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Ms. Nancy M. Morris

Secretary

U.S. Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-0609

Re: Investment Company Governance
File No. S7-03-04

Dear Ms. Motris:

As Chairman and Founder of Aquila Management Corporation in New York, a twenty-
two year old investment management company, | wish to express my strong
disagreement with the Independent Chair Rule and the 75% Independent Board
Members Rule for Mutual Fund Boards. | believe that if these rules stand, the mutual
fund industry will suffer from a decrease in entrepreneurs willing to put their time, effort
and money behind the innovation of new worthwhile fund products, due to the increased
costs of implementing these rules as well as the fact that they will not be allowed to
chair the entities that they create.

The Aquila Group of Funds®"

As an entrepreneur, | founded Aquila Management Corporation and the Aquila Group of
Funds®™ (collectively, “Aquila”) after having been involved several years before that with
* the creation of one of the earlier money-market funds in the nation. From the outset as
well as thereafter, Aquila was funded by me and my family. Over the years, we have
spent over $12 million in capital investment to develop our funds, including
reimbursement of fund operating expenses in order to be competitive in the
marketplace. Aquila currently consists of 12 funds with approximately $2.4 billion in
long-term assets under management and approximately $1.9 billion in money market
funds. As a result, Aquila would be considered a smaller fund complex. As of May 31,
2006, Aquila ranked 123™ (in terms of total assets under management) out of the 349
fund complexes whose data is tracked by the Investment Company Institute.
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The largest segment of Aquila is represented by 7 single-state tax-free municipal bond
funds — Hawaii, Arizona, Oregon, Colorado, Kentucky, Rhode Island and Utah. In
addition, we have 3 money market funds, 1 regional (Rocky Mountain) equity fund and
1, relatively new, high income corporate bond fund. Each fund generally has its own
board consisting of mostly independent trustees. Each of the tax free municipal bond
funds rank first, second or third in size in its respective state.

~ You should be interested in knowing that the L:pper organlzanon named Aquila the Best
Bond Fund Group for 2003.

Start-Up Costs

In garnering assets from the retail market with each fund, Aquila and | have had to be
prepared to live with whatever market environment existed. For example, from 1994 -
2000, the interest of investors in municipal bond funds was basically flat while it
ballooned for equities during this period. Aquila had to support, through paying
operating and marketing expenses, and waiving management fees, each fund it
created; our Utah and Rhode Island funds have required greater support than our other
municipal bond funds due to the fact that their launch dates immediately preceded this
flat environment. (Our Utah fund, it is worth mentioning, is the only fund of its type in

that state.) Specifically, we had to be prepared to subsidize the operating expensesof - .

these two funds until they reached a critical mass size of approximately $100 million-

each. And, despite having achieved over $100 million in size with both of these funds, t;'f
we are still waiving management fees in order to be competitive with-other similar funds--'?- e

There has been no quick ﬂx under the prevailtng market condlticns

In fact, before the Utah and Rhode lsland funds broke even in terms of covering their _
operating costs, excluding management fees, Aqunia paid a combined total of over $3-

million in fund expenses over a period of- 11 years. Through June 30, 2006, Aquila has

additionally waived management fees totaling nea«r!y $6 milfion for both funds. These

expenditures and waivers are in addition to the extensive amounts of marketmg reiated '_ :

costs we have borne through Aque a Dlstrfbutors inc

In July 1994, Aqmla a[so creatad Aqu: a Rocky Mountam Equity Fund the o_n fund- 'cf

subsidizing operating costs before this fund broke even, with respect to. lts operatmg
expenses excluding management fees, at an asset size of approximately. $22 mﬂ{zon S
Also, it should be mentioned that for the benef' t of shareholders, Aquila has e
contractually capped fund expenses, which in turn has increased the level of our
subsidization and reduced our management fees since the inception of the fund

Through December 31, 2005, Aquila has waived nearly $900,000 in management fees'

Meanwhile, Aquila Distributors, Inc. has spent substantial amounts of money in

marketing-related expenses. (Note: My May 11, 2004 letter to William Donaidsoh o
regarding independent chairs of mutual fund boards mdacated that this fund had brokert Lot
even with respect to non- management fee operatmg expenses at an asset 1evei of el




approximately $13 million. Unfortunately, due to increased trustee fees, legal fees and
insurance premiums that were incurred largely due to the proposed rules as detailed
below, Aquila was forced to continue to reimburse operating expenses until the fund.
reached the $22 million asset level previously cited.)

While not directly related to the proposed rules, there are other areas related to start-up
costs and otherwise in which smaller fund groups are being squeezed by increased,
and new, expenses. For example, it should be noted that until recently, Aquila had not
engaged in paying brokerage firms to gain special treatment to enlarge the asset size of
its funds (those cases that do currently exist are disclosed in our registration
statements). We were essentially forced to compensate one major firm within the last
year (in order to retain assets and protect the interests of that firm's current
shareholders in our funds). For a short period of time prior to our agreement to
compensate this firm (in order to maintain our “shelf space” on their brokerage
platform), this major firm would not allow its current shareholders in our funds to make
additional investments into their existing accounts for which that firm served as the
broker of record.

Altogether, the start-up expenses of new funds have increased because of the new
rules. This primarily comes from having higher fees for the trustees, higher legal fees
and increased insurance costs. These expenses on top of other expense pressures
are serving to further squeeze small funds and smali fund sponsors -

Increased Management Companv Operatmg Cests

There are very real costs assocsated with both the Endependent Chair Rule and the 75% B o

Independent Board Members Rule. -Each additional cost on its own may not seem
large, but when combined with other costs of the ;ncreased reguia’te:fy envrronment

It appears that the U.S. Securrtzes and Exchange Commnss:on {the “Commlssmn ) may
not have taken into consideration both the start—up costs and the additional operat;ng
costs for smaller fund groups, such as Aquila, in its possible mandating of the
Independent Chair Rule and the 75% [ndependent Board Members Rule.”

With the exception of our newest funcf each of the funds within the Aquna Group of
Funds® has elected an independent chair in anticipation of the rule's adoption. Aquufa
has subsequently had to devote ;ncreased staff fime to support requests of the '
independent chairs and independent trustees in view of the fact that they are not
involved in the day-to-day operations of the funds and, therefore, must be contmuatiy
brought up to speed. My own time, previously often devoted to long-term strategic -
planning, is increasingly spent worrying about manpower reguirements and, hence
money necessary to support the independent chairs and independent trustees.
Specifically, these additional costs, which are mainly related to stafﬂng, have pr;maniy
had to be absorbed by Aquﬂa thereby dec;’eas:ng our capaclty to compete



At this point of time, Aquila either cannot pay competitive salaries or cannot hire as
many people as we would like. In fact, in large part to help Aquila with the increased
regulatory environment, we have specifically had to hire an in-house counsel and also
had to increase the compensation of the higher level people of Aquila in line with the
increased responsibilities required of the staff. Altogether, these increased
management company salaries (excluding suppiemental payrolil taxes) total
approximately $350,000 annually. This figure does not include the extra cost involved
with the compensation of the Chief Compliance Officer, which is an additional $36,000
annually for the management company. :

Hence, large fund complexes may be the only option open to shareholders in the future
as other enfrepreneurs may decide not to enter the fieid or o leave fund management
entirely. | fear that smaller fund complexes may thus begin to disappear and with them,
the shareholder public will lose out as there will be fewer products and less innovation.

Increased Expense Ratios For Funds

It should be pointed out that not only have the expenses of the management company
increased, but the expenses, and, in turn, expense ratios, of fund_s_ _h_aye increased.

For instance,

- Our Rhode Island fund, Narragansett lnsured"Tax-Fre_ ‘. me Fund; Board was_;;
expanded by electing additional trustees in-order to comiply with the 75%"
Independent Board Members Rule. Now; with the rule potentially in flux, the
board has determined to retire one board .membe.,_ﬁnt;i such tlme as the 75%
Independent Board Memb'é‘éﬁ osta

¢ |n view of the overall gewemance rules t
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in short, there is no doubt in our judgment that in addition to the increased management
expenses, the Independent Chair Rule and the 75% Independent Board Members Rule
have increased the overall expense ratios of the various funds in the Aquila Group of
Funds®™ in an amount dependent upon the size of the individual fund.

The Funds’ Entrepreneurial Spirit

Entrepreneurial opportunities have always been at the very core of business growth
within our nation.

With nearly each of the 7 tax-free bond funds, as well as with Aquila Rocky Mountain
Equity Fund, new ground was broken for these types of funds in each state or region.
Had we not created these funds, approximately 40,000 investors would not have had
the opportunity to benefit from these funds. We strongly believe that shareholders have
been distinctly rewarded by our efforts to develop these mutual fund products.

Now, | ask you, if Aquila had not taken the lead to develop these funds, but rather the
funds had been developed under the jurisdiction of an independent chair, why would we
have spent the time, effort and money to do all this? With the proposed new
Independent Chair Rule, the newly mandated chair does not provide new funds with -
sponsorship or subsidize their operating costs. The Commission is essentially

‘mandating that someone else steer the ship. “This could be a strong disincentive fdr an’. S

entrepreneur to either consider entenng the. rndustry or developmg new funds L

Consequently, | believe that it is critical that the SEC make every eﬁort to ensure that rt
does not squash the entrepreneurial spirit in the smaller fund complex arena.

inconsistent Reguirement

in comparing investment companres formed undea' the Investment Company Act of 1940 _
with regular corporations, we feel that there is a major inconsistency. In our opinion, it- =«

is unfair to require an independent chair for mutual fund groups and not have the same
requirement for regular corporations. Endependent trustees have consistently been
charged with making a number of important decisions. Since the 1940 Actwas’
enacted, they have fulfilled such charges admirably without necessarily havmg an’
independent chair and without necessarily having 75% independent board memberg

Risk of Independent Charr Becommq lnterested

Anocther important matter mvolves ’the “mdependence of an mdependent'c'haér At Whét'ﬂ_' |
point does an independent chair cross the line‘and essentially become an interested -
trustee, as that person learns every aspect of what is going on in'the mutual fund

organization and perhaps even takes on additional Ilabzirty (for examp[e if requrred to e



certify financials under Sarbanes Oxley)? Moreover, if there is additional real or
perceived liability, such chair will likely insist upon additional compensation and a higher
level of insurance coverage. At what point do such demands “jeopardize” one’s
independence?

In our judgment, increased risk to shareholders is associated with the character of the
individual involved, whether or not that person is from the management company or is
an mdependent trustee.

indeed, concerning shareholder risk, it is worth noting that some of the fund groups that

were charged with market timing had independent chairs. These independent chairs
failed to detect the market timing.

Aquila’s Approach fo Independent Trustees

The independent trustees on our boards are by no means “yes” people. Moreover,
they never have been. Aquila has always sought to have the right mix of responsible
people on its boards, regardiess of whether or not they were independent. Each board
member has always been encouraged to speak up about any subject that they wished
to explore — and | can assure you that they have and contmue to do $O.

Many of the independent trustees on our boards are from the speclﬂc sndlvrciual states S

or regions involved. Thus, they are able to provzde us with further insight. into the '

nuances of the economy and other pertinent information about their o
investment reg;on The portfolio. management of each reglonal fund is also dlrec:ted out SRR
of the region in which the fund mvests -

You should be interested to know that since its mceptzon each of the funds i inthe Aquzi L
Group of Funds®™ has generally had 75% indepéndent trustees and has always had e
more than a majority of independent trustees. Based on Aquila’s experience,we . .
specifically question the need.for a 75% Independent Board Members Rule when a =
super-majority of :ndependent bc)ard members accempllshes the same: goals :

As new board requarements have mcreaseci the. governance rules have already-=.§eé tc
additional costs in terms of my time and my employees’ time in supporting the
independent trustees and; in part%cular the zndependent chairs. This is not to ment

the increased time and__gxpense r_ela_ted ’;o the f_l_,g_nds independent legal counsel. - r-_ e

Aguila’s Hands-On Approach Wlth Sharehotdars

Aquila has always been conscious of the fact that it is the shareholders’ monay ;nvested: -
in our funds. Thus, we seek to act responsxbiy in aﬂ of our actwnt;es w;th aach funci




It is worth noting that from its inception, each of the 7 single-state municipal bond funds
has conducted an annual shareholder meeting based in the particular state involved.
Shareholders are invited and generally attend in large numbers (over 500 at one
meeting alone). At these meetings, trustees are elected and the independent auditor is
approved (and, as applicable, other fund matters are addressed by the shareholders.)
Following the business part of the meeting, an informational session of up to an hour is
then conducted regarding pertinent aspects of the operations of the fund. This provides
an opportunity for shareholders to ask unscreened questions.

A Super-Majority of Independent Trustees Should Suffice

Having 75% independent board members as well as an independent chair is
superfluous.

With Aquila, independent trustees have always discussed and negotiated fees for each
of their respective funds within the fund complex without having the interested chairman
present. It is worth noting that each of the funds within the Aquila Group of Funds®™ has
had management fees, as well as expense ratios, which generally are decidedly on the
lower side of similar-type funds in the industry.

With independent legal counsel and independent auditors, as we!i as an abundance of -
independent studies, there is adequate information available within the industry to . T
ensure that the independent trustees are provided with fair and unbiased mformatton L
and material from which to make well-documented decssncns concernmg fee structure(s)- S
and other matters for the benefit of sharehoiders . S s

Consequently, boards which have a super-majefty of mdependent trustees of less than o
75% can more than acfequateiy carry outthesr TGSpOﬂS[bIEitIES Lo o

The Focus of Boards Has Chanqed

In the increased regu!atory enmronment that currentiy exists, our boards have generai!y‘ i
become extremely cautious and now constantly turn to independent legal counsel. In
part, | suspect that this is for self protection. - In turn, these additional discussions w;th
the independent legal counsel have resulted in hlgher fund expenses from zncreased '
legal fees and therefore, have tended to. resu!t ln hlgher expense ratios. -~ - ..

The time that the boards: spend on wa’tchdog lssues has increased such that one

wonders whether areas of true coricern are be:ng covered in the proper depth At _
times, one might wonder if items are-added to-the board meeting agendas justto U
indicate to the Commissionthat an area has been covered. :We doubt that this adds T
better value for shareholders; particularly in light of the. quarterly ancf penodic reporﬁs

that the Chief Compilance Offfcer mdependen’z iegai ceunsei o _




and independent auditors provide to the independent board members as well as to the
board as a whole.

In our opinion, Chief Compliance Officers, together with independent legal counsel and
Endependent auditors, should ensure the avoidance of future industry scandals. Boards
in general are focusing too much of their time and efforts in the wrong direction and not
on how a particular fund's objective and operatlons can be better served.

The Role of the Chief Compliance Officer Compared With the Independent Chatr Rule
and the 75% Independent Board Members Rule

We believe the Commission’s Chief Compliance Offlcer Rule should substantially assist
in avoiding future scandals in the mutual fund industry. The Commission has largely
defined through its rules those practices which it feels are appropriate and worthy of the
board’s knowledge. The Chief Compliance Officer should report, as ours does, on a
quarterly basis to the independent board members on each area of activity that the
Commission feels should be appropriately monitored.

Therefore, in our judgment, the idea of an independent chair and 75% independent

board members is superfluous, given the existence of the Chlef Compf;ance Officer
Rule. :

Summary

We wholeheartedly support the Comm:ssnen S desu'e te take acteon to “clean-up”
problems in the mutual fund industry.- ‘We specifically abhor the fact that. 15 - 20 bad

apples have tainted the entire barrel of 547 fund groups (as of June 2006 accordingfo

Strategic Insight) which make up the mutual fund industry. However, we donot believe
that anyone will be served by mandating an independent chair. In fact, we firmly belfeve
that this action would be contrary to the future well being of the industry. Havsng an-
- entrepreneurial interested chair can make all the difference in the world in terms of -
hav:ng the initiative to create products which are of value to investors. Moreover, there
is no proven benefit to having an independent’ chalr— given that some of the funds that
had problems also had mdependent chatrs e L

Given the lack of any such proven benef’ f, we beheve that it is impossible to ;ustafy the
increased costs associated with the- Independent Chair Rule which are particularly -

. burdensome on smaller fund complexes like ours Consequently, we fi rm!y belzeve that
the Independent Chair Rule is. superﬂuous T

Finally, we believe that a board that has a super~ma;ority of mdependent board

members is a sufficient number and that having 75% is unnecessary. Mandat;ng that _ B
75% of board members be independent increases direct and md:rect costs, especza!ly to i_'
the detriment of smaller funds and thelr sponsors _ - SR '



Thank You for this Opportunity

Thank you for this opportunity to express my disagreement with the Independent Chair
Rule and the 75% Independent Board Members Rule for Mutual Fund Boards. | have
devoted a great deal of effort to convey my thoughts to you on these rules because |
feel very strongly that they would have a harmful effect on the industry as a whole and
especially on smaller fund groups and their respective (and potential) shareholders As
you know, many fund groups do not have an unlimited amount of time and money to
cope with increasing regulatory burdens which are not necessary for the protection of
shareholders.

Sincerely,

Lacy B. Herrmann
Chairman

cc: The Honorable Christopher Cox, Chairman
The Honorable Kathleen L. Casey '
The Honorable Paut S. Atkins
The Honorable Roel C. Campos
The Honorable Annette 1. Nazareth

Andrew J. Donohue, Dlrectcr R
Division of Investment Manag_emegg_ o




