401(k) Litigation Over Company
Stock Fund Performance:
It’s Only Just Begun
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THE NEW WAVE OF 401(K) LITIGATION

In defined contribution or “individual account” plans, also com-
monly referred to as 401(k) plans, a common investment option of-
fered to participants is a company stock fund. These funds are
composed mainly of plan sponsor common stock, with a small per-
centage of the fund invested in short-term investments for liquidity
purposes. Company stock funds have proven popular with plan par-
ticipants; as much as 20 percent of all 401(k) assets are invested in
employer stock, and many large 401(k) plans hold at least half of
their assets in employer stock. This concentration of investments car-
ries with it opportunities and exposure tied to the business results of
the plan sponsor. When the price of the company stock drops, the
participants who have chosen these funds see their balances in these
stock funds decline.

Just as public shareholders who suffer investment losses bring
suits alleging violations of federal securities laws by directors, offic-
ers and others, so too participants in defined contribution plans are
bringing lawsuits against plan fiduciaries (often the same individuals
named in the securities suits) alleging breaches of fiduciary duty un-
der ERISA. In the last year, with numerous large and small compa-
nies facing serious operating and financial reporting problems, these
ERISA cases are becoming predictable occurrences after a public
company bankruptcy or even a significant stock price swing.

This article will examine the claims asserted in some 18 of these
new 401(k) complaints and discuss important issues presented by this
new wave of litigation. (A schedule of the complaints we reviewed is
attached.) The claims being filed share a common framework:
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e All allege that one of the investment options in the
company'’s defined contribution plan was a company stock
fund.

= All allege that the participants who invested in these
company stock funds suffered losses because the company
faced financial troubles and the stock price declined.

= All allege breaches of fiduciary duties under ERISA, usually
charging that. . .

1. theplanfiduciaries failed to provide adequate informa-
tion about the company stock fund by not revealing
adverse information about the company’s business
condition, and

2. thefiduciaries were imprudent in not closing down the
stock fund when faced with operating and financial
reporting problems.

= Some of the complaints allege a breach of fiduciary duty in
offering a company stock fund in the first place.

= Others allege that the plan’s structure contributed to the
fiduciaries’ alleged breach and caused the losses, in that the
company imposed blackout periods or restrictions regard-
ing moving funds between investment options in the plan.

= Insome cases, plaintiffs allege that plan fiduciaries violated
their duties of loyalty because they had inside information
about the company, but failed to warn or protect the
participants.

< Some complaints allege that the plan fiduciaries had a
conflict of interest and should have engaged independent
fiduciaries to monitor the stock fund and determine
whether it was a suitable investment option.

AN OPENING PROCEDURAL QUESTION:
WHAT SORT OF LAWSUITS ARE THESE?

The complaints we reviewed are pled in great detail about the
decline of the company and its stock, but often with far less detail
about the nature of the lawsuit itself. Many of the complaints appear
to be worded as both derivative actions, in which one or two partici-
pant plaintiffs purport to be suing “on behalf of the plan,” and as
class actions, in which the named plaintiffs claim to sue on behalf of
a class of participants who suffered losses. This mixed pleading may
be quite intentional and may offer at least three perceived advan-
tages to plaintiffs’ counsel.
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First, suing “on behalf of the plan” sounds impressive—far better
than suing for one or a few participants—and sets the stage for a
story about innocent plan participants and supposedly derelict plan
fiduciaries. Once the stage is set, aggressive plaintiffs’ counsel can
then argue for accelerated discovery and appointment of new trust-
ees or other interim relief “on behalf of the plan.” Defense counsel
should be prepared to explain to the court that individual plain-
tiffs are just individual plaintiffs and that the plan has capable admin-
istration that should not be swept aside on the basis of complaint
allegations.

A second reason for loosely described claims may be that the
nature of the ERISA claims, when properly analyzed, will dictate the
proper remedy and even determine standing to sue. ERISA Section
502 sets forth the types of civil actions that may be brought under
ERISA. Section 502(a)(1) provides that a participant or beneficiary
may bring suit to recover benefit due him or her under the terms of
the plan, to clarify his or her right to benefits under the plan, or to
enforce his or her rights under the plan.! Section 502(a)(2) provides
that a participant or beneficiary may sue for relief under Section 409,
which provides that a breaching fiduciary shall be personally liable
to make good the losses to the plan.? Finally, Section 502(a)(3) acts
as a catchall provision, providing a cause of action for individual par-
ticipants to bring an action for breach of fiduciary duty seeking indi-
vidual relief.® The relief available to individuals bringing breach of
fiduciary duty actions under ERISA Section 502(a)(3) is generally lim-
ited to equitable relief, namely restitution, injunction, or mandamus.*
Many courts have interpreted this to preclude any monetary relief.
On the other hand, ERISA Section 409 provides that a fiduciary must
make good to the plan all “losses to the plan,” and ERISA Section
502(a)(2) allows suits to enforce Section 409.° This relief, however,
must inure to the plan as a whole, and not solely to individual plan
participants.®

Plaintiffs in some of these actions appear to be attempting to cir-
cumvent this limitation by pleading their individual claims “on behalf
of the plan,” often without specific citations to ERISA provisions.
Notably, these complaints typically do not affirmatively allege that
every participant in the plan invested in the company stock fund
(and that would typically not be true). In this context, simply plead-
ing an action as a derivative claim on behalf of the plan does not
mean that the relief sought actually inures to the plan as a whole and
can successfully avoid the limitations of ERISA Sections 409 and
502(a)(2). Because participants have individual accounts, and not
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every participant is affected by a company stock price move, the en-
tire plan is not affected by a decline in value of this one investment
option. Instead, these actions actually appear to be class actions
brought on behalf of a subset of plan participants, i.e. those who
chose to invest in the company stock option and suffered losses.
Getting this point clarified should be useful to defendants, both by
eliminating the “suing on behalf of the plan” rhetoric and because
502(a)(3) claims of plan participants will be open to different de-
fenses, including a defense that plaintiffs have only equitable rem-
edies that do not include dollar damages to replace investment
losses. (This remedies issue is discussed later in this article.)

The third reason for obscure pleading about the nature of the
claims likely relates to class action procedural requirements under
Rule 23. Federal court class actions must go through a formal class
certification process (do common questions predominate, etc.) and
are subject to notice requirements that present plaintiffs’ counsel
with substantive and procedural barriers as well as significant addi-
tional costs.” Unless challenged by defendants, suing “on behalf of
the Plan” may be a simple way around these obstacles. Defendants
should not let the important issues about class certification slip away.

THE PATTERN OF CLAIMS AND SOME
THOUGHTS ON DEFENSES

In our experience, most claims fall into one or more of the fol-
lowing categories:

Failure to Diversify

The broadest allegation common to the 401(k) suits alleging
breach of fiduciary duty in connection with a company stock fund
investment option is failure to diversify plan investments. Under
ERISA, plans must offer diversified investments and, in fact, the typi-
cal 401(k) plan offers a wide array of investment options. Neverthe-
less, in several of the recent actions, plaintiffs have alleged that,
because the company stock funds within the plan are undiversified,
fiduciaries actually owe a heightened duty to the participants as a
result of the undiversified nature of the stock funds.® For example, in
a case against Duke Energy Corporation, plaintiffs have alleged that
because the stock fund was undiversified, defendants had a height-
ened duty to disclose information.® Participants who chose the com-
pany stock option in the defined contribution plans for Lucent
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Technologies, Inc. and Nortel Networks Corporation have made
similar allegations.*?

The basic defense to this sort of attack is that there is nothing in-
herently illegal about the structure of 401(k) plans that include com-
pany stock funds. To begin with, when Congress enacted ERISA, it
limited the percentage of a pension plan that may be invested in
employer stock. Under ERISA Section 407(a), only 10 percent of pen-
sion plan assets may be invested in employer stock. However, Con-
gress has not similarly limited what a participant may elect to invest
in the employer stock option of his or her 401(k) plan. Instead,
ERISA Sections 404(a)(2) and 407(d)(3) provide that 401(k) plans are
not subject to ERISA diversification requirements as to company
stock. Plan fiduciaries should not be liable for administering the plan
consistent with a structure Congress has authorized.

Beyond that, the argument that operating a company stock fund
is in and of itself a breach of fiduciary duty also ignores ERISA Sec-
tion 404(c) and related Department of Labor regulations providing
that an undiversified company stock fund may be offered as an in-
vestment option in an individual account plan if: (1) company stock
is “qualifying employer securities;” (2) company stock is publicly
traded on a national exchange; (3) company stock is traded with suf-
ficient frequency and in sufficient volume to ensure that participants’
directions to buy or sell can be effected promptly and efficiently,!
and (4) participants in such funds are provided with the same infor-
mation that is provided to company shareholders and have the same
voting and tender rights as shareholders.?

As a general proposition, ERISA Section 404(c) provides a safe
harbor in which fiduciaries of defined contributions plans that meet
these requirements are not liable for losses that result from the par-
ticipants’ exercise of control over their plan investments.’* However,
while Section 404(c) may easily rebut the argument that there is
something inherently wrong or illegal about operating a company
stock fund, that may not completely dispose of this claim. Among
other problems, Department of Labor regulations suggest that a par-
ticular plan may not qualify for the Section 404(c) safe harbor if the
plan does not properly warn participants about the plan’s 404(c) sta-
tus and about how plan fiduciaries may be relieved of liability for
losses that are “the direct and necessary result” of participant invest-
ment instructions.* Defendants will surely face arguments that their
plan fails to satisfy the 404(c) notice, voting, and other requirements.
Plan provisions and notices aside, plaintiffs will predictably argue
that company stock losses were “the direct and necessary result” of
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defendant misconduct, not the result of investment decisions by ig-
norant participants.

Finally, sophisticated plaintiffs may make the more technical ar-
gument that the original and continuing selections of plan invest-
ment alternatives remains a fiduciary function to which the Section
404(c) limitation of liability does not apply. This argument actually
finds some support in the preamble to the DOL 404(c) regulations,
which read as a creative effort to dilute the statute (but are not bind-
ing on the courts). The first line of defense to all of these arguments
may be that Congress has created a safe harbor in Section 404(c), and
the courts should not close the safe harbor during a financial storm.®

Failure to Warn/Failure to Act

Virtually every complaint alleging a breach of fiduciary duty in
connection with a company stock fund includes charges that the fi-
duciaries failed to warn participants about the company’s business
problems—or failed to act by suspending new investments in the
company stock fund or even liquidating the company stock fund
before a price decline. Plaintiffs generally allege that this failure is a
breach of fiduciary duty because fiduciaries in a defined contribution
plan have the duty to select investment options prudently and to act
loyally toward participants. The complaints allege that fiduciaries
violated their duties by selecting or retaining company stock as an
investment when the fiduciaries had access to information regarding
the company’s financial troubles (or failed to discover the problems),
and allege that the fiduciaries should have realized that the stock
fund was not a suitable investment option and should not have per-
mitted participants’ further investments.

These claims are being asserted after plan sponsor bankruptcies,
as in Enron, and also after significant plan sponsor share price de-
clines. For example, plan participants in the defined contribution
plan offered by Tyco International, Ltd. brought an ERISA class ac-
tion alleging breach of fiduciary duty in connection with the Tyco
stock investment option.'” Plaintiffs, like plaintiffs in other such suits,
allege that the defendants breached their fiduciary duties to partici-
pants by withholding and concealing information during the class
period regarding Tyco’s business condition and earning prospects.
Moreover, plaintiffs allege that by concealing this information and by
continuing to offer Tyco stock as an investment option, defendants
actively misled participants about the appropriateness of Tyco stock
as an investment option for the 401(k) plan. Plaintiffs further allege
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that individual defendants must have failed to investigate and moni-
tor the stock fund, because if they had, they would have concluded
that Tyco stock was an inappropriate investment option.

These claims essentially present the legal issue of whether the fi-
duciary duty of loyalty enacted in ERISA Section 404(a) includes a
duty to disclose material information, and when that duty arises.
Considerable case law suggests such a duty, but only in certain cir-
cumstances. [See Joseph D. Olivieri, ERISA’s Disclosure Requirements
after Varity, 10 Benefits Law Journal No. 1 (Spring 1997).] Whether
plaintiffs can plead, let alone prove, such circumstances in this set-
ting will be a hotly contested issue. The contest over this issue will
involve complex financial analyses, portfolio theory, and timing
guestions: when did company prospects and operating results sup-
posedly become bad enough to create a special circumstance? These
issues may play out differently in cases after bankruptcies versus
cases following a stock price drop when the company is still operat-
ing outside of bankruptcy and arguably has positive prospects.

Another important issue on these claims of breach of fiduciary
duty by failure to disclose or act is a very basic question: who is a
fiduciary or, more simply, who can be sued under ERISA in this sort
of case? Many of the new complaints sue everybody in sight, includ-
ing plan sponsor companies, the plan itself, company officers and
directors, individual committee members and plan administrators,
and corporate trustees and investment advisors. This laundry-list ap-
proach to naming defendants may reflect uncertainty as to plan ad-
ministration or a focus on deep pockets and insurance coverage.
Each category of defendants will have distinct defenses to be as-
serted based on their status.

As to the plans, these cases plainly are not garden-variety suits
for benefits by a participant seeking a court order requiring the plan
itself to pay the benefits, and there are serious questions as to
whether the plans are properly defendants at all. Plan sponsor de-
fenses and exposure may vary widely, depending upon the other
roles the plan sponsor has assumed. For example, one widely ac-
cepted ERISA defense is that the plan sponsor, in designing the plan,
is not acting in a fiduciary capacity but rather in a settlor capacity.'
This defense may be expanded to preclude fiduciary breach claims
over the selection of investment options. Corporate officers and di-
rectors who have no direct role in plan operations and administra-
tion may have a defense that they have no fiduciary duties and
therefore no fiduciary liability.®* One predictable line of attack, how-
ever, against senior corporate officers and company directors will be
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that persons who appoint and remove ERISA fiduciaries are them-
selves fiduciaries who have discretionary authority over the plan un-
der ERISA Section 3(21)(A). These management “fiduciaries” may
face claims that they imprudently selected as fiduciaries either em-
ployees or outsiders who were not capable of running the plan, and
then failed to monitor the performance of the fiduciaries they ap-
pointed to keep track of such issues as plan investments.?

All these important considerations about who can properly be
sued are, of course, only a first step toward any determination on the
merits. It remains to be seen whether the courts will take the first
step very carefully and confine the roster of defendants to real play-
ers who had a specific role in plan administration and supervision.

Investment Action as a Breach

Proving that “damned if you do, damned if you don't” applies to
401(k) plan litigation, two recent complaints allege breach of fidu-
ciary duty under ERISA in connection with a defined contribution
plan that eliminated a company stock fund investment option. These
cases use the same general language of breach of fiduciary duty
but differ factually from the others. Instead of alleging that the de-
fendants breached their duties by doing nothing or failing to recog-
nize that the stock fund was an unsuitable option, plaintiffs in these
cases allege that defendants breached their duties by closing the
stock fund investment option before the company stock increased
in value.

In Gottlieb v. SBC Communications, Inc., one of the investment
options in the savings plan was the Air Touch stock fund, in which
all company matching funds were invested.? After a series of acquisi-
tions and spin-offs, defendants froze contributions to the Air Touch
stock fund and liquidated all participants’ holdings. Defendants
closed the fund because, as a result of the acquisitions and spin-offs,
Air Touch now competed with SBC in the wireless communication
market. After the stock fund was closed, Air Touch stock tripled in
value. Plaintiffs allege that defendants breached their fiduciary duties
by closing the fund and exercising unauthorized control over their
investments.

Similarly, in Tatum v. R.J.R. Pension Investment Committee,?
plaintiffs allege that defendants breached ERISA fiduciary duties by
liguidating participants’ investments in Nabisco stock.. When R.J.
Reynolds split its tobacco and food operations, the plan was
amended and participants’ holdings in Nabisco stock were frozen.
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Six months later, Nabisco stock was eliminated as an investment op-
tion in the plan, and participants’ holdings in the fund were liqui-
dated. Plaintiffs allege that defendants failed to consider the
possibility that Nabisco stock would rise in value, which it did. Plain-
tiffs allege that elimination of the Nabisco stock fund as an invest-
ment option was a breach of fiduciary duty under ERISA.

Needless to say, the complaints in these cases do not express the
same desire for diversification as in the cases discussed above. In-
deed, these cases suggest that creative plaintiffs’ lawyers can put to-
gether a claim based on any significant positive or negative market
development, and illustrate why defendants must remind the courts
what some courts already recognize: that plan fiduciaries are not
guarantors of stock investment results.?

Structural Problems

The widely publicized Enron 401(k) lawsuits highlight yet an-
other category of claims common to many of these suits: allegations
that the structure of the plan contributed to a breach of fiduciary
duty. These structural issues include the imposition of blackout peri-
ods (i.e. time periods in which participants cannot change the alloca-
tion of their plan investments), rules for company matching, and
other rules specific to the company stock fund.

In the Enron lawsuits, plaintiffs allege that the defendants insti-
tuted a “lockdown” or a blackout period during the time when news
of the Enron scandal was breaking and Enron’s stock was plummet-
ing.?* Enron savings plan participants also allege that all matching
contributions provided by Enron were made, with a limited excep-
tion, in Enron stock, and that these contributions could not be reallo-
cated to other investment options until participants reached age 50.
Plaintiffs allege that these structural issues contributed to the losses
experienced by plan participants as Enron’s stock price fell, while
the blackout prevented participants from reallocating their contri-
butions to other options, and, similarly, the plan requirement that a
participant reach age 50 before reallocating company matching pre-
vented them from moving those investments out of company stock
as the price decline continued.

Other complaints make similar allegations with respect to re-
guirements about the company matching contribution and limita-
tions on reallocating investments in company stock. Most of these
complaints allege that the company limited the investment of match-
ing contributions to the company stock fund, and that this practice
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denied participants the rights to invest in a diversified fund and re-
sulted in participants’ investment in an imprudent investment option.

In one action with a specific twist on these more general allega-
tions, plaintiffs have alleged that the defined contribution plan con-
tributed to the injury by merely offering company stock as an
investment option inside the plan, because changing investments in
a defined contribution plan takes more time than selling securities in
the market.? Plaintiffs allege that defendants furthered their alleged
scheme to artificially inflate the company’s stock price because plan
participants could not immediately sell their holdings upon learning
bad news. The delay or lag when compared to sales in the open
market, plaintiffs claim, acted to bolster the stock price even in the
face of bad news, in furtherance of the alleged scheme.

Defenses against these claims will be found at many levels, but
should focus on the central points that the plan structures are legal
and proper and the investment losses were caused by the stock mar-
ket, not the misconduct of plan fiduciaries.

Trustee and Fiduciary Inside Information

In many actions, plaintiffs allege that the plan fiduciaries were
company insiders who had access to adverse information regarding
the company’s business condition and earnings prospects but, in
breach of their fiduciary duties to the plan and its participants, failed
to disclose such information.?” Plaintiffs usually allege that these fidu-
ciaries were in a conflict of interest and thereby breached their duty
to act solely in the interest of the plan participants.

These claims raise questions as to the corporate insider’s duty to
disclose or act on material nonpublic information. Is there an inher-
ent conflict among the securities laws about disclosing material infor-
mation (and not trading on nonpublic information), the business
duties of a corporate officer, and the insider’s role as a plan fiduciary?
Is the insider precluded from revealing adverse information to plan
participants or acting for them by selling stock without revealing
such information to the market? Can the insider take steps to close
the company stock fund or freeze contributions on the basis of ad-
verse information unless it is revealed to the public? Is the insider-fi-
duciary caught in a catch-22: either violate federal securities laws or
breach fiduciary duty to plan participants?

Plaintiffs in these actions have proposed one possible solution
for insiders in their complaints: engaging independent fiduciaries. In
fact, in several of these actions, plaintiffs allege that the defendants’
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failure to hire independent fiduciaries to assess the appropriateness
of the stock account and to cure any conflict of interest is itself a
breach of the defendants’ fiduciary duties under ERISA.?® This simple
solution fails, of course, to address such hard questions as: at what
point is an independent fiduciary needed because of company prob-
lems, and what does the company tell (or not tell) the newly retained
trustee? Furthermore, such a solution may only be prospective; that
is, by passing the torch to an independent fiduciary, the former fidu-
ciary is still not relieved of any injury which resulted from a stock
decline during his or her tenure.

The Department of Labor (DOL), appearing as a friend of the
court in the Enron ERISA litigation, has suggested other solutions to
the dilemma. Specifically, the DOL position is that insiders can avoid
securities trading violations by not trading but rather disclosing ad-
verse information (or “forcing” the company to do so); by eliminating
company stock as a participant option or an employer match; or by
alerting regulatory agencies.?® However, public announcements or
closing company stock accounts may present a catch-22: actions that
send a signal to the public that the company is in trouble may cause
the stock to decline even further, leaving plan participants in even
worse shape. Solutions that may be technically correct about the
scope of 10(b)(5) liability and may sound workable in the aftermath
of the Enron collapse beg the most important questions: what infor-
mation is adverse enough to warrant such unusual steps, and what
steps are prudent in administering the plan in adverse situations?

LOOMING QUESTIONS ABOUT REMEDIES

In the majority of these cases, plaintiffs claim to seek relief on
behalf of the plan and on behalf of the class of participants who suf-
fered losses as a result of the alleged breach of fiduciary duty. Most
of the actions ask the court to have the defendants restore invest-
ment losses to the plan. Although such a request for relief mimics the
language of ERISA Section 409, these claims do not actually fit under
Section 409. Section 409 provides that a breaching fiduciary is per-
sonally responsible for restoring plan losses to the plan.®® Under
ERISA Section 502(a)(2), an individual participant may bring an ac-
tion for relief under Section 409. The U.S. Supreme Court held in
Massachusetts Mutual Life Insurance Co. v. Russell that claims for re-
lief under Section 409 must be brought on behalf of the plan as a
whole and must seek planwide, as opposed to individual, relief. Ap-
plying the Russell test, it appears that the plaintiffs in these actions
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are not actually seeking derivative relief on behalf of the plan, de-
spite their request for such relief. In reality, plaintiffs seek relief only
for the individual participants who were invested in the company
stock fund options. Relief for individual participants is not planwide
relief, and plaintiffs’ claims under Sections 409 and 502(a)(2) are
procedurally wrong.

Some plaintiffs bring their actions under ERISA Section 502(a)(3),
which presents other issues about remedies. Under Section 502(a)(3),
an individual participant or beneficiary may seek individual relief for
loss of benefits. However, recovery under this section is limited to “ap-
propriate equitable relief.”®! In Mertens v. Hewitt Associates, the U.S. Su-
preme Court first addressed what constitutes appropriate equitable
relief under ERISA.** The Court considered the issue of whether extra-
contractual damages were available from a nonfiduciary under Section
502(a)(3) and concluded that they were not. The court reasoned that
money damages are not equitable relief. Myriad courts have expanded
the Mertens holding and interpreted Section 502(a)(3) as not allowing
monetary damages, even from fiduciaries.®

Some courts have been willing to award monetary relief under
Section 502(a)(3) under the guise of “restitution.” Recognizing these
cases, the plaintiffs bringing these lawsuits may attempt to label their
requested relief as “restitution.” However, the likelihood of plaintiffs’
success in doing so has been significantly curtailed by the Supreme
Court’s recent decision in Great-West Life & Annuity Insurance Co. v.
Knudson. In that case, the United States Supreme Court, addressing a
claim for subrogation by a plan against a plan participant who recov-
ered from a third party, restated what constitutes restitution under
ERISA Section 502(a)(3).** The Court held that the plan was not seek-
ing restitution as it claimed, but rather, was seeking a payback of
money damages from the plan participant, which was not relief avail-
able under Section 502(a)(3).%

In another recent case claiming restitution, the plaintiff sued un-
der ERISA Section 502(a)(3), seeking damages due to the defendant’s
failure to invest his assets as he directed.®* Defendant had invested
plaintiff's assets in a money market instead of the mutual fund he
selected. In his claim for relief, the plaintiff labeled his request for
damages as “restitution,” stating that he sought to be made whole for
his losses and restored to the place he would have had if the breach
had not occurred. The court held that the plaintiff's measure of dam-
ages was the “hallmark of money damages,” and concluded that
money damages are not available under ERISA absent an allegation
(and proof) that the defendant profited from the breach.
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In reality, the plaintiffs in each of these 401(k) cases seek to im-
pose personal liability upon the defendants and seek the payment of
money to the individual participants and beneficiaries who suffered
losses as a result of their investment in the company stock fund.
Plaintiffs in these circumstances will face the obstacle of demonstrat-
ing that the plaintiffs’ losses are in the possession of the defen-
dants—a key element for a restitution claim. (The same defense
exists in fiduciary claims brought under Section 502(a)(2); since the
individual defendants in these cases arguably did not profit from the
participants’ losses, there are no profits to be disgorged under Sec-
tion 409.)

Another obstacle for the plaintiffs in these cases is that the dam-
ages that they seek can be attacked as speculative. To the extent that
the plaintiffs’ damages theory is premised upon plaintiffs’ conten-
tions about how they would have invested their contributions had
the company stock funds not been available, the structural restric-
tions on the stock funds not been present, or complete information
about the stock funds been made available, demonstrating whether
or how they would have actually acted differently could be virtually
impossible. Typically, claims based on this sort of speculation have
been rejected.¥

Equally speculative is proof that the defendant’s breach caused
the plaintiff's losses, a required element of a fiduciary breach claim.®
In order to show that the defendants’ actions caused their damages,
plaintiffs must demonstrate that but for the alleged breaches they
would have invested their money such that they would have avoided
the losses. This is particularly difficult to prove given the downswing
of the overall market. The same concerns regarding speculation dis-
cussed above apply here, and plaintiffs will have difficulty proving
that they would have made comparable investment choices that
fared better in a generally declining stock market.

PLAN CLAIMS AND SECURITIES LITIGATION

Many of the new complaints cite ERISA but read as though they
are claims for violations of federal securities laws under section 10(b)
of the Securities Exchange Act of 1934 and SEC Rule 10b-5. Partici-
pants allege that material misstatements and omissions concerning
the company stock, accounting improprieties, and other schemes
artificially inflated the stock price.®*® Other complaints also allege
insider trading by plan fiduciaries.”” The complaints focus on re-
stated company financials and on stock price drops after bad news
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becomes public. In the highly publicized situations of company fail-
ures that have attracted multiple 10(b)(5) cases and multiple 401(k)
cases, the securities complaints and the ERISA complaints often
cover exactly the same ground.

Tactical Advantages of 401(k) Lawsuits

There are important reasons why plaintiffs want to dress up what
are really securities claims in ERISA clothing. Significant limitations
and requirements for bringing an action under federal securities laws
do not apply to ERISA actions for breach of fiduciary duty; in particu-
lar, by bringing claims under ERISA, plaintiffs avoid the new and
tough procedural requirements of the Private Securities Litigation
Reform Act (PSLRA), 15 U.S.C. Section 78u-4. Under the PSLRA,
plaintiffs must plead their claims with particularity by specifying each
statement alleged to have been misleading and the reason or reasons
why the statement is misleading. Moreover, plaintiffs must allege
with particularity the facts giving rise to a strong inference of defen-
dant scienter. While ERISA plaintiffs face the usual pleading require-
ments as to allegations of fraudulent behavior by fiduciaries, no such
special statutory pleading requirements apply in an ERISA action.

Another procedural advantage for ERISA plaintiffs is that the
PSLRA provides an automatic stay of discovery while a motion to dis-
miss is pending. This new and unusual procedural device was
adopted by Congress to protect public companies from the punish-
ing cost of early broad discovery in cases that lack legal merit. No
such special statutory provision limits early ERISA discovery.

Many of the 401(k) complaints we reviewed are filed against de-
fendants who are already defending one or many 10(b)(5) cases
about the same stock price decline. From a defense perspective, it is
important to be sure that there is coordination of parallel securities
cases and ERISA cases about stock price declines. Because securities
cases typically begin with extended briefing on motions to dismiss
and a statutory stay of discovery, there is an opening for plaintiffs’
counsel to push ahead in 401(k) cases. Defendants will have to show
the court that a coordinated discovery schedule can avoid duplica-
tion of efforts, repeated depositions, and the like. Defense counsel
may find that plaintiffs’ counsel in the securities cases will join in the
effort to get an agreement or court order for a common discovery
schedule and common case administration.

Finally, while it is far too early to predict the outcome of this
new wave of 40I(k) lawsuits crashing into a sea of 10(b)5 cases, it is
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already clear that aggressive plaintiffs’ counsel filing 401(k) cases will
try to claim that benefit plan plaintiffs enjoy some special status in
battles with ERISA defendants, and even with public market securi-
ties class action plaintiffs. The emerging argument is that ERISA
claims based on a special federal statute protecting employees and a
fiduciary relationship are somehow “worth more” than ordinary
open market securities claims, especially in any settlement, or de-
serve special treatment by the courts during litigation, or entitle the
ERISA plaintiffs to attorneys’ fees in excess of those received by
plaintiffs’ securities counsel in any settlement (arguably because of
ERISA’s discretionary fee provision).® These arguments may lack
logic but must be anticipated and can cause concern among securi-
ties litigators—and even judges—who know much about 10(b)5 liti-
gation but relatively little about ERISA.

Settlement Overlaps and Issues

The similarities between the ERISA claims concerning a company
stock fund as an investment option and open market securities
claims have already led to issues in some cases concerning the effect
a securities class action settlement involving company stock will
have on plan participants who invested in the company stock fund.
For instance, the stock plan plaintiffs filed an objection to the settle-
ment of the IKON securities litigation in Whetman v. IKON Office So-
lutions.*** The proposed settlement, which included a release of all
claims, applied to the settlement class, which consisted of all persons
who purchased or otherwise acquired IKON securities during a
specified period. In objecting to the settlement, the ERISA plaintiffs
sought clarification regarding the scope of the release language. Spe-
cifically, the objectors asked the court to determine whether the
settlement included a release of all ERISA claims. The court refused
to change or clarify the release language and refused to decide
whether and which of the ERISA plaintiffs would be released by the
settlement. The court concluded that the ERISA plaintiffs were effec-
tively seeking a premature ruling on the res judicata effect of the
settlement.*

While the settlement was pending, the ERISA plaintiffs moved for
class certification in the ERISA action.* The court certified the ERISA
class. However, at plaintiffs’ suggestion, the class definition stated
that, if the settlement of the securities action is approved, the losses
of the ERISA plaintiffs who are also members and did not opt out of
the securities class shall exclude the losses of ERISA plaintiffs that are
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due to acquisitions during the securities class period. Although the
court did not reach the issue of whether the release in the securities
litigation barred the claims of any of the ERISA plaintiffs, the decision
appears to recognize that the settlement could release the ERISA
claims of plaintiffs who were members of the securities class and did
not choose to opt out.®® In this murky situation, defense attorneys
should attempt to obtain clear ERISA releases in securities settle-
ments in order to eliminate the possibility of subsequent ERISA litiga-
tion emanating from the same set of facts.*

A related issue concerns who has the authority to settle ERISA
claims about plan sponsor stock, whether in an ERISA action or in a
related securities action. One 401(k) complaint we reviewed claims
that, by accepting a securities class action settlement on behalf of the
plan and its participants holding company stock, the plan fiduciaries
engaged in a prohibited transaction under ERISA because the settle-
ment was a transaction between the plan and a party-in-interest.
While this theory has not been widely embraced (even among plain-
tiffs’ counsel) and would astonish corporate trustees who see filing
claims in securities class action as “found money” for plan partici-
pants, it points up the need for care as to fiduciary or plan trustee
authority to settle securities claims (or “opt out” or object) on behalf
of the plan and investor participants. Indeed, cautious trustees may
choose to pass these decisions on to participants simply to avoid any
second-guessing or criticism about conflicts.

PREDICTIONS AND CONCLUSION

While the new wave of 401(k) ERISA litigation is still rising, a few
predictions and conclusions can already be offered. First, the genie
will not go back into the bottle. Plan administrators and plan fiducia-
ries should expect ERISA litigation about abnormal declines in com-
pany stock prices, just as public company directors and officers have
come to expect such litigation under the securities laws. Second,
there are major battles still to be fought in these cases about proper
claims, proper parties, and proper remedies, as well as the core
question of the proper standard for fiduciary conduct in the context
of business problems and stock price declines. These issues predict-
ably will be resolved different ways in different cases about different
companies, leading to conflicts in the case law. Third, aggressive
plaintiffs’ counsel will use the context of highly publicized collapses
like Enron and Global Crossing to push for favorable early court de-
cisions and settlements. Defendants and their counsel will need to
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remind the courts that ERISA does not require fiduciaries to have a
crystal ball,*® and that employer stock price declines will happen (es-
pecially in a severe general market decline) and are simply not
enough of a basis to justify an award of damages to company stock
fund participants.
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Select 401(k) Cases Reviewed

Company

Case Name and Number

Court

Duke Energy
Corporation

Matthews v. Duke Energy
Corp., No. 2-CV-291

Western District of
North Carolina

Enron Corporation
(consolidated)

Tittle v. Enron Corp.,
No. H 01-3913

Southern District of
Texas

Kemper v. Enron Corp.,
No, H 01-4089

Southern District of
Texas

Rinard v. Enron Corp.,
No. H 01-4060

Southern District of
Texas

Global Crossing
(consolidated)

Ramkissoon v. Winnick,
No. 2:02cv1478

Central District of
California

Johnson v. Winnick,
No. 02-CV-2070

Central District of
California

McAllister v. Winnick,
No. 02-01323

Central District of
California

Harnischfeger
Corporation

Anderson v. Harnischfeger
Corp., No. 98 C 1263

Eastern District of
Wisconsin

IKON Office
Solutions, Inc.

Whetman v. IKON (In re
IKON Office Secs. Litig.),
No. 00-87

Eastern District of
Pennsylvania

Indianapolis Power
& Light Co.

Nelson v. IPALCO Enterprises,
No. 02-0477C-H/K

Southern District of
Indiana

Lucent Technologies

Reinhart v. Lucent Tech-
nologies, No. 01-CV-3491

District of New Jersey

Nortel Networks
Corp. (consolidated)

Zafarano v. Nortel Networks
Corp., No. 3:01cv1593

Middle District of
Tennessee

Kaufmann v. Nortel Networks
Corp., No. 3:02cv253

Middle District of
Tennessee

Providian Financial
Corp. (consolidated)

In re Providian Financial
Corp. ERISA Litig.,
No. 3:01cv5027

Northern District of
California

Holmes v. William M Mercer
Inv. Consulting, Inc.,
No. 3:01cv5027

Northern District of
California

Lowery v. William M Mercer
Inv. Consulting, Inc.,
No. 3:02cv491

Northern District of
California
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Company

Case Name and Number

Court

Providian Financial
Corp. (consolidated)
(continued)

Williams v. William M
Mercer Inv. Consulting, Inc.,
No. 3:02cv7

Northern District of
California

Qwest
Communications
International Inc.

Brooks v. Qwest
Communications Int’l, Inc.,
No. 1:02cv464

District of Colorado

RJ Reynolds

Tatum v. RIR Pensions
Investment Committee,
No. 1:02cv373

Middle District of
North California

SBC Communications

Gottlieb v. SBC Communi-
cations, Inc., Nos. CV-00-
4139 and CV-00-0758

Central District of
California

Stone & Webster Inc.

Stein v. Smith,
No. 01-10500 RCL

District of Massachusetts

Tyco International, Inc.

Jepson v. Tyco Int’l, Ltd.,
No. 1:02cv5947

Southern District of
New York

Gordon v. Tyco Int’l, Ltd.,
No. 9:02cv80621

Southern District of
Florida

Konyn v. Tyco Int’l, Ltd.,
No. 9:02cv80635

Southern District of
Florida

Johnson v. Tyco Int'l Ltd.,
No. 9:02cv80636

Southern District of
Florida

Waste Management

Harris v. Koenig,
No. 02 CV 618 (GK)

District of Columbia

Williams
Companies, Inc.

VanNes v. Williams Co.,
No. 4:.02-CV-159

Northern District of
Oklahoma

Zeigler v. Williams Co.,
No. 4:02cv285

Northern District of
Oklahoma

Worldcom Inc.

Bracey v. Worldcom, Inc.,
No. 9:02cv80561

Southern District of
Florida

Hobson v. Worldcom, Inc.,
No. 9:02cv80602

Southern District of
Florida

Rambo v. Worldcom, Inc.,
No. 02-CV-1088

Southern District of
Mississippi

Singleton v. Worldcom, Inc.,
No. 9:02cv80613

Southern District of
Florida

Xerox Corporation

Patti v. Xerox Corp.,
No. 02 CV 1138

District of Connecticut
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