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 Enhancing the Investment Advisory 

Contract Review Process Can Mitigate Recent 

Increased Litigation and Enforcement Risk 

of Sub-Advised Funds 

 By Koji Felton 

   The US Securities and Exchange Commission (SEC) Staff  has made it clear that it 

intends to focus its examination and enforcement efforts on mutual fund fees and 

expenses as part of a new mutual fund fee initiative, and it has rolled out new analyt-

ics designed to help it identify outlier funds for further investigation. 1    At the same 

time, the plaintiffs’ class action bar is pursuing a new theory of liability against sponsors of sub-

advised funds, alleging that they receive a disproportionately large portion of the investment advisory 

fee while the sub-adviser purportedly does most of the work. 2    In light of these developments, mutual 

fund boards and management companies should review and consider ways to enhance their invest-

ment advisory contract approval process pursuant to Section 15(c) of the Investment Company Act 

of 1940, as amended (the Act). This article will review these recent developments and discuss strate-

gies to enhance the Section 15(c) process. 

 Mr. Felton is Counsel in the San Francisco office of 
Dechert LLP. 
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 Recent Litigation Focus 
on Sub-Advised Funds 

 Both the SEC and private plaintiffs’ bar 
have focused recently on sub-advised fund fees. 
The SEC brought an enforcement action last 
year against an investment adviser that hired a 
sub-adviser to help it manage a Malaysian sec-
tor fund. 3    The Malaysian-based sub-adviser 
was supposed to provide various manage-
ment and research services to the adviser. The 
SEC alleged that the adviser represented to 
the board that the sub-adviser was providing 
services to the fund and recommended that 
the board approve the sub-advisory contract, 
even though the sub-adviser provided no real 
services to the fund. The fund continued to 
pay the sub-adviser based on the adviser’s rec-
ommendations for a period of 11 years. The 
SEC’s enforcement action alleged violations 
of Section 15(c) and other provisions, but not 
Section 36(b). 

 While this case involved unusual facts, it 
received widespread attention as the SEC’s 
first salvo in its much publicized mutual fund 
fee initiative. The SEC’s strategy of focusing 
on a deficiency in the contract renewal pro-
cess (a misrepresentation to the board by the 
adviser) may present a blueprint for its future 
efforts in this area. By suing to enforce the 
procedural and disclosure requirements under 
Section 15(c), the SEC may avoid the heavy 
evidentiary burden required in Section 36(b) 
actions under the  Gartenberg  4    standard and 
significantly improve its chances of success in 
litigation. 

 The SEC has brought only two cases 
under Section 36(b) since its enactment by 
Congress in 1970, and both cases occurred 
over thirty years ago. One of  the two cases 
involved a sub-advised fund in which the 
investment adviser allegedly paid the sub-
adviser approximately six percent of  the 
investment advisory fee, while keeping 
approximately 94 percent of  the investment 
advisory fee for itself. 5    The SEC alleged that 
the fee was excessive in light of  the fact that 
the sub-adviser performed most of  the advi-
sory services provided to the fund. Given the 
growth in popularity of  sub-advised fund 
structures since the  American Birthright 
Trust  case, it would not be surprising if  the 

SEC were to renew its enforcement efforts 
in this area as it prosecutes its mutual fund 
fee initiative. In some of  the recently filed 
class actions, plaintiffs have alleged fee splits 
between the investment adviser and sub-
adviser that, while not as favorable to the 
adviser as those in the  American Birthright 
Trust  case, were weighted in favor of  the 
adviser. 

 Case law suggests that if  the SEC can find 
deficiencies in the 15(c) process that under-
mine the ability of  the board to properly 
evaluate the advisory contract, courts may be 
less inclined to defer to the business judgment 
of  the mutual fund board. 6    Still, recent cases 
have held that a process deficiency by itself  
would not give rise to liability under Section 
36(b), absent an excessive fee. 7    A fact pattern 
combining a process deficiency with “outlier” 
fees may thus present the most attractive case 
to bring from an SEC enforcement perspec-
tive. 

 The SEC is not constrained by the same 
economic forces that drive the litigation strat-
egies of  private plaintiffs’ firms. It can bring 
cases against smaller mutual funds and fund 
families that the plaintiffs’ bar has been 
reluctant to pursue because of  the relatively 
small potential recovery. Unlike the private 
plaintiffs’ bar, the SEC through its examina-
tion power has the capability to assess the 
adequacy of  a potential defendant’s 15(c) 
process, and thus the strength of  its case, 
before it even files a complaint. The SEC 
may thus be better positioned to focus on 
fees of  smaller funds that have previously 
avoided scrutiny by the private plaintiffs’ bar. 
A recent academic study has suggested that 
regulators should focus more on smaller fund 
families for this very reason, and because in 
the author’s view, smaller fund families have 
disproportionately higher fees than larger 
fund families, even though the latter are far 
more likely to be sued under Section 36(b). 8    
Smaller fund families may therefore be at 
higher risk now than ever before. 

 Some boards of  sub-advised funds may 
assess the reasonableness of  the investment 
advisory fee from the standpoint of  the total 
package of  services provided to the fund, 
without giving much consideration to the fee 
split between the adviser and sub-adviser. 
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Under this approach, board approval turns 
on the reasonableness of  the overall invest-
ment advisory fee in light of  all of  the ser-
vices provided to the fund. It is not clear 
whether, as a legal matter, a board is required 
to devote attention to the question of  the 
reasonableness of  the fee split between the 
adviser and sub-adviser, which is a matter 
negotiated at arms’ length between two par-
ties to whom the board owes no duty. The 
language of  Section 36(b), while broad, pro-
vides no definitive answer. 9    Plaintiffs or the 
SEC may argue that Section 36(b) imposes 
liability on an investment adviser that retains 
an outsize portion of  the fee and performs 
insufficient services to justify that fee, even 
when the overall fee paid by the fund is rea-
sonable in light of  all of  the services rendered 
by the adviser and sub-adviser together. 
Although no court we are aware of  has inter-
preted Section 36(b) in this manner, it is pos-
sible that one might in the future. 

 Plaintiffs often combine their allegations 
of an excessive fee split between the adviser 
and sub-adviser with allegations that the over-
all fee itself  was disproportionately large, or 
that the portion of the fee retained by the 
adviser was excessive because it was the result 
of economies of scale that should have been 
passed along to the shareholders. In order to 
avoid putting a court in the position of hav-
ing to decide this legal issue, advisers should 
structure their 15(c) presentations to disprove 
the plaintiffs’ primary factual premise: that the 
investment adviser performs little or no ser-
vices in connection with the fee that it receives. 

 Investment advisers in fact perform a vari-
ety of functions in the course of oversee-
ing sub-advisers. These services may include 
researching and selecting the sub-advisers; 
performing due diligence on the sub-advisers 
from an investment process, operational and 
compliance perspective; portfolio construc-
tion (that is, combining multiple sub-advisers, 
and allocating fund assets among them, in 
a manner designed to serve fund investment 
objectives); monitoring their ongoing perfor-
mance; ensuring compliance with the invest-
ment objectives of the fund and consistency 
with the funds’ disclosures; oversight of third 
party service providers; and reporting to the 
fund board, to name a few. If  the investment 

advisory contract does not clearly delineate 
the responsibilities of the investment adviser, 
however, an adviser that finds itself  in litiga-
tion under Section 36(b) may be left with 
an ambiguous record. If  the description of 
services to be performed under the advisory 
contract is brief  or vague, and does not reflect 
the reality of the work being performed by 
the adviser, the adviser should consider ways 
it can clarify the work it performs pursuant to 
its advisory contract. 

 There are several ways to improve the 
record when an investment advisory contract 
does not clearly delineate the responsibilities 
of  adviser and sub-adviser. One way would 
be for management to clearly specify (for 
example, in the Section 15(c) meeting board 
materials) for the board the various services it 
actually performs for the funds, and differen-
tiate these services from those performed by 
the sub-adviser. Another approach would be 
to amend the investment advisory agreement 
to specify the responsibilities of  the invest-
ment adviser. Before undertaking such an 
amendment, however, it would be necessary to 
determine whether the amendment would be 
material and require a shareholder vote under 
Section 15(a). The SEC has distinguished 
amendments that involve an actual realloca-
tion of  functions as between the adviser and 
sub-adviser from other amendments which it 
has deemed to be non-material, such as a real-
location of fees between an adviser and sub-
adviser where the overall investment advisory 
fee paid by shareholders does not increase. 10    

 Enhancing the Contract 
Approval Process 

 Management and boards should con-
sider ways that they can improve upon their 
process and address some of  the concerns 
raised by the SEC and plaintiffs’ bar about 
mutual fund fees in general and sub-advised 
fund fees in particular. The need for process 
improvements will vary from one fund group 
to another, and the suggestions discussed 
below will not be applicable to all fund 
groups. The case law under Section 36(b) and 
SEC disclosure rules in this area provide a 
framework for considering how to improve 
the 15(c) process. 
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 Care and Conscientiousness of the Board 

 Both  Gartenberg  and  Jones v. Harris  
focused on the role of the board, the care 
and conscientiousness with which the direc-
tors approached the contract review process, 
and their independence. 11    Section 36(b) itself  
states that in any action brought under that 
section, “approval by the board of directors 
of such investment company of such com-
pensation or payments … shall be given such 
consideration as is deemed appropriate under 
all the circumstances.” 12    Courts and the SEC 
are most likely to defer to the business judg-
ment of boards where the record demonstrates 
that a thorough review process took place, 
the board reviewed all of the information 
necessary to evaluate the investment advisory 
contract, and the board asked relevant ques-
tions and received meaningful responses from 
management. 

 In  Jones v. Harris , the court suggested 
that the degree of deference given by courts 
to board approval of  the investment advi-
sory contract will vary depending on the 
circumstances of  a given case. 13    The Ninth 
Circuit applied this concept of  a “sliding 
scale” of judicial deference in litigation under 
Section 36(b) in  Jelinek v. Capital Research 
and Management Co . 14    The court noted that 
the district court had appropriately given 
the directors’ approval “less deference than 
it would have given if  they had diligently 
performed their ‘watchdog’ role.” 15    It also 
agreed with the district court that the lack 
of conscientiousness was “not sufficient to 
rebut the substantial evidence that overall the 
conduct of  the directors met the  Gartenberg  
standard[.]” 16    

 Section 15(c) places an affirmative obliga-
tion on the part of the board to request and 
evaluate such information as may reasonably 
be necessary to evaluate the terms of the 
investment advisory contract and requires that 
the investment adviser furnish such informa-
tion to the board. 17    Boards typically fulfill 
their obligation in a written request prepared 
by board or fund counsel addressed to the 
management company. Boards should review 
this letter with counsel to make sure that their 
request is well-crafted to capture all of the 
relevant information based on each fund’s 

particular circumstances. Boards and counsel 
should update the request to reflect develop-
ments during the year, including any perfor-
mance, compliance or asset flow issues with 
particular funds. If  the board of a sub-advised 
fund does not clearly understand the alloca-
tion of responsibilities between the investment 
adviser and the sub-adviser, they should ask 
the adviser for clarification. 

 Boards and management should consider 
the best way for their fund group to structure 
their 15(c) meetings, given the complexity of 
review and time and resource constraints on 
directors and management. For some fund 
groups, a single meeting may be sufficient, but 
other groups may prefer to spread the process 
over two or more meetings to allow for a more 
thorough discussion of issues requiring in-
depth analysis. Having two meetings may be 
advantageous because it allows the board to 
ask follow up questions based on information it 
receives in the first meeting, and gives manage-
ment sufficient time to provide well researched 
answers at the second meeting, at which time 
they can seek approval from the board. Another 
option is to create a contract review committee 
of the board that meets throughout the year 
and is able to delve more deeply into substan-
tive questions. Other fund groups may allocate 
among the directors responsibility for more 
focused attention on particular funds, assign-
ing each director responsibility for reporting on 
several funds at the contract approval meeting. 
This facilitates a greater focus on issues with 
individual funds, and can be an effective way of 
demonstrating diligence in a group with a large 
number of funds. 

 The independent directors should make 
sure the agenda for the meeting includes ample 
time to meet among themselves with their 
counsel to review management’s presentation 
and identify issues for further inquiry. They 
should also make sure that they receive the 
board materials well in advance of the meet-
ing to allow for a thorough review. The board 
should have a process for asking questions and 
communicating them to management through 
a single point of contact, such as a lead 
independent trustee or independent trustees’ 
counsel. 

 Management can enhance the board’s 
effectiveness by proactively identifying 
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issues and raising them with the board. The 
 Gartenberg  standard calls for a multi-factor 
analysis: some factors are quantitative (per-
formance, expenses, profitability, economies 
of  scale), and others are qualitative (nature 
and quality of  the services rendered, care 
and conscientiousness of  the board). If  the 
management company knows that a fund has 
challenges under one or more of  the quan-
titative factors, for example comparatively 
high expenses relative to peers combined with 
poor relative performance, it should bring 
that to the attention of  the board and provide 
an explanation that addresses the board’s 
concerns, or it should explain what steps it 
is taking to address the issues. Although we 
do not know how the SEC plans to identify 
outlier funds for purposes of  its mutual fund 
fee initiative, it is reasonable to expect that 
they will consider easily available quantita-
tive metrics such as standardized perfor-
mance and fund fee comparisons. Once they 
identify candidates for further scrutiny using 
publicly available information, we can expect 
that they will then consider more nuanced 
information such as profitability and econo-
mies of  scale. 

 Nature, Extent and Quality of the Services 
Provided by the Adviser 

 Management should explain for the board 
how the services it performs add value to the 
sub-advised fund structure. If there are spe-
cific functions that the adviser performs, such 
as managing cash, allocating assets among 
multiple sub-advisers, or performing compli-
ance testing for the portfolio, these should be 
explained. Management should maintain poli-
cies and procedures regarding the oversight of 
sub-advisers and other service providers, and 
keep records that demonstrate those services 
were actually performed during the year. This 
 Gartenberg  factor also gives management an 
opportunity to highlight for the board why 
shareholders choose to invest their money with 
the firm. Relevant information may include 
shareholder satisfaction surveys, industry 
awards, and other recognition from unbiased 
sources such as the media and independent 
mutual fund research firms such as Lipper and 
Morningstar. 

 Investment Performance 
of the Fund and Adviser 

 Boards should compare their fund’s perfor-
mance with that of an appropriate peer group 
and an appropriate benchmark. Boards often 
hire independent firms such as Morningstar 
and Lipper to prepare this information. 
Lipper recently looked at the question of per-
formance of sub-advised funds compared to 
funds that were not sub-advised, but their con-
clusions were necessarily general. They found 
virtually no performance difference between 
sub-advised funds and funds that were not 
sub-advised, but acknowledged that given the 
broad viewpoint of their analysis, boards and 
fund companies should conduct more tai-
lored analyses to their specific funds. 18    Lipper 
did note, however, that performance of sub-
advised funds was strong, as reflected in their 
scores based on consistency of returns. 19    

 Boards should focus on a comparison to a 
peer group specially tailored to their particu-
lar fund. The vendors that put together these 
peer groups are not infallible, and manage-
ment should address with the board any peer 
funds that they believe should not be in the 
group and why. For example, two funds in the 
same peer group may have similar investment 
objectives, but may utilize strategies with very 
different risk profiles. The board and man-
agement should also consider what are the 
most appropriate performance time periods 
to consider (for example, one-, three-, five- or 
10-years), based on their investment philoso-
phy, investor time horizon, and other relevant 
considerations. 

 Costs of the Services Provided 
and Profi tability of the Adviser 

 The courts have cautioned not to place 
too much emphasis on fund expense com-
parisons because mutual funds generally do 
not change investment advisers, and therefore 
competition to reduce fees may be lacking. 20    
Still, this factor continues to receive attention, 
and a fund with higher expenses relative to 
peers should prompt further inquiry by the 
board. All else being equal, an outlier fund 
with higher expenses relative to peers is more 
likely to draw the attention of regulators and 
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the plaintiffs’ bar. Lipper recently conducted 
an analysis of  sub-advised fund fees and 
expenses and concluded that the median man-
agement fee expense for sub-advised funds is 
generally higher than that for funds that are 
not sub-advised, although not significantly 
higher. 21    

 There may be good explanations as to why a 
sub-advised fund may be more expensive than 
its peers, including the fact that high quality 
sub-advisers can command higher fees. Also, 
an investor in a sub-advised fund may be get-
ting a better overall product, especially where 
the adviser is adept at researching and selecting 
the best sub-advisers or allocating assets among 
a group of sub-advisers that results in a port-
folio with superior risk-adjusted performance. 
Management should explain to the board why 
higher than peer expenses are justified by supe-
rior services or better risk-adjusted performance. 

 In recently filed lawsuits against sub-
advised funds, the plaintiffs compare the tar-
geted fund’s expenses to those of a fund 
offered by Vanguard. Some courts reject these 
comparisons as a matter of  law, 22    while oth-
ers reserve judgment at the motion to dismiss 
stage. 23    As with performance peer groups, if  
management believes that particular funds 
are not appropriately included in the expense 
peer group, or that relevant funds were inap-
propriately excluded from it, they should raise 
that with the board. In certain circumstances 
it may be appropriate for management, in 
consultation with the board, to create a cus-
tom peer group. 

 Profitability of the investment adviser has 
been extensively litigated in the cases since 
 Gartenberg , and the courts acknowledge that 
cost accounting often is “an art rather than a 
science.” 24    Cost accounting systems that man-
agement relies on for business planning and 
accounting purposes likely will be given more 
weight by courts than systems that are used 
solely to calculate profitability for Section 
15(c) purposes. Cost allocation may be par-
ticularly challenging for investment advisory 
firms that are subsidiaries of larger financial 
services organizations. Management and the 
board should evaluate the cost allocation 
methodologies in order to satisfy themselves 
that cost allocations to the investment advisory 
business are appropriate. An internal review 

by the firm’s accounting department may help 
the board understand the cost allocation pro-
cess. Some firms hire outside accounting firms 
to perform an analysis of the cost allocation 
methodology. 

 It is also important when evaluating prof-
itability to allocate revenues properly to the 
investment adviser’s business. While this 
may be easy with respect to explicit revenue 
sources such as the investment advisory fee 
and administration fees, other sources of 
revenue may not be as readily apparent. 
Management is required to disclose and the 
board should evaluate any “fall-out” benefits 
that the adviser or its affiliates would not have 
earned but for the investment advisory rela-
tionship with the mutual fund. 25    For example, 
the courts have held that float revenue earned 
by investment advisory affiliates on free credit 
balances awaiting sweep into a money market 
fund should be considered as a fall out ben-
efit of  the adviser’s contract with the money 
market fund. 26    

 Extent to Which Economies of Scale 
Are Realized as the Fund Grows 

 As fund assets grow, the fund may experi-
ence economies of scale. These economies of 
scale ordinarily should be shared with inves-
tors, for example, through reductions in advi-
sory fees as fund assets reach specified levels 
(breakpoints). The first question that needs to 
be answered, however, is whether the adviser 
is experiencing economies of scale as a fund 
increases in size. The courts have defined econ-
omies of scale for purposes of Section 36(b) 
to mean decreasing unit costs as fund assets 
increase in size. 27    The courts have also recog-
nized that economies of scale that may arise 
in one area, such as the portfolio management 
function, may not arise in other areas, such as 
transfer agency. 28    

 In order to address this  Gartenberg  factor, 
the adviser must determine what the appro-
priate drivers of cost are, and whether unit 
costs are actually decreasing as fund assets 
grow. An example of how unit costs might not 
decrease as fund assets grow is found in the 
money market fund context. If  the number 
of accounts is increasing proportionately with 
the increase in fund assets, and the number of 
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sweep transactions per account remains con-
stant, the unit costs might not decrease if  the 
primary driver of cost is the number of trans-
actions in the fund. Conversely, the same fund 
may experience economies of scale in this area 
if  the average account size increases as fund 
assets increase, because the average number of 
transactions per account may decrease in such 
a situation, leading to lower unit costs. 

 With respect to the portfolio management 
function, one would generally expect there to 
be economies of scale as fund assets increase. 
That may not always be the case, however. An 
example might be a fixed income fund that is 
forced to invest in a larger number of issuers 
as it grows, and that increasing number of 
issuers requires a larger number of research 
analysts to evaluate new issuers. 29    This is not 
an easy analysis, and like profitability, may 
involve as much art as science. Conducting 
this analysis may nonetheless be important 
for fund companies that experience significant 
asset growth. In the sub-advised model, there 
may be fewer opportunities for economies of 
scale depending on the ability of the adviser to 
negotiate fee reductions with the sub-adviser. 
Portfolio management is a variable, rather 
than fixed, cost. 

 Whether Fee Levels Refl ect Economies 
of Scale for the Benefi t of Investors 

 The courts have held that economies of 
scale can be reflected in fund fees in different 
ways. Breakpoints, or reductions in the invest-
ment advisory fee as assets reach specified 
levels, are a common way for fund managers 
to pass along economies of  scale to investors. 
Alternatively, the manager may set fund fees 
low to begin with and not have breakpoints 
because the low fee incorporates economies 
of  scale throughout the life of  the fund. 30    
Waivers of  fees and contractual expense limi-
tations are another way that managers may 
pass along economies of  scale to investors. 
Fee waivers or expense reimbursements pur-
suant to contractual expense limitations are 
in effect a benefit that the management com-
pany provides to investors early in the fund’s 
life, and it may be appropriate for fee levels to 
reflect management’s ability to recoup some 
of that subsidy later on. The manager may 

pass along economies of  scale to investors 
by increased investment in infrastructure and 
staffing, resulting in improved fund perfor-
mance. 

 To the extent that the management com-
pany actually experiences economies of scale 
with respect to its management of a fund, it 
should disclose that to the board and explain 
how it has shared those benefits with share-
holders. As discussed above, the management 
company can pass along these benefits to 
investors in a variety of ways, but given the 
requirements of the legal standard, manage-
ment and the board should satisfy themselves 
that the benefits are reasonable in relation to 
the amount of economies of scale. 

 Comparable Products Analysis 

 Management and the board should make 
sure that they review the investment advisory 
fees of mutual funds managed by the invest-
ment adviser with any comparable products it 
manages. In  Jones v. Harris  the court made clear 
that to the extent that the nature of services 
provided to mutual funds is materially different 
from those provided to other products such as 
institutional managed accounts, nothing in the 
Act requires parity of fees between the two. 31    
While the court said that lower courts should 
be “wary of inapt comparisons[,]” it refused 
to set forth a categorical rule that comparisons 
between mutual fund fees and institutional 
account fees are never relevant, and instead 
ruled that each case must be determined based 
on the facts and circumstances. 32    

 The management company should identify 
any products that are arguably comparable 
and, if  applicable, explain for the board how 
the services provided to institutional or other 
clients are materially different from those 
provided to mutual fund clients. Management 
companies have identified a number of  dif-
ferences in services and business expenses 
between managing retail mutual funds and 
institutional accounts, including: the height-
ened regulatory, compliance, and disclosure 
burdens for mutual funds; the need for man-
agers to hire specialized personnel who are 
fully or substantially dedicated to mutual 
fund operations; the added burden of  over-
sight of  mutual fund service providers such 
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as transfer agent, distributor, fund accoun-
tant, fund administrator, auditor and legal 
counsel; the greater class action litigation risk 
with respect to mutual funds as compared to 
institutional accounts; the added difficulty 
of  managing a portfolio to be able to meet 
daily redemption requests from retail mutual 
fund investors as compared with the relatively 
stable asset base of  institutional investors; 
and others. 

 Conclusion 

 While enhancing the contract renewal pro-
cess will not ensure that a fund adviser or 
board will avoid scrutiny or litigation by the 
SEC or plaintiffs’ attorneys, it may signifi-
cantly improve the record that a court or reg-
ulator will be asked to review in the context 
of  a lawsuit or investigation. If  the board can 
demonstrate that it exercised appropriate dili-
gence in evaluating all of  the relevant infor-
mation in approving the investment advisory 
contract, it will enhance the likelihood that 
a court or regulator will defer to the sound 
business judgment of  the board. Management 
and the board should approach the pro-
cess with equal care and conscientiousness, 
because their interests in a sound process are 
aligned. 
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