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Developments of Note

( Federal District Court Dismisses Excessive Fee Suit Against Mutual Fund Adviser

The US District Court for the Northern District of Illinois (Eastern Division) (the “Court”) ruled in favor of an adviser (the “Adviser”) on its motion to dismiss a suit brought by shareholders of registered open‑end funds managed by the Adviser (the “Funds”) under Section 36(b) of the Investment Company Act of 1940, as amended (the “1940 Act”).  The derivative suit alleged that the Adviser had breached the fiduciary duty it owed the Funds under Section 36(b) by virtue of the fact that (a) the fees it charged the Funds for its advisory services were disproportionate to the value of those services and (b) the Adviser impermissibly retained savings it realized from economies of scale as the Funds grew.  The plaintiffs argued that their claim was evidenced by the fact that the Adviser charged generally lower advisory fees and offered breakpoints (scheduled fee discounts) at generally lower asset levels to its institutional clients pursuing investment objectives comparable to those of the Funds.  The plaintiffs also pointed to the Funds’ trustees’ various relationships with, or connections to, the Adviser, e.g., one trustee was a retired Adviser employee and received deferred compensation from the Adviser, certain trustees had social and business relationships with said trustee while others had social and business relationships with Adviser employees.  In reviewing the facts of the case, the Court noted that before approving the advisory fees, a committee of board members met several times to review information from the Adviser regarding the Funds’ performance, the services the Adviser provided to the Funds, comparisons with fees charged to the Adviser’s other clients and comparisons with fees charged by other advisers managing similar funds.  The committee received presentations from the Funds’ manager and made recommendations to the full board on whether to approve the contracts.  In its decision, the Court addressed motions for summary judgment by the plaintiff shareholders and the Adviser.
Plaintiffs’ Motion for Summary Judgment.  In denying the plaintiffs’ motion for summary judgment, the Court identified Green v. Nuveen Advisory Corp., 295 F.3d 738 (7th Cir. 2002) (“Green”) as the leading case governing its evaluation of the plaintiffs’ claim despite factual differences between Green and the case before the Court.  (Green dealt with a closed‑end, tax‑exempt leveraged fund, whose leverage was controlled by the fund’s adviser; the plaintiffs in that case alleged that the fact that the adviser could affect its compensation, which was based on assets under management, by increasing the fund’s leverage created an impermissive incentive for the adviser that in and of itself violated the fiduciary duty owed under Section 36(b) of the 1940 Act.)  The Court noted that in Green, the 7th Circuit had defined the fiduciary duty owed under Section 36(b) more broadly than other circuits that viewed liability as existing under Section 36(b) only when the advisory fee was excessive.  The Court indicated that the applicable test under Green was whether or not an actual conflict of interest had resulted in an identified effect on shareholders’ interests.  The Court then addressed the plaintiffs’ arguments that (a) one of the trustees was an interested party and therefore ineligible to vote to approve advisory fee arrangements because the trustee received deferred compensation from the Adviser, (b) the trustees were so enmeshed with the Adviser through social and professional relationships that they could not have exercised independent judgment regarding the fees charged by the Adviser and (c) the Adviser’s failure to disclose the previously described deferred compensation arrangement and the relationships between that trustee and other members of the board voided the advisory fee arrangements.  As an initial matter, the Court noted that, on the evidence presented, the Funds’ board of trustees met the 1940 Act’s requirements regarding the proportion of the board having certain affiliations with the Adviser.  The Court went on to find that even drawing all inferences in favor of the plaintiffs, a treatment more favorable than that required of the Court in ruling on the plaintiffs’ motion, the plaintiffs had only described a situation where persons financially dependent on the Adviser had the ability to influence some of the board members to favor the Adviser’s interest over those of Fund shareholders, but had not shown that the Adviser had attempted to exercise that influence.  The Court also noted that there was no evidence that the failure to make the disclosures cited by the plaintiffs had affected the amount of the Adviser’s fees.

Adviser’s Motion for Summary Judgment.  In ruling on the Adviser’s motion to dismiss the plaintiffs’ suit, the Court indicated that the prevailing standard for suits involving claims under Section 36(b) of the 1940 Act was Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F2d 923 (2nd Cir. 1982) (“Gartenberg”), a case involving a registered open‑end fund for which an adviser provided investment advice as well as administrative and other services.  The Court noted that under the Gartenberg standard it needed to examine all factors bearing upon whether the Adviser’s compensation was within the range that could be expected to result from arm’s‑length bargaining.  The Court noted that in the specific context presented in Gartenberg, the 2nd Circuit observed that facts pertinent to the question of the disproportionality of the adviser’s fee included not only the comparability of fees, but also the cost to the adviser to provide services to the fund; the nature and quality of the services provided, including the fund’s performance history; whether and to what extent the adviser realizes economies of scale as the fund’s assets increase; the volume of orders from the fund’s investors that needed to be processed; and the conduct of, expertise, and level of information possessed by the trustees charged with approving the fee at the outset.  The Court noted that in determining whether there was a triable issue of fact on the question of whether the advisory fee charged to the Funds were so disproportionately large that they could not have been the result of arm’s‑length bargaining between the Adviser and the Funds’ board, no single outcome could be expected, instead, there was a range of acceptable results.  In response to the plaintiffs’ argument that the Funds’ fees should be compared to those charged the Adviser’s institutional clients, the Court noted that shareholders in at least nine other mutual funds were paying fees at the same level that the Funds were.  The Court also noted that the Funds’ fees fell within a range that extended from a low‑end figure below what the institutional clients were paying to a high‑end figure beyond the fees that other mutual fund clients paid, thus preventing a conclusion that the fee amounts were indicative of self‑dealing.  (Although not specifically cited in its analysis relating to the plaintiffs’ argument, the Court noted that the services the Adviser provided to its institutional clients were more limited than those provided to the Funds.)  In response to the plaintiffs’ arguments that the board members’ review of the advisory arrangements was rendered meaningless by the conflicts of interest noted above, the Court cited its reasons for disagreeing with similar arguments in the plaintiffs’ motion for summary judgment.  The Court also observed that the evidence presented by the parties indicated that the board as a whole was operating without any conflict that would prevent it from engaging in arms’‑length negotiations with the Adviser.  In response to the plaintiffs’ final argument that the breakpoint in the advisory fee schedules was not set in relation to any analysis of the savings achieved from economies of scale, but were set at a level so high that little if any savings would be passed on to shareholders, the Court found that there was no indication that the Funds’ board could not have agreed to the breakpoints being set as they were after engaging in good‑faith negotiations.  The Court went on to observe that the fact that Funds’ breakpoints were comparable to those of other mutual funds indicated that the Funds’ breakpoints had resulted from arms’‑length negotiation.  In conclusion, the Court found that the evidence adduced by the plaintiffs established at most that others paid different amounts for similar services, but that evidence did not allow a reasonable inference that the difference was enough to put the amounts charged outside of the range that could be expected to result from arms’‑length bargaining.  The Court, therefore, found that the Adviser was entitled to summary judgment dismissing the plaintiffs’ complaint.




New Subscribers, Past Issues and Background Material:  If you would like anyone else to receive issues of the Financial Services Alert, would like to receive any past issues, or would like the background materials for any of the matters discussed in this issue, please contact Greg Lyons, Eric Fischer, Elizabeth Shea Fries or Jackson Galloway at 617.570.1000 or at the e-mail addresses referenced at the end of this newsletter.
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