
On June 11, 2003, Richard H. Baker,
Chairman of the House Subcommittee
on Capital Markets, Insurance, and
Government Sponsored Enterprises,
introduced new mutual fund legisla-
tion in Congress. The bill, entitled
The Mutual Funds Integrity and Fee
Transparency Act of 2003 (the “Bill”),
followed by one day a report to
Congress by the staff of the Securities
and Exchange Commission address-
ing several issues raised by Chairman
Baker relating to mutual fund regula-
tion.1 The Bill seeks to improve the
disclosure of costs incurred by mutual
fund investors, impose new responsi-
bilities on fund directors to monitor
fund distribution and soft dollar
arrangements, strengthen the inde-
pendence of fund boards of directors,
and extend certain listed company
audit committee standards to mutual
funds.2

A hearing on the Bill was held on
June 18, 2003. It included testimony
from Paul Roye, the Director of the
SEC’s Division of Investment
Management, Investment Company
Institute Chairman Paul Haaga,
Vanguard Group founder John Bogle,
and others.3 After Congress returns
from its July 4th recess, it is expected
that the Subcommittee will vote on
whether to move the Bill forward.

Improved Transparency of Fees
and Costs

The Bill would require that investors
receive more comprehensive informa-
tion about the costs they incur when
investing in mutual funds. The Bill

directs the SEC to issue new disclosure
regulations within 270 days of the
Bill’s enactment into law. The new
regulations would require funds to
provide investors with a document,
separate from the fund’s prospectus
or statement of additional information,
which would include the following
information:

Estimated dollar amount of
operating expenses borne by each
shareholder;

Structure of, or method used to
determine, the compensation of
portfolio managers;

Portfolio transactions costs,
including commissions, set forth in a
manner that facilitates comparison
with other mutual funds;

Information concerning the fund’s
policies and practices with respect to
“soft dollar arrangements,” i.e., the
payment of brokerage commissions
to a broker who provides research
services or facilitates sale and distri-
bution;

Information regarding “revenue
sharing,” i.e., payments by any person
other than the fund that are intended
to facilitate the sale and distribution
of the company’s shares; and 

Information concerning “break-
point” discounts on front-end sales
loads for which investors may be 
eligible, including the minimum 
purchase amounts required for such
discounts.

There are early indications that this
aspect of the Bill does not enjoy 

popular support. The SEC, certain
industry participants, and others
(including legislators) have begun to
question whether the benefits of
compiling such information and 
furnishing it to investors would 
outweigh the costs of doing so.

Increased Director Oversight
Of Certain Distribution and
Soft Dollar Arrangements

The Bill would require fund advisers
to submit an annual report to fund
directors on revenue sharing, directed
brokerage, and soft-dollar arrangements.
Under the Bill, fund directors would
have a specific fiduciary duty to
supervise the adviser’s direction of
fund  brokerage transactions, soft 
dollar arrangements, and revenue-
sharing arrangements, and to deter-
mine if such arrangements are in the
best interest of shareholders. The
increased scrutiny by directors is
intended to guard against the potential
conflicts of interest that revenue
sharing, directed brokerage, and 
soft-dollar arrangements might create.
The Bill does not advocate a repeal 
of soft-dollar arrangements altogether.
Rather, it calls for better disclosure 
of such arrangements to fund 
directors and imposes a special duty
on fund directors to monitor these
arrangements.

The Bill would also require the SEC
to issue a report to Congress, within
18 months of the enactment of the
Bill, on the use of soft dollar arrange-
ments. The SEC report would 
examine recent trends in soft-dollar
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commission amounts, the types of
services provided through soft-dollar
arrangements, the extent to which
soft-dollar arrangements impair the
ability of investors to evaluate and
compare the expenses of different
funds, the conflicts of interest created
by such arrangements, the transparency
of such arrangements to investors,
and whether there should be a repeal
or modification of the soft dollar safe
harbor provided by Section 28(e) of
the Securities Exchange Act of 1934.

Enhanced Director
Independence Standards

The Bill seeks to strengthen the 
independence of a fund’s board of
directors by decreasing the maximum
allowable percentage of directors who
are interested persons from three-
fifths to one-third. In addition, the
Bill would prohibit an “interested 
person” from serving as the chairman
of the fund’s board.

The Bill would also amend the
Investment Company Act’s definition
of the term “interested person” to
include natural persons who are
unlikely to exercise an appropriate
degree of independence as a result 
of a material business or familial 
relationship with the fund or its adviser.
The Bill would delete provisions in
the definition of “interested person”
that disqualify persons from serving
as independent director solely because
of their affiliation with broker-dealers
or lenders that engage in transactions
with a fund or its affiliates.

Audit Committee Requirements

The Bill would increase the require-
ments related to auditor independence
and accountability and would require
all mutual funds to abide by the same

audit committee standards now appli-
cable to exchange-listed companies.
For example, the audit committee
would be responsible for selecting 
the fund’s auditors and setting the
auditors’ compensation and would be
given the authority to engage outside
advisors and independent legal counsel.
Also, the audit committee would be
required to establish formal proce-
dures for receiving and handling 
complaints related to accounting. In
addition, all of the audit committee
members would need to be “inde-
pendent”, which means that the 
member must not be an “interested
person” and must not accept any fees
from the fund or its affiliates (other
than in the director’s capacity as a
member of the board or a board
committee).

*  *  *

Although the fate of the proposed
legislation is uncertain, the considera-
tion of such legislation and the general
momentum in favor of corporate
reform should put funds and advisers
on notice that significant changes in
fund management activities and 
disclosure may be on the horizon.
Our investment management lawyers
can help you understand what impact
these proposals would have on your
company. If you have any questions
concerning the proposed legislation
or any other matter, please contact
any of us.
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1 On March 26, 2003, Chairman Baker sent a letter to SEC Chairman William H. Donaldson raising a number of questions about
the level of transparency of mutual fund fees and costs, mutual fund governance, the performance of fund directors, fund distribu-
tion practices, and other matters. On June 10, 2003, the SEC submitted its report to Congress providing very detailed responses to
the several questions raised.

2 On a related note, on June 14, 2003, Financial Services Committee Chairman Michael Oxley and Subcommittee Chairman Baker
released a report from the General Accounting Office which called for greater transparency in mutual fund disclosures.

3 Although most of the testimony was in favor of the Bill's objectives, some legislators and fund industry representatives raised
concerns that the costs of implementing the Bill could outweigh the benefits.


