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n 1974, the Employee Retirement Income Security Act (ERISA) was enacted.

Fiduciaries of employee benefit plans assumed new responsibilities relating to the

management and administration of those plans. Under ERISA, fiduciaries may be
personally liable for breach of certain responsibilities or duties imposed on them under
the law.

ERISA created a new and specialized field of law. The complex issues developed by
ERISA left interpretation of the legislation to the courts. Moreover, since the passage of
the original law, Congress has enacted several important amendments. As expertise in
this field becomes more refined and complexities in business affect employee benefit
plans, we are seeing an increasing number of complicated lawsuits, including class
action suits against employer sponsors of ERISA plans. Interpretation of benefit
provisions, prudence in investment decision, plan changes and terminations caused by
acquisitions and mergers, and use of employee stock ownership plans to finance or
protect against takeovers are just some of the many issues currently subject to
interpretation by the courts.

St. Paul Travelers Bond was the first domestic company to introduce Fiduciary Liability
Insurance in response to the enactment of ERISA and the potential personal liability
created by that legislation. St. Paul Travelers Bond has been the leading marketer for
this protection, meeting the needs of plan fiduciaries of large and small corporations,
labor organizations, trade associations, labor-management groups and even certain
unique risks, such as governmental organizations.

ERISA establishes fiduciary requirements and restrictions. Knowledge of your
responsibilities and duties under ERISA is essential. As a service to you,
St. Paul Travelers Bond has commissioned the law firm of Baker & McKenzie to
prepare this booklet discussing ERISA’s fiduciary standards. For details concerning the
St. Paul Travelers Bond products available for these exposures, we encourage you to
contact a St. Paul Travelers Bond agent or broker.
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This booklet has been prepared for St. Paul Travelers Bond. While every effort has been made to ensure
accuracy, no responsibility can be accepted for errors and omissions, however caused. The views expressed
are those of the authors and not St. Paul Travelers Bond. The information contained in this publication should
not be relied on as legal advice, coverage advice or as expressing any position with regard to insurance
coverage. It should not be regarded as a substitute for detailed advice in individual cases. No responsibility
for any loss occasioned to any person acting or refraining from action as a result of material in this booklet
is accepted by St. Paul Travelers Bond, the editors, authors or Baker & McKenzie. If advice concerning
individual problems or other expert assistance is required, the service of a competent professional advisor

should be sought. ©2005 Baker & McKenzie
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s a trustee of an employee benefit
plan, you are a fiduciary who
owes certain stringent obligations
to the participants and beneficiaries of the
plan that placed its trust in you. Service as a
trustee is a high calling and demands great
vigilance. More than sixty years ago, the
famous Judge Cardozo described the
difference between acting as a fiduciary and

acting as a business person. He said:

“Many forms of conduct permissible in a
workday world for those acting at arm’s
length are forbidden to those bound by
fiduciary ties. A trustee is beld to something
stricter than the morals of the marketplace.
Not honesty alone, but the punctilio of an
bonor the most sensitive, is then the
standard of bebavior. As to this there bas
developed a tradition that is unbending
and inveterate... Only thus has the level of

conduct for fiduciaries been kept at a level

bigher than that trodden by the crowd. )’



THE EMPLOYEE RETIREMENT
INCOME SECURITY ACT OF
1974 (“ERISA”)

In some ways, the Employee Retirement
Income Security Act of 1974 (“ERISA”)!
codified the existing law of trusts described
by Judge Cardozo, and, in other ways,
dramatically  expanded the  duties,
responsibilities and liabilities of fiduciaries of
employee benefit plans. Congress has
continually changed the laws that govern the
administration of employee benefit plans. In
today’s litigious society, more and more
lawsuits are being brought against plan
fiduciaries for failure to comply with ERISA’s
constantly changing provisions. These
lawsuits subject the plan’s fiduciaries to the
expense and inconvenience of unwanted legal
proceedings, which often result in personal
liability and loss of personal assets.

ERISA’s complex system of laws and
regulations is not easy to understand because,
in part, it is still evolving. St. Paul Travelers
Bond has had this booklet prepared in order
to highlight some of ERISA’s current
provisions  regarding  the duties,
responsibilities and liabilities of plan
fiduciaries. This booklet is a general
discussion of the responsibility of fiduciaries
under the laws and regulations of ERISA. It is
not an overall solution applicable to
seemingly similar individual problems, since
slight changes in the facts might require
completely different advice. Neither is this
booklet intended to provide legal advice and
the reader is cautioned not to attempt to solve
individual problems on the basis of the
information presented here. The reader is
urged to consult attorneys to resolve any

individual problems.

YOUR DUTIES AND
RESPONSIBILITIES

Because ERISA imposes various duties,
responsibilities and liabilities on fiduciaries of
employee benefit plans, two questions first need
to be answered: (1) What types of employee
benefit plans are governed by ERISA? and (2)
Who is a fiduciary of such plans?

What types of employee benefit plans are
governed by ERISA?

ERISA was enacted in response to a perceived
abuse — namely, that companies and others
who sponsored employee benefit plans for
the nation’s workers were not keeping their
promises to provide retirement benefits to
their employees. Accordingly, Congress
defined the term “employee benefit plan”
broadly in order to subject as many plans as
possible to ERISA’s provisions.

In general, the laws and regulations of ERISA
apply to any plan, fund or program that has
been established or maintained by an
employer, a group of employers, or an
employee organization for the purpose of
providing benefits to participants and
beneficiaries of the plan. In particular, ERISA
applies to any fund, plan or program that
provides retirement income to employees,
results in a deferral of income until the
employee’s termination of employment or
beyond, or provides medical or life insurance
or similar benefits.> A plan need not be funded
or be in writing to bring it within the scope of
ERISA. Courts have interpreted informal
compensation arrangements as constituting
employee benefit plans subject to ERISA. For
example, an employer’s programs to provide
sick pay, vacation pay or severance pay have
all been held to be ERISA-covered plans.?



Who is a plan fiduciary and how does one
become a fiduciary?

As stated above, Congress desired to protect
the participants and beneficiaries of employee
benefit plans. Accordingly, Congress sought
to impose fiduciary duties on those people
responsible for managing the plans and

investing plan assets.

As a general rule, you are a fiduciary of an
employee benefit plan if any one of the

following applies to you:

(a) You (or the position that you hold) are
specifically identified in the written

documents of a plan as a named fiduciary; or
(b) You manage the plans or its assets; or

(c) You have discretionary responsibility

for the plan’s administration.*

Whether a particular person or entity is a
plan fiduciary under ERISA is a question

frequently litigated in lawsuits.

For example, a court held that a trustee of a
plan, solely by virtue of his position, was a
fiduciary, even if he had abdicated much of
his authority and responsibilities.®

In another case, a different court found that
an individual was a fiduciary of an employee
benefit plan since he exercised control over
and disposed of plan assets, even though it
was unclear whether he was actually

authorized to do so.

Typically, the fiduciaries of a plan are its
sponsoring employer (or employers), the plan
trustees, the plan administrator, all members
of the plan administrative committee (if any),
the investment manager (if any), all members
of the investment committee (if any), and
anyone else who also has discretion or

control over the plan or the management or

investment of its assets.

For instance, in a recent decision, a parent
corporation was held to be a fiduciary based
upon the manner in which the parent financed
the subsidiary that sponsored a plan. The
parent corporation devised a payroll system
for the subsidiary by which employee
contributions, i.e., ERISA plan assets, were
not immediately segregated into a trust
account. Rather, the employee contributions
were used to operate the subsidiary and the
trust was funded with equivalent sums
received from the parent corporation. The
court held that the parent corporation
therefore exercised authority or control
respecting management or disposition of plan

assets and therefore was a fiduciary.’

Individual corporate officers can also be
considered fiduciaries even if the language of
the plan documents attempts to limit
fiduciary responsibility solely to the
corporation. This occurred in one case where
the plan documents specifically stated that all
duties of the corporation as fiduciary would
be carried out by its directors, officers, and
employees acting on behalf of the company
and not as individual fiduciaries.
Nevertheless, the court held the officers
personally liable as plan fiduciaries for
engaging in a prohibited transaction because
of the broad remedial purpose of ERISA,
which defines “fiduciary” in terms of an
individual’s functional role rather than his

actual title.?

On the other hand, the United States
Supreme Court decided that a health
maintenance organization (“HMO?”) and
the doctors who owned it were not
fiduciaries with respect to their

determinations as to whether particular



patients were eligible for certain care or
whether certain treatments were covered
by the HMO.’

In another instance, a federal court held that
a benefits consulting firm was not a fiduciary,
nor acting as such, when its only role in the
transfer of assets from an acquired company’s
401(k) plan into that of the acquiring
company was to send out notices of the
impending transfer.”® (After a three-Judge
panel of the Fifth Circuit Court of Appeals
issued its decision in this matter, the Court
granted rehearing en banc. This matter could
be decided differently upon rehearing by the
full panel.)

In another notable decision, it was held that
the seller of a company was no longer a
fiduciary after the execution of the sale and
transfer of responsibility for plan assets to
the buyer, despite the argument that its
negotiation of the manner in which the plan
funds were transferred rendered it a

fiduciary after the sale."

With respect to a multiemployer plan
providing benefits to union members who
work for different employers, a different
federal law — the Taft-Hartley Act — requires
that the employers who fund the plan and the
union whose members it serves be equally
represented in the administration of the
plan.”? Nevertheless, individuals who are
considered fiduciaries of multiemployer plans
can extend beyond those who sit on this
balanced board of trustees.

For example, one court held that a high-
ranking union official was a fiduciary of a
multiemployer plan because the union
official exercised authority over the assets
of an employee benefit plan due to the
considerable influence that he wielded

over the local unions and the manner in

which such locals used their plan assets."

In another case, a court found that a
stockbroker was a fiduciary of an employee
benefits plan despite the absence of any grant
of authority to him. The broker exercised
discretionary control over the plan’s assets by
engaging in unauthorized activity in the
plan’s investment account. This behavior was

sufficient to establish his fiduciary status.

Parties have frequently litigated the issue of
when investment advisors may be considered
fiduciaries. In one case, an investment advisor
had authority to negotiate the terms of
certain guaranteed investment contracts in
which the plan intended to invest, held itself
out as having special expertise with regard to
that particular investment and was relied
upon by the plan representatives to secure the
best deal for the plan. The advisor was not a
fiduciary, however, because the employer had
the ability to reject the advisor’s investment
proposals and the advisor had no power
whatsoever to consummate any particular

transaction on behalf of the plan.

In another case, an employee of an
investment manager who had no actual
control or discretionary authority in
connection with a plan encouraged another
employee of the investment manager, who
did have such authority (and who was
therefore a fiduciary), to invest pension funds
in allegedly worthless investments. The
second did invest and subsequently lost a
great deal of money. The first employee was
not a fiduciary, however, despite having
“actively encouraged” a fiduciary to invest in

the allegedly worthless investments.

However, a party may not be a fiduciary
where it acts as a volunteer or Good



Samaritan. In one such case, a third party
administrator informed the employer that it
would discontinue  providing its
administrative services if the employer did
not remedy alleged underfunding of the
company’s 401(k) plan. The third party
administrator was subsequently sued, along
with the employer, for damages relating to
the alleged underfunding. The court noted
that the third party administrator exercised
no actual control or discretionary authority
over the plan and therefore it could not be
deemed a fiduciary under ERISA, even
though it had acted on behalf of the plan
participants in warning the employer about
the underfunding."”

HOW MUST A FIDUCIARY ACT?

As a fiduciary of an employee benefit plan,
you must operate the plan in accordance with
ERISA’s various provisions as well as
regulations promulgated by the Internal
Revenue Service and the United States
Department of Labor (the “Department”).
These laws and regulations are designed to
protect the interests of the participants and
beneficiaries of the plan. Obviously, you can
only become knowledgeable about the statute
and the government’s regulations by reading
them, having them available for reference, or
having regular access to a knowledgeable
attorney or other specialist. The key fiduciary

standards can be summarized as follows:

(1) You must be careful that all activities
performed and transactions executed on
behalf of the plan are made for the
exclusive purpose of providing benefits to
plan participants, defraying the reasonable
expenses of administering the plan, and

avoiding unnecessary costs.

(2) You are required to exercise the same
care, skill, and diligence that a prudent
person familiar with the administration of
employee benefit plans would exercise in

managing similar affairs.

(3) You must make sure that the plan
investments do not expose the plan to the
risk of large losses. Usually this will require

that the investments be well diversified.

(4) Finally, you must act in a manner that
is consistent with the legal documents of
the plan. If, however, you find that the legal
documents of your plan are inconsistent
with ERISA, you must follow the course of
conduct set forth in the statute.

Unless you are careful, you may violate one
of the above standards and become
personally liable for the resulting losses. In
certain circumstances, you can also be held
liable for the breach of duty by one of your

co-fiduciaries.
Seven Deadly Sins

St. Paul Travelers Bond’s experience has
shown that the “Seven Deadly Sins” of a plan
fiduciary are as follows:

(1) Failing to disclose required information
or making misleading representations to

participants or beneficiaries;

(2) Failing to meet statutory funding
requirements applicable to an employee

pension plan;

(3) Failing to monitor the work done for

the plan by service providers;

(4) Failing to recognize a conflict of interest

when making a decision concerning the plan;

(5) Making imprudent investment decisions;



(6) Engaging in prohibited transactions; and

(7) Failing to meet regulatory and filing

requirements.

The majority of these claims are brought by
current or former participants (or their
beneficiaries). If a claim affects the rights of
more than one participant or beneficiary of a
plan, it may often proceed as a class action
whereby all similarly situated participants or
beneficiaries assert the claim. Other
fiduciaries and the Secretary of Labor may
also commence litigation alleging a breach of
fiduciary duty.” One case has held that the
plaintiff in any such action can still prevail
even if the breach of fiduciary duty resulted in
no actual loss to the plan.”

These fiduciary standards are discussed in

more detail below.
Exclusive benefit rule

As a fiduciary of an employee benefit plan,
you have a duty of undivided loyalty to the
plan, its participants and their beneficiaries.
In enacting this “exclusive benefit rule,”
Congress attempted to address its concern
about the misuse and mismanagement of
plan assets.”” This rule is often applied to
situations where a fiduciary’s decision
regarding a plan’s assets is perceived as
having been tainted by his/her loyalty to the
corporate sponsor or to an individual in the

corporation.

In a recent decision, a corporation that was
also the fiduciary of the company pension
plan used plan assets as collateral for a loan
to help finance a takeover by the company.
The court found that the management’s use
of plan funds in this manner was for a
purpose which did not benefit the plan and
thus violated the exclusive benefit rule.”

In another case, a court found that the
trustees of an employee stock ownership plan
(ESOP) violated the exclusive benefit rule
when they decided not to vote the majority of
the ESOP shares in order to retain the current
management slate of the company. The
trustees did not undertake any intensive or
independent investigation of their options to
ensure that they acted in the best interest of
the plan beneficiaries.”

Another court held, however, that where
there was no fight over control of the
employer, the incumbent directors’ mere act
of voting an ESOP’s stock in their favor, to
perpetuate their own incumbency, did not
constitute a breach of their duties as

fiduciaries.”

Under the exclusive benefit rule, you must act
in a manner that benefits only the
participants and beneficiaries of an employee
benefit plan, defrays the reasonable expenses
of administering the plan and avoids

unnecessary costs.

Recently, a court found that an insurance
company, acting as a plan’s consultant and
claims administrator, violated the exclusive
benefit rule. The insurance company’s
president convinced the plan trustees to
purchase whole life and universal life
insurance for each plan participant. The
trustees were unaware that this resulted in
higher commissions paid to the president
than the purchase of group life insurance,
which was required by the plan documents.
The president was required, among other
things, to refund all the excess commissions,
which were deemed to be an unreasonable

expense in administering the plan.*

A party such as a third party plan
administrator, however, may be able to



protect itself from incurring liability as a
fiduciary by inserting language into its
agreement with the plan that it has no
authority to act as a fiduciary, provided that

it did not act contrary to that provision.”

In another recent case, trustees of a
multiemployer pension plan accepted below
market consideration for a loan that the plan
had made to a corporation closely tied to the
union. Some of the plan trustees were in fact
members of the corporation and union
hierarchies. The court found that the trustees
engaged in self-dealing and violated the
exclusive benefit rule. They had engaged in
both sides of the loan transaction and failed
to sue on the note because they did not want
to sue the corporation, which was an alter

ego of the union.*

Moreover, under this rule, the participants
and beneficiaries must be benefited in the
manner intended under the employee
benefit plan. One court held that the
beneficiaries of a multiemployer pension
plan stated a valid claim that the plan’s
trustees violated the exclusive benefit rule
when they failed to collect monies owed to
the fund by a multiemployer group. The
trustees did this in order to protect the
financial viability of the employers and to
increase the likelihood of collective
bargaining peace. The court found that the
trustees were acting for the employers’
benefit, to the detriment of the fund.”

In another decision concerning the
exclusive benefit rule, the court held that a
fiduciary violated ERISA when it refused
for two years to provide a long-term
disability benefits application to an
employee who left her employment because
she suffered from carpal tunnel syndrome
and repeatedly advised the employee

verbally that she did not qualify for such

benefits.?®

If persons other than participants and
beneficiaries benefited by your actions as plan
fiduciaries, such benefits must be merely
incidental to the greater benefits that such
participants and beneficiaries receive. For
example, when you choose an investment
advisor for the plan, the investment advisor
will benefit because of the potential
commissions or fees that he will earn.
However, you must be careful to consider a
number of investment advisors and to select a
well-qualified, competent investment advisor
who will make prudent investments for the

plan, its participants and beneficiaries.

“Self-dealing” transactions and other
conflicts of interest

The exclusive benefit rule is most often
breached when a plan fiduciary engages in
“self-dealing” transactions or other conflicts
of interest. Obviously, you cannot act with
undivided loyalty to the plan if you are
engaged in a transaction that benefits you
personally. For example, you cannot deal
with the plan assets for your own benefit or

account, or act on both sides of a transaction.

One court found that an investment advisory
firm had violated the exclusive benefit rule
when it invested significant portions of a
plan’s assets in companies in which the
principals of the investment advisory firm

had substantial equity interests.”

In another case, a high-ranking official
negotiated for dental coverage as part of the
collective bargaining agreement and then
persuaded the local unions to use the
services of a particular group of dentists.

Previously, the official had set up a



corporation for the purpose of soliciting
business for that dental group on a
commission basis. The court thus held that
the official violated his fiduciary duties.*

A union pension fund’s claim against the
plan fiduciaries was upheld because an
investment firm and the trustee of the fund,
as co-fiduciaries, failed to disclose that the
fund’s financial consultant, an employee of
the investment firm, was also the stepson of

the trustee.’

A fiduciary must not accept “kickbacks.”
Even receipt of an otherwise legitimate
finder’s fee or commission from a party that
deals with the plan may constitute a
prohibited self-dealing transaction. In one
case, an investment management firm entered
into agreements with various companies to
raise capital in exchange for fees or
commissions. The investment firm then
immediately invested plan assets in these
companies, which assets were (as a general
rule) the only source of capital for such firms.
As the investment firm also received a
management fee from the plan for managing
the plan assets, the court held that the firm
had breached its fiduciary duties.*

Absent any evidence that the amount of
compensation paid to an investment advisor
was unreasonable, a plan that agreed to
compensate the advisor on a contingent basis
according to the performance of certain
investments did not violate ERISA.*

Given the business environment of today,
Congress recognized a need to create certain
exceptions to the fiduciary rules set forth in
ERISA. Accordingly, it is not “self-dealing”
for you to be both an employee or officer of
the sponsoring company and a plan
fiduciary.* Moreover, the plan is allowed to

compensate you for the services you render
as a fiduciary, but only if you are not a full-
time employee who otherwise receives a

salary from the company.*

For example, the chairman of the board of
trustees of an employee benefit plan could
not retain the $200 monthly stipend that he
had been receiving from the plan, since he
was also a full-time employee of the
sponsoring employer and received wages

from the employer.*

In determining whether a fiduciary receives
full-time pay from a company, the focus is not
on the hours devoted to the job, but on the
amount of payment received. The aim is to
prevent double payment.

Regardless of whether you are an employee
of the company, the plan may reimburse you
for the reasonable and necessary expenses
that you properly incur as a plan fiduciary
without such reimbursement constituting
“self-dealing.” But such expenses must be

properly documented.”

For example, the former trustee of a pension
plan was entitled to reimbursement of his
costs, including reasonable attorneys’ fees,
arising from his providing information and
testifying in litigation concerning certain
loans made by the plan. He had previously
been paid several times upon submission of
detailed expense statements and the plan was
required to pay him the remaining balance of

the expenses he had incurred.®

It is worth noting that you may be both a
plan fiduciary and a plan participant. In such
a case, you are permitted to receive any plan
distributions to which you are entitled, but
only so long as such distributions are

computed and paid on the same basis as for



all the other participants and beneficiaries in
the plan. The trustees of one plan violated
this requirement because they were
automatically credited with 40 hours per
week whereas individual participants were
only credited with the actual number of hours
they worked.”

One of the greatest sources of liability for
plan fiduciaries involves conflicts of interest.
The potential for personal liability is
especially large if you are both a plan
fiduciary and an executive or owner of the
sponsoring company. In such cases, your
loyalty to and financial interest in the
sponsoring company may be perceived as
influencing your decisions on behalf of the
plan. Any decisions that you may make are
potentially subject to criticism as being
primarily for the benefit of persons or entities
other than the plan or its participants and
beneficiaries, especially if your decision
(however reasonable when made) results in a
loss of plan assets. If, for example, you are
the fiduciary of a plan during a hostile
takeover battle, the inherent conflicts of
interest that you will face as an executive and
plan fiduciary will be difficult to reconcile,
especially if you are responsible as plan

fiduciary to vote the shares of employer stock

held by the plan.

In one ruling, a court held that the trustees of
an employee benefit plan (who were also
officers of the “target” corporation in a
hostile takeover) violated their duty of
impartiality to all plan beneficiaries by (1)
announcing a commitment to defeat the
tender offer; (2) giving only casual attention
to the plan during the takeover battle; (3)
relying on the advice of their in-house
counsel, who was intimately involved in the

takeover battle, rather than on the guidance

of an independent counsel; (4) failing to
consider the possible effects that the takeover
would have on the plan; and (5) rejecting the
tender offer without having a sufficient

financial or other justification.®

Another potential conflict of interest occurs
when you are a shareholder of a family-
owned corporation as well as a trustee of the
corporation’s retirement plan, and you use
the assets of the corporation’s retirement plan
to advance the family’s interest in retaining

control of the company.

In some cases, plan fiduciaries have been
found to have breached their fiduciary duty
although their decision regarding plan assets
resulted in a profit to the plan. As an
example, the fiduciaries of an employee
benefit plan were held to have breached their
fiduciary duties because they placed the plan
assets at risk, at least in part, for their own
personal gain (to aid in their own program of
acquisitions), notwithstanding that the
investment resulted in an extraordinary

return of over 70 percent.*

On the other hand, an employer that
encountered serious financial difficulty and,
to keep the company afloat, applied money
obtained from employee paycheck
deductions, which should have been utilized
to pay health insurance premiums, toward
operating expenses did not breach its
fiduciary duties. The court based its holding
on the facts that all insurance premiums were
subsequently paid in full by the employer, all
employee health coverage was reinstated
retroactively and there was no evidence that
the employer acted with fraudulent intent,

bad purpose or evil motive.”

In the above circumstances, challenges to
your fiduciary conduct are extremely likely.



When faced with such situations, you should
consult legal counsel and you may be
required to appoint a truly independent
fiduciary to make such decisions.

Prohibited transactions

ERISA sets forth certain prohibited
transactions between the plan and a “party-

743 If you engage in such

in-interest.
transactions, or permit the plan to engage in
such transactions, you could be held
personally liable. A “party-in-interest”
includes anyone who is a fiduciary or who
qualifies as one of the following: (1) persons
who provide services to the plan; (2) an
employer whose employees are covered by
the plan; (3) a union whose members are
covered by the plan; and (4) certain direct
and indirect owners, officers or partners of
the above.* Unless the transaction is
otherwise exempt under Section 408 of
ERISA, you must not allow the sale,
exchange or lease of any property between an

employee benefit plan and a party-in-interest.

For example, one court held that the lease of
property storage space between a partnership
comprised of two of the trustees and an
employee benefit plan was a prohibited
transaction. The lease was merely an attempt
by the trustees to transfer plan assets to their

failing businesses.*

Moreover, as a general rule, you must not
allow the lending of money or other
extension of credit between the plan and a
party-in-interest. There is, however, an
important exemption to this prohibition.
Under this exemption, a plan may loan plan
assets to its participants, but only if the loan
complies with certain very narrow
requirements pertaining to the amount of the
loan, the interest rate to be charged and the

security retained by the plan.”” Such loans to
participants are prohibited when the plan
documents do not permit them; ERISA
allows for loans to participants, but only if

loan provisions are set forth in the plan.*

Generally, ERISA bars an employer from
contributing more than 10 percent of its total
defined benefit assets in its own company’s
securities and/or real property.” Exemptions
may sometimes be found, however. For
example, however, in response to the severe
underfunding of a company’s pension plan,
the Department of Labor in 1995 granted the
company a  “prohibited transaction
exemption.” The exemption allowed the
company to contribute more than $6 billion
of its Class E stock to its pension plan. The
contributed stock constituted approximately
21 percent of the plan’s total assets. The
Department concluded that the stock
contribution was consistent with ERISA’
fiduciary requirements to act in the best
interest of the participants and beneficiaries
because it significantly reduced the plan’s
unfunded liabilities, had several protections
built in (such as strict transfer rights), and
because the reduction of underfunding would
help avoid any further reduction in the
company’s credit rating, which would have
been detrimental to plan participants and

beneficiaries.”
Prudent person standard

As a plan fiduciary, you must always act with
the same care, skill, prudence and diligence
that a prudent businessperson familiar with
such matters would exercise in managing
similar affairs.’! This rule, commonly referred

b

to as the “prudent person rule,” means that
your actions will be compared against those of
a hypothetical prudent person. For example, if

you are responsible for investing the assets of



the plan, you must exercise the same care,
skill, prudence and diligence that a prudent
businessperson would exercise in making a
plan investment. Investment decisions are
often the basis for suits alleging violation of

the prudent person standard.

For example, a court found that trustees of a
pension fund acted imprudently in respect to
a real estate purchase when they (1) failed to
obtain any valuation or appraisal, (2) failed
to participate in any negotiations of the
purchase price (which turned out to be
grossly inflated) and (3) failed to ascertain
that the seller of the building had received a
loan from the pension plan for the purchase
of the same building ten months earlier.”

On the other hand, a loss to plan assets
based upon an imprudent investment does
not always result in liability. In a recent
decision, a court held that because a plan
had a $683 million surplus, the loss of a $20
million investment caused by the
bankruptcy of a hedge fund company did
not allow the plan participants to sue the
fiduciaries under ERISA.*

In a recent case, former trustees of a union
retirement plan adopted an automatic cost of
living adjustment that increased the plan’s
payouts so greatly that the plan would soon
terminate for failure to meet minimum
statutory funding requirements. The trustees
had relied on the recommendation of the
plan’s actuary. The court found that the
trustees breached the prudent person rule by
not properly assuring themselves that the
actuary was competent and that the actuary
had based his recommendations upon

accurate and current information.™

If you are responsible for selecting other plan

consultants, trustees, advisors or fiduciaries,

you will be held to the same standard of
prudence in making that selection. For
instance, you must avoid selecting friends,
acquaintances or colleagues solely on the

basis of their relationship to you.

For example, a trustee violated this prudent
person rule although he had known the
investment manager for approximately three
years and had questioned him as to his firm’s
investment philosophy. The trustee failed to
consider various factors that a prudent
selection of an investment manager requires,
such as (1) evaluating a person’s qualifications
(experience, education, registration, business
reputation, client references); (2) ascertaining
the reasonableness of fees; (3) reviewing
documents reflecting the relationship to be
entered into; and (4) ensuring that adequate,
periodic accounting would be forthcoming in
the future.” Moreover, you must not select an
investment advisor merely because he or she
can give back related or unrelated work, or
can steer business opportunities back to you

or the sponsoring company.

A fiduciary must adhere to the prudent
person standard not only in selecting plan
consultants, but also in assisting those
consultants and providing all relevant
available information. In a recent decision,
fiduciaries that retained an independent
appraiser to determine the fair market value
of certain securities that an employee stock
option plan proposed to purchase violated
the prudent person standard because they
failed to provide the appraiser with all
information relevant to his appraisal. Rather
than requesting the appraiser to determine
the value of the holding company shares that
the plan proposed to purchase, the fiduciaries
requested a determination of the value of the

holding company’s subsidiary (which was the
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holding company’s principal asset). Without
the appraiser’s assistance, the fiduciaries then
utilized the figure provided by the appraiser
to assign a value to the shares of the holding
company. The court held that this was an
inappropriate method to determine the price
that the plan should pay for the shares.*

If a fiduciary exercises all due care in selecting
an outside professional, it may be able to
insulate itself from liability even where the
professional engages in criminal activity. In
one case, an investment manager hired an
“introducing broker” (a broker who acts as
an intermediary between the plan and the
“executing broker” who executes trades on
the plan’s behalf) who was found to have
paid kickbacks to one of the plan’s trustees.
Noting that the kickbacks did not diminish
the return on the plan’s investments, the court
held that the trustees had no remedy against
the investment manager for breach of its
fiduciary duties. The court found that the
investment manager could have “hired a
choir of heavenly angels” as its introducing
brokers and the plan would not have received

a better deal from its executing broker.’”
Diversification

As a plan fiduciary, you must make sure that
the plan investments minimize the risk of
large losses. Normally this will mean that the
investments are properly diversified. In other
words, you should not invest all (or
substantially all) of the plan assets in
relatively few securities or other investments,
unless the assets underlying those investments
themselves are adequately diversified.
Moreover, you should not invest all (or
substantially all) of the plan assets in a type of
investment that would unreasonably increase
the risk of a large loss to the plan, such as the

securities of one particular industry, or the

securities of industries or real property

located in one geographical region.

For example, in one case, a court held that
investing 85 percent of the plan assets in real
estate mortgages in a single geographical

location violated the diversification rule.*®

In another ruling, a court held that investing
70 percent of plan assets in 30-year U.S.
treasury bonds violated the diversification
rule because the trustee did not adequately
investigate the fund’s cash flow requirements

and subjected it to potentially large losses.”

Similarly, an investment advisor violated the
diversification rule by investing 30 percent of
a plan’s assets in “inverse floaters,” an
investment whose return is inversely related
to prevailing market rates on residential real
estate mortgages, in a fund whose plan

dictated only “conservative” investments.®

But a plan fiduciary cannot always escape
liability by diversifying the plan’s assets.
Section 404(a)(1)(C) of ERISA makes this
clear when it states that a fiduciary must
diversify the investments so as to minimize
the risk of large losses, “unless under the
circumstances it is clearly prudent not to do
so.” Consider the following examples where
courts determined that non-diversification

was prudent.

In one situation, a court found that it was not
imprudent for the successor trustees to refrain
from diversifying the investments of an
employee benefit plan. The original trustees
of a trade union’s plan had loaned over 95
percent of the plan’s assets to a corporation
that had been formed to construct the
headquarters of the union, which the court
found to have constituted a violation of those

trustees’ fiduciary duties. The court, however,



found that the plan would have suffered
greater losses had the successor trustees
divested the plan of the loan as opposed to
persuading the corporation to make such

payments as were possible.®!

Similarly, investment of nearly 80 percent of
plan assets in residential real estate mortgages,
most secured by properties in a single county,
was likewise found to be prudent. The trustee
did not breach his fiduciary duty because the
court found that the loan-to-value ratios were
low, the loans were five-year balloon
mortgages, the payment histories of the
borrowers were good, the trustee had
knowledge of the local market, and the return
on the investments was substantial. This
provided convincing evidence to the court that
the plan did not face the risk of large losses

due to non-diversification.*

A fiduciary must conduct its own
independent investigation; simply
establishing that numerous other investors
have invested in a particular instrument or
with a particular investment advisor may not,
by itself, demonstrate that it acted prudently.
One court held that the “mere” fact that 90
other “sophisticated” investors chose to
invest with a particular advisor, without
more, was unpersuasive in support of the
employer’s argument that it acted as a

prudent fiduciary.*

A fiduciary’s duty to diversify plan
investments is not measured by hard and fast
rules or formulas. Congress has stated that
the degree of investment concentration that
would violate the diversification requirement
cannot be stated as a certain specific
percentage, because a prudent fiduciary must
consider the facts and circumstances of each
case. The factors to be considered include:
(1) the purposes of the plan; (2) the amount

of the plan assets; (3) financial and industrial
conditions; (4) the type of investment,
whether mortgages, bonds, or shares of stock
or otherwise; (5) distribution as to
geographical location; (6) distributions as to

industries; and (7) the dates of maturity.*

For example, a recent decision held that the
placement of over $1 billion in plan assets
into 90-day treasury bills, to facilitate the
transfer of those assets pursuant to the sale of
the employer, did not violate the

diversification requirement.®

These examples illustrate the critical focus to
be whether the plan’s investments will
provide the financial resources necessary to
carry out the plan’s purposes without
subjecting it to a potentially large loss. The
latter danger typically occurs when those
investments are highly concentrated in very
few securities or properties. However, there
are exceptions to this general rule. Do not
simply rely upon the advice of the plan’s
investment advisor. You have a duty to
investigate the basis for his opinions to make
sure the plan’s goals are furthered by the

investment strategy employed.
Monitoring of outside professionals

Fiduciaries who do not have sufficient
experience and familiarity with a particular
matter must undertake a careful and
impartial investigation in order to meet
ERISA’s  prudence requirements. In
conducting that investigation, fiduciaries may
retain independent, outside experts when
appropriate. However, the fiduciaries will be
found liable if they do not properly monitor
the expert’s work.

In a recent case, trustees of a plan accepted

the plan actuary’s recommendations to



change the formula for the plan’s cost of
living adjustment without investigating the
actuarial assumptions he made, resulting in a
significant loss to the plan. The court found
the trustees liable for failing to properly

monitor the actuary’s work.*

Another case reaffirmed the principle that
even when a fiduciary properly delegates
some of his duties to another party, he retains
an obligation to monitor and oversee the
activities of his delegate. In that case, the
plaintiff properly stated a claim for breach of
fiduciary duty for the failure of the health
plan trustees to actively monitor the activities
of an insurance claims agent, who later
became the plan administrator, regarding
timely payment of insurance premiums and

using plan funds for his own benefit.”

This concept is consistent with Section 405 of
ERISA, which provides that a fiduciary can
be held liable for the acts or omissions of his
delegate if he has knowledge of a breach of
fiduciary duty by the latter. A fiduciary must
always be prepared to reassume a delegated
fiduciary duty when it becomes apparent that
the party responsible for performing the duty
has breached its obligation. In another case, a
court held that the trustees of an employee
stock ownership plan violated their duties to
the plan when they rarely or never met with
the appraiser that they had retained to
establish the value of certain securities that
the plan proposed to purchase and had no
idea how the plan established the price that it

ultimately paid for the shares.®

You must also exercise care when delegating
the authority to vote proxies for shares
owned by the plan. In 1994, the Department
issued an interpretive bulletin® setting forth
its position on the duties of employee benefit

plan trustees in this respect. The

responsibility for voting proxies lies
exclusively with the plan trustees except (1)
where the trustee is subject to the direction of
a named fiduciary, or (2) where a named
fiduciary delegates the power to manage,
acquire or dispose of the assets to one or

more investment managers.

A breach of fiduciary duty would therefore
result where an investment manager is
assigned the authority to vote proxies of the
plan-owned stock, but the named fiduciary
or other third party tells him how to vote
the proxies. If an investment management
agreement indicates that the investment
manager is not required to, but is not
precluded from, voting proxies, the
investment manager has the exclusive
fiduciary responsibility for voting the
proxies. The fiduciary who appoints an
investment manager has a duty to
periodically monitor his activities in
managing plan assets, including decisions

on proxy voting.

The Department’s Bulletin also reiterated
that fiduciaries must act prudently and not
subordinate the interests of participants
and beneficiaries to unrelated interests.
Prudence requires a fiduciary to consider
factors affecting the value of the plan’s
investment in proxy voting. In terms of
proxy voting of shares of foreign
corporations, the Department recognized
that the cost of voting foreign shares could
exceed any expected benefit, due to
regulations and corporate practices in
foreign countries. Thus, ERISA requires
the plan fiduciary to weigh the costs and
benefits of voting foreign securities and to
decide whether voting is prudent and in
the interests of the plan participants and

beneficiaries.



Directed trustees

The recent ERISA litigation over decline in
the value of employer stock offered as an
investment option in defined contribution
plans has called into question the role of the
“directed trustee.” While directed trustees
have argued that ERISA allows them to
follow the direction of the plan benefits
committee, so long as such direction is not
contrary to ERISA (see Section 403(a)(1)),
and without independent evaluation of the
legality and appropriateness of those
directions, the Enron litigation brought this
presumption into question. The district court
in Enron held, in considering the directed
trustee’s imposition of a blackout period and
in the context of a motion to dismiss, that a
directed trustee is an ERISA fiduciary and has
a duty to supervise and investigate the
directions it receives from the plan’s named
fiduciary when the directed trustee “has some
reason to know” that the directions may
conflict with ERISA or the terms of the plan.”
The court found that a directed trustee has a
duty to stay informed as to the financial
condition of the employer company in order
to determine whether employer stock is a

prudent investment.”

Similarly, in the WorldCom, Inc. ERISA
litigation, the district court found in rulings
on motions to dismiss that Merrill Lynch, a
directed trustee, may be liable as an ERISA
fiduciary to the extent that it is alleged to
have followed instructions to invest
employee funds in WorldCom stock when a
prudent trustee would know that
WorldCom’s decision to continue to offer
its own stock to its employees as an

investment option was imprudent.’

While these decisions leave open the

question as to how far the directed trustee’s
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obligations may extend, and while these
issues have yet to fully and finally be
resolved at the appellate level, directed
trustees should expect an increased
incidence of claims, and should seek advice

from legal counsel where appropriate.”
Communications to plan participants

Recent case law has evolved to impose on a
plan administrator a fiduciary duty not to
materially mislead plan participants regarding
the availability of future plan benefits. ERISA
is violated in these cases when employers
breach their fiduciary duty to act “solely in
the interests of the participants and
beneficiaries.”” (See also discussion herein in
Section entitled, “Defined Contribution Plans
and Company Stock” with regard to duties to

disclose information.)

The U.S. Supreme Court has held that an
employer breached its fiduciary duty to
participants in a self-funded welfare benefit
plan by knowingly and intentionally
encouraging the participants to transfer their
employment (and health coverage) to a newly
formed subsidiary that the employer knew
lacked the assets to fund the plan. The
subsidiary ended up in receivership and the
employees lost their benefits. The Court
found that the affirmative act of making
intentional representations at a meeting
concerning the future of plan benefits
constituted exercising discretionary authority
respecting a plan’s management or
administration, and the employer was
therefore deemed to have acted in a fiduciary
capacity under ERISA.”

The issue of when a fiduciary is required to
disclose benefit change information has been
heavily litigated in recent years. In one
decision, the court held that because the



employer allegedly assured plan beneficiaries
that it had ruled out plan changes for the
immediate future, when in fact it had not, it
had breached its duty of loyalty. The
misrepresentations by the employer induced
employees to retire before enhanced benefits
were offered.”® At least one court announced
that even where a fiduciary is giving “serious
consideration” to benefit changes, it is under
no obligation to advise participants of such
consideration, unless a participant inquires
about possible changes, or to provide updated
information to participants, unless the
fiduciaries previously volunteered to do so.”
Another court held similarly that a fiduciary
may not actively mislead employees about
whether changes are being seriously
considered, but absent such misrepresentation,
a fiduciary may not be held liable for failing to
disclose that changes to the plan are under
“serious consideration.””  The factors for
determining when plan changes may be
considered to have been under “serious
consideration” include (1) whether there has
been a specific proposal, (2) whether
implementation of the proposal has been
discussed and (3) whether the proposal has
been considered by the relevant managers.”

Another court ruled that serious consideration
of a change in plan benefits does not exist
until (1) a specific proposal (2) is being
discussed for purposes of implementation (3)
by senior management with the authority to
implement the change. The court found that
until these three factors are present,
misrepresentations regarding whether there
was serious consideration of a change in plan
benefits cannot be material and thus cannot

constitute a breach of fiduciary duty.*

The duty to communicate truthfully to plan

participants also applies to a trustee’s

resignation. In one situation, a trustee of the
employer’s pension plan resigned and
appointed the plan administrator as successor
trustee, turning over the plan’s assets to him.
The successor trustee promptly converted
these assets to his own use and dissipated
them. In a suit filed by a plan participant, the
court held that the trustee violated his
fiduciary duties under ERISA by:

(1) Transferring the plan funds to the
successor knowing that the employer was
failing financially, had not made plan
contributions in two years and that the
successor was neglecting his duties as plan

administrator;

(2) Resigning without notifying the plan
beneficiaries that the employer was

delinquent in its contributions; and

(3) Failing to notify beneficiaries he had
resigned and had transferred the plan
assets.”'

In a related vein, employers have grappled
with the problem of defining when
communications by them  constitute
investment advice triggering fiduciary
responsibility and potential liability as plan
sponsors to the plan participants. In particular,
the proliferation of participant-directed
individual account pension plans, or 401(k)
plans, whereby employees are directing the
investment of their plan assets, have raised
fears among employers that assisting
employees in investment education could
constitute “investment advice” under ERISA

and give rise to further fiduciary liability.

To assist plan sponsors and providers, the
Department issued a bulletin to give guidance
on these new concerns. The Department

suggested that one would be giving



investment  advice if it  made
recommendations on the advisability of
investing, purchasing, or selling securities or

other property.

Information not considered to be “investment

advice” by the Department includes:

(1) Information relating to the benefits of
plan participation, the benefits of increasing
plan contributions, and terms and

operation of the plan.

2) Information regarding general
investment concepts such as diversification,
tax deferral, and the relationship between

risk and return.

(3) Information on the investment
alternatives under the plan, including

descriptions of investment objectives.

(4) Interactive materials such as software
and worksheets that provide a plan
participant with information to estimate
future retirement income needs and assess
the impact of different asset allocations on

retirement income.*

Participants have some duty to exercise
care and diligence in understanding their
benefits. One court has held that a
fiduciary did not breach its duties by failing
to disclose the length of time permitted
after a participant’s termination to convert
his group life insurance policy into an
individual policy. The participant sold his
rights under the group life insurance policy
to a viatical settlement company. The
settlement company failed to timely
convert the policy and therefore was barred
from obtaining the proceeds when the
participant died. The settlement company
alleged that the fiduciaries breached their
duties by failing to provide adequate

information as to the time allowed for
conversion. The court rejected this claim,
holding that the settlement company had
received adequate information from the
fiduciary, such that if the settlement
company had exercised reasonable care
and diligence, it would have known about

the conversion deadline.®

The duty to properly disclose information to
plan participants also extends to information
about a participant’s qualification, or
disqualification, for plan benefits. For
example, in a recent case, an employer
breached its fiduciary duty to a participant by
failing to disclose to him information about
what would happen to his pension eligibility
if he remained on long term disability for
more than two years. After the participant
had been receiving disability payments for
two years, the employer terminated his
employment. The effect of the termination
was that the participant narrowly failed to
reach a level of “continuous service” that
would have entitled him to a larger pension.
Nearly eight years after the employee became
disabled, he qualified to begin receiving his
pension. At that time, the employer advised
him, for the first time, that he had been
terminated six years earlier. Because he had
not reached fifteen years of continuous
service, as he thought he did, he qualified for
a lesser pension than he would have
otherwise. Because the employer failed to
disclose this possible consequence to the
employee at the time he stopped working and
began receiving disability payments, the court
held that the employer breached its duty to

communicate to the employee.*
Adherence to the plan documents

Finally, as a plan fiduciary, you must act in a

manner that is consistent with the legal



documents of the plan. Note, however, that if
the legal documents of an employee benefit
plan are inconsistent with ERISA in any way,
the law’s provisions control and must be
followed. Where the trustees of a union
pension fund raised benefit levels consistent
with the plan’s governing documents, they
were still liable for breach of fiduciary duty
because those benefit levels were not
permitted under ERISA.*

FIDUCIARY LIABILITY FOR
DIFFERENT INVESTMENT
VEHICLES

Generally, ERISA holds fiduciaries who
commit breaches of duty liable for resulting
losses. Section 404(c) of ERISA provides a
statutory exception to fiduciary liability for
participant-directed investments. If a plan
and the plan transaction in question satisfy
§404(c) and the applicable regulations,
fiduciaries are not liable for any loss or
breach which results from a participant’s
exercise of control over the assets in his or her
individual account. In recent litigation,
plaintiffs have argued that the ERISA §404(c)
defense does not apply when participants do
not have sufficient information to exercise

control over their investments.*

In another case, an employer invested plan
assets in guaranteed investment contracts
(GICs) issued by an insurer. A GIC is an
agreement with an insurance company by
which the purchaser of the GIC is entitled to
the repayment of the purchase price plus a
stated amount of interest at the maturity date
specified in the GIC. A GIC is not a
marketable commodity and cannot be

redeemed prior to maturity except in limited

circumstances or at substantial penalty as
specified in the GIC. The GIC is guaranteed
only by the insurance company.

In this particular case, the insurance company
collapsed, resulting in pension plan losses to
employees who had maintained individual
pension accounts through the employer. The
employees sued. The employer’s position at
trial was that even if it failed to satisfy ERISA’s
duties of prudence and diversification in the
first instance by purchasing the GICs for the
plan, the losses allegedly sustained in the case
resulted from the control each plaintiff
exercised in contributing his or her assets in
GIC-dominated funds.

Rejecting the employer’s Section 404(c)
defense, the court found that it was a
contested factual issue whether the plan
participants exercised control of their assets.
The court ruled that for the employer to
prevail under Section 404(c), the plans it
sponsored would have to provide
information sufficient for participants to

understand and assess:

(1) the control the plans permitted a
participant to exercise and the financial
consequences he or she assumed by
exercising that control;

(2) the rights that ERISA provided to
participants and the obligations that the
Act imposed upon fiduciaries;

(3) the plans’ terms and operating procedures;
(4) the alternative funds the plans offered;

(5) the investments in which each fund

placed its assets;

(6) the financial condition and performance
of the investments; and,



(7) developments which materially affected

the financial status of the investments.

The court found that the employer did not
satisfy this burden to show that this necessary
information was provided to plan
participants. It also determined that the
evidence showed the participants were
severely restricted in transferring out of the
GIC funds, further negating the employer’s
contention that the participants had

“control” over their assets.®”
Insurer insolvency

As previously discussed, liability can attach
when a fiduciary invests assets of the plan in
insurance company products where the
insurance company subsequently becomes
insolvent. In the ERISA setting, there has
been a fair amount of litigation alleging
breaches of fiduciary duties where plan
assets have been used to purchase GICs
issued by insurance companies and the
insurance companies go into liquidation. But
the overall standards for judging the
fiduciary’s behavior are no different with this
type of investment than any other.

For example, in one case, the court relied
upon the prudent person standard to
determine whether the trustees were liable for
the plan’s losses in such a situation. It noted
that this was an objective test based upon the
information available to the fiduciary at the
time the investment was made and it was
improper to assess liability based upon the

ultimate result.*®

However, a plan trustee will violate its
fiduciary  duties of prudence and
diversification when it invests too large a
portion of plan assets in an insurer’s GICs

and only a percentage of them are paid

when the insurance company goes into

receivership.”
Economically targeted investments

Economically targeted investments, or ETIs,
are qualified plan asset investments that are
made not only for the benefit of plan
participants and beneficiaries but also to
serve some broader economic interest, such
as low income housing or other concerns of
the local, regional, or national economies.
The Department has issued guidelines
encouraging pension fund managers to invest
in ETIs.”

However, investment in ETIs, which have
been described as a type of social investing,
does not relieve a plan trustee of its ERISA
fiduciary duties. One investing plan assets
must do so for the exclusive benefit of plan
participants. Therefore, a fiduciary’s primary
concerns should focus on return on
investment and adequate diversification.
When investing in ETIs, the fiduciary must
demonstrate to plan participants and
beneficiaries that social objectives were not
considered ahead of their financial interests.”

Cash balance plans

Several recent lawsuits have involved cash
balance pension plans, which are essentially
defined benefit plans structured similarly to
defined contribution plans:  employer
contributions are made to the plan but are
segregated in hypothetical “virtual” accounts
for each participant. The value of each
participant’s benefit is tracked separately, and
returns to the virtual account are based,
depending on how the plan is set up, either
on a guaranteed rate of interest or on the
performance of various investment options

chosen by the participant.



Often, the lawsuits relating to cash balance
plans do not involve allegations of breach of
fiduciary duty. Instead, the plans themselves
have been challenged as being age-
discriminatory. In one much-publicized and
important case, a federal district court held
that the company’s cash balance plan was
age-discriminatory on its face, since the value
of the company’s pension contribution, when
expressed in terms of the size of an annuity
the individual account would represent at
normal retirement age, was greater (because
of the time value of money) for younger
employees than for older ones.” (The case is
now on appeal, and the result of this closely-
watched appeal may have a significant

impact on the future of cash balance plans.)

Other courts have disagreed with this
conclusion. For instance, in a different case,
the court found that cash balance plans are
not inherently age-discriminatory, reasoning
that, first, ERISA’s age-discrimination
provisions were intended to protect a
worker’s benefits after the worker reached
normal retirement age, and further that the
hypothetical value of an age-65 annuity was
a misleading method of comparison. Instead,
because cash balance plans are structured as
individual accounts, the better measure of
benefits is the year-to-year increase in
individual accounts.”  Fiduciaries of cash
balance plans should be aware of this issue,
as lawsuits such as these may become more

frequent in the future.
ESOPs

An ESOP, or employee stock ownership plan,
is an ERISA plan that invests primarily in
“qualifying employer securities” which
typically are shares of stock in the employer
creating the plan. ERISA  Section
407(d)(6)(a). ESOPs are meant to function as

an employee retirement benefit plan and as a
technique of corporate finance that
encourages employee ownership. ESOPs are
not designed to guarantee retirement benefits
and they place employee retirement assets at
a much greater risk than the typical
diversified ERISA plan.

There are specific exemptions in ERISA that
pertain to one’s fiduciary duties regarding
ESOPs. Section 404(a)(1)(c) exempts ESOP
fiduciaries from ERISA’s duties to diversify
the investments of the plan. In interpreting
this exception within the broader context of
ERISA’s mandates to fiduciaries to act to
safeguard the interests of participants in
employee benefit plans, a court recently ruled
that an ESOP fiduciary who invests all plan
assets in employer stock is entitled to a
presumption that it acted consistently with
ERISA. However, the plaintiff may overcome
that presumption by establishing that the
fiduciary abused its discretion by doing so. To
show this, the plaintiff must prove that
continuing to invest in the employer’s
securities deflated or substantially impaired
the accomplishment of the purposes of the
retirement plan. When there is a danger that
this might occur, the fiduciary has an
affirmative duty to impartially investigate

other options for investing the plan’s assets.”

Another court, however, recently suggested
that this enhanced standard of prudence for
fiduciaries supervising plans that offer
investment in company stock is difficult to
reconcile with ERISA’s statutory language,
which exempts ESOP trustees from the
prudence requirement to the extent that it

requires diversification.”

In another case, the fiduciaries of an ESOP
failed to make an immediate distribution,
under the terms of the plan, of plaintiffs’



ESOP shares after the sale of the division of
the company to another corporation. The
stock plunged from $50 per share to $10 per
share in 18 months. The court found that the
fiduciaries did not breach their fiduciary
duties to diversify or liquidate the ESOP
funds immediately after the sale of the
division. The defendants were able to present
evidence that the stock fluctuated
significantly during the period in question
and that several investment advisors
recommended holding the stock. In light of
the fiduciaries’ evidence, the participants’
allegations of imprudence in continuing to
hold the stock were insufficient to rebut the
presumption of reasonableness of the
decisions by ESOP fiduciaries not to diversify
the plan’s investments. In order to prevail,
plaintiffs would have had to show a causal
link between (i) the fiduciaries’ failure to
investigate and evaluate the merits of their
investment decision, and (ii) financial harm

suffered by the plan.”

In another ruling, trustees of an ESOP, in
response to various tender offers, voted the
shares of the ESOP in proportion to how
the ESOP participants voted their shares.
Only 10 percent of the ESOP stock was
owned by plan participants, however.
These shares were “allocated shares.”
Ninety percent of the shares were owned
by the ESOP as unallocated shares. The
court held that allowing present
participants of the ESOP to act as named
fiduciaries of unallocated shares is contrary
to ERISA. The court found it impossible to
ensure that present participants would
make decisions that are in the best interest
of all participants who would benefit from
the plan in the future. Therefore, the court
found that the trustees of the ESOP had a
duty to exercise independent judgment in

voting the unallocated shares of the ESOP
and could not rely on the instructions of

the plan participants.”

You should be aware that prudent person
rules do apply to ESOPs. For example, before
purchasing or selling certain assets (such as
stocks or other securities of a closely held
corporation), a plan fiduciary may be
required to obtain an independent appraisal
regarding the fair market value of such assets.

In one case, an ESOP plan sold stock to a
fiduciary of the ESOP based on a price
determined by a valuator. The valuator had
severely discounted the value of the stock,
however. The court found that the fiduciaries
had a duty to seek a second valuation because
they had relied on an obviously flawed
appraisal to set the purchase price. The
fiduciaries had an obligation to question the

valuator’s methodology.”

The law continues to evolve on the manner in
which the standard of prudence is to be
applied to a fiduciary’s decisions to invest in
company stock in the ESOP context. The
general trend, to the extent one can be
discerned, is that a fiduciary is required to
follow the terms of a plan regarding
investment in company stock, since the
fiduciary duty owed is to deliver the benefits
due rather than to try to maximize benefits
under the plan.” Only under unusual
circumstances, such as the impending
collapse of the company, might there be a
heightened standard of prudence imposed on
ESOP fiduciaries.'®

Defined contribution plans and
company stock

The recent focus on alleged corporate

accounting improprieties has  raised
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heightened concerns for fiduciaries as to their
obligations with regard to defined
contribution or “individual account”
(“401(k)”) plans that that offer employer

stock as an investment option.

As stock prices swing, as companies face
bankruptcy, and as shareholders and
participants face investment losses, the
courts have seen not only a flurry of securities
class actions suits brought by shareholders
against directors and officers, but an
explosion of “companion” ERISA class
action suits alleging breach of fiduciary duty
in conjunction with the employer stock
option. Such cases present opportunities for
the courts to further define the scope of
fiduciary liability and the notion of who is a
fiduciary. These suits blur the lines as to
“who may recover what from whom” under
the laws of ERISA, raising questions as to
whether such suits may be brought by
individual plaintiffs “on behalf of” the plan,
and whether the plaintiffs may be entitled to
money damages to replace investment losses
or whether rights to recovery should be

limited to equitable relief.'"

Generally, these suits are brought by
participants and beneficiaries who have
selected the employer stock investment
option and who have alleged that they have
suffered losses tied to the sponsor’s financial
results.’” Plaintiffs in such cases often allege
that the plan fiduciaries did not provide
adequate information upon which the
participants could make their investment
decisions by failing to disclose the adverse
financial condition of the employer, and the
resultant threat to the plan assets. Plaintiffs
may further allege that the fiduciaries
violated their duties of prudence by failing to

remove employer stock as an option when

faced with the declining financial condition of
the company. In some cases, it is alleged that
the fiduciaries affirmatively misrepresented
the financial condition of the company by
encouraging investment in the employer
stock option, while being fully aware of the
failing financial condition of the company, or,
in cases involving the most serious
allegations, by making false statements in
securities filings which were referred to by

reference in plan documents.

Although it is too early to predict the manner
in which these issues will be resolved in the
appellate courts, certain guiding principles
seem to have emerged for fiduciaries of plans
offering employer stock as an investment
option. First, fiduciaries must be ever mindful
of the duty to diversify. Plaintiffs have alleged
that the duty to diversify plan investments is
heightened due to the undiversified nature of
employer stock funds. While Congress has
not limited the level of participant investment
in an employer stock option of a 401(k) as it
has with regard to other types of plans, courts
may scrutinize the fiduciaries’ actions in
diversification in the face of a decline in the
financial status of an employer sponsor. For
example, the district court in the highly-
publicized Enron decision, at the pleading
stage, read the terms of the Enron Savings
Plan to impose a contractual duty to

diversify on the plan’s fiduciaries.'®

In a similar vein, plaintiffs typically allege
that fiduciaries failed to take action in light of
the deteriorating financial health of the
employer by failing to warn participants of
the threat to the plan assets; failing to
eliminate the employer stock fund as an
investment option; and/or failing to liquidate
the employer stock fund before a price

decline. For example, plaintiffs may allege



that fiduciaries concealed information
regarding the company’s declining condition
and actively misled participants to continue
their investments in the employer stock
option. In such cases, plaintiffs have often
sued directors and officers in a fiduciary
capacity, where such directors and officers
were not named as plan fiduciaries, in an
effort to argue that the information available
to these defendants should have allowed
them to conclude that a threat to the plan
assets was present and that they owed a duty
to disclose such information to participants
and beneficiaries. Plaintiffs may allege that
such fiduciaries were in a conflict of interest
and that, if they could not fulfill their
obligations to participants without violating
securities laws precluding disclosure of
certain information, they should have hired
independent fiduciaries to address the

employer stock fund issues.'*

Again, such allegations raise far-reaching
issues as to who is a fiduciary, as to when an
officer or director acts in a fiduciary capacity
or with discretionary authority, and as to
where a director or officer’s loyalties must lie.
In the Enron action, the Department of
Labor argued that insiders may avoid
securities trading violations by refraining
from trading but by disclosing adverse
information, or by eliminating an employer
stock option or match. In ruling on certain
motions to dismiss, the district court found
that the individual directors and officers who
acted with respect to the plan on behalf of a
corporate fiduciary were ERISA fiduciaries,
and that these officers and directors could
have acted consistently with regard to their
duties under ERISA and the securities laws by
either disclosing to participants and
beneficiaries, earlier than Enron did, the non-

public information causing Enron’s collapse,

or by causing the plan to stop investing in
Enron stock.' Even when they do not sit on
plan committees, directors and officers are
often named in employer stock litigation if
they appoint committee members, which, it is

argued, entails a continuing duty to monitor.'”

In addition, this wave of litigation has
brought to the forefront allegations that plan
structural problems, such as imposition of so-
called “blackout” periods, have contributed
to breaches of fiduciary duty. The structure of
plan requirements for employer matching
and other structural elements of a plan may
also be attacked.

Fiduciaries must be aware of the rules imposed
by the Sarbanes-Oxley Act and related
regulations in this regard. The Department of
Labor and the Securities Exchange
Commission have published coordinated final
regulations addressing notices and restrictions
required in connection with blackout periods
in individual account retirement plans, and
plans maintained by both private and public
companies may be affected.'”®

It is not possible to predict what effect the
current flurry of ERISA fiduciary litigation
will have on the scope of fiduciary liability.
As always, the duties of prudence, loyalty and
candor are at issue. Although plaintiffs may
have filed these ERISA actions in an effort to
avoid certain restrictions on the scope of
shareholder securities litigation, the courts
have thus far used such actions to define the
evolving scope of fiduciary obligations in the
wake of highly-publicized allegations of
corporate malfeasance. The fiduciary must be
keenly aware of the trends by the courts to
expand fiduciary liability as it relates to plans
providing employer stock as an investment
option, and to anticipate such fiduciary

claims whenever faced with significant stock



declines. A fiduciary would be well-served to
study the lessons playing out in the early
stages of this new wave of litigation.

DOWNSIZING AND
ELIMINATION OF BENEFITS

The Supreme Court has addressed the issue of
liability for termination of health care benefits
in a case involving an employer who
maintained a health benefit plan for its
retirees. The employer later closed a plant and
eliminated retirement medical benefits for all
active and retired employees from that facility.
The employer’s governing plan documents
reserved the right of the company to, at any
time, or from “time to time,” modify or
amend any or all provisions of the plan. The
Supreme Court found that this general
reservation of rights clause to amend the plan
was sufficient to satisfy ERISA’s requirements.
On remand, the lower court entered judgment
in favor of the employer based on the plan’s
reservation of rights clause.'”

To protect themselves from liability in these
situations, employers should follow these
guidelines: 1) an employer must ensure that
all plan documents comply with ERISA’s
requirement that the plan specify a
procedure for amendment and clearly specify
who has the authority to amend the plan; 2)
if the employer intends to amend, modify, or
terminate the employees’ benefits, it must
amend the plan’s documents formally,
following the procedure set forth in those
documents; and 3) the employer who
amends or terminates a plan must also
comply with all ERISA disclosure
requirements, such as issuance of a revised

Summary Plan Description under Section

104(b) of the statute. In this regard, health
and welfare benefit plans are governed by
the same ERISA requirements applicable to
retirement plans. The governing health and
welfare benefit plan documents should
contain the same amendment and
termination provisions found in the

employer’s retirement plan documents.
Plan termination

As discussed in the foregoing, the Supreme
Court has held that employers cannot be sued
solely for making the decision to amend or
terminate a plan since they are not acting as

fiduciaries when doing so.

An earlier lower court case is entirely
consistent with this line of reasoning.
Beneficiaries of a terminated pension plan,
while conceding that their employer did not
breach any fiduciary duties in deciding to
terminate the plan, claimed that the plan
sponsor acted imprudently and without due
regard for the beneficiaries’ interests in
choosing annuity providers to pay the plan’s
remaining liabilities after termination. The
court held that plaintiffs had properly stated
a cause of action for violation of the duty of
loyalty and care imposed upon plan
fiduciaries by Section 404(a) of ERISA."°

Another subsequent decision reached the
same result. The beneficiary of a union local’s
health and welfare fund was denied medical
benefits when the fund was terminated
without satisfying its outstanding obligations.
The termination occurred when the fund,
after experiencing substantial financial
difficulties for several years, decided to merge
into a larger fund which, while offering to
provide health coverage prospectively for all
members of the defunct fund, disclaimed any
liability for claims in existence prior to the



merger. This included the claim of the
plaintiff, who had previously submitted his
claim for reimbursement for substantial
medical expenses incurred in connection with

a kidney transplant.

The court ruled that while the decision to
terminate the fund did not involve any
fiduciary duties under ERISA, plan trustees
are subject to those duties in making post-
termination implementation  decisions.
Plaintiff properly alleged a breach of the
fiduciary duties of care and loyalty in the
carrying out of the decision to terminate.
Additionally, plaintiff asserted a valid claim
for violation of the trustees’ common law
duty of impartiality, which requires all

beneficiaries to be treated the same.™"

Finally, if there is a surplus in the plan as of
the date of termination, the disposition of
that surplus depends upon how it arose. If it
is not attributable to employee contributions,
then the employees have no contractual or
statutory right to receive it."*> But if employee
contributions did contribute to the creation
of a surplus, the employer cannot use it solely
for his own benefit."* Obviously, as with the
other issues addressed here, plan trustees
should seek advice of legal counsel when
faced with questions concerning disposition
of a plan surplus.

Early retirement

The Supreme Court has also ruled that a
corporation does not breach its ERISA
fiduciary duties by conditioning the payment
of enhanced benefits for early retirement on
employees’ releases of employment-related
claims against the employer. The Court
rejected the plan participant’s argument that
requiring employees to sign releases of all
employment-related claims is a prohibited
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transaction because the plan’s surplus funds
were diverted to purchase releases benefiting
the corporation. The Court held that the
payment of benefits pursuant to an amended
plan, regardless of what the plan requires of
employers in return for those benefits, does
not constitute a prohibited transaction.'*

Another recent case also held that the plan’s
trustees could be liable for breach of fiduciary
duty when, in amending the company’s
pension plan, they violated a specific
requirement contained elsewhere in ERISA.
In this case, amendments were adopted
which reduced or eliminated an employee’s
ability to participate in early retirement
benefits. The court ruled that these were
“accrued benefits” of retired employees
which had vested so that they could not be
reduced under Section 204(g) of ERISA, the

so-called anti-cutback rule.'

An employee fired shortly before he was to
become eligible for early retirement can
bring a claim under Section 510 of ERISA,
which forbids adverse action by an
employer “for the purpose of interfering
with the attainment of any right to which
such participant may become entitled
under the plan.” Early retirement benefits
are protected by Section 510. If the
employer did in fact fire the employee for
the purpose of denying him these benefits,
it would have violated ERISA."*

Managing plans with large

numbers of retirees

In a recent case, a company issued new plan
documents setting forth how it would
administer its retirees’ medical benefits in the
future. The plan had been changed because of
the growing costs and administrative needs of
the medical plan as larger numbers of retirees



became eligible for the plan. The medical
benefits plan had for some 25 years been
relatively static. The new plan inserted a
reservation of rights clause allowing the
company to amend or terminate benefits. The
company did eliminate one of their retirees’
most significant benefits. The court ruled that
the retirees stated a claim for breach of
fiduciary duty against the employer because
the company had not issued new summary
plan descriptions (SPD) when it altered its
plan. The retirees relied on old SPDs that did
not have the same reservation of rights clause
that would have notified the retirees of
changes in the plan documents.'"”
Withdrawal from multiemployer
pension plan

Under the Multiemployer Pension Plan
Amendments Act passed by Congress in 1980
as an amendment to ERISA, when an
employer withdraws from a multiemployer
pension plan, it must pay its proportionate
share of all unfunded vested employee
benefits. The purpose of this is to compensate
the plan for benefits it will have to pay out to
that employer’s employees to the extent their
benefits had already vested at the time of
withdrawal. Under Sections 4201-4225 of
ERISA, when an employer withdraws, the
plan’s sponsor will calculate and assess the
amount of the withdrawal liability under the
formula specified in these sections of the

statute.''®
Contingent employees

As benefits and personnel “overhead” costs
have risen and workforce needs have become
variable, employers have increased their use
of independent contractors and leased
employees. Recent case law has addressed

whether such “contingent” workers are

entitled to ERISA benefits. Such litigation
may arise when employees are terminated
and transferred to employee leasing
companies or independent contractor status
(“payroll flipping”). Contingent worker
plaintiffs typically bring action under ERISA
Section 510, claiming that they were
terminated to frustrate vesting or benefits
eligibility, or that they are “common law”
employees and that their exclusion from plan
benefits is in violation of the plan and/or a
breach of fiduciary duty. Such litigation may
often be filed as class action litigation and

may be expensive to defend.

It is important that plan drafters and
administrators understand these potential
liabilities when attempting to classify
employees in a manner to limit plan coverage.
For instance, in one case, an employer had
executed agreements with certain workers
that it treated as independent contractors,
which agreements clearly indicated that the
independent contractors were not eligible for
benefits under the employer’s ERISA and
non-ERISA  benefit plans. However,
following an Internal Revenue Service
inquiry, it was determined that the
independent contractors were actually
employees of the company within the
meaning of the Internal Revenue Code."”’
The employees then sought to participate in
the employer’s benefit plans. The court
determined that Internal Revenue Code and
ERISA definitions for “employee” were both
based on the common law definition, and
therefore determined that the employees were
eligible participants in the plans since the
plans were expressly applicable with regard
to “any common law employee... who is on
the United States payroll” of the company.
The court’s decision on this issue was also

later extended to apply to temporary



employees, where the temporary employees
fit the common law definition of employee.'*
While not all courts have agreed that the
reclassification of employees should negate
an agreement indicating that employees are

not entitled to benefits,'*!

employers should
remain aware of the possibility that employee
reclassification may impact who is eligible
under an ERISA plan. On the issue of
whether an individual is an “employee,”
courts will examine a number of factors with
the primary focus on whether the
“employer” has the “right to control the
manner and means by which the product is

accomplished.”'?

However, even where an individual is
classified as an employee, such a classification
is not always determinative as to whether the
employee will be entitled to benefits under an
ERISA plan. Employers are not required to
make their ERISA plans available to all
common law employees, and the only
limitation ERISA places on employers is that
it forbids plans to “deny participation in an
ERISA plan to an employee on the basis of
age or length of service if he is at least twenty-
one years of age and has completed one year
of service.”'* Employers may therefore limit
certain classifications of employees from
receiving benefits. For this reason, those
employers that use independent contractors,
“leased” employees, or other classes of
contingent employees that they intend to
exclude from coverage under their benefit
plans should include express restrictions in
the plan language to indicate that such
employees are not to be provided with
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benefits.”** Employers should be specific in
defining the classes of employees that they do
not intend to be provided with benefits, and
should not rely solely on definitions used by

the Internal Revenue Service since

reclassification of the employees might
remove the employees from the scope of such
definitions."”* Employers should also consider
including plan language to indicate that in the
event that the workers’ status changes so that
they are reclassified as common law
employees, no benefits will be provided
retroactively to such reclassified employees.'*
At least one court has found that such a
provision excluded benefits for a temporary
employee who sought coverage by claiming
that she was actually a common law
employee of the company that used her
services.'”” It may be worth noting that, if an
employer  misclassifies employees as
independent contractors, the employer could
be forced to correct the misclassification by
making a contribution to the plan on behalf
of the employees excluded from a defined
contribution plan or to provide benefit
accruals for the employees excluded from a
defined benefit plan. This could arise as a
result of an audit or if the employer identified

the mistake and elected to self-correct.

Employers should consider drafting any
waivers with regard to ERISA plan benefits to
clearly indicate that benefits are waived in the
event that workers are later determined to be
common law employees. As with so many
other issues that could potentially give rise to
ERISA liability, it is important to retain legal

counsel’s advice in this regard.

THE SCOPE OF YOUR LIABILITY
AS A PLAN FIDUCIARY

If you as a plan fiduciary breach any of the
duties or responsibilities described above,
or any of ERISA’s other requirements

regarding reporting and disclosure, you



may be held personally liable for any
resulting loss to the plan. Section 409(a) of
ERISA provides that a fiduciary who
breaches any duty is liable (1) to make
good to the plan any losses resulting from
each such breach; (2) to restore to the plan
any profits of such fiduciary which have
been made through use of assets of the plan
by the fiduciary; and (3) for such other
equitable or remedial relief as the court
may deem appropriate, including removal

of such fiduciary.

In one example, after finding various
breaches of fiduciary duty by the plan
trustees in connection with a participant’s
purchase of the employer’s stock, a court
ruled that the participant was entitled to the
amount he paid for stock plus a reasonable
rate of return for alternative investments he
could have made in the employee benefit
plan. He was also awarded prejudgment
interest and attorney’s fees.'*

In another case, a court awarded the plan
restitution from the fiduciary for all losses
it suffered, including prejudgment interest,
reflecting the amount the fund would have
realized had the fiduciary breaches

not occurred.'”’

In addition, if you are found to have violated
a fiduciary responsibility or duty, you may be
subject to other equitable or remedial
sanctions, such as removal as plan fiduciary
and the imposition of civil penalties (discussed

in the next section).

One court enjoined a plan accountant from
ever serving as a fiduciary of any employee
benefit plan covered by ERISA, or from ever
acting as a service provider to any ERISA
plan. The accountant had engaged in a series

of complex financial transactions in which he

had a personal interest, which ultimately led

to the plan’s demise.'*

Another court permanently enjoined
various individuals and their insurance
companies from serving as fiduciaries or
service providers to any ERISA plan
because of their improper sale of insurance
policies to a union fund, in violation of the
plan documents, for the purpose of secretly
obtaining increased sales commissions.'*

Furthermore, if you engage in self-dealing or
similar transactions, you may also be required
to return to the plan any profits that you

made with respect to such transactions.

One court ruled that a fiduciary violated the
prohibition against self-dealing by indirectly
accepting placement commissions. Even
though the placement commissions were paid
by a third party, the court required the
fiduciary to disgorge to the plan all
commissions that the fiduciary’s corporation
had received."*

With respect to retirement plans that are
qualified plans under the Internal Revenue
Code, if you as a plan fiduciary engage in a
prohibited transaction, you could additionally
be required to pay substantial excise taxes. A
cumulative excise tax of 15 percent of the
amount involved in the prohibited transaction
will be levied on you as a party-in-interest for
each year that the prohibited transaction is not
undone or reversed. This excise tax may
eventually become 100 percent of the amount
involved if the prohibited transaction is not

corrected.'®
Civil penalties

Sections 502(i) and (l) of ERISA provide for
the imposition of civil penalties for violations

of fiduciary duties.



Under the former, where the fiduciary has
engaged in a prohibited transaction as defined
by Section 406 of the statute, the party-in-
interest on the other side of the transaction
can be assessed a penalty up to 5 percent of
the amount of each transaction. If the
transaction is not corrected within ninety (90)
days after notification from the Department,
the penalty can be as high as 100 percent of
the amount of the transaction. The
Department has discretion whether or not to

assess this type of penalty.

Subsection 502(1) is different, because it
mandates that civil penalties be assessed
where the fiduciary has committed any
breach of its duties to the plan participants
or has knowingly participated in such a
breach of any other person. The penalty
equals 20 percent of the amount either (i)
recovered in a settlement with the
fiduciary or (ii) which a court orders the
fiduciary (or other party) to pay to the

plan or its participants.

However, the Department is given the
authority to waive or reduce a penalty
under 502(1) if it determines that the
fiduciary (or other person) acted reasonably
and in good faith, or the fiduciary (or other
person) cannot reasonably be expected to
restore all losses to the plan without severe
financial hardship absent a waiver or
reduction of the penalty.

Liabilities of co-fiduciaries

Not only can you be held personally liable
for your own failure to comply with the
fiduciary responsibility rules, but in some
instances you can also be held personally
liable for the failure of a co-fiduciary. Even
if you carefully and prudently delegate a
part of your responsibilities to another,

you can be held liable for his failure (or

breach) if:

(1) you knowingly participate in his breach
or help to conceal it,

(2) because of your breach, another fiduciary

also breaches his fiduciary duties, or

(3) you have knowledge of a breach of a co-
fiduciary and fail to take reasonable steps,

under the circumstances, to correct it.'**

For example, a fiduciary of an ESOP, who
was also a director of the employer, took no
action to prevent the plan from purchasing
stock from co-fiduciaries at greatly inflated
prices. A court found that because he failed
to take reasonable steps to remedy the
breaches of his co-fiduciaries, he was jointly
and severally liable to the pension plan.'”
In another case, a company director was
found liable for his co-fiduciaries’
violations of various sections of ERISA
which had begun before he became a formal
fiduciary. He knew the illegal conduct had
been occurring before he was elected a
director and failed to remedy the breaches

after his election.'*

Disputes between trustees

Section 502(a)(2) of ERISA authorizes a
fiduciary to bring a civil action for
appropriate relief against another fiduciary
who has violated ERISA. In a recent case,
current trustees of a retirement plan brought
suit under Section 502(a)(2) and sought
damages in the amount of $14 million to
restore to the plan losses incurred in
connection with the former trustees’
imprudent recommendation of a plan
amendment. The court found the current

trustees’ damage claim proper under ERISA."



Required pension plan contributions

Section 302 of ERISA contains the minimum
funding requirements which pension plans
must meet so they can satisfy their payment
obligations to plan participants. The plan
documents may contain funding requirements
above the statutory minimum, in which case
they would govern. However, according to one
recent case, if at any time the plan becomes
overfunded, the employer need not continue
making contributions, provided that the plan

documents do not require otherwise.'**

The failure to contribute the amount required
by the plan documents is an ERISA violation.
No matter how small the delinquency,
Section 502 of ERISA provides that in any
case where a judgment is entered for the plan
to collect the unpaid contributions, the court
is required to add interest on the award,
liquidated damages (or additional interest, if
greater), costs and attorneys’ fees. In one
situation where the employer was $11.00
short in its contributions, the court awarded
audit fees of $1,449.90 plus another
$6,158.25 for plaintiff’s attorney’s fees.'”

Unlike the general rule discussed earlier
regarding the liability of corporate officers
for breach of fiduciary duty, the officers of an
employer are not personally liable for
delinquent fund payments solely because of
their status as officers. A plan participant
must prove all required elements of the legal
doctrine known as piercing the corporate veil
in order to create individual liability against
corporate officers, shareholders and/or board

members for plan contributions.'*
Prohibition of exculpatory clauses

When Congress enacted ERISA, it considered
it to be against public policy to allow a plan

to contain a provision relieving a fiduciary
from any liability or responsibility.
Accordingly, such clauses or provisions are
automatically void.'*!

Although Congress prohibited exculpatory
clauses, you are not prohibited from
purchasing insurance to cover any liability
exposure for negligence. Either you can
purchase liability insurance for your own
account, or the plan can purchase insurance
to cover all of its fiduciaries. If plan assets are
used to purchase the insurance, the policy
must permit recourse by the insurer against
you as fiduciary in the case of your breach of
duty. Further, the employer can purchase
insurance to cover you. No recourse is
required if you or the employer purchases the

insurance. '

Fidelity bonds

To protect the participants and beneficiaries
from dishonest fiduciaries, ERISA requires
every plan to bond any fiduciary and all other

persons who handle plan assets.'*

The fidelity bonds are not intended to insure
or indemnify a fiduciary for any claims of
dishonesty made against him personally. You
should independently determine the
appropriate amount of this fidelity bond; the
minimum amount required by ERISA
generally is not sufficient to fully protect the
plan against a dishonest fiduciary.

Liabilities of non-fiduciaries

The Supreme Court has held that ERISA does
not authorize suits for money damages
against non-fiduciaries who knowingly
participate in a fiduciary’s breach of fiduciary
duty. In that case plan participants sued a
non-fiduciary, the pension plan’s actuary,

who failed to change the plan’s actuarial



assumptions to take into account early
retirements, causing the plan to be funded
inadequately and eventually to be terminated.
The Supreme Court ruled that the actuary
was not liable for losses that the benefit plan
suffered as a result of the fiduciary’s breach
(the failure to properly fund the plan). But the
Court did not specifically address whether
non-fiduciaries could ever be sued for relief
other than monetary damages for a plan’s

losses, such as restitution or an injunction.'*

Many subsequent decisions have denied plan
participants the right to bring any cause of
action for non-fiduciaries’ participation in a
fiduciary breach, no matter what the remedy
sought." However, other cases have
permitted the Secretary of Labor to sue non-
fiduciaries for participation in transactions
prohibited by Section 406(a) of ERISA.'*

MINIMIZING YOUR EXPOSURE
TO LITIGATION AND PERSONAL
LIABILITY

There are certain practical steps that you can
take to minimize your exposure to litigation
and personal liability. First, we recommend
that you become educated as to your duties,
responsibilities and liabilities as a plan
fiduciary. This booklet is only a start. You
must also become intimately familiar with the
written plan documents and with ERISA’

laws and regulations.

Second, we recommend that you solicit the
aid and advice of other (or former) plan
fiduciaries and trustees, and competent
actuaries, consultants or attorneys who are
familiar with ERISA. It is important that you
allow yourself sufficient time and staff

support in order to properly administer the

plan and to exercise independent judgment.
Your other commitments may hinder your
ability to give adequate or timely attention to
the plan or may cloud your judgment because
of conflicts of interest. If so, you should

consider appointing independent fiduciaries.

Adhere to corporate governance principles.
Be careful in appointing Boards and
Committees and periodically monitor such
appointments.

Where appropriate, we recommend that
you attend seminars and other courses
which  discuss ERISA’s framework,
especially since the legal environment that
governs employee benefit plans constantly
changes. In addition, in light of current
ERISA litigation, you may have a duty to
exercise on behalf of participants rights
they may possess under the securities laws,
and you may need to understand the

fundamentals of such laws, if applicable.

The Summary Plan Description is an
important document and can be used to
channel questions and to authorize a
spokesperson for the plan. You should utilize
the SPD in this fashion and ensure that it is
accurate and updated. Make sure that
participants’ informational requests are

addressed timely and accurately.

Be certain that you adhere to a prudent
fiduciary process. It is important that any
delegated duties be clearly set forth in writing
and that any such duties be delegated to
capable individuals. Moreover, we recommend
that you periodically review this delegation of
authority in order to determine whether it is
still prudent to continue to delegate a portion
of your responsibilities to such individual or
entity, especially with respect to an investment

manager.
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With regard to disclosure of information,
you must understand not only what types of
disclosures are specifically required by the
statute, but also what duties you might owe
under ERISA to disclose information that no
participant has requested and that might not
be specifically required by ERISA, especially
in light of the developing caselaw. Be aware
that courts may read disclosure obligations
into plan asset and investment issues. Make
sure that any disclosures that are made are
timely, and are accurate. This is true not
only with respect to pension plans, but also
with respect to welfare plans subject to
ERISA. In fact, welfare plans are the source
of most ERISA litigation concerning

disclosure obligations.

With regard to the investment of plan assets,
you should clearly define investment
guidelines (including those related to
company stock) and the respective
discretionary authorities of the investment
manager and the other plan fiduciaries. This
delineation should be set forth in writing and
acknowledged by each party. Be cognizant of
the risks associated with fiduciaries with
“insider knowledge” where company stock is
concerned. You should understand that
directed trustees may have a duty to

independently evaluate your directives.

Understand that ERISA Section 404(c) may
only provide limited protection, and only if
a plan is designed and administered to

meets its regulations.

You should be aware of the liabilities that
may arise with regard to the termination and
limitation of benefits, including severance,
exit windows, and retiree benefit claims and
understand the law regarding the manner in
which  contingent employees’ benefit

determinations may be made.

Finally, as a plan fiduciary, you should
carefully avoid all non-exempt prohibited

transactions.

In making these decisions, of course, it is
always recommended that you obtain

competent, expert legal advice.
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