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  In March 2010, the Supreme Court in  Jones v. Harris Associates L.P.  1      clarified 
the standard for determining whether a mutual fund investment adviser has 
breached its fiduciary duty under the 1940 Act in connection with its receipt of 
fees from the funds that it manages. This article examines whether the Supreme 
Court’s ruling in  Jones  could be instructive to courts in deciding the 401(k) fee 
lawsuits that have been brought under ERISA. Although different terminology 
is used in analyzing claims under ERISA, courts apply substantially the same 
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principles and evaluate many of the same factors applicable to claims under the 
1940 Act .  Accordingly, even though the 1940 Act and ERISA regulate different 
fiduciary relationships, the  Jones  decision very well may be instructive to courts 
in deciding ERISA-based excessive fee claims.  

 I n recent years, over 30 lawsuits have been brought under the 
Employee Retirement Income Security Act of 1974 (ERISA) 

against the fiduciaries of large corporate 401(k) plans and financial 
institutions that provide retirement services for 401(k) plans. These 
“401(k) fee lawsuits” are based, in part, on allegations that the 
defendants breached their fiduciary duties and engaged in transac-
tions prohibited by ERISA when they caused mutual funds with 
purportedly  unreasonable and excessive investment advisory fees 
to be used as investment options under the plans. The 401(k) fee 
lawsuits continue to wind their way through the federal courts, and 
developments in the cases are being closely watched not only by 
other 401(k) plan sponsors and retirement service providers, but 
also by the DOL which has filed amicus briefs with the courts in 
some of the lawsuits. 

 ERISA, of course, is not the only basis under which mutual fund 
investment advisory fees may be subject to judicial challenge. Section 
36(b) of the Investment Company Act of 1940 (1940 Act) 2    imposes a 
fiduciary duty on mutual fund investment advisers in connection with 
their receipt of fees from the funds that they manage. Last year, the 
Supreme Court in  Jones v. Harris Associates L.P.  3      clarified the stan-
dard that courts are to apply in determining whether a mutual fund 
investment adviser has breached this fiduciary duty under the 1940 
Act. Specifically, the Supreme Court held that an investment adviser 
breaches its fiduciary duty in charging “a fee that is so dispropor-
tionately large that it bears no reasonable relationship to the services 
rendered and could not have been the product of arm’s length bar-
gaining.” 4    

 This article examines whether the Supreme Court’s ruling in  Jones  
could be instructive to courts in deciding the excessive fee claims 
brought under ERISA. In this regard, plaintiffs in the 401(k) fee law-
suits and others have analyzed some of the statements in  Jones  as 
suggesting that the 1940 Act imposes a less exacting fiduciary stan-
dard than the standard imposed on ERISA fiduciaries. As discussed 
below, however, although different terminology is used in analyzing 
claims under ERISA, courts apply substantially the same principles 
and evaluate many of the same factors applicable to claims under the 
1940 Act. Accordingly, even though the 1940 Act and ERISA regulate 
different fiduciary relationships, the  Jones  decision under the 1940 
Act very well may be instructive to courts in deciding ERISA-based 
excessive fee claims. 
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 FIDUCIARY STANDARD UNDER THE 1940 ACT 

 Under Section 36(b) of the 1940 Act, 5    an investment adviser to a 
mutual fund: 

  shall be deemed to have a fiduciary duty with respect to the 
receipt of compensation for services, or of payments of a material 
nature, paid by such registered investment company, or by the 
security holders thereof, to such investment adviser or any affili-
ated person of such investment adviser.  

 In  Jones , the Supreme Court held that an investment adviser 
breaches its fiduciary duty under Section 36(b) when the fee it charg-
es is “so disproportionately large that it bears no reasonable relation-
ship to the services rendered and could not have been the product 
of arm’s length bargaining.” 6    Prior to the Supreme Court’s decision in 
 Jones , this standard had been adopted by a number of federal courts, 
including the Second Circuit in the widely-cited case  Gartenberg v. 
Merrill Lynch Asset Mgmt., Inc.  7      

 The Supreme Court described the standard as arising out of a 
“delicate compromise” reached by Congress in 1970. As the Court 
explained, prior to the addition of Section 36(b) in 1970, “sharehold-
ers challenging investment adviser fees under state law were required 
to meet common-law standards of corporate waste, under which 
an unreasonable or unfair fee might be approved unless the court 
deemed it ‘unconscionable’ or ‘shocking,’ and [shareholders] challeng-
ing adviser fees under the [Investment Company Act] itself had been 
required to prove gross abuse of trust.” 8    Seeking to give shareholders 
“a stronger remedy,” the Securities and Exchange Commission pro-
posed amending the 1940 Act to include “a provision that would have 
empowered the Commission to bring actions to challenge a fee that 
was not ‘reasonable’ and to intervene in any similar action brought 
by or on behalf of an investment company.” 9      Congress rejected that 
approach, however, because, in part, “[i]ndustry representatives … 
objected to this proposal, fearing that it might in essence provide the 
Commission with  ratemaking authority .” 10    As such, Section 36(b), as 
enacted, is considered a fiduciary standard that is “more favorable to 
shareholders than the previously available remedies but that did not 
permit a compensation agreement to be reviewed in court for ‘rea-
sonableness.’” 11      

 Section 36(b)(1) of the 1940 Act provides that “the plaintiff shall 
have the burden of proving a breach of fiduciary duty.” 12    Specifically, 
in deciding breach of fiduciary duty claims under the 1940 Act, courts 
are to weigh all the “relevant circumstances.” 13      Among the factors 
most often analyzed by courts are six factors that are generally recog-
nized as the  Gartenberg  factors: 14    
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   1. The “nature and quality of the services provided to the fund 
and shareholders”;  

  2. The “profitability of the fund to the adviser”;  

  3. The “collateral benefits that accrue to the adviser”;  

  4. The “extent to which the adviser-manager realizes econo-
mies of scale as the fund grows larger”;  

  5. The “comparative fee structures”; and  

  6. The “independence, expertise, care and conscientiousness 
of the board in evaluating adviser compensation.” 15      

 In  Jones,  the Supreme Court elaborated on some of these factors. 
With regard to comparative fee structures, the Supreme Court declined 
to adopt a categorical rule regarding the relevance of fees that the 
investment adviser charged to different types of clients. The Supreme 
Court advised that courts may give such comparisons the weight they 
merit in light of the similarities and differences between the services 
required by the clients. 16    However, the Supreme Court cautioned that 
“courts must be wary of inapt comparisons,” citing, as an example, 
differences in services that an investment adviser may provide to a 
mutual fund and those it may provide to a pension plan. 17    Even in 
those cases where such client fee comparisons may be relevant, the 
Supreme Court described the 1940 Act as “not necessarily ensur[ing] 
fee parity between mutual funds and institutional clients. …” 18      

 The Supreme Court similarly advised that courts should not rely too 
heavily on comparisons to fees that other investment advisers charged 
to similar mutual funds. 19    The Court reasoned that comparisons may 
be problematic because the other mutual funds’ fees may not be the 
product of arm’s-length negotiations. 

 In addition, the Supreme Court held that a court’s evaluation of an 
investment adviser’s fiduciary duty under Section 36(b) must consider 
the process that the mutual fund’s board of directors followed in 
approving the fee. 20    The Court noted that where a fund’s board has a 
robust process for reviewing and approving an investment adviser’s 
compensation, courts should accord “commensurate deference” to the 
board’s decision. 21    In contrast, where a board’s fee approval process 
was deficient or the adviser withholds important information from 
the fee negotiations, courts “must take a more rigorous look at the 
outcome.” 22      

 Thus, in determining whether mutual fund advisory fees are “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,” 23    courts are not to engage in “judicial  second-guessing of 
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informed board decisions.” 24      If the disinterested board members con-
sidered the relevant factors, their decision to approve the investment 
adviser’s fee “is entitled to considerable weight, even if a court might 
weigh the factors differently.” 25    The Supreme Court found that the 1940 
Act, therefore, “does not require courts to engage in a precise calcula-
tion of fees representative of arm’s length bargaining,” a calculation 
that “courts are not well-suited to make.” 26       

 THE STANDARDS UNDER ERISA 

 The Statutory Rules 

 There are a wide range of factors that ERISA plan fiduciaries must 
take into account in making investment related decisions. 27      This article 
focuses on one factor—the plan fiduciaries’ duties with respect to the 
fees associated with plan investment options. 

 The Prudence Standard 

 ERISA does not directly regulate the fee that a mutual fund invest-
ment adviser may charge. However, ERISA does regulate a plan 
fiduciary’s investment decisions and, in this regard, an investment 
adviser’s fee may be evaluated in connection with a court’s review of 
whether the plan fiduciary should have permitted the plan to invest in 
a fund that paid the fee. In other words, the adviser’s fee is indirectly 
evaluated in the context of a “prudent investment” analysis under 
ERISA Section 404. 28       

 Specifically, ERISA Section 404(a)(1)(B) provides that fiduciaries 
must act “with the care, skill, prudence, and diligence under the 
circumstances then prevailing that a prudent man acting in a like 
capacity and familiar with such matters would use in the conduct of 
an enterprise of a like character and with like aims.” 29    This is a codi-
fication of the objective “prudent person” standard developed in the 
common law of trusts. 30      Under this standard, courts review whether 
the “fiduciary engaged in a reasoned decision-making process, consis-
tent with that of a prudent man acting in a like capacity.” 31    

 The Reasonableness Standard 

 In addition to the prudence requirement, ERISA requires plan fidu-
ciaries to discharge their duties for the exclusive purpose of provid-
ing benefits to participants and “defraying the reasonable expenses 
of administering the plan.” 32    This is commonly referred to as the 
Exclusive Benefit Rule. 

 Consistent with the Exclusive Benefit Rule, other sections of ERISA 
regulate the compensation arrangements between plans, on the one 
hand, and plan service providers and fiduciaries, on the other hand. 
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Under ERISA Section 406(a), the payment of plan service provider 
compensation from plan assets constitutes a prohibited transfer of 
property (plan assets) between the plan and a party in interest (service 
provider). 33    However, plan service providers and fiduciaries do not 
run afoul of Section 406’s prohibitions—with regard to compensation 
received by the service provider and fiduciaries—if the compensation is 
“reasonable.” 34      And “whether compensation is ‘reasonable’ … depends 
on the particular facts and circumstances of each case”; but reasonable 
compensation may not be more than the amount that ordinarily would 
be paid for like services by like enterprises under like circumstances. 35    

 The Application of  Gartenberg  in ERISA Fee Cases 

 As identified above, a series of lawsuits have recently been filed 
against 401(k) plan fiduciaries and service providers challenging 
the fees associated with plans’ mutual fund investment options and 
compensation received by plan service providers. In these 401(k) fee 
lawsuits, the plaintiffs often include breach of fiduciary duty claims 
under ERISA Section 404 and, in some cases, prohibited transaction 
claims under ERISA Section 406. 

 Importantly, the courts in the fee cases have recognized that 
Second Circuit’s decision in  Gartenberg  could be instructive in decid-
ing whether defendants breached their fiduciary duties or engaged 
in prohibited transactions under ERISA. For example, in  Young v. 
General Motors Investment Mgmt. Corp.,  the Second Circuit held that 
“the [ Gartenberg ] standard for excessive fee claims articulated in the 
context of the Investment Company Act ... [is] useful for reviewing 
plaintiffs’ claim that excessive fees violated ERISA.” 36    The Second 
Circuit concluded the plaintiffs’ complaint should be dismissed 
because the plaintiffs failed to allege sufficient facts concerning the 
 Gartenberg  factors, including whether the fees were “excessive rela-
tive to the services rendered.” 37    

 In  Taylor v. United Technologies Corp ., 38    the plaintiffs argued that 
plan fiduciaries acted imprudently in violation of ERISA Section 404 
by offering mutual funds as investment options when they could have 
offered allegedly less expensive separate accounts. 39    In rejecting this 
argument, the district court held that comparing mutual fund fees to 
separate account fees was inappropriate because the plaintiffs failed 
to demonstrate that separate accounts are equivalent investment 
vehicles to mutual funds. 40    In reaching this conclusion, the court cited 
to the Second Circuit’s refusal to compare fees of different types of 
funds in  Gartenberg . 41    

 As shown below, case law and regulatory authority interpreting 
the ERISA and the 1940 Act establish that liability standards under 
the two statutes are very similar. Accordingly, in the wake of the 
Supreme Court’s decision in  Jones , courts may well continue to find 
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the  Gartenberg  factors instructive in deciding the excessive fee claims 
asserted under ERISA. 

 THE ERISA STANDARD VS. THE 1940 ACT STANDARD 

 Under Both ERISA and the 1940 Act, Courts Use 
a Range-of-Fees Benchmark for Determining Liability 

 As described above, for claims under the 1940 Act, the Supreme 
Court ruled that a plaintiff bears the burden of “show[ing] that the 
fee is outside the range [of fees] that arm’s-length bargaining would 
produce.” 42    In adopting this benchmark, the Court distinguished the 
“reasonableness” standard that had been proposed by the SEC, which 
the Court equated to vesting the SEC and courts with “ratemaking 
authority.” 43    

 In ERISA cases, courts also look to a range of fees as a benchmark 
for determining liability and avoid engaging in more precise rate set-
ting. 44    For example, in  Brock v. Robinson,  the court concluded that a 
service provider’s 3.5 percent administrative charge was reasonable 
based on witness testimony of administrative charges by other ser-
vice providers of between 3 percent and 4 percent. 45      Also, in  Tibble 
v. Edison Int’l,  the court concluded that the investment management 
fees for the plan’s money market fund investment option “were well 
within the reasonable range of fees charged by other short-term 
investment funds.” 46       

 Accordingly, under both standards, courts look to whether the fees 
charged fall outside the fee levels that one would expect to result 
from arm’s length bargaining. 

 Fees and Compensation Are Evaluated 
in Relation to the Services Rendered 

 The  Jones  test requires a court to determine whether a mutual 
fund adviser’s fee “... bears no reasonable relationship  to the services 
rendered  and could not have been the product of arm’s length bar-
gaining.” 47    Similarly, ERISA cases have recognized that fees and com-
pensation are to be evaluated in relation to the services rendered. 
In  Hecker v. Deere & Co.,  48      the Seventh Circuit affirmed the dismissal 
of plaintiffs’ excessive fee claim, noting that plaintiffs had failed to 
allege (among other things) that the challenged fees charged by retail 
mutual funds were excessive in relation to the services rendered. 49    
  The DOL similarly takes the position that mutual fund fees must be 
evaluated in relation to the services rendered. 50       

 Accordingly, under both the 1940 Act and ERISA, fees and other 
compensation are analyzed by the courts in relation to the services 
rendered. 
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 With Regard to Claims Under ERISA and 
the 1940 Act, Courts Give Deference to Decisions 
Made After Meaningful Procedural Prudence 

 As discussed above, under  Jones , courts deciding claims under the 
1940 Act are to accord “commensurate deference” to decisions made 
by the mutual fund’s board of directors as to the appropriateness of 
the investment adviser’s fee, “[w]here [the] board’s process for negoti-
ating and reviewing investment-adviser compensation [was] robust.” 51    
Under ERISA, the courts similarly focus on whether a plan fiduciary 
employed an appropriate process to investigate, for example, the 
merits and structure of investments, including fees. 52       

 For example, in reinstating the 401(k) fee case against the fidu-
ciaries of the Wal-Mart plan, 53    the Eighth Circuit recently ruled that 
ERISA’s: 

  prudent person standard is an objective standard … that focuses 
on the fiduciary’s conduct preceding the challenged decision. … 
In evaluating whether a fiduciary has acted prudently, we there-
fore focus on the process by which it makes its decisions rather 
than the results of those decisions.  

 Similarly, the DOL has stated that a court evaluating an excessive 
fee claim under ERISA should consider “the diligence with which the 
fiduciaries compared fees for comparable funds” and “whether the fidu-
ciaries used a reasonable process to determine whether the particular 
funds were reasonable investments in light of their fees and other attri-
butes.” 54      When an ERISA fiduciary undertakes meaningful due diligence 
and review of plan fees and other expenses, courts are unlikely to hold 
the fiduciary liable in the absence of evidence the fiduciary was involved 
in self-dealing, made material misrepresentations, or otherwise engaged 
in nefarious activity in connection with the challenged transactions. 55    In 
contrast, courts have found fiduciaries liable when they have not estab-
lished that they adequately investigated plan fees and exposures. 56    

 Fee Comparisons May Be Made, but Only When Apt 

 The Supreme Court identified in  Jones  that, in considering breach 
of fiduciary duty claims under the 1940 Act, comparison of the fee 
structures utilized for different types of clients may be relevant, but 
cautioned that “courts must be wary of inapt comparisons.” 57      The 
Court also cautioned courts to not rely too heavily on comparisons to 
fees that other investment advisers charged to other mutual funds. 58       

 Because ERISA’s prudent person standard is objective and takes 
into account what a reasonable ERISA fiduciary would do in like 
circumstances, courts reviewing excessive fee claims often rely, in 
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part, on similar fee comparisons. For example, in  Hecker,  the Seventh 
Circuit noted that the retail mutual funds at issue were “offered to 
investors in the general public,” so that the “expense ratios were 
set against the backdrop of market competition.” 59    Also, in  Brock v. 
Robinson , 60    the Seventh Circuit affirmed that the trustees acted pru-
dently in approving a service provider’s contract based on evidence 
that, among other things, the trustees analyzed the fees charged by 
other claims processing companies. 61       

 Along these lines, the DOL has taken the position that a court 
evaluating an excessive fee claim under ERISA should compare “the 
fees paid by plans of comparable size for comparable funds” while 
also considering “the diligence with which the fiduciaries compared 
fees for comparable funds.” 62      The defendants in the 401(k) fee law-
suits similarly have argued that they did not breach their fiduciary 
duty because the fees for the mutual funds at issue were comparable 
to the fees charged by other similar mutual funds. 63      

 Accordingly, “apples to apples” comparison by courts of defen-
dant’s fees to those charged by other investment managers, advisers 
and service providers is consistent with both the  Jones  decision and 
the ERISA prudent person standard. 

 Lowest Fees Are Not Required 

 Under  Jones , a mutual fund adviser will not be found to have vio-
lated the 1940 Act merely because the adviser’s fee is not set at the 
lowest possible level. 64      However, as one of the  Gartenberg  factors, 
profits earned by an adviser may be considered by the court. 65      

 Similarly, ERISA fiduciaries are not required to select the lowest 
cost investment option or service provider. 66    Indeed, in selecting 
investment options or service providers, fees are only one of many 
factors that a plan fiduciary should consider. 67    Unlike claims under 
the 1940 Act, however, in ERISA matters, a service provider’s profit 
generally is not considered a relevant factor in determining whether 
the fees charged are reasonable. 68      

 The Burden of Proof 

 In claims under the 1940 Act, the plaintiff has the burden of prov-
ing that a mutual fund investment adviser breached its fiduciary duty 
by charging an excessive fee. 69    Under ERISA, responsibility for the 
burden of proof on fee issues depends on whether the level of fees 
is an element of the plaintiff’s  prima facie  case of fiduciary breach or 
a plan fiduciary’s defense to a prohibited transaction claim. 

 As discussed above, an ERISA claim challenging fees is usually 
an “imprudent investment” claim under section 404 of ERISA. 70    Like 
plaintiffs in 1940 Act cases, a plaintiff arguing that an ERISA fiduciary 
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made an imprudent investment decision has the burden of proving 
that the fees were excessive as part of his or her  prima facie  case. 71    

 In addition to an imprudent investment claim, in cases where the 
allegation is that the fiduciaries allowed a service provider (like a 
401(k) recordkeeper) to receive excessive compensation, a plaintiff 
may be able to assert that the payment of the fees amounts to a pro-
hibited transaction under ERISA Section 406. 72      For prohibited transac-
tion claims under ERISA, the defendant (i.e., the plan fiduciary) would 
have the burden of proving that the fees are reasonable within the 
meaning of exemptions for reasonable compensation paid to a plan 
service provider or a fiduciary. 73      

 CONCLUSION 

 As discussed above, the standards that courts apply in deciding 
excessive fee claims under the 1940 Act and ERISA are substantially 
similar. Under both the 1940 Act and ERISA, courts: 

   1. Consider a range of permissible fees to determine liability 
and avoid engaging in precise compensation calculations;  

  2. Look at compensation in relation to the services rendered;  

  3. Give substantial weight to the compensation decisions made 
by the plan fiduciaries/mutual fund boards when they have 
undertaken appropriate procedural prudence;  

  4. Analyze and compare fees charged in other settings and by 
other companies;  

  5. Do not require the lowest possible fee to be charged; and  

  6. Generally place the burden on the plaintiff to prove that the 
fees were excessive.   

 Accordingly, the  Jones  decision and the  Gartenberg  factors very 
well may be instructive to courts in deciding ERISA-based excessive 
fee claims. 
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