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Will 12b-1 Fees Cave Under Pressure? and

Related Questions in a Time of Change

By Gwendolyn A. Williamson

he pricing structure of mutual fund share
Tclasses that was familiar to many for over three

decades has been severely disrupted, and the
new normal is a work in progress still being shaped
by market and regulatory forces. Though they were
once ubiquitous among mutual funds, so-called
“12b-1 fees” paid by shareholders to cover fund
distribution costs pursuant to Rule 12b-1 under
the Investment Company Act of 1940 (Investment
Company Act) have fallen out of favor as investors
in all channels migrate to less-expensive options and
the costs of investing are further externalized from
the fund expense ratio. An exploration of the current
market and regulatory landscape and the historic
evolution of Securities and Exchange Commission
(SEC) Staff thinking on Rule 12b-1 suggests that a
phase out of 12b-1 fees could be possible and raises
important business and legal questions for the asset
management industry.

Market Pressure

The now defunct fiduciary rule adopted by the
US Department of Labor (DOL) in April 2016
intensified existing downward pressure on actively-
managed mutual fund fees,' and there is no doubt
that investors are paying less today than they did
in the past.? The Investment Company Institute
(ICI) reports that fees and expenses “paid by mutual

fund investors have fallen substantially over time,”
with average expense ratios for equity mutual funds
declining 40% from 0.99% in 2000 to 0.59% in
2017 on an asset-weighted basis.®> According to
Morningstar, Inc.,* open-end mutual fund and
exchange-traded fund (ETF) investors paid less in
2017, with an asset-weighted average total expense
ratio of 0.52% and aggregate asset-weighted costs
for actively-managed funds dropping 8% in 2017
versus 2016, the largest one-year decline ever.®
Institutional mutual fund share classes with
no loads and no 12b-1 fees that qualify as “clean

shares,”®

which retail investors can readily access
through omnibus accounts sponsored by financial
intermediary distribution platforms, are the primary
sellers today, with even sales of load-waived Class A
shares in decline.” ICI data shows that at 2017 year
end, 72% of actively-managed equity mutual fund
assets were in funds with expense ratios in the lowest
quartile and that 78% of index, or passively-man-
aged, equity mutual fund assets were also in lower-
cost funds.?

As can be seen across the industry in regulatory
filings and press materials, firms have responded cre-
atively to the pressure on fund fees and expenses,
taking a variety of approaches from performance-
based “fulcrum” fees bottoming at 0.00% for a year’s
or more worth of underperformance to “triple zero”

Copyright © 2018 by CCH Incorporated. All Rights Reserved.



2 THE INVESTMENT LAWYER

clean shares with nominal transaction fees and no
loads, no 12b-1 fees and no sub-transfer agency or
sub-administration (sub-TA) fees. Financial interme-
diaries are also increasingly offering wrap and flat fee
programs that charge advisory fees instead of point-
of-sale commission-based fees such as 12b-1 fees.

In addition, mutual fund firms are looking
outside the fund expense ratio, to sources such
as securities lending, for income. Industry com-
menters have observed while there are limits on
the demand for securities lending, “growth in that
market [could] allow an increasing number of funds
to offset some or all of their expenses through loan
income.” Firms are also looking to generate cost
savings internally through the use of cloud, block-
chain and other technology, as well as through more
traditional means. For example, in 2017 Ameriprise
reportedly “scrapped 12b-1 fees...on advisory
accounts, costing it $54 million in the second quar-
ter. But net annual revenue per advisor climbed 7%,
to $541,000, year over year,” due to what the firm’s
CEO called exceptionally high productivity “at
the top of the charts for regional and independent
brokerages.”"

Some believe that fees for passively-managed
mutual funds and ETFs are in fact nearing 0.00%,
including the academic author of an early 2018 arti-
cle suggesting that “zero-fee ETFs” are nascent in the
United States." The author argues that “between the
low overhead costs possible through economies of
scale, and the additional income that fund manag-
ers can generate by lending securities to short-term
borrowers, the barrier could be broken in the next
year or two. Even a negative-fee ETF—where the
fund pays investors to invest—might be possible.”?
Indeed, later in 2018 “Fidelity Investments launched
its first-ever free index funds — that is, funds with
a stated expense ratio of zero,” available to select
Fidelity clients.™

It bears mentioning that outliers in the mutual
fund space have not conceded to the tides of disrup-
tion, with $1.3 trillion, or more than 8% of indus-
try assets remaining in “the two priciest quintiles

of annual fees, according to Morningstar Direct,”
Morningstar’s wealth management arm.™ Evidence
shows that some investors are willing to pay higher
fees for strong performance and other benefits. The
Baron Funds, for example, include 13 mutual funds
with fees 54% higher than the industry average,
which the firm founder argues is justified by the fact
that “since inception, 98 percent of our funds have
beaten their benchmark.””

Still, the commerecial viability of 12b-1 fees and
the share classes that carry them is uncertain. With
Class B shares all but extinct,'® and recent SEC filings
from multiple fund families announcing the conver-
sion of Class C to Class A shares generally within
ten years of purchase, Class A shares could relatively
soon be the only remaining 12b-1 share class.” The
results of an online poll conducted by a mutual fund
industry publication show that many anticipate per-
haps even Class A shares dying out, with over 70%
of participants indicating they believe that 12b-1
fees will eventually become obsolete.™

Regulatory Pressure

In recent years the Staff of the SEC has focused
fairly heavily on mutual fund distribution issues,
contributing to the uprooting of the once routine
use of 12b-1 fees.

Distribution-in-Guise. ~The “distribution-in-
guise” sweep exam that began in 2013 ushered in
a new era of board oversight and SEC enforcement
with respect to Section 12(b) of and Rule 12b-1
under the Investment Company Act.” As the articu-
lated priorities of the SEC’s Office of Compliance
Inspections and Examinations (OCIE) National
Examination Program (NEP) at that time explained,
the sweep exam was intended to evaluate the extent
to which sub-TA fee payments were being made for
actual shareholder services or whether, in violation
of Rule 12b-1, they were “instead payments for dis-
tribution and preferential treatment.”?

An IM Guidance Update published by the Staff
of the SEC’s Division of Investment Management
(IM) in January 2016 discussed specific indicia of



distribution-in-guise observed by the Staff, adding
to the factors discussed in a 1998 letter regarding
“fund supermarket” fees that fund boards should
consider in evaluating whether or not a fund pay-
ment is for distribution or non-distribution pur-
poses.?! Enforcement actions followed in which fund
firms and boards were charged with, among other
things, negligently allowing fund assets (typically in
the form of sub-TA fees) to be used outside of a writ-
ten board-approved Rule 12b-1 plan to cover “shelf
space” fees and similar distribution costs charged by
third-party intermediary platforms.?

By now, most mutual fund boards and service
providers have settled into a new Section 12(b)/
Rule 12b-1 reporting and oversight framework. But
OCIE Staff have maintained that the distribution-
in-guise enforcement phase is ongoing.?

Share  Class Selection Initiative and Amnesty
Program. Like the regulatory insistence of the distri-
bution-in-guise regulatory initiative on transparency
into the fees paid by mutual funds, OCIE’s more
recent investment share class selection initiative and
amnesty program under the Investment Advisers Act
of 1940 (Advisers Act) has also kept 12b-1 fees in the
regulatory spotlight.

Launched in July 2016, OCIE’s share class
selection sweep exam (the Share Class Selection
Initiative) was an undertaking of the SEC Staft “to
address the risk that advisers may be making certain
conflicted investment recommendations to their
clients. . .specifically. ..conflicts of interest tied to
advisers’ compensation or financial incentives for
recommending mutual fund...share classes that
have substantial loads or distribution fees” without
sufficient disclosure.?* Examples of such conflicts of
interest cited in the NEP Risk Alert announcing the
Share Class Selection Initiative include “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 expensive
share classes of funds for which an affiliate of the

adviser receives more fees.”?
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Noting that the SEC had previously found
advisers to have failed to meet their fiduciary duties
when they caused “a client to purchase a more
expensive share class of a fund when a less expensive

”26 and that “as a

class of that fund [was] available
fiduciary, an adviser has an obligation to act in its
client’s best interest and to disclose material con-
flicts of interest such as the receipt of compensation
for selecting or recommending mutual fund share
classes,” the NEP Risk Alert advised that SEC Staff
would be conducting “focused, risk-based examina-
tions of high-risk areas” including advisers” fiduciary

obligations to:

m act in clients’ best interests and to seek best
execution for client transactions — “(i.e., “to
seek the most favorable terms reasonably avail-

”27 __ includ-

able under the circumstances”)
ing “when recommending or selecting mutual
fund...investments to clients;” and
» fully and fairly disclose to clients “all material
facts, including all material conflicts of interest
that could affect the advisory relationship,”?®
which by extension includes information
regarding “whether the adviser or its supervised
persons accepts compensation for the sale of
securities or other investment products, includ-
ing asset-based sales charges or service fees from
the sale of mutual funds” and an explanation of
“the conflict of interest such compensation cre-
ates and how the adviser addresses the conflict,
including the adviser’s procedures for disclosing

the conflict to its clients.”?®

The NEP Risk Alert also described a March
2016 enforcement action in which the Staff empha-
sized “the need for advisers making mutual fund
share class selections to adopt and implement written
policies and procedures that are reasonably designed
to prevent violations of the Advisers Act, including
those that govern their selection process.”® In releas-
ing the Share Class Selection Initiative, OCIE stated
that it was encouraging advisers to “reflect upon
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their own practices, policies, and procedures in these
areas and to make improvements in their advisory
compliance programs where necessary.”'

In February 2018, the SEC announced an
amnesty program in connection with the Share
Class Selection Initiative “to encourage self-report-
ing and the prompt return of funds to investors”
(the Amnesty Program).? Noting recent enforce-
ment activity that “included significant penalties
against the investment advisers, and collectively
returned millions of dollars to clients,”® as well as
OCIE’s efforts to “repeatedly caution...investment
advisers and other market participants to examine
their share class selection policies and procedures
and disclosure practices,” the Amnesty Program
press release stated that the SEC’s Enforcement
Division would

recommend standardized, favorable settle-
ment terms to investment advisers that
self-report that they failed to disclose con-
flicts of interest associated with the receipt
of 12b-1 fees by the adviser, its affiliates, or
its supervised persons for investing advi-
sory clients in a 12b-1 fee paying share class
when a lower-cost share class of the same
mutual fund was available for the advisory
clients. Among other things, for eligible
advisers that participate. . .the Division will
recommend settlements that will require
the adviser to disgorge its ill-gotten gains
and pay those amounts to harmed clients,
but not impose a civil monetary penalty.
The Division warns that it expects to rec-
ommend stronger sanctions in any future
actions against investment advisers that
engaged in the misconduct but failed to
take advantage of this initiative.?*

The detailed announcement on the Amnesty
Program from the Division of Enforcement provided
some guidance on meeting the Staff’s expectations
around conflicts of interest disclosure in an adviser’s

Form ADV, indicating that disclosure would 7oz be
sufficient if it related that the adviser’s supervised
persons “may” or “might” receive 12b-1 fees from
the sale of mutual fund shares and that such fees
“may” or “might” create a conflict of interest; rather
the adviser should have affirmatively stated that it
had an actual conflict of interest and was, “in fact,
receiving 12b-1 fees due to the mutual fund shares
they bought for or recommended to their clients.”*

And, a settlement order published by the SEC
along with two others in the Spring of 2018 includes
the following statement:

Many mutual funds also offer other shares
classes that do not charge 12b-1 fees (e.g,
“Institutional class” or “Class I” shares).
Some of these share classes are available only
to investors who meet certain criteria (e.g.,
minimum investment amount or eligible
investment program), which vary from fund
to fund. For many of the Class I shares that
have higher initial investment minimums as
compared to Class A shares, the funds waive
or substantially reduce these thresholds for
client purchases, particularly in advisory
accounts. . .A client who holds Class I shares
of a mutual fund will pay lower fees over
time - and earn higher returns - than a client
who holds Class A shares of the same fund.
Therefore, if a mutual fund offers Class I
shares, and a client is eligible to own it, it is
almost invariably in the client’s best interest
to purchase or hold the Class I share.?®

Further, in FAQs addressing questions related to
the Amnesty Program, the SEC Staff provided a non-
exhaustive list of circumstances in which it “would
likely conclude that a lower-cost share class was “avail-
able” for the same fund.”®” Noting that “the availability
of a lower-cost share class is [a] fund specific” issue, the
FAQs explained that for purposes of the Share Class
Selection Initiative and the Amnesty Program, a lower-
cost share class would be deemed “available” when:



m the investor meets the applicable investment
minimum and can purchase a lower-cost share
class;

= per its prospectus language, the fund will waive
the investment minimum for a lower-cost share
class of the same fund for clients of investment
advisers;

= per its prospectus language, the fund may waive
the investment minimum for a lower-cost share
class of the same fund for clients of investment
advisers, and the adviser has no reasonable basis
to believe the fund would not waive the invest-
ment minimum for a lower-cost share class for
its advisory clients; and/or

» the adviser has purchased a lower-cost share class
of the same fund for other similarly-situated
clients.?®

2018 SEC Exam Priorities and Regulatory
Agenda. Alongside its efforts that specifically relate to
mutual fund share classes and 12b-1 fees, the SEC’s
2018 NEP Priorities (Exam Priorities) are generally
targeted at protecting the retail investors to whom
such share classes were traditionally offered directly
(Class A and C shares, and to the extent they still
exist, Class B shares) and through retirement chan-
nels (Class R shares), as well as protecting elderly
investors who may very well be long-term sharehold-
ers of older style Class A, B, and C share classes.

In 2018, the Exam Priorities explain, OCIE
Staff are continuing to “prioritize [the] commit-
ment to protect retail investors, including seniors
and those saving for retirement...looking closely
at products and services offered to retail investors,
as well as the disclosures they receive about those
investments,” and targeting in examinations invest-
ment recommendations made to seniors to ensure
that “financial service professionals have met their
legal obligations.”® Similarly, the Exam Priorities
make clear that OCIE is focused on

firms that have practices or business mod-
els that may create increased risks that
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investors will pay inadequately disclosed
fees, expenses, or other charges. These prac-
tices or business models include. . .person-
nel that may receive financial incentives to
recommend that investors invest, or remain
invested, in particular share classes of
mutual funds where the investors may pay
higher sales loads or distribution fees and
the conflict of interest may not be disclosed
to investors.*?

Related topics such as “Fund Retail Investor
Experience and Disclosure Request for Comment”
and “Investment Company Advertising, Target
Date Retirement Fund Name and Marketing” are,
respectively, on the SEC’s short-term (pre-rule stage)
and long-term (long-term action stage) regulatory
agenda, updated as of March 14, 2018.4

SEC Fiduciary Proposals. The fiduciary rulemak-
ing proposed by the SEC in April of this year stands
to further impact whether in the future 12b-1 fees
will be included in the expense ratio of any mutual
fund share class. On April 18, 2018, the SEC pro-
posed two new rulemakings and one new interpreta-
tion regarding the fiduciary standards for investment
advisers and broker/dealers, the language of which in
some ways echoed Staff guidance around the Share
Class Selection Initiative and the Amnesty Program.
The combined proposal is more than 1,000 pages
long and is still being digested by the asset manage-
ment industry. In summary:

m  The “Proposed Commission Interpretation
Regarding Standard of Conduct for Investment
Advisers” would, without defining the term,
confirm that investment advisers fiduciary
duties of care and loyalty require them to act
in clients’ “best interests” specifically by pro-
viding advice that is in clients’ “best interests,”
seeking the most favorable transaction costs
under the circumstances (best execution), pro-
viding appropriately tailored and current advice
and monitoring over the course of the client
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relationship, putting client interests first, and
not “unfairly” favoring one client over another.
2 The proposing release notes that some con-
flicts may not be cured by disclosure, and thatan
adviser cannot “disclose or negotiate away, and
the investor cannot waive,” the adviser’s duty to
place the client’s interest ahead of its own.*
“Regulation Best Interest,” also without defin-
ing the term, would require broker-dealers to act
in and prioritize customers’ “best interests” in
making recommendations to retail investors and
would provide a safe harbor for brokers-dealers
disclosing all material conflicts of interest and
other key facts, exercising the “reasonable dili-
gence, care, skill, and prudence” necessary to
form a belief that a recommended product is
in the customer’s “best interest” and enforcing
policies and procedures designed to mitigate
material conflicts of interest arising from finan-
cial incentives.**

On new Form CRS (Customer/Client
Relationship Summary), investment advisers,
broker-dealers, and dual-registered firms would
be required to provide retail investors with four
pages of standardized disclosure regarding the
services offered by the firm, the legal standards
of conduct applicable to the firm, the fees a cus-
tomer might pay and the existence of certain
conflicts of interest.** Mock-ups of Form CRS
provided by the SEC Staff suggest that firms
would be required to make statements along the
following lines, among others:

Investment Advisers: “Our interests can conflict
with your interests. We must eliminate these
conflicts or tell you about them in a way
you can understand, so that you can decide
whether or not to agree to them...We can
make extra money by advising you to invest
in certain investments, such as [__], because
they are managed by someone related to
our firm. Your financial professional also
receives more money if you buy these

investments. We have an incentive to advise
you to invest in certain investments, such
as [__], because the manager or sponsor of
those investments shares with us revenue it
earns on those investments.”*®
Broker-Dealers: “Our interests can conflict with
your interests. When we provide recommen-
dations, we must eliminate these conflicts
or tell you about them and in some cases
reduce them...We can make extra money
by selling you certain investments, such as
[__], ecither because they are managed by
someone related to our firm or because they
are offered by companies that pay our firm
to sell their investments. Your financial pro-
fessional also receives more money if you
buy these investments. We have an incen-
tive to offer or recommend certain invest-
ments, such as [__], because the manager
or sponsor of those investments shares with
us revenue it earns on those investments.”*
Investment Advisers and Broker/Dealers: “You
may prefer paying: an asset-based fee if you
want continuing advice or want someone
to make investment decisions for you, even
though it may cost more than a transaction-
based fee; a transaction-based fee from a
cost perspective, if you do not trade often or
if you plan to buy and hold investments for
longer periods of time.”*®

Comments on the proposals were due to the
SEC by July 8, 2018, though the comment period
was extended through August 7, 2018. Public com-
ments as of July 31, 2018 include a suggestion
from the Investment Adviser Association that the
SEC publicize the results of its investor testing on
the efficacy on the proposed Form CRS and extend
the comment period on the proposals,* and chal-
lenges from the New York City Bar Association’s
Committee on Investment Management Regulation
that the proposals are overly broad and vague in the
context of existing case law.*°



Historical Views on Rule 12b-1 and
Fund Distribution Costs

Prior to the adoption of Rule 12b-1 in 1980, it
was generally impermissible for mutual fund assets
to be used to cover the costs of marketing and selling
fund shares, except through an underwriter.®' Those
costs were instead typically paid either by investors
as front-end sales loads or absorbed by investment
advisers. The SEC Staff had granted narrow no-
action and exemptive relief to a few fund families,*
but it was not until the publication of the adopting
release for Rule 12b-1 that the SEC affirmed that,
under a written plan adopted by its independent
trustees, a mutual fund’s assets could be used to pay
for “sales activities primarily intended to result in the
sale of shares.”*?

The distribution-related costs borne by share-
holders have generally come down since Rule 12b-1
was adopted, in part due to rulemaking efforts by
the SEC. Initial attempts at reforming Rule 12b-1
targeted transparency around the ongoing nature of
12b-1 fees relative to one-time contingent deferred
sales charges (CDSCs) that could at that time be
charged only with exemptive relief. Rules adopted
by the SEC under the Securities Exchange Act of
1934 (Securities Exchange Act) and the National
Association of Securities Dealers (NASD), now the
Financial Industry Regulatory Authority (FINRA),
limited annual “asset-based fees,” including sales
charges and 12b-1 fees to 6.25% of a fund’s average
annual net assets plus interest for funds with service
fees and 7.25% for funds with no service fees, and
established a 0.25% annual cap on asset-based ser-
vice fees and a 0.75% annual cap on total asset-based
fees.>* Prospectus rules were amended to include
disclosure about 12b-1 fees in the mutual fund fee
table.*®

In 2004, a financial economist in the SEC’s
Office of Economic Analysis argued in a comment
paper that “while funds with 12b-1 plans do, in fact,
grow faster than funds without them, sharehold-
ers are not obtaining benefits in the form of lower
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average expenses or lower flow volatility. Fund share-
holders are paying the costs to grow the fund, while
the fund adviser is the primary beneficiary of the
fund’s growth.”®

The SEC attempted to reform Rule 12b-1 in
2010 with a rule proposal that sought to upend
the status quo by, among other things, replacing
Rule 12b-1 with a new Rule 12b-2 that would
allow only a 0.25% annual “marketing and service
fee” and by amending Rule 6¢-10 to promote the
“unbundling” or “externalization” of distribution
costs from the fund expense ratio.*” In proposing
the reform, the SEC characterized existing rules as
outdated, divorced from marketplace realities and
out of alignment with investors’ best interests.*®
Interestingly, opposition to the 12b-1 reform pack-
age voiced by the ICI argued that, as the ill-fated
DOL fiduciary rule seems now to have actually
done, the SEC’s Rule 12b-1 reform package “could
fundamentally alter the way intermediaries use
funds in various distribution channels, significantly
affect the lineup of share class options currently
available to investors, necessitate major systems
changes, and require the renegotiation of thousands
of dealer agreements.”*®

As issues associated with 12b-1 fees remain
under regulatory scrutiny, it is worth noting the
SEC Staff’s original position on the burdens of
selling mutual fund shares. Before thinking at
the SEC evolved to conceive of circumstances in
which a mutual fund’s independent trustees could
deem it beneficial for shareholders to pay fund
distribution costs, the SEC Staff reasoned in its
February 1972 Statement on the Future Structure
of the Securities Markets that any use of an invest-
ment company’s assets for the purpose of financing
the distribution of its shares would be improper
because a fiduciary duty was owed to each share-
holder and it would be improper for one share-
holder’s assets to be used to pay for marketing to
another shareholder since the first shareholder
would get little if any benefit from his or her assets
being used in that way.
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Questions Looking Forward

These current and historic market and regula-
tory factors raise myriad business and legal questions
for the mutual fund industry as it seeks to maintain
profitable and compliant mutual fund operations.

resources and fund shareholders are not improp-
erly footing any bills?

How will the reconsideration of the mutual
fund board oversight responsibility frame-
work that has been much discussed by the

Will Class A shares carrying 0.25% 12b-1 fees
remain a uniquely appropriate pricing choice for
some investors? Or could recent SEC enforce-
ment efforts drive a de facto return to the SEC’s
pre-1980 policy stance on 12b-1 fees? In other
words, as mutual fund groups must offer non-
12b-1 share classes to keep up with investor
demand, will advisers continue to recommend
share classes with 12b-1 fees if share classes with-
out them are “available?” How will broker-deal-
ers potentially governed by proposed Regulation
Best Interest recommend investments carrying
12b-1 fees? What will the impact be, if any, on
the mutual fund board’s annual renewal of the
Rule 12b-1 plan?

Do prevailing trends such as transaction-based
and advice-for-fee models imply a belief among
investors that individual shareholders should be
responsible for paying fees only where there is a
clear and direct benefit to them, and not where
the benefit is indirect such as with increased
assets under management and realization of
economies of scale?®® What would such a shift
— to a model where performance and substan-
tive advice is potentially available only through
higher-end fees—imply about access for the
retail and senior investors that the SEC aims to
protect?

Will the “drive to zero” fees experienced within
“clean share” classes and ETFs migrate to retail
classes? Will the costs of selling mutual funds
become wholly external to the mutual fund
expense ratio, borne directly by fund investors
on one hand, or service providers on the other?
If so, how will fund service providers compen-
sate for the lost 12b-1 revenue and how will
boards ensure that fund advisers have adequate

Director of the SEC’s Division of Investment
Management, Dalia Blass, intersect with the
market and other regulatory forces currently
surrounding 12b-1 fees?®

»  With Class A shares emerging as the only stan-
dard 12b-1 share class (now uniformly charging
0.25% in 12b-1 fees), in line with the SEC’s
2010 Rule 12b-1 reform attempt, could other
aspects of the 2010 proposal manifest in the
markets?

s If Form CRS is adopted as proposed, will advis-
ers and broker-dealers be willing to make the
required disclosures regarding conflicts of inter-
est associated with 12b-1 fees, or will they aban-
don them in favor of some less-complicated
pricing options?

The ultimate question, of course, is whether
12b-1 fees will remain a viable pricing alternative
in an environment in which “expense ratios are the
financial version of...calorie counts”?®® As we wait
to learn the answer, fund boards and their service
providers should be on alert, working with counsel
to conduct increasingly thorough and analytical due
diligence regarding the various aspects of fund dis-
tribution costs.

Ms. Williamson is a partner in the Investment
Management Practice Group at Perkins Coie LLP.
She thanks Matthew S. Williams, an associate in
the Investment Management Pratice Group at
Perkins Coie, for his contributions to this article.
Certain information regarding the evolution of
Rule 12b-1 under the Investment Company
Act of 1940 included in this article has previ-
ously appeared in a different format in Martin E.
Lybecker and Gwendolyn A. Williamson, “The



Administrative History of Rule 12b-1,” PLI
Basics of Mutual Funds and Other Registered
Investment Companies 2013, New York, New
York, April 24, 2013. In addition, certain infor-
mation regarding the SEC’s April 2018 fiduciary
proposals has previously appeared in a differ-
ent format in Gwendolyn A. Williamson and
Matthew S. Williams, “Fiduciary Investment
Advice: Emerging Legislation and Regulations”
PLI Fiduciary Investment Advice 2018, New
York, New York, May 10, 2018.

NOTES

See the 2018 Investment Company Institute (ICI)
Factbook at p.121 (describing “downward pressure
on expense ratios—from competition among exist-
ing mutual fund sponsors, new mutual fund sponsors
entering the industry, competition from products
such as exchange-traded funds...and economies of
scale resulting from the growth in fund assets”). The
2018 ICI Factbook is available at https://www.ici.org/
pdf12018_factbook.pdf.

See William A. Birdthistle and Daniel ]J. Hemel,
“Next Stop for Mutual-Fund Fees: Zero,” Wall St. J.
(June 10, 2018) (noting that “since 2000 the aver-
age annual mutual-fund fee has fallen by more than
a third”). In addition to exerting pressure on fund
fees generally, the DOL fiduciary rule also drove a
re-construction of mutual fund share classes that
generated a more uniform share class structure with
greater consistency in pricing and nomenclature
across fund groups than was offered even just two
years ago. For example, fund groups’ most expen-
sive institutional share classes (with no 12b-1 fees)
are now typically referred to as “Institutional” or “I”
shares, with cheaper classes designated in succession
(Institutional 2 (I2), Institutional 3 (I3), etc.).
2018 ICI Factbook, supra n.1, at p.119 (reporting
that the average hybrid mutual fund expense ratio
fell from 0.89% in 2000 to 0.70% in 2017, a reduc-
tion of 21%, and the average bond mutual fund
expense ratio fell from 0.76% in 2000 to 0.48% in
2017, a decline of 37%).

VOL. 25, NO. 9 « SEPTEMBER 2018 9

Morningstar, Inc., (Morningstar) is an investment
research, analysis, and ratings firm.

See Morningstar U.S. Fund Fee Study (Apr. 28,
2018), available at https:/fwww.morningstar.com/
blogi2018/05/1 1/fund-fee-study.html.

Through a January 11, 2017, no-action letter to
Capital Research and Management Company,
the Staff of the SEC’s Division of Investment
Management said it would not recommend enforce-
ment action against brokers setting their own com-
mission rates for sales of so-called “clean shares” of
mutual funds with no fund-imposed sales loads or
distribution fees, despite Section 22(d) of and Rule
22d-1 under the Investment Company Act which
otherwise would require such commission sched-
ules to be fixed by share class at the sales load rates
established in the fund prospectus (the Clean Shares
Letter). The Clean Shares Letter allowed for the
de-coupling of commissions paid by shareholders
from sales loads paid by sharcholders to funds. The
Clean Shares Letter is available at https:/fwwuw.sec.
govldivisions/investment/noaction/201 7/capital-group-
011117-22d.htm.

See 2018 ICI Factbook supra n.1, at Fig. 6.10 -6.12
and p.120 (explaining that a “factor contributing
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