
Employee stock ownership plans (ESOPs) are about ownership. Corpo-
rate stock ownership through an ESOP is a “mediated” relationship.
ESOP participants are intended beneficiaries rather than direct owners.
While many companies establish ESOPs to allow participants to feel
and act like owners, the ESOP’s legal stock share ownership rests with
one or more trustees who exercise the rights of ownership, subject to
exceptions set forth in the law or in the implementing documents. This
chapter describes ESOP participant entitlement to the rights and ben-
efits of corporate stock ownership.

ESOP participant rights are governed primarily by the Employee
Retirement Income Security Act of 1974 (ERISA). Corporate shareholder
rights are granted under the corporate law of the state of incorporation.
This chapter uses Pennsylvania corporate law where state corporate
laws apply.

Rights of Stock Ownership
In the United States, most businesses of significant size and scope are
owned and operated through corporations. Corporations are legal “per-
sons” that have all of the general powers and legal capacity of a “natural
person.”1
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Corporations issue shares that represent a portion of ownership.
The shares are personal property of the shareholder and represent en-
titlement to a proportional ownership of the corporation, and voting,
dividend, conversion, redemption, liquidation, and other rights.2

Under Pennsylvania corporate law, shareholders have certain enu-
merated rights relating to corporate governance, corporate information,
and tendering shares. Corporate governance rights consist generally of
the right to get notice of shareholder meetings and the right to one vote
per share owned in the election or removal of directors of the corpora-
tion, in proposed “fundamental changes” to the corporation, and in
certain other corporate decisions.

A corporation must hold at least one meeting of shareholders annu-
ally.3  Each shareholder is entitled to five days’ notice of any shareholder
meeting (ten days for “fundamental changes”). Any notice of a special
meeting must specify the general nature of the business to be trans-
acted.4  Shareholders entitled to cast at least 20% of the votes that all
shareholders are entitled to cast may call a special meeting of sharehold-
ers at any time as long as they give proper notice.5

The bylaws of the corporation operate as regulations for its share-
holders, for instance, setting forth the specific time for the annual meet-
ing and general procedures for shareholder meetings. The statute pro-
vides certain general rights, including the right of each shareholder to
inspect a complete list of those entitled to vote at any meeting of share-
holders6  and the right to designate a proxy to vote on his or her behalf.7

Shareholders may elect or remove directors by vote of a majority of
shares.8  They may also vote to adopt, amend, or repeal the bylaws.9

Shareholders must also approve any “fundamental changes” to the
corporation, including amendment of the articles of incorporation,
merger or consolidation, share exchanges, disposition of substantially
all assets, division, conversion to nonprofit status, or voluntary dissolu-
tion.10

Corporations must provide each shareholder with an annual finan-
cial statement, including a balance sheet and a statement of income and
expenses. The statements must be mailed within 120 days of the close
of the corporation’s fiscal year and must include a report by the accoun-
tant, if the accountant prepares the statements, or a statement by the
person in charge of the corporation’s financial records.11



ESOP Participants and Shareholder Rights 21

Shareholders in privately held companies who properly dissent from
certain corporate actions may demand payment from the corporation
for the fair value of their shares.12  Corporate actions subject to dissent
include special treatment of shareholders of the same class, mergers,
consolidations, share exchanges, divisions, and conversions.13

ESOPs as Shareholders
ESOPs are employee benefit plans and are primarily regulated under
ERISA and related sections of the Internal Revenue Code (the “Code”).
An ESOP is designed to invest primarily in stock of the employer that
sponsors it.14  The trustee is required to have exclusive authority for
managing and controlling plan assets unless plan documents delegate
that authority to a “named fiduciary.”15

ESOPs may acquire stock of the sponsor only if such stock consti-
tutes “employer securities” as defined in the Code. Employer securities
are readily tradable common stock, or, if a corporation does not have
that, then the securities are common stock that has voting power and
dividend rights equal to those of the class of common stock with the
greatest such rights.16  An ESOP may acquire non-callable preferred stock
so long as it is convertible at any time to common stock that meets the
definition of employer securities and the conversion price is reason-
able.17

ESOP Special Voting Rights
ESOPs must grant special voting rights to participants with respect to
employer securities held by the plan. Participants are permitted to in-
struct the trustee as to all voting of shares of company stock allocated
to the participant’s account if the employer-sponsor has a registration-
type class of securities (e.g., a class of publicly traded securities).18  ESOPs
in privately held companies must permit each participant to instruct the
trustee on how to vote the shares allocated to his or her account when
a proposal would merge, consolidate, recapitalize, reclassify, liquidate,
dissolve, or sell substantially all assets of the company.19  An ESOP may
grant participants broader voting rights than provided by law. For in-
stance, an ESOP may grant to participants the right to vote for the board
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of directors of the company. These additional rights could be granted
just on vested shares, although that is not common practice.

Voting of Unallocated Shares
The trustee of the ESOP generally retains the power to vote on behalf of
shares held by the ESOP but not yet allocated to participant accounts.
Although the issue has been raised primarily in connection with tender
offers for ESOP shares, both the courts and the Department of Labor
(DOL) have shown hostility toward participant direction of unallocated
securities. One court flatly concluded that it would be a breach of the
trustee’s fiduciary duty to permit participant direction concerning ten-
der of unallocated shares.20  The DOL has asserted that participants may
be considered “named fiduciaries” only for the limited purpose of giving
directions to a trustee with regard to tender of stock in their individual
accounts. The DOL’s position is that tender of unallocated shares is “the
exclusive responsibility of the trustee” regardless of plan provisions,
and that the decision to tender implies the trustee’s general fiduciary
duty to determine the prudence of tender.21

Directed Voting of Allocated Shares
The courts and regulators have looked more kindly upon participant
directions concerning shares allocated to participant accounts. In addi-
tion to clear statutory approval for this form of direction (see, e.g., Code
Section 409(e)), the DOL has indicated comfort with ESOP participants
directing the trustee in certain ESOP decisions.22  But it has focused on
procedural requirements to insure that directions are “proper” and on
trustees’ ultimate responsibility to take a directed action only if it is
consistent with ERISA.23  In the DOL’s view, directions are proper when
the participants make independent, uncoerced, and fully informed
decisions in the absence of false and misleading information.24  The DOL’s
focus on procedural fairness leads it to conclude, however, that if “par-
ticipant employees are subject to pressure from the employer to vote
their shares in a particular manner, it would be the duty of the trustee
to ignore any direction given that is the result of such pressure.”25  In the
absence of affirmative directions regarding allocated shares, the trustee
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must take exclusive responsibility for decisions regarding those
shares.26 An ESOP may permit participants to direct the trustee concern-
ing plan investments and tendering of shares, including buying and
selling employer stock, but participants are not automatically entitled to
give such direction, except when participants who are 55 years or older
diversify their accounts.27

Participant direction concerning purchase and sale of employer stock
in a privately held company may raise issues concerning compliance
with federal and state securities laws.28  Some companies have dealt with
this by having employees vote in a non-binding advisory election.

 The trustee does not have an unbridled obligation to follow proper
participant directions concerning the voting and tender of employer
securities. ERISA requires that a trustee act in accordance with the ESOP
document only to the extent that it is consistent with the trustee’s other
fiduciary duties as set forth in ERISA.29  The trustee must therefore de-
termine whether participant directions are for the exclusive purposes of
providing benefits and defraying reasonable expenses and if they are
prudent.30

There may be a greater practical hurdle to trustee override of partici-
pant directions concerning voting of employer securities (as opposed to
tender of employer securities). The decision to tender can be quantified
to a significant degree and involves a direct financial judgment. A trustee
can expect scrutiny of the decision to tender based upon financial re-
sults to participants.

The decision to vote employer securities for or against certain direc-
tors, in contrast, is likely not quantifiable. Unless the candidate favored
by participants is clearly inappropriate or lacks qualifications, it is ex-
tremely difficult for a trustee to determine compulsion to override their
directions.

Pass-Through of Incidental Ownership Rights
ERISA is silent as to pass-through of other incidental rights of stock
ownership to plan participants. While the ESOP trustee may act as share-
holder on behalf of the plan to exercise the rights granted to sharehold-
ers under corporate law, including obtaining corporate information and
examining corporate records, the trustee has no direct duty to convey
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this information to plan participants. The trustee also has no direct duty
to convey information received in its capacity as trustee, such as the
appraisal report regarding the value of company stock prepared by an
independent appraiser. Participants have only the right to the reporting
and disclosure set forth in Title I of ERISA regarding plan investments
and individual benefits and options under the plan. Participants may
obtain additional information held by the trustee “only to the extent that
they relate to the provision of benefits or the defrayment of (plan) ex-
penses.”31

There may be some linkage, however, between the trustee’s fidu-
ciary duty, ability to obtain relevant corporate information, and obliga-
tion to honor plan participants’ voting instructions on pass-through
matters specified in Code Section 409(e) or on additional pass-through
voting or tender matters set forth in plan documents. For instance, as-
sume that a privately held 51 percent ESOP-owned corporation receives
a merger offer from a publicly held corporation. The merger offer, by its
terms, would render the ESOP a minority rather than a majority share-
holder. At the same time, the merger offer, set forth as an exchange of the
ESOP sponsor’s stock for that of the company making the offer, appears,
based upon current public market prices, to provide the ESOP with
public company shares having a value significantly in excess of the current
appraised value of the privately held company shares held by the ESOP
(either on its face or in the opinion of a financial advisor).

The plan document must provide that participants direct the trustee
as to voting of ESOP shares for or against the merger. Participants would
undoubtedly deem relevant both current financial information regard-
ing the prospects of the ESOP company and the most recent indepen-
dent appraisal of ESOP stock. The trustee’s fiduciary duty (and vulner-
ability to third-party legal action) probably dramatically increases if plan
participants do not have access to all available information when they
tell the trustee how to vote on the merger. This is certainly the position
of the DOL.32

Could a plan participant successfully sue for information in the above
hypothetical situation? A fiduciary must act prudently on behalf of plan
participants and for the exclusive purpose of providing benefits and
defraying reasonable expenses. How might a fiduciary demonstrate that
it is prudent to withhold information from plan participants as they
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decide whether to exchange all of the assets held by the plan for essen-
tially a different investment? The answer appears to be that it cannot.

This analysis probably does not extend, however, to incidental rights
of ownership unrelated to ESOP participants’ exercise of voting rights.
For instance, it is hard to argue that, absent specific plan provisions, a
trustee should pass through to ESOP participants the right to call a
special meeting of shareholders. Indeed, it would be quite difficult for
ESOP participants to prove, absent highly unusual circumstances, that
a trustee’s calling of or failure to call a special meeting of shareholders,
by itself, constitutes a breach of fiduciary duty.

Similarly, the dissenter’s rights granted by statute to Pennsylvania
corporation shareholders probably do not apply to ESOP participants,
absent specific plan provisions, even if an ESOP participant instructs
the trustee to reject a proposed “fundamental change” to the corpora-
tion. For instance, imagine in the earlier hypothetical that an ESOP
participant voted against the merger and instructed the trustee to exer-
cise dissenter’s rights. That is ultimately a decision to sell the dissenter’s
shares, which is an investment decision. If, as in most cases, the decision
to tender stock is reserved to the trustee, then the ability to exercise
dissenter’s rights as a mechanism to force redemption of shares is prob-
ably also exclusively a decision of the trustee. The trustee, of course,
must as part of its fiduciary duty consider whether to exercise dissenter’s
rights as to some or all of the ESOP’s shares, and a disgruntled partici-
pant may ultimately litigate whether that duty was properly exercised.

Conclusion
Shareholders have significant rights in a Pennsylvania corporation be-
yond voting on “fundamental changes” as set forth in Code Section
409(e)(2). The plan fiduciary has the legal duty to exercise these rights
on behalf of the ESOP and no direct obligation to pass through these
rights to ESOP participants. ESOP participants have no formal right to
information about the employer company generally available to corpo-
rate shareholders. The trustee may, however, be obligated to provide
additional corporate information to ESOP participants to the extent
necessary for them to exercise voting rights set forth by statute or in the
plan document. The trustee’s exercise or failure to exercise incidental



26 REPRINTED FROM ESOPS AND CORPORATE GOVERNANCE

shareholder rights also is part of the fiduciary duty and is subject to
review in the same manner as a trustee’s performance of other fiduciary
duties such as voting and tender.
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