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REASONS FOR REHEARING EN BANC

In Jones v. Harris Associates L.P., No. 07-1624 (7th Cir. Aug. 6, 2015) (hereinafter
“Aug. 6, 2015 Order”), two members of the initial panel in this case held on remand from
the United States Supreme Court that plaintiffs have not justified a trial on their claims that
the defendant, a mutual fund adviser, has breached its “fiduciary duty with respect to the
receipt of compensation.” § 36(b), Investment Company Act of 1940, 15 U.S.C. § 80a-
35(b).! The panel’s four-page order, issued more than five years after the Supreme Court
unanimously vacated the panel’s earlier decision, Jones v. Harris Associates L.P., 559 U.S. 335
(2010) (vacating Jones v. Harris Associates L.P., 527 F.3d 627 (7th Cir. 2008)), persists in
pressing a non-conforming interpretation of § 36(b) that risks destabilizing the fee-setting
process in an industry entrusted with nearly $16 trillion in retirement and personal savings.
Plaintiffs seek rehearing en banc of the panel’s decision for the following reasons:

1. By holding that fees charged by advisers of comparable mutual funds constitute
the range of fees that arm’s-length bargaining could produce, the panel’s decision conflicts
with the Supreme Court’s decision in Jones v. Harris Associates L.P., 559 U.S. 335 (2010), and
with Gartenberg v. Merrill Lynch Asset Management, Inc., 694 F.2d 923 (2d Cir. 1982), whose
approach to § 36(b) the Supreme Court endorsed in Jones.

2. By holding non-probative plaintiffs’ evidence that defendant was charging the
funds fee rates approximately double what it was charging its non-captive clients for
essentially identical services, the panel’s decision conflicts with the Supreme Court’s

decision in Jones.

1 Circuit Judge Evans, a member of the panel that originally decided this appeal, died in 2011 after
the remand from the Supreme Court.
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3. By excluding evidence of procedural and structural defects from its consideration
of plaintiffs’ excessive-fee claim, the panel’s decision contradicts Jones.

On each of these points, consideration by the full court is necessary to ensure
compliance with the Supreme Court’s mandate in Jones, to secure and maintain uniformity
of this Court’s decisions under § 36(b), and to promote consistency with interpretations of
that statute and Jones by other circuits. And because of the importance of § 36(b) and the
leading role of this case in its interpretation, the panel’s holding involves a question of
exceptional importance that warrants consideration by the full court.

CASE OVERVIEW

Plaintiffs, shareholders of three mutual funds managed by defendant, claim that
defendant breached its § 36(b) fiduciary duty “with respect to the receipt of compensation”
by charging the funds excessive advisory fees. Plaintiffs understand that duty to include at
least three components: (1) ensuring that defendant’s fees are approved by those members
of the funds’ board of trustees who lack financial interests in defendant; (2) disclosing all
material information to the funds’ shareholders and the Securities and Exchange
Commission; and (3) charging a fee that is not so disproportionately large that it bears no
reasonable relationship to the services rendered and could not have been the product of
arm’s-length bargaining.

Plaintiffs claimed violations of each component of § 36(b)’s fiduciary duty. Plaintiffs
claimed that defendant knowingly accepted compensation approved by a board led by a
director who falsely declared himself “disinterested” in the defendant, and that defendant
also failed to make required disclosures to the funds’ shareholders and the SEC. Plaintiffs

further claimed that defendant’s fees were excessive, particularly when compared with the
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fees defendant charged its non-captive clients for essentially identical services. Plaintiffs
moved for summary judgment on their two “structural” claims. Defendant opposed that
motion and moved for summary judgment on all claims on the ground that plaintiffs could
not show the fees to be excessive. On February 27, 2007, the district court (Kocoras, J.)
denied plaintiffs’ motion and granted defendant’s. Jones v. Harris Associates L.P., No. 04 C
8305, 2007 WL 627640 (N.D. Ill. 2007). Plaintiffs appealed.

The primary arguments before the panel in 2007, when the case first arrived at this
Court, were (1) whether fund shareholders such as plaintiffs could prove a violation of
§ 36(b)’s fiduciary duty only by showing the fee to be excessive (defendant’s view) or also by
showing non-compliance with the Act’s structural safeguards (plaintiffs’ view); and (2)
whether the excessiveness of the fee should be judged by comparison to fees charged by
other advisers to other mutual funds and by reference to the performance of the fund
(defendant’s view) or by comparison to fees charged by the adviser to its non-captive clients
for essentially identical services (plaintiffs’ view). This debate largely reflected the various
positions advanced in lower court decisions construing the meaning of § 36(b) prior to the
panel’s initial decision. See, e.g., Strigliabotti v. Franklin Res., Inc., No. 04-00883 SI, 2005 WL
645529, at **3-4 (N.D. Cal. Mar. 7, 2005) (summarizing cases discussing proper fee
comparators). Uniformly, these courts had looked to Gartenberg v. Merrill Lynch Asset
Management, Inc., 694 F.2d 923 (2d Cir. 1982), for guidance in enforcing § 36(b).

The panel, however, took an entirely different approach not argued by the parties. It
“disapprove[d] the Gartenberg approach” and read § 36(b)’s “fiduciary duty” language to
foreclose entirely judicial review of the excessiveness of the fee. Jones, 527 F.3d at 632.

Instead, the panel focused on whether the defendant misled the funds’ board during fee
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negotiations. Id. at 635. But the panel construed the Act’s separate structural requirements
narrowly, see id. at 629-30, and did not discuss much of plaintiffs’ evidence of structural
violations and other deceitful conduct. Compare id. at 629-30 & 635 with Brief of Plaintiffs-
Appellants, May 17, 2007 at 21-32 (summarizing plaintiffs’ evidence). Observing
(incorrectly) that “plaintiffs do not contend that [defendant] pulled the wool over the eyes of
the disinterested trustees or otherwise hindered their ability to negotiate a favorable price for
advisory services,” the panel affirmed the district court judgment. Jones, 527 F.3d at 635.

Plaintiffs petitioned for en banc review, but the court denied the petition by a 5-5
vote. See Jones v. Harris Associates L.P., 537 F.3d 728 (7th Cir. Aug. 8, 2008) (order denying
petition for rehearing en banc). In dissent, Judge Posner (joined by Judges Rovner, Wood,
Williams, and Tinder) expressed concern about four aspects of the panel’s opinion: (1) its
creation of a circuit split without prior circulation to the full court, see id. at 729 & 732; (2) its
embrace of an economic analysis that was “ripe for reexamination,” id. at 730-31 (surveying
recent studies showing that competition in product and capital markets may not prevent
excessive compensation); (3) its discounting of plaintiffs’ evidence that defendant charged
plaintiffs approximately twice what it charged its non-captive clients, id. at 731-32; and (4)
its exclusive focus on what other fund advisers charge for their services in evaluating the
lawfulness of a fee, given that “the governance structure that enables mutual fund advisers
to charge exorbitant fees is industry wide,” id. at 732.

Plaintiffs successfully obtained review in the Supreme Court, which unanimously
vacated the panel’s decision. Neither defendant nor the United States as amicus curiae
defended the circuit panel’s approach on appeal, and the Supreme Court endorsed

Gartenberg as the framework for evaluating § 36(b) claims. Jones v. Harris Associates L.P., 559
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U.S. 335, 346-49 (2010). The Court began by explaining that the formulation of fiduciary
duty in Pepper v. Litton, 308 U.S. 295, 306-07 (1939), “expresses the meaning of the phrase
‘fiduciary duty’ in § 36(b).” 559 U.S. at 347. Pepper emphasized that fiduciaries such as
defendant hold their powers “in trust” and “their dealings with the corporation are subjected
to rigorous scrutiny. . . . The essence of the test is whether or not under all the circumstances the
transaction carries the earmarks of an arm’s length bargain.” Id. (quoting Pepper, 308 U.S. at 306-
07) (emphasis in original).

After observing that, unlike Pepper, § 36(b)(1) puts the burden of proof on the party
claiming breach, the Court expressly approved Gartenberg’s approach to evaluating
excessive-fee claims. Id. at 347-49. The Court endorsed Gartenberg’s use of “the range of fees
that might result from arm’s-length bargaining as the benchmark for reviewing challenged
fees” and its “elaborat[ion]” of this benchmark: “To be guilty of a violation of § 36(b), . . .
the adviser-manager must charge a fee that is so disproportionately large that it bears no
reasonable relationship to the services rendered and could not have been the product of
arm’s-length bargaining.” Id. at 344, 347. The Court also agreed that, while deference to
board approval of the fee “may be appropriate in some instances, . . . the appropriate
measure of deference varies depending on the circumstances.” Id. at 349.

Finally, the Court resolved in plaintiffs’ favor three important disputes about
Gartenberg’s meaning and scope:

First, the Court rejected defendant’s argument that a comparison between the fees
charged to mutual funds and those charged to an adviser’s other clients is always
inappropriate. Id. at 349-50. Although the Court emphasized the need for commonality of

circumstances to make the comparison probative, the Court clearly held that “courts may
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give such comparisons the weight that they merit in light of the similarities and differences
between the services that the clients in question require.” Id. at 350

Second, the Court cautioned lower courts “not [to] rely too heavily on comparisons
with fees charged to mutual funds by other advisers.” Id. Such comparisons “are
problematic because [the fees charged to similar funds], like those challenged, may not be
the product of negotiations conducted at arm’s length.” Id. at 350-51 (citing opinion of
Posner, J., dissenting from denial of rehearing en banc, 537 F.3d at 731-32).

Third, the Court emphasized that, even in the context of a pure excessive-fee claim,
“a court’s evaluation of an investment adviser’s fiduciary duty must take into account both
procedure and substance.” Id. at 351. Thus, while “a fee may be excessive even if it was
negotiated by a board in possession of all relevant information,” courts should afford
“commensurate deference” to the bargained-for fee “[w]here a board’s process for
negotiating and reviewing investment-adviser compensation is robust.” Id. By contrast,
“where the board’s process was deficient or the adviser withheld important information, the
court must take a more rigorous look at the outcome.” Id. at 351.

On March 30, 2010, the Supreme Court remanded to this Court for further
proceedings consistent with its opinion. In May and June 2010, the parties submitted Circuit
Rule 54 statements. Plaintiffs urged this Court to reverse the district court’s denial of
plaintiffs’ motion for summary judgment and remand with instructions that the district court
fashion a remedy to address defendant’s procedural breaches of fiduciary duty. This
disposition would eliminate the need for this Court or the district court to deal separately
with plaintiffs’ excessive-fee claim, as the excessiveness of the fees defendant charged

plaintiffs could be taken into account in fashioning a remedy responsive to plaintifts’
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structural claims. Alternatively, plaintiffs argued for vacatur of the district court’s award of
summary judgment to defendant on plaintiffs’ excessive-fee claim. Defendant argued for
affirmance of the district court’s judgment on the grounds that the Supreme Court had
foreclosed any argument that defects in the fee-setting process can ground a § 36(b) claim,
and the district court had correctly applied the Gartenberg standard back in 2007.

On August 6, 2015, the panel issued the short order that is the subject of this petition
for rehearing en banc. The panel reiterated its 2008 rejection of plaintiffs’ structural claims,
suggesting that they are not within the scope of the Supreme Court’s remand. See Aug. 6,
2015 Order at 2. The panel addressed plaintiffs’ excessive-fee claim by holding that, under
the Supreme Court’s standard, defendant was free from liability because its fees were in line
with those charged by advisers of comparable mutual funds and the funds’ returns exceeded
the norm for comparable investment vehicles over an unspecified period of time. See id.
Finally, the panel closed with an apology for taking more than five years to respond to the
Supreme Court mandate, explaining that the parties’ Rule 54 statements were placed in the
wrong stack and forgotten. See id. at 4.

ARGUMENTS

L. The panel’s reliance on fees charged by other funds conflicts with the Supreme
Court’s decision in Jones and with Gartenberg.

Seven years ago, the panel declared that competition among funds for shareholders
sufficiently constrains advisers’ fees despite the “incestuous” nature of the fund-adviser
relationship. See Jones, 527 F.3d at 631-32. The panel thus “disapprov[ed]” the Gartenberg
standard, id. at 632 (“[W]e are skeptical about Gartenberg because it relies too little on
markets.”), and concluded that “no court would inquire whether a salary normal among

similar institutions is excessive,” id.
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Five judges of this Court found that this reasoning rested on “an economic analysis
that is ripe for reexamination,” 537 F.3d at 730 (Posner, ]., dissenting from denial of
rehearing en banc), in part because “the governance structure that enables mutual fund
advisers to charge exorbitant fees is industry wide,” 7d. at 732. And in unanimously adopting
the Gartenberg standard, the Supreme Court explicitly approved the rehearing dissenters’
reasoning and concluded that “courts should not rely too heavily on comparisons with fees
charged to mutual funds by other advisers.” 559 U.S. at 350-51. The Court likewise
approved the very same language from Gartenberg that the panel had explicitly rejected:
“Competition between money market funds for shareholder business does not support an
inference that competition must therefore also exist between [investment advisers] for
fund business. The former may be vigorous even though the latter is virtually non-
existent.”” 559 U.S. at 351 (quoting Gartenberg, 694 F.2d at 929); compare Jones, 527 F.3d at
631 (rejecting this language).

Notwithstanding all this, the panel on remand once again rejected plaintifts’
excessive-fee claim largely on the proposition that the fees charged by other mutual-fund
advisers were similar. Noting that “[t]he Justices ask whether a fee is so large that it could
not have been the result of arm’s length bargaining,” the panel answered by observing that
“[t]he record shows that [defendant’s] fee was comparable to that produced by bargaining at
other mutual-fund complexes, which tells us the bargaining range.” Aug. 6, 2015 Order at 2-
3. It is hard to imagine how a court could rely more heavily on fees charged by other mutual

funds than by allowing those fees to set the bargaining range for the arms-length
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transactions that § 36(b) requires.” The panel acknowledged in 2008 that this approach was
directly contrary to Gartenberg. To now pass it off as an application of Gartenberg would
transform the Supreme Court’s insistence on a more rigorous inquiry into a meaningless
exercise.

1I. The panel’s categorical dismissal of evidence of fees charged to non-captive funds
conflicts with the Supreme Court’s decision in Jones.

Under Jones and Gartenberg, the critical benchmark for an adviser’s compliance with
its fiduciary duty is whether its fee approximates that which would have resulted from an
arm’s-length transaction. Jones, 559 U.S. at 347; Gartenberg, 694 F.2d at 928. And as Justice
Alito noted, fees approved by a fund that cannot practically fire its adviser and fees charged
by other advisers to their own captive mutual funds do not fit this description. See 559 U.S.
at 338, 350-51. The only fee arrangements that advisers actually do negotiate at arm’s length
are those with non-mutual fund clients, like large pension funds, that are free to go
elsewhere if the fee is too high. In this case, plaintiffs provided evidence that defendant
charged the funds fee rates approximately twice what it charged its non-captive clients who
bargained at arm’s length for essentially identical services. Petition for Rehearing En Banc

(June 2, 2008), at 14. Five judges of this Court concluded that “the fees that Harris charges

2 The other keystone to the panel’s ruling—that defendant’s performance was for some unspecified
period of time not sub-standard, see Aug. 6, 2015 Order at 3—also is problematic, as the judges
dissenting from the denial of rehearing en banc recognized. See Jones, 537 F.3d at 633 (Posner, J.,
dissenting) (describing as “weak” the panel’s unelaborated reliance on fund performance, given the
absence of evidence about the nature of the time period in which performance was measured and,
thus, whether anything other than random factors were at work). Plaintiffs’ original appellate
briefing exposed defendant’s performance as far less than exemplary outside of the period of time
defendant cherry picked to support its summary judgment motion. See Reply Brief of Plaintiffs-
Appellants (July 2, 2007), at 20-22. In any event, nothing in Justice Alito’s opinion in this case
suggests that an otherwise improper fee can be saved by good performance for the fund overall. And
plaintiffs doubt defendant would accept the converse proposition that an otherwise appropriate fee
could be transformed into a breach of duty by poor fund performance.
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independent funds” provide a useful “alternative comparison.” 537 F.3d at 732 (Posner, J.,
dissenting from the denial of rehearing en banc).

To be sure, fees charged to independent clients are a good comparison only if
advisers provided them basically similar services. Both the Supreme Court in this case and
Gartenberg noted this point. See Jones, 559 U.S. at 349-50; Gartenberg, 694 F.2d at 930 n.3.
But Justice Alito criticized Gartenberg for dismissing such comparisons too quickly, stressing
that “[s]ince the Act requires consideration of all relevant factors . . . we do not think that
there can be any categorical rule regarding the comparisons of the fees charged different
types of clients.” 559 U.S. at 349 (citing Daily Income Fund v. Fox, 464 U.S. 523, 537 (1984),
which observed that such fee differentials are problematic). He instructed courts to “give
such comparisons the weight that they merit in light of the similarities and differences
between the services that the clients in question require, but courts must be wary of inapt
comparisons.” Id. at 350.

The panel did not do this. The rehearing dissenters expressed “particular concern”
that the initial panel’s “suggestions on why [the difference in fee rates] may be justified”
were offered “purely as speculation, rather than anything having an evidentiary or empirical
basis.” 537 F.3d at 731. On remand, the panel said that “[p]laintiffs have not proffered
evidence that would tend to show that Harris provided pension funds (and other non-
public clients) with the same sort of services that it provided to the Oakmark funds, or that
itincurred the same costs when serving different types of clients.” Aug. 6, 2015 Order at 3.
But that assertion is flatly inconsistent with the record.

Plaintiffs’ evidence establishes that, for virtually identical services, defendant charged

its mutual fund approximately rwice the rates it charged its non-captive clients who

10
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bargained at arm’s length for those rates. See Pls.” Statement of Additional Facts 9 20, 23
(App. 147, 149-50). These higher rates caused the funds to pay “between $37 million and
$58 million” more during the statutory damages period than they would have paid had
defendant charged its mutual funds the same rates it charged its other clients. 1d. 9§ 23 (App.
150). Crucially, this “comparative fee structure” evidence—described in far greater detail at
paragraphs 19 to 26 of Plaintiffs’ Statement of Additional Facts (App. at 147-52)—makes
clear that the comparison between the fees charged to the funds and those charged to non-
captive clients is apples-to-apples: the funds pay separately pursuant to separate agreements for
services not provided to non-mutual fund clients. See id. at § 19 (noting that the funds’
advisory agreements cover “only investment advisory services” and “do not provide for
accounting services, shareholder services, administrative services, or transfer agency
services,” which “are provided under separate agreements pursuant to which the Funds pay
additional fees”).

The panel’s flat dismissal of this sort of evidence as non-probative—without any
discussion—effectively reinstates its initial refusal to consider fees charged to independent
clients at all, in the teeth of the Supreme Court’s command that “we do not think that there
can be any categorical rule” on the subject. 559 U.S. at 349. It is also flatly inconsistent with
the rules governing an appeal from a grant of summary judgment. The Supreme Court has
said that fees charged to independent clients are probative, provided they were for similar
services. Plaintiffs have submitted more than enough evidence to create a disputed question
of material fact on that similarity. If that showing continues to be held insufficient, the law
going forward (in this Circuit, at least) will be that such comparisons are categorically

excluded.

11
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II. The panel ignored the Supreme Court’s instruction by not considering structural
defects as relevant to plaintiffs’ excessive-fee claim.

Both the panel and the district court treated plaintiffs’ evidence of structural flaws in
the fee-setting process as irrelevant to their claim about excessive fees.” The Supreme
Court’s decision makes clear that this was error: “a court’s evaluation of an investment
adviser’s fiduciary duty must take into account both procedure and substance.” Jones, 559
U.S. at 351. Specifically, the ordinarily deferential review of fees presupposes full disclosure
and fair procedure. “In contrast, where the board’s process was deficient or the adviser
withheld important information, the court must take a more rigorous look at the outcome.”
Id. The panel on remand was thus required to assess plaintiffs’ evidence on this point in
evaluating plaintiffs’ excessive-fee claim. Given the ICA’s establishment of disclosure and
board independence as shareholders’ first line of defense, the panel’s severance of these
issues from excessive-fee claims sets a harmful precedent.

IV.  The panel’s ruling on remand cannot be sustained on the ground that the District
Court initially applied the proper standard.

The centerpiece of defendant’s arguments in its Rule 54 papers was that “[s]ince the
test announced by the Supreme Court is congruent with the standard the district court
applied, there is no reason to revisit the issue [of whether defendant breached its duty under
§ 36(b)].” Defendant’s Rule 54 Statement at 1. Likewise, the panel on remand anchored its
conclusion with the observation that “[t]he district court’s decision has held up well.” Aug.

6, 2015 Order at 3. It 1s true that the district court’s order, unlike the initial panel decision,

3 The panel on remand briefly discussed a portion of this evidence, but only in the context of
abruptly rejecting plaintiffs’ claim that these structural flaws constitute independent violations of the
fiduciary duty created by § 36(b). See Aug. 6, 2015 Order at 2. That question, which was not raised,
briefed, or argued in the Supreme Court, remains open should this Court vacate the panel decision.
Compare Defendant-Appellee Harris Associates L.P.’s Supplemental Circuit Rule 54 Statement with
Plaintiffs-Appellants’ Supplemental Circuit Rule 54 Statement.

12
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purported to apply Gartenberg. But Part III of the Supreme Court’s opinion addressed three

widely disputed issues concerning Gartenberg’s meaning and application and resolved them

almost entirely in plaintiffs’ favor. See Jones, 559 U.S. at 349-53. Critically, the district court
misapplied Gartenberg in all three respects.

First, the district court relied heavily on comparisons to fees charged by other
advisers to their own captive funds. See Jones, 2007 WL 627640, at *8. Second, it discounted
plaintiffs’ evidence that Harris charged its captive funds approximately twice what it
charged its independent clients (as well as plaintiffs’ evidence that the comparator charges
were for virtually identical services and that additional services to the mutual funds were
billed separately). See id. And third, it treated plaintiffs’ evidence of structural and
procedural flaws in the fee-setting process as irrelevant to the question of whether
defendant’s fees were excessive. See id.* These flaws preclude reliance on the district court’s
original judgment for the same reasons that they justify en banc review of the panel’s
decision on remand.

Defendant’s assertion that “the Supreme Court held up the district court’s opinion as
an example of how comparisons with institutional accounts should be treated,” Defendant’s
Rule 54 Statement at 11, is an unrealistically aggressive reading of what the Court actually
said. The citation is to footnote 8 of Justice Alito’s opinion, which said that “[o]nly where
plaintiffs have shown a large disparity in fees that cannot be explained by the different
services in addition to other evidence that the fee is outside the arm’s length range will trial

be appropriate. Cf. App. To Pet. For Cert. 30a.” 559 U.S. at 350 n.8. Obviously,

* Also like the panel on remand, the district court strongly emphasized the Oakmark fund’s strong
overall performance during a particular period. See id. at *9. The Supreme Court did not address this
issue, but the rehearing dissenters questioned it as “weak,” 537 F.3d at 732, and it is ripe for
reexamination on rehearing. See supra note 2 (arguing that reliance on this evidence was mistaken).

13
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unelaborated “cf.” cites are not generally employed to hold up the cited opinion as
exemplary. More crucially, the cited page of the district court opinion made precisely the
two mistakes that Justice Alito warned courts against in the text: it did not consider
plaintiffs’ evidence on the comparability of services provided to captive funds and
independent clients, contra id. at 350, and it relied entirely on “comparisons with fees
charged to mutual funds by other advisers,” which the Court characterized as
“problematic,” id. at 350-51. The district court did not, of course, have the benefit of the
Supreme Court’s opinion—but it remains the case that no court in this litigation has
evaluated plaintiffs’ evidence under the actual standard articulated by the Supreme Court.

CONCLUSION

On remand from a unanimous reversal that emphatically rejected the circuit panel’s
analytic framework, the panel took only four pages to reach precisely the same decision, on
precisely the same grounds. But the need for rehearing en banc goes beyond the panel’s
treatment of this particular dispute. Although the remand opinion was not published, it
disposed of the very case that the Supreme Court used to define the relevant standard under
§ 36(b), and it comes from the pen of one of our most respected and influential jurists. The
panel’s disposition will be widely read, cited, and followed if it stands. This case warrants a
published opinion that fairly evaluates plaintiffs’ evidence and arguments in light of the

prevailing legal standard. The court should grant plaintiffs’ petition for rehearing en banc.
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