12b-1 Fees:

Seriousry, WHY ARe WE StiLL PAYING THESE?

By Sundeep R. Patel, Esq.*

ven the best-laid plans often go wrong. Rule 12b-1 of the
E Investment Company Act of 1940 (the “1940 Act’) is

an example of how well-planned legislation can turn out
to be a real-life nightmare. This article is written as a persuasive
argument for the Securities and Exchange Commission (“SEC”)
to amend Rule 12b-1 and to better educate prospective and cur-
rent investors about 12b-1 fees. Part I of this article provides the
historical development of Rule 12b-1 and Part II provides analy-

sis and recommendations for the Rule.

Historical Overview

Section 12(b) of the 1940 Act prohibits a mutual fund
from acting as a distributor of its securities in contravention of
any SEC rules. Historically, the SEC interpreted the statutory
language of Section 12(b) to mean mutual funds cannot finance,
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directly or indirectly, the distribution of their shares.! Because of
the SEC’s position, prior to the enactment of Rule 12b-1, mutual
funds sold through investment advisers and other sales profes-
sionals compensated these people for providing shareholders with
ongoing investment advice through “front-end” sales loads.?

In 1979, the SEC proposed the adoption of Rule 12b-1.
The SEC stated in the accompanying release that “[tlhe Com-
mission is taking these actions because it believes that directors
and shareholders of open-end management investment compa-
nies should be able to make business judgments to use their assets

for distribution in appropriate cases....”?

In 1980, the SEC adopted Rule 12b-1, which permits funds
to pay distribution-related costs.* The Rule prohibits an open-
end fund from using its own assets to pay for distribution-related
costs — such as marketing and advertising — without a written
plan adopted by the fund’s board and shareholders. When the
SEC first adopted the Rule, it thought that 12b-1 plans would

solve particular distribution problems such as advertising.” The

Rule is silent, however, on the types of distribution activities that
the fund can finance. In fact, the SEC specifically noted that
Rule 12b-1 does not restrict the kinds of payments a fund may
make; rather, discretion lies with fund boards regarding the fund’s
distribution-related activities.®

Initially, funds used 12b-1 fees to pay advertising and mar-
keting distribution fees. Since the late 1980s, however, the vast
majority of funds have used these fees as a way to “give sharehold-
ers the option to pay for services they receive from sales profes-
sionals over time rather than a single up front payment.”” While
some investors purchase fund shares directly from the company
sponsoring them, the vast majority of people purchase shares
through sales representatives such as broker-dealers or investment
advisors.® Therefore, today, the primary purpose of these fees is
to compensate broker-dealers and financial advisers for the advice
and services they provide their clients.” 12b-1 fees have evolved
as a method by which funds use in place of, rather than as a
supplement to, traditional front-end sales loads to cover the costs
of distribution of shares.!® Such plans spread the cost that would
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In fact, the SEC specifically noted that
Rule 12b-1 does not restrict the kinds
of payments a fund may make; rather,
discretion lies with fund boards regarding
the fund’s distribution-related activities.

be charged at the time of an
investor’s initial purchase over
an extended period of time.

Early on, the SEC recog-
nized that mutual funds mis-
used 12b-1 fees.In 1988, the
SEC proposed an amendment
to Rule 12b-1 that would,
among other things, require
payments under a 12b-1 plan to
be made on a current basis, be
traceable to the specific actual
distribution services provided
to the fund, and require annual
shareholder approval in order
to continue the 12b-1 plan.!!
In 1992, the SEC’s Investment
Management Division issued
a report recognizing that fund
companies face inherent conflicts of interest when using fund
assets to promote distribution, and because of the variety of
methods now available to finance distribution expenses, regula-
tion of one method would necessarily affect others.!?

Then in 2000, the Investment Management Division
issued another report that seemingly affirmed the current uses of
12b-1 fees by concluding that the “current statutory framework’s
primary reliance on disclosure and procedural safeguards to
determine mutual fund fees and expenses... is sound and oper-
ates in the manner contemplated by Congress.”!? The Fees Study
recommended that the SEC adjust Rule 12b-1’s requirements to
“reflect changes in the manner in which funds are marked and
distributed and the experience gained from observing how Rule
12b-1 has operated since it was adopted in 1980.”'% In 2003,
Congress considered a variety of possible amendments to the
1940 Act, including revisions to a fund’s ability to finance the
distribution of its shares, however, Congress did not enact any of
these amendments. Then in 2004, the SEC asked for comment
on whether to rescind Rule 12b-1.1> And, finally, in March 2005,
the National Association of Securities Dealers (‘NASD”) issued
a report that included discussion on updating the requirements
of Rule 12b-1.16

Analysis and Recommendations

Recent media coverage and industry professional com-
mentary have questioned whether Rule 12b-1 continues to serve
a beneficial purpose for current and prospective investors.!”
Current proposals range from improving disclosures of the fees
charges to eliminating Rule12b-1.

Additionally, the implementation of one
additional disclosure that could increase investor
understanding of fees associated with a purchase
of a fund would be to include a list of terms and
a fee table in the prospectus.!® Such a disclo-
sure would better inform investors of “possible
conflicts of interest that could compromise the
adviser’s responsibility to control fund costs and
provide investors a satisfactory return.””

Another change the SEC could implement
would be to change the definition of a “no-load”
fund. Currently, NASD rules prohibit any fund
with a front-end load or a 12b-1 fee, except
where the 12b-1 fee does not exceed 25 basis
points, from being referred to as a “no-load”
fund.?® The purpose of this rule was to help
investors distinguish between funds that use low
12b-1 fees from those that use high 12b-1 fees as
an alternative to front-end sales charges.?! The
problem here is that to the ordinary investor,
the term “no-load” likely means that the fund is
not charging either a sales charge or a distribu-
tion fee.

These disclosure improvements, along with making fund
prospectuses less difficult to understand,?? would provide inves-
tors with more confidence in making investments with funds.
The use of shorter, more concise disclosure documents that
provide this key information would significantly enhance the
transparency of fund fees and expenses associated with purchas-
ing fund shares.

Another problematic area of Rule 12b-1 that the SEC
should examine is board guidance under the Rule. Currently, Rule
12b-1 requires a fund’s board of directors to give weight to nine
different factors, all of which would be useful in determining,
whether fund assets would be used for distribution expenses.??
The problem here is that Rule 12b-1 has evolved since its initial

The use of shorter, more concise disclosure
documents that provide this key information
would significantly enhance the transparency
of fund fees and expenses associated with
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purchasing fund shares.
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inception in 1980. As discussed above, the industry does not use
12b-1 plans to solve distribution-related problems; rather, plans
are used as a substitute for advice and services provided by finan-
cial advisors and broker-dealers. While a fund’s board should play
a supervisory role in the overview and implementation of a fund’s
12b-1 plan, the business judgment standard should protect fund
directors. Such a change would give a fund board more flexibility
to deal with the fund’s chosen use of 12b-1 fees. For example,
if a fund chooses to have low 12b-1 fees, then the board could
direct the fund’s plan towards a distribution goal. However, if
the fund wanted to charge higher fees as a way to compensate
investment advisor professionals, then the fund directors would
need to direct the fund’s 12b-1 plan towards a service and com-
pensation oriented scheme. Either way, because different funds
use 12b-1 fees for different purposes, it makes no sense for the
SEC to replace the list of current factors, because no set of factors
exists that would be relevant to the different circumstances that
boards may face.
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