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Abbreviations used in this Claims Trends: 
 
’33 Act  Securities Act of 1933 
’34 Act  Securities Exchange Act of 1934 
CFTC  U.S. Commodity Futures Trading Commission 
Dodd-Frank  Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 
ERISA  Employee Retirement Income Security Act of 1974 
FINRA  Financial Industry Regulatory Authority 
IAA  Investment Advisers Act of 1940 
ICA  Investment Company Act of 1940 
NFA  National Futures Association 
NIST  U.S. National Institute of Standards and Technology 
OCIE  Office of Compliance Inspections and Examinations of the SEC 
RICO  Racketeer Influenced and Corrupt Organizations Act 
SEC  U.S. Securities and Exchange Commission 
SLUSA  Securities Litigation Uniform Standards Act of 1998 
 

In addition, U.S. Courts of Appeals are referred to by their circuit number (e.g., First Circuit, Second Circuit). 
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Introduction 
Since 1999, ICI Mutual’s annual Claims Trends has 

reported on significant regulatory proceedings, civil 

lawsuits, and operational errors affecting the fund 

industry. Claims Trends focuses on developments in 

four perennial risk areas for fund groups—fee-based 

claims, disclosure-related claims, regulatory 

enforcement activity, and operational errors—and 

also reports on other noteworthy litigation 

developments. This publication is designed to assist 

ICI Mutual’s insureds in better assessing and 

managing the risks associated with such matters, 

thereby reducing the potential for related losses and 

reputational damage. 

ICI Mutual measures claims activity by both frequency 

and severity. 2014 saw a reduction in frequency of 

claims submitted by fund groups insured by ICI 

Mutual under their directors and officers/errors and 

omissions (D&O/E&O) policies. Even so, 

approximately a quarter of ICI Mutual’s insured 

fund groups submitted at least one claim notice in 

2014, and, over the five-year period 2010-2014, 

more than half of insured fund groups did so. These 

figures suggest that, even with a significant decline in 

claims since the 2003-2004 mutual fund scandal and 

the 2007-2008 subprime/credit crisis, claims 

frequency remains an issue for fund industry 

insureds. 

In contrast to frequency, the severity of new claims 

can be more difficult to assess. Generally speaking, it 

may take years to establish the ultimate magnitude of 

losses (including defense costs, settlements, and 

judgments) in civil lawsuits and regulatory 

proceedings. Nonetheless, severity, too, remains a 

concern for the fund industry, as illustrated by more 

than a dozen new shareholder lawsuits initiated from 

2013 to early 2015 alleging “excessive fees” (which 

lawsuits often result in significant defense costs), and 

by additional multimillion dollar public settlements 

announced in disclosure-related lawsuits that were 

first initiated during the credit crisis and post-credit 

crisis period. 

Recent years have also witnessed significant 

regulatory enforcement activity, chiefly by the SEC, 

in the asset management area. While the overall 

number of asset management-related enforcement 

actions brought by the SEC in its 2014 fiscal year 

declined modestly from the agency’s record-breaking 

numbers in its 2011-2013 fiscal years, the 2014 total 

remained above pre-2011 totals. Statements by SEC 

representatives suggest continued scrutiny of the 

asset management area, including in the registered 

fund sector, in 2015. 
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Fees 
Over the years, the plaintiffs’ bar has often 

challenged fees charged to mutual funds by 

investment advisers and other service providers. 

These lawsuits frequently allege violations of section 

36(b) of the ICA, which provides that the 

investment adviser of a registered investment 

company “shall be deemed to have a fiduciary duty 

with respect to the receipt of compensation for 

services,” and expressly provides shareholders with 

the right to bring a lawsuit to enforce this duty.0F

1 

Fees have also been challenged under other theories, 

including under ERISA and as state law claims for 

breach of fiduciary duty. A recent ICI Mutual 

publication, Trends in Fee Litigation: Actions Brought 

under Section 36(b) and ERISA (2014), provides 

additional information and expert insight on fee 

litigation under section 36(b) and under ERISA. 

 

Section 36(b) 
In 2010, the U.S. Supreme Court, in Jones v. Harris 

Associates, L.P., affirmed use of the longtime 

“Gartenberg standard” for assessing the liability of 

fund advisers in “excessive fee” lawsuits brought 

under section 36(b) of the ICA.1F

2 Five years later, the 

Jones lawsuit itself remains pending before the 

Seventh Circuit for further consideration in light of 

the Supreme Court’s ruling.2F

3  

The Jones decision does not appear to have 

dampened the willingness of the plaintiffs’ bar to 

devote time and resources to challenging fee 

arrangements involving registered funds. On a fund 

industry-wide basis, as of the end of March 2015, 

eighteen section 36(b) lawsuits involving sixteen 

fund groups had been initiated since the Supreme 

Court’s decision in Jones.3F

4 All but four of these post-

Jones lawsuits remain pending in the lower courts.4F

5 

Meanwhile, one other section 36(b) lawsuit that was 

filed prior to the Supreme Court’s decision remains 

on appeal.5F

6 

Section 36(b) Lawsuits Initiated Since Jones v. Harris
(Cases in blue were active as of March 31, 2015) 

2
0
1
0
   Santomenno v. John Hancock Life Ins. Co., No. 2:10‐cv‐1655 (D.N.J. filed Mar. 31, 2010), dismissed, 2011 U.S. Dist. LEXIS 55317 (D.N.J. May 23, 2011) (as to section 

36(b)) & 2013 U.S. Dist. LEXIS 103404 (D.N.J. July 24, 2013) (as to ERISA)), aff’d, 677 F.3d 178 (3d Cir. 2012) & 2014 U.S. App. LEXIS 18437 (3d Cir. Sept. 26, 2014), reh’g 
denied, No. 13‐3467  (3d Cir. Nov. 24, 2014), petition for cert. filed, (U.S. Feb. 19, 2015) (No. 14‐1054) 

 Southworth v. Hartford Inv. Fin. Serv., LLC, No. 1:10‐cv‐00878 (D. Del. filed Oct. 14, 2010), closed per stipulation (Nov. 7, 2011) 

2
0
1
1
   Kasilag v. Hartford Inv. Fin. Serv., LLC, No. 1:11‐cv‐01083 (D.N.J. filed Feb. 25, 2011) 

 Reso v. Artisan Partners Ltd. P’ship, No. 11‐cv‐873 (E.D. Wis. filed Sept. 16, 2011), closed per stipulation (Aug. 23, 2012) 

 Sivolella v. AXA Equitable Life Ins. Co., No. 11‐cv‐4194 (D.N.J. filed July 21, 2011) 

2
0
1
3
 

 Laborer's Local 265 Pension Fund v. iShares Trust, No. 13‐cv‐00046 (M.D. Tenn. filed Jan. 18, 2013), dismissed, 2013 U.S. Dist. LEXIS 122613 (M.D. Tenn. Aug. 28, 
2013), aff’d, 2014 U.S. App. LEXIS 18627 (6th Cir. Sept. 30, 2014), cert. denied (U.S. Mar.  2, 2015) (No. 14‐771) 

 Am. Chem. & Equip. Inc. 401(k) Ret. Plan v. Principal Mgmt. Corp., No. 2:13‐cv‐01601 (N.D. Ala. filed Aug. 28, 2013) 

 Cox v. ING Invs. LLC, No. 1:13‐cv‐01521 (D. Del. filed Aug. 30, 2013) 
 McClure v. Russell Commodity Strategies Fund, No. 1:13‐cv‐12631 (D. Mass. filed Oct. 17, 2013) 

 Curd v. SEI Invs. Mgmt. Corp., No.  2:13‐cv‐07219 (E.D. Pa. filed Dec. 11, 2013) 

2
0
1
4
 

 Zehrer v. Harbor Capital Advisors, Inc., No. 1:14‐cv‐00789 (N.D. Ill. filed Feb. 4, 2014) 
 In re BlackRock Mut. Funds Advisory Fee Litig., No. 3:14‐cv‐01165 (D.N.J. filed Feb. 21, 2014) 

 Goodman v. J.P. Morgan Inv. Mgmt., Inc., No. 2:14‐cv‐414 (S.D. Ohio filed May 5, 2014) 

 Kennis v. First Eagle Inv. Mgmt., LLC, No. 1:14‐cv‐00585 (D. Del. filed May 7, 2014) 

 In re Davis N.Y. Venture Fund Fee Litig., No. 14‐cv‐4318 (S.D.N.Y. filed Jun. 16, 2014) 
 Redus‐Tarchis v. N.Y. Life Inv. Mgmt., No. 14‐cv‐7991 (D.N.J. filed Dec. 23, 2014) 

 Kenny v. PIMCO, No. 14‐cv‐1987 (W.D. Wash. filed Dec. 31, 2014) 

2
0
1
5
 

 Chill v. Calamos Advisors, LLC, No. 15‐cv‐1014 (S.D.N.Y. filed Feb. 11, 2015) 
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SECTION 36(B) LAWSUITS FILED IN 
2013-15  
Of the eighteen section 36(b) lawsuits filed since the 

Supreme Court’s decision in Jones, thirteen were filed 

in 2013-2015. At the date this Claims Trends was 

published, twelve of these lawsuits remained 

pending in federal district courts.  

As described below, nine of these recent lawsuits 

focus on alleged disparities between advisory fees 

and subadvisory fees, specifically either on 

(1) alleged disparities between fees paid to advisers 

and the fees paid to unaffiliated subadvisers 

(sometimes referred to as “manager-of-managers” 

lawsuits), or (2) alleged disparities between the fees 

charged by the advisers for managing their affiliated 

funds and the lesser fees charged by the advisers in 

their roles as subadvisers to unaffiliated funds 

(sometimes referred to as “subadvisory” lawsuits). 

The remaining four lawsuits rely on different 

theories in seeking to establish that the fees at issue 

are excessive. 

“Manager-of-managers” lawsuits: Five of the 

thirteen section 36(b) lawsuits filed in 2013-2015 

target “manager-of-managers” arrangements. Two 

of these lawsuits are in their earlier stages. In one, a 

motion to dismiss (i.e., a motion in which 

defendants challenge the adequacy of plaintiffs’ 

allegations on purely legal grounds) is pending,7 and 

in the other, to date, no motion to dismiss has been 

filed.7F

8  

The other three “manager-of-managers” lawsuits are 

now in the discovery (fact-finding) stage of the 

litigation process. A motion to dismiss was denied in 

one of these lawsuits, and no motions to dismiss 

were filed in the other two.8F

9 

“Subadvisory” lawsuits: Four of the thirteen 

section 36(b) lawsuits filed in 2013-2015 focus on 

“subadvisory” arrangements.9F

10 In March 2015, a 

motion to dismiss was denied in one of these 

lawsuits.10F

11 The remaining three cases are in the early 

stages of litigation, with motions to dismiss pending.  

Other lawsuits: Four of the thirteen lawsuits filed 

in 2013-2015 cannot be characterized exclusively as 

either “manager-of-managers” or “subadvisory” 

lawsuits. 

One of these four lawsuits harkens back to 

allegations made in Jones and contemporaneous 

cases—that is, allegations (1) that the adviser is 

charging an affiliated fund higher fees than it charges 

to institutional clients and (2) that the fees charged 

by the adviser to its affiliated fund are higher than 

the fees charged by other advisers to similarly 

managed mutual funds.12 This case (which also 

includes a “subadvisory” allegation) was filed in 

February 2015; to date, no motion to dismiss has 

been filed. 

A second lawsuit challenges advisory fees on a 

variety of theories, including an allegation that the 

adviser is charging an affiliated fund higher fees than 

it charges to institutional clients, and a more novel 

allegation that compares the fees charged to the 

mutual fund to those charged to a similarly managed 

exchange-traded fund (ETF). This case (which also 

includes a “subadvisory” allegation) was filed in 

December 2014. A motion to dismiss, filed in March 

2015, is pending.12F

13 

The third of these four lawsuits sought to challenge 

the “split” between the securities lending revenue 

paid to several ETFs and the revenue paid to the 

ETFs’ adviser and its affiliate (which provided 

securities lending services). In October 2013, the 

court granted the defendants’ motion to dismiss; in 

September 2014, the Sixth Circuit upheld the lower 

court’s dismissal. The plaintiffs’ petition for writ of 
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certiorari was denied by the U.S. Supreme Court in 

March 2015.13F

14 

The fourth lawsuit targets the fees indirectly paid by 

investors in “funds-of-funds” (i.e., those mutual 

funds that invest solely in underlying mutual 

funds).14F

15 In this lawsuit, the plaintiff, an alleged 

shareholder in the funds-of-funds, challenges the 

level of fees (termed “acquired fund fees” in the 

complaint) paid to the adviser by the underlying 

funds (funds in which the plaintiff does not directly 

hold shares). In February 2014, this lawsuit was 

transferred to another federal district court,16 which 

had previously considered the implications of the 

funds-of-funds structure in the context of a pre-Jones 

section 36(b) lawsuit (later dismissed by the parties) 

that was filed against the same defendant fund 

group.16

17 In September 2014, the federal district court 

granted in part and denied in part the motion to 

dismiss.18 The lawsuit remains pending and is now in 

the discovery stage. 

POST-JONES SECTION 36(B) LAWSUITS 
FILED IN 2010-2011 
The majority of the five post-Jones lawsuits filed in 

2010 and 2011 also focused on alleged disparities 

between advisory fees and subadvisory fees.  

As of the date of this Claims Trends, three of these 

2010-2011 lawsuits remain pending in lower courts. 

Two of them can be characterized as “manager-of-

managers” cases. In one case, which focuses on 

alleged disparities between (1) the defendant’s 

advisory fees and the fees paid to unaffiliated 

subadvisers, and (2) the advisory fees paid to the 

defendant by managed funds and the fees paid by 

the defendant’s institutional accounts, the federal 

district court denied the defendant’s motion to 

dismiss in December 2012.19 The lawsuit is currently 

in the discovery stage of the litigation process. In the 

other case, the court denied the defendants’ motion 

to dismiss the plaintiffs’ section 36(b) allegations in 

September 2012. 19

20 Motions for summary judgment 

were filed by the parties in January 2015.20

21 

A third of these 2010-2011 lawsuits also remains 

active, but only with respect to non-section 36(b) 

claims. This lawsuit initially combined section 36(b) 

claims and another ICA claim with ERISA claims.21

22 

The lower court’s dismissal of the ICA claims was 

affirmed by the Third Circuit in April 2012,22

23 but the 

lawsuit remains open with respect to the ERISA 

claims, as discussed below in “Other Litigation 

Developments—ERISA.” 

As previously reported, two more of these five early 

post-Jones lawsuits were closed by stipulation of the 

parties.23

24  

Other Developments in 
Fee Litigation 
The plaintiffs’ bar has also challenged fee payments 

under legal theories involving federal or state law 

provisions other than section 36(b). One such 

lawsuit, discussed in prior Claims Trends, involved a 

financial institution’s sale of its fund advisory 

business to another firm. The lawsuit charged the 

trustees of the affected funds with various violations 

of law in connection with their consideration of the 

sale and their approval of new advisory agreements, 

and asserted, in essence, that the trustees “failed to 

avail themselves of the opportunity to negotiate 

lower fees or seek competing bids from other 

qualified investment advisors.”25 As previously 

reported, in November 2013, the district court’s 

dismissal of the lawsuit was affirmed by the Second 

Circuit. In January 2014, the Second Circuit denied 

the plaintiff’s petition for rehearing.25

26 The lawsuit is 

now closed. 
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The plaintiffs’ bar has also challenged fee payments 

under ERISA. Some of these lawsuits are described 

below in “Other Litigation Developments—

ERISA.” 

Disclosure 
“Prospectus liability” lawsuits—i.e., shareholder 

class action lawsuits brought under the ’33 Act—

have historically been a major source of potential 

liability for funds and their directors, officers, 

advisers, and principal underwriters.26

27 

No noteworthy prospectus liability lawsuits were 

brought under the ’33 Act against fund industry 

defendants in 2014 and early 2015. There were, 

however, significant developments in prospectus 

liability lawsuits initiated during the subprime/credit 

crisis period and its aftermath.  

Fund disclosure has also been at issue in a recent 

lawsuit challenging fund disclosure under the ’34 Act 

(as opposed to under the ’33 Act). 

Prospectus Liability 
Litigation (’33 Act) 
In 2007-2009, a number of fund groups were 

involved in lawsuits that challenged the adequacy of 

the disclosure provided by certain fixed-income 

funds that had significantly underperformed their 

peers during the subprime/credit crisis period. Eight 

fund groups had one or more funds involved in 

major prospectus liability lawsuits (which, in some 

cases, also alleged non-’33 Act violations).  

As observed in prior Claims Trends, prospectus 

liability lawsuits that survive motions to dismiss are 

likely to be eventually settled by agreement of the 

parties (with few, if any, ever reaching trial). The 

subprime/credit crisis lawsuits have adhered to this 

pattern. Following court rulings against fund group 

defendants at the motion-to-dismiss stage in all but 

one of these subprime/credit crisis lawsuits, 

settlements were reached.27

28 

Indeed, by year-end 2013, settlements had been 

reached in subprime/credit crisis lawsuits involving 

seven fund groups.28

29 In 2014, final settlements were 

reached in two additional lawsuits.29

30 In January 2015, 

a settlement was announced in yet another 

subprime/credit crisis lawsuit (although, as of the 

date of publication, this settlement is awaiting 

preliminary approval from the court).31 Each of 

these settlements has involved multimillion dollar 

payments by the defendants—including three 

settlements with payments in the nine figures, and 

four with eight-figure payments. To date, settlement 

amounts announced in these prospectus liability 

lawsuits from the subprime/credit crisis period total 

well in excess of $650 million.  

Other Disclosure-Based 
Litigation (’34 Act) 
Over the years, fund shareholders have sometimes 

sought to challenge disclosure in “securities fraud” 

class action lawsuits brought under section 10(b) of 

the ’34 Act and rule 10b-5 thereunder. Shareholders 

filing such lawsuits are subject to various legal 

requirements that can be difficult to satisfy in the 

mutual fund context.31

32 As a result, fund industry 

defendants have historically enjoyed considerable 

success in defending against these lawsuits. 
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A new rule 10b-5 class action lawsuit filed in January 

2015 asserts that a mutual fund and its adviser and 

distributor misled investors by stating in the fund’s 

prospectuses and other disclosure documents that 

the fund would restrict its holdings in certain 

securities, while allegedly investing in those securities 

beyond the stated restrictions.3

33 The lawsuit is in its 

early stages, and no motion to dismiss has been filed. 

Regulatory 
Enforcement 
The SEC continues to emphasize an aggressive 

enforcement agenda, with the stated goal of ensuring 

that “the SEC’s enforcement program is—and is 

perceived to be—everywhere.”33

34 While not without 

its critics,35 this approach has been reflected in the 

SEC’s enforcement actions in fiscal year 2014, in 

which the SEC brought a record-breaking 755 

enforcement actions for a range of violations across 

the securities industry.3

36  

In the asset management area, the overall number of 

investment adviser/investment company cases 

declined slightly to 130 in fiscal year 2014 from 140 

in the agency’s previous fiscal year.37 As in prior 

years, the SEC’s enforcement actions in the asset 

management area focused largely on actors outside 

the registered investment company space (e.g., 

unregistered funds and their advisers). But, as in the 

past, the registered fund space did not escape SEC 

scrutiny.  

SEC Enforcement 
Actions 
Administrative proceedings initiated or resolved by 

the SEC in 2014 and the first quarter of 2015 against 

advisers of registered funds, advisory personnel, 

and/or fund officers involved a variety of issues, 

including: material misrepresentations and omissions 

in public disclosures;37

38 material misrepresentations 

of the performance history of ETFs;38

39 cross trading 

violations;39

40 and custody rule violations.41 In 

addition, one fund group recently disclosed that it 

had reached a settlement with the SEC regarding a 

former portfolio manager’s potential conflicts of 

interest in selecting securities for a mutual fund.42 

SEC administrative proceedings were also initiated 

or resolved against fund advisers and/or advisory 

personnel with respect to their non-registered fund 

activities. These proceedings likewise involved a 

variety of issues, including failure to disclose 

violations of an issuer-imposed investment 

restriction;42

43 cross trading violations;43

44 custody rule 

violations;44

45 collection of unearned fees from a client 

account;45

46 and inadequate disclosure in connection 

with trade allocations.47 

2014 also saw the conclusion of a long-running 

federal court case, discussed in last year’s Claims 

Trends, in which the SEC sued a municipal bond 

Recent Supreme Court Decision of Interest 

In March 2015, the U.S. Supreme Court issued a decision, 
outside the fund industry context, that may have an impact on 
future prospectus liability litigation involving fund groups. The 
Court considered whether an opinion expressed in a 
registration statement can form the basis for liability under 
section 11 of the ’33 Act, which provides purchasers with a 
right of action when a registration statement “contained an 
untrue statement of material fact or omitted to state a 
material fact … necessary to make the statements therein not 
misleading.” The Court held that a “sincere statement of pure 
opinion,” even if wrong, cannot by itself form the basis for 
liability as an untrue statement of fact, but a statement of 
opinion, under limited circumstances, could be rendered 
misleading by the omission of a material fact “going to the 
basis of the opinion.” 

It remains to be seen whether, and to what extent, the 
Omnicare decision has an impact on section 11 prospectus 
liability litigation involving fund groups or on litigation under 
similarly worded federal securities laws (e.g., rule 10b‐5 under 
the ’34 Act).  

— Omnicare, Inc. v. Laborers Dist. Council Constr. Indus. Pension Fund, 
2015 U.S. LEXIS 2120 (U.S. Mar. 24, 2015) 
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fund adviser and various executives for insider 

trading and other violations of securities laws, 

alleging that the defendants had fraudulently inflated 

the prices of bonds held by certain municipal bond 

funds, and that certain defendants had redeemed 

their fund shares prior to the devaluation of the 

bonds.4

48 By 2011, only one individual defendant 

remained involved in this litigation. In 2011, the 

district court ruled that this individual had engaged 

in insider trading.49 In 2013, the Seventh Circuit 

reversed the district court’s decision, and remanded 

the lawsuit to the district court for additional 

consideration of the novel issue whether “insider 

trading theories apply to mutual fund 

redemptions.”49

50 In August 2014, the district court 

granted the individual defendant’s motion for 

summary judgment.51 The lawsuit is now closed. 

Regulatory Priorities 
The SEC and its staff often provide guidance as to 

the direction of future SEC enforcement actions. 

This guidance may come directly from the staff in 

the SEC’s Division of Enforcement, or may be 

provided more indirectly in the form of speeches by 

commissioners and staff members, or in 

examination priorities released by OCIE.  

The co-chief of the Asset Management Unit of the 

SEC’s Division of Enforcement recently described 

the unit’s priorities for 2015. Among the priorities 

potentially implicating the investment management 

industry are valuation and performance, 

performance advertising, adherence to investment 

strategies, the board’s role in the oversight of 

advisers, and an ongoing focus on fund 

distribution.5

52 A key enforcement theme for 2015—

emphasized by Chair White and senior agency 

officials—appears to be “conflicts of interest,” 

which has been reflected in recent actions taken by 

the SEC in the broader asset management space 

with respect to failure to seek best execution, 

undisclosed outside business activities, and related-

party transactions.52F

53  

Insight into potential enforcement risks may also be 

found in the SEC’s National Examination Program 

(NEP) priorities, which are released early each 

year.53F

54 These priorities for 2015 include a continuing 

focus on alternative investment companies, fixed 

income investment companies, and cybersecurity.55  

In addition, over the past two years, OCIE has 

conducted so-called “sweep” examinations with 

respect to liquid alternative funds, payments to 

financial intermediaries (often referred to as 

“distribution in guise”), bond funds, and 

cybersecurity. While OCIE remains separate and 

apart from the Division of Enforcement, many 

industry observers have commented on the 

“increasing collaboration” of the two.56 Indeed, one 

of OCIE’s annual performance measures is the 

percentage of examinations that result in referrals to 

the Division of Enforcement. In its 2014 fiscal year, 

OCIE conducted more than 1,850 formal 

examinations and made over 200 referrals to the 

Division of Enforcement.5

57 At least some of those 

referrals have involved fund industry participants.5

58  

SEC’s Asset Management Unit: Five Years On 

The formation of the Asset Management Unit of the 

SEC’s Division of Enforcement in 2010 signaled a focus 

on asset management and mutual fund issues. Five 

years later, the unit has grown to 75 employees and 

expanded to all 12 of the SEC’s offices nationwide. The 

co‐chief of the unit has attributed much of the unit’s 

success to “its constant collaboration and 

coordination” with OCIE and the Division of Investment 

Management, a relationship she has characterized as a 

“three‐legged stool of collaboration.” The co‐chief has 

also emphasized the unit’s growing relationship with 

the SEC’s Division of Economic and Risk Analysis, which 

provides, among other tools, proprietary risk 

analyses.
59
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Influences on Future SEC 
Enforcement Actions 
2014 and early 2015 saw a number of developments 

with the potential to shape SEC enforcement in the 

coming years. As discussed below, these 

developments include: (1) a focus on cybersecurity; 

(2) increased use of administrative proceedings; and 

(3) continued developments with respect to “neither 

admit nor deny” settlements. 

A FOCUS ON CYBERSECURITY 
In the wake of extensive data breaches and 

significant hacking incidents involving large retailers 

and financial institutions outside the fund industry, 

increased governmental attention is being focused 

on cybersecurity matters. In February 2013, 

President Obama issued an executive order on 

“Improving Critical Infrastructure Cybersecurity,”5

60 

and a year later, NIST released a “Framework for 

Improving Critical Infrastructure Cybersecurity,” 

which was subsequently updated in December 

2014. 6

61 While the NIST Framework itself does not 

impose any requirements on the private sector, 

“there seems to be a growing consensus that the 

Framework is fast becoming the de facto standard for 

private sector cybersecurity as viewed by regulators 

and U.S. lawyers.”6

62 

Meanwhile—and of particular relevance to the fund 

industry—OCIE issued, in April 2014, its “OCIE 

Cybersecurity Initiative,” which described proposed 

examinations to assess the cybersecurity 

preparedness of broker-dealers and registered 

investment advisers.62

63 In February 2015, OCIE staff 

released preliminary findings from its 

examinations,63

64 and FINRA issued its own report on 

its review of cybersecurity preparedness among its 

members.64

65 A senior OCIE staff member has stated 

that OCIE will initiate another round of 

cybersecurity examinations of investment advisers, 

which will likely include onsite visits in many cases.66 

To date, the SEC has not proposed specific rules or 

regulations in response to the OCIE Cybersecurity 

Initiative. Nonetheless, the intensified focus by the 

SEC and the federal government generally on these 

matters suggests that regulatory guidance (and 

perhaps enforcement actions) may be forthcoming.67  

SEC’S USE OF ADMINISTRATIVE 
PROCEEDINGS 
In recent years, the SEC has brought an increasing 

number of enforcement actions before 

administrative law judges (ALJs), who are appointed 

by the SEC, as an alternative to bringing the actions 

in federal district courts.67

68 The SEC is not alone in 

its increased use of ALJs, as the CFTC is also 

turning to its administrative courts with greater 

frequency.68

69 

For the SEC, the use of the administrative forum 

may provide advantages in terms of speed (ALJs 

tend to reach decisions in ten months or less) and 

procedural matters (federal rules governing 

procedure and evidence are not followed in 

administrative courts). Further, the administrative 

forum may provide some level of “home court” 

advantage to the SEC, with critics pointing to the 

SEC’s 100% rate of success in front of ALJs in fiscal 

year 2014 (as compared to 61% in its district court 

cases).69

70 The director of the SEC’s Division of 

Enforcement has defended the administrative forum 

as fair to respondents and cited the benefit of having 

“specialized factfinders” hear cases sounding in 

federal securities laws.70

71 Detractors, including 

defense lawyers and judges, have contended that not 

following federal rules governing procedure and 

evidence deprives respondents of their rights to full 

discovery and jury trials that are available in district 

courts.71

72  
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Two recent federal district court decisions have 

upheld the SEC’s use of administrative proceedings. 

The district courts found that they lacked subject 

matter jurisdiction to address constitutional issues 

with respect to the choice of the administrative 

forum and that respondents in SEC administrative 

proceedings must first challenge the choice of forum 

in the proceedings themselves. One of these 

decisions has been appealed to the Second Circuit.73 

There is no indication that the SEC will soon reverse 

the trend toward its increased use of administrative 

proceedings. 7

74 Indeed, with the addition in 2014 of 

both new ALJs and attorneys, the SEC nearly 

doubled the size of the staff dedicated to the Office 

of ALJs.7

75 

“NEITHER ADMIT NOR DENY” 
SETTLEMENTS 
As discussed in prior Claims Trends, the SEC has 

historically used “neither admit nor deny” 

settlements—in which entities and individuals are 

permitted to “neither admit nor deny” the SEC’s 

allegations against them—to resolve enforcement 

actions in the fund industry and elsewhere. 

Beginning in 2011, however, a number of federal 

lower court judges, including Judge Rakoff in the 

Southern District of New York, rejected or 

challenged such settlements.75

76 

In 2012, perhaps in part in response to these 

challenges, the SEC staff began to seek “admissions 

of wrongdoing” in certain proceedings.76

77 As stated 

by Chair White, in determining whether to seek such 

admissions, the SEC would consider, among other 

things, the nature of the conduct at issue and the risk 

posed by the conduct.77

78 In late 2014, the SEC’s 

director of the Division of Enforcement expanded 

these criteria, stating that the SEC may also seek 

admissions where they would “significantly enhance 

the deterrence message of the action.”78F

79  

In 2014, the SEC, on an agency-wide basis, required 

admissions in nine cases, bringing to twelve the total 

admissions since the current policy was initiated in 

2013. 79F

80 Of particular interest was an enforcement 

action in September 2014 where the SEC obtained 

an admission from a dually registered broker-dealer 

and investment adviser that violated provisions of 

the IAA and the ’34 Act.80F

81  

In June 2014, Judge Rakoff’s November 2011 

decision rejecting an SEC settlement, which helped 

bring the issue of “neither admit nor deny” 

settlements to the fore, was vacated by the Second 

Circuit and remanded to the district court.81F

82 Some 

observers have suggested that the Second Circuit’s 

decision “effectively restores the pre-November 

2011 status quo with respect to judicial scrutiny” of 

these settlements.82F

83 While the SEC’s longstanding 

use of “neither admit nor deny” settlements has 

arguably been validated by the Second Circuit’s 

decision, it appears that the SEC will continue to 

seek admissions of wrongdoing in appropriate 

proceedings. 83F

84 

Portfolio 
Management 
Errors 
Since ICI Mutual’s formation in 1987, over 10% of 

all claim amounts paid by ICI Mutual have been for 

“costs of correction” claims—i.e., insurance claims 

by advisers for payments made by them, outside the 

litigation context, to remedy operational errors that 

have resulted in losses for their managed funds or 

private accounts. Generally, “costs of correction” 

insurance coverage permits an insured entity to be 
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reimbursed for costs incurred to correct an 

operational error, provided that the insured entity 

has actual legal liability for the resulting loss.84F

85  

In a recent “costs of correction” claim involving the 

entry of a foreign currency exposure target for 

certain mutual funds and private advisory accounts, 

the portfolio manager entered the intended exposure 

target for one set of accounts, but a different, 

erroneous exposure target for another set of 

accounts. A secondary review of the exposure target 

entries failed to uncover the mistake. 

Another recent “costs of correction” claim involved 

an error in corporate action processing. Here, a 

portfolio manager mistakenly elected a cash option 

(instead of a securities option) in response to a 

corporate action relating to certain debentures. The 

portfolio manager’s mistake arose from a misreading 

of the relative economic merits of the two options, 

as described in the materials provided by the issuer 

of the debentures.  

State Law 
Actions and 
the Plaintiffs’ 
Bar 
Litigation challenges to fund groups sometimes take 

the form of (1) state law derivative actions—i.e., lawsuits 

purporting to be filed on behalf of funds themselves, 

that allege violations of state or common law by 

fund advisers and/or fund directors and officers, or 

(2) state law class actions—i.e., lawsuits purporting to 

be filed on behalf of groups (or “classes”) of fund 

shareholders, that allege violations of state or 

common law by fund advisers, funds themselves, 

and/or fund directors and officers. 85F

86  

This section describes developments in state law 

derivative actions and class actions in 2014 and early 

2015.  

Fund Investments in 
Gambling Industry 
Securities 
Past Claims Trends have reported on federal lawsuits 

first filed in 2008 against various fund groups, which 

originally alleged that fund investments in online 

gambling companies constituted illegal racketeering 

in violation of RICO. While most of these federal 

lawsuits were dismissed,87 various plaintiffs 

subsequently refiled their lawsuits in either federal or 

state courts. In these refiled lawsuits, the plaintiffs 

characterized essentially the same activities as 

violations of state law or common law (e.g., breach 

of fiduciary duty and waste).  

Gambling securities lawsuits continue for three fund 

groups. For one fund group, in June 2013, over a 

year after the conclusion of a refiled lawsuit in state 

court,87F

88 the plaintiffs filed yet another complaint in 

federal court in Delaware. In January 2015, the 

federal court dismissed the refiled lawsuit.8

89 The 

dismissal is now on appeal to the Third Circuit. 

For another fund group, the October 2012 dismissal 

of the original lawsuit was affirmed on appeal by the 

Eighth Circuit in March 2013. After making demand 

on the fund board, the plaintiff then refiled his 

lawsuit in federal district court in March 2014.89

90 The 

lawsuit remains pending. Meanwhile, this same fund 

group also has another active gambling securities 

lawsuit, in which the defendants’ motion for 

summary judgment, filed in April 2014, was granted 
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by a federal district court in July 2014.90

91 The lower 

court’s decision is on appeal to the Eighth Circuit, 

which heard oral argument in February 2015.91F

92 

A third fund group’s gambling securities lawsuit, 

which had been refiled in state court, was dismissed 

in November 2013, and a notice of appeal was filed 

in March 2014.92

93 The appeal remains pending.  

Auction-Rate Preferred 
Securities 
Previous Claims Trends have reported on lawsuits 

involving closed-end funds that issued auction-rate 

preferred securities (ARPS). A number of these 

lawsuits, filed as derivative lawsuits, effectively 

charged fund advisers (and, in some cases, their 

parent companies) with breaches of fiduciary duties 

to common shareholders through the defendants’ 

authorizing or participating in the redemption of 

ARPS in favor of new financing that was allegedly 

less favorable to the common shareholders. In late 

2014, the last two of these derivative lawsuits were 

dismissed, and no appeals were filed.93F

94  

Other 
Litigation 
Developments 
ERISA 
Fund advisers and affiliated entities may face fee 

challenges under ERISA that are similar to those 

under the federal securities laws. In other lawsuits 

brought under ERISA, plan “fiduciaries” have been 

charged with mismanaging assets under their 

control. 

FEE-BASED LAWSUITS 
Separate and apart from challenges to fees and 

compensation received by fund advisers and their 

affiliates under section 36(b) of the ICA (see above 

at “Fees—Section 36(b)”), the plaintiffs’ bar in 

recent years has also initiated numerous lawsuits 

under ERISA challenging fees and compensation 

received directly or indirectly by plan service 

providers. (As noted above, a recent ICI Mutual 

publication, Trends in Fee Litigation: Actions Brought 

under Section 36(b) and ERISA, provides additional 

information and expert insight on fee litigation 
under both ERISA and section 36(b).)  

2014 and early 2015 saw developments in certain of 

these fee-based ERISA lawsuits. In a 2011 lawsuit 

alleging excessive fee claims under both ERISA and 

section 36(b), the Third Circuit upheld the trial 

court’s dismissal of the ERISA claims (the only 

remaining claims) in September 2014, and denied a 

petition for rehearing in November 2014. A petition 

for certiorari was filed with the U.S. Supreme Court 

in February 2015.97F

98 In two other fee-based ERISA 

lawsuits, filed in 2013 and 2014, a motion to dismiss 

Ninth Circuit Decision May Create Opening for New State Law 
Actions Against Fund Groups 

A Ninth Circuit panel recently issued a decision with potentially broad‐
reaching implications for advisers and directors of funds, particularly of 
those funds organized as Massachusetts business trusts. In reversing, in 
part, a federal district court’s dismissal of state law claims brought against 
the adviser and directors of a bond fund that incurred substantial credit 
crisis‐related losses,

95 the Ninth Circuit panel made three significant 
rulings. First, it stated that the generally accepted distinction between 
“direct” and “derivative” actions did not apply in the mutual fund context, 
thereby allowing fund shareholders to bring direct class action claims 
against advisers and directors for breach of fiduciary duty. Second, the 
panel held that fund shareholders may enforce a fund prospectus’s terms 
through state law claims for breach of contract. Finally, the Court allowed 
the shareholders to sue the adviser directly as third‐party beneficiaries of 
the management contract between the fund and adviser. 95

96
F 

Some industry observers have asserted that the decision is “inconsistent 
with established principles of investment company governance and 
litigation,” and have voiced concern that the decision’s reasoning, if 
adopted more widely, could provide the plaintiffs’ bar with additional 
legal avenues for pursuing fund industry defendants.

97
 

 The defendants’ petition to the Ninth Circuit for panel rehearing and 
rehearing en banc is now pending. 

— Northstar v. Schwab, 779 F.3d 1036 (9th Cir. 2015) 
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(filed in January 2014) remains pending in one, 98F

99 and 

was granted (in December 2014) in the other. This 

dismissal is now on appeal to the Eighth Circuit.99F

100  

In early 2015, two new ERISA fee-based lawsuits 

were initiated. Both of these lawsuits remain 

pending. In one, filed in February 2015, the plaintiff 

alleges that a profit sharing plan sponsor (also the 

plan’s administrator and record keeper), affiliated 

entities, and plan trustees breached their fiduciary 

duties under ERISA with respect to the excessive 

“layers of fees” charged by the unregistered funds 

offered as plan investment options. Noting that the 

unregistered funds simply invest in mutual funds, 

which are, in turn, managed by subadvisers, the 

plaintiff argues the defendants could have reduced 

expenses by contracting with the subadvisers 

directly.100F

101 In the second lawsuit, filed in March 

2015, the plaintiff alleges that the plan 

administrator/recordkeeper (which also served in 

other capacities) made available to the plan only 

high-cost proprietary mutual funds when other, 

lower-cost options should allegedly have been 

provided.101F

102  

Fund group entities have also been named in other 

recent ERISA lawsuits in which the plaintiffs allege 

that the defendants breached their fiduciary duties 

with respect to sponsoring and/or administering 

their own retirement plans. One of these lawsuits, 

filed in March 2013, charges that the plan’s sponsor 

made available to the plan only high-cost proprietary 

mutual funds when other, lower-cost options should 

allegedly have been provided. In another lawsuit, 

filed in early 2014, the plaintiffs allege the sponsor’s 

negotiation of recordkeeping arrangements 

benefitted the sponsor to the detriment of the plan 

participants. These lawsuits were consolidated and 

concluded in October 2014 after a settlement 

agreement was reached by the parties.102

103 In addition, 

the parties in a 2011 lawsuit, which involves 

substantially the same allegations, recently reached a 

settlement and are awaiting preliminary approval of 

the settlement by the federal district court.103F

104 

Outside the fund industry, in an ERISA lawsuit 

currently before the U.S. Supreme Court, plaintiffs 

allege excessive fees were charged in connection 

with a 401(k) plan and specifically raise the issue of 

whether the plan sponsor has an ongoing duty to 

monitor the sponsored plan’s investments.104F

105 In 

their legal briefs in this case, both the plaintiffs and 

defendants broadly agree on an ongoing duty to 

monitor, but appear to differ with respect to what 

precisely is required to fulfill that duty.105F

106 As of the 

date of publication, no decision had been issued by 

the Supreme Court. 

MISMANAGEMENT LAWSUITS 
The federal securities laws do not generally permit 

direct actions against advisers for alleged 

mismanagement of assets. By contrast, ERISA 

expressly provides for direct suits against plan 

“fiduciaries” for mismanagement of assets under 

their control—i.e., for failure to adhere to their duty 

of “prudent management.” While mutual fund 

advisers are generally exempt from ERISA claims of 

imprudent management, advisers to unregistered 

pooled investment vehicles that contain plan assets 

may be subject to such claims and, as a result, may 

face significant liability risks.  

In an ERISA lawsuit filed in 2010, the plaintiffs 

alleged that an investment adviser to ERISA plans 

breached its fiduciary duty through its management 

of a securities lending program that allegedly 

resulted in losses and restricted investment 

liquidity.106

107 The trial court approved a plan of 

settlement in May 2014.107F

108 
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OTHER LAWSUITS 
Fund groups have been involved in other lawsuits 

brought under ERISA. As reported in prior Claims 

Trends, two fund group defendants—one, the 

directed trustee and recordkeeper for ERISA plans, 

and the other, an investment adviser for the mutual 

funds offered as investment options—were involved 

in an ERISA lawsuit in which the plaintiffs 

challenged both fees and the handling of “float 

income” (i.e., the short-term income earned on plan 

assets cashed out by participants). In March 2012, 

the federal district court found, among other things, 

that the fund group defendants were ERISA 

“fiduciaries” (but not with respect to excessive fees) 

and that they breached their fiduciary duties to the 

plan with respect to the handling of float income.108F

109 

In March 2014, the Eighth Circuit vacated the 

federal district court’s decision, ruling that, because 

the plaintiffs failed to demonstrate that the float 

income was a plan asset, the district court had erred 

in finding that the fund group defendants had 

breached their fiduciary duties.109F

110 The case has been 

remanded to the district court for proceedings 

consistent with the appellate court’s decision.110

111  

In early 2013, a number of plaintiffs brought similar 

allegations in another federal district court against 

entities in the same fund group for the treatment of 

float income. In December 2013, four of the cases 

were consolidated, and an amended complaint was 

filed in October 2014. In March 2015, the district 

court granted the defendants’ motion to dismiss the 

amended complaint.111

112 To date, no appeal has been 

filed. 

Bankruptcy Claims by 
Issuers of Portfolio 
Securities 
Mutual funds have occasionally been ensnared in 

proceedings arising from corporate bankruptcies, 

typically for no reason other than the funds’ status as 

passive holders or former holders of securities of the 

bankrupt issuers. In these proceedings, sometimes 

referred to as “clawback” suits, bankrupt issuers 

and/or their creditors often seek a return of pre-

bankruptcy payments made to security holders or 

other creditors, including funds.  

As reported in prior Claims Trends, a number of 

proceedings (including proceedings arising out of 

the bankruptcies of the Tribune Company and the 

Lyondell Chemical Company) have named 

numerous funds as parties.112F

113 The Tribune and 

Lyondell proceedings raise a number of legal issues, 

including issues regarding the legal right (or 

“standing”) of the plaintiffs to prosecute their 

claims, the timeliness of the plaintiffs’ claims, and 

the applicability to the plaintiffs’ claims of a “safe 

harbor” defense in the federal bankruptcy code for 

“settlement payments.”  

Both the Lyondell and Tribune proceedings involve 

state law “constructive fraudulent conveyance” and 

“intentional fraudulent conveyance” claims. In 

September 2013, a federal district court in Tribune 

granted the defendants’ motions to dismiss the 

constructive fraudulent conveyance claims, but left 

open the possibility that plaintiffs could re-file the 

claims at a later date.113

114 This matter is on appeal to 

the Second Circuit, and oral argument was heard in 

November 2014.114F

115  

In Lyondell, the bankruptcy court in January 2014 

denied the defendants’ motion to dismiss the state 

law constructive fraudulent conveyance claims. The 
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court granted the defendants’ motion to dismiss the 

state law intentional fraudulent conveyance claims, 

but gave the plaintiffs permission to replead these 

claims to correct their deficiencies.115

116 An amended 

complaint was filed in April 2014. Motions to 

dismiss the amended complaint were filed in August 

2014 and remain pending.116F

117 
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D&O/E&O Claims Data  
D&O/E&O Notices by Subject – 2014 
Regulatory matters constituted the most common subject of claims notices provided under ICI Mutual 

D&O/E&O policies in 2014. As shown in the chart below, a substantial percentage of notices received (the 

“Other” category) do not fall neatly into a broader category. 
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D&O/E&O Claims Data  
D&O/E&O Insurance Payments by Category (2000-2014) 
The chart below shows the breakdown of payments (i.e., defense costs, settlements and judgments, and costs of 

correction) made by ICI Mutual on claims submitted from January 1, 2000 through December 31, 2014 under ICI 

Mutual D&O/E&O policies.  

Defense Costs
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Costs of Correction
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