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10 A rule 12b–1 fee is a charge to fund assets that
may be used to pay certain distribution expenses in
accordance with rule 12b–1 (17 CFR 270.12b–1)
under the Investment Company Act.

11 Letter from the Investment Company Institute
to Jonathan G. Katz, Secretary, SEC 22 (Feb. 22,
1994).

12 Under rule 18f–3, the investment advisory fee
charged to each class generally must be the same
percentage amount. In the case of a multiple class
fund with an advisory contract that provides for
compensation to the adviser on the basis of
performance, paragraph (a)(1)(iii) clarifies that the
percentage amount may vary for each class to the
extent that any difference is the result of the
application of the same performance fee provisions
to the different investment performance of each
class.

In addition, the Commission believes that it
would also be consistent with section 205(b)(2) and
rule 205–1 if a multiple class fund were to use the
investment performance of a single class for the
purpose of calculating the performance fee. In
approving the use of a class, the board of directors
of the fund should consider all of the relevant
factors, including the proposed performance fee
schedule, the effect that using one class instead of
another would have on the fees to be paid, the
anticipated relative size of each class, the expense
ratio of each class, the effect of any waiver or
reimbursement of expenses on the performance of
that class, the nature of the index to which the
fund’s performance will be compared and, if the
index is comprised of comparable funds, the
average expense ratio of those funds. For instance,
it would appear difficult for a board to justify
basing the calculation of a performance fee on the
performance of a class with the lowest expenses if
the result would be that shareholders of another
class would pay a higher advisory fee than would
be warranted given that class’s performance.

13 The board should monitor whether the fund’s
allocations have complied with the requirements of
paragraph (a)(1)(ii) when the board reviews the
fund’s plan. See section II.A.5., infra.

14 Paragraph (a)(1)(ii) as adopted has been
reworded to delete subparagraph (A) of the

proposed rule text. Under proposed paragraph
(a)(1)(A), expenses could have been treated as
belonging to a class if they were directly related to
the arrangement of that class for shareholder
services or distribution. The proposal did not
provide any guidance for determining whether an
expense was ‘‘directly related,’’ nor did it explain
how these expenses were to be distinguished from
expenses of an arrangement under paragraph
(a)(1)(i), or other expenses under paragraph
(a)(1)(ii)(B). Therefore, the Commission has deleted
this provision as unnecessary.

15 E.g., Letter from Ropes & Gray to Jonathan G.
Katz, Secretary, SEC 7 (Feb. 21, 1994); Letter from
Federated Investors to Jonathan G. Katz, Secretary,
SEC 2 (Feb. 15, 1994).

16 ICI Comment Letter, supra note , at 21.
17 Letter from the American Bar Association to

Jonathan G. Katz, Secretary, SEC 12 (Mar. 15, 1994).
18 Letter from Fidelity Management and Research

Company to Jonathan G. Katz, Secretary, SEC A–1
(May 13, 1994).

19 E.g., ICI Comment Letter, supra note 11, at 21.

the potential for conflicts among classes
by limiting the permissible differences
among classes in expenses and voting
rights. It specifies permissible methods
of allocating expenses, and allows the
waiver of expenses by service providers.
Rule 18f–3 also specifies the conditions
under which shares of one class may be
converted into or exchanged with shares
of another class.

The rule requires the board of
directors of a fund to approve a plan
detailing each class’s arrangement for
the distribution of securities and the
services provided to each class, and the
payment of other expenses. The board
must determine that the plan is in the
best interests of each class individually
and the fund as a whole.

1. Differences in Distribution and
Shareholder Services

Under paragraph (a)(1)(i), classes
must differ either in the manner in
which they distribute their securities, or
in the services they provide to their
shareholders, or both. As under the
proposal, distribution systems may
differ in the amount or form of payment,
or the nature or extent of services
provided. A class that pays a front-end
load, for example, differs from a class
paying a rule 12b–1 fee 10 in a spread
load or level load arrangement in the
amount, the form (by shareholders
individually versus the class as a
whole), and timing (at purchase versus
over time) of distribution charges.

Funds may also meet paragraph
(a)(1)(i) by providing different services
to the shareholders of each class. One
commenter expressed concern that the
requirement in proposed paragraph
(a)(5) that all classes have the same
rights and obligations would not permit
differences among classes in services
such as checkwriting.11 Presumably, the
commenter viewed the term
‘‘shareholder service’’ as encompassing
only certain services provided to
shareholders by banks, brokers, and
other third parties detailed in the many
multiple class exemptive applications,
and not shareholder transaction
services, such as checkwriting. The term
‘‘shareholder services’’ in the rule,
however, encompasses both types of
services.

2. Allocation of Expenses
a. Class Expenses. Under rule 18f–3,

certain expenses must be allocated to

individual classes, while others may be
so allocated at the discretion of the
fund’s board of directors. Paragraph
(a)(1)(i) provides that expenses relating
to the distribution of a class’s shares, or
to services provided to the shareholders
of that class, must be allocated to that
class. Although this requirement was
implicit in proposed paragraph (a)(1)(i),
the text of the rule as adopted has been
clarified to make it explicit.

Paragraph (a)(1)(ii) provides that other
expenses (other than advisory 12 or
custodial fees or other expenses relating
to the management of the fund’s assets,
which must be allocated to all classes in
accordance with paragraph (c)) may be
allocated to different classes in different
amounts to the extent that they are
incurred by one class in a different
amount, or reflect differences in the
amount or kind of services that different
classes receive.13 This paragraph
encompasses both differences in actual
out-of-pocket expenses among classes
(for instance, blue sky fees that are
incurred for some classes but not
others), and differences in charges when
classes receive services that are different
in kind or amount. For example, some
classes may use transfer agency services
differently than others. Thus, the rule
contemplates that allocations may be
based upon the level or kind of services
used.14

The proposal requested comment on
whether the rule should provide more
specific limits on differential allocations
of expenses. Commenters strongly
supported the flexible approach taken in
the proposal.15 In particular, one
commenter stated that ‘‘[a] more rigid
approach to expense allocation could
undermine the utility of the exemptive
rule.’’ 16 Another endorsed the
‘‘proposal to leave these determinations
to the Directors.’’ 17 A commenter stated
that mandating certain expenses as class
expenses could run afoul of Internal
Revenue Service private letter rulings,
which only permit de minimis
differences among the expenses of
different classes.18

At several commenters’ suggestion,
the Commission has revised paragraph
(a)(1)(ii) to delete the word ‘‘materially.’’
Although the materiality qualifier in
proposed paragraph (a)(1)(ii)(B) would
have allowed boards of directors to
avoid making allocation determinations
for trivial differences in expenses,
several commenters interpreted the
requirement to mean that boards could
not allocate expenses with immaterial
differences at all.19 Because paragraph
(a)(1)(ii) is permissive, allocations of
differential expenses, regardless of
materiality, are at the board’s discretion.

b. Allocation of Fund Income and
Expenses. Paragraph (c) sets forth the
allocation methods for income, realized
and unrealized capital gains and losses,
and expenses that are not assigned to a
particular class. The proposal would
have required that these items be
allocated to each class based on the
relative net assets. One commenter,
however, argued that requiring
allocations based on net asset value
could result in the dilution of
shareholders in daily dividend funds
such as money market funds that permit
investors to subscribe for shares, but not


