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Delaware Chancery Court Explores LLC Fiduciary Principles

Delaware Chancery Court confirms that fiduciary duties
apply to LLC managers in absence of contrary LLC
agreement provisions and distinguishes the implied
covenant of good faith and fair dealing.

A Delaware LLC leased from and developed into a golf
course property owned by the LLC’s manager and his family,
which subsequently gained voting control over the LLC. The
golf course was subleased to a golf management company,
which mismanaged the property. Recognizing the property’s
greater value unencumbered by the lease, the manager
sought to wrest from the minority LLC members their
interest in the property, as the sublease’s term approached.
Rather than pursuing strategic alternatives as the sublease
expired, the manager discouraged and misled the minority
regarding an unsolicited third-party proposal to buy the lease
and, ultimately, pursuant to a buyout provision in the LLC
agreement, conducted a sham auction at which the manager
was the only bidder. The minority’s claim for damages for
breach of contract and fiduciary duty afforded the Chancery
Court, in Auriga Capital Corp. v. Gatz Properties, LLC,

C.A. 4390-CS, a forum to discuss how equitable and legal
principles govern conduct of LLC fiduciaries, as well as
specific contract provisions.

As is generally recognized, the Delaware LLC Act authorizes
the parties to an LLC agreement to modify or eliminate
fiduciary duties of an LLC’s members and managers.
However, the Act also expressly provides that legal and
equitable principles govern cases not otherwise provided for
by the statute. Therefore, Delaware courts hold managers

to traditional corporate fiduciary standards, in absence of
contrary language in an LLC agreement.

With respect to the manager’s buyout of the minority at the
auction, the court interpreted an LLC agreement provision
authorizing arms-length transactions between the manager
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and the LLC as substituting a fair-price requirement for

an entire-fairness analysis, but not as eliminating the fair-
dealing element altogether, because evidence of fair dealing
is necessary to establish fair price. In the case at hand, the
manager’s conduct designed to discourage bids that would
maximize value for the minority substantially undermined his
claim that the buyout price was fair. Because not supplanted
by express contract language, traditional duties of loyalty and
care applied to other manager conduct. As described below,
the court distinguished these fiduciary duties from the implied
covenant of good faith and fair dealing, which cannot be
eliminated by agreement.

That the manager and his family, as members, could have
voted down any third-party transaction did not relieve the
manager of his affirmative duty, as fiduciary, to maximize
value for the minority. Conduct characterized by the manager
in relation to the minority as “hardball” is inequitable and
breaches the manager’s fiduciary duty.

An individual controlling an LLC’s manager may have
fiduciary duties directly to the LLC.

From the perspective of measurement of damages, the
manager may not assert as a defense the uncertainty
or decline in value of the LLC's assets resulting from the
manager’s inequitable conduct.

The court explained that the implied covenant of good faith
and fair dealing applies only when the express terms of a
contract indicate how the parties would have agreed on a
disputed matter, had they thought to negotiate the point.
The terms “good faith” and “fair dealing” do not have the
same meaning as the terms are used in the fiduciary duties
context, and the covenant, which arises under contract law,

This publication may constitute "Attorney Advertising" under the New York
Rules of Professional Conduct and under the law of other jurisdictions.

Nashville  Washington, DC  Beijing www.loeb.com



does not substitute for general equitable principles. Courts
are to apply the covenant cautiously, to avoid re-writing the
parties’ agreements.

In addition to modest damages amounting to a return of
investment plus one percent per year, the chancellor took the
unusual step of awarding the minority a portion of the legal
fees they incurred in the litigation, because of defendant’s
bad faith conduct in the litigation, evidenced by legally and
factually implausible assertions and an apparent aim to
defend by attrition.

For more information about the content of this alert, please
contact David Fischer, David Ansel or Giovanni Caruso.
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knowledge and legal savvy, our national team of business
attorneys advises primarily middle market companies, both
public and private, across a broad spectrum of industries. We
represent entities of all types, at many stages of development
and covering an extensive range of matters.
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Circular 230 Disclosure: To assure compliance with Treasury
Department rules governing tax practice, we inform you

that any advice (including in any attachment) (1) was not
written and is not intended to be used, and cannot be used,
for the purpose of avoiding any federal tax penalty that may
be imposed on the taxpayer, and (2) may not be used in
connection with promoting, marketing or recommending to
another person any transaction or matter addressed herein.

© 2012 Loeb & Loeb LLP. All rights reserved.

DAVID P. ANSEL DANSEL(@LOEB.COM 212.407.4837 MICHAEL W. JAHNKE MJAHNKE@LOEB.COM 212.407.4285
CURTIS W. BAJAK @LOEB.COM 310.282.2377 CHANNING D. JOHNSON CJOHNSON@LOEB.COM 310.282.2322
ROBERT S. BARRY JR. RBARRY(@LOEB.COM 310.282.2258 STAN JOHNSON SJOHNSON@LOEB.COM 212.407.4938
KENNETH R. BENBASSAT KBENBASSAT(@LOEB.COM 310.282.2340 CHRISTOPHER J. KELLY CKELLY(@LOEB.COM 310.282.2263
NORWOOD P. BEVERIDGE, JR. NBEVERIDGE@LOEB.COM 212.407.4970 ARASH KHALILI AKHALILI@LOEB.COM 310.282.2282
GREGORY J. BLASI GBLASI@LOEB.COM 212.407.4236 ROBERT B. LACHENAUER RLACHENAUER(@LOEB.COM 212.407.4854
KARL E. BLOCK KBLOCK@LOEB.COM 310.282.2225 FRANK LEE FLEE@LOEB.COM 212.407.4825
JENNIFER BOROW JBOROW(@LOEB.COM 310.282.2311 ELIZABETH L. MAJERS EMAJERS@LOEB.COM 312.464.3142
GIOVANNI CARUSO GCARUSO@LOEB.COM 212.407.4866 FRANK J. MARINARO FMARINARO@LOEB.cOM +86 10 5954 3588
ERIK W. CHALUT ECHALUT@LOEB.COM 312.464.3182 COREY N. MARTIN CMARTIN@LOEB.COM 212.407.4841
GERALD M. CHIZEVER GCHIZEVER@LOEB.COM 310.282.2121 BARRY T. MEHLMAN BMEHLMAN@LOEB.COM 212.407.4812
MIRIAM L. COHEN MCOHEN@LOEB.COM 212.407.4103 MITCHELL S. NUSSBAUM MNUSSBAUM(@LOEB.COM 212.407.4159
STEPHEN H. COHEN SCOHEN@LOEB.COM 212.407.4279 BRYAN G. PETKANICS BPETKANICS@LOEB.COM 212.407.4130
WALTER H. CURCHACK WCURCHACK@LOEB.COM 212.407.4861 THOMAS ROHLF TROHLF@LOEB.COM 310.282.2240
JOSEPH F. DANIELS JDANIELS@LOEB.COM 212.407.4044 ANDREW M. ROSS AROSS(@LOEB.COM 212.407.4838
ANGELA M. SANTORO DOWD ADOWD@LOEB.COM 212.407.4097 LLOYD L. ROTHENBERG LROTHENBERG(@LOEB.COM 212.407.4937
ALLAN B. DUBOFF ADUBOFF@LOEB.COM 310.282.2141 DAVID S. SCHAEFER DSCHAEFER@LOEB.COM 212.407.4848
KEVIN M. EISENBERG KEISENBERG(@LOEB.COM 212.407.4123 PETER G. SEIDEN PSEIDEN@LOEB.COM 212.407.4070
DAVID C. FISCHER DFISCHER@LOEB.COM 212.407.4827 PAUL W. A. SEVERIN PSEVERIN@LOEB.COM 310.282.2059
HAROLD A. FLEGELMAN HFLEGELMAN@LOEB.COM 310.282.2394 FRAN M. STOLLER FSTOLLER@LOEB.COM 212.407.4935
JEFFREY S. FRIED JFRIED@LOEB.COM 212.407.4987 LAWRENCE VENICK LVENICK@LOEB.COM 310.282.2318
SCOTT J. GIORDANO SGIORDANO@LOEB.COM 212.407.4104 TAHRAT. WRIGHT TWRIGHT@LOEB.COM 212.407.4122
JAMES V. INENDINO JINENDINO@LOEB.COM 312.464.3148




