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Mutual funds are one of the most popu-
lar types of investments in the United 
States. In 2020, approximately 46 percent 

of all US households, or an estimated 102.5 mil-
lion people, owned mutual funds.1 The Investment 
Company Act of 19402 regulates investment com-
panies, including mutual funds. Section 36(b) of 
the Investment Company Act of 1940 imposes a 
fiduciary duty on an investment adviser to a mutual 
fund “with respect to the receipt of compensation” 
paid by the fund, and provides a private right of 
action to fund shareholders to enforce that duty.3 
In Jones v. Harris Associates, Inc., the Supreme Court 
articulated the standard applicable to such claims: 
to prevail on a Section 36(b) claim, a shareholder 
must show that the adviser charged a fee that is “so 
disproportionately large that it bears no reasonable 
relationship to the services rendered and could not 
have been the product of arm’s length bargaining.”4 
The Court further held that when reviewing such a 
claim, “[t]he essence of the test is whether or not 
under all the circumstances the transaction carries 
the earmarks of an arm’s length bargain.”5 Moreover, 
although a court should take into account all relevant 
circumstances, “[i]t is also important to note that the 
standard for fiduciary breach under § 36(b) does not 
call for judicial second-guessing of informed board 
decisions.”6

In assessing Section 36(b) claims, the Supreme 
Court endorsed consideration of a non-exclusive set 

of factors commonly called the Gartenberg factors, 
recognized in the Second Circuit’s seminal ruling 
Gartenberg v. Merrill Lynch Asset Management, Inc.7 
These factors include: (1) the nature, extent, and 
quality of the services provided by the adviser to the 
mutual fund; (2) the profitability to the adviser of 
managing the fund; (3) “fall-out” benefits, or ben-
efits that the adviser would not have realized but for 
its relationship with the fund; (4) the existence of 
any economies of scale achieved by the adviser as a 
result of growth in fund assets under management, 
and the extent to which such savings are shared with 
fund shareholders; (5) fee structures utilized by other 
similar accounts; and (6) the expertise of the fund’s 
Independent Trustees,8 whether the Independent 
Trustees are fully informed about all of the facts 
bearing on the adviser’s service and fee, and the 
extent of care and conscientiousness with which 
the Independent Trustees perform their duties with 
respect to the adviser’s fee.9

The last factor typically is recognized to be of 
special importance. In particular, Section 36 of the 
Investment Company Act states “[i]n any [Section 
36(b)] action approval by the board of directors of 
[the fund] of such compensation or payments, . . . 
shall be given such consideration by the court as is 
deemed appropriate under all the circumstances.”10 
To this end, in Jones the Court held that “[w]here a 
board’s process for negotiating and reviewing invest-
ment-adviser compensation is robust, a reviewing 
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court should afford commensurate deference to the 
outcome of the bargaining process.”11 As a result, “if 
the disinterested directors considered the relevant 
factors, their decision to approve a particular fee 
agreement is entitled to considerable weight, even if 
a court might weigh the factors differently.”12 In con-
trast, “where the board’s process was deficient or the 
adviser withheld important information, the court 
must take a more rigorous look at the outcome.”13

After the issuance of the Supreme Court ruling 
in Jones, a wave of Section 36(b) litigation against 
the asset management industry ensued. Following 
the filing of the first post-Jones Section 36(b) case 
in 2011, advisers to 23 fund complexes were sued, 
with cases advancing a variety of novel (and not 
so novel) structural attacks. At its height, the total 
potential exposure for investment advisers exceeded 
$7 billion. While no plaintiff ever has prevailed on a 
Section 36(b) claim, analysis of the court decisions 
from this recent wave of litigation, which appears 
to have been concluded for the time being, reveals 
a variety of insights and best practices. This article 
highlights a few of these important developments.

Key Takeaways from the Post-Jones 
Section 36(b) Case Law

The Importance of Following (and 
Documenting) a Reasoned Fee Pricing 
Philosophy

The care and conscientiousness of a fund’s 
Independent Trustees, as well as a robust and rea-
soned board process, long has been recognized as 
central to the successful defense of a Section 36(b) 
claim.14 What has received less attention, however, is 
the importance of the adviser—in conjunction with 
the board—creating, following, and documenting a 
reasoned advisory fee pricing philosophy. Generally 
speaking, a successful business will have some jus-
tification in mind when setting prices, whether it 
relates to the scope or quality of services provided, 
competition in the marketplace, or some other met-
ric. Recent cases have shown that courts will accord 

significant deference to Independent Trustees’ busi-
ness judgment where the rationale behind the advi-
sory fee charged to the fund can be explained clearly 
by both the adviser and the Trustees.15

For example, the adviser’s expertise in special-
ized asset classes or strategies, experience in invest-
ing in unique or novel strategies, pricing to scale, or 
the fund’s competitive positioning in the market all 
can support a reasoned fee.16 Evidence that the board 
engaged in discussion and analysis regarding the 
advisory fee is important to dispositive motions and 
even at trial. The rationale behind the fee charged 
can be just as informative as fee comparisons show-
ing where the fund’s fee ranks compared to peers. 
Materials (and witness testimony) explaining the 
rationale for why a fee is set at a specific level can 
be particularly persuasive and demonstrate the time 
and attention that was contributed to determining 
a fund’s advisory fee. While earlier cases did not 
devote much attention to this topic, more recent 
cases have recognized not only the importance of a 
logical pricing philosophy but also the importance 
of contemporaneous board materials that explain 
and memorialize this pricing approach.17

Consideration of Benefits to Shareholders 
Other Than Fee Reductions

Recent cases also have recognized repeatedly 
that the Investment Company Act “does not impose 
a duty on the board of directors of a mutual fund to 
negotiate the lowest possible advisory fee as compen-
sation for an investment adviser’s services.”18 While a 
fund’s Independent Trustees should follow a robust 
process and engage with the adviser on the fee that is 
charged, that does not equate with a duty to negoti-
ate a basement-level fee. Indeed, in some instances 
a myopic focus on the lowest possible fee actually 
could harm the fund. For example, a fee could be 
so low that the adviser is unable to invest sufficient 
resources into managing the fund or afford to retain 
sufficiently skilled employees.19

In this regard, some courts recently have rec-
ognized that Independent Trustees can negotiate 
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benefits other than fee reductions that also inure to 
the benefit of fund shareholders. For example, the 
Trustees could require the adviser to make invest-
ments in its portfolio management team or other 
services it renders to the fund in seeking to improve 
those services.20 The concept of negotiating for ben-
efits other than a reduction in the fee is a relatively 
new frontier that traditionally has not been recog-
nized by the courts.21 Highlighting this perspective 
provides an opportunity to show potentially non-
obvious benefits that the board can achieve for the 
fund(s) at issue. In short, a focus solely on fee reduc-
tions, to the exclusion of other benefits that can be 
enjoyed by funds and their shareholders, risks ignor-
ing important work by the board and the adviser.

Aptness of Fee Comparisons
Fee comparisons have been a hot area of dispute 

in recent cases. In Jones, the Supreme Court cau-
tioned that “courts may give such [fee] comparisons 
the weight that they merit in light of the similarities 
and differences between the services that the clients 
in question require, but courts must be wary of inapt 
comparisons.”22 The Supreme Court did not give any 
further specific guidance with regard to what should 
be considered apt or inapt, or what weight should 
be given to such a comparison. Accordingly, there 
has been substantial disagreement among plaintiffs, 
defendants, and the courts over what is an “apt” 
or “inapt” fee comparison. For example, at various 
points, fund management fees have been compared 
to fees paid by separate accounts (also known as sepa-
rately managed accounts), which are portfolios man-
aged by investment advisers and typically utilized by 
institutional investors or wealthy retail investors.23 
Advisory fees also have been compared to subadvi-
sory fees, which are fees paid to a subadviser who 
handles a fund’s investment portfolio but typically 
does not have the expansive duties and obligations 
of an investment adviser who manages and spon-
sors the fund.24 There continues to be a lack of clear 
guidance in this area among the district courts, per-
haps in part due to courts’ lack of familiarity with 

the similarities and differences in managing different 
types of investment vehicles. But as a general matter 
in this recent wave of litigation, courts have found 
fee comparisons to be relevant but not dispositive.25

Courts remain reticent to dismiss arguments 
about fee comparisons prior to trial, often conclud-
ing that to do so would require a premature weigh-
ing of the evidence with regard to the services being 
provided to various different accounts or the amount 
of work those services entail.26 But, as courts gain 
more familiarity with this area of litigation, they 
increasingly have recognized that the services pro-
vided by an adviser to a mutual fund are meaning-
fully different, and greater, than services provided 
to a separate account or as a subadviser to a fund.27 
Mutual funds operate in a highly-regulated space, 
and the adviser must take into account numer-
ous laws and regulations.28 Moreover, the adviser’s 
interactions with and support provided to a fund’s 
board as part of the yearly Section 15(c) process, 
including but not limited to amassing voluminous, 
detailed materials and providing a comprehensive 
presentation to the board, is far more extensive than 
any support provided to the board of a subadvised 
fund. Any similar obligation with respect to subad-
vised funds or separate accounts is far less work.29 
It remains to be seen whether courts will develop 
more comfort with drawing such distinctions at the 
motion to dismiss or summary judgment stages, as 
opposed to after a full presentation of evidence fol-
lowing a costly trial.

Relatedly, there is emerging recognition that 
the risks borne by the adviser for mutual funds are 
different from, and greater than for other types of 
accounts, including:

■	 More complex portfolio management due to 
daily purchase and redemption activity, regula-
tory requirements (for example, restrictions on 
certain security types), and tax considerations;30

■	 Operational risks, such as risk associated with 
calculating a fund’s net asset value (NAV) and 
overseeing third party service providers;31
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■	 Entrepreneurial risk, such as risks associated 
with seeding and sponsoring a new fund;32

■	 Compliance risk, that is, risks assumed by the 
adviser in ensuring that the fund complies with 
applicable rules and regulations;33

■	 Risk to an adviser’s reputation;34 and
■	 Litigation and regulatory risk.35

Among other things, often the adviser is ulti-
mately responsible for all of the advisory and admin-
istrative services provided to the fund, regardless of 
whether those services are provided directly by the 
adviser or by third parties. This responsibility does 
not exist to the same degree when an adviser subad-
vises a third-party fund or advises non-mutual fund 
accounts.

Furthermore, courts have rejected the conten-
tion that an adviser is required to quantify such 
risks to “justify” the fee charged to a mutual fund.36 
Rather, courts have recognized that it generally is not 
possible to quantify the cost or expense of such risks, 
nor is there any legal requirement to do so.37

The Existence of Separate Agreements
Courts also have dealt with cases where a fund 

may have separate agreements for different services 
that are provided by an adviser and separately by an 
affiliate of the adviser or a third party. For example, 
it is not uncommon for a fund to have an investment 
advisory agreement with its investment adviser, 
pursuant to which the fund pays an advisory fee, 
and an administrative agreement with the adviser 
or an affiliate of the adviser, pursuant to which it 
pays an administrative fee. In those circumstances, 
defendants have gotten into potentially avoidable 
squabbles over which services are covered by which 
agreement (and fee).

Plaintiffs in some recent cases have argued that 
various services were provided under the admin-
istrative agreement and therefore cannot “justify” 
the advisory fee. Plaintiffs then argue that the advi-
sory fee is excessive because relatively few services 
are provided under the advisory agreement and 

therefore the services do not justify the fee. These 
arguments largely have made it past the motion to 
dismiss stage.38 At trial, however, defendants gener-
ally have been successful in urging courts to con-
sider the substantive evidence regarding the services 
provided, rather than restricting themselves to the 
plain terms of the agreements. The reality of what 
services are provided by whom ultimately matters 
more than the written terms of the agreements. 
Moreover, courts have found persuasive expansive 
language in the agreements that broadly describes 
what services are provided, rather than reading 
the agreements to delineate every single service 
provided.39

Competition in the Marketplace
Finally, there appears to be an emerging recog-

nition that, despite the Supreme Court’s historical 
concern about captive mutual funds,40 the fact that 
individual investors can “vote with their feet” by 
redeeming their shares does play a role in a Section 
36(b) analysis.41 By the very nature of open-end 
mutual funds, shareholders are able to redeem their 
shares every day. At the end of 2020, there were 
9,027 open-end mutual funds offered for sale in the 
United States by 804 fund sponsors.42 Although an 
individual fund may not easily change its adviser, 
investors can easily move their investment to a dif-
ferent fund. As a result, there is significant compe-
tition for shareholder investments in the mutual 
fund industry.43 Indeed, in at least some cases, sur-
vivorship statistics indicate that comparatively few 
mutual funds survive over time, perhaps as a result 
of this fact.44

Relatedly, courts have considered the economic 
reality that fund shareholders are, in practice, the 
parties that would be harmed by an excessive fee, 
because they are the ones who indirectly pay the 
fee, in the sense that fees paid by a fund reduce 
the fund’s assets and consume money that oth-
erwise could be invested on behalf of the fund.45 
Accordingly, there is growing understanding that, 
as a matter of economic common sense, the focus 
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of an excessive fee inquiry should be the sharehold-
ers rather than the relationship between the fund 
and its adviser.

Summary
With more than a dozen reported decisions cov-

ering many previously unsettled issues within the 
Section 36(b) jurisprudence, advisers, Trustees, and 
the asset management industry more broadly would 
be well served to consider the lessons that have come 
out of these decisions to further strengthen their 
structures and processes. Proactive consideration of 
such takeaways now may give guidance to potential 
Section 36(b) landmines to avoid in the future.

Mr. Kotler, Ms. Johnson, and Mr. Rose 
are partners; Ms. Wigglesworth, and Mr. 
Roberson are associates at Dechert LLP.
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