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Last week, the Supreme Court heard oral argument in Fifth Third Bancorp. v.
Dudenhoeffer, an ERISA “stock-drop” case where 401(k) plan participants have alleged
that the plan’s fiduciaries breached their fiduciary duties by continuing to offer employer
stock as an investment option even after the stock had purportedly become an imprudent
investment. Several circuits have held that fiduciaries of plans that offer employer stock
as an investment option are entitled to a presumption that their decision to offer the stock
was prudent under ERISA, rebuttable only on a showing that the company was on the
verge of collapse. The circuits are split on whether the presumption of prudence applies
at the pleading stage.

THE FIFTH THIRD CASE

Defendant Fifth Third, a financial services company, sponsored a defined
contribution plan with a 401(k) feature. Eligible Fifth Third employees were permitted to
make voluntary contributions to the plan and direct them to any of the plan’s investment
options. The plan required that one investment option offered to plan participants be the
Fifth Third Stock Fund, which was an Employee Stock Ownership Plan or ESOP, an
investment vehicle that is required to invest primarily in employer stock.

Plaintiffs alleged that Fifth Third and plan fiduciaries violated their fiduciary
duties under ERISA by continuing to offer the Fifth Third Stock Fund after it had
purportedly become an imprudent investment. The Southern District of Ohio dismissed
the complaint, holding that the fiduciaries were entitled to a presumption of prudence
with respect to their decision to include the employer stock fund as an investment option.
The district court held that plaintiffs had failed to overcome the presumption because
they had not plead facts showing that the company was in a dire financial predicament.

The Sixth Circuit reversed, holding that the presumption of prudence did not
apply at the pleading stage. The court held that the presumption was an evidentiary
standard and not a standard of review, and would apply at summary judgment. The
Sixth Circuit’s holding differed from the standards in the Second, Third, Fifth, Seventh,
and Eleventh Circuits, all of which have held that the presumption of prudence applies at
the pleading stage.



http://www.supremecourt.gov/oral_arguments/argument_transcripts/12-751_4f57.pdf
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HIGHLIGHTS FROM SUPREME COURT ORAL ARGUMENT

At oral argument, defendants’ counsel contended that the presumption of
prudence was supported by “statutory language, trust law, congressional policy, and
practical considerations.” In response, Justice Ginsburg stated that “there is no
presumption written into this statute,” and “so I don’t know where this presumption
comes from.” Justice Kennedy commented that “you want us to say that we have sort of
a coach class trustee. We're all traveling in coach class when we have an ESOP.”

Defendants’ counsel argued that that “[the presumption] comes from the duty of
prudence itself which looks to the character and aims of the plan,” noting that an ESOP is
“designed to invest primarily in the employer’s own stock.” In response, Justice Scalia
observed that “Section 1104 of ERISA . . . says that the fiduciaries must manage a plan”
for the “exclusive purpose of providing benefits to the participants,” which is different
from “running a plan to . . . own stock in the company.”

Justice Kagan then asked if it would be prudent for a fiduciary who knew a stock
was overvalued because of inside information to retain that stock as an investment. She
noted that “it just sort of defies language to say that some -- a prudent person would
retain the investment in that kind of wildly overvalued stock, doesn’t it?” Defendants’
counsel responded, “if you have a stock that is traded on an active market, you really
can't tell the fiduciary, absent possible inside information, well, you need to outsmart the
market” and you cannot expect a fiduciary to “trade on that inside information” and
“violate securities laws.” Defendants’ counsel also contended that simply to stop
allowing future purchases of the stock, while it would not violate the securities laws,
would result in a collapse of the stock “that would be terrible for the participants.”

Justice Scalia noted that because you cannot expect a fiduciary to outsmart the
market, the only information at issue was inside information. Justice Scalia observed that
this issue was not unique to ESOPs: even with respect to non-ESOPS, “you have the same
problem of not being able to use that inside knowledge,” so “why do we need a special
rule for ESOPS.” Justice Kagan added that even if the duty of prudence only required
action when the company was on the “verge of collapse,” “even there, you would face
the exact same securities law problems.”

Plaintiffs” counsel began argument by addressing the issue of inside information,
which places the fiduciary, as Justice Kagan observed, between a “rock and a hard
place” —having to choose between fiduciary obligations and not trading on inside

“You want us to say information, thereby violating the securities laws. Plaintiffs’ counsel contended that
that we have sort of a because the fiduciary had placed him or herself in this position of conflict, the fiduciary
coach class trustee. could not now “just do nothing.”  Justice Breyer then asked, “can you give me an
We're all traveling in example of [a case] where a court said a trustee has breached its fiduciary obligation
coach class when we because he failed to use inside information?” When plaintiffs’ counsel did not offer an
have an ESOP.” example, Justice Breyer responded, “what’s the problem. Because what's the rock and

hard place? . . . The person has an obligation to act prudently,” but “he cannot,

irrespective of that, have an obligation to use inside information. . . . There is no rule of

trust or ERISA law that you can breach a duty to a beneficiary by failing to use inside
information.”  Plaintiffs’ counsel also repeatedly stated that a fiduciary must act
prudently. Chief Justice Roberts stated that plaintiffs’ counsel’'s “mantra” that a
“fiduciary at all times is to behave prudently in managing investment prudently” does
not “help me.”

At the Court’s request, the Solicitor General’s Office participated in the
argument. The government’s counsel contended that fiduciaries must act prudently and

-Justice Kennedy
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that no presumption of prudence should apply. Chief Justice Roberts asked the
government’s counsel what trustees should do with inside information: “Do you sell?”
The government’s counsel responded by stating that a fiduciary should sell but after
Justice Alito asked, “you say they should sell based on inside information?,”
government’s counsel changed his answer and suggested that the fiduciary “could stop
purchasing.” Justice Kennedy asked government’s counsel: “Is this a case in which we
must decide what the fiduciary standard is [] without regard to inside information? Is
inside information just an added issue in the case or is it the key issue in the case?” The
government’s counsel responded that the use of inside information “is the key issue,”
and that “a fiduciary of an ESOP, just like the fiduciary of any other plan . . . has a duty
of prudence not to remain invested in or to purchase materially overvalued stock” that
he knows is overvalued due to inside information.

During defendants’ counsel’s rebuttal, Justice Sotomayor asked why an ESOP
fiduciary should not be obligated to “obey the law” and disclose material nonpublic
information, as required by the securities laws. Defendants” counsel responded that this
will create “two different centers of communication now out of each corporation with an
ESOP: the corporation’s own statements and the ESOP,” and emphasized that the Court
“should be very cautious about interpreting these duties in ways that will make ESOPS
unworkable.”

“There is no rule of trust
or ERISA law that you can
breach a duty to a
beneficiary by failing to
use inside information.”

- Justice Breyer

IMPLICATIONS

The Court’s decision will address whether a presumption of prudence applies to
a fiduciary’s decision to offer investments in employer stock. If the Court rejects the
presumption of prudence, it is possible that more suits will be filed in this area or that
some companies might change the construction of their retirement plans.
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