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AQUILA

MANAGEMENT CORPORATION

May 11, 2004

Mr. William H. Donaldson

Chairman

Securities and. Exchange Commission
450 Fifth Street, NW

Washington, D.C. 20549

Re: Independent Chairs of Mutuél Fund Boards
Dear Chairman Donaldson:

This comment letter is to address the matter of independent Trustee chairs for
mutual fund groups. Let me come right to the point - | personally see no advantage
whatsoever of removing an interested chair and replacing that person with an
independent chair. | have read substantially and have listened to many discussions on

- the subject, both pro and con, and still come away with the same belief - that no
particular good will come from having an independent chair. In fact, | see nothing but
disadvantage for the mutual fund industry.

What | foresee happening, if this proposal is adopted is that the mutual fund
- industry will suffer from a decrease in entrepreneurs willing to put their time, effort and -
money behind innovation of new worthwhile fund products, since they will not be
allowed to chair what they create.

The Aquila®™ Group of Funds

As an entrepreneur, | founded the Aquila®™ Group of Funds about 20 years ago
after having been involved several years before that with the creation of one of the
earlier money-market funds in the nation. From the outset as well as thereafter, the
Aquila Group was funded by me and my family. This group now totals 11 funds with a
total of nearly $4 billion dollars. By industry standards, the asset size of our fund group
is not large, but it is still within the upper 32% of all fund organizations in the country.

The largest segment of the Aquila®™ Group of Funds is represented by seven
single-state tax-free bond funds — Hawaii, Arizona, Oregon, Colorado, Kentucky, Rhode
island and Utah. As of March 31, 2004, these Aquila tax-free bond funds ranked #14 in
asset size out of 107 similar type mutual fund groups. In terms of net new assets for the
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year 2003, the Aquila single-state bond funds ranked #1 in terms of net new inflows out
-of the total of 107 funds in the fund group — almost exclusively from retail sources
through various brokerage type firms. Additionally, the Lipper organization awarded
Aquila as being the Best Bond Fund Group in the country for 2003.

’

Asset Gat}herinq

In garnering assets from the retail market with each fund, Aquila and | have had
to be prepared to live with whatever market environment existed. For example, from
1994 to 2000, the interest of investors in bond funds was basically. flat while that for
equities ballooned during this period. As a resuit, Aquila had to support, through paying
operating and marketing expenses, and waiving fees, two of our newer tax-free fund
products — our Utah and Rhode Island funds. We had to be prepared to do this until
these funds reached a critical mass size of approxumately $100 million each. There was -
no quick fix under the then current market conditions.

Aquila did not engage in paying brokerage firms to gain special treatment to
enlarge the asset size. In fact, before these two funds broke even in terms of covering
their internal operating costs and marketing activities, the combined cost totaled
approximately $6 million in out-of-pocket money from Aquila over a period of 9 years.
Aquila also created an equity fund — Aquila Rocky Mountain Equity Fund, the only fund
of its type specializing in this geographic area - in July, 1994 and- spemaappmmatety
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Risk of |ndependent Chair Becoming Interested

Another very important matter involves the role of an independent Chair. At what
point does the independent Chair cross the line and become essentlally an interested
Chair if that person is really going to know every aspect of what is going on in the
- mutual fund organization and perhaps take on additional liability in that regard (for

example, if they are required to certify financials under Sarbanes Oxley). If there is, in
fact, additional liability (be it real or perceived), such Chair might insist upon addltlonal
_compensation. At what point does such.compensation “jeopardize” one’s
independence? Indeed, it is worth noting that with some of the fund groups that were

charged with market timing, they had independent chairs supposedly controlllng their
operations.

Aquila’s Approach to Independent Trustees

You should be interested in knowing that each of the funds that Aquila has
created has more than a majority of independent Trustees, and has had this situation
since each fund's inception. Many of the independent Trustees are from the specific
individual states involved. Thus, they are able to provide us with further insight in the
nuances of the economy, and other pertinent information, of the state. The portfolio
management of each fund is also directed out of the Ioca’uon in Wthh the fund lnvests
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A Super-Majority of Indegendent Trustees Should Suffice

| personally see relatively little value in a Board that is 75% independent. We
have operated with each of the Aquila boards always having a majority - 60% or higher -
of independents. | don’t believe there has ever.been a difficult situation between the
independent Trustees and management that has not been resolved'in the favor of -
shareholders. Shareholder interests have always been foremost in the minds of every
board member. A 2/3's representation by independent Trustees should be adequate
enough to handle any situation that might have difficulty. Indeed, any 'percenta'ge above
50% provides independent Trustees with control, which they-are free to exercise at any
time. If independent Trustees do their jobs nght having 75% as well as possibly an
independent chair is superfluous.

With the Aquila®™ Group of Funds, independent Trustees have always had the
opportunity to discuss and negotiate for fees within the fund complex without having the
interested Chairman present and they have always done so. There is adequate
information available within the industry to ensure that the independent Trustees are
provided with fair and unbiased material about which to make well-documented
decisions on fee structure(s) for the benefit of shareholders. '
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have consistently had management fees, as well as expense :atics,»whmh gene‘tfa‘ilyace

3 e,

decidedly on the lower side of S|m|Iar-type fugds m ihwm

M

| wholeheartedly support’ the Co’ﬁ:’ml“ss’id’ﬁﬁ de"sue:to‘itéke action to “clean up"’&’t Fore

T 0 BESS o

problems in the mutual fund mdustry 4 abherfthe fact that some bad apples have S
JAave the tarnizhi

stop However, Ido not believe thatanyonewullbe served by‘ f
e co"i‘ﬁra

substantlally assist i |n avondmg‘future candais 1 ime mutual fund mdustryfa; ¢
[, Véry ¢lé nore specifically define 12?}’@%“

Rules those practlces whvc gif feel -are mappro?nate Once final Rules

Commission feels shouid beappropna:tely mo



i apbreciate the opportunity to voice my comments to you and to each one of the
Commissioners. '

Sincerely,

4. m—\_

Lacy Bf Herrmann
- . Chairman and Chief Executive Officer
cc: Commissioner Paul S. Atkins A " -
Commissioner Roel C. Campos
Commissioner Cynthia A. Glassman ,
Commission Harvey J. Goldschmid |
Secretary Jonathan G. Katz -




