UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-2452

CERTAI N DENKA ESOP PARTI Cl PANTS,
Pl ai ntiffs-Appellants,

ver sus

MARVIN Z. WOSKOW ET AL.
Def endant s- Appel | ees.

Appeal fromthe United States District Court
For the Southern District of Texas
(CA H 89 2255)

( Novenmpmer 25, 1992 )

Before PCOLI TZ, Chief Judge, SM TH and BARKSDALE, Circuit Judges.
POLI TZ, Chief Judge:”’

Cont endi ng that the managenent of Denka Chem cal Corporation
shortchanged them in its design of an Enployee Stock Omership
Pl an, approximately 300 plan participants appeal an adverse

judgnent following a bench trial. Concl udi ng that the Enpl oyee

“Local Rule 47.5 provides: "The publication of opinions
t hat have no precedential value and nerely decide particular
cases on the basis of well-settled principles of |aw inposes
needl ess expense on the public and burdens on the |egal
profession.” Pursuant to that Rule, the Court has determ ned
that this opinion should not be published.



Retirement Incone Security Act! is inapplicable, and that

plaintiffs' state law clains are tine-barred, we affirm

Backgr ound

Denka, a manufacturer of neoprene rubber and nal ei ¢ anhydri de
products, had been | osi ng noney for several years when its Japanese
owner, Denka Kagaku Kogyo Kabushi ki Kai sha (Denka-Japan), deci ded
to either sell the conpany or close it. At the tine, the conpany
had a negligible appraised value. After efforts to find a buyer
failed, Marvin Wskow, then executive vice-president, proposed a
| everaged buyout by managenent, acconpanied by a 25 percent
reduction in enployee wages and benefits and the establishnent of
an Enployee Stock Owmership Plan (ESOP). According to a
feasibility study prepared by Kelso & Co., the investnent advisor
engaged by Wskow, the ESOP "serves a vital purpose in the
transacti on because |large ESOP contributions are what enpl oyees
receive in exchange for significant cash savings generated as a
result of required salary and wage cuts and term nation of the
pension plans."”

Wth Denka-Japan receptive to the idea and ot her nanagenent
personnel on board, Wskow nmade his proposal known to the
enpl oyees, including through slide show presentations. Collective
bargai ning about the concessions and the ESOP ensued. The

menbership of the OQl, Chemcal and Atom c Wrkers |Internationa

! 29 U.S.C. § 1001 et seaq.



Union, the largest of the plant's four unions, initially rejected
the proposal by a wwde margin. But after recei pt of 60-day |ayoff
noti ces and negotiation of a severance package for those who chose
to resign, the enployees did a 180-degree turn and approved the

pr oposal . A week later, on March 9, 1984, the sale closed.

Under the terns of the sale, 13 managenent personnel, called

"the founders," together with an affiliate of Kel so, purchased al
out standi ng shares of Denka for an investnent of $270,000. This
represented a cost of $3 a share. Denka- Japan al so received $5
mllion in borrowed cash, secured by Denka assets, and a $28
mllion non-recourse note, representing half of the depreciated
book value of the conpany's assets plus interest. In return,
Denka-Japan canceled $30 million in interconmpany | oans and agreed
to pay nore than $9 million in other Denka obligations.

| medi ately after the sale, Denka's new Board of Directors,
Wbskow and Marshal | Kendrick, adopted the ESOP, effective April 1,
1984. As previously agreed, the ESOP provided for stock
contributions to each enpl oyee's account at the end of the fiscal
year. The contributions were to equal 25 percent of the enpl oyee's
base pay, translated into shares on the basis of a current
i ndependent apprai sal of the value of the stock.

At the end of the first fiscal year, March 31, 1985, Denka was
appraised at $18 mllion, resulting in a value of $177.36 per

share. Denka contributed 9,419 shares to the ESOP and t he founders
sold the ESOP anot her 1,070 shares. On March 31, 1986, the ESOP



received 4,925 shares, appraised at $407.06 apiece. Wth the
conpany prospering, during 1986 all wages and holidays were
restored to pre-concession |evels. On March 31, 1987, Denka
contributed 4,624 shares to the ESOP. These shares were apprai sed
at $489. 90. In January, 1988, with ESOP participant approval,
Denka was sold to Mbay Corporation for $63.1 mllion. Thi s
tallied to $558.16 per share. At the time of sale, the ESOP held
20.5 percent of the stock, entitling its participants to
approximately $13 mllion. The founders and the Kelso affiliate
recei ved approxi mately $50 m | 1lion.

Dissatisfied with receiving what they considered to be an
inequitably small share of the sale proceeds, 300 or so ESOP
participants filed the instant suit on July 5, 1989, claimng that
the founders had violated their fiduciary duties under ERI SA
Plaintiffs al so asserted several state |aw clains, nost notably a
claim for fraudul ent inducenent and a federal securities fraud
claim After a bench trial on the ERI SA count, the district court
found for the defendants. It also held that the state | aw clains
were preenpted and that plaintiffs had failed to state a securities

fraud claim Plaintiffs tinely appeal ed.

Anal ysi s
1. ERISA daim

Plaintiffs do not dispute that Denka delivered to the ESOP, as
prom sed, shares equal to 25 percent of the base payroll. Rather,

they contend that the 1984 sale was inherently unfair to them and



that the founders violated their fiduciary duties under ERI SA by
involving the ESOP wi thout the benefit of independent financia
advice. The district court rejected this claim correctly finding
no fiduciary duty at the tine of the sale because the ESOP di d not
conme into existence until after the sale. It was not until after
the sale that the founders had authority to establish the plan.?
Plaintiffs contend that this analysis is overly formalistic,
ignoring the substance of the transaction. We di sagree.
Plaintiffs blur the substance of the transaction by characteri zi ng
a conpl ai nt about the design of the ESOP as one about the structure
of the sale.

The purchase from Denka-Japan was a nmanagenent buyout. The
ESOP by its terns gave its participants no equity at the tine of
purchase but rather the prospect of obtaining stock at the end of
each fiscal year. By investing up front, the founders obtained
their shares at $3. The ESCP partici pants, on the other hand, did
not receive stock until a year |ater, when shares were appraised
for $177. Thereafter, the Denka stock continued to clinb in val ue.
As a result, the ESOP participants owned a smaller proportion of
the conpany's stock and thus were entitled to a snaller share of

the proceeds fromthe Mbay sale.

2 29 U.S. C. 8§ 1002(2)(A);
Dillingham 688 F.2d 1367 (11th Cr

enpl oyer or enpl oyee organi zati on or both may establish an

enpl oyee benefit plan); Landry v. Air Line Pilots Ass'n Int'l.
AFL-CI O 901 F.2d 404 (5th Cr. 1990) (no fiduciary obligation
arises during the negotiation or execution of an agreenent
regardi ng future pension benefits), cert. denied, us _
111 S. . 244, 112 L.Ed. 2d 203 (1990).

see al so, Donovan v.

. 1982) (en banc) (only an




Plaintiffs maintain that the founders shoul d have given them
a nore generous plan. ERI SA, however, "does not nandate that
enpl oyers provide any particular benefits."® "Decisions as to
whet her or when to establish a plan, or how to design a plan, are
not subject to any ERISA fiduciary obligation."* Accordingly,

ERI SA affords no relief for this particular conplaint.

2. State Law d ai ns

The district court dismssed as preenpted by ERISA the
plaintiffs' state lawclains. W do not reach the preenption issue
because we find those clains tinme-barred.?®

Actions for fraudul ent i nducenent and stock transaction fraud®
must be commenced wthin four years after the fraud is

perpetrated.’

3 McGann v. H & H Music Co., 946 F.2d 401, 406 (5th Cr
1991) (quoting Shaw v. Delta Air Lines, Inc., 463 U S 85, 91,
103 S.Ct. 2890, 77 L.Ed. 2d 490, 497 (1983)), cert. denied, 61
U S L.W 3352, 1992 W. 24317.

4 Landry, 901 F.2d at 414.

5 W may affirmthe district court's judgnent on any
grounds supported by the record. Sojourner T. v. Edwards, 974
F.2d 27 (5th Gr. 1992).

6 Tex. Bus. & Com Code § 27.01.

! Wllians v. Khalaf, 802 SSW 2d 651 (Tex. 1990)
(limtations period for fraud is four years); Wod v. Conbustion
Engi neering, Inc., 643 F.2d 339 (5th Gr. 1981) (limtations
period for fraud applies to securities fraud cl ai ns brought under
section 27.01 of the Texas Busi ness and Commerce Code).



| f, however, the injured party is not aware of the fraud

or the fraud is concealed, the statute of limtations

begins to run fromthe tinme the fraud is discovered or

could have been discovered by the defrauded party's

exerci se of reasonable diligence. Know edge of facts

that would lead a reasonably prudent person to make

i nquiry which would lead to a discovery of the fraud is

know edge of the fraud itself.?8
Plaintiffs filed suit on July 5, 1989. Unl ess they did not or
reasonably woul d not have discovered the alleged fraud until July
5, 1985, their clains are prescribed.

The gravanen of these clains is that the founders fraudul ently
i nduced plaintiffs to accept wage and benefit cuts by the prom se
of enpl oyee ownership and ultimate control, when in fact the rising
value of the conpany inpeded enployee acquisition of control.
Plaintiffs, however, had sufficient information about the structure
of the 1984 sale to know how the ESOP was to be fashi oned and how
their ownership would accrue. In the Decenber 1983 slide shows,
Woskow i nf or med Denka enpl oyees that the founders were seeking to
buy the conpany. He explained that the founders were investing
"several hundreds of thousands of dollars,"” that Kelso also was
investing, and that a "multi-mllion dollar" |Ioan and a | ong-term
note would conprise the balance of the purchase price. Wth

respect to the proposed ESOP, he stated that the conpany would

contribute stock in an anount equal to 15 to 25 percent of each

8 Jackson v. Speer, 974 F.2d 676, 679 (5th Cr. 1992)
(citations omtted).



enpl oyee' s base pay® at the end of each year. He illustrated how
an increase in the value of the stock would reduce the nunber of
shares contributed, and he estimated that the enployees would
acquire a controlling interest in the conpany in six to eight
years. Finally, Wskow projected that the conpany would grow in
val ue.

At the sane tinme, press releases announci ng negotiations for
a managenent buyout were issued, published, and posted on bulletin
boar ds. Janes Mooney, chair of the OCAW negotiating commttee

testified that he told his nmenbership during union neetings that

managenent was purchasing the conpany and he predicted that "if
anybody was going to get rich off the deal, it would be the
original purchasers."” The matter was an open book for any

i nqui ring eye.

The founders made the ternms of the ESOP known. The
i nformati on conveyed was sufficient to notify plaintiffs that the
conpany |ikely woul d apprai se for nore than the founders' "several
hundred thousand dollar" investnent, that ESOP stock necessarily
woul d have a hi gher value than the price paid by the founders, and
that shares issued at a higher value would nean a proportionately
smal | er ownership percentage. |If plaintiffs were uncertai n about
any of the inplications of Wwbskow s slide presentation, they should
have made further inquiry. W conclude that their cause of action

accrued nore than four years before suit was fil ed.

o Soon after, the founders settled on the 25 percent
figure for the first three years of operation.



The sane result obtains with respect to the clains for breach
of contract and breach of fiduciary duty. The limtations periods

began in 1984 and expired before suit was filed. 1

3. Federal securities fraud claim

W Jlikewwse find the federal securities fraud claim
prescribed. W borrow the Texas four-year statute of limtations
for common law fraud in the absence of a l[imtations period in
section 10(b) of the Securities and Exchange Act of 1934.1 Like
the Texas rule, federal |law provides that the cause of action
begins to accrue with either actual know edge of the violation or

notice of facts which, in the exercise of due diligence, would have

10 The parties agree that the | ongest applicable
limtations period is four years. Like the fraud clains, these
clains also are subject to the discovery rule and therefore
accrue either when the breach occurs or when the claimant has
notice of facts sufficient to place one on notice of the breach.
Rose v. Baker & Botts, 816 S.W 2d 805 (Tex. App. -- Houston [ 1st
Dist.] 1991, wit denied); El Paso Assoc., Ltd. v. J.R Thurman &
Co., 786 S.W 2d 17 (Tex. App. -El Paso 1990).

1 Si oux, Ltd., Securities Litigation v. Coopers &
Lybrand, 914 F.2d 61 (5th G r. 1990). The Suprene Court recently
deci ded that the applicable statute of limtations for section
10(b) actions is one year after discovery or three years after
the violation, as provided in the original renedial provisions of
the 1934 Act. Lanpf, Pleva, Lipkind, Prupis & Petigrow v.
Glbertson, _ US , 111 S.C&. 2773, 115 L.Ed. 2d 321
(1991). Congress, however, provided that state | aw woul d
determne the limtations period for cases filed prior to the
June 20, 1991 decision in Lanmpf. 15 U.S.C. § 78aa-1(a); Topalian
v. Ehrman, 954 F.2d 1125 (5th Cr.), cert. denied, us _
113 S.Ct. 82 (1992). As noted, the instant action was filed July
5, 1989.




|l ed to actual know edge thereof."' This claimis time-barred for
the sane reason as the state | aw cl ai ns.

AFFI RVED.

12 Vigman v. Community National Bank & Trust Co., 635 F.2d
455, 459 (5th Gir. 1981).

10



