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1. INTRODUCTION

Approximately 77.7 million individuals in the United States invest in equities
through stock mutual funds.! When these investors put their money to work and at risk,
they depend upon strong corporate governance structures at corporations (portfolio
companies) held by the mutual funds that they own.2 Unlike direct retail investors who
can take action to influence corporate governance,3 these 77.7 million individuals depend
upon mutual fund advisers (Advisers) to advocate for them. Yet, when it comes to

1. Inv. Co. INST. & SEC. INDUST. ASSAN, EQUITY OWNERSHIP IN AMERICA 44 (2005) [hereinafter
EQUITY OWNERSHIP].

2. MATTHEW P. FINK, THE RISE OF MUTUAL FUNDS: AN INSIDERGS VIEW 257i 59 (2008).

3. This paper refers to direct retail investors as those shareholders who own shares in their brokerage
accounts. While these shares may be held in street name on the books and records of the corporation, these
investors do have the ability to vote even if they often do not, and they have the ability to take other actions,
such as the introduction of shareholder resolutions, initiation of lawsuits, and so on.
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pushing portfolio companies for shareholder governance reforms, mainstream fund
families remain passive. Even in areas where Advisers have an affirmative duty to act on
behalf of the funds they manage (and thus to benefit the underlying investors in those
funds), they fall short. Subject to a fiduciary standard, Advisers owe a duty of care and
l oyalty with respect to all/l serviced performed o
This includes an obligation to monitor corporate events and to cast proxy votes in the best
interests of funds.®> Yet data show that mainstream fund Advisers overwhelmingly cast
votes in favor of management and against shareholder advisory resolutions on matters
including corporate governance.®
Many theories have been advanced for the reluctance of Advisers to take an active
or even passively supportive role in matters of shareholder empowerment. Under one, the
Aconflict of interest theory, o Advisers favor <cor
shareholders) because of existing or potential business ties with corporate managers.
While many have argued that conflicts of interest influence Advisers to act in
promanagement, antishareholder ways,’ very little empirical research has emerged thus
far to support such claims.
Accordingly, I sought to explore whether shareholder empowerment behavior is
associated withanAdvi ser 6s economic interests. | linked th
records on eleven key corporate governance topics for the ten largest fund families to the
defined contribution (DC) assets under management
that ended December 31, 2005. The result was a statistically meaningful negative

4. SeeSEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 201 (1963) (indicating that investment
advisers have a fiduciary duty to their clients under the Investment Advisers Act of 1940); TAMAR FRANKEL &
CLIFFORD E. KIRSCH, INVESTMENT MANAGEMENT REGULATION 72 (1998) (same).
5. Seel7 C.F.R. § 275.206(4)-6 (2008) (directing investment adviserstoi [ a] dopt and i mpl ement wri tt e
policies and procedures that are reasonably designed to ensure [the adviser] vote[s] class securities in the best
interest of cliento); Di sclosure of Proxy Voting Policies ani
Investment Companies, Securities Act Release No. 8188, Exchange Act Release No. 47,304, Investment
Company Act Release No. 25,922, 2003 WL 215451 (Jan. 31, 2003) [hereinafter Disclosure of Proxy Voting
Policies].
6. Research reveals that fund families tend to support substantially similar proposals by management
with greater frequency than proposals by shareholders. THE CORPORATE LIBRARY, FUND VOTING IN 2006: AN
ANALYSIS OF 29 LARGE FUND FAMILIESO VOTING RECORDS 2 (2007) [hereinafter FUND VOTING], availableat
http://www.complianceweek.com/s/documents/Compliance%20Week%202007/Resource%20Materials/Minow,
%20Nel1%20-%20The%20Corporate%20Library/FundVoting2006_ExecSumm.pdf. The Corporate Library, an
independent research center, found that mainstream mutual fund families favor resolutions that are sponsored
by management over resolutions sponsored by shareholders. This can be seen in two ways. First, the overall
average support of management r es ol idtln compaisonf ther al | fund fami
overall average support for shareholder sponsored resolutions for these fund families was 37% and of corporate
governance matters alone, 48%. Id. at 3. The second, more dramatic, example of the inconsistent treatment can
be seen where the subject matter of the resolution was generally the same. Categories noted include: (1) board
declassification, (2) majority voting for directors, (3) severance pay, and (4) simple majority voting. Id. at 3.
When management proposed such resolutions, overall support by fund families was 97%, 92%, 85%, and 93%
respectively. Id. at 14. In comparison, when shareholders proposed these types of resolutions, support was
significantly lower overall for fund families at 87.7%, 60.1%, 68.8%, and 80.9% respectively. FUND VOTING,
supraat 19.
7. Gerald F. Davis & E. Han Kim, Business Ties and Proxy Voting by Mutual FurgdsJ. FIN. ECON.
552, 553 (2007) (stating that some expect mutual funds that manage corporate pension plans to be more
flacqui escegqavemnnanxdistpmagcti ceso) .
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correlation between DC assets and support for shareholder resolutions. Specifically, the
analysis revealed that the greater the dependency of the Adviser upon the DC channel for
asset management business, the less likely the fund family will be to support sharcholder-
sponsored governance resolutions.

Next, I considered possible explanations for this correlation, other than conflict of
interest. I have grouped these into the following categories: (1) Wall Street Rule; (2)
Alignment of Economic Interests; (3) Legal and Political Obstacles; (4) Cost-Benefit and
the Free Rider Problem; (5) More Effective Behind the Scenes; (6) Fiduciary Duty; (7)
Contract; (8) No Shareholder Demand; (9) Lack of Confidentiality; (10) Special-Interest
Agenda; and (11) Lack of Expertise. While these defenses may work to explain passivity
in some types of activism, none are solid explanations in the case of these corporate
governance-related proxy votes.

In response to the results, this paper explores a range of reforms that would help
make mutual fund Advisers less dependent upon corporate clients and more accountable
to investors. These include: (a) Separation of Money Management from Retirement Plan
Record Keeping; (b) Pass-Through Proxy Voting and Proxy Assignments; (c¢) Default
Proxy Assignments; (d) Best Practices for Proxy
Uni form Disclosure fAProduct Label o for Proxy Poli
Point-of-Sale; and (g) a Voting Suitability Requirement.

In its conclusion, this paper takes a broader perspective, suggesting that corporate
governance scholars and reformers use the mutual fund case to reexamine the prevailing
framework that is largely based upon the agency problem recognized in 1932 by Adolf
Berle and Gardiner Means.8 Berle and Means saw a shift between the nineteenth- and

twentieth-ce nt ury business enterprises. APersons other
their wealtho w@&Theyrecbgnized that the Begaratiomofl awseiishipy .

from control would |l ead to Adirectors or titular
machinery to become a self-perpetuating body, even though as a group they own but a

smal | fracti on of 10 Thhyeidensfiedotiee kigeney piotdetn asnad i n g . o
conflict bet ween the interest of management and

serve their own pockets better by profiting at the expense of the company than by making
profitls for it.o
In response to the fruition of their observations, much of corporate governance work
focuses on that power balance between management and owners, and seeks to find ways
to enhance shareholdersé rights. Oor , the work |
directors to look out for shareholders. Leading corporate governance scholar John Coffee
observed, i Ac ade mi c-plough ¢har hme tfuoow pverandgver. and r e
Nowhere is this truer than in the case of the scholars of corporate governance, who have
studied the board of director s and s har e H2%lh the wosld beyond | ess | y. o
academia, the effort to Ashift control of the cor

8. ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION AND PRIVATE PROPERTY
(Transaction 2d ed. 1991) (1932).

9. Id.at4.
10. Id. at5.
11. Id.at 122.

12. JOHN C. COFFEE, JR., GATEKEEPERS: THE PROFESSIONS AND CORPORATE GOVERNANCE 1 (2006).
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been constantl® and increasing. o

For those who subscribe to a shareholder-centric vision of corporate governance,
focusing just on direct sharehol der s
changed. The concentration of ownership through pooled investment vehicles, such as
mutual funds, and the growth of retirement savings plans, has led to a further
revolutiond an Intermediation Revolution. A staggering 69.4% of U.S. equities are
owned by institutional investors.14 In fact, ownership is concentrated, with 100
institutions owning 52% of U.S. equities.1®> Yet these institutional owners are often
collective investment vehicles like state and union pension funds and mutual funds. In
other words, they are legally constructed vehicles through which individual savers put
their money at risk. Yet, those who make decisions as to the direction of those
investments and those who exercise the legal rights of ownership are not the real

gnores

how

investors, but managers olf Whirlegi 8werlkidndg npespimen

through their savings today hold the majority of stock in the most powerful enterprises in
t he wothey ate nodt even mere legal owners anymore. Thus, ownership is now
separated again. Investment has been separated from legal title. Investors who are the
risk-takers are now pushed further away from the decisionmakers, and the agency
problem is amplified.

Accordingly, we should shift our focus from the empowerment of shareholdergo
the empowerment of the underlying equity investors More than just a semantic
distinction, this new framework would recognize that institutional shareholders (such as
mutual fund advisers) cannot be expected to wrest power from or demand accountability
from corporate managers. The intermediaries who stand between investors and corporate
managers have their own interests, which are often at odds with the investors who trust
them, and at times aligned with corporate management. This is seen in the arena of proxy
voting. Accordingly, the first set of reforms to help not just investors in mutual funds, but
also corporate shareholders at large, should start there.

II. BACKGROUND ON MUTUAL FUNDS

Mutual funds hold tremendous wealth, are ubiquitous savings vehicles for individual
investors, and have consolidated power. In terms of wealth, as of the year-ended 2006,
assets in mutual funds worldwide stood at $21.8 trillion.1® Of that, approximately 48%,
or $10.4 trillion, was held in U.S. mutual funds.1® In terms of ubiquity, the United States

13. Martin Lipton, Partner, Wachtell, Lipton, Rosen & Katz, Keynote Address at the 25th Annual Institute
on Federal Securities 4 (Feb. 7, 2007), available at http://blogs.law.harvard.edu/corpgov/file/2007/02/
200702/0%20lipton%?20address.pdf. Expressing these views with regret, Lipton commented on what he called

the fAthreat that the shareholder actildi st movement wil/l

14. STEPHEN DAVIS, JON LUKOMNIK & DAVID PITT-WATSON, THE NEW CAPITALISTS: HOW CITIZEN
INVESTORS ARE RESHAPING THE CORPORATE AGENDA 4 (2006).

15. JOHN C. BOGLE, THE BATTLE FOR THE SOUL OF CAPITALISM 171 (2005).

16. ROBERT POZEN, THE MUTUAL FUND BUSINESS 559 (1998).

17. DAVIS ET AL., supranote 14, at 5. iwhen savers donodt feel
to behave as i f tdhaelg. are unaccountable. o

18. INnv. Co. INST., 2007 INVESTMENT COMPANY FACT BOOK 15 (47th ed. 2007) [hereinafter INV. CO.
INST. 2007], available athttp://www.icifactbook.org/pdf/2007 _factbook.pdf.

19. Id. U.S. mutual funds include funds for which the portfolio includes foreign issues. Id. at 23, 26.
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has approximately 90 million mutual fund shareholders.20 Nearly half of all U.S.
households (51.8 million households) own stocks through mutual funds.?! That is,
approximately 77.7 million Americans invest in equities through stock mutual funds.2?
There are more than 4000 individual equity mutual funds in the United States with more
than $4 trillion in assets.23 With holdings of approximately 25% of outstanding U.S.
stock, the bloc voting power of mutual funds can sway election outcomes on matters
from board directorships and executive compensation to shareholder governance and
social issues. Notwithstanding the number of mutual funds in total, their power is very
concentrated. In 2005, the top 5 mutual fund families had about 37% of all fund assets,
the top 10 had about 48%, and the top 25, had 71%.24

The growth and power of mutual funds corresponds closely to the initiation of the
401(k) and other defined contribution retirement plans.?® Since the launch of these
vehicles, the percentage of U.S. household assets held in mutual funds has increased from
2.7% to 22%.26 As of year-end 2006, there were $2.7 trillion in 401(k) plan assets, 51.9%
of which were invested in equity mutual funds.2? This is up from just $385 billion in
1990.28 Additionally, mutual funds of all types, account for 53% of the 403(b) market.2%
Presently, nearly two-thirds of fund investors invest through employer-sponsored
retirement plans.30

Notwithstanding the wealth, ubiquity, and power of mutual funds, few appreciate
their role in matters of corporate governance. Fewer have undertaken empirical research
to measure correlations between industry conflicts of interest and proxy voting behavior.
Prior to discussing the findings from my research on these correlations, I will provide
some relevant background on the mutual fund business.

A. Structure and Distribution Channels

A mutual fund is a legal constructd a business trust or corporationd that pools
customer money to invest in a portfolio of securities.3! Most funds are invested in stocks,
bonds, or money market instruments.32 Some own a mixture.33 A mutual fund that holds
corporate stocks is considered to be the shareholder of that corporation. The person (or

20. INV. CO. INST., RESEARCH COMMENTARY: COMPETITION IN THE MUTUAL FUND BUSINESS 1, 3 (2006)
[hereinafter COMPETITION], available athttp://www.ici.org/pdf/rc_competition.pdf.

21. EQUITY OWNERSHIP, supranote 1, at 9.

22. 1d. at 44.

23. INv. Co. INST. 2007, supranote 18, at 821 83. Note that due to the world financial crisis of 2008, total
net assets of U.S. stock mutual funds have declined to $3.7 trillion. INV. CO. INST., TRENDS IN MUTUAL FUND
INVESTING: DECEMBER 2008 (2009), available athttp://www.ici.org/stats/latest/trends_12_08.html#TopOfPage.

24. COMPETITION, supranote 20, at 2 fig. 2.

25. INv. Co. INST. 2007, suprnote 18, at 3.

26. Id.

27. Id.at76,78.

28. E.PHILIP DAVIS & BENN STEIL, INSTITUTIONAL INVESTORS 144 (2004).

29. FINK, supranote 2, at 241.

30. COMPETITION, supranote 20, at 3.

31. INv. Co. INST., A GUIDE TO UNDERSTANDING MUTUAL FUNDS 3 (2007) [hereinafter UNDERSTANDING
MUTUAL FUNDS], available athttp://www.ici.org/pdf/bro_understanding mfs_p.pdf.

32. Id.

33. Id.
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institution) who invests money in the mutual fund is considered to be the shareholder of
the mutual fund.34

Mutual fund shareholders vary. Some shareholders are individual investors who
directly purchase their shares from the mutual fund firm or purchase their shares through
the use of a broker. These shareholders are referred to as retail investors for the method
of sale, the retail channel.3% Other shareholders are institutions, such as corporations or
retirement plans.38 The needs of shareholders vary, as do the types of funds they might
choose. For example, a corporation might purchase shares of an institutional money

mar ket fund as a place to fAparko daily <cash flc
overnight. Unlike with other pooled investment vehicles, mutual funds are very liquid.3”
On each business day, investors can redeem their

net assets.38
In the case of equity funds, the mutual fund owner is not a direct shareholder of the
portfolio company; he or she instead is an indirect investor in the portfolio company.39
While the fund itself is the legal owner, the mutual fund shareholder is the ultimate
investor, or the one who experiences the gain or loss as the value of the stock and other
investments in the fund increase or decline.
Typically, a mutual fund has no employees.40 It has a board of trustees or a board of
directors.#! Because the mutual fund is usually a shell, this board takes action on its
behalf.#2 The mutual fundboardi hi r es © an investment adviser to mar
within the fund.#3 Among other things, this Adviser is a fiduciary and owes the fund a
duty of HAutmost good f aftThhesu@ madwithtanding and fair di
the title, the Adviser provides not just advice to the fund, but also discretionary
management services.4° In addition, by law, the board hires a transfer agent to keep track
of customer information, a principal underwriter to advertise and sell shares of the mutual
fund to customers, a custodian to safe-keep fund assets, auditors, and other service
providers.46
In reality, though, the Adviser runs the show. The Adviser is often a wholly owned

34. 1d. at 36.

35. SeeJohn Howat, Compensation Practices for Retail Sale of Mutual Fun@sfForRDHAM J. CORP. &
FIN. L. 685, 686 (2007) (noting that many shareholders purchase directly or use an intermediary).

36. In much of the Investment Company Institute data, however, individuals who own mutual funds
through retirement plans ar einfacgtuepdregldn patisiparftsuwitidthe i s har ehol der s o t
plan itself being the shareholder. UNDERSTANDING MUTUAL FUNDS, supranote 31, at 13. The individuals are,
however, considered beneficial owners of the fund.

37. Id.at5.

38. Mutual Fund Redemption Fees, Investment Company Act Release No. 26,782, 70 Fed. Reg. 13,328
(Mar. 18, 2005) (to be codified at 17 C.F.R. pt. 270), available athttp://www.sec.gov/rules/final/ic-26782.pdf.

39. INv. Co. INST.,, UNDERSTANDING THE ROLE OF MUTUAL FUND DIRECTORS 4 [hereinafter
UNDERSTANDING MUTUAL FUND DIRECTORS], available athttp://www.ici.org/pdf/bro_mf directors.pdf.

40. Id.at4.
41. Id.
42. 1d.
43. 1d.

44. SEC v. Capital Gains Research Bureau, 375 U.S. 180, 194 (1963); accord 15 U.S.C. § 80a-35 (2006).

45. INv. Co. INST., 2000 MUTUAL FUND FACT BOOK 35, 38 (2000), available athttp://www.ici.org/pdf/
00fb_ch4.pdf.

46. 1d. at 34.
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subsidiary of a financi al services firm. Some s
families © or Afund complexesod given the numerous mut

launches and sustains.4” The Adviser may be a private or a public corporation. The
Adviser firm that launches the fund initially selects a slate of directors to be elected by
thefund shareholders and the fAindependento board r
the Adviser firm continue to nominate directors on a periodic basis.8 The directors who
are also employees of t hé9Theiditeators mectenaconsi dered A
regular basis, on average 4-5 times per year and monthly at large fund families, to ratify
various agreements and fulfill legal requirements.%0 Regardless of these procedural

safeguards, the Securities and Exchange Commission (SEC)inot ed t hatsa fund advi s
frequently in a position to dominate the board b
information about the fund and it 8 Therequent abil:.i

initial sponsor is nearly always hired by the board to manage the fund. This has been the
case since the origin of investment trusts and mutual funds.52 The Adviser hires portfolio
managersO individual employees who make investment decisions for the fund. The
mutual fund shareholders initially approve the mutual fund advisory contract, but
thereafter, the board has this authority.>>Annual |y, the Adviser finegotiate
the board of directors.>* Additionally, the Adviser firm is hired to perform many other
services for the fund.®® In theory, the board could fire the Adviser firm, but this only
rarely happens and is referred"Muoalfinds t he industr
are essentially captive to their creators. John Bogle, founder and former chairman of the
Vanguard Funds, contends that this structure of mutual funds A gi ve s ma-totalger s near
domi ni on over $%und shareowners. o0
Mutual fund shareholders purchase fund shares through a number of different
distribution channels.®8 Some individuals purchase shares directly through the fund
complex, either from the fund underwriter or an affiliated (or unaffiliated) broker-dealer.

47. MUTUAL FUND REGULATION § 1:3.1 (Clifford E. Hirsch ed., 2d ed., 2005).

48. Investment Company Governance, Investment Company Act Release No. 26,520, 83 SEC Docket
1384 (July 27, 2004) [hereinafter Investment Company Governance], available at http:/www.sec.gov/
rules/final/ic-26520.htm#P80_ 30747. The | egal standard for fiindependencedo is fa
encouraging boards to rise above the minimal requirements. #fPF
adviser or who are close family members of employees of the fund, its adviser or principal underwriter would,
in our view, be poor choices for candidates])d although they ma

49. UNDERSTANDING MUTUAL FUND DIRECTORS, supranote 39, at 5.

50. Jay Keeshan & C. Meyrick Payne, The Search for New Fund DirectodUTUAL FUND GOVERNANCE
CONSULTING, Nov. 2008, http://production.mfgovern.com/content/view/83/95/.

51. Investment Company Governance, Supranote 48.

52. JOHN KENNETH GALBRAITH, THE GREAT CRASH 1929, at55( 1955) (A The sponsoring firm nor
executed a management contract with its offspring. Under the usual terms, the sponsor ran the investment trust,

invested its funds, and received a fee based on a percentage
53. MUTUAL FUND REGULATION, Ssupranote 47, § 6:2.2.
54. Id.§ 6:7.

55. Jones v. Harris Assocs., L.P., 527 F.3d 627 (7th Cir. 2008).

56. GEORGE S. DALLAS, GOVERNANCE AND RISK: AN ANALYTICAL HANDBOOK FOR INVESTORS,
MANAGERS, DIRECTORS AND STAKEHOLDERS 263 (2004).

57. BOGLE, supranote 15, at 142.

58. SeeHowat, supranote 35, at 686 (stating that most mutual funds are through employee retirement
plans, but that many are purchased by the investors themselves).
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This is often referred to as the retail channel.®® Ot her s fApur chase?od
defined contribution (DC) plan that is sponsored by their employer.0 This is often
referred to as the retirement channel.®? In the retirement channel, though, the retirement
plan is the legal owner of fund shares.5%2 The empl oyee i s consi
and merely directs the plan to make investments of his or her pre-tax wages in
accordance with his or her instructions.53 In this structure, the plan participant is the
investor who takes the economic risk, but he or she is not the legal owner of the mutual
fund or the underlying portfolio companies.54 In this way, he or she is distanced even
more from the location of control over the capital he or she has at risk.6

The most significant distribution channel for equity mutual funds is the retirement
channel .86 Thanks to special tax treatment, tremendous incentives have been created to
encourage workers to invest their wages into mutual funds held by retirement plans. In
the United States, the primary forms of private pension plans are defined benefit and DC
plans.6” A defined benefit plan promises an employee a set amount of money upon
retirement. This set amount is calculated according to variables set out in the plan. These
variables differ from company to company but include such factors as the number of

years the employee works for the company
or an average ofthelast f ew years of the employeeobs

retirement.%8 With defined benefit plans, also known as traditional pension plans, the
employer (as opposed to the employee) takes the investment risk.59 A DC plan (such as
those known popularly by the various sections of the Internal Revenue Code under which
they are governed: 401(k), 403(b), or 457) shifts the risk to the employee.

Others purchase shares through affiliated or unaffiliated investment advisers at

shares thrc

dered a fdpl

banks, brokerage houses or ot her advi sory fir ms. These

of ficeo and the fund complex or another

processing customer orders and sending statements. This is often referred to as the

59. MUTUAL FUND REGULATION, supranote 47, § 17:3.3.

60. Id.

61. Id.

62. See In rePutnam Investment Management, LLC (June 8, 2007), available athttp://www.sec.gov/
litigation/admin/2007/34-56115-pd.pdf (stating that firetirement plan sponsors or brokers who administer an
omnibus account are shareholders of record. However, they are empowered to hold shares on behalf of one or
more ultimate investors, who may include participants in a retirement pland ) .

63. Colleen E. Medill, The Individual Responsibility Model of Retirement Plans Today: Conforming
participantso

ERISA Policy to Realifyy9 EMORY LJ. 1, 11 (2000 ( not i ng that these #fApl an
invest their money).

64. Seelohn P. Freeman, Stewart L. Brown & Steve Pomerantz, Mutual Fund Advisory Fees: New

Evidence and a Fair Fiduciary Duty Teéi OKLA. L. REv. 83, 110 (2008).

65. Michael E. Murphy, Pension Plans and the Prospects of Corporate-RBagfulation 5 DEPAUL BUS.
& CoMM. L.J. 503, 504 (2007) (noting the passivity of pension fund holders).

66. In 2006, total U.S. retirement assets were $16.4 trillion, of which $4.1 trillion were DC plans and $4.2
trillion were IRAs. Of the DC assets, $1.485 trillion were in mutual funds, while $1.97 trillion of the IRA assets
were in mutual funds. INV. CO. INST. 2007, supranote 18, at 72i 73, 77. With a total of $10.4 trillion in mutual
fund assets in 2006, this makes the retirement channel responsible for one-third of mutual fund investments. Id.
at 16.

67. Retirement Plans, Benefits and Savings: Types of Retirement Plans, U. S. Depdt
http://www.dol.gov/dol/topic/retirement/typesofplans.htm (last visited Feb. 18, 2008).

68. Id.

69. Id.
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intermediary channel.’® If an owner purchases mutual fund shares through the
intermediary channel, he or she is still an owner of fund shares, even though his or her
identity, address, and other personal information may not be fully disclosed on the books
of the fund.”? Some institutions (such as a corporation investing overnight cash) are
mutual fund customers and purchase shares directly through the fund complex. This is
often deemed the institutional channel.

B. Benefits and Costs

Mutual funds benefit market participants differently. For direct shareholders who
hold shares through the retail or intermediary channel, and for indirect shareholders who
hold fund shares through a retirement plan, benefits include the ability to invest a
relatively small amount of money and yet have access to the expertise of professional
money managers.’2 Individual shareholders also benefit from achieving a diverse
portfolio of securities that would otherwise be difficult to hold efficiently given the small
amount of dollars invested.”3

For the Advisers who manage mutual funds, benefits include the payment of
management fees based upon the dollar value of the assets managed. In other words,
Advisers get paid regardless of performance.’4 From a financial perspective, performance
is important because the better the portfolio securities perform, the larger the pool of
assets under management, and thus the greater the Adviser fees. In addition, good relative
performance leads to more shareholders sending their money into the pool for investment
and thus more assets and larger management fees.”® And, relatively poor performance
results in a greater flight of assets from a fun
cash out of the pool), and thus lower management fees.

Benefits for Advisers also include payment of management fees by millions of
individual investors without the need to invoice and collect from them. This is the case
because the management fee (and expenses) are built into (i.e., automatically deducted
from) the net assets of the fund. This means that when an investor buys into the fund
(whether through the retail, intermediary, or retirement channel), what he or she pays per
share includes the management fee.”® The daily value of each fund share is based upon
the value of portfolio securities (net of management fees and other expenses) divided by
shares outstanding. This daily value is known as the net asset value (NAV). When an
investor wants to cash out of the fund, which he or she can do on demand, the amount the

70. Seelntermediary Partnerships Being to Lower Fees for Smaller DC PIBM5 PLAN INVESTING
(IOMA), Sept. 2001, at 1 (listing banks and insurance companies as intermediary channels).

71. Letter from the Coalition of Mutual Fund Investor s t o Jonat ly,&/8. S®G&Elat z , Secd
Commoé n ( F e bavailabld athttp2/@wdv4(4.gov/rules/proposed/s72803/cmfi021104.htm (describing
h o va miitual fund records only one accountholder in its master shareholder file, usually the financial

intermediary itself, instead of establishing separate account
72. UNDERSTANDING MUTUAL FUNDS, supranote 31, at 4.
73. 1d.
74. Diya Gullapalli, Managers Fared Better Than Their Fup®8ALL ST. J., Feb. 19, 2009, at C1 (noting

thatr egarding family | eaders, Ale]l]ven if their portfolios slid:¢

continue to draw profits creamed from fund assetso).
75. UNDERSTANDING MUTUAL FUNDS, supranote 31, at 23.
76. Id.at5.
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customer gets for his or her shares is based upon this NAV.77 Such a benefit is not
insignificant. Individual investors need not be negotiated with, invoiced, or found.
Advisers of funds also benefit from their ability to use fund assets to attract new
investment dollars. This money is also automatically deducted from the portfolio, and
thus Abuil t 78 Whileahd ambuht @aid kbAlaiact more assets, whether
through advertising or other means of distribution, must be disclosed and approved, this
benefit is very real. Advisers use the assets of existing investors to bring in future
investors. Some may argue that this is also a benefit to fund investors. The theory would
be that economies of scale exist when the pool of assets grows larger. However, this is
very dependent upon the actual size of the fund. Experience has shown that exceedingly
large multibillion-dollar funds become unwieldy.”® Accordingly, fund complexes often
close funds that get too large to new customers (while allowing existing investors to
continue purchasing).80

Advisers also have ready access to the resources needed to operate the fund. Some
of these resources include money deducted from the portfolio assets and also disclosed, in
a generalized way, as a fund expense.8! However, sometimes the resources taken from
the fund have value but are not clearly monetized. One example is commissions paid out
of fund assets to brokerage firms. In theory these payments are made to brokerage firms
in exchange for actual services. For example, the Adviser may need to buy and sell
portfolio securities. Given the multibillions of dollars in securities bought and sold,
brokerage firms are very eager to be hired to execute these transactions. In theory,
brokerage houses should compete to earn this business, and in theory, offer lower fees.

In practice, however, Advisers have directed brokerage business to certain brokerage

firms in exchange for research82 Thi s practice i s lereemch as fdsoft dol
should benefit fund customers. If not, however, then fund assets are being used by the
Adviser to benefit the Adviser. Moreover, many f

programs through which the Adviser takes fund assets and pays brokerage commissions
to firms that did not actually execute trades. These payments are made to reward a
di fferent part of the brokerage firm for helping
customers through the intermediary channel. The SEC banned directed brokerage in

77. 1d.

78. U. S. Sec. & Exch. C o mm ®uile, 12bD Rourdtsble 63n(June 19, 200%),v . Mg mt .
available athttp://www.sec.gov/news/openmeetings/2007/12b1transcript-061907.pdf. See generally, MUTUAL
FUND DIRECTORS FORUM, BEST PRACTICES AND PRACTICAL GUIDANCE FOR DIRECTORS UNDER RULE 12B-1
(May 2007), available athttp://www.mfdf.com/site/documents/12b-1Report.pdf ( di scussing mutual fundsd 12
1 plans).

79. BOGLE, supranote 15, at 170.

80. Eileen Ambrose, FundsClosed to New Investors Open to New Opportunitigs. TRIB., Dec. 21,
2008,atC3( il nvest ment companies close funds to new investors for
pour so much money into a fund that itdés difficult for the
investment strategy unlessitshut s of f t he money spigot. 0)

81. Howat, Compensation Practicesupranote 35, at 687 (noting that fund expenses are paid out of the
assets of the fund).

82. U.S. SEC. & EXCH. COMMN, INSPECTION REPORT ON THE SOFT DOLLAR PRACTICES OF BROKER-
DEALERS, INVESTMENT ADVISERS AND MUTUAL FUNDS (1998), available at http://www.sec.gov/news/
studies/softdolr.htm#back. The SEC reviewed soft dollar arrangements of institutional investors and discovered
that firms used investors®d asset sfortewicega@ytems timtadid muc h f or br oker :
not qualify within the research safe harbor. Id.
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2004.83 Sell-side participants and the market generally also benefit from the existence of
mutual funds. Investment banks have a ready market for large issuances of debt and
equity instruments.84 For example, instruments like mortgage-backed securities, asset-
backed commercial paper, and other complex derivatives are engineered to allow banks
to keep laying off risk for business endeavors like subprime mortgage lending,
automobile sales, and low credit municipal securities. Besides creating liquidity through
fixed income funds, equity mutual funds help maintain a ready market for initial public
offerings (IPOs) and a liquid secondary market in securities.

Just as mutual funds present positive benefits to market participants and the market
generally, they also have their detriments. At one end of the spectrum are those who
consider actively managed mutual funds to be a bad deal for customers.8° Illinois Senator
Peter G. Fitzgerald (R) challenged the entire structure of the industry: fiT]he governance
structure of a typical mutual fund is a study in institutionalized conflict of interest. Until
we eliminate the conflicts, many mutual funds will continue to engage in behavior that
benefits fund managers at the expense of fund shareholders. 8¢

Some critics suggest that individuals are better served by an index fund that would
