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Introduction
Federal judges cannot – within the bounds of judicial etiquette – call upon the Supreme Court to overturn the ruling of a colleague.  But they certainly can attract the justices’ attention.  When Judge Richard Posner recently published a passionate critique of a fellow jurist’s opinion in which he emphasized “the creation of a circuit split, the importance of the issue . . . , and the one-sided character of the panel’s analysis,”
 he came as close to demanding reversal as one is ever likely to read in the Federal Reporter.  Posner’s displeasure was particularly remarkable because the author whose “economic analysis” he found “ripe for reexamination”
 was none other than Chief Judge Frank Easterbrook.  So public a contretemps between two such renowned jurists may well explain why the Supreme Court answered Posner’s call by granting certiorari
 in what has become a remarkably well-timed case whose central quarrel concerns the degree to which the judiciary may, or indeed must, defer to market forces.  With the involvement of the Supreme Court, what debuted as an important appellate case now appears destined for a permanent position within the canon of corporate law.

For decades, Easterbrook and Posner have collaborated famously
 on a likeminded exposition of the economic analysis of law in their roles both as brethren on the Seventh Circuit 
 and as fellow faculty members at the University of Chicago Law School.
  Precisely because of this philosophical kinship, some of their most notable scholarly contributions have emerged from their public disagreements – such as their dueling opinions in Jordan v. Duff & Phelps
 – which now anchor the corporate law curriculum.

So when, in Jones v. Harris Associates L.P.,
 Posner published a cutting dissent to the denial of rehearing Easterbrook’s case en banc, scholars, practitioners, and regulators inclined closely to attend to the dispute that estranged these erstwhile intellectual allies
 and attracted the interest of the Supreme Court.
  Indeed, academic authors have already excerpted the 2008 appellate decision in corporate and securities law casebooks.
  No doubt the Supreme Court opinion will command even greater attention, scrutiny, and textbook pages.

At the heart of the matter lies a philosophical divergence between Easterbrook and Posner over a massive, critical, yet academically slighted subject: the dysfunctional system through which almost one hundred million Americans attempt to save trillions of dollars for their retirement.
  The Supreme Court’s ruling will not only resolve the intricate fiduciary and doctrinal issues of this dispute but also have profound implications upon several major theoretical debates in contemporary American jurisprudence: the clash of classical versus behavioral economic approaches; the judicial capacity to evaluate increasingly sophisticated econometric analyses of financial systems; and the determination of the legal constraints – if any – upon executive compensation decisions.


The specific issue in Jones v. Harris is whether an investment advisor breached its congressionally imposed fiduciary duty
 to investors by charging excessive fees to manage those investors’ savings.  With ninety-two million Americans investing more than seventeen trillion dollars in retirement and investment funds
 and paying almost one hundred billion dollars a year in fees to do so,
 the practical implications of this decision are going to be enormous and will reach directly into American households.  The Supreme Court’s ruling could save investors – or, alternatively, reward investment advisors – tens of billions of dollars a year in expenses and even greater amounts in future compounded returns.  Few judicial disputes possess the potential for such a direct pecuniary impact upon such a massive swath of ordinary citizens.  Fewer still demand the attention of the nation’s highest court at a historic moment of systemic financial crisis.

In this Article, I advance a positive account of the economic and legal context of this dispute and then argue normatively for a behavioral approach to its resolution.  Because of the unique structure and history of the personal investment industry in the United States, the architecture of this segment of the economy is singularly bereft of beneficial market forces and thus vulnerable to significant fiduciary distortions.  The ultimate judicial resolution of this dispute must take full account of the behavioral constraints upon individual investors and their advisors to avoid nullifying a federal statute with a credulous and detrimental embrace of laissez-faire panaceas.


As a liminal matter, the very anatomy of the investment fund industry is devoid of the most important mechanisms necessary to ensure effective corporate governance.
  Unlike typical operating companies, which themselves have come under heavy scrutiny in the wake of the current financial crisis, mutual funds enjoy no market for corporate control, no conflict-assuaging system of managerial compensation, and no capacity for discipline by short selling.
  Indeed, a 1970 Senate report accompanying the implementation of the fiduciary duty designed to compensate for these structural voids expressly described the relationship between investment advisors and their mutual funds as “incestuous” and uncompetitive.

Uncritical assumptions about the efficacy of market competition would be ill-timed in any industry today but are particularly so in one that has spent the past several years badly stumbling.
  In 2003, state and federal regulators unleashed scores of investigations into investment advisors whom they accused of mismanaging clients’ funds.  These efforts recouped billions of dollars in settlement fees and continue to this day.
  During the recent market collapse, investors with dangerously undiversified and misallocated investment portfolios have lost more than two-and-a-half trillion dollars from their retirement funds.

To summarize, in significant portions of the U.S. retirement savings industry, the professionally incompetent appear to have routinely overcharged the financially unsophisticated.

The Easterbrook-Posner debate encapsulated in Jones v. Harris provides an excellent and timely opportunity to conduct a comprehensive theoretical and doctrinal evaluation of judicial contours of the U.S. savings industry.  The case brings into conflict two of the leading economic and legal theories of our day.  Easterbrook’s panel opinion represents a classical law-and-economics analysis that assumes a well-functioning market for investment advice, ignores possibly irrational investor behavior, and concludes with a call for greater deregulation of the industry.
  Posner responded in his dissent with a behavioralist approach that focuses upon market failures, calls attention to systemic distortions of incentives, and implicitly countenances a role for regulatory intervention.

During the few months between the publication of these two opinions, Americans witnessed the profound collapse of certain financial instruments
 and a concomitant fissure of faith in orthodox economic theory.
  The stress that recent market failures have placed upon legal theories emphasizing deregulation and unchecked economics has prompted scholars to inquire whether we are witnessing what Brian Tamanaha has called the “receding tide of law and economics.”
  

While such a requiem may be premature, recent events have energized the field of behavioral economics, which attempts to take account of the “predictably irrational”
 ways in which market participants often behave.
  In Jones v. Harris, the Supreme Court will enjoy the ideal judicial opportunity to opine upon these competing strains of economic analysis by endorsing one or the other as a mode for deciding whether the market alone can satisfy the fiduciary obligations imposed upon financial advisors in their management of investors’ monies.  In light of the remarkable recent market events, the timing of this litigation could not be more fortuitous for examining the assumptions and bases of economic legal analysis.

As a harbinger, and perhaps a guide, for the Supreme Court, the Eighth Circuit recently handed down a remarkable opinion that grasped this timely opportunity.
  In the first judicial ruling upon the question of excessive fees since the Supreme Court granted certiorari in Jones, the Eighth Circuit emphatically disagreed with Easterbrook’s reasoning, enthusiastically endorsed Posner’s argument, and provided what I argue should serve as a template for the Supreme Court’s ultimate decision in Jones.
  In Gallus v. Ameriprise, a case with facts materially identical to those in Jones, the Eighth Circuit chose not to stay its decision pending Jones but instead to make itself heard in this debate by issuing the first-ever decision in favor of a plaintiff in an excessive fees case.
  The Gallus opinion demonstrates that the judiciary has begun to balance crudely unbounded economics by reflecting the broader academic and popular
 skepticism.


One approach the courts have begun to consider follows the behavioral theory of Cass Sunstein, who has suggested that real-world obstacles may justify departing from a posture of strict laissez-faire and instead militate in favor of mild “libertarian paternalism” to achieve socially beneficial outcomes.
  Congress recently enacted a very modest example of such a “nudge” in investment policy when – by relaxing pension regulations – it changed the default in savings accounts from requiring uninvested retirement contributions to be held in cash to permitting those funds to be held invested in broad-based, low-cost funds.
  The behavioral approach thus affords protection to real-world investors who have neither the time nor the expertise to make the prudent investment decisions assumed of them by the rational actor model of classical law and economics.  The courts, too, can enhance the savings industry by endorsing a jurisprudential regime that takes greater and more reasonable account of the actual constraints on rational investor behavior and the painfully learned lessons borne of an uncurious reverence for limitless markets.

In Part I of this Article, I discuss structural limitations unique to the savings industry, the resulting disproportionate reliance upon exit in this context, and the ways in which foibles of both investment advisors and investors undermine the efficacy of exit as a solitary bulwark for effective governance in these investment funds.

In Part II, I examine the competing doctrinal approaches of the appellate opinions in Jones v. Harris and Gallus v. Ameriprise as modes for explicating the dueling theories that currently dominate corporate and securities regulation broadly and the retirement savings field more specifically.  


In Part III, I advance a new, behavioral approach for resolving the current controversy. I also explore the practical and theoretical implications that will flow from the Supreme Court’s ruling in Jones v. Harris, including the Court’s possible contributions to debates concerning classical versus behavioral economic approaches, the judicial capacity to evaluate increasingly sophisticated econometric analyses of financial systems, and the determination of the legal constraints upon executive compensation decisions.

I. The State of our Savings

Even after the dramatic collapse of large and sophisticated sectors of the U.S. and global economies, commentators continue to assume that the investment industry nevertheless remains healthy and competitive.
  For courts that must evaluate claims that investment advisors have violated congressionally imposed fiduciary duties – such as Section 36(b) of the Investment Company Act – these assumptions merely obfuscate the true complexity of the structure and governance of the investment industry.


Champions of the industry, like Easterbrook,
 simply point to the sheer number of investment funds and the size of the industry as conclusive indicia of its health,
 ignoring the fact that similar averments were recently made – and even more recently debunked – with respect to the residential lending industry and the market for credit derivatives.  A related, if somewhat contradictory, objection protests that detractors can quibble with any market, since none is perfect.


Such unexamined assumptions make little sense today in any economic segment, but they are particularly inapposite to a retail investment industry that, first, is structurally different and far more vulnerable than business segments involving typical corporations and, second, has so recently demonstrated such manifestly deleterious behavior on the part of its two most important constituencies: advisors and investors.

A. Structure and Governance


The primary vehicles through which U.S. investors save for retirement are mutual funds, which currently hold more than ten trillion dollars in shareholder assets.
  Any attempt to understand and assess the investment industry must begin with an appreciation for the profound structural differences that exist between mutual funds and typical corporations.
  These dissimilarities produce material differences between the governance regimes of mutual funds and those of the more widely studied and understood corporations.  These architectural idiosyncrasies also explain why market forces alone may often be insufficient to guarantee competitive advisory fees.  Indeed, they motivated Congress to revise the Investment Company Act in 1970 to impose a specific fiduciary duty upon investment advisors as a means of safeguarding investors from artificially high fees.


The central protagonists in this field, the investment advisors, dictate the structure of mutual funds by the manner in which they organize their enterprise.
  Investment advisors are firms of portfolio managers whose business model is to provide investment advice to pools of money – mutual funds – in exchange for a percentage of the assets of those pools.  Importantly, the advisors themselves create and incubate these funds, forming them as distinct legal entities, drafting and adopting their founding articles and by-laws, and seeding the funds’ initial investment capital.
  Perhaps the most consequential task at this nascent stage is the appointment of a fund’s board of trustees.  Because the investment advisor is the only investor and therefore the only shareholder in a fund at this time, it has complete authority to appoint whomever it wishes to the board.


The advisor’s fee – the percentage of assets that it will receive for its services as a fund’s external management – is set forth by contract in an investment advisory agreement.
  Obviously, the advisor represents its own interests in the negotiation of the advisory agreement; representing the fund’s interests is the board of trustees, whom the advisor has just appointed.  The Investment Company Act requires that the advisory agreement be entered into anew each year, so advisors and boards undergo an annual “contract renewal process.”
  As an empirical matter, boards almost universally retain and renew advisory agreements with the investment advisors that founded their funds, and the termination of an advisor by a board is exceedingly rare.  Once retained, an advisor provides the operational life-support system for its funds, providing them with substantially all of their business infrastructure and management.
  Individual shareholders may invest in a mutual fund only after the advisor has completed this construction process and opened the fund to public investment.


This particularly intimate and dependent bond between a fund and its advisor, combined with a concern for abuses inherent in such a relationship, spurred Congress first to enact the Investment Company Act of 1940 and then to revise that law three decades later with the Investment Company Amendments Act of 1970.  The Senate report accompanying the 1970 amendments included these observations:

Because of the unique structure of this industry the relationship between mutual funds and their investment advisor is not the same as that usually existing between buyers and sellers or in conventional corporate relationships.  Since a typical fund is organized by its investment advisor which provides it with almost all management services and because its shares are bought by investors who rely on that service, a mutual fund cannot, as a practical matter sever its relationship with the advisor.  Therefore, the forces of arm’s-length bargaining do not work in the mutual fund industry in the same manner as they do in other sectors of the American economy.

Congress accordingly attempted to moderate the control an advisor has over the contract renewal process and the setting of advisory fees.  Specifically, the addition in 1970 of Section 36(b) to the Company Act was an effort to counterbalance the asymmetries of the advisor-fund relationship.  In Section 36(b), Congress provided that “the investment advisor of a registered investment company [a mutual fund] shall be deemed to have a fiduciary duty with respect to the receipt of compensation for services.”
  To enforce this fiduciary duty, Congress provided fund shareholders with a private right of action for violations of the duty.


Standard accounts of effective governance in operating corporations typically describe and laud the cooperative efforts of a panoply of mutually reinforcing mechanisms.
  That is to say, the combined force of efficient capital markets, stock options, markets for corporate control, short selling, and influential institutional investors, inter alia, is thought to impose a healthy discipline on agency costs by policing the way managers operate corporations to maximize shareholder wealth.
  But, critically, the presence of such mechanisms, and therefore the relevance of such theory, is vastly diminished in the world of mutual funds.


As Donald Langevoort has pointed out, many of the most important of these devices simply do not exist or do not operate effectively within the unusual structure of mutual funds:

Because mutual funds are not traded in an organized market, arbitrage opportunities cannot work to keep prices in line with rational expectations.  Mutual fund prices are simply the product of net asset value at the time of purchase or redemption.  Insider compensation is largely based on assets as well, which creates the conflict rather than aligns insider-shareholder interests, and directors are typically paid all or mostly in cash.  Institutional shareholder voice does not exist in the fund area, and there is no external market for corporate control at all because shareholders can only sell their shares back to the fund.

Langevoort concludes by dismissing judicial attempts to import and then to graft general corporate governance theory onto mutual funds without understanding the distinctive nature of funds.  “Thinking about mutual funds by imagining them simply as a species of ‘corporations’ in a way that is directly informed by contemporary corporate law theory is completely misguided,” he argues.


Given the absence of the traditional array of corporate constraints, the solitary remaining governance mechanism with meaningful applicability in the mutual fund context is shareholder exit.
  Theory would suggest that investment advisors will be constrained from mismanaging mutual funds (by, for instance, charging excessive advisory fees) through the disciplining effect of existing investors selling their shares or potential shareholders declining to invest when the advisor governs poorly (by, for instance, charging excessive advisory fees).  Importantly, shareholder exit is not only the sole meaningful governance mechanism in the mutual fund context, but it is also particularly fragile in that system.


With devices such as the market for corporate control, price arbitrage, and institutional shareholder voice, the prime movers are sophisticated investors, whose actions provide collateral benefits to unsophisticated investors.  The device of shareholder exit, on the other hand, does not allow unsophisticated investors to benefit indirectly from the actions of sophisticated institutional players unless both species of investors inhabit the same market segment.
  If they did invest in the same products, then the actions of sufficient numbers of sophisticated investors working with sufficient amounts of investment capital could protect the interests of less sophisticated investors.  Advisors would have to govern funds well lest they drive away an excessive amount of sophisticated investment.


But empirical studies and, indeed, overt industry marketing and products demonstrate that investment advisors intentionally segregate institutional and individual investors into separate mutual fund products.
  Investment advisors commonly offer different funds or different classes of shares, with far more advantageous pricing, to institutional and sophisticated shareholders.  Exit for less sophisticated investors in this context therefore requires action directly on the part of the individual shareholder,
 informed primarily by effective disclosure on the part of the investment advisor.  Recent experience, however, teaches us that neither party in this duet is particularly adroit in playing its role.

B. No Exit


With an appreciation for the unique structure of mutual funds and their sui generis governance dynamics, we can devote our attention to assessing the effectiveness of the central mutual fund governance mechanism, shareholder exit.  Doing so, however, leads us towards the blurred line that separates paradigms of corporate governance and “product markets.”
  


Categorizing mutual fund investors as shareholders imbues them with all the rights, privileges, and rich theory appertaining thereto.  But when we observe that mutual fund shareholders are, in fact, protected almost solely by their ability to buy and sell mutual fund shares, they begin to take on the appearance of mere participants in the comparatively unprotected arena of product markets.  As we shall see in Jones v. Harris, this process of reverse boot-strapping very quickly strips away the bulk of legislative protections specifically enacted to protect mutual fund shareholders.  Given such a dynamic, courts might become preoccupied with asking why an investor should be treated differently from any other widget buyer, rather than asking why an investment advisor should be treated differently from any other corporate fiduciary.  The immediate and critical answer is because Congress has determined that mutual fund investors belong in the shareholder category.  Until Congress decides otherwise, commentators and courts must therefore operate within the corporate governance paradigm, no matter how impoverished the mutual fund version may be in comparison to that of typical corporations.


Indeed, the mutual fund model of governance is notably weaker than that of typical corporations not simply because its array of protections is far more limited but also because the efficacy of its lone remaining protection, exit, is seriously handicapped by the proven vulnerabilities of both participants in this particular investment dyad.


Investment advisors have spent much of the past five years reeling from regulatory investigations and private lawsuits into malfeasant practices in the operation of mutual funds, such as market timing and late trading, for which they have paid billions of dollars in fines, settlement fees, and restitution funds.
  Individual investors, encumbered with ever-greater responsibility for their own retirement savings as the popularity of 401(k) plans has eclipsed that of pension funds, have demonstrated neither the expertise nor the inclination to invest prudently.  Indeed, many investors fail even to enroll
 in retirement plans, while large numbers of those who do simply leave their contributions uninvested in a default cash or money market position.  Those investors who do consciously allocate their contributions either do so too rarely, too riskily, or too rapidly.

1. The Failings of Advisors


For many years, certain observers considered the operation of mutual funds a model of good corporate governance.
  Their relatively unblemished performance record was conspicuous in an era of corporate accounting scandals perpetrated by executives at Enron and WorldCom.  But in September 2003, then-New York Attorney General Eliot Spitzer unsettled the financial industry with allegations of wrongdoing in the comparatively staid sector of retirement savings.
  Spitzer accused the advisors of specific mutual funds of colluding with hedge funds and other sophisticated institutional investors in a scheme to siphon profits out of mutual funds at the expense of individual, long-term investors in those funds.
  Spitzer’s charge of “market timing” sparked a stampede of regulatory investigations by federal and state agencies into the operations of mutual funds.
  Naturally, the plaintiffs’ bar quickly followed with a salvo of class-action lawsuits against mutual fund advisors.  In the years since Spitzer’s announcement, dozens of advisors have disgorged billions of dollars in fines, settlements, and funds created to remunerate long-term investors.

(a) Recent Advisor Malfeasance


The scope of the allegations against investment advisors is remarkable and impugns almost every aspect of the way in which they operated mutual funds in recent years.
  The past demi-decade of public and private investigations unearthed a host of remarkable improprieties by investment advisors, the first and most prominent of which was a practice known as market timing.


Market timing, per se, is neither illegal nor terribly unusual in the investment world.  In fact, the principle – which simply involves investors purchasing and redeeming investments rapidly and forcefully upon the strength of temporal market developments – is close to the core behavior of what one might expect of institutional and sophisticated investors.  If news breaks regarding the discovery of a fresh petroleum reserve in the South China Sea, then rapid purchases of a mutual fund specializing in energy producers or Southeast Asian economies make perfect sense.  Similarly, reports of an earthquake in Japan would naturally trigger prompt liquidations in a mutual fund holding concentrations of stocks listed on the Tokyo Stock Exchange.  These practices are neither surprising nor illicit.


The rapid acquisition and redemption of large blocks of shares in a mutual fund can, however, dilute the returns to long-term investors who hold their positions throughout such volatility, to the benefit of the market timers.  Investment advisors to mutual funds are well aware of this wealth transfer, and to assuage long-term investors, many have voluntarily enacted policies that prohibited such trading activity in the funds they advised.


So what is illegal is for an advisor to publish a mutual fund prospectus that declares that a fund’s policy is to disallow market timing and then to abet market timing.
  Evidently, several investment advisors – in contravention of their statements expressly prohibiting market timing in their own prospectuses – countenanced such trading by institutional investors.  Why would they do such a thing?  Because as a quid pro quo for market timing one mutual fund, the institutional investors would typically park “sticky assets” in a related but separate mutual fund.  In such an arrangement, the investment advisor – who is compensated by receiving a percentage of all assets under management – will receive concrete dollars from the sticky assets that more than compensate for any administrative or other qualms about the market timing.  The long-term investors in the timed fund, however, are not similarly compensated.


A separate practice, known as late trading, is per se illegal.
  Because the determination of the value of a share in a mutual fund requires a complex calculation – of the total value of the fund’s portfolio (including large blocks of shares of possibly hundreds of separate issuers, plus cash, minus amounts owed to the fund’s vendors, such as brokerage houses and law firms) and then the division of that figure by the total number of outstanding shares in the fund – mutual funds have historically waited until the close of business (and the resulting cessation of movement in the prices of portfolio securities) to compute the price per share.  Although these calculations can be computed instantaneously today, regulations still require the industry to use this method of “forward pricing” mutual fund shares once a day, after the close of business.  So when an investor places a buy order for a mutual fund, he or she must wait until after 4:00 p.m. Eastern time for the trade to be executed and to learn the price of the share.  Similarly, upon redemption, sell orders must be placed before 4:00 p.m. in order to receive that day’s price.


Because mutual fund advisors need some time to administer buy and sell orders for trades after the close of business, this rather ungainly pricing system can be gamed by anyone who learns of market-moving information shortly after the close of business.  Consider, for instance, a situation in which the market closes at 4:00 p.m.  The advisor computes the price of fund’s shares at 4:05 p.m., and a major corporate issuer whose stock is held by the mutual fund announces excellent financial news at 4:10 p.m.  If one could slip a buy order into the trading system at 4:15 p.m. (well after the trading deadline) and still receive the day’s now-stale price, one would guarantee a gain in the fund, which could be realized by selling shares the very next day.  As an industry adage has it, the investor would in essence be betting on a race that has already been run.  Various entities associated with the mutual fund industry – typically brokerage houses responsible for accumulating clients’ buy and sell orders – have settled accusations of facilitating this late trading.


A third charge involves a practice known as “fair valuation” and its unfair use.
  Because the investment advisor to a mutual fund receives its compensation purely as a function of the fund’s total assets under management, the advisor has every incentive to increase the assets under management in every way possible.  One way is to choose wise and prudent investments that increase in value, thereby expanding the holdings of every investor in the fund.  Another, less challenging, method is simply to attract more and more new investors to the fund.  And a third, even less taxing, approach is simply to overstate the true or “fair” value of the fund’s assets.


Of course, an advisor may have a difficult time suggesting that the ten shares of Google that it owns are worth $1000 when anyone with access to a newspaper can calculate that they are worth only $750.  What is easier to manipulate, however, is the accurate value of a mutual fund’s investment that is not regularly or publicly priced.  If a fund owns real estate or stock in a private corporation for whose shares there is no public market, for example, then a fund’s advisor may more easily distort the fund’s overall value and, accordingly, inflate the advisor’s fee.  In deceptions of this sort, what typically occurs is that the advisor purchases shares in a privately held corporation for the fund; then an event that deleteriously impacts the value of that company’s shares takes place, such as crippling litigation or product failures.  Any reasonable appraiser would note that the value of the fund’s holding had dropped, even without the benefit of regular market prices.  But, should an advisor wish to take advantage of these stale prices, it could retain on its books the stock’s value as the price it originally paid for the investment.


How could a conscientious advisor determine a price in the absence of a market transaction?  Scrupulous trustees and investors require advisors to retain the services of independent, third-party appraisers who specialize in determining fair values for fund holdings for which there are no readily available market prices.  Advisors who fail to value their funds’ holdings fairly and regularly can easily extract excessive fees from the funds and their investors.

Over the past five years, a horde of public regulators and private litigators has extracted billions of dollars in settlements and fees from advisors arising out of these and yet more
 allegations of malfeasance.  Among many, many others, for example, Bank of America paid $675 million in settlement fees; Bear Stearns paid $250 million; Massachusetts Financial Services paid $225 million; Janus Capital Group paid $225 million; Alliance Capital Management paid $600 million; and Pilgrim Baxter paid $100 million.
  Mutual fund advisors have thus compiled a track record that distinguishes their management from even the broader financial industry’s recent poor performance.

(b) Ongoing Practices


Several observers of the mutual fund industry believe that more troubling practices exist but have yet to acquire public attention.
  Perhaps the leading candidate for the investing public’s future ire is investment advisors’ widespread use of so-called “12b-1 fees.”
  These fees – eponymously named for the securities regulation that permits their use
 – are paid out of the assets of mutual funds (thereby decreasing the returns to existing investors in those funds) to advisors or their affiliates or counterparties for the purpose of marketing the fund to new potential investors.  Customarily, one might expect the advisors, as direct beneficiaries of marketing efforts that increase the amount of assets under management, to bear such marketing expenses.


Why on earth should mutual fund investors agree to spend money advertising their investments to the general public?  Because, in theory, if a mutual fund grows increasingly popular, greater amounts of assets will flow into the fund from new investors.  With greater assets under management, the investment advisor should be able to realize economies of scale in the management of the fund and then to pass those savings through to shareholders in the form of price breaks in the fund’s advisory fee.  Those price breaks should, in turn, redound to the benefit of each existing investor in the form of lower expense ratios.  Observers are skeptical, however, that advisors who do charge 12b-1 fees and thereby successfully increase the size of their funds do in fact pass on a commensurate amount of fee discounts.
  In such circumstances, some advisors have used existing investors’ money to attract new investors who, in turn, pay more management fees to the advisor without any corresponding material benefit to investors.
  Although the SEC has intimated future action on this topic, the impact of these practices is largely unappreciated by the investing public. 

2. The Frailty of Investors


The recent, besmirched performance of certain investment advisors in the retirement savings field is matched by the less-intentional foibles of their clients.  Not only does shareholder exit require vigilance by individual mutual fund investors, but increasing proportions of investment assets are flowing into individual investment accounts.  The pressure upon individual investors to manage their savings wisely has dramatically increased in recent years as a greater percentage of personal savings has migrated from pension funds to defined contribution accounts.


Unfortunately, individual investors have not performed well under this new burden, demonstrating poor records at two critical stages of the investment process: first, at the moment of enrolling in retirement plans; and second, when making investment decisions with their savings.

(a) The Growth of Individual Investing


In recent decades, the mechanism by which American employees save for their retirement has undergone a somewhat bureaucratic but nevertheless profound alteration.  Retirement savings have moved steadily from institutionally managed pension funds to individually directed retirement accounts.
  The responsibility for the safe and effective stewardship of retirement savings has, accordingly, shifted increasingly from employers to employees.
  At the same time, and not coincidentally, the sophistication of the investment management of those monies has steadily declined, thus greatly intensifying the peril of ineffective conservation of personal finances for retirement.


Although some prominent sectors of the American workforce, such as state and federal government
 and the automobile industry,
 still provide for the retirement of employees through the use of collective pension funds, the pension has grown increasingly less popular as a mechanism for saving.
  Today, private pension funds hold $2.4 trillion, state and local government pension funds hold $3.2 trillion, and federal pension funds hold $1.7 trillion; although those figures are substantial, they constitute less than forty percent of the $17.6 trillion in total U.S. retirement assets.
  Just two decades ago, pensions comprised well more than fifty percent of those assets.


So today, increasing numbers of individual employees, rather than the pension plans of yore, have the duty to determine how much money to set aside each month, to which financial institutions to entrust these contributions, and to which securities the savings should be allocated to provide for a future retirement.
  As Sunstein and Thaler have observed,

The standard economic theory of saving for retirement is both elegant and simple.  People are assumed to calculate how much they are going to earn over the rest of their lifetime, figure out how much they will need when they retire, and then save up just enough to enjoy a comfortable retirement without sacrificing too much while they are still working.

As a guideline for how to think sensibly for saving, this theory is excellent, but as an approach to how people actually behave, the theory runs into . . . serious problems.

(b) Failure to Enroll


Notwithstanding theoretical postulates to the contrary, empirical evidence suggests that, by and large, the average employee is not particularly adept at making long-range financial forecasts, immediate economic sacrifices, or the type of ongoing investment decisions necessary to ensure a healthy corpus on which to retire decades hence.
  Indeed, data reveal that substantial numbers of employees fail even to enroll in defined-contribution plans in which their employers promise to contribute substantial amounts.
  In effect, these employees are discarding winning lottery tickets or “not bothering to cash [their] paycheck.”


Each future retiree has two basic choices when deciding how to save for supernumeracy.  Either one can simply invest whatever money is left unspent from one’s paychecks, or one can enroll in a savings plan that, with the forbearance of the federal taxing authorities, allows funds to be directed towards investment without first being subject to personal income taxation.
  Obviously, the latter approach, which uses pre-tax dollars, is the vastly superior method.  Indeed, the very reason Congress permits the use of tax-advantaged accounts – such as Individual Retirement Accounts, 401(k)s, 403(b)s, and so forth – is to encourage personal saving.
  Many private employers further enhance the attractiveness of such tax-advantaged accounts by voluntarily agreeing to contribute certain sums into each employee’s defined-contribution account.  All that the employee need do to enjoy these substantial financial benefits is to enroll.  And yet many nevertheless fall at this first molehill.


Certainly there may be rational reasons for choosing not to participate in a tax-advantaged savings scheme.  If, for instance, one desperately needs every penny one earns to meet current financial burdens, the project of saving for the future – in any format – is simply an unaffordable luxury.  But many who fail to enroll in these accounts do not do so for this kind of reason.  Approximately thirty percent of all U.S. employees who are eligible to participate in a 401(k) plan do not enroll.
  Studies conducted in other countries, in which there are no penalties for withdrawing sums from these accounts before retirement, reveal that as many as half of all employees entitled to receive matching sums from employers still do not enroll.
  In systems with no penalty for early withdrawal, there is no rational justification for failing to enroll, as one can simply withdraw the funds right away to pay for any current needs.
  Any effective governance of this field must therefore accept that investors are frequently irrational and take into account their actual behavior.

(c) Investment Indiscipline


For those employees who do successfully enroll in their defined-contribution plan, abjure the instant gratification of some portion of their present salary, and allocate their savings into a specific investment option, one selection above all others dominates their choice.  As we have seen, the primary vehicle through which U.S. citizens invest their savings is the mutual fund: forty-four percent of all U.S. households now own these funds.
  The decisive majority of U.S. savings – over ten trillion dollars of the total seventeen trillion dollars – eventually make their way, either directly or indirectly, into mutual funds.
  In the five years of 2003 through 2007, U.S. households demonstrated their investing preference by selling almost three trillion dollars of directly held stock while investing over two trillion dollars in mutual funds.


But even once investors successfully make it across the threshold and into tax-advantaged savings accounts, opportunities for making poor investment decisions in mutual funds abound.  Many investors contribute too little to their plans over time, while others attempt to time market movements and trade too rapidly, which erodes principal through buying high and selling low and through transaction fees.
  But the most critical investment errors can be divided into two broad categories: poor asset allocations and poor fund selections.


In recent months, news reports have recounted stories of investors who, just a few years or months away from retirement, have witnessed massive chunks of their nest eggs evaporate in the market collapse.
  While these accounts are distressing, they reveal a common investing mistake: the misallocation of portfolio assets.  Modern portfolio theory suggests that, as investors approach retirement, the composition of their retirement portfolios should grow evermore conservative.
  In practice, this would mean that the percentage of retirement assets allocated to stocks, which are comparatively risk-laden investments, should diminish relative to the percentage of assets allocated to cash, treasury bills, or other comparatively risk-free investments.
  Any investors on the eve of retirement who lose fifty percent of their retirement portfolios in a stock market crash appear to have grossly misallocated their investments.


Even assuming that some investors may have prudently allocated their assets to create an age-appropriate blend of different classes of risk, they must still choose how to effectuate those allocations.  That is, if an investor determines that the optimal allocation of her assets should be fifty percent in stocks and fifty percent in bonds, how should she then go about actually investing her money in stocks and bonds?  A prudent investment approach would counsel in favor of a broad diversification within each asset class, which would suggest that our investor should purchase a mutual fund, an exchange-traded fund, or another diversified vehicle to hold the assets allocated to securities.
  But the choice of a particular fund, and whether it is actively or passively managed, can make a critical difference.


Passively managed funds typically attempt to track a particular index, such as the Standard & Poor’s 500 or the Dow Jones Industrial Average, and the task requires no imagination or judgment – the fund simply mimics the index.
  Actively managed funds, on the other hand, attempt to beat the market through the use of formulae or strategies devised and deployed by human portfolio managers.  Time and time again, studies demonstrate that passive funds consistently outperform active funds in the long run.
 


Notwithstanding these robust findings, many investors nevertheless choose to invest in actively managed funds on the strength of the renown of particular portfolio managers who have won outsized returns in recent years.  Not only do managers eventually prove themselves to be very human, but actively managed funds carry much higher fees on average than passively managed funds.


As Donald Langevoort and Paul Mahoney have shown, we now have “enough data on mutual fund investor behavior to gain some useful insight;”
 unhappily, the insight those data reveal consists largely of “discomfiting results.”
  An extensive catalog of studies examining the behavior of mutual fund investors reveals, for instance, that there is “a negative relationship between returns and both fees and trading expenses,” that “market-beating strategies are hard to find or sustain,” and that “those who pay for above-average performance are likely to be disappointed should they ever come to understand their results.”


Whether an investor is particularly lethargic or vigorous, both extremes hold dangers for retirement accounts that are uninvested or overinvested.  Thus, saving for retirement effectively requires a discipline and vigor beyond the behavioral capacity of many investors.
3. The Weakness of Shareholder Exit


Even assuming an ideal investment market in which advisors reliably disclosed all material information and investors were capable of acting rationally upon that information, the effectiveness of exit is still constrained by two external factors that are widespread across the mutual fund industry: taxes and market timing rules.


Investors whose mutual fund holdings would be subject to particularly harsh tax consequences upon sale might reasonably choose not to exit a fund whose advisor has raised fees beyond an otherwise acceptable level.
  Similarly, investors may be discouraged from selling by the cost of levies that many fund complexes impose to discourage market timing by investors who trade in and out of any given fund within a short period of time.
  In both circumstances, an investor who is dissatisfied with an advisory fee may nevertheless decline to exit.


Finally but critically, consider the particularly acute impact of advisory fees upon investors who are constrained from freely exiting a mutual fund.  Advisory fees are, in many ways, a species of executive compensation paid to external management,
 but the mutual fund context is distinctive in that increases in advisory fees have a larger relative impact upon investment performance.  Whereas executive compensation typically has an indirect and relatively minor effect, if any, upon the price of a corporation’s stock, the impact of advisory fees upon a mutual fund investor’s return is direct and immediate.  Consider an example in which the chief executive officer of Disney negotiates an enormous compensation package.  Even an admittedly vast sum is still almost sure to be insignificant in comparison to the overall revenues of the corporation and thus to the growth or income associated with the company’s stock.
  In contrast, every additional percentage point that an investment advisor charges for its services comes directly out of the returns of investors.  Over time, the compounded effect of even minutely larger fees can gravely diminish an investor’s net returns in mutual funds.


These mundane yet plentiful illustrations demonstrate the perils of relying solely on a single governance measure to produce effective governance in mutual funds.  At the same time that the efficacy of exit as an effective market force is dampened in several ways, the impact of comparatively small increases on advisory fees has a profoundly detrimental impact upon the returns of shareholders in mutual funds.

II. Judicial Precedent & the Section 36(b) Fiduciary Duty

Against this background of theoretical and empirical limits on independent behavior by investment advisors and shareholders in the governance of mutual funds, Jones v. Harris
 presents the consequent issue of whether the two types of party nevertheless function effectively when interacting.


The single most important nexus of the relationship between an investor and an investment advisor is the price that the investor pays for the advisor’s services.  In Jones v. Harris, the Supreme Court must decide whether the judiciary may, or indeed must, defer to market forces when determining whether that price is consistent with the advisor’s fiduciary duty set forth in Section 36(b) of the Investment Company Act.
  To reach that question, the Court must first ascertain the doctrinal role of market forces in this body of jurisprudence and then evaluate their efficacy in governing mutual funds.


What makes this case of greater consequence than simply a clarification of the fiduciary duty of investment advisor is the contributions of Easterbrook and Posner, two of the country’s foremost jurists and economic intellectuals.  Their sharp disagreement as to the nature of the market for investment advisory services encapsulates a timely and vital debate on the state of the two leading modes of the economic analysis of law: classical law and economics versus behavioral law and economics.


When considering the judicial resolution of these issues, a cynical observer might attempt to predict the case’s outcome using crude heuristics such as whether one of those lower court positions is more “conservative” or less “judicially activist” and therefore more appealing to the majority of current Supreme Court justices.  Reserving judgment on whether those terms mean anything or that game is worth playing, this litigation nevertheless resists simplistic categorization because of the ideological and political similarities of the two dueling appellate jurists.  One would be hard-pressed to substantiate a meaningful difference between their judicial philosophies, either politically or economically.
  And although Posner’s dissent is clearly more favorable to the plaintiffs,
 Easterbrook’s opinion rests upon a notable lack of deference towards Congressional decision-making.  To complicate the wagering further, this Court in its most recent Term twice sided with plaintiffs against corporate defendants, in Wyeth v. Levine
 and Altria Group, Inc. v. Good,
 despite warnings of increased litigation and arguments that congressional intent pointed in the opposite direction.  The relevant congressional action in Jones v. Harris, meanwhile, supports the plaintiffs.
  With these superficialities acknowledged, we must now parse the actual statutory and judicial complexities of this dispute.

A. The Background of Excessive Fees Litigation


Previously, we noted the language and legislative history of the Section 36(b) fiduciary duty, which Congress enacted in the 1970 Investment Company Amendments Act.
  Congress has never provided a definition of that duty, instead appearing content to abdicate the development of the scope and effect of the duty to the judiciary, and the federal courts have since attempted to fill that void.


A dozen years after the passage of Section 36(b), the Second Circuit handed down a seminal, albeit imprecise, elucidation of the fiduciary duty in Gartenberg v. Merrill Lynch Asset Management.
  Notwithstanding the convoluted and contradictory reasoning set forth in Gartenberg, this case held almost universal sway over the industry’s conception of the duty for more than a quarter-century, until last year’s Seventh Circuit ruling in Jones.


Even though the SEC and the mutual fund industry have fully encoded and incorporated the guidance of Gartenberg into their contract renewal regulations and associated operations,
 the case itself fails to explicate the fiduciary duty clearly.  As Lyman Johnson points out, the ruling contains “two quite different” phrasings of the test that appear contradictory and confused.
  In one, the court “adopt[ed] a two-prong approach,”
 holding that to violate the Section 36(b) duty, an investment advisor 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.”
  In the other, the court stated that “the test is essentially whether the fee schedule represents a charge within the range of what would have been negotiated at arm’s length in light of all the surrounding circumstances.”
  As Johnson notes, the first test appears to be substantive, while the second is more procedural (though reliant on an arm’s-length process that the Second Circuit and the legislative history acknowledge is almost never present in the mutual fund industry).
  The effect of these formulations is to obfuscate whether the appropriate standard equates to corporate law’s established touchstones of waste, reasonableness, or fairness.


To muddy the Gartenberg ruling further, the Second Circuit then identified a set of several elements that it deemed “important” in the determination of whether an advisor has violated its fiduciary duty.  These Gartenberg factors include (1) “rates charged by other advisors of similar funds,” (2) “the advisor-manager’s cost in providing the services,” (3) “the nature and quality of the service,” (4) “the extent to which the advisor-manager realizes economies of scale as the fund grows larger,” and (5) “the volume of orders which must be processed by the manager.”
  Boards of trustees and courts have subsequently cataloged these factors in their deliberations, without clarifying their relative weight, their interaction with one another, or precisely how an investment advisor might run afoul of them.


In fact, from the time of the enactment of Section 36(b) in 1970 until the grant of certiorari in Jones in 2009, no mutual fund shareholder ever managed to convince a court that an investment advisor had breached its fiduciary duty.
  As Johnson has observed, this record means either that the investment advisory business is a model of perfection or that “something is amiss under section 36(b).”
  From our earlier analysis of the governance of the investment advisory business, we have seen that it is far from perfect.

B. Easterbrook and Classical Law and Economics

After this four-decade succession of unbroken judicial victories by investment advisors, the remarkable decision by Easterbrook arrived in Jones v. Harris.
  Easterbrook openly and enthusiastically broke with the Gartenberg precedent, not to reverse the ill fortunes of plaintiff shareholders but to exacerbate them.  In his Seventh Circuit panel opinion, Easterbrook offered an alternative formulation of the Section 36(b) standard that effectively removes the fiduciary duty from the regulatory edifice.  His new ruling thus replaced a Gartenberg doctrinal regime that was unfriendly to shareholders with one that is positively hostile, reducing success under Section 36(b) to a practical impossibility.


In an opinion that reads more like legislation than jurisprudence, Easterbrook remade the statute anew in his preferred mode of classical law and economics.  He assumed a well-functioning market for investment advice, ignored possibly irrational investor behavior, and concluded with a call for greater deregulation of the industry.  “[W]e are skeptical about Gartenberg because it relies too little on markets,” he announced.”


First, Easterbrook confronted the statute’s textual imposition of a fiduciary duty but found and applied an interpretation of that legal concept so minimal as to be indistinguishable from the existing background regime of securities regulations.
  Second, he updated and overruled congressional findings that the market for mutual funds was dysfunctional by substituting his own judicial observation of the market’s ostensible health today.


But Easterbrook’s evaluation of the mutual fund market – upon which rests his entire argument – confuses concepts of governance and product markets.  Critically, his approach fails to appreciate that the structure of mutual funds is materially distinct from that of ordinary corporations and that the behavior of mutual fund shareholders falls far short of the theoretical ideals of rationality.


The facts of Jones v. Harris are similar to those of most lawsuits in which an investor alleges that an investment advisor has charged excessive fees for the advisor’s services.
  Put succinctly, three investors – Jerry Jones, Mary Jones, and Arline Winerman – who held shares in mutual funds managed by the investment advisor, Harris Associates L.P., filed suit against the advisor alleging a breach of the advisor’s fiduciary duty imposed by Section 36(b) because of the advisor’s inordinately high fees.


In constructing his economic reinterpretation of Section 36(b), Easterbrook first faced the challenge posed by the fiduciary duty.  As every law student knows, the term “fiduciary duty” describes a broad range of obligations, from the most minimal requirements of a bailee to the far more onerous responsibilities of an executor.
  Justice Frankfurter succinctly captured the concept’s indeterminacy:

But to say that a man is a fiduciary only begins analysis; it gives direction to further inquiry.  To whom is he a fiduciary?  What obligations does he owe as a fiduciary?  In what respect has he failed to discharge these obligations?  And what are the consequences of his deviation from duty?

A creative jurist unconstrained by precedent can, therefore, select any point along this spectrum to reach a preferred outcome.  In this case, Easterbrook looked not to precedent or to Delaware corporate law for guidance but instead to the law of trusts.
  There he found guidance for his new statement of the Section 36(b) duty: “A fiduciary must make full disclosure and play no tricks but is not subject to a cap on compensation.”


If Easterbrook’s interpretation of the duty is correct, then Section 36(b) adds nothing to the background array of antifraud provisions that have long existed in this regulatory regime.  Investment advisors were already obligated to “make full disclosure and play no tricks” by Section 34(b) of the Company Act (proscribing untrue statements of material fact in a registration statement or other documents)
; Section 206 of the Investment Advisors Act of 1940 (proscribing any fraud upon clients or prospective clients)
; Sections 11, 12, and 17 of the Securities Act of 1933 (providing civil liability for false registration statements and for noncompliant prospectuses and proscribing fraudulent interstate transactions)
; and Section 10(b) of the Exchange Act
 and Exchange Act Rule 10b-5 (proscribing the use of any manipulative or deceptive devices).
  Easterbrook would appear to be arguing that Section 36(b) is pure surplusage to these existing proscriptions and that the duty’s language “with respect to the receipt of compensation for services” is an otiose appendage with no relevant meaning.


In that same sentence in which he reworked the Gartenberg duty, Easterbrook also lifted Gartenberg’s substantive cap on compensation.  But he later temporized by acknowledging that a fee twenty-five times above the next highest might suggest deceit or negligence:

It is possible to imagine compensation so unusual that a court will infer that deceit must have occurred, or that the person responsible for decision have abdicated – for example, if a university’s board of trustees decides to pay the president $50 million a year, when no other president of a comparable institution receives more than $2 million.

Applied to mutual funds, this standard would mean that investment advisors could charge a fee greater than fifty percent of assets without triggering judicial suspicion.  So although this scenario may be “possible to imagine,”
 it is not a serious substantive limit of any kind.


Easterbrook was unimpressed with arguments that relied on the motivations of Congress in enacting Section 36(b).  Although legislative history, such as the Senate report accompanying the passage of the 1970 amendments to the 1940 Act, takes extensive note of the weaknesses of the structure and practice of the mutual fund industry in producing effective competition, Easterbrook dismissed such arguments because “Congress did not enact its members’ beliefs; it enacted a text.”
  Besides, he added, “[a] lot has happened in the last 38 years”
 and positions cannot be taken today merely on the strength of “suppositions about the market conditions of 1970.”
  


If no meaningful fiduciary duty or substantive cap exist and congressional intent is irrelevant, what then will prevent advisors from overcharging shareholders?  Competition, answered Easterbrook.
  Other courts, commentators, and even Congress may have “expressed some skepticism of competition’s power to constrain investment advisor’s fees,”
 but they are all wrong.  


Although the issue of market competition in mutual funds was not raised before the trial court,
 Easterbrook launched into a defense of the market with his own conventional and uncritical assessment.  “Today,” he noted, “thousands of mutual funds compete.  The pages of the Wall Street Journal teem with listings.”
  Moreover, “[h]olding costs down is vital in competition,” he observed, and “[a]n advisor can’t make money from its captive fund if high fees drive investors away.”
  This argument assumes that high fees do, in fact, drive investors away, a claim contradicted by multiple studies.
  Further, Easterbrook attempted to preempt a counterargument that most investors in mutual funds are simple innocents: “It won’t do to reply that most investors are unsophisticated and don’t compare prices.  The sophisticated investors who do shop create a competitive pressure that protects the rest.”
  This argument assumes that sophisticated and unsophisticated investors are, in fact, shopping within the same pool, which we have seen is not the case with mutual funds.


Within this set of arguments, Easterbrook committed two particularly large errors that negatively reinforced each other.  First, he failed to take account of the substantial idiosyncrasies in the structure and governance of mutual funds, insisting instead that “[t]hings work the same way for business corporations.”
  Second, he confused a governance system affecting shareholders with a products market involving buyers by, for instance, demanding to know why judges who “would not dream of regulating the price of automobiles,”
 should wish to do so for mutual funds.


In his “living Constitution”
 approach to interpreting the market, Easterbrook insisted that the market today is far different and more competitive than it was thirty-eight years ago, which is why we may disregard such an outdated congressional view.  Certainly his claims with respect to the numbers of funds, advisors, and dollars may be true, but congressional objections to the state of this market centered not on those numbers but upon the structure of the industry.  As we have already seen, the broad spectrum of sentinels protecting corporations from poor governance are, in the context of mutual funds, dramatically reduced to the solitary and enfeebled exit option.
  Rather than shoring up this vulnerability, Easterbrook exploited it by engaging in reverse boot-strapping that erroneously treated investors as buyers, thereby overriding their congressionally imposed protections.  If judges do not dream of regulating the price of automobiles it is because the buyers of automobiles, unlike the shareholders of mutual funds, are neither shareholders nor beneficiaries of a fiduciary duty.  Congress has chosen to create such a distinction fully aware of its implications – it has considered and rejected the alternative approach of categorizing mutual fund investments as mere products.
  Where investors entrust their assets for retirement is, after all, ultimately of far greater import than the purchase of a car or any other widget.  Of course, the ultimate irony in any celebration of today’s mutual fund market over its predecessors is that it requires one to ignore the very recent and large scale failures of advisors and investors in this market.


In sum, Easterbrook’s opinion is a tour-de-force of orthodox law and economics.  He spends little time considering either the intent or content of Congress’s enactment of the fiduciary duty in dispute, imposed upon investment advisors expressly “with respect to the receipt of compensation for services,”
 other than to conclude that it requires nothing more than that advisors refrain from defrauding their investors.  He justifies the diminution of this legislative protection – in contravention of the Gartenberg line of precedent – by pointing instead to the salutary and inoculating powers of market competition.  Without examining the unique structure of mutual funds, he concludes that such competition does exist in this industry because there are a profusion of investment products available and because one academic study – by Glenn Hubbard and John Coates
 – reached the same conclusion.  He disregards the suggestion that investors may behave irrationally by investing in funds with high fees or by failing to shop for low fees by invoking the classic economic position that sophisticated investors can act as sentinels for unsophisticated investors in the same pool.  Finally, he concludes that a less regulated model of this industry is the better approach.  Much of this opinion could be drawn from the early law-and-economic texts of a few decades ago.

C. Posner and Behavioral Law and Economics


In dissenting from the Seventh Circuit’s decision to deny rehearing en banc, Posner vigorously rebutted Easterbrook’s arguments, not by rejecting economic analysis but by calling for a more nuanced, subtle, and sophisticated version of such a study.
  Posner’s dissent incorporates a more behavioralist approach that displayed vigilance for market failures, calls attention to recurring and predictable distortions of the incentives of market participants, and countenances a role for regulatory or private interventions in poorly functioning economic systems.
  And, for Posner, the investment industry is just such a disordered market.


Posner began his dissent by declaring that the panel’s economic analysis “is ripe for reexamination on the basis of growing indications that executive compensation in large publicly traded firms often is excessive because of the feeble incentives of boards of directors to police compensation.”
  Easterbrook’s faith in the disciplining effect of multiple markets is misplaced, he argues, because “[c]ompetition in product and capital markets can’t be counted on to solve the problem because the same structure of incentives operates on all large corporations and similar entities, including mutual funds.”
  Posner is unwilling to give these entities the benefit of the assumption of a well functioning market because “mutual funds are a component of the financial services industry, where abuses have been rampant, as is more evident now than it was when Coates and Hubbard wrote their article.”
 


Indeed, he cited a contrary academic study in which the researcher found 

evidence that connections among agents in [the mutual fund industry] foster favoritism, to the detriment of investors.  Fund directors and advisory firms that manage the funds hire each other preferentially based on past interactions.  When directors and the management are more connected, advisors capture more rents and are monitored by the board less intensely.

He also invoked a study by the SEC’s Office of Economic Analysis which similarly reached a conclusion opposite to that of the Coates-Hubbard paper.


Even more than citing legislative history, relying on only one source allows any judge to cherry-pick supportive evidence, and the practice is particularly irresponsible in this field.  The Coates-Hubbard paper is notable for the fact its conclusion that the industry is competitive contradicts practically every other study of this subject.
  Easterbrook ignored directly contradictory findings of numerous other academics and regulators.
  On the strength of a shallow review of the relevant literature, Easterbrook leapt to confirm an inclination that this market operated efficiently.


For Posner, as for the plaintiffs, the most troubling indicium of a lack of competitiveness in the industry generally and in this case specifically is the wide pricing disparity between the fees that advisors charge to retail investors in their mutual funds and the fees that they charge to unaffiliated institutional investors.
  And Posner was particularly distressed by Easterbrook’s failure to consider this discrepancy seriously.  The panel’s opinion focused primarily on comparing the fees that one advisor charges its funds to the fees charged by other, similarly situated advisors to their own funds.  But, as Posner points out, such a comparison is valuable only if one has reason to believe that the market is competitive.  If that market is not competitive, then the fact that many advisors are charging similar fees may prove nothing more than the fact that investors in all the funds are being overcharged: “The governance structure that enables mutual fund advisors to charge exorbitant fees is industry-wide, so the panel’s comparability approach would if widely followed allow those fees to become the industry’s floor.”


Posner concluded his opinion with a remarkable summation of dissatisfaction with the panel’s decision: “[T]he creation of a circuit split, the importance of the issue to the mutual fund industry, and the one-sided character of the panel’s analysis warrant our hearing the case en banc.”
  Since Posner knew at the time he wrote those words that such a rehearing was not going to happen for a lack of votes, one may reasonably suppose that he was directing his petition to a higher authority.


Posner’s approach thus acknowledges the unique structure of mutual funds and attempts to appreciate why mutual fund shareholders are unlike product buyers.  Indeed, his focus upon the evidence of a problem in competition – the pricing disparity between institutional and retail investors – suggests a willingness to reject Easterbrook’s approach even on its own terms that assume shareholders are little more than buyers.

D. Gallus v. Ameriprise

A few months after Posner’s dissent, and just after the Supreme Court granted certiorari in Jones v. Harris, the Eighth Circuit handed down a remarkable opinion that opened an entirely new line of precedent in Section 36(b) litigation.  In Gallus v. Ameriprise,
 the Eighth Circuit emphatically disagreed with Easterbrook’s reasoning, enthusiastically endorsed Posner’s argument, and provided a template for the Supreme Court’s ultimate resolution of Jones.  In Gallus, a case with facts substantially similar to those in Jones, the Eighth Circuit could easily have stayed its decision pending the Supreme Court’s decision in Jones – instead, the appeals court concluded that its opinion was important and ought to be heard in this debate.
  By handing down the first-ever decision in favor of a plaintiff in an excessive fees case
 the Gallus court demonstrates that the judiciary has begun to leaven a crudely unbounded economic analysis with a measure of behavioral skepticism.

The Eighth Circuit focused on the discrepancy noted by the plaintiffs in Gallus and Posner in Jones between the rates advisors charge institutional investors and the rates they charge ordinary investors.
  Dicta in the Gartenberg decision largely dismissed such comparisons as “irrelevant,” and advisors have long objected to any comparisons on the grounds that the investments are not readily comparable or that any variances are justified by the greater costs associated with advising retail investors.  The court in Gallus overrode these objections by pointing out that the retail and institutional funds here “had identical investment objectives” and “very similar stock holdings”
 and that the advisor admitted in an internal email that it possessed no good justification for the difference: “we should have a reply,” wrote an Ameriprise employee,” though it may or may not be convincing.”
  Although Ameriprise ultimately produced a reply in the form of a report, the court questioned its “veracity and completeness.”


The investment advisor’s remaining defense, presumably adopted as a variant of the argument set forth by Easterbrook and soon to be reviewed by the Supreme Court, was that “an advisor cannot be liable for a breach of fiduciary duty as long as its fees are roughly in line with industry norms.”
  The Eighth Circuit quickly dismissed that contention, noting that “[t]o apply Gartenberg in this fashion across the entire mutual fund market would be to eviscerate Section 36(b).”


In a compact but pointed opinion, the Eighth Circuit has left Gartenberg largely undisturbed simply by adding the single new factor identified by Posner: whether the advisor can justify any discrepancies that exist between similarly situated institutional and retail funds.
  Such a simple addition has shed dramatic new light onto this long-obscured field.

III. A New Judicial Approach


In its present posture, the litigation regarding excessive fees presents an excellent opportunity both for regulators to consider appropriate new guidance for retirement investments and, more immediately, for the Supreme Court to resolve a dispute upon which turns the health of the nation’s investment industry.
  The linchpin of the arguments by Easterbrook, Posner, and the Eighth Circuit – and thus the key to the resolution of these cases – is the question whether the mutual fund industry is indeed reasonably competitive.  In 1970, Congress concluded that it was structurally deficient, but in Jones Easterbrook insisted that times have changed.  With a more nuanced appreciation for the structure of the investment industry and the behavior of mutual fund shareholders, however, Posner’s dissent – which the Gallus court followed – offers the more illuminating guidance.  Easterbrook may have had the misfortune to publish his opinion immediately before a historic market collapse, but the Supreme Court now has the opportunity to incorporate the lessons of the recent market collapse to deploy a behavioral approach to understanding the market dynamics of mutual funds.


Any thorough treatment of this doctrine must first address the congressionally imposed fiduciary duty of Section 36(b) and then assess the role and the effectiveness of market forces in supporting that duty.

A. A Fiduciary Duty with Force

Any argument that market forces are and ought to be the only restraints on the fees that investment advisors charge fund shareholders – and that courts are ill-suited to this task
 – must first acknowledge that Congress has already decided otherwise in its enactment of Section 36(b).
  In his opinion, Easterbrook attempted to minimize this duty, first by defining it down to a nullity and second by arguing that its meaning must travel in concert with current understandings of the market.
  The former approach is simply the judicial elision of an inconvenient obstacle; the latter is the retroactive substitution of a judge’s intent for what Congress desired.
  But if the duty is going to be read out of the statute in either way, then it must be Congress who makes such a determination, preferably after seriously considering rigorous empirical and theoretical studies on both sides of the debate.


In the meantime, however, it seems clear that the force of Section 36(b) – which expressly applies “to the receipt of compensation for services”
 – deprives courts of the authority to disregard a congressionally enacted system of shareholder protections.  But even if the Supreme Court were to agree with Easterbrook and therefore to minimize the current relevance of Section 36(b), any candid assessment of the retirement savings industry will nevertheless compel much more profound skepticism of the presence and benefit of market forces.


In the line of precedent that Easterbrook disapproved, other courts of appeals have examined closely the legislative history behind Congress’s decision to create the Section 36(b).
  The Seventh Circuit, however, eschewed legislative history in favor of a solely textualist interpretation, albeit one in which Easterbrook disregarded the essential portion of the statute.

In two previous examinations of the Investment Company Act, the Supreme Court has recognized the legislative reasoning animating the passage of Section 36(b).
  Setting aside the debate over whether legislative history is appropriate in statutory interpretation, the aims of a statute can at times be self-evident.  The existence of the statute – such as Section 36(b) – can, on its own, reveal the legislator’s desire to correct a problem.


The specificity of the phrase “with respect to the receipt of compensation for services” strongly suggests that Section 36(b) created a new kind of fiduciary duty beyond the simple avoidance of defrauding an investor, as Easterbrook suggested.  Indeed, in his opinion, he offered no explanation of what work this phrase might be doing in the statute.  To reach the conclusion that Easterbrook did, that this provision means simply that “a fiduciary must make full disclosure and play no tricks,”
 essentially eliminates any substance to the fiduciary duty.

Certainly, the phrase “fiduciary duty” is a broad one capable of many different interpretations.  But the presence of any duty whatsoever in Section 36(b), imposed atop the preexisting regulatory scheme, suggests that this duty must be distinct and possess some, if only modest, weight in cabining the advisory fees that investment fiduciaries may charge their investors.

B. A More Rigorous Economic Analysis


Even if one were to put aside the question of statutory interpretation, the most important issue in Easterbrook’s opinion is his interpretation of the competitive state of the mutual fund market.  But the creative economic analysis that he advances is distressingly simplistic and, as Posner observed, “one-sided.”


As a procedural matter, appellate courts are not in the business of finding facts that exist outside of the record, so much of Easterbrook’s project of taking judicial notice of the state of the mutual fund market is inapposite and unsubstantiated.  Indeed, his opinion is a good illustration of why such efforts are discouraged at the appellate level without a trial court record.  Easterbrook simply does not sift the evidence.  Instead, he cites a single academic study – by Coates and Hubbard – and from it deduces the remainder of his findings.

Of all the market sectors of which to approve credulously in the absence of rigorous empirical appraisal, surely a sober court should have been particularly cautious when evaluating the mutual fund industry.  Several warning signs should have given Easterbrook pause: the infamous regulatory investigations and massive settlements relating to market timing and late trading
; the burgeoning literature raising doubts about the optimality of executive compensation
; and the ongoing and dramatic collapse of other segments of the nation’s financial industry where, as Posner observed, “abuses have been rampant.”

Although the industry offers ostensibly soothing data regarding the number of advisors, funds, and investments, a more sophisticated analysis is necessary to adjudicate its healthy operation.  Even in such a marketplace, competitive forces may not function effectively.  Contrary to Easterbrook’s assumption that “high fees drive investors away,”
 significant numbers of investors are not driven away.  As it happens, many investors “are not arriving at the agora unfettered.”
  Their freedom to enter or to exit a particular fund is constrained subjectively by their inadequacies as investors and objectively by the limited array of choices available in many tax-advantaged accounts.  Again, contrary to Easterbrook’s assertion, it will do to contend that many of these investors are unsophisticated and incapable of making informed decisions about how to invest their savings.
  Many of the aforementioned studies show that the investment field is varied and uneven, with some funds competing on price vigorously while others operate largely without contest.


Easterbrook claimed that such unsophisticated investors as these will have their interests protected by sophisticated investors “who do shop” and thereby “create a competitive pressure that protects the rest.”
  This claim is true only if first, the number and assets of such sophisticated investors are sufficient to influence the advisors, and second, the sophisticated and unsophisticated investors operate within the same market space.  Easterbrook offers no support that the number and clout of the sophisticated investors is material.  And evidence directly contradicts the assumption that the two species of investors are similarly situated.


In fact, the largest and most sophisticated investors in mutual funds do not actually hold the same securities as retail investors and they do not pay the same fees.  These institutions receive specially created institutional shares, or Class I shares, with elements materially different from the Class A, B, and C shares that average investors typically purchase.  Significantly, the fees associated with the Class I shares are lower.
  


When sophisticated investors do pay advisory fees that are higher, they do not do so for the kinds of investments that average investors can access; instead, they pay such fees for private equity or hedge funds with radically different risk profiles.  In an odd path of reasoning, Easterbrook chose to compare unsophisticated and sophisticated investors when the fees were similar but the investment risks very different (by pointing out that institutions pay higher fees to invest in hedge funds than retail investors pay to invest in mutual funds) but refused to compare the two types of investors when the investment risks were identical but the fees very different (such as when institutional investors receive a deep discount over average shareholders when they are all investing in the very same mutual fund).
  This contradiction hints at one solution that the Supreme Court could use to resolve Jones v. Harris, and that might in turn help to mend the broader operation of the retirement savings market.

C. The Comparison of Retail and Institutional Fees


In his dissent, Posner illuminated the proper path for the Supreme Court to take to produce an immediately beneficial effect on the savings industry.  Artificial doctrinal limitations that prevent plaintiffs from pointing out that institutional investors pay far lower fees than ordinary investors for the same funds might permit, in Posner’s words, the entire industry of “mutual fund advisors to charge exorbitant fees.”
  The Court should therefore allow and indeed encourage such comparisons.  


Investment advisors are quick to point out that there may be very good reasons why an advisor charges a large institution lower rates to invest its money, such as economies of scale, lower administrative costs, and similar wholesale savings.  Boards and courts should require advisors should come forward with such evidence to justify broad discrepancies in the two sets of fees.  Indeed, a rigorous regime of disclosing such data would allow investors, trustees, and courts to evaluate the quality and persuasiveness of such information.  But if such disclosure proves unconvincing, then there may indeed be such a thing as an excessive fee capable of redress by litigation pursuant to Section 36(b).  To be sure, one wonders whether any or all of the Gartenberg factors provide as much probative weight as this single piece of information.  Requiring this information would both improve the efficacy of exit as a governance mechanism for mutual fund shareholders and simultaneously enhance transparency for buyers of mutual fund investments in a product market.  With this simple doctrinal extension, mutual fund jurisprudence could thus invigorate both of its competing theoretical paradigms.

The Supreme Court might also clarify the single point of agreement between Easterbrook and Posner in this matter, with respect to the observation that the “Oakmark funds have grown more than the norm for comparable pools, which implies that Harris Associates has delivered value for money.”
  Posner, implicitly agreeing with Easterbrook, conceded that this fact may mean that “the outcome of this case may be correct.”
  But such a conclusion is warranted only if the growth of a fund necessarily implies the high performance of an advisor.  In fact, the advisors’ trade group notes that only forty percent of funds’ growth is accountable to performance. 
  The majority of remaining growth is due instead to sales – that is, new investors joining the fund.  Harris Associates might be a poor portfolio manager but a wonderful marketer, which would generate significant fund growth but very little investment value.


In this case, the Supreme Court has an outstanding opportunity to endorse the more nuanced and sophisticated economic approach of Posner, which takes far greater account of the behavioral biases and distortions of investors.  And, at the same time, the Court can make great inroads at providing a far more rigorous analysis of an industry sorely in need of greater judicial and regulatory understanding.

D. Practical Implications of a New Judicial Standard


The range of likely doctrinal outcomes in Jones v. Harris is relatively narrow.  The Supreme Court might adopt the Easterbrook position at one extreme or simply reaffirm Gartenberg, though the practical effect of both approaches would simply be to perpetuate several more decades of plaintiff futility.  In effect, the Court would be endorsing an elaborate but toothless fiduciary analysis that has no independent force for checking advisors but that does impose compliance costs upon shareholders.  At the other end of the narrow spectrum, the Court could establish a new standard focused upon the comparison of institutional and retail fees, either standing alone or as an additional factor to the existing Gartenberg litany.  The likely effect of such a “comparative” or “Gartenberg-plus” approach would be to discipline fees using a realistic judicial threat without undue costs.

If investment advisors knew that they would be legally responsible for justifying discrepancies in the fees they charge institutions and individuals for the same services, they would confront a few options.  First, they could narrow those fees, either by charging institutions more or charging individuals less.  Raising the prices on sophisticated and influential clients is clearly the more challenging of those two options, so lowering retail rates is more likely if there is any room to do so.  

Second, if there is no cushion in those retail rates, then advisors could alternatively publish the data that justifies the additional costs they incur to service retail accounts.  Again, this process would provide greater transparency and information to the market, without requiring new SEC regulations.  

Third, advisors might cease to provide services to both institutional and retail clients or attempt a formalistic separation of its services into distinct legal advisors.  Such a dramatic withdrawal is unlikely in such a profitable industry; moreover, securities regulations have long dealt with indirect attempts to avoid jurisdiction.

Before one assumes that a new standard would automatically open the floodgates of litigation or lead to a slew of plaintiff victories,
 one must consider how Section 36(b) litigation is conducted today.  To prove their compliance with the existing Gartenberg factors, defendant investment advisors have long deployed vast amounts of experts, data, and legal expertise – indeed, they have never lost in a trial court.  The simple addition of one more factor – albeit a particularly probative and relevant one – does not necessarily mean that easy victories lie ahead.

Rather, the tone and force of a Supreme Court opinion, perhaps more than its doctrinal formulation, might ensure both prompt downward pressure on artificially inflated fund fees and, consequently, evaporate the pool of advisors vulnerable to potential lawsuits.  A decision with the rigor and skepticism of Posner’s dissent, more than the superficiality and credulity of previous rulings, might be the cheapest and yet most potent discipline for this market.  As a matter of pure, unfettered policy, one might readily debate whether courts are the ideal institutions to resolve these disputes, but with its enactment of Section 36(b) Congress has imposed.  Detractors might prefer something more akin to a business judgment rule in which courts abstain from hearing fee disputes but, again, Congress has already distinguished investment companies from typical corporations.  Inasmuch as the business judgment rule applies only when corporate decisions are free from conflicts,
 Congress appears to have concluded that the entire structure of mutual funds imbues this field with so much inherent conflict that the participation of courts is a necessary source of discipline.


One important lesson from the current financial debacle is that when private systems fail to work, the government faces an inexorable choice between allowing the systems to fail with catastrophic results or intervening with taxpayer funds.
  One can well imagine that if vast swaths of the American public enter retirement with profoundly inadequate financial reserves, the government will once again be called upon to decide whether huge numbers of Americans are to be allowed to suffer destitution or if taxpayer funds should be used in a very expensive bailout.  Far better to intercede with a modest correct measure now to help avert such unpleasant dilemmas in future.

E. Theoretical Implications of a Supreme Court Ruling

The debate between Easterbrook and Posner – perhaps soon to be refereed by the highest court in the land – takes place at a fascinating moment in the broader theoretical debate over the influence of law and economics.  The massive shocks to the global financial markets have prompted careful reconsiderations of deregulation.  Brian Tamanaha has documented a series of recent statements from Posner, Nobel laureate Gary Becker, and other erstwhile advocates of classical law and economics that demonstrate a reconsideration of their earlier positions.
  Indeed, Posner has recently published a book discussing the recent market collapse in which he substantially revisits many of the central premises and implications of his earlier pronouncements on law and economics.
  With its ruling in Jones v. Harris, the Supreme Court will have an opportunity to contribute greatly to the richness of this debate and, if it chooses, to develop a behavioral economic framework that will shape economic and financial jurisprudence for decades to come.

Perhaps the central claim of classical law and economics is that, as Easterbrook repeats in his opinion, no matter how poor or weak the results produced by the free market may be, alternatives – particularly those championed by governmental authorities – are sure to be worse.
  Sunstein, Thaler, and now Posner, however, have pioneered a challenge to that orthodoxy and suggested, instead, that certain mild interventions may help the market find its way to a competitive equilibrium with more socially beneficial outcomes.
  The behavioralist approach is particularly compelling when the market in question may very well be far from free or competitive, as the retirement savings industry demonstrates.

When one contemplates how such interventions might take shape in the investment industry, abstract speculation is not necessary.  Indeed, much of the existing structure of tax-advantaged savings accounts was devised with clearly discernible paternalist goals in mind.
  Consider, for instance, that regulations prevent the owners of these accounts from withdrawing their money without incurring a substantial tax penalty until they reach the age of fifty-nine-and-a-half years old.
  That structure is clearly intended to encourage participants to leave their funds invested and in place until the participants reach the age of retirement.


More recently, the Pension Reform Act of 2006 removed previous legislation that required funds in these accounts to be parked in cash unless the account holder otherwise directed.
  Since the oversight of these accounts is so often neglected by employees who are busier working for their retirement than managing their retirement assets, large amounts of assets previously sat uninvested for years on end, foregoing many of the proven benefits of long-term, compounded returns.  Thus, today, accounts can be structured to place assets into relatively safe and cheap index funds.  Here, then, are two existing instanced of behavioral pragmatism already at work.  But the industry’s current state of confusion on the Section 36(b) issue demands the development of a more robust economic theory.


A subsidiary but related economic issue concerns the theoretical debate regarding executive compensation.  In many respects, the fees that an advisor receives for the services that it performs for managing a mutual fund are akin to the compensation that executives receive for managing a conventional operating company.
  And, just as advisory fees are now a subject of scrutiny, academics and legislators have long directed their attention toward executive compensation.
  If anything, Jones v. Harris presents the issue even more starkly: whereas executive compensation typically has an indirect and relatively minor effect, if any, upon the performance of a corporation’s stock, the impact of advisory fees upon an investor’s return is direct and immediate.  Although claims of excessive executive compensation are typical debated only in Delaware courts, Jones v. Harris presents an opportunity for the Supreme Court to expound upon an issue with unusually widespread popular and academic interest.


Finally, this case presents an interesting opportunity for the Supreme Court to demonstrate its comfort and skill in evaluating dueling econometric analyses of market competitiveness.  To the extent the Court elects to pore closely over the competing claims of the Coates and Hubbard and rival studies, the justices have an opportunity to provide illuminating guidance for lower courts as to how to interpret these complex methodologies, as well as for scholars as to how to construct these studies most effectively.

Conclusion


During the troubling financial developments of the past year, trillions of dollars have spilled out of retirement savings accounts, and more are sure to be lost before the economy is righted.  The magnitude and impact of this collapse provides a painful but invaluable opportunity to pay close attention to the structural vulnerabilities of our financial system in order to detect where the stress is greatest.  In the investment industry, which had already shown cracks over the past few years, the most profound weaknesses lie in the relationship between the advisor and the investor.


While classical economic theory articulated by Chief Judge Easterbrook insists that the investment industry remains perfectly healthy, the newfound behavioral approach of Judge Posner digs deeper to uncover and address these fundamental weaknesses.  In Jones v. Harris, the Supreme Court enjoys an exceptional opportunity to recalibrate the doctrinal and fiduciary standards of Section 36(b).  More importantly, the Court can enrich a broad swath of economic jurisprudence with vigorous new theory that takes greater and more reasonable account of the actual constraints on rational investor behavior and the painfully learned lessons born out of an uncurious reverence for limitless markets.
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