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SUPREME COURT DECISIONS:  IMPORTANCE OF PLAN DOCUMENTS IS REAFFIRMED AND RETROACTIVE APPLICATION OF PREGNANCY DISCRIMINATION ACT IS REJECTED

Thus far, 2009 has brought a diverse collection of cases that require the attention of plan advisers.  In January, the U.S. Supreme Court in Kennedy v. Administrator for DuPont Savings & Investment Plan,  45 EBC 2249, 2009 WL 160440 (S.Ct. 2009) unanimously held that a plan administrator was required to pay benefits to a participant’s ex-spouse who was his beneficiary, as required by plan documents and the participant’s beneficiary designation.  The court held that this was the correct result even though the ex-spouse had waived her rights to the same benefits in a divorce proceeding.  The plan documents did not recognize such waivers.  Thus, the Kennedy decision overrules several appeals court cases which had held that such waivers take precedence over conflicting plan documents.  In the Supreme Court’s view, plan administrators should be able to determine the proper beneficiary on the basis of the plan documents without the need to decide on the validity of a waiver.  However, the court noted the possibility that a participant’s estate would have the ability to enforce a waiver by filing a claim against the waiver beneficiary in state court.


The Kennedy decision is a timely reminder as to the primary importance of plan documents for plan administration.  Benefits must be paid strictly in accordance with such documents which should, therefore, be drafted with clear rules for waiving benefits, as well as other matters.

Diverting our attention from the Supreme Court for a moment, the critical nature of a plan document and the difficulty of correcting a mistake can be seen in Cross v. Bragg, 2009 WL 2196887 (4th Cir. 2009) in which the Fourth Circuit Court of Appeals refused to allow the reformation of a plan which had been amended to include an erroneous benefit formula.  When the error was recognized, the plan administrator, with the support of the plan’s actuary, sought to characterize the inclusion of the erroneous formula as a scrivener’s error.  This action received IRS approval when the plan was submitted for a ruling under the IRS Employee Plans Compliance Resolution System.  Nevertheless, several participants sued for the higher benefit resulting from the erroneous benefit formula.

The participants’ prevailed at both the district court and the appellate level.  The Fourth Circuit held that the power to correct a scrivener’s error rests solely with the courts by virtue of their equity powers.  In exercising this jurisdiction, courts are guided by principles of contract and trust law which, in the Fourth Circuit’s view, require the party seeking reformation to show that the mistake was mutual, i.e., that the participants, as well as the plan sponsor had had a different intent as to the effect of the plan amendment when it was adopted.  Evidence that the participants had not relied on the plan documents that included the error was not sufficient to establish a mutual mistake.  (This approach represents an uninformed view of the amendment process which generally does not have participant involvement, other than in the case of multiemployer plans.)   Nor was the reformation’s approval by the IRS given deference by the court.  The Cross decision will make it more difficult to correct scrivener’s errors and, at least in the Fourth Circuit, eliminates reliance on IRS sanctioned document corrections.


On a more hopeful note, in AT&T Corp v. Hulteen, No. 07-543, 2009 WL 1361539 (S.Ct. 2009), the Supreme Court held that a plan sponsor did not violate the Pregnancy Discrimination Act when it calculated employees’ pensions based, in part, on an accrual rule that predated that law and, therefore, treated pregnancy leaves less favorably than other forms of disability leave.  The plaintiffs were four AT&T employees who had taken pregnancy leave before April 29, 1979, the effective date of the Pregnancy Discrimination Act.  In response to the new law, AT&T began to provide full service credit for pregnancy leaves taken after the effective date, but it did not adjust the accrued service credits of plan participants who had previously taken pregnancy leaves.  The plaintiffs filed suit for discrimination on the basis of sex and pregnancy in violation of the Civil Rights Act of 1964.  The Supreme Court held that no violation occurred because the benefit calculation rule in this case is part of a bona fide seniority system under §703(h) of Title VII of the Civil Rights Act, which insulates it from challenge.  The court rejected the plaintiff’s argument that the recently enacted Lilly Ledbetter Fair Pay Act required a different result by virtue of its stipulation that unlawful discrimination occurs not only when a discriminatory compensation decision is made, but also when an individual “is affected by” the decision’s application.  The court reasoned that the plaintiffs had not been “affected by” a discriminatory decision within the meaning of the Ledbetter legislation, because AT&T’s original rule with regard to crediting pregnancy leaves had not been unlawful discrimination.


In view of its close reasoning applied to the specific facts of the case, the Hulteen decision is unlikely to have a significant effect on employers’ seniority systems.  However, it is a welcome development in that it reinforces the notion that anti-discrimination legislation will not be applied retroactively.

SEVENTH CIRCUIT ISSUES LANDMARK DECISION ON EXCESSIVE FEES

The most notable case of 2009 relating to plan investments is Hecker v. Deere, 556 F.3d 575 (7th Cir. 2009), which involved appellate review of a district court decision that had dismissed breach of fiduciary duty claims against the plan sponsor, Deere & Company, and two Fidelity entities that were plan service providers. 

Deere sponsored and administered 401(k) plans for its employees.  The plans offered at least 20 Fidelity investment options while trustee, recordkeeping, and administrative functions were handled by Fidelity Management Trust Company and Fidelity Management and Research Company.  (Significantly, the Deere plan also made available a brokerage window that provided participants with access to more than 2,500 other mutual funds.)  As in most other cases of the excessive fee genre, the complaint had alleged that the defendants violated their fiduciary duties in two ways: first, by providing investment options with excessive and unreasonable fees and costs; and, second, by failing to adequately disclose information about the fees and costs to plan participants.  The District Court granted the defendants motion to dismiss which the plaintiffs then appealed to the Seventh Circuit Court of Appeals.


On February 12, 2009, the appellate court, in a landmark opinion, affirmed the dismissal, rejecting the plaintiff’s first claim as to excessive fees on the ground that the mutual fund fees could not be excessive because they were offered to the general investing public with the result that expense ratios are set in response to market competition.  The court stated that “[N]othing in ERISA requires every fiduciary to scour the market to find and offer the cheapest possible fund (which might, of course, be plagued by other problems).” The court also held that Deere’s practice of limiting the funds’ investment options to those offered by defendant Fidelity Investments was prudent given the diversity of those investment options, which included more than 20 Fidelity mutual funds as well as the brokerage window through which participants could invest in more than 2,500 other funds.


As to the plaintiff’s second claim, the Seventh Circuit held that ERISA neither prohibits revenue sharing arrangements or compels their disclosure.  The court also held that such payments did not constitute plan assets, because they were made from the assets of the mutual funds in question, not from the plan.  The court found that the disclosure of total aggregate fees in fund prospectuses was adequate, stating that “the total fee, not the internal, post-collection distribution of the fee [to Fidelity affiliates], is the critical figure for someone interested in the cost of including a certain investment in her portfolio and the net value of that investment.”


Finally, the Seventh Circuit appeared to hold that, given the array of investment options available through the brokerage window, the safe harbor defense provided by Section 404(c) of ERISA shielded the defendants from liability.


Notwithstanding the Seventh Circuit’s definitive opinion, the plaintiffs, supported by briefs from the DOL and other groups filed a petition for a rehearing by the full circuit.  On June 24, 2009, the appeals court denied the petition, but, in so doing, it issued an addendum to its original opinion which appears to limit some of the more extreme implications of its analysis. 

The DOL has taken a strong position that ERISA fiduciaries are always liable for the imprudent selection of investment options in 401(k) plans and that Section 404(c) is no defense against such liability.  Accordingly, it vigorously argued that the Seventh Circuit’s original Deere opinion had not give due deference to this point.  The addendum responded by noting that the 404(c) issue was not involved in its primary holding that there was “no duty to scour the market to find the fund with the lowest imaginable fees” and that the fees in the particular funds that were the subject of the complaint “could not be deemed imprudent because they were offered at the same prices to the general public.”   The addendum indicated that these rulings did not necessarily contradict the Department’s position with which the court nevertheless refused to agree.  The court noted that it had intentionally avoided a broad ruling on the issue of 404(c) protection and that it had left the area open for future development.  In the addendum, the court stated that, contrary to the Department’s fears, its ruling was not broad enough to immunize from accountability a fiduciary that acts imprudently by selecting an overpriced portfolio of funds.

As to the Department’s concern that, under Deere, a fiduciary can insulate itself from liability by the simple expedient of including a very large number of investment alternatives in the plan portfolio, the Seventh Circuit addendum, quoting the Department’s brief, observed that the Deere opinion “was not intended to give a green light to such ‘obvious, even reckless, imprudence in the selection of investments.’”  The court explained that its opinion had been “tethered closely to the facts” that were before it and that the plaintiffs had failed to allege that any of the Deere plan’s investment alternatives were unsound or reckless.


Notwithstanding its effort to narrow the Deere holding, when the dust settles, it appears that, in the Seventh Circuit’s view, the selection, pursuant to a prudent and reasonable process, of a liberal number of investment options to be made available to plan participants would provide an impregnable defense to assertions of liability by participants.  While the Deere opinion will have a far-reaching influence on current litigation, it is less important as a guide to ongoing conduct because of regulatory and legislative initiatives that will require extensive disclosure by plan service providers to plan fiduciaries.

DISTRICT COURTS RULE ON MORE EXCESSIVE FEE LITIGATION CASES


It has been observed that trial courts have been reluctant to dismiss at an early stage in the pleadings the wave of complaints attacking investment fees and revenue sharing arrangements in connection with 401(k) plans.  In March, the first of these excessive fee cases to be decided after full discovery, Taylor v. United Technologies Corporation, 2009 WL 535779 (D. Conn. 2009),  resulted in summary judgment for the defendants, possibly signaling the beginning of the end of these types of claims.


United Technologies (“UT”) provided a 401(k) plan for its employees that eventually offered 24 investment options.  Under a recordkeeping agreement with Fidelity, UT was initially obligated to pay a flat dollar base fee per participant with a partial credit for investments in Fidelity’s actively managed funds that exceeded a specified threshold.  In 2002, this obligation was shifted to participant’s accounts which were assessed with a charge of $10 per quarter.  When the credits for investments in Fidelity funds caused the fee to decline below $10, UT began charging accounts with the actual recordkeeping costs incurred in the previous quarter.  In addition, some of the mutual funds in the UT plan’s investment line-up paid sub-transfer agent fees to Fidelity.


The plaintiffs claimed that the UT plan’s investment offerings constituted a breach of fiduciary duty, because the fee structure described above was unreasonable.  The plaintiffs also objected to the inclusion of actively managed funds on the plan’s investment roster in light of the higher fees charged by such funds.  However, the district court denied that there had been a breach of fiduciary duty, reasoning that UT’s selection process had included appropriate consideration of both the fees and the net returns on each fund.  The court rejected the plaintiffs’ contention that separately managed accounts would have been a lower cost equivalent to the mutual funds actually offered by the plan.  It also concluded that the plaintiffs had failed to prove that UT was unduly influenced by the potential reduction of its obligation to pay recordkeeping fees when it selected actively managed funds for the plan’s investment menu.  Further, the court rejected the argument that the use of revenue sharing resulted in unreasonably high recordkeeping fees, noting that Fidelity was not a plan fiduciary.  Finally, the court denied the plaintiffs’ claims that UT had made misleading statements with respect to plan fees and expenses, having concluded in a previous phase of the case that ERISA does not affirmatively require the disclosure of sub-transfer agent fees and noting that such fees were not material because they did not affect share price.


The United Technologies case has been appealed to the Second Circuit Court of Appeals and has drawn considerable interest because of the potential for an appellate court ruling that the inclusion of actively managed and retail funds on a plan’s investment menu is not imprudent.  Nevertheless, there is another lesson that can be drawn from the case, namely that plan fiduciaries, like those in the United Technologies, should thoroughly investigate the fee structure of a plan’s investment alternatives and monitor such investment vehicles once they are chosen.  These procedures should be documented in order to defend against potential challenges.


Tibble v. Edison, 2009 WL 2382340 (C.D. Cal, 2009) is another decision involving summary judgment for the defendants on revenue sharing issues.  In this case, the court ruled that the employer had correctly interpreted the plan to allow the use of revenue sharing to pay recordkeeping fees.  Further, the court held that such revenue sharing did not constitute a prohibited transaction, as claimed by the plaintiffs.  Nevertheless, there was a triable issue of fact as to whether the plan fiduciaries improperly considered revenue sharing and the benefit it conferred on the employer when the plan’s investment alternatives were selected.   


Notwithstanding the favorable development represented by the United Technologies case, there are over a dozen other excessive fee cases that are being actively litigated, and as Tibble indicates, some of these cases will go to trial where the outcome will be uncertain.

NEW STOCK DROP RULINGS

So-called stock drop cases involve the claim that fiduciaries of a 401(k) plan or an ESOP breached their fiduciary duties by failing to remove employer stock as a plan investment option.  When such stock suffers a significant decline in value due to business exigencies, the employer is often sued based on the twin claims that the inclusion of an employer stock fund as an investment alternative was imprudent and that the employer failed to disclose to participants the business issues that led to such decline.


In re Citigroup ERISA Litigation, No. 07 Civ. 9790, (S.D.N.Y. 2009), decided at the end of August, represents a major setback for plaintiffs by virtue of its dismissal of numerous fiduciary breach claims arising from the extremely large losses that Citigroup suffered as a result of the subprime mortgage crisis and its effect on Citigroup’s stock price.  The sharply worded opinion concluded that the plan document mandated that Citigroup’s stock be offered as an investment option and that the plan fiduciaries had no discretion to eliminate the stock from the plan.  The ruling appears to sanction the notion that an absolute defense to fiduciary claims in stock drop cases can be drafted into the plan document.


Department of Labor officials were not long in reacting to the Citigroup decision, voicing their disagreement with the premise that employer stock funds could be excepted from fiduciary standards by a drafting technique.


A few weeks after Citigroup, another district court arrived at a different result in another stock drop case involving a financial institution affected by the subprime mortgage crisis.  In Sims v. First Horizon National Corporation, No. 08-2293-STA-cgc, (W.D. Tenn. 2009), the court ruled that the plaintiff employees had set forth enough evidence that might enable them to show that the defendant employer and its top officials had breached their fiduciary duties by allowing the plan to continue investing in company stock even after they knew it was no longer prudent to do so.

CLARIFICATION OF CLASS CERTIFICATION IN THE WORKS 

Many courts have almost routinely granted class certification in stock drop cases and litigation over 401(k) fees.  The Supreme Court’s 2008 LaRue decision, however, gave participants the ability to bring suits for individualized losses, as distinct form losses to the plan as a whole.  This has now given rise to arguments by defendants that it is no longer appropriate to certify stock drop and excessive fee claims as class actions, because of the individualized nature of the claims.  

The Seventh Circuit recently consolidated four cases (two stock drop cases and two excessive fee cases) for purposes of reviewing this issue.  The four cases are: Howell v. Motorola, Inc., Lingis v. Dorazil, Spano v. Boeing Co. and Beesley v. International Paper.  

It appears that class certification in the pension world will be an increasingly contentious issue.
_______________________________

                          
This Newsletter is provided for information purposes by The Wagner Law Group, a Professional Corporation,

to clients and others who may be interested in the subject matter.  This material is not to be construed as legal advice or legal opinions on specific facts. Under the Rules of the Supreme Judicial Court of Massachusetts,

 this material may be considered advertising.

_______________________________

                          
_____________________________________________________________________________________________

© Copyright 2009, The Wagner Law Group

All rights reserved.

8
_____________________________________________________________________________________________

The Wagner Law Group – Specializing in ERISA, Employee Benefits and Employment Law

2

