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I. Introduction 
 

The corporate scandals of the past few years have attracted the attention of regulators1 and practicing attorneys,2 of 
Wall Street3 and Main Street,4 and of the business press5 and the tabloid press.6  Perhaps no group, however, has been more 
affected than corporate officers and directors.  Potential directors are now screening directorship “opportunities” much 
more closely than in the past.7  Director and Officer (D&O) insurance rates have soared.8  The quantity of briefing materials 
provided to directors in association with board meetings has expanded significantly.9

One of the most challenging sets of issues, for the courts as well as for directors and officers in ongoing 
enterprises, is to define the obligations and liabilities of those high level corporate actors who oversee incentive, savings, 
and pension plans that utilize employer stock as an investment vehicle.  Private plaintiffs10 and the Department of Labor 
(DOL)11 have filed lawsuits in the Enron case and in numerous other cases where the value of employer stock dropped 
dramatically because of fraud, the bursting of the tech bubble, or the general economic malaise.  The allegations run the 
gamut from violations of state common law standards, to breaches of the federal securities laws, to noncompliance with the 
Employee Retirement Income Security Act12 (ERISA), and to violations of the Racketeer Influenced and Corrupt 
Organizations Act13 (RICO). 14  The detailed, 174-page decision in In Re Enron Corporation Securities, Derivative & 
“ERISA” Litigation,15 dismissing some claims and denying defendants’ motions to dismiss in others is one indication of the 
complexity of these cases. 

In theory employees are solely responsible for their own investment decision making.  Theoretically that principle 
applies whether the employee makes the investment decision as part of a brokerage account that is unaffiliated with the 
employer, a stock purchase plan, a stock option plan, or an employer-sponsored savings plan, such as a 401(k) plan.16  
Theoretically that principle still applies whether the investment of choice is employer stock or some other investment 
product.   

In practice, though, employees do not always act as independent, rational investment decision makers.  Research 
by behavioral economists and others shows that numerous factors, which superficially should be irrelevant, affect 
investment decision making.17  Federal securities law imposes disclosure requirements on many issuers of securities and 
prohibits fraud in connection with the sale or purchase of any security.  ERISA imposes obligations on savings plans where 
investment decision-making responsibility is delegated to employees.  State corporate law regulates the obligations of 
corporate fiduciaries vis-à-vis corporate shareholders.   The cumulative effect of this regulatory framework means that, in 
fact, employees often are not solely responsible for their own investment decision making when that decision making 
relates to employer stock or an employer-sponsored savings or stock program. Corporate officers and directors share in that 
decision-making responsibility in subtle and complex ways.   

What, exactly, is the scope of officer and director responsibility?  What liability do officers and directors face if 
they do not meet their responsibilities?  How do the applicable legal standards overlap?  Are those standards sometimes 
inconsistent?  The goal of this paper is to add transparency to these questions and provide a framework for future debate on 
these issues.  It begins, in Part II, with an analysis of director and office responsibility under federal law, focusing on 
ERISA and securities law.  It also evaluates the developing case law in this area.  It continues, in Part III, with an 
examination of state corporation law standards.  Finally, in Part IV, the paper considers the intersection of these complex 
legal regimes.  It ends by analyzing a number of anomalous situations created by the varying standards.  It also considers 
some options for courts and policy makers attempting to deal with the fallout from the recent market downturn and the 
numerous instances of corporate malfeasance. 
 
II. Federal Law Responsibilities of Directors and Officers with Oversight of Company Stock Programs 
 
 Two very different federal law regimes affect the obligations owed by officers and directors to employees who 
purchase company stock through employer-sponsored programs.  First, the basic federal securities laws, the Securities Act 
of 193318 (’33 Act), and the Securities Exchange Act of 193419 (’34 Act) govern all sales of securities.  Second, in the 
context of employee benefit plans, ERISA defines who owes fiduciary obligations, establishes the scope and nature of those 
obligations, and preempts state law.  This section begins by briefly discussing the implications of federal securities law for 



the obligations of officers and directors of firms whose employees invest in company stock.  Next, it considers the 
regulatory ramifications of ERISA for those officers and directors. 
 
A. Federal Securities Laws and Employee Purchases of Company Stock 
 
 The ’33 Act regulates the offer and sale of securities with its primary goal being to ensure that investors receive 
the information they need to make an assessment of the securities.20  At its most basic level, the ’33 Act requires the issuer 
of securities to either register the sale of its securities or qualify for an exemption from registration.21  When an employee 
invests in company stock, whether through a brokerage account unrelated to the company or through any form of company-
sponsored program, the employee acquires a security that is subject to the ’33 Act’s “exemption or registration” 
requirement.22  In addition, the employee’s interest in a formal employer-sponsored stock or deferred savings plan is likely 
to be a security under the definition of the ’33 Act, resulting in the same  “exemption or registration” requirement.  For 
example, according to the Securities & Exchange Commission (SEC), a 401(k) plan that accepts employee contributions 
results in an employee participation interest that constitutes a security.23  In the absence of significant differences between a 
stock purchase plan and the typical brokerage transaction, an employee’s participation interest in a stock purchase plan is 
not a security even though the underlying company stock is a security.24

 Regulation under the ’34 Act focuses on the trading of securities by imposing an array of requirements that are 
largely market related.  It mandates that issuers with securities traded on a national exchange or with 500 or more 
shareholders and at least $10 million in assets to register and comply with periodic reporting obligations.25  The ’34 Act 
also prohibits fraud in the purchase or sale of any security, without reference to whether the securities are traded on a 
national exchange, the number of shareholders or the amount of company assets.26  This prohibition on fraud, in section 
10b, is also the source of insider trading law, which includes a ban on tipping material nonpublic information to others who 
trade on the information.27  Section 10b prohibits any material misstatement or omission made in connection with the 
purchase or sale of securities.28  Though section 10b has broad application, the Supreme Court has established significant 
limitations on suits alleging section 10b violations.  First, the statute does not permit aiding and abetting claims brought by 
private parties.29  Second, a plaintiff must prove scienter on the part of the defendant.30  Although the Supreme Court has 
not addressed whether recklessness is sufficient to establish scienter, courts of appeals utilize a recklessness standard.31  
Third, only actual purchasers or sellers of securities may bring section 10b claims.32  Thus, an investor who is defrauded 
and on that basis does not purchase securities she otherwise would have purchased has no standing to bring a section 10b 
claim. 

Another important federal securities law constraint is Regulation FD (Reg. FD).33  Reg. FD prohibits senior 
management34 from selectively disclosing material nonpublic information to a variety of persons listed in the rule, such as 
securities holders, institutional investors, and securities analysts.35  Neither scienter nor breach of any fiduciary duty need to 
exist for a Reg. FD violation.  Both Reg. FD and section 10b reduce informational asymmetry.  In another provision meant 
to counteract informational advantages, the ’34 Act provides that “insiders,” defined to include officers, directors and ten 
percent shareholders of reporting act companies, must disgorge any profit made on purchases and sales of company 
securities made within a period of less than six months.36

 Together the ’33 and ’34 Acts constrain the behavior of corporate officers and directors vis-à-vis employees who 
purchase company stock in very much the same way as those Acts govern the relationship between corporate officers and 
directors and company shareholders more generally.  When the company is issuing securities, the ’33 Act requires that 
those securities be registered or qualify for an exemption from registration.37  If material misstatements or omissions are 
made in the registration materials, the officers and directors, as well as the issuer and other parties who took part in the 
offering, may have liability for those misstatements or omissions.38  Although the issuer is strictly liable, the officers and 
directors may assert a due diligence defense.39   
 Officers and directors also need to be cognizant of their responsibilities under the ’34 Act whenever they are 
trading in company securities or providing information to others who may trade based on that information.  In one of the 
foundational cases on insider trading, In re Cady, Roberts & Co,40 J. Cheever Cowdin, a director of Curtiss-Wright 
Corporation, telephoned Robert M. Gintel, a broker and partner of Cady, Roberts & Co., during a short break in a Curtiss-
Wright board meeting.  Cowdin left a message telling Gintel that the quarterly dividend had been reduced.41  The SEC 
determined that the antifraud provisions of the ’34 Act prohibited a corporate insider, such as Cowdin, from conveying 
material nonpublic information to someone such as Gintel, who would use that information to benefit himself or his clients.  
The United States Supreme Court, however, has repeatedly rejected SEC theories of insider trading that rely simply on the 
concept of informational equality and, instead, requires the existence of both a breach of a duty and scienter before finding 
a violation.42  Officers and directors who have scienter violate the ’34 Act’s fraud provisions when they trade while in 
possession of or tip material, nonpublic information because those actions violate the fiduciary obligation they owe to 
corporate shareholders.43  Similarly, they cannot trade on or tip material, nonpublic information in breach of a duty owed to 
the source of the information.44



 Together the ’34 Act’s antifraud provision and Reg. FD prevent officers and directors from selectively 
communicating material nonpublic information about the company’s prospects to employees so employees can consider the 
information when determining whether to invest in company stock.  An officer who communicated information, such as 
concerns about fraud in company financial reports, to employees ahead of an announcement to the market, would violate 
Reg. FD.  Similarly, such a targeted disclosure would violate the officer’s or director’s duty to all stockholders and almost 
certainly would be made with scienter.  As a result, the statement would violate section 10b, potentially exposing the officer 
or director to both civil and criminal liability.  
 
B. ERISA and Employee Purchases of Company Stock 
 

This section analyzes the basic principles of when directors and officers assume fiduciary obligations to employees 
who purchase company securities through employer-sponsored stock purchase and savings plans.  It also addresses the even 
more difficult question of the scope of those fiduciary obligations.  Although the courts have been elucidating these 
statutory concepts since ERISA was enacted in 1974, the principles are only beginning to be applied in the context of 
fiduciary breaches connected to company stock in employer-sponsored plans. 
 

1. Directors and Officers as Benefit Plan Fiduciaries 
 
 The question regarding the circumstances in which directors and officers owe fiduciary obligations to employees 
who purchase company securities through employer-sponsored stock purchase and savings plans is much more complex 
than the parallel question of fiduciary obligation to shareholders.  It is further confused by the variety of benefit programs in 
which the question arises.  The most compelling issues during the past few years have arisen in what are popularly called 
401(k) plans after the statutory section of the Internal Revenue Code that authorizes those plans.  For example, participants 
in the Enron 401(k) plan lost more than $2 billion in the plan, primarily because of the collapse in the value of Enron 
stock.45  Plan participants brought suit against a wide variety of defendants including certain Enron officers and directors46 
as did the Department of Labor (DOL).47  In May 2004, the DOL and private plaintiffs announced a $66.5 million 
settlement with some of the Enron defendants.48  But, some claims against other Enron-related defendants remain 
outstanding and similar issues arise under traditional pension plans, employee stock ownership plans, and nonpension plans 
such as health care plans and disability plans.49

 Federal law casts a broad net in its definition of who owes fiduciary duties to benefit plan participants and 
beneficiaries.  Unlike its corporate law counterpart, employee benefit law departs rather significantly from trust law in 
determining when an individual owes fiduciary obligations and the scope of actions to which the fiduciary obligations 
attach.  First, because fiduciary status may be predicated on either formal plan terms or actual exercise of responsibility, 
more people are likely to become plan fiduciaries than if traditional trust law principles governed.  On the other hand, 
however, benefit plan fiduciaries owe fiduciary obligations only when undertaking specific actions.  In comparison, 
traditional trust law and corporate law would apply fiduciary standards to all actions taken by an individual who is a 
fiduciary.   

As is true for other individuals and entities, a corporate director or officer may become a plan fiduciary in one of 
two ways.  First, a benefit plan document may name the individual director or officer as a fiduciary within the terms of the 
plan.50  Second, the individual may take actions that give rise to fiduciary obligations.  According to the statute, a person 
becomes a fiduciary to the extent she exercises discretion over plan management or assets, she has discretionary authority 
over plan administration, or provides investment advice regarding plan assets in return for a fee.51   A “person” for statutory 
purposes includes corporations and other business entities.52   
 
 a. Named Fiduciaries 
 
 Being individually named as a fiduciary under plan terms rarely results in disputes over fiduciary status.  The 
situation, however, is different when the plan document names the company as the plan fiduciary.  Do the individual board 
members or corporate officers become plan fiduciaries in such an instance? 
 One approach would be to find that the individual directors necessarily become plan fiduciaries regardless of their 
actions and involvement with the plan because it is the directors and officers who are ultimately charged with oversight and 
management of the company.  No court seems to have taken such an aggressive stance though.  In fact, the Third Circuit 
has decided that individual officers do not become fiduciaries simply by holding a corporate office.53  Even actions by the 
officers who caused the corporation to breach its fiduciary obligations under the plan did not cause the officers to become 
fiduciaries.54  The court appeared to find it irrelevant that the two officers also were the primary owners of the corporation 
and stood to personally benefit by their actions.55   



 The Third Circuit reasoned that any other interpretation would fail to defer to the statutory language, which 
permits a plan to provide for a named fiduciary and also permits a business entity to act as a fiduciary.  In the words of the 
court:  

 When a corporation is the “person” who performs the fiduciary functions . . . the officer who 
controls the corporate action is not also the person who performs the fiduciary function.  Because a 
corporation always exercises discretionary authority, control, or responsibility through its employees, [the 
statute] must be read to impute to the corporation some decisions by its employees.  Otherwise, the 
fictional “person” of a corporation could never be a fiduciary because a corporation could never meet the 
statute’s requirement of having discretion.  We cannot read [the statute] in a way that abrogates a use of 
corporate structure clearly permitted by ERISA.56  

Under this reasoning, directors and officers only become fiduciaries if they assume individual discretionary roles over plan 
management, assets, or administration.57  For example, the corporation could formally delegate at least a portion of its 
fiduciary obligations to a director or officer and such a delegation would give rise to individual fiduciary status.58  But, in 
the absence of  a delegation, actions taken on behalf of the named fiduciary would not result in a defendant assuming 
fiduciary obligations.  Using similar logic, in a recent decision alleging fiduciary breach associated with continued plan 
investments in company stock in In re Reliant Energy ERISA Litigation, a district court in the Fifth Circuit determined that 
board members were not per se fiduciaries.59   
 Other courts have disagreed with the Third Circuit.  In Kayes v. Pacific Lumber Co., the Ninth Circuit held that 
individual officers became plan fiduciaries.60  The plan document designated the company as the plan’s named fiduciary 
and further stated that in carrying out their duties, the company’s directors and officers would be “acting on behalf of and in 
the name of the Company . . . and not as individual fiduciaries.”61  The Ninth Circuit explicitly disagreed with the Third 
Circuit’s analysis and decided that any person who undertakes actions covered by the statute’s functional definition of 
fiduciary status necessarily becomes a fiduciary regardless of the person’s position vis-à-vis a named fiduciary.62  The 
Ninth Circuit reasoned that the statute separately defines “fiduciary” and “named fiduciary” and does not contain an 
exemption from fiduciary status for functional actors who perform duties as agents of a named fiduciary.63  Further, the 
statute forbids relieving any fiduciary from liability except through insurance.64  The Ninth Circuit viewed the plan’s 
provision, which stated that directors and officers did not act “as individual fiduciaries” as a prohibited attempt to relieve 
fiduciaries from liability.65  Finally, the court buttressed its decision with Department of Labor regulations that recognize 
fiduciary status may be based on functional activities.66  The Ninth Circuit later extended its rationale in Kayes to the 
situation where a benefit plan designated a committee instead of the company as the named fiduciary.67  According to the 
court, “where, as here, a committee or entity is named as the plan fiduciary, the corporate officers or trustees who carry out 
the fiduciary functions are themselves fiduciaries and cannot be shielded from liability by the company.”68

 The court in In re Enron Corporation Securities, Derivative & “ERISA” Litigation followed the reasoning of the 
Ninth Circuit. 69  The plaintiffs alleged that officers, including Kenneth L. Lay, and directors who were members of the 
board's Compensation and Management Development Committee (Compensation Committee), violated their fiduciary 
obligations associated with Enron stock offered through the company’s 401(k) plan.70  After acknowledging and discussing 
the dispute in the circuits, the Enron court decided that the language and policy considerations of ERISA militated in favor 
of potential personal liability for corporate officers and directors who act as the agents of a corporation that is a named 
ERISA fiduciary.71  According to the court, fiduciary status in such a situation is determined by “a functional, fact-specific 
inquiry to assess ’the extent of responsibility and control exercised by the individual with respect to the Plan.’”72   
 From a policy perspective, whether directors or officers become fiduciaries when they carry out discretionary 
functions assigned by a plan document to a named fiduciary that is an entity, such as a corporation, makes for an interesting 
question.  The Supreme Court has recognized that Congress expanded the definition of who is a fiduciary for benefit plan 
purposes beyond its traditional scope.73  The statutory provision for personal liability by fiduciaries would most effectively 
incent careful and compliant fiduciary conduct if discretionary acts subject individual officers and directors to fiduciary 
status and, thus, to liability.  And, certainly, as discussed above the statutory language can be read in a way to support the 
Ninth Circuit’s extension of liability to individuals who act with such discretion on behalf of named fiduciaries.74   
 On the other hand, the statutory definition of “person,” which lists and includes various types of business entities, 
implies some recognition of the separate legal status of those entities, the ability to hold them liable, and the role they play 
in insulating other actors, such as shareholders, from liability.  Deeming directors and officers who engage in discretionary 
activities on behalf of a benefit plan to be fiduciaries may have an anomalous effect.  Consider the situation where a plan 
designates the company as the named fiduciary.  Under the Ninth Circuit’s rationale, any director or officer who did not 
take any action with respect to the plan would not be considered a fiduciary and would be protected from all liability.  Any 
director or officer, though, who acted in the role of  the company’s agent and exercised discretion with respect to the plan 
would be deemed to be a fiduciary and would face potential liability as a result of that exercise of discretion.  In short, those 
individuals who ignore the need to take action as an agent on behalf of the company would be insulated from liability and 
leave their fellow agents, who do take action, with the potential liability.75

 



 b. Functional Fiduciaries 
 
 In addition to becoming a fiduciary by being named as a fiduciary in the plan documents, ERISA provides that 
individuals and entities that engage in particular actions vis-à-vis a plan automatically have fiduciary status for those 
actions.  Thus, identifying precisely what actions give rise to functional fiduciary status can be extraordinarily important.  
Depending on the nature of the plan’s terms and the jurisdiction’s position on the agency debate, a director or officer who 
undertakes the specified discretionary actions will become a plan fiduciary.  Fiduciary status based on this functional 
definition, however, is limited “to the extent” the individual exercises or has discretionary authority over the  administration 
of a plan or its assets.  The determination of this status tends to be a mixed question of law and fact.76

 Many of the recent decisions addressing who is a fiduciary for purposes of claims involving company stock 
consider the role played by various actors.  For example, in  In re Electronic Data Systems Corp. ERISA Litigation, the 
plaintiff sufficiently alleged that the company, board members, and relevant plan committees assumed functions sufficient 
to result in fiduciary status.77  According to the plaintiffs, EDS had made favorable statements about its financial prospects 
but had taken on a great deal of undisclosed risk by using a “mega-deals” business model.78  On September 18, 2002, EDS 
announced lower than estimated revenue and quarterly earnings that were much lower than expected.79  The next day the 
stock price dropped by over 50 percent.80  The court determined that if plaintiffs’ allegations were accurate, then officers 
and directors became “functional fiduciaries by actually exercising authority and control respecting management of plan 
assets.”81  The plaintiffs also argued that board members became functional fiduciaries because they appointed other plan 
fiduciaries and had ultimate responsibility for the actions of other fiduciaries.82  The court agreed that either exercising 
review authority or merely having a duty to monitor the fiduciaries appointed by the board would be sufficient to confer 
fiduciary status on the board members.83

 
 c. Settlor Functions 
 
 A trilogy of Supreme Court decisions makes clear one category of actions when benefit plan actors, including 
officers and directors, do not act as ERISA fiduciaries.84  That category of actions has come to be known as settlor actions 
after the settlor doctrine in trust law.  As applied to employee benefit plans, the settlor doctrine means that actions taken to 
establish, amend, or terminate an employee benefit plan are not fiduciary actions and do not create fiduciary obligations.  
This is true of welfare benefit plans, such as health care plans, as well as pension plans.85 And it is true of 401(k) plans that 
are funded with employee contributions as well as pension plans funded exclusively by employers.86  In the words of the 
Supreme Court:  “ERISA’s fiduciary duty requirement simply is not implicated where [the employer], acting as the plan’s 
settlor, makes a decision regarding the form or structure of the plan such as who is entitled to receive plan benefits and in 
what amounts, or how such benefits are calculated.”87

Boards of directors typically have final authority to approve amendments to benefit plans or to terminate the 
company’s plans.88  If those decisions were subject to ERISA’s fiduciary standards, which include a duty of loyalty to 
participants and beneficiaries,89 the Board’s fiduciary obligations under ERISA might conflict with the Board’s corporate 
law fiduciary obligations.  Consider, for example, the situation where a corporation is faced with rapidly escalating health 
care costs and limited financial resources.  In recent years, companies in such circumstances have passed along increasing 
proportions of health care costs to employees or trimmed benefit entitlements.90  Because those changes modify the terms 
of the employee benefit health care plan, they require a plan amendment.  If the Board was obligated to consider only the 
best interests of plan participants and beneficiaries, it may be precluded from approving such a plan amendment.  The 
settlor doctrine, however, establishes that this type of plan amendment, like all plan amendments,91 is not subject to 
ERISA’s fiduciary obligations.  As a result, the Board may meet its state law fiduciary obligations without fear of 
conflicting obligations under ERISA. 

Implementation of plan amendments, like ongoing plan administration, however, is subject to ERISA’s fiduciary 
standards.  The exemplar case in this area is Varity v. Howe, which involved an attempt by Varity Corp. to reduce its 
benefit costs associated with unprofitable lines of business.92  In communicating its plans to the relevant employees, Varity 
had knowingly and significantly deceived its plan participants and beneficiaries for the purpose of saving money at their 
expense.93  The Court determined that when communications about prospects for plan benefits were intended to help plan 
participants and beneficiaries make knowledgeable plan-related decisions then those communications constituted a plan 
administrative function.94  As a result, those communications were acts that subjected the personnel who made them, as 
well as the company, to fiduciary obligations.95

In application to the employer stock issue, where a 401(k) plan mandates the availability of employer stock as an 
investment option and as the vehicle for the company’s matching contribution, the settler doctrine may protect all actions 
taken with respect to those terms from being fiduciary actions.96  For example, in Crowley v. Corning, Inc., (Corning II) the 
court ruled that neither the corporation nor the board members were ERISA fiduciaries with respect to their decisions or 
lack of oversight regarding company stock.97  The court had held in an earlier decision, Corning I, that the terms of 
Corning’s 401(k) plan specified that matching contributions would be made in Corning stock. 98  In Corning II, the court 



also interpreted the plan as requiring that employees have the option of investing their discretionary contributions in 
Corning stock.99  Because the terms of the plan rather than the corporation or the board, controlled whether stock would be 
used to make the company’s matching contribution and offered as an investment option, neither the corporation nor the 
board members were fiduciaries for that purpose.100  In Corning II the court distinguished two cases where courts permitted 
claims associated with employer stock to go forward against fiduciaries.  In both cases, Moench v. Robertson,101 and In re 
WorldCom, Inc. ERISA Litigation,102 the relevant plan documents did not absolutely mandate the use of employer stock.103  
That should have been sufficient to distinguish those cases from the Corning II court’s use of the settlor doctrine.  
Intriguingly, however, the court also distinguished the decline in Corning’s stock price on the facts.  The plaintiffs’ losses 
in Corning stock were attributable to Corning’s business decision, which turned out in hindsight to be a poor decision but 
not a fraudulent one, to get into the telecom market, a market that later crashed.104  In contrast, in both Moench and 
WorldCom, the drop in the stock price resulted at least in large part from “bad acts by corporate employees charged with 
fiduciary responsibilities under the plan.”105     
 

2. Scope of Officer and Director Fiduciary Obligations 
 

ERISA imposes significant fiduciary and disclosure obligations on benefit plans, businesses that sponsor those plans, 
and the individuals who have responsibility for the operation and management of the plans.  Given the focus of this paper, 
this section will concentrate on the obligations of officers and directors of companies that sponsor benefit plans.  It first 
explains the general legal standards.  It then turns to an evaluation of the developing case law that addresses the scope of 
fiduciary liability for officers and directors of companies that provide opportunities for employees to invest in company 
stock through tax-favored plans. 
 

a.   Statutory Standards 
 
 ERISA enumerates the obligations of those who hold fiduciary status.  First, in what is popularly known as the 
“Exclusive Benefit Rule,”106 fiduciaries must act “for the exclusive purpose of: (i) providing benefits to participants and 
their beneficiaries; and (ii) defraying reasonable expenses of administering the plan.”107  This is the most complex of the 
duties of an ERISA fiduciary.  Commentators have argued that it requires fiduciaries to  be neutral in balancing the interests 
of various plan participants and beneficiaries.108  The drafters of ERISA explicitly deviated from traditional trust law and 
permitted fiduciaries to take on conflicting roles, such as that of employer and plan fiduciary.109  The challenge for officers 
and directors, then, becomes to reconcile two lines of cases.  One strand of law imposes absolute loyalty on fiduciaries, 
setting a standard of an “eye single” to the interests of plan participants and beneficiaries.110  The other strand recognizes 
that employers may receive “’incidental’ and thus legitimate benefits  . . . from the operation of a pension plan . . .”111

 Second, an ERISA fiduciary must act “with the care, skill, prudence, and diligence under the circumstances then 
prevailing that a prudent man acting in like capacity and familiar with such matters would use in the conduct of an 
enterprise of a like character and with like aims.”112  The focus on context and like circumstances means fiduciaries are held 
to the standard of an expert in the relevant area.113  There is no scienter requirement attached to claims for breach of this 
standard.  An empty head, even when combined with a pure heart, will not protect an imprudent fiduciary.114  On the other 
hand, the prudence standard is largely a procedural standard.115

 Third, ERISA requires fiduciaries to diversify plan investments.116 The DOL has recognized that fiduciary 
investment decisions may be considered in the context of the entire portfolio.117  The commentators are divided over the 
extent to which ERISA’s diversification requirement adopts or tolerates modern portfolio theory.118  There is remarkably 
little case law on the use of modern portfolio theory to define the scope of ERISA’s diversification requirement though 
what case law does exist tends to be supportive of the theory.119

 Finally, a fiduciary must act in accordance with the relevant plan documents except to the extent those documents 
are inconsistent with ERISA.120  The statutory obligations supersede conflicting provisions in the plan documents.121   
 In addition to its fiduciary provisions, ERISA requires plans to make specified disclosures to plan participants and 
beneficiaries, as well as to the DOL and Internal Revenue Service.122  From a broad perspective, the statutory disclosure 
provisions are similar in concept to the disclosure obligations imposed by the federal securities laws.  In both instances, the 
statute requires periodic reporting.123  In each regime, the relevant regulatory body has provided detailed guidelines on the 
form and content of disclosure.124  But one important difference is that, unlike the securities laws where issuers typically 
have no disclosure obligation unless one is imposed explicitly by law or regulation, the trend in the case law is to recognize 
that benefit plan fiduciaries have some disclosure obligations beyond those found in the statute and regulation.125

 The theory underlying this additional disclosure obligation for benefit plan fiduciaries is ERISA’s fiduciary 
framework and its grounding in traditional fiduciary principles.  Trust law requires a fiduciary who knows particular 
information would be of interest and value to a beneficiary to convey that information to the beneficiary.126  Courts have 
imposed a similar obligation on ERISA fiduciaries.127  The problem, however, becomes the question of balancing the costs 
and benefits of potentially infinite disclosure requirements.  On the one hand plan members could become deluged with 



information, some of it of questionable value, and plan sponsors and plans might experience dramatically increased 
disclosure transaction costs.  On the other hand, information possessed by plan sponsors and fiduciaries can be of critical 
value to a benefit plan participant making a decision related to plan benefits.  For example, in recent years the circuits have 
struggled to define when plan sponsors must disclose to plan members plan amendments that are under consideration.  
Consider the situation of an employee who is thinking about retiring at the same time a plan sponsor is evaluating the 
possibility of offering a three month program that offers enhanced retirement benefits in order to reduce its workforce.  The 
employee would want to know about the likelihood of such a program.  Although the circuits articulate varying standards 
for when an employer must notify employees of plan amendments that are under consideration, the trend is to require such 
notifications.128

 
b. The Developing Employer Stock Case Law 

 
 Enron, where the employees lost more than $2 billion by investing in Enron stock through employer-sponsored 
plans, is perhaps the best known example of investments in employer stock that went awry.129  But, it is far from the only 
situation in recent years where employees have been disappointed  in the results of investing in employer stock.  In the 
aftermath of those experiences, employees have filed numerous lawsuits alleging breach of fiduciary duty and disclosure 
violations.  The claims are more complex than that though.  For example, the Enron plaintiffs asserted breaches of fiduciary 
and co-fiduciary duties of prudence, diversification, care and loyalty.130  Those claims were based, among other things, on 
failing properly to appoint and monitor other plan fiduciaries, causing, permitting, and encouraging employee investments 
in Enron stock even though the fiduciaries knew it was an imprudent investment, and locking down plan investments 
without adequate notice.131  The Enron plaintiffs also alleged that the plan fiduciaries failed to disclose material information 
the fiduciaries had knowledge of and knew would be important to employee investment decision-making.132  After 
extensive and careful analysis, the district court in Enron denied defendants’ motions to dismiss on these counts as to 
numerous defendants.133   

Many of the employer stock cases stand at a similar point in litigation.  The courts have begun to consider these 
issues, but the analytical approaches are far from consistent and the issues can be expected to trouble the courts for some 
time to come.  The cases, then bear some significant consideration.  The following discussion categorizes the claims 
according to whether the claim is for: (1) continuing to offer employer stock as an investment option, automatically making 
matching contributions in employer stock, or not permitting diversification out of employer stock when the fiduciaries 
knew or should have known that employer stock was an imprudent investment; (2) failing properly to appoint or monitor 
fiduciaries who had responsibility for investment-related decisions under the plan or communications regarding the plan; 
and (3) making material misstatements or omissions regarding employer stock.  The authors recognize that the categories 
are somewhat artificial in nature and there is some overlap in the legal analysis among the claims.  Still, dissecting the 
claims in this way helps elucidate both the applicable legal principles and the factual distinctions among the claims. 
 
  i. Employer Stock as an Imprudent Investment 
 
 Claims that, although employer stock was an imprudent investment, fiduciaries continued to offer company stock 
as an investment option, to cause employer matches to be made in employer stock, and to prevent employees from 
diversifying their plan accounts implicate all of ERISA’s fiduciary obligations.  Beginning with the duty of loyalty, 
fiduciaries may be reluctant to modify the availability of company stock in the employer plans because such an action could 
result in a dramatic decrease in the stock price and, thus, a decline in the value of the fiduciaries’ own stock or option 
holdings.134  Similarly,  one can imagine a number of scenarios where the resulting decline in the stock price or even the 
simple understanding of the fiduciaries’ lack of confidence in the company’s prospects would negatively affect the 
fiduciaries, the company, or some other constituency.135  If, however, the fiduciaries permit considerations other than the 
best interests of the plan participants and beneficiaries to enter into their decision-making process, then the fiduciaries 
would seem to violate their duty of loyalty to plan participants.   

Although Supreme Court decisions allow companies that sponsor benefit plans to enjoy some tangential gains 
from plan sponsorship, the duty of loyalty is one that leaves no space for fiduciary prevarication.  The oft-repeated standard 
that ERISA fiduciaries must act with “an eye single”136 to the best interests of participants and beneficiaries means that 
fiduciaries may not offset any concerns about the detriment that may result from a change in the availability or use of 
company stock as a plan investment against the benefit to participants and beneficiaries from making the change.  Courts 
consistently have recognized the importance of the principle of loyalty and permitted, in this context, employee claims 
based on breach of loyalty to go forward.137

Fiduciaries who fail to reconsider the use of company stock in employer-sponsored plans also may violate their 
fiduciary obligation of prudence.  For example, in In re WorldCom, Inc. ERISA Litigation, the plaintiffs alleged that plan 
fiduciaries failed to fulfill their responsibilities to evaluate the continued availability of WorldCom stock as an investment 
alternative under the plan.138 The court agreed that plaintiffs pleaded a valid claim, writing:  “To the extent . . . that any 



Plan fiduciary had responsibility to decide or present it [sic] views on the wisdom of the investment options, it would have 
been a breach of that duty not to alert WorldCom to the need to eliminate, or at least, to consider eliminating WorldCom 
stock as one of the investment alternatives.”139   

Even in situations involving Employee Stock Ownership Plans (ESOPs), which by statute must be designed to 
invest primarily in employer stock,140 courts have held that a plan fiduciary may have a duty to review the continued 
prudence of investments in employer stock.141  The ESOP cases adopt an abuse of discretion standard, giving fiduciaries a 
presumption of prudence for investments in employer stock, but plaintiffs may rebut the presumption by showing that 
“’circumstances not known to the settlor and not anticipated by him [the making of such investment] would defeat or 
substantially impair the accomplishment of the purposes of the trust.’"142 The absence of a statutory requirement that 401(k) 
plan assets be invested primarily in employer stock and the potential for conflicts of interest may militate for a more 
stringent level of scrutiny of fiduciary compliance with ERISA’s prudence standards in those cases, however, multiple 
courts have cited the ESOP presumption when analyzing a 401(k) plan fiduciary’s prudence.143  The ESOP cases raise one 
further complication for the obligation of fiduciaries.  As the Third Circuit noted in Moench v. Robertson, “[I]f the 
fiduciary, in what it regards as an exercise of caution, does not maintain the investment in the employer’s securities, it may 
face liability for that caution, particularly if the employer’s securities thrive . . .”144  Thus, directors and officers who serve 
as ERISA fiduciaries must not be so conservative in their evaluation of company prospects as to imprudently eliminate 
company stock as an investment option or source of matching contribution. 

ERISA’s diversification requirement does not apply to 401(k) plans where plan sponsors have successfully 
delegated the selection of investments to plan participants and beneficiaries.  It is typical for 401(k) plans  to delegate 
investment decision-making associated with their discretionary contributions.145  Such a delegation  provides individual 
plan investors with flexibility and respects their different tolerances for investment risk.146  The delegation, also redounds to 
the benefit of plan sponsors and fiduciaries because regulations, issued in 1992, permit an employer to avoid liability for 
poor investment choices if the plan meets specified criteria.147  The regulations were issued under ERISA section 404(c),148 
and, hence, are known as the 404(c)  regulations.  Plans that delegate investment choices in compliance with the regulations 
are known as participant-directed plans.149

Not surprisingly, when plaintiffs who are members of participant-directed plans assert that their discretionary 
investments in company stock violate ERISA’s diversification requirements, plan fiduciaries typically defend on the basis 
that ERISA section 404(c) precludes liability associated with the selection of investments.150  Section 404(c), however, 
provides fiduciaries with only an affirmative defense and, thus, typically is inappropriate for resolution on a motion to 
dismiss.151  Perhaps more significantly, section 404(c) does not protect fiduciaries from liability for investment decisions 
unless the plan participants have the right to and in fact do exercise control over their plan accounts.152  In In re Enron 
Corp. Securities, Derivative & “ERISA” Litigation, plaintiffs alleged that the fiduciaries’ failure to disclose material facts 
about Enron’s true financial situation precluded the plaintiffs from exercising the necessary independent control over their 
plan accounts.153  The Enron plaintiffs also contended that the plan fiduciaries did not qualify for section 404(c) protection 
because the plan “did not provide a broad range of diversified investment options, liberal opportunities to transfer assets 
among allocations, and sufficient information to make sound investment decisions, nor did the plan provide the requisite 
notice to participants that it intended to qualify as such a plan.”154  Plaintiffs in other cases have made similar arguments.155  
As the Enron court stated:  “If a plan does not qualify as a [section] 404(c), the fiduciaries retain liability for all investment 
decisions made, including decisions by the Plan participants.”156

 
ii. Failing to Properly Appoint or Monitor Plan Fiduciaries 

 
Appointing plan fiduciaries is a fiduciary function and appointment brings with it an obligation to monitor those 

fiduciaries.157  Plaintiffs who allege wrongdoing associated with company stock investments frequently allege that 
corporate directors or officers, 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.  For example, in Enron 
the plaintiffs brought a claim against Kenneth Lay “for breach of his fiduciary duty to monitor the appointment and conduct 
of the Savings Plan and ESOP Committee Members.”158  Similarly, in Rankin v. Rots, the plaintiffs alleged that Charles A. 
Conaway, Chairman, CEO, and Director of K-Mart Corporation breached his fiduciary obligations to them by “failing to 
monitor or evaluate the performance of those appointed by him to fiduciary capacities . . . .”159

Claims attempting to categorize board members and officers as fiduciaries because of their oversight capacity have 
not always been successful in surviving motions to dismiss in the employer stock cases.  For example, in In re WorldCom, 
Inc. ERISA Litigation, the plaintiffs alleged that WorldCom’s status as Plan Administrator and Investment Fiduciary, as 
designated by the plan, meant that the company’s directors had fiduciary responsibility to appoint and monitor plan 
fiduciaries.160  The plaintiffs attempted to reinforce their argument by relying on the law of Georgia, where WorldCom was 
incorporated and which provides, as do most state corporation statutes, that boards of directors have the responsibility to 
oversee the corporation’s business and management.161  The court concluded that the plaintiffs’ argument proved too much 
because its logical result would be that every person who supervised an ERISA fiduciary automatically would become an 



ERISA fiduciary.162  Nor does the argument appropriately recognize the difference between board members’ obligations as 
plan settlors,163 which do not result in any fiduciary duty, and the obligations of plan fiduciaries.164

The opposing approaches developed by the courts raise interesting implications for corporate officers and directors 
and for policy makers.  Officers and directors will need to decide in the short term whether there is more risk in exercising 
appointment and oversight opportunities or in avoiding those responsibilities.  Policy makers might look to either 
traditional fiduciary principles or to corporate law for guidance.  Traditional trust law, however, typically has precluded 
trustees from delegating responsibility165 making that an inapt source of authority.  Corporate law, on the other hand, has 
confronted the question of officer and director oversight responsibility in a variety of contexts.  The basic legal principles 
are discussed below in Part III166 and implications of those principles for the employer stock cases are discussed in Part 
IV.167

 
  iii. Material Misstatements and Omissions 
 
 The third category of complaints frequently raised by plaintiffs who have been harmed by making an investment in 
company stock through employer-sponsored plans consists of claims related to alleged misstatements or omissions about 
the stock or about the company’s prospects more generally.  These allegations are sometimes raised in order to argue that a 
particular person or entity is an ERISA fiduciary.  For example, in In re WorldCom, Inc. ERISA Litigation, the plaintiffs 
alleged that company directors became ERISA functional fiduciaries by signing SEC filings made on behalf of 
WorldCom.168  Some of those filings even incorporated ERISA-required documents and some ERISA-required documents 
incorporated SEC documents by reference.169  The court, however, declined to find that signing the SEC filings caused the 
directors to become ERISA fiduciaries.  In a rather cursory manner, the court determined that the directors signed those 
documents in their corporate roles and not in their roles as ERISA fiduciaries.170

 The Enron court confronted at some length the difficult questions subsumed in allegations that the plaintiffs had 
been misled about the value of Enron stock.  The court’s opening statement on the issue is a warning:  “The fiduciary’s 
duty to disclose is an area of developing and controversial law.”171  Two basic principles in the area do, however, seem to 
be generally accepted.  First, it is a breach of fiduciary duty to make an affirmative misrepresentation about future benefits 
that would induce reliance by a reasonable person.172  Second, the Supreme Court has left open the question of whether a 
fiduciary has an affirmative obligation to make disclosures in the absence of a specific statutory or regulatory obligation 
and a direct question from a participant.173  
 Ultimately, the Enron court found that the plaintiffs sufficiently stated claims against a number of defendants for 
failure to disclose.  Both Enron and the Compensation Committee allegedly withheld information about Enron’s actual 
financial condition from the Administrative Committee.174  Furthermore, a wide variety of fiduciaries including the 
directors on the Compensation Committee and Kenneth Lay “allegedly breached their fiduciary duty to protect the plan 
participants and beneficiaries through failure to disclose to them . . . that what they knew or should have known, through 
prudent investigation, was a threat to the pension plans or to correct any material misinformation.”175   
 The developing doctrine on director and officer obligations to disclose in the context of company stock offered 
through employer-sponsored plans raises some serious questions.  Certainly, it seems to be a compelling argument that 
officers and directors should no more be able to mislead employees who purchase company stock than to mislead non-
employees who purchase company stock.  One of the foundational concepts of the federal securities laws is to prevent fraud 
in the sale and purchase of securities.176  The critical question, however, is the extent to which ERISA fiduciaries have 
disclosure obligations in excess of those imposed by the federal securities laws.  Should employees be entitled to additional 
protections because of the risk they accept when investing both their human and financial capital in the same enterprise?  
Or should the employees be held accountable for the additional risk they take when putting all their eggs in one basket, so 
to speak?  Should plan fiduciaries face a higher level of fiduciary duty vis-à-vis the offering of company securities through 
employer-sponsored benefit plans because the fiduciaries have exceptional access to company information and it may 
benefit the company, for example for tax purposes and by putting stock in friendly hands, to offer company stock through 
the plans?  Or, should plan fiduciaries be protected against extensive disclosure obligations under ERISA in order to 
encourage employee ownership and all of the benefits such ownership can bring to the company and the employees?177

 Rationalizing disclosure duties under ERISA and the federal securities laws has been a challenge for the courts.  In 
Rankin,  Conaway, the K-Mart Chairman, CEO, and Director, and the outside directors argued that even if they had any 
fiduciary duties under ERISA to disclose information about K-Mart’s prospects that “they could not as a matter of law 
[have] breached them because to have disclosed non-public information about Kmart would have violated securities 
laws.”178  The courts have taken different approaches to that argument in the employer stock cases.  One court, though not 
deciding the motion to dismiss claim on that basis, assumed it was correct.179  In In re McKesson HBOC, Inc. ERISA 
Litigation, the district court went further and stated “Fiduciaries are not obligated to violate the securities laws in order to 
satisfy their fiduciary duties.”180  The Rankin,181 WorldCom,182 and Enron183 district courts, however, all rejected the 
argument.  In general, it appears that ERISA fiduciaries can and should satisfy their disclosure duties under ERISA and the 



federal securities laws even though that may require public disclosures beyond those needed to meet the minimum 
standards of the securities laws.184

 
3. Remedial Limitations 

 
 Even if plaintiffs are successful in identifying plan fiduciaries and proving those fiduciaries breached their 

obligations, plaintiffs still face a remedial hurdle.  If the employer-sponsored plan remains in place, the participants and 
beneficiaries could seek recovery to the plan.185  ERISA explicitly grants a court broad discretion in fashioning relief that 
flows to a plan and the fiduciaries may be held personally liable.186  However, claims based on fiduciary breaches 
associated with employer stock would almost certainly result in individualized losses depending on the amount of stock 
held in an employee’s account, that employee’s maximum permitted deferral, and, perhaps, the employee’s investment 
choices.  Although it would be inconsistent with both the language and intent of the statute and relevant Supreme Court 
precedent, it is possible that courts will decline to award relief that will flow to benefit plan accounts where such relief is 
necessarily individualized.187   

 An employee with a valid fiduciary breach claim who cannot claim relief flowing to the plan, perhaps because of 
the foregoing limitations or perhaps because of the demise of the employer and the plan, may attempt to state a claim for 
relief under ERISA’s catch-all remedial provision.  In Great-West Life & Annuity Insurance Company v. Knudson,188 a 
five-person majority of the Supreme Court construed that provision, which permits “other equitable relief”189 to include 
only traditional equitable relief and to exclude money damages.   Three barriers exist for plaintiffs seeking “appropriate 
equitable relief” under section 502(a)(3)(B) after Great-West.  First, in order for a plaintiff to obtain restitution, the 
defendant typically must be unjustly enriched.190  Second, in order to obtain equitable restitution, the defendant may need to 
possess specific property of the plaintiff’s.191  Third, even if the defendant has been unjustly enriched and is holding 
specific property of the plaintiff’s, according to section 502(a)(3)(B), equitable relief must be appropriate.192

Each of these three limitations may prevent recovery by a defendant who has suffered as a result of a fiduciary breach.  
The Supreme Court, however, has yet to confront the issue of whether claims for fiduciary breach necessarily result in relief 
being equitable under section 502(a)(3)(B) and there would be good reason for the Court to distinguish its prior remedial 
cases.  A phrase from Great-West helps clarify the fundamental question in the fiduciary breach cases.  The Court stated 
that: "whether [restitution] is legal or equitable depends on the 'basis for [the plaintiff’s] claim' and the nature of the 
underlying remedies sought."193  Thus, the inquiry in the typical case requires a two-pronged examination of both the basis 
of the claim and the type of remedy at issue.  In some cases these two factors might point in different directions.  And, the 
specific question is whether, in situations of fiduciary breach, it might be enough that the cases are substantively equitable.  
In theory, that is a reasonable basis on which to categorize cases as equitable.  The equity courts created trust law and, in 
that sense at least, trust and fiduciary standards are peculiarly equitable.194   
 
III. Corporate Law Responsibilities of Directors and Officers 
 
 The concept of fiduciary duty, as applied to corporate officers and directors, is a also a significant part of the 
corporate law jurisprudence.  It is well-established law that the corporate officer and director owe fiduciary duties to the 
corporation and its shareholders.195  The most salient duties are the duties of care and loyalty,196 juxtaposed with the 
obligation to act in good faith.197   A review of this body of law yields some insights that may be instructive in helping to 
define the contours of  the liability officers and directors face in their roles as ERISA fiduciaries.   
 Like the fiduciary duty standards that are a part of the ERISA jurisprudence,198 the fiduciary duties in corporate 
law had their genesis in the law of trusts.199  A fiduciary relationship exists, “when one is given power that carries a duty to 
use that power to benefit another.”200  This relationship is placed upon trustees and their beneficiaries and upon agents and 
their principals.201   Although corporate officers and directors as fiduciaries are not formally considered trustees of the 
organizations they serve,202 corporate law analogizes to the fiduciary obligations of trustees when determining the scope of 
corporate fiduciary duties,203 albeit without much discussion.  One of the reasons why corporate law draws so heavily on 
trust law jurisprudence seems to be the early suspicion of private power of corporations.  When public investments in 
corporations increased, corporate scandals and fiduciary mismanagement became a matter of public policy.204   The laws 
generated in response were focused on the shareholders’ rights.  These rights are similar to those reserved for trust 
beneficiaries, both aiming to protect the interests of those whose money is being handled by others.205  
 Review of the early cases addressing the fiduciary obligations of corporate officers and directors reveals that their 
duties are analogous to those found in the trust relationship.  The following section considers the corporate law duties in 
this context. 
  
A. Corporate Law Foundation in the Law of Trusts  
  



According to the Restatement of Trusts, a “trustee is under a duty to the beneficiary in administering the trust to 
exercise such care and skill as a man of ordinary prudence would exercise in dealing with his own property; and if the 
trustee has greater skill than that of a man of ordinary prudence, he is under a duty to exercise such skill as he has.”206  The 
Restatement notes, in the Comment to this section: 

the standard of care and skill required of a trustee is the external standard of a man of ordinary 
prudence in dealing with his own property.  A trustee is liable for a loss resulting from his failure 
to use the care and skill of a man of ordinary prudence, although he may have exercised all the 
care and skill of which he was capable.  On the other hand, if the trustee has a greater degree of 
skill than that of an ordinary man, he is liable for a loss resulting from the failure to use such skill 
as he has.207

The Restatement further notes the liability that attaches for failure to adhere to this standard.  
Section 205 provides for the Liability in case of Breach of Trust as follows: 

If the trustee commits a breach of trust, he is chargeable with 
(a) any loss or depreciation in value of the trust estate resulting from the reach of trust; or 
(b) any profit made by him through the breach of trust; or 
(c) any profit which would have accrued to the trust estate if there had been no breach of trust.208

The origin of the corporate law duty of care may go back to the 1742 English case of Charitable Corp. v. Sutton,209 
where the court found the directors of a charitable organization liable for failure to oversee loans to other directors.210  
According to the court “[b]y accepting of a trust of this sort, a person is obliged to exercise it with fidelity and reasonable 
diligence.”211  One of the early cases articulating the corporate standard of care in the United States, utilized language from 
the law of trusts in assessing the obligations of bank directors.  In Hun v. Cary,212 decided in New York in 1880, the court 
found that by voluntarily serving as a director,  the individual “invites confidence in that relation,”213 and required the 
directors to exercise “the same degree of care and prudence that men prompted by self-interest generally exercise in their 
own affairs.”214  This duty has been extended to non-banking corporations, at least as early as 1891, as articulated by the 
U.S. Supreme Court in Briggs v. Spaulding.215  The Supreme Court defined the corporate fiduciary standard as that of 
“ordinarily prudent and diligent men.”216

 The Delaware courts have followed suit in their analysis of the ambit of the corporate fiduciary standards.  In 
Lofland v. Cahall,217 the Delaware Supreme Court picked up on the analogy to the law of trusts in describing directors as 
trustees for the shareholders.218  In 1926, the court in Bodell v. General Electric Corp.,219 noted that although directors “are 
not trustees in the strict sense of the term . . . . With respect to unissued stock they are said to control it as trustees.”220  The 
court further found that “It is not always necessary . . . to reap a personal profit or gain a personal advantage in order for 
their actions in performance of their quasi trust to be questioned . . . .  They owe the duty of saving their beneficiaries from 
loss.”221  
 Thus, analogous to the standard of care found in trust law, the corporate law standards as articulated by the early 
courts were framed in terms of  negligence.222  Yet, as noted some time ago by Professor Bishop, the search for cases where 
directors were held liable for breach of that standard is like searching for needles in a haystack.223  Although the duty of 
care is described in terms of negligence,224 the courts did not generally find liability for its breach.  The next section 
discusses this divergence from trust law.225

 
B. Corporate Law Divergence from the Law of Trusts:  The Business Judgment Rule and Gross Negligence 
   

Along with the common law development of the corporate fiduciary duty of care came judicial reticence for 
second-guessing good faith business decisions.  This appears to have been due to the development of a rule commonly 
known as the business judgment rule.226  Here, the duty of care in the corporate arena diverges significantly from its 
counterpart in trust law.  Innocent mistakes do not give rise to corporate law liability.    
 According to Justice Horsey of the Delaware Supreme Court, judicial deference to business decisions goes back to 
1742, to  the English case of Charitable Corp. v. Sutton,227 the "'father' of what is commonly referred to today in this 
country as the so-called ‘business judgment rule.'"  A Louisiana court similarly expressed deference for business decisions 
in 1829 in Percy v. Millaudon,228 followed in 1850 by a court in Rhode Island in Hodges v. New England Screw Co.229  The 
Hodges court exonerated the directors for an innocent mistake made in good faith.230  Taken further in 1940 by a court in 
New York in Litwin v. Allen,231 it was determined that “not being insurers, directors are not liable for errors of judgment or 
mistakes while acting with reasonable skill and prudence.”232   
   The business judgment rule was described later by the Delaware Supreme Court in Aronson v. Lewis233 as 
protection available to directors who:  
 have a duty to inform themselves, prior to making a business decision, of all material information 

reasonably available to them.  Having become so informed, they must then act with requisite care 
in the discharge of their duties.  While the Delaware cases use a variety of terms to describe the 



applicable standard of care, our analysis satisfies us that under the business judgment rule director 
liability is predicated upon concepts of gross negligence.234

 The American Law Institute formulation of the business judgment rule has been adopted by many states, and is put 
forth as follows: 

A director or office who makes a business judgment in good faith fulfills the [duty of care] if the 
director or office (1) is not interested in the subject of his business judgment; (2) is informed with 
respect to the subject of the business judgment to the extend the director or officer reasonably 
believes to be appropriate under the circumstances; and (3) rationally believes that the business 
judgment is in the best interests of the corporation.235

 Commentators have articulated a number of theories to explain why courts defer to business decisions.  One theory 
involves concern that managers would become too risk-averse in their decision making.236  Another is concern that 
competent people would not be willing to serve as officers and directors without protection for mistakes.237  Courts 
frequently justify the business judgment rule by stating that they are without authority to substitute their judgment for the 
informed business judgment of the directors.238  Recently, when asked whether the business judgment rule is still the law, 
Chief Justice Veasey of the Delaware Supreme Court replied “Yes it is.  We will not second-guess your business judgment, 
but we are going to look at your process.”239

 Although courts have articulated several formulations of the business judgment rule throughout the years, it can be 
generally summarized as applicable where there is:  (1) no evidence of self dealing; (2) a reasonably informed decision, (3) 
a decision that reasonably serves the interests of the corporation; and (4) a decision that was made in good faith.240     
 
C. Modern Formulations of the Duty of Care in Corporate Law 
 
 Although there are a number of slight variations in the requirements, today the duty of care generally requires 
officers and directors to act with the care of the reasonable person, acting in similar circumstances.241   As mentioned 
above, however, courts do not find liability for violation of this standard of care unless the act is considered grossly 
negligent.  The Delaware Supreme Court has found evidence of gross negligence where the board failed to obtain all 
reasonably available information before making a decision.242   The duty of care has thus emphasized decision process as 
opposed to outcomes.243 Furthermore, the business judgment rule serves to protect decisions made in good faith,244 and in 
the best interest of the corporation and its shareholders.245  If these requirements are met, courts will generally not second-
guess business decisions246 even if those decisions result in negative outcomes.247

 The modern cases involving claims for breach of the duty of care can be categorized by the nature of the alleged 
violation.  The first type of case involves business decisions made by the defendant officers or directors that shareholders 
find contrary to their best interest.  The second category involves potential liability for failing to oversee the activity of 
others.   
  

1. Business Decisions of Officers and Directors 
  

For example, Shlensky v. Wrigley is a case where the defendant sought protection of the business judgment rule in 
defense of his decision.248  The minority shareholders of the corporation owning the Chicago Cubs baseball team alleged 
that management's decision to not install lights in Wrigley Field and schedule night games constituted a violation of the 
duty of due care.249  The allegation was that the firm would be more profitable if lights were installed because the ability to 
play night baseball would bring in more revenue.250  Plaintiff further claimed that Mr. Wrigley defended the decision by 
contending that baseball was day time sport, and that the corporation needed to be attentive to the needs of the local 
community where the ballpark was located.251  The court applied the business judgment rule to the facts of the case and 
found no violation of the duty of care.252

 In 1985, the Delaware Supreme Court decided the case of Smith v. Van Gorkom.253  Smith v. Van Gorkom has 
become known in the corporate arena as "Joshua's trumpet,"254 being the first significant case255 where the Delaware courts 
found gross negligence, and therefore liability for breach of the duty of care.  This case involved the allegation that 
members of the board of directors violated their duty of care by approving and recommending that the shareholders accept a 
merger proposal.256  The company, Trans Union Corporation, was engaged in the railcar leasing business and had 
accumulated a significant amount of investment tax credits that they were unable to utilize.257  The company thus had been 
exploring various methods that would cause an increase in taxable income.258  A sale to a larger company with high taxable 
income was preliminarily discussed, with the chief financial officer (CFO) “running the numbers” and finding a range of 
sale prices roughly between $50-60 per share.259  Its chief executive officer, Jerome Van Gorkom, asked the controller to 
determine the feasibility of a leveraged buyout assuming a $55 share price, and told no other member of the company.260  
These numbers were apparently being discussed in a meeting that Van Gorkom had with the Pritzker group, resulting in an 
offer by Pritzker to buy the company at a price that was 48% over the prevailing market price.261  Van Gorkom called a 
special board meeting, made a twenty minute presentation to the board, and after a couple hours of deliberation, the board 



voted to recommend the proposal to the shareholders.262  The shareholders voted in favor of the transaction and the merger 
took place.263

 Alden Smith, one of the Trans Union shareholders, filed a class action suit against the board alleging that the board 
breached its duty of care in voting in favor of the merger.264  Smith's allegation was that the company was worth $100 
million more than the price paid by the Pritzker group and that by recommending that the shareholders accept the offer the 
directors breached their fiduciary duty to the shareholders.265  In the end, the Delaware Supreme Court agreed with the 
allegation that the board did not fulfill its duty of care, and that the business judgment rule therefore, did not apply.266  The 
defect revolved around the process.  The Court found that the directors were grossly negligent and did not seek all 
information reasonably available to them and thus did not calculate the true intrinsic value of the company before voting to 
accept the proposal.267  It was insufficient to rely on the twenty minute presentation by Van Gorkom or the statement by the 
CFO that $55 was a fair price per share for the company.268  The Court noted that there was no investment banking opinion, 
although it also pointed out that the due care requirements could have been satisfied without one, and no true market test of 
valuation.269  The attempt by the defendants to solicit other bids was considered faulty by the court because of the various 
provisions in the agreement with Pritzker that essentially locked others out of the bidding process.270   
 The main lesson to be gleaned from Van Gorkom involves the significance of the due care requirement to obtain 
all reasonably available information before making a business decision.  The directors in Van Gorkom were held grossly 
negligent for their failure to ascertain the true intrinsic value of the company before voting in favor of the merger 
proposal.271  The Delaware Supreme Court applied the Van Gorkom precedent in 1993 in Cede & Co. v. Technicolor, 
Inc.,272 where it found that the directors’ failure “to inform themselves fully concerning all material information prior to 
approving the merger agreement”273 constituted a breach of the duty of care negating the benefit of the presumptions that 
the business judgment rule would normally provide.274

 The Delaware Chancery Court recently considered an allegation of breach of duty of care in the context of 
business decisions in In re General Motors Class H Shareholders Litigation. 275   In this case, the shareholders challenged 
the fairness of transactions that involved the spinning off a subsidiary of General Motors (GM).276  Plaintiffs claimed that 
the directors of GM violated their duty of care with regard to these transactions.277  The court disagreed.278  Disinterested 
shareholders of GM had voted to approve the transactions.  The court found that the GM directors acted with a business 
purpose in proposing the spin-off and that the shareholders were well informed and not coerced by management in 
connection with their vote.  The actions of the directors were thus protected by the business judgment rule.279

 
2. Oversight Responsibility for Activities of Others 

 
 An arena that appears more difficult for the courts involves the contours of the duty of care of directors when the 
wrongdoing was committed by others in the corporation.  It has become clear that directors may not turn a blind eye toward 
corporate affairs and expect to avoid liability.  What is less clear is just how much responsibility they have for oversight. 

Francis v. United Jersey Bank280 illustrates the principle that directors must be active in corporate affairs.  In this 
case, the officers of the company had run the company into bankruptcy by looting it.281  The case involved the liability of a 
nonactive director, Mrs. Pritchard, who had not attended board meetings and had not read financial statements, and knew 
essentially nothing about the business.282  Mrs. Pritchard's husband had been the CEO of the company.  Mrs. Pritchard had 
inherited a 48% share of the company and had served as a director in name only.283  Although it had begun before Mr. 
Pritchard died, after his death, the officers, her sons, embezzled funds in earnest.284  The court found that the fraud was 
obvious, and if Mrs. Pritchard had merely looked at the statements, she should have detected it.285  There was no allegation 
that Mrs. Pritchard had participated in the fraud or that she had knowledge of it.  But her failure to be active in corporate 
affairs meant that the business judgment rule was unavailable in her defense – she was required to have some basic 
knowledge of corporate workings.286   The business judgment rule may be a defense for business decisions, but in Mrs. 
Pritchard's case, there was no decision to defend. 
 In 1963, the Delaware Supreme Court had occasion to consider whether directors breached their duty of care in 
Graham v. Allis-Chalmers Mfg. Co.287 for failing to prevent employees from violating antitrust laws.  There was no 
evidence that the directors had knowledge of the antitrust violations.  It was alleged that the directors failed to learn of and 
prevent antitrust activity, and even if they had not known about the violations, they should have had some system in place 
to detect them.288  About thirty years prior to the case against the directors, the company had entered into consent decrees 
with the Federal Trade Commission regarding prior antitrust activity.289  The earlier consent decrees were entered into to 
avoid a formal proceeding.290  The decrees enjoined the company and nine others from entering price fixing agreements.291  
None of the defendant directors in the 1963 case had been directors when the consent decrees were entered.292  The Allis-
Chalmers court stated that "the individual director defendants are not liable as a matter of law merely because, unknown to 
them, some employees of Allis-Chalmers violated that anti-trust laws thus subjecting the corporation to loss."293  The Court 
noted that the question of liability for neglect is determined by the circumstances.294  The Court further stated that liability 
would attach if the directors had "recklessly reposed confidence in an obviously untrustworthy employee, has refused or 
neglected cavalierly to perform his duty as a director, or has ignored either willfully or through inattention obvious danger 



signs of employee wrongdoing."295  The facts of the Allis-Chalmers case however, did not rise to this level of 
egregiousness. 
 More recently, the Delaware Chancery Court addressed the oversight function in In re Caremark International 
Inc.296  The Caremark employees were investigated for violations of various healthcare laws involving the prohibition of 
kickbacks for referrals of medical supplies and equipment.297  The Chancery Court attempted to distinguish the facts of 
Allis Chalmers from the facts of the case before it and articulated a duty to set up systems to attempt to insure compliance 
with laws by those in the field.298  "A director's obligation includes a duty to attempt in good faith to assure that a corporate 
information and reporting system, which the board concludes is adequate, exists, and that the failure to do so under some 
circumstances may, in theory at least, render a director liable for losses caused by non-compliance with applicable legal 
standards."299   
 In Guttman v. Huang, shareholders of NVIDIA, a technology firm, alleged that the board did nothing to prevent 
the accounting irregularities that eventually required the company to restate its earnings.300  There were also allegations of 
violations of laws prohibiting insider trading.301  The plaintiff’s complaint was dismissed for lack of evidence that the board 
knew of the accounting irregularities and did nothing to stop them.302  According to the court, there must be a showing that 
the directors knew that they were not doing their jobs before directors will be held liable for failure of oversight under 
Caremark.303  “Only a sustained or systematic failure of the board to exercise oversight - such as an utter failure to attempt 
to assure a reasonable information and reporting system exists - will establish the lack of good faith that is a necessary 
condition to liability.”304  
 In Beam v. Stewart,305 plaintiffs claimed that the board of directors owed them a “duty to monitor the personal 
affairs of an officer or director,” in this case referring to a duty to monitor the personal affairs of  Martha Stewart.  The 
court stated the there is no separate fiduciary duty to monitor, but rather this duty emanates from either the duty of care or 
the duty of loyalty.306  The court applied the reasoning of Graham v. Allis-Chalmers Manufacturing Co.,307 noting that 
"absent cause for suspicion there is no duty upon the directors to install and operate a corporate system of espionage to 
ferret out wrongdoing which they have no reason to suspect exists.”308  The Beam court then held that it was “patently 
unreasonable” to require the board of directors to “preemptively thwart a personal call from Stewart to her stockbroker or to 
fully control her handling of the media attention that followed as a result of her personal actions.”309   
 

 3. Requirement of Good Faith 
 
 As mentioned above, the duty of care and its business judgment rule corollary require that the actions of the 
officers and directors have been made in good faith.  This requirement, in corporate law, is still developing and appears to 
be considered, at least by some commentators and courts, as a separate fiduciary duty.310  Chief Justice E. Norman Veasey, 
of the Delaware Supreme Court has commented that in his view "it seems that there is a separate duty of good faith, not 
only arising out of our case law, but also as a matter of statutory construction."311  The statute that the Chief Justice refers to 
is section 102 (b) (7) of the Delaware Code which permits exculpation of directors for monetary damages for due care 
violations but expressly excludes exoneration for breach of the duty of loyalty or "acts or omissions not in good faith or 
which involve intentional misconduct or a knowing violation of law."312  Furthermore, according to the Chief Justice “good 
faith requires an honesty of purpose and eschews a disingenuous mindset of appearing or claiming to act for the corporate 
good but not caring for the well being of the constituents of the fiduciary.”313

 In May, 2003, the Delaware Chancery court 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 in the context of the board's approval of an 
employment agreement.314  An earlier complaint was dismissed in Brehm v. Eisner, because the complaint did not allege 
sufficient facts to overcome the presumption of the business judgment rule.315  The later complaint alleged that the "board 
of directors consciously and intentionally disregarded their responsibilities."316  The court let the claim stand for 
determination on whether the board "exercised any business judgment or made any good faith attempt to fulfill the duties 
they owed to Disney and its shareholders."317  In essence, the case involves the claim that the board of directors gave CEO 
Michael Eisner full authority to negotiate the employment contract for the Disney presidency with his friend, Mr. Ovitz.  It 
was alleged that neither the full board, nor the compensation committee reviewed the terms of the contract.318  There were 
also issues raised concerning the later no-fault termination of the contract on terms quite favorable to Ovitz.  There is no 
record of the full board or of the compensation committee reviewing these terms.319

 Casting this case as one involving lack of good faith has significant ramifications for the corporate arena.  As 
noted above, and after the decision of the Delaware Supreme Court in Smith v. Van Gorkom, the Delaware legislature, as 
well as most other state legislatures, passed laws permitting corporations to limit or eliminate monetary liability of directors 
for actions involving breach of the duty of care.320  However, statutory exculpation is not available to protect actions 
lacking good faith.321  Thus, if failure to monitor is considered lack of good faith, directors will find no protection in the 
exculpatory statutes.  Moreover, because these cases involve failure to act, there is no business decision for which to seek 
protection under the business judgment rule.  
   



B.   Duty of Loyalty  
  

The second fiduciary duty applicable to officers and directors is the duty of loyalty.  This duty also emanates from 
the Law of Trusts.322  According the Restatement of Trusts, the trustee’s duty of loyalty is “a duty to the beneficiary to 
administer the trust solely in the interest of the beneficiary.”323  Regarding transactions presenting conflicts of interest, the 
trustee “is under a duty to the beneficiary to deal with him and to communicate to him all material facts in connection with 
the transaction which the trustee knows or should know.”324

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.325  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."326  He further stated that "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."327

 The duty of loyalty has found its way into the corporate law jurisprudence.  It requires directors and officers to act 
in good faith and in the honest belief that the action taken is in the best interests of the corporation.  This  duty requires 
avoidance of conflicts of interest, which includes an obligation of corporate officers and directors to refrain from using their 
corporate position of trust and confidence for their own benefit.328  It “requires officers and directors not profit at the 
expense of their corporation, whether through self-dealing contracts, usurpation of corporate opportunities or other 
means.”329  In Guth v. Loft,330 the Delaware Supreme Court analogized to the law of trusts in finding the action of 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.331  The Court said that directors are obligated to “affirmatively . . . protect 
the interests of the corporation committed to his charge.”332

 
IV.     A Coherent Approach to Director and Officer Obligations Vis-à-vis Employee Investment in Company 

Stock 
 
 It should be apparent at this point that courts and policy makers faced with ascertaining the obligations of 
corporate directors and officers with respect to the use of company stock in employer-sponsored plans face a series of 
complex and intersecting legal frameworks.  To increase the transparency of the complexities, this section will consider 
ways in which the legal standards interact.  It also will suggest areas of particular concern as the courts and policy makers 
confront the fallout from the recent market downturn and  the numerous instances of corporate malfeasance. 
 
A. Anomalies and Analogs – Securities Law and ERISA 
 

The various regulatory regimes that apply to employee stock purchases made through employer-sponsored plans 
intersect in some anomalous ways.   As a result, employees who have ERISA claims attributable to an event related to 
employer stock may have very different legal rights from an equivalently situated employee whose claim is not associated 
with an employer plan or when compared to an investor who is not affiliated with the company.  Furthermore, the minimum 
standard established by ERISA may affect officer and director obligations under the federal securities laws.  

 
1. Affirmative Disclosure 
 
As discussed above, the courts have struggled in recent years to establish the extent to which the affirmative 

disclosure obligations of ERISA fiduciaries exceed ERISA’s periodic and other set reporting requirements.333  Although the 
parameters of this disclosure obligation have not been clearly delineated, it is generally accepted that employers must 
disclose expected plan amendments to employees who inquire when the amendments reach the stage of serious 
consideration.334  This requirement is based in the trust law principle that fiduciaries must communicate information that 
the fiduciary has reason to know would be important to the beneficiary.335  Using somewhat the same concept, some courts 
have held that plan fiduciaries have some obligation to evaluate lack of diversification due to large holdings of company 
stock in an employer-sponsored plan at least when the company faces severe financial challenges.336  The Enron  court 
went a step further on the disclosure issue and determined that ERISA might require the fiduciaries to disclose the risks 
associated with company stock even if that entailed the release of material, nonpublic information.337  To the extent the 
courts generally accept this type of affirmative disclosure obligation, this also will affect reporting obligations under the 
securities laws.  In the absence of a periodic disclosure requirement, such as a quarterly report, the federal securities laws 
typically do not require firms to disclose material nonpublic information.338  In fact, during so called “quiet periods,” such 
as when an issuer is in the process of registering its securities, the federal securities laws may prohibit the disclosure of 
material, nonpublic information that would condition the market favorably toward the purchase of the issuer’s stock.339   

Once fiduciaries become obligated, however, for any reason, to disclose material nonpublic information to one 
group of stockholders, such as employees who hold company stock through an employer-sponsored plan, Reg. FD and 



section 10b of the ’34 Act require the contemporaneous public disclosure of that information.340  Some courts, such as the 
Enron court, and the DOL have reasoned that making this additional disclosure would resolve any inconsistencies between 
obligations under ERISA and the federal securities laws.341  They have not, though, discussed the oddity of federal 
securities law disclosure policy being driven by a labor statute.  If economic or business strategy reasons supported a 
securities law policy that gave corporate actors flexibility in timing disclosures then do the implications for employee 
stockholders really supersede that general policy?  Nor have policy makers explicitly considered the possible conflict 
between ERISA’s affirmative disclosure requirements, to the extent those disclosure requirements exist, and the securities 
laws limitations on disclosure during times such as while the issuer is in the registration process.  

 
2. Purchase or Sale Requirement 
 
Once an officer or director makes a statement regarding company stock, the possibility arises that the statement 

may be deceptive.  In such an instance, the federal securities laws provide quite different standards governing the legal 
liability of the officer or director from the standards developing under ERISA in the 401(k) cases.  Consider the position of 
Employee X who participated in a 401(k) plan at her employer, Company A.  ERISA prohibits fiduciaries from making 
deceptive statements in connection with an employee benefit plan. 

Assume a plan fiduciary made untruthful negative statements about Company A’s short term prospects in order to 
keep the stock price low because of a contemplated repurchase program.  If, because of the fraudulent statement, Employee 
X did not purchase Company A securities that X otherwise would have bought through the 401(k) plan, X would have a 
claim for breach of fiduciary duty under ERISA.  In contrast, assume X alleges that, but for the fraud, she would have 
purchased company securities through her private brokerage account.  In the latter situation, Employee X has no right to 
bring a securities fraud claim under federal law because the relevant provision, section 10b of the ’34 Act requires the 
existence of an actual securities sale or purchase.342  Similarly, if the fraud prevented a non-employee from purchasing 
Company A securities, the defrauded investor would have no standing to bring a claim under section 10b.    

 
3. Scienter Standards 
 
Even if a misrepresentation or omission results in the purchase or sale of a security so that an investor would meet 

that prong of the section 10b standing requirement, that provision still imposes a significant scienter requirement.  The 
circuit courts of appeals require a section 10(b) plaintiff to prove at least recklessness on the part of each defendant.343  
When an employee brings the misrepresentation or omission claim as an ERISA breach of fiduciary duty claim, however, 
the plaintiff need only prove the existence of a misrepresentation or omission made by the fiduciary.  The ERISA fiduciary 
standards follow traditional trust law and typically there is no scienter requirement.344  Again, then, the success of a 
misrepresentation or omission suit may depend entirely on whether a plaintiff is bringing the claim based on his 
participation in an employer-sponsored plan and the fiduciary duties he is owed under that plan or because of actions 
connected with a purchase or sale of employer securities that is not related to a benefit plan. 

 
4. Remedial Considerations 
 
In all of the instances considered thus far employees who assert rights in their role as benefit plan participants or 

beneficiaries enjoy more protection under ERISA than they would if they were to stand in the shoes of the prototypical 
investor and bring federal securities law claims based on the same or equivalent actions.  In decided contrast, although 
participants and beneficiaries may enjoy superior standing rights and not have to make a showing of scienter, even if the 
participants or beneficiaries win an ERISA-based fiduciary claim, they may face substantial difficulties when it comes to 
recovery.  The only option for an employee with a valid fiduciary breach claim who cannot claim relief flowing to the plan, 
will be to attempt to state a claim for relief under ERISA’s catch-all remedial provision.345  In cases other than fiduciary 
breach cases, the Supreme Court, however, has construed that provision, which permits “other equitable relief”346 to include 
only traditional equitable relief and to exclude money damages.    

Because courts of equity developed the concept of fiduciary obligation as well as all the traditional remedies 
flowing from breach of those obligations, there are good reasons to believe that the limitation on relief to traditional 
equitable relief should not preclude recovery in ERISA fiduciary breach cases.  However, if the courts do not make this 
distinction, plaintiffs would most likely need to state a claim for traditional equitable restitution.  That would require a 
showing that the defendants hold an identifiable res that in good conscience belongs to the plaintiffs.347  It is difficult in 
most circumstances, other than perhaps situations where they have traded on informational advantages, to contemplate a 
situation where the breaching fiduciaries would be in possession of an identifiable sum of money or securities that equity 
would view as, in good conscience, belonging to the plaintiffs.  For violation of section 10b-5, in contrast, the ’34 Act 
provides a prevailing plaintiff with a choice between rescission and damages with damages often being calculated as out-of-
pocket damages.348



 
B. Enforcement Anomalies and Analogs – State Corporate Law and ERISA 

 
As is true of federal securities law and ERISA, the interaction of state corporate law and ERISA offers some 

intriguing insights for courts and policy makers confronting the liability of officers and directors for employee investments 
in company stock.   Unlike securities law though, both state corporate law and ERISA are grounded in fiduciary duty.  As is 
evident from the above discussion, the corporate law fiduciary standards evolved differently from the ERISA standards.  
Yet, in some ways, the standards are analogous.  Both state corporate law and ERISA rely largely on the principles of 
prudence, care, and loyalty.  For these reasons, existing principles of state corporate law may be particularly valuable in 
establishing the scope of director and officer duties with respect to employee investments in company stock. 

 
1. Affirmative Decisions by Corporate Officers and Directors 
 
Corporate law is highly deferential to the judgment of corporate officers and directors in cases where shareholders 

allege that a bad business decision caused them harm.  Provided that the corporate officials utilized a reasonable process, 
obtained all reasonably available information, acted in good faith and there was no evidence of a conflict of interest, the 
business decision is generally not questioned by the courts.  This doctrine seems analogous to the settlor doctrine that has 
developed in ERISA jurisprudence and is highly protective of corporate actors.  In fact, to go one step further, to the extent 
that officers and directors do not have ERISA fiduciary obligations for decisions reflected in the terms of plan documents, 
those decisions could be challenged only under the corporate law standards.  As such then, an affirmative decision by a 
board of directors to approve 401(k) plan terms that require participants to have the option of investing their discretionary 
contributions in company stock would be protected by the business judgment doctrine.349   

Similarly, where a benefit plan allows but does not mandate company stock as an investment option or source of a 
company’s matching contributions, courts have developed an abuse of discretion standard under ERISA to evaluate 
whether a plan fiduciary had a duty to review the continued prudence of investments in employer stock.350  This too results 
in a standard that is very protective of the decision making of corporate officers and directors.   

One might ask, however, whether high levels of deference make sense in both the general business context and in 
the 401(k) context.  One explanation offered for use of the deferential business judgment standard in state corporate law is 
to ensure that the legal standards do not cause corporate officers and directors to become too risk averse.351  Concern with 
risk aversion also should play a role in developing the standards governing officer and director conduct in evaluating 
whether to offer company stock as an investment option or use it to make the company’s matching contribution.  After all, 
in theory corporate officers and directors might be held liable for fiduciary breach if they decide not to utilize company 
securities in this way and the stock performs well.352  On the other hand, corporate directors and indirectly corporate 
officers are selected and elected by the stockholders for their business acumen and can be removed by the stockholders if 
their business expertise is inadequate.  Courts, then, should be reluctant to second guess the general business decisions of a 
board.  Employees, in contrast, have no significant control other than to the extent of their company stock ownership over 
the identities of those individuals who are making decisions on the use of company stock in employee benefit plans.   

While the deferential business judgment rule is the standard in evaluating board decisions, there are situations in 
corporate law where the courts more closely scrutinize the decision of the board of directors.  These situations generally 
involve potential conflicts of interest implicating the duty of loyalty.  For example, in the body of case law that has 
developed in the hostile takeover arena, the Delaware courts have shown that they are willing to scrutinize the decision to 
resist the takeover attempt more closely than an ordinary business decision.  In this context, the courts are willing to 
evaluate the reasonableness of the antitakeover device and make a determination regarding whether the device was 
reasonable in relation to the threat the takeover posed to the corporation.353  The difference between the analysis in the 
antitakeover cases and cases involving other business decisions is that the courts will second-guess the reasonableness of 
the directors’ decision to employ the antitakeover device.  Further, the courts are even willing to order the directors to 
conduct an auction for the company where they find a sale or break-up of the company is inevitable.354  In these cases, it 
appears that the conflict of interest inherent in deciding whether to sell a company is the driving force behind the courts’ 
stricter scrutiny of the transactions. 

Perhaps a similar enhanced level of scrutiny would be useful in evaluating director and officer decisions with 
respect to company stock.  That is, in some instances it may be appropriate to be more deferential to the decisions of a 
fiduciary, along the lines of a corporate law business judgment rule analysis.  This deferential standard might apply in 
instances where the decisions of the ERISA fiduciary are made in good faith, after obtaining all reasonably available 
information, and where conflicts of interest are minimal.  For example, where the fiduciary selects investment options that 
have no affiliation with the employer, such as a mutual fund family that has no other relationships with the company, the 
fiduciary would be entitled to deference for that decision so long as it was made in good faith and on a reasonably informed 
basis.  However, in situations that present inherent conflicts of interest, such as decisions involving the use of company 



stock, stricter scrutiny may be appropriate.  An analysis along the lines of the corporate law antitakeover cases, where the 
courts evaluate the reasonableness of the ERISA fiduciary’s decisions, may be in order.   

Alternatively, legal standards may be developed to encourage ERISA fiduciaries to minimize their conflicts of 
interest when they are making decisions about the use of company stock in 401(k) plans.  To reduce the existence of 
conflicts for purposes of the state corporate law standards, boards sometimes delegate decision making to a subset of 
directors who do not have a conflict of interest in the transaction under consideration.  In other instances, a board of 
directors will address a conflict of interest by hiring an independent expert to make a particular decision or to make a 
recommendation on the decision in question.  Similarly, corporate directors and officers who confront decisions about the 
use of company stock in employer-sponsored plans might negate or at least lessen the conflicts of interest inherent in those 
decisions by hiring an independent expert to make or to assist in making the decisions.   

 
2. Oversight Obligations by Corporate Officers and Directors 
 
The framework of analysis developed in state corporate law to evaluate the oversight obligations of corporate 

officers and directors also may offer valuable insights for the company stock cases.  Courts have struggled and come to 
opposing conclusions on whether corporate officers and directors have responsibility under ERISA to appoint and monitor 
plan fiduciaries.355 Even in Enron, where the court determined that those who appoint plan fiduciaries have the “duty to 
insure that the selected fiduciaries in turn complied with their fiduciary duties,”356 application of the standard is difficult.  
At another point the judge recognized that some courts have placed restrictions on the oversight responsibilities of 
corporate officers and directors.  Specifically, she cited a case where the court had held that directors “do not breach duties 
in the absence of ‘notice of possible misadventure by their appointees.’”357  Thus, even when courts determine that officers 
and directors face liability for failure to monitor the fiduciaries they appoint, it is unclear what standards will be used to 
evaluate compliance with the monitoring obligation. 

It may be worthwhile in such cases for the courts to consider a Caremark-like analysis.  Under such an approach, 
if a claim alleges breach of duty due to failure to monitor the actions of others, the court would likely consider whether the 
defendants either knew or should have known that the violation was occurring; whether a reasonable compliance system 
was in place; and if there was not a compliance system, whether one should have been implemented.  Unlike the standard 
quoted by the Enron court, which seems to require actual notice of wrongdoing, using a “should have known” approach 
does not permit officers and directors to take the ostrich approach of burying their heads in the sand and avoiding 
knowledge of misadventure.   

 
C. A Final Challenge in Rationalizing the Legal Regimes 

  
The interaction of federal securities law, ERISA, and state corporate law requires courts and policy makers to be 

particularly sensitive in balancing these three sources of law.  In particular, we have articulated rational arguments in favor 
of imposing significant affirmative disclosure obligations under ERISA on officers and directors.  In addition, we suggested 
use of an enhanced level of scrutiny for decisions involving the use of employer stock in company-sponsored plans.  We 
also believe it would be appropriate to impose a monitoring obligation on fiduciaries together with a “knew or should have 
known” approach to evaluating whether officers and directors fulfill their monitoring duties.   

The standards we suggest should encourage officers and directors to make themselves aware of issues regarding 
the use of company stock in employer-sponsored plans.  However, once the officers and directors become aware of 
significant issues that a reasonable employee would want to know when deciding whether to purchase or sell company 
stock, a strong approach to affirmative disclosure obligations under ERISA would require the dissemination of that 
information to the employees.  Securities law, in turn, would require the concurrent dissemination to the public markets of 
any information that is both material and nonpublic.  As a result, although it may not be obvious at first glance, even the 
determination of whether officers and directors have monitoring obligations over benefit plan fiduciaries may have 
important implications for federal securities law.  The scope of affirmative disclosure requirements that will incide upon 
issuers of securities may no longer be determined exclusively by the limited annual, quarterly, and other standards of the 
federal securities laws.  Instead, the obligations of corporate benefit plan fiduciaries, as informed by state corporate law 
fiduciary principles, may have significant effects on the future of a corporation’s public disclosure obligations. 

 
V. Conclusion 

 
The current corporate scandals are presenting the courts with some very difficult issues regarding losses suffered 

by employees from purchases of company stock made through employer-sponsored benefit plans.  The decisions in these 
cases will not only affect the development of ERISA jurisprudence, but have the potential of creating unintended 
consequences in securities law.  It thus becomes incumbent on the courts as they define the contours of fiduciary standards 
in these cases to carefully consider the underlying policies of both ERISA and the federal securities law regimes, regardless 



of whether a claim is cast as a section 10b claim under the ’34 Act or an ERISA claim.  Otherwise, their decisions may 
create serious anomalies concerning disclosure rules and fiduciary obligations.   

Although continually evolving, state corporate law may well provide a model for the courts to consider when 
deciding these types of federal claims.  The fiduciary obligations imposed by  ERISA and state corporate law are, in each 
regime, grounded in traditional trust law.  State corporate law has the advantage of a long history of adaptation to the 
unique considerations inherent in determining the obligations of directors and officers to corporate shareholders.  We do not 
argue that ERISA fiduciary obligation should mirror the corporate standards.  However, as courts take up the new 
challenges presented by the employer stock cases, they should not ignore the fiduciary principles developed under state 
corporate law.  In Warren Buffett’s words:  “[T]he rearview mirror is always clearer than the windshield.”358   
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