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Delaware Court of Chancery Opens Discussion of Enhanced-
Independence Directors Deference for Controller Transactions 
Marc Casarino and Ryan Udell | White and Williams LLP 

I. Principles of Corporate Management

Delaware corporate law starts from the bedrock principle that the business affairs of every corporation shall 
be managed by, or under the direction of, a board of directors. The directors are bound by the fiduciary 
obligations to manage the corporation with appropriate care and loyalty. Directors may be exculpated from 
liability for a breach of a duty of care by the corporation’s charter, but may not be exculpated from liability 
for a breach of the duty of loyalty. 

More specifically, section 102(b)(7) of the Delaware General Corporate Law (DGCL) provides in pertinent 
part that a certificate of incorporation may include: 

A provision eliminating or limiting the personal liability of a director to the corporation or its 
stockholders for monetary damages for breach of fiduciary duty as a director, provided that such 
provision shall not eliminate or limit the liability of a director: (i) for any breach of the director’s duty 
of loyalty to the corporation or its stockholders; (ii) for acts or omissions not in good faith or which 
involve intentional misconduct or a knowing violation of law; (iii) under §174 of this title; or (iv) for 
any transaction from which the director derived an improper personal benefit. 

When determining whether directors have breached their fiduciary duties, Delaware corporate law 
distinguishes between the standard of conduct and the standard of review. The standard of conduct 
describes what directors are expected to do and is defined by the content of the duties of care and loyalty. 
The standard of review is the test that a court applies when evaluating whether directors have met the 
standard of conduct. 

In terms of the standard of conduct, the duty of care requires that the directors make appropriately informed 
decisions. This does not require perfect knowledge, but rather turns on what is necessary to make an 
informed decision. The duty of loyalty mandates that directors maximize the value of the corporation over 
the long-term for the benefit of the providers of equity capital. In short, this means that when the directors 
are considering whether to pursue an action that would end or fundamentally alter the stockholders’ 
ongoing investment in the corporation, the loyalty-based standard of conduct requires that the alternative 
yield value exceeding what the corporation otherwise would generate for stockholders over the long-term. 
Value can be cash, but can also constitute ownership interest in an entity, a package of other securities or 
some other combination that will deliver greater value over the anticipated investment horizon. 
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The directors’ obligation to act for the ultimate benefit of stockholders does not require that the directors 
fulfill the wishes of a particular subset of the stockholder base. Stockholders often will have idiosyncratic 
reasons for preferring decisions that misallocate capital. Nevertheless, the directors must exercise their 
independent fiduciary judgment and not cater to the whim of that particular subset of stockholders. 

Unless otherwise specified in the corporation’s charter, all of its stock will be common stock. A corporation’s 
charter may also grant a particular class or series of stock special voting powers, designations, preferences 
and relative, participating, optional or special rights superior to common stock – such issuance is known 
generally as Preferred Stock. As a general matter, the rights and preferences of Preferred Stock are 
contractual in nature. 

A board of directors does not owe fiduciary duties to preferred stockholders when considering whether or 
not to take corporate action that might trigger or circumvent the preferred stockholders’ contractual rights. 
Preferred stockholders are owed fiduciary duties only when they do not invoke their special contractual 
rights and rely on a right shared equally with the common stock. By way of example, just as common 
stockholders can challenge a disproportionate allocation of merger consideration, so too can preferred 
stockholders who do not possess, and are not limited by a, contractual entitlement. Under those 
circumstances, the decision to allocate different consideration is a discretionary, fiduciary determination 
that must pass muster under the appropriate standard of review, and the degree to which directors own 
different classes or series of stock may affect the standard of review. 

For private equity (PE)-backed companies, it is usual for the board of directors to include designees of the 
funds. The fund-designated directors will accordingly face the dilemma of dual allegiances. On the one 
hand, these directors owe a duty of care (if not exculpated) and duty of loyalty to the corporation’s common 
stockholders. On the other hand, these directors also owe duties to the funds with whom they are affiliated. 
There is no safe harbor under Delaware law for such divided loyalties. 

There is however a presumption under Delaware law that such directors have acted independently, with 
due care, in good faith, and with the honest belief that their actions were in the stockholders’ best interest. 
Because of this presumption, transactions approved by a director designated to the board by a controlling 
stockholder are not automatically subject to a heightened standard of review. Rather, the controlling 
stockholder must also engage in a conflicted transaction for a heightened standard of review to apply. 

II. What is Controller Under Delaware Corporate Law? 

One must therefore determine whether there is a controlling stockholder. There are two ways a stockholder 
can be considered a controller under Delaware law. The first is where the stockholder owns more than 50% 
of the voting power of the corporation. The second is where the stockholder owns less than 50% of the 
voting power of the corporation, but nevertheless exercises control over the business affairs of the 
corporation. 
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A controlling stockholder need not be a single person or entity. A group of stockholders may be deemed a 
control group and considered a controlling stockholder such that its members owe fiduciary duties to their 
fellow stockholders. Proving a control group is a fact-intensive inquiry that requires evidence of more than 
mere parallel interests. It requires that the group of stockholders be connected in some legally significant 
way – e.g., by contract, common ownership, agreement, or other arrangement – to work together toward a 
shared goal. The law does not require a formal written agreement, but there must be some indication of an 
actual agreement. Mere concurrence of self-interest among certain stockholders is insufficient to create a 
control group. One must also determine whether the controlling stockholder is conflicted with regard to the 
transaction. Conflicted transactions come in many forms, but Delaware courts have put them into two broad 
categories.  

First are transactions where the controller stands on both sides. Second are transactions where the 
controller competes with the common stockholders for consideration. As respects to the second category of 
conflicted transactions, Delaware courts cite three common examples: (1) where the controller receives 
greater monetary consideration for its shares than the minority stockholders; (2) where the controller takes 
a different form of consideration than the minority stockholders; and (3) where the controller gets a unique 
benefit by extracting something uniquely valuable to the controller, even if the controller nominally receives 
the same consideration as the other stockholders. Examples of non-ratable benefits that warrant 
heightened scrutiny are: (1) security issuances, purchases and repurchases; (2) asset leases and 
acquisitions; (3) compensation arrangements, consulting agreements and service agreements; (4) 
settlements of derivative actions; and (5) recapitalizations. 

III. Standards of Review 

Delaware courts apply one of three standards of review when evaluating stockholder challenge to a board’s 
decision-making: (1) the business judgment rule; (2) enhanced scrutiny; or (3) entire fairness. The 
applicable standard of review depends initially on whether the board members (i) were disinterested and 
independent (the business judgment rule); (ii) faced potential conflicts of interest because of the decisional 
dynamics present in particular recurring and recognizable situations (enhanced scrutiny); or (iii) confronted 
actual conflicts of interest such that the directors making the decision did not comprise a disinterested and 
independent board majority (entire fairness). 

The default standard of review is the business judgment rule. The rule presumes that in making a business 
decision the directors of a corporation acted on an informed basis, in good faith and in the honest belief that 
the action was taken in the best interests of the company. This standard of review reflects and promotes 
the role of the board of directors as the proper body to manage the business and affairs of the corporation. 
Unless one of its elements is rebutted, the court merely looks to see whether the business decision made 
was rational in the sense of being one logical approach to advancing the corporation’s objectives. Only 
when a decision lacks any rationally conceivable basis will a court infer bad faith and a breach of duty. 
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Enhanced scrutiny is the intermediate standard of review. Framed generally, it requires that the defendant 
fiduciaries bear the burden of persuasion to show that their motivations were proper and not selfish and 
that their actions were reasonable in relation to their legitimate objective. Enhanced scrutiny applies to 
specific, recurring and readily identifiable situations involving potential conflicts of interest where the 
realities of the decision-making context can subtly undermine the decisions of even independent and 
disinterested directors. This standard has historically been applied to address the potential conflicts of 
interest faced by a board of directors when resisting a hostile takeover, namely the reality that target 
directors may be influenced by self-preservation to act to further their own interests or those of incumbent 
management rather than those of the corporation and its shareholders. This standard has been extended to 
evaluate the board’s handling of the sale of a corporation, recognizing that the potential sale has enormous 
implications for corporate managers and advisors and a range of human motivations, including but by no 
means limited to greed, can inspire fiduciaries and their advisors to be less than faithful. 

Entire fairness is the most onerous standard and applies where the board labors under actual conflicts of 
interest. Generally speaking, the burden is upon the board to establish to the court’s satisfaction that the 
transaction was the product of both fair dealing and fair price. The court applies a unitary approach in this 
context, meaning that it will not independently determine fairness of price and process, but rather considers 
these elements jointly. Fair dealing embraces questions of when the transaction was timed, how it was 
initiated, structured, negotiated, disclosed to the directors and how the approvals of the directors and the 
stockholders were obtained. Fair price relates to the economic and financial considerations of the 
transactions, including all relevant factors such as assets, market value, earnings, future prospects, and 
any other elements that affect the intrinsic or inherent value of a company’s stock. 

The board’s subjective and honest belief that the transaction was entirely fair is irrelevant. The transaction 
itself must be objectively fair. The court will initially evaluate whether a majority of the directors making the 
challenged decision were independent and disinterested. This analysis is conducted on a director-by-
director basis. Importantly, fairness is the standard – not perfection. 

IV. Commonly Occurring Situations Where PE Has Board Membership 

Although individual deals vary, PE typically invests through preferred stock with certain standardized 
features. The preferred stock usually carries a preference upon liquidation, i.e., a sale of the company, 
which entitles the holders to receive specified value before the common stock receives anything. It often 
earns a cumulative dividend which, if unpaid, steadily increases the liquidation preference. It also entitles 
the preferred holder to convert into common stock at a specified ratio in lieu of receiving the liquidation 
preference. 

There is nothing inherently pernicious about the standard features of PE preferred stock. The sophisticated 
contract rights, the use of staged financing and the gradual acquisition of board control over the course of 
multiple financing rounds helps PE reduce the risk of entrepreneur opportunism and management agency 
costs. This does, however, create the possibility for PE to use its contract rights opportunistically. 
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This is because the economic incentives of the PE holding preferred stock differs from those of common 
stockholders generally. PE investors prefer lower-risk, lower-value, relatively short term investment 
strategies that protect their liquidation preference; whereas, common stockholders typically benefit more 
from higher-value and higher-risk investment strategies. This clash of interests will affect the choice 
between (i) selling or dissolving the company and (ii) maintaining the company as an independent private 
business. Stated differently, prompt liquidity events promise a certain payout, much or all of which flows to 
the preferred stockholders due to their liquidation preferences. Whereas continuing to operate the firm as 
an independent company, may expose the preferred-owning PE to risk without sufficient opportunity for 
gain. 

With this background in mind, we consider the common scenario where one or more directors are 
designated by PE to serve on the board of a portfolio company, with the balance of the board being 
comprised of the company’s founder and/or senior management. One can readily configure a number of 
scenarios where the PE designees will face the dual-fiduciary dilemma. For example, a sale context that 
will trigger the liquidation preference for the preferred stockholders and result in no consideration for the 
common stockholders. Or, the portfolio company is viable, but its returns are not meeting the PE 
benchmarks, and so the PE writes it off to focus on other investment opportunities.  

The burden of proving the entire fairness of a transaction can be a challenging standard to satisfy. There 
presently are only limited means to blunt the onerous burden of the entire fairness standard. We turn next 
to suggested methods for doing so. 

V. Methods for Addressing Entire Fairness 

First, PE investors should reconsider the need to designate a voting member of a portfolio company’s 
board. If the goal is to have a proverbial seat at the table – to be in the board room to monitor and evaluate 
board activity – then consider whether to have board observer rights rather than designating a voting 
member of the board. In a precedential opinion, the Third Circuit Court of Appeals in Obasi Inv., Ltd. v. 
Tibet Pharm., Inc., 2019 U.S. App. LEXIS 21902, distinguished non-voting board observers from directors 
for purposes of liability under Section 11 of the Securities Act of 1933. While the court was evaluating the 
differences in the context of an alleged violation of the securities laws, as the court suggests in its opinion, 
the same principles could very well be applied to other situations. 

In Obasi, Hayden Zou was an early investor in Tibet and L. McCarthy Downs was the managing director of 
the investment bank that ultimately served as Tibet’s placement agent. Zou and Downs worked together to 
help Tibet go public and were listed as non-voting board observers chosen by the placement agent in 
Tibet’s IPO registration statement. 
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The registration statement, however, failed to disclose that Tibet had defaulted on a loan from the Chinese 
government several months before the effectiveness of the registration statement, and instead simply 
referenced a long-term loan, without acknowledgement of the default. The Chinese government froze and 
auctioned off Tibet’s assets shortly after the IPO closed, prompting the NASDAQ to halt trading, leading to 
a drastic decline in Tibet’s stock price. Zou and Downs were among a number of defendants sued on 
behalf of a class of investors who alleged, among other claims, that the defendants had violated Section 
11. 

Section 11 imposes near-strict liability on certain enumerated categories of defendants for untrue 
statements or omissions of material facts in a registration statement. Individuals subject to such liability 
include “every person who was a director of (or performing similar functions)” of the issuer. The U.S. District 
Court for the District of New Jersey in Obasi denied the defendants’ motion for summary judgment, 
concluding that in their capacity as non-voting board observers, Zou and Downs performed similar 
functions to those of the directors and were therefore subject to Section 11 liability. That decision rested 
heavily on language in the registration statement advising that, despite their lack of formal powers or duties, 
the board observers “may nevertheless significantly influence the outcome of the matters submitted to the 
Board of Directors for approval.” 

On appeal, however, the Third Circuit placed little import on the observers’ ability to influence board 
decisions. Instead, it established that the basic functions of directorship are “defined by their formal power 
to direct and manage a corporation.” In the Third Circuit’s view, three features distinguished the board 
observers from the fundamental powers and responsibilities that define corporate directorship: (1) the 
observers could not vote for board action; (2) their loyalties aligned with the placement agent rather than 
the shareholders; and (3) their tenure was not subject to shareholder vote. 

Accordingly, the role served by the board observers was, as a matter of law, not sufficiently similar to the 
core powers and responsibilities that constitute the function of directors to impose liability under Section 11, 
and the appeals court directed the entry of summary judgment in favor of the defendants. It is important to 
note that the factors cited by the court in making its decision are common to most, if not all, situations 
where an investor obtains the right to appoint a board observer in connection with its investment in a 
company. 
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Second, in Kahn v. MFW Worldwide Corp., 2014 WL 996270 (Del. 2014), the Delaware Supreme Court 
established a mechanism to avoid the entire fairness standard of review and instead be subject to the less 
onerous business judgment rule when the following six factors are established: 

1. The controlling stockholder conditions the procession of the transaction on the approval of both a 
special committee and a majority of the minority stockholders; 

2. The special committee is independent; 
3. The special committee is empowered to freely select its own advisors and to say no definitively; 
4. The special committee meets its duty of care in negotiating a fair price; 
5. The vote of the minority is informed; and 
6. There is no coercion of the minority stockholders. 

Each of these conditions must be met in order for the business judgment review standard to apply.  

Third, as noted at the outset of this presentation, directors, and not stockholders, manage the business 
and affairs of Delaware corporations. The directors’ managerial decision making power includes whether to 
initiate or refrain from entering litigation on behalf of the corporation. For purposes of this discussion, we 
address the body of claims that are considered derivative of the corporation’s interest, and not a direct 
claim of a particular stockholder. Since the directors control whether or not to pursue a claim owned by the 
corporation (i.e., a derivative claim), a stockholder must satisfy the stringent pleading standards of Court of 
Chancery Rule 23.1 before being permitted to usurp the board’s control over such claims. 

Rule 23.1. Derivative actions by shareholders. 
(a) In a derivative action brought by one or more shareholders or members to enforce a right of a 
corporation or of an unincorporated association, the corporation or association having failed to 
enforce a right which may properly be asserted by it, the complaint shall allege that the plaintiff was 
a shareholder or member at the time of the transaction of which the plaintiff complains or that the 
plaintiff's share or membership thereafter devolved on the plaintiff by operation of law. The 
complaint shall also allege with particularity the efforts, if any, made by the plaintiff to obtain the 
action the plaintiff desires from the directors or comparable authority and the reasons for the 
plaintiff's failure to obtain the action or for not making the effort. 
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(b) Each person seeking to serve as a representative plaintiff on behalf of a corporation or 
unincorporated association pursuant to this Rule shall file with the Register in Chancery an affidavit 
stating that the person has not received, been promised or offered and will not accept any form of 
compensation, directly or indirectly, for prosecuting or serving as a representative party in the 
derivative action in which the person or entity is a named party except (i) such fees, costs or other 
payments as the Court expressly approves to be paid to or on behalf of such person, or (ii) 
reimbursement, paid by such person's attorneys, of actual and reasonable out-of-pocket 
expenditures incurred directly in connection with the prosecution of the action. The affidavit 
required by this subpart shall be filed within 10 days after the earliest of the affiant filing the 
complaint, filing a motion to intervene in the action or filing a motion seeking appointment as a 
representative party in the action. An affidavit provided pursuant to this subpart shall not be 
construed to be a waiver of the attorney-client privilege. 

(c) The action shall not be dismissed or compromised without the approval of the Court, and notice 
by mail, publication or otherwise of the proposed dismissal or compromise shall be given to 
shareholders or members in such manner as the Court directs; except that if the dismissal is to be 
without prejudice or with prejudice to the plaintiff only, then such dismissal shall be ordered without 
notice thereof if there is a showing that no compensation in any form has passed directly or 
indirectly from any of the defendants to the plaintiff or plaintiff's attorney and that no promise to give 
any such compensation has been made. At the time that any party moves or otherwise applies to 
the Court for approval of a compromise of all or any part of a derivative action, each representative 
plaintiff in such action shall file with the Register in Chancery a further affidavit in the form required 
by subpart (b) of this rule. 

(d) For the purposes of this Rule, an "unincorporated association" includes a statutory trust, 
business trust, limited liability company and a partnership (whether general or limited), and a 
"member" includes a person permitted by applicable law to bring a derivative action to enforce a 
right or such an unincorporated association. 

Rule 23.1 accordingly imposes upon the stockholder the heightened burden to plead particularized facts 
creating a reasonable doubt that the majority of the board of directors in service when the complaint was 
filed could not exercise independent and disinterested business judgment in responding to a demand. This 
analysis is conducted for each director on a claim-by-claim basis. Only when a majority of the board faces a 
“substantial likelihood” of personal liability will demand be excused. Vague or conclusory allegations of 
mere threat of personal liability are insufficient. 
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Challenge to the adequacy of a stockholder’s pleading under Rule 23.1 is fact-intensive. Sophisticated 
stockholder counsel are adept at crafting complaints that sufficiently question the fidelity of at least a 
majority of the board, thereby minimally satisfying Rule 23.1, and preserving that the court will continue 
application of the entire fairness standard of review. The court will not dismiss a complaint at the initial 
pleadings stage where entire fairness review applies. 

Fourth, section 141(d) of the DCGL provides in pertinent part that “the certificate of incorporation may 
confer upon 1 or more directors, whether or not elected separately by the holders of any class or series of 
stock, voting powers greater than or less than those of other directors. Any such provision conferring 
greater or lesser voting power shall apply to voting in any committee, unless otherwise provided in the 
certificate of incorporation or bylaws. If the certificate of incorporation provides that 1 or more directors shall 
have more or less than 1 vote per director on any matter, every reference in this chapter to a majority or 
other proportion of the directors shall refer to a majority or other proportion of the votes of the directors.” 

Consider therefore a provision in the certificate of incorporation that allocates greater voting rights to 
outside directors with respect to any transaction involving a controller. This, of course, requires that there 
be at least one outside director who is not conflicted. And, the voting power allocated to the outside 
directors must be enough to negate the controller’s influence over the board’s consideration of a conflicted 
transaction. There has yet to be a Delaware case directly addressing how, if at all, this use of section 
141(d) may impact the standard of review.  

Lastly, the Delaware Court of Chancery recently raised the question, but did not pursue, whether use of 
so-called enhanced independence directors can or should result in a standard of review lower than entire 
fairness for certain transactions with a controller in Pilgrim’s Pride Corp. Derivative Litig., 2019 Del. Ch. 
LEXIS 89 (Del. Ch. Mar. 15, 2019). The plaintiffs in the case are minority stockholders in Pilgrim’s Pride 
Corporation (the Company), a Delaware corporation. They sued the Company’s controlling stockholder, 
JBS S.A. (the Parent), which is an entity organized under Brazilian law. They also sued five of the 
Company’s directors who were elected to the board by the Parent. 

The Company’s certificate of incorporation designated nine seats on its board. Six of the seats are 
designated for directors nominated, selected and voted upon by the Parent. Three of the seats are 
designated for “equity directors,” who are for all intents and purposes nominated, selected and elected by 
the minority stockholders. While the Parent retained the right to veto the nomination of an equity director, it 
could only do so in the limited circumstances where it “reasonably determines that such person (i) is 
unethical or lacks integrity or (ii) is a competitor or is affiliated with a competitor of the Corporation.” 
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The transaction that gave rise to the lawsuit involved the Company’s purchase of one of the Parent’s other 
subsidiaries, Moy Park, Ltd., for $1.3 billion. The complaint alleged that the Parent needed to raise cash 
quickly because its controlling stockholder agreed to pay a $3.2 billion fine to the Brazilian government. The 
plaintiffs challenged that there was not true arms-length bargaining with the Parent. Rather, the Company 
permitted its management team and financial advisor to lead the negotiations, despite their lack of 
independence from the Parent. The Company ultimately agreed to pay what was effectively the same price 
that the Parent demanded in its opening ask, even though that price was higher than what the Company’s 
internal analyses supported and what strategic bidders were willing to pay. 

By way of further background, the Batista family controls the Parent through a holding company. In May 
2017, the holding company agreed to pay a $3.2 billion fine to the Brazilian government in response to an 
investigation into the bribery of government officials. Not surprisingly, the Parent needed to quickly raise 
cash to help its controlling stockholder pay this fine. In June 2017, the Parent announced that one of its 
subsidiaries, Moy Park, was for sale. 

Around that same time, the Parent’s CEO, Wesley Batista, who was also personally responsible for a 
substantial fine following his pleading guilty in the bribery scandal, contacted Andre Nogueira de Souza, an 
executive officer of the Parent, to say that the Parent would be interested in selling Moy Park to the 
Company for $1.3 billion. Nogueira shared the overture about selling Moy Park with the Company’s CEO 
William Lovette. 

Lovette convened a meeting with the equity directors on June 28, 2017 to discuss the prospect of the 
Company acquiring Moy Park for $1.3 billion. Other attendees included bankers from Barlays Capital, Inc., 
who were acting as the Company’s financial advisor despite having a longstanding relationship with the 
Parent, and lawyers from Paul Weiss. Barclays presented valuations of Moy Park that straddled the $1.3 
billion price suggestion, although the valuations appeared to be based upon financial projections that did 
not match Moy Park’s historical performance. 

The Company’s board formed a special committee on July 3, 2017 comprised of the equity directors. The 
board delegated full authority to the committee with respect to the prospective acquisition of Moy Park. The 
board further agreed not to approve or recommend an acquisition of Moy Park unless it was approved by 
the committee. The committee retained Evercore as its financial advisor. Evercore informed Barclays that 
the committee and its advisors were going to lead the negotiations with the Parent. Notwithstanding the 
committee’s instruction, the Company management and Barclays continued to lead the negotiations with 
the Parent. The committee also retained Paul Weiss as its legal advisor and there was some suggestion 
that Company management influenced the committee’s decision to use the same legal counsel as the 
Company. 
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Based upon Evercore’s analysis, the Company was considering an acquisition price of approximately $1 
billion. In violation of an exclusivity agreement, the Parent considered an offer from another entity for 
approximately $1.2 million. Although the committee raised a concern about the Parent’s breach of the 
exclusivity agreement, Lovette counseled them to address it “in a constructive manner,” which the 
committee agreed to do. In reaction, the committee upon consultation with Evercore, determined to 
increase its offer to remain competitive. There were further negotiations on the deal price and financing 
terms, all of which involved Company management and its advisors. Ultimately, the committee voted to 
approve the acquisition of Moy Park at coincidentally a price approximating what Batista had told Nogueira 
at the outset of the negotiations. 

Putting aside the questions surrounding the process and price, because the equity directors were controlled 
by the minority stockholders, and had been the body who approved the deal, Vice Chancellor Laster 
questioned whether a standard of review less than entire fairness should apply. Scholarly articles describe 
minority elected directors as “enhanced independence directors.” See for example, INDEPENDENT 
DIRECTORS AND CONTROLLING SHAREHOLDERS, 165 U. Pa. L. Rev. 1271 (2017) (Bebchuk & Hamdani) 
(appended as Exhibit A). Ordinarily there is concern over the controller’s ability to influence the selection, 
election and removal of otherwise independent directors. If the minority stockholders have the exclusive 
power to nominate, elect and remove director representatives, this presumably “enhances” the 
independence of said directors – hence enhanced independence directors. 

As we have discussed, the MFW framework works reasonably well for major transactions, such as a 
squeeze out merger. However, the costs of implementing the MFW framework undermine its utility for other 
types of interested transactions involving a controller (e.g., a capital raise that affords preferential rights to a 
controller who participates in the financing). In such circumstances, a special committee populated by 
enhanced independence directors can be an efficient mechanism for consideration of the conflicted 
transaction. And, although Delaware corporate law associates the entire fairness standard of review with 
any conflicted transaction, it is reasonable to consider that the determination of a committee of enhanced 
independence directors should be granted a lower standard of review. 

There are however a number of additional factors to be addressed before a Delaware court will be 
comfortable enough to set a lower standard of review for decisions rendered by enhanced independence 
directors. First, scholars who question the enhanced independence director framework point out that a 
controller can influence otherwise independent board members through more than power over nomination, 
election and removal. See for example, BEYOND BEHOLDEN, 44 J. Corp. L. (2019) (D. Lin) (appended as 
Exhibit B). The controller can also influence through patronage (i.e., reward cooperative directors with 
perks). The empirical analysis of controller patronage networks and examples in which controllers have 
appeared to have rewarded cooperative directors is detailed in Beyond Beholden. Of the 222 transactions 
involving “independent directors” that were analyzed, 20.3 percent (i.e. 45 of the 222 transactions) showed 
that the independent director served as a senior executive or director in at least one other company 
controlled or dominated by the controlling stockholder. 



 
 

WHITEANDWILLIAMS.COM 12 

In other words, a director who may appear independent could be influenced to favor a controller’s interest if 
there is the potential for a future relationship between the director and controller. Thus, the enhanced 
independence framework must consider not only the controller’s lack of power over a director, but also 
whether the controller has influenced the director’s decision-making through patronage (or the offer of 
patronage). Perhaps this can be accomplished by incorporating into the enhanced independence 
framework a heightened pleading standard akin to what is required to satisfy Rule 23.1 (i.e., placing the 
burden upon the plaintiff stockholder to plead non-conclusory, particularized facts of how a controller 
influenced a director’s vote through patronage). 

Another challenge facing adoption of the enhanced independence framework is its conflict with a 
longstanding principle of Delaware corporate law that how a director is nominated and elected is not 
relevant to the director’s independence. This flows from the premise that all directors are presumed to have 
acted independently, with due care, in good faith and with the honest belief that their actions were in the 
stockholders’ best interest. In other words, merely having been designated to the board by a controlling 
stockholder does not automatically taint that director as conflicted. Similarly, one cannot automatically 
presume a director is entirely independent simply because the director was elected by the minority 
stockholders. Vice Chancellor Laster in Pilgrim’s Pride suggested that perhaps it is time to move away from 
the bright-line rule that refuses to consider mechanisms for nomination, election and removal, and instead 
view the director’s path to board membership through a more holistic approach, akin to how the court 
addresses demand futility. 

Finally, Vice Chancellor Laster identified another open question – whether a judicial willingness to deploy a 
more deferential standard of review for transactions approved by enhanced independence directors 
warrants moving all the way to the business judgment rule or whether it would mean relaxing the standard 
to enhanced scrutiny. The latter standard would recognize the structural difficulties that outside directors’ 
face when making a decisions that affect a controller. The intermediate standard is sufficiently deferential to 
enable courts to dismiss weak complaints, while at the same time permitting meaningful complaints to 
move forward. 

VI. Concluding Remarks and Q&A 
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