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Introduction 
Since 1999, ICI Mutual’s Claims Trends has reported 
on litigation, regulatory proceedings and operational 
errors affecting the fund industry.  By doing so, the 
annual newsletter seeks to assist ICI Mutual’s insur-
eds to better assess and manage the risks associated 
with such matters, thereby reducing the potential for 
associated losses and reputational damage.  

In 2009, the frequency of new claims reported to ICI 
Mutual remained within the historical norms that 
have prevailed following the more active period of 
the 2003-04 trading scandal.   

These historical norms are nevertheless significant, 
and reflect the fact that the $11 trillion fund industry 
remains a key area of attention for regulators and for 
the plaintiffs’ bar (i.e., that loose confederation of 
lawyers who specialize in pursuing large-scale recov-
eries in civil litigation brought on behalf of investors 
against financial institutions and other large corpora-
tions). 

Indeed, in 2009 alone, more than one in five of ICI 
Mutual’s D&O/E&O insured fund groups reported 
a potential insurance claim; and in the five-year pe-
riod of 2005 to 2009, more than half of insured fund 
groups did so.   

A second measure of claims activity, in addition to 
frequency, is severity—i.e., the magnitude of losses 
incurred by insureds in reported matters.  Such 
losses may take the form of judgments or settle-
ments in litigation, legal and associated costs 
incurred in defending against civil litigation or regu-
latory investigations and proceedings, and payments 
or other costs incurred to correct operational errors 
for which an insured is legally responsible.   

Because many of the lawsuits and other claims re-
ported in recent years remain at a relatively early 

stage of development, it is not yet possible to predict 
the overall level of exposure they may ultimately 
present to fund groups.  That being said, in the post-
trading scandal period, three perennial risks, in par-
ticular, have presented substantial potential severity 
exposure for fund groups: 

 Prospectus Liability—i.e., lawsuits alleging 
liability for inaccurate or incomplete disclosure 
in a fund’s prospectus and/or statement of ad-
ditional information, 

 Fees—i.e., lawsuits challenging fees received by 
investment advisers and other service providers, 
and 

 Operational Errors—i.e., errors committed by 
advisory personnel or other individuals or enti-
ties in the portfolio management process.   

This edition of Claims Trends reports on recent activ-
ity with respect to each of these three risk areas.  In 
addition, as in years past, this edition reviews note-
worthy litigation developments in the past year.  

Disclosure 
A major source of potential liability for funds and 
their directors, officers, advisers, and principal un-
derwriters is the investor class action lawsuit alleging 
liability for inaccurate or incomplete disclosure in a 
fund’s prospectus and/or statement of additional 
information. 

For a general introduction to securities class actions 
that challenge mutual fund disclosure, and for a re-
view of the industry’s actual experience in such 
litigation, see ICI Mutual’s recent risk management 
study, Mutual Fund Prospectus Liability (available at 
www.icimutual.com).  The study also outlines a 
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number of considerations that fund groups may 
wish to take into account when designing and evalu-
ating practices and procedures to reduce liability risk 
in this area.   

Subprime/Credit Crisis 
Litigation 
In 2007 and 2008, the collapse of the subprime 
mortgage market and the ensuing credit crisis 
spurred a sharp increase in securities litigation 
against many types of financial institutions, including 
fund groups.  With the easing of the credit crisis in 
2009, the pace of filings declined.  Even so, a few 
new fund groups were targeted in such claims in 
2009.   

Depending on how broadly one chooses to define 
the terms “subprime” and “credit crisis,” there are at 
least eight fund groups with individual funds that 
remain the subject of subprime/credit crisis-related 
litigation as this Claims Trends goes to press. 

These lawsuits primarily assert disclosure violations 
under the federal securities laws—often under sec-
tions 11 and/or 12(a)(2) of the Securities Act of 
1933, and sometimes under section 10(b) of the Se-
curities Exchange Act of 1934 and rule 10b-5 
thereunder.  In their complaints, plaintiffs have al-
leged misrepresentations and omissions with respect 
to a number of subjects (e.g., lack of “true diversifi-
cation” of the funds’ assets, their concentration in 
certain types of securities, and the illiquidity of such 
securities).   

Typically structured as class actions, these sub-
prime/credit crisis-related lawsuits seek recovery for 
substantial investment losses incurred by fund 
shareholders.  The targeted funds have tended to be 
fixed-income funds whose “outlier” investment per-

formance departed significantly from that of their 
peer groups. 

Even now, most of these lawsuits still remain in 
their early stages, and not all have reached the critical 
pre-trial stage of the motion to dismiss, where trial 
courts respond to the requests of defendants to ter-
minate the litigation on purely legal grounds. 

To date, trial courts have decided motions to dismiss 
in subprime/credit crisis-related lawsuits involving 
four fund groups.  In one case, the court has granted 
the fund group’s motion to dismiss, thereby termi-
nating the litigation (although the time for plaintiffs 
to appeal has not yet run out).1  In the other three 
cases, the courts have denied the defendants’ mo-
tions, permitting the litigation to proceed to the fact-
finding (and costly) stage of litigation known as “dis-
covery.”2 

The subprime/credit crisis also gave rise to a num-
ber of regulatory matters, including multi-million 
dollar settlements with the SEC,3 and with several 
states regarding 529 college savings plans. 

Auction-Rate Preferred 
Securities 
The broad category of subprime/credit crisis-related 
claims is sometimes viewed as encompassing dis-
putes involving auction-rate preferred securities 
(ARPS).  Regulatory settlements in this area in recent 
years have tended to involve the marketing of ARPS 
and have focused on broker-dealers, rather than 
funds themselves or fund directors and officers.4   

To ICI Mutual’s knowledge, only a handful of ARPS 
lawsuits were filed against funds, fund officers and 
directors, or fund advisers, and only one such law-
suit remains active at this time.  That lawsuit, a 
purported class action, alleges that the defendants 
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failed to properly disclose the risks posed by the 
funds’ use of leverage through ARPS.  Defendants’ 
motion to dismiss has not yet been decided. 

Exchange Traded Funds 
2009 and early 2010 included several new filings 
targeting leveraged ETFs and inverse funds.  These 
cases focus on the adequacy of disclosure relating to 
compounding, leverage, resets, and other attributes 
of the funds’ investment strategies. 

Funds from three fund groups are the subjects of 
this type of litigation.  These lawsuits remain in early 
stages; motions to dismiss have not yet been filed.  

Fees 
Section 36(b) of the Investment Company Act of 
1940 (ICA) provides that the investment adviser of a 
registered investment com-
pany “shall be deemed to 
have a fiduciary duty with 
respect to the receipt of 
compensation for services,”5 
and expressly affords share-
holders the right to bring a 
lawsuit to enforce this duty. 

In addition, advisory fee levels have also been at 
issue in litigation categories other than section 36(b), 
including litigation brought under the federal Em-
ployee Retirement Income Security Act of 1974 
(ERISA) and derivative claims brought under state 
law for breach of fiduciary duty.  

Section 36(b) 
On March 30, 2010, the U.S. Supreme Court issued 
its highly anticipated decision in Jones v. Harris Associ-
ates, L.P.—a case regarding the scope of the 
fiduciary duty imposed on mutual fund advisers by 
section 36(b) of the ICA.6 

The Supreme Court’s examination of this issue fol-
lowed dueling opinions issued by two different 
courts of appeal7 as well as, in another case, a sig-
nificant trial victory for defendants.8   

In its decision, the Court affirmed the longtime 
“Gartenberg standard” as the appropriate measure of 
liability under section 36(b): “to face liability under 
§ 36(b), an investment adviser must charge a fee that 
is so disproportionately large that it bears no reason-
able relationship to the services rendered and could 
not have been the product of arm’s length bargain-
ing.”9 

It remains to be seen whether 
and how the plaintiffs’ bar 
may react to the Court’s 
opinion in Jones.  On the one 
hand, plaintiffs have histori-
cally had limited success in 
litigation brought under sec-
tion 36(b).  On the other 
hand, section 36(b) remains 

the only ICA section which expressly affords private 
parties the right to bring a lawsuit, and nothing in 
the Supreme Court’s decision would appear to pre-
clude plaintiffs from pursuing Gartenberg-based fee 
challenges in the future.   

Courts in a number of pending fee cases had tempo-
rarily stopped the litigation, pending the outcome in 
Jones v. Harris.  Now that Jones has been decided, 
lawyers for the plaintiffs are expected to assess the 

 The Gartenberg standard . . . may lack sharp analyti-

cal clarity, but we believe that it accurately reflects 

the compromise that is embodied in § 36(b), and it 

has provided a workable standard for nearly three 

decades.  
—Justice Alito, 

Jones v. Harris Associates, L.P.  
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strength of their cases in light of the Supreme 
Court’s decision and determine how to proceed. 

ERISA 
In recent years, the plaintiffs’ bar has initiated nu-
merous lawsuits under ERISA charging retirement 
plan sponsors and various plan service providers 
(including fund advisers and affiliates) with breach-
ing their duties as ERISA “fiduciaries” by permitting 
plans to pay unreasonable (i.e., excessive) fees. 

In one such case, for example, plan participants al-
leged that the plan’s sponsor violated its fiduciary 
duty under ERISA by providing investment options 
that required the payment of excessive fees and costs 
and by failing adequately to disclose the fee structure 
to plan participants.  This litigation also ensnared 
two sister companies within a fund group—one, the 
directed trustee and recordkeeper for the plans, and 
the other, an investment adviser for the mutual 
funds offered as investment options. 

The plaintiffs alleged that these two fund group de-
fendants were so-called “functional fiduciaries” for 
the plan participants and thus likewise liable under 
ERISA.  In 2009, the U.S. Court of Appeals for the 
Seventh Circuit rejected this theory in an opinion 
that has been widely viewed as a significant legal 
victory for the fund industry.10 

The same fund group defendants just completed a 
trial in a separate ERISA case in which the plaintiffs 
likewise made fee-based allegations.  The court’s trial 
judgment remains forthcoming.  

Derivative Lawsuits 
Although less common than section 36(b) suits and 
ERISA litigation, fees may also be attacked in deriva-
tive claims (i.e., claims filed ostensibly on behalf of 

the fund) for breach of fiduciary duty, as has hap-
pened in a pending lawsuit involving a financial 
institution’s sale of its fund advisory business to 
another firm. 

In that case, filed against the trustees of the affected 
funds, the plaintiff has argued (among other things)  
that the board “failed to avail itself of the opportu-
nity presented to seek to negotiate lower fees” on 
behalf of the funds.  The litigation is currently pend-
ing, awaiting a decision by the highest state court in 
Massachusetts on an unrelated procedural issue.11  

Portfolio 
Management 
Errors 
Portfolio management and other operational errors 
continue to represent a significant portion of insur-
ance payments made by ICI Mutual. 

Two errors reported in 2009 both involved violation 
of applicable investment guidelines in separately 
managed accounts.  In one case, a debt-to-equity 
conversion of a portfolio security resulted in a viola-
tion of a prohibition against equity securities; and in 
the other case, the adviser continued to hedge for-
eign currency after the investment guidelines had 
been amended to prohibit such hedging. 

Common denominators in both cases include the 
following factors: 

 Change in key personnel.  The departure of a 
portfolio manager (in one case) and the death of 
the chief compliance officer (in the other) ap-
pear to have blurred a sense of responsibility 
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and/or awareness regarding the applicable re-
strictions. 

 Inability of automated compliance system 

to detect the errors.  As regards the converti-
ble security, the adviser’s compliance system did 
not track conversion events.  As regards the 
currency hedging, advisory staff properly coded 
the original set of restrictions but failed to code 
the amended set of restrictions into the system.  
Both instances illustrate the perils of overreli-
ance by portfolio managers and other personnel 
on automated software systems to prevent er-
rors and oversights in the portfolio 
management process. 

Including these losses (in the amounts of $600,000 
and $3.5 million, respectively), ICI Mutual has paid 
nearly $90 million in costs of correction claims over 
its twenty-two year history.  This loss history dem-
onstrates the importance to fund groups of close 
attention to policies, procedures and other measures 
designed to prevent and detect operational mistakes 
and oversights. 

This experience also underscores the continuing 
value to the fund industry of the “costs of correc-
tion” coverage pioneered by ICI Mutual.  Generally, 
under this coverage, an insured adviser or other ser-
vice provider may be reimbursed for costs incurred 
to correct an operational error, so long as the adviser 
or other service provider has actual legal liability for 
the resulting loss.12 

2009  
Litigation 
Developments 
In addition to the disclosure- and fee-based cases 
already discussed, last year also included these addi-
tional noteworthy developments.  

Fund Investments in 
Gambling Industry 
Securities 
Last year’s edition of Claims Trends reported on sev-
eral new cases advancing a novel theory of civil 
liability for racketeering, in which fund shareholders 
alleged that fund investments in online gambling 
companies constituted illegal racketeering.   

In 2009, a federal appeals court affirmed the district 
court’s dismissal of one of these lawsuits, holding 
that plaintiffs had failed to show (as required) that 
the fund group’s alleged racketeering had itself caused 
the shareholders’ alleged loss: “the complaint alleges 
that the decline in the funds’ online gambling hold-
ings was not the direct result of the RICO 
violation—the owning and/or financing of illegal 
gambling—but rather was the result of the subse-
quent ‘government crackdown’ on the illegal 
gambling.”13 

Market Timing 
Prior editions of Claims Trends have reported exten-
sively on the multidistrict litigation proceeding 
(MDL) established in 2004 for market timing claims.  
While multiple fund groups have reached settle-
ments over the years, several litigation tracks in the 
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MDL remain active.  As previously reported, MDL 
plaintiffs filed different types of lawsuits, including 
“fund class actions” filed by fund shareholders. 

Another type is the “parent class action,” in which 
shareholders of a fund adviser’s parent company 
allege that they bought stock shares in the parent 
company at inflated prices, and thereafter lost 
money when previously undisclosed market timing 
practices became known to the public.  In 2009, the 
U.S. Court of Appeals for the Fourth Circuit allowed 
one such “parent class action” to proceed.14 

Separately, the U.S. Court of Appeals for the First 
Circuit revisited its prior decision (reported in last 
year’s edition of Claims Trends) that individual fund 
group executives could be held primarily liable under 
rule 10b-5 for using false or misleading fund pro-
spectuses to sell mutual funds.  Sitting en banc this 
time,15 the court reversed course: it affirmed the dis-
trict court’s dismissal of the SEC’s rule 10b-5 
claim.16 

In the case, the SEC had alleged that the executives 
allowed market timing in particular mutual funds in 
violation of a strict prohibition contained in the 
funds’ prospectuses.  In its opinion, the First Circuit 
held that the executives did not “make” a statement 
(as required for liability under rule 10b-5) merely by 
using or disseminating a prospectus not authored by 
them. 

Other Cases of Note 
Prior editions of Claims Trends have reported on liti-
gation regarding distribution-related payments, 

including “shelf space” payments to broker-dealers.  
By and large, plaintiffs have not succeeded in these 
cases.  In 2009, a federal appeals court affirmed the 
dismissal of one such case filed against broker-dealer 
firms that had accepted such payments. 

The court held that plaintiffs’ claims were precluded 
by the firms’ website disclosures that detailed the 
shelf-space arrangements—either because the timing 
of the disclosures triggered the applicable statute of 
limitations (such that plaintiffs waited too long be-
fore filing their suit), or because the content disclosed 
the existence of the very “conflict of interest” at the 
heart of the plaintiffs’ complaint (thereby negating 
the firms’ alleged misrepresentations and omis-
sions).17 

In an unrelated case, a federal appeals court recently 
reinstated a class action securities fraud claim filed 
against a fund adviser and affiliated defendants.  
According to plaintiffs, the adviser “negotiated a 
contract for transfer agent services that saddled the 
Funds with excessive, misleadingly disclosed fees, a 
significant portion of which were, in essence, kicked 
back” to the adviser’s affiliate.18  

Finally, last year’s edition of Claims Trends reported a 
decision in which a federal district court ruled that 
the plaintiff could pursue a claim that a fund violated 
ICA section 13(a).  That decision, which runs con-
trary to a clear trend by courts in recent years against 
finding “implied” rights of action under provisions 
of the ICA, remains on appeal.19 
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D&O/E&O Claims Data 
D&O/E&O Notices 
The credit crisis constituted the most common subject of 2009 notices under ICI Mutual D&O/E&O policies.  
Noticed credit-crisis matters and circumstances involved fixed-income funds, 529 college savings plans, auction 
rate securities, and collateralized debt obligations.  Customer disputes, the second most common subject of an 
insured’s notice, concerned disputes with individual customers (including individual fund shareholders and sepa-
rately managed accounts) regarding various investment management or account administration matters.     

D&O/E&O Notices, by Subject (2009)
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D&O/E&O Insurance Payments 
This chart—covering a ten-year period that includes the scandal-era litigation regarding market timing, distribution-
related payments, and fees—vividly illustrates that defense costs have historically represented the most severe loss 
exposure paid to ICI Mutual insureds during periods of heightened litigation.  

D&O/E&O Insurance Payments, by Type (2000-09)
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