TESTIMONY OF

ARTHUR LEVITT, CHAIRMAN
U.S. SECURITIES AND EXCHANGE COMMISSION

CONCERNING TRANSPARENCY IN THE UNITED STATES
DEBT MARKET AND MUTUAL FUND FEES AND EXPENSES

BEFORE THE SUBCOMMITTEE ON FINANCE AND
HAZARDOUS MATERIALS

U.S. HOUSE OF REPRESENTATIVES

SEPTEMBER 29, 1998

U. S. Securities and Exchange Commission
450 Hfth Strest, NW.
Washington, D.C. 20549



SUMMARY OF TESTIMONY
ARTHUR LEVITT, CHAIRMAN
U.S. SECURITIES AND EXCHANGE COMMISSION

This testimony discusses the level of price transparency for corporate debt and
mutual fund fees and expenses, both key issues of concerns for investors.

Bond Market Transparen

An SEC staff review of the state of price transparency in the U.S. market for debt
securities found that price transparency inthecorporatebondmarketislusﬂmthatin
the markets for government securities and, increasingly, municipal securities. To address
this problem, the Commission is calling on the National Association of Securities Dealers
to take three steps:

. Adopt rules requiring dealers to report all transactions in U.S. corporate bonds and
preferred stocks to the NASD, and to develop systems to recerve and redistribute
transaction prices on an immediate basis.

. Create & database of transactions in corporate bonds and preferred stocks.
. Create & surveillance program to better detect fraud in these mariets.

The Commission intends to work closely with the NASD and the industry to achieve
greater price transparency in the corporate debt market.

Mu nd Fees

Fund fees have & dramatic effect on an investor’s return. A 1% anmua! fee, for
mmplqwm%fmmﬁngmmwmbyl_Mmmmhddfmzo
yenrs._Mumal eqmméyhnpomm,puﬁmdymwthnordm
Americans — aimost 40 milllion of them ~ are relying on mutual funds to finance the
American dream.

' Historically, Congress and the Commission have taken s three-pronged approach -
to investor protection. First, reduce confiicts of interest that could result in excessive
chargofs. Second, require that mutual fund fees be fully disclosed so that investors can
make informed dgdsion& And third, let market competition, not government intervention,
answer the question of whether any mutual fund’s fees are too high or low.

The Commission remains vigilant on behalf of investors in its oversight
of mutual
fund foes and expenses. The Commission’s recent initiatives include:

Changes to disciosure requirements to make fee disciosure easier to understand:



Increasad focus on investor education about mutual fund fees;
Use of public forums to increase industry attention to fund fees;
Inspections focused on fund fees;

A study of the trends in mutual fund fees; and

A review of the role of independent directors in setting fund fess.
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Chairman Oxley, Representative Manton and Members of the Subcommittee:

I appreciate the opportunity to appear before this Subcommittee to testify on
behalf of the Securities and Exchange Commission (“Commission™) concerning two key
issues for investors — the level ofuansparenqmtheﬁniwd States debt market and
 mutual fund fees and expenses, T will begin with  discussion of debt market

transparency.

L DEBT MARKET TRANSPARENCY

A.  Introduction and Summary

The Commission has long promoted efficiency and fairness in the U.S. capital
markets, inciuding the debt markets. In that tradition, earlier this year, the Commission
mﬁ'condnueduevicwofthemrbtford&tmiﬁuintheUMSmﬁth
particular emphasis on the state of price transparency.



The Commission staff’s review found that, as a whole, the market for government
seaurities is characterized by high-quality pricing information for investors. The review
also cited significant improvement over the last few years in the transparency of the
municipal securities market. However, in the area of corporate bonds, the Commission
staff found that price transparency is deficient.

Consistent with the findings of the staff's review, the Commission is requesting
that the National Association of Securities Dealers do three things:

First, adopt rules requiring dealers to report all transactions in U.S. corporate

boads and preferred stocks to the NASD and to develop systems to receive and

redistribute transaction prices on an immediate basis;

Second, create a database of transactions in corporate bonds and preferred stocks.

This will enable regulators to take & proactive role in supervising the corporate

debt market, rather than just reacting to complaints brought by investors; and

Third, in conjunction with the development of 2 database, create 8 surveillance

program to better detect fraud in order to foster investor confidence in the faimess
of these markets.

The NASD has said that it will move forward on all of these recommendations, which are
discussed further below.

B. History of the U.S. Bond Market

The bond market has played an important role in this country’s development from
the very first days of the republic. The New York Stock Exchange, in fact, originated in
1792 as 2 bond exchange.  For the first time, securities issued by the new United States
government could be readily bought and sold. Those first government bonds fimded the
debt of the Amenican Revolution. Treasury Secretary Alexander Hamilton not ooly hetped

create & new money supply, but he also finked the interests of wealthly bondholders to the
fate of the new coumry.



As American corporations formed and evolved, a market for the issuance of
corporate bonds followed suit. Between 1850 and the early 1900's, railroad company
bonds dominated the corporate debt market. At the same time, an expanding number of
public utilities and industrial corporations were also issuing bonds. Between 1900 and our
entry into World War L, corporate debt tripled from $6 billion to over $19 billion —
exceeding the federal debt.

However, with the onset of infiation in the mid-1970's, deficit spending in the
1980’5 and the proliferation of technology in the 1990s, the debt market fundamentally
changed in practice and in scope. Global electronic markets, computer-based analytical
services and rapid fluctuations in bond prices are the order of the day. It is now a fast-
moving medium that plays 2 major role in America’s economy.

The bond market touches all aspects of our lives — from the cost of building
schools and hospitals to corporate investment in areas such as plants and equipment. It
impacts the assets of public and private pension funds, channeis capital to mortgage and
car loans, and even infiuences revolving credit.

hedebtmarhéalsoaﬁectsthepﬁmintheequitymarkﬁthatmfoﬂowed 80
closely. If a company’s debt cannot be accurately valued, it is difficult to determine the
baseline value of its equity.

The bond market’s economic significance is matched only by its sheer size.
Treasury securities alone account for more than $3.4 trillion outstanding, oﬁrSZ trillion
in 1997 issuance, and trading of more than $200 billion per day in 1997. NYSE listed
equities, in comparison, accounted for about $10.7 trillion in market value (May, 1998),

but only about $26 billion per day in 1997 trading and $28 billion in 1998. In addition, the



fevel of outstanding debt in the U.S. has grown sharply. For example, in the past 13 years,
corporate debt outstanding has more than tripled —~ from $720 billion in 1985 to $2.3
trillion today. Table 1 below contains an estimate of bond market sizes in various market

segments: '
Table 1: Estimated Size of U.S. Bond Markets

Outstarcling 1987 onwe  Avg Daly
tssues Viue Vihn Vohsne

(Solllion) (Stllon)  (Sbilion)
U. S. Treasury and Agercy Secutties

Treasury Securities 2192 $34%7 $2,168 $212
Agency Seaurtties 15396 $984 L LY. $40
Tota! Govemmert Securties 17588  $4.441 $7,897 $252
Martgage and Asset Backed Bonds
Agency Mortgage Bacied Borcs 8 187 $368 47
Agency CMOs(tranches) 35353 $562 $167 )
Private Label MBS and CMOs 9011
Asset Backad Bonds 1v.: 4] $516 3185 4
Total Mortgage and Asset Backed Bonds 924122 $2,805 $T0 $51
Carporate Bonds
Investment Grade Borxis 20071 $563 $8
High Yield & Unratad Bonds 5052 s $4
Vartatie Rate Notes 2
Convertitie Bonds $1
Total Corporste Borcis 2038 $230 $687 $15
Municipal Bonds 1500000 $1,366 67 $e
Foreign Soversign Bonds
Emerging Markat Bands <]
Developed Courtry Bordis

Although the market continues to largely consist of broker-dealers who commit
capnal and take orders over the phone, it is likely that electronic trading systems will grow

in importance. According to 2 survey conducted by the Bond Market Association
(“BMA™) last year:



o 65% of BMA members believed that most dealers would offer electronic
executions to institutional customers within two years,

o Almost 75% of these members expected institutions to demand multi-dealer
systems within two years; and

o There was & consensus that the most liquid markets such as Treasury and agency
securities are more amenable to electronic trading.

The Commission staff’s review identifies ten electronic trading systems for bonds currently
in operation and several others that are currently being developed.

C.  SECReviewof tt;e Bond Market

The Commission staff's review found that, as 8 whole, the market for government
secunities is characterized by high-quality pricing information for investors. In addition,
because of steps taken over the last few years, transparency is much greater in the
municipal securities market. However, in the area of corporate bonds, price transparency
can be improved.

Historically, the debt markets have lagged well behind the equity markets in
making price information available to investors and the public. This can partially be
attributed to the facts that the debt market covers 2 much wider variety of instruments and
is largely institutional. Nonetheless, the Commission, on several occasions, has acted to
encourege debt market transparency. |

In 1991 ~ with encouragement from the Commission and Congress, GovPX — &
24-hour, world-wide electronic reporting system — was formed to distribute real time
quotes and transaction prices for U.S. Treasury and other government securities. Asa
result, these markets now enjoy a bigher level of quality price information.

In 1995, again with the Commission’s active encouragement, the Municipal
mmmmcmwmmmmm&mm



transactions in the municipal bond market and distributing daily summary reports. In
August of this year, with Commission approval, the MSRB expanded its daily reporting to
include customer trades as well as inter-dealer trades.

Now, for the first time, investors, particularly smaller investors, are able to obtain
the prices and volume data of municipal bond trading between dealers and their customers.
Moreover, the Commission expects the momentum provided by the MSRB's efforts to
continue, ultimately leading to more immediate transaction price reporting.

The Commission believes that it .is now time for the corporate bond market to
make similar progress. Although technology is revolutionizing how business is being
conducted, the corporate debt market remains one of the last m;jor markets in the United
States to lack some type of electronic price disclosure system. The recent volatility in the
markets underscores the need for greater price transparency in this mariet.

We&thﬁemockmkmunMgiﬂBl, 1998 is widely known, the
no less real absence of buying interest in the corporate bond market that same day was far
less visible. This lack of liquidity was readily apparent to the professional trader, but it
was not known to the general public until reported by the press the following day. What
was not reported until weeks later was the difficulty in the pricing of high-yield corporate
securities. This lack of pricing information had an impact on 2 well-defined segment of
mutual funds — those which heavily invest in the high-yield market. .

The Commission is aware of the concerns voiced by some that improved
transparency will harm liquidity or confuse investors. Smﬁlncomwuemudwhm
the Commission sought to improve transparency in other segments of the debt markets.
Those fears, however, proved to be groundiess. The Commission’s experience with



GovPX shows that enhanced information bolsters investor participation and market
liquidity. Further, the MSRB has significantly improved municipal securities market
transparency without harming liquidity.

Improved transparency, done correctly, will not confuse investors. Rather, in
order to interpret pricing information, investors need the types of analytical tools that are
glready available to dealers and many institutional investors. It is reasonable to expect
that, once prices are widely available, the market will also make available the analytical
models needed to interpret those prices. Moreover, widespread availability of prices from
- actual transactions will improve the quality of the valuations created by end-of-day pricing
services.

The Commission is not suggesting that the entire national market system built for
equities be transposed to the debt markets. Instead, the Commission's goal is to protect
the interests of investors by tailoring requirements to the manner in which bond markets
operate. For example, while continuous quotes are customary in equity markets,
corporate bond dealers do not generally publish finm quotes. Thus, until the mariet
develops in that direction, it would not be appropriate to impose & rule requiring firm
quotations on the corporate bond markets. Thus, the Commission has not suggested such
a rule.

Although the Commission does not seek to impose the whole panoply of equity
market regulations on the bond markets, it is clearly time for this segment of the dsbt
market to improve the availability of pricing information.

The decision to call upon the NASD to address corporate debt transparency is an

important step. These actions can result in & higher level of price transparency for the



corporate debt market than what currently exists in municipal securities, which, as
discussed above, has made significant progress in recent years. The Commission is
determined to do everything it can to achieve that resul.

D.  Need for Improved Price Transparency

There is littie doubt that the debt market has experienced strong growth. In many
respects, it is the backbone of corporate development in this country. These facts,
however, by no means suggest that the bond market, including its transparency, cannot be
significantly improved. The imperatives of globalization and rapid advancements in
technology bave put & premium on information. Governments analyze and respond to it;
the press reports and editorializes it; companies sell it; markets act on it; and investors rely
on it.

Today, market information moves at the speed of light. The availability of accurate
information to ensure the long-term stabxhty of our markets has never been more
important. The corporate debt market is not immune from these realities.

The Commission’s efforts are aimed &t making this market as transparent as other
markets. These efforts are consistent with the values of trust, accountability, innovation
and confidence that have been the halimarks of Americs's capital markets,

Transparency is both & means and an end. It plays a fundamental role in making
our capital markets the most efficient, liquid and resilient in the world. At the same time,
transparency is 2 goal. The Commission’s past experience illustrates that there is ¢ direct
relationship between information and investor confidence: the two values move in direct
Proportion to one another.



The Commission intends to work closely with the NASD and the industry to

accomplish greater transparency in the corporate debt market.

[ MUTUAL FUND FEES AND EXPENSES

The subject of mutual fund fees and expenses is crucially important for all
Americans investing in mutual funds — almost 40 million today — and it deserves the close
attention of all of us who are charged with making decisions that affect those who have
entrusted their savings to the fund industry.

A Introduction

The investment company industry is one of Americz’s true business success
stories, having attained major significance in terms of size and stature in recent years.
Assets under management have grown dramatically; fund assets grew from $770 billion at
the end of 1987 to $4.5 trillion at the end of 1997, an increase of more than 484 %.?
Today, fund assets exceed the assets of commercial banks. Over the same ten-year period,
the number of available funds has increased from 2,300 to 6,800.>

Perhaps more significant than the: growth in fund assets or the mmmber of funds is
the increasimg role of mmutual funds 2s an investment vehicie for many Americans. A
number of factors, including low interest rates for bank deposits and the popularity of
Wmmmwtmmmm&mom.s.
bouseholds that own funds to increase from 6% in 1980 to 37% today.* The murtual fimd

industry sccounts for 16% of total retirement assets and atmost 40% of 401(k) assets *

n



The good news about growth in the fund industry has been accompanied by a
rather sobering debate over whether fund fees and expenses are too high. At the core of
the debate is whether fund investors are paying too much for the services they receive.

Those who believe that fund fees are too high point to statistics showing that the
dramatic growth in fund assets has been accompanied by increasing levels of fees and
expenses. They-argue that investors have not received the bcncﬁts of economies of scale
in the form of reduced fees and charges.®

Those who believe that fund fees are not too high argue that shareholders today
are getting more for their money — more services, such as telephone redemption and
exchange privileges, check or wire redemptions, and consolidated account statements, and
more investment opportunities, such as international and other specialized funds, which -
have higher operating costs than more traditional funds. And they argue that the numbers
showing an increase in fund fees are misieading because they do not take into account the
fact that funds have increasingly moved away from front-end sales charges (which are
borne directly by the investor and do not enter into the computation of & fund’s expense
ratio) to 12b-1 fees (which are paid indirectly through the fund and do increase a fund's
expense ratio).’ |

There is much room for debate over whether fund fees are too high, but there can
be no debate over. whether fund fees have a dramatic effect on an investor’s return. A 1%
annual fee, for example, will reduce an ending account balance by 17% on an investment
held for 20 years. And so, the debate over the level of foes and expenses is an important
one, particularly now that ordinary citizens are relying so heavily on investments in mutual

funds to finance housing, children’s educations, and retirement ~ the American dream.
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The debate over fund charges is not new. Both Congress and the Commission
have been focusing on these issues since before the Investment Company Act was enacted
in 1940. The result of 60 years of deliberation is a regulatory framework that takes a two-
pronged approach to investor protection in the area of fees: first, create procedural |
safeguards to reduce conflicts of interest that could result in excessive charges and,
second, require that fees and charges be fully disclosed so that investors can make
informed decisions.

The Commission continues to believe that this approach is fundamentally sound.
The Commission should not be the arbiter of the appropriate level of fund fees. Whether
fund fees are too high or too low is a question that we believe must be answered by
competition in the marketplace, not by government intervention. But the Commission
does have a significant role in ensuring that conflicts of interest do not lead to excessive
foes and that fees are fully and fairty disciosed — in plain English

The Commission remains vigilant o behalf of mvestors in its oversigitt of mutual
fund fees and expenses. Recent and ongoing initiatives by the Commission in this area
include:

e changes to disclosure requirements to make fee disciosure more useful and
easier to understand;

*  increased focus on investor education about muutual fund fees and expenses;

o efforts to use public forums and other means to increase industry attention to
fund fees and expenses;

* inspections focused on mutual find fees, and the role of investment advisers
and fund directors in establishing fees;



e 2 study of the trends in mutusl fund fees and expenses, including whether
economies of scale are passed on to sharcholders through the fees they pay;
and

e areview of the role of independent directors in setting fund fees, including &
roundtable on fund goverhance to be held this fall.

These are described more fully below.

B.  Regulatory Framework for Mutual Fund Fees

Over the past 60 years, Congress and the Commission have sought to protect fund
investors from excessive fes'byusing 2 two-pronged approach: first, create procedural
safeguards to reduce conflicts of interest that could result in inappropriate charges, and,

. second, require that fees and charges be completely disclosed so that investors can make
informed decisions. This approach has been refined over the years since the passage of the
Investment Company Act, but its broad outlines have stood the test of time.

L Conflicts of interegt. "

A mutual fund has a unique structure. Althdughmmxalﬁmdslreumlﬂy
oxganizeddthaascorpomﬁomorhlsinasmmgmcymnmtypiaﬂymagedbythdr
own officers and employees. Rnh«,ammdﬁxndtypiaﬁyismpﬁzedmdww
&0 investment adviser that is & separate corporate entity with its own shareholders, The
with the fund, Mﬂzdvhsumaﬁﬁneoﬁmndkﬁmddwumwam
0 a2 25 “principal underwriter ™

12



the Commission generally have not chosen to address the conflicts through fee caps or
other direct regulation of fund fees and charges, preferring to leave the establishment of
fees and charges primarily to market competition and the imposition of any caps on sales
charges to the National Association of Securities Dealers, Inc. (“NASD”). Over time,
however, Congress and the Commission have developed & regulatory scheme that
provides procedural safeguards to guard against potential abuses resulting from these
conflicts.

As enacted in 1940, the Investment Company Act had few limits on mutual fund
fees, including sales charges and advisory fees.® The Act included 2 general prohibition on
unconscionable or grossly excessive sales loads, to be defined by the NASD.” The Act
also required that advisory services and fees be stipulated in & written contract approved
initially by a fund's shareholders and directors.' In addition, the Act required that no
more than 60% of the members of the board of directors be officers or employees of the
investment company or affiliated with the investment adviser.*!

In the mid-1960s, the Commission recommended greater regulation of advisory
fees and sales loads afier studying the fund industry at that time. The Commission
recommended that Congress amend the Investment Company Act to require that amy
compensation received for services provided by investment advisers be “reasonable™ and
impose 2 statutory cap of 5% on sales loads for mutual funds, 2

In response, Congress in 1970 amended the Investment Company Act provisions
regarding advisory fees and sales charges. Congress added section 36(b) to the
Investment Company Act to impose & fiduciary duty on the investment adviser of & fund

with respect to the receipt of compensation for services.” The adviser's duty under

14



section 36(b) applies not only to advisory fees, but also to distribution charges such a5 rule
12b-1 fe&pﬂdbyﬁndstommmdraﬂma.“ Congress aiso amended section
15(c) of the Investment Company Act to impose on directors a duty to evaluate, and on an
adviser a duty to fumish, all relevant information needed to review the terms of an
advisory contract." This amendment was designed o strengthen the ability of directors,
particularly the independent directors, to carry out their responsibilities with respect to
approval of these contracts.' In evaluating an adviser’s breach of fiduciary duty with
regard to compensation under section 36(b), courts have identified the role and decision-
making process of fund directors in approving compensation arrangements to be among
the most important factors."’

In 1970, rather than impose 2 cap on sales loads as the Commission recommended,
Congress decided that industry regulation was the preferable approach ** Section 22(b) of
the Investmenr Company Act was revised to provide the NASD authority to restrict sales
loads subject to Commission oversight. ® Subsequently, the NASD has promuigated 3
rule prohibiting NASD members from sefiing mutnal find shares if the sales charges
exceed specified caps ®

In s rules relating to fees andi charpes, the Comasission Exewise kas wilized
 procedon szieguands agams: confirs of mseresz, cather thas drect regulation of charge
eveis For exampie, the Commession ks adopted role 1251, which permies sl fands
© pey for disribution of their shares ‘with fond assers if they comply with procedend
siegoardy * Becanse of the possibie: confiicts of macscst iwobved i 2 fand’s wee of
&33ces %0 Gnrine sdditionsl shaces i the fand, the Commimios sequined fands 0o fallow
procedures skl © those sequised by the lesement Campany Act for the spguovt of
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an investment advisory contract. In particular, rule 12b-1 requires that payments for
distribution out of fund assets be made pursuant to 2 written plan that has been approved
by & majority of the fund’s outstanding voting securities and a majority of the fund’s board
of directors and disinterested directors®

2. Disclosure requirements.

The full disclosure approach to securities regulation employed by Congress and the
Commission for over 60 years has proven to be very successful. For that reason, the
Commission bas complemented the conflict of interest regulatory scheme described above
with & requirement that mutual fund fees and charges be fully and accurately disclosed.
Full disclosure is responsible for the development in the United States of the world’s
fairest, most efficient, most liquid capital markets. It is equally responsibie for the fact
that an investor contemplating & fund investment today has access to comparable
information about competing funds’ fees and charges.

Mutual funds register on Commission Form N-1A, which specifies the information
that is required in & fund prospectus, & fund’s principal seliing document.® In the 1980g,
the Commission became concerned that the increasing variety of sales loads and other
fund distribution arrangements could, unless uniformly presented, confuse mvestors. For
that reason, since 1988, Form N-1A has required every mutual fund prospectus to inciude
8 fee table. The fee table is intended to present fund investors with expense disclosure that
can be understood easily and that facilitates comparison of expenses among finds

The fee table is a uniform, tabular presentation that shows the foes and charges
associsted with 2 murtual fund investment  The table reflects both (1) charges paid directly

by a shareholder out of his or ber vestment, such as front- and back-end sales loads, and

16



(ii) recurring charges deducted from fund assets, such as management fees and 12b-1 fees.
The table is located at the beginning of the prospectus. It is accompanied by & numerical
example that illustrates the total dollar amounts that an investor could expect to pay on a
$10,000 investment if he or she received & 5% annual return and remained invested in the
fund for various time periods.

The fee table generally has served the Commission’s intent. As a result of the
Commission’s efforts in dcsngmng and implementing the fee table, information about
mutual fund fees and expenses is accessible. The very existence of the debate over
whether mutual fund fees are too high illustrates this; the debate is possible only because
data about mutual fund fees and expenses is readily available, both to investors and to the
financial press.

Nonetheless, the Commission remains vigilant to ensure that the fee table is the
best possible vehicle for dissemination and wmpaﬁson' of information about fund charges.
Eariier this year, the Commission overhanled the prospectus disclosure requirements for
mutual funds in order to provide investors with clearer and more understandable
information about funds.® At the same time, the Commission adopted a rule that permits
8 mutual fund to offer investors & new disciosure document, called the “profiie,” that
summarizes key information about the fund.* As part of those initiatives, the Commission
made improvements to fund fee disclosure.

The Commission’s recent disclosure initiatives require the front portion of all
mutual fund prospectuses to contain a risk/return summary in plain English that functions
as a standardized “executive summary” of key information about the fund. The foe table is
inciuded in the piain English risk/return summary becsuse of the Commission’s belief that

™"



fees and expenses are crucial to & typical investor's decision to invest in a fund ¥ The
same risk/return summary, including the fee table, also is required to appear as part of the
new fund profile. This reflects the Commission’s commitment to promoting investors’
access to fee information as a basis for a fund investment decision.”

The Commission made several improvements to the fee table. In order to give
investors clearer information about the long-term costs of an investment, the Commission
modified the manner in which & fund may show the effect of expense reimbursements and
feec waiver arrangements that temporarily reduce costs.” The overhauled fee table
- includes me descriptions of the fee table and example, as well as modified fee table
captions, that are intended to help investors understand the information provided. The
Commission also increased the investment amount illustrated in the example from $1,000
to $10,000 to reflect the size of a more typical fund investment and to approximate more
closely the amount offesmdommsesthﬂatypicdinv&orwmﬁda&peato incur over
time. Finally, the Commission added 2 line item to the fee table to ensure that all account
fees charged by 2 fund and paid directly by typical shareholders, such as administrative
fees charged to maintair an account, are disclosed.

C.  Current Initiatives

1. Monitoring the industry.

Bemuseoftheimponmceoftmxmalﬁmdfeeundapa\sawinvm:x,t&
Commussion continually monitors the fees of individual funds to verify compliance with
the current requirements for setting and disclosing fees. The Commission also has

concluded that it is appropriate to take a comprehensive look at fee trends and fee-setting

to



practices in the industry as 2 whole, to determine whether the regulatory system is
continuing to work well in this era of explosive industry growth.

On an ongoing basis, the Commission’s inspections staff scrutinizes comphance by
investment advisers and fund directors with their statutory duties in establishing and
spproving fund fees. The staff regularly evaluates the directors’ review and approvat of
investment advisory contracts to confirm that advisers and directors are fulfilling their
fiduciary duties with regard to fees. The Commission expects directors to be vigilant in
their review and approval of fees.

Several months ago, the Commission staff commenced & study of trends in mutual
fund fees. Themﬁ'ismviewingmdsintheovemﬂlevdsoffws,themmwinwhich
fees are assessed, and whether economies of scale are passed on to shareholders tln:ough
the fees they pay.® The staff is examining trends in fees assessed on funds sold to
individuals and also on funds distributed through 401(k) plans. The Commission
anticipates that the staff's review will be complete eariy next year.

Simultaneously with the stafP's study, the Commission is reviewing the role of
independent fund directors, including their important role in approving fund fees.
Recently, the role of independent directors in safeguarding shareholder interests has
independently in all cases> The Commission plans to host & roundtable on fund
academics, and others for discussion of the important issues concerning find directors and

their duties. This will allow the Commission to obtain 2 broad range of opinions from
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many of the involved parties on how the Investment Company Act scheme for preventing
conflicts of interest is working in practice.

Both the staff study of mutual fund fees and expenses, and our examination of the
independent director’s role, will be extremely useful to the Commission as we assess
whether we are doing all that we can to protect investors. We will act promptly to fix any
shortcomings that we discover.

2. Investor gucaﬁo;L

The Commission believes that its efforts to make mutual fund fee information
readily available to investors have succeeded. With the implementation of our recent
disclosure initiatives, fee information will be available in 2 more understandable, easy-to-
use format. The Commission is very concemned, though, that many fund investors are not
paying attention to the available information about fees.

Our own research shows that fewer than one in five fund investors could give any
estimate of expenses for their largest mutual fund and fewer than one in six fund investors
understood that higher expenses can lead to lower retums *  Another recent study found
that 40% of fund investors surveyed incorrectly thought that a fund’s annual opesating
expenses have no effect on the gains they eam.” We believe that our recent disclosure
initiatives will help to close the gap in investor understanding of fund fees and charges.
Bmwcalsobeﬁcvethatbmdisdomaloncwiﬂnotmﬁﬁpmbm“

The Commission has mounted an extensive investor education CAmPpaign to
improve the financial literacy of investors. Recently, the Commission and a coalition of
oth:govanmuﬁagmdu,bﬁﬁn&s&,andwnmorgminﬁmlnmchedl?mm
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and invest wisely. A product of this effort is the “Financial Facts Tool Kit,” which
contains & wealth of information to assist investors in planning their financial future, that is
available on the Commission’s website.*

The Commission has published other educational materials, including & widely
distributed brochure about investing in mutual funds that contains & section on the
importance of fees.* We have posted this brochure and many other educational materials
on our website for easy access by the investing public. In town meetings and speeches to
investors across the country, we are emphasizing the importance of fees in evaluating
mutual fund investments. Hearings like this one also will contribute to raising the
awareness of the investing public to fund fees.

I continue to be struck by the lack of investor knowledge of fund fees and
expenses. The typical investor simply is not using the wealth of available fee information
in considering mutt;al funds. To address this, I have asked the staff to focus on two goals
in considering additional investor education efforts. First, educate investors so they know
what questions to ask about fees before they buy & fund — questions like: How much do I
pay up-front in sales charges? What portion of my assets will be used to pay for fund
management and marketing costs every year? Second, help out the investor who knows
what fees & fund charges, but does not understand the dollar effect those fees have on his
or her reurn. |

I am also calling on the fund industry to join witk the Commission in our efforts to
educate investors about fees nndchargs TheCommnuonhascommmlly sounded the
call for the mutual fund industry to do a better job of explaining foes and expenses to

investors.” The industry has participated with us in education efforts, including the “Facts



on Saving and Investing Campaign,” but our continuing challenge ~ and theirs — is to do
whatever it takes to improve investors’ understanding of fund fees.

We have suggested that one way to meet the goal is for funds to provide their
shareholders with personalized statements of expenses. The information, provided in
quarterly or year-end account statements, would tell an investor how much, in dollars, he
or she paid for an investment in the fund. Our hope is that if investors see, in dollars, how
much they pay to be invested in a fund and how much they earn or lose on the investment,
mcyw;llbegintoundastandtherdaﬁonshipbetwemfesandm Today I am
inviting fund groups to engage in a dialogue with the Commission to consider whether we
can make personalized statements of expenses a reality. Each and every investor deserves
to understand what he or she is paying for a fund — plainly, simply, in doliars and cents.
We want the industry to work with us to make that happen.

IOL CONCLUSION

Transparency in the corporate debt market and mutual fund fees and expenses are
both important issues for investors. Accurate and accessible price data is essential to .
maintain investor confidence, and thus ensure the long-term stability of the corporate debt
market The Commission will contimue to work with the NASD and the industry to
promote price transparency in this important market In the area of murtual fund fees, we
remam vigilant both to watch for abuses and to provide investors with the greatest
possible uhderstanding of the amounts they pay to invest in funds. The Commission has
been especially concerned with the gap between available information about find fees and
mvestors’ use of that information, and we intend to move forward with additional efforts
to close that gap.
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