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ERISA Fiduciaries Liable Absent ‘Objective Prudence’

 

By Ilana Pearlman  9/14/2014

Under the Employee Retirement Income Security Act (ERISA), fiduciaries may be liable for the losses

caused by their imprudent investment decisions unless they prove that a prudent fiduciary would have made

the same decision after a proper investigation, according to the 4th U.S. Circuit Court of Appeals.

In 1999, the RJR Nabisco Co. decided to spin off its tobacco business, R.J. Reynolds, from its food

business, Nabisco (collectively, “RJR”). Prior to the spinoff, RJR had sponsored a 401(k) plan for its

employees, which was governed by ERISA. This plan allowed participants to invest in any combination of

eight investment funds, including two funds that held exclusively RJR stock, the “Nabisco funds.”

A new plan was created on June 14, 1999, the date of the spinoff, by amendment to the existing plan. The

new plan expressly required that the Nabisco funds be maintained to permit participants to continue their

existing investments in RJR stock.

In violation of this plan requirement, a working group of RJR employees decided to eliminate the Nabisco

funds from the plan. The working group made this decision after less than an hour of discussion and without

hiring any financial consultants, outside counsel or independent fiduciaries. The working group had no

authority under the plan, and the decision was never properly ratified by the investment committee, which,

according to the plan documentation, was responsible for the plan investments.

In October 1999, the plan sent a letter to the plan participants informing them that it would eliminate the

Nabisco funds from the plan as of January 2000. The letter erroneously stated that the plan did not permit

the funds to be maintained.

Between June 15, 1999, the day after the spinoff, and Jan. 31, 2000, when the RJR stock in the Nabisco

funds was sold, the value of the funds dropped by over half. The sale therefore resulted in significant losses.

By December 2000, however, the RJR stock had more than fully recovered.



In May 2002, a plan participant filed a class-action lawsuit against RJR and the plan benefit and investment

committees. The lawsuit alleged that they had breached their duties as fiduciaries under ERISA by

eliminating RJR stock from the plan on an arbitrary timeline, by not conducting a thorough investigation and

by forcing the sale of the stock at an all-time low, despite the strong likelihood that the stock prices would

soon rebound. The lawsuit alleged that this caused substantial losses.

At trial, the district court found that the ERISA plan fiduciaries were not liable for the losses because a

reasonable and prudent fiduciary could have made the same investment decision after performing a proper

investigation.

On appeal, the 4th Circuit disagreed, holding that the trial court had not applied a high enough standard of

care to the plan fiduciaries. The appellate court held that the standard of care for ERISA fiduciaries was not

merely whether the fiduciaries had made an investment decision that a reasonable and prudent fiduciary

could have made, but was instead whether the fiduciaries had made a decision that a reasonable and

prudent fiduciary would have made.

Accordingly, to avoid liability, the fiduciaries would have to prove that despite their imprudent decision-

making process, their ultimate investment decision was “objectively prudent.” Under this “objectively

prudent” standard, a plaintiff who has proved the defendant-fiduciary’s procedural imprudence and resulting

losses will prevail unless the defendant-fiduciary shows that a prudent fiduciary would have made the same

decision after a proper investigation.

Tatum v. RJR Pension Inv. Comm., 4th Cir., No. 13-1360 (Aug. 4, 2014).

Professional Pointer: The ERISA fiduciaries could have shielded themselves from liability by following the

procedures provided in the plan for investment decisions. If they had done so, the liability analysis may not

have reached the question of whether “objectively prudent” fiduciaries would have made the same decision

after a proper investigation.

Ilana Pearlman is an attorney with Foster Employment Law, the Worklaw® Network member firm in

Oakland, Calif.
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