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H.R. 2420—THE MUTUAL FUNDS INTEGRITY
AND FEE TRANSPARENCY ACT OF 2003

Wednesday, June 18, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE,
AND GOVERNMENT SPONSORED ENTERPRISES
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:05 a.m., in Room
2128, Rayburn House Office Building, Hon. Richard Baker [chair-
man of the subcommittee] presiding.

Present: Representatives Baker, Gillmor, Royce, Oxley (ex offi-
cio), Kelly, Ryun, Green, Miller of California, Toomey, Capito, Ken-
nedy, Tiberi, Brown-Waite, Harris, Kanjorski, Inslee, Gonzalez,
Capuano, Ford, Lucas of Kentucky, Clay, Baca, Matheson, Lynch,
Miller of North Carolina, Emanuel and Scott.

Chairman BAKER. [Presiding.] I would like to call this meeting
of the Capital Markets Subcommittee to order. Our purpose here
today is to receive testimony with regard to H.R. 2420, the Mutual
Funds Integrity and Fee Transparency Act of 2003.

The committee has engaged in market review of the various sec-
tors of market performance, beginning almost 2 years ago, pre-
ceding many of the unfortunate events in corporate governance.
The committee has acted in a significant way, the Financial Serv-
ices Committee particularly, with the passage of Sarbanes-Oxley
and other reform measures to enhance disclosure and transparency
in market performance to investors.

It is exceedingly clear to me that the world has changed dramati-
cally over the past 20 years, where historically the managed funds,
institutional investors, and sophisticated investors constituted the
bulk of investment of significance in our capital markets. Today,
working families through pension funds, 401(k)s or direct invest-
ment are significant participants in providing capital for the con-
tinued expansion of economic activity and job creation.

In recent months, with concerns about the ability of the average
investor’s capability to get access to information on a timely and
unbiased basis, many have chosen not to further participate in the
markets and have in fact taken the money and put it on the side-
lines for fear that they do not understand the risks that they may
be taking. To that end, the committee is engaging today in better
understanding the function of and the need for, if necessary, any
potential reform in the way in which an investor may analyze the
performance of individual mutual funds, and to determine if there
is comparability in the data provided at year end.
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I bring to this debate some personal observation. Last year, my
son came to me, who is doing far better in life than I, and has sev-
eral mutual fund investments. He came to me and said, “Dad, you
are the smart guy; sit down and explain this to me,” and I could
not do it, to provide him with some measure of comparable infor-
mation about which fund was actually performing to the highest
level of professionalism. It made clear to me that at least a review
of our disclosure regime was not only appropriate, but needed. The
bill before us makes several recommendations. However, there are
some areas which have yet to be resolved. In response to some who
have indicated we have dodged the issue of soft-dollar arrange-
ments, I merely point out that we have not reached some final de-
termination, awaiting the SEC’s professional review and rec-
ommendation. It is clear that disclosure would be highly war-
ranted.

Some would go to the issue of banning those relationships, which
is the issue, at least in my mind, before the committee, and we
hope to get further insights into the benefits of those arrangements
and how the expenditures made can actually work to the investor’s
best interest. On the other hand, if the funds are spent for a week-
end in the south of France, that raises an entirely new consider-
ation.

I am certain there are other issues within the legislation that
will generate comment, but we appreciate all the witnesses’s par-
ticipation this morning in the committee’s ongoing interest to pro-
vide a marketplace which is transparent and treats all stake-
holders equitably. We look forward to hearing from you.

Mr. Kanjorski?

Mr. KANJORSKI. Thank you, Mr. Chairman.

I look forward to this hearing in regard to the Mutual Funds In-
tegrity and Fee Transparency Act. The dynamic mutual fund in-
dustry constitutes a major part of our equities market and it has
without question worked to democratize investing for millions of
Americans.

Despite this tremendous success, securities experts have contin-
ued to regularly examine how we can improve the performance of
the mutual fund industry in order to advance the interests of inves-
tors. As you know, Mr. Chairman, I have made investors’s protec-
tion one of my top priorities in my work on this committee. I con-
sequently share your concerns that our committee must conduct
vigorous oversight to examine whether our regulatory system is
working as intended, and to determine how we can make it strong-
er.
During our last hearing on mutual funds, several individuals
raised concerns that some practices within the mutual fund indus-
try, because we identified no consensus for addressing these mat-
ters, I joined with my colleague, Congressman Bob Ney, in writing
to the SEC after the hearing. In replying to our letter, the Commis-
sion staff suggested several areas for reform and for further study.
In order to ensure that today’s hearing record is complete, I re-
quest unanimous consent to enter into the record the response that
Congressman Ney and I received from the Commission.

Chairman BAKER. Without objection.
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[The following information can be found on page 165 in the ap-
pendix.]

Mr. KANJORSKI. In addition, Mr. Chairman, you also contacted
the Commission after the last hearing to request their observations
and recommendations regarding mutual funds. H.R. 2420 attempts
to codify several reforms proposed by the Commission in its re-
sponse to you. In general, H.R. 2420 seeks to enhance the disclo-
sure of mutual fund fees and costs to investors, improve corporate
governance for mutual funds, and heighten the awareness of
boards about mutual fund activities.

While many of these reforms may be good ideas, we should ex-
plore whether they can instead be achieved without a legislative
mandate, either through the adoption of industry best practices or
the promulgation of regulations by the Securities and Exchange
Commission. As you know, Mr. Chairman, I generally favor indus-
try solving its owns problems through the use of self-regulation or
the adoption of best practices whenever possible.

Nevertheless, if we decide to mark up H.R. 2420 in the weeks
ahead, we should ensure that each provision of the bill is properly
designed to help individual investors to make better decisions. We
should also examine the effects of the changes on smaller mutual
funds and whether those reforms will create barriers to entering
the mutual fund marketplace. We should further determine wheth-
er the benefits of imposing a reform will outweigh its costs.

Moreover, H.R. 2420 contains provisions not included in the
Commission’s report. In my view, we must carefully examine these
additional legislative mandates to ensure that they will not
produce unintended consequences. For example, H.R. 2420 would
prohibit an interested person from serving as Chairman of the
Board of a mutual fund. While recognizing that there may be bene-
fits to an independent Board Chairman, the Commission’s report
questions whether there is a need to mandate such a change if a
majority of the mutual fund board is already independent.

In closing, Mr. Chairman, I look forward to hearing from our dis-
tinguished witnesses on this important legislation. Mutual funds
have successfully worked to help middle-income American families
to save for an early retirement, higher education and a new home.
We need to ensure that this success continues. I therefore hope
that we will not rush into a markup on H.R. 2420 before we can
work together on these matters.

I yield back the balance of my time.

[The prepared statement of Hon Paul E. Kanjorski can be found
on page 58 in the appendix.]

Chairman BAKER. I thank the gentleman for his statement.

Mr. Scott?

Mr. ScoTT. Thank you very much, Chairman Baker and Ranking
Member Kanjorski. I want to thank you for holding this hearing
today regarding the mutual fund industry.

Arthur Leavitt, former Chairman of the SEC, calls the high cost
of owning some mutual funds the deadliest sin of owning mutual
funds. Some funds are able to get away with overly high fees be-
cause investors do not understand how fees can reduce their re-
turns. I firmly believe that the individual investor is empowered
when given the tools to compare varying investment funds. I want
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to thank you, Chairman Baker, for introducing H.R. 2420 as an im-
portant step to providing transparency for investors. Given that
more than half of all U.S. households now hold shares in mutual
funds, any step towards transparency will have an impact on mil-
lions of investors throughout this country.

As Ms. Mellody Hobson, the CEO of Ariel Mutual Fund Group
will testify later today, we must ensure that any additional regula-
tions do not put small funds at a disadvantage. I certainly look for-
ward to working with Ariel on financial education and literacy and
investor education initiatives. I look forward to hearing from to-
day’s distinguished panels about the best way to arm investors
with strong information on mutual funds.

Thank you very much, Mr. Chairman.

Mr. GREEN. [Presiding.] Mr. Miller is recognized for a brief open-
ing sltatement. No opening statement? Then we will turn to our
panel.

Our first witness will be Mr. Paul Roye, the Director, Division of
Investment Management at the U.S. Securities and Exchange Com-
mission. Mr. Roye, welcome.

STATEMENT OF PAUL ROYE, DIRECTOR, DIVISION OF INVEST-
MENT MANAGEMENT, U.S. SECURITIES AND EXCHANGE
COMMISSION

Mr. RoYE. Thank you.

Chairman Baker, Ranking Member Kanjorski and members of
the subcommittee, on behalf of the Securities and Exchange Com-
mission, I am pleased to discuss H.R. 2420, the Mutual Funds In-
tegrity and Fee Transparency Act of 2003, which recently was in-
troduced by Chairman Baker and cosponsored by several members
of the subcommittee. It is a pleasure and honor to be here.

This bill would provide investors with useful information regard-
ing their investments in mutual funds, as well as strengthen the
corporate governance standards for mutual funds. In addition to
providing mutual fund investors with disclosure about estimated
operating expenses, soft-dollar arrangements, portfolio transaction
costs, sales load breakpoints, directed brokerage and revenue shar-
ing arrangements, the bill would also require disclosure of informa-
tion on how fund portfolio managers are compensated and require
fund advisers to submit annual reports to fund Directors on di-
rected brokerage and soft-dollar arrangements, as well as revenue
sharing.

It also would recognize fiduciary obligations of fund Directors to
supervise these activities and assure that they are in the best in-
terests of the funds and their shareholders. In addition, the bill
would require the Commission to conduct a study of soft-dollar ar-
rangements to assess conflicts of interest raised by these arrange-
ments and examine whether or not the statutory safe harbor in
section 28(e) of the Securities Exchange Act of 1934 should be re-
considered or modified.

As outlined in our written testimony, the Commission supports
the goals of the bill and commends Chairman Baker and the co-
sponsors of this legislation for their initiative and support of a reg-
ulatory regime that best serves the interests of mutual fund inves-
tors. We particularly support the goals of enhancing disclosure and
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the expanded authority the bill would provide the Commission to
define which Directors can be considered independent. Overall, the
bill has the potential to assist in maintaining investor confidence
in the fairness of the operations of mutual funds, which is clearly
the investment choice for millions of Americans today.

Specifically, the Commission supports the goal of section 2(a) of
the bill, which would increase the transparency of mutual fund ex-
penses, including a mutual fund’s portfolio transaction costs, as
well as require improved disclosure of the use of a fund’s brokerage
Commissions and revenue sharing payments by fund advisers. The
Commission has long been committed to full disclosure of mutual
fund costs, as well as other key information so that investors may
make informed investment decisions.

The bill also would require improved disclosure of the structure
and method of compensation of individuals employed to manage the
fund portfolios. This disclosure is one way to provide fund investors
with information that will be helpful in assessing the incentives of
the individuals who are responsible for managing their assets. We
are concerned about the growth of soft-dollar arrangements and the
conflicts they may present to money managers. The bill would re-
quire improved disclosure of information concerning a mutual
fund’s policies and practices with respect to soft-dollar arrange-
ments, whereby brokerage Commissions are paid to a broker who
provides research and other transaction services. We agree that
fund Directors and investors should be provided with better infor-
mation about these arrangements. We further support the required
report of section 28(e) that is included in the legislative package.

Once the reforms called for in the bill that relate to soft dollars
are implemented, the Commission and the Congress will need to
consider whether further revisions are needed. To accomplish this,
policymakers will need current information on soft-dollar practices,
their impact on fiduciary obligations of advisers, competition be-
tween broker-dealers, the impact on the securities markets and the
clients and investment advisers, including mutual funds.

The bill would require improved disclosure of information con-
cerning available discounts on front-end sales loads, including min-
imum purchase amounts required for such disclosures. Again, we
believe that this improved disclosure could be helpful to investors
in determining the sales load discount that they are entitled to
when they buy front-end load mutual funds.

Section 3 of the bill would amend section 15 of the Investment
Company Act to require each adviser to an investment company to
submit to a fund’s board of Directors on a regular basis a report
on revenue sharing, directed brokerage, and soft-dollar arrange-
ments. Again, the Commission supports these amendments. They
acknowledge the important role that fund boards play in the super-
vision of fund brokerage arrangements by recognizing a federal
duty to supervise these arrangements, and by requiring advisers to
provide boards with the information so that they can fulfill their
obligations and safeguard the interest of fund shareholders.

We strongly support the bill’'s grant of rulemaking authority,
which would permit the Commission to close gaps in the Invest-
ment Company Act that have permitted persons to serve as inde-
pendent Directors who do not appear to be sufficiently independent
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of fund management. Section 5 would extend to mutual funds cer-
tain audit committee requirements, similar to those for listed com-
panies required by section 301 of the Sarbanes-Oxley Act of 2002.
Extending these audit committee requirements to mutual funds,
again, is one way to further benefit and protect mutual fund inves-
tors.

In conclusion, the Commission supports efforts to improve trans-
parency in mutual fund disclosures, to provide fund investors with
information they need to make informed investment decisions, and
to enhance the mutual fund governance framework. We look for-
ward to working with this subcommittee to further these important
goals.

Chairman Donaldson asked me on behalf of the entire Securities
and Exchange Commission to thank Chairman Baker and Ranking
Member Kanjorski and this entire subcommittee for the strong
leadership you provided in sponsoring and supporting H.R. 658, the
Accountant Compliance and Enforcement Staffing Act of 2003. Its
unanimous passage yesterday by the House of Representatives was
welcome news at the Commission and will go a very long way to
ensure that we can rapidly hire the significant numbers of ac-
counts, examiners and economists the SEC needs to serve Amer-
ica’s investors.

With that, I would be glad to answer any questions.

[The prepared statement of Paul F. Roye can be found on page
140 in the appendix.]

Mr. GREEN. Mr. Roye, thank you for your testimony.

Our next witness is Mr. Richard Hillman, Director, Financial
Markets and Community Investment for the U.S. GAO. Mr.
Hillman, welcome, we look forward to your testimony.

STATEMENT OF RICHARD HILLMAN, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENT, U.S. GAO

Mr. HiLLMAN. Thank you very much. I am pleased to be here
today to discuss GAO’s work on the disclosure of mutual fund fees
and the need for other related mutual fund disclosures to investors.
The fees and other costs that mutual fund investors pay as part of
owning fund shares can significantly affect their investment re-
turns. As a result, it is appropriate to debate whether the disclo-
sures of mutual fund fees and fund marketing practices are suffi-
ciently transparent and fair to investors.

Today, I will summarize the results of our recently issued report
entitled Mutual Funds: Great Transparency Needed in Disclosures
to Investors, and describe how the results of this work relates to
certain provisions of the proposed Mutual Fund Integrity and Fee
Transparency Act of 2003 or H.R. 2420.

Specifically, I will discuss, one, opportunities for improving mu-
tual fund fee disclosures; two, the extent to which various corporate
governance reforms are in place in the mutual fund industry; three,
the potential conflicts that arise when mutual fund advisers pay
broker-dealers to sell fund shares; and four, the benefits and con-
cerns over fund advisers’s use of soft dollars.

Regarding our first objective on mutual fund fee disclosures, we
found that mutual funds disclose considerable information about
their costs to investors, but unlike many other financial products
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and services, they do not disclose to each investor the specific dol-
lar amount of fees that are paid on their fund shares.

Consistent with H.R. 2420, our report recommends that the SEC
consider requiring mutual funds to make additional disclosures to
investors, including considering requiring funds to specifically dis-
close fees in dollars to each investor in quarterly account state-
ments. SEC and industry participants have indicated that the total
cost of providing such dollar disclosures could be significant. How-
ever, on a per-investor basis, we found that the costs might not
represent a large outlay.

In addition, our report also discusses other less-costly alter-
natives that could increase investor awareness of fees they pay on
mutual funds, including requiring quarterly statements to include
the same information that SEC is now proposing to include in the
funds’s semiannual reports, which would show the actual dollar
amount of fees paid on a $10,000 investment. Doing so would place
this additional fee disclosure in the document generally considered
to be of the most interest to investors. An even less costly alter-
native could be required to have quarterly statements include a no-
tice that reminds investors that they pay fees and to check their
prospectus and with their financial adviser for more information.
These or other possible disclosures would provide investors with
more information about fees in the document that they regularly
use to check their account value.

Regarding our second objective on mutual fund corporate govern-
ance practices, we found that the popularity of mutual fund invest-
ing and the increasing importance of such investments to
investors’s financial well-being and ability to retire securely in-
creases the need for regulators and industry participants to contin-
ually seek to ensure that mutual funds’s corporate governance
practices are strong. Recent corporate scandals have resulted in
various reforms being proposed to improve the oversight of public
companies by their boards of Directors. We have supported regu-
latory and industry efforts to strengthen corporate governance of
public companies.

Although many of the reforms being sought for public companies
are already either embodied in regulatory requirements or rec-
ommended as best practices by the Investment Company Institute,
additional improvements to mutual fund governance such as man-
dating super-majorities of independent Directors as proposed in
H.R. 2420 would further strengthen corporate governance practices
and ensure that all funds implement these practices.

Regarding our third objective, we found that mutual fund advis-
ers have been increasingly engaged in a practice known as revenue
sharing under which they make additional payments to the broker-
dealers that sell their fund shares. Although we found that the im-
pact of these payments on the expenses of the fund investors was
uncertain, these payments can create conflicts between the inter-
ests of broker-dealers and their customers that could limit the
choices of funds that broker-dealers offer investors.

For example, some brokers require fund companies to make rev-
enue sharing payments to become one of six or seven fund compa-
nies on the preferred list of funds of their sales representatives.
However, under current disclosure requirements, investors may not
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always be explicitly informed that their broker-dealer, who is also
obligated to recommend only suitable investments based upon the
investor’s financial condition, is also receiving payments to sell par-
ticular funds. Consistent with H.R. 2420, our report also rec-
ommends that more disclosure be made to investors about any rev-
enue sharing payments that broker-dealers are receiving.

Finally, as part of our final objective, we also reviewed a practice
known as soft dollars, in which a mutual fund adviser uses fund
assets to pay Commissions to broker-dealers for executing trades in
securities for the mutual fund’s portfolio, but also receives research
or other brokerage services as part of the transaction. These soft-
dollar arrangements can result in mutual fund advisers obtaining
research or other services, including from third party independent
research firms, that can benefit the investor in these funds. How-
ever, these arrangements also create conflicts of interest that could
result in increased expenses to fund shareholders if a fund adviser
trades excessively to obtain soft-dollar research or chooses broker-
dealers more on the basis of their soft-dollar offerings than their
ability to execute trades efficiently.

SEC has addressed soft-dollar practices in the past and rec-
ommended actions could provide additional information to fund Di-
rectors and investors, but SEC has not yet acted on some of its own
recommendations. Consistent with H.R. 2420, our report rec-
ommends that more disclosure be made to mutual fund Directors
and investors to allow them to better evaluate the benefits and po-
tential disadvantages of their fund adviser’s use of soft dollars.

In conclusion, the work that GAO has conducted at the request
of this committee addresses several of the areas in the recently in-
troduced Mutual Funds Integrity and Fee Transparency Act of
2003. Passage of the Act’s provisions in these areas would help to
ensure management integrity of mutual fund companies and help
to ensure that investors have the facts they need to make informed
investment decisions.

Mr. Chairman, this concludes my prepared remarks and I would
be pleased to answer any questions that you or other members of
the subcommittee may have at an appropriate time.

[The prepared statement of Richard J. Hillman can be found on
page 117 in the appendix.]

Mr. GREEN. Thank you, Mr. Hillman, and thank you, Mr. Roye,
for your testimony.

Mr. Hillman, as you referenced in your testimony, some industry
representatives have criticized the GAO recommendations that
funds provide specific dollar disclosures in the shareholder account
statements on the basis that it will be unduly expensive. I don’t
know if your report makes this estimation or others do, but they
believe it will amount to approximately $266 million. Do you have
any estimate as to what this additional cost increase would mean
for t?he average mutual fund fee, on an average basis what it would
cost?

Mr. HILLMAN. Yes. If mutual fund companies charge the entire
$266 million, which includes estimates prepared by the Investment
Company Institute, who surveyed about 77 percent of the assets in
the mutual fund industry to ask them what the costs might be to
include specific dollar disclosures, they found for that portion of the
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industry that they surveyed, that if the $266 million in the first
year were charged, that the mutual fund fee would increase. Basi-
cally, we have determined that the mutual fund increase would be
about .000038 percent, or really about one-third of a basis point.

Mr. GREEN. The report in its discussion of the merits of enhanced
disclosure of portfolio transaction costs cited a number of com-
mentators who said that having mutual funds disclose information
such as the report as suggested and you have testified to, would
increase competition amongst funds on the basis of those costs and
lead to lower expended costs for investors. Can you elaborate on
that? Do you believe that would spur cost-based competition among
investors and funds?

Mr. HiLLMAN. We surveyed a number of individuals as part of
the study requested by this committee. In particular, we talked to
a number of financial planners who indicated the disclosing trans-
action costs would benefit investors. The overall view was sug-
gested that with more information, investors would be able to com-
pare costs across funds, which would likely result in more competi-
tion based upon those costs. It was also suggested that more disclo-
sure of such transaction costs perhaps might help reduce turnover
of funds, unnecessary trading that mutual fund complexes may en-
gage in.

Mr. GREEN. If you could elaborate on that point. I am not sure
I follow.

Mr. HiLLMAN. With the increased disclosure based upon the costs
of trading, including Commissions associated with trading, if fund
investors were aware of those costs it might have interest on the
part of fund advisers and others to ensure that those costs remain
as low as they can possibly be, and therefore potentially reducing
unnecessary trading for other Commissions.

Mr. GREEN. Is there a danger that the information provided
under this legislation and pursuant to your report will be informa-
tion that investors are unable to use or to process? Can it be mis-
leading? Is there a risk that disclosure will not lead to providing
more useful information to the average investor?

Mr. HiLLMAN. I think there is always a risk that information in
disclosures may not be interpreted correctly. Therefore, I think it
is essential that as part of producing any additional disclosures,
that sufficient work be done to consult with investors and others
to make sure that the disclosures that are provided are clear and
understandable and useful to investors. However, I do believe that
such additional disclosures are necessary, and if implemented prop-
erly should have the desired results.

Mr. GREEN. Mr. Roye, do you believe that the increased disclo-
sures will be a practical answer to the problem of regulating soft-
dollar practices? Do you believe disclosure will be a sufficient ap-
proach to that?

Mr. RoYE. Historically, the Commission’s approach on soft dol-
lars is to encourage transparency of those arrangements. I think
the bill would call for additional disclosure in that area and we
view that as a positive. In the fund area, we look to fund Directors
principally to oversee these arrangements and to make sure that
they are in the best interest of the fund and the shareholders. So
through our examination program and through other means, we
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have encouraged Directors to focus on this issue. Again, disclosure
would be beneficial.

Whether or not it is the complete answer to issues regarding soft
dollars I think in our responses to Chairman Baker and Ranking
Member Kanjorski, we indicated that we had some questions about
disclosure and the limitations of disclosure. That has been the tra-
ditional approach, and indeed our federal securities law scheme is
based on disclosure.

But in looking at some of the conflicts that soft dollars create,
and as alluded to in the GAO report and in our response to the
congressional inquiries, we do think it may be time to go back and
reassess how the soft-dollar arrangements are working, what kind
of impacts they are having, what do these conflicts lead to, and
maybe a broader reexamination of soft-dollar arrangements.

Mr. GREEN. So disclosure may not be enough, is that what you
are saying?

Mr. ROYE. Yes, sir.

Mr. GREEN. Okay. Thank you.

Mr. Kanjorski?

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. Roye, to put some perspective here for myself and maybe for
the record, there are a little over 7,000 equity mutual funds and
a little more than 1,000 money market funds, is that correct?

Mr. ROYE. It depends on how you count them. There are probably
7,000 entities, but each of them oftentimes have separate portfolios
so there are probably more like 30,000.

Mr. KANJORSKI. Okay, let me get a handle around this. How
many of these are guilty of abuses that you have clearly seen or
have come to your attention, say, in the last year?

Mr. ROYE. In the mutual fund area, we find problems that merit
enforcement actions from time to time, but it is not extensive.

Mr. KANJORSKI. Give me some numbers. In the last year, how
many enforcement actions have been taken against mutual funds?
N M(li" ROYE. In the last year, you could probably count them on one

and.

Mr. KANJORSKI. So potentially out of 30,000 mutual funds, only
five enforcement actions. What did these enforcement actions ema-
nate from? A failure to disclose soft money problems? What was the
genesis of the actions?

Mr. RoYE. We have had some situations where we have had
some valuation issues, mis-pricing of securities.

Mr. KANJORSKI. Mistakenly mis-pricing or intentional?

Mr. ROYE. It is really sort of negligence overseeing the process.
I am trying to think of what some of the other actions have been.
We have brought actions related to mutual funds, but they tend to
be sales practice type of abuses.

Mr. KANJORSKI. What would you say of these five areas of abuse
in the last year, how much did that cost the investors that were
invested in those funds?

Mr. RoOYE. It is difficult to estimate.

Mr. KANJORSKI. Billions?

Mr. RoYE. It has not been that substantial, given the $6 trillion.

Mr. KANJORSKI. Billions of dollars?

Mr. RoYE. Not billions of dollars.
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Mr. KANJORSKI. Hundreds of millions of dollars?

Mr. ROYE. Probably in the millions of dollars.

Mr. KANJORSKI. Millions of dollars, something under $100 mil-
lion. It seems to me that if we are going to establish a new army
of regulators here, 30,000 funds, we are going to have to build you
a much larger office building and hire you an awful lot of people
and pay a lot of salaries. Has there been a cost analysis made here
of what we are talking about, the increased cost of regulation as
opposed to what we would be preventing or what we would be sav-
ing? What is the cost-benefit analysis that you have come up with?

Mr. ROYE. Yes, we have not done a cost-benefit analysis.

Mr. KANJORSKI. Don’t you think we ought to do that?

Mr. ROYE. Certainly, the Commission in its process of consid-
ering regulations, we consider the costs and benefits in doing that.
The bill would call for the Commission to take regulatory action in
various areas and obviously that is an exercise.

Mr. KANJORSKI. I listened to Mr. Bogle’s testimony last time, and
I was impressed that he is very seriously worried about some
abuses in the mutual fund industry. I am just wondering whether
or not we shouldn’t concentrate more on those abuses than trying
to do the mathematical calculations of telling an individual mutual
fund holder what the cost of their fund is. That could be extraor-
dinarily expensive. It would seem to me before we do that, I would
prefer the IRS to calculate my tax requirements so that I don’t
have to spend a week going to an accountant to do that. Where is
the role of government here?

Mr. ROYE. I would make this observation. The bill essentially
calls for improved disclosure in a number of areas. At the Commis-
sion, we agree that in these areas we can improve the disclosure.
We think investors ought to understand.

Mr. KANJORSKI. I know you can improve the disclosure, but the
question is the cost of improving that disclosure, is it worthwhile
to the investor and to the marketplace? We can all write regula-
tions. You can send me a 300-page prospectus, but it all depends
on whether it is really worth it.

Mr. RoYE. Yes. I think when you look at some of the disclosures
that are called for from a cost standpoint, I don’t think they really
incur a lot of costs.

Mr. KANJORSKI. They are negligible.

Mr. ROYE. It is information that is within the fund organization
that would be surfaced to fund investors.

Mr. KANJORSKI. In this regard, though, several members of Con-
gress requested from the SEC reports lately, and those reports
came in last week. Does this bill contain anything beyond what the
SEC recommended?

Mr. RoYE. The congressional inquiries asked specific questions.
Your letter asked specific questions. We did our best to provide you
with comprehensive and complete answers to those questions.

Mr. KANJORSKI. But my question is, I am not trying to put you
on the hook here for anything, I am just asking does this bill go
beyond the recommendations made by the SEC to the members of
Congress in those two reports?

Mr. RoYE. I think there are areas that clearly tie in and flow
from the recommendations. I think there may be some areas where
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EVTI clearly did not address in our response, but are reflected in the
ill.

1\{[{1‘. KaANJORSKI. Right. I just have one additional observation to
make.

Mrs. KELLY. [Presiding.] Go right ahead.

Mr. KANJORSKI. I will tell you what I am worried about. I am
worried about the expenditure of money and additional regulation.
I see now, because we have had this downturn in the stock market
and Enron and all these problems, that all of us are rushing
around as part of the bucket brigade to put out sometimes phan-
tom fires. I make the other observation that every day we are eat-
ing food with an awful lot of chemicals and a lot of dyes and every-
thing else, and the argument is made across the board, we don’t
have to tell the consumer; it can only kill him.

We are taking an awful lot of time and effort to try and save
some dollars. And I am not against that, but quite frankly if some-
body is an investor and they have extra capital, at some point there
should be a stimulus there for them to make and live by the judg-
ments they make in financial matters, rather than being spoon-fed
by the government or so over-protected by the government as to
make it ludicrous. Do you feel that we are going close to that edge?

Mr. ROYE. I think you make an important point. I think with
some of this, the devil is in the details in terms of how you imple-
ment some of these approaches to enhancing the fee disclosure, for
example. The General Accounting Office has made some rec-
ommendations. The Commission has an existing proposal out-
standing on those issues. We try to balance the cost and benefits
of enhancing the disclosure. So I think in a lot of these areas, you
are right. We have to be sensitive to overkill. We have to make
sure that the benefits outweigh the costs. We try to accomplish the
goal and objective, but we do it in a cost-effective way.

Mr. KANJORSKI. You are causing me a little bit of schizophrenia
here. On this side of the aisle, we are supposed to be for regulation.
That side of the House is supposed to be against regulation.

[LAUGHTER]

Something has happened here in the last several months, so you
have to give us some guidance down there.

Thank you very much.

Mrs. KELLY. Thank you.

Mr. Tiberi?

Mr. TiBERI. Thank you, Madam Chair.

Mr. Roye, could you comment, give us your thoughts on the issue
of fund Directors’s role in this entire process, and if you believe
that it is important or not important to have two-thirds of the Di-
rectors be independent?

Mr. RoYE. Clearly in the mutual fund framework, where you
have funds that are separate entities organized by a management
company, sponsored by a management company, there are inherent
conflicts of interest in those arrangements. The statutory frame-
work contemplates a certain percentage of independent Directors
who are there as watchdogs to protect the interests of fund inves-
tors and to monitor and oversee these conflicts.

We view the role of independent Directors as essential in this
framework. Indeed, we think the reason for the mutual fund indus-
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try being relatively free of scandal is the fact that independent Di-
rectors are present in the framework. The Commission several
years ago proposed and adopted some rules that would effectively
encourage most funds to have at least a majority of independent
Directors. We see that as a positive benefit, and independent Direc-
tors playing a positive role in this framework.

Mr. TIBERI. Does the Commission have an opinion on whether
the Chairman of the Board should be independent or not affiliated
with the company?

Mr. RoYE. We recognize that there may be benefits to having an
independent Chairman in terms of controlling the agenda to make
sure that the appropriate issues are raised in the board meetings
for consideration by the board. We pointed out in our testimony
that once you get to a majority or two-thirds, effectively the inde-
pendent Directors have the ability to dictate who the Chairman of
the Board is.

Mr. TiBERI. So the SEC’s opinion would be if there is a majority
of independent Directors on the board that it would not be nec-
essary to regulate either from a congressional standpoint or from
a regulatory standpoint that the Chairman be independent.

Mr. ROYE. Quite frankly, within the building the Commissioners
had some interesting discussions about that issue. I think that
while the Commissioners saw benefits, they also recognized that ef-
fectively independent Directors have the power to dictate this now
if they want it. Indeed, there are funds that have independent
board chairmen who operate and those who don’t. So I guess at
best we were sort of maybe neutral on that point.

Mr. TiBERI. Mr. Hillman, can you comment on both issues?

Mr. HiLLMAN. GAO has in the past as part of the Sarbanes-Oxley
Act come out in favor of a super-majority of independent Directors
on boards. The real idea there is giving increased voice to inde-
pendent Directors, as well as investors in the decisionmaking that
takes place on the board.

Regarding the notion of having an independent chair, we have
come out in the past supporting separation from the CEO and the
Chairman’s position. We have not really discussed specifically the
notion of an independent chair. I agree with SEC and Mr. Roye
that it includes some positive aspects as well as potentially reduc-
ing the flexibility that a board may have in nominating its mem-
bers. I also agree with a super-majority, which would be more than
a simple majority, that independent Directors would have an abil-
ity to nominate potentially who they chose to be chair.

Mr. TiBERI. So your thought is that if we regulate the fact that
a super-majority would be independent, that we would not need to
regulate the independence of the Chairman.

Mr. HILLMAN. It may be less important to do so, yes.

Mr. TIBERI. Less important to do so. Can you comment a little
bit about the relationship between the fund and the management
company, and if you see there being conflicts in the way that the
structure is often set up between the fund and the management
company?

Mr. HILLMAN. Perhaps that might be a question best addressed
to the SEC.

Mr. TiBERI. It will be.
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Mr. HiLLMAN. The fund and the investment company have very
close relationships. That is why you really want to have strong rep-
resentation of independent Directors to help ensure that the inter-
ests of investors are heard.

Mr. TiBERI. Mr. Roye, can you comment on that?

Mr. ROYE. Sure. Again, the typical structure is you have an ex-
ternal investment management company that is sponsoring and or-
ganizing the fund which technically is a separate entity. You typi-
cally have management company personnel who serve as officers of
the fund. You have them typically represented also as Directors,
but the typical framework is that you have a majority of inde-
pendent Directors.

The management company is interested in making a profit and
receives management fees for managing the fund. Obviously, the
more money they make from managing the fund, the more profit-
able the enterprise. From the standpoint of the fund and the fund’s
investors, the lower those fees the higher their return. So there is
an inherent conflict there and again, the Directors are there to
scrutinize the reasonableness of those fees and the relationship be-
tween the fund and the management company.

Mr. TIBERI. So having the super-majority of independent Direc-
tors helps solve that potential conflict that you talked about?

Mr. ROYE. It certainly enhances the independence of the Board.

Mr. TiBERI. Thank you.

Thank you, Mr. Chairman.

Chairman BAKER. Mr. Miller?

Mr. MILLER OF NORTH CAROLINA. Thank you, Mr. Chairman.

Mr. Roye, I understand that the proposed legislation that is be-
fore us does not really provide any specific changes in what will
constitute an independent Director. Most of the criticism about
independent Directors has not just been that there are not enough
of them, but that they are not independent enough. They tend to
be recent employees, recent retirees from the fund management.
They may in fact serve on the boards of several related funds. They
may be making $200,000 a year serving as supposedly independent
Directors for the same family of funds.

Why is it we cannot decide now on some of the restrictions that
we might impose upon what constitutes an independent Director,
to include in the legislation? And what kinds of requirements or re-
strictions would you look at by way of regulation?

Mr. RoYE. What the bill does is actually give the SEC the au-
thority to expand the definition of independent Directors really in
two areas, because of business or professional relationships or be-
cause of family relationships. Indeed, we have seen some family re-
lationships that are outside the current definition that give us
some concern, as well as some business relationships that we
would have to actually commence a proceeding to have the Director
to be deemed interested, and then they would only be deemed in-
terested on a prospective basis.

So we welcome the authority to be able to respond to situations
that we see as problematic. You mentioned the retired executive
from the management company of being an area of concern. Quite
frankly, we do not see a lot of that, but we have seen it and it con-
cerns us. We would like the ability to deal with it. Technically, we
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responded to what was in the legislation and we welcome that au-
thority. I suppose you could give some thought to trying to specifi-
cally deal with the definition and close those gaps.

I think what the rulemaking authority does is give the Commis-
sion the opportunity to propose rules, to get comments, to react to
circumstances, change circumstances, relationships that maybe we
could not identify and think of today, but 10 years from now may
be problematic. It would give the Commission the ability to respond
and assure the independence of the Board.

Mr. MILLER OF NORTH CAROLINA. Mr. Hillman, do you think
there are certain restrictions we could decide upon now, that we
know enough now to include in the legislation, and then have the
SEC have the authority to promulgate other regulations to deal
with circumstances we have not considered or had not considered
sufficiently?

Mr. HILLMAN. This is not a subject that we specifically covered
in our report. However, we are aware of concerns associated with
retirement issues and individuals coming back in serving as inde-
pendent Directors, and also close family relationships as being po-
tential problems. It seems that there ought to be an opportunity to
quickly close those gaps in the corporate governance structure. You
could do that either through legislation or through the SEC.

On an interesting parallel, the major exchanges, the New York
Stock Exchange and the NASD, also as part of the Sarbanes-Oxley
Act and in response to recent corporate failures, are also reconsid-
ering their listing standards for issuers on their exchanges.

The NASD, for example, is looking at perhaps a 3-year cooling-
off period before an individual would be allowed back on a board.
The New York Stock Exchange is looking at a 5-year period of
time. So there is a lot of debate and a lot of interest about trying
to find just what the right gauge is, and it is certainly something
worthy of debate.

Mr. MILLER OF NORTH CAROLINA. Okay. How about simply a re-
striction on the sheer number of related boards that a board mem-
ber could serve on? Would that help?

Mr. ROYE. On that issue, you do have situations where you have
Directors serving on multiple fund boards. There can be benefits to
that. When you have a fund complex, there are common issues,
common areas of concern. Having that consistency with the Direc-
tors there overseeing the group of funds can be beneficial. We see
it working well in a number of circumstances.

Quite frankly, maybe at some point you get to a level where you
ask questions whether or not a board can effectively oversee the
number of boards that they may be asked to serve on. But I think
that the industry has put out best practices in this area, rec-
ommended self-evaluation on the parts of board to go through as
to whether or not they can be effective given the number of boards
they serve on.

So it is an area that we have not, quite frankly, we do not have
the authority to dictate the limits in terms of numbers of boards,
but we do see fund groups with different arrangements. Some have
cluster boards where they have a group of Directors that may be
responsible for all the equity funds; another group responsible for
bond funds; another group responsible for funds that are sold as
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variable annuities and variable life insurance, where there are dif-
ferent issues. So we see funds with all different sorts of arrange-
ments. It can work.

Chairman BAKER. The gentleman’s time has expired.

Ms. Kelly?

Mrs. KELLY. Thank you, Mr. Chairman.

One of the things that I am concerned about is the fact that we
have a need to help people feel comfortable in trading. In reading
some of the information that we have here, I am interested in the
fact that we talk about the fact that revenue sharing is not clearly
disclosed. This is one of the areas I believe of discomfort for people
who are currently looking at mutual funds. When we talk about
the different ways that people do revenue sharing, I think this is
part of the confusion.

Is there any way for us to see a more standardized effort out
there with regard to revenue sharing, so people can get their arms
around what exactly is being talked about?

Mr. Roye, do you want to answer that?

Mr. ROYE. Yes. You point up a very serious issue and a serious
concern. We have strived in the disclosure area in the fund area
to try to standardize the presentations with regard to fees. In the
fund prospectuses, there is a standardized fee table that has the
transactional expenses, the ongoing expenses that the funds pay.
But revenue sharing is one of these areas where the payments are
growing, the distribution channels through which funds are sold,
they are demanding more in the way of compensation.

This compensation is coming from the advisers out of their so-
called profits. It is an area where we think the disclosure can clear-
ly be improved. We think it is an area where there are probably
limitations in terms of what you can put in the fund prospectus to
describe these arrangements.

It is really maybe the broker-dealer who is selling the shares,
who is getting the payment, and the investor ought to understand
the incentives and the compensation that broker has in promoting
the fund or trying to sell the fund to you. So that is an area where
the Commission has been focused, directed the staff to formulate
some recommendations in this area, and certainly we want to
frame it in a way that investors can understand it as clearly as
possible.

Mrs. KELLY. Are you currently engaged in any kind of an edu-
cational effort for the general public? My concern is that anyone
could get numbers on a statement. Unless they understand the
numbers, the numbers do not mean anything. Is there any way to
help the general public understand those statements they are get-
ting, and what the cut of the revenue sharing is when they get the
statement?

Mr. ROYE. Again, this is a real challenge for us. I think for exam-
ple if you go to our Web site and look at our investor education ma-
terials, you will find a fair amount of information there that is de-
signed to help mutual fund investors. We have something called a
mutual fund cost calculator on our Web site, which allows you to
take the information out of the disclosure documents and facilitates
comparison of one fund to another.
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We have the investor education materials that talk about the im-
portance of fees and how they can reduce your return. We have a
whole office dedicated to trying to educate investors in this area.
We are open to ideas about how we can enhance investor under-
standing. This is the ultimate challenge for us.

Mrs. KELLY. In your testimony, you talk about portfolio trans-
action costs and you mention that they are substantial in the mu-
tual funds for many of the funds. Do you think that investors really
would benefit from the enhanced information about the costs? Can
you talk about what that impact might be on their choices, then,
of the mutual funds that they use?

Mr. ROYE. We pointed out in our responses to Chairman Baker
and Ranking Member Kanjorski in their inquiries that trying to get
your arms around transaction costs is really very difficult and com-
plicated. The Commissions are easily determinable. The funds
know what they pay in terms of Commissions, but spreads are not
readily apparent. How do you measure market impact of trades, op-
portunity costs?

With all that being said, we think that we ought to work toward
trying to improve the disclosure in that area and having investors
come away with a better understanding that these additional costs
are something that they are bearing. The return numbers that you
see reflect those costs, but you ought to have a better under-
standing of those costs. We think there may be some ways to do
that, although it is a very complicated area, as we pointed out.

Again, we are back to your question of how do you get investors
information in a way that they can understand and make use of
it. So we view it as a challenge, but something that we think that
we have to continue to work toward.

Mrs. KELLY. I just want to ask one more question, and that is,
how frequently would you see this kind of information getting to
an investor? Would it be better to have it there monthly, semi-an-
nually? What would you at the SEC feel would be a valid response
time for giving information to the investor?

Mr. ROYE. That is a good question. I think it is something that
we would have to analyze and think about. There are various vehi-
cles now that potentially could be used. There is the fund pro-
spectus that investors get when they buy fund shares. Typically as
a fund investor, you get the updated prospectus every year because
the funds are continuously selling shares. So that is a possible ve-
hicle. They get shareholder reports twice a year, and we are trying
to improve the presentations there. This information could be pre-
sented there. Then typically they get quarterly account statements,
which is another possibility. And then we could create some addi-
tional document.

But I think we have to be sensitive, again going back to Rep-
resentative Kanjorski’s question, in terms of overload and trying to
make sure we tailor this information in a way that is effective and
useful. I think that is the benefit of rulemaking and disclosure pro-
posals, and getting comment and having investors react in trying
to figure out what is most effective.

Chairman BAKER. The gentlelady’s time has expired.

Mr. Matheson?

Mr. MATHESON. Thank you, Mr. Chairman.
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The first question I would like to ask is, it seems to me that our
desired goal here is that we would like to move in a direction of
having real price competition in the mutual fund industry. First of
all, will you give me your opinion on if you think we have any, or
to what extent we have price competition today in that industry?
Mr. Roye?

Mr. RoYE. I think that there is evidence that there is competi-
tion. If you look at where the assets are in the mutual fund indus-
try, about a quarter of the assets are in the three low-cost pro-
viders in the industry. So that, I think, tells you that there are in-
vestors who are paying attention to costs, sensitive to costs, and a
huge chunk of the industry’s assets are in those three fund groups.

If you look at the cost of comparable funds outside the U.S., in
Europe for example, you will see that the cost of comparable funds
are probably one-third to one-half as great as they are in the U.S.
So I think there is some evidence, and there is a fair amount of
information out there about costs. Certainly, we can improve it, but
I think you can point to certain factors that say, look, something
is working here. Our whole regime is essentially based on trying
to make those costs as transparent as we can so investors can
make those kinds of judgments.

Mr. MATHESON. So you are saying that there is evidence that as-
sets have moved to the lower-cost funds, but the fact that we are
here, the fact that we are talking about this tells us that probably
collectively we think there is not enough price competition in this
industry, or we could do better. I guess that leads to the funda-
mental question of as you look at this legislation, is this going to
get us where we want to be? Do you think we do not go far enough?
Do you think it goes too far? Is this going to really affect true price
competition in a better way?

Mr. RoYE. I think that the legislation goes a long way toward
making a lot of these costs more transparent. There are certain
costs that we view as not transparent enough. To the extent that
we can surface those and enhance investor understanding of those,
then I think we can have an impact on cost competition in the in-
dustry. So we view this as a positive.

Mr. MATHESON. One specific item in terms of disclosure that we
talk about is portfolio manager compensation. Do you think that
this legislation is adequate in setting up a system where there will
be ac?tual compensation reported to investors for portfolio man-
agers?

Mr. ROYE. I think technically what the legislation calls for is the
method of compensation, structure of compensation. I guess what
I would say is that maybe it is not so important that you know the
actual dollar amount. You know what the management company is
being paid. That amount of dollars is being disclosed. You know
what the company is being paid to manage the fund.

But perhaps the more important information is, what are the in-
centives that the portfolio manager has in managing the fund? Is
the portfolio manager compensated for short-term performance,
long-term performance? Is the portfolio manager compensated on a
pre-tax, after-tax basis? If you are a tax exempt account, you could
care less about taxes, and if you have some information about how
the portfolio manager is compensated, you know something about
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the incentives there. Maybe that will give you some insights into
how they run the fund.

Mr. MATHESON. I would endorse having that information out
there about the incentives and how they are compensated. I am
trying to understand, and I know you did not draft the legislation,
but I am trying to understand if there is some hesitancy to put in
actual compensation for a portfolio manager. What are the argu-
ments not to do that?

Mr. ROYE. I guess it would be privacy, issues like that. Again,
you know what the management company is being paid. If they are
getting paid millions of dollars to manage the fund, you can make
an assessment about their performance and whether or not you are
getting value for what the management company is being paid. Do
you need to know what they are paying every employee in the
management company to kind of make that assessment, probably
not, at least in my view.

Mr. MATHESON. Thank you, Mr. Chairman. I yield back.

Chairman BAKER. Thank you, Mr. Matheson.

My turn.

Mr. Roye, there are some industry critics of this approach who
have stated in press reports, at least, that the cost of conforming
and implementing the bill as proposed would outweigh any benefit
potentially to investors. Can you comment as to whether you think
from the agency perspective, the bill is constituted, even though
there may be a point or two over which there would be a differing
method to achieve goals, the transparency provided, the reporting
provided, the competitive environment which results coming from
the flow of information. Isn’t that more beneficial to the investor
than the potential cost, even as the bill is currently constituted?

Mr. ROYE. I guess I would answer by saying that what the bill
attempts to achieve in terms of goals are certainly worth it from
a benefit standpoint. I think where we have to certainly spend
some time thinking about is the implementation, the details of how
we carry through on some of the directions from the legislation. I
think that is what the Commission would have to be sensitive to
and the direction from the Congress.

Chairman BAKER. To that end, there is discussion in your testi-
mony concerning dollar disclosure versus a formula for a model
$10,000 investment. You also stipulate in your testimony that the
Commission has some significant concern about the level of under-
standing investors have about the real fees that are assessed, and
their ability, even a sophisticated investor, to get to the bottom end
conclusion of comparability.

Is their concern that the dollar disclosure will cost more to fund
managers and the investment world than it is worth to the investor
side? I am a cost-benefit kind of guy. I don’t mind spending money
if the end results generates a net gain for us. Can you speak to
that balance?

Mr. ROYE. Sure. We clearly share your concern, and your exam-
ple in the opening statement about your son’s statement and trying
to figure out just what it means and what you are paying in terms
of expenses is a real concern and a real problem. We want to ad-
dress that. The ultimate question is, how do you get there? How
do you do it? What makes sense from a cost-benefit standpoint?
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The Commission has an outstanding proposal that would use
fund shareholder reports to enhance this fee disclosure. It would be
dollar disclosure. I think one of the problems that we sense in the
fund area is that when you look at how the fees are communicated,
they are largely translated in terms of a percentage of assets, ex-
pense ratios.

Actually, if you took that information and used it, you could
make some good judgments about low-cost funds and high-cost
funds, but investors have difficulty understanding the concept. So
can we turn it into a dollars and cents analysis so investors can
make sense of it?

So you want to enhance competition. You want investors to un-
derstand fees. In between, you have to have what you alluded to,
which is some means to compare one fund to another. What we
tried to do in the proposal with the $10,000 example was using the
fund’s actual expenses, using the fund’s actual return on a $10,000
investment, translating that into dollars. So you could estimate
what dit costs you to be invested in the fund over, say, a six-month
period.

We proposed a second number which would use the actual ex-
penses of the fund and an assumed rate of return, so you could
take that number and compare it to another fund. So if you got
your semi-annual report and you looked at the number there, and
it showed that it cost you $98 to be invested in that fund, you could
take the number, get a report from another fund, and figure out
whether your fund was comparable to that from a fee standpoint
high or low.

So we were trying to do that in a way that minimized the burden
and the cost, and do it in a way that we thought investors could
understand. I think the GAO has recommended we use account
statements to do that, and some of the other folks who are testi-
fying have recommended different ways to accomplish that. This is
a proposal we want to obviously step back and look at what the
GAO has recommended and what others have recommended.

Chairman BAKER. Let me bring Mr. Hillman in at that point. Mr.
Hillman, what is your view with regard to real-dollar versus a for-
mula disclosure? What is the take that you have?

Mr. HiLLMAN. We have endorsed what the SEC is proposing by

lacing additional information in specific dollar amounts on a
gl0,000 investment. We think it will provide additional information
to investors and it will also help ensure comparability looking
across funds of what these expenses are. The main issue that we
seem to have, as Mr. Roye alluded to, is really the placement of
some of this information, Mr. Chairman. Our view is in order for
these disclosures to be of real benefit, they have to be read by the
investor.

Studies conducted by the ICI and others suggest that the infor-
mation of most interest to investors is disclosed in the account
statement. That is where investors go regularly to determine what
their account value is. If disclosures on fees were placed in that
statement, we feel it would have the maximum benefit.

Putting disclosures in a prospectus or putting them in a semi-an-
nual or annual report, or putting them in a statement of additional
information which can be requested by the investor to look at, are
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also important measures, but they are probably not going to give
you the same benefit as coming from an account statement.

Chairman BAKER. Thank you very much. My time has expired.

Mr. Capuano?

Mr. CAPUANO. Thank you, Mr. Chairman.

I just have a few basic questions. I have not heard anyone any-
where ever tell me that they opposed enhanced disclosure. I would
just like to hear from Mr. Roye and Mr. Hillman, have you heard
from anyone in a professional manner that they would oppose some
form of enhanced disclosure?

Mr. ROYE. In the context of this bill?

Mr. CApUANO. Yes.

Mr. RoYE. Not yet.

Mr. CApuANO. Okay. Mr. Hillman?

Mr. HiLLMAN. Disclosure is one of the less-costly options to en-
sure that investors have a good understanding of the fees and costs
associated with their funds.

Mr. CAPUANO. So you have not heard anybody oppose the concept
of enhanced disclosure?

Mr. HiLLMAN. No.

Mr. CAPUANO. Because I haven’t either, and I was kind of won-
dering why we are doing this so quickly if no one opposes it. We
are all for it. It strikes me that I have two very professional gentle-
men in front of me and I have 60-odd professional people here with
me, and we are not 100 percent sure yet exactly what is the best
way to go and how to get this done in a manner that is not going
to overburden the industry, not going to do anything other than
help the consumers. Personally from my end of it, I say, well, this
is a great idea, let’s do it, but let’s talk this out. Let’s get this right
so that we don’t have to go back and forth like a ping-pong ball.

Even as I sit here today, I hear two very valid different view-
points on an important issue. My expectation is that nobody at the
GAO and nobody at the SEC is trying to find ways to say they are
for disclosure, but yet really not be. I assume that you are being
honest about it, on a personal basis and on a professional basis, for
your agency.

I would also like to know, as I understand it, under current law
the SEC theoretically has the ability to do this if they wanted to
do it just willy-nilly. Am I wrong in my understanding, Mr. Roye?

Mr. RoYE. We clearly have the ability to effect a lot of disclosure
changes. In some of these areas, we are already working toward
that. There are other aspects of the bill that we would not have au-
thority to achieve on our own.

Mr. CAPUANO. Then I just want to close by expressing my appre-
ciation for the fact that you are not just knee-jerking, coming up
with something that though you have your opinions, you have been
willing to listen to other people and to take all that into consider-
ation before rushing to judgment. I would hope and I would assume
that the Congress will do the same.

Thank you.

Chairman BAKER. I thank the gentleman.

Chairman Oxley?

Mr. OXLEY. Thank you, Mr. Chairman, and welcome to our wit-
nesses.
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Mr. Roye, in your prepared remarks you state that the bill’s dis-
closure requirements, quote, “should help to address ongoing con-
cerns that fund investors do not understand the nature and long-
term effect of recurring mutual fund fees.” Would you discuss that
a little bit further and indicate how the SEC has cited the lack of
investor understanding of fund fees? In that context, how would
this legislation and subsequent regulation help in that regard?

Mr. ROYE. Sure. There are really two categories of fund fees.
There are transactional-type fees; sales loads that investors pay.
They see those, they feel those. Then there are ongoing expenses
and fees that are coming out of fund assets. These are typically
again expressed in terms of percentages of net assets and disclosed
in that way.

I think to some extent it is hard for investors to understand what
that means in terms of dollars and cents. One of the goals here of
the bill is to translate a lot of these ongoing expenses and expenses
that are not readily apparent to the investor, to surface those and
make them more transparent, again with the goal of enhancing
their understanding and hopefully leading to greater competition.

Mr. OXLEY. Mr. Hillman, do you have any comments in that re-
gard?

Mr. HiLLMAN. Yes, I would agree that right now, given the fact
that investors receive fund performance data net of fees, that is a
problem in having investors better understand the fact that their
mutual funds incur fees. The legislation requiring more specific dol-
lar disclosure of fees would eliminate this ambiguity over how
much an investor is actually paying, and we hope then potentially
spur increased competition to ensure that fees are kept to a min-
imum.

Mr. OXLEY. In both of your works, did you actually take a look
at some of these statements and fee schedules and compare and
contrast some of those?

Mr. HiLLMAN. A lot of that fee information that you are alluding
to currently is done on a net basis of performance. Therefore, the
investor really does not have an opportunity to evaluate how much
the fee is and what implications that has across funds.

Mr. OXLEY. But were you able to discern that by your work that
you did in background in preparation for the hearing? Obviously,
you are not the average investor. I am just wondering how you
came to that conclusion, and indeed how you were able to perhaps
break through some of that information.

Mr. HILLMAN. As part of our study, we did for you and this com-
mittee and subcommittee, we did compare the types of disclosures
required by mutual funds compared to other types of specific finan-
cial products, where they do disclose actual dollar amounts and
fees, and where it becomes much more clear to the consumer what
those costs are. Those same types of disclosures currently are not
available to the same extent in the mutual fund environment.

Mr. OXLEY. Would you have any other comments, Mr. Roye?

Mr. ROYE. Yes, what I would add to that is, of course, we write
the disclosure documents. We are in charge of the rules so we know
what they require, and we know what is in the reports and we
know what is in the statements. Again, I think that we look at the
existing regime and believe it can be made better.
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If some of the additional practices have grown, like revenue shar-
ing, we think that the disclosures clearly should be surfaced and
made clear to investors so they understand some of the incentives
and conflicts associated with some of these payments. So clearly
there is work to be done here, and the bill addresses those con-
cerns.

Mr. OXLEY. Mr. Hillman, as you know and I am sure Mr. Roye
obviously knows, the SEC currently has pending a rule proposal
that would require mutual funds to disclose in annual and semi-
annual reports new disclosure regarding mutual fund fees. Mr.
Bullard, who will testify in the next panel, states that the SEC’s
rule proposal would require disclosure not in a document that less
price-sensitive shareholders are likely to review, but in a semi-an-
nual report. Why would the quarterly statement be more useful
than the semi-annual report in a prospectus?

Mr. HILLMAN. In a survey performed by ICI about how investors
obtain information about their funds, the Investment Company In-
stitute found that account statements is probably the most impor-
tant communication to investors. Nearly all shareholders use such
statements to monitor their funds. The point here is, for disclosures
to be beneficial, you want them to be read. The document that is
most read is the quarterly account statement.

Mr. OXLEY. Thank you.

Mr. Chairman, thank you very much.

Chairman BAKER. Thank you, Mr. Chairman.

Mr. Emanuel?

Mr. EMANUEL. I apologize for missing the earlier parts. I was at
another hearing at the Budget Committee on waste, fraud and
abuse.

On the two approaches that SEC is studying and GAO is study-
ing, my question is a general question on this approach. I am try-
ing to get relevant information and not confuse the words between
“relevant” versus “more.” They are not the same, and for investors
to get relevant information that allows them to compare fund to
fund, what is your sense of how we should approach that and how
we make the distinction between “relevant” versus just “more” in-
formation?

I think everybody has a sense that they are overloaded with in-
formation. Really, what we are trying to get at, and root kind of
problem is, how do we get the individual investor information that
is important to them so they can compare fund to fund as it relates
to cost?

Mr. RoYE. That is a question that we struggle with continually
at the Commission. Where we have a disclosure regime, obviously
we want the disclosure to be effective. We want it to be the infor-
mation that investors need to make that investment decision, and
how can we present that information so they can make use out of
it, and make intelligent investment decisions.

I think the debate here is how to get really fee information to
investors in a way that they can understand it. We think the no-
tion of dollars and cents disclosure is very sensible and that will
demystify expense ratios and percentages of assets. If we can com-
municate to investors expenses in a dollars and cents common
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sense way, that will go a long way toward making sure they under-
stand mutual fund fees and expenses.

The question is, what vehicle, what document would be most ef-
fective in getting that information and the cost of doing that. We
have a proposal outstanding. It is not final. Obviously, we want to
step back and look at what our colleagues at GAO have rec-
ommended and suggested and others have suggested.

We are digesting the comments in this area. But the Commis-
sion’s initial thought on this was again to be able to take a $10,000
investment, use the actual expenses of the fund, and use the actual
return of the fund and translate that into a dollar number. So you
can understand what it costs you to be invested in that fund.

Mr. EMANUEL. Can I interrupt for one second? From the GAO’s
perspective, if we were to adopt what the SEC has recommended,
would you see that as an improvement over the present situation?

Mr. HiLLMAN. Absolutely.

Mr. EMANUEL. A marked improvement? Significant?

Mr. HiLLMAN. It would be a significant improvement. It would
provide investors with increased information to compare fees across
funds. It goes the added step of providing the specific dollar disclo-
sure that you are looking for to reduce the ambiguity; to demystify
the net assets. Our concern would be more about the placement of
that information than the recommendations that SEC is making.

Mr. EMANUEL. And what would you do, then, if you were just to
tweak it, just to get it over the goal line, then?

Mr. HiLLMAN. One possible alternative would be to use exactly
the same information that the SEC is proposing, but to put that
in addition to semi-annual reports, to put that within the account
statement, so that investors have a greater opportunity of actually
reading it.

Mr. EMANUEL. Okay.

Mr. Chairman, no further questions. Thank you.

Chairman BAKER. Thank you, Mr. Emanuel.

We have no further members for questions at this time, am I cor-
rect? Okay, I am correct.

Mr. Roye, I would like to just make a request for the benefit of
the committee. It was the hope that we could move toward sub-
committee consideration of the proposal sometime in mid-July as a
goal. Given the comments of the agencies this morning, we would
very much request some closure on opinions perhaps on our return
after the July Fourth recess for the members to have time to ade-
quately assess any modifications that may be suggested, so that we
can move as much as is practicable to a mid-month consideration
of this proposal. If the agency does not find that an unreasonable
request, we would certainly appreciate it.

Mr. RoYE. We will try to accommodate you.

Chairman BAKER. We thank both of you for your participation.
11;o 1has been most helpful to the committee, and thank you for your

elp.

At this time, I will call up our next panel.

I want to welcome our panelists to the hearing this morning. As
is the usual custom, we will request that if possible make your
statement within a 5-minute constrain. Of course, your official tes-
timony will be made part of the record. I am advised that we will
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have a series of votes interrupt our consideration at some time
within the next 15 or 20 minutes, but we will proceed to receive
as much testimony as we can, and then recess the committee brief-
ly for members to make those votes.

I would like to welcome back to the committee, certainly no
stranger here, Mr. John C. Bogle, who is the founder of the Van-
guard Group. Welcome, Mr. Bogle.

STATEMENT OF JOHN C. BOGLE, FOUNDER, THE VANGUARD
GROUP

Mr. BoGLE. Thank you Chairman Baker and Ranking Member
Kanjorski and members of the committee. I am delighted to be
back with you again to talk about your proposed amendments on
the Integrity and Fee Transparency Act of 2003.

And particularly on disclosure, I compliment you on the disclo-
sure and the call for reporting of costs, the annual operating ex-
penses borne by each shareholder, I will come back to that in a mo-
ment, and especially the requirement which has profound con-
sequences, to have an independent Director serve as Chairman of
the funds.

I want to say right at the outset, however, that I hope the final
legislation you draft will go further, because I do not believe that
this industry has adequately measured up to its responsibilities to
mutual fund investors. The express language of the preamble to
the Investment Company Act of 1940, which the Investment Com-
pany Institute in its testimony correctly called “our common leg-
acy,” calls for mutual funds to “be organized, operated and man-
aged” in the interests of shareholders, rather than the interests of
“Directors, officers, investment advisers and underwriters.” I be-
lieve it is impossible to argue that that has been the case in this
industry.

Consider, for example, how fund expenses have soared over the
past quarter-century. I am in a little bit of trouble here with the
industry for saying that expenses rose 120-fold, from $523 million
in 1979 to $64 billion in 2001. Even in 2002, with our equity fund
shareholders having lost 34 percent of their money from the mar-
kets deck, the total fund expenses amounted to $62 billion. That
120-fold increase is far higher than the increase in fund assets dur-
ing that period, which went from $70 billion to $6.5 trillion, or
about 90-times over. The net result, the expense ratio of the aver-
age mutual fund rose from about nine-tenths of 1 percent to 1.36
percent. So to be fair, the unit expenses are up only, if that is a
word one can apply to such an increase, 51 percent.

In my direct personal hands-on experience in being in this busi-
ness and running a company for more than 2 decades, the econo-
mies of scale in this industry are staggering, and they simply are
not being shared with mutual fund investors. Specifically, Van-
guard expense ratios, and I don’t mean to plug Vanguard here, but
we operate at-cost so we know what the costs are, are down 60 per-
cent in that period, compared to the industry rise of 51 percent.

Expense disclosure will help. Further strengthening the board of
Directors will help. But I also think we need an express standard
of fiduciary duty playing off the language in the preamble to the
1940 Act, specifically a fiduciary duty that Directors place the in-
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terests of fund shareholders ahead of the interests of fund man-
agers and distributors.

I want to emphasize how crucially important costs are in shaping
investment returns. The impact is enormous. For example, if we as-
sume a future market return of 8 percent and assume, on the low
side, for costs are actually higher, 2.5 percent cost of mutual funds,
the compound return of the stock market at 8 percent would
produce a $58,000 profit on that $10,000 investment over 25 years.
The return on the same investment after costs of 2.5 percent would
produce a $28,000 profit, less than half as much as the profit on
the market’s return. More than half is confiscated by expenses. 2.5
percent is a huge, huge cost to the long-term investor, staggering
in its dimension.

Disclosing the dollar amount of costs invest incur would be very
helpful to investors, and it would be virtually cost-free. I want to
put that to rest. We do not need to make any estimates. All we
need to do is take the fund’s expense ratio during the prior 12
months, apply it to the dollar value of the assets that the investor
has at the end of the period, and say these are your annualized ex-
penses, period. It would cost so far from $265 million, the absurd
estimate I have read, that you would not be able to see it. The cost
would be virtually zero.

I want to emphasize something we have not talked about in
these hearings. Think of the impact of that disclosure not on equity
fund shareholders, but on money market shareholders. Consider a
shareholder with $10,000 in a money market fund. The money
market fund would yield about 1.25 percent and the investor re-
ceived net income of $25, a quarter of 1 percent, after fees of per-
haps $100; $100 to the manager out of $125 and $25 to the inves-
tor. llcf that would not open an investor’s eyes, I do not know what
would.

I am going to skip a couple of things over here, but I do want
to get to my final point and do not want to run over my time too
badly. I want to comment on the conventional industry allegation
that the industry must be good because it has never had a major
scandal. If a scandal is described as a “grossly discreditable condi-
tion of things,” it is not clear that this statement is accurate.

Consider the returns of mutual fund shareholders versus the
stock market. For the last 20 years, the U.S. stock market has
averaged a return of 13 percent. The average mutual fund investor,
believe this or not, has averaged a return of a little bit over 2 per-
cent a year. An investor in the stock market, $105,000 profit on
$10,000; the average mutual fund investor, $5,000. Is that a scan-
dal or is it not?

That lag is important to the responsibility of this business. Dur-
ing the years leading up to the peak of the stock market bubble,
we offered the public. 494 new technology, telecom, Internet and
aggressive growth funds favoring those sectors. It is not conceivable
that those funds were organized, operated and managed in the in-
terests of investors, rather than the interests of fund managers. Is
that a scandal or not?

These new funds, these high-risk funds, believe this or not, took
in $500 billion in that period, as the investor greed of that era
drew the money into funds. But we helped them. We advertised in
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Money magazine in March, 2000, right at the peak, an average re-
turn of 85.6 percent in the previous year. We lured the sheep into
this terrible market. Is that a scandal or not? You can decide.

I have been in this business for 52 years and I think we are suf-
fering from a severe case of the emperor’s clothes syndrome. What
is all too obvious to anyone who opens their eyes, from Warren
Buffett to the respected Morningstar Advisory Service, seems invis-
ible to the industry. I want to emphasize, that every person I have
ever met in this industry over my long career has not been other
than a good, capable, honest human being. But I believe the power-
ful financial interests of investment executives and the companies
that manage the funds blind them to the realities of today’s invest-
ments and the terrible penalty of cost.

That is why I am here today. I believe that this industry can
only survive if investors are given a fair shake, with managers fo-
cusing not on salesmanship, but on stewardship. Progress is being
made, but I think we have got to go further if we are going to live
up to the promise of the 1940 Act, which is to serve the national
public interest and the interest of investors.

Thank you, Mr. Chairman.

[The prepared statement of John C. Bogle can be found on page
60 in the appendix.]

Chairman BAKER. Thank you, Mr. Bogle.

Our next participant is the founder and President of the Fund
Democracy, Mr. Mercer Bullard. Welcome, Mr. Bullard.

STATEMENT OF MERCER BULLARD, FOUNDER AND
PRESIDENT, FUND DEMOCRACY

Mr. BULLARD. Thank you, Chairman Baker, Ranking Member
Kanjorski, members of the subcommittee. Thank you for the oppor-
tunity to appear before you today to discuss H.R. 2420, the Mutual
Funds Integrity and Fee Transparency Act of 2003. It is an honor
and a privilege to appear before the subcommittee today.

I am the founder of Fund Democracy, a nonprofit advocacy group
for mutual fund shareholders and an assistant professor of law at
the University of Mississippi. I founded Fund Democracy in Janu-
ary 2000 to provide a voice and information source for mutual fund
shareholders on operational regulatory issues that affect their fund
investments. I have previously counseled mutual funds and invest-
ment advisers in private practice, served as an assistant chief
counsel in the Division of Management at the SEC, published an
industry newsletter for mutual fund lawyers, and published and
written a column on mutual fund operational issues for
Thestreet.com.

More than 95 million Americans are shareholders in mutual
funds, making mutual funds America’s investment vehicle of
choice. These shareholders, I believe, have made the right decision.
For the overwhelming majority of Americans, mutual funds offer
the best available investment alternative. This will continue to be
true, however, only as long as mutual fund rules keep pace with
changes in the fund industry. In significant respects, fund rules
have not kept pace with developments in the fund industry. H.R.
2420 is necessary to update rules to ensure that mutual funds re-
main the best possible alternative for investors.
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The fund industry owes much of its success to the requirements
of the Investment Company Act of 1940 and the body of law that
has grown up around it. The Act provides liquidity by requiring
that mutual funds be redeemable on demand at a price based on
their net assets. Fund rules provide safety by prohibiting trans-
actions between funds and their affiliates, and by limiting the
amount of leverage that funds can use. Transparency and stand-
ardization are assured by rules regarding the use of standardized
investment performance and fee disclosure. These rules are but-
tressed by the presence of an independent board of Directors that
oversees fund operations to ensure that funds are operated in the
best interests of their shareholders, and not fund affiliates.

Mutual funds offer liquidity, safety, transparency and standard-
ization at a reasonable price, again partly as a result of effective
regulation. The fee information provided in the prospectus provides
investors with standardized costs that can be used to compare dif-
ferent funds. This information can also be easily disseminated
through the information channels that investors use when making
investment decisions. The transparency of fund fees promotes price
competition and has resulted in the availability of a wide variety
of low-cost fund options.

Fund regulation has also been successful in adapting to changing
business practices. Many of the fundamental characteristics of mu-
tual funds owe their existence to regulatory reforms, including the
fee table, standardized investment performance, 12b-1 plans, and
multi-class funds. As Mr. Bogle can attest, The Vanguard Group
itself, America’s second-largest fund complex, exists and operates
only by reason of the series of exemptions that Mr. Bogle obtained
from the SEC in the 1970s.

In some respects, however, fund regulation has failed to adapt to
changing business practices. Fund distribution and brokerage prac-
tices have changed dramatically over the last 20 years. The rules
governing fund disclosure and fund Directors’s responsibilities have
not kept pace. The true cost of investing in mutual funds has be-
come obscured by fee disclosures that fail to reflect accurately how
and how much shareholders pay for fund-related services. Fund
governance rules need to be improved to give independent Direc-
tors the authority and tools they need to oversee funds’ increas-
ingly complex distribution and brokerage practices.

H.R. 2420 takes an important first step in modernizing fund
rules to reflect the way that funds operate today. H.R. 2420 will
update fund disclosure rules to provide investors with needed infor-
mation about fund costs. It will provide investors with a clearer un-
derstanding of the impact of fees by requiring that they be dis-
closed in dollar amounts. Fee disclosure will be required to incor-
porate all fees, including portfolio transaction costs, and to identify
all distribution expenses, including those paid outside of 12b-1
plans. Improved disclosure of compensation to portfolio managers
and to retail brokers will enable shareholders to evaluate the ex-
tent to which these persons’ economic interests are aligned with
their own.

In addition, H.R. 2420 will strengthen the role of independent
Directors and further focus their energies where conflicts of inter-
est between the fund adviser and fund shareholders are greatest.



29

Recent scandals have reminded us of the importance of proactive
leadership in the boardroom. H.R. 2420’s requirement that a fund
board’s Chairman be an independent Director will ensure that the
leadership of America’s funds is independent.

That concludes my statement.

[The prepared statement of Mercer Bullard can be found on page
66 in the appendix.]

Chairman BAKER. Thank you, Mr. Bullard.

For the introduction of our next witness, I would like to turn to
Mr. Ford for a comment.

Mr. FORD. Thank you, Mr. Chairman.

In the interests of keeping the next witness in good standing
with her own congressman, I would defer to her own congressman
first and I would love to say a few words once he finishes. So I
defer to Mr. Emanuel, Ms. Hobson’s congressman.

Mr. EMANUEL. We have been having this fight for six months on
who likes Mellody more.

I understand, but we have 15 minutes before votes, so I am let-
ting Mellody go. She is an impressive person who, if you do not
have an opportunity to hear her today, you can always watch her
on Good Morning America giving advice. So we are very fortunate
to have her here.

Chairman BAKER. Welcome, Ms. Hobson.

Mr. FOrD. She also raised some important points about the size
of fund that she manages, in a lot of ways ensuring some of the
things that the University of Mississippi law professor just raised,
ensuring that those kind of things do not impact small funds dis-
proportionately. So it is a delight to see her and I am glad to wel-
come her to Washington again.

Chairman BAKER. Just for the sake of our process here, we have
had votes announced. We would like to proceed to receive Ms. Hob-
son’s testimony. In order to give you time where you will not be
rushed, I would suggest at that point we then recess for votes and
come back to hear Mr. Haaga’s testimony at that time.

Ms. Hobson?

STATEMENT OF MELLODY HOBSON, PRESIDENT, ARIEL
MUTUAL FUNDS

Ms. HoBsoN. Okay. Thank you very much, Chairman Baker,
Ranking Member Kanjorski, and members of the subcommittee.

Testifying about investor confidence when the issue is more im-
portant to our economy and a more relevant event to the destinies
of average Americans than ever before is a great honor and even
greater responsibility. I am President of Ariel Mutual Funds. Ariel
is a small investment firm and a small business. We offer four mu-
tual funds. More than 100,000 individuals have given $3.7 billion
to us to invest. Ariel is based in Chicago and we have 67 employ-
ees.

In addition to my work at our firm, I also contribute a weekly
segment on personal finance and investment issues for a network
television program. My colleague John Rogers founded Ariel 20
years ago. At the time, we were the first minority-owned money
management firm in the nation. He was 24 years old. John discov-
ered the stock market at the age of 12 when instead of toys, his
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father bought him stocks every birthday and every Christmas. That
childhood interest evolved into his life’s work and ultimately cre-
ated the passion that led to the creation of Ariel.

This story tells you about the heart and soul of one small mutual
fund company in America. Some have suggested to the sub-
committee that the mutual fund industry is dominated by firms
who have forgotten their fiduciary obligations, lost their connection
to individual shareholders, abandoned the basic principles of sound
investment management, and repudiated the industry’s proud his-
tory. Nothing could be further from the truth. As a mutual fund
executive, my future, my credibility and my integrity are inex-
tricably linked to Ariel’s shareholders’s success.

Moreover, Ariel takes enormous pride in being part of a great in-
dustry. We work hard to reach out to those who have not seen first-
hand the wonders of long-term investing, compounded growth, and
the creation of enduring wealth. One important aspect of our work
is the unique mission to make the stock market a subject of dinner
table conservation in the black community.

It is therefore heartening to come to Washington and see policy-
makers who care so much about investors. We applaud your efforts.
When you find effective ways to reinforce investor protections and
support the integrity of our markets, you help our business and you
help our shareholders.

I am aware that four major government reports on mutual funds
have been published in the last 36 months, two by the SEC and
two by the GAO. Taken as a whole, the reports reaffirm the health
of the fund industry and the continued effectiveness of the regu-
latory regime that governs it. It would be logical to think that the
SEC had put other fund initiatives on hold while these studies
were completed, but that has not been the case. Since 1998, the
SEC appears to have adopted at least 20 new mutual fund regu-
latory initiatives, averaging one every 12 weeks. This appears to be
the fastest rate in SEC history.

Of course, each initiative can include multiple forms, rules, re-
quirements and mandatory filings. I will attach a more extensive
list for the record, but recent SEC mutual fund regulations have
included new requirements in areas ranging from consumer privacy
to proxy voting to after-tax return performance. In addition, at
least four new major initiatives are now pending.

The sheer number and range of these regulations demonstrates
the vitality of the SEC’s efforts to help 95 million fund investors.
I also think it bears noting that the ICI has worked constructively
with the SEC on virtually all of these matters, and has endorsed
the overwhelming majority of them.

We should, however, remember that these new regulations in-
variably lead to significant costs. The SEC deserves credit for sev-
eral efforts that reduced fund regulatory costs, but those initiatives
are dwarfed by regulations that have added far larger cost burdens.
Reviewing the SEC’s own cost estimates for these rules is striking.
The net impact of SEC mutual fund rulemakings since 1998 ap-
pears to have increased the fund industry’s regulatory costs by at
least several hundred million dollars annually.

I am worried that the impact of all of this on small mutual fund
companies could ultimately contribute to making the fund industry
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less hospitable to innovative startups and perhaps even less com-
petitive. I am not certain that in good faith I would advise a 24-
year-old today to take on the costs and burdens of starting a mu-
tual fund family, as John Rogers did when Ariel was started.

Let me turn to some general observations about the bill. Section
2 of H.R. 2420 directs the SEC to initiate expedited rulemaking on
six broad new mutual fund disclosure mandates. As the sub-
committee considers whether to support this directive, as I have
stated, I am hopeful that the inevitable impact on smaller fund
companies will be carefully thought out. It would be deeply regret-
table if attempts to heighten shareholder disclosure eroded the
competitive position of the most dynamic and entrepreneurial parts
of the fund business. For that reason, I urge you to provide suffi-
cient time so that a consensus approach to these issues can be em-
braced.

Fed Chairman Alan Greenspan recently observed that in our
laudable efforts to improve public disclosure, we too often appear
to be mistaking more extensive disclosure for greater transparency.
He said that improved transparency is more important, but harder
to achieve than improved disclosure. Former SEC Chairman
Leavitt once expressed a similar concern, stating that the law of
unintended results has come into play. Our passion for full disclo-
sure has created fact-full reports and prospectuses that are more
redundant than revealing.

The possibility that disclosures might impede, rather than en-
hance, decisionmaking is a real concern. For that reason, it is
worth noting that the SEC, when they made changes to their own
prospectus reform five years ago, they mentioned that learning too
much information discourages investors from further reading or ob-
scures essential information about the funds.

After reading the SEC and GAO reports and reviewing the tran-
script of the subcommittee’s March hearing, it is obvious that a
substantial effort has been undertaken to explore the ways to bol-
ster mutual fund investors’ understanding of fund fees and ex-
penses. Fortunately, recent ICI data about investors’s actual behav-
ior supports the message that fund fees has broken through.

The ICI looked at all equity fund sales over a 5-year period end-
ing in 2001 and found that, first, 83 percent of all equity funds
bought by investors had expense ratios below the 1.62 percent av-
erage charged by the average fund; and secondly, that the average
investor holds equity funds with a total operating expense of .99
percent, about 39 percent lower than the fee level charged by the
average fund.

These findings indicate convincingly that very large majorities of
fund shareholders own funds with lower than average costs. I hope
the subcommittee will bear this data in mind as it further con-
siders these issues.

Lastly, I mentioned earlier that I conduct personal finance fea-
tures on a television network news program and author a bi-
monthly column. I have received literally thousands of questions
and requests for guidance in this role, and hear one refrain more
than any other: people feel overwhelmed by information. Young,
old, married, single, black, white, working, retired, investors want
insight in ways to cut through the noise so they can get to the most
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important information that will help them make the best invest-
ment decisions. I never hear complaints about having too little in-
formation. It is always the opposite.

Interestingly, I have received many fairly sophisticated inquiries,
but never have I received one single question about soft dollars, di-
rected brokerage, rule 12b-1, or many of the other mutual fund
issues that we have discussed today. Perhaps there can be a small
insight gleaned from that.

Again, many thanks for the privilege of testifying. I look forward
to your questions.

[The prepared statement of Mellody Hobson can be found on
page 135 in the appendix.]

Chairman BAKER. Thank you, Ms. Hobson.

We are now down to 5 minutes on votes. We will stand in recess
for approximately 20 minutes. Thank you.

[RECESS]

Chairman BAKER. Just to proceed, certainly within the time
frame allocated for Mr. Haaga’s testimony, we should have a mem-
ber return. I am advised they are on their way.

The Chairman of the Investment Company Institute, Mr. Paul
Haaga, please proceed, sir.

STATEMENT OF PAUL HAAGA, CHAIRMAN, INVESTMENT
COMPANY INSTITUTE

Mr. HAaAGA. Great. Thank you very much, Chairman Baker and
members of the subcommittee. It is actually not a problem that
they will miss a lot of my testimony, because we are in very sub-
stantial agreement with the SEC and the GAO. So if they were
here this morning, this may be largely a replay.

I am very pleased to be appearing before you today, as I did in
March, and again I am doing so as Chairman of the Investment
Company Institute’s Board of Governors. H.R. 2420 was introduced
shortly after the release of a detailed report by the staff of the Se-
curities and Exchange Commission. The SEC report, we are happy
to say, found no significant shortcomings in mutual fund regula-
tion. However, the report does recommend a series of policy
changes and also identifies areas warranting further study.

In large part, the industry agrees with the SEC staff’s rec-
ommendations and we are committed to working with the Commis-
sion on these issues. Since then, we have also, of course, received
the GAO report and we are in very substantial agreement with the
GAO recommendations.

I will discuss the provisions of H.R. 2420 in three parts. The first
part consists of those provisions that we believe would be beneficial
to mutual fund investors and could be implemented through SEC
regulation. We call upon the SEC to proceed expeditiously in these
areas and we pledge our full cooperation.

The second are those which would also be beneficial to fund in-
vestors and in which voluntary industry practices could be initi-
ated. As Chairman of the ICI, I pledge to move forward in these
areas. The third are several provisions that we respectfully submit
would not be advisable.

To begin with we believe the SEC should take action in four
areas. First, we call upon the SEC to adopt as soon as practicable
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the rules it has already proposed that would require fund share-
holder reports to disclose the cost in dollars of a $10,000 invest-
ment in the fund, based on the fund’s actual expenses and the re-
turn for the period of the report. We believe this proposal is supe-
rior to alternatives that have been suggested, as it will enhance in-
vestors’ understanding of fees and most importantly, will permit
them to compare the expenses of different funds.

Second, we recommend that the SEC address the other areas of
disclosure identified in H.R. 2420, including portfolio transaction
costs, revenue sharing arrangements, fund brokerage practices, and
the structure of portfolio manager compensation. The SEC report
makes several suggestions in these areas, each of which is worthy
of serious consideration.

Third, we recommend that the SEC clarify the roles of fund ad-
visers and fund Directors in connection with soft-dollar and di-
rected brokerage arrangements as the legislation proposes. This is
a good idea and the SEC does not need to wait for legislation to
take this step. In fact, I would point out this has been a very im-
portant part of the SEC’s regulatory agenda for a long time now.
Back in 1998, they did a sweep of advisers and found a number of
problems, but none of those were with respect to advisers man-
aging mutual funds.

Fourth, the legislation requires the SEC to undertake a thorough
review of soft-dollar practices. We believe this is one of the most
important issues addressed by the bill. We recognize the SEC has
been actively reviewing soft-dollar practices for some time, espe-
cially through its inspection program. We believe it is time now for
a review of the rules governing soft dollars.

There are also areas in which the mutual fund industry can and
should take voluntary steps to enhance investor confidence in our
own system of corporate governance. First, we support applying the
standards for audit committees established in the Sarbanes-Oxley
Act to mutual funds. The audit committee standards are one of the
few provisions of the Sarbanes-Oxley Act not applicable to mutual
funds. H.R. 2420 would require mutual funds to adopt these stand-
ards. However, we do not need to wait for legislation, and I will
recommend to the ICI board of governors that the standards pro-
posed in H.R. 2420 be adopted as a best practice.

Second, we agree with the SEC report and H.R. 2420 that it is
inappropriate for certain relatives and persons with material busi-
ness or professional relationships with management to serve as
independent Directors of a mutual fund. I will also recommend to
the ICI board of governors that it adopt a best practice under
which these individuals would not serve as mutual fund inde-
pendent Directors, as the industry has already done with respect
to former employees of fund management companies.

Third, I wish to point out that the ICI has adopted corporate gov-
ernance best practices relevant to many of the issues addressed in
the legislation. These include having independent Directors con-
stitute at least two-thirds of fund boards, having a lead inde-
pendent Director, and having independent Directors regularly meet
in executive session. Because independent Directors meet and vote
separately on the most important governance matters, annual re-
newal of the management, and distribution contracts, the latter
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two accomplish the objectives behind the proposal that funds have
an independent chair.

Our understanding is that the vast majority of fund groups fol-
low all of these best practices. However, in order to ensure that
their adoption is as close to universal as possible, I will also rec-
ommend to the ICI board that it take further steps to urge each
individual member of the ICI to adopt them. I believe that the
above SEC and industry actions will accomplish the primary objec-
tives of H.R. 2420, and will send a message to investors that we,
Congress, the SEC, the GAO and the industry, intend that their in-
terests come first.

There are also some parts of the legislation that we just do not
think would be a good idea. I would like to briefly mention three
of them. First, as I stated, we believe that existing practices in the
fund industry, such as lead Directors and regular meetings of inde-
pendent Directors in executive session, make it unnecessary to re-
quire mutual funds to have an independent Chairman of the
Board.

I might add to that the requirement that two-thirds of the Direc-
tors be independent. Not only is it unnecessary, but having an
independent Chairman could actually result in a less effective
board. Most matters that come before a fund board do not involve
conflicts of interest, but are matters on which board oversight is fa-
cilitated by having a chair be intimately familiar with the oper-
ations of the fund. A management representative is usually in the
best position to do this. As I stated, for those matters that do in-
volve potential conflicts or would benefit from a separate discussion
among independent Directors, the existing practice of an executive
session chaired by a lead independent Director would suffice. We
note that none of the self-regulatory organizations have proposed
that operating companies be required to have an independent chair
as part of their recommended corporate governance standard. We
think that mutual funds are not any different in this regard and
should not be singled out for this requirement.

Second, we believe it would be a mistake for the legislation to
dictate the specifics of how certain items should be disclosed and
in which document they should appear. The SEC is the agency
charged with administering the securities laws and it has the expe-
rience and expertise to make these determinations. Moreover, the
regulatory process allows input from the public and a careful
weighing of costs and benefits. It also provides maximum flexibility
to adjust thereafter to changing circumstances. We are particularly
concerned with the legislation’s presupposition that prospectus dis-
closure is not sufficient for any of the items covered. Under the se-
curities laws, the prospectus is the legal document required to in-
clude all of the important information that is necessary to assist
an investor in making an investment decision. Congress should not
inadvertently discourage investors from viewing the prospectus as
the most important disclosure document.

Third, to the extent H.R. 2420 would require disclosure of indi-
vidualized operating expenses, we believe this would not be the
most effective way of providing disclosure of fund expenses to in-
vestors. Unlike the SEC’s proposal, this approach would not pro-
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vide investors with cost information that permits comparisons be-
cause costs would not be based on a standardized amount.

In addition, as the SEC report notes, this type of disclosure
would impose enormous costs and burdens on funds and inter-
mediaries. Funds in my group are sold through independent deal-
ers and because of this, my fund company does not send out ac-
count statements to most investors. Instead, most investors receive
those from brokers or 401(k) plans, so it would be others who
would have to implement that.

For these and other reasons, we recommend that once the SEC
adopts its new rules on expense disclosure, which we hope will be
soon, Congress study their effectiveness before mandating another
costly and in our view far less effective form of disclosure.

I would also note that the GAQO’s report which was released this
week discussed several different ways in which fee disclosure could
be included in account statements. I was pleased to hear the dis-
cussion this morning that seemed to offer some flexibility there to
include it in another document and to include it on a standardized
basils. We would be happy to work with both agencies in that re-
gard.

I will close by noting that beyond any of the specific matters 1
have touched upon, the mutual fund industry is committed to
working with this subcommittee and others to continue to pursue
reforms that will meaningfully benefit mutual fund investors.

Thank you very much.

[The prepared statement of Paul Haaga can be found on page 90
in the appendix.]

Chairman BAKER. Thank you, Mr. Haaga.

I think it is important just to reflect a bit on how we came to
where we are this morning with the Capital Market Subcommittee
review. This really is another component of our market-sector-by-
market-sector analysis of arms length oversight which is frankly
appropriate in light of the significant time that has passed since
the committee has had a mutual fund discussion, and coupled with
the enormity of growth we have seen, not only in notional dollar
amount, but in numbers of investors. This is no longer an activity
that is relegated to sophisticated financial individuals. Working
families in everybody’s community have some stake or interest in
the performance and understanding of their mutual fund invest-
ments.

Secondly, we are really here to help, we hope, with restoration
of investor confidence. It had a measurable economic effect when
working families made a conscious decision to withdraw their
money from the capital markets and park it on the sideline for
whatever the reason, whether a corporate misgovernance issue,
whether disappointment in the performance of a particular fund.
To ensure individuals that there is a third party looking at this
matters, I think ultimately is helpful.

Ms. Hobson, you indicated specifically with regard to concern of
a smaller-managed fund, the impact that disclosure may have on
the viability of the fund and on net return to individuals who are
investors. I share those concerns. But in your further explanation,
you indicated that very few investors talk to you about soft-dollar
arrangements or 12b-1.
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Frankly, if I went back home to Baton Rouge and talked about
12b-1, most of my constituents would think I was talking about a
nutritional program. They don’t know about these things. They
don’t have enough information to propound the question.

Are there provisions that are now applicable to the operation of
your fund that you feel do not provide any significant measure of
benefit to the consumer that we could repeal? This is not about just
adding on pages, but in your statement, you indicated the number
of regulatory steps that had been taken that now