting allegations that the amount of assets under

management in the Fidelity
fund cgmplcx jumped frain $36 billion to $373 billion from 1985 to 2995 without

economies of size being shared with investors management fees were increased from 1.085% of osicta under

management to 146%of assets yielding the management company an extra $288 million in revenue Maggie

Tcpkis Getting se to Muwal Fund Fees FowrutlB Dcc 23 1996 at 191 Put bluntly
in all but few

cases fcc are the keys to future returns Fdwrd Wyatt Empty Suits us the Boardroom NY Tt.AES itme

1998 at Rarely if over since tho current system of mutual fund oversight was laid out in the

Investment Company Act of 1940 have fund directors been under fire on so many fronts at once Jsdusfry

Doing Poor Job of Explaining Charges USA TODAY July 1998 at 14A complaining that fees are going

up and that they
have become so complicated you need financial advisorjut to wadethrough them

11 See 17 C.F.R. 270.12b-1 1999 setting forth rules by which registered open-end management

investment eompsny may pay expenses associatedwith the sale of its shares

12 See e.g Antonio Apap JobnM Giiffith The Impact ofExpenses on Mutoa1FwsdPerfo7na7We 11

FIN Pr.AN 76 1998 stating
that for funds with investment objectives of lcig-tcnn growth growth and

current incomc and equity income 12b-1 fees do not add to fluids perlbnnance Stephen Ferns Don

Chance The Effect of 12k-I Plans on Mutual Fund Expense Ratios Note 42 FIN 1077 1082 1987

describing 12b-l fees asa dead-waight cost Robert MeLeod DJC Malhotra Re-examination of the

Effect of 12b-1 Plan on MbiuaI Fund Expense Ratios FiN RaS 231 239 1994 staling that 12b-l fees are

dead weight cost to shareholders thatbas been increasing over time For criticism in fund industmy literature

see Amy Arnott The Rising Tide MORNINOSTAR MIJruAL 1UNDS Oct II 1996 at Sl-S2 Michael

Mulvihill Question of Trust MORNNOSTARMU LFIJNDS Aug 30 1996 at 51-52

The General Accounting Office Report noted that academics have voiced the following concerns about

fee lcvcL3 in thy fund industry whether competition fund disclosures and mutual fund directors are

sufficiently aflhcting
the level of fees GBNFIIAL ACCOUNTING OFFIcE MITrVAL FuND FEES ADDIIIONAL

DISCLOSURE COULD ENCOJRAGB PRICE COMPEtITION 2000 GAO REPORT that the

information currently provided does not sufficiently make investors aware of the level of fees they pay kL at

the dtrectors activities may be keeping fec athigher levels beeausc of focus on maintaining
fees within

the range of other funds Id at some studies or analyses that looked at the trend in mutual fund fcc found

that fees had been rising id at 47 funds do not compete primarily on the basis of their operating expense

fees 1a at 62 academic researchers others saw problems with the fee disclosures by mutual

funds GAO REPORT supnz itt 76

13 See e.g Samuel King Note MuiaZ Funds Solving the Shortcomings of the Independent Director

Response to Advisoy Self-dealing Through Use of the Undas Jflunee Standard 98 C0LtIM REv 474

1998 discussing various approaches to dealing with conflicts of interests of mutual fund investment advisors

14 See Wyatt .nq.ra note 10 at discussing the SECs examination of mutual fund governance Most

recently in January 2001 the SEC amended various exemptive rules in an effort to enhance director

independence and effectiveness Role of Independent Directors of Investment Companies Investment

0001010



Case 211-cv-01083-DMC -JAD Document 3-4 Filed 03/04/11 Page 20 of 80 PagelD 1014

FINAL_ALDOC DECEMBER16 2003 949PM

2001 Iutiwi FundAdvisoy Fees 613

General Accounting OlThx recently issued detailed report finding that mutual funds

generally do not attempt to compete on the basis of costs La price competition is

muted.15 If the SECs aim quarter-century ago truly was to spur innovations to set the

stage for retail price competition within the industry16 then as we shall se 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 performanceJ7

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

strungenesstremendous popularity proliferating consumer opticeis and less than robust

price competitionarises in the realmof the most tightly regulated financial product sold

in the country today in the words of former SEC ôhairrnan issuer of securities is

subject to more detailed regulation than mutual find.19 Unfortunately as we shall see

decades of SEC-commissioned studies rule-making and jawboning have led to system

that for the most part works beautifully fur those who sell funds to the public or sell

servicin to funds but much less admirably for the industrys investors

Company Act Release No 24816 Jan 2001 2001 WL 6738 SEC The SECs action is dhcuaacd innotca

212-22 ha and accompanying text

15 GAO RepoRT siqxa note 12 at 62-65

16 DI SIONOPMANAOEMENrRSOULAITON siqnti note sty

17 See e.g Jonathan Clements Flint Managers Are Only as Smart As the Expenses They Chae
W/LL ST July 1999 at Ri Its not hard nd fast rule but the more fund costs the less you can

cxpcct from your investment Ruth Simon Avoid Stock and ilond Fund l2th High Expenses BtTFALt

NEWS Mar 1995 at 10 according studies conducted
separately by the SEC and Piineaton University

investors bee 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 alsorig pcrfbtniance as rationale for highcr

fees seys Amy Arnod an editor with Morningatar Rather they typically justify inaeases in

their management foes by pointing to the evcrngc
for similar fur4s This argument can only lead

to an upward spiral in costs As snore funds raise their foes to bring them in line with the

averages the averages go up more funds raise their fee and soon

Stem siçru note 10 at 73 see also Lange sup/n note 10 JOHr4 DOCILE BoGi.E R4 Mi.rniAi FUZunS 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 finds sates vre below lnthistly noons If upward movement in uther fees provides valid reason for

advisory fee rate hikes then fond revenues can be
expected to boom for fund expense ratios have been rising

at least for the most popular funds Average annual expense ratios for the 10 boat-selling funds are reportedly

running at 0.93% of fund asscts up from 0.79% last
year

end 0.73% in 1998.5cc Christopher Oater Fees Yo

Mean Mutual Funds Have Feet WALL Sr July 14 2000 at Al For its part the ICI
understandably

takes

dim view of the notion that fond directors increase advisory fees to keep up with rates levied at other funds

5cr Letter from Matthew Finlç President Investment Company Institute to Thomas McCool Director

Financial Institutions and Market Issues U.S General Accounting Omce May 2000 repriatad in GAO

RItPOXT supra note 12 at Appendix 111 contending that the view that this goes on is conlradicted directly by

the applicable legal
standards governing the work of diractors 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

goon it nsay
well be illegal

19 DivisioN or INVESm4ENT MANAOEMENT supra note 15

0001011



Case 211 -cv-01 083-DMC -JAD Document 3-4 FUed 03/04/11 Page 21 of 80 PagD 1015

DECeMBER16 2063 549PM

614 Tie .Jonrnal of Corporation Law

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 If 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 III 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 economics

being shared fairly with the funds 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

environmont in which fund advisosy fees are set disclosed and evaluated

II FUNDS UNIQUE MANAGEMENT STRUCTURE

The principal reason mutual funds have won acceptance in the tnathetplace 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 aimy
of different investment objectives as co-owness of an entity

offering three main services diversified investment risk professional investment

management and redeemable security.20 The fact that fund shares arc redeemable at net

asset value minus in sonic 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 externai managcmcnt is needy 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 cam 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 ma also be offered depending on the fund Among them arc free switching

between funds in the same group or complex automatic dividend reinvctincnt telephone or check-writing

withdrawal and various retirement bcnctR plan options For basic introduction to fund operations see

Victoria 13 Schonfuld Thomas Mi ICcewin Orgnntcalion of Mutual Fund 49 BUs LAW 1071593

21 CIocd-cnd jnveathsent 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 assetvalue See 14 skI 12-13

22 Indeed mutual funds aggregate holdings of ilhiquid securities may not exceed 15% of the funds

assets See Revisions and Guidelines to Form N-I Investment Company Act Release No 18612

Transfer Binder Fed Sec Rep CCII 84.930 at 82.479 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

The external manager typicaUy controls all facets of fimd life from the funds

incorporation through the scicotion 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
nide profit5 Through agreements approved

by the fuinds board of directors the external advisor normally contracts with the fund

and related sister-funds operating in the advisors complex to supply the investment

advisory marketing and administrative services required for the hinds to operate6 In

return the advisor is compensated through fees set in the board-approved management

agreement27 As the SEC has noted Mutual funds arc unique.. in that they are

organized and operated by people whose primary loyalty and pecuniary interest lie

23 Johir BogIs Honing the Competitive Edge in Mutual Funds Address Before the Smithsonian

Forum Washington D.C Mar 23 1999 on file with author Stated differently Oidinaiy corporations do

not need to go out and hire other corporations with separate owners to manage their affairs Mutual funds do

precisely that today Booi.s nqire note 18 at 300 As evidence of the mat drag on fund peribrmancc

flowing from the industrys conflicted management etnictura Bogle noted that of actively managed stock funds

in existence for tin preceding 15 years only in 24 outpaced the return of the Standard Poors 500 Index

John Begin Honing the Competitive Edge in Mutual Funds Address Before the Smithsonian Forum

Washington D.C Mar 23 1999 at ott tile with author In 1998 bond funds returned to their investors

only 86% of the total return offered by the bond tnaiket Id at Money market funds earned only 89% of the

money markets returns over the last 15 years 14 at

24 See Rob of Independent Directors of Investment Companies Securities Act Release No 33-7754

Transfer Binder Fed Sec Rep CCH 86212 at n.lO Oct 14 1999 In the words of one of

she lteiustiys csulicstwidmosLvucilhruus critics

No this is about the birds and the bees of the American corporate scam.. 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 rosy carry
this

figure
of speech the

umbilical cord is never cutafrer birth as would be true in ordinary biological 11th

Statement of Abraham Pomcrantz Universiy of Pennsylvania Law School Conference on Mama Funds 115

PA REV 6597391967 As former SEC Commissioner Mamzl Cohen once remarked when referrmgto

testimony by fund investment advisors

They also mate 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 wiong with them saying ii They were Just ailmithng
what is fact

of life The investment advisor does control the fund

Invesimenr Company Act Amendmentc of 1976 ifearings on Hit 9510 JLR 9511 Before the Subcoram on

Commerce and Fm of the Comm on 1uersate turd Foreign Commerce 90th Cong 674 1967 statement of

Manuel Cohen Commissioncr SEC
25 See e.g Bot.u szq.ra note 18 at 327-28 reporting so instance in whieh following

successful

effort to have fund shareholders curio the advisory fcc because among other things its rates were about half of

all fund adviora below averege the advisor promptly sold itself for cool SI billion Saul Hansell J.P

Morgun Sus Strategies to Buy Sialce in Fund Cncern N.Y TIMES July 31 1997 at Dl discussIng I.P

Morgans purchase of 45% stake in fund manager for $900 million Pee alto note 92 infra
and

accompanying text

26 BAUMOLETAL supra note at 22

27 Board ccrntml over advisory fees is mandated by section 15c of the Investment Company Act of

1940 15J.5.C ltOa-15c 1994
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outside the cnterprisc.2 This Article examincs how the cost of that conflict of interest

is passed onto 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 scmtiny

To protect fund shareholders from self-dealing Congress imposed requirementthat at

least forty percent of find 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 find 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 flduciaiy duties when making

decision whether to change control the court stated

23 Rote of lndependerii Directors of Investment Companies Securities Act Release No 33-7754

2000 Transfer BbxIer FecL Sec Rep XH 86212 at 82451 Oct 14 1999quoungfrom DivIsioN or

lNvEsrMuNr MUSAIEMEWr SEC PROTECTINO Iaveswas Hu.r Certnjxy or lnvEsThtErr COMPANY

RSGULMION 2511992 hereInafter 1992 nacrio INVESTORS RmoRT
29 lnvestsnentCompanyActotl94o lb2 151J.S.C BOn-IbXZ 1994
30 Briks Lasker 441 U.S 471 484 1979 Warren Buffctt has compared independent fuid director

wstchdoga to Cocker Spamels and not Dobcnnana JoHN BOOLE CoMMON SeNSE ow MUUML Fuans

New PERSPncnVss FOR THE INrewosier Iwvnsroa 368 1999 For bin pelt industly critic Bogle offers

different word image Fund directors are to
very major extent sort of bad joke Geoffrey Smith Why

Fund Fees Are So High Bus WK Nov 30 1998 at 126 Boglc also observes Everybody known that

people come on fund boards because theyre friends ofthe CEO So they go along with whatever he wants

Tyler Mathhan Bog/s May Have Had Transplant Sal We Horn Ifad Change of Bean MONEY Dec

1996 at 15 lawyer who
brought numerous cases against fund management companies once put it this way

have had fourteen inveatment company cases seal Ibuiteen acts of depantiona and/or cross

exarninritlons of the independent directors and in not one single case did any uzuiffiliated

director ever respond Yes to this
typo

of question When your fund grew from $100 million to

$600 minion did ou ever give any thought to making comparison betv.een your half of one

percentand somebody cIcs fees

No

Did you ever once suggest that when the fund got to be over billion dollars.. perhaps

reduction from one-half percent to seven-sixteentha of one percent or any other minute

fraction

Answcc No-and mean the uniform answar

realities are. that you cant count on the unaffiliated dirsctor

Statement of Abraham Pomerantz eupra 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
.cay

no to any transaction that is

notfair to those shareholdersand is not the best transaction available.31

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 Managerneni 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

Thc fund advisors de facto control over the finds 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 Communications Sys Inn 638 A.26 1110 1119 Dcl 1994 brackets in original

empbasisasldedquotirtglflra First Beston Inc Shareholder Litig CA 10338 1990 WL 78836 at 15-16

Del CIt June 71990
31 See e.g Werner Renberg Sterh Men orFffth Wheth Do ltord Directors Earis Their Paychecks

BaitsoNs Aug 12 1991 at M13 IFund directors have seldom booted an investment advisor rio maSter how

lousy funds performance.

33 694 F.2d 923 2d Cir 1982

34 Id at 929 see also Peter Tufbno Matthew Sevick Board Srrucnerr and Fee SeUin in the U5

Mutual Fund Iridusxr/
32 FiN EcoN 321 325 1997 citing only thrcc instances in which fund board

replaced the fund manager against
the managers wishes end noting that the board virtually never e1eets

sponsor
other than the Initial finn who established the fund and sclcctcd its initial board The dynunsics

of one

fec negotiation were caplained as follows

l1n 199b the directors of $81 million American Heritage asked shareholders to approve pay

package that would raise the annual management fcc by two.thsrds to 1.23% and authorize the

fund that is the shareholders to pick up an additional $40000 in office rent previously paid by

management In the proxy statement sent to the shareholders the directors explained bail

American Hentage Management Co the Smds investment advisor had threatened that without

the increase ltcould not assure that Boani it wnuld to servej as the Funds investment

advisor.

Simon ssqnu note 10 at 130 Kalvn 638 2d at 1110 reports on asmilar form of negotiation
between

dominant party and independent directors

this case the coercion was extant and directed to specific price offer ihich was in effect

presented
in the form of take it or leave it ultimatum by controlling shareholder with the

nipahiity of following through on its threat semblance of arms length bargaining

ended when the Independent Conunittec surrendered to the ultimatum that accompanied

final offer

Id at 1120-21 In Kahn the court held that coercive conduct exerted on independent directors by those in

control will nullify shift in tlw burden of proving transactions fairness to those challenging the transaction

The court expressiy
held that burden-shifting can only occur when the group of independent directors

negotiating with controlling party
was

truly independent fully informed and had the freedom to negotiate at

anns Icngth Id like ruling
in fund fee litigationthat

coercive behavior by flnrd 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 pie-tax profit margins ranging over time

from 57 to 77% for one money market find advisory
whose fee levels were among the lowest in the money

market advisory industry
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board inuanbars may nct be fulfilled Eminent authority has explained that the chief

oversight function peribrined by nomial board of directors in this country is

overseeing nianagement dedication to the polestar of profit maxumzallon 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 fund industry pioneer

John Bogle He has complained that asset gathering has superceded fiduciary duty as the

industrys hallrnark 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

oounter Lu the fund industtys genesal nile 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 funds or are used to pay for services supplied by third parties

Director-run fund boards motivated purely by their desire to secure for Vanguards

shareholders the best quality services at the lowest possible prices hire these third

parties Vanguard funds in other words arc 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 sbareholders 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 biUion to $450 billion.41

Vanguards logic 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 conect then fund shareholders are paying an onerous tax to

compensate for the conflict of interest inherent in the fund industrys near-universal

36 Ira Miflatcin The Responsible Board 52 Bus LAw 407.4091997

37 Bonnsupranotc iS at298

38 Id

39 kiatx

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

Bondr Hearing Before the House Subcomm on Fin Flarardoue Maisrials Subcomm of the Comnr on

Commerce 105th Cong 72 1995 statnnmnt of William Mcblabb lfl Managing Director The Vanguard

Group available at hup//www.iriorg/issunt/fecjieariflg.htrfll Improving Price Compeiltionj

41 BOOLE supra note 30 at 407 This is an annual owth rate of over 27% significantly outpacing the

fund industzs 20% annual gain ovcrrougbly the same period See szçm note and accompanying text

42 B0GLa.suprunote30.at431
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embrace of the external management modcl The following section explores the available

evidence that the industrys reliance on external management as source for professional

investment advice subjects fUnd shareholders to excessive costs

ilL ECONOMIES OF SCALE FOR ADVISORY SERVICES RENDERED TO EQUITY MuTUAL

FUNDS

Introduction

Mutual funds exhibit economies of scale when there is an inverse relationship

betweenassets under management and their operating expense ratios.43 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 Investmcnt Company Institute IC advisory expenses plus

administrative expenses44 but excluding 12b-l feest5

The existence of economies of scale as fluid assets under management increase has

been dubbed folklore4 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 IC the operating expense ratio49 for all equity

43 John Rea et at Operating Espense Ratios Assets and Economics of Scale in Equity Mutual Funds

1NvPSr1IENT COMPANY INSTITUTE PERSPECEVE Dec 1999 at The notion of economies of scale is

familiar one Typically the concept arises in the context of manufacturing fun As the nomber of units of

output increases total costs incresae but not as rapidly as output so that average unit costs decrease an output

increases Such economies tically anse 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 REPORT ON MUTUAL FUND

FEES supra noteS An earlier SEC ataif report
concluded that portfulio manager can manage $500 million

nearly as easily as $100 million 1992 PRoTEcTiNG DtvarroRs REPORT szqra note 28 at 256 12 Since

advisory services are subject to economies of scale the tunds advisor may or may not pass along the largess to

the fmd If economies of scale exist and fees are not louered when assets under management increase then the

benefits of increased scale accrue to the manager in the form of increased profits This can be especially

insidious in bull market environment The GAOS report on price competition
in the fund industry found that

64% of fund portibllo growth is due to portfolio appreciation
See GAO RnsOIT supra note 12 at This

appreciation
benefits invesflnent advisors who

gainer
increased fees from the general increase in market pricca

with no commensurate cfforts on their part

44 Reaetal.suprunote43at 15
45 RtAe 12b.l fees axe payments out of mutual fund assets to fmnanca activities intended to result in the

sale of fund shares or to pay for other services intended to benefit share holders flsey were excluded because

they arc more clocoly associated with sales activity than post-sale administrative services See supns note 12 and

infrarote 69
46 BAUMOLEIAL supra note at 87

47 Jif

48 John flogle Aluiual Fwsd.c at the Millenniwn Fund Directors and Fund thr at

http//wirw.vanguard.comfbogle_site/snaylS2000.htinl Ma IS 2000 Between 1980 and 1998 the avemgc

equity funds annual expenseratiojumped from 110% to 1.57% Boric Econesnk.s 1Olsupra note

49 This consists of management and administrative expenses horn by shareholders divided by the funds

net assets it does not include distribution costs such as sales loads or l2b- fees
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funds using salts-weighted average rose 15% from 1980 to 199750 time of

tremendous asset growth for the industry.51 recent SEC staff study showed that fluids

weighted avenge expense ratio rose newly 30% between 1979 and 1999 with the jump

exceeding 20% for equity funds.53 different study found that the cost of ownership for

the industrys cheapest equity funds rose by 19% between 1980 and j99754

Another report on equity fund expenses shows that between 1981 and 1991 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 seventyfbld 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 annually.57

Nonetheless it is accepted today that economies of scale exist in the find industry

The existence of economies of scale has been admitted in SEC filings made by fund

managers58 and is impLicit in the industrys frequent use of fbe rates that decrease as

assets under management increase.59 Fund industry investment managers are prone to

cite economies of scale as justification for business combinatiotisP0 Though the IC has

50 John tea Brian Reid ra in the Ownership Cost of EqvJy Mania Finds Div Co litEr

Psaspacriva Nov 1998 al 12

51 The
average

she of the 100 largoat
hinds in existence in 1997 that were also in existenein 1981

blossomed from $282 million to $5.8 billion hi at 13

52 REPORT ON MuruAL FUND Pass nspra note tbl

53 IdattbL9

54 Res at srqrn note 43 at According to Vanguards Bogle Given that Vanguard dominates the

low end universe-and that our expense ratios have declined by 53% since 1980-1 would estimate that the other

low coat Lands in the ICE survey raised expenses by as much as 40 percent Bog Economics JO sapra

note

55 DoCILE sstpra note 30 at 320

56 Id

57 Itt

58 See John Freeman The Use of Mutual Fund Assets to Pay Masstlng Costs Lot Cm Li

533554-55 n.109 1978 noting arguments presmted in SEC filings by Investors Diversified Services Putnam

Management and the Vanguard Group

59 The existence of fee breakpoints
in the fund inthatry has ben viewed as fone piece of evidence for

the existence of economies in portfolio management REPORT ON MUTUAL FUND FEES ssapra
note The

breakpoint pricing system has been explained as tbllovs

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 poitfulio
and operations as the find grows

Rea it al supra note 43 at On the other hand the authors survey of Mnrningstsr data covering all

domestic equity mutual funds in 1999 sevesled that 700/ operated under flat fee investment advisory contacts

See tnfranote7t

60 See Christian Murray ReliaStar Buys Asset itnager NATL UN0ERwRITER Aug 1999 at 41

reporting on merger of two fund groups with the acquirer announcing that it expects the acquisition will

provide
its asset management group with economies of scale benefits resulting in lower unit costs and

increased sales and protltabiityNavigatorFwldChaflPs NATLPoST July 14 1999 atDO3 hind nansger

merging two funds to benefit investors by achievinga greater economy of scale and more diversified hind
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remained mute on the subject of economies of scale affecting advisoiy fees specifically

knowledgeable industry insider has admitted that there arc staggering economies of

scale in portfolio management and research.61 Legal commentators likewise view

economies of scale as fact of life in the fund industryP2 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 The agency

reported that as much as 64% of mutual fund asset growth has come from appreciation of

portfolio securities65 which unlikc 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 industiys

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 ndusty Data Demonsaates That Economies ofale ErLrt

Studies by the Id though never focusing on advisory fees in isolation generally

confirm the existence of economies of scale within the industry 1998 ICE study found

economies of scale to exist for individual equity funds.68 subsequent ICI study

focusing on fired operating expenses suggest the presence of economies of scale as

equity fund assets grow.69 Interestingly the ICEs operating expense study avoided

calling specific attention to advisory fees The ICI researchers bundled advisory fees and

61 Boens acm note 30 at 321 emphasis added

61 .cee Schonfeld Kerwm szera note 20 at 107 Mutual funds increasingly are the investment

vehicle of choice... Mutual finds offer advantages that other investment vehicles nay not including

diversiflcatior economies of scale and professional management emphasis added

63 The GAO REPORT noted

Industry officials we intesviewed.. generally agreed that mutual fund
operations experience

economies of scale An official money nianagelnent firm whose customers invest in mutual

flmth told us that mutual fund advisors operations are subject to large economies of scale and

additional investor inflowa insult in little additional cost Officials of the find advisors we

interviewed also agreed that their operations experienced economies of scale

GAO Raao supra note 12 at 34

64 ktat9

65 .kL

16 ktat9-l

67 The GAO found that among the industiya 77 largest funds of the 51 that experienced aSset growth of

at leant 500% from 1090 to 199838 reduced their expense ratios by at least 1O%i of the remaining 13 funds

reduced their expense ratios by less than 10% and either had not changed their fees or had raised theni GAO

REPCRTssipra note 12at 11.12

68 Rea Reidszçra note SO at 12..13

60 Rca at al acre note 43 ai Excluded from the definition of operating expenses were 12b-l fles

paid by many fund shareholders The omission was justified by the studys authors on the basis that the

payments are mainly used to munpensate sales professionals for athice and assistance given to buyers of fund

s1nrcshL at In litigation the payments have been justified on the ground that they are assessed not only to

encourage growth but also to stisnulate improved shareholder service Krinsk Fund Asset Mgmt Inc 715

Supp 472 490 n.37 S.D.14.Y 1988 Included as operating expenses for puiposes of the study were such

items as custodial and transfer
agent fees Rca et at .upra note 43 at
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administrative fees such as custodial fees legal and accounting fees and transfer agent

fees but excluding 12b-l fees The 101 study observed that the ratio of bundled costs to

fund assets the opetating expense ratio did indeed decline as fund size rose.70

Testing the fCJFinthngS.ff Verification and Unbundling

To veri the 10s analysis the authors screened the Morningstar Prineipia Pro

datahase for domestic equity funds.71 After adjusting for missingand unusable dataj the

final sample consisted of total of 2161 actively managed noninstitutional fluids Of

these 1090 were single class fluids and 1071 were rnulticlass fiends representing

consolidation of 3302 sub-fluids This approximated the 101 sample of 2260 fluids

The iCI analysis used simple average operating expense
ratios to aggregate

multiclass fluids within ranges of fiend size For comparison purposes
the authors

initially
used simple averages However weighted averages are superior3 and hence

supply the principal data used in the authors analyses.74 Comparison of 101 results with

the current study are presented
in Table

70 Reactal. sirenote 43.ati 15

71 Mnrningstsea Principia Pro compilation for October 1999 was the principal source of data for the

authors surly This date was chosen as corresponding roost closely to pension fund data presented
in the next

sw.tion The loerringator material contained data as of the end of september 1999 reflecting expenses for nod

fluids as of the end of June 1999 tnitiaily the authorsttital database was screened to include only domestic

equity
fundsa total of 5238 were obtained The sample Included inderç specialty

balanced asset allocation

and few convertible bond fundt Nàxt Ilsads with zero assets and missing data were eliminated Na reduced

the sample to 4943 funds At this point multiclass funds were aggregated into single finds Such fluids are are

aggregation
of sub-fluids each with different distribution channels For instance there may be front-load fund

with or without 12b-1 fees aback-load fund with 12b-i fees level-load fund with 12b-1 fees and are

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 class assets Funds assets

were totaled
and averages

of expense ethos operating expense ratios management fees and administrative fee

ratios were obtained using simple and weighted averages
where the sub-fund assets were used as weighta

Initially an analysis was conducted correspondIng to the IC Table Results wore nearly identical to those

presented
in the body of the paper Subsequently all index and single

class institutional funds were excluded

from consideration end these results corresponding to ICI Table are presented
in Table Although they nec

subject to neioot inaccuracies msirssgernent fees from Moerringatar were used as proxy for advisory fees See

infra
note 100 and accompanying text

72 Finds qere excluded from consideration if they reported
bundled administrative costs or ifadvisory or

adniinistrotivo fees werc zero The latter occurs freçientiy
when the investment advisor temporarily waives all

or pert of such fees as means of subsidizing
tIre Said typically during

the start-up periodS The majority
of

excluded fluids were small total assets less than 5100 million and the balance of excluded funds were spread

uniformly among different-sized fluids An analysis
of the total sample revealed no anilicant differences with

ths exception
of the very

small funds where fee waivers causal averaga 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 Send

74 The authors simple average numbers are presented
in the text to demonstrate tInt the authors data

generate results similar to those presented in the ICI 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 Weighied
of Funds Average of fluids Average Average

Operating Operating Operating

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Points Basis Points

4250mm 1451 147 1295 129 114

$250- 261 116 272 103 104

$500_mm

$500- 204 109 22 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 ICI breakdown by the size of fund It is

expected that economies of scale will cause average operating expense ratios to decline

as fund size increases and this is indeed the case The IC study shows the operating

expense ratio declining from 147 basis points to 72 basis points as fund assets increase

from under $250 million to greater than $5 billion Operating expense ratios obtained

from Morningstar exhibited similar decline from 129 to 68 basis points although the

operating expense ratio averaged about 10 basis points less than the ICI study25

The right-hand column of Tabic 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 IC study which by bundling different

costs into one overall operating ratio failed to examine the differences between

advisory and administrative expenses

75 There ar-c several reasons fur thc slightly lower average operating expense ratios First the ICI study

coinamed over 150 additiozul smaller funds presumably bccausc such funds ace more likcly to report to trade

association than Momingstar Second the authors study hd largor funds This occurad because of the

combined cffccis of
rising stock market and

slightly
later

period of analysis which caused fund size to

appreciate and perhaps caused lower expenses due to economies of scale in adelitioa the ICI simple average

methodology allowed for th exclusion of all institutional thirds The current study vas able to exclude only

single class institutional funds and maintain the weighted average methodology Finally an IC etaff member

suggested to us that Morningstar sometimes reports 12b-l fees at the maximum rallier than the actual level

Telephone Interview ith 1rian IC Reid Senior F.conomit lnvaciment Company Institute Aug 23 2000 The
authors were unable to confirm this
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Having confirmed the essential equivalence of the Morningstar and 101 results

operating expense ratios were decomposed into advisory and administrative expense

ratios The XCI asset groupiffgs and categories were maintained The results of this

analysis are presented
in Table

Table

Comparison of Weighted Avenge Operating Advisory and

Administrative Expense Ratios

Fund Size Number Average Weighted Weighted Weighted

of Funds Fund Size Average Average Average

$mm Operating Mvisory Administrative

Expense Ratios Expense Ratios Expense Ratios

Basis Points Basis Points Basis Points

$250 mm 1295 $77 114 71 43

$250- 272 $355 104 71 33

$500nim

$500- 228 $715 98 67 30

$1000 nun

$1000- 274 $2163 85 61 24

55000mm
45000 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 ncgativc skew The largest funds

greater than $5 billion average more than $14 billion almost seven dines 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

avenge fund size from $715 million to $143 billion results in only 31% decrease in

advisory fees Administrative fees onthe other hand decrease from 43 to 17 basis points

60% declme This declme is relatively smooth and linear Thus it is clear that

percentage-wise greater
economics of scale are being passed on to the fund shareholders
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in the administrative fees than in the advisory fees The ICEs bundling methodology

which combines the two different fee types conceals this fäct.7 The authors data is

consistent with the ICIs in showing unequivocally that there are economies of scale

operating in the fund industry77 Fund operating expenses tend to decline steadily as

fund size grows However this decline is not uniform across administrative and advisory

fee levels The data reveals that fund advisors are reluctant to share economies with fund

shareholders when negolialing the terms of advisory fee contracts This reluctance

depletes shareholder wealth

It is useful to put the authors analysis into larger context The 2161 funds in the

sample represent total market value of about $2.2 trillion With weighted average

operating expense ratio of 75 basis points the fund industry is charging shareholders of

this subset of mutual funds about $16 billion year to manage their funds The 92 funds

with assets greater than $5 billion represent about $1.3 trillion and their annual

management costs are about $8.5 billion Of the $8.5 billion about $6 billion are charged

for advisory services We have seen that advisory and administrative costs decline as

fund size increases but with administrative costs declining much more rapidly Had

advisory costs declined by the same percentage amount as administrative costs they

would average 28 basis points for the largest funds 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 fucs

equally in mugh numbers there are about $2.5 billion of excess advisory fees paid

annually among the very largest of the actively managed equity mutual funds

Summary

The ICIs position is that price competition reigns in the fluid industry with

economies of scale existing and being properly shared by the advisor with fund

76 In feirneas 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 As result the SECs staff

embarrassingly professes not to be abte to determine directly whether economies of scale exist for advisos

fees REPORT Ocr MU7tJAL Furto Fass sreprn note

77 Other studies have likewise tended to find declines in fund expenses as assets have ballooned One

study by Kanon Bloch evaluated funds accounting for 80% of the industrys equity fund easels 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 Dosts Down Conventional Wisdom Is Belied By

the Numbers N.Y TIMEs July 1999 at ii The same Id stiaty that showed rise in overall operating

expenses from 1980 to 1997 also shoRed drop over the same period
of time for the same array of equity funds

in total shareholders costs from 2.2S% of net assets to 149% Sea Reid supra note 50 at Ii The drop

principally
reflected lower distribution costs caused by investor

preferences shifting lime load to no-load fluids

low expeisse ratio funds and low-cost index funds Bogle siqnr note 45 see also Jcriy Morgan Mutual Fund

Loads Can Be Load Over lime NEwsnAy Dcc 1998 at F06 The effect of the no-load
option

in
driving

down overall fund distiibution costs dcrnonstmtea that in free market with toad differences clearly disclosed

investors over time arc able to migrate in the direction of low-cost providers of fluid services The choice

between buying load and no-load fund is one unhindered by any impediments save brand preference und lack

of knowledge

Another possible source of dovnward pressure on selling costs is cut-rate pricing offered to investors

who buy load funds through 401k plane 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 RxrsenthalA Loud Call to Lower Fees FLNDDIRECTIONS 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 assetsP Because most recent equity thud 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 fund

assets has tended to drop as funds have gotten bigger

Though administrative expenses
have dropped as fund size has grown it is unclear

whether there is robust price competition
in the market for the most critical service

78 It is argued on behalf of the IC1 that funds operating expense ratios consisting of advisory and

administrative foes limped together have gmerally tended to decline with significant asset growth Rn at

nI siçora note 43 Nowhere does the IC study attempt to focus solely on the fees charged for the single item

most fUnd shareholders want to heyinvestment advice The authors analysis separates
out advisory trees and

administrative feea 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 id operating expense study Is data showing the percentage growth of revenues

flowing to fund managers in comparison with the growth of find assets In contrast 1996 study reported
that

white fund assets grew by more than aO% between t992 and t996 fund managers revenues nearly doubled

from $11.1 billion to $23 billion Anne Kitten Smith Why Those Fund Fees Mane US Nines WORLD Rio.

JtIy 81996 at 73 see also Oppel suprrs note 77 rlWhatevc the foe cuts at aome final eompunies they pale

next to huge revenue gains us assets under management in stock funds soured 44-fold to $3.2 trillion
in tha 15

years
ended in May according to data from the IC The tCla Operating Expense Ratio study is thus akin

toahikiai batngsuit it reveals the interesting and conceals the vitaL

Another IC theme is that the total coats of fund ownership have been dropping for fund

shareholders See Improving Price Competition sçar note 40 at 56 statement of Matthew Fink President

investment Company Institute
This IC policy position was subsequently backed up by study featuring

tortured results published
in November of 1998 See Rea Reid ssqra note 50 fading that thetotsl cost of

investing in mutual tunis or the total cnst of find ownership has been decreasing Its methodology is

attacked in Bogle.suprannte
48 Bogle isolated five flaws in the ICIs study First the results were weighted by

sales volume unweighted expense ratios escalated 64% from 0.96% to 1.58% Second the IC fulled to note

that expense ratios for the lowest cost decile were up 28% from 0.71% to 0.90% Bogle theorizes that the

increase would be greater perhaps up 35.40%1 if Vanguard were excluded from the temple Third the ICI

data ignores the hidden cost of increased portfolio
turnover among the indiatsys funds which cuts performance

and generates
taxable gains potentially adding another 0.50% to 1.00% in costs Fourth Bogle criticises the

WIs cost data for ignoring the opportunity cost of not being fully
invested in stocks This cost Bogle estimates

at 0.6% Fifth Bogle fraults the ICI data for ignoring
the fees charged to investors who buy fonda through wrap

accounts Sixth and finally lIogle charges the ICI with manipulating toad costs by amortizing
sales loads

based on inaccurate assumptions which if correcled would increase average sales-weighted costs by an

estimated 0.50% to .85 fat That owneraliip costs 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 smqn note 12 at 47 The convergence of increased consumer sophistication

indexing imatitutional sales and price
sensitivity on the past

of retirement $an fiduciaries are having an impact

in cutting dsthbution expenses etsirged by fund sponsors

That administrative costs should show economies of scale comes as no surprise Administrative costs

are mixture of fixed coats directors fees legal fees insurance premiums auditing taxes and state and

federal registration fees and variable costs custodial and transfer agent fees postage printing ate Variable

ctels are dominated by transfer agent fees The transfer agent maintains records of shareholders accounts and

transactions disburses and rcccivcs funds from shareholder transactions prepares
and distributes account

statements and tax informetirsi handles shareholder communication and provides
shareholder transactions

services The GAO found that the bulk of stock and bend funds recent growth has coat from portfolio

appreciation
circumstance almost certain to create economies of scale See GAO REPORT .eu.pra

note 12 at

80 As noted earlier 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 matket 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.81 The fiduciary-managers seeming

ability top large rewards by not sharing cost savings with fund shareholders brings to

mind Professor Paul Sainuelsons insightful testimony before the Senate Banking and

Currency Committee in 1967 when ft 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

lv Bxrwitntome Two-TmRED STRUCTURE IOR PRoFESsIOxL ADVISORY SitavicEs

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

eccrnomy.83 Investment advice is essentially commodity.84 Outside the fund industry it

is bought and sold in muds snore competitive marketplace Active portfolio

management essentially is mcritaJ process It principally involves deciding which
securities to buy and sell in order to maximize returns.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 portfulio86 but

81 JL

82 Mutual Fund Legislation of 1967 Rearing on 1659 Before the Senate Conss on BanIthr.g and

Currency 90th Cong 353 1967 The investment paid off lit See tilsa Simon .supra note 10 at 130 One
obvious fact emerges It is tsr more lucrative to own mutual fund company than to invest in the conipasys

products

83 An even fairer question is what funds themselves are paying now for the professional management
advice they need in order to function The answer is not clth hhsa been suggested that only small fraction of

thy total bill paid to the advisor by shareholders actually goes to pay for the cost of producing invcstmcrfl

advice Waggoner Block ssçra note at 3R quoting John Bogle fur the proposition that
only $3 to $5

billion of the $55 billion earned
aiaiually by fund management companies goes to investment resources

84

Two years ago Momingstsr mutual fund analysts staled warning investors that the Iliad
industry

sans ratcheting up fees especiall management fees to dangerous levels forcing people to pay

premium prices for what is in essence commodity Worse says John Rekerithaler the groups
director of research it has become pretty clear that over time fluids with lower expense ratios

outpcrfbrm those with higher ratios...

Longo .swpra note 10 at

85 As
part

of the munageennnt prooms the investment advisor will need to deal with additional issues

such as dividend reinvestment cash balances and flosas trading costS and market timing
86 Managcra differentiate themselves in various ways Thero are large mid small and micm cap

managers as well as value growth balanced asset aliocation hyirid atal
quantitative managers However the

essential insight remains intact portfolio management is mental process that is applicable to all
portiblio types

and eize.v It follows that what is
being prnduced 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 find versus mutual find should not logically provide reason for portfolio

management costs being higher or lower Investment managers are regularly hired and

fired and those doing the hiring enjoy the benefits of competitive market Significantly

as we shall see some of those bidding fOr investment advisory work in the free market

populated by pension and endowment fOnd managers are fOnd advisors or their afluliatcd

entities

Research Shows Fund Shareholders PayA PremiumFor JnvestmeniAdvice

Wildly different fee structures apply to equity portfolio iavestment advisory services

purchased by public pensioa 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 fend 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 fimds management structures and convert it into the power to set extra

competitive prices.88 The Wharton Report idontifled 54 investment advisors with both

mutual fund clients and other clients89 Of this sample fee rates charged the mutual find

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 casesY

possessing
infinite scalebility just

like the Internet ortelevision Adding additional shareholder accounts does

not run up the cost of portfolio management any moia than adding viewers increases the creativc cost of

devising TV show or dassbroadŁast over the Internet Once the investment oljectives of the Rand have been

specified
and an appropriate

list of securities chosen the size of the
portfolio

tents to be inconsequential See

STAFF OF mE 14aw Yoa Iuarrrtim op FNANcTt STtxtR BONDS OPTIONs FtYrtJRESINVESTMssIIS AltO

THEIR MARKnS 134 Stisert
It Wale 1987 Generally the larger

the fund the less the percentage
the

managercharges because it is almost as easy to nan 5200.000 account as it is to run 5100.000 account You

just buy and ecu twice as much ofwhatever it is youre going to buy and sell. It istnas that larger Rinds with

larger portfªlios
bear greater tinting and sh rebolder admmniatreliveccets Howevar these are sisninistrative

costs Since they are not charged to the investment manager they are irrelevant to the question
of economies of

scale in the pricing ofinvestnscntadvisoiyservces

87 WHARTON SCHOOL OF FINAl4CE COMMERCE 87rH CoNc STUDY cc MtrruAt FuNDs 493

Conan Print 1962 WHARTON REPORTI

88 The price disparity was explained as Ibllowe

The principal reason fly the differences in rates charged open-and companies and other clients

appears to be that with the latter group normal procedure
in negotiating fee is to arrive at

fixed fee which is mutually aeocptable 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 democratic vote of the shareholders This suggests
that competitive

factors which tend to influence rates charged other clients have not been iubstantially operative

in fixing the advisory fee rates paid by mutual Rinds

Id at 493-94

89 IcIat4S9

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 Cotnpany Grcrwtli91 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 fired 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.93 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 pensioas

91 H.R.Rsp.No 89-23371966
92 WILs.rr REPORT sIqra note at 120

93 Sisnon sepia note l0 at 130 The author makes key point
while

oveilooking another one In truth

mutual thuds arc not difikrent front institutional invcstors in form mutual fund as an entity actually is an

institutional investor When it cornea to fee disapancies the difference between funds and other institutional

investors does not toni on Institutional status ft tunis on self.deallng and conflict of mterest It is worth
noting

that within the universe of fund shareholders there are some restitutions mvestors many of whom tend to buy

shares in institutional funds Expense nation for institutiunal funds arc roughly half of the epcnsc ratios borne

by retell funds Mary Rudie Bameby lty Yaw 401k Plea Needs an Investment Policy and How to Estahlisl

One in PensioN PLAN INVSSIiENTS Cor4vssornmNo ToDAYs INvEsTmewr Issues ERISA LmnAnoN Tint

REGULATORY PERSPECflVF PLcrIcu 1wucor.rs ON P.ac MANAGeMENT Isevrxraaams 997 at

79 92 P11 Tax Law Practice Course handbook Series SIc J-397 1997 Some expenses such as transfer

agent costs naturally will tend to shrink as percentage of fund assets as account sass rises See Itea at aL

.nq.ra note 43 at ICI data reflected as of year-end 1998 an average fund account sire for retail accounts of

$19050 for institutional accounts it was $76160 1d at nil Even in the market segment populated by

supposedly sophisticated institutional ftthd investors there is room to question whether robust
price competition

operates See Elizabeth White DOL Issuse Section 401k Fee Guide Cosumnues To Consider Further

Requirementr 25 PENs BEN Rn BNA 1545 July 1998 noting employers generally are

unknowledgeable about fund expenses see also Rosa Spencer Disclosure Requfred for Fee Arrangementn

Between Mutual Funds and Serv ice Providers EMPLOYBaBEN PLASIREV Ian 1998 at 14 noting that4OIk
sponsoms have tended to ignore furel investment mitnagemnent fees

94 Control positions in pension management companies who must compete in the free market for

business and whu risk
getting fred tend to scil for less

Because the pension fund accounts managed by Aeltus pay annual management fees that
average

only 10- to 30-hundredtha of percentage point and because those accounts can easily change

managers companies like Aeltus car he difficult to sell and may fetch lover prices than the sales

of management companies that advise mutual funds The managers of pension foist assets often

sell for prices equal to tssice the annual management fees

Michael Quint Aetna Seen Seeking Bvyerfar Aehi Investment UmA4 N.Y Tists Mar 23 1995 at D2 Fee

multiples in control purchases arc higher in the fund industry Sec Bony Bum Frontlaws Good Deal
Asset Management IAdded Valve PIir4SSONS INv Oct 13 1997 at

stating
that fund managers reported

to sell for four or mere times annual revenues William Rheiner Acquisition of Mutual Fund Families

Corporate and Regzdatoy hews in UNDRRSTAS.tDCNG SECURITIeS PRODUCTS OP INSURANCR COMPASSES

2000 at 415 418 ELI Commercial Law Practice Course Iandbook Series No A-799 2000 Stock price

multiples of mutual fond advisors are often
larger

than those of other types of financial servicet companies.
Ac.coiding to its March 282000 Form 10-1 Rowe Price Associates Inc.s revenue totaled $1.03 billion for
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To vetit3 whether the advisory fee pricing disparities found in the Wharton Report

and the Public Policy Jinplwations 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 fur 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

data96 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

nianaged 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

portfblio size was $443 million with the range extending from $15 million to $4.8

billioni

Lee 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 euillion 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 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 paid.98 Some funds

37 or 17% had perfonnance 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 finns market capitalization as üf late July 2000 was $4.89 billion See Robeit

Mcuough Ken Brown Row Remains Aloof Amid Merger Dwsce Bad Investors May End Up

Dirappointed WAU St July 312000 at 02 Recently Pioneer Group Inc paraitofflndrnanagerPioaeer

Investment Management was acquired thr $12 billion fiat 02diseussing the acquisition and characterizing

Pioneer Investment Management as firm that has been struggling lately The acquisition prices wan

slightly less than five times Pioneers 1999 revenues from continuing operations See The Pioneer Group inc

Reports Results for the Fourth Quarter and Year Ended December 3L 1999 Bus V/nut Feb 11 1999 LEXIS

Cumws Pile For an account ala control transfer for find advisor at price acceding 22 times the anaual

management fees see Boots ssqru note 30 at 327-28 discussing how an advisor sold itself fnr $1 billion at

time that annualized fees were $45 nullion tbes were raised substantially pie- and post-control sale

95 The questionnaires asked for vohmtaiy cooperation but were also framed as Freedom of lnlbnnation

Act requests

96 Of the seventeen remaining finds six were internally managed three were defined contribution
plans

and Invested exclusively in mutual finds two refined outright one wented $500 to collect the data and the

balance five funds laid incomplete data

97 Asset levels were typically provided as of June or December 1999 vitsidi oontspond to the 1998

fiscal year and the 1999 calendar year respectively

95 Although there were some sniall differences between scheduled and actual advisory fees paid analysis

revealed no average net difference between the two approaches In the analysis that follows the greater of the

fees calculated by the two methods was utilized in calculating overall averages
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Table

Comparison of Public Pension and Mutual Fund Investment Advisory Fees

Public Pension Funds Mutual Funds

Average Weighted Average Weighted

Portfolio Averanc Fund Averaee

Decile Size Adv Fee Size Adv Fee

3mm Basis $mm Basis Pta

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 passion

fund portfolios the mutual fund sample has been restricted to those finds with financial

characteristics closest to those of the pension fund sample.99 In Table the bottom line

showing the overall category reveals that investment advisory fees are twice as large for

mutual finds 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 portfolio00

99 Initially all nv.itual funds includmg rnulticlass funds with assets less than $15 rnillioa were

eliminated This corresponded to the smallest peosion portfolio Next all balanced asset allocation specialty

corr.ertible bond and index funds were discarded as well as those funds classified as domestic hybrid by

Morningetar Finally all funds with ccsnmitrnent to bondi greater
than 5% wereehmiriated as well as those

single class hinds with inception dates after May of 1995 The above poncedure gcrurates sample of mutual

funds closely corresponding to characteristics of portfolios of publIc pension funds The fins sample consisted

of 1343 funds of which 659 were single class funds and 684 viere multiclass funds representing total of 2118

sub-hinds

100 The analysis aaernpts to put pension and mutual fund advisory
costs on comparable basis This

process was confounded sometet by inconsistent reporting ofasdviozy and adminishativc costs ansong mutual

funds Specifically
Ihe manugemeid fee reported

in Morningatur sometimes includes not only
fcca for

advisory seevices but sonic uslministiathc services in wcli This same problem hindered the Sl staff in its

recent analysis
of fund then and expenses See REPORT UN MUTUAL FUND 152Es suprn note The authors

methodology minimized the impact of such problems by excluding from the sample hinds shown by

Morningstar to hnvc no administrative thea Such funds tended to be small Those funds that bundle some

administrative coats in the management fee are also likely to be small and have minimal impact on category

averages which are calculated on an asset-weighted basis Amlysis of the I.ipper data which explicitly

differentiates between management muid advisory fees revealed eweighted average difference of about threc

basis points
The authors consider this difference immaterial in the overall comparison of advisory fees between

pension
nd mutual hinds
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Decile compailsons 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 fur an average fimd size of $24 million.101

From that starting point pension
fund advisory fees decrease in an essentially linear

fashion as portfolio size increases Fees decline Worn 60 basis points for the smallcst

portthlios $36 million on average to 20 basis points fur 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 avenge fee charged is essentially

fiat through the first seven deciles and the fee is consistently greater than 70 basis points

Fees decline when fund size increases above about $750 millionbut 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 decile02

632

Figure

101 There are reapectivaly
22 nortfolioa in each pension flied decile 135 mutual ibnds in the first three

mutual fund decilea and 134 Sands in the remaining decitet

102 The chart is somewhat misleading in that the size of the average flied is difftrent fcr public pension

arid mutual Sands in each decile
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Comparison of pension and mutual fund investment advisory fees is confounded
somewhat by portfolio/Rind size differentials and the extreme negative skew of the fimd

sir.e distribution for both pension and mutual Rind portiblios 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

portfolioafiinds 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 far the extreme negative skew in the distribution

of fund size.103 The standard technique used in studies of economies of scale is to use

log iransforniation 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 fund size Regressions of the following form were ran 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

The negative slope coefl3cient 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 fund regression This reflects that pension fund fees

are three times more sensitive to assets under management than mutual fund fees The
level of explained variance is more than four times greater for pension funds than mutual
funds This means that equity portfolio size explains only 6% of the variation of mutual
fund advisory fees but 27% of pension advisory fee Clearly there are variables other than

fund size that impact advisory fees for both pension and mutual funds and there is much
more unexplained variance in the case of mutual Rinds than pension funds

103 From Table fOods with greater than $5 billion in anets reprerented leae than 5% of the total number
of fjnd 92 out of 2161 but controlled of the total siesta under management

104 See David 1aJzko Economies of Scale in Mutual FundAdnjnlsjrajjon 22 Fm REs 331 1999
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It is clear that public pension fund portfolio managers arc willing to accept lower

fees for greater commitment of ftmds 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 perfbrm 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

altention those added cost differences are absorbed by thefund 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 flmd

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 fluid shareholders neither benefit from arms-length bargaining nor from prices that

approximate those that arms-length bargaining would yield were it the now

Portfolio Company Size and InvestmentAdvirorY Fees

tt 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 fimd portfblio Company size is measured by the firms market capitalization

defined as the product of the number of shares outsianding and the current market price

per share Generally portiblios are labeled large mid or small cap capitalization

portfolios Definitions vary but typically large cap companies/stocks
have total market

value in excess of $10 billion mid caps range from $1 to $10 billion and small cap

stocks are generally defined as having market capitalization of less than $1 billion

The pension and mutual fund samples were analyzed for fee differences based on

market capitalization05 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

ics It is generally recognized that investment managers charge higher fees for managing small and mid

cap portfolios
although the explanation

fer this is not inunediately obvious One mason could be that

information about large cap stocks is widely available and the market for soch 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 Iension Funds Mutual Funds

Average Number of Advisory Average Number of Advisory

Portfolio Portfolios Fees Fund Funds Fees

Size Basis Pta Size Basis Pta
$mm Smm

--

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

fund portfolios However there are significant differences between the two samples

Mutual funds charge fur higher fees in relation to pension fund portfolios for managing

large cap portfolios Fhe 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%

lugher Moreover the average large cap mutual fund is almost four times larger than the

average pension fund portlblio $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 porifulios 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 Managemeni 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

oighted average pension investment advisory fee In 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 finds 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

Weighted

Average

Advisory

Pee

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 0.31% 122459 14 48 0.47%

Investments

Overall 20927 0.23% 178369 0.54%

Table reveals that different investment managers apparently have widely different

pricing policies06 Alliance Capital Management charged its mutual fund customers on

average more than350% more thanits pension customer 84 basis points versus 18 for

pension portfolios Ark Asset Management on the other hand charged its mutual fund

customers about 70% more but with only about third of the level of assets under

management Putnam Investment charged about 50% more and Oppenheimer charged

almost 300% more Large cap portfolios tend to dominate the sample presented This is

reflected in the overall averages The overall weighted average pension advisory fee for

these managers was 23 basis points slightly less than the weighted average for all

pension managers The overall weighted average investment advisory fee for mutual

funds was 54 basis points basis points lower than the overall average

106 Core must be taken in ininpreting theec data because the numbers for some managers include

mictIke of investment styles and are thus not strictly comparabin Por instance Putnam manages six pension

portfolios comprised of two large and four small cap funds Of the fourteen Putnam mutual funds nine are

large rep three are mid cap and two are small cap Moreover where Putnam is concerned there isa far higher

level of mutual Find 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

Total

Assets

$mrn

Total

Assets

$mm

Number of

Portfolios

Tumbes

of Sub

Classes

Weighted

Average

Advisory

Fee
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Eslernally Managed Vanguard Equity FundAdvisory fees vs the Fund Jndusty

It was noted earlier that the Vanguard Group of mutual funds tends to present lower

expense ratios than the rest of the mutual flmd industiy This is because Vanguard funds

are run on the same basis as most companies in the economy boards arc unswervingly

devoted to making as much money as possiblewithin legal constraintsfor

shareholders Staled differently the Vanguard funds are uncontaminated by the conflict

of interest that affects most of the rest of the fund industsy Shareholders of Vanguards

externally managed equity funds thus benefit directly from their boards ability and

willingness to perform task rarely undertaken in the fund industiynamely to

negotiate at arms-length for lower investment management foes This point is illustrated

below in Table which shows investment management fees for the ten actively managed

domestic equity funds offered by the Vanguard Group as of the end of 1999.107

107 These data were obtained from the aimusl reports of the fund ss of the dates shown in the iight-hand

column
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Table

Vanguard Investment Advisory Fees for Actively Managed Doniestic Equity Funds

Fund Investment Advisor Base Actual Asset Size Date

Fee Fee billiOns

Basis Basis

Pta Pta

Capital PrimeCap Management 40 40 $5.4 10/99

Opportunity

Equity Newell Associates 16 14 $2.4 9/99

Income Spare Kaplan Bisohel

Assoc

JohnA.LevuiCo

Explorer Iranahan Investment Mgt 22 22 $4.1 10/99

We llington Management

Cbartwell Investment Ptrs

Growth Franklin Portfolio Assoc 59.3 12/99

Income

Morgan Wellington Management 11 11.5 55.7 12/99

Growth Franklin Portfolio Assoc

PRIMECAP PrimeCap Management 19 19 $23.2 12/99

Selecled Barrow Hanley 38 19 $0.2 10/99

Value Mcwhinncy Strauss

US Growth Lincoln Capital Mgt 12 12 $197 8/99

Windsor Wellington Management 12 $23.2 10/99

Sanford Bernstein

Co

Windsoril BarrowEanley 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 fUnds is 14.9 basis points The base fee of the ten funds average portfolio size is

$11.6 billion This is roughly in line with fees paid by pension funds for large portfolios

Table reflects that the largest pension fUnd portfolios average 20 basis points for an

average portfolio size of $1.5 billion decile 10 in Table Large mutual funds on the

other hand pay 50 basis points on an average portfolio size of $9.7 billion also decile 10

in Table more than double the advisory fees pension fund pay and more than three

times greater than the fees paid by the Vanguard Group
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The Vanguard Group aggressively negotiates perfonnance fees as part of its

investment advisory contracts This practice causes the weighted average of actual fees

paid to the Vanguard external managers 13.2 basis points to fall below the weighted

average base fee The chief reason for the difference between the weighted average base

fcc for the managers and the actual fees 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 performance

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

ii 1999 alone

Fw-ther Evidence of Questionable Fund Industry Behavior Charging High Advisory

Feesfor Passive Equity Portfolio Managemeni

When portfolio/fund is passively managed there is no stock picking active

management involved Rather the fund attempts to mimic thc returns of some markct

mdcx such as the SP 500 or the Wilshire 5000 Funds using tius approach are called

index funds and the process is called indexing8 Pension funds and mutual funds

normally pay investment advisory fees for passive management although in sense the

tenn 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

management.109

To test whether the fee disparities previously found for external equity portfolio

managers hold for index funds the authors collected data on passive investment advisory

fees for mutual funds pension funds and the Vanguard SP 500 Fwid.110 The results are

presented in Table 7.

105 See e.g Jonathan Clcnients Getting
index Fwate Are fotTha Which One WALL ST

June 1990 at Cl

109 See e.g Jasnm Veltito Investing Lessons of tht Eighties The Decade of Phenomenal Growth/or

institutions WALL Si Dcc 26 1939at CI C17

110 The analysis is limited to plain
vanilla SP 500 indexed portfolios It is also common to find

portfolios indexed to other indcxc such as thc Rusidil 2000 or the Wilshire 5000 stock indexes in addition

crihanccd mdcx funds are sometimes seen where there is small active component on top of basic passive

approach
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Table

Comparison of Weighted Avenge Investment Advisory Fees on SP 500 Index

Funds for Pension Portfolios Mutual Funds and the Vanguard SP 500 Index

Fund

Number Average Weighted Average

ofFunds/ Fund/Portfolio Investment

Portfolios Size billions Advisory Fee

basis_p15

MutualFundsTolal 36 32.1 20

Mutual Funds Reduced 31 $12 16

Pension Funds 20 82.1 1.4

VanguardSP500Fund $91.1 .01

Pension funds paid an average of 1.4 basis pointsto ouside index fund managers

The avenge portfolio was $2.1 billion among the 20 pension fund portfolios examined

The typical mutual fund of the same size paid 20 basis points to their investment

advisors These results are confounded somewhat by the willingness of some fluids

investment advisors to reduce total expcnses.m Elimination of the five funds following

this practice reduced the avenge portfolio size to 31.2 billion and the weighted average

investment advisory fee to 16 basIs points ligure 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 fluid 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 pointsi12

It is difficult to see how mutual fluid investment advisors can justify 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 fluids In

other words the name or identity of the customer buying the service is not valid

justification for charging higher or lower prtce The indexmg data fUrther supports this

Articles findings that fees fUr externally managed mutual fluids are bloated where

arms-length bargaining occurs fees charged for an identical service are dramatically

lower

111 The best example of diii Is the
Fidelity Spartan Fund It was $27 billion flied in October 1999 and

the contractual and actual investment advisory fee was 24 basis points However by agreement the expense

ratio is limited to 19 basis points and the procedure to accomplish this is reduction in overall expenses

Unfortunately this expense reduction cannot be uniquely associated with advisory or administrative expenses

In the final analysis an overall expense ratio of 19 basis points if maintained is quite competitive and

reasonable See srqnn Table illustrating that for large equity funds average administrative fees alone

approximated 17 basis points This is not tnie of the remaining funds which bad weighted average

administrative fee or 18 basis points in addition to the 16 basis pointe investment advisory fe

112 The expense ratio was IS basis points reflecting fund administrative coats There were no distribution

fees
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Analysis of Causes Underlying the Fund Industrys yJitnctional Competitive System

Iniroduclion

The fund industly 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 supeth lawyers lobbyists and public relations

specialists The fund 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.4 Lately Congress has not shown

interest in improving investors remediesUS and cannot be counted on to alter the way

113 See e.g GAO RBPOaT swim note 12 Appendix III at 117-20 Letter from Matthew Fink

President cm
behalf of the Investment Company Institute defending the status quo in the fare of the GAOs

irecornmedation for enhanced shareholder disclosure On the other hand the IC has taken some pro

thareholder positions such as supporting increased funding for the SEC privacy protection
for shareholder

information and limitations on personal investing by fund managers Lewis Braham Raw Deal for Fund

Shareholders BuS WK July 312000 at 94

114 JnprovlngFrice Competition siqsra note 41 at Statement of Matthew President Investment

Company Institute Mr Fink finds the mutual fund mdusuy competitive to an extent oilier observers do riot For

example the GAO recently issued detailed report finding that mutual funds generally
do not attempt to

compete with each other on the basis of costs for example price coinpetitioc
is muted GAO REPORT sripra

nate 12 at 62-65 The report
observed that most economists view competition in the mutual fund industry as

imperfect itt at 64 It also noted that there was some evideace that competition
was not completely absent

pointing to the growing popularity of index funds acid the fact that the two largest fund groups are among the

industrys Iow.co ovstetnid at 65

On behalf of the IC Ms Fink greeted ireliminaly version of the GAOs repuri
as follows We

agree with the draft reports conclusion that the muosal fund industry is highly competitive.. Lettcr from

Matthew Finlg President Investment Company Institutc
to Thomas MoCool Director Financial

Institutions and Market Issues U.S General Accounting Office May 2000 reprvrted In GAO REPORX

szçra note 12 at Appendix 111 In fact the only use of the phrase highly competitive found in the GAO

Report
is in Mr Finks lctter vhich appears as an attachment What the GAO actually found as this

thousands of mutual funds compete actively for investor dollars competition
in the

mutual fund industry may not be slrongiy influencing
fee levets because fund advisors generally

compete on the basis of pei-fbrmance measured by retun.s net of fees or servccs provided

rather than onthe basis of the fees they charge

Id at

115 The Private Securities Litigation Reform Act of 1995 15 U.S.C.A 78u4 West 1997 enacted over

President Clintons veto is such statute It was desigeed to

curb abusive practices
in the conduct of securities class action suits put greater control

over class actioci suits in the hands of large
shareholders who are not professional plaintiffs

require more detailed information about settlements to be disclosed to shareholders deter

plaintifihi from bringing frivolous lawsuits by imposing sanctions in appropriate canes give

courts discretion to grant early
dismissal of suits provide statutory

safe harbor for forward

looking statements and provide acap on damages by limiting joint and several liability

Leura Smith The Battle Between Plain Meaning and Lrgt.slative History Which Will Decide the Standard

for Pleading Scienter after the Pin ate Securities Litigation Erfrnn Act oJ 1995 39 SsNrA CLARA REV

577 577-78 1999 Subsequently aenting
that plaintiffs were evading the PSLRAs reach by suing in state

court Congress prrempted 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

0001039



Case 21 1-cv-01083-DMC -JAD Document 3-4 FUed 03/04/11 Page 49 of 80 PagelD 1043

FINAL_ALDOC DECEMsEiti62003 949PM

642 The Journal of Corporation Law

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 fund shareholders claims have been presented scrutinized and with scant

exception found wanting.116

Section 36b Case Law Safeguards Else Status Quo

The traditional focal point of fond industry advisory fee litigation is section 36b of

the Investment Company Act of 1940117 an express cause of action permitting fluid fee

payments to be attacked subject to several severe limitations plaintiffs are not

entitled to jury trial only shareholders or the SEC have standing to sue119 the

fund may not sue for wrongs Inflicted on ii as in common law derivative suit

plaintilfu have the burden of proof meaning that self-dealing fiduciaries are relieved of

the burden of proving fairness 04 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 judsdictiouJ On the less-weighty

pro shareholder side of the ledger section 36b lawsuIts are immune from the strictures

of the Private Securitiei Litigation Reform Act24 Section 36b though important in

116 Fund management companies have sterling litigation record See BAusscL ar AL sup-a note at

68 72-74 84-85 LIke Big Tobacco hind apnncons
to date have never paid dime in damages in cases alleging

excessive advisory tbes unlike the tobacco companies they have never lost an advisory fee lawsuit on the

merita Moat of the cases challenging fund fees as excessive have been settled those that did net settle vere

dismissed Id

117 15U.S.C 80a-35b1994
118 See Kalish Franklin Advisors Inc 928 F.2d 590591 24 Cit 1991 cert nIed 502 U.S 818

1991 Schssytv Rowe Price Prime Reserve Fund Inc 663 Supp 962 S.D.N.Y 1987 ofd 835 F.2d 45

46 2d Cir 1987 cerr dentea 485 U.S 1034 1988 Gartenberg Merrill Lynch Asset Mgmt Inc 487

Supp 999 1001 S.D.N.Y.afd 636 F2d 16 17 2d Cit 1980 cert denie4 451 U.s 910 1981
119 Investment Company Act of 194.0836b 15 U.S.C 80a-35b 1994
120 Id 80a-35bX1
121 Id 80a-35bX3

122 Id

123 Id 80a-35bx5
124 Pub No 104-67 109 Stat 737 1995 Most hind shareholder class actions seeking relief under

other federal theories are doomed by the Private Securities Litigation Reform Act of 1995 case in
point is

Castillo Dews Wine Dtscower ci Co 1998 Transfer Binder Fed Sec Rep CCII 90299 at 91091

SD.N.Y June 25 1998 CostEllo involved class action bmught by three Florida investors who had lost

mon after investing in Dean Wittcra investment company ofirings Two of the class representatives Castillo

and Frrnande ware described as inexperienced and elderly Itt at 91092 Fernandezs inveainsent of $15000

in Dean Witters U.S Government Securities Trust reprcscntcd his life aivings Ed The third class

representative Chupka was described as having little knowiedge of mutual funds
prior to investing

with Dean

Wilier Ed Class actions against fund independent directors have been made particularly difficult by the new
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setting standards for 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 Gartenberg Merrill Lynch Asset

Management Inc.126 suit brought by shareholders of Merrill Lynch Ready Assets

Trust successful money market mcttual 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 sizm generated by the

tremendous inflow of cash which was being captured and kept by the funds advisor in

the form of higher profits The plaintiffs contended that the cash should have been passed

on to the funds shareholders in the form of lower costs and higher net investment

returns.128

litigation See Jordan Eth Christopher Pats Securities Litigation anti the Outride Director 33 REV SEC

COMMOtXrIESRF.O 952000
For present purposes plaintiffs key claim was that Dean Wirier secretly paid extra compensation to

its brokers to cause them to push Dean Water funds that were unbeknownst to plaintiffs higher priced and

worse performers than other available funds Ccstlio Transfer Binder Fed Sec Rep CCII

91093 Idecause the suit wasbicught as class action the plaintiffs were required to satisIr the pleading

requirements of she Private Securities Lkigatlon
Reform Act of 1995 and they failed miserably at 91094

The first stumbling hiock was loss causation Lg the need to connect the deception
with the ensuing loss Id

The court noted tint whet caused plaintilfo damages poor performance by the funds an eveOt unrelated to

the r.oiupor.sation payments to the registered representatives
who had sold them The eout thus found that loss

causation had not properly
been plcadnd.M at 91095

The court likcwic inspected
and found wanting the various alleged misleading statements or

omissions asserted by the ptaintiftk CantIiio Transfer Binder Pod See Pep Cr31 01096.47 The

court rejected out of hand the notion that Dean Witter owed an obligation to compare its funds allegedly poor

perfonnances with competitors products finding as matter of law that there is no obligation to disclose

information about competitors products Id at 91097 Significantly the court implied that placing such

burden on Dean Witter would be unfair because it would be bard for ihe broker to define its competitors for

purposes of comparison particularly shoe the various holdings in mutual funds arc different in innumerable

respects Ii at 91097 n.10

As for the claim that plaintiffa were duped because they were not advised that Dean Witter brokers

were plid extra compensation to favor Dean Witter funds the court scolded Plaintiffs should have been aware

that sale of Dean Water fund as opposed to an outside hard would mean greater compensation for the Dean

Witter companies and that requiting any special wruniug drout adcspexson conflicts would impose aew duties

never previously recognized
under the securities lawn Id at 91.098 Here the court simply was dead wrong

Receipt of secret profits by fiduciaries has long been recognized as grounds for securities fraud suit See e.g

Coburn Warner 110 Supp 850 S.D.N.Y 1953 holding secret commission actionable SEC

Kawuske Transfer Binder Fed Sec Rep CCFI 98955 at 93600 Cob Nov.28 1995

holding that secret commissions received by the fund advisor horn issuers actionable See aio Investment

Company Act Ratease No 9470 tO S.E.C Docket 680 681 n.3 Oct 1976 It would raise serious

qurstions under the anti-fraud provisions. for broker-dealer to reconurrend uhunge 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 OMallcy Buns 742 A.2C1 845 Dcl 1999 holding that brokerage

fIrms receipt
of ownership interest in fund managemcnt company in exchange for Iranafcr of firms

customer accounts to to new fund compcx may be nwtcrial fact required
to be disclosed to customers under

Ielaware fiduciary duty law

125 See Green Fufld Asset Mgmt L.P 245 F.3d214 3d Cir 2001

126 694 F.2d 923 2d Cir 1982

127 Id.rrt93O

128 hIat92
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En route to affirming the district courts order dismissing the fluid shareholders

claims the Second Circuit articulated number of precepts adopte4 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 anns-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 fund

shareholders the profitability of the fluid to the advisor-manager

fall-out benefits economies of scalç comparative fcc structures and

the independence and conscientiousness of the trustees30

Though rates charged by other advisor-managers are fhctor to be taken into

account in evaluating reasonableness the normally unseverable relationship

between the advisormanager and the lhnd it services tends to weaken the

weight to be given to rates charged by advisors of other similar funds.13t

argument that the lower fees charged by investment advisors to large

pensiOn fUnds should be used as criterion for determining fair advisory thes

for money market fluids must be rejected.132

As the Jartenberg tests first prong demonstrates section 36b exists to help insure

that prices paid by fluid shareholders reflect prices set through arms-length bargaining

The test furnishes blneprnt for those interested in designing challenges to allegedly

oppressive fee regimes Nevertheless despite gaping differences between fee schedules

for advisory services used in the fUnd 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 Id at 928.29

130 Idat929-32

131 Ganenbwy 694 F.2d at 929

132 Id at 930 n.3 The court justified its ruling on this point on the grounds that nature and extent of

the services required by each type
of fund differ sharply.. pension fund does riot face the myriad of

daily purchases and redemptions throughout the nation which must be handled by the Fund in which

purclisaa may invest for only few days Id

133 The term was coined by Judge Henry Friendly in discussing the role of courts in reviewing fund fee

cases

There is common law liability of directors fur 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 lisa the job of comparing what has been done with whet has been

received

hnesmart Company Ace Amendments of 1967 Hearing on HR 9510 andH.R 9511 Before the Subcojnzm on

Comsaenx and Fin of the Connt on Interstate and Foreign Commerce 90th Cong 610 1967 statement of

Judge Henry Friendly U.S Appeals Court N.Y.N.Y.
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The iartenberg plaintiffs failed to prove either the presence of economics of scale

or the advisors failure to share theni with the ftnd 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 fiend 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 Gaj-tenbergs refusal to allow use of comparative

fee data seems limited to the facts before the court In Garlenberg the court was

addressing use of pension fend fee data in suit challenging fee levels in money market

fund The courts ruling on admissibility would have no force in an apples-to-apples suit

where equity pension fund fee levels are compared to fee levels for an equity mutual

fund

Nonetheless in Kalish Franklin Advisors Jnc36 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 fluid advisor-manager must be compared with members of an appropriate

universe advisor-managers of similar fluidst37 The fend in.Kalish invested in ONMA

securities The court in Kalzsh held in essence that the designation snnilar funds

required disregarding evidence drawn from comparison with Vanguard groups low-cost

ONMA fund.38 The court branded any comparison with Vanguard seriously

fiawed19 even though Vanguards GNMA fend 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 Gaiwnberg 694 F.2d at 931

135

We disagree with the district courts suggestions
that the principal factor to be considered in

evaluating thes fairness is the price cbrged by other similar advisors to funds managed by

these that the price charged by advisors to those funds cetab1ishe thc free and open market

level for fiduciasy compensation that the market price serves as standard to test the

fairness of the in-esiment advisory fee and that fcc is fair if it is in Jsarrnony
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-nianagars for fund business The former may be vigorous even though the

latter is virtually non-existeat Reds is governed by different foreca Reliance cc prevailing

industry advisory thea will not satisir 36b

Gartenbex 694 F.2d at 929 internal citations omitted

136 742 Supp 1222 S.D.N.Y 1990

137 Id.at 1237

138 See isL at 1230 1250 discussing end rejectiag the Vanguard analogy

139 ld.a.t 1250

140 Id at 1231 Distinguishing
factors focused on by the court nara that the Vanguard funds were unique

due to their intomal management and their tendency to Simish corporate rnseagement administrative

sharehOlder accounting marketing and distribution services on an Uatenst basis Kalith 742 Supp at

1231
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corporate management administrative shareholder accounting marketing and

distribution services on an at-cost basis4 The court viewed the low advisory fee

.03% charged by the Vanguard INMA funds external advisor Wellington

Management Company as attributable to the the great buying power possessed by the

Vanguard group.142 Not mentioned by the court was another plausible justification that

the Vanguard funds board had bargained effectively and aggreisively 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 finds43 An expert in the financial services field offered

one-word appraisal of the Kalish courts refUsal to accept the Vanguard GNMA analogy

argued by plaintiffs heresy144

The district courts in Krinslc Fund Asset Management jnc45 and Schi4yl

Rowe Price Prime Reserve Fun4 Inc.146were equally willing to fivor industry defense

arguments Like Gartenberg each dealt with attacks under section 36b on advisory fee

levels assessed agamst shareholders of money market mutual funds The court in JCrinsk

dismissed fiduciary duty claim against Merrill Lynch advisor to CMA Money Fund

under section 36bA47 and alsO dismissed proxy
claim under 14a-9.148 In construing

the Gartenberg fuctors the court in Krinsk made number of significant mlings 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 yas

actually inferior when analyzed on risk-adjusted basis taking into account the

portfolios volatility50 Seizing on the fact that the SEC did not require risk-adjusted

performance ratings the court rejected the concept of risk-adjusted return an 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-iax profits for Merrill Lynch of $47.5 million and pit-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 Lper Analytical Services Inc leading source on

statistics of mutual ftindpertbnflance

142 Id same
143 Iii

144 Interview with Richaid Ennis Founder and form Chief Executive Officer Ennis Knupp Sc Assoc

July 19.2000

145 715 Supp 472 S.D.N.Y 1988

146 663 Supp 962 s.D.N.Y 1987 Cd 835 F.Zd 45 2d Oft 1987 curt denied 485 U.S 1034

1988
147 Kflnsk 7151 supp at 502-03

148 IdatSO3

149 Idst47

150 Iii This was dubiow niling One observer his ibund that one of the fund industeys chief disclosure

shortcomings is that there is little quantitative
risk disclosure Quantitative measures of risk nan greatly

aid in

judging the quality
of mutual fund Improvlag Price Compedtkin supra nota 40 at 5319911 statement of

Charles Trzeinka Profeesorof Finance State University
of New York at Ruffslo

151 Krinsk 71SF Supp at 487

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 bated profits fall somewhere in the range between the

positions After disparaging both sides presentation on profitability the court

concluded that weighted average of pre-tax profitability over the three-year test period

would probably fall in range from at least few percentage points greater than 0% to

perhaps as much as 33%155 It is not credit to either sides lawyaring that the court was

left to guess at what the advisory fee netted the funds advisor Moreover given the

courts obvious uncertainty about the advisory coniracts profitability it is difficult to

conclude that the fluids 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 fluids directors to demonstrate

clear understanding of the advisory contracts profitability to the advisor

Plaintiffs fundamental problem in Krinsk thus mirrored the problems encountered

in Gartenburg and Kolish lack of solid proof1 As in Gartenburg and Kalish the

court in Krinsk evaluated comparable óxpense ratios in way that was highly favorable to

the delbnse.158 The court found that expense ratios for stand-alone money market funds

were less relevant than for other brokerage money management accounts and citing

Gartenberg that comparison with even those funds was of limited value due to the lack

of competition among advisors for fund business.159 The court found that the CMA
Fund expense ratio placed it in the middle range among similar funds.160

The oourt in Krlnsk found totally irrelevant the fact that over and above its charging

level of costs placing it in the middle of its peer group fund advisor Merrill Lynch

pocketed an additional $65 million from $65 annual fee it assessed agairat each of its

one million CMA investn61 The irrelevant annual fee paid by the funds

154 Id Merrill Lynchs average annual prnfitnbility for 1984 to 1986 according to the plaintiff was 40.4%

the defendants anpert estimated average profitability for the same period to be 32.7% Id at 494

155 X1tsk 715 Supp at 494

156 The defense 1aw-eta certainly would dispute this point after all they won On the other hand given

that the Garrenberg test rcqtnrcs that The funds 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 for either

the defenses presentation or the Franklin directors discharge of their investigative
duties Krjrs 875 F.2d at

409 citing Gartenburg 694 F.2d at 929-30

157 The court inKrinslr likewic found the plaintiffs
unable to quantify fall-out benefits accruing to Merrill

Lncb flowing from commission profits front trades in the CMA pengram sccuities aruuwit margin

interest management fees derived from funds other than the Fund within the CMA pregram earnings

from sales of products and services outside the program but sold to Fund customers and profIts earned by

affiliates who ansact business with the Fund Krinsk 715 Supp at 494 Failure to quantify the fell-out left

the plaintiff with no means of showing they contributed to the
advisory

fee being unreasonably high Id at 494-

96 Likewise plaintiffs
failed to show Merrill Lynch benefitted from economics of scsi because they never

quantified the existence and size of any economies realized Id at 496 The court held that it is not enough to

show that costs decreased as 11w fund grew in she the per unit cost of providing managemont services directly

to the Fund decreases as the Fund grows but the
per

unit cost of servicing Fund shareholders doc not id

The onurt found that money fund shareholders tend to transfer money in and out of their funds on regular

basis with per unit processing costs remaining constant and not varying with the size of the fund or the

number of accounts fri

158 Sec Krinsk 7IS Supp at 497

159 fri

160 Id In 1985 the fund had approximately one million sharelso1ders Janet Bamford See Yon In Court

Foiwes Sept 1985 at 144

161 KsInsk 715 Supp at 497-98
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shareholders alone generated enormous revenue fix Merrill Lynch exceeding the total

amount of the kinds advisory fee.162 The courts justification for ignoring the $65

million item was that the fee was mandatory thr all Merrill Lynch CMA shareholders

having cash management accounts whether they used the CMA kind 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 fee cash cow64

Schuyt presents case study of kind directors fee-setting behavior The kind 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 1979156 to 59.1% for

the entire yeart67 to 66.8% for 1980168 and to 77.3% kit 1981.169 The court in Sting

approved the directors behavior based on the Gaflenberg factors170 faulting plaintiffs

experts for failing to address them in detail.111 In the course of its favorable appraisal of

162 Theadvisory fee for 1985 was wider 564 million fat 479
163 Id.at 498

164 Wail appreciating
the Importance of the courts ntng tint the annual The was not sthject to scrutiny

ussler section 36b Merrill Lynchreacled in predictably entrepreneurial wayit hilndthe fee to $100 per

year and for good measure added $25 annual charge Sw shateboldera who wanted Visa Gold card Andrew

Lackey Mine MorkerAccoufls fly to Woo elena Sr LoussPcsr-DISPAtClt Mar 131 1993 ansi lable

LIDUS Curuwa File By 1996 Merrill Lynch had 1.3 million GSA accounts Mtsmll Lssseh
inisoducn the

CodA Global Gold Tmvd4warrtsFregrant FfltOffersag of Its indftvm Brokensge Finn PR Ns 5WIRS

Eth 26 1996atlalle in LEXJS Curnwa File For the fiscal years ending Mar 31 19941995 and 1996 the

total advisory fees by the Money Market Fund to the Invesisnerit Advisor aggregated 5101568034

5104060.839 and $124239520 respectively CMA MONEY Fenc PaOsPn3s July 26 1996 at 12 LEXIS

Company Librasy Edgarplua File This means that by 1996 the legally meaningless CMA annual fec alone

generated in that year more revniue than the advisory
fee for that year and twice the advisory revenues

attacked as excessive tenycare earlier in Tcrinxk

165 Schrsyt 663 Supp at 964 The court was impressed It variously described the fonds growth as

unprecedented Id at 980 n.53 amazing itt and astonishing Id at 966

166 Idat968

167 Sckstyt 663 Supp at 979

168 Id.at978-79

169 Id at 979 In blessing such munificent return for the advisor the court cautioned that it was nol

holdieg that profit margin of up to 71.3% can never be excessive In fact under other circumstances such

profit margin could very well be excessive Iii at 989 n.h In rowgo REAl Assoa Transfer

Binder Fed Sec L. Rep CCH1I 90742 at 93611 S.D.N.Y Jan 192000 aclnsed-end fund advisory
The

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 Swosgo for fiscal years
1997 and

1998 the advisors net fee equaled 46.0% and 42.3% of the fonds total investment income Id 93616 Is

light of the funds peor performance relative to peer flsnds these 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 advisor Id

170 Thr factors are articulated In ssipnr text accompanying notes 129-32 The Sclnryt courts explanation

of how the directors conduct militated in favor of detbnse verdict in light of those factors is found in Sclrufl

653 Supp 974-88

171 Schu 663 Supp at 973-74 Defendants expert fared little better His position that fees were not

excessive rested in part on his contention that the market for advisors.. sufficinutly competitive to

prevent
excess profits Itt at 974 n.39 ma problem with this testimony of course is that it is untruç it flies in

the face of Ganenbergs finding that fund shareholders sic basically
locked into buying servmnes Amn their

current advisor Illnvaatment advisors seldom if ever compete with each other for advisory contracts with

mutual flsndsiid quoting Gartenburg Merrill Lynch Asset Mgsnt. Inn 694 F.2d 923 929 2d Cit 1982
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the directors behavior the court approved of this fomiulation 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 iii fact shared by the advisor with the Fund

Though thc court recognized that other funds fec schedules were relevant indeed

significant to economics of scale173 it rejected the attempts of the plaintiffs experts to

show excessiveness by comparing the advisoty fee to the fees they charged to its private

counsel accounts and fees charged by others for perlbrming different types of

services.4 faulting the expert for failing to correlate the nature of the services provided

in the different settings.175

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

Gartenberg.176 The court in Schuyl dismissed the idea that advisory fees charged outside

the fund industry could furnish helpful guidance contending as did the appellate court in

kzrtenberg that managers in other venues are not required to cope with processing

numerous purchases and redemptions each day.m This is very questionabie 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 professionally managed investment portfolios

such as pension and endowment funds On the other hand the costs associated with the

characteristics that make mutual funds unique such as the need for daily pricing of

portfolio securities tend to be nominal178 and in any event get realized as

administrative expenses

172 Sc/ray 663 Supp at 969 n.20 quoting Exhibit AL at 11 See alto Id at 970 n.25 restating the

basic test

173 Id.at972n.34

174 Idat9l3n.38

175 Id at 973-74 n.38

In making his comparison.. Mr Silver neglected to inquire
about the services provided to

Rowe Prices private
counsel clients. and was therefore unable to ceenpare

the fees charged

to the fund to the foes charged to counsel clients The evidence before this Court clearly indicates

that if Mr Silver bad made such an inquiry
he would have found that the of services

1aovided by the Adisor tŁ the Fund and pnvate counsel clients differ substantially

Schuyi 663 Supp at 973.74 n.38

176 1dat974n38

177 hr so holding the court cited Gartenbei for the proposition that fec rates of adviscas to non-mutual

fund clients should not be used as criterion for dctcrmining feimess of mutual fund fees because advisors to

other types of cntitics pcrfbim services that do not involve myriad of daily purchases and redemptions Id

court in Sc/ray later explained thai due to the unique nature of the services provided by money market

advisors and the industiy
the Court finds there were no fee schedules from the compedthc 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 date They

fuund that weighted average f.srii accounting
fees amounted to about two basis points of funds stsightcd

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 fluid management
costs The

asset pools managed by those advisors are as with the case of all funds subject to

fincinatioti as new sales arise and shareholders redeem In truth portfolio management

costs are subject to substantial economies of scale as the authors empirical research

shows.179

Included in the plaintiffs allegations in Schuyt was the charge that the funds

shareholders had been misled in 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 law181 The court

found that the omitted profitability
infurmation is neither accurate nor significant

enough to influence thevote of investors
12

Obvious problems exist with the courts 14a-9 nding 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 importantM Adding to the seriousness of the courts analytical error

was its willingness to shrug off the need fur 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 data circumstance that

reasonable shareholder surely could have viewed as material particularly in light of the

courts finding that the advisors pm-tax profit margin was an astrononlical 77% Without

detailed discussion the Second Circuit affirmed the lower courts ruling lit Schuyt two

days after it was argued1 substantially lbr the reasons stated in Judge Wards thorough

opinion

179 See supra notes 93.105 and accompanying text

180 Schuyt 663 Supp at 989

181 EL at 990 reasonable shareholder would not consider profitability
infbrnsation important

when

wotlng on the investment advisory agreement
It The court justified

its isnsnaterislity rulis 00 the ground that

the SEC diet not require disclosurc and lacked proof that such profitability
information is commonly provided

in proxy statements by others in the snoncy market industry EL According to one SEC official disclosure of

infonnation about the advisors profitability
in fund proxy statements has somewhat of checkered past and

is not expressly required Letter from Aisthony Vertuno Senior Special
Counsel SEC Division of

Investment Management to John Bogle Chairman The Vanguard Group Feb 29 1996 on file with

author Funds insist disclose factors weighed by the bard in setting the athisory fee including advisor

profitability
which is often considered by funds board but the disclosure may be made without specific

nusnbera Id In short on the crucial issue or disclosure to fund shareholders about the dollars paid
far advisory

services the SEC tolerates and thus abets nondisclosure or at best weak generalized disclosure

182 Schszyt 663 Supp at 990

83 TSC India Inc Northway Inc 426 U.S 438 448-49 J976

184 See urfranote2l9

185 Schuyt Rowe Price Prime Reserve Fund Inc 835 F.2d 4546 2d Cir 1987

650
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Problema With the Gartenberg Test AsApplied

Garienbergs reasonableness test is unexceptionable in theory in practice it is

failure The reasonableness tests starting point is fair it is demand that fees be

equivalent to those resulting from anns-length bargaining The next part of the test

demands that among the factors that are to be considered are comparative fee

slructures.hlrn So far so good What happens next is not good Gartenbergs pro-investor

logic becomes perverted Post-Gartenberg courts have improperly denied the relevance

of advisory fee structures actually set by arms-length bargaining as in the pension fund

advisoiy 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 Jartenberg 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 sfructures To say that Vanguards

fee scheduies are irrele.vant 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 funds external

advisors have no relevance to mutual fund advisory services 11 as Garlenberg insists

free market pricing or anns-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 Garirnberg 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

Morcovcr analogics to establish fhimcss by fiduciarics can play major role in

addressing misconduct in the securities field For example experts testi1ing in

individual brokerage account churning cases today are free to support their opinions with

turnover rate data drawn from mutual fund prospectuscs.188 Another securities area

where argument by analogy has been accepted relates to excessive markups In Grondon

Merrill Lynch Co.189 the Second Circuit had no difficulty analogizing to markup

186 See Krin.ck 875 Fid at 409 enumcruting the Gartenberg factors

187 See Rosenthal supra note 77 at directors ere already pondering -.hat if anything they

should do to lower fees.. Jenine Stranjord indçpendent fruetee ith American Century invectments notes

that as more investors move to Vanguard mutual funds will have to re-look at fres
188 Both authors are personally familiar with the practice The scholarly suppoit for the ractice stems

from Donald Aithur Winslow Seth Anderson Model fo.r Detennltthrg the Excesstve Trading Element in

CIureing Claims 68 NC 1. Ray 3271990
189 147 F.3d 184 2d Cit 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 secunties There is

another reason why Grandon is pertinent here In Grandon the court dealt with

material nondisclosure issue and held that investors are entitled to be informed when the

prices charged them are not reasonably related to prices charged in an open and

competitive market.19 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 MI
disclosure that Grandon espouses hr bond market priding gets transplanted and takes

root in fund advisory fee litigation.191

The Missing Ingredient Admissible Compelling Data

Plaintiffs inability to discharge their burden of proof in filly litigated fund advisory

fee cases highlights grave problem confronting plaintifTh 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 towing that fees were excessive unduly fuvors 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.193 Congress refused however to shift the burden of proving fhirness

from the shareholder to the advisor as Professor Folk advocated.194 This lack of data

sealed the fate of the plaintiffs in Gartenberg Schuyi Kalish and Kithsk95

The absence of quality data still presents problems for those willing to question the

status quo Most recently the lAOs detailed study was unable to determine the extent

to which mutual find advisors experienced. economies of scale because infbrtnation

on the costs and profitability of most fund advisors was not generally publicly

available.96 When federal agency conducting an investigation at the Urging of

190 Idatl89-90

191 See Simonsupnsnotc lO.att30Whatwahaveleamedisnotlikelytocodearyourfjascjsponorto

you Among our findings You pay neatly twice as much as institutional investers lbs money management And
that calculation doesnt even include any front- orback-endsalea charges ycu nay also pony up.

192 Investment Company Act Amendments of 1967 liSting on Hit 9510 and HR J1 Before the

Subcomm on Commerce and Fin of the Comet on Interstate and Farelgys Conmcrce 90th Cong 801 1967
statement of Ernest Folk Professor of Law University of North Carolina

193 Id at 803-04

194 Then SEC Chairman Manuel Cohen testified that the Commission did not object to Professor Folks

busden-shitting proposal fd at 735

195 Indeed the second Circuit In Gartenterg explicitly called attention to the
plaintifl faihre of proof

Our aflirmance is not holding that the fee contract between the Ftasd and the Manager is this

and reasonable we merely conclude that on this record appellants failed to prove by

preponderance of the evidence breach of fiduciary duty Whether violation of 36b might

be established through more probative evidence. must theretbre remain matter of

speculation

Ganenberg 694 R2d at 933

1% 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 favored litigation posture
in fee

cases they do not have the burden of justifing their behavior and at least prior to

litigation thelr adversaries are not privy to the crucial data needed to show abusive

behavior Gartenber 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

3artenberg line of cases is that they are confined to their facts Three of the four cases

Gartenberg Krinsk and Schuytconcerrled 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.199 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 takea by the plaintiffs expert to develop explain and defend his or

her reasoning

197 See James Benedict et al Recent Trends in LingatIon Under the Investment Company Act of 1940

32 Rev Sac CoMMODmESRari 1651999 For example inStrougo ScudderSte.enr Clarfç 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 l997 This aingde and straight-forward ruling enabled the plaintiffa to avoid the

demand condition precedent to fIling derivative suit alleging
state claitrs against

the directors The case

ignited lircatona in the investment company world leading to legislation
to Maryland designed to change

state law to eliminate ny benefit to litigants seeking to exploit
the ruling See James Llanks Jr Straightening

Oat Strougo The Maryland Legislative Response to Strougo Scudder Stevens Clark Inc Viu J.L

Itv MGMT 211999 Maryland legislation designed to choke off the litigation
inroad made by the

plaintiff to Strougo subsequently
was held nconstitutional by Marylands Court uf Appeals in Migdoi

Mazy land 747 A.2d 1225 Md 2000

198 Another money market fond case that has been litigated is Meyer Oppenheimer 609 Supp 380

D.N.Y 1984 ryd 764 F2d 76 2d Cir 1985 Meyer started as an action undcr section 36b attacking

rrdvlory
fees charged against

the Daily Cash Accumulation Fund That case was settled Meyer 609 Supp at

381-82 The fund board subsequently adopted Rule l2b- plan that caused ceitain costs In be shifted to fund

shareholders which previously
had been borne by brokerage finns distributing the fond This was attacked

under section 36b and other theories as violation of the icons 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 Id 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 later invited the SEC declined to participate

Meyer 691 Supp at 680-81 Meyer thus was litigated lees like foil-blown advisory fee case and more like

lawsuit alleging
breach of settlement agreement capping compensation

199 GAO RBPOxT .rupra
note 12 at 62-63
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Critiquing the Intheslrys Defense of the Sicitus Quo

The Indusizys Position Rampant Competition

In his testimony before Congress in September 1999 ICE President Matthew Pink

used some form of the word compete more than twenty-five thnes His central theme

was that Ihe fund industiy is the embodiment of competitive perfection of the

she number of competitors stringent government regulation clear disclosure low

barriers to entsy and high scrutiny by the media the mutual fund marketplace is near

textbook example of competitive market structhre.00

Insofar as he was referring to price competition Mr Finks quoted claim is tight 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 $1OO0OO and there are

large number of funds available in the marketplace at present more than 10000.202

200 improvIng Price Compention repro note 40 at 79-93 statement of Matthew Fink President

Investment Company Institute In Ihinsess Mr Fink is riot alone in extolling the lurid industrys alleged

competitiveness See eg Alyssa Luppwi Fwvls FoVJe.s INST lotV Oct 1993 at 39 EAI pressing concern

quite simply whether the nations banks as group have the financialor intcilectualwhcrcwithul to

succeed in the ferociously competitive
mutual fund bttsincss Edward Rock Poses and Hen Houses

Personal lludbrg by Mutual Fund Managers 73 Wa LQ 1601 1641 1994 markets that

are as competitive us the market for mutual fluids.
provide

finns with
strong incentives to adopt optimal

personal trading policies Wallace Won Yen Wang Copor-at Versus Contractual llritual Funds Au

Esahio4on of Stiucsure and Governance 69 W.tsttL REv 927965 1994 IMutual funds operate ins ver
emcient and competitive market see ilso The Flnrmciai tnstIhfloer Equity Act if 19R4 Written Statement of

the Investment Ccrnpany Institute Hearing ran HR 5734 Before the Hoscce Comm on Banking Finance and

Urban Affairs 98th Cong statement of David Silver Prcident of Investment Company Institute reprinted in

PLI TDANNUALFrNANCIAL SERVICES INSTITUTE 579 581 1984 1lse mutual fund industry is vigorous

arid highly competitive business We arc therefore vitally concerned with any legislation or regulation which

weuld hinder free and open competitiom Mr Wangs claim that the find industry is competitive was

premised on cite to the Fact Book put out by the ICI the fund industrys trade association for the

proposition that the end of 1990 there were more than 3108 mutual funds in the United States These

funds otTer similar services with competitive fees Wang srqsrrs
note 200 at 965 n.159 Thc ICI has been

accused of excessive bias in thvor of fund advisors to the detriment of fund shareholders Brtham .rupra
note

113 at 94

201 Schonfeld Kerwix svpra note 20 at 108 The requfrcrncnx stems from section 14a of the

investment Company Act 15 U.S.C 80a-lSe 1994 which bars funds front making public ofihrings before

their net worth equals $100000 On the other hand according to some industry observers free
entry

is

hampered by several
practical probiemx it may be

necessary for fund to attr5ct $100 million in assets

before the advisor can cover its costa the funds lack of an adequate perfonnance history may prevent
it

from being followed by fund ratmg services and fund distributors recently have shown atendency of raising

their costs while reducing the number of funds and complexes they are willing to promote See lAO REPORT

supra note 12 at 60

202 The proliferation of funds is cominonly cited as cvidcncc that the industry is highly competitive See

e.g The Investment Company Act Amenthnents of 1995 Hearing on HR 1495 Before Me Subconem on

TIecomn and Finance of the House Comm on Cmnmerre 104th Cong 62 63 1995 statement of James

Ricrpe Managing Director Rowe Price With thousands of funds offered by hundreds of different advisors

the mutual fund industry has become very competitive fund with an excessive expense ratio will not be

competitive and therefore will not attract meaningful assets if investors have altcmalivet. Ofcourse there is

another way to read the
significance of the large number of market entrants gold rush tn capitalize on extra

high margins There is no other marketing category
with that sencarntofproduct pmliferation

It defies the laws

of nanire or at least the laws nf marketing Lou Rubin Financial Services Feeling isnt Mutual

BBANDWEEK Sept 15 1997 at 36 36 The GAO Report made an oblique refetencc to this phersomenore
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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 Industiy

The Ueneral Accounting Office Study examined price competition in the fund

industxy and concluded that competition in the mutual flmd indusily is not generally

price-based.203 SEC regulation can be detailed and complex but it has not generated

any semblance of infra-industry competition on the part of equity fund advisors.204 Stated

differently fund managers compete aggressively for 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 advisoty business has

been the norm for decades.205

senior official at one mutual fund finn said in speech that about 50 fund advisors actually

attempt to compete across all tpes 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

CiAORPiorrssqranote 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

41999
203 GAO RaIoRT tupa note 12 at 96

204 Price competition is more pronounced for money market funds and bend funds This is not due to

differences in regulation
which is the samefor these funds and equity funds Instead itis due to the nature of

the product Money market funds and bond funds have lately featured lower returns accentuating the impact of

costs oninvestors returns and exerting some competitive pressure on managers to keep cnuts down let at 62-

63 On the other hand for stock funds there is little evidence that shareholders are able to buy better

performance by paying higher fees rutuno Sevick .rupra note 34 at 347

205 Consider the following colloquy between Congressman Moss and Robert Locifier of IDS which

occurred in the course of the 1967 House Hearings dealh-.g
with mutual fund leglstatiomu

Mr Moss Do they Ifund directors cover offers front other managers

Mr Loeffler They have bad no occasion to do sir

Mr Moss Can you cite me any instance in any fund where that has happened

Mr Loeftlcr Generally speaking sir it does not happen and do not mean to contend and

would not suggest that the ur.afiuliated directors of the funds.. should sit down and say We

can get better dcai 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 offrrs

.Or proposals 10 fiwy entertain any proposals Io you go out and nibmit proposals to

other fundt

Mr Locffler Ti other funds

Mr Moss To undertake management activities fur them

Mr Loeffler No sir

Mr Moss You do not

Mr Locfilcr We have never considered this

Inestmeat Company Act Amendments of 1967 Wearing on H.R 9510 H.i 9511 Before the Subcornnt of

Commerce and FIa of the Comra on Interstate and Foreign Commerce 90th Cong 479 1967

In the course of the same House Hearings another fund executive Fred AIgei presented his view of

tied economics
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There is no proof that fee ranges within the fund industry where arms-length

dealing is lacking tend to be within hailing distance of the fee rates that the same

advisory firms charge elsewhere when selling investment advisory services in the free

market In fact the evidence shows the opposite.206 Because as Gartenberg and its

progeny affirm funds truly are prisoners their captor-advisors have little incentive to

invade other advisors tuth thereby inviting retaliatory price-cutting

Governmerti Regulation Ls Not Stringeni When It Comes toAdvi.oiy Fee Levels

The SEC has role to play in helping to drive competitive furces to bring fired

advisory fccs down but so far it has been misstng in action The Commission could take

an amicus position in advisory fee Litigation endorsing the relevance of comparative cost

data but it has not done so.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 Nor has it demanded that fired sponsors explain

publicly and in detail how they profit 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 phy for advisory service the better to

foster comparative fee analyses by fund 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 competilive

environment Comparable data is crucial if that is to happen something that both the

Mr Alger We advisorsl view it fund sharej as product which we are just tsyingto

Mr Keith Ycs

Mr Algec mean that is the way we view it

Mr Keith The SEC does not think this is healthy

Mr Algcr Well there is such trcmcndous competition How can something be unhealthy which

is so tremendously competitive... mean you can only describe it in competitive ternis ..

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 profltablity may well have been aucuratc in 1967 they no longer arc

today

206 See sstvra notes 85-107 and accompanying text

207 Indeed in Ieyer Oppenheimer Management Co.p 609 Supp 380 S.D.rLY 1984 rcpd 764

F.Zd 76 80-81 2d Cir 1985 the SEC
expressly

refined the district courts invitation to weigh in with its

vicv.s In the course of the 1967 Senate Hearings into fund industly governance Protbasor Paul Samuelson

stated his conclusion that in the pest competition has not served to bring down inanagenlent fees to minimal

competitive level and he suggested that the SEC ahould be required to help
the courts as friend of the court

in deciding on what has constituted adequate perforrnance
and

proper
remuneration 1.Iwz Fund Legislation

of 1967 Hearing on 1659 Before the Senate Comm on Banking and Cunency 0th Cong 354 1967

statement of PtcL Paul Samuelson

208 Indeed it has
studiously

avoided ceiling the frank detailed disclosure ofadvisers profitability in fund

proxy statements See Letter from Anthony Vertuno sltvra note 181

209 The SEC has considered and rejected adding proxy disclosure requrement that shareholders be

gi7en anadviser balance sheetkL

210 This oversight led to the SEC staff recently admitting that it could not directly analyze the cost of

providing portfblio management services becausc 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 testify
in

fund fee litigation This leads one to wonder why the SEC has not pressed for focus on

fee rate differences via rule-making not to mention the bully pulpit available to the

SECs leadership Rather than aggressively pushing
the fund industry its 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 rounritable 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

wanned-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 supra text accompanying notes 87-94

212 Role of Independent Direntors of tnve.ctnient Companies Investment Company Act Release No

24816 Jan 22001 2001 WL 6738 SEC The use of independent counsel by the independent directors ban

flourished in recognition of the attention given the practice by the industrys real regulators the federal

judiciary
See Twmenbaum Zellur 552 F.2d 402 428 2d Cir 1977 stating that it would have been

preferable
if the binds independent directors received advice from independent counsel rather than counsel

who also represented the fund and the funds advisor and distributor Fogclv C1.cstnutt 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 vounSel furnished to the independent directom. Schuyt Rows

Price Prime Reserve Fund Inc 663 Supp 962 965 982 986 S.D.N.Y affd 835 F.2d 45 2d Cii 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 top in mind as

they deliberated iartenberg Merill Lynch Asset Mgnsl Inc 528 Supp 1038 1064 S.D.N.Y 1981

qpJd 694 F.2d 923 2d Cir 1982 noting that the non-interested Trustees were represented by their own

independent counsel.. who acted to give their conscientious and competent advice The SEC proposal

would not impose blanket requirements on all funds however most funds those relying on any of the SECs

ten most commonly timed exeinptlve odes would be covered See Materials Submitted by the Division of

Investment MwzagementTJIE SEC SPEAXS IN 2000 at 1321 2000

213 See Infra note 212 and accompanying tcxt

214 Protecting Investors Report .supru
note 28 at 266-67

215 lvwrsrMmrr CoMPANY INSTITUTE REPORT OF THE ADVISORY Gaoue ON BesT PRACTIcES FOR

FUND DnsxICnins June 1999 Toe vast majority
of fund boards today consist of majority of independent

directors IC ADVISORY GaouP RupoatI In 1992 the SECs staff proposed that the

Comntirsion require by regulation
that majority of fUnd directors be independent and noted that this change

weuld be minor because many if not most major investment company complexs.s already have boards with

independent majorities SEC DrvTsION OF lNvJecrMENr MANAGEMENT PROTECTING INVESTORS HALF

CENTURY OP INVESTMENT COMPANY AcT RF.OUT.ATION 268 1992 Six years ago legislation was pending in

Congress to require
that majority of fund directorr be independent One industry witness speaking in favor of

the legislation noted that lnvestment Company Intitutts 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-nonunatrng mdependent
recrs2t7 The mdependent

legal counsel requirement consists mainly of high-soundmg 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 relations- far 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 in the SECs management

reform package is the fact that the fund industry itself has proposed set of best

practices for flmd directors that go well beyond the SECs new ieqteirements.220 And

mjority of independent directors with the result that the proposed statutory revisions would be largely

superfluous hneslment Conwany Act Anwndmeazs of 1995 HearIng on Hit 1495 Before the Subcomn on

Tdecomm and Finance of the Howse Conan on Commerce 104th Cong 7578 1995statcment of PaulO

Heaga Jr Senior Vice President and Director Capital Rematch and Management Company study

analyzing the makeup of fund boards for the iixiustsys 50 largest llmd 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 vithn the sponsors complex Tufano ssqme note 34 at 331-34 Interestingly the

study found that funds whose boards have larger fraction of independerit
directors tend to chargØ investors

lower fees In at 348 It also found some evidence that funds whose independent directors are paid relaiivcly

larger directors fues approve higher shareholder fees than those directors who arc paid less Id at 353

216 American Bar Associatici FwtdDiractort Gt4deboofc 52 BUS LAW 229247-48 l996discusiing

the i-ole of nominating committees testifying before Congress in 1995 the Director of the SECs Division of

Investment Management noted that the roqroremenl
that fund independent directors be nominated and selected

by the other independent directors Is type of arrangement that is used nuny fund complexes today

Investment ConpanyAct AmeuLnentr of 1995 Hearlnwr Hit .1495 Before rhe Stthcoiene on Thleconmr and

Finance of the Comm on Commerce 104th Cong 301995 Statemont of Buoy Iiarbash Director SI1C

Division of Inyetment Management

217 American lIar Association ssqna 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 Se e.g MODELRULES Op Pxoert CONDUCT P. 1.7b

220 ICI ADVISORY OROtJP REPORT .rupra
note 215 Among other things the ICIgmup recommended that

at least two-Thirds of the directors of all investment companies be independent directors the SFC requires

merely majority The IC Advisory Group also recommended that Ponner officers or directors of funds

investment advisor principal undcrwriter or certain of their affiliates not serve as independent directors of the

furxL hi at 23 Independent directors be selected and nomintcd by the incumbent independent directors fri

at 25 Independent directors establish the appropriate compensation for scm zag on fund boards Iri at 27

Pund directors invest fends on whose boards they serve fri at 28 Independent directors have qualified

invstmcnt company counsd 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 approptiate
when faced with issues that they believe require special expertise IC

AoVISOP.Y GRouP REPORT supra note 215 at 29 Independent directors complete on an annual basis

qtnstionnaire on business financial and family relationships if any with the advisor principal underwriter

other service providers
and their affiliates fit 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 becn 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

identif what the advisor charges for the most crucial of all fluid services investment

advice Nor has the SEC shown any interest in calling specifically for fund independent

directors to inquirc whether fund managers or their affihiatesm sell advisory services to

others and ifso 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 thir pricing For fund

directors to properly exercise their oversight function they need to know the prices

comparable advisory servicea fetch in free market and need to consider those prices in

deciding the fairness of bills presented by the funds advisor for equivalent services

ltndced the Gartenberg 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 Jartenberg they surely shouhL224 By failing to require

uniform reporting of crucial cost data and by refusing to demand that fund advisors make

public sufficient fmancial data to enable interested observers to calculate the piufitability

of advisory contracls the SEC has paved the way for judicial findings as in Schsryt that

an annual representation of it independence from management and that the committee have

written charter spelling out its duties athpewers

at 33

Independent directors meet separately floor management in connection with theft consideration of the

turds advisory and undcrvtriting connacts and otherwise as they
deem appropriate Id at 35 Independent

directors designate one or more lead independent directOrs Id at 36 Find boards obtain directors and

officers errors and omissions insurance coverage and/or indemnification from the fond that is adequate to

ensure the independence and effectiveness of independent directors ICI ALIVJSORY RBPORT .supra note 215 at

36 Investment company boards of directors generally arc organized
either as unitary board for all the funds

in complex or as cluster boards for groups of funds within complex rather than an separate
boards foe each

individual fund Id at 38 Fund boards adopt policies on retirement of directors Id at 40 Fund directors

evaluate periodically the boards effectiveness Id New fund directors receive appropi
ate orientation and all

find directors keep abreast of industry and regulatory velopreents Id at ill-tv

221 See Barker supra note 10 at 122 reporting on study of the top 10 complexes accounting for 16%

of the industrys assets LSI Taker on ICI Over Best Practicer .Proposafr FUNu ACI1ON July 12 1999 at

The recommendations from the XCI Advisory Group on Best Piactices for Fund Directors amounted to

good beginning but certainly sot enough said ISS Director of Proxy Voter Services Richard Fetlau4o It v.as

less than half astep even
222 Used with the same meaning ascribed to it in Rule 405 under the Securities Act of 1933 17 C.F.R

230.405 1999 An eflhliatc of or person amliated with specified person is person that
directly or

indirectly through one or more intermediaries controls or is controlled by or is under common conlrol with the

person specified

223 Gartenbiirg 694 F.2d at 929-30 see Krlnsk Irund Management Inc 875 F.2d 404 at 409 1989

citing Gartenburg for the proposition
that comparative fee structures should be weighed by fund bosnia when

determining whether the section 36b reasonableness standard boa been met

224 Tn frirness to the SEC it is riot alone in failing to demand or even suggest that fund directors

investigate other advicosy dealings by the advisor or its afliliates when approving advisory fee requests The

ABA-authored Fwd Directors Gsddebook zrqra note 216 likewise ignores other advisory activity suggesting

only that directors undertake comparative analysis of expense ratios of and advisory fees paid by similat

finds Id at 249-50
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profitability intbrmation is immaterial as matter of law Fund directors unquestionably

need and deserve detailed cost and profitability disclosure25 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 confided fiduciary duty landscape

the agencys inaction also runs eounter to its endorsement of disclosure as means of

enhancing competition.226 The absence of comparative cost and profitability data makes

it virtually impossible fur shareholders bringing section 36b suits to sustain the burden

of proving that fees are excessive27

Requiring public disclosure of such proprietary data can be justified on the ground

that the industrys incestuous management structure deprives fund shareholders of the

protectioa that competitive markd offers Fund managers resort to external

management should carry with it the requirementthat 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 crucialadvisory 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 investors2 free

market price offers more than useful analogy Outside prices quali1 as pertinent facts

under Gartenbergs mandate that when the finds board makes its fair price

determination all pertinent facts must be weighed.9 Moreover assuming

appmxlmately equal levels of service significant price discrepancies are not just

pertinent facts they are material facts under the securities laws and fiduciary duty

coucep30 that need to be very carefully evaluated by the funds directors After all any

225 For am essay emphasizing the tie-hi between corporate gevernawe and financial diaclosure see Louis

Lowenatein Financial Transparency and Corporate Govenance You Manage mwt You Measure 96 CoLuM

L.Rzv 13351996

226 SEC Chairman Arthur Levitt testified hetre Congress in 1998 tat

Historically Congress and the Commission have taken three-pronged approach to investor

protection First reduce çssnthcts of interest that could result en excessive charges Second

require that mutual 11usd fees be fully
disclosed so that investors can make informed decision

And third let market competition not government intervention snswcr 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 thea and expenses

Improving Price Competition .rupra note 40 statement of Arthur Levitt isairsnan u.s Securities and

lixchsnge Commission available at http/MW.aeC.gOY/newtesUtLOnY/em99SY39S

Action by theCommissionlo mandate disclosure allowing
calculation of advisory protits would address each of

the three prongs mentioned by Chslrmsn Levitt

227 This data is essertial to evaluate whether fees ere excessive under Gaflrnbwy which takes into

account the profitability of the fund to the advisor-manager economies of scale and compseative fee structures

Garrersberg 694 P.24 929-30

228 See In re Donald Trump Casino Sec Litig 793 Supp 543 559 D.NJ 1992 crrhere lie no

legal obligation for management to compare itself unflsvoiubly or otherwise to industry coinpatitora

Ccmparison shopping is the reeponsibility of the reaaonabie investor.

229 Gtrrenberg 694 F.2dat 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 Nortlwiay Inc. 426 U.5 438 449 1976

The Court explained
in 7SC that to fulfill the materiality requirements

there must be substantial likelihood

that the disclosure of the omitted fact would have been viewed lr the reasonable investor as having
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reduction in advisory fees directly enhances fund shareholdcrs 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 afihliates to bill for advisory

services Gartenberg calls for such study for it is read to demand that the profitability

of the fund to the advisor232 be studied mottlerthat the price fur advice paid by the fund

to us advisory be equivalent to the product of arms-length bargaining.3 The

Commission should require such scrutiny by fund directors but it should also go fl3rther

It should use its rule-making authority to declare that presumption exists that fund

shareholders deserve most fuvored nations treatment over advisory fes 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 fluids advisor and its afihliated 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 cimnotheip 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

veri1 the psofitability 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 advisozy fee and requiring that it be

reported throughout the fund industry on consistent basis than preaching to flied

directors about the meaning of and need for independent Legal counseL234 It is time

significantly
altered the total mix of infonnation made a%ailabte hi See also 17 C.F.R 230.405 1999

definition of materiality paraileling that enunciated its 75C Industries For state law fiduciwy duty case

arising
in the fund

setting using
the same rnatenslity lest see OMaIIey Boris 742 Aid 845 850 Dcl

1999
231 See e.g GAO REtORT 3sgmra note 12 at 28 noting that studies have also documented the

imnpe of fecs on investors returns by finding that hinds with lower fees tended to be among the batter

pesfiuming funds.

232 Kriesk 875 F.2d at 409

233 Gartenbw- 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 cars be raislading to focus on one number without
ªdentifying key factors that influence

that number REPORT OW MtrruAi PUNS EFFS .cupra
note key component of expense ratios for actively

managed funds is the investment advisory fee reflecting the price charged for investment advice rendered to thc

hind Yet the SEC ban prescribed no unihirm reporting requirement for that key item shortcoming reflected in

the staffs report on fees and expenses The report presents the stafis 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

Investment 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 fbe

disclosure

The Fund Industry Lacks Above All ClearDisclosure

When defending the fluid industry the ICIs 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 it236 The GAO is not

alone in voicing concern over the quality of fund industry disclosure The Chairman of

House committee considering fund legislation in 1995 offered this appraisal

fund shareholders are beset by confusing amy 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 porfbrtn 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

prospcctuses 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 investors38 Unfortunately those same widely used fluid

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 providuig portfolio management serviCes because The data are smavailabie The report

used management fees as proxy for the mining advisory fee data substitution the staff admitted was far

from perfect
since management fees often pay for other services as well Id

235 See Improving Price Competition supro note 40 at 79 statement of Matthew Fink President

Investment Company tnstituto

236 For example the GAO found its analysis of overall industry profitability stymied due to the

unavailabilky
of comprehenaiva financial and eost information- GAO Report ssçora

note 12 at

237 Investment CompatrV Act Amendments of 1995 Hewing on HIt 1495 Before the SrrIcomm on

Teleconvn end Finance of rite Comm on Commerce 104th Cong 1995 statement of Hon Jaek Fields

Chairman of Strbcomm on Telccotnm- and Finance Another industry
observer has concluded Investors have

hard time determining what the are paying and an even more difficult time determining what they are

getting
Some fires are hidden and nary foes are charged in complieated feshion Improving Price

Competition supra note 40 at 50 statement of Charles Trzeinka Prnfesaor of Finance State University of New

York at nutThlo

238 Robert Robertson In Search of tire Perfect Missuo Fund Prospectus 54 ntis L.w 461 472

1999
239 Id at 475 While mutual fond companies are catering diractly to bakErs and sales clerks mutual find

proapeetuece appear intelligible to only hankers and securities lawyers

240 Professor Charles Trnrinka testified as follows before Congress in the course of the same hearings in

which Mr rink made his clear disclosure claim

0001060



Case 21 1-cv-01083-DMC -JAD Document 3-4 FHed 03/04/11 Page 70 of 80 PageD 1064

DEcEMflrRl6 2003 949 PM

210 Mutztoi FundAdvisory Fees 663

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 shareholders1 for

the most part the industry has escaped careful searching sophisticated scrutiny of its

pricing practices by journalists s.c 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 ICE the

SEC professes that the opposite is tote The Division of Investment Managements

recenstly.promulgated Report on Mutual Fund Fees and Erpenses 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 wondór how
fee information can be understandable and easy to use when some funds mix

The theme of my work is simple Irrvcztors have hard time determining 1mw much they are

paying and en even more diThcult time deterjr.ining what they are getting Some fees are hidden

and many fees are charged in complicated fashion At beet the total fee can be estimated from

the disclosure of roost funds but if en investor decides to estimate fees it is
very

difficult to

compare portbtios of rialcy securities There are itatiorn in
applying

all measures of risk and

there is lack of muformity in their application

Improving Price Compelwcn .tsqra
note 40 at 50

Professor Trzcinkas findings are as follows

Total expenses paid by investors have not fallen over the past decade and probably have risen

There is no relationship between the level of expense ratios and rick-adjusted performance

except
that large expense ratios substantially reduce performance

There is no evidcne 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 perbnnance there is stronger evidence of

persistence ofpoor perfannance

Good performance is rewarded by investors poor performance is ignored except when the poor

performance is extreme

Information available to investors on mutual fund
pcatfolio nsuagcmcnt is porte

IL

Many of Professor Trzcinkas views were echoed at the hearings bt witness Harold Evensky

certified financial planner who complained

the
aggregate the fund industiy is ethinsl end professional however there are numerous

problems Most seem to be related to the industrys shift from focus on trustccship to focus

on asset gathcnng and distribution Morc specifically these problems include
misperception of

the role of the fund vis-Æ.vis the investor inadequate supervision by the funds independent

trustees poor disclosure inadequate communications arid long bull market The combination of

these factors results in poorly informed investors making bad decisions shout investing in funds

that often do nor deliver the benelits reasonably expected of
competition

and economies of scale

Improving Price Competition supra note 40 at 62 statement of Harold Evensky
241 See

.rupra note lO

242 REPORT ON MiJru.cj Fuxm Fans .upra note
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administrative and advisory fees together making it nearly impossible to break out

advisory fees fur comparison purposes One may also wonder how fend directors can

compare fee levels without knowing exactly what services the payments are buying

Evidencing the lack of clarity in fluid industry cost disclosures is an easily

overlooked finding by the court in Krinsk the fireds 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 inc exactly what is paying for

what youre better man than j243 Another explained that looking at component of

the overall CMA fee structure as though it were stand-alone piece was trying to

unscramble an omelet2 These comments are telling They conic from paid directors

presumably represented by competent counsel and were delivered as testimony made

under oath in multi-million dollar fend fee litigation The specter of testiiSjing fend

directors confessing ignorance about fees they have approved confirms that clear

disclosure in the fund industry simply is laudable goal pot reality

The SEC staff claims in its fees and expenses report that its reguLatory scheme

generates for fhnd shareholders mutual fend 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 fend in

order to determine whether economies exist because the data are unnvailable.2 If the

federal government after 60 years of regulatory experience is unable to determine

directly whether economies exist in the provision of portlblio management services bow

can fluid shareholders or directors have any confidence in their own calculations

The Gartenberg reasonableness factors demand that fend directors bargaia

cffcctivcly with service providers at anns-length over the nature and quality of the

services provided.M7 The test further requires that fend directors make determinations

as to economies of scale and comparative fee structurei.245 The SEC has failed to

require that clear useful data be generated on an industry-wide basis to assist fund

directors ia making the crucial comparisons fend director as in Krlnsk who is

clueless about what different fluid services cost his or her fluid or comparable funds

obviously cannot bargain effectively on behalf of the fend Given the broad array of

services purchased with fend assets249 and the fact that different fees buy different

243 Rtnsk 715 F.Supp M481 internal citations omitted

244 Ii

245 Resostr ON MunJAL FUND ItE5 suora notes

246 Id

247 Krtnst i75 P.26 at 409

248 Id

249

Total fluid expenses generally include investment advisosy services administration and

operations shareholder nccount maintenance marketing and distnbtion custodians fee

auditing fec state taxes shareholders reports
annual meetings and proxy costs and directors

fres and expenses

Masy Joan Hoene Fund Dismibuilon Proposed Eftinlnation of Srcion 22d Market Tailored Fund

Structures In frlvpsmazc C0MPANE5 1992 at 87 107 n.4 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.25 Nearly one-fifth of the respondents believed that funds with

higher fees produced better results more than three-fifths believed funds with higher

expenses produced average results and fewer than one in six believed higher expenses

led to lower than average returns.2 This depiction of investor naivete is consistent with

other survey results.253 Sixty years of SEC fund 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 advocate.254 It is thus peculiar to find that after six

decades of close dealings between the fund industry and the SRC5 fund shareholders

are confronted with disclosure system that according to memorandum from the

SECs Division of Investment Management to the SECs Chairman causes investors to

Series No 94 7015 quoting memorandum from SEC Division of Investment Management to Chairman

Breeders Apr 1992

250 LL at 107 n.3 noting that the finds advisory fee pays for portfolio rsar.agement but under some

contracts they may also pay for andillai administrative shareholder accounting and transfer agency

services.

251 GORDON AUSXAItDER Br AL MTrUAL FUND SHAREHOLDERS CHARACTERISTICS INVESTMENT

KNoWLEDGE AND S0UECES or IriPoRMATION June 26 1996 available at 1996 WL 10828970

252 kL

253 See e.g Ellen Schita Blrzzard of Retirement-Plan Offerings Eases Drought in Mutual-Fwf

Ciwices WALL ST Dec 21 1995 at CI C25 reporting
on survey of retirement-plan participants by

division of John Bancock Mutual Life Insurance Co reflecting that more than third of respondents believed it

was impossible to tore money in bond fund while an additional 10% wero unsure 12% of the rcspondcnts

also believed it was impossible to lose money in stock hind or answered that they were unsure

254 SEC U.S Sec.arltlis and Exchange C.ommlssion ut httpJlwww.sec.gOV/ vbited Jan 242001

255 Longo supra note 10 at The attention paid to the issue rising fund fees by the Subcommittee

on Finance and Hazardous Materisis has the Securities and Exchange Commission and Lhe mutual fund industr

falling all overthnnselves in defend andjeati not only rising Punt fees but the fund industry itself Id
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have difficulty in evaluating overall costs end services.2 This lack of market

transparency necessarily inhibits price competition.7

The SEC talks good game but it is not blameless for the find 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 Chainnan Levitt has admonished that need to

scrutinize funds fees and expenses
259

Scrutinizing however is difficult when

mthvidualized data is missing and when fund shareholders lack access to tntbrmation

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 dthnsive.2 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 affbcting the fund lndustty The SECs chief economist has

announced appears
that shareholders dont have clue as to how important

expenses are.26t According to the Division of Investment Managements Director We
know the information is out there We need to get investors to look at it262 The SEC

255

Another barrier to greater price competition is the fund industrys complex fee stmctures In

eddition to advisory fees figids assess distribution charges through frort-end or contingent

deferred sales loads and through sole 12b-1 fees some funds also charge certain types of

adroinisirative fees The investors difficulty in cvahnting overall costs and services inhibits

price competition

hi at 108 quoting Memorandum from the Division of Investment Management to SEC Chairman Breeden

Re Chairman Dingells inquiry Concerning Mutual Fund Fees The staffs observation that the fund industrys

complex fee stiuctures breed investor cor.fusiôn obviously falls to conform with the ICIs contention that

clear disclosure is fund industry norm and aflrce driving vigorous competition Id

257 Hoene sepia note 249 at 108

258 Arthur Levitt opening Statement of Chairman Arthur Levitt at the Open Meeting on Regulation
Fair

Disclosire Aug 10 2000 at http/taiiw.sec.gov/extraiseldIsal.lln1
last modified Aug 102000

259 Arthur Levitt Remarks at Mutual Fund Directors Education Council Conference Feb 172000

http//www.sec.gov/newi/Speechesfspch346.litm last modifIed Feb 18 2000 Levitt explained On an

investment held for 20 years 1% annual fee will reduce the ending account balance by 18% Id

260 See Letter from Paul Royc to thomas McCoo1 May 10 2000 repriesed In lAO REPORT siçra

note 12 at 102-09

261 Simon .supra note 10 at 130 quoting Susan Woodward

262 Rachel Winner SEC Worse Mrarwi Fwsds Volwstardy to Disclose Risk Pee Data Barbash Con/hesi

30 Snt Rae Rae BNA 1006-07 Jul 1998 The SBCS Chairman Arthur Levitt lamented to

Congress continue to be stuck by the leek of investor knowledge of fund fees and eapenses The typical

inveiur simply is not using the wealth of available fec information in considering
mutual funds Improving

Price Competition stqnr note 40 at 37 statement of Arthur Lcvitt Chairman U.S Secixities and Exchange

Commission available at http//www.scc.gov/news/teStimonY/tCrt5ichive/l99S/t5tYl3PSk
If the

Commission demanded that advisors publish
cost information showing advisory office profitability the

information would undoubtedly have profound inspect
on competition vtiother individual investors studied it

or not Such information could be used by directors iii negotiating fee concessions by the media in assessing the

quality of board oversight and by plaintiffs 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 vcts created to protecL
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Investment Managetnent Divisions director has admitted that an investor may do more

comparison shopping for her VCR than for her mutual fEnds.263

Turning to the lack of price competition within the fund industry the same official

proceeded to explain that fuutds themselves choose not to compete on the basis of price

comparisons because of fear of Iiability These representations by workers for the

SEC the investors advocate raise several questions First if the information is out

there why could not thc GAO find it And the GAO is not the only government agency

to come up empty-handed when searching fur cost data Thc SEC staff itself was unable

to determine directly whether there are economies of scale in the provision of fund

advisoiy 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 lack of price competition in the fund

industry The same is true of courts refusal to validale comparative cost disclosure in

suits challenging excessive advisory fees Thc GAO study found that advisory fee

profitability data is nowhere to be seen by investors or even government investigators.266

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 ibis

way to the executives call for detailed SEC-led revenue/cost/profit study of fund-

sponsored finances by stating know Id be interested but dont think the industry

would oblige us267 This sort of outlook coming from the SECs top echelon raises the

question Who is in charge of whom If the SEC cannot wrest important data from fund

advisors who can Those who control the fund industry eschew price competition for

two main reasons First by not competing based on price fund advisory firms can earn

higher profits Second those in control know they can get away with it

263 Batty Barbash Mutual Fund Consolidation and Globalization Challenges for the Future Remarks

at the Mutual Funds and Investment Management Conference March 23 1998 avaIlable at

http/Jww.sec.gov/newilspeech/speechnrchive/1998/spch2o8.htm The SEC Division Directors analogy is

worth inspecting VCRs are made by companies driven to be the low-cost providers the better to earn profits

for thc selling companys owners ye its shareholders In the VCR industry
conflicts of interest between the

manufocturers managers and its ihareholders are not way uf lIPa Indeed it is aickeiuwlcdgtd tht aver thc

years
makers of VHS VCRs have competed vigorously lowering prices and improving product quality

Carom Handler and Julian Brew The Application of Antitrust Rulei so Srandardj in the Infonnarion

IndustriesAnomaly or NecessIty Tti Coreiursn LAw Nov 1997 at 16 In the fund industry where price

competition is less bare-knuckled money managers still routinely enjoy rcturnS on equity
for their advisory

ferns exceeding 25% Oppcl sipra notc 77 at 11

264 Witmer supra note 262 at 1006-01 Division Director Ratry Barbash explained
that hi short any

comparison to competitiors fund that fund company might snake in an ad could be claimed by its

competitor to be unfair as funds provide varying levels of eervices and use varying means to calculate costs

Id

265 REPORT ON Muruu FUND Finn .nlpra note

266 The GAOs detailed study of fund coats was inhibited because the researchers were unable to

determine the extent to which mutual fund advisors experienced economies of scale because informatior on

the costs and profitability of most fund advisors was not generally publicly available GAO REPORT sapra

note 12atl3

267 Letter from Erik Sun Chief Economist SEC to John Bogle Chairman The Vanguard Group

Maich 23 1999

0001065



Case 211 -cv-01 083-DMC -JAD Document 3-4 Filed 03/04/11 Page 75 of 80 PagelD 1069

AALDOC
ECEMBMI6 2003 949PM

668 The Journal of Corporation Law

PROPOSALS FOR CHQIGE

Six decades alter 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 advisory fees is shortage of quality

disclosures crafted to enable investors to ferret out unfair pricing Two reform proposals

have recently been put forth Industry critic Bogle has branded cost disclosure within the

industry as wholly inadequate
while calling for

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 statemonts showing

not just account holdings and activities but also an itemized statement of the expenses

paid by the shareholder over the period9 The GAO found the fund industrys fhilure 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
fur fund services The GAOs approach addresses

disclosure problem revealed by case law under section 363 namely that investors

scent 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 Inveatmeit Management Business or Profession and What Role Does the Law Play

Remarks atthc New York University
Center for Law and Business Mar 10.1999 IranSCri oe file with the

Jourmi of Corporation Law

269 GAO RzroaT szqra note 12 at 1.7-S The lAO also recommended as an alternative discioures

allowing investors to estimate fee charges for their accounts Id at 14

270 GAO RF2OT sarpra
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 exampls mutmi fund investors generally
receive

quwterly statements detailing
their mutual fund accounts These statertients usually indicate the

beginning nd ending number of shares and the total dollar ialis of shares in each mutual fund

owned They donot show the dollar amount of operating expense fees that were deducted from

the value of these shares luring the previous qualier
This contrasts with most other flmncial

products or services such as bank accounts or brokerage services for which customer fees are

generally
disclosed in specific

dollar amounts

271 See Schuyl 663 Supp at 973 974 quoting twice with approval from Gartenberg 694 Fid at 929

the proposition that key reason why fund competition for shareholder business does not land to similar

competition between advisors for fund business is the relative insignificance
of the advisors fee to each

shareholder
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their sales efforts.272 Two
yea.rs 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 Expenses the SECs Division of Investment

management endorsed form of dollar disclosure along the lines advocated by the GAO
The staffs plan would require fund shareholder reports to include table that shows the

cost in dollars associated with an investment of standardized amount e.g SlO000
that earned the funds actual return for the period and incurred the funds actual expenses
for the period.274 The staffis endorsement is step in the right direction rt 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 Thsition

In contrast to the GAOs proposed individualization of cost data Bogles indusliy

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

identi and itemize costs end profits according to an SEC-required format the Bogle

proposal would open the fund lndnstiy and its practices to level of scrutiny and study

never befure possible Bogles door-opening approach will well serve the interests of

sophisticated investors with foreseeable trickle-down effect to less sophisticated fluid

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 comparativc 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 conic clean about their extradurricular 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 funds 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 portfblio 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 arms-length

The principle advocated here is simple Fund shareholders have right not to be

over-charged They have right to fair treatment and this translates into most favored

nations pricing for comparable advisory services The SEC owes it to fund investors to

see that this highly relevant data is made public so that those interested in fund

272 GAORePORT.upranotel2atul

273 Wittner.nqra note 262 at 1006-07

274 REPORTON MuruALFum FErs szçm note

275 Bogle 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 fund advisors behavior to be explained and their

justifications collected so that they may be carefully reviewed and analyzed by fund

independent directors governmefltagellCieS the media and academics Standardization

will fhcilitate comparisons which will in turn spur price competition

As it is fund advisors are feastingon 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
fur 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 offund shareholders at the

expense
of fund sponsorsP Rather than call attention to the obvious evidence that

economies of scale foT 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 ICEs bundling of advisoiy fees with other operating costs in its effort to

prove
fund managers case that fund shareholders are beneflttingfrolfl economies of scale

bespeaks an agenda antagonistic to shareholders ownflnancial 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 rcgimc fostered by the SEC itself

276 The GAO Report notes

Critics have also imidiceled that the legal standards applicable to directors overiight of fees are

Sawed One factor that directors consider is how their Sands fee compares to those charged by

other similar funds Howcvcr private money manager
stated that directors have no basis

thercforc for seeking lower fee if their fund is charging
fees similar to those of other funds An

industry analyst mdicated that basing
funds fees on those charged by similar funds results in

fees being higher
than necessary He stated thatalthough

it isasafe way to set fees in light of

the Gartenberg standanls iuth practices
do not contribute to lower fees

GAO REPORT stqra note 12 at 94 see also Bogle.slçrUfluc 18 at 327-28 reporting an iretanec in which

following
successfbl effcxt to have fund sharehol4crs ease the advisory fee becwasc among other things its

rates were below average the advisor promptly sold itolf foi cool $1 billion The problem in other

words is last so king as fund fires lcvels are viewed in isolation as Gartenbcrg has been read incorrectly to

suggest they shorid be high fee levcis are apt to Iced to still higher fees Half of the service suppliers at any

point in time wiil be working for bolow-averuga compensation The cellar dwellers are thea able to argue they

need raise particularly
in iew of the 1leged1y ferociously competitive

market for fund advisory talent See

Wyatt supra note 10 at We have to make sure that the fees the funds are paying arc competitive

etough to keep the players in the game said Stephen West lawyer at the New York fun of Sulliv

Cromwell who serves as an independent director of the Pioneer and Winthrop Focus funds The competition

foe managerial talent is enormous which has caused the cost of unning the business to explode. Evidently

the niarket lbr pension fund advisory help has not caught fire to the same extent as the fund management

market

277 According to one industry observer Id is by fund companies for fund companies and their

incentive their conipensation_eveiYthIng is to favor fund management Brahans saçra note 113 at 94

4uoting Don Phillips CEO of Morningstsr Inc. As of July 2000 39 of 45 ICI board members worked fix

ftind advisors Id

278 digest of John Bogles critique of one industry study is set forth supra nets 78 For the authors

critical analysis of the economies of scale study see smquenotes 70-86 sarI accompanying test
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Thc 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 shareholders.279 In the course of the 1967 House hearings dealing with

fund legislation respected jurist Henry Friendly was asked Do you feel that the usuai

pattern of stockhOlder protection exists in this industiy as in other industries280 His

answer dont think it exists in this industry.28 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

ineflicient 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 sórutiny lest it lessen rather than increase the protection

the consumer r8ceives from vigorous competition.282

When ft 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 advisorsj are significantly 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 Gartenberg to bar use of comparative fee structures in advisory fee

litigation have deprived complaining shareholders of one of their strongest weapons This

misapplication of Gaenberg has likely contributed to an unsavory game of financial

leap-frog making it possiblc for fund advisors to point to fee schedules lagging behind

their peer funds to justifr fee hikes On the other hand Gartenbergs grip on future case

outcomes predictably will be weakest for the segment of the fund industry studied most

closely in this article actively managed equity fluids 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 IJ.S.C.A 80a.1bX2 West Supp 1999 The Act

was written to mitigate and so as is feasible to nate these conditions Id 80a-1bX2

280 Investment Company Ac Amendments of 1967 Hearings on H.R 95i0 H.K 9511 Before the

Szbcomnm on Commerce and Fin of the Coma on Interstate and Foreign Commerce 90th Cong 6161967

statement of Judge Henjy Friendly U.S Appeals Court N.Y.NX.
281 Id

282 M5tual Fund Legislation of 1967 Hearing on 1659 Before the Senate Comm on Banking and

Currency 90th Con 368-69 1967 statement of Prof Paul Saintmelson

283 WHARTON REPORT supra note 87 at 485
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vehicle than equity pension fund portfolios.2M None of the fully litigated cases involves

equity fund advisory fees1 and it is here that apples-to-apples fee comparisons between

equity pension managers and equity fund managers can be most difficult and

embarrassing for those selling advice to nmtual 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 portlblio

The gap between prices charged funds for advisory services versus prices fetched

elsewhere in the economy for those same scrvices represents the bill paid by fund

shareholders for the advisory conflict of interest that is both the fund industiys 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 fri1lion5 this Iranslates 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 1998.286

The SEC needs to face up to the fact that competent evidence shows that fund

advisosy fee levels are too high phenomenon in part caused by the Commissions

decision not to impose rigorous disclosure requirements designed to fuster fee

comparisons The SEC has clear power
to require funds to adhere to uniform

accounting and reportmg 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 nile-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 price competition to the extent exists is more evident in the money market segment of

the fund industry See GAO RBPORT .nçra note 12 at n.3 market funds generally
have not been

thc focus of recent concana regarding fees

285 Susan Harrigan Sweet Smarts NEw5DAY July 302000 at F2 available at 2001 WL 9230159

286 Jacquelyn Rogers Bwnrng Issues Waft over Smnting and the 8orlq.lace EsnioYEE BaNerrr NEws

June 2000 2000 WL 10182690 The equity find savmgs isunber is in line with Warren Buffctts estimate

that flinda could save their shareholders $10 billion annually if they were managed inure like regular

corperations
for cxampl with primary emphasis on creating and protecting vluc for shareholders See Begin

siçnn note 30 at 372 Bogie puts
the niunber considerably higher In fact such savings

could easily top $30

billion each year Id

287 The authors analysis of fund data was complicated greatly by some funds tendency to include as

advisory fees extraneous expense items which other funds categorized as administrative costi In the fund

industry aldvisozy fees generally pay for posffolio management but under some contracts they
also may pay

for ancillary administrative shareholder aceotnitog and transfer agency services Moene supra note 249 at

89 106 107 n.4 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 fluid 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 not the

SECs inaction can be and is taken as an endorsement of the status quo The agencys

failure or refusal to act provides industry members with useful cover when they come

under attack In fund litigation the SECs silence on an issue gives credence to defense

claims Defendants can and do successfully 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 Krinclc the court rejected plaintiffs contention that

perfonnance should be evaluated on risk-adjusted basis because performance-a4justed

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 finds noting that plaintiffs had presented no

prncedent 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 Gartenberg to reach sound conclusions on such

important matters as advisor profitability economies of scale and comparative fee

structures The SC 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 lees and cxpense.2rs 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 inlbrmation 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 justi1 price

disparities of the sort pointed out in this article Finally the courts need to resist the

temptation to limitevidence 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 facts need to be gathered and tested without unfounded

preconceptions or biases Comparable data if assembled with care and explained clearly

is well-geared to showing in appropriate cases that fund fee levels are excessive

particularly where that data is drawn fiom marketplaces where arms-length bargaining

over fees is more than pious wish

288 Castillo Dean Witter Discover Co 11998 Trantfer ttinderl Fed Sec Rep CCII 190299 at

91091 S.D.NY June 251998 The case is discussed in nqru note 124

289 REPORT ON MIrrUALFUNI FEES supa note
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INTRODUCTION AND EXECUTIVE SUMMARY

This Report of the Division of InvestrnentManagement on Mutual Fund Fees

and Expenses Report presents our study of trends in mutual fund fees

and expenses2 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 educatlon

the significant Impact that mutual fund fees and expenses have on investor

returns and the ongoing debate over the appropriate level of mutual

ftnd 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

initlatves regarding fund fees and expenses Section UI 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

49O0%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 Increasingiy significant role of mutual funds as an Investment

vehide for many Americans Today fund assets exceed the assets of

commercial banks with almost 88 mllilon 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 assetsfi

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
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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 arid 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 averaQe cost of Investing In mutual funds has declined

since 1980.1

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 investor 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 fttnd 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

iniestrnent advice or the distribution of their shares Thus we do not draw

any conclusions In this Report as to the appropriate level ot fund fees

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 wtth 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 avallabl 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 wfth 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 alternatives The Commission should
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nevertheless consider whether requiring the disdosure 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 andJor 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
dol1r 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 containedin 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 5k 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 fts 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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ratlo1 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 20001

Fund Governan

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 It 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 comrnentSOfl 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 distributlofl 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

Historical 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 yearssince 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 adviser.i 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 thatthe fund will pay to the adviser In exchange for all of the advisers services tothe fund An investment adviser has an incentive to charge the highest
possible fee for itsservlces while the fund and Its shareholders wish to paythe 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 arenot affiliated with funds management In the role of independent
watchdogs who would furnish an independent check upon the
management of mutual funds.2i 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 advlser

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
evaiuation typically consists of review of the amount of the advisory fee
paid by the fund the services provided by the adviser and the

profitability of
the fund to the adviser.2

The Commission has followed the approach of
relying on funds

independent directors to police conflicts of interest between fund and Its
affiliates regarding the use of fund assets to finance activities that are
primarilydesigned to result In the sale of the funds shares i.e the
expenses of distributing the funds shares.2 Pursuant to rule 12b-1 underthe Investment Company Act fund may adopt 12b-1 plan to provide forthe 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 bythe Investment Company Act for the approval of an investment advisory
contract.2Z
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In particular rule 12b-i 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 iii 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 sharehoIders

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 betieen 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 afftliate 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 breathed 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

bargainingi The courts have considered the following factors when

evaluating section 36b claim

the nature and quality ofthe 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

Most fund directors request data and other information that enable them to

evaluate at least these factors in connection with the Investment advisory or

other contracts In addition to obtaining data and Information from the

investment adviser fund directors may seek data and other information from

outside sources For example the directors may obtain material prepared by

outside experts that may be used to compare the funds performance fee

structures and expenses to funds of comparable size and investment

objective Independent directors also may rely on Independent counsel for

advice and information in connection with the evaluation of the investment

advisory and other service contracts

Disclosure Requirements

The dual approach to regulating mutual fund fees and expenses also relies on

fund investors to play role In determining for themselves the appropriate

level of fees and expenses All funds are required to disclose their fees and

expenses in uniform manner so that an investor contemplating fund

Investment today has access to comparable information about competing

funds This information helps investors to make better Investment decisions

In the 1980s the Commission became concerned that investors could be

confused if the increasing varIety of sales loads and other fund distribution

arrangements were not uniformly presented For that reason since 1988
Form N-lA the form used by mutual funds to register their shares with the

public has required every mutual fund prospectus to include fee teble.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

Commissron 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 hi fund

This reflects the Commissions commitment to promoting investors acce5s to

fee information as basis for fund investment declsIcn

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 Subcornriiitee 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 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

Enhancin9 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 Roundtabie 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 encoiiraged

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

http//www.sec.gov/news/studies/feeStUdY.hthl
12/15/2010

0001034



Tnvestment Manaement Report on Mutual Fund Fees and xDenses Page 13 of 61Case 211 -cv-0l03-DMC -JAD Document 3-5 FUed 03/0411 Page 14 of 62 PagelD 1088

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 The Commission recommended that in addition to

reading the prospectus and shareholder reports investors should assess
funds costs because they can have an enormous impact on returns The
Commissions mutual fund tips also suggest that investors consider funds
size tax consequences risks and volatility

Last year the Commission launched the Mutual Fund Cost Calculator an
Internet-based tool that enables investors to compare the costs of owning
different funds by entering data that generally Is available in fund

prospectuses The Mutual Fund Cost Calculator also shows the total cost of

owning mutual fund after specified period of time It is available for free

on the Commissions web site.4-l

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 1nvestment Options page which
contains information on the benefits risks and costs of various investment

vehicles including mutual funds.4 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.5 Investors can find on the Commissions web site brochure about

Investing in mutual fUndsthat contains section on the importance of fees..1
Investors can also use the Search Key Topics data bank on the
Commissions website to learn more about the different types of mutual fund
fees and expenses

In addition In March 1999 Congressman Paul Gilimor introduced the Mutual
Fund Tax Awareness Act of 1999 whIch would require the Commission to
revise its regulations to Improve methods of disclosing to investors in mutual
fund prospectuses and annual reports the after-tax effects of portfolio
turnover on mutual fund returns The legislation was approved by the House
of Representatives in the 106th Congress The Commission recently also
proposed to Improve disclosure to investors of the effect of taxes on the

performance of mutual funds

Finally we note the presence of market trends that may be the result of
increased investor awareness of funds expenses Three fund groups that
have been characterized as featuring relatively low costs have increased
their share of total fund assets from 17% at the beginning of 1990 to more
than 27J 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 vehides generally sponsored
by large broker-dealers and stock exchanges that allow investors to buy and
sell the funds shares at any time during the dayat 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 oftradirig 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

edvisers 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 indMd.ual 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.2

These emerging products and services and others not yet developed and
their sponsOrs may exert additional pressure on mutual fund fees and the
Commission will need to closely monitor them to ensure that they are

appropriately regulated If Investors are to benefit from the increased

competition investor education must play major role by helping investors
to understand the characteristics risks and costs associated wIth the ever
Increasing number of Investment alternatives

III STUDY OF TRENDS IN MUTUAL FUND FEES AND EXPENSES

Introduction

ObJectives

The Division initiated Its study of mutual fund fees and expenses fee
study in response to significant growth in the mutual fund industry and
significant changes in the manner in which funds operate Our objectives are
to provide summary data about the current level of mutual fund fees and

expenses describe how fee levels have changed over time and identify some
of the major factors that have influenced the amount of fees charged In

order to examine trends over time we analyze the expenses of all stock and
bond funds for the following years 1979 1992 and 1995 through 1999 We
use 1979 as benchmark because it is the year before rule 12b-1
distribution fees were first permitted We analyze data for 1992 because it is

the first year for which we have expense data In electronic format We
analyze data for 1995 through 1999 to get more recent picture of trends in

fund expenses Our purpose Is not to determine whether mutual fund fees
are too high or too low but to determine 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 anaIysts 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 beileve that although expense ratios are

Important it can be misleading to focus on one number without also

Identifying key factors that lnl9uence 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 indMdual 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 For
Expense

Type of service Ratio

investment management

i.e portfolio advice management fee Yes

administration and management fee

recordkeeplrig fees to service providers
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buying and selling commissions bid-asked No
securities spreads

dIstribution and

marketin
sales charge 12b-1 fee 12b-1 fee

adviser yes

profits
otherwise no

sales chargØ lZb-1 fee

financial advice/planning
separate Sometimes
fee or corn rmssion paid to

broker

financial planner or

investment

adviser wrap fee

consolidated statements
supermarket receives

Yes

other services provided by
management fee 12b-1 fee unless paid

mutual fund supermarket avlser
profits profits

viser

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 servlces 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 indude

payments to transfer agents securities custodians providers of shareholder

accounting services attorneys auditors and fund independent directors

mutual funds expense ratio does not include the sales load If any or the

cost that the fund incurs when it buys or sells portfolio securities such as

brokerage commissions As described in the following section fund marketing

and distribution expenses are increasingly paid out of 12b-1 fees rather than

out of sales loads -- change that has had large Impact on expense ratios

The Changing Role of Distribution Expenses

The past two decades have seen significant changes in the way that Investors

pay for the marketing and distribution of fund shares Any analysis of mutual

fund expenses must take Into account the effect of these changes

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
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primarily adverfising 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 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 developednew pricing arrangement in which the combInation of 12b-1 fee and
contingent deferred sales load CDSL replaced the traditional front-end
Ioad CDSL Is sales load that is paid if at all at the time of redemptionCDSL 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 tlrne.Z 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 N4ASD 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 annuaIIy 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 obse vers 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 expenseratio 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 analysts-- actual
sales loads paid by fund investors and the actual length of time that
investors hold their shares are not publiciy avaiIabieZQ

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.Z1 Data for 1979 were taken from Weisenberger Investment Company
Services 1980 data for 1992 arid 1995 through 1999 were taken from
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Morningstar Mutual Funds OnDisc and Morningstar Principia Pro 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 conpanies

key issue is whether to evaluate the expense data at the level of the fund

or at the level of the class As previously indlcatedZ 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 dasses each dass has its own fee siructure and expense ratio

and shareholders investing In different classes pay different expenses for an

undivIded Interest In the same portfolio of securities Consetiuently 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 nagnltucIe of these expenses

tends to be Influenced by the asset-size of the fund and not the asset size of

the various classes.25

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 m.D Model for Estimating Funds

Expense Ratio.25 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 ievet -- 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 dasses In

existence at the end of the year 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 it existence at the end of 1999 The 1000
classes represented approximately 82% of all class assets in 1999 The

smallest class In this sample had assets of $704 million

Also with respect to management expenses we examined the

management contracts of the 100 largest mutual funds in 1999 for

evidence of fee breakpoints.25 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 analy2ed 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

1995 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 rat1o 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

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% 0.91Jo

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 199 to 0.9 1% and then rose to 0.94% In 1999 Although we find that

the weighted expense ratio has increased since 1979 It Is important to

understand why this has occurred In the sections that foilow 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 rio-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 lnstltutlona

investors or retirement pIans The load category now includes classes with

12b-1 fees higher than 25 basis points classes with 1.2b-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 respectto data for 1979 and 1992 this category consists

of classes that have no sales load and no 12b-1 fee pure no-load

dasses 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 pointsft

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

II

.1
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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 64Ju

1997 2576 4415 63%
1998 3229 5184 62%
1999 3418 5483 62%

Table

Class Assets by Distribution Category Millions

No-Load Load Load Classes
Classes Classes Percent of Total

1979 $15451 $36204 70%
1992 $254441 $728162 74%
1995 $916401 $1158001 56%
1996 $1076530 $1293730 55%
1997 $1384483 $1617017 54%
1998 $1751804 $1807C92 51%
1999 $2259836 $2196776 49%

Table shows the trend in average expense ratio by distribution category
over the study period Expense ratios are weighted by asset size in all

cases The expense ratio of the average no-load class rose from 75 basIs
points in 1979 to 80 basis points in 1992 before declining to 76 basIs points
In 1995 75 basIs points In 1996 72 basis points in 1997 68 basis points in
1998 and then increasing to 72 basis points in 1999

In 1979 --
prior to the onset of 12b-1 fees -- the average load class had

lower expense ratio 72 basis paints than the average no-load class 75
basis points From 1979 Ia 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 by1995 to l.17% before fatling to 1.14% in 1997 1.12% in 1998 and
increasing to 1.17% in 1999

Table

Weighted Average Expense Ratios by Distribution Category

No-Load Load

Classes Classes

1979 .75% .72%

1992 .80% .96%
1995 .76% 1.17%

1996 .75% 1.17%

1997 .72% 1.14%
1998 .68% 1.12%
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1999 .72% 1.17%

Total Ownership Costs

The results summarized in Table do not take into account the decline in

front-end sales loads that accompanIed the increase in 12b-1 fees The

median front-end sales load before quantity discounts fell from 8.5% En

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 Ioads

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 precise We assume that

shareholders hold their shares for either or 10 years We 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

Table

Total Ownership Costs for Load Classes

Number of Assets Weighted Weighted

Classes Millions Expense Ratio Expense Ratio

with Year with 10 Year

Amortization of Amortization of

Sales Load Sales Load

1979 316 $36204 2.28% 150%

1992 1720 $728162 1.79% 1.41k

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%
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Expense Ratio Trends by Type of Investment

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 tines in an
effort to attract new assets and retain assets already under management
This strategy led to the introduction of two new major fund categories
International funds and specialty fl.inds

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
60/c 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 1r118 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 44Jo of classes In 1999 and stock fund dasses
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 arid that International and specialty
funds are more expensive to

manage than equity funds 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 equityf international and specialty

fund classes helps explain some of the increase in mutual fund expenses

Tabl.e

Weighted Average Expense Ratio

By Type of Fund

Bond Equity International Specialty

Classes Classes Classes Classes

1979 0.70% 0.74Jo

1992 0.82% 0.95% 1.36% 1.31%

1995 0.84% 0.98% 1.31% 137%

1996 0.84% 0.96% 1.31% 1.34%

1997 0.83% 0.91% 1.24% 1.35%

1998 0.80% 0.88% 1.18% 1.30%

1999 0.80% 0.90% 1.18% 1.36%

ExpenSe Ratio Trends by Class Age

Another common explanation for rising expense ratios is that large numbers

of new funds have pushed up the averages Commentators say that new

funds often have higher expense ratios because they have not yet reached

the criticalsize 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.23

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 Treads 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 dasses 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 1585 706922 1.14%

Greater than 772 34S0868 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

Intrnductlon

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 dass 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
Institutronaf 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 1999.- 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 12b-1 fees divided by its average net assets In our analysis of

total expenses column we observe that the maximum 12b-1 factor tends
to explain the variance in total expenses due to actual 12b-1 fees and that
the other factors explain only that part of the variance Ii total expenses that

Is due to differences in operating expenses So the coefficients for the

Independent variables except for the maximum 12b-i 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 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 ciasses have lower

operating expense ratios than other funds and classes

Load Funds or classes with front-end loads have lower operating

expense ratios than ho-load funds and classes

12b-f 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 then 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 points lower than similar fund with assets

of $1 mlIIlon

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

fariiily assets rose from $1 million to $10 biilion.---

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 had an operating expense ratio that was 22 basis points higher than

bond fund and specialty fund had an expense ratio that was 62 basis

points higher than bond fund These results are applicable to funds that

Invest primarily in securities issued by United States Issuers With respect to

funds.that invest primarily In securities issued by non-United States issuers

an international equity fund had an expense ratIo that was 82 basis points

higher than domestic biond fund and an international bond fund had an

expense ratio that was 31 basis points higher than domestic bond fund

Tndex 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 ciass 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 thana 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

equal 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

portfoiio turnover ratio of 100%

Number of Portfolio Holdincs

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 Aq

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 peersWhen 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 LU 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.1 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 mayconsider part of operating expenses In theseJatter cases the Imposition of
12b-i fee might reduce operating expenses slightly

yment for DistributIon Expens Sates 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

relationshipbetween funds portfolio asset size and its management expense ratio

Model for Estimating Funds Management Expense Ratio

Intg-cductjon

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 expensesl-Qwe hand-collected management expense data for the largest iooo classes in
existence in 1999 and used similar econometric model to analyze the
data The model is the same as previously dŁscrl bed with one exceptionThis time the dependent variable is the funds management expense ratioWe 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 econoniies Although we cannot analyze directly the cost of

providing portfolio management services to mutual fund in order to

determine whether economies existbecause 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 spedfled 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

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 slgniflcant decline as

fund famy 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 felt 42 basis points as fund family assets rose from $1 million to $10

billion

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 level.-1

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-1 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 lund

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

Plus

Single Fee

Table 16

Management Fee Breakpoints

1999

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

Fund Family

Breakpoints

Type of Fee Number of Total

Funds Assets

in Billions

Fund Breakpoints 47 8552

21 506.3

Fund Breakpoints

19 376.0

Funds with Total Assets

Assets Above Above
Last Breakpoint Last

Breakpoint

in Billions

34 3182

113.9 41.1

204.7

Na

Na

na

na
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and the last breakpoint at $1.2trillIon 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 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 riot 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

G. 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 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 pian

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 40 1k assets and $993

billion of assets from all sources For almost all funds in the sample 401k
assets represent iarge portion of total assets The average retirement-

oriented fund derives 34% of assets from 401k 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 0.94%
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 dØdines

funds investment categojy 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 June 2000 report on mutual fund fees the General Accounting Office

recommended that the Commission require mutual funds and/or broker-

dealers to send fund shareholders account statements that mclude 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 fund 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

similarInformation 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 ultimately would be

borne by fund shareholders may be considerable Computer programs that

perform shareholder accounting functions would have to be revised and other

costs would be incurred Administrative difficulties would present an
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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 brokerdeaiers 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 shareiolder 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.fl The Commission has an important role to play as

well and should continue its ongoing program described in Section LI 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.1- 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 0.90Ja 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 wlth 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

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 furids 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 expenses.- 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 dedine 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 firms.iQ

At the fund level however fund directors can obtain information about the
cost of providing investment management services to the funds that theyoversee 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 advisoryand 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 shareholder-s 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 transactions1
for example is reflected in the amount paid when the fund buys or sells
portfolio securItles.2- For many funds the amount of portfolio transaction
costs incurred during typical year is substantial.t2 Clearly fund directors
should focus on portfolio transaction costs.42 As they review fund
transaction costs fund directors should pay particular attention to soft dollar
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practices -- arrangements under which the funds investment manager
obtains from or through broker dealer products or services other than

ŒxŒcutionof securities transactions The manager obtains these services in

exchange for allocating client brokerage transactions to the broker-dealer.2.t

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 discIosure.i

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 whidi funds are marketed and

distributed andthe experience gained from observing how rule 12b-1 has

operated since it was adopted In 1980.1 The rule essentially requires fund

directors to view funds 12b-1 plan as temporary measure even

situations where the funds existIng distribution arrangements would collapse
If the rule 12b.i plan were terminated Under the rtile fund directors must
adopt 12b-1 plan for not more than one year may terminate the plan even

before the end of that year and must consider at least annually whether the

plan should be continued.22

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 arrangen1ent 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 pian.i22 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.2 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 ruie Jib-i plans
because the temptatIon to rely on the factors whether they are relevant to

particular situation or not is too great to lgnore..Ui Aithoughthe factors may
haveappropriateiy 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-i plan as substitute for or supplement
to sales charges or as an ongoing method of paying for marketing and

dIstributiOn arrangements.LZ

The mutual fund Industry utilizes number of marketing and distribution

practices that did not exist when Rule 12b-1 was adopted For example as

described In SectIon III many funds offer their shares in multiple classes --

an organizational structure that permits investors to choose whether to pay
for fund distribution and marketing costs up-front via front-end sales

charge over time from their fund investment via 12b-1 fee when they
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redeem deferred sales charge or in some combination of the above
Rule 12b-l 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 bOards

of directors may have good reason to view this type of 12b-1 plan as an

Indefinite commitment because multi-class distribution arrangement could

not continue to exist if the associated rule 12 b-I 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-l 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 questIors stlli 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 rriarkets because they can use anticipated

lZb-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-i fees17

Although the independent directors of fund have the legal right to

terminate funds rule 12b-1 plan the independent directors may be less

likely to do sO if the funds future 12b-1 fees have been pledged to secure

bank loan or to pay principal and interest due on asset-backed securities

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-i plans including whether the factors suggested by the 1980

adopting reieaseL2 are still valid The Commission also should consider

whether the procedural requirements of Rule 12b-1 need to be modif ad 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

APPENDIX ONE REGRESSION TABLE

Sample Is all classes of funds covered by Morningstar as of March 1999

Assets is Lri of fund assets Famsize is 1/assets of fund family Famnnurn Is Lii

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 0ali others Hybrid is an Indicator

variable 1domestic hybrid fund 0all others International bond is an

Indicator variable 1international bond fund 0all others International

equity Is an indicator variable 1lnternatlonal equity fund 0all others

Specialty is an Indicator variable 1specialty fund Oali others The

omitted Investment objective is domestic bond funds Index is an indicator

variable 1lndex fund 0aIi others Institutional Is an indicator variable

1institutional fund or class 0alI others Load Is an indicator variabie

1front-end load 0all others Multi-class is an indicator variable

1multl-dass 0slngle dass 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

Lii Farnsize -.047

-6.1

Famnurn -.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

Doniestic .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

250 7.9

Index -.454 -.328

-12.1 -10.8

InstItutional -.224 -.096

-12.4 -5.3

Load -.064 -.013

-4.5 -0.9

Mufti-dass .136 .014

6.6 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 tivo

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 61%

1992 750 1530 67%

1995 2043 2380 4302 64%

1996 2135 2506 4459 64%

1997 2121 2576 4415 63%

1998 2601 3229 5184 62%

1999 2871 3418 5483 62%

Table

Class Assets by Distribution Category

MUlions

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 $2196775 49%

Tables and show that 84% of the classes in the extended no load

category are pure1 no-load classes dasses 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 Uiese funds

accounted for 5Io of category assets

Table

Weicihted Average Expense Ratios by Distribution Category

Table shows the trend in average expense ratio by distribution category

12/15/2010

Pure No-Load Extended No-Load Load

Classes Classes Classes

1979 .75% .72%

1992 .80% 1.02%

1995 .74% .76% 1.17%

1996 .73% .75% 1.17%

1997 .70% .72% 1.14%

1998 .66% .68% 1.12h

1999 .69% .72% 1.17%
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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

This Report presents the results of an analysis of fee data for all stock
mutual funds and bond mutual funds that were in our database at the end of

1979 1992 1995 1996 1997 1998 and 1999 and for which data were
available Money market funds are excluded from the analysis because they
have different cost structure Also excluded are the underlying mutual
funds of insurance company separate accounts closed-end Investment

companies unit investment trusts and face amount certificate companies
For an explanation of the data items used in the study see infra Section
HI.B.3

ZThe Random House College Dictionary defines fee as ta 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 iggi to almost 2.5 trillion in 1999 See Investment Company
Institute Mutual Fund Fact Book 50 2000 hereinafter ICI Fact Book
See also Karen Damato Facing the Future of Funds Wall St Jan 10
2000 at Ri discussing generally the Increasing Importance of the mutual
fund industry during the 1990s

See 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 Finariciaf and Business Statistics 85 Fed Reserve
Bull Al A15 May 1999 value of commercial bank assets

ZSee fundamentals supra note at

See Id 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 Amott The Rising Tide Momingstar Mutual

Funds Oct 11 1996 at S1-S2

IC Fact Book supra note at 30
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liThe GAO report Mutual Fund Fees AdditIonal Disclosure Could Encourage

Price Competition GAOJGGD-0O-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 June2000

2However 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 81 Carole Gould Truth In

Advertisngfor Mutual Fund 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 LA Times Apr 30 1988 at Jan Rosen

Comparing Costs of Mutual Funds N.Y Times Jul 30 1988 at 34

See GAO Report supra note 11 at 97-98

tThese 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

.12 See Disclosure of Mutual Fund After-Tax RetUrns Investment Company Act

Release No 337809 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 lndependentu fund director See Investment Company Act

Amendments of 1970 Pub Law No 91-547 84 Stat 1413 1970 See also

Rep 91-184 1970 reprinted 1970 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

The organizing entity might be an entity other than an adviser such as

funds administrator or its principal underwriter which sells the funds shares

pursuant to an underwriting contract with the fund

2QAs 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 SOa-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 SOa-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 makJng 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 eo 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 CCII
4621 2000

8urks 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

funds independent directors See 15 U.S.C 80a-15 2000

Section 15c of the Investment Company Act 15 U.S.C SDa-15c
2000

2See Protecting Investors supra note 18 at 256-258 discussion of board

evaluation of mutual fund fees See infra 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 270J2b-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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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 grow1 As result an investment

adviser often will pay for marketing expenses itself in order to Increase the

asset size of the fund When fund pays Its own distribution expenses

through 12b-1 plan both the adviser and fund shareholders may benefit

from the increased size of the fund but the adviser is spared the cost of

paying for the dIstribution expenses itself

We note that the NASD has Imposed an annual cap on asset-based sales

charges of 0.75% of average annual net assets and an additional 0.25% for

service fees See NASD Rule 2830 NASD Manual CCH 4621 2000 The

NASD took this action to assure that shareholders paying for distribution

Indirectly throuh Rule lZb-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 th 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

See Rep No 91-184 1969 reprinted in 1970 U.S.C.C.A.N 4897

2Congress adopted Section 36b as part to the 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

.2See 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 Cr 1989

See Krinsk 875 F.2d at 412 Schuyt Rowe Price Prime Reserve Fund
Inc 835 F.2d 45 2d Cir 1987 Garterilierg Merrill Lynch Asset
Management Inc 694 F.2d 923 930 2d dr 1982 Kalish Frank/in

Advisers Inc 742 Supp 1222 S.D.N.Y 1990 affd 928 F.2d 590 2nd
CIr 1991

See Gertenberg 694 F.2d at 928 Krinsk 875 F.2d at 409

SeºKr/nsk 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 Kallsh Franklin Advisers Inc 742 Supp 1222 S.D.N.Y
1990 Although the courts note that fees charged by other funds is not the
principal factor to be considered in evaluating fee under Section 36b
such comparative Information is significant

Section of the Investment Company Act requires mutual funds to

register with the Commission 15 U.S.C 80a-8 2000 If the fund is

conducting public offering of its shares it also must file registration
statement to register the offering of those shares under the Securities Act of
1933 SecurIties Act Form N-lA is used by mutual fund both to register
the fund under the Investment Company Act and to register the offering and
sale of shares under the Securities Act The 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

-1The 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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Subcornm on Finance and Hazardous Materials of the House Comm on

Commerce vIsited Nov 2000

www.sec.gov/newS/testmoflv/tStYl 398.htm concerning transparency in the

United States debt markets and mutual fund fees and expenses

See also Investment Company Institute Report of the Advisory Group on

Best Practices for Fund Directors Enhancing Culture of Independence and

Effectiveness june 24 1999

44Role 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 24033 64 Fed Reg

59877 Oct 14 1999

See Mutual Fund Investing Look at More than Funds Past Performance

last modified ian 2000 http//www.sec.gOVJCOflSUmerImPe.htm

Mutual Fund Cost Calculator last modified Sept 2000 htp
www.sec.gov/mfcc/mfcc-iflt.htrfl During the first quarter of 2000 the

calculator averaged over 8500 hits per month making it one of the most

frequented portions of the Commlssions web site

4InvestmentOpiofls last modified Sept 2000

http//www.sec.goy/con5umer/lnVeSt0P.htm

Investment Company Institute Frequently Asked Questions About Mutual

Fund Fees 1998 http//www.ici.org/pdf/mf_feeJaqs.pdf

Financial Facts Toot Kit last modified Apr 21 1999

www.sec.gov/consumer/tookit.htm

Invest Wisely An Introduction to Mutual Funds Advice from the U.S

Securities and Exchange Commission last modified Aug 2000

www.sec.gov/consumer/ inwsmf.htm

Search Key Top/cs continuously updated

httpf/www.sec.gov/anSWerS.Shtml See e.g Mutual Fund Fees and

penses Fast modified Oct 19 2000

http//www.sec.gov/aflSWerS/mffees.htm Investors can also order hard

copy of this brochure by callIng the SECs toll-free publications line at 500-

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 Morriingstar 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.mornlngstar.com nevvs/MS/ Comrnentary/ 990219com.msnhtml

visited Feb 26 1999
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See Upper Inc Lipper Directors Analytical Data app ist 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 vlsfted Dec 23 1998
http //www momlngstar corn news/MS /IvoryTowers/ 98 1223Rek.msnhtrnl

See Janet Novaçk 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 hind at bargain
pr/ce S.F Chron visIted Aug 2000 http/Jwww.sfgate.com/cgi

bin/articie.cgi fIIeJchronicle/archive/2000/08/Oj BU107294 Dli For

descrIption of FOUO one version of this type of product see Financial

Research Corp Shake and Bake Mutual Funds Technology Enables Creation
of lad vidualized Mutual Punds Mutual Fund Cafe vIsited Nov 2000
http//www.mfcafe.com/pantry/bps 062600 html

In what may be sign of things to come the Vanguard Group recently
announced that it would reduce the fees charged to fund shareholders with

large account balances and long holding periods generally speaking
funds preferred customer-base Fees paid by large long-term investors in

one fund the Vanguard Index 500 for example would be reduced from 18
basis points to 12 basIs points Ore 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 //www.morningstar com/news/Wlre/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 management administrative or other
services See infra Section IILB.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 unified1t 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/studjesjfeestudy.htm 12115/2010
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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 uædŒr 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 undera 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 plansto cover operating expenses as

well

ZSee Protecting Investors supra note 18 at 320-26

The sales load -- representing the difference between the price per share

at which fund shares are offered to the public and the net amount per share

Invested in the fund -- is retained by funds principal underwriter and/or

the selling broker-dealer and no part is paid to the fund The sales load is

used to finance the brokers commissions other sales and promotional

expenses and the underwriters profit if any

During the 1970s the Commission received number of requests to allow

fund assets to be used to pay for distribution Reasons cited to approve these

requests Included rising net redemptions growing publIc-resistance to high
front-end sales loads the increased popularity of no-load funds and the

availability of competIng investment products without front-end loads

Another rationale was that use of fund assets for distribution expenditures
would result In net flow of cash into funds and in turn economies of scale

and more effective portfolio management In 1979 after extensive

consideration the Commission proposed rule 12b-1 stating that funds

should be permitted to bear distribUtion expenses if they were disclosed and

regulated Bearing of Mutual Fund Expenses by Shareholders Investment

Company Act Release No 10862 44 Fed Reg 54014 Sept 17 1979 The
Commission adopted rule 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-1 fee 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 Umitation of Asset-

Based Sales Charges as Imposed by Investment Companies Securities

Exchange Act Release No 30897 57 Fed Req 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

21Although we attempted to use all available data we eliminated some funds

from the study because of missing data For example in 1999 the

MorningstarPrincipia 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 Momlngstar databases use fund classes rather than funds as the basic

data item The ramifications of this approach are discussed below and infra

note 97

See 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 fur 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 t4ornngstar 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 identif 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 dass 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

12
All mutual funds are required to provide reports to shareholders including

expense ratios 60 days after the end of their fiscal years To capture data on

calendar year basis we used Morningstar data for the end of March

ZAlthough 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

For this analysis multiple-class funds were evaluated at the fund level
because all classes of multiple dass fund are subject to single
management contraàt

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 impbrtant 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 2.0%
whIle assets of bond classes declIned 6.6% Because equity international and
specialty classes generally have higher expense ratios than bond classes any
increase in the proportion of assets in these investment categories would
tend to increase the weighted average for all classes See infra Section
IILC.5

For discussion of the extent to which lines between mutual fund
distributIon expense categories and rnarketihg channels have become
blurred see Financial Research Corp The Alphabet Soup of Share Classes
Or Whatever Happened to Simplicity visited Aug 30 2000

We refer to classes that may calf 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

Sales load data reported by Morrilngstar are the maximum sales loads
charged

See John Rea and Brian Reid Trends in Ownership Cost of Equity
Mutual Funds rnvestment 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 and 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 availabie
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AvailabIe 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

cfted years as the average mutual fund holding period Gavin Daly Edward

Jones Starts Selling Funds in U.K Ignites corn visited Dec 13 1999

http//www.lgnltes.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 WhoStay
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 anti that large majority of fund

shareholders are buy- and-hold1 long term investors See e.g Gavin Daly

Fears about Short-Term Trading Caled 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

Pu i-Wing 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 Rea and Reid supra note 85 at

Sin-i 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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See 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
Morningstar Mutual Funds Feb 21 1999 at Si

See Upper Analytical Services Inc The Third White Paper Are Mutual

Fund Fees Reasonable at 12-13 Sept 1997

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 Jib-i Plans on Mutual Fund

Expense Ratios Note 42 Fin.i0S1 1987 Don Chance and Stephen

Ferris Mutual Fund DistrIbution i.Fin Services Res 39 1991
Charles Trzclnka and Robert Zwelg 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 Jo 1990-1 1991

The basic model Is as follows

Ea bl.LnAssets 1- b2lfFarnslze bLnFamnum b4Ln

Turnover b5LnHoldlngs b6LnAge b7Equlty b8Hybrid

b9I Bond blOI Equity b11Specialty b12Index b13Institution

b14Load b15Class b1612b1

where

classs expense ratio

LnAssets natural log of funds net assets in millions

1/Pamsize reciprocal of family net assets In millions

LnFamnum natural log of number of funds In family

LnTurnover naturai log of classs turnover

LnHoldings riatural 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

equltyfund 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

http/www.sec.gov/news/studies/feestudy.htm
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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

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 t- 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 singie-dass
funds Second1 not all observations are independent of each other One of
the fundamental assumptions of regression analysis Is that the observations
are independent While each class typically has its own expense ratio many
fund expenses including the management fee are Incurred at the portfolio
level and then allocated among funds classes typically based on the
relative net assets of each class Other expenses including 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 usually are very similar and frequently are identical In

addition most of the indepenriert 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-statistlcs To determine whether our approach led to erroneous

conclusions we also regressed proxy for operating expenses the expense
ratio less the maximum 12b-1 fee on the independent variables exclusive of
the maximum 12b-1 fee In this second model we used only one observation
for each fund For multi-class funds we used as the expense ratio variable

the asset-weighted average operating expense ratio of all classes in the fund
The institutional and load variables were the proportion of assets in classes
with these characteristics The results of this model are not qualitatively
different from the results presented in this section The coefficients of the
second model are very similar to those of the basic model and all remain
statistically significant

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
1he 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

bttpI/wwwsec.gov/news/studies/feestudy.htm 12/15/2010
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Our standard errors also may be biased downward because expense ratios

among the funds in fund familyare likely not independent

.1QQ 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 iS4 the value of the factor in the
model can be only or

.121 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-statistic for the coefficient of the reciprocal of family
assets is considerably larger than that obtained when the natural logarithm
of lurid faniiy assets is used further supporting the reciprocal as the better
measure of the relationship

If the coefficIent were equal to 1.0 then everything else held constant
funds with 12b-1 fees would have expenses that are higher than the

expenses of other funds by an amount that equaled the maximum 12b-1 fee

103 Management expenses consist of fees paid forinvestment 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 sripra Section JII.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

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.

See supra note 60 and accompanying text

IQZ
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 lamar Frankel The Regulation of Money Managers 260 1978

-See Id

Although the magnitude of change In funds management expense ratio

that is associated with changes in fund familyasset 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 arid 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 nota 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

1l2ThØ 100 largest fund portfolios had combined assets of $1.4 trillion in

1997 $1.6.triliion 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 45fo 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

Investment Company Institute Mutual Funds and the Retirement

Market Fundamentals Investment Company Research In Brief May 2000 at

1-2

11We 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 iarge 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 14h

The ending value table would compire 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
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ratio of zero 1% or any other number mandated by Commission rule The

expense numbers would be applied to standardized return such as Se/a 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 Murthl MIchael Orzag and

Peter Orzag The Charge Ratio on Individual Accounts Lessons from the

U.K Experience Blrkbeck College University of London Discussion Papers

in Economics Mar 1999

-ThØInvestment 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 ICI 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 goats SEC Chairman Arthur Levitt Address on the 60th

Anniversary df the Investment Company Act and the Investment Company

InstItute Oct 2000 last visited Dec 15 2000
http //www.sec.gov/newsfspeeches/spch403.ltm

2KPMG Peat Marwick LU An EdUcational Analysis of Tax-Nianaged Mutual

Funds and the Taxable Investor 14 1999 The KPMG study analyzed the

performance of 495 domestic stock funds for the ten years ended December

31 1997 The average annual total return for the median fund in this group

was 16.1% before taxes and 13.5% after taxes The median fund is the fund

at the midpoint of the frequency distribution An equal number of funds have

higher or lower return than the median fund Annual performance given up

to taxes ranged from low of zero to high of 5.6% with median of 2.6%

See Role of Independent Directors of Investment Companies Investment

Company Act Release No 24082 64 Fed Reg 59826 Nov 1999

31 Information 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

12Q 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

-As described supra in Section Ifl.B other fund costs that may be paid for
outside of the funds expense ratio include costs related to marketing and
distribution financial advice to fund Investors and maintenance of
shareholder accounts In many cases some or all of these costs may be paid
separately by the shareholder

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 Uvlngston and Edward ONeal Mutual Fund Brokerage
commissions 19 J.Fin.Res 272 1996

1ftJthough 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
23173 51 Fed Rag 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 rnspection Report on the Soft
Dollar Practices of Brokr/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 corn petition 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 Secti on 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 end other services provided

by the broker-dealer See Id at 6-7

1Alt 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 Capita 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

26See 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 rd at 22
Since 1980 the rule has not been substantively amended

iZ See Joel Goldberg and Gregory Bressier Revisiting Rule 12b-1 under

the Investment Company Act 31 Rev Sec and Commodities Reg 147 147-

152 1998

at 151

lZSee 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 Bressier stipra note 127 at 151 Paul Haaga Jr

and Michele Yang Distribution of friutual Fund Shares Rule 125-1

Practicing Law InstItute 40 Act Institute 1990

See Goldberg and Bressler supra note 127 at 151

-See supra Section III.B.2

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 0.40% annually of the average value of the shares of

the fund held by the sponsors customers The asset-based fee is paid by the

fund its investment adviser an affiliate of the adviser or combination of

all three entities See Letter from Douglas Scheidt Associate Director of the

Division of investment Management to Craig Tyle General Counsel of the

Investment Company Institute pub avail Oct 30 1998 at 2-4 avaIlable in

1998 WL 1543541 2.4 SEC 1998 hereinafter Investment Company
Institute

-See The Shareholder Services Group Inc pub avail Aug 12 1992 and
Investment Company Institute supra note 134

See e.g Rochelle Kauffman Piesset 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 Nutual Fund
Firms American Banker May 17 1996 at 20 MIchael Brush Are ftlanagers

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 upra 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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JL40
AQcoat1IIfty Jnteadty RelthiIft

United States General Accounting Office
General Government DivisionWashington D.C 20548

B-281444

June 2000

The Honorable John Dingell

Ranking Minority Member

Committee on Commerce
House of Representatives

The Honorable Michael Oxiey

Chairman Subcommittee on

Finance and Hazardous Materials

Committee on Commerce
House of Representatives

11th report presents the results of our review of issue relating to mutual fund fees Assets in
mutual funds have grown significantly during the 990s However conflicting views existed
as to whether the fees that funds charge investors had declined as would have been expectedgiven 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 CommissionSEC 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 disclosureswould 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 theNational Association of Securities Dealers SEC should ensure that this organization requiresmutual 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 theFederal Deposit Insurance Corporation and the Board of Governors of the Federal Reserve
System
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Key contributors to this report are listed In appendix IV If you have any questions please call

meat 202 5128678

Thomas McCool

Director Financial Institutions

and Market Issues
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Executive Summary

urpose invest in diversified portfolios of stocks bonds or other securities has

grown dramatically with assets rising from $371 billion In 1984 to $5.5

trillion in 1998 As of 1998 the proportion of U.S households owning

mutual funds had risen to 44 percent and the returns on mutual funds

particularly
those invested In stocks had also generally

exceeded those

that could have been earned on savings accounts or certificates of deposit

Because mutual funds are expected to operate more efficiently as their

assets grow the significant
asset growth in recent years has prompted

concerns about fund fee levels Academics industry researchers and

others have also raised questions about whether competition fund

disclosures and muttial 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 Cçmimlttee on Commerce and the

Ranking Minority Member of the Committee on Commerce GAO

conducted review of the mutual fund mdustry 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 arid how

industry participants view directors activities

Mutual funds can be grouped into three basic types by the securities In

ac.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 separatelywith an investment adviser who

provides portfolio
selection and administrative services to the fund The

funds directors who are responsible for reviewing fund operations

Although the Investment Company Act of 1940 which governs mutual fund operations does not

dictate specific form of organization for mutual funds most funds are organized either as

corporations governed board of directors or as business trusts governed by trustees When

establishing requirements reiatingto the offldals governing fund the act uses the term directors to

refer to such persons arid this report will also follow that coiiveitlon
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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 vaki 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 profus
for its owners

Mutual fund investors may also incpr 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

mall or they can be sold by dedicated sales forces or by third-party sales

forces such as broker-dealer account representatives To compensate
such sales personnel some mutual funds charge investors sales charges

called loads which can be paid at the time of purchase over specified

period or at time of redemption

Although mutual funds expense ratio appears to represent just small

percentage of its total assets the impact of these fees can be significant

Fur 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 limits on the sales charges and fees used to compensate sales

personnel

GAO was unable to determine the extent to which the growth in mutualResults Brief
fund assets during the 1990s provided the opportunity for mutual fund
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advisers to redude 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 red tice 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 disdosed 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

arid 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 thai the expense ratios 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 lypes 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 iheir fees Among
the 77 large funds analyzed 51 of these funds had experienced asset

As 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 atsodated wlthadminlsterlng 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

Page
GAO/GGD-OO-156 Mutual Fund Fees

0001142



Case 21 1-cv-01063-DMC -JAD Document 3-6 FUed 03/04/11 Page 10 of 133 PagelD 1146

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 Lhey 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 fur wire transfers mahacuance 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 organi7.ational.strtictiire 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 expccted 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
commcnted that the directors activities may be keeping fees at higher

levels because of this focus on inaiptalning fees within the range of other

funds

GAO received comments on draft of this report from SEC NASJJ

Regulation NASOR 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 ftuids 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 bui also believes that additional infonriation on lie 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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Percentage

1990 1998 change

Stock funds $283 $3343 1081%

Bond funds 284 831 193

Total 567 636

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 representativeswould be needed to

address the workload arising from the additional assets Iii 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 Lhe iriutual 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 ani 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

Although Advisers Academic studias 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 alonc

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

Source GAO analysis of ICI data
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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 arc 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 othcr providers had increased over 800

percent from 1990 to 1998

table Estimated Mutual Fund Adviser
and Service Provider Revenues From DolliS in millions

Operating Expense Fees 1990-1998 Estimaled ree revenues

Peitentage
Fund type 1990 1998 change
Stock $2544 $22931 801%

Bond 2408 9a3 146

Totals 4952 2864 483

Source GAO analysis of data from Id

Fee revenues for the largest funds have similarly Increased Using data on

77 of the largest stock and bond funds5 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 with assets over $3 billion The data for the stock funds include tive hybrid
fuiid that also jayest in boiids or other debt seeurlttes
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Average Mutual Fund

Expense Ratios Have

Generally Declined But Not

All Funds Reduced Their

Ritios

advisers indicated that these firms operating profits as percentage of

their revenues have been increasing for at least years

GAO identified various studies and analyses of the trends in mutual fund

fees Some of these analyses found that mutual lurid expense ratios and

other charges had been declining but other analyses found that expense

ratios had Increased However some industry participants criticized the

methodologies used by these studies For example many of these studies

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 a1owed 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 itt 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 RatJo for 77 Larqest 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 5.74 5.78 5.78 5.80 5.81 5.79 $75 $68 $65 -12%

Bond 31 .62 .61 .61 .60 .61 .63 61 .60 .58 -6

Source GAO analysis of data from Morningstar Inc and Barrens Lipper Mutual FLnds 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 Ti

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 hlstoiy and markel cojidiUuns
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these funds 38 74 percent had reduced their expense ratios by at least 10

percent dining this 9-yearperiod Of the remaining funds 14 percent

reduced their expense ratios by less than 10 percent and 12 percent

had either not changed their fees or had increased them

Table Fee Reductions by Large Funds
Whose Asset Growth Exceeded 500

Percent From 1990 to 1998

Competition Does Not
Focus on Price of Service

Total change in fee from 1990 to 1998 Number of funds Percentage

Reduction over 30 petvŁnt 17 33%

Reduction of 10 to 30 percent 21 41

Subtotal 38 74

Reduction under 10 percent 14

No change

Increase under 10 percent

IncreeseoflO to 30 percent

increase over so percent

Subtotal 13 26

Total 51 100

May not total due to rounding

Source GAO analysIs of Morningstar and Barrons Lipper Muiat Funds Quarterly data

Active competition among firmswithin given industiy 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 returns1 and services provided.9 Marketing their performance

and service as different from those offered by others allows fund advisers

to avoid competing primarilyon 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 funds1 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 tunds generally tend to be

SF0 requires funds to report their perfnrmance returns net of the fees deducted from fund assets

9As 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 piimary competitive market types

described by economists Markets with monopolistic competition characteristically include large

numbers of coinpethig Irma ease of entry and products differentiated on the basis of quality features

or services induded

indec 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 requiredby SEC rules

Specific Dollar Amounts mutual funds are required to provide potential investors with disclosures

that present operating expense fees as percentage of funds average net

assets In addition these disclosures provide hypothetical example of the

amount of fees likely to be charged on an Investment over various holding

periods However after they have invested fund shareholders are not

provided the specific dollar cost of the mutual fund investments they have

made For example mutual fund investors generally receive quarterly

statements detailing their mutual fund accounts These statements

usually indicate the beginning and ending number of shares and the total

dollar value of shares In each mutual fund owned They do not show the

dollar amount of operating expense fees that were deducted from the

valuc of these shares during the previous quarter2 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 lcvcl 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 adions of the

securities broker-dealers that act as the distributors of most mutual fund shares

Sales charges redemption fees and other transactiOnal fees are disclosed In mloltarainounts In either

account statements or confirmation staraments
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portion 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 lnvestor would also make such disclosures more comparable

to fee disclosures for other financial services such as stock brokerage or

checking accounts Compared to mutual hinds 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 ixistead 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 multipi Ing 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 he 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 Reviewin
interest between the fund shareholders and the adviser This conflict arises

because the fees the fund charges the shareholders represent revenue to

Fees But Opmions 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 casessubsequently 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 payRecommendations
on mutual funds GAO recommend that the Chairman SEC require that

the periodic account statiments 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 prsentJy 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

GAOs Evaluation evaluated in chapter with specific comments made by each organization

addressed In appendixes through Hi

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 CompanlesfCorporate Financing Department agreed in his

These 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 NASTR 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 ICFs 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 thannhance investors overall

understanding of fund fees

GAO agrees with ICI and the other commenters that the current

disclosures made by mutual funds which provide fund expense ratios

expressed as percentage of fund assets and include an example of the

likely amount of expenses 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 riot 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 IC 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 organizationsgenerally 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 tD the individuals who provided those

operating or invcstment 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 lnvestos 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 thir individual assets or accounts

All three commenting organizationsalso generally questioned this reports

finding that mutual funds do riot compete primailly 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

corripletely 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 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

firmsin 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 Disclosingsuch 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

Page 17 GAO/GCD-OO-126 Mutual Fund Fees

0001153



Case 21 l-cv-01083-DMC -JAD Document 3-6 FHed 03/04/11 Page 21 of 133 PagelD 1157

Executive Summary

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 IC indicated

that fund directors bylaw 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 fund 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 considcr

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
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Mutual funds offer investors means of investing in diversified pool of

stocks bonds and other securities As of 1998 44 percent of U.S

households owned mutual funds and the returns particularly for stock

funds had generally
exceeded returns that could have been earned on

savings accounts or certificates of deposit Since 1984 assets in U.S

mutual funds increased about 14-fold growing from $371 billion in 1984 to

$5.5 trillion In 1998 Because costs of providing mutual fund services are

generally expected to rise less rapidly as fund assets Increase the

sigtilflcant growth in recent years ha 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 investors Individuals 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

alter subtracting the funds expenses and liabilities and then dividing by

the number of shares outstanding This Is the funds net asset value NAy
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

NAV 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 arid other

securities are known as hybrid funds and are discussed in this report as

part of the inirmafion 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 bIAV Closed-end funds in which the number of shares is fixed trade at

market prices that are lretjuently 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 firmsthat operate mutual funds frequently
offer investors familyof funds that Includes at least one each the three
basic fund types although some firms mayoffer 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 arid 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 arid other service

providers for necessary services

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
mutuni funds roost funds are organized either as corporations governed by board of directors or as
business trusts governed by trustees When establishing requirements relating to the offict ale governing

fund the act uses the term directors 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 typo dollars in millions growth

1990 1998
Stock funds1 282800 3342900 1082%
Bond funds 284300 830600 192
Money Market funds 498300 1.351700 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/managcxncnt company that manages the funds porifollo according
to the objectives and policies described In the funds prospectus.3 Advisers

may also perform varIous administrative services for the funds they

operate although thcy 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

separatelyto 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 primarilythrough 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

Operattn enses and
incur ongoing operating expenses for which they pay the adviser and otherXP
providers who operate and service the funds An annual total of theseSales 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

En some cases the adviser may contract with other firms to provide Investment advice becoming
subadviser to those funds

Page 26 GAO/CCD-OO-126 Mutual Fund Fees

0001162



Case 21 1-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 30 of 133 PagelD 1166

Chapter

Introduction

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 lZb-I 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 distnbution of fund shares by broker dealers hmits lZb 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 Therefore any lZb-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 sante fund family

and account maintenance fees

4The fees investors pay to the lund adviser constitute some of the advisers revenue from operating the

fund For this reason there Is poteatial conflict between the interests of the fund shareholders who

pay the fund expenses and those of the adviser which seeks to niaxilnize Its own revenues and profits

Chapter of this report discusses how the laws that govern mutual funds have attempted to address

this conflict of interest

common type of back-end load called contingent deferred sales charge typically is calculated as

percentage nf the net asset value or offering price at the time of purchase and Is payable upon

redemption However such charges generally decrease increnientally on an annual basis and would

not be applied to redemptions after certain number of years

6The maximum permissible froot.erid and deferred sales load varies depending on factorssuch as

whether the fund offers certain rights or imposes an asset-based sales charge or service fee

NASI- rules prohibit members from describing mutual fund as rio load if the lund has front-end

or deferred sales charge or lIthe 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 sharcs on the advice of an investment professional including

sales representatives employed by securities broker-dealersor 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 kEiown as direct

market funds In addition investors cart purchase direct market mutual

funds through accounts they hold with broker-dealers Investors may also

use retirement benefit plans such as 401k plans to invest in any mutual

funds

Long-Term Impact of

Annual Fees on Mutual

Fund Investment Returns

Can Be Significant

Various Federal Statutes

Apply to Mutual Fund

Activities

The annual fees that investors pay can significantly affect mvestment

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 5year periods through

November iggi For example of the large funds that invest in

undervalued securities the funds in the quartile with the lowest fees

which averaged 78 cents per $100 of assets had the highest average

performancereturning 138 percent over years Conversely the funds

in the quartile with the highest feesaveraging $2.26 per SlOG 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 Perlbrrnance of Four and Five Star Equity Funds Financial

Research Corporation and Wechsler Ross Partneis ar 1998
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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

affiliates that are not subject to SEC oversight.W Depending ott 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 Cunency.t

9Additiunal Information on the mutual fund activities of banks is contained in Bank Mutual Funds

Sales Practices and ReuIatcy Issues GAO/GGD-95-210 Sep 27 1995

However the Gramm-Leach-BlIley Act passed In 1999 will require any banks conducting mare than

500 securities 1ransactIon 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 authorit.ies

also oversees any state-chartared banks that are Federal Reserve members The Federal Deposit

Insurance Corporation oversees state-chartered banks that are federally lnsure4 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 oUbmker 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
bjectives 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 responsibthtie.s 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 incktstry officials These officials

included representatives of 15 mutual fund advisers including 13 large

firmsand smaller firms These finns Included some of the largest mutual

fund families one firm affiliated with bank and several firmsknown for

charging lower fees We also interviewed officials from 10 industry

research organizations that compile information conduct analyses or

perform consulting services relating to the mutual fund industry These

firmsIncluded the major providers of data and analysis on the mutual fund

industry We also interviewed three officials from money management or

financial planning firms and two former senior regulatory officials In

addition we Interviewed officials from two financial Industry associations

Including the Investment Company Institute 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 iii mutual funds in the United States We reviewed studies

and analyses of the trend in mutual fund fees by academic organizations

industry associations and regulators

To identify what costs funds are required to disclose we reviewed SEC

regulations We also reviewed the annual reports for random selection of

35 funds including at least of the funds whose officials we interviewed

to identify the types of cost Information these funds disclosed We also

discussed the trends in costs associated with operating mutual funds with

industry officials at the organizations identified above We also reviewed

various academic research papers and analyses by industry research

organizations and others To identify the trends in average account size

we obtained and analyzed data from 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
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whose primary business activity involves operating mutual funds as an

adviser

To determine the trend in mutual fund fees we interviewed industry

participants
and reviewed studies analyses and academic research

regarding mutual fund fees To conduct our own analysis
of the trend In

fees we collected and analyzed data on the largest mutual funds These

Included the 77 largest mutual funds In existence for the entire 1990-1998

period based on asset size as of February 28 1999 as reported in the

Upper Mutual Funds Quarterly section In the April 1999 issue of

Barrons We focused on the time period since 1990 because it represented

the most current and consistent period of mutual fund industry history and

market condItions The 77 largest funds consisted of 41 stock funds and

hybrid funds each with assets over $8 billion and 31 bond funds each

with assets over $3 billion We excluded 10 other stock hybrid and bond

fUnds that were above the asset mITlmums but came into existence after

1990 We obtained annual expense sales load and asset data for each of

the 77 ftmds for each year from 1990 to 1998 from Mornlngstar Forbnn

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 organizationsIdentified 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

arid industry association officials To determine how investors use the

information on fees we reviewed studies and surveys done by industry

research organizations We also interviewed industry participants to obtain

their opinions regarding the effectiveness of existing fee disclosures and
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suggestions for additional disclosures broker dealer also provided us

summary information from customer survey that included questions
about the utility and desirability of current and proposed fee disclosures

To determine the responsibilities of mutual fund directors regarding fees
we reviewed the relevant laws rules and regulations governing mutual

fund
organizational structure and directors responsibilities We also

interviewed officials from SEC and NASDR In addition we discussed the

effectiveness of fund directors with industry participants From legal

databases we also obtained and reviewed decisions and other documents

pertaining to various court cases involving mutual fund fees

We conducted our work in Washington DC Chicago IL New York NY
Boston MA San Francisco CA and Los Angeles CA between November
1998 and April 2000 In accordance with generally accepted government

auditing standards We requested comments on draft of this report from
the heads or their designees of SEC and NASDR In addition we
requested comments from the mutual fund industry association IC Each
of these organizations provided us with written comments which appear
along with our responses to individual comments in appendixes through
IlL Additional technical commcnts 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.1 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 nnt 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 firmswere generally profitable and that their

profitability had been increasing

As fund assets grow the adviser earns additional revenue because its fee is

percentage of the funds average net assets However in performing the

various services necessary to operate the fund the adviser Incurs various

costs for services such as researching selections for the portfolio and

managing the investments to maximize returns Fund advisers also incur

costs to adrninlsLer accounts process account ransactiorts 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 Find daring particular period shown as percentageof the

fends total assets The expense ratio Includes management fee that compensates the adviser for

selecting and managing the funds portfolio l2b-I fees used for expenses associated with distributing

fund shares and any other expenses associated with admintstertng the fund that have been deducted

from 11.5 asSets

.3

As fund assets grow advisers usually experience Increases in both their

FUnU i-tsset rowtii 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 itt 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

Fund Advisers Experience

Economies of Scale
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operational efficiencies or economies of scale

Academics Industry research organLzatioris regulators and fund advisers

we consulted generally agreed that mutual fund operations are subject to

economies of scale as their asscts 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 $139 per $100 of assets

and funds with assets of over $5 billion had an average expense ratio of 70

cents per $100 of assets The ICI 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 IC states that the operating efficiencies that mutual fund

advisers experience arise not frou spreading fixed costs across growing

asset base but from needing proportionally
fewer additional resources as

assets grew The study found that fund advisers typically expend

additional resources for portfolio management Investment research and

fund administration as fund assets grow For example an adviser of fund

experIencing 100-percent growth In fund assets may need to add only

new hires to staff of 10 customer service representatives rather than

doubling the staff to address the workload arising from the additional

assets Therefore customer service personnel costs would be

proportionally less for twice the assets

Industry officials we interviewed also generally agreed that mutual fund

operations experience economies of scale An official at money

management firm whose customers invest in mutual funds told us that

mutual fund advisers operations are subject to large economies of scale

and additional investor inflows result In little additional cost Officials of

the fund advisers we interviewed also agreed that their operations

experienced economies of scale

Some of the studies and industry officials noted that economies o$ 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 Cotnnanv 1nstiite Pernective Operating KxpenseJattOS Assets and

In Eauity Mutual Funds John Rea Brian Reid and Kimberlee 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

An additional factor that should contribute to economies of scale among
mutual fund advisers was the extent to which their assets grew due to

portfolio appreciation Such growth results as the securities that have been
selected and purchased for the funds portfolio increase In value As the
value of the fund assets Increase the advisers revenues also increase
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

The lhird White PperAre Mutual Fund Fees Reasonable 1ptember 1998 Upg lApper
Analytical Services Inc Sep 1998
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Substantial Asset Growth
From Portfolio

Appreciation Should Also

Result in Economies of

Scale

Table 21 Source of Asset Growth for

All Stock and Bond Funds From 1990 to
Fund type Portfolio appreciation

1998

Stock funds

Bond funds 54.2%
Totals 56.1%

Source GAO analysis of lCl data

lnvestói share

purchases Totals

43.5% 100%
45.8% 100%
43.9% lOOo4
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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 disclosuresdo 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 financial information applicable to the fund when

initially offering shares to the public and on semiannual basis thereafter

This information includes balance sheet which lists the fund assets and

liabilities and statement of operatlonS The statement of operations

presents the Income and expenses Incurred by the fund funds income Is

generally the dividends and interest earned on the securities in its

portfolio For expenses the disclosure requirements for the statement of

operations are relatively brief and require separate reporting of

investment advisory management and service fees in connection with

expenses associated with the research selection supervision and custody

of Investments

amounts paid as part of 12b-1 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 gcncrally
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 iS advisers thatwe

contacted and random selection of others that we obtained from public filings
made to SEC
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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 ftind 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 deteinilned Some of
the advisers that manage mutual funds are publicly owned companies and
thusare 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

.4 .4 Only limited public data exist ie indIvidual costs incurred by miiiiiT.i Uflu anu uier
fund advisers but this information and industry officials statementsIndustry 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 firmsthat

market mutual funds In addition overall operating costs have risen due to
increases in other areas including the costs of distribution advertisingand personnel

New Services Increase Mutual fund officials cited new services as an important reason for the

Oeratjnc Costs 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 firmsare 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

Increasinu
incurred as part of having their funds distributed Some broker-dealers

whose sales representatives
market mutual funds have narrowed their

offerings of funds or have created preferred lists of funds which then

become the funds thatreceive 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 firmsthan

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 fequiring 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 firmsthat 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 finns customers

Fund Advertising Costs Also Another area in which mutual fund advisers were reportedly experiencing

increasing
higher costs was In advertising expenditures According to data compiled

by one industry research organization consumer mvestment 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

Amounis paid to fund distdbulors deducted from fund assets must be paid pursuant to lZb-I plan

Other amounts paid to distributors would come out of adviser profits

Fund Advertistn Evolving Trends Among Television Internet and Print Medla 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 finns fund

offerings from those of other firms For example one Industry research

organization official Indicated that competition among so many funds

requires advisers to increasingly promote their particular funds Mutual

fund supermarkets may also increase fund advisers advertising expenses
Advisers selling through fund supermarkets may find that they avoid the

costs associated with salesforce or certain other expenses However

Increasing the likelihood that Investors will select their funds out of all

those offered through such supermarkets usually requires that advisers

must spend on advertising to increase investor awareness of their funds

Personnel Costs Also Although already paying among the highest levels of compensation mutual

Incr
fund advisers apparentLy have to pay Increasing amounts to aifract andEaS
retain personnel Mutual fund personnel are among the best-compensated
staff among various financial orgatilzations 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 po5itions 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 organizationswe 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

99 Investment Management Cnmnensation Survav Association for lnvesmient danagement 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 increasingthe 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 Al rease
investments in their overall information technology resources as source

so nc
of increased costs to their operations For example officials at one mutual

But May Eventually Reduce fund adviser told us the stalling of their Information technology
Adviser Costs department has risen from persoiI to over 700 over 26-year period

Mutual fund adviser and industry research officials also described other

information technology ecpend1tures that firmsare making including

implementing automated telephöne 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 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 include

general partner which manages the fund and limited number of other Investors that usually must

meet high minimum Investment requirements

i-low Fund Companies Are Using the Internet to Strengthen Custonier Relationships and Cut Costs
Mutual Fund CafØ Inside Scoop DeRemer Associates and Wechsiar Ross Partners Aug 1998
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According to industry officials the costs of providing mutual fund services

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 custody over the securities invested in by their funds

Fund adviser officials also explained that If their asset growth comes from

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

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 on 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

Smoothly

New Accounts Also

Increase Adviser Costs
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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

Although some firms may experience decline in their average account

size that results In an increased cost per account Industrywide data

Indicatcd that this is not affecting all firms According to our analysis of

Id data the average account size for all stock funds in the industry has

risen by 127 percent from just 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

Fee Revenues Have
Increased Significantly

Although comprehensive data onthe costs fund advisers incurred was not

available the revenue fund advisers and other service providers collect as

fees from the mutual funds they operate appears to have Increased

significantly The fee revenues earned by the advisers and service

providers of the largest mutual funds have also risen significantly during

the 1990s The amount of fees collected on per account basis has also

risen

As mutual fund assets have grown the revenues that fund advisers and

other service providers collect through the fees they deduct from these

funds have also risen ICI provided us with data on the assets and

operating expense fee revenues for 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 Of her

Service Provider Fee Revenues 1990-

1998

Dollars In millions

Estimated fund adviser and

Fund type Total assets provider tee revenues

Percentage Percentage

1990 19B change 1990 1098 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 id

Fund adviser and service provider revenues were estimated by multiplying fund assets by operating

expense ratios

The total asset amounts dlfter from those presented elsewhere In this report because the data

provided for this revenue analysis did not include
ally

funds sold as pail of variable annuity products
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The largest funds have also produced more revenue for their advisers and

other service providers during the 1990s Using 1998 data we identified the

77 largest stock and bond funds that had been In existence since i990

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 23 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

1980 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Total assets $164425 $232985 $303339 $409755 $432241 $595867 $745889 $954725 $1157219 604%

Total fee revenue $1128 $1640 $2157 $2986 $3255 $4488 $5387 $6347 $7428 559

Source GAO analysis of data from Momingstar lno and Barrons Upper Mutual Funds Quarterly

Some of the largest funds experienced significant increases in their fee

revenues from 1990 to 1998 For example the assets of the largest stock

fund grew 580 percent from $12.3 billion in 1990 to $83.6 billion in 1998

The revenues of the adviser and other service providers for this fund grew

308 percent increasing from about $127 million to over $518 million during

the same period As the assets of another stock fund grew 825 percent

from $5.6 billion In 1990 to $51.8 billion in 1998 its advisers adviser and

other service providers revenue increased 729 percent growing from $38.7

million to $321 million during the same period

On an 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

Us1ng data as of February 24 1998 we identified these funds as being the largest funds that had been

in existence since at least 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 billun 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 hod similarlevels of assets as the funds in our analysis we did

not include them In our analysis because they had been created alter 1990

141C1 did not provide data on the number of accounts for 1998
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Table 2.4 Average Fees Collected For Stock and Bond Fund5 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 $184 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

Data for Some Mutual
limited to few studIe done by lndustiy research organizations.5 As noted

Fund Advisers previously financial statements are not available for most mutual fund

Indicates Profitability adviser firms Although hundreds of mutual fund advisers exist

Has Been Increasing
information was available fur 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 firmsmay not be representative of the industry as whole

because the public firmstend to be among the largest firms However

analysis
of Information for some of these firmsindicated 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 arid thus are required to

make their financial statements publicly available For its analysis

Strategic insight
reviewed the financial results from 1994 to 1998 for 18

public companies5 that manage mutual funds and other private account

assets According to its report these 18 firms managed about $1.1 trillion

In mutual fund assets and accounted for about 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 4giy

Mnagen1nnt Financial ComnarLcorethi9 Strategic Insight LLC Ne.wYnrk NY Apr 999 The Third

White Panec Are Mutual Fund Fees Reasonable Seutember 1998 Uodate Lipper Analytical Services

Inc Sep 1998 and Price Valuation and Performance Analytics Putnam Love Thornton LaGuardia

Apr 1999

The companies include AMtFSCAP PLC Affiliated Managers Group Alliance Capital L.P. Eaton

Vance Ftanklin Resources Federated Investment Gabelli Asset Management Kansas City Southern

financial group only Liberty Plnanclal PIMCO Advisors L.P. Phoenix investment Partners Pioneer

Group Pilgrim America The Jbhn Nuveen Company Nvest L.P Rowe Price United Asset

Managenicul and Waddell Reed
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Table 2.5 Change in Revenue and

Expenses From PriorYear and
1995 1996 1997 1998

Resulting Operating Margin for PubIi Fee revenue growth 43% 36% 34% 28%

Asset Management Companies Operating expense growth 48 34 31 27

Operating profit margin 33 34 35 36

OperatJng margin is the petcentage that operating profit revenue minus expenses represents of

total revenue before taxes

Source Strategic Insight LLC analysis oF 18 pubflc companies

Although the Strategic Insight data shows that expenses have been

increasing for these companies it also showed that their revenues were
on average increasing at higher rate than their expenses between 1996 to

1998

As table 2.5 also shows Strategic Insight found that as measured by profit

margins the profitability of these mutual fund management companies has

been Increasing In 1998 Strategic Insights calculations indicated that

these 18 companies pretax operating profits calculated by subtracting

total expenses from total revenues before subtracting taxes averaged

about 36 percent of their revenues

These mutual fund advisers also appear generally profitable compared to

firms In other Industries commonly used measure of profitability is

return on equity which is the ratio of profits to the amount of equity

invested in the business by the firms owners which is derived by

subtracting the firms liabilities from its assets

The Strategic Insight data lacked complete information on all 18 publicly

traded mutual fund advisers but we were able to assess the rates of return

on equity of of the advisers as far back as 1995 From 1995 to 1998 the

returns on equity for these nine firmswere generally consistent and

ranged on average between 23 and 26 percent during Lhese years with the

26 percent occurring in 1998 This was comparable to the 500 U.S

companies in the Standard Pocrs 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 theft

assets Our analysis of the largest funds Indicated that 25 percent of the

funds whose assets grew by 500 percent or more slnce 1990 had nOt

reduced their expense ratios by at least 10 percent by 1998 Including some
funds that raised their fees

.i- Studies and analyses that looked at tue trend In operating expense ratiosiUu1S rtiSO J.flU and other charges to mutual fund investors had
generally mixed findingsMixed 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 deciining Aniong these were series of studies

conducted by ICI which looked at the trend in mutual fund fees charged

by stock and bond funds.3 In these studies ICI combined funds annual

operating expense ratios with an amortized portion of any sales loads

chargcd.Z To calculate thc 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 casts 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 F.guitv Mutual Funds November 1998

Total Shareholder Cost of Bond arid Money Market Mutual Funds Washington DC Mar 1999 and
Mutual Funds Costs 1O.199B Washington D.C Sep 1999 ICI also issued related study of

economies of scale that also induded fee trend Information Investment Company Institute

Perspective Operatln Expense Ratios Assets and Economies of Scale in Eiui1y Muinal 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 amorttradj 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 sharuholdeus each year was calculated us the annual operating

expenses plus that yearsproportionate share of any applicable sales karl

Page 46 CAOCCflOO..i26 Mutual Fund Fees

0001182



Case 21 1-cv-01083-DMC -JAD Document 3-6 FHed 03/04/11 Page 50 of 133 PageD 1186

ChapterS

Mutual Fund Operating Expense Ratios Generally Declined

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-l fees also contributed to the

overall decline in investor costs

The conclusions reached by some of the mutual fund fee studies have been

criticized because of the methodologies used Some industry participants

were critical of the conclusions reached In the ICI studies because it

calculated average annual shareholders costs by weighting them by each

funds sales volume For example analysts at one industry research

organization acknowledged that the ICI data may indicate that the total

cost of Investing in mutual funds has declined However they said that

because IC weighted thefund fees and other charges by sale volumes the

decline IC reports results mostly from actions taken by Investors rallier

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 Lhai 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

Feb 19.1995
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Fund Costs lip or Down Scott Cooley Mornlngstar Inc

GAOIG1D-OO-126 Mutual Fund Fee

Other Studies Found Fees In contrast some studies or analyses that looked at the trend in mutual

Risin
fund fees found that fees had been rising These Included analyses by

academic researchers industry research organizations and regulators For

example an analysis by an academic researcher Indicated that the median

asset-weighted average operating expense ratio of funds in the industry

had increased by percent from 1987 to 1998 An internal study by SEC

staff found that median expense ratios had increased by 11 basis points

from 1979 to 1992

Criticisms Raised Regarding

the Methodologies Used by

Some Fee Studies
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increasing prevalence of funds with more specialized investment

objectives such as international funds which usually have higher research

costs and thus tend to have higher expense ratios overall than other funds

Our analysis indicated that the largest funds grew more than other funds in

Largest Mutual Funds
the indusliy As shown in table 3.1 the average size of the 46 largest stock

Generally Grew Faster funds increased by about 1100 percent from 1990 to 1998 the average size

Than Industry Average 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 200percent 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 2651 5828 128

rotal for laigest funds 2135 15029 604

All other funds in industr
Stock funds 159 602 279

Bond funds 206 291 41

Total for all other funds 178 484 172

Source GAO analysis of data from CI Mornlngstar Inc and Barrons Upper Mutual Funds

Quarterly

Because they grew more than other funds the largest funds would likely

have been subject to the greatest economics 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 Ti cents in

1998 which was decline of 20 percent The expense ratio for the largest

Among Largest Funds
Average Expense
Ratios Declined for

Stock Funds but Less

so for Bond Funds
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bond funds was 66 cents in 1990 and 64 cents In 1998 dectine 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 CA

$0.82 so.o
$0.80

$0.13
$ait

______ $0.65 $054 $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 Id Morningstar mc and Barrons Lpper 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 1CI 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 2.2 also shows the fees paid by the average dollarinvested in the

largest bond funds remained relatively constant during this period but also

declined in the most recent years

Table 3.2 Asset-WeIghted Average Operating Expense Ratios for 77 Largest Stock and Bond Funds From 1990 to 1998 in

Dollars Per SlOG of Fund Assets

Number of Percentage change

Type of fund funds 1990 1991 1992 1993 1994 1995 1996 1997 1998 1990-1998

Stock 46 $.74 5.78 $.78 $80 $.81 $.79 $75 5.68 $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 mutual funds in general appear to havc reduced their operating
Asset Growth Usually

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 slgnfficantly however not all had reduced their

Reductions
ratios by more than 10 percent

Most Large Funds Had Our analysis and those by others Indicated that the advisers for most large

funds had reduced their funds expense ratios Of the 77 large funds for
Reduced Expense Ratios

which we collected data 54 funds or 70 percent had lower operating

expense ratios In 1998 than they had in 1990 see table 3.3 As can also be

seen the largest bond funds were less likely to be charging lower fees than

were stock funds 48 percent of the bond funds had lower expense ratios

compared to 85 percent of the stock funds

Table 3.3 Change in Operating Expense Ratios Charged by 77 Largest Stock and Bond Funds 1990-1998

Funds that reduced fees Funds with no change in fees Funds that raised fees Total number of

Type of fund Number Percentage Number Percentage Number Percentage funds

Stock 39 85% 4% 11% 46

Bond 15 46 14 45 31

Total 54 70 19 25 77

Nole percentages do not total to 100 percent due to rounding

Source GAO analysis of data from Mornlngstar Inc and Ban-ons Upper Mutual Funds Quarterly

ICI 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
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experienced significant asset growth and likely reached sufficient size to

realize economies of scale ICI reported that 368 or 74 percent of these

497 funds had lower operating expense ratios as of 1998 than they had

charged in their first full year of operation Conversely the expense ratios

of the other 129 or 26 percent of the funds IC reviewed had either not

reduced their ratios or had raised them since their first full year of

operation

The data on the largest funds cannot be used to ascertain what the trend in

operating expense ratios has been for the industry as whole As noted

our sample consisted of the 77 largest funds in existence since 1990 ICI

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

rcvicwing data for only the largest funds would bias the results towards

those funds most likely to have reduced their expense ratios As result

review of funds outside the largest funds could find that smaller

percentage of funds had reduced their expense ratios to any significant

degree

Funds With More Asset In analyzing the largest mutual funds we found that the largest reductions

th
In expense ratios generally Involved funds with the greatest growth In

row ore
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 Jikely 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 ol 40 of the

large stock finds 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 arid of the Funds

were charging higher ratios in 1998 than they had in 1990

We used 10 percent as the threshold for identifying slgnitlcant
reduction because 10 percent is

traditional accounting measure of materiality and it appeared to be reasonable amount given the

level of asset growth that occuned 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 1.000 200 to 500 200 toO 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 born Mornlngatar Inc and Rairons Upper 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 boid funds whose assets had grown since

1990 are 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

9years since 1990

Table 3.5 Relatlonshipof 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 4200 toO Decline In assets Total

Reductionover30 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 Morningstar Inc and Barruns 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 ICI determined that the

funds in the top 20 percent of asset growth had reduced their operating

expense ratios on average by 51 cents per $100 of assets In contrast the
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decrease in the expense ratio for the funds the bottom 20 percent of

asset growth averaged only cents per $100 of assets

Funds with Higher

Operating Expense Ratios

Made Greater Reductions

Than Funds With Lower

Ratios

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 beganoperations To conduct its analysis IC 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 Id

reported that the funds in the quintile with the lowest ratios initially were

charging an average of about 50 cents per $100 of assets By 1998 the

average expense ratio charged by these funds had Increased by cents In

contrast the funds in the quintile with the highest fees had an average

operating expense ratio in the initial period of $1.86 and by 1998 they had

reduced their ratios by an average of 76 cents

Our own analysis of the largest mutual funds confirmed this relationship

between relative fee levels and subsequent operating expense ratio

changes To perform this analysis we separated the 77 largest stock and

bond funds into groups based on whether their operating expense ratios

were higher or lower than the combined average for each type of fund5 in

1990 This resulted in 29 funds whose 1990 expense ratios were higher than

the average charged by funds of their type in 1990 and 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 48 stock tunds being

separated Intu 19 funds with fees higher than the slock fund average fee and Z7 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 iouar per $100 of assets
Ratio From 1990 to 1998 for Funds With
Above and Below Average Fees in 1990
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48 funds with operating expense fees below average

29 funds wh operating expense fees above average

Source GAO analysis of data from Morningstar Inc and Barrons Lipper Mutual Funds Quartejfy

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

Hhfeefunds $1515 $15162 901% $1.22 $.92 -25%

Lowfeefunds 2510 14948 496 .54 .54

Total 2135 15029 604 80 68 -15%

Source GAO analysis of data from Morningstar Inc and Barrons Upper Mutual Funds Quarterly
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Competition in Mutual Fund Industry Does

Not Focus on Fees

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

monopolistlcally 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 markWlndiistiy Such Industries also offer

Mononohstic products that differ from one another in terms of quality features or

..i
services Included Our review and the analyses of others found that the

ompedL1on 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

M1cr11 for products in those markets For instance perfectly competitive markets

tjj 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 classify the nature of competition prevailing

In markets into at least three other types that include perfect competition oligopoly and monopoly

The distiriguisling
features of each type vary across various cIiarecterlstk including the ijumber of

finns 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 groceiy 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 numiiE

ti of funds As shown in figure 4.1 the number of individual mutual funds inmpe UflAS
the indusuy has grown significantly since the early 1980s

Complexes Exist
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Figure 4.1 Number of Mutual Funds from 198410 1998
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Source GAO analysis of data from ICI

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 5-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 growth increasing in number by over 2300 funds

The number of fund families also rose significantly durln8 the same period

As shown in figure 4.2 the number of families grew from 193 in 1984 to 418

in 1998 117-percent increase over the 15-year period Growth during the

1990s was more modest than in the 1980s as the number of fund families
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increased by 94 from 1990 to 1998 compared to an increase of 201 from

1984 to 1990

Figure 4.2 Number of Mutual Fund Nuer of fund and families

Famillies for Selected Years From 1984

Through 1998 450

Concentration of assets under management in the mutual fund Industry

has changed little since 1984 Data compiled by an industry research

organization showed that the 20 largest fund families accounted for about

65 percent of the total assets as of November 1998 compared to about 67

percent In March 1984 statistical measure of industry concentration

known as the Herfindahl-Hirshman Index2 which is used by the

Department of Justice In assessing antitrust cases also shows that the

mutual fund industry is not concentrated On scale with maximum

value of 10.000 the mutual fund Industry scored 329 as of May 1997

slightly lower than ifs score of 350 in 1984

The Index determines score of industry concentrafion based on the percentage market share of

each firm in the Industry An index score of close to wduld Indicata perfect competition where all

thins have equalmarket sharesbut score of 10000 would indicate monopolywhere one firm

has the entire market to itself Therefore the lower the index score the higher the level of compettuon

in the Industry conversely the higher the scora 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 Sa RelatI
that entry into the mutual fund industry has been relatively easy As

ye
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 organizationsthat 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 suprmarkets In recent years various muIual fund

or broker dealer firmshave 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 organFzation 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 resent
industry other similar financial products also likely create competition for

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

improving Price Competition for Mutual Funds and Bonds before the Subcummlttee on Finance

and Hazardous Materials House Commerce Committee September 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-tine

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

ncc 1- -i -i
monopolistic competition is that it offers differentiated products Although

i.JuJ.erenij.aLeu rot.LucLs
all mutual funds basically offer investors standardized means for

Investing in pooi of diversified securities finns offering mutual funds

compete by attempting to differentiate their products from others Mutual

funds invest in variety of securities that can be grouped piiinariiy 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

Attempt to 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 exiense
fees they charge for their

services Although markets with commodiltylike products usually compete

primarily on the basis of price
when products can be differentiated price

competition tends to be less.lmportant than other factors One academic

analysis 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 io 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 irivestor 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 basisof 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
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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

peers5

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 ftirid firm stated that

although price competition exists among money market and boiid 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 primarilyon the basis of their

performance However mutual fund adviser and other industry officials

also observed that because funds are required to report performance

lndustrv-WLde Expense Trends Should Industry Growth Necessarily Translate Into Lower Avera8e
Exnense Ratios Blue Plate Special Mutual Fund Caft Financial Research Corporation Jan 1e08
httpi/wwwricafe.coin/paiittyfbps_O1O568.1itnii
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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 familieswhich 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 1601 the 43 advertisements Included statements

that the funds described did not charge sales loads

Opinions Were Mixed Opinions were mixed as to whether 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 induslry 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 firmswould 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 firmsin 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

speech 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 Croup Washhton 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

Pr focus primarily on the price of mutual fund services some evidence of
ic.e omp

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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Mutual Funds Are Not Required to Disclose

Actual Amounts Charged to Individual

Investors

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 fund advisers lowering

the loads charged on mutual funds since the 1980s

Opinions varied on the usefulness to investors of the required fee

disclosures The mutual fund and regulatory officials we contacted

generally considered mutual fund disclosures to be extensive and adequate

for informing prospective investors of the fees they would likely Incur on

their mutual fund investments However some private money managers

industry researchers and legal experts indicated that the current fee

disclosures do notmake 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

Required Fee
mutual funds deduct for operating expenses Instead mutual fund

Disclosures Do Not
regulations

focus on ensuring that investors are provided with adequate

Provide Amounts Paid disclosure of the risks and costs of Investing in mutual funds At the time

by Individual Investors fpurche
mutual funds are required by law to provide certain

-- D1 information to potential fund investors about the funds including
LII LILIUL information about the fees they will pay This fee information is governed

by certain provisions of the Investment Company Act of 1940 and various

SEC rules and regulations that require fee disclosures so that investors can

make more Informed investment decisions

Presently all funds must provide investors with disclosures about the fund

in written prospectus SEC rules require that the prospectus include fee

table containing certain specific information about the sales charges
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operating expenses and other fees that an Investor will pay as part of

investing in the fund

Figure 5.1 shows an example of fee table for typical mutual fund As

shown in the figure the fee table required for mutual funds primarily

consists of three sections The ffrst section presents information on

shareholder transaction expenses which investors pay out of the amount

they invest These includeany 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 redemptiont or that apply to reinvested

dividends or other distributions.2 In addition some funds charge

redemption or exchange fees Redemption fees are expressed as

percentage of the amount redeemed and are paid at the time the investor

sells fund shares Exchange fees can be assessed when investors exchange

shares of one fund for shares of another fund in the same family The fund

depicted in figure 5.1 charges its investors 5.75-percent load but does not

levy any other sales charges

Funds must disclose the maximum of any deferred sales charges which include sales charges that

apply to the purchase of fund shares payable either upon redemption In Installments or both

expressed as percentage of the offering 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 an reinvested dividends arid other disulbutlons such

as returns of capital as percentage of the amount to be invested or disthbuted
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Required as Part of Mutual Fund Fee
Disclosures

Chapter

Mutual Funds Are Not Required to Disclose Actual Amounts Charged to Individual investors

FEES AND EXPENSES OF THE FUND

The following describes the fees and expenses that you may pay ifyou buy and hold

shares of the fund

Sharehoder Fees

fees paid directly from your investment

Maximum salescharge Imposed on purchases

as percentage of offering price 575%

Maximum sales charge Imposed on reinvested dIvidends 0%

Maximum deferred sales chargØ 0%

Redemption or exchange fees 0%

Annual Fund Operating Expenses

expenses that are deducted from fund assets

Management Fees J.34%

Service 12b-l Fees 0.25%

OtherExpenses 0.11%

Total Annual Pund 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

Three
years 786

Five years 942

Ten
years $1395

Source GAO example based on fee table In actual mutual fund prospectus

The middle section of the fee table shown in figure 5.1 presents the funds

total operating expenses incurred over the previous year Funds are

Page 88 GAO/GGDOO-126 Mutual Fund Foce

0001204



Case 21l-cv-01083-DMC -JAD Document 3-6 Filed 03104/il Page 72 of 133 PagelD 1206

Chapter

Mutual Funds Are Not Required to Disclose Actual Amounts Charged to Individual Investors

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 En 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

Iii 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 lp-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
hi other mutual funds.3

In addition to the disclosuresrequired 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 represent4

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 he 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 11.000 to

810.000 toflt 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 indude amounts paid for Investment advisory services

nuniagemeni end athuhiistrattve services marketing mid distribution Lanes 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 armually

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

shareholdersgenerally 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 stalement date and the

corresponding total value of the shares These statements do not show In

either dollars or as percentage of assets 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 Ilnancial

Fmanctaj 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

finandal services generally receive information that discloses the specific

dollar amounts for fees or other charges they pay

MutuaI fund shares distributed by broker-dealers are subject to SEC and NASD rules including NASD
nile 2340 that requires that quarterly account statements be prnvkled 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 11 of the Gramm-Leach-BllIey
Act passed in 1999 will require that banks conducting InUre than 500 securitIes transactions per year

move such activities Into securities broker-dealer after May 12 00i

Funds somethnes charge irranstors other fees such as for account lnaintenancerx wire transfers that

are set dollar amounts that may be deducted from an Investors account and shown on subsequent

statements
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rable 5.1 Fee Disclosure Practices for

Selected Financial Services or Products
Type of product or

service Disclosure requirement

Łit accounts Depository institutions are required to disclose itemized tees

in dollar amounts on periodic statements

Bank trust services Although covered by varying state laws regulatory and

association officials for banks indicated that trust service

cha9es generay shown as spedfic dollar amounts

Investment services When the adviser has the right to deduct fees and other

provided by individual charges directly from the investors account the dollar

investment advisers amounts of such charges are required to be disclosed to the

Investor

Wrap accounts Provider is required to disclose dollar amount of fees on

investors statements

Stock bond or other Broker-dealers are required to report specific dollar amounts

securities purchases charged as commissions to investors

Real estate property Brokerage commissIons generallyare specified as

purchases percentage of property value but disclosed as specific dollar

amount onpurchase documents

In wrap account customer receives lnvestaient advisory and brokerage execution services from

broker-dealer or other financial Intermediary for wrapped fee that Is not based on trarisactkrns 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 firmsbegan 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 en 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 thereturns 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 deposli 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

According to surveys and other lnfonnation investors tend to consider

Mutual Fund Fees Are
other factors before considering fees charged by mutual funds On the

at Prim.ary other hand investors appear to be more sensitive to mutual fund loads

Consideration for and these charges have declined over time

Investors

Various Other Eactors c-st
Investors themselves have indicated that other factors take precedence

Greater Consideration Than
over fees when they evaluate mutual funds To assess the extent to which

investors consider fee information when selecting and evaluating mutual

Fees funds we consulted wide variety of sources including academic

literature Industry research finns 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
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random survey conducted on lCrs behalf of individuals who had recently

made stock or bond fund purchasesT 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 lnvestors 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 Lie cited other

rerrh 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 tooked 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

TSeholder Assessment of Risk Disclosure Methods IC Washlnton DC Spr 1916

Understandirin Shareholders Use of Information and Advisers ICI Washington DC Spr 1997

lmpmving Price Competition for Mutual Funds and klonds before the Subcommittee on Finance

and Hazardous Materials House Commerce Committee Sept 29 1998

Industry-wide Expense Trends Mutual Fund CafØ Blue PlateSpecial 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 professionalswhen selecting funds According

to research by IC 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 percent had

consulted with Investment advisors to assist with their decisions Some

industry participants said that investors who rely on investment advisors

are not likely to exert much pressure for lowering fees

Investors Appear More Although investors do not appear to give primary consideration to the fees

Aware of Sales Loads than
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 52 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

Prkthg Structure Frend Prune DesLinliLiun for Net Flows ii Back-End Loaded Sires ifu
Fund Cafe Blue Plate Special Finandal Research Corporation floston MA Feb 1999
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Table 5.2 Sates of Mutual Funds for Select Years 1984 to 1998 by Type of Distribution Method

Dollars in nilillons

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% $13622 33%

1991 124522 62% 74806 38%

1998 542600 81% 348210

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 charged investors loads Using data from

1984 which was the earliest period we reviewed we found that 16 of these

funds had loads of more than percent Including 14 that charged at least

percent However by 1998 funds had eliminated their loads of the

remaIning 38 load funds none charged load greater than percent with

the average load being 4.62 percent During this same period some of

these funds were raising their loads The loads charged by six funds

Increased from 4.00 to 4.25 percent and one fund raised its load from 4.00

to 4.75 percent

Investor awareness was the reason Industry participants cited for investor

resistance to paying loads and the overall decline in loads According to

some 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 advice

Industry participants opinions varied on the adequacy of mutual fund fee

pinions Varied Ofl
disclosures to investors Many including fund adviser officials and

Adequacy of Current researchers Indicated that current disclosures adequately highlight the

Fee Disclosures fees that investors cdui 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 Infonnation such as

dollar amounts or comparative data on other funds charges would be

useful

Most Officials Found Most of the officials from the mutual fund advisers research organizations

Disclosures Ade regulators and other organizations we contacted said that mutual fund fee

disclosures made under the current requirements provided adequate and

important Information to investorsSeveral officials noted that investors

can use the standardized information found in the fee table of the

prospectus to compare costs easily between funds For example one

mutual fund adviser official likened the percentage fee Information In the

fee table to unit pricing that allows consumers to compare the cost per

ounce of various products in grocery stores Several officials also said that

mutual funds make more extensive disclosures than those made byother

financial services and products and two noted that US mutual fund

disclosures are more detailed than those of other countries

Some Expressed Concerns Although most opinions were positive about the fee information that

Re ardin the Ad of
mutual funds are currently required to disclose some industry observers

equacy
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

disclosuresin prospectuses citing the fact that Investors have riot 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 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

1.5911 Series on Personal Financial Advice Payment Practices Preferred by Customers Report of

Dalbar Inc Boston MA Nov 1098
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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 chainnan asked Do you really expect

investors to understand alphabet soup of and shares To

figurewbat combination offront-end loads CDSLs3 12b-l 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 investmentin the fund over time.4

Disclosing to Investors To improve fee disclosure to mutual fund investors some officials favored

tu Doll
providing investors with personalized fee statement that would show the

ars ai ees
specific amount Qf 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 cont1ngent deferred sales load charge or load imposed at

the thne 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

jufoimaUou about tEa mutual fun.i cost calculator Es available on the InLamet at

wwwsec.govlnewsfpressi99-36txt
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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 staLements could also lead to Increased fee-based

competition among mutual fund advisers His expectation is that after such

information begins to appear in investor statements fees will probably be

more frequently mentioned In fund advertisements

Information from survey of investors generally indicated that they

supported getting dollar amount disclosures of the mutual fund fees they

paid but would be unwilling to pay for this disclosure We obtained

information from large securities broker-dealer that had recently

included number of mutual fund fee questions in November 1999

survey as part of series of periodic customer surveys It conducts Of

more than 500 responses to the question If mutual fund companies were

to provide the specific dollar amount of fees paid on your investment per

quarter how useful would It be to you about 89 percent indicated that

the information would be useful or very useful However of over 500

responses to question asking if respondents would be willing to pay for

this information about 54 percent indicated very unlikely versus about

14 percent who checked avery 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 fuxid investors records As result these broker-dealers

too would have to change their accounting and infonnation management

systems fund adviser maintains single account for each broker called

an omnibus account which includes all shares held by that broker-dealers

customers Because the fund adviser has no record of the individual

customers included In each omnibus account broker-dealers would have

to set up their own systems to apportion fee information among their

customers accounts This would require broker-dealersto 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 mifilon customer accounts estimated that

developing the systems necessary to produce such statements might cost

as much as $4 millionwith additional annual cnst.s of $5 millionAt 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 suth 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 fces 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 representativesthat 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 muti.ial funds In wflich 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 Lucy pay in

the Individual Dollar Costs of mutual fund fees likely could be accomplished in varioqs 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

meai-is of calculating the fee would be to multiply the average number of

shares in each account during the statement period by the funds expense

ratio for that period He stated that the figure derived in this way would be

reasonable approximation of the dollar amount of fees the investor paid

He added that it also would be less costly and burdensome than computing

an exact amount because It would not entail maintaining daily expense

and share records for each investor

Another way of disclosing the dollar amount of investor fees would be to

use preset investment amounts For example each investors statement

could include the dollar amount of fees paid on $1000 invested in the fund

Investors could then use this dollar amount to determine how much in fees

they paid based on the value of their own particular accounts One market
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participant we spoke with offered similar example of disclosure

involving preset investment amounts Although he would prefer that

periodic statements disclose the specific dollar amount that was deducted

for fees from each investors account during that period he believes an

acceptable alternative would be for statements to include table showing

fees for the reporting period on accounts of various sizes such as $1 000

$5000 $10000 and others

Another Option Was to
We also sought opinions on whether mutual funds should be required to

ovde arat
provide Investors with comparative InformatIon on fees charged by both

omp we ee
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 Infonnation indicated that
lpvestors

would support receiving such

Information but not if it was costly to prepare In the previouslymentioned

survey conducted by large broker-dealer about 91 percent of the over

500 respondents Indicated diat 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 soiriewhal 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 lunds

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 mdacated 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

Includes Two Primar Le corporation In typical corporation the firms employees operate and

manage the firm and the corporations board of directors elected by the
iintities

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.1 Advisers can provide additional scrvlccs 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 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 91-164 91 cong Zd less 1970

reprinted in U.S Code Cong Ad News 489749011970
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Source GAO analysis of corporale and mutual fund structures

As shown in figure 6.1 the mutual funds expenses are collected by its

adviser and other service providers as revenue In most cases some of the

expenses deducted from funds assets are paid by the find 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 and the advisers

duties to provide profits to Its owners In describing this conflict SEC

recently noted that fund shareholders would generally prefer lower fees
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to achieve greater returns but the stockholders or owners of the adviser

would prefer to maximize profits through higher fees.3

Congress also acknowledge4 this potential conflict in the Investment

Company Act of 1940 it established certain safeguards desfgned to protect

the Interests of fund shareholders The primary safeguard was to have

mutual fund directors4 oversee certain of the advisers activities Although

represnntative.s of the adviser generally participate as fund directors the

act requires that at least 40 percent of the directors be individuals without

any signiDcant 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

The Organizational Structure of

One Mutual Fund Family

Appears to Minimize the

Potential Conflict of Interest

Although most mutual funds are o1ganjzed as described above one mutual

fund famIlyVanguard has 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 lnc.whlch operates the Vanguard fundstis jointly

owned by the funds themselves and therefore by the funds shareholders

The company required specific permission from SEC to deviate from the

standard structure envisioned by the Investment Company Act of 1940 in

order to organize itself in this way

Proposed Rule Role of independent Directors of Investment Companies ReL Nos 33-775434-42007

LC-24082 64 Fed Reg 59825 Oct 15 1999 to be codified 17C.F.R parts 239 240 270 274

Although the Investment Company Act of 1940 does not dictate spedflc form of organization for

mutual furidmost funds are organized either as corporations governed by board of directors eras

business mists governed by trtsstees 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 famfly

members of an affiliated person of an adviser have beneficial Interests in secumiti as issued by the

adviser or the principal underwriter or any of their controlling persons he 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 seection and advice services for these funds These firms 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 winch 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 thc industry According to SEC officials

one other fund company had an orgariliational structure similar to that of

Vanguards but later changed its stiucture to resemble the third-party

ownership structure used by most firmsin 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 inure 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

Reoardinu Fees governing mutual fund activities the Investment Company Act of 1940

tasks fund directors with specific duties to review and approve the fees

their funds charge Concerns over the level of fees led to amendments of

the act In 1970 that imposed additional responsibilities on fund directors

placed fiduciary duty on fund advisers and granted investors the right to

Index funds invest In the securities represented in broad-based index such as the Standard Fools
Index

Page 87 GAOIGGD-OO-126 Mutual Fund Fees

0001223



Case 21 1-cv-01083-DMC -JAD Document 3-6 FUed 03/04/11 Page 91 of 133 PagelD 1227

Chapter

Mutual Fund Directors Required to Review Fees

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 tile laws of

Provide Rs onsibilte
the states whero the funds are.incorporated also place various general

.s or
duties on fund directors These duties generally require them to act In the

Mutual Fund Directors best interests of the shareholders they represent.a

In addition to the general duties Imposed by state law federal law provides

specific responsibthties relating to the composition and duties of funds

board of directors The Investment Company Act of 1940 is the primaxy

federal statute governing mutual fund operations and It establishes

various requirements and duties for mutual fund directors.5

Under the act mutual fundsboard of directors Is generally entrusted

with protecting the fund shareholders interests and policing conflicts of

interest that might arise in connection with payment for services to the

lurid Under secUon 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 informailon necessary to evaluate the terms

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 cony out their responsibilities In good faith and to

exercise the degree of skill diligence and care that reasonably prudent person would exercise in the

same circumstances In the management of his or her own affairs The duty of loyalty prohibits

directors frcen 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 business Judgement ru1e This rule provides that directors will not be

foundliabie for theiractions provided that they act reasonably and in good faith for the best Interests

of the corporation even if their decisions turn out to be wrong

This discussion focuses on mutual fund directors specific responsibilities regarding the fees their

funds charge law also places various other responsibilities
on fund directors that exceed those 01

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-l 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 prhnarily 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
12

However the amendments to the Investment Company Act of 1940 dId not

contain SECs reasonableness standard after objections to It were raised

by industry participants who feared that courts would substitute their

judgment over that of fund directors As compromise the legislation

instead placed fiduciary duty on the fund adviser regarding the fees it

receives Specifically section 36b of the 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 Prenared for the Securities and Exchanie Commlsslpii Wharton School of

Finance and Commerce University of Pennsylvania Philadelphia PA 1962

Public Policy Implications of Investment Company Growth SEC Washington DC 1966

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 Ia.35
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fiduciary must act with the same degree of care and skill that reasonably

prudent person would use in connection with his or her own affairs

Section 36b also granted investors and SEC the right to bring claims In

federal court against the adviser the directors officers and certain other

persons for breach of 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 Dire to
mutualfund directors regarding fees Since 1970 varIous cases were filed

under section 36b and the resuiqng 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

Inc Gartenberg The shareholders in tenberg 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

Il

Section 36b authorizes excessive fee claims against offIcers directors members alan advisoiy

board investment advisers depositors and principal underwriters If such persons recuived

compensaUon from the fund

Courts have held that section 36b is an equitable claim therefore plaintiffs
do not have the right to

ajury triaL

GarLonbesv Merrill Lynch Asset Management Inc 694 F.2d 923 2d Cu 1982 cerl dezdud 481

U.S 906 19a3
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fee En 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

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 aims-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 The court

Gaenber Merrill Lynch Asset iAiaement Inc 528 Supp 1038 S.D.rJ.Y 1981 affd 694

2d 923 2d CIr 1982 cerL denied 461 US 906 983

Sc1nyt Rowe Price Prime Reserve Fund 663 Supp 962 SD.N.Y. alTd 835 F.2d 45 2d Cir

198fl cert denied 485 U.S 10341988 Krinsk Fund Asset Manaeement 715 Supp 412 S.DN.Y

Page 91 CAOIGGD-00-126 Mutual Fund Fenc

0001227



Case 21 1-cv-01063-DMC -JAD Document 3-6 Filed 03/04/11 Page 95 of 133 PagelD 1231

Chapter

Mutual Fund Directors Required to Review Fees

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 furids 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

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 arid resisting fee increases However other

Overseeing Fees Vary industry participants expressed vafious 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

Inkiatives under way but they are not likely to have significant impact on

fees because most Iunds 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 mutual fund advisers we contacted described rigorous
ees

process of review that their independent directors use to evaluate the

investment management contract and to review fees For example
offlcials atone 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 Upper
and Morningstar Inc They told us that their directors also actively seek

out other materials they need to help them do thorough job of reviewing

1988 affd 875 2d 404 12d Cit. cert denied 493 U.S 919 1989 KailSil Franklin Advis 742

Supp 1222 S.D.N.Y 1990 affd 92SF 2c1 590 Zd Cit cert demed 502 U.S 818 1991

May IS 1998 reinark.s befure the Irwesl.rnent Company institute Washingtun DC See also Krlijsk

Fund Asset Manaexnent 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 eel 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 familyhad 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 Effect
effectiveness in overseeing fees charged for operating their funds

IV fl

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 crit1c.isms 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 may not be sufficiently independent of the adviser SEC and IC took steps1crease
to examine ways in which independent directors might be more

Director Independence and autonomous.5 In February 1999 S1C 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.21 In addition in response to the SEC chairmans call for

Improved fund governance Mutual Fund Directors Education Council

chaired by former SEC chairman and administered by Northwestern

University has been formed The Council intends to foster the

development of programs to promote independence and accountability in

fund boardrooms

In October 1999 SEC promulgated proposed rules to enhance the

independence of certain mutual fund boards SEC noted In its introduction

to the proposed rules that in order to truly enhance the effectiveness and

independence of all fund directors the Investment Company Act would

need to be amended but SECs recent attempts to achieve such changes by

legislation were never enacted As result SECs proposal applies to funds

that rely on exemptions granted by SEC of Certain statutory conflict of

In 1992 SEC staff conducted study of the regulation ofinvØstment companies to determine whether

edstthg reu1atlons 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 pmportlon of independent directors be increased from 40 percent to majority that

Independent director vacancies be tilled 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

Enhancln2 Culture of independence and Fffecthens ICI Washington DC Just 24 1999
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interest prohibitions 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 prpposed rule ainendnents also would require funds to provide

additional Information to Investors about fund directors Under the

proposal funds would be required to provide investors with basic

Information about the Identity and business experience of the directors

the extent to which the directors own shares of funds within the fund

family and any potential conflicts bf 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 majorilyof

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

consistentprotections 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 consistentprotection As of May 16 2000 the

amendments in the proposal had not yet been adopted

axamptes of these exempthre rules Include Rule 12b-1 which permits the use of fimd assets to pay

distribution expenses Rule 17a-8 which permits mergers between certain affiliated funds and Rule

18f-5 which permits funds to issue multiple classes of voting stock
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Because of the unavailability of cOmprehensive data on costs advisers

Conclusions
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

Howeer 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 nieans 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 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 mvestor 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 frominently and regularly disclosing to investors

the specific dollar amount of operating expense fees each investor pays

could also encourage more fee-based competition among fund advisers as

has occurred with brokerage commissions and other financial services
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To produce such Information fund advisers may have to make changes In

their account management systems to collect and calculate inforrntion

that is not currently maintained Advisers and certain broker-dealers

whose customers Invest in mutual funds would also incur both onetime

and ongoing Costs However estimates for these costs did not appear to be

Inordinately highwith some estimates generally indicating that such

costs might be few dollars or less per Investor In addition industry

participants have already identifIed alternative less costly ways of

calculating the dollar amount of fees paid by individual fund investors

such as by multiplying funds share value by its expense ratio and an

average of the number of shares held by an investor during the prior period

rather than by maintaining information on each investors actual daily

share of expenses

Another alternative means of disclosing dollar amounts of operating

expense fees paid on individual investor statements would be to provide

the dollar amount of fees paid for reset 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 noL 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 disclosureswould

impose on the industry and investors as part of evaluating the most

effective way of Impleinenting 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 NPLSDR and ICI officials raised several

issues about our report ICIs letter notes that although promoting investor

awareness of the importance of Find fees is priority for and its

members IC officials had reservations about the account statement

recommendation that investors periodically
receive information on the

specifin 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 could

paradoxically diminish rather than enhance investors overall

understanding of fund fees

We agree with ICI 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 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 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 organizationsgenerally indicated that riot all charges are disclosed

for other financial products and services thus the disclosures for mutual

funds are not that dissimilarFor 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 organizationsthat 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 accuunts 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 oilier investment or savings products are generdily told
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what the nominal returns will be1 regardlessof how the firmproviding 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 finandal 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 organizationsalso generally quet1oned our finding

that mutual funds do not compete primarily on the price of their services

SEC noted that although an arguinnt 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 fundsdo 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 firmsin 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 IC 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 opinuion 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 competitorscharge 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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Note GAO comments

supplementing those in the

report text appear at the

end of this appendix UNITaD STATCS

5ECURITI5 AND XCI1ANGE CofiMI5SICN

WAI1INQTON DC ao49

DaVIStOM ar

HVSTMC e.ar

May 10 2000

Thomas McCo1

Director FinnxCmI ffl$tJtLlttOflS

and- MarketS issueS

General Government Division

U.S Gencral Accounting Office

Washington DC 20548

Re GAO tiraft 1epoTt

Menial iind Fees Add tlonl DiselosurO Could EncoiragC Pnce

Competition

Dear Mr MeCool

Thank you for the oppouniYt0 comment on the General Accounting Offices

drc.ft report and aaaessmaflt of muwat fund baa The report provides wide-.nangiflg

analysis
of mutual fund fees and the market forces and rcgulatory requirements that

impact thuse fees commend the GAO fur 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 onclUSlOfl of the report Is that additional disclosure could help

increase investor awareness and undvrtandiflg of mutual fund fees and thereby promote

additional competition by funds on the basi5 of fces The report
recommonda that the

Commission TOLUTO that pedodie account atatcmCflts istcLudc additional disclosure about

the portion of mutual fund expenses
that the investor has borne

We agree that investors need to be aware of and understand the fees that mutual

Ittods chaTe The question to be answered however is how best to accomplish that goal

Ac the report points out there are advantages and disadvantages of the reports

rccommendalion and alternatives that need to be considered We wclcome the reports

recommendations and suggestions and will consider them carefully

As yep know Congress and the Commission have sought to protect
invcstrs

fmm excessivC fees in two ways First the securitiCS laws require
full and complete

disclosure of fees so Investors can make informed dceiaions Second the Investment

CompanY Act establishes çxocedurl%L safeguards relating to the corporate governance

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 suninlarize the recent initiatives
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Eulfuwing this summary are our general comments and observations concerning various

iS5UC5 addressed in thc rcport

Thcccnt biLls jyç Relating to Mutual fund Fec

LIscJosLsra and .. .. Education Jriitiaiives

The primary focus of our disclosure effort has been to make fund fees and

expenses more transparent to ixwetors end to allow invc8ors the ability to compare foes

and expenses between different funds as well as to educate iuvetnr about the

importance of fees

In the 1980s the CommIssion became concerned that th increasing variety ofSee comment
sales loads and other fund distribution asraugemcnts could unless uniformly presented

confuse inveS1or Fui-thiu reason since 1988 every mutual fund prospectus bus inelutLi

fee tabic The Ice table is uniform tabu1r
pinscntrisioa that shows both charges pad

directly by aharcholdcr out of his or hcr tnvestnient such as front-end and back-end

anise loads as well as recurring charges deductcd frcm fund assets such as management
and rule 121-i fees The fee taldc is accompanied by numerical example that illustrates

the total dollar amounts that en investor could expect to pay on hypothetical investnient

if be or she received 5% annual tetern and remained invested in the fund for Vixjs
time periods The fee lable is intended to present fund investors th expense disclosure

that ean be understood easily and that facilitates an investors comparison of expenses

anorig funds

In 998 the Commission required the fee table La be included in stew plaist

English risk/reaum summary that appears in the front portion of all prnspecuses The

rlsk/retLsrsr summary functions as standrd1zcd executive summaryof key information

about the fund As part of these changes the Commission iriurcased the investrnesn

amount illustrated in the Ibe lable example from to $10000 to reflect the size of

more typical fund investment ad to opproximute more closely the 5nosxIt of fccs and

expenses that typical investor would expect to incur over time The Commission also

improved the method of presentation for svcusl tpm ncludd in the fee table imrcluaing

temporary expense reimbursements ftc waivers and cOrtain aecotmt fees paid directly by

shareholders

Most recently the Commission proposed that mutual funds be rcquired to report

investment returns on an after-tax ba.s in prospectuses and shareholder reports The

roposa1 reflects the fact that taxes represent
the

largest single expense borne by many
fund investors Recent estimates suggest that taxes may reduce the average stock funds
total return by 2.5% art amount larger than the expense ratios of most funds

Although information about mutual fund fees has been mace clearer and snore

readily available than in the past the Commission remains concerned that many investOrs

are not paying attention to information about fees These concerns have prompted the

Currmrnission mount an extensive investor education etunpaign to improve the financial
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literacy ufinvestorS the Commission has published and posted on 315 website

brochure ubdut investing in mutusi funca that contains section on the importance of

fees in town meetings and speeches to investorS across the country the Commission ha

ewpbastzed the importance of Ices in evaluating mtttuai fund hivestanerits The

Commissionis major sponsor of Ihe Fuels on Savings Campaign ajoint effort among

government agencies linancial industry amociatiotis and consumer organizations to help

Americans of all ages and incomes to get the facts they need to save uud invest wisely

The campaign includes infirmstion about mutual fluids and the importance of fund cests

In determining the amount that wilt be accumulated fee retirement orto meet othet

tinancial goals In January of tlii year the Commission issued an investor alert that

advises mutual fluid investors to look at more then past performance recoinnicnding in

particular that they t.tsaens funds costa which can have an enormous effect on

perfbrmariice To asaict itiVeelorS in assensmg coSts thin Commission posted on its

websitó Mutual Fund Cost Calculator an innovative intcractive web-based toot that

investors can usc to calculate the costs of mutual fund ownership During the first quarter

of 2000 the calculator averaged over g$OO hits per month making it one of the most

frequented portions ofthe SEC website

Fund Governance lnitiativ

because Independent directors piay such an important rote under the Investment

Company Act in approving the cuiitreut between List hsvcabtlnE adviser and the fund we

hove undertaken series of initiatives to strengthen their ability
to pet-form that roic

in February Q9the Commission hosted twa-day public Roundlable on the

rate cii independent fund directors Participants included independent dircctors ine5lor

advocates executives of fund advisers academies tnd legal counsel One panel at the

loundtablc was entitled nNegotlating Fees and Expenses The Roundtable served to

heighten the induatrys awareness of the importance of directors in protecting the interests

of shareholders

In Octobet 1999 the Commission proposed new mica and ruic amendments to

enhtmce the independence and effectiveness of mutual fund directors One proposal

would require funds that rely on Cornrnision eaarnptive rules to have independent

directors that conatitutcat least majority of board rsscmhers Although as you 7oint out

many fund boards currently have majority of independent directors our proporet would

strengthen the governance for the remainder that do not Taken together the nile

propotaile along with an accompanying interpretive release are detigned to renlTh-rn the

important rote that indcpcndent directors play in protecting fund invrrrnr5 strengthen

Other government agency sponsors iricludt the Hoard of Governors of the Federal l.1eerve System the

sorth American Sccurtttc5 AdmlnlstracOr$ AIsOClatlon and lhr Vcdcrnl Trade CommIssioN Other financial

ndimstry and minsumer sponsors
Include tie American AoeitlOfl of Individual lve5t0r5 AnCnlom Stock

Exchargo Bank Securities Association Crnified Financial Pbnnsr Board of Standards International

AssociatlOfl fr Financial Planning Inveter.r Protection Tnust NStIonil Association otSccuriiles Dealers

Nationtl laveslor RelatlOlts Institute Secllrities lndustmyAssociaiofl and tIme Sccunty Finders 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

in June 1999 an advisory group of tndustry experts formed by the Investment

Company Institute recommended set of fifteen best practices for fundz and their

boards to consider.2 Some rec-urnnsendations were desigxnd to tnhaisci. Usc indpendenc
of independent directors.3 Other rccomineiidat.ions were designed to enhance the

effectivcncss of fund boards as wholc.4

Finally in response to Chairotan 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 Nrthwcstern tJnivrtrsity will

foster the developnsent of programs to promote culture of independence and

accountability in fund boardxooma

We believe that these mutual fund governance initiativet have acid will continue

to focus ipcrcascd attention ott the importance of directors performing their duties as

effectively as poarible particularly in the critical anias of considering arsi apprcrving the

advisory contract and overseeing fund fee levels

Ii General Coumtcnts on the Report

Cornetttion In the o1utual Fund tndutrv

Your
report states that cornpeti.ion in the mutual fund idusy is not generally

price-based and thus may not be strongly influencing too levela...t Although one

certainly could argue that there should he more competition In the industry it is hard to

argue that there is cut absence of price competition Thc two largest fund groups are

among the industrys low cost providers nd another
larga and well-funded low colt

provider recently cntered the industry Low cost index funds have grown from less Ihan

2% of stock ftmd assets in 1990 to 7% today Directly marketed funds which tend to

have lower expenses have increased their mamicel share front 35% in 9O to 4l% today

Report q/the Advsorvy Joup on 8en Pracdcec for Faed Directom lavesnient Company Institute June

24 199

For cxarrsple independent directors thould comprise at lessi Iwo thirds of true board oblain qualified
tounsel who is liidendct from the funds dvLcer and roam scpsratety Item maslagernent when evalusting

advisory and underwriting cornraca

Far etample fund directors should invest In funds out whose boards they serve and shoulul periodically
rvaluate the boards stTectiveness New fund directors should rccrivc appropriate orierstation and all fond

directors should keep sbreamt of lrudtmelry nod regulatory developruierstu

Ezccutlve Simmay p.6
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The fact that thcrc are marty non-price factors that appear to influence sri

investors choice of mutual fiind e.g reputation of the adviser historical performance

sales chanrarl leel of cii tomer servict investment objectives so that tee and ccpenar

levels do not strongly influence this choice reflects lypea1 behavior by consumers when

they select fimueiaI services

An additional factor not mentioned in the report is that in addition to competing

among themselves mutual funds face strong competition from outtide the fixndindustry

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 funda Exchange

traded ftnds new pooled istvestrneal vehicle sponsored by large brokerage firms and

stock exchanges offer low costs and the
ability to bay and sell shares at any timc during

the day at the current nsarkt price Mvancs in technology enable inveatmeni advisers

sod broker-dealers to extend individualaccount management services toeuntomcrs with

much smutler accounts than bad been economically feasible in the past individual

accounts allow for atom 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 comp1itive

Analysis of the l.araes Funds

The report correctly points out that existing studies regarding mutual fund fans

reach somewhat contradictory conclusions and that some of these studies methods have

beeti questioned Thus the report
describes the analysis that you conducteti concerning

trends in expense ratios based upon data concerning 77 of the largest
mtzual funds that

grew faster than the average fund in this industry

We note that your results show that asset growth usually resulted in lower expense

ratios and are generally consistent with odser data we have studied which tend to confirm

that so-called econoimes of scale at least inmany cases are being pasted on to fund

shareholders

Mat aJupd Directors Required to Review Fond Fees

The report discusses the fact that under the Investment Company Act of 940

fund directors are required to review aM approve the compensation paid to the funds

adviser In your discussion of directors effeedvenets in fullilling these duties there are

couple of sentences in the
report

attributed In private money managers and others stating

that direclors canflulfill theirohligatioiis by ensuring that funds feet me within atngc

of similar funds While these statements may be their personal opinions we believc 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 nore

than whether the fees are within the range charged by other similarfunds including the
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nature and quathy of services provided by the adviser the advisors costs and ary

ecunumius of scale from niunugiog additional assets Additionally our inSpections of

funds confirm that directors
generally arc diligent

km pcrfbrrning their obligAtions and do

consider ninny facthrs in determining whethcr to approve an advisory contract

Mtreovcr we note that our corporate governance proposals would require fttnd

registration statements to disclose the factors eor.skered by fund directors when they

approved the funds contract with its investment adviser We are concerned that reader

of your report may be misled as to how directors fulfill their obligations Accordingly

we believe that the report should snake clear that directors arc required to consider more
than What other fuztds charge and In fact do so

Expense Comourisns ArnonR Funds

One important Issuc that is not dIscussed In the report relates to the difficulty of

comparing the expense ratios ofdilTaresst funds Sometimes all of the maurvices provided

as part of the process of investing in the fund arc bundled into the funds expense raLima

Other times the expense ratio exciudea the cost of certain servicos such an marketing

atid/or financial advice bactiuse they arc paid separately by each individual shareholder

For example an Invester who is very concerned about costs and willing and able

to do his or her own financial planning would likely invest in low cost fond second

investor that is less knowledgeable and/or less price sensitive may prefer to pay extra

money for snore services If this invtor purchased inutualtiund afier obtaining

lisiancial advice from broker-dealer insurance company or bank the funds costs

would likely be different because the tsdvicc might be paid for by payment of sales load

or rule 12b-1 fee Lfthcpurclsase were made pursuant to wrap fcc program the binds

costs would be lower because the advice would be paid fur separately by the lavestor

Alternatively this investor could pay separately for advice from fee-only financial

planner and then invest directly in low cost fund

Esmense Comparisons to Other inancial Services

major theme of the report it that mutual flmnmia do not providc ice information

comparable to that provided by other financial service providers In particular the
report

notes that aIthough customer fees for other financial services are often disclosed in

specific dollar amounts mutual fund shareholders do not receive information about the

dollar ainountoffluad operating expenses attributable to their sharcs

As motcd in the report mutual funds differ front most financial services with

respect to the way in which services are delivered and paid for Most financtal services

are provided by financittl firmbank securities firm insurance company directly to the

Mutual fluids are Colflpard to honk deposit accountS bank trust earvicas icivcitmc advisory services

prcvimlcd by tsdtvldtalksvessmcmachiscru wrap uccoursis purchases otstocks bonds and other securIties

and purcIlases of raul estate
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incise McCool

Page

customer Mutual fluid services are provided by art entity the flied separate and distinct

from the financial firm that is its sponsor
As separate entity the fund not only bears its

own expanses it is owned by the customer

We believe that the fee information provided by mutual funds and by other types

of tinaticiat services is nevcrtheless quite similar Like QUeer financial services mutual

funds provide infounation about the dollar amount uffees they charge directly to an

individual account For mutual funds this includes sales loads redemption fees.accounl

fees and other charges levied dieectly on shareholder accounts For othr financial

service providts this Includes itemized fees on deposit accounts brokerage commissions

on stock trunBactionS fees charged by lndividua investment advisers broker

commissions on real entate transactions and sistilar fees

Ukc other financial services mutual funds do not provide information about

espenrea incurred outside the account For inuu at funds this includes the investment

advisory fees and all other expenses paid out of fund assets For other financial servirus

for example this includes the spread between tha grpaa amount earned by the financial

service provider on customer funds and the net amount paid out to the customer

fliseloture Conoemine Fe Paid by Investors

See comment The Conimiqsinnq approach to disclnsrna has been to ensure that investors

receive jnfurrnatior about fees that allows the investor to make an informed decision

prior to making purchase as wall as after becoming fund shareholder In addition to

the jaformetson 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 irvestors receive annual and scmi

annual reports
that disclose the actual expense ratio the fund Second investors

receive art updated prospectus on art aneual basis that includes fee table and fee

example The fee information in the prcspecius is generally based upon actual fees that

the fund paid in the prior year While reports to sh holders and updates to pmspecftises

are mentioned in the report we believe it should be noted that mutual fund invcstors

under current regulations receive and have access to information on en 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 r.eed to be further educated about the fees and

expenses that mutual funds charge As part
of our responsibilities

in regulating mutual

Page 108
GAO/CCD-00-126 Mutual Fused Pens

0001244



Case 211 -cv-01 083-DMC -JAD Document 3-6 Filed 03/04/11 Page 112 of 133 PageID
1248

Appendix

Comments From the Securities and Exchange Commission

ihornu McCaoI

Page

fund5 we will conaidor the recomntendations In your report very csrefully in deterrninIrij

how best to inforn investors about the iinporance ol fees Agaui thank you for the

opportunity to comment on yew report

Sincerely

loye
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Commissions May 10 2000 letter

The Securities and Exchange Commission SEC described various

i- Lomments 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 thai our report should note that the cucreni 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 supplements 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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Securities Dealers Regulation Inc

Note GAO comments

supplementing those in the

report text appear at the

end of this appendix NASO
REGULATION

Thotnai M_ 2.lms
/100 Prs0lde%

re3iment CampsmesCoparite Finaial-ç

NAJ PeSulatfon
1501 iStreel MW. SuiteSS
Wdnglon D.C 50025-1000

2027285058
Frn 202 974 2732

May 2001

Thonaa .1 McCool

Director Financial ftjIutjn and Markets Issucs

U.S Gcncral Accounting Offiec

Woshingion D.C 20M

Dear Mr McCcol

Thank you for allowing us the opportunity to comment on your draft
rcpcrt entitled Mutual Fund

Fees Additional Disclosure Could Encouraee Puce Cnmptition April 19 2000 the ReportWe have summarised in bullet form below our overall comments on the Reports
recommendation as well as certain tecimical comments on the Report We would he happy to
discuss our cbnitnenta with you at your convesi icoce

As we have diScussed NASI Regulation shara your concern that some invcstoi may chasc
performance and we agree that investors also should coidwr fcc exoensea and uther isauca
when making an investment dccision We would be happy to work with yot and your staff on
these Important policy questions

Overall Coinmnnis on Rcjoitt Recommncfrutjott

The Report concludes that unltkc many other financial products and services where the
dollar amount paid by thc customcr is clearly and regularly disclosed mutual fund
disclosures do not incluclc the actual dollar amounts of the fund fees individual investors

pay Based on these oncluions the Report recommends that the Securities and

Exchange Commission amid NASD 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 rcquined fee dislosures.3

The Reports recommendation raises several issues

Now on 96

Re1ion tThup p11

Raot Cfp
Now on 97
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Thomas MeCool

May 2010

Page

See comment
First the Report scems to assume that mutual funds impoac ongoing fund operating

expenses such at Rule 12b-l fees and advisory fees at th account level In fact

funds impoac these eapenees at the entity
level Moreover NASD member

bokctldeslers are generally required to send least quarterly to all customers

account statements thai detail among other things all charges and debtt Imposed at

the zccoant level

See comment Secotd the Reports reconunendation mey be difficult if not Impossible to

implement Aside from the fact that mutual funth do not perforrri the shareholder

lel accounting envisioned by the proposal many brokeuldcalers woild usot have

access to tin information about the mutual funds expenses necessary to comply with

these rules

Thrd the Report seems to conclude that mutual find markets are less than

competItive because investoxs baste their invcstmetfl deciSiOns more on pcrtormancc

than on the level of mutual fund fees We shase the coucem that sonic investors may

place too much reliance on past pe furmaac and we ligme that they also should

See comment
conSider other Issues such as funds fees and expenses owever investors who

locus olely on low epcnscs auch as some money market fund mvcStOtS may

sacnfic performance that they migtt olain if they were to consider other fcIor

such as funds investment objective and the quality of the fund adviser% Investment

management

Fourth the Report seems to assume that other financial intermediaries provide full

discicaure of itemized expenses that reduce the return on customers investotonts

Rules governing these institutiOnS may require them toprovide cetialu disclosures in

periddic account statements regarding account-level fees However these mica do

not reuitt disclosure of the doltat amount of operating expeusea incurred at the

entity
level that reduce the return ma customer earns on his orIter intatSUnent

Similarly the rules governing other unregistered collective investment vehicles

which operate analogoutly to mutual funds dn not require and the CiAC dnea not

propose to require disclosure of customer-specific entity-level expenses

Fifth the Report does not address the fact that mutual funstapresent perfonitance

information net of erpenses Other financial intermediaries are cited as models for

disclosure without discussing the fact that these intenuediaries frequently advertisC

peiforitsance
numbers that do not reflect thc fees charged to customers

Ii Qtbr Tcchtilcal Cornntcnta on Report

Now on 27 see

comment
Qpfer nsgel The Report states that NASD rules prohibit funds from charging

frosit-end load that exceeds 8.5 percent of the iritial investmenI Same mutwil rUnda

known as no-ioad funds do not have sales charges These sentences require some

clanfication
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Thomas MeCool

Mny8 2000

Page

NASD Rule 2830 regulates NASI member broker/dealers that aclI mutual funds hutSee comment
dees not regulate the funds themselves since NASD Regalation has riojurtsdiction

over the niittual fund entities Rule 2830d prohibIts NASD member brolcer/detsieTs

from offering or selling
shares of any mutual fund or unit investment trust if the sales

charges of such funds arc deemed excesslyc under the rule Additionally the

maximum pennisaible nint-end and deferred sales 1usd varitts depending on cellaiti

factors such as whether the fund offcrs ccnain rights of accumulation and quantity

discounts and whether the fund imposes an asset-based sales charge or service fee

Rule 230d3pthhlbIts NASI members from describing mutual fund as no
load or as having no sales charge if the fund has front-end or deferred sales

chr or if the funds total asset-based sales charges and service fees exceed 0.25%
of average net assets per annum

Now on 29 see Chanter page II footnte7 We understand that the effective date of the Oramm

comment Leiich-Biley A.t provisions that etimnate the bank exclusion from the detinitons of

broker and dealer under the Securities Exchange Act of 1934 is May 12 2001 not
March 122001

Now on 42 see Chapter oage 21 footnote LI. The Reports estimate of mutual fund adviser revenues

comment war obtained by multipying fund assets by operating expense r8tioa Mary mutual fundt

have waived various expenses including adviser fees for various reasons If this

estima1 does not take into account fee waivers it nisy be inaccurate

Now on 74 see Chter rianes 16-17 In the third full paragraph on page 16 the RepOn discusses

comment Table 5.4 which we beheve should refer Table 5.2 as showing the two primary

distribution methods used by fund advisers fund investment adviscr usually doe not

directly distribute fund shares mutual fund distributor which is
registered

broker/dealez generally performs this function

Again we appreciute the opportunity to comment on the Report Please feet free to contact me if

you would like to discuss these comments further

Sincerely

14W

Page 113 GAOlGGD-0O-16 Mutual Fund Fees

0001249



Case 211 -cv-01 083-DMC JAD Document 3-6 Filed 03/04/11 Page 117 of 133 PagelD

1253

Appendix II

Comments From the National Association of Securities Dealers Regulation Inc

Thornai McCcoI

May 200

Page

cc CcdyGoebel

U.S General Accountmg OfItce

it Clark I-looper

Thomaa Pappea

Joaeph Savage

NASD Regubtioa Inc

John Komoros.e

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 NASDRGAO Comments
commented that our draft report assumed that mutual funds impose

ongoing fund operating expenses such as Rule 2b-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 theaccount 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 thaL mutual funds do nut perform the

shareholder-level accounting envisioned by the proposal and that many
broker/dealers would not have access to the information about the mutual

funds expenses necessary to comply with these rules

From discussions with operational staff at various mutual fund advisers

and broker dealers we learned that although such information is not

currently calculated compiling and making the calculations necessary to

report to individual investors is feasible As we discussed on page 79 of

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

NASLR 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 identiling 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 olIectives 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 consistentwith 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 evaluatethe 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 requiredconditions 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 ofund 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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Note GAO comments

supplementIng those In the

report text appear at the INVESTMFN.LT COMPANY INSTITUTE
end of this appendix

MArrilew FIre
FIes8IOSNY

May 32000

Thomasj McCocl

Director Financial Institutions

and Markets Issues

General Government Division

US General Accounting Office

Wsahirtgtcm D.C 20548

Dear Mr McCool

Thank you for providing us with the opportunity to comment on GAOs draft report
entitled Mutual Fund Fees Additional Disclosure Could ncouragc Puce Co jtn The
draft reporta analyns of several Issues associated with mutual fund fee levels makes vii Liable

contribution to this iceiporirmi subjcct

The draft r5porfs 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 motes that 85 percent of the large equity mutual funds examined reduced thur total

expense ratios and that these reductions averaged 20 percent In addition the draft report
indicates that mutual fund fee levels reflect economies of scale that can arise when funds
assets grow Of the mutual funds GAO revIewed that experienced significant asset growth In

the 1990a 89 percent reduced their fee levels GAOs condugion 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 lob of addressing
important and complex topics The comments set forth btlow represent suggestions about how
certain elements of the draft report could be clarified or strengthened

Competition Based an erforinance Leads to Competition Based on Tees

See comment We agree with the draft reports conclusion that the mutual fend industry is highly
competitive with low levels of concentration among existing fund companies and low baniors

to entry for new ones The draft report notes In aevaril places that mutual funds compete
primarily on the basis of investntent performance Less prominent attention is given to the tact

that by law mutual fund performance results must be calculated fees and expenses are

deducted ecsuae 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 pecformanve appears to be highly
relecant to shareholders invstmnnt ducmsicm As of year end 1999 more than 78 percent of
shareholder accounts and 86 percent of shareholder assets were invested iii equity mutual funds

1401 STREET NW WASHINGrON DC 25.2I 48 5021325.5801 FAX 202/326.5806 EMAIL lnkicLor5
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homas McCooI

U.S General Accounting Office

May 2000

lagez

that charged 1es 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 pt performance they

flave an incentive to keep feelevels as low as possible small difference In performance can

affect funds competitive standing which in turn substantially impacts vte funds
ebtilty

to

attract additional irwealmenta The report would in our view better reflect both the

competitive nature of the market and ehsreholderbehavioe if these facts were induded

Fund Advisers Revenues are not qdvalent to Total Fee Revenues

See comment
Our second conunent arises from the draft reports apparent assumption that total fee

rave uca are the same as the revenues of fund investment advisers The ICI data on total fee

revenuer from which this observation Is drawn Includes lees paid net only to fund

çtment advisers but also to third parties such as shareholder servicing 121-i and custodial

fees These fees cannot accurately be described as revenues of the adviser More important

data from varicnis fund infoimation providers indicates that advisory and administrative feec

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 bath overall fund expenses
and assets

Mutual Fund Director.s Have Contributed to Broad Rased Tea Reductions

See comment
Third the diaft 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 govemance we bclicve additional discussion of these qualities is

merited We are noYawara of any other competitive induttxy in the world of financul

services or outride It In which firm is required to have an independent body annually

review the prlca 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 lees can only be increased if approved by the funds shareholders as

welt 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 lees declining GAOs data shows that 70 percent of the
largest

mutual

Page 118
CAOIGCD-0O-126 Mutual Fund Fec

0001254



Case 211-cv-01083-DMC -JAD Document 3-6 Filed 03/04/11 Page 122 of 133 PagelD
1258

Appendixltl

Comments From the Investment Company Institute

Thomasj McCool
U.S General Accounting Office

May 2000

Page

funds reduced their total operating expense ratio between 1990 and 1998 As noted earlierof

the funds in this group thatexperienced siniflcant asset growth in the 1990s 89 percent

experienced fee reductions

Mutual Fund Fee Disclosure Is Unsurpassed

See comment
jtfj an area that should be clarified is the draft reports asseaatxieLrL of the disdosure

practices of competing finerideL services products The draft report asserts that unlike mutual

fundr most other finanthal saresces disdoe specific dollar amounts of all fees paid With all

due respect we do notbdlieve that this assertion is supportable To cite just two types of

financial Services listed in the draftreport we are not aware of any bank in the courit.-y that

discloses to depositors the amount of the spread that the bank earns on depositors balances in

savings and checking accounts We are also notaware 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

urder to promote comparabilIty andeasy understanding

We believe very strongly that the mutual fund fee table provides the most

comprehensive ad understandable discloSure of fees irs the financial services world The lee

table which nsust be prominently presented irs the front of every fund prospectus was

recently made even simpler for investors by the Securities and Eathange Cominiaston following
the nsostexbaustivefidd-testing ever undertaken by that agency The fee table lets fund

investors easily compare gif or the costs of competing Mutual fond investments on an apples to

apples baste We believe the draft report should reflect the SECs significant efforts in this ares

In our view mutual funds dieloae far more than other financial products because they

provide investori with precise expense ratio which sHows for exact cost comparisOns of

annual fees for thousands of competing mutual funds Funds also provide investors with

standardized hypothetical which shows in dollars and cents the exact Impact that funds
annual fees and sales charges will have on $10000 investment over 15 arid 10 year periods

Jo other financial product provides disclosure that Is this comprehensive and we were

disappointed to see the draft report suggests otherwise

Reqnlthig Even More Fee Disclosure Could Be Corrntcrpredncthie

Finally notwithstanding the decline In fund fee levels end th shareholder preference

or lower cost funds noted earlier the draft report states that additional government regulation
is needed to make investors more 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

NASI RegulatIon to include customized fee information on shareholder account statentents

PromotIng investor awarersessof the Important rule fees can play in long term financial

plannmgls priority
for the Institute and its members- We have lung history of supporting

investor awareneaa proposals and will continue to do so but we have reservations about tim

account statement recommendation Our reservations stem fromour concern that this
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Thomas McCooI

U.S General Accounting Office

May 2000

Pagc

requirentent could erode the value of the standardized all-inclusive lee information in the

prospectus and thus impede informed assessmenls of fee levels at competing funds

laracoxically this could diminish rather than enhance investors overall understanding of fund

The TnshWte appreciates
the opportunity to offer cotnssents on few of the more

significant issues in the draft report As noted In your letter we wuuld 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 indicatesGAO 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 id 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 yearend 1999 more than

78 percent of shareholder accounts and 86 percent of shareholder assets

were invested in equity mutual funds that charged less than the industry

average Finally ICI states that by competing on the basis of net

performance funds have an incentive to keep fee levels as low as

possible because small differences in performance cart 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 Id 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 ftmd 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 hi 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 ICEs 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

ICE 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 I2b-l 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 the1990s 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 previouslyacknowledged 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 regardlessof which entities receive them as revenue are deducted

from investor assets thus our overall conclusion that such fees and assets

grew at comparable rates remains accurate

ICI commented that the duties that mutual fund directors have regarding

the fees funds charge exceed those of typical corporate directors ICE

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 ICI states that directors as fiduciaries are legally required to act on

shareholders behalf and to consider broad range of specific factors

when reviewing fees ICE Indicates that the individuals claim is also

contradicted by various studies induding our own that found fees have

declined

ICI has identified various duties placed on mutual fund directors that

exceed those of the directors of typical corporation and we have added
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Comments From the Investment Company Institute

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

extent that other funds are taking similar actions Although we did find

that fees for many mutual funds have declined we also noted In chapter

of our report that we were unable to determine if the growth in fund assets

would have provided advisers with the opportunity to reduce fees by even

more than they had Furthermore firm comparing the prices it charges

its customers to those charged by competitors is legitimate and perfectly

acceptable means for such 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 sttM

ICI commented that the assertion in our report that unlike mutual funds

most other financial services disclose the specific doliar 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 IC 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 familiarsuch 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

Pege 124
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UNiTED STATES DISTRICT COURTFOR THE DISTRICT OF NEW JERSEY

MELL1NGER YIJDflj-j

IvL MENENDEZ JACQUELINE
ROBiNSON and

LINDA RUSSELL et al

Plaintiffs

Civil Action No II -cv- 1083 RMB AMD
HARTFOIn INVESTMENT
FINANCIAL SERVICES LLC

Defendant

Defendant Hartford Investment Financial Services LLC Defendant or HJFSCO
answers Plaintiffs Second Amended Compjaj as follows Except as otherwise

expresslyadmitted HIFSCO denies each and
every allegation in

paragraphs through 258 of the Second
Amended Complaint the SACincluding without limitation the headings subheadings
tabular

illustrations
footnotes and exhibits COntaij in the SAC To the extent that any

response is required to headings or other unnumbered
paragraphs in the SAC HJFSCO denies all

allegations COntajied therein HJFSCO
expressly reserves the right to amend andjor supplement

its Answer

NATURE OFTITEACTION

The allegations of Paragraph contaj Plaintiffs
characterization of the SAC towhich no respon is required To the extent

response is
requIred HIFSCO denies the

allegations in Paragraph
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SZAFERMAN LAKIND BLUMSTE1N

BLADER P.C

101 Orovers Mill Road Suite 200

Lawrenoeville New Jersey 08648

By Robert Lakind

Arnold Lakind

Telephone 609 275-0400

Fax 609 275-4511

LEVY PHILLIPS KONIGSBERG LLP

800 Third Avenue 11th Floor

New York New York 10022

By Moshc Maimon

Jelephone 212 605-6200

Fax 212 605-6290

Attorneys For Plaintiffs

UNITED STATES DISTRICT COURT

DISTRICT OF NEW JERSEY

JENNIFER KASTLAG LOUIS MELL1NOER Case Number -cv-01 083-RMB- KMW
JUDITH MENENDEZ JACQUELINE

ROBINSON LINDA RUSSELL AND
DENNIS RUSSELL ON BEHALF OP AND FOR SECOND AMENDED COMPLAINT
TIlE BENEFIT OF THE HARTFORD GLOBAL

HEALTH FUND THE HARTFORD RY TRIAL
CONSERVATIVE ALLOCATION FUND THE

DEMAND FOR JU

HARTFORD GROWTH OPPORTUNITIES

FUND THE HARTFORD INFLATION PLUS

FUND THE HARTFORD ADVISERS FUND
AND THE HARTFORD CAPITAL

APPRECIATION FUND

Plaintiffs

vs

HARTFORD INVESTMENT FINANCIAL

SERVICES LLC

Defendant
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SECOND AMENDED COMPLAINT

Plaintiff JENNIFER KASILAG Kasilag whose street address is 35 Oklahoma

Trail Hopatcong New Jersey 07843 Plaintiff LOUTS IvIELLINGER Mellinger whcse

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 whcse street address is 45

Livingston Road Morristown New Jersey 07960 Plaintiff LINDA RUSSELL

Russell whose street address is 52 Birch Ridge Road I3lairstown New Jersey 07825 and

Plaintiff DENNIS 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 Capital Appreciation Fund collectively the Hartford Funds and sue

Hartford Investment Financial Services LLC Defendant or I-IIFSCO an indirect wholly-

owned subsidiary of hartford Financial Services Group Jnc HIG company having shares

listed on the New York Stock Exchange

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 Section 6b of the Investment Company Act of

1940 ICA as amended 15 U.S.C 80a-35b hereinafter Section 36b or 36b

TCA 36b 15 U.S.C 80a-35b provides that an investment manager to

mutual fund acts in fiduciary capacity when it chargcs mutual fund fees for its advisory

Effective August 2011 the Hartford Global Health Fund was re-named the Hartlbrd

I-Jealthcare Fund

0025 1847DOC
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services and thus authorizes security holder of mutual fund to sue the adviser to such fund to

recover any compensation received by the adviser in breach of its fiduciary duties

The hartford Mutual Funds Inc 1IMF is an open-end management

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

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

Fund the Hartford Advisers Fund the Hartford Inflation Plus Fund and the Hartford Capital

Appreciation Fund each of which is separate investment portfolio or mutual fund See Tables

and II

The Hartford Mutual Funds II Inc HMFII is an open-end management

investment company rcgistcred under the ICA 15 U.S.C SOa-l et seq comprised of various

mutual funds including the Hartford Growth Opportunities Fund each of which is separate

investment portfolio or mutual fund See Tables and

I-IIFSCO serves as the investment manager/adviser to each of the Hartford Funds

and is sued in this Second Amended Complaint SAC hased on its misconduct related to its

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

1-IIFSCO derived and continues to derive revenues in the form of fees for what it

claims to be the provision of investment management services and distribution services to the

Hartford Funds In particular FIIFSCO receives fee compensation from each of the Hartford

Funds and earns investment management fee revenues by allegedly providing investment

advisory services pursuant to investment management agreements with each Hartford Fund

FHFSCO also improperly derived and continues to derive revenue by charging excessive 2b-l

distribution fees HIFSCO is sucd in this SAC based on its misconduct related to its wrongful

receipt of fee income in violation of Section 6b of thc ICA
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The Plaintiffs who own shares of the Hartford Funds allege that the investment

management fees charged to each of the Hartford Funds by HIESCO the funds investment

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

compensation as demonstrated by inter alia the nature and quality of services provided to

the Hartford Funds and their security holders in exchange for the investment management fees

including the fact that HIFSCO subconlracts out most of the management services yet still

charges in all cases an investment management fee that exceeds the fcc paid to the Hartford

Funds sub-advisers the failure of the hartford Funds Boards of Directors to exercise thc

rcquisitc lcvcl of care and conscientiousness in approving the investment management

agreements and the fees paid pursuant thereto the failure of H1ESCO 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 Hartford Fund the level of the fees

as compared to those charged by HIFSCO 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 h-IIFSCO to adequately pass economies-of-scale savings

on to the Hartford Funds and their security holders and the retention of those economies-of-scale

savings by HIFSCO and H1FSCOs costs and high profitability associated with providing

investment management services to the Hartford Funds

The Plaintiffs further allege that HIFSCO improperly received Rule 12b-1

Distribution Fees2 12b-l fees from Class and Class of the Hartford Funds and breached

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

permits fund to market and sell its shares using shareholder thuds DistributionFees deducted

from 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
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its fiduciary duty to the Hartford Funds with respect to such compensation by inter a/ia the

minimal nature and quality of the services provided in exchange for the 12b-1 fees arid

having produced minimal 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

Plaintiffs bring this action derivatively pursuant to ICA 36b 15 U.S.C 80a-

35b on behalf of all of the Hartford Funds

10 Plaintiffs seek pursuant to ICA 36b3 15 u.s.c SOa-35b3 on behalf

of the Hartford Funds the actual damages resulting from the breaches of fiduciary duties by

HIFSCO including the amount of excessive compensation and payments received from the

Hartford Funds and/or pursuant to ICA 47b 15 U.S.C SOa-46b rescission of the

contracts that resulted in these breaches due to HIFSCOs violation of ICA 36b 15 U.S.C

SOa-35b

11 Plaintiffs seek recovery from the earliest date permitted by the statute through

the latest date permitted by the statute

12 The allegations in this SAC are based in large part on publicly-available

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

Securities Exchange Commission SEC or Commissionof HMF arid HMFIL Hartford

Disclosure Materials and on information and belief after reasonable investigation
On

information and belief the statements that are containcd in any SEC filing represent HIFSCOs

and the sub-advisers conduct throughout thc entire time period applicable to Plaintiffs claims

provided to the fluids investors See SEC Proposes Measures to Improve Regulation of Fund

Distribution Fees and Provide Better Disclosure Jbr investors available at

http//www.sec.gov/news/nress/201 01201 0-126.htm

Plaintiffs only challenge the 2b- fees charged to Class and Class of the Hartford Funds
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iT JUTRISDJCTTON AND VENUE

13 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

14 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 occuicd in this district and Defendant

may be found in this district

15 No pit-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 231 of the

Federal Rules of Civil Procedure does not apply to actions or counts brought under 6b of the

ICA

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

waived

Iii PARTIES

Plaintiffs

17 Plaintiff Mellinger owns shares of and is therefore security holder of the

hartford Growth Opportunities Fund Class shares and the Hartford Inflation Plus Fund

Class and shares.4

Plaintiffs are not required to plead the individual share classes of the Hartford Funds that that

they own This is derivative action brought on behalf of the entire Fund Plaintiffs have

standing because they are Hartford Fund shareholders which is all that is required to bring

Section 36b claim Sec In reAm Mitt Funds Fees Lit ig.No CV 04-5593 OAF 2005 U.S

Dist LEXIS 41884 at 9..lo C.D.Cal Dec 16 2005 Section 36b .. does not distinguish

among owners of different classes of shares in mutual thnd and does not impose any

requirement at the share class level See 15 U.S.C 80a-35b citations omitted
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18 Plaintiff Menendez owns shares of and is therefore security holder of the

Hartlbrd Advisers Fund Class shares

19 Plaintiff Russell owns shares of and is therefore security holder of the

Hartford Advisers Fund Class shares the Hartlhrd Growth Opportunities Fund Class

shares and the Hartford Capital Appreciation Fund Class shares

20 Plaintiff Russell owns shares of and is therefore security holder of the

Hartford Capital Appreciation Fund Class shares

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

Hartford Advisers Fund Class shares and the Hartford Inflation Plus Fund Class shares

22 Plaintiff Kasilag owns shares of and therefore is security holder of the Hartford

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

shares

Defendant

23 HIFSCO Delaware corporation with its principal place of business in Simsbury

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

Group Inc HIG together with its subsidiaries the Hartford or Company.6 HIG is an

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

HIG through its wholly-owned subsidiaries provides variety of investment management

Plaintiffs Russell and Russell for the first time in this Second Amended Complaint

bring claims on behalf of the Hartford Capital Appreciation Fund HIFSCO has consented to

Plaintiffs adding claim on behalf of the Hartford Capital Appreciation Fund on the condition

that the damage period for this specific fund is determined based on the filing date of this Second

Amended Complaint

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

investment management administrative and operational services to mutual funds and managed

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

filings
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administrative and operational services for large number of investment companies or mutual

funds the Hartford Funds Complex and managed accounts including HI1Gs indirect wholly-

owned subsidiary HIFSCO.7 See Table

24 I-HFSCO is the investment manager/adviser for each of the Hartford Funds and is

registered as an investment adviser under the Investment Advisers Act of 1940 the Investment

Advisers Act On November 2009 HMF and HMFII oil behalf of each of the Hartford

Funds entered into Investment Management Agreements with HIFSCO collectively

Investment Management Agreements

25 HIFSCO is also registered broker-dealer and serves as the Hartford Funds

principal underwriter and distributor HTFSCO receives 2b-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 HMFIJ on behalf of the Funds

26 HIFSCO as the underwriter distrihutor adviser and control person of the

Harford Funds received compensation from the Hartford Funds for providing investment

management and other services to them As such HIFSCO owes fiduciary and other duties to

the Plaintiffs and all security holders of each of the Hartford Funds

III BACKGROUND INFORMATION ABOUT THE INVESTMENT MANAGEMENT
INDUSTRY AND THE PURPOSE OF SECTION 36b

27 mutual find is typically created and managed by re-existing organization

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

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 11 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

SAC are contained in the Hartford Mutual Funds Inc and the Hartford Mutual Funds II Inc

See Tables land 11
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cften selects affiliated persons to serve on the funds board of directors Daily Income Fund

Inc Fox 464 u.s 523 536 1984

28 Congress recognized as early as 1935 that because typical fund is

organized by its invesunent adviser which provides it with almost all management services arid

because its shares arc bought by investors who rely on that service mutual fund cannot as

practical matter sever its relationship with the advisor Rep No 91-184 1969

Therefore the forces of arms-length bargaining do not work in the mutual fund industry in the

same manner as they do in other sectors of the American economy Id

29 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

30 Accordingly the ICA was designed to regulate and curb abuses inherent in the

stmcttre of mutual fluid industry Jones Harris Avociates LI 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 theft affiliates such as HIESCO

31 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

32 Thus ICA 36b 15 U.S.C 80a-35b was added to the ICA in 1970

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

This provision created federal cause of action for breach of fiduciary duty hy investment

advisers Section 6b which imposes fiduciary duty on mutual fund investment managers
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and their affiliates with respect to the receipt of compensation for services 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 he 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 Emphasis addcd

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

here exemplify the concern raised in the preamble to the 1CA 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 36b 15 U.S.C 80a-35b is to empower security

holdcrs to independently police whether investment advisers have fulfilled their fiduciary

obligations

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

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

incestuous Gartenherg MerrillLynch Asset Mgnit inc 694 F.2d 923 929 2d Cii 1982

35 Through ICA 36b 15 U.S.C 80a-35b Congress gave security holders

unique right Daily Income Fund 464 U.S at 536 empowering them with the ability to be an

independent cheek on an advisers fulfillment of its fiduciary duties and receipt of excessive

fees By enacting ICA 36b 15 U.S.C 80a-35b Congress provided security holders with
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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 91-1 84

lv FACTORS GENERALLY RELEVANT TO SECTiON 36b CLAIM

36 ICA 36b 15 U.S.C SOa-35b itself does not sct forth list of factors to be

considered in determining whether an investment adviser such as IHFSCO 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

37 The test for determining whether fee compensation paid to HIFSCO violates ICA

36b 15 U.S.C 80a-35b 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 Gartenbeig 694 F.2d at 928

38 If an adviser charges fee that is so disproportionately large that it bore rio

reasonable relationship to the services rendered and could not have been the product of arms

length bargaining see Jones 130 S.Ct at 1418 quoting Gcrtenberg the adviser has violated

ICA 36b 15 U.S.C SOa-35b

39 In the context of 36b litigation courts have historically considered inter cilia

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

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

10

0001277



Case 111 -cv-01 083-RMB -KMW Document 35 Filed 11/14/11 Page 12 of 80 Page ID 2103

whether economics of scale were passed to the funds and their investors or kept

by the investment adviser and

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

services

40 As set forth below an examination of the Gartenherg Factors demonstrates that

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

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

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

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

unfair to Plaintiffs and the other security holders of the Hartford Funds

TEE NATURE AND QUALITY OF TIlE INVESTMENT MANAGEMENT
AND DiSTRIBUTION SERVICES PERFORMED BY EIESCODO NOT
.JUST1FY IIEFSCOS FEE

Investment Management Services

41 Each of the Hartford Funds pays monthly management fee to HIFSCO based on

stated percentage of the Funds average daily net asset value for its investment management

services As such the investment management fees are not bused on the services actually

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

42 Rather than providing the majority of the invcstmcnt management services

directly to the Funds HIFSCO subcontracts with others to provide the services

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

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

Advisory Agreement andlor to Hartford Investment Management Company HIMCO

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

Agreement collectively Investment Sub-Advisory Agreements

II
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44 Wellington is sub-adviser to the Hartford Advisers Fund the Hartford Growth

Opportunities Fund the Hartford Global Health Fund and the Hartford Capital Appreciation

Fund HIMCO is the sub-adviser to the Hartford Conservative Allocation Fund and the Hartford

Inflation Plus Fund

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

fee to HIFSCO which subcontracts with Wellington and/or IIIMCO at fraction of HIFSCOs

fee

46 The table below sets forth the investment management fees which are paid to and

retained by IIIFSCO from each of the Hartford Funds and the separate investment management

fees paid to the funds sub-advisers Wellington and HIMCO for the year ended October 31

2010

TotaIs

2010 HARTFORD FUNDS HIFSCO FEES RETAINED AFTER PAYMENT TO SUB-

ADVISERS WELLINGTON IIIMCO

llarfli ræd I_e1meflt NtPd Sub- flifferiirt Pcrceflt.flv Which

ii /Suh- et4lfled HW Fyi

srny
LIFSC Grc han

Sub iser

lartlord Auviscrs Wcllingtou 380674 $1.1 07.952 $2698832 313%

Fund

hartford Growth Wellington $8866594 $5368829 $3497765 165%

Opportunities Fund

Hartford Inflation HIMCO $8179707 $1822225 $6357482 448%

Plus Fund

Hartford HIMCO $308924 $53613 $255311 576%

Conservative

Allocation Fund

Hartford Global Wellington $20022 16 $1437771 $564445 39%

Health Fund

Hartford Capital Wellington $76888718 $47793436 $29095282 160%

Appreciation Fund

$100052943 $57583826 $42469117
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47 lhe table above demonstrates that in 2010 the total investment management fees

charged to the Hartford Funds equaled $157636796 $100052943 investment management

fees paid to HIFSCO in addition to $57583826 in investment management fees paid to the

Hartford Funds sub-advisers

48 The investment management fee paid to HJFSCO by each of the hartford Fuiids

was at minimum 139% and at maximum 576% greater than the fee paid to the Hartford

Funds sub-advisers Further on avcrage HJFSCOs fees exceeded the sub-advisers fees by

305% On information and belief similar fees as those reflected in the above table see 46

will be paid to HIFSCO and the Hartford Funds sub-advisers for the entire time period

applicable to Plaintiffs claims

49 Pursuant to the Investment Management Agreements in exchange for the

investment management fees I-ITFSCO receives for listing of the investment management fees

H1FSCO received in 2010 see paragraph 46 HIFSCO allegedly provides both investment

management and certain administrative services to the Hartford Funds As explained below

the total fee i.e the total investment management fee it should receive for these alleged

services should he small fraction of the fees that are paid to the Hartford Funds sub-advisers

fflFSCOs Alleged Investment Management Services Pursuant to the

investment Management Agreements i.e services it claims to provide in

exchange for its investment management fee

50 As stated above on November 2009 I-UPS CO entered into an Investment

Management Agreement with each of the Hartford Funds Further HIFSCO has also entered

into sub-advisory investment management agreements with the sub-advisers to the Hartford

Funds The table below represents comparison of the investment management responsibilities

that HIFSCO undertakes pursuant to the Investment Management Agreements with the Hartford
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Funds and the investment management responsibilities delegated to the the su aadvisers

pursuant to the Investment SubAdvisory Agreemems with the Hartford Funds The services

Lsie in he left hand column are all contained in TIIFSCOs his cstnient Management

Agreements with lie Hartford Funds under the heading of section ln\cstulent Management

Services

InvestmenT Manggnient spviCp

The Adviser shall or shall cause an affiliate

to regularly provide investment advice and

recommendations to each Portfolio Rinds

with respect to its investments investment

policies and the purchase of securties ii

supervise continuously the ivestment

management program of each Portfolio and the

composition and performance of its portfolio

securities and deteriii ic which securities shall

he pui chased or sold by each Portfolio and

iii anange subject to the prt
visions of

eetion hereof delegation provision for

the purchase of securities and other

investments for each Port folio and the sale of

securities and other investments held in each

Portfolio

Ihe SubAdsiser shalL evaluate and

implement an investment program

appropriate for each Portfolio which shall

be amended and updated from time to tinicas

determined by the Adviser and the Suh

Adviser

the SubAdviser in consultation with the

Adviser when appropriateS will make all

determinations with respect to the

investment of the assets 0f the Portfolios and

the purchase or sale of portfolio securities

and shall take such steps as may he

necessary to implement time same Such

determinaflons and services shJl include

advising the Companys Board of Directors of

the manner in which voting rights rights to

consent to corporate action and any other non

invesrtnent decisions pertaining to Portfolios

securities should be exercised

comparable provision does not exist in the

lns estinent Management Agreements

The Adviser shall provide oi cause an Phe SuhAdviser will regularly furnish

affiliate to provide such economic and reports
with respect to the Portfolios at period

statistical data relating to each portfolio
and meetings of the Companys Boaid of Dii ectors

such information concerning important and at such other timesas may he reasonably

economic political and other deseh ientsam
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53 The sub-advisers assumption of substantially all of the investment management

services is specifically contemplated in the Investment Management Agreements I-IIFSCO

entered into with each of the Hanford Funds as those agreements contain the following

investment management delegation provision

The Adviser 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 the Investment

Management Agreement

Emphasis added

54 In light of this delegation provision HIFSCOs investment management services

are significantly limited to oversight and supervising
the funds sub-advisers IIIFSCOs

supervisory roles are further limited given that it is the HMF and HMFIIs Board of Directors

who are charged with the substantial supervision of the Funds According to the March 2011

Combined Statement of Additional Information for the Hartford Funds SAl the Board

provides broad supervision over the affairs of and HMFII and the Funds and

ii elects officers who are responsible for the day-to-day operations of the Funds and the

execution of policies formulated by the Boards of Directors

55 T1HTFSC performed all of the alleged investment management services listed in

the Investment Management Agreements see Table at 50 for each Hartford Fund and if the

fees charged for these alleged services were the product of arms-length bargaining such fees

should have been for each Hartford Fund fraction of the investment management fees charged
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by each sub-adviser to each Hartford Fund in light of the substantial investment management

services the sub-advisers provide to the Hartford Funds under the terms of their respective sub-

advisory agreements However HIFSCOs investment management fee on average exceeded

the sub-advisers fees by 305% even though the services HIFSCO performed for the funds were

minimal and predominantly supervisory in nature

HIFSCOs Alleged Administrative Services Pursuant to the Investment

Management Agreements i.e services HIESCO claims to provide ii

exchange for its investment management fee

56 The Investment Management Agreements entered into with the Hartford

Funds in addition to containing section entitled Investment Management Services also

contains section entitled Administrative Services which lists the administrative services

TIIFSCO allegedly provided or caused an affiliate to provide to the Hartford Funds The

Administrative Services section of the Investment Management Agreements which I-HFSCO

entered into with each Hartford Fund is reproduced in the table on the following page

17
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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 oflicers of the Company and to perform

such administrative and clerical flrnctions as are necessary iii order to provide effective

administration for the Company including the preparation and maintenance of required

reports books and records of the Company and

provide the Company with adequate office space and related services

necessary for its operations as contemplated in this Agreement

provide such other services as the parties hereto may agree upon from thne to

time

57 Thus according to section 3a of the Investment Management Agreements

l-IIFSCO will assist in the supervision of all aspects of the Companys Hartford Funds

operations including the coordination of all matters relating to the functions of custodian

transfer agent or other shareholder servicing agents if any accountants attorneys and other

parties performing services or operational
tbnctions for the Company

58 he Hanford Funds however pay for these services pursuant to separate

agreements and/or separate fees For example according to the Annual Report an SEC filing

for the Hartford Global Health Fund for year ended October 31 2010 this fund paid

custodian fee of $9000 transfer agent fee of $988000 accounting services fees of $53000 an

administrative service fee undefined of $18000 registration and filing fees oJ $97000 Board

of Directors fees of $10000 audit fees of $14000 and othcr cxpcnses undefined of $94000
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for total of $1283000 These fees are produced below in chart format similar chart is

contained in the Hartford Global Health Funds 2010 Annual Report Statement of Operations

for year
ended October 31 2010

Investment Management Fee 3440000

Administrative Services Fee 18000

Transfer Ageni Fees 988000

Distribution Fees

Class 618000

Class 282000

Class 767000

R-3 13000

R-4 19000

Custodian Fees 9000

Accounting Services Fees 53000

Board of Directors Fees 10000

Registration and Filing Fees 97000

Audit 14000

Other F.xpenses 94000

Total Expenses before waivers and fees paid 6422000

indirectly

59 The Annual Reports for all of the Hartlbrd Funds like the Hartford Global

Health Fund reflect that for year ended October 31 2010 these funds also paid in addition to

paying HJFSCO an investment management fee the following fees Administrative Services

Fees Transfer Agent Fees Distribution Fees Custodian Fees Accounting Services Fees Board

of Directors Fees Audit Fees and Other Expenses Se alco Exhibit which contains similar

charts for the other Hartford Funds and reflect that these funds were also charged an

Administrative Transfer agent Distribution Custodian Accounting Services Board of Director

Audit and Other Expense Fee in addition to an investment management fee These charts are

also based on data contained in the Annual Reports for each of these funds
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60 Further evidence that the Hartford Funds separately pay for the services listed in

Section 3a of the Investment Management Agreements is confirmed by the fact that all of the

Hartford Funds are charged an Other Expense Charge

61 For example the March 2011 Annual Prospectus for the Hartford Global

Health Fund reflects that investors in this fund pay the following fees

ass Ciss Class ss

Management fees 0.90% 0.90% 0.90% 0.90% 0.90% 0.90% 0.90% 0.90%

Distribution Services 12b-l fees 0.25% 1.00% 1.00% Nonc 0.50% 0.25% None None

Other Expense 0.34% 0.49% 0.28% 032% 0.30% 0.22% 0.18% 0.07%

62 This table reflects in basis points the annual fees an investor pays for investing in

the Hartford Global Health Fund

63 As the table in paragraph 61 reflects in addition to being charged an annual

investment management fee investors are also charged an Other Expense Charge According

to the SEC the Other Expense Charge usually covers expenses for payments to transfer agents

securities custodians providers of shareholder accounting services attorneys auditors and fund

independent directors See Division of Investment Management Report on Mutual Fund Fees

and Expenses U.S Securities and Exchange Commission 111.3.1

http//wwv.sec.gov/news/studies/feesLUdY.htmZ44_SO4OO
U.S Securities and Exchange

Conrniission Mulual Fund Fees and Expenses hUp//vsec.gov/ansWcrS/mffeeA0u
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64 Exhibit reproduces the fee tables for the remaining hartford Funds which

reflect that investors in these funds also paid an Other Expense Charge in addition to paying

an investment management fee

65 Thus through the I-Iartford Funds Other Expense Charge which is separate

from IIIFSCOs investment management charges Plaintiffs paid for the services listed in Section

3a of the Investment Management Agreement Therefore it would be improper and excessive

for HIFSCO to charge for any of these services through its investment management fee

66 In addition to the above SEC disclosures in the Annual Reports and Prospcctuscs

which reflect that thc services listed in Section 3a are paid for independently of the investment

management fees Plaintiffs paid to HTFSCO the SAT states the following

Each Fund pays its own expenses including without limitation expenses of

maintaining the Fund and continuing its existence registration of the Fund under the

1940 Act auditing accounting and legal expenses taxes and interest

governmental fees expenses of issue sale repurchase and redemption of Fund

shares expenses of registering and qualifying the Fund and its shares under federal

and staLe securities laws and of preparing and printing prospectuses for such purposes and

for distributing the same to shareholders and investors and lees and expenses of

registering and maintaining registrations of the Fund and of thc Funds principal

undentiter if any as broker-dealer or agent under state securities laws expenses of

reports and notices to shareholders and of meetings of shareholders and proxy

solicitations thereof expenses of reports to governmental officers and commissions

10 insurance expenses 11 fees expenses and disbursements of custodians for aU

services to the Fund 12 fees expenses and disbursements of transfer agents dividend

disbursing agents shareholder servicing agents and registrars for all services to the Fund

13 expenses for servicing shareholder accounts 14 any direct charges to shareholders

approved by the directors of the Fund 15 compensation and expenses of directors of the

Fund other than those who are also officers of The Hartford and 16 such nonrecurring

items as may arise including expenses incurred in connection with litigation proceedings

and claims and the obligation of the Fund to indenrnif its directors and officers with

respect thereto

The information contained in these fee tables is derived from each funds March 2011

Annual Prospectus
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67 As multiple SEC filings demonstrate the services listed in Section 3a of the

Investment Management Agreements are paid by fees that are separate from the investment

management fees paid to HIFSCO Further as Section 3a of the Investment Management

Agreements confirms HIFSCOs role is limited to the supervision and coordination of the

services listed in Section 3a However the Hartford Funds accounting transfer agent and

custodian services are accounted for pursuant to separate agreements to which HLFSCO is not

even party which indicates that HIFSCOs role is limited to minimal oversight Further as the

Annual Reports for the Hartford Funds reflect the fees for the performance of the actual services

listed in Section 3a are much lcss than the investment management fee for each Hartford Fund

Therefore if the fees to actually perform the services listed in Section 3a are significantly less

than the investment management fee for each Hartford Fund then the fees to supervise these

services should if product of arms-length bargaining be fraction of the fees charged to

perform such services

68 Section 3b of the Investment Management Agreement states that shall

provide the Company with the services of persons. .to perform effective administration for the

Company including the preparation and maintenance of required reports books and records of

the Company.t

69 Each of the Hartford Funds Annual Reports reflect that for year ended October

31 2010 security holders in the funds paid separate Administrative Services Fee i.e

independent of the investment management fee which presumably covered these services

However even if these services were paid for through HIFSCOs investment management fee

under the Investment Sub-Advisory Agreements the sub-advisers must provide reports to

IIIFSCO and the funds Boards which include the Sub-Advisers economic outlook and
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investment strategy and discussion of the portfolio activity and the performance of the

Portfolios since the last report Thus even if the investment management fees that HIFSCO

charged to the Hartford Funds was also used to pay for the services allegedly provided pursuant

to paragraph 3b of the Investment Management Agreements the data needed for those services

was largely provided by the sub-advisers presumably because it is the sub-advisers who actually

perform the substantial investment advisory/management services and thus the fees for such

services should be minimal

70 As further evidence of the Hanford Funds sub-advisers substantial reporting and

investment management role Flartford relied upon the Funds sub-advisers not FIIFSCO to

provide an explanation in the Hartford Funds SEC filings as to how the funds performed in the

prior year and what the funds outlook is for next year Specifically the Hartford Funds Annual

Reports state for each Hartford Fund views expressed in the Funds Manager Discussion

under Why did the Fund perform this way and What is the outlook are views of the Funds

sub-adviser and portfolio management team. The portfolio nmnagenient team are

employees of the sub-advisers

71 Section 3c Administrative Services Section of the Investment Management

Agreements provides that HIFSCO will provide the Company with adequate office space and

related services necessary for its operations as contemplated in this Agreement

72 As described above substantially all of the investment management services are

performed by the funds sub-advisers With respect to the administrative services HIFSCOs

role is limited to oversight and is essentially supervisory in nature since it is not even party to

the agreements under which most of these administrative services are provided Thus given

the magnitude of the services that the sub-advisers provide ii that the sub-advisers provide
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such services at their own expense i.e they provide the office space needed for the substantial

investment management services they provide under their sub-advisory agreements and iii

that the sub-advisers on average despite performing substantially all of the investment

management services for the Hartford Funds at their own expense are paid 305% less than

HIESCO the fees for the office space needed by IIIFSCO for its alleged services should be

fraction of the fees that are charged by the sub-advisers Further the Annual Reports for each of

the Hartford Funds reflects Iwo ambiguous fees Administrative Services Fee and Other

Expenses see Table at 58 which may pay for this office space and thus such officc space

may be paid for through fees scparatc from each Funds investment management fee

73 I-IIFSCO which is located in Simco Connecticut has $59 billion in assets under

management through aB of its investment operations and charges an annual percentage fee on all

of these assets Thus even if I-JIFSCO pays for the minimal office space it requires or should

require for alleged services to the I-Jartford Funds through the flrnds investment management

fee each funds portion of that fee in dollar terms should be very small

74 As stated in the Declaration of Steve Pomerantz Ph.D Exhibit j5 to the

investment management services should be the most expensive service that is listed in the

Investment Management Agreements ii 1-IIFSCO delegated consistent with the Investment

Management Agreements substantially all of the investment management services required by

the Hanford Funds to the funds sub-advisers Wellington and HTh4CO and iii the investment

management role that remained for HIFSCO was predominately supervisory in nature

75 As stated in the Declaration of Steve Pomerantz Ph.D Exhibit 1I with

respect to the Administrative Services listcd in Scetion 3a of the Investment Management

Agreements I-IIFSCOs role was limited to supervising the performance of the services and
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such supervisory role should have resulted in ITIIFSCO receiving fees that were small fraction

of the fee to perform the actual services

76 As stated in the Declaration of Steve Pomerantz Ph.D Exhibit IffihlO to 11

with respect to the Administative Services listed in Section 3b of the Investment Management

Agreements these services should have been paid for by fees that were charged to the Hartford

Funds that were separate and in addition to 1-IIFSCO investment management fee

77 As stated in the Declaration of Steve Pomerantz Ph.D Exhibit 13 given that

HIFSCO sub-contracted to third parties the most crucial services required by the Hartford Funds

to third parties the expenses it should have incurred for providing the services listed in Section

3c of the Jnvestment Management Agreement should have been very small

78 Accordingly as set forth in the Declaration of Steven Pomerantz Ph.D Exhibit

1f20 to 21 IIFSCOs total investment management fee for each Hartford Fund bore no

reasonable relationship to the services it rendered

79 Given that substantially all of the investment management services have been

delegated to the Hartford Funds sub-advisers and HIFSCOs responsibility is limited and

essentially supervisory in nature the investment management fee HIFSCO received was

substantially disproportionate to the value of the investment management services it rendered

80 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 1CA 36b claim
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12b-1 Distribution Services

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

security holders to sell new fund shares The SEC had traditionally been reluctant to allow fund

advisers to charge their security holders 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 Futwe Structure of the Securities Markets 1972 Sec Reg Rep

DNA No 137pt II at

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

consider modifying its objections to allow current fund security holders to pay distribution

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

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

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

services to mutual fund security holders at dramatically lower costs

83 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-l The SEC feared that the use ofmutu.al fund assets to finance distribution activities

would benefit mainly the management of mutual fund rather than its shareholders and

therefore that such usc of fund assets should not be permitted Bearing qf Distribution

Expenses by Mutual Funds Invcstment 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
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under 12b-1 plan Meyer Oppenheimer Management Corp 895 F.2d 861 866 2d Cir

1990

84 HIFSCO has however charged and collected additional compensation for its

retail management services by causing the Plaintiffs and other Hartford Fund security holders to

pay HIFSCOs marketing expenses to acquire new security
holders so that these new security

holders could pay additional investment management fees to IIIFSCO Existing security holders

are thus forced to pay additional fees because along with new security holders assets under

management increase thereby increasing the 2b- and other fees

85 Under this regime IIIFSCO has fashioned yet another way to increase its

financial benefit while leaving Plaintiffs and other security holders to bear the financial burden

Indeed Plaintifft and the other security holders of the Hartford Funds pay 2b-1 distribution

fees for marketing selling and distributing mutual fund shares to new security holders

85 HMF arid 11MPh on behalf of their respective Hartford Funds have each adopted

separate Distribution Plan for each share class of each hind

87 The Hartford Disclosure Materials state that the distribution fees paid to HIFSCO

may be spent on any activities or expenses primarily intended to result in the sale of the Hartford

Funds shares including payment of initial and ongoing commissions and other

compensation payments to brokers dealers financial institutions or others who sell the finds

shares compensation to employees of HIFSCO compensation to and expenses including

overhead such as conununications and telephone training supplies photocopying and similar

types of expenses of HIPS CO incurred in the printing
and mailing or other dissemination of all

prospectuses and statements of additional infonnation the costs of preparation printing and

mailing of reports used for sales literature and related expenses i.e advertisements and sales
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literature other distribution-related expenses and for the provision of personal service

and/or the maintenance of shareholder accounts

88 Pursuant to the HMF and HMFIIs Class Distribution Plans for the Hartford

Funds fund may compensate I-IIFSCO 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 HMFHs Boards of Directors authorized Rule 12b-

payments of 0.25% of each funds average daily net assets attributable to Class shares The

entire amount of the fee may be used for shareholder servicing expenses with the remainder if

any used for distribution expenses

89 Pursuant to the HMF and HMFIIs Class Distribution Plan the Hartford Funds

may pay I-IIFSCO 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

90 Each of the Hartford Funds most recent Annual Reports further provides that

each funds 12b-1 fees are accrued daily and paid monthly

91 According to the Harford Disclosure Materials Class shares of the Hartford

Funds pay maximum sales charge front-end sales load of 5.50% depending on the amount of

shareholders initial investment and distribution and servicing fee of 0.25%

92 According to Harttbrds SEC filings benefits which the

Distribution Plans may provide to the Funds include .. the ability to provide investors with an

alternative to paying front end sales loads Emphasis added.9

Pursuant to the Courts order during oral argument on HIFSCOs Motion to Dismiss Plaintiffs

are providing to the Court copy of the Hartford Funds which applies to the funds at issue in

this ease and other funds Statement of Additional Information dated March 2011 and
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93 he 12b-l fees that are charged to Class shareholders of the Hartford Funds are

therefore excessive because shareholders of this class pay 2b-l fees in addition to significant

front-end sales loads

94 HTFSCOs 12b-l fees charged to the Class shareholders of the Hartford Funds

are also excessive because this class 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 Hartford Funds Nonetheless FHFSCO

continues to charge the holders of the hartford Funds Class shares 2b-l fees for distribvtion

and marketing activities for this share class

95 shareholder of the Hartford Funds may pay HIFSCO fee of up to 1.00% of the

average daily net assets attributable to Class shares 075% 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 Hartford 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 charge if the sharcholder seeks to redeem his/her Class

shares in order to avoid such useless distribution and marketing fees

amended and restated on May 31 2011 The language quoted iii paragraph 92 appears on page

181 if the reader is going by the page nunibers that are located in the top right hand corner of the

document and page 150 if the reader is going by the page numbers on the bottom center of the

pages
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96 Hartfords 2010 SEC filings state potential benefits which the

Distribution Plans may provide to the Funds include .. the potential to increase assets the

ability to sell shares of the Funds through adviser and broker distribution channels The 2b-J

fees charged to the Class shareholders of the Hartford Funds cannot accomplish these services

As closed class there is no potential to increase the Class assets Furthermore there are no

brokers or dealers to be contacted because there are no new shares of Class to sell or market to

the investing public

97 Furthermore both the HMF Distribution Plan and HMFTI Distribution Plan states

that some of the services HIFSCO performs in exchange for the 12b-l fees include

compensation to employees of the compensation to and expenses including

overhead such as communications and telephone training supplies pholocopying and similar

types of expenses of 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

distribution-related expenses including personnel of The Investment

Management Agreements also provide for the provision of H1FSCO personnel office space and

related services for HIFSCOs operations pursuant to the investment management fee

Therefore HIFSCOs distribution-related expenses are c/c minim/s

98 Although Plaintiffs and the other shareholders of the I-Iartford Funds pay for

marketing selling and distributing each fluid through the 2b- fees the monetary bcncfits

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

shareholders As such the 2b-1 fees are substantially waste of find assets
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99 Plaintiffs on behalf of the Hartford Funds are entitled to recover the Class and

portion of the Class 12b-1 fees receivcd and continuing to be received by HIFSCO in

breach of its fiduciary duty to the Hartford Funds with respect to such compensation

100 The excessive distribution fees represent additional compensation for advisory

services and thus are subjcct to an ICA 36b claim

THE ECONOMIES OF SCALE ENJOYED IN CONNECTION WITH THE

INVESTMENT MANAGEMENT SERVICES AND DISTRIBUTION

SERVICES WERE NOT PASSED ON TO THE PLAIN ITFFS AND

OTHER SECURITY HOLDERS OF TilE FUNDS AS REQUIRED BY

SECTION 36b BUT WERE KEPT BY DEFENDANT HIFSCOiN

VIOLATION OF ITS FIDUCIARY DUTY

101 The legislative history of ICA 36b 15 U.S.C 80a-35b recognizes that an

investment advisers failure to pass on economies of scale to the fund is the principal cause of

excessive fees

is noted that problems arise due to the economies of scale

attributable to the dramatic growth of the mutual fund industry In

some instances these economies of scale have not been shared with

investors Recently there has been desirable tendency on the part

of some fund managers to reduce their effective charges as the

Land grows in size Accordingly the best industry practice will

provide guide

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

02

102 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
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Investment 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 Swensen Unconventional

Success Fundamental Approach Personal Investment David Swensen Free Press 2005

238 The intrinsic characteristics of the mutual-fund...suggest that economies of scale should

lead to lower fees as assets under management the amount people invest in fund

increase Id at 237 Economies of scale with respect to mutual fund exist and are available

to be passed along to thc funds investors because investment management efforts ..do not

increase along with portfolio size Id at 238 Therefore scale increases fees as

percentage of assets ought to decline allowing both fund manager and fund shareholders to

benefit Id

103 On per share basis it does not cost more to manage additional assets in

growing fund because economies of scale occur at both the fund complex and portfolio level for

various costs incurred Moreover fixed costs are spread over more assets as fund grows in

size

104 Indeed investment management organizations can realize economies of scale

from increased assets within particular mutual fund and from increased total assets in all

mutual funds under management

105 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% basis point equals

1/100th of percent the fee equals $375000 per year comparable mutual fund with five

hundred million dollars $500000000 of assets under management would generate
fee of
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three million seven hundred and fifty thousand dollars $3750000 Similarly mutual fund

worth five bilion dollars $5000000000 would generate fee of thirty-seven million five

hundred thousand dollars $37500000 per year

106 As assets under management increase however the cost of providing serviees 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 economics of scale Indeed at some point the additional cost to advise

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

or additional contributions by current or new security holders approaches number at or close

to zero

107 The existence of econonies 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 Expensesjflec 2000 SEC Report at 30-31

GAO Report on Mutual Fund Fees to the ihairman Subcommittee on Finance and Hazardous

Materials and the Ranking Member Committee on iommerce House a/Representatives June

2000 GAO Report at 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

33

0001300



Case 11 1-cv-01083-RMB -KMW Document 35 Filed 11114/11 Page 35 of 80 PagelD 2126

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

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

including services provided to institutional and other clients See John Freeman Stewart

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

621 62 2001 the Freeman Brown Study citing Victoria Schonfeld Thomas MJ

Kerwin OrganizatIon of Mutual Fund 49 Bus LAW 107 1993

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

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

possiblc for thc adviscr to service the additional assets with zero additional costs Sac GAO

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

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

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

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

and inisappropriated by HJFSCO can and have generated huge unreasonable and excessive

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

to such compensation

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

assets under management The Hartford Funds employ declining rate structure in which the

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

vary based on the amount of assets under management and are reduced as the total amount of

assets under management increase See following table
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Harttord

Advisers Fund

Hartford Growth

Opportunities

Fund

Hartford Inflation

Plus Fund

Hartford Global

Health Fund

Hartford

Conservative

Allocation Fund

Hartford Capital

Appreciation

Fund

Sub-Adviser ec Schedule

auuual rate based un average daily

net assets

First $50 million 0.2200%

Next $100 million 0.1800%

INext $350 million --0.1500%

Amt over $500M 0.1250%

112 This fee structure known as breakpoints implicitly recognizes the economies of

scale and gives the appearance that the finds share in those benefits fee breakpoint has been

explained as follows

35

HARTFORD FUNDS FEE BREAKDOWN PURSUANT TO TIlE

refers to Million and refers to BilliunI

Wellington

All Assets 0.2700%
Wellington

HIMCO

Wellington

H1MCO

First 500 million u.6900%

Next $500 million 0.6250%

Next $4 billion 0.5750%

Next $5 billion 0.5725%

Amt over $10B0.5700%

First $250 million 0.8000%

Next $4.75 billion 0.70 00%

Next $5 billion 0.6975%

Amt over $IOB 0.6950%

Ftrs $500 million 0.5000%

Next $4.5 billion 0.4500%

Next $5 billion 0.4300%

Amt Over $1 OB 0.4200%

First $500 million 0.9000%

Next $500 million 0.8500%

Next $4 billion 0.8000%

Next $5 billion 0.7975%

Amt over $1013 07950%

First $500 mlllon 0.1500%

Next $4.5 billion 0.1000%

Next $5 billion 00800%

Amt over $1OB 0.0700%

First $500 million 0.8000%

Next $500 million 0.7000%

Next $4 billion 0.6500%

Next $5 billion 0.6475%

Amt over $IOB06450%

All Assets At Cost

First $100 million 0.4500%

Next $400 million 0.3500%

Anit over $500M0.3000%

All Assets At Cost

Wellington
All Assets 0.2500%li
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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 costs efficiencies or scale economies will be

realized in the management and administmtion of the funds

portfolio and operations as the fund grows

See Freeman Brown Study at 620 59

113 Economies of scale can be passed on to and shared with the mutual funds

as assets increase if management fee breakpoints are installed at higher asset levels but at asset

levels that are reachable or if lower asset based investment advisory fees are adopted by the

management company in response to increases in the overall level of assets under

management

114 the 12b-l distribution fees are also paid to BIFSCO based upon percentage of

net assets of each of the Hartford Funds HIFSCO purportedly collects these fees in order to

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

115 The benefits achieved by the Hartford Funds economies of scale can and should

have been shared with mutual funds and their security holders by reducing andior eliminating the

managcmcnt fccs and distribution fees and other costs charged to the funds by HIFSCO

116 In the case of the Hartford Funds however I-IIFSCO has failed to share

meaningful savings with the funds as result of economies of scale 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 security holders of the funds The mere existence of breakpoints does not mean that

economies of scale are adequately passed on to sceurity holders of the funds unless the

breakpoints are reached
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117 indeed the breakpoints are designed by HIFSCO to benefit itself rather than the

Hartford Funds As described below the initial breakpoints are set too high the breakpoints are

spaced too far apart and the fee reductions made at breakpoints are far too small thereby

depriving Plaintiffs and the other security holders of the fbnds of the benefits of the economies of

scale created by the contribution of their capital to the funds

118 For instance the first breakpoint occurs at $500 millionfor the Hartford Advisers

Fund the Hartford Inflation Plus Fund the Hartford Global Health Fund the Hartford

Conservative Allocation Fund and the Hartford Capital Appreciation Fund and at $250 million

for the Hartford Growth Opportunities Fund See tablc at 111 Significant economies of scale

arc crcatcd by the Plaintiffs and the other security-holders investments in the Hartford Funds

long before this initial breakpoint but they are not shared with the funds HIFSCO retains for

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

in dollars not percentage or lower breakpoints would allow the Hartford Funds to capture

economies of scale that rightflully belongs to them under Section 36h while also allowing

HJFSCO to earn fair and competitive profit for its services

119 lii fact for the year ended October 31 2010 the Harttbrd Global health Fund

and the Hartford Conservation Allocation Fund have not been able to avail themselves of even

the first breakpoint in HIFSCOs fee schedule Even though the Hartford Advisers Fund the

Hartford Growth Opportunities Fund and the hartford Inflation Plus Fund were able to take

advantage of the first breakpoint it is unlikely that they will achieve the remaining breakpoints

because the breakpoints are spaced too far apart Furthermore the Hartford Capital Appreciation

Fund reached its final breakpoint of over $10 billion in asscts over $9 billion ago for the year

ended October 31 2010 this find has almost $20 billion in assets However FIJFSCO failed to
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install any additional breakpoints beyond the $10 billion breakpoint By not doing so HIFSCO

has failed to pass on to this hinds security holders including Plaintiffs the substantial

economics of scale that occurred during the appreciation of assets in the hind from $10 billion to

approximately $20 billion

120 HIFSCOs breakpoint schedule is the breakpoint schedule that impacts the

investment management fees that Plaintiffs pay Conversely the sub-advisers breakpoint

schedule determines how much of the overall investment management fee which Plaintiffs pay to

HIESCO is allocated between HTFSCO and the funds sub-advisers Thus if breakpoint with

respect to the sub-advisers schedule is reached it does not impact the total amount of investment

management fees Plaintiffs pay only if breakpoint of 1-IJFSCO is reached do Plaintiffs receive

an investment management fee reduction Therefore if HIFSCO negotiates with the sub-advisers

that they the sub-advisers charge lower initial investment management fee as compared to

HTFSCOs investment management fee along with sub-adviser breakpoint schedule that

reduces the sub-advisers initial investment management fee at asset levels lower than the

breakpoint schedule applicable to HIFSCO then HIFSCO is benefitted because it gets to retain

larger portion of the investment management fees that Plaintiffs pay

121 Wellington is for-profit independent sub-adviser to four of the Hartford Funds

HIFSCO negotiated at arms-length not only to pay it much lower initial investment

management fees than HIISCO charged the Hartford Funds but also for breakpoint schedule

at asset levels much lower than HIFSCOs breakpoint schedule See Table at 11

122 Wellingtons fee/breakpoint schedules for the Iartford Funds allowed it to

accomplish all of the services it was roquired to undertake pursuant to its sub-advisory

agreements and presumably still include profit
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123 With respect to the Hartford Advisers Fund HIFSCO negotiated breakpoint

schedule with its sub-adviser Wellington such that Wellingtons initial investment management

fee was 22 basis points and under this schedule graduated fee reductions commenced after

assets in this fund surpassed $50 million See Table at 111 This graduated fee reduction

schedule results in Wellington charging an investment management fee of just 12.5 basis points

on assets in excess of $500 million Id In contrast HIFSCOs breakpoint schedule sets

H1FSCOs initial investment management fee at 69 basis points and only after assets in the fund

exceed $500 million is their any reduction in FHFSCOs fees Further the graduated reductions

are of such small value that if asscts in this fund exceed $10 billion HIFSCOs fee is only

rcduced to 57 basis points Id

124 With respect to the Hartford Global Health Fund HIESCO negotiated

breakpoint schedule with its sub-adviser Wellington for an initial investment management fee of

45 basis points with graduated fee reductions commencing afler assets in this fund surpass $100

million See Table at 111 This graduated fee reduction schedule results in fee of just 30 basis

points on assets in excess of $500 million Id in contrast HIFSCOs breakpoint schedule sets

HIFSCOs initial investment management fee at 90 basis points and only after assets in this fund

exceed $500 million is there any reduction in HIFSCO fees Further the graduated reductions

are of such small value that if assets in this find exceed $10 billion HIFSCOs fee only drops

to 79 basis points Id

125 For the two HIMCO sub-advised funds the Hartford Inflation Plus Fund and the

Hartford Conservative Allocation Fund HIMCOs sub-advisory fee is set at cost and this lee

is substantially lower than IIIFSCOs advisory fees for these funds Thus similar to the
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Wellington sub-advised Hartford funds there is large disparity between JHFSCOs breakpoint

schedule and IIIMCOs

126 This disparity between IIIFSCOs breakpoint schedule which determines the total

amount of investment management fees HIFSCO collects from the Hartford Funds and the sub-

advisers breakpoint schedule which determines the value of the portion of the overall

investment management fees that H1FSCO collects from the Hartford Funds that it must pay to

their sub-advisers reflects that HIFSCO is using the breakpoint mechanism to benefit itself

rather than the hartford Funds and the Plaintiffs

1127 HIFSCO benefits from this breakpoint arrangement because as the sub-advisers

grow the funds assets the overall fee HIFSCO collects from each fund increases on account of

the following the investment management fees HJFSCO collects are based on percentage

of assets in the funds and the portion of the investment management fees HIFSCO collects

from the funds that and must pay to the sub-advisers decreases on account of the sub-advisers

breakpoint schedule If the breakpoint schedule that HIFSCO negotiated for at arms-length with

the Hartford Funds sub-advisers was used as the breakpoint schedule for HIFSCOs investment

management fee the economies of scale generated by asset growth would not be

disproportionately provided to HIFSCO Rather the economies-of-scale savings would be

appropriately shared with Hartford Funds security holders

128 Accordingly HIFSCO fails to share with the Hartford Funds security holders the

benefits of economics of scale realized from the Ilartfbrd Funds HIFSCOs receipt of these fees

is particularly excessive given that the cost of the oversight functions it performs for the funds

should not increase as the funds assets increase resulting in enornious economies-of-scale
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benefits that HIFSCO retains for itself but that should be shared with the funds and their security

holders

129 As assets under management have grown the management fees paid to HIFSCO

have grown dramatically despite the economies of scale realized by HIFSCO HIFSCO has not

shared with the Plaintiffs and other security holders of the flmds the economics of scale it has

gained from that growth For example for fiscal year 2009-2010 the assets in thc Hartford

Inflation Plus Fund increased by 51% from $1.48 billion to $2.24 billion During this same

time period the investment advisory fees to HIFSCO increased by 80% from $5.57 million to

$10.00 million

130 The investment management and distribution fees paid to HIFSCO are

disproportionate to the value of services rendered and therefore excessive especially when

compared to the rates charged by the sub-advisers by competitors or to institutional clients

discussed in the next section as well as the excess profits resulting from these economies of

scale The economies of scale enjoyed by 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 36b fiduciary duty to the Funds with respect to such compensation

COMPARATIVE FEE STRUCTURES CHARGED TO NON-MUTUAL

FUND CUSTOMERS AND OTHER MUTUAL FEND COMPLEXES FOR

SIMILAR IN VESTMENT MANAGEMENT AND DISTRIBUTION

SERVICES DEMONSTRATE THAT HIFSCO HAS CHARGED THE

FUNDS EXCESSIVE FEES THAT BREACHED HIFSCOS FIDUCIARY

1ETY

131 An analysis of the fees paid to the Hartford Funds sub-advisers

investment management fees charged by HIFSCOs 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
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Hartford Funds excessive investment management fees that violate HIFSCOs fiduciary duty

with respect to the receipt of compensation The following relevant comparative fee structures

establish that isco is charging advisory fees to the Hartford Funds that are disproportionate

to the value of the services rendered

Fee Structure of the ilartlord Funds Sub-Advisers

132 HTFSCO hired sub-advisers for all of the Hartford Funds that assumed the

obligation of providing substantially all of the investment advisory services to their designated

fluids As each sub-adviser is for-profit investment management company that ncgotiatcd its

fee with HIFSCO the fees thcy charge provide guidepost of the cost of the investment advisory

scrvices provided to the Hartford Funds presumably including comfortable profit margin

Compared to the fees charged by the sub-advisers who actually perform the majority of the

substantive advisory services to the Hartford Funds the additional fees charged by HIIFSCO for

its oversight of the Hartford Funds are unjustified and excessive

133 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 Hartford

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

services HIFSCO charges far more than the sub-advisers it hires for the funds /.e Wellington

and T-IIMCO even though the sub-advisers assume the obligations of HIFSCO to provide

substantially all of the investment advisory services to their designated funds

134 Since HIFSCO investment management fees charged to the Plaintiffs and thc

other shareholders of the hartford Funds and collccted by HIFSCO were far in excess of the

sub-adviser fee amount who provides substantially all of the investment management services
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HIFSCOs fees were necessarily so disproportionately large tat they bore no reasonable

relationship to the value of the services rendered and could tot have been the product of anns-

length bargaining

Fees Charged to Other Mutual Fuud Complexes For Similar

Investment Management Services

135 Vanguard generally provides the same services to the Vanguard Health Care

Fund the Vanguard Wellington Fund and the Vanguard Morgan Growth Fund the Vanguard

Funds as HIFSCO provides to the comparable Hartford Funds

136 Wellington is the sub-adviser to both the Vanguard Health Care Fund and the

Hartford Global Health Fund Wellington is the sub-adviser to both the Vanguard Wellington

Fund and the Hartford Advisers Fund Wellington is the sub-adviser to both the Vanguard

Morgan Growth Fund and the Hartford Growth ni
137 The Vanguard Funds and the Hartford FLmds listed in the prior paragraph

generally have the same investment philosophies Further the terms of the sub-advisory

agreements Wellington has entered into with the above listed Hartford Funds and the terms of

the sub-advisory agreements that Wellington as entered into with the above-Listed Vanguard

Funds are not materially different

138 While HIFSCO is paid substantial investment management fee from the

Hartford Funds Vanguard does not receive an investment management fee from the Vanguard

Health Care Fund or the Vanguard Wellington Fund Vanguard does charge basis point

investment management fee to the Vanguard Morgan Growth Fund which is in addition to the

16 basis points it pays to this funds sub-advisers However Vanguards basis point

Vanguard Morgan Growth Fund employs four sub-advisers one of them being

Wellington However the total sub-advisory fees paid to all of the funds sub-advisers equals 16

bps
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investment management fee with respect to this fund is significantly lower than the 50 basis

points investment management fee that HIESCO charged to the comparable Hartford Fund

139 Thus the Vanguard Funds only pay investment management fees to their sub-

advisers with the exception of the basis point investment management fee that the Vanguard

Morgan Growth Fund pays to Vanguard

140 Vanguard does charge its funds Management and Administration charge

which is on average 36O% lower than the investment management fee HIFSCO charges the

Hartford Funds.1

141 comparison of Vanguards Management and Administration fee and

HTFSCO investment management fee demonstrates that IIIFSCOs investment management

fee is substantially disproportionate to the services it rendered for such fee and could not have

been the product of arms-length bargaining

142 The table below compares HTFSCOs investment management fee to Vanguards

Management and Administration fee for each fund listed in the firSt column The fees set forth

in the second column HIFSCO Investment Management Fee exclude that portion of the fee

paid to the sub-advisers the amount set forth is the net fee that HIFSCO maintains for itself

Besides this Management and Administration fee Vanguard like HIFSCO charges the

Vanguard Funds an Other Expense charge which in all eases in basis points is much smaller

than the Hartford Funds other expense charge Similar to Vanguard charges fee to

pay the funds sub-advisers However while HIFSCO charges 12b-1 fees on investments into

the Hartford Funds 2b-1 fees are not charged on investments into the Vanguard Funds
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qt j91i

Hartford Global

Health Fund

Health

ii

lte jve

For fiscal year
ended

October 31 2010

55 bps

Comparable

Vanguard Fund

Which Also Uses

Wellington as the

Funds Sub-Adviser

Vanguard Health Care

Fund Health

Vanguard Management and

Administrative Expenses

Fees which are Separate and

Apart Fromthe Fees

Vanguard Pays to Wellington

For Its Sub-Advisory Services

For fiscal year ended January 31

2011

15 bps

143 In addition to paying Vanguards Management and Administration fees the

Vanguard Funds also pay Wellington in its capacity as sub-adviser to the comparable Vanguard

Funds sub-advisory fees ranging from bps to 16 bps depending on the fund

144 lEn exchange for the ccMaalagelllcnt
and Administration charge for each of the

Vanguard Funds Vanguard performs management and administrative services

Coiporate management and administrative services include executive staff accounting

and financial legal and regulatory shareholder account maintenance monitoring and

control of custodian relationships shareholder reporting and review and evaluation of

advisory and oilier services provided to the fUnds by third parties

45

JyAahIatttIt.IIt l.t IV

WelUnoi For Its Sub-

Hanford For the year ended October Vanguard Wellington For fiscal year ended November

Advisers Fund 31 2010 investment Fund Moderate 30 2010

Moderate advisory fee represented Allocation

Allocation
16 bps

54 bps

Hartford For the year ended October Vanguard Morgan For the year ended September

Growth 31 2010 investment Growth Fund 30 2010 the investment

Opportunities advisory fee represented Large Cap Growth advisory fee represented

Fund

Large Cap 50 bps
20 bps

Growth _____________________
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145 HIFSCOs investment management fee the portion that it does not pay to the

funds sub-advisers exceeds Vanguards Management and Administrative fees on average by

approximately 360% See Table at 142

J46 For three reasons explained below the services provided by Vanguard for its

Management and Administration fee demonstrate that the portion of the investment

management fee HIFSCO retains from the Hartford Funds is substantially disproportionate to

the value of services HIFSCO rendered and could not have been the product of anns-length

bargaining

Vanguards Management and Administration fees Pays for the

Vanguard Funds Transfer Agent Services

J47 Transfer agent fees represent significant portion of funds expenses See Fees

and Expenses ofMutual Funds Investment Company Institute Id Publication June 2005

see also Declaration of Steve Pomerantz Ph Exhibit 1119

148 According to the ICI the services provided for transfer agent fees include

shareholder services such as basic individual shareholder account maintcnancc.. See Id

149 Vanguards Management and Administration charge pays for among other

things shareholder account maintenance and shareholder reporting i.e transfer agent

services.12

150 According to the ICI transfer agent fees for mutual funds are on average equal to

15 bps See Fees and Expenses of Muuai Funds ICI Publication June 2005 see also

Declaration of Steve Pornerantz Ph Exhibit 19

12

Meaning the transfer agent fees for the Vanguard Funds are not paid through such funds

Other Expense charge but rather through the Management and Administration charge
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151 Vanguard is the transfer agent to the Vanguard Funds and pays for such thuds

transfer agent expenses which as the 121 confirms are on average equal to 15 bps through its

Management and Administration charge which for the comparable Vanguard Funds on

average such charge equals 17 bps

152 As reflected in the table in paragraph 142 the Vanguard Health Fund the

Vanguard Wellington Fund and the Vanguard Morgan Growth Funds Management and

Adrnithstration fees equal 15 bps 16 bps and 20 bps respectively Meaning that either au or

substantial portion of the Management and Administration fees that Vanguard charges the

Vanguard Funds are used to pay the funds transfer agent expenses

153 In contrast H1FSCO is not the transfer agent for the Hartford Funds Rather

Hartford Administrative Services Company an affiliate of HIFSCO serves as the Transfer

Agent for the Hartford Funds Therefore the investment management fee that HIFSCO charges

the Hartford Funds is not used to pay the Hartford Funds transfer agent expenses since those

services ate performed by others

154 As Exhibit reflects Plaintiffs pay transfer agent fees for investing in the

Hartford Funds which are separate and in addition to the investment management fees they pay

HIFSCO These separate and additional transfer agent fees pay for the transfer agent services

to the Hartford Funds

155 The transfer agent fee tbr the Hartford Global Health Fund is approximately 28

bps The transfer agent fee for the Hartford Advisers Fund is approximately 26 bps The

transfer agent fee for the Hartford Growth Opportunities Fund is approximately 19 bps

156 Accordingly substantial portion if not all of the Management and

Administration fees that Vanguard charges to the Vanguard Funds are used to pay for the funds
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transfer agent expenses By contrast the security holders in the Hartford Fund pay l-IIFSCOs

investment management fee and separate transfer agent fee The transfer agent fee charged to

and paid by the Hartford Funds on average equals 24 bps which is bps higher than the average

fee for this service

Vanguards Fees For Oversight Mid Other Services Are De Minlins

157 The services that are paid through Vanguards Management and Administration

charge by the Vanguard Funds equals on average 17 bps These services include the following

executive staff accounting and financial legal and regulatory .. monitoring and

control of custodian relationships
and review and evaluation of advisory and other

services provided to the funds by third parties Vanguard also pays for the funds transfer agent

services through the Management and Administration charge

158 According to Sections 3a and of the Investment Management Agreements

NJFSCO performs the following administrative services for the Hartford Funds for its investment

management fee

assist in the supervision of all aspects of the Companys Funds operation

including the coordination of all matters relating to functions of the custodian transfer

agent or other shareholders servicing agents if any accountant arid other parties

performing services or operational functions for the Company Funds

provide the Company Funds with the services of persons competent to

serve as officers of the Company Funds and to perform such administrative

and clerical functions as are necessary in order to provide effective administration for the

Company Funds including the preparation arid maintenance of required

reports books and records of the Company Funds

159 Vanguard also assumes responsibility for review and evaluation

supervisory of advisory and other services provided to the funds by third parties in exchange

for payment of thc Management and Administration fee
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160 Vanguard also uses the Management and Administration to pay for the

following services for the Vanguard Funds legal regulatory accounting financial and transfer

agent services In contrast HIFSCO only agrees to supervise these services in exchange for its

investment management fee

161 Vanguards Management and Administration fee also pays for the executive

staff of the Vanguard Funds

162 Vanguards Management and Administration fee charged to the Vanguard

Health Fund the Vanguard Wellington Fund and the Vanguard Morgan Growth Fund equals 15

bps 16 bps and 20 bps respectively Further the Management and Administration charge

pays for the Vanguard Funds transfer agent services which on average equal 15 bps

1-IFSCOs investment management fee does not pay the transfer agent services needed by the

Hartford Funds rather that service is paid for through separate
fee

163 Afier Vanguard paid for the Vanguard Funds transfer agent services which on

average cost 15 bps through the Management and Administration charge de minims amount

of the Management and Administration fee which on average totals 17bps remained to pay

for the other services that are covered by this fee which include the supervision of third-party

service providers to the Vanguard Funds Thus supervision therefore only incurs de minltns

fee EIIFSCO also claims to provide these supervisory services in exchange for payment of its

investment management fee

164 Unlike HIFSCOs investment management fee Vanguards Managcment and

Administration fee not only pays for transfer agcnt and supervisory services but also pays for

the actual performance of the legal accounting and financial services that are required by the

Vanguard Funds Thus Vanguards Management and Administration fee does not merely pay
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for the supervision of the performance of the legal accounting and financial services as is the

case with 1-IIFSCOs investment management fee

165 Accordingly Vanguard provides more extensive administrative services to the

Vanguard Funds than those HIFSCO provides to the Hartford Funds as set forth in sections 3a

and of HJFSCOs Investment Management Agrcement Moreover Vanguard provides such

services for tie mm/ms fee

Vanguard Does Not Charge For Investment Advisory Services On Top of

The Fees For the Investment Advisory Services Provided by Wellington

166 Vanguard does allocate any of the Management and Administration fees

charged to the Vanguard Funds to investment management services In fact almost all if not all

of Vanguards Management and Administration fees are used to pay for transfer agent

services

167 Further Vanguard does not charge the comparable Vanguard Funds an

investment management fee with the exception of the bp investment fcc charged to the

Vanguard Morgan Growth Fund while HIFSCO charges its comparable fund the Hartford

Growth Opportunities Fund 50 bps investment management fee.3

168 HJTFSCO charges the Hartfbrd Global Health Fund an investment management fee

equal to 55 bps compared to Vanguard which charges no investment management fee to its

comparable fund HIFSCO charges the Hartford Advisers Fund an investment management fee

of 54 bps compared to Vanguard which charges no investment management fee to its

comparable fund HIFSCO charges the Hartford Growth Opportunities Fund an investment

13

Thus Vanguards investment management fee of lbp for this fund is largely tie minims The

sub-advisers to the Vanguard Morgan Growth Fund are the entities that with limited exceptions

render all of the investment management services for this fund and are paid combined fee of 16

bps
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management fee of 50 bps compared to Vanguard which charges fee of bp to its comparable

fund

169 While Vanguard does not receive an investment management fee from the

Vanguard Funds other than the bp investment management fee it receives from the Vanguard

Morgan Growth Fund similar to HIFSCO Vanguard pays the sub-advisers to the Vanguard

Funds an investment management fee

170 The sub-adviser to all of the Vanguard Funds and the Hartford Funds discussed in

this section is Wellington Vanguard pays the sub-advisers to the Vanguard health Fund the

Vanguard Wellington Fund and the Vanguard Morgan Growth Fund sub-advisory fees equal to

15 bps 7b bps and 16bps respectively

171 Vanguards fees for investment management services to the Vanguard funds zero

or bp in the case of the Vanguard Morgan Growth Fund are appropriate fee comparators for

the investment management fees I-IIFSCO should have charged Plaintiffs and the other security

holders of the Hartford Funds for its investment management services As shown in the

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

comparable to the services Wellington provides to the Hartford Funds

UJjfrei SIi4ci
__________________

tnyØstiinent A3iiIor

Wellington Hartford Funds evaluate and implement an investment program for

each fund make all determinations with respect to the

investment of each funds assets arrange for the

purchase and sale of investments for each fund and

_____________ __________
render regular reports to the Board of Trustees

Wellington Vanguard Funds manage the investment and reinvestment of the assets

of the fund continuously review supervise and

administeran investment program for the fund

determine the securities to be purchased or sold for the

fund provide the find with records concerning
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172 As the sub-advisory agreements that Wellington entered into with the Vanguard

Funds are not materially diflŁrent than the sub-advisory agreements Wellington entered into with

the Hartford Funds HIESCOs investment management fee should have been the same or very

close to Vanguards investment management fee which was zero except for bp investment

management fee fcr the Vanguard Morgan Growth Fund Thus substantially all of the

investment management fees 1-IIFSCO charged the Hartford Funds were so disproportionately

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

the product of arms length negotiations

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

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

OpportunitiesFund those Funds would have saved millions of dollars in 2010 alone

Fees Charged By Hartford to Institutional Clients for Similar Investment

Management Services

174 HIFSCO andior its affiliated entities also provide investment management

services to third-party institutional or separately managed accounts

175 In .Jcnes the Supreme Court indicated that court in assessing an investment

advisers fiduciary duty should give comparisons between management fees charged to an

advisers mutual fimds 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

176 Here the services that HIFSCO provides to the institutional accounts are

substantially similar if not identical to the investment management services IIEFSCO provides
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to the Hartford Funds Indeed the Hartford Funds pay separately pursuant to separate

agreements for services that are not provided to non-mutual fund clients4 As result the

comparison of the investment management fees HIFSCO charges to the Hartford Funds to the

fees charged by Hartford to the institutional accounts is entitled to considerable weight

177 Although the investment management services provided to the IJartlord Funds are

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

comparable the fees chargcd to the funds are materially higher than the fees charged to the

institutional accounts

178 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 sante 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 Freeman Brown Study at

627-28 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

179 For example IIIMCO an affiliate of ITIFSCO and sub-adviser to two of the

IJartford Funds at issue here provides investment managcment 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

Similarly the Funds pay Hartford Administrative Services Company separately for

administrative and transfer agency services
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plans and/or mutual funds unaffihiated with Hartford such as the State Board of Administration

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

180 Although the investment management services that H1MCO provides these

institutional accounts are the same as the investment management services that H1FSCO

provides to the Hartford 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 IIJMCO

charged Montgomery Street income Securities Inc closed

end mutual fund total annual investment management fee of

approximately 025% 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 LI basis points .09% to

.l1% In fiscal year 2010 IIIMCO received fee of

$399253 for advising an approximately $462 million account

Meanwhile in 2010 the Hartford Inflation Plus Fund fixed

income fimd with average assets under management of $2.2

billion paid approximately $10 million the combined

investment management fee paid to and 1-IIMCO for

the same investment management services that the State of

Connecticut received at fraction of the price In exchange for

these investment managemcnt scrvices provided by HIFSCO

Plaintiffs and other shareholders invested in the llartford

Inflation Plus Fund paid approximately 44 basis points

IIIMCO also manages an approximately $2 billion fixed

income account for the State Board of Administration of

Florida For fiscal years 2009-2010 the State Board of

Administration of Florida paid 10 basis points to the

investment advisers of its fixed income accounts.16

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

fees paid to JIJMCO by fiscal year

16

Although the precise fee charged by HJMCO is not reported it is unlikely that the fees

IIIMCO charges would deviate materially from the reported aggregate fee particularly given

that the fee is in line with what l-IIMCO charges the State of Connecticut
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181 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 At the Hartford Inflation Plus Funds current level of assets $2.2 billion the

difference in investment management fees that I-IJFSCO charged that Fund as compared to the

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

million per year

182 That HIFSCO 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 HIFSCO charged the Hartford Funds

constitute breach of HIFSCOs fiduciary duties to the funds with respect to such compensation

THE HARTFORD FUNDS BOARDS OF DIRECTORS WERE NOT

ACTING CONSCIENTIOUSLY IN APPROVING ThE INVESTMENT

MANAGEMENT AGREEMENTS AND RULE 12b-l DIST1UBUTJON

PLANS

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

requires both fair outcome and good faith in the negotiation process 130 S.Ct at 1427 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

184 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
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185 ICA 15c 15 U.S.C SOa-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 This section also gives directors the

authority to demand such information from advisers Id

186 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 independent7 Board iiiembers

187 Each of the hartford Funds is governed by Board of Directors 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.8 See Table

188 The I-IMP and HMFIIs Board of Directors are charged with the substantial

supervision of the Funds According to the SAl the Board provides broad supervision over

the affairs of and EMFI and the Funds and ii elects officers who are responsible for the

day-to-day operations of the Funds and the execution of policies formulated by the Boards of

Directors

189 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 As

result of the compensation they receive Board membership in the Hartford Funds Complex is

Indcpcndcnt board mcmbcrs are those who are not interested persons as defined under the

1940 Act See 15 U.S.C 80a-2a

12
All Directors of the HMF and HMFII also hold conesponding positions with the Hartford

Series Fund Inc and the Hartford ilLS Series Fund Inc overseeing the 85 funds within the

Hartford Funds Complex See Table Mutual fUnds contained within the Hanford Series Fund

Inc and the Hanford TIlLS Series Fund II Inc are not at issue in this SAC
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lucrative part-time job for the Fund Directors 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

Lemma Senbet $154000

LowndesA Smith $183000

190 David Levenson is an interested director by virtue of his current position as

Hartford executive Directors who are also employed by Hartford do not receive director

compensation

191 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 FTIFSCO 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 excrcisc their specific board

responsibiitics 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

to the services provided and correspond with fees that would be charged in an anns length

negotiation

192 The eight 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
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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

193 Furthermore even ii statutorily non-interested the Trustees are iii all practical

respects dominated and unduly influenced by HIFSCO in reviewing the fees paid by the Hartford

Funds and their shareholders The Directors continuation in the role of an independent Director

from year-to-year and the compensation they earn is at least partially dependent on the

continued good will and support of HIFSCO

Investment Management Agreements

194 I-RFSCO must obtain the annual approval of the Boards for the investment

management fee it seeks to charge each Hartford Fund pursuant to the Investment Management

Agreements

195 As detailed below the Boards failed to act conscientiously by continuing to

approve substantially all of the investment management fees that HIFSCO charged to the

Hartford Funds but did not pay to the sub-advisers of each of the funds The fee-setting process

undertaken by the Boards lacked the requisite integrity care and good faith and was therefore

defective

196 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 The

Boards appioved the investment management fees IIIFSCO requested with respect to each of

the Hartford Funds over four-day period During this same four-day period the same nine
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individuals that compose the Boards of the Hartford Funds also approved the investment

management fees for all 85 funds within the Hartford Funds Complex

197 According to each Hartford Funds Annual Report the information related to the

Boards discussion of the Gartenberg Factors is copied substantially verbatim for each Hartford

Fund and provides little supporting facts to conclude that the Boards undertook thorough

discussion of the relevant information for all 85 funds during their four-daymeeting

198 Truly independent boards of directors acting conscientiously
would not have

tolerated the investment management fees charged by I1IFSCO which perfonned limited

services for such fees that were predominately supervisory in nature if they had obtained

adequatc information regarding among other things the services provided by the funds sub-

advisers and the fees they charged for such services as compared to the investment management

fees that HIFSCO charged for its minimal services to the funds the management fees

charged and services provided by competitors with similar fUnd structures
the management

fees charged and services provided to pension fluids and other institutional clients of HIFSCO or

its affiliates the economies of scale enjoyed by IIIFSCO and the profitability of the

Hartford Funds to HIFSCO and how to evaluate the profitability data in light of economics of

scale

99 The Investment Sub-Advisory Agreements which were accessible to the Boards

reveal that the sub-advisers rendered substantial portion of the investment management

services required for the Hartford Funds Thus the Boards were not acting conscientiously when

they approved investment management fees for ILIFSCO that were at minimum 139% and at

maximum 576% of the fees that were paid to the hartford Funds sub-advisers
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200 With respect to the Investment Management Agreements between HIFSCO and

the Hartford Funds Robert Arena who is listed as the President of HIFSCO executed these

agreements on behalf of both HIFSCO and the Hartford Funds This information which was

publicly available should have been red flag to the Boards that the terms of the Investment

Management Agreements and the compensation paid to H1FSCO pursuant thereto were not the

product of an anns-length negotiation as Mr Arena executed this agreement on behalf of both

HIFSCO and the Hartbrd Funds

201 Tn light of thc fact that the documents which revealed that the sub-advisers to the

Hartford Funds performed the substantial portion of the investment management services for the

funds were publicly available the Boards knew or should have known that they were

approving grossly excessive investment management fees for IIIFSCO The Boards therefore

violated their fiduciary responsibilities when they approved the excessive investment

management fees paid to FIIFSCO

202 As further evidence that the Board was not acting conscientiously when it

approved HIFSCOs advisory fees l-IIFSCO has been the subject of an SEC Cease and Desist

proceeding regarding its and its affiliates improper use of the Hartford Funds except for the

Hartford Conservative Allocation Fund and the Hartford Inflation Plus Fund assets

Specifically according to SEC Order issued on November 2006 at least January

2000 through December 2003 made material misrepresentations
and omitted to

state material facts to the shareholders and Boards the Hartford Funds .. relating to their use

of $51 million of Fund assets fees In connection with this fraudulent scheme the SEC

found HIFSCO liable for misrepresentations made in SEC filings
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203 Under the November 2006 SEC Order setting forth the terms of the settlement

reached with HIFSCO and two other 1410 subsidiaries resolving the SECs Division of

Enforcements investigation HTFSCO along with the other two 1110 subsidiaries was ordered

to pay $55 million to settle charges of misrepresenting and failing to disclose to HMF and

FIMFII fund shareholders that lUnd assets were improperly used in the form of directed

brokerage commissions to satisfy flnancial obligations to certain broker-dealers for the

marketing and distribution of funds Id at The SEC found that HIFSCOs actions constituted

willfUl scheme of fraud or deceit which included making misrepresentations in SEC filings In

light of the SEC Cease-and-Desist Order the Boards should have been especially diligent and

exerted greater scrutiny in reviewing and approving any FHFSCO fee agreements See Siemers

Wells Fargo No C-05-04518WTTA 2006 WL 2355411 19.1 Cal Aug 14 2006 facts

outside the one-year statutory period can be used as evidence to support plaintiffs allegations

regarding excessive investment management fees under Section 36h of the ICA

consciertious Board would not have approved large fees for an advisor who has been found to

have comrnittel fraud and deceit

204 Furthermore the Hartford Global Health Fund and the Vanguard Health Fund are

both managed by Wellington yet the I-Iartford Fund has posted inferior performance in

comparison to the comparable Vanguard Health Fund Thus HIFSCOs minimal investment

management services did not add any benefit to the Hartford Global Health Fund and in fact it

arguably hindered the funds performance in comparison to the Vanguard Health Fund See

Declaration of Steve Ponierantz Ph.D Exhibit A415

205 For the period of September 30 2001 to September 30 2011 the Hartford Global

Health Fund earned an annualized return of 5.22% as compared to Vanguards Health Care Fund
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that earned 627% for net underperformance of 105 basis points per year This is the

approximate difference in fees charged between those two comparable funds This analysis

ignores any front-end sales load paid by Hartford investors which the Vanguard investors do not

pay Amortizing this load over any time period will lower Hartford investors returns even

furtheT See Declaration of Steve Pomerantz Ph.D Exhibit Ajl

206 It was apparent or should have been apparent to Hartford Global Health Funds

Board of Directors that prior to the Boards decision to renew the investment Management

Agreement with HIFSCO Vanguards Wellington-managed health fund performed better than

did Defendants Wellington-managed health fund

207 The Hanford Global Health Fund and the Vanguard Health Care Fund have the

same investment philosophy are both health funds and are both managed by Wellington

208 Vanguard provided no investment management services in addition to those

provided by Wellington in the management of the Vanguard Health Care Fund other than to

review and evaluate Wellingtons services

209 For the Hanford Global Health Fund HIFSCO charged an investment

management fee to the shareholders of this fund that was approximately 1390/0 greater than the

investment management fee HIFSCO paid to Wellington

210 The Directors of the Hartford Global Health Fund therefore failed to exercise

sufficient level of care and conscientiousness when they approved the Investment Management

Agreements with HJFSCO given the fact that HJFSCOs claimed investment management

services were considerably more expensive than Wellingtons services and T-IIFSCOs services

did not result in any improved performance In fact the Hartford Global Health Fund performed

worse than the comparable Vanguard Health Fund which was managed by Wellington alone

62

0001329



Case 111-cv-01083-RMB -KMW Document35 Filed 11/14/11 Page64ofBO PagelD 2155

211 Wellington is also the sub-adviser to both the Hartford Advisers Fund and the

Vanguard Wellington Fund Further Wellington is also the sub-adviser to both the Vanguard

Morgan Growth Fund and the Hartford Growth Opportunities Fund The investment

philosophies between these Hartford and Vanguard Funds are also generally the same and these

finds are appropriate
for comparison like above with respect to the Hartford Global Health

Fund and the Vanguard Health Care Fund Therefore Dr Pomerantz was able to and did

perform the above analysis he performed for the Hartford Global Health Fund with respect to

these funds and reached the same material conclusions that he reached with regard to the

Hartford Global Health Fund similar analysis cannot be performed for the HLMCO sub-

advised Hartford Funds because I4IMCO does not provide advisory or sub-advisory management

services for other mutual finds See Declaration of Steve Pomerantz Ph.D Exhibit AJI

212 The Boards also were not acting conscientiously when they approved ITIESCOs

breakpoints in the Investment Management Agreements which were largely unattainable

creating illusory benefits In fact because the Boards approved T-IIFSCOs investment

management fee breakpoint schedules for the Hartford Funds that were set so high and far apart

as to be meaningless two of the six Hartfbrd Funds have not been able to avail themselves of

even the first breakpoint See 119

213 As furtheT evidence that the Board was not acting conscientiously when it

approved HIFSCOs advisory fees for the Hartford Advisers Fund for year ended October 31

2010 despite the fact that the finds net assets decreased from the previous year thc invcstmcnt

management fee went up in real dollar terms sincc such fccs arc based upon percentage of

assets under nianagomcnt This fact is even more eegious given that during this same time

period the Hartford Advisers Fund lost value and this funds performance declined
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214 Accordingly the Boards did not act conscientiously and therefore breached their

fiduciary duty when they approved HIFSCO investment management fees See ICA 15c

15 U.S.C 80a-15c The Boards lack of conscientiousness resulted in fees that are

disproportionate to the value of the services rendered and therefore breach HIFSCOs fiduciary

duty to the Funds under ICA 36b 15 U.S.C 80a-35b

12b-1 Distribution Plans

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

Directors must also review the 2b-I 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

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

36a and of the 1CA that there is reasonable likelihood that the Distribution Plans will

benefit the company and its sharcholders 17 C.F.R 270.12b-1e

216 The HMF Distribution Plan and HMFJJ Distribution Plan which are cxccutcd on

behalf of the Hartford Funds 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 Hartford Funds or their shareholders by generating savings from

economics of scale in excess of the cost of the plan In fact despite yearly increases in total

assets held by the Hartford Funds both the management fec and total 12b-l fees received by

HIFSCO increased as assets grew thus depriving the hartford Funds of the bencfit of these

economies of scaic
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217 recent report
written by Dr Lori Walsh financial economist at the SEC

studied whether shareholders do in fact reap the benefits of 12b- plans and concluded that

shareholders as distinguished from the fund advisers do not benefit from 2b- fees

Prior studies have provided evidence that shareholders are not

receiving sufficient benefits from expense scale economies to

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

ratios are higher for flmds with 2b-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 l2b-1

plans are successful at attaining faster asset growth however

shareholders do not obtain any of the benefits from the asset

growth This result validates thc conccms raised by opponents of

12b- 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-1 fee it is not

an efficient use of shareholder assets Fund advisers use

shareholder money to pay for asset growth from which the adviser

is the primary beneficiary through the collection of higher fees

Lori Walsh The Costs and Benefits to Fund Shareholders of 121- Plans An Examination of

Fund Flows Expenses and Returns 2004 at 18

218 The Boards failed to consider that Class shares have been closed to new

investments since September 30 2009 and that Class shareholders could not possibly
derive

any benefit from the 0.75% of the 12b-l fee which should be used for activity intended to result

h-i the sale of the Hartford Funds shares The Boards also failed to consider that despite the fact

that HIESCO touts the 12b-l fee as having the ability to provide investors with an alternative to

paying front-end sales loads Class shareholders are charged l2b-1 fee in addition to

significant
front-end sales load

219 Despite the fact that Plaintiffs and the other shareholders of the Hartford Funds

have enjoyed minimal benefits from the HMF and HMF11 Distribution Plans and despite the fact

that the Distribution Plans have allowed I-IIFSCO to extract additional unreasonable and
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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 6b

220 truly independent board would riot have tolerated the 12b-l fees charged by

HIFSCO 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

221 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 their review of the Hartford

Funds invesunent management agreements and 12b-l Distribution Plans See 15 U.S.C SOa

15c 17 C.F.R 270.12b-ld Thus the Boards were unable to conduct informed arms-

length negotiations when approving the fees charged to the Funds

222 Alternatively if HIESCO did provide the Boards with the necessary information

to review the Hartford Funds Investment Management Agreements and 2b-l Distribution

Plans then the Boards acted uneonscientiously by continuing to approve the excessive

investment management and 2b-l fees

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

deficient and/ or the adviser withheld important information the court must lake more

rigorous look at the outcome Jones 120 Ct at 1430 As described herein the deficient fee-
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setting process resulted in fees that constitute 36b breach of HIFSCOs fiduciary duty to the

Funds with respect to such compensation

THE COSTS AND PROFITABILITY OF PROVIDING INVESTMENT

MANAGEMENT M41 DISTRIBUTION SERVICES DID NOT JUSTIFY

I-IIFSCOS EXCESSIVE FEE

224 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 anns-length bargaining

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

function of revenues minus the costs of providing services

225 IIIIFSCOs incremental costs of providing management services to Plaintiffs are

not substantial while the additional fees received by HIFSCO are unreasonable and hugely

excessive given that the nature quality and level of the services remain the same in breach of

HTFSCOs fiduciary duty to the Hartford Funds with respect to such compensation On

information and belief review of HIFSCOs full costs of providing management services will

also demonstrate the enormous profitability to HIFSCO in managing the Hartford Funds

226 The table in paragraph 46 shows the investment management fee schedule that

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

pays its sub-advisers to whom HITFSCO delegates the core of the investment management duties

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

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

dollars

228 In 2010 alone IIIFSCO was paid total of $157636769 in investment

management fees from the Hartford Funds at issue in this SAC See 46 Of that sum HIFSCO

paid Wellington and HIMCO $57583826 for sub-advisory services retaining $100052943 for
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itself despite providing minimal additional management services that are predominately

supervisory in nature to the Funds id I-IJFSCO has collected investment management fees of

over $300 thousand per year for its smallest funds while paying the sub-adviser only $53

thousand per year to over $76 million per year for the largest funds while paying the sub-

adviser approximately $48 million Id

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

sub-advisers charge True the sub-adviser may charge only 30 bps for its invcstmcnt 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 See John

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

and Fair Fiduciaiy Test 61 OKLA REv 83 117-118 2008 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 $100 million dollars in

fiscal year 2010 alone for providing limited investment management services that are

supervisory in nature to the Hartford Funds

230 1-HFSCUs fees do not equal the fees charged by the sub-advisers as suggested by

Messrs Freeman Brown and Pomcrantz Rather on average HIFSCO fees exceed the sub-

advisers fees by 305%

231 Despite delegating substantial portion of its investment management duties to

sub-advisers and performing minimal additional work that was predominately supervisory in

nature IJIFSCO charged on average fccs that were 305% greater than the investment

management fees that were paid to the sub-advisers
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232 Put another way the true cost of investment management services should

correlate to the fees charged by Wellington and/or H1MCO In fact as an external for-profit

sub-adviser the fees charged by Wellington to H1FSCO include Wellingtons costs plus

presumably reasonable profit

233 While Wellingtons fees are much smaller than HIFSCOs fee upon infonnation

and belief Wellington still makes profit

234 The Hartford Disclosure Materials characterize the HIMCO fees charged as at

cost Assuming arguendo that HIMCOs at cost fee represents the actual cost of performing

services H1FSCOs fec which ranges from approximately 4.4 to 5.7 times higher than

l-IIMCOs cost is grossly disproportionate to the value of the services it actually provides to

the Hartford Funds See Table at 46

235 Further assuming that ITJMCOs 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 and the Hartford Conservative Allocation Fund in

2010 were at most approximately basis points and basis points respectively For providing

limited additional investment management services to the Funds l-IIFSCO nevertheless charged

the Hartford Inflation Plus Fund fee that is nearly 45 450% times and in the case of the

Hartford Conservative Allocation Fund fee that is 5.7 576% times HIMCOs costs

236 This subcontracting arrangement led to fees that were disproportionate to value of

the services actually rendered and to enormous profits to HIFSCO for minimal investment

management work that is supervisory in naturc

237 In addition l-I1FSCO enjoys enormous economics of scale which translates into

profits for HIFSCO HTFSCOs advisory services do not increase since the same entities

69

0001336



Case 111-cv-01083-RMB -KMW Document 35 Filed 11114/11 Page 71 of 80 PagelD 2162

Wellington or HIMCO have served as the sub-advisers to the Hartford Funds for numerous

years which has allowed HJFSCO to avoid significant costs in their annual evaluation

238 Further the investment philosophies of each fund has remained unchanged which

has allowed HLFSCO to avoid the costs of implementing new investment programs

239 Wellington and HJMCO perform sub-advisory services for all of the HIFSCO

funds in the Hartfhrd Funds Complex Therefore much of HJFSCOs review work is

duplicative

240 In addition IIIESCOs percentage and absolute fees grow as each sub-advisers

fee breakpoint is reached HIFSCO realizes the portion of the investment management fee paid

to each sub-adviser when sub-advisers fee breakpoint is reached Rather than passing these

savings onto the funds investors HIFSCO retains the savings for itself However the true cost

of HIFSCOs advisory services does not increase because sub-adviser achieves breakpoint

Thus I-IJFSCO enjoys economies of scale

241 These markups resulted in fees that are disproportionate to services rendered and

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

242 HIFSCO has also collected 12b-l distribution fees of almost $41 million for the

Class and Class shares of the Hartford Funds See the following table

2010 HARTFORD FUNDS UB-1 DISTRIBUTION FEES PURSUANT TO THE SAL

Fund Uass.A tiassu

Hartford Advisers Fund 51.434934 5602421 2037355

Hartford Growth Opportunities Fund 1637984 $359545 1997529

Hartfbrd Inflation Plus Fund 1.900245 $1028542 82.928787

Hartford Conservative Allocation Fund $375236 $240498 $615734
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Hartford Global UealthFund $618259 $282094 $900353

hartford Capital Appreciation Fund $23147151 $9286834 $3243385

TOTALS $29113809 $11799934 $40913743

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

charging such an excessive fee especially since Class shares are closed to new investments

Class shareholders are paying significant
front-end sales load in addition to paying the 2b-

fee and the 12b-1 fee is not tied to any distribution activity

244 The 12b- fees were therefore disproportionate to the services actually rendered

resulting in huge profits for HTFSCO and therefore constitute breach of HIFSCO fiduciary

duty to the Funds with receipt of such compensation
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COUNT

AGA1NST DEFENDANT IIFSCO PURSUANT TO ICA 36b DElVAT WELY
ON BEHALF OF THE HARTFORD FUNDS

Investment Management Fees

245 The Plaintiffs repeat
and re-allege

each and every allegation contained in this

Second Amended Complaint as if filly set forth herein

246 HWSCO 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 I-IIFSCO

247 The fees charged by HIFSCO for providing investment management services to

the Hartford Funds breached HIFSCO fiduciary duty to the Hartford Funds with respect to such

compensation

248 This Count is brought by Plaintiffs dcrivativcly on behalf of the Hartford Funds

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

defined by 36b

249 The excessive foes received by HIFSCO were in breach of its fiduciary duties to

the Hartford Funds with respect to such compensation By reason of the conduct described in

this Second Amended Complaint HIFSCO violated 36b of the ICA

250 As direct proximate and foreseeable result of IIIFSCOs 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

251 In charging and receiving inappropriate unlawful and excessive compensation

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

duty to P1aintiff in violation of 6b

252 The P1aintifl seek pursuant to 36b3 of the ICA the actual damages

resulting from the breach of fiduciary duty by HIFSCO 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

253 Alternatively the Plaintiffs seek rescission of the contracts and restitution of alt

the excessive fees paid pursuant thcrcto See ICA 47b 15 U.S.C 80a-46a-b When

violation of the ICA has occurred court may order that the Investment Management

Agreements between HIFSCO 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 itemsas may be allowed to the maximum permittedby law
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COUNT II

AGAINST DEFENDANT HIFSCO PURSUANT TO 1CA 36b DERIVATIVELY

ON BEHALF OF THE HARTFORD FUNDS

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

Compensation for Investment Management Services

254 The Plaintiffs repeat and re-allege each and every allegation contained in this

Second Amended Complaint as if fully set forth herein

255 The 12b-l fees charged and received by TIIESCO were designed to and did

extract additional compensation for HIFSCOs management services in violation of HJFS COs

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

growth in assets of the Hartford Funds the resulting economies of scale benefited only HIFSCO

and not the Hartford Funds or their security holders such as the Plaintiffs

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

continuing to assess 2b- fees pursuant to the HMF Distribution Plan and the HMFII

Distribution Plan despite the fact that minimal if any benefits inured to the Hartford Funds or

their shareholders HIFSCO has violated and continues to violate the ICA and has breached and

continues to breach its statutory fiduciary duty to Plaintiffs and the Hartford Funds in violation

of 36b both as result of negotiation process that lacked good faith and integrity and/or

with respect to the substantive amounts of the fees

257 Plaintiffs seek pursuant to ICA 36b3 the actual damages resulting from the

breach of fiduciary duty by HIFSCO up to and including the excessive amount of

con1pensation or payments received from the Hartford Funds as wcll as earnings that would

havc accrucd to Plaintiffs had that compensation not been paid With respect to the Class 13

shares of the Hartford Funds Plaintiffs seek 0.75% of the 12b-l fee charged to and paid by the
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Plaintiffs and other security holders of the Hanford Funds that was intended to be used for

marketing and distribution services With respect to Class shares of the Hartford Funds

Plaintiffs seek to recover the full amount of the 12b-1 fee charged to and paid by the Plaintiffs

and other security holders of the Hanford Funds

258 Alternatively the Plaintiffs seek reScISsloll of the HMF Distribution Plan and the

HMFII Distribution Plan and restitution of all of the excessive fees paid pursuant thereto See

ICA 47a-b 15 U.S.C 80a-46a-b of the ICA When violation of the ICA has occurrcd

court may order that the contracts between HIFSCO and the Hartford Funds on behalf of the

Hartford Funds be rescinded thereby requiring restitution of all 121-i fees paid to it by the

Hanford 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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PRAYER FOR RELIEF

WHEREFORE Plaintiffs demand judgment as follows

An order declaring that HIFSCO has violated and continues to violate ICA 12

36b and Rule 2b- through the receipt of fees from the Hartford Funds that breach HTFSCOs

fiduciary duty with
respect to the receipt of compensation

An order preliminarily and permanently enjoining 1-HESCO from further violations of

the ICA

An order awarding compensatory damages on behalf of the hartford Funds against

HIFSCO including repayment of all unlawful and/or excessive investment management and

12b-l 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 ease 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 Investment Management Agreements between IIIFSCO and

the Hartford Funds and/or and IIMFII and rescinding the HMF Distribution Plan and the

JIMFII Distribution Plan between J-IIFSCO and the Hartford Funds pursuant to ICA 47b 15

U.S.C SOa-46b including restitution of the excessive investment management fees and 2b-

fees paid to HIFSCO by the Hanford 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

The Plaintiffs rcspcctfully request trial by jury for all issues above so triable

76

0001343



Case 111 -cv-O1 083-RMB -KMW Document 35 Filed 11/14/11 Page 78 of 80 PagelD 2169

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

Dated November 14 2011

Respectfully submitted

SZAFERMAN LAKIND BLUMSTEIN BLADER
P.C

/s/ Robert Lakind

Robert Lakind

Arnold Lakind

101 Grovers Mill Road Suite 200

Lawrenceville NJ 08648

609 275-4511

LEVY PHILLIPS KONIGSBERG LLP

/s/ Moshe Malinon

Moshe Maimon

800 Third Ave

New York NY 10022

212 605-6200

Allorneycfor PIainIfft
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TABLE

nntaint1 in inc $in eni

managenient eiImiesi

OAR FORD ULS SLRHS Ft ND II NC
11 ARli ORE SERIES 151 uSC

inrtford lnestnieut IanngNneut umpanEes ss ills funds that are

not at Issue In tills omplalnt

HARTFORD FINANCIAL SERVICES GROUP INC

1116

HARTFORD FUNDS COMPLEX
including investment management companies containing 85 funds

BOARDS OF DIRECTORS

SAM IT PFOPI

FRALL FUNDS

HARFOR1 \ILTR

FUNDS
IEMF

Advisara Fund

Gbbal Health Fund

Inflaton Plus Fund

Conservative Allocation Fund

Capital Appecatinn Fund

HARTFORD MUll At

HN1S11 INC

RMFH

thowth Oppoftunibus fund
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TABLE II

ADVISERS FUND
Adviser HIFSO

Fees Advisory

12b-1

Sub-adviser WELLINGTON
Sub-advisory not

challenged in Complaint

INFLATION PLUS FUND
Adviser HHSC

Fees Advisory

12b-1

Sub-adviser HIMCO

Sub-advisory not

challenged in Complaint

CAPITAL APPRECIATION FUND
Adviser HIFSCO

jes Advisory

12b-1

Sub-adviser WELLINGTON
Fees Sub-advisory not

challenged iii Complaint

HMF
open-end management investment company registered under the ICA

GLOBAL HEALTH FUND
Adviser HIFSCO

js Advisory

12b1

Sub-adviser WELLINGTON
Fees Sub-advisory not

challenged in Complaint

CONSERVATIVE ALLOCATION
FU.1.D

Adviser iiiSCO
Fees Advisoiy

12b-i

Sub-adviser HIMCO
Fees Sub-advisory not

___________ challenged in Complaint

HMFII
open-end management investment company registered

under the ICA

GROWTH OPPORTUNITIES FUND
Adviser HIFSCO

Fees Advisory

12b-1

Sub-Adviser WELLINGTON

Sub-advisory not

challenged in Complaint
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IN THE UNITED STATES DISTRICT COURT
DISTRICT OF NEW JERSEY

Jennifer Kasilag at al

Plaintiffs Case No 111 -cv-O 083-RMB-KWM

Hartford Investment Financial Services LLC

Defendants

DECLARATION OF STEVE POMERANTZ

Pursuant to 28 U.S.C 1746 STEVE POMERANTZ Ph.D do hereby declare and

stale as follows

have been retained by Plaintiffs to provide opinions on certain matters in this

case have personal knowledge of all facts set forth in this Declaration and would testify

competently as to the matters set forth in this Declaration if called as witness

hold Ph.D in mathematics from the University of California at Berkeley and

have taught courses in statistics probability operations research and finance at the

undergraduate and graduate level My CV is attached hereto as Exhibit

have worked in the investment community since 1986 have held positions in

research and management for fixed income equities derivatives and alternative investments at

several major firms including Weiss Peck and Grcer New York Life Investment Management

Citibank and Morgan Stanley currently consult to several investment management firmsin the

areas of risk management and portfolio strategy As part of my work at these investment

management firms have provided portfolio management services to both mutual funds and

institutional accounts have offered investment expense analysis and asset allocation advice to

wide range of clients including both high net worth individuals and very large institutional

0001348



Case 11 1-cv-01083-RMB -KMW Document 35-1 Filed 11/14/11 PageS of 22 PagelD 2174

clients have bean portfolio manager at several firms for both fixed income and equity

institutional accounts and am familiar with the tasks performed by investment managers the

costs of performing those tasks and the profits earned

have also participated in the management of mutual funds While at Weiss Peck and

Oreer served on Investment Policy Committees for both Fixed Income and Equity products

and served on the firm-wide Product Review and Executive Committees These Committees

supported both the institutional and mutual fund accounts Based on my experience know

what services arc needed by mutual fund as well as the fees that should be paid for those

services am familiar with the nature of the tasks that Hartford Investment Financial Services

LLC TIIFSCO indicates that it performs in this matter as well as the costs and general

profitability
of performing those tasks

As an investment adviser and consultant have served as fiduciary to clients ERISA

accounts regarding investment management decisions and the hiring and firing of investment

advisers In addition have spoken at investment seminars and presented on various areas of

portfolio management expenses and securities pricing have beer qualified as aa expert on

Section 36b cases brought under the Investment Company Act of 1940 mid have published

articles about mutual fund costs in peer reviewed journals have been asked to offer my

opinion on several issues in this matter in particular those based upon my experience in the

investment management industry am compensated for mywork at rate of $450 per hour plus

out of pocket expenses My compensation is in no way contingent upon my opinions or the

testimony intend to offer in this case

In this particular matter HIFSCO is the adviser to certain mutual funds Those funds are

the Hartford Global Health Fund the Hartford Conservative Allocation Fund the Hartford
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Advisers hund the hart Ibid Inflation Plus Fund the Hartford Capital Appreciation Fund and the

hartford Growth Opportunities hand wdl refer to these funds in this report as the hartford

Funds HIFSCO has entered into an Investment Management Agreement with these thuds under

winch it claims to provide various services However IIIFSCO has also entered into aereements

with depending on the fund Wellington ot hartford Investment Manage nent Company

I-IIMCO to serve as the funds sub adviser As explained in further detail below uider the

sub advisoi agreements each sub advisor was required to perform the crux of the in\estme.nt

management ser ices iequiied by the funds

have revicued the various agreements between lllISCO and its suhadviers

that are at issue in this case am familiar with each of the tasks described in tl ose agreements

and either ha\ performed those tasks mysell have advised others who pe formed them or

obsered others who peiforined these tasks Of all of the tasks listed in the investment

management agreement between HIFSCO and the funds the task that would incur the most

expenses if performed by IIIFSCO would be the investment management services

iave listed below each investment maiiageinent task in the agreement IIIFSCU

entered into with each fund and each investment task listed in each hinds suinathisory

agreement

fhe SubAdviser shall evaluate and

implement an investment propiam appropriate

for each Portfolio which shall he amended and

updated from time to time as determined by

the Ads iser and the SubAds Cci

comparable provision

IMA

lnsestment Maragement Services

he Adviser shall or shall cause an affiliate

he SahAdviser in consultation with the

Adviser when appropriate will make all

determinations whir respect to the investment
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to regularly provide investment advice and

recommendations i.o each Portfolio Funds

with respect to its investments investment

policies
and the purchase of securities ii

supervise continuously the investment

managcmcnt program of each Portfolio and the

composition and performance of its portfolio

securities and determine which securities shall

be purchased or sold by each Portfolio and

iii arrange subject to the provisions of

Section hereof delegation provision 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 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 deep appropriate or as shall

be requested by the Companys Board of

Directors

of the assets of the Portfolios and the purchase

or sale of portfolio securities and shall take

such steps as may he 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 period

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

This comparison reveals that the sub-adviser is responsible for substantially all of

the investment management activities of the funds The Investment Management Agreements

comparable provision does not exist in the The Sub-Adviser shall manage each

IMA Portfolio in conformity with the Companys

Articles of Incorporation and By-laws ..the

Investment Company Act. and to the

investment objectives...of each Portfolio as set

forth in the Portfolios prospectus

comparable provision does not exist in the The Sub-Adviser will select the brokers or

IMA dealers that will execute the purchases and sale

of portfolio securities.
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specifically contain provision that allows I-IIFSCO to delegate all its responsibilities to

sub-adviser which it did The sub-advisors investment management role not only included the

management of each hinds assets but also included developing the funds investment strategy

It was the sub-adviser that was required to evaluate and implement an investment program

appropriate for each Portfolio The evaluation and implementation of funds investment

program is generally the most expensive and important investment management activity with

respect to fund Further it was the sub-adviser that was responsible for advising investors on

how the fund performed in the prior year and what was to be expected in the coming year

Additionally the sub-adviser was required to provide regular reports to IIIFSCO

Based on the terms of the Investment Management Agreemont and the sub-

advisory agreemonts HIFSCOs role is limited to oversight and supervision of the sub-advisers

When an adviser hires sub-adviser to provide investment management services as is the ease

here the role retained by the adviserwhether it is to hire or monitor the sub-adviseris

minimal lnvestment management firms have worked for have been hired by such advisers to

sub-advise assets for mutual hind on several occasions During my time working with

investment management firms acting as sub-advisers and based upon my knowledge about the

general industry practice the interaction between the advisers and sub-advisers is limited to

conversations or several presentations throughout the year while receiving little or no

substantive input on how to actually manage the funds The adviser acts much more like client

or an investor than as an investment management professional Thus the fees that the adviser

i.e HIFSCO should have charged for its services should have been small fraction of the fees

that the sub-advisers charge who are responsible for the actual management of the funds assets

lhus based on review of the tasks retained by IIIFSCO pursuant to the Investment
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Management Agreements even if it engaged in the most aggressive oversight of the sub-

advisers the fees for this oversight should have been minimal especially when compared to the

sub-advisers investment management fee

Further with respect to iIIFSCOs oversight role Wellington is well-respected

investment manager and accustomed to the role of sub-adviser which should have made

HIFSCOs oversight role easier Further HIMCO is an affiliate of HIFSCO Supervising an

affiliate does not present the same challenges and expenses as supervising third-party does

Additionally both Wellington and HIMCO have served as IHFSCOs sub-advisers since 1997

Having initially made the decision to retain Wellington and HIMCO HIFSCOs role is limited to

monitoring the sub-advisers performance requiring very little effort

The Investment Management Agreement also lists several non-investment

management related activities that IIIFSCO performs Specifically Section 3a provides that

HIFSCO shall

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

All of these activities are oversight services HIFSCO is not actually performing any of these

services but rather assists in supervising the performance of third-parties who actually perform

these services The Fees charged by FIIFSCO to assist in the supervision of these services should

be only very small fraction of the fees charged to actually perform these services Thus even if

HIFSCO engaged in the most extensive oversight of these services the fees for overseeing them

should have been very small Further publicly available records reveal that the funds transfer

agent and hind accountant are affiliates of HIFSCO This relationship should have substantially

streamlined and simplified HIFSCOs oversight activities
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10 Section 3b of the Investment Management Agreement states that HIFSCO

provides the following non-investment management related services

provide the Company with the services of persons who may be the Advisers officers or

employees competent to serve us officers of the Company and to perform such

administrative and clerical functions as are necessary in oider to provide effective

administration for the Company including the preparation and maintenance of required

reports books and records of the Company

Separate and apart from the investment management fee portion of which is supposedly used

to pay for the services listed in the above paragraph the Hartford Funds pay separately

Accounting Services Fees ii Registration
and Filing Fees and iii Audit Fces The total

amount of these fees for each fund is provided in the following table

FUND TOTAL OF ABOVE FEES

Hartford Growth Opportunities Fund $504000

Hartford Inflation Plus Fund $633000

Hartford Global Health Fund $164000

Hartford Advisers Fund $247000

Hartford Conservative Allocation Fund $133000

Hartford Capital Appreciation Fund $4249000

11 The fees in the table above for each ftmd should be more than sufficient to cover

all of the expenses associated with clerical and administrative functions contemplated in Section

3b

12 Additionally with respect to any other services that were needed by the funds as

their Securities and Exchange Commission SEC filings reflect those services were

specifically paid for by fees that were separate and apart from the investment management fee

Further the funds were also charged Administrative Service Fees and Other Expenses Fees

and it is unclear as to what specific services these fees paid for

13 Section 3c of the Investment Management Agreement lists that the following
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non-investment management related services provided by HIFSCO to the funds

provide the Company with adequate office space and related services necessary for its

operations as contemplated in this Agreement

HIFSCO sub-contracted out to third-parties the roost crucial services that are needed by the

funds Not only did HJFSCO sub-contract out the investment management services the Hartford

Funds required but it also sub-contracted out the thuds custodian and transfer agent services

All of the essential services for the Hartford Funds were provided by third-party services

providers and thus the office space and related services needed for the firnds should have been

very small as should have the fees for any office space/related services Additionally HIFSCO

reports to the SEC that it has $59 billion in assets under management and it charges all of these

assets an annual ftc based on percentage Thus each ftmds annual contribution to any office

fee should have been extremely small and certainly fee that could have been easily paid for

through portion of the funds Administrative Service Fees or Other Expenses Fees

14 HIFSCOs role with respect to investment management for the Hartford Funds is

limited to oversight and supervision of the sub-advisers However even in that capacity an

example demonstrates that H1FSCOs performance is unsatisfactory as the Wellington managed

funds it supervised performed poorly in comparison to other Wellington sub-advised ftmds By

way of example the sub-adviser to the Vanguard Health Fund like the Hartford Global Health

Fund is Wellington Further the investment philosophies between the two funds are generally

the same as they have the same investment manager Thus these two funds are appropriate for

comparison

15 For the period of September 30 2001 to September 30 2011 the Hartford Global

Health Fund earned an annualized return ol 5.22% as compared to Vanguards Health Fund that

earned 6.27% for net underperformanee of 105 basis points per year This is the approximate
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difference in fees charged between these two comparable funds

16 Therefore Vanguard Health Fund managed by Wellington is far superior

investment than the Hartford Health Fund which is also managed by Wellington

17 This analysis ignores any front-end sales load paid by Hartford investors which

the Vanguard investors do not pay Amortizing this front-end sales load over any time period

will lower Hanford investor returns even further

18 WeUington is also the sub-adviser to both the Hartford Advisers Fund and the

Vanguard Wellington Fund Further Wellington is also the sub-adviser to both the Vanguard

Morgan Growth Fundt and thc Flartford Growth Opportunities Fund The investment

philosophies between these Hartford and Vanguard Funds are also generalty the same and these

funds are appropriate for comparison like above with respect to the Hartford Global Health

Fund and the Vanguard Health Care Fund Therefore was able to and have performed the

above analysis performed for the Hartford Global Health Fund with respect to these hinds and

reached the same material conclusions that reached with regard to the Hartford Global Health

Fund HIMCC which is the sub-adviser to the remaining Hartford Funds does not serve as

sub-adviser to other non-Hartford mutual funds therefore without access to HIMCOs internal

data it is not possible to perform these calculations with respect to the lIIMCO funds However

that does not change myconclusion that HIP SCO oversight of HIMCO was minimal for which

it should have charged miniscule fees

19 comparison of the Vanguard Funds which are the Vanguard I-Iealth Care

Fund the Vanguard Wellington Fund and the Vanguard Morgan Growth Fund to their Hartford

counterparts the Hartford Global Health Fund the hartford Advisers Fund and the Hartford

There are also three other sub-advisers to this fund The combined sub-advisory fee paid to

Wellington and the three other sub-advisers is 16 basis points
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Growth Opportunities Fund also demonstrates the large excessiveness of 1-IIFSCOs

investment management fees Vanguard does not receive an investment management fee from

the Vanguard Funds2 rather it is only the sub-advisers to the Vanguard Funds that are paid for

investment management services Vanguard does charge the Vanguard Funds Management

and Administration Fee For the Vanguard Health Care Fund the Vanguard Wellington Fund

and the Vanguard Morgan Growth Fund this fee equaled in 2010 15 basis points bps 16bps

and 20bps respectively For this fee Vanguard performed for each Vanguard Fund

nanagement and administrative services Corporate management and administrative services

include executive staff accounting and financial legal and rcgulatory

shareholder account maintcnance monitoring and control of custodian relationships

shareholder reporting and review and evaluation of advisory and other services provided to

the funds by third parties

Transfer agent fees represent substantial portion of mutual funds expenses Transfer

agent services are for shareholder account maintenance and shareholder reporting On average

the fees needed to pay ibm funds transfer services equal 15bps.3 The Management and

Administration fee of the Vanguard Funds which on avenge equals 17bps pays for the

transfer agent services of the Vanguard Funds.4 Meaning all or substantially all of the

With the exception of the Vanguard Morgan Growth Fund as Vanguard charged this fund

basis point investment management fee However this fee is di minimis It is the flmds sub-

advisers which includes Wellington and three other entities that render substantially all of the

investment advice to this fund and were paid total fee of 16 basis points for their investment

management services By way of comparison in 2010 1-IIFSCO in addition to the sub-advisers

investment management fee to the Hartford Growth Opportunities Fund charged an investment

management fee equal to 50 basis points

For further information regarding transfer agency fees please see the Investment Company

Institutes June 2005 publication
entitled Fees and Expenses qf Mutual Funds

Meaning the transfer agent fees for the Vanguard Funds are not paid through such funds Other

Expense charge but rather through the Management and Administration charge

10
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Vanguard Funds Management and Administration fees are used to pay for the Vanguard Funds

transfer agent services

By comparison after subtracting out the portion of investment management fees that

were paid to the Hartford Funds sub-advisers HIFSCO retained from the three Hartford Funds

that have Vanguard counterparts an investment management fee equal to for the 2010 fiscal

year approximately 55bps 54bps and 50bps respectively However HIFSCOs investment

management fees were not used to pay for the Hartford Funds transfer agent services rather an

affiliate of HIFSCO charged investors into these hinds separate fee for the Hartford Funds

transfer agent services Meaning investors into the Hartford Funds pay for the finds transfcr

agent services separatc and apart from the investment management fee they pay to HIFSCO

According to HIFSCOs investment management agreements with the Hartford Funds it

performs the following administrative services in exchange for its investment management fee

assist in the supervision of all aspects of the Companys operation including the

coordination of all matters relating to functions of the custodian transfer agent or other

shareholders servicing agents ifany accountant and other parties performing services or

operational functions for the Company

provide the Company with the services of persons.. 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

Vanguard in exchange for payment of the Management and Administration fee besides using

such fee to pay for the finds transfer agent expenses also for this fee assumes responsibility

for review and evaluation of advisory and other services provided to the funds by third parties

meaning Vanguard supervises all of the service pro viders to the Vanguard Funds and uses

this fee to pay for the following services for the Vanguard Funds legal regulatory accounting

and financial services Vanguards Management and Administration fcc also pays for the

Ii
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executive stalT of the Vanguard Funds

As stated above with respect to each of the three comparable Vanguard Funds

Vanguards Management and Administration charge equals 15bps 16bps and 20bps

respectively Further as stated above the Management and Administration charge pays for

the Vanguard Funds transfer agent services which on average cost 15bps HIFSCO through

its investment management fee does not pay the Hartford Funds transfer agent services After

Vanguard paid for the Vanguard Funds transfer agent services which on average cost 15bps

through the Management and Administration charge very small amount of the Management

and Administration fee which on average equals 17bps rem ained to pay for the other services

which are covered by this fcc Among those services is the supervision of third parties that

provide services to the Vanguard Funds Meaning as this comparison confirms supervision

should only incur de minimis fee Further for the Management and Administration fee

besides performing transfer agent services and supervising the funds service providers

\Tanguard actually performed some of the services which HIFSCO charged through its

investment management fee to supervise not actually perform

As stated above Vanguard does not charge the Vanguard Funds an investment

management fee other than lbp point lee to the Vanguard Morgan Growth Fund Vanguard

like HIFSCO retains Wellington to serve as the sub-adviser to the Vanguard Funds have

reviewed the terms of the sub-advisory agreements \Vcllington entered into with the Vanguard

Funds and the terms of the sub-advisory agreements Wellington entered into with the Hartford

Funds and those agreements are not materially different As the sub-advisory agreements that

Wellington entered into with respect to the Vanguard Funds are not materially different than the

sub-advisory agreements Wellington entered into with the Hartford Funds HIFSCO

12
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investment management fee should have been the same or very close to Vanguards investment

management foe which was zero except for the case of the Vanguard Morgan Growth Fund

where Vanguard charged bp investment management fee Meaning Wellingtons sub-

advisory fees to the Vanguard/Hartford funds represent the investment managenent fees that

should be paid by these funds Further Wellington is profit company and therefore ii is

highly likely that the fees Wellington received form the Vanguard/I Iartford Funds not only paid

fur the expenses it incurred in performing the investment management services for these funds

but also provided Wellington with profit

20 In conclusion HIFSCOs investment management fees with respect to each

Hartford Fund bore no reasonable relationship to the services it rendered to each Hartford Fund

21 In sum I-IIFSCOs charges are disproportionate to the value of its services based

upon

My review of those services provided by HIESCO compared to those provided by

the sub-adviser

My expeilence in this field working in funds that have advisers and sub-advisers

The fact that many of the expenses are paid pursuant to other agreements

Comparison to Vanguards charges which in the case of management performs

the same functions yet charges significantly less and achieves superior

performance and

The stability of \Vellingtons management philosophy and the repeated renewals

of Wellingtons and HIMCOs contracts Thus HIESCO does not spend time

implementing changes in sub-advisers or developing different investment

philosophies

13
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declare under penalty of perjury under the laws of the United States of America that the

foregoing is true and correct

Executed on this 14th day of November 2011

STEVE POMERANTZ

14
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Exhibit

Steve Pomerantz PhD

53 1-lumbert Street

Princeton NJ 08542

Phone 609.921.7545

Fax 609.482.4424

steve@stevepomerantz.com

www.steveponerantz.com

CURRICUlUM VITAE of STEVE POMERANTZ Ph.D

PROFESSIONAL EXPERIENCE

Steve Pomerantz is the president of Steve Pomerantz 11G The firm provides

investment managcficnt consulting and litigation support on cases involving investment

management fees and practices tax shelters securities and investment related damages investment

performance and suitability event studies asset allocation analysis and options derivatives and swap

valuation

Steve Pomeranta holds Ph.D in mathematics from the University
of California at Berkeley

and has

twenty five years of expeæence in investment research financial modeling derivative structuring

portfolio and risk management

Dr Pomerantz has been qualified as an expert
witness in securities related matters in various

jurisdictions providing litigation support to accountants and attorneys His experience in litigation

has been in cases involving trust management investment suitability derivative valuation

investment strategy analysis economic damages tax shelters mutual funds and investment industry

practice

The firm is often called upon to use sophisticated mathematical techniques to develop models for

valuation and suitability analysis Dr Pomcrantz is well versed in applications
of

operations research

statistics probability and time-series analysis to provide solutions within variety
of assignments

Strong verbal and communication skills enable Dr Pomeranta to reduce complex securities

investments and financial topics to simple and accurate frameworks I-fe has taught as an adjunct

professor at the undergraduate and
graduate

level in such courses as statistics probability operations

research and finance
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His experience in the investment management area has served variety
of firms and clients in areas

as diverse as derivative structuring quantitative research portfolio and risk management This

experience coupled with his academic training provides perspective that is grounded in scientific

rigor yet possesses
the practical realities of how die business of finance operates

Areas of Dt Pomcrantzs practice
include

Mutual Fund and Investment Managenent Fee Analysis

Investment Management Performance

Tax-Shelter Analysis

Hedge Funds

Investment Suitability

Derivatives Valuation

Stock Option Valuation

Concentrated Hedging Strategies

Risk Management

LICENSES

Dr Pomerantz has held numerous NASD hccnses including the Series 24 and 63 In addition

he is an FINRA-trained arbitrator

EDUCATION

lr Poineranta received Ph.D in Mathematics from the University of California at Berkeley in

1986 His thesis was in the area of Non-Unear Partial Differential Equations In 1981 he received

Bachelor of Arts in Mathematics from Queens College
of the City University of New York

TEACHING EXPERIENCE

Dr Pomeran has held adjunct professor positions
at Stevens Institute of Technology the College

of St Elizabeth and St Peters College teaching courses in Finance Operations Research Statistics

and Probability

PRIOR WORK EXPERIENCE

Steve Pornerantz LLC 2000-

Investment Management Consultant

Various assignments in research portfolio management and risk management for

Insurance Companies Traditional and Alternative Investment Advisors

Director of Quantitative Research 1992-2000

Weiss Peck Greer LLC
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Provide quantitative decision support to all investment management areas of the firm including

equity fixed income alternatives asset allocation client servicing and firm-wide risk

management

Vice President 1990-1992

Nomura Securities International

Cross-market trader in all fixed-income and mortgage derivative markets

Vice President 1988-1990

Citibank Consumer Banking Group

Asset-Liability management for consumer banking division and internal mortgage portfolio

Vice President 1987-1988

Morgan Stanley

Development and trading of dynamic hedging strategies in equity interest rate commodity and

currency markets

Vice President 1986-1987

Bank of America

Model Development for bond analysis and exotic currency options

ARTICLESPUBLISHED

MUTUAL FUND ADVISORY FEES NEW EVIDENCE AND FAiR FIDUCIARY DUTY
TEST with John Freeman Stewart Brown 61 OkIa Rev

MONTE CARLO SIMULATION ANALYSIS TOOL FOR PROJECTING THE
UNKNOWN with Bruce Dubinsky CPA Expert Winter 2007

MONTE CARLO SIMULAT1ON ANALYSIS Part II BEYOND 1HE IHEORY
CPA Expert Spring 2007

MONTE CARLO SIMULATION ANALYSIS Part IIJ CASE HISTORY
CPA Expert Summer 2007

THE PURSUIT OF ALPHA iN FUND OF HEDGE FUNDS

Hedge Fund Association May 2006

MONTE-CARLO ANALYSIS TOOL FOR EVALUATING INVESTMENT RETURNS
New York State Bar Association Fall/Winter 2005 Newsletter

DESIGNING 401K PLAN
New York State Bar Association FaIl/Winter 2005 Newslettcr

AN iNFORMATION-BASED MODEL OF MARKET VOLATILITY
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1989 Financial Analyst Journal Nov/Dec with Rick Bookstaber received the 1989 Graham and

Dodd Scroll Award by the Financial Analysts Federation

APPEARANCES

Deposition in Inmobilliaria Axial SA vs Banco Santander International AAA Investment

Suitability April 2011

Deposition in DDRA vs KPMG US District Court Division of St Croix Tax Shelter

Analysis March 2011

Deposition in Re Northrup Grumman US District Court Central District of California

401k Analysis February 2011

Deposition in Gcorgc ct at Kraft Foods Global Inc et al US District Court Northern District

of Illinois 401k Analysis November 2010

Deposition in Robin Figas et al Wells Fargo et at US District Court District of Minnesota

40 1k Analysis October 2010

Direct and Cross in Citrone vs ChequerChon Krensky AAA Employee Option Analysis

September 2010

Direct and Cross in MacDonald vs Geospring Family Office JAMS Investment Suitability

March 2010

Deposition in Schmidt Wachovia Bank US District Court Western District of Northern

Carolina Tax Shelter Analysis February 2010

Deposition iii Re Federated Mutual Funds US District Court Western District of Pennsylvania

Mutual Fund Fee Analysis December 2009

Direct and Cross Examination in Hawkins et United States of America et al US

Bankruptcy Court Tax Shelter Analysis December 2009

Deposition Direct and Cross Examination in Tibble et al Edison Intl et al US District Court

Central District of California 401k Analysis May 2009 October 2009

Deposition in Alfano BDO Seidman et al Superior Court of New Jersey Bergen County Tax

Shelter Analysis January 2009

Deposition in Re Inter ViVOS Trust Superior Court of New Jersey Bergen County Investment

Suitability January 2009 October 2010
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Deposition in liordano Merrill Lynch Co Inc Superior Court of New Jersey Mercer

County Stock Option Analysis January 2009

Deposition Direct and Cross Examination Deposition in Kennedy et al ABB Inc et al US

District Court --Western District of Missouri 40 1k Analysis November 2008Mareh 2008

January 2010

Deposition in Pat Beesley et al International Paper US District Court Southern District of

Illinois 40 1k Analysis November 2008 September 2011

Deposition in Abbot et Lockheed Martin Corporation US District Court Southern District

of Illinois 401 Ic Analysis October 2008

Deposition in ICanawi et Bechtel Corporation US District Court Northern District of

California 40 1k Analysis September 2008

Deposition in Bennett et al Fidelity US District Court District of Massachusetts Mutual Fund

Fee Analysis September 2008

Deposition in Bemont et al The United States of America US District Court Eastern District

of Texas Tax Shelter Analysis June 2008 July 2009 Direct and Cross March 2010

Deposition in Atwater et al NFLPA US District Court Northern District of Georgia

Investment Suitability May 2008

Deposition in Taylor et al United Teclmologies Corporation US District Court District

Connecticut 40 1k Analysis April 2008

Deposition in Spano et at The Boeing Company US District Court Southern District of

Illinois 401k Analysis April 2008 September 2011

Direct and Cross Examination in Fegers et al Atlantic Data ServicesInc Commonwealth of

Massachusetts Superior Court February 2008

Direct and Cross Examination in New Phoenix Commissioner of Internal Revenue Tax Shelter

Analysis January 2008

Direct and Cross Examination in Rosenbach et al DGI AAA Tax Shelter Analysis October

2007

Deposition in Trotman Delaware Management Business Trust US District Court Eastern

District of Pennsylvania Investment Management October 2007

Deposition in Spillsbury KPMQ District Court of Clark County Nevada Tax Shelter

Analysis August 2007
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Deposition in Strigliabaui et al Franklin Resources Inc US District Court Northern District

of California Mutual Fund Fee Analysis May 2007

Deposition in Gallus et al American Express Financial Corp US District Court District of

Minnesota Mutual Fund Fee Analysis January 2007

Deposition in Sullivan KPMG and QA Investments Superior Court of New Jersey Tax Shelter

Analysis November 2006

Direct and Cross Examination in Techtmann Merrill Lynch NASD Arbitration Investment

Suitability November 2006

Deposition in re Sklodowski First Union Superior Court of New Jersey Analysis of

Investment Performance October 2006

Deposition in WCF LLC Charles Calomiris Superior Court District of Columbia Investment

Management October 2006

Direct and Cross Examination in Guido McDonald Securities NASD Arbitration Jnvestment

Suitability October 2006

Deposition in Sins et au Janus Capital Management US District CourtDistrict of Colorado

Mutual Fund Fee Analysis September 2006

Direct and Cross Examination in Kusma Smith Barney NASD Arbitration Investment

Suitability April 2006

Direct and Cross Examination in Chu Smith Barney NALSD Arbitration Investment

Suitability March 2006

Deposition in Williams et at Waddell Reed US District Court District of Kansas Mutual

Fund Fee Analysis March 2006 July 2006

Deposition in McNair KPMG District Court of Harris County Texas Tax Shelter Analysis

February 2006

Deposition in Jones et al Harris Associates LP US District Court Northeastern District of

Illinois Mutual Fund Fee Analysis February 2006

Deposition in Baker et al American Century US District Court Western District of Missouri

Mutual Fund Fee Analysis December 2005 April 2006

Deposition in Nelson et al UBS Asset Management US District Court Northern District of

Illinois Investment Suitability August 2005
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Deposition Direct and Cross Examination in Coleman KPMG AAA Tax Shelter Analysis

August 2005

Deposition in rc Gibson First Union Superior Court of New Jersey Analysis of Investment

Performance July 2005

Deposition in Lola Brown Trust ci al Neuberger Berman Real Estate Income Fund US

District Court District of Maryland

Investment Management performance asset allocation and event models May 2005

Deposition in Hobby Georgia Power US District Court Atlanta Division Valuation of

Employee Stock Options March 2005

Direct and Cross Examination in Kahn Oppenheimer Co Inc NASD Arbitration

Investment suitability February 2005

Deposition in howard Covansys Inc US District Court Eastcrn Division Valuation of

Employee Stock Options July 2004

Direct and Cross Examination in Stacy Foundation Merrill Lynch Pierce Fenner Smith

Inc JAMS Arbitration Investment Suitability June 2004

September 2011
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ANNUAL EXPENSE TABLES FOR THE HARTFORD ADVISERS FUND

Annual Expenses for the Hartford Advisers Fund

Expeflses.Y uouar zmouni.
.L

.. ..-

lnvestrncnt Management Fe 4915000

Administrative Service Fees 2000

Transfer Agent Fees 1840000

Distribution Fees

Class 143 5000

Class 602000

Class 971000

Class R3 None

Class R4 3000

Custodian Fees 10000

Accounting services fees 132000

Registration and filing fees 91000

Board of Directors Fees 17000

Audit 24000

Other Expenses 158000

Total Expenses before waivers 10200000

and fees paid indirectly

Annual Operating Expenses for the Hartford Advisers Fund2

i$ss.- cIas Class l4ss1ass Cia
R3 R4

Management fees 0.67% 0.67% 0.67% 0.67% 0.67% 0.67% 0.67%

Distribution Services 2h-1 fees 0.25% .00% 1.00% 0.50% 0.25% None None

OtherExpenses 0.31% 0.46% 0.23% 0.38% 0.21% 0.18% 0.06%

Information is derived from the Hartford Advisers Fund Annual Report 2010 Annual

Report Statement of Operations for the Year Ended October 31 2010

Information is derived from the Hartford Adviser Fund Prospectus March 2011

OO2493.DOC
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ANNUAL EXPENSE TABLES FOR THE HARTFORD CONSERVATIVE
ALLOCATION FUND

Annual Expenses for the Hartford Conservative Allocation Fund3

Expenses Dollar Amount

lnvestmcm Manaemen Fee 363.0110

Administrathe Service Fees 24000

Transfer Agent Fees 241000

Distribution Fees

Class 375000

Class 240000

Class 495000

Class R3 11000

Class R4 24000

Custodian Fees 1000

Accounting services fees 29000

Registration and filing fees 94009

Board of Directors Fees 6000

Audit 10000

Other Expenses 39000

Total Expenses before waivers and 1952000

fees paid indirectly

Annual Operating Expenses for the Hartford Conservative Allocation Fund4

Clàss .Class .Chs Ca Class

cR R4 R5

Management fees 0.15% 0.15% 0.15% 15% 0.1.5% 0.1 0.15%

Distribution Services 12b-1 fees 025% 1.00% 100% None 0.50% 0.25% None

Other Expenses 0.18% 9.23% 0.18h 0I8% 0.29% 0.22% 0.17%

Information is derived from the Hartford Conservative Allocation Fund 2010 Annual

Report Statement of Operations for the Year Inded October 31 2010

Information is derived from the Hartford Conservative Allocation Fund Prospectus

March 12011
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ANNUAL EXPENSE TABLES FOR ThE HARTFORD GROWTH
OPPORTUNTIES FUND

Annual Expenses for the Hartford Growth Opportunities Fund5

Epenses .ThilIaiAmftunt

Investment Management Fee 14235001

Administrative Service Fees 92000

rransler Agent Fees 3452000

Distribution Fees

Class 1638000

Class 360000

Class 68500
ClassL 1041000

Class R3 49000

Class R4 99000

Custodian Fees 16000

Accounting services fees 239000

Registration and filing fees 205000

Board of Directors Fees 43000

Audit 60000

Other Expvnsts 449000

Total Expenses before waivers and 23663000

fees iaid indirectly

Annual Operating Expenses for the hartford Growth Opportunities Fund6

cJags ciss ..cIRSS class 1aS .Class ChissI Jis CIaIl RI R4

Management fees 0.71% 0.71% 0.71% 0.71% G.71% 0.71% 0.71% 71% 0.71%

Distribution Services 0.25% 1.00% 1.00% 0.25% None 0.50% 0.25% None None

12b-l fees

Other Expenses 0.38% 0.46% 0.23% 0.25% 0.21% 0.27% 9.20% 015% 0.05%

Information is derived from the Hartford Growth Opportunities Fund 2010 Annual

Report Statement of Operations for the Year Ended October 31 2010

Information is derived from the Flarttbrd Growth Opportunities Fund Prospectus

March 2011
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ANNUAL EXPENSE TABLES FOR THE HARTFORD INFLATION PLUS FUND

Annual Expenses for the Hartford Inflation Plus Fund7

F4ns. Dollàr Anibüiit.

Investment Management Fee 10002000

Administrative Service Fees 51000

Transfer Agent Fees 1818000

Distribution Fees

Class 1900000

C1as 1029000

Class 5921000

Class 42000

ClassR3 93000

Class R4 20000

Custodian Fees 5000

Accounting services fees 351000

Registration and filing fees 235000

Board of Directors Fees 37000

Audit 47000

Other Expenses 346000

Total Expenses before waivers and 21897000

fees paid indirectly

Annual Operating Expenses for the Hartford Inflation Plus Fund8

Class Class Class Class Class CIa CIà%s Class Class

Managememt fees 0.46% 0.46% 0.4ô 0.46% 0.46% 0.46% 0.46% 0.46% 0.46%

DistributionServices 0.25% 1.00% 1.00% 0.25% None 050% 0.25% None None

12b-l fees

Other Expenses 0.16% 0.20% 0.14% 9.28% 1.20% 0.28% 0.22% 0.17% 11.06%

7lnformation is derived from the Hartford Inflation Plus Fund 2010 Annual Report

Statement of Operations for the Year Ended October 31 2010

Information is derived from the Hartford Inflation Plus Fund Prospectus March

2011
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ANNUAL EXPENSE TABLES FOR THE HARTFORD CAPITAL
APPRECIATION FUND

Annual Expenses for the Hartford Capital Appreciation Fund9

Einsvs

1ii L.CIJLI1t \1 Lilk ft cc 2468200
Administrative Service Fees fl2000

Transfer Agent Fees 31843000

Distribution Fees

Class 23147000

Class 9287000

Class 30462000

Class R3 406000

Class R4 601000

Custodian Fees 556000

Accounting services fees 2977000

Registration and filing fees 834000

Board of Directors Fees 391000

Audit 438000

Other Expenses 4106000

Total Expenses before waivers and fees 230452000

paid indirectly

Annual Operating F.xpenses for the Hartford Capital Apprecintiou Fund1

class Class Class... Class çlas c.lass. Clss class

R3 fl4 R5

Management fees 0.65% 0.65% 0.65% 0.65% 0.65% 0.65% 0.65% 0.65%

Distribution Services 0.25% 1.00% 1.00% None 0.50% 0.25% None None

12b-1 fees

Other Expenses 0.25% 0.30% 0.20% 0.23% 0.27% 0.20% 0.15% 0.05%

9lnformation is derived from the Hartford Inflation Plus Fund 2010 Annual Report

Statement of Operations for the Year Ended October 31 2010

10

information is derived from the Hanford inflation Plus Fund Prospectus March

2011
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Supplement to SAl dated 08/05/2011

THE
HARTFORD

The hartford Balanced Income IIDLAX IIDLDX IIBLCX IIDLIX

Fund

The Hartford Capital ITHAX IHCAX HCACX ITFIIX

Appreciation Final

The Hartford Capital HCTAX HCTBX HFCCX HCTIX

Appreciation II Fund

The Hartford Checks and HCKAX HCKBX HCKCX HCKIX

Balances Fund

The Hartford Corporate HTIAX HTIBX HTTCX

Opportunities Fundl
The Hartford Disciplined Equity EALAX HGIBX HGICX

Fund

The Hartford Diversified EDVAX HDVBX HDVCX HDVIX

International Fund

The Hartford Dividend and Il-IGIX ITDGX HDGCX HDGIX

Growth Fund

The Hartford Equity Income EQIAX HQIBX HQICX HQIIX

Fund

The Hartford Emerging Markets ELDAX HLDCX HLDIX

Local Debt Fund

The Hartford Emerging Markets EERAX HERCX HERIX

Research Fund

The Hartford floating Rate HFLAX HFI.BX HFI.CX HFI.IX

Fund

The Hartford Fundaniental EFFAX HFFBX HFFCX HFFIX

Growth Fund

The Hartford Global All-As set ELAAX HLACX HLAIX

Fund

The Hartford Global Enhanced

Dividend Fund2

The hartford Global Growth IJALAX IIGLDX IIGLCX

Fund

The Hartford Global Health HOHAX HGHBX HGHCX HGHIX

Fnnd3
The Hartford Global Real Asset ERLAX HRLCX HRLIX

Fund

The Hartford Global Research HLEAX HLEBX HLECX HLEJX

Fund

The Hartford High Yield Fund HAt-TAX HAHEX HAHCX HAHIX

the Hartford Inflation tlus HIFAX H1F13X HIPUX HJPIX t-IIPLX

Fund

The Hartford International ENCAX HNCBX HNCCX HNCJX

mhtmlfile /A\netgearnas3\data\ERISA\HARTFORD\Complaints Answer\Second Amen.. 11/7/2011

Amended and Restated

COMBINED STATEMENT OF ADDITIONAL INFORMATION

FOR THE HARTFORD MUTUAL FUNDS

This Combined Statcmcnt of Additional Information SAl is not prospectus and it should be read in conjunction with the

prospect-uses
of The Ilartford Mutual Funds Inc and The hartford Mutual Funds II Inc each Company as descnbed below and as

supplemented frosms tisue to time Each Conspany is an open-end management investment company currently cunsisting of fifty and five

separate issvestniesmt portfolios respectively each audi
portfolio

discussed in this Comsibined Statement of Additional Infonnetsoms is

infesTed to hereism as Fund and wilectively as Use Funds Each Company offers up to nine classes of shares of em ch of its Funds

THE HARTFORD MUTUAL FUNDS INC

Class Class Class Class Class Class Class Class Class

R3 R4 R5

The Hartford Advisers Fund FVFAX IHABX IIAFCX IflRX FITSX FFflX IHAYX
IIDLRX IIDLSX IIBLTX IIDLYX

ITHRX

HCTRX

HCKRX

ITHSX

HCTSX

HCKSX

ITHTX

HC11TX

HCKTX

HCAYX

HCTYX

HTIYX

HGIRX HGISX HGITX HGIYX

HDVRX HDVSX HDVTX HDVYX

HDGRX HDGSX HDGTX HDGYX

HQIRX HQISX HQITX HQIYX

HLDRX HLDSX HLDTX HLDYX

HERRX HERSX HERTX HERYX

HFI.RX HFI.SX HFITX HFI.YX

HFFRX HFFSX HFVFX HFFYX

HLARX HLASX HLATX HLAYX

IIALRX IIAUSX

HGHRX HGHSX

HRLRX HRLSX

HLERX HLESX

HAHRX HAJ-tSX

HIFKX HIPSX

HNCRX HNCSX

IIALTX

HGHTX

HRLTX

HLETX

HAHTX

HIFIX

HNCTX

IIGLYX

HGHYX

HRLYX

LEYX

HAHYX
HUYX

HNCYX
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Growth Fund

Hartford International IHOAX 1-IKJUX HIOCX Il-IOIX IHORX H-IOSX IHOIX HAQYX

Oppoitmuties Fund

The Hartford International Small HNSAX HNSBX HNSCX HNSJX HNSRX HNSSX HNSTX HNSYX

Company Fund

The Hartford International HILAX HILCX HILIX HILRX HILSX HILTX HILYX

Value Fund

The Hartford MidCap Fund HFMCX HAMBX HMDCX HFMIX HFMRX HFMSX HFMTX HMDY
The Hartford MidCap Value HMVAX HMVBX HMVCX HMVJX HMVRX HMYSX HMVTX HMVfl

Fund

Effective December 10 2010 The Hartford Income Fund was renamed The Hartford Corporate Opportunities Fund

The Hartford Global Enhanced Dividend Fund is currently not publicly available

Effective August 52011 The Hartford Global Health Fund will be renamed The Hartford Healthcare Fend
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The Hartford Money Market

Fund

The hartford Municipal ITIIMAX

Opportunities Fund

The Hartford Short Duration ESDAX

Fund

The Hartford Small Company IHSAX

Fund

The Hartford SmallMid Cap HSMAX
Equity Fund

The Hartford Strategic Income HSNAX

Fund

The Hartford Equity Growth HAAAX
Allocation Fund

The Hartford Growth Allocation HRAAX
Fund

The Hartford Balanced HBAAX
Allocation Fund

The Hartford Conservative HCVAX
Allocation Fund

The Hartford Total Return Bond ITBAX
Fund

The Hartford Valne Fund HVFAX
The Hartford World Bond Fund HWDAX
The Hartford Target Retirement HTTAX

2010 Fund

The Hartford Target Retirement

2015 Fund

The Hartford Target Retirement HTWAX
2020 Fund

The Hartford Target Retirement

2025 Fund

The Hartford Target Retirement HTHAX

2030 Fund

The Hartford Target ReLirement

2035 Fund

The Hartford Target Retirement

2040 Fund

The Hartford Target Retirement

2045 Fund

The Hartford Target Retirement

2050 Fund

The Hartford Growth Fund

The Hartford Growth

Opportunities Fund

The Harttbrd Municipal Real

Return Fundl
The Hartford SmallCap

Growth Fund

The Hartford Value

Opportunities Fund

Effective March 12011 The Hartford Tax-Free National Fund was renamed The Hartford Municipal Real Return Fund

P.O Box 64387

St Paul MN 1St 64-0387

Each Funds crospeotus ia incorporated by reference into this SAl and the portions of this SAl that relate to eaoh Fund have been

incorporated by reference into such Funds prospectus The portions of this SAl that do not relate to Fund do not form
part

of auch

Funds SAT have not been incorporated by reference into such Funds prospectus and should not be relied upon by investors in such Fund
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Class Class Class Class Class Class Class Class Class

R3 R4 R5

IHAXX HMBXX HRCXX IITRXX THSXX IHTXX HAYXX

IIIIMBX IIIIMCX IIITMIX

HSDBX HSDCX HSDIX HSDYX

HSCBX HSMCX IHSIX IHSRX IHSSX IHSUX HSCYX

FISMBX HThCX HSMYX

HSNBX HSNCX HSNIX HSNYX

BAABX HAACX HAAIX HAARX HAASX HAATX

HRABX HRACX HRAIX HRARX HRASX HRATX

HBABX HBACX HBAIX HBARX HBASX HBATX

BC VBX HCVCX HCVIX HCVRX HCVSX HCVTX

ITBBX HABCX ITBIX ITBRX ITBUX ITBTX

HVFBX HVFCX HVFIX HVFRT HVFSX HVFTX

HWDCX HWDTX HWDRX HWDSX HWDTX
HflRX HTTSX HTTTX

HTJPX HTJSX HTJTX

HTWRX HTWSX HTWTX

HTKRX HTKSX HTKTX

HTHRX HTHSX HTHTX

HTLRX HTLSX HTLTX

HTMRX HTMSX HTMTX

HTXRX HTNSX HTNTX

HTPRX HTFSX HTPTX

HABYX

HVFVX

HWDfl
HflYX

HTWYX

HTHYX

Class

HGWY
HGOYX

HTNYX

HSLYX

HVOYX

THE HARTFORD MUTUAL FUNDS II INC

Class Class Class Class Class Class Class Class

ItS R4 RI

HGWAX HGWHX HGWCX HGWJX FECLX HGWRX HGWSX HOWUX
HGDAX HGOBX HGOCX HGOIX FGRWX HGORX HGOSX HGOTX

HTNAX HTNBX HTNCX BTNIX FTNAX

HSLAX BSLBX HSLCX HSLIX FACAX HSLRX HSLSX HSLTX

HVOAX BVOBX HVGCX HVOIX FVAAX HVGRX HVOSX HVOTX
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The Funds audited financial statements as of October 31 2010 are incorporated into this SAl by reference to the Companies Annual

Reports to Shareholders free copy of each Annual/Semi-Annual Report and each Funds prospectus is available on the Funds website

at www.hartfordinutualfijnds.com upon request by writing to The Hartford Mutual Funds P.O Box 6438 St Paul MN 55164-0387 or

by calling 1-888-843-7824
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Date of Prospectuses March 2011 May 31 2011 for lEe Hartford Emerging Markets Local Debt Fund lEe Hartford Emerging

Markets Research Fund and The Hartford World Bond Fund

Date ofStatementofAdditionallnforxnation March 1201 as amended andrestatedMay3l 2011
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GENERAL INFORMATION

The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc each Company and together the Companies are open-end

management investment companies consisting of fifty and five separate investment
portfolios or mutual funds each Fund and

together the Funds respectively This SAl relates to all of the Funds listed on the front cover page The Hartford Mutual Funds Inc

was organized as Maryland corporation on March 21 1996 The Hartford Mutual Funds II Inc was organized as Maryland corporation

on March 23 2001 and acquired the assets of each of its seiies by virtue of reorganization effected November 302001

The Companies issue separate series of shares of stock for each Fund representing fractional undivided interest in that Fund Each Fund

issues Class Class Class and Class shares with the following exceptions Equity Growth Allocation Fund Growth Allocation

Fund Balanced Allocation Fund and Conservative Allocation Fund together the Asset Allocation Funds Checks and Balances Fund

and Municipal Opportunities Fund do not offer Class shares Target Retirement 2010 Fund Target Retirement 2020 Fund and Target

Retirement 2011 Fund do not offer Class or Class shares Target Retirement 2015 Fund Target Retirement 202.5 Fund Target

Retirement 2035 Fend Target Retirement 2040 Fund Target Retirement 2045 Fend and Target Retirement 2050 Fund do not offer

Class shares Class shares Class shares or Class shares and Emerging Markets Local Debt Fund Emerging Markets Research

Fund Global All-Asset Fund Global Real Asset Fund International Value Fund and World Bond Fund do not offer Class shares

Class shares are offered by Balanced Income Fund Capital Appreciation Fund Capital Appreciation II Fund Cheeks and Balances Fund

Diversified International Fund Dividend and Growth Fund Emerging Markets Local Debt Fund Emerging Markets Research Fund

Equity Income Fund Floating Rate Fund Fundamental Growth Fund Global All-Asset Fund Global Enhanced Dividend Fund Global

Health Fund Global Reel Asset Fund Global Research Fund Growth Fund Growth Oppoitunitics Fund High Yield Fund Municipal

Opportunities Fund Inflation Plus Fund International Growth Fund International Opportunities Fund International Small Company

Fund International Value Fund MidCap Value Fund Short Duration Fund Small Company Fund SmallCap Growth Fund Strategic

Incosne Fund Municipal Real Return Fund Total Return Bond Fund Value Food Value Opportusuties Fund World Bond Fund and each

of the Asset Allocation Funds Growth Fund Growth Opportunities Fund Inflatiosi Plus Fund SesailCap Growth Fend Municipal Real

Relurn Fund and Value Oppoitunities Fund also offer Class Shajes

Class R3 Class R4 and Class R5 shares collectively Class shares are currently offered by the following Funds Advisers Fund

Balanced Income Fund Capital Appreciation Fund Capital Appreciation II Fund Checks and Balances Fund Disciplined Equity Fund

Diversified International Fund Dividend and Growth Fund Emerging Markets Local Debt Final Emerging Markets Research Fend

hquity Income Fund Floating Rate Fund Fundamental irowth Fund Global All-Asset Fund Global Enhanced Dividend Fund Global

Growth Fund Global Health Fund Global Real Asset Fund Global Research Fund Growth Fund Growth Opportunities Fund High

Yield Fund Inflation Pius Fund International Growth Fend International Opportunities Fund International Small Company

Fund International Value Fund MidCap Fund MidCap Value Fund Money Market Fund Small Company Fund SmallCap Growth

Fund Total Return Bond Fund Value Fund Value Opportunities Fund World Bond Fund Target Retirement 2010 Fund Target

Retirement 2015 Fund Target Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement

2035 Fund Target Retirement 2040 Fund Target Retirement 2045 Fund Target Retirement 2050 Fund and the Asset Allocation Funds

The Asset Allocation Funds each issue shares in seven classes Class Class Class Class Class R3 Class R4 and Class R5 The

Asset Allocation Funds Target Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020 Fund Target Retirement

2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target Retirement 2045 Fund and

Target Retirement 2050 Fund together the Target Retirement Fands and Checks and Balances Fund are refesred to as funds of

funds Each fund of funds is diversified fund that diversifies its assets by investing at present in the Class shares of several other

HarttordMntnai Funds the IJederlying Fsinds

Each Fund is offered through separate prospectus relating to the Fund and its classes This SAl relates to Class R3 R4 R5

andY shares

Effective September 30 2009 no new or additional investments are allowed in Class shares of the Funds including investments

through any systematic investment plan However if Class shareholders have chosen to reinvest capital galns and dividends any such

capital gains or dividends on Class shares will continue to be reinvested in Class shares of the relevant Fund

Effective May 12008 individuals are no longer eligible to invest in Class shares Individual investors who established an account in

Class shares prior to Mmcli 12008 are eligible to add to their accounts Additiossally advisor-sold donor advised fusids are not eligible

to invest in Class shares Advisor-sold dosior advised funds are donor advised funds whose investnsersls love been
pistin place wiLls

Hartford lhuuugls an introducing broker/dealer and do not include investments placed tiredly with Hartford Doris donor advised funds

Each Fund except Emerging Markets Local Debt Fund Floating Rate Fund Global Health Fund Municipal Opportunities Fund and

World Bond Fund is diversified fund Emerging Markets Local Debt Fund Floating Rate Fund Global Health Fund Municipal

Opportunities Fund and World Bond Fund are non-diversified funds

mhtmlfile/A\netgearnas3\data\ERISA\HARTFORDtComplaintS Answer\Second Amen.. 11/7/2011

0001382



Prospectus Express Page of 234

Case 111-cv-01083-RMB -KMW Document 35-3 Filed 11/14111 Page of 235 PagelD 2208

Hartford Investment Financial Services LLC CHIFSCO is the investment manager and pnncipal underwriter to each Fund HIFSCO is

an indirect wholly owned subsidiary of The Hartford Financial Services Group Inc The Hartford Connecticut financial services

company with over $318.3 billion in assets as ofDecember 312010 In addition Wellington Management Company LLP Wellington

Managemenf and Hartford Investment Management Company Hartford Investment Management are sub-advisers to one or more of

the Funds and provide the day-to-day management of such Funds
portfolios each sub-adviser and collectively the sub-advisers

Hartford Investment Management is wholly owned subsidiary of The Hartford

The date each flmd commenced operations is indicated below

Advisers Fund July 22 1996

Balanced Income Fund July 31 2006

Capital Appreciation Fund July 22 1996

Capital Appreciation II Fund April 29 2005

Checks and Balances Fund May 31 2007

Corporate Opportunities Fund October 31 2002

Disciplined Equity Fund April 30 1998

Diversified International Fund June 30 2008

Dividend and Growth Fund July 22 1996

Emerging Markets Locul Debt Fund Mny 31 2011

Emerging Murketa Research Fund May 31 2011

Equity Income Fund August 28 2003

floating Rate Fund April 29 2005

Fundamental Growth Fund May 24 2001

Global All-Aaaet Fund May 282010

Global Enhanced Dividend Fund November 30 2007

Global Giow Iii Fund September 30 1998

Global Health Fund May 12000

Global Real Asset Fund May 28 2010

Global Reseanih Fund February 29 2008

Growth Fund June 1949

Growth Opportunities Fund March 31 1963

High Yield Fund September 30 1998

Inflation Plus Fund October 312002

International Growth Fund April 30 2001

International Opportunities Fund July 22 1996

International Small Company Fund April 302001

International Value Fund May 282010

MidCap Fund December31 1997

MidCap Value Fund April 302001

Money Market Fund July 22 1996

Municipal Opportunities Fund May 31 2007

Municipal Real Return Fund June 1986

Short Duration Fund October 312002

Small Company Fund July 22 1996

SmailCap Growth Fund January 1988

SmallA4id Cap Equity Fund January 2005

Sfrategic Income Fund May 31 2007

Total Return Bond Fund July 22 1996

Value Fund April 30 2001

Value Opportunities Fund January 1996

World Bond Fund Mny 31 2011

Equity Growth Allocation Fund May 28 2004

Growth Allocation Fund May 28 2004

Balanced Allocation Fund May 28 2004

Conaervative Allocation Fund May 28 2004

Target Retirement 2010 Fund September 30 2005

Target Retirement 2015 Fund October 31 2008

Target Retirement 2020 Fund September 30 2005

Target Retirement 2025 Fund October 31 2008

Target Retirement 2030 Fund September30 2005

Target Retirement 2035 Fund October 31 2008

target Retirement 2040 Fund October 31 2008
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larget Retirement 2045 Fund October 31 2008

Target Retirement 2050 Fund October 31 2008

This fluid is not currently available

The Hartford also sponsors ihntily of mutual fluids that are primarily used as investment options for variable annuity contracts and

variable life insurance contracts issued by Hartford Life Insurance Company Hartford Life and its affiliates for other insurance

companies and for certain retirement plans H1 Investment Advisors LLC HL Advisors an affiliate of The Hartford is the

investment adviser to that family of fluids

Investments in the Funds are not

Deposits or obligations of any bank

Guaranteed or endorsed by any bank or

Federally insured or guaranteed by the Federal Deposit Insurance Corporation the Federal Reserve Board or any other

federal agency

INVESTMENT OBJECTIVES AND POLICIES

The investment objectives and principal investment strategies
of each Fund are described in each Funds

prnspectiis
dditinnal

information concerning certain oftbe Funds investments strategies and risks is set forth below With respect to percentage restnctiors on

investments described in this SAl or in any prospectus except with respect to the limitations on borrowing from banks set forth below

under Fundamental Investment Restrictions of the Funds if such percentage restrictions are adhered to at the time of investment later

increase or decrease in such percentage resulting from change in the values of securities or loans or amount of net assets or security

characteristics is not violation of any of such restrictions

FUNDAMENTAL INVESTMENT RESTRICTIONS OF THE FUNDS

Each Fund has adopted the following thndamental investment restrictions which may not be changed without approval of majonty of

the applicable Funds outstanding voting securities as defined in the Investment Company Act of 1940 as amended the 1940 Act
Under the 1940 Act and as used in the prospectuses and this SAl majority of the outstanding voting securities means the approval of

the lesser ofl Else holders of 67% or niore of the outslandixsg shares of Fund or class of the outstanding shares of Fund represented

at meeting if the holders of more than 50% of the outstanding shares of the Fund or class are present in person or by proxy or the

holders ofmore than 50% of the outstanding shares of the Fund or of the class

Unless otherwise provided below all references below to the assets of each Fund are in terms of current market value

Each Fund

will not borriw money or issue any cbes ofsenior securities except to the extent consistent with the 1940 Act and the rules and

regulations thereunder or as may otherwise be permitted from tune to time by regulatory authonty

except for Balanced Allocation Fund Checks and Balances Fund Conservative Allocation Fund Equity Growth Allocation

Fund Global Health Fund Global Real Asset Fund Growth Allocation Fund Target Retirement 2010 Fund Target Retirement 2015

Fund Target Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target

Retirement 2040 Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund will not purchase the securities or loans of any

issuer or borrower other than securities or loans issued or guaranteed by the U.S government or any ofits agencies or instrumentalities

if as result more than 25% of the Funds total assets would be invested in the securities or loans of companies whose principal business

activities are in the same industry Each of Balanced Allocation Fund Checks and Balances Fund Conservative Allocation Fund Equity

Growth Allocation Fund Growth Allocation Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020

Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target

Retirement 2045 Fund and Target Retirement 2050 Fund will not purchase the securities or loans of any issuer or borrower other than

securities or loans issued orguaranteed by the U.S government or any of its agencies or instrumentalities if as result more than 25% of

the Funds total assets would be invested in the securities or loans of companies whose principal business activities are in the same

industry except that each of such Funds may invest more than 25% of its assets in any one Underlymg Fund The Global Real Asset Fund

will normally invest at least 25% of its assets in the aggregate in the natural resources industry Global Health Fund will normally invest

ut least 25% ofits total assets in the aggregate in the following industries pharmaceuticals and biotechnology medical products and

hoalth scrviocs With rcspcct to Municipal Opportunitics Fund end Municipal Real Rctum Fund tax exempt securities arc not subject

to this limitationunless they are backed by the assets and revenues ofnon-goveriunental issuers and ii this limitation will not apply to tax

exempt securities that have been reflmded with U.S govermnent securities
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will not make loans except to the extent consistent with the 1940 Act and the rules and regulations thereunder or as may
otherwise be permitted from time to time by regulatory authority

will not act as an underwriter of securities of other issuers except to the extent that in connection with the disposition of

portfolio securities the Fund may be deemed an underwriter under applicable laws

will not purchase or sell real estate unless acquired as result of ownership of securities or other instruments although it may

purchase securities secured by real estate or interests therein or securities issued by companies which invest in real estate or interests

therein and

except for Emerging Markets Local Debt Fund Emerging Markets Research Fund Global All-Asset Fund Global Real Asset

Fund and World Bond Fund will not purchase or sell commodities or commodities contracts except that the Fund may purchase or sell

flnanoial tithures contracts options on financial futures oontracts and fithires contracts forward contracts and options with respect to

foreign currencies and may enter into swap transactions or other financial transactions of any kind

In addition under normal circumstances Municipal Real Return Fund and Municipal Opportunities Fund will each invest at least

S0% of the value of its net assets plus the amount of any borrowings for investment purposes in municipal securities whose interest is

exempt from federal income tax

With respect to investment restriction number in accordance with each fluid of fluids investment progmm us set forth in its

prospectus fl.md of funds may invest more than 25% of its assets in any one Underlying Fund Each fund of fluids treats the assets of the

Underlying Funds in which it invests as its own for purposes of this restriction Each of the Underlying Funds except the Global Health

Fund and Global Real Asset Fund will not concentrate more than 25% of its total assets in any one industry

Notwithstanding flue foregoing investment restrictions the Underlying Funds iu which the funds of finds may invest have adopted

certain irivestnsemstiestiictiosis that may be more oi less restuiedve than those listed abov thereby permuting fund of funds to engage

indirectly in investment strategies that may be prohibited under the investment restrictions listed above The investment resthctions of

each Underlying Fund are set forth in this SAl

NUN-FUNDAMENTAL INVESTMENT RESTRICTIONS OF THE FUNDS

The following restrictions are aon-flmndaniental restrictions and may be changed by the Board of Directors without shareholder

approval

Each Fund may not

Pledge its assets other than to secure permitted borrowings or to secure investments pemsitted by the Funds investment
policies

as set forth in its prospectus and this SAl as they may be amended from time to time and applicable law

Purchase securities on margin except to the extent permitted by applicable law

With the exception of Floating Rate Fund purchase securities while outstanding borrowings exceed 5% of Funds total assets

except where the borrowing is for temporary cr emergency purposes Reverse repurchase agreements dollar rolls securities lending and

other investments or transactions including short sales in the case of Global Enhanced Dividend Fund described in the Funds prospectus

and this SAl as they maybe amended from time to time are not deemed to he borrowings forpurposes ofthis restriction

With the exception of Global Enhanced Dividend Fund make short eales of securities or maintain short position except to the

extent permitted by the Funds prospectus and SAl as amended from time to time and applicable law

Except for Inflation Plus Fund and Money Market Fund invest more than 15% of the Funds net assets in illiquid securities

10% for Inflation Plus Fund end 5% for Money Market Fund

Emerging Markets Local Debt Fund Emerging Markets Research Fund Glcbsl All-Asset Fund Global Real Asset Fund and

World Bond Fund will not purchase or sell commodities or conuumodities contracts except to the extent permitted by applicable law and as

sel forth iii each Fuumds prospectus and SAl

NUN-FUNDAMENTAL TAX RESTRICTIONS OF THE FUNDS

Each Fund must

Maintain its assets so that at the close of each quarter of its taxable year

at least 50 percent of the fair market value of its total assets is compnsed of cash cash items U.S Government

securities securities of other regulated investment companies and other securities including bank loans limited in respect of any one

issuer to no more than percent of the fair market value of the Funds total assets and 10 percent of the outstanding voting securities of

such issuer and

no more than 25 percent of the fair market value of its total assets is invested in the securities including bank loans of

any one issuer other than U.S Government securities and securities of other regulated investment companies or of
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two or more issuers controlled by the Fund and engaged in the same similar or related trades or businesses or of one or more qualified

publicly traded partnerships

These tax-related limitations are subject to cure provisions under applicable tax laws and may be changed by the Board of

Directors to the extent appropriate in light of changes to applicable tax law requirements

CLASSIFICATION

Each Fund except Emerging Markets Local Debt Fund Floating Rate Fund Global Health Fund Municipal Opportunities Fund

and World Bond Fund has elected to be classified as diversified senes of an open-end management mvestmentcompany As

diversified fund at least 75% of the value of each such Funds total assets must be represented by cash and cash items including

receivables U.S Government securities securities of other investment companies and other secunties for the purposes of this calculation

limited in respect of any one issuer to an amount not greater ia value than 5% oldie value efthe total assets of such Fnnd and cii to

not more than los/a of the outstanding voting securities of such issuer

Emerging Markets Local Debt Fund Floating Rate Fund Global Health Fund Municipal Opportunities Fund and World Bond

Fund each has elected to be classified as non-diversified series of an open-end management investment company which means that these

Funds are not required to comply with the diversification rules of the 1910 Act Because uon-diversified tend may invest in securities or

loans of relatively few issuers or borrowers it involves more nsk than diversified find since any factors effecting given company

could affect performance of the tend to greuter degree

Fund may not change its classification status from diversified to non-diversified without the prior approval of shareholders but

may change its classification status from non-diversified to diversified without such approval

CERTAIN INVESTMENT STRATEGIES RISKS AND CONSIDERATIONS

The investment objective and principal
investment strategies

for each Fund are discussed in each Funds prospectus Because each

tend of tends invests in the Underlying Funds investors in each find of finds will be affected by the Underlying Funds investment

strategies in direct proportion to the amount of assets each fund of funds allocates to the Underlying Fund pursuing such strategies

Accordingly each find of tends is subject to the same risks as the Underlying Funds in direct proportion to the allocation of its assets

among the Underlying Funds Set forth below are farther descriptions of certain types of investments and investment strategies used by

one or more of the Funds cr by one or more of the Underlying Funds in the ease ot tend of tends Please see each Funds prospectus

and the Investment Objectves and Folicies section of this SAl for further information on each Funds investment policies and risks

Certain descriptions in each Funds prospectus and this SAl of particular investment practice or technique in which the Funds

may engage or financial instrument that the Funds may purchase are meant to describe the spectrum of investments that Funds sub-

adviser in its discretion might but is not required to use in managing the Funds portfolio
assets in accordance with the Funds

investment objective policies
and restrictions The sub-adviser in its discretion may employ any such practice technique or instrument

for one or more of the Funds but not for all of the Funds for which it serves as sub-adviser It is possible that certain types of financial

instruments or techniques may not be avsilable permissible or effective for their intended purposes in all markets

Investments in new Funds with limited operating histomy give rise to additional nsks because there can be no assurance that new

Funds will grow to or maintain an economically viable size To the extent new Fund falls to grow to and maintain an economically

viable sire the Board of Directors may decide to liquidate such Fnnd While shareholder interests will he the paramount consideration

the timing of any liquidation may not he favorable to certain individual shareholders

INVESTMENT RISKS

The table and discussion set forth below provide descriptions of some of the types of investments and investment stiategies that

one or more of the Funds may use and the risks and considerations associated with those investments and investment strategies Please see

each Funds Prospectus and the Investment Objoctives and Policics section of tins SAl for further information on each Funds

investment policies and risks Information contained in this section about the risks and considerations associated with Funds

investments andlor investment strategies applies only to those Funds specifically
identified in the tables below as making each type of

investment or using each investment strategy each Covered Fund hifonustiosi that does not apply to Covered Fund does siot fouii

pail of that Covered Finds SAl and should nol be relied on by investors in thaL Covered Fund Only uiformatiou thai is clearly

icleutified as applicable to Covered Fund is considered to form part ol the Covered Funds SAl For purposes of tins secion only the

term Funds is defined as each of the Funds except the tends of tends listed on the front cover page which includes the Underlying

Funds in winch the tends of tends may invest
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ACTIVE TRADING RISK Active or tiequent trading of Funds portfolio
securities could increase the Funds transaction costs

thus negatively affecting performance and may increase your taxable distributions These effects may also adversely afteet Fund

performance

ASSET ALLOCATION RISK Asset allocation risk is the risk that Fund may not achieve its objective or may underperform

other finds with similar investment strategies because the Funds strategy for allocating assets among different asset classes does not work

as intended

ASSET COVERAGE To the extent required by Securities and Exchange Commission SEC guidelines Fund will only

engage in transactions that expose it to an obligation to another party if it owns either an offsetting position for the same type of

financial asset or ii cash or liquid securities designated on the Funds books or held in segregated account with value sufficient at all

times to cover its potential obligations not covered in clause Assets used as offsetting positions designated on the Funds books or

held in segregated account cannot he sold while the positions requiring cover is/are open unless replaced with other appropriate assets

As result the commitment of large portion of assets to be used as offsetting positions orto be designated or segregated in such

manner could impede portfolio management or the
ability to meet redemption requests or other current obligations

ASSET-BACKED SECURITIES Asset-backed securities are securities backed by home equity loans installment sale contracts

credit card receivables or other assets Asset-backed securities are pass-through securities meaning that principal and interest payments

net of expenses mude by the borrower on the underlying assets such as credit card receivables are passed through to Fund The

value of asset-backed securities like that of traditional fixed income securities typically increases when interest rates fall and decreases

whcn intcrcst rates rise However sssct-backed sccuritics differ from traditional fixed income sceuntics because of their potcntial for

prepayment The price paid by Fund for its asset-backed securities the yield the Fund expects to receive from such securities and the

average life of the securities are based on number of factors including the anticipated rate of prepayment of the underlying assets In

period of declining interest rates borrowers may prepay the underlying assets more quickly than anticipated thereby reducing the yield to

maturity and the average life of the asset-backed securities Moreover when Fmid reinvests the proceeds of piepayuientin these

circumstances it will likely receive rate of inteiesl that is lowei than Use isle cii the secinily dial was epais.L To the extent that Fwid

purchases asset-backed securities at premium prepayments may result in loss to the extent of the premium paid If Fund buys such

securities at discount both scheduled payments and unscheduled prepayments wifi increase cmrent and total returns and unscheduled

prepayments will also accelerate the recognition of income which when distributed to shareholders will be taxable as ordinary income In

period of rising interest rates prepayments of the underlying assets may occur at slower than expected rate creating matunty extension

risk particular risk may effectively change security
that was considered short- or intermediate-temn at the time of purchase into

longer term security Since the value of longer-term securities generally fluctuates more widely in response to changes interest rates

than does the value of shorter term securities maturity extension risk could increase the volati.lity of the Fund When interest rates decline

the value of an asset-backed security with prepayment features may not increase as much as that of other fixed-mooms securities and as

noted above changes in market rates of interest may accelerate or retard prepayments and thus affect matunties

Asset-backed securities do not always have the benefit of security interest in the underlying asset For example credit card

receivables are generally unsecured and the debtors are entitled to the protection of number of state and federal consumer credit laws

many of which give such debtors the night to set off amounts owed The ability of an issuer of asset-backed securities to enforce its

security interest in the underlying securities may be limited and recoveries on repossessed collateral may not in some cases be available

to support payments oii these securities If the Funds purchase asset-backed securities that are subordinated to other mterests in the

mine asset-backed pool Fund as holder of those securities may only receive payments after the pools obligations to other investors

have been satisfied Tax-exempt structured securities such as tobacco bonds are not considered asset-backed securities for purposes of

the Municipal Real Return Funds investments

BORROWI NG Each Fund may borrcw money to the extent set forth under Investment Objectives and Policies The Funds do

not intend to borrow for leverage purposes except as may be set forth under Investment Objectives and Policies Interest pardon

borrowings will decrease the net earnings of Fund and will not be available for investment

BANK LOANSAN LGAN PARTI CI PATI ONS Commercial banks and other fmancial institutions or institutional invsstors

make corporate loans to compsnics that need capital to grow or restructure Borrowers generally pay interest on corporate loans at rates

that change in response to changes in market interest rates such as the London Interbank Offered Rate LIBOR or the prune rates of

U.S banks As result the value of corporate loan investments is generally less exposed to the adverse effects of sinfis in market interest

rates than investments that pay fixed rate ofuiterest However because the trading inaeket for eeitaiii corporate loans may be less

developed than the secondary market for bonds and rides Fund may expenesice difficulties in selling its corporate loans Fund may

make ceitain corporate loan investments as part of broader group of lenders together uRea referred to as syndicate that is

represented by leading financial institution or agent bank The syndicates agent arranges the corporate loans holds collateral and

accepts payments of principal and interest If the agent develops financial problems or is terminated the Fund may not recover its

investment or recovery may be delayed Corporate loans may be denominated in currencies other than U.s dollars and are subject to the

credit risk of nonpayment of principal or interest Further
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substantial increases in interest rates may cause an increase in loan dethults Although the loans wilt generally be hilly collateralized at the

time of acquisition the collateral may decline in value be relatively ilhqrud or lose all or substantially all of its value subsequent to

investment If borrower files for protection from its creditors under the US bankruptcy laws these laws may limit the Funds nghts to

the collateral In addition the value of collateral may erode during bankruptcy case In the event of bankruptcy the holder of

corporate loan may not recover its principal may experience long delay in recovering its mvestment and may not receive mterest during

the delay

The Funds may also invest in second lien loans secured loans with claim on collateral subordinate to senior lenders claim on

such collateral and unsecured loans Holders claims under unsecured loans are subordinated to claims of creditors holding secured

indebtedness and possibly other classes of creditors holding unsecured debt Unsecured loans have greater risk of default than secured

loans particularly during periods of deteriorating economic conditions Also since they do not afford the lender recourse to collateral

unsecured loans are subject to greater risk ofnonpayment in the event ofdelhult than secured loans Many such loans are relatively

illiquid and.mayhe difficult to value

Some bank loans are subject to the risk that court pursuant to fraudulent oonveyance or other similar laws could subordinate thr

bank loans to presently existing or future indebtedness of the borrower or take other action detrimental to the holders of the bank loans

including in certain circumstances invalidating such bank loans or causing interest previously paid to be refunded to the borrower If

interest were required to be refunded it could negatively affect Fund perfonnance

Indebtedness of companies whose creditworthinesa is poor involves substuntiully greater risks and may be highly apeculative

Some compenics may never pay off their indcbtcdncas or pay only annIl fraction of thc amount owed Conacqucnily whcn investing in

indebtedness of companies with poor credit the Funds beer substantial risk of losing the entire amount inveated

Investments in bank loans through direct assigiunent ofthe fruaiicial institutions interest with respect to Use bank tour may

involve additional risks For example if aectued bank loan is foreclosed Fund could become part owner of any collateral and would

bear the costs and liabilities associated with owning and disposing of the collateral In addition it is conceivable dial under emerging legal

theories oflender liability Fund could be held liable as co-lender

Bank loans may be structured to include both term loans which are generally frilly funded at the time of investment and revolving

credit facilities which would require Fund to make additional investments in the bank loans as required under the terms of the credit

facility at the borrowers demand

financial institutions employment as agent bank may be terminated in the event that it fails to observe requisite
standard of

care or becomes insolvent successor agent bank would generally be appointed to replace the terminated agent bank and assets held by

the agent bank under the loan agreement would remain available to the holders of such indebtedness However if assets held by the agent

bank for the benefit of Fund were determined to be subject to the claims of the agent banks general creditors such Fund may incur

certain costs and delays in realizing payments on bank loan or loan participation and could suffer loss of principal and/or interest

Floating Rate Loans Certain Funds may invest in interests in floating rate loans often referred to as floaters Senior floating

rate loans hold the most senior position in the capital structure of business entity the Borrower are typically secured by specific

collateral and have claim on the assets and/or stock of the Borrower that is senior to that held by subordinated debtholders and

stocldiolders of the Borrower Fund may also invest in second lien loans secured loans with claim on collateral subordinate to

senior lenders claim on such collateral and unsecured loans The Funds may also invest in companies whose financial condition is

uncertain and that may he iuvolvadfn bankruptcy proceedings reorganizations or financial restnictnriugs floating rate loans typically

have rates of interest that are reset or radetermined daily monthly quarterly or semi -annually by reference to base lauding rate plus

spread The base lending rates are primarily the London-Interbank Offered Rate LIBOR and secondarily the pnme rate offered by

one or more major United States banks the Prime Rate and the certificate of deposit CD rate or other base lending rates used by

commercial lenders Floating rate loans are typically structured and administered by financial institution that acts as the agent of the

lenders
participating

in the floating rate loan floating rate loans may be acquired directly through the agent as an assignment from

another lender who holds direct interest in the floating rate loan or as participation mtsrest in another lenders portion ofthe floating

rate loan

The value of the collateral securing floating rate loan can decline be insufficient to meet the obhgations of the borrower or be

difficult to liquidate As result floating rate loan may arot be fully collateralized and can decline sigiuficairtly ur value Floathrg rate

loans generally are subjert to
legal or contractual restrictions en resale The liquidity of floating nile loans inclading the voluisie and

frequency of secondary rriarket trading in such loans varies
sigiafluintly over lime and among individual floating rate loans For example

if the credit quality of floating rate loan unexpectedly declines significantly secondary market trading in that floating rate loan can also

decline for period oftiine Dining periods of infrequent trading valuing floating rate loan can be more difficult
and buying and selling

floating rate loan at an acceptable pnce can be more difficult and delayed Difficulty in selling floating
rate loan can result in loss

Many loans in which Fund may invest may not be rated by rating agency and many if not all
loans will not be registered with

the SEC or any stats securities commission and will not be listed on any national secuntiss exchange lire amount of public information

available with respect to loans will generally be less extensive than that available for registered or exchange-listed
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securities In evaluating the credrtworthrness of Borrowers the investment manager and/or sub-adviser considers and may rely iii part on

analyses perfbrmed by others In the event that loans are not rated they are likely to be the equivalent of below investment grade quality

Debt securities that are rated below-investment-grade and comparable unrated bonds are viewed by the rating agencies as having

speculative characteristics and are commonly known as junk bonds Historically senior-secured
floating

rate loans tend to have more

favorable loss recoveiy rates than more junior types ofbelow-investment-grade debt obligations Each sub-adviser does not view ratings

as the primary factor in its investment decisions and relies more upon its credit analysis abilities than upon ratings

Loans and other corporate debt obligations are subject to the risk of non-payment of scheduled interest or pnncipal Floating rate

loans are rated below-investment-grade which means that rating agencies view them as more likely to default in payment than investment-

grade loans Such non-payment would result in reduction of income to Fund reduction in the value of the investment and potential

decrease in the net asset value of the Fund Some floating rate loans are also subiect to the risk that court pursuant to fraudulent

conveyance or other similar laws could subordinate such floating rate loans to presently existing or future indebtedness of the Borrower or

take other action detrimental to the holders of floating rate loans including in certain circumstances invalidating such floating rate loans

or causing interest previously paid to be refunded to the Borrower If interest were required to be refunded it could negatively affect the

Funds perfbrmance

Prepayment Riska Most floating rate loans and certain debt securities allow for prepayment of principal without penalty Loans

and securities subject to prepayment risk generally offer less potential
for gains when interest rates decline and may offer greater

potential for loss when interest rates rise In addition with respect to fixed-rate investments nsing interest rates may cause prepaynients

to occur at slower than expected rate thereby effectively lengthening the maturity of the investment and making the investment more

sensitive to intcrest rate ehangcs Accordingly tho potcntial
for thc value of floating rate loan or security to inercasc in response to

interest rate declines is limited Further loans or debt securities purchased to replace prepaid loan or debt secunty may have lower

yields than the yield on the prepaid loan or debt security

MarkS Raks Significant eveats such as turmoil in the financial and credit markets terrorist events and oilier market disruption

events such issw eathei or infiastructure disruplions that affect the markets generally can affect the
liquidity

of the markets and cause

spreads to widen or interest rates to rise resulting in reduction in value of Funds assets Other economic factors such as large

downward movement in stock prices disparity in supply of and demand for certain loans and securities or market conditions that reduce

liquidity can also adversely affect the markets for debt obligations Rating downgrades of holdings or their issuers will generally reduce

the value of such holdings Each of the Funds is also sulect to income risk which is the potential for decline in Funds meome due to

falling interest rates or market reductions in spread

Terrorist attacks and related events including wars in Iraq and Afghanistan and their aftennath and continuing occupation of Iraq

by coalition forces have led to increased short-term market volatility and may have long-teem effects on U.S and world economies and

markets similardisruption ofthe financial markets such as the problems in the subpiime market could affect interest rates auctions

secondary trading ratings credit risk inflation and other factors relating to investments in floating rate loans Inparticularjunkbonds

and floating rate loans tend to be more volatile than higher-rated fixed income securities as such these circumstsnces and any actions

resulting from them may have greater effect on the prices and volatility ofjunk bonds and floating rate loans than on higher-rated fixed

income securities The Funds cannot predict the effects of similarevents in the future on the U.S economy

Material Non-Public nformatiort Fund may be in possession of material non-public information about Borrower or issuer as

result of its ownership of loan or security of such Borrower or issuer Because of prohibitions on trading in securities of issuers while

in possession of such information Fund may be unable to enter into transaction in loan or security of such Borrower or issuer when

it would otherwise he advantageous to do so

Regil atory RIsk To the extent that
legislation or federal regulators impose additional requirements or restnctions on the ability of

financial institutions to make loans particularly in connection with highly leveraged transactions floating rate loans for investment may
become less available Any such legislation or regulation could also depress the market values of floating rate loans

Loan Partci pations participation interest is fractional interest in loan issued by lender or other financial institution The

lander selling the participation
interest rem sins the legal owner of the loan Where Fund is participant in loan it does not have any

direct claim on the loan or any rights of set-off agalnst the borrower and may not benefit directly from any collateral supporting the loan

As result the Fund is subject to the credit risk of both the borrower and the lender that is selling
the participation In the event of the

insolvency of the lender selling participation Fund may be treated as general creditor of the lender and may not benefit froiu any set

off betw ecu the lender arid die borrower

The lack ofaltighly liquid secondary market may have an adverse impact on the ability to dispose of particular loan

participations when necessary to meet redemption of Funds shares to meet Funds liquidity needs or when necessary in response to

specific
economic event such as deterioration in the creditworthiness of the borrower The lack of highly liquid secondary market for

loan participations also may make it more difficult for Fund to value these investments for purposes of calculating its net asset value
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Senior Loans Senior debt frequently issued in the form of senior notes or referred to as semor loans is debt that takes pnority

over other unsecured or otherwise more 5unior debt owed by the issuer Semor debt has greater senionty in the issuers capital
structure

than subordinated debt In the event the issuer goes bankrupt senior debt theoretically must be repaid before ether creditors receive any

payment There is less readily available reliable information about most senior loans than is the case for many other types of secunties

In addition there is no minimum rating or other independent evaluation of borrower or its securities linutuig Funds mvesUnents in

senior loans and thus the sub-adviser relies primarily on its own evaluation of borrowers credit quality rather than on any available

independent sources As result Fund that invests in senior loans is particularly dependent on the analytical
abilities of its sub-adviser

An economic downturn generally leads to higher non-payment rate and senior loan may lose significant value even before

default occurs Further any specific collateral used to secure senior loan may decline in value or become illiquid which would

adversely affect senior loans value

Nn active trading market may exist for certain senior loans which niay impair Funds ability to realize fish valise in the event that

it needs to sell senior loan and may make it difficult to value senior loans Adverse market conditions may impair the liquidity
of some

actively traded senior loans To the extent that secondaay market does exist for certain senior loans the market may be subject to

irregular trading activity wide bidlask spreads and extended trade settlement periods

Although senior loans in which the Funds invest generally will be secured by specific collateral there can be no assurance that

liquidation
of such collateral would autisi5r

the borrowers obligation in the event of non-payment of scheduled interest or principal or that

such collateral could be readily liquidated In the event of the bankruptcy of borrower Fund could experience delays or limitations

with respect to its ability to rcalizc the benefits of thc eollatcrnl securing aemor loan If thc tenua of senior loan do not require the

borrower to pledge additional collateral in the event of decline in the value of the already pledged collateral the Fund will be exposed to

the risk that the value of the collateral will not at all times equal or exceed the amount of the borrowers obligations under the senior

loans To the extent dint senior bass is collateralized by stock in the borrower or its subsidiasies such stock may lose all of its value in

the event of the bankruptcy of Use borrower Uiscollatsralized senior loans involve greater risk of loss Sonic senior loans are subject to

the sisk dial courL psusuant to fraudaleiti conveyance or oilier similar laws could subordinate the senior loans to psesendy existhig us

tuture indebtedness of the borrower or take other action detrimental to lenders including the Fund Such court action could under certain

circumstances include the invalidation of senior loans

If senior loan is acquired through an assignment Fund may not be able unilaterally to enforce all rights and remedies under the

loan and with regard to any associated collateral If senior loan is acquired through participation the acquinng Fund generally will

have no sight to enforce compliance by the borrower with the terms of the loan agreement and the Fund may not directly
benefit from the

collateral supporting the debt obligation in which it has purchased the participation As result the Fand will be exposed to the credit nsk

of both the borrower and the entity selling the participation

Senior loans in which Fund may invest may be rated below investment grade The risks associated with these senior loans are

similar to the risks of below investment grade securities although senior loans are typically senior and secured in contrast to other below

investment grade securities which are often subordinated and unsecured This luglser standing of senior loans has historically resulted in

generally higher recoveries in the event of corporate reorganization In addition because their interest rates are typically adjusted for

changes in short-term interest rates senior loans generally are subject to less interest rate risk than other below investment grade secunties

which are typically
fixed rate

Unsecured Loans The claims of holders of unsecured loans are subordinated to and thus lower in priority of payment to claims

of creditors holding secured indebtedness and possibly other classes of creditors holding unsecured debt Insecured loans have greater

risk of default than secured loans particularly during periods of detenorating economic conditions In addition since they do not afford

the lender recourse to collateral unsecured loans are subject to greater risk of nonpayment in the event of defanlt than secured loans

CALL RI SR Call risk is the risk that an issuer especially dunng period of falling
interest rates may redeem security by

repaying it early which may reduce Funds income if the proceeds are then reinvested at lower interest rates

COMMODITY SECTOR RI SR Exposure to the commodities markets may subject Fund to greater volatility than investments

in traditional securities The prices of commodity-linked derivative securities may be affected by changes in overall market movements

changes in interest rates and events or circumstances that affect particular industry or commodity such as drought floods weather

livestock disease easburgoes tariffi and international econonsic political and regulatory developments as well as commodity index

volatility generally The pnces of energy iiidasliial metals psecious metals agsiculture and livestock sector cusnsmtodities may flucluiste

widely due to factors such is changes in value supply and demand and govenusiesital regulatory policies The comsssodity-bn.ked

securities in which Fund invests may be issued by companies in the financial services sector and thus events affecting the financial

services sector may also cause the Funds share value to fluctuate

CONVERTIBLE SECURI TI ES The market value of convertible security performs hike that of regular debt security tIns

means that if market interest rates rise the value of convertible secunty usually Ilills Convertible secunties are also subject to the risk

that the issuer will not be able to pay interest or dividends when due and their market value may change based on changes in the issuers

credit rating or the markets perception of the issuers creditworthiness Since it derives portion of its
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value from the commoa stock into which it may be converted convertible security is also subject to the same types of market and issuer

risk as its underlying common stock

COUNTERPA RTY RISK With respect to certain transactions such as over-the-counter derivatives contracts or repurchase

agreements Fund will be exposed to the risk that the counterparty to the transaction may be unable or unwilling to make timely

principal interest or settlement payments or otherwise to honor its obligations In the event of bankruptcy or insolvency of

counterparty the Fund could experience delays in liquidating its positions and
significant losses including declines in the value of its

investment during the period in which the Fund seeks to enforce its rights the inability to realize any gains on its investment during such

period and any fees and expenses incurred in enforcing its nghts The Fend also bears the nsk of loss of the amount expected to be

received under derivative transaction in the event of the default or bankruptcy of counterparty

GRE Dl RISK Credit risk refers to the possibility that the issuer of security will not be able to make timely principal and

interest payments Changes in an issuers credit rating or the markets perception of an issuers creditworthiness may also affect the valise

of the Funds investment in that issuer The degree of credit risk depends on both the financial condition of the issuer and the terms of the

obligation

DEPCTARY RECEI PTSADR EDRsand GDRs Certain Funds may invest in securities of foreign issuers inthe form of

depositsuy receipts or other securities that are convertible into securities of foreign issuers including American Depositary Receipts

ADRs European Depositasy Receipts EDRs and Global Depositnsy Receipts GDRs ADRs are receipts typically issued by

U.S banker trust company that evidence underlying securities issued by foreign corporntion ADRs are traded on U.S securities

cxchangcs or in ovcr-thc-countcr markets and arc dcnominetcd in U.s dollars EDRs and GDRs arc similar instruments that are iasucd

in Europe EDR5 or globally GDRs traded on foreign securities exchanges and denominated in foreign currencies The value of

depositary receipt
will fluctuate with the value of the underlying secunty reflect changes an exchange rates and otherwise involve the

anile risks associated with the foreign securities that tlsey evidence or into whicls they usay be couverted Fund may also invest in

unsposssored depositary zcceipts The issuers of sussponsored depositary receipts ase not obligated to disclose infonssatioss that would be

considered material us lie Usdted States Tlsesefore there saay be less isifosmatioss available segardsng these issues-s and there may siot be

correlation between such information and the market value of the depositary receipts See alan Foreign nvtirest bdow

DERIVATIVE INVESTMENTS

Certain Funds may use instruments called derivatives or denvative securities denvative is financial instrument the value of

which is derived from the value of one or more underlying secunties commodstses currencies mdices debt instruments other derivatives

or any other agreed upon pricing index or arrangement e.g the movement over time of the Consumer Price Index or freight rates each

an Underlying Instrument Derivatives contracts are either physically settled which means the parties trade the Underlying Instrument

itself or cash settled which means the parties simply make cash payments based on the value of the Underlying Instrument and do not

actually deliver or receive the Underlying Instrument Derivatives may allow Fund to increase or decrease the level of risk to which the

Fund is exposed more quickly and
efficiently

than transactions in other types of instruments

Many derivative contracts are traded on securities or commodities exchanges the contract terms are generally standard and the

parties make payments due under the contracts through the exchange Most exchanges require the parties to post margin against their

obligations under the contracts and the performance of the parties obligations under such contracts is usually guaranteed by the exchange

or related clearing corporation Other derivative contracts are traded over-the-counter OTC in transactions negotiated directly

between the counterparties OTC derivative contracts do not have standard terms so they are generally less liquid and more difficult to

valae than exchange-traded contracts OTC derivatives also expose Fund to additional credit risks to the extent
oossnterparty defaults

on contract See Additional Risk Factors and Coriderationsof OTC TransactionS below

Depending on how Fund uses derivatives and the relationships between the market values of the derivative and the Underlying

Instrument derivatives could increase or decrease Funds exposure to the risks ofthe Underlying Instrument Derivative contracts may
also expose the Fund to additional

liquidity
and leverage risks See Risk Factors in Derivative nSr umentS below

Each Fund may usc dcrivativos for hedging purposos Certain Funds may also usc derivatives for cash flow management or as

part of their overall investment strategies to seek to replicate the performance of particular index or to enhance returns The use of

derivatives to enhance returns is considered speculative because the Fund is primarily seeking to achieve gains rather than to offset or

hedge the cisks of other positions When Fund invests iii denvative for speculative purposes Use Fund is fully exposed to Use risks of

loss of Ihet derivative wlsiehs
sriay

sosnetissses be greater than Use cost of Use derivative itself No Fund may use any derivative Lo gain

exposure Loan assel or class of assets diat it would be prohibited by its investment restrictiosss from purchasing direeLly

Hedging Each Fund may use derivative instruments to offiet the risks or to hedge the risks associated with other Fund

holdings For example derivatives may be used to hedge against movements in interest rates currency exchange rates and the
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equity markets through the use of options Ibtures transactions and options on futures Derivatives may also be used to hedge against

duration risk in fixed-income investments Losses on one Fund investment may be substantially reduced by gains on denvative that

reacts to the same market movements in an opposite manner However while hedging can reduce losses it can also reduce or eliminate

gains or cause losses if flue market moves in manner different from that anticipated by the Fund or if the cost of the derivative offsets the

advantage of the hedge

Among other risks hedging involves correlation risk which is the risk that changes in the value of the derivative will not match

O.ewill not offset changes in the value of the holdings being hedged as expected by Fund In such case any losses on the Fund

holdings bring hedged may not be reduced or may even be increased as result of the use of the derivative The inability to close options

and fiftures positions also could have an adverse impact on Funds ability effectively to hedge its portfoho

There can be no assurance that the use of hedging transactions will be effective No Fund is required to engage in hedging

transactions andeach Fund may choose not to do so decision as to whether when and how to hedge involves the exercise of skill and

judgment and even well-conceived hedge may be unsuccessfiil to some degree because of market behavior or unexpected interest rate

trends

The Funds might not employ any of the derivatives strategies described below and there can be no assurance that any strategy
used

wili succeed Funds success in employing derivatives strategies may depend on the sub-advisers correctly forecasting interest rates

market values or other economic factors and there can be no assurance that the sub-advisers forecasts will be accurate If the sub-

advisers forecasts are not accurate the Fund mny end up in worse position than if derivatives strategies
had not been employed at all

Funds ability to use certain dcrivntivc transactions muy bc limited by tax considerations and certain othcr legal considerations Further

suitable deuivative transactions might not be available at all times or in all circumstances Described below are certain derivative

instruments and trading strategies the Funds may use either separately or in combination in seeking to achieve their overall investment

objectives

Options Contracts

An options contract or an option is type of derivative An option is an agreement between two parties
in which one gives the

other the right but not the ebligation to buy or sell an Underlying Instrument at set price the exercise price or strike price for

specified period of time The buyer of an option pays premium for the opportunity to decide whether to caray out the transaction

exercise the option when it is beneficial the option seller writer receives the initial premium and is obligated to carry out the

transaction if and when the buyer exercises the option Options can trade on exchanges or in the OTC market and may be bought or sold

on wide variety of Underlying Instruments Options that are written on fitiures contracts or futures options discussed below are

subject to margin requirements similarto those applied to futures contracts Fund may enge in options transactions on any secunty or

instrument in which it may invest on any securities index based on securities in which it may invest or on any aggregates of equity and

debt securities consisting of securities in which it may invest aggrates are composites of equity or debt securities that are not tied to

commonly known index Certain Funds may also enter into options on foreign currencies As with futures and swaps discussed below

the success of any strategy involving options depends on the sub-advisers analysis of many economic and mathematical fuctors and

Funds return may be higher if it does not invest in such instruments at all Fund may only write covered options The sections below

describe certain types of options and related techniques that the Funds may use

Call Onions call option gives the holder the right to purchase the Underlying Instrument at the exercise price for fixed period

oftime Fund would typically purchase call option in anticipation of an increase in value of the Underlying Instrument becanse

owning the option sllows the Fisad to participste in price increases on more limited risk hssis than ifthe Fund had initially directly

purchased the Jnderlying Instrnm eat If during the option period the market valise ofthe Underlying Instnuuent exceeds the exercise

price plus the option premium paid by the Fund and any transaction costs the Fund incurs in purchasing the option the Fund realizes

gain upon exercise of the option Otherwise the Fund realixes either no gain or loss on its purchase of the option

Certain Funds are also permitted to write i.e sell covered call options which obligate Fund in return for the option

premium to sell the Underlying Instrument to the option holder for the exercise pnee if the option is exercised at any time before or on its

expiration date In order for call option to be covered the Fund must have at least one of the following in plsee with respect to the

option and for so long as the option is outstanding the Fund owns the Underlying Instnunent subject to the option or in the ease of

an option on an index owns securities whose price changes are expected to be similar to those of the underlying index ii the Fund has

an absolute and isususediate right to acquire the Underlying Instrument without additional cash consideration or for additional cash

cosssideratiosi so long as Fund segregates such additioisal c-ssh amount upon conveision or exchange ofother securities us its portfolio

iii the Fund esiters into an olTsethng forward coustnsct andor purelasses ass offseLting option or any other optioss that by virLue of its

exercise price or otherwise reduces the Funds net exposure on its written option position or iv the Fund segregates assets with an

aggregate value equal to the exercise price of the option
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Fund would typically write call option to generate income from the option premium and/or in anticipation of decrease or

only limited increase i.e an increase that is less than the option premium received by the Fund in writing the option an the market

value of the Underlying Instrument In writing call option however the Fund would not profit if the market value of the Underlymg

Instrument increases to an amount that exceeds the sum ofthe exercise price plus the premium received by the Fund Also the Fund

cannot sell the Underlying Instrument while the option is in effect unless the Fund enters mto closing purchaee transaction closing

purchase transaction cancels out the Funds position as option writer by means of an offsethng purchase of an identical option prior to the

expiration or exercise of the option it has written

Put Oions put option gives the holder the right to sell the Underlying Instrument at the exerrise price for tixed period of

time Fund would typically purchase put option in anticipation of decline in market values of securities This hmits the Funds

potential
for loss in the event that the market value of the Underlying Instrument falls below the exercise pnce

Each Fund is also permitted to write covered put options on the securities or instruments in which it may invest In order for put

option to be covered the Fund must have at least one of the following in place with respect to the option and for so long as the option is

outstanding the Fund enters into an offsetting forward contract and/or purchases an offsetting option or any other option that by virtue

of its exercise price or otherwise reduces the Funds net exposure on its written option position or ii the Fund segregates assets or cash

with an aggregate value equal to the exercise price of the option

Fund would typically write put option on an Underlying lnstninment to generate income from premiums and in antieipntion of

an increase or only limited decrease in the value of the Underlying Instrument However as writer of the put and in return for the option

prcmiuzn thc Fund tulccu the risk that it may bc required to purchase thc Underlying Instrumcnt eta priec in cxccss of its market valuc at

the time ofparchase Because the purchaser may exercise its right under the option contract at any time dunng the option period the Fund

has no control over when it may be required to purchase the Underlying Instrument unless it enters into closing purchase transaction

Collars and Straddles Certain Funds may employ collars which are options strategies
in which call with an exercise price

greater
thai the puce oldie Underlying hmstruineritan out-of-the-nioney call is sold and aim nm-thue-iuoney put whete the exercise price

is again above the price of the Underlying Instrument is purchased to preserve certain return within predetermined range of values

Certain Funds are also permitted to write covered straddles consisting of combination of call and put wsitten on the same Underlying

Instrument straddle is covered when sufficient assets are deposited to meet Funds immediate obligations Fund may use the same

liquid assets to cover both the call and put options where the exercise price of the call and put are the same or the exercise price of the call

is higher than that ef the put In such cases the Funds will also segregate or designate on their books tiquid assets equivalent to the

amount if any by which the put is in the money

Opt ors on ndis Certain Funds are permitted to invest in options on any index made up ofsecurities or other instruments in

which Fund itselfmay invest Options on indices are similar to options on securities except that index options are always cash settled

which means that upon exercise of the option the holder receives cash equal to the difference between the closmg price of the index and

the exercise price of the option times specified multiple that determines the total monetary value for each point of such difference As

with other written options all index options written by Fund must be covered

RiScsAsciated with Onions There are several risks associated with options transactions For example there are sigmficant

differences between the options market and the securities markets that could result in imperfect cortelation between the two markets Such

imperfect conelation could then cause given transaction to fail to achieve its objectives Options arc also subject to the risks of an

illiqind secondary market whether those options are traded over-the-counter or on national securities exchange There can be no

assurance that liquid secondary market on an options exchange will exist for any particular exchange-traded option at any particular

dine If Fund is unable to effect closing purchase transaction with respect to options it has written the Fmsnd will not he able to sell the

Underlying Instruments or dispose of the segregated assets used to cover the options until the options expire or are exercised Similarly if

the Fund is unable to effect closing sale transaction with respect to options it has purchased it would have to exercise the oploas in

order to realize any profit and would incur transaction costs upon the purchase or sale of the Underiying Instruments Moreover Funds

ability to engage in options transactions may be limited by tax considerations and other
legal

considerations

Thc presence of hquid secondary market en an options exchange may dry up for any or all of the following reasons thcrc

may be insufficient trsding interest in certain options ii the exchange may impose restrictions en opening or closing transactions or both

iii the exchange may halt or suspend trading or impose other restrictions on particular
classes or senes of options iv unusual or

unforeseen circumstances umay inteuupt uonual exchange operations the facilities of the exchange or its related clearing corporatsoms

may at times be inadequate to handle trading volunse and/or vi osse or more exchanges coald for ecossorrssc or other reasons decide or

be conmpelled at souse future dale to discontinue die trading of options or particular classes or series of options in which event Use

secondary market on that exchange or in such classes or series of options would cease to exist However if the secondary market on an

exchange ceases to exist it would be expected though it cannot be guaranteed that outstanding options on that exchange if any that had

been issued as result cf trades on that exchange would continue to be exercisable in accordance with their tenns
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Funds options transacuons will also be subject to lunitations established by exchanges boards of trade or other trading

facilities governing the maximum number of options in each class that may be written or purchased by any single investor or group in

investors acting in concert As such the number of options any single Fund can write or purchase may be affected by options already

written or purchased by other Hartford Funds An exchange board of trade or other trading facility may order the liquidation ofpositions

found to be in excess of these limits and/or impose sanctions Also the hours oftrading for options may not conform to the hours during

which the Underlying Instruments are traded To the extent that the options markets close before the markets for the Underlying

Instruments significant price movements can take place in the underlying markets that would not be reflected in the options markets

OTC options implicate addinonal liquidity and credit risks Unlike exchange-listed options where an intermediary or clearing

corporation assures that the options transactions are properly executed the reaponaibiity for performing OTC options transactions rests

solely on the writer and holder of those options Addiflonal Risk Factors and Conalderations of OTC Transactions below

The writing and pin-chase of options is highly specialized activity that involves investment techniques and risks different from

those associated with ordinary portfolio securities transactions The successful use of options depends on the sub-advisers ability to

predict correctly firture pnce fluctuations and the degree of correlation between the options and securities markets Risk Factors in

Derivative Inrument bS
Additional Risk Assadatedwith Options on ndicet The writers payment obligation under an index option which is cash-

settled option usually equals multiple of the difference between the exerciae price which was aet ut initiation of the option and the

closing index level on the date the option is exercised As such index options implicate timing risk that the value of the underlying

index will change bctwccn thc timc thc option is cxcrciscd by thc option holder and the time thc obligation thcrcundcr is scttlcd in caah by
the option writer

Futures Contracts and Options oii Futures Contracts

felines cuntiact which is lype ofdeuivative is standardized exchange-tsaded contract Ilsal obligates the purchaser to take

delivery and the seller to make delivery of specified quantity of an Underlying Insinunent at specified price and specified future time
The Funds are generally permitted to invest in futures contracts and options on futures contracts with respect to but not limited to equity

and debt securities and foreign currencies aggregates of equity and debt securities aggragates are composites of equity or debt securities

that are not tied to commonly known index interest rates indices commodities and other financial instruments

No pnce is paid upon entenng into futures contract Rather when Fund purchases or sells futures contract it is required to

post margin initial margin with the futures commission merchant FCM executing the transaction The margin required for

futures contract is usually less than ten percent of the contract value but it is set by the exchange on which the contract is traded and may
by modified during the tent of the contract Subsequent payments known as variation margin to and from the FCM will then be made

daily as the currency financial instrument or securities index underlying the futures contract fluctuates process known as tmarking to

market Ifs Fund has insuilieient cash available to meet daily variation margin requirements it might need to sell securities at time

when such sales are disadvantageous Futures involve substantial leverage risk

An option on futures contract futures option gives the option holder the right but not the obligation to buy or sell its position

in the underlying futures contract at specified price on or before specified expiration date As with futures contract itself Fund is

required to deposit and maintain margin with respect to futures options it writes Such margin deposits will vary depending on the nature

of the underlying futures contract and the related ialtial margin requirementsthe current market value of the option and other futures

positions held by the Fund

The sale of futures contract limits Funds risk of loss prior to the futures contracts expiration date from decline in the

market value of
portfolio holdings correlated with the futures contract In the event the market values of the portfolio holdings correlated

with the futures contract increase rather than decree however Fund will realize loss on the futures position and lower return on the

portfolio than would hays been realized without the purchase of the futures contract

Positions taken in thc futures markets arc usually not hcld to maturity but instead liquidated through offsetting transactions that

may result in profit or loss While the Funds futures contracts will usually be liquidated in this manner Fund may instead make or

take delivery of the Underlying Instrument whenever it appears economically advantageous to do so

Fund is permitted to cuter into variety of fulunes contracts including interest rate futures index futuues etureiucy
futures and

commodity futures and options out such futures conirsets Fund ntay also invest in instruments that have cluanuctesistics similar to

futures contracts such as debt securities with interest or principal payments determined by reference to the value of
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security an miter of securities or commodity or currency at future point in time the risks of such investments reflect the nsks of

investing in futures and denvatives generally including volatility and illiquidity

RiscsAssociated with Futuresand Futures Options The primary risks associated with the use of futures contracts and options

are imperfect correlation between the change in market value of instruments held by Fund and the price of the futures contract or

option the possible lack of an active market for futures contract or option or the lack of liquid secondary market for futures

option and the resulting inability to close the futures contract or option when desired losses which are potentially unlimited caused

by unanticipated market movements the sub-advisers failure to predict correctly the direction of securities pnces interest rates

currency exchange rates and other economic factors and the possibility that the counterparty will default in the performance in its

obligations Futures contracts and futures options also involve brokerage costs require margin deposits and in the case of contracts and

options obligating Fund to purchase securities or currencies require the fund to segregate assets to cover such contracts and options

Moreover futures are inherently volatile and Funds ability to engage in futures transactions may be limited by tax considerations and

other legal considerations

Additional Condeations of Commodity Futures Contracts In addition to the risks described above there are several additional

risks associated with transactions in commodity futures contracts In particular the costs to store underlying physical commodities are

reflected in the price of commodity futures contract To the extent that storage costs for an underlying commodity change while Fund

is invested in futures contracts on that commodity the value of the futures contract may change proportionately Further the commodities

that underlie commodity futures contracts muy be subject to additional economic and nonecononic variables such as drought floods

weather livestock disease embargoes tnritfs and intemutional economic political and regulatory developments and may be subject to

broad pricc fluctuations

Other Conskterations Related to Options and Futures Options Futures contracts are considered tc be commodity contracts

Each Compasiy osi behalf of the Funds has filed with the National Futures Association notice claiming an exclusiosi from the definition

of the train commodity pool operator CFO wider the Commodity Exchange Act as ansended and the rules of the Commodity

Futures Trailing Coniriissiossprosnslgated tlseieinidei witlirespect to die Funds openstions As result the Funds ac siot subject to

registration or regulation as CPO

Each Fund wilJ engage in transactions in futures contracts and related options only to the extent such transactions are consistent

with the requirements of the Intemal Revenue Code of 1986 se amended the Code for maintaining its qualification es regulated

investment company for U.S federal income tax purposes

Swap Agreements and Swaptions

swap agreeaient or swap is type of derivative instrument Swap agreements are entered into for periods ranging from few

weeks to more than one year In standard swap two parties exchange the returas or differentials in rates of return earned or realized on

an Underlying Instrument The gross retnrns to be exchanged or swapped between the
parties are calculated with respect to

notional amount which is predetermined dollar principal that represents the hypothetical underlying quantity upon which the parties

payment obligations are computed The notional amount may be among other things specific dollar amount invested for example at

particular interest rate. in particular foreign currency or in basket of securities or commodities that represents particular index The

notional amount itself normally is not exchanged between the parties but rather it serves as reference amount from which to calculate the

parties obhgations under the swap

Fund will mienally enter into swap agreements on net hssis which means that the two payment streams are retted out with

each party receiving or paying as the case may be only the net amount of the payments Fnnds obligations nnder swap agreement

are generally accrued daily offset agalnst any amounts owing to the Fund and accrued but unpaid net amounts owed to counterparty

are covered by segregating liquid assets marked to market daily to avoid leveraging the Funds portfolio If Fund enters into swap on

other than net basis the Fund will segregate the full amount of its obligations under such swap Fund may enter into swaps caps

collars floors and related instruments with member banks of the Federal Reserve System members of the New York Stock Exchange or

other entities detenniried by the applicable sub-adviser to be creditworthy If default occurs by the other party to such transection

Fund will have contractual remedies under thc transaction docunicnts but such rcmcdics may be subject to bankruptcy and insolvency

laws that could affect the Funds rights as creditor

Fund snay engage in wide variety of swap transactions including but not hunted to credit- and event-linked swaps interest

rate swaps swaps oss specific securities or indices swaps on rates suclL as mortgage prepaynientraLes and other types of swaps such as

cape collars and floors his addition to the extent Fund is permitted to invest in foreign curreney-denonsusated secuntses it usay
invest

in currency swaps Fund may also enter into options on swap agreements swaptionC Depending on how they are used swap

agreements may increase or decrease the overall volatility
of Funds investments and its share pnce and yield The sections below

describe certain swap arrangements and related techniques that the Funds may use

ntereat Rate Swaps Capa leers and Collars An interest rate swap is an OTC contract in which the parties exchange interest

rate exposures exchange floating rate payments for fixed rate payments or vice versa For example SI million
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LIBOR swap requnes one party to pay the equivalent of the London Interbank Offered Rate of Interest which fluctuates on the 510

million principal amount in exchange for the right to receive from the other party the equivalent of stated fixed rate of interest on the $10

million principal amount

Among other techniques Fund may use interest rate swaps to hedge interest rate and duration risk on fixed-income securities or

portfolios which can be
particularly

sensitive to interest rate changes Duration measures the sensitivity in prices of fixed-income

securities to changes in interest rates the duration of portfolio or basket of bonds is the weighted average of the individual component

durations Longer maturity bonds typically have longer duration than shorter maturity bonds and therefore higher sensitivity to interest

rate changes In an environment where interest rates are expected to rise Fund may use interest rate swaps to hedge interest rate and

duration risk across portfolio at particular duration points such as two- five- and 10- year duration points

Fund may also purchase or sell interest rate caps or floors In typical interest rate cap the buyer receives payments from the

seller to the extent that specified interest rate exceeds predetermined level In typical interest rate floor the buyer receives payments

from the seller to the extent that specified interest rate thUs below predetermined level An interest rate collar combines elements of

purchasing cap and selling floor and is usually employed to preserve certain return within predetennined range of values

Commodty Swaps commodity swap agreement is contract in which one party agrees to make periodic payments to another

party based on the change in market value of commodity-based Underlying Instrument such as specific commodity or commodity

index in return for periodic payments based on fixed or variable interest rate or the total return from another commodity-based

Underlying Instrument En total return commodity swap Fund receives the price appreciation of commodity index portion of

commodity mdcx or single commodity in exchange for paying an agrccd-upon fcc As with othcr typos of swap agreements if the

commodity swap lasts for finite period of time the swap may be structured such that the Fund pays single fixed fee established at the

outset of the swap Ilowever if the term of the commodity swap is ongoing with interim swap payments the Fund may pay variable or

floating fee Such variable fee may be pegged to base tate such as LIBOR and is adjusted at specific intervals Aa such if interest

rates increase over die tet in of die swap contract die Fund may be required to pay higher fee at each swap reset date

Currency Snas currency swap agreement is contract in which two parties exchange one currency e.g U.S dollars for

another currency e.g Japanese yen on specified schedule The eurreacy exchange obligations under currency swaps could be either

interest payments calculated on the notional amount or payments of the entire notional amount or combination of both Funds may

engage in currency swap agreements as tool to protect against uncertainty and fluctuations in foreign exchange rates in the purchase and

ale of securities However the use of currency swap agreements does not eliminate or even always mitigate potential
losses arising

from fluctuations in exchange rates In the case of currency swaps that involve the dehvery of the entire notional amount of currency in

exchange for another currency the entire notional principal of the currency swap is subject to the risk that the counterparty will default on

its contractual delivery obligations

credit Default Swaps credit default swap tDS is an agreement between two parties whereby one party the protection

buyer makes an up-front payment or stream of periodic payments over the tern of the CDS to the other party the protection seller

provided generally that no event of default or other credit-related event credit event with respect to an Underlying Instrument

occurs In return the protection seller agrees to make payment to the protection buyer if credit event does occur with respect to the

Underlying Instrument The CDS market allows Fund to manage credit risk through buying and selling credit protection on sperific

issuer asset or basket ofassets Credit default swaps typically last between six months and three years provided that no credit event

occurs Credit default swaps may be physically settled or cash settled

Fund maybe either the protection buyer or the protection seller in CDS Fund gsnerally will not buy protection on issuers

that are iiot currently held by that
particular

Fund However Fund may engage in credit default swap trades on single names indices asd

baskets to manage asset class exposure and to capitalire on spread differentials in instances where there is not complete overlap between

such Funds holdings or exposures and the reference entities in the credit default swap If the Fund is the protection buyer and no credit

event occurs the Fund loses its entire investment in the CDS .5 an amount equal to the aggregate amount ofpaymeats made by the

Fund to the protection seller over the term of the CDS However if credit event does occur the Fund as protection buyer will deliver

the Underlying Instrument to the protection seller and is entided to payment from the protection seller equal to the thU notional value of

the Underlying Instrument even though thc Underlying Instrument at that time may have little or no value If the Fund is the protcction

seller and no credit evrnt occurs the Fund receives fixed income throughout the term of the CDS or an up-front payment at the

begiruiing of the term of the CDS in the form ofpayments from the protection buyer Ilowever if the Fund is the protection seller and

credit event occurs die Fund is obligated to pay die protection buyer die full notional value ofthe Underlying lnsthunent in return for die

Underlying Instrumueni wldcli may at that tune be of httle or no value

Fund may also invest in the Dow Jones CDX tDX which is family of indices that track credit derivative indices tn vanous

countries around the world The CDX provides investors with exposure to specific reference baskets of issuers of bonds or
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loans in certain segments such as I.orth American investment grade credit derivatives or emerging markets CDX retbrence baskets are

generally priced daily and rebalanced every six months in conjunction with leading market makers in the credit industry While investing

in CDXs increases the universe of bonds and loans to which Fund is exposed such investments entail risks that are not typically

associated with investments in other debt instruments anther they entail risks more associated with derivative instruments The liquidity

of the market for CDXs is also subject to liquidity in the secured loan and credit derivatives markets

Total raturn swaps assat swaps inflation swaps and ml lar inruments Fund may enter into total return swaps assets

swaps inflation swaps and other types of swap agreements In total return swap the parties exchange the total return i.e interest

payments plus any capital gains or losses of an Underlying Instrument or basket of such instruments for the proceeds of another

Underlying Instrument or basket of such instruments Asset swaps combine an interest rate swap with bond and are generally used to

alter the cash flow characteristics of the Underlying Instrument For example the parties may exchange fixed investment such as bond

with guaranteed coupon payments for floating investment lilce an index Inflation swaps are generally used to transfer inflation risk

eInflation-LinkedlriruiTentS herSn

Swations Fund may also enter into swap options or awaptions swaption is contract that gives one party the right but

not the obligatioa in return for payment of the option premium to enter into new swap agreement or to shorten extend cancel or

otherwise modi an existing swap agreement at some designated future time and on specified tenns Fund may write sell and

purchase put and call swaptions Depending on the terms of the
particular option agreement Fund will generally incur greater degree

of risk when it writes swaption than it will incur when it purchases swaption When Fund purchases awaption it risks losing only

the option premium it paid should it decide not to exercise the option When Fund writes swaption however itis obligated according

to the terms of the underlying agreement if the option holder exercises the option

Asset gregation As investment companies registered with the 5CC the Funds must set aside often referred to as asset

segregation liquid assets or engage iss other 5CC- 01 staff-approved iueasu.ies to coves open positions with respect to certain kinds of

derivatives In the case of swaps that do siot cash settle for example Fund must set aside liquid assets equal to the full siotional value of

lie swaps while die positions axe open With respect in swaps that do cash selde however Fund is permitted to set aside liquid assets in

an amount equal to the Funds daily
marked-to-market net obligations i.e the Funds daily net liability under the swaps if any rather

than their fill notional value Each Fund reserves the right to mcdiii its asset segregation policies
in the future to comply with any

changes in the positions from time to time articulated by the SEC or its staff regarding asset segregation By setting aside assets equal

only to its net obligations under cash-settled swaps Fund will have the ability to employ leverage to greater extent that if the Fund

were required to segregate assets equal to the fill notional amount of the swaps

RiSes Associated with Swaps and Swaptions Investing in swaps and swaptions and utilizing
these and related techniques in

managing Fund portfolio are highly specialized activities that involve investment techniques and risks different from those associated

with ordinary portfolio transactions These investments involve sigmficant risk ofloss Whether FuncVs use of swaps will be successtiil

in furthering its investment objective will depend on the sub-advisers ability to predict coirecily
whether certain types of investments are

likely
to produce greater returns than other investments If sub-adviser is incorrect in its forecast of market values the sub-advisers

utilization of swap arrangements and related techniques could negatively impact the Funds performance

The swaps market is largely unregulated It is possible that developments in the swaps market including potential goverrunent

regulation could adversely affect Funds ability to terminate existing swap agreements or to realize amounts to be received under such

agreements Also certain restrictions imposed by the Code may limit the Funds ability to use swap agreements

If the creditworthiness of Funds swap coimterparty declines it becomes more likely that the connterparly will Emil to meet its

ohligations under the contract and consequently the Fund will suffer losses Although there can he no assurance that Fund will he able

to do so Fund may be able to reduce or eliminate its exposure under swap agreement either by assignment or other disposition or by

entering into an offsetting swap agreement with the same party or another creditworthy party However Fund may have hmited ability

to eliminate its exposure under credit default swap if the credit of the reference entity or underlying asset has declined There can be no

assurance that Fund will be able to enter into swap transactions at prices or on terms the applicable sub-adviser believes are

advantageous to such Fund In addition although the terms of swaps caps collars and floors may provide for tennmnation there can be no

assurance that Fund will be able to terminate swap or to sell or offset caps collars or floors that it has purchased rwesting in swaps

and ratedtechniques involvesthe rislassodated with inveatnents in derivative inSrumenta Please see RiSc Factors in Derivative

lnument and Additional RiskFactorsinolCTransaetiotm bekw
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Inflation-Linked Instruments

Certain Funds are permitted to invest in variety of inflation-linked instruments such as inflation-indexed secunties and inflation-

linked derivatives to manage inflation risk otto obtain inflation exposure Inflation general rise in the prices of goods and services

is measured by inflation indices like the Consumer Price Index CPI which is calculated monthly by the U.S Bureau of Labor

Statistics and the Retail Prices Index RPI which is calculated by U.K Office for National Statistics The CPI is measuivment of

changes in the cost of living made up of components such as housing food transportation and energy

Inflation-linked derivatives are derivative instruments that tie payments to an inflation index Cunently most inflation derivatives

are in the form of inflation swaps such as CPI swaps CPI swap is fixed-matunty over-the-counter derivative where one party pays

fixed rate in exchange for payments tied to the CPI The fixed rate which is set by the parties at the initiation of the swap is often referred

to as the breakeveu inflation rate and generally represents the current difference between treasury yields and TIPS yields of similar

maturities atthe initiation of the swap agreement CPI swaps are typically designated as zero ccnponwhere all cash flows are

exchanged at maturity The value of CPI swap is expected to fluctuate in response to changes in the relationship between nominal

interest rates and the rate of inflation as measured hy the CPI CPI swap can lose value if the realized rate of inflation over the life of

the swap is less than the fixed market implied inflation rate the breakeven inflation rate the investor agreed to pay at the initiation of the

swap

Other types of inliation derivatives include inflation options and futures There can be no assurance that the CPI or any foreign

inflation index will accurately measure the rate of inflation in the prices of consumer goods and services Further there can be no

assurance that thc rate of inflation in foreign country will be correlated to the rate of inflation in the Umted States Moreover inflation-

linked instruments are subject to the risks inherent in derivative transactions generally See Rid Factors in Derivative nrumeits

herein The market for inflation-linked instruments is still developing Each sub-adviser reserves the right to use the instruments

discussed above a.nd siniilas instruineiita that
iiiay

be available in die future

Hybrid Instruments

hybrid instrument is an interest in an issuer that combines the characteristics of an equity secunty debt security commodity

and/or derivative For example an oil company might issue commodity-linked boad that pays fixed level of interest plus additional

interest that accrues in correlation with the extent to which oil prices exceed certain predetermined level This is hybtid instrument

combining bond with an option on od

Depending on the types and terms of hybrid instruments they present risks that may be similarto different from or greater than

those associated with traditional investments with similarcharacteristics Hybrid instruments are potentially snore volatile than traditional

investments and depending on the structure of the particular hybrid may expose the Fund to additional leverage and liquidity risks

Moreover the purchase of hybrids exposes Fund to the credit risk of the issuers of the hybrids Described below are certain hybrid

instruments the Funds may use in seeking to achieve their investment objectives Each sub-adviser reserves the right
to use the

instruments mentioned below and similar instnirnents that may be available in the future

Credit-Linked Securities Credit-linked securities are issued by limited purpose trust or other vehicle that in turn invests in

basket of derivative instruments such as credit default swaps interest rate swaps and other securities Investments in credit-linked

securities normally consist of the right to receive periodic payments during the tents and payment ofprincipal at the end of the term

However these payments depend on the issuers own investments in derivative instruments and are accordingly subject to the risks

associated with derivative irietniments which include volatility illiquidity and coiirterparty risk

ndexed Securities and Sr uctured Notes Indexed securities are derivative secunties the interest rate or principal of which is

determined by an unrelated indicator e.g currency security commodity or index Structured notes are debt indexed eecunties

Indexed eecuritiee implicate high degree of leverage which magnifies the potential
for gain and the risk of lees when they include

multiplierthnt multiplies the indexed element by specific factor

Structured notes and indexed accuritics can be very volatile investments because depending on how thcy arc structured their value

may either increase or decrease in response to the value of the Underlying Inatnaments The terms of these securities may also provide that

in some instances no principal
is due at maturity which may result in loss of invested capital These instruments also may entail

greater degsee of iiiarket risk than other types of securities because die investor bears die risk not only of die instnuaeiit but also of the

enrelaled ieidicatur Indexed seeiuities may involve aignificaiit
credit nsk and liquidity risk and as with other sophisticated strelegies

Funds use of these i.nstruments may not work as intended

Evait-L inked Bonds Certain Funds may invest in event-linked bends or catastrophe bonds The event-linked bond market

is growing sector of the global fixed income market that provides investons with high return potentials in exchange for taking on event

tisk such as the risk of major hurricane earthquake or pandemic If such trigger event occurs Fund may lose portion or its entire

principal invested in the bond Some event-linked bonds provide for an extension ofmatunty to process and audit loss claims if tugger

has or possibly has occurred Such extension may increase volatility Event-linked bonds may also
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expose find to other unanticipated risks including credit risk counterparty nsk liquidity nsk adverse regulatory or junsdictsonal

interpretations
and adverse tax consequences Event-I inled bonds are sect to the riths inherent in derivatsve transadions

Derivative Instruments Riths Factors in Derivative Instruments above

Foreign Currency Transactions

All Funds that are permitted to invest in foreign currency-denominated securities also may purchase and sell foreign currency

options and foreign currency futures contracts and futures options and they may engage sn foreign currency transactions either on spot

cash basis at prevailing currency exchange rates or though forward currency contracts The Funds may engage in these transactions to

hedge directly or indirectly against currency fluctuations for other investment purposes and with respect to certain Funds to seek to

enhance returns Find may enter into currency transactions only with connterparties that sub-adviser deems to be creditworthy

Certain of the foreign currency transactions the Funds may use are descnbed below

Forward Currency Contracts Certain Funds may enter into forward currency contracts furwards in connection with settling

purchases or sales of securities to hedge the currency exposure associated with some or all of the Funds investments or as part of its

investment strategy Forwards are OTC contracts to purchase or sell specified amount of specified currency or multinational currency

unit at set price on future date The market value of forward fluctuates with changes in foreign currency exchange rates Forwards

are marked to market daily based upon foreign currency exchange rates from an independent pricing service and the change in value is

recorded us unrealized appreciation or depreciation Fund will record realized gain or loss when the forward is closed Forwards are

highly volatile involve substantial currency risk and may also involve credit and liquidity risks

Find may use forward ins settlement hedge or transaction hedge to lock in the U.S dollar price on the purchase or sale

of securities denominated in foreign currency between the time when the security is purchased or sold and the time at which payment is

received Forward contracts osi foreigis currency niay also be used by Fund in anticipation gesserally of tlse Funds making sssvestsuents

denominated us foreign currency even if the specific investsisents have not yet been selected by the sub-adviser

In position hedge the Find uses forward to hedge against decline in the value cf existing investments denominated in

foreign currency For exasuple Find may enter into forward contract to sell Japanese yen in return for U.s dollars in order to hedge

against possible decline in the yens value Position hedges tend to offset both positive and negative currency fluctuations Alternately

the Fund cculd hedge its position by selling another currency expected to perform similarlyto the Japanese yen This is called proxy

hedge and may ofier advantages in tense of cost yield or etliciency However proxy hedges may result in losses if the currency used to

hedge does not move irs tandem with the currency in which the hedged securities are denominated

The Funds may also engage in cross-hedging by entering into forward contracts in one currency against different currency

Crosshedging may be used to limit or increase exposure to particular currency or to establish active exposure to the exchange rate

between the two currencies

Currency Swaps Options and Futures In order to protect against currency fluctuations and for other investment purposes the

Funds may enter into currency swaps options and futures See Swap Agreements and Svaptons Currency Swaps Options

Contracts and Futures Contracts and Options on Futures Contracts herein

Additional RitlcsAsaociated vstth Forgn currency Transactions

Tt is extremely di ilicult to forecast currency market movements and whether any hedging or other irvstmeat strstegy will he

successful is highly nuces-tain Fisrther it is impossible to forecast with precision the market valise of
portfolio secisnties at the expiration

of foreign currency forward Therefore Fund may be required to buy or sell additional currency on the spot market and bear the

expense of such transaction if the sub-advisers predictions regarding the movement of foreign currency or securities markets prove

inaccurate To the extent Fund hedges against anticipated currency movements that do not occur the Find may realize losses and

decrease its total return as result of its hedging transactions It is impossible to hedge fully or perfectly against the effects of currency

fluctuations on the value of non-U.S securities because currency movements impact the value of different securities in differing degrees

Fund may buy or sell foreign currency options either on exchanges or in the OTC market Foreign currency transactions on

foreign exchanges may not be regulated to the same extent as similartransactions in the Uinted States may not involve clearing

sisechassissu and related guarantees and are subject to die risk ofgoveriusseistal actions affecting trading in or tlse prices of foreign

securities The value olsuch positions also could be adversely affected by oilier complex foreign political legal
and ecoisonsic factors

iilesser availability than in Use Urdlad States of data on wtsicls to snake trading decisions delays ma Funds ability to act uposs

economic events occurring in foreign markets during non-business hours in the United States iv the imposition of different exercise and

settlement tenns and procedures and margin requirements than in the United States and lesser trading
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volume Foreign currency transactions are also subject to the risks inhersntin mvestments in foreign markets Pleasa see Foreigr

lnveetmeitg below

Risk Factors in Derivative Instruments

Derivatives are volatile and involve
significant risks including

Correlation Risk the risk that changes in the value of derivative instrunient will not match the changes in the value of the Fund

holdings that are being hedged

Counterparty Risk the risk that the counterparty to an OTC derivatives contract or borrower of Funds securities may be unable or

unwilling to make timely principal interest or settlement payments or otherwise to honor its obligations

Credit Risk the risk that the issuer of security will not be able to make timely principal and interest payments Changes in an issuers

credit rating or the markets perception of an issuers creditworthiness may affect the value of Funds investment in and/or exposure to

that issuer The degree of credit risk depends on both the financial condition of the issuer and the terms of the obligation

Currency Risk the risk that changes in the exchange rate between currencies will adversely sffect the value in U.S dollar termsof an

mveatment

Index Risk in respect of indcx-linked dcrivstivcs thc risks associated with changes in the underlying indices If an underlying indcx

changes Fund may receive lower interest payments or experience reduction in the value of the derivative to below what the Fund paid

Certain indexed securities including inverse securities which move in an opposite direction from the reference index may create

leverage to the extent that they increase or decrease in value at rate that is multiple of die changes in the applicable index

Interest Rule Risk the risk thaL the value of an investment may decrease whesi terest rates rise because when interest rates use the

prices of bonds and fixed rate loans fall Generally the longer the maturity of bond or fixed rate loan the more sensitive it is to this risk

interest rate risk is commonly measured by fixed income investments duration Falling interest rates also create the
potential

for

decline in Funds income

Leverage Risk the risk associated with certain types of investments or trading strategies for example borrowing money to increase the

amount being invested that relatively
small market movements may result in large changes in the value of an investment Certain

investments or trading strategies that involve leverage can result in losses that substantially exceed the amount originally invested

Liouiditv Risk the risk that certain securities may be difficult or impossible to sell at the time that the seller would like to sell them or at

the price the seller believes the security is currently worth

The potential loss on derivative instruments may be substantial relative to the initial investment therein Fund incurs transaction

costs in opening and closing positions in derivative instruments There can be no assurance that the use of derivative instruments will be

advantageous In addition to the extent that Fund invests in commodity-linked derivatives such Fund may be considered commodity

poor under the Commodity Exchange Act as amended and the rules and regulations of the Commodity Futures Trading Commission

CFTC promulgated thereunder However none of the Companies the adviser or any sub-adviser will be subject to registration or

regulation as commodity pool operator with respect to Fund as result of certain exemptions from registration available to them

pnrsnnntto applicahie CFTC rules

Additional RiSc Factorsand ConSderations of OTO Transactions

Certain derivatives traded in OTC markets including swaps OTC options and indexed securities involve substantial liquidity

risk This risk may be increased in times of financial stress if the trading market for OTC derivatives contracts or otherwise becomes

restricted The absence of
liqindity may make it difficult or impossible for Fund to ascertain market value for such instruments and/or

to sell them promptly and at an arceptablo price

Because derivatives traded in OTC markets are not guaranteed by an exchange or clearing corporation and generally do not require

payment of margin to the extent that Fund has unrealized gains in such instruments or has deposited collateral with its eounterparty the

Fund is at risk that its
coanterpam-ty

will becosue bankrupt or otherwise fail to honor its obligations The coimterpartys failure to honor its

obligations would result in the loss of any premium paid by Fund as well as the loss of my expected benefit of die transaction In

addition closing transactions can be made for OTC options only by negotiating directly with the counterparty or effecting
transaction in

the secondary market if any such market exists There can be no assurance that
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fund will in fact be able to close out an 012 option position at favorable price pnor to expuation In the event of rnsolvency of the

counterparty Fund might be unable to close out an OTC option at any time prior to its expiration if at all

DIVI DEND PAYING SECURI TI INVESTMENT RISK Securities that pay high dividends as group can fall out of favor with

the market causing Fund to underperform thnds that do not focus on dividends Funds focus on dividend yielding investments may

cause the Funds share price
and total return to fluctuate more than the share price and total return of finds that do not focus their

investments on dividend paying securities Also changes in the dividend policies
of companies in which Fund invests and the capital

resources available at such companies for such payments may affect income paid to the Fund

DOL LAR ROL LS In connection with their ability to purchase securities on when-issued or forward commitment basis certain

of the Funds may enter into dollar rolls in which Fund sells securities for delivery in the current month and simultaneously contracts

with the same counterparty to repurchase similarsame type coupon and matunty but not identical securities on specified future date

The Funds give up the right to receive principal and interest piid on the securities sold However Fund would benefit to the extent of

any difference between the price received for the securities sold and the lower forward price
for the future purchase plus any fee income

received Unless such benefits exceed the income and capital appreciation that would have been restored on the securities sold as part of

the dollar roll the use of this technique will diminish the investment performance of the Fund compared with what such perfounance

would have been without the use of dollar rolls The benefits derived from the use of dollar rolls may depend among other things upon

the ability of sub-adviser as appropriate to predict interest rates eorreetly There is no aasuireuce that dollar rolls can be successfully

employed In addition the use of dollar rolls by Fund while remaining aubstuntinily fully
invested increases the amount of Funds

assets that are subject to market risk to an uniount thnt is greater than such Funds net asset value which could reeuh ia increased volatility

of the price of such Funds shares Further entering into dollar rolls involves potential risks that are different from those related to the

securities underlying the transactions For example if the counterparty becomes insolvent Funds right to purchase from the

counterparty may be restricted Also the value of the underlying security may change adversely before Fund is able to purchase it or

Fund may be sequired to purchase securities in coiuuectiou with dollar roll at higher price than may be otherwise available oii die open

market Furthiei- because tIme eounterparty may deliver similar but not identical security Fund may be requiued to buy security

indei the dollar roll tlait
sitay

be of less value than an identical secuiity would have been

ETFs ETFs are registered investment companies that trade their shares on stuck exchanges such as the American Stock

Exchange and the New York Stock Exchange atmarket prices rather than net asset value and cnly are redeemable from the fund itself in

large
increments or in exchange for baskets of securities As an exchange traded security an ETEs shares are priced continuously and

trade throughout the day tilEs may track securities index particular
market sector particular segment of securities index or

market sector or they may be actively managed An investment in an ETF generally imphcates the following nsks the same primary

risks as an investment in find that is not exchange-traded that has the same investment obethves strategies and polices of the ETF

iithe risk that the ETF may fail to accurately track the market segment or index that underlies its investment objective iii price

fluctuation resulting in loss to the Fund iv the risk that an ETF may trade at price that is lower than its net asset value and the

risk that an active market for the ETFs shares may not develop or be maintained Also Fund will indirectly pay proportional share of

the asset-based fees of the ETFs in which it invests ETFs are also subject to specific
risks depending on the nature of the ETF such as

liquidity risk sector risk and foreign and emenging market risk as well as risks associated with fixed income securities real estate

investuments and commodities An investment in an ETF presents the risk that the ETF may no lcnger meet the listing requirements of any

applicable exchanges on which the ETF is listed Further trading in an ETF may be halted if the trading in one or more of the securities

held by an ETF is halted Although expense ratios for ETFs are generally low frequent trading of ETFs by Fund can generate brokerage

expenses

Generally Fund other than find of fimds with respect to the Underlying Funds will not purchase securities of an investment

company which would include an FTF if as result more than 10% of the Funds total assets would he invested in securities of

other investment companies such purchase would result in more than 3% of the total outstanding voting securities of any such

investment company being held by the Fund or more than 5% of the Funds total assets would be invested in any one such mvestnient

company Many ETFs have obtained exeunptive relief from the SEC to permit unaffiliated finds sponsored by other fund families to

invest in the ETFs shares beyond the above
statutory limitations subject to certain conditions and pursuant to contractual arrangement

between the ETFs and the investing flmd The Funds may rely on these exemptive orders to invest ETFs

EVENT RI SIC Event risk is the risk that corporate iasuers may undergo reatructtinngs such as mergers leveraged buyouts

takeovers or similarevents financed by the issuers taking on additional debt As result of the added debt the credit quality and market

value of companys bomids and/or other debt aecuntiea may decline significantly

FIXED INCOME SECURI TI ES Certain Funds are peiniiLted to invest in fixed income securities including but not linsEed to

securities issued or guaranteed as to principal or interest by the U.S Government its agencies or instnmntentalities non-convertible

debt securities issued or guaranteed by U.S corporations or other issuers including foreign issuers asset-backed securities

mortgage-related securities including collateralized mortgage obligations CMOs secuntiea issued or guaranteed as to principal

or interest by foreign issuer including supranational entities such as development banks non-U.S corporations banks or bank holding

companies or other foreign issuers commercial mortgage-backed securities and other capital securities issued or guaranteed by

.S corporations or other issuers including foreign issuers
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FOItEIGN INVItS IMENTS

Certain Funds may invest in foreign issuers and borrowers which include companies organized outside of the Urnted States

including in emerging market countries foreign sovereign govermnents and their eiicies authorities instrumentalities and political

subdivisions including foreign states provinces or municipalities and issuers and borrowers whose economic fortunes and nsks are

primarily linked with markets outside the United States These securities may be denominnted or quoted in or pay income in U.S dollars

or in foreign currency Certain companies organized outside the United States may not be deemed to be foreign issuers or borrowers if

the issuers orborrowers economic fortunes and risks are primarily linked with U.S markets

Investing in securities of foreign issuers and loans to foreign borrowers involves considerations and potential nsks not typically

associated with investing in obligations issued by U.S entities Less information may be available about foreign entities compared with

U.S entities For example foreign issuers and borrowers generally are not subject to uniform accounting auditing and financial reporting

standards or to other regiilatosy practices and requirements comparable to those applicable tollS issuers and borrowers Tn addition

prices of foreign securities may fluctuate more than prices of securities traded in the LTnitud States Other potential foreign market risks

include difficulties in pricing securities defaults on foreign goversunent securities difficulties in enforcing favorable legal judgments in

foreign courts and political and social conditions such as diplomatic relations confiscatory taxation expropriation limitationon the

removal of hinds or assets or imposition ofor change in exchange control regulations Legal remedies available to investors in certain

foreign countries may be less extensive than those available to investors in the United States or other foreign countries In addition

changes in government administrations or economic or monetary policies in the United States or abroad could result in eppreciation or

depreciation of
portfolio

securities Any ofthese actions could severely affect security prices impair Funds ability to purchase or sell

forcign sccuritics or transfcr thc Funds essets or incomc back into the Ualtcd Stetca cr othcrwisc adversely affcct Funds opcrations

Currency Risk and Exchange Risk Because foreign securities generally are denominated and pay dividends or interest in foreign

currencies die value of Fund that invests in foreign securities as measured in U.S dollars will be affected by clsaisges in excliassge rates

Generally when the U.S dollar rises in value against foreigsi currency security denominated iii that currency loses value because the

curresicy
is worth fewer U.S dollars Couversely whiess die U.S dollar decreases in value against foreigsi curresicy security

denominated in that currency gains value because the currency is worth more U.S dollars This risk generally known as currency risk

means that stronger U.S dollar will reduce returns for U.S investors while weak U.S dollar will increase those returns Moreover

transaction costs are incurred in connection with conversions between currencies

Linked Notes Fund may invest in debt exchangeable for common stock debt currency or equity linked notes and similar

linked securities eg zero-strike warrants LN5 which are derivative securities typically issued by financial institution or special

purpose entity the performance of which depends on the performance of corresponding foreign security or index Upon redemption or

maturity the principal amount or redemption amount is payable based on the price level of the linked security or index at the time of

redemption or maturity or is exchanged for corresponding shares of common stock LNs are generally subject to the same risks as direct

holdings of securities of foreign issuers and non-dollar securities including currency nsk and the risk that the amount payable at matunty

or redemption will be less than the principal amount of note because the price of the linked security or index has declined LNs are also

subject to counterparty risk which is the risk that the company issuing the LN may hill to pay the hill amount due at maturity or

redemption Fund may also have difficulty disposing of LNs because there may be restrictions on redemptions and there may be no

market or only thin trading
market in such securities

tUenent Risk Settlement and clearance procedures in certain foreign markets differ significantly
from those in the United

States Foreign settlement procedures and trade regulations may involve certain risks such as delays in payment for or delivesy of

securities nottypicaily generated in the settlement oftJ.S investments Settlements in certain foreign countries at timeshave not kept

pace with the number of securities transactions being undertaken these problems may make it difficult for Fund to carty out

traneartions If Fund cannot settle or is delayed in settling purchase of securities it may miss attractive investment opportusuties and

certain of its assets may remain uninvested with no return earned thereon for some period There may also be the danger that because of

uncertainties in the operation ofsettlesnent systems in individual markets competing claims may anee in respect of securities held by or to

be transferred to Fund Further compensation schemes may be non-existent limited or inadequate to meet Funds ohms in any of

these events In couneclion with any of these events and other similar circumstances Fund may experience Losses because of fbilures of

or dcfccts in scttlcmcnt systems

There are additional and magsufied risks involved with investments in emerging or developing markets which may exhibit greater

price volatility and risk of principal have less liquidity and have settlesnesit
arrangeinesits

that are less efficiesit thasi iii developed markets

In addition the economies of emerging saarkeL countries generally are heavily dependent on intenialiorsal trade and accordingly leave

been and
sisay

continue to be adversely alTecled by trade barriers managed adjesisnesits in relative
curiesicy

values and other prolectiosust

measures imposed or negotiated by the countries with which they trade Emerging market economies also have been and may continue to

be adversely affected by economic conditions in the countries with which they trade remaits in Emer rig
Marks urities

below

FUND OF FUNDS STRUCTURE RISKS Each fund of hinds is exposed to the risks of its Underlying Funds in proportion to the

amount of assets the Fund allocates to each Underlying Fund An investor in find of finds indirectly bears fees and expenses charged

by the Underlying Funds in addition to the hind of funds direct fees and expeases The fund of funds structure could
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increase or decrease gains and could affect the timing amount and character of distributions from an Linderlying Fund to an investor in

that Underlying Fund Rebalancing Underlying Funds may also increase transaction costs to Underlying Fund investors Also

management of thud of thnds entails potential conflicts of interest because the hind of finds invests in affiliated Underlying Funds

Certain Underlying Funds are more profitable to the investment adviser and/or its affiliates than others and the sub-advisers may therefore

have an incentive to allocate more of hind of thuds assets to the more profitable Underlying Funds To mitigate these conthcts the sub-

advisers have implemented various portfolio reporting and monitoring processes including the implementation of conthcts of interest

policy overseen by the Funds Board of Directors The investment allocation limitations make certain Funds less flexible in their

investment strategies than other finds of Rinds In addition with respectto certain Target Retirement Funds Funds asset allocations

may not be ideal for all investors with particular target retirement date and may not effectively increase returns or decrease nsk

Prospective investors should consider number of factors beyond target retirement date when evaluating whether or not to invest in these

Funds

GOVERNMENT NTERVENTI ON IN FINANCIAL MARKETS Recent instability in the financial markets led The ItS

Government to take number ofunprecedented actions designed to support certain financial institutions and segments of the financial

markets that experienced extreme volatility and in some oases lack of liquidity Federal state and other governments their regulatory

agencies or selfregulatoiy organizations may in future take actions that affect the regulation of the instruments in which Fund invests or

the issuers of each instruments in ways that are unforeseeable Legislation or regulation may also change the way in which the Funds

themselves are regulated In particular the Dodd-Frank Wall Street Reform and Consumer Protection Act Dodd-Frank Act provides

for widespread regulation of financial institutions consumer financial products and services broker-dealers over-the-counter derivatives

investment advisers credit rnting agencies and mortgage leading which expands federal oversight in the financial sector and may affect

thc investment managcmcnt industry as whoic The Dodd-Frank Act lcavcs many iasucs to bc resolved by rcguletory studios end

mlemskings and in some cases farther remedial legislation by defening their resolution to future date This legislation as well as

additional legislation and regulatory changes that may be enacted in the future could change the fund industry as whole and limit or

preclude Fuuds
ebility to achieve its iuivestuneut objective

Qovenuiienis or their agencies usiay
also acquire distressed assets Ruin financial inslitutious mid acquire owuxenslup interests iii

those institutions The implications of government ownership and disposition of these assets are unclear and such programs may have

positive or negative effects on the liquidity valuation and performance of Funds portfolio holdings Furthermore volatile financial

markets can expose the Funds to greater market and liquidity risk and potential difficulty in valuing portfolio
instruments held by the

Funds The Funds have established procedures to assess the liquidity
of portfolio holdings and to value instruments for which market

prices may not be readily available HISFCO and the sub-advisers will monitor developments and seek to manage the Funds in manner

consistent with achieving each Funds investment objective but there can be no assurance that they will be suceesstul in doing so

GRONTH ORI ENTATI ON RI SC The price of growth companys stock may decrease or may not increase to the level

anticipated by the sub-adviser In addition growth stocks may be more volatile than other stocks because they are more sensitive to

investors perceptions of the issuing companys growth potential Also the growth investing style may over time go in and out of favor

During times when the investing style used by Fund is out of favor the Fund may undeiperform other equity finds that use different

investing styles

EALTHCARE-RELATED SECI.JRITI ES RISK Many healthcare-related companies are smaller and less seasoned than

companies in other sectors Healthcare-related companies may also be strongly affected by scientific or technological developments and

their products may quickly become obsolete Further many healthcare-related companies offer products and services that are subject to

governmental regulation and may be adversely affected by changes in governmental policies or laws number of legislative proposals

concerning healthoare have been introduced considered or adopted by the II .5 Congress in recent years These span wide range of

topics including cost control national health insurance incentives for compensation in time provision of health care services tsx incentives

and penalties
related to health care insurance premiums and the promotion ofprepaid healthcare plans Fund cannot predict what

proposals will be enacted or what effect they may have on healthcare-related companies

HI OH YIELD SECURITI ES JUNK BONDS Any security or loan with long-term credit rating ofBn or lower by

Moodys Bli or lower by SP or BB or lower by Fitch as well as any security or loan that is unrated but determined by the

applicable sub-ndviser to be of comparable quality is below investment grade

Securities and bank loans rated below investment grade are commonly refened to as high yield-high nsk debt secunties junk

bonds leveraged loans or emerging market debt as die case may be Each rating category has within it differeuit gradations or sub

categories For instance the Ba rathig
for Moodys includes Ba3 Ba2 and Bal Likewise die SP mid Fitch rating category of

BB includes BB BB and BB- II Fund is authorized to invest in certain rating categoiy die Fund is also perrmnlled to invesi

in any of the sub-categories or gradations within that rating category Descriptions of the debt securities and bank loans ratings system

including the speculative characteristics attiibntable to each ratings category are set forth in Appendix to this SAL

Although junk bonds generally pay higher rates of interest than investment grade bonds junk bonds are high risk investments that

may cause income and principal losses for Fund Junk bonds may be issued by less creditworthy issuers Issuers of junk bonds may
have larger amount of outstanding debtrelative to their assets than issuers of investment grade
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bonds Inthe event of an issuers bankruptcy claims of other creditors may have priority over the claims ofjunk bond holders leaving

few or no assets available to repay junk bondholders Junk bonds are also subject to extreme price fluctuations Adverse changes in an

issuers industry and general economic conditions may have greater impact on the prices ofjunk bonds than on other higher rated fixed

income securities Further issuers ofjunk bonds may be unable to meet their interest or principal payment obhgations because of an

economic downturn specific issuer developments or the unavailability of additional financing

In addition junk bonds frequently have redemption features that permit an issuer to repurchase the security before it matures If an

issuer redeems junk bonds owned by Fund the Fund may have to invest the proceeds in bonds with lower yields and may lose income

Junk bonds may also be less liquid than higher rated fixed income securities even under normal economic conditions Moreover there are

relatively few dealers in the junk bond market and there may be significant differences among these dealers price quotes Because they

are lees hquid judgment may play greater role in valuing these securities than is the case with securities that trade in more liquid

market

Fund may incur expenses to the extent necessary to seek recovery upon default or to negotiate new tenns with dethulting

issuer The credit rating of junk bond does notnecessarily take into account its marketvaluerisk Ratings and market value msy change

from time to time positively or negatively to reflect new developments regarding the issuer These securities and bank loans generally

entail greater risk including the
possibility of default or bankruptcy of the issuer involve greater volatility of price and risk to principal

and income and may be less liquid than securities and bank loans in higher rating categories Securities and bank loans in the highest

category below investment grade are considered to be of poor standing and predominantly speculative with respect to the issuers capacity

to pay interest and repay principal in accordance with the terms of the obligations As such these investments often have reduced values

that in turn ncgstivcly impact thc value of thc Funds sharca If accurity or bank loan is downgrndcd to rating category that does not

quuli for investment the applicable sub-adviser will use its discretion on whether to hold or sell based upon its opinion on the best

method to maximize value for shareholders over the long term

CU ID NV ESTM NTS Each Fund is penuitted to invest iii illiquid securities or other illiquid investments in an asaount up

to 15% of its net assets 10% for Inflation Has Fend and 5% for Money Market Fund liquid investments are ones that may nut be sold

or disposed of in the ordinary course of business within seven days at approximately the price used for such investments in the

determination of Funds net asset value ruad may not be able to sell illiquid securities or other investments when sub-adviser

considers it desirable to do so or may have to sell such securities or other investments at price that is lower than the price that could be

cbtsined if the securities or other investments were more liquid Illiquid securities also may be more difficult to value due to the lack of

reliable market quotations for such securities or investments and investments in them may have an adverse impact on Funds net asset

value

Securities and other investments purchased by Fund that are liquid
at the time of purchase may subsequently become illiquid due

to events relating to the issuer of the security market events economic conditions or investor perceptions Domestic and foreign markets

arc becoming more and more complex and interrelated such that events in one sector of the market or the economy or in one geographical

region can reverberate and have negative consequences for other market economic or regional sectors in manner that max not be

reasonably foreseen With respect to over-the-counter OTC securities the continued viability of any OTC secondary market depends

on the continued willingness of dealers and other participants to purchase the securities

If one or more inatnunerrts in Funds portfolio become ilhquid the Fund may exceed its limit on illiquid instruments If this

occurs the Fund must take steps to bring the aggregate amount of illiqind instruments back within the prescribed limitations as soon as

reasonabty practicable However this requirement will not force Fund to liquidate any portfolio instrument where the Fund would suffer

loss on the sale nfthat instnrmenf

Where no clear indication of the value of particular investment is available the investment will be valued at its fair value

according to the valuation procedures approved by the Hoards of Directors These cases include among others situations where the

secondary markets on which security has previously been traded are no longer viable for lack of liquidity The value of illiquid

securities may reflect discount which may be significant from the market price of comparable securities for which liquid market exists

and thus negatively effect Funds net asset value

Under current
intrrpretations

of the SEC Staff the following types of investments in which Fund may invest are considered

illsqind repurchase agreements maturing in more than seven days ii certain restricted securities securities whose public resale is

subject to legal or contractual restrictions iii optiosr contracts with respect to specific securities that are srot traded cii national

securities exchange and uotreadily marketable arid iv any other secarities or isivesimerits in which Fund niay invest that are not readily

marketable

INDEX STRATEGY RISK An index find is not actively managed and therefore the adverse performance of particular stock

ordinarily will not result in the elimination of the stock from Funds portfolio The Fund will remain invested in stocks even when stock

prices are generally falling

NDUSTRY CON CENTRATI ON RISK Fund that invests primarily ins small number of business sectors may be exposed to

greater liquidity
risk and risk of loss should adverse economic developments occur in one of those sectors
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NELATI ON PROTECTED DEBT SECURI TIES Certain Funds may invest in inflation-protected debt securities which are

fixed income securities whose principal value is periodically adjusted according to the rate of sn.tlation- Two structures are common The

Treasury and some other issuers use structure that accrues inflation into the principal value of the security Most other issuers pay

out the inflation accruals as part of semiannual coupon

The value of inflation protected securities generally fluctuates in response to changes in real interest rates which are in turn tied to

the relationship between nominal or stated interest rates and the rate of inflation Therefore if inflation were to rise at fester rate than

nominal interest rates real interest rates might decline leading to an increase in the price of an inflation-protected debt security In

contrast if nominal interest rates increased at faster rate than inflation real interest rates might rise leading to decrease in the pnce of

an inflation protected debt security

Interest payments on inflation protected debt securities will fluctuate as the principal and/or interest is adjusted for inflation and

can he unpredictable The U.S Treasury only began issuing Treasury inflation protected securities TIPS in 1997 and corporations

began issuing corporate inflation protected securities rIPS even more recently As result the market for such securities may be less

developed or liquid and more volatile than certain other securities markets Although corporate inflation protected securities with

different maturities may be issued in the future the U.S Treasmy currently issues TIPS in five-year ten-year and twenty-year maturities

and CIPS are currently issued in five-year seven-year and ten-year maturities Repayment of the original security principal upon maturity

as adjusted fcr inflation is generally guaranteed in the ease of TIPS even during period of deflation However the current market

value of the securities is not guarunteed end will fluctuate Other inflation related securities such us CIPS may not provide similar

guarantee If guarantee of principal is not provided the adjusted principal
value of the security repaid at muturity may be less than the

original principal

While these securities are expected to be protected from long-term inflationary trends short-term increases in inflation may lead to

declines iii value If iateLest rates rise due to reasons other than inflation for example due to changes in currency exchange rates

investors in these securities may not be protected to the extent that the increase is not reflected in die securitys inflation measuse

The periodic adjustment of U.S inflation-protected debt securities is tied to the Consumer Price Index for Urban Consumers

CPI-U which is calculated monthly by the U.S Bureau of Labor Statistics The CPI-U is an index of changes in the cost of hying

made up of components such as housing food transportation and energy Inflation-protected debt securities issued by foreign

government are generally adjusted to reflect comparable inflation index calculated by that gcvernment There can be no assurance that

the CPI-IJ or any foreign inflation index will accurately measure the real rate of inflation in the pnces of goods and services Moreover

there can be no assurance that the rate of intlatioa in foreign country will be correlated to the rate of inflation in the United States

Any increase in the principal amount of an inflation-protected debt security
will be considered taxable ordinary income even

though investors do not receive their principal until matunty

INITIAL PUBLIC OFFERI NGS The prices
of securities purchased in initial public offerings IPOs can be very volatile

and/or decline shortly afler the IPO Securities issued in IPOs have no trading history and information about the issinng companies may

be available for only very limited periods The effect of IPOs on Funds performance depends on vanety of factors including the

number of IPOs the Fund invests in relative to the size of the Fund and whether and to what extent security purchased in an IPO

appreciates and depreciates in value

NTEREST RATE RI SIC Interest rate risk is the possibility an investment may go down in value when interest rates rise because

when interest rates rise theprices of bonds and fixed rate loans fall Generally thelongerthe maturity ofahond or fixed rsteloan the

more sensitive itis to this risk Falling iaterest rates also create the
potential

for decline in Funds income

INVERSE FLOATING RATE SECURITI ES Inverse floating rate securities also called inverse floaters or residual interest

bonds are variable-rate securities whose coupon changes in directioa opposite from that of specified intereet rate Generally income

on inverse floaters decreases when interest rates rise and increases when interest rates fall Inverse floaters can have the effect of

providing degree of investment leverage because they may increase or decrease in value in responre to changes eg changes in market

interest rates at rate that is multiple of the rate at which fixed-rate sceunties increase or decrease in response to thc same changes

Therefore the market values of such securities are generally more volatile than the market values of fixed-rate secunties especially during

periods when interest rates are fluctuating Fund could lose money and its net asset value could decline if movements at interest rates

are incoreectly auticipated Moreover the markets for this type of security may be less developed and less hquid than the siiarkets for

tradiliorsal municipal securities

Certain Funds may invest in municipal inverse floaters which are type of inverse floater in winch municipal bond is deposited

with special purpose vehicle SPY which issues in return the municipal inverse floater which is comprised of residual interest in the

cash flows and assets of the SPY plus proceeds from the issuance by the SPY of floating rate certificates to third parties This type of

municipal inverse floater generally includes the right to unwind the transaction by causing the holders of the floating rate certificates

to tender their certificates at par and returning the municipal inverse floater to the SPY us exchange for the original municipal bond If

the holder of the inverse floater exercises this right it would pay the par amount due on the floating rate certificates and exchange the

municipal inverse floater for the underlying municipal bond The SPV may also be
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terminated for other reasons as defined in its operative documents such as downgrade in the creditrating of the underlying municipal

bond payment failure by or the bankruptcy of the issuer of the underlying municipal bond the inability to remarket floating rate

certificates or the SPVs failure to obtain renewal of the
liquidity agreement relating to the floating rate certificates In the event of such

termination an investor such as Fund shall have the option but not the obligation to effect the economic equivalent of an unwind of

the transaction The holder of municipal inverse floater generally bears all of the investment risk associated with the underlying bond

Inverse floating
rate securities are subject to the nsks inherent in derivative instruments See Derivative Instruments herein

WVESTM ENT GRADE SECURI TI ES The Money Market Fund is permitted to invest in high quality short term inatnsments as

determined in accordance with the provisions of Rule 2a-7 under the 1940 Act Certain other Funds are permitted to invest in debt

securities rated within the four highest rating categories e.g Aaa Aa or Baa by Moodys Investors Service Inc Moodys
AAA AA or BBB by Standard and Poors Corporation SP or AAA AA or BBB by Fitch Inc Fitch or

if unrated securities of comparable quality as determined by the applicable sub-adviser see Appendix to this SAl for description of

applicable securities ratings These securities are generally referred to as investment grade securities Each rating category has within it

different gradations or sub-categories If Fund is authorized to invest in certain rating category the Fund is also permitted to invest in

any of the sub-categories or gradations within that sating category If security
is downgraded to rating category that does not qualit

for investment the sub-adviser will use its discretion en whether to hold or sell based upon its opinion on the beat method to maximize

value for shareholders over the long term Debt securities cunying the fourth highest rating eg Baa by Moodys BBB by SP and

BBB by Fitch and unruted securities of comparable quality as determined by sub-adviser are considered to have speculnuve

charncteristica with respect to the issuers continuing ability to meet principal and interest payments involve higher degree of risk and

arc more sensitive to economic change than higher mtcd sccunties

NVESTM ENT STRATEGY RI Investment strategy risk is the risk that if sub-advisers investment strategy does not

perforrir as expected Fund could uriderperfonu its peers or lose mousy There is no guarantee that Funds irrvestnierrt objective will be

achieved

NVESTM ENTS IN SUBS DIARY Certain Funds each may invest lathe shares of wholly owned and controlled subsidiary

organized in the Cayman Islands that invests primarily in commodity-related instruments each Subaidiaiy Investments in

Subsidiary are expected to provide each Fund with exposure to the commodity markets within the limitations of Subchapter of the

Code and recent Internal Revenue Service the IRS revenue rulings as discussed below Each Subsidiary is advised by HIFSCO sub-

advised by Wellington Management and managed pursuant to compliance pohcies and procedures that are tire same in all material

respects as the policies and procedures adopted by the Funds However unlike the Funds each Subsidiary may be concentrated in one or

more commodities and is not subject to diversification requirements Further each Subsidiary unlike the Funds may invest without

limitation in commodity-related instruments including conunodity-related fixtures swaps and other derivative instruments to enhance

return to hedge against fluctuations in commodity prices or as substitute for the purchase or sale of commodities Commodity-related

fixtures swaps and other derivative instruments have many of the same nsks as other derivative instruments Se Divative

Inatrumeritti above

Each Subsidiary is overseen by its own board of directors which is comprised of ofilcers of the Companies Each Fund is the sole

shareholder of its corresponding Subsidiary and shares of that Subsidiary will not be sold or offered to other investors The Funds will

likely invest primarily through the Subsidiaries to gain exposure to the commodity-related instruments in which the Subsidiaries invest

but the Funds also may invest directly in commodity-related instruments

The financial statements of each Subsidiary will he consolidated with the financial statements of its corresponding Fund in that

Funds Animal aid Semi-Annual Reports Each Funds Annual and Semi-Annual Reports are distributed to shareholders and copies of

Funds Annual Report are provided without charge upon request as indicated on the front cover of this SM

The Subsidiaries are not registered under the l91 Act and unless otherwise noted in the applicable Funds prospectus or this SAl

are not subject to the investor protection mechaniams or oversight regime of the 1940 Act However because each Fund wholly owns and

controls its Subsidiary and the Funds and Subsidiaries are both managed by HIFSCO itia unlikely that Subsidiary will take action

contrary to the interests of Fund and its sharehclders In addition changes in the laws of the United States andlor the Cayman Islands

could result in the inability of Fund andlor its Subsidiary to operate as described in the Funds prospectus and this SAl and could

adversely affect the Fund For example if Cayman Islands law changes such that Subsidiary which is not currently subject to income

corporate or capital gains tax estate duty isdieritance tax gift tax or withholding tax insist pay Caynian Islands taxes Fund shareholders

would likely suffer- decreased invesinrent returns

Fund as regulated investment company RIC under the tax rules is required to realize at least 90 percent of its annual gross

income from investment-related sources specifically
from dividends interest proceeds from securities lending gains from the sales of

stocks securities and foreign currencies other income including but not limited to gains from options fixtures or forward contracts

derived from investing in such stock securities or currencies or certain types of publicly traded partnerships collectively referred to as

qualiIing income Direct investments by RIG in commodity-related instruments generally do not under published IRS rulings

produce qualitying income However in series of private letter rulings the IRS has indicated that income derived by RIG from

wholly owned subsidiary invested in commodity and financial fixtures and option contracts forward

31

mhtmlfile/i\\netgearnas3\thta\ERISA\HARTFORD\COmPlaifltS Answer\Second Amen.. 11/7/2011

0001415



Prospectus Express Page 41 of 234

Case 111 -cv-Oi 063-RMB -KMW Document 35-3 Filed 11/14/Il Page 42 of 235 PagelD
2241

contracts swaps on commodities or commodities indices commodity-linked notes and fixed meome securities would constitute quah4mg
income Each affected Fund has received private letter ruling from the IRS contirmmg that income denved from the Funds mvestment

in its Subsidiary will constitute quaIifing income to the Fund

Each Subsidiary will not be subject to U.S federal income tax Each Subsidiary will however be considered controlled foreign

corporation and each Fund will be required to include as annual income amounts earned by its Subsidiary during the applicable year

Furthermore each Fund will be subject to the distribution requirement applicable to open-end management investment companies on such

Subsidiary income whether or not its Subsidiary actually makes distribution to the Fund during the taxable year

NVESTM ENTS EMERGING MARKET CURI TI ES Certain Funds may invest in securities of issuers that conduct their

principal business activities in or whose securities are traded principally on exchanges located in less developed counthes considered to

be emerging markets Emerging markets include those countries defined as emerging or developing by the World Bank the

International Finance Corporation or the United Nations Investing in emerging market securities involves not onlythe risks described

above with respect to investing in foreign securities but also other risks that may be more severe and pervasive than those present in

foreign countries with more developed markets Emerging markets are riskier than more developed markets because they tend to develop

unevenly and may never filly develop The value of Funds investments in emerging markets securities may be adversaly affected by

changes in the political economic or social conditions expropriation nationalization limitation on the removal of fluids or assets

controls tax regulations and other restrictions in emerging market countries In the past governments of such nations have expropriated

substantial amounts of private property and most claims of the property owners have never been filly settled There is no ussurunce that

such expropriations will not reoccur In such circumstances it is possible that Fund could lose the entire amount of its investments in the

effccted market

Some countries have pervasive corruption and crime that may hinder investments Certain emerging markets may also thee other

significant
internal or- external risks includissg die risk of war and etiusic religious and racial conflicts Funds emerging market

investusesits may introduce exposure to economic structures that are generally less diverse and mature then and to political systems that

can be expected Lo have less stability than those of developed counisies Other characteristics of esuesging markets Ihat may affect

investments include national policies that may restrict investment by foreigners in issuers or industries deemed sensitive to relevant

national interests and the absence of developed legal structures governing private and foreign investments and private property Also the

typically small size of the markets for securities of issuers located in emerging markets and the possibility of low or nonexistent volume

of trading in those securities may result in lack of liquidity and price volatility of those secunties In addition traditional measures of

investment value used in the Llinted States such as price to earnings ratios may not apply to certain small markets Also there may be

less publicly available information about issuers in emerging markets than would be available about issuers in more developed capital

markets and such issuers may not be subject to accounting auditing and financial reporting standards and requirements comparable to

those to which U.S companies are subject In addition to withholding taxes on investment income some countries with emerging markets

may impose differential capital gains taxes on foreign investors

In addition to the risks of foreign investing and the risks of investing in developing or emerging markets investments in certain

countries with recently developed markets and structures such as Nigeria Croatia and Russia implicate certain specific nsks Because of

the recent formation of these securities markets and the underdeveloped state ofthese countries banking systems settlement cleanng and

registration of securities transactions are subject to significant risks Share ownership is often defined and evidenced by extracts from

entries in companys share register but such extracts are neither negotiable instruments nor effective evidence of securities ownership

Further the registrars in these countries are not necessarily subject to effective state supervision or hcensed by any governmental entity

there is no central registration system for shareholders and it is possible for Fund to lose its entire ownership rights through fraud

negligence or mere oversight In addition while applicable regulations may impose liability on registrars
for losses

resulting
from their

errors it may he difficult for Fund to enforce any rights
it may have against the registrar or issuer ofthe securities in the event of loss of

share registration In Croatia these risks are limited to investments in securities that are not traded on the national stock exchange

However in other countries including Nigeria and Russia all securities investments are subject to these risks

RisKs of rweelrnaits in Rustia Fund mny invest portion of its assets in securities issued by companies located Russia

Because ofthe recent formation of the Russian securities markets as well as the underdeveloped state of Russias bunking system

settlement clearing and registration of sccurities transactions arc subject to aigniflcsnt risks Ownership of shares as defined according to

entries in the companys share register and normally evidenced by extracts from the register These extracts are not negotiable instruments

and are not effective evidence of securities ownership The registrars are not necessarily subject to effective state supervision nor are they

licensed with any goveriustental entity Also there is no central registration system for shareholders assd it is possible for Fwad to lose its

registration through fraud negligence or mere oversight While Fund will endeavor to ensure that its interesL contissucs to be

appropriately recorded either itself or duoughi cusLodian or other agent iasspectnsg the share register and by obtaining extracts of share

registers through regular confirmations these extracts have no legal enforceability and it is possible that subsequent illegal amendment or

other fraudulent act may deprive the Fund of its ownership rights or improperly dilute its interest In addition while applicable Russian

regulations impose liability on registrars for
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losses resulting from their errors it may be difficult for Fund to enforce any nghts it may have against the registrar or issuer of the

securities in the event ofloss of share registration While the Funds intend to invest directly Russian companies that use an mdependent

registrar there can be no assurance that such investments will not result in loss to Fund

LENDING PORTFOLIO SECURI TI ES Subject to its investment restrictions set foith under Investment Objectives and

Policies and subject to the Boards approval each Fund may from time to time lend portfolio
securities to broker-dealers and other

institutions as means of earning additional income If Fund security is on loan underthe lending agreement the borrower is required

to deposit cash or liquid securities as collateral at least equal to 100% of the market value of the loaned securities cash collateral is

invested for the benefit of the Fund by the Funds lending agent pursuant to collateral investment guidelines which must be approved by

the Funds Board of Directors The borrower is also required to pay the Fund any dividends or distributions accruing on the loaned

securities

Thind does not have the right to vote proxies for securities that are on loan hut in order to vote the proxies it may recall loaned

securities The Board of Directors has in the
past

and may in the future approve guidelines that define circumstances genemily those that

may have material effect on the Funds investment under which Fund security should be restricted from lending or recalled from

lending so that its proxies can be voted The Funds right to recall loaned securities for purposes of voting proxies may not be exercised

if for example the Board-approved guidelines did not require the security to be restricted from lending or recalled or if it is determined to

be in the best interests of the Fund not to restrict or recall the security in order instead to earn additional income on the loan For more

information about proxyvoting policiesand inatancesinwhith Fund ssub-actviser ray choose not to vote prades see Proxy Voting

Polities and Proceduree below

Fund is subject to certain risks while its securities are on loan including the following the risk that the borrower defaults on

the loan and the collateral is inadequate to cover the Funds loss iithe risk that the earnings on the collateral invested are not sufficient

to pay fees incurred in coruiection with die loan iiithe risk that the prisrcipal value of tIre collateral invested may decline iv the sisk

that the bon-owes
riray use tie loaned securities to cover short sale which uray in turn place downward pressure osi tIre market prices of

the loaned securities the risk that return of loasied securities could be delayed and interfere with portfolio suanageruesit decisions arid

vi the risk that any efforts to recall the securities for purposes of voting may not be effective

LI QUI DATI ON OF FUNDS The Board of Directors may determine to close and liquidate
Fund at anytime In the event of

the liquidation of Fund shareholders will receive liquidating distribution in cash or in-kind equal to their proportionate interest in the

fund Depending on shareholders basis in hiss or her Fund shares liquidating distribution may be taxable event to shareholders and

result in grin or loss for tax purposes

MARKET RISK Market risk is the risk that one or more markets in which Fund invests will go down in value mclodirig the

possibility that such markets will go down sharply and unpredictably Securities may decline in value due to the activities and financial

prospects of individual companies or to general market and economic movements and trends

CAP STOCK RISK Mid capitalization
stocks involve greater risks than those associated with larger more established

companies and may be subject to more abrupt or erratic price movements Securities of such issuers may lack sufficient market liquidity

to enable Fund to effect sales at an advantageous time or without substantial drop price These companies often have narrower

markets more limited operating or business histosy and more limited managerial or financial resources than larger more established

companies result their perfonnance can be more volatile and they face greater risk of business Ikilure which could increase the

volatility of Funds portfolio Generally the smaller the companys size the greater these nsks

MONEY MARKET NSTRUM ENTSAND TEMPORARY NVESTM ENT STRATEGI ES Each Fund may hold cash and invest

in money market instruments at any time Each Fund may invest significant portion of its assets in cash and high quality money market

instruments when its sub-adviser subject to the overall supervision ofFllFSCO deems it appropnate and may invest np to 100% of its

total assets in cash or money market instruments for temporary defensive purposes

Money market instruments include but are not limited to bunkers acceptances obhgntions of govenunents whether U.S

or foreign and their agcncics and instrumentalities short-torm corporate obligations including commercisil paper notcs and bonds

other short-term debt obligations obligations of U.S banks foreign branches of U.S banks Eurodollars U.S branches and

agencies of foreign banks Yankee dollars and foreign branches of foreign banks asset-barked secunties and repurchase

agreements Each Fund may also invest in Money Market Fund or iii another registered money asarket fluid that invests in money

market instruments as penniltedby regutations adopted iuidei tIre 1940 Act

The Money Market Fund may invest in cash and high quality money market instruments at any time in accordance with its

investment objective and strategies

ORTGAGE-RELATED SECURITIES The mortgage-related securities in which certain Funds may invest include interests in

pools of mortgage loans made by lenders such as savings and loan institutions mortgage bankers commercial banks vanous

governmental govermnent-related and private organizations and others the Funds may also invest in similarmortgage-related securthea

that provide funds for multi-family residences or commercial real estate properties

33

mhtmlflle./A\netgearnas3\data\ERISA\HARTFORD\ComPlmfltS Answer\Second Amen.. 11/7/2011

0001417



Prospectus Express Page 43 of 234

Case 111-cv-01083-RMB-KMW Document 35-3 Filed 11/14/Il Page 44 of 235 PagelD
2243

Mortgage-related securities are subject to certain unique risks Generally nsing interest rates tend to extend the duration of fixed

rate mortgage-backed securities making them more sensitive to changes in interest rates As result in period of nsmg mterest rates if

Fund holds mortgage-backed securities it may exhibit additional volatility This is known as extension nsk In addition adjustable

and fixed rate mortgage-backed securities are subject to prepayment risk When interest rates decline borrowers may pay off their

mortgages sooner than expected This can reduce the returns of Fund because the Fund may have to reinvest that money at lower

prevailing interest rates Mortgage-related securities are also subject to the risk that the underlying loans may not be repaid The value of

mortgage-related securities can also be significantly
affected by the markets perception of the issuers and the creditworthiness ofthe

parties involved

The yield characteristics of mortgage securities differ from those of traditional debt securthes Among the major differences are

that interest and principal payments are made more frequently on mortgage secunties usually monthly and that pnncipal may be prepaid

at anytime The risks associated with prepayment and the rate at which prepayment may occur are mfiuenced by variety of economic

geographic demographic sooial and other factors including interest rate levels changes in housing needs net eqnity built by mortgagors

in the mortgaged properties job transfers and unemployment rates

Mortgage seouriries differ from conventional bonds in that principal is paid back over the life of the mortgage securities rather than

at maturity As result the holder of the mortgage securities e.g Fund receives monthly scheduled payments of principal and interest

and may receive unscheduled principal payments representing prepsyments on the underlying mortgages When the holder reinveets the

payments and uny unscheduled prepayinents of principal it receives it may receive rate of interest which is lower then the rate on the

existing mortgage securities For this reason mortgage securities are less effective than other types of U.S Government secunties as

moans of locking in long-term interest rates

Mortgage-related securities may be composed of one or more classes and may be structured either as pass-through securities or

collateralized debt obligations Multiple-class iuortgage-related securities are referred to herein as CMOs Some CMOs are directly

supported by oilier CMOs which in turn are supported by iuortgage pools Investois typically
receive payments out of the interest and

psisicipal on the underlying mortgagee which payments and the
priority

thereof are deLennined by LIme specific lenns of the CMO class

CMOs involve special risks and evaluating them requires special knowledge

CMO classes may be specially stractured in manner that provides any of wide variety of investment characteristics such as

yield effective maturity and interest rate sensitivity As market conditions change however and particularly during penods of rapid cr

unanticipated changes in market interest rates any given CMO structure may react differently
from the way anticipated and thus affect the

Funds portfolio
in different and possibly negative ways Market changes may also result in increased volatility in market values and

reduced liquidity

Certain classes of CMOs and other mortgage-related securities are structured in manner that makes them extremely sensitive to

changes in prepayment rates such as interest-only 10 and principal-only PC classes lOs are entitled to receive all or portion of

the interest but none or only nominal amount of the principal payments from the iinderhyiag mortgage assets If the mortgage assets

underlying an 10 experience greater than anticipated principal prepayments then the total ameunt of interest payments allocable to the 10

class and therefore the yield to investors generally will be reduced In some instances an investor in an IC may fail to recoup all of his or

her initial investment even if the security is govermnent issued or guaranteed or rated AAA or the equivalent Conversely P0 classes are

entitled to receive all or portion of the principal payni eats but none of the interest from the underlying mortgage assets P0 classes are

purchased at substantial discounts from par and the yield to investors will be reduced if principal payments are slower than expected

Inverse floating rate CMOs which pay interest at rate that decreases when specified index of market rates increases and vice versa

also maybe extremely volatile If the Funds purchase mortgage-hacked seosrihies that are subordinated to other interests in the same

mortgage pool the Fund may only receive payments after the pools obligations to other investors have been satisfied For example an

unexpectedly high rate of dethults on the mortgages held by mortgage pool may limit substantially the pools ability to make payments

of principal or interest to holders of the securities which would thus reduce the values of the securities or in some cases render them

worthless The Funds may invest in mortgage-backed securities issued by the U.S Government U.S Government Saurities Risk

beIov To the extent Fund invests in mortgage-backed securities offered by non-governmental issuers such as commercial banks

ravings and loan institutions private mortgage insurance companies mortgage bankers and other secondary market isiuers the Fund may

be subject to additional risks Timely payment of intcrcst and principal of non-goverrunental issuers are supported by various forms of

private insurance or guarantees including individual loan title pool and hazard insurance purchased by the issuer There can beno

assurance that the private insurers can meet their obligations under the policies An unexpectedly high rate of defaults on the mortgages

held by mortgage pool may adversely affect die value of mortgage-backed security and could result in losses to Fund The nsk of

such defaalts is generally higher iii die case ofniortgage pools that include subpnnie raortgages Sebprieae muoilgages refer to loans made

to borrowers with weakened credit histories oi with lower capacity lo raake timely payeaents on their mortgages

MUNICIPAL SECURITIES Municipal securities primarily include debt obligations of the states and their agencies universities

boards authorities and political subdivisions e.g cities towns counties school districts authorities and commissions which are issued

to obtain funds for public purposes including the construction or improvement of range of public facilities such as airports bridges

highways hospitals housing jails mass transportation nursing homes parks public buildmgs recreational facilities school facilities

streets and water and sewer works Municipal securities may also be issued for other public purposes such as the refunding of oetstandrng

obligations the anticipation
of taxes or state aids the payment ofjudgments the funding of
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student loans community redevelopment district heating the purchase of street maintenance and firefighting equipment or any authonzed

corporate purpose of the issuer except for the payment of current expenses Certain types of industnal development or pnvate activity

bonds may be issued by or on behalf of public corporations to finance privately operated housing facilities air orwater pollution control

facilities and certain local facilities for water supply gas electricity or sewage or solid waste disposal In addition structured secunties

such as tobacco bonds may be issued by municipal entities to securitize future payment streams Such obligations are included within the

term municipal securities if the interest payable thereon is in the opinion of bond counsel exempt from federal income taxation but note

that municipal securities may include securities that pay interest income subject to the Alternative Minimum Tax

The two principal classifications of municipal securities are general obligation bonds and limited obligation or revenue bonds

General obligation bonds are obligations payable from the issuers general unrestricted revenues and not from any particular
fund or

revenue source The characteristics and methods ofenforcement of general obligation bonds vary according to the laws applicable to the

particular issuer Limited obligation bonds are payable only from the revenues derived from particular facility or class of facilities or in

some cases from the proceeds of specific revenue source such as the user of the facility
Industrial development bonds are in most

cases limited obligation bonds payable solely from specific revenues pledged to payment of the bonds of the project to be financed The

credit quality ofindusuial development bonds is usually directly related to the credit standing of the user ofthe facilities or the credit

standing of third-party guarantor or other credit erthancement participant if any There are of course variations in the quality of

municipal securities both within
particular

classification and between classifications depending on various factors see Appendix of

this SAl The yields on municipal securities are dependent on variety of factors including general money market conditions the

financial condition of the issuer general conditions of the municipal securities market the size of the particular offering the matunty of

the obligation and the rating of the issue The ratings of the various rating agencies represent their opinions as to the quality of the

municipal securitics which thcy undortakc to rate Howcvcr thc
ratings arc gcncml not sbsolutc standards of quality Coascquently

municipal securities of the same maturity interest rate and rating may have different yields while municipal securities ofthe same

maturity and interest rate with different ratings may have the same yield

Municipal secuuities risks include the ability
of tire issuer to repay the obligation the relative lack of iuifonuatious about cntain

issuers ofmunicipal securities and he possibility of futiue legislative changes that could alTeci the niarket for and valise of municipal

securities These risks also include

General Oh Igatlon Bonds RISc The frill faith credit and taxing power of the municipality that issues general obligation bond

secures payment of interest and repayment of principal Timely payments depend on the issuers credit quality ability to raise tax

revenues and ability to maintssn an adequate tax base

Rewenueor Limited Obligation Bonds RiSc Payments of interest and
principal on revenue bonds are made only from the

revenues generated by particular facility class of facilities or the proceeds of special tax or other revenue source These payments

depend on the money earned by the particular facility or class of facilities or the anuountofrevenues derived from another source

Private Activity or Industrial Deelopnent Bonds Risk Municipalities and other public authorities issue private activity bonds

to finance development of industrial facilities for use by private enterprise The private enterpnse pays the principal and interest on the

bond and the issuer does not pledge its frill faitlt credit and taxing power for repayment If the private enterpnse defaults on its payments

the Fund may not receive any income or get its money back from the investment

Moral Obligation Bonds Ri Sc Moral obligation bonds are generally issued by special purpose public authorities of state or

municipality If the issuer is unable to meet its obligations repayment of these bonds becomes moral commitment but not alegal

obligation of the state or municipality

Municipal Notes RI sic Municipal notes are shorter term municipal debt obligations They may provide mtenm financing in

anticipation of and are secured by tax collection bond sales or revenue receipts If there is shortfall in the anticipated proceeds the

notes may not be frilly repaid and Fund may lose money

Municipal Lease Oh igatiors Risks In municipal lease obligation the issuer agrees to make payments when due on the lease

obligation Thc issuer will generally appropriate municipal fluids for that purpose but is not obligated to do so Although tho issuer does

not pledge its unlimited taxing powrr for payment of the lease obligation the lease obligation is secured by the leased property However

if the issuer does not fulfill its payment obligation it may be difficult to sell the property and the proceeds of sale may not cover Funds

loss

As fandamnerulal policy Municipal Real Return Feud will not invest more than 25% of us total assets iii b.ruited obligation bonds

payable only from revenues derived from facilities or projects within single industiy For purposes of this restriction utility companies

gas electric water and telephone companies will be considered separate industries Also municipal bonds refunded with U.S

Government securities will be treated as investments in U.S Government securities and are not sublect to this 25% fundamental policy or

the 5/s diversification requirement of the 1940 Act Such refunded municipal bonds will however be counted for purposes of the policy

that Municipal Real Return Fund must invest at least 80% of the value of its assets in investments the income from which us exempt from

federal income tax Under this policy assets means net assets plus the amount of any bourowings for investment purposes
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For the purpose of diversification under the 1940 Act identitring the issuer ofa municipal secunty depends on the terms of the

security If state or political
subdivision of such state pledges its flail faith and credit to payment of secunty the state or the political

subdivision will be deemed the sole issuer of the security If the secunty is backed only by the assets and revenues of an agency authonty

or instrumentality of the state or political subdivision but not by the state or political
subdivision itself such agency authority or

instrumentality will be deemed to be the sole issuer Similarly if the secunty is backed only by revenues of an enterpnse or specific

projects
of the state political subdivision or agency authority or instrumentality e.g utility revenue bonds and the full faith and credit

of the governmental unit is not pledged to the payment thereof such enterpnse or projects will be deemed the sole issuer In the case of an

industrial development bond if the bond is backed only by certain revenues to be received from the non-governmental user of the project

financed by the bond such non-governmental user will be deemed to be the sole issuer If however in any of the above cases the state

the political
subdivision or some other entity guarantees security and the value of all securities issued or guaranteed by the guarantor and

owned by Fund exceeds be/i of the value of the Funds total assets the guarantee will be considered separate security and will be

treated as an issue of the guarantor

Municipal bonds are traded in the over-the-counter market among dealers and other large institational investors which together

with the broader fixed-income markets began in the latter months of 2008 to experience increased volatility
and decreased liquidity in

response to challenging economic conditions and credit tightening Ifmsrket liquidity decreases Fund may not be able to sell bonds

readily at prices reflecting the values at which the bonds are carried on the Funds books

NEW FUND RI 813 Emerging Markets Local Debt Fund Emerging Markets Research Fund end World Bond Fund are new

Funds with limited operating histoiy which may result in additional nsk There can be no assurance that these new Funds will grow to or

maintain an economically viable size in which oasc the Board of Directors may detcrmine to liquidate one or morc of these Funds While

shareholder interests will be the paramount consideration the timing of any liquidation may not be favorable to certain individual

shareholders

NON-D VEREI Fl CATI ON RISK Certain Funds are non-diversified wInch nieniis they are permitted to invest more of their

assets in fewer issuers than diversified fund Titus Fund may be snore exposed to the nsks associated with and developiaeiits

affecting an individual issuer than find that invests more widely non-diversified Fund may also be subject to greater market

fluctuation and price volatility than more broadly diversified find

OTHER CAPI TAL SECURI TIES Other capital securities encompass group of instruments refereed to in capital
markets as

Hybrids lier and lier and lRUPS These securities give issuers fiexitality in managing their capital structure Ihe features

associated with these securities are predominately debt like in that they have coupoas pay interest and in most cases have final stated

maturity There are certain features that give the companies flncibility not commonly found in fixed income securities which include but

are not limited to deferral of interest payments under certain conditions and subordination to debt securities in the event ofdefault The

deferral of interest payments even for an extended period of time is generally not an event of default and the ability of the holders of

such instruments to accelerate payment is generally more limited than with other debt securities

OTHER NVESTM ENT COM PANI ES Certain Funds are permitted to invest in other Hartford Funds and/or investment

companies sponsored by other find thniilies including investment companies that may not be registered under the 1940 Act such as

holding company depositoiy receipts FIOLDRs and ETFs The funds of finds are permitted to invest in combination of other

Hartford mutual finds the Underlying Funds arid ETFs as part of their principal investment strategies Securities in certain countnes are

currently accessible to the Funds only through such investments Investment in ether investment companies is limited in amount by the

1940 Act and will involve the indirect payment by the Funds of portion of the expenses including advisory fees of such other

investment companies

Generally Fund other than find of finds with respect to the Underlying Funds will not purchase securities of an investment

company if as result lmore than 10% of the Funds total assets would be invested in sscunties ofotherinvestinentcomparues

such purchase would result in more than 3% of the total outstanding voting securities of any such investment company bemg held by

the Fund or more then 5% of the Funds total assets would be invested in any one such investment company

PREFERRED STOCK RISK The prices end yields of nonconvertible preferred stocks generally move with changes in interest

rates and the issuers credit quality similar to debt securities The value of convertible preferred stocks varies in response to many factors

including for example the value of the underlying equity securities general market and economic conditions and convertible market

valuations as well as changes in interest rates credit spreads and the credit quality of the issuer

QUANTITATIVE INVESrI NO RISK Certain Funds siiay use quantitative analysis tecin.iques to nianage all or postmen of the

Funds portfolio The value of securities selected using quantitative analysis can react differently to issuer political
market and economic

developments from the market as whole or securities selected using only fundamental analysis The factors used in quantitative analysis

and the weight placed on those factors may not be predictive of securitys value In addition factors that affect securitys value can

change over time and these changes may not be reflected in the quantitative model

REAL ESTATE RELATED SECURITIES RI SKS The main risk of real estate related securities is that the value of the

underlying real estate nay go down Many factors may affect real estate values including the general and local economies the amount of

new construction in
particular area the laws and regulations including zoning and tax laws affecting real estate and the costs of

owning maintaining and improving real estate The availability of mortgages and changes in interest rates may also affect real
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estate values Further the real estate industry is particularly sensitive to economic downturns If Funds real estate related investments

are concentrated in one geographic area or in one property type the Fund will be particularly subject to the nsks associated with that area

or property type

In addition to th.e risks surrounding real estate related securities such as declme in property values due to increasmg vacancies

decline in rents resulting from unanticipated economic legal or technological developments or decline in the pnce of securities ofreal

estate companies due to failure of borrowers to pay their loans or poor management investments in real estate investment trusts

RUTs involve unique risks REDs are pooled investment vehicles that invest primanly in income-producing real estate or real estate

related loans or interests Like registered investment companies such as the Funds REITs are not taxed on income distributed to

shareholders so long as they comply with several requirements of the Code Investing in REITs involves certain nsks REITS may have

limited financial resources may trade less frequently and in limited volume and be more volatile than other secunties REITs are also

subject to additional risks such as poor performance by the manager of the REIT adverse changes to the tax laws or fiuilure by the RUT

to qiialifl for tax-free pass-through ofincome nnder the Code the risks of financing projects heavy cssh flow dependency default by

borrowers and self-liquidation In addition some REITs have limited diversification because they invest in limited number of

properties narrow geographic area or single typo of property REIT may bo affected hy changes in the value of the underlying

property owned by such REIT or by the quality of any credit extended by the REIT Also the organizational documents of REIT may

contain provisions that make changes in control of the REIT difficult and time-consuming Because REITs are pooled investment vehicles

that have expenses of their own the Fund will indirectly
bear its proportionate share of those expenses REITS are also subiect to interest

rate risks

RECENT FIXED INCOME MARKET EVENTS The fixed income murketa hevc recently experienced period of extremc

volatility that has negatively impacted broad range of mortgage- and asset-backed and other fixed income securities mcluding those

rated investment grade the U.S and international credit and intcrbank money markets generally and wide range of financial institutions

aiid markets aaset classes and sectois As result fixed inconie instrumuents are experiencing reduced liquidity inerensed price volatility

credit downgrades and imicreased likelihood of default Domestic and international equity markets have also been experiencing heightened

volatility and turnicil thai has particularly
aflected issuers with exposuie lo the real estate nmortgage and credit nmarkeLs Dining times of

market tunnoil investors tend to look to the safeiy of securities issued or backed by the U.S Treasury causing the prices of these

securities to rise and their yields to decline These events as well as continuing market upheavals may have an adverse effect on the

Funds

Un September 20LS the Federal Housing Finance Agency FHFA placed Federal National Mortgage Association FI MA
and Federal Home Loan Mortgage Corporation FHLMC into conservatorship As the conservator FHFA succeeded to all nghts

titles powers and
privileges

of FNMA and FHLMC and of any stockholder officer or director of FNMA and FHLMC with respect to

FNMA and FHLMC arid the assets ofFNMA and FHLMC FHFA selected new chief executive officer and chainnan of the board of

directors for each of FNMA and FHLMC On September 72008 the U.S Treasury announced three additional
steps

taken by it in

connection with the conservatorship First the U.S Treasury entered into Senior Preferred Stock Purchase Agreement with each of

FNMA and FHLMC under which the U.S Treasury agreed to purchase up to an aggregate ofSlCO billion of each of FNMA and FHLMC

to maintain positive net worth in each enterprise This agreement contains various covenants that severely limit each enterprises

cperations In exchange for entering into these agreements the U.S Treasury received SI billion of each enterpnse senior preferred

stock and warrants to purchase 79.9% of each enterprises common stock Second the U.S Treasury announced the creation of new

secured lending facility to be available to each of FNMA and FHLMC as liquidity backstop Third the U.S Treasury announced the

creation of temporary program to purchase mortgage-backed securities issued by each of FNMA and FHLMC Both the liquidity

backstop and the mortgage-backed securities purchase program expired in December 2009 FNMA and FHLMC are continuing to operate

as going concerns while in conservatorship and each remain liable for all of its obligations incinding its guaranty obligations associated

with its mortgage-hacked secnnties

Under the Federal Housing Finance Regulatory Reform Act of 2008 the Reform Act which was included as part
of the

Housing and Economic Recovery Act of 2008 FHFA as conservator or receiver has the power to repudiate any contract entered into by

FNMA or FHLMC prior to FHFAs appointment as conservator or receiver as applicable if FHFA determines in its sole discretion that

performance of the contract is burdensome and that repudiation of the contract promotes the orderly admmistration of FNM.s or

FHLMCs affairs Thc Reform Act rcqinrcs FHFA to cxcrcise its right to repudiate any contract within reasonable period of time aflurr

its appointment as conservator or receiver FHFA in its capacity as conservator has indicated that it has nc intention to repudiate the

guaranty obligations of FNMA or FIILMC because FIIFA views repudiation as incompatible with the goals of the conservatorship

However in the event that FHFA as conservator or if it is later apponited as receiver for FNMA or FHLMC were to repudiate any such

guam-arity obligation the conservmmiorsldp or receivership estate as applicable woald be liable for actual direci corupensatoiy dronages in

accordance wills the provisions of the Refonn Act Any such liability coald be satisfied osdy to the extent of FNMAs or FHLMCs assets

available therefor In the event of repudiation the payments of interest to holders ofFNMA or FHLMC mortgage-backed secunties would

be reduced if payments on the mortgage loans represented in the mortgage loan groups related to such mortgage-backed secunties are not

made by the borrowers or advanced by the servicer Any actual direct compensatory damages for repudiating these guaranty obligations

may not be sufficient to offset any shortfalls experienced by such mortgage-backed secunty holders Further in its capacity as conservator

or receiver FHFA has the right to transfer or sell any asset or liability
ofFNMA or FHLMC without any approval assignment or consent

Although FUFA has stated that it has no present intention to do so if Fri FA as conservator or receiver were to transfer any such guaranty

obligation to another party
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holders of IN MA or Fl-ILMC mortgage-backed securities would have to
rely on that party for satisfaction of the guaranty obligation and

would be exposed to the credit risk of that party

In addition certain
rights provided to holders of mortgage-backed securities issued by FNMA and FHLMC under the operative

documents related to such securities may not be enforced against FHFA or enforcement of such rights may be delayed dunng the

conservatorship or any future receivership The operative documents for FNMA and FHLMC mortgage-backed securities may provide or

with respect to securities issued prior to the date of the appointment of the conservator may have provided that upon the occurrence of an

event of default on the part ofFNMA or FI-ILMC in its capacity as guarantor which includes the appointment of conservator or

receiver holders of such mortgage-backed securities have the right to replace FNMA or FI-ILMC as trustee if the requisite percentage of

mortgage-backed securities holders consent The Reform Actprevents mortgage-backed security holders from enforcing such rights if the

event of default arises solely because conservator or receiver has been appointed The Reform Act also purvides that no person may

exercise any right or power to terminate accelerate or declare an event of default under certain contracts to which FN MA or FFILMC is

party or ohtain possession of or exercise control over any property of FNMA or FHIMC or affect any contractual rights of FNMA or

FHLMC without the approval of FHFA as conservator or receiver for period of 45 or 90 days following the appointment of FHFA as

conservator or receiver respectively

REPURCHASE AND REVERSE REPURCHASE AC3REEM ENTS repurchase agreement is an agreement between two

parties whereby one party sells the other security at specified price with commitment to repurchase the security later at an agreed-

upon price date and interest payment reverse repurchase agreement is term used to describe the opposite side of repurchase

transaction The party that purchases and later resells security is said to perform repurchase the other party that sells and later

rcpurchascs accurity
is said to perform reverse repurchase Each Fund is permitted to enter into fully

collatcralizcd rcpurchase

agreements Each Companys Board of Directors has delegated to the sub-advisers the responsibility of evaluating the creditworthiness of

the banks and securities dealers with which the Funds will engage in repurchase agreements The sub-advisers will monitor such

transactions to ensure that the value of underlying collateral will be at least equal to the total amount of the repurchase obligation as

required by the valuation provision oftlie repurchase agrreauent including the accrued interest Repurchase agreements carry the risk that

the isiarket value of the securities declines below lIre repurchase puce Fand could also lose money if it is unable to rewer the

securities and the value of the collateral held by the Fund is less than the value of the securities In the event the borrower commences

bankruptcy proceedings court may characterize the transaction as loan Ifs Fund has not perfected security interest in the underlying

collateral the Fund may be required to return the underlying collateral to the borrowers estate and be treated as an unsecured creditor As

an unsecured creditor the Fund could lose some or all of the principal and interest involved in the transaction Reverse repurchase

agreements are type of borrowing that may increase the possibitity of fluctuation ma Funds net asset value

RESTRI CTED SECURITIES Fund may invest in securities that are not registered under the Securities Act restricted

securities Restricted securities may be sold in private placement transactions between issuers and their purchasers and may be neither

listed on an exchange nor traded in other established markets In many cases privately placed securities may not be freely transferable

under the laws ofthe applicable jurisdiction or due to contractual restrictions on resale As result of the absence of public trading

market privately placed securities may be less liquid and more difficult to value than publicly traded securities To the extent that

privately placed securities may be resold in privately negotiated transactions the prices realized from the sales due to illiquidity could be

less than those originally paid by the Fund or less than their fair market value In addition issuers whose securities are not publicly traded

may not be subject to the disclosure and other investor protection requirements that may be applicable if their securities were publicly

traded If any privately placed securities held by Fund are required to be registered under the securities laws of one or more jurisdictions

before being resold the Fund may be required to bear the expenses of registration Certain of the Funds investments in private placements

may consist of direct investments and may include investments in smaller less seasoned issuers which may involve greater risks These

issners tray have limited product lines markets or financial resources or they maybe dependent on limited management group in

making investments in such securities Fund may obtain access to mstenal nonpublic information which may restrict the Funds ability

to conduct portfolio transactions in such securities

Some of these securities are new and complex and trade only among institutions the markets for these securities are stall

developing and may not function as efficiently as established markets Owning large percentage of restricted securities could hamper

Funds ability to raise cash to meet redemptions Also because there may not be an estabhshed market price for these securities the Fund

may have to estimate their value which means that their valuation and to much smaller extent the valuation of the Fund may have

subj active element Transactions in restricted securities may eatail registration expense and other transaction costs that are higher than

those for transactions in unrestricted securities Where registration
is required for restricted seeunties considerable tune period may

elapse between the time die Fund decides to sell the security and die time it is actually pernsitted to sell the security under art effective

registration statement If druing such period adverse market conditions were to develop the Fund might obusisi less favorable pricing

ternrs ihal when it decided to sell tIre security Fund may purclrase securities that may have resluietions oat transfer or resale including

Rule 144A securities and Regulation securities Depending upon the circumstances Fund may only be able to sell these securities in

the United States if an exemption from registration under the federal and state securities laws is available or may only be able to sell these

securities outside of the United States such as on foreign exchange These securities may either be determined to be liquid orahhiquid

pursuant to policies and guidelines estabhshed by the respective Companys Board of Directors

mhtmlfile/A\netgearnas3\data\ERISA\HARTFORD\COmPlallltS Answer\Second Amen.. 11/7/2011

0001423



Prospectus Express Page 49 of 234

Case 111 -cv-Oi 083RMB -KMW Document 35-3 Filed 11/14/Il Page 50 of 235 PageD
2249

CURI TI ES TRUSTS Certain Funds may invest in securities trusts which are investment trust vehicles that maintain portfolios

comprised of underlying debt securities that are generally unsecured These instruments are purchased in the cash markets and vary as to

the type of underlying security but include such nnderlying securities as corporate investment grade and high yield bonds and credit

default swaps Examples include TRAINS TRACERS CORE and funded CDX Holders of interests in these structured notes receive

income from the trusts in respect of principal or interest paid on the underlying securities By investing in such notes Fund will

indirectly bear its proportionate share of any expenses paid by such notes in addition to the expenses of such Fund

Investinent.s in these structured products are subject to the same risks that would be associated with direct investments the

underlying securities of the structured notes These risks include substantial market price volatility resulting from changes in prevailing

interest rates default or bankruptcy of issuers of the underlying securities subordination to the prior claims ofban.ks and other senior

lenders in the case of default and early repayment by issuers during periods of declining interestrates because of mandatory call or

redemption provisions In addition structured note products may have difficulty disposmg of the underlying securities becanse of thin

trading
markets

SHORT SALES AND LEVERAGE RISK Certain Funds may make short sales of seouritiee either as hedge against potential

declines in the value of security or to realize appreciation when secunty the Fund does not own declines in value When Fund makes

short sale it sells borrowed security typically from broker or other institution Fund may have to pay fee to borrow particular

securities and is often obligated to torn over any payments received on such borrowed securities to the lender of the secunties i.e the

broker or other institution Fund may not always be able to borrow the security at particular
time or at an acceptable price so there is

risk that the Fund may be unable to implement its investment
strategy

due to among other reasons the lack of available stocks

After selling the borrowed security Fund is obligated to cover the short sale by purchasing and returning the security to the

lender Fund will incur loss as result of short sale if the price ofthe security increases between the date of the short sale and the

date on which the Fund replaces the borrowed security As such if Fund makes short sales iii securities that increase iii value it will

likely underperfonii siusilarniutual funds that do riot make short sales iii securities Fund would realize again oss short sale if the

secuiiLy declines in price between the date of the short sale arid the date the Fund replaces the security Further the araouril of any gain

will be decreased and the amount of any loss increased by the amount of the premium dividends interest or expenses the Fund may be

required to pay to the lender in connection with the short sale There can be no assurance that Fund will be able to close out short sale

position at any particular time or atan acceptable price Although Funds gain is limited to the price at which it sold the security short

its potential loss is limited only by the maximum attainable price of the security less the price at which the security was sold and thus

could be unlimited In certain cases purchasing security to cover short position can itself cause the pnce of the
security

to nsc tbrther

thereby exacerbating the loss

Until Fund replaces security sold short it is required to maintain segregated account of cash or liquid assets to cover its short

position Securities held in segregated account cannot be sold while the position they are covering is outstanding unless they are

replaced with similarsecurities The Fund must also maintain sufficient liquid assets less any additional collateral held by the

broker/lender to coves the short sale obligation This may limit the Funds investment flexibility and its ability to meet redemption

requests or other current obligations

Fund may take short position in security at the same nine that other accounts managed by the Funds sub-adviser take long

position in the same security or take long position in security at the same time that other accounts managed by the Funds sub-adviser

take short position in the same security In addition Fund may from time to time take long or short position in particular equity

security while simultaneously taking the opposite position with respect to an ETF that includes such particular equity secunty as

constituent ETFs are baskets of securities that like stocks trade on exchanges such ax the American Stock Exchange and the New York

Stock Exchange These and other transactions undertaken on behalf of other accounts managed by Funds sub-adviser may have the

effect of diluting or otherwise disadvantaging the values prices or investment strategies of particular Fund

Certain regulators in various countries throughout the world including the United States may from time to time impose limits or

prohibitions on short sides of certain companies e.g financial institutions These prohibitions which may be temporary could inhibit

the ability of Fund to sell securities thort as part of its investment strategy

Fund employs form of leverage when it invests the proceeds it receives from selling securities short The use of leverage may
increase Funds exposure to long equity positions magnifr any change positive or negative in the Funds net asset value and result in

increased volatility of returas There is 110 guarantee that any Fund will leverage its portfolio or if it does that its leveraging strategy will

be successful Fund carotot guarantee thai the use of leverage will produce higher return on ass mvestsrsent and the use of short sales

may result iii the underperfomuance of the Fiusd relative to broad market indices

StIALL CAPt TALIZATI ON SEGURI TI ES Certain Funds may invest in equity securities including securities issued in initial

public offerings of coinparties with smaller market capitalizations Because the issuers of small capitalization securities tend to be smaller

or less weil-establishedL companies they may have limited product lines market share or financial resources may have less historical data

with respect to operaticsns
and management and may be more dependent on limited number of key employees As result small

capitalization secunties are often less marketable than securities of larger ormore well-established companies 1-listoncally small market

capitsliration
stocks arid stocks of recently organized companies are sulect to increased price volatility
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due to less certain growth prospects iilower degrees of liquidity in the markets for such stocks iiithin trading that could result in

the stocks being sold at discount or in small lots over an extended period of tune iv limited product lines markets or tinancial

resources dependence en few key management personnel and vi increased
susceptibility to losses and bankruptcy and increased

transaction costs

VEREI GN DEBT Investments insovereign debt involve special nsks The issuer of the debt or the goveminental authorities

that control the repayment of the debt may be unable or unwilling to repay principal or interest when due in accordance with the terms of

such debt and Fund may have limited legal recourse in the event of default Countries such as those in which Fund may invest have

historically experienced and may continue to experience high rates of inflation high interest rates exchange rate trade difficulties and

unemployment Some of these countries are also characterized by political uncertainty or instability Additional factors that may
influence the ability or willingness to service debt include but are not limited to countiys cash flow situation the availability of

sufficient foreign exchange on the date payment is due the relative size of its debt service burden to the economy as whole and its

governments policy towards the International Monetary Fimd the World Bank and other intamalional agencies If government entity

defaults it may ask for more time in which to pay or for further loans There is no legal process for collecting sovereign debt that

government does not pay and there are no bankruptcy proceedings through which sll or part of the sovereign debt that govenunental

entity has not repaid may be collected Additionally the financial markets have recently seen an increase in volatility and adverse trends

due to uncertainty surrounding the level and sustainability of sovereign debt of certain countries that are part of the European Union

including Greece Spain Ireland Italy and Portugal This has adversely affected the exchange rate of the euro and may continue to

significantly affect every country in Europe Outside of the European Union Iceland has also experienced adverse trends due to high debt

levels und excessive lending

Fund may have difficulty disposing of certain sovereign debt obligations because there may be limited
trading market fcr such

securities Because there is no liquid secondary market for many of these securities the Funds anticipate that such securities could be sold

only to limited number of dealers or institutional investors The lack of
liquid secondary market may have an adverse impact oii the

in aiket price of such securities and Funds ability to dispose uf particular issues when necessary to meet its
liquidity

needs or in response

to specific ecosiumic event such as delerionstion in the creditwonilnissess of the isasei The lack of liquid secondary market for certain

securities also may make it more difficult for Fund to obtaln accurate market quotations for purposes of valuing its
portfolio

and

calculating its net asset value also Foragn nveatmeint atxwe

STRUCTU RED SECURI TI ES Because structured securities of the types in which Fund may invest typically involve no credit

enhancement their credit mek is generally equivalent to that of the underlying instruments Certain Funds are permitted to invest in classes

of structured secumues that are either subordmatcd or unsubordinated with respect to the right to payment of another class Subordinated

structured securities typically have higher yields and present greater risks than unsubordinated structured securities Structured securities

are typically sold in private placement transactions and there currently is no active trading market for structured eecurities Certain issuers

of such securiues may be deemed to be investment companies as defined in the 1940 Act Therefore Funds investment in structured

securities may be limited by certain investment restrictions contained therein

TARGET DATE ALLOCATI ON RISK Certain Funds are designed to provide portfolio asset allocation that becomes

increasingly focused on fixed income mvesunents and decreasingly focused on equity investments as the target retirement year

approaches Therefore the further away Fund is from its target year the higher the percentage of equity investments it will hold and the

more aggressive its investment
strategy and volatile its portfolio may be considered Conversely the closer Fund is to its target year the

higher the percentage of fixed income investments it will hold generally providing more conservative investment approach

TAXABLE NCOM RISK Taxable income risk is the risk that Fund msy invest in securities or other instruments That prodnce

income subject to income tax ineluidiug the Altemative Minimum Tax

TRACKING ERROR RI 9K Funds performance may not match or correlate with that of the index it seeks to mimic either on

daily or aggregate basis Factors such as cash flows Fund ezpenses imperfect correlation between the Funds portfolio and the

component securities of the index rounding of share pnces asset valuation timing variances changes to the composition ofthe index and

regnlntosy requirements may cnuse the Funds performance to diverge from the performance of the index Tracking error risk may cause

the Funds pcrformsnec to be less than expected

UN DERLtI NC FUND RISK Fund is exposed to the risks of the Underlying Funds in which it invests in direct proportionto

the amount of assets die Fund allocates to each Underlyiuig Fund In addition the Fund will indirectly pay proportional share of the

asset-based fees of die Underlyisig Fands in wIdth it invcsts The risks of the
iuidealying equity funds include iisks specific to their

sinitegies such as small-cap stock nsk value oiiesstaLion iiak and foreign irivestrnesits risk among others as well as risks related Lu the

equity markets in general The riske of the underlying fixed income funds include credit risk derivatives risk foreign investments risk

interest rate risk and
liquidity risk

U.S GOVERNMENT SECURI TI ES RI SC Treasury obligations may differ in their interest rates maturities limes of issuance

and other charactenstscs Obligations of U.S tieverrnnent agencies and authorities are supported by varying degrees of credit but

generally are not backed bythe hill faith and credit of the U.S Government Ito assurance can be given that the U.S Government will

provide financial support to its agencies and authorities if it is not obligated by law to do so The maximum
potential habihity

of the

issuers of some U.S Government securities held by the Fund may greatly exceed their currentresources including their legal
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right
to support from the .5 Ireasury it is possible that these issuers will not have tIre tirnds to meet their payment obligations in the

future

VALUE ORI ENTAIl ON RI SC Using value orientation to select investments involves special nsks particularly
if it is used as

part
of contrarian approach to evaluating issuers Overlooked or otherwise undervalued securities entail significant risk of never

attaining
their potential value Also the value investing style may over time go in and out of favor At times when the value investing

style
is out of favor the Fund may underperform other equity finds that use different investing styles

VOLAII LI TY RI SC Share price yield and total return may fluctuate more than with fluids that use ditTerent investment

strategy

WARRANTS RI SC If the price of the underlying stock does not rise above the exercise price before warrant expires the

warrant generally expires without any valise and the Fund loses any amount it paid for the warrant Investments in warrants may involve

substantially more risk than investments in common stock Warrants may trade in the same markets as their underlying stock however

the price of the warrant does not necessarily move with the pnce of the underlying stock

WHEN-ISSUEOANJD DELAYEDDELIVERYSECURITI ESAND FORWARD COMM ITMENTS RISC Fundis permitted

to purchase or sell securities on when-issued or delayed-delivesy basis When-issued or delayed-delivesy transactions arise when

securities are purchased or sold with payment and delivery taking place in the future in order to secure what is considered to be an

advantageous price and yield at the time of entering into the transaction While Fund genemlly purchases secunties on when-issued

basis with thc intcntion of acquiring thc sccuritics thc Fund may sd thc sceurities bcforc thc scttlcmcnt datc if sub-adviser dccrns it

advisable Distributions attributable to any gains realized on such sale are taxable to shareholders When-issued and delayed delivery

securities and forward commitments involve the risk that the security Fund buys will lose value prior to its delivery There are also the

risks that the security will never be issued or that the other party to the transaction will not meet its obligation If tins occurs Fund loses

both the investnaent opportunity for the assets it set aside to pay for the security and any gain l.a the securitys price Floating Rate Fund

may purchase or sell undrawn or delayed draw loans

ZERO COU FON SECURI TIES zero coupon security is security that makes no interest payments but is instead sold at

deep discount from its face value While interest payments are not made on such securities holders of such secunties are deemed to have

received income phantom income annually notwithstanding that cash may not be received currently As with other fixed income

securities zero coupon bonds are subjectto interest rate and credit risk Some of these securities may be subject to substantially greater

price fluctuations during periods of changing market rates than comparable secunties that pay interest currently Longer term zero coupon

bonds have greater interest rate risk than shorter term zero coupon bonds

PORTFOLIO TURNOVER

The portfolio turnover rate for Global Research Fund was significantly lower in fiscal year 2010 than in fiscal year 2009 as result

of changes in the portfhlio management team during fiscal year 2009 The portfolio turnover rate for Inflation Plus Fund was significantly

higher in fiscal year 2010 than in fiscal year 2009 The changes in the Inflation Plus Funds portfolio turnover rate resulted from the

implementation of the strategies
of the Funds sub-adviser in response to market volatility The portfolio

turnover rate for International

Growth Fund was significantly
lower in fiscal year 2010 than in fiscal year 2009 as result of less volatile market conditions The

portfolio turnover rate for Small/Mid Cap Equity Fund was significantly higher in fiscal year 2010 than in fiscal year 2009 primarily

because the Fund charged its investment strategy from investing primarily in midcap growth stocks to investing primarily in small and

midoap stocks

DISCLOSURE OF PORTFOLIO HOLDINGS

Each Fund will publicly disclose its complete month-end portfolio holdings excepting certain de minirnis or short-term

investments on the Funds website at www.hertfordinvestor.com no earlier than 25 calendar dnys after the end of each month except

each Fund that is fund of timds will publicly disclose its com plate
month-end portfolio holdings of Underlying Funds and the

pcrcentagc invested in each no carlicr than 15 calcndar days after the cnd of each month Fund that has wholly-owned subsidiary

will publicly disclose its direct holdings and the holdings of its subsidiary as if held directly no earlier than 25 calendar days after the end

of each month and the Money Market Fund will publicly disclose its complete month-end portfoho holdings no later than business

days after the end of each nionthi

Each Fund other thai the Money Maikel Fund and the funds of funds also will publicly disclose on its web site its largest ten

holdings in the case of equity finds or largest ten issuers in the case of fixed income funds in which it invests and the percentage

invested in each no earlier than 15 calendar days after the end of each month except if Fund is balanced fund or multi asset

find i.e fluid that invests in both equity and fixed income securities the Fund will publicly disclose its largest ten fixed income issuers

and equity holdings and the percentage invested in each holding and if Fund has wholly-owned subsithaay it will determine its

largest ten holdings as ifthe Fund directly
held the securities of its subsidiary

Each Fund the Funds investment manager the Funds distributor collectively Hartford or the Funds investment sub-adviser

also may confidentially or publicly disclose porifolio holdings on more frequent basis if approved by the Funds Chief Compliance

Officer CCOand at least one other Fund officer in accordance with the Funds disclosure pobcy
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Portfolio holdings are disclosed to the Funds custodian independent registered public accoimtmg firm pricing service vendors

and other persons who provide systems or soFtware support in connection with Fund operations includmg accounting compliance support

and pricing to the extent they require access to such information in order to fulfill their contractual obligations to the Funds Portfolio

holdings may also be disclosed to persons assisting
Fund or its investment sub-adviser in the voting of proxies to securities lending

agents and to the Funds bank lenders In connection with managing Fund such Funds investment manager or sub-adviser may disclose

the Funds portfolio holdings to third-party
vendors that provide analytical systems services to the Funds investment manager or sub-

adviser on behalf of the Fund and to certain third party industry information vendors institutional investment consultants and asset

allocation service providers With respect to each of these entities portfolio holdings information will be released only in accordance with

the above requirements From time to time may disclose portfolio holdings to other parties to the extent necessary in connection

with actunl or threatened litigation

The Funds have entered into ongoing arrangements to disclose portfolio holdings to the following entities

BlackRock Financial Management Inc

Brown Brothers Harriman Co

Class Action Claims Management

Confluence Technologies

Ernst Young LLP each Funds Independent Registered Public Accounting Firm

FactSet Ruseurch Systeme Inc

Glass Lewis Co

Goldman Sechs Agcncy Lcriding

Interactive Data Corporation

Investment Technology Group Inc

J.P Morgan Securities Inc

Lipper Inc

MarkitWSC Coiposahosi

Merrill Lynch Pierce Feuner Smith Incorporated

State Street Bank and Tract Company each Funds Custodian and Securities Lending Agent

State Street Investment Management Solutions

Suntliard Expert Solutions

Wolters Kiuwer Financial Services

Portfolio holdings are disclosed at various times to Lipper Inc on monthly basis with lag time of two days in order to fulfill

its obligations to the Funds Portfolio holdings are disclosed on daily
basis to BlackRock Financial Management Inc Brown Brothers

Harriman Co FactSet Research Systems Inc Glass Lewis Co Goldman Sacks Agency Lending Investment Technology

Grcup Inc for certain Funds Markit WSO Corporation for certain Funds State Street Bank and Trust Company State Street

Investment Management Solutions and SunGerd Expert Solutions Portfolio holdings are disclosed on weekly basis to Investment

Technology Group Inc for certain Funds with no lag time Portfolio holdings are disclosed to J.P Morgan Class Action Claims

Management and Wolters Icluwer Financial Services on monthly basis with lag
times of live calendar days two days and two days

respectively Portfolio holdings are disclosed to Confluence Technologies Interactive Data Corporation and Memil Lynch Pierce

Fenner Smith Incorporated on quarterly basis with lag times of three three andfive business days respectively Portfolio holdings

are disclosed to the Funds independent registered public accounting firm at least annually and otherwise upon request as necessary to

enable the Funds independent registered public accounting finn to provide services to the Funds with no lag tue Additionally when

purchasing and selling its portfolio
secntities through broker-dealers requesting hide on securities or obtaining pnce quotations on

securities the Funds rsay disclose one ormore of tbeir portfolio
eecnnties to the party effecting the transaction or providing the

information

Additionally Hartford or its investment sub-advisers may provide oral or written information portfolio commentary about

Fund including but riot limited to how the Funds investments are divided among various sectors industries and countries ii value

and growth stocks and small mid and large-cap stocks iiistocks bonds currencies and cash and as applicable iv types of bonds

bond maturities bond coupons and bond credit quality ratings This portfolio counmcntary may also include information on factors that

contributed to Fund performance including these relative weightings Hartford or its mvrstment sub-advisers may also provide oral or

written information statistical information about various financial chsractenstics of Fund or its underlying portfolio securities

including but not limited to beta duration maturity Sharpe ratio eariungs growth payoutratio puce/book value projected earitiugs

growth ieturn on equity tracking error weighted average quality market capitalization percent debt to equity divideiid yield oi growth

default rate portfolio tumovei risk and style
clraracteristics oi other similar mfonnatioii This portfobo commentary arid statistical

information about Fund may be based on the Funds niostrecent quarter-end portfolio month-end or on some other intennu penod

Portfolio commentary and statistical information may be available on the Funds web site or may be provided to members of the press

financial intennediaries fiduciaries of 401k plan or trust and their advisers or current or potential
shareholders in Fund or their

representatives The content and nature of the information provided to each of these persons may differ

Hartford and its investment sub-advisers have implemented procedures reasonably designed to ensure that any disclosure of

Funds portfolio securities is made pursuant to practice or arrangement approved in accordance with the Funds
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policy personnel who are in position to disclose Fund portfolio holdings are appropriately trained to comply with the Funds policies

regarding the disclosure of portfolio holdings and each approved disclosure arrangement or practice is documented by the Funds CCI
or his/her designee

In no event will the Hartford or its sub-advisers or any affiliate thereof be permitted to receive compensation or other consideration

in connection with the disclosure of Fund portfolio holdings

The Funds CCI is responsible for addressing conificts of interest between the interests of Fund shareholders on the one hand and

the interests of the Funds investment manager investment sub-adviser principal underwriter or any affiliated person of Fund its

investment manager investment sub-adviser or its principal underwriter on the other Every violation of the portfolio holdings disclosure

policy must be reported to the Funds CCI

The BoaM of Directors of the Funds reviews and approves the Funds policy on disclosure of portfolio holdings The CCI for the

Funds iavestiuent manager will provide summaries of all newly approved arrangements and report exceptions to and material violations

of this policy to the Board of Directors of the Funds There can be no assurance however that the Funds portfolio holdings disclosure

policy will prevent the misuse of such information by individuals or firms that receive such infonnation
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FIJNI MANAGEMENt

The Board of Directors and officers of the Companies their business addresses principal occupations for at least the past five

years and years
of birth are listed in the tables below Each Companys Board of Directors provides broad supervision over the affairs

of the Company and the Funds and ii elects officers who are responsible for the day-to-day operations of the Funds and the execution of

policies
formulated by the Boards of Directors The first table below provides infonnaticn about those directors who are deemed not to be

interested persons of the Companies as that term is defined in the 1940 Acti.a -non-interested directors and the second table below

provides information about the Companies interested directors and the Compames officers

NON-INTERESTED DIRECTORS

DOABlE mE
941

do Haetford Muaaal Funds

BC ams 2999

Ifaetlord CT 061042999

TERM OF

posrrlolt oFficE ArID

HELD WiTh LENGTH OF

HA Cii COIEANY TOME REStED

Director tince 2023

PRiNCIPAL OCCUFATIOBS DOIRIIeG

PAST SYHARS

Mr Birdsmgis aprssote investor

Mr Birdscngoarrently servei as Direoor of

tise iovoreignidigh Yield Inventions Company

452i1101o current Mr ardion8 eoerenly

siNes as an IasdçendnitDireotm
of Homura

Pwtnoes Fonda Ito formerly The Japan Fond

3i2003 to osuranl trun 2043 to Morola 2045

Mr Brdsmsg was an sasdpsmdent Dneotor of lbs

Atiantio Whitdnoll Fonda From 1979 to 2002

Mr Bodsnngwana ManagusgDrmlorofZariCi

Oacddeethuslaonfleneflsent

managmuent
firm Du-sng his mloymast wdls

ea.adder Mr Biro000g was an Interested

Dneotu of The Jepaa Fund Sassy 1901

Mr Birdsonshasbeei aparloerxiisirdoone

Company an advertising penially foen

Dr Orvinis an coosataveal oonsallant ryan to

S99thribw 200 he was thesidenl of

Cmnbmoh Edooalsoes Coinmioeoity arid pnorlo

Jo.y 1996 lie wasrresidont ofialanalecter

Collage Peal Minnesota

Mr Hi isa Farther of TiG /eniorei La
private equity inn mtment company Mr Hill isa

fmeneepaenierofriiu Capital Omap oprinalo

aqiity me astnaent fan that eawad aa oponnoc

and lead no estoa in leo nsged buyoo of middle

marke oovapaiies

NUMBER OF

FOIITFOLIOS

iN FUND

cOMPLEX
OVERSEEN BY

OIREGTOR

80

OTHER DINECTORSHIS

FOB purnic COMFANU
AND OTHER

REGISTERED

u6VEsrMEWr

COMFAJSIES HELD BY

DmErrOR
Mr Birdsong currently serves

Dseotor of the Sovnevn
Yield Inveaossmt Company

d/2olotoeoerarl

Mr Birdsoeig cuiresally wrves

onlssdepmdmt Director of

Hmsviwa Faeknw made Ins

tmsnerly The Jspan Fond

3/2043 lv ourrert
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DEl/Hi BI8DSDI1G

946

010 Hasttord Mamal Funds

BC Boa 2999

iSoetlord CT 06104-2999

ROREBTM GAVD2

1940
do Hartford Mouaal Fonda

BC aoo 2999

i-.aettordoTo6lid-2049

Diroseor and

Onaimsan of

the Boom

Director since 2002

Director rinse 1986

Chniiroon of the

Booed for each

Compan since

2004

Director Once

204 11
0mm

200 22

Ho no

Hone89
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FAME YEAR OFBIRTR AND
ADDRESS

SANDRA JAFEE
1941
co Hartfca-d Mujial Funds

PC Pox 2999

0-ainkrd CI 06104-2999

ERMOF
Posmore OFFICE All

HELD WITH LEI4GrHOF
EACH COMPANY TIME SERVED

Directcr Disco 2025

NUMBER OF

PORTFOLIOS

INFSIND

COMPLEX
OVERSEEN BY

DIRECTOR

80

OTHER DIRECTORSIm

FOR PtTBUC COWANU
AND OTHER

REGISTERED

IIOYESThENT

COMPANIES HELD BY
DIRECTOR

Ht Jaffee is member of the

Board ofDiredem

Broadridge Financial Sohotios

lIf2OtOtc currEnt

PRINCIPAL OCCUPATIONS DURING
PAST YEARS

Ms JaS9e seroedas Charman 2998 to 2009
and ChiefExeautne Officer of Firtxit bernet2

Srctispae Group leading psoridri- of

cariptiancelregsilatorv technolog9 to financial

mstitu finn AugiE ZOO to AoigUst 2009

From Auguat 2994 to Au0uot 2005 Ifa Iaffee

saved as an Entrepreaeur in Res with

Warbsrg Pinc.is psioate eqiity Dna Pricrto

jouiusgWubu-gPuioua Ma Julleeaoiosda

Fne.eriveVii-a Pee.oidnet it top-uisp fe-en

Stenabe 1995 bJuly 2004 srl.eeshewas

Presidant and Chief Executive Office of

Ciibnnk Clohal Securities In-shoes 1995 oo

2993 She currestly serves no membeof the

Board of Diretnrs ofBroadridge Finanaal

Oclutious as wel as Truinee
ofMutolenbeg

Collupe
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TERM OF

POSiTION OFFICE AND

IcAMEYEAROFBTRTHAH HELD WITH LENGTHOF

ADDRESS EACH COMPANY TIME SERVED

WILLLA99 J0IGIITON Directcr ince 2005

944
do Hartford Muoial Funds

P0 Eon 2999

hartford CI 0bl04-09Y9

PHII.ITP PMrPTREL7a

944
no Hartford Muonal Funds

CO Boa 2909

hartford CL 06104-2999

PRINCIPAL OCCSJPATIO20SS DURING
PAST YEARS

In June 206 Mr Jotnstose was cppoted as

IoeAdvieartOThr Carlyle Group global

private equity investment firni to July2006

isfr Jolsns0on was elected to the Board of

Directors of MuItFIan Inc asd served an

Direotar July 2006 to Asgoit 2030 In

August 2007 Mr Johnston was cleated to the

Board of Dueclors uftoifeCaro Holdings Inc In

Pdciuary 2008 mu JataisLosi was elnuLed Lu he

RoacitafDve9OeCOfHCR-h5a00M Tn

Msy 2006 Me Jthnocn was elected to the

Supervisory
Board of Frarennis Medical Care

AC Co KCaA afteriE ac3ssmtiouofltanul

Care Group bc in Marco 206 Mr Johnston

josned
Renal Care i3roup so Ecu unbrr 2002 nsa

meenber of the Board of Dirctors and served as

Chairman of toeBcwrd from March 2003

through March 206 From September 1987 to

December 2002 Mr Johnstos wan with

Equitable 2e.osrities Cospwutiouassd ite

successors SoraTsunt Equitable Secuistieo ami

ScriTr.iSt Robsnscn Eunphry serving it

various rneestnff.t banking and manager-sal

pasitis.neissolodingtoauagregDimborund

Head of Investment Banking CloLef Eicecutsse

Officer and Vice Charnoan

Me Peterevv cc seo0iul bind noisIly

consultant He was parTner
of KPMG toP an

arrcrsnting fsn until Jufy 1999 Me Peterson

joined Wi.lians Blair yun-ds in Fobruary 2007 as

member of toe Board of Trustees rom

January 20040 April 2005 Mr P6ersoas servec

as Independent President of toe mi-org Musial

Ponds

46

OTHER DIRECTORSHIS

FOR PUBLIC COMPArIII

All OTHER
REGISTERED

INVESTMEIST

COMPANIES HELD BY

DIRECTOR

ICr Johnston is

Member of the Lopervuory

Board of Fresensus Medical

Care AG Co 5/2CO6tv

curTaiL ..rfecaiw

Holdeiga toe 80007 to

current nod HCR
isOanorCare Inc 2f2000 to

aursersi Ms Jolsiitsnsersed

7eve9oe ofperel Care Croci

lt/2002to 3/2006 andss

Direoor of MultiPlan Ire

7/2006-02050

09 Mc tOter-von es

Ttistee of the

3/ilIum Blair Funds 2/2007

coerost
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NAME YEAR OFBORTII AND
ADDRESS

LEISSnLA SENRET

94c
co tlastferd Manial Funds

P0 Eon 2999

l-srclcrd Ci 96104-2999

FRINCIPAL OCCUPATIONS DURING
PAST YEARS

Dr Senb in the Willium Mayer Chair

Pesfennor of Finance and Dareoter Centa far

Financial ulicy at the Unaoernity ofMnsylasd

Robert It Smath Scheol uf Business was

char of she Fevanne Depcitmesat lunng 1996 to

2996 Praeauualyhe was chaired profeaser of

finance attho University of Wisconsn-Madison

Also he was director of the Portia Fonda h-un

lctacnta 2200 Lu Juy 2002 Dr IntUit sins nO Lit

finance pnfocvice in rae-join capecal nc

including as director of the Ainesicar Finance

Arsoc.atian and Freudian of the Western

Fnaneectsauciatcun In 2006 Dc lienbet was

inducted Fetlow cfFinancialtcfanaganrnit

Assocatacc International fcrhis career-long

distinguished cctcolarstop ann professional

For The Hartford Mutuai Funds Inc

For The Hartford Mutual Funds II Inc

Term ofOffice Each director may serve until his or her euccessor is elected and qualiflee
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TEEM OF
FOIITION ore-oCr ArID

HELD WITH LENGTH OF

EACH COIWAr8Y TOME SERVED

Director trace 205

RUMBRH OF

PORTFOLIOS

IRe-tIm

COMPLEX
OVERSEEN BY

DIRECTOR

80

OTHER OIRECTORSHII

FOR PUBUC COIrIRANU

AND OTHER
REGISTERED

rRVEST1.mnT

COMPANIES HELD BY
DIRECTOR

Hone
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OIiTICERS AND INTERESTED DIRECT ORS

FRU6CIPAL OCCUPATIONS DURING
9.6101 SflARS

Mr Lever.son oiarmtly saves asfsesideat of

The Hartfords Wealth Managecawst
business

He win appointed to fin ole LII July 2010

Preoscassly Mr Len echoes sesved as Executive

Vice Sressden of Legacy Holdings
for The

Hartford tosn7ar.e 200900Jtily 201 From

2M6te 2000 Mr Lanwoana was with Hartford

Lifemsaa-SsceKC whesehe arivedas

Presolmt and CE frwo 2007 to 2009 He

sewed as Managing Director of Hartford

anvaathasiManageneitCOflPiny om2062 to

2076 Adcitioaally Mr Leemson sever as

Enerotive Vice President of The Hanford and as

po.ridest Doecto sad CEO of Hartford Life

Inoaraoce Company Hartford Life and

SC Inc

twos 19960 Me Seaith sereed so Vice Chairman of The

Since 20722 Hartford Financial Swoicen Osoqi Inc The
Hartford frcns Fetnoary 1997 to January 2002

PieoideiL mid Clasf Eoeosiioe GlOom of

Hsrtfreedtfeter NT/er fries

Finmary 997 to Janoary 2002 and as 00endmt

and Chief Operating
Officer of The Hartford

Life lairaranos Companies
from January 1000 to

January 2002 laIr Smith serves isa Director of

Waite Maintains Inwrance Groop Ltd Ons

Boacois Insarince nysneoa
Financia and as

Managing Dreeotor of Wtitlasgtm Gray

Assoo.atei

Mr Daieyoeioea
ao Eoeustos Vice Piesidsol of

Hartford Life Addihooally Mr Daoey serves

aspoesideat ClsiefEnecotoee Officer and

Manager of Hartford Inoellrrell nianciol

Sareioae LLC SCEICO arid Praadeat Chief

EoeroioeOfficeaac Manage of IlL

Ioaestmesd Advoars LLC tiLAdvisord

Me Dasey/onedTheHirtfardia
2C02

48

Pa 05311dM OF

PORTFOLIOS

IN FUSED

COMPLEX
OVERSEEN BY

DIRECTOR ________________
00

93 Ste Smith isaoaedorofWf

Iimartans Insorance Grioay

I0/2tO3to corrent Dos

Reaomi Ioauiaaioe yzfoo

rorrest syeein.ra Feaorial

0/2007 to correrC and

Vihifhngtorl Gray Associates

i/2007 to ooereri
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TERM OF

POSITION OFFICE5ATID

ISCLD WITH LENGTH OF

EACH COMPANY rISER SERVED

Director Since 2010

Director

OTHER DINECTORSHIT

HEll NY llI3tEf7TOB

Hare

NAME YEAR OEBIRTH Am
ADIRRCS

DAVSC LEVEHS0N00a

1966
ooHartludMuoialForida

NO Ron 2999

Hartford CT 06104-2909

LOWHLRS spCTHa0

1939

00 Hartford Muoral Fuads

PG Boai 2909

Hartford 77 04100-7909

JAE00S DAVET

1964
do Hartford Muasal Funds

Fit Son 2999

Hartford CT 06i 0-1 290

P.eode it as or CIa ef

Eoeoetuee Office

Oiiioe 2010
N/A 14/A
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NAME YEAR OFBIRTE AItD

ADDRESS

TAMAEA FAGELY

.958
do Iiaetford Maaoaal Funds

50 Bielenbe-g Drive

Woodbuiy MN55125

TERM OF

POSrFIOI6 OFFICEAItD

HELDWITE LENGTHOF
EACH COMPANY TIdIE SERVED

Vice Since 2002
P1esident Since 19932
Confroller

and Ireasure7

PRINCIPAL OCCUPATIONS DTJRIS1Ca

PAST YEARS

Ma Fageto been Vice Presideni 0fHASCO

circe 1998 and CluefFinancinl Officer slice

2986 2uevntly Ms Fagely se Vice Pevsidsnt

ofllartfcrd Life She nerved as Assithant Vice

Presidsot of Hartford Life freest December 2801

through March SW In addtion Ms Fagely is

Confroller and Chief Sanancial Oftice of

ISCO

NUMBER OF

PORTFOLIOS

IN FF18

COMPLEX
OVERSEEN BY OTHER DIRECTORSHI

DIRECTOR HELD BY DIRECTOR

N/A N/A

SUSAN FLEEGE

999
oio Hartford Musial Funds

PC Ean 2999

Laetford CT 06104-2999

DR RORERT FROEELIOH

953
ss Naitfeud Mussel Funds

PC Bots 2999

Norttcad CI 06104-2999

WAPD MACDONALD
96
do Naitford Mussel Funds

PC Box 2999

Na4ford Cl 06198.7999

VERLSONJ MEYER
.964
000 Siae9fcrd MuioalFonds

PC Boa 2999

Nartfce-d CT 06104-2959

AML Ci.upliaiiee Sdice 2011

Offir

Senior Managing Since 209

Director

Vice Since 206

Plisid ml
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Vice

President

Svcietany

and Chief

1.gal if ccv

Satce 205

Ms Fivege cnaieanLly seives as Direrlot ofEish

Mavagce-ointaiT-so9eafnvj Sbapvasi-eio

saned asAlssh Cmpliance OfEcer for the Fund

from 2005-2028 Mx Fleegejoined Hartford

Life no 2980 fromAmeiprisvFsnesoial

Corpoiatiasn where she held tie pns6non sf

Counsel Beats 2000tc 2005 Ms Fleege is

certified AntnMrnLaosdenng Specialist

Dr Frsehlich joined The Hartford as Senor

Managrsg Director as Septansber 2059 Order to

joining The S9tfead Dr Frovlalish nerved

Vice Chaiimas of Dejtsthe AssntManagnnenl
1997 tu 2009

Mr Macdonald seneca an Assailant Vice

Prendest af Ilartfce-d Life and ChiefLegal
Officer Mutual Fnatds and Vice Presides of

HIFSCC He also serves as Seeretari and Vice

Pvcodent inFUASCO Acecitcet Varetsrvedcvt

ofHurtford Life aaid Chief Legal OEicer

Serrvtary and Vice Presidentof IlL Ado sari

Mv Mend-scald joinod the Hartford in 2C05

Mr MeJn reeves as SeneorVicePresident of

Hartford Life He also serves as Senior Vice

Preodent ofOIWSCO near Hr AAnnoro

Mv MeyerjoaoedThe tdzrtfcrd in 2004
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FAME YEAR OFBIETH AilS

ADDRESS

COLLEEN PERNEREWOKII

969
do Irastford Munial Funds

PC Ecu 2999

Hartford CT 06104-2999

aIZAEETH OCI4ROEDERI

960
do Itaitford Moose Funds

PC Ecu 2999

Hartfcrd CT 061 00-2999

MARTU6 OWA2CSOHI

962
do Hartford Muuaal Funds

P0 Ecu 2999

Hartford Cl 06199-2999

JANE WOLAPJ

96
do Hartford Muoial Funds

F0 Ecu 2999

Hartford Cl 06104-2999

PRINCIPAL 000L5PATIOI9S DDEING

PAST SYRARS

Mr Prnorewski roves as Vice Pces.dert and

Chief nvesorentAdsrsor Ccrssplranre
Cffrcer of

lorOCO nod as Vine Presadeot and Chief

Comprance
Officer cf ML Adoioorr

Mn- Pemrewdn jothed The Hartforc in 0005

from craoelrrs LOs nod Annortywhers she

sevod aa Counsel 2004-2005 Price to

Traooboro Lifo cud Annocy Mn Ponerriesln

held the posstrcus
of Counsel at Tho Hartford

1995-2004

Ms Sshrceder corsrodiy rorrrs as Assistant Vice

Presided of Hartford Life Ms Ochsoederjoined

ftnrtford Life 101995 Ohs is also anAeesstrnt

Vice Prensden nfODPSCO and MLIA

Mr Swansons Vice Pressoent of Hartford

Life Mr Swensco also senes as Vice

Pcendnstfotadsetiog for 1090CC Psorio

joinasf
Haitfud Life as 5990 Nfl Oseaaaoow as

VicePresident at PaineWetbor Inc

Mo Wolat oorrmtly serves an vice Presiderl of

Hartford Life Ms Wolah jonad Hartford Life

as Vice PreordastRofasl Product Services in

May 2027 She is also Vre Presided of

HA5CO Prrvsoosly Ms Wslakwas wish son

1.dePsorrialrdcre shrheld ehspoeitirr of

Vscr Fressden Serrror CoLor Oprrstoss
Ecec

2991 to 2007

r6UsSBRO6 OF

PORTFOLIOS

SN F1JI6D

COMPLEX
OVERSEEN BY OTHER omECToasim

DIRECTOR HELD BY DIRECTOR

N/A N/A

For The Hartford Mutual Funds Inc

For The Hartford Mutual Funds II Inc

term of Office bach officer and Director may serve until his or her successor is elected and qualifies

Interested person as defined in the 1940 Act of the Company because of the persons affiliation with or equity ownerslup of

HIFS CC Hartford Investment Management or affiliated companies

55 David Levenson was appointed as director of each Company effective August 2010 replacing John Walters who resigned as

Director of the Fund effective July 30 2010

James Davey assumed the role of president and chief executive officer of each Company effective November 2010 Robert Arena

previously sewed as president and chief executive officer of the Companies fium 2009 through 2010

Martin A- Swanson and Elizabeth Schroeder each was appointed as Vice President of each Company effective November 2010

Colleen Pemerewski assumed the role of Chief Compliance Officer for each Company effective September 82010 Thomas Jones

previously sewed as chief consphance officer ofthe Companies from 2006 through 2010

All directors arid officers of The Hartford Mutual Funds Inc and The Hartford Mutual Funds II Inc also hold corresponding

positions with Hartford Series Fund Inc and Hartford HLS Series Fund II Inc

BOARD OF 1IRECTORS- Each Company lsss aBoard of Directors The same directors serve on the Board of each Company

The Board is responsible for oversight of the Funds The Board elects officers who are responsible for the day to day operations of the

Funds The Board oversees the investment manager and the other principal service providers of the Funds The Board currently holds six

regularly scheduled meetings throughout each year In additioa the Board may hold special meetings at other tunes As descnbed in more

detail below the Board has established four standing committees that assist the Board fblfilhng its
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poirrtoa

HELD WITH
EACH COMPANY
Chief cusp Ii ence

Officor

TEOtMOF

OYFICE AnD
LENGTH OF

TIME SEIWED

mace 2010

Vice President Once 2010

VicrPronidtist Once 2010

vice Once 2029

Pisoid wit

H/A H/A

H/A H/A

N/A H/A



Prospectus Express Page 62 of 234

Case 11 1-.cv-01083-RMB -KMW Document 35-3 Filed 11/14/Il Page 63 of 235 PagelD
2262

oversight responsibthtses the Audit Committee Compliance Committee Investment Committee and Nominating Committee collectively

the Committees

The Board is chaired by an Independent Director The Independent Chairman presides at Board meetings and
participates in the

preparation of agendas for the meetings ii acts as liaison with the Funds officers investment manager and other directors between

meetings and iii coordinates Board activities and fonctions with the Chairmen of the Committees The Independent Chainnan may also

perform such other fonctions as may be requested by the Board from time to time The Board has detenained that the Boards leadership
and committee structure is appropriate because it provides structure for the Board to work effectively with management and service

providers and facilitates the exercise of the Boards independent iudgmeat In addition the committee structure permits an efficient

allocation of responsibility among Directors

The Board oversees risk as part of its general oversight of the Funds and risk is addressed as part of various Board and Committee
activities The flinis are subject to number nfrisks including investment compliance financial operational and valuation iisks The
Funds officers and service providers which are responsible for the day to day operations of the Funds implement risk management in

their activities The Board recognizes that it is not possible to identi all of the risks that may affect the Funds and that it is not possible

to develop processes and controls to eliminate all risks and their possible effects The Audit Committee plays lead role inreceiving

reports
from management regarding risk assessment and management In psrticul the investment manager has established an internal

committee focused on nsk assessment and risk management related to the operations of the Funds and the investment manager and the

chairperson of that committee reports to the Audit Committee on semi-annual basis ormore frequently if appropiiate Other

committees also review matters relating to risk The Compliance Committee assists the Board in overseeing the activities of the Funds

CCO and the CCO provides an annual report to thc Compliance Committee and the Board regarding material compliance matters Thc

Compliance Committee and the Board receive and consider other
reports

from the CCO throughout the year The Investment Committee
assists the Board in overseeing investment matters The Investment Committee receives

reports
from the investment manager relating to

investment perforniance including inforaaatioii
regs.rding

investment eisk The Audit Coiuuiittee assists the Board iii seviewing flnaiscial

matters including uiattees relating to fuiancial reporting eisks and valuation risks The Board may at any time and in its discretion

cluarge the iiiasuiei in which it conducts its risk ovum sight role

STANDING COMMITTEES Each Board of Directors has established an Audit Committee Compliance Committee an

Investment Committee and Nominating Committee

Each Audit Committee currently consists of the following non-interested directors Robert Gavin Sandra JatTee William

Johnston and
Plullip Peterson Each Audit Committee oversees the Funds accounting and financial reporting policies and practices

their internal controls and as appropriate the internal controls of certain service providers ii assists the applicable Board of Directors in

its oversight of the qualifications independence and performance of the Funds independent registered public accounting firmthe quality

objectivity and integrity of the Funds financial statements and the independent andit thereof and the perfomiance of the Funds internal

audit fimction and iii acts as liaison between the Funds independent registered public accounting finn and the respective full board
The Funds independent registered accounting finn reports directly to each Audit Committee and each Audit Committee regularly reports

to its applicable Board of Directors

Each Compliance Committee currently consists of Robert Gavin Sandra Jaffee William Johnston and Phillip Peterson

and David Levenson Each Compliance Committee assists the applicable Board in its oversight of the implementation by the Funds of

policies and procedures that are reasonably designed to prevent the Funds from violating the Federal securities laws

Each Investment Committee currently consists nfl.ynn Birdsormg Duane Hill Lemma Senhet and Iowndes Smith
Each Investment Committee assists the applicable Board in its oversight cif the Funds investment performance and related matters

Each Nominating Committee currently consists of all non-interested directors of the Funds Lynn Birdsong Robert Gavin
Duane Hill Sandra Jaffee William Joluiston Phillip Peterson and Lemma Senbet Each Nominating Committee screens

and selects candidates to the applicable Board of Directors and iiperiodimlly reviews and evaluates the compensation of the non-

interested directors and makes recommendations to the Board ofDirertors regarding the compensation of and expense reimbursement

policies with respect to non-interested directors The Nominatmg Committee will consider nominees recommended by shareholders for

non-interested director positions if vacancy among the non-interested directors occurs and if the nominee meets the Comrnittes criteria

During die fiscal year ended October 312010 the above referenced couinriftees of each ofthe Cosupanies mrt die following

siiuaber of tones Audit Conimittee tunes ImivestineutCeirmnmittee times Nomninaling Committee tories and the Compliance
Conirmiittee tunes

All Directors and officers of the Companies are also directors and officers of two other registered investment companies in the

fond complex which is comprised of those investment companies for which HWSCG or HL Advisors serves as investment adviser

DIRECTOR QUALIFICATIONS The governing documents for the Companies do not set forth any specific qualifications to

serve as Director Ihe Charter for the Nominating Committee also does not set forth any specific qualifications but it does set forth

critena that the Committee should consider as minimum requirement for consideration as an independent director
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including 15 years of business or academic experience in management adiaimstrative or other oversight capacity college degree or

business experience equivalent to college degree an ability
to invest in the Funds person of high ethical standards and person able

to think through and discuss complicated regulatosy and financial issues and anive at reasonable decisions on these issues on behalf of

Fund shareholders

The Board has concluded based on each directors experience qualifications attnbutes or skills on an mdividual basis and in

combination with those of other directors that each director is
qualified

to serve as director for the Funds Among the attributes and

skills common to all directcrs are the ability to review evaluate and discuss information and proposals provided to them regarding the

Funds the ability to interact effectively with management and service providers and the ability to exercise mdependent business

judgment The Board has considered the actual service of each director in concluding that the director should continue to serve Each

directors ability to perform his or her duties effectively has been attained through the directors education and work experience as well as

service as director for the Funds andior other eatities Set forth below is bnef descnption of the specific expenence of each director

Additional details regarding the background of each director is included in the chart earlier in This section

Lynn Birdng Mr Birdsong has served as director of the Funds since 2003 He has served as Co-Chainnan of the Investment

Committee since 2005 Mr Birdsong served in senior executive and portfolio management positions for investment management firms for

more than twenty-five years He has served as director of other mutual finds for more than ten years

Robert Gavin Dr Gavin has served as direotor of the Funds and their predecessors since 1986 He has served as Chairman of the

Board of the Funds since 2004 Dr Gavin has more then twenty-two years of experience in leadership positions in higher education

including serving aa president ofMacelcstcr College St Paul Minnesota

Duane Hill Mr Ilill has served as director of the Funds since 2001 lIe has served as the Chairnian of the Nominating Committee

since 2003 Mi Hill has more than thirty-five years experiemmce iii senior executive positions in the baaking vemituse capital and private

equity industries

ndra Jaffee Ms Jaffee has served as director of the Funds since 2005 Ms Jaffee has more than tltirty-five years of experience as

senior executive in the financial services and technology area including serving as chairman and CEO of leadmg provider of

compliancetregulatory technology to financial institutions and as president and CEO of the global securities services division of major

financial services conmp any

Wll lamP Johnston Mr Johnston has served as director ofthe Funds since 2005 He has served as Chairman ol the Compliance

Committee since 2005 Mr Johnston has more than forty years of experience in senior leadership positions in the health care investment

banking and legal industries He currently serves as senior adviser to global private equity investment firm and serves on other boards

He previously served as managing director and head of investment banking CEO and vice chairman for an investment bank

Phillip Petersn Mr Peterson has served as director of the Funds and their predecessors since 2000 He has served as the

Chairman of the Audit Committee since 2002 Mr Peterson was partner of major accounting firmproviding services to the

investment management industry He has served as an independent president of mutual hind complex and he serves on another mutual

fund board

Lemma Dr Senbet has served as director of the Funds and their predecessors since 2000 For more than twenty years

Dr Senbet has served as professor of finance including serving as the Director of Center for Financial Policy and as the chair of the

finance department at major university He has sewed the firianos profession in vanoiss capacities including as director or officer of

finance associations

LowndesA Sisith Mr Smith has served as director of the Funds and their predecessors since t996 He has served as Co-Chairman of

the Investment Committee since 2005 Mr Smith previously served as Vies Chairman of The Hartford Financial Services Group Inc and

as President and CEO of Hartford Life Insurance Company Mr Smith serves on vanety of other boards

David Leensn Mr Levenson has served as director of the Funds since 2010 He currently serves as Exceutive Vice President of

The Hartford Financial Services Group Inc and as President Director and Chief Executive Officer of Hartford Life Insurance Company

and hartford Life Inc

TIme following table discloses the dollar range of equiLy securities beneficially owned by each director as of Decerimber 3t 2010 iin

east Fund and ii on an aggregate basis in any registered investment companies overseen by the director wilhurs die smile family of

investment companies
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NON-INT EREST ED DIRECTORS

AGGREGATE DOLLAR RANGE
OF EQUITY SECURITIES IN

ALL REGISTERED INVESTME1C
COMPANIES OVERSEEN

DOLLAR RANGE OF EQUITY SECURITIES BY DIRECTOR IN FAMILY OFNAME OF DIRECTOR IN THE FUND INVESTMENT COMPANIES
Lynn Birdsong Capital Appreciation II Fund Over $100000 Over $100000

Oividend and Growth Fund $50001-$100000
Equity Income Fund

$1000l-$50000
Fundamental Growth Fund $l0001-$50000
Global All-Asset Fund S1000l-$50000
Global Growth Fund Over $100000
High Yield Fund $l000l-$50000
MidCap Fund Sl0001-$50000
Total Return Bond Fund 510001450000

Dr Robert Gavin Balanced Allocation Fund Over 100000 Over $100000
Global Growth Fund 51000l-$50000
Growth Fund Over 100000
Growth Opportunities Fund Over $100000

Money Market Fund 550001-S 100000
Total Return Bond Fund Over $100000

Duane Hill
Capital Appreciation Fund Over $100000 Over $100000
floating Rate Fund

55000l-$100000

Sandra Jaffee Capital Appreeialion Fand $10001 -$50000 $50001 -$100000

William Johnston Capital Appreciation Fund Over $100000 Over $100000
Capital Appreciation II Fund Over $100000
Global All-Asset Fund Over $100000

PluUip Peterson Capital Appreciation II Fund $10001-$50000 $50001-$100000
Global Research Fund 510001-550000

Lemma Senbet Capital Appreciation II Fund $l-$10000 Over $100000
Dividend and Growth Fund 10001450000
Global Health Fund 510001-550000
Growth Opportunities Fund $l000l-$50000
Small Company Fund 510001-550000
Municipal Real Return Fund 51-5 10000
Value Fund 51-510000

IITERESTED DIRECTORS

AGGREGATE DOLLAR RANGE
OF EQUITY SECURITIES IN

ALL REGISTERED INVESTMErc
COMPANIES OVERSEEN

DOLLAR RANGE OF EQUITY SECURITIES BY DIRECTOR FAMILY OFNAME OF DIRECTOR IN THE FUND INVESTMENT COMPANIES
LowndesA Smith Advisers Fund

510001-550000 Over $100000
Capital Appreciation Fund Over $100000
Global Growth Fund

510001-550000
Global Health Fund $5000l-$l00000
Global Real Asset Fund Over $100000
Global Research Fund

510001-550000
Intenatioaal Opportunities Fund 510001 -$50000
MidCap Fund

$5000l-$lOO000
Small Company Fund 550001-5100000

David Leverisoji Capital Appreeiation II Fund Over $100000 Over $100000
Dividend and Growth Fund 51-510000
Fundamental Growth Fund Over $100000
Global Growth Fund

$l000l-$50000
Global Health Fund 550001-5100000
Global Research Fund $5000l-$lOO000
Growth Fund 510001-550000
Growth OpportTunities Fund 510001-550000
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MidCap Fund $1O00I-$50000

Value Fund 1OOO1-S5UOOO

Value Opportunities Fund 10000
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COMPENSAtION OF OFFICERS AND DIRECTORS Die hands pay portion of the chief compliance officers

compensation but otherwise do not pay salanes or compensation to any of their officers or directors who are employed by The Hartford

The chart below sets forth the compensation paid by each Company to the following directors for the fiscal year ended October 31 2010

and certain other information

Fussion Or

Aggregato Retirement

Compensation fleaeflts

Aggregate From Accrued As Esthnated

Campesssdon From Thellatford Part of Annaal Total Compensation From
Name of Parson The Hartford Mutual Mutual Funds II Fund Benefits Upon the Funds And Fond
Foaitloa Fs.sds hr Inc Expenses Retirement Complex Pald To Directors

Lysin Birdsong 99486 5813 18750
Director

Dr Robert Gavin 138751 8.107 26150
Director

Duane Hill 88874 5193 16750
Director

Sandra Jaffee 88079 5.146 16600
Director

William Johnston 101609 5.937 19 150
Director

Phillip Peterson 101609 5.937 19 150
Director

Lemma Senbet 81713 4.774 15400
Direotor

LowndesA Smith 97100 5673 18300
Director

As of Octobcr 312010 four registcrcd investment componics in thc Complcx paid compcnaation to thc directors

The sales load for Class and Class shares of the Funds is waived for present and former officers directors and employees of

the Companies The Hartford the sub-advisers the transfer agent and their affiliates Such waiver is dcsigned to provide an incentive for

individuals that ase isivolved and affiliated with the Funds and their opetations to invest in the Funds

Each Companys Articles of Incorporation provide that the Company to the full extent permitted by Maryland General Corporate

Law and the federal securities laws shall indemnify the directors and officets of the Company The Articles of Incorporation do not

anthorize the Companies to indemni any director or officer against any liability to which he or she would otherwise be subject by reason
of or for willful misfeasance bad faith gross negligence or reckless disregard of such persons duties

As of May 22011 the officers and directors of each Company as group beneficially owned less than 1% of the outstanding
shares of each class of each Fund As of the date of this tiling no person held an interest in Emerging Markets Local Debt Fund
Emerging Markets Research Fund or World Bond Fund equal to 5% or more of the outstanding shares of class As of May 22011 the

following persons held an interest in the following Funds equal to 5% or more of outstanding shares of class

Class Clan Class
ClassA Claasa Classc ClassL Ciassi Ri RI Ri Classy

ThA a-feud Ani nac

FRONTIR TRUST CO1VOANY PLO
SLFtRRFROTECrION4Ot5

FARCOND 646%
ROWALD .fONLi CO

ATTN MCrUAL FUND iNAREH000ER
ACCOUNTOSO

MAPXL.ANONTSMC 45.56% 1236% 539%
RMJAY CORP TRUSTEE rao
FASCOP.E ILC RETmEPRPNr PLANS
oanswoou VLG CO

SAXON CO

NSRADRLPfflA PA 395
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Class Class Class

ClaasA Classli CIassC ClasaL ClanS ES E4 585 ClassY

WELLINGTON TRUST CC

FBOWBLLTIGTON RET PCNSIONPLASO

BOSTONMA
461

US BANK
PRO WELLS FARGO DCECUrSVE BENEFITS

EGLWAUKEEWS
332306

ROBERT NIBDERMAYBE TRUSTEE

PRO OCCIARD PAL57E PLAN

CSSEERTOWAGA NY
10 50%

FRONTIER TRUST CGlCANT BEG

AEGIS IMAGSNG RErSEAREENT PLAN

FARGO ND
20 09%

KARTFCED LEE INSURANCE COMPANY

AflN MARK STE000FF

NARTFCRD CT

4974% 98 93% 62

RAYMOND JAMES

ATTN LOLICTNEO V.ALLEN

sr PBTEESEURG 1%

CSTSGEGUP GLOBAL MARKETS SISC

ATTN PETER BGGTN

YEW rOBE SOT
IC 62%

P99 09379393 1J.C

JERSEY CITY NJ
506% II 02% 736%

NEST CLBARB0G LLC

BFLCLC CUSTGCY ACCOUNTLOETISSI

RECLUSIVE BENEFIT OP C1JSTGMEE

SADOT LOUIS MO 649% 707% 14 89%

KARTFGRD LIFE INSURANCE COMPANY

SEPARATE ACCGUNTS 015 BUSINESS

ATTN JOT OPERATIONS

NARTFCBDCT

237306

T9e1 aforJ Darc3AIIoceIiOfl lund

LFL FSNANCLAL

PLO CUSTO1ETE ACCOUNTS

A/IN NUT GAL UPS UPuJCALIUN

SAND3000 CA
31 15%

RAYMOND JAMES

ATTN COURTNEY WALLER

sr PETERSBURG TL
85% 6093

1-ABTPC9I7 TJFR1NSITBA9SCP COMPANY

SEPARATE ACCOUNT

GOVERNRENT BUSINESS

INRTPOI1D CT

56306 1022%

CSTIGKGUB GLOBAL MARKETS SIlO

ATTN PETEEBOGTN

IEV TOKENS

NDWAPD JONES CU

ATTN MUTUAL FUND S-IAEEHOLLER

ACCOUNTING

MARYLAND SITS MC 43 799/ 1424% 85%
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Class Class Class

Clans Clasala CtasaC ClasaL CIssal IFS 184 185 Classy

NARTFCED L39E INSURANCE COMPANY
SEPARATEACCOUNTS 0115 BUSINESS

ATTN CIT OPERATIONS

EARTPOEO CT 49% 79 10% 8959% 8587%
PERSPUNO LLC

JERSEY CITY NJ 03% 1261% 1041% OF/s

STITEL NICOLAUS COINC
AIRIE IO4IPEL WARENIME
SAD4TLOUISINO 153%
FIRST CLEAICE4GLLC

SPECIAL CUSYOC ACCOUNT FOE TNE
KECLUSIVE BENEFIT OP CUSTOMER
SAU4TLOUISMO 13 21% 1275% 1107%
Thel IprJ Osarced ncpme lend

CITIGROUP GLOBAL MARKETS INC
ATTN PRTSR300TN
PER CC-SlABS 3411% 853%
C-PC ASAO23IT FOR

EELIANCRTRUST COMPANY P180

CONSOLIDATED PLANNING CORP 401

ATLANTA GA 57 87%
FABYFOET LWPINOIJ8ANCP COMPANY

AnN MARK STE000FP

EARTPORDCT 1666% 38418 18739% 005
LAD FINANCIAL

P80 CUSTOS.CR ACCOUNTS
ATTN MUTUAL FUND OPSEATSONS
SANDGO CA 53%
ltPPS POE TNT SOLE BENEFIT OP

ITS CUSTO8NEPS

ATTN KIND ADRUI4ISTEATION
JACKSONVILLE FL 30% 00/s

EAYMCND JAMES

ATTN COORTNET WALLER

SL PSLEKSNUK3L 1585% 35%
NEST CLEARING LLC

SPECIAL CUSTOCY ACCOUNT POE TNE

NECLUSIVE EENEEST OP CUSTOMER

SAD4T LOUIS MO 77185 2162% 2547%
PEBINING 1737

JERSEY CITY NJ 961% 1189% 874%
FUWAED JONES CO

ArFN MLTUALFUND SIIADEISOLDCIS

ACCOUNTING
MARYLAND lOTS MC 72 08% 560185 28%
1-AKLPIJKL LIFRJIISUSCA5ILE 1JOMPAN
SEPARATEACCOCS4TS 0115 BUSINESS
ATTN lIST OPERATIONS
FARTPORDCT 6620% 683%
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ClaasA ClassB ClassC ClsssL ClassI 153 B4 B5 Classy

TOsH rlorj Ci1sI 8pratisn Fuld

CHARLES SCHWAB Co INC

SPECIAL CUSTODY ACCOUNT

EDO CUSTOMARS

ATTN MUTUAL FUNDS

SANFFANCISCO CA
81%

STATE STSEEC PANIC AND TRUST CO CUST

FEC ADP ACCTSS

BOSTON MA
05%

FF0 LLC FEBC

FISOC AOENT SF0

QUALIFIED ESSELOYEE

PLANS 481K

COVB8OTCNRY

BC

WEST VIROINCA SAVINOS PLAN CDCAR8

SOT WEST VIROINTA SAY 9005 PLAN

P113 MAMILIN ORE

WOODEURY 9901

FF0 LLC FEBC

9HLLON BK CUST FOE SAl CORE FTJND SU

FMTCUISTFIZED

FOSTON MA
STATE STREET BANK AND TRUST CUST

FBONAATPOFD ClOCKS BALANCES KID

ATTN MARILYN ORB

WOODBUEY MN
2K

MAC CO
EDO FIERCER

ATTN MUTUAL FUND OPERATIONS

PITTSBURONFA
14 2%

PERSPUNG SIC

.IER2EY CITY NJ 708% 1049% NCs

HARTFORD LEE INSURANCE COMFANT

SEPARATE ACCOUNTS 01 BUSINESS

AnN JEIOItIOAIIUNS

HARTFORD CT
61 69% 1841% 2692%

FUWARD JONES CO

ATTN MUtUAL FUND SNAFINOLDER

ACCOUNTING

MABYIANO NIS MC 5355S 10 29% 29 80/

RAYMCND JAMES

ATTN COURTNEY WALLEP

ST FTTERSDUSCC iL
N%

CITIOROUF 000BAL MARKETS INC

ATTN PETER 300TH

9995 100141

EDPFO FOR THE SOLEBENEPIT OF

ITS CUSTO1SINES

ATTN KIND ADKNI0TFcATION

JACKSONVILLRFL
947% it 44% 3190% 686%
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Class Class Class

ClassA ClasaB ClassC ClasL Chssl 103 E4 105 ClasSY

FIRST CLEARUFGLLC

SPECIAL CUSTODY ACCOIJNTFOR THE
EXCLUSIVE BENEflr OF CUSTOPSER

SAIS1TLOUISMO 7104/ 1536% I72% 124W
NERCEE TRUST Co UFEE P30

EDWARD JONES CO DEFFDCOHE
PLAN

ACrS DC PLAN ADMIN

FORW000 MA 40 804/

TheH3NoriCSPIpI PDDrB1on II Fd

83100

PEG NUN3EMS USA INC 401K POP

COVBOGTCNKY 7304/

MO TRUST CO AC-RIOT FOR

YlC CO COST 830
RETIF CTh FUEL LLC
1/HOOVER CL

COUNSEL CR DEA MATC FF0

JB MATHEWS CO48IKPSP

TE

PITTSBIJRGHPA R07%
COITRSIET DNA MATC PRO

RUNES REPIAN
PITTSBURGH PA 535%
LARTFOICD LSD INSURANCE COMPANY
SEPARATE ACCOUNT
C-OVEIESENT BUSINESS
HARTFORD CC 843%
STATE STPEST BANE T97JST CUlT
830 THE HARTFORD AGGRESSIVE GROWTH
ATTN MAREXH ORE
W000BTJRY lAN

COUNSEL TRUST DBA MATC P80

ENGINEERED OTF.UCTURES INC 401

HE0-O1 01-OAIUN 1/PLAN

PITTSBURGH PA 21 04%
STATE STEREO BANE TRUST COST

EDO THE HARTFORD BALANCED ALLOC

ATT3 MARILYN ORE
W000ETIRY MW
FIRST CLEARNGLLC
SPECIAL CUSTODY ACCOUNT FOE THE

EXCLUSIVE BENEFIT OF CUST3IR
SAINT LOUIS MO 721% 1372% 11 97% IF 20%
ESOST NICHOLSON FEC

ESOELCOVER SIIOOESAO4VK

POP TE

WESTCISEETERH 771%
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CIa Cta CbS

C1A C1eB CbC CImL CI R3 584 585 ClV

CHARLES SCHWAB CO INC

SPECIAL C0500DY ACCOUNT

5580 CUSTOMERS

ATTN MIYTIJAL FUNDS

SAN FRANCISCO TA
37 0R/

PERZSDNG LLC

JERSEY CITY NJ 1373% 1213% 1109 12 23%

RDPFS FOR THE SOLEBEJOEFIT OF

ITS CUSTOMERS

ATTN 50070 ADESIOISTRATION

JACKSONVILLE FL 733% 12 50%
1507%

CITIOROUP GLOBAL MARERTS USC

ATTN PETAR 300TH

NEW YORK NO 41% 0040%

RAYMCND JAMES

ATTN COLRTNEY WALLEF

Sr p1iSURUL 61%

LPL FINANCIAL

FEC CUSTOMER ACCOUNTS

ATTN MUTUAL FUND OPERATIONS

SAN DGO CA
1809%

HARTFORD TIFF INSIIR INCH COMPANY

SEPARATE ACCOUNTS O1K B1JSINESS

ATTN OTT OPERATIONS

IL4JCTFOIOD CT
1947% 519%

FEWARD JONES CO

ATTN MUrUAL FUND SHAREHOLDER

ACCOUNTING

MAEYLANDNTSMC 2789% 1441%

The aInri Cfledis and BaIalc07 Fund

TRflC AVIATION INC TTEE FRO

TR0C AVIATION INC 401K POP

dO FASCORE LLC

C-REENWOODVILLAGECO
799

30045 ULKAKIN Ii LLC

SPECIAL COSTOLY ACCOUNT FOR THE

DCLUSIVL BENEFIT OF CUSTOMER

SAINTLOUISMO 1092% 11396 1699%

CITIGROUP GLOBAL MARKETS INC

4TTI TFTK8 NOOTT4

ISEWYORKNY
841%

HARTFORD LIFE INSURANCE COMPANY

ATTN MARK ITIS000FF

HARTFORD CT
1279% 10079

HARTFORD LIFE INSURANCE COMPANY

SEFAKA1E ACCOUNT
PUSMENT B1JSLAR0S

HARTFORD CT
48 21%

HARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNTS DIII BUSINESS

ATTN OTT OPERATIONS

HARTFCRDCT
7167% 2183%
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Claff CIas CIas

CIaA CIaaB CiaaaC C1aL CI 183 184 183 CIaaY

LPL FINANCIAL

OBO CUSTOMER ACCOUNTS
ATTN MUTUAL ICING OPERATIONS

SANDGO CA 1365%

RAYMCHD JAMES

ATrN COURTNEY WALLER

Br PSSTEROBUEG YL 33% 5070%

SERSHINO LLC

JERSEY crr NJ 796% 1148% 22% 10 6%
EDWARD JONES CO

ATTN MCITUAL FUND SHAREHOLDER

ACCOUNTGIG

MARYLANDHTSMC 59419/ 3302% 8596

MLPFS FOR THE SOLE BENEFIT OF

ITS CUSTOMERS

ATFN FIND ADRSNISTEATION

JAUK2LNV1LL.9L 21

ThEN aforjCoo v%HIoo4bor Fd

RAYMOND JAMES

ATrN COURTNEY WALLER

ST PETERSBURG YL 83%

IIPFRI 9018 UNP S1TFPVNF91T 119

ITS CUSTOMERS

ATTN FIND ADMINISTRATION

JACIYSONVILL.E FL 01% 049%

C-PCAS AGENT FOR

REUA1CETRIJST COMPANY FBO

APISIVIA COO OH 41 PS PLAN

ATLANTA GA 569

IIARTFORD LIFE INSURANCE COMPANY

SEPARATE ACCOUNT
OOVERNESEN BUSINESS

EARTFORD CT 24 22% 12.23%

FIKNL 84 MARTII7ELI

GJUIIIN U1JN CO
EDWARD JONES CO

ATTN MLTUALFU3SD SHAREHOLDER

ACCOU1STDOG

MARYLAND SITS MC 4087% 17 07% 82%

951071T CIRSRNOTJf
SPECIAL CUSTOCY ACCOUNT FOR THE

DCLUSIVE BENEFrF OF CUSTOMER

SAINT LOUIS 140 1429% 18 50% 19.41%

SERSHING LLC

JER2EYCITYNJ 8519/ 1201% 1789/ 163V%

%AKIS COW LIPh AN SWORN CIV COMIAN

SEPARATE A000URITS 0111 BUSSIESS

ATTN DT OPERATIONS

EARTFORD CT 76% 8496% 7281% 7829%

LPL FINANCIAL

PBO CUSTOMER ACCOUNTS
ATTN MUTUAL P72ND OPERATIONS

SAN DITGO CA 2928%
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Class Class Class

ClassA ClasaB ClassC ClassL CssI 183 184 ClasaY

TheH arIori Corn8ate Opportuniti

IILPFS FOR THE SOLE BEIErrr OF

ITS CVSTOSURS

ATTN FiND ADRENIITRATION

JACRSCNVILLEFL
712% 90%

WEST vIRGrNIA SAVINGS PLAN COLON

RET WEST VIRGINIA SAVINGS PLAN

ATTN MARILYN ORE

WOODEURY SIN
15

STATE STREET BANK TRVIT COST

FF0 THE HARTFORD CONSERVATIVE ALLOT

ATTN MARILYN ORE

WOODEURY1AN
162

STATE STREET BASIL TF7J2T CU2T

FBO THE NARTFORD BALANCED ALLOT

ATTN MARILYN ORE

VJOOUSUBS
5//

MORGAN STANLEY SLflTH BARNEY

JERSEY CITY NJ
1268%

FIRST CLEARUIGLLC

SPECIAL COSTOI2Y ACCOUNTFOR THE

FXCIJJSTVENFNPFTT C/F CCITOTC/MER

SAINT LOUIS MO 87% 12 27%

PERSNDTO LLC

JERELY CITY NJ
838% 797% 868%

ST/WARD JONES CO

ATTN MUTUALFUSID Sl-IARIHOLDER

ACCOUNTING

MARYLAND HTSE4C 7172% 3688% 631%

EAYMCND JAMES

ATTN COLRTNET WALLER

ST P3TERSBURG 2L
38%

TheH for3 DIRiir1ed Ea
FRONTSIRTRUSS COL00ART FF0

MELICAL URKISS SPLSS ILL 481K

FARGO Nt
92%

STATE STREET BANK TR7IST COST

FF0 THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORB

WOOC/ETTEY
775

STATE STREET BASIl TRCTST CU/IT

FBO THE HARTFORD AGGRESSIVE GROWTH

ATTN MARILYN 0507

W000EURY MN
228

STATE STREET BANK T97JST COST

100091-00 IIAKIF 010 uFONLE ALLOUAI ION

ATrN MARILYN ORE

WOODEURY SIN

29C

EARTFORD LIFE INSURANCE COMPANY

ATTN MARK ITR000FF

HARTFORD CT
7455% 9300% 103 00%
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CIa C1as5 Class

CIA ChB CtC C1.L ChI P3 84 85 CIY
NEST CLEARB4GLLC

SPECIAL COSTODY ACCOUNT FOR TIlE

ECLUIIVE BEF1ZFTT OF CUSTOMER

SADITLOUISMO 1785%

EDWARD JONES Co

ATTN MLTUALFUND SHAREHOLDER

ACCOU1ITDI8

MARYLAND 3615 MC 5070% 12 71% 7.47%

PERSHING LLC

JEREEYCrIYNJ 535%

PAUL ALTOZ FBO

WIDELITY DIC4OIK PIP

ATE
FAIAFAX VA 15 81%

STATE ITREE BANK TRUST CUlT

PRO THE H/ORITORII CONSERVATIVE ALLOC

PJTN I4ARILI OHm

WOODBURY MN
TheHaforjDivufiud ntl Fund

HARTFORD LIFE INSURANCE COMPANY
ATTN MARK STR000FF

FA1STFO18I2 OT 41 10% 6875% 5232% 8775% 93 S19/ 95 82% 11850% 007

EDWARD JONES CO

ATTA MrTUALFUND SHAREHOLDER

ACCOUNTD7O

MARYLAND HTS MC 27 33% 883% 5.63%

PERSHING LLC

JERSEY CITY NJ 58%

TheHIoDidendpndOnth Fund

RAYMCND JAMES

ArrN COLRTNEY WALLER

ST FATERIBURO YL 23%

SE PRIVATE TRUST CO

dO SUPITRUST P.816K

AlT MU fOAL FUNLS AIJ9AINIHI%AIUR

OAXSPA SI

WEST VIRGINIA SAVINGS PLAN COREd

BIT WEST VIRGINIASAVSOGS PLAN

ATTN MARflYN ORB

WOOT%TTBY MN 1ST

STATE STRElT BANK AND TRUST CUST

PRO HARTFORD CPECKS BALANCES FNL

ATTN MAP.JLYN 01518

W000ELJRY MN 59

MAC CO CUlT

FBUMSKUHR lOlA

Arr4 MUTIJAL FUND OPERATIONS

FITTSBIJRGHPA 843%
NDPFS FOR THE SOLE BENEFIT OF

ITS CUSTOMERS

ATTN FIND AD3uSNI6TEATION

JACRSONVILLRFL 436A 35 38A
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Class Class Class

Classi CIassB ClassC ClassL ClassS 103 154 505 ClassY

KARTFCRD LEE INSURANCE COMPANY

SEPARATE ACCOUNTS OIF BUSINESS

ATTN UIT OPERATIONS

KARTFORD CI
783R/s 2709%

FIRST CLEAE04OLLC

SPECIAL CUSTODY ACCOSIsITFOR THE

RECLUSIVE BENEFIT OF CESTONER

SAIIOTLOUSSMO 37%

PERSHING LLC

JEESET SIlT NJ 646%

FUWARD JONES CO

ATTN M000AL FUND SHAREHOLDER

ACCOUNT070

MARYLAND ff35 MC 0445% 3420% 001% 02 47%

STATE STREET BANE AND IRUST CO COST

PRO ADP ACCESS

FOSI%15 MA 11 20% 475/s

TSoHasfor2EguIIdOrOwSSAIAN1A1 Fd

CITIGROUP GLOBAL MARKETS 1170

AIDE PETER 300TH

I-ER YORE NT 65%

FAETFOEO TJPF7NSTCEANCE COMPANY

SEPARATE CC OUNT

402VERUSENO BUSSNESS

LAETIOOD CI
524% 13 S07s

RIG TRUST CO COST P100

BOBBINS TESAR 3CC 401E IDA

DENVER CO
704%

LOOtS-IDA NOTCSNSTSIN

CHESTER SPRGS 37%

CBS PISCANCIAL SERVICES U-IC PRO

F2ELANIE LEELAS4C

ROLLOVER SEA

LAFAYETTE LA
12%

FESCSHL113 LLC

JERSEY CITY NJ 317 002% 53-1%

NEPPS POE 0503 S0LEBEtOEFTI OP

ITS CUSTONEES

ATTN rn-ID A01SNISTEATION

TACV000IVTTJ.P 57
71 11%

FIRST CLEARBSGLLC

SPECIAL CUSTODY ACCOUNTPOR THE

RECLUSIVE DflcIrI or CUSTO1SIDL

SADIE LOUIS MO 050% 1121% 1105%

LPL PINANID3-L

800 000EOSAAIC ACCOUNTS

AnSI MIJTUAL FUND OPERATIONS

SANDSEGO CA 20 67%

KARTPCRD LEE INSURANCE COMPANY

SEPARATE ACCOUNTS LUlls BUSINESS

ATTN 51ST OPERATIONS

I4ARTPCRD CT II 63% 5224% 07 03% 0433%
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Class Class Class

ClassA ClasaB ClassC CISssL ClassI 183 184 185 Class

RDWAED JONES CO

ATTN MUTUALFU18D SHAREHOLDER

ACCOUNTING

MARYlAND HS MC 2087% 36%

RAYMCND JAMES

ATTN COURTNEY WALLER

8SF PYTEROBUEG FL 605

TheH aTiori Eaoti rEome Fursc

WEST VIRGINIA SAVINGS PLAN COPIES

RET WEST VIRGINIA SAVINGS PLAN

ATTN MARUYN ORE

W000EURY FIN 105

ORCHARD TRUST CO TIRE

EMPLOTEE BENEFITS CLIENTS 401K

C-REEN WOOD VLG CO 81.06%

FIIOC

O0IONA1UREFECHAOL000 U100UF INC

COVD8SOTCNXY 721%
STATE STREET BANE TRUST COST
FBOTHE HARTFORD BALANCED ALLOC
ATTN MARFIYN ORE

WOG1OPITRY MM 71

P11CC

PRO ENDWAVE 401K PlAN

COVINOTCH KY 55%

STATE STREET BANK TRUST COST

FBOTIIF HARTFORD CONSERVATIVE ALLOC

ATTN MARILYN ORE

WOODPTJEY FIN 107

P11CC

FRO REOEKRB FURNITURE CO
COVINOTCNXY

STATE STREET BANE TROST COST

FEC TIrE HARTFORD AGGRESSIVE GROWTH
RIfE SIARILIN 011K

V100DEUPYFGT 92

STATE STREET BANK TRTJSI OUST
PRO INK HARTFORD TARGET EETIREMPNT

2730 FUND

ATrI MARIlYN IRE

WOODEURY MN
STATE STREET BANE TRUSFS OUST

IDOTISISSARTPORD CITOWTII ALLOCATION

ATTN MARILYN ORE

WOODEURY MN 17

RAIMCNUJA51110

ATTN COURTNEY WALLER

ST PKTERSBURGFL 16 26%

EARTFORD LIFE INSURANCE COMPANY
ATTN MARK STRO 00FF

FARTFORD Cl 1173%
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Class Class Class

Class Class 10 Class Class Class 103 184 RI ClassY

ORChARD TRUST CO TTEE

FFL0YEE BITOEFITS CLIFFTS 401K

C-REFI4 WOOD VLG CO
62%

PERSIGNO LLC

3ERIEY CITY NJ 532% 01414 61%

TOWAJID JONES CO

ATTN MUTUAL FUND S8ARAHOLEER

ACCOUNTING

MARYlAND hITS MC 81 44% 5615% 10534

Fil.PFS FOR THE SOLEBENEFTr OF

ITS CUSTOLE0
ATTN FJND ADEUNIOTRATION

JACKSONVILLE FL 646 3012% 11 29% 5335%

CITIGROUP GLOBAL MARKETS INC

ATrN PETR BOOTH
EEWYORKNT IT52% 61809

I-AKTFORJJ INSURAI9Ci4 COMPAN

SEPARATEACCOUI4T$ 0112 BUSINESS

ATTN CIT OPERATIONS

I/ARTFORDCT 3704% 15Z7/

MG TRUST COMPANY CUES PRO

RSEVENVAIBNTINO

DENVER CO
947%

C-PCASAOFI4T FOR

IIELAS4CLTITU2T COMPANY TOO

EQUIPMPIST SYSTEMS 401K P/S PLAN

ATLANTA GA
36%

STATE STEZET BANK AND TRUST CO OUST

FF0 ADP ACCTSS

BOSTON MA
2%

FIRST CLEARII1GLLC

SPECIAL CuSTODY ACCOUNT FOR THE

DCLUSIVE BENEFIT OF CUTTO1EFR

SAINT LOUIS MO 1990 II 96% 01%

TheH auIOrIFIOatIflT 9118 FUnd

MAR0 CO FBOJD

0/0 MI TRUST CO NA ATTN MF

1NLWAUXEEWI
325

MG TRUST CO CUlT PRO

RRIISEIAN17 MATTOCK 1- RICES

DENVER CD
104B/

CHARLES SCHWAB CO INC

SPECIAL COSTOCY ACCOUNT

PRO CUSTOSNERS

ATTN MUTUAL FIJO1DS

TANFARNUOSCOCA
Z01Yo

TO AMPP.ITRADETRIJST COMPANY
DENVER CO

0G/

ITS LLC FEBC

JUSTICE lONG DAVID BAKER STEE

ISPRR PATTERSON SAYLER SoGT-I PET SN

PiNG FL

TOPEKA KS
3%
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Class Class Class

ClassA CIaasB Class ClassL ClascI 104 105 ClaY

EIOEI CO
KAISASCrrYMO

238

WEST VIRGINIA SAVINGS PLAN CtIvGB

RST WEST VIRGINIA IA/DIGS PLAN

ATTN MARILYN ORE

W000R7JRYMN
142

STATE STREET BANK TET7ST COST

PRO THE HARTFOEL BALANCED ALLOC

ATTN MARILYN ORE

WOODEURTIfl4
ISO

STATE STREET BANK ATETIST COST

PRO TIlE HARTPOEE CONSEEVATIVE ALLOC

ATTN MARILYN ORE

W000EUEY MiS
70

LPL FINANCIAL

PRO CIJSTORlEE ACCOUNTS

RUIN MUIUAL POND OPMAIIOBS

SANDGO CA 8.1754

C-PC ASAOENT POE

RELIA2SCETEJSI 00149ANY PRO

AINKUEN MASON PC PIP TRIJIT

ATLENTAGA
17109/

PERIHi4G LLC

JSEOEYCTSYIJS 7222% 1269% 697% 9.31%

CDI UD/ANCIAL ILRVICES MC 2130

ALE7CANDEE BATTERY CO INC

MONEY PURCHASE

AELDSOTO1SKTSIL
SIMS

COMMUNITY BANK NA CLOT

PBC ClIENTS OP BPA-HAERRUGE RET FL

UTICAO8Y
19674

EAYMCND JAMES

ATTN COURTNEY WALLER

ST PSTERSBURG FL 74%

LITIUICOUP GLUNAL MARKE1 SOIL

ATTN PETSE BOOTH

FEWYORKNT 1837% 7319% 3272%

REWARD JONES CO

ATTN MUTUAL POND SHAREHOLDER

ACCOITHTI757I

MARYLAND HTSMC 612%

EDPPS FOR Toot IOLEBEIIEFIT OP

ITS CUSTO1CI
ATTN KIND ADMiNISTRATION

JACKSONVILLE FL 6.32% 1701% 11 9W 23 20%

91351 CLRAJON4 SLLO

SPECIAL COSTOCY ACCOIJNTPOR THE

ENCLUSIVS BENEFIT OF CUSTOMER

SADJTLOUIIMO 6.674 1849% 1692% 1956%

MORGAN STANLEY SI10TN BARNEY

JERSEY CITY NJ II 47% 849%
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Class Class Class

ClassA ClasaB ClaasC ClasaL ClassI PS 104 185 ClassY

NFl LLC FERC

WTRISC TIRE

RA JONES CO INC CUSCORD

DEFINED BENEFIT EL

COVII8OTCI4 KY 27 34%

Met-I aIorJ 1- undamental GoentI F- sod

NARTFO3D LIFE INSURANCE COMPANY
ATT4 14ARJC ITRC 00FF

EARTFORD CT 16310-0 96 26% 100 OP/s 103 00%

STATE STREET RANK TRUST 071ST

FEC TIJE HARTFORD GROWTh AILOCAITON

ATTN MARILYN ORE

wOOOBURYhft4 73

WE3T VIRGINIA SAVINGS PLAN 001214

MT WEST VIRGINIA SAVINGS PLAN

ATTN MARILYN ORE

V100LP.LJ161 1411 62

LILPFS FOR THE SCLEREPIEFIT CF

ITS CUSTOMERS

ATTN FUND ADMINISTRATION

JACKSONVILLE FL 91% 65 99%

CITIIOROITP O1.OPAT.MAFICETO INC

ATTN PETER 300TH

YEW YORK NT 7.69%

EDAA3O JONES CO

ATTN M7JPUAL FUND SHAREHOLDER

ACCOUNTING

MARYLAND 1921140 55 30% 097%

FIRST CLRARII4GLLC

SPECIAL CUSTODY ACCOU1ST FOE THE

RECLUSIVE BENEFTI OF CUSTOMER

SAINT LOUIS MO 24% 09% 11 96% 12 99%

PERSHING LLC

JERSEY CITY NJ 9.55% 99001 7.92%

I4A6MCNUJA\IES

ATTN COURTHET WALLRE

ST PETERSBURG CL IC 23%

STATE STREET RANK TRUST CIOST

FEC THE HARTFORD RALANCRO ALLOC

ATTN MA1OIT.YN ORE

W000RURY 1434 12

TbeHrforiGEbd A5-AoIdFund

HLFPS POD TIlE OLDDDNKIIT 01

ITS CUSTOMERS

ATTN FUND AOFBNIITRATION

JALKSL1NOILL6YL 6N% 51/5% 41 65% /192%

YES LLC FERC

055 RANK NATIONAL ASSOCIATICN
FDLWAUKRR WI 37
NARTFCRO LIFE IN3URANCR COMPANY
ATTN MARK STR000FF

F/ARTFCRO CT 8074% 62 96% 99 55% 62
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Class Class Class

ClassA ClasaB ClasaC ClasaL Chad 1518 154 155 ClassY

LPL FINANCIAL

PEG CLTSTOIISPR ACCOUNTS

ATTN MUTUAL FUND OFREATSONS

SANDOO CA 1007%

CITIOROUP GLOBAL MARKETS INC

ATTN PETR300TH
SCEWYORENT 501% 1060%

RAYMOND JAMES

ATTN COURTNEY WALLER

ST PKTERSBUKO YL 12 954

PERSIUNG LLC

.1ERSEYCSTYNJ 711% 591% 1205/s

MORGAN STANLEY SSCTN BARNEY

JERSEY CITY NJ 1049%

REWARD JONES CO

ATTN MUTUAL FUND SNARENOLDER

ACCOUNTING

MARYLAND 1525150 309904

FIRST CLEARING LSo

SPECIAL CJSTODY ACCOUNYFOR TNE

KECLUSIVE EENEFIT OF CUSTOMER

SAnICnIDITSSMO 538% 787%

TheHa-fnniOtcb EnhaicedDivdldd

I/ARTFORD LEE INSURANCE COMPANY

ATTN MAr00 STI50000F

EARTFOEDCT 10000% 10000% lOSES/s I0OC0% lOSES/s I00O0/s 1000

TheHaIoriOIcbS Or0%lh Fund

MARE ELU1VIASITHAL FEO

MARE ELUOSPNTI4AL INSURANCE IN 401K

SEP TR

CORONADO CA 00%

NATLIN LLC

JASON TEUMEACEE TRUSTEE IND CEO

JESUPIA 561%

If ATE STREET BANK IRJS0 COOS

PEOTIENARTFORC AGGRESSIVE OKOWTN
ATTN MARILYN ORE

V1000EURYIO8
120

STATE STREET RANK TRUST COST

FROTNF FTAETPORK GROWTH AlLOCATION

ATTN MARILYN ORE

W000EURYMN 392

REWARD JONES CO

ArrN l6LTUALFUND SNAEEHOLDER

A000UNTUSO
SOAR ILANL SCSI SOC 4079% 1513% 1424

RARTFOED LEE INSURANCE COMPANY

ATTN MARK STE000FF

EARTFORDCT 47504 9005% 10000%
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Class Class Class

ClassA ClsssB ClasaC ClassL CIsssS ES B4 R5 ClassY

STATE STREST BANK TRJST CUST

FEC TOE HARTFORE BALANCED ALLOC

ATTA MARILYN ORE

WOODEURY MN 42

FIRST CLEARB300Is

SPECIAL CUSTOC ACCOUNT FOR THE

RECLUSIVE BENEFIT OP CUSTOMER

SAINT LOUIS MO IC 16%

FERSIJE4G LLC

JEESEYCITYNJ 691% 062%

ORCHARD TRUST CC TIRE

EMPLOYEE BENEFITS CLIENTS 401K

C-RRENW000VLG CO 16 50/s

Thel rlord OIthS II eeIIh ro5
LPL FSNANCSAL

FEC CUSTOMER ACCOUNTS

AnN NUT UAL JEt UPEICA1 LUG

SANDIEGO CA II 56
HARTFORD LIFE IICSURANCE COMPANY

HARTFORD CT

RELIASOCETEUST COMPANY FED

NORTH AWPFICAIC

ATLANTA GA 1102%

P11CC

100 TWO 012013200 LLC

COVPIOTCNEY 3606%

C-PC AS AGENT FOR

EELIANCETRUST COMPANY FED

APTIMA INC SN 421 PS PLAN

ATLANTA GA 3625%

HARTFORD LIFE INSURANCE COMPANY

1SEFAEATEACCDUNTS 01K BUSINESS

ATTN UST OPERATIONS

HARTFORD CT 4050% 0927%

O1EWNUTUN mus CU

FEC WELLINGTON RET PENSION PLAN

BOSTON MA 95.5

FIRST CLEARE4GLSC

SPECIAL CUSTOLY ACCOUNT FOR TNt

FYCLIIIIVF rssvrr op CIETOMER

SAINTLOUISMO 605% 1207% lINKS

RDPPS FOE TIlE SOLEBEIIEPIT OF

ITS CUSTOMERS

ATTN P2500 ADMINSTKATON
JACESONVILL.EFL 971% 17 054 31 96%

BA MON JAN63

ATTN COURTNEY WALLEF

STPSTERSEUROYL 556% 11154

PEESISPNG LLC

JERSEY CITY 145 713% 1137% 70% II 03%
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Class Class Class

ClauS ClacaB ClaaC ClascL CEacal 103 104 105 ClassY

MIWAPD JONES Co

ATTN MLTUALFUND SHAREHOLDER

ACCOUNTDOO

MARYLAND HS MC 2674% 1800%

SPATE STEREO BANK AND TRUST CC OUST

FEC ADP ACCESS
BOSTON MA

3670%

TheHa1orIG RssI AFund
CITIORCUP GLOBAL MARKETS hOC

ATTN PETER 300TH

NEWYOBENT 726% hOWE

NFS LLC PESO

THE NORTHERN RLST CC1OWANT

CIUCAGOL
7C

EOTEA CC P3098 EBISA ONLY

C/C M1 TRUST CC NA ATTN MA
MILWAUKEE WI

YMCA OF METROPOIPPAN HARTFORD 010

HARTFORD CT

HARTFORD LIFE INSURANCE COMPANY

ATTN HARK STRO 00FF

HARTFCRT CT
51 75% 9099% 150 0055 31

LPL FINANCIAL

FEC CUSTCMAR ACCOUNTS

ATTN MUTUAL FUND OPERATIONS

SANDHGO CA
1281%

REST CLEAREOOLLC

SPECIAL CCSTCLY ACCOUNT FOR TNt

RECLUSIVE BSNEFIT CF CUSTORER

SAII9TLCUISMC IC2O% 1175%

BAYMCND JAMES

ATTN COURTNEY WALLER

ST PETERSBURG FL 1529%

CHARLES SCHWAB CO INC

SFECIA JEJUL A0000N

FEC CUSTC1HERS

ATTN MUTUAL FUNDS

SAN FRANCISCO LA 521%

A00PFS FOR TNt SCLRBRNEFIT OF

iTT CTTSTOMHSS

ATTN FUND ADIISNISTRATION

JACKSONVILLE FL 7390/ 1156% 5083%

M000AN ITANLEY SNUTIS BARNEY

JERSEY CITY NJ P35% 24%

EDWARD JONES CO

AkIN MLFUALSURIJ SHARE14ULUER

ACCOUNTDIG

MARYLANDHTSMC 2542% 920%

PERSHL4G LLC

IER2EYCITYNJ 1651% 1171% 721%
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Class Class Class

ClassA ClasaB ClassC ClassL ClassI P3 P4 PS ClassY

TSeH IorJ GJ549 Rpead Fund

PRONTERTEUIT COREAPY PRO

POLE TEcM4oLOOIES INC 401

PARGOND 629%

OrATE STREET BElIE TRJST CURT

PRO TOW IOARTPORC TARGET RETIREMENT

2320 70140

ATTN MARILYN ORE

W000WJRY MN
STATE STREET BAI1TZ ETROST 001544

RET RAETFORO AOGREIETJE GROWER
ATTN MARILYN ORE

W000PURY MN
WELLINGTON TRUST CO

PRO WELLT1GTON RET PENSION PLAN

POSTONMA 55

5190K SIRbR BAtIK RTRJNF COMM
ROT TOW HARTFORD C00n10RVATIVR

ATTN MARILYN ORE

W000RURY MN 13

STATE STREET BANE TRJST CURT

9R0T94R 7OARTFOPC GROWTH ATTOCATION

ATTN MARILYN ORE

W000RTJRYMN 177

STATE STREET 090110 TROUT CUlT

PRO TOW HARTPORC BALANCED ALLOC

ATTN MARILYN ORE

W000RURT MN 244

RARTPORE LWE INSURAS9CE COMPANY
ATTN MARK ITR000PF

NARTPORD CT 06% 91 5044 97 17% 9821%

RAYMOND JAMES

ATTA COURTNEY WALLRR

Sr PETERSBURG FL 34%

MLBPIkOR THE SOLBEEJIKOIT OS

CI CTJITOIIERI

ATTN FUND ADFREGITRATION

JACKEONVILLRFL 1155% 091%

FIRST CLEARI9GLIM

SPRCTAT CUSTOTTY 0001TIINT FOR TT9P

RECLUSIVE BENEFIT OP OUITOF40R

SAINT LOUIS MO 503% 1035% 095% 4634%

FCRSIUNO LLC

JERSEY CITY NJ 54% 10 57% 95%

EDWARD JONRI CO

AJTJL MLIUALSOBIJ SNANEI-IOLOBR

ACCOUNTD4CF

MARYLANDHTSMC 2999% 95340
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Class Ctass Class

ClanS Clasdll ClasaC ClassL ClassI R3 104 105 ClassY

STATE STREET BANE TEOST COFfiN

EST

THE MAETPOEJ2 TARGET RETIFELENT 2030

RJND

W000EUEY MN
7.0

SAFES DAVIS

SANFR%3CISCOCA
14%

TheH aforJ 310910 0JIEahcn Fund

IPPS FOE THE SOLEBENEF1T OF

STE CUSTOFEES

ATTN FIIND ADECHISTEATION

JACKSONVILLE FL 503% 1335

C-PC AS AGENT FOR

RELIAJOCETEUSS CG1SPAN57 FBO

APTIMA INC 510421 EPE PLAN

ATLANTA GA
52%

1-ARTF OR LIFE INSURANCE COMPANY

SEPARATE CC OUNT

OOVEENBIENT BUSINESS

RARTFGRDCT
2258%

C-PC SECURITES INC AGENT TRUSTEE

OF.IIANCRTRIICYCI CIIFTO17IAN

0100 STEELING GROUPNOLDINGS LLC

BET SAY

ATLANTACA
516%

LPL FINANCIAL

EGO CUSTOMEE ACCOUNTS

ATTN MUTUAL PUPID OPREATIONS

SANDISGO CA
21 67%

RAYMCNO JAMES

ATTN COITETNET VIALLEF

STFLTERSBURGL
000 040

REST CLEARIIOGLLC

SPECIAL COSTOCY ACCOUNT FOR TIE

EACLU SLOE BENLM7 00 CuSTOMER

SAINT LOUIS 040 537% 1219% 1110% II 29%

EARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNTS OlE BUSINESS

ATTN OST OPERATIONS

IAFTFORTI CT 620% 0454% 5451% 64 0504

PERSOONG LLC

JERSEY CITY NJ 751% 1162% 048%

ENWALD JONES CO

AnN ML7UALFUND SHARENOLDER

ACCOU1ITOYG

MARSLANLJNFSMC 309150 1011%

PBS LLC FEBC

FOBJ.4AN NDITON

CARMEN IGNTON

RISA2IS PL
521-5
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C1as dalI daIs

CIaasA CIasB CIaaC CIsaL CIaasI 23 104 105 CIaY
TheH IsoriGrow1h Fund

WACHOVIA BANK PLO

VARIOUS RETIRESNKST PLAITS

CHARLOTTE NC

HARTFORD LIFE INSURANCE COMPANY

SEPARATEACCOUI4TS 0l BUSINESS

ATTN CIT OPERATIONS

I-IARTFORD CT 93 94%
HARTFORD LIFE INSURANCE COMPANY
ATTN MAPJ STR030FP

HARTFORD CT 44 63%

HARTFORD SECURITIES DISTRIF COU4C

FBO VARIOUS RETGOEMENS PLANS

S-ARTFCRD CT 43 05%

SCOTT NICHOLSON FEC
ENTRRFRISE RECOVERY STE0EMI 401K

1-SF 10 1K

WESTCHESTER IL 1120%

1CFSC FEBO

PIJOC AGENT PRO

QUALIFIED EIIFLOYEE

PlANS 401K

COVBSGTCNKY 575

STATE STREEC BANK TRCST CUlT

SDOTIK IIARTFORD arOVrrII ALLOCATION

ATTN MARILYN ORE

WOODETJRY BBS

RDPFI FOR ONE SOLE BENEFIT OF

ITS CUSTOMEES

ATTN KIND ADMINISTRATION

JACESCNVIII.EFL 69094 1191%

FRONTILR TRUST COIoBANY FED

C-OLDEN BOTTOBILL4E COISSULTO4O INC

FARGO ND 1N/o

SCALE CIREE GENE CRJNS CU IC

FBO THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

WOODEURY BGO 132

FFPC INC AS AGENT FOR PFPC TRUST

FBO7rBT4nT74p17 WI TYOGS INC

KNOOPPEUSSAPA 913%

LYN KUTZTLMA0T FED

ALC INCOFROILATED 401 PROFIT

SHARING PLAN TRUST
ATKINSONNH 132T%

JEOFEBI ALIRLOB 1-BC

BINOVAMARKETBOG INC 40110 PIP

TE

FUEN PRANIEMN 16 94%

LPL FINANCIAL

FEC CUSTOIuffR ACCOUNT3

ATTN MUTUAL FUND OPERATIONS

SANDILGOCA 00E/o
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CBSI dali dali

CIaaA CIaaB CIaaaC dIaaL CI R3 104 CIaaaY

RAYROCND JAJ8ES

ATTN COLTNEY WALLER

ST PETERSBUIOOL 1004%

FIRST CLERINGLLC
SPECIAL CUSTODY ACCOUNT FOR THE

EXCLUSIVE BENEFIT OF CUSTOMER
IAINrLOuISMO 713% 1069%

WRFHING LLC

JERSEY crry NJ 29% 565%

MG TRUST CO CUlT FEC

CLARKITON .OCHOOLDISTRICT J250-10I

DENVER CO 11 95%

CITIGROUP GLOBAL MARKETS INC

ArrN PETLA 300TH

YEW YORK NY 15% 1073%

EDWARD JOKES CO
04CN MLTUALOUBD SHAREHOLDER

ACCOUNTING

MARYLAND HTSMC 24 76% 1265% 4840%

TheH aforiGMw1h O5rSunitI10 md
FIIOC

RROMCWANE SALARIED 415 RFTTOVWESST

PLAN

coVflOTCNKY 1697%

ChARLES SChWAB CO INC

SPECIAL CUSTODY ACCOUNT
P30 CUSTOMERS

ATTN MUTUAL FUNDS

SANFRANCISCOCA 112004

STATE STREET RANK TWJST CUST

P30 THE HARTFORD GROWTH ALLOCATION

ATTN MARILYN ORE

W000EIJRYMN 210

STATE STREET BARK TRUST CUlT

lEO LI-SE I-IAR13 DEL BALANCED AL000

ATTN MARILYN ORB

WOODEURY ME
PINARAD

/0 FIRST ADVISORS

PAR HARBOR ME
ANB400CO
AMARILLO TX 7.6

WRIST VIRGINIA SAVINGS PLAN COMES

EST WEST VIRGINIA SAVINGS PLAN

ATTN MARILYN ORE

VSLODBLIS MN
FIRST CLEARING LLC

SPECIAL CUSTODY ACCOUNT FOR TEE

RECLUSIVE BENEFIT OF CUSTOMER

SAINT LOUIS MO 52% 11 95% 10 62% 48%
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Class Class Class

Class Class Class CIaasL Class I1E 144 Classy

MERCEE TRUST Co TrEE PRO

REWARD JONES CO DEPPDCOMP

PLAN

ATTN DC PLAN ADDIIN

YORW000MA 59.34%

STATE STREET BANK TRUST OUST

PRO/THE HARITO/RC AUGREISISTE GROWTH
ATTN MARILYN ORB

WOODBURY PIN

WILFUNC/TON TRUET RISC TIER SEQ

TNEMEC COMEASIY INC 4O1IC

SAVINC-S PLAN

141085400 AZ 0W/s

EARTFORI LIFE INSURANCE COMPANY

SEPARATEACCOUNTS 0IK BUSINESS

ATTN TilT OPERATIONS

-ARIFOIW Cf 41 /9% 684%

LPL F1NANCLL

PRO CUSTOMER ACCOUNTS

ATTN MUTUAL FUND OPERATIONS

SAN DGO CA 53 08%

MORGAN STANlEY SMVFSSS/ARNEY

JERSEY CITY NJ
5.34%

NKPFS FOR THE SOLEBEPrEFTr OF

101 CIJITOINKOS

ATTN FJND ADESNISTEATION

JACKSONVILLE FL 9W/s 20 41% 2912% II 98% 605%

PERSIGNO CCC

JERSEY CITY NJ 43/4 1202% 455/

REWARD JONES CO

ATTN MCTUALFUID SHAREHOLDER

ACCOUNTING

MARYLANDISTSMC 1813% /039%

CITIGROUP GLOBAL MARK/ITS INC

A/ON SRL4R/sOOIH

NEWYOPO/NY 1321%

STATE STREET BANK AND TRUST CO CTJST

PRO ADP ACCESS

BOSTONMA 19%

Th88CaforlH cW YdF rd

STATE STREET BANK TRTIST COST

PRO TIlE HARTFORD BALANCED ALLOC

ATTN MARILYN 01/ST

WOODBURY 5414
311

C-PC ASAGENT FOR

ISPLIANCE IT/fUEL COM8ANI /80

OINSBEEG GIOTIT 00001 INC PLAN

ATLANTA GA 57%

F1IOC

5140 WEASTEC INC RETIREMENT

SAVINGS PLAN

COVINGTCN KY 25

75

mhtmlfile/A\netgearnas3\data\ERISA\HARTFORD\COmPlaifltS Answer\Second Amen.. 11/7/2011

0001462



Prospectus Express
Page 88 of 234

Case 111cv-O1O83-RMBKMW Document353 Filed 11/14/11 Page 89of 235 PageD
2288

CSS Class Class

Class CIa.ssB Class ClassL Class 103 104 ClassY

EARTF0RD LE INSURANCE COMPANY

ATTN MARK ITROGOFF

ICARTEORD CI

202014 2008%

MG TRUST Co OUST FBO

C-L ASIOCIATES
DENVER CO

19N4%

ORCHARD TR1JST CC TIRE

FL4PLOYER BENEFITS CLIENTS 401K

C-REENWOODVLG
14 98%

ICENDY HAASFBG
THIRD POINT LLC 401K SP

TR

IEWYORKNT
620%

C-PC All AGENT FOR

REUANCETRUST COREANY PRO

LEBELMATCF 401K PLAN

ACLANFA iA
MU

LUKE DANLIEDNER PRO

DAELNEIRIRR BEVERAGE LLC 40T

PROOIT SHARGIGPLAN TRUST

MONTICELLO Bfl

27 08%

CHARlES SCHWAB CO INC

SPECIAL CJSTOLY ACCOUNT

P00 CUSTOBRS
ATTN MUTUAL FUNDS

SANFRA2SCISCO TA
10 204

WEST VIRGDIIA SAVINGS PLAN LEON

ROT WEEP VIRGINIA SA70000 PLAN

ATTN MARUYN ORE

W0000URYEO4
301

STATE STREET BANE ATRUST COST

FOOTER HARTFORD CONSERVATWE AL000

ATIN MARllYN ORE

WOODEIJEY 0414

247

MIUJAEL GUOKAO FEC

SUNTOCST DENTAL CENTER PA -101K PIP

TR

NAPLES FL

PRONTWR TRUST CORWANY PLO

ORION RFHAVTOSAT NEAIINNPXWORE TIC

FARGGND
724%

FRONTMR TRUSS COREANY PRO

RUDD CONSTOIUCTION 01C40K PS PLA

FARBOND
901%

CITIGROUP GLOBAL MARKETS INC

AJCN FEIkC3OOIki

NEW YORE NT

SRI PRIVATE TRUST OESPANT

ATTN MUTUAL FUNDS ADIOUNOSTRAPOR

0/0 UNION BANK
OAKS PA

1161%
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Class C1as CIas

CIA CIB CIC ChL CbI ES R4 145 CY
LPL FINANCIAL

P50 CUSTOMER ACCOUNTS

ATTN MUTUAL FUND OPREATIOI4S

SAND0O CA
22 70%

U2FS FOR TITE SOLEBENEITr CF

ITS CUSTOMEES

ATTN FUND ADESNITTEATION

JACP2SONVILLEFL 62W 995%
RAYMCND JAMES

ATTN COLRTNET WALLER

sr PETERSBURG OL 70%

FIRST CLEARII4GLLC

SPECIAL CUSTODY ACCOUNT FOR THE

RECLUSIVE BENKFrT OF CUSTOMER

SAINT LOUIS MO 501% II 64% 1553% 15 2G/
MORGAN STANLEY SKflTN BARNEY

JMEY 2110 NJ 41% 350

PERSNDTG LLC

IERSEYCITYNJ 041% 1464% 0-32% 710%
EDWARJ JONES CO

ATTN IS4UrUALFUND SHAREHOLDER

CCOIINTTN13

MARYLAND 8402 MC 3001% 21 69%
US BANK NA CUSTODIAN
IDO CAPINCO

VARIOUS OMNIBUS ACCOUNT
EDLWAUKEE WI

74
C-FCASAOE14T FOR

REUANCE TRUST COAEANY 950

SECURITY PACKAGING 082 401K PS PLAN
ATLANTA GA 1504%
Th IIf ors Intl at on El us und

FERINING LLC

JERSEY CITY NJ 1214% 1464% 851% 12%

110

FBO STATE orFEMIKLGI

I-IALTHCARE ASSOCIATES 401K

COVB4OTCNKY 500%
REWARD JONES BOO
471$ MVT11ATFTflOfl INB9NOTPFE
ACCOUNTING

MARYLAND 1105 MC 19 44% 040% 881%

STATE ITIOOST BANK TI212T CUST

EBO THE HARTFORD GROWTN ALLOCATION

ATTN MARILYN ORE

W000EUI6X MN
STATE STREET BANK TRJIT CUST

FBOTNK HARTFORD CONSERVATIVE ALLOC
ATTN MARILYN ORE

W000EUEY 54%
13
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dalI Class Class

ClassA CIasB ClasaC CIaL Chssl 153 154 155 Clsss

STATE STREET BASIl TRUST CUST

FBO THE HAP.TFORC BALANCED ALLOC

ArrN MARUYN ORE

W000EIJEY BIN
29.4

YEW YORK LIFE TRUST COMPANY
PRO VARIOUS RETIlEBIlNE PLANS

PARSTISPANY NJ
04%

CHARLES SCHWAB CO INC

SPECIAL CUSTODY ACCOUNT

PRO CUSTOMPRS

ATTN MUTUAL FINDS

SANFRANCISCO CA
1256%

ITS LL.C FEBC

STATE STREET BAIK TRUST CO

TEE VARIOUS RATIREHENT PLANS

KARFISONNY
569%

LHS5ILANLIAL OERVICBSINC 60
ROCEPORD MAIrJPACTUPJNG

411 SVGS PLAN

FENEST KOELLATTEE

ROCKFORD TN
C8%

MORcAH STANLEY SMITH BARNEY

JERSEY CITY NJ 69%
WEST VIRGINA SAVINGS PLAN 00MM
SOT WEST VIIICISIIA SAVINOS PLAN

ATTN MARU.XN ORR

WOODLURY MN
190

FRAY CLEARIN1SLLC

SPECIAL CUSTODY ACCOUNT FOR THE

RECLUSIVE BENEFIT OF CUSTOMER

SAINTLOUISMO 83584 1743% 1518% 8.53% 2212%

EARTFORD LIFE INSURANCE COMPASS

SEPARATE CC OUThIT

COVERNMENT BUSLIESS

AIOIAONJJ Cl
6.155%

MLPFS FOR ONE SOLEBE6TEIIT OF

ITS CUSTOMERS

ATTN FIND AOBDI4IITRATION

JACKZONVILL.EFL 51334 1230% 155046 2670%

errrrslsolrPG5.OPAIMRRERTS INC

ArrN PETER 300TH

NEWYORENT 836% 1221%

IOAYMCISD JAMES

ArrN COURTNEY WALLE$

Sr PETERSBURG IL 663%

CAL OINASSCIAL

PRO CUSTOMER ACCOUNTS

ATTN MUTUAL FUND OPFEATIONS

SANDSTGO CA
7.03%

EARTFORD LIFE INSURANCE COMPANY

SEPARATE ACCOUNTS 01IC BUSINESS

ATTN CIT OPERATIONS

EARTFORD CT
4357% 40.11%
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Class Class Class

Class Class Class Class Class R3 R4 RI Clan

The Hatfad IntwnZicnal Gocth Fund

JOAN PASCAK PRO
KANNER MENDELSON SHTEIMAN 401K

PS TR
PALM EEACH sIr/s

PEDAllING LLC
JRRSEYCITYNJ 5.26% 8.21% 5.94%

NFSC FF80
P11CC AGENT EDO

QUALIFIED EMPLOYEE
PLANS 401K

COVINGTON KY 179

MARKD BLUMENTHAL PRO
MARK BLUMENTHAL INSURANCE IN 401K

PS TR
CORONADO CA 22.84%

HARTFORD LIFE INSURANCE COMPANY
HARTFORD CT 6.99% 77.16%

MGTRITST CO CURT PRO

ALTERNATE SOLUTIONS HOMECARE LLC
DENVER CO 19.46%

FIICC

FEC 1551401K PLAN
COVINGTONKY 61.89%

STATE STREET BANK AND TRUST CO CUST
FEC UNITED ENGINEERING COMPANY
401K PLAN
FEVELY MO 7.14%

STATE STREET BANK AND TRUST CO CUST
FEC THE FIRSTNATIONAL BANK
OP SYCAMORE
SYCAMORE OH 8.41%

KEYBANK NA
FEC UNIVERSITY CIRCLE INC CUS
CLEVELAND OH 9.1

STATE STREEF RANK AND TRUST CO CLTST

FEC TRUSTAFF MANAGEMENT INC

CINCINNATI OH 10.56%

STATESTREFF BANK AND TRUST CO CUST
FEC HARLAN GLOBAL MANUFACTURING
KANSAS C1TY KS 11.36%

STATFSTRFV1 RANK ANTITRUST CO CTTST

FEC IIENSELER ORTHODONTICS PA
WOODBURY MN 18.09%

I4LPFS FOR THE SOLE BENEFIT OF
ITS CUSTOMERS
AnN FUND ADMINISTRATION
JACKSONVILLE FL 6.48%
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Clan Class Class

CIassA ClassB ClassC ClassL Classi R3 R4 R5 CIanY

CIL4.RLES SCHWAB Co INC

SPECIAL CUSTODY ACCOUNT

FBC CUSTOMERS
AnN MUTUAL FUNDS
SAN FRANCISCO CA a53%

RAYMOND JAMES
A1TFJ COURTNEY WALLER

ST PETERSBURG FL 17%

FIRST CLEAJUNG LLC

SPECIAL CUSTODY ACCOUNT FOR THE

EXCLESIYE BENEFIT OF CUSTOMER
SAJNTLOUISMO 0.52% 11.39% 43.74%

EDWARD JONES CO
ATFN MUTUAL FUND SEAREIOLDER
ACCOUNTING
MARYLANDHTSMO 51.63% 23.75%

C1TIGROUP GLOBAL MARKFFS NC
AT1N PETER BOOTH
NEW Y001C NY 695%

TheHatfad Intnlicnal Value Fund

STATE STREET BANK TRUST CUST

FEC THE HARTFORD GROWTH ALLOCATION
AITN MARILYN CR15

WOODRURY MN 21.8

STATE STREET BANK TRUST CUST
EEC TIlE HARTFORD CONSERVATIVEALLOC

ATTN MARILYN CR15

W000BURYMN
8.9

STATE STREET DANK TRUST CYST
FEC THE HARTFORD TARGET RETIREM3NT

330 FUND
ATTN MARILYN CR15

WOODRURY MN 7.t

STATE STREET BANK TRUST CUST

FEC THE HARTFORD AGGRESS1VE GROWTH
ATTN MARILYN GRE
500 BIELENBERG DR
W000BURY MN 551254401

14.0

LFL FINANCIAL

EEC CUSTOMER ACCOUNTS
ATFN MUTUAL FUND OPERATIONS
SAwnwrOr.A 626%

PERSHING LLC
JERSEY CITY NJ 1L84%

EDWARD JONES CC
AnN MUTUAL FUND SHARF300LDER
ACCOUNTING
MARYLAND HTS MO 41.67%

HARTFORD LIFE INSURANCE COMPANY

ATTN MARK 511000FF
HAJCI010 CT 41.2SF 78.43% 8SUVo 96.9SF 103.00% 100.00%
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Class Class Clan

Clan Class Clan Class Clan 113 144 115 ClassY

STATE STREET RANK TRUST CUST

P80 THE HARTFORD TARGET RETIREMBJT
2020 FUND
ATIN MARILYN ORE
WOODBURY MN 6.6

SrATESTI1ECTDANK TRUST OUST
PRO THE HARTFORD BALANCED ALLOC
ATTN MARILYN ORE
WOODBURY MN 24.2

TheHa-tfa-d Intl CcportunitiesFund

P11CC

PRO CTCA 401K SAVINGS AND
RETIREMENT PLAN

COVINGTON KY 14.2%

STATE STREET BANK TRUEr CUST
PRO THE HARTFORD GROWTH ALLOCATION
ATTN MARILYN ORE
WOODBURYMN 16.5

STATE STREET RANK TRITST OUST
PRO THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

WOODBURY MN lOP

WEST VIRGINIA SAVINGS PLAN COMM
RET WEST VIRGINIA SAVINGS PLAN
ATTN MARILYN ORE
WOODBURY MN 42.8

PROC
P80 18K CAPECUI MI VP CENTS SAVLNLPI

DANK 401K PLAN
COVINGTONKT 6.51%

NFSLLC FF80
RUSTIN CLARK TFEE
ESSDACK CONSORTIUM 403H PLAN
HUTCIONSON KS ll.36/s

P11CC

PRO CROWN DISTRIBUTING CO OF

EVERETrINC EMPLOYEES RETIREMENT
COVINGTON KY 47.55%

P11CC

PRO C-K MINERALS INC

COVINGTON KY 11.72%

STATE STREETRANK TRIJET OUST
EDO THE HARTFORD AGGRESSIVE GROWTH
ATTN MARILYN ORE
WOODBURY MN 5.3

FIRST CLEARING LLC

SPECIAL CUSTODY ACCOUNT FOR THE
EXCLUSIVE BENEFrI OF CUSTOMER
SAINTLOUISMO 5.24% 957% 11.72%

PROC
P80 JONES VAJGAS CHAKIEREI
COVINGTON ICY 8.11%
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PFKSHThIG LLC

JERSEY CITY NI

FIMS/PRUDENTIAL RETIREMENT
AS NOMINEE FORTHE TrEE/CUST PL 880

EVANS HOTELS 401

SAN DIEGO CA
CITIGROUP GLOBAL MARKFFS INC

ATIN PEFER BOOTH
NEW YORK NY
MLPFS FOR TIlE SOLE BENEFIT OF
ITS CUSTOMERS
ATTN FLIED ADMINISTRATION
JACKSONVILLE FL

RAYMOND JAMES
ATFN COURTNEY WALLER

ST PETERSBURG FL

LPL FINANCIAL

FBO CUSTOMER ACCOLIETS

ATrN KITITITAF FUND OPERATIONS
SAN DIEGO CA
HARITORD LIFE INSURANCE COMPANY

SEPARATE ACCOUNTS 401K BUSINESS

ATII4 UJT OPERATIONS
HAR1TORD CT

EDWARD JONES CO
ATrN MUTUAL FUN SHAP.NIOLDER
ACCOUNTING
MARYLAND HIS MO
TheHatfad Intl CormaryFund

HAItTFOBD LIFE iNSURANCE COMPANY
SEPARATE ACCOUNTS 401K BUSINESS

AUN UJT OPERATIONS
HAItITORD CT
STATE STREET BANK TRUST CUST

PRO THE HARTFORD AGGRESSIVE GROWTH
ATTN MARILYN ORE
WOODBURY MN
WELLINCTCN TRUST CO

PRO WELLINGTON RET PENSION PLAN

BOSTON MA
STATESTREETBANK TRUST CUST

FRC THEIIARTFORDBAI.ANCEI ALT.OC

ATTN MARILYN ORB
WOODBURY MN
WEST VIRGINIA SAVINGS PLAN COMM
FIT WEST VIRGINIA SAVINGS PLAN
ATTN MARILYN ORR
WOODBURY MN
STATE STREET BANK TRUST GUST
FEC THE HARTFORD GROWTH ALLOCATION

AIIN MARILYN ORE
WOOIIBURY MN
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Class Class II Class ClassL Class R3 R4 RI Class

6.97% 9.97% 0.5EV 6.02%

8.88%

7.95%

6.11% 18.3C/

34 78%

5.63%

59.5W 2.1.51%

40.26% 1625%

87.21% 35.78%

11.5

3.3

12.0

30.3
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Clan Class Class

ClanA ClanS ClassC ClassL Classi ItS R4 R5 ClassY

HARTFORD LIFE INSURANCE COMPANY

AflN MARK SIROGOFF
HARTFORD CT

11.75% 63.42% 100.00%

MLPFS FOR THE SOLE BENEFIT OF

ITS CUSTOMERS
AnN FUND ADMINISTRATION
JACKSONVILLE FL 5.09% 9.50%

MORGAN STANLEY SMITH BARNEY
JERSEY CITY NJ 736%

CITIGROUP GLOBAL MARKErS
ATD1 PETER BOOTH
NEW YORK NY 5.73%

FIRST CLEARINO LLC

SPECIAL CUSTODY ACCOUNT FOR THE
EXCLUSIVE BENEFIT OF CUSTOMER
SAINT LOUIS MO 7.66% 771%

EDWARD JONES CO
AflN MUTUAL FUND SHAREHOLDER

ACCOIINT
MARYLAND HTS MO 23.67% 6.12%

STRAFE CO
FEC PEEL PARINERSHIP LP
NEWARKDE 71.52%

PERSHING LLC
JERSEY CITY NJ 13.03/s 9.04% 720%

TheHwtfad Midcap Fund

ESLEY TRUST CO NA
\ALLEE CO 52050 C/U MARSHALL

MILWAUKEE WI 57

JP MORGAN CHASE BANK

EDO THE REITREMENT PLANS
AflN HUMAN RESOURCE SERVICES

CHARLOTFE NC
AnN MUT FUNDS
NFSLLC PESO
MARSHALL ILSLEY TRUST CO NA
EDO BANK 90 ELY RCRDKPG
MILWAUKEE WI 1157%

WELLS FARGO BANE FBO

VARIOUS RETIREEMNT PLANS
CILARLOTFE NC 7.10%

NFSTT.C FFBC
EEOC AGENT EDO

QUALIFIED EMPLOYEE

PLANS 401K

COVINGTON KY 30.6

WEST VIRGINIA SAVINGS PLAN COMM
RET WEST VIRGINIA SAVINGS PLAN
ATIN MARILYN ORE
WOODBURY MN 11.4
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Clasi Class Class

ClasiA ClasoB CIa.sC CIassL Clasol R3 R4 RI ClassY

NFSLLC FEBO

STATE STREET BANK TRUST Co

1TEE VARIOUS RETIREMENT PLANS

HARRISON NY 8.5

VANGUARD FIDUCIARY TRUST CO

ItO VARIOUS RETIII.IIMENT PLANS
VALLEY FORGE PA

7.1

PERSHING LLC
JERSEY CITY NJ 6.30% 10.40% 760%

FIICC AS AGENF FOR TrEE

QUALIFIED EMPLOYEE BENEFIT

FEC PLANS 401K FINOPS-IC FUNDS
COVINGTONKY

31.16%

CALHOUN CO Cl COMERJCA BANK
DETROiT MI

8.4

HARTFORD LIFE INSURANCE COMPANY
SSPARATE ACCOUNT
GOVERNMENTBUSINESS
14ARTFORTCT

669%

CHARLES SCHWAB CO INC

SPECIAL CUSTODY ACCOUNT
FEC CUSTOMERS
AflN MUTUAL P3TNDS

SAN FRANCISCO CA
12.07 7.50%

EMJAY CORP CUST ItO
PLANS OFRPSA CUSTOMERS
GREENWOOD VLG CO

15.29%

HAEITIJRO LIFE LNSUNANCE COMPANY

SIIFARA1EACCO1JNTS 401K BUSINESS

ATIN U1T OPERATIONS

HARTFORD CF
39.34%

C1TIGROUP GLOBAL MARKETS INC

ATJN PETER BOOTH

NEW YORK NY
EDWARD JONES CO
ATFN MUTUAL FUND SITARFHOLFISR

ACCOUNTING
MARYLANDBUNMO 30.31% 26.22% 7.23%

FIRST CLEARING LLC

SPECIAL CUSTODY ACCOUNT FOR THE
EXCLUSIVE BENEFIT OF CUSTOMER
SAINTIOTIISMO 10.33% 3705% 23.2W

MLPFS FOR TIlE SOLE BENEFIT OF
FF5 CUSTOMERS
AnN FUND ADMINISTRATION
JACKSONVBLE FL 738%

RAYMOND JAMES

ATIN CGURTNEY WAILER
STPETERSBURGFL 17.75% 16.34%

JP MORGAN CHASE FlEE

ACCI OF 401K PLAN
KANSAS CITYMO

5.15%

84
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Class Class Class

ClaaA ClasaB Cb.saC ClasaL Claaal 183 184 185 CIsasY

TheHarforiMidCap ValueFjrid

STATE STREST BANE TPJST OUST

FEC Tl HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

WOODLURY 1434 8.3

STATE STREST BANK TRUST OUST

FBO TIIL HARTFORD GROWTH ALLOCATION

ArrN MARILYN ORE

WOODEURY MN
WEST VIRGINIA SAVINGS PLAN 001014

BET WEST VIRGINIA SE/DIGS PLAN

ATrN MARILYN ORE

WOODE.URY MN 511

LARTFORD LEE INSIJEANCE COMPANY

SEPARATEA0000I4TS OlE BUSINESS

ATTN UIT OPERATIONS

I-AKFIOkW CI 8J8% 38 I%
LPL FINANCLL

FBO CUSTOMER ACCOUNTS

ArrN MUTUAL FUND OPREATIONS

SANDGO CA 103%
MTPFS FOB HBSOTFBF.NEFlT OF

SIT CUSTOMERS

ATTN FUND ADMINETRATION

JACESONVILLEfl 60% 33.07%

FERZI3L4G lAO

JERSEY CITY NJ 744% 649% 10.144

FIRST CLEARLSGLLC

SPECIAL CUSTODY ACCOUNT FOE TILE

30CLUSWE BENEFIT OF CUSTOMER

SAINT LOUIS MO 546% 81% 16 23 25 61%

EDWARD JONES CO

ATTN MLTUALFIJID SHAREHOLDER

ACCOUNTDIG

MAO ILNL MIS MC 44.01% 1046%

KARTFOPD LEE INSURANCE COMPANY

ATSN MARK STROGOFF

EARTPORD CT 9.12% 1164% 61 NA 13000

RAYMOND JAMES

ATrI COIRTWF.Y WATJVP

STPETERSBUEGFL 680
STATE STREET BANK TRUST OUST

FDOTIILIIAETFORDACCISLSSWE 000WTII

ATTN MARILYN ORE

WOODEURY 9434

mel-f aUprI ME184MSrMI Fu55

RAYMCND JAMES

ATTN COURTNEY WALLER

ST PETERSBURG FL 5.87%

STATE 3TREE BANK TRUST 00 OUST

FBO CHAT ADVISOR SAVD4S PLAN TRUST

ArrN MARILYN ORE

WOODEURY MN 311
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Class Class Class

ClassA ClassE ClanC ChssL Class ES 164 168 ClassY

STATE STREET RANK TRUST CUFr
PRO THE HARTFORD CONSEEVATWE ALLOC
AnN MARILYN ORE

W000EURY 3420
672

C-PC AS AGENT FOR

EEUAD4CETRUFI COMPANY PRO

SKODA MIF0OTTI CO 401 PLAN

ATLANTA GA 874%
OPCAOENT FOR

REIJAJOCETRIJOT CO PLO

GDUTNRKN SURGICAL ASSOC 401K 553

ATLANTA GA
11.07%

OPCASAOENT FOR

EELIANCETRUTI COMPANY PRO

APT1MADOCSN4II EPSPIAN
ATLANTA GA 12 46%
OPCASAU14WC 9014

RELIANCETRUST COMPANY PRO

L.I 401K PROFIT SHARING PLAN

ATLANTA GA 20.30%

GPO AS AGENT FOR

RFT7ANCP.TRIIST COMPANY PRO

SKYWARDINC 401 ICPLAJ4

ATLANTA GA 21 48%
LAJOTFOEG LIFE INSURANCE COMPANY

SEPARATEACCOUNTS OIKBUSL4ESS

ATTN TIT OPERATIONS

FARTP0RDCT 1583/ 9l65/â

CITIGEOUP OLOEAL MARKETS INC

An4 PETAR 300TH

FEW YORK NT 709%
PERSHING LLC

JERSEYCITY3OJ 11.62% 8360
FIRST CLEARII4GLLC

6P14CIA CJSIUL ACCOUNT ION jj
EXCLUSIVE BENEFIT OP CUSTOIIFR

SADJTLOUIS34O 1294% 129604

EDWARD JONES CO
ATTN MUTUALFUO1D SHAREHOLDER
6177OIINTI14Th

MARYLAHDNTSMC 1307% 13.64W

EARTFORD SECURTIIESDISTRSE C004C

PRO VARIOUS PETrnFSSElTr PLANS

HARTFORD CT 12.86% 2334%
TheH a-loriMunieirpl ODIFr1urllr16 Fe

NA0MCNI JAN15

AnN COLRTHET WALLER

STPSTRESBURGL 1.43% 938%
EDWARD JONES CO
ArrN MUTUALFUND SHAREHOLDER

ACCOUNTROG

MARYLANDHTSMC 1771% 1033%
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Class Class Ckss

ClasaA ClaaaB ClaaaC CtasaL Class i3 104 104 ClassY

LFL FINANCIAL

9100 CUSTOEffR ACCOUNTS

ASTN MUTUAL FUND OFTEATIONS

SAN0GO CA
966%

pRThVEST FINANCIAL SERVICES FBO

RICHARD 1.CTCHELL

SAINT CLOUD MN
40%

WRSIflNG LLC

JERSEYCITYNJ 786% 1543% 9SF/s 2810%

MORGAN OTANIRT SI5fiTH BARflY

JREORYC1TYNJ 1258% 871%

1aFFS FOR THE SOLEERNEFIT OF

ITS CUSTOIS66EI

ATTN 50340 ADIVSHI3TEATION

JACKSONVILLEFL
608% 2008% 19 OF/s 2531%

FIRST CLRARNGLLO
IPEC1A JIFOC ACCOUNT FOR THE

MICLUSIVE BENEFIT or CUOTOMNE

SAINT LOUIS MO 1195% 2012% 1049% 2262%

ThehaTforiMufliOlMI IReS REtUrn Fund

MAE LCVETF

WEST PAT 44 NITH 97

M5IIRITRADE INC

OMAHA NE
576%

FF5 LLC FEDC

JKE1SNETN DAVDSCNTTSE
JEENNETH DAVSCNTR
TUICONOK

2159%

1-NION JON74SCN 4440

MARSHAL FURRST IFTEN

WHITE 3EAR LK 104
591%

RAYMCND JAMES

ATTN COCRTNRT VALLER
STPSTERSBURGFL

II 44% 2727%

MLFFIFORHENOLLHENMOIM
ITS CUSTOI.CES

ATTN FUND ADESNISTRATFON

JACESONVILLEFL
611% 1134% 1580/s

FIRS CLEARII4GLLC

SPFCTA ITTSTINTY ACCOTSIT FOR TIFF

TECLUSIVE BEHEST OF CUSTOMER

SAINT LOUIS MO 765% 1337/s 15 IF/ 664%

FCFsIffl4C LLC

JERIEYCITYNJ 768% 1O67/s 1223% 1905%

EDWARD JONES CO

ElLA MLFUALFOI4L IHAREH000U.R

ACCOUNTING

MARYlAND NT MC 4897% 22S10/s 6F/s

THOMAS HEARST

OCONOMOWOC 41
803%
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ClassA CIaB ClsssC CSsL Classl R3 R4 105 ClassY

TheHaford sortDuation Fund

FIRST CLEARflSGLLC

SPECIAL CUETOITY ACCOUNTFOR TNE

RECLUSIVE BENEFIT OF CUSTORR
SADOTLOUJOMO 556% 114700 1344% 2612%

STATE ITREE BANK TRJSI CUST

830 THE MAETFORE CONSEFOVATWE ALLOC

ATTN MARILYN ORB

W000F7JRY MN 7.2

STATE ITREE BANK TRJIT CUlT

PRO THE HARTFORC OEOWTIS ALLOCATION

ATTN MARILYN ORE

W000EURYMN 285

STATE STREST BANE TRUSI CUlT

PEG THE HRRTFORE TARGET ETIRORENT
2720 FUND

A11N 7AARIL8N 01510

W000PURY4N
Sc

STATE STREET BANK TRUST 070Cr

830 TNK HARTFORE BALANCED ALLOC

ATTN MARILYN ORB

W000F.TTRY BIN

MLPFS FOR CHE SOLEBENEFIT OF

iTS CUSTO15ES

ATTN lUND ADI.BNIITEATION

JACKSCNVILIEFL 797% 941% 2895%

FERSISING LLC

JERSEY CITY NJ 287% 13.19% 032% II 95%

ENWAP.D JONES CO

ATTN MrruALFU1SD SHAREHOLDER

ACCOUNTESO
MARYLkNDMrSl4C 353900 21.00% 133C7

LPL FINANCIAL

830 CUSTOMAR ACCOUNTS

AIYN MUTUAL JUl01 U1-815A2IONS

SAND0O CA

RAYMCND JAMES

ATTN COURTNEY WALLER

ST PETEREBUBO SC 872% 10.08/0

ThH fnr1 5%s81 Crnirny rd

STATE STREET BRidE TRUST CUST

830 TIlE HARTFORD GROWTH AlLOCATION

ATTN MARILYN 01111

W000PURYMN 12.C

ORCHARD TRUST CO TIEE

RMkW IRE UR0S2 CLISI4TS

OREEHWOODVLG CO 13 85%

WELLS FARGO BANK WEST NA
PRO VARIOUS FASCORY R.ECORDKEPT FLN

GREENWOOD VLG CO 702%
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ClauS ChasE ClasaC ChasE ClauS ES 184 155 Classy

ATTN MUT FUNDS

1085 LLC FEBC

MARSHALL ILELET TRUST CO NA
FF0 BANK 98 OLT RCRDKFO

MILWAUKEE 1W1
13 35%

US BANK
FF0 WELLS FARGO REFCUTIVR BENEFITS

MILWAUKEE WI 11 70%

C-PC ASAGENT FOR

PELIANCETEUST COBEANT PRO

AFTIMA NC SN 451 PS PLAN

ATLANTA GA 780%

IFIC FEBO

FIIOC AGENT NO
QUALIFIED EF08LOYEE

PLANS 401K

CUVINOTLN KS 825

WELLS FARGO P80

OROISPUS ACCT FOR VAR FliT PLANS-WW

CNARLOTTE NC

STATE ITREEC BANK TROIT CUlT

FEC THE NAPIFOPE AIOCOPFESTVR 0%OWTN
ATTN MARILYN ORE

WOODEURT MN
EAYMCND JAMES

ATTN COURTNET WALLER

ST PETERSBURG FL ISBN

TO AIaETrRPDE TRUST COMPA34T

DENVER CO 021%

PIMSIPRUOENTIAL RETIRE6ENT

AS 1COSNSEE FOR THE TTEE/CUST PL 002

MUCSTRY IILALTH CARE INC

MILWAUKEE WI 2045%

LPL FINANCIAL

I-SO U01004EI ACCUUNT0

ArrN MUTUAL FUND OPREATIONS

SANDGG CA 12 IF/s

MMSIPRUDENTIAL RETIRES/tNT

AS FONCISEE FOR TIN TTEECUST PL 000

M1WEFSY HEATIN CARE IW0ECY INC

MILWAUKEE WI 26%

CITIGROUP GLOBAL MARKETS INC

ATTN FETCE 000TSI

FEWYGRRNT 720% 643%

EILPPS FOR THE SOLEBENEFIT OF

US CUYIOML2
ATTN FOND AD1MFUSTRATION

JACESGNVILLEFL 549% 506% 1275%

PERSNL4G LLC

JERSEY CITY NJ 508% 1041% 761% 1174%
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FIRST CLEARIISGLLC

SPECIAL CUSTODY ACCOUNT FOR THE

CICLUSIVE BENEFIT OF CUSTOMER

SAD4TLOUISMO 1473% 1174% 1850% 23.04%

CHARLES SCHWAB Co INC

SPECIAL CUSTODY ACCOUNT

PRO CUSTOMERS

ASTN MUTUAL FUNDS

SANFRANCISCOIA 1602% 708% 1548%

EDWARD JONES CO

nIT MLTUALFUND SHAREHOLDER

ACCOUNTING

MARYLAND NTSMC 1687% 001%

EARTPOED LIFE INSURANCE COMFANT
SEFARATEACCOUNTS DIE BUSINESS
AnN On OPERATIONS

k-.ARIOIOJ Cl 51 50 6U1%
ThoH a-foriErnaIJMiJ Cap EsuilyFund

RAYMOND JAMES

ASTN COURTNEY WALLEE

ST PETERSBURG IL 1009
STATE STONEr BANE TRTST 71ST

PRO THE HARTFORD CONSERVATIVE ALLOC

ATTN MARILYN ORE

W000LUISY ROT
73

STATE STREET BANE TRUST OUST

FBO THE HARTFORD TARGET RETIREMENT

2030 P13540

ATTN MARILYN ORE

W000BURY MN 70

STATE STREET BANE TRUST OUST

PRO THE HARTFORD AGGRESSIVE OEOWTN
ATTN MARILYN ORE

W000BUEYMN 181

SPATE SIERSL BASIL TRJNI USEr

PRO THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

W000BURYMN 211

RILFPS FOR TEE SOLEBENEFIT OF

OS OTTSTOMERS

ATTN FiND AOVSNISTRATION

JACESONVILLEFL 311

LPL FINANCIAL

PRO CUSTOMER ACCOUNTS
ATTN MUTUAL FUND OPERATIONS

SAN UIAUL CA 555%

FEESIILTG LLC

JEESEYCITYNJ 1085% 1113% 1202
FIRST CLEARINGLLC

SPECIAL CUSTOC ACCOUNT FOE THE

ENCLUSIVE BENEFIT OF CUSTOMER

SAB3TLOUISMO 1093% 904% 1622
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C13s 0118 I5
CIA 01mB CImO C1L CII 183 184 185 CIY

WARD JONES Co

ATTN MUSUALFUND SHAREI-IOLLER

ACCOUNTING

MARYLAND SITS MC 2224% 12 61%

STATE STREE BANE TRUST CUST

PRO THE HARTFORD GROWTH ALLOCATION

ATTN MARILYN ORE

WOODRURYMN
284

TheH for1 naIIO Gnwth Fund

JOIGI MULKET ERG

ZTJFFA LLC 40112 NIP

TE

LAS VEGAS NV
04

STWARD JONES CO

ATTN MSTUAL FUND SHAREHOLDER

ACCOUNTING

VJAAVLANL 14T14 MC 14 25%

FFSC FERO

P1100 AGENT PRO

QUALIPSED EMPLOYEE

PLANS 40112

COVTVIGTC.1IVY
101

STATE STREST BANE TRUSS COST

FBO THE HARTFORD AGGRESSIVE GROWTH
ATTN MARILYN 01012

WOODBURYMN
104

STATE STREST BANE TF3ST COST

FRO THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

WOODEURY MN
11

STATE STREST BANK TRUSI CIJST

PRO THE HARTFORD GROWTH ALLOCATION

ATTN MARILYN ORE

WOODEURY BiN
185

011012 VIKUII4IA SAVINGS FLAN CXJILM

EST WEST VIRGINIA SATGIOS PLAN

ATTN MARILYN ORE

WOODBURY MN
203

C-AVD4 LEWFEO
DEER CENTRIC INC 40W PIP

TR
CAJCBRGOKTBRL

1573%

IARTIOrI LIFE I1OSU1OANCIS COMPANY
ATTN MARK STR000FF

HARTFORD CT 84 27%

k-A1028 0101 SVCLGUILhV IJISLR1.V CO iNC

PRO VARIOUS RETIFEMEP1T PLANS

HARTFORD CT 201%

HARTFORD LIFE NHJRANCE COMPANY
SEPAAATEAC001YNT3 0IEBU3INE2S

ATTN lOOT OPERATIONS

HARTFORD CT
73 2G/
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Clank ChasE CIassC ClasaL ClanS ES 24 29 ClassY

MG TRUST COTTEE

SAN GABRILL TRANSIT AFELIATES

DENVER CO 608%

MG TRUST CO CUST FEC
WISCONSIN RAPIDS PUBLIC SCM 403

DENVER CO 86%
L3 MARINE CCNSULTDSC LLC 401K PLAN

MARK LUKENS TRUSTEE IND

ARLD8C-TONVA 14720
MO TRUST CO OUST FEC

flAR NORTH 000 41K PLAN

DENVRRCO 0126%
LPL FINANCIAL

FEC CUSTOSATR ACCOUNTS

ATTN MUTUAL FUND OPERATIONS
SANDSEGO CA 2333%

WSOSHINU LEE

JERSEY CITY NJ 783% 10 07% 6-394 288994

STATE STREET RANK TRUST OUST

FBO THE HARTFORD TARGET RETIREOAFNT

2330 FUND

47tl MARilYN 0390

WOODRURY 541 52

FIRST CLEARBOOLLO

SPECIAL CUSTODY ACCOUNT TOE TIlL

RECLUSIVE BENEFIT or CUSTOMER
SAUITLOUISMO 722% 632% 113W5 2491%
TheN ajorl SIrpleciol 21TK Fund

RAYMOND JAMES

ATTN COURTNIT 7EALLER

ST PRTERSRIJRG YE 0046

STATE STREET BANE TEJ3T OUST

FEC THE HARTFORD CONSERVATIVE ALLOC

ATTN MARILYN ORE

wooojuueeyoui 24L

STATE STREET BANE TRJST OUST

FEC THE HARTFORD BALANCED ALLOC

ATTN MARILYN ORE

W000RUET H14 69.5

PT FTNAHCTAI

PRO CUSTOMER ACCOUNTS

ATTN MUTUAL FUND OPERATIONS

SANDSICO CA 21.63%

FIRST CLEARBSGLLC

SPECIAL CUSTODY ACCOUNT FOR THE

KXLLU2IVE SAN600S 005ILO4hR
SAINT LOUIS MO 830% 006 10 71% 23686

EDWARD JONES CO
ATTN MLTUALFU3OD SHAREHOLDER

ACCOUNTING

MARYIA14DHTSHC 21 18% 13.61%

PERSNDSG LLC

JERSEY CITY NJ 140540 1043% 14700 1302%
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MLPFS FOR ISE SOLEBENEFIT OF

rs cusros
ATTN FOND ADFOIII4ISTBATIOI

JACKSONVILLE FL 42% 1894%

TheHaForJTagd Rirpnpit 2O3OFund

HARTFORD SECURITIES DIITRIB COINC

PRO VARIOUS RETIREMNNT PLANS

HARTFORD CT
56%

OP AS GENT FOR

RELIANCETRIJST COOIFAI9Y PRO

SKYWARDINC 481 PLAN

ATLANTA iSA
10.32%

HARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNT
C-OVER 5oN BUSINESS

HARTFORD CT
00% 1447%

F2JVoAEI JONES CO

ATTN MLTUALFUTD S3%RRHOLDER

ACCOIJNTUIG

MARYLAND HTSMC 5171%

HARTFORD LIFE INSURANCE COMPANY
SEPAPATF.ACCO114T9 .819 FullNESS

ATTN OIT OPERATIONS

HARTFORD CT 51 56% 91 63% 8554% 66.90%

INVESTE8T ADVISORS

ATTN MARILYN ORB

WOODLIJRY MN
TheH a-fprITaa4 RirnP1 280 Fund

HARTPOBD LIFE INSURANCE COMPANY
SEPARATEACCOUI4TS -019 BUSINESS

ATTN OTT OPERATIONS

EARTFORLCT
91 84% 297% 13.62%

LBS FINANCIAL SERVICES INC 080

COMERICA B/ONE rIEE FOR TNE

klECIrrr NC1U5i814 1996

DETROIT 190

53%

HARTFORD SECURITIES DISTRIF COINC

PRO VARIOUS REPPEEMENT PLANS

HARTFORD CT
1470%

FAPTFORT T1PEThSSTTRA31IIN COMPANY
SEPARATE ACCOUNT
C-OVERNHIENT BUSINESS

EARTFORDCT
1002% 1053%

HARTFORD LIFE INSURANCE COMPANY

ATTN MARK ITR000FF

FAKLO 010 28

ThsHforiTaaR4Irflss1t 202JFund

HARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNT
C-OVERNIvPNO BUSINESS

HARTFORD CT
743% 736%
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Class Class Class

ClasA CIssaB ClassC C1ss5L Clsal 153 154 155 ClasSY

HARTFORD LIFE INSURANCE COMPANY
ATTN MARK STR000FF

I-ARTFORD CT 88.7

HARTFORD LIFE INSURANCE COMPANY
SEPARATEACCOUNTS 0Il2 BUSINESS

ATTN NV OWRATIDNS

HARTFORD CT 566466 01 62% 85 4068 861 OH

EDWARD JONES CO

ATTN MUTUAL FUND SRRRTOLDER
ACCOUNTINO

MARYLAND NTS MC 5.11%

EL INVESTMENT ADVISORS

ATTN MARILYN ORB

W000EURY MN 11.2

ThaHa-fpr5Ta4Rirasi4 7025 Fund

HARTFORD LIFE INSURANCE COMPANY
SNPARATE ACCOUSI 41K IJSLIE.OS

ArrN JIT OPERATIONS

HARTFORD CT 817156 68 26% DSP
LBS FINANCIAL SERVICES INC PRO

COMERICA BANK TIEE FOR THE

RFCEIT1 RR.NCKTSF1i 1996

omon 811
15.8P/o

HARTFORD LIFE INSURANCE COMPANY
SEPARATE CC OUNT

C-OVERRMENT BUSINESS

HARTFORD CT 997% 14.73%

HARTFORD SECURITIES DISTRIE CO INC

PRO VARIOUS RETSEEMUNT PLANS

EARTFORD CT 05%

HARTFORD LIFE INSURANCE COMPANY
ATTN MARK IT00000FF

HARTFORD CT 63.3 OH

TheHaforJTad Rrnst 2O3OFund

NAICOOkW LIFNTh2UNANLR LUMBAN

SEPAPATEACCOUBITS oIEBUSDIESS

ATTN OTT OPERATIONS

HARTFORD CT 5759% 85 66% 9302% 77.3%

EL INVESTMENT ADVISORS
A77S MARDYN 089

WOODPURY MN
24.0

HARTFORD LIFE INSURANCE COMPANY
SEPARATE CC OUNT

C-OVERNB.IENO BUSINESS

HARTFORD CT 1371%

KANtS 03W LIFNJDSUOANUS COMSAN

ATTN MARK STR000FF

HARTFORD CT 75.8
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CIau CIa ClaN

CIaNA ClaB CIaaaC ClaaaL CIaNI 163 164 ClaaY

TheH aforiTaa R4irssent 2035 Fund

HARTFORD LIFE INSURANCE COMPANY
SEFARATEACCOUITTS 0181 I305L4ZIS

ArrN JIT OPERATIONS

HARTFORD CT 9325% 5820% 04%

HARTFORD SECURITIES DI0TR CO INC

PRO VARIOUS RETrnEENT PLANS

HARTFORD CT 1940%

HARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNT
C4OVEANEIFN ROSINESS

HARTFORD CT
1247% 694%

C-PC AGENT FOR

RELIAI4CETEUGT CO PRO

HUFF POOLE MAHONEY RETPLAN

ATLANTA GA CW
HAHI9ORL LI INSURANCE COMPANY

ATTN MARK ITR000FF

HARTFORD CT 89 02%

TheHafor3TQ Rira71el1t 2O4OFund

HARTFORD LIFE INSURANCE COMPANY

SEPARATE 000ITNTS -31 nnnw.nn

ATTN JIT OPERATIONS

HARTFORD CT 95.33% 0113% 10 42%

CPCASACENT P012

RELJANCETRIJST COMPANY FBO

SKYWARDINC 491 PLAN

ATLANTA GA
827%

HARTFORD LIFE INSURANCE COMPANY
ATrN MARK STROGOFF

HARTFORD CT
757094

HARTFORD LIFE INSURANCE COMPANY
SEPARATE ACCOUNT
C-OVERNIvIENT ROSINESS

k-.ARLOORUCS
11.04% 5399

ThaHaforITan4 P4irnant 2OlSFLJrd

HARTFORD LIFE INSURANCE COMPANY
SEPARATEACCOUISTS 0111 ROSINESS

ATTN SilT OPERATIONS

nARTFORr cCr
97 SW 9961%

HARTFORD LIFE INSURANCE COMPANY
ATTN MARK STR000FF

EAI2.TPOIYD CT 365012 91515

HARTFORD LIFE INSURANCE COMPANY
SEPARATE CC OUNT

L-OVEILSMEN USLS622

1-AKTPORD CT 1611%

HARTFORD SECURITIES DISTMP CO INC

PRO VARIOUS RRTINEMPNT PLANS

HARTFORD CT
9.27%
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TheHfor0Tap4Rirasient 2O5OFund

EARTFORD LIFE INSURANCE COMPANY
SEPAEATEACCOUI4T

C-OVKRNMEN BUSL4RSS

EAATFORDCT 971%

1-ARTFORD SECUR1TIESDISTR55 CO INC

PRO VARIOUS RErmE3Nr PLANS

EARTFORD CT 05%

EARTFORD LIFE INSURANCE COMPANY
ATTN MARK STR000FF

EAFTFORD CT 2435% 8969%

EARTFORD LIFE INSURANCE COMPANY

SEPARATE ACCOUNTS O1K BJSINESS

ATr4 JIT OPERATITNI

EARTFORD CT 9373% 5824%

C-PCASAGENT FOR

1UAP1U91RUST COMPAI4C P60

SKYWARD INC 401 PLAN

ATLANTA GA 6.44%

TheH a.forllctal Rurn Onscl Fund

US RANK
PRO WFtJ5 FARGO E5PFCTJTTVF PENEFFIS

.ULWAUKEEWI 523%

OPCASAOENT FOR

ISLLIA4CETISUST COMPANY 100

SKODABCNOTTI CO 401 FLAIl

ATLANTA GA 1923%

SAXFIN CO

PMUADELPmA PA

STATE STREET BANE TRFIST CCJST

9180 THE HARTFORC GROWTH ALLOCATION
ATTN MARDYN ORE

WOODEURY IAN

STATE STREET BANK TRJST COST

MO IPIL HARLEORL BALANUPI ALL00

ATTN MARILYN ORB

W000EURY IAN

WEST VIRGINIA SAVINGS PLAN COMM
RET WEST VIRGflSIASAIINGS PLAN

4714 MAETIYN 099

WOODBURYMN 113

STATE STREET BANK AND TRUST CUST

PDOIIARTFOLD CCOCKS BALANCES TNT

ATTN MARILYN ORE

W000RIJRY MN 613

hAKTP OAt LUh IN SUKANUR COMPAN

I-JETFORDCT 11.51%

RAYMCND JAMES

ATTN COURTNKY WALLER
ST PTTERSBURGTL 36% 5.16%
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ClanS CIassB ClsssC ClassL ClanS 23 184 185 ClassY

HARTFORD LIFE INSURANCE COMPANY
SEPARATE CC OUNT

C-OVERNIvIEIIT BIJSLSEIS

HARTFORD CT
1528%

EDWARD Li JONES Co

ATTT MCrUALFUID SHAREHOLDER

ACCOUNT050

MARYLAND MC 60 37% 2688% 906
HARTFORD SECURiTIES DIITRN CO INC

PRO VARIOUS RELIEESaHF PLANS

HARTFORDCT 996% 2051%

FIRST CLRAR08G LLC

SPECIAL CUSTODY ACCOUNT FOR TILE

DICLUSIVE BENENE OF CUSTOMER

SADIE LOUIS MO 793 1338 2679%

IEPFS FOR THE SOLEBENEF1T OF

US CuSUONtAS

ATTN FOND ADINN2ITEATIO1S

JACESONVILL.RFL 557 1924%

LPL FINANCIAL

820 CUSTOMER ACCOUNTS

9V14 WITTIAIFITNI7 OPERATIONS

EANDIEOO CA 17 92%

CITIGROUP OLOBAL MARKETS hOC

ATTN PLYDO 3OCT11

FEW YORE NT 17 79%

HARTFORD LIFE INSURANCE COMPANY
SRPARATEACCOUTSTS lIT I3USINRIS

ATTN OTT CEREATITNI

HARTFORD CT 7434% 91 71% 27 918/s

PERSHING LLC

JER2EYCITYNJ 569% 1L95is 1254/s

The hi rfor5 VS ue FirS

STATE ITREST BANE TRUST CURT

AND LIt HARERORL BALANCED ALLUC

ATTN MARII..YN ORE

W000RURY lG8
226

MO TRUST COESPAHY COST FEC

CCSCI RHFIRDSENT SAYINGS PLAN

DEMURE CO
Ii 49%

FRONTHR TRUST CO FRO

BERGEN FUNKEAL SERVICE INC DIE
FAS000ND 56905

STATE STRESU BANK TROST CUlT

FEC THE HARTFORD AGGRESSIVE GROWTH
ALYN I4AIULII4 ORB

WOODRUEYMN
108

JRGCHARE PAY DDS PATTER SEC

JEGCHAKE PAY DDE PA4OIK

COO PAICORE LLC

OREENWOODVLG 535%
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BlOC

PRO RABEN TIRE Co RIC

COVU4OTCI4 KY

BlOC
PRO INTRA CORPDRATIDN 401K

SAVO4OS PLAN

COVRPOTCNRY 741%

RARTFORD LEE INSURANCE COMPANY
ATTN MARK STR000FF

KARTFORD CT 81 80/

COUNSEL TRUST ORA MATC PRO

BRUCE KAOIKG INTERIOR DESIGN LLC

471K PLAN

PITTSBURGH PA 17 10%

STATE STREET RANK TRJST CUST

PRO THE HARTFORD GROWTH ALLCCATSON

ALTN MARILYN 050

W000RURY 3.04

261

MG TRUST CO DUST PRO

ASSOCLTRS INC SAFE HARECE
DENVER CO 2.83%

CAVTAI RANK TRTSST CO

TIER FENGD4EEEING AUTOMATION

DESIGN 401

CS1LENWOODVLO CO 13.23%

WEST VIRGINIA SAVINOS PLAN PP.24

EST WEST VSROITIIASAVGIOS PLAN

ATTN MARILYN ORE

W000EURY MN 26

RAYMCND JAMES

ATTN COURTNEY WELLER

STFRTERSBURGYL IS 11%

ORCHARD TRUST CO SIC TRUSTEE

DECATUR MNHORIAL HOSPITAL DCP 457

C/U FAILURE LLC

OEEESSWOODVLG 03 736%

PERSISING LLC
JERSEYCITYNJ 763% 775%

ORCHARD TRUST CO SIC DUST

PRO OP P7INTIS PFDORTh3C PRO WIT P1

OEEENWOODVLG CO 614%

MLPPS FOR THE SOLEERNEFST OP

ITS CUSTO1REES

ATTN KIND ADMINISTRATION

JACKSONVILLE FL 7.53% 17 22% 13 84% 32 SR/a

FJJ%A81 JUNKS LID

ATTN MUTUAL FUND SNARENOLDER

ACCOUNTING
MARYLRNDNTSMC 4346% 1261%

CSTIGROUP GLOBAL MARKETS INC

ATTN PETER BOOTH

NEW YORK NY 900/o
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FF5 LLC FEBC

EUNTINOTON NATIONAL BANK
COLUIvIFUSO-0 1310%

FF5 LLC FEBC

HUNTINGTON NATIONAL BANK
COLUIvIFUS 03 54%

CADTAL BANK TRUST COMPANY TTEE

C-EENET 00C401K

GREEN WOOD VLG CO 31 02%

HARTFORD LIFE I2OSURANCE COMPANY
SEPARATEACCOUIITS OlE BUSINESS

ATTN OTT OPERATIONS

HARTFORD CT 07%

SRONTIER TRUST COMPANY FBO

ESIBAR YOSPUTRR SERVICES 401 PLAN

FARGO ND 682%

FIRST RNIiLLC

SPECIAL COITOCY ACC0UFTT FOR TIER

SECLUSIVE BENEFIT OF CUSTOEIFR

SADITLOUISMO 637% 1342% 60214 2347%

The 1-1 fsrS Vue OseQrtenibesFund

FABTFOR17 11FF 1148118 SNOB COMPANY

SEPARATE ACCOUNTS OlE BUSINESS

ATTN OTT OPERATIONS

LARTFOISD CT 3014%

EMJAY CORP CUlT FEC

PLANS OF RPZA CUSTOMERS

C-RREISWOUD VLG CO 12%

HARTFORD LIFE I1TSUEABTCE COMPANY
ATTSE MARK STR000FF

HARTFORD CT 624%
WAYNE ISALLFBO

NEWPORT AVATI0NINC 4DIKPSP

TR

NOUSTON IX 23%

ERCAY CORPORATION CUSTODIAN TBO

PLANS OF RPSA CUSTOMSES

-REEN WOOD VLG CO 13 0654

STATE STREET RAISE ETROIT GUST

FB17TNEISARYFC7SITOROWTOS A17YATTOIS

ATTN MARDYN ORE

WOODBURY MI 293

STATE STREET DANTE TROIT COMM
EST

T1SE HARTFORD BALANCED ALLOCATION

AIYN ISA1UL EN URN

W000BURY ISIS 26.2

STATE STREET BAPITE AND TRUST CO

PRO CENTRAL MAINTENANCE

SERVICE CO

PITTSBUROHPA 541%
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Class Class Class

ClassA ClassB CltssC ClaasL ClassI BE 164 165 ClassY

STATE STREET BANK TRUST CUSS

FEOTIJE IIARTFORC TARGET ERTIRESsNT

2230 FUND

ATTN MARILYN GEL

W000BURY MN
CITIGRGUP GLOBALMARKETS INC

ATTN rETIR BOOTH

FE YGRRHT 500%

STATE STRESS BARK TRUST CUSS

FBO THE HAICTFGEC AGGRESSIVE GROWTH
ATTN MARILYN GSA

WGGDBUEY MN S.C

JGNATHAN EMAS4S FAG

EGEM TEVELGESANT GOES 401E

ISP TRUST

SANTACLARACA 691%

STACK STRESS SALK AND CC COST

PEG AGINCGURT WALLBOARD LLC

BGSTGSSMA 820/s

TRITEC CGBSPA3EES TEE SAG

TESIEC CGKSPAISES 40112

C/fl FASCORE tiC

C-ELENWGGDVLG 1625/s

STATE STRESS BANK AND TRUST CG GUST

CAY NUIOSEICT ASCGCIATIGH

FIDIANAPGUI DC 17 76%

SCFS LLC STBC

CHASTAJOTA SCADITALA

MADHAVI EADIYALA

C-LENHEADNY 551%

LPL FINANCIAL
FAG CUZTOMAE ACCOUNTS

ATTN MUTUAL FUND GFWATIGNS

SANDIEGG CA 29 35%

CLEAICIN ULLC

SPECIAL CUSTGCT ACCOUNT FGE THE

RECLUSIVE BENEFIT GE CUSTCIIRIE

SABIT LGUIS MG 3.92% 12.43%

MLPFS FOR THE SGLEBENEFTT CF

VS CIISTOMESS

ATTN lUND ADMINISTRATION

JACESGN7/ILEEFL 973/s 12 54%

PERSIIL4G LLC

JERSEY CITY NJ 9.65% 383/s 8.7Rs

EDWARD JGNES CG

AILS MCTUALFUNI SHARLHULIJER

ACCGUNTGIG

MARYLANDHTSMC 4855% 1577%

STATE STRESS BANK TRUST CUlT

PEG THE HARTFGRC CONSERVATIVE ALLOC

ATTN MARILYN GSA

WGGDBUBY RN 67
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Class Class Class

ClassA ClassB CbssC ClassL C1.ssl 153 R4 RI Classy

grIFEL NICOLAUS COflC
COLDRADO SlATE

LOUIS 1.40
17 8Wo

Confrol is defined by the 1940 Act as the beneficial ownership either directly or through one or more controlled companies of more than

25% of the voting securities of fund control person may be able to take actions regarding fund it controls without the consent or

approval of other shareholders As ofApril 30 2011 Hartford Life Insurance Company 200 Hopmeadow Street Sinisbury Connecticut

06089 owned of record 13.19% of Diversified International Fund and 100.00% of Global Enhaiiced Dividend Fund and therefore is

control person of each of those Funds
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tIN VESTMENT MANAGEMENT ARRAN GEMENTS

Each Company on behalf ofthe relevant Funds has entered into an investment management agreement with HIFSCO Each

investment management agreement provides that HIFSCO subject to the supervision and approval of the applicable Companys Board of

Directors is responsible for the management of each Fund In addition HIFSCO or its affiliates provides administrative services to both

Companies including personnel services equipment and facilities and office space for proper operation of the Companies Although

HIFSCO or its affiliates have agreed to arrange for the provision of additional services necessary for the proper operation of the

Companies each Fund pays for these services directly

With respect to Floating Rate Fund Global Enhanced Dividend Fund High Yield Fund Municipal Opportunities Fund Corporate

Opportunities Fund Inflation Plus Fund Money Market Fund Short Duration Fund Small/Mid Cap Equity Fund Strategic Income Fund

Municipal Real Return Fund Total Return Bond Fund Equity Growth Atlocatioa Fund Growth Allocation Fund Balanced Growth Fund

Conservative Allocation Fund Target Retirement 2010 Fund Target Retirement 201.5 Fimd Target Retirement 2020 Fried Target

Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target Retirement

2045 Fund and Target Retirement 2050 Fund HIFSCO has entered into an investment services agreement with Hartford Investment

Management With respect to Advisers Fund Balanced Income Fund Capital Appreciation Fund Capital Appreciation II Fund

Disciplined Equity Fund Diversified International Fund Dividend and Growth Fund Emerging Markets Local Debt Fund Emerging
Markets Research Fund Equity Income Fund Fundamental Growth Fund Global All-Asset Fund Global Growth Fund Global Health

Fund Global Real Asset Fund Global Research Fund Growth Fund Growth Opportunities Fund International Growth

Fund International Opportunities Fund International Small Company Fund International Value Fund MidCnp Fund MidCap Value

Fund Small Conspeny Fund SmallCap Growth Fund Valuc Fund Value Opportunities Fund and World Bond Fund HIFSCG has cntcrcd

into an investment sub-advisory agreement with Wellington Management Under each investment services and sub-advisory agreement
Ilartford Investment Management or Wellington Management as apphcnble su1ect to the general supervision of the applicable

Companys Board of Directors and HIFSCO is responsible for asuossg other things the day-to-day issvest.inesst and reinvestment of die

assets of such Funds mid
fiimishisrg

each suds Fund with advice and reconssneirdatiosrs with respect to investments and Use purchase and

asia of appropriate securities fur earls Fund HIFSCO does not essiploy the services of sub-adviser in its
suasragerssenL

of Checks and

Balances Fund

Hartford Investment Management administers the asset allocation program for Equity Growth Allocation Fund Growth Allocation

Fund Balanced Allocation Fund Conservative Allocation Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target

Retirement 2020 Fund larget Retirement 2025 Fund Target Retirement 2030 Fund Iarget Retirement 2035 Fund larget Retirement

2040 Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund HIFSCO administers the asset allocation program for

Checks and Balances Fund

The Funds except the finds of linda rely on an exemptive order from the SEC under which they use Manager of Managers
structure HIFSCO has responsibility subject to oversight by the applicable Board of Directors to oversee the sub-advisers and

recommend their hiring termination and replacement The exemptive order permits HIFSCO with the approval of the applicable Board

of Directors and without obtaining approval from Funds shareholders to appoint new sub-adviser not affiliated with HIFSCO Within

90 days after hiring any new sub-adviser affected shareholders will receive information about the new sub-advisory relationship

The specific conditions of the exemptive order are as follows

Before the Company may rely on the exemptive order the operation of the Company under Manager of Managers structure

titlist he approved by majority of the outstanding voting secisrities

The applicable Funds must disclose in their prospectusee the existence substance and effect of the exemptiva order In addition

the applicable Funds must hold themselves out to the public as employing the Manager of Managers structure The prospectuses will

prominently disclose that HIFSCO has ultimate responsibility subject to oversight by the Hoard of Directors to oversee the sub-advisers

and recommend their hinng termination und replacement

Within nincty 90 days of thc
hiring

of any ncw sub-advisor thc sharcholdcrs participating in thc applicablc Funds will bc

furnished all information about the new sub-adviser that would be included in proxy statement except as modified by the order to permit

aggregate fee disclosure This information will include aggregate fee disclosure and any change in such disclosure caused by the addition

of new sub-adviser HIFSCO will ssseet this condition by providing shareholders with ass infonaation statement ssseeting
the

svqssiresriersls of Regirlalioss l4C Schedule l4C arid Item 22 of Schedale hA ussder the Securities Excisange Act of 1934 as sssuessded the
1934 Act except -as modified by the order to pernsit aggregate fee disclosure

BIFSCO will not enter into sub-advisory agreement with any affiliated sub-adviser without that sub-advisory agreement

including the compensation to be paid thereunder being approved by shareholders

At all times majority of the Board of Directors of the Company will be directors whc are not interested persons as that term

ss defined in Section 2a19 of the 1940 Act of the Company lndependesrt Directorst and the nomination ofnew or additional

Independent Directors will be at the discretion of the then-existing Independent Directors
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When sub-adviser change is proposed for Fund with an affiliated sub-adviser the Board of Directors including majonty of

the Independent Directors will make separate finding reflected in the Board of Directors minutes that the change is in the best interests

of the Fund and the shareholders participating
in the Fund and does not involve conflict of interest from which HIFSCO or the affiliated

sub-adviser derives an inappropriate advantage

HIFSCO will provide general management services to the Company and the applicable Funds including overall supervisory

responsibility for the general management and investment of each applicable Funds investments portfolio and subject to review and

approval by the Board of Directors will set the applicable Funds overall mvestment strategies evaluate select and recommend

sub-advisers to manage all or part ofthe 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

No director or officer of the Company or directors or officers of HIFSCO will own directly or indirectly other than through

pooled investment vehicle that is not controlled by such person any interest in any sub-adviser except for ownership of interests in

HIPSCO or any entity
that controls is controlled by or is under common control with HIFSCO orii ownership of less than 1% of the

outstanding securities ofany class of equity or debt of publicly-traded company that is either sub-adviser or any entity That controls is

controlled by or is under common control with sub-adviser

The Cempuny will include in its registration
statement the aggregate fee disclosure

10 Indopcndcnt counacl knowlcdgcablc about thc 1940 Act and thc duties of Indcpcndcnt Directors will ho engaged to represent

the Independent Directors of the Funds The selection of such counsel will be within the discretion of the then-existing Independent

Directors

11 HIFSCO will provide the Board of Directois no less often than quarterly with information about HIFS COs profitability

Such infoiniation will reflect the impact on pruflusbilily
of the Idling or tenuirialiors of any sub-adviser during the applicable quarter

12 When sub-adviser is hired or terminated HIFSCO will provide the Board of Directors with reformation showmg the expected

impact on HIESCOs profitability

As provided by the mvestmentmanagement agreements each Fund pays I-IIFSCO an investment management fee except Checks

and Balances Fund which pays no management fee which is accrued daily and paid monthly equal on an annual basis to stated

percentage of each Funds average daily net assets With respect to each of the Funds except Checks and Balances Fund HIFSCO not

any Fund pays the sub-advisory fees to the applicable sub-advisers and the investment services fee to Hartford Investment Management

MANAGEMENT FEES

Each Fund pays monthly management fee to HIFSCO based on stated percentage of the funds average daily net asset value as

follows

Emerging Markets Reaearchr Fundl

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $250 million
l.200C

Next $250 million
l.1SOC

Next $500 million
l.lOOC

Next $4 billion

Next $5 billion
10725

Amount Over $10 billion
l.070C

HIESCO has contnctually agreed to waive 0.1000% of the management fee until Febnrasy 2011

Capital Appreciation II Fund

AVERAGE DAILY NET ASSETS
AISMJAL RATE

First $250 million
.000C

Next $250 million
0.950C

Next $500 million
0.900C

Next $4 billion
0.850C

Next $5 billion
0.8475

Ansount Over $10 billion
0.845C
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Emerging Markets Local Debt Fund2

AVERAGE DAILY NET ASSETS ANNUAL RATE

First $250 million
1.0001

Next $250 million
0.9501

Next $4.5 billion
0.9001

Next $5 billion
0.8975

Amount Over $10 billion
0.895C

HIFSCO has contractually agreed to waive 0.1000% of the management fee until February 28 2014

Global Enhanced Dividend FundS

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
.0001

Next $500 million
0.9501

Next $4 billion
0.9001

Next $5 billion
0.8801

Amount Over $10 billion
0.8701

HIFSCO has contractually agreed to waive the Funds management fee until February 29 2012

Global All-Asset Fund4 and Global Real Asset Fund4

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.9501

Next $500 million
0.9001

Next $4 billion
0.8501

Next $5 billion
0.8475

Amount Over $10 billion
0.8451

HIFSCO has contractually agreed to waive 0.4000% of the management fee until February 29 2012

Global Research Fund

AVERAGE DAILY NET ASSETS
ArqTcUAL RATE

First $500 million
0.9001

Next $500 million
0.8751

Next $4 billion
0.8501

Next $5 billion
0.8475

Amount Over $10 bsllion
0.8451

Diversified International Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.9001

Next $4.5 billion
0.8501

Next $5 billion
0.8475

Amount Over $10 billion
0.8451

Global Health Fund and International Small Company Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE

First $500 million
0.9001

Next $500 million
0.8501

Next $4 billion
0.8001

Next $5 billion
0.7975

Amount Over $10 billion
0.7951

SmaliCaD Growth Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $100 million
0.9001

Next 150 million
0.8001

Next $250 million
0.7001

Next $4.5 billion
0.6501
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Next billion 0.630C

Amount Over $10 billion 0.620C
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International Growth Fund and International Value Fund

AVERAGE DAILY NET ASSETS
M4MJAL RATE

first $500 million
0.8501

Next $500 million
0.8001

Next $4 billion
0.750C

Next $5 billion
0.7475

Amount Over $10 billion
0.745C

Small Company Fund

AVERAGE DAILY NET ASSETS
ANIs1JAL RATE

First $250 million
0.850C

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

Global Growth Fund and MidCap Fund

AVERAGE DAILYNET ASSETS
ANNUAL RATE

First $500 million
0.2500

Next 500 million
0.7500

Next $4 billion
0.7000

Next $5 billion
0.6975

Amount Over$10 billion
0.695C

Value Opportunitlea Fund

AVERAGE DAILY NET ASSETS
ANTUAL RATE

First $100 million
0.8000

Next $150 million
0.7500

Next $4.75 billion
0.700C

Next $5 billion

0.6975

Amount Over $10 billion
0.6950

MidCap Value Fund

AVERAGE DAILY NET ASSETS
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

Growth Fund and Growth Opportunitiea Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $250 million
0.8000

Next $4.75 billion
0.7001

Next $5 billion

0.6975

Amount Over $10 billion
0.6950

Capital Appreciation Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.8000

Next $500 million
0.7000

Next $4 billion
0.6500

Next $5 billion
0.6475

Amount Over$l0 billion
0.6450

Fuadamental Growth Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.7500

Next $4.5 billion

0.7000

Next $5 billion
0.6975
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Amount Over $10 billion 0.695C
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Equity Income Fund

AVERAGE DAILYNET ASSETS
MThlJAL RATE

First $500 million
O.750C

Next $500 million
0.700C

Next $4 billion

0.650C

Next $5 billion

0.6475

Amount Over$10 billion
0.645C

Small/Mid Cap Equity Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.750C

Next $500 million
0.700C

Next $4 billion

0.650

Next $5 billion

0.630C

Amount Over $10 billion
0.620C

Disciplined Equity Fund

AVERAGE DAilY NET ASSETS
ANMTAI RATE

First $500 million
0.750C

Next $500 million
0.675C

Next $4 million
0.625C

Next $5 million
0.6225

Amount Over $10 billion

0.620C

International Opportunities Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.750C

Next $4.5 billion

0.650C

Next $5 billion

0.6475

Amount Over$l0 billion

0.645C

Dividend and Growth Fund

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.750C

Next $500 million
0.650C

Next $4 billion

0.6000

Next $5 billion

0.5975

Amount Over $10 billion

0.5950

Balanced Income Fund5

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $250 million
0.725C

Next $250 million
0.7000

Next $500 million
0.6750

Next $4 billion

0.6500

Next $5 billion

0.6475

Amount Over $10 billion
0.6450

EfFective November 2010 HIFSCO has voluntarily agreed to waive 0.5000% of the management fee until February 29 2012

World Bond Fund6

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $250 million
0.7000

Next $250 million

0.6500

Next $4.5 billion

0.6000

Next $5 billion

0.5750

Amount Over $10 billion

0.5725

HIFSCO has contracifially agreed to waive 0.1000% ofthe management fee until February 28 2014

Value Fund7

AVERAGE DAILY NET ASSETS
ANNUAL RATE

First $500 million
0.7000

Next $4.5 billion

0.6000

Next $5 billion

0.5975
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Amount Over $10 billion 0.595C

IEIIFSCO has contractually agreed to waive O.0500% ofthe nianageirient fee until February 29 2012
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Advisers Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE
First $500 million 0690
Next $500 million 0625
Next $4 billion 0575
Next $5 billion 0.5725

Amount Over $10 billion 0570

Floating Rate Fund and High Yield Fund

AVERAGE DAILY NET ASSETS AMS1JAL RATE

First $500 million 0650
Next $4.5 billion 0600
Next $5 billion 0580
Amount Over$10 billion 0570

Corporate Opportunities Fund and Total Return Bond Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE
First $500 million 0550
Next $500 million 0500
Next $4 billion 0475
Next $5 billion 0455
Amount Over $10 billion 0445

Municipal Opportunities Fund and Strategic Income Fund

AVERAGE DAn.Y NET ASSETS ANMTAI RATE

First $500 million 0550
Next $500 million 0500
Next $4 billion 0475
Next $5 billion 0455
Amount Ovcr $10 billion 0445

Inflation Plus Fund and Municipal Real Return Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE

First $500 million 0500
Next $4.5 billion 0450
Next $5 billion 0.4301

Amount Over $10 billion 0420

Short Duration Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE
First $500 million 0.4501

Next $4.5 billlon 0.4001

Next $5 billion 0.3801

Amount Over$l0 billion 0370

Money Market Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE
First $1 billion 0450
Next $4 billion 0.4001

Next $5 billion 0.3801

Amount Over $10 billion 0370

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 Retirement 2025 Fund Target
Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target Retirement 2045 Fund and Target

Retirement 2050 Fund

AVERAGE DAILY NET ASSETS ANNUAL RATE

First $500 million 0.1501

Next $4.5 billion 0.1001

Next $5 billion 0.0801

Amount Over $10 billion 0070
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SUB-AD VISORYJIN VESTMENT SERVICES FEES

The sub-advisory/investment services fee rates are as follows

Corporate Opportunities Fund floating Rate Fund Global Enhanced Dividend Fund High Yield Fund Inflation Plus Fnnd

Money Market Fund Municipal Opportunities Fund Municipal Real Return Fund Short Duration Fund SmallIMidCap Equity

Fund Strategic Income Fund Total Return Bond Fund 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 Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fnnd

Target Retirement 2045 Fund and Target Retirement 2050 Fund

Averce Daily Net Assets
Annual Rate

All Assets At Cost

Emerging Markets Research Fund

Avence Daily Nst Assets
Annual Rate

Firet $250 million 0.6800%

Next $250 million
0.6400%

Next $500 million 0.6000%

AmoimtoverSl billion
0.5500%

Emerging Markets Local Debt Fund1

Average Daily Net Asseta
Annual Rate

Firet $250 million 05300%

Next $250 million
0.4900%

Next $500 million
0.1600%

Amount over $1 billion
0.4500%

Wellington Management has contractually ageeed to waive 100% of the Funds sub-advisory fee until the Fund reaches $100 million

until May 31 2012 50% of the Funds sub-adviaory fee until the Fund reaches $250 million oruntilNovember 30 2012 and 25%

Funds aub-advisory fee until the Fund reachea $500 million or until May 31 2013 Additionally Wellington Management has agree

to cap the sub-advisory fee at 0.4850% until May 31 2014

Global All-Asset Fund2

Average Daily Net Assets
Annual Rate

First $250 million
0.5000%

Next $250 million 0.4700%

Next $500 miffion
0.4300%

Amount Over $1 billion
0.4000%

Wellington Management has contractually agreed to waive 0.2000% of its sub-advisory fee for the Funds lirat year of operation until

May 31 2011

Global Real Asset Fund3

.t
Annual Rate

First $250 million
0.5000%

Next $250 million
0.4500%

Next $500 million 0.4300%

Amount Over $1 billion
0.4000%

Wellington Management has contractually agreed to waive 0.2000% ofits sub-advisory fee for the Funds first year of operation until

May 312011

Capital Appreciation II Fund

Aaaual Rate

First $250 million
0.5000%

Next $250 million
0.4500%

Next $500 million 0.4000%

Amount Over $1 billion
0.3500%

Diversified International Fund
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Ave Daily Net Assete Annual Rite

First $250 million 0.4700%

Next $250 miffion 0.4300%

Next $500 million 0.4100%

Amount over $1 billion 0.4000%
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Global Research Fund

Avae Daily Net Aset
AnnUal Rite

First $250 million
0.4500%

Next $250 million
0.4000%

Next $500 million
0.3750%

Amount Over $1 billion
0.3500%

Global Health Fund

Avere Daily Net Assets
Annual Rite

First $100 million
0.4500%

Next $400 million
0.3500%

Amount over $500 million
0.3000%

International Value Fund

Avaa Daily Nit Aesits
AflflfluI Rite

First $250 million
0.4000%

Next $250 million
0.3500%

Next $500 million
0.3200%

Amount Over $1 billion
0.3000%

Tnternatirnial Small Company Fund

Ave Daily Net Assets
Annual Rite

First $50 million
0.4000%

Next $100 million
0.3500%

Amount over $150 million
0.2750%

Fundamental Growth Fund and MidCap Fund

Avar Daily Nat Aetu
Annual Rita

First $50 million
0.4000%

Next $100 million
0.3000%

Amount over $150 million
0.2500%

International Growth Fund

Avcre Dully Net Asietu
Annual Rite

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2250%

MidCap Value Fund

Aveie Daily Nit Aiitu
--

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2333%

Global Growth Fund Growth Fund International Opportunities Fund SmaliCap Growth Fund and Value Opportunities Fund

Ave Daily Net Assite
Annual Rite

First $50 million
0.4000%

Next $100 million
0.3000%

Next $350 million
0.2500%

Amount over $500 million
0.2000%

SmallCompany Fund Team

Average Dully Net Aeseta
Annual Rite

All Assets
0.3750%

Small Company Fund Team II

Avere Dully Net Asseta
Annual Rite

All Assets
0.2800%

mhtmlfile/A\netgearnas3\data\ERISA\HARTF0RD\COmPlmnts
Answer\Second Amen.. 11/7/2011

0001501



Prospectus Express Page 127 of 234

Case 11 1-cv-01083-RMB -KMW Document 35-3 Filed 11/14/11 Page 128 of 235 PagelD
2327

109

mhtmlfile /A\netgearnas3\data\ERISA\HARTFORD\Complaints Answer\Second Amen.. 11/7/2011

0001502



Prospectus Express Page 128 of 234

Case 11 1-cv-01083-RMB -KMW Document 35-3 Filed 11114/11 Page 129 of 235 PagelD
2328

Equity Income Fund and Value Fund

Average Daily Net Assets Annual Rate

First $50 million 0.3500%

Next $100 million 0.2750%

Next $350 million 0.2250%

Amount over $500 million 0.1750%

Disciplined Equity Fund and Dividend and Growth Fund

Average Daily Net Assets Annual Rate

First $50 million 0.3250%

Next $100 million 0.2500%

Next $350 million 0.2000%

Amount over $500 million 0.1500%

World Bond Fund4

LAI Annual Rate

First $250 million 0.2900%

Next $250 million 0.2400%

Next $500 million 0.2200%

Next $4 billion 0.2100%

Amount Over 5.5 billion
01750%

Wellington Management has contractually agreed to waive 100% of the Funds sub-advisory fee until the Fund reaches $100 million

until May 312012 50% of the Funds sub-advisory fee until the Fund reaches $250 million or until November 30 2012 and 25%

Funds sub-advisory fee until the Fund renchee $500 million or until May 312013 Additionally Wellington Management has agree

to cap the sub-advisory fee at 0.242% until May31 2014

Balanced Income FundS

Avenue Daily Net Assets Annaal Rate

First $250 million 0.2700%

Next $250 million 0.2200%

Next $500 million 0.2100%

Airtount over $1 billion
0.1700%

Effective November 12010 Wellington Management has contractually agreed to waive 0.1000% of its sub-advisory fee until

February 29 2012

Growth Opportunities Fund

Average Daily Net Assets
Annual State

All Assets 0.2700%

Capital Appreciation Fund

Annual Rate

All Assets 0.2500%

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%

ADVISORY FEE PAYMENT HISTORY

For the last three fiscal years each Fund paid HIFSCO the following advisory fees
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Advisory lee waiva

FtmdNaine ossFees 2010 Netraid

Advisers Fund 4914736 491473

Balanced Allocalion Fund 1061533 106158

Balanced Income Fund 941958 649628 29233

Capitel Appreciation Fund 124682154 12468215

Capital Appreciation II Fund 9966638 996660

Checks and Balances Fund

Conservative Allocation Fund 362537 36253

Corporate Opportunities Fund 1630431 163043

Disciplined Equity Fund 1176058 117605

Diversified International Fund 190759 19076

Dividend and Growth Fund 31958971 3195897

Equity Growth Allocation Fund 339844 33984

Equity Income Fund 6102972 610297

Floating Rate Fund 25562517 255625

FundamentalGrowthFund 711139 71118

Global Ali-AssetFund 319543 139268 18027

Global Enhanced Dividend Fund 74706 74706

Global Growth Fund 3726849 372684

Global Health Fund 3439987 343998

GlobalRealAssetFund 161125 76831 8429

Global Research Fund 859999 85999

Growth Fund 4.988.521 498352

GrowthAllocation Fund 916593 91659

Growth Opportunities Fund 14235423 1423542

High Yield Fund 2637466 263746

Inflation Pins Fund 10001932 1000193

Internationel Growth Fund 1623099 162309

Internationel Opportunities Fund 302822 370282

IntcrnationnlSmallCompenyFund 1533216 153321

International Value Fund 20097 2009

MidCap Fund 24163844 2416384

MidCap Value Fund 1869842 186984

Money Market Fund 3390235 2262250 112803

Municipal Real Return Fund 1267953 126795

Municipal Opportunities Fund 2297320 22973

Short Duration Fund 1680351 168035

Small Company Fund 5803319 580331

SmalhlMud Cap Fund 609720 6097

SmaIlCap Growth Fund 1592956 159296

Strategic Income Fund 2069353 206935

Target Retirement 2010 Fund 36530 3658

Target Retirement 2015 Fund 17641 1764

Target Retirement 2020 Fund 96354 9635

Target Retirement 2025 Fund 17079 1707

Target Retirement 2030 Fund 93210 9321

Target Retirement 2035 Fund 12996 1299

Target Retirement 2040 Fund 12736 1273

Target Retirement 2045 Fund 8392 839

Target Retirement 2050 Fund 8222 822

Total Return Bond Fund 10589333 1058933

Valise Fund 3096256 72097 302415

Value Opportunities Fund 1098898 109889
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Advisory lee waiv

Fond Name
ken Fees 2009 Net Paid

Advisers Fund 491 2839 491283

Balanced Allocation Fund 948195 94819

Balanced Income Fund 347138 28007 31913

Capital Appreciation Fund
93439832 9343983

Capital Appreciation II Fund 8598755 859875

ChecksandBalancesFund

Conservative Allocation Fund 280388 28038

Corporate Opportunities Fund 1248739 124873

Disciplined Equity Fund 1264790
126479

Diversified International Fund 134484 13448

Dividend and Growth Fund 21458422 2145842

Equity Growth Allocation Fund 293301 29330

Equity Income Fund 5087497 508749

Floating Rate Fund
13463696 1346369

Fundamental Growth Fund 404703 40470

Global Enhanced Dividend Fund 62596 62596

GlobalGrowthFund
3355111 335511

Global Health Fund
4095724 409572

Global Research Fund
250540 2505

Growth Fund
4875391 487539

Growth Allocation Fund 814004 81400

GrowthOpportuaitiesFund
13317837

1331783

High Yield Fund
1676596 16765

Inflation Plus Fund 5564126 556412

International Growth Fund
2446029 244602

International Opportunities Fund 2513011 251301

International Small Company Fund 1205651 120565

MidCap Fund
15491871 1549187

MidCap Value Fund 1330098
133009

Money Market Fund
4188161 1936863 225129

Municipal Real Return Fund 1066314 106631

Municipal Opportunities Fund 1886607 245049 164161

Short Duration Fund
948149 94814

Small Company Fund 4613624 461362

SmallIMid Cap Fund 197454
19745

SmallCap Growth Fund 123 1285 123128

Strategic Income Fund 147t324 147t32

Target Retirement 2010 Fund 24855 2486

Target Retirement 2015 Fund 5155 515

Target Retirement 2020 Fund 52434 5243

Target Retirement 2025 Fund
5051 505

Target Retirement 2030 Fund
50076 5007

Target Retirement 2035 Fund 4760
476

Target Retirement 2040 Fund 4644 464

Target Retirement 2045 Fund 4606 460

Target Retirement 2050 Fund 4520 452

Total Return Bond Fund
8491326 849132

Value Fund
2587.461

258746

ValueOpportunitiesFUnd
811576 81157
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Advisory fee walva

FUTtI NAME oaa Fees 2009 Net PaId

Advisers Fund 8052133 805213
BalaricedAllocatiou Fund 1179990 117999
Balanced Income Fund 373551 37355
Capital Appreciation Fund 131467196 13146719
Capital Appreciation II Fund

ChecksandBalancesFund

Conservative Allocation Fund 310651 31065
Corporate Opportunities Fund 1826717 182671
Disciplined Equity Fund 2273308 227330
Diversified International Fund 55772 5577
Dividend and Growth Fund 25266602 2526660
Equity Growth Allocation Fund 406252 40626
Equity Income Fund 6646402 456881 618952
floating Rate Fund 18995648 1899564
Fundamental Growth Fund 491354 49136
Global Enhanced Dividend Fund 82891 82891
Global Growth Fund 5520816 552081
Global Health Fund 7522497 752249
Global Research Furtd 122543 12254
Growth Fund 7383451 738345
Growth Allocation Fiuid 104.5875 104587
Growth Opportunities Fund 17992789 1799278
High Yield Fund 1546030 154603
Inflation Plus Fund 4042364 404236
International Growth Fund 4867750 486775
International Opportunities Fund 3516129 351612
International Small Company Fund 2344548 234454
MidCap Fund 20902289 2090228
MidCap Value Fund 2701385 270138
Money Market Fund 250938 275093
MunicipalRealRetnmFund 1103624 110362
Municipal Opportunities Fund 1159543 1075933 8361
Shun Duration Fund 1070427 107042
Small Company Fund 5213372 521337
SmalliMid Cap Fund 270814 27081
SmallCap Growth Fund 2497374 249737
Strategic Income Fund 1123084 744714 37837
TargetRetirement2OloFund 21815 2181
target Retirement 2020 Fund 45043 4504

Target Retirement 2030 Fund 35824 3582
Total Return Bond Fund 7336256 733626
Value Fund 3137296 313729
Value Opportunities Fund 1734725 173472

For the last three fiscal years HIFSCO paid Wellington Management the following sub-advisory fees

Fee WaIvw
Fund Name oesFees 2010 NetPald

AdvisersFund 1107952 110795
Balanced Income 25979 2597
Capital Appreciation Fund 4793436 4779343
Capital Appreciation II Fund 4617802 461780
Disciplined Equity Fund 424571 42457
Diversified International Fund 100622 10062
Dividend and Growth Fund 8103443 810344
Equity Income Fund 1825742 182574
Fundamental Growth Fund 316687 1668
Global All-Asset Fund 163886 65554 9833
GlobalGrowthFund 1221107 122110
Global Health Fund 1437771 143777
Global Real Asset Fund 76631 30652 4597
Global Research Fund 430001 43000
Growth Fund 1709925 170992
Growth Opportunities Fund 5368829 536882
International Growth Fund 583827 58382
International Opportunities Fund 111 1831 7221 7221
International Small Company Fund 605834 60583
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International Value Fund
9457 945

Miduap Fund
7866489 786648

MidCap Value Fund
709328 70932

Small Company Fund 1849062
184906

SmailCap Growth Fund
540647 54064

Value Fund
1023875 102387

Value Opportunities Fund 469257
46925
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Fee Walva
Fund Name lsFee 2009 NetPald

AdvisersFund 1107515 110751
Balancedlncorrie 115276 11527
Capital Appreciation Fund 35368120 3536812
Capital Appreciation II Fund

4025408 402540
Disciplined Equity Fund 449446 44944
Diversified International Fund 71276 127
Dividend and Growth Fund 5477074 547707
Equity Income Fund 1571737 157173
Fundamental Growth Fund 189370 18937
Global Research Fund 131853 13186
GlobalGrowthFund

1111741 111174
Global Health Fund 1684268 168426
Growth Fund 1667847 166784
Growth Opportunities Fund 4967104 496710
International Growth Fund 804398 8043
International Opportunities Fund 864066 432033 43203
International Small Company Fund 490920 49092
MidCap Fund 4.23.649 472364
MidCap Value Fund 539535 53953
Small Company Fund 1200134 120013
SmailCap Growth Fund 375173 7517
Value Fund 840171 24017
Value Opportunities Fund 355646 35564

Fee Walvw
Fund Name los Fees 2009 Net Paid

Advisers Fund l62583 176258
Balancedlncome 139115 13911
Capital Appreciation Fund 46683531 466835
Capital Appreciation II Fund 5688378 56883
Disciplined Equity Fund 620881 68088
Diversified International Fund

29559 2955
Dividend and Growth Fund 6429259 642925
Equity Income Fund

1961756 196175
Fundamental Growth Fund 222994 22299
Olobal Research Fund 61196 6119
GlobalOrowthFund 1712127 171212
Global Health Fund 2916876 291687
Growth Fund 2384686 238468
Growth Opportunities Fund

6483140 648314
International Growth Fund 1471339 147133
International Oppoitunities Fund 1159214 579607 57960
International Small Company Fund 852878 85287
MidCap Fund 6061429 606142
MidCap Value Fund 919583 91958
Small Company Fund 1057501 105750
SmallCap Growth Fund 43l51 74315
Value Fund 994914 99491
Value Opportunities Fund

635310 63531
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For the last three fiscal years HIESCO paid Hartford investment Management the following sub-advisory ibes

2010 2009 2008

Corporate Opportunities Fund 368162 374258 52366

Floating Rate Fund 5861209 4053888 529231

Global Enhanced Dividend Fund 296170 426395 38217

High Yield Fund 809838 446905 43747

Inflation Plus Fund 1822225 1781061 119851

Money Market Fund 776509 1130008 84618

Municipal Opportunities Fund 552345 762184 49962

Municipal Real Return Fund 351371 506859 63707

Short Duration Fund 371694 317835 34672

Small Company Fund5 369021 467074 50290

SmallCap Growth Fuud 110353 197035 22689

Small/Mid Cap Equity Fund 467851 337082 2693

Strategic Income Fund 598486 469973 3475

Total Return Bond Fund 2270782 2318549 201300

Equity Growth Allocation Fund 53613 39840 6499

Growth Allocation Fund 53613 39669 6402

Balanced Allocation Fund 53613 39669 6402

Conservative Allocation Fund 53613 39669 6402

Target Retirement 2010 Fund 53613 39669 6402

Target Retirement 2015 Fund 53613 31829

Target Rctircment 2020 Fund 53613 39669 6402

Target Rctircmcnt 2025 Fund 53613 31829

Target Retirement 2030 Fund 53613 39669 6402

Target Retirement 2035 Fund 53613 31829

Target Retieeiuent 2040 Fund 53613 31829

Target Retirement 2045 Fund 53613 31829

Target Retirement 2050 Fund 53613 31829

As of July 21 2010 Hartford Investment Management no longer serves as sub-adviser to the Fund

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced operations as

of the date of this SAl there is no advisory fee or sub-advisory fee payment history available for each Fund

HIFSCO has contractually agreed to limit the expenses of certain classes ofeach of the following Funds by reimbursing each of the Funds

when total fond operating expenses of the class exceed the following percentages
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CLASSES
FUNDNAML CLASSA DC CLSSI CLASSL CLASSR3 CLASSR4 CLASSR5 CLASSY

Advisers Fund 1.18% N/A N/A N/A 1.40% 1.10% 0.80% N/A

Balanced Income Fund 0.75% 1.50% 0.50% N/A 1.00% 0.70% 0.40% 0.35

Capital Appreciation Fund 1.29% N/A 1.04% N/A 1.40% 1.10% 0.80% N/A

Capital Appreciation II Fund 1.600/b 2.35/b 1.35% N/A 1.70% 1.40% 1.10% 1.05

Checks andBalances Fund 1.25% 2.00% 1.00% N/A 1.40% 1.10% 0.80% N/A

Disciplined Equity Fund 1.35% 2.10% N/A N/A 1.50% 1.20% 0.90% 0.85

Diversified International Fund 1.45% 2.20% .20% N/A 1.65% 1.35% 1.05% 1.0

DividendssidGrowthFund l.25% N/A 1.00% N/A 1.35% 1.05/i 0.75% N/A

l3mergmg Markets Local Debt

Fund 1.25% 2.00% 1.00% N/A 1.55% 1.25% 0.95% 0.9

Emerging Markets Research

Fund 1.65% 2.40% 1.40% N/A 1.85% 1.55% 1.25% 1.2

Equity Income Fund 1.25% 2.00% 1.00% N/A 1.50% 1.20% 0.90% 0.85

Floating Rate Fund 1.00% 1.75% 0.75% N/A 1.25% 1.00% 0.70% 0.7

Fundamental Growth Fund 1.30% 2.05% 1.05% N/A 1.50% 1.20% 0.90% 0.85

GlobalAll-AssetFund 1.05% 1.80% 0.80% N/A 1.30% 1.00% 0.70% 0.65

Global Enhanced Dividend

Fund 1.60% 2.35% 1.35% N/A 1.85% 1.60% 1.35% 1.25

Global Growth Fund 1.48% 2.23% N/A N/A 1.60% 1.30% 1.00% 0.95

Global HealthFund 1.60% 2.35% 1.35% N/A 1.65% 1.35% 1.05% 1.0

Global Real Asset Fund 1.05% 80% 0.80% N/A 1.30% 1.00% 0.70% 0.65

GlobalRessarchFund 1.45% 2.20% 1.20% N/A 1.65% 1.35% 1.05% 1.0

Growth Fund 1.30% 2.05% 1.05% 1.30% 1.50% 1.20% 0.90% 085

GrowthOpportuaitiesFund 1.36% 2.11% 1.11% 1.36% 1.45% 1.15% 0.85% 0.85

High Yield Fund 1.05% 1.80% 0.80% N/A 1.35% 1.05% 0.75% 0.7

Municipal Opportunities Fund 0.90% 1.65% 0.65% N/A N/A N/A N/A N/A

Corporate Opportunities Fund 0.95% 1.70% N/A N/A N/A N/A N/A 0.65

Inflation Phs Fund 0.85% 1.60% 0.60% 0.85% 1.20% 0.90% 0.60% 0.55

IntcrnationalGrowthFund 1.55% 2.30% 1.30% N/A 1.60% 1.30% 1.00% 0.95

International Opportunities

Fund 1.3096 2.0596 1.0596 N/A 1.50% 1.20% 0.90% 0.85

International Small Company

Fund 1.60% 2.35% 1.35% N/A 1.65% 1.35% 1.05% 1.0

International Value Fund 1.40/b 2.15% 1.15/b N/A 1.60% 1.30% 1.00% 0.95

MidCap Fund 1.37% N/A 1.12% N/A 1.50% 1.20% 0.90% N/A

MidCap Value Fund 1.35% 2.10% 1.10% N/A 1.55% 1.25% 0.95% 0.9

Money Market Fund 0.85% 1.60% N/A N/A 1.15% 0.85/i 0.60% 0.55

ShortDurationFund 0.85% 1.60% 0.60% N/A N/A N/A N/A 0.55

SmallCompanyFund 1.40% 2.15% 1.15% N/A 1.55% 1.25% 0.95% 0.9

SmailCap Growth Fund 1.40% 2.15% 1.15% 1.40% 1.60% 1.30% 1.00% 0.95

Small/Mid Cap Equity Fund 1.30% 2.05% N/A N/A N/A N/A N/A 0.85

Strategic Income Fund 1.00% 1.75% 0.75% N/A N/A N/A N/A 0.65

Municipal Real Return Fund 0.85% 1.60% 0.60% 0.85% N/A N/A N/A 0.6

Total Return Bond Fund 0.95% 1.70% 0.70% N/A 1.25% 0.95% 0.65% 0.61

Value Fund 1.20% 1.95% 0.95% N/A 1.40% 1.10% 0.80% 0.75

Value Opportunities Fund 1.35% 2.10% 1.10% 1.35% 1.55% 1.25% 0.95% 0.9

WorldBond Fund 0.90% 1.70% 0.70% N/A 1.25% 0.95% 0.65% 0.6

Equity Growth Allocation

Fund 1.60% 2.35% 1.35% N/A 1.75% 1.45% 1.15% N/A

Growth Allocation Fund 1.50% 2.25% 1.25% N/A 1.70% 1.40% 1.10% N/A

BalancedAllocation Fund 1.40% 2.15% 1.15% N/A 1.65% 1.3.5% 1.05% N/A

Conservative Allocation Fund 1.35% 2.10% 1.10% N/A 1.60% 1.30% 1.00% N/A

TargetRetirement2oloFund 1.00% N/A N/A N/A 1.15% 0.85% 0.80% 0.8

Target Retirement 2015 Fund N/A N/A N/A N/A 1.15% 0.85% 0.80% N/A

TargetRetirement2o2oFund 1.05% N/A N/A N/A 1.20% 0.90% 0.85% 0.85

Target Retirement 2025 Fund N/A N/A N/A N/A 1.20% 0.90% 0.85% N/A

Target Retirement 2030 Fund 1.05% N/A N/A N/A 1.20% 0.90% 0.85% 0.85

Target Rctircmcnt 2035 Fund N/A N/A N/A N/A 1.20% 0.90% 0.85% N/A

Targct Rctircmcnt 2040 Fund N/A N/A N/A N/A 1.20% 0.90% 0.85% N/A

Target Retirement 2045 Fund N/A N/A N/A N/A 1.25% 0.95% 0.90% N/A

Target Retirement 2050 Fund N/A N/A N/A N/A 1.2591 0.9591 0.90% N/A

Fund does not offer Class shares
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Pursuant to the investment management agreements investment sub-advisory agreements and investment services agreements

neither HIFSCO nor the sub-advisers are liable to the Funds or their shareholders for an error ofjudgment or mistake of law or for loss

suffered by the Funds in connection with the matters to which their respective agreements relate except loss resulting from willful

misfeasance bad faith or gross negligence willful misfeasance bad faith or negligence in the case of Funds for winch Hartford

Investment Management serves as sub-adviser on the part ofHIFSCO or sub-adviser in the performance of their duties or from their

reckless disregard of the obligations and duties under the applicable agreement Each sub-adviser other than Hartford Investment

Management has agreed to indemnify HIFSCO to the fullest extent penratted by law against any and all loss damage judgment fines or

awards paid in settlement and attorneys fees incurred by HIFSCO which result in whole or in part from the sub-advisers willful

misfeasance bad faith gross negligence negligence in the case of Hartford Investment Management or reckless disregard of its duties as

specifically set forth in the respective sub-advisory agreement

HIFSCO whose business address is 200 Hopmeadow Street Simsbury Cosinecticut 06089 was organized in 1995 As of

December 11 2010 HIFSCO hail approximately $59.4 billion of assets under management Hartford Investment Management is located

at 55 Fannington Avenue Hartford Connecticut 06105 and was organized in 1996 Hartford Investment Management is professional

money management firm that provides services to investment companies employee benefit plans its affiliated insurance companies and

other institutional accounts Hartford Investment Management is wholly owned subsidiary of The Hartford As of December 31 2010

Hartford Investment Management had investment management authority over approximately $159.6 billion in assets

Wellington Management is Massnchusetts limited liability partnership with principal offices at 280 Congress Street Boston MA

02210 Wellington Management is professional investment counseling firm which provides investment services to investment

companies cmploycc bcncfit plans cndcwmcnts foundations and other institutions Wellington Management and its predcccssor

organizations have provided investment advisory services for over 70 years As of Decembrr 31 2010 Wellington Management had

investment management authority with respect tc appsuiumately $634 billion in assets

Hartford Life provides the Funds with accounting services pursuant to find accounting agreement by and between each

Company on behalf of their respecive Funds and Hartford Life In wnsideration of services rendered SJLSI expenses asstnnedpuisuant to

this agreement the Funds pay Hartford Life fee calculated at the following annual rate based on its aggregate net assets shown below

For the period January 12006 to December 31 2007 Hartford Life received monthly compensation of 0.015% of each Funds except for

the funds of hinds average daily net assets With respect to the funds of funds prior to January 2008 Hartford Life received monthly

compensation ofo.01% of each find of funds average daily net assets

Global All-Asset Fund and Global Real Asset Fund

Avatage Daily Na Assets
Annual Fee

First $5 billion

0.025%

Next $5 billion
0.020%

ArnountOver$10 billion
0.015%

Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund

Avatage Daily Na Assets
Annual Fee

First $5 billion
0.020%

Next $5 billion
0.018%

Amount Over $10 billion
0.016%

Advisers Fund Balanced Income Fund Capital Appreciation Fund Corporate Opportunities Fund Diversified International Fund

Floating Rate Fund Global Enhanced Dividend Fund Higb Yield Fund Inflation Plus Fund International Growth Fund International

Opportunities Fund International Small Company Fund International Value Fund Municipal Opportunities Fund Short Duration Fund

Strategic Income Fund and Total Retum Bond Fund

avflI asy
Annual Fee

First $5 billion

0.018%

Next $5 billion
0.016%

Amount Over $10 billion
0.014%
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Disciplined Equity Fund Dividend and Growth Fund Global Research Fund Global Growth Fund Money Market Fund Small Company

Fund and SmailCap Gmwth Fund

Avaage DiIy Na Assets

First $5 billion

Next 55 billion

Amount Over $10 billion

Annual Fee

0.016%

0.0 14%

0.0 12%

Capital Appreciation II Fund Equity Income Fund Global Health Fund MidCap Fund MidCap Value Fund Municipal Real Return

Fund Value Fund and Value Opportunities Fund

AvaaDSIy Na Assets

First 55 billion

Next 55 billion

Amount Over $10 billion

Annual Fee

0.0 14%

0.012%

0.0 10%

Balanced Allocation Fund Checks and Balances Fund Conservative Allocation Fund Equity Growth Allocation Fund Growth Allocation

Fund Growth Fund Growth Opportunities Fund Small/Mid Cap Equity Fund Target Retirement 2010 Fund Target Retirement 2015

Fund Target Rethenient 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target

Retirement 2040 Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund

Avaane Daly Na Assets

First 55 billion

Amonnt Over 5.5 billion

Fundamental Growth Fund

Avssaee Daly Na Assets

All Assets

The compensation paid to Hartford Life for such services for the last three fiscal years is as follows

Annual Fee

0.0 12%

0010%

Annual Fee

0.01 0%

FUND NAME

Advisers

Balanced Allocation

Balanced Income

Capital Appreciation

Capital Appreciation II

Checks and Balances

Conservative Allocation

Corporate Opportisnities

Disciplined Equity

Diversified International

Dividend and Growth

Equity Growth Allocation

Equity Income

Floating Rate

Fundnmcntal Growth

Global All-Aasct

Global Enhanced Dividend

Global Growth

Global Health

Global Real Asset

Global Research

Growth

Growth Allocation

Growth Opportunities

High Yield

Intlation Plus

International Growth

International Opportunities

International Small Company

International Value

MidCap

MidCap Value

Money Market

Municipal Opportunities

Municipal Real Return

GROSS FEES

132198

97400

23389

2976736

149782

214554

29.006

53165

25092

3559

821984

27190

117071

759410

8802

814
1345

70152

53516

3831

15290

80103

79999

238637

67827

351105

33039

82264

30667

426

463323

32726

120555

75193

35506

FXPENSE
REIMBURSEMENT

2010

.5

21859

50012

3046

1024

NET PAJD

13219

9740

2338

297673

14978

21455

2900

5136

2509

355

82198

2719

11707

75941

889

819

134

7016

5351

383

1529

5824

7999

18862

6782

34805

3303

8226

3066
42

46332

3272

12055

7519

3448
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Short Duration 67221 6722

Smailcompany 115816 11581

SmallIMid Cap 9756 975

SmailCap Growth 29876 13092 1678

Strategic Income 67731 6773

Target Retirement 2010 2927 292

Target Retirement 2015 1412 141

Target Retirement 2020 7709 770

Target Retirement 2025 1366 136

Target Retirement 2030 7458 745

Target Retirement 2035 1040 104

Target Retirement 2040 1019 LOl

Target Retirement 2045 671 67

Targef Retiremetit 2050 658 65

Total Retam Bond 367753 36775

Value 56714 567

ValueOpporhmities 19581 3110 1647
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EXPENSE
REIMBtJRSEMENT

FU4D NAME GROSS FEES 2009 NET PAID

Advisers Fund 132115 13211
Balanced Income Fund 8619 861
Capital Appreciation Fund 2298387 229838

Capital Apprcciation II Fund 128054 12806
Checks and Balances Fund 137870 13787
Disciplined Equity Fund 26985 2698
Diversified International Fund 2421 242
Dividend and Growth Fund 545624 54562
Equity Income Fund 96760 9676

Floating Rate Fund 396448 39644
Fundamental Growth Fund 4752 476
Global Enhanced Dividend Fund 1127 112
GlobalGrowthFund 63151 6316
Global Health Fund 63931 6393
Global Research Fund 4220 422
Growth Fund 77589 19457 5813
Growth Opportunities Fund 222330 43955 1783

HighYieldFund 43116 4311

Municipal Opportunities Fund 61751 6175

Corporate Opportunities Fund 40871 4087
InflatiomPlus Fund 191329 19132
International Growth Fund 48924 4892

InternationalOpportunitiesFund 53221 5322

InternationalSmallCompanyFund 24115 24.11

MidCap Fund 289.870 28987
MidCap Value Fund 23278 2327

Money Market Fund 149097 14909
Short Duration Fund 37929 3792
Small Company Fund 90509 905

SmailCap Growth Fund 22629 10962 1166
Small/Mid Cap Equity Fund 3150 316
Strategic Income Fund 48157 4815

Municipal Real Return Fund 29859 916 2894
Total Rcturn Bond Fund 292219 29221
Value Fund 45284 4528
Value Opportunities Fund 14256 2622 1164

Equity Growth Allocation Fund 23456 2346
Growth Allocation Fund 67883 6788
Balanced Allocation Fund 83805 8380
Conservative Allocation Fund 22433 2243

TargetRetlrement2oloFund 1989 198

Target Retirement 2015 Fund 412 41

TargetRetirement2o2oFund 4195 419

larget Retirement 2015 Fund 404 40

Target Retirement 2030 Fund 4007 400
Target Retirement 2035 Fund 381 38

Target Retirement 2040 Fund 372 37

Target Retirement 2045 Fund 359 36

TargetRetirement2OsoFund 352 36
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EXPENSE
RMMDntSEMJtNT

FUND NAME GROSS FEES 2005 Nfl PAID

Advisers Fund 218999 21899

Balanced Income Fund 9035 903

Capital Appreciation Fund 3094786 309478

Capital Appreciation II Fund 195013 1950

Checks and Balances Fund 83534 835

Disciplined Equity Fwid 44916 4491

Diversified Lntcrnational Fund 1004 100

Dividend and Growth Fund 640258 64025

Equity Income Fund 129559 12956

Floating Rate Fund 541548 54154

Fundamental Growth Fund 6302 630

Global Enhanced Dividend Fund 1486 148

Global Research Fund 2054 206

Global Growth Fund 105950 10596

GlobalHealthFund 121353 12135

Growth Fund 126350 32847 9351

Growth Opportunities Fund 313630 79981 23364

High Yield Fund 38592 3859

Municipal Opportunities Fund 37578 3757

Corporate Opportunities Fund 58108 5810

Inflation Plus Fund 133499 13349

International Growth Fund 94853 9485

International Opportunities Fund 72306 723

InternationalSmallCompanYFllnd 45.317 4531

MidCap Fund 403.241 40324

MidCap Value Fund 45156 4515

Money Market Fund 97063 9706

Short Duration Fund 37525 3752

Small Company Fund 102240 10224

SmailCap Growth Fund 48568 17151 141

SmallJMid Cap Bquity Fund 4482 448

Strategic Income Fund 36226 3622

Municipal Red Return Fund 28400 1055 273

Total Return Bond Fund 244752 24475

Value Fund 55580 5558

Value Opportunities Fund 29076 4381 2469

Equity Growth Allocation Fund 31546 154

Growth Allocation Fund 92637 9263

Balanced Allocation Fund 108407 10840

Conservative Allocation Fund 24206 2420

TargetRetirement2Ol0FUnd
1714 171

Target Retirement 2020 Fund 3535 353

Target Retirement 2030 Fund 2811 281

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced operations as

of the date of this SAT no information is available regarding fund accounting fees paid to Hartford Life
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PORI FOLIO MANAGERS

OTHER ACCOUNTS SUB-ADVISED BY HARTFORD INVESTMENT MANAGEMENT PORTFOLIO MANAGERS

The following table lists the number and types of other accounts managed by the Hartford Invesiment Management managers and

assets under management in those accounts as ofOctober 31 2010

REGISTERED
WVESTMENT ASSETS ASSETS ASSETS

PORTFOUO COMPANY MANAGED POOLED MANAGED OTHER MANAGED

MANAGER ACCOUNTS In millions ACCOUNTS In millions ACCOUNTS In milil.rns

Michael Bacevich 01 352.6

ChristopherBade 02 12.3

PaulBukuwski 13 157.4 19.5

EdCaputo 04 13 129.2

Robert Crusha 15 2673.9 2005.8 20 2189.8

Kurteubbage 157.4 8.6

JosephDarcy 06 12.3

BradleyDyslin
452.3

IraEdelblum
452.3

CarlosFeged 799.4

Michael Gray 07 497.4

JanGrindrod 2673.9

John Hendricks 1377.4 344 528.3

Raymond Humphrey 18 1377.4 34.4 528.3

JamesOng
05 05

FrankOssino OS 05

JosephPcrtera 19 4968.7 145.3 10 3812.8

James Serhant 110 799.4 50.9

NasriToutoungi 111 4968.7 145.3 3767.8

Hugh Whelan 112 157.4 14 140.0

ChristopherJ Zeppieri 4968.7 145.3 11 3860.6
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This portfolio manager manages more than one Hartford Fund Floating Rate Fund Strategic Income Fund and Short Duration Fund
Assets under management in those Funds total $5158 million $436 million and $490 million respectively

This portfolio manager manages more than one Hartford Fund Municipal Opportunities Fund and Municipal Real Return Fund
Assets under management in those Funds total $456 million and $260 million respectively

This portfolio manager manages more than one Hartford Fund Global Enhanced Dividend Fund and SmallIMid Cap Equity Fund
Assets under management in those Funds total $8 million and $104 million respectively

This portfolio manager manages more than one Hartford Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target

Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement

2040 Fund Target Retirement 2045 Fnnd Target Retirement 2050 Fund Conservative Allocation Fund Balanced Allncation Fund
Growth Allocation Fund and Equity Growth Allocation Fund Assets under management in those Funds total $30 million $24 million

$89 million $26 million $86 million $16 million $16 million $8 million $8 million $263 million $842 million $694 million $235

million respectively

This portfolio manager manages more than one Hartford Fund Money Market Fund and Short Duration Fund Assets under

management in those Funds total $691 million end $490 million respectively

This
portfolio manager manages more than one Hartford Fund Municipal Opportunities Fund and Municipal Real Return Fund

Assets under management in those Funds total $456 million and $260 million respectively

This portfolio manager manages more Ilian one Hartford Fund Corporate Opportunities Fund and Sliategie Income Fund Assets

under mierageirient in those Fends told $322 million and $436 million respectively

This portfolio mararger manages more than one Hartford Fund Inflation Plus Fund and Municipal Real Return Fund Assets under

management in those Funds total $2239million and $260 million respectively

This portfolio manager manages more than one Hartford Fund Strategic Income Fund and Total Return Bond Fund Assets under

management in those Funds total $436 million and $2063 million respectively

10 This portfolio manager manages more than one Hartford Fund Corporate Opportunities Fund and High Yield Fund Assets under

management in those Funds total $322 million and $457 million respectively

11 This portfolio manager manages more than one Hartford Fund Strategic Income Fund and Total Return Bond Fund Assets under

management in those Funds total $436 million and $2063 million respectively

12 This portfolio manager manages more than one Hartford Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target

Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement

2040 Fund Target Retirement 2045 Fund Target Retirement 2050 Fund Conservative Allocation Fund Halanced Allocation Fund
Growth Allocation Fund Equity Growth Allocation Fund SmalliMid Cap Equity Fund and Global Enhanced Dividend Fund Assets

under managementin those Fnnds total $30 million $24 million $89 milhon $26 million 586 million $16 million $16 million .58

million $8 million $263 million $842 million $694 million and $235 million $104 million $8 million respectively

CONFLICTS OF INTEREST BETWEEN THE FUNDS SUB-ADVISED BY HARTFORD INVESTMENT MANAGEMENT
PORTFOLIO MANAGERS AND OTHER ACCOUNTS

In managing other portfolios including affiliated accounts certain potential conifiets of interest may arise Portfolio managers

inchiding assistant portfolio managers at Hartford Investment Management manage multiple portfolios for maltiple clients These

accounts may include mutual tends separate accounts assets managed on behalf ofinstitutions such tar pension thuds insurance

companies foundations commingled trust accounts and other types of tends The portfolios managed by portfolio managers may have

investment objectives strategies
and risk pmfilea that differ from those of the Funds Portfolio managers make investment decisions for

each portfolio including die Funds based osi the investment objectives policies practices and other relevant investment considerations

applicable to that portfolio Conseqaently the portfolio managers may purchase seenrities for one portfolio and not kumolher portfolio

Securities purchased in one portfolio may perform better than the securities purchased for another portfolio and vice versa portfolio

manager or other investment professional at Hartford Investment Management may place transactions on behalf of other accounts that are

directly or indirectly contrary to investment decisions made on behalf of Fund or make investment decisions that are similarto those

made for Fund both of which have the
potential to adversely impact that Fund depending on market conditions In addition some of

these portfolios have fee strnctures that are or have the potential to be higher in some cases significantly higher than the fees paid by the

Rinds to Hartford Investment Management Because portfolio managers compensation is affected by revenues earned by Hartford

Investment Management the incentives associated with any given Fund may be
significantly higher or lower than those associated with

other accounts managed by given portfolio manager

Hartford Investment Managements goal is to provide high quality investment services to all of its cheats while meeting its

fiduciary obligation to treat all clients thirly Hartford Investment Management has adopted and implemented policies and procedures

including brokerage and trade allocation policies and procedures that it believes address the conflicts associated with managing multiple

accounts for multiple clients In addition Hartford Investment Management monitors variety of areas including compliance with

pnmasy Funds guidelines the allocation of securities and compliance with Hartford Investment Managements Code of Ethics
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Furthermore senior investment and business personnel at Hartford Investment Management periodically review the performance

of Harttbrd investment Managements portfolio managets Although Hartford Investment Management does not track the lime
portfolio

manager spends on single portfolio Hartford Investment Management does
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periodically assess whether portfolio manager has adequate time and resources to effectively manage the
portfolio managers overall

book of business

Material conflicts of interest may arise when allocating andlor aggregating trades Hartford Investment Management may

aggregate iato single trade order several individual contemporaneous client trade orders for single security absent specific client

directions to the contrary It is the policy of Hartford Investment Management that when decision is made to aggregate transactions on

behalf of more than one account including the Funds or other accounts over which it has discretionary authonty such transactions will

be allocated to all participating client accounts in fair and equitable manner in accordance with Hartford Investment Managements trade

allocation policy The trade allocation policy is described in Hartford Investment Managements Form ADV Hartford Investment

Managements compliance unit monitors block transactions to assure adherence to the trade allocation policy

COMPENSATION OF HARTFORD INVESTMENT MANAGEMENT PORTFOLIO MANAGERS

Hartford Investment Managements portfolio managers are generally responsible for multiple accounts with similarinvesunent

strategies Portfolio managers are compensated on the performance of the aggregate group of similaraccounts rather than for specific

Fund

The compensation package for
portfolio managers consists of three components which are fixed base pay annual incentive and

long-term incentive The base pay program provides level of base pay that is competitive with the marketplace and reflects portfolio

managers contribution to Hartford Investment Managements success

The annual incentive plan provides cash bonuses dependent on both Hartford Investment Managements overall performance and

individual contributions portion of the bonus pool is determined based on the aggregate portfolio gross performance results over three

years ielative to
peel- groups and benchmarks and the remaining portioma is based on variety of other factors such as overall

achievements relative to targets

Bonuses for portfolio managers vary depending on the scope of accountability and experience level of the individual portfolio

manager An individuals award is based upon qualitative
and

quantitative
factors including the relative performance of their assigned

portfolios compared to peer group and benchmark listing of each Fund and the benchmark by which such Fund is measured can bc

found below and is psiniamily geared to reward top quartile performance on trailing three-year basis Individual performance is dollar

weighted based on assets under management Qualitative factors such as leadership teamwork and overall contnbution made dunng the

year are also considered

The long-term incentive plan provides an opportunity for
portfolio managers and other key contributors to Hartford Investment

Management to be rewarded in the future based on performance of Hartford Investment Management designated portion of Hartford

Investment Managements net operating income will be allocated to long-term incentive awards each year The size of actual individual

awards will vary greatly The awards granted in 2008 and prior years will vest over three years for most participants and five years for

Hartford Investment Managements Managing Directors and will be paid in cash at the end of the vesting period The awards granted in

2009 and following years will vest over three years for all participants and will be paid in combination of cash and restricted units whose

value tracks the market price of shares of The Hartford Financial Services Group Inc at the end of the vesting period

All portfolio managers are eligible to participate in The Hartfords standard employee health and welthre programs including

retirement

HIFSCO HIFSCC manages the Checks and Balances Fund The compensation package for portfolio managers consists of three

components which are fixed base pay annual incentive and long-term incentive The base pay program provides level ofbase pay that is

competitive with the marketplace and reflects portfolio managers contribution to HIFSCOe success The annual incentive plan

provides cash bonuses dependent on both HIFSCOs overall performance and mdividual contributions Bonuses vary depending on the

scope of accountability and experience level of the individual An individuals award is based upon multiple factors such as leadership

teamwork and overall contribution made during the year but not on performance of the fund The long-term incentive plan provides an

opporturtity
for portfolio managcrs and other key contributors to HIFSCO to ho rewarded in the future based on the continued profitable

growth of HIFSCO The size of actual individual awards will vary greatly The awards will vest over three years All portfolio managers

are eligible to participate
in The Ilartfords standard employee health and welthre programs including retirement

The benchmark by wIdth each Funds performance is irieasured for conipensalioni purposes is as follows

PUMP BENCHISIARIC

Floating Rate Fuuid Credit Sulase Leveraged Loan Index

High Yield Fund Barclays Capital High Yield Corporate Index

Municipal Opportunities Fund Barclays Capital High Yield Municipal Bond Index

Corporate Opportunities Fund Barclays Capital US Corporate Index

Inflation Plus Fund The Barclays Inflation Index

Money Market Fund 90 day Treasury Bill Index

Short Duration Fund Barclays Capital 1-3 yr U.S ioverrimentCredit Index
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Small/Mid Cap Equity Fund

Strategic Income Fund

Municipal Real Return Fund

Total Return Bond Fund

Equity Growth Allocation Fund

Growth Allocation Fund

Balanced Allocation Fund

Conaervative Allocation Fund

Target Retirement 2010 Fund

Target Retirement 2015 Fund

Target Retirement 2020 Fund

Target Retirement 2025 Fund

Target WeE rem esit 2030 Fired

Target Retirement 2035 Fund

Target Retirement 2040 Fund

Target Retirement 2045 Fund

Target Retirement 2050 Fund

FuNDS St.raAIWISEfl/MANAGED

floating Rate Fund

Short Duration Fund

Strategic Income Fiuid

Municipal Opportunities Fund

Municipal Real Return Fund

Global Enhanced Dividend Fund

Small/Mid Cap Equity Fund

Equity Growth Allocation Fund

Growth Allocation Fund

Balanced Allocation Fund

Conservative Allocation Fund

Target Retirement 2010 Fund

Target Retirement 2015 Fund

Target Retirement 2020 Fund

Target Retirement 2025 Fund

Target Retirement 2030 Fund

target Retirement 2035 Fund

Target Retirement 2040 Fund

Target Retirement 2045 Fund

Target Retirement 2050 Fund

Money Market Fund

Short Duration Fund

Small/Mid Cap Equity

Municipal Opportunities Fund

Municipal Real Return Fund

DOLLAR LaNCE OF EQUITY SECURITIES

BENEFICLLLY OWNED

5l0000l-5500000

None

51 0001-S50000

s1000t-550000
None

None

$50001-s iooooo

None

None

$1000 1-S5 0000

Noise

Noise

None

None

None

sI000l-$50000

one

None

None

None

None

slO001-$50000

None

None

None

Bradley Dyelin

Ira Edelblum

Carlos Feged

Michael Gray

Jan Clrindrod

Short Duration Fund

Corporate Opportunities Fund

High Yield Fund

Corponte Opportunities Fund

Stratcgic Incornc Fund

Money Market Fund

None

None

None

SlO001-$50000

S10001-S50000

None
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Russell 2500 Index

Barclays Capital U.S Aggregate Bond Index

Barclays Capital Municipal Bond Index

Barclays Capital U.S Aggregate Bond Index

SP 500 Index

80% SliP 500 Index 20% Barclays Capital U.S Aggregate Bond Index

60% SP 500 Index 40% Barclays Capital U.S Aggregate Bond Index

40% SP 500 Index 60% Barclays Capital U.S Aggregate Bond Index

56% SP 500 Index 44% Barclays Capital U.S Aggregate Bond Index

64% SP 500 Index 36% Barclays Capital U.S Aggregate Bond Index

69% SP 500 IndeE 31% Barclays Capital U.S Aggregate Bond Index

76% SP 500 Index 24% Barclays Capital U.S Aggregate Bond Index

81% SP 500 Index 19% Barclays Capital 11.5 Aggregate Bond Index

87% SP 500 Index 13% Barclays Capital U.S Aggregate Bond Index

91% SP 500 Index 9% Barclays Capital U.S Aggregate Bond Index

95% SP 500 Index 5% Barclays Capital U.S Aggregate Bond Index

95% SP 500 Index 5% Barclays Capital U.S Aggregate Bond Index

PORTFOUO MATcAGEE

EQUITY SECURITIES BENEFICIALLY OWNED BY HIFSCO OR HARTFORD INVESTMENT MANAGEMENT PORTFOLIO

MANAGERS

The dcllar ranges of equity securities beneficially owned by HIFSCO or Hartford Investment Management portfolio managers in

the Funds they sub-advise as well as the tlmds of Binds are as follows for the fiscal year ended October 31 2010

Michael Bacevich

Christopher Bade

Paul Bukoweki

Edward Caputo

Robert Crusha

Kurt Cubbage

Joseph Darcy
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John Hendricks Inflation Plus Fund 1OOO1-S5OOQO
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Raymond Humphrey Inflation Plus Fund None

Municipal Real Return Fund None

James Ong Municipal Real Return Fund None

Frank Ossino Floating Rate Fund $50001-S 100000

Joseph Portera Strategic Income Fund S10001-S50000

Total Return Bond Fund $50001-S 100000

James Serhant Corporate Opportunities Fund None

High Yield Fund Sl0001-$50000

Nasri Toutotingi Strategic Income Fund 510001-550000

Total Return Bond Fund 510001-550000

Hugh Whelm Global Enhanced Dividend Fund None

Small/Mid Cap Equity Fund None

Equity Growth Allocntion Fund None

Growth Allocation Fund None

Balanced Allocation Fund None

Conservative Allocation Fund None

Target Retirement 2010 Fund None

Target Retirement 2015 Fund None

Target Retirement 2020 Fund None

Target Retirement 2025 Fund Noise

Target Retirement 2030 Fund None

Target Retirement 2035 Fund None

Target Retirement 2040 Fund None

Target Retirement 2045 Fund None

larget Retirement 2050 Fund None

Christopher Zeppieri Total Return Bond Fund None

Vernon Meyer HIFSCO Checks and Balances Fund None

OTHERACCOUNIS SUB-ADVISED BY WELLINUION MANAGEMENT PORIFOLIO MANAULRS

The following table lists the number and types of other accounts sub-advised by Wellington Management manngers and assets

under management in those accounts as of October 31 2010

REGISTERED
INVESTMENT ASSETS ASSETS ASSETS

COMrANY MANAGED POOLE MANAGED OTHER MANAGED

PORTFOLIO MANAGER iccoiuvrs In mUffins ACCOLTNTS In mUffins ACCOUNTS In millions

MainE Abulaudi 14a 5417.3
216.4 101 1100.5

Ricardo Adrosud
1111 1961.3 1111 4823.8

Steven Angeli
11 2J93 142 918 332 1735.6

MSt1ew Cl BScer 4940.8 568.3 73 1.5653

Jeai-Mnrc Berteaux 0b 226.6
138.2

Jay Bhutani 10 1723.5 23 1326.1 694 1903.9

Fraicia Baggat
4t3.4 644.2 205 1890.5

JnbnA.Boaelli
L6

EdwardS Bousa 47 41007.7 1196.3 126 2289.2

MichaetT Cannea 10c 5142.1 97 604.4 107 1038.0

Frask Cedriekes 3d 5304.8 10 622.3 108 659.3

Maninen ChalIy 8c 3240.1
436.3 2239.6

Nimbi Cbcumenkovitch 41 2936.4
457.6 179 3447.0

RabertL Deresiewic2
40.1 12105 77.4 42105 276.0

Cheryl Duekwartb 1g 1t8.3

David Elliott
235.4 26.7

1101.2
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REGISTERED
INVESTMEtST

COMPANY
PORTOUO MANAGER ACCOUNTS
ScoltM Elliott

Robert Evans5
David Ftaanachi

Ann Galls

Brian Gar.ey

Stephen Gonnai

Karen Otimes

Peterl Higgins

Lucius Hill It

MtlrswD hudson

Jeae Hyaes

Steven Irons

Theodore Jayne

John Keogh

Donald Kilhride

Ion It Lhk
Daniel

Magoire

Mat Mandel

Kirk Mayer

James Mor4
Stephen Moreimer

Tisu-Bioli Nguyen
David Palmer

Saul Pannell

Phlllip Perelinuter

Lindany Thæl Pohiti

Michael Reckieeyer Ill

Jamb Rome

Philip Roe
Andrewl ailling

Scott St Joint

Kent SPiel

Taea
Counolly HOwell

Mat 51 Sullivan

Simon 51 Thomas

Mat Whitger

James Valone

ASSETS
MANAGED
fla unlIlisna

1h 43.0

157.2

614 1851.9

75.7

1h 43.0

11.4

4i 2993.2

717 6330.1

10516.8

578.7

19976.6

4918.1

OQ
720 31929.4

621 9953.0

3i 1566.4

12.4

79.2

10kX23 138788

19a 185.7

3l24 1415.1

1d 4979.2

2118.8

823.1

6027 11092.2

161.7

1745.9

528 2339.4

9626.9

3m 069.9

3067.5

137.2

31.4

1745.9

1o 68.8

ASSETS
POOLED MANAGED

ACCOUNTS mlliaaa

2312 12977.7

2430 7874.7

813 1356.3

2814 188.7

2312 12977.7

1315 1672.2

122.1

127.0

2919.7

1467.6

2919 333.5

197.2

2922 233.2

508.3

216.4

16.4

525 492.6

1164.1

259.4

740.1

1864.7

3422.2

391.2

334.5

2431 78717

258.8

1832 7250.2

ASSETS
OThER MANAGED

ACCOUNTS In mIllions

512 988.8

6530 24030.8

313 1190.0

8014 767.2

512 988.5

11 98.9

706 908.2

147.2

15 24773.5

495.0

8219 2637.6

25 4252.1

108.0

8122 1264.1

723 886.4

101 1100.5

28.2

425 310.8

3926 27.4

10 3870.8

656.3

16 1167.2

3328 6652.6

32 12713.3

1729 3.4470

65315 24038.8

210.9

16 6556.5

as ofApril3O 2011

In addltion to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund
Growth Opportunities Fund and Small Company Fund Assets under management in those Funds total approximately l5l .4 million

and $723.3 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund
Diversified International Fund and International Growth Fund Assets under management in those Funds total approximately $22.5

million and $181.8 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund
Capital Appreciation TI Fiend and Growth Opporliiniliee Fiend Assets nndermanagementin those Funds tots approximately $1078.2
million and $1751.4 million respectively

In addition to the registered investment company accounts listed above this
portfolio manager manages more than one Hartford Fund

Capital Appreciation Fund and Capital Appreciation II Fund Assets under management in those Funds total approximately $19939.0
million end $1078.2 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund
Disciplined Equity Fund Small Company Fund and SmallCnp Growth Fund Asseta under management in those Funds total

approximately
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$144.9 million $723.3 million and $264.6 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Capital Appreciation II Fund and International Opportunities Fund Assets under management in those Funds total approximately

$1078.2 millionand $575.1 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Diversified International Fund Global Research Fund and Emerging Markets Research Fund Assets under management in Diversified

International Fund and Global Research Fund total approximately $26.4 million and $132.0 million respectively As of the date of this

SAl Emerging Markets Research Fund had not commenced operations

t3i In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Global All-Asset Fund end Global Real Asset Fund Assets under management in those Funds total approximately $203.4 million and

$59.4 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Balanced Income Fund Equity Income Fund and Value Fund Assets under management in those Funds total approximately $247.9

million $895.3 million and $165.7 million respectively

In addition to the
registered investment company accounts listed above this

portfolio manager manages more than one Hartford Fund

Diversified Intcmationel Fund and Intcmatioaal Value Fund Asscta under menagcmcnt in thosc Funds total approximately S22.5

million and $6.5 million respectively

In addition to the registered iavestment company accounts listed above this portfolio manager manages snore than one Hastford Fund

MidCap Value Fund and Value Opportunities Fund Assets wider management in those Funds total approximately $318 million and

$146.7 million respectively

3In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Capital Appreciation II Fund and Value Opportunities Fund Assets under management in those Funds total approximately $1078.2
million and $146.7 million respectively

In addition to the registered investment company accounts listed above this portfolio manager manages more than one Hartford Fund

Diversified International Fund and Capital Appreciation II Fund Assets undermanagementin those Funds total approximately $22.5

million and $1078.2 million respectively

In addition to the registered investment company accounts listed above this
portfolio manager manages more than one Hartford Fund

Balanced Income Fund and Emerging Markets Local Debt Fund Assets under management in Balanced Income Fund total

approximately $389.0 million As of the date of this SAl Emerging Markets Local Debt Fund had not commenced operations

The adviscry fee for of these other accounts is based upon performance Assets under management in those other accounts total

approximately $258.8 million

The advisory fee for of these pooled accounts and of these other accounts is based upon performance Assets under management in

those pooled accoiuits and those ntheracconnts total approximately .$2R5.9 million and $450.4 million respectively

The advisory fee for of these other accounts is based upon performance Assets under management in that other account total

approximately $388.9 million

The advisory fee for 11 of these other accounts is based upon performance Assets under management in those other accounts total

approximately $321.4 million

The adviscry fee for of these other accounts is based upon performance Assets under management in those other accounts total

approximately $414.5 million

The advisory fee for of Ilsese registered investment comjraesy accounts and of these other accounts is based upon performance

Assets wider nianagesaent in those registered isivestenent company accounts and oilier accounts total approxiesiately $35307.5 sriillion md
$557.2 million respectively

The advisory fee for of these pocled accounts and of these other accounts is based upon performance Assets under management in

those pooled accounts and other accounts total approximately $311.5 million and $177.7 million respectively

Ihe adviscry fee for of these other accounts is based upon performance Assets under management in that other account total

approximately $162.5 million

The advisory fee for of these other accounts is based upon performance Assets under management in those other accounts total

approximately $924.4 million

10 The advisory fee foe of these pcoled accounts and of these other accounts is based upon performance Assets under management

an that pooled account and those other accounts total approximately $8.1 million and $87.4 milhcn respectively
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11 Ihe advisory fee tbr of these pooled accounts and of these other accounts is based upon performance Assets under management

in those pooled accounts and other accounts total approximately $805.0 million and $340.1 milhon respectively

12 The advisory fees for 10 of these pooled accounts and of these other accounts is based upon performance Assets under

management in those pooled accounts and that other account total approximately $1037.9 million and $103.9 million respectively

13 The advisory fees for of these registered investment company accounts of these pooled accounts and of these other accounts is

based upon performance Assets under management in that registered investment company acconnt that pooled account and that other

account total approximately $347.7 million $13.3 million and $1010.5 million respectively

14 The advisory fees for of these pooled accounts and 12 of these other accounts is based upon performance Assets under

management in that pooled account and those other accounts total approximately $6.6 million and $195.3 million respectively

15 The advisory fee fbi ofthese pooled accounts is based upon performance Assets under management in that pooled account total

approximately $86.6 million

16 The advisory fee for of these other accounts is based upon performance Assets under management in that other account total

approximately $168.7 million
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17 The advisory fee fox of these registered investment company accounts is based upon performance Assets wider management iii

that registered investment company account total apprwdmately $356.7 million

18 The advisory fee for ofthese other accounts is based upon performance Assets under management in that other account total

approximately $168.4 million

19 The advisory fee for of these pooled accounts and 13 of these other accounts is based upon performance Assets under management

in that pooled account and those other accounts total approximately $6.7 million and $962.7 million respectively

20 The advisory fee for of these registered investment company accounts is based upon performance Assets under management in

those registered investment company accounts total approximately $29079.4 million

21 The advisory fee for of these registered investment company accounts is based upon performance Assets under management in

that registered investment company account $4046.3 million

22 The advisory fee for of these pooled accounts and 13 of these other accounts is based upon performance Assets under management

in that pooled account and those other accounts total approximately $6.2 million and $739.1 million respectively

23 The advisory fee for of these registered investment company accounts and of these other accounts is based upon performance

Assets under management in those registered investment company accounts and that other account total approximately $9024.9 million

and $21.4 million respectively

24 The advisory fee for of these registered investment company accounts is based upon performance Assets under management in

that registered investment company account total approximately $347.7 million

25 the advisory fee for of these pooled accounts and of these other accounts is based upon performance Assets under management

in those pooled accounts and that other account total approximately $273.8 millson and $162.5 mslhon respectsvely

26 The advisory fee for of these other accounts is based upon performance Assets under management in that other account total

approximately $27.4 million

27 The advisory fee for of these registered investment company accounts is based upon performance Assets under management in

those registered investment company accounts total approximately $9858.5 nsillion

28 Thc advisory fcc for ofthcsc rcgistcrcd invcstmcnt company accounts and of thcsc othcr accounts is bused upon pcrformuncc

Assets under management in those registered investment company accounts and that other account total approximately $1322.0 million

and $177.0 million respectively

29 The advisory fee for of these other accounts is based upon performance Assets under management those other accounts total

approximately $924.4 million

30 The advisory fee for of these pooled accounts and of these other accounts is based upon performance Assets under management

in those pooled accounts and other accounts total approximately $966.9 million and $2452.9 million respectively

31 The advisory fee for of these pcoled accounts and of these other accounts is based upon performance Assets under management

in those pooled accounts and other accounts total approximately $966.9 million and $2452.9 million respectively

32 The advisory fee for of these registered investment company accounts is based upon performance Assets under management in

that registered investment company account total approximately $151.5 million

CONFLICTS OF INTEREST BETWEEN TI-ifi FUNDS SUB-ADVISED BY WELL1NGTON MANAGEMENT PORTFOLIO

MANAGERS AND OTHER ACCOUNTS

Individual investment professionals at Wellington Management manage multiple accounts for multiple clients These accounts may

include mutual fluids separate accounts assets managed on behalf of institutions such as pension fluids insurance companies

foundations or separately managed account programs sponsored by financial intemiediaries bask commoa trust acccunts and hedge

finds Each Funds managers
listed in the prospectuses who are primarily responsible for the day-to-day management of the Funds

Investment Professionals generally manage accounts in several different investment styles These accounts may have investment

objectives strategies time horizons tax considerations and risk profiles that differ from those ofthe relevant Fund The Investment

Professionals make investment decisions for each account including the Fund based on the investment objectives policies practices

benchmarks cash flows tax and other relevant investment considerations applicable to that account Consequently the Investment

Professionals may purchase or sell securities including IPOs for one account and not another account and the performance of securities

purchased for one account may vary from the performance of securities purchased for other accounts Alternatively these accounts may be

managed in similar fishion to the relevant Fund and thus the accounts may have similar and in some cases nearly identical objectives

strategies and/or holdings to that of the relevant Fund

An Investment Professional or other investment professionals at Wellington Management may place transactions on behalf of other

accounts that are directly or indirectly contrary to investmeat decisions made on behalf of the relevant Fund or make investment decisions

that are similar to those made for the relevant Fund both of which have the potential to adversely impact the relevant Fund depending on

market conditions For example an investment professional may purchase security in one account while appropriately selling that same

security in another account Similarly an Investment Professional may purchase the same security for the relevant Fund and one or more

other accounts at or ahoist the same time Tn those instances the other accounts will have access to their respectiva holdings prior to the

public disclosure of the relevant Funds holdings In addition some of these accounts have fee structures including performance fees
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which are or have the potential to be higher in some cases significantly higher than the fees Wellington Management receives for

managing the Funds Messrs Angeli annen athckes DeresiewicL Mayer and Valone and Ms Jallo and Ms Bytes also manage
hedge finds which pay perfonnance allocations to Wellington Management or its atliliates Because incentive payments paid by

Welhngton Management to the Investment Professionals are tied
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to revenues earned by Wellington Managenient and where noted to the performance
achieved by the manager in each account the

incentives associated with any given account may be significantly higher or lower than those sasociated with other accounts managed by

given Investment Professional Finally the Investment Professionals may hold shares or investments in the other pooled investment

vehicles and/or other accounts identified above

Wellington Managements goal is to meet its fiduciary obligation to treat all clients fairly
and provide high quality investment

services to all ofits clients Wellington Management has adopted and implemented policies
and procedures including brokerage and trade

allocation policies and procedures which it believes address the conflicts associated with managing multiple accounts for multiple clients

In addition Wellington Management monitors variety of areas including comphance with primary account guidelines the allocation of

IPOs and compliance with the firms Code of Ethics and places additional investment restrictions on investment professionals who

manage hedge funds and certain other accounts Furthermore seaior investment and business personnel at Wellington Management

periodically review the performance of Wellington Managements investment professionals Although Wellington Management does not

track the time an investment professional spends on single account Wellington Management does periodically assess whether sn

investment professional has adequate time end resources to effectively manage the investment professionals various client mandates

COMPENSATION OF WELLINGTON MANAGEMENT PORTFOLIO MANAGERS

Wellington Management receives fee based on the assets under management of each Fund as set forth in the Investment Sub-

Advisory Agreement between Wellington Management and HIFSCO on behalf of each Fund Wellington Manugement pays its investment

professionals out of its total revenues including the advisory fees earned with respect to each Fund Unless otherwise noted below the

following information rotates to thc fiscal ycar cndcd Octobcr 31 2010

Wellington Managements compensation structure is designed to attract and retain high-caliber investment professionals necessary

to deliver higli quality investment iuanageuieast
services to its clients Wellingtosi Mansgesuesits coisspenaatioai of tim laivestment

Professionals includes base salary and incesitivs cosnponents tie base salary for each Isivestssaesit Professional who is partner of

Welheigton Management is generally fixed amount that is determined by die Managing Ptatsicra of lie funi The base salaries foi the

other Investment Professionals are determined by the Investment Professionals experience and performance in their roles as Investment

Professionals Base salaries for Wellington Manegements employees are reviewed annually and may be adjusted based on the

recommendation of an Investment Professionals manager using guidelines established by Wellington Managements Compensation

Committee which has final oversight responsibility
for base salaries of employees of the finn Each Investment Professional managing

Hartford Fund with the exception of Cheryl Luckworth Mark Mandel and Kent Stahl is eligible to receive an incentive payment based

on the revenues earned by Wellington Management from the Fund managed by the Investment Professional and generally each other

account managed by such Investment Professional Most eligible Investment Professionals incentive payment relating to the relevant

Fund is linked to the gross pre-tax perfonnance of the portion of the Fund managed by the Investment Professional compared to the

benchmark index and/or peer group identified below over one and three year periods with an emphasis on three year results The

benchmark and/or peer groups and relative weights of each used for incentive compensation purposes are determined based on an

assessment of the fit of the benchmark and/or peer group
with the investment approach and the role of the Investment Professional in

managing the Fund Wellington Management applies similarincentive compensation structures although the benchmarks or peer groups

time periods and rates may differ to other accounts managed by these Investment Professionals including accounts with performance

fees The incentive paid to Lindsay Thrift Politi Scoff St John and Lucius Hill which has no performance-related component is

based on the revenues earned by Wellington Management Wellington Management applies similarincentive compensation structures to

other accounts managed by Ms Politi For other accounts managed by Mr St John and Mr Hill Wellington Management applies both

revenue-based and performance-related incentive compensation structures

Portfolio-based incentives across all accounts managed by an investment profeseinnal can and typically do represent sign ficant

portion of an investment professionals overall compensation incentive compensation varies significantly by individual and can vary

significantly
from year to year The Investment Professionals may also be eligible for bonus payments based on their overall contribution

to Wellington Managements business operations Senior management at Wellington Management may reward individuals as it deems

appropriate based on other fnctore Each partner of Wellington Manngement ie eligible to participate in partner-fended tax qualified

retirement plan the contributions to which are made pursuant to an nctuarinl foraauln The following individuals are partners of the firm

Steven Angeli
Steven Irons

Jean-Marc Berteaux
John Keogh

Francis Boggasi
Donald Kilbnde

Edward Boaaa
Mark Mandel

Michael Carmen
Kiik Mayei

Frank Cathckes
James Mordy

Nicolas Chownenkovitch Stephen Mortmer

Robert Deresiewicz Tieu-Bich Nguyen

Cheryl Duckworth
David Palmer5

Scott Elliott
Saul Pannell

Robert tivans Phillip Ft Pereimnuter

David Fassnacht
Michael Reckmeyer III
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Ann Jab
Philip Ruedi

Karen Grimes Jamie Rome
Peter Higgins Andrew Shilling

Lucius Hill Kent Stahl

Jean Hynes Simon Thomas

James Valone

Effecri.e January 2011
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Wellington Managements mcentive payments to the followmg Investment Professionals are based on comparisons of each

Investment Professionals perfbrmanee relative to the tbllowrng benchmark aridlor relevant peer group which are utilized to measure both

one and three year performance except where noted

FUN BENCHMARKS PEER GROUPS FOR INCENTIVE PERIOD1

Advisers Fund SP 500 Index Higgins and Irons only

Lipper EQ MF Large Cap Core Average Higgins and Irons only

Barclays Capital U.S GovernmentCredit Index Keogh

Balanced Income Fund Lipper EQ MF Equity Income Average Reekmeyer Gnmes and Link only

Capital Appreciation Fund Russell 3000 Index

Lipper EQ MF Multicap Core Average

Capital Appreciation II Fund Russell 3000 Growth Index Carmen only

Russell 3000 Index Catriekes and Pannell only

Russell 3000 Value Index Palmer only

MSCI World Index Chownenkovitch only

Lipper EQ MF Multi-Cap Core Average All except Staid

Disciplined Equity Fund SP 500 Index

Diversified International Fund MSCI AC World ex US Index Jayne only

MSCI AC World Growth ex US Index Berteaux

Lipper EQ MF International Multi Cap Core Avenge All except Stahl

Dividend and Growth Fund SP 500 Index

Lipper EQ MF Equity Income Average

Emerging Markets Locul Debt Fund 70% JP Morgan GBI Emerging Markets Global Diversified Index 30% JP Morgan

Corporate Emerging Markct Bond Index-Broad Diversified

Emerging Markets Research Fund 90% MSCI Emcrging Markets Indcx 10% Lipper EQ MF Emerging Markets Average

Equity Income Fund Russell 1000 Value Index

Lipper EQ MI Equity Income Avenge

Fuiidatuental Growth Fund Russell 1000 Growth Index

Lipper EQ MF Large Cap Growth Avenge

Global All-Asset Fund 60% MSCI World Index 40% Barclays Capital US Aggregate

Global Growth Fund MSCI World Growth Index

Lipper EQ MF Global Large Cap Growth Average

Global Health Fund SP North American Health Care Sector Index

Lipper EQ Mt Global Health/Biotechnology Average

Global Real Asset Fund 55% Custom Natural Resources Benchmark eompnsed ef MSCI AC World Sector

inthces 60% Energy 30% Metals Mining 10% AgriealturaliChemicala and Fore

Paper and Products 35% Barclays Capital US TIPS -10 year 10% SP GSCI

Commodity Equal Sector Weight Elliott and Garvey only

Global Natural Resources Strategy BM comprised of MSCI AC World/Metals Minin

30% MSCI AC World Select Industry 10% and MSCI AC World/Energy 60%
Bhutani only

Global Research Fund MSCI All Country World Index

Lipper EQ MF Global Multi Cap Core Avenge

Growth Fund Russell 1000 Growth Index

Lipper EQ MF Large Cap Growth Average

Growth Opportunities Fund Russell 3000 Growth Index

lApper EQ MF Mnlticap Growth Average

International Growth Fund MSCI EAFE Growth Index

International Opportunities Fund MSCI AC World Free ax US Index

Lipper EQ MF International Large Cap Core Average

International Small Company Fund SP EPAC SmallCap Index less $10 billion

International Value Fund MSCI International EAFE Value Index

MidCap Fund SP MidCnp 400 Index

Lippcr EQ MF MidCap Core Average

MidCap Value Fund Russell 2500 Value Index

Lipper EQ MF Mid Cap Value Avenge

Small Company Fund Russell 2000 Growth Index Angeli Mortimer Abnlsrach and Chally only

Russell 2000 Index Rome only

Lipper EQ MF Small Cap Growth Average Angeli Morlimer and Abularach only

SmallCap Growth Fund Russell 2000 Growth Index

Value Fund Russell 1000 Value Index

Lipper EQ MF Large Cap Value Average

Value Opportunities Fund Russell 3000 Value Index

Lipper EQ Mt Multicap Value Average

World Bond Fund Barclays Capital Global Aggregate ex-Japan Index

Citigroup World Government Bond ex-Japan Index
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For Funds with multiple benchmarks/peer groups allocations are weighted equally unless otherwise noted

The benchmark/peer groups were weighted 80%/20% respectively for this Fund for the period January 12008 through

December 31 2009 As of January 12010 the benchmark/peer groups are weighted 90%IlO%respectively for this Fund

Prior to November 2009 the benchmark was the MSCI EAFE Index The benchmark/peer group are weighted 90%/l0%
respectively for this Fund

Prior to January 12010 the benchmark was the MSCI World to World Growth Splice Index which is comprised of the MSCI All

Country World Index prior to December 31 2005 and the MSCI World Growth Index after January 2006

Prior to January 2010 the peer group was the Lipper EQ MF Health Biotechnology Average
The benchmark/peer groups were weighted 80%/20% respectively for this Fund priorto December 31 2009 As of January 12010
the benchmark/peer group are weighted 90%/l0% respectively for this Fund

Prior to January 2008 the incentive plan for this Fund was fixed rate

F.ffectiveMayil 201

EQUITY SECURITIES BENEFICIALLY OWNED BY WELLINGTON MANAGEMENT PORTFOLIO MANAGERS

The dollar ranges of equity securities beneficially owned by Wellington Management managers in the Funds they sub-advise are as

follows for the fiscal year ended October31 2010

DOLLAR RANGE OF

EQuITY SECURITIES

PORTFOLIO MANAGER FUNDS SUB-ADVISED BENEFICIALLY OWNED
Mano Abularach Growth Opportunities Fund None

Small Company Fund None

Ricardo Admgud Emerging Markets Local Debt Fund None
Steven Angeli Small Company Fund None

Mathew Baker Dividend and Growth Fund None

Jean-Marc Berteaux Diversified International Fund None

International Growth Fnnd None

Jay Bhntani Global Real Asset Fnnd None

Francis Boggan Fundamental Growth Fund $1 00001-S500000
John Boselli International Growth Fund None

Edward Bousa Dividend and Growth Fund Over $1000000
Michael Carmen Capital Appreciation II Fund None

Growth Opportunities Fund None

Frank Catrickcs Capital Apprcciation Fund $10000l-$500000

Capital Appreciation II Fund None

MammenChally Disciplined Equity Fund Sl0000l-$500000
Small Company Fund None

SmallCap Growth Fund $1000l-$50000
Nicolas Cliounienkovitclt Capital Appreciation II Fund None

International Opportunities Fund $I000l-$50000
RobertL Deresiewicz Global Health Fund $50.00 l-$100000

Cheryl Duckworth Diversified International Fund None

Emerging Markets Reseamh Fund None5

Global Research Fund $5000l-$lOO000
David Elliott SmaIlCap Growth Fund None

Scott Elliott Global All-Asset Fund None

Global Real Asset Fund None

Robert Evans World Bond Fund None5

David Fassnacht Value Opportunities Fund $l000l-$50000

Ann Gab Global Health Fund $50.00 l-$l00000
Brian Garvey Global All-Asset Fund None

Global Real Asset Fund None

Stephen Gorman Global All-Asset Fund None

Karen Grimes Balanced Income Fund None

Equity Income Fund None

Value Fund None

Peter Higgins Advisers Fund None

Lucius Hill III Balanced Income Fund $50000l-$l000000
Matthew Hudson Global Growth Fund Sl0000l-$500000
JeanM Hynes Global Health Fund $l0000l-S500000
StevenT Irons Advisers Fund S10000I-S500000
Theodore Jayne Diversified International Fund None

International Value Fund None

John Keogh Advisers Fund $1000l-$50000
Donald Kilbride Dividcnd and Growth Fund Nonc
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Ian It Link Balanced Income Fund None

Equity Income Fund None

Value Fund None

Daniel Magisire International Small Company Fund None

Mark Mandel Global Research Fund Over $1000000

Kirk Mayer Global Health Fund $lO001-$50000

James Mordy MidCap Value Fund Over $1000000

Value Opportunities Fund Sl0001-$50000

Stephen Mortimer Growth Opportunities Fund None

Small Company Fund None

Tieu-Bich Nguyen Emerging Markets Local Debt Fund None

David Palmer Capital Appreciation II Fund None

Valise Opportunities Fsmd $10001 -$50000

Saul Panniill Capital Appreciation Fund Over $1000000

Capital Appreciation II Fend S50000l-$l000000

Phillip Perelmuter MidCap Fund $1 0000l-$500000

Lindsay Thrift Politi Global Real Asset Fund None

Michael Reckmeyer III Balanced Income Fund None

Equity Income Fund 550001-$l00000

Value Fund None

Jamic Rome Small Company Fund $l-$10000

Philip
Ruedi MidCap Fund $5000l-$lOO000

Andrew Shilling
Growth Fund $1 0000145 00000

Scott St John Balanced Income Fund None

Kent Stahl Capital Appreciation II Fund None

Diversified IsLteuLational Find None

Tara Connolly Stilwell International Opportunities Fund None

Mark Sullivan World Bond Fund None

Simon Thomas International Small Company Fund None

Mark Whitaker MidCap Fund None

James Valone Emerging Markets Local Debt Fund None5

Information is as of April 30 2011

PORTFOLIO TRANSACTIONS AND BROKERAGE

The Companies have no obligation to deal with any dealer or group ofdealers in the execution oftransactions in portfolio

securities or in the case of the thirds of funds transactions in shares of the Underlying Funds Each fund of Binds wdl notincur any

commissions or sales charges when it invests in the Underlying Funds

Subject to any policy established by each Companys Board of Directors and EIFSCO the sub-advisers as applicable are

primarily responsible for the investment decisions of each applicable Fund other than Checks and Balances Fund and the placing of its

portfolio transactions In placing brokerage ord ers it is the policy of each Fund or in the case of fund of funds with respect to

purchases of ETF5 to obtain the most thvorable net results taking into account various factors mclii ding price dealer spread or

commission if any size of the transaction and difficulty of execution While the sub-advisers generally seek reasonably competitive

spreads or commissions the Funds or in the case of fund of Binds with respect to purchases of ETF5 do not necessarily pay the lowest

possible spread or commission HIFSCO may instruct the sub-advisers to direct certain brokerage transactions using beet efforts subject

to obtaining best execution to broker/dealers in connection with commission recapture program used to defray fund expenses for the

Funds

The sub-advisera generally deal directly
with the dealers who make market in the secunties involved unless better prices and

execution are available elsewhere if the securities are traded primarily in the over-the-counter market Such dealers usually act as

principals for their own account Osi occasion securities nsay be purchased directly from the issuer In addition the sub-advisers istay

effect certaiss iiskless psincipal transactions Lhrotsgls certain dealers in the over-the-counter market under which commissions are paid

on such transactions Bonds and money market securities are generally traded on net basis and do not normally involve either brokerage

commissions or transfer taxes Portfolio securities in Money Market Fund normally are purchased directly from or sold directly to the

issuer an underwriter or market maker for the securities There usually are no brokerage commissions paid by Money Market Fund for

such purchases or sales

While the sub-advisers seek to obtain the most favorable net results in effecting transactions in Funds other than Fund that is

hind of hinds portfolio securities broker-dealers who previde investment research to the sub-advisers may receive orders for transactions

from the sub-advisers Such research services ordinarily consist of assessments and analyses of or affecting the business or prospects of

company industry economic sector or financial market To the extent consistent with Section 28e of the 1934 Act sub-adviser may

cause Fund or in the case of fund of Binds an Underlying Fund to pay broker-dealer that provides brokerage and research

senices as defined in the 1934 Act to the sub-adviser an amount in respect of secunties transactions for the Fund other than Fund

that is Bind of funds in excess of the amount that another broker-dealer would have charged in respect of that transaction Information

so received is in addition to and not in lieu of the services required that the sub-adviser must perform under the applicable investment sub-

advisory agreement In circumstances where two or more broker

mhtmlfile./i\\netgearnas3\data\ERISA\HARTFORD\COmPlaiIltS Answer\Second Amen.. 11/7/2011

0001535



Prospectus Express Page 161 of 234

Case 111-cv-01083-RMB -KMW Document 35-3 Filed 11/14/11 Page 162 of 235 PagelD
2361

133

mhtmlfile/i\\netgearnas3\data\ERISA\HARTFORD\Complaints Answer\Second Amen.. 11/7/2011

0001536



Prospectus Express Page 162 of 234

Case 11 1-cv01O83-RMB Document 353 Filed 11/14/11 Page 163 of 235 PagelD
2362

dealers are equally capable of providing best execution each sub-adviser may but is under no obligation to choose the broker-dealer that

provides superior research or analysis as determined by the sub-adviser in its sole discretion The management fees paid by the Funds are
not reduced because the sub-advisers or their affiliates receive these services even though they might otherwise be required to purchase
some of these services for cash Some of these services are ofvalue to the sub-advisers or their affiliates in advising various of their

clients including the Funds although not all of these services are necessarily usethl and of value in managing the Funds

Hartford Investment Management has determined that at present it will utilize soft dollars to obtain only brokerage services

iiresearch created and provided by broker-dealer involved in effecting trade research provided by fill service broker-dealer or

provided by broker-dealer to which portion of trade is directed for the purpose of obtaining access to the research in either case on
bundled basis and iiiaccess to management personnel Hartford Investment Management will not at present utilize soft dollars to

obtain research from parties who have no role in effecting trade

To the extent that accounts managed by sub-adviser are simultaneously engaged in the purchase of the same security as Fund
then as authorized by the applicable Companys Board of Directors available securitira may be allocated to the Fund other than Fund
that is hind of hinds sad another client account and maybe averaged as to price in manner detennined by the sub-adviser to be fair

and equitable Such allocation and pricing may affect the amount of brokerage commissions paid by such Funds In some cases this

system might adversely affect the price paid by Fund for example during periods of rapidly rising or falling interest rates or limit the

size of the position obtainable for Fund for example in the case of small issue

Accounts managed by the sub-advisers or their affiliates muyhold securities held by Fund or in the case of hind of hinds
shares of HTFs Because of diffcrentinvcstmcnt objcctivcs or other factors particular accurity may bc purchased by sub-adviser for

one client when one or more other clients are selling the same security

For the fiscal years ended October 31 2010 October 31 2009 and October31 2008 the Funds paid the following brokerage
coninsiasiona
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2010 2009 2008

Advisers Fund 766568 943848 1447242

Baianced Allocation Fund 14298 N/A N/A

Balanced Income Fund 41492 25761 16411

Capital Appreciation Fund 29258292 25072459 29280660

Capital Appreciation II Fund 3343404 3114989 3586174

Conservative Allocation Fund 3456 N/A N/A

Corporate Opportunities Fund 37340 13520 41314

Disciplined Equity Fund 66734 113078 171503

Diversified International Fund 44410 43570 26765

Dividend and Growth Fund 2712127 2895469 2400650

Equity Growth Allocation Fund 4600 N/A N/A

Equity Income Fund 327447 528530 653033

Floating Rate Fund 7.073 N/A N/A

Fundamental Growth Fund 78288 57586 45337

Global All-Asset Fund
453572 N/A N/A

Global Enhanced DivicleiidFnnd .5 4580 .5 14880 23691

Global Growth Fund 718815 666760 1005497

Global HealthFund 315644 894453 1006911

Global Research Fund 171969 94941 26954

Global Real Asset Fund 242952 NIA N/A

Growth Fund
691506 1018685 1286367

Growth Allocation Fund 12203 N/A N/A

Growth Opportunitics Fund 3888335 5552475 5960233

High YicldFund
850 8215 3557

Inflation Plus Fund 2089335 1109833 1209041

International Growth Fund 437882 202664 4308232

International Opportunities Fund 1136702 1013632 1266960

International Small Company Fund 422963 494076 810479

International Value Fund 58142 N/A N/A

MidCap Fund 4340505 4731176 4399927

MidCapValueFund
359482 311616 455219

Small Company Fund 3373829 2430219 1931540

SmallCap Growth 441621 282892 697163

Small/Mid Cap Equity Fund 310346 45249 47100

Strategic Income Fund 59684 17608 24656

Target Retirement 2010 Fund
455 N/A N/A

Target Retirement 2015 Fund 500 N/A N/A

Target Retirement 2020 Fund 1208 N/A N/A

Target Retirement 2025 Fund 574 N/A N/A

Target Retirement 2030 Fund 1389 N/A N/A

Target Retirement 2035 Fund
283 N/A N/A

Target Retirement 2040 Fund 275 N/A N/A

Target Retirement 2045 Fund
128 N/A N/A

Target Retirement 2050 Fund
108 N/A N/A

Total Return Bond Fund
285737 93724 188866

Valne Fund 225070 384277 .5 334757

Value Opportuniries
244892 221817 343616

Fund commenced operations on June 30 2008

Fund commenced operations on May 28 2010

Fund oommenced operations on March 12008

Checks and Balances Fund Money Market Fund Municipal Opportunities Fund Municipal Real Return Fund and Short Duration

Fund did not pay brokerage commissions during the last three fiscal years

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had nol commenced

operations as of the date of this SAl no infonnation regarding brokerage commissions paid by each Fund is available

In general changes in the amount of brokerage commissions paid by Fund are due piimarily to that Funds asset growth cash

flows and changes in portfolio
turnover

he following table shows the dollar amount of brokerage commissions paid to firms selected recognition of research services

and the approximate dollar amount of the transactions involved for the fiscal year ended October 31 2010
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COMMISSIONS TOTAL AMOUNT OF
FAIl TO FIRMS TRANSACTIONS TO

SELECTED IN FIRMS SELECTED IN

RECOGNITION RECOGNITION
OF RESEARCH OF RESEARCII

FUND NAME SERVICES SERVICES

Advisers Fund 41641 51807716

Balanced Income Fund 2417 6330265

Capital Appreciation Fund 1547948 1445510082

Capital Appreciation Fund 161455 186775511

Disciplined Equity Fund 4196 12708037

Diversified International Fund 2348 4070402

Dividend and Growth Fund 143237 210576586

Equity Income Fund 17919 26479865

Fundamental Growth Fund 4405 13336419

GlobalAll-Asset 1853 5148869

Global Growth Fund 32296 34134259

Global Health Fund 15711 18295256

GlobalRealAsset 945 2018206

Global Research Fund 8264 12215800

Growth Fund 39076 53057429

Growth Opportunities Fund 227237 286899893

IntemationalGrowthFund 16768 21116178

International Opportunities Fund 45050 50679781

Intcrnational Small Company Fund 17184 14448685

International Value 244 559496

MidCap Fund 234487 261828699

MidCap Value Fund 14393 12656146

SnialiConipany Fund 96414 78000814

SmaIlCap Growth Fund 15738 17606406

Value Fund 10831 15537528

Value Opportunities Fund 9866 12061763

Ihe commissions identified as being paid to brokers selected in recognition of research services include third party research services

only and are calculated by applying the sub-advisers firmwide percentage of commissions paid to the broker that would have been

applied to the third party research services as percentage of the sub-advisers total activity with that broker This calculated

percentage is then applied across all of the sub-advisers client accounts to provide pro rata reporting of the estimated third party

soft dollar commission amount The sub-adviser also receives propnetaiy research services provided directly by finns However the

amounts of commissions attributable to such research services are not readily ascertainable and are not included in the table

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced

operations as of the date of this SAl no information regarding brokerage commissions paid by each Fund to firms selected recognition

of research services is available

The following table identifies the Funds regular brokers or dealers as defined under Rule lOb-l of the 1940 Act whose secunties

the Funds have acquired during the fiscal year ended October 31 2010 and the value of each Funds aggregate holdings of each such

issuer as offlctoher 31 2010

AGGREGATE
REGULAR BROKER OR VALUE

FUND DEALER THOUSANIS

Advisers Fund Bane of America Securities LLC 11510

BNP Paribas Securities Corp 4776

Citigroup Global Markets Inc 11581

Deutsche Bank Securities Inc 21529

Goldman Sachs Co 10457

HSBC Securities Inc 2221

JP Morgan Securities Inc 13675

Menill Lynch Pierce Fenner Smith 2137

Morgan Stanley Co Inc 2891

RBS Greenwich Capital Markets 538

UBS Securities LLC 5357

Wachovia Securities T1.C .5 1569

Wells Fargo Co 12565
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Balanced Allocation Fund State Street Global Markets LLC 43

Balanced Income Fund Bane of America Securities LLC 4787

Barclay Investments Inc 890

BNP Paribas Securities Corp 1414

Citigroup Global Markets Inc 3167

Countrywide Securities Corp 202

Credit Suisse Capital LLC 2884
Deutsche Bank Securities Inc 6373
Goldman Saehs Co 3005

HSBC Securities Inc 3458
JP Morgan Securities Inc 4776

Merrill I.ynch Pierce Fenner Smith 1148

MorganStanleyCo.Inc 2735
Pnidential Securities Inc 861

RBS Greenwich Capital Markets 565

State Street Global Markets LLC 74

U.S Bancorp Investments Inc 386

UBS Securities LLC 765

Weohovin Securities LLC 1276

Wolls Fargo Co 1290

Capital Appreciation Fund Bane ofAmerica Securities LLC 242779

Barclay Investments Inc 87889
BNP Paribas Securities Corp 147068

Deutsche Bank Securities Inc 662974
Goldman Sachs Co 570399
JP Morgan Securities Inc 529902

Pnsdential Securities Inc 273297

UBS Securities LLC 662

Wells Fargo Co 600208

Capital Appreciation II Fund Bane ofAmerica Securities LLC 11443

Barclay Investments Inc 1238

BNP Paribas Securities Corp 2749
Deutsche Bank Securities Inc 12393

Goldman Saehs Co 12274
JP Morgan Securities Inc 6277

UBS Securities LLC 15238
Wells Fargo Co 27182

Conservatiye Allocation Fund State StreetGlobal Markets LLC 20

Corporate Opportunities Fund Bane of America Seciuities I.l.C 3892
BNP Paribas Securities Corp 737

Citigroup Global Markets Inc 6917
Credit Suisse Capital LLC 1012

DeutscheBankSecuritiesInc 817

Goldman Sacha Co 1591

Jefferiea Company Inc 583

JP Morgan Sccuritica Inc 8516

Lehman Brothers Inc 1287
Merrill Lynch Pierce Fenner Smith 3208

Morgan Stanley Co Inc 4068
Pmdential Securities Inc 1704
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RBS Greenwich Capital Markets 2935

U.S Bancorp Investments Inc 933

UBS Securities LLC 1475

Wachovia Securities LLC 737

Wells Fargo Co 695

Disciplined Equity Fund Bane of America Securities LLC 2511

BNP Paribas Securities Corp
179

Deutsche Bank Securities Inc 809

JoldmanSachsCo 2.800

JP Morgan Securities Inc 1291

UBS Securities LLC

Wells Fargo Co 3461

Dividend and Growth Fund Banc of America Securities LLC 88592

BNP Paribas Securities Corp
17714

Deutsche Bank Securities Inc 79854

GoldmanSachsCo 31369

JP Morgan Securities Inc 119728

MorganStunleyCo.Inc 15519

Statc Street Glcbal Markets LLC 11464

U.S Bancorp Investments Inc 43464

UBS Securities LLC 55078

Wells Fargo Co 172106

Diversified International Fund Bane ofAmesica Seetuilies LLC 149

Barclay Investments Inc 168

BNP Paribas Securities Corp
239

Credit Suisse Capital LLC 29

Deutsche Bank Securities Inc 406

FIStIC Securities Inc 152

Julius Baer Securities Inc 53

Prudenlial Securities Inc 80

UBS Securities LLC 229

Equity Income Fund Banc of America Securities LLC 2591

BNP Paribas Securities Corp 1570

Credit Suisse Capital LEC 7250

Deutsche Bank Securities Inc 7076

GoldmanSachsCo 11283

JP Morgan Securities Inc 26025

U.S Bancorp Investments Inc 10032

UBS Securities LLC

Wells Fargo Co 23198

Floating Rate Fund BNP Paribas Securities Corp 41535

Deutsche BankSecurities Inc 41484

JP Morgan Securities Inc 31329

RBS Greenwich Capital Markets 25793

UBS Securities LLC 62334

Fundamental Growth Fund Bane ofAmenca Securities LLC 293

BI4P Paribas Securities Corp
178

Deutsche Bank Securities Inc 801

Goldnsasi Sacks Co 2495
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UriS Securities LLC

Global All-Asset Fund Bane of America Securities LLC 23158

Barclay Investments Inc 174

BNP Paribas Securities Corp 14268

Credit Suisse Capital LLC 161

Deutsche Bank Securities Inc 63423

Goldman Sachs Co 829

HSBC Securities Inc 616

JP Morgan Securities Inc 955

Julius Baer Securities Inc 32

Pmdential Securities Inc 84

RBS Greenwich Capital Markets 46

UBS Securities LLC 1162

Wells Fargo Co 884

Global Enhanced Dividend Fund Banc of America Securities LLC 27

HSBC Securities Inc 51

JP Morgnn Securities Inc 67

Pmdentinl Securities Inc 59

State Strcct Global Markets LLC 109

U.S Bancorp Investments Inc 64

Wells Fargo Co 24

Global Growth Fund Bane of America Securities LLC 1191

Bwday Invesisnenta Inc 3949

BNP Paribas Securities Corp 722

Deutsche Bank Securities Inc 3254

GoldmanSachs8cCo 4761

JP Morgan Securities Inc 4728

tnrdential Securities Inc 3656

UBS Securities LLC 3918

Global Health Fund Bane of America Securities LLC 134

BNP Paribas Securities Corp 81

Deutsche Bank Securities Inc 366

UBSSecuritiesLLC

Global Real Asset Fund Bane of America Securities LLC 2604

BNP Paribas Securities Corp 1578

Deutsche Bank Securities Inc 7112

UBS Securities LLC

Global Research Fund Bane of America Securities TiC 1290

Barclay Investments Inc 304

BNP Paribas Securities Corp 977

Deutsche BankSecurities Inc 1253

Goldman Sachs Co 351

HSBC Securities Inc 379

JP Morgan Securities Inc 361

Julius Beer Securities Inc 573

Pnxdential Securities Inc 505

UDS Securities LLC 725

Wells Fargo Co 1179
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Growth Allocation Fund State Street Global Markets LLC 500

Growth Fund Bane of America Secunties LLC 784

BNP Paribas Securities Corp 475

Deutsche Bank Securities Inc 2142

GoldmanSachsCo 16367

UBSSecuritiesLLC

Wells Fargo Co 11421

Growth Opportunities Fund Bane of America Secunties LLC 12.446

BNP Paribas Securities Corp 7539

Deutsche Bank Securities Inc 33.988

Goldman Sachs Co 22613

FIBS Securities LLC 34

Wells Fargo Co 22098

High Yield Fund JP Morgan Securities Inc 7743

Inflation Plus Fund BNP Paribas Securities Corp 667

Deutsche Bank Securities Inc 667

JP Morgan Sccaritics Inc

Lehman Brothers Inc 580

RBS Greenwich Capital Markets 414

UBS Securities LLC 1002

International Grusslh Fund Bane of America Seeunties LLC 369

Barclay Investments Inc 1414

BNP Paribas Securities Corp 224

Deutsche Bank Securities Inc 1009

UBS Securities LLC

International Opportunities Fund Banc ofAmenca Secunties LLC 1455

Barclay Investments Inc 3358

BNP Paribas Securities Corp 5305

Deutsche Bank Securities Inc 3972

HSBCSecuiitiesInc 8519

Julius Baer Securities Inc 5281

UBS Securities LLC 13001

International Small Company Fund Banc of America Secunties LLC 1288

BNP Paribas Securities Corp 780

Deutsche Bank Securities Inc 3517

UBS Securities LLC

International Value Fund Bane of America Securities T.IC .5 21

Barclay Investments Inc 76

BNP Paribas Securities Corp 79

Credit Suisse Capital LW 109

Deutsche Bank Securities Inc 57

HSBC Securities Inc 172

Pnidcntial Sccuritics Inc 100

UBS Securities LLC 131

MidCap Fund Bane of America Securities LLC 9663

BNP Paribas Securities Corp 5854
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Deutsche Bank Securities Inc 26387
UBS Securities LLC 26

MidCap Value Fund Banc of America Securities LLC 829

BNP Paribas Securities Corp 503

Deutsche Bank Securities Inc 2265
UBS Securities LLC

Money Market Fund Barclay Investments Inc 7875
BNP Paribas Securities Corp 36340
Credit Suisse Capita LLC 4997
Deutsche Bank Securities Inc 37.806

Goldman Sachs Co
.5 200l

JP Morgan Securities Inc 7500
RBS Greenwich Capital Markets 16224
State StreetGlobal Markets LLC 15240
U.S Bancorp Investments Inc 4499
UBS Securities LLC 51309
Wells Fargo Co 5502

Municipal Opportunities Fund State Street Global Markets LLC 1794

Municipal Real Return Fund State Street Global Markets LLC 1056

Short Duration Fund Bane of America Securities LLC 6283
Barclay InvesLruents Inc 2626
BNP Paribas Securities Corp 7422
Citigroup Global Markets Inc 4711

Countrywide Securities Corp 2144
Credit Suisse Capital LLC 6637
Deutsche Bank Securities Inc 7411
GoldmanSachsCo 2270

HSBCSecuritiesInc 5115
Jefieries Company Inc 2151
JP Morgan Securities Inc 19966
Lehman Brothers Inc 1074
Merrill Lynch Pierce Fenner Smith 4030
Morgan Stanley Co In 3141
Pmdential Securities Inc 2074
RBS Greenwich Capital Markets 5142
State Street Global Markets LLC 1275
U.S Bancorp Investments Inc 2522
UBS Securities LLC 9977
Wachovia Securities Inc 3706
Wells Fargo Co 2764

Small Company Fund Bane of America Securities LLC 3315
BNP Paribas Securities Corp 2008
Deutsche Bank Securities Inc 9053
UBS Securities LLC

Small/Mid Cap Equity Fund BNP Paribas Securities Corp 433

Deutsche Bank Securities Inc 433

RBS Greenwich Capital Markets 269

UBS Securities LLC 651
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Smalicap Growth Fund Bane of Amenca Securities LLC 1127

BNP Paribas Securities Corp
683

Deutsche Bank Securities Inc 3077

UBS Securities LLC

Strategic Income Fund Bane of America Securities LLC 2486

BNP Paribas Securities Corp
2840

Citigroup Global Markets Inc 7058

Credit Suisse Capital LLC 1364

Deutsche Bank Securities Inc 2837

QoldmanSachsCo 1093

JP Morgan Securities Inc 8.048

Tehmau Brothers Inc 14.58

Menili Lynch Pierce Fenner Smith 3136

Morgan Stanley Co Inc 3485

RBS Greenwich Capital Markets 4.333

U.S Bancorp Investments Inc 1330

UBS Securities LLC 1.262

Wachovin Securities LLC 603

Wells Fargo Co 441

Target Retirement 2010 Fund State Street Global Markets LLC

Target Retirement 2015 Fund State Street Global Markets LLC

Target Retirement 2020 Fund tale treel Global MarkeLa LLC

Target Retirement 2040 Fund State Street Global Markets LLC

Total Return Bond Fund Bane of America Securities LLC 15702

Barclay Investments Inc 4991

BNP Paribas Securities Corp 5559

Citigroup Global Markets Inc 44027

Countrywide Securities Corp 6827

Credit Suisse Capital LLC 8034

Deutsche Bank Securities Inc 5553

Goldman Sachs Co 10400

JP Morgan Securities Inc 49328

Jefferies Company Inc 3758

Lehman Brothers Inc 7377

Memll Lynch Pierce Fenner Smith 25436

Morgan Stanley Co Inc 15878

RBS Greenwich Capital Markets 14860

IJBS Seoiiritiesl.T.C
.5 14098

Wachoria Securities TIC 3438

Wells Fargo Co 12945

Value Fund Bane of America Securities LLC 8051

BNP Paribas Securities Corp
990

Credit Suirse Capitol LLC 4793

Dcubchc Bank Securities Inc 4461

Goldman Sachs 8c Co 8369

JP Morgan Securities Inc 13754

U.S Bancorp Iiivesthients lire 4664
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UBS Securities LLC

Wells Fargo Co 15158

Value Opportunities Fund Bane ofAmenca Securities LLC 4056

BNP Paribas Securities Corp
482

Deutsche Bank Securities Inc 2173

JP Morgan Securities Inc 1531

UBS Securities LLC 1934

Wells Fargo Co 5654

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced

operations as of the date of this SAl no information regarding each Funds regular bickers or dealers as delinedunder Rule Oh-i ofthe

1940 Act is avai1ab1e
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FUN EXPENSES

EXPENSES OF THE FUNDS Each Fund pays its own expenses including without limitation expenses ofmaintaining the
Fund and continuing its existence registration of the Fund under the 1940 Act auditing accounting and legal expenses taxes
and rnterest governmental fees expenses of issue sale repurchase and redemption of Fund shares expenses of registering and

qualiling the Fund and its shares under federal and state securities laws and of preparing and printing prospectuses for such purposes and
for distnbuting the same to shareholders and investors and fees and expenses of

registering
and maintaining registrations of the Fund and

of the Funds principal underwriter if any as broker-dealer or agent under state securities laws expenses of
reports and notices to

shareholders and ofmeetmgs of shareholders and proxy solicitations thereof expenses of reports to governmental officers and

commissIons 10 insurance expenses 11 fees expenses and disbursements of custodians for all services to the Fund 12 fees

expenses and disbursements of transfer ents dividend disbursing agents shareholder servicing agents and registrars for all services to

the Fund 13 expenses for servicing shareholder accounts 14 any direct charges to shareholders approved by the directors of the Fund
15 compensation and expenses of directors of the Fund other than those who are also officers ofThe Hartford and 16 such

nonrecurrang items as may arise including expenses incurred in connection with litigation proceedings and claims and the obligation of
the Fund to indemnify its directors and officers with respect thereto In addition the Floating Rate Fund may incur unique expenses due to

the nature of its investment strategy which are paid only by the Floating Rate Fund including consultants and attorneys fees and

expenses in connection with problem loans and troubled issuers andlor borrowers and transfer and assignment fees in conjunction with the

buying and selling of loans

Each fund of funds use shareholder of the Underlying Funds also
indirectly bears its pro rutu share of the advisory fees charged

to and cxpcnscs of operating thc Underlying Funds in which it invests Each fund of funds expense ratios as disclosed in the funds of
funds proapeetuses may be higher or lower depending on the allocation of the fund of fimds assets among the Underlying Funds and the
actual expenses of the Underlying Funds
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DISTRIBUTION ARIANGEMItNTS

GENERAL

Hartford Investment Financial Services LLC HIFSCO serves as the principal underwriter for each Fund pursuant to

Underwriting Agreements initially approved by each Companys Board of Directors HIFSCO is registered broker-dealer and member

of the Financial Industry Regulatory Authority FINRA Shares of each Fund are continuously offered and sold by selected broker-

dealers who have selling agreements with HIPS CO Except as discussed below under Distribution Plans HIFSCO bears all the

expenses of providing services pursuant to the Underwriting Agreements including expenses relating to the distnbution ofprospectuses

for sales purposes and any advertising or sales literature The Underwriting Agreements continue in effect for two years from initial

approval and for successive one-year periods thereafter provided that each such continuance is specifically approved by the vote of

majority of the directors of the applicable Company including majority ofthe directors who are not parties to the Underwriting

Agreements or interested persons as defined in the 1940 Act of the Company or by The vote of majority of the outstanding voting

securities of Fund HIFSCO is not obligated to sell any specific amount of shares of any Fund

HIFSCO is authorized by the Companies to receive purchase and redemption orders on behalf of the Funds HIFSCO has

authorized one or more financial scrvices institutions and/or qualified plan intennediaries to receive purchase and redemption orders on

behalf of the Funds subj cot to the Funds policies
and procedures with respect to frequent purchases and redemptions of Fund shares and

applicable law In these circumstances Fund will be deemed to have received purchase or redemption order when en authorized

financial services institution anchor qualified plan intennediary recrives the order Orders will be priced at that Funds next net asset value

computcd aftcr thc ordcrs arc rcccivcd by an authorizcd financial services institution end/or
qualified plan intcrmcdiary and accepted by

the Fund Each Funds net asset value is determined in the manner described in that Funds pmspectus

ADDITIONAL COMPENSATION PAYMENTS TO FINANCIAL INTERMEDIARIES As stated in the prospectuses

HIFSCO and its affiliates make additional compensation payments out of their own assets to Financial Intennediaries to encourage the sale

of the funds sliiues Additional Paysaents These payments which are in addition to commissions and Rale 12b-l fees amy creale an

incentive for your Financial Intennediary to sell and recommend certain investment products including the Funds over other products for

which it may receive less compensation You may contact your Financial Intermediary if you want information regarding the payments it

receives

Additional Payments to Financial Intermediary arc generally based on the avenge net assets of the Funds attributable to that

Financial Intermediary assets held over one year by customers of that Financial Intermediary and/or sales of the Fund shares through that

Financial Intermediary Additional Payments may but are normally not expected to exceed 0.12% of the average net assets of the Funds

attributable to particular
Financial Intermediary For the calendar year ended December 31 2010 HIFSCO and its affihatus incurred

approximately $34 million in total Additional Payments to Financial Intermediaries

Additional Payments may be used for various purposes and take various forms such as

Payments for placement of Funds on Financial Intermediarys list of mutual funds available for purchase by its customers or

for including Funds within group that receives special marketing focus or are placed on preferred list

Due diligence payments for Financial Intermediarys examination of the Funds and payments for providing extra employee

training
and infonnation relating to the Funds

Marketing suppost fees for providing assistsnce in promoting the sale of Fund shares

Sponsorships of sales contests and promotions where participants receive prizes such as travel awards merchandise cash or

recognition

Provision of educational programs including information and related support materials

Hardware and software and

Occasional meals and entertaimuent tickets to eporting events nominal gifts
and travel and lodging enbjeet to applicable

rulee and regulations

As of January 2011 HIFSCO has entered into ongoing contractual arrangements to make Additional Payments to the Financial

Intermediaries listed below HIFSCO may cater into ongoing contractual arrangements with other Financial Intcrmcdiarica

AIG Advisors Group Inc FSC Securities Corp Royal Alliance Associates Inc Sagepoint financial Ameriprise Financial

Services Inc Bane ofA.merica Investment Svcs Inc Bane West Investment Services Cadaret Orant Co Inc Cambridge Investment

Research Isic CCO Investment Services Corp Charles Schwab Co Inc Chase Investment Services Corp Comasnonwealth Finiuicial

Network CUSO Financial Services L.P Edward Jones Co First Allied Securities Inc First Citizens Investor Services Inc Frost

Brokerage Services Inc. RD Vest Investments Securities Inc Hilliard Lyons Huntington Investment Co INO Advisor Network

Financial Network Investment Corporation Inc INC Financial Partners Inc Multi-Financial Securities Corporation Inc PrimeVest

Financial Services Inc Investment Professionals Inc Janney Montgomery Scott Lincoln Financial Advisors Group Lincoln Financial

Securities Corp LPL Financial Corp. MT Securities Inc Merrill Lynch Pierce Fenner Smith
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Incorporated Morgan Keegan Company Inc Morgan Stanley Smith Barney Morgan Stanley Smith Barney LLC ational Planmng

Holdings Inc Invest Financial Corporation Investment Centers of America National Planning Corporation Sil Investments Inc

Newbridge Securities NEXT Financial Group Inc Oppenheimer Co Inc Raymond James Associates Inc Raymond James

Financial Services IMR RBC Capital Markets RDM Investment Services RobertW Baird Secunties America Inc Stifel

Nicolaus Company Inc Summit Brokerage Services Stinirust Investment Services CBS Financial Services Inc U.S Bancorp

Investments Inc. Uvest Investment Services Inc Wells Fargo Advisors LLC Wells Fargo Investments and Woodbury Financial

Services Inc an indirect wholly-owned subsidiary of The Hartford

In addition to the Financial Intermediaries listed abcve listed below are all Financial Intermediaries that received Additional

Paym eats with at least $100 value in 2010 for items such as sponsorship of meetings education seminars and travel and entertainment

whether or not an ongoing contractual relationship exists financial intermediaries receiving less than $100 value have not been included

ABNB Federal Credit Union Addison Avenue Federal CU AIG Financial Advisors Allen Co of Florida Inc. AllState Financial

Sves T.I.C American Fnnds Trusts Inc American Investors Company American Poi-tfblios Fncl Svcs Ameriprise Advisor

Srvcs Inc Ameriprise Financial Srvcs Inc Ameritas Investment Corp Anchor Bank Anderson Strudwick Inc Arvest Asset

Management Ascend Financial Svcs Inc Associated Investment Svcs Inc Ansdal Financial Fartners Inc AXA Advisors LLC B.C

Ziegler and Company Banwrpsouth Investment Srvc Inc BancWest Investment Srvcs Inc Bank of the West Bank Securities

Association BBT Investment Services Inc BCG Securities Inc Berthel Fisher Co Fin Svcs Inc BOSC Inc BPU Investment

Management Inc Cadaret Grant Co the Cambridge Investment Rsrcli Inc Cambridge Legacy Sec LLC Cantella Co Inc

Cape Securities Inc Capital Analysts Inc Capital Bank Capital Financial Srvcs Inc Capital Investment Group Inc Capital

Management Sees Inc Capital One Investments Svcs LLC Capital One NA CapTrust Financial Advisors LLC Carey Thomas

Hoover Brcault Carolina Bank Truat Co Carolina First Bank Carolinas Investment Consulting LLC Carroll Bank Trust CCF

Investments Inc CCO Investment Services Corp Centaurus Financial Inc Central Virginia Bank CFD Investments Inc Charles

Schwab Company Inc Chase Chase Investments Srvcs Corp Citadel Federal Credit Union Citigroup Global Markets Inc City

Securities Corporation Commerce Brokerage Svcs Inc Connnonwesltli Financial Network Compass Brokerage Inc Comprehensive

Asset Management Svc Cozad State Bank Trust Co Credit Suisse Securities LLC Crowd Weedon Co Crown Capital Securities

LLP Curia Brokerage Services Inc Cuso Financial Services LLP Caller Company Inc D.A Davidson Company D.L Evans

Bank Davenport Company LLC David Noyes Company Delta Equity Services Corp Deutsche Bank Securities Inc Dreyflis

Service Corporation Duncan Williams Inc Eagle One Investments LLC East Carolina Bank The EDI Financial Inc Edward

Jones Elevations Credit Union Equable Securities Corporation Equity Services Inc Essex Financial Services Inc Essex National

Securities Inc Essex Securities LLC Fifth Third Bank Fifth Third Securities Financial Network Investment Corp Financial

telesis Inc Fintegra LLC First Allied Securities First Bank First Citizens Bank Inst Co First Citizens Furl Plus Inc First Citizens

Investor Srvcs First Financial Bank NA First Financial Eqinty Corp First Global Capital Corp First Heartland Capital Inc First

Investors Corporation First National Bank First National Investments Inc First Tennessee Bank First Tennessee Brokerage Inc First

Western Advisors FNIC F.I.D Div Folger Nolan Fleming Douglas Foothill Securities Inc Foresters EquiP Services Inc Franklin

Templeton Dist Inc Frost Brokerage Services Inc Frost National Bank FSC Securities Corporation FSIC Fulton Bank G.L Smith

Associates Inc Geneos Wealth Management Inc Gilford Securities Inc Girard Securities Inc GMS Group LLC Great American

Advisors Inc OWN Securities Inc Beck Inc H.D Vest Investment Services Harbor Financial Services Harbour Investments Inc

Harger and Company Inc Harris Investor Services Inc Harris Investors Harvest Capital LLC Heartland Bank Hefren

Tillotson/Masterplsn Heim Young Associates Inc. Heritage Bank Heritage Community Bank Heritage Financial Services Hornor

Townsend Kant Inc HSBC Bank USA National Assoc HSBC Securities CSA Inc Huntington Valley Bank Huntleigh Securities

Corp. Independent Finl Group LLC Indiana Merchant Banking Brok Infinex Investment Inc INO Financial Advisors LLC INO

Financial Partners InterSecurities Inc Inverness Sec LLC INVEST Financial Corporation INVEST First Bank Investacoip Inc

Investment Center Inc Investment Centers of America Investment Professionals Inc Investors Capital Corp J.J.B Hilliard W.L

T.yons 1.1G J.P Turner Company i.l.C J.W Cole Financial Inc lames Horello Co Janney Montgomery Scott Inc Jesimp

Iamont Securities Corp JHS Capital Advisors Inc XCI Financial Inc KeyBank N.A Key Investment Services T.IC Kirkwood

Bank Trust Co KMS Financial Services Inc Kovack Securities Inc L.F Fmancial LLC L.M Kohn Company L.O Thomas

Company Lam Shall May LTD LaSalle Street Securities Inc Legacy Asset Securities Inc Liberty Group LLC Lincoln Financial

Advisors Corp Lincoln Financial Securities Linsco/Privats Ledger/Bank Div Locktoa Fmancial Advisors LLC LPL Financial

Corporation LPL Financial Services LSV Inc Holdings Securities Inc MI Bank MI Financial Advisors Inc MT Bank

MT Securities Inc Main Street Securities LLC Matrix Capital Group Inc Maxim Group LLC Means Investment Co Inc Merrill

Lynch Inc Mcrrimac Corporate Sees Inc MctLifc Securities Inc MFS Milkic Ferguson Investments MML Investor Services Inc

Monarch Bank Money Concepts Capital Corp Morgan Keegan Co Inc Morgan Keegan FID Division Morgan Stanley Co Inc

Morgan Stanley Smith Darney Multi-Financial Securities Corp Mutual Securities Inc Mutual Service Corp National Planning

Corporation National Securities Corp NBC Securities Inc New England Securities Ccrp NewBridge Bank Nexity Financial

Services lime Next Financial Group Inc NFP Securities lire North Shore Bank FSB Northland Securities Inc Northwest Federal

Credit Union Northwest Financial Corp Northwestern Mutual mv Svcs NPB Financial Group LLC NRP Financial time Ohio Naliorusl

Equities Inc Oppenheimer and Cc Inc Pacific Capital Bank NA Pacific West Securities Inc Packerland Brokerage Svcs Inc Park

Avenue Securities LLC Paulson Investment Company Inc Peak Investment Peoples Securities Inc Pershing Pinnacle Investments

LLC Planned Investments Inc PNC Bank Corp PNC Investments LLC Prime Capital Services Inc Prime Solutions Securities Inc

Prirnevest Financial Services Piincor Financial Service Corp Private Consulting Group Inc ProEquities Inc Prospera Financial

Services Purshe Kaplan Sterling Investment Putnam Investments QA3 Financial Corp Quester Capital Corp Raymond James

Associates Inc
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Raymond James ND Division Raymond James Fine Srvcslnc RBC Bank RBC Capital Markets Corp RIJC Dam ND Division RDM
Investment Services Inc RiverStone Wealth Management Inc RobertW Baird Co Inc Rogan Associates Inc Royal Alliance

Associates Inc Sagepoint Financial Inc Sammons Securities Company LLC Saunders Retirement Advisors Scott Stringfellow Inc
Securian Financial Services Securities America Inc Securities Service Network Inc Sigma Financial Corporation Signator Investors

Inc 511 Investments Smith Barney Smith Barney Bank Advisor Smith Moore Company Sonento Pacific Financial LLC South

Valley Wealth Management Southern Community Southwest Securities Inc Spectrum Capital Inc Stephens Inc Steme

Agee Leach Inc Stifel Nicolaus Co Inc Summit Bank Summit Brokerage Services Inc Summit Equities Inc Sunset Find

Services Inc SunTrust Investment Srvcs Inc SWBC Investment Company SWS Financial Services Synergy Investment Group

Synovus Securities TD Anieritrade Inc The Huntington Investment Co Thoroughbred Finl Svcs LLC Thrivent Investment

Management Inc Thurston Springer Miller Herd Tower Square Securities Inc Tmnsanmerica Financial Advisor Triad Advisors Inc
Triune Capita Advisors TrusiCore Investments Inc TrnstMark Securities Inc UBS Financial Services Inc UBS Private Banking
UMB Financial Services Inc Union Bank Trust Union Bank of California NA UnionBaiac Investment Services United Brokerage

Services Inc Inited Planners Fin.Svcs.of4maer ItS Bancorp FIG 115 Rancorp Investments IS Bank N.A l151 Securities IlVest

Financial Services UVest Financial Services Group Inc Vorpalil Wing Securities VSR Financial Services Inc W.R Rice Financial

Services Inc Wachovia ISO Platform Walnut Street Securities Inc Washington State Employees CU Waterstone Financial

Group Inc Wayne Hummer Investments LLC Wedbush Morgan Securities Inc Wellington Securities Inc Wells Fargo Mv Fin

Network LLC Wells Fargo Advisors LW Wells Fargo Advisors LLC ISO Wells Fargo Ins Srvcs lnv Adv Wells Fargo Investments

WesBanco Securities Inc Weecom Financial Services WFG Investments Inc WFP Securities Wilbank Securities Wiley Bros

Aintree Capital Winalow Evans Crocker Inc Wolf Financial Manugement LLC Wcodbury Finuncial Services Inc WRP
Investments Inc Wunclerlich Securities Inc and WWK Investments Inc

COMMISSIONS TO 1EALERS

The aggregate dollar amount of conuuissions received by HIFSCO for the sale of shares for the fiscal years ended October31

2010 October 31 2009 and October 31 2008 is as follows

EAR FRONT-EN SALES COi%fltISSONS CDSC AMOUNT IEALLOwED AMOUNT RErAINEI

2010

Class 102.924280 593620 88366651 15151249
Class N/A 4336288 N/A 4336288

Class N/A 1355124 N/A 1355124
Class N/A N/A N/A N/A

ClassY N/A N/A N/A N/A

ClassL 331237 93 281414 49915
ClassR3 N/A N/A N/A N/A

ClassR4 N/A N/A N/A N/A

ClassR5 N/A N/A N/A N/A

2009

Class 93526257 875030 80567789 13833498
Class N/A 5570873 N/A 5570873
Class N/A 1639787 N/A 1639787
Class N/A N/A N/A N/A

ClassY N/A N/A N/A N/A

Class 402828 231 341864 61195

ClassR3 N/A N/A N/A N/A

Classll4 N/A N/A N/A N/A
ClassR5 N/A N/A N/A N/A

2008

Class 139316691 1486884 120172508 20631067

Class N/A 6677607 N/A 6677607
Class N/A 2913799 N/A 2913799

Class N/A N/A N/A N/A
Class N/A N/A N/A N/A
Class 576218 366 489847 S637
ClassR3 N/A N/A N/A N/A

ClassR4 N/A N/A N/A N/A

ClassR5 N/A N/A N/A N/A

Because Emerging Markets Local IJebI Fund Emerging Markela Research Fusid and World Bond Fund had nol commenced

operations as of the date of this SAl no information is available regarding the aggregate dollar amount of commissions received by
HIFSCO for the sale of each Funds shares

Generally commissions on sales of Class shares are reallewed to broker-dealers as follows
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Funds other than Floating Rate Find High Yield Fund Municipal Opportunities Fund Corporate Opportunities Find Inflation

Plus Fund Money Market Fund Short Duration Fund Strategic Income Fund Municipal Real Return Fund and Total Return Bond Fund

FRONT-END SAILS ChARGE FRONT-END SALES CHARGE COMMISSION AS

AS PERCENTAGE OF AS PERCENTAGE OF PERCENTAGE OF OFFERING

AMOUNT OF PURCHASE OFFERING PRICE AMOUNT INVESTED PRICE

Less than $50000 550% 82% 475%

$50000 or more but less than

$100000 4.50% 4.71% 4.00%

$100000 or more but less than

$250000 3.50% 3.63% 3.00%

$250000 or more but less than

$500000
2.50% 2.56% 2.00%

$500000 or more but less than

SI million 2.00% 2.04% 1.75%

$1 million or morel 0% 0% 0%

High Yield Fund Municipal Opportunities Funih Corporate Opportaruties Fund Inflation Plus Fund Strategic Income Fund Murneipal

Real Return Fund and Total Return Bond Fund

FRONT-END SALES CHARGE FRONT-END SALES CHARGE COMMISSION AS

MA PERCENTAGE OF AS PERCENTAGE OF PERCENTAGE OF OFFERING

AMOUNT OF PURCHASE OFFERING PRICE AMOUNT INVESTED PRICE

Lessthan$50000 4.50% 4.71% 3.75%

$50000 or more but less than

$100000 4.00% 4.17% 3.50%

$100000 or more but less than

$250000 350% 3.63% 3.00%

$250000 or more but less than

$500000 2.50% 2.56% 2.00%

$500000 or more but less than

$1 million 2.00% 2.04% 1.75%

$1 million ormorel 0% 0% 0%

floating Rate Fund

FRONT-END SALES FRONT-END SALES CHARGE
CLIARGEAS PERCENTAGE OF AS PERCENTAGE OF COMMISSION ASIERCENTAGE

AMOUNT OF PURCHASE OFFERING PRICE AMOUNT INVESTED OF OFFERING FRICE

Lessthan$50000 3.00% 3.09% 2.50%

$50000 or more but less

than $100000 2.50% 2.56% 2.00%

$100000 or more but less

than $250000 2.25% 2.30% 1.75%

$250000 or more but less

than $500000 1.75% 1.78% 1.25%

$500000 or more but less

than $1 million 1.25% 1.27% 1.00%

$1 million ormorel 0% 0% 0%

Investments of$ million or more in Class shares may be made with no front-end sales charge However there is contingent

deferred sales chsrgs 00SF of 1% on any shares sold within 18 months ofpnrohase For purposes ofthis CDSC all purchases

made during calendar month are counted as having been made on the first day of that month The 00SF is based on the lesser of

the original purchase cost or the current market value of the shares being sold and is not charged on shares you acquired by

reinvesting your dividends and capital gain distributions To keep your CDSC as low as possible each time you place request to sell

shares we will first sell any shares in your account that are not subject to CDSC

front-end sales charge is not assessed on Class shares of Money Market Fund

HIFSCO may pay up to the entire amount of the sales commission to particular broker-dealers I-IIFSCO also may pay dealers of

record commissions on purchases over $1 million in an amount up to the sum of 1.0% of the first $4 million plus 0.50% of the next $6

million plus 0.25% of share purchases over $10 million In addition HIESCO may provide compensation to dealers ofrecord for certain

shares purchased without sales charge

Short Duration Fund

FRONT-END SALES FRONT-END SALES CHARGE
CHARGEAS PERCENTAGE OF AS PERCENTAGE OF COMMISSION ASPERCENTAGE

AMOUNT OF PURCHASE OFFERING PRICE AMOUNT INVESTED OF OFFERING PRiCE

Less than $250000 2.00% 2.04% 1.50%

$250000 or more but less
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than $500000 1.50% 1.52/a 100%

$500000 or more2 0% 0% See below

Investments of $500000 or more in Class shares may be made with no front-end sales charge However there is contmgent

deferred sales charge CDSC of 1% on any shares sold within 18 months of purchase For purposes of this CDSC all purchases

made during calendar month are counted as having been made on the first day of that month The CDSC is based on the lesser of

the original purchase cost or the cunent market value of the shares being sold and is not charged on shares you acquired by

reinvesting your dividends and capital gain distributions To keep your CDSC as low as possible each time you place request to sell

shares we will first sell any shares in your account that are not subject to CDSC

I-IIFSCO may pay up to the entire amount of the sales commission to particular
broker-dealers HIFSCO also may pay dealers of

record commissions on purchases over $500000 in an amount up to the sum of 1.0% of the first $4 million plus 0.50% of the next $6

million plus 0.25% of share purthases over $10 million In addition HIFSCO may provide compensation to dealers of record for certain

shares purchased without sales charge

HIFSCO pays commissions to dealers of up to 1% of the purchase price of Class shares purchased through dealers
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FIIFSCOs principal business address is 200 Ftopmeadow Street Sirnsbury Connecticut 06089 HIESCO was organized as

Delaware corporation on December 1996 and is an redirect wholly-owned subsidiary of The Hartford

DISTRIBUTION PLAINS

Each Company on behalf of its respective Funds has adopted separate distribution plan the Plan for each of the Class

Class Class Class R3 Class R4 and Class shares of the Funds pursuant to appropriate resolutions of the applicable Companys

Board of Directors in accordance with the requirements of Rule 2b-l under the 1940 Act and the requirements of the applicable FINRA

nile regarding asset-based sales charges

CLASS PLAN Pursuant to the Class Plan Fund may compensate HIFSCD 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 expenses nfthe Fund pnrsisant to the Class Plan are accrued on fiscal year basis and may not exceed with respect to the Class

shares of the Fund the annual rate of 0.25% of the Funds average daily net assets attributable to Class shares The Companys Board

of Directors has currently authorized Rule l2b-l payments up to 0.25% of the Funds average daily net assets attributable to Class

shares The entire amount of the fee may be used for shareholder servicing expenses with the remainder if any used for distribution

expenses HIFSCO or its affiliates are entitled to retain all service fees payable under the Class Plan for which there is no dealer of

record or for which qualification standards have not been met as partial
consideration for personal services and/or account maintenance

services performed by HIFSCO or its affiliates for shareholder nccounts

CLASS PLAN Pursuant to tho Class Plan Fund may pay H1FSCO fcc of up to 1.00% of tho avcrago daily not aascts

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

services IIIFSCO will advance to dealers the first-year service fee at rate equal to 0.25% of the amount invested As compensation for

such advance HIFSCO may retain the service fee paid by Fund with respect to such aliases for Use first year after purchase Dealers will

become eligible
for additional service fees with respect to such shares coiusireucing in die thirteenth isroisthi following purchase Brokers

sisay
frosa tune to tirise be required to meet cerLain other criteria in order to receive service fees HIFSCO oi its affiliates are entitled to

retain all service fees payable under the Class Plan for which there is no dealer of record or for which
qualification

standards have not

been met as partial consideration for personal services and/or account maintenance services performed by HIFSCO or its affiliates for

shareholder accounts The Class Plan also provides that 11115CC will receive all contingent deferred sales charges attributable to

Class shares

CLASS PLAN Pursuant to the Class Plan Fund may pay HIFSCO fee of up to 1.00% of the average daily net assets

attributable to Class shares 0.7 5% ofwhich is fee for distribution financing activities and 0.25% of which is for shareholder account

services HIFSCO will advance to dealers the first-year
service fee at rate equal to 0.25% of the amount invested As compensation for

such advance HIFSCO may retain the service fee paid by Fund with respect to such shares for the first year after purchase Dealers will

become eligible for additional service fees with respect to such shams commencing in the thirteenth month following purchase Brokers

may from time to time be required to meet certain other criteria in order to receive service fees HIFSCO or its affiliates are entitled to

retain all service fees payable under the Class Plan for which them is no dealer of record or for which qualification standards have not

been met as partial consideration for personal services and/or account maintenance services performed by FIIFSCO or its affiliates for

shareholder accounts The Class Plan also provides that HIFSCO will receive all contingent deferred sales charges attributable to

Class shares

CLASS PLAN Pursuant to the Class IL Plan 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 anniuil rate of

25% of the Funds average daily net assets atlrihntahle to Class shares The entire fee will he used for dietnihurtion-rdated expenses

CLASS R3 PLAN Pursuant to the Class R3 Plan Fund may pay HIFSCO fee of up to 0.50% of the average daily net assets

attributable to Class P3 shares for distribution financing activities and up to 0.25% may be used for shareholder account services

HIFSCO wdl pay to dealers the service fee at rate equal to 0.50% of the amount invested Brokers may from time to time be required to

meet certain other criteria in order to receive service fees HIFSCO or its affiliates are entitled to retain all service fees payable under the

Class R3 Plan for which thcrc is no dealer of record or for which qualification standards have not boon mot as partial consrdcration for

personal services and/or account maintenance services performed by FIIFSCO or its affiliates for shareholder accounts

CLASS R4 PLAN Pursuant to fire Class R4 Plan Fund may pay HIFSCO fee of up to 0.25% of the average daily net assets

atLributrsble to Class R4 shares for disluibutiors financing activities arid up to 0.25% rsiay
be used for shareholder account services

HIFSCO will pay to dealers the service fee ala rate equal to 0.25% of the amount invested Brokers may from tinue to time be required to

meet certain other criteria in order to receive service fees I-IIFSCO or its affiliates are entitled to retain all service fees payable under the

Class R4 Plan for which there is no dealer of record or for which qualification standards have not been met as partial
consideration for

personal services and/or account maintenance services performed by FIIFSCO or its affiliates for shareholder accounts

GENERAL Distribution fees paidto HIFSCO may be spent on any activities or expenses primanly intended to result in the sale

of the applicable Companys shares including payment of i.nitial and ongomg commissions and other compensation payments to

brokers dealers financial institutions or others who sell each Funds shares compensation to employees of
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HIISCO compensation to and expenses including overhead such as communications and telephone training supplies photocopying

and similartypes of expenses of HIFSCO incurred in the
printing andmailing or other dissemination of all prospectuses and statements of

additional information the costs of preparation printing and mailing reports used for sales literature and related expenses i.e

adverlisements and sales literature and other distribution-related expenses and for the provision of personal service and/or the

maintenance of shareholder accounts These Plans are considered compensation type plans which means that the Funds pay HIFSCO the

entire fee regardless of FIIFSCOs expenditures Conversely even ifHIFSCOs actual expenditures exceed the fee payable to HIFSCO at

any given time the Funds will not be obligated to pay more than that fee

In accordance with the terms ofthe Plans HIFSCO provides to each Fund for review by the applicable Companys Board of

Directors quarterly written report of the amounts expended under the respective Plans and the purpose for which such expenditures were

made In the Board of lirectors quarterly review of the Plans they review the level of compensation the Plans provide

The Plans were adopted hy majority vote of the Board of Directors of the applicahle Company including at least majority of

directors who are not and were not at the time they voted interested persons of the applicable Funds as defined in the 1940 Act and do not

and did not have any direct or indirect financial interest iu the operation of the Plans cast in person at meeting called for the purpose of

voting on the Plans Potential benefits which the Plans may provide to the Funds include shareholder servicing the potential to increase

assets and possibly benefit from economies of scale the potential to avoid decrease in assets and portfolio liquidations through

redemption activity the ability to sell shares of the Funds through adviser and broker distribution channels and the
ability to provide

investors with en alternutive to paying front end sales loads The Board of Directors of the applicable Company believes that there is

reasonnble likelihood that the Plans will benefit each applicable Fund and its cunent and thture shareholders Under their terms the Plans

remain in cffcct from ycer to year provided such continuance is approved annusslly by votc of thc directors of thc applicable Board in thc

manner described above The Plans may not be amended to increase materially the amount to be spent for distribution without approval of

the shareholders of the Fund affected thereby and material amendments to the Plans must also be approved by the applicable Board of

Directors iii the sssaisner descsibed above Plan may be terminated at any nine without paymuent of any penalty by vote of the nsajority

of the directors of the applicable Board who are isot interested persons of the Funds and have iso direct or indirect finaiscial interest in the

openitiosa of Use Plan orbv vote of Thajotity of Use outstinsdixsg voting securities of Ilse Fund affected thereby Plan will

automatically terminate in the event of its assignment

For the fiscal year ended October 312010 the Funds paid the 12b-l fees listed below

Puasd Name Class Class clam Class R3 Clam R4 Class

Advisers Fund 1434934 602421 970739 361 3304

Balanced Allocation Fund 1255132 935321 1735948 48413 39162
Balanced Income Fund 250623 40227 210330 236 110

Capital Appreciation Fund 23147151 9286834 30462240 406398 600805

Capital Appreciation II Fund 1284965 746504 3110073 52791 16156

Checks and Balances Fund 3209536 1443873 3372449 5390 465

Conservative Allocation Fund 375236 240498 495045 10840 24210

Corporate Opportunities Fund 308995 100320 249901

DisciplinedEquiry Fund 210740 70011 118850 337 170

Diversified International Fund 16463 10870 12508 3900 1954

Dividend and Growth Fund 6971123 2100907 3061753 80424 106343

Equity Growth Allocation Fund 326699 304920 526019 10427 13355

Equity Income Fund 1704666 327438 513999 3817 4177

Floating Rate Fund 3829972 472267 15953301 25849 4733

Fundamental Growth Fund 85424 30160 86765 209 105

Global All-Asset Fund 30813 64966 4331 .5 2166
Global Enhanced Dividend Fund 15194 116 2267 1141 575

Global Growth Fund 599099 160385 257880 559 106

Global Health Fund 618259 282094 767197 12693 18856

Global Real Asset Fund 11953 18455 4297 2150
Global Reeeareh Fund 123766 79738 134231 1341 661

Growth Fund 656781 184184 437893 960 7342 4553
Growth Allocation Fund 966061 943466 1634087 15660 30275
Growth Opportunities Fund 1637984 359545 1685311 48970 98572 10413

High YieldFund 571877 208392 635663 1248 283

Inflation Plus Fund 1900245 1028542 5921077 93243 20473 421
International Growth Fund 335563 164613 193483 2553 680
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International Opportunities Fund 621328 165355 321141 6437 7824

InternationalSmallCompanyFund 129835 80157 109602 230 115

International Value Fund 1343 2495 1128 563

MidCap Fund 5050732 1316454 4125313 28493 51752

MidCap Value Fund 373529 182689 262225 210 105

Money MarketFund

Municipal Opportunities Fund 559668 74184 1189517

Municipal Real Return Fund 382336 80033 449254 182

Short Duration Fund 435679 100371 825621

Small Company Fund 754586 146745 398153 126115 99001

SmallJMid Cap Fund 99275 50799 87084

SmallCap Growth Fund 123086 83153 104844 1385 5653 2047

StrstegiclncomeFnnd 419188 146728 1349391

Target Retirement 2010 Fund 23074 18597 22697

Target Retirement 2015 Fund 32221 9637

TargetRetirement2o2oFund 52941 49377 57361

Target Retirement 2025 Fund 26961 10972

TargetRetirement2o3oFund 17015 13301 68391

Target Retirement 2035 Fund 20309 8217

TargetRetirement2o4oFund 19464 7537

Target Rctircmcnt 2045 Fund 11836 4845

Target Retirement 2050 Fund 11310 4775

Total Return Bond Fund 2065547 75448 1180756 25972 60188

Value Fund 158295 64757 123473 2784 581

Value Opportunities Fund 181059 77636 109441 5536 10953 555

Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced

operations as of the date of this SAl no information regarding 12b-1 fees paid is available

Forthe fiscal year ended October 31 2010 approximately $155537023 and 51223605 of the Funds total distribution expenses

were expended in connection with compensation to broker-dealers and compensation to sales personnel including advertismg printing

and mailing of prospectuses to prospective shareholders respectively

PURCHASE AND REDEMPTION OF SHARES

For information regarding the purchase of Fund shares see How to Buy and Sell Shares Buying Shares in the Funds

prospectuses

EXEMPTIONS FROM SUBSEQUENT INVESTMENT MINIMUMS FOR OMNIBUS ACCOUNTS Certain accounts held

on the Funds books known as omnibus accounts contain multiple underlying accounts that are invested in shares of the Funds These

underlying accounts are maintained by entities such as financial intermediaries and are subject to the applicable initial purchase minimums

as described in the prospectuses However in the case where the entity maintaining these accounts aggregates the accounts purchase

orders for Fund shares such accounts are not required to meet the minimum amount for subsequent purchases

For description ofhow shareholder may have Fund redeem liisher shares or how he/she may sell shares see About Your

Account Selling Shares in the Funds prospectuses

ADDITIONAL EXEMPTIONS FROM SALES CHARGE FOR CLASS SHAREHOLDERS In addition to the exemptions

described in the Funds prospectuses the following shareholders ofClass shares of Fund who were Class shareholders on

February 19 2002 and remain invested in that particular Fund and class are exempt from the sales charge for subsequent purchases in that

sainc Fund and class

The Hartford Wellington Management or their affiliates and the following persons associated with such companies if all account

owners fit this description officers end directors employees or sales representatives including agencies and their

employees spouses/domestic partners of any such persons or any of such persons children grandchildren parents

grandparents or siblings or spouses/domestic partners of any ofthese persons All such persons may continue to add to their

account even after their company relaticnships have ended
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Fund directors officers or their spouses/domestic partners or such persons children grandchildren parents or grandparents

or spouses/domestic partners ofany such persons if all account owners fit this descnption

Representatives or employees or their spouses ofWoodbury Financial Services Inc Woodbury Financial formerly Fortis

Investors Inc including agencies or of other broker-dealers having sales agreement with Woodbury Financial or such

persons children grandchildren parents or grandparentsor spouses of any such persons if all account owners fit this

description

Selling broker-dealers and their employees and sales representatives

Financial representatives utilizing
fund shares in fee-based investment products wider signed agreement with the Funds

Pension profit-sharing and other retirement plans of directors officers employees representatives and other relatives and

affiliates as set forth in the preceding paragraphs of the Funds Fortis Inc and broker-dealers and certain affihated companies

having sales agreement with Fortis Investors Inc and purchases with the proceeds from such plans upon the retirement or

employment termination of such persons

Participants in certain retirement plans not administered by Hartford Life Insurance Company or an affiliate with at least 100

eligible employees or ifthe total amount invested is $500000 or more 1% CDSC applies ifredeemed withm 18 months

Registered investment companies

Purchases by employees and their families as defined below under the Rights of Accumulation section of banks and other

financial institutions that provide referral and administrative services related to order placement and payment to facilitate

transactions in ahercs of thc Fund for thcir clicnts pursuant to salcs or scrvicing agrccnicnt with Woodbuiy Financial providcd

however that osly those employees of such banks and other firms who as part of their usual duties provide such services

related to such transactions in Fund shares shall qualify

Commercial baaks offering self directed 401k programs containing both pooled and individnal mvestment options may

purchase Fund shares for such programs at reduced sales charge of 2.5% on sales of less than $500000 For sales of $500000

or more normal sales charges apply

Registered investment advisers trust companies and bank trust departments exercising discretionary mvestment authority or

using money management/mutual fand wrap program with respect to the money to be invested in the Fund provided that the

investment adviser trust company or trust department provides HIFSCO with evidence of such authority or the existence of such

wrap program with respect to the money invested

Accounts that were in existence and entitled to purchase shares of the applicable Carnegie Series without sales charge at the

time of the effectiveness of the acquisition of its assets by Foitis Asset Allocation Portfolio Fortis Value Fund Forth Growth

Income Fund Fortis Capital Fund Fortis Growth Fund and Fortis Capital Appreciation Fund

One or more members of group and their families as defined below under the Rights of Accumulation section of at least

100 persons engaged or previously engaged in common business profession civic or charitable endeavor or other activity

1% CDSC applies if redeemed within 18 months

RIGHTS OF ACCUMULATION Each Fund offers to all qualifying investors nights
of accumulation undcr winch investors are

permitted to purchase Class and Class shares of any Fund of The Hartford Mutual Funds Inc The Hartford Mutual Funds II Inc and

SMART529 Accounts at the price applicable to the total ofa the dollar amount then being purchased plus an amount equal to the

then current net asset value of the purchasers holdings of all shares of any Funds of The Hartford Mutual Funds Inc The Hartford

Mutual Funds II Inc and SMART529 Accounts For purposes of the rights of accumulation program the purchaser may mclude all

shares owned by family members For Class shares the definition of family member vanes depending upon when the purchaser opened

the account For accounts opened on or after August 16 2004 family member is the owners spouse or legal equivalent recognized

under state law and any cluldren under 21 For accounts opened before August 162004 for Class shares and for all Class shares

family member is an owners spouse or legal equivalent recognized under state law parent grandparent child grandchild brother

sister step-family members and in-laws As of August 16 2004 account values invested in fixed annuity variable annuity and variable

life insurance products will no longer be considered towards the accumulation pnvilege for Class and Class shares Participants in

retirement plans receive breakpoints at the plan level Acceptance of the purchase order is subject to confirmation of qualification The

rights
ofaccmnulation may be amended or terminated at any tune as to subsequent purchases HASCO The Hartford Mutual Funds Inc

and The Hartford Mutual Funds II Inc.s transfer agent must be notified by you or your broker each time qualifying purchase is made

LETTER OF INTENT Any person may qualify for reduced sales charge on purchases of Class and Class shares made withm

thirteen-month period pursuant to Letter of Intent LOl Class and Class shares acquired through the reinvestment of

distributions do not constitute purchases for purposes of the LOl Class and Class shareholder may include as an accumulation

credit towards the completion of such LOI the value of all shares of all Funds of The Hartford Mutual Funds Inc The Hartford Mutual

Funds TI Inc and SMART S29 Accounts owned by the shareholder as described ahove under Rights of
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Accumulation Such value is determined based on the public offenng pnce on the date of the LOl Dunng the term of LIII HASCO

will hold shares in escrow to secure payment of the higher sales charge applicable for shares actually purchased if the indicated amount on

the LOI is not purchased Dividends and
capital gains will be paid on all escrowed shares and these shares will be released when the

amount indicated on the LOl has been purchased LOl does not obligate the investor to buy or the Fund to sell the indicated amount of

the LOl If Class or Class shareholder exceeds the specified amount of the LOl and reaches an amount which would qualify for

further quantity discount retroactive price adjustment will be made at the time of the expiration of the LOl The resulting
difference in

offering price
will purchase additional Class or Class shares for the shareholders account atthe applicable offering pnce If the

specified amount of the LOl is not purchased the shareholder shall remit to HASCO an amount equal to the difference between the sales

charge paid and the sales charge that would have been paid had the aggregate purchases been made at single time If the Class or

Class shareholder does not within twenty days after written request by HAS CO pay such difference in sales charge HAS CO will redeem

an appropriate number of escrowed shares in order to realize such difference Purchases based on LOl may include holdings as

described above under Rights of Accumulation Additional information about the terms of the LOl is available from your registered

representative or from HASCO at -885-841-7824 HASCO must he notified by you or your broker each time qiialitjring purchase is

made

SYSTEMATIC WITHDRAWAL PLAN The Systematic Withdrawal Plan SWP is designed to provide convenient method

of receiving fixed payments at regular intervals only from Class shares and Money Market Fund shares not subject to CDSC except

as noted below under Deferred Sales Charge of Fund deposited by the applicant under this SWP The applicant must deposit or

purchase for deposit shares ofthe Fund hnving total value of not less than $5000 Periodic checks of $50 per Fund or more will be sent

to the applicant or any person designuted by him monthly or quarterly

Any income dividends or capital gains distributions on shares under the SWP will be credited to the SWP account on the payunrnt

date in full and fractional shares at the net asset value per share in effect on the record date

SWP paymesita aie made from the proceeds of the redemiiptiou of shares deposited iii SWP account Redemptions are potentially

taxable biuisaclioirs to shareholders To the extent that such redeiuptioirs
for periodic withdrawals exceed dividend income reinvested in

the SWP account such redemptions will reduce and may ultimately exhaust the number of shares deposited in the SWP account In

addition the amounts received by shareholder cannot be considered as an actual yield or income on his or her investment because part of

such payments may be return of his or her capital

Ihe SW may be terminated at any time by written notice to the Fund or from the Fund to the shareholder upon receipt by

the Fund of appropriate evidence of the shareholders death or when all shares under the SWP have been redeemed Each Fund pays

the fees associated with msintaimng the SWPs

SPECIAL REDEMPTIONS Although it would not normally do so each Fund has the right to pay the redemption price of

shares of the Fund in whole or in part in portfolio
securities as prescnbed by the applicable Companys directors When the shareholder

sells portfolio
securities received in this fashion hshe would incur brokerage charge Any such securities would be valued for the

purposes of making such payment at the same value as used in detennining net asset value The Funds have elected to be governed by

Rule 181-1 under the 1940 Act pursuant to which each Fund is obligated to redeem shares solely in cash up to the lesser of $250000 or

1% of the net asset value of the applicable Fund during any 90-day period for any one account

EXCHANGES In general shareholders may exchange one class of shares of Fund forshares of the same class of any other

Hartford Mutual Fund if such share class is available Under certain circumstances Class shares of Fund may be exchanged for

Class abaTes ofthe same Fund ifyouheoome eligible
to pnrchsse Class shares Similsrly Wynn hold Class shares of Fund and

ssrhaequently open proprietary fee-lzssed or wrap account with finsnoisl intermediary that has an sgreenient with FTtFSCO you may

exchange your Class shares for Class shares of the same Fund provided that the Class shares are no longer subject to CDSC and

the conditions for investing in Class shares described in the applicable Fund prospectus are satisfied All exchanges are made at net asset

value

HI FE CO reserves the right at any time in its sole discretion to modify the exchange pnvilege in certain circumstances All

cxchangcs arc subject to meeting invcstuacnt minimum or cligibility requirements Please consult your financial advraor to discuss tax

implications if any on an exchange

DEFERRED SALES CHARGE ON CLASS CLASS CLASS AND CLASS Iiivestments in Class and Class

shares are purchased at net asset value per slime without the imposition of an irutial sales charge so that the full amount of the puichase

payment is invested in die Fund

Class shares that were purchased without front-end sales charge and are redeemed within eighteen months of purchase Class

shares that are redeemed within six years of purchase and Class shares that are redeemed withm one year ofpurchase are subject to

CDSC at the rates set forth in the prospeetuses as percentage of the dollar amount subject to the CDSC The charge is assessed on an

amount equal to the lesser cf the current market value or the original purchase cost of the Class Class or Class shares being

redeemed No CDSC is imposed on increases in account value above the imtial purchase pnces including all shares derived from

reinvestment of dividends or capital gains distributions

The amount of the CDSC if any varies depending on how long the shares were held befcre redempuon of such shares Solely for

purposes of detenniniag the holding period for purchases of Class and Class shares during month all payments
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during month will be aggregated and deemed to have been made on the first day of the month lhe CDSC will be calculated in manner

that results in the lowest applicable rate being charged To determine whether CDSC applies Fund redeems shares in the following

order shares representing an increase over the original purchase cost shares acquired through reinvestment of dividends and

capital gains distributions Class shares held for over years or Class shares held over year and Class shares held the

longest during the six-year period

When requesting redemption the specified dollar amount will be redeemed from your account plus any applicable CDSC If you

do not want any additional amount withdrawn from your account please indicate that the applicable CDSC should be withdrawn from the

total distribution amount requested

Proceeds from the CDSC are paid to the distributor and are used in whole or in part by the distributor to defray its expenses related

to providing distribution-related services to the Funds in coanection with the sale of the Class Class and Class shares such as the

payment of compensation to select selling brokers for selling these classes of shares The combination of the CDSC and the distribution

and service fees fhcilitates the ability of the applicable Fund to sell the Class and Class shares without sales charge being deducted

snd to sell Class shares with 3.00% 4.50% or 5.50% maximum sales charge as applicable at the time of purchase

The CDSC will he waived on redemptions of Class and Class shares and of Class and Class shares that are subject to the

CDSC in the following cases

to make SWP payments that are limited annually to no more than 12% of the value of the account at the time the plan is initiated

because of shareholder death or disability
in the case of transfer or rollover to Hartford company only

under reorganization liquidation merger or acquisition transactions involving other investment companies and

for retirement plans under the following circumstances

to return excess contributions

hardship withdrawals as defined in the plans

under Qualified Domestic Relations Order as defined in the Code

to meet minimum distribution requirements under the Code

to make substantially equal payments as described in Section 72t of the Code

after separation from service for employcr sponsored retirement plans and

for Class shsres the CDSC may be waived for withdrawals made pursuant to loans as defined by the plans

administrator at the tiiue of withdrawal taken from qualified retiremesit plans such as 401k plans profit-sliaruig
and

nioney purchase pension plans and defined benefit plans exoludiag individual retnenieni accounts suds as Traditional

Roth SEP or SIMPLE

SUSPENSION OF REDEMPTIONS Fund may not suspend shareholders fight of redemption or postpone payment for

redemption for more than seven days unless permitted by law the New York Stock Exchange NYSE is closed foi other than customary

weekends or holidays or trading on the NYSE is restricted or for any penod dunng which an emergency
exists as result of wluch

disposal by Fund of securities owned by it is not reasonably practicable or .2 itis not reasonably practicable for Fund to fairly

determine the value of its assets or for such other periods as the SEC may permit for the protection of investors

ACCOUNT CLOSINGS

There may be instances in which it is appropriate for your account to be closed Your account could be closed if your identity

cannot be verified or you fail to provide valid SSN or TIN iithe registered address of your account is outside of the United States or in

U.S jurisdiction
in which the Fund shares are not registered iii transactions your account raise suspicions of money laundering

fraud or other illegal conduct iv shares purchased are not paid for when due your account does not meet the qualifications for

owaership for the particular class of shares held in your account vi maintenance of your account jeopardizes the tax status or

qualifications
of the Funds vii your account balance falls to $1000 or less and you fail to bring the account above the $1000 within

thirty 30 days of notification viii there is change in your broker of record for example yourbroker is no longer able to sell Fund

shares or ix closing the account is determined to be in the best interests of the Fund

DETERMINATION OF NET ASSET VALUE

The net asset value per share NAy is determined for each Fund and each dass as of the close of regular trading on the New York

Stock Exchange the Exchange typically 400 p.m Eastern Time the Valuation Time on each business day that the Exchange is

open The assets of each fluid of funds consist primarily of shares of the Underlying Funds which are valued at their respective net asset

values on the valuation date The Funds are closed for business end do not pnce their shares on the following business holidays New

Years Dey Martin Luther King Day Prcsidcnts Day Good Fnday Memorial Day Independence Dsy Labor
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Day thanksgiving Day Christmas Day and other holidays observed by the Exchange lIre net asset value for each class of shares is

determined by dividing the value of that Funds net assets attributable to class of shares by the number of shares outstanding for that

class

Except for the Money Market Fund the Funds references to Funds in this section may relate if applicable to certain

Underlying Funds in the case of flmd of finds generally use market pnces in valuing portfolio
securities Ifmarket

prices
are not

readily
available or are deemed unreliable Fund will use the thir value of the secunty as determined good faith under policies

and

procedures established by and under the supervision of that Funds Board of Directors Market prices may be deemed unreliable for

example if security is thinly traded or if an event has occurred after the close of the securitys primary markets but before the close of

the Exchange that is expected to affect the value ofthe portfolio security The circumstances in which Fund may use fair value pricing

include among others ii the occurrence of events that are significant
to particular issuer such as mergers restructuring or defaults

ii the occurrence of events that are significant
to an entire market such as natural disasters in particular region or governmental actions

iiitrading restrictions on seoirities iv for thinly frxled secnrities and market events such as trading halts and early
market closings

In addition with respect to the valuation of equities primarily traded on foreign markets each Fund uses fair value pricing service

approved by that Funds Board of Directors which employs quantitative models that evaluate changes in the value of the foreign market

proxies for example futures contracts ADRs exchange traded funds after the dose of the foreign exchanges but before the Valuation

Time Securities that are primarily traded on foreign markets may trade on days that are not business days of the Funds The value of the

foreign securities in which Fund invests may change on days when shareholder will not be able to purchase or redeem shares of the

Fund Fair value pricing is subjective in narure and the use of fair value pricing by the Funds may cause the NM of their respective

shares to differ significantly
from the NAV that would have been calculated using market prices at the close of the exchange on which

portfolio security is primarily tnidcd but boforc thc Valuetion Timc Therc can bc no assurancc that any Fund could obtain tho fair valuc

assigned to security if the Fund were to sell the security at approximately the time at which that Fund determines its NAV

Debt securities other than sliort-terus obligations aim senior floating rate interests are valued using bid
prices or using valuatrosis

based on matrix systerri which considers factors such as security prices yield in aturity mid ratings as provided by independent pricing

services Senior floating rate interests generally Linde in over-Llie-couiilei 1OTC snarkels and rue priced tluough an independent pricing

service utilizing independent market quotations from loan dealers or financial institutions Secunties for which prices are not available

from an independent pricing service may be valued using market quotations obtained from one or more dealers that make markets in the

securities in accordance with procedures established by that Funds Board of Directors Generally each Fund may use fair valuation iii

regards to debt securities when Fund holds defaulted or distressed securities or securities in company in which reorganization is

pending Short term investments with maturity of more than 50 days when purchased are valued based on market quotations until the

remaining days to maturity become less than 61 days

The Money Market Funds investments and investments of other Funds that mature in 60 days or less are generally valued at

amortized cost which approximates market value Under the amortized cost method of valuation an instrument is valued at acquisition

cost adjusted by the daily accretion of discount or amortization of premium The interest payable at maturity is accrued as income on

daily basis over the remaining life of the instrimient Neither the amount of daily income nor the net asset value is affected by unrealized

appreciation or depreciation of the portfolios investments assuming the instnsments obligation is paid in fill at maturity In connection

with its use of the amortized cost method the Money Market Fund will maintain dollar-weighted average portfolio maturity of 60

days or less and iimaintain dollar weighted average hfe to maturity of 120 days or less

The amortized cost method of valuation pennits the Money Market Fund to maintain stable $1.00 net asset value per share The

Board of Directors of The Hartford Mutual Funds Inc periodically reviews the extent of any deviation from the 1.00 per share value that

would occur if method of valuation hased on market prices and estimates were used In the event such deviahon could result in

material diluiticm or other unfair results the Board of Directors will promptly consider any action that reasonably should he initiated to

eliminate or reduce material dilution or other unfair results to shareholders Such action may include selling portfolio
secuntres pnor to

maturity not declaring earned income dividends valuing portfolio securities on the basis of current market prices if available or if not

available at fair market value as determined in good faith by the Board of Directors considered highly ualikely by management of the

Company redemption of shares in kind i.e portfolio securities and an irrevocable detenninirtion to liquidate
the Fund and to suspend

redemptions of shares rfthe Fund In periods of declining interest rates the indicated daily yield on shares of ths portfolio computed

using amortized cost may tend to be highcr than similar computation madc using method of valuation bascd upon markct priccs and

estimates Ira periods ofrising interest rates the indicated daily yield on shares of the portfolio computed using amortized cost may tend to

be lower than similarcomputation madr using method of valuation based upon market prices and estimates

Exchange-traded eqaily securities shall be valued at the lasi reported sale price on the exchange on which the security is primarily

traded Use Pniniary Market at the ValuaLion Thne If the security did not trade on the Pnrsiary Markel it niay be valued at lie

Valuation Time at the last reported sale price on another exchange where it trades The value of an equity security not traded on any

exchange but traded on the Nasdaq Stock Market Inc System Nasdaq or another OTC market shall be valued at the last reported sale

price or official closing price on the exchange or market on which the secunty is traded as of the Valuation Tune For secunties traded on

the Nasdaq the Funds utilize the Nasdaq Official Closing Price which compares the last trade to the bid/ask range of security If the last

trade falls within the bid/ask range then that price will be the closing price If the last trade is outside the bid/ask range and falls above

the ask the ask will be the closing price If the last price is below the bid the bid will
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be the closing price If it is not possible to determine the last reported sale price or official closing price on the relevant exchange or

market at the Valuation Time the value of the security shall be taken to be the most recent mean between bid and asked prices on such

exchange or market at the Valuation Time

Securities of foreign issuers and non-dollar securities are translated from the local currency into U.S dollars using prevailing

exchange rates

Exchange traded options contracts on securities currencies indices futures contracts commodities and other instruments shall be

valued at their last reported sales price at the Valuation Time on the Primary Market on which the instrument is traded If the instrument

did not trade on the Primary Market it may be valued at the last reported sales price at the Valuation Time on another exchange or market

where it did trade If it is not possible to determine the last reported sale price on the Primary Market or another exchange or market at the

Valuation Time the value of the instrument shall be taken to be the mean between the most recent bid and asked prices on such exchange

or market at the Valuation Time Absent both hid and asked prices on such exchange the hid price may he used To the casa of OTC

options that do not uade on an exchange values may be supplied by pricing service using formula or other oective method that may
take into consideration the style direction expiration strike price notional and volatility or other special adjustments

Futeres contracts are valued at the moat recent settlement price reported by an exchange on which over time they are traded most

extensively If settlement price is not available the futures contracts will be valued at the moat recent trade price as of the Valuation

Time If there were no trades the contract shall be valued at the mean of the closing bid/ask prices as of the Valuation Time

forward currency contract shall be valuod bescd on the price of the undcrlying currency at thc prcveiling interpolated exchange

rate which is combination of the foreign currency exchange rate and the forward currency rate Foreign cunency exchange rates and

forward currency rates are obtained from an independent pricing service on the valuation date

Swaps shall be valued using custom interface frons an independent pricing service If swap cannot be valued through

independesttpiicisig service Bloomberg will be aaed to calculate valie based
uposi inputs foist the tennis of the deal Swaps for which

prices are not available from an independent pricing service are valued in accordance with procedures established by the Funds Board of

Directors

Other derivative or contractual type instruments shall be valued using market prices if such insirurnents trade on an exchange or

market If such instruments do not trade on an exchange or market such instruments shall be valued at pnce at which the counterparty to

such contract would repurchase the instrument In the event that the counterparty cannot provide pnce such valuation may be

determined in accordance with procedures established by the Funds Board of Directors

Investments in open-end mutual funds are valued at the respective NAV of each open-end mutual fiend on the valuation date

Financial instruments for which prices are not available from an independent pricing service but where an active market exists are

valued using market qnotations obtained from one or more dealers that make markets in securities ia accordance with procedures

established by the Funds Board of Directors

Funds maximum offering price per Class and Class shares is determined by adding the maximum sales charge to the net

asset value per share Class Class Class R3 Class R4 Class R5 Class and the Class shares of Money Market Fund are offered

at net asset value without the imposition of an initial sales charge

CAPITALIZATION AND VOTING RIGHTS

The Hartford Mutual Funds Inc was incorporated in Maryland on March 21 1996 The authorized capital stock of the Company

consists of 19.8 billion shares of common stock par value 50.001 per share Common Stock The shares of Common Stock are divided

into 47 series

Thc Hartford Mutual Funds II Inc was incorporated in Maryland on March 23 2001 The series of the Hartford Mutual Funds

II Inc the Hartford II Funds became investment portfolios of the Company pursuant to reorganization effected November 30 2001

Prior to the reorganization the Ilartford II Funds were organized as Minnesota corporations or portfolios of Minnesota corporations The

authorized capital stock of the Company consists of 162.5 billion shares of common stock par value 50.0001 per share Common
Stock The shares of Cosusuost Stock are divided into series

The Board of Directors of each Company may reclassil3r authorized shares to increase or decrease the allocatiou of shares among

the series described above or to add any new series to the applicable Company Each Companys Board of Directors is also authorized

from time to time and without further shareholder approval to authorize additional shares and to classi1 and reclassif existing and new

series into one or more classes

Accordingly the Directors of each Company have authorized the issuance of the following classes of stock for ench Fund

Class thares Each Fund except 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
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Class Stares Each Fund except Emerging Markets Local Debt Fund Emerging Markets Research Fund Global All-Asset Fund

Global Real Asset Fund International Value Fund World Bond Fund Target Retirement 2010 Fund Target Retirement 2015 Fund

Target Retirement 2020 Fund Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target

Retirement 2040 Fund Target Retirement 2045 Fund and Target Retirement 2050 Fund

Class Shares Each Fund except Target Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020 Fund

Target Retirement 2025 Fund Target Retirement 2030 Fund Target Retirement 2035 Fund Target Retirement 2040 Fund Target

Retirement 2045 Fund and Target Retirement 2050 Fund

ClassY Stares Each Fund except Equity Growth Allocation Fund Balanced Allocation Fund Conservative Allocation Fund

Growth Allocation Fund Checks and Balances Fund Municipal Opportunities Fund 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

Class Stares Emerging Markets Local Debt Fund Emerging Markets Research Fund Equity Growth Allocation Fund Balanced

Allocation Fund Conservative Allocation Fund Growth Allocation Fund Balanced Income Fund Capital Appreciation Fund Capital

Appreciation II Fund Checks and Balances Fund Diversified International Fund Dividend and Growth Fund Equity Income Fund

floating Rate Fund Fundamental Growth Fund Global All-Asset Fund Global Enhanced Dividend Fund Global Health Fund Global

Real Asset Fund Global Research Fund Growth Fund Growth Opportunities Fund High Yield Fund Municipal Opportunities

Fund Inflation Plus Fund International Growth Fund International Opportunities Fund lntenrntional Small Company Fund International

Value Fund MidCup Value Fund Short Dunition Fund Small Company Fund SmallCep Growth Fund Strategic Income Fund

Municipal Rcal Rcturn Fund Total Rcturn Bond Fund Value Fund Valuo Opportunitica Fund and World Bond Fund

Class R3 Class R4 and Class Stares Emerging Markets Local Debt Fund Emerging Markets Research Fund Equity Growth

Allocation Fund Balanced Allocation Fund Conservative Allocation Fund Growth Allocation Fund Advisers Fuird Balanced laconic

Fund Capital Appreciation Fund Capital Appreciation II Fund Checks and Balances Fund Disciplined Equity Fund Divessifled

International Fund Dividend and Growth Fund Equity Income Fund Floabng Rate Fund Fundasnesrtal Grow Lit Fund Global All-Asset

Fund Global Enhanoed Dividend Rind Global Growth Fund Global Health Fund Global Real Asset Fund Global Research Fund High

Yield Fund Inflation Plus Fund International Growth Fund International Opportunities Fund International Small Company

Fund International Value Fund MidCap Fund MidCap Value Fund Money Market Fund Small Company Fund Total Return Bond

Fund Value Fund World Bond Fund Target Retirement 2010 Fund Target Retirement 2015 Fund Target Retirement 2020 Fund Target

Retirement 2025 Fund larget Retirement 2030 Fund Target Retirement 2035 Fund larget Retirement 2040 Fund larget Retirement

2045 Fund and Target Retirement 2050 Fund Growth Fund Growth Opportunities Fund SmailCap Growth Fund and Value

Opportunities Fund

Class Stares Inflation Plus Fund Growth Fund Growth Opportunities Fund SmailCap Growth Fund Tax Free National Fund

and Value Opportunities Fund

Each issued and outstanding share is entitled to participate equally in dividends and distributions declared by the respective Fund

and upon liquidation or dissolution in the net assets of such Fund remaining after satisfaction of outstanding liabilities The shares of

each series and each class within each series are when issued fully paid and non-assessable Such shares have no preemptive or for

Class Class Class Class Class P3 Class R4 Class Its and Class conversion rights and are freely transferable

As investment companies incorporated in Maryland the Companies are not required to hold routine annual shareholder meetings

Meetings of shareholders will he called whenever one or more of the following among other matters is required to he acted npon by

shareholders pursuant to the 1940 ct election of directors approval of an investment management agreement or sub-advisosy

agreement or ratification of the selection of the Funds independent registered public accounting firm

Shares of common stock have equal voting rights regardless of the net asset value per share Shares do not have cumulative

voting rights Accordingly the holders ofmore than 50% of the shares of each Company voting for the election of directors can elect all of

the directors if they choose to do so and in such an event the holders of the remaining shares would not be able to elect any directors

Although directors arc not clcctcd annually sharcholdcrs have thc right to removc onc or more directors When rcquired bylaw if the

holders of 25% or more of either Companys outstanding shares request it in writing meeting of that particular Companys shareholders

will be held to approve or disapprove the removal of director or directors

Matters in which the interests of all the Funds of Comparry are substarstially
identical such as the electiosr ofdirectors or tire

nrtifrcatiorr of tire selection of the indepeudesrt registered public accounting firm are voted on by all shareholders of the Company wilirout

regard to the separate Funds Matters that affect all or several Funds but where the interests of the Funds are not substantially identical

such as approval of an investment management agreement are voted on separately by the shareholders of each Fund for their Fund

Matters that affect only one Fund such as change in its flmdamental policies are voted on separately for the Fund by the shareholders of

that Fund Likewise matters that affect only one class of shares of Fund such as approval of plan of distribution are voted on

separately for that class by the holders of shares of that class
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TAXES

FEDERAL TAX STATUS OF THE FUNDS

The following discussion of the federal tax status of the Funds is general and abbreviated summary based on tax laws and

regulations in effect on the date of this SAl Tax law is subiect to change by legislative administrative or judicial action

Each Fund is treated as separate taxpayer for federal income tax purposes The Companies intend for each Fund to elect to be

treated as regulated investment company under Subchapter of Chapter of the Internal Revenue Code of 1986 as amended the

Code and to qualifr as regulated investment company each year If Fund conunues to quaht as regulated investment

company and distribates to its shareholders at least 90% of its investment company taxable income including for this purpose its net

ordinary investment income and net realized short-term capital gains and 90% of its tax-exempt interest income reduced by certain

expenses the 90% distribution requirement which the Companies interd each Fund to do then under The provisions of Subchapter

the Fund should have little or no income taxable to it under the Code In particular Fund generally is not subject to federal income

tax on the portion of its investment compony taxable income and net capital gain i.e net long-term capital gain in excess of short-term

capital loss it distributes to shareholders or treats as having been distributed to shareholders

Each Fund must meet several requirements to maintain its status as regulated investment company These requirements include

the following nt least 90% of the Funds gross income for each taxable year must be derived from dividends interest payments with

respect to loaned securities gains from the sale or dispoaition of securities including gains from related investments in foreign

cundncics or other income including gains from options futures or forward contracts derived with respect to its busincss of investing in

such securities or currencies as well as net income from interests in certain publicly traded partnerships and at the close of esch

quarter of the Funds taxable year at least 50% of the value of the Funds total assets must consist of cash cash items securities of

other regulated investment companies U.S.Ovversuueiit securities and oilier securities which with inspect to any one issaer do not

represent more than 5% of all of die Funds assets or iaore than 10% of die outstanding voting securities of such issuei and the Fund

niusi nol invest snore than 25% of its total assets in the se.cnities of any one isseei other than U.S Oovenuiient secuuilies lie secunties

of ether regulated investment companies or of any two or more issuers that are controlled by the Fund and that are engaged in the same

or similar trades or businesses or related trades or businesses or of one or more qualified publicly traded partnerships

Each Fund generally will endeavor to distribute or treat as deemed distributed to its shareholders all of its mvestment company

taxable income and its net capital gain if any for each taxable year so that it will not incur federal income or excise taxes on its earnmgs

In addition in order to avoid 4% nondeductible federal excise tax on certain of its undistributed income each Fund generally

must distribute in timely manner the sum ofl 98% of its ordinary income for each calendar year 298.2% of its capital gain net

income for the one-year period ending October 31 in that calendar year and any income not distributed in pnor years the excise tax

avoidance requirements

If for any taxable year Fund fails to qualifr as regulated investment company or fails to sath1 the 90% distribution

requirement then all of its taxable income becomes subject to federal and possibly state and local income tax at regular corporate rates

without any deduction for distributions to its shareholders and distributions to its shareholders constitute dividend income with such

dividend income including dividends derived from interest on tax-exempt obligations to the extent of such Funds available eantings and

profits

With respect to tim Funds other than the finds of thuds investment income received from sources within foreign conntries or

capital gains earned by Fund from investing in securities of foreign issilen may be subject to foreign income taxes withheld at the

source In this regard withholding tax rates in countries with which the United States does not have tax treaty are often as high as 35%

or more The United States has entered into tax treaties with many foreign countries that may antitle the Funds to reduced rate of tax or

exemption from tax on this related income and gains The effective rate of foreign tax cannot be determined at this time since the amount

of these Funds assets to be invested within various countries is not now known The Companies intend that the Funds will seek to operate

so as to quali for treaty-reduced rates of tax when applicable

In addition if Fund qualifies as regulated investment company under the Code and ifmore than 50% of the Funds total assets

at the close of the taxable year consists of securities of foreign corporations the Fund may elect for U.S federal income tax purposes to

treat foreign income taxes paid by the Fund including certain withholding taxes that can be treated as income taxes under U.S income

tax principles as paid by its shareholders Each Fund with Olobal and Inteniatioisal in its name auiLicipales dial it may qualify
for arid

snake this election in most bui not necessarily all of its taxable years If Fund snakes such an election an anloais eqaal to the foicign

income taxes paid by the Fund would be included in the income of its shareholders and the shareholders often are entitled to credit their

portions of this amount against their U.S tax liabilities if any orto deduct those portions from their U.S taxable income if any Shortly

after any year for which it makes such an election Fund will report to its shareholders in writing the amount par share of foreign tax

that must be included in each shareholders gross income and the amount that will be available as deduction or credit Shareholders must

itemize their deductions in order to deduct foreign taxes Certain limitations may apply that could limit the extent to which the credit or

the deduction for foreign taxes may be claimed by shareholder
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With respect to the Funds other than the binds of funds Funds transactions in options contracts and futures contracts are subject

to special provisions of the Code that among other things may afFect the character of gains and losses realized by the Fund that is may
affect whether gains or losses are ordinary or capital accelerate recognition of income to the Fund and defer losses of the Fund These

niles could affect the character amount and timing of distributions to shareholders ofthe Fund could require the Fund to mark to

market certain types of the positious in its portfolio that is treat them as if they were closed out and may cause the Fund to

recognize income without receiving cash with which to make distributions in amounts necessary to sahs the 90% distribution

requirement and the excise lax avoidance requirements described above The Companies seek to monitor transactions of each Fund seek

to make the appropriate tax elections on behalf of the Fund and seek to make the appropnate entries in the Funds books and records when

the Fund acquires any option futures contract or hedged investment to mitigate the effect of these mles

With respect to the funds of funds income received by an Underlying Fund from sources within foreign country may be subject

to withholding and other taxes imposed by that country If more than 50% of the value of an Underlying Funds total assets at the dose of

its taxable year consists of stock or securities of foreign corporations the llnderlving Fund will he
eligible

and may electto pass
through to its shareholders including bind of funds the amount of such foreign income and eimilar taxes paid by the Underlying Fund

Pursuantto this election the fund of binds would be required to include in gross income in addition to taxable dividends actually

received its pro rate share of foreign income and similar taxes and to deduct such amount in competiag its taxable income or to use it as

foreign tax credit against its U.S federal income taxes subject to limitations For tax years beginning on or before December 22 2010

bind of binds would not however be eligible to elect to pass-through to its shareholders the ability to claim deduction or credit with

respect to foreign income and similar taxes paid by the Underlying Fund For tax years beginning after December 22 2010 fund of

Linda would be eligible to pass-through to its shareholders the ability to claim deduction or credit with respect to foreign income and

similartaxcs paid by an Underlying Fund provided that the fund of funds has at least 50% of its total interests invested in other rcgulated

investment companies at the end of each quarter of the tax year

As of October 31 2010 the following Funds have capital loss carsyforwards as indicated below Each such Fund
capital

loss

carryover is available to offuet that Funds future realized capital gains to the extent provided in the Code and regulations thereunder For

net capital losses arising iii taxable years begimiiisg afler December 22 2010 ad capital losses generally will be carried forward

indefinitely Capital losses from prior years will still expire subjectto an eight-year limitationperiod Generally net capital losses arising

in years beginning prior to December 22 2010 will be used after net capital losses arising in years beginning after December 22 2010 so

that the Funds may have more losses from the earlier periods expire unused

FUND

Advisers Fund

Advisers Fund

Balanced income Fund

Capital Appreciation Fund

Capital Appreciation II Fund

Checks and Balances Fund

Checks and Balances Fund

Corporate Opportunities Fund

Corporate Opportunities Fund

Disciplined Equity Fund

Disciplined Equity Fund

Disciplined Equity Fund

Diversified Internatioaal Fund

Diversified International Fund

Dividend and Growth Fund

Dividend and Growth Vend

Dividend and Growth Fund

Equity Income Fund

floating Rate Fund

floating Rate Fund

floating Rate Fund

Fundamental Growth Fund

Global Enhanced Dividend Fund

Global Enhanced Dividend Fund

Global Enhanced Dividend Fund

Global Growth Fund

Global Growth Fund

Global Health Fiord

Global Research Fund

Global Research Fund

Global Research Fund

Global Research Fund

Growth Fund
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AMOUNT IN TEIOUSAItDS

58332

202017

5497

3033398

242509

1355

1007

7768

27558

5570

23225

33196

745

3384

95054

.5 19011

366391

92463

4169

270204

272061

8452

448

2897

99

20910

119711

114092

7379

7450

3887

2733

131059

YEAR OF EXPIRAflON

2016

2017

2017

2017

2017

2017

2018

2016

2017

2011

2016

2017

2016

2017

2015

2016

2017

2017

2015

2016

2017

2017

2016

2017

2018

2016

2017

2017

2015

2016

2017

2018

2017
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Growth Opportunities Fund 68132 2016

Growth Opportunities Fund 629843 2017

High Yield Fund 18008 2011

High Yield Fund 3595 2014

High Yield Fund 21761 2016

HighYieldFund
18103 2017

InflationPius Fund
883 2012

InilationPius Fund 6198 2013

InflationPius Fund
879 2014

Inflation Plus Fund 4.586 2016

InflationPlus Fund 3192 2017

International Growth Fund 177370 2016

International Growth Fund 110545 2017

International Opportunities Fund
324 2016

International Opportunities Fund 59839 2017

International Small Company Fund 19340 2016

International Small Company Fund 46804 2017

MidCap Fund
17l764 2017

MidCap Value Fund 23853 2016

MidCap Value Fund 42949 2017

Municipal Opportunities Fund
284 2015

Municipal Opportunities Fund 12922 2016

Municipal Opportunities Fund 15644 2017

Municipal Opportunities Fund 012 2018

Municipal Real Return Fund
2013

Municipal Real Return Fund
433 2014

Municipal Real Return Fund 2885 2015

Municipal Real Return Fund 23184 2016

Municipal Real Return Fund 16621 2017

Municipal Real Return Fund 6088 2018

Short Duration Fund
221 2011

Short Duration Fund
295 2012

Short Duration Fund
977 2013

Short Duration Fund
731 2014

Short Duration Fund 162 2015

Short Duration Fund
751 2016

Short Duration Fund 1988 2017

Short Duration Fund
344 2018

SmallCompanyFund
113193 2017

SmallCap Growth Fund 20125 2016

SmallCap Growth Fund 59053 2017

SmallMid Cap Equity Fund 6054 2016

SmalliMid Cap Equity Fund 27997 2017

Strategic Income Fund 19204 2017

Total Return Bond Fund
339 2016

Total Return Bond Fund 39844 2017

ValueFund
802 2016

ValueFund 16197 2017

Value Opportunities Fund 35824 2016

Value Opportunities Fund 35127 2017

Balanccd Allocation Fund 14074 2016

Balanced Allocation Fund 56654 2017

Balanced Allocation Fund 22372 2018

Conservative Allocation Fund 059 2015

Conservative Allocation Fund 7466 2016

ConaervativeAlloealionFund 11433 2017

Conservative Allocation Fund 4906 2017

Equity Growth Allocation Fund 31808 2017

Equity Growth Allocation Fund 10578 2018

Growth Allocation Fund 10823 2017

Growth Allocation Fund 19625 2018

target Retirement 2010 Fund
397 2016

Target Retirement 2010 Fund 1796 2017

Target Retirement 2020 Fund 1515 2016

Target Retirement 2020 Fund 2026 2017

Target Retirement 2020 Fund
376 2018

Target Retirement 2030 Fund 378 2016

Target Retirement 2030 Fund 1251 2017

Target Retirement 2030 Fund
755 2018
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Because Emerging Markets Local Debt Fund Emerging Markets Research Fund and World Bond Fund had not commenced

operations as of the date of this SAl no information regarding capital loss carryforwards is available for each Fund

With respect to the Funds other than the fluids of funds if Fund acquires stock in certain foreign corporations that receive at least

75% of their annual gross income from passive sources such as interest dividends rents royalties or capital gain or hold at least soe/l of

theft total assets in investments producing such passive income passive foreign investment companies that Fund could be subject to

federal income tax and additional interest chaises on excess distributions received from such companies or gain from the sale of stock in

such companies even if all income or gain actually received by the Fund is timely distributed to its shareholders The Fund would not be

able to pass through to its shareholders any credit or deduction for such tax Certain elections may if available ameliorate these adverse

tax consequences but any such election requires the applicable Fund to recognize taxable income or gain without the concurrent receipt of

cash Any Fund may limit andlor manage its holdings in passive foreign investment companies to minimize its tax liability

With respect to the Funds other than the fluids of funds foreign exchange gains and losses realized by Fund in connection with

certain transactions involving non-dollar debt securities certain foreign currency futures contracts foreign currency option contracts

foreign currency forward contracts foreign currencies or payables or receivables denommated in foreign currency are subject to Code

provisions which generally treat such gains and losses as ordinary income and losses and may affect the amount timing and character of

distributions to shareholders Any such transactions that are not directly
related to Funds investment in securities possibly including

speculative currency positions or currency derivatives not used for hedging purposes could under future Treasury regulations produce

income nut among the types ofqualiing income from which the Fnnd must derive at least 90% of its annual gross income

Pay-in-kind instruments PlKs arc sccuritics that pay intcrcst in either cash or additional securities at the issuers option for

specified period PIKs like zero-coupon bonds are designed to give an issuer flexibihty in managing cash flow P1K bonds can be either

senior or subordinated debt and trade flat i.ewithout accrued interest The price of P1K bonds is expected to reflect the market value of

the widedying debt plus an amount representing accrued interest since die last payment
PIKs are usually less volatile than zero-coupon

bonds but more volatile than cash pay securities

With respect to the Funds other than the funds of funds each Fund that invests in certain PIK5 zero coupon securities or certain

deferred interest securities and in general any other securities with original issue discount or with market discount if the Fund elects to

include market discount in current income must accrue income on such investments prior to the receipt of the corresponding cash

However because each Fund must meet the 90% distribution reqinrement to quality as regulated mvestment company the Fund may

have to dispose of its portfolio investments under disadvantageous circumstances to generate cash or may have to leverage itself by

borrowing the cash to satist the applicable distribution requirements

With respect to the Funds other than the funds of funds the federal income tax rules applicable to interest rate swaps caps and

floors are unclear in certain respects and Fund may be required to account for these transactions in manner that in certain

circumstances may limit the degree to which it may utilize these transactions

SHAREHOLDER TAXATION

The following discussion of certain federal income tax issues of shareholders of the Funds is general and abbreviated summary

based on tax laws and regulations in effect on the date ofthis SAl Tax law is subject to change by legislative administrative or judicial

action The following discussion relates solely to U.S federal income tax law as applicable to U.S taxpayers e.g U.S citizens or

residents and U.S domestic corporations partnerships trusts or estates The discussion does not address special tax rules apphcable to

certain classes of investors erich as qrmaiifled
retirement accounts or trusts tax-exempt entities insurance companies banks and cther

financial institutions or to non-IJ.S ts.zpsyers Dividends capital gain distributions and ownership of orgains realized on the redemption

including an exchange of the shares of Fund may also be subject to state and local taxes This summary does not address any federal

estate tax issues that may arise from ownership of Fund shares Shareholders should consult their own tax advisers as to the federal state

and local tax consequences of ownership of shares of and receipt of distributions from the Funds in their particular circumstances

With respect to the Funds other than the finds of funds in general ns descnbed in the prospectuass disthbutions from Fund are

generally taxablc to shareholders as ordinary income qualified dividend income orlong-tcnn capital gains Distributions of Funds

investment company taxable income other than qualified dividend income are taxable as ordinary income to shareholders to the extent of

the Funds current or accumulated earrings and profits whether paid in cash or reinvested in additional shares Distributions from net

short-term capital gains are taxable to shareholder as ordinary income Distributions of Funds net capital galis properly designated by

the Fund as capital gain dividends are taxable to shareholder as long-term capital gain regardless of the shareholders hsolduig period

for his or her shares and regardless of whether paid iii cash or reinvested in additional shines To the extent that Fund deiives dividends

from domestic corporations portion of the income distributions of that Fund may be eligible for the 70% deduction for dividends

received by corporations Shareholders will be informed of the portion of dividends which so quality The dividends-received deduction

is reduced to the extent the shares held by the Fund with respect to which the dividends are received are trented as debt-financed under

federal income tax law and is eliminated if either those shares or the shares of the Fund are deemed to have been held by the Fund or the

shareholders as the case may be for less than 46 days during the 90-thy period beginning 45 days before the shares become ex-dividend

Properly reported distributions of qualified dividend income generally are taxable to individual shareholders at the same rates that apply to
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long-term capital gains if certain holding penod and other requirements are met Dividend distributions will not be eligible for the

reduced rates applicable to qualified dividend income unless among other things the shares held by the Fund with respect to which
dividends are paid and the shares of the Fund are deemed to have been held by the Fund and the shareholders respectively for more than

60 days dunng the 121-day period beginning 60 days before the shares become ex-dividend Distributions if
any in excess of earnings

and
profits usually constitute return of capital which first reduces an investors tax basis in the Funds shares and thereafter after such

basis is reduced to zero generally gives rise to capital gains Shareholders electing to receive distributions in the form of additional shares

have cost basis for federal income tax purposes in each share so received equal to the amount of cash they would have received had they
elected to receive the distribution in cash For summary of the tax rates applicable to capital gains including capital gain dividends see
the discussion below

With respect to the funds of finds in general as described in their prospectuses distributions from find of funds are generally
taxable to shareholders as ordmary income qualified dividend income or long-term capital gains Distributions of fund of finds
investment company taxabla income other than qualified dividend income ara taxable as ordinary income to shareholders to the extent of

the thud offlinds current or accumulated earnings and profits whether paid in cash or reinvested in additional shares An Underlying
Fund may realize capital gain or loss in connection with sales or other dispositions of its portfolio securities Any net capital gains may be

distributed to fund of fluids as capital gain distributions fund of funds may also derive capital gains and losses in connection with

sales of shares of the Underlying Funds Distributions of find of fluids net
capital gain properly designated by the fund of funds as

capital gain dividends are taxable to shareholder as long-term capital gain regardless of the shareholders holding period fcr his or her

shares and regardless of whither paid in cash or reinvested in additional shares To the extent that an Underlying Fund derives dividends

from domestic corporations portion of the income distributions of fund of funds which invests in that Underlying Fund may be eligible

for thc 70% deduction for dividcnda reocivcd by corporations Sharcholdors will bc infonned of thc portion of dividcnds which so

qualifr The dividends-received deduction is reduced to the extent the shares held by the Underlying Fund with respect to which the

dividends are received are treated as debt-financed under federal income tax law and is eliminated if either those shares or the shares of the

Underlying Fund or the fluid of funds are deesu ed to have been held by die Underlying Fund die fluid of funds or the shareholders as the

case may be for less than 46 days during the 90-day period begiiuiing 45 days before die shares become ex-dividend Properly reported

distributiosis of qualified dividend income generally sac taxable to individual shareholders at the same rates that apply to tong-Lens capital

gains if certain holding period and other requirem eats are met Dividend distributions will not be
eligible for the reduced rates applicable

to qualified dividend income unless among other things the shares held by the Underlying Fund with respect to which dividends are paid
the shares cf the Underlying Fund and the shares of the fund of fluids are deemed to have been held by the Underlying Fund the find of

funds and the sharehclders respectively for more than 60 days during the 121 -day period beginning 60 days before the shares become
ex-dividend Distributions if any in excess of earrangs and profits usually constitute return of capital which first reduces an investors

tax basis an the funds of funds shares and thereafter after such basis is reduced to zero generally gives rise to capital gains Shareholders

electing to receive distributions in the form of additional shares have cost basis for federal income tax purposes in each share so received

equal to the asisount of cash they would have received had they elected to receive the distribution in cash For summary of the tax rates

applicable to capital gains including capital gain dividends see the discussion below

At the Companies option the Companies may cause Fund to retain some or all of its net capital gain for tax year but may
designate the retained amount as deemed distribution lu that case among other consequences the Fund pays tax on the retained

amount for the benefit of its shareholders the shareholders are required to report their share of the deemed distribution on their tax returns

as if it had been distributed to them and the shareholders may report credit for the tax paid thereon by the Fund The amount of the

deemed distribution net of such tax is added to the shareholders cost basis for his or her shares Since the Companies expect each Fund to

pay tax on any retained net capital gain at its regular corporate capital gain tax rate and since that rate is in excess of the maximum rate

currently payable by individuals on long-term capital gain the amount of tax that individual shareholders are treated as having paid will

exceed the amount of fax that such shareholders would he required to pay on the retained net capital gain shareholder that is not snhject
to ItS federal income tax or tax on long-term capital gain should be able to file return on the appropriate form or claim for refund that

allows such shareholder to recover the taxes paid by the Fund on his or her behalf In the event that Company chooses this option on

behalf ofa Fund the Company must provide written notice to the shareholders prior to the expiration of 60 days after the close of the

relevant tax year

Any dividend declared by Fund in October November or December of any calender year payable to shareholders of record on

specified date in such month and actually paid during January of the followiag year is treated as if it had been received by the

shareholders on December31 of the year in which the dividend was declared

Ass investor should consider the tax implications of buying shares just prior to distribution other than an exempt-interest

dividend desciibed below livers if the price of Use shares includes Use amount of die forthcoming ihstiibulion Use shareholder gesserally

will be taxed upon receipt of the distribution asid is riot entitled to offsei the distributiors against tue tax basis in Isis or her shares In

addition an investor should be aware thaI at the time he or she purchases shams of Fund portion of the purchase price is often

attributable to realized or uurealized appreciation in the Funds portfolio or undistributed taxable income of the Fund Subsequent

distributions from such appreciation or income may be taxable to such investor even if the net asset value of the investors shares is as

result of the distributions reduced below the investors cost for such shares and the distributions in reality represent return of portion
of the purchase price
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shareholder generally recognizes taxable gain or loss on sale or redemption includmg by exercise of the exchange pnvilege

of his or her shares The amount of the gain or loss is measured by the difference between the shareholders adjusted tax basis inhis or her

shares and the amount of the proceeds received in exchange for such shares Any gain or loss arising from or in the case of distributions

in excess of earnings and profits treated as arising from the sale or redemption of shares generally is
capital gain or loss if such shares

are held as capital assets This capital gain or loss normally is treated as long-terni capital gain or loss if the shareholder has held his or

her shares for more than one year at the time of such sale or redemption otherwise it is classified as short-term capital gain or loss If

however shareholder receives capital gain dividend with respect to any share of Fund and the share is sold before it has been held by

the shareholder for at least six months then any loss on the sale or exchange of the share to the extent of the capital gain dividend is

treated as long-term capital
loss The lower tax rates on long-term capital gains for individuals are currently scheduled to expire after

2012 at which time the maximum rate is currently scheduled to increase to 20%

In addition all or portion of any loss realized upon taxable disposition of shares may be disallowed if other shares of the same

Fund are purchased inducting any purchase through reinvestment of distrihutions from the Fund within 30 days hefore or after the

disposition In such case the basis of the shares acquired will be adjusted to reflect the disallowed loss Also if shareholder who

incurred sales charge on the acquisition of shares of Fund sells his or her shares within 90 days of purchase and subsequently acquires

shares of the same or another Fund of the Companies on which sales charge normally is imposed without paying such sales charge in

accordance with the exchange privilege described in the prospectuses such shareholder will not be entitled to include the amount of the

erles charge in his or her basis in the shares sold for purposes of determining gain or loss For sales charges incurred in taxable years

beginning after December 22 2010 the disallowance of the sales charge only applies to the extent thnt the subsequently acquired shares

are purchased prior to February of the calendar year following the initial sales charge In these cases any gain on the disposition of the

sharcs of thc Fund is incrcascd cr loss decrcescd by the amount of the sales chargc paid whcn thc shares wcrc acquired and that amount

will increase the adjusted basis of the shares of the Fund subsequently acquired

In general non-corporate sharehclders currently are subject to maxiusuiu federal inccssie tax rate of 15% on their siet long-tenu

capital gins the excess of net long-term capital gain over net short-tens capital loss for taxable year including long-tenu capital gain

deiived from ass investmesiliss the shares and certain qualified dividend income while other iircosrsc iaay be taxed at rater as higls as 35%

currently scheduled to increase to 39.5% after 2012 Shareholders must satist holding period ofmore than 60 days with respect to

distribution that is otherwise eligible to be treated as qualified dividend during the 121-day period that begins 60 days before the ex

dividend date The lower tax rates on qualified dividend income are currently scheduled to expire after 2012 After 2012 such amounts

would be taxed at ordinary income rates in the absence of further congressional action Corporate taxpayers currently are subject to

federal income tax on net capital gain at the maximum 35% rate also applied to ordmary income lax rates imposed by states and local

jurisdictions on capital gain and ordinary income may differ Non-corporate shareholders with net capital
losses for year i.e capital

losses in excess of capital gainsgenerally may deductup to $3000 of such losses against their ordinary income each year any net capital

losses of non-corporate shareholder in excess of $3000 generally may be carried forward and used in subsequent years as provided in

the Code Corporate shareholders generally may not deduct any net capital
losses for year but may carsy back such losses for three

years or cany forward such losses for five years

For taxable years beginning after December 31 2012 an additional 3.8% Medicare tax will be imposed on certain net investment

income including ordinary dividends and capital gain distributions received from Fund and net gains from redemptions or other taxable

dispositions of Fund sharesi ofUS individuals estates and trusts to the extent that such persons modified adjusted gross income in the

case of an individual or adjusted gross income in the case of an estate or trust exceeds threshold amount Funds ordinary income

dividends from domestic corporations may if certain conditions are met quali1 for the dividends received deduction for corporate

shareholders to the extent that the Fund has received qaalit5ring
dividend income during the taxable year capital gain dividends distributed

by Fund are not eligihlc
for the dividends received deduction The dividends received deduction is reduced to the extent that the shares

held hy Fund are treated as deht-financed under federal income tax law and is eliminated if either those shares or the sharer of Fund are

deemed to have been held by the Fund or shareholder as the case may be for less than 46 days during the 91-day period that begins 45

days before the stock becomes ex-dividend

Each Fund sends to each of its shareholders as promptly as possible after the end of each calendar year notice detailing on per

share and per distribution basis the amounts inclndibls in such shareholders taxable income for such year ns ordinary income and as long

tcrm capital gain In addition thc federal tax status of cach years distributions generally is rcpoitcd to the IRS Distributions may also be

subject to additional state local and foreign taxes depending on shareholders particular situation

Dividends paid by Fund to non-U.S shareholder generally are subjectto U.S withholding tax at rate of3O% unless the tax is

induced or eliminated by an applicable treaty CerLaiis propedy designated dividends paid by Fund however generally are not subject

to this tax to the extent paid from net capital gains In addition for Fund taxi ble years begirsning after December 31 2004 arid befoie

January 2012 portion of Funds disthbutions received by anon-U.S investor may be exempt from U.S withholding tax to the

extent attributable to U.S source interest income and short-term capital gains if such amounts are properly reported by the Fund Also for

that same period U.S estate taxes may not apply to that portion of Funds shares held by non-U.S investor that is attributable to Fund

assets consisting of certain debt obligations or other property treated as not within the United States for U.S estate tax purposes Funds

distributions if any that are attributable to gains from the sale or exchange of
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U.S real property interests which the Code defines to include direct holdings of U.S real property and interests other than as

creditor in U.S real property holding corporations including certain non-domestically-controlled RUTS may be taxable to non-U.S
investors and may require such investors to file U.S income tax returns

Effective January 12013 the Funds will be required to withhold U.S tax at 30% rate on payments ofdividends and

redemption proceeds made to certain non-U.S entities that fail to comply with extensive new reporting and withholding requirements

designed to infonn the U.S Department of the Treasury of U.S-owned foreign investment accounts Shareholders may be requested to

provide additional information to the Funds to enable the Funds to determine whether withholding is required

Fund may be required to withhold U.S federal income tax at rate of 28% currently scheduled to increase 1031% after 2012
backup withholding from all taxable distributions payable to any shareholder who fails to furnish the applicable Company with its

correct taxpayer identification number or certificate that the shareholder is exempt from backup withholding and any shareholder

with respect to whom the IRS notifies the Company that the shareholder has failed to properly report certain interest and dividend income

to the IRS and to respond to notices to that effect An individuals taxpayer identification number is his or her social security number
The 28/a backup withholding tax is not an additional tax and may be credited against taxpayers regular federal income tax liability

MUNICIPAL OPPORTUNITIES FUND AND MUNICIPAL REAL RETURN FUND

Each of Municipal Opportunities Fund end Municipal Real Return Fund will be pennitted to distribute any tax-exempt interest

earned by the Fund to its shareholders as tax-exempt exempt-interest dividends provided that at least 50% of the value of the Funds
assets at the cnd of each quarter of its taxnblc your is invested in stutc municipal and other obligations the interest on which is excluded

from gross income under Section 103a of the Code Each Fund intends to satisfy this 50% requirementin order to permit its

distributions of tax-exempt interest to be treated as such for federal income tax purposes in the hands of its shareholders Portions of the

dividends paid by Municipsl Opportunities Fund and Municipal Real Return Fund may be includable in gross isicoiue foe federal incosne

tax puiposes or in the alternative may be subject to federal alternative msuiuinsuus taxes Dividends paid by Municipal Real Return Fund
will generally be subject lo slate and local income lanes Dividends paid by Municipal Opportunities Fund iuuy also be subject to state

and local income taxes

Under the Code interest on indebtedness incurred or continued to purchase or carry shares of Municipal Opportunities Fund and

Municipal Real Return Fund is not deductible by the investor in proportion to the percentage of the applicable Funds distributions from

investment income that is exempt from federal income tax State laws may also restrict the deductibility of interest on indebtedness

incurred or contnued to purchase or carry shares of these Funds Indebtedness may be allocated to shares of Fund even though not

directly traceable to the purchase of such shares In addition any loss realized by shareholder of Municipal Opportunities Fund or

Municipal Real Return Fund upon the sale of shares held for six mcnths or less may be disallowed to the extent of any exempt-interest

dividends received with respect to such shares For Fund shares acquired after December 22 2010 this loss disallowance does not apply

provided that the exempt-interest dividend was regular dividend and the applicable Fund declares exempt-interest dividends on daily

basis in an amount equal to at least 90% of its net tax-exempt interest and distributes such dividends on at least monthly basis

If either Municipal Opportunities Fund or Municipal Real Return Fund disposes of municipal obligation that it acquired after

April 30 1993 at market discount it must recognize any gain it realizes on the disposition as ordinary income and not as capital gain to

the extent of the accrued market discount

Certain deductions otherwise allowable to financial institutions and property and casualty insurance companies will be eliminated

or reduced by reason of the receipt of certain exempt-interest dividends

Shareholders who are substantial users or persons related thereto of facilities financed by governmental obligations should

consult their advisers before investing in Municipal Opportunities Fund or Municipal Real Return Fund

Tax-exempt income will be included in determining the taxability of social security pnyments end railroad retirement benefits

Tax-exempt income received by tax-deferred retirement will generally be taxable when later distributed from that nccount

TAXATION OF THE UNDERLYING FUNDS

With respect to the funds of fluids each Underlying Fund intends to qualit aiuiually
and elect to be treated as regulated

inveshrient conipany under Subchapter of the Code In any yearin which an Underlying Fund qualifies as regalated investruerit

cornpamiy and hmely distnbrtes all of its taxable income the fands of funds generally will not pay any federal income or excise tax

PRINCIPAL UNDERWRITER

HIFSCO the investment manager of each Fund also serves as the principal underwriter IIIFSCU is localed at 200 Hopmeadow
Street Simsbury Connecticut 0089

CUSTODIAN

Portfolio securities of each Fund are held pursuant to separate Custody Agreement between ench Company and State Street Bank
and Trnst Company 500 Pennsylvania Avenue Kansas City Missouri 64105
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TRANSFER AGENT

Hartford Administrative Services Company HAS Ca 500 Bielenberg Drive Woodbury Minnesota 55125 is the transfer agent

for each Fund As transfrr agent HASCO among other things receives and processes purchase and redemption orders effects transfers

of shares prepares and transmits payments for dividends and distributions and maintains records of account For its services HASCO is

paid fee based on assets or number of accounts depending on the class of shares

INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Ernst Young LLP served as the Conspenies Independent Registered Public Accounting Firm for the fiscal year ended

October 31 2010 Ernst Young LLP is principally located at 220 South 6th Street Suite 1400 Minneapolis Minnesota 55402

OTHER INFORMATION

The Hartford hss granted the Companies the right to use the name The Hartford or Hartford and has reserved the right to

withdraw its consent to the use of such name by the Companies and the Funds at any lime or to grant the use of such name to any other

company

CODE OF ETHICS

Each Fund HIFSCO and the sub-advisers have each adopted codc of ethios designed to protect thc intercsts of each Funds
shareholders Under each code of ethics investment personnel are pennitted to trade securities for their own account including securities

that may be purchased or held by Fund subj act to certain restrictions Each code of ethics has been fled with the SEC and may be

viewed by die public

FINANCIAL STATEMENTS

The Companies audited financial statements for the fiscal year ended October31 2010 together with the notes thereto and

reports of Ernst Young LLP the Companies Independent Registered Public Accounting Firm are incorporated by reference from each

Companys Annual Report for the fiscal year ended October 31 2010 into this SAl meaning such documents are legally part
of this

SAl and are on file with the SEC

The Companies Annual Reports are available without charge by calling
the Funds at 1-888-843-7824 or by visiting the Funds

website at www.hurtfordnrutualflmds.com or on the SECs website at nw.sec.gov

PROXY VOTING POLICIES AND PROCEDURES

The Boards of Directors believe that the voting of proxies with respect to securities held by each Fund is an important element of

the overall tnvest.nient process Pursuant to the Funds Policy Related to Proxy Voting as approved by the Funds Boards of Directors

HIFSCO has delegated to the applicable sub-adviser the suthority to vote all proxies relating to each sub-advised Funds portfolio

securities Each Funds exercise of this delegated proxy voting authority is subject to oversight by HIFSCO Each sub-adviser has duty

to vote or not vote such proxies in the best interests ofthe sub-advised Fund and its shareholders and to avoid the influence of conflicts of

interest Withrespectto the finds of funds the Funds policy provides that HIFSCO will vote any proxies of the Underlying Funds in

accordance with the vote of the shnreholdars oi the Underlying Thsnds

The
policies and procedures used by the investment manager and each sub-adviser to determine how to vote certain proxies relating to

portfolio securities are described below In addition to summary description of such policies and procedures included below are

descriptions of how such policies and procedures apply to various topics However the following are descriptions only and more

complete information should be obtained by reviewing each sub-advisers policies and procedures as well as the Funds voting records

For complete copy of each sub-advisers proxy voting policies and procedures as well as any separate guidelines it utilizes please refer

to www.hartfcrdmutuslffinds.com Information on how the Funds voted proxies relating to portfolio securities during the moat recent

twelve-month period ended June30 is available withoutcharge upon request by calling 1-888-843-7824 and on the SECs website

at www.sec.gov

If
security has riot been restricted from securities lerrdutg and the security is on loan over record date he Funds sub-adviser may

not be able to vole any proxies for hat security For more information about Use impact of lending securities on proxy young see

Lending Portfolio Securities

Hartford Investment Financial Services LLC

The Checks and Balances Fund allocates its assets in combination of other Hartford Mutual Funds If an underlying Hartford

Mutual Fund has shareholder meeting HIFSCO votes proxies in the same proportion as the vote of the underlying Hartford Mutual

Funds other shareholders sometimes called mirroror echo voting

Hartford Investment Management Company

The Funds for which Hartford Investment Management Company Hartford Investment Management serves as sub-adviser have

granted to Hartford Investment Management the authority to vote proxies on their behalf with respect to the assets it manages The goal of

Hartford Investment Management is to vote proxies in what it believes are the best economic interests of its
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clients free from conflicts of mtereet the Proxy Voting Committee of Hartford Investment Management has determined that this goal is

best achieved by retaining the services of Glass Lewis Co LLC an independent research firm that provides proxy voting services to

more than 100 institutional clients and has developed best practices
in corporate governance consistent with the best interest of investors

Glass Lewis

hr general all proxies received from issuers of securities held in client accounts are referred to Glass Lewis for its analysis
and

recommendation as to each matter being submitted for vote Glass Lewis reviews such proxy proposals and makes voting

recommendations in accordance with its proxy voting guidelines These guidelines address wide variety of topics including among

others shareholder voting sights anti-takeover defenses board structures the election ofdirectors executive and director compensation

reorganizations mergers and various shareholder proposals Hartford Investment Management has concluded that the Glass Lewis

guidelines are substantially in accord with Hartford Investment Managements own philosophy regarding appropriate corporate

governance and conduct In most cases securities will be voted in accordance with Glass Lewis voting recommendations but Hartford

Investment Management may deviate from Glass T.ewiss recommendations on specific proxy proposals To ensure that no voting decision

is influenced by conflict of interest portfolio manager who intends to vote contrary to Glass Lewis recommendation must noti

Hartford Investment Managements Proxy Committee of such intent and obtain its approval before voting

The Proxy Voting Committee evaluates the performance
of Glass Lewis at least annually

Hartford Investment Management votes proxies solicited by an affiliated investment company in the same proportion as the vote of

the investment companys other shareholders sometimes called mirror or echo voting

ataial Conflict of nterS Identification and Resalution Proceses

The use of Glass Lewis nristhssizes the nunsber of potential conflicts of interest Redford Investment Managensent faces iii votisrg

proxies but Hartford Investment Management does nsaintaisr procedures desigsred to idesrtify and adthess those conflicts that do arise

Proxy votes with respect to which an apparent corrilict of interest is identified as referred to the Proxy Connriiltee to resolve Any Proxy

Committee member who is himself or herself subj ect to the identified conflict will not participate in the Proxy Committees vote on the

matter in question Investment Compliance will record and maintain minutes for the Proxy Committee meetings to document the factors

that were considered to evidence that there was reasonable basis for the Proxy Committees decision Potential conflicts of interest may

include

The issuer that is soliciting
Hartford Investment Managements proxy vote is also client of Hartford Investment Management or

an affiliate

Hartford Investment Management employee has acquired non-public information about an issuer that is soliciting proxies

Hartford Investment Management employee has business or personal relationship with or financial interest in the issuer or

officer or Board member of the issuer or

Ilartford Investment Management employee is contacted by management or board member of company regarding an upcoming

proxy vote

Stualions in which Hartford nvestrrent Management might not vote proxy

It may not be possible to cast an informed vote in certain circumstances due to lack ofinfonnation in the proxy statement Hartford

Investment Management and/or Glass Lewis may abstain from voting in those instances Proxy matenals not being delivered in timely

fashion also may prevent analysis or entry of vote by voting deadlines In some cases Hartfcrd Investment Management may determine

that it is in the best economic interests of its clients not to vote certain proxies For example Hartford Investment Management generally

does not vote proxies of issuers subject to shareblocking provisions or junsdictrons that impose restrictions upon selling
shares after

proxies are voted Similarly votes are generally not cast in those foreign jurisdictions
winch require that power of attorney be filed

Mutual fluid and third party client accounts may have securities lending progranr In such case Hartford Investment Management may

be unable to vote proxies when the underlying securities have been loaned loan termination is often the only way to vote proxies on the

loaned securities In general Hartford Investment Management does not know when securities have been loaned

Glass Lewis Proxy Voting Guidelines Suinnsary

Anti-Takeover Measures

Poisan Pills iarehol tier Rights Plans Typically Glass Lewis recommends that shareholders vote against these plans to protect

their financial interests and ensure that they have an opportunity to consider any offer for their shares especially those at premium In

certaiu limited circntnstances Glass l.ewis will anpport limited poison pill to accomplish particular objective such as the closing of an

important merger or pill that contains what Glass Lewis believes to be reasonable qualiing offer clause

Right of Siareholdersto Call ecial eeh rg In order to prevent abuse and waste of corporate resources by minority of

shareholders Glass Lewis believes this right
should be limited to holders representing minimum of 10-15% of the issued shares

Advance Notice Requirementsfor Siareholder Ballot Proposals Glass Lewis typically
recommends that shareholders vote

against thcsc proposals

mhtm1ft1e/AetgeaThaS3\data\ERISA\HARTF0c0mthn1tS
Answer\Secofld Amen.. 11/7/2011

0001579



Prospectus Express Page 205 of 234

Case 11 1-cv-01083-RMB -KMW Document 35-3 HIed 11/14111 Page 206 of 235 PagetD
2405

166

mhtmlfile/A\netgearnas3\data\ERISA\HARTFORD\Complaints Answer\Second Amen.. 11/7/2011

0001580



Prospectus Express Page 206 of 234

Case 111-cv-01083-RMB -KMW Document35-3 Filed 11/14111 Page 207 of 235 PagelD
2406

Cumulative Voting Glass Lewis reviews these proposals on case-by-case basis factoring in the independence of the board and

the status of the companys governance structure However Glass Lewis typically finds that these proposals are on ballots at companies

where independence is lacking and where the appropriate checks and balances that favor shareholders are not in place In those instances

Glass Lewis
typically

recommends in favor of cumulative voting

3.iper IrejorEty
Vote Reqti rements Glass Lewis believes that supermaj ority vote requirements impede shareholder action on ballot

items critical to shareholder interests

Eltion of Diretors

Voting Recommendation on the Bas sot Independence Glass Lewis looks at each director nominee and examines the directors

relationships with the company the companys executives and other directors Glass Lewis does this to find personal familial or financial

relationships not inclnding director compensation that may impact the directors decisions Glass lewis helieves that such relationships

makes it difficult for director to put shareholders interests above the directors or the related partys interests Glass Lewis also believes

that director who owns more than 20% of company can exert disproportionate influence on the board and in particular the audit

committee

In general Glass Lswis believes board will be most effective in protecting shareholders interests if it is at least two-thirds independent

In the event that more than one third of the members are affiliated or inside directors Glass Lewis typicallyl recommends withholding

votes from some ofthe inside and/or affiliated directors in order to satiafr the two-thirds threshold

Glass Lewis believes that llth independent directors should serve on companys audit compensation nominating and governance

committees.2 Glass Lewis typically recommends that shareholders withhold their votes for any affiliated or inside director seeking

appointment to an audit compensation nominating or governance committee or who has served in that capacity in the past year

Voting Recomirendation on the Bass of Performance Glass Lewis disfavors directors who Isave record of not fulfilling their

responsibilities to shareholders at any company where they have held board or executive position See lbll guidelines for criteria

Voting Recommendation on the BaSs of Expeierce Glass Lewis typically recommends that shareholders withhold votes from

directors who have sewed on boards or as executives of companies with records of poor performance overcompensation audit- or

accounting-related issues and/or other indicators ofmismanagement or actions aginnst the interests of shareholders

Voting Recommendation on the Bass of Other Consideralions Glass Lewis recommends shareholders withhold votes from

certain types of affiliated or inside directors under nearly all circumstances

Appointment of Auditors

Glass Lewis generally supports managements choice of auditor except when Glass Lewis believes the auditors independent or

audit integrity has been compromised Where board has not allowed shareholders to review and ratit an auditor Glass Lewis typically

recommends withholding votes from the audit committee chairman When there have been material restatements of annual financial

statements or material weakness in internal controls Glass Lewis usually recommends withholding votes from the entire committee

Glass Lewis typically supports audit-related proposals regarding mandatory auditor rotation when the proposal uses reasonable

period of time usually not less than 5-7 years

Changesto Capital Sructure

When analyzing request for additional shares Glass Lewis typically reviews four common reasons why company might need

additional capital stock beyond what is currently available

Stock
Split

Glass Lewis
typically

considers three metrics when evaluating whether Glass Lewis thinks stock split is likely or

necessary the historical stock pre-spht price if any the current price relative to the Companys most corrunoms Lnrdissg price over

the past 52 weeks and some absolute limits on stock price that in Glass Lewis view either always make stock split appropriate

if desired by management or would almost never be reasonable price at which to split stock

Shareholder Defenses Additional authorized shares could be used to bolster takeover defenses such as poison pill Proxy

filings often discuss the usefulness of additional shares in defending against or discouraging hostile takeover as

lathe case of staggered board if the affiliates or insiders that we believe should not be on the board are aot standing for election

Glass Lewis will express its concern regarding those directors but Glass Lewis will not recommend withholding from the affiliates or

insiders who are up for election just to achieve two-thirds independence

Glass Lewis will recommend withholding votes from any member of the audit committee who owns 20% or more of the companys

stock and Glass Lewis believes that there should be maximum of one director or no directors if the committee is comprised ofless than

three directors who owns 20% or more of the companys stock on the compensation nominating and governance committees
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reason for requested increase Glass Lewis is
typically against such defenses and will oppose actions intended to bolster such

defenses

Financisag for Acquisitions Glass Lewis looks at whether the company has lsistoiy of using stock for acquisitions and
attempts to determine what levels of stock have typically been required to accomplish such transactions Likewise Glass Lewis

looks to see whether this is discussed as reason for additional shares in the proxy

Financing for Operations Glass Lewis reviews the companys cash position and its
ability to secure financing through

borrowing or other means Glass Lewis looks at the companys histoiy of capitalization anti whether the company has had to use

stock in the recentpast as means ofraising capital

Issuing additional shares can dilute existing holders iii limited circumstances Further the availability of additional shares where the

board has discretion to implement poison pill can often serve as deterrent to interested suitors Accordingly where Glass Lewis finds
that thc company has not dctailcd plan for use of thc proposed shares or whcrc thc number of sharcs far execeds those nccdcd to

accomplish dctailcd plan Glass Lcwis typically rccommcnds against the authorization of additional shares While Glass Lewis thinks

that having adequate shares to allow management to make quick decisions and effectively operate the business is critical Glass Lewis

prefers that for significant transactions nianagement come to shareholders to justifir their use of additional shares rather than providing
blank check iii the forum of large poo1 of unallocated shares available for any puspose

Equity Bal Compenastien Plans

Glass Lewis evaluates option- and other equity-based compensation plans using detailed model and analyst review Glass Lewis

believes that equity compensation awards are useful when not abused for retaining employees and providing an incentive for them to act

in way that will improve company perfonnanee

Glass Lewis analysis is quantitative and focused on the plans cost as compared with the businesss operating metrics Glass

Lewis runs twenty different analyses comparing the program with absolute limits Glass Lewis believes are key to equity value creation

and with carefully chosen peer group In general Glass Lewis model seeks to determine whether the proposed plan is either absolutely
excessive or is more than one standard deviation away from the average plan for the peer group on range of criteria including dilution to

shareholders and the projected annual cost relative to the companys financial performance Each of the twenty analyses and their

constituent parts is weighted and the plan is scored in accordance with that weight

Opt on Exchanges Glass Lewis views option repricing plans and option exchange programs with great skepticism Shareholders

have substantial risk an owning stock and as general matter Glass Lewis believes that the employees officers and directors who receive
stock options should be similarly situated to align their interests with shareholder interests

Perfornance Based Oiona Glass l.ewis believes in performance-based eqniiy compensation plans for senior executives Glass
Lewis feels that executives should be compensated with equity when their performance arid the companys performance warrants such

rewards While Glass Lewis does not believe that equity-based compensation plans for all employees should be bused on overall company
performance Glass Lewis does support such limitations for equity grants to senior executives although some equity-based compensation
of semor executives without performance criteria is acceptable such as in the case of moderate incentive grants made in an initial offer of

employment or in emerging industries Glass Lewis generally recommends that shareholders vote in Ilvor of performance-based option
requirements

Linking Pay wth Perfornance Glass Lewis strongly believes executive compensation should be linked directly with the

performance of the business the executive is charged with managing Glass Lewis has proprietary pay-for-performance model that

evaluates compensation of the top five executives at every company in the Russell 3000 Glass Lewis model benchmarks the these

executives pay against theft perfornaance using three peer groups for each company an industry peer group smaller sector peer gronp
and geographic peer group Using forced curve and school letter-grade system Glass Lewis ranks companies according to their pay-

for-performance Glass Lewis uses this analysis to inform Glass Lewis voting decisions on each ofthe compensation issues that arise on
the ballot Likewise Glass Lewis uses this analysis in Glass Lewis evaluation of the compensation committees performance

162m Plans Section 162m of the Internal Revenue Code allows companies to deduct compensation in excess of$l million fot

the CEO and the next four most highly compensated executive officers upon shareholder approval of the excess compensation Glass

Lewis recogmzes the value ofexecutive incentive programs and the tax benefit of shareholder-approved incentive plans Glass Lewis
believes the bestpraetiee for compames is to provide reasonable disclosure to shareholders so that they can make sound judgments about

the reasonableness of the proposed compensation plan To allow for meaningful shareholder review Glass Lewis
prefers that these

proposals include specific performance goals maximum award pool and maximum award amount per employee Glass Lewis also

believes it is important to analyze the estimated grants to see if they are reasonable and in line with the companys peers Glass Lewis

typically recommends against 162m plan where company fails to provide at least list of performance targets company fails to

provide one of either total pool or an individual maximum or the proposed plan is excessive when compared with the plans of the

companys peers However where company has record of reasonable pay relative to business performance Glass Lewis is not

typically inclined to recommend against plan even if the plan
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caps seem large relative to peers because they recognize the value in special pay arrangements for connnued exceptional performance

Director Compensation Plans Glass Lewis believes that non-employee directors should receive compensation for the time and

effort they spend serving on the board and its committees In particular Glass Lewis supports compensation plans that include option

grants or other equity-based awards which help to align the interests of outside directors with those of shareholders Director fees should

be competitive in order to retain and attract qualified individuals However excessive fees represent financial cost to the company and

threaten to compromise the olectivity and independence of non-employee directors Therefore balance is required

Li tilts on Executive Compensation As general rule Glass Lewis believes shareholders should not be directly
involved in setting

executive compensation Such matters should be left to the compensation committee Glass Lewis views the election of compensation

committee members as the appropriate mechanism for shareholders to express their disapproval or support of board policy on executive

pay Further Glass Lewis believes that companies whose pay-for-performance is in line with its peers should be able to compensate their

executives in manner that drives growth and profit
without desfroying ethical values giving consideration to their peers comparable sire

and performance However Glass Lewis favors performance-based compensation as an effective means ofmofivating executives to act in

the best interests of shareholders Performance-based compensation maybe limited if CEO pay is capped at low level rather than flexibly

tied to company performance

Li nits on Executive aock Options Glass Lewis typically recommends that Glass Lewis clients oppose cape on executive stock

options

Li nki rig Pay to Ebciai Criteria Glass Lewis bciovoa that ethical behavior is an important part of executive pcrformancc and should

be taken into account when evaluating performance and determining compensation Glass Lewis also believes however that the

compensation committee is in the best position to set policy on management compensation Shareholders can hold the compensation

coiitnsittee accountable for pay awarded

Full Disiosure of Executive Compensation Glass Lewis believes that complete tiusiely and tianspareut disclostue of executive pay

is critical to allowing shareholders to evaluate the extent to which the pay is keeping pace with company performance However Glass

Lewis is concerned when proposal goes too far in the level of detail that it requests for executives other than the most high-ranking

leaders of the company While Glass Lewis isin favor of fill disclosure for senior executives and Glass Lewis views pay disclosure atthe

aggregate level e.g the nuanber of employees being paid over certain amount or in certain categcnes as potentially very usefUl Glass

Lewis does not believe that shareholders need or will benefit from detailed reports about individual management employees other than the

most senior executives

xial and Corporate RenSbulity

Glass Lewis believes that disclosure regarding how company uses its fUnds is an important component of cosporate

accountability to shareholders Some campaign contributions are heavily regulated by federal state and local laws Most jurisdictions have

detailed disclosure laws so that information on some conuibutions is publicly available Other than where company does not adequately

disclose information about its contributions to shareholders or where company has history of abuse in the donation process Glass

Lewis believes that the mechanism for disclosure and the standards for giving are best left to the board However Glass Lewis will

consider supporting shareholder proposals seeking greater disclosures of political giving in cases where additional company disclosure is

nonexistent or limited and there is some evidence or credible allegation
that the company is mismanaging corporate fUnds through political

donations or has record of doing so

In general Glass l.ewie believes that labor and human resource policies are typically
best left to management and the hoard absent

showing of egregious or illegal conduct that might threaten shareholder value It is Glass Lewis opisuon that management is in the best

position to determine appropriate practices
in the context of its business Glass Lewis will hold directors accountable for company

decisions related to labor and employment problems However in situations where there is clear evidence of practices resulting in

significant
economic exposure to the company Glass Lewis will support shareholders proposals thut seek to address labor policies

Nor-Disxitiinatiofl Polidos Glass Lewis believes that human resource policies arc best left to management and the board absont

showing of egregioua or illegal conduct that might threaten shareholder value Management is in the best position to determine which

policies will promote the interests of the firm across its various businesses

Mi ftary and Us Government BusnessPolioies Glass Lewis believes that disclosure to shareholders ofuifomuation on key

company endeavors is important However Glass Lewis generally does not support resolutions that call for shareholder appioval of policy

statements for or against govemment programs that are subject to thorough review by the Federal Government and elected officials at the

national level

Forgn Government Bu9 ness Policies Glass Lewis believes that business policies regarding foreign operations are best left to

management and the board absent showing of egregious or illegal conduct that might threaten shareholder value Glass Lewis believes

that shareholders shoul.d hold board members accountable for these issues when they face re-election

ErM ronrnental Pol icis Glass Lewis believes that when management and the board have displayed disregard for environmental

risks have engaged in egregious or illegal conduct or have failed to adequately respond to current or imminent
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environmental risks that threaten shareholder value shareholders should hold directors accountable when they face reelection Glass

Lewis believes that part of the boards role is to ensure that management conducts complete risk analysis of company operations

including those that have environmental implicattons and that directors should in onitcr managers ents performance in mitigating the

environmental risks attendant with relevant operations in order to eliminate or minimize the risks to the company and shareholders Glass

Lewis may recommend that votes be withheld from responsible members of the governance committee when substantial environmental

risk has been ignored or inadequately addressed and may in some cases recommend that votes be withheld from all directors who were on

the board when the substantial risk arose was ignored or was not mitigated
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Wellington Management Company LLP

Upon clients written request Wellington Management Company LLP votes securities that are held in the clients account in response to

proxies solicited by the issuers of such securities Wellington Management has established Global Proxy Voting Guidelines the

Guidelines to document positions generally taken on common proxy issues voted on behalf of clients These guidelines are based on

Wellington Managements fiduciary obligation to act in the best economic interest of its clients as shareholders Hence Wellington

Management examines and votes each proposal so that the long-term effect of the vote will ultimately increase shareholder value for our

clients Because ethical considerations can have an impact on the long-term value of assets our voting practices are also attentive to these

issues and votes will be cast against unlawful and unethical activity Further Wellington Managements expenence in voting proposals

has shown that similar proposals often have different consequences for different companies Moreover while these Guidelines are written

to apply globally differences in local practice and law make universal applicatioa impractical Therefore each proposal is evaluated on its

merits taking into account its effects on the specific company in question and on the company within its industry It should be noted that

the following are gnidelines and not rigid rules and Wellington Management reserves the right in all eases to vote contrary to guidelines

where doing so is judged to represent the best economic interest of its clients.

Wellington Managements Guidelines set forth the sets of guidelines that Wellington Management uses in voting specific proposals

presented by the boards of directors or shareholders of companies whose securities are held in client portfolios
for which Wellington

Management has voting discretion While the Guidelines set forth general sets of guidelines for voting proxies it should be noted that

these are guidelines and not rigid
rules Many of the Guidelines are accompanied by explanatory language that describes criteria that may

affect Wellington Management vote decision The criteria as described are to be rend as pert of the guideline and votes cast according to

tho criteria will bc considcrcd within guidcincs In aomc circumstances thc merits of perticular proposal may cause ua to cntcr votc

that differs from the Guidelines

Stateeieet of Policies

As matter of policy Wellington Managessient

Takes responsibility for voting client proxies only upon clients written request

Votes all proxies in tht best interests of its clients as shareholders i.e to maxunize economic value

Develops and maintains broad guidelines setting out positions on common proxy issues butalso considers each proposal in the

context of the issuer industry and county or countries inwhich its business is conducted

Evaluates all factors it deems relevant when considering vote and may determine in certain instances that it is in the best interest of

one or more clients to refrain fiom voting given proxy ballot

Identifies and resolves all material proxy-related conflicts of interest between Wellington Management and its clients in the best

interests of the client

Believes that sound corporate governance practices can enhance shareholder value and therefore encourages consideration of an

issuers corporate governance as part of the investment process

Believes that proxy voting is valuable tool that can he used to promote sound corporate govemance to the ultimate benefit of the

client as shareholder

Provides all clients upon request with copies of the Global Proxy Policies and Procedures the Global Proxy Voting Guidelines and

related reports with such frequency as required to fhlfill obligations under applicable law or as reasonably requested by clients

Reviews regularly the voting record to ensure that proxies are voted in accordance with these the policy and the Global Proxy Voting

Guidelines and ensures that procedures documentation end
rcports relating to the voting of proxies arc promptly and properly

prepared and disseminated

Responsibility and Overaigist

Wellington Management has Corporate Govenasnee Conirssiitee by action of the thins Executive Committee that is responsible for the

review and approval of the finns written Global Proxy Policy and Procedures and the Guidelines and for providing advice and guidance

on specific proxy votes for individual issuers The firms Legal and Compliance Group monitors regulatory requirements with respect to

proxy voting on global basis and works with the Corporate Governance Committee to develop policies
that implement those

requirements Day-to-day administration of the proxy voting process at Wellington Management is the responsibility
of the Global

Research Services Group In addition the Global Research Services Group acts as resource for portfolio managers and research analysts

on proxy matters as needed

Statement of Procedures

Wellington Management has in place certain procedures for implementing its proxy voting policy
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GenaI Proxy Voting

Authorization to Vote

Wellington Management will vote only those proxies for which its clients have affinnatively delegated proxy-voting authonty

Receipt of Proxy

Proxy materials from an issuer or its information agent are forwarded to registered owners of record typically the clients custodian bank

If client requests that Wellington Management votes proxies on its behalf the client must instruct its custodian bank to deliver all

relevant voting material to Wellington Management or its voting agent Wellington Management or its voting agent may receive this

voting information by mail fax or other electronic means

Reconciliation

To the extent reasonably practicable each public security proxy received by electronic means is matched to the securities
eligible

to be

voted and reminder is sent to any custodian or trustee that has not forwarded the proxies as due Although proxies received for private

securities as well as those received in non-electronic format are voted as received Wellingtoa Management is not able to reconcile these

proxies to holdings nor does it notifr custodians of non-receipt

Research

In addition to proprietary investment research undertaken by Wellington Management investment professionals Wellington Management

conducts proxy research internally and uses the resources of nwnber of external sources to keep abreast of developments iii corporate

governance around the world arid of current practices of specific companies

Proxy Voting

Following the reconciliation process each proxy is compared against the Global Proxy Voting Guidelines and handled as follows

Generally issues for which explicit proxy voting guidance is provided in the Guidelines i.e For Against Abstair are

reviewed by the Global Research Services Group and voted in accordance with the Guidelines

Issues identified as case-by-case in the Guidelines are further reviewed by the Global Research Services Group In certain

circumstances further input is needed so the issues are forwarded to the relevant research analyst andlor portfolio managers for

their input

Absent material conflict of interest the portfolio manager has the authority to decide the final vote Different portfolio

managers holding the same securities may arrive at different voting conclusions for their clients proxies

Material Conflict of Interest Identification and Resolution Processes

Wellington Managements broadly diversified client base and functional lines of responsibility serve to mimmize the number of but not

prevent material conflicts of interest it fices in voting proxies Asusually the Corporate Governance Committee sets standards for

identiing material cosiflicts based on client vendor arid lender relationships and publishes those standards to individuals involved iss the

proxy voting process Irs addition the Corporate Governance Corunsitlee encourages all personnel to contact Llie Global Research Seivices

Group about apparent conflicts of interest even if the apparent conflict does not meet the published materiality criteria Apparent conflicts

are reviewed by designated members of the Corporate Governance Committee to determine if there is conflict and if so whether the

conflict is material

If proxy is identified as presenting material conffict of interest the matter must be reviewed by designated members of the Corporate

Governance Committee who will resolve the conflict and direct the vote In certain circumstances the designated members may
determine that the full Corporate Governance Committee should convene Any Corporate Governance Committee member who is himself

or herself subject to the identified conifict will not participate in the decision on whether and how to vote the proxy in question

Other Considerations

In certain instances Wellington Management may be unable to vote or may determine not to vote proxy on behalf of one or more

clients While not exhaustive the following list of considerations highlights some potential instances in which proxy vote might not be

entered

curities Lending

Wellington \ifsnagement maybe nnahle to vots proxies when the underlying secnnties hnve hesn lent out pursuant to clients

secnr lee lending program In general Wellington Management does not know when secusnties have heen lent out and are therefore

enavailable to be voted Efforts to recall loaned securities are not always effective but in rare circumstances Wellmgton Management

may recommend that client attempt to have its custodian recall the security to permit voting of related proxies
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Sere Blocking and Re-regiratiOn

Certain countries require shareholders to stop trading securities for period of time
prior

to and/or afier shareholder meeting in

that country i.e share blocking When reviewing proxies inshare blocking countries Wellington Management evaluates each proposal

in light
of the trading restrictions imposed and determines whether proxy issue is sufficiently important that Wellington Management

would consider the possibility
of blocking shares The portfolio manager retains the final authority to determine whether to block the

shares in the clients portfolio or to pass on voting the meeting

In certain countries re-registration
of shares is required to enter proxy vote As with share blocking re-registration can prevent

Wellington Management from exercising its investment discretion to sell shares held in clients portfolio
for substantial period of time

The decision process in blocking countries as discussed above is also employed in instances where re-registration
is necessary

Lack of Aderjate Information Untimely Receipt of Proxy Matesials or Excesve Cods

Wellington Management may be unable to enter an informed vote in certain circumstances due to the lack of information

provided in the proxy statement or by the issuer or other resolution sponsor and may abstain from voting in those instances Proxy

materials not delivered in timely ilishion may prevent analysis or entry of vote by voting deadlines In addition Wellington

Managements practice is to abstain from voting proxy in circumstances where in its judgment the costs exceed the expected benefits to

clients Requirements for Powers of Attorney and consularization are examples of such circujnstrnces

Additional Information

Wellington Management maintains records of proxies voted pursusnt to Section 204-2 of the Investment Advisers Act of 1940

the Advisers Act the Employee Retirement Income Security Act of 1974 as aniesided ERISA and other applicable laws

Wellington Mieragemesits Global Proxy Policy and Piocedures may be runended fl-our lime to time by Wellington MansgemerLl

Wellington Management provides clients with copy of its Global Proxy Policy and Procedures including the Guidelines upon wntten

request In addition Wellington Management will make specific
client information relating to proxy voting avallabte to client upon

reasonable written request

Voting Guidelines

The following is list of common proposals and guidelines on how Wellington Management anticipates voting on these proposals The

SP after proposal indicates that the proposal is usually presented as Shareholder Proposal

CompoStion and Role of the Board of Directors

Election of Di rectors Case-by-Case Wellington Management believes that shareholders ability to elect directors annually is the

most important right
shareholders have Wellington Management generally supports management nominees but will withhold votes from

any director who is demonstrated to have acted contrary to the best economic interest of shareholders Wellington Management may also

withhold votes from directors who failed to implement shareholder proposals that received majority support implemented dead-hand or

no-hand poison pills or failed to attend at least 75% of scheduled board meetings

Clafy Board of Directors Against Wellington Management will also vote in favor of shareholder proposals seeking to

decl assi fj boards

Adopt Director TenurelRstirement Age Against

Adopt Director Off icu ralannificaton For Wellington Management generally supports director and officer indemnification as

critical to the attraction and retention of qualified candidates to the board Such proposals must incorporate the duty of care

Allow ieciaI ntereS Representation to Board Against

Req.ii re Board ndependence For Wellington Management believes that in the absence of compelling counter-argument or

prevailing market norms at least 65% of board should be comprised ofrndependenl directors with independence defined by the local

snaiket regulatory authority Wellington Msnagesrments suppcrt for this level of usdependeInce may include witldnolding approval for molt

independent directors as well as votes in support of shareholder proposals calling for independence

Req.ilre Board Comnittesto tel ndependett For Key board committees are the Nominating Audit and Compensation

Committees Exceptions will be made as above in respect of local market conventions

ReqJire paration of Chair and CEO or Require Lead Director For

Approse Directors Fes For

Approve Bonusesfor Rri ng Directors Case-by-Case
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Elect SipervisDry BoarcilCorporateAseentty For

Elect/Establish Board Coninittee For

Adoçt Sareholder AcceslMajority Vote on Election ci Directors Case-by-Case Wellington Management believes that the

election of directors by majority of votes cast is the appropriate standard for compames to adopt and therefore generally will support

those proposals that seek to adopt such standard Wellington Managements support for such proposals will extend typically to situations

where the relevant company has an existing resignation policy in place for directors that receive majority of withhold votes

Wellington Management believes that it is important for majority voting to be defined within the companys charter and not simply within

the companys corporate governance policy Generally Wellington Management will not support proposals that fail to provide for the

exceptional use of plurality standard in the case of contested elections Further Wellington Management will not support proposals that

seek to adopt majority of votes outstanding i.e total votes Sigi ble to be cast as opposed to actually cast standard

Management Compensation

Adopt/Amend Sock Option Plans Case-by-Case

AdofJAmald Employee Sock Purchase Plans For

ApprovaAmend Bonus Plans Case-by-Case

In the US Bonus Plans are customarily presented for shareholder approval pursuant to Section 162m of the Omnibus Budget

Reconciliation Act of 1992 OBRA OI3RA stipulates
that certain forms ofcompensation are not tax-deductible unless approved by

shareholders mid subject to performance criteria Because OBRA does not prevent die payment of subject compensation Wellington

Management generally votes for these proposals Nevertheless occasionally these proposals are presented iii bundled foriu seeking

162 in approval mid approval of stock option plan In such cases failure of Ihe proposal prevents the awards Ibm being granted

Wellington Management will vote against these proposals where the grant portion of the proposal falls its guidelines for the evaluation of

stock option plans

Approve Renmzleaflon Policy Case-by-Case

Exchange Undorwater options Case-by-Case

Wellington Management may support value-neutral exchanges in which seniormanagement is ineligible to participate

Eli ml rate or Limit averanceAgreeTlents Golden Parachutes Case-by-Case Wellington Management will oppose excessively

generous arrangements butmay support agreements structured to encourage management to negotiate in shareholders best economic

interest

Siareholder Approval of Future veranceAgreements Covering nior ExecutivesP Case-by-Case Wellington Management

believes that severance arrangements require special scrutiny and is generally supportive of proposals that call for shareholder ratification

thereof But Wellington Management is also mindfiil of the boards need for flexibility in recruitment and retention and will therefore

oppose limitations on board compensation policy where respect for industry practice and reasonable overall levels of compensation have

been denicrasfrated

Exponse Future Sock Options For

Siareholder Approval of All Sock Option PlansP For

DiscloseAll ExecutiveCompensationP For

Reporting of Resulta

Approve Financial Satements For

at DividendsandAllccate Profits For

Li nit Non-Audit arvics Provtdai by AuiitorsP Case-by-Case Wellington Management follows the guidelines established by

the Public Company Accounting Oversight Board regarding permissible levels of non-audit fees payable to auditors

Ratify ectlcn of Auditors and at Their Fees Case-by-Case Wellington Management will generally support managements choice of

auditors unless the auditors have demonstrated failure to act in shareholders best economic interest

Elect Satutory Auditors Case-by-Case

Siareholder Approval of AuditorsP For

Siareholder Voting Rights
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Adopt Cuniilave Voting Against

Wellington Management is likely
to support cumulative voting proposals at controlled companies i.e companies with single

majority shareholder or at companies with two-tiered voting rights

174

mhtmifilc/A\netgearnas3\data\ERISA\HARTFORD\complaints Answer\Second Amen.. 11/7/2011

0001594



Prospectus Express Page 220 of 234

Case 11 1-cv-01053-RMB -KMW Document 35-3 Filed 11/14/11 Page 221 of 235 PagelD
2420

Sareholder Rights Plans Case-by-Case

Also known as Poison Pills these plans can enable boards of directors to negoliate higher takeover prices on behalf of
shareholders However these plans also may be misused to entrench management The following criteria are used to evaluate both

anagem eat and shareholder proposals regarding shareholder
rights plans We generally support plans that include

Shareholder approval requirement

Sunset provision

Permitted bid feature i.e bids that are made for all shares and demonstrate evidence of financing must be submitted to

shareholder vote

Because boards generally have the authority to adopt shareholder
rights plans wathoul shareholder approval Wellington

Management is equally vigilant in its assessment of requests for authorization of blank check preferred shares see below

Authorins Blank Chak Prerred Sock Case-by-Case

Wellington Management may support authorization requests that
specifically proscribe the use ofsuch shares for anti-takeover

purposes

ElEminate Rightto Call aecial Meehng Against

rcresse Sipermajority Vote Riuiremest Against

Wellington Management likely will support shareholder and management proposals to remove existing supennajority vote

requirements

Adopt Anti-Greenrrtail Provision For

AdOpt Corifldentla Voting SD Case-by-Case

Wellington Management requires such proposals to iaclude provision to suspend confidential voting during contested elections

so that management is not subject to constraints that do not apply to dissidents

Renrve RIght to Act by Wittm Consent Against

Capital Structure

lncrssseAuthorinsd Comrrun Sock Case-by-Case

Wellington Managelrtenlgenea-dlly supports requests foe increases up Lu 100% of the shares cuerently authorized Eaceptious will

be made when the company has
clearly articulated reasonable need for greater increase Conversely at companies trading in less liquid

markets Wellington Management may impose lower threshold

Approve Merger or Acqitation Case-by-Case

Apçxove Technical Arnendmentato Charter Case-by-Case

Opt Out of Sate Takeover Satutes For

Author ins thare Repurchase For

Author ins Trade in Company Sock For

Approve Sock its Case-by-Case

Wellington Management approves stock
splits and reverse stock splits that preserve the level of authorized but unissued shares

Approve RecapitalizatiorvReatructuring Case-by-Case

Issue Sock with or without Preemptive Righta For

Issue Dett Instruments Case-by-Case

Sidal Issues

Endcwse the Ceres Princi lies SD Case-by-Case

Dilose Political and PAC GiftuSD Case-by-Case

Wellington Management generally does not support imposition of disclosure requirements on management of companies in
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excess of regulatoly requirements

re Adortion of International Latr Orgartion Fair Latxr PrinciplesSP Case-by-Case
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Report on SJainabflity Case-by-Case

iscIarieous

Approve Other Buns Against

Approve Rnrporation Case-by-Case

Approve Third-Party Transactions Case-by-Case
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APPENDIX

The credit rating information which follows describes how the credit rating services mentioned presently rate the rlescnbed

securities or loans No reliance is made upon the credit rating firms as experts as that term is defined for securities purposes Rather

reliance on this information is on the basis that such ratings have become generally accepted in the investment business

In the case of split-rated securities or loans i.e securities or loans assigned non-equivalent credit quality ratings such as Baa by

Moodys but BB by SP or Ba by Moodys and BB by SP but by Fitch the Sub-Advisers will determine whether particular

security or loan is considered investment grade or below-investment grade for each of the Funds portfolios as follows if all three

credit rating agencies have rated security or loan the median credit rating is used for tlus determination and ii if only two credit rating

agencies have rated security the lower e.g most conservative credit rating is used In the case of intermediate ratings they are

included in the category of the primary rating For example EBB- and BBB are included in BBB and Baa includes Earl Baa2 and

Baai

RATING OF BONDS

MOODYS INVESTORS SERVICE INC MOODYS

Ann Bonds which are rated Aua are judged to be of the best quality They carry the smallest degree of investment risk and are

generally referred to as gilt edge Interest payments are protected by large or by an exceptionally stable margin and principal is secure

Whilc the various protcctivc clcmcnts arc likcly to changc such chengcs as can bc visualized arc most unlikcly to impair the

fundamentally strong position of such issues

Aa loads which are rated An arejudged to be of high quality by all standards Together with the Aaa group they comprise what are

generally known as higit grade bonds They are eated lower than the best bonds because niaigina of protection may not be as laige as in

Aaa securities or flectisation of protective elements may be ofgiealer aniplitude or there may be oilier elements present ahicli make the

long term risks appear somewhat larger than in Aaa securities

Bonds which are rated possess many favorable investment attributes and are to be considered as upper medium grade

obligations Factors giving security
to principal and interest are considered adequate but elements may be present which suggest

susceptibility to impairment sometime in the future

Baa Bonds which are rated Baa are considered as medium grade obligations i.e they are neither highly protected nor poorly secured

Interest payments and principal security appear adequate for the present but certain protective elements may be lacking or may be

characteristically unreliable over any great length of time Such bonds lack outstanding investment characteristics and in fact have

speculative characteristics as well

Ba Bonds which are rated Ba are judged to have speculative elements their future cannot be considered as well assured Often the

protection of interest and principal payments may be very moderate and thereby not well safeguarded during both good and bad tames over

the future Uncertainty of position characterizes bonds in this class

Bonds which are rated generally lack characteristics of the desirable investment Assurance of interest and principal payments or

of maintenance of other terms of the contract over any long period of time may be small

Cas Bonds which sire rated Cas are ofpoor standing Such issues maybe in default or there may he present elements of danger with

rasped to principal or interest

Ca Bonds which are rated Ca represent obligations which are speculative in high degree Such issues are often in default or have

other marked shortcomings

Bonds which arc ratcd arc the lowest ratcd class of bonds and issues so rated can bc rcgardcd as having cxtrcmcly poor prospects

of ever earning any real investment standing

STANDARD AND POORS CORPORATION STANDARD POORS

AAA Bonds raled AAA are the higheaL grade obligations Capacily io pay intereaL and repay principal is extremely strong

.A.A Bonds rated AA have very strong capacity to pay interest and repay principal and differ from AAA issues only in small degree

Bonds rated have very strong capacity to pay interest and repay principal although they are somewhat more susceptible to

sdverse effects of changes in circumstances and economic conditions than debt in the highest rated categones

BBB Bonds rated BBB and regarded as having an adequate capacity to pay interest and repay principal Whereas they normally

exhibit adequate protection parameters adverse economic conditions or changing circumstances are more likely to lead to weakened

capacity to pay interest and repay principal for debt in this category then in higher rated categories

BB CCC CC Debt rated BB CCC CC and is regarded on balance as predominantly speculative with respect to the

issuers capacity to pay interest and repay principal in accordance with the terms of the obligation While such debt will likely have
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sonic quality and protective characteristics these ate outweighed by large uncertainties or major risk exposures to adverse conditions

RATING OF COMMERCIAL PAPER

MOODYS

Issuers rated Prime-i or related supporting institutions have superior capacity for repayment of short-term promissory obligations
Prime-i repayment capacity will normally he evidenced hythe following characteristics

Leading market positions in well-established industries

High rates of return on fluids employed

Conservative capitalization structures with moderate reliance on debt and ample asset protection

Broad margins in earnings coverage of fixed financial charges and high internal cash generation

Well-established access to range of financial markets and assured sources of alternate liquidity

Issuers rated Prime-2 or related supporting institutions have strong capacity for repayment of short-term promissory obligations
This will normally be evidenced by many of the characteristics cited above but to lesser degree Earnings trends and coverage ratios
while sound will be more subiect to variation Capitalization characteristics while still appropriate may be more affected by external
conditions Ample alternate

liquidity is maintained

Issuers rated Prime-3 or related supporting institutions have an acceptable capacity for repayment of short-term promissory
obligations The effect of

iridustay characteristics and market composition may be more pronounced Variability in earnings and

profitability may result in changes in the level of debt protection measurements and the requirement for
relatively high financial leverage

Adequate alternate liquidity is maintained

Issuers rated Not Pnme do not tall within any of the Prime rating categories

STANDARD POORS

The relative strength or weakness cf the following factors determines whether the issuers commercial paper is rated A-i or A-2

Liquidity ratios are adequate to meet cash requirements

Liquidity ratios are basically ae follows broken down by the type of issuer

Industrial Company acid test ratio cash flow as percent of current liabilities short-term debt as percent of current

linbiliues short-term debt ss percent of current assets

Utility current liabilities as percent of revenues cash flow as percent of current liabilities short-term debt as percent
of capitalization

Finance Company current ratio current liabihtres as percent of net receivables current liabihties as percent cf total

liabihtiss

The long-term senior debt ratmg is orbefter in some instances BBB credits maybe allowed if other factors outweigh theBBB

The issuer has access to at least two additional chaiuiels of borrowing

Basic earnings and cash flow have an upward trend with allowances made for unusual circumstances

Typically the issuers industry is well established and the issuer has strong position within its industsy

The
reliability and quality ofmanagemsnt are unquestioned

RATING OF TAX EXEMPT BONDS

STANDARD POoRS RATINGS SERVICES Its ratings far municipal debt have the following definitions

Debt rated AAA has the highest rating assigned by Standard Poors Capacity to pay interest and repay principal is extremely
strong

Debt rated AK has very strong capacity to pay interest and repay principal and differs from the higher rated issues only in small
degree

Debt rated has strong capacity to pay intcrcst and rcpay principal although it is somewhat more susccptiblc to thc udvcrsc cffccts

of changes in circumstances and economic conditions than debt in higher rated categories
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Debt rated BBB is regarded as having an adequate capacity to pay interest and repay principal Whereas it normally exhibits

adequate pmtection parameters adverse economic conditions or changing circumstances are more likely to lead to weakened capacity to

pay interest and repay principal
for debt in this categoly than in higher rated categones

Debt rated BB CCC and CC is regarded on balance as predominantly speculative with respect to capacity to pay interest

and repay principal in accordance with the terms of the obligation BB indicates the lowest degree of speculation and the highest

degree of speculation While such debt will likely have some quality and protective characteristics these are outweighed by large

ancertainlies or major risk exposures to adverse conditions

17S
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Debt rated has less near-term vulnerability to default than other speculative issues However it faces maj or ongoing uncertainties

or exposure to adverse business financial or economic conditions which could lead to inadequate capacity to meet timely interest and

principal payments The BB rating category is also used for debt subordinated to sernor debt that is assigned an actual or implied BBB
rating

Debt rated has greater vulnerability to default but currently has the capacity to meet interest payments and principal repayments

Adverse business financial or economic conditions will likely impair capacity or willingness to pay interest and repay principal The

rating category is also used for debt subordinated to senior debt that is assigned an actual or implied BB or BB rating

Debt rated CCC has currently identifiable vulnerability to default and is dependent upon favorable business financial and

economic conditions to meet timely payment of interest and repayment of principal In the event of adverse business financial or

economic conditions it is not likely to have the capacity to pay interest and repay pnncipal The CCC rating category is also used to

debt subordinated to senior debt that is assigned an actual or implied Bor B- rating

The rating CC is typically applied to debt subordinated to senior debt that is assigned an actual or implied CCC rating

The rating is typically applied to debt subordinated to senior debt which is assigned an actual or implied CCC-debt rating The

rating may be used to cover situation where bankruptcy petition
has been filed but debt service payments are continued

The rating CI is reserved for income bonds on which no interest is being paid

Debt rated is in payment default The rating category is used when interest payments or pnncipal payments sre not made on

the date due even if the applicable grace period has not expired unless Standard Poors believes that such payments will be made during

suds grace period The ratisig also will be used upon the filing of bankruptcy petition
if debt service

paynsesiti
ate jeopardized

The satings
flout A.A to CCC may be modified by the addition of plus or minus sign Lo show telative standing withiss Use saajru

categories

NR indicates that no rating has been requested that there is insufficient information on which to base rating or that Standard

Poors does not rate particular type of obligation as matter of policy

BOND INVESTMENT QUALITY STANDARDS Under present commercial bank regulations issued by the Comptroller of the

Currency bonds rated in the top four categories AAA BBB commonly known as Investment Grade ratings are generally regarded

as eligible
for bank investment In addition the legal

investment laws of vanous states impose certain rating or other standards for

obligations eligible for investment by savings banks trust companies insurance companies and fiduciaries generally

MOODYS INVESTORS SERVICE INC Its ratings for municipal bonds include the following

Bonds which are rated Aaa are judged to be of the best quality They carry the smallest degree of invesintent risk and are generally

referred to as gilt edge Interest payments are protected by large or by an exceptionally stable margin and principal is secure While the

various protective elements are likely to change such changes as can be visualized are most unlikely to impair the fimdainentally strong

position of such issues

Ronds which are rated Aa are judged to he ofhigh quahir by all standards Together with the Aaa group they comprise what are

generally known as high grade bonds They are rated lower than the heat bonds because margins of protection may not he as large as in

Aaa securities or fluctuation of protective elements may be of greater amplitude or there may be other elements present which make long

term risk appear somewhat laaper
than in An securities

Bonds which are rated possess many favorable attributes and are to be considered as upper medium grade obligations Factors

giving security to principal and interest are considered adequate but elements may be present which suggest susceptibility to impairment

somctimc in thc thturc

Bonds which are rated Baa are considered as medium grade obligations i.e they are neither highly pnitected nor poorly secured

Interest payments and principal security appear adequate for the present but certain protective elements may be lacking or may be

clsaracterislically unreliable over any great length of time Such bonds lack outstanding investment chsracteiistics and iii fact have

speculative clasnscteriatics as well

Bonds which are rated Ba are judged to have speculative elements their listure cannot be considered as well assured Often the

protection of interest and principal payments may be very moderate and thereby not well safeguarded during both good and bad times over

the future Uncertainty of position characterizes bonds in this class

Bonds which are rated generally lack characteristics of the desirable investment Assurance of interest and prmcipal payments or

ofmaintenance of other terms of the contract over any long period of time may be small

Bonds which are rated Can are ofpoor standing Such issues maybe in default or there maybe present elements of danger with

respect to principal or interest
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Bonds which are rated Ca represent obligations which are speculative in high degree Such issues are often in default or have other
in arked shortcomings

Bonds which are rated are the lowest rated class of bonds and issues so rated can be regarded as having extremely poor prospects
of ever attaining any real investment standing

RATING OF MUNICIPAL NOTES AND OTHER SHORT-TERM LOANS

STANDARD POORS RATINGS SERVICES Standard Poors note rating reflects the liquidity concerns and market
access risks unique to notes Notes due in three years or less will likely receive note rating Notes maturing beyond three years will most
likely receive long-term debt rating

Note rating symbols are as follows

SP-l Very strong or strong capacity to pay principal and interest Those issues determined to possess overwhelming safety
characteristics will be given plus designation

SP-2 Satiefactosy capacity to pay principal and intereet

SP-3 Speculative capacity to pay principal and interest

MOODYS INVESTORS SERVICES Moodys ratings for state and municipal notes and other short-tenn loans are designated

Moodys Investment Grade MIG This distinction is in recognition of the differences between short-term credit risk and long-term risk
Factors affecting the

liquidity of the borrower and slioit-teim cyclical elements are critical in short-tents ratings while other factors of
sisajor importance in bond risk may be less important over the short run In the case of variable rate demand obligations twc ratings are

assigned one repsesenhisLg an evaluation of lie degree of sisk associated with scheduled principal and isitmest payments arid the oilier

representing an evaluation of the degree of risk associated with the demand feature The short-term rating assigned to the demand feature
of variable rate demand obligations is designated as VMIG Moodys ratings for short-term loans have the following definitions

MIG-l/VMIG-l This designation denotes best quality There is present strong protection by established cash flows superior liquidity

support or demonstrated broad-based access to the market for refinancing

MIG-2/VMIG-2 This designation denotes high quality Margins of protection are ample although not so large as in the preceding

group

MIG-3/VMIG-3 This designstion denotes favorable quality All security elements are accounted for but there is lacking the undeniable

strength of the preceding grades Liquidity and cash flow protection may be narrow and market access for refinancing is
likely

to be

less well established

MIG-4/VMIG-4 This designation denotes adequate quality Protection commonly regarded as required of an investment security it

present and although not distinctly or predominantly speculative there is specific risk

RATING OF TAX-EXEMPT DEMAND BONDS

Standard Poors assigns dual
ratings to all long-term debtissues that have as part of their provisions demander double

feature

The first
rating addresses the likelihood ofrepayment of principal and interest as due and the second rating addresses only the demand

feature The long-term debt
rating symbols are used for bonds to denote the long-term maturity and the commercial paper rating symbols

are used to denote the put option for example AAAIA-1 For the newer demand notes Standard Poors note rating symbols
combined with the commercial paper symbols are used for example SP-l/A-l-l-

INTERNATIONAL LONG-TERM CREDIT RATINGS

FITCH INC

The following ratings scale applies to foreign currency and local currency ratings

INVESTMENT GRADE

.AAA

Highest credit quality AAA
ratings

denote the lowest expectation of credit risk They are assigned only in ease cf exceptionally

strong capacity for timely payment of financial commitments This capacity is highly anlikely to be adversely affected by foreseeable

events

Very high credit quality AA ratings denote very low expectation of credit risk They indicate very strong capacity for timely
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payment of financial commitments lliis capacity is not sinificant1y vulnerable to foieseeable events
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High credit quality ratings denote low expectation of credit risk The capacity for timely payment of financial commitments is

considered strong This capacity may nevertheless be more vulnerable to changes in circumstances or in economic conditions than is the

case for higher ratings

BBB

Good credit quality BBB ratings indicate that there is currently low expectation of credit risk The capacity for timely payment of

financial commitments is considered adequate but adverse changes in circumstances and in economic conditicns are more likely to impair

this capacity This is the lowest investment-grade category

SPEC JI.ATTVE GRADE

BB

Speculative BBratings indicate that there is possibility
of credit risk developing particularly

as the result of adverse economic

change over time however business or financial alternatives may be available to allow financial commitments to be met Secunties rated

in this category are not iavestinent grade

llighly specuiative 13 ratings indicate that significant credit risk is present but limited margin of safety remains Financial

conuuitments aie currently being met however capacity for continued payment is contingent upon sustained favorable business and

economic environnieiit

CCC CC

1-11gb default risk Default is real possibility Capacity for meeting financial commitments is solely reliant upon sustained favorable

business or economic developments CC rating indicates that default of some kind appears probable ratings signal imminent

default

DDD DD

Default The ratings of obligations in this category are based on their prospects for achieving partial or fill recovery in reorganization

or liquidation of the obligor While expected recovery values are highly speculative and cannot be estimated with any precision the

following serve as general guidelines DOD obligations have the highest potential
for recovery around 90%- 100% of outstanding

amounts and accrued interest DO indicates potential recoveries in the range of 50%- 90% and the lowest recovery potential i.e

below 50%

Entities rated in this category have defaulted on some or all of their obligations Entities rated DDD have the highest prospect for

resumption ofperfonnance or continued operation with or without formal reorganization proceas Entities rated DO and are

generally undergoing formal reorganization or liquidation process those rated DO are likely to satist5 higher portion of their

outstanding obligations white entities rated have poor prospect of repaying all obligations

INTERNATIONAL SHORT-TERM CREDIT RATINGS

FITCH INC

The following ratings scnls applies to foreign currency and local currency ratings Short-term rating has time horizon of less than

12 months for most obligations or up to threo years for US public finance securities and thus places greater cmphasis on the liquidity

necessary to meet financial commitments in timely maimer

Fl

Highest credit qualily tadicates the songes1capacity for timely payment of ilnancial cosumiLments niay have an added Lu deaute

any exceptionally strong credit feature

F2

Good credit quality satisfactory capacity for timely payment of financial commitments but the margin of safety is not as great as in

the case of the higher ratings

F3

Fair credit quality The capacity for timely payment of financial commitments is adequate however near-term adverse changes could

result in reduction to non-investment grade
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Speculative Minimal capacity for timely payment of financial commitments plus vulnerability to near-term adverse changes

financial and economic conditions

is
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High default risk Default is real possibility Capacity for meeting financial commitments is solely reliant upon sustained favorable

business and economic environment

Default Denotes actual or imminent payment default

NOTES TO LONO-TERM AND SHORT-TERM RATINGS or may be appended to rating to denote relative status within

major rating categories Such suffixes are not added to the AAA Long-term rating category to categories below CCC or to Short-

term ratings other than Fl

NR indicates that Fitch Ratings does not rate the issuer or issue in question

\iTithdmwn rating is withdrawn when Fitch Ratings deems the amount of information available to be inadequate for
rating

purposes or when an obligation matures is called or refinanced

Rnting Watch Ratings are placed on Rating Watch to notilS investors that there is reasonable probability of
rating change and the

likely direction of such change These are designated as Positive indicating potential upgrade Negative for potential downgrade
or Evolving if ratings may be raised lowered or maintained Rating Watch is typically resolved over relatively

short period

Rating Overlook indicates the direction rating is likely to move over one to two-year period Outlooks may be positive stable or

negative positive or negative Rating Outlook does not imply rating drange is inevitable Similarly ratings for which outlooks are

stable could be upgraded or downgraded before an outlook nioves to positive or negative if circumstances warrant such an action

Occasionally Fuels Ratings suay be unable to identify tire fundaniental trend In these eases the Rating Outlook may be described as

evolving
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Supplement to SAl dated 08/05/2011

SUPPLEMENT
DATED AIICTTJST 2011 TO THE

COMBINED STATEMENT OF ADDITIONAL INFORMATION
DATED MARCH 12011 AS AMENDED AND RESTATED MAY 31 2011

FOR THE HARTFORD MUTUAL FUNDS INC THE SAT

Effective August 2011 the SAl Is revised as follows

The Hartford Floating Rate Fund The Hartford Healthcare Fund formerly me Hartford Global Health Fund and The
Hartford Municipal OpportunItIes Fund

in the section titled General Information the ninth paragraph is restated as follows

Each Fund except Emerging Markets Local Debt Fund and World Bond Fund is diversified fund

Emerging Markets Local Debt Fund and World Bond Fund are non-diversified funds

In the section tJtled Investment Objectives and Polices Classification the first two paragraphs are restated as

follows

Each Fund except Emerging Markets Local Debt Fund and World Bond Fund has elected to be
classified as diversified series of an open-end management investment company As diversified fund at

least 75% of the value of each such Funds total assets must be represented by cash and cash items

including receivables U.S Government securities securities of other investment companies and other

securities for the purposes of this calculation limited in respect of any one issuer to an amount not greater

in value than 5% of the value of the total assets of such Fund and ii to not more than 10% of the

outstanding voting securities of such issuer

Emerging Markets Local Debt Fund and World Bond Fund each has elected to be classified as

non-diversified series of an open-end management investment company which means that these Funds are

not required to comply with the diversification rules of the 1940 Act Because non-diversified fund may
invest in securities or loans of relatively few issuers or borrowers it involves more risk than diversified fund
since any factors affecting given company could affect performance of the fund to greater degree
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In the table at the beginning of the section titled Investment Risks the Non-Diversification Risk designation Is deleted for

The Hartford Fkating Rate Fund The Hartford Healthcare Fund formerly The Hartford Global Health Fund and The Hartford

Municipal Opportunities Fund

This Supplement should be retained with your SAl for future reference
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UNITED STATES DISTRICT COURT

FOR THE DiSTRICT OF NEW JERSEY

JENNIFER KASILACI LOUTS

MELL1NUER JUDITH

IvL MENENDEZ JACQUELINE
ROBTNSON and

LINDA RUSSELL et

Plaintiffs

Civil Action No 11 -cv-l 083 RMB AMD

HARTFORD INVESTMENT

FINANCIAL SERVICES LLC

Defendant

ANSWER AND AFFIRMATIVE DEFENSES TO SECOND AMENDED COMPLAINT

Defendant Hartford Investment Financial Services LLC Defendant or H1FSCO

answers Plaintiffs Second Amended Complaint as follows Except as otherwise expressly

admitted HIFSCO denies each and every allegation in paragraphs through 258 of the Second

Amended Complaint the SAC including without limitation the headings subheadings

tabular illustrations footnotes and exhibits contained in the SAC To the extent that any

response is required to headings or other unnumbered paragraphs in the SAC HIISCO denies all

allegations contained therein HIFSCO expressly reserves the right to amend andlor supplement

its Answer

NATURE OF TILE ACTION

The allegations of Paragraph contain Plaintiffs characterization of the SAC to

which no response is required To the extent response is required HIFSCO denies the

allegations in Paragraph
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The allegations of Paragraph state legal conclusions to which no answer is

required

HJFSCO admits the allegations of Paragraph

NIPSCO admits the allegations of Paragraph

HIFSCO admits that it serves as the investment adviser to the Hartford Funds as

defined in the SAC and denies the remaining allegations of Paragraph

HIFSCO states that it receives fees for the investment management services it

provides to the Hartford Funds pursuant to various investment management agreements

HIFSCO states that the allegations regarding distribution services and fees including the third

sentence of Paragraph relate to claim that was dismissed by the Court and therefore no

response is required HIFSCO denies the remaining allegations of Paragraph

The allegations of Paragraph contain Plaintiff characterization of the SAC

and therefore no response is required To the extent response is required HIPS CO denies the

allegations of Paragraph

The allegations of Paragraph relate to claim that was dismissed by the Court

and therefore no response is required

The allegations of Paragraph contain Plaintiffs characterizations of the SAC

and state legal conclusions to which no response is required

10 The allegations of Paragraph to contain Plaintiffs characterizations of the SAC

and therefore no response is required

11 The allegations of Paragraph 11 contain Plaintiffs characterization of the SAC

and therefore no response is required

-2-
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12 HIFSCO is without knowledge or information sufficient to form belief as to the

truth of the first sentence of Paragraph 12 HJFSCO denies the remaining allegations
of

Paragraph 12

IL JURISDICTION AND VENUE

13 The allegations of Paragraph 13 contain legal conclusions to which no answer is

required

14 The allegations of Paragraph 14 contain legal conclusions to which no answer is

required

15 The allegations of Paragraph 15 contain legal conclusions to which no answer is

required

16 The allegations of Paragraph 16 contain legal conclusions to which no answer is

required

Ill PARTIES

Plaintiffs

17 HIFSCO is without knowledge or information sufficient to form belief as to the

truth of the allegations of Paragraph 17

118 HLFSCO is without kiiowlcdge or information sufficient to form belief as to thc

truth of the allegations of Paragraph 18

19 HIFSCO is without knowledge or information sufficient to form belief as to the

truth of the allegations of Paragraph 19

20 HIFSCO is without knowledge or information sufficient to form belief as to the

truth of the allegations of Paragraph 20

-3-
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21 HJFSCO is without knowledge or information sufficient to form belief as to the

truth of the allegations of Paragraph 21

22 HIFSCO is without knowledge or information sufficient to form belief as to the

truth of the allegations of Paragraph 22

Defendant

23 11IFSCO admits the allegations of PaTagraph 23

24 HIFSCO states that pursuant to various investment management agreements

collectively the Investment Management Agreements which are in writing and speak for

themselves HIESCO provides certain investment management services to the Hartford Funds

25 HIFSCO states that the allegations of Paragraph 25 relate to claim that was

dismissed by the Court and therefore no response is required

26 HIFSCO states that pursuant to the Investment Management Agreements which

are in writing and speak for themselves HIFSCO received fees for the performance of

investment management services HIFSCO states that the allegations of the second sentence of

Paragraph 26 and the allegation regarding its status as control person state legal conclusions

to which no answer is required

III BACKGROUND INFORMATION ABOUT THE iNVESTMENT MANAGEMENT
INDUSTRY AND TIlE PURPOSE OF SECTION 36b

27 IIIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations concerning the creation and management of mutual funds

relating to the industry as whole IIIFSCO further states that the opinion in Daily Income

Fund Inc Fox 464 U.S 526 536 1984 is in writing and speaks for itself
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28 HFSCO states that the document referenced in Paragraph 28 is in writing and

speaks for itself HIFSCO ftirther states that it is without knowledge or information sufficient to

form bclicf as to the truth of the remaining allegations of Paragraph 28

29 HIFSCO admits that Congress enacted the Investnient Company Act of 1940 the

ICAin 1940 and further states that the ICA is in writing and speaks for itself HIFSCO

further states that is without knowledge or information sufficient to form belief as to the truth

of the remaining allegations of Paragraph 29

30 IIIFSCO states that the ICA is in writing and speaks for itself and further states

that it is without knowledge or information sufficient to form belief as to the remaining

allegations of Paragraph 30

31 HIESCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 31

32 HIFSCO admits that ICA 36b was added to the ICA in 1970 and states that it

is without knowledge or infonnation sufficient to form belief as to the remaining allegations of

the first sentence of Paragraph 32 HJFSCO further states that the ICA is in writing and speaks

for itself The remaining allegations of Paragraph 32 are legal conclusions to which no answer is

required

33 HIFSCO states that the ICA is in writing and speaks for itself and further states

that it is without knowledge or information sufficient to form belief as to the truth of the

remaining allegations of Paragraph 33

34 HIFSCO denies the allegations of Paragraph 34

35 H1FSCO states that the allegations of Paragraph 35 contain legal conclusions to

which no answer is required
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IV FACTORS GENERALLY RIIIEVANT TO SECTION 36b CLAIM

36 HJFSCO states that ICA 36b is in writing and speaks for itself

37 l-IIFSCO states that the allegations of Paragraph 37 contain legal conclusions to

which no answer is required

38 1-HFSCO states that the allegations of Paragraph 38 contain legal conclusions to

which no auswer is required

39 H1FSCO states that the allegations of Paragraph 39 contain legal conclusions to

which no answer is required

40 HIFSCO denies the allegations of Paragraph 40

41 HIFSCO states that the fees paid by the Hartford Funds to HIFSCO are paid

pursuant to Investment Management Agreements that are in writing and speak for themselves

HIFSCO denies the remaining allegations of Paragraph 41

42 H1FSCO denies the allegations of Paragraph 42

43 HIFSCO states that the contract between HIFSCO and Wellington Management

Company LLP Wellington and the contract between IIIFSCO and hartford Investment

Management Company HIMCO together the Sub-Advisers are in writing collectively

the Sub-Advisory Agreements and speak for themselves HIFSCO denies the remaining

allegations of Paragraph 43

44 HTFSCO admits the allegations in the first sentence of Paragraph 44 As for the

second sentence HIFSCO states that HIMCO was the sub-adviser to the Hartford Conservative

Allocation Fund and the Hartford Inflation Plus Fund until June 2012
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45 HIFCO states that the fee schedules for the Hartford Funds are in writing and

speak for themselves FLIFSCO further states that the Sub-Advisory Agreements are in writing

and speak for themselves

46 HIFSCO states that the listed amounts in Paragraph 46 paid by the Hartford Funds

to HIFSCO and the amounts paid by HIFSCO to the Sub-Advisers are accurately reproduced

from the Funds annual reports for the year ending October 31 2010 HIFSCO denies the

remaining allegations of Paragraph 46

47 HIFSCO states that the listed amounts in Paragraph 46 paid by the Hartford Funds

to HIFSCO and the amounts paid by HIFSCO to the Sub-Advisers are accurately reproduced

from the Funds annual reports for the year ending October 31 2010 HTFSCO denies the

remaining allegations of Paragraph 47

48 HIFSCO denies the allegations of Paragraph 48

49 HIFSCO states that the Investment Management Agreements are in writing and

speak for themselves HIFSCO denies the remaining allegations of Paragraph 49

50 HIFSCO states that the Jnvestment Management Agreements and Sub-Advisory

Agreements are in writing and speak for themselves HIFSCO denies the remaining allegations

of Paragraph 50

51 IIIESCO denies the allegations of Paragraph 51

52 HIFSCO states that the Investment Management Agreements and Sub-Advisory

Agreements are in writing and speak for themselves HIFSCO denies the remaining allegations

of Paragraph 52
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53 HIFSCO states that the Investment Management Agreements and Sub-Advisory

Agreements are in writing and speak for themselves HIFSCO denies the remaining allegations

of Paragraph 53

54 IIIFSCO states that the Investment Management Agreements Sub-Advisory

Agreements and the March 2011 Combined Statement of Additional Information for the

Hartford Funds SM are in writing and speak for themselves HIFSCO denies the remaining

allegations of Paragraph 54

55 TTIFSCO denies the allegations of Paragraph 55

56 HIFSCO states that the Investment Management Agreements are in writing and

speak for themselves

57 JIFSCO states that the Investment Management Agreements are in writing and

speak for themselves

58 HIIFSCO states that the Annual Report for the Hartford Global Health Fund for

the year ending October 31 2010 is in writing and speaks for itself and further denies the

remaining allegations of Paragraph 58

59 IIIFSCO states that the Annual Reports for the Hartford Funds for the year ending

October 312010 are in writing and speak for themselves and further denies the remaining

allegations of Paragraph 59

60 HIFSCO states that the Investment Management Agreements are in writing and

speak for themselves and further denies the remaining allegations of Paragraph 60

61 HTFSCO states that the March 2011 Annual Prospectus for the Hartford Global

Health Fund is in writing and speaks for itself
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62 HJFSCO states that the allegations of Paragraph 62 contain Plaintiffs

characterization of the SAC to which no response is required

63 HIFSCO states that the allegations of the first sentence of Paragraph 63 contain

Plaintiffs characterization of the SAC to which no response is required HIFSCO states that the

document referenced in the second sentence of Paragraph 63 is in writing and speaks foT itself

64 1-11ESCO states that the allegations of Paragraph 64 contain Plaintiffs

characterization of the SAC to which no response is required

65 HIFSCO denies the allegations of Paragraph 65

66 HIFSCO states that the SAl is in writing and speaks for itself

67 HIFSCO denies the allegations of Paragraph 67

68 HIFSCO states that the Investment Management Agreements are in writing and

speak for themselves

69 H1FSCO states that the Hartford Funds Annual Reports for the year ending

October 31 2010 and the Sub-Advisory Agreements are in writing and speak for themselves and

further denies the remaining allegations of Paragraph 69

70 HIFSCO states that the Investment Management Agreements Sub-Advisory

Agreements and Annual Reports are in writing and speak for themsclvcs and further denies the

allegations of Paragraph 70

71 HIESCO states that the Investment Management Agreements are in writing and

speak for themselves

72 HIFSCO denies the allegations of Paragraph 72

73 HIFSCO denies the allegations of Paragraph 73
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74 HIFSCO states that the Declaration of Steve Pomerantz is in writing and speaks

for itself and denies the remaining allegations of Paragraph 74

75 HIFSCO states that the Declaration of Steve Pomerantz is in writing and speaks

for itself and denies the remaining allegations of Paragraph 75

76 l-IIFSCO states that the Declaration of Steve Pomerantz is in writing and speaks

for itself and denies the remaining allegations of Paragraph 76

77 UIFSCO states that the Declaration of Steve IPomerantz is in writing and speaks

for itself and denies the remaining allegations of Paragraph 77

78 HIFSCO states that the Declaration of Steve Pomerantz is in writing and speaks

for itself and denies the remaining allegations of Paragraph 78

79 HIFSCO denies the allegations of Paragraph 79

80 HIFSCO states that the allegations of Paragraph 80 state legal conclusions to

which no answer is required and to the extent an answer is required denied

81-100 IIIFSCO states that the allegations of Paragraphs 81 through 100 relate to

claim that was dismissed by the Court and thcrcforc no response is required

101 HWSCO states that the document referenced in Paragraph 101 is in writing and

speaks for itself

102 J-states that the allegations of the first sentence of Paragraph 102 contain

legal conclusions to which no answer is required IIIFSCO denies that Plaintiffs have accurately

characterized economies of scale in Paragraph 102

103 HIFSCO denies that Plaintiffs have accurately characterized economies of scale

in Paragraph 103
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104 HIFSCO denies that Plaintiffs have accurately characterized economies of scale

in Paragraph 104

105 IIIFSCO states that the allegations of Paragraph 105 consist of mathematical

calculations that speak for themselves

106 HIFSCO denies the allegations of Paragraph 106

107 HIFSCO states that the documents referenced in Paragraph 107 are in writing and

speak for themselves and further states that it is without knowledge or information sufficient to

form belief as to the truth of the remaining allegations of Paragraph 107

10K HIFSCO denies that Plaintiffs have accurately characterized economies of scale

in Paragraph 108

109 HIFSCO states that the GAO Report referenced in Paragraph 109 is in writing and

speaks for itself and further denies the remaining allegations of Paragraph 109

110 HIFSCO denies the allegations of Paragraph 110

111 HIESCO states that HIFSCOs management fee structures with respect to the

Hartford Funds are reflected in the Investment Management Agreements which are in writing

and speak for themselves HIFSCO denies the remaining allegations of Paragraph Ill

112 HIESCO states that breakpoints in its fcc structures for the Hartford Funds are

used to pass along economies of scale to Fund shareholders IIIFSCO further states that the

document referenced in Paragraph 112 is in writing and speaks for itself

113 ITHFSCO denies that Plaintiffs have accurately characterized economies of scale

in Paragraph 113

114 HJFSCO states that the allegations of Paragraph 114 relate to claim that was

dismissed by the Court and therefore no response is required
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115 HIESCO denies the allegations of Paragraph 115

116 HIFSCO denies the allegations of Paragraph 116

117 HIFSCO denies the allegations of Paragraph 117

118 HIFSCO states that the management fee structures for the Hartford Funds are

reflected in the Investment Management Agreements which are in writing and speak for

themselves HIFSCO denies the remaining allegations of Paragraph 118

119 HIFSCO denies the allegations of Paragraph 119

120 HIFSCO states that the Sub-Advisers are compensated pursuant to fee structures

that are reflected in written Sub-Advisory Agreements that speak for themselves HIFSCO

frirther states that it is compensated by the Hartford Funds pursuant to fee structures that are

reflected in written Investment Management Agreements that speak for themselves HJFSCO

denies the remaining allegations of Paragraph 120

121 HIFSCO states that Wellingtons fee structure is reflected in written contracts that

speak for themselves and further denies the remaining allegations of Paragraph 121

122 HIFSCO states that it is without knowledge or infomiation sufficient to form

belief as to the truth of the allegations of Paragraph 122

123 HIFSCO states that Wellingtons fee structure is reflected in written contracts that

speak for themselves HIFSCO further states that its fee structure is reflected in written

Investment Management Agreements that speak for themselves

124 HIPS CO states that Wellingtons fee structure is reflected in written contracts that

speak for themselves HIFSCO further states that its fee structure is reflected in written

Investment Management Agreements that speak for themselves
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125 HIFSCO states that the sub-advisory fees for the Hartford Inflation Plus Fund and

the Hartford Conservative Allocation Fund are reflected in written contracts that speak for

themselves EIHFSCO denies the remaining allegations of Paragraph 125

126 IHESCO denies the allegations of Paragraph 126

127 IIIFSCO denies the allegations of Paragraph 127

128 HIFSCO denies the allegations of Paragraph 128

129 HIFSCO denies the allegations of Paragraph 129

130 HIFSCO denies the allegations of Paragraph 130

131 HIFSCO denies the allegations of Paragraph 131

132 HIFSCO denies the allegations of Paragraph 132

133 IIIFSCO states that the allegations of the first sentence of Paragraph 133 contain

Plaintiffs characterizations of the SAC to which no response is required HIFSCO denies the

remaining allegations of Paragraph 133

134 HFSCO denies the allegations of Paragraph 134

135 HWSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 135

136 HIPS CO admits that Wellington is the sub-adviser to the Hartford Funds named

in Paragraph 136 and states that it is without knowledge or information sufficient to fonu

belief as to the truth of the remaining allegations of Paragraph 136

137 HIFSCO denies the allegations of Paragraph 137

138 HIFSCO denies the allegations of Paragraph 138

139 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 139
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140 II1FSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 140

141 EUFSCO denies the allegations of Paragraph 141

142 EIIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 142

143 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 143

144 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 144

145 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 145

146 HIESCO denies the allegations of Paragraph 146

147 HIESCO states that transfer agency fees represent portion of mutual funds

expenses and further denies the remaining allegations of Paragraph 147

148 HIFSCO states that the Investment Company Institute Idpublication

referenced in Paragraph 148 is in writing and speaks for itself

149 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 149

150 HIFSCO states that the ICI publication referenced in Paragraph 150 is in writing

and speaks for itself

151 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 151
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152 H1FSCO states that the allegations of the first sentence of Paragraph 152 contain

Plaintiffs characterizations of the SAC to which no response is required and further states that it

is without knowledge or information sufficient to form belief as to the truth of the remaining

allegations of Paragraph 152

153 H1FSCO admits that Hanford Administrative Services Company HASCOis

an affiliate of IIIFSCO and serves as the transfer agent for the Hartford Funds H1FSCO states

that the duties of HIFSCO and HASCO respectively are reflected in written contracts that speak

for themselves

154 HIFSCO states that the allegations of the first sentence of Paragraph 154 contain

Plaintiff characterization of the SAC to which no response is required HIFSCO further states

that transfer agency fees are paid separately from investment management by the Hartford

Funds

155 HIPS CO states that the transfer agent fees for the Hartford Global Health Fund

the Hartford Advisers Fund and the Hartford Growth Opportunities Fund are reflected in written

contracts with HASCO that speak for themseves

156 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the aUegations of the first sentence of Paragraph 156 HIFSCO states that

the investment management fees and transfer agent fees paid by the Hartford Funds to HLFSCO

and FIASCO respectively are reflected in written contracts which speak for themselves

157 I-IJFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 157

58 HIFSCO states that the Investment Management Agreements are in writing and

speak for themselves
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159 HIFSCO stales that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 159

160 IHFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of the first sentence of Paragraph 160 HIFSCOfurther

states that the services provided by l-HFSCO to the Hartford Funds are reflected in written

Investment Management Agreements which speak for themselves

161 l-TIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 161

162 HIFSCO states that it is without knowledge or information sufficient to fbrm

belief as to the truth of the allegations of the first two sentences of Paragraph 162 HIFSCO

further states that the services provided by HLFSCO to the Hartford Funds are reflected in written

Investment Management Agreements which speak for themselves

163 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of the first two sentences of Paragraph 163 HJFSCO

further states that the services provided by KIFSCO to the Hartford Funds are reflected in written

Investment Management Agreements which speak for themselves

164 HIESCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations coneeming Vanguard contained in Paragraph 164 and

further denies the remaining allegations of Paragraph 164

165 HIFSCO denies the allegations of Paragraph 165

166 T-IIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 166
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167 H1FSCO states that the fees paid by the Hartford Growth Opportunities Fund to

HIFSCO are pursuant to Investment Management Agreements which arc in writing and speak for

themselves IiIFSCO denies that the Vanguard fhnd referenced in Paragraph 167 is

comparable to the Hartford Growth Opportunities Fund IIIFSCO further states that it is

without knov1edge or infonnation sufficient to form belief as to the truth of the remaining

allegations of Paragraph 167

168 HIFSCO states that the fees paid to HIFSCOby the Hartford Global Health Fund

the Hartford Advisers Fund and the Hartford Growth Opportunities Fund are pursuant to

Investment Management Agreements which are in writing and speak for themselves HJFSCO

denies that the Vanguard funds referenced in Paragraph 168 are comparable to the above-

referenced Hartford Funds HIFSCOfurther states that it is without knowledge or information

sufficient to form belief as to the truth of the remaining allegations of Paragraph 168

169 HIPS CO states that pursuant to written Sub-Advisory Agreements which speak

for themselves sub-advisers receive compensation for services provided to the Hartford Funds

HIFSCO further states that it is withoul knowledge or information sufficient to form belief as

to the truth of the remaining allegations of Paragraph 169

170 IIIFSCO admits the allegations of the first scntcncc of Paragraph 170 HIFSCO

states that it is without knowledge or information sufficient to form belief as to the truth of the

remaining allegations of Paragraph 170

171 denies the allegations of Paragraph 171

172 HIFSCO denies the allegations of Paragraph 172

173 HIFSCO denies the allegations of Paragraph 173
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174 IIIFSCO admits the allegations of Paragraph 174 but denies any implication that

the services provided by IIIFSCO to the third-party institutional or separately managcd

accounts refcrcnced in Paragraph 174 arc comparable to the services provided by IIIFSCO to

the Hartford Funds

175 FHFSCO states that the allegations of Paragraph 175 contain legal conclusions to

which no answer is required

176 HTFSCO denies the allegations of Paragraph 176

177 HIFSCO denies the allegations of Paragraph 177

178 HIFSCO denies the allegations of Paragraph 178

179 HIFSCO states that IIIMCO has provided certain services to the State Board of

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

Inc

180 HISCO denies the allegations of Paragraph 180

181 HIFSCO states that the Hartford Inflation Plus Fund paid investment management

fees to HIFSCOin 2010 pursuant to written Investment Management Agreement that speaks

for itself HIFSCO denies that the services provided by HIFSCO to the flartford Inflation Plus

Fund are comparable to the services that HIMCO provides the institutional clicnts rcfcrcnced in

Paragraph 181 further denies the remaining allegations of Paragraph 181

182 HIFSCO denies the allegations of Paragraph 182

183 HIFSCO states that the allegations of Paragraph 183 contain legal conclusions to

which no answer is required

184 HIFSCO states that the allegations of Paragraph 184 contain legal conclusions to

which no answer is required
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185 HIFSCOstates that the allegations of Paragraph 185 contain legal conclusions to

which no answer is required

186 HIFSCO states that formation of new fund and the selection of its investment

adviser are subject to the approval of the Board of Directors for HMP and HMFII IIIFSCO

further deni6s the remaining allegations of Paragraph 186

187 HIFSCO states that the members of the Board of Directors for each series of the

Hartford Funds and the Hartford Funds Complex are the same at any given point in time as set

forth in the funds public disclosures

188 HIFSCO states that the Board of Directors for lIMP and 11MPh oversee the

Hartford Funds HIFSCO further states that the SAl is in writing and speaks for itself

189 HIFSCO states that the publicly-available information Teferenced in the second

sentence of Paragraph 189 is in writing and speaks for itself and further denies the remaining

allegations of Paragraph 189

190 I-HFSCO states that the allegations of the first sentence of Paragraph 190 contain

legal conclusions to which no answer is required HIFSCO admits the allegations of the second

sentence of Paragraph 190 and further denies the remaining allegations of Paragraph 190

191 IHPSCO states that the allegations of Paragraph 191 contain legal conclusions to

which no answer is required

192 HIFSCO states that the allegations of the first sentence of Paragraph 192 contain

legal conclusions to which no answer is required and denies the remaining allegations of

Paragraph 192

193 HIFSCO denies the allegations of Paragraph 193
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194 IIIFSCO states that the allegations of Paragraph 194 contain legal conclusions to

which no answer is required

195 HIFSCO denies the allegations of Paragraph 195

196 HIFSCO denies the allegations of Paragraph 196

197 HIFSCO states that the Hartford Funds Annual Reports are in writing and speak

for themselves and further denies the remaining allegations of Paragraph 197

198 FITFSCO denies the allegations of Paragraph 198

199 HIFSCO denies the allegations of Paragraph 199

200 HIFSCO admits the allegations of the first sentence of Paragraph 200 1-IIFSCO

denies the remaining allegations of Paragraph 200

201 HLFSCO denies the allegations of Paragraph 201

202 HIFSCO states that the November 2006 Order referenced in Paragraph 202 is

in writing and speaks for itself and further denies the remaining allegations of Paragraph 202

203 HTFSCO states that the November 2006 Order referenced in Paragraph 203 is

in writing and speaks for itself and further denies the remaining allegations of Paragraph 203

204 IIFSCO states that the Hartford Global Health Fund is sub-advised by

Wellington and denies the remaining allegations of Paragraph 204

205 HJFSCO denies that the Hartford Global Health Fund earned an annualized return

of 5.22% for the period of September 30 2001 to September 30 2011 HIFSCO states that the

allegations of the second and third sentences of Paragraph 205 relate to claim that was

dismissed by the Court and therefore no response is required HIFSCO further states that it is

without knowledge or information sufficient to form belief as to the truth of the remaining

allegations of Paragraph 205
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206 I-IIFSCO denies the allegations of Paragraph 206

207 HIFSCO denies the allegations of Paragraph 207

208 HIFSCO states that it is without knowledge or information sufficient to form

belief as to the truth of the allegations of Paragraph 208

209 H1FSCO states that the fees charged and services provided by IIIFSCO and

Wellington respectively are set forth in written contracts which speak for themselves

210 HIFSCOdenies the allegations of Paragraph 210

211 HJFSCO admits that Wellington is the sub-adviser to the Hartford Advisers Fund

and the Hartford Growth Opportunities Fund HIFSCO states that it is without knowledge or

information sufficient to form belief as to the truth of Paragraph 211s allegations concerning

services provided by Wellington to the Vanguard funds referenced in Paragraph 211 HIPS CO

denies the allegations of the third sentence of Paragraph 211 J-IIFSCO is without knowledge or

information sufficient to form belief as to the truth of the remaining allegations of Paragraph

211

212 HIFSCOdenies the allegations of Paragraph 212

213 HIFSCOdenies the allegations of Paragraph 213

214 HIFSCO denies the allegations of Paragraph 214

215 HIFSCO states that the allegations of Paragraph 215 relate to claim that was

dismissed by the Court and therefore no response is required

216 HIFSCO states that the allegations of Paragraph 216 relate to claim that was

dismissed by the Court and therefore no response is required

217 HIFSCO states that the allegations of Paragraph 217 relate to claim that was

dismissed by the Court and therefore no response is required
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218 HIFSCO states that the allegations of Paragraph 218 relate to claim that was

dismissed by the Court and therefore no response is required

219 HIFSCO states that the allegations of Paragraph 219 relate to claim that was

dismissed by the Court and therefore no response is required

220 FIIFSCO states that the allegations of Paragraph 220 relate to claim that was

dismissed by the Court and therefore no response is required

221 H1FSCO denies the allegations of Paragraph 221

222 1-IIFSCO denies the allegations of Paragraph 222

223 1-IIFSCO states that the allegations of Paragraph 223 contain legal conclusions to

which no answer is required and further denies the remaining allegations of Paragraph 223

224 HJFSCO admits the allegations of the second sentence of Paragraph 224 and

states that the remainder of the allegations of Paragraph 224 contains legal conclusions to which

no answer is required

225 HJFSCO denies the allegations of Paragraph 225

226 HIFSCO states that the allegations of Paragraph 226 contain Plaintiffs

characterizations of the SAC to which no response is required

227 HIFSCO denies the allegations of Paragraph 227

228 HIFSCO admits the allegations of the first sentence of Paragraph 228 IIIFSCO

states that the terms smallest funds and largest funds in Paragraph 228 are vague and

ambiguous and accordingly denies the allegations of thethird sentence of Paragraph 228

I-IIFSCO further denies the remaining allegations of Paragraph 228

229 1-IIFSCO denies the allegations of Paragraph 229
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230 HJFSCO states that the fees charged by IIIFSCO and the Sub-advisers

respeetivcly are reflected in written contracts which speak for themselves HIFSCO denies the

remaining allegations of Paragraph 230

231 HIFSCO denies the allegations of Paragraph 231

232 HIFSCO denies the allegations of the first sentence of Paragraph 232 and further

states that it is without knowledge or information sufficient to form belief as to the truth of the

remaining allegations of Paragraph 232

233 1-IIFSCO states that the fees charged by HIFSCO and the Sub-advisers

respectively are reflected in written contracts which speak for themselves HIFSCOfurther

states that it is without knowledge or information sufficient to form belief as to the remaining

allegations of Paragraph 233

234 HIFSCO states that the Hartford Disclosure Materials referenced in Paragraph

234 are in writing and speak for themselves HIFSCO denies the remaining allegations of

Paragraph 234

235 HIFSCO states that the fees charged by l-IIMCO are reflected in written contracts

that speak for themselves HIFSCO denies the remaining allegations of Paragraph 235

236 1-IIFSCO denies the allegations of Paragraph 236

237 HIFSCO denies the allegations of Paragraph 237

238 HIFSCO denies the allegations of Paragraph 238

239 HIFSCO admits the allegations of the first sentence of Paragraph 239 HIFSCO

denies the allegations of the second sentence of Paragraph 239

240 T-IIFSCO denies the allegations of Paragraph 240

241 HIFSCO denies the allegations of Paragraph 241
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242 HIFSCO states that the allegations of Paragraph 242 relate to claim that was

dismissed by the Court and therefore no response is required

243 JJIFSCO states that the allegations of Paragraph 243 relate to claim that was

dismissed by the Court and therefore no response is required

244 IIIFSCO states that the allegations of Paragraph 244 relate to claim that was

dismissed by the Court and therefore no response is required

COUNT

AGAINST DEFENDANT IIIFSCO PURSUANT TO ICA 36b JWRITVATIVELY

ON BEHALF OF THE HARTFORD FUNDS

Investment Management Fees

245 FIIFSCO repeats and incorporates its responses to Paragraphs through 244 as if

fully set forth herein

246 Paragraph 246 contains legal conclusions to which no answer is required

247 denies the allegations of Paragraph 247

248 HJFSCO states that Paragraph 248 contains Plaintiffs characterizations of the

SAC to which no response is required

249 HIFSCO denies the allegations of Paragraph 249

250 IIIFSCO denies the allegations of Paragraph 250

251 HIESCO denies the allegations of Paragraph 251

252 HIFSCO states that Paragraph 252 contains Plaintiffs characterization of the

SAC to which no response is required

253 HIFSCO states that the first sentence Paragraph 243 contains Plaintiffs

characterization of the SAC io which no response is required 1-IIFSCO further states that the

remaining allegations of Paragraph 253 contain legal conclusions to which no answer is required
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COUNT II

AGAINST DEFENDANT HIFSCO PURSUANT TO ICA 36b DERIVATIVELY

ON BEHALF OF THE IIARTFORJ FUNDS

Unreasonable and Excessive Rule Jib-i Distribution Fees and Extraction of Additional

Compensation for Investment Management Services

254. Paragraph 254 relates to claim that was dismissed by the Court and therefore no

response is required

255 Paragraph 255 relates to claim that was dismissed by the Court and therefore no

responses are required

256 Paragraph 256 rclatcs to claim that was dismissed by the Court and therefore no

responses are required

257 Paragraph 257 relates to claim that was dismissed by the Court and therefore no

responses are required

258 Paragraph 258 relates to claim that was dismissed by the Court and therefore no

responses are required

AFFIRMATIVE DEFENSES

The Complaint fails to state claim upon which relief may be granted

Plaintiffs claims are barred in whole or in part because each of the Plaintiffs

respectfully lack standing to assert the claims

Plaintiffs claims are barred in whole or in part by the applicable statute of

limitations

Plaintiffs claims are barred in whole or in part by the doctrines of laches

waiver estoppel unclean hands ratification disclosure mid/or consent and other related

doctrines and principles
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Plaintiffs claims are baited in whole or in part by Plaintiffs failure to mitigate

losses

Count II of the SAC is barred and has been dismissed by the Court because it

fails to state claim upon which relief may be granted

HIFSCO hereby gives notice that it intends to rely upon such other and further

defenses as may become available or apparent during pretrial proceedings in this case and hereby

reserve all rights to assert such defenses

WHEREFORE HIFSCO respectfully prays that this Court dismiss all claims in the

SAC with prejudice as may otherwise be appropriate and that the Court grant HIFSCOother

further relief as it deems just and proper

Dated January 14 2013 Respectfully submitted

RIKER DANZIG SCHERER HYLAND
PERRETTI LLP

/s/Anthonyf Sylvester

Anthony Sylvester

Headquarters Plaza

One Speedwell Avenue

Morristown NJ 07962-1981

973 538-0800 tel

973 538-1984 fax
asylvesterRIKER.com
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OfCounsel

ROPES GRAY LLP

Harvey Wolkoff

Robert Skinner

Allison fyi Boscarine

Prudential Tower

800 Boylston Street

Boston MA 02199

617951-7000

harvey.wo1kofttropesgray.com

robert.skinnerropesgray.eom

al1ison.bosearineropesgray.con

Attorneys for Defendani Hartford

Investment Financial Services LLC
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Anthony .1 Sylvester

RIKER DANZIG SCHERER HYLAND PERRETTI LLP

Headquarters Pt aza

One Speedwell Avenue

Morristown NJ 07962-198

973 538-0800

Attorneys for Defendant

Hartford Investment Financial Services LLC

UNiTED STATES DISTRICT COURT

JENNIFER KASILAG LOUIS DiSTRICT OF NEW JERSEY

MELLINGER JUDITH MENENDEZ
JACQUELINE ROBINSON and LINDA

RUSSELL et al CIVIL ACTION NO l1-cv-01083RMB

Plaintiffs

vs

HARTFORD INVESTMENT FINANCIAL CERTIFICATION OF SERVICE

SERVICES LLC

Defendant

Anthony Sylvester Esq of full age certify as follows

am an attorney at law in the State of New Jersey and member of the

law firm of Riker Danzig Scherer Hyland Perretti LLP attorneys for defendant

Hartford Investment Financial Services LLC HIFSCO

On the date indicated herein caused copy of HIFSCOs Answer and

Affirmative Defenses to Second Amended Complaint to be filed and sent by electronic

filing to all counsel of record
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hereby certify that the foregoing statements made by me are true am aware

that if any of the foregoing statements made by me are willfully false am subject to

punishment

Is/Anthony Sylvester

Anthony Sylvester

DATED January 14 2013
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