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• When the correction is announced, Shell Oil Company’s 
stock drops nearly eight percent.

• What else do you get?  Four ERISA class-action cases (later 
consolidated) by participants in Shell’s 401(k) and other 
retirement plans that invested in Company stock between 
December 3, 1999 and April 29, 2004.
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chain’s stock drops 17 percent. 
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drop” litigation and found 76 cases.
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– 11 cases were dismissed by the courts
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– Of those 14 cases that settled, the average settlement 
was $33 million

– Only five cases settled for under $10 million
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stock

• Then came the implosion:

– Allegations that Enron misled investors by concealing 
debt in offshore partnerships

– Enron’s decision to restate its earnings and report a large 
third quarter 2001 loss

– The subsequent collapse of Enron’s stock price, which 
wiped out approximately $1 billion in retirement savings
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adversely affecting the company, and they breached 
their fiduciary duty by affirmatively misleading or failing 
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• What does this mean for fiduciary defendants who get sued 
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• Plaintiffs have to first allege and then prove facts that will 
rebut the presumption of prudence

• Other courts disagree as to EIAPs (vs. ESOPs) – Shering-
Plough (3d Cir.)

• Moench (3d Cir.), Kuper (6th Cir.), Wright (9th Cir.) – agreed 
that ESOP and EIAP investments in company stock are 
“presumptively prudent” (though not settled as to EIAPs)

• What does this mean for fiduciary defendants who get sued 
when the price of company stock drops?

• Plaintiffs have to first allege and then prove facts that will 
rebut the presumption of prudence

• Other courts disagree as to EIAPs (vs. ESOPs) – Shering-
Plough (3d Cir.)



Rebutting the presumption of prudenceRebutting the presumption of prudence

• What does a plaintiff have to show?
– The present circumstances facing the company were 
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now, in the context of those circumstances, would 
defeat the purpose of the plan
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• Second test – whether company is on brink of collapse – creates 
factual issues almost by definition
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Defense argument: When its price does not reflect its true worth
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fiduciaries can argue that a “hypothetical prudent fiduciary” would 
have done the same thing as the plan fiduciary
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presumed; securities laws are not insurance against bad 
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transfer their money in advance of the market and avoid 
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– DOL very active in this area; Enron amicus brief:  (i) 
could have disclosed information to the market (“look out 
below!”); (ii) eliminate employer stock as an investment 
option (“look out below!”); (iii) alert the DOL and/or the 
SEC (“look out below!”)
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both the alleged misrepresentation and any omission
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wrongdoing and many were predisposed to invest in their 
employer’s stock

• No court has ever held that reliance can be presumed, 
quite unlike Rule 10b-5 cases
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404(c):  “In the case of a pension plan which provides for 
individual accounts and permits a participant or beneficiary 
to exercise control over the assets in his account:
. . .
no person who is otherwise a fiduciary shall be liable 
under this part for any loss, or by reason of any breach, 
which results from such participant’s or beneficiary’s 
exercise of control.”

ERISA § 404(c)(1)(B), 29 U.S.C. § 1104(c)(1)(B).
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employees lose money in their 401(k) accounts because of 
their own poor investment decisions
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“any loss” or “any breach” resulting from a participant’s 
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• The legislative history indicates that the 404(c) defense 
applies where the participant instructs the plan to invest “the 
full balance of his account in, e.g., a single stock”
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Department of Labor says no, but they made it up.

Unisys Savings Plan Litigation says yes.

Issue resolved adversely to plans in DiFelice v. U.S. Airways 
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• We hold this truth to be self-evident: If your company has a 401(k) 
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• So:  How do you improve your odds of prevailing – particularly at 
the motion to dismiss stage – when the lawsuit is filed?

• We hold this truth to be self-evident: If your company has a 401(k) 
plan that provides for investment in employer stock, it’s a bulls-eye 
for an ERISA breach-of-fiduciary-duty lawsuit, likely a class-action 
lawsuit.

• So:  How do you improve your odds of prevailing – particularly at 
the motion to dismiss stage – when the lawsuit is filed?



Preventive Medicine: Radical SurgeryPreventive Medicine: Radical Surgery
• Eliminate employer stock as an investment option

– Unpalatable for most companies; employee, shareholder 
relations issues, as well as depriving employees of what may 
be an excellent investment option

– Counter:  Can give employees access to stock on a tax-favored 
basis through an employee stock purchase plan (ESPP), 
without ERISA exposure (but with potential adverse accounting)

• Must be done carefully to avoid liability 

– Phase-in; allow period (1-2 years) to diversify out of stock (with 
drop-dead date at end – no 404(c) protection for default fund)

– Need well-planned employee, public communications program
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• Limit stock as an investment option

– Limit allocation to, e.g., 20% of payroll contributions (generally 
not a recordkeeping issue)

– Limit transfers into stock fund from other funds (may present 
significant recordkeeping problems)

– Potential impact of limitations on availability of 404(c) protection 
is unclear

– If you pick 20% as the limit, are you suggesting that having up 
to 20% of retirement funds in a single stock is advisable?  

– Must be combined with effective investment education.
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• Allow free diversification out of company stock, even for 
matching contributions

– Requires a philosophical shift for many employers

– All matching (i.e., match in cash) vs. vested matching 
(i.e., match in stock; keep as stock until vested) 

– Issues re implementing new diversification right:  Need to 
be prepared for spike in stock sales (cash demands 
within plan; impact on share price) (in practice, rarely 
becomes a real problem)
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becomes a real problem)
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• Make sure that employer stock (in fact, all investment funds) are 

“baked” into the plan document (settlor choice) instead of being 
selected by the plan’s investment committee (fiduciary choice)

• Consider converting the employer stock fund into an ESOP

– May permit higher (“clearly imprudent”) Moench standard for 
prudence claim related to employer stock

– Requires relatively small changes in most public company 
plans that already offer employer stock as an option and permit 
free diversification (e.g., voting pass-through; right to receive 
distribution in kind)

– May permit dividends on stock in plan to be deducted 

• Make sure that employer stock (in fact, all investment funds) are 
“baked” into the plan document (settlor choice) instead of being 
selected by the plan’s investment committee (fiduciary choice)

• Consider converting the employer stock fund into an ESOP

– May permit higher (“clearly imprudent”) Moench standard for 
prudence claim related to employer stock

– Requires relatively small changes in most public company 
plans that already offer employer stock as an option and permit 
free diversification (e.g., voting pass-through; right to receive 
distribution in kind)

– May permit dividends on stock in plan to be deducted 



Preventive Medicine: Cosmetic Surgery 
(continued)
Preventive Medicine: Cosmetic Surgery 
(continued)

• Review carefully plan’s fiduciary structure; consider ways to 
limit or avoid “imprudent monitoring/failure to disclose” claims

– Leave board members and top-tier officers (those most 
likely to be exposed to material non-public information) off 
the committee

– Consider “baking” the committee membership into the 
plan (e.g., by title or position) to avoid 
“appointment/monitoring” claims

– Consider retaining an outside fiduciary, especially when 
rough waters may be ahead (but be careful; may be used 
against you; see US Airways decision)
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Programs

• Review content and effectiveness of education program

– Are employees “getting it”?  Is your approach working, 
particularly for the rank-and-file?

• Consider investment advice or investment management 
alternatives

– Problem is that law is still developing re: fiduciary, 
prohibited transaction issues

– Pending legislation may provide relief
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• Review plan for 404(c) compliance

• Review plan fiduciary practices (committee charters, 
minutes, how often committee meets, use of outside advisors 
where appropriate)

• Review ERISA fiduciary insurance
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• Purchase of employer securities

• Sale of company

• High levels of executive compensation

• Related-party transactions

• Purchase of employer securities
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• High levels of executive compensation

• Related-party transactions
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ERISA ERISA ““StockStock--DropDrop””
Litigation:Litigation:

Morgan, Lewis & Bockius LLP, with a team of nearly 1,200 lawyers in 19 
offices worldwide, is a fully integrated, multipractice law firm that delivers 
value and results to global clients. Morgan Lewis represents multinational 
companies and  financial services and investment banking organizations, as 
well as leaders in the life sciences, technology, media, securities and energy 
sectors.  More information about Morgan Lewis can be found on our web site 
at morganlewis.com.
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