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The arranged marriage between Bank of 
America and Merrill Lynch last year may 
have helped save the economy from col-
lapse, but the legal ramifications of how 
the arrangement was done continue to 
haunt both the deal and the dealmakers in-
volved. Case in point is the recent decision 
by U.S. District Court Judge Jed S. Rakoff, 
of the Southern District of New York, to 
reject a proposed settlement between Bank 
of America and the Securities Exchange 
Commission over an allegation that Bank 
of America misled its shareholders when it 
solicited proxies from them to approve the 
merger.1 Bank of America allegedly led its 
shareholders to believe that the payment of 
over $3 billion in bonuses to Merrill em-
ployees might not happen when in fact it 
was a done deal. The decision to reject the 
settlement not only forced the parties to 
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litigate the matter, but also gave “voice to 
the anger and frustration of many ordinary 
Americans” about the financial crisis and 
the government’s reaction to it.2 This article 
considers Judge Rakoff’s decision to reject 
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Bear Stearns Hedge Fund Trial 
Begins—the First Shoe of Many?

Earlier this month in a federal court in Brook-
lyn, a trial began in the case of the two former 
hedge fund managers for Bear Stearns who ex-
pressed optimism to investors even as their funds, 
heavily invested in subprime mortgages, were be-
ginning to crater in early 2007.

The two—Ralph Cioffi and Matthew Tan-
nin—are charged with securities fraud for al-
legedly lying to investors about the fiscal health 
of the funds. In opening statements, lawyers for 
Cioffi and Tannin claimed their clients were sim-
ply “worried” about the funds, and a litany of 
back-and-forth emails between the two were just 
expressions of that concern.

Interestingly, the defense has brought up the 
concept of “hindsight bias” in which blame is 
meted out not based on what was known at the 
time, but—rather unfairly—on what is known 
now. Cioffi and Tannin are victims of such hind-
sight bias, their lawyers say.

Prosecutors, however, dismiss that theory and 
are using the pair’s emails as evidence that they 
were saying one thing privately and something 
else entirely in public for the most self-serving 
of reasons—to keep investors from withdrawing 
their money from the funds.

One court watcher has claimed the case would 
“test the limits of putting a positive spin on bad 
news.”

Despite Cioffi and Tannin’s public optimism, 
the funds collapsed in July 2007, costing investors 
about $1.6 billion, and contributing heavily to 
the eventual collapse of Bear Stearns less than 10 
months later. And of course, the fire sale of Bear 
Stearns to J.P. Morgan Chase in March 2008 was 
just the prologue to the full-blown financial sector 
meltdown a few months later that included the 

death of Lehman Bros., the quick-sale of Merrill 
Lynch to Bank of America and billions in bailout 
money to the struggling survivors.

One court watcher has claimed the 
case would “test the limits of putting 
a positive spin on bad news.”

Now, a month and a year later, we are being 
treated to the first—but very likely not the last—
spectacle of “Wall Street on Trial!” For the second 
act, we’ll head to Judge Jed S. Rakoff’s courtroom 
in a few months when he forces former settlement-
partners B of A and the Securities and Exchange 
Commission to do battle over whether B of A ex-
ecutives lied to shareholders about whether they 
intended to pay bonuses to Merrill executives.

Where will it all go? It may be hard to forecast 
the winners at this point, but Wall Street Lawyer 
will be watching, hindsight or no.

In this issue… The November issue of Wall 
Street Lawyer features author M. Todd Hender-
son, a law professor at the University of Chicago, 
wading into the sticky issue of Judge Rakoff’s de-
cision to scuttle the settlement reached between B 
of A and the SEC in regards to B of A’s payment 
of executive bonuses in connection to its acquisi-
tion of Merrill Lynch.

Prof. Henderson notes that Judge Rakoff’s ac-
tion has wide-ranging consequence, not only for 
federal regulators, but for consent decrees, judicial 
discretion and even the concept of “Who pays? vs. 
Who is to blame?” that is one of the very core prin-
cipals behind securities litigation lawsuits.

Calling for stories… Wall Street Lawyer always 
is looking for interesting story ideas concerning 
new litigation trends, recent court decisions and 
the latest legal developments. If you or someone 
at your firm has an idea for an article—please 
contact our managing editor, Gregg Wirth, at 
gregg@gwirth.com.

—GREGG WIRTH, MANAGING ED ITOR

From the EDITOR
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the settlement—is it an important development or 
much ado about nothing? 

On one dimension, the decision is surprising and 
important. Judges very rarely reject settlements, 
especially when the parties to the settlement are 
sophisticated, well-represented, and have infor-
mation and expertise that courts do not have, as 
was the case here. The decision not to defer to the 
expert agency and to what appears to be a con-
sensual and mutually beneficial agreement between 
the parties alone makes what Judge Rakoff did in-
teresting. The fact that Judge Rakoff called the deal 
“unfair,” “unreasonable,” “done at the expense… 
of the truth,” “worse than pointless,” “suggest[ing] 
a rather cynical relationship between the parties,” 
and “a contrivance designed to provide the SEC 
with the façade of enforcement,” makes the opin-
ion a potential watershed moment. Exactly what 
was so bad about what the government and Bank 
of America agreed to, and what exactly was Judge 
Rakoff trying to do with his order? Judge Rakoff’s 
opinion takes on, either implicitly or explicitly, ju-
dicial deference to the parties regarding settlement, 
judicial deference to the judgments of adminis-
trative agencies more generally, the government’s 
policies in response to the financial crisis, and the 
general theory of damages for securities fraud and 
other corporate wrongdoings. This article hopes to 
offer some potential answers to these questions. As 
it turns out there is both more and less here than 
meets the eye.

Judicial Deference & 
Consent Decrees

Let’s start with the law. In civil litigation, plain-
tiffs can voluntarily dismiss actions without a 
court order simply by filing a notice of dismissal 
or, if the case has moved forward beyond a pre-
liminary stage, by filing a stipulation of dismissal 
signed by all the relevant parties to the case.3 This 
means litigation can be resolved by contract be-
tween the parties, and courts are nearly powerless 
to shape their private bargain.4 The reason for this 
contractarian approach is obvious: private bar-
gaining to resolve disputes saves the parties and 
the public the time and money involved in litiga-

tion. As one court stated, “[v]oluntary settlement 
of civil controversies is in high judicial favor.”5 
Accordingly, if the SEC simply wanted to dismiss 
the case against Bank of America conditional on 
the payment of $33 million in fines, Judge Ra-
koff’s approval would have been unnecessary.

[I]f the SEC simply wanted to 
dismiss the case against Bank 
of America conditional on the 
payment of $33 million in fines, 
Judge Rakoff’s approval would 
have been unnecessary.

The agreement between the parties was not 
a simple settlement, however, since it asked the 
court to be available to impose contempt or in-
junctive relief against Bank of America if it violat-
ed the agreement’s provisions, such as refraining 
from future violations of the securities laws. This 
special kind of settlement, called a “consent de-
cree,” is designed to reduce the costs of enforcing 
the agreement, since doing so would not require 
the government to file a separate lawsuit in the 
event of noncompliance.6 Like other special types 
of government settlements, such as the so-called 
deferred prosecution agreement, a consent decree 
is a judicial Sword of Damocles intended to in-
crease performance of the defendant under the 
terms of the settlement. For this reason, consent 
decrees are considered “legal acts” requiring judi-
cial imprimatur.7 The problem, as the SEC found 
out, with the attempt to use the court to reduce its 
monitoring and enforcement costs of the agree-
ment, is that courts asked to enter orders often 
themselves ask questions. 

When courts are asked to approve settlements, 
the decision to approve or reject the settlement 
is committed to the discretion of the judge, and 
appeals from a decision are extremely unlikely to 
prevail.8 This discretion is, like all other judicial 
wiggle room, limited by notions of reasonableness 
and deference. An opinion from the DC Circuit 
Court of Appeals described the standard of judi-
cial review:

CONTINUED FROM PAGE 1
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The trial court in approving a settlement 
need not inquire into the precise legal 
rights of the parties nor reach and resolve 
the merits of the claims or controversy, but 
need only determine that the settlement is 
fair, adequate, reasonable and appropriate 
under the particular facts and that there 
has been valid consent by the concerned 
parties.9

Deference to the executive branch that negoti-
ates the settlement on behalf of the public is con-
sistent with judicial deference to executive agen-
cies generally. This approach, known generally 
as Chevron deference, derives from the fact that 
courts asked to pass on the judgment of executive 
agencies, have less information, expertise, and 
political oversight than the agencies.10 In the case 
of settlements, a court asked to approve a con-
sent decree is not privy to the details of the alleged 
wrongdoing, the intricacies of the negotiation be-
tween the parties, the facts of how the settlement 
or the litigation will affect the parties, the costs 
and benefits of proceeding with the case, how the 
settlement will affect other parties, and so on. 

With much less information and in order to 
save the time and expense of finding out this in-
formation, courts almost always approve consent 
decrees. As the Supreme Court said about the ju-
dicial role, “sound policy would strongly lead us 
to decline appellants’ invitation to assess the wis-
dom of the Government’s judgment in negotiating 
and accepting the… consent decree, at least in the 
absence of any claim of bad faith or malfeasance 
on the part of the Government in so acting.”11 In 
practice, sufficient “bad faith” or “malfeasance,” 
arises only where it can be said that consent was 
not freely given or that the parties’ agreement did 
not serve the public interests as expressed in the 
statute.12 

So we are left with a case in which the parties 
needn’t have sought Judge Rakoff’s approval, 
and, having sought it, surely expected it to be 
forthcoming, since there is no evidence of coer-
cion, bad faith, or other tricks being played. This 
must mean, therefore, that Judge Rakoff believed 
that the consent decree was not in the public in-
terest as expressed in the securities laws. But, even 

then, it isn’t clear what his motive is, since even a 
rejection of the consent decree cannot force the 
government to prosecute the case or to prosecute 
it in a way or with the intensity that Judge Rakoff 
wants. Judges can make a stink, but is that all this 
is, a publicity stunt? What exactly did Judge Ra-
koff believe was not in the public interest? 

The Rakoff Ruling
Judge Rakoff’s opinion shows several possibili-

ties. We will see that Rakoff’s decision is itself le-
gally somewhat pointless, but is nevertheless im-
portant and perhaps valuable.

Causation & Damages:  
Whose Fault, Whose Blame?

Judge Rakoff notes the irony of a settlement 
that makes the alleged victims of the wrongdo-
ing—the shareholders of Bank of America—pay 
the government to settle the suit. There is some-
thing to this objection. After all, if it is plausible 
that the merger would not have been approved 
but for the allegedly faulty disclosures and that the 
share price of Bank of America’s stock would be 
higher as a result, then further reducing the share 
price (by a total of $33 million) seems like pil-
ing on. Wouldn’t it be better, Rakoff muses, to go 
after the Bank of America executives (or lawyers) 
who actually made the disclosure? If $33 million 
could be gotten from them, this money could be 
presumably added to the corporate treasury, re-
ducing somewhat the sting of a wealth-destroying 
merger. This all sounds reasonable, but it is much 
more complicated than this, and these compli-
cations militate in favor of judicial deference to 
those with more information and expertise.

There is, for instance, doubt about whether 
the disclosure was accurate, whether a different 
disclosure would have moved the “yes” vote to a 
“no” vote on the merger, about whether the merg-
er created or destroyed value for Bank of America 
shareholders, and—assuming all of the above in 
favor of a suit—whether the prosecution of the 
suit by the government would serve the public in-
terest and whether the defense of the suit, using 
shareholder money, would have been in Bank of 
America’s shareholders’ interest. In other words, 



November 2009   n   Volume 13   n   Issue 11

6 © 2009 THOMSON REUTERS

Wall Street Lawyer

there may be doubt about causation and damag-
es, both as a matter of legal proof and as a matter 
of deterrence policy going forward.

Judge Rakoff notes the irony of a 
settlement that makes the alleged 
victims of the wrongdoing—the 
shareholders of Bank of America—
pay the government to settle  
the suit.

As for the current shareholders who are stuck 
with the settlement price tag, they might rational-
ly prefer paying this to paying to defend the suit, 
(which might approach or exceed the settlement 
price), especially because a suit generates not only 
legal costs but also negative publicity and the po-
tential that even more damning information will 
be revealed during discovery or the trial. This lat-
ter possibility is especially acute for the govern-
ment. As Judge Rakoff notes, Bank of America 
claims that its managers were coerced into doing 
the Merrill deal as a public service, and further 
exploration of the government’s tactics might be 
costly for the government. The key question is 
not whether any of these issues cuts in favor or 
against a settlement, but who decides whether to 
settle? There is no reason to believe that the court 
has better information or can better weigh these 
various tradeoffs than the parties. If the decision 
makers for either the bank or the government 
choose badly, they risk their reputations and fu-
ture job prospects. This is not true for judges with 
lifetime tenure.

It is not enough to argue that the filing of the 
suit is evidence that the government believed the 
suit was worth taking to trial or worth exact-
ing a greater settlement from Bank of America. 
Although the government believed the allegedly 
misleading statements were serious enough to 
warrant a suit, it apparently came to believe that 
the costs of pursuing the suit were greater than 
any benefits in terms of deterrence or compen-
sation that might flow from pursuing it further. 
Perhaps the government believed that the indi-
viduals who made and authorized the disclosures 

were punished enough by the negative publicity 
or perhaps that the costs to the government from 
pursuing the suit, either in terms of litigation or 
reputation costs, were too large. In either case, 
there is no evidence in the record to suggest the 
government’s decision was illegitimate. 

As for going after the executives or the lawyers 
involved in making the disclosures, this decision 
is initially committed to the discretion of the gov-
ernment, and it is unreviewable by any court. 
The decision to charge entities or individuals is 
a classic example of the discretion granted to ex-
perts, be they prosecutors or agencies. The ques-
tion of which defendant is more culpable, able to 
mount an adequate defense, and subject to the 
most cost-effective deterrence is a question that 
courts are simply not positioned to answer before 
a trial begins, if ever. Individuals may be judg-
ment proof, more difficult to convict, and may 
be adequately deterred by entity-level sanctions. 
After all, executives of firms that face civil or 
criminal prosecutions likely suffer large personal 
losses, both financial and job-related. In this case, 
Bank of America’s CEO, Kenneth Lewis, has an-
nounced he is leaving the bank, after reportedly 
being forced to give up many millions of dollars 
in compensation as a result of the suit and the 
handling of the merger with Merrill. Executives 
that act unlawfully and not in shareholders’ inter-
ests also are subject to potential civil liabilities in 
shareholder suits for damages arising from the al-
legedly faulty disclosures. (Such a civil suit is also 
likely the best way at getting at the issue whether 
there are damages and what is their extent, since 
shareholders who have allegedly suffered will be 
forced to show the dollar extent of these losses 
through evidence in court.) It is possible that 
these private sanctions are adequate deterrence. 
But, again, the question is not whether they are 
but whether the court or the expert agency gets 
to decide. 

The issue of whether to sue executives is com-
plicated by the fact that firms buy insurance for 
their executives, and self-insure them for all but 
the most egregious violations of their fiduciary 
duties. Indeed, most pay for their legal defense—
unless the actions were taken in “bad faith.” This 
panoply of protections shows that the sharehold-
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ers generally agree ex ante to protect executives 
in order to get them to take risks that may be in 
shareholders’ interests. Such an agreement implic-
itly includes a limit on the downside that most ex-
ecutives will suffer, since the worst thing they can 
lose is their job, certain payments (as in the case 
of Mr. Lewis), and a diminution in their reputa-
tion. There may be reason to doubt the efficacy 
and efficiency of this contract ex post, as Judge 
Rakoff seems to, but not ex ante, when it really 
matters. Of course Bank of America shareholders 
would rather renege on their bargain once it is re-
vealed that managers may have misbehaved, but 
judicial tolerance of this would simply make these 
bargains more difficult to strike, which would 
raise costs for all other firms.

Judge Rakoff singles out the lawyers who han-
dled the disclosures as potential defendants, but 
the same issues apply. The lawyers may be good 
targets instead of or in addition to Bank of Amer-
ica, but Judge Rakoff doesn’t get to make these 
decisions. In addition, lawyers that act unethi-
cally, unlawfully, or simply negligently are subject 
to suits for malpractice and reimbursement from 
their clients, in this case Bank of America. If the 
bank will not bring the suit, say because executives 
are too cozy with the lawyers, shareholders can use 
a derivative suit to compel an action or can punish 
the executives in other ways, for example, by driv-
ing down the stock price in an equivalent amount 
of the harm suffered. At the very least, if the deci-
sions of the lawyers are to blame and did in fact 
destroy shareholder value, then we should expect 
them to suffer some reputational losses.

A final point about the issue of damages is 
worth noting. Judge Rakoff is surely correct that 
there are theoretical and practical problems with 
the current entity-level theory of damages, but his 
argument proves too much. While academics of 
various stripes have criticized the fact that cur-
rent shareholders, who may or may not have ben-
efited, are often asked to pay monies to former 
shareholders for frauds perpetrated by the firm, 
the issue arises mostly in so-called securities class 
action litigation. To indict the entire system of 
damages in corporate cases based on what may 
be a perfectly sensible decision by shareholders to 
settle a lawsuit brought by the government is a bit 

extreme. It may be time to revisit prevailing secu-
rities law rules regarding who can sue for dam-
ages, what proof they need to show, what dam-
ages they can recover, and from whom, but these 
are largely a matter of federal statute, SEC rule, 
and Supreme Court precedent, all of which Judge 
Rakoff is powerless to change. Along this dimen-
sion, his decision could therefore be characterized 
as somewhat pointless too.

Delegation & Accountability:  
Relying on those Responsible

Nevertheless there is great value in what Judge 
Rakoff did. The theory of delegation (to prosecu-
tors or agencies or managers or whomever) depends 
on the accountability of those agents to their prin-
cipals. Deference to prosecutors, Chevron deference 
in administrative law, and deference to executives 
to make decisions for shareholders hinges entirely 
on these agents being disciplined when they make 
mistakes. If the SEC or Bank of America’s execu-
tives can settle cases willy-nilly and suffer no con-
sequences as a result, then the question about who 
decides will be resolved differently than if the agents 
are accountable for their decisions. 

If viewed in this way, Judge Rakoff’s decision is 
more interesting. By calling out the SEC and the 
executives of Bank of America who arranged this 
settlement, the decision raises the saliency of the 
deal for shareholders, superiors at the SEC and 
within the executive branch, and for the media. 
One need only to look at the numerous press ac-
counts or this article to see the impact of what 
Judge Rakoff did.

By calling out the SEC and the 
executives of Bank of America 
who arranged this settlement, the 
decision raises the saliency of the 
deal for shareholders, superiors at 
the SEC and within the executive 
branch, and for the media.

The opinion increased the likelihood that the 
parties to this settlement will bear any costs they 
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have imposed on others, and that the parties to 
future settlements will make decisions that try to 
best account for the social costs and benefits of 
the deal they strike. The opinion can be thought 
of as merely making a stink, but stinks can be im-
portant, especially where they expose individuals 
in a way that makes it more likely that those indi-
viduals will bear the full costs of their decisions. If 
the key to our delegated system is accountability, 
and this decision raises saliency and increases ac-
countability, it can be deemed a success.

Costs & Benefits:  
The SEC’s Cautious Calculation

There is a delicious irony here. One could tell 
the same good-news story regarding accountabil-
ity and saliency about what the SEC was doing 
with its settlement in the first place. Imagine that 
the SEC believed that the disclosures in the proxy 
statement were faulty and misleading, but that 
the circumstances of the deal were such that the 
mistakes were not worthy of aggressive punish-
ment. (Perhaps because the executives at Bank of 
America were pressured into doing the deal as a 
public service to “save” the economy from col-
lapse.) Accordingly, we can think of the suit and 
the settlement as telling shareholders that they 
were paying for the mistakes their agents made, 
perhaps hoping that shareholders would, either 
through lawsuit or otherwise, try to discipline 
those agents. Seen in this way, the apparent ac-
commodation that the SEC made could instead 
be viewed as a rational calculation of the costs 
and benefits of the litigation and a pursuit of 
something approximating optimal deterrence of 
future proxy violations. 

If this is true, then Judge Rakoff was piling on 
to some extent by raising the stakes of the settle-
ment even further. It is hard to know exactly how 
much publicity is the right amount, but we can be 
confident that the SEC did not anticipate Judge 
Rakoff’s decision to reject the settlement. Accord-
ingly, when the SEC did its calculation about how 
much of a message to send with its suit and settle-
ment, it based its decision on a suit and settlement, 
not a suit, rejected settlement, and trial. The only 
justification therefore for Judge Rakoff’s decision 
would be a belief that the SEC was systematically 

making errors about the tradeoffs in the deterrence 
calculation, and that other legal avenues for pun-
ishment to arise (e.g., a civil suit by shareholders 
for damages or a malpractice suit against lawyers) 
were insufficient. Perhaps Judge Rakoff’s decision 
will make the SEC more thoughtful and careful 
about its decisions, but it also may make them 
include an uncertain term in their prosecutorial 
decision-making, which may then result in over- 
or under-deterrence. Even more likely, however, is 
that it will simply raise the costs of entering con-
sent decrees instead of garden-variety settlements, 
which may make them less likely. Again, whether 
this result is something that is socially desirable 
is beyond the ken of Judge Rakoff. Presumably 
the SEC prefers to use consent decrees in cases 
like this because they are the most efficient way to 
enforce the terms of the agreement. By raising the 
costs of this alternative to pure settlements, which 
definitely do not require judicial approval, the op-
tions for the government and the parties are re-
duced. This in turn reduces the range of mutually 
beneficial bargains that can be struck, and may 
result in much higher costs for all other parties.

Conclusion
The paradox about what Judge Rakoff did is 

that it was legally pointless but nevertheless in-
credibly important. In our legal and political sys-
tem, most legal power resides with administrative 
agencies, like the SEC, the Environmental Protec-
tion Agency, or federal prosecutors, who get to 
decide, within broad parameters, what the law is. 
A powerful criticism of such delegated authority 
is that executive branch agents, like their private 
counterparts at firms, are insulated from the costs 
of their decisions. Insofar as Judge Rakoff was 
able to discern this problem in the case before 
him and to use simple publicity of the case to try 
to force the SEC and the executives at Bank of 
America to bear these costs, then his decision can 
be viewed as an important one. Indeed, one that 
is essential to a well-functioning system of del-
egated authority. Insofar as his decision is a signal 
of greater judicial meddling with consent decrees, 
it may result in pushing parties towards less ef-
ficient means of resolving their disputes.
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A rare trial involving a claim of excessive ad-
visory fees ended with a defense victory reflected 
in a preliminary decision of a federal judge in Los 
Angeles in the matter of In re American Funds 
Fee Litigation (American Funds).1 The case may 
represent the last substantive decision applying 
Section 36(b) of the Investment Company Act of 
1940 prior to a ruling by the U.S. Supreme Court 
in Jones v. Harris Associates,2 which is expected 
to resolve varying interpretations of the fiduciary 
duty standard imposed by Section 36(b) on in-
vestment company advisers in connection with 
the receipt of compensation.

In its decision in American Funds, the U.S. Dis-
trict Court for the Central District of California 
(the “Court”) applied the well-known analytical 
framework for considering Section 36(b) claims 
established in the seminal case of Gartenberg v. 
Merrill Lynch Asset Mgmt.3 The Court declined 
to adopt the controversial approach of the Sev-
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enth Circuit in Jones v. Harris Associates that led 
to the grant of certiorari to the Supreme Court 
or the Gartenberg-variant applied in the Eighth 
Circuit’s recent decision in Gallus v. Ameriprise 
Financial, Inc.4 Rather, the Court conducted a 
rigorous examination of the evidence pursuant to 
Gartenberg and its preliminary decision is a com-
pelling demonstration of the analytic strength of 
the Gartenberg standard and the challenge that 
standard can represent for plaintiffs pursuing Sec-
tion 36(b) claims of excessive fees. The forthcom-
ing findings of fact and conclusions of law likely 
will provide additional insight into how a district 
court assesses the Gartenberg factors in such ac-
tions, which by statute are non-jury proceedings.

Claims Asserted
Plaintiffs, investors in eight American Funds 

mutual funds (collectively, the “Funds” and each, 
a “Fund”), sued the Funds’ investment adviser, 
Capital Research and Management Company 
(the “Adviser”) and its subsidiary, American 
Funds Distributors, Inc. (“AFD” or the “Dis-
tributor”), the Funds’ distributor. The plaintiffs 
asserted that several categories of fees charged to 
the Funds over a multi-year period were exces-
sive, in violation of the fiduciary duty imposed 
under Section 36(b): (1) investment advisory fees; 
(2) fees imposed under Rule 12b-1; (3) transfer 
agent fees; and (4) administrative services fees. 
Their fundamental contentions were that the 
Rule 12b-1 fees charged to the Funds, intended to 
promote the sale of fund shares, were improper 
because growth in the size of the Funds was caus-
ing their investment performance to deteriorate; 
that advisory fees were excessive because econo-
mies of scale were not shared with shareholders, 
but instead were distributed to the Adviser and 
its employees through a profit-sharing plan; that 
additional compensation paid to brokers was 
improperly considered by the respective Funds’ 
boards in setting advisory fees; and that the di-
rectors were neither adequately informed regard-
ing various issues nor sufficiently independent to 
properly evaluate the proposed fees.

The Court’s Decision

Threshold Holdings for Plaintiffs
In American Funds, the Court found in favor 

of the defendants on all claims despite rejecting 
several key arguments advanced by the defense 
before and during trial. The Court declined to 
follow the holding in Pfeiffer v. Bjurman, Barry 
& Assocs.5 that, in assessing whether a fund’s 
fees were actionably excessive, a plaintiff had to 
prove that the fund’s fees were too high in the ag-
gregate. Thus, plaintiffs were permitted to attack 
fees separately without also showing that the fees 
charged to the Funds overall were excessive.

In addition, the Court rejected the holding in 
Bjurman that a claim under Section 36(b) would 
not lie as to Rule 12b-1 fees that the defendants 
did not retain. 

Defendants argued that since they did not retain 
a portion of the Rule 12b-1 fees, but instead paid 
them to broker-dealers, such fees did not repre-
sent “receipt of compensation” triggering a fidu-
ciary obligation under Section 36(b). The Court 
held that such a statutory construction could not 
be squared with the language of Section 36(b) and 
that, in any event, the payments to broker-dealers 
out of 12b-1 fees had benefited the defendants by 
promotional activities enhancing investor percep-
tion of the defendants and, had they not been fi-
nanced via the 12b-1 fees, would have been paid 
out of the defendants’ own profits.6

Application of Gartenberg
Yet, despite these setbacks—which stand as im-

portant rulings on their own—plaintiffs did not 
persuade the Court that the fees charged to the 
Funds were excessive. Their failure reflected the 
Court’s stringent application of Gartenberg’s core 
concept: that for a fee to be excessive, it must be 
shown to be so disproportionate to the services 
rendered that it could not have been the product 
of an arm’s length transaction. Plaintiffs’ case re-
peatedly foundered for failure to establish such 
disproportionality.

With respect to Rule 12b-1 fees, the Court not-
ed that the plaintiffs’ theory was that the growth 
prompted by the 12b-1 fees was harming fund 
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performance. The Court found, however, that this 
charge, standing alone, did not implicate the na-
ture and quality of actual shareholder services, and 
that, absent such service-related evidence, it could 
not conclude that the fees were disproportionate 
to the services rendered. Plaintiffs’ argument that 
the defendants breached their fiduciary duty to use 
the fees to benefit shareholders, the Court said, did 
not substantiate a Section 36(b) claim because the 
statute was concerned with the negotiation and 
enforcement of payment arrangements between 
advisers and funds (e.g., the “receipt of compensa-
tion”), and not the issue of whether advisers acted 
improperly in how they used the fees after receipt. 
The Court was also skeptical of the quality of ex-
pert testimony offered to prove that growth in the 
Funds’ assets under management had impaired 
fund performance.

With respect to advisory fees, plaintiffs ad-
vanced two arguments, both of which the Court 
found wanting. First, plaintiffs asserted that advi-
sory fees in fiscal 2004 were excessive because a 
fee waiver was not put into place until the follow-
ing year, despite a 43% increase in assets under 
management and a 44% increase in advisory fees. 
Plaintiffs argued that if advisory fees in 2004 had 
actually been the product of arm’s length negotia-
tions, there would have been greater fee conces-
sions than a minor tweaking of the advisory fee 
breakpoint schedule. The Court, however, found 
that this line of argument did not, of its own ac-
cord, establish that the services provided were 
inadequate relative to the fees assessed. Internal 
concerns about the growth in assets under man-
agement did not demonstrate that such growth 
had caused deterioration in the nature and quality 
of services; the strong long-term performance of 
the Funds, the Court noted, suggested otherwise.

Second, the plaintiffs argued that advisory fees 
were excessive because they were used, in part, 
to finance additional compensation to broker-
dealers in the form of revenue-sharing payments. 
While aware of the controversy over revenue-
sharing payments, including prior allegations 
made concerning the American Funds, the Court 
flatly held that evidence of revenue sharing was 
insufficient to establish a 36(b) violation, be-
cause—as was the case with plaintiffs’ 12b-1 fee 

claim—it implicated only the use of the fees, not 
the correlation between the fees and the level of 
services provided.

With respect to transfer agent and administra-
tive services fees, the plaintiffs cited several cir-
cumstances as demonstrative of excessiveness. 
Here again, however, the Court found the evi-
dence unavailing because it was not probative of 
the other core concern of Gartenberg: the nature 
and quality of the services provided. Thus, by 
addressing only one element of the Gartenberg 
equation—evidence suggesting that the fees were 
high—the plaintiffs’ proof fell short because such 
evidence alone could not establish disproportion-
ality relative to the services provided.

Profitability and Economies  
of Scale Evidence Inadequate

Addressing the plaintiffs’ charges that de-
fendants had reaped excessive profits from the 
Funds, the Court examined the profit margins of 
the adviser alone, and in combination with the 
Distributor and its administrative services sub-
sidiary, and concluded that the profit margins 
fell within the range courts had found acceptable 
under Section 36(b). With respect to economies 
of scale, the Court criticized the reports and testi-
mony of plaintiffs’ expert for several reasons, in-
cluding that the expert failed to examine whether 
factors other than economies of scale could ac-
count for the decline in the cost of fund services 
or, more fundamentally, that per-unit operating 
costs in fact decreased as fund size increased. The 
Court also found that the expert’s approach suf-
fered from a number of methodological problems 
that undermined the weight his testimony could 
be given. Finally, the Court declined to narrow 
the issue of economies of scale to those generated 
by the Adviser alone, noting that when economies 
generated by the Distributor and administrative 
services units were included, the evidence estab-
lished that economies of scale had been adequate-
ly shared with investors.
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Comparison with Fees Charged by 
Other Advisers

Among the central disputes before the Supreme 
Court in Harris is the question as to what pro-
bative value, if any, should be placed on com-
parisons with fees charged by other advisers in 
determining whether a fee is excessive. In Garten-
berg, the Second Circuit found such comparative 
evidence not to be appropriate as the principal 
test of excessiveness. It expressed skepticism that 
competition among fund managers was suffi-
ciently robust to give dispositive weight to mar-
ket-based benchmarks, such as fees charged by 
peer funds, in assessing whether a manager had 
breached its fiduciary duty. The majority opinion 
in Harris, however, took a diametrically opposed 
view, finding that investors could easily “vote 
with their feet” if fees were too high, and thus 
that comparisons with similar funds provided not 
only probative but nearly dispositive evidence as 
to excessiveness.

The American Funds defendants sought to 
make fee comparisons a central element of their 
defense, hoping that data indicating that their fees 
were materially lower than charges imposed on 
comparable peer funds would be potent evidence 
that their fees were not excessive. Their ultimate 
success after trial is all the more noteworthy given 
that the Court squarely rejected this line of de-
fense. Instead, the Court adhered to the Garten-
berg approach, finding that the defendants’ expert 
had failed to distinguish between competition for 
investors among fund companies on the one hand 
and competition among advisers for fund busi-
ness on the other. Absent evidence of the latter, 
the Court held, fee comparisons were not particu-
larly meaningful. The Court also drew attention 
to the transaction costs to investors of switching, 
and noted that many investment vehicles, such as 
401(k) plans, may limit competition. Finally, the 
Court found that defendants had not established 
an adequate record that market discipline kept 
fees low even if a number of investors were not 
price-sensitive.

That the Court found the fees not excessive 
despite giving short shrift to the defendants’ fee 
comparisons may have implications for both 

Harris and future 36(b) cases. The relevance and 
weight to be given to fee comparisons was a cen-
tral point of dispute in the Seventh Circuit’s deci-
sion in Harris and remains so now that Harris is 
before the Supreme Court. American Funds dem-
onstrates, however, that fee comparison evidence 
may not be as outcome-determinative as both 
sides to the Harris case have assumed. And, as the 
American Funds decision reflects, a district court 
can conduct a fine-grained analysis of a Section 
36(b) claim without resolving the broad macro-
economic controversy between those who believe 
fund advisory fees are competitive and those who 
do not.

The same, of course, is true of fund boards as 
well. Gartenberg rejected an undue reliance on 
fee comparison data. The decision in American 
Funds does not prohibit consideration of such 
metrics any more than did Gartenberg, but the 
Court’s decisions suggests that board consider-
ation of fee comparisons in considering advisory 
or other management fees should be supplemen-
tal to a broader range of evidence pursuant to the 
Gartenberg factors. The Supreme Court’s forth-
coming decision in Harris, to be sure, will provide 
further guidance on how boards should view fee 
comparisons in the process of considering advi-
sory fees. How definitive that guidance will be 
remains an important open question; thus, deci-
sions such as American Funds are likely to remain 
important examples of how fee issues play out in 
the harsh light of litigation.

Board Independence
Another key theme of the plaintiffs’ case was 

an attack on the independence of the American 
Funds’ board, contending that the lack of inde-
pendence meant that the fees at issue were not 
the product of an arm’s length relationship. The 
Court acknowledged concerns over some of the 
evidence submitted by plaintiffs to advance this 
theory. The Court noted that certain e-mails 
called into question whether unaffiliated direc-
tors had scrutinized information provided by the 
Adviser with the requisite “vehemence and dili-
gence.” The Court also observed that four unaf-
filiated directors met with defense counsel prior 
to trial and that their testimony was so similar 
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to that of management witnesses that it appeared 
as though such directors were aligned in interest 
with the Adviser. As a result, the Court discount-
ed the weight it attached to the unaffiliated direc-
tors’ testimony.

That said, the Court found that there was sub-
stantial evidence that the unaffiliated directors 
were sufficiently independent to meet the Gar-
tenberg standard. It pointed to certain corporate 
governance features, including that the Nominat-
ing and Governance Committee of each Fund 
cluster was comprised of unaffiliated directors 
with responsibility to elect all unaffiliated direc-
tors. The Court cited the role of independent 
counsel to the independent directors. In addition, 
all board committees were comprised entirely 
of independent directors, all board chairpersons 
were independent directors, each Fund had a su-
permajority of unaffiliated directors, each board 
meeting included an executive session among in-
dependent directors alone, and all unaffiliated di-
rectors for each Fund cluster sat on the Contracts 
Committee for that cluster.

While the Court found that the Adviser did 
not provide sufficient information to unaffiliated 
directors with respect to the profit margins on 
administrative services, the Court held that this 
deficit did not support liability because plaintiffs 
had not introduced evidence as to the nature and 
quality of administrative services provided, thus 
failing the Gartenberg test.

Conclusion
The American Funds decision represents the 

culmination of a lengthy and hard-fought litiga-
tion in which the plaintiffs pursued numerous 
angles of attack in order to demonstrate that the 
fees charged by a leading fund management com-
pany were excessive in violation of Section 36(b). 
While the decision may be cited by those who 
argue that the Gartenberg standard unduly nar-
rows the duty imposed under Section 36(b), the 
American Funds outcome largely turned on the 
plaintiffs’ inability to carry the burden of proof 
that Congress imposed on them in framing Sec-
tion 36(b). The Court in American Funds ren-
dered several key legal rulings in plaintiffs’ behalf 
but repeatedly noted how their evidence failed to 

properly address, let alone persuade on, critical 
elements of the Gartenberg standard. The ability 
of the Court to conduct a thorough and consis-
tent analysis of the evidence pursuant to the Gar-
tenberg standard demonstrates the strength and 
utility of that standard as an analytical frame-
work for assessing whether the somewhat opaque 
fiduciary duty with respect to receipt of compen-
sation has been breached. In so doing, the deci-
sion also reflects why courts, boards, and fund 
managers have found the Gartenberg standard to 
be a logical, workable test that adapts well to the 
broad spectrum of funds, fees, and circumstances 
that boards and managers must face in addressing 
management compensation issues.

The decision also suggests possible avenues for 
mitigating exposure to excessive fee claims. The 
Court’s refusal to consider fees in the aggregate 
may encourage some managers to shift to a uni-
tary fee, since the Court’s insistence on addressing 
each fee separately may be artificially precise given 
the softness of boundaries between certain types 
of shareholder services. In addition, the Court’s 
focus on the robustness of the Funds’ corporate 
governance scheme suggests that such structural 
efforts may encourage judicial deference to board 
consideration of advisory and other management 
contract issues.

NOTES
1. In re American Funds Fee Litigation, No. CV 04-

05593 GAF (C.D.Cal. Sept. 16, 2009)(American 
Funds).

2. Jones v. Harris Associates L.P., 527 F.3d 627, Fed. 
Sec. L. Rep. (CCH) P 94749 (7th Cir. 2008), cert. 
granted, 129 S. Ct. 1579, 173 L. Ed. 2d 675 (2009) 
(Harris). Dechert LLP submitted an amicus brief 
in Harris on behalf of the Mutual Fund Directors 
Forum.

3. Gartenberg v. Merrill Lynch Asset Management, 
Inc., 694 F.2d 923, Fed. Sec. L. Rep. (CCH) P 99001 
(2d Cir. 1982) (disapproved of by, Jones v. Harris 
Associates L.P., 527 F.3d 627, Fed. Sec. L. Rep. 
(CCH) P 94749 (7th Cir. 2008)).

4. Gallus v. Ameriprise Financial, Inc., 561 F.3d 816, 
Fed. Sec. L. Rep. (CCH) P 95108 (8th Cir. 2009), 
petition for cert. filed, 78 U.S.L.W. 3083 (U.S. 
Aug. 6, 2009). For a more detailed discussion 
of the Jones v. Harris and Gallus v. Ameriprise 
cases, please refer to “Seventh Circuit Rejects 



November 2009   n   Volume 13   n   Issue 11

14 © 2009 THOMSON REUTERS

Wall Street Lawyer

Gartenberg’s Construction of Section 36(b) of the 
1940 Act,” DechertOnPoint, May, 2008, Issue 11; 
“Eighth Circuit Fees Decision Accepts Gartenberg 
Standard but Enhances Process Focus, While 
Seventh Circuit Rejects Gartenberg Standard 
in Favor of Fiduciary Standards of Trust Law” 
DechertOnPoint, May, 2009, Issue 11.

5. Pfeiffer v. Bjurman, Barry & Associates, Fed. Sec. L. 
Rep. (CCH) P 93717, 2006 WL 497776 (S.D. N.Y. 2006), 
judgment aff’d, 215 Fed. Appx. 30 (2d Cir. 2007).

6. Similarly, the Court turned aside defendants’ 
argument that shareholders lacked standing 
to assert claims on behalf of fund classes other 
than the class of shares owned by the plaintiffs, 
finding that Section 36(b) did not distinguish 
among owners of different fund classes and that 
any excessiveness alleged by the plaintiffs would 
fall on all fund share classes in the same manner.

Say on Pay, Special Meetings & Majority Voting 
Top Shareholders’ Vote Proposals
On Oct. 6, David Lynn of Morrison & Foerster LLP and Paul Schulman of The Altman Group, Inc. held a 
seminar on “The Rising Tide of Shareholder Activism.” This chart, which contrasts significant vote propos-
als from shareholders in 2008 and 2009, was part of the presentation.
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Proxy Access Reform Likely on Hold 
until “Early” 2010

In a speech given at the 48th Annual Corpo-
rate Counsel Institute at Northwestern University 
School of Law on October 2, Securities and Ex-
change Commission (SEC) Commissioner Elisse 
B. Walter expressed doubts about the SEC’s abili-
ty to take up the issue of proxy shareholder access 
and related reforms until 2010. As a result, any 
reforms that ultimately might be adopted would 
likely not take effect until the 2011 proxy season 

at the earliest. Commissioner Walter’s statement 
was supported by other news media and other re-
ports quoting SEC Chairperson Mary Schapiro as 
having stated, “It is my hope to finalize the rules 
early in the new year.” However, an SEC spokes-
person declined to discuss the SEC’s timing for 
the consideration or approval of these reforms.

In June, the SEC proposed amendments to the 
proxy rules under the Securities Exchange Act 
of 1934 to require public companies to include 
disclosures in their proxy statements about a 
shareholder’s nominees for director so long as the 
shareholder does not seek to change the control 
of the issuer or to elect more than 25% of the 
directors. The proposed rules would give share-
holders owning as little as 1% of a public com-
pany’s shares the ability to nominate directors, 
under certain circumstances.

The rule amendments would also clarify that 
shareholders could require public companies to 
include in proxy materials proposals that would 
seek to amend a company’s governing documents 
regarding nomination procedures or disclosures 
related to shareholder nominations, provided the 
proposal does not conflict with the SEC’s proposed 
shareholder nomination rule. This proposal would 
effectively overturn the SEC’s amendment to Rule 
14a-8(i)(8) adopted in 2007, which allowed public 
companies to exclude from their proxy statements 
any matter that “relates to a nomination or an 
election” of directors. The rule amendment was, 
in turn, prompted by the confusion created by the 
U.S. Court of Appeals for the Second Circuit in 
American Federation of State, County and Munici-
pal Employees, Employees Pension Plan v. Ameri-
can International Group, Inc. (AFSCME).1 In AF-
SCME, the Second Circuit overturned the SEC’s 
long-standing interpretation of Rule 14a–8(i)(8) 
to permit inclusion of a shareholder proposal that, 
if adopted, would have amended AIG’s bylaws to 
require the company to include shareholder nomi-
nees for director in the company’s proxy materials 
at subsequent meetings.

While the SEC has not officially confirmed 
a timetable for consideration of these reforms, 
it appears that the SEC will need more time to 
consider these matters. Over 500 comment letters 
have been posted to the SEC’s web site on the pro-
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posed rules, which have generated a full panoply 
of responses both for and against adopting them. 
Despite the presence of significant debate on the 
proposed rules, the announcement of a potential 
delay elicited statements of disappointment from 
the Council of Institutional Investors, as well as 
from Sen. Charles Schumer (D-N.Y.), who in 
May proffered the far-ranging Shareholder Bill of 
Rights Act of 2009 (S. 1074), which would re-
quire the SEC to, among other things, promulgate 
rules “relating to the use by shareholders of proxy 
solicitation materials supplied by the issuer for 
the purpose of nominating individuals to mem-
bership on the board of directors of an issuer.” 

SEC Extends SOX Section 404(b) 
Compliance for Small Public 
Companies One More Time

On October 13, the SEC once again extended 
for presumably the final time the requirement for 
nonaccelerated filers, which include smaller pub-
lic companies, to provide an independent audi-
tor’s assessment of management’s report on inter-
nal control over financial reporting, as required 
by Section 404(b) of the Sarbanes Oxley Act of 
2002, or SOX.2 

Currently, non-accelerated filers, other than 
newly public companies, are required under tem-
porary Item 308T(a) of Regulation S-K to include 
management’s assessment of internal control over 
financial reporting in their annual reports on 
Form 10-K, but have not been required to include 
their independent auditor’s attestations on that 
assessment. Newly public companies are not re-
quired to include either management’s assessment 
on internal control over financial reporting or the 
auditor’s attestation on that assessment in their 
first annual report on Form 10-K.

Under existing rules, compliance with the inde-
pendent auditor’s attestation requirement would 
have been required for non-accelerated filers (oth-
er than newly public companies) for annual re-
ports for fiscal years ending on or after December 
15, 2009. The SEC’s action will require compli-
ance with the attestation requirement applicable 
to these non-accelerated filers in annual reports 
for fiscal years ending on and after June 15, 2010. 

This action marks the seventh time since the 
original release proposing the SOX Section 404 
implementing rules that the SEC has extended 
the deadline for complying with the SOX inter-
nal control over financial reporting requirements, 
and in this rulemaking release, the SEC indicated 
that it does not expect to further defer the attesta-
tion reporting requirement.

It is important to note that the last few ex-
tensions of these compliance deadlines have oc-
curred as a result of increased awareness by the 
SEC as to the disproportionate impact that the 
implementation of SOX Section 404 has had 
on non-accelerated filers, including specifically 
smaller public companies. In July 2007, as a re-
sult of these impacts, the SEC approved Public 
Company Accounting Oversight Board (PCAOB) 
Auditing Standard No. 5,3 which aimed to pro-
vide a more cost-effective and scalable risk-based 
approach to an audit of management’s assess-
ment of its internal control over financial report-
ing. In January, the PCAOB issued guidance for 
auditors of smaller public companies as to the au-
dit of management’s assessment of internal con-
trol over financial reporting, which served to help 
auditors apply the precepts of Auditing Standard 
No. 5 to audits of smaller public companies’ in-
ternal control over financial reporting.4 The SEC 
then directed the Office of Economic Analysis to 
conduct a study—issued on October 25—to as-
sess whether Auditing Standard No. 5 and the 
PCAOB’s guidance were facilitating cost-effective 
audits of internal control over financial reporting 
for these smaller public companies. As a result of 
the most recent publication of the results of this 
study, the SEC concluded that additional time 
was necessary to permit a significant number of 
non-accelerated filers to comply with the SOX at-
testation requirement. 

SEC to Appeal Dismissal of Cuban 
Insider-Trading Case

On October 7, the SEC filed a notice of appeal 
in the case of SEC v. Cuban, after a federal judge 
in the U.S. District Court for the Northern Dis-
trict of Texas dismissed the SEC’s insider trading 
case against Mark Cuban, the owner of the Dal-
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las Mavericks NBA team.6 In November 2008, 
the SEC filed a civil complaint against Cuban, al-
leging that he committed insider trading by selling 
shares in Mamma.com Inc. after the company’s 
chief executive officer and president had informed 
Cuban about an impending “PIPE” offering. The 
SEC alleged that, immediately after receiving the 
information about the offering, Cuban sold all of 
his shares, avoiding in excess of $750,000 in loss-
es after the stock price eventually traded lower 
after the PIPE offering was announced.

The SEC claimed that his actions violated Sec-
tion 17(a) of the Securities Act of 1933 and Rule 
10b-5 under the Securities Exchange Act of 1934 
because he traded securities while in possession of 
material, non-public information from Mamma.
com, the issuer of the securities, in violation of a 
duty of trust or confidence that he owed to the 
source of information.7 The SEC’s insider trading 
argument rested exclusively upon the “misap-
propriation theory” of insider trading, in which a 
trader may incur insider trading liability if he fails 
to disclose the use of material, non-public infor-
mation in breach of a duty owed to the source to 
keep the information confidential and not to use 
it for personal benefit.

However, in July, the District Court dismissed 
the SEC’s case on the grounds that to find liabil-
ity under the misappropriation theory, a trader 
must have agreed to not disclose the informa-
tion as well as to not trade or otherwise use it 
for his benefit.8 Absent such a duty, there can be 
no deception and thus no insider trading liabil-
ity. Because the SEC failed to allege sufficiently in 
its complaint that Cuban agreed not to trade on 
information provided to him, the District Court 
held that Cuban could not be held liable for in-
sider trading under the misappropriation theory.9 
Although the District Court gave the SEC 30 days 
to refile its complaint, the SEC did not do so.

Furthermore, the District Court implied that the 
SEC exceeded its rulemaking authority under Sec-
tion 10(b) of the Exchange Act in adopting Rule 
10b5-2, which imposes a duty of trust or confi-
dence for purposes of the misappropriation theory 
of insider trading on a person when the person 
agrees to maintain the information in confidence, 
but does not require the person to agree not to 

use that information for his benefit.10 The District 
Court held that, because the rule adopted by the 
SEC attempted to establish misappropriation the-
ory liability without a no-trade requirement, the 
SEC could not rely on the rule to show that Cu-
ban’s conduct was deceptive or fraudulent.11

SEC Proposes Draft of Strategic 
Five-Year Plan

On October 8, the SEC published a draft of its 
Strategic Plan12 that outlines the SEC’s strategic 
goals for fiscal years 2010 through 2015. The 
draft plan surveys the forces shaping the SEC’s 
regulatory environment and outlines over 70 ini-
tiatives designed to support its primary strategic 
goals. The draft plan was prepared pursuant to 
the Government Performance and Results Act of 
1993. The draft plan articulates the mission of the 
SEC which is: to protect investors; maintain fair, 
orderly, and efficient markets; and facilitate capi-
tal formation. Consistent with that mission, the 
draft plan provides for four strategic goals for the 
next five years which include the following:

1. Fostering and enforcing compliance with the 
federal securities laws; 

2. Establishing an effective regulatory environ-
ment;

3. Facilitating access to the information inves-
tors need to make informed investment deci-
sions; and 

4. Enhancing the SEC’s performance through 
effective alignment and management of hu-
man, information, and financial capital.

The implementation of the SEC’s five-year plan 
contemplates increased communication by the 
SEC Staff on: (i) major legal or emerging issues, 
including accounting practices and enforcement 
cases; and (ii) information related to the adequacy 
or the inadequacy of compliance efforts by regis-
trants. The SEC’s expanded outreach efforts will 
include the dissemination of “Compliance Alerts” 
which will detail areas where examiners have 
identified significant compliance deficiencies, best 
practices and SEC rule changes. The SEC also in-
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tends to hold post-examination compliance con-
ferences with issuers, as necessary.

The five-year plan also contemplates an evalu-
ation of existing disclosure requirements and the 
amendment of these requirements in order to im-
prove the quality and usefulness of disclosures to 
investors as part of the implementation of the goal 
to promote high-quality disclosure and financial 
reporting. Areas of focus of this initiative will in-
clude: risk management; executive compensation 
decisions and practices; nominations of directors; 
board governance; and the management’s discus-
sion and analysis of operating results and finan-
cial condition. This initiative will likely signal re-
view and changes in the following SEC disclosure 
requirements: (i) proxy infrastructure, including 
the mechanics of voting and communications, as 
well as the role of advisory firms; (ii) beneficial 
ownership reporting requirements to address the 
use of credit swaps and other derivative securities; 
and (iii) investment adviser and broker-dealer 
oversight rules related to political contributions 
and the custody of client assets. In addition, the 
SEC intends to develop regulations that promote 
and strengthen corporate and fund governance.

The SEC also intends to restructure disclosure 
requirements so that investors are equipped with 
the “timely and meaningful information in order 
to make appropriate investment decisions.” This 
initiative has to signal changes to the regulatory 
requirements in form at minimum. In this regard, 
the SEC plans to revise disclosure and reporting 
requirements to reflect the informational needs of 
investors, as well as to reassess current core cor-
porate disclosure requirements and implement the 
new mutual fund summary prospectus require-
ment. In proposing changes for the SEC to con-
sider, the SEC Staff plans to modernize disclosure 
requirements and eliminate redundant reporting 
requirements in a number of areas, including proxy 
voting and shareholder communications. The SEC 
will also consider requiring broker-dealers that sell 
securities such as mutual funds, variable insur-
ance products and 529 plan interests to disclose 
information relating to their compensation and 
conflicts of interest and key product features at the 
“point of sale” and on the Internet.

Additionally, the SEC intends to consider im-
proving the disclosure that a broker-dealer un-
derwriting a primary municipal offering must 
determine that an issuer will provide to poten-
tial investors. The SEC also intends to consider 
amending the broker-dealer and investment ad-
viser registration forms to elicit information that 
will be useful to investors in comparing and se-
lecting investment professionals. 

Also high on the SEC’s agenda is enhancing the 
oversight of the accounting profession through 
PCAOB inspection and disciplinary programs. 
The SEC also plans to work closely with the 
PCAOB to the promulgate and interpret auditing 
standards to address current issues in the capital 
markets. 

The SEC is seeking comments on its draft Strate-
gic Plan through November 16, 2009. Comments 
may be submitted to strategicplan@sec.gov. 

SEC Proposes Clarifying  
Changes to E-Proxy Rules

On October 14, the SEC proposed revising 
its e-proxy rules to provide additional flexibility 
with respect to the Notice of Internet Availability 
of Proxy Materials (the “Notice”).13 Specifically, 
the proposed rule revises the timeframe for other 
soliciting parties to deliver a Notice and permits 
the issuer and other soliciting persons to include 
explanatory materials regarding the process of 
receiving and reviewing proxy materials and vot-
ing. The SEC is also providing guidance on the re-
quirements for the content of the Notice to identi-
fy matters to be acted upon by shareholders at the 
meeting. The SEC will be accepting comments on 
its proposed e-proxy rule changes through No-
vember 20, 2009. 

The SEC’s current Rule 14a-16(d) imposes spe-
cific requirements for the content of the Notice. 
The SEC rules also require the Notice be in a 
specific format and include a prominent legend. 
Rule 14a-16(f) additionally limits the materials 
that may accompany the Notice. It is believed 
that these rules resulted in shareholder confusion 
and have been cited as the cause of a reduction in 
shareholder voting. 
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As a result, the SEC has proposed to revise its 
e-proxy rules to require:

lieu of a detailed legend; and

-
sidered at the meeting.

The proposal would also permit issuers and 
other soliciting persons to include with the No-
tice an explanation of the “notice and access” 
model. The SEC is also strongly encouraging is-
suers and other soliciting persons to better inform 
shareholders about the notice and access model 
for delivery of proxy materials. 

With respect to investment companies, the pro-
posed rule would permit mutual funds to include 
the Notice with a summary prospectus. The SEC 
recently amended its rules to permit mutual funds 
to satisfy their prospectus delivery requirements 
by sending or giving investors a summary pro-
spectus. 

The SEC is also proposing to amend the re-
quirement that a soliciting person must send out 
its Notice 10 days after the issuer sends its No-
tice to shareholders. This 10-day Notice has cre-
ated issues for other soliciting persons who may 
not have cleared SEC comments on their proxy 
statements. Since the soliciting person is currently 
required to mail its Notice 10 days after the is-
suer sends its Notice but the soliciting person may 
not be ready or able to do so, this requirement 
effectively curtails the soliciting person’s ability to 
use the e-proxy rules. The SEC has proposed to 
amend its rules to require that the soliciting per-
son: (i) file a preliminary proxy statement within 
10 days after the issuer files its definitive proxy 
statement, and (ii) send its Notice to shareholders 
no later than the date it files its definitive proxy 
statement with the SEC. 
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