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ne of the small ironies of the Investment
Company Act of 1940 is Section 15. The
provision spells out in detail the process for
a board to follow in entering into or renewing an
advisory contract between a mutual fund and the
investment adviser. Annually, boards gather and
painstakingly review the detailed information provided by the adviser. And each year, like clockwork,
the contract is renewed. For the most part, this is a
good thing. The robust give and take of the “15(c)
process” allows the board to “stand in the shoes” of
the shareholders and keeps the adviser alert to the
need to remain competitive, both in terms of returns
and fees. The trouble arises, however, when significant issues come up. And then, for all of the process,
statutory language, and case law, there is no easy
path forward for independent trustees who are faced
with an adviser with significant issues, and who cannot, consistent with the exercise of their fiduciary
duties, renew the contract. It is called the nuclear
option for that very reason.1
I represent a board that from 2014 to 2016
found itself in this exact predicament. The board
needed to get out, but there were few good options.
Ultimately, the board successfully exercised the
nuclear option by declining to renew the advisory
contract with the existing adviser and moving the
contact to a new adviser. This article discusses the

facts that led up to detonation of the nuclear option
and the difficult practical and legal issues faced and
surmounted by the board.

Background
In our case, the management company (Adviser)
was owned by a storied New York financial family. In
addition to the Adviser, there was an affiliated broker-dealer that acted as the distributor for the funds
(Broker-Dealer). The funds had lost assets over the
years, due in part to an inability to pay what is now
the formidable cost of distribution and to the financial crisis, which had led first to losses in the flagship
money market fund and eventually to closing the
fund. The owner was approaching his 80s, and the
firm could not be supported at the lower asset level.
He began looking to sell the company—but too late
in the life cycle of the business. The independent
trustees quickly became concerned that the investors that the owner was proposing were not suitable.
I will jump ahead in the story to say that the lead
investor was convicted this past June in federal court
of conspiracy and securities fraud and is currently
awaiting sentencing.2
The independent trustees3 were first concerned
when the new investors sought to replace a very
successful sub-adviser with an individual of dubious experience and background. The independent
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trustees fought back, explaining that they would not
approve such a relationship. The chief compliance
officer soon identified significant issues with some
of the people associated with the investor group.4
Although not an investor, one of the individuals
close to the transaction, Jason Galanis, had been the
subject of a Securities and Exchange Commission
(SEC) bar, and press reports suggested that he had
been involved in a fraudulent scheme involving
an offshore reinsurance company.5 I became aware
through a former law partner that the father of Mr.
Galanis was a convicted fraudster who had served
time in prison for frauds in which he effectively
looted investment advisers by selling legitimate
assets and replacing them with shares of “pump and
dump” companies that were valueless by the time the
fraud was discovered.6 While the father was now said
to be out of the picture, the independent trustees
focused on the son and insisted that he have no connection whatsoever with ownership of the Adviser.
Eventually, in response to the board’s objections
to the first investor group, a new lead investor was
introduced, Devon Archer. He had impeccable credentials—Ivy League, successful investment manager with connections to influential people at the
highest levels. He assured the board that he would
control the Adviser.
What followed was a battle between the board
and the owner. As is its right, the board demanded
extensive information on the new lead investor,
fearing that he was merely a front for the unsavory
investors.7 When the board was unable to obtain
assurances that he would completely disassociate
from Mr. Galanis, the board voted not to approve
the new investment management contract, thus
killing the deal. The owner and his personal lawyer were furious and urged the board to reconsider
in the strongest terms.8 In particular, they asserted
that the concerns of the independent trustees were
unfounded.
The difficulty that the independent trustees
faced, in these circumstances, was that the bases on
which they had declined to approve the contract

were primarily instinct and the Internet. A private
investigator had been retained to perform background checks, but he had turned up only a bankruptcy on the part of a minor investor. The Internet,
on the other hand, contained a wealth of articles,
blog posts, civil court filings, etc., that seemed to
confirm the worst fears of the independent trustees.
It was difficult, however, to sort out fact from short
sellers. The fraudsters were sophisticated and had
covered their tracks well. They also had a habit of
suing anyone who claimed to have been defrauded.
In real time, it was effectively impossible to connect
all of the dots. Overall, the independent trustees
lacked the resources to perform the type of investigation that might have provided assurances as to
the character of the new investors, one way or the
other.
Nonetheless, the board stood firm. Options that
the board considered were to find a different investment group or to simply close the funds. No investor
group could be found, however, and the funds held
substantial capital gains, such that the board was
very concerned that closing the funds would negatively impact shareholders. In addition, closing the
two sub-advised funds would require a shareholder
vote. Unable to identify a clear alternative, and with
no conclusive evidence of wrongdoing, the board
battled on, insisting that all ties to the most problematic investors be severed. Eventually, the board
obtained an agreement from Mr. Archer to completely disassociate from the problematic individuals. After extracting a series of 14 conditions relating
to issues of control, sources of funds, and other matters, the board approved the contract.
The conditions included complete disassociation
with all of the individuals about whom the board was
most concerned, including Mr. Galanis, who was to
“have no interest of any kind, direct or indirect, in
any of the [Adviser] entities or their successors. He
will not source deals to the [Adviser] entities, and the
[Adviser] entities will not invest with or in, directly
or indirectly, any business or enterprise in which
he has any association, affiliation or investment,
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pecuniary or otherwise, directly or indirectly.” The
Broker-Dealer and the Adviser were to be separated,
and the Adviser was to be controlled only by Mr.
Archer. On October 1, 2014, Mr. Archer met with
the board and confirmed the undertakings to disassociate with Mr. Galanis and other individuals about
whom the board was concerned.
Less than two years later, the independent trustees would learn from a federal indictment that Mr.
Galanis, his father, Mr. Archer, and others had allegedly perpetrated an elaborate fraud, under which
they had obtained control over two other investment advisers.9 According to the indictment, they
had hijacked the Broker-Dealer to underwrite a
Native American bond offering and sold the bonds
to the unsuspecting clients of the other two advisers. They had then used the proceeds from the fraud
for various illicit purposes, including the purchase
of homes, clothing, and jewels. Most importantly,
they had used the proceeds in part to finance the
purchase of the Adviser and had posted the bonds as
capital for the Broker-Dealer. Mr. Galanis ultimately
pleaded guilty to the charges, and his father and Mr.
Archer were convicted following a trial.10
The board would also learn from the federal
indictment that on the very day that Mr. Archer had
promised them that he would have no further dealings with Mr. Galanis and other individuals whom
the board was concerned about, he was transferring
funds from the bond scheme through his company
in alleged furtherance of the fraudulent scheme.
At the time, however, the independent trustees
knew none of this. Following the approval of the
change of control, Mr. Archer presented plans for
expansion, rented new office space, and hired new
staff. Nonetheless, the independent trustees stayed
vigilant and closely monitored all investments coming in and out of the funds. They repeatedly questioned the new management and the prior owner,
who had stayed on as chief portfolio manager for the
flagship fund, about financial statements and sources
of funds, spoke with the auditors to the Adviser, and
brought on an outside compliance firm.

3

Approximately one year after the board approved
the contract, an indictment was handed down in
the Southern District of New York relating to Mr.
Galanis in connection with the offshore reinsurance company fraud, confirming the concerns of the
independent trustees.11 It quickly became apparent
that, contrary to the promises made to the board,
Mr. Archer had not completely disassociated with
Mr. Galanis. The board again demanded explanations and was told by Mr. Archer that he had been
duped but would have no further contact with the
individuals who were indicted. The independent
trustees continued to seek answers and again began
to explore the possibility of finding a new adviser.
Nine months later, Mr. Archer was himself indicted
for the fraudulent bond scheme.12 Only then could
the independent trustees put together, based on the
government’s indictment, the entire scheme. While
no money was stolen from the mutual funds, thanks
to the board’s vigilance, the indictment alleged that
approximately $60 million was stolen from clients
of the other two investment advisers. Fortunately,
the board had by now been able to locate an advisory firm that was willing to assume the risk of taking over the investment management of the funds.
Within days, the independent trustees voted to
remove the prior owner and chief portfolio manager
as board chair, elected the lead independent trustee
as chair, voted not to renew the existing contract,
and appointed the new adviser. At the same time,
the board informed the other service providers—
custodian and administrator—that they were to
take instructions only from the new chair or certain
designated individuals and engaged the auditors to
perform special procedures to verify that no assets or
funds had been defalcated.
The board was not yet out of the woods, however. It took another month or so of careful legal
maneuvering, conversations with the SEC Staff and
Assistant US Attorneys (AUSA) for the Southern
District of New York, and delicate negotiations to
fully move the contract and position the funds for a
successful proxy vote. At a final testy meeting, with
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multiple counsel present, the Adviser’s representatives understood that the independent trustees could
and had replaced the Adviser, and were entirely
within their rights to do so.
This story highlights several important points.
First, and most important, is the role of the independent trustees. As luck would have it, the independent trustees had a particularly strong sense of their
fiduciary duties and were imbued with strong streaks
of integrity and an unwillingness to compromise.
No group of trustees could have been better positioned to withstand the challenges they confronted.
They were unflinching. Moreover, the interposition
of the independent trustees was critical in preserving
the assets of the funds.13 Finally, it highlights that
moving an advisory contract, even in the most exigent circumstances, is not easy to do, exposes the
trustees to potential liability, and is fraught with risk
and expense.

■■

■■

Obstacles Faced by the Board
There were a number of very specific obstacles
faced by the board, all of which would likely apply
in any situation in which a board seeks to remove
the adviser:
■■

■■

Investors choose advisers, not boards. Thus,
in the two most well-known cases in which
trustees challenged an adviser—Yacktman and
Navellier—the boards faced enormous legal liability (as both boards were sued by the adviser)
and ultimately lost in their proxy fights. In a
proxy fight, the board is quite likely to lose, as
shareholders will choose the adviser that they
know. Thus, directors must reasonably ask themselves whether they or any new adviser would be
likely to prevail in a proxy fight.
The Independent Trustees must find another
investment adviser willing to manage the funds.
This was a major impediment for the independent trustees from the time of their earliest
doubts to the final decision to move the contract. Any new adviser faces multiple risks and

■■

expenses, which may never be recouped if shareholders do not approve the new contract.
While the Independent Trustees had very strong
suspicions, they did not have hard evidence.
Only as a result of the investigations conducted
by the SEC and the DOJ did the nature of
the scheme become apparent—the true details
of which were not otherwise knowable by the
Independent Trustees. The owner repeatedly
argued that the independent trustees did not
have adequate grounds to support a challenge to
any decision to move the contract.
The SEC has not historically been willing to
directly intercede on behalf of a board in these
circumstances. Following the indictments, however, as discussed below, the SEC Staff did provide key assurances to the independent trustees.
Understandably, however, neither the SEC Staff
nor the AUSAs were able to provide the independent trustees with clear direction on who
could be trusted.
The independent trustees needed to be sure
that they had adequate indemnity and insurance coverage. In Navellier, the directors and
officers/errors and omissions insurance lapsed,
and in Yacktman, the adviser initially challenged
the directors’ use of fund assets to solicit proxies. In that case, the custodian refused to honor
the request for disbursements, and the directors
had to ask the service providers to move forward
without payment.

Legal Issues: Applicable Law
As noted, the nuclear option is rarely an option,
or even necessary. However, the relevant legal issues
are fairly well settled, and each needed to be carefully analyzed as the board moved forward with its
decision to remove the Adviser. The key issues are
the following:
■■

Advancement of legal fees, insurance coverage,
and possible claims of waste.
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■■

■■

■■

Tortious interference/loss of prospective economic advantage.
Breach of fiduciary duty and the business judgement rule.
Operation of Section 15 of the Investment
Company Act.
Each of these is discussed below.

1. Prior Case Law
The two principal cases relevant to the involuntary replacement of an adviser are Yacktman and
Navellier.14
The Yacktman case,15 in 1998, involved an
effort by the adviser to remove the independent
directors of the funds, who had become increasingly unhappy with performance and the conduct
of the adviser. After a period of underperformance,
the independent directors in Yacktman had unsuccessfully raised their concerns with the manager,
which was headed by a well-known portfolio manager, Donald Yacktman. Following a period of
contention, Mr. Yacktman took steps to remove
the independent directors and launched a proxy
for that purpose. In doing so, he asserted to the
independent directors that any attempt to use fund
assets to remain on the board would violate Section
17(d) and Rule 17d-1 under the Investment
Company Act. The Yacktman directors were further constrained because they were joint insureds
with the adviser, meaning that there would be no
coverage in any suit between them and the adviser.
When the custodian refused to honor their request
for funds, they nonetheless pressed on with their
effort to launch a proxy of their own. The service
providers agreed to go forward with payment on
the come. With the preliminary proxy on file, a
Maryland state court ruled that, under Section
17(d) and Rule 17d-1, the independent directors
required an exemptive order to use the assets of
the funds to pay the expenses of the proxy solicitation.16 Fortunately, the federal district court ruled
shortly thereafter that the independent directors
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could in fact use fund assets.17 Still, the directors faced considerable legal expenses and unsure
indemnification. Unable to meet the requirements
for obtaining advancement of legal fees under the
trust’s documents,18 the independent directors
turned to the SEC and ultimately obtained important relief, providing that an independent counsel,
in opining as to whether funds might be advanced,
was entitled to “operate under a “rebuttable presumption” that the independent directors “have
not engaged in disabling conduct in connection
with actions taken while acting in their capacities
as directors and were based on their determinations
that those actions were in the best interests of the
Fund and its shareholders.’”19 Unfortunately, while
prevailing in their legal fights, the directors lost
the proxy and were successfully removed from the
board.
Navellier20 presented a set of different facts
but also involved legal victory by the Independent
Trustees, but failure to successfully remove the
adviser. In this case, beginning in 1996, the adviser
proposed a merger, which would have dissolved
the board. Discussions rapidly deteriorated, as
the Independent Trustees felt that they were provided with inadequate information to consider the
merger. Eventually, the trustees approved the proxy
statement, but days before the advisory contract
was to expire, they voted not to renew the contract
and instead to hire Massachusetts Financial Services
(MFS) as the fund’s investment adviser. A proxy
fight ensued, and the shareholders failed to approve
the new contract with MFS. The Independent
Trustees thus found themselves with no viable
adviser and ultimately chose to resign. A lawsuit
was promptly filed that made its way through the
courts and eventually to the Ninth Circuit.21 The
lengthy litigation involved multiple allegations but
ended with several important holdings concluding that (1) the business judgement rule protected
the board’s decision, (2) the board had not interfered with Navellier’s prospective economic advantage, and (3) Rule 15a-4 empowered the board to
Copyright © 2018 by CCH Incorporated. All Rights Reserved.
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remove the adviser without first obtaining shareholder approval.

2. Discussion of Legal Principles
These cases, together with other legal precedents
and SEC rules, establish a number of important
principles.
a. Use of Fund Assets; Waste. This point seems wellsettled. The Yacktman case established the inapplicability of Section 17d and Rule 17d-1. In
Navellier, the court rejected the waste allegations,
noting that the doctrine primarily applies to corporations. Further, following Yacktman, in 1999,
the SEC issued an interpretive release that clearly
addressed the issue of allowing funds to advance
legal fees to their directors, citing the Yacktman
no-action letter.22 The guidance provides:
On this basis, the staff reasoned that it
would be consistent with section 17(h) and
prior staff positions if legal counsel—in
providing an opinion as to whether a fund
should advance legal fees either to its independent directors or to any directors who
are interested persons solely by reason of
serving as officers of the fund—afforded the
directors a rebuttable presumption that they
had not engaged in disabling conduct. The
staff stated that this position was limited to
actions taken by directors while acting in
their capacities as directors. The staff believes
that the rebuttable presumption also should
apply in situations when the independent,
non-party directors of the investment company, rather than independent legal counsel,
make the reasonable belief determination.
This empowers the Independent Trustees
and an independent counsel to make a determination allowing advancement of funds. This conclusion was verbally confirmed to us by the Staff
of the SEC.

b. Insurance Coverage. Any board faced with the
prospect of a dispute with the adviser should look
closely at the terms of its insurance coverage. As
an aside, this is an excellent reason to have separate coverage of the funds and board from that
of the adviser. Areas of concern related to coverage include exclusions from coverage for certain
claims brought by one insured against another
and limitations on coverage related to claims for
breach of fiduciary duty. Two other practical concerns are the need to be sure that the coverage
stays in place and premiums are paid during any
dispute and the need to understand the terms of
coverage if, for any reason, the funds were dissolved, in which case the coverage might cover
acts taken prior to dissolution but not after.
c. Tortious Interference/Loss of Prospective Economic
Advantage. As noted above, finding a new adviser
can be one of the most daunting challenges facing
a board. Prospective advisers may be concerned
about, and the parties must be mindful of, the
law surrounding interference with contracts or
prospective economic advantage. Nonetheless,
for the reasons discussed below, the decision to
retain a new adviser should not generally create
liability under these doctrines. These doctrines do
vary by state, however, and should be individually
and carefully examined.
The threshold issue is whether the investment adviser has a legally protected interest in the
investment advisory contract between the investment adviser and the fund. The better answer
here is that the adviser has rights under the contract but does not have a right in it. In Rosenfeld v.
Black,23 the court held that an adviser cannot realize a profit on the sale of a fiduciary office, writing
“[W]e would see no reason why the ‘well-established principle of equity’ forbidding realization
of profit for effecting the turn-over of corporate
or other fiduciary office should not apply to the
investment adviser of a mutual fund.” The court
went on to observe that, in view of the adviser’s
fiduciary duty to the fund, “the expectation of
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profits under that contract is not an asset which,
under the Act, the adviser can assign outright.”24
While Section 15(f ) of the Investment
Company Act, adopted following the Rosenfeld
decision, provides a safe harbor for certain payments, it nonetheless reflects this underlying principle. In combination with Section 15(a), which
requires that an investment advisory agreement
must be terminable by shareholders or the board
on not more than 60 days’ written notice, and
Section 15(c), which gives the board a right to
renew the contract, and by implication the right
not to renew the contract, these provisions of the
Investment Company Act strongly suggest that a
board is fully within its rights if it chooses not to
renew an advisory contract.
Nonetheless, an argument may exist that
discussions between a prospective adviser and the
board could give rise to a potential tortious interference claim. Generally, there are two relevant
types of tortious interference claims:
Tortious interference with an existing contract. To
sustain a claim for tortious interference, a
plaintiff generally must demonstrate that
there is a contract in place, that the defendant had knowledge of the contract, and
that the defendant intentionally induced a
third party to breach or otherwise interfere
in performance under the contract.25
Loss of economic advantage. For this claim to prevail, a plaintiff must generally demonstrate
at least a reasonable expectation of economic
benefit, that the defendant knew of such
expectation, the defendant’s intentional
interference with such expected economic
benefit, and the reasonable probability
that the claimant would have received the
anticipated benefit if not for the defendant’s
interference.26
Following Rosenfeld and the provisions of Section
15 cited above, under both theories, the better
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conclusion is that the adviser does not have a
property right in the contract or a right to renewal
of the contract and, as such, has no vested right in
the economic advantage that would accrue were
the contract renewed. In Navellier, the adviser
asserted a claim that the Independent Trustees had
intentionally interfered with the adviser’s prospective economic advantage. In that case, following
similar reasoning, the court concluded that there
was insufficient evidence of a “reasonable” expectation of a continuing business relationship. It
should be noted, however, that in both Navellier
and our case, the events transpired at the same
time as the contract was expiring either by law
or its terms and needed an affirmative vote of the
board to be continued. That might create an easier
fact situation.
d. Breach of Fiduciary Duty and the Business
Judgement Rule. Generally, Independent Trustees
are considered under state law to owe a fiduciary
duty to shareholders, which is comprised of the
twin duties of loyalty and care. Absent a showing that the Independent Trustees have breached
these duties, board decisions are generally provided great deference under the so-called “business judgement rule.” Any effort to challenge a
board’s decision to replace an adviser, therefore,
would need to assert that the board should not be
afforded the protections of the business judgment
rule on the basis that the board had breached its
duty of care. For this reason, it is paramount that
the Independent Trustees follow a thoughtful and
robust process, particularly in connection with
the selection of the new adviser. In our case, even
following the indictment, the existing management was invited to present materials to the board
as it considered renewal of the advisory contract,
along with the proposed new adviser, thus affording the Independent Trustees the opportunity to
fully evaluate the merits of each proposal.27 Boards
should also be alert to any risk of an appearance of
self-dealing or improper motive that could result
in a finding of a breach of the duty of loyalty.
Copyright © 2018 by CCH Incorporated. All Rights Reserved.
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e. Operation of Section 15. Most practitioners are
very conversant with the operation of Section 15
of the Investment Company Act under normal
circumstances. However, there are a few twists
that become relevant in the involuntary removal
of an adviser. Section 15(a) provides that an
adviser may serve as an investment adviser only
if the contract has been approved by a majority
vote of the outstanding shareholders. Thus, in
Navellier, the adviser argued that a shareholder
vote was required before the adviser could be
replaced. Rule 15a-4, however, permits an adviser
to serve under an interim advisory agreement
for 150 days, provided that certain conditions
are met, and specifically enumerates the “failure to renew the previous contract” as a qualifying event. The provisions of Rule 15a-4 have
also been extended to sub-advisers through noaction relief.28 One interesting footnote is that
Rule 15a-4 does not require an in-person meeting for approval of the interim agreement and
allows approval at a meeting “in which directors
may participate by any means of communication
that allows all directors participating to hear each
other simultaneously during the meeting.” While
the law here appeared clear, we nonetheless took
the precaution of confirming orally with SEC
Staff that Section 15(a) did not preclude or prevent the board from terminating the Adviser and
appointing the new adviser effective immediately
under an interim advisory agreement, pursuant to
Rule 15a-4, with the shareholder vote to follow
within the prescribed timeframe.

small advisers in particular, other boards may find
themselves faced with intransigent management that
is no longer able to effectively perform the task of
managing the funds’ assets. It may perhaps be time
to evaluate whether the exit strategies in such cases
are unnecessarily burdensome. In the meantime,
however, a clear understanding of the legal issues and
strategies involved in these situations may be helpful
to trustees and the counsel who represent them.

Mary C. Moynihan is a partner in the
Washington, DC, office of Perkins Coie LLP.
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Conclusion
The rarity of the events described in this article
is a credit to our industry and it is fortunate that the
travails experienced by the independent trustees are
not the norm. This story also had a happy ending.
Nonetheless, as the industry meets new challenges
presented by passive investing, artificial intelligence
and other technologies, all of which put pressure on
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shall contain any provision which protects or purports to protect any director or officer of such company against any liability to the company or to its
security holders to which he would otherwise be subject by reason of willful misfeasance, bad faith, gross
negligence or reckless disregard of the duties involved
in the conduct of his office.” As a consequence, a
finding is generally required as to the absence of such
disabling conduct.
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Yacktman, supra n.1, at 14.
Navellier, supra n.1.
Id.
Release No. IC-24083: Oct. 14, 1999; The Yacktman
Funds, Inc., SEC No-Action Letter (Dec. 18, 1998).
445 F.2d 1337 (1971).
Id. at 1342.
Z. Newman & A. Ellis, “Navigating the Nuances of
Tortious Interference Claims,” Business Torts Journal,
Vol. 18, No. 4 (Summer 2011).
Id.

27
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In this context, it is worth noting, that the SEC may
bring an enforcement action under Section 15(c). In
re: Northern Lights Compliance Services, LLC, et al., IC
Release No. 30503 (May 2, 2013); In re: New York Life
Investment Management LLC, IC Release No. 28747
(May 27, 2009). There is no private right of action
under Section 15(c), but involuntary removal of an
investment adviser could potentially form a basis for a
Section 36(b) claim by shareholders.
First Trust/Gallatin Specialty Finance and Financial
Opportunities Fund (pub. avail. July 11, 2008).
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