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Classes and Conflicts: What’s Next for Fund 
Distribution Arrangements?
By Gwendolyn A. Williamson

The once-ubiquitous lineup of mutual fund 
share classes has experienced significant 
disruption that shows no signs of abat-

ing. Mutual funds generally continue to face 
substantial outflows and downward fee pres-
sure, and Securities and Exchange Commission 
(SEC) enforcement activity in late 2019 has fur-
ther destabilized traditional class-level fee and 
expense arrangements, including distribution fees 
paid pursuant to Rule 12b-1 (Rule 12b-1) under 
the Investment Company Act of 1940 (the 1940 
Act).1 More radically, they have also challenged 
long-standing investment adviser revenue sharing 
practices. These enforcement actions come in the 
wake of the SEC’s June 2019 adoption of an inter-
pretation of the fiduciary duties required of invest-
ment advisers (the Fiduciary Interpretation),2 and 
like the Fiduciary Interpretation, they focus heav-
ily on advisers’ compliance with their fiduciary 
duties around conflicts of interest. These actions 
also come in the present moment of a decades-
long debate across the federal government about 
the appropriate allocation of mutual fund distribu-
tion costs, protection of retirement and other retail 
shareholders, and investment adviser duties, espe-
cially where affiliated broker-dealers are involved.3

After providing historical context, this article 
summarizes recent SEC’s enforcement activi-
ties—including litigation, settlements, Staff 

guidance, and priorities for 2020—that illustrate 
the regulatory mousetrap that investment advis-
ers face today. In conclusion, we pose a series of 
business and legal questions that advisers and 
fund boards might consider as they look to the 
future.4

From Single Class 12b-1 Plans to 
Share Class Selection Amnesty

Since the SEC adopted Rule 12b-1 in 19805 
after lengthy dialogue among regulators about the 
appropriateness of mutual fund shareholder assets 
being used for sales loads and commissions,6 the SEC 
Staff has repeatedly revisited the issue. Amendments 
were proposed to Rule 12b-1 in 1988 that, among 
other things, would have required a fund’s 12b-1 
fees to be linked to specific distribution services and 
its 12b-1 plan to be approved annually by sharehold-
ers.7 The proposed amendments, which were not 
adopted, reflected SEC concerns that industry prac-
tices undermined the role of independent trustees 
in overseeing Rule 12b-1 plans, did not adequately 
mitigate or disclose the conflicts of interest associ-
ated with the payment of 12b-1 fees to affiliated bro-
ker/dealers, and did not provide sufficient disclosure 
about the nature of 12b-1 fees and their impact on 
returns.8 Rule changes that were adopted in 1988 
mandated that mutual fund prospectus fee tables 
disclose the amount of any Rule 12b-1 fees paid by 
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a fund,9 and changes adopted in 1994 enhanced the 
disclosure requirements for mutual fund proxy state-
ments soliciting shareholder approval of Rule 12b-1 
plan proposals.10

Then in 1995, the familiar retail share classes—
Classes A, B, and C—and their differing expense 
structures emerged following the SEC’s adoption 
of Rule 18f-3 under the 1940 Act, which allowed 
funds to offer multiple share classes with different 
fees and expenses,11 and Rule 6c-10 under the 1940 
Act, which allowed funds to impose contingent 
deferred sales charges and vary or eliminate sales 
charges for different share classes.12 As the shift from 
direct-at-fund to third-party intermediated omnibus 
sub-accounting gained steam and the blurry distinc-
tion between distribution and shareholder service 
costs grew even more opaque,13 in 1998 the SEC 
Staff released its “fund supermarket” no-action let-
ter.14 Addressing “administrative service fees” paid 
to third-party intermediaries out of fund assets, the 
SEC Staff identified services that fund boards should 
consider to be “primarily intended to result in the 
sale of fund shares” such that fund assets other than 
Rule 12b-1 fees could not be used, directly or indi-
rectly, to cover the cost of the services.15

While the fund supermarket letter seemed to 
provide clear guidance at the time it was released, 
in the increasingly digital and intermediated dis-
tribution environment of the early 2000s concerns 
again arose that mutual fund assets were being used 
to cover “shelf space” and other distribution costs 
outside of Rule 12b-1 plans. A roundtable held by 
the SEC in 2007 aired calls for modernization and 
reform, and Rule 12b-2 was proposed in 2010.16 
Rule 12b-2 would have repealed Rule 12b-1 in 
its entirety and, among other significant changes, 
would have essentially limited to 0.25 percent the 
amount of fund assets that could be used to cover 
distribution-related costs. The industry balked hard, 
and Rule 12b-2 died on the vine. However, the SEC 
Staff did not give up. Among its examination pri-
orities for 2013, the SEC’s Office of Compliance 
Inspections and Examinations (OCIE) announced a 

“distribution in guise” initiative and began actively 
searching for distribution-related payments made 
by funds to ostensibly cover the costs of sub-transfer 
agency, sub-accounting, recordkeeping and other 
administrative shareholder services.17

In 2016, the market and regulatory pressure on 
status quo fund fee and expense arrangements inten-
sified sharply as:

■■ The SEC’s Division of Investment Management, 
informed by findings from the 2013 OCIE ini-
tiative, released updated guidance identifying 
fee and expense arrangements that the SEC 
Staff would view as indicia of distribution fees 
in disguise;18

■■ Fund share classes sans sales loads and Rule 
12b-1 fees19 began to proliferate due to the ris-
ing preference for lower cost, passively man-
aged products, the almost complete transition 
to third-party intermediated omnibus sub-
accounting, and the industry’s tectonic response 
to the once-looming compliance date of the 
now-defunct US Department of Labor fiduciary 
rule;20 and

■■ OCIE gave notice of a new sweep exam focused 
on advisers’ conflicts disclosure and compliance 
with fiduciary duties around share class recom-
mendations in “situations where the adviser is 
also a broker-dealer or affiliated with a broker-
dealer that receives fees from sales of certain 
share classes, and situations where the adviser 
recommends that clients purchase more expen-
sive share classes of funds for which an affiliate of 
the adviser receives more fees” (the OCIE Share 
Class Initiative).21

With learning from the OCIE Share Class 
Initiative in hand, and on the heels of the announce-
ment of its 2018 priorities,22 in February 2018 the 
SEC’s Division of Enforcement launched a Share 
Class Selection Amnesty Initiative (the Amnesty 
Initiative) that offered standardized, favorable settle-
ment terms, including a promise of no civil penalty, 
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to eligible advisers that self-reported by June of that 
year their improper selection of mutual fund share 
classes with Rule 12b-1 fees for clients when lower-
cost share classes were available to the clients.23 
Outside of the Amnesty Initiative, several December 
2018 SEC settlement orders alleged that without 
adequate disclosure and in violation of their fidu-
ciary duties, including the obligation to seek best 
execution under Section 206 of the Investment 
Advisers Act of 1940 (the Advisers Act), advisers had 
placed clients in mutual fund share classes with Rule 
12b-1 fees when less expensive share classes of the 
same funds were available.24

In the Spring of 2019, the SEC announced set-
tlements with 79 investment advisers participating 
in the Amnesty Initiative, ordering the payment of 
more than an aggregate $125 million in disgorge-
ment and interest to investors.25 Later that year, the 
SEC announced an additional 16 settlements under 
the Amnesty Initiative with an aggregate $10 million 
in disgorgements due.26 The SEC also announced a 
settlement with an adviser that was eligible to but did 
not self-report; the firm was ordered to pay $1 mil-
lion in disgorgement and interest plus a $300,000 
civil penalty.27 In alleging that the advisers in these 
cases violated the fiduciary duties, the orders simply 
point to evidence, for example, that the adviser pur-
chased, recommended, or held for advisory clients 
mutual fund share classes that charged Rule 12b-1 
fees instead of lower-cost share classes of the same 
funds for which the clients were eligible and failed to 
disclose the related conflicts of interest.28

Fiduciary Interpretation, Revenue 
Sharing, and Frequently Asked 
Questions

Still, it is the SEC’s enforcement actions around 
the once-unquestioned practice of revenue sharing29 
that perhaps most glaringly illustrates the intense 
regulatory pressure on fund distribution and adviser 
compensation arrangements. While these cases, 
which are summarized below, also concern the ade-
quacy of disclosure regarding the conflicts of interest 

associated with Rule 12b-1 fees, their emphasis on 
conflicts disclosure regarding adviser revenue sharing 
arrangements is relatively novel. These cases follow 
the SEC’s adoption of the Fiduciary Interpretation 
on June 5, 2019 and highlight compliance pitfalls 
that advisers should avoid and fund boards should 
be aware of in overseeing fund service providers and 
distribution arrangements.30

■■ On August 1, 2019, the SEC charged a dual-
registered investment adviser and broker-dealer 
with failing to disclose material conflicts of 
interest regarding revenue sharing received by 
the adviser for investing clients in certain share 
classes of certain mutual funds.31 The adviser 
allegedly had a revenue-sharing agreement with 
an unaffiliated broker through which, when the 
adviser purchased or sold certain “no-transac-
tion-fee” fund shares for its clients, the client 
did not pay upfront transaction fees but did 
pay ongoing Rule 12b-1 fees to the unaffiliated 
broker-dealer, who would then share a portion 
of those payments with the defendant. The SEC 
claimed that while the adviser disclosed some 
aspects of the conflicts of interest raised by its 
revenue sharing agreements, it described them as 
“potential,” which the SEC characterized as mis-
leading given that the adviser’s financial incen-
tives created an actual conflict of interest.
■ According to the SEC’s complaint, the 
revenue-sharing arrangement at issue created a 
number of differing financial incentives for the 
adviser when recommending mutual funds to its 
advisory clients, including that some fund share 
classes were less expensive than those that gener-
ated revenue sharing payments for the adviser. 
In addition, the SEC asserted that the adviser 
had a disincentive to recommend certain mutual 
funds available to its advisory clients that were 
not covered by a revenue sharing arrangement. 
The SEC alleged that the adviser breached its 
fiduciary duty under Section 206 of the Advisers 
Act by failing to disclose these differing financial 
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incentives. More appropriate disclosure, accord-
ing to the SEC, would make clear that even 
“no-transaction-fee” share classes could generate 
ongoing revenue sharing payments to the adviser 
and that share classes that did not involve rev-
enue sharing with the adviser were available.
■ The adviser’s response to the SEC argues 
that the SEC has not formally addressed rev-
enue sharing disclosure and that to attempt to 
“retroactively impose uncabined duties” through 
litigation, among other things, violates the due 
process that advisers should be afforded.32 The 
court’s ultimate resolution of these issues will be 
instructive, but will not establish binding prec-
edent for or against the SEC’s position on rev-
enue sharing, absent years of potential appeals 
and further litigation.

■■ In a separate suit, the SEC alleged that a dual-
registered investment adviser and broker-dealer 
defrauded and breached its fiduciary duty to 
clients when it, without appropriate disclosure 
and despite the availability of other funds, the 
adviser funneled clients towards funds covered 
by a revenue sharing arrangement through 
which it received payments from its clearing 
broker.33 Also of note, in addressing the adviser’s 
alleged placement of clients in share classes with 
Rule 12b-1 fees “even when it knew these clients 
were eligible to invest in lower-cost shares of the 
same funds without 12b-1 fees,” the SEC Staff 
has emphasized that investors in the higher-cost 
but “otherwise identical share classes paid addi-
tional compensation” to the adviser for as long as 
the clients held the investment.

■■ On September 19, 2019, the SEC settled with 
an adviser that allegedly failed to disclose mul-
tiple conflicts related to mutual fund share class 
selection and the receipt of revenue-sharing 
payments.34 As stated in the SEC’s order, the 
adviser violated its fiduciary duties by failing to 
disclose the inherent conflict in recommending 
fund share classes with Rule 12b-1 fees where 
the adviser and/or its affiliates receive a portion 

of the fee from the clearing broker. Significantly, 
the adviser also was alleged to have breached its 
fiduciary duties when it did not disclose to cli-
ents that, for share classes with Rule 12b-1 fees, 
it was not required to pay its clearing broker an 
asset-based fee that would have otherwise been 
due.

■■ A week or so later, the SEC settled with two affil-
iated advisers that were alleged to have, without 
disclosure about the related conflicts of interest, 
consistently selected for clients (a) proprietary 
funds that resulted in the payment by investors 
of additional management fees, and (b) higher-
cost, retail share classes with Rule 12b-1 fees 
when lower-cost institutional share classes of the 
same funds were available to those clients.35 “By 
selecting the higher-cost share classes,” the SEC 
reported, the adviser “received revenue sharing 
payments and avoided paying certain transac-
tion costs, while clients received lower returns 
on these investments.”

On October 18, 2019, the Staff of the SEC’s 
Division of Investment Management released a set of 
frequently asked questions (FAQs) touching directly 
on the potential financial conflicts that advisers may 
face with respect to their compensation.36 The infor-
mal guidance reinforces that the SEC Staff views 
the framework reflected in the enforcement actions 
described above as a restatement of current law 
rather than a new set of obligations. But at the same 
time, the guidance goes beyond the facts of recent 
enforcement proceedings, addressing all manner of 
financial benefits accrued to advisers and their affili-
ates. As the guidance explains:

While the FAQs illustrate the application 
of these disclosure obligations in the con-
text of certain types of compensation that 
investment advisers receive, such as 12b-1 
fees and revenue sharing, many of the same 
principles and disclosure obligations apply 
to other forms of compensation. These may 
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include, among other forms of compensa-
tion, an investment adviser’s direct or indi-
rect receipt of service fees from its clearing 
broker-dealer, marketing-support payments 
from a mutual fund’s investment adviser, 
transaction fees, or receipt of payments from 
a mutual fund’s investment adviser to help 
defray the costs of educating and training 
its personnel regarding certain investment 
products. Depending on the nature of the 
compensation, the resulting financial incen-
tives would give rise to conflicts relating to, 
for example, the types of investments, the 
fund families, the particular funds and the 
share classes of individual funds that the 
adviser recommends, as well as the extent of 
trading it recommends…Market practices 
evolve regularly, including with respect to 
compensation arrangements and fund sales 
practices more generally. Accordingly, the 
Staff encourages investment advisers to be 
proactive in reviewing their practices con-
cerning the compensation that they, their 
affiliates or their associated persons receive 
in connection with the investments they 
recommend and related services they pro-
vide to identify conflicts of interest regard-
less of whether we specifically identify those 
practices.37

The SEC Staff goes on to imply that, under 
certain circumstances, advisers should rebate sales 
loads, Rule 12b-1 fees, and/or revenue sharing pay-
ments by guiding advisers to disclose any practice of 
“offsetting or rebating some or all of the additional 
costs to which a client is subject (such as 12b-1 fees 
and/or sales charges), the impact of such offsets or 
rebates, and whether that practice differs depending 
on the [type] of client, advice, or transaction.” The 
FAQs also offer examples of material facts related to 
share class conflicts and revenue sharing practices, 
as well as factors that advisers should consider in 
crafting their disclosures on Form ADV. However, 

the Staff cautions that it does not view the examples 
as comprehensive and is not providing “model or 
preferred disclosure language for the compensation 
arrangements discussed.”38

Fund Distribution and Adviser 
Compensation in the New Decade

Mutual fund share class arrangements continue 
to evolve as competitive market forces intertwine 
with preparations for the upcoming compliance 
dates of Regulation Best Interest (Reg BI) and Form 
CRS39 and the universe of lower-cost exchange-
traded funds (ETFs) stands to expand even fur-
ther with the new SEC rule that lifts the burden 
of obtaining an exemptive order to launch certain 
types of ETFs40 and the SEC’s grant of exemp-
tive relief that effectively permits non-transparent 
actively managed ETFs to operate under certain 
conditions.41

SEC filings and reports from industry associa-
tions, news media, and consultants show that: retail 
mutual fund share classes generally continue to 
suffer persistent outflows; front-end sales loads are 
waived almost uniformly on Class A shares; Class 
B shares are all but extinct; and Class C shares are 
converting to lower-cost Class A shares on acceler-
ated schedules.42 As model asset allocation products 
and retirement and other institutional mutual fund 
share classes are garnering inflows, some fund firms 
are slashing and even eliminating Rule 12b-1 fees 
on retail classes.43 Other firms are moving towards 
offering in their primary distribution channels a 
single class of shares that is free of sales charges and 
Rule 12b-1 fees.44 And, the updated research analyst 
ratings methodology announced by Morningstar, 
Inc. (Morningstar) has the potential to further high-
light the impact of asset-based loads and fees on the 
returns enjoyed by retail investors. As Morningstar 
reports, “previously, we assigned the same rating to 
all a fund’s share classes, fee differences aside. Now 
we’re tailoring ratings to each share class by taking its 
specific fees into account. Thus, costlier share classes 
see lower ratings in some situations.”45
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Meanwhile, the SEC remains highly attuned 
to mutual fund distribution and adviser compensa-
tion arrangements. Director of the SEC’s Division 
of Investment Management, Dalia Blass, speaking in 
late 2019, reported that the Staff is considering ways 
to update fund fee disclosures to better inform inves-
tors about how their money is being used.46 Blass 
explained that:

Our current requirements are not keeping 
up with changing market practices. Every 
few days I read another article about funds 
that have cut their fees and zero-fee funds. 
While real reductions in costs are good news 
for investors, I cannot help but ask a couple 
of questions:

■ ■■  First, are cuts in one place being made 
up in another?

■ ■■  Second, can an ordinary investor figure 
that out? Can an investor looking at the 
fee table answer my simple question – 
how much of my money is working for 
me?

Transparency of fees and expenses is not the 
end of the story. If funds are relying on rev-
enue sources not reflected in the fee table, 
does that implicate fund marketing rules? 
For example, under Rule 156 under the 
Securities Act a statement could be mislead-
ing in “the absence of explanations, quali-
fications, limitations or other statements 
necessary or appropriate to make [the] 
statement not misleading.” With that in 
mind, are funds that advertise zero-fees, for 
example, considering whether explanations 
and qualifications are needed?47

In essence, Blass made clear that the Division of 
Investment Management’s concentration on mutual 
fund fee and expense transparency has only height-
ened as the industry scrambles for profit solutions.

Similarly, Stephanie Avakian Co-Director of the 
SEC’s Division of Enforcement, has said that the 
Division is “actively looking for circumstances where 
an adviser is financially conflicted by incentives that 
could affect investment recommendations to clients” 
and that “the more we look, the more undisclosed or 
inadequately disclosed financial conflicts we find.”48 
Avakian urged,

Advisers need to be proactive in evaluating 
potential conflicts of interest and assessing 
disclosures. This includes regularly assessing 
the compensation that they, their affiliates 
or their affiliated persons receive, and what 
decisions or recommendations they must 
make to their clients to receive that com-
pensation.…Advisers need to be proactive 
in evaluating how changes to their business 
affect their disclosure obligations. They also 
need to take action once a conflict is iden-
tified….This is an iterative process—as the 
market evolves or the business changes, you 
need to ask yourselves continually: are we 
being true to long-standing, fundamental 
principles, including full and fair disclo-
sure?...We [at the SEC] of course do not 
know the full universe of potential problem 
areas. But…rest assured that we are looking. 
We will continue to allocate our resources 
towards making sure investors are fully 
informed when making their investment 
decisions.49

OCIE’s articulated enforcement priorities for 
2020 echo Blass’s and Avakian’s messages.50 In the 
coming year OCIE reports that it will maintain its 
focus on the protection of senior and other retail 
investors, “including the various intermediar-
ies that serve and interact with retail investors and 
the investments marketed to, or designed for, retail 
investors,” with examinations in these areas honed 
in on “disclosures relating to fees, expenses, and con-
flicts of interest.”51 OCIE will continue its risk-based 
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examinations of investment advisers, funds, and 
broker/dealers, with focus areas including the over-
sight practices of mutual fund and ETF boards.52 In 
keeping with the Fiduciary Interpretation, OCIE 
will continue to assess advisers’ fulfillment of their 
duties of care and loyalty. “This will include assess-
ing, among other things, whether [advisers] provide 
advice in the best interests of their clients and elimi-
nate, or at least expose through full and fair disclo-
sure, all conflicts of interest which might incline an 
[adviser], consciously or unconsciously, to render 
advice which is not disinterested.”53

OCIE also is bringing into the 2020s its “focus 
on risks associated with fees and expenses, and 
undisclosed, or inadequately disclosed, compen-
sation arrangements…that may adversely impact 
portfolio management costs, reduce investor returns, 
and inappropriately influence investment decision-
making;” it also will bring forward its prioritization 
of the examination of “financial incentives provided 
to financial services firms and professionals that may 
influence the selection of particular mutual fund 
share classes” and the “review for mutual fund fee 
discounts that should be provided to investors as 
a result of policies, contractual or disclosed break-
points.”54 Once Reg BI and Form CRS become 
effective later in the year, OCIE “intends to assess 
implementation of the requirements of [Reg BI], 
including policies and procedures regarding conflicts 
disclosures, and for both broker-dealers and [advis-
ers] the content and delivery of Form CRS.”55 And, 
lest there be any doubt, OCIE confirms that it has 
already integrated the Fiduciary Interpretation into 
its examination program.

Conclusion
OCIE’s priorities may provide some certainty 

about what lies ahead for fund share class and adviser 
compensation arrangements, but much remains 
unsettled. With the SEC’s spotlight on revenue 
sharing practices, could we return to the era before 
Rule 12b-1 when many commenters believed that 
the proposed rule was too permissive and ill-advised 

because it inherently raised questions about how 
advisers calculated and used their profits?56 Might 
so-called defensive Rule 12b-1 plans, prohibiting the 
use of fund assets for distribution costs but authoriz-
ing the adviser to use a portion of its management 
fees for distribution purposes, become an attractive 
solution? Will the typical Rule 12b-1 plan limit 
fees to 0.25 percent or less, or perhaps restrict the 
use of Rule 12b-1 fees to specific advertising costs? 
Should we look back to the SEC’s failed 2010 Rule 
12b-1 reform proposal for insight on what future 
SEC rulemaking might look like? Or will disclosure 
best practices, meeting the standards around client 
consent articulated in the Fiduciary Interpretation, 
develop and put the issue to rest?

The SEC has paid close attention to mutual 
fund distribution fees and adviser compensation 
arrangements for over 40 years, and its most recent 
enforcement activities and priorities confirm that it 
will continue to meticulously scrutinize the matter 
for the foreseeable future. This persistent eye of the 
regulator, combined with market trends, gives advis-
ers and fund boards a seemingly strong incentive to 
avoid Rule 12b-1 share classes and revenue sharing 
arrangements altogether. But what will drive prof-
itability? The relative ease by which the SEC Staff 
can identify share class related conflicts of interest 
and assert fiduciary duty violations, coupled with 
advisers’ and funds’ struggle to survive in a shrinking 
industry, makes this a compliance issue that adviser 
and mutual fund boards should be sure to discuss 
with counsel.

Ms. Williamson is a partner in the Investment 
Management Practice Group at Perkins Coie 
LLP. She thanks Thomas M. Ahmadifar 
and Matthew S. Williams, associates in the 
Investment Management Practice Group at 
Perkins Coie, for their contributions to this 
article. Certain information in this article 
has appeared previously in a different format 
in: Gwendolyn A. Williamson, Thomas M. 
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Ahmadifar and Matthew S. Williams, “SEC 
Scrutiny of Advisers’ Share Class Selection, 
Revenue Sharing and Disclosure Practices 
Continues Apace,” Perkins Coie Update (Oct. 
23, 2019).
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