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The worldwide collapse of real estate and capital markets, seizure of the credit 
markets and continuing deterioration of the global economy has touched on every 
business sector. This downturn has reversed the resurgence of venture capital from 
both public and private sources that went into start-up ventures and which helped 
reinvigorate the incentive for entrepreneurial innovation and collaborative 
developments in 2007. With the bursting of the dot.com bubble fading from memory, 
venture capitalists invested $29.4 billion in 3,813 deals in 2007, the largest 
investment total since 2001.1 In contrast, 2008 marked the first yearly decline in 
total investments since 2003.2 In these difficult economic times, venture capitalists 
should learn from the lessons of the fall-out of the dot.com boom and recent 
developments in the marketplace to take appropriate precautions to protect 
themselves, as best as possible. 

In a standard venture capital deal where a venture capital investor (VC Investor) 
provides funding for an Emerging Growth Company, the VC Investor often negotiates 
for a number of contractual protections, including the right to appoint one of its 
principals as a representative to the board of directors of the Emerging Growth 
Company (Representative Director). This article addresses the obligations that this 
Representative Director has to both the shareholders of the Emerging Growth 
Company and to the VC Investor.3 It also provides a guideline for the Representative 
Director to navigate the difficult terrain of balancing his or her fiduciary duties to the 
Emerging Growth Company while fulfilling his obligations as a fiduciary of the VC 
Investor. The article discusses these duties in the context of the difficult situation 
where, in the ordinary course of a Representative Director's service on the board, he 
or she becomes aware of certain information that creates a potential conflict between 
the interests of management at the Emerging Growth Company and the interests of 
the VC Investor, which the Representative Director believes could jeopardize the 
investment. 

In such a situation, the Representative Director has fiduciary duties to both the 
general and limited partners of the VC Investor that appointed him and to the 
shareholders of the Emerging Growth Company on whose board the Representative 
Director serves. In such cases, complex questions arise, including: 
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• How should the Representative Director balance his duties to the VC 
Investor with his duties to the Emerging Growth Company, if the 
two conflict? 

• Once the Representative Director suspects that a potential conflict 
exists, what is the appropriate course of action for investigating 
the conflict, and reporting the results of that investigation to both 
the Emerging Growth Company and the VC Investor? 

The approach described here offers a "best practices" guide for Representative 
Directors who are appointed by the VC Investor providing capital to the Emerging 
Growth Company.4 

Legal Framework  

A. Directors' General Duties  

1. Duties owed to a corporation  

Directors of corporations owe a fiduciary duty to act in the "best interests" of the 
shareholders of a corporation.5 In fulfilling this duty, a director must have some 
flexibility to make important decisions. Courts recognize that corporate directors are 
neither prescient nor omniscient. Simply put, some business decisions do not pan out 
as expected, despite the honorable intentions of those making the decisions. In 
recognition of this fact, the common law developed the "business judgment rule," 
based on a judicial policy of deference to the business judgment of corporate 
directors. Under this rule, directors "enjoy[ ] a presumption of sound business 
judgment, and [their] decisions will not be disturbed if they can be attributed to any 
rational business purpose. A court under such circumstances will not substitute its 
own notions of what is or is not sound business judgment."6 Thus, in the absence of 
a conflict of interest, a director is immunized from liability if he acted in good faith 
and in what the director believed to be the best interests of the corporation.7 

The business judgment rule has been consistently recognized by Delaware courts as 
"an acknowledgement of the managerial prerogatives of Delaware corporate 
directors . . . ."8 Indeed, "[t]he judicial creation [of corporations] and legislative 
grant [of protection under the business judgment rule] are related because the 
'business judgment' rule evolved to give recognition and deference to directors' 
business expertise when exercising their managerial power under [Delaware 
corporations law]."9 

The business judgment rule is also explicitly codified in California Corporations Code 
Section 309, which makes clear that the immunity from liability applies to honest 
mistakes of business judgment exercised with reasonable diligence. If a director 
"abdicat[es] corporate responsibilities," by, for example, "clos[ing] his eyes to what 
is going on about him in the conduct of the business of the corporation[,]" he cannot 
be said to be exercising business judgment. In such instances, "the rule does not 
immunize the director from liability."10 
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2. Duties owed by a VC Investor partner to other partners  

Because most venture capital firms are established as general and limited 
partnerships, the Representative Director, as a principal of the VC Investor, may also 
owe a fiduciary duty to the general and limited partners of the VC Investor.11 "Absent 
a contrary provision in the partnership agreement, the general partner of a Delaware 
limited partnership owes the traditional fiduciary duties of loyalty and care to the 
Partnership and its partners." 12 However, the Delaware Revised Uniform Limited 
Partnership Act, §17-1101(d)(2), expressly authorizes the elimination, modification, 
or enhancement of these fiduciary duties in the written agreement governing the 
limited partnership. Where the Partnership Agreement sets forth the duty owed by a 
General Partner to its partners, it is this contractually agreed upon duty and not the 
default fiduciary duty standard that exclusively controls.13 

B. Representative Directors  

In the case of a Representative Director, he or she owes duties to two different 
organizations whose interests may be in conflict. It is a "long-existing principle of 
[law]" that a person designated to sit on the board of another company for which the 
investor has a financial stake has "an uncompromising duty of loyalty" to the board 
on which he sits, and that the standard for disclosure is "completeness, not 
adequacy."14 

A director has an affirmative duty to keep his "eyes open" regarding the corporate 
activities taking place around him. To be protected under the business judgment 
rule, a director must be able to demonstrate that he "acted on an informed basis, in 
good faith and in the honest belief that the action taken was in the best interests of 
the company."15 Although courts will defer to directors in the management of the 
corporation, that "wide latitude" requires that "judgment, and that means an honest, 
unbiased judgment, is reasonably exercised by them."16 In the specific case of a 
Representative Director, that duty extends to both organizations, and there is an 
inherent risk that a Representative Director will fulfill his duty to one organization at 
the expense of the other. 

The potential conflict is created because even when one organization directly invests 
in another, the interests of the two organizations may occasionally diverge, such that 
it may be difficult for a director to fully satisfy his or her duties to both organizations. 
When faced with this challenge, "[i]ndividuals who act in a dual capacity as directors 
of two corporations . . . owe the same duty of good management to both 
corporations. This duty is to be exercised in the light of what is best for both 
corporations."17 Because, in the typical VC context, the Representative Director will 
be a partner in the entity that serves as the manager or general partner of the VC 
Investor, or owe a fiduciary duty to the VC Investor in some other capacity, the 
same conflicting duties of loyalty may exist. 

If a director is faced with a potential conflict, a failure to make a reasonable inquiry 
to detect misconduct or to investigate when circumstances warrant, or to take 
appropriate action after investigating, may be "grossly negligent" and may constitute 
abdication of corporate responsibilities, creating potential liability to the shareholders 
of the corporation.18 Such gross negligence and abdication would deprive the director 
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of the protection of the business judgment rule, and expose him or her to personal 
liability.19 

The Representative Director Dilemmas – Navigating Through the Conflicts  

C. The Classic Conflict — The Interests of the VC Investor and the 
Emerging Growth Company Diverge  

The most common potential conflict a representative director faces occurs when the 
VC Investor contemplates certain corporate actions with respect to the Emerging 
Growth Company on whose board the Representative Director sits. For example, 
consider the situation where the Emerging Growth Company needs an influx of 
capital to sustain its business, so the Emerging Growth Company's board decides to 
approach its current shareholders, including the VC Investor, for additional funding. 
As is common among companies hurt by the economic downtown, the VC Investor 
may believe that the value of the Emerging Growth Company has declined since the 
last round of financing, which would make this financing a "down round." 

The VC Investor wishes to make a favorable deal for itself by, for example, valuing 
the Emerging Growth Company below its valuation as of the prior round, thereby 
creating a potential conflict for the Representative Director. In such a situation, if the 
VC Investor invests the same amount in the second round of financing as it did in the 
first round, but the value of the Emerging Growth Company has decreased, the VC 
Investor's percentage of equity will be larger than in the first round. In addition, a 
second round of financing may also have the counter-effect of diluting the value of 
the VC Investor's initial investment. The Representative Director owes a fiduciary 
duty to the shareholders of the Emerging Growth Company and his partners or 
shareholders of the VC Investor and must balance those duties accordingly. Under 
these circumstances, the best practice is for the board of the Emerging Growth 
Company to appoint a special committee of directors, excluding the Representative 
Directors, to make all determinations relating the additional funding, or minimally for 
the Representative Director to abstain from such proceedings. It is imperative that 
the board and any special committee consult with counsel at an early stage to 
determine the best approach to these issues. In addition, if there is a dispute as to 
the value of the Emerging Growth Company, the special committee should engage an 
independent financial expert to provide a valuation opinion. 

D. Detecting and Reporting Self-Dealing by the Emerging Growth 
Company  

While not occurring as a matter of course such as the conflict discussed above, a 
more troubling scenario that presents a difficult conflict involving a Representative 
Director may arise when the representative director believes that management of 
the Emerging Growth Company may be committing fraud against the investors. A 
hypothetical is helpful to illustrate the point: A venture capital fund invests $10 
million in an Emerging Growth Company with promising, cutting-edge technology, 
and appoints a Representative Director to a five-person board. After making the 
investment, the Representative Director uncovers some information indicating that 
the CEO, founder, and critical person of the Emerging Growth Company may have 
been overly aggressive in representing the viability of, and the market for, the 
technology. Depending on the significance of the discrepancy, a director who learns 
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such news may be conflicted concerning the need to immediately notify his venture 
capital partners. A Representative Director may also determine that the technology is 
still viable and that disclosing the discrepancy may only serve to cause friction 
between the VC Investor and the Emerging Growth Company. On the other hand, if 
he or she does not disclose it, and the technology proves never to accomplish what 
CEO promised, then the Representative Director may have breached his or her 
fiduciary duty to the VC Investor. 

In assessing the situation, general fiduciary duties (as well as ethical duties) seem to 
require immediate reporting of misconduct in all circumstances. In the example 
above, however, circumstances may arise in which the interests of the two 
enterprises are in conflict. In this context, the Representative Director may be 
concerned that he would be in breach of his fiduciary duty of care if he did not first 
address or investigate the issues internally, through discussing it with the CEO or 
other members of the board. Indeed, what if the information was incorrect or could 
be explained? In addition, the degree of the discrepancy might be so minimal as not 
to raise concern. The Representative Director must balance the interests of both 
organizations, without breaching a duty to either. In doing so, the Representative 
Director should be governed by the principle that directors, not courts, are in the 
better position to make appropriate decisions for the corporation, and the courts 
defer to that judgment unless the director is motivated by personal gain (i.e. a lack 
of good faith) or fails to take reasonable steps to ensure that the decision taken can 
be reasonably expected to be in the best interests of the corporation and its 
shareholders (i.e. a lack of reasonable diligence).20 

With this potential conflict in mind, how should a Representative Director proceed in 
fulfilling his duties to investigate the issue? 

1. The Representative Director's Investigation  

In order to be protected by the business judgment rule, the director must "act on an 
informed basis, in good faith, and in the honest belief that the action taken is in the 
best interest of the company."21 He or she must demonstrate "good faith and 
reasonable investigation."22 

How the director conducts his or her investigation will depend on several factors. In 
most cases, the VC Investor will have only one or two directors on the board of the 
Emerging Growth Company. Depending on the size of the board, the articles of 
incorporation or by-laws, consistent with the state of incorporation, may require 
either two or three directors to call a board meeting or establish a quorum for any 
decisions. In any event, under certain circumstances, including where a board is 
stacked with insiders, the Representative Director may have difficulty finding an 
audience to air his concerns. 

a. The Typical Situation — the Representative Director Has 
Support from Other Board Members  

Under most circumstances, the board of directors of the Emerging Growth Company 
will be aligned with the interests of all of the shareholders, and a Representative 
Director who is interested in conducting an investigation will receive the support of 
the other directors. Generally, when the investigating director discovers misconduct, 
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the Representative Director should consult company counsel and hold a special 
meeting at which the directors weigh the evidence, receive reports and 
recommendations of counsel and auditors, and take appropriate action.23 He or she 
generally should not resign without taking any other action. Indeed, resigning 
without disclosure may actually increase the likelihood of liability.24 

The composition of the board may provide insight to the Representative Director as 
to how the board will consider and perceive his requests for an investigation. For 
example, if the board already consists of an angel investor and an independent 
technology or other industry expert, then the VC Investor will likely have a captive 
audience to discuss the troubling information. The Representative Director should 
then ensure that the discussion appears on the board agenda and is fully discussed 
with the board and its counsel. If the Representative Director feels he can speak 
candidly with the other directors and management, then the findings of the 
investigation, rather than the manner in which it is conducted, will likely be the 
primary matter of import. 

b. The Representative Director Conducts His Investigation 
Without Board Support  

On the other hand, if the VC Investor is faced with a board consisting primarily of 
management, he will not have control of the Emerging Growth Company and may 
face staunch opposition to any challenge to management. In conducting the 
investigation, the Representative Director would need to adhere to the business 
judgment rule to later show that the manner in which he conducted his investigation 
was reasonable under the circumstances. In other words, using his best judgment, 
the Representative Director must show his good faith belief that a thorough 
investigation of the possibility of improper conduct required him to keep it silent from 
the other board members and management until after the investigation concluded. 25 
The Representative Director "should make a record . . . reflecting [his] diligent 
efforts to become fully informed (i.e., through legal, accounting and other advice)."26 

If the Representative Director is ultimately sued and a court or jury must determine 
why the Representative Director did not disclose his findings to the Emerging Growth 
Company and seek assistance from its management or board in his investigation, a 
detailed record is essential to demonstrate that the Representative Director made his 
decision to act unilaterally in good faith, based on reasonable diligence and in a 
manner believed to be in the best interests of the shareholders. Depending upon the 
balance of interests described above, a failure to disclose could be as perilous as 
disclosure. 

Ironically, if the Representative Director conducts the investigation without the other 
board members, and later concludes that no wrongful conduct occurred, then 
management and the remaining board members of the Emerging Growth Company 
may contend that the unilateral investigation harmed the Emerging Growth 
Company's reputation. The remaining board members or management may then 
allege the Representative Director breached his duties of care and loyalty because he 
could have simply asked management to explain the discrepancy. While such claims 
may stem more from hurt feelings than actual merit, a meticulous record is needed 
to provide a defense under the business judgment rule. 



 

© 2009 Bloomberg Finance L.P. All rights reserved. Originally published by Bloomberg Finance L.P in the Vol. 2, 
No. 10 edition of the Bloomberg Law Reports—Director & Officer Liability. Reprinted with permission. Bloomberg 
Law Reports® is a registered trademark and service mark of Bloomberg Finance L.P.  

Nevertheless, his "reasonable inquiry" may in fact lead to the conclusion that 
misconduct did occur, in which case the insiders would have a difficult time arguing 
that he should not have investigated. Under either circumstance, as long as the 
Representative Director believes, in good faith, that he is acting in the best interest 
of the shareholders of the Emerging Growth Company, the business judgment rule 
should serve as a strong defense to his investigation, regardless of the outcome. 

2. The Representative Director's Options After Investigating  

Assuming that the Representative Director's investigation revealed misconduct, the 
most critical part of his analysis is the next appropriate course of action. 

The results of the investigation may impact the manner in which the Representative 
Director discloses the information. Of course, if the investigation is conducted with 
the cooperation of management and the majority of independent directors, then 
there is no issue with disclosing the results to the entire board and management of 
the Emerging Growth Company. What if, however, the Representative Director 
conducts the investigation without their support, or in the face of their denials, and 
determines that the board insiders were complicit in defrauding the VC investors in 
inducing the investment? 

While there is no easy answer to this situation because of the inherent tension 
between the VC Investor and the management/inside directors at the Emerging 
Growth Company, the "best practices" approach requires the Representative Director 
to proceed with caution and to consult with counsel prior to, during and after the 
investigation to discuss his or her findings to assess his or her options. The first 
factor the Representative Director should consider is his confidentiality obligation to 
the Emerging Growth Company, and any issues relating to revealing his investigation 
to the VC Investor. Consequently, the Representative Director should first disclose to 
the board of directors of the Emerging Growth Company as completely as possible, 
informing them that the report will be made available to the VC Investor and all 
other shareholders of the Emerging Growth Company. The report should describe the 
legal, accounting or other expertise upon which the Representative Director relied, 
and the findings of the investigation. 

Full and complete disclosure of the report is the best means for the Representative 
Director to obtain the protection of the business judgment rule. Such disclosure will 
prevent a claim by either corporation that the Representative Director's actions were 
"contrary to the interests of the corporation," which could remove the protection of 
the business judgment rule. A full disclosure to both the board of the Emerging 
Growth Company and the shareholders, coupled with conscientious documentation of 
the decision-making process, will provide the Representative Director a strong record 
that he fulfilled his or her fiduciary responsibilities. 

Conclusion  

The Representative Director faces unique potential conflicts with no easy solutions. 
The Representative Director should take guidance from general ethical principles and 
the requirements of the business judgment rule in balancing his or her fiduciary 
obligations. To that end, from his first attempt to detect misconduct through his final 
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disclosure to his board or partners, the Representative Director should follow the 
"best practices" approach: 

• Consult with counsel at the earliest opportunity to help navigate 
these complex issues. 

• Be aware of potential conflicts between the fiduciary duties to the 
shareholders of the Emerging Growth Company and the fiduciary 
duties to the VC Investor; 

• If a potential conflict arises, conduct an investigation aimed at 
fulfilling the fiduciary responsibilities to both organizations; 

• Keep detailed records of the investigation and the actions taken; and 
• Fully disclose results of the investigation to the board of the 

Emerging Growth Company and then the other shareholders of the 
Emerging Growth Company, including the VC Investor. 

Mr. Hamilton is a partner at Paul, Hastings, Jansofsky & Walker LLP, and resident in 
the firm's Los Angeles Office. Mr. Hamilton concentrates his practice on securities 
and corporate governance litigation, class actions and other complex business 
litigation matters. 
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