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SUMMARY: 

 ...  Part 1 describes the duty of loyalty in trust law, upon which loyalty obligations in state corporate law and federal 

ERISA law are based. ...  We conclude that both Delaware corporate law and federal law, under ERISA, must continue to 

give serious and flexible content to the fiduciary duty of loyalty. ... Another question left unanswered by the ECM court is 

whether lack of independence by itself is enough of a conflict of interest to implicate the duty of loyalty. ... This Part 

analyzes and compares recent developments in the fiduciary duty of loyalty in Delaware corporate law and in federal law 

under ERISA. ...  In the very next sentence, the court held that Raynor had violated his duty of "loyalty and/or good faith," 

and attributed its inconclusiveness to its concern that Delaware law might require "a self-dealing conflict of interest in the 

interest in the transaction." ...  Federal district courts are only beginning to evaluate fiduciary actions for duty of loyalty 

violations in the ERISA employer stock cases, whereas Delaware courts have long subjected corporate fiduciaries to 

scrutiny for lapses of loyalty in company stock transactions in the general corporate context. ...   

 

HIGHLIGHT: This Article explores the intersection of state and federal law in defining corporate directors' duties of 

loyalty to shareholders and obligations to 401(k) plan beneficiaries. Part 1 describes the duty of loyalty in trust law, upon 

which loyalty obligations in state corporate law and federal ERISA law are based. Part II explores the evolving role of the 

duty of loyalty in Delaware corporate law. Part III analyzes the loyalty obligations that the ERISA law imposes and 

examines the application of loyalty principles in 401(k) employer stock litigation. Part IV scrutinizes how Delaware 

jurisprudence and ERISA law diverge and argues that enhanced scrutiny should apply to transactions in which fiducia-

ries suffer from a "substantial lack of independence." The authors argue that limiting enhanced scrutiny to situations of 

self-dealing in the transaction itself fails to properly protect shareholders and conclude that their proposal offers in-

creased flexibility and effectiveness in protecting beneficiaries and shareholders from self-interested fiduciaries. 

 

TEXT: 

 [*437]  Seventy-seven years have passed since Justice Cardozo, while serving as Chief Judge of the New York Court 

of Appeals, opined that joint adventurers owe one another "the duty of the finest loyalty."  n1 He described this standard 

with the famous phrase: "A trustee is held to something stricter than the morals of the market place. Not honesty alone, but 

the punctilio of an honor the most sensitive, is then the standard of behavior."  n2 
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One might logically expect the elapsed years and the wealth of state corporate law litigation to have defined any 

remaining contours in corporate directors' duties of loyalty. Such logic, however, is not justified in this instance. In a 

recent opinion, which has become well known for other reasons,  n3 the Delaware Chancery Court recognized that "the 

Delaware Supreme  [*438]  Court has yet to articulate the precise differentiation between the duties of loyalty and of good 

faith."  n4 This contributed to a debate about the role of good faith in Delaware corporate law. In In re Walt Disney 

Company Derivative Litigation (Disney II), however, the chancery court stated that "[i]t does no service to our law's 

clarity to continue to separate the duty of loyalty from its essence; nor does the recognition that good faith is essential to 

loyalty demean or subordinate that essential requirement."  n5 

One of the areas where corporate directors' duties of loyalty are most important, as well as most complex, is in the 

context of transactions in company stock. Those transactions might involve a going private transaction,  n6 which have 

become more frequent in the more intense regulatory environment of the post-Sarbanes-Oxley Act  n7 period; a freeze-out 

merger;  n8 or use of employer stock in 401(k) plans. 

At the same time that Delaware law on directors' fiduciary duty of loyalty has come under scrutiny, directors in-

creasingly face fiduciary litigation under the Employee Retirement Income Security Act of 1974 (ERISA).  n9 In one 

category of such cases, the "ERISA employer stock" cases, the plaintiffs typically allege that directors breached their 

fiduciary duty of loyalty vis-a-vis the employees' investment in company stock where the investment was made through 

employer-sponsored benefit plans.  n10 The scope of directors' fiduciary obligations in those cases has become the subject 

of considerable litigation.  n11 

In this Article we consider the developing standards of loyalty governing director conduct and the tension between 

state and federal laws. Part I describes the fiduciary duty of loyalty in trust law, upon which loyalty obligations in state 

corporate law and fiduciary standards in 401(k) regulations are based. Part II explains how the business judgment rule and 

exculpatory provisions often protect corporate directors from liability, thereby establishing the duty of loyalty as a critical 

principle in protecting the capital structure of corporations. The Part then evaluates the duty of loyalty imposed on di-

rectors by Delaware corporate law with special emphasis on the chancery court's opinions in Disney II and In re Emerging 

Communications, Inc. Shareholders Litigation (ECM).  n12 It concludes that the Disney II court appropriately utilized a 

rigorous loyalty analysis. In comparison,  [*439]  the ECM court signaled an analysis that may set an inappropriately 

arbitrary standard. 

Part III analyzes the fiduciary loyalty obligations imposed by ERISA. Although ERISA's fiduciary scheme draws 

upon trust law, it is complicated by provisions permitting conflicted fiduciaries and limiting fiduciary obligations to 

decisions made as a fiduciary as opposed to decisions made in a nonfiduciary role. Part III then examines the application 

of loyalty principles in the specific context of the 401(k) employer stock litigation. Breach of loyalty allegations surface in 

the context of claims that plan fiduciaries failed to terminate the use of company stock in the plan or permit the plan 

participants to diversify their investments, failed to properly appoint or monitor other plan fiduciaries, or failed to fully 

and honestly disclose important facts.  n13 

Part IV scrutinizes the significant ways in which the duty of loyalty jurisprudence in Delaware corporate law diverges 

from the federal law of ERISA. Part IV argues that corporate law transactions should receive enhanced scrutiny when the 

relevant fiduciaries operate under a substantial lack of independence. Additional limitations on fiduciary review, such as 

the ECM court's indication that only self-dealing in the transaction itself can give rise to a breach of loyalty, would fail to 

protect shareholders from self-interested fiduciaries. The ERISA fiduciary standards are less well-developed than the 

corporate law standards and must accommodate some level of self-interest because of the statutory provision for con-

flicted fiduciaries. However, permitting corporate officers and other individuals with ties to the plan sponsor to serve as 

fiduciaries should not nullify ERISA's imposition of the duty of loyalty. As is true in corporate law settings, a substantial 

lack of independence by plan fiduciaries poses a serious risk of self-interested decisionmaking. We conclude that both 

Delaware corporate law and federal law, under ERISA,  n14 must continue to give serious and flexible content to the 

fiduciary duty of loyalty. 

I. TRUST LAW AS THE SOURCE OF THE FIDUCIARY DUTY OF LOYALTY 

Both state corporate law and federal employee benefit plan law have relied on trust law in shaping their development 

of fiduciary obligations. Trust law provides that a trustee must act "solely in the interest of the [trust]."  n15 In situations 

where there are multiple current beneficiaries, the  [*440]  trustee must be impartial among those beneficiaries.  n16 

Similar obligations arise when the trust provides for successive beneficiaries.  n17 
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Historically, trustees have been subject to harsh conflict of interest standards. When a fiduciary acts in a transaction in 

which her personal interest conflicts with the beneficiary's interest, the basic rule is to conclusively presume the transac-

tion to be invalid.  n18 This presumption is intended to reflect the assumption that a trustee acting under the temptations 

inherent in a conflict of interest will all too often neglect the best interests of the beneficiary.  n19 

Given both the draconian nature of trust law's conclusive presumption and the changing nature of trusts and trustees, 

it is not surprising that exceptions permit specific categories of interested transactions.  n20 Professor John Langbein 

recently questioned this approach, suggesting instead that the presumption of invalidity should remain but that it should be 

rebuttable.  n21 He would permit a trustee to defend a breach of loyalty allegation by proving that the transaction was in 

the beneficiary's best interest.  n22 

II. CORPORATE LAW FIDUCIARY STANDARDS 

The concept of fiduciary duty, as applied to corporate officers and directors, is a significant part of corporate law 

jurisprudence.  n23 The most salient duties are the duties of care and loyalty,  n24 which are sometimes distinguished  

[*441]  from the obligation to act in good faith.  n25 This Part examines these duties in light of the decisions in ECM and 

Disney II. 

A. The Duty of Care 

Although the duty of care imposes upon directors an affirmative duty to use reasonable care under the circumstances 

in making corporate decisions, historically, relatively few cases have held directors personally liable for breach of due 

care.  n26 Prior to 1987, the most likely reason for the paucity of cases was the courts' regular application of the business 

judgment rule. Under the business judgment rule, courts will presume that "in making a business decision the directors of 

a corporation acted on an informed basis, in good faith and in the honest belief that the action taken was in the best in-

terests of the company."  n27 Where the presumptions of the business judgment rule apply, courts have been loath to 

second guess business decisions. In order to qualify for business judgment rule protections, the directors must have acted 

in good faith and in the best interest of the corporation without breaching the duty of loyalty.  n28 

In 1986, Delaware adopted Section 102(b)(7) of the Delaware Code to provide that corporations may limit or elim-

inate the potential liability of corporate directors for breach of the duty of care by including an exculpatory provision in 

the company's articles of incorporation.  n29 Nearly  [*442]  all states have followed suit and have adopted similar leg-

islation.  n30 Thus, post-1986, not only are directors protected from liability through the business judgment rule juri-

sprudence, but they are also protected by the 102(b) (7)-type exculpation provided in the articles of incorporation of the 

firms they serve. 

The Delaware Chancery Court discussed the duty of care in its recent decisions regarding the activities of the board of 

directors of The Walt Disney Company. In May 2003, the Delaware Chancery Court, In re Walt Disney Co., denied a 

motion to dismiss the claims against the directors of The Walt Disney Company alleging lack of good faith and breach of 

due care regarding the board's approval of an employment agreement.  n31 An earlier complaint was dismissed in Brehm 

v. Eisner,  n32 because the complaint did not allege sufficient facts to overcome the presumption of the business judgment 

rule. The later complaint alleged that the "defendant directors consciously and intentionally disregarded their responsi-

bilities."  n33 The court let the claim stand for a determination whether the board "exercised any business judgment or 

made any good faith attempt to fulfill the fiduciary duties they owed to Disney and its shareholders."  n34 

 [*443]  After a trial on the merits, the Delaware Chancery Court in Disney II  n35 found that the directors were not 

liable for breach of any fiduciary duty. The court stated that duty of care requires the directors to "use the amount of care 

which ordinarily careful and prudent men would use in similar circumstances"  n36 and to "consider all material infor-

mation reasonably available."  n37 The court noted that liability may arise either from a negligent board decision or failure 

to pay due attention.  n38 Despite that seemingly broad base for liability, Disney II emphasized that the threshold to prove 

a breach of care is very high due to the business judgment rule.  n39 According to the court, as long as a director has acted 

in good faith, the director "should be deemed to satisfy fully the duty of attention."  n40 In order to recover for a violation 

of this duty, a plaintiff must show a lack of good faith as evidenced by systematic failure to exercise reasonable oversight.  

n41 Although the court recognized that the actions of the director defendants "fell significantly short of the best practices 

of ideal corporate governance,"  n42 the court concluded that Delaware law does not hold them liable for failure to comply 

with the "aspirational ideal of best practices."  n43 

Thus, between the protections afforded by the business judgment rule and the exculpatory legislation adopted by 

most states, the duty of care analysis appears to turn on the exceptions to the business judgment rule, violations of loyalty 

or good faith. Neither business judgment rule protection nor exculpation is available for acts in violation of the duty of 
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loyalty or lacking in good faith. Because liability does not attach for negligent or grossly negligent violations of due care, 

claims regarding breach of loyalty or lack of good faith take on added significance. These issues were at the forefront of 

the plaintiffs' claims in Disney II  n44 and In re Emerging Communications, Inc. Shareholders Litigation.  n45 

 [*444]  B. The Duty of Loyalty 

As discussed above, the fiduciary duties in corporate law, including the duty of loyalty, have their genesis in the law 

of trusts.  n46 This relationship exists between trustees and their beneficiaries and between agents and their principals.  

n47 A fiduciary relationship exists "when one is given power that carries a duty to use that power to benefit another."  n48 

Although corporate officers and directors as fiduciaries are not formally considered trustees of the organizations they 

serve,  n49 corporate law analogizes to the fiduciary obligations of trustees when determining the scope of corporate 

fiduciary duties.  n50 

The duty of loyalty requires corporate officers and directors to refrain from using their corporate position of trust and 

confidence for their own benefit.  n51 It has thus become well-established in corporate law that a conflict of interest will 

trigger a duty of loyalty analysis.  n52 Loyalty "requires  [*445]  [that] officers and directors not profit at the expense of 

their corporation ...."  n53 In Guth v. Loft, Inc.,  n54 the Delaware Supreme Court analogized to the law of trusts in finding 

the president and director liable for breach of the duty of loyalty for taking personal advantage of an opportunity that came 

to him because of his position in the corporation.  n55 The court said that a director is obligated to "affirmatively ... protect 

the interests of the corporation committed to his charge."  n56 More recently, the Delaware Chancery Court in Disney II  

n57 reaffirmed this obligation. Quoting Guth, Disney II stated that "[c]orporate officers and directors are not permitted to 

use their position of trust and confidence to further their private interests ... The rule that requires an undivided and un-

selfish loyalty to the corporation demands that there be no conflict between duty and self-interest."  n58 Disney II then 

found that there is no safe harbor for divided loyalties, citing the classic example of a transaction where a fiduciary ap-

pears on both sides and derives a benefit not shared by other shareholders.  n59 

Yet, although the duty of loyalty requires the "punctilio of an honor the most sensitive,"  n60 conflicts of interest do 

not automatically give rise to breach. However, when a transaction gives rise to a conflict of interest between members of 

the board and the corporation, the presumptions of the business judgment rule or of §  102(b)(7)-type exculpatory pro-

visions no longer apply to protect the business decisions of the board members.  n61 If the conflict in a transaction is 

disclosed and disinterested members of the board approve the transaction, there will generally be no cause for liability.  

n62 If a transaction is contested because the decision was not made by a disinterested board, a court will likely evaluate 

the transaction substantively for fairness.  n63 

 [*446]  Fairness issues come to the fore in the context of claims made by minority shareholders regarding the un-

fairness of a freeze-out merger. In these cases, the courts shift the burden of proof of fairness to the defendants who 

approved the transaction. For example, the fairness standard was applied by the court in Cinerama, Inc. v. Technicolor, 

Inc.,  n64 where the plaintiff alleged that the defendant directors violated their duty of loyalty in approving a merger. The 

court held that the burden of proof shifted to the directors to prove the entire fairness of the transaction because the 

business judgment rule had been rebutted. The court stated that in assessing the entire fairness of a transaction, "the court 

must consider the process itself that the board followed, the quality of the result it achieved and the quality of the dis-

closures made to the shareholders to allow them to exercise such choice as the circumstances could provide."  n65 The 

court affirmed the decision of the lower court, holding that its use of a disciplined balancing test in determining fairness 

and credibility would not be disturbed.  n66 

Similarly, in Roland International Corp. v. Najjar,  n67 the court held that "even when a parent corporation has a 

bona fide purpose for merging with its subsidiary, the minority shareholders of the subsidiary are entitled to judicial 

review for 'entire fairness' as to all aspects of the transaction." The Delaware courts thus recognize the special conflicts 

that may arise in transactions between majority and minority shareholders.  n68 

 

 [*447]  1. Duty of Loyalty and/or Good Faith: In re Emerging Communications, Inc. Shareholders Litigation 

In In re Emerging Communications, Inc. Shareholders Litigation ("ECM"),  n69 the Delaware Chancery Court re-

cently considered allegations of breach of the duties of care, loyalty, and good faith in connection with a board's decision 

to sell a company in a going-private transaction. The ECM plaintiffs were former minority shareholders of Emerging 

Communications, Inc. (ECM) who sold their stock to Innovative Communications Corporation (Innovative) in a two-step 

transaction designed to take ECM private.  n70 Innovative was owned by Innovative Communication Company (ICC), 

which was also a majority shareholder of ECM. ICC in turn was owned by ECM's Chairman and Chief Executive Officer, 
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Jeffrey Prosser, who thus had voting control over both ECM and Innovative. The plaintiffs filed actions requesting a 

statutory appraisal of the value of the shares sold and claiming in a class action that the transaction was not entirely fair to 

the ECM minority shareholders and thus was in breach of the directors' fiduciary duties.  n71 The court consolidated the 

claims.  n72 

In considering the claim of breach of fiduciary duty, the court cited the Delaware Supreme Court decision in Emerald 

Partners v. Berlin  n73 and determined that analysis of a "going private" transaction and the liability of the fiduciaries 

requires application of the entire fairness standard.  n74 This standard considers both fair dealing and fair price.  n75 

The court first made a determination of the fairness of the price paid for the shares.  n76 After a lengthy financial 

analysis, the court rejected the defendants' claim that the price was fair, holding that the $ 10.25 price paid to the minority 

shareholders represented neither the fair value nor the intrinsic value at the time of the merger.  n77 Instead, the court 

determined that the fair value at the time of the transaction was $ 38.05 per share.  n78 

Once the court determined that the price was unfair, the question became whether a fair dealing analysis was ne-

cessary.  n79 The chancery court noted that Delaware law had not yet determined whether an unfair price establishes "ipso 

facto, the unfairness of the merger, thereby obviating the need for any analysis of the process oriented issues."  n80 The 

court found,  [*448]  however, that a fair dealing analysis was required because a Section 102(b) (7) exculpatory defense 

had been raised by defendants,  n81 "if only to enable the Court to determine the 'basis for the [defendants'] liability' for §  

102(b)(7) exculpation purposes."  n82 The determination of an unfair price did not "address whether the unfairness was 

the product of a breach of fiduciary duty or if so, the nature or character of that duty."  n83 

The court then proceeded with a fair dealing analysis. The court reviewed "when the transaction was timed, how it 

was initiated, structured, negotiated, and disclosed to the board, and how director and shareholder approval was obtained."  

n84 An analysis of these factors led the court to conclude that the privatization transaction failed the entire fairness 

standard.  n85 The court found that Prosser's original intent, in about January 1998, was not to privatize the company but 

instead to merge Innovative into a subsidiary of ECM.  n86 But by May 1998, in light of the low market interest in ECM's 

common stock, Prosser decided to "flip the transaction,"  n87 and become a buyer instead of a seller. Based on these facts 

the court found that this transaction, which was initiated by a majority stockholder to freeze out the minority shareholders 

at a time when the stock price was artificially low, was unfair in both its initiation and timing.  n88 

When Prosser was contemplating the original merger transaction, he engaged the Prudential firm to evaluate the 

fairness of the merger for ECM and the Cahill, Gordon and Reindel (Cahill) law firm to assist ECM with drafting the 

terms of the merger.  n89 When Prosser later decided to privatize, he hired both Prudential and Cahill to advise him 

personally with regard to the privatization transaction.  n90 By co-opting Prudential and Cahill, Prosser thus deprived 

ECM's board of valuable advisors.  n91 The court found these facts indicative of unfairness in the structure of the 

transaction.  n92 

The court next addressed the question of whether a transaction adjudicated to be not entirely fair violates the duty of 

care, the duty of loyalty, or the duty of good faith. If the violation were solely one of due care, ECM's 102(b)(7)-type 

provision would exonerate the directors from money damages. But this exoneration would not be applicable "(i) for any 

breach of the director's duty of loyalty, (ii) for acts or omissions not in good faith or  [*449]  which involve intentional 

misconduct or a knowing violation of the law . . . ."  n93 

The ECM court went on to determine the nature of the fiduciary duties for each director individually. Prosser, the 

chairman, CEO and controlling stockholder, was found to have breached his duty of loyalty "by eliminating ECM's mi-

nority stockholders for an unfair price in an unfair transaction."  n94 His receipt of an improper personal benefit from the 

transaction also nullified the exculpation provision.  n95 

Director Raynor was also found to have breached his duty. Although Raynor did not personally profit from the 

transaction as Prosser did, he furthered Prosser's interests as opposed to the interests of the minority shareholders. Raynor 

served both as Prosser's personal attorney and ECM's counsel,  n96 and he acted as Prosser's advisor in connection with 

the transaction.  n97 The court stated that although Raynor did not directly benefit, his loyalties were solely to Prosser 

because his economic interests were tied solely to Prosser.  n98 

Interestingly, although the court at one point stated that "Raynor ... is liable for breaching his fiduciary duty of 

loyalty,"  n99 it later found that Raynor breached "his fiduciary duty of loyalty and/or good faith."  n100 According to the 

court: 
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Raynor did not personally and directly benefit from the unfair transaction (as did Prosser), but Raynor 

actively assisted Prosser in carrying out the Privatization, and he acted to further Prosser's interests in that 

transaction, which were antithetical to the interests of ECM's minority stockholders ... 

 

Accordingly, Raynor is liable to [plaintiffs] for breaching his fiduciary duty of loyalty and/or good faith.  

n101 

The court explained this unusual finding by noting that the Delaware Supreme Court "has yet to articulate the precise 

differentiation between the duties of loyalty and good faith."  n102 It further stated that: 

 

 [*450]  If a loyalty breach requires that the fiduciary have a self-dealing conflict of interest in the trans-

action itself . . . Raynor would be liable [only] for violating his duty of good faith for consciously disre-

garding his duty to the minority stockholders ... On the other hand, if a loyalty breach does not require a 

self-dealing conflict of interest or receipt of an improper benefit, then Raynor would be liable for breaching 

his duties of loyalty and good faith.  n103 

 

The court did not decide the issue, because either way, Raynor's conduct would violate the duty of good faith and would 

not be exculpated.  n104 

From this finding, it would be logical to infer that good faith is a fiduciary duty separate from the duties of loyalty and 

care and that conscious disregard for these latter duties violates the duty of good faith. However, this issue is apparently 

not settled in Delaware. As discussed in Part II.C below, the Disney II court stated "there is no case in which a director can 

act in subjective bad faith towards the corporation and act loyally."  n105 Thus, once a determination was made that 

Raynor did not act in good faith, application of the analysis of Disney II would seemingly require a finding that he had also 

violated his duty of loyalty. Even so, neither ECM nor Disney II answers the question regarding whether, absent evidence 

of bad faith, a finding of self-dealing in the transaction itself is required to establish a loyalty breach. 

Having addressed Raynor's liability, the court turned to the liability of director Muoio. Muoio was also held liable for 

breach of the duty of loyalty and/or good faith,  n106 although the court found his conduct less egregious than that of 

Prosser and Raynor.  n107 Muoio was held liable "because he voted to approve the transaction even though he knew, or at 

the very least had strong reasons to believe, that the $ 10.25 per share merger price was unfair."  n108 Muoio had sig-

nificant experience in finance and telecommunications in light of his position with an investment advising firm.  n109 The 

court held that Muoio should have advised the board to reject the $ 10.25 price.  n110 Rather than delineate between the 

duties of loyalty and good faith, the court held that Muoio's conduct violated the duty of "loyalty and/or good faith."  n111 

It thus appears that the "conscious disregard" standard that  [*451]  the court is applying in the context of good faith is 

breached if the director "knew or had strong reasons to believe" that a transaction was unfair. 

It is also noteworthy that Muoio was found not to be independent of Prosser when the court undertook the fair dealing 

analysis.  n112 Although the court noted that Muoio's independence was in question because he would likely wish to seek 

future business opportunities from Prosser, it appears that the court was uncertain whether this lack of independence was 

enough of a conflict of interest to raise concerns about the duty of loyalty. Instead of making the determination regarding 

whether a conflict in the transaction is a necessary finding in a loyalty case, the court sidestepped the issue and found 

Muoio in violation of loyalty and/or good faith, due to his lack of independence from Prosser.  n113 

The four remaining directors, Goodwin, Ramphal, Todman, and Vondras, were not found liable for breaching either 

the duty of loyalty or good faith. With respect to these four, the court found that the evidence did not implicate more than 

breach of the duty of care.  n114 None of these directors had received an improper personal benefit, nor did any of them 

have a personal conflicting financial interest in the transaction.  n115 Of these four directors, only Goodwin was found to 

be possibly independent of Prosser.  n116 Yet, it seems that lack of independence could not sustain liability for Ramphal, 

Todman, and Vondras because their votes were not found to have been motivated by lack of independence. The court 

stated: 

 

[T]here is no evidence that they actually engaged in such improperly motivated conduct, or otherwise 

acted with disloyal intent ... But negligent or even gross negligent conduct, however misguided, does not 

automatically equate to disloyalty or bad faith. There is no evidence that Goodwin, Ramphal and Vondras 

intentionally conspired with Prosser to engage in ... benefiting Prosser at the expense of the minority 

stockholders.  n117 
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The ECM court did not decide whether the duty of loyalty or the obligation of good faith was breached in the cases of 

Muoio and Raynor. Rather, the court in effect stated that good faith was breached and loyalty may have been. Disney II 

seems to provide an answer to this aspect of the loyalty question because, according to Disney II, lack of good faith is 

tantamount to breach of the duty of loyalty.  n118 The next sections revisit the  [*452]  duty of loyalty and the obligation 

of good faith, with an objective of picking up the analysis from where ECM left off. 

 

2. Conflict of Interest in the Transaction 

The case law is relatively clear that a director's conflict of interest in a corporate transaction will trigger an analysis of 

whether there is a breach of the duty of loyalty.  n119 What is murky, in light of the decision in ECM, is whether lack of 

independence is enough of a conflict of interest to implicate the duty of loyalty, or whether a more direct conflict of 

interest in the transaction itself is required. This Section returns to the origins of the duty of loyalty to analyze whether 

evidence of a conflict of interest in the transaction is necessary to establish breach. 

As discussed above, corporate law fiduciary duties have their genesis in the law of trusts.  n120 According to the 

Restatement (Second) of Trusts, the trustee's duty of loyalty is a "duty to the beneficiary to administer the trust solely in 

the interest of the beneficiaries."  n121 This definition does not seem to require self-dealing before finding a violation. 

However, if the transaction presents conflicts of interest, the trustee is "under a duty to deal fairly and to communicate to 

the beneficiary all material facts the trustee knows or should know in connection with the transaction."  n122 

As mentioned above, one of the more famous cases discussing the contours of the duty of loyalty in the context of a 

business relationship is Meinhard v. Salmon.  n123 The Meinhard case involved application of the duty to a joint venture 

relationship. Chief Justice Cardozo, addressing the duty of joint adventurers to each other, said that they owe one another 

"the duty of the finest loyalty . . . the punctilio of an honor the most sensitive."  n124 Although evidence of conflict of 

interest in the transaction could lead to a finding of breach of the duty of loyalty, it did not seem to be a requirement of 

breach. That is, a conflict of interest could evidence a breach of loyalty, as could any other behavior indicating that the 

director did not communicate all material facts or did not otherwise act with "an honor the most sensitive." 

 

3. Lack of Independence 

Another question left unanswered by the ECM court is whether lack of independence by itself is enough of a conflict 

of interest to implicate the duty of loyalty. In finding Raynor and Muoio liable for breach of loyalty  [*453]  and/or care, 

the court stated that loyalty was only implicated if a conflict of interest in the transaction itself was not required.  n125 

Raynor and Muoio were not found to be interested in the transaction. They were, however, beholden to Prosser and not 

independent advisors to the company. 

Although lack of independence is not an issue that has been decided by the Delaware Supreme Court in the context of 

breach of loyalty claim, it is an issue that has been addressed recently by the Chancery Court. In Orman v. Cullman,  n126 

the Delaware Chancery Court stated that to establish a breach of the directors' duty of loyalty and to overcome the pre-

sumption of the business judgment rule, the plaintiff can "establish that the board was either interested in the outcome of 

the transaction or lacked the independence to consider objectively whether the transaction was in the best interest of its 

company and all of its shareholders."  n127 The court further delineated the distinction between interest in the transaction 

and lack of independence. According to Orman, directors are interested in the transaction when they appear on both sides 

of a transaction or expect to derive a personal financial benefit from it in the sense of self-dealing.  n128 This is in contrast 

to "a benefit which devolves upon the corporation or all stockholders generally."  n129 On the other hand, "lack of in-

dependence can be shown when a plaintiff pleads facts that establish 'that the directors are 'beholden' to [the controlling 

person] or so under their influence that their discretion would be sterilized.'"  n130 

The Orman court then discussed whether the plaintiffs' allegations of breach of fiduciary duty were sufficient to 

survive the motion to dismiss. Four defendant directors were alleged to be interested in the transaction "because they 

received benefits from the transaction that were not shared with the rest of the shareholders."  n131 The court found the 

allegations insufficient with respect to three of the directors: Israel, Vincent and Lufkin.  n132 The only allegation against 

Israel and Vincent was that they were self-interested because they had served on the board since 1989 and 1992, respec-

tively.  n133 With respect to Lufkin, the court found that his board membership since 1976 was insufficient to show lack 

of independence and his role as founder of one of the two leading underwriters of the company's IPO did not establish that 

he received a personal benefit from the transaction not shared by other shareholders.  n134 Similarly, director Barnet was  

[*454]  not interested in the transaction solely because he was to be a director in the surviving corporation.  n135 
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On the other hand, the court found that director Bernbach may have lacked independence because he was beholden to 

the Cullman Group--the group that negotiated the transaction--due to his consulting contract with that company and was 

beholden to the controlling shareholders for a continuation of the contract.  n136 Interestingly, the court stated that the 

consulting contract was not enough to establish that Bernbach was interested or that he would have profited from the 

transaction.  n137 Bernbach's potential liability was based solely on his alleged lack of independence.  n138 

A fifth director, Solomon, was possibly interested in the transaction because his company, PJSC, was to receive a 

$ 3.3 million fee if the merger were approved.  n139 Finally, the court found it unnecessary to rule upon the interest or lack 

of independence of director Sherren because a majority of the board being interested or lacking independence was suffi-

cient to rebut defendants' claim that the decision was protected by the business judgment rule.  n140 

Similarly, a U.S. district court, applying Delaware law in Hollinger International, Inc. v. Hollinger Inc.,  n141 uti-

lized a two-prong test in its discussion of the duty of loyalty. According to the Hollinger court, a breach of loyalty claim 

requires the plaintiff to allege that: "(1) the director was 'interested in the outcome' of the alleged self dealing transaction; 

or (2) 'lacked independence to consider objectively whether the transaction was in the best interest of the company and all 

its shareholders.'"  n142 In Hollinger, the plaintiff alleged that defendants Black and Radler engaged in various 

self-dealing transactions, including receiving non-competition payments from Hollinger International, Inc. (International), 

selling International's assets at below-market prices to a corporation they controlled, loaning International's funds at 

below-market interest rates to a corporation they controlled, and receiving "'unwarranted, excessive, and unauthorized' 

'management fees,' 'incentive payments,' and other compensation."  n143 Defendant Perle was a director of International 

and sat on its audit, compensation, and executive committees.  n144 At the same time, Perle was an officer of Digital 

Management, a company that plaintiffs alleged had received excessive fees for managing International's investments.  

n145 

 [*455]  The district court found that the plaintiff had not alleged that defendant Perle had a direct financial interest in 

the transactions at issue, but had sufficiently pleaded lack of independence. 

 

To sufficiently plead "lack of independence," the plaintiff must allege "particularized facts" supporting "a 

reasonable inference" that the director was "beholden" to the controlling shareholder through a close 

personal, family, or business relationship. A director is "considered beholden to (and thus controlled by) 

another when the allegedly controlling entity has the unilateral power . . . to decide whether the director 

continues to receive a benefit, financial or otherwise," which is of material importance to the director.  

n146 

According to the court, because Black had appointed Perle CEO of Digital Management, a subsidiary of International, 

where Perle received over $ 3.1 million in incentive payments, the plaintiff sufficiently alleged that Perle lacked inde-

pendence from Black.  n147 

The logical import from this reasoning is that a conflict of interest in the transaction, although a sufficient condition, 

is not a necessary condition to trigger a loyalty analysis. It would seem that other conflicts of interest, such as the lack of 

independence, would also violate the obligation to act with "an honor the most sensitive." This notion is consistent with 

Disney II's discussion of the "strict and unyielding"  n148 terms of the duty of loyalty. Disney II, quoting Guth v. Loft, Inc.,  

n149 stated that "public policy, existing through the years, and derived from a profound knowledge of human characte-

ristics and motives, has established a rule that demands of a corporate officer or director, peremptorily and inexorably, the 

most scrupulous observance of his duty . . . ."  n150 The court further stated that there must be "no conflict between duty 

and self-interest."  n151 It would thus seem inconsistent with the reasoning of both Disney II and Guth to allow conflicts 

of interest, such as a lack of independence, to avoid judicial scrutiny when considering claims alleging breach of the duty 

of loyalty. 

 

4. Independence in Shareholder Derivative Litigation 

Given the significance of director independence in considerations of loyalty claims, it is instructive to consider the 

developing case law on independence  [*456]  in other areas of corporate law. For example, independence has become a 

significant concern in shareholder derivative litigation.  n152 

Boards may appoint special litigation committees ("SLCs") to make decisions regarding whether derivative litigation 

should be pursued or terminated. In Zapata Corp. v. Maldonado,  n153 the Delaware Supreme Court articulated a 

two-step analysis for evaluating the decision of a special litigation committee. This analysis requires the court to evaluate 
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the independence and good faith of the members of the special litigation committee and permits the court to use its own 

business judgment to determine whether it is in the best interest of the corporation for the suit to be either continued or 

terminated.  n154 

The lynchpin of the willingness of courts to defer to the special litigation committee is the independence of that 

committee. Recently, in In re Oracle Corp. Derivative Litigation,  n155 the Delaware Chancery Court considered whether 

two special litigation committee members, both of whom were Stanford University faculty members and Oracle Corp. 

(Oracle) directors, were independent from the director defendants, who also bore significant ties to Stanford. The court 

noted that independence "'turns on whether a director is, for any substantial reason, incapable of making a decision with 

only the best interests of the corporation in mind.'"  n156 In Oracle, the court noted the various ties defendant directors 

had with Stanford.  n157 One defendant was a Stanford professor, had served with an SLC member at the Stanford In-

stitute for Economic Policy Research (SIEPR), and had also taught one of the SLC members when the SLC member was 

a Ph.D. student at Stanford.  n158 Another defendant was a Stanford alumnus who served as chair of the SIEPR board and 

who had directed millions of dollars in contributions to Stanford recently.  n159 A third defendant donated millions  

[*457]  of dollars to Stanford both directly through personal donations and indirectly through a foundation. He was also 

considering further donations of hundreds of millions of dollars around the time that the SLC members had been ap-

pointed to the corporate board.  n160 These facts gave the court reasonable doubt concerning the independence of the SLC 

members.  n161 The court further noted that the burden of proof rests with the SLC to establish its independence  n162 and 

denied the SLC's motion to terminate the derivative litigation.  n163 The ties among the SLC members and the defendants 

were, according to the court, so substantial that that they cast doubt about the impartiality of the SLC.  n164 

Independence was also at issue recently in In re eBay, Inc. Shareholders Litigation.  n165 The court determined that 

demand was futile and permitted the litigation to proceed over the objection of the non-defendant directors who comprised 

the SLC.  n166 The court was not convinced that the non-defendant directors on the SLC could "objectively and impar-

tially consider a demand to bring litigation against those to whom [they are] beholden for [their] current and future posi-

tion on eBay's board."  n167 The court reached this conclusion after noting that the defendant directors owned enough 

stock to control the corporation and the election of directors, including the non-defendant directors on the SLC.  n168 An 

additional concern was that the non-defendant directors owned options worth millions that had not vested and would not 

vest unless they continued to serve as directors of eBay.  n169 

These cases illustrate that various interests in the outcome or relationships with the parties involved may show the 

lack of independence of special litigation committees. These guideposts seem to have been reaffirmed in the Disney II 

court's discussion of the duty of loyalty. Citing precedent going back to 1939, Disney II emphasized that "[t]he rule that 

requires an undivided and unselfish loyalty to the corporation demands that there be no conflict between duty and 

self-interest."  n170 

 [*458]  C. Where Does Good Faith Fit In?: Disney II 

The Delaware Chancery Court recently opined on the relationship among the duties of care, loyalty, and good faith in 

Disney II.  n171 According to Disney II, the duty of good faith is intertwined with the duties of care and loyalty: 

 

It does no service to our law's clarity to continue to separate the duty of loyalty from its essence; nor does 

the recognition that good faith is essential to loyalty demean or subordinate that essential requirement. 

There might be situations when a director acts in subjective good faith and is yet not loyal (e.g., if the 

director is interested in a transaction subject to the entire fairness standard and cannot prove financial 

fairness), but there is no case in which a director can act in subjective bad faith towards the corporation and 

act loyally . . . .  n172 

The court outlined the three most salient violations of good faith. These include situations where (1) the fiduciary 

intentionally acts with a purpose other than advancing the best interests of the corporation; (2) the fiduciary acts with 

intent to violate positive law; or (3) the fiduciary intentionally fails to act in the face of a known duty to act.  n173 The 

court noted that it is unclear whether a motive is required to successfully claim bad faith.  n174 

III. ERISA's FIDUCIARY STANDARDS 

This Part begins by discussing the paradigmatic ERISA employer stock cases and their relationship to widely used 

employee benefit plans. It then turns to a brief discussion of the ERISA imposed fiduciary duty of loyalty. Finally, the Part 

engages in a detailed evaluation of the application of the duty of loyalty in the ERISA employer stock cases. 
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A. 401(k) Plans and the ERISA Employer Stock Cases 

Most employees who have a pension plan through their employer are participants in a defined contribution plan.  

n175 Each employee has an individual  [*459]  account in the plan that enjoys favorable tax treatment, and the assets in 

the account belong to the employee.  n176 Typically these plans are 401(k) or KSOP  n177 accounts in which each em-

ployee makes an individualized decision on whether to make elective contributions to the plan, the employer may match 

some portion of the employee contributions, and each employee makes some or all of the decisions on how to invest the 

assets in the individual account.  n178 

During the past few years, these types of plans, which we refer to as company-sponsored employee investment plans,  

n179 have been subject to considerable litigation because of their use of employer stock as a required or optional in-

vestment vehicle. The majority of 401(k) plans sponsored by publicly held companies offer company stock as an in-

vestment option.  n180 Employees are likely to hold assets, sometimes a substantial portion of their assets, in company 

stock in those plans.  n181 

The consistent fact pattern in the employer stock cases begins with a situation where some employees hold at least a 

portion of their plan account assets in employer stock.  n182 The employer stock drops in value.  n183 The employees 

who had invested in employer stock bring a class action suit alleging: (1) directors and others continued to offer company 

stock as a plan investment option, continued to make matching contributions in company stock, or continued to enforce 

plan rules prohibiting diversification out of employer stock at a time when the directors knew or should have known that 

the stock was not a prudent investment option;  n184 (2) directors and others made materially inaccurate or incomplete 

disclosures regarding  [*460]  company stock;  n185 or (3) directors and others failed to meet their obligations in ap-

pointing and monitoring other plan fiduciaries.  n186 All three allegations raise issues involving the directors' fiduciary 

duty of loyalty.  n187 

B. ERISA's Fiduciary Duty of Loyalty 

Pension funds give rise to agency problems that mirror the agency issues in corporate law. Regardless of the type of 

pension plan,  n188 company officials, typically including members of the company's board of directors, oversee the plan 

and make critical decisions affecting the investment of assets or the available investment vehicles. Prior to the enactment 

of ERISA's extensive regulatory framework, fraud or underfunding of plans resulted in numerous situations where em-

ployees never received the benefits they expected.  n189 

In reaction to these and other concerns about agency issues affecting pension plan governance and investments, the 

drafters of ERISA explicitly adopted trust law standards in establishing a complex set of provisions governing the beha-

vior of anyone who has discretion in administering or dealing with the assets of an employee benefit plan. First, all 

pension plan assets must be held in trust.  n190 Second, the statute establishes a counterpart to the trust law duty of loyalty, 

requiring fiduciaries to act "solely in the interest of the participants and beneficiaries and ... for the exclusive purpose of... 

providing benefits to participants and their beneficiaries."  n191 

 [*461]  After establishing a duty of loyalty, however, ERISA's drafters backtracked and explicitly permitted fidu-

ciaries to be conflicted by stating that the statute shall not be construed to "prohibit any fiduciary from serving as a fi-

duciary in addition to being an officer, employee, agent, or other representative of a party in interest."  n192 Arguably this 

departure from traditional trust law recognizes that employers have a special interest in the benefit plans they establish and 

may be reluctant to sponsor such plans if they are not permitted to retain a degree of control over the administration and 

investment of the plans.  n193 Regardless of the reason for the provision permitting conflicted fiduciaries, the drafters of 

ERISA seemed to recognize the agency tensions inherent in the regime they were creating because they barred a wide 

variety of "prohibited transactions."  n194 

Harmonizing the realities of conflicted fiduciaries with the obligation of loyalty has not been simple, particularly 

given the variety of benefit plans governed by ERISA. A challenge for directors and other ERISA fiduciaries is to re-

concile two lines of cases that flow from the conflicts of interest that ERISA allows. One strand of law imposes absolute 

loyalty on fiduciaries, setting a standard of an "eye single" to the interests of plan participants and beneficiaries.  n195 

This strand is consistent with traditional trust law and Justice Cardozo's famous language.  n196 The other strand recog-

nizes that employers may receive "'incidental' and thus legitimate benefits . . . from the operation of a pension plan."  n197 

This strand of the law is unique to ERISA and is compelled in part by the statute's approval of conflicted fiduciaries. It also 

recognizes that employers sponsor benefit plans, including company-sponsored employee investment plans, for a variety 

of  [*462]  self-interested reasons including decreasing employee turnover, competitive issues, and tax incentives.  n198 
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Not only does ERISA depart from traditional trust law in its provisions for conflicted fiduciaries and specified pro-

hibited transactions, but it also defines who is a fiduciary in terms more sweeping than trust law. Trust law contemplates 

that the typical trust will be managed by a single or small number of trustees.  n199 In contrast, ERISA contemplates 

numerous fiduciaries for each benefit plan. An individual may become an ERISA fiduciary by being named as a "named 

fiduciary"  n200 or by having the functional responsibility that brings with it fiduciary status.  n201 Fiduciary status based 

on this functional definition, however, is limited "to the extent" the individual exercises or has discretionary authority over 

the functions that gave rise to the fiduciary status.  n202 Plaintiffs in some employer stock cases have successfully alleged 

that company directors are functional fiduciaries because they have a measure of control over plan assets or because they 

appoint and monitor the actions of other plan fiduciaries.  n203 

C. Specific Application of Duty of Loyalty in the ERISA Employer Stock Cases 

The ERISA employer stock cases occupy a particularly important place in the development of the fiduciary obliga-

tion of loyalty. Few of the cases have progressed past the summary judgment phase, though most have permitted the 

plaintiffs to go forward on some claims.  n204 At the same time, because of the litigation and potential liability involved 

with the use of employer stock in company-sponsored employee benefit plans, companies have begun to reconsider the 

use of employer stock in the plans.  n205 This Section considers the fiduciary obligation of loyalty that inheres in such  

[*463]  use of company stock in order to later contrast those obligations with directors' loyalty obligations to shareholders 

generally under corporate law. 

 

1. Imprudence of Employer Stock as an Investment 

Some typical claims made in the ERISA employer stock cases are that fiduciaries did not amend the plan (1) to 

eliminate company stock as an investment option; (2) to halt the employer matches in company stock; or (3) to permit 

employees to diversify their plan accounts out of employer stock even though the stock had become an imprudent in-

vestment. The most obvious statutory claim in these instances may be that the fiduciaries violated their fiduciary obliga-

tions of prudence and due care by failing to reconsider the use of company stock in company-sponsored employee in-

vestment plans once that stock became a problematic investment choice. In one such case, In re WorldCom, Inc. ERISA 

Litigation, the court denied the defendants summary judgment where the plaintiffs alleged that the fiduciary defendants 

failed to fulfill their responsibilities to evaluate the continued availability of WorldCom stock as an investment alternative 

under the plan.  n206 More recently, the court in DiFelice v. US Airways, Inc. denied summary judgment to the company, 

which was the named trustee of the plan, in the face of the plaintiff's allegations that, given the obviousness of the com-

pany's financial distress, the company had an obligation to close the company stock fund in the plan and to end employees' 

ability to contribute to that fund on a certain date.  n207 Even recognizing the latitude fiduciaries have in exercising their 

judgment on appropriate plan investments,  n208 the court found that the numerous facts indicating the precarious nature 

of US Airways' financial situation could be sufficient to question whether the company had met its obligation of prudence.  

n209 

The continued use of company stock also may breach the fiduciaries' duty of loyalty. One claim often raised by 

plaintiffs in the ERISA employer stock cases is a variant of the allegation that fiduciaries had conflicting interests in using 

company stock in the plan because either their compensation was stock-based or they owned substantial amounts of 

company stock.  n210 In three cases in the Southern District of New York, plaintiffs' claims of this type failed to survive 

motions to dismiss.  n211 In cases with similar facts, however, courts in the District of New Jersey and the Northern  

[*464]  District of Georgia held that the plaintiffs had stated a claim for breach of loyalty.  n212 

In In re Polaroid ERISA Litigation, the court appeared to dismiss the conflict of interest claim because the existence 

of a compensation-based conflict was insufficient to establish a breach of loyalty.  n213 The court in In re WorldCom, Inc. 

ERISA Litigation was more explicit.  n214 The plaintiffs alleged that Bernard Ebbers, a WorldCom director as well as its 

President and CEO, breached his duty of loyalty by receiving stock-based compensation that created an incentive for him 

to keep the stock price high and ignore the best interests of plan participants and beneficiaries.  n215 The court rejected the 

claim, relying on both ERISA's explicit provision for conflicted fiduciaries and its limitation of liability to only those acts 

taken while in the role of an ERISA fiduciary.  n216 The plaintiffs had not shown that the conflict of interest caused 

Ebbers to act other than in the best interests of plan participants and beneficiaries when making decisions as a plan fidu-

ciary.  n217 In In re AOL Time Warner, Inc. Securities and "ERISA" Litigation, the court took a slightly different approach 

to a similar claim that directors had sold their company stock while continuing to offer the stock as a plan investment.  

n218 The court ruled that the directors' personal sales of nonplan stock could not be considered a fiduciary act under 

ERISA because the sales were not undertaken as part of their administration or as investment of the plan assets.  n219 As 
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only functional fiduciaries, the directors could not be held liable under ERISA for acts taken outside their functional 

fiduciary roles.  n220 

In contrast, the district court in In re Honeywell International ERISA Litigation permitted the plaintiffs' breach of 

loyalty claim premised on a compensation-based conflict of interest to go forward.  n221 The defendants had argued that 

ERISA's provisions for conflicted fiduciaries protected them and that fiduciaries' participation in stock-based compen-

sation programs was not sufficient to state a breach of loyalty claim against them.  n222 The court agreed with both 

arguments but declared that the defendants could "still be held liable for disloyalty if they acted in their own interests or 

the Company's, and against the interests of the Plan, while performing  [*465]  fiduciary duties."  n223 The court had 

already decided that the plaintiffs had adequately alleged both misrepresentation of the company's financial position  n224 

and failure to change the availability of company stock in the plan after the stock became an imprudent investment.  n225 

These alleged actions were sufficient to support an inference that the fiduciaries had acted in their own or Honeywell's 

best interest while performing their fiduciary obligations.  n226 

Similarly, the plaintiffs' claim of conflict of interest survived a motion to dismiss in Hill v. BellSouth Corp.  n227 The 

court found sufficient the plaintiffs' allegations that the defendants' participation in a stock-based compensation plan gave 

them an incentive to maintain the price of company securities and that two defendants, including the chairman of the 

Board of Directors, had personally sold company stock during the class period.  n228 The BellSouth court did not arti-

culate the standard it ultimately would use to determine whether the defendants breached their duty of loyalty, nor did it 

explicitly recognize ERISA's provision for conflicted fiduciaries.  n229 But the court's statement that the plaintiffs had 

alleged that defendants "acted in a way that benefited them personally, yet did not protect the trust" may indicate that the 

fiduciaries' personal benefit will be important in the final determination.  n230 

In another variant, plaintiffs have argued that fiduciaries have breached their duty to avoid conflicts of interest, but 

the plaintiffs have declined to specify any particularized conflicts. The tension in these claims lies in determining the 

boundary between the statutory provision permitting conflicted fiduciaries  n231 and a Supreme Court opinion that listed 

the "avoidance of conflicts of interest"  n232 as being among the duties of an ERISA fiduciary. To date, courts have not 

articulated the extent to which fiduciaries must act affirmatively to avoid conflicts of interest tied to the use of employer 

stock. In In re Dynegy, Inc. ERISA Litigation, the plaintiffs argued that the fiduciaries should have hired an independent 

fiduciary to determine the prudence of company stock as an investment or notified the Department of Labor (DOL) of the 

circumstances that made investment in company stock imprudent.  n233 The plaintiffs relied on Fifth Circuit precedent 

that: 

 

 [*466]  [t]he presence of conflicting interests imposes on fiduciaries the obligation to take precautions to 

ensure that their duty of loyalty is not compromised . . . "The level of precaution necessary to relieve a 

fiduciary of the taint of a potential conflict should depend on the circumstances of the case and the mag-

nitude of the potential conflict." ... In some instances, the only open course of action may be to appoint an 

independent fiduciary.  n234 

The Dynegy court dismissed the plaintiffs' claim for failing to identify specific conflicts of interest and the harm those 

conflicts caused.  n235 In Pennsylvania Federation v. Norfolk Southern Corp., the plaintiffs alleged that the defendants 

violated their duty of loyalty by continuing to make matching contributions in plan stock and by precluding diversification 

in order to inflate the price of the stock while the company's financial performance was poor.  n236 The court held that the 

defendants could not have violated their obligation of loyalty because they had followed the plan's terms regarding the 

investment of matching contributions.  n237 

In a decision contrasting with those of Dynegy and Norfolk Southern, the court in In re Electronic Data Systems Corp. 

"ERISA" Litigation (EDS) denied a motion to dismiss a nearly identical claim--because the fiduciaries operated under a 

conflict of interest they should have engaged an independent fiduciary or otherwise eliminated the conflict.  n238 Al-

though the plaintiffs had not argued that the fiduciaries' conflict resulted from stock-based compensation, the defendants 

contended that ERISA permits fiduciar-ies to take part in such compensation programs.  n239 The court rejected this 

defense as an "attempt to place un-pled factual restrictions" on the plaintiffs' claim.  n240 The court gave no hint as to 

whether the plaintiffs must ultimately prove direct benefit to the defendants at the plan's expense and did not otherwise 

discuss the standard for evaluating the plaintiffs' claim.  n241 

Finally, a quite different breach of loyalty claim may be predicated on the argument that a conflicted fiduciary must 

reconsider the use of company stock in a plan even though the plan terms require the use of such stock. In what is known 

as the settlor doctrine, the Supreme Court has determined that ERISA actors do not act in an ERISA fiduciary role when 
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establishing, amending, or terminating a benefit plan.  n242 Defendants have argued that, where the terms of the com-

pany-sponsored employee investment plan require the use of employer stock, the settlor doctrine protects  [*467]  them 

from having to reconsider the use of such stock and from any liability in failing to evaluate the stock's appropriateness as 

an investment alternative.  n243 Courts have split over the extent to which the doctrine actually protects ERISA fiducia-

ries in such situations, but even where the fiduciaries have been held to an obligation to reconsider the use of company 

stock, the courts typically accord them a presumption of prudence.  n244 The presumption in favor of the fiduciaries 

recognizes the policy considerations favoring the use of company stock and the liability a fiduciary might face by being 

overly cautious in revoking the use of company stock.  n245 

In In re Honeywell International ERISA Litigation, however, the court noted that the combination of a fiduciary's 

"conflicted status," knowledge of the impending collapse of the company, and a "precipitous decline in the price of em-

ployer stock" could be sufficient to overcome the fiduciary's presumption of prudence.  n246 The courts have not clarified 

the weight to be accorded an opinion from an independent fiduciary that supports the defendants' actions nor have they 

announced a standard for evaluating the use of company stock when an independent fiduciary has made the usage de-

termination. Elsewhere we have suggested that stricter scrutiny is appropriate in situations--such as the use of company 

stock--that present inherent conflicts of interest, and that one way to minimize those conflicts would be through the use of 

independent fiduciaries.  n247 

 

2. Failing To Properly Appoint or Monitor Plan Fiduciaries 

Courts generally agree with the DOL's view that appointing plan fiduciaries is itself a fiduciary function and that it 

includes an obligation to monitor the appointed fiduciaries.  n248 Plaintiffs who allege wrongdoing associated with in-

vestments in company stock frequently allege that corporate directors and others who have appointment authority over 

plan administrators, or plan investment committee members, failed in their obligation to properly appoint or monitor those 

lower level plan fiduciaries.  n249 The  [*468]  claims can implicate the duties of prudence and care, but some are filed as 

claims for breach of duty of loyalty.  n250 

The plaintiff's contentions in Howell v. Motorola, Inc.  n251 illustrate the complexities in these claims. The plaintiff 

alleged that defendants, who were directors of Motorola, breached their fiduciary duty, presumably the duty of loyalty, by 

failing to appoint plan fiduciaries who were independent and thus who were "influenced or controlled by the tacit or 

explicit direction of Motorola and/or the Director Defendants with respect to the management, investment and/or pro-

posed or actual disposition of Plan assets."  n252 The perceived lack of independence appeared to be grounded entirely in 

the fact that the appointed fiduciaries were Motorola employees.  n253 The court was troubled because the claim appeared 

inconsistent with ERISA's provision permitting employees to act as fiduciaries; however, it decided that it did not yet need 

to reach the issue since the court found the plaintiff's failure to monitor claim sufficient to survive the motion to dismiss.  

n254 

The director defendants in Motorola argued that they had no obligation to monitor those fiduciaries directly re-

sponsible for selecting plan investment vehicles and participant communications.  n255 They contended that the duty of 

monitoring only arises where fiduciaries appoint "close business associates" such that the lower level fiduciaries have 

"clear conflicts of interest beyond their assumed loyalty to their employer."  n256 Although it acknowledged some limited 

contrary authority,  n257 the court found  [*469]  persuasive the DOL position and the clear weight of decisional authority 

that fiduciaries have an obligation to monitor all fiduciaries they appoint.  n258 

 

3. Material Misstatements and Omissions 

Among its many provisions in addition to fiduciary regulation, ERISA sets forth specific disclosure obligations re-

quiring plans to provide information to plan participants and beneficiaries, as well as to the DOL.  n259 The Supreme 

Court has held that misrepresentations made in the course of plan administration violate ERISA's fiduciary duty of loyalty.  

n260 There is some trend in the ERISA case law to find that benefit plan fiduciaries have affirmative disclosure obliga-

tions even beyond those explicitly established in the statute and regulation.  n261 Courts have developed this theory of 

expanded disclosure by looking to traditional trust law, which requires a fiduciary who knows that particular information 

would be of interest and value to a beneficiary to communicate that information.  n262 According to those courts, failing 

to communicate material information that could "adversely affect a plan member's interests" violates an ERISA fidu-

ciary's duty of loyalty.  n263 
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Plaintiffs in the ERISA employer stock cases frequently allege that plan fiduciaries made, or permitted to be made, 

misstatements or omissions about the company's financial status and prospects and that those misstatements or omissions 

affected the plaintiffs' purchase or sale decisions.  n264  [*470]  Intentional misrepresentations made by ERISA fiducia-

ries would violate the standard that the Supreme Court established. To the extent case law supports an affirmative dis-

semination requirement, fiduciaries would also need to make appropriate disclosures related to company stock. Finally, as 

the plaintiffs in the EDS case argued, the duty to avoid conflicts of interest imposes on fiduciaries the obligation to make 

appropriate disclosures to plan participants and beneficiaries.  n265 The EDS plaintiffs tied together an affirmative dis-

closure obligation, the duty of loyalty, and its alleged breach by arguing that as fiduciaries and "corporate officers they 

had both an incentive to conceal unknown information about EDS' stock value and a duty to reveal that information to 

Plan beneficiaries."  n266 The allegation survived defendant directors' motion to dismiss.  n267 

IV. THE DEVELOPING DUTY OF LOYALTY 

The corporate scandals of the late 1990s, the resulting public attention to corporate wrongdoing, the financial losses 

workers experienced in their 401(k) accounts, and the enactment of the Sarbanes-Oxley Act  n268 have increased the 

public scrutiny of corporate directors.  n269 Commentators have observed the resulting pressure brought to bear on De-

laware corporate law to retain its position as the primary regulator of director responsibility to shareholders.  n270 The 

numerous cases challenging fiduciary decisions regarding the use of employer stock in company-sponsored employee 

investment plans are forcing the federal courts to address directors' obligations in the ERISA context.  n271 

As a result of these pressures, jurisprudence on directors' duty of loyalty is developing along parallel tracks as De-

laware courts interpret traditional state corporate law principles and federal courts interpret the statutory obligations 

imposed by ERISA. The concepts underlying the development of the duty of loyalty in these two fields are strikingly 

similar. Both fields trace their imposition of a loyalty obligation to the duty of loyalty  [*471]  established under trust law.  

n272 Although the duty of loyalty is applied in many contexts in both fields, state corporate law and the federal law of 

ERISA share the need to apply the duty of loyalty when fiduciaries make decisions regarding company stock.  n273 In 

corporate law, for example, that obligation becomes important when a corporation is buying out minority shareholders or 

making decisions on merger and acquisition transactions.  n274 In ERISA, the use of employer stock as an investment 

vehicle and a source of matching contributions for company-sponsored employee investment plans poses numerous 

loyalty considerations. 

This Part analyzes and compares recent developments in the fiduciary duty of loyalty in Delaware corporate law and 

in federal law under ERISA. The continued shaping of the loyalty doctrine raises critical questions, particularly for 

corporate directors, who may be fiduciaries under both Delaware corporate law and ERISA. In what situations are di-

rectors considered to have a conflict of interest that matters for purposes of the duty of loyalty? What standards should be 

used to evaluate whether directors have violated the obligation of loyalty? What distinctions are developing between 

Delaware state law and federal law under ERISA? Are any diverging approaches, overlaps, or tensions firmly grounded in 

principle and not such that they impose inconsistent obligations on directors? This Part begins by considering the values to 

be served by a loyalty analysis. It then considers the categories of factual situations most likely to result in duty of loyalty 

violations. It next discusses the standards used to determine whether a loyalty violation has in fact occurred. It concludes 

by examining the determinants of liability for individual directors. 

A. The Threshold Loyalty Analysis 

A properly balanced duty of loyalty analysis performs three functions. First, it identifies those specific factual situ-

ations that create a serious threat of fiduciary wrongdoing and harm to those whose interests the fiduciaries are obligated 

to put first. Second, once such a factual situation has been identified, the analysis provides the legal standards to determine 

whether the fiduciary obligation of loyalty has been breached. Third, once a breach has been found the final step is to 

determine which individual fiduciaries are liable for that breach. Proper identification of those factual situations in which 

fiduciary violations are likely to occur ensures scrutiny of those transactions. At the same time it ensures that the vast 

majority of transactions that do not incorporate a high threat of fiduciary violation can proceed without the litigation and 

other costs that heightened scrutiny imposes. 

 [*472]  The proper analysis must respond to the underlying dynamics of both corporate and ERISA law. If the 

threshold for when the presumption of the business judgment rule is set aside and the plaintiffs' claims survive a motion to 

dismiss is set too low, then the fears that that the Smith v. Van Gorkom  n275 decision precipitated regarding the duty of 

care may come to pass: encouraging directors to be overly risk averse, discouraging qualified people from serving as 

directors, increasing the cost of insurance, and promoting excessive litigation.  n276 The threshold must respect corporate 

law's traditional deference to the business judgment of directors. At the same time, it must consistently identify the factual 
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situations where directors will be most tempted to put their personal interests ahead of the interests of the shareholders. 

Once shareholders have adequately alleged the necessary facts, then scrutiny of the transaction in question must be serious 

enough to address the specific situation and to protect the integrity of corporate governance generally by discouraging 

other directors from profiting at the expense of shareholders. 

In company-sponsored employee investment plans that utilize employer stock, the need to develop a properly sen-

sitive standard for when to use enhanced scrutiny is equally complex. ERISA permits both interested fiduciaries and the 

use of employer stock.  n277 Imposing too low a standard for when scrutiny will be applied could doom the use of em-

ployer stock in these plans. Conversely, imposing too high a standard could leave plan participants unprotected in the face 

of fiduciaries who profit directly or indirectly at their expense. Thus, proper identification of those factual situations that 

deserve enhanced scrutiny and the extent of that scrutiny are both outcome determinative and critical for the sponsorship 

of the company-sponsored employee investment plans. 

B. Identifying Potential Violations of the Duty of Loyalty 

The initial consideration in analyzing duty of loyalty claims should be determining whether it is likely, given the facts, 

that a violation has occurred. By engaging in scrutiny when, and only when, the factual situation is one that is likely to 

have given rise to a duty of loyalty violation, the analysis protects the majority of transactions from the costs of scrutiny 

while ensuring that the transactions that carry with them a high risk of violations are properly reviewed. One category of 

transactions long understood to  [*473]  threaten the integrity of traditional trusts occurs when trustees operate under a 

conflict of interest.  n278 

Theoretically, an individual's mere status as a corporate director creates a conflict of interest because directors receive 

fees from the company for their service and the prestige associated with such a position may be generally career en-

hancing. However, treating every director as conflicted in every corporate transaction would effectively nullify the 

business judgment rule, decrease directors' risk tolerance for transactions, burden the court system, and discourage indi-

viduals from accepting directorships.  n279 One ERISA provision acknowledges that imposing an extensive loyalty 

analysis on each plan-related decision made by officers, employees, and agents would burden their ability to serve as 

fiduciaries.  n280 Clearly, for both Delaware corporate law purposes and federal ERISA purposes, the bar for a conflict of 

interest that gives rise to fiduciary scrutiny must be set higher than mere status as a corporate director. 

 

1. Requirement of Finding a Self-dealing Conflict of Interest in the Transaction Itself 

The chancery court in ECM speculated that a loyalty breach may require the director to have "a self-dealing conflict 

of interest in the transaction itself."  n281 This standard, if Delaware were to adopt it, would establish too high a threshold 

for when conflicts rise to the level that triggers scrutiny for loyalty violations. For example, ECM was unusual in that it 

was presented as both an appraisal case and a case of generalized fiduciary breach claims. The chancery court easily 

determined that the fiduciary claims met the threshold for review under the entire fairness standard because the privati-

zation was without question a self-dealing transaction.  n282 The court's concern that "a self-dealing conflict of interest in 

the transaction itself" is required for a breach of loyalty arose only in the final step of analysis--the determination of 

individual liability.  n283 The implication, however, is that  [*474]  if such a conflict is necessary for individual liability 

under the duty of loyalty, then it also would be necessary as a threshold matter for the plaintiffs seeking scrutiny beyond 

the business judgment rule. The potential precedent from this latter approach based upon ECM, even in light of the 

seemingly inconsistent language in Disney II, concerns us here. 

The chancery court's language on the potential need for "a self-dealing conflict of interest in the transaction itself"  

n284 appears to require a two-part inquiry. The plaintiffs presumably would need to establish both that the conflict re-

sulted in self-dealing and that the self-dealing was part of the transaction in question. Self-dealing would include any 

benefit the directors would ultimately receive other than retention of directorships. If directors derived the benefit as a 

result of a vote on or other involvement with a transaction, then the benefit could give rise to a conflict that would fit 

within the court's language. 

A careful examination of the ECM court's application of its articulated standard implies, however, that it contem-

plates a higher bar for conflicts. When it got to the stage of determining individual liability, the court found that Raynor 

voted to approve the price of $ 10.25 per share to avoid opposing Prosser because "Raynor's economic interests were tied 

solely to Prosser and he acted to further those economic interests."  n285 In the very next sentence, the court held that 

Raynor had violated his duty of "loyalty and/or good faith,"  n286 and attributed its inconclusiveness to its concern that 
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Delaware law might require "a self-dealing conflict of interest in the interest in the transaction."  n287 If that were the 

standard for a loyalty violation, the court believed that Raynor would not have violated his duty of loyalty. 

The only way to understand the ECM court's analysis is that either the personal "economic interests" Raynor had 

pursued via his vote did not constitute "self-dealing" or the self-dealing was not sufficiently connected to the transaction 

to meet the articulated standard. It appears that the court's concern was the latter. By its statement that "Raynor did not 

benefit directly from the transactions,"  n288 the court implied that, in the absence of the direct gain to Prosser, a potential 

financial quid pro quo to Raynor in return for his vote in favor of the $ 10.25 share price transaction would not sufficiently 

become part of the transaction to avoid the business judgment rule and give rise to scrutiny of the transaction for a loyalty 

violation. 

 [*475]  Understood in this way, the court's analysis is troubling. If Raynor had owned ECM stock and benefited 

financially from the unfairly low purchase price imposed on the minority shareholders, then Raynor's benefit would meet 

both the self-dealing requirement and the need for the self-dealing to be "in the transaction itself."  n289 It is appropriate 

that minority shareholders receive the protection of scrutiny for compliance with a director's duty of loyalty when the 

director financially benefits in such a direct way. But, the actual facts also could cause significant loyalty concerns for 

ECM's minority shareholders. If Raynor in fact derived significant economic gain, or avoided a significant economic 

harm, as a quid pro quo for his vote in favor of the $ 10.25 share price transaction, then it does not seem as though the 

minority shareholders would care that the financial benefit, or avoidance of loss, came from a source other than Raynor's 

stock ownership in ECM. Either way, his personal financial interests caused Raynor to vote for a transaction that the court 

eventually found was not fair to the minority shareholders.  n290 The source of the funds giving rise to the conflict of 

interest does not reduce the risk to the minority shareholders; nor does it alter the underlying agency concern. Trustees 

with conflicts of interest will all too often neglect the best interests of the beneficiary in favor of their own interests.  n291 

The implications of the ECM analysis for ERISA employer stock cases further reveal the defects in the court's 

analysis. One typical allegation is that directors and other fiduciaries violate their duties by permitting the continued use 

of company stock as a voluntary or mandated investment vehicle or the use of company stock as the employer's matching 

contribution.  n292 The approach courts currently use to evaluate what factual allegations are sufficient to survive a 

motion to dismiss and give rise to scrutiny of the directors' decisions depends in part on whether the plan terms require the 

use of employer stock.  n293 

The notion that, in order to survive a motion to dismiss, plaintiffs in ERISA employer stock cases must allege a 

"self-dealing conflict of interest in the transaction itself" arguably draws some support from the case law indicating that 

fiduciaries only have fiduciary obligations to the extent they act as fiduciaries.  n294 The traditional import of this 

well-developed doctrine is to protect fiduciaries from liability when they make business decisions that may cause harm to 

the interests of benefit plan participants or beneficiaries.  n295 The doctrine also protects fiduciaries in circumstances  

[*476]  where the fiduciaries make settlor decisions about the plan.  n296 In the former situation, the fiduciaries might 

make a poor business decision that causes the company's profits to drop and thereby reduces the company's contribution to 

an ERISA profit sharing plan. The poor business decision would harm the ERISA plan participants and beneficiaries but 

would not give rise to any kind of ERISA fiduciary violation because the directors did not make the business decision in 

their capacity as ERISA fiduciaries. Or, the fiduciaries might modify prospectively the terms of a plan to decrease par-

ticipant benefits and make the firm more competitive. That decision would harm participants but would be protected by 

the settlor doctrine.  n297 

It might seem that a director's decision to use company stock in a benefit plan would easily constitute a potential 

conflict in the transaction itself. However, an established presumption in Employee Stock Ownership Plan (ESOP) law 

complicates this analysis. Moench v. Robertson, an ESOP case from the Third Circuit, established that when the benefit 

plan's terms require the use of employer stock, the plan's fiduciaries enjoy a presumption of prudence in favor of their 

decision to use and continue the use of employer stock in the plan.  n298 According to Moench, fiduciaries enjoy a pre-

sumption of prudence for investments in employer stock, but the plaintiffs may rebut the presumption by showing that 

"circumstances not known to the settlor and not anticipated by him [in the making of such investment] would defeat or 

substantially impair the accomplishment of the purposes of the trust."  n299 In a further refinement, it appears that, at least 

in some jurisdictions, plaintiffs must prove that "the company is on the brink of collapse or undergoing serious misma-

nagement" in order to rebut the Moench presumption.  n300 ESOPs differ from the 401 (k) plans that typify the ERISA 

employer stock cases because ESOPs are statutorily required to invest primarily in employer stock whereas no such 

provision exists for standard 401(k) plans.  n301 Courts deciding ERISA employer stock cases could have distinguished 

Moench on this basis, but multiple courts have applied the Moench presumption when analyzing a 401(k) plan fiduciary's 

prudence.  n302 While the Moench presumption only explicitly governs the duty of care,  n303 not loyalty, the use of the 
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presumption could help explain the  [*477]  skepticism with which some courts have approached the plaintiffs' loyalty 

claims. Interestingly, courts are split on whether the presumption should be applied at the motion to dismiss stage.  n304 

Even when plan terms do not require the use of company stock, a rote application of the ECM court's "transaction 

itself" standard could lead to the sort of nonsensical analysis performed by the district court in In re AOL Time Warner, 

Inc., Securities and "ERISA" Litigation.  n305 Assume directors of Company A sell their personal Company A stock and, 

at the same time, continue unchanged the use of Company A stock in the company-sponsored employee investment plan 

as an optional investment vehicle and as the form of the company's matching contributions. Assume also that the directors 

do not participate, as outside directors typically would not, in the plan. Instead, the directors' Company A stock holdings 

are held in personal accounts unaffiliated with any company-sponsored plan. Assume, finally, that the directors decided 

not to make any change to the plan's use of Company A stock and not to communicate business concerns with participants 

or beneficiaries solely because the directors wanted to support the price of Company A stock while they sold their own 

holdings. Such a scenario raises egregious duty of loyalty concerns. 

Whether application of the ECM court's logic and the "self-dealing conflict in the transaction itself" standard to the 

foregoing situation would permit the plaintiffs to get beyond the motion to dismiss stage, however, depends on how the 

"transaction itself" requirement is interpreted. Like Raynor, the directors enjoyed a personal benefit--the sale of their own 

Company A stock. There are two transactions that one might look at for the "transaction itself": the personal sale of the 

Company A stock or the plan-related decision. The AOL Time Warner court focused on the directors' sales of their per-

sonal securities as the transaction in question and dismissed the plaintiffs' loyalty claims because directors do not act as 

plan fiduciaries when they sell their own non-plan stock.  n306 

The claims of the AOL Time Warner plaintiffs, however, should not have been evaluated as alleging an ERISA vi-

olation and loss based upon the directors' sale of their own securities. Instead, the alleged violation and loss resulted from 

the directors' decision to continue using company stock in  [*478]  the plan.  n307 Similarly, in the hypothetical Company 

A situation, the "transaction itself" that matters would be the directors' decision not to change the plan's use of Company A 

stock and not to communicate concerns regarding the stock to the plan participants and beneficiaries. Assuming the di-

rectors did not own any stock held by the plan, one analysis would conclude that the directors' personal financial interests 

were not derived from the "transaction itself," if "transaction" is defined as the plan's continued use of company stock. 

Instead, the directors' gain came from the unrelated transactions of their personal stock sales. That would logically lead to 

dismissal of the plaintiffs' case. 

An alternative approach that would distinguish the ECM situation and find a sufficient conflict in the Company A 

situation would be to focus on the directors' ownership of Company A securities, their self-dealing gains derived from 

Company A securities, and the transaction--the decision regarding plan use of Company A securities and communica-

tion--related directly to the price of Company A securities. Therefore, the relationship between the gain and the transac-

tion could be direct enough to support a finding of a conflict of interest and a need for scrutiny. In such a situation, as has 

occurred in a number of the actual ERISA employer stock cases discussed above, where the directors' gains were derived 

from stock-based compensation,  n308 a finding of a conflict of interest in the Company A hypothetical would depend on 

the application of the ECM court's analysis.  n309 

 

2. An Alternative: A Substantial Lack of Independence 

As an alternative to requiring a self-dealing conflict in the transaction at issue, the courts should recognize that a 

sufficient lack of independence should trigger scrutiny to ensure a fiduciary has complied with the duty of loyalty. This 

alternative would appropriately expand beyond the cramped ECM approach the types of factual allegations that give rise 

to scrutiny in line with the approach used in most Delaware cases.  n310 For example, the lack of independence would 

have been sufficient, under the reasoning of the courts in Orman and Hollinger,  n311 to give rise to a potential violation 

of the duty of loyalty and typically would shift the burden of proof to defendants to prove the entire fairness of the 

transaction. The Oracle court articulated the substantial lack of independence as follows: "The question of independence 

'turns on whether a director is, for any substantial  [*479]  reason, incapable of making a decision with only the best 

interests of the corporation in mind.' That is, the independence test ultimately 'focus[es] on impartiality and objectivity.'"  

n312 

Application of a lack of independence standard would be more complicated in ERISA cases because the statute au-

thorizes conflicted fiduciaries.  n313 That authorization, however, is not without boundaries. In addition to the existence 

of the statutory loyalty provision, the prohibited transactions requirements and the Supreme Court's statement that a basic 

duty of ERISA fiduciaries is to avoid conflicts of interest serve to limit the acceptance of actions by conflicted fiduciaries.  
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n314 The Supreme Court has also written that conflicts of interest, presumably including a lack of fiduciary independence, 

should increase the scrutiny given to fiduciaries' interpretation of plan terms.  n315 The same logic should require scrutiny 

for compliance with loyalty when fiduciaries make decisions about the use of employer stock while operating under a 

substantial lack of independence. 

In sum, both Delaware corporate law and the federal law of ERISA rely on the fiduciary obligation of loyalty to 

prevent self-interested fiduciaries from acting to their own advantage and to the detriment of the shareholders or plan 

members. It is critical that each legal regime establish a threshold for factual allegations that will give rise to scrutiny of 

transactions perceived as potential loyalty violations. The Delaware Chancery Court has appropriately recognized that 

either self-dealing in the transaction or a substantial lack of independence could result in scrutiny.  n316 The ECM courts' 

analysis potentially, and unwisely, puts that jurisprudence in question. 

Beyond the Moench presumption of prudence,  n317 which is troubling in itself, the ERISA employer stock cases 

have not established any clear guidance as to what factual allegations present a threat of fiduciary breach of loyalty. 

Development of a standard would give guidance to fiduciaries. It would also increase the predictability and efficiency of 

litigation. The corporate law standards of permitting review where the plaintiffs sufficiently allege self-dealing in the 

transaction or a substantial lack of independence provide a reasonable starting point for the development of an ERISA 

standard. Finally, the independence standard respects principles of trust law while giving meaningful deference to fidu-

ciaries. 

 [*480]  C. The Duty of Loyalty Analysis 

Where plaintiffs sufficiently allege either self-dealing in the transaction or a substantial lack of independence, the 

next step is to determine the standard to be applied to analyze whether breach of loyalty has occurred. This Section 

compares Delaware corporate law's entire fairness standard to the approach in the ERISA employer stock cases. 

Case law has long held that a corporate action in a company stock transaction would be evaluated using the entire 

fairness standard.  n318 The burden of proof would shift to the conflicted directors to convince the reviewing court that 

the transaction met both fair price and fair dealing requirements. If the directors did not meet their burden of proof in 

either prong of the analysis, the court would find a breach of the directors' duty of loyalty.  n319 The directors may shift 

the burden of proof back to the plaintiffs by showing the transaction was approved by a fully informed independent 

committee of disinterested directors or an informed vote of a majority of the minority shareholders.  n320 

As noted above, in ECM, the court held that the burden of proof remained with the defendants.  n321 Although the 

directors' independence was in question, the court held that the problem with the special committee's approval of the 

transaction was that the committee had not received the company's most recent financial projections and was therefore 

insufficiently informed.  n322 Similarly, the vote of the minority shareholders was considered uninformed because they 

had not received those projections.  n323 

In its fair dealing analysis, the court considered factors such as how shareholder approval was obtained, and how the 

transaction was timed, initiated, structured, negotiated, and disclosed to the board.  n324 The court found that the ECM 

transaction was unfair in all these aspects.  n325 Moreover, the court noted that a critical aspect of the fair dealing analysis 

is the adequacy of the representation of the minority shareholders.  n326 The court found that neither the majority of the 

ECM board, nor the special committee it appointed to negotiate for the minority shareholders, was independent, and thus, 

the interests of the minority shareholders were not adequately represented.  n327 

 [*481]  No standard equivalent to the entire fairness standard has emerged in the ERISA employer stock cases. As a 

general rule, however, the Employee Benefits Law treatise states: "Dealing with plan assets in order to further one's own 

interests rather than those of the plan clearly violates the exclusive benefit rule."  n328 Case law outside the ERISA 

employer stock context adds texture to this principle. 

In one case, officers of a company defending against a hostile takeover were also retirement plan fiduciaries.  n329 

The fiduciaries caused the plan to purchase additional company stock and not to tender any of the stock in the plan.  n330 

Their actions violated their duty of loyalty to the plan and its participants.  n331 The court recognized that some defen-

dants had no assurances of employment after the acquisition or would have diminished roles in the merged entity.  n332 

The court found that the officers had treated their plan obligations "quite casually"  n333 and suggested that the fiduciaries 

should have obtained independent advice.  n334 The court also criticized the fiduciaries for not fully informing them-

selves about the circumstances of the pension plan and the effect of the company stock investments on the plan.  n335 

Absent these actions, the court concluded that the fiduciaries had not done enough to ensure the security of the employee 

benefit plans.  n336 
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Similarly, in cases not involving company stock, courts have found ERISA loyalty violations where fiduciaries used 

plan assets to benefit their individual interests. In Marshall v. Carroll, the Secretary of Labor alleged that the defendant 

fiduciaries, an individual and companies he had financial interests in, had breached a variety of fiduciary duties and 

violated ERISA's prohibited transactions requirements.  n337 The defendants had caused plan assets to be invested in a 

deposit administration group annuity contract, which had terms less favorable to the plans than alternative investments but 

provided excessive commissions to the defendant fiduciaries.  n338 In addition, the defendant fiduciaries had deposited 

significant sums of plan assets in banks, which in return provided loans to the fiduciaries.  n339 The court held that both 

sets of transactions violated the fiduciaries' duty of loyalty.  n340 

 [*482]  The ERISA jurisprudence appears to concentrate its loyalty inquiry on an analysis similar to the fair dealing 

prong of Delaware's entire fairness standard. In the context of ERISA company stock cases, this would require review of 

a number of relevant factors in the same way the fair dealing analysis looks at a variety of factors.  n341 To fulfill their 

loyalty obligations, fiduciaries must at relevant times: consider the plan's use of company stock; act appropriately to 

minimize their conflicts of interest, for example, by obtaining independent advice on the use of company stock; and 

ensure that the fiduciaries responsible for deciding on the use of company stock receive all reasonably available infor-

mation relevant to the decision.  n342 If plan participants have options involving investment in company stock, they also 

must receive all reasonably available information relevant to their decision.  n343 

The foregoing comparison of the standards used in Delaware corporate law and in the ERISA employer stock cases 

reveals that Delaware law is more developed and nuanced in this area. Federal district courts are only beginning to eva-

luate fiduciary actions for duty of loyalty violations in the ERISA employer stock cases, whereas Delaware courts have 

long subjected corporate fiduciaries to scrutiny for lapses of loyalty in company stock transactions in the general corporate 

context. Given the equivalent theoretical underpinnings of the two doctrinal areas--both trace their development and 

application of the duty of loyalty to traditional trust law--Delaware corporate law logically serves as a model for federal 

courts' ERISA analysis. 

One important difference between the two regimes, though, lies in ERISA's explicit provision for conflicted fidu-

ciaries.  n344 In contrast, Delaware corporate law encourages decisions by disinterested directors by providing those 

directors with the benefit of the business judgment rule and, in turn, subjecting interested directors to the enhanced 

scrutiny of the entire fairness rule.  n345 Another distinction militating in favor of some flexibility  [*483]  in the standard 

applied to ERISA fiduciaries is the provision in ERISA and the Internal Revenue Code that favors the use of company 

stock in benefit plans.  n346 It would be troubling for federal law to encourage the use of company stock in benefit plans 

and then to always subject plan fiduciaries to enhanced scrutiny in determining whether they met their fiduciary duty of 

loyalty when making company stock-related plan decisions. 

Legitimate reasons exist for utilizing different standards to evaluate whether directors have met their fiduciary ob-

ligation of loyalty in the Delaware state corporate law context and in the federal law under ERISA. However, neither area 

should lose track of the concerns that gave rise to the use of a duty of loyalty in these contexts. Fiduciary directors who 

enjoy the power to act in transactions where their personal interests conflict with the interests of shareholders or plan 

participants can be expected to be sorely tempted to act in their own best interests at the expense of the shareholders and 

the plan participants. 

D. The Individual Liability Analysis 

The third analytical step taken by the ECM court was to determine the liability of individual directors: "The liability 

of the directors must be determined on an individual basis because the nature of their breach of duty (if any), and whether 

they are exculpated from liability for that breach, can vary for each director."  n347 This is the point at which the court 

made alternative findings that directors Raynor and Muoio were liable for breaching the "fiduciary duty of loyalty and/or 

good faith."  n348 The existence of a loyalty violation, according to the court, depended on whether a breach of loyalty 

requires "a self-dealing conflict of interest in the transaction itself."  n349 

Such a cramped view of the loyalty analysis has no grounding in prior Delaware law, nor is it consistent with the 

principles underlying the duty of loyalty. Most of Delaware's loyalty jurisprudence has been developed in the context of 

the threshold analysis discussed above.  n350 It appropriately recognizes that either self-dealing in the transaction or a 

substantial lack of independence can give rise to scrutiny of the directors' decision.  n351 

A more limited standard for the determination of individual liability would be irrational. Assume, for example, that a 

court finds it appropriate to scrutinize a transaction for loyalty because the directors responsible for  [*484]  the decision 

were not sufficiently independent. Suppose too that the court finds the transaction itself does not withstand the entire 
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fairness inquiry. If the cramped ECM standard is used and no directors have a self-dealing conflict of interest in the 

transaction then no director would be individually liable. This result would hold true even if the directors clearly were not 

independent and personally benefited in indirect ways from their approval of the transaction. Surely, such a result is 

inconsistent with the principles undergirding the duty of loyalty. 

In the ERISA context, separately evaluating the individual liability of fiduciaries is consistent with the understanding 

that an ERISA fiduciary's liability is limited to acts undertaken as a fiduciary. The individualized inquiries in the ERISA 

employer stock cases, though, are likely to require evaluation of the actions of a large number of fiduciaries, from the 

board of directors down to the committee members responsible for plan investments. Regardless of the number of relevant 

fiduciaries, it is as important in this context as in the general corporate arena that the situations that give rise to a breach of 

loyalty not be artificially constrained. Here too the possibility for self-interested decision making arises from a substantial 

lack of independence as well as from a self-dealing conflict in the decision regarding the use of company stock. 

V. CONCLUSION 

Cases like Disney II,  n352 ECM,  n353 Enron,  n354 and US Airways  n355 show that the fiduciary duty of loyalty 

has developed far beyond its historical role as a mechanism governing testamentary trusts. Loyalty now plays a critical 

role in protecting the capital structure of corporations and the involvement of employers in the benefit plans they sponsor 

by ensuring that those with power over corporate funds and benefit plan decision-making are not tempted to profit at the 

expense of those they serve. 

As duty of loyalty jurisprudence continues to develop during the current era of recovery from corporate scandal and 

of sensitivity to employees who have seen their retirement dreams fade along with their 401(k) account balances, the 

doctrine must strike a balance. The doctrine cannot hold fiduciaries liable for merely being fiduciaries. In the corporate 

context, the Disney II court articulated a strong standard of loyalty.  n356 The court reiterated that "there is no safe-harbor 

for divided loyalties in Delaware"  n357 and applied the loyalty standard in a way that recognized the realistic limits on 

corporate decision-making and the danger of arguments based  [*485]  on hindsight. In contrast, corporate cases like ECM 

have appeared to set arbitrary standards for fiduciary analysis.  n358 The doctrine cannot be so cramped as to ignore fact 

patterns that raise valid loyalty concerns. Similarly, in the context of whether fiduciary compensation can affect breach of 

loyalty analysis, the courts in In re Polaroid ERISA Litigation,  n359 In re WorldCom, Inc. ERISA Litigation,  n360 and in 

In re AOL Time Warner, Inc. Securities and "ERISA" Litigation,  n361 have taken a very narrow view. While predicta-

bility of outcome is valuable, fiduciary analysis has always been flexible in an effort to protect the relatively powerless 

from the self-dealing of those they have trusted to act on their behalf. The goal should not be to develop an arbitrary, 

bright-line approach that relies on a particularized type of conflict of interest. Instead, Disney II correctly required that 

corporate directors take seriously the duty of loyalty they owe to corporate shareholders. The standard for the duty of 

loyalty can be both strong and flexible, scrutinizing both self-dealing and a lack of independence. 
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(n.s.) 68, 74-75 (La. 1829). 

 

n25 See infra notes 171-174 and accompanying text for a discussion of the obligation of good faith. 
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N.D. CENT. CODE §  10-19.1-50 (2003); OHIO REV. CODE ANN. §  1701.59 (LexisNexis 2004); OR. REV. 

STAT. §  60.357 (2003); 15 PA. CONS. STAT. §  1712 (2004); R.I. GEN. LAWS §  7-1.1-33 (2004); S.C. CODE 
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(citing Orman, 794 A.2d at 30) (citations omitted). 

 

n147 Id. at *28. 

 

n148 Disney II, No. 15452, 2005 Del. Ch. LEXIS 113, at *163 (Del. Ch. Aug. 9, 2005). 
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Shareholders are not required to make a demand on the board when that demand would be futile. These are 

often cases in which the action of the board of directors gave rise to the shareholder's claim. In cases where de-

mand is excused, it is still possible for the board to terminate the litigation provided that the decision to terminate 

is made in good faith by disinterested directors, who apply their own business judgment. See, e.g., Zapata Corp. v. 
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