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OVERVIEW

+ Market turned dramatically in 2008, fueling shareholder
lawsuits generally

- Three disclosure-related suits now pending highlight risks
faced by funds, advisers and boards in down markets

- Posture of these cases indicates potential increased
exposure for disclosure related claims for funds, advisers
and boards
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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF CALIFORNIA

NORTHSTAR FINANCIAL ADVISORS, INC.
v.
SCHWAB INVESTMENTS, ET AL.
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CLAIMS

« Section 11 of the Securities Act of 1933
+ Section 12(a)(2) of the Securities Act of 1933
- Section 13(a) of the Investment Company Act of 1940

No registered investment company may, without a vote of a
majority of its outstanding voting securities . . . “deviate from its
policy in respect of concentration of investments in any
particular industry or group of industries as recited in its
registration statement, deviate from any investment policy
which is changeable only if authorized by shareholder vote, or
deviate from any policy recited in its registration statement
pursuant to section 8(b)(3).””
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PROSPECTUS/STATEMENT OF ADDITIONAL
INFORMATION

+ Schwab Total Bond Market Fund’s prospectus states the Fund “seeks
high current income by tracking the performance of the Lehman
Brothers U.S. Aggregate Bond Index.” July 13, 2007 Prospectus

- Statement of Additional Information states the Fund may “[n]ot
concentrate investments in a particular industry or group of industries,
or within one state (except to the extent that the index which each
fund seeks to track is also so concentrated) as concentration is
defined under the Investment Company Act of 1940 or the rules or
regulations thereunder, as such statute, rules or regulations may be
amended from time to time.”

- Statement of Additional Information states, “The funds have
determined that mortgage-backed securities issued by private lenders
do not have risk characteristics that are correlated to any industry and,
therefore, the funds have determined that mortgage-backed securities
issued by private lenders are not part of any industry for purposes of
the funds’ concentration policies.”
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ALLEGATIONS

+ The Fund deviated from the objectives stated in the prospectus by
investing in high risk non-U.S. Agency CMO’s that were not part of
the Lehman Index and were substantially more risky than the U.S.
Agency securities and other instruments that comprise the Index.

+ The Fund violated the concentration policy in the SAI by investing
more than 25% of its total assets in a single industry, U.S. Agency
and non-agency mortgage-backed securities and CMOs.
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COURT RULING

In denying Schwab’s Motion to Dismiss the Court

- Found that Section 13(a) provided an implied private cause of
action

+ Found that whether the Fund’s investment in non-agency CMO'’s
were, in fact, inconsistent with its investment objective of tracking
the Index, was a factual matter that could not be resolved on the
pleading

- Found that whether the Fund violated the concentration policy
turned “on whether mortgage-backed securities are properly
considered an “industry,” a factual matter that could not be
resolved on the pleadings
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IN THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLORADO

RONALD J. JANSSEN, individually and on behalf
of all others similarly situated,
V.
OPPENHEIMER FUNDS, INC., ET AL.
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CLAIMS

» Section 11 of the Securities Act of 1933
- Section 12(a)(2) of the Securities Act of 1933
+ Section 15 of the Securities Act of 1933

- State Claim — Breach of Contract against Individual Fund Trustees
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REGISTRATION STATEMENTS/PROSPECTUS/
STATEMENT OF ADDITIONAL INFORMATION

- A diversified portfolio of high-yield, lower-grade, fixed
income securities . . . do not involve undue risk

« The overall strategy is to build a broad diversified portfolio
of debt securities to help moderate the special risks of
investing in high-yield debt instruments

- May be appropriate as part of a retirement plan portfolio
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ALLEGATIONS

- Fund altered investment policies and began taking on excessive
risk in hopes of seeking higher returns as the returns on high-yield
bonds generally began to wane. Questionable investments
included, total-return swaps and credit-default swaps for
companies such as, Lehman Brothers, AIG and General Motors

- Fund experienced 82 percent drop in NAV, one of the worst
showings among the roughly 150 U.S. high-yield debt funds

- Morningstar gave the Fund an “F” for “failing investors” noting that
“no attempt was made to communicate to shareholders that these
funds were taking on additional risk.”

+ On February 4, 2009, Morningstar included the Fund on its list of
“The Eight Most Shocking Losses of the Past 12 Months”
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BASIS FOR BREACH OF CONTRACT CLAIMS

The State Claims allege

- The Registration Statements, Prospectuses and SAl's constituted
a contract between each investor and the Fund and Trustees

« The Fund concentrated more than 25% of its total assets in high-
risk mortgage-back securities which violated one of its
“Fundamental Policies” to not invest 25% or more of its total
assets in any one industry

- The “Fundamental Policies” could not be changed or diverged
from without prior approval by vote of a majority of the Fund’s
outstanding voting securities and no vote was sought or obtained

- By changing or diverging from the “Fundamental Policies,” the
Fund and the Trustee’s breached the contract
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WHAT ARE THE INDUSTRY CONCENTRATION RULES?

+ Section 8(b)(1) of 1940 Act and Form N-1A Item 2(b)

Every registered investment company must include in its registration
statement its concentration policy

+ SEC Guide 19
Provides general industry concentration guidance

Notes 8(b)(1) disclosure not applicable to investments in tax-exempt
securities issued by governments or political subdivisions of
government since such issues are not members of any industry

+ Industry Classifications

Guide 19 notes a registrant can use industry classifications guides or
select its own industry classifications but such classifications must be
reasonable and should not be too broad

Standard Industry Classifications
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OTHER DISCLOSURE ISSUES

- SEC Administrative Proceeding

Pax World — July 30, 2008 — Civil penalty of $500,000 — funds
invested in certain stocks that the SAI disclosed were not
permissible investments, SEC found Section 13(a)(3) violated

+ Recent SEC Speech on Derivatives
Donahue speech on April 17, 2009
SAl risk disclosure is “quite extensive”

Real question is: how does an investor synthesize extensive
derivative risk disclosure with a fund’s investment objective

SEC guidance - advised directors to review a fund’s
disclosure to “ensure complete disclosure” with fund’s
participation in derivatives
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IMPLICATIONS FOR MUTUAL FUND DISCLOSURE
PROCESS

- Robust prospectus and SAl review

Be specific but flexible

Ensure the right people are involved: who are the right
people? Includes CCOs, counsel and portfolio managers

Update periodically

+ Review and enhance systems to maintain compliance with
disclosure (both pre and post trade)
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