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May 24, 2004

The Honorable William H. Donaldson

Chairman

U.S. Securities and Exchange Commission

450 Fifth Street, N.W.

Washington, D.C. 20549

Dear Chairman Donaldson:

The Commission recently requested public comment on whether it should propose changes to Rule

12b-1 under the Investment Company Act of 1940 to address issues that have arisen under the rule, or

propose to rescind the rule. The Investment Company Institute1 supports the Commission’s

reevaluation of the rule. We are particularly pleased that the Commission is soliciting the views of all

interested parties before determining what, if any, changes to propose, and have submitted our specific

recommendations for modernizing the rule in a separate letter.2

As our earlier letter indicated, mutual fund distribution practices have changed dramatically since Rule

12b-1 was adopted in 1980. Indeed, it is because of these changes that we think it is timely and

prudent for the Commission to reexamine the rule. Most notably, the predominant use of 12b-1 fees for

most of their history has been as a substitute for front-end sales loads and/or to pay for administrative

and shareholder services that benefit existing fund shareholders. Although these uses were not

anticipated when the rule was first adopted, they are consistent with the Commission’s stated intent

that the rule be sufficiently flexible to cover new distribution financing methods that the industry might

develop.

A recent article in the Wall Street Journal that highlighted an academic paper by an SEC staff

economist unfortunately presented an unbalanced view of the purpose of 12b-1 fees.  3 The article

stated that the paper (described in the article as an “SEC study”) examined 12b-1 fees “from both the



vantage point of the original purpose [of the fees] and their current use.” As reported in the article,

however, the paper dismissed the use of 12b-1 fees as a substitute for front-end sales loads as

“inappropriate.” 4 Thus, the paper’s economic analysis and findings are based on the premise that the

purpose of 12b-1 fees is to produce lower overall expense ratios through asset growth and economies

of scale – a premise that ignores the current uses of these fees. In discussing the paper’s findings, the

article leaves a negative impression about the impact of 12b-1 fees on fund shareholders. But in fact,

because it disregards how 12b-1 fees are currently used, the paper has little bearing on whether

investors benefit from them.

We wish to point out that other well-regarded researchers have recognized for some time that 12b-1

fees serve primarily as an alternative to front-end loads and that this use of the fees can provide

additional choices and benefits to fund shareholders.  5 The Commission itself as well as its staff also

have acknowledged the current uses of 12b-1 fees on many occasions. Indeed, the use of 12b-1 fees

as an alternative to front-end loads and/or to pay for ongoing services provided to fund shareholders

could not have succeeded without several Commission regulatory actions that helped build the

infrastructure to support their use in these ways. Undoubtedly, the Commission took these actions only

after concluding that doing so was consistent with the interests of investors. Contrary to the

implications of the article, experience demonstrates that these uses of 12b-1 fees benefit investors in

several ways – by allowing them the option of paying distribution costs over time, by giving those who

choose to own funds through a particular distribution channel access to funds that otherwise might not

be available to them and, where used to pay for ongoing services to shareholders, by acting as an

incentive for financial professionals to continue to provide such services. Even a prominent industry

critic has recognized these benefits. 6

As the Commission continues to consider possible changes to Rule 12b-1 and the public debate of

these issues proceeds, we reiterate our recommendation that any reevaluation of Rule 12b-1 should

take into account the benefits of the current uses of 12b-1 fees.

Sincerely,

Matthew P. Fink

President

Enclosure

cc: The Honorable Paul S. Atkins

The Honorable Roel C. Campos

The Honorable Cynthia A. Glassman

The Honorable Harvey J. Goldschmid

Paul F. Roye, Director

Division of Investment Management
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