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Financial Services Alert
Goodwin Procter LLP, a firm of 850 lawyers, has one of the largest financial services practices in the United States.
 




Developments of Note

( Federal District Court Dismisses Excessive Fee Suit against Mutual Fund Adviser and Distributor

The US District Court of Minnesota (the “Court”) ruled in favor of a mutual fund adviser (the “Adviser”) and its affiliated mutual fund distributor (the “Distributor”) on a 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 and Distributor had breached their fiduciary duty to the Funds under Section 36(b) by charging excessive advisory fees and excessive distribution fees (the distribution fees being fees paid by the Funds under plans pursuant to Rule 12b-1 under the 1940 Act (“12b-1 fees”)) and by using distribution fees as a means of securing additional compensation for advisory services.   

According to the Court, the plaintiffs primarily argued that the Adviser’s fees were excessive relative to the Funds’ performance and relative to the lower fees paid by the non-mutual fund institutional accounts.  The plaintiffs also contended that numerous elements of the process culminating in the Funds’ approval of the fees in question were flawed.  The Court’s decision was on a summary judgment motion for dismissal by the Adviser and Distributor. 

The Contract Review Process.  In reviewing the facts of the case, the Court noted that before approving the advisory fees, the Funds’ board of directors (the “Board”) met numerous times to review both the investment performance of the Funds and the profitability of the contracts to the Adviser.  The Court also noted that the Board sought the advice of independent counsel and third party consultants, used a contracts committee of the Board to review the arrangements in question and make recommendations to the full Board, sought and received information from the defendants related to the contract renewal process pursuant to Section 15(c) of the 1940 Act, commissioned Lipper, Inc. to produce comparative fee information for the Funds relative to their competitors and received a report that provided information concerning the similarities and differences between the fees charged and services provided to non‑mutual fund clients, including institutional investors, by the defendants.  The Court noted that the Board had approved fee schedules for each Fund with breakpoint reductions in fee levels as asset levels increase.  The Court’s opinion discussed the Board’s pricing philosophy, which, in general terms, sought to set a Fund’s fees at the median for comparable funds in the industry with the Board willing to pay fees above the median if performance was good, but seeking fees below the median if performance was poor.  The pricing philosophy also included considerations related to the defendants’ Fund distribution role and economies of scale and profitability.  The Court observed that during the relevant period the Funds’ investment returns had been generally above the median for their Lipper peer groups, while their advisory fees, which included a performance adjustment keyed to a Fund’s performance relative to its Lipper peer group, was at or below the median for their peer groups.

The Court’s Analysis.  The Court identified Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F.2d 923 (2d Cir. 1982) (”Gartenberg”) as the seminal case on Section 36(b).  The Court indicated that, under Gartenberg, it must investigate whether there was a genuine issue of material fact as to whether the fees charged by the Adviser and Distributor were so disproportionately large that they bore no reasonable relationship to the services rendered and could not have been the product of arm’s‑length bargaining.  To do so, the Court applied the six factor Gartenberg test to the facts of the case, those factors being: (1) the nature and quality of the services provided by the adviser to the shareholders; (2) the profitability of the mutual fund to the adviser; (3) the benefits, other than the advisory fees, that flow to the adviser or its affiliates as a result of the adviser’s relationship to the fund; (4) the economies of scale realized by the adviser as the fund’s assets increase; (5) the comparative fee structures of similar funds; and (6) the independence and conscientiousness of the independent directors.  After weighing each of these factors, the Court found that the plaintiffs had not established a material issue of fact on any of the Gartenberg factors, and thus their suit could not survive summary judgment.  

Addressing what it identified as one of the plaintiffs’ primary arguments, the Court noted that, since Gartenberg, courts have held that other mutual funds provide the relevant comparison for measuring the reasonableness of fees, not non-mutual fund institutional clients.  Further, the Court noted that even if comparing mutual fund fees to non-mutual fund fees were relevant, the plaintiffs did not demonstrate that the services provided to the different types of funds were comparable, or that the discrepancy in rates did not merely indicate the range of prices that investors were willing to pay, citing a Section 36(b) case decided in the North District of Illinois earlier in 2007 (as discussed in the March 20, 2007 Alert).  In dismissing the plaintiffs’ allegations regarding the Funds’ 12b-1 fees, the Court observed, among other things, that approximately eighty-five percent of the 12b-1 fees were paid for services to existing shareholders and not for marketing the Funds to new shareholders, thus rendering meritless the plaintiffs’ claims that shareholders received no benefit from the Funds’ Rule 12b-1 fees.




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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Back issues of the Alert are available at http://www.goodwinprocter.com/Publications/FinancialServicesAlerts/Archive.aspx 
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