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FIDUCIARY DUTIES

■ The board of directors is responsible for management of the business and 
affairs of a company, including:

– approving material agreements;

– approving fundamental financial and operational plans, strategies, and objectives;

– authorizing a sale of the company, corporate finance transactions, and other strategic
opportunities, including, in some circumstances, making a recommendation with respect
thereto to a company’s stockholders;

– evaluating the performance of a company and its management team;

– selecting, evaluating, and compensating corporate officers; and

– adopting corporate policies.

■ In exercising their duties, directors owe fiduciary duties to the company that 
they serve and its stockholders.

– Duty of Care – directors must keep themselves informed about the affairs of the company
and must act in good faith; directors receive the protection of the “business judgment rule” to
the extent that directors comply with the foregoing requirements, even if a decision made
turns out to be a bad decision in hindsight.

– Duty of Loyalty – directors must place the interest of the company and its stockholders above
their own interests; no self-dealing.
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DUELING DUTIES

■ Directors appointed by PE funds are typically general 
partners of the appointing fund (or managers/managing
members of the general partner) and therefore also owe
similar fiduciary duties to the limited partnership and the
limited partners (investors in the fund).

■ The duties that an individual director owes to a company 
may at times be in tension with the duties that the
director owes to the fund that appointed him/her and the
investors in that fund.

■ In addition, “controlling stockholders” of company may 
also owe fiduciary duties to other stockholders of a
company.
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ACTUAL CONTROL BY A SINGLE
STOCKHOLDER

■ “A stockholder is not deemed controlling unless it owns a majority of the 
stock, or has exercised actual domination and control in directing the
corporation’s business and affairs.” In re Sea-Land Corp. S 'holders Litig.,
1988 Del. Ch. Lexis 65, at *8 (Del. Ch. May 13, 1988).

■ Proof that the defendant stockholder had “such formidable voting and 
managerial power that they, as a practical matter, [were] no differently
situated than if they had majority voting control.” In re PNB Holding Co.
S'holders Litig., 2006 Del. Ch. LEXIS 158 (Del. Ch. Aug. 18, 2006).

■ “The plaintiff must show that the defendant exercised day-to-day control 
over the corporation's conduct, or over the decisions with respect to the
specific transactions at issue. Merely showing that a shareholder had the
potential to exercise domination and control is insufficient.” In re Bear
Stearns Litig., 870 N.Y.S.2d 709, 740 (N.Y. Sup. Ct. 2008) (applying
Delaware law).
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EXERCISE OF CONTRACTUAL RIGHT ≠ 
CONTROL

■ Notwithstanding the standards previously set forth, Delaware courts have 
rejected the view that exercise of a negotiated contractual right by a PE
fund or a director appointed by such fund constitutes, by itself, breach of
fiduciary duties.

■ In Superior Vision Servs., Inc. v. ReliaStar Life Iris. Co., 2006 Del. Ch.
LEXIS 160 (Del. Ch. Aug. 25, 2006), the court rejected the notion that “any
significant shareholder who, because of a contractual right, effectively
blocks a particular corporate action would be considered a ‘controlling
shareholder’ with respect to that action” and declined to “engraft upon
ReliaStar's specific and fairly negotiated contractual rights a limitation that
ReliaStar cannot just consider its interests whenever it decides whether to
waive (or not) any provision which it obtained during the process of
negotiating the Agreement [in which it obtained the shareholder rights].”

■ However, it is impossible to disregard the implied covenant of good faith 
associated with contractual dealings.
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MINORITY STOCKHOLDER AS
CONTROLLING STOCKHOLDER

■ In contrast, there are situations where a minority stockholder has been held 
to be a controlling stockholder.

■ For example, in Kahn v. MSB Bancorp, Inc., 1998 WL 409355, at *3 (Del.
Ch. July 16, 1988), a minority stockholder was deemed controlling in part
because it had threatened, "You must listen to us. We are 43 percent
owner. You have to do what we tell you."

■ However, in In re Western Nat’l Corp. S’holders Litig., 2000 Del. Ch. LEXIS
82 (Del. Ch. May 22, 2000), a Delaware court held that “[n]otwithstanding
the explicit statutory grant of authority over the business and affairs of a
Delaware corporation to its board of directors, certain events in the life of
the corporation, such as a merger, require the affirmative participation of the
corporation's shareholders. The shareholders' right to voice their view as to
the advisability of a proposed merger, however, does not indicate that they
exercise actual control over the corporation's business and affairs.”
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MINORITY STOCKHOLDER AS
CONTROLLING STOCKHOLDER

■ In Kalisman v. Friedman, Civil Action No. 8447-VCL (May 14, 2013), a director representing a company’s
largest stockholder filed a derivative complaint alleging that his fellow directors manipulated a transaction
to preserve their own positions and hand control of the company to a minority stockholder (Yucaipa).

■ In staying the proposed transaction, the court noted “…how similar the rights by contract that Yucaipa 
holds under these agreements are to the type of negative rights that a controlling stockholder would have
to veto major transactions involving the company. The holder of a 51 percent block of stock can elect
directors, but those directors owe fiduciary duties to the company as a whole, not just to the controlling
stockholder. The controller’s capacity as a controlling stockholder does not give the controller authority
to propose transactions. That continues to rest with the board. What the controller has, therefore, is the
ability to veto major transactions that require a stockholder vote. That power is quite similar to the type of
power that Yucaipa currently holds under its agreements.”

■ The Kalisman court stated that “[o]ne can easily construct contract rights that provide the equivalent of a
control provision – position without needing the underlying equity ownership of stock. In fact, the equity
ownership isn’t something that contributes to the control. The control comes from the contract rights.”

■ In this instance, the court found that “[t]he equity ownership is a mitigating factor in terms of the potential 
misuse of control because it aligns the controller’s economic incentives with those of the company as a
whole. It’s actually more problematic, then, for someone to have control without the underlying equity
stake than it is for somebody to have control with the underlying equity stake. But to repeat, the
underlying equity stake isn’t what provides the control. It’s the rights that come with it, which are things
like the right to defeat transactions proposed by the board, the right to appoint or elect directors, et
cetera. Again, I don’t think there’s any point in making a fetish out of the stock ownership.”
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GROUP OWNERSHIP AND CONTROL

■ A group of separate minority stockholder may, in certain 
circumstances, be considered in the aggregate to be a controlling
stockholder group if the separate stockholders are “connected in
some legally significant way.” Dubroff v. Wren Holdings, LLC, 2009
Del. Ch. LEXIS 89, at *12 (Del. Ch. May 22, 2009).

■ However, in Kennedy v. Venrock Assoc. 348 F.3d 584, 590-91 (7th

Cir. 2003), the court found that preferred stockholders, who
collectively owned 90% of corporation’s stock had “parallel
interests,” but that did not render them a “control group” owing
fiduciary obligations, absent any agreement or conspiracy among
them to control the corporation.
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POTENTIAL PITFALLS FOR PE
DIRECTORS

■ The complex and sometimes conflicting duties of PE portfolio company 
directors become apparent in a variety of factual circumstances, including:

– financing and liquidity event timing and terms, including financings on terms proposed by
existing PE investors;

– executive compensation and management retention;

– confidentiality concerns surrounding service by a PE fund appointed director on the boards of
more than one portfolio company operating in the same space;

– confidentiality concerns surrounding assessment of new investment opportunities by a PE
fund;

– commercial transactions between two companies where a PE fund appointed director serves
on both boards;

– exercise or waiver of contractual rights, including ROFR waivers followed by subsequent
acquisition of the subject stock and insider trading concerns; and

– management fees and similar arrangements.

■ The slides that follow explore certain of these issues in greater detail.
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LIQUIDITY EVENTS

■ The timing and type of portfolio company liquidity events highlight the 
tensions between a PE fund appointed director’s duties to the portfolio
company versus his/her duties the fund.

■ Consider:

– The impact of new fund capital raising strategies on the desired timing
of exits from existing portfolio companies.

– The impact of fund life on the type of exit – M&A events may provide an
immediate return while an IPO may create better long-term value.

– Relative rights and preferences of different groups of stockholders in
light of what constitutes a “good deal.”

– Allocation of deal consideration to management.

– Appropriate role of a special committee of “independent directors.”
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INDEPENDENT DIRECTORS

■ Many boards of PE-backed portfolio companies include some “independent directors” 
who are neither affiliated with the company/management nor with the PE fund.

■ Independent directors are often called upon to mediate between management and 
outside investors and to assess the fairness of certain corporate transactions where
parties are “interested.”

■ In practice, however, independent directors are often not truly independent because 
were brought to the board (although not appointed) by management or outside
investors, and therefore have loyalties.

■ In Unión De Empleados De Muelles De Puerto Rico PRSSA Welfare Plan v. UBS Fin.
Servs., Inc., 704 F.3d 155 (1st Cir. 2013), the court recently opined that a court must
consider “realism in analyzing human dynamics” and whether the director could act
“without regard for inappropriate influences.” In that case, the court ultimately held
that 2 directors may not have been disinterested because they were employed by an
entity that had previously used an affiliate of the defendants several years earlier as a
placement agent.
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CONFIDENTIALITY
■ As a general matter, a director’s fiduciary duties to an individual company are not diminished by a 

director’s service on multiple boards. Weinberger v. UOP, Inc. 457 A.2d 701 (Del. 1983).

■ In addition, it is well settled that directors have a duty to maintain the confidentiality of the 
information that they receive in connection with, or as a result, of their board service.

■ However, there are instances where courts have suggested that a director may disclose 
confidential information to the stockholder that appointed such director since the director’s
fiduciary duties to the appointing stockholder must be considered relative to his/her duties to the
company’s divulging the confidential information, especially where the appointing stockholder is
not a competitor of the company divulging the confidential information.

■ On the other hand, courts have found that a director has a duty to disclose to the other directors of 
a portfolio company confidential information of the appointing stockholder to the extent necessary
for the director to comply with his/her “unremitting obligation to deal candidly with [his/her] fellow
directors.” HMG/Courtland Properties, Inc. v. Gray 749 A.2d 94 (Del. Ch. 1999). Nevertheless,
this duty of candor only extends to matters directly before the board of the portfolio company for
consideration, and a director may avoid the inherent conflict by completely abstaining from
consideration of the matter at the portfolio company level.

■ Also challenging is the situation where a director gains relevant industry knowledge as a result of 
his/her service on a portfolio company board (i.e. he/she just understands an industry better as a
result of access to confidential information) and then uses that knowledge to the benefit of another
company or the appointing stockholder (without disclosing any confidential information) because it
is inextricable from the director’s overall understanding.
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RECUSAL V. RATIFICATION

■ As previously noted, recusal from consideration of a transaction where a 
director has confidential information that remains undisclosed or where the
director otherwise has a conflict of interest may shield the director from
liability to the extent that the director not only abstains from voting on the
transaction, but also abstains from advocacy with respect to the transaction.

■ Alternatively, a director may participate in consideration of a transaction 
where a conflict of interest exists (and arguably vote on such transaction),
so long as the director makes full disclosure of all material facts and the
nature of the conflict. In this circumstance, the director may advocate the
interests of the appointing stockholder, but must disclose not only the
existence of the conflict but also the appointing stockholder’s plans and
strategies as they relate to the matter at issue.

■ The full disclosure approach highlights the director’s conflicting duties of 
confidentiality.
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BUYING AND SELLING STOCK

■ The recent case of In re Wayport, Inc. Litigation, Cons., C.A. No. 4167-VCL (Del. Ch. May 1,
2013) highlighted the issue of the fiduciary duties owed by directors and majority stockholders to
other existing stockholders from whom they are purchasing securities.

■ In Wayport the plaintiffs (former employees of Wayport) alleged that the defendants (PE investors
in Wayport and their appointed directors) withheld material information from the plaintiffs in
connection with the defendants’ purchase of Wayport securities from the plaintiffs, thereby
violating their fiduciary duties owed to the plaintiffs.

■ The Wayport court analyzed the factual situation at hand in light of the “special facts doctrine”
previously set forth in Lank v. Steiner, 224 A.2d 242 (Del. 1966), which provides that a director
has a fiduciary duty to disclose in the context of a private acquisition or disposition of securities
with an existing stockholder “only when a director is possessed of special knowledge of future
plans from secret resources and deliberately misleads a stockholder who is ignorant of them.”

■ Ultimately, the Wayport court rejected the plaintiffs’ claims regarding breach of fiduciary duties
concluding that no special facts existed; however, the court found that one defendant had
committed common law fraud because statements previously made by that defendant became
untrue in light of subsequently acquired information and, because that defendant had previously
chosen to make a disclosure to the plaintiffs, it had a duty to update the disclosure in light of
subsequent events.
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