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Even with the ESOP diversification exemption, courts for 
years have struggled with how to apply fiduciary duty obliga-
tions to ESOP fiduciaries when called upon to do so regard-
ing the decision to invest in employer stock. While on the 
one hand plan documents direct the fiduciaries to invest in 
the employer’s stock, fiduciary obligations may still, in theory, 
override plan document directions. In 1995, the Third Circuit 
Court of Appeals adopted a “presumption of prudence,” under 
which the decision by an ESOP fiduciary to invest or remain 
invested in the employer’s stock could not form the basis of a 
successful complaint unless a plaintiff pleaded facts indicating 
that “the ERISA fiduciary could not have believed reasonably 
that continued adherence to the ESOP’s direction was in keep-
ing with the settlor’s expectations of how a prudent trustee 
would operate.” Several other circuit courts thereafter adopted 
similar presumptions. 

In 2014 in Fifth Third Bancorp v. Dudenhoeffer, the U.S. 
Supreme Court overturned these presumptions and held that 
regular fiduciary duty obligations applied to ESOP fiduciaries 
(subject still to the exemption from the duty to diversify). How-
ever, the Court indicated that an ESOP fiduciary normally will 
be considered to be acting prudently when it relies on the mar-
ket price of a publicly traded security. The Court allowed that 
there could be “special circumstances” that might make such 
reliance on the market price imprudent but did not provide any 
further explanation or example of how a plaintiff might meet 
this standard. The Supreme Court further held that in order to 
proceed with a claim based on a fiduciary’s knowledge of inside 
information, a plaintiff must 

plausibly allege an alternative action that the defendant 
could have taken that would have been consistent with 
the securities laws and that a prudent fiduciary in the 
same circumstances would not have viewed as more 
likely to harm the fund than to help it.
The Court declined, however, to answer the question of 

whether a plaintiff could move forward with a fiduciary duty-of-
prudence breach case based on publicly available information. 

In the case of Lehman Brothers, the plaintiff plan partici-
pants alleged that fiduciaries knew or should have known, 
based on publicly available information, that the continued 

investment by the LSF in Lehman Brothers stock was increas-
ingly risky, that Lehman Brothers stock was overvalued and, 
therefore, that such continued investment was a breach of fi-
duciary duty. The plaintiffs relied on the July 2008 SEC order 
to support their claims, alleging that the order alerted plan fi-
duciaries to inaccuracies in the Lehman Brothers market price.

The Second Circuit Court of Appeals dismissed the com-
plaint, finding that the plaintiffs failed to allege special circum-
stances that would show the fiduciaries knew or should have 
known that Lehman Brothers stock had been overvalued—in 
other words, to rebut the “efficient-market” theory articulated 
in Dudenhoeffer. As the district court in this case had written, 
the allegations of “allegedly ominous news articles, volatility of 
Lehman’s stock price, increased trading volumes, rising costs 
of Lehman credit default swaps and other investment instru-
ments, downgrades from various ratings agencies, and criti-
cism from investment analysts” represented only “mixed sig-
nals” regarding whether Lehman Brothers was still a prudent 
investment and so were insufficient to allow the plaintiffs to 
move forward with litigation.

In addition, the plaintiffs had alleged fiduciary breach based 
on a failure to uncover inside information regarding the finan-
cial health of Lehman Brothers. The Second Circuit rejected 
this theory as well, noting that there were “no specific allega-
tions about what lines of inquiry would have revealed this in-
formation or who, if pressed, in fact would have disclosed it 
to the Plan Committee Defendants.” Furthermore, the Second 
Circuit found that the plaintiffs failed to articulate a plausible 
course of action that a prudent fiduciary could not have viewed 
as more likely to harm rather than help the plan or that would 
not have violated prohibitions on insider trading.

Pension Forfeiture Can Constitute a Fine

Public Employee Retirement Administration Commission v. 
Bettencourt, 474 Mass. 60 (Apr. 6, 2016). Massachusetts 
Supreme Judicial Court holds that police officer’s pension forfeiture 
constitutes an excessive fine in violation of U.S. Constitution. 

On April 6, 2016, the Massachusetts Supreme Judicial Court 
issued a landmark decision in the case of Public Employee Re-
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tirement Administration Commission v. Bettencourt, holding 
that a statutory forfeiture of a former police officer’s pension 
was an excessive fine in violation of the Eighth Amendment of 
the U.S. Constitution. The court’s decision was limited to the 
circumstances of the case—namely, that the officer had been 
convicted of a low-level offense that did not cause any actual 
harm and did not confer any benefit on the officer. Now, public 
retirement boards in Massachusetts must not only determine 
whether an offense triggers the statutory forfeiture provision 
but also, at least until any legislative changes occur, apply con-
stitutional factors to determine whether a given forfeiture is 
“excessive” in relation to the offense triggering the forfeiture.

Massachusetts state law, codified in Chapter 32 of the Gen-
eral Laws, governs the terms of public employee retirement 
benefits statewide. Chapter 32 establishes that a public em-
ployee’s expected retirement benefit cannot be changed once 
the employee has paid the required contributions, creating a 
contract-like arrangement. Chapter 32 also requires retirement 
boards to deny public retirement benefits to any employee, and 
any of his beneficiaries, upon “final conviction of a criminal 
offense involving violation of the laws applicable to his office or 
position.” The term criminal offense includes both felonies and 
misdemeanors and, upon such a conviction, the employee can 
receive only the sum of his contributions to the system without 
interest. 

Bettencourt began working for the Peabody Police Depart-
ment in Massachusetts in 1980. One morning in December 
2004, Bettencourt, while on duty, gained unauthorized access 
through the Internet to the state civil service computer system 
by using the Social Security numbers and birth dates of 21 oth-
er police officers in his department. Four of those 21 officers 
were competing with Bettencourt for a promotion to captain 
in the department. 

Bettencourt was charged and convicted of 21 counts of 
unauthorized access to a computer system and sentenced to 
a total of $10,500 in fines. One count of this offense carries a 
maximum sentence of 30 days in prison and/or a $1,000 fine. 
There was never any evidence that Bettencourt benefited from 
the information he accessed illegally or that his unauthorized 
access jeopardized the security of the officers’ information or 

caused harm in any other way. The actuarial value of Betten-
court’s pension benefits was estimated somewhere between 
$659,000 and almost $1.5 million.

The Peabody Retirement Board, which oversees public 
pension benefits for Peabody police officers and all other 
Peabody employees, held a hearing regarding Bettencourt’s 
potential forfeiture of his pension under Chapter 32 and 
concluded that he had not violated a law “applicable to his 
office or position.” The Public Employee Retirement Admin-
istration Commission (PERAC), the state body that oversees 
public retirement benefits in Massachusetts, overturned the 
board’s decision. Courts have interpreted the phrase laws ap-
plicable to as including criminal offenses that “relate to” the 
offender’s public employment; here, PERAC found that Bet-
tencourt’s offense was “related to” his position as a police offi-
cer. After several levels of appeal, the case reached the Massa-
chusetts Supreme Judicial Court on the sole issue of whether 
the pension forfeiture in this case constituted an excessive 
fine in violation of the Eighth Amendment. (Bettencourt did 
not dispute at this stage in the case that the conviction was 
related to his position.)

Under the Eighth Amendment, a government cannot im-
pose an excessive fine as punishment for an offense. A court 
considering an Eighth Amendment challenge first must de-
termine whether there is a “fine” at issue, which requires the 
implication of a property interest, and then must determine 
whether the fine is “excessive.” PERAC in this case argued that 
there was no property interest because Bettencourt’s expected 
benefit was conditional on his not committing an offense relat-
ed to his office or position, an argument that has been success-
ful in at least three other jurisdictions regarding public pension 
forfeitures.

The Supreme Judicial Court disagreed, finding that the 
forfeiture in this case constitutes a fine for constitutional pur-
poses. The court then considered the following four factors to 
determine whether the fine was excessive:

 1. The nature and circumstances of the offense
 2. Whether the offense related to any other illegal activities
 3. The aggregate maximum sentence that could have been 

imposed 
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 4. The harm resulting from commission of the offense.
The court found the fine to be excessive because Betten-

court’s criminal actions were limited to a one-time occurrence, 
caused no tangible harm, conferred no benefit to Bettencourt 
and carried relatively low sentences. 

Prior Massachusetts court decisions have considered the 
issue of whether a pension forfeiture was excessive under the 
Eighth Amendment. The Bettencourt case breaks new ground, 
however, because it is the first in Massachusetts to decide de-
finitively that a pension forfeiture can constitute a “fine.” 

The court declined to fashion a compromise remedy, hold-
ing that because the legislature had provided no guidance on 
this issue, the forfeiture statute simply did not apply to Betten-
court, allowing him the full amount of his pension. The court 
stated explicitly that it did not wish to establish a judicially cre-
ated procedure for reducing but not entirely eliminating a pen-
sion forfeiture without any legislative direction. Accordingly, 
for the time being, public retirement boards must include in 
their forfeiture determinations an Eighth Amendment analy-
sis, applying the four factors noted above to ensure that a given 
forfeiture is not excessive in relation to the criminal offense at 
issue. 

Illinois Law Reducing Chicago Employee Pensions 
Unconstitutional

Jones v. Municipal Employees’ Annuity & Benefit Fund of 
Chicago, 2016 IL 119618, __N.E.3d__ (Ill. Mar. 24, 2016).
Under Illinois Constitution creating contractual right to public pen-
sion benefits, state law addressing significant underfunding of Chi-
cago city employee pensions was held to be unconstitutional 
because it reduced benefit levels from what had been promised to 
city employees.

The Illinois Supreme Court recently held that a state law 
increasing funding and reducing expected pension benefits 
for active and retired employees of the city of Chicago was un-
constitutional under the Pension and Retirement Rights clause 
of the Illinois Constitution. The decision nullifies legislation 
through which the state legislature in cooperation with the city 
attempted to address a $20 billion citywide pension funding 

deficit, legislation that reflected over two years of negotiation 
efforts between city officials and union representatives. Given 
the clear creation of vested pension rights in the state’s constitu-
tion, the court’s holding was not unexpected, but those in the 
public employment sector should take note of the fact that the 
unions’ support of this legislation was not sufficient to over-
come the constitutional rights because it was not done through 
the collective bargaining process. 

City employees participated in several public pension 
funds, including the Municipal Employees’, Officers’ and Of-
ficials’ Annuity and Benefit Fund (MEABF) and the Laborers’ 
and Retirement Board Employees’ Annuity and Benefit Fund 
(LABF), both traditional defined benefit plans. Before the leg-
islation at issue in this case was passed, state law governing 
these and other public pension plans provided annuities based 
on a member’s salary, years of service and age at retirement. 
Employees hired before January 1, 2011 received 3% automatic 
annual increases, compounded annually, while employees 
hired after that date enjoyed the same terms except that the 
adjustment percentage was tied to the Consumer Price Index. 
State law also established employee and city contribution rates, 
with the city’s rate established at 1 or 1.25 times the annual em-
ployee contributions. 

Like many state and local governments nationwide, Illinois 
has struggled with constantly underfunded pension liabilities. 
The court noted in its decision that a report from 1949 found 
that “every fund in Illinois suffers at this time an actuarial in-
solvency.” After the problem of underfunding continued for 
a decade, the Illinois state constitution was amended in 1970 
to include the following clause: 

Membership in any pension or retirement system of 
the State, any unit of local government or school dis-
trict, or any agency or instrumentality thereof, shall be 
an enforceable contractual relationship, the benefits of 
which shall not be diminished or impaired. (Illinois 
Constitution Article XIII, §5.)
The amendment was intended to protect public work-

ers from municipalities that might neglect or abandon their 
pension obligations. However, city contribution rates under 
state law remained unchanged and were not tied in any way 


