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advancement of fees

AKCAWd

o Before the 2009 appellate court case Johnson v. Couturier, DOL opinions allowed a plan
sponsor to advance legal fees to fiduciaries charged with breaching their fiduciary duty,

with certain conditions.

e Johnson and subsequent cases raise serious issues about indemnification and advance-

ment of legal fees to fiduciaries.

 |f allegations of wrongdoing can cut a fiduciary off from advancement of fees, a prudent
person might think twice about accepting fiduciary responsibility.

Historical Perspective
on Advancement of Fees
to Plan Fiduciaries

To understand the unsettled state of
affairs, it is helpful to look back at the
common understanding under which
plan sponsors, plan fiduciaries and
DOL operated prior to Johnson. ERISA
§410(a) provides that, subject to certain
exceptions, “any provision in an agree-
ment or instrument which purports to
relieve a fiduciary from responsibility
or liability for any responsibility, obli-
gation, or duty under [Part I of ERISA]
shall be void as against public policy.?

In 1975, DOL interpreted this provi-
sion to permit indemnification agree-
ments that “do not relieve a fiduciary of
responsibility or liability” but “merely
permit another party to satisfy any li-
ability incurred by the fiduciary in the
same manner as insurance[.]”® DOL
went on to explain that it viewed Sec-
tion 410(a) as “rendering void any ar-
rangement for indemnification of a fi-
duciary of an employee benefit plan by
the plan”* However, indemnification by
a plan sponsor was permitted. That type
of indemnification would operate in ba-
sically the same way as insurance, and it
wouldn’t leave a plan responsible to pay
for a breach of fiduciary duties owed to
the plan.

The question remained whether,
even if a plan could not indemnify a
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fiduciary, it could nonetheless advance
defense costs to a plan fiduciary facing
a claim of breach of fiduciary duty.

In 1977, DOL issued advisory opin-
ions that seemed to answer the question.
The opinions approved agreements pro-
viding for the payment of defense costs
by a multiemployer pension plan on be-
half of its outside investment managers,
one of which also held broader fiduciary
responsibilities, should they face a suit
for fiduciary breach in relation to the
plan.® The agreements provided that the
plan may advance funds to a fiduciary
for defense costs, so long as the fiduciary
agreed to repay the advanced amounts,
plus interest, in the event the fiduciary
ultimately was found to have breached
its duty, and the fiduciary showed that it
was financially capable of repaying such
amounts.

The multiemployer plan in ques-
tion had suffered from a history of al-
legations of corruption and mismanage-
ment by its trustees, along with related
lawsuits for breach of fiduciary duty, and
the plan and DOL were involved in an
extensive, ongoing effort to restore good
governance to the plan. DOL and the
plan had agreed that hiring competent,
independent investment managers was
crucial to reaching this objective.

In its request for the advisory opin-
ion, the plan explained that, particularly
in light of the plans history of litiga-

tion, “it would not have been possible
to retain highly-qualified, independent,
professional managers without indem-
nification provisions(.)”

The plan also noted that corporations
often enter into similar agreements with
their officers, and that the policy con-
siderations involved in a corporation
defending its officers in a shareholder
derivative suit are quite similar to those
arising in the context of a plan advanc-
ing defense costs for its fiduciaries in a
breach of fiduciary duty lawsuit.

With little comment, DOL granted
the request for an advisory opinion.
DOL simply stated, with respect to the
ERISA $§410(a) question, that “the in-
demnification provisions in question
do not contravene the provisions of
section 410(a)[.]”” DOL did not address
whether the agreement to repay and a
showing of that ability were necessary
for the indemnification agreement to
be acceptable; it merely approved the
agreement as presented.

In the decades that followed, DOL
issued a number of favorable advisory
opinions regarding advancement of
fees in instances in which the request
for the opinion did not even mention
repayment upon a finding of fiduciary
breach. Without imposing this or any
other additional obligation, DOL re-
peatedly stated simply that, if the in-
demnification agreement “does not
relieve the (fiduciaries) of any liability
for their breach of fiduciary responsibil-
ity, we are of the opinion that such an
agreement is not prohibited by section
410(a) of ERISA”® Following DOLs ad-
visory opinions, courts over the years
have upheld most agreements providing
for advancement of costs, so long as the
agreement did not relieve the fiduciary
of its ultimate liability for a breach.’



The Johnson Decision and Its Progeny

This decades-long position taken by DOL makes its about-
face in Johnson all the more striking. That case dealt with a
situation in which certain of the defendants served as both the
directors of a corporation wholly owned by its employee stock
ownership plan (ESOP) and as the ESOP’s fiduciaries. The de-
fendants faced breach of fiduciary duty claims arising out of
their involvement in providing one of the defendants, the com-
pany’s president, a compensation package allegedly valued at
between 65% and 80% of the company’s assets. Company em-
ployees participating in the ESOP sued, alleging that the deci-
sions to provide such compensation to the company’s president
constituted breaches of the fiduciaries’ duties to the ESOP.

Based on an indemnification provision in their agree-
ments with the company, the defendants sought advance-
ment of defense costs. In response, the plaintifts requested a
preliminary injunction prohibiting the advancement, which
the district court granted."

On appeal to the Ninth Circuit, DOL, in its amicus brief,
asserted that advancement of fees was not permitted because
the defendants had failed to meet a number of requirements
not contained in the agency’s prior guidance. In particular,
DOL argued that advancement was not permitted in that case
because the defendants’ undertaking to repay was inadequate,
and because the defendants had not shown that they were ca-
pable of repaying the legal expenses."!

Although both an agreement to repay and requirement of
a showing of the ability to do so were in place in the situation
considered in DOLs earliest advisory opinion on the mat-
ter, none of DOLs later guidance had ever required such an
agreement and related proof.

Most significantly, DOL, in its amicus brief, utterly fore-
closed the possibility of advancement of fees to the fiduciaries
of an ESOP owning 100% of a company. DOL argued that
“in the context of a company wholly owned by an ESOP, in-
demnification by the company of a fiduciary’s legal expenses
in defending a suit for fiduciary breach violates section 410
for the same reasons that indemnification by a plan violates
410—it relieves the fiduciary of liability for the consequences
of its wrongdoing and deprives the plan of its statutory right
to recovery for its losses.'?

Seemingly swayed by DOLs position and what it per-
ceived to be the likely outcome of the case, the Ninth Cir-
cuit upheld the denial of advancement of defense costs."* The
appellate court recited in detail the alleged facts that, in the
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court’s view, made plaintifts likely to succeed in showing that
the defendants breached their fiduciary duties and therefore
were not entitled to indemnification: that the ESOP-owned
company provided its president with a multi-million-dollar
home, a $325,000 private golf club membership, more than
$26 million in cash and a Bentley.

At that stage of the proceedings, not a single fact had
been proven. Yet the court—on the basis of the allegations
alone—seemingly prejudged the outcome of the case and, as
a practical matter, choked off the defendants’ financial abil-
ity to mount a defense. Although the court did not explicitly
establish such a rule, the essence of its holding is that where,
based on some undefined standard, it appears that the de-
fendant fiduciary is likely to be found to have committed a
breach, advancement of fees is unavailable.

But even if the defendants were likely to lose in the end, and
even if an agreement to repay the fees and a showing of the
ability to do so were required elements of a valid advancement
agreement, the arrangement presumably would have been ac-
ceptable in this case. That is because the agreement provided
for indemnification not by the plan but by the corporation.
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(thhe ESOP-owned company provided its president with a multi-
million-dollar home, a $325,000 private golf club membership,
more than $26 million in cash and a Bentley.

Nevertheless, because the company
was 100% owned by the ESOP, the court
held that the indemnification and ad-
vancement provision violated Section
410(a) because the enforcement of the
indemnification provision would result
in indemnification by the plan itself.

In reaching this decision, the Ninth
Circuit gave short shrift to the defen-
dants’ argument that, under DOLSs reg-
ulatory guidance, corporate assets are
not the same as ERISA plan assets.'* Ac-
cording to the defendants, this distinc-
tion meant that defense costs would not
be paid out of plan assets. The argument
was to no avail.

Instead, the appeals court appears to
have been swayed by DOLs amicus brief
in support of the plaintiffs. That brief
conveniently glossed over DOLs prior
guidance that drew a clear distinction
between corporate assets and plan as-
sets in an ESOP." Practically ignoring its
plan assets regulation, DOL—and sub-
sequently the court—focused instead on
the concept that, because the company
was in the process of liquidation, and the
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liquidation plan provided for distribu-
tion of any remaining equity to the ESOP
participants as shareholders, advance-
ment of defense costs would “dollar for
dollar” reduce the ultimate distribution
to the shareholders. Of course, any ex-
penditure by a company wholly owned
by an ESOP will reduce the holdings
of the ESOP participants on a propor-
tionate basis, regardless of whether the
company is liquidated. Yet the court and
DOL were content to disregard, without
explanation, the fundamental ERISA
concept that a plan’s assets include the
plans investment in an entity, but not the
underlying assets of that entity.'s

By disregarding the distinction be-
tween an ESOP’s plan assets and the
assets of the corporation in which the
ESOP invests, the court called into ques-
tion whether a fiduciary of an ESOP that
owns 100% of the company could ever
receive advancement of fees from the
company owned by the ESOP."”

Once one has discarded the plan as-
sets/corporate assets distinction, it be-
comes difficult to draw a line regarding
when the assets of a company partially
owned by an ESOP can be expended
in defense of a plan fiduciary. In fact,
shortly after the Ninth Circuit’s ruling,
the U.S. District Court for the Northern
District of California followed Johnson
and invalidated an indemnification pro-
vision where the ESOP owned 42% of
the company. The court explained that
a sizable judgment would decrease the
value of the company and, as a result,
the value of the shares of the ESOP."®

The court rejected the arguments that

Johnson was different because it dealt
with an ESOP owning 100% of the com-
pany and because the company was in the
process of liquidating. The court found
instead that “indemnification agreements
are invalid any time an ESOP would bear
the financial burden of indemnification,
whether directly or indirectly”"

Questions Abound

Johnson and its progeny raise serious
issues with respect to indemnification
and advancement of fees to fiduciaries.
Although this is particularly true with
respect to ESOPs because they were
the subject of Johnson and a key focus
in DOLs amicus brief, the line of cases
creates some uncertainty with respect
to multiemployer plans as well. Because
the plan sponsor of a multiemployer
plan is the board of trustees, and the
board holds no other assets except the
plan’s assets, it can indemnify its fiducia-
ries only through the use of plan assets.

In fact, in the context of litigation
relating to Taft-Hartley plans’ invest-
ments in vehicles associated with Ber-
nard Madoff and his brokerage firm,
the U.S. District Court for the Southern
District of New York cited Johnson in
invalidating an indemnification and ad-
vancement provision in an agreement
between an investment manager and its
clients, which represented a number of
multiemployer pension funds.?

The most obvious difficulty raised by
decisions such as these is, of course, that
restriction of advancement and indem-
nification will limit the ability of plans to
attract and retain qualified fiduciaries.



Plan sponsors may compensate by increasing their fiduciary
liability insurance coverage, which may lead to an increased
strain on those policies, with resulting increases in costs.

Even where significant insurance coverage is available, we
may see plaintiffs’ counsel attempting to use Johnson and its
progeny as a way to cut off a fiduciary’s ability to defend himself
once insurance coverage has run out. When mere allegations
of wrongdoing can deny a fiduciary access to advancement of
fees, a prudent person may think twice about undertaking the
role of plan fiduciary.

In addition to the effect on a plan’s ability to attract well-
qualified fiduciaries, the Ninth Circuit’s ruling leaves plan
sponsors and fiduciaries wondering what exactly is required
for a fiduciary to receive advancement of fees.

To avoid an outcome like that in Johnson, must a fidu-
ciary go so far as to make some sort of showing or obtain
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an independent legal opinion that he has not breached his
fiduciary duties and is likely to prevail in the end? If the
fiduciary were able to obtain such an opinion, may a plan
then advance costs, despite Johnson? And would the plan
be permitted to pay for that legal opinion? Also, is an un-
dertaking to repay in the event of an adverse judgment re-
quired in all cases? Must a fiduciary demonstrate his ability
to make such repayment?

At this point, these questions remain just that—unan-
swered questions. It is not clear whether the position taken by
DOL in its amicus brief represents an enduring transforma-
tion in the department’s approach to advancement of fees, nor
is it yet evident that courts will continue to defer to that posi-
tion. In the uncertain legal landscape created by Johnson, only
one thing is certain: Fiduciaries of ESOPs and multiemployer
plans should proceed with caution. @
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