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 When a Fund is Sued: 
An Independent Director’s Guide 

to Fund Litigation—Part 2  
 by Robert W. Helm, William K. Dodds, David M. Geffen and Jeanette Wingler 

 T
his article explains what funds’ independent directors should know 

about fund litigation. Part 1 appeared in the July 2010 issue of  The 

Investment Lawyer , where the authors described the most-common 

types of claims against funds and the roles that independent direc-

tors play when these claims are asserted. The authors then described the differences 

between direct lawsuits against a fund and derivative lawsuits brought on behalf  of a 

fund. Finally, in Part 1 of this article, the authors described how independent direc-

tors can form a special litigation committee with respect to a proposed lawsuit to 

recommend whether the fund should pursue the lawsuit and the possible benefits that 

can flow from such a committee.  

 Here, in Part 2, the authors describe the 
attorney-client privilege and when the privilege 
applies to protect the confidentiality of com-
munications between an attorney and a client 
in the context of litigation against a fund. 
The authors then discuss the  common interest 
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doctrine, which permits parties to a lawsuit to 
share privileged information without losing 
the confidentiality protection of the attor-
ney-client privilege. The authors next cover 
the related topics of insurance and indemni-
fication in the context of directors and fund 
 litigation. Finally, the authors  discuss payment 
of the settlement costs in fund litigation.  

 Attorney-Client Privilege 
in Fund Litigation 

  What is the Privilege?  

 The attorney-client privilege is a legal rule 
of evidence that protects the confidentiality 
of communications between an attorney and 
a client. 1    The privilege is one of the strongest 
privileges available under law. 2    Generally, in 

a lawsuit, the attorney-client privilege entitles 
a party to withhold from production to the 
other party confidential communications that 
seek or reflect legal advice.  

 The attorney-client privilege requires at 
least four elements: (1) a communication; 
(2) with an attorney or his or her subordinate; 
(3) in confidence; (4) for the primary purpose 
of securing an opinion of law, legal services or 
assistance in a legal proceeding. 3    

 As a matter of procedure, the party invoking 
the attorney-client privilege bears the burden 
of persuasion. If disputed, the judge will deter-
mine whether a communication is privileged. 

 Availability of the 
Attorney-Client Privilege 

 The independent directors, interested direc-
tors, fund, Special Litigation Committee 
(SLC) or adviser may hire counsel to assist 
in fulfillment of their respective duties. If  the 
requisite elements are met, the attorney-client 
privilege may be asserted by the independent 
directors, interested directors, fund, SLC or 
adviser to protect communications with their 
respective counsel. However, because one law 
firm may represent multiple parties, the ability 
to assert the attorney-client privilege may turn 
on the issue of who is the client with respect to 
a particular communication.  

 As a general matter, to the extent that 
any board materials or communications with 
one’s counsel meet the requisite four ele-
ments, the fund or board may assert the privi-
lege against outsiders, including the adviser. 
Communications between the board and coun-
sel to the adviser generally are not privileged 
unless, as described below, they are subject to 
the common interest/joint defense exception. 

 Members of a board of directors normally 
cannot assert privilege against each other. 4    
Nevertheless, a SLC, created to investigate, 
review and analyze the facts and circumstanc-
es surrounding a derivative demand letter, and 
its retained counsel have a privilege that may 
be asserted even against the board. 5    A SLC 
may waive that privilege, however, by sharing 
privileged documents and legal advice with the 
full board, if  the interests of the SLC and one 
or more members of the board (for example ,  
management directors) are adverse. 6    
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 For documents prepared by an adviser’s 
inside or outside counsel, where the adviser 
is the client and the documents were not pro-
duced to the board or any other third party, 
the adviser should be able to assert a claim 
of  privilege against the board and against the 
SLC, as the adviser controls the privilege. 7    
The adviser may waive the privilege if  the 
adviser shares the documents with an adverse 
party.  

 Although disclosure of  a communication 
to  third parties  generally acts as a waiver of 
privilege, no case law suggests that storage of 
privileged documents with an affiliated third-
party would sever any applicable privilege, 
provided the documents are kept confiden-
tial. 8    This is important to funds because a 
fund usually maintains documents with its 
adviser or affiliates of  the adviser. 

 Whether the attorney-client privilege may 
be asserted to protect draft Securities and 
Exchange Commission (SEC) filings varies by 
jurisdiction. Case law from the US Court of 
Appeals for the First Circuit, which includes 
Massachusetts, suggests that draft public fil-
ings may not be privileged against any party. 9    
Other jurisdictions, including Maryland, find 
privilege waived as to the entire draft doc-
ument. 10    Other courts consider the privi-
lege waived only to those portions of draft 
documents actually disclosed. 11    If  there is 
a privilege as to the draft SEC filings, the 
SEC’s Standards of  Professional Conduct 
for Attorneys suggests that the privilege can 
only be asserted by the board, rather than 
the adviser, since the filings are those of the 
fund. 12    

 Section 4 of  the SEC’s Enforcement 
Manual directs the SEC Staff  that it “should 
not ask a party to waive the attorney-client 
or work product privileges and is directed not 
to do so.” 13    The Enforcement Manual states 
that “[t]he Enforcement Division’s central 
concern is whether the party has disclosed all 
relevant facts within the party’s knowledge 
that are responsive to the [S]taff ’s informa-
tion requests, and not whether a party has 
elected to assert or waive a privilege.” 14    The 
SEC will often take a party’s cooperation 
into account in resolving an investigation or 
determining what sanctions, if  any, should 
apply. The withholding of  information on the 

basis of  legal privilege may affect the SEC’s 
judgment as to the extent of  cooperation 
afforded. 

 Finally, the following are practical consid-
erations for independent directors concerning 
the attorney-client privilege: 

1.    All parties should structure meetings 
and communications in a manner that 
is designed to maximize protection. For 
example, at a meeting with an attorney 
at which legal advice is requested and 
provided, persons who do not have a need 
to participate in the meeting ordinarily 
should not be present. This will prevent 
subsequent claims that the communica-
tion was not intended to be privileged or 
that the privilege was waived.  

2.   Minutes of meetings may lose their privi-
leged status. For example, if  an attorney 
notifies an adviser of a material compli-
ance violation involving a fund, the advis-
er or the chief compliance officer will have 
an obligation to disclose that violation to 
the fund’s directors. The disclosure of the 
minutes to an adverse party, such as the 
SEC Staff  during the course of a Staff  
investigation, may result in the waiver of 
privilege.   

3.   Because notes taken during a meeting may 
be discoverable, consider whether taking 
notes or retaining the notes is appropriate.   

4.   When appropriate, limit minutes of meet-
ings held in executive session to topical 
descriptions.   

5.   Communications should be kept confiden-
tial. To satisfy one of the four basic ele-
ments required to establish the existence 
of  the attorney-client privilege, clients 
should make reasonable attempts to keep 
communications confidential.   

6.   Independent directors should consider 
asking  their counsel  to retain independent 
experts to conduct investigations request-
ed by the directors, and request that the 
reports be delivered to such counsel. Doing 
so may protect the reports themselves 
as confidential attorney work product if  
undertaken in contemplation of possible 
litigation, while the communication by 
counsel of the results of the investigation 
would remain privileged.   
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 The Common Interest Doctrine 
and the Attorney-Client Privilege 

 The common interest doctrine, also known 
as the joint defense privilege, is a rule of evi-
dence that permits parties to share privileged 
information without a waiver of confiden-
tiality protections where they have common 
interests in defending against a pending or 
anticipated proceeding. 15    The doctrine is an 
exception to the rule that no attorney-client 
privilege attaches to communications between 
a client and an attorney in the presence of a 
third person. 16    

 The recognition of, and the test for, the 
joint-defense privilege, as with all testimo-
nial privileges, varies by jurisdiction. Under the 
most commonly accepted interpretation of the 
joint-defense privilege, in order for the privilege 
to apply, the party asserting the privilege must 
show that: (1) the communication was made 
in the course of a joint defense effort; 17    (2) the 
statements were designed to further the effort; 
and (3) the privilege has not been waived. 18    

 In general, communications between a fund’s 
directors and the fund’s adviser where there is 
a common interest/joint defense, should be 
deemed to be privileged against third parties. 
In order for two clients to have a common 
interest in a matter, their interests  arguably 
 need not be identical. 19    However, the requisite 
nature of the interest varies by jurisdiction. 
Certain jurisdictions require that the nature 
of the interest be “identical, not similar, and 
be legal, not solely commercial.” 20    Other juris-
dictions have a less strict approach and require 
that the interests be similar, not identical. 21    

 When the attorney-client privilege applies 
in a common-interest scenario, the privilege 
cannot be waived without the consent of all 
the parties, and the voluntary disclosure by 
one party does not waive the privilege with 
respect to other parties. 22    If  the parties sharing 
a common interest are subsequently engaged 
in litigation against one another, the privilege 
may no longer apply. 23    

 Not all communications between a fund’s 
directors and the adviser will be subject to pro-
tection under the common interest doctrine. 
Where the interests of the fund and those of 
the adviser diverge, such as with respect to 
adviser fees, communications involving their 

respective counsel likely will not be privi-
leged. 

 Where applicable, independent directors 
should consult counsel regarding the advis-
ability of entering into a joint defense agree-
ment. While a joint defense agreement is not 
required to assert the privilege, an agreement 
may be evidence of the existence of con-
fidential communications protected by the 
attorney-client privilege. 24    More generally, 
independent directors should consult coun-
sel to understand fully the requirements for 
asserting the common interest doctrine in the 
relevant jurisdiction. 

 Insurance and Indemnifi cation 

 Insurance 

 Funds normally purchase directors’ and 
officers’ liability insurance policies (commonly 
called D&O policies), which indemnify their 
directors and officers for claims made  against 
them  for their designated acts, errors or omis-
sions. Funds also normally purchase “errors 
and omissions” insurance (commonly called 
E&O policies), which typically covers the fund 
for claims made  against the fund  for desig-
nated acts, errors or omissions by the fund or 
its representatives (for example, its directors 
and officers). Both forms of insurance pro-
tect against losses resulting from claims made 
against an insured for a wrongful act, includ-
ing any actual or alleged error, misstatement, 
misleading statement, act, omission, neglect or 
breach of duty.  

 With their adviser and its affiliates, funds 
frequently acquire D&O polices and E&O 
policies on a joint basis due to the cost sav-
ings derived (greater coverage and/or savings 
on premiums). 25    A joint policy, however, also 
gives rise to the risk that one or more insured 
parties will exhaust the coverage of the insur-
ance. This risk exists because joint D&O/E&O 
policies provide for an “aggregate” amount 
of coverage, and each payment on the policy 
therefore reduces the amount available for 
other joint-insureds. Ordinarily, this is more of 
a concern for directors because claims against 
the adviser and/or the fund are more likely to 
exhaust the relevant coverage limits.  
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 Boards can mitigate the problem of reach-
ing the policy maximum by entering into an 
agreement with the other insured parties that 
allocates coverage if  the maximum is reached. 
For example, the allocation agreement could 
provide for a minimum coverage for each 
insured and, thereafter, the independent direc-
tors and the funds shall be indemnified fully 
before the adviser or its affiliates are permitted 
to recover any additional amount. Some D&O 
policies have separate or additional coverage 
for independent directors that will be available 
even if  other coverage is not available due to 
exhaustion or exclusions. 

 Generally, the scope of coverage is a matter 
of negotiation and, of course, the premiums 
to be charged. Common issues for negotiation 
include, but are not limited to, exclusions from 
coverage, the definition of “claim” and the 
definition of “loss.”  

 D&O policies and E&O policies contain 
certain exclusions from coverage. 26    D&O poli-
cies and E&O policies typically contain an 
exclusion for improper profit or fraudulent 
or dishonest conduct. Importantly for direc-
tors, pursuant to Rule 17d-1(d)(7) under the 
Investment Company Act of 1940 (ICA), joint 
D&O/E&O polices may “not exclude coverage 
for  bona fide  claims made against any direc-
tor who is not an interested person of the 
 investment company, or against the investment 
company if  it is a co-defendant in the claim 
with the disinterested director, by another per-
son insured under the joint liability insurance 
policy.” 

 A threshold issue in determining coverage 
is what constitutes a covered “claim.” Some 
D&O policies define claim broadly to include 
formal lawsuits and administrative proceed-
ings, as well as investigations. Under these 
policies, insurers may request that an insured 
person demonstrate that it is the target of an 
investigation and has not merely received a 
general request for information. On the other 
hand, some D&O policies define claim to mean 
a written demand seeking monetary damages, 
which insurers interpret not to include inves-
tigations, or place dollar limits on claims for 
investigation costs.  

 While D&O policies typically cover “loss” 
resulting from certain claims against an 
insured, the definition of loss varies by policy. 

A D&O policy may exclude fines or penalties 
from the definition of loss. In addition, D&O 
policies ordinarily have retention provisions 
(similar to a deductible), limiting the coverage 
to amounts above a certain amount that the 
insureds must pay first.  

 D&O policies are generally “claims-made” 
policies, meaning that claims must be made 
during the policy period unless, and to the 
extent, an “extended reporting period” applies. 
An insured may pay an additional premium 
for the extended reporting period, which gen-
erally allows the insured to extend the policy 
period for some period of time. However, the 
act for which the insured person seeks cover-
age must have taken place during the original 
policy period.  

 D&O policies ordinarily state that an 
insured person shall not admit liability, con-
sent to any judgment, agree to any settlement 
or make any settlement offer without the 
insurer’s written consent. Because certain 
D&O policies are not clear as to whether the 
insurer is required to advance attorneys’ fees 
and costs, litigation and disputes have arisen 
regarding the requirement to advance the fees 
and expenses. 27    D&O policies may require 
the insured person to obtain the insurer’s 
consent prior to incurring “defense costs,” 
the definition of  which will vary by policy. 
On the other hand, D&O  policies may limit 
defense costs to “reasonable” defense costs 
and require the cooperation, but not consent, 
of  the parties. D&O policies generally provide 
that the insurer may not unreasonably with-
hold consent. 

 A D&O policy may not afford coverage 
to all persons associated with a mutual fund 
complex. Coverage disputes may arise as to 
how to allocate defense costs, settlements or 
judgments among the parties. D&O policies 
typically require that the parties agree to use 
their best efforts to determine a fair and prop-
er allocation of all amounts to be allocated. 

 Indemnifi cation  

 Depending on applicable state law and the 
fund’s governing documents, indemnification 
may allow directors to be reimbursed from 
fund assets 28    for liabilities (including legal 
expenses) incurred by them as defendants and 
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witnesses in fund-related civil litigation. As 
with D&O insurance, indemnification typi-
cally allows directors to receive advances to 
cover their legal and associated expenses. 

 Under state indemnification statutes, funds 
are typically  required  to indemnify directors 
in certain circumstances, and are  permitted  
to indemnify fund directors in other circum-
stances. While there are variations by state, 
state laws commonly provide, for a director 
who has been fully exonerated, mandatory 
indemnification of the director for legal fees 
and expenses the director incurred. 29    State law 
also commonly permits, but does not require, 
a corporation or business trust to include 
 provisions in its organic documents of organi-
zation, which provide for director indemnifica-
tion of defense costs and of amounts paid in 
judgment or settlement, provided the director 
acted in good faith. State law may provide 
one or more procedures for a fund to make 
a determination regarding whether director 
indemnity is proper. On the other hand, state 
law commonly does not permit a director to 
be indemnified for costs arising from con-
duct that involves bad faith, willful malfea-
sance, or reckless disregard of duty or that 
resulted from active or deliberate dishonesty 
or improper personal benefit or, in a criminal 
proceeding, when the director knew or had 
reasonable basis to know that his conduct was 
unlawful. 30    

 Provisions in fund governing documents 
typically grant directors the broadest indemni-
fication rights available under applicable law. 31    
Directors’ indemnification rights are con-
strained by, among other things, the securities 
laws and SEC Staff  interpretations. Section 
17(h) of the ICA prohibits indemnification 
of a fund director where the director engaged 
in disabling conduct, which includes willful 
malfeasance, bad faith, gross negligence or 
reckless disregard of the duties involved in the 
conduct of office. 32    Courts and the SEC have 
also generally taken the position that indemni-
fication against liabilities under the Securities 
Act of 1933 is contrary to public policy and, 
therefore, unenforceable. 33    In addition, the 
SEC has placed limits on the circumstances 
under which a fund may advance an officer 
or director’s defense costs. 34    Section 17(i) of 
the ICA similarly prohibits indemnification 

of a fund  adviser  where the adviser engaged 
in disabling conduct, which includes willful 
malfeasance, bad faith, gross negligence or 
reckless disregard of the adviser’s duties under 
a fund advisory contract. 35    

 Payment of Settlement Costs 

 Due to a number of factors, such as the cost 
of litigation or the desire to avoid a protracted 
legal battle, the majority of fund lawsuits that 
are not dismissed are resolved by a settlement. 
Generally, when a settlement is reached, it 
will be submitted for approval to the court in 
which the lawsuit is pending. Any settlement 
or compromise in a class action 36    or share-
holder derivative action settlement 37    requires 
court approval.  

 Procedures for a proposed settlement, vol-
untary dismissal or compromise in a class 
action include the following: (i) the court must 
direct notice in a reasonable manner to all 
class members who would be bound by the 
proposal; (ii) if  the proposal would bind class 
members, as is ordinarily the case, the court 
may approve it only after a hearing and on 
finding that it is fair, reasonable and adequate; 
(iii) the parties seeking approval must file a 
statement identifying any agreement made in 
connection with the proposal; (iv) if  the class 
action was previously certified, the court may 
refuse to approve a settlement unless it affords 
a new opportunity to request exclusion to 
individual class members who had an earlier 
opportunity to request exclusion but did not 
do so; and (v) any class member may object 
to the proposal if  it requires court approval, 
the objection may be withdrawn only with the 
court’s approval. 38    Notice of the settlement, 
voluntary dismissal or compromise in a share-
holder derivative action “must be given to 
shareholders or members in the manner that 
the court orders.” 39    

 Some, if  not all, of a director’s costs associ-
ated with a settlement will typically be cov-
ered by insurance and/or indemnification. 
The extent of coverage will vary based on 
a number of factors, such as the director’s 
actions, the facts of the specific situation or 
the provisions of the relevant D&O policy. 
Because D&O policies typically require the 
consent of the insurance provider prior to 
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entering into a settlement, it is important to 
communicate all details of and issues related 
to a settlement with the insurance provider. 
In addition, because insurance policies may 
exclude coverage for fines and penalties, an 
insured person will want to consider carefully 
how to structure any settlement to ensure that 
any monetary payments fall within the D&O 
policy’s definition of loss. 

 If  insurance coverage is exhausted or 
unavailable, the SEC’s guidance is to the effect 
that any arrangement providing for the shar-
ing of settlement costs, including litigation 
expenses, between a fund and an affiliate con-
stitutes a joint transaction within the meaning 
of Rule 17d-1 under the ICA. Thus, in vari-
ous no-action letter requests, the SEC Staff  
declined to provide relief  to permit funds to 
share settlement and litigation expenses with 
an affiliate and indicated that the applicants 
must obtain exemptive relief. 40    Accordingly, 
funds and their affiliates have obtained such 
exemptive relief. 41    

 With respect to regulatory actions, certain 
additional considerations regarding settle-
ments are relevant. Importantly, the SEC 
will not enter into any settlement involving a 
fine or penalty in which the fine or penalty is 
paid by insurance or other form of indemnity. 
Typically, in regulatory actions, if  the court 
approves the settlement, it issues a consent or 
decree, which is “to be construed for enforce-
ment purposes basically as a contract.” 42    

 Conclusion 
 Beginning in 2003, the industry saw the 

beginning of several highly publicized regula-
tory investigations concerning market timing 
and improper revenue sharing arrangements. 
Scores of  lawsuits were instigated against 
advisers, distributors, funds, and, in some 
cases, a fund’s independent directors. While 
independent directors were named defendants 
in prior lawsuits, the scope of litigation that 
followed 2003 was without precedent in terms 
of the number of lawsuits and the number 
of  those suits naming directors as defen-
dants. Both parts of this article describe what 
funds’ independent directors should know 
about fund litigation and how that litigation 
can affect them.  
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