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A New Look at Mutual Funds

Over the last thirty years, with the elimination of rate regulation in several
major industries, the American economy has undergone an immense
change. As the government withdrew from the business of regulating the
prices charged by airlines, interstate telecommunications firms, trucking
companies, banks, and securities brokerages, among others, prices in these
industries have fallen, new entrants have come on the scene, and innova-
tion has flourished.

Yet in one industry, larger than any of these and arguably as important
to the future well-being of American families, a form of rate regulation
remains in force, suppressing price competition and keeping prices for
many consumers above what a competitive market would produce. That
industry is the mutual funds industry.

Mutual funds are companies that pool the savings of many investors
and invest them in stocks, bonds, and other securities, thus allowing small
investors to diversify and benefit from professional investment management
at a reasonable cost. Most U.S. mutual funds today are organized as corpo-
rations, with boards of directors ultimately responsible for their operations.
In almost all cases, however, funds have no staff or management of their
own. Instead, each fund is managed by an investment adviser under a man-
agement contract approved by its board and shareholders.

The cost to an investor of owning shares of a mutual fund is the
adviser’s fee for managing the funds portfolio, plus all the expenses that
the adviser incurs in operating the fund under the management contract.
These expenses include the fees of the transfer agent, the custodian, and the
fund’s auditors, as well as the cost of maintaining the books and records of
the fund. The sum of these expenses, stated as a percentage of the fund’s
total assets, is called the fund’s expense ratio. (Some funds also impose a
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sales charge, or load, when shares are purchased or redeemed; this is not
included in the expense ratio.) The expense ratio can be thought of as the
price that the adviser charges to operate the fund—and it is this price that
is subject to regulation.

The idea that mutual fund prices are regulated will come as a surprise
to many, since the Securities and Exchange Commission (SEC), which reg-
ulates mutual funds as well as the rest of the U.S. securities industry, has no
explicit authority to regulate rates. But the rates of mutual funds are regu-
lated not by the SEC but by the funds’ boards of directors, which approve
the investment advisers’ fees and expenses each year. As discussed in detail
in chapter 4, the way a mutual fund adviser’s fees and expenses are pre-
sented to and approved by the fund’s board does not differ substantially
from the way rates are established by the public utility commissions that
regulate the pricing of, say, electricity in local communities. Taking the
adviser’ fees and expenses as the “rate base,” a fund’s board allows what the
directors believe to be a reasonable profit, and the sum of these fees,
expenses, and allowed profit becomes the maximum that the adviser may
charge the fund’s shareholders.

This approach to price setting, as we will show, suppresses cost cutting,
and thus price competition, among investment advisers just as effectively as
it suppresses cost cutting by electric utilities. We will then propose an alter-
native approach that we believe will foster competition among investment
advisers, spur innovation, and lower the costs of mutual funds for all
investors. But first, it is worth explaining why price deregulation in the
mutual fund industry is an important public policy issue.

Why Mutual Funds

One of the most basic rules of personal finance is never to put all of one’s
financial eggs in one basket. Financial experts unanimously encourage
investors to lower their risks by purchasing stocks of different companies in
different industries, and indeed to diversify across asset classes, to include
bonds and real estate as well as equities, and even across countries. This
advice follows from the efficient market hypothesis, which holds that no
single investor can have more information at any given moment than is in
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the market as a whole, and therefore no investor, no matter how skilled, can
consistently “beat the market” in picking individual securities.

Accordingly, in an era when most Americans must save for their retirement
themselves, through defined-contribution pensions and other personal tax-
advantaged savings plans, there is an urgent need for a collective investment
vehicle that will enable them to diversify their holdings inexpensively. Mutual
funds, by spreading the cost of investment advisory services over a large num-
ber of investors, have the potential to be the lowest-cost form of diversification.

In the early years of the last century, the only way an investor could
diversify was to acquire a portfolio of stocks and bonds directly. Because
brokerage fees for small stock purchases were relatively high, only those few
individuals who had substantial financial means could hope to acquire
enough different securities to achieve diversification at a reasonable cost. In
the 1920s, however, two variations of a new collective investment vehicle
developed in the United States. One, and initially the most popular, was the
closed-end investment company, which was structured as a corporation
and offered investors shares in a managed securities portfolio of a fixed size
(hence the term “closed-end”). This new vehicle offered diversification, but
with a significant drawback. Because an investor could divest his or her
shares of the company only by selling them to another investor, the price
received could differ from what the corresponding share of the company’s
portfolio was worth. Indeed, closed-end company shares usually traded at
a discount from the per-share net asset value (NAV) of the portfolio.

The second new variant, the open-end investment company, or mutual
fund, offered a more efficient structure. Also structured as a corporation (or in
some cases a business trust), open-end funds issued new shares as investors
demanded them and stood ready to redeem these shares at their NAV. This
arrangement permitted shareholders to leave the fund at any time by seeking
redemption of their shares at a price that was published daily in the newspaper.

Both types of investment company grew rapidly from their early begin-
nings. Until the Depression, roughly 95 percent of the $3 billion that the
industry attracted was invested in closed-end funds. By 1929 there were
many more closed-end funds (89) than open-end funds (19).1 The stock
market crash in October of that year changed all this, in large part because
investors in closed-end funds had far more difficulty getting out of them
than the investors who had bought mutual fund shares. Ever since then,
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mutual funds have grown increasingly popular, to the point where they are
now an industry with over $10 trillion in assets under management,
roughly 50 percent more than the deposits in all U.S. banks combined.

Several factors explain this extraordinary growth, including the increas-
ing popularity of investment in equities, the rise in value of stocks gener-
ally, and the tax-advantaged savings programs approved by Congress, such
as Individual Retirement Accounts and 401(k) plans, which encouraged
diversified long-term investment for retirement. But innovative fund man-
agers also encouraged the industrys growth by developing new ways of
investing and diversifying that proved attractive to investors. One example
was the index fund, whose portfolio tracks a broad stock market index such
as the Standard & Poors 500 or the Wilshire 5000. These funds are less
expensive than actively managed funds because they do not require active
investment research and stock selection. Management of an index fund
consists only of matching the composition of the fund’s portfolio with that
of the index it mimics.?

The growth of index funds calls attention to the question of cost.
Diversification, as noted, is not the only purpose for owning a mutual fund.
There are, after all, other ways to create a diversified portfolio of stocks—
separately managed accounts created by brokerage firms are an example—
but all of them are likely to be less accessible than mutual funds to ordinary
investors because they require more customized and hence more expensive
management. What is unique about mutual funds is their second main
advantage: their ability to allow small investors to participate in the poten-
tially high returns of investment in securities at low cost. It follows that a
primary goal of public policy should be to ensure that nothing unnecessar-
ily hinders fund managers from offering the lowest possible costs to
investors. We believe this can best be done by creating an environment in
which mutual funds and other collective investment vehicles can operate as
efficiently as possible.

An important reason for this focus on mutual fund costs is that the long-
term consequences of even small differences in cost can be considerable.
Figure 1-1 shows that there are significant differences in expense ratios among
mutual funds. Although the ratios themselves seem small—ranging roughly
from 60 basis points (0.6 percent of fund assets) to 170 basis points (1.7 per-
cent) per year—the differences among them add up over time. John Bogle,
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founder of the Vanguard Group of mutual funds and one of the industry’s
severest critics, notes in a recent book that, in the ten-year period between
March 1, 1995, and February 28, 2005, a $1 investment in the average
mutual fund in the lowest-cost fund quartile would have grown by $2.07, but
by only $1.18 in the average fund in the highest-cost quartile.3 Over a life-
time of investment, such differences can have a substantial effect on the size
of an investor’s retirement nest egg. Although, as we explain later, we do not
agree with Bogle’s diagnosis of the industry’s problems or with his prescrip-
tion for reform, we do not disagree with the numbers he presents—or at least
their general direction. Relatively small differences in cost can indeed produce
large differences in outcome over the course of an investment lifetime.

Rate Regulation by Mutual Fund Boards of Directors Impairs
Competition and Keeps Mutual Fund Prices High

Although many other formerly rate-regulated industries now set their prices
through competition, the mutual fund industry has seen no significant
deregulation since the adoption of its governing law, the Investment
Company Act of 1940 (ICA). In fact, mutual funds are, if anything, more
heavily regulated today than when the ICA was enacted. As described in
chapter 2, the ICA assumes that mutual funds will be established and main-
tained in corporate form, and it requires the boards of directors of these cor-
porations to approve the costs that investors must pay for the collective
investment services of the fund adviser.

This regime has a major effect on pricing and competition. Because
investment advisers must annually justify their fees and expenses to a board
of directors, important obstacles to price cutting arise. In the time-honored
way for rate-regulated industries, investment advisers report their costs to
the directors, who, in the same time-honored way, then allow what they
regard as a reasonable profit—ordinarily as a percentage of the costs. But
what costs do advisers report? Obviously, they report their actual costs—all
their costs of serving all their customers—or what economists would call
their fully allocated average costs.

But this is not the relevant cost of a company in a competitive market. In
a competitive market, the relevant cost of a competitor is marginal cost—what
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it will cost to serve the last customer who can be served at a profit. And in most
competitive markets this cost is much lower than the average cost of serving
all customers. This fact (which is literally textbook microeconomics)? is criti-
cal to understanding pricing in the mutual fund industry. Since, as noted,
boards of directors generally add a reasonable profit allowance onto the costs
they are shown by the fund’s adviser, there is no incentive for the adviser to
provide to the board anything but its average cost, which of course results in
a higher allowable profit than the advisers marginal cost would produce.

This is not to say that investment advisers are hiding their marginal
cost from their boards of directors. In fact, fund advisers cannot report their
marginal cost to their boards, because they do not know what their marginal
costs actually are. Only a business actually engaged in competition can know
its marginal cost because only then is it required to seek out the least expen-
sive way to serve that last profitable customer. That is why Friedrich Hayek,
in a famous essay, called competition “a discovery procedure”: it is com-
petition, and competition alone, that pushes a company to discover how to
deliver its products most efficiently. In the mutual fund world, where vir-
tually all advisers must receive approval of their fees and expenses from a
board of directors, there is, as noted, no incentive for them to discover all
the innovations or efficiencies that would reduce their costs. If they did, the
board, adding a “reasonable” profit to the lower cost figures presented to
them, would simply reduce the adviser’s fee accordingly.

It is in this sense that the “cost-plus” regulation of mutual fund pricing
bears a strong resemblance to the way rates are established by electric and
other utilities. In both cases the price of the service is determined by the
regulatory body allowing what it regards as a reasonable profit in relation to
the costs reported by the regulated company:. Just as economists have found
that electric utility regulation reduces the incentive of the utility to reduce
its costs, the same phenomenon prevails for mutual fund advisers that must
seek the approval of a board of directors for their fees and expenses. This
can be illustrated with a simple example. Lets assume that an adviser is
managing a fund with assets of $1 billion, an expense ratio of one percent
(100 basis points), and a profit percentage of 20 percent. On this relation-
ship the adviser earns $2 million ($1 billion X 1.0 percent X 20 percent =
$2 million). If the adviser were to reduce its expense ratio to 80 basis
points, but its profit percentage remained the same, its profit would be
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reduced to $1.6 million ($1 billion X 0.80 percent X 20 percent = $1.6 mil-
lion). In order to earn the same profit while reducing its costs, the adviser
would have to increase its profit percentage to 25 percent. It is highly
unlikely that a board of directors would permit this. Thus, the adviser has
little or no incentive to reduce its expense ratio for any fund.

Of course, an adviser might still want to reduce its costs, since by doing
so it might be able to attract more investors and thus increase the size of the
fund it is managing. This would enable the adviser to maintain its profit
level while still cutting its expense ratio. However, under the ICA, as
administered by the SEC, when the size of a fund increases, the board of
directors is enjoined to introduce “breakpoints” in the advisory fee, because
the adviser is assumed to be benefiting from economies of scale. Thus, once
again, the incentives of the adviser to cut costs are impaired. Even if the
adviser takes the risk of reducing its profit by cutting its costs—in the hope
of recouping its profit through managing a larger fund—it will not be able
to capture the full additional profit that such a step might produce.

One way to think about this is to imagine that an excess profits tax has
been imposed on all airline profits over a certain level. If an airline wants to
raise its revenue and profit on a particular route, it may lower its prices in
the belief that this will attract enough new passengers to more than make
up for the lower prices. This involves some risk, because the lower prices
may instead result in reduced revenue and profits if other airlines also lower
their rates or if passengers simply fail to respond by switching from higher-
priced competitors. But the excess profits tax requires the airline to take
another risk. Even if it is successful in attracting more passengers, some or
all of the added profits will be taxed away. In other words, the airline will
not be fully compensated for the risk of lowering its prices; some of the
gains will be siphoned off by the tax. Any airline in this situation will think
twice before lowering its prices and might decide that the risk is not worth
the cost. In the same way, investment advisers are discouraged by break-
points from lowering their costs. This explains why, in the mutual fund
industry as in electric utility pricing, one does not see the wholesale cost and
price cutting observed in other industries that have been relieved of govern-
ment regulation and forced to compete on price. Some may argue that the
analogy to electric utility regulation is inapposite because electric utilities are
natural monopolies and face no competition, whereas mutual funds and



8 COMPETITIVE EQUITY

their advisers function in a market that has at least a competitive structure,
consisting of dozens if not hundreds of mutual fund groups or “families” and
literally thousands of individual funds. But this objection misses the point:
unless investment advisers are free to set their own prices for their services,
they are not able to compete effectively on price, no matter how many “com-
petitors” they have. This leads to some absurd situations. A headline in the
Wall Street Journal not long ago declared, “Independent Directors Strike
Back.”® The article celebrated the fact that the independent directors of the
funds operated by AIM Management were demanding that the funds lower
their advisory fees. No one seemed to notice how odd it was that a board of
directors would have to demand that a companys management lower its
prices, but that was exactly what was happening. In an industry where com-
petitors are free to set their prices, this would never happen; competition
would drive prices down. In a competitive industry, boards are more likely to
worry that prices are too low. But where prices are set in the same way as for
electric utilities, the regulated firms behave like regulated utilities.

In overall structure, indeed, the mutual fund industry has all the attri-
butes of a highly competitive market: ease of entry, a multitude of compet-
ing organizations, and a vast number of customers who are largely free to
move from fund to fund in search of the best results. A recent study by two
noted academics, John Coates and Glenn Hubbard, focuses heavily on the
competitive structure of the industry to argue that it is in fact competitive,’
and anyone who reads the financial pages of daily newspapers will see
aggressive advertising by competing fund groups.

Yet, as shown below, there is strong evidence that the mutual fund
industry is not as price-competitive as its structure would suggest. The
expense ratios of funds that ostensibly compete with one another in fact
vary widely8 The industry thus does not appear to conform to the “law of
one price”—that is, the prices of the collective investment services that
mutual funds provide are not converging toward a common level, although
convergence would be expected in a competitive market.

Figure 1-1 illustrates this price dispersion for one large sector of the
U.S. mutual fund industry, the class A shares of 811 actively managed
equity funds. Class A shares generally have an initial (front-end), one-time
sales charge or “load” of about 5 percent and charge a small annual 12b-1
fee to the fund itself (to cover distribution and related expenses) of about
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0.25 percent (25 basis points). (As noted above, the front-end load is
not included in the expense ratio, but the 12b-1 fee is.) To present a clearer
picture of the dispersion of expenses for the manager’s services alone, exclu-
sive of distribution costs, we subtracted 25 basis points from each fund’s
expense ratio. In addition, to exclude outliers, we eliminated 3 percent of
the funds at each end of the distribution. With these adjustments, the
expense ratios of the 811 funds range from approximately 60 basis points
to 170 basis points, or a difference in cost of almost 300 percent.

FIGURE 1-1
DISTRIBUTION OF EXPENSE RATIOS OF CLASS A SHARES
OF U.S. EQuity MuTUAL FUNDS (811 Funds )

35

30

20

Frequency

0
0.55 0.60 0.65 0.70 0.75 0.80 0.85 0.90 0.95 1.00 1.05 1.10 1.15 1.20 1.25 1.30 1.35 1.40 1.45 1.50 1.55 1.60 1.65 1.70 1.75

Expense Ratio

SOURCE: Morningstar, http:/www.morningstar.com (accessed December 7, 2000).
NoTE: Data are for 811 funds as of December 7, 2006. All expense ratios are net 25 bps to account
for 12b-1 (distribution) charges.

Of course, it is always possible that differences in the services these funds
offer account for this wide dispersion in pricing, but we believe this is
unlikely. Most competitive industries do have differences in service or prod-
uct quality that account for some dispersion in pricing, but we doubt that
any other industry with such a similar product exhibits the disparities shown
in figure 1-1. Nor is it likely that some unique feature of the collective invest-
ment industry accounts for this dispersion. For comparison, figure 1-2
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shows the dispersion of expense ratios for 456 U.K. funds invested in U.K.
or U.S. equities (again with the highest and the lowest 3 percent eliminated),
net 50 basis points, which is an amount included in the U.K. advisers fee
that is the equivalent of the U.S. 12b-1 fee.10 The dispersion of the expense
ratios of the U.K. funds is much narrower than that of the U.S. funds, rang-
ing from 77 to 146 basis points, a difference of approximately 90 percent,
roughly a third of that found in the United States.

FIGURE 1-2
DiSsTRIBUTION OF EXPENSE RATIOS OF U.K. EQuUITY
MutuAL FUNDS (456 Funds)

25

20

15 4

Frequency

10

0+
0.55 0.60 0.65 0.70 0.75 0.80 0.85 0.90 0.95 1.00 1.05 1.10 1.15 1.20 1.25 1.30 1.35 1.40 1.45 1.50 1.55 1.60 1.65 1.70 1.75

Expense Ratio

SOURCE: Investment Management Association (provided originally by Lipper Fitzrovia), December 2005.
NoTE: Data are for 456 funds as of December 2005. All expense ratios are net 50 bps to account for
the “trail commission,” the U.K. equivalent of U.S. 12b-1 (distribution) charges.

In the United Kingdom, mutual funds are generally contractual arrange-
ments directly between advisers and investors; intervening corporate struc-
tures, where they exist, have no voice in the setting of the fees and expenses
of advisers, which are able to set their own rates. As a result, investment
advisers in the United Kingdom have incentives to compete and to find the
lowest marginal cost that will attract the last profitable investor. The price
convergence that we would expect from this competitive environment is also
evident in table 4-4 in chapter 4, which presents data on U.S. advisory
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groups that sponsor funds in both the United States and the United
Kingdom. The table shows that the same advisory groups price their U.K.
funds in a much narrower range than their U.S. funds. In chapters 4 and 5
we borrow certain features of the U.K. mutual fund landscape in fashioning
our own recommendations for establishing an alternative collective invest-
ment model for the United States.

One final aspect of figures 1-1 and 1-2 that merits attention is the fact
that the U.S. distribution contains some funds that have lower costs than
any of the U.K. funds. Although we do not think this detracts from our cen-
tral point—which is that the prices of funds in the United Kingdom seem to
converge, as they would in a competitive environment, while those in the
United States do not—nevertheless there could be a number of explanations
for the fact that there are no UK. funds with expense ratios comparable to
those of the lowest-cost U.S. funds. First, the U.S. industry probably benefits
more from economies of scale, since the average U.S. fund is approximately
three times the size of the average U.K. fund.!! In addition, it is likely that
U.K. funds invest in equities outside the United Kingdom more than U.S.
funds invest outside the United States, and foreign investment can be more
expensive than domestic investment. Finally, it is likely that there are gener-
ally higher costs associated with doing business in London. In any case, the
point of our interest in the U.K. market structure is that the narrow dispersion
in the pricing of UK. funds clearly indicates price competition, suggesting
that costs would be driven down substantially if the same environment pre-
vailed in the United States.

It is worth noting that the disparity in pricing we find among U.S. funds
extends even to the largest and presumably the most competitive fund fami-
lies, as well as to index funds, where differences in fund performance should
not be a factor. If U.S. funds were truly price-competitive, it would be these
areas in particular where one would expect to see the convergence toward one
price that is characteristic of markets in which price competition prevails. Yet
this sort of convergence is absent even among these groups. Table 1-1 pres-
ents expense ratios for several funds offered by the ten largest mutual fund
families in the United States, showing that the dispersion in costs even among
these funds ranges from over 100 percent to somewhat more than 200 per-
cent. Table 4-1 in chapter 4 shows the disparity in fees and expense ratios for
fourteen S&P 500 index funds.
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TABLE 1-1

EXPENSE RATIOS OF REPRESENTATIVE LARGE-CAP FUNDS

OF THE TEN LARGEST U.S. FUND FAMILIES

Value Fund
Fund Family Fund and Ticker Symbol Expense Ratio
Fidelity Investments Fidelity Equity-Income II (FEQTX) 0.62
Vanguard Group Vanguard Equity-Income (VEIPX) 0.31
Capital Research & American Funds Investment Company 0.55
Management of America A (AIVSX)
Franklin Templeton Franklin Equity Income A (FISEX) 0.93
Investments
Columbia Management Columbia Large Cap Value A (NVLEX) 0.96
Group
J.P Morgan Chase & Co. JPMorgan Value Opportunities A 1.07
(JVOAX)
Morgan Stanley Morgan Stanley Value A (VLUAX) 0.97
OppenheimerFunds/ Oppenheimer Value A (CGRWX) 0.99
MassMutual
TIAA-CREF No representative fund —
Federated Investors Federated Equity-Income A (LEIFX) 1.11

Blend Fund
Fund Family Fund and Ticker Symbol Expense Ratio
Fidelity Investments Fidelity Fund (FFIDX) 0.56
Vanguard Group Vanguard Growth & Income (VQNPX) 0.37
Capital Research & No representative fund —
Management
Franklin Templeton Franklin Growth A (FKGRX) 0.94
Investments
Columbia Management Columbia Large Cap Enhanced Core A 0.75
Group (NMIAX)
J.P Morgan Chase & Co. JPMorgan Disciplined Equity A JDEAX) 0.85
Morgan Stanley Morgan Stanley Dividend Growth 0.75
Securities B (DIVBX)
OppenheimerFunds/ Oppenheimer Main Street A (MSIGX) 0.92
MassMutual
TIAA-CREF TIAA-CREF Growth & Income (TIGIX) 043
Federated Investors Federated Capital Appreciation A (FEDEX) 1.22

continued on next page
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Table 1-1 continued

Growth Fund
Fund Family Fund and Ticker Symbol Expense Ratio
Fidelity Investments Fidelity Blue Chip Growth (FBGRX) 0.64
Vanguard Group Vanguard Morgan Growth (VMRGX) 0.39
Capital Research & American Funds AMCAP A (AMCPX) 0.65
Management
Franklin Templeton Franklin Capital Growth A (FKREX) 0.95
Investments
Columbia Management Columbia Large Cap Growth A (LEGAX) 1.11
Group
J.P Morgan Chase & Co. JPMorgan Large Cap Growth A (OLGAX) 1.24
Morgan Stanley Morgan Stanley Focus Growth A (AMOAX) 1.01
OppenheimerFunds/ Oppenheimer Equity A (OEQAX) 0.89
MassMutual
TIAA-CREF TIAA-CREF Growth Equity (TIGEX) 0.45
Federated Investors Federated Large Cap Growth A (FLGAX) 1.45

SOURCE: Data from Morningstar, www.morningstar.com (accessed October 17, 2006).
NOTE: Data are as of October 17, 2006.

The SEC’s Failed Diagnosis

The unusual price dispersion among U.S. mutual funds has been noticed for
a long time and has been attributed either to the failure of the funds’ inde-
pendent directors to control the expenses charged by investment advisers, or
to inadequate disclosure of costs, or to both. In a June 2000 study of the
mutual fund industry, for example, the Government Accountability Office
(GAO) described the structure of the industry as one of “monopolistic com-
petition,”12 attributing the wide fee dispersion to inadequate disclosure.
But why should an industry with hundreds of competing advisers offer-
ing similar services (and little to prevent more from entering), thousands of
funds, and millions of normally price-conscious customers exhibit limited
or monopolistic competition? As noted above and detailed in later chapters,
we believe the answer lies in the industry’s legal and regulatory structure,
which requires boards of directors to approve the fees and expenses of
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investment advisers. But for at least forty years the SEC5s diagnosis of this
problem has been different—and, we believe, flawed. Promoted by the
agency with regulatory responsibility for the mutual fund industry, this
flawed diagnosis has called forth a prescription that has simply made the
symptoms worse.

Most of the current legal structure of mutual funds stems from an attempt
by federal policymakers to curb what critics charged were a range of abuses
by managers of closed-end funds in the 1920s and 1930s. In 1935 Congress
directed the newly formed SEC to examine these charges, to study the entire
“investment trust and investment company” industry, and to report recom-
mendations for legislative action. The Commission responded in 1939 with
an extensive analysis,!3 which ultimately led to the ICA. The act did not
attempt to establish a more flexible or open-source structure for collective
investment, but only to address the problems associated with the industry as
it was then organized. The ICA simply assumed that mutual funds would be
corporations or trusts, governed by boards of directors and usually managed
by investment advisers under contractual arrangements.

By failing to make clear how it thought funds should be governed,
Congress set up a structure in which conflicts about the control of mutual
funds became inevitable. Under ordinary corporate law, the board of directors
has ultimate responsibility for managing a company’s affairs. Contractors,
such as an investment adviser, have a subordinate role and are ultimately sub-
ject to control or dismissal by the board. However, because of the economics
of the mutual fund industry, as will be outlined in chapter 2, only securities
firms and investment advisers have incentives to pay the costs associated with
setting up a mutual fund. Having done so, it is hardly unreasonable for an
adviser to believe that it should have control of the fund it has created.
Moreover, the business of a mutual fund is investing, and a board of directors
is generally not as competent as the investment adviser to make the invest-
ment and trading decisions that are the fund’s sole business.

In adopting the ICA, Congress never resolved the question of whether the
investment adviser or the board of directors was to control the fund. It did
not help matters that the ICA permitted the adviser to name a majority of the
funds board of directors, but placed important authority—especially
approval of the investment advisory agreement—in the hands of the 40 per-
cent of the board who were required to be independent of the adviser. The
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lack of clear focus on this issue by Congress was encapsulated in the differ-
ences between the Senate and House bills. The Senate draft required a majority
of independent directors; the House bill contained a 40 percent requirement,
and the House report warned that “a board with an independent majority
would repudiate the recommendations of the adviser, depriving investment
company shareholders of the benefits of those recommendations.”'* The con-
ference report adopted the House language, which became law.

The ambiguity was eliminated over time by the SEC, which ultimately
came to the view that Congress had adopted a corporate structure deliberately
for the purpose of protecting fund shareholders. “The role of directors in
policing conflicts of interest is central to the Act,” the SEC staff wrote in 1992,
and “The independent directors, in particular, are expected to look after the
interests of shareholders. . . .15 To the SEC this meant that the board has a
responsibility to control and reduce the fees and the other expenses that the
adviser charges to the fund. In the same report the SEC succinctly stated the
issue as the agency had come to see it: “Fees paid from an investment com-
panys assets to sponsors [usually the investment adviser]| and their affiliates—
whether advisers’ fees, principal underwriting fees, distribution fees, or fees
for other services—directly affect shareholders’ investment return. The higher
the fee, the lower the return. The conflict of interest is inherent.”16

Thus the relatively high expense ratios charged by many funds were seen
as a failure of the board to exercise sufficient control over the adviser, pri-
marily because the board lacked sufficient bargaining power in negotiating
with the adviser over the adviser’s fees and expenses. As one Senate report
put it in 1969, “Since a typical fund is organized by its investment adviser
which provides it with almost all management services and because its
shares are bought by investors who rely on that service, a mutual fund can-
not, as a practical matter sever its relationship with the adviser. Therefore, the
forces of arm’s-length bargaining do not work in the mutual fund industry in the
same manner as they do in other sectors of the American economy” (emphasis
added).!” With this as its diagnosis for high fees and expenses, the SEC
embarked on a campaign—still ongoing today—to strengthen the ability of
the independent directors to confront and bargain with the adviser.

In 1970, at the urging of the SEC, Congress amended the ICA to add
a provision formally imposing a “fiduciary duty” on the adviser, as well as
the board, to act on the shareholders’ behalf. This provision, section
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36(b)—clearly the logical result of the idea that there is an inherent conflict
of interest between adviser and fund—was designed to ensure that advisers’
fees would be reasonable and not inconsistent with the interests of fund
shareholders. As we will outline in greater detail in chapter 4, section 36(b)
has produced the opposite result.

As figures 1-1 and 1-2 demonstrate, the SEC5 regulatory approach has
not been very successful. Despite the fact that boards have become much
more independent of investment advisers, the dispersion of expense ratios is
still very wide—much wider than in the United Kingdom, which does not
have the same regulatory structure or rely on independent boards of directors
to control the adviser’s alleged conflicts of interest. If there is an “inherent con-
flict of interest” in the structure of mutual funds, giving greater authority and
independence to boards of directors has not been able to address it. As two
academic commentators noted, “This strangeness—tremendous popularity,
proliferating consumer options, and less than robust price competition—
arises in the realm of the most tightly regulated financial product sold in the
country today. In the words of a former SEC chairman, o issuer of securi-
ties is subject to more detailed regulation than a mutual fund.”18 These com-
mentators, like so many others, saw the coexistence of heavy regulation and
lack of price competition as a paradox—and argued for yet more regulation.
It did not seem to occur to them that regulation itself could be the cause of
the weak price competition they had noticed.

A little thought indeed shows that the SEC5 “inherent conflict” theory is
deeply flawed. The relationship between the fund and the adviser is not a par-
ticularly unusual one. The fund is a buyer and the adviser is a seller. Our
economy is composed of buyers and sellers. Whether we buy cell phone ser-
vices, car repairs, or dry cleaning, we are always contracting with sellers of
services who want to earn the highest possible profit from the transaction,
while we, as buyers, want their services for the lowest cost consistent with the
quality we desire. We do not normally think of this relationship as involving
a conflict of interest, primarily because we know that competition keeps the
prices of cell phone companies, auto repair shops, and dry cleaners within
bounds. The fact that there are other sellers of the same services, with roughly
the same quality, keeps all sellers from exploiting us.

If investment advisers were in fact competing with one another on
price, any conflict of interest between the adviser and the fund—at least any
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conflict associated with the advisers fees and expenses charged to the
fund—would be irrelevant. The adviser would be compelled to lower its
price as far as possible, in order to attract or retain investors, just as cell
phone providers, auto repair shops, and dry cleaners must do. The fact that
the fund cannot easily change advisers, as the Senate report noted, is largely
irrelevant, because the investor can easily change funds. Yet for some rea-
son the idea of an inherent conflict has transfixed the SEC, lawmakers, and
academics for years. Instead, the relevant issue is not the relationship between
the adviser and the fund; it is why investment advisers do not compete on price as
do all other service providers, in almost every other sector of the economy.

By adopting a prescription that focuses on making the boards of direc-
tors of mutual funds more independent of the investment adviser, the SEC
has not only focused debate on the wrong issue; it has also made the real
problem worse by driving the industry even further from a competitive
model. Accordingly, in our view, the way to address the lack of price com-
petition in mutual funds is to abandon the current corporate structure and
the role of the board in approving the investment advisers fees and
expenses. Instead, investment advisers should be permitted to set their own
prices and to retain the benefits of lowering their costs in order to attract
and retain more investors. In the resulting competition for investors, fees
would fall as a matter of course as advisers seek new and more efficient
ways to deliver their services. Moreover, once the board’s role in price regu-
lation is eliminated, a more effective system than a part-time board of direc-
tors can be put in place to address the conflicts of interest that may remain.

The new, noncorporate structure we recommend would be an option avail-
able to advisers and investors, not a mandatory substitute for existing mutual
funds; it is outlined briefly below and discussed more fully in chapter 5.

Providing Collective Investment Services
through a Managed Investment Trust

Our proposal, in a nutshell, is that investment advisers be permitted to offer
collective investment services to investors through a direct contractual rela-
tionship. Mutual funds organized under the current corporate form would
remain in existence, and investors who are comfortable with this form of
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collective investment would continue to have access to it. However, to
remove the existing barriers to price competition in the industry, we rec-
ommend that Congress authorize a new form of collective investment
under the following alternative structure:

* Investment advisers would be authorized to offer collective invest-
ment services to the public for a single all-in fee covering all fees
and expenses of the collective investment vehicle.

* As part of this service, the investment adviser would establish a
trust at a bank that is independent of the adviser.

¢ The bank would maintain custody of the trusts cash and portfo-
lio securities, issue trust units representing a beneficial interest in
the trust in exchange for payment from investors, redeem units for
cash at their NAV, and keep records of unit ownership.

* The bank would also hold title, as trustee, to the portfolio securi-
ties of the fund and would have a fiduciary duty to protect the
interests of the unit holders, who are the beneficiaries of the trust.

This structure would be similar to the unit investment trust already
authorized under the ICA. The difference is that the ICA unit investment
trust is not managed; its portfolio remains fixed after the trust has been
established. Accordingly, we call our proposed structure a “managed invest-
ment trust” (MIT). Under the MIT proposal, investors would be offered
units in the trust, which would be registered like todays mutual funds
under the Securities Act of 1933, rather than shares in a fund. Many provi-
sions of the ICA would remain the same for MITs as for managed mutual
funds. For example, each trust would be required to have a written invest-
ment policy describing how the adviser will invest its assets, and it would
be forbidden to own more than a specified maximum percentage of the
securities of any one issuer. The bank trustee would be responsible for
ensuring that these restrictions are observed and for addressing other
possible conflicts of interest, as we discuss in chapter 5.

Chapter 5 also proposes reforms—including reform of the tax laws
governing investment income—that would make it easier for investors to
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move from one fund to another. This would further strengthen competition
for investors” dollars.

One of the benefits of the MIT is that it would eliminate the tangible
and intangible costs of a board of directors, including proxy solicitations,
board salaries and travel, the preparation of cost analyses in connection
with fee negotiations, and management time in tending to the other needs
of the board. But this is not the reason we propose it. Our principal moti-
vation is our view, outlined above, that rate regulation by a board of direc-
tors impairs the incentives of investment advisers to compete on price and
thus keeps expense ratios of mutual funds higher than they would be in a
fully competitive environment.

In this “market approach” to mutual fund regulation and policy, an
investor would be treated much like a customer of any other financial ser-
vice provider (or, for that matter, a purchaser of any other service or prod-
uct). As usual in these relationships, the customer decides whether the
quality of the service is worth the fee. We see nothing about a customer’s
relationship to a provider of collective investment services that sets it apart
from other services transactions as far as setting fees is concerned. Indeed,
investors contract every day with brokers and advisers who structure their
portfolios for a fee, whether these are separately managed accounts or
simply portfolios that develop out of individual recommendations of a
broker or other adviser. In all these relationships, investors are thought to
be perfectly capable of deciding whether the services they are receiving are
worth the cost. No reason is readily apparent why a board of directors
should be interposed between investor and adviser to make this determi-
nation when a collective investment is involved.1®

Although we believe that competition will develop when investment
advisers are free to set their own fees, some will certainly argue that this will
be insufficient unless investors can be made to care about the costs imposed
on their collective investments.20 This argument, however, ignores much
that microeconomists have learned about the sources of competitive pric-
ing among firms. It is quite possible, even probable, that most investors will
continue to be insensitive to costs, despite the fact that small differences
in costs can be shown to have huge effects on investment success over the
long term. But that is not what drives the market. The market is driven by
the demands of the marginal investor. It is this investor—the last, careful,
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cost-conscious investor willing to pay more than the advisers marginal
cost—who will set the price for all others as investment advisers try to
attract that investor by lowering the price for their services.

In a market where advisers are allowed to retain the profits that come
from attracting these marginal investors, competition will arise, innovation
and efficiency will increase, and prices will decline. This process has
worked for brokerage commissions, air travel, trucking, and interstate
telecommunications, to cite only a few of the markets where competition
has demonstrated its superiority to regulation. We see no reason that it
should not work for collective investments.

What Follows

Before we set out our proposed approach for facilitating competition in the
collective investment industry, we attend to some preliminaries. In chapter
2 we describe briefly the evolution of the current regulatory approach, con-
cluding with an analysis of why many want to see regulation reinforced or
strengthened in light of the mutual fund scandals that surfaced earlier in
this decade. Chapter 3 focuses on the remarkable growth of the mutual
fund industry itself and on the growth of alternative asset diversification
vehicles that are providing increased competition for funds.

In chapter 4 we take up the seeming paradox that stimulated this study:
if the mutual fund industry is so competitive, why is there not more evi-
dence of price competition, in the form of a narrower range of all-in costs?
Here we lay out our claim that the utility-like regulatory regime that has
long governed the industry is responsible. Here and in chapter 2, we also
explain the limits of fund boards and why they failed to prevent the scan-
dals that tarnished the industry several years ago.

The arguments in chapter 4 provide the rationale for the MIT proposal
we outline in detail in chapter 5. Key to our proposal is the option to oper-
ate a collective investment vehicle without having a separate board of direc-
tors. Once boards are no longer involved in rate setting, the benefits they
provide in the form of preventing conlflicts of interest seem much less than
their costs. As part-time watchdogs, with in some cases hundreds of funds
to oversee, boards are not an efficient mechanism for finding or addressing
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conflicts of interest. Conflicts occur in every business and are usually effec-
tively handled by competition and transparency. If a service provider is
operating inefficiently because, for example, it is using an expensive affili-
ated company for some element of support, that provider will soon be
driven out of business in a competitive market.

To the extent that competition is not a factor, boards are not likely to be
particularly effective in preventing conflicts. A classic case in point is pro-
vided by the late-trading and market timing scandals of a few years ago.
Those were actions of advisers alone and could never have come to the
attention of boards. To address problems of this kind requires a full-time,
professional staff, continuously in contact with the fund and aware of how
it is being managed. We recommend such an arrangement for conflicts of
interest in chapter 5. We draw on the U.K. system, which relies upon a
“depository”—a trustee bank—charged with a fiduciary duty to act in the
interest of shareholders.

It is time, in our view, for policymakers to stop trying to make part-time
boards of directors into something they can never be, and to try something
else. A look at the wide disparity in the costs of mutual funds shows that
something is wrong. At bottom, the notion that boards can set “reasonable”
fees for fund advisers conflicts with the bedrock economic principle—
proven time and again in a market economy—that only competitive mar-
kets can produce the efficiencies that lead to low prices. There is no reason
that the collective investment market, when advisers are free to set their
own prices, should not become a price-competitive space.

All this does not mean that we recommend that policymakers immedi-
ately reject the regulatory mindset that has dominated mutual fund policy
and regulation since the ICA was adopted. Rather, we urge in our conclud-
ing chapter that the Investment Company Act of 1940 simply be supple-
mented with provisions allowing fund organizers to use an alternative legal
structure—the MIT rather than a separate corporation—as a way of deliv-
ering the collective investment services now delivered by mutual funds.
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A Brief History of Mutual Fund Regulation:
The Conflict between the Required Structure
of Investment Companies and the Economics

of Collective Investment

Seven decades ago, the Nobel prize—winning economist Ronald Coase out-
lined the economic conditions under which it makes sense for firms to
carry out multiple functions themselves rather than contract for them with
third parties. When the savings in “transactions costs” from not having to
negotiate, monitor, and enforce contracts outweigh any costs involved in
internally managing a function and the people needed to perform it, he
argued, the firm should perform that function internally.! The opposite is
also true: services that are performed internally can be outsourced to more
efficient suppliers when it is cheaper to do so. Changes in technology and
economic institutions can tilt the balance in favor of outsourcing, often
sharply. Cisco Systems, for example, one of the most successful suppliers of
Internet switching equipment, and a publicly traded company with one of
the largest market capitalizations on the New York Stock Exchange, has no
manufacturing facilities of its own; it outsources all its manufacturing func-
tions. An increasing number of U.S. companies have found it cheaper and
more reliable to outsource various functions—Ilike customer service, food
supply, janitorial services, and other activities that are not central to their
“core” operations—to service providers in the United States and elsewhere.

Economies of scale (possibly brought about by technological change) are
one reason it might be less expensive to acquire certain services outside the
firm. If economies of scale make it cheaper for a single company to perform a
given service for a number of other firms than for each of those firms to per-
form the same service for itself, it makes economic sense for them to outsource

22
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that service to the single provider. Economies of scale probably provide the
underlying economic reason why mutual funds have assumed their current
structure, as entities that contract with outside providers of investment man-
agement and trading services. A mutual fund would have to be enormously
large before it could sustain the cost of employing its own staff of investment
analysts and traders; until it got to that size, its sponsors might have to endure
many years of losses and missing paydays. However, if the analysts and traders
form themselves into a single firm and offer their services to many funds on a
contractual or outsourced basis, both they and the funds are more likely to
prosper. This organizational form would be more efficient and would likely
outcompete other forms, as long as a corporate form of organization was the
only way that collective investment services could be provided. Thus the cur-
rent structure of the mutual fund industry, in which “families” of funds are
sponsored and managed by an investment adviser, may have been foreor-
dained by the corporate structure that Congress prescribed for the investment
company industry in the Investment Company Act of 1940.

Under the ICA, funds for all practical purposes may be organized in only
one way. As the SEC staff noted in 1992, “Although the Act does not explicitly
require that investment companies be organized in corporate form, it imposes
requirements that assume the standard equipment of a corporate democracy:
[including] a board of directors...whose function is to oversee the operations
of the investment company and police conflicts of interest. . . .2 The act
requires that each fund have its own portfolio and its own investment poli-
cies and offer its shares pursuant to its own SEC registration statement and
prospectus. Although the act permits funds to be organized as either corpo-
rations or trusts, in both cases, in order to be recognized as managed invest-
ment companies (open- or closed-end), they have to be separate legal entities,
each with a board of directors or a board of trustees. Once this structure was
required, the laws of economics took over. If it was to grow at all, the indus-
try had to develop into a vast number of individual funds, organized as cor-
porations and grouped into families managed by outside organizations
specializing in securities advisory services and trading.

In this chapter we trace the development of the mutual fund industry
and show that the ICA dictates a structure for mutual funds that is incon-
sistent with the economics of collective investment management. We also
show that the form specified by Congress is also inconsistent with the
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common law concept that a corporation must be managed by its board of
directors. Together these factors account for both the industrys structure
and the notion that there is a special conflict of interest—different from the
normal conflicts between a buyer and seller—that characterizes the rela-
tionship between the investment adviser and the shareholders of the fund.

The Beginnings of the Mutual Fund Business—Until 1940

Investment companies can be viewed as an outgrowth of the securities
industry, as that industry was fundamentally transformed by World War 1.
Faced with the need to finance that war, the federal government mounted
a huge campaign to sell government “Liberty Bonds” to the public. This was
the first time that millions of ordinary Americans placed some of their
financial assets in securities rather than in banks, and it stimulated the
development of a dynamic and sales-oriented securities industry. As the
U.S. economy grew after the war, so did the industry, which helped to
finance that growth through the sale of corporate equities and bonds in
addition to government bonds. The emphasis in this early era of securities
market development was on sales of securities rather than on managing
money. Securities firms were always looking for products to sell to their cus-
tomers rather than assets they could manage. By the mid-1920s, securities
firms had found that, in addition to the shares of individual companies,
investors had an appetite for buying ready-made baskets or portfolios of
stocks. The virtues of asset diversification were known to the securities
industry and were marketed to the wider public. Investment companies,
then, got their start not as a means to manage money efficiently, but pri-
marily as another product that securities firms and brokers could sell.3
The investment company was not an American invention. Corporations
that pooled investors’ money to buy shares of a number of companies had
existed in Great Britain since the mid-1800s. The organizers of investment
companies in the United States borrowed the concept from across the
Atlantic.* However, the corporate form of investment company later disap-
peared in the United Kingdom. The fact that the corporate form remained
dominant in the United States is the result of the ICA, which left no room
for structural innovation by U.S. investment advisers. In Britain, with a less
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restrictive set of governing laws, the collective investment industry evolved
into a more efficient form.

As noted in chapter 1, the first investment companies sold in the United
States were organized as closed-end funds: corporations with portfolios of a
fixed size and with a fixed number of shares outstanding. Investors could buy
and sell the shares in the public markets, much as they bought and sold the
shares of individual companies, but they could not go to the fund directly to
redeem their shares for cash. Nevertheless, closed-end funds grew to become
so popular that their shares sometimes sold at a premium: that is, at a price
above the funds NAV per share. By 1929 new investment companies were
being formed at the rate of almost one per day.> The emphasis still, however,
was on the distribution of shares—that was where the money was made—and
not on the management of the investment company’s portfolio. This is impor-
tant, because the practice of structuring investment companies as separate cor-
porations was established during this period, when distributing the shares of
investment companies was a more important concern (and far more prof-
itable) than managing the companies efficiently after the shares were placed.

Following the 1929 crash, the ability to redeem shares on demand, and
so avoid outsized losses in an illiquid market, made open-end funds popular
but also caused problems of its own. For example, because open-end funds
were subject to a continuous flow of redemptions, they had to sell new shares
continuously to maintain a given size, and thus they became entangled in the
high-pressure sales tactics then permeating the industry.® Historically, open-
end funds also tended to have different sponsors than closed-end funds.
Whereas closed-end funds were sponsored primarily by investment bankers
and brokers, who “distributed substantial blocks of securities within relatively
short periods of time on the basis of their prestige and to an established clien-
tele,” the majority of open-end investment companies “were sponsored at
some period of their existence by security salesmen or firms connected with
the distribution of securities.”” This latter group of sponsors “required no
prestige, no clientele, and conducted continuous sales efforts with no definite
ideas as to what the ultimate sizes of the investment companies would be.”8
Conveniently, these sales practices yielded consistent profits to management
in the form of sales commissions, or loads.

A minority of open-end investment companies, however, were orga-
nized “primarily by fund managers and investment counsel, frequently as
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an adjunct to their established investment counsel business.” These com-
panies derived their profits more from management fees than from sales
loads, so an emphasis was placed on managing rather than selling. This,
in turn, led to a “more intimate relationship between stockholders and
sponsors . . . smaller investor turnover . . . and . . . average loading charges
[that] were lower.”10 Yet because these companies were a minority, account-
ing for only about 22 percent of the open-end group’s assets—and open-
end funds themselves were a minor element of the industry at this time—
they received little attention in the literature dealing with the investment
company industry before the passage of the ICA. Instead, the focus in the
SEC5s 1939 report to Congress (discussed further below) was invariably on
the abuses that took place in the larger group, namely, those “open-end
investment companies sponsored by persons interested in distribution.”!!

Since both closed- and open-end companies were organized as corpo-
rations governed by boards of directors, they were fundamentally different
from a third diversified investment vehicle, the “unit investment trust”
(UIT), which enjoyed some popularity during the 1930s—but nothing
approaching that of open-end funds. As the name implies, the assets of a
UIT were held by a trustee rather than managed by a board or an outside
investment adviser. Like a closed-end fund, the UIT had a fixed portfolio
and was sold in units representing proportionate shares of the whole; how-
ever, like an open-end fund, these units could be redeemed for cash at the
NAV per share. Unlike either closed- or open-end funds at that time, the
UIT was not actively managed: it remained invested in the same portfolio
throughout its life. A managed investment trust (or MIT), the entity we
recommend in chapter 5 as an alternative to the mutual fund, would resem-
ble a UIT, but its assets would be managed—that is, bought and sold as the
manager perceives new opportunities for gain—and the trust could grow
larger or smaller as new resources flowed in or investors redeemed their
units for cash.

The 1929 stock market crash led to major changes in the legal landscape
governing the equities markets—not surprisingly, given the severity of the
losses that investors and the economy suffered. But first, investigations and
hearings had to be convened and blame assessed. By 1934 Congress had
enacted the fundamental pieces of legislation that govern the securities
markets today. The SEC was established to oversee traders and trading,
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requiring that securities exchanges, brokers, and dealers register with the
SEC and obligating public companies to disclose information about them-
selves, both when they issued stock and on a regular basis thereafter.

Congress waited somewhat longer to address concerns about invest-
ment companies, finally asking the SEC in 1936 for the report that was ulti-
mately delivered in 1939. The report outlined many of the suspicions and
allegations that had led to complaints about the industry before the onset
of the Depression. These included outright looting of shareholders” funds,
making speculative investments even when funds were marketed as con-
servative investments, and excessively leveraging (that is, borrowing
against) fund assets. The SEC also found that some fund sponsors were
steering the fund’s brokerage business to their securities affiliates, and some
of these engaged in churning (frequently trading securities in the portfolio
so as to generate high brokerage fees). Other fund sponsors were found to
have given preferential treatment to certain classes of shareholders, and
others to have engaged in high-pressure sales tactics while awarding them-
selves excessive management fees.

The abuses were so widespread and so widely acknowledged that the
mutual fund industry was ready to cooperate with the SEC to develop a
solution, although it did not agree with all of the SEC’s recommendations.
By 1940 approximately 2 million Americans had placed at least some funds
in investment companies, most of which were mutual funds. One out of
every ten holders of securities of all types held them through an investment
company, and most of these investors were of modest means. One quarter
of all fund investors (in closed- and open-end funds combined) owned just
ten shares or fewer, and well over half owned fifty or fewer.12 If the indus-
try wanted these investors to stick with their funds, change had to come.

The Investment Company Act of 1940

And so it did, in the form of the ICA, which the industry so strongly sup-
ported that it passed without a single dissenting vote in either house of
Congress. The final bill embodied numerous changes from its initial ver-
sion, however, which would have given the SEC much broader discre-
tionary authority than it finally received. As one commentator put it at the
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time, “Where the original draft left the Commission with power by rule and
regulation to implement the broad policies of the bill, the present Act gen-
erally sets certain maxima of regulation, leaving in the Commission a dis-
cretionary power only to exempt and minimize.”13

Since the main problems identified by the SEC involved abuse of share-
holders by funds’ promoters and advisers, it is not surprising that Congress
and the industry sought specific remedies for these, rather than a legal
foundation on which the most efficient collective investment industry could
evolve. The ICA addressed the industry as it was then, requiring all invest-
ment companies to register with the SEC and placing many specific statu-
tory restrictions on what funds would be permitted to do. A surprisingly
large number of ICA provisions begin with the words “It shall be unlawful
for any registered investment company. . . .” At the same time, the ICA
authorized the SEC to exempt “any person, entity or transaction from any
provision of the Act, provided the exemption is necessary and consistent
with the protection of investors.” The SEC5 later administration of the act—
particularly its efforts to enhance the proportion and powers of indepen-
dent directors—has consisted largely of an imaginative use of this broad
exemption authority. Initially, the ICA required that:

* at least 40 percent of fund boards be made up of “disinterested”
or “independent” members—persons with no financial interest or
employment relationship with the investment adviser;

* funds have written contracts with their investment advisers and
with the underwriters of their shares, approved by the indepen-
dent directors and the holders of a majority of shares outstand-
ing, spelling out the nature of the advisers and the underwriters
compensation, and capable of being terminated at any time by the
board or shareholders;

¢ funds disclose their investment policies, also subject to share-
holder approval, and whether the fund was to be diversified or
not;

* funds refrain from engaging in principal transactions with affili-
ates, although affiliates could act as fund brokers; and
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* funds file reports with the SEC at least twice a year (now quar-
terly), detailing, among other things, their holdings, purchases,
and sales of securities.

The specific powers of the board of directors outlined in the ICA,
beyond approving the advisory and underwriting contracts, were relatively
few. The independent directors were to select independent public accoun-
tants as auditors, oversee permissible transactions with affiliates, and review
and approve fidelity bonds. The full board was to estimate the value of cer-
tain types of securities in the portfolio, approve custody agreements for the
funds portfolio securities, and make judgments as to credit quality for
major investments in fixed-income securities.

The convoluted structure that the ICA cemented into place put invest-
ment advisers and fund boards of directors in opposition to one another.
Viewed from the perspective of the board of directors—and eventually that
of the SEC—the advisers effort to profit from its services conflicted with the
interests of the shareholders whom the directors were supposed to protect.
However, viewed from the perspective of the adviser, the ICA required not
only the creation of a separate corporate entity in order to offer collective
investment services but also a great deal of investment to get it established
as a going concern. For the risks and costs involved, the adviser should
expect to profit.

As outlined in chapter 1, this is a needless conflict, created entirely by
the ICAs requirement that collective investment vehicles in the United
States be organized in corporate form. The “inherent conflict” cited by the
SEC and critics of the mutual fund industry, at least as far as fee-setting is
concerned, is nothing more than the usual divergence of interests between
a buyer and a seller, but when it arises in the context of a corporation’ rela-
tionship with a supplier of services, it assumes a different cast. In other sec-
tors of the economy, this divergence of interests between a buyer and seller
is not treated as a problem. For example, if a fund investor wants to estab-
lish a separately managed account that contains all the same stocks that the
fund contains, and in the same proportions, he or she can do so simply by
contracting with an investment adviser. If dissatisfied with that advisers
service, or the price for that service, the investor can change to another
adviser. If the adviser, in assembling the portfolio, uses affiliated brokerage
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services that are more expensive than necessary, the investor may decide to
cease using that adviser, or may decide that other aspects of the adviser’s
services are still worth the price and continue to use them. But few investors
will think of the adviser’s use of an expensive affiliated broker as a conflict
of interest. To most investors, the advisers choice of a broker is just one
more element of the costs associated with the advisers services, and the
only question is whether the service, overall, is worth the cost.

To be sure, a mutual fund’s board of directors, unlike an individual
investor, cannot easily move the fund’s business from one adviser to another
if it is dissatisfied with the advisers services. There are several good reasons
for this. First, it is the shareholders of the fund, not the directors, who actu-
ally chose the adviser by investing in the fund. With all due respect to fund
boards, they are not the reason that investors buy shares in a given fund.
Under these circumstances, the board would have to have very good rea-
sons for countermanding what appears to have been a considered decision
of the funds shareholders to buy and hold shares of the fund. In addition,
in order to create the fund, the adviser will have incurred substantial costs,
and reasonably expects to recover those costs along with a profit. If direc-
tors regularly exercised their authority to terminate advisory contracts,
there would be no incentive for advisers to create new funds.

But this focus on the relationship between the board and the adviser is
illusory. Even if the board cannot easily change advisers, fund shareholders
can and do move their investments from one fund to another with relative
ease. The fund families involved in the late-trading and market timing scan-
dals in 2003 suffered substantial losses, as shareholders redeemed their
shares and went elsewhere.1* Similarly, fund shareholders have shown a
marked preference for no-load funds rather than funds with front-end or
back-end loads,!> and the funds that have been growing fastest over the last
five years are those with the lowest expense ratios.1® Finally, and most
important, the most significant supposed conflicts of interest—those
involving the advisers fees and expenses—would be eliminated if invest-
ment advisers were to compete on price. This would force advisers to seek
more efficient and innovative ways of providing their collective investment
services, and—as in all other areas of the economy where competition
exists—there would be no need for a board of directors to force them to
reduce their fees as their costs decline.
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All of this, however, goes back to one simple point: the ICA sets up a
structure for collective investment that is inconsistent with the industry’s
economics. There would be no recognizable conflict of interest in the rela-
tionship between adviser and fund shareholder if the shareholder chose the
adviser directly, instead of having to acquire the advisers services through
investing in a corporation. Without the interposition of a corporation,
investors in a collective investment vehicle such as an MIT would view their
relationship with the adviser as similar to that with a securities broker or
any other supplier of services. The cost would be matched against the qual-
ity of the services on offer. This would certainly be true of the marginal
investors that investment advisers would be trying to reach through lower-
ing their management fees and associated costs, but all investors would be
more conscious of the costs associated with their investment if they viewed
the transaction as a purchase of services rather than an investment in
shares. As we elaborate more fully in chapter 4, by eliminating the require-
ment for board approval of the adviser’s pricing, and allowing advisers to
keep the profits they earn from attracting larger numbers of investors (elim-
inating, in other words, fee breakpoints based on supposed economies of
scale), the obstacles that now inhibit price competition among investment
advisers would be lifted.

Post-1940 Refinements

With the end of World War 11 and the recovery of the stock market, invest-
ment companies—open-end funds in particular—began to grow in popu-
larity. As they did, legal analysts and observers expressed concern that the
ICA did not go far enough to ensure that management contracts between
the fund and its investment adviser were truly negotiated at arm5 length.
Accordingly, in the 1960s Congress requested two studies of the fund
industry: one by scholars at the University of Pennsylvanias Wharton
School of Business, completed in 1962, and the other (which drew heavily
on the Wharton report) by SEC staff, published in 1966.17 Both, failing to
see the forest for the trees, focused primarily on the relationship between
the investment adviser and the fund, and this marked the beginning of the
SEC view—outlined in chapters 1 and 4—that the key to reducing fund
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costs was to empower the independent directors in their negotiations with
investment advisers.

The Wharton report added that fund boards lacked bargaining power
in dealing with the adviser who created the fund, and it expressed little faith
that investors or even the independent directors could control the adviser.
Indeed, the Wharton report questioned the independence of the “inde-
pendent” directors, since they typically were chosen by individuals affiliated
with the adviser. This conclusion was reinforced by the SEC5 finding that a
fund’s board could not easily terminate its relationship with the adviser. The
SEC study further concluded, among other things, that despite the growth
of the fund industry, competition among funds was too weak to force any
lowering of fees. As evidence, the SEC study noted that 43 percent of fund
assets were concentrated under the management of the top five advisers.

Together these complaints implied that fund expense ratios were higher
than necessary because investment advisers were overcharging fund share-
holders for their services. This was especially true, it was suggested, as
funds increased in size; economies of scale should have led to lower fees as
a percentage of fund assets, but frequently did not. In addition, the SEC
report concluded that the legal standard for challenging the reasonableness
of advisers’ contracts in court—one that required proof of “corporate
waste”—was too narrow to be effective in reining in fees.

The Wharton and SEC reports, along with other criticisms of the indus-
try and the ICA, led Congress in 1970 to amend the act in several ways.
The amendments strengthened the independence requirement for board
members, tightening the act’s definition of independence. The amendments
added a new section 36(b), which explicitly imposed a fiduciary duty on
investment advisers in seeking compensation from the fund, and both
the SEC and shareholders were given rights to enforce this obligation.
Although the Senate committee that drafted the amendments specifically
stated that it did not intend by this provision to impose a “cost-plus” system
for board fee regulation, judicial interpretation—as discussed in chapter 4—
subsequently turned fee setting into precisely that. Congress did not
directly address sales loads, but instead left in place the preexisting system
of SEC oversight to prevent charges that were “unconscionable.”

The one consistent element in the SECs policies after its 1966 report
was the use of its statutory authority to increase the number of independent
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directors on fund boards and to enhance their authority to challenge the
investment adviser. In 1971, in the case of Rosenfeld v. Black, the U.S. Court
of Appeals for the Second Circuit ruled that an adviser to a closed-end fund
was in violation of its fiduciary duty when it sold the funds advisory contract
to another adviser. The court held that because the contract was an asset of
the fund, the adviser was not entitled to sell it. This decision resulted in a
great deal of uncertainty for advisers, since selling the stock of the advisory
firm to a successor adviser had been a traditional means of capturing the value
of a business that had been built up over many years. At the urging of
the SEC, in 1975 Congress again amended the ICA to permit mutual fund
advisers to sell their advisory contracts provided two conditions were
met: first, that at least 75 percent of the board members were independent
for at least three years following the transaction; and second, that the
transaction did not impose any unfair burden on the fund.!® This was the
first effort by the SEC to increase the percentage of independent directors on
fund boards, and it arose in special circumstances. Subsequent efforts were to
be linked to exemptions from the ICA that were requested by the mutual
fund industry.

For example, in 1980 the SEC permitted an exemption from the ICA
for a fund that wanted to use fund assets to pay for share distributions
under section 12(b) of the ICA. The exemption was granted on condition
that the board of the fund be composed of a majority of independent direc-
tors, and those directors were to select and nominate all new independent
directors.19

The SEC went a step further in 1992, with the release of a study by
its Division of Investment Management titled Protecting Investors: A Half
Century of Investment Company Regulation. In this study the Division rec-
ommended that all boards have a majority of independent directors, argu-
ing that this was necessary for the independent directors as a group to carry
out their oversight responsibilities effectively.20 Thereafter the SEC moved
purposefully to ensure that independent directors formed a majority of all
fund boards.

Thus, although the ICA’ original language requiring only 40 percent of
a fund’s directors to be independent is still on the books, the Commission
has virtually eliminated it by regulation. In particular, in 2001 the Commis-
sion issued a rule requiring all funds to have board majorities of independent
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directors if they wanted to make use of certain important exemptions from
the act.2l According to the final rule release, this requirement would enable
the independent directors to have “a more meaningful influence on fund
management and represent shareholders from a position of strength.”22 This
ruling also required that funds making use of these exemptions have
arrangements under which their independent directors selected and nomi-
nated other independent directors, and that any legal counsel for a fund’s
independent directors also be independent of the adviser (although there is
no requirement to hire counsel).

Three years after its rule requiring an independent majority of direc-
tors, in the wake of the late-trading and market timing scandals discussed
below, the SEC issued another rule on fund governance, effectively raising
the minimum share of independent directors to 75 percent and requiring
that all boards have an independent chair. Because it lacked specific
authority to do so, the Commission did not impose the new requirements
directly, but instead tied them to a fund’s use of any of ten important
exemptive rules. In the final rule release, the Commission argued that, in
light of the scandals, “the 2001 amendments do not go far enough in
addressing the need for independent fund boards,” and that greater inde-
pendence was necessary in order for the board to manage conflicts of
interest between the adviser and the fund.2> However, in April 2006
the D.C. Circuit Court of Appeals struck down the rule on the grounds
that the Commission had “failed to perform its statutory duty to consider
efficiency, competition, and capital formation in connection with this
rule-making.”2*

Ironically, the SEC has not always been tied to the ICA structure. In
1982, in the midst of the Reagan administration’s efforts to foster deregula-
tion, the SEC issued a “concept paper” in which it outlined a wholly differ-
ent system of mutual fund investment, one that would dispense with the
corporate form and allow funds to be organized as managed unitary invest-
ment funds (UIFs).2> In this the SEC adapted an idea advanced in 1980 by
securities lawyer Stephen K. West. The UIE organized as a trust, would
hold the fund’s assets but have neither shareholders nor directors. Instead
the SEC would supervise the trust, presumably guarding against excessive
fee arrangements and possible conflicts involving the investment adviser.
We revisit West’s UIF proposal in chapter 4.
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Apart from the general push toward deregulation in the Reagan admin-
istration, the SECs UIF concept seems to have been prompted by two
important changes in the fund industry after the 1970 amendments.26 