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I. Recent Developments in Litigation Under Section 36(b) of the ICA 

The starting point for any discussion of case law developments under Section 36(b) of the 
Investment Company Act of 1940 (the “ICA”) necessarily is the Supreme Court’s decision in 
Jones v. Harris Associates L.P., 130 S. Ct. 1418 (2010).  Given the Supreme Court’s repeated 
endorsement in Jones of the Second Circuit’s 1982 decision in Gartenberg v. Merrill Lynch 
Asset Management, Inc., 694 F.2d 923 (2d Cir. 1982), an observer might well assume that Jones 
had brought certainty to the interpretation of Section 36(b) of the ICA and restored, beyond any 
doubt, the analytical framework erected in Gartenberg and refined in nearly 30 years of 
subsequent case law.  But the decision in Jones has given life to a new round of disputes as to the 
meaning and application of the Supreme Court’s ruling. 

Jones itself remains pending before the Seventh Circuit Court of Appeals on remand 
from the Supreme Court’s decision, and Gallus v. Ameriprise Financial, Inc., 561 F.3d 816 (8th 
Cir. 2009), another decision vacated by the Supreme Court and remanded for further 
consideration in light of Jones, has spawned an additional round of appellate proceedings before 
the Eighth Circuit.  Thus, neither of the Section 36(b) cases that reached the Supreme Court on 
certiorari in the last several years has yet reached resolution.  In the interim, several post-Jones 
decisions in other cases have raised new questions under Section 36(b). 

[A] The Starting Point: The Supreme Court’s Decision in Jones 

As the reader is aware, on March 30, 2010, the Supreme Court issued its highly 
anticipated decision in Jones.  The decision resolved the Circuit split that was created when the 
Seventh Circuit Court of Appeals adopted a new, market-based standard for the evaluation of 
investment advisory fees under Section 36(b) of the ICA and rejected the Second Circuit’s 1982 
decision in Gartenberg.1  In a unanimous opinion, the Court concluded that Gartenberg “was 
correct in its basic formulation of what Section 36(b) requires: to face liability under Section 
36(b), an investment adviser 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.” Jones, 130 S. Ct. at 1426. 

                                                 
1 In Jones, the plaintiffs alleged that fees the adviser charged to the Oakmark Funds were excessive in 
comparison to fees charged to its institutional clients, and that the fee approval process had been tainted by the 
presence of directors who were not truly “independent.”  The district court, applying Gartenberg and finding that the 
independent directors met required independence standards, granted the defendant adviser’s motion for summary 
judgment.  The Seventh Circuit affirmed the district court’s grant of summary judgment, but disapproved of 
Gartenberg.  Chief Judge Frank Easterbrook wrote for a three-judge panel of the Seventh Circuit that as long as a 
fiduciary, such as a fund adviser, “make[s] full disclosure and play[s] no tricks,” the fiduciary generally is free to 
negotiate its compensation in its own interest, like any other market participant.  Jones v. Harris Assocs. L.P., 527 
F.3d 627, 632 (7th Cir. 2008).  Observing that the fiduciary duty standard in Section 36(b) “differs from rate 
regulation,” the Seventh Circuit concluded that the statute did not require that advisory fees be “reasonable” in 
relation to a “judicially created standard” like that articulated in Gartenberg.  Id.  Although the Seventh Circuit 
acknowledged that it was “possible to imagine compensation so unusual that a court will infer that deceit must have 
occurred, or that the persons responsible for the decision have abdicated” their responsibility, that was not the case 
where, as in Jones, fees “are roughly the same. . .as those that other funds of similar size and investment goals pay 
their advisers. . . .”  Id. at 631.  The Circuit split created by Jones caused Circuit Judge Richard Posner to write a 
vigorous dissent from the denial of rehearing by the full Seventh Circuit, arguing that the “economic analysis” 
underlying the panel decision’s rejection of Gartenberg was “ripe for reexamination. . . .”  Jones v. Harris Assocs. 
L.P., 537 F.3d 728, 730 (7th Cir. 2008). 
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In Jones, the Supreme Court explored at some length the history of Section 36(b), 
concluding that the provision ultimately enacted as Section 36(b) employed a formulation for 
testing management compensation that “was more favorable to shareholders than the previously 
available remedies [e.g., for “unconscionable” or “shocking” fees amounting to corporate waste] 
but . . . did not permit a compensation agreement to be reviewed in court for ‘reasonableness.’”  
Jones, 130 S. Ct. at 1429.2  Then, citing its 1939 decision in Pepper v. Litton, 308 U.S. 295, 306-
07 (1939), the Supreme Court stated that “the essence of the test [as to whether a fiduciary duty 
has been violated] is whether or not under all the circumstances the transaction carries the 
earmarks of an arm’s length bargain.”  According to the Court, “[t]he Gartenberg approach fully 
incorporates this understanding of the fiduciary duty . . . [insisting] . . . that all relevant 
circumstances be taken into account . . . [and using] . . . the range of fees that might result from 
arms-length bargaining as the benchmark for reviewing challenged fees.”  Jones, 130 S. Ct. at 
1427.  The Court added that “[t]he Investment Company Act shifts the burden of proof from the 
fiduciary to the party claiming breach,” thus emphasizing that plaintiffs (and not investment 
advisers) bear the burden of proof under Section 36(b).  Id. 

Following this construction of Section 36(b), the Court turned to the relationship between 
the statute and the role of informed and diligent fund directors in overseeing fees and monitoring 
conflicts of interest.  Citing Burks v. Lasker, 441 U.S. 471, 482-84 (1979), the Court observed 
that “[u]nder the Act, scrutiny of investment adviser compensation by a fully informed mutual 
fund board is the ‘cornerstone of the . . . effort to control conflicts of interest within mutual 
funds’ . . . The Act interposes disinterested directors as ‘independent watchdogs’ of the 
relationship between a mutual fund and its adviser.”  Jones, 130 S. Ct. at 1427-28.  Noting that 
the Act “instructs courts to give board approval of an adviser’s compensation ‘such  
consideration . . . as is deemed appropriate under all the circumstances,’” the Court drew two 
inferences: “First, a measure of deference to a board’s judgment may be appropriate in some 
instances.  Second, the appropriate measure of deference varies depending on the 
circumstances.”  Id. at 1428.  Later in its opinion, while observing that courts should take into 
account “both procedure and substance” in performing their evaluation under Gartenberg’s “so 
disproportionately large” test, the Court explained that “[w]here a board’s process for negotiating 
and reviewing investment-adviser compensation is robust, a reviewing court should afford 
commensurate deference to the outcome of the bargaining process.”  Id. at 1429.  Thus, “if the 
disinterested directors considered the relevant factors, their decision to approve a particular fee 
agreement is entitled to considerable weight, even if a court might weigh the factors differently.”  
Id.  Where, on the other hand, a board’s process “was deficient or the adviser withheld important 
information, the court must take a more rigorous look at the outcome,” and “greater scrutiny is 
justified because the withheld information might have hampered the board’s ability to function 
as ‘an independent check upon the management.’”  Id. at 1430 (citations omitted). 

The Court might have stopped here, but instead went on to expound on what it 
acknowledged were “several important questions” on which the parties disagreed.  Addressing 
first the appropriateness of comparing a mutual fund’s advisory fees to the fee charged by the 

                                                 
2 In this respect, the Supreme Court’s decision comports with that of the Seventh Circuit in Jones, which had 
observed that “Section 36(b) does not say that fees must be ‘reasonable’ in relation to a judicially created standard.”  
527 F.3d at 632. 
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fund’s adviser to other clients, the Court reasoned 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.  Instead, courts may 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 1428.  Warning against “inapt 
comparisons,” the Court observed that where differences between the services rendered to 
different clients are significant, a court may altogether reject a fee comparison as irrelevant: 

[T]here may be significant differences between the services provided by an 
investment adviser to a mutual fund and those it provides to a pension fund which 
are attributable to the greater frequency of shareholder redemptions in a mutual 
fund, the higher turnover of mutual fund assets, the more burdensome regulatory 
and legal obligations, and higher marketing costs.  If the services rendered are 
sufficiently different that a comparison is not probative, then courts must reject 
such a comparison.  Even if the services provided and the fees charged to an 
independent fund are relevant, courts should be mindful that the Act does not 
necessarily ensure fee parity between mutual funds and institutional clients 
contrary to petitioners’ contentions. 

Id. at 1428-29 (emphasis supplied; internal citations omitted).  The Court added, in a footnote to 
its decision, that a demonstration of relevance “requires courts to assess any disparity in fees in 
light of the different markets for advisory services.”  Id. at 1429 n.8. 

Similarly, the Court also cautioned, as had the Gartenberg court, against placing too 
much emphasis on a comparison of one fund’s advisory fees to fees charged to other mutual 
funds by other advisers.  “These comparisons are problematic because these fees, like those 
challenged, may not be the product of negotiations conducted at arm’s length.”  Id. at 1429.  In 
this regard, the Court cited Gartenberg for the proposition that “[c]ompetition between. . . 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.”  Id.  Significantly, the Court concluded its decision with the 
strong admonition that “the standard for fiduciary breach under § 36(b) does not call for judicial 
second-guessing of informed board decisions,” nor does the Act require courts to engage “in a 
precise calculation of fees representative of arm’s-length bargaining” — a task for which “courts 
are not well suited . . . .”  Id. at 1430. 

[B] The Aftermath of Jones in the Seventh and Eighth Circuits 

[1] Jones Following Remand 

The Supreme Court’s decision in Jones vacated the Seventh Circuit’s decision (which 
had affirmed summary judgment for the defendant adviser) and remanded the case “for further 
proceedings consistent with this opinion.”  Id. at 1431.  Following the remand of Jones, the 
parties submitted extensive briefing to the Seventh Circuit expressing very divergent views as to 
what course of action should be taken by the Court of Appeals in light of the Supreme Court’s 
decision.  In summary, the position of Harris Associates is that the Seventh Circuit may and 
should affirm the district court’s grant of summary judgment for the defendant because the 
district court unambiguously (and, given the Supreme Court’s decision, correctly) applied the 
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Gartenberg standard in entering judgment.  The plaintiffs have argued that the Seventh Circuit 
should instead reverse the district court’s denial of their motion for summary judgment, or vacate 
the judgment in the defendant’s favor and remand for trial.   

A principal argument advanced by the plaintiffs on remand is that the Supreme Court’s 
decision in Jones purportedly permits a plaintiff to establish a violation of Section 36(b) “by 
showing either that the [15(c)] process was not conducted in good faith or that the outcome is 
inequitable.”  Circuit Rule 54 Statement of Plaintiffs-Appellants, Jones v. Harris Associates L.P., 
United States Court of Appeals for the Seventh Circuit, No. 07-1624, at 17.  The plaintiffs argue 
that in the trial court they adduced evidence of a supposed lack of good faith in the fee-approval 
process, establishing (in their view), a process-based breach of fiduciary duty.  From this they 
conclude that the Court of Appeals should remand the case to the district court to consider 
whether to award damages or equitable relief — in effect that the Court of Appeals should enter 
judgment for the plaintiffs and remand only for a determination of the appropriate remedy. 

In the alternative, the plaintiffs have requested that the Court of Appeals reverse the grant 
of summary judgment in Harris Associates’ favor and remand for trial on the plaintiffs’ 
excessive fee claim.  Plaintiffs contend that a reversal of summary judgment is necessary 
because the district court assertedly erred in its application of Gartenberg by “essentially 
treat[ing] as dispositive the fact that Harris’ fees were not far outside the range that other 
advisers charged to similar funds,” by ostensibly “treat[ing] as immaterial . . . the shareholders’ 
expert and documentary evidence that Harris charged the funds twice what it charged its non-
fiduciary clients for ‘virtually identical’ services,” and by “declin[ing] to discount the deference 
owed to the board’s approval of the fees” notwithstanding alleged “procedural irregularities in 
the fee-setting process . . . .”  Id. at 20-21. 

Harris Associates has responded to the plaintiffs’ “process violation” argument by 
pointing out that the language of the Supreme Court’s decision in Jones focuses on the 
excessiveness of an advisory fee as the sine qua non of a Section 36(b) violation.3  Thus, Harris 
Associates argues, although the quality of a board’s process “is one of multiple non-exclusive 
‘factors’ that may be considered in assessing the adviser’s fee,” a violation of Section 36(b) “is 
not established by showing a deficient process alone.”  Supplemental Circuit Rule 54 Statement 
of Harris Associates L.P., Jones v. Harris Associates L.P., United States Court of Appeals for the 
Seventh Circuit, No. 07-1624, at 5-6.  Instead, only if a plaintiff is “able to connect the dots 
between some process inadequacy and an ‘excessive fee’ — i.e., one that ‘could not’ have been 
bargained at arm’s length despite some ostensible process defect — there is no way . . . to prove 
the ‘actual damages’ that are the sole measure of any award to the plaintiffs.”  Id. at 7. 

As to plaintiffs’ alternative argument, Harris Associates’ position on remand is that the 
district court properly applied the Gartenberg standard when it concluded that the different fees 
charged to Harris Associates’ institutional and fund clients were justified in part by the different 
services performed, but that “‘even assuming . . . the services . . . were indistinguishable,’ fees 
charged to mutual funds and institutional clients still ‘fell within [a] range’ that each could have 

                                                 
3  For example, the Jones Court cited, with approval, the statement in Migdal v. Row Price-Fleming Int’l, Inc., 
248 F.3d 321, 328 (4th Cir. 2001), that “Section 36(b) is sharply focused on the question of whether the fees 
themselves were excessive.”  Jones, 130 S. Ct. at 1430. 
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fairly negotiated.”  Harris Associates L.P.’s Circuit Rule 54 Statement, Jones v. Harris 
Associates L.P., United States Court of Appeals for the Seventh Circuit, No. 07-1624, at 3 
(internal citations omitted).  In support of the proposition that a disparity in fees alone does not 
establish a violation of Section 36(b), Harris Associates points to, among other things, the 
Supreme Court’s pregnant observation that “only 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.”  Jones, 130 S. Ct. at 1429 n.8 (emphasis 
supplied). 

In light of the very divergent positions argued on remand in Jones, the Seventh Circuit’s 
decision, when it is rendered, potentially could present an important interpretation of the 
Supreme Court’s decision.  It could, for example, put to rest (at least in the Seventh Circuit) any 
contention that a Section 36(b) claim may be predicated upon a process violation alone, apart 
from proof that a fee is excessive.  It also could well shed light on the circumstances in which a 
comparison between advisory fees charged to institutional and fund clients may be rejected 
altogether on the ground that the services performed “are sufficiently different that a comparison 
is not probative . . . .”  Id. at 1429.  But for the present, the Seventh Circuit’s views on these and 
other issues raised on remand in Jones remain an unanswered question. 

[2] Gallus Following Remand 

In Gallus, as in Jones, the district court applied Gartenberg in granting summary 
judgment for the adviser on a Section 36(b) claim.  But unlike the Court of Appeals in Jones, the 
Eighth Circuit Court of Appeals reversed the district court’s grant of summary judgment in 
Gallus.  It did so on two grounds.  First, while acknowledging that the Gartenberg factors 
“provide a useful framework for resolving claims of excessive fees,” the Court read Gartenberg 
to define only one of two ways in which a violation of Section 36(b) may be established.  
According to the Gallus Court, “the proper approach to §36(b) is one that looks to both the 
adviser’s conduct during negotiation and the end result.”  561 F.3d at 823 (emphasis supplied).  
Consequently, the Court held that the district judge erred in holding that no Section 36(b) 
violation had occurred “simply because Ameriprise’s fee passed muster under the Gartenberg 
standard,” and that the district court should also have “evaluated [Ameriprise’s conduct] 
independent from the result of the negotiation.”  Id. at 824 (emphasis supplied).  On the latter 
point, the Court focused on what it believed were material questions of fact as to whether 
Ameriprise had in some way misled the funds’ board with respect to the “discrepancy” between 
the fees charged by the adviser to its institutional and fund clients. 

Second, the Eighth Circuit concluded that the district court had erred in “rejecting a 
comparison between the fees charged to Ameriprise’s institutional clients and its mutual fund 
clients,” believing that the argument for such a comparison was “particularly strong in this case 
because the investment advice may have been essentially the same for both accounts.”  Id. at 
823-24.  The Eighth Circuit was “unpersuaded by the assertion that the fee disparity simply 
reflects what different investors are willing to pay,” and held that “the district court should have 
explored the disputed issues of material fact concerning the similarities and differences between 
mutual funds and institutional accounts.”  Id. at 824. 

It was this decision of the Eighth Circuit that was vacated by the Supreme Court “for 
further consideration in light of Jones. . . .”  Unlike the Seventh Circuit on remand from the 
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Supreme Court in Jones, the Eighth Circuit acted within a few months of the Supreme Court’s 
decision.  However, the action it took was ministerial, and shed no light on its views as to how 
the case should be resolved in light of Jones: the Eighth Circuit simply remanded the case to the 
district court for further consideration in light of the Supreme Court’s decision. 

The district court responded on December 10, 2010, with a brief decision reinstating its 
own prior order and re-entering summary judgment for the defendants.  The district court 
concluded that because the Supreme Court in Jones had “adopted the Gartenberg framework and 
reasoning that this Court used in reaching its summary judgment opinion,” and because the 
Eighth Circuit in its prior review of that summary judgment had found that the district court 
properly applied the Gartenberg factors, nothing remained for the district court to decide.  In 
effect, the district court’s decision assumed that the Supreme Court’s ruling in Jones defined the 
only way in which a Section 36(b) violation may be established ― through a demonstration that 
an advisory fee is excessive under Gartenberg, and not via an asserted process deficiency.   
Gallus v. Am. Express Fin. Corp., No. 04-4498 (DWF/SRN), 2010 WL 5137419, at *2 (D. Minn. 
Dec. 10, 2010). 

The Gallus plaintiffs have appealed the district court’s order reinstating summary 
judgment for the defendants.  But although the Gallus plaintiffs, like the plaintiffs in Jones, have 
argued on their pending appeal that liability under Section 36(b) may be predicated upon a 
deficient fee approval process alone,4 this is not the thrust of their “process” argument on appeal; 
to the contrary, plaintiffs repeatedly have assured the Eighth Circuit in briefing that it need not 
decide that issue.  Instead, the plaintiffs have made the slightly different argument that under 
Jones, the district court was required to subject Ameriprise’s fees to “heightened scrutiny” in 
light of asserted deficiencies in the fee-approval process, ostensibly  because a “defective process 
implies an excessive fee.”  Brief of Plaintiff-Appellants, Gallus v. Ameriprise Financial, Inc., 
United States Court of Appeals for the Eighth Circuit, No. 11-1091, at 23.  Plaintiffs argue, in 
particular, that the district court should have focused on a comparison of the fees charged by the 
adviser to its institutional and fund clients, relying upon statements in the Eighth Circuit’s earlier 
(vacated) decision suggesting that such a comparison was relevant. 

In response, Ameriprise has argued, among other things, that Jones does not require a 
threshold inquiry into the negotiation process, nor a heightened standard of review by the court 
or a presumption of fee excessiveness where a process deficiency has been alleged.  Instead, 
Ameriprise argues that under Jones, a deficiency in board process goes only to one of the 
Gartenberg factors (the independence and conscientiousness of the board) and means only that 
less deference may be afforded to a board’s fee-approval decision.  It does not relieve a plaintiff 
of its burden to show that an advisory fee is outside the range that might be produced by arm’s-
length bargaining.  Brief of Defendants-Appellees, Gallus v. Ameriprise Financial, Inc., United 
States Court of Appeals for the Eighth Circuit, No. 11-1091, at 18-20, 25. 

Briefing on appeal in Gallus has concluded, and the Court has heard oral arguments in 
the case.  Consequently, a decision could be rendered by the Eighth Circuit at any time, and that 

                                                 
4  This similarity is not surprising in light of the fact that some of the same attorneys represent the plaintiffs in 
both cases. 
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decision ― like the Seventh Circuit’s long awaited decision in Jones ― may well address the 
significance of asserted “process” deficiencies in Section 36(b) litigation. 

[C] Post-Jones Developments in Other Federal Cases 

Although only a relative handful of Section 36(b) cases have been filed since the 
Supreme Court’s decision in Jones, several of those cases already have resulted in decisions on 
motion to dismiss.  In addition, several decisions have been rendered in cases brought under 
Section 36(b) prior to the ruling in Jones, including a provocative Court of Appeals decision in 
the only Section 36(b) case to go to trial in recent years. 

[1] In re American Mutual Funds Fee Litigation: Trial, Judgment and 
Affirmance 

In re American Mutual Funds Fee Litigation, No. CV 04-5593 (GAF), 2009 WL 
5215755 (C.D. Cal. Dec. 28, 2009), was tried before the United States District Court for the 
Central District of California, which rendered judgment for the defendants on findings of fact 
and conclusions of law spanning 105 pages.  The judgment was later affirmed on appeal to the 
Ninth Circuit.  The exhaustive findings and conclusions of the district court represent one of the 
few examples of a comprehensive judicial analysis of a Section 36(b) claim, and the Ninth 
Circuit’s opinion affirming the district court’s judgment for the defendant portends what may be 
the next theory to find favor with the plaintiffs’ bar.   

[a] The Trial Court’s Ruling 

The American Funds plaintiffs asserted Section 36(b) claims as to both Rule 12b-1 fees 
and investment advisory fees.5  The plaintiffs’ theory as to the Rule 12b-1 fees was that the fees 
were “designed to promote growth and increase assets under management at a time when the 
American Funds were already experiencing growth that was causing fund performance to 
deteriorate.”  Id.  The court rejected this theory, observing that Section 36(b) does not address 
“whether investment advisers acted improperly in the use of the funds,” and holding that 
“improper use of Rule 12b-l fees cannot serve as the basis for liability under section 36(b).”  Id. 
at 47.  “Simply put, the fairness of the fee must be assessed in relation to the services rendered, 
not to the use to which the fee was put.”  Id. (internal citations and quotations omitted).6  (The 

                                                 
5  The plaintiffs owned shares in some, but not all, of the share classes offered by each of eight funds at issue in 
the case.  The adviser took the position that the plaintiffs lacked standing as to those share classes they did not own.  
The district court disagreed, holding that the plaintiffs had standing to assert claims on behalf of all of the share 
classes offered by each fund.  Id. at *42.  (“Section 36(b) creates a private right of action for ‘security holder[s]’ of 
registered investment companies; it does not distinguish among owners of different classes of shares in a mutual 
fund, and does not impose any requirement at the share class level.”)  Id. 
6  Although the court ruled against the plaintiffs on their Rule 12b-1 fee claim, it rejected the adviser’s argument 
that 12b-1 fees that are “passed through” to broker-dealers cannot give rise to liability under Section 36(b) because 
the adviser is not the “recipient” of the fees within the meaning of the Act.  Id. at *42.  The court declined to follow 
Pfeiffer v. Bjurman, Barry & Associates, No. 03 Civ. 9741(DLC), 2006 WL 497776 (S.D.N.Y. Mar. 2, 2006), aff’d, 
215 Fed. Appx. 30 (2d Cir. 2007) (ruling that an adviser cannot be liable under Section 36(b) for Rule 12b-1 fees 
passed along to broker-dealers who provided services in exchange for those fees), stating that under “Pfeiffer’s 
reasoning, Section 36(b) exposure for the imposition of excessive Rule 12b-l fees cannot be redressed ― the broker-
dealer cannot be sued under Section 36(b) because it is not a fiduciary under the statute, and the fiduciary who 
assessed the fee cannot be sued because it does not ‘receive’ or ‘retain’ the fee.”  In re Am. Mut. Funds Fee Litig., 
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court’s ruling on this issue echoed the reasoning of an earlier ruling in the case denying the 
plaintiffs’ motion to compel discovery of the compensation paid to the defendants’ personnel, in 
which the court concluded that such information is irrelevant under the Gartenberg standard: 
“[s]imply put, the fairness of the fee must be assessed in relation to the services rendered, not to 
the use to which the fee is put.”  In re Am.  Mut. Funds Fee Litig., No. CV 04-5593 (GAF), 2008 
WL 5749910, at *2 (C.D. Cal. Dec. 2, 2008).) 

The district court went on to hold that even if the plaintiffs’ theory of liability based on 
Rule 12b-1 fees was viable, the plaintiffs had failed to prove that growth in assets under 
management had caused the performance of the funds to deteriorate.  In re Am. Mut. Funds Fee 
Litig., 2009 WL 5215755, at *47.  The court found that, on the contrary, the defendants had 
proven that the funds benefited from increased size in at least four ways.  Id. at * 14-15.  First, as 
assets under management grew, “the fees paid by the Funds declined (in percentage terms) . . . 
via breakpoints, waivers, and reductions in the other fees charged to the Funds.”  Second, 
“[g]rowth allowed [the adviser] to continually invest in research.  Because of its large asset base, 
[the adviser] has extensive research capabilities. Size also means better access to the companies 
the Funds invest in, enhancing investment results.”  Third, “[t]he size of the Funds has led to 
lower brokerage commissions, enhanced [the adviser’s] competitive advantage in trading, and 
led to better service from trading partners.”  Fourth, “[s]teady inflows lead to greater liquidity 
and stability of assets, making the Funds easier to manage.  Having regular net inflows into the 
funds provides management advantages because it provides a means of funding new ideas 
without being forced to sell investments already in the portfolio.”  Id. at *14-15 (record citations 
omitted). 

Turning to the plaintiffs’ claim based upon allegedly excessive investment advisory fees, 
the court found that the plaintiffs had failed to sustain their burden under the Gartenberg 
standard.  On the basis of detailed findings, the court entered judgment in favor of the 
defendants, concluding that the plaintiffs had failed to meet their burden to prove that the fees 
were “so disproportionately large that [they bore] no reasonable relationship to the services 
rendered and could not have been the product of arm’s-length bargaining.”  Id. at 56. 

[b] The Ninth Circuit Decision 

In a brief decision “not selected for publication” in the Federal Reporter,7 the Ninth 
Circuit affirmed the trial court’s ruling, finding that it had correctly applied Gartenberg, 
consistent with the Supreme Court’s decision in Jones.  Jelinek v. Capital Research and Mgmt. 
Co., No. 10-55221, 2011 WL 3701742 (9th Cir. Aug. 24, 2011).  The Ninth Circuit’s decision, 
however, did not end with its conclusion that the district court had properly evaluated and 
applied the Gartenberg factors.  Instead, the Court added its “agree[ment] with Appellants that 
the Act encompasses a claim that a fiduciary may breach its duty by improperly using fees.”  Id. 

                                                                                                                                                             

2009 WL 5215755, at * 45.  In so holding, the court asserted that the construction of Section 36(b) adopted in 
Pfeiffer “cannot be squared with [Section 36(b)’s] fundamental objective of insuring that a fund’s management does 
not, directly or indirectly, unfairly compensate itself at the expense of its investors.”  Id. at *45. 
7  Under Federal Rule of Appellate Procedure 32.1, decisions not selected for publication may be cited, but 
under Ninth Circuit Rule 36-3, such decisions “are not precedent, except when relevant under the doctrine of law of 
the case or rules of claim preclusion or issue preclusion.” 
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(emphasis supplied).  The Court reasoned that because the Act imposes a fiduciary duty “with 
respect to the receipt of compensation for services, or of payments of a material nature,” and 
permits a claim “concerning such compensation or payments,” the Act permits a plaintiff to sue 
on a theory that fees were used for improper purposes.  Id.  The Court nevertheless affirmed the 
district court’s judgment because the plaintiffs failed to show that the defendants had misused 
their fees or that the funds had not benefitted from the services performed for the fees, and had 
instead relied on the theory (rejected by the trial court) that the fees “were used to promote 
growth that was adversely affecting the mutual funds.”  Id.  The Ninth Circuit found that, on the 
facts presented, the district court properly concluded that the plaintiffs “did not prove a breach of 
fiduciary duty by improperly using fees.”  Id. 

The Ninth Circuit’s suggestion that Section 36(b) encompasses a claim based upon the 
use of fees for “improper purposes” is inconsistent with earlier decisions8 and, in the author’s 
view, is contrary to Jones itself, which focuses on the “excessiveness” of advisory fees as the 
necessary predicate of a Section 36(b) violation.  How the Ninth Circuit’s “improper purpose” 
approach to Section 36(b) will be received by the courts is another question yet to be answered. 

[2] Pleading a Section 36(b) Claim After Jones 

Since the decision in Jones, several courts have considered, or are in the process of 
considering, whether allegations in complaints purporting to assert Section 36(b) claims 
sufficiently allege facts giving rise to a claim “plausible on its face,” as required by the Supreme 
Court’s redefinition of federal pleading requirements in Ashcroft v. Iqbal, 129 S. Ct. 1937 
(2009), and Bell Atl. Corp. v. Twombly, 550 U.S. 544 (2007).  In one such case, Turner v. Davis 
Select Advisers LP, No. 08-CV-421, slip op. at 2-3 (D. Ariz. June 1, 2011), the court granted 
defendants’ motion to dismiss.   

In Turner, the plaintiff asserted claims under Sections 36(b), 47, and 48(a) of the ICA.9  
Id.  He contended that the defendants violated Section 36(b) by receiving “disproportionately 
large 12b-1 fees and excessive advisory fees in violation of their statutory duty.”  In a June 1, 
2011 opinion, the court concluded that although the amended complaint sufficiently addressed 
the Gartenberg factors, the plaintiff’s allegations consisted largely of general conclusions, not 
facts, and were insufficient to show “that a particular fee was ‘so disproportionately large that it 
bears no reasonable relationship to the services rendered and could not have been the product of 

                                                 
8 See, e.g., Bellikoff v. Eaton Vance Corp., 481 F.3d 110, 118 (2d Cir. 2007) (“[i]n order to state a claim under 
§ 36(b), one must allege excessive fees, rather than fees that might simply be described as ‘improper’”); Korland v. 
Capital Research & Mgmt Co., No. 08-cv-4020 (GAF), 2009 WL 936612, at *4 (C.D. Cal. Feb. 10, 2009) (“the 
mere allegation that the fees are used for an improper purpose without proof of disproportionality is not sufficient to 
state a Section 36(b) claim”); Alexander v. Allianz Dresdner Asset Mgmt. of Am. Holding, Inc., 509 F. Supp. 2d 190, 
195 (D. Conn. 2007) (“in order to state a claim under § 36(b), one must allege excessive fees, rather than fees that 
might simply be described as ‘improper’”); In re Evergreen Mut. Funds Fee Litig., 423 F. Supp. 2d 249, 259 
(S.D.N.Y. 2006) (same). 
9  The court found that the plaintiff had standing to assert claims as to all share classes issued by the fund in 
question, even though he owned shares in only one share class.  Turner, slip op. at 7-8.  The court relied on In re 
Am. Mut. Funds Fee Litig., No. CV-04-05593 (GAF), 2009 WL 5215755, at *42 (C.D. Cal. Dec. 28, 2009), in ruling 
that “the fact that different share classes are assessed different fees and/or fee levels is not sufficient to preclude 
Plaintiffs from proceeding on behalf of all shareholders of the funds at issue.”   Turner, slip op. at 7-9. 
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arm’s-length bargaining.’”  Turner, slip op. at 13, citing Gartenberg, 694 F.2d at 928.  As to the 
nature and quality of the services rendered, the district court found the complaint’s allegations 
constituted a challenge only to the use of fees, rather than the amount of the fees.  Id. at 14.  The 
court also found the complaint’s allegations of “excessive[ ]” profitability insufficient, observing 
that the data relied upon by the plaintiff showed that “the Fund’s expenses grew in relation to the 
fund’s net assets and the ratio between fees and net assets remained constant.”  Id.  Next, the 
court found that plaintiff’s comparisons to fees charged to other funds “had little probative 
value” because comparisons to index funds were inappropriate and, of the non-index funds cited 
by the plaintiff, two were Vanguard funds, “which are known in the industry for having low 
fees.” Id. at 14-15.    

With respect to fall-out benefits, the Turner court rejected the plaintiff’s theory that 
advisory and transfer agency fees received by the defendants could be viewed as “fall-out 
benefits” of allegedly excessive 12b-1 fees.  Id. at 15.  The court viewed the argument as an 
attempt to indirectly aggregate the fees in order to state a claim, without adequately alleging the 
excessiveness of any of the fees on a stand-alone basis.  Id.  The court also held that plaintiff’s 
economies of scale allegations failed because plaintiff pointed to no facts showing the cost of the 
services performed by the defendants, and did not plead facts demonstrating that breakpoints in 
the fund’s advisory fee schedule were an inadequate means of affording shareholders benefits 
from economies of scale. Id. at 16.  Finally, the court found the complaint’s allegations 
challenging the independence of the fund’s directors were not sufficiently specific to state a 
claim.  Id. at 16-17.10 

Since the decision in Jones, two other district courts have denied motions to dismiss 
Section 36(b) cases based upon pleading deficiencies.  First, in Curran v. Principal Mgmt Corp., 
No. 09-CV-00433, 2010 WL 2889752 (S.D. Iowa June 8, 2010), vacated in part by 2011 WL 
223872, at *2 (S.D. Iowa Jan. 24, 2011), investors in two funds of funds alleged that defendants, 
including the investment adviser to the funds in which the plaintiffs were shareholders and the 
underlying funds, violated Section 36(b) by charging excessive advisory and Rule 12b-1 fees. 
Plaintiffs sought either to rescind the investment advisory agreements and distribution plans and 
recover the total fees charged by the defendants or, in the alternative, to recover any improper 
compensation retained by defendants in alleged breach of their fiduciary duty under § 36(b).  Id. 

Defendants moved to dismiss the complaint, arguing that the plaintiffs failed to state a 
claim against them for violations of Section 36(b).11  Id.  Denying the motion to dismiss, the 
court found that although many of the complaint’s allegations were conclusory, the complaint 
“more than adequately” stated a claim.12  Id. at *9.  The court stated: “Plaintiffs need not make a 
conclusive showing of each of the Gartenberg factors but, instead, may state a 36(b) claim by 
alleging any combination of facts that plausibly support an inference that a particular fee, given 

                                                 
10  The court also dismissed Turner’s Section 47 claim on the ground that any claim under that section belonged 
to the fund itself, and his Section 48 claim on the ground that the predicate Section 36(b) claim had been dismissed.  
Id. at 17-19. 
11  Defendants also raised a standing issue, which is discussed infra Section I.[C][4].  
12  The court rejected the plaintiffs’ theory that an adviser’s retention of the benefits of economies of scale 
resulted in a separate, independent cause of action.  Id. at *10. 
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all of the surrounding facts and circumstances, is disproportionately large.”  Id.  It concluded that 
plaintiffs’ allegations that the adviser “charges more than the subadvisors, who allegedly provide 
the bulk of investment advice, that the charges do not reflect the benefits derived from 
economies of scale, and that other institutional clients pay less for the same services, all support 
a reasonable inference that [the investment adviser] collected excessive fees for its investment 
advising services of the Subject Funds.”  Id.  Finally, the court stated that the defendants’ 
challenges to these allegations presented factual disputes, not appropriate for resolution on a 
motion to dismiss.  Id. 

Second, on November 18, 2011, the Eastern District of Wisconsin denied a motion to 
dismiss the complaint in Reso v. Artisan Partners Ltd. P’ship, No. 11-CV-00873(JPS), 2011 WL 
5826034 (E.D. Wis. Nov. 18, 2011).  In rendering its decision, the district court rejected an 
argument that the plaintiff should not be able to rely on generic allegations pleaded on 
information and belief, many of which had been copied — sometimes verbatim — from 
complaints filed by the plaintiff’s attorneys against other, unrelated investment advisers.  Id. at 
*4-5.  The district court concluded that although plaintiff’s “‘cookie-cutter’ tactics may be 
unfavorable and even quite dangerous,” “[t]he mere fact that allegations are somewhat generic 
and have been pled elsewhere does not give the Court sufficient indicia that Reso’s lawyers 
failed to reasonably inquire into the circumstances in this case.”  Id. at *4. 

Assessing the sufficiency of the complaint’s allegations under Gartenberg, the court held 
that plaintiff was not required to allege facts to support each of the Gartenberg factors, and that it 
was sufficient if the “totality of facts” alleged in the complaint, viewed through the lens of 
Gartenberg, stated a plausible claim for relief.  Although the court characterized some of the 
plaintiff’s allegations as “threadbare and not well-researched,” it concluded that “Reso has 
alleged minimal facts” sufficiently satisfying the Gartenberg factors, and therefore denied the 
motion to dismiss.  Id. at **6, 9.   

It remains to be seen how the court will address the sufficiency of amended pleadings in a 
Section 36(b) case filed against Hartford Investment Financial Services LLC (“Hartford”) in the 
United States District Court for the District of New Jersey.  In Kasilag v. Hartford Inv. Fin. 
Servs., LLC, No. 11-CV-1083 (D.N.J.), filed February 25, 2011, plaintiffs brought a Section 
36(b) case on behalf of six funds for which Hartford served as the investment adviser.  The court 
granted a motion to dismiss, and the plaintiffs filed an amended pleading.  They alleged that fees 
paid by the funds to Hartford were excessive because Hartford purportedly had delegated “all the 
work” to sub-advisers for a lower fee than that paid to Hartford.  On January 17, 2012, the 
defendants filed a motion to dismiss the second amended complaint.  Defendants argued that 
although the investment management agreement referenced in the second amended complaint 
stated that Hartford would provide both investment management services and administrative 
services to the funds, the second amended complaint merely assumed that “substantially all” of 
the investment management services had been delegated to the sub-adviser and that those 
services had been “generally the most expensive” based on “general industry experience.”  
Defendants also argued that comparisons in the second amended complaint to fees charged by 
Vanguard did not plausibly support a conclusion that Hartford’s fees violated the Gartenberg 
standard.  Plaintiffs have not yet responded to the motion to dismiss the second amended 
complaint.  On January 18, 2012, the parties filed a joint stipulation and consent order 
significantly extending the time within which the briefing should occur.  As a result, the court 
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had the motion “administratively terminated,” with instructions to reinstate the motion on May 7, 
2012.13   

One case resolved on a motion to dismiss before Jones was decided subsequently was 
vacated, in part, following Jones.  The district court in In re Salomon Smith Barney Mut. Fund 
Fees Litig., 528 F. Supp. 2d 332 (S.D.N.Y. 2007), granted the defendants’ motion to dismiss the 
plaintiffs’ second consolidated amended complaint against the investment advisers and 
distributors of nine individual Salomon Smith Barney mutual funds.  In an appeal decided after 
Jones, the Second Circuit vacated the judgment with respect to plaintiffs’ Section 36(b) claims 
and remanded to the district court for reconsideration of the Section 36(b) claim insofar as it 
related to transfer agency fees.  The R.W. Grand Lodge of F. & A.M. of Pa. v. Salomon Bros. All 
Cap Value Fund, 425 Fed. Appx. 25, 31 (2d Cir. 2011).  Plaintiffs alleged, among other things, 
that the defendants caused a series of funds to negotiate a contract which replaced the funds’ 
existing transfer agent, which then subcontracted with the original agent to continue to perform, 
at a discount, virtually the same services it had performed previously.  Id. at 30.  The adviser, 
they alleged, did not pass on the savings to the fund.  Id.  The Second Circuit concluded that this 
presented a “garden variety breach of fiduciary duty” claim.  Id.  The Court held, with respect to 
the nature and quality of services factor, that the alleged “transfer agent scheme suggests the 
Plaintiffs overpaid for the services they received,” and vacated the district court’s judgment for 
the defendants on the Section 36(b) claim relating to transfer agency fees.  Id.  The case was 
voluntarily dismissed with prejudice shortly after the case was remanded to the district court. 

[3] Recent Activity on Motions for Summary Judgment 

Bennett v. Fidelity Mgmt. & Research Co., No. 04-CV-11651(MLW) (D. Mass.), was 
filed in July 2004, long before the U.S. Supreme Court’s decision in Jones was issued.  After 
several years of litigation, the plaintiffs filed a motion for partial summary judgment in 
December 2008, which was followed by defendants’ motion for summary judgment in February 
2009.  By June 17, 2009, the motions for summary judgment were fully briefed, but on August 
11, 2009, the court stayed the motions pending the decision of the Supreme Court in the Jones 
case.  After Jones was decided, the court ordered supplemental briefing to address the impact of 
Jones.  The court subsequently ordered the plaintiffs to identify “evidence speaking to each 
applicable Gartenberg factor” and “why those disputed factors would, if decided in plaintiffs’ 
favor, be sufficient to persuade a reasonable finder of fact that the challenged fees were so 
disproportionately large that they bore no reasonable relationship to the services rendered and 
could not have been the product of arm’s length bargaining.”  Bennett v. Fidelity Mgmt. & 

                                                 
13  Another case recently filed against Hartford has been resolved.  Southworth v. Hartford Inv. Fin. Serv. LLC, 
No. 10-CV-878 (D. Del. filed October 14, 2010).  The plaintiff in Southworth alleged that fees (both investment 
management and 12b-1 fees) paid by six different funds to Hartford violated Section 36(b).  The complaint was 
substantially similar to the Kasilag complaint.  On January 3, 2011, the defendants filed a motion to dismiss, arguing 
that the complaint relied solely on comparisons to other funds without pleading facts making the comparisons 
relevant.  Defendants also argued that plaintiff alleged no facts supporting its conclusion that Hartford delegated 
virtually all of its investment management duties to sub-advisers.  Although no opinion was issued in the case, at 
oral argument on September 8, 2011, the court indicated that it would grant defendants’ motion to dismiss with 
respect to the allegations concerning comparisons to other funds and the delegation of duties to sub-advisers, with 
leave to file an amended complaint.  The plaintiff voluntarily dismissed her case with prejudice on November 7, 
2011.   
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Research Co., No. 04-CV-11651 (MLW), 2011 WL 98837, at *2 (D. Mass. Jan. 10, 2011).  The 
case was voluntarily dismissed with prejudice on January 27, 2012. 

The complaint in In re Federated Mut. Funds Excessive Fee Litig., No. 04-CV-352, 2011 
WL 846068 (W.D. Pa. Mar. 8, 2011), was filed on March 8, 2004, also years before the decision 
in Jones.  After the denial of a motion to dismiss the consolidated amended complaint, the 
defendants filed a motion for partial summary judgment on the issue of the period for which 
damages are recoverable under Section 36(b).14   In March 2011, the court denied defendants’ 
motion for partial summary judgment, holding that Section 36(b)(3) does not restrict damages to 
the one-year period prior to the filing of an action and that damages incurred during the 
pendency of the litigation were recoverable.  Id. at *3.  On April 29, 2011, the parties filed a joint 
stipulation of dismissal that was approved by order of the court on May 2, 2011.  In re Federated 
Mut. Funds Excessive Fee Litig., No. 04-CV-352 (W.D. Pa. May 2, 2011) (order approving 
settlement agreement). 

[4] Decisions on Standing 

Several post-Jones decisions have addressed the issue of standing under Section 36(b).  
In Curran, 2010 WL 2889752, at *2, the plaintiffs owned shares in a fund of funds and asserted 
a Section 36(b) claim against both the funds in which they held shares and the underlying funds.  
The defendants argued that plaintiffs lacked standing to assert a claim for excessive fees 
allegedly charged to the underlying funds because they failed to allege ownership in those funds.  
In response, plaintiffs argued that Section 36(b) does not distinguish between investors who hold 
shares through a first level fund and those who hold through a fund of funds, and that the latter 
are affected by the fees paid to the investment adviser in the same way as investors who directly 
own shares in the underlying funds.  Id. at *4.     

The court initially concluded that Section 36(b) “creates a private right of action for all 
‘security holders’ in the registered investment company, including persons who possess an 
interest in a mutual fund that is acquired through a fund of funds . . . .” Id. at *6.  The court 
observed that the ICA defines “security” broadly and, given the breadth of that definition, found 
that the plaintiffs’ interest in the underlying funds qualified as a security, and that they were 
“security holders” under the Act, with standing to pursue a private right of action. Id. at *4-6.   

Defendants subsequently filed a motion for reconsideration with respect to the issue of 
standing, and the court reversed itself on the standing issue. See Curran v. Principal Mgmt. 
Corp., LLC, No. 09-CV-433, 2011 WL 223872, at *1-4 (S.D. Iowa Jan. 24, 2011).  The court 
concluded that the plaintiffs were not “holder[s]” because, among other things, they did not 
allege that they directly owned or possessed shares of the underlying funds.  Id. at *4.  
Nevertheless, the case remains pending with respect to the Section 36(b) claims brought on 
behalf of the funds in which the plaintiffs held shares.      

More recently, in Sivolella v. AXA Equitable Life Ins. Co., No. 11-CV-4194 (D.N.J. filed 
Jul. 21, 2011), the plaintiff filed a Section 36(b) claim on behalf of eight mutual funds that were 
allegedly charged excessive management fees.  On December 19, 2011, the defendants moved to 

                                                 
14  For a further discussion on the damages period under Section 36(b), see infra Section I.[C][5][c]. 
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dismiss the complaint on the ground that plaintiff does not have statutory standing to assert a 
Section 36(b) claim because she is not a “security holder” of the funds at issue in the case, but 
rather the owner of a certificate under a group variable annuity contract issued to her employer 
by AXA Equitable.  On February 2, 2012, plaintiff filed her opposition to the motion to dismiss, 
arguing that the meaning of the term “security holder” is dependent upon the economic reality of 
the transaction, not its form, and that her claimed “equitable ownership” of fund shares 
underlying her investment is sufficient to confer standing.  The court has not yet rendered its 
decision on the motion to dismiss, which currently is set for ruling on March 19, 2012.15  

[5] Remedies Under Section 36(b) 

[a] Rescission 

Plaintiffs suing under Section 36(b) have contended that rescission of investment 
advisory agreements is a remedy available under that Section, permitting (so the argument goes) 
recovery of the entire amount of an investment advisory fee.  The argument for rescission is 
based on a juxtaposition of the language in Section 36(b), permitting damages “or other relief,” 
and Section 47(b) of the ICA, which renders unenforceable investment advisory agreements 
violating that section, but does not confer a private right of action.16  The argument goes that 
Section 47(b) (which makes no provision for a private right of action) works “in tandem” with 
Section 36(b), purportedly allowing parties aggrieved under Section 36(b) to rescind investment 
advisory agreements.   

Recently, the Fourth Circuit considered and expressly rejected this argument, affirming a 
decision of the District Court of Maryland.  Steinberg v. Janus Capital Mgmt., No. 10-CV-1207, 

                                                 
15 In addition, plaintiff asserted a claim that the variable annuity contracts sold by AXA Equitable charged 
unreasonable management fees in violation of Section 26(f) of the ICA, seeking rescission and restitution under 
Section 47(b), as well as a claim for unjust enrichment.  With respect to the two additional claims, defendants 
argued: (1) that there is no private right of action under Section 26(f); (2) that the court should decline to exercise 
supplemental jurisdiction over plaintiff’s remaining state law claim; and (3) that, alternatively, the unjust enrichment 
claim should be dismissed because it is derivative rather than direct.   
16  Specifically, Section 36(b)(3) provides: 

No such action shall be brought or maintained against any person other than the 
recipient of such compensation or payments, and no damages or other relief 
shall be granted against any person other than the recipient of such 
compensation or payments. No award of damages shall be recoverable for any 
period prior to one year before the action was instituted. Any award of damages 
against such recipient shall be limited to the actual damages resulting from the 
breach of fiduciary duty and shall in no event exceed the amount of 
compensation or payments received from such investment company, or the 
security holders thereof, by such recipient. 

15 U.S.C. 80a-35(b) (emphasis supplied).  Section 47(b), in turn, states: 

A contract that is made, or whose performance involves, a violation of this title 
[15 U.S.C. §§ 80a-1 et seq.], or of any rule, regulation, or order thereunder, is 
unenforceable by either party …. 

15 U.S.C. § 80a-46(b). 
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2011 WL 6118599, at *6 (4th Cir. Dec. 2, 2011).17  In Steinberg, the lower court concluded that 
there is no right to rescission under Section 36(b) and that Section 36(b) does not “require all the 
formalities of fiduciary law,” as demonstrated by the limitations on recovery expressly set forth 
in Section 36(b) itself.  In re Mut. Funds Inv. Litig., 681 F. Supp. 2d 622, 630-31 n.14 (D. Md. 
2010) (stating that “recovery is limited to actual damages resulting from the breach”), aff’d sub 
nom. Steinberg, 2011 WL 6118599 (4th Cir. 2011). 

The rescission argument was advanced by the plaintiffs on appeal, but was squarely 
rejected.  The Fourth Circuit held that rescission is not a remedy available under Section 36(b), 
construing the language of Section 36(b)(3) as nothing more than a prohibition of relief against 
persons other than the recipient of the compensation: 

We do not read [Section 36(b)(3)], however, to mean that Section 36(b) 
encompasses any relief that plaintiffs might want or a court might be tempted to 
award. Rather, this language is a prohibition against awarding remedies against 
anyone other than the recipient of the compensation. 

Steinberg, 2011 WL 6118599, at * 5.  The Fourth Circuit further reasoned that because there is 
no private right of action under Section 47(b), plaintiffs cannot wedge a rescission remedy into 
the phrase “other relief” in Section 36(b).  Id.   

[b] Damages 

The Steinberg case also addresses the measure of damages recoverable under Section 
36(b).  Following investigations into alleged market timing activity, plaintiffs brought a 
derivative action against Janus Capital Management (“JCM”) and Janus Distributors LLC.  
Steinberg, 2011 WL 6118599, *1.  JCM entered into a settlement agreement with the SEC which 
required it to pay $100 million into a “Fair Fund” to be distributed to investors, comprising $50 
million in disgorgement and $50 million in penalties.  Id. at *2.  The agreement provided that the 
$50 million in disgorgement could be used to offset monetary recoveries in private actions 
against JCM related to the market timing.  Id.  The settlement also provided that the investors 
would receive a proportionate share of losses suffered by the funds due to market timing and a 
proportionate share of advisory fees paid by funds that suffered those losses.  Id.  

The Steinberg plaintiffs alleged that the Janus defendants violated Section 36(b) by 
allowing various entities to market time the Janus Funds, thereby increasing the advisory fees 
received by the defendants.  In re Mutual Funds Inv. Litig., 681 F. Supp. 2d at 624.  The 
defendants filed a motion for summary judgment, which the district court granted on January 20, 
2010.  The district court ruled that plaintiffs could not recover damages under Section 36(b), 
including “flight damages,” and that plaintiffs lacked standing to sue on behalf of mutual funds 
in which they owned no shares.  In re Mut. Funds Inv. Litig., 681 F. Supp. 2d at 629.  In addition, 
the court held that a breach of fiduciary duty under Section 36(b) “requires . . . scienter.”  Id. at 
628.  According to the court: 

                                                 
17  Like Jelinek, 2011 WL 3701742, supra Section I.[C][1][b], Steinberg was “not selected for publication” in the 
Federal Reporter.  Unlike Ninth Circuit Rule 36-3, however, Fourth Circuit Rule 32.1 does not state that such 
unpublished decisions “are not precedent.” 
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[A]llowing recovery in the absence of intentional or reckless adviser misconduct 
would be to concentrate on the compensation itself, not on the adviser’s actions. 
This focusing on the compensation itself, and ignoring the advisers’ conduct, 
would allow Section 36(b) to be used to de facto challenge the reasonableness of 
the fees, which is inconsistent with the text and intent of . . . section 36(b). 

Id.  As a result, the district court held, defendants could be liable only for that “portion of the 
fees paid to the [Janus defendants that] was disproportionate, excessive, or unearned . . . because 
it was based on the existence of market timing agreements or of insider market-timed trades not 
disclosed when the fees were negotiated . . . .”  Id. at 629 (internal quotations omitted).  On 
February 17, 2010, plaintiffs filed a notice of appeal.    

The Fourth Circuit narrowed the issue on appeal stating, “[w]e need not determine 
whether Plaintiffs can prove a Section 36(b) violation, but only whether any remedy exists for 
such a violation given Defendants’ settlement with the SEC.”  Steinberg, 2011 WL 6118599, at 
*3.  Affirming the district court’s grant of summary judgment in favor of the defendants, the 
Fourth Circuit held that JCM could be liable only for amounts earned on assets invested by 
market timers during the relevant time period, which was determined to be $819,541.  Id. at *2. 
Because the “Fair Fund” had already distributed $19 million to the affected funds, the court held 
that defendants were entitled to an offset in that amount.  Id. at *3.  Further, the court held that 
because the $19 million offset to which the defendants were entitled exceeded $819,541, the 
Janus funds had been fully compensated, and plaintiffs were unable to recover additional 
damages under Section 36(b).  Id. at *4.18  

[c] Post-filing Damages 

Section 36(b)(3) provides that “[n]o award of damages shall be recoverable for any 
period prior to one year before the action was instituted.”  15 U.S.C. § 80a-35(b)(3).  In Daily 
Income Fund, Inc. v. Fox, the Supreme Court cited this section in stating that “recovery [under 
Section 36(b)] is limited to actual damages for a period of one year prior to suit.”  464 U.S. 523, 
526 n. 2 (1984).  Several decisions of the federal district and circuit courts contain similar 
language implying, or holding, that this limitation precludes recovery as to fees paid after the 
filing of suit.19   

                                                 
18  The Court also concluded that 36(b) provided no right to “flight damages” because such damages represented 
transactional and administrative expenses that accrued when investors redeemed their shares.  Id.  The Court ruled 
that Section 36(b) applies only to the “‘receipt of compensation for services,’ not costs accruing from disclosure of 
the market timing investigations.”  Id.  Finally, the Court also addressed rescission as a possible remedy. Id. at *5.  
For a discussion of this portion of the Fourth Circuit decision, see supra Section I.[C][5][a]. 
19 Green v. Nuveen Advisory Corp., 295 F.3d 738, 743 (7th Cir. 2002) (“Congress enacted § 36(b) to provide a 
narrow federal remedy that ‘is significantly more circumscribed than common law fiduciary duty doctrines.’ For 
example,...damages are recoverable only for the one-year period before the filing of the action”), cert. denied, 537 
U.S. 1088 (2002); Fox v. Reich & Tang, Inc., 692 F.2d 250, 261 (2d Cir. 1982) (“Section 36(b) expressly limits 
recovery to excessive fees paid up to one year prior to the commencement of suit”); In re Franklin Mut. Funds Fee 
Litig., 478 F. Supp. 2d 677, 686 (D.N.J. 2007) (“Congress also intended, by limiting recovery to one year, to curb 
the potential for increased costs of litigation and the abusive use of lawsuits. Extending the right to recover damages 
beyond one year, therefore, would violate the text and intent of § 36( b)”); King v. Douglass, 973 F. Supp. 707, 710 
n.4 (S.D. Tex. 1996) (“Recovery is limited to actual damages for a period of one year prior to suit”).  See also Jones 
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Other courts have concluded that Section 36(b)(3) does not foreclose damages accruing 
after the commencement of the action.20  In Gallus v. American Exp. Fin. Corp., No. 04-CV-
4498(DWF/SRN), 2006 WL 4662322, at *1 (D. Minn. July 27, 2006), the United States District 
Court for the District of Minnesota concluded that damages under Section 36(b) are limited to 
the one-year period prior the filing of an action, and affirmed a magistrate judge’s order denying 
the plaintiff discovery related to post-complaint damages.  On appeal to the Eighth Circuit, the 
court rejected this limitation, adopting the view of the District of Massachusetts in Dumond v. 
Mass. Fin. Servs. Co., No. 04-CV-11458(GAO), 2007 WL 602589 (D. Mass. 2007), that “a 
straightforward reading of the damage limitation yields only a retrospective limitation.”  See 
Gallus v. Ameriprise Fin., Inc., 561 F.3d 816, 825 (8th Cir. 2009).  The Eighth Circuit decision 
was then vacated by the Supreme Court on May 14, 2010, and remanded for reconsideration in 
light of the Court’s decision in Jones.  When the district court reinstated its prior ruling on 
December 10, 2010, the district court noted: 

In their briefs, Plaintiffs also raise the issue of the damages period addressed in 
this Court’s Order dated July 27, 2006 . . .  Although the damages period was not 
mentioned in Jones (or by Defendants’ briefs, for that matter), the Court notes 
that the Eighth Circuit did reverse this Court’s opinion on the damages period. 
Gallus, 561 F.3d at 824-25.  To the extent that vacated opinions serve as guidance 
on remand, the Court vacates its July 27, 2006 Order as it relates to the damages 
period. 

Gallus v. American Exp. Financial Corp., No. 04-CV-4498 (DWF/SRN), 2010 WL 5137419, at 
*2, n.2 (D. Minn. Dec. 10, 2010).   

The district court’s decision on remand is now the subject of an appeal to the Eighth 
Circuit, discussed earlier in this paper.  Plaintiffs raised the damages limitation issue in a 
footnote to their opening brief on appeal, asking the Eighth Circuit to reinstate that portion of its 
earlier decision that concerned the damage period.  In response, the defendants took the position 
that under the statute, the complaint challenged fees received in the one-year period prior to the 
filing of the action, and implicated only two investment advisory contracts.  The issue was not 
addressed during the oral argument in the case, which took place on November 17, 2011.  

                                                                                                                                                             

v. Harris Assocs. LP, No. 04-CV-8305 (N.D. Ill. Nov. 30, 2005) (denying plaintiff discovery relating to period after 
filing of the complaint). 
20  See Dumond v. Mass. Fin. Servs. Co., No. 04-CV-11458 (GAO), 2007 WL 602589, at *3-5 (D. Mass. Feb. 22, 
2007) (stating that reference in Daily Income to the damages period “was casual dictum, not a controlling holding,” 
and concluding that Section 36(b)(3) permits the recovery of damages after the filing of a complaint); In re Fed. 
Mut. Funds Excessive Fee Litig., 2011 WL 846068, at *3 (denying partial motion for summary judgment and 
concluding that statute’s silence in regard to post-complaint damages did not indicate that such damages are 
unrecoverable); Vaughn v. Putnam Inv. Mgmt., LLC, No. 04-CV-10988 (GAO), 2007 WL 602596, at *4 (D. Mass. 
Feb. 22, 2007); Mintz v. Baron, No. 05-CV-4904, 2009 WL 735140, at *4 (S.D.N.Y. Mar. 20, 2009) (“plain 
language of the statute … [allows] damages for fees paid after the filing of the complaint”); Forsythe v. Sun Life 
Financial, Inc., 475 F. Supp. 2d 122, 127 (D. Mass. 2007); see also Hunt v. Invesco Funds Group, Inc., No. 04-CV-
02555, 2006 WL 1751900, at *1 (S.D. Tex. June 22, 2006) (Section 36(b) “does not limit damages for the period of 
time following the filing of the action”). 
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Accordingly, it remains to be seen whether the Eighth Circuit will again take up the issue of 
whether Section 36(b) damages are limited to the one-year period prior to the filing of suit.21 

[6] Right to Jury Trials and Use of Advisory Juries in Section 36(b) Cases 

It has been the accepted rule in the federal courts that the right to trial by jury has no 
application to claims under Section 36(b).  However, one district court recently ordered the trial 
of a Section 36(b) case with an advisory jury, and plaintiffs can now be expected to seek the 
impanelment of advisory juries in other cases. 

[a] No Right to a Jury Trial  

Three Circuits—the First, Second, and Seventh Circuits—have considered whether a 
right to trial by jury exists in lawsuits alleging a breach of fiduciary duty in violation of Section 
36(b).  Each of these Circuit Courts has held that there is no right to a trial by jury on Section 
36(b) claims because such claims are equitable rather than legal in nature.22  

The Seventh Circuit Court of Appeals addressed the issue in Kamen v. Kemper Fin.  
Servs., Inc., holding that there is no right to a jury trial on claims under Section 36(b).  908 F.2d 
1338, 1350-51 (7th Cir. 1990), rev’d on other grounds, 500 U.S. 90 (1991).  The Court explained 
that “the combination of a fiduciary duty with a restitutionary remedy in § 36(b) continues to put 
this statute on the equitable side of the constitutional line.”  Kamen, 908 F.2d at 1351.  

In Kamen, the Seventh Circuit expressly adopted “both the holding and the rationale” of 
the First Circuit in In re Evangelist, 760 F.2d 27 (1st Cir. 1985).  In In re Evangelist, the First 
Circuit concluded that there is no right to a jury trial on Section 36(b) claims for three primary 
reasons.  First, the statute creates a “near classical” cause of action for breach of fiduciary duty, 
actions which historically are “almost uniformly actions in equity—carrying with them no right 
to trial by jury.”  760 F.2d at 29.  Second, “the statute’s legislative history makes clear that 
Congress thought it was creating an action ‘in equity.’”  Id. (citing, inter alia, S. Rep. No. 91-
184, 91st Cong., 1st Sess. (1969), reprinted in [1970] U.S. Code Cong. & Admin. News, at 4911 
(section authorizes “an equitable action involving a claim of fiduciary duty”).  Finally, “the 
remedy Congress created—the payment of any excess fee to the company—is similar to the 
traditional equity remedy of an ‘accounting. . . .’”  Id. (internal quotations omitted). 

                                                 
21  Recognizing the uncertainty created by the Supreme Court’s vacation of the Eighth Circuit’s decision in 
Gallus, on October 28, 2011, the plaintiffs in Curran filed a “second anniversary complaint” against the same 
defendants “out of an abundance of caution . . . .”  See discussion of Curran supra Section I.[C][2]. 
22  Federal Rule of Civil Procedure 38 provides that “[t]he right of trial by jury as declared by the Seventh 
Amendment to the Constitution—or as provided by a federal statute—is preserved to the parties inviolate.”  Fed. R. 
Civ. P. 38(a).  Section 36(b) does not provide for a statutory right to a jury trial.  Accordingly, whether there exists a 
right to a jury trial in Section 36(b) cases turns on the Seventh Amendment to the United States Constitution, which 
states: 

In Suits at common law. . .the right of trial by jury shall be preserved, and no 
fact tried by a jury, shall be otherwise re-examined in any Court of the United 
States, than according to the rules of the common law. 

U.S. CONST. amend. VII. 
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The Second Circuit authorities are in accord.  See Kalish v. Franklin Advisers, Inc., 928 
F.2d 590, 591-92 (2d Cir. 1991) (“We have held that claims arising under section 36(b). . .for 
breach of fiduciary duty to recover excessive fees, are equitable in nature.  Thus, a party seeking 
relief under section 36(b) ordinarily is not entitled to a jury trial”) (internal quotations omitted); 
Krinsk v. Fund Asset Mgmt., Inc., 875 F.2d 404, 414 (2d Cir. 1989) (“The complaint here. . . 
alleges a breach of fiduciary duty arising out of excessive fees.  In such a case, involving no 
claim of fraud, the remedy would be equitable and a jury trial improper”) (internal citations 
omitted); Schuyt v. Rowe Price Prime Reserve Fund, Inc., 835 F.2d 45, 46 (2d Cir. 1987) 
(affirming order striking jury demand on Section 36(b) claim). 

[b] Use of Advisory Juries in Section 36(b) Cases 

Because there is no right to a jury trial on Section 36(b) claims, plaintiffs in Section 36(b) 
cases have begun attempting to impose the significant burden that a jury trial entails by seeking 
the impanelment of advisory juries under Federal Rule of Civil Procedure 39(c)(1)23 to do what 
Congress and the courts have said is not a task for a traditional jury.   

“As its name suggests, an advisory jury merely advises.  Its findings of fact are not 
binding on the trial court,” and “ultimate responsibility for finding the facts remains with the 
court.”  Wilson v. City of Aliceville, 779 F.2d 631, 635-36 (11th Cir. 1986); see also Price v. 
Marshall Erdman & Assocs., Inc., 966 F.2d 320, 324 (7th Cir. 1992) (“[a]n equity judge. . .is not 
bound by the advisory verdict”).  Thus, a district court which impanels an advisory jury must still 
reach its own, independent findings of fact on every issue.  Fed. R. Civ. P. 52(a)(1) (“In an action 
tried . . . with an advisory jury, the court must find the facts specially and state its conclusions of 
law separately”); see also 9 Wright & Miller, Fed. Prac. & Proc. § 2335.  Accordingly, review on 
appeal is of the court’s findings as if no advisory jury had served.  Id. 

The decision to impanel an advisory jury is within a court’s discretion. However, given 
an advisory jury’s limited role, the accepted standard for impaneling an advisory jury is whether 
it will “maximize efficiency and convenience” to do so.24  For example, where a case presents 
overlapping and intertwined legal and equitable claims, the task of the court and the jury hearing 
the legal claims (as to which a jury trial right exists) may be made easier if the jury is allowed to 
hear all the evidence and sit in an advisory role on the equitable claims.25  Advisory juries also 

                                                 
23  Rule 39(c)(1) of the Federal Rules of Civil Procedure provides that “[i]n an action not triable of right by a 
jury, the court, on motion or on its own . . . may try any issue with an advisory jury. . . .”   
24  Starr Int’l Co., Inc. v. Am. Int’l Group, Inc., 623 F. Supp. 2d 497, 502 (S.D.N.Y. 2009) (citing 9 Wright & 
Miller, Fed. Prac. & Proc. § 2335); Moss v. Lane Co., Inc., 471 F.2d 853, 855 (4th Cir. 1973) (advisory juries 
“should be restricted . . . to the exceptional case where there are peculiar and unique circumstances supporting. . . 
[their]. . .use”); Fleming v. Peavy-Wilson Lumber Co., 38 F. Supp. 1001, 1003 (W.D. La. 1941) (“The right to direct 
the trial of issues with an advisory jury will not be exercised by a court of equity without substantial reasons. An 
advisory jury is used only in extraordinary cases, to inform the conscience of the court”).   
25  Starr, 623 F. Supp. 2d at 502; U.S. v. Viking Res., Inc., 607 F. Supp. 2d 808, 832 n.82 (S.D. Tex. 2009) 
(employing advisory jury at trial of overlapping legal and equitable claims would promote judicial efficiency by 
“requiring the litigants to present their full case only once”). 
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have been employed where a claim as to which no right to a jury trial exists must be measured 
against a community-based standard of reasonableness or morality.26 

Section 36(b) cases do not fit these criteria.  Far from making the trial of a case more 
efficient, impaneling an advisory jury would impose significant and unnecessary burdens on both 
the court and the parties.  Nor does a Section 36(b) claim entail the application of any 
community-based standards; to the contrary, Section 36(b) claims are governed by specific 
analytical factors defined in more than 30 years of litigation under Section 36(b).  

Nevertheless, an order impaneling an advisory jury was entered sua sponte by a district 
judge in the Western District of Pennsylvania in In re Federated Mutual Funds Excessive Fee 
Litigation, No. 04-CV-352 (W.D. Pa.), on the virtual eve of trial.  The advisory jury issue was 
never briefed in that case, and it appears that no party objected before or after entry of the court’s 
order.  A review of the order in question, however, underscores the complexity which an 
advisory jury would add to a Section 36(b) case: the order requires, among other things, that 
the parties prepare “verdict forms consisting of specific interrogatories that correlate to the 
separate components of the Gartenberg standard as construed and clarified in Jones and in a 
manner that identifies each central fact inquiry or mixed question of law and fact under that 
construction. . . .”  In re Federated Mut. Funds Excessive Fee Litig., No 04-CV-352, slip op. at 1 
(W.D. Pa. Mar. 7, 2011). 

Some of the same attorneys who represented the plaintiffs in In re Federated 
subsequently moved for the impanelment of an advisory jury in Reso v. Artisan Partners Limited 
Partnership, No. 11-CV-00873(JPS), Dkt. 82 (E.D. Wis. Dec. 16, 2011), currently pending in 
the Eastern District of Wisconsin.  The district court denied the motion without prejudice to its 
renewal at a time closer to trial.  The district court observed that given the undeveloped state of 
the factual record in the case, the court could not make a proper determination of the role an 
advisory jury would serve.  Accordingly, it remains uncertain whether a jury will hear evidence 
and be called upon to make findings on the Gartenberg factors—a role traditionally reserved for 
courts alone. 

II. Recent Developments in State Court Litigation 

As will be discussed in greater detail later in this paper, the 1995 enactment of the Private 
Securities Litigation Reform Act prompted a migration of securities litigation from the federal 
courts to state court jurisdictions — not infrequently venues with little or no experience in 
sophisticated class or derivative actions, much less with complex securities-related cases, where 
a plaintiff might “hope that a local judge or jury may produce an idiosyncratic award.”  Kircher 
v. Putnam Funds Trust, 403 F.3d 478, 484 (7th Cir. 2005), vacated for lack of appellate 
jurisdiction, 547 U.S. 633 (2006).  The mutual fund industry has not been immune to this trend, 
and in the last several years a number of state court actions have been brought against investment 
advisers, investment companies and their directors and trustees.  During this period there have 

                                                 
26  Kaniff v. United States, No. 99-CV-3882, 2002 WL 370210, at *1 (N.D. Ill. March 8, 2002) (advisory jury 
used to provide community’s view of what constitutes “reasonable suspicion” justifying a search); McNary v. 
Carlton, 527 S.W.2d 343, 348 (Mo. 1975) (advisory juries should be used to define community obscenity standards, 
subject to judicial review).   



 

Page 21 

been several developments opening additional opportunities for state court plaintiffs, adding 
impetus to the trend toward litigation in state court venues.  Defendants do not, however, lack 
means for resisting the migration to state court.  In particular, the Securities Litigation Uniform 
Standards Act of 1998 has proven itself an important tool to prevent enterprising plaintiffs from 
transforming what are essentially federal securities claims into state law causes of action. 

[A] Expanding Opportunities for Plaintiffs Under State Law 

[1] The Abolition of Martin Act Preemption 

Until recently, New York’s blue sky law, commonly known as the Martin Act, stood as a 
barrier to private, non-scienter based New York common law claims related to securities 
transactions.  That barrier fell in 2011. 

The Martin Act confers broad regulatory and remedial powers upon the New York 
Attorney General to prevent and redress violations of New York’s securities laws.  See N.Y. 
Gen. Bus. Law §§ 352-353 (McKinney 2011).  The Martin Act makes it unlawful:  

[F]or any person, partnership, corporation, company, trust or association, 
or any agent or employee thereof, to use or employ any of the following 
acts or practices: 

(a) Any fraud, deception, concealment, suppression, false pretense or 
fictitious or pretended purchase or sale; 

(b) Any promise or representation as to the future which is beyond 
reasonable expectation or unwarranted by existing circumstances; 

(c) Any representation or statement which is false, where the person 
who made such representation or statement:  (i) knew the truth; or (ii) with 
reasonable effort could have known the truth; or (iii) made no reasonable 
effort to ascertain the truth; or (iv) did not have knowledge concerning the 
representation or statement made . . . .  

N.Y. Gen. Bus. Law § 352-c(1) (McKinney 2011). 

The Martin Act allows the New York Attorney General to bring both criminal and civil 
enforcement proceedings without the necessity of alleging or proving scienter.  People v. Landes, 
84 N.Y.2d 655, 660 (1994); State of New York v. Rachmani Corp., 71 N.Y.2d 718, 725 n.6 
(1988).  However, it is well established that the Martin Act does not create a private right of 
action.  See CPC Int’l Inc. v. McKesson Corp., 70 N.Y.2d 268, 276 (N.Y. 1987).  Many federal 
courts and some New York state courts interpreted the absence of a private right of action as 
preempting private, non-scienter based common law claims related to securities transactions 
because to allow them would effectively, and impermissibly, create a private right of action 
under the Martin Act. 

In fact, every court in the United States District Court for the Southern District of New 
York, with one exception, held that the Martin Act preempted private common law claims such 
as breach of fiduciary duty, negligent misrepresentation, aiding and abetting breach of fiduciary 
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duty, gross negligence and unjust enrichment in litigation relating to losses arising out of the 
Madoff scandal.27  The lone dissenting voice in the Southern District of New York was Judge 
Marrero, who refused to recognize Martin Act preemption in Anwar v. Fairfield Greenwich Ltd., 
728 F. Supp. 2d 354 (S.D.N.Y. 2010).  Judge Marrero analyzed the history of the Martin Act and 
predicted that given (1) the policy considerations underlying the Martin Act, (2) the fact that the 
New York appellate courts were trending against preemption, and (3) the attorney general’s 
announced position against preemption, the New York Court of Appeals, when given the 
opportunity, would find against preemption.  Id. at 357. 

Judge Marrero’s opinion proved prescient last December when the New York State Court 
of Appeals decided Assured Guar. Ltd. v. J.P. Morgan Inv. Mgmt. Inc., 18 N.Y.3d 341 (2011).  
In Assured Guaranty, the Court of Appeals held that the Martin Act does not preempt traditional 
non-scienter based common law causes of action related to the sale of securities.  Id. at 353.  
Although the court acknowledged that the Martin Act does not create a private right of action 
and that a violation of the Act cannot serve as the predicate for a private cause of action, it held 
that the statute does not abrogate common law claims.  Id. at 351-53.  The Court held that 
traditional common law claims that overlap but are not “entirely dependent” on the Martin Act 
are viable; consequently, private securities plaintiffs may assert New York common law claims 
such as negligent misrepresentation, gross negligence, and breach of fiduciary duty.  Id. at 353.  
Although such claims may be subject to preclusion under the Securities Litigation Uniform 
Standards Act (discussed infra) in appropriate circumstances, the Assured Guaranty decision 
adds arrows to the quivers of enterprising plaintiffs’ lawyers, and represents an important change 
in securities fraud jurisprudence in New York.  

[2] Group Pleading of Common Law Claims After First Derivative Traders 

In cases brought under the federal securities laws, some courts adhered to what became 
known as the “group pleading doctrine.”  That doctrine relieved a plaintiff from the obligation of 
pleading a “specific connection between fraudulent representations in [an] Offering 
Memorandum and particular defendants . . . where . . . defendants are insiders or affiliates 
participating in the offer of the securities in question.”  DiVittorio v. Equidyne Extractive Indus., 
822 F.2d 1242, 1247 (2d Cir. 1987).  The doctrine thus made it significantly easier for a plaintiff 
to plead a cause of action for securities fraud in cases where the plaintiff was unable to tie a 
particular defendant to an allegedly fraudulent statement. 

In Janus Capital Group, Inc. v. First Derivative Traders, 131 S. Ct. 2296 (2011), the 
United States Supreme Court effectively rejected the practice of “group pleading” in federal 
securities fraud cases by narrowly construing the term “make” as it is used in Rule 10b-5.  The 
Supreme Court rejected the government’s broad definition of “make” and held: 

                                                 
27  Stephenson v. Citco Group, Ltd., 700 F. Supp. 2d 599, 613-16 (S.D.N.Y. 2010); Barron v. Igolnikov, No. 09 
Civ. 4471 (TPG), 2010 WL 882890, at *6 (S.D.N.Y. Mar. 10, 2010); In re Tremont Sec. Law, State Law & Ins. 
Litig., 703 F. Supp. 2d 362, 373 (S.D.N.Y. 2010); Meridian Horizon Fund, LP v. Tremont Group Holdings, Inc., 
747 F. Supp. 2d 406, 415 (S.D.N.Y. 2010); In re Beacon Assocs. Litig., 745 F. Supp. 2d 386, 431-35 (S.D.N.Y. 
2010); In re J.P. Jeanneret Assocs., Inc., 769 F. Supp. 2d 340, 378 (S.D.N.Y. 2011); In re Kingate Mgmt Ltd. Litig., 
09 Civ. 5386 (DAB), 2011 WL 1362106, at *7 (S.D.N.Y. Mar. 30, 2011).   
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Adopting the Government’s definition of ‘make’ would also lead to results 
inconsistent with our precedent.  The Government’s definition would permit 
private plaintiffs to sue a person who ‘provides the false or misleading 
information that another person then puts into the statement.’  But in Stoneridge, 
we rejected a private Rule 10b-5 suit against companies involved in deceptive 
transactions, even when information about these transactions was later 
incorporated into false public statements.  We see no reason to treat participating 
in the drafting of a false statement differently from engaging in deceptive 
transactions, when each is merely an undisclosed act preceding the decision of an 
independent entity to make a public statement. 

Id. at 2303-04 (internal citations omitted). 

The First Derivative Traders opinion is unequivocal that the “maker of a statement is the 
person or entity with ultimate authority over the statement, including its content and whether and 
how to communicate it.”  131 S. Ct. at 2302.  But a recent decision in the United States District 
Court for the Southern District of New York refused to apply this reasoning to common law 
fraud claims.  In re Optimal U.S. Litig., No. 10 Civ. 4095 (SAS), 2011 WL 6424988 (S.D.N.Y. 
Dec. 21, 2011).  In that decision, Judge Scheindlin specifically rejected any limitation on the 
group pleading doctrine for causes of action based on New York common law fraud.  Id. at *11.  
Noting that the First Derivative Traders decision was based in part on the limited scope given to 
implied rights of action such as Rule 10b-5 claims, Judge Scheindlin found that this reasoning 
should not be used to limit traditional common law claims.  Id.  Judge Scheindlin held that a 
federal court’s interpretation (albeit the Supreme Court’s interpretation) of federal statutory law 
does not impact the scope of New York common law claims.  Id.  According to Judge 
Scheindlin, a pleading asserting common law fraud can impute misrepresentations or omissions 
to a group of defendants without connecting the specific misrepresentation or omission to each 
respective defendant.  It remains to be seen whether other courts will similarly limit First 
Derivative Traders strictly to 10b-5 claims, or find the principles articulated in that decision 
sufficiently relevant to common law fraud claims to warrant their application to those claims, as 
well. 

[3] Say on Pay:  Did Dodd-Frank Create a New Basis for Derivative 
Lawsuits? 

 2011 saw the first wave of derivative lawsuits arising out of the “Say on Pay” provision 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act, including two such actions 
purportedly brought on behalf of the corporate parent of an investment adviser to a family of 
mutual funds.28  This provision requires a public company to allow shareholders to vote, once 

                                                 
28  Two shareholder derivative lawsuits were filed in the United States District Court for the District Court of 
Colorado against the directors and certain officers of Janus Capital Group, Inc.  Pinsky v. Sheid, No. 11-cv-01732 
(D. Colo. filed July 1, 2011) (voluntarily dismissed on Oct. 14, 2011); Swanson v. Weil, No. 11-cv-2142 (D. Colo. 
filed Aug. 16, 2011) (currently pending).  The defendants in Swanson have filed a motion to dismiss, which appears 
to be fully briefed. 
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every three years, on a non-binding advisory basis, to approve or disapprove the executive 
compensation program at that company.  15 U.S.C. § 78n-1(a) (2012).29 

Of the roughly 2500 public companies that have put their executive compensation to an 
advisory, non-binding shareholder vote, approximately 40 failed to receive majority shareholder 
support.  About one quarter of those 40 companies are now involved in derivative actions 
alleging breach of fiduciary duties by the companies’ respective boards of directors for 
implementation of the executive compensation plans in question.30 

The “Say on Pay” lawsuits generally allege that a negative say on pay vote acts to rebut 
the conventional legal presumption that challenged compensation was awarded based on an 
informed and good faith exercise of business judgment, which is accorded deference under 
Delaware law.  The early cases appeared to gain traction, in that one resulted in a quick 
settlement (In re Keycorp Derivative Litig., No. 10-cv-01786 (DAP) (N.D. Ohio Apr. 28, 2011)), 
and another survived a motion to dismiss (Cincinnati Bell, which is discussed below). 

The Cincinnati Bell court, applying Ohio law, refused to dismiss the complaint, holding: 

Given that the director defendants devised the challenged 
compensation, approved the compensation, recommended 
shareholder approval of the compensation, and suffered a negative 
shareholder vote on the compensation, plaintiff has demonstrated 
sufficient facts to show that there is reason to doubt these same 
directors could exercise their independent business judgment over 
whether to bring suit against themselves for breach of fiduciary 
duty in awarding the challenged compensation. 

NECA-IBEW Pension Fund v. Cox, No. 11-cv-451, 2011 WL 4383368, at *4 (S.D. Ohio Sept. 
20, 2011) (“Cincinnati Bell”). 

To date, there has been no pronouncement on “Say on Pay” by any Delaware court.  
However, other courts have either disagreed with Cincinnati Bell or criticized the decision.  At 
the same time that the Cincinnati Bell court denied the defendants’ motion to dismiss, a Georgia 
court dismissed a similar derivative action involving Beazer Homes USA, Inc., a Delaware 
corporation.  The Georgia court held that “Plaintiffs’ contention that the ‘independent business 
judgment’ of . . . [the corporation’s] . . . shareholders suffices to rebut the presumption of 
business judgment protection finds no support either in governing Delaware law or in the Dodd-

                                                 
29  Significantly, the Dodd Frank Act explicitly provides that this non-binding shareholder advisory vote may not 
be construed: 

(1) as overruling a decision by such issuer or board of directors; 

(2)  to create or imply any change to the fiduciary duties of such issuer or board of directors; [or] 

(3) to create or imply any additional fiduciary duties for such issuer or board of directors. . . . 

15 U.S.C. § 78n-1(c) (2012). 
30  Joseph E. Bachelder III, Say-on-Pay: An Update for 2011, The Harvard Law School Forum on Corporate 
Governance and Financial Regulation (Dec. 14, 2011 at 9:49 am), http://blogs.law.harvard.edu/corpgov/. 
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Frank Act’s new say on pay provisions.”  Teamsters Local 237 Additional Sec. Benefit Fund v. 
McCarthy, No. 11-cv-197841, 2011 WL 4836230 (Ga. Super. Ct. Sept. 16, 2011) (notice of 
appeal filed Oct. 12, 2011).  The court added that:  “Delaware law, which supplies the standards 
that govern here, has long been settled that directors’ authority to manage corporate business and 
affairs includes ‘wide discretion’ to set executive compensation.” Id.   

On November 10, 2011, the Superior Court of California sustained a demurrer in a “Say 
on Pay” case.  Jacobs Eng’g Group, Inc. Consol. S’holder Derivative Litig., Nos. BC454543, 
at 2 (Cal. Super. Ct. Nov. 10, 2011).  The court found that plaintiffs had failed to plead demand 
futility, and expressed reservations concerning the sufficiency of the breach of fiduciary duty 
claim in light of the business judgment rule.  Id.  The Court explicitly declined to follow 
Cincinnati Bell.   

Most recently, a magistrate judge of the United States District Court for the District of 
Oregon has called into question the validity of Cincinnati Bell.  In the Oregon case, the 
Magistrate Judge recommended granting defendants’ motion to dismiss a “Say on Pay” 
derivative complaint.  The court refused to follow Cincinnati Bell and questioned whether 
Cincinnati Bell is even valid precedent: 

Cincinnati Bell’s holding was recently called into question in light of the court’s 
apparent lack of subject matter jurisdiction and, as that court found particularly 
troubling, the plaintiff’s failure to disclose contrary authority in response to the 
court’s specific inquiry.  Notwithstanding any continued life Cincinnati Bell 
might retain, the court declines to embrace Plaintiffs’ argument because its logic 
is circular and thus unpersuasive.  

Plumbers Local No. 137 Pension Fund v. Davis, No. 11-633-AC, 2012 WL 104776, at * 5 
(D. Or. Jan. 11, 2012).  On February 23, 2012, the district court adopted the Magistrate Judge’s 
findings and recommendation as its own opinion and granted defendants’ motion to dismiss 
without prejudice.31 

It appears that the trend regarding “say on pay” now favors dismissal of these claims.  
However, at this point, it is too soon to say that the claims will find no success, and the risk of 
litigation remains for those public investment advisers anticipating a “Say on Pay” vote in the 
near future. 

[B] Recent State Law Auction Rate Security Cases 

Closed-end mutual funds began issuing auction rate preferred shares (“ARPS” or 
“AMPS”) as early as 1988.32  As a form of preferred stock, these shares specified a dividend rate 
                                                 
31  After the court denied the motion to dismiss in Cincinnati Bell, defendants moved to dismiss for lack of 
subject matter jurisdiction because the plaintiff pension fund failed to identify itself as a citizen of Georgia, and a 
defendant also was a citizen of Georgia.  Ostensibly attempting to cure this deficiency, plaintiff filed a notice of 
voluntary dismissal of the Georgia resident defendant and filed an amended complaint without leave of court.  On 
December 21, 2011, the court granted defendants’ motion to strike the amended complaint and notice of voluntary 
dismissal. Cincinnati Bell, No. 11-cv-451 (Dec. 21, 2011). 
32  A Dutch Auction Security Debut, N.Y. TIMES, March 17, 1988, available at 
http://query.nytimes.com/gst/fullpage.html?res=940DE5D9153EF934A25750C0A96E948260.   
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that was recomputed at short intervals through an auction process, which also provided ARPS 
owners with liquidity.  At the same time, ARPS provided financing to the funds, enabling them 
to achieve greater shareholder returns through leverage. 

The ARPS auction markets began to fail beginning in February 2008, and auctions never 
resumed.  The collapse of the auction markets left ARPS holders with illiquid investments.  By 
early 2008, over $50 billion in auction rate securities issued by closed-end funds were 
outstanding. 

The resulting ARPS liquidity crisis prompted putative class action lawsuits brought by 
ARPS holders, including at least one putative class action suit filed against a closed-end fund.  
The crisis also resulted in Congressional hearings, as well as written requests by the Chairman of 
the House Financial Services Committee urging investment companies to act as quickly as 
possible to resolve the ARPS liquidity crisis, and to the SEC, urging it to act quickly on pending 
requests from mutual funds seeking regulatory clearance for action facilitating the redemption of 
ARPS.33  One of the actions taken by the SEC was to grant investment companies temporary 
exemptions from asset coverage requirements under the ICA to facilitate their use of debt 
financing to redeem their outstanding ARPS. 

In late 2008 and early 2009, several closed-end funds began redeeming ARPS and 
replacing them with other forms of financing.  Redemption of the ARPS relieved preferred 
shareholders from the illiquidity crisis they faced while at the same time enabling common 
shareholders to continue to enjoy the benefits of leverage, albeit leverage provided by forms of 
financing other than ARPS. 

In 2010, these redemptions spurred a flurry of litigation.  The claims, brought by 
common shareholders, typically alleged that the redemption of ARPS at par value constituted a 
breach of fiduciary duty and a waste of fund assets.  Some of the cases were brought as 
derivative actions on behalf of funds,34 while others were brought as putative class actions on 
behalf of common shareholders.35 

                                                 
33  Press Release, U.S. House of Representatives Committee on Financial Services (July 31, 2008), available at 
http://financialservices.house.gov/press110/press073108.shtml.   
34 The derivative actions include Curbow Family LLC v. Morgan Stanley Inv. Advisors, Inc., No. 651059/2010 
(N.Y. Sup. Ct. filed Jan. 17, 2011) (“Morgan Stanley”); Rotz v. Van Kampen Asset Mgmt., No. 651060/2010 (N.Y. 
Sup. Ct. filed Jan. 17, 2010) (“Van Kampen”); Curbow v. BlackRock Advisors, LLC, No. 651104/2010 (N.Y. Sup. 
Ct. filed July 27, 2010) (“BlackRock”); Gammon v. Cohen & Steers Capital Mgmt., No. 651378/2010 (N.Y. Sup. Ct. 
filed Aug. 26, 2010) (“Cohen & Steers”); Safier v. Nuveen Asset Mgmt., No. 10CH32166 (Ill. Cir. Ct. filed Jul. 27, 
2010) (“Nuveen”); Richelson v. John Hancock Advisers, LLC, No. 10-3355-BLS1 (Mass. Super. Ct. filed Aug. 24, 
2010); and Summers v. John Hancock Advisers, LLC, No. 10-3430-BLS1 (Mass. Super. Ct. Aug. 30, 2010) (“John 
Hancock”).   
35 The class actions include Brown v. Calamos, No. 10-cv-06558 (N.D. Ill. removed Oct. 13, 2010); Bourrienne 
v. Calamos, No. 10-cv-07295 (N.D. Ill. removed Nov. 11, 2010); Rutgers Casualty Ins. Co. v. Calamos, No. 
11-cv-00462 (N.D. Ill. removed Jan. 21, 2011); Manuszak v. Esty, Nos. 10-3457 & 10-3456 (Mass. Super. Ct. filed 
Aug. 31, 2010) (“Eaton Vance”); and Beckham v. Keith, No. 10-3574 (Mass. Super. Ct. filed Sept. 9, 2010). 
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[1] ARPS Derivative Actions 

Generally, complaints filed in ARPS derivative actions claimed that the defendants 
benefitted ARPS holders, and injured funds and their common shareholders, by causing the 
voluntary redemption of ARPS at their liquidation value when the secondary market (if one 
existed) valued the ARPS at a significant discount from their liquidation value, and by replacing 
ARPS with financing that allegedly was less favorable to the funds and their common 
shareholders. 

Some of the cases were resolved promptly.  For example, the Cohen & Steers cases were 
voluntarily dismissed with prejudice on April 14, 2011.  The stipulation and order granting 
voluntary dismissal with prejudice indicates that the defendants provided plaintiffs with non-
public information relating to the funds’ decisions to redeem the ARPS and replace them with 
alternative financing.  After reviewing the information, the parties agreed that further litigation 
was not in the best interest of the funds.  A press release regarding the dismissals stated that the 
dismissals were made “without any settlement or concession by the defendants or the Funds.”36  
The John Hancock case also was resolved relatively quickly; a joint motion to dismiss with 
prejudice was filed on February 28, 2011, and the case was dismissed on March 3, 2011.  

In cases as to which the fund or funds at issue had not redeemed all outstanding shares, 
plaintiffs sought injunctive relief to prevent the redemption of additional shares.  In the Nuveen 
case, the putative derivative plaintiffs sought injunctive relief on behalf of approximately 20 
Nuveen mutual funds.  The court denied the motion for preliminary injunction on November 23, 
2010, concluding that plaintiffs had not shown a likelihood of success on the merits of their 
putative derivative claim.  Specifically, the court stated:  

The fear of damage in the future is wholly speculative. As to irreparable harm, it 
simply can’t be said that plaintiffs will suffer irreparable harm if it cannot even be 
alleged that there will be harm at all. As to the existence of an adequate remedy at 
law, first, if the case can be made that the fund paid too much for the ARPS, the 
amount overpaid can easily be determined.  As to any damage as a result of the 
sale of the ARPS and the move to other forms of financing . . . forward looking, 
this is too speculative to be actionable.  Looking retrospectively, at any given 
point in time, rates are known, and it can be ascertained if there has been a loss 
and what that loss was to that point in time. Finally, the balance of equities favor 
the defendants.  As noted earlier and as to balancing hardships, failure to act can 
be just as harmful as acting.  This Court will not step in and enjoin the investment 
manager from acting in its business judgment when it may ultimately turn out that 
they are right.  Such an action would be to the detriment of the funds also.  This is 
not a situation where standing still harms no one.  Nuveen has passed this through 
. . . an independent board, has been conducting itself according to this plan for 
over two years, and . . . [plaintiffs] . . . have just now sought injunctive relief.  As 
a result of all of the above, the motion for preliminary injunction is denied. 

                                                 
36  Press Release, Cohen & Steers, Closed-End Fund Auction Rate Lawsuits Dismissed (Apr. 14, 2011), 
available at www.cohenandsteers.com/downloads/AMPS_Final_4_14_11_.pdf. 
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Transcript of Nov. 23, 2010 Hearing at pp. 7-8, Safier v. Nuveen Asset Mgmt., No. 10CH32166 
(Ill. Cir. Ct.).   

On December 16, 2011, the court granted defendants’ motion to dismiss with prejudice.  
The court ruled that a board decision to reject shareholder demands was protected by the 
presumption afforded by the business judgment rule, and that in order to overcome the 
presumption the plaintiff was required to show that the board was not independent or that a 
committee’s investigation of the demand was unreasonable or in bad faith. Safier v. Nuveen Asset 
Mgmt., No. 10CH32166, slip op. at 5 (Cir. Ct. Ill. Dec. 16, 2011).  As to independence, the court 
found that “the Shareholder Complaint fails to adequately allege that a majority of the directors 
were unable to act independently.”  Id.  The court also concluded that the complaint failed to 
allege that the investigation was not reasonable or lacking in good faith; it found that the 
committee “addressed all issues raised by the demands and stated why litigation would not be 
appropriate.”  Id. at 6.  Thus the court concluded that “the Board acted in good faith and pursuant 
to a reasonable inquiry when it rejected the Plaintiffs’ litigation demand.” Id. at 8.   

As in the Nuveen litigation, the BlackRock putative derivative plaintiffs moved for 
injunctive relief.  On December 23, 2010, the court denied the motion for injunctive relief on the 
ground that the derivative plaintiffs had not shown a likelihood of success on the merits of their 
putative derivative claim.  Curbow v. BlackRock Advisors, LLC, No. 651104/2010, slip op. (N.Y. 
Sup. Ct. Dec. 23, 2010).  The case remains pending.   

The Morgan Stanley and VanKampen cases also remain pending.  In both of those 
derivative cases, the boards had appointed special litigation committees to consider shareholder 
demands, which ultimately rejected the demands before the derivative plaintiffs filed suit.  The 
defendants in those cases filed motions to dismiss on October 4, 2011.  A discovery dispute arose 
in a status conference in the cases on October 18, 2011, at which point the court requested that 
the parties submit briefs regarding whether the plaintiffs had the right to obtain discovery for the 
purpose of responding to the defendants’ motions to dismiss.  Plaintiffs contend that under New 
York law, a plaintiff has the right to pretrial discovery in the context of a shareholder derivative 
action.  Defendants counter that Massachusetts law, rather than New York law, is applicable and 
that the business judgment rule protects a special litigation committee’s review of shareholder 
demands.  At a hearing on February 17, 2012, the court stated it would take approximately two 
months to decide whether the plaintiffs in the cases are entitled to conduct discovery into the 
special litigation committees’ investigations.  Transcript of February 17, 2012 Hearing, Morgan 
Stanley, No. 651059/2010 and VanKampen, No. 651060/2010.  Accordingly, the motions to 
dismiss are not yet fully briefed and the court has not ruled on the motions.  Thus, it has yet to be 
seen whether the courts in these cases will fall in line with the decision of the Nuveen court and 
hold that the decisions of the respective fund boards are protected by the business judgment rule. 

Although not an ARPS redemption case, the decision in Ryskamp v. Looney, No. 10-cv-
842, 2011 WL 1456729 (D. Colo. April 15, 2011), illustrates how some courts have begun 
limiting the effectiveness of the business judgment rule as a tool for quickly obtaining the 
dismissal of cases involving allegedly improper derivative demand refusals.  In Ryskamp, the 
plaintiff sent a demand letter to the board requesting that the board institute an action against its 
directors for alleged misconduct.  Id.  The board convened a special litigation committee, 
composed of independent directors, to consider the demand.  Id.  Following its investigation, the 
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special litigation committee issued a letter stating that it had decided not to take legal action.  Id.  
The board declined to provide information and documents pertaining to the content, manner and 
scope of the special litigation committee’s investigation.  Id.   

Plaintiff filed suit, contending that the board did not act independently in reviewing the 
demand because it ostensibly did not hire independent counsel, that the committee’s review was 
not reasonable, and that the committee did not issue any report detailing the steps it took to 
investigate the demand.  The defendants filed a motion to dismiss arguing: (1) that plaintiff had 
conceded the independence of the board members on the special litigation committee by making 
demand, and (2) that the plaintiff did not meet its burden to rebut the presumption afforded by 
the business judgment rule that the special litigation committee acted reasonably and in the best 
interest of the fund.  Id.  In response, plaintiff contended that he lacked evidence to adequately 
allege in his amended complaint that the board did not act independently or that demand was 
wrongly refused.   

Rather than relying on the presumption afforded by the business judgment rule, the court 
stated that it was “troubled by the fact . . . that Defendants point to a lack of depth and factual 
specificity in Plaintiff’s factual allegations which has been caused almost entirely by Defendants’ 
own course of conduct ― specifically, Defendants’ dogged refusal to provide Plaintiff with 
information and documentation relevant to the Review Committee’s independence, as well as the 
scope and content of the Review Committee’s investigation into Plaintiff’s allegations of self-
interested dealings by the Board.”  Id. at *3.  The court recognized that some courts “have held 
that derivative plaintiffs are generally not entitled to discovery to assist their compliance with 
F.R.C.P. 23.1, which governs derivative actions,”37 but noted that the view is not uniform.38  Id.  
Recognizing that plaintiffs are not entitled to discovery on such issues in all cases, the court 
concluded that limited discovery was in the interest of justice in the case before it because 
plaintiff already had made specific allegations challenging the independence of the Review 
Committee, including the allegation that the committee had failed to retain independent counsel.  
Id.  Accordingly, the court denied the motion to dismiss without prejudice to its re-filing after the 
plaintiff had been given limited discovery.  As part of this “limited discovery,” the court later 
granted a motion to compel the production of the special litigation committee’s interview 
memoranda drafted by counsel following interviews of members of the board, officers of the 
fund and senior employees/officers of the fund.  Ryskamp v. Looney, No. 10-cv-842-WJM-KLM, 
2011 WL 4346584 (D. Colo. Sept. 16, 2011).39   

                                                 
37  See Piven v. Ryan, No. 05-cv-4619, 2006 WL 539186, at *5 (N.D. Ill. Mar. 2, 2010). 
38  See Kautz v. Sugarman, No. 10-cv-3478, 2011 WL 1330676, at *6 (S.D.N.Y. Mar. 31, 2011). 
39  In Boland v. Boland, 31 A.3d 529 (Md. App. 2011), the Court of Appeals of Maryland concluded that there 
should be no presumption on the issue of whether a special litigation committee was independent, acted in good 
faith or followed reasonable procedures.  The court established a burden-shifting regime for such cases.  Id. at 552.  
First, the burden is on the special litigation committee to explain how the committee members were selected 
(specifically, that “no substantial business or personal relationships impugned the [special litigation committee’s] 
independence and good faith”), and to come forward with some evidence that the committee followed reasonable 
procedures.  Id. at 556.  Second, if the committee meets this burden, the burden then shifts to the derivative plaintiffs 
to come forward with evidence regarding these issues sufficient to survive summary judgment.  Id.  Finally, at trial, 
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[2] ARPS Putative Class Actions 

In separate but essentially duplicative complaints, plaintiffs brought suit on August 31, 
2010, in Suffolk Massachusetts Superior Court, against the trustees of an Eaton Vance fund, the 
fund’s adviser, and its parent company.40  The complaints allege that in 2008 the defendants 
caused the fund to redeem ARPS and to replace them with less favorable debt financing.  As is 
typically the case, the plaintiffs allege that the fund was under no obligation to redeem the ARPS 
but nevertheless redeemed all outstanding ARPS at their issue price rather than their discounted 
market value, replacing the ARPS with new, and assertedly less advantageous, financing.  
Plaintiffs allege these actions were taken to benefit the individual defendants and the fund’s 
investment adviser, and not the fund’s common shareholders.  They asserted claims for breach of 
fiduciary duty, aiding and abetting breach of fiduciary duty, and unjust enrichment.  

The defendants filed motions to dismiss both actions, primarily arguing that the lawsuits 
should have been brought derivatively rather than directly.  The motions were argued on May 5, 
2011, and the court took the motions under advisement.  On June 20, 2011, the court granted the 
defendants’ motion to dismiss, holding that the plaintiffs’ claims were derivative, rather than 
direct, in nature.  

On September 9, 2010, plaintiffs brought a substantially similar putative class action 
lawsuit in Suffolk Massachusetts Superior Court against the trustees and former trustees of the 
Wells Fargo Advantage Income Opportunities Fund, the adviser to the fund, and others, 
captioned Beckham v. Keith, No. 10-3574 (Mass. Super. Ct.).  As in the Eaton Vance case, the 
defendants filed a motion to dismiss arguing that the claims were derivative in nature, and that 
the plaintiffs had failed to make demand.  On June 14, 2011, the court granted the defendants’ 
motion, holding that the allegations “rise and fall on the alleged injury suffered by the Fund as a 
result of the AMPS redemptions” and concluding that plaintiffs lacked standing to assert the 
claims directly.  Id., slip op. at 5.41  

                                                                                                                                                             

the burden shifts back to the directors to prove that the committee was “independent, acted in good faith, and made a 
reasonable investigation and principled, factually supported conclusions.”  Id. 
40  The complaints in the Eaton Vance cases initially were filed on June 18, 2010, in the United States District 
Court for the District of Massachusetts, alleging that there was federal court jurisdiction pursuant to the Class Action 
Fairness Act.  On August 20, 2010, the defendants filed a motion to dismiss arguing, inter alia, that there was no 
federal court jurisdiction due to the applicability of three exceptions to federal jurisdiction under the Class Action 
Fairness Act, 28 U.S.C. § 1332(d)(9).  The plaintiff voluntarily dismissed the complaints on August 31, 2010, and 
re-filed them in Massachusetts state court. 
41  The issue regarding whether a lawsuit is direct or derivative also has been a feature in recent litigation 
involving gambling securities.  The gambling securities cases have been brought by plaintiffs asserting RICO 
violations and state law claims, including breach of fiduciary duty and corporate waste, against corporate officers, 
directors and fund managers for investing fund assets in online gambling companies.  The courts have uniformly 
concluded that the complaints do not state claims under RICO due to the plaintiffs’ failure to allege that the asserted 
violations of RICO proximately caused the plaintiffs’ injuries.  McBrearty v. Vanguard Group, Inc., 2009 WL 
875220 (S.D.N.Y. 2009).  Courts also have dismissed the state law claims on the ground that they constitute 
derivative, rather than direct claims.  Seidl v. Am. Century Cos., Inc., 713 F. Supp. 2d 249 (S.D.N.Y. 2010).  
Concluding that plaintiffs had insufficiently alleged that demand would be futile, courts have dismissed the claims 
for failure to make demand.  Id.; Gomes v. Am. Century Cos., Inc., 10-cv-83, slip op. (W.D. Mo. Feb. 16, 2012). 



 

Page 31 

Another similar ARPS class action, Brown v. Calamos, No. 10-cv-06558 (N.D. Ill. 
removed Oct. 13, 2010),42 was dismissed pursuant to the Securities Litigation Uniform Standards 
Act on March 14, 2010, and is discussed in detail infra Section II.[C][4][b].  The dismissal was 
affirmed by the United States Court of Appeals for the Seventh Circuit on November 10, 2011.  

[C] SLUSA Preclusion of State Law Claims 

The Securities Litigation Uniform Standards Act of 1998 (“SLUSA”) has proven itself a 
valuable tool in the defense of state law-based class actions involving the purchase or sale of 
securities.  Recent decisions have explored the application of SLUSA to purported breach of 
fiduciary duty and other common law claims brought against investment companies, fund 
boards, and investment advisers. 

[1] The Origins and Preclusive Reach of SLUSA 

The origins of SLUSA can be traced to the 1995 enactment of the Private Securities 
Litigation Reform Act (the “PSLRA”), Pub. L. No. 104-67, 109 Stat. 737, 15 U.S.C. §§ 77z-1, 
78u-4, which was intended to “implement[] needed procedural protections to discourage 
frivolous litigation.”  H.R. Rep. No. 104-369, at 31-33 (1995).  Among other things, the PSLRA 
imposed new, stringent pleading requirements in securities fraud class actions filed in federal 
court, provided for an automatic stay of discovery pending a determination of the sufficiency of 
the claims pleaded, and imposed new restrictions on the selection and compensation of lead 
plaintiffs in class action suits.  Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Dabit, 547 U.S. 
71, 81-82 (2006).  The PSLRA was directed only to federal litigation because “state-court class 
actions involving nationally traded securities were virtually unknown” at the time the PSLRA 
was enacted.  S. Rep. No. 105-182, at 4 (1998).  But the plaintiffs’ bar soon began circumventing 
the requirements (and defeating the objectives) of the PSLRA by filing securities-based class 
actions in state court, invoking theories under state law.  Dabit, 547 U.S. at 82. 

To stem the flow of securities class action litigation to state courts, Congress added to the 
Securities Act of 1933, as amended, and the Securities Exchange Act of 1934, as amended, 
parallel provisions authorizing the removal, and precluding the maintenance, of “covered class 
actions” brought under state law that allege a misrepresentation or omission of material fact “in 
connection with” the purchase or sale of “covered securities.”  Specifically, as amended by 
SLUSA, the 1934 Act provides: 

                                                 
42 Two substantially similar putative class actions were filed after Brown, which were captioned: Rutgers 
Casualty Insurance Co. v. Calamos, No. 11-cv-462 (N.D. Ill. removed Jan. 21, 2011), and Bourrienne v. Calamos, 
No. 10-cv-7295 (N.D. Ill. removed Aug. 4, 2011).  All three complaints originally were filed in the Circuit Court of 
Cook County, Illinois, and were subsequently removed to the United States District Court for the Northern District 
of Illinois.  The Bourrienne action was dismissed on August 4, 2011.  Bourrienne filed a notice of appeal from the 
final judgment, which was docketed in the United States Court of Appeals for the Seventh Circuit on August 30, 
2011.  On December 6, 2011, following the Seventh Circuit’s ruling in Brown, Bourrienne stipulated to the 
dismissal with prejudice of his appeal, and the Seventh Circuit dismissed the appeal on December 7, 2011.  In 
Rutgers, which involves a Calamos fund other than the fund involved in Brown and Bourrienne, defendants moved 
to dismiss the complaint and plaintiff has moved to remand the case to the Circuit Court of Cook County.  Both 
motions are fully briefed and awaiting decision.  
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(1) Class action limitations.  No covered class action based upon the statutory or 
common law of any State or subdivision thereof may be maintained in any State 
or Federal court by any private party alleging— 

 (A) a misrepresentation or omission of a material fact in 
connection with the purchase or sale of a covered security; or 
 (B) that the defendant used or employed any manipulative 
or deceptive device or contrivance in connection with the purchase 
or sale of a covered security. 

(2) Removal of covered class actions.  Any covered class action brought in any 
State court involving a covered security, as set forth in paragraph (1), shall be 
removable to Federal district court for the district in which the action is pending, 
and shall be subject to paragraph (1). 

15 U.S.C. § 78bb(f)(1)-(2).  The parallel provision in the 1933 Act uses identical language, with 
the exception that it employs the phrase “untrue statement or omission of a material fact” in lieu 
of “misrepresentation or omission of a material fact. . . .”  15 U.S.C. § 77p(b)-(c).  The courts 
have equated the two provisions notwithstanding this minor language difference.  Dabit, 547 
U.S. at 82 n.6; Kircher v. Putnam Funds Trust, 547 U.S. 633, 637 n.3 (2006). 

The Supreme Court has construed SLUSA’s expansive language broadly, observing that 
“[a] narrow reading of the statute” would “undercut the effectiveness” of the PSLRA and would 
“run contrary to SLUSA’s stated purpose. . . .”  Dabit, 547 U.S. at 86.  “[P]resum[ing] that 
Congress envisioned a broad construction” of SLUSA, the Court has held SLUSA applicable 
even where a plaintiff’s claim would not be actionable in a private civil suit under the federal 
securities laws.  Id. at 86-87 (holding that SLUSA precluded an alleged state law action for 
breach of fiduciary duty brought on behalf of a putative class comprised of “holders” of 
securities, even though such persons would not satisfy the “purchaser or seller” requirement 
necessary, under Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 740 (1975), to a private 
right of action under Section 10(b) of the 1934 Act, and Rule 10b-5 thereunder).43  It is enough, 
under Dabit, that a misrepresentation or omission of material fact merely “coincide” with a 
securities transaction, whether by the plaintiff or someone else.  547 U.S. at 85.44   

Consistent with this, decisions subsequent to Dabit hold that allegations of scienter and 
reliance are not necessary to SLUSA preclusion.45  Thus, although SLUSA does not preempt 

                                                 
43  The Supreme Court’s decision in Dabit was presaged by a decision of the Seventh Circuit in Kircher v. 
Putnam Funds Trust, 403 F.3d 478 (7th Cir. 2005), vacated for lack of appellate jurisdiction, 547 U.S. 633 (2006), 
holding that SLUSA precluded state law negligence claims brought on behalf of putative classes of “holders” of 
mutual fund shares, the value of which allegedly had been adversely affected by market timing activity.  Ironically, 
the Supreme Court later held that the Seventh Circuit lacked jurisdiction to render its decision.  Kircher, 547 U.S. at 
648.   Nonetheless, the Seventh Circuit’s decision in Kircher continues to be cited by that Court and by litigants in 
the Seventh Circuit.  Brown v. Calamos, 664 F.3d 123, 124 (7th Cir. 2011).  
44  Although this standard is broad, it is not without limits, and is not met by a “mere ‘but for’ cause linking a 
securities transaction . . . to a subsequent injury . . . .”  Gavin v. AT&T Corp., 464 F.3d 634, 639 (7th Cir. 2006) 
(claim was not precluded by SLUSA where alleged fraudulent failure to disclose right of shareholders in merged 
entity to exercise share exchange option free of charge occurred after merger was consummated).  
45  See Anderson v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 521 F.3d 1278, 1285-86 (10th Cir. 2008) 
(rejecting contention that SLUSA did not preclude claims due to the absence of allegations of scienter and reliance, 
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individual claims, or claims asserted derivatively, it altogether precludes class actions asserting 
claims within its scope, even where those claims could not be brought in a private federal 
securities action because of the absence of one or more of the elements of such a cause of action. 

[2] The Elements of SLUSA Preclusion 

The first of five requirements under SLUSA is that the litigation be a “covered class 
action.”  For purposes of SLUSA, a “covered class action” is any lawsuit in which damages are 
sought on behalf of 50 or more persons or prospective class members and common questions of 
law or fact predominate over individualized questions. 15 U.S.C. § 78bb(f)(5)(B). 

Second, the claim must be based on state law.  Typically, state law claims arising “in 
connection with” the sale of securities are cast as claims for breach of fiduciary duty, negligence, 
negligent misrepresentation, unjust enrichment, breach of contract, or some combination of the 
foregoing.46 

Third, the action must concern a “covered security.”  As defined in SLUSA, a “covered 
security” means “a security that satisfies the standards for a covered security specified in 
paragraph (1) or (2) of Section 18(b) of the 1933 Act . . . at the time during which it is alleged 
that the misrepresentation . . . [or] . . . omission occurred . . . .”  15 U.S.C. § 78bb(f)(5)(E).  
Section 18(b) of the 1933 Act, in turn, defines a covered security to include securities listed on a 
national exchange, as well as securities issued by an investment company registered under the 
ICA.  15 U.S.C. § 77r(b)(1), (2).  Consequently, SLUSA applies to shares issued by both open-
end and closed-end registered investment companies.  See Brown v. Calamos, 664 F.3d 123 (7th 
Cir. 2011) (closed-end fund); Atkinson v. Morgan Asset Mgmt., Inc., 658 F.3d 549 (6th Cir. 
2011) (open-end funds). 

Fourth, the complaint must in some way allege a misrepresentation or omission of 
material fact.  In determining whether a complaint alleges a misrepresentation or omission, the 
                                                                                                                                                             

and collecting authorities).  The SEC also observed, in its amicus brief to the Second Circuit in Dabit, that 
“[n]othing in the language of SLUSA suggests that any of the other requirements of a private Rule 10b-5 action — 
such as statute of limitations, reliance, loss causation — must be met before SLUSA preemption will apply.”  Brief 
of Amicus Curiae Securities and Exchange Commission, Dabit v. Merrill Lynch Pierce, Fenner & Smith, Inc., 547 
U.S. 71 (2006). 
46  Atkinson v. Morgan Asset Mgmt., Inc., 658 F.3d 549 (6th Cir. 2011) (alleging breach of contract, violations of 
the Maryland Securities Act, breach of fiduciary duty, negligence and negligent misrepresentation arising from 
alleged unjustified risks taken in allocating fund assets and failure to disclose the risks to shareholders); Stoody-
Broser v. Bank of America, N.A., 442 Fed Appx. 247 (9th Cir. 2011) (alleging breach of fiduciary duty in connection 
with investment in proprietary mutual funds without disclosure to shareholders); Beckett v. Mellon Investor Servs. 
LLC, 329 Fed. Appx. 721 (9th Cir. 2009) (alleging breach of contract, breach of agency and fiduciary duties, unjust 
enrichment, and violation of Washington’s unfair business practices and consumer protection law, based on 
defendant’s alleged failure to sell shares when directed, to pay highest available share price, and to disclose trading 
and service fees charged to shareholders); Siepel v. Bank of America, N.A., 526 F.3d 1122 (8th Cir. 2008) (alleging 
claims under federal securities laws and state law breach of fiduciary duty and unjust enrichment claims against 
bank, its holding corporation and its affiliated investment companies due to an alleged failure to disclose conflicts of 
interest in the selection of nationally-traded investment securities); Kutten v. Bank of America, N.A., 530 F.3d 669 
(8th Cir. 2008) (alleging breach of fiduciary duty, breach of contract, aiding and abetting breach of fiduciary duty, 
unjust enrichment, breach of the California Business and Professions Code and violation of the California and 
Missouri Prudent Investor Acts). 
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courts look to “the realities underlying the claims,” not how claims are characterized in a 
complaint.  Romano v. Kazacos, 609 F.3d 512, 523 (2d Cir. 2010).  Thus, even where a pleading 
does not expressly characterize statements attributed to a defendant as “misrepresentations” or as 
“untrue,” SLUSA may apply if the complaint implies a misrepresentation or omission.47  (This 
element of SLUSA has been the subject of a number of recent decisions, including decisions in 
cases involving investment companies, their boards and advisers, which are discussed infra.) 

SLUSA’s fifth and final requirement is that the alleged misrepresentations or omissions 
must have been made in connection with the purchase or sale of a covered security.  As noted 
above, the Supreme Court has construed the “in connection with” requirement broadly, holding 
that “it is enough that the fraud alleged ‘coincide’ with a securities transaction — whether by the 
plaintiff or by someone else.”  Dabit, 547 U.S. at 85, 89.  Attempts to evade SLUSA preclusion 
by defining a class consisting of “owners,” rather than purchasers or sellers, of securities have 
been rejected as an attempted end-run around SLUSA.  “For purposes of SLUSA pre-emption, 
the distinction between ‘holders’ and purchasers or sellers of securities is irrelevant; the identity 
of the plaintiffs does not determine whether the complaint alleges fraud ‘in connection with the 
purchase or sale’ of securities.”  Dabit, 547 U.S. at 89.  Under Dabit, the inquiry focuses on the 
defendant’s alleged conduct, rather than the identity of the plaintiff.  Rabin, 2007 WL 2295795, 
at *7. 

[3] Statutory Exceptions to SLUSA Preclusion 

SLUSA excepts certain categories of cases from preclusion: (1) “an exclusively derivative 
action brought . . . on behalf of a corporation” 15 U.S.C. § 78bb(f)(5)(C) (emphasis supplied); 
and (2) certain cases brought under state law and involving a specific fact pattern.  15 U.S.C. § 
78bb(f)(3).  The exceptions to SLUSA should be narrowly construed, consistent with the 
Supreme Court’s admonition in Dabit that courts are to read SLUSA’s preclusion provisions 
broadly. 

[a] Cases Brought as “An Exclusively Derivative Action” 

A derivative action is one brought by a shareholder in the name of a corporation, seeking 
to obtain for the corporation redress for some harm that the corporation allegedly has suffered.  
In a widely cited decision, the Delaware Supreme Court has stated that in contrast to a direct 

                                                 
47   Id.; see also Rabin v. JP Morgan Chase Bank, N.A., No. 06 C 5452, 2007 WL 2295795, at *6 (N.D. Ill. Aug. 
3, 2007) (“[a]ttempt by Plaintiffs to characterize their allegations of misrepresentation and omission of material facts 
as claims for breach of fiduciary duty and unjust enrichment is futile”); Felton v. Morgan Stanley Dean Witter & 
Co., 429 F. Supp. 2d 684, 692-93 (S.D.N.Y. 2006) (holding that court “must look beyond the face of the complaint 
to analyze the substance of the allegations made,” and concluding “that Plaintiff’s claim is a securities fraud wolf 
dressed up in a breach of contract sheep’s clothing”) (internal quotations omitted); Beckett v. Mellon Investor Servs. 
LLC , No. C06-5245FDB, 2006 WL 3249189, at *3 (W.D. Wash. Nov. 8, 2006), aff’d in relevant part by 329 Fed. 
Appx. 721, 723 (9th Cir. 2009) (although there was “no explicit reference [in the complaint] to any fraudulent 
activity” such as a misrepresentation or omission of material fact, “[o]ne may infer that Plaintiff has framed the 
pleading in an effort to avoid SLUSA preemption”); Stoody-Broser v. Bank of Am., No. 08-cv-2705 JSW, 2009 WL 
2707393, at *2-3 (C.D. Cal. Aug. 25, 2009), aff’d in relevant part by 442 Fed. Appx. 247 (9th Cir. 2011) (same); 
Rabin, 2007 WL 2295795, at *6 (analyzing the substance of allegations of breach of fiduciary duty, the court found 
“that at the heart of the Amended Complaint is that Defendants misrepresented and omitted material facts related to 
the purchase of shares of the Fund”).   
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claim, where the injury suffered is the claimant’s alone, “independent of any alleged injury to the 
corporation,” a claim is derivative when the plaintiff cannot prevail without showing an injury to 
the corporation.48  Complaints that are styled as class actions under state law, rather than 
derivative actions, and do not allege any attempts to meet the demand requirements for filing a 
derivative case, do not fall within this exception to SLUSA.49   

[b] The Delaware Carve-Out 

SLUSA’s second exception, frequently referred to as the “Delaware carve-out,” provides 
that a “covered class action . . . that is based upon the statutory or common law of the State in 
which the issuer is incorporated (in the case of a corporation) or organized (in the case of any 
other entity) may be maintained” in state or federal court if the case “involves” either of the 
following: 

(I)  the purchase or sale of securities by the issuer or an affiliate of 
the issuer exclusively from or to holders of equity securities of the 
issuer; or 

(II)  any recommendation, position, or other communication with 
respect to the sale of securities of an issuer that— 

(aa) is made by or on behalf of the issuer or an affiliate of the 
issuer to holders of equity securities of the issuer; and 

(bb) concerns decisions of such equity holders with respect to 
voting their securities, acting in response to a tender or exchange 
offer, or exercising dissenters’ or appraisal rights. 

15 U.S.C. § 78bb(f)(3)(A)(i), (ii).  This provision was adopted to exempt from SLUSA 
preclusion shareholder litigation that is based on a breach of the duty of disclosure in connection 
with an issuer’s purchase or sale of securities to or from existing shareholders, or in connection 
with communications with existing shareholders with respect to the matters described in the 
exemption.  S. Rep. No. 105-182, at 6 (1998), available at 1998 WL 226714; H.R. Conf. Rep. 
No. 105-803, at 14 n.2 (1998), available at 1998 WL 703964.50  Significantly, in Atkinson v. 

                                                 
48  Tooley v. Donaldson, Lufkin & Jenrette, Inc., 845 A.2d 1031, 1035 (Del. 2004).  Although Tooley involved a 
corporation, rather than a mutual fund, the test set forth in Tooley also has been applied in the context of claims 
involving mutual funds organized as Delaware statutory trusts.  See Hogan v. Baker, No. 305 cv 0073P, 2005 WL 
1949476 (N.D. Tex. Aug. 12, 2005).  It should be noted that in most jurisdictions, “[t]he question of whether a suit 
is derivative by nature or may be brought by a shareholder in his own right is governed by the law of the state of 
incorporation.”  Kennedy v. Venrock Assoc., 348 F.3d 584, 589 (7th Cir. 2003).  
49  Instituto de Prevision Militar v. Lehman Bros., Inc., 485 F. Supp. 2d 1340, 1346 (S.D. Fla. 2007) (where 
plaintiff failed to allege it had met the Rule 23.1 requirements for a derivative action and had not styled its action as 
a derivative suit, case did not qualify for exception to SLUSA). 
50 Madden v. Cowen & Co., 576 F.3d 957, 971 (9th Cir. 2009) (stating that “[t]he testimony before Congress 
when it inserted the Delaware carve-out into SLUSA suggests that the purpose of § 77p(d) [and § 78bb(f)(3)(A)] 
was to preserve state-law actions brought by shareholders against their own corporations in connection with 
extraordinary corporate transactions requiring shareholder approval, such as mergers and tender offers, regardless 
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Morgan Asset Management, Inc., 658 F.3d 549, 553 (6th Cir. 2011), the Sixth Circuit Court of 
Appeals rejected the argument that an open-end fund’s redemption obligation amounts to “an 
indefinitely extending ‘purchase’ under the carve-out.”  The Court also rejected the plaintiffs’ 
contention, ostensibly based upon the Supreme Court’s decision in Dabit, that their asserted 
claims as “holders” of mutual fund shares necessarily “involve[d]” the purchase or sale of 
securities, triggering the carve-out.  The Court declined to extend the carve-out to “nearly every 
class action involving shareholders in open-end mutual funds . . . .”  Id. at 554.  

[c] Other Claim-Specific Exceptions  

A third exception excludes from SLUSA claims brought by a State, a political 
subdivision thereof, or a State pension plan on its own behalf, or as a member of a class 
comprised solely of other States, political subdivisions, or State pension plans.  15 U.S.C.  
§ 78bb(f)(3)(B).  A fourth exception excludes from SLUSA claims that seek to enforce a 
contractual agreement between an issuer and an indenture trustee 15 U.S.C. § 78bb(f)(3)(C). 

[4] Developments in the Application of SLUSA 

In light of the powerful preclusive effects of SLUSA, it comes as no surprise that 
enterprising plaintiffs’ counsel have gone to considerable lengths to avert preclusion by careful 
avoidance in pleadings of language tripping the statutory triggers to SLUSA’s application ― 
most obviously the words “misrepresentation,” “omission,” or “untrue statement.”  Indeed, it has 
become increasingly common for plaintiffs anxious to avoid SLUSA preclusion to take the 
unorthodox step of including in complaints an express, affirmative disclaimer of any intention to 
assert a claim based upon misrepresentations, omissions, or fraud.  These efforts largely have 
been unsuccessful; if anything, the lengths to which some plaintiffs have gone to camouflage 
explicit or implicit allegations of misrepresentation and to deny any intent to assert fraud have 
been counterproductive in that they have served only to betray the pleader’s surreptitious 
motives. 

Segal v. Fifth Third Bank, 581 F.3d 305 (6th Cir. 2009), is prototypical of the decisions 
rejecting efforts to avoid SLUSA preclusion by a pleading disclaimer.  In Segal the Sixth Circuit 
held that a complaint alleging breach of contract and breach of fiduciary duty arising from a 
bank’s investment of trust account assets in the bank’s proprietary mutual funds was precluded 
by SLUSA even though the complaint pleaded that “[n]one of the causes of action stated herein 
are based upon any misrepresentations or failure to disclose . . . .”  The Court observed that a 
plaintiff cannot “elude SLUSA’s prohibitions by editing out covered words” or “using artful 
pleading that removes the covered words from the complaint but leaves in the covered concepts.”  
Id. at 310-11.  The Court added that “a claimant does not have the . . . authority to disclaim the 
applicability of SLUSA to a complaint.”  Id. at 311.   

A number of other recent decisions reach the same conclusion.  Kurz v. Fidelity Mgmt. & 
Research Co., No. 07-cv-709, 2008 WL 2397582, *3 (S.D. Ill. June 10, 2008), aff’d, 556 F.3d 
639 (7th Cir. 2009) (complaint alleging breach of best execution provision in confirmation 

                                                                                                                                                             

[of] whether the corporations issued nationally traded securities,” and concluding that “the term ‘the issuer’ in the 
Delaware carve-out …refer[s] to the corporation that is the issuer of the securities described in the Delaware carve-
out, rather than being limited to an issuer of a ‘covered security’ defined in 15 U.S.C. § 77p(f)(3)”).   
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agreements with brokers  that “scrupulously avoid[ed]” the words fraud, misrepresentation, or 
omission and specifically disclaimed any such allegations was precluded by SLUSA); Daniels v. 
Morgan Asset Mgmt., Inc., 743 F. Supp. 2d 730, 737 (W.D. Tenn. 2010) (in an action alleging 
breach of contract and breach of fiduciary duty against trustees and investment adviser, the court 
disregarded an express disclaimer of any claim based on an “untrue statement or omission of 
material fact in connection with the purchase, sale, or retention of a security”); Bourrienne v. 
Calamos, 2011 WL 3421559, *6 (N.D. Ill. 2011) (“Had Plaintiff attempted to rely on this 
disclaimer, the Court would have given it little consideration since the applicability of SLUSA 
turns on the substance rather than the form of a claim”).  Most recently, the Seventh Circuit 
affirmed the dismissal of a complaint asserting claims against a closed-end fund, its board and 
adviser for alleged breach of fiduciary duty, aiding and abetting breach of fiduciary duty and 
unjust enrichment arising from the fund’s redemption of auction rate securities, notwithstanding 
an allegation that “[p]laintiff does not assert by this action any claim arising from a misstatement 
or omission . . . nor does plaintiff allege that Defendants engaged in fraud in connection with the 
purchase or sale of a security.”  Brown, 664 F.3d at 126-27. The Court observed that the 
complaint was “interpreted most naturally as alleging a misrepresentation” and at least implicitly 
alleged an omission, as well.  Id.  

[a] Statements Allegedly True When Made 

The question has arisen in the case law whether the requirements of SLUSA are met 
when a complaint contains allegations attributing to the defendant statements that were true 
when made, but which later become untrue.  The Northern District of California was confronted 
with this question in Smit v. Charles Schwab & Co., Inc., No 10-cv-03971, 2011 WL 846697 
(N.D. Cal. March 8, 2011).  In Smit, the plaintiff alleged that a fund deviated from its stated 
investment objectives and that the deviation resulted in investment losses.  The plaintiff argued 
that the defendants’ statements concerning the fund’s investment objectives were true at the time 
they were made, and that the complaint therefore did not allege a misrepresentation within the 
meaning of SLUSA.  The district court disagreed, focusing instead upon the alleged later untruth 
of the statement: 

Plaintiff argues that the statements from the. . .[complaint]. . .are 
not properly characterized as misrepresentations, because they 
were generally true at the time they were made, and only became 
false or misleading after the beginning of the class period.  Plaintiff 
criticizes defendants for relying on ‘statements that were true when 
made, but became incorrect years later.’ However, this does not 
remove the claims from SLUSA’s scope. Even though Plaintiff 
alleges the statements were true at some point, the class definition 
starts the clock for the class claims on May 31, 2007, at the 
moment Plaintiff alleges the statements became untrue.   

Id. at *6.  The court went on to reject the plaintiff’s further argument based on the requirement of 
Rule 10b-5 that a statement must be known to be untrue at the time it is made, noting decisions 
holding that scienter is not necessary to SLUSA preclusion. Id. at *7-8.  Accord Brown v. 
Calamos, 777 F. Supp. 2d 1128, 1132 (N.D. Ill. Mar 14, 2011), aff’d, 664 F.3d 123 (even if court 
accepted plaintiff’s “cleverly wrought argument” that alleged statements were true at the time 
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they were made, according to other allegations in the complaint the “‘truth’ the statements may 
once have had” later “evaporated”).   

[b] Statements Allegedly Not “Necessary” to the Plaintiff’s Claim 

Plaintiffs in cases in which a pleading has been challenged under SLUSA frequently have 
sought to escape preclusion by contending that allegations amounting to fraud, 
misrepresentation, or the omission of material facts are not necessary to the state law claims 
asserted, and should be disregarded for purposes of SLUSA.  Such arguments occasionally have 
succeeded in the lower courts, generally in decisions rendered relatively early in the case law 
development under SLUSA.  The archetype of such decisions is a pre-Dabit decision, Xpedior 
Creditor Trust v. Credit Suisse First Boston (USA) Inc., 341 F. Supp.2d 258, 268 (S.D.N.Y. 
2004), in which the Southern District of New York stated that “the question [under SLUSA] is 
whether a material misstatement or omission in connection with the purchase or sale of a covered 
security is a necessary component of the claim.”  According to the Xpedior court, “[s]imply 
because the operative facts of a complaint can give rise to a claim of fraud does not mean that the 
complaint must be read as alleging fraud.”  Id.  Under this view, only claims which require 
misrepresentation or omission as a “necessary element” of the cause of action or that “sound in 
fraud” in the sense that fraud is an “integral part of the conduct giving rise to the claim” are 
barred.  Id. at 266, 269.51 

Although the “necessary component test,” or its functional equivalent, found some 
success in the lower courts, it has been rejected in decisions of several Courts of Appeals. 
Rowinski, 398 F.3d at 300 (where alleged misrepresentations in research reports were a “factual 
predicate” of state law claims for breach of contract, unjust enrichment and consumer protection 
violations, claims were precluded even though misrepresentation was “not an essential legal 
element” of claims);52 Segal, 581 F.3d at 312 (SLUSA’s provisions “do not speak to ‘material,’ 
‘dependent,’ or ‘extraneous’ allegations; they speak to covered allegations”); see also Anderson 
v. Merrill Lynch Pierce Fenner & Smith, 521 F.3d 1278, 1285-88 (10th Cir. 2008) (rejecting 
argument that SLUSA precludes only state law claims that are “virtually identical” to a federal 
securities claim and which require “essential elements” of scienter and reliance, collecting cases 

                                                 
51  The Second Circuit has never cited the decision in Xpedior, but has cited the decision of the Third Circuit in 
Rowinski v. Salomon Smith Barney, Inc., 398 F.3d 294 (3d Cir. 2005), for the proposition, antithetical to Xpedior, 
that “SLUSA preempts claims which allege a material misrepresentation or omission in connection with the 
purchase or sale of securities whether or not that allegation is an element of or otherwise necessary to the putative 
state claim.”  Gray v. Seaboard Securities, Inc., 126 Fed. Appx. 14, 16 (2d Cir. 2005) (emphasis supplied).  
Although Gray is an unpublished summary order rendered prior to January 1, 2007, and thus may not be cited in the 
Second Circuit pursuant to Local Rule 32.1 of that Court, the Southern District of New York has observed, while 
citing Gray for another proposition, that unpublished Second Circuit opinions are “highly persuasive, at least as 
worthy of citation as law review student notes, and eminently predictive of how the Court would in fact decide a 
future case such as this one.”  LaSala v. UBS, AG, 510 F. Supp. 2d 213, 241 n.15 (S.D.N.Y. 2007) (internal citation 
omitted). 
52  A subsequent decision of the Third Circuit, LaSala v. Bordier et Cie, 519 F.3d 121 (3d Cir. 2008), contains 
dicta elaborating on that Court’s prior ruling in Rowinski.  LaSala explains that Rowinski does not stand for the 
proposition that any time a misrepresentation is alleged, the misrepresentation requirement of SLUSA automatically 
is satisfied.  The LaSala Court distinguished between explicit or implicit allegations of misrepresentation which 
constitute a factual predicate of a claim, rendering it precluded by SLUSA, and allegations of misrepresentation 
which are merely “an extraneous detail,” and which do not require dismissal.  519 F.3d at 141. 
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rejecting similar arguments, and concluding that notwithstanding plaintiffs’ reliance on Xpedior, 
“the weight of authority is overwhelmingly against them”). 

The Sixth Circuit recently revisited this question in Atkinson v. Morgan Asset Mgmt., 
Inc., 658 F.3d 549 (6th Cir. 2011).  In Atkinson, shareholders in open-end mutual funds brought 
suit against the funds’ advisers, officers, directors and others, claiming, among other things, that 
the funds were not managed in accordance with their stated investment objectives and that the 
funds’ focus on investments in collateralized debt obligations was not adequately disclosed to 
investors.  The plaintiffs asserted state law claims for breach of fiduciary duty, negligence and 
negligent misrepresentation, as well as claims for breach of contract and violations of the 
Maryland Securities Act. 

The district court dismissed the complaint with prejudice pursuant to SLUSA, and the 
Sixth Circuit affirmed.  The Court of Appeals initially rejected the plaintiffs’ contention that 
their claims came within the Delaware carve-out.53  Atkinson, 658 F.3d at 553-54.  The Court 
went on to reject the plaintiffs’ additional argument, under Xpedior, that SLUSA bars only those 
claims that require fraud as a necessary element of the cause of action and does not preclude 
claims where allegations of fraud merely constitute “background information” (as the plaintiffs 
claimed was true of their complaint).  In Atkinson, citing its own prior decision in Segal, the 
Sixth Circuit concluded: 

SLUSA precludes Plaintiffs’ claims because they include 
allegations of misrepresentations and omissions, ‘pure and simple.’ 
. . . That the claims did not ‘depend’ on these allegations is 
inapposite as is Plaintiffs’ ‘artful’ disclaimer. 

658 F.3d at 555 (internal citations omitted). 

Shortly after the Sixth Circuit’s decision in Atkinson, the Seventh Circuit took up the 
question of the scope of SLUSA preclusion in Brown.  The plaintiff in Brown purported to sue in 
Illinois State Court on behalf of a putative class of beneficial owners of common shares in a 
closed-end fund.  He claimed that the fund had publicly represented, inter alia, that investors in 
the fund would “indefinitely” enjoy the benefits of investment leverage provided by auction 
market preferred shares (“AMPS”) issued by the fund, but that the fund instead redeemed the 
AMPS following the collapse of the auction market in which AMPS had been traded, ostensibly 
for improper reasons.  The redemption was alleged to have deprived common shareholders of the 
benefits of an investment in the fund, “defeated a significant feature of the investment rationale 
for the common shareholders,” and caused a decline in the value of the fund’s common shares.  
The complaint purported to plead claims against the fund’s trustees for breach of fiduciary duty, 
and against the fund and its adviser for aiding and abetting breach of fiduciary duty and unjust 
enrichment. 

The defendants removed the case pursuant to SLUSA and moved to dismiss the action as 
precluded.  The plaintiff responded with a motion to remand, contending that SLUSA had no 
                                                 
53  Even though the Court found that the plaintiffs’ claims did not “involve” the purchase or sale of securities 
within the meaning of the Delaware carve-out, it concluded that their claims nonetheless met SLUSA’s “in 
connection with” requirement in light of the Supreme Court’s ruling in Dabit.  Atkinson, 658 F.3d at 555. 
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application to his complaint because it made no express allegation of any untrue statement or 
omission, and specifically invoking an allegation in the complaint that “Plaintiff does not assert 
by this action any claim arising from a misstatement or omission in connection with the purchase 
or sale of a security, nor does Plaintiff allege that Defendants engaged in fraud in connection 
with the purchase or sale of a security.”  In his motion to remand, Brown sought to characterize 
the complaint’s allegations regarding the fund’s ostensible public pronouncements as “simply 
statements of information made publicly by the Fund, and additional information regarding the 
nature of leverage.” 

The district court found that Brown’s claims “plainly include [SLUSA’s] . . . ‘covered 
concepts,’ alleging both misrepresentations (that the AMPS were ‘perpetual’) and omissions 
(defendants’ undisclosed conflict of interest).”  Brown, 777 F. Supp. 2d at 1132.  It therefore 
denied Brown’s motion to remand and granted the defendants’ motion to dismiss under SLUSA.  
Id. 

The Seventh Circuit affirmed, in a decision authored by Circuit Judge Richard Posner.  
The Court had no difficulty concluding that the complaint satisfied SLUSA’s “misrepresentation 
or omission” requirement, notwithstanding the plaintiff’s strategic avoidance of those terms in 
his complaint and his purported pleading disclaimer of any allegation that the defendants had 
engaged in fraud in connection with the purchase or sale of a security.  Brown v. Calamos, 664 
F.3d 123 (7th Cir. 2011).  The Court found that the complaint’s allegations regarding the fund’s 
asserted public statements were “interpreted most naturally as alleging a misrepresentation. . . 
that the AMPS would never be redeemed,” and that “a reasonable jury might find that. . .[the 
complaint]. . .insinuated that a significant benefit of investing in the fund was that the investor 
would obtain leverage indefinitely because the AMPS had no maturity date.”  Id. at 126-27.  The 
Court also concluded that the complaint at least implicitly alleged a failure to disclose a 
supposed conflict of interest (i.e., a failure to disclose that the fund might redeem AMPS for the 
ostensibly improper purposes alleged by Brown). 

The Court then turned to the question of whether the presence of these allegations was 
sufficient to require dismissal with prejudice under SLUSA, notwithstanding the plaintiff’s 
contention on appeal that allegations of fraud were not necessary to his claim.  Noting variation 
in the formulations employed by the Third and Sixth Circuits in their approaches to this issue, 
the Seventh Circuit found it unnecessary, in the circumstances of the case before it, to choose 
between them.  It held that the plaintiff “must lose even under a looser approach than the Sixth 
Circuit’s,” which the Court called a “literalist approach,” as well as one “close to the Third 
Circuit’s [in LaSala]” under which “suit is barred by SLUSA only if the allegations of the 
complaint make it likely that an issue of fraud will arise in the course of the litigation ― as in 
this case.”  The Court explained that absent allegations of misrepresentation, the breach of 
fiduciary claim asserted in the complaint “might not be plausible,” such that the plaintiff’s fraud 
allegations “may be central to the case” and “difficult and maybe impossible to disentangle from 
the charge of breach of the duty of loyalty. . . .”  Id. at 129-30 (citing, inter alia, LaSala v. 
Bordier et Cie, 519 F.3d 121, 126, 129-30 (3d Cir. 2008)).  Without such allegations, a breach of 
fiduciary duty claim “would have to be brought as a derivative action” ― a form of action that 
the plaintiff had chosen not to pursue (perhaps because “plaintiff’s counsel feared losing control 
over it” due to the demand requirement) and which, the Court strongly implied, would have 
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lacked merit.54  Brown, 664 F.3d at 129.  Thus, the complaint was barred by SLUSA “under any 
reasonable standard.”  Id. at 130. 

The plaintiff in the Calamos case has requested and obtained two extensions of time (the 
latest until March 23, 2012) within which to petition the Supreme Court for a writ of certiorari in 
the case.  The applications preview the position the plaintiff intends to argue in the petition, 
asserting that the case purportedly “presents an acknowledged four-way circuit conflict over the 
scope of SLUSA” and “a question of significant importance, given the flood of litigation relating 
to the after-effects of the financial crisis, and the federalism implications of accepting an 
expansive view of SLUSA’s preemption provisions.” 

[c] How Far Does SLUSA Preclusion Extend? 

As discussed above, SLUSA expressly provides that “no covered class action” alleging a 
misrepresentation or omission of a material fact in connection with the purchase or sale of a 
covered security may be maintained in state or federal court.  The term “covered class action,” in 
turn, is defined to include both “single lawsuit[s]” and any “group of lawsuits” that meet certain 
criteria.  It would appear from SLUSA’s reference to the removal and dismissal of “covered class 
action[s],” and the definition of that term, that the statute applies to entire “actions” and not 
merely to individual claims alleging misrepresentations or omissions included in a complaint 
along with other claims which do not incorporate such allegations.  15 U.S.C. §78bb(f)(1), (2) 
(emphasis supplied).  The Third Circuit acknowledged as much in its 2009 decision in In re Lord 
Abbett Mut. Funds Fee Litig., 553 F.3d 248, 254-55 (3d Cir. 2009) (observing that SLUSA’s 
mandate that “no . . . action” may be maintained, and the references in its definition of “covered 
class action” to “lawsuit[s]” and any “group of lawsuits,” “indeed suggest that SLUSA intends 
that entire actions, as opposed to particular claims, should fail”).  Yet the Lord Abbett court 
reached precisely the opposite conclusion.   

In Lord Abbett, shareholders of mutual funds brought a putative class action complaint 
asserting violations of both state and federal law, including Sections 36(b) and 48(a) of the ICA.  
Id. at 249.  The district court dismissed the state law claims pursuant to SLUSA, and dismissed 
the plaintiffs’ federal causes of action for failure to state a claim.55  Id. at 250.  Thereafter, the 
plaintiffs filed an amended complaint asserting only derivative claims under Sections 36(b) and 
48(a).  The defendants moved to dismiss the amended complaint on the ground that the action 
was precluded in its entirety by SLUSA.  The district court agreed, and dismissed the case with 
prejudice.  Id.  In doing so, the district court noted that the language of SLUSA “clearly 

                                                 
54  The Court noted that the fund’s board had more than the percentage of independent directors required by the 
ICA and that the board’s responsibility to the fund family of which the fund was a part “may require the board to 
make tradeoffs to the disadvantage of investors in one of the funds for the sake of the welfare of the family as a 
whole.”  Id. at 130.  It also rejected the notion that an alleged financial incentive to increase the size of the fund 
family could constitute a breach of duty, stating that “the fact that management profits from an increase in the size of 
its enterprise is not a breach of its duty of loyalty to shareholders.”  Id.  
55  The district court dismissed the plaintiffs’ federal claims on the ground that a claim for violation of Section 
36(b) (which was the basis for plaintiffs’ claim under Section 48(a)) may be asserted only derivatively, and will not 
support a direct action.  The dismissal of the plaintiffs’ federal claims was without prejudice. 
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supports” the proposition that if any claims alleged in a covered class action are preempted, the 
entire action must be dismissed.56  

The Third Circuit reversed, holding (notwithstanding dicta in its own prior decision in 
Rowinski) that “SLUSA does not mandate dismissal of an action in its entirety where the action 
includes only some pre-empted claims.”  Lord Abbett, 553 F.3d at 255-56.  The Court observed 
that “the word ‘action’ is modified [in SLUSA] by the phrase ‘based upon the statutory or 
common law of any State,’” from which the Court reasoned that SLUSA “does not refer to 
actions, such as this one, based in part on state law.”  Id. at 255.  The Court added that it found 
nothing in the legislative history of SLUSA suggesting that Congress “intended SLUSA to have . 
. . a punitive effect.”  Id.  The Lord Abbett decision finds some, albeit questionable, support in 
the earlier decision of the Second Circuit in Dabit, subsequently vacated by the Supreme Court.  
Dabit v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 395 F.3d 25, 47 (2d Cir. 2005) (stating that 
SLUSA “might be read to suggest that where a single complaint contains claims that include 
allegations triggering preemption and other claims that do not, SLUSA prohibits maintenance of 
the entire action” but declining “to read SLUSA as such an imprecise instrument”), vacated on 
other grounds by 547 U.S. 71 (2006).  However, the decision rests upon a strained construction 
of SLUSA (one which also does not square with the distinction between “actions” and “claims” 
in federal civil procedure), and it remains to be seen whether it will be followed uniformly by the 
courts.57  The Sixth Circuit, at least, has suggested, without deciding, that it will not.  Atkinson v. 
Morgan Asset Mgmt, Inc., 658 F.3d 549, 555-56 (6th Cir. 2011).  Other courts have followed the 
decision.  See Proctor v. Vishay Intertechnology Inc., 584 F.3d 1208, 1226-27 (9th Cir. 2009) 
(citing In re Lord Abbett, 553 F.3d at 255-56); Beckett v. Mellon Investor Servs. LLC, 329 Fed. 
Appx. 721, 723 (9th Cir. 2009) (citing In re Lord Abbett, 553 F.3d at 257). 

It should be noted that there is a degree of ambiguity in the holding of In re Lord Abbett.  
The precise issue presented in the case was whether SLUSA required the dismissal of plaintiffs’ 
entire action, including their federal claims, where each of their state law claims was precluded 
by SLUSA, and its conclusion that it did not was grounded on the fact that the case was based 
only “in part” on state law.  The facts of the case therefore did not squarely present the issue 
whether SLUSA requires the dismissal in its entirety of an action asserting only state law claims, 
some within the scope of SLUSA and some not.  Moreover, the Lord Abbett decision contains 
two different statements of the Court’s holding, which appear to answer this question differently 
— or at least ambiguously.58  As a practical matter, this is an issue that does not frequently arise, 

                                                 
56  In re Lord Abbett Mut. Funds Fee Litig., 463 F. Supp. 2d 505, 513-14 (D.N.J. 2006) (citing Rowinski v. 
Salomon Smith Barney Inc., 398 F.3d 294, 305 (3d Cir. 2005)). 
57  Among other things, the Third Circuit’s decision creates an anomaly in the operation of the removal and 
dismissal provisions of SLUSA, which appear in the same section of the statute and rest upon the same definitions.  
Removal of “[a]ny covered class action” necessarily contemplates removal of the “action” in its entirety, yet under 
Lord Abbett the same “action” must be fractionated for preclusion purposes. 
58  Compare the following two statements of the Court’s holding: 

“We hold therefore that SLUSA does not mandate dismissal of an action in its 
entirety where the action includes only some pre-empted claims.”  Lord Abbett, 
553 F.3d at 255-56. 
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since plaintiffs tend to incorporate by reference all factual allegations in all counts of a 
complaint, thereby injecting any allegations of misrepresentation or omission into each count and 
infecting each with the same virus.  See, e.g., Anderson v. Merrill Lynch Pierce Fenner & Smith, 
521 F.3d 1278, 1288, n.6 (10th Cir. 2008) (finding it unnecessary to decide whether SLUSA 
would permit the dismissal of certain claims and the remand of others because “Plaintiffs have 
incorporated their general allegations into each of their substantive counts . . . [under state 
law] . . . so SLUSA precludes all of Plaintiffs’ claims individually”). 

Another question concerning the scope of SLUSA preclusion that has arisen is whether a 
plaintiff in a case subject to SLUSA preclusion may amend his or her complaint to eliminate the 
allegations triggering SLUSA’s application.  In Stoody-Broser v. Bank of Am., 442 Fed. Appx. 
247 (9th Cir. 2011), the Ninth Circuit affirmed the dismissal of a complaint under SLUSA, but 
remanded with instructions to grant the plaintiff leave to amend her complaint.  The Court agreed 
that the complaint (brought by a trust beneficiary, and claiming deceptive practices in connection 
with the trustees’ investment in proprietary mutual funds) was precluded by SLUSA, but was not 
“convinced” that the complaint “could not be saved by any amendment.”  Id. at 248 (internal 
citation omitted).  Although the Court declined to hold that “the removal or the addition of any 
specific allegation will necessarily avoid preclusion of the breach of fiduciary duty claim in this 
case,” it offered the plaintiff guidance, asserting that “a complaint may allege a violation of a 
trust administrator’s fiduciary duty . . . even where that violation involves trading in covered 
securities so long as the complaint does not allege, either expressly or implicitly, 
misrepresentations, omissions, or fraudulent practices coincidental to the violation.”  Id. at 249. 

The Sixth Circuit recently addressed the possibility of an amendment to claims otherwise 
precluded by SLUSA, affirming the dismissal with prejudice of an action brought on behalf of 
fund shareholders. Atkinson, 658 F.3d at 556.  The district court had found that any effort at 
amendment would be futile because allegations of deceitful activity were interwoven throughout 
the plaintiffs’ claims.  Atkinson v. Morgan Asset Management, Inc., 664 F. Supp. 2d 898, 907 
(W.D. Tenn. 2009).  The Sixth Circuit agreed that “fraud-based concepts invade each of 
Plaintiffs’ claims, making efforts at artful amendment futile.”  658 F.3d at 556.  It also rejected 
the plaintiffs’ suggestion that they should be allowed to (in the Sixth Circuit’s words) “dodge” 
SLUSA preclusion by “shaving their class to less than fifty plaintiffs” so as to take the case 
outside SLUSA’s definition of a “covered class action.”  Id.  The Court observed that if a 
plaintiff could avoid SLUSA preclusion in this manner, “dismissal with prejudice . . . [would 
never be] . . . permitted in SLUSA cases because a class could always amend to sufficiently limit 
its numbers.  This is not how SLUSA works.”  Id.59 

                                                                                                                                                             

“We hold simply that any valid federal claims pled in the same action — claims 
that, if brought independently, would clearly fall outside of SLUSA’s pre-
emptive scope — need not be dismissed.”  Id. at 256. 

59  Other courts that have considered the issue of whether amendment is permitted under SLUSA have not 
allowed a plaintiff class to amend its way around a SLUSA dismissal, at least where the amended complaint, “fairly 
read,” still contains allegations of fraud or deception involving a covered security. See Dudek v. Prudential Sec., 
Inc., 295 F.3d 875, 879-80 (8th Cir. 2002) (omission of certain fraud allegations previously pled in a different case 
did not save complaint from SLUSA dismissal); Behlen v. Merrill Lynch, 311 F.3d 1087, 1095-96 (11th Cir. 2002) 
(dismissing claims under SLUSA despite attempt to remove federal claims by amendment).  But see U.S. Mortg., 
Inc. v. Saxton, 494 F.3d 833, 843 (9th Cir. 2007) (“In light of the statutory silence on the issue in SLUSA, the 
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In its recent opinion in Brown, the Seventh Circuit also had occasion to discuss the 
possibility of amendment to a SLUSA-precluded complaint.  The Court noted the Ninth Circuit’s 
decision in Stoody-Broser, permitting a plaintiff to file an amended complaint in an attempt to 
avoid SLUSA preclusion, and expressed “doubt[ ] about this approach” due to the risk that a 
plaintiff, once freed from SLUSA preclusion, “might be allowed by a state court to reinsert fraud 
allegations in the course of a litigation . . . and press them at trial.”  664 F.3d at 127.  Although 
the issue of amendment was not before the Court of Appeals in Brown (the plaintiff had not 
asked either the district court or the Court of Appeals for an opportunity to amend), the Seventh 
Circuit observed that allowing amendment to circumvent SLUSA would be contrary to the forum 
manipulation rule60 and, in any event, would not be credible in light of the centrality of the 
plaintiff’s fraud allegations to his claims. 
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existence of competing policy rationales, and the fact that the granting or denial of leave to amend is ordinarily a 
matter left to the discretion of the district court, we hold that SLUSA does not prohibit amendment of the complaint 
after removal”). 
60  The “forum manipulation” rule, recognized in Rockwell Int’l Corp. v. United States, 549 U.S. 457, 474 n.6 
(2007), and applied by the Seventh Circuit in Townsquare Media, Inc. v. Brill, 652 F.3d 767 (7th Cir. 2011), posits 
that if a case has been removed to federal court, and the defendant opposes the remand, the plaintiff may not  amend 
its complaint by abandoning the federal claim in order to “deprive the defendant of the opportunity to defend the 
remaining claims in the court that obtained jurisdiction of the case on the defendant’s initiative.”  Townsquare, 652 
F.3d at 773. 
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