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Quan v. Computer Sciences Corporation:
The Ninth Circuit Adopts the Moench
Presumption in Favor of Plan Fiduciaries
Katherine Gilbert
This discussion reviews the recent Quan v. Computer Sciences Corporation judicial
decision. In that decision, the U.S. Court of Appeals ruled in favor of plan fiduciaries. In
addition, this discussion summarizes the “Moench Presumption” and describes the Appeals
Court decision to adopt that presumption.

Introduction
In the judicial decision, Frederico Quan, et al.
v. Computer Sciences Corporation (CSC),1 the
Ninth Circuit of the U.S. Court of Appeals has made
it clear that it will adopt the so-called “Moench
presumption” in favor of fiduciaries who manage
employer stock investments for a 401(k) plan or an
employee stock ownership plan (ESOP).
Specifically, the plaintiffs in the CSC litigation
alleged wrongdoing principally related to the following actions:
n

material weaknesses in the CSC stock
option granting and income tax accounting
practices

n

the misrepresentation of CSC’s accounting
and income tax problems.

The CSC plaintiffs consisted of a class of current
and former employees of CSC and participants in
the participant-directed 401(k) Matched Asset Plan
(the “Plan”). These plaintiffs alleged that the fiduciaries’ improper conduct caused:
1.

over 9,000 errors in the pricing of stock
options,

2.

deficiencies relating to accounting for
income taxes,

3.

two restatements of the CSC financial statements within seven months,
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4.

a one-day drop in the CSC stock price of 12
percent, and

5.

a loss of over $700 million in retirement
savings to CSC employees and retirees.

The defendants in the CSC litigation were named
and were allegedly de facto fiduciaries of the
Plan (“the Fiduciaries”). These Fiduciaries included
CSC, the CSC Retirement and Employee Benefits
Plans Committee (the “Committee”), and current
and former officers and directors of CSC.
In September 2010, the Ninth Circuit of the U.S.
Court of Appeals granted summary judgment to the
Fiduciaries on the Participants’ imprudent investment and misrepresentation claims.
This discussion reviews the facts of the CSC
case. This discussion also summarizes the Moench
Presumption and the Ninth Circuit’s decision to
adopt this presumption in its decision.

The Facts

of the

Case

CSC, headquartered in Falls Church, Virginia, is
a publicly traded multibillion dollar Fortune 500
information technology company founded in 1959.
CSC has major operations in North America,
Europe, and the Asia-Pacific region, including India
and Australia. The company’s revenue increased in
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every year but one between December
31, 1998, and January 23, 2008. CSC
was also profitable in every year during
that period.
The CSC stock was, and is, heavily
held by private and institutional investors, including public pension funds.
The case specifically involves a
401(k) matched asset plan offered by
CSC. In that plan, certain employees
could contribute up to 50 percent of
their salary to their retirement plan.
Participants could allocate their contributions to any of the 14 available
investment alternatives. These investment alternatives included a fund holding only CSC stock (the CSC Stock
Fund).
According to Plan documents,
the CSC Stock Fund was a mandatory investment offering in which CSC
would match part of the contributions equal to 50
cents for every dollar contributed, with a cap at 3
percent of the participants’ salary. The Committee
was responsible for selecting investment options for
the Plan.

The end result of the litigation was that the committee identified no intentional wrongdoing by CSC
in its stock option granting policies. The committee
did, however, find income tax deficiencies in the
CSC financial statements. These financial statements were restated shortly thereafter.

Contributions allocated to the CSC Stock Fund
prior to January 2007 could only be reallocated to
other diversified Plan funds if certain age and service requirements were met. After January 2007,
contributions could be directly reallocated to any
fund or funds in the Plan.

The participants claimed that the Fiduciaries
misrepresented the CSC accounting and income
tax problems. The participants claimed that the
Fiduciaries stated that the stock options were granted at 100 percent of the CSC stock market value on
the day of the grant.

CSC provided stock options to certain executives. These stock options had an exercise price
equal to 100 percent of the stock market value on
the option grant date. The CSC practice was to
identify the measurement date as the earliest date
on which the company knows:

The participants also alleged that the Fiduciaries
stated that the drop in stock price was caused by
the market and not by CSC. The participants also
alleged that some of the Fiduciaries violated their
duties by failing to monitor CSC and its business
problems, as well as by failing to assess the proper
risk of investing employee retirement savings in
CSC stock.

1.

the option recipients,

2.

the number of options to be issued, and

3.

the option exercise price.

On June 29, 2006, the Securities and Exchange
Commission (SEC) requested information from CSC
about its stock option granting practices.
In September 2006, the SEC issued new guidance on how the measurement dates for stock
options should be determined. As a result of this
guidance, CSC established a special committee to
oversee an internal investigation into its own stock
option granting policies.
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The Imprudent Investment
Standard
A breach of fiduciary duty falls under the Employee
Retirement Income Security Act (ERISA), specifically Section 404 of the Act. ERISA Section 404
states that plan fiduciaries must invest assets for a
retirement plan as a “prudent man” would invest.
This principle indicates that a fiduciary must “act
prudently by diversifying the investments of the
plan so as to minimize the risk of large losses.”
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However, Section ERISA 404(a)(2) excuses “qualifying employer securities.”
While, a fiduciary may be exempt from investing
in its own employer securities, it is not exempt from
disregarding the first point of the law {the “prudent
man standard”). Therefore, fiduciaries must act
“prudently” when deciding whether or not to invest
ERISA plan assets into their own company’s stock.
To conclude whether the Fiduciaries in this case
acted “prudently,” the Appeals Court had to determine the extent to which the Fiduciaries “employed
the appropriate methods to investigate the merits of
the[ir] investment.”

The Moench Presumption
The Moench Presumption is based on a 1995 decision by the Third Circuit U.S. Court of Appeals.2
This Appeals Court decision basically treated a
fiduciary’s decision to continue offering the company stock investment as being consistent with the
Employee Retirement Income Security Act (ERISA).
The presumption states that when a fiduciary of
a 401(k) plan or ESOP is charged with imprudently
investing in employer stock, the court will presume
the fiduciary was acting consistently with ERISA.
This is true, unless the plaintiff can show that the
fiduciary knew at a pertinent time of an imminent
corporate collapse.

Plaintiffs Claim Number One—
The Impudent Investment
Claim
In order to prove an act of imprudent behavior
by the Fiduciaries, the participants in the Plan
needed to show evidence that CSC was in financial
turmoil—leading to a stoppage in the investment of
CSC stock by the Fiduciaries.
Agreeing with the District Court’s ruling, the
Appeals Court asserted that the participants failed
to offer any evidence that “it was unreasonable for
the Fiduciaries to believe that CSC would overcome
its problems with stock options pricing and income
tax accounting,” especially due to the fact CSC had
internally recognized their problems.
Furthermore, the participants failed to offer
significant evidence that the Fiduciaries did not
critically analyze their investment structure. The
Appeals Court noted that [first] “mere stock fluctuations . . . are insufficient to establish the requisite
imprudence to rebut the Moench presumption.”
Therefore, the significant decline in CSC stock
price does not demonstrate that the Fiduciaries
failed to scrutinize the “merits of their investment.”
Also, the participants unsuccessfully proved any
misconduct by the Fiduciaries when the Fiduciaries
decided to invest in the CSC stock. Therefore, the
participants’ claim of imprudence was nullified. This
was because courts only have a duty to investigate
the prudence of an investment when “there
is some reason to suspect that investing in
company stock may be imprudent—that is,
there must be something akin to a ‘red flag’
of misconduct.”
Finally, the participants failed to show
any link between the Fiduciaries’ failure
to investigate their investment with harm
suffered by the Plan.
The Appeals Court determined that
other factors—including the announcement by CSC that it was no longer looking for a buyer and its decision to buy
back stock—were the primary reasons for
the decline in the CSC stock price. The
Appeals Court concluded that the lack of
investigation by the Fiduciaries was not
the reason for the decline in the CSC stock
price.
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Plaintiffs Claim Number
Two—The Misrepresentation
Claim
The Third Circuit had noted that “a misrepresentation is ‘material’ if there was a substantial likelihood
that it would have misled a reasonable participant
in making an adequately informed decision about
whether to place or maintain monies’ in a particular
fund.”
Using the Third Circuit’s definition of ‘material,’
the Ninth Circuit affirmed the District Court’s ruling that the Fiduciaries did not misrepresent their
claims. These claims included the following:
1.

2.

a statement that the June 2006 stock price
decrease was caused by “the market, not
CSC”
a statement that “stock options have an
exercise price equal to 100 percent of the
market value on the day they were granted.”

First, because the statement regarding the
decline in stock price was made by a third party,
and not by the Fiduciaries, the participants’ claim
was not applicable, as the Fiduciaries never made
the statement.
Second, due to the lack of clarity regarding the
SEC rulings on the pricing of stock options, there
was not an act of misrepresentation. Furthermore,
the participants failed to provide any evidence that
there was any “likelihood that [the Fiduciaries]
would have misled a reasonable participant in
making an adequately informed decision about
whether to place or maintain monies in the CSC
stock fund.”

The Fiduciaries’ Cross Appeal
The Appeals Court decided to overturn the District
Court’s ruling regarding the Fiduciaries cross
appeal to award them costs as “prevailing parties”
pursuant to Rule 54 of the Federal Rules of Civil
Procedure.
The Appeals Court concluded that the District
Court had erred in ruling that the Fiduciaries’
award of costs should be denied. Therefore, this
component of the District Court’s decision was
reversed and remanded back to the District Court.
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Summary and
Conclusion
The District Court correctly ruled
in favor of the Fiduciaries on the
participants’ claims of imprudent
investment and misrepresentation. Accordingly, the District
Court’s ruling was affirmed.
The portion of the District
Court decision concerning the
Fiduciaries cross-appeal was
reversed and remanded, to determine whether each party should
bear its own costs.

“A fiduciary
should consider
whether a sale
will cause the
plan to miss
future increases
in share value.”

Ultimately the Ninth Circuit ruled in favor
of the Fiduciaries on the participants’ claims of
imprudent investment and misrepresentation. In
its judicial decision, the Ninth Circuit concluded
the following:
n A fiduciary who becomes aware of circumstances that may impair stock value does
not have an immediate duty to sell the
employer stock.
n A fiduciary should consider whether a sale
will cause the plan to miss future increases
in share value.
n An abrupt one-day drop in stock price was
not an indicator of imprudence where the
share value rebounded in a relatively short
period of time.
n Issues relating to the stock option plan
problems were adequately considered and
examined by CSC; therefore, the plaintiffs
failed to establish that the fiduciaries acted
inappropriately.
It is important to mention that at this time,
only the Third, Fifth, Sixth and Ninth Circuits have
favorably adopted the Moench Presumption. The
First Circuit has rejected the presumption, and the
Second Circuit has recently filed amicus briefs in
two cases disputing the inconsistency of the Moench
Presumption with ERISA.
Notes:
1. Quan v. Computer Sciences Corporation,CSC II; Nos.
09-56190, 09-56248 U.S. App. (9th Cir. Sept. 30, 2010)
2. Moench v. Robertson, 62 F.3d 553 (3d Cir. 1995).
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