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I. Introduction
Th e standards of conduct applicable to invest-

ment professionals under federal law have been 
under scrutiny in recent years. Th e Dodd-Frank 
Wall Street Reform and Consumer Protection Act 
of 2010 empowered the Securities and Exchange 
Commission (SEC) to review the eff ectiveness of 
existing legal and regulatory standards of care for 
brokers, dealers, and investment advisers and to 
adopt a uniform fi duciary standard for broker-
dealers. Last year, the Department of Labor 
adopted a fi duciary rule under the Employee 
Retirement Income Security Act (ERISA) for 
broker-dealers and others who provide advice 
to retirement investors. While the standards of 
care under the Investment Advisers Act of 1940, 
the Securities Exchange Act of 1934, and ERISA have 
been much debated, the fi duciary duties applicable 
to directors and trustees (directors) of registered 
investment companies (funds) under state law and 
the Investment Company Act of 1940 (1940 Act or 
Act) have remained largely the same. Although the 
standard of care has not changed, fund directors 
have seen increased responsibilities in light of SEC 
rulemaking, enforcement actions, and shareholder 
litigation. In this article, we will examine the fi du-
ciary duties of fund directors under state and fed-
eral law as well as risk mitigation considerations.

II. Fiduciary Duties of Fund 
Directors under State Law
A. Duty of Care, Duty of Loyalty 
and the Business Judgment Rule

Th e concept of fi duciary dates back to the Latin 
word fi dere, which means “to trust.”1 Th e word is 
also closely associated with the word fi des (faith).2 
Because funds are organized under state law, direc-
tors of funds, like directors of any company, are sub-
ject to fi duciary duties arising from applicable state 
laws and general common law fi duciary principles.3 
Most state statutes dealing with the fi duciary duties 
of directors are relatively vague, with no specifi c 
guidance provided regarding the scope of directors’ 
responsibilities. As a result, the development of spe-
cifi c standards has been left to the courts. Th e obli-
gations of directors as developed in case law can be 
grouped into two broad categories: the duty of care 
and the duty of loyalty.

In general, the duty of care requires directors to 
act in good faith, in a manner the director reason-
ably believes to be in the best interests of the fund 
and its shareholders, and with the degree of care 
which an ordinarily prudent person in a like posi-
tion would exercise under similar circumstances.4 
Under this duty, directors must inform themselves 
with all material information reasonably available to 
them prior to making a business decision. Th is can 
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be done by attending directors’ meetings, requesting 
pertinent information, and then carefully evaluating 
the information provided.5 Depending on the mat-
ter being acted upon, such information may include, 
among other things, materials relating to fund per-
formance, compliance reports, and any interests of 
affi  liated persons in the action. In certain circum-
stances, the 1940 Act requires the board to request 
information relevant to its decision making.6 In 
discharging their duty of care, directors are typically 
entitled to rely on the fund’s records and on infor-
mation, reports, and records prepared by or under 
the direction of the fund’s investment adviser, coun-
sel, public accountants, or other persons as to mat-
ters that the directors reasonably believe to be within 
such person’s expertise. However, directors’ reliance 
on such data must be reasonable, which means they 
must be attentive to detail, engaged, and, when nec-
essary, critical.7

Like the duty of care, the duty of loyalty also 
requires directors to act in good faith and in a man-
ner the director reasonably believes to be in the best 
interests of the fund and its shareholders. In addi-
tion, the duty of loyalty prohibits directors from 
appropriating, for their own advantage, an opportu-
nity that rightly belongs to the fund and from oth-
erwise engaging in self-dealing.8 Th e duty of loyalty 
has been construed by some state courts to require 
that directors be disinterested, so that they neither 
appear on both sides of a transaction nor expect to 
derive any personal benefi t from it, as well as inde-
pendent, so that their decisions are based on the 
merits of the subject matter rather than extraneous 
considerations.9

In assessing the actions of directors, courts will 
apply the business judgment rule, which is a rebut-
table presumption that insulates a director from 
liability for a business decision provided (1) the deci-
sion is made in good faith, and (2) the director (a) 
does not have a personal interest in the subject mat-
ter of the decision, (b) is suffi  ciently informed, and 
(c) reasonably believes the decision is in the best inter-
ests of the fund and its shareholders.10 Th e business 

judgment rule will not be applied where directors 
have violated their duty of loyalty. Likewise, the 
rule will not be applied in situations where direc-
tors have abdicated their responsibility to act on the 
basis of their informed business judgment. Th is lat-
ter situation has been likened to acting with gross 
negligence.11 

B. Delaware Statutory Trusts
For funds organized as Delaware statutory 

trusts, the Delaware Statutory Trust Act (DSTA), 
like many other state corporate statutes, does not 
defi ne the fi duciary duties of trustees. But, unlike 
other state corporate statutes, the DSTA provides 
that unless the governing instrument provides oth-
erwise, the laws of the state pertaining to common 
law trusts, including as they relate to the fi duciary 
duties of common law trustees, apply.12 Because the 
Delaware default fi duciary standard for common 
law trustees is a negligence standard,13 if the govern-
ing instrument is silent on this issue, a court could 
refuse to apply the business judgment rule as being 
incompatible with the common law standard.

Fortunately, in August 2016, legislation went 
into eff ect adding new Section 3806(l) to the DSTA, 
which provides that a trustee of a statutory trust 
that is registered as an investment company under 
the 1940 Act has the same fi duciary duties as direc-
tors of a for-profi t corporation organized under the 
Delaware General Corporation Law, unless the gov-
erning instrument provides otherwise. Th is amend-
ment makes applicable to trustees of registered 
investment companies organized under the DSTA 
the business judgment rule and its presumption 
that decision-makers act in good faith, on a fully-
informed basis and in the best interests of the orga-
nization for whom they act. 

C. Massachusetts Business Trusts 
For funds organized as Massachusetts busi-

ness trusts, although there is no question that 
the business judgment rule is available to protect 
the decisions of trustees of such funds,14 a recent 
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federal district court decision has left trustees of 
such funds nervous not about the business deci-
sions they make, but rather about the communica-
tions they have with counsel in connection with 
fulfi lling their duties to the funds and shareholders 
they serve.

In Kenny v. Pacifi c Investment Management 
Company, a shareholder of the PIMCO Total Return 
Fund, a series of a Massachusetts business trust, sued 
the fund’s investment adviser and distributor for 
breaching their fi duciary duties by allegedly charging 
the fund excessive fees and failing to pass on econo-
mies of scale.15 As part of the lawsuit, the shareholder 
issued subpoenas to the independent trustees, who 
were not parties, for documents pertaining to the 
case. Th e independent trustees provided some docu-
ments, but withheld over 200 documents containing 
legal advice about the fund. Th e shareholder sought 
a court order to compel the trustees to produce the 
withheld documents.

Even though the parties agreed that the docu-
ments fell within the attorney-client privilege,16 
the shareholder argued that the so-called “fi duciary 
exception” applied because the trustees were seeking 
legal advice to guide the administration of the fund, 
and not legal advice for their own personal matters.17 
Th e shareholder further argued that the attorney-
client privilege in this case belonged to the trust’s 
benefi ciaries—that is, the shareholders—rather than 
to the trustees.

Th e independent trustees and the fund’s invest-
ment adviser responded that requiring the produc-
tion of such documents would have a chilling eff ect 
on the communications between trustees and their 
counsel, and could have a destabilizing eff ect on the 
fund industry. 

Ruling in the shareholder’s favor, the US District 
Court for the Western District of Washington 
observed that the independent trustees owed fi du-
ciary duties to the fund’s shareholders that required 
disclosure of the documents. Th e court reasoned 
that the documents at issue contained legal advice 
for managing the fund and were not sought in 

anticipation of any litigation. Th e court further 
noted that the fund paid legal counsel’s fees and that 
legal advice concerning the fund was ultimately for 
the shareholders’ benefi t. Th erefore, the indepen-
dent trustees and the defendants failed to show why 
the shareholder was not entitled to the documents 
he requested. 

While an appeal of this decision is not likely,18 
it is unclear whether the Kenny decision will apply 
more broadly to funds organized under other state 
laws.19 Regardless of where the fund is organized, 
this case serves as an important reminder to all direc-
tors not to assume that their communications with 
counsel are privileged. 

III. Fiduciary Duties of Fund 
Directors under the 1940 Act

Th e fi duciary standard has been part of the 
1940 Act since its adoption. During the Senate 
hearings in 1940, SEC Commissioner Robert E. 
Healy cited malpractice in the investment man-
agement industry, noting that “Too often sponsors 
and managers and insiders disregarded their basic 
fi duciary obligations to their investors.”20 As stated 
by the SEC Staff  in 1999, the 1940 Act “places 
substantial responsibilities on the independent 
directors of investment companies to protect the 
interests of fund shareholders by policing poten-
tial confl icts of interest. Th ese responsibilities are 
in addition to the general duties of loyalty and care 
imposed on directors under state law.”21 Although 
the standard of care applicable to directors under 
the 1940 Act is higher than what is required under 
state law, courts have struggled with defi ning what 
type of conduct constitutes a breach of a director’s 
fi duciary duty under the Act.

A. Section 36 of the 1940 Act
As originally adopted on August 22, 1940, 

Section 36 of the 1940 Act, which was titled 
“Injunctions Against Gross Abuse,” was shorter than 
the current iteration of that section and read as fol-
lows (emphasis added):
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Civil actions by Commission; jurisdic-
tion; allegations; injunctive or other relief
Th e Commission is authorized to bring an 
action in the proper district court of the 
United States, or in the United States court 
of any territory or other place subject to the 
jurisdiction of the United States, alleging that 
a person who is, or at the time of the alleged mis-
conduct was, serving or acting in one or more of 
the following capacities has engaged within fi ve 
years of the commencement of the action or 
is about to engage in any act or practice consti-
tuting a breach of fi duciary duty involving per-
sonal misconduct in respect of any registered 
investment company for which such person 
so serves or acts, or at the time of the alleged 
misconduct, so served or acted—

(1)  as offi  cer, director, member of any 
advisory board, investment adviser, or 
depositor; or

(2)  as principal underwriter, if such regis-
tered company is an open-end company, 
unit investment trust, or face-amount 
certifi cate company.

Section 36(b) is a frequent subject of shareholder 
litigation whereas Section 36(a) has only infrequently 
been used by the SEC and is not available to private liti-
gants, as discussed in Section IV, below. Section 36(a) 
has been described by one court as a “reservoir of fi du-
ciary obligations imposed upon affi  liated persons to 
prevent gross misconduct or gross abuse of trust not 
otherwise specifi cally dealt with in the Act.”23 

B. Specifi c Duties of Directors 
under the 1940 Act

In addition to the general fi duciary duty set 
forth in Section 36(a), fund directors have numer-
ous other duties set forth in the 1940 Act and the 
regulations thereunder, including approval of the 
investment advisory and underwriting agreements, 

Injunctions Against Gross Abuse
Th e Commission is authorized to bring an 
action in the proper district court of the 
United States or United States court of any 
Territory or other place subject to the juris-
diction of the United States, alleging that a 
person serving or acting in one or more of the 
following capacities has been guilty, after the 
enactment of this title and within fi ve years 
of the commencement of the action, of gross 
misconduct or gross abuse of trust in respect 
of any registered investment company for 
which such person so serves or acts:

(1)  as offi  cer, director, member of an advisory 
board, investment adviser, or depositor; or

(2)  as principal underwriter, if such regis-
tered company is an open-end company, 
unit investment trust, or face-amount 
certifi cate company.

If the Commission’s allegations of such gross 
misconduct or gross abuse of trust are estab-
lished, the court shall enjoin such person 
from acting in such capacity or capacities 
either permanently or for such period of time 
as it in its discretion shall deem appropriate.

In the years following passage of the 1940 Act, 
Congress sought to give courts greater fl exibility in 
enforcing breaches of fi duciary duty under Section 36, 
fi nding that the reference to “gross abuse of trust” or 
“gross misconduct” created a stigma and tended to 
limit cases that could be brought under that section.22 
Accordingly, Congress amended the statute in 1970 
when it added Section 36(b), which imposes a fi duciary 
duty on investment advisers and their affi  liates with 
respect to advisory compensation. Existing Section 36 
was redesignated as Section 36(a) and the “gross abuse” 
standard was changed to “breach of fi duciary duty 
involving personal misconduct.” As currently enacted, 
Section 36(a) reads as follows (emphasis added):
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appointment of independent auditors, review of 
12b-1 fees, approval of affi  liated transactions, and 
approval of the methodology for the fair valuation 
of securities. Th ese duties can thus be “read into” the 
fi duciary duties set forth in Section 36, as a fund’s 
independent directors in particular are expected to 
act on behalf of the shareholders in approving con-
tracts and arrangements that could present an oppor-
tunity for overreaching by the investment adviser. 
Moreover, Rule 12b-1 specifi cally cites the fi duciary 
duties of the board in connection with the required 
board approval of a distribution plan. Rule 12b-1 
provides in relevant part as follows (emphasis added): 

(e) A registered open-end management 
investment company may implement or 
continue a plan pursuant to paragraph (b) 
of this section only if the directors who vote 
to approve such implementation or contin-
uation conclude, in the exercise of reason-
able business judgment and in light of their 
fi duciary duties under state law and under 
sections 36(a) and (b) of the Act, that there 
is a reasonable likelihood that the plan will 
benefi t the company and its shareholders.

Th e reference to Section 36(b) in Rule 12b-1 
is confusing given the requirement that Rule 12b-1 
plans be approved by the independent directors, who 
do not have a fi duciary duty under Section 36(b). 
However, the reference may be emphasizing that 
interested directors (who are often picked up under 
Section 36(b)24 have a heightened duty when vot-
ing to approve a Rule 12b-1 plan. In the adopt-
ing release for Rule 12b-1, the SEC noted that it 
adopted this standard of care in implementing a 
distribution plan as originally proposed.25 In that 
release, the SEC stated that it “intentionally did not 
defi ne the relationship between a ‘reasonable busi-
ness judgment’ and ‘fi duciary duties’ under state 
law and sections 36(a) and (b) of the Act, nor did it 
defi ne those director activities that would be consis-
tent with each concept. Th e Commission did this in 

recognition that the concepts are constantly evolving 
and, particularly, that there have been no compre-
hensive or defi nitive interpretations of the various 
fi duciary duty requirements of section 36.”26

Th e specifi c duties of fund directors have con-
tinued to increase in recent years to include, among 
others, appointment of the fund’s chief compliance 
offi  cer and oversight of compliance policies and pro-
cedures, anti-money laundering programs, cyber-
security, sub-transfer agent fees, and, beginning in 
2018, liquidity risk management programs. 

IV. Actions Against the Board 
for Breach of Fiduciary Duty 
under the 1940 Act

A. Private Actions
Only the SEC can bring charges against direc-

tors under Section 36(a), although private litigants 
continue to try. For example, in Tannenbaum v. 
Zeller,27 the Second Circuit found that the origi-
nal form of Section 36 authorized private actions 
by investors, a right that was not eliminated by the 
1970 amendment that added Section 36(b). In that 
case, the court stated that:

Congress did not intend this modifi cation 
to abrogate the private action already rec-
ognized under the Act for other types of 
breach of fi duciary duty. We have found 
nothing in the structure or legislative his-
tory of the Investment Company Act which 
indicates that Congress meant to remove 
the question of how best to use the broker-
age generated by portfolio transactions from 
the informed discretion of the independent 
members of a mutual fund’s board of direc-
tors … . While we thus conclude that the 
Investment Company Act did not remove 
the recapture decision from the discretion 
of the Fund’s board of directors, such discre-
tion is by no means unrestrained. As previ-
ously mentioned, independent directors can 
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perform their function under the Act only 
when they exercise informed discretion, and 
the responsibility for keeping the indepen-
dent directors informed lies with the man-
agement, i.e., the investment adviser and 
interested directors.28

Since 2005, however, courts have generally held 
that Section 36(a) does not authorize private right of 
actions.29 In Bellikoff , the court found that the text 
and structure of the 1940 Act “reveal no ambigu-
ity about Congress’s intention to preclude private 
rights of action to enforce” Section 36(a).30 While 
only the SEC can bring cases under Section 36(a), 
the responsibility for its enforcement is vested in the 
courts, not the SEC.31

Despite this general agreement regarding who 
may bring an action under Section 36(a), courts dis-
agree in how broadly to interpret the “personal mis-
conduct” standard of Section 36(a). For example, in 
Young v. Nationwide Life Insurance, the court found 
that the statute could apply to “any nonfeasance of 
duty or abdication of responsibility”—that is, a gen-
eral breach of fi duciary duty without self-dealing or 
confl icts of interest.32 On the other hand, in Prescott v. 
Allstate Life Insurance, the court stated that “personal 
misconduct” refers to “misconduct that involves self-
dealing by investment company or other insiders,” 
noting that the 1940 Act was adopted to address 
self-dealing in the investment company industry.33 
Th e SEC has acknowledged the lack of defi nitive 
guidance regarding the meaning of fi duciary duty 
under Section 3634 while at the same time asserting 
that these responsibilities are in addition to the gen-
eral duties of loyalty and care imposed on directors 
under state law.35

Most private actions for breach of fi duciary duty 
under Section 36 are made against investment advis-
ers under Section 36(b) because, as noted above, since 
2005, courts have held that no private right of action 
exists under Section 36(a). Nonetheless, litigants 
have alleged a breach of fi duciary duty against fund 
directors under both Section 36(a) and Section 36(b) 

in a variety of contexts under the 1940 Act, including 
recapture of brokerage commissions,36 Rule 12b-1 
payments,37 securities lending,38 participation in 
securities class action cases,39 and Rule 38a-1 com-
pliance programs.40 Th e plaintiff s in these cases were 
unsuccessful because the courts generally found that 
there is neither an explicit nor implicit private right 
of action under Section 36(a).41

B. SEC Actions 
Th e SEC has not brought many cases alleging 

breach of fi duciary duty against fund directors under 
Section 36(a) and its predecessor. 

In Aldred Investment Trust, an early case inter-
preting the original version of Section 36, the First 
Circuit Court of Appeals upheld the district court’s 
fi nding in favor of the SEC that the defendants 
had been guilty of “gross abuse of trust” as offi  cers 
and trustees of the investment company within the 
meaning of Section 36.42 Newly-elected trustees and 
offi  cers of the trust caused the trust to purchase a 
horse-racing track and then elected themselves as 
directors of the racetrack with large salaries. In addi-
tion, the trust invested 30 percent of its assets in the 
horse-racing business, a deviation from its diversifi -
cation policy which required shareholder approval. 
Th e court stated, “[t]he fi ndings of the District 
Court, amply supported by the evidence, reveal a 
course of conduct that was motivated by self-interest 
and personal advantage and the calculated denial of 
fi duciary obligations … . In our opinion the court 
below properly found them guilty of ‘gross abuse of 
trust’ within the meaning of § 36 of the Act.”43 Th e 
self-dealing aspects of this case support the conclu-
sion that the trustees violated their duty of loyalty 
to the trust and its shareholders in keeping with 
the early wording of Section 36, which required an 
abuse of trust. 

In a case involving the current iteration of 
Section 36, the SEC alleged violations of Section 36 
because of transactions between a fund and affi  li-
ated companies of two interested directors of the 
fund.44 Although the Seventh Circuit in Advance 
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Growth Capital found that the trial court’s decision 
not to appoint a receiver under Section 36 was not 
manifestly incorrect, it also noted that the 1940 Act 
imposes fi duciary obligations of the “highest order” 
upon persons who control investment companies.45 
Th is fi nding suggests that the fi duciary standard 
under the 1940 Act is higher than and/or in addi-
tion to the comparable state law standard, which is 
consistent with the SEC’s statements on the subject.

In 2004, following the Canary Capital Partners 
(Canary) market timing scandal, the SEC brought 
an action against an interested trustee and another 
offi  cer of various PIMCO funds. Th e SEC alleged 
that the defendants’ activities in allowing Canary to 
have special market timing privileges while at the 
same time deterring market timing through pub-
lic disclosures violated their fi duciary duties under 
Section 36(a), among other violations. Th e court 
in that case held that to state a claim under Section 36(a), 
the SEC need not allege fraud or self-dealing, rather 
“it must demonstrate an accepted breach of fi du-
ciary duty via affi  rmative acts or ‘in appropriate 
cases, nonfeasance of duty or abdication of respon-
sibility’.”46 Th is court noted that courts are divided 
over what it means for a breach of fi duciary duty 
to involve personal misconduct under Section 36(a). 
After reviewing the legislative history leading up 
to the 1970 amendments, the court found that 
Congress inserted “involving personal misconduct” 
to limit the SEC’s ability to undertake a “general 
revision of the practices or structures of the invest-
ment company industry,” not to limit the reach of 
the provision to those involving self-dealing, fraud, 
or confl icts of interest.47 As a result, the court 
held that factual questions existed about whether 
the interested trustee informed himself about the 
Canary arrangement (a duty to investigate), made 
appropriate disclosures to the fund board regard-
ing the arrangement, and placed the interests of one 
shareholder (Canary) above the interests of other 
fund shareholders. Based on the foregoing, it is clear 
that the court in this case believes the duties under 
Section 36(a) extend beyond the duty of loyalty to 

encompass nonfeasance or abdication of duty. Th ese 
actions may constitute a breach of fi duciary duty 
under Section 36(a) even if there was no self-dealing. 

V. Limitations on Liability 
of Fund Directors 

A. State Law Protections

Most state statutes permit the governing instru-
ment of a fund to limit and, in some cases, elimi-
nate, personal liability of directors under state law 
for monetary damages for breach of fi duciary duty. 
For example, the DSTA permits a governing instru-
ment to provide for the “limitation or elimination 
of any and all liabilities for breach of contract and 
breach of duties (including fi duciary duties) of a 
trustee … to a statutory trust or to another trustee or 
benefi cial owner or to another person that is a party 
to or is otherwise bound by a governing instrument; 
provided, that a governing instrument may not limit 
or eliminate liability for any act or omission that 
constitutes a bad faith violation of the implied con-
tractual covenant of good faith and fair dealing.”48 
Comparable provisions exist under Maryland and 
Massachusetts law for funds organized as Maryland 
corporations and Massachusetts business trusts.49 

In contrast to other state statutes, however, the 
DSTA takes this approach one step further by permit-
ting a governing instrument to restrict or eliminate 
a trustee’s fi duciary duties under state law altogether. 
Specifi cally, the DSTA provides that to the extent 
that at law or in equity a trustee “has duties (includ-
ing the fi duciary duties) to a statutory trust or to 
another trustee or benefi cial owner or to another 
person that is a party to or is otherwise bound by a 
governing instrument, the trustee’s … duties may be 
expanded or restricted or eliminated by provisions in 
the governing instrument; provided that the govern-
ing instrument may not eliminate the implied con-
tractual covenant of good faith and fair dealing.”50 

Accordingly, the DSTA distinguishes between 
fi duciary duties and liability for breaches of fi du-
ciary duty, and permits the two concepts to be 
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independently addressed in the fund’s governing 
instrument. Under this authority, a fund organized 
under the DSTA could choose to eliminate both 
fi duciary duties and liabilities to the fullest extent 
permitted by Delaware law.51 Although there are 
still certain duties (and liabilities) that cannot be 
eliminated under the 1940 Act, as discussed else-
where in this article, these sorts of provisions in a 
fund’s governing instrument, coupled with stan-
dard indemnifi cation provisions, indemnifi cation 
agreements and/or third-party insurance, pro-
vide broad protection to persons serving on fund 
boards, particularly funds organized as Delaware 
statutory trusts.52

B. 1940 Act Constraints
Section 17(h) of the 1940 Act prohibits a fund 

from including in its governing instrument, or in 
any other instrument pursuant to which such fund 
is organized or administered, any provision that 
protects or purports to protect any director against 
liability to the fund or its shareholders for “willful 
misfeasance, bad faith, gross negligence or reckless 
disregard of the duties involved in the conduct of 
his [or her] offi  ce.” Section 17(h) is intended to bal-
ance the need to ensure that funds have the ability 
to indemnify directors for liability arising out of 
actions that they took in good faith with the need for 
funds and their shareholders to be able to hold fund 
directors personally accountable for their actions 
as directors. Th e Staff  of the SEC has interpreted 
Section 17(h) as a substantive restriction on a fund’s 
ability to indemnify, as well as advance expenses to, 
its directors. Although Section 17(h) establishes a 
minimum standard of conduct for fund directors, it 
is not a particularly high standard, given that indem-
nifi cation for negligence is permitted.

Th e SEC Staff  has taken the position that 
an indemnifi cation provision is acceptable under 
Section 17(h) if it (1) precludes indemnifi cation for 
any liability arising by reason of a director’s willful 
misfeasance, bad faith, gross negligence, or reck-
less disregard of duties as described in Section 17(h) 

(disabling conduct), and (2) sets forth “reasonable 
and fair means” for determining whether indemnifi -
cation shall be made.53 In the Staff ’s view, “reasonable 
and fair means” include (a) a fi nal decision on the 
merits by a court or other body before whom the pro-
ceeding was brought that the director to be indemni-
fi ed was not liable by reason of disabling conduct, or 
(b) a reasonable determination, based upon a 
review of the facts, that the director was not liable 
by reason of disabling conduct, by (1) the vote of 
a majority of a quorum of the fund’s independent 
directors who are not parties to the proceeding, or 
(2) independent legal counsel in a written opinion.54 
However, the Staff  has stated that an indemnifi ca-
tion provision that requires or permits indemnifi ca-
tion except when the person to be indemnifi ed has 
been adjudged by a court to be liable by reason of 
disabling conduct violates Section 17(h) since it 
would, for example, protect a person whose con-
duct constitutes disabling conduct but who avoids 
judgment by settlement.55 

Th e SEC Staff  has also indicated that an indem-
nifi cation provision that permits advances for 
attorneys’ fees and similar expenses is generally per-
missible under Section 17(h) provided that (1) the 
director undertakes to repay the advance unless it is 
ultimately determined that the director is entitled 
to indemnifi cation, and (2) either (a) the director 
provides security for the undertaking, (b) the fund 
is insured against losses arising by reason of any such 
advances, or (c) a majority of a quorum of the inde-
pendent, non-party directors, or an independent 
legal counsel in a written opinion, determines, based 
on a review of readily available facts, that there is 
reason to believe that the director ultimately will be 
found entitled to indemnifi cation.56 

A fund may purchase liability insurance to protect 
itself and its directors against liability, or it may obtain a 
joint liability insurance policy with its affi  liated persons 
(for example, its investment adviser) to provide such 
protection, provided that, with respect to the latter, the 
requirements of Rule 17d-1(d)(7) under the 1940 Act 
must be satisfi ed.57 However, the SEC Staff  has stated 
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that a fund may not pay for any such insurance that 
protects directors against liabilities arising from dis-
abling conduct, unless (1) the insurance merely pro-
vides for payment to the fund of any damages caused 
by the director and (2) the insurer is subrogated to the 
rights of the fund to recover from the director. 

Section 17(h), then, prohibits a fund from 
directly indemnifying a director for disabling con-
duct and precludes the fund from indirectly indem-
nifying the director for such conduct through 
insurance or, presumably, other means, such as a 
separate indemnifi cation agreement. However, the 
Staff  has stated that directors might be permitted to 
obtain insurance against such misconduct if they pay 
for it themselves.58 

VI. Conclusion 
While the fi duciary duties of fund directors 

under state law are fairly well defi ned by statute and/
or common law, the same is not true with respect to a 
fund director’s fi duciary obligations under Section 36 
of the 1940 Act. It is clear the standard of care under 
the 1940 Act is higher than what is required under 
state law; however, courts disagree regarding exactly 
what action (or inaction) constitutes “personal mis-
conduct” under Section 36(a). Th is coupled with 
the increasing responsibilities of fund boards under 
the 1940 Act and the specter of SEC enforcement 
or shareholder litigation makes it imperative for 
directors to consider ways in which to perform their 
board functions in good faith, with due care, and 
with the best interests of shareholders in mind while 
at the same time seeking to minimize their liabil-
ity to the extent possible through careful drafting of 
governing instruments.

Ms. Drought and Ms. Krill are shareholders in 
the Investment Management Practice Group at 
Godfrey & Kahn, S.C., specializing in advising 
various types of investment companies and their 
boards with regard to regulatory, corporate gov-
ernance, and related matters.
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