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Overview
Controlling-stockholder conflicts in both the public and private company contexts continue to be an intense area of focus in the Delaware courts. Just this past
July, the Delaware Court of Chancery issued a 126-page post-trial opinion awarding over $20 million in damages against a controlling stockholder and board
members for breaches of the fiduciary duty of loyalty.1 This type of litigation
commonly arises in the M&A context, but has also extended into various other
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types of matters, including consulting arrangements, recapitalizations, dividends,
stock redemptions, and private company financings. The trend has resulted in an
enormous number of decisions in Delaware addressing several important issues
such as:
•

When does a controlling stockholder exist?

•

When does a controlling stockholder take on fiduciary duties and what
types of situations constitute controlling-stockholder conflicts?

•

What does this all mean for directors and officers?

•

What can significant stockholders—as well as directors and officers, who
often do become embroiled in these litigations—do to ameliorate or
sanitize the conflict?

•

What are the foot faults to keep in mind when attempting to address
a conflict?

This article provides an overview of these issues, with a focus on the areas of the
case law that are usually the most significant for in-house counsel and outside
counsel who provide corporate advice.
The steady focus on controlling-stockholder conflicts in fiduciary duty litigation leads to some important business points to consider. One such point for
companies is whether it is worthwhile to have a controlling stockholder. This is a
conversation we regularly have, for example, when companies are considering an
IPO and a post-IPO governance structure that would give a founder or a group
of visionaries control over the company. Of course, many companies continue
to adopt dual- or multi-class structures or other similar approaches after determining that the tradeoffs are worthwhile. At the same time, this past May, the
founder of Zynga voluntarily relinquished control and triggered the elimination
of the company’s dual-class structure. Aside from these existential issues, companies also have to consider when is it worthwhile to undertake a transaction that is
likely to involve a controlling-stockholder conflict and attract litigation. Similarly,
although the case law, as discussed below, provides important tools that might
sanitize such a conflict, companies also have to navigate whether those tools are
practicable and achievable.
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When Does a Controlling Stockholder Exist?
Control can exist in a number of circumstances. The most obvious circumstance is when one stockholder possesses a majority of stockholder voting power.2
But that is just the beginning of the analysis. A stockholder can possess control at
less than a majority stake if, as a factual matter, that stockholder exerts control over
the company’s decision-making and the boardroom.3 Thus, in recent decisions,
the Delaware courts—albeit often at the early motion-to-dismiss stage—have been
willing to consider arguments that control may exist in the following situations:
•

Where a company had a 17.3% stockholder who was the chairman and
CEO and the company’s public filings had disclosed that the stockholder
may have “significant influence” over stockholder approvals, that the
company heavily relied on the stockholder, and that the stockholder could
impede a transaction.4

•

Elon Musk’s position in Tesla, given the plaintiffs’ allegations about his
influence over board affairs and the company despite only having an
approximately 22% stake in the company’s common stock.5

•

Where a private equity fund held a roughly 26% stake in a private company but the facts suggested that a majority of the board was affiliated
with the fund or otherwise had a meaningful (and potentially conflicted)
relationship to the fund.6

•

Where a minority stockholder—a fund invested in a private company—
possessed veto rights and, in the court’s view, used those rights to threaten
members of the board and management into pursuing a financing transaction with the fund, as opposed to with competing bidders, and otherwise
exerted control over certain corporate affairs, such as overseeing the hiring and firing of the CEO.7

In addition, the Delaware case law recognizes the concept of a control group,
in which two or more stockholders can together be said to possess control. The
key question under the case law is whether the stockholders are connected in
an adequately “legally significant” way to justify grouping them together—for
example, through certain types of voting agreements or a long and meaningful
pattern of working in concert in certain ways. In one case, the Delaware Court of
Chancery found that a group of venture funds was a control group where, among
other things, the individual firms, for a long period of time, acted together both
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inside and outside the boardroom to arrive at decisions about the company, while
excluding independent directors from those discussions.8 But in another more
recent case, the court rejected a claim that founders and venture capital funds
operated as a control group, concluding that there were not meaningful connections among them.9

When Does a Controlling Stockholder Take on
Fiduciary Duties, and What Types of Situations
Constitute Controlling-Stockholder Conflicts?
Although the baseline rule in Delaware is that stockholders do not owe fiduciary duties to each other, controlling stockholders can take on fiduciary duties
to other stockholders. This is one key basis for why controlling stockholders can
become the target of fiduciary duty claims. That said, controlling stockholders do
not always have fiduciary duties in every single action they take. For example, the
Delaware courts have generally held that controlling stockholders can vote and
make the decision whether to exercise consent rights in their own self-interest.10 A
recent Delaware decision stated the essence of this issue succinctly and as follows:
. . . a stockholder who—via majority stock ownership or through control
of the board—operates the decision-making machinery of the corporation,
is a classic fiduciary; in controlling the company he controls the property
of others—he controls the property of the non-controlling stockholders.
Conversely, an individual who owns a contractual right, and who exploits
that right—even in a way that forces a reaction by a corporation—is simply
exercising his own property rights, not that of others, and is no fiduciary.11

Another closely related issue is just what it means for an actionable controlling-stockholder conflict to arise. The Delaware courts have explained that
controlling-stockholder conflicts generally can be distilled into two broad categories: (1) where the company engages in a transaction with the controlling
stockholder or the controlling stockholder otherwise stands on both sides of a
transaction, and (2) where the controlling stockholder otherwise “competes”
or negotiates for, or receives, special benefits, to the detriment of the minority
stockholders.12 Very importantly, when a controlling-stockholder conflict arises
and litigation ensues, a court will, as a baseline matter, apply the difficult and
onerous entire-fairness standard of judicial review. That standard is essentially the
opposite of the deferential business judgment standard of review. It examines
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all components of the transaction, both as to the surrounding process and as to
price and terms, to determine if the transaction was fair—and if a breach of the
duty of loyalty occurred. Importantly, entire-fairness claims involve the allegation
that the duty of loyalty has been breached, and the plaintiff is usually seeking
money damages from the controlling stockholder—and potentially from officers
and directors, as discussed further below.
The recent Delaware case law sheds bright light on which types of transactions may or may not constitute a conflict. A frequent area of litigation for controlling-stockholder conflicts is the M&A context. This can include a controller
squeezing out the minority in a merger,13 or a sale to a third party in which the
controller is alleged to receive special benefits compared to the minority14—with
the 2017 Martha Stewart case, among others, exploring just what it means to
receive special benefits.15 This can also include an alleged controlling stockholder
causing the company to engage in a combination with another company in which
the stockholder is said to have a special interest or controlling stake, such as the
recent Tesla case involving Tesla’s acquisition of SolarCity.16 In addition to the
M&A context, the Delaware courts have concluded that the following types of
transactions can constitute a conflict:
•

a board’s decision to redeem the preferred stock of a controlling stockholder, following the stockholder’s invocation of a charter-based
redemption right;17

•

private company financing rounds with a controlling stockholder;18 and

•

consulting and services agreements between a company and the controlling stockholder’s affiliates.19

The case law has also addressed recapitalizations undertaken by companies with
dual-class structures. In a landmark decision in December 2017, the Delaware
Court of Chancery concluded that a recapitalization in which a corporation issued
a new class of non-voting stock to all stockholders on a pro rata basis triggered
the entire-fairness standard of review because the recapitalization was allegedly
aimed at shoring up the controlling stockholder’s eroding control.20 At the same
time, the court, in a separate litigation, cited the classic Sinclair Oil decision and
rejected the claim that a pro rata cash dividend to all stockholders triggered the
entire-fairness standard based on an allegation that the dividend provided unique
benefits to the controlling stockholder.21
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What Does This All Mean for Officers and Directors?
Controlling-stockholder conflict claims also often target directors and officers—alleging that they, too, breached their duty of loyalty and should be personally liable for damages. In 2015, the Delaware Supreme Court issued a helpful
decision holding that even where a controlling-stockholder conflict exists and
the entire-fairness standard of review applies, independent directors who appear
to have discharged their fiduciary duties can be dismissed from the litigation at
the motion-to-dismiss stage.22 At the same time, plaintiffs frequently look for
ways to allege that directors have a close relationship with large stockholders to
try to keep directors in the litigation.23 In some cases, the courts have awarded
very large monetary damages against certain directors and officers, alongside the
controlling stockholder, where the court viewed directors and officers as acting
inappropriately to advance the controlling stockholder’s interests instead of the
minority’s interests.24

Sanitizing a Controller-Stockholder Conflict:
The MFW Framework
Given the stakes for all parties involved, the remaining obvious question is
what companies and large stockholders should do when engaging in a transaction that may involve a controlling-stockholder conflict. A critical principle here
is that the Delaware courts have, over the last several years, developed a specific framework that companies and controlling stockholders can follow to sanitize a controlling-stockholder conflict. This is the so-called MFW framework,
named after the landmark 2014 Delaware Supreme Court case that established
this approach.25 If the MFW framework is correctly followed, the transaction in
question can be “returned” to the protections of the business judgment rule, with
the consequence that resulting litigation can end at the motion-to-dismiss stage.
Several companies have achieved exactly that result in stockholder litigation.26
The MFW framework requires a company and the large stockholder to follow
several specific rules. The controller must condition the procession of the transaction up front, before negotiations begin, on the approval of the transaction by
both an independent committee of the company’s board of directors and the company’s unaffiliated stockholders. Both conditions must be non-waivable. The
committee must be composed of independent directors, must be fully empowered
to say “no” to the transaction, and must be authorized to hire separate committee
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advisors if the committee wishes. The committee must ultimately meet its duty of
care in negotiating a fair price, and approval by the minority stockholders must be
“uncoerced” and fully informed. The rationale behind these requirements—all of
which must be followed—is that they simulate true arm’s-length bargaining and
counteract the controller’s influence.

If the MFW framework is
correctly followed,
a controlling-stockholder transaction
may be returned to the protections
of the business judgment rule.
Over the last several years, the Delaware case law has explored various components of the MFW framework and just what it means to comply (or fail to
comply) with the components. A common issue that arises in litigation is whether
the parties adequately declare the MFW conditions “up front” before negotiations begin—for example, if preliminary discussions occur before the conditions
are declared.27 In a July 2018 decision involving a situation in which the parties
had engaged in several sets of discussions—including as to diligence and possible
pricing—before declaring the MFW conditions, the Delaware Court of Chancery
concluded that the parties nonetheless implemented the MFW conditions early
enough.28 The court distinguished between exploratory “discussions” and
ultimate “negotiations” and noted, among other things, that the committee was
engaged, having met sixteen times, and had overseen meaningful negotiations.
In addition to the timing issue for properly declaring the MFW conditions, the
Delaware case law interpreting the MFW framework has focused on whether committee members truly are independent, whether disclosures to stockholders are
adequate, and whether stockholders are given a clean “up or down” vote on a
transaction without being coerced to agree to other matters in the vote.29 The
Delaware courts have also clarified that minority stockholder approval can be
expressed and obtained by way of minority stockholders tendering into a tender
offer,30 and that the MFW framework is available to private companies.31 Finally,
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at least for the time being, the Delaware courts are requiring that companies use
MFW to return any type of controlling-stockholder conflict to the business judgment rule, even if the underlying type of transaction does not otherwise require
stockholder approval under Delaware law.32
Of course, for many companies, the MFW framework may be impracticable or
impractical. Companies may not have independent directors or may, as a practical
matter, severely doubt their ability to obtain disinterested stockholder approval
of certain transactions. We have seen some companies weigh the complexity of

Even companies
that don’t choose MFW should
keep in mind process lessons
learned from the case law.
the MFW framework—particularly, the need to obtain stockholder approval and
to condition the procession of the transaction up front on such approval—and
determine not to use MFW, especially if the transaction in question is small or less
likely to attract litigation.
Even where companies choose not to use MFW, they should keep in mind
various process lessons from the case law that could still prove beneficial from
a variety of standpoints. Taking these lessons to heart may at least help directors, officers, and large stockholders fare better should an entire-fairness litigation
arise—in addressing the fairness of the transaction, in showing that they satisfied
their fiduciary duties, and in avoiding personal liability. Recent entire-fairness litigations in Delaware illustrate that judges may pay careful attention to the following types of facts:
•

whether directors understood their fiduciary duties and the types of conflicts at issue;

•

whether directors engaged legal and financial advisors—including independent advisors where appropriate;

•

if a company cannot afford a financial advisor for a transaction, whether a
company explained that reality contemporaneously in the record;
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•

whether directors carefully handled and considered valuation issues;

•

whether directors considered alternatives and all reasonably available information—and explained why certain courses of action were not pursued;

•

whether directors were engaged and conducted real negotiations;

•

whether directors made appropriate disclosures to stockholders;

•

whether the company used either an independent committee or obtained
disinterested stockholder approval, even if the company could not do both.

Takeaways
In our view, the considerable amount of litigation involving controlling-stockholder conflicts will likely only continue. That trend is consistent with the ongoing focus in the Delaware courts on all types of conflicts of interest—including
concerning conflicted boards of directors and the divergence of interests between
directors and funds who hold preferred stock and a company’s common stockholders. The above points will continue to be important for companies as they
navigate these issues.
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