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Over the past few years, the private equity market hasinvested billions of dollarsinto seemingly promising venturesthat
are now on the brink of insolvency. Asfund managers and private investors who sit on the boards of directors of such
companies agonize over the potential loss of their investments, they must also wrestle with competing concerns as board
members. This article analyzes the often conflicting positions of a venture capitalist who is faced with the stark reality
of protecting an investment while serving on the board of a company that is slipping toward insolvency.

-I-hescenarioispai nfully well-knownthesedays. Venture
Capital Fund (“VC") investsinan early round of financing.
In exchange for itsinvestment, V C obtains preferred stock
containing a liquidation preference, warrants convertible
into common stock (which are exercised to provide more
cash to the company), and along the way VC may even be
involved as a senior secured lender through a round of
bridgefinancing or asacomponent of the seriesof preferred
stock. In exchange for its investment in the company
(“Cantwin Corp.”) VCisgivenaseat (or more) onthe board
of directors. The PO market collapses, Cantwin Corp. has
trouble raising additional rounds of financing, and shrinks
while pursuing a merger partner or aternative survival

strategy.

What does our VC board member do? He or she has at
least three conflicting rolesthat need to bereconciled. Asa
member of the board he or she hasafiduciary duty to the
company and its sharehol ders as a whole; however, as the
company slipstoward insolvency, the law requiresthat the
board’ s fiduciary duty shiftstoward the creditors. Hereis
whereit getsinteresting. Remember, our VCisapreferred
sharehol der, common sharehol der and senior securedlender.
As the VC contemplates foreclosing on its collateral, our
V C board member, who also hasafiduciary duty totheVC
fund's investors, must reconcile these conflicts and must
a soconsider thespate of lawsuitsthat aresuretofollow, not
to mention having the fund tagged as a vulture capitalist.
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“..there are
some protective
strategies that

Fiduciary duties of directors

One of the most basic tenets of corpo-
rate law isthat directors who owe afidu-
ciary duty to the corporation and its
shareholders hold such a duty in the na-
tureof atrust. They areentrusted withthe
corporate assets and powers and are expected to maintain
the utmost fidelity in their dealings with, and on behalf of,
the corporation.

The fiduciary duties of directors fall into two broad
categories—that of care and that of loyalty. Theduty of
care contemplates that a director will exercise reasonable
careingathering and considering relevant information prior
to making decisions, aswell as that he or she will exercise
the same reasonable care in performing general responsi-
bilities. The concept of “good faith” isinextricably bound
to the duty of care. Theduty of care has even been defined
as complete good faith plus the exercise of reasonable
intelligence. It encompasses good faith actions on the part
of a corporate principa acting in the best interests of the
company (revised Business Model Corporation Act). As
such, a corporate principal is generally only held liable for
gross negligence or recklessness. Examples of typical
breaches of the duty of care include: failure to attend
meetings, failure to learn about the company’s business,
failureto read reports and financial statements; and failure
toobtain helpfor thebusiness. A director may beheldliable
for mere passive negligence such as failing to discover
wrongdoing by corporate employees. However, thereisno
affirmativeduty to detect, absent notice of facts, that should
suggest the occurrence of wrongdoing (Graham v. Allis
Chalmers Mfg. Co.).

For purposes of our example, the VC board member
should not find any difficulty in satisfying hisor her duty of
care. The duty of loyalty, however, is likely to test the
boundariesof comfort for our V C director of Cantwin Corp.

Theduty of loyalty mandatesthat the best interestsof the
corporation and its shareholders take precedence over any
interest imposed by adirector, officer or controlling share-
holder and not shared by the other stockholders generally.

should be

considered....”

It includes a duty to avoid conflicts of
interest that may subordinate the interests
of the corporation to those of a competing
constituency.

By the very nature of the fiduciary ca-
pacity, a board member, acting with the
trust and confidence of the corporation, is prohibited from
self-dealing. Of theduty of loyalty, the Delaware Supreme
Court has stated:

A public policy, existing through the years, and derived
from a profound knowledge of human characteristics and
motives, has established arul e that demands of acorporate
officer or director, peremptorily and inexorably, the most
scrupulous observance of hisduty. . .. Therulerequiresan
undivided and unselfish loyalty to the corporation and
demands that there shall be no conflict between duty and
self-interest (Guth v. Loft, Inc.)

Thethreshold inquiry in ascertaining whether a director
hasviolated thefiduciary duty of loyalty involvesconsider-
ation of whether the director hasaconflict of interest in the
transaction. Directors are considered to be “interested” if
they either “ appear onboth sidesof atransaction” or “ expect
to derive any personal financial benefit fromit in the sense
of self-dealing,” as opposed to a benefit which devolves
upon the corporation or all stockholders generally. Unlike
the duty of care, good faith does not preclude afinding that
the duty of loyalty has been breached. Thus, aself-dealing
transaction will be sustained only if the transaction is
objectively or intrinsically fair.

The conflicting battle lines are now clearly drawn. The
V C board member has the fiduciary duty to the company,
and he or she hasaduty to the VC to protect itsinvestment.
Whilethe company fightsfor survival, the VC is consider-
ing foreclosing on its collateral, thus effectively shutting
downthecompany and running away withitsassets. Atthis
point, can our VC board member redlistically take part in
any meaningful board decisionsabout moving thecompany
forward or not, whiletheV Cissimultaneously contempl at-
ingforeclosing onitscollateral? Certainly any such voteby
the VC board member would be tainted by his or her
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conflicting interests. Here we have a classic scenario
whereby adirector now seemsto “ appear on both sidesof a
transaction.” It should be noted that the famed Business
Judgment Rule, which protects directorsfrom judicial sec-
ond-guessing of their informed business decisions, would
not apply when the director has a conflict of interest.

Insolvency

Some assistance may be available to our VC board
member from the principle that when a company becomes
insolvent, the director’s fiduciary duty shifts to the credi-
tors. However, for our VC director, who must wrestlewith
theVC' sstatusasasenior secured creditor on the one hand
and hisor her directorship role on the other, some challeng-
ing questions begin to arise around the boardroom table.
Morelikely, these questionsare posed at theweekly portfo-
lio review meetings at our VC director’s office with the
other fund managers:

» What definition of insolvency is used: the accounting
definition, the bankruptcy definition or some other
definition?

e At what point in this continuum does the duty to the
creditors arise?

» Doestheshift inthefiduciary dutiestoward the creditors
mean that the director no longer has a duty to the corpo-
ration and its shareholders, or are the creditors now just
added to the mix of alarger constituency?

Prior toinsolvency, itisgenerally accepted that creditors
of al types are creatures of contract, and as such the
directors of the corporation owe no independent fiduciary
duty to them. But now Cantwin Corp. is in the classic
corporatepurgatory. Cantwin Corp. hasaskeleton staff and
aslow, steady flow of revenuethat continuesto fall short of
the cash needs of the company no matter how much it cuts
expenses. However, Cantwin Corp. is also in serious
discussions for a number of large contracts, any one of
which will alow it to survive another six months while it
searchesfor amerger partner or second stageinvestor, many
of whom will consider the company attractive once it has

proven its model by obtaining these larger contracts for
which it was positioned since inception. Needless to say,
Cantwin Corp. aso has debts that far exceed its current
ability to pay, and most certainly hasanegative book value.
Is this company insolvent? |sour VC board member now
free to embrace his or her role as the representative of the
senior secured creditor and foreclose on its collateral?
Where does the duty lie at this point?

It isimportant to note that the Model Business Corpora-
tion Act definesinsolvency as*theinability of acorporation
to pay its debts as they become due in the usual course of
business.” The U.S. Bankruptcy Code, however, defines
insolvency as “a financial condition such that the sum of
such entity’s debts is greater than all of such entity’s
property, at a fair vauation.” The Delaware Chancery
Court disregarded the Bankruptcy Code definition of insol-
vency in favor of the Business Corporation Act definition
because it better fit with the reality of corporate culture
wherein corporationsincur significant debt in order to seize
businessopportunities(Francotyp-PostaliaAG & Co.v.On
Target Technology).

Does the Chancery Court’s definition really help? As
experienced venture capitalistsknow, one can always com-
mit to fund a bit more money into a company to keep it on
life-support just abitlonger until thelandscapeclarifies. So
if thecompany can pay certain debtsin order to survive, and
the other creditors are not pushing hard for payment, isthe
company meeting its debts asthey become due? If so, does
thismakeit any clearer asto where our VC' sfiduciary duty
lies at this point?

The Delaware Chancery Court has rendered an opinion
that should givecomforttodirectorswhowishtorideout the
stormandtokeeptheir board seats. In Credit LyonnaisBank
Nederland, N.V. v. Pathé CommunicationsCorp., the Chan-
cery Court heldthat theboard of acorporationinthevicinity
of insolvency is*obligated to act not in the best interests of
the shareholders, but rather in accordance with the commu-
nity of interests that sustain the corporation, to exercise
judgment in an informed, good faith effort to maximize the
corporation’ s long-term wealth creating capacity.”
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Survival strategies

TheV C director who wishesto stay on theboard must be
extremely mindful of each of the conflicts posed by the
multiple hats that he or she wears. Besides the obvious
protection of directors’ and officers' insurance, indemnity
clausesandthelike (many of which either might not existin
anundercapitalized ventureor beworthless), therearesome
protective strategies that should be considered:

e Board minutes must be detailed and scrupulously main-
tained. The minutes should clearly reflect that the board
took action based upon sound inquiry and with full
knowledge of the available facts.

e The VC board member must keep constant watch on
wherethecompany standsin thecontinuum of insolvency
and be mindful of the shift in fiduciary duties that arise
with insolvency.

» As the company approaches insolvency, the VC board
member must consider abstaining from votes that would
be in conflict with his or her fiduciary duties to the

company, the creditors or to the community of interests
that sustain the corporation.

 Finaly, theV C board member should consider resigning.
Resignation is certainly the recommended course if the
VC makesadecision to foreclose on its collateral before
the company has voluntarily declared bankruptcy.

Inherent in this scenario is the potential for conflict.
Knowing when and how these conflicts arise helpsto avoid
adding theinsult of an expensivelawsuit totheinjury of the
investment losses. B
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