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I. Introduction 
 
 Seventy-seven years have passed since Chief Justice Cardozo opined that joint adventurers owe one another "the 
duty of the finest loyalty."1  He described this standard with the famous phrase: "A trustee is held to something stricter than 
the morals of the market place.  Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of 
behavior."2  One might logically expect the elapsed years and wealth of state corporate law litigation to have defined any 
remaining contours in corporate directors’ duties of loyalty.  Such logic, however, is not justified in this instance.  In a 
recent opinion, which has become well known for other reasons,3 the Delaware Chancery Court stated: “[T]he Delaware 
Supreme Court has yet to articulate the precise differentiation between the duties of loyalty and of good faith.”4

 At the same time that Delaware law on directors’ fiduciary obligation of loyalty has come under scrutiny, directors 
are increasingly facing fiduciary litigation under the Employee Retirement Income Security Act of 1974 (ERISA).5  In one 
significant category of recent cases, the “ERISA stock drop” cases, plaintiffs typically allege directors breached their 
fiduciary duty of loyalty vis-à-vis the employees’ investment in company stock where the investment was made through 
employer-sponsored benefit plans.  The scope of directors’ fiduciary obligations in those cases has become the subject of 
considerable litigation. 
 In this article we consider the developing standards of loyalty governing director conduct and the tension between 
state and federal standards.  Part II describes the development of the fiduciary duty of loyalty in trust law.  Part III evaluates 
the duty of loyalty imposed on directors by Delaware corporate law with special emphasis on the Chancery court opinion in 
In re: Emerging Communications, Inc. Shareholders Litigation.6  Part IV analyzes the fiduciary loyalty obligations imposed 
by ERISA.  It then examines the application of loyalty principles in the specific context of the ERISA stock drop cases.  
Part V scrutinizes the significant ways in which the duty of loyalty jurisprudence in Delaware corporate law and the federal 
law of ERISA is diverging.  We show that some of the divergence is attributable to meaningful differences between the two 
areas.  We conclude, however, that both Delaware corporate law and the federal law of ERISA must continue to give 
serious and flexible content to the fiduciary duty of loyalty. 
 
II.  Trust Law as the Source of the Fiduciary Duty of Loyalty 
 

State corporate law and federal employee benefit plan law both have relied on trust law to shape the development 
of fiduciary obligations for those areas of law.  Looking specifically at the obligation of loyalty, trust law provides that a 
trustee must act "solely in the interest of the [trust] beneficiaries."7 In situations where there are multiple current 
beneficiaries, the trustee must be impartial among those beneficiaries.8  Similar obligations arise when the trust provides for 
successive and multiple successive beneficiaries.9   
 Historically trustees have been subject to harsh conflict of interest standards.  When a fiduciary acts in a 
transaction where her personal interest conflicts with the trust’s interest the basic rule is to conclusively presume the 
transaction to be invalid.10  This approach is intended to negate the agency assumption that a trustee acting under the 
temptations inherent in a conflict of interest will all too often neglect the best interests of the beneficiary.11

Given both the draconian nature of trust law’s conclusive presumption and the changing nature of trusts and 
trustees, over time exceptions have developed to permit specific categories of interested transactions.12  This approach has 
recently been questioned, with one commentator suggesting that the presumption of invalidity should be rebuttable, 
permitting the trustee to defend a breach of loyalty claim by proving the transaction was in the beneficiary’s best interest.13

 
III. Corporate Law Fiduciary Standards 

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

_______________ 
*Professor of Business Law, Stephen M. Ross School of Business at the University of Michigan. 
** Professor of Business Law and Chair of Law, History, and Communication, Stephen M. Ross School of Business at the 
University of Michigan. 

 



law jurisprudence.14  The most salient duties are the duties of care and loyalty,15 juxtaposed with the obligation to act in 
good faith.16  As will be discussed below, this juxtaposition, however, is currently open to interpretation. 
 Although the duty of care imposes upon directors an affirmative duty to use reasonable care under the 
circumstances in making corporate decisions, there are relatively few cases pursuant to which directors have been held 
personally liable for breach of due care.17  Prior to 1987, the most likely reason for the paucity of cases is the rule employed 
by the courts known as the business judgment rule.  Where the presumptions of the business judgment rule apply, courts 
have been loathe to second guess business decisions.  In order to qualify for business judgment rule protections, the 
directors must have acted in good faith, and in the best interest of the corporation.18  The business judgment rule only 
applies to protect affirmative decision-making where there is no evidence of bad faith or breach of the duty of loyalty. 
 In 1986, Delaware adopted Section 102(b)(7) of the Delaware Code to provide that corporations may limit, or 
eliminate the potential liability of corporate directors for breach of the duty of care by including an exculpatory provision in 
the company’s articles of incorporation.19  Nearly all states have followed suit and have adopted similar legislation.20  Thus, 
post-1986, not only are directors protected from liability through the business judgment rule jurisprudence, they are also 
protected by the 102(b)(7)-type exculpation provided in the articles of incorporation of the firms they serve. 
 Between the protections afforded by the business judgment rule and the exculpatory legislation adopted by most 
states, the duty of care analysis appears to turn on the exceptions to the rule.  Neither business judgment rule protection nor 
exculpation is available for acts in violation of the duty of loyalty or lacking in good faith.  Thus, now that liability does not 
attach for negligent or grossly negligent violations of due care, claims regarding breach of loyalty or lack of good faith take 
on added significance.  These issues were at the forefront of plaintiffs’ claims in In re Emerging Communications, Inc. 
Shareholders Litigation.21   
 

A. In re Emerging Communications, Inc. Shareholders Litigation 
 

 In In re Emerging Communications, Inc. Shareholders Litigation (ECM),22 the Delaware Chancery Court recently 
considered allegations of breach of the duties of care, loyalty and good faith in connection with a decision made by the 
board of directors.  The ECM plaintiffs were former minority shareholders of Emerging Communications, Inc. (ECM) who 
sold their stock to Innovative Communications Corporation (Innovative) in a two-step transaction designed to take the 
company private.23  Innovative was owned by Innovative Communication Company (ICC), which was also a majority 
shareholder of ECM. ICC in turn was owned by ECM’s Chairman and Chief Executive Officer, Jeffrey Prosser.  Prosser 
thus had voting control over both ECM and Innovative.  The plaintiffs filed two separate actions, the first requesting a 
statutory appraisal of the value of the shares sold, and the second, a class action claiming that the transaction was not 
entirely fair to the ECM minority shareholders and thus was in breach of the directors’ fiduciary duties.24  The claims were 
consolidated by the court.25

 In considering the claim of breach of fiduciary duty, the court cited the Delaware Supreme Court decision in 
Emerald Partners v. Berlin26 and determined that analyzing a “going private” transaction and the liability of the fiduciaries, 
utilizes the entire fairness test.27  This test required a determination of both fair dealing and fair price.28

 The court first made a determination of the fairness of the price paid for the shares.29  After a lengthy financial 
analysis, the court rejected the defendants’ claim that the price was fair.  The court held that the $10.25 price paid to the 
minority shareholders for the shares represented neither the fair value nor the intrinsic value at the time of the merger.30  
Instead, the court determined that the fair value at the time of the transaction was $38.05 per share.31  
 Once the court determined that the price was unfair, the question became whether a fair dealing analysis was 
necessary.32  The Chancery Court noted that Delaware law had not yet determined whether an unfair price establishes “ipso 
facto, the unfairness of the merger, thereby obviating the need for any analysis of the process oriented issues.”33  The court 
found, however, that a fair dealing analysis was required because a Section 102(b)(7) exculpatory defense had been raised 
by defendants,34 “if only to enable the Court to determine the ‘basis for the [defendants’] liability’ for § 102(b)(7) 
exculpation purposes.”35  The determination of an unfair price did not “address whether the unfairness was the product of a 
breach of fiduciary duty or if so, the nature or character of that duty.”36

 The court then proceeded with a fair dealing analysis.  The court reviewed “when the transaction was timed, how it 
was initiated, structured, negotiated, and disclosed to the board, and how director and shareholder approval was obtained.”37  
An analysis of these factors led the court to conclude that the privatization transaction was not entirely fair.38  Prosser’s 
original intent, in about January, 1998, was not to privatize the company but instead to merge Innovative into a subsidiary 
of ECM.39  But by May, 1998, in light of the low market interest in ECM’s common stock, Prosser decided to “flip the 
transaction,”40 and become a buyer instead of a seller.  Based on these facts the court found that this transaction, which was 
initiated by a majority stockholder to freeze out the minority shareholders at a time when the stock price was artificially low, 
was unfair in both its initiation and timing.41

 When Prosser was contemplating the original merger transaction, he engaged the Prudential firm to evaluate the 
fairness of the merger for ECM and the Cahill, Gordon and Reindel (Cahill) law firm to assist ECM with drafting the terms 
of the merger.42  When Prosser later decided to privatize, he hired both Prudential and Cahill to advise him personally with 

 



regard to the privatization transaction.43  By co-opting Prudential and Cahill, Prosser thus deprived ECM’s board of 
valuable advisors.44  The court found these facts indicative of unfairness in the structure of the transaction.45

 The next question addressed by the court was whether a transaction adjudicated to be not entirely fair violates the 
duty of care, the duty of loyalty, or the duty of good faith?  If the violation is solely one of due care, ECM’s 102(b)(7)-type 
provision would exonerate the directors from money damages.  But this exoneration is not applicable “(i) for any breach of 
the director’s duty of loyalty, (ii) for acts or omissions not in good faith or which involve intentional misconduct or a 
knowing violation of the law. . . .”46

 The ECM court went on to determine the nature of the fiduciary duties for each director individually.  Prosser, the 
Chairman, CEO and controlling stockholder, was found to have breached his duty of loyalty “by eliminating the minority 
shareholders of ECM at an unfair price in an unfair transaction.”47  Furthermore, Prosser received an improper personal 
benefit from the transaction, which also nullifies the exculpation provision. 
 Director Raynor was also found to have breached his duty.  Raynor did not personally profit from the transaction 
as Prosser did, but he furthered Prosser’s interests which were opposed to the interests of the minority shareholders.  
Raynor was a practicing attorney and had served both as Prosser’s personal attorney and ECM’s counsel.48  He acted as an 
advisor to Prosser in connection with the privatization transaction.49  The court further noted that Raynor’s economic 
interests were tied to Prosser.  The court seemed to find it significant that Raynor was not, therefore, independent of Prosser 
but the court is not clear whether the lack of independence implicates the duty of loyalty.  Interestingly, the court did not 
determine whether Raynor violated the duty of loyalty or of good faith.  Instead the court held that he has breached “his 
fiduciary duty of loyalty and/or good faith.”50  The court explains this unusual finding by noting that the Delaware Supreme 
Court “has yet to articulate the precise differentiation between the duties of loyalty and good faith.”51  It further stated that 
“[I]f a loyalty breach requires that the fiduciary have a self-dealing conflict of interest in the transaction itself . . . then . . .  
Raynor would be liable [only] for violating his duty of good faith for consciously disregarding his duty to the minority 
stockholders. . . . On the other hand, if a loyalty breach, does not require a self-dealing conflict of interest or receipt of an 
improper benefit, then Raynor would be liable for breaching his duties of loyalty and good faith.”52  The court did not 
decide the issue, because regardless of the finding, Raynor’s conduct would not be exculpated.53  Yet, the court found that 
good faith was violated either way.  From this finding, it is then logical to infer that good faith is a fiduciary duty separate 
from the duties of loyalty or care and that conscious disregard for duties violates the duty of good faith.  
 The court then addressed the liability of director Muoio.  Muoio was also held liable for breach of the duty of 
loyalty and/or good faith,54 although the court found his conduct less egregious than that of his co-defendants, Prosser and 
Raynor.55  Muoio was held liable “because he voted to approve the transaction even though he knew, or at the very least 
had strong reasons to believe, that the $10.25 per share merger price was unfair.”56 The court based this finding on the fact 
that Muoio had significant experience in finance and telecommunications in light of his position with an investment 
advising firm.57  The court held that Muoio should have advised the board to reject the $10.25 price and formally voted 
against the transaction at this price.58  Here again, rather than delineate between the duties of loyalty and good faith, the 
court held that Muoio’s conduct violated the duty of “loyalty and/or good faith.”59  Taken in light of the court’s finding 
with regard to Raynor, it thus appears that the “conscious disregard” standard that the court is applying in the context of 
good faith is breached if the director “knew or had strong reasons to believe” that a transaction was unfair. 
 It is also interesting that Muoio was found not to be independent of Prosser.  The court noted that Muoio’s 
independence was in question because he would likely wish to seek future business opportunities from Prosser.  However, 
it appears that the court was uncertain regarding whether this lack of independence was enough of a conflict of interest to 
raise concerns about the duty of loyalty.  The court did not find a conflict of interest between Muoio and the transaction, 
rather the conflict concerned Muoio’s lack of independence from Prosser.  Instead of making the determination regarding 
whether a conflict in the transaction is a necessary finding in a loyalty case, the court sidestepped the issue and found 
Muoio in violation of loyalty and/or good faith. 
 The four remaining directors, Goodwin, Ramphal, Todman, and Vondras were not found liable for breaching 
either the duty of loyalty or good faith.  With respect to these directors, the court found that the evidence did not implicate 
more than breach of the duty of care.  None of these directors had received an improper personal benefit, nor did any of 
them have a personal conflicting financial interest in the transaction.  There was no evidence that “they deliberately 
engaged in conduct disloyal to the minority stockholders’ interests.” 60 Nor did the court find that they “knew or had reason 
to believe, that the merger price [was] unfair.”61

 It is perplexing that the ECM court did not decide whether the duty of loyalty or the obligation of good faith was 
breached in the cases of Muoio and Raynor, but in effect stated that good faith was breached and loyalty may have been.  
Yet, a determination of the precise contours of the duty of loyalty and good faith could become important in deciding future 
cases.   This is especially significant as the Delaware courts are in the midst of deciding high-profile cases involving good 
faith.62  Judge Easterbrook and Professor Fischel once commented that the law related to veil-piercing is among the most 
confusing area of corporate law.63  Today, especially in the aftermath of ECM, the contours of the duty of loyalty and the 
obligation of good faith may be in contention for that dubious honor.  The next section revisits the duty of loyalty and the 
obligation of good faith, with an objective of picking up the analysis where the ECM court left off. 

 



 
B. The Duty of Loyalty 
 

 As discussed above, the fiduciary duties in corporate law, including the duty of loyalty, have their genesis in the 
law of trusts.64  A fiduciary relationship exists, “when one is given power that carries a duty to use that power to benefit 
another.”65  This relationship is placed upon trustees and their beneficiaries and upon agents and their principals.66   
Although corporate officers and directors as fiduciaries are not formally considered trustees of the organizations they 
serve,67 corporate law analogizes to the fiduciary obligations of trustees when determining the scope of corporate fiduciary 
duties,68 albeit without much discussion.   
 It has become well-established in corporate law that a conflict of interest will trigger a duty of loyalty analysis.69  
What is murky, in light of the decision in ECM, is whether lack of independence is enough of a conflict to implicate the 
duty of loyalty, or whether a more direct conflict of interest in the transaction itself is required.  These issues are discussed 
below. 
 
  1.   Conflict of Interest in the Transaction 
  
 The case law is relatively clear that a conflict of interest by a director in a corporate transaction will trigger an 
analysis of whether there is a breach of the duty of loyalty.70  The duty of loyalty requires corporate officers and directors to 
refrain from using their corporate position of trust and confidence for their own benefit.71  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.”72  In Guth v. Loft,73 the Delaware Supreme Court analogized to the law of trusts in finding the president 
and director liable for breach of the duty of loyalty for taking personal advantage of an opportunity that came to him 
because of his position in the corporation.74  The court said that a director is obligated to “affirmatively . . . protect the 
interests of the corporation committed to his charge.”75

 Although the duty of loyalty requires the "punctilio of an honor the most sensitive," conflicts of interest do not 
automatically give rise to breach.  It should be noted, however, that where a transaction gives rise to a conflict of interest 
between members of the board and the corporation, the presumptions of the business judgment rule or of 102(b)(7)-type 
exculpatory provisions no longer apply to protect the business decisions of the board members.  If the conflict in a 
transaction is disclosed and disinterested members of the board approve the transaction, there will generally be no cause for 
liability.76  If a transaction is contested because the decision was not made by a disinterested board, a court will likely 
evaluate the transaction substantively for fairness.77  For example, the fairness standard was applied by the court in 
Cinerama, Inc. v. Technicolor, Inc.,78 where the plaintiff alleged that the defendant directors violated their duty of loyalty in 
approving a merger.  The court held that the burden of proof shifted to the directors to prove the entire fairness of the 
transaction because the business judgment rule was rebutted.  The court stated that in assessing the entire fairness of a 
transaction, “the court must consider the process itself that the board followed, the quality of the result it achieved and the 
quality of the disclosures made to the shareholders to allow them to exercise such choice as the circumstances could 
provide.”79  The court affirmed the decision of the lower court, holding that its use of a disciplined balancing test in 
determining fairness and credibility would not be disturbed.80

  
    2. Lack of Independence 

 
 A question left unanswered by the ECM court is whether lack of independence is enough of a conflict of interest to 
implicate the duty of loyalty.  In finding Raynor and Muoio liable for breach of loyalty and/or care, the court stated that 
loyalty was only implicated if a conflict of interest in the transaction itself was not required.  Raynor and Muoio were not 
found to be interested in the transaction.  They were, however, connected to Prosser and not independent advisors to the 
company.   

Although lack of independence is not an issue that has been decided by the Delaware Supreme Court in the 
context of a claim for breach of loyalty, it is an issue that has been addressed recently by the Chancery Court.  For example, 
in Orman v. Cullman,81 the Delaware Chancery Court stated that to establish a breach of the directors’ duty of loyalty and 
to overcome the presumption of the business judgment rule, the plaintiff must “establish that the board was either interested 
in the outcome of the transaction or lacked the independence to consider objectively whether the transaction was in the best 
interest of its company and all of its shareholders.  To establish that a board was interested or lacked independence, a 
plaintiff must allege facts as to the interest and lack of independence of the individual members of that board.”82  The court 
further delineated the distinction between interest in the transaction and lack of independence.  According to Orman, 
directors are interested in the transaction when they appear on both sides of a transaction or expect to derive a personal 
financial benefit from it in the sense of self-dealing.  This is in contrast to “a benefit which devolves upon the corporation 
or all stockholders generally.”83 On the other hand, “lack of independence can be shown when a plaintiff pleads facts that 

 



establish ‘that the directors are ‘beholden’ to [a controlling person] or so under their influence that their discretion would be 
sterilized.’”84  

The Orman court then discussed whether the plaintiffs’ allegations of breach of fiduciary duty were sufficient to 
survive the motion to dismiss.   Four defendant directors were alleged to be interested in the transaction “because they 
received benefits from the transaction that were not shared with the rest of the shareholders.”85  The court found the 
allegations insufficient with respect to three of the directors, Israel, Vincent and Lufkin.  The only allegation against Israel 
and Vincent was that they had served on the board since 1989 and 1992, respectively.86  With respect to Lufkin, his board 
membership since 1976 was insufficient to show lack of independence and his role as founder of one of the two leading 
underwriters of the company’s IPO did not establish that he received a personal benefit from the transaction not shared by 
other shareholders.87  Similarly, Director Barnet was not interested in the transaction solely because he was to be a director 
in the surviving corporation.88  

On the other hand, the court found that Director Bernbach may have lacked independence because he was 
beholden to the Cullman Group – the group that negotiated the transaction – due to his consulting contract with that 
company and was beholden to the controlling shareholders for a continuation of the contract.89  Interestingly, the court 
stated that the consulting contract was not enough to establish that Bernbach was interested or that he would have profited 
from the transaction.90  Bernbach’s potential liability was on independence alone.  

Director Solomon was possibly interested in the transaction where his company, PJSC, was to receive a $3.3 
million fee if the merger was approved.91  Finally, the court found it unnecessary to rule upon the interest or lack of 
independence of director Sherren because a majority of the board being interested or lacking independence was sufficient to 
rebut defendants’ claim that the decision was protected by the business judgment rule.92

Similarly, the U.S. district court, applying Delaware law, in Hollinger International, Inc. v. Hollinger Inc.,93 
utilized a two-prong test in its discussion of the duty of loyalty.  According to Hollinger, a breach of loyalty claim requires 
plaintiff to allege that: “(1) the director was ‘interested in the outcome’ of the alleged self dealing transaction; or (2) ‘lacked 
independence to consider objectively whether the transaction was in the best interest of the company and all its 
shareholders.’”94  In this case, plaintiff alleged that defendants Black and Radler engaged in various self-dealing 
transactions, including receiving non-competition payments from Hollinger International, Inc. (International), selling 
International’s assets at below-market prices to a corporation controlled by Black and Radler, loaning International’s funds 
to a corporation controlled by Black and Radler at below-market interest rates, and receiving ‘‘‘unwarranted, excessive, and 
unauthorized’ ‘management fees,’ ‘incentive payments,’ and other compensation.”95  Defendant Perle was a director of 
International and sat on its audit, compensation, and executive committees.96 At the same time, Perle was an officer of 
Digital Management, a company which, according to plaintiffs, received excessive fees for managing International’s 
investments.97  

The court found that plaintiff had not alleged that defendant Perle had a direct financial interest in the transactions 
at issue, but had sufficiently pleaded lack of independence. “To sufficiently plead ‘lack of independence,’ the plaintiff must 
allege ‘particularized facts’ supporting ‘a reasonable inference’ that the director was ‘beholden’ to the controlling 
shareholder through a close personal, family, or business relationship. A director is ‘considered beholden to (and thus 
controlled by) another when the allegedly controlling entity has the unilateral power (whether direct or indirect through 
control over decision makers), to decide whether the director continues to receive a benefit, financial or otherwise,’ which 
is of material importance to the director.”98  According to the court, because Black had Perle appointed CEO of Digital 
Management, a subsidiary of International, where he received over $3.1 million in incentive payments, plaintiff sufficiently 
alleged that Perle lacked independence from Black.99

 As lack of independence becomes significant to considerations of loyalty claims it may be instructive to also 
consider the developing case law on independence in other areas of corporate law.  For example, independence has become 
a significant concern of the courts in shareholder derivative litigation. 100     
 Boards may appoint special litigation committees (SLCs) to make decisions regarding whether derivative litigation 
should be pursued or terminated.  In Zapata Corp. v. Maldondo,101 the Delaware Supreme Court articulated a two-step 
analysis for evaluating the decision of a special litigation committee.  This analysis requires the court to evaluate the 
independence and good faith of the members of the special litigation committee and permits the court to use its own 
business judgment to determine whether it is in the best interest of the corporation for the suit to be either continued or 
terminated.102   
 The lynchpin of the willingness of courts to defer to the special litigation committee is the independence of that 
committee.  Recently, in In re Oracle Corp. Derivative Litigation, the Delaware Chancery Court considered whether the 
special litigation committee members, both of whom were Stanford University faculty members and Oracle Corp. (Oracle) 
directors, were independent from the director defendants who also bore significant ties to Stanford.103  The court noted that 
independence "turns on whether a director is, for any substantial reason, incapable of making a decision with only the best 
interests of the corporation in mind."104  In Oracle, the court noted the various ties defendant directors had with Stanford.105  
One defendant was a Stanford professor, had served with an SLC member at the Stanford Institute for Economic Policy 
Research (SIEPR), and had also taught one of the SLC members when the SLC member was a Ph.D. student at Stanford.106  

 



Another defendant was a Stanford alumnus who served as chair on the SIEPR board and who directed multi-million dollars 
in contributions to Stanford recently.107  A third defendant donated millions of dollars to Stanford in both personal 
donations and indirectly through the corporation, and was considering further donations of hundreds of millions of dollars, 
around the time that the SLC members had been appointed to the corporate board.108  These facts gave the court reasonable 
doubt concerning the independence of the SLC members.109  The court further noted that the burden of proof rests with the 
SLC to establish its independence110 and denied the SLC's motion to terminate the derivative litigation.111 The ties among 
the SLC members and the defendants were, according to the court, so substantial that that they cast doubt about the 
impartiality of the SLC.112  
 Independence was also at issue recently in In re eBay Shareholders Litigation.113  Like the Oracle shareholders, 
the eBay shareholders were permitted to proceed with their claim against the directors and officers of eBay.  Demand was 
said to be futile and the litigation permitted to proceed over the objection of the non-defendant directors.  The court was not 
convinced that the non-defendant directors could "objectively and impartially consider a demand to bring litigation against 
those to whom [they are] beholden for [their] current position on eBay's board."114  The court reached this conclusion after 
noting that the defendant directors owned enough stock to control the corporation and the election of directors.  Along with 
this concern, was the concern that the non-defendant directors owned options that had not vested, and would not vest unless 
they continued to serve as directors of eBay.  Some of these options were worth millions of dollars.  These facts led the 
court to conclude that demand would be futile because the non-defendant directors were not sufficiently impartial.115

 These cases show that various interests in the outcome, or relationships with the parties involved, may show the 
lack of independence of special litigation committees.  These cases may become important in the duty of loyalty context, as 
guidelines for determining independence.   
  
 3. Origins of Loyalty 
  
 It may also be instructive to consider the origins of the duty of loyalty to analyze whether evidence of a conflict of 
interest in the transaction is necessary to establish breach.  As noted above, the corporate law fiduciary duties had their 
genesis in the law of trusts.  According to 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 beneficiaries.”116  This definition does not seem to require 
self-dealing before finding a violation.  However, if the transaction presents conflicts of interest, the trustee “is under a duty 
to deal fairly and to communicate to the beneficiary all material facts the trustee knows or should know in connection with 
the transaction.”117

 As mentioned above, one of the more famous cases discussing the contours of the duty of loyalty in the context of 
a business relationship is Meinhard v. Salmon.118  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."119  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."120  
Thus, the duty of loyalty, at least in the earlier days of its interpretation, included a very strict duty of fair dealing and of 
high honor.  Although evidence of conflict of interest in the transaction could lead to a finding of breach of the duty of 
loyalty, it did not seem to be a requirement of breach.  That is, breach of loyalty could be evidenced by conflict of interest 
in the transaction or any other behavior indicating that the director did not communicate all material facts, or did not 
otherwise act with “the honor most sensitive.”   
 The logical import from this reasoning is that the Orman and Hollinger courts are correct in their determination 
that a conflict of interest in the transaction, although a sufficient condition to trigger a loyalty analysis, is not the only 
condition that would trigger such analysis.  It would seem that other conflicts of interest, such as the lack of independence, 
would also violate the obligation to act with “the honor most sensitive.”     
  

C. Where Does Good Faith Fit In?  
 

 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.121  An earlier complaint was dismissed in Brehm v. Eisner,122 because the complaint did not allege 
sufficient facts to overcome the presumption of the business judgment rule.  The later complaint alleged that the "board of 
directors consciously and intentionally disregarded their responsibilities."123  The court let the claim stand for a 
determination  whether the board "exercised any business judgment or made any good faith attempt to fulfill the duties they 
owed to Disney and its shareholders."124  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.125  There were 
also issues raised concerning the later no-fault termination of the contract on terms favorable to Ovitz.  There is no record 
of the full board or of the compensation committee reviewing these terms.126  Therefore, the Delaware Chancery Court in 

 



Disney let stand a complaint that alleged that the directors "failed to exercise any business judgment and failed to make any 
good faith attempt to fulfill their fiduciary duties to Disney and its stockholders."127

 In the wake of ECM and Walt Disney Co., we are left to ponder where good faith fits into the fiduciary analysis.  It 
would seem that, both in light of the allegations allowed to go to trial in Disney, and the allegations proven in ECM, 
conduct in conscious disregard for due care evidences of lack of good faith.  The ECM court finds lack of good faith in 
behavior that it viewed to be “conscious disregard for fiduciary duties.”  Although the court discussed this lack of good 
faith in terms of both breach of good faith and a possible breach of the duty of loyalty, Muoio’s liability was predicated on 
his approval of a transaction that he either knew or had strong reason to believe, due to his expertise, was unfair.  This 
appears strikingly similar to the claims made in Disney, where lack of good faith appears to be an egregious lack of due 
care.  Like the Disney directors, Muoio did nothing in a context where he should have used his expertise to review the 
transaction.  This also sounds similar to the claims in Smith v. Van Gorkom,128 where the directors were found grossly 
negligent for failing to obtain reasonably available information before approving a merger of the company.  The difference 
between both the ECM and Disney claims when compared to Smith v. Van Gorkom appears to be the level of scienter.  In 
Disney, the allegations were of absolute neglect of duties and ECM involved behavior in conscious disregard of duties.  The 
culpable behavior in Van Gorkom involved a lesser degree of scienter – that of gross negligence.  Yet in all three cases, the 
allegations were essentially that the directors did not do their homework by either thoroughly reviewing the contract 
(Disney) or ascertaining the true intrinsic value of the company (ECM and Van Gorkom).  The genesis of all these claims 
thus seems to be lack of care. 
 The good faith requirement is still developing in corporate law and is now considered, at least by some 
commentators and courts, as fiduciary duty separate from care and loyalty.129  Former 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."130  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."131   

 
D. Coming Full Circle 
 

 While considering good faith as a separate fiduciary duty in its own right, Chief Justice Veasey finds that “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.”132  Interestingly, Chief Justice Veasey’s 
articulation of the good faith standard sounds strikingly similar the words of Chief Justice Cardozo describing the duty of 
loyalty.  As noted above, Chief Justice Cardozo framed the standard of behavior required by the duty of loyalty in terms of 
“Not honesty alone, but the punctilio of an honor the most sensitive. . . .”133  Perhaps we have come full circle with the 
duties of loyalty and good faith. 
 It is possible to reconcile Chief Justice Veasey’s remarks with the direction of the Delaware courts in ECM and 
Disney.  First, to get beyond an exculpatory provision for a due care breach, the contested behavior must be more egregious 
than gross negligence, in essence, lacking in good faith.  Failure to exercise good faith can be proven by conscious 
disregard of fiduciary duties (ECM), absolute neglect (Disney), or failure of honesty of purpose or not caring for the well-
being of the fiduciary (remarks of Chief Justice Veasey.) 
 
IV.    ERISA’s Fiduciary Standards 
 
 This Part begins by discussing the paradigmatic ERISA stock drop cases and their relationship to widely used 
employee benefit plans.  It then turns to a brief discussion of ERISA’s fiduciary duty of loyalty, which is derived from a 
complex statutory basis.  Finally, the Part engages in a detailed evaluation of the application of the duty of loyalty in the 
ERISA stock drop cases. 
 
 A.  401(k) Plans and the ERISA Stock Drop Cases 
 
 Most employees who have a pension plan through their employer now are participants in what is known as a 
defined contribution plan.134  Each employee has an individual account in the plan that enjoys favorable tax treatment and 
the assets in the account belong to the employee.135  Typically these plans are 401(k) or KSOP accounts where each 
employee makes an individualized decision on making elective contributions to the plan, the employer may match some 
portion of the employee contributions, and each employee makes some or all of the decisions on investment of plan assets 
in the individual account.136

 During the past few years these types of plans, which we refer to as employer-sponsored employee investment 
plans,137 have been subject to considerable litigation because of their use of employer stock as a required or optional 

 



investment vehicle.  The majority of 401(k)-plans sponsored by publicly held companies offer company stock as an 
investment option.138  Employees are likely to hold assets, sometimes a substantial portion of their assets, in company stock 
in those plans. 139 The consistent fact pattern in the stock drop cases begins with a situation where some employees hold at 
least a portion of their plan account assets in employer stock.  The employer stock drops in value.  The employees who had 
invested in employer stock bring a class action alleging: (1) directors and others continued to offer company stock as a plan 
investment option, continued to make matching contributions in company stock, or continued to enforce plan rules 
prohibiting diversification out of employer stock at a time when the directors know or should have known that the stock 
was not a prudent investment option; (2) directors and others made materially inaccurate or incomplete disclosures 
regarding company stock; or (3) directors and others failed to meet their obligations in appointing and monitoring other 
plan fiduciaries.  All three allegations raise issues involving the directors’ fiduciary duty of loyalty.140

 
 B.  ERISA’s Fiduciary Duty of Loyalty 
 

Pension funds give rise to agency problems in ways that mirror the agency issues in corporate law.  Regardless of 
the type of pension plan,141 company officials, typically including members of the company’s board of directors, oversee 
the plan and make critical decisions affecting the investment of assets or the available investment vehicles.  Prior to the 
enactment of ERISA’s extensive regulatory framework, fraud or underfunding of plans resulted in numerous situations 
where employees never received the benefits they expected. 

During the 1960s the Senate Permanent Subcommittee on Investigations discovered the trustee of two union 
pension and welfare funds had arranged for several million dollars in plan funds to be moved to companies in Puerto Rico 
and Liberia.  According to federal officials, no federal laws precluded the trustee’s actions.  Similarly, Jimmy Hoffa, former 
head of the Teamsters Union, was prosecuted for conspiracy and mail and wire fraud for the self-interested loans he 
received from a union pension fund.    There was no pension-specific federal law that governed Hoffa’s behavior.142

In reaction to these and other concerns about agency issues affecting pension plan governance and investments, the 
drafters of ERISA explicitly mobilized trust law standards and adopted them into a complex set of provisions governing the 
behavior of anyone who has discretion in administering or dealing with the assets of an employee-benefit plan.  First, all 
pension plan assets must be held in trust.143  Second, the statute establishes a counterpart to the trust law duty of loyalty, 
requiring fiduciaries to act "solely in the interest of the participants and beneficiaries and... for the exclusive purpose of... 
providing benefits to participants and their beneficiaries."144   
  After establishing a duty of loyalty, however, ERISA backtracks and explicitly permits fiduciaries to be conflicted 
by stating that the statute shall not be construed to “prohibit any fiduciary from serving as a fiduciary in addition to being 
an officer, employee, agent, or other representative of a party in interest.”145  Arguably this departure from traditional trust 
law recognizes that employers have a special interest in the benefit plans they establish and may be reluctant to sponsor 
such plans if they are not permitted to retain a degree of control over the administration of the plans and investment of the 
plans.146  Regardless of the reason for the provision permitting conflicted fiduciaries, the drafters of ERISA seemed to 
recognize the agency tensions inherent in the regime they were creating because they also absolutely prohibited a wide 
variety of transactions deemed to be “prohibited transactions.”  These provisions are broadly drawn to proscribe any 
transactions between a party in interest, including a fiduciary, and the plan.147 ERISA’s prohibited transactions provisions 
are so sweeping and potent that exceptions are necessary to permit normal activities, such as making reasonable payments 
to related parties for services.148  Finally, in an additional protection for the plan participants and beneficiaries, ERISA 
prohibits the inurement of plan assets to the employer sponsoring the plan.149

Harmonizing the realities of conflicted fiduciaries with the anti-inurement and obligation of loyalty has not been 
simple, particularly given the variety of benefit plans governed by ERISA.  A challenge for directors and other ERISA 
fiduciaries is to reconcile two lines of cases that flow from the conflicts of interest ERISA allows.  One strand of law 
imposes absolute loyalty on fiduciaries, setting a standard of an “eye single” to the interests of plan participants and 
beneficiaries.150  This strand is consistent with traditional trust law and Justice Cardozo’s famous language in the state 
corporate law context that:  “Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of 
behavior."151  The other strand recognizes that employers may receive “’incidental’ and thus legitimate benefits  . . . from 
the operation of a pension plan . . .”152  This strand of the law is unique to ERISA and is compelled in part by the statute’s 
approval of conflicted fiduciaries.  It also recognizes that employers sponsor benefit plans, including company-sponsored 
employee investment plans, for a variety of self-interested reasons including decreasing employee turnover, competitive 
issues, and tax incentives. 
 Not only does ERISA depart from traditional trust law in its provisions for conflicted fiduciaries and specified 
prohibited transactions, it also defines who is a fiduciary in terms more sweeping than trust law.  Trust law contemplates 
that the typical trust will be managed by a single or small number of trustees.153   In contrast, ERISA contemplates 
numerous fiduciaries for each benefit plan.  An individual may become an ERISA fiduciary by being named by the plan as 
a “named fiduciary” 154  or by having the functional responsibility that brings with it fiduciary status.   Typically, an 
individual become functional fiduciaries by having discretion over the assets, administration, or management of a benefit 

 



plan or by providing investment advice for a fee to a plan.155 Fiduciary status based on this functional definition, however, 
is limited “to the extent” the individual exercises or has discretionary authority over the functions that gave rise to the 
fiduciary status.  Courts treat this question as a mixed question of law and fact.156  Plaintiffs in some stock drop cases have 
successfully alleged that company directors are functional fiduciaries because they have some control over plan assets or 
because they appoint and monitor the actions of other plan fiduciaries.157   
 
 C.  Specific Application of Duty of Loyalty in the ERISA Stock Drop Cases 
  
 The ERISA stock drop cases are at a particularly important point in the development of the fiduciary obligation of 
loyalty.  Few of the cases have progressed past the summary judgment phase though most have permitted the plaintiffs to 
go forward at least on some claims.158  At the same time, because of the litigation and potential liability involved with the 
use of company stock in employer-sponsored employee benefit plans, companies have begun to reconsider the use of 
company stock in the plans.159  This section considers the fiduciary obligation of loyalty that inheres in such use of 
company stock in order to later contrast those obligations with directors’ loyalty obligations to shareholders generally under 
corporate law.   
    
 1. Imprudence of Employer Stock as an Investment 
 
 One claim typically made in the ERISA stock drop cases is that fiduciaries did not amend the plan: (1) to eliminate 
company stock as an investment option; (2) to stop making the employer matches in company stock; or (3) to permit 
employees to diversify their plan accounts out of employee stock even though the stock had become an imprudent 
investment.  The most obvious statutory claim in these instances may be that the fiduciaries who failed to reconsider the use 
of company stock in company-sponsored employee investment plans once that stock became a problematic investment 
choice violated their fiduciary obligations of prudence and due care. As an example, the court denied the fiduciaries 
summary judgment in In re WorldCom, Inc. ERISA Litigation where the plaintiffs had alleged the plan fiduciaries failed to 
fulfill their responsibilities to evaluate the continued availability of WorldCom stock as an investment alternative under the 
plan.160   
 The continued use of company stock, however, also may breach the fiduciaries’ duty of loyalty.  One claim raised 
repeatedly by plaintiffs is some variant of the allegation that the defendant fiduciaries were operating under a conflict of 
interest in their decisions on use of company stock in the plan because either their compensation was stock-based or they 
owned substantial amounts of company stock.  In three cases before different judges in the Southern District of New York 
plaintiffs’ claims of this type failed to survive motions to dismiss. 

 In In re: Polaroid ERISA Litigation, the court appeared to dismiss the conflict of interest claim on the basis that 
the existence of a compensation-based conflict was insufficient to establish a breach of loyalty.161  The court in In re: 
WorldCom, Inc. ERISA Litigation was more explicit.  The plaintiffs alleged that Bernard Ebbers, a WorldCom director as 
well as its President and CEO, breached his duty of loyalty by receiving stock-based compensation that created an incentive 
for him to keep the stock price high and ignore the best interests of plan participants and beneficiaries.162  The court rejected 
the claim, relying on both ERISA’s explicit provision for conflicted fiduciaries and its limitation of liability to only those 
acts taken while in the role of ERISA fiduciary.163  The plaintiffs had not shown that the conflict of interest caused Ebbers 
to act other than in the best interests of plan participants and beneficiaries when making decisions as a plan fiduciary.164  In 
In re: AOL Time Warner, Inc. Securities and “ERISA” Litigation, the court took a slightly different approach to a similar 
claim – that directors had sold their company stock while continuing to offer the stock as a plan investment.165  The court 
ruled that the directors’ personal stock sales of nonplan stock could not be considered a fiduciary act under ERISA because 
the sales were not undertaken as part of their administration or investment of the plan assets.166  As only functional 
fiduciaries, the directors could not have liability under ERISA for acts taken outside their functional fiduciary role.167

 In contrast, the district court in In re: Honeywell International ERISA Litigation permitted plaintiffs’ breach of 
loyalty claim premised on a compensation-based conflict of interest to go forward.168  Defendants argued that ERISA’s 
provisions for conflicted fiduciaries protected them and that participation in stock-based compensation programs is not 
sufficient to state a breach of loyalty claim.169  The court agreed with both arguments but declared the defendants could 
“still be held liable for disloyalty if they acted in their own interests or the Company’s, and against the interests of the Plan, 
while performing fiduciary duties.”170  The court had already decided that plaintiffs had adequately alleged both 
misrepresentation of the company’s financial position171 and failure to change the availability of company stock in the plan 
after the stock became an imprudent investment.172  These alleged actions were sufficient to indicate the fiduciaries had 
acted in their own or Honeywell’s best interest while performing their fiduciary obligations.173  Similarly, plaintiffs’ claim 
of conflict of interest survived a motion to dismiss in Hill v. BellSouth Corp.174  The court found sufficient plaintiffs’ 
allegations that defendants’ participation in a stock-based compensation plan gave them an incentive to maintain the price 
of company securities and that two defendants, including the chair of the Board of Directors, had personally sold company 
stock during the class period.175  The BellSouth court did not articulate the standard it ultimately will use to determine 

 



whether the defendants breached their duty of loyalty nor did it explicitly recognize ERISA’s provision for conflicted 
fiduciaries.176  But, the court’s statement that plaintiffs had alleged that defendants “acted in a way that benefited them 
personally, yet did not protect the trust”177 may indicate that the fiduciaries’ personal benefit will be important in the final 
determination. 
 An argument with subtle differences is that fiduciaries in the stock drop cases have breached their duty to avoid 
conflicts of interest without specifying any particularized conflicts.  The tension in these claims lies in determining the 
boundary between the statutory provision permitting conflicted fiduciaries178 and a Supreme Court opinion that listed the 
“avoidance of conflicts of interest”179 as being among the duties of an ERISA fiduciary.  In In re: Dynegy, Inc. ERISA 
Litigation, the plaintiffs argued that the fiduciaries should have hired an independent fiduciary to determine the prudence of 
company stock as an investment or notified the Department of Labor (DOL) of the circumstances that made company stock 
imprudent.180  Plaintiffs relied on Fifth Circuit precedent that “[T]he presence of conflicting interests imposes on fiduciaries 
the obligation to take precautions to ensure that their duty of loyalty is not compromised . . . ‘The level of precaution 
necessary to relieve a fiduciary of the taint of a potential conflict should depend on the circumstances of the case and the 
magnitude of the potential conflict.’… In some instances, the only open course of action may be to appoint an independent 
fiduciary.”181  The Dynegy court dismissed plaintiffs’ claim for failing to identify specific conflicts of interest and the harm 
those conflicts caused.182  In Pennsylvania Federation v. Norfolk Southern Corp., plaintiffs alleged that defendants violated 
their duty of loyalty by continuing to make matching contributions in plan stock and precluding diversification in order to 
inflate the price of the stock while the company’s financial performance was poor.183  The court held that defendants could 
not have violated their obligation of loyalty because they had followed the plan’s terms regarding the investment of 
matching contributions.184  
 In a decision contrasting with those of Dynegy and Norfolk Southern, the court in In re: Electronic Data Systems 
Corp. “ERISA” Litigation denied a motion to dismiss on what looks to be a nearly identical claim – that because the 
fiduciaries operated under a conflict of interest they should have engaged an independent fiduciary or otherwise eliminated 
the conflict.185  Although plaintiffs had not argued the fiduciaries’ conflict resulted from stock-based compensation, the 
defendants contended that ERISA permits fiduciaries to take part in such compensation programs.186  The court rejected 
this defense as an “attempt to place un-pled factual restrictions”187 on the plaintiffs’ claim.  The court gives no hint as to 
whether the plaintiffs must ultimately prove direct benefit to the defendants at the plan’s expense and does not otherwise 
discuss the standard for evaluating the plaintiffs’ claim.188

 Finally, a quite different breach of loyalty claim may be predicated on the argument that a conflicted fiduciary 
must reconsider the use of company stock in a plan even though the plan terms require the use of such stock.  In what is 
known as the settlor doctrine, the Supreme Court has determined that ERISA actors do not act in an ERISA fiduciary role 
when establishing, amending, or terminating a benefit plan.189  Defendants have argued that, where the terms of the 
company-sponsored employee investment plan require the use of employer stock, the settlor doctrine protects them from 
having to reconsider the use of such stock and from any liability in failing to evaluate the stock’s appropriateness as an 
investment alternative.190  Courts have split over the extent to which the doctrine actually protects ERISA fiduciaries in 
such situations but even where the fiduciaries have an obligation to reconsider the use of company stock the courts typically 
accord them a presumption of prudence.  The presumption in favor of the fiduciaries recognizes the policy considerations 
favoring the use of company stock and the liability a fiduciary might face by being overly cautious in revoking the use of 
company stock.191

  In Honeywell, however, the court noted that the combination of a fiduciary’s “conflicted status,” knowledge of the 
impending collapse of a company, and a “precipitous decline in the price of employer stock”192 could be sufficient to 
overcome the fiduciary’s presumption of prudence.  The courts have not articulated the value of the conflicted fiduciaries 
obtaining an opinion from an independent fiduciary nor have they articulated a standard for evaluating the use of company 
stock when the determination is made by an independent fiduciary.  Elsewhere we have suggested that stricter scrutiny is 
appropriate in situations, such as the use of company stock, that present inherent conflicts of interest and that one way to 
minimize those conflicts would be through the use of independent fiduciaries.193

 
 2. Failing to Properly Appoint or Monitor Plan Fiduciaries 
 
 Courts generally agree with the DOL’s view that appointing plan fiduciaries is itself a fiduciary function and it 
includes a fiduciary obligation to monitor the appointed fiduciaries.194  Plaintiffs who allege wrongdoing associated with 
investments in company stock frequently allege that corporate directors and others who have appointment authority over 
plan administrators or plan investment committee members, failed in their obligation to properly appoint or monitor those 
lower level plan fiduciaries.  The claims can implicate the duties of prudence and care but some are filed as claims for 
breach of duty of loyalty. 
 Plaintiff’s contentions in Howell v. Motorola, Inc.195 illustrate the complexities in these claims.  The plaintiff 
alleged that defendants who were directors of Motorola breached their fiduciary duty, presumably the duty of loyalty, by 
failing to appoint plan fiduciaries who were independent and thus who were “’influenced or controlled by the tacit or 

 



explicit direction of Motorola and/or the Director Defendants with respect to the management, investment and-or proposed 
or actual disposition of Plan assets.”196 The perceived lack of independence appeared to be grounded entirely in the fact that 
the fiduciaries in question were employees of Motorola.197  The court was troubled that the claim appeared inconsistent 
with ERISA’s provision permitting employees to act as fiduciaries but decided it did not yet need to reach the issue since 
the court found the plaintiff’s failure to monitor claim sufficient to survive the motion to dismiss.198   

The director defendants had argued that they had no obligation to monitor those fiduciaries directly responsible for 
selecting plan investment vehicles and participant communications.  They contended that the duty of monitoring only arises 
where fiduciaries appoint “’close business associates’”199 so that the lower level fiduciaries have “’clear conflicts of interest 
beyond their assumed loyalty to their employer…’”200  Although it acknowledged some limited contrary authority,201 the 
court found persuasive the DOL position and clear weight of decisional authority that fiduciaries have an obligation to 
monitor the fiduciaries they appoint.202  

 
 3. Material Misstatements and Omissions 
 

Among its many provisions in addition to fiduciary regulation, ERISA sets forth specific disclosure obligations 
requiring plans to provide information to plan participants and beneficiaries and the DOL.203  There is some trend in the 
ERISA case law to find that benefit plan fiduciaries have some disclosure obligations even beyond those explicitly 
established in the statute and regulation.204  Courts have developed this theory of expanded disclosure by looking to 
traditional trust law, which requires a fiduciary who knows particular information would be of interest and value to a 
beneficiary to communicate that information.205     

Plaintiffs in the ERISA stock drop cases frequently allege plan fiduciaries have made or permitted to be made 
misstatements or omissions about the company’s financial status and prospects and those misstatements or omissions 
affected the plaintiffs’ purchase or sale decisions.206  The duty to avoid conflicts of interest raised in the Electronic Data 
Systems case and discussed above also refers to the fiduciaries obligation to make appropriate disclosures to plan 
participants and beneficiaries.207  Plaintiffs tie together the disclosure obligation, the duty of loyalty, and its alleged breach 
by arguing that as fiduciaries and “corporate officers they had both an incentive to conceal unknown information about 
EDS’ stock value and a duty to reveal that information to Plan beneficiaries.”208  The allegation survived defendant 
directors’ motion to dismiss.209

  
VI.  The Developing Duty of Loyalty 
 
 The corporate scandals of the late 1990s, the resulting public attention to corporate wrongdoing, the financial 
losses workers experienced in their 401(k)-style accounts, and the enactment of the Sarbanes-Oxley Act210 have increased 
the scrutiny on corporate directors.  Commentators have observed the pressure brought to bear on Delaware corporate law 
to retain its position as the primary regulator of director responsibility to shareholders.211  The many cases brought 
challenging fiduciary decisions on the use of company stock in company-sponsored employee investment plans are forcing 
the federal courts to address those obligations in the context of ERISA.212   
 As a result of these pressures, jurisprudence on the duty of loyalty is developing in parallel in Delaware 
interpreting traditional state corporate law principles and in the federal courts interpreting the statutory obligations imposed 
by ERISA.  The concepts underlying the development of the duty of loyalty in these two fields are strikingly similar.  Both 
fields trace their imposition of a loyalty obligation to the duty of loyalty established under trust law.  Although the 
application of the duty of loyalty is much broader in both fields, they share the need to apply the duty of loyalty when 
fiduciaries make decisions regarding company stock.  In corporate law, for example, that obligation becomes important 
when a corporation is buying out minority shareholders or making decisions on merger and acquisition transactions.  In 
ERISA the use of employer stock as an investment vehicle and a source of matching contributions for company-sponsored 
employee investment plans poses numerous loyalty considerations.   
 In this Part we consider recent developments in the fiduciary duty of loyalty in Delaware corporate law and in 
federal law under ERISA.  The continued shaping of loyalty doctrine raises critical questions, particularly for corporate 
directors, who may be fiduciaries under both Delaware corporate law and ERISA.  In what situations are directors 
considered to have a conflict of interest that matters for purposes of the duty of loyalty?  What standards should be used to 
evaluate whether directors have violated the obligation of loyalty?  What distinctions are developing between Delaware 
state law and federal law under ERISA?  Are any diverging approaches, overlaps, or tensions firmly grounded in principle 
and not such that they impose inconsistent obligations on directors?  This Part begins by considering the nature of conflicts 
of interest.  It then turns to the standards used to determine whether a loyalty violation has in fact occurred.   
 
 A.  Identifying Conflicts of Interest 
 

 



 The initial consideration in analyzing the duty of loyalty should be whether an individual is acting under a conflict 
of interest.  That, in turn, gives rise to two subordinate issues.  First, if a conflict exists, is it the type of conflict or a 
significant enough conflict that it should be relevant for a duty of loyalty analysis?  Second, is a conflict of interest a 
necessary prerequisite to a violation of the fiduciary duty of loyalty?  
 Beginning with the question of types or significance of conflicts of interest, theoretically, an individual’s mere 
status as a corporate director could create a conflict of interest because directors receive fees from the company for their 
service and the prestige associated with such a position may be generally career enhancing.   However, treating every 
director as conflicted in every corporate transaction would effectively nullify the business judgment rule, decrease 
directors’ risk tolerance for transactions, burden the court system, and discourage individuals from accepting directorships.  
For ERISA purposes, the statute’s provision explicitly allowing officers, employees, and agents to serve as fiduciaries 
would be inconsistent with imposing an extensive loyalty compliance analysis on each plan-related decision made by such 
a fiduciary.  Clearly, for both Delaware corporate law purposes and federal ERISA purposes, the bar for a conflict of 
interest that gives rise to fiduciary scrutiny must be set higher than mere status as a corporate director. 
 The Chancery court in ECM  speculated that a loyalty breach may require the director to have “a self-dealing 
conflict of interest in the transaction itself.”213  This standard, if in fact adopted by Delaware, would establish a significant 
threshold for when conflicts rise to the level of requiring that transactions be scrutinized for loyalty violations.  The court’s 
language appears to require a two-part inquiry.  Plaintiffs presumably would need to establish both that the conflict resulted 
in self-dealing and that the self-dealing was part of the transaction in question.  Self-dealing might be thought to include 
any benefit the subject director would ultimately receive other than retention of the directorship.  If the director derived the 
benefit as a result of a vote on or other involvement with a transaction, then the benefit could give rise to a conflict that 
would fit within the court’s language.   
 A careful examination of the ECM court’s application of its articulated standard implies, however, that it 
contemplates the possibility of a higher bar for conflicts.  The court believed that Raynor voted to approve the price of 
$10.25 per share to avoid opposing Prosser because “Raynor’s economic interests were tied solely to Prosser and he acted 
to further those economic interests.”214  In the very next sentence the court holds that Raynor violated his duty of “loyalty 
and/or good faith”215 and attributed its inconclusiveness to its concern that Delaware law might require “a self-dealing 
conflict of interest in the interest in the transaction.” 216 If that is the standard for a loyalty violation, the court believed that 
Raynor would not have violated his duty of loyalty.  The only way to understand the court’s analysis is that either the 
personal “economic interests” Raynor had acted to further by his vote did not constitute “self-dealing” or the self-dealing 
was not derived directly enough from the transaction.  It appears that the court’s concern was the latter.  By its statement 
that “Raynor did not benefit directly from the transactions,”217 the court indicates that a financial quid-pro-quo to Raynor in 
return for his vote in favor of the $10.25 share price transaction does not sufficiently become part of the transaction to 
require enhanced scrutiny to check for a violation of his duty of loyalty.   
 Understood in this way, the court’s analysis is troubling.  It appears that if Raynor had owned ECM stock and 
benefited financially from the unfairly low purchase price imposed on the minority shareholders, then Raynor’s benefit 
would meet both the self-dealing requirement and the need for the self-dealing to be “in the transaction itself.”218  It seems 
appropriate that minority shareholders receive the protection of enhanced scrutiny for compliance with a director’s duty of 
loyalty when the director financially benefits in such a direct way.  But, the actual facts also could cause significant loyalty 
concerns to ECM’s minority shareholders.  If Raynor in fact derived significant economic gain, or avoided a significant 
economic harm, as a quid-pro-quo for his vote in favor of the $10.25 share price transaction then it does not seem as though 
the minority shareholders would care that the financial benefit, or avoidance of loss, came from a source other than 
Raynor’s stock ownership in ECM.  Either way, his personal financial interests caused Raynor to vote for a transaction that 
the court found was not fair to the minority shareholders.  The source of the funds giving rise to the conflict of interest does 
not reduce the risk to the minority shareholders, nor does it differently implicate the underlying agency concern – that 
trustees operating under personal conflicts of interest will all too often neglect the best interests of the beneficiary in favor 
of the trustee’s own interests219 -- which initially gave rise to the development of the duty of loyalty in trust law. 
 Consider the implication of the ECM analysis for ERISA stock drop cases.  One typical allegation is that directors 
and other fiduciaries violated their duties by permitting the continued use of company stock as a voluntary or mandated 
investment vehicle or the use of company stock as the employer’s matching contribution.  The courts have not developed a 
coherent approach for evaluating when a director violates the duty of loyalty in such cases and the corporate law 
jurisprudence provides one potential source for the development of ERISA doctrine.  
  The notion that a loyalty breach might exist only where the director had a “self-dealing conflict of interest in the 
transaction itself” arguably bears a superficial parallel to the benefit case law indicating that fiduciaries only have fiduciary 
obligations to the extent they act as fiduciaries.  The traditional import of this well-developed doctrine is to protect 
fiduciaries from liability when making business decisions that cause harm to the interests of benefit plan participants or 
beneficiaries and in circumstances where the fiduciaries make settlor decisions about the plan.  As an example of the former 
situation, the fiduciaries might make a poor business decision that causes the company’s profits to drop and, thus, reduces 
the company’s contribution to an ERISA profit sharing plan.  The poor business decision harmed the ERISA plan 

 



participants and beneficiaries but would not give rise to any kind of ERISA fiduciary violation because the directors did not 
make the business decision in their capacity as ERISA fiduciaries. 
 A blind application of the ‘transaction itself’ standard, however, could lead to the sort of nonsensical analysis 
performed by the district court in In re: AOL Time Warner, Inc. Securities and “ERISA Litigation.220 Assume directors of 
Company A sell their personal Company A stock and, at the same time, continue unchanged the use of Company A stock in 
the company-sponsored employee investment plan as an optional investment vehicle and as the company’s matching 
contributions.  Assume also that the directors do not participate, as outside directors typically would not, in the plan.  
Instead, the directors’ Company A stock holdings are held in personal accounts unaffiliated with any company-sponsored 
plan.  Assume, finally, that the directors, in fact, decided not to make any change to the plan’s use of Company A stock and 
not to communicate concerns with participants or beneficiaries solely because the directors wanted to support the price of 
Company A stock while they sold their own holdings. Such a scenario raises egregious duty of loyalty concerns. 
 Whether application of the ECM court’s logic and the “self-dealing conflict in the transaction itself” standard to 
the foregoing situation would result in any liability to the directors under ERISA for a breach of the duty of loyalty, 
however, depends on how the “transaction itself” requirement is interpreted.  Like Raynor, the directors enjoyed a personal 
benefit – here from their sale of their own Company A stock.  There are two transactions that one might look at for the 
“transaction itself:”  (1) the personal sale of the Company A stock; or (2) the plan-related decision.  The AOL Time Warner 
court focused on the directors’ sales of their personal securities as the transaction in question and dismissed plaintiffs’ 
loyalty claims because directors do not act as plan fiduciaries when they sell their own non-plan stock.221   
 The true basis of the AOL Time Warner  plaintiffs, however, should not have been viewed as an ERISA violation 
and loss because the directors sold their own securities, instead the alleged violation and loss resulted from the decision 
with respect to the continued use of company stock in the plan.222  Similarly, in the hypothetical Company A situation, the 
“transaction itself” that would seem to matter would be the decision to not change the plan’s use of Company A stock and 
not to communicate concerns regarding the stock with the plan participants and beneficiaries.  But, applying the same logic 
to these directors as the ECM court applied to Raynor, the directors did not own any stock held by the plan.  Therefore, one 
possible analysis is to determine that any financial interests they enhanced through their decision on the use of plan stock 
and communications did not derive from the “transaction itself” – the transaction being the plan’s continued use of 
company stock.  An alternative approach that would distinguish the ECM situation and find a sufficient conflict in the 
Company A situation, would be to focus on the directors’ ownership of Company A securities.  Because their self-dealing 
gains derived from Company A securities and the transaction – the decision regarding plan use of Company A securities 
and communication – related directly to Company A securities, the relationship between the gain and the transaction could 
be direct enough to support a finding of a conflict of interest.  In a situation, as occurred in a number of the actual ERISA 
stock drop cases discussed above, where the directors gains were derived from stock-based compensation,223 the analysis 
would seem to be substantially similar to that in the Company A hypothetical and a finding of a conflict of interest, would 
in the same way, depend on the application of the ECM court’s analysis.  
 If, as an alternative to requiring a self-dealing conflict in the transaction at issue, the courts also recognize that a 
substantial lack of independence requires enhanced scrutiny to ensure a fiduciary has complied with the duty of loyalty, that 
would resolve the potential problems established by the ECM court in Delaware corporate law and in the federal law of 
ERISA.  In the circumstances of ECM, both Raynor and Muoio had relationships with Prosser and ECM going well beyond 
their status as directors and giving rise to concerns of lack of independence.  That lack of independence would have been 
sufficient, under the reasoning of the courts in Orman and Hollinger, to give rise to a violation of the duty of loyalty.  
Similarly, where ERISA fiduciaries lack independence by having significant company share ownership or stock-based 
compensation, then that lack of independence should give rise to enhanced scrutiny that the fiduciaries’ stock-related plan 
decisions comply with their duty of loyalty. 
 In sum, both Delaware corporate law and the federal law of ERISA incorporate the fiduciary obligation of loyalty 
in order to prevent self-interested fiduciaries – for our purposes corporate directors -- from acting to their own advantage 
and to the detriment of the shareholders or plan members.  In order to protect against that misuse of power and personal 
profit, the determination of what constitutes a conflict of interest must be sensitive enough to result in scrutiny of 
transactions where fiduciaries are subjected to those temptations.  At the same time, the definition must be selective enough 
to recognize that some tangential benefit may flow to corporate directors simply as a result of their position and the realities 
of business practice and good corporate governance requires some level of compromise and collegiality.   
 
 B.  The Duty of Loyalty Analysis 
 
 If one or more directors operated under a conflict of interest that is significant for duty of loyalty purposes, the 
next problem is to determine the standard to be applied to determine whether the director breached the duty of loyalty.  This 
section compares Delaware corporate law’s entire fairness standard to the approach in the ERISA stock drop cases.   
 Indications have long existed in case law and from commentators that a corporate action taken by a board 
operating under a conflict of interest would be subject to an entire fairness standard.  After finding the existence of a 

 



conflict of interest the burden of proof would shift to the conflicted directors to convince the reviewing court that the 
transaction was both substantively fair and that the board followed a fair process in approving the transaction.  If the 
directors did not meet their burden of proof in either prong of the analysis, the court would find a breach of the directors’ 
duty of loyalty.224   
 In addition to raising the question of what constitutes a conflict of interest for duty of loyalty purposes, the ECM 
court’s analysis was unusual in the way the court approached the entire fairness analysis.  Instead of approaching the 
conflict question first, the court began its inquiry by evaluating the stock purchase for the fairness of its price and the 
procedure used by the board.  Following a detailed review of the company’s financial position and prospects, the court 
determined that the $10.25 price was too low and a fair value would have been $30.05.  Under the traditional approach 
where either substantive unfairness or procedural unfairness would be enough to establish a violation the court could have 
ended its analysis here.  It continued though and evaluated a variety of factors to determine whether the directors used a fair 
procedure in establishing and conducting the stock transaction.  The court held that the board’s action did not meet the fair 
dealing standard.  Only after finding the transaction did not meet either the fair price or the fair dealing standard did the 
court turn to determining the liability of individual directors.  ECM’s exculpation provision required the court to determine 
whether any directors violated more than their duty of care.  This is where the court made the holdings, some in the 
alternative, on violations of loyalty and good faith that we discussed in the last section.  
 As mentioned above, the ECM court consolidated a statutory appraisal action with the class action for breach of 
fiduciary duty.  This may explain why the court analyzed the fairness of the price before undertaking the fiduciary analysis.  
Regardless of whether the court found a breach of fiduciary duty, the appraisal action would require the court to make a 
determination on fair price. 
 The ECM court’s discussion of the applicable burden of proof is in accord with traditional duty of loyalty doctrine.  
As noted by the court, “because the defendants stood on both sides of the transaction, normally the burden of proof would 
fall upon them.”225  However, if the defendants could prove that “the transaction was approved by a fully functioning 
independent committee of independent directors, or by an informed majority of minority stockholders, the burden shifts to 
the plaintiff to prove that the transaction was unfair.”226  Here, the court held that the burden of proof remained with the 
defendants.227  It stated that “the merger was not approved by a committee of independent directors who were properly 
informed or independent of Prosser, nor was it approved by an informed vote of a majority of ECM’s minority 
stockholders.”228

 The standard used in the ERISA stock drop cases contrasts sharply with the shifting burden of proof and two-
pronged standard typically used in Delaware corporate law once a conflict of interest is shown.  Instead of having the 
burden of proof and needing to survive both parts of a two part scrutiny, at worst ERISA fiduciaries defend against the 
claims of plaintiffs who appear to retain the burden of proof to show fiduciaries acted in their own interests rather than in 
the interest of plan participants and beneficiaries.  At best, the ERISA fiduciaries enjoy a presumption in favor of their 
decision to use and continue the use of employer stock in a company-sponsored employee investment plan.  This 
presumption is traceable to Moench v. Robertson, an Employee Stock Ownership Plan (ESOP) case from the Third 
Circuit.229 According to Moench, fiduciaries enjoy 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 
[in the making of such investment] would defeat or substantially impair the accomplishment of the purposes of the 
trust.’"230 In a further refinement, it appears that, at least in some jurisdictions, ESOP plaintiffs must prove that “the 
company is on the brink of collapse or undergoing serious mismanagement”231 in order to rebut the Moench presumption.  
ESOPs differ from the 401(k) plans that typify the ERISA stock drop cases because ESOPs are statutorily required to invest 
primarily in employer stock whereas no such provision exists for 401(k) plans.  Courts deciding ERISA stock drop cases 
could have distinguished Moench on this basis, but multiple courts have applied the Moench presumption when analyzing a 
401(k) plan fiduciary’s prudence.232  While the Moench presumption only explicitly governs the duty of prudence, not 
loyalty, its strength could help explain the skepticism with which some courts have approached plaintiffs’ loyalty claims. 
 To further develop the ways in which Delaware corporate law and the federal law of ERISA depart in their 
evaluation of directors’ duty of loyalty in transactions involving company stock, consider the following hypothetical.  
Assume that a group of directors is operating under a conflict of interest so serious as to meet whatever standard is required 
to cause a court to examine whether the directors breached their duty of loyalty.  Assume also that the transaction in 
question involved a transaction in company stock between the corporation and employees.  If the transaction occurred 
outside an ERISA-regulated employee benefit plan, the directors’ conduct would be evaluated by Delaware corporate law.   
The directors would bear the burden of proving the stock price was fair and the transaction was fair as to process.  If, on the 
other hand, the transaction occurred inside an ERISA-regulated plan, the directors would likely receive the Moench 
presumption that their actions met their duty of prudence.  At worst directors may need to defend against plaintiffs who 
bear the burden of proof to show that the directors in fact acted in their own interests and contrary to the interests of the 
participants and beneficiaries. 
 The dramatic difference between the evaluative standards used by Delaware corporate law and federal law in the 
ERISA stock drop cases cannot be explained by differential theoretical underpinnings of the two doctrinal areas – both 

 



trace their development and application of the duty of loyalty to traditional trust law.  Perhaps the explanation for the 
difference lies in ERISA’s explicit provision for conflicted fiduciaries whereas corporate law encourages decisions by 
disinterested directors by providing those directors with the benefit of the business judgment rule and, in turn, subjecting 
interested directors to the enhanced scrutiny of the entire fairness rule.  Another distinction militating in favor of some 
sensitivity in the standard for ERISA fiduciaries are the provisions in ERISA and the Internal Revenue Code that favor the 
use of company stock in benefit plans.  It would be troubling for federal law to encourage the use of company stock in 
benefit plans and then to always subject the plan’s fiduciaries to enhanced scrutiny in determining whether they met their 
fiduciary duty of loyalty when making company stock-related plan decisions.  
 Legitimate reasons, then, exist for utilizing different standards to evaluate whether directors have met their 
fiduciary obligation of loyalty in Delaware state corporate law contexts and in the federal law under ERISA.  However, 
neither area should lose track of the concern that gave rise to the use of a duty of loyalty in these contexts. Fiduciary 
directors who enjoy the power to act in transactions where their personal interests conflict with the interests of the 
shareholders or plan participants can be expected to be sorely tempted to – and many will – act in their own best interests.   
 We believe the ECM court misconstrued the law in Delaware when it worried that a breach of loyalty requires the 
fiduciary in question to “have a self-dealing conflict of interest in the transaction itself.”233  The Supreme Court of 
Delaware has never set forth such a stringent standard for determining the existence of a conflict of interest.  The 
acceptance of such a standard would permit many fiduciaries to enjoy substantial indirect gains in return for supporting 
transactions not in the best interest of the shareholders while technically not giving rise to a conflict of interest.  To the 
extent existing Delaware jurisprudence calls for entire fairness scrutiny only after a finding of a conflict of interest, the 
standard could immunize from any significant review numerous transactions where fiduciaries profit indirectly.  Applying, 
as an alternative route to enhanced scrutiny for compliance with the fiduciary duty of loyalty, an analysis of whether the 
fiduciary was independent in the transaction at issue would more appropriately protect against the temptations of fiduciary 
self-interest. 
 Given the acceptance of certain conflicts in ERISA and the federal policy favoring the use of company stock in 
401(k)-style plans, it is inappropriate to automatically shift the burden of proof in all of the ERISA stock drop cases to the 
plan fiduciaries simply because they are acting under an inherent conflict of interest.  Elsewhere, however, we have 
advocated serious court scrutiny of the circumstances in which employer stock is used in company-sponsored employee 
investment plans.234  We also suggested that ERISA fiduciaries be encouraged to minimize their conflicts in the use of 
employer stock, for example by engaging independent fiduciaries.235 Similarly, if ERISA fiduciaries have a conflict of 
interest that exceeds the standard conflict authorized by the statute, then the level of scrutiny for compliance with the 
fiduciaries’ duty of loyalty should increase.  For example, if ERISA fiduciaries sell substantial amounts of company stock 
in what appears to be recognition of the company’s changed circumstances, thereby profiting at the same time they leave 
unchanged the plan’s use of company stock and fail to make cautionary disclosures to plan participants and beneficiaries, 
the fiduciaries decision-making, or lack thereof, regarding the plan should be subjected to serious scrutiny.  At some point it 
will be appropriate for the fiduciaries to bear the burden of proof on compliance with their duty of loyalty, as do seriously 
conflicted fiduciaries in both corporate law and trust law.  
 
V. Conclusion 
 
 The fiduciary duty of loyalty plays a critical role in protecting the integrity of trusts, the capital structure of 
corporations, and the involvement of employers in the benefit plans they sponsor by ensuring that those with power over 
trust assets, corporate funds, and benefit plan decision-making are not tempted to profit at the expense of those they serve.  
As the duty of loyalty jurisprudence continues to develop during the current era of recovery from corporate law scandal and 
of sensitivity to employees who have seen their retirement dreams fade along with their 401(k) account balances, the result 
cannot be one that holds fiduciaries liable for merely being fiduciaries.  It appears, however, that the courts at both the state 
and federal level may be in danger of swinging the pendulum too far in the opposite direction.  Fiduciary analysis has 
always been flexible in an effort to protect the relatively powerless from the self-dealing of those they have trusted to act on 
their behalf.  The goal should not be to develop an arbitrary, bright-line approach that relies on a particularized type of 
conflict of interest.  Instead, the courts would do well to keep in mind the appropriately famous and enduring words of 
Chief Justice Cardozo:  "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."236    
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