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STOCK PLANS
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Plaintiff Fails to State a Claim in  
Amended Stock-Drop Complaint

T he U.S. District Court for the Central Dis-
trict of California grants the motion by the 
defendant electric company to dismiss the 

plaintiff retirement plan participant’s second 
amended complaint alleging that the defendants 
breached their fiduciary duty by not taking action 
when they knew or should have known that com-
pany stock was artificially inflated. 

The plaintiff represents a class of 401(k) retire-
ment plan participants. The defendants include 
the employer that sponsors the plan and other plan 
fiduciaries, including members of the committee 
that administers the plan. One of the investment 
options in the plan was employer common stock, 
which was an employee stock ownership plan 
(ESOP). In 2014, the defendants were involved 
in a settlement agreement that had specific limi-
tations on ex parte communications. An ex parte 
communication is a written or oral communication 
that (1) concerns any substantive issue in a formal 
proceeding, (2) takes place between an interested 
person and a decision maker and (3) does not oc-
cur in a public hearing, workshop or other public 
forum noticed by ruling or order in the proceed-
ing or on the record of the proceeding. Commu-
nications regarding the schedule, location, filing 
dates, identity of parties and other nonsubstantive 
information are procedural inquiries, not ex parte 
communications. 

The defendants engaged in ex parte commu-
nications that put the settlement in jeopardy and 
allegedly caused the stock fund to drop in price, 
causing harm to plan participants. The plaintiff 
filed a complaint alleging that the defendants 
breached their fiduciary duties under the Em-
ployee Retirement Income Security Act of 1974 
(ERISA) by allowing plan participants to invest in 
the stock fund while they knew its value was arti-
ficially inflated. This court has rejected the plain-
tiff ’s arguments and given leave to amend twice. 

The Supreme Court has established strict 
pleading standards for ERISA claims brought 

against ESOP fiduciaries. As established in Fifth 
Third Bancorp et al. v. Dudenhoeffer et al., 134 
S.Ct. 2459 (2014), plaintiffs must plausibly allege 
an alternative action that a defendant could have 
taken that would be consistent with securities laws 
and that a prudent fiduciary in the same circum-
stances would not have viewed as more likely to 
harm the fund than to help it. In the plaintiff ’s 
first amended complaint, she argued that the de-
fendants could not reasonably have concluded 
that taking action would have done more harm 
than good. The basis for this allegation was that 
disclosure of the fraud would have resulted in the 
price of the stock falling to its true value and that 
this could not be considered a harm because it was 
inevitable that the price would fall once the fraud 
was discovered. The court found that this did not 
satisfy the ERISA pleading standard and that the 
plaintiff had failed to account for the risk that the 
market might overreact to the proposed public 
disclosure, resulting in an undue decline in the 
price of the stock. 

In the second amended complaint, the plain-
tiff offers two proposed alternative actions the 
defendants could have taken: early corrective dis-
closure and freezing investments. She argues that 
if the defendants had disclosed the alleged fraud 
near the beginning of the class period, nearly all 
of the harm could have been avoided because little 
artificial inflation had occurred at that time and 
there would have been no further inflation. She 
also argues that as long as the fraud continued, the 
stock price would continue to rise and would have 
further to fall. She claims that a one-time, compre-
hensive disclosure would have mitigated harm to 
plan participants as opposed to allowing informa-
tion to slowly be revealed. In addition, the plaintiff 
argues that the defendants should have known that 
the implied volatility and decrease in bond prices 
would have led a prudent fiduciary to conclude that 
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an inflated bank loan to the detriment of the plain-
tiff firm. The court now must consider whether 
ERISA preempts state law in this case. The Fourth 
Circuit instructs courts to use congressional intent 
as the key consideration. The Supreme Court ex-
plains that Congress intended ERISA to preempt 
at least three categories of state law: (1) laws that 
mandate employee benefits structures or their ad-
ministration, (2) laws that bind employers or plan 
administrators to particular choices or preclude 
uniform administrative practice and (3) laws pro-
viding alternate enforcement mechanisms for em-
ployees to obtain ERISA plan benefits. The plain-
tiff firm argues that its claim is not preempted by 
any of these three specific categories that Congress 
intended to preempt. The defendant does not dis-

pute this but argues that because the plaintiff firm 
is the employer and plan fiduciary, the defendant 
is a former fiduciary, both are traditional ERISA 
plan entities, and the plaintiff firm is challenging 
the defendant’s conduct when performing a fidu-
ciary function as trustee for the plan, the claim 
by the plaintiff firm is preempted. The court finds 
that ERISA Section 514 expressly preempts all 
state laws that relate to an ERISA plan, including 
the administration of an ERISA plan, which the 
plaintiffs’ negligent misrepresentation claim chal-
lenges. Therefore, the court grants the defendant’s 
motion to dismiss the plaintiffs’ negligent misrep-
resentation claim on the basis of express preemp-
tion by ERISA.   

Accordingly, the court grants in part and de-
nies in part the defendant’s motion to dismiss.   

TBM Consulting Group, Inc., et al. v. Lubbock National 
Bank, No. 5:17-cv-00460 (E.D.N.C. May 31, 2018).
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the longer they waited to make a corrective disclo-
sure, the more harm such a disclosure would cause. 
Finally, she argues that the defendants should have 
recognized that market overreaction to corrective 
disclosures tends to become more likely the longer 
a fraud is prolonged. The plaintiff argues that these 
points equally applied to freezing new investments 
in the stock fund until after the artificial inflation 
had ended. The court is not persuaded by these ar-
guments and still finds that a prudent fiduciary in 
the same position could have viewed all of the al-
ternative actions presented as more likely to harm 
the fund than to help it. 

The second amended complaint fails to al-
lege that a prudent fiduciary could not have 
concluded that deferring a disclosure until after 
the completion of investigations into the nature 
of the alleged fraud or the degree to which the 
alleged fraud affected the stock price would 
cause more harm than good. The court finds 
that the plaintiff has offered conclusory allega-
tions about the inevitable harm caused by an 
undisclosed fraud and that the complaint does 
not withstand the context-specific scrutiny re-
quired. Thus, the court finds that the plaintiff 
has failed to state a claim and grants the defen-
dants’ motion to dismiss.   

Wilson v. Edison International, Inc., et al., No. 2:15-cv-
09139 (C.D.Cal. May 29, 2018).
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