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 Every director owes fiduciary duties to the corporation and its shareholders.

 Since directors can be subject to personal liability for breaches of these duties, 
it is important that they understand their obligations under law.

 This presentation discusses: 

– The core fiduciary duties of care and loyalty.

– Specific director obligations that flow from the core fiduciary duties.

– The standards of review that courts apply when judging directors' conduct.

– How directors can limit their exposure to liability.

– Fiduciary duty issues in the limited liability company context.

Introduction
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 Ultimate responsibility for the business and affairs of the corporation belongs 
to the board of directors.

 Shareholders have two fundamental rights:

– To elect directors to the board.

– To exit the corporation by selling their shares.

 The shareholders do not manage the corporation.

– No less true when there is a majority shareholder.

Role of Directors in Management of 
the Corporation
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The board makes decisions on behalf of the corporation by:

 Appointing officers who run the day-to-day operations of the corporation, 
propose strategies and objectives, and implement corporate plans.

 Supervising those officers.

 Making major decisions for the corporation (for example, selling the company 
or entering into a significant joint venture).

 Delegating powers to committees.

Role of Directors in Management of 
the Corporation (cont'd)
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 The "corporate contract" consists of three components:

– The state corporate statute (the Delaware General Corporation Law).

– The corporation's certificate of incorporation.

– The corporation's bylaws.

 The fiduciary duties of the board are codified in some state statutes.

– In Delaware, they remain a product of common law.

Sources of Director Duties
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 The core fiduciary duties of the board of directors are:

– The duty of care.

– The duty of loyalty.

 Other duties like the duty of good faith and duty of oversight stem from the 
core fiduciary duties.

The Fiduciary Duties of the Board of Directors
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 Directors owe their fiduciary duties to the corporation and its shareholders.

– Common stock, not preferred stock. The rights of the preferred are 
governed by contract.  

 The corporation itself does not owe fiduciary duties to the shareholders.

– If the board commits a breach of fiduciary duty, the complaint is with the 
board, not the corporation. The corporation cannot be held to have aided or 
abetted the board's breach. 

To Whom Are Fiduciary Duties Owed?
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 If the corporation is insolvent, directors continue to owe fiduciary duties to the 
corporation, but the corporation's creditors replace the shareholders as the 
primary beneficiaries of those duties. 

 Creditors of solvent corporations are generally protected by the contract and 
debtor-creditor law, not by corporate law binding the directors.

 Duties to creditors do not arise until actual insolvency.  However, it can be 
difficult or impossible to pinpoint the moment when a corporation actually 
becomes insolvent.  

 Best practice is to start considering the interests of creditors and maximizing 
value for the corporate enterprise rather than just the stockholders once the 
corporation is in financial distress or in the “zone of insolvency.”

Financially Troubled Companies
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 The duty of care requires that directors be informed of all material 
information reasonably available to them when making decisions for 
the corporation.

 A director must act with the care that a person in a like position would 
reasonably believe appropriate under similar circumstances.

 Directors have no per se duty to maximize the profits of the 
corporation. 

 Directors can take actions (for example, charitable donations) that do 
not directly increase profits, as long as there is a connection to a 
rational business purpose.

Duty of Care
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 The duty of loyalty requires directors to act in good faith for the benefit of the 
corporation and its shareholders, not for their own personal interest.

 Corporate opportunity doctrine: an officer or director may not divert to himself 
or his affiliates any business opportunity presented to, or otherwise rightfully 
belonging to, the corporation.

– The corporation can renounce its interest in specified business opportunities 
in its certificate of incorporation or by board action.

Duty of Loyalty



The Board's Conduct
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 In making business decisions, directors are generally protected by the 
business judgment rule.

 The rule presumes that disinterested and independent directors acted: 

– On an informed basis.

– In good faith.

– In the honest belief that the action was taken in the best interest of the 
corporation.

Business Judgment Rule
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 Informed. Directors must inform themselves of all material information 
reasonably available to them.

– Directors can rely on information and opinions from consultants and 
management, if those persons can competently produce those reports.

 Good faith. The decision-making process must be substantive and cannot just 
rubber stamp management's actions.

 Best interest of the corporation. The directors must reasonably believe the 
action was taken in the best interests of the corporation.

The standard for a finding of breach is gross negligence.

Business Judgment Rule (cont'd)
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 If the plaintiff fails to rebut the presumption of the business judgment rule (no 
conflict of interest, no bad faith, no gross negligence), no remedy unless the 
challenged transaction constitutes waste.

 Stringent standard that is only met in the "rare, unconscionable case where 
directors irrationally squander or give away corporate assets."

 Spending on items such as employee vehicles, outings, social club dues and 
holiday gifts has been found to not constitute waste.

Corporate Waste
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What if a board of disinterested and independent directors has been found to 
have acted with gross negligence?

 Breach of the duty of care is grounds for liability, unless (as is common) the 
corporation exculpates directors for breaches of that duty.

 The certificate of incorporation can contain a provision eliminating or limiting 
the personal liability of directors to the corporation for monetary damages for 
breach of fiduciary duty.

– This applies only to a breach of the duty of care, not a breach of the duty 
of loyalty, including the duty of good faith.

– It is not retroactive.

Exculpation from Liability
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 There is no single definition of good faith or bad faith.

 To act in good faith, a director must act with honesty of purpose and in the best 
interest of the corporation.

 Situations that usually involve bad faith:

– An intentional failure to act in the face of a known duty to act, 
demonstrating a conscious disregard for one's duties.

– A knowing violation of the law.

– Acting for any purpose other than advancing the best interests of the 
corporation or its shareholders.

 Beyond gross negligence. Actual or constructive knowledge required.

Breach of Duty of Loyalty: Bad Faith
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 A component of the duty of care is to have a functioning oversight and 
compliance system. The board must implement an adequate system for 
reporting issues to the board.

 "Caremark" claim: the plaintiff alleges the board failed to oversee the company 
to a degree tantamount to bad faith.

 Director liability under Caremark arises where either:

– The directors utterly failed to implement any reporting or information 
system or controls.

– Having implemented such a system or controls, the directors consciously 
failed to monitor or oversee its operations. 

 "Possibly the most difficult theory on which a plaintiff might hope to win a 
judgment."

Bad Faith via Failure of Oversight
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 Conflict transactions: If a majority of the directors hold a personal interest in a 
transaction, or if a majority of the directors are not independent, they lose the 
presumption that they acted in the best interest of the corporation.

 Directors are not deemed to have breached their fiduciary duties just because 
they were not disinterested and independent. However:

– Their decisions will be judged for their fairness.

– If found liable, their liability cannot be exculpated away.

Breach of Duty of Loyalty: Conflict of Interest
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 Disinterest:

– Material financial interest not shared equally by the shareholders vs. any 
self-dealing (even immaterial).

– The materiality of a financial benefit is determined in the context of the 
director's personal financial circumstances.

 Independence:

– The director is so beholden to the controller or so under his influence that 
the director's discretion would be sterilized.

– Personal and business ties together.

Conflict of Interest: 
Disinterest and Independence
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 Directors are not automatically liable in conflict transactions, even if the 
transaction is ruled unfair to the shareholders.

 If the charter contains an exculpatory provision for breaches of the duty of 
care:

– Any directors who themselves are disinterested and independent are only 
liable if they approved the transaction in subjective bad faith.

– Any director lacking in disinterest or independence is subject to damages 
regardless of subjective intent.

Conflict of Interest: Potential Liability



Heightened Standards of 
Review
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 Certain contexts remove the presumptions of the business judgment rule 
because of the possibility of a conflict of interest.

 Courts use greater scrutiny in determining whether a board carried out its 
fiduciary duties in these situations:

– Transactions with a controlling shareholder on both sides.

– Interference with shareholder vote.

– Sale of the company.

Situations Requiring Stricter Review



www.dlapiper.com 22September 2017

 The "entire fairness" standard of review (Delaware law's most onerous 
standard) applies in two general circumstances:

– When a controlling shareholder stands on both sides of the transaction.

– If at least half of the directors who approved the transaction were not 
disinterested and independent.

 The defendants must establish both:

– Fair dealing. How the transaction was timed, initiated, structured, 
negotiated, disclosed by management to the directors, approved by the 
board and shareholders.

– Fair price. All relevant factors: assets, market value, earnings, future 
prospects, any other elements that affect the intrinsic value of the stock.

Conflict and Controller Transactions
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 Once the board agrees to a sale, two legal changes:

– The focus of the board's duties shifts to obtaining the highest value 
reasonably attainable for the shareholders.

– The board's conduct is reviewed for its reasonableness.

 The board's conduct must be reasonable, not perfect. No single blueprint for 
fulfilling the board's duties.

 If the corporation has an exculpatory clause, breach is established only if the 
board utterly failed to attempt to obtain the best price.

 A fully informed shareholder vote approving the sale restores the business 
judgment rule.

Sale of the Company
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 To ratify conflict transactions or restore the business judgment rule, the 
shareholder vote must be fully informed.

 Directors have a duty to communicate honestly with shareholders and to make 
full and fair disclosures.

 The board is not required to provide all of the corporation's financial or 
business information to the shareholders.

 The information must meet a standard of a "substantial likelihood that the 
disclosure of the omitted fact would have been viewed by the reasonable 
shareholder as having significantly altered the total mix of information made 
available."

Duty of Disclosure



Indemnification and 
Insurance
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There are three main ways for the corporation to limit its directors' exposure to 
personal liability for breach of fiduciary duty:

 A written provision in the corporation's certificate of incorporation
eliminating or limiting a director's personal liability for breach of the duty of 
care (a 102(b)(7) provision, already discussed).

 Indemnification and advancement.

 Directors and officers insurance ("D&O Insurance").

Director Indemnification and Insurance



www.dlapiper.com 27September 2017

 Directors have a right to indemnification when they are made a party to a 
proceeding, and succeed on the merits, because of their service to the 
corporation.

 A director may also seek an advancement of expenses from the corporation. 

 Delaware law permits, but does not require, the corporation to advance the 
director's expenses as they are incurred. 

 The expenses must be incurred for the purpose of "defending" oneself, not for 
initiating "offensive litigation" to vindicate one's reputation.

Indemnification and Advancement
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 Delaware law permits corporations to insure directors to cover losses (such as 
settlement costs, fines, and legal fees) resulting from liability arising from 
actions taken while acting in an official capacity.

 Insurance to protect directors from fraud, dishonesty, or for violations of 
criminal law cannot be purchased.

 The three most common types of D&O coverage serve to:

– Protect directors and officers from personal loss resulting from conduct 
arising out of their duties to the company ("Side A" coverage).

– Reimburse the company for indemnifying directors and officers for claims 
made against them ("Side B" coverage).

– Reimburse the company for certain claims made directly against it ("Side C" 
coverage).

D&O Insurance



Limited Liability 
Companies
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 Unless the limited liability company agreement says otherwise, the managers 
and controlling members of a Delaware limited liability company owe fiduciary 
duties of care and loyalty to the limited liability company and its members.

 Parties are free to expand, restrict or eliminate fiduciary duties (subject to the 
implied covenant of good faith and fair dealing).

 Members and managers can rely in good faith on information, opinions, 
reports, or statements from other members or managers, officers, employees, 
committees, or any other person regarding matters the member or manager 
reasonably believes are within that person's professional or expert 
competence. 

Fiduciary Duties of Members of LLCs in Delaware



Questions
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 Jenifer R. Smith
DLA Piper LLP (US)
Partner
e: Jenifer.Smith@dlapiper.com
o: 512.457.7037

For Further Information or Questions
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