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ABSTRACT On 30 March 2010 the Supreme Court decided Jones v. Harris Associates L.P. It has
unanimously remanded the case to the lower court with directions concerning mutual fund advisers’
fees. The Court rejected the lower court’s holding that shareholders should do their due diligence.
It held that the funds’ boards of directors should negotiate the advisory fees, pursuant to Section
36(b) of the Investment Company Act, and should collect the information necessary to do so,
following a 30-year precedent of the Gartenberg case. The Supreme Court suggested a somewhat
broader inquiry by the board of directors. The fees must be the result of negotiation between the
board and adviser.
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THE SUPREME COURT HAS
SPOKEN

On 30 March 2010, the United States Supreme
Court entered a unanimous decision in the case
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of Jones v. Harris Associates L.P. (2010), discussed
in my article Mutual Fund Advisers’ Fees and
Executive Compensation (Frankel, 2010). As men-
tioned in my previous article (Frankel, 2010),
the majority opinion of the Seventh Circuit
interpreted fiduciary relationships between the
mutual funds (and indirectly their shareholders),
on the one hand, and the advisers that manage
the funds, on the other, as contract relationships,
subject to the investment managers’ duty to
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disclose certain facts to their shareholders. The
Seventh Circuit Court held that in light of the
thousands of funds and the competition among
them, the advisers’ fees should be determined
by the investors and the markets. This process
is different from the process envisioned in
the Investment Company Act of 1940 under
which the advisers have a fiduciary duty to
avoid excessive fees.

THE SUPREME COURT
DISAGREES WITH THE
MAJORITY DECISION OF THE
SEVENTH CIRCUIT

In contrast to the Seventh Circuit characteri-
zation of fiduciary relationships as agreements
with the investors, subject to disclosure, the
Supreme Court viewed fiduciary duties as
imposed on the advisers towards the funds and
their investors. ‘Under the [Investment Com-
pany]| Act, scrutiny of investment adviser com-
pensation by a fully informed mutual fund board
is the “cornerstone of the ... effort to control
conflicts of interest within mutual funds™’
The Court noted that three decades of inter-
pretation of Section 36(b) of the Investment
Company Act (15 U.S.C.. §80a-35, 20006)
require the funds’ directors to evaluate relevant
information and determine what advisory fees
and expenses are not excessive (Jones, 2010,
pp. 22-23).!

THE SUPREME COURT
APPROVED THE GUIDELINES
FOR THE DIRECTORS THAT

THE SECOND CIRCUIT HAS
ESTABLISHED AND THAT
OTHER COURTS HAVE
FOLLOWED FOR DECADES
(Jones, 2010, pp. 15-17). The Supreme
Court held that even though ‘[tJhe meaning
of §36(b)’s reference to “a fiduciary duty
with respect to the receipt of compensation
for services is hardly pellucid” [the Court|
conclude[d] that the [Second Circuit’s deci-
sion] was correct in its basic formulation of
what §36(b) requires: to face liability under

§36(b), an investment adviser must charge 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’ (Jones, 2010).2

THE SUPREME COURT
ENUNCIATES SOME SUBTLE
CHANGES IN GUIDING

THE DIRECTORS

Rather than rigidly or almost automatically
tollowing comparisons with the fees and
expenses charged by advisers to similar funds,
the Supreme Court emphasized a more flexible
process. A mutual fund board may, and indeed
perhaps should, compare the fees charged to
pension funds and large institutions for the same
services to those charged to the aggregate of
small investors represented by the boards. Simi-
larly, following the fees charged to similar funds
may not be satisfactory if the followed funds,
though similar, have other dissimilar features
(Jones, 2010, pp. 25-26).% Therefore, although
the courts are unlikely to overrule the amount
of fees and expenses that the boards would
agree on, the courts should guide the boards
in their considerations and processes following
the Supreme Court’s suggestion.

THE SUPREME COURT
REITERATES THE LEVEL OF
JUDICIAL INTERFERENCE
ON THE ISSUE

This level is low and its guide is fairly specific.
Courts should interfere in the decisions of the
directors only when the amounts upon which
the boards agreed could not have reasonably
been reached through arm’s length bargaining.
(Jones, 2010, pp. 18-19). The term ‘bargaining’
used by the Supreme Court sets forth both the
process in which fund directors engage with the
advisers and the point at which courts should
interfere in the outcome of the directors’ deci-
sion. Judicial interference in the directors’ process
can be expansive. Interference in the amounts of
fees and expenses to which the directors agreed
is fairly restricted.
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HOW WOULD THE

SUPREME COURT’S
DECISION AFFECT OTHER
POSSIBLE DISAGREEMENTS
CONCERNING MANAGEMENT
COMPENSATION?

First, it seems that the Court would strictly
follow any statutory provisions that deal with
such fees. For example, corporations that
received support from the government during
the recent financial crisis might be subject to
the courts’ close following of, and attention
to, the statutory provisions that deal with the
fees. Second, when the fees of fiduciaries are
involved, and when the fiduciaries have a
significant influence on the investors’ repre-
sentatives, it is highly unlikely that the Court
will shift the duty of negotiating with man-
agement to the shareholders and send them to
the market. It is more likely that the Court
would continue to focus on the process by
which the corporate directors represent the
shareholders’ interests in approving the man-
agements’ compensation. After all, the current
process in business corporations is not fun-
damentally different from that of the process
relating to advisory fees. However, the Court’s
emphasis might change the boards’ process and
the kind and source of the information they
gather to achieve and demonstrate an arm’s
length negotiation.

NOTES

1 The opinion quotes Burks (1979).

2 The opinion quotes 15 U.S.C. §80a-35(b).

3 The unanimous Court wrote that ‘\[W]e do
not think that there can be any categorical
rule regarding the comparisons of the fees
charged different types of clients. Instead,
courts may give such comparisons the
weight that they merit in light of the simi-
larities and differences between the services
that the clients in question require, but
courts must be wary of inapt comparisons.
As the panel below noted, there may be
significant differences between the services
provided by an investment adviser to a
mutual fund and those it provides to a
pension fund which are attributable to the
greater frequency of shareholder redemp-
tions in a mutual fund, the higher turnover
of mutual fund assets, the more burdensome
regulatory and legal obligations, and higher
marketing costs’ (citations omitted).
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