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ERISA & ESOP Stock Transactions
• ERISA expressly permits ESOPs to buy and sell stock of the employer/plan
sponsor
• Otherwise would be a prohibited transaction

• ERISA regulates ESOP stock transactions primarily through two types of
rules:
• Conduct rules – govern the conduct of the fiduciary, and
• Transaction rules – prohibit certain types of transactions involving the fiduciary
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ERISA Fiduciary Duties Generally
• Duty of loyalty

29 U.S.C. § 1104(a)(1)(A)

• Act with an “eye single” to interests of plan participants when making fiduciary decisions

• Duty of prudence 29 U.S.C. § 1104(a)(1)(B)
• Act with the care, skill, prudence, and diligence under the circumstances that a prudent
person, familiar with such matters, would use in a like situation

• Duty to diversify plan investments 29 U.S.C. § 1104(a)(1)(C)
• Duty to follow plan documents 29 U.S.C. § 1104(a)(1)(D)
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ESOP Fiduciary Duties
• ESOP fiduciaries are subject to the same duties applicable to ERISA
fiduciaries in general
• EXCEPT no duty to diversify 29 U.S.C. § 1104(a)(1)(C)

• Prudence and loyalty are commonly implicated in ERISA litigation involving
private ESOPs

7

Fiduciary Standard: Focus on Process
• The prudent person standard is objective
• Focuses on fiduciary’s conduct preceding challenged decision.
• Asks what a prudent person acting in a like capacity and familiar with such matters
would have done in like circumstances.
• A prudent fiduciary must have some level of expertise.

• Relevant inquiry is a fiduciary’s process for making decisions
• Not the results of the decisions.
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Fiduciary Standard: Focus on Process
• ESOP fiduciaries with even a “possible” conflict must, “at a minimum,”
engage in an “intensive and scrupulous independent investigation” into the
merits of an ESOP transaction.
• Howard v. Shay, 100 F.3d 1484, 1488–89 (9th Cir. 1996) (quoting Leigh v. Engle, 727
F.2d 113, 125–26 (7th Cir.1984)).

• A fiduciary must have complete loyalty to the interests of plan participants
and beneficiaries;
•
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must exclude all selfish interest, and all consideration of the interests of third persons.

Who is a fiduciary to an ESOP stock sale?
• Named fiduciaries
• Functional fiduciaries – a party is a fiduciary with respect to a plan to the
extent they:
• Have OR exercise any discretionary authority, responsibility or control in the
administration/management of the plan or disposition of the plan’s assets
• Includes ESOP trustee(s)

• Appointing fiduciaries retain fiduciary duties, and have a duty to monitor
appointees
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Prohibited Transaction Rules
• ESOP fiduciaries also must comply with ERISA’s prohibited-transactions
rules and exemptions
Prohibited Transaction

Exemption

A fiduciary may not cause a plan to buy or sell
from/to a party in interest 29 U.S.C.

An ESOP may buy employer stock if pays
adequate consideration 29 U.S.C.

1106(a)(1)(A)/(D)

1108(e)

A fiduciary may not cause a plan to borrow
from a party in interest 29 U.S.C.

An ESOP may borrow if a reasonable rate of
interest paid, and done primarily for benefit of
participants 29 U.S.C. 1108(b)(3)

1106(a)(1)(B)

11

Transactions Involving Private ESOPs
• A “private” ESOP holds the employer stock of closely held, private
companies
• Not traded on the public market → no ready share price
Public ESOP

Private ESOP

Delta Airlines

CLIF Bar

Share Value = $47.32/NYSE

Share Value = see 5500s

• Valuation required to determine the share price for company stock in private
ESOP transactions
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Public vs. Private ESOP litigation
• Main focus of today’s presentation is private company ESOP litigation
• Cases against publicly traded companies that offer their own stock is
commonly referred to as “stock drop” litigation

• Fifth Third Bank v. Dudenhoeffer, 134 S.Ct. 2459 (2014)
• Eliminated “presumption of prudence” followed by most circuits, but
• Required plaintiffs to allege an alternative action that fiduciaries could have taken,
consistent with securities laws, that a prudent fiduciary in the same circumstances would
not have viewed as more likely to harm the fund than help it
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Public vs. Private ESOP litigation
• Dudenhoeffer’s reference to “securities laws” caused most courts to
conclude that the decision did not apply to private company ESOP litigation
• Allen v. GreatBanc Trust Company, 835 F.3d 670 (7th Cir. 2016), but see, Hill v. Hill
Brothers Const. Co., Inc., 2016 WL 1252983 (N.D. Miss. 2016) and Vespa v. SinglerErnster, Inc., 2016 WL 663710 (N.D. Cal. 2016)
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Where does “stock drop” litigation stand?
• In 2018, the Second Circuit Court of Appeals held that plaintiff’s allegation
that an earlier disclosure of financial troubles of an IBM division survived an
early motion to dismiss – an allegation that other courts had rejected.
• Jander v. Ret. Plans Comm. of IBM, 910 F.3d 620 (2nd Cir. 2018)
• The Supreme Court granted cert, and ultimately remanded without squarely addressing
the merits of the arguments, but reiterating Dudenhoeffer’s strict pleading standards
• Parties in Jander announced a settlement on April 2, 2021 for $4.75 million
• The Second Circuit decision remains an outlier
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Commonly Challenged Conduct
• Fiduciary acts to benefit former shareholders and/or company
→ breach of loyalty

• Fiduciary acts fails to properly value company stock /allows the ESOP to
overpay
→ breach of prudence

• Fiduciary causes purchases of company stock for more than adequate
consideration/not fair market value
→ non-exempt prohibited transaction

• Fiduciary causes ESOP to obtain loan from party in interest with an
unreasonable rate of interest
→ non-exempt prohibited transaction
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Recent Private ESOP Decisions
• Scalia v. Reliance Trust Co., No. 17-CV-4540 (SRN/ECW), 2021 WL 795270 (D. Minn.
Mar. 2, 2021) (denying cross-MSJ and Daubert motions)

• Al Stewart v. Saakvitne, No. CV 18-00155 SOM-WRP, 2021 WL 951590 (D. Haw. Mar.
12, 2021) (granting in part DOL’s MSJ, denying defendants’ MSJ)

• Godfrey v. GreatBanc Trust Co., No. 18 C 7918, 2021 WL 679068 (N.D. Ill. Feb. 21,
2021) (certifying class of ESOP participants under Fed. R. Civ. P. 23(b)(1))

• Brundle v. Wilmington Trust, N.A., 919 F.3d 763 (4th Cir. 2019) (affirming $29.7m trial
judgment for plaintiffs)
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Recent Private ESOP Settlements
• Antonio Hurtado v. Rainbow Disposal Co., No. 8.17-CV-01605-JLS/DFM (C.D. Cal.
Jan. 4, 2021)
•
•

ESOP’s stock sold to third-party buyer
$7.9m settlement: $7.5m paid by Republic (which purchased the Rainbow ESOP stock) and $400,000 paid by
GreatBanc, the ESOP Trustee

• Choate v. Wilmington Trust, N.A., No. 1:17-cv-00250 (D. Del., April 2020)
•
•

Challenged trustee’s (Wilmington Trust) oversight of a $375.5m transaction
Settled for $19.5m

• Woznicki v. Raydon Corp., No. 6:18-cv-02090-Orl-41GJK, (M.D. Fla. Aug. 2020)
•
•
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Challenged selling shareholders’ and trustee’s (Lubbock Nat’l Bank) conduct in sale of the company to the
ESOP for $60.5m
$2.5m settlement

Fiduciary Review Process: Common
Issues in DOL Investigations and Lawsuits

Legal Standard
o Purchase or sale of stock must meet:
o ERISA § 404 “prudence” and “loyalty” requirements
o Applicable exemptions to ERISA § 406 prohibited transaction rules
o “Adequate consideration” for private company stock = fair market value of the
stock as determined in good faith by the trustee after prudent investigation

o ESOP trustee may rely on valuation advisor and legal advisor
o Not required to become an expert
o Must investigate expert’s qualifications, provide complete and
accurate information, and ensure reliance on expert’s advice is
reasonably justified under the circumstances

DOL Proposed Regulation
o DOL Proposed Regulation 29 C.F.R. § 2510.3-18(b)
o Never formally adopted
o Lays out content for valuations and steps to fulfill procedural
prudence
o

o
o

FMV = Price at which asset would change hands between willing buyer and
willing seller when buyer not under compulsion to buy and seller not under
compulsion to sell, and both parties are well-informed about the asset
Must be determined as of transaction date and reflected in written
documentation
Prudence in valuation process and independence affect whether fiduciary has
acted in good faith

DOL Process Agreements
o In 2014, GreatBanc entered into a settlement agreement with DOL to
resolve a pending enforcement action

o GreatBanc agreed to follow certain procedures when serving as a
trustee to an ESOP, including:
o Not using a valuation advisor that has performed a preliminary valuation for the
same ESOP sponsor
o Written analysis on reasons for choosing valuation advisor, other advisors
considered, qualifications, references
o Documentation of valuation analysis
o Consideration of claw-back provision

o DOL has since entered into process agreements with several other
ESOP trustees

DOL ESOP Enforcement
o ESOP enforcement is “National Priority”
o DOL has opened hundreds of ESOP investigations in recent years
o Continued to actively pursue investigations under Trump
administration, with some reduction of new enforcement actions
o DOL casts wide net in enforcement targets and legal theories
o DOL has stated that ESOP valuations are an area of chronic problems,
and that it is particularly concerned about blind acceptance of
unrealistic growth projections

Top 10 Issues in DOL ESOP Actions
1. Inadequate due diligence and oversight of valuation advisor
2. “Pre-packaged” deals and lack of negotiations

3. Overly aggressive projections
4. Lack of control
5. Inappropriate market comparables

6. Warrants/Stock Appreciation Rights
7. Customer concentration

8. Prior (and lower) stock valuations, letters of intent/indications of interest
9. Immediate post-transaction drop in value
10. Indemnification

Valuation Considerations

Selection of Valuation Advisor
o DOL expects trustees to consider multiple candidates and
document due diligence and reasoning
o Experience with transactions of similar size/complexity
o Experience valuing companies in the same industry

o Prior valuations performed for plan sponsor or selling
shareholder and “pre-packaging”
o Or other pre-existing relationship between valuation firm and seller
side that may affect independence

Financial Projections
o Major issue in ESOP investigations and litigation
o Key driver of discounted cash flow (DCF) valuation method
o DOL expects scrutiny of management’s revenue and earnings
projections
o
o

Reasonable in light of past results and future prospects?
Skeptical of aggressive growth forecasts and steep reductions in expenses

o Address unrealistic projections by making adjustments and/or
applying appropriate company-specific risk premium
o

Account for customer concentration, key person risk, etc.

o Claw-back provisions

Adjustments to Financials
o DOL will scrutinize valuation advisor’s adjustments to
historical financial statements
o Often normalizing adjustments to allow apples-to-apples
comparison to projections
o Non-recurring expenses, negotiated adjustments to management
compensation, etc.

o DOL expects trustees to document discussion and analysis of
adjustments
o DOL also often takes issue with financial statements that are
not audited

Control
o DOL often takes position that ESOP paid controlling value
but did not acquire effective control of company
o E.g., ESOP does not appoint or vote on majority of board members

o Questions whether appraiser wrongly applied control
premium or should have applied discount for lack of control
o Valuation firm should specify in report reasons for valuing
on a controlling basis and/or applying a control premium
o Trustee should document discussion of control

Warrants and SARs
o DOL often takes position that warrants and stock
appreciation rights (SARs) are dilutive and were not
appropriately accounted for in the valuation
o Inconsistent with ESOP valuation industry approach
o Typically, warrants are considered a cost of financing, not the cost
of the asset being purchased (i.e., the company stock). Accounted
for in rate of return analysis.
o SARs are an incentive negotiated to motivate executives and align
their interests with interests of shareholders. Accounted for in
fairness analysis.

Guideline Public Companies
o Guideline public company (GPC) valuation method uses
financial data for comparable public companies to develop
valuation multiples to apply to target company
o DOL often argues that guideline public companies chosen
are not sufficiently comparable
o Also insufficient discounting

o DOL sometimes takes issue with the weighting of the
valuation methodologies

Discussion Topics
• Fiduciary breach allegations in recent lawsuits involving ESOP
transactions with collateral payments to executives and Board
members
• Antonio Hurtado, et al. v. Rainbow Disposal Co., Inc., et al. (C.D. Cal.,
September 15, 2017)
• Stephanie Woznicki v. Raydon Corp., et al. (M.D. Fla., December 5, 2018)
• Brenda Szalanski v. Mike Arnold, et al. (W.D. Wisc., November 15, 2019)

• Plaintiffs’ theories of liability in these cases
• Considerations for independent trustees and parties involved in
future ESOP transactions with collateral payments

Collateral Payment Allegations
Hurtado v. Rainbow Disposal
• Lawsuit involved $112 million acquisition of Rainbow Disposal Co.,
Inc. stock by Republic Services, Inc. from Rainbow ESOP
• $112 million purchase price was most generous offer that Rainbow
received
• Rainbow was in dire financial straits at the time of transaction

Collateral Payment Allegations
Hurtado v. Rainbow Disposal (cont.)
• Transaction involved $5 million in non-compete payments to two
of Rainbow’s former executives
• Evidence indicated that Republic insisted on these non-compete
payments
• Parties disputed whether participants had a right to “passthrough” voting regarding the transaction, including potentially
opposing collateral payments

Collateral Payment Allegations
Hurtado v. Rainbow Disposal (cont.)
• Independent trustee overseeing transaction on behalf of ESOP
retained compensation consultant to review the reasonableness of
collateral payments

• Consultant determined payments, although on the higher end of
market, were reasonable under the circumstances
• Consultant further determined that it would be unreasonable to
jeopardize transaction by refusing non-compete payments

Collateral Payment Allegations
Hurtado v. Rainbow Disposal (cont.)
• Trustee spoke with Republic to negotiate lower non-compete
payments and more money for ESOP, but Republic refused
• Trustee determined it would adversely impact participants to forgo
deal based on Republic’s insistence regarding non-compete
payments

• Rainbow’s struggling financial situation and value of Republic offer
taken into account

Collateral Payment Allegations
Hurtado v. Rainbow Disposal (cont.)
• Plaintiffs claimed that non-compete payments violated ERISA’s
prohibited transaction rules
• Alleged that former executives, who were also ESOP fiduciaries,
committed prohibited transaction by negotiating and entering into
non-compete agreements for their own benefit

Collateral Payment Allegations
Hurtado v. Rainbow Disposal (cont.)
• Alleged these payments reduced the amount paid to the ESOP, so,
therefore, the transaction involved ESOP assets
• Lawsuit settled before summary judgment motions filed

Collateral Payment Allegations
Woznicki v. Raydon
• Transaction involved an ESOP’s acquisition of 100% of the shares of
Raydon Corporation for roughly $60 million
• As part of transaction, members of Raydon’s Board of Directors
received an additional $5 million in exchange for non-compete
agreements

• Following transaction, the value of Raydon’s shares dropped and
the lawsuit followed

Collateral Payment Allegations
Woznicki v. Raydon (cont.)
• Plaintiffs alleged that non-compete payments constituted a
prohibited transaction
• Alleged that Board defendants violated ERISA’s prohibited
transaction rules because they dealt with assets of the ESOP in
their own interest
• Further alleged that non-compete payments involved a transaction
whereby plan assets were used to benefit party in interest

Collateral Payment Allegations
Woznicki v. Raydon (cont.)
• District court dismissed prohibited transaction claim in response to
defendants’ motion to dismiss
• Court found that plaintiffs failed to allege that:
• (1) the ESOP was a party to the non-compete agreements, or
• (2) ESOP assets were part of the non-compete transaction

Collateral Payment Allegations
Szalanski v. Arnold
• Case involved asset sale of PDQ Food Stores, Inc. to Kwik Trip, Inc.
• Per share price of stock was $17,500, up from $6,672.60 nine months
prior to the transaction

• Participants voted regarding the transaction
• Transaction involved five $1 million non-compete payments between Kwik
Trip and five members of PDQ’s Board; the option by Kwik Trip to
purchase certain property owned by one of the Board members for $2
million; and SARs, severance, and incentive payments to the Board
defendants

Collateral Payment Allegations
Szalanski v. Arnold (cont.)
• Plaintiff alleged the Board defendants, who were also fiduciaries of
the ESOP, and independent trustee violated prohibited transaction
rules by causing the transaction to proceed

• Claimed that the payments to the Board defendants involved ESOP
assets because these payments allegedly reduced the amount
received by the ESOP in the transaction
• Further alleged the payments were made to parties in interest

Collateral Payment Allegations
Szalanski v. Arnold (cont.)
• Plaintiffs also claimed that these payments violated ERISA’s duties
of prudence and loyalty
• This is the first time breach of prudence and loyalty claims were
raised in the context of collateral payments
• Motion to dismiss both prohibited transaction and breach of
prudence and loyalty claims pending

Considerations in Future ESOP Transactions
For Trustees:
• Indemnification
• Review the value of transaction to ensure it is for fair market value
irrespective of collateral payments
• Follow proper procedure to ensure that transaction is prudent overall
• Retain independent consultant to review any collateral payments
• Discuss basis of collateral payments with parties to the collateral payment
agreements
• Document everything

Considerations in Future ESOP Transactions
For Parties to Collateral Payment Agreements:
• Consider reasonableness of payments in context of transaction
• Be open to discussing payments with trustee
• Consider enforceability of non-compete agreements in jurisdiction

• Length of non-compete agreements should be considered in relation to
amount paid
• Consider whether there is any evidence that the amount paid to the ESOP
was arguably reduced to allow for non-compete payments
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