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IN THE UNITED STATES DISTRICT COURT FOR THE
NORTHERN DISTRICT OF ILLINOIS
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OPINION AND ORDER

Terrence Zehrer and Ruth Tumpowsky each filed lawsuits, consolttatedgainst
Harbor Capital Advisors, Inc. (Harbaalleging violations o8 36(b) of the Investment Company
Act of 1940, 15 U.S.C. §80a-35(fihe ICA).* Harbor moves for summary judgment. (Dkt.

162.Y For the reasons stated beldafe motion isgranted

! The court’s jurisdiction rests on 15 U.S.G8@35(b)(5) and 28 U.S.C. B331. Venue is
proper in the Northern District of lllinois, Eastern Division, pursuant to 283J&1391.

2 All docket numbers referred to herein refer to the dockeZdbrerv. Harbor Capital Advisors,
Inc., No. 14 C 789 (N.D. Ill. filed Feb. 4, 2014).
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BACKGROUND®

Plaintiffs are shareholdens two mutual fundsthe Harborinternational Fund (HIF) and
theHarbor High Yield Bond Fund (HBR}he Funds)Their claims are derivative in nature and
center on the fees chargedigrbor to manage the Funds.
l. The Funds

As succinctly explained idonesv. Harris Assocs. L.R559 U.S. 335, 338, 130 S. Ct.
1418, 1422 (201Q(citation omitted)

A mutual fund is a pool of assets, consisting primarily of [a] portfolio [of]

securities, and belonging to the individual investors holding shares in the fund.

The following arrangements are typical. A separate entity called an investment

advisercreates the mutual fund, which may have no employees of its own. The

adviser selects the fund's directorgnages thind's investments, and provides

other services. Becausetbérelationship between a mutual fund atsd

investment adviser, the fund often cannot, as a practigder sever its

relationship with the adviser. Therefore, the forces of dengthbargaining do

not work inthemutual fund industry ithesame manner as they do in other

sectors of the American economy.
The ICAcreatel protections for shareholders of mutual funds, in pgrinposing a fiduciary
duty onafund’sadviser with respect to the compensation it receidesit 338—39.

HIF and HBFare parbf theHarbor Funds, amvestment companegisteredunder and

subject tahe ICA. As described above, Harboreated thé-undsandacts as the investment

adviser for both pursuant to investment advisory agreements (IAAS).

3 Unless otherwise noted, the facts in this section are taken from ties’damcal Rule 56.1
statements and are construed in the light most favorable to theawng party The court will address
many but not all of the factual allegations in the parties’ submissistiseaourt is “not bound to discuss
in detail every single factual allegation put forth at the summagnedt stage.Omnicare, Incyv.
UnitedHealth Grp.Jnc., 629 F.3d 697, 704 (7th Cir. 201(t)jtation omitted)In accordance with its
regular practice, the court has considered the parties’ objections tatdmaestts of fact and includes in
this background only those portions of the statements and responses thatgreapiyrsupported and
relevant to the resolution of this motion. Any facts that are not contrdvasteequired by Local Rule
56.1 are deemed admittddarbor’'s Rule 56.1(a)(3) statements of fact are cited as DSOF, plaintiffs’
responding LR 56.1(b)(3)(B) statements as PSOF, and plaintiff's LR 56.1®)&xtements of
additional fact as PSCA



. The IAAs
The IAAs outline the services thatarborprovides to the Funds, including both

investment advisory seices and administrative servicePSOF12—14, 19.ThelAAs

4 As neither party indicates that the operative language of the IAAs variad/éar to year, the
court considers the 2013 IAAs to presentative-arborhas three key advisory responsibilities,
including to

(1) “regularly provide the Fund with investment research, advice and
supervision and.. furnish continuously an investment program for the
Fund consistent with the investment aiees and policies of the Fund”;

(2) “determine what securities and other financial instruments shall b
purchased for the Fund, what securities and other financial instruments
shall be held or sold by the Fund, and what portion of the Fund’s assets
shallbe held uninvested”; and

(3) “advise and assist the officers of the Trust in taking such steps as are
necessary or appropriate to carry out the decisions of the Trustees and the
appropriate committees of the Trustees regarding the conduct of the
busines®f the Trust insofar as it relates to the Fund.”

(Dkt. 166-14 (2013 HIF IAA) 1 3; Dkt 166-12013 HBF IAA) 1 3.) The IAAs require these
administrative services:

(1) assist in supervising all aspects of the Fund'’s operation including
“coordinat[ing] and wersee[ing]” (a) “the services provided by the
Trust's transfer agent, custodian, legal counsel and independent
auditors,” (b) “the preparation and production of meeting materials for
the Trustees,” and (c) “the preparation and filing with the U.S. Sksurit
and Exchange Commission (‘SEC’) of registration statements, notices,
shareholder reports, proxy statements and other material for the Fund”;

(2) provide the Trust with officers and employees necessary to
administer the affairs the Trust;

(3) “develop and implement procedures for monitoring compliance with
the Fund’s investment objectives, policies and guidelines and with
applicable regulatory requirements”;

(4) “provide legal and regulatory support for the Fund in connection with
the administration ahe affairs of the Trust”; and

(5) “furnish to the Fund such other administrative services as you deem
necessary, or the Trustees reasonably request, for the efficient operation
of the Trust and Fund.”



permitHarbor to engage subadvisers, subject to applyvtile Board,d provide investment
advisory services (2013 HIF IAA 1 4; 2013HBF IAA { 4.) The IAAs providehatHarbor, not
the Funds, will pay any subadviser. (2013 HIF IAA  6(b); 26iEF IAA  6(b).)
II. The Subadvisers

Harbor has retained subadvisers for both HIFI4B#&, creating what it calls a “manager
of managers” structurePEOFY 20.) Northern Cross, LLC (Northern Gg)is the subadviser
for HIF, and Shenkman Capital Management (Shenknsahg subadviser fdiBF. (Id. 1 21.)
Thesubadvisers make “the dég-day investment decisions” for their Fundieit contractually

subject to Hrbor'soversight. ee2013 HIF IAA 14; 2013HBF IAA | 4.)°

(2013 HIF 1AA 13; 2013 HBF IAA 13.)
5 The IAA provides,

You may engage one or more investment advisers ... to act as
subadvisers ....Subject always to the discretion and control of the
Trustees, you will monitor and oversee each subadviser's management of
the Fund’s investment operations in accordance with the investment
objectives and related investment policies of the Fund, as set forth in the
Trust's registration statement with the SEC, and review and report to the
Trustees periodically on the performance of such subadviser.

(2013 HIF 1AA 114; 2013 HBF 1A 1 4.)

6 As with the IAA, the court considers the 2013 subadviser IAAs to be representative. In their
respective agreements witta#bor, Northern Cross and Shenkman agreed to perform the following duties
for HIF andHBF:

(1) provide the Fund with adviancerning the investment management
of that portion of the Fund’s assets that are allocated to you ... consistent
with the investment objectives and policies of the Fund;

(2) determine what securities shall be purchased for such portion of the
Fund’s asseat what securities shall be held or sold by such portions of
the Fund’s assets, and what portion of such assets shall be held
uninvested, subject .to the investment objectives, poisiand

restrictions of the Fund;

(3) arrange for the placing of all ordefor the purchase and sale

4



Despite the breadth of duties performed by the subadvisers, Hasleot that it retains a
number of responsibilities under the 1AAs including, among others, “establishing] and |
recommending changes to, iheestment policies strategies and guidelines for each Fund,” and
“overseeing the subadviser to each Fund, including recommending for Board coimsidbeat
selection, termination and replacement of subadvisers.” (Dkt. 173 at 26.) Plaiotiftg dispue
that the servicegrovided byHarborare consistent with the 1AAs and aff least feasonably
good quality.” (Dkt. 167-17, Deposition of Richard W. Kopke (Kopke Dep.) at 132:6-11.)

V. The Fees

Plaintiffs object to the amount of fees the Funds payador. For its servicesHarbor
receives a management fee from the Funds based on the average daily net assetactiue of
Fund. Harbor pays the subadviser’s fees from the fees it receives from the Thenfise
agreement for HIF includes “breakpoints,” which decrease the percentage tearthat
collects as the levels aksets under managemardreaseSome of the breakpoints are included
in the 1AAs;others are the result of contractual fee waivEng breakpoints are marginag.,
the fee reduction applies to all assets above the breakpoint. The theory behindishenimd|
breakpoints is that economies of scale should benefit the Fund rather than Hagbor.

management fee, with breakpointsidday HIF is summarized in thable:

portfolio securities

(4) maintain written compliance policies and procedures that you
reasonably believe are adequate to ensure the Fund’s compliance with
the [ICA and other regulations]; and

(5) keep the Fund’s books and records to be maintained by you.

(Dkt. 166-26 (2013 HIF Subadviser IAA) 1 2; Dkt. 166-27 (2013 HHYBF Subadviser IAR) { 2



Assets under management Fee paid on these assets
Up to $12 billion 0.75% (75 hsispoints (bps))
$12 to $24 billion 0.65% (65 bps)
$24 to $36 billion 0.63% (63 bps)
$36 to $48 billion 0.58% (58 bps)

Over $48billion 0.57% (57 bps)

HBF, on the other hand, pays a flat rate (0.60% or 60 bps) under its IAA, which has been
reduced to 0.56% (56 bps) as a result of a contractual fee wakeHarbors fee arrangement
with HIF, the fees of theubadvisefor HBF are structured in tiedsut therates ardower than
those paidy HIF. For example, Northern Cross’s fee ranges from 0.55% on the first $1 billion
under managaentdown to 0.30% foassets under managemewmer $36 billionwhile
Shenkman'’s fee starts @40% on the first $25 million under managememd decreases to
0.30% forassets under managemerer $100 million. $e€2013 HIF Subadviser I1AA,

Schedule A; 2018IBF Subadviser IAA, Schedule A.) The tabesowsummarizeHarba’s

gross advisory feandthe subadviser fee for each Fund in 2011, 2012, 2013, and(BtBor
retained approximately 45 percent of HIF's fee each grdr46-47 percent of HBF's fee, which
amounts would include other services as well as its profits.)

HIF

2017 2012 2013 2014

Advisory fee $223,094,000] $233,768,000 $290,726,000 $327,489,000

Subadviser fee | $123,582,000] $129,313,000 $159,209,000 $178,270,000

7 (Dkt. 166-94 at 0005249.)
8 (Dkt. 166-30 at 0010027.)
° (Dkt. 166-31 at 0015386.)

1% (Dkt. 166-6 at 0022128.)



HBF

20111 2012" 20133 2014
Advisory fee $9,514,000 $12,453,000 $12,476,000 $10,133,000
Subadviser fee | $5,071,000 $6,712,000 $6,744,000 $5,488,000

V. Board Approval of the Fees

The Board of Trustees of the Funds (the Board) is responsible for ewertiee affairs
of the Trust. Harbor’s IAAs with the Funds are reviewed and approved by the Boargeaery
(PSOFY 12.)The subadviser IAAs are also Boagproved.Id. T 36.)

Between 2012 and 201&t least six Trustees comprised the Board. Only one trustee was
an “interested person” as the term is defined 2¢a§(19) of the ICASeel5 U.S.C. § 80a-
2(a)(19); PSOF 31). Plaintiffs do not contest the qualifications of the Board’s members, nor do
they dispute that the Board metts statutory requirements regarding how many of its members
must be disinterested persorid.)(The Boad has independent counsel from the investment
management practice of Dechert LLP, a “nationally recognizddader in advising mutual
fund boards.”Id. 135.) In particular, Dechegdvises the independent trustees regarding the
legal standards applicable to, and what information should be considered in connection with, the
annual review and approval of the 1AAs required by the ICA (also known as thy f&giew”
for the section of the ICA containing the requiremend)). { 37.)

The Board meets twice quarterly, typically holding three-hour telephoratings,

followed a weeklto-ten days later by Hperson meetings that typically last two days. { 33.)

' (Dkt. 166-94 at 0005250.)
12(Dkt. 166-30 HCA0010028.)
'3 (Dkt. 166-31 HCA0015387.)

4 (Dkt. 166-6 HCA0022129.)



The 1AAs and subadvis¢éAAs are discussed and approved at the Board’s February medding. (
1 36.)The February telephone meeting is usegdite the independent trustees an opportunity to
convene with representativieem Dechertandpreview the questions and issues that
independent trustees plan to discuss at the in-person mektirfp62.) There is some dispute
between the parties regarding the Board’s preparation and diligéadmfs lead independent
trustee, Rdger Smith, testifiedhat“it's a very interactive group. Everybody talks. Everybody
owns the responsibility.” (Dkt. 167-5, Deposition of Rodger Sig8thith Dep.)at 153:9-11.)
Likewise, another independent trustee, Raymond Ball, testified, “I was told Hat@ywn as a
board that is very active and gets very involved and you don’t miss board meetings and you
come prepared and do your homework....” (Dkt. 167, Deposition of Raymond JBBi&IDép.)

at 64:18-65:1.Plaintiffs point to evidence th#tousands of pages are posted shortly before the
telephonic meeting, and at the meesiasgme trusteesoncede that thelyave not read them page
by page. (Dkt. 225, Plaintiffs’ Amended Response to DS§2{63(a).)

In advance ofhe 15(c) reviewneetingin FebruaryDechertmakes a written request to
Harbor for information pertinent to what are knowrGastenbergfactors(so named for the case
that first elucidated thenGartenbergv. Merrill Lynch Asset Mgmt., Inc694 F.2d 923 (2d Cir.
1982)) as well asmny other matters relevant to the trustees’ 15(c) review pro&39H] 38.)

In response ttherequest, Harbor provides a large amount of information for the Board to
review, including information about the nature and quality of the various services provided by
Harbor and the subadvisers, including investment, administrative, and oversigléssdd:ic

1 40.) Much of thestnature and qualityinaterials are prepared blarbor and the subadvisers
(see.e.q, id. T 41), but there are also reports from indepeniitegricial servicedirms, Lipper,

Inc., and Morningstar.ld. 1 42.)



The Lipper reportgvaluate the comparative fees paid by similar funds to their advisers
and compare the Funds’ performance for the previous year against benchmarks atdacemp
(Seed. 1142-44, 45-46, 48]) alsoreportsthe profits Harborealizesfrom the Funds.I.

1 50.) Harbds profits are reported to the Boardtwo ways: a gross profitability analyss a
fund-by-fund basis, wherein Harbor’s Fusgecific expenses, including subadviser fees, are
deducted from Hrbors Fundspecific revenues; andModified Profitability Analysison an
enterprisdevel basis, whereiklarbotrs profits are calculated with subadviser fees excluded,
the suladviser fees are not treated as either revenue or an expedgeofitability is determined
using onlytheadvisory fee portion that doesn’t go to the subadvisers and Fanhirnal
operating expensedd( 1 51, 56.) Tie profitability materials contain all the information
necessary for the calculation of the modified profitability on a foyflind basis as wellld.

1 54.) Finally, Harbor provides information concerning whekthamborrealizes any economies
of scale in providing services tbe Funds and whether Harbveceives falout benefits as a
result of its relationship to the Fundkl.(] 60.)

The inperson 15(c) review meetings folldvom yearto-yearthe same general agenda,
which schedulethe first dayto bedevoted to reviewinghe 15(c) review materials and hearing
presentations frorklarborrepresentatives on the nature and quality of services received,
comparative fee structures, and Harbqrofitability. (Id.  64.) The second and, if needed, third
daysare forpresentationby the subadvisers arallow time for the trustees to vote on whether
to approve all the service agreements before thieipVWhen deciding whether to approve the
IAAs, the Board considers many factors. As the lead independent trustee te$ifiedlcok at
the quality of services #t they're providing. We lookfat the performance record of each of the

subadvisors. We look at the advisory fee relative to other funds of the same size or tigek We



at the subadvisorfee and then we look at the lewélprofitability. If all those metrics are
reasonable and the quality of service is above average’ll approve” the fee.[kt. 184-8,
Smith Dep.at 94:13-23.)

The Board haat least once negotiated more favorable breakpoints than Harbor proposed.
In 2008, for example, the Board requested that Harbor agree to additional breakpoitits for H
(PSOFY 69.) After approximately six months of negotiations, which one trusteeltkzsas
“quite a battle” (dkt. 167-11, Deposition of Howard P. ColhouniGoh Dep.)at 196:4),
Harboraccepted a two basmint reduction at the $24 billion and $36 billion asset levels rather
than the one basis point reductidarborsought. PSOFY 70.)

Plaintiffs arguethat the Board in general does actively negotiate fees but passively
approves them year after yetiratin 2014 failed to appladjustments to fee schedulesdthat
Harbor relies only omeeting minutess evidence of whether and to what extent the trustees
actuallyreviewed, considered, or deliberated on the materials submitted to them viengdl, e
plaintiffs deny that the benefits of economies of scale are shared equitdbigwestors. (BOF
1 68).

LEGAL STANDARD

Summary judgment obviates the need for a trial where there is no genuine issaaas
material fact and the moving party is entitled to judgment as a matter dieéavir. Civ. P.
56(a).A fact is “material” if it will “affect the outcome of the suihder the governing law..”
Andersorv. Liberty Lobby, Inc, 477 U.S. 242, 248, 106 S. Ct. 2505, 91 L. Ed. 2d 202 (1886).
genuine issue of material fact exists if “the evidence is such that a reasonabfdacecauld
return a verdict for the nonmoving partyd’ To determine whether any genufiaet issue

exists, the court must pierce the pleadings and assess the proof as presentediondepos
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answers to interrogatories, admissions, and affidavits that are part ofahe: ifeed. R. Civ. P.
56(c).In doing so, the court must view the facts in the light most favorable to the non-moving
party and draw all reasonable inferences in that party’s f&eottv. Harris, 550 U.S. 372, 378,
127 S. Ct. 1769, 167 L. Ed. 2d 686 (2007). The court does not, however, have to “draw every
conceivable inference from the recerdnly those inferences that are reasonalidarik Leumi
Le-Isreal, B.M.v. Leg 928 F.2d 232, 236 (7th Cir. 1991).

The party seeking summary judgment bears the initial burden of proving there is no
genuine issue of material fa@elotexCorp.v. Catrett 477 U.S. 317, 323, 106 S. Ct. 2548, 91
L. Ed. 2d 265 (1986)n response€ia party who bears the burden of proof on a particular issue
may not rest on its pleadings, but must affirmatively demonstrate, by specifialfallegations,
that there is a genuine issue of material fact which requires ial/¥. N. Ind. Pub. Serv. Cp.
987 F. Supp. 1105, 1109 (N.D. Ind. 19958¢ alsdnsoliav. Philip Morris, Inc., 216 F.3d 596,
598 (7th Cir. 2000):[G]Juessworkand speculation are not enough to avoid summary judgment.”
Goodv. Univ. of Chi. MedCenter 673 F.3d 670, 675 (7th Cir. 201@)erruled on other
grounds by Ortiz. Werner Enter., In¢.834 F.3d 760 (7th Cir. 2014dj.a claim or defense is
factually insupported, it should be disposed of on summary judgri@etdtex 477 U.S. at 323—
24.

ANALYSIS

Plaintiffs contend thatlarbor has violated 8§ 36(b) of the ICA. Thiieory of liability,
"[p] ut simply,”is that therevenue Harbocollects from the Funds compared to the costs it incurs
for theservices it purportedly providésso disproportionatellarge hat its fees bearo

reasonable relatiship to the services rendered and could not have been the product of arm's
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length negotiations. Pl. Mem. at 1. At all events, they contend that their claimd sbobke
decided on summary judgment where the ultimate issue is one of fact.
l. Section 36(b)of the ICA

Section 36(b) imposes a fiduciary duty on investnagivises related to the
compensation they receive for providing services to mutual funds. 15 U.S.C. 8lt35(h).
breach of this fiduciary duty for an adviser to charge a fund an “excessiv®éelg.Income
Fund, Inc.v. Reich & Tang, In¢.464 U.S. 523, 541, 104 S. Ct. 831, 78 L. Ed. 2d 645 (1984).
Jonesv. Harris Associates, LP559 U.S. 335, 130 S. Ct. 1418 (201Dr(es!),* the Supreme
Court resolved a circuit split over the proper stand@are@valuatingvhether an adviserfee is
excessivaunder 8§ 36(h)articulating the standaeg “whether or not under all the circumstances
the transaction carries the earmarks of an arm’s length bar§aihe Court held thafor an
adviserto face liability under 86(b),the plaintiff must prove that tHeeis “so
disproportionately large that it bears no reasonable relationship to the sesmdered and
could not have been the product of arm’s length bargaindogésll, 559 U.S. at 345-46.
Once it is determined that the board is sufficiently independent and fully infottned\ct
instructs courts to give board approval of an adviser's compensation ‘such cormmsideras is
deemed appropriate under all the circumstancesk.dt 348 (quoting 8 80385(b)(2). The Court
listed anon-exclusivenumber of relevant considerations, known as@heenbergfactors See

Gartenbergv. Merrill Lynch Asset Mgmt, Inc694 F.2d 923 (2d Cir. 1982). Thesetbrs

> ThreeJonescases will be cited in this opinion and their short citation forms will fothe
chronological order in which they were dedd@&hus,Jonesv. Harris Assocs. LPNo. 4 C 8305, 2007
WL 627640 (N.D. lll. Feb. 27, 2007) will be known dmnes j Jonesv. Harris Associates, LP559 U.S.
335, 130 S. Ct. 1418, 176 L. Ed. 2d 265 (2010) will be knowloass |j andJonesv. Harris Assocs.
LP, 611 Fed. Appx. 359, 360 (7th Cir. 2015) will be knowd@ases Il

'® (Internal quotation marks and italics omitted). The Court drew Repperv. Litton, 308 U.S.
295, 60 S. Ct. 238 (1939).
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include the nature and quality of the services provided to the fiiadees paid by simildunds
to their advisers; the cost to the adviser of providing these seanddse profitability of the
fund to the advisethe extent to which the adviser realizes economies of scale and wdnegher
savirgs are passed along to the funthether the adviser realizes any “falit benefits” from its
relationship with the fund; and the “independence, expertise, care, and consciergiofiimes
board in evaluating adviser compensatidee Jonel, 559 U.S. at 344, nX. As the Seventh
Circuit summarized ibn remand“[T] he Supreme Court's approach does not allow a court to
assess the fairness or reasonableness of advyesessthe goal is talentify the outer bounds of
arm’s length bargaining and not engage in rate regulatlmmés I} 611 Fed. Appxat 360.
I. Deference Given to Board Approval

TheJones 1 Court stated that “if the disinterested directors considered the relevant
factors, their decision to approve a particular fee agreement is entitledstdezable weight,
even if a court might weigh the factors differentlydhes I, 559 U.S. at 351. Thiis because the
Act was designed to “interpose] ] disinterested directors as ‘independehtegs’ of the
relationship between a mutual fund and its advisdr At 348 (quotindBurksv. Lasker 441
U.S. 471, 482,99 S. Ct. 1831, 60 L. Ed. 2d 404 (1979)), and it would be “paradoxical for
Congress to have been willing to rely largely upon [boards of directors ashthogs’ to protect
shareholder interests and yet, where the ‘watchdogs’ have done preciselyghia¢ that they
be totally muzzle]” 1d. at 348—49 (alteration in original) (quotiBgirks 441 U.S. at 485).

Thus, while “a fee may be excessive even if it was negotiated by a board in posstalio

7 After remandthe Seventh Circuit stated that the first two of these factors “joiutfice under
the Supreme Court’s standar&ée Jones I]I611 Fed. Appx. at 361. The coushsonedhat a fee
“comparable to that produced by bargaining at other mutual-fund coasplexells us the bargaining
range; while a fund performing “as well as, if not better than, comparable fusdsi indication that the
adviser “deliver[s] value for moneyld.
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relevant information,” “the standard for fiduciary breach under 8§ 36(b) does nairgatlitial
seconédguessing of informed board decisionlsl” at 351-52. As such, a court should not
“supplant the judgment of disinterested directors apprised of all relevant itif@mmmaithout
additional evidence that the fee exceeds the alength range.ld. Thefirst phase of review is
to “calibrat[e] the degree of deference that should be given to the Boars®ddo approve the
fees” Id. at 351.

Harborassertghatit is undisputed that the Boa(tl) was made up of weljualified
individuals with abundant experien¢2) more than met the statutory requirement that 40
percenff the trustees be “disinterested” as that term is defined in the(8YAet numerous
times throughout the year to review and approve the I/#sequested and reviewed materials
pertinent to all th&artenbergfactors beforeapproving the IAAsand(5) engaged in negotiation
with Harbor over the terms of the IAAs. With this oversigharbor argueghe Board is entitled
to deference.

Plaintiffs argee that the court should not give deference to the Board’s decisemasise
(1) the Board did no¢ach yeaactively negotiate the lowest possible fee for the Funds or
consider alternate advisdjakt. 189, at 32.)2) it was not informed about, and did not request,
additional information or retain thirgarty advisers to analyze the profitability materials it
received fronHarbor, including the “Modified Profitability Analysis{id.); and (3) he Board
was “plagued with conflicts of interest thmmpromised its ability to serve as an effective check

in fee negotiations.”ld. at 37.)°

18 plaintiffs additionally argue the court should not give deference tBdhed’s decision
becauséiarborhas not presented conclusive evidence demonstrating that the Board conducted a
thorough review oHarbors proposed fees. This argument misstatebtinden of proof in a § 36(b)
action. Plaintiffs have the burden of proving a breach of fiduciary duty under § S6@p U.S.C.

§ 80a35(b)(1). Thus, oncBEarbor has pointed the court to evidence in the record that the Board

14



Although there is room to quibble about how little or much individual effort the trustees
invested in preparation for their meetings, and whether the fees wérestiibat could have
been negotiated, the court is not persuaded that plaintiffs’ evidencei¢csestiffo create a triable
issue of fact under thionesstandard.

A. Fee Negotiation and Alternate Advisers

While plaintiffsacknowledge that the Board in 2008 negotiated additional breakpoints
for HIF to include breakpoints at higher asset levels, they argue that the Bsanackadeen
“passive” failing to negotiate further fee reductions or additional breakpointsitPigipoint to
no admissible evidence in the record to support an argument that circumstances supported a
adjustment of the fee or the addition of breakpoints beyond $72 billion (the highest current
breakpoint) such as would indicate lack of loyalty to the FuRl@éntiffs point tothetestimony
of Rodger Smith, the lead independent trusdsegvidence thahe Board takes “an acquiescent
negotiating stance with a modest objectivaeeking only to obtain a fee within the range of the
Funds’ peers—as opposed to negotiating aggregsivelecure the lowest possible pricély
Resp.at 35.) If one reads the cited deposition testimony in its entirety, howeveslagarghat
plaintiffs mischaracterieg that testimony. Rather than stafthat the Board seeks only a fee
comparable to pegerSmith testifiel that the Board is “trying to get a fee that would be
competitive and in line with the expected alpha generation of the fuBwhiti{ Dep.at 23:24-

24:2.Y? Even if the Board might have driven a harder bargain, the legal standard does net requir

performed its duties, it is plaintiffs’ burden to point to evidencetti@teview was not sufficiently
thorough, rather thadarbors burden to provide evidence, conclusive or otherwise, that it was.

19 Additionally, Smith directly addresses and rejects plaintiffs’ argunhethe Board should
view attemptingo negotiate the lowest possible fee as the highest good:
Q: You said earlier that you'’re not trying to get the lowest fee.
A No.

15



that. Rather, the court is only to look at the range of peer fees to see if'slégberare
comparable, which they are.

Plaintiffs also briefly argue that the Board’s negotiating processlefasent because it
never considered replacitarboras the Funds’ adviser despite what plaintiffs characterize as
“concerns about the quality of the services providedHaylpor].” (Pls. Respat 36.) Plaintiffs
argue the Board should have considered changing advisers because (1) one ofdbg Wasst
concerned about the staffing level in Harbor’s Investment Portfolio Managezaemaind (2)
HIF has underperformed since the 2010 death of Hakan Castegren, a Northern Csts®itive
manager who worked on the HIF portfolio.

Plaintiffs point to no evidence that this opinion was shared atnosiges oevidence
indicatingthat any trustee, including the one raising the understaffing issue, beliesadutien
would be to removelarboras adviser. While plaintiffs may believe that would have been the
appropriate response, the court agrees with the cokesitagv. Hartford Investment Fin.
Servs., LLCNos. 11 C 1083, 14 C 1611, 2016 WL 1394347 (D.N.J. April 7, 26&8jilag ),
that “[ijn general, a plaintiff should not be able to survive summary judgment throughaarmc
guarterbacking and captious nit-picking,” as “[s]uch a standard would put defenddrés i
untenable posture of defending interminable, manufactured, and protracteafitigatlving

seconedguessing a board’s proceskl” at *14.

Q: Why is that?

A Because the lowest fee would be index fee. That would be a
return with no ppha. That's what Vanguard does. We’re not a Vanguard
low-fee market return less expense ratio. We're an aeharated firm.

(Smith Dep. at 24:21-25:4.)
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As for plaintiffs’ second argument that the Board should have considered replacing
Harbor because of a decline in HIF's performarice citedevidencedoes not support it.
Plaintiffs rely on the report dlarbor’s expert Russell R. WermeP$).D., to show that HIF has
seen a “marked decline in performance in recent years [that] corresponds toeDastegath in
late 2010.%° (Dkt. 204, Defendant’s Respse to PSOAR 12.) And yet, as discussed in more
detail below, Wermers found that HIF’'s performance over the five-yeardo@rquestion is
statistically indistinguishable fromhat of the index fund that serves as HIF's benchmark. (Dkt.
184-14, Expert Report of Russel R. Wermers, Ph.D. (Wermers Report) ex. 6.) Moreover,
plaintiffs do not point to any evidence in the record from which a reasatmigiolef factcould
conclude there is a causal relationship between Castegren’s death and any dedhise in
performance. Because the court does not have to “draw every conceivable inferertbe from
record—only those inferences that are reasonaBkik Leumi928 F.2d at 236—the court finds
that plaintiffs have not presated evidence sufficient to give rise to a triable issue of fact as to
whether recent underperformance was caused by Castegren’s death or i smafir of
variation in the market or the cyclical nature of investi®ge, e.gMigdal v. Rowe Price
Fleming Int’l, Inc, 248 F.3d 321, 327-28 (2d Cir. 2001). Thus, plaintiffs have failed to
demonstrate that reasonable trier of facbuld conclude that a diligent board would héslea

need to change advisers based on the circumstances it faced.

2 plaintiffs do not dispute the factual assertions relied on in Wermers’s report. Itidegdely
on the report itself in their Rule 56.1 Statement of Additional MatErats and their response to the
motion for summary judgmeniSéeD. Resp. to Pls. SAMF | 12; Pls. Resp. at 18.) As such, the court will
treat the factual assertions contained inekigibits cited by plaintiffs\/ermers Reportexs. 46, 8-9) as
undisputed for summary judgment purposes.
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B. Recept and Analysis of Information Concerning Harbor’s Profitability

Plaintiffs argue that the Board “failed to adequately inform itself abeyiidsues bearing
on the appropriateness of [Harlsdifees,” namelythe profitability material$larbor provided
for the Board'’s reviewwhich plaintiffs allege wermisleading. The crux of plaintiffs’ argument
here is that the Board should have agreed thitir view of the appropriate way talculate
profitability—what plaintiffs’ expert calls the “net profit margin,” the calculation of whicht¢rea
the subadvisorfees paid byHarboras “contrarevenue” that should not be considered either
revenue or a cost to Harbeand/or hired a thirgbarty adviser to analyze the financial
information provided byHarbor consistemy with plaintiffs’ preferred profitabilitycalculation
method.

The record shows that the Board considered materials reflétaitogprs profitability
both including and excludingpe subadvisoryfees® (SeeSmith Dep.at 229:2325 (“[W]e
looked at it and said;]JWe don't think that this makes sengelt’s an interesting input but not a
starter.”);Ball Dep.at 247:9-12 (“[l]Jt's something we look at but we don’t regard it as important
as the other two ways of assessing profitabilityThe record furtheindicatesthat the Board,
after reviewing both profitability calculations, rejected the Modified Praifitg Analysis as
unhelpful or inappropriateSeeSmith Dep.at 237:15-2382(“| believe that the work that the
subadvisers do is integral to the value thaprovide to shareholders .... And it's an important

part of the cost function.”Ball Dep.at 249:14-16 (“I'm very convinced that the gross method

2L plaintiffs additionally quibble with the wayarborcalculated what it called the “Modified
Profitability Andysis,” but they do not dispute that the Board had all the necessary ititsrniacluding
Harbor's advisory fee, the subadvisory femsdHarbors internal operating costs, to calcul&étarbors
“net profit margin” Neither do they disputiiat the Boatt received guidance from itedal adviser
Dechert that it shouldseparately evaluagach fee in relation to the services performed by each
[subadviser] as well as the ‘spread’ to be retained by Harbor Capitalaifedeschedule in relation to the
senices performed by Harbor Capital in operating the applicable Fund in greagar of managers’
structure.” (Dkt. 18434 at HCA0022146.
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would be appropriate in these settings.”); Colhoun Dep. at 23Z%t8stifying that treating
subadvisoryees as an expense is “the appropriate way”).)

Plaintiffs may disagree with the Board’s evaluation of the information, but that
disagreememdoes not raise a triable issue of fact regarding the Board’s diligédrere it is
undisputed that plaintiffs’ preferred method was considered and rejected. Nthel@==rd’'s
failureto hire a thirdparty advisein order to advise them regarding a profitability theory they
had already rejectedelying on their own extensive experience in the industry, give rise to a
reasonable inference that Bogmbcess was deficient and, even if it could have been better,
certainly not so deficient as to create a triable issue of fact.

C. Conflicts of Interest

Plaintiffs do not dispute that tlmeakeup of the Board satisfies the ICA’s requirement
that at least 4Percentof the Board must not be “interested persons” as that term is defined in 15
U.S.C. § 80a-2(a)(19%eel5 U.S.C. § 80a-10(a). Rather, plaintiffs argue that conflicts of
interestexist because the trustees have a “cozy relationship’Hathor's management, in
particular David Van HooseHarbor'sCEO and the sole “interested” trustee on the Board. (PIs.
Resp.at 37.) Additionally, plaintiffs point to the trustéédeep and extasive ties with..
investment advisory firms likeHarbol” to argue they are “predisposed to believ[e] that
investment advisers likadarbor] should be rewarded handsomelid: &t 3738.)

A conflict of interest is a “real or seeming incompatibility beéw one’s private interests
and one’s public or fiduciary duties.’LBck’s LAw DICTIONARY 319 (Bryan A. Garner ed., 8th
ed. 2004). Plaintiffs point to no evidence in the record from which a reasonable triercafufiac

conclude that any trustee’s private interests were in conflict with theitaltitye Funds’
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shareholdersCoziness may indicate willingnessdefer to an interested trusteet, without a
financial or personal conflict (such as nepotism), it is not a breach of a fiyldaity.

In sum, paintiffs have nopointed toadmissiblesvidence to contest the Board’s process
or independence, nor have they shown that the Board was uninformed or that the resess pr
was tainted by the withholding of necessary informafidrerefore, as contempéat by
8 36(b)(2),the Board’s decisimareentitled to substantial weigh®aintiffs’ disagreement with
the Boarddoes not create a genuine issue of material fact as to whether the Board fasled in it
role as an “independent watchdog| ].”

IIl.  The Gartenberg Factors

Because the Board'’s decision is due substantial deference, it would be inapptopriat
supplant the Board’s business judgment without additional evidence that the feedis thési
range of fees that could be reached through alength bagaining.Plaintiffs’ complaints
ultimately boil down to the contention that they would have negotiategt rate than the
Board negotiated. Harbargues thaan evaluation of th&artenbergfactorsentitlesit to
summary judgment, while plaintiffs respond that there are genuine disputesa¥ tactach of
those factors that render summary judgment inapproprissea feminderthe Gartenberg
factors include (1) the nature and quality of the services provided to the fund, (Dsipauiie by
similar funds to their advisers, (3) the cost to the adviser of providing theseeseanthe
profitability of the fund to the advisef4) the extent to which the adviser realizes economies of
scale and whethemnysavings are passed along to the fundwtgther the adviser realizes any

“fall -out benefits” from its relationship with the furahd(6) the“independence, expertise, care,
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and conscientiousness of the board in evaluating adviser compen$asee Jonel, 559 U.S.
at 344, n.5.)
A. Nature and Quality of the Services Provided to the Funsl
1. Nature

Harbor contends that it provides “all services necessary to the operation of the Funds
other than those discrete services for which the Funds separately pgatityrdervice
providers.” (Def. Op. Brief at 26.) Plaintiffs argue that only those advisorycesmirectly
performed by Harboshould be consideraghen determining whether its fees were excessive
and those provided by the subadwssetained bydarborshould be excludedSgePls. Respat
14-15.%*

The court agrees with the reasoning of the couasilag |, which concluded that the
combined services shoube considered against the entire advisory &=2016 WL 1394347,
*15. As was the case ikasilag |, the IAAs betweeidarbor and the Funds ghcitly permit
Harbor to retain subadvisers and contain provisions outlining the scéfaelodr’'sobligation
regarding the compensation and oversight of subadvisers. (2013 HIfffiA/6(b); 2013HBF
IAA 114, 6(b).) As the court iKasilagl noted,

It would be a strange holding to rule that the nature or quality of
the services provided byhle adviser] were inferior solely because

#2Because the court has already considered the Board’supaked review processes, which
goes to its “independencespertise, care, and conscientiousness,” as part of the evaluation of the level of
deference due its decisions, that evaluation will not be repkated

% plaintiffs additionally quibble with Brbors statement that it “has full responsibility for
adminitrating[sic] the affairs of the Trust and each Fund,” by pointing out that the Funds pxpdinty
service providers to provide certain adratrative services and arguing this raises a triable issue of fact
regarding the services actually provided by Harbor. (Dkt. 189 at 16.) PRuohiffiot point to any of
theseservices that they claimafbor was contractually obligated, but failed, to perform for the Funds. In
contrast, plaintiffs’ own expert testified that the services providedanpdt“were ofthe nature specified
in the [IAAS], and they were reasonably good quality.” (Kopke Dep. at 132:9-11.)
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they were contracted out to [subadvisers], when the parties
acknowledged this as a possibility in their initial contrRcit
differently, what's the difference to the Fundstifd advisdr
perform[s] the services directly or by way of a-sadviser? The
sub-adviser clause in the contract seems to indicate that (barring
rejection of the sub-adviser by the Board) there idifference.

2016 WL 1394347, at *15. Moreover, the legislative history of § 36(b) suggests that the key
consideration is what services were secured by the feeSee8en. Rep. No. 91-1894 (1969),
reprinted in1970 U.S.C.C.A.N. 4897, 4910 (“It is intended that the court look at all the facts in
connection with the determination and receipt of such compensation, incilidsegvices
rendered to the fundr its shareholders and all compensation and payments received.” (emphasis
added)). But for the agreement between the Funds$lariabr, the performance of services
provided to the Funds by the subadvisers would not have been securexhurhegyrees that
“[d]isregarding those services solely because [the advismie the permissible business
decision tlat they were better or more efficiently (or even more inexpensively) pertbby
[subadvisers] is nosensical.’Kasilag |, 2016 WL 1394347, at *15
2. Quality

In evaluating the quality of the services provided to funds, other courts have compared
the performance of challenged funds against peer fudés, e.gJonesv. Harris Assocs. LP
No. 4 C 8305, 2007 WL 627640 (N.D. lll. Feb. 27, 20Q0nEs ), aff'd by Jones Il1 611 Fed.
Appx. 359;Kasilagv. Hartford Inv. Fin. ServsNos. 11 C 1083, 14 C 1611, 15 C 1876, 2017
WL 773880 (D. N.J. Feb. 28, 201 R4dsilag Il); Krinskv. Fund Asset Mgmt, Inc875 F.2d 404
(2d Cir. 1989). A fund performing “as well as, if not better than, comparable funds” is an
indication that the adviser “deliver[s] value for monejohes Il, 611 Fed. Appx. at 361.

Harbor argues that the Funds have performed at least as well as compen@hI©Ef.

Op. Briefat 28-29.) Specifically, Harbor points out that HIF has exceeded its benchreark o
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the last 10year and 25/earperiods, by 4.43% and 5.34% net of fees, respectiiklnt(28),

and thaHBF has an “intentionally conservative investment strategy” that, while lgadia
slight underperformance of its benchmark, made it a steady performerrfoatnee well
compared to peer funds, even during financial downturns like that of 200@--a820).
Plaintiffs respond that (Farborshould not get “credit” for performance that is the result of the
work of the subadvisers, (2) evaluation of the Funds’ performance should be limited to the
performance during the damages period (February 2013 to the present), and (3) HIF has
performed worse than comparable funds during that time period. (Pls.aR&gp19.F*

Plaintiffs do not, however, respond to Harbargument regardingBF's performance in light
of its conservative investment strategy ompoo evidence thddBF has not performed as well
as or better than comparable funds. As such, theyfbdegted any argument regardigBF's
undeperformanceSee Roe-Midgett. CC Servs., In¢512 F.3d 865, 876 (7th Cir. 2008)
(holding that undevelogeargument constitutes waiveBPalmerv. Marion County 327 F.3d
588, 597-98 (7th Cir. 2003) (holding that claims not addressed in a summary judgment
opposition brief are abandoned).

Plaintiffs’ argumenthat Harbor should not get “credit” for the subadvisers’ wisrk
unavailing for the reasons discussed in the previous section. In evaluating, gsalltustrated
by the performance of the funds, courts are instructed to consitleefvices rendered to the
fundor its shareholders.” Sen. Rep. No. 91-1894 (19@9yinted in1970 U.S.C.C.A.N. 4897,

4910.That Harborengaged subadvisers who rendered quality services to the Funds and its

2 plaintiffs argue that HIF has suffered a recent decline in performance as a résideéth of
one of HIF's long-time portfolio managers, Hakarstégren, in 2010. (Pls. Resp. at+19.) As discussed
above, plaintiffs do not point to any evidence in the record from which a rédequry could conclude
there is aausalrelationship between Castegren’s death and any subsequent decline in HIF's
performanceSee supra section .
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shareholders, including plaintiffs, does not suggest that Hdds@rves no crediBlaintiffs’
argumenthatthe Funds’ performance should be limited to their performance during the
damages period alsounpersuasive. \Eluation of performance as it relates to the adviser’s
compensation will always be a retrospective inquiry, in that the court must look to the
information the Board had at the time it approved the challenged compensation. Wherrdhe Boa
approved the 1AA in 2013, it did not know how the Funds would perform thatratiaey it

would have looked at past performan8ee Joneg 2007 WL 627640, at *®ff'd by Jones |,

611 Fed. Appx. 359 (“[H]ow the Funds performed after the damages period is not redehent t
quality of services rendered before that timaldtwithstanding that plaintiffs’ argument runs
counterto persuasive authority in this district, plaintiffs additionally fail to cite to amtyr@t
authority in support of their argument or explain how their prospective approach isgtmact
Plaintiffs do not dispute that HIF “has been the best performing internationgt oqmd among

its peers, net of fees” over the-g&ar period ending December 31, 2014. (Pls. Resp. to D. SMF
144(b).) Lookingatmore recent results, plaintiffs do not dispute that HIF outperformed its
benchmark by 2.92% for the tegmear period ending December 31, 2014. Nor do they dispute that
HIF outperformed its benchmark by 1.90% for the ten-year period ending December 31, 2015,
andit performed better than 26 of 34 funds in its peer group over that same time®period.
Finally, evenlimiting review to plaintiffs’ preferred fivgyear period ending December 31, 2015,
plaintiffs do not dispute that, while HIF underperformed its benchmark by 0.09%, this
underperformance was statistically indistinguishable from the benchnréoknpance, and that

HIF outperformed 12 of 40 funds in its peer group during the period. As such, plaintiffs have

% These numbers come from tleport of Harbors expert, Dr. Russel Wermers. (Wermers
Report, exs. 5, 8.) Sesypra n.19 for discussion on why they are accepted as undisputed.
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failed to point to evidence from which a reasonable jury could conclude that the Funds have not
performed at least as well as, if not better than, corbfeafands.

B. Comparability of Harbor 's Fee to Those Paid by Other Similar Funds

The fees paid by other mutual funds “tell[ ] us the bargaining range” producechgy a
length bargaining in the markdbnes Il, 611 Fed. Appx. at 361. Harbor points to reports by
two independent industry analysts, Lipper and Morningstaich indicate that Harbor'sees
fall within the range of fees paid by similar funds to their investment adviBek.@p. Briefat
22-26.) Plaintiffarguethat (1) one othe fee comparisorsthe “total expense ratie—provided
by Lipper is improper; (2) the sample sizes in the Lipper Expense Gwhh Lipper chooses
according to its own methodology to contain firms that are comparable to theftadgt.e.,
HIF andHBF, are too small; (3Harborlimited the Expense Groups to “small[,] expensive
funds”; (4) Harbor manipulated the Lipper materials, presumably to its advaatahéb) the
challenged fees exceed averages from a Morningstar sRldyRespat 25-29.) Other tharthe
Morningstar study, plaintiffs do not point to evidence in the record indicating that Faidwes
are higher than those of comparable firms.

Plaintiffs’ first argument is weltaken. Total expense rai®a measure of the total cost
of afund to the investor and is calculated by dividing the total annual cost by the fuadl’s tot
average assets over the year. The takies into account fees that are not part of the advisory
fee, such as transfer agent fees, and thus may not provide picteee of what the actual
bargaining range is for advisory fessne As such, defendants cannot show the fees they
charge are comparable to the fees charged by other advisers based on the totalagiqseoke r
the comparable fundBecause, however, the Lipper analysisot imited to total expense

ratios but also include comparisons of just the advisory fees paid by similar fuicksfpla
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cannot avoid summary judgment simply by pointing out the inapplicability of total expens
ratios to a proper evaluation.

With regard to the size of the Lipper Expense Growpg;h are made up of a relatively
small number of fund$ that Lipper has determined are comparable to the Fpladstiffs point
to no case law mandating larger data sets and, in fact, the Seventh Circuit hasl affdistrict
court’s finding that sample sizes of 10 or 11 peer funds is sufficient for a findougrgdarable
fees.See Jonek 2007 WL 627640, at *&ff'd by Jones Il, 611 Fed. Appx. 359. Moreover,
Lipper states in itmethodology section that “expense group(s] will typically consist of seven to
20 funds .. [Jand a group of this size provides a valid expense comparison for funds in any
Lipper investment classification/objectiv¢Dkt. 16683 atHCA0022920.)This isbecause
“[Lipper’s] intent is to select only funds considered to be the best fit relamtisesubject fund
[and] [v]ery large expense groupsd, 25-30 funds) are typically not feasible while staying
within the parameters of [itstatd methodology.”Ifl.) Plaintiffs havesubmitted no contrary
evidence that a larger sample size is either needed or more accurate

As for plaintiffs’ third argument, they fail to point to any evidence that HExgense
Group waasrtificially constructedy Harbor to exclude similar funds with more assets under
management than HIF. To the contrary, plaintiffs admit that Lipper followexdetsodology,
which takes into account asset size of comparative fasdsd( at HCA0022921) but;[g]iven
Lipper’s peer selection criteria, there are no comparable funds largehéhgf].” (Pls. Resp.

at 28 (quoting dkt. 1683 atHCA0022921) (second alteration in originalj Again plaintiffs

 HIF’s 2014 Expense Group contained 16 funds, while HHYBF’s 2014 Expense Group
contained 20 fundsPSOFY 46.)

7 Additionally, Lipper'sanalysis includes two metrics to allow for apgiespples comparisons
of the advisory fees of different seeffunds: (1) comparison of fees at differasset levels and (2)
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offer no contrary evidence indicating that the peer selectitaria created amiisconception
that the Funds’ fees may be low” by “limiting the peer groups to fimatipensive funds.As
such, theilspeculation is insufficient to avoid summary judgment.

Plaintiffs next argue thdlarbor manipulated the Lipperaterials by requesting that
Lipper compare HIF to both International Large-Cap Core Funds (ILCC) asradtibnal
LargeCap Growth Funds (ILCG) despite Lippgeclassifying HIF as an ILCG fundhey imply
that this was intended make Harbor's fees appaaore competitivé® Plaintiffs do not
dispute, notwithstanding the arguments rejected above, that it would be appropriatpdacecom
HIF to the ILCG funds as per Lipper's methodoloBwyt o the 11 ILCG funds in HIF's expense
group in 2014, ane charged a lower actual management feedltaHarbor. SeeDkt. 166-84
atHCA0016185.) As such, the undisputed facts establish that Heltbayel fees that fall
within (or, more accurately, below) the range of fees paid by similar funds.

As a finalmatter, plaintiffs point to a Morningstar study from 2014 that they claim shows
thatHarborchargechigherfees to HIE® than comparable firms which, if contrasted with the
Lipper data cited b¥darbor, could create an issue for the trier of fact to resdgeplaintiffs
themselves point out, however, courts “must be wary of inapt [fee] comparisons,”d8jisatR

28 (quotingJones 1] 559 U.S. at 350) (alteration in original)). The 54 bps fee cited by plaintiffs

comparison of fees at a common asset level, wherein Lipper determines whaineebdld pay its
adviser if its assets were the same as HIF.

%8 plaintiffs additionally ague that Harbor “directed Lipper to suspend its methodoldgig’ (
Resp. at 27) in order to compare both Funds to Institutional and Retail Notlrats] fespite Lipper's
general practice of comparing institutional funds only with othertiristnal fundsLipper, however,
classified both HIF and BF as retail fundand, as such, it does not appear that Lipper would have been
“suspending” or otherwise contravening its methodology by agreeing to cothpaesgfunds with fund-
types other than “retail.”

? plaintiffs make no argument thiis study is evidence tha8ff was charged too high a fee.
As such, the court considers any such arguricefdited.
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is a total expense ratio, which plaintiflsscognizeas annappropriate measure in 888(b) fee
comparison because it includes fees beyond the advisotyAsesuch, this study does not raise
an issue of triable fact.

In short, no reasonable trier of fact, viewing the undisputed facts in the light most
favorable to plaintiffs, could find that Harb®rfees fall outsidethe range of fees paid by
comparable funds.

C. Cost toHarbor of Providing Services Profitability of the Funds to Harbor

Harborargues that its pr@ax profit margins on the Funds of 37.6% (HIF, 2014) and
38.5% HBF, 2014) are in line with the profit margins earned by other investment advisers in the
mutual fund industry. Plaintiffs’ respongethatHarbor shouldreatthe feestipays to the
subadvises as pasthrough payments that are not included in Haebexpensed! Withoutthe
subadvisonfee, according to plaintiffs, Harbor’s profit margins on the Funds are 89300%
which, they arguerenders the advisory fee excessive. In support of this theory, plaintiffs point to

testimony by two of their experts as well as recent SEC guidance on areatii@n sf the Act,

% The 54 bps number is additionally not the only (or even best) comparison in thieddtan
study. The 54 bps number is the average expense ratid@@dshare ckses across the mutual fund
industry, from passivelyto activelymanaged funds and including both U.S. and international funds. The
study also includes average fees comparing those subcategories. Specificsilydyttsows that the
average expense ratior a U.S. equity fund is 58 bps, while for an international equity fund it is 77 bps
It alsoshows that passive funds had a 20 bps expense ratio, while active funds averaoged®ib an
activelymanaged International fund. In 2014 its total exgeeratio was 72.9 bps. Thus, even were total
expense ratios to be accepted, and even viewing the facts in the light magbEat@plaintiffs, no
reasonable trier of fact coyldased on this studfind that HIF's fee fell outside the range of feesdday
comparable funds.

31 plaintiffs do not appear to contend that a profit margin of B8%s-would be excessive in its
own right.

%2 Harbor’'s Modified Profitability Analysis reported profit marginslie range of 7830%. The

difference appears to depema whether internal compensation is included (as plaintiffs advocate) or
excluded.
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two (rather outdatedjonsent orders, and portions of the memoranDechertprovides to the
Funds’ Board containing legal advice regarding the 15(c) review process.

Plaintiffs do not dispute that the subadvisers provide their services pursuant to sontract
betweerHarbor and the subadvisers, nor do they dispute that the Funds are not required by the
IAAs to pay any fees directly to tlseibadvisers for those services. Likewise, plaintiffs do not
dispute that the inclusion of the subadviser fees in Harbapenses is consistent with generally
accepted accounting practices (GRWor financial accountindRather, plaintiffs argue that (1)
mutual fund profitability reporting is not required to comply with GAARJ"“ management
accounting, which seeks to provide information that facilitates business decision-making,
militates in fave of using their “nefprofitability” metric (Pls. Respat 21-22); and (2) including
thesubadvisoryeesignores “the economic and practical realities” tihat fees were for services
provided to the Funds by the subadvisers and Havhsrcontractuallgble to collect it®wn
advisory fee from the Funds each month befone# obligatedo pay the subadvisetheir fees.

(Id. at 22.)
Plaintiffs point to no case law holding that profitability should be reported in theena

they advocaté® In fact, theonly cases directly on point have rejected plaintiffs’ theory on

% The rulings plaintiffs do marshal are inapplicalfist, plaintiffs claim support from a January
2016 guidance from the SEC. (Pls. Resp. at 12 (citing Thoreau Bartmann, et alMSE@Gdance
Update Mutual Fund Distribution and Sub-Accounting Feats4, 8 (Jan. 201&)vailable at
https://www.sec.gov/investment/tiguidance-2016-01.pdf).) Unlike the fees at issue, the cited guidance
deals with distribution fees, whi@re separately regulated by rule 12bnder the ICA and which must
be treated separately from non-distribution related servicing fees iBlo analogous rule regarding
subadvisory fees that would make the guidance relevant in this contexiffBlalao rely orKrinskv.
Fund Asset Mgmt., Inc715 F. Supp. 472 (S.D.N.Y. 1988jted for the testimony by defdants’ expert
Russell Peppellhey argue that Peppet’s testimony contradicts his opinion here that isabpéires
should be included as rewenfor HarborThe case and testimony, howevaso deals, in pertinent part,
with 12b-1 distribution fees and is inapplicable here.

Plaintiffs additionally rely ofSECv. Am. Birthright Trust Mgmt. CoNo 80 C 9266, 1980 WL
1479 (D. D.C. Dec. 30, 1980), aimdre Smith Barney Fund Mgmt. LLSEC Rel. No. 51761, 2005 WL
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profitability reporting.SeeKasilagll, 2017 WL 773880, at *22 (“Consistent with the Court’s
consideration of the services provided by [the subadviser] in considering the ‘natungaafsse
provided, the Court considers profitability inclusive of [the subadviser’'s] fe&vilellav.
AXA Equitable Life Ins. CoNo. 11 C 4194, 2016 WL 4487857, at *50-51 (D. N.J. Aug. 25,
2016) (“The Court finds that reporting sub-adviser andagdrninistator fees as expenses is
within ordinary accounting principles.”). Harbor responds by pointing to thedégeshistory of
8 36(b), which instructs courts to “look at ... all services rendered to the fund or its stiarghol
and all compensation and payments received,” Sen. Rep. No. 91-1894 (&p6A)ed in1970
U.S.C.C.A.N. 4897, 491@s well as case law applying that princiBee, e.gBenakv.
Alliance Capital Mymt. L.P, No 1 C 5734, 2004 WL 1459249, at *8 (D. N.J. Feb. 9, 2004)
(“[UInder 8 36(b) it is the overall nature and quality of the services provided by the investment
adviser that is at issaenot merely some small percentage of those servicagé)also
Gartenberg 694 F.3d at 931 (“To limit consideration to the Manager’'s own administrative
expenses would be to exalt form over substance and disregard the expressediCoabir@aent
that all the facts in connection with the determination and receipt of such compensation be
considered.” (internal quotation marks omitted)).

Moreover, plaintiffs do not dispute that the Board received materials nefjdt¢arbois
profitability both with and without the subadvisor fees. Additionally, as plaintiffs tieéeBoard

received a memorandum from Dechert advising the Board to consider “eachdle¢iam ito the

1278368 (May 31, 2005), to support their theory that subadvisory fees should not bedintlude
profitability analyses. Neither of thesases holds as suyemnd both are distinguishabla.both cases the
advisors whose fees were being challenged withheld from the mutual fundisitnpartant information
regarding the relationship between adviser and subadviser, including,dasabAm. Birthright the
existence of a subadviser. The holdings of these cases centered on these mistpnesEMdMIssions,
and the language plaintiffs point to regarding the excessivendss adivisory fees in relation to the
subadvisory fees is tie more than dicta, which the court does not find persuasive.
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services performed by each, as well as the ‘spread’ to be retained by [Haderhufee
schedule in relatioto the services performed by [Harbor] in operating the applicable Fund in the
‘manager of managers’ structure.” (Pl. Resp. at 12.)

There is evidence in the record that the Board considered both profitabilitgnaetd
rejected plaintiff's preferred ntfeod as unhelpful or inappropriat&geSmith Dep.at 229:23—
25, 237:15-238:2 (“[W]e looked at it and said, [w]e don’t think that this makes sense. It's an
interesting input but not a starter. . I.believe that the work that tleubadvises do is integral to
the value that werovide to shareholders. . . . And it's an important part of the cost function.”);
Ball Dep.at 247:9-12, 248:14-249:16 (“[l]t's something we look at but we don’t regard it as
important as the other two ways of assgggrofitability, ... the Emerging Issues Task Force,
they’re like sort of a rapid-reaction force in accountindts. meetings are all attended by the
chief accountant, the deputy chief accountant of the SEC ... [s]o | view this asigeed) aff
by both the accounting profession and the SEC as the governing authority. And it seys tha
these- as | understand the criteria and their application, I'm very convinced thgriobse
method would be appropriate in these settings.”); Colhoun &&#®:5-9 (testifying that
treating subadvisorfees as an expense is “the appropriate way”).) As such, because plaintiffs
cannot dispute that the Board considdredbor’sprofitability including and excluding
subadvisefees, they are left to argue tlthere is a geuine dispute as to how profitability
should be calculated based on their own experts who disagree with the way the Bolaed weig
the profitabilityfactor.

This argument is inconsistent withe Supreme Court and Seventh Circuit opinions in
Jones See Jones Ib59 U.S. at 351-52 (“[T]he standard for fiduciary breach under 8§ 36(b) does

not call for judicial seconduessing of informed board decisions|[,]” “even if a court might
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weigh the Gartenberd factors differently.”);Jones Il, 611 Fed. Appx. at 360 (“[T]he Supreme
Court’s approach does not allow a court to assess the fairness or reasonablahessrst@es;
the goal is to identify the outer bounds of arm’s length bargaining and not engage in rate
regulation.”). Indeed, the Supreme Court specifically admonished coutts“sapplant the
judgment of disinterested directors apprised of all relevant informatidmuwtadditional
evidence that the fee exceeds the ailemgth range.Jones 1) 559 U.S. at 351-52. Plaintiffs do
not point to any such additional evidence, such as information withheld from or nssmec
to the Board®* As such, plaintiffs’ Monday-morning quarterbacking of the Board’s weighing of
Harbor’s profitability does not create a triable issue of fact on this factor.

D. Economies of Scale and Faldut Benefits Realized byHarbor

1. Economies of Scale

An economy of scale is defined a%acline in a product’s per-unit production cost
resulting from increased output, usu[ally] due to increased production facgdsgs resulting
from the greater efficiency of largeeale processesBLACK’SLAwW DICTIONARY 553 (Bryan A.
Garner et al. eds., 8th ed. 2004). The “output” for a mutual fund istheof assets under
managemenSee Sivolella2016 WL 4487857, at *56.Aassets under management increase
the cost of managing the fund mago increase, bubst isunlikely to increase as fast as the
assets under management increasEaning the cost pemit goes downSedion 36(b) requires
that any realized economies of scale be shared equitably with theSaas®n. Rep. No. 91-

1894 (1969)reprinted in1970 U.S.C.C.A.N. 4897, 4901 (“[T]his bill recognizes that investors

% plaintiffs argue thallarborwithheld information regarding the profitability of each Fund to
Harbor excluding subadviser fees (PIs. Resp. at 24; D. Resp. to Pls. SAMF {| 24)vbas the case with
plaintiffs’ complaints regardinglarbor’s Modified Profitability Analysis in general, they do not, and
cannot, dispute that the Board had all the informmafsnch asdarbors advisory fees and costs, including
the subadvisory fee, for each Fund) necessary to perform these calculatiang difficulty.
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should share equitably .in the economies available.”) The plaintiff bears the “burden of
proving the cost of performing Fund transactions decreased as the number ofidrasac
increased.Krinsk, 875 F.2cat411.

Harbor argues that plaintiffs have pointed to “no evidehatthe total peunit cost of
servicing the Funds declined as the Funds grew in size” and, therefore, hedvéofairry their
burden of proof on the issue of whether economies of scale exist. lHadibonally argues that
contractual breakpoints and annual fee waivers, which undidpuezticed Harbor’s 2014
advisory ratenore tharnl0 bpsare adequat share any economies of scale realize

In responsgplaintiffs point totheir expertwho believes that economies of scale should
be evaluated by looking only at Hartsointernal operating expenses and, when evaluated that
way, Harborrealized “significant” economies of scale and failed to share thig#minvestors.
Theynextturn to Harbots argument that fee reductions accomplished by the breakpoints and fee
waivers adequately shared any economies of staleorrealized, and argue that there are
disputed facts about the reductions themselves. Specifically, plaintiffs thajubere is a
dispute (1)as towho “funded” the reductions because a portion of the fee reduction was the
result ofa subadviser reducing its fees; (2) whether the reductions actually ocbaoause the
effective fee in 2014 (64.9 bps) is higher than the contractual fee of 57 bps feroaeset48
billion; (3) whether the reductions adequately share economies of scateddscause the
effective fee in 2014 (64.9 bps) is higher than the industry average for all inggditinds (54
bps); and (4) between 2012 and 2015, the total fee HIF paid to Harbor equaled approximately

$1.1 billion despite what plaintiffs characterize as poor performance by Higydbis period®

% Plaintiffs additionally appear to argue that the $1 billion in feastithtes that there was
inadequate sharing of econ@s of scale becauseakbor“basically only need[ed] ongerson to service”
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In addition to being highly cursory in nature, none of these argumentsigeds a triabléssue
of fact over whether economies of scale existed or whether they were adequatsty sh

As an initial matter, plaintiffs’ argument that there is a triable issue oafatwhether
the reductions iarbor’s fee actually occurred appears to aviseof a misunderstanding of
how the breakpoints and fee waivers work. Plaintiffs appear to believe thad bfsakpoint
level is reachedhe fee for all assets under management is equal to that listed for that particular
breakpoint. The plain langua@f the IAA, however, makes clear that the breakpoints are
marginal reductionsNhen this is understoot ,becomes clear that the 2014 effective fee is
exactly what would be expected after application of the breakpoints and feesfaive

None of plaintiffs’ other arguments regarding the fee reductizes a triable issue of
fact. First, plaintiffs fail to explain why they believe the dispute over who “fdihthe
reductions, which does not appear to actually be disputed, indicates that economieswreca
not shared. Possibly this is because Hashmaissing on a reduction in fee implemented by the
subadviser to the Funds (a reduction in the cost to Hafboanaging the Funds as assets
increasgappears to beneexample of aharedeconomy of scale. Plaintiffs do not, for example,
point to evidence that the subadviser reduced its fee by 2bps and Harbor only passed along 1bps
which might raise a triable issue of fact regarding whether adequate shasmgeurring. In

fact, whenplaintiffs state that “some portion of [the fee reduction] was &gy the subadviser

HIF. The record citations following that statement, however, do not supporerefdle, the court does
not consider that portion of plaintiffs’ argument.

% Assuming exactly $50 billion in assets under management, the expected fedevoul
($12,000,000,000 x 0.0075) + ($12,000,000,000 x 0.0065) + ($12,000,000,000 x 0.0063) +
($12,000,000,000 x 0.0058) + ($2,000,000,000 x 0.0057) = $324,600,000. $324,600,000/$50,000,000,000
= 0.00649 or 64.9 bps.
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reducing its fees they indicate thaHarbor recognized and shared economies of scale in
addition to those realized by the subadvidels.(Respat 30.)

Next, as discussed in greater detail in the section on comparable fees, thegierni
study cited by plaintiff4o show that other institutional funds are charged lower rates by their
advisergdoes not support their argument that there is a triable issue of fact over whetiwr Ha
recognized additional economies of scale. While evidence that other advisers provale
services while charging significantly lower fees might give rise to aneinée that economies of
scale exist, for such a comparison to work, the fees being compared must be chadyestby a
providing simila servicesTheaverage industry rate cited by plaintifiiggcause itakes into
account both actively and passively managed funds, is not illustrative of tharigephid for
similar services. Finally, plaintiffs point to no evidence from which a redse jury could
conclude that the Funds’ performance affected the cost to Harbor of managing hieeaforE,
the fact thatHarborreceived more tha#il billion in fees from 2012 to 2015 is immaterial to the
question of whether economies of scale were adequately sHared.

Because plaintiffs have failed to raise any triable issues of fact regardimgneies of
scale, summary judgment on this factor is appropriate.

2. Fall-out Benefits

Fall-out benefits are “collateral benefits that accrue to the adviser because of its
relationship with the mutual fundJones 1] 559 U.S. at 344. Harbstates that plaintiffs have
made no allegations regarding fall-out beneffi®eDef. Op. Briefat 15 n.9.) Plaintiffs respond

thatHarboraccrues falout benefits in the form of fees paidHarbors wholly owned

%" As was discussed above, the level of performance is disputed by the partiesphiion of
that question would not affect thealysis ofthis argument. fius the court will assume it true for the
purposes of this portion of the motion for summary judgment.
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subsidiaries, Harbdfunds Distributors, Inc. antdarbor Services Group, Inc., to secure
distribution and transfer agent services for the Funds. (Pls. Resp. at 31.) Whetspdiintot do
is point to any evidence or make any argument for thiage fees, which were knownand
approved annually by, the Board, and paid directly by the Funds, militate towardsg that
the advisory fee @drged byHarboris excessive. Plaintiffs make only the conclusional statement
that “there are triable issues regarding-talt benefits” [d.) without offering any explanation for
why, “[i]f these benefits were taken into consideratianthey would constitute a very
substantial offset calling for a lower fee tdgrboi than that paid by the Fund[sjGartenberg
694 F.2d at 932. As such, the court concludes that plaintiffs have failed to raise adsiablef
fact as to this factor.
CONCLUSION AND ORDER

Jones llistates thaan adviser'satisfaction of two othe Gartenbergfactors
comparability to peer fees and performarséfices undethe Supreme Court’s standard to
justify the adviser'sees See Jones 1]I611 Fed. Appx. at 36Because the case is not
precedential, thisourthas examined all the factors; yekaintiffs have failed talemonstrate a
genuineassueof fact requiring triaunder any othem As a result, Harbads entitled to judgment
as a matter of law. Theourt, thereforeprders as follows:

Harbors motion for summary judgment (dkt. G2 grantedHarbor’s motions to bar
expert testimony by plaintiffs’ expear{dkts. 230, 232) are modthe Clerk isdirected to enter

judgment in favor of defendant. Thase is terminated.

frar

U.S. District Judge

Date: Marchl3, 2018
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