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SELLING THE FUND’S SHARES 

The investment company industry has developed into a mature industry with more and more 
funds competing for the same investor dollars.  As the mutual fund marketplace becomes 
increasingly complex and competitive, funds continue to search for different, more effective 
ways to gain access to customers and ensure that their investors receive high quality services.  A 
number of different arrangements currently offer funds new or enhanced distribution channels 
and these often encompass the provision of various non-distribution services as well.  Each such 
selling arrangement is designed to enable a product to reach and satisfy a broader range of 
investors by offering an alternative with respect to the cost and service features applicable to the 
investment product. 

 
I. DISTRIBUTION OPTIONS 

A. Direct Sales 

Fund companies using the direct sales channel market their product directly to 
consumers through retail advertising and other mass media techniques.  These 
firms employ a force of representatives manning the company’s toll-free 
telephone lines who respond to investor questions and take transaction orders but 
do not typically provide investment advice. 

 
B. Captive Sales Forces 

In recent years, this sales channel has lost market share, although historically it 
was quite significant.  Fund companies adopting this approach employ a force of 
registered representatives, typically through an affiliated broker-dealer.  These 
representatives engage primarily or exclusively in the sale of the fund company’s 
products, allowing them to gain deep familiarity with those products as well as to 
foster a sense of consumer loyalty for the fund company. 

 
C. Fund Supermarkets 

A fund supermarket is a program run by a broker-dealer or other institution 
through which investors may buy and sell a variety of funds.  The supermarket 
sponsor usually charges a fee to participating funds if the sponsor does not charge 
transaction fees to customers.  Fund supermarkets have become increasingly 
popular, offering investors a wide variety of funds as well as the ability to 
consolidate their fund holdings into a single brokerage account.  Moreover, by 
maintaining omnibus accounts on behalf of their customers and providing certain 
administrative and shareholder services to these customers, participation in 
supermarkets allows some funds to save substantial shareholder servicing costs, 
although these savings are sometimes offset (or even exceeded) by the fees paid 
by the fund company to the supermarket sponsor. 
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D. Third-Party Dealers 

Many fund companies rely in whole or in part on third-party broker-dealers with 
whom they or their principal underwriters contract to sell their shares.  Broker-
dealers selling fund shares range from the largest wirehouse broker-dealers to 
small regional firms.  Participating in the distribution systems of numerous such 
firms exposes fund companies to a broad audience, at the same time allowing the 
third-party dealers to offer their customers an array of fund options. 

 
E. Pension Plans 

Pension plans, and particularly Section 401(k) and other participant-directed 
plans, constitute a fast-growing and highly desirable distribution channel for 
funds as the assets generated tend to be extremely stable.  There are so-called 
“gatekeepers” in this market, namely pension plan recordkeepers and consultants, 
which effectively charge fund companies for access to plan business, as well as, 
in the case of recordkeepers, for the services they provide to the fund companies. 

 
F. Investment Advisers 

Many investors are seeking professional advice to assist them in making 
decisions.  Fund companies seek to develop relationships with such advisers who 
may work with the funds directly or through a fund supermarket.  To encourage 
this valuable channel, funds often waive their normal sales charges for investors 
who are clients of registered investment advisers (“RIAs”).  These waivers also 
recognize the fact that the advisers’ clients pay asset-based fees for their services. 

 
G. Banks 

Banks often have strong customer relationships, but may not have proprietary 
investment products of strong appeal to those customers.  Hence, banks often 
enter into agreements to make available funds sponsored by third parties.  
Alternatively, some banks have emphasized development of their own fund 
products, or, in an effort to find a middle ground, seek to “brand” a class or feeder 
fund of an independent fund group for their customers. 
 

H. Exchange Traded Funds (“ETFs”) – Authorized Participants 

 
In recent years, ETFs have been the fastest growing component of the registered 
investment company industry.  Due to the specialized nature of this product, 
certain of the above-referenced channels do not apply to ETFs.  In particular, 
because these products are offered to public investors only through securities 
exchanges such as the New York Stock Exchange, they are not directly available 
from the ETFs themselves and, instead, are distributed through “authorized 
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participant” arrangements with broker-dealers. 
 
II. PAYING FOR DISTRIBUTION 

Funds pay for the costs of distribution through a variety of methods.  SEC, FINRA, and 
other rules govern these practices: 
 
A. Methods for Paying the Costs of Distribution 

1. Front-End Sales Load:  The traditional method for paying the cost of 
distribution.  Fund shares are sold at net asset value plus a sales load (“the 
offering price”).  The sales load is used to finance the underwriter’s profit, 
the broker’s commission and other sales expenses and is expressed as a 
percentage of the offering price. 

2. Contingent Deferred Sales Load (“CDSL”):  A sales load paid upon 
redemptions of fund shares occurring within a specified period of time 
after purchase, and typically expressed as a percentage of the redemption 
proceeds.  The CDSL charges imposed by funds normally decline each 
year after purchase, pursuant to a sliding scale.  Brokers selling shares of 
CDSL funds are compensated by the fund’s distributor at the time of the 
sale.  Some fund underwriters obtain financing to cover this expense.  
Funds charging CDSLs typically combine them with a distribution or   
12b-1 fee (see below) higher than those charged by funds with front-end 
sales loads. 

3. Distribution or Rule 12b-1 Fees:  Many funds impose distribution or Rule 
12b-1 fees either in combination with front-end sales loads or CDSLs, or 
as the exclusive source of distribution financing.  This method enables 
investors to pay these costs over time through an internal, fund-level 
charge. 

4. Through use of multiple class structures within the fund industry, each of 
these distribution methods is now often available within a single fund. 

5. In the case of “no load” funds, the fund adviser or sponsor typically bears 
the cost of distribution.  This approach is consistent with no load status 
and 1940 Act principles so long as the adviser/sponsor uses only its 
“legitimate profits” for this purpose.   

B. Rule 22d-1 – Fixing the Price of Fund Shares 

Section 22(d) of the 1940 Act contains a federal “fair trade” statute for mutual 
fund shares.  It generally prohibits the sale of mutual fund shares (i.e. redeemable 
shares) by a fund underwriter or dealer at any price other than the current public 
offering price described in the prospectus.  The effect of this provision is that 
mutual fund shares must be sold at current net asset value plus (in the case of 
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principal underwriters) any sales load which is disclosed in the prospectus.  This 
provision, adopted when front-end sales loads represented the primary means of 
distribution financing, continues to apply to funds adopting that sales structure. 

 
1. Rule 22d-1 permits variations or elimination of sales loads to particular 

classes of investors or transactions provided four conditions are satisfied: 

a) The investment company, the principal underwriter and the dealers 
must apply the reduced sales load to all offerees in the class 
specified. 

b) The shareholders and prospective investors must receive such 
information regarding scheduled variations as is required to be 
included in the fund’s registration statement. 

c) Before a new sales load variation is made available, it must be 
described in the fund’s prospectus and statement of additional 
information. 

d) The company must advise existing shareholders of any sales load 
variation within one year of the date when that variation is first 
made available to purchasers of the company’s shares. 

2. Section 22(d) has been interpreted flexibly by the SEC staff in recent 
years.  In several no-action letters, the staff has permitted discounts to be 
offered in situations involving the purchase of fund shares under two 
general circumstances:  (1) where the discounted transactions were 
separate from purchases of fund shares and (2) where the discount 
represented a reduction in a bona fide fee that a client would have been 
charged by the entity providing the discount. In a letter to Portico Funds, 
Inc.,1 for example, the staff provided no-action assurances under Section 
22(d) to a bank holding company and its subsidiaries proposing to offer 
preferred customer program privileges, such as free checking, to persons 
who maintained minimum balances with respect to investments in funds 
advised by, or maintained in a brokerage account with, affiliated companies.  
The staff explained that the discounts would be provided in connection with 
transactions that are separate from the purchase of mutual fund shares.   

However, the staff has refused to provide no-action assurances in several 
situations involving the payments of discounts and other concessions by 
dealers or underwriters in connection with the sale of mutual fund shares.   In 
a letter to Murphy Favre, Inc.,2 for example, the staff declined to provide no-
action relief under Section 22(d) with respect to a marketing plan where a 
broker-dealer proposed to give travel discount coupons to those of its 

                                                 
1 Portico Funds, Inc. (pub. avail. Apr. 11, 1996). 
2 Murphy Favre, Inc. (pub. avail. June 22, 1987). 
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customers who invested $2,500 or more in mutual funds managed by an 
affiliate.  The staff further stated that such a marketing plan, in effect, 
discriminates against those investors who do not purchase their shares 
through the broker-dealer offering the coupon.   
 
Similarly, in correspondence with The Alger Fund,3 the staff refused to 
assure that it would not recommend any enforcement action under Section 
22(d) if a fund distributor offered airline mileage credits to persons 
exchanging shares of the fund’s money market portfolio for shares of the 
fund’s equity portfolios.  In arriving at its decision, the staff stated that “one 
of the abuses that Section 22 was intended to prevent is discrimination 
among investors resulting from a fund charging different prices to different 
investors.”     
 

3. The SEC staff has stated that the restrictions of Section 22(d) do not apply 
to an entity acting only as a broker, as that term is defined in the 1940 
Act.4  Thus, brokers (in contrast to dealers) may impose charges upon their 
customers in connection with the purchase of mutual fund shares without 
violating Section 22(d). 

4. See below for a discussion of Rule 6c-10, which provides exemptions 
from Section 22(d), and a discussion of a July 2010 proposed amendment 
to Section 22(d) which would provide an additional exemption.   

 
C. Rule 6c-10 – Deferred Sales Charges 

1. Rule 6c-10 provides an exemption from Sections 2(a)(32), 2(a)(35) and 
22(d) of the 1940 Act and Rule 22c-1 thereunder and eliminates the need 
for individual exemptive relief to impose a deferred sales load or CDSL.  
The rule provides that an investment company may impose a CDSL or any 
type of deferred load on its shares, provided that the deferred sales load 
does not exceed a specified percentage of net asset value or the offering 
price at the time of purchase, the deferred sales load complies with 
FINRA’s Conduct Rule 2830 (see below), and the same deferred sales 
load is imposed on all shareholders, except for scheduled variations or 
eliminations offered to particular classes of shareholders or transactions in 
accordance with Rule 22d-1. 

2. In July 2010, in connection with its Rule 12b-1 proposals (as discussed 
below), the SEC proposed amendments to Rule 6c-10 that would provide 
an additional exemption from Section 22(d) to allow, but not require, 
funds and dealers to subject fund sales charges to market forces.  As 

                                                 
3 The Alger Fund (pub. avail. May 4, 1990). 
4  Linsco/Private Ledger Corp., pub. avail. (Nov. 1, 1994); Charles Schwab & Co., Inc., pub. avail (Aug. 6, 
1992) 
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amended, Rule 6c-10 would allow funds to offer their shares without a 
front-end sales charge at net asset value and to allow dealers in those 
shares to set and impose their own sales charges. The amount of dealer-
imposed charges, and the manner and timing of their collection, would be 
left to the dealers’ discretion, subject to compliance with other applicable 
requirements (e.g., FINRA rules concerning excessive compensation). 
Thus, the proposal would allow mutual funds—like exchange-traded 
funds—to unbundle the sales charge components of distribution from the 
price of fund shares. This would be a significant departure from current 
law, under which sales compensation for fund shares effectively is set by 
fund boards or fund sponsors. 

D. Rule 22c-2 – Redemption Fees 

Rule 22c-2 prohibits a mutual fund from redeeming one of its issued shares within 
seven days of purchase, unless: 

1. the fund’s Board of Directors approves a redemption fee or determines 
that a redemption fee is either unnecessary or inappropriate; 

2. the fund enters into a shareholder information agreement with financial 
intermediaries, such as broker-dealers that maintain omnibus accounts.  
Under these agreements, the intermediaries must provide the mutual fund 
with access to information regarding the identity of customers involved in 
the purchase, redemption and exchange transactions; and 

3. the fund maintains a copy of this shareholder information agreement for 
six years. 

The SEC amended Rule 22c-2 December 2006.  In relevant part, the amendments 
clarified the operation of the shareholder information agreements and reduced the 
number of firms that will be deemed to be “financial intermediaries” with whom a 
fund must enter into shareholder information agreements. 

Funds who receive shareholder information under Rule 22c-2 must also be 
mindful of Regulation S-P.  Consistent with the regulation, a fund may only use 
the shareholder information it obtains from the intermediary if the intermediaries’ 
consumers have been given notice and opportunity to opt out of the information 
sharing arrangement.5 

E. Rule 12b-1 – Using Fund Assets to Pay for Distribution 

Rule 12b-1 provides that a mutual fund may not act as a distributor of its own 
securities except through an underwriter or otherwise pursuant to Rule 12b-1.  A 
fund is deemed to be acting as a distributor of securities of which it is the issuer, 

                                                 
5  Investment Company Institute (pub. avail. Aug. 28, 2007). 
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other than through an underwriter, if it “directly or indirectly . . .  [finances] any 
activity primarily intended to result in the sale of shares,” unless the conditions 
specified in the rule are met. 

 
1. Rule 12b-1 permits financing only in accordance with a written plan 

approved initially by the shareholders and the directors of a fund, and 
thereafter at least annually by the directors.  Approval by the directors 
must include approval by a majority of the directors who are not 
“interested persons” of the fund or its underwriter, and who have no 
interest in payments made under the plan.  Shareholder approval is not 
required if the plan is adopted prior to the offer or sale of fund shares to 
the public.  All material increases in payments are subject to shareholder 
approval. 

2. The directors can approve a plan or its continuance only if they make a 
specific finding that there is “a reasonable likelihood that the plan will 
benefit the company and its shareholders.”  Among the factors that the 
board should consider in making this determination are: the effect of the 
plan on existing shareholders, the merits of possible alternative plans, the 
nature of the problems or circumstances that purportedly make such a plan 
appropriate and the way in which the plan would be expected to resolve or 
alleviate such problems, and, in the case of a decision on whether to 
continue a plan, whether the plan has in fact produced the anticipated 
benefits.6  

3. The plan must provide that candidates for the position of directors who are 
not “interested persons” of the fund must be nominated and selected by the 
disinterested directors.  Funds that have Rule 12b-1 plans must comply 
with additional requirements on director independence. 

4. Once a Rule 12b-1 plan is in place, the board of directors must be 
provided with and review a written report of the amounts expended under 
the plan or related agreements and the reasons for these expenditures on a 
quarterly basis.   

5. The SEC has stated that it would find an “indirect use” of fund assets for 
distribution, in violation of Rule 12b-1, if any allowance is made in the 
investment adviser’s fee to provide for distribution expenses.  Although 
the SEC has declined to adopt any precise definition of what types of 
expenditures constitute indirect use of fund assets, it has stressed that 
distribution financing activities by advisers do not necessarily represent an 
indirect use of fund assets.  It has also reaffirmed the staff position that 
there is no indirect use of fund assets where an adviser makes distribution 
related payments out of its own resources and legitimate profits.  

                                                 
6  1940 Act Release No. 11414 (Oct. 28, 1980). 



 
K&L Gates LLP 

 
 

- 8 - 
 
© Copyright K&L Gates LLP 2013. All rights reserved. 

Nonetheless, many fund companies adopt “defensive” Rule 12b-1 plans 
with respect to payments to be made by the adviser out of its profits to 
finance distribution to preclude any possibility of attack.  The efficiency of 
such defensive plans has never been tested in court or in an SEC 
proceeding. 

6. In a letter to the Investment Company Institute, the SEC staff outlined its 
views on various legal issues arising from the participation of mutual 
funds in fund supermarkets, including whether a fund’s payment of part or 
all of a supermarket fee must be made pursuant to a Rule 12b-1 plan.7  In 
the letter, the staff stated that this determination depends on the purpose 
for which the payment of the supermarket fee is made.  The staff 
recognized that supermarket sponsors provide non-distribution services, 
such as shareholder recordkeeping, and stated that these can be paid out of 
fund assets even in the absence of a 12b-1 plan.  But if the services include 
a distribution component, at least a portion of the supermarket fee must be 
considered to be compensation paid for the sponsor’s distribution services.  
In such cases, the part of the fee paid for distribution must be paid by the 
fund only pursuant to a Rule 12b-1 plan.  If the fund has not adopted a 
Rule 12b-1 plan, then it may not use fund assets to pay for services that 
are primarily designed to result in the sale of the fund’s shares to 
investors.  The letter said it is the obligation of the fund board to 
determine whether any part of the supermarket fee represents a payment 
for distribution, and established a very high standard for boards to meet if 
they wish to conclude that no part of the supermarket fee is intended to 
support distribution. 

7. In 2004, the SEC adopted amendments to Rule 12b-1 that prohibit funds 
from using brokerage commissions to pay broker-dealers for selling fund 
shares, including directed brokerage arrangements and “step-out” 
arrangements.  The amendments also require a fund that uses a broker-
dealer that both executes fund securities transactions and sells fund shares 
to adopt, with board approval, policies and procedures designed to prevent 
the selection of broker-dealers based on distribution efforts or directed 
brokerage arrangements. 

 
8. In 2007, then-SEC Chairman Christopher Cox and Director of the SEC’s 

Division of Investment Management Andrew Donahue announced that the 
SEC would review Rule 12b-1 and the factors that boards must consider 
when approving a Rule 12b-1 plan.  According to both, a review is 
necessary due to developments since the rule’s adoption.  They noted that 
the primary use of Rule 12b-1 fees has shifted since 1980 from the limited 
marketing and advertising purposes that were originally envisioned to the 
use of such fees as a substitute for a sales load or for servicing. 

                                                 
7  Investment Company Institute (pub. avail. Oct. 30 1998). 
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9. On July 21, 2010, the SEC issued a rule proposal that would restructure 

Rule 12b-1 and the regulatory framework for payments by mutual funds 
for the marketing and distribution of fund shares.  The proposal would 
continue to allow the use of fund assets to pay for distribution expenses, 
but would break out the types of fees currently paid pursuant to Rule 12b-
1 into two components—fees for marketing and services, and asset-based 
sales charges.  The proposal would: 

 
a. rescind Rule 12b-1 and adopt a new Rule 12b-2, which would 

permit mutual funds to continue to make ongoing “marketing and 
service fee” payments, subject to a fee cap of 25 basis points per 
year; 

 
b. amend Rule 6c-10 to permit funds to deduct an “ongoing sales 

charge” from fund assets in excess of the marketing and service fee 
as an alternative to a traditional front-end sales load, but which 
would be subject to a cumulative fee cap on sales charges; 

 
c. reduce the duties imposed on fund boards by eliminating certain 

provisions that have required boards to take certain actions and 
make special findings relating to the payment of asset-based 
distribution fees; 

 
d. require enhanced disclosure of sales charges, marketing and 

service fees and other fees in mutual fund registration statements, 
shareholder reports, and transaction confirmations, among other 
documents; and 

 
e. as noted above, adopt amendments to Rule 6c-10 to allow mutual 

funds to establish classes of shares to sell through broker-dealers 
that would determine their own sales compensation, rather than 
simply imposing the sales charges described in the prospectus as 
required under current law. 

 
This rule proposal is still pending. 
 

F. Omnibus Account Arrangements 

Many investors in mutual funds (“Funds”) buy and redeem their shares through 
mutual fund platforms operated by intermediaries (“Platforms”).  In a typical 
Platform arrangement, a broker-dealer or other financial intermediary makes 
various services available to the Funds and their shareholders.  These services 
may include establishing and maintaining shareholder accounts, communicating 
with shareholders, preparing account statements and confirmations, and providing 
distribution services on behalf of, or with, the Funds.  In return, the Platform’s 
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sponsor typically receives a fee for the services that it provides to the Funds’ 
shareholders, which is calculated based on either the Fund assets that are held on 
the Platform or the number of sub-accounts by shareholders.  This fee may be 
paid by the Fund at issue, or by the Fund’s investment adviser or its affiliates.   

SEC staff (“Staff”) views on the legal issues arising from a Fund’s participation 
on Platforms are outlined in a no-action letter to the Investment Company 
Institute dated October 30, 1998 (the “ICI Letter”), as also discussed above.  The 
Staff confirmed that Funds may pay all or a portion of the charges associated with 
participation on a Platform.  Based on its examination of Platforms, the Staff 
reported that, in most instances, a Rule 12b-1 distribution plan is not used to pay 
all of the fees charged by a Platform.  Rather, Platform fees generally are paid 
from two primary sources: Fund assets, both within and outside of a Rule 12b-1 
plan; and assets of the Fund’s investment adviser or its affiliates.  The Staff stated 
that whether Platform fees must be paid under a Rule 12b-1 plan depends upon 
two factors: (1) whether the payments are for services primarily intended to result 
in the sale of Fund shares, and (2) whether the Fund or another party) is making 
the payments. 

The ICI Letter noted the “critical” role of the Board of a Fund that participates in 
a Platform arrangement.  According to the Staff, the Board “is responsible for 
determining whether any portion of a [Platform] fee paid (or to be paid) by the 
fund is for distribution, i.e., services primarily intended to result in the sale of 
fund shares.”  This determination is primarily a question of fact and necessarily 
entails considering the nature of the services provided to the fund by the Platform.  
In this regard, the Staff stated that the Platform’s characterization of the services 
that it offers is one factor that the Board should consider in making its 
determination. 

The Staff indicated that a Board may determine that the entire portion of the 
Platform fee paid by the fund is for distribution services and should be paid under 
a Rule 12b-1 plan.  Alternatively, the Board could determine that only a portion of 
the Platform fee is related to distribution services.  The SEC has previously stated 
that, to “the extent a fund is paying for legitimate non-distribution services, such 
payments need not be made under a 12b-1 plan, even if the recipient of the 
payments is also involved in the distribution of fund shares.”8  In this instance, the 
ICI Letter stated that a Board should determine whether the fee for non-
distribution services is reasonable in relation to: (1) the value of the services 
provided by the Platform and the benefits received by the Fund and its 
shareholders, and (2) the payments that the Fund would have to make to another 
entity in order to perform these same services. 

The Staff stated that, if a Board determines that no part of a Platform fee is for 

                                                 
8 Payment of Asset-Based Sales Loads by Registered Open-End Management Investment Companies, 
Investment Company Act Release No. 16431 (June 13, 1988). 
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distribution services, this determination must be supported by all the factors 
relevant to the characterization of the purpose of the services provided by the 
Platform.  The Staff listed the following factors as relevant in making such a 
determination: 

1. the nature of the services provided; 

2. whether the services provide any distribution benefits; 

3. whether the services provide non-distribution related benefits and are 
typically provided by fund service providers; 

4. the costs that the Fund could reasonably be expected to incur for 
comparable services if provided by another party, relative to the total 
amount of the Platform fee; and 

5. the characterization of the services by the Platform sponsor.   
 

G. FINRA’s NASD Conduct Rule 2830(l) 

FINRA’s NASD Conduct Rule 2830 regulates cash and non-cash compensation 
arrangements in connection with the sale and distribution of investment company 
securities.9  The rule contains broad prohibitions on the payment or receipt of 
non-cash compensation by FINRA members and their associated persons and 
allow such compensation to be awarded only if it is structured in accordance with 
one of several limited exceptions.  These are: 

1. receipt of gifts of up to $100 per associated person annually; 

2. an occasional (i.e., neither so frequent nor so extensive as to raise any 
question of propriety) meal, ticket to a sporting event or theater, or 
comparable entertainment; 

3. receipt of reimbursements for training or educational meetings held by a 
broker or a fund company to educate the broker’s associated persons; 

4. sales incentive programs for broker representatives provided certain 
conditions, such as equal weighting of all investment company securities 
sold by the member, are met.  Such a program may be developed by a 
fund company for its sales personnel who are associated persons of an 
affiliated FINRA member.  Contributions to such programs also may be 
made by another unaffiliated company, provided such company does not 
participate in the organization of the program. 

Each of the first three permitted categories is modified by the caveat that 

                                                 
9  Securities Exchange Act Release No. 40214 (July 15, 1998). 
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participation may not be “preconditioned by the offeror on the achievement of a 
sales target.”  Detailed recordkeeping is required. 

 
With respect to cash compensation, the rule provides that FINRA members cannot 
accept cash compensation from offerors in connection with the distribution of 
mutual funds unless the compensation arrangement is disclosed in the prospectus.  
So-called “special compensation” arrangements must be described in detail.  See 
Conduct Rule 2830(l)(4).  The rule shifts the burden for compliance from the 
offeror or member to the recipient member. 

 
H. FINRA’s Anti-Reciprocal Rule 

Allocation of brokerage commissions to broker-dealers in recognition of their 
sales of fund shares is governed by FINRA’s NASD Conduct Rule 2830(k).  
Among other things, the rule prevents directed brokerage practices by prohibiting 
a member firm from selling the shares of, or acting as an underwriter for, any 
investment company if the member knows or has reason to know that the 
investment company or its investment adviser or underwriter have directed 
brokerage arrangements in place that are intended to promote the sale of 
investment company securities.  The rule also prohibits a member from selling or 
underwriting the shares of an investment company that follows a policy of 
considering fund sales in determining whether to send portfolio transactions to a 
broker-dealer.  For those funds that have adopted a Rule 12b-1 plan, Rule 12b-
1(h) has similar prohibitions. 

I. FINRA’s Asset-Based Sales Charge Rule 

FINRA’s NASD Conduct Rule 2830(d) was intended to provide an equivalent 
measure for asset-based sales charges (i.e., Rule 12b-1 fees) and front-end sales 
charges in accordance with FINRA’s authority to regulate excessive 
compensation.  The rule provides that: 

 
1. Funds without an asset-based sales charge may not impose a front-end 

and/or deferred sales charge in excess of 8.5% of the offering price.  If a 
fund without an asset-based sales charge pays a service fee, the maximum 
aggregate sales charge may not exceed 7.25% of the offering price.  These 
amounts are reduced if the fund does not offer investors certain benefits, 
such as the ability to reinvest dividends without paying a sales charge. 

2. The aggregate asset-based, front-end and deferred sales charges imposed 
by a fund with an asset-based sales charge, if the fund pays service fees, 
may not exceed 6.25% of total new gross sales.  With respect to funds 
with an asset-based sales charge that do not pay service fees, aggregate 
asset-based, front-end and deferred sales charges may not exceed 7.25% of 
total new gross sales. 
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3. The rule prohibits a FINRA member from offering or selling shares of a 
fund whose annual asset-based sales charges exceed 0.75% of the fund’s 
average annual net assets, or whose annual service fees exceed 0.25% of 
its average net assets.  Service fees are defined as “payments by an 
investment company for personal service and/or the maintenance of 
shareholder accounts.”  These include the typical trail commission 
services, but do not include sub-transfer agency services provided for 
omnibus accounts. 

J. No Load Funds 

FINRA’s NASD Conduct Rule 2830(d) prohibits an investment company from 
describing itself as “no load” if the fund’s total charges provide for asset-based 
sales charges and/or service fees in excess of 0.25% of the fund’s average annual 
net assets. 

III. SPECIAL RULES FOR BANKS 

Generally, banks that meet the criteria for exceptions under the definitions of “broker” 
and “dealer” are not broker-dealers and not subject to FINRA regulations.  Exceptions 
under Section 3(c)(4) of the Exchange Act were enacted in the Gramm-Leach-Bliley Act 
of 1999 (“GLB”) and include the “networking exception” and the trust exception.  The 
Exchange Act exceptions are implemented by Regulation R as jointly adopted by the 
SEC and the Federal Reserve Board.  Banks that engage in brokerage activities through 
affiliated broker-dealers are subject to FINRA regulations in that capacity.   
 
A. Interagency Statement 

Prior to the enactment of GLB, in 1994, the four federal banking agencies issued 
an Interagency Statement with various guidelines for banks engaged in the sale of 
non-deposit investment products, such as funds and annuities.  
 
1. Banks must disclose to customers that the securities products purchased or 

sold in a transaction with the bank are not insured by the Federal Deposit 
Insurance Company (“FDIC”), are not deposits, and are subject to 
investment risk, including the possible loss of money. 

2. Disclosure should be conspicuous (i.e., on the cover of a brochure) and 
presented in a clear and concise manner, such as through the use of large 
and legible fonts, bold text and bullet points. 

3. Disclosure should be made orally, during the sales presentation and when 
investment advice is given, orally and in writing prior to or when an 
investment account is opened, and in advertising and promotional 
materials.  Prior to opening an account, customers should also sign a 
written acknowledgment of these disclosures.   
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B. FINRA’s NASD Conduct Rule 2350 

In 1997, FINRA, at the time the NASD, promulgated Rule 2350, which specifies 
requirements applicable to broker-dealers operating on the premises of financial 
institutions.  
 
1. The rule, which is similar to the Interagency Statement, applies only 

where broker-dealer services are conducted either in person, over the 
telephone, or through any other electronic medium, on the premises of a 
financial institution where retail deposits are taken, by a broker-dealer that 
has a physical presence on those premises.  For example, the rule would 
apply where a broker-dealer opens an account for a customer when both 
are present on the premises of a financial institution. 

2. Paragraph (c)(1) requires that sales of non-deposit products should be 
conducted in a physically distinct location where possible.  The location 
should be identified in a manner that distinguishes the broker-dealer 
services from the activities of the financial institution. 

3. Banks are required to disclose to customers that the securities products 
purchased or sold in a transaction with the bank are not insured by the 
FDIC, are not deposits, and are subject to investment risk, including the 
possible loss of money.  These same disclosures are required in the bank’s 
advertisements and sales literature, except with respect to brief radio 
advertisements, electronic signs and billboards, and signs, such as banners 
and posters, when used only as location indicators. 

4. Banks are required to make reasonable efforts to obtain from customers 
during the account-opening process a written acknowledgment of these 
disclosures. 

5. All account statements and member confirmations should indicate clearly 
that the broker-dealer services are provided by the FINRA member.  

IV. SPECIAL RULES FOR ERISA PLANS 

The Employment Retirement Income Security Act of 1974 (“ERISA”) has provisions 
imposing affirmative duties on persons with certain types of relationships to a plan 
subject to the provisions of ERISA.  ERISA and the Internal Revenue Code also prohibit 
certain types of transactions between an ERISA plan and a party with certain types of 
relationships to the plan.  Although funds are not themselves directly subject to the 
provisions of ERISA, its rules may affect the way in which funds are made available to 
ERISA plans.  However, it is important to note that the mere fact that a retirement plan 
invests in a fund does not cause the fund’s adviser to be deemed a fiduciary under 
ERISA, nor does it require the assets of the fund to be treated as plan assets.   
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A. PTCE 77-4 

Investment advisers often seek to invest plan assets that they manage in shares of 
funds for which such firms serve as investment advisers.  To remove the 
uncertainty about whether this practice constitutes a prohibited transaction under 
ERISA, the Department of Labor (“DOL”) issued prohibited-transaction class 
exemption (“PTCE”) 77-4, which permits a plan to buy or sell shares of a fund 
even though the fund’s adviser (or the adviser’s affiliate) is also a fiduciary of the 
plan (i.e., the plan’s investment adviser).  A similar exemption (PTCE 77-3) 
applies if the fund’s adviser is an employer of employees covered by the plan in 
question.  Five conditions must be met for the exemption to apply: 
 
1. The plan must not pay any sales commission in connection with either a 

purchase or sale of mutual fund shares; 

2. The plan must not pay a redemption fee upon the sale of the shares to a 
mutual fund unless the fee is paid to the fund and existence of such fee is 
disclosed in the fund’s prospectus; 

3. The plan must not pay any management, advisory or similar fees with 
respect to plan assets involved in mutual fund shares for the entire period 
of the investment;   

4. A second plan fiduciary, independent of the adviser-fiduciary, must 
review and approve the fee structure of the mutual fund; and 

5. The second, independent plan fiduciary must be notified of any changes in 
the fund’s fee structure and approve continued purchases and sales of 
holdings by the plan. 

Because the DOL has treated a 12b-1 fee as a sales load for these purposes, to 
comply with the conditions of exemption, funds with multiple classes of shares 
typically offer ERISA plan investors a no-load class that is not subject to a 12b-1 
fee.  If the fund does not have a no-load class, load waivers under Rule 22d-1 may 
be structured and funds may provide alternate compensation to such selling 
dealers. 

 
B. Contracts with Plan Recordkeepers 

Plan recordkeepers often provide fund companies with access to plans and assist 
in the placement of funds on the plan investment menu.  Typically, the fund (or a 
fund affiliate) enters into a service contract with the plan recordkeeper pursuant to 
which the recordkeeper provides certain services in exchange for a fee.  Funds (or 
fund affiliates) should seek to obtain a representation from the recordkeeper in 
those cases to the effect that its receipt of payment thereunder does not constitute 
a non-exempt prohibited transaction. 


