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Hedge Funds and Corporate Governance by Contract:
The Boundaries of Fund Manager Conduct Under Delaware Alternative Entity Law

By Davip W. PorteEOUS AND JAMES G. MARTIGNON

edge funds are an increasingly prevalent and
H growing force in today’s financial marketplace,

and many if not the vast majority of U.S. domestic
funds are formed under Delaware alternative entity
law, i.e., as limited partnerships (“LPs”) or limited li-
ability companies (“LLCs”).? Given the fact that the
hedge fund industry operates free from many of the

! By some estimates, the global hedge fund industry now
manages approximately $2.5 trillion of assets. See, e.g., Global
Hedge Fund Survey 2007, Navigating New Complexities, by
Ernst & Young in cooperation with Ipsos Mori (estimating
hedge fund global industry assets at $2.48 trillion).

2 Sonet v. Timber Co., LP, 722 A.2d 319, 322-24 (Del.Ct.Ch.
1998) (recognizing that Delaware limited partnerships have
become the entity of choice for certain closely-held business
ventures, and are especially prevalent in enterprises where a
general partner is actively engaged in investing the limited
partners’ passive investments, most likely explained by a com-
bination of beneficial tax treatment and the statutory authority
to contract around or enhance fiduciary duties).

David W. Porteous is a partner and James G.
Martignon is an associate in the Hedge Fund
& Investment Management Service Group of
Levenfeld Pearlstein LLC in Chicago. See
www.Iplegal.com/hedgefund

registration requirements imposed by federal securities
laws,® the law governing the interrelationships between
the Fund’s general partners or managing members (the
“Fund Manager”)* and its investors is principally a
function of the parties’ LP or LLC agreement. These
agreements, in turn, are governed by Delaware statute
and a growing body of case law interpreting and defin-
ing the boundaries of permissible conduct by general
partners and managing members to their respective
limited partners or members. Although many of the re-
ported cases to date have arisen outside of the hedge
fund context, LP and LLC statutes and case law inter-
preting them are applicable to all general partners and
managing members. It should be anticipated that this
growing body of law will be applied to Fund Managers
specifically in the investment management context.

In short, Delaware alternative entity law as it pertains
to the obligations owed by a general partner or manag-
ing member, such as a Fund Manager, to its limited
partners or members is evolving, and has been and will
continue to be the subject of litigation in the investment

3 See infra note 19.

4 Although the term “fund manager” is a term of art that
generally refers to a hedge fund’s investment advisor, for ease
of reference and consistency with the single-entity LP and LLC
model discussed below, the term “Fund Manager” as used
herein includes the general partner or managing member re-
sponsible for management of the fund.
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management context during periods of market turbu-
lence. It is imperative, therefore, that Fund Managers
and investors alike understand their rights and respon-
sibilities toward one another under Delaware alterna-
tive entity law and contract accordingly to protect their
respective interests before having to test these prin-
ciples in court.

Delaware Alternative Entity Law Alters the Economics
and Risk-Reward Metrics for Investors in LPs and LLCs. In-
vestors in Delaware LPs and LLCs should also under-
stand that while the policy of freedom of contract un-
derlying Delaware alternative entity law makes possible
operating efficiencies for hedge funds that may result in
higher returns to investors, it does so in exchange of
standard protections afforded to investors under the
common law of fiduciary duty in order to free Fund
Managers to act nimbly and expeditiously. Thus, the
substantive and procedural norms otherwise applicable
to Fund Managers as fiduciaries to their limited part-
ners or members are limited and replaced with
individually-negotiated contractual standards of con-
duct.

This tradeoff presents fundamental investment issues
that should be considered by investors before deciding
whether and how to invest in hedge funds organized as
a LP or LLC. By contracting away Fund Managers’ fidu-
ciary duties and imbuing them with broad discretion in
order to promote economic efficiency and freedom of
contract, Delaware alternative entity law alters the risk-
reward metrics and pricing of these investments in two
key ways. First, transactional costs are increased be-
cause generalized standards governing Fund Manager
conduct are replaced by individualized standards which
must be constructed, negotiated and agreed to within
each fund.

Second, to the extent investors are bargaining away
standard fiduciary protections, such as provided by the
duties of loyalty and care (as explained herein), they
have traded away, ‘“legal protections routinely afforded
to corporations’ shareholders [that] flow from an estab-
lished and predictable jurisprudence.”® As recognized
by Delaware courts, against this potentially limitless
range of standards governing Fund Manager conduct it
becomes, “unclear how the market goes about pricing
the value of protection afforded to limited partners in
any particular flavor of limited partnership.”®

While Delaware courts are keenly aware of this
tradeoff, the “desirability, from an efficient-pricing per-
spective . .. is not a matter for adjudication” by Dela-
ware courts” , nor will they, “be tempted by the piteous
pleas of limited partners who are seeking to escape the
consequences of their own decisions to become inves-
tors in a partnership whose general partner has clearly

5 See, e.g., Sonet, 722 A.2d at 323, n.11 (noting that Dela-
ware corporations are not as affected by such uncertainty and
market pricing issues as they often have very similar corporate
charters and routine legal protections afforded to shareholders
that flow from an established and predictable body of law (i.e.,
fiduciary duty law)).

6 Id. at 323 (reflecting on the difficulties posed to the mar-
ket in pricing the varying range of risk applicable to these en-
tities once fiduciary duties are eliminated or modified).

7 Id. (instructing that such issues should not concern Dela-
ware courts when enforcing LP agreements).

exempted itself from traditional fiduciary duties.”® In-
vestors should understand, therefore, that Delaware
courts will not write into their LP and LLC agreements
new terms borrowed from the law of fiduciary duty on
an ex post facto basis. As explained by one Delaware
court:

Once authorized by law, the decision to adopt and operate
under a particular limited liability structure is the sort of
fundamental business decision that courts routinely pro-
tect. As a general matter, courts should be, and are, reluc-
tant to import jurisprudence from one area of the law—
which is loaded with notions of efficiency and fairness that
are well developed for that particular context —into a sepa-
rate area of the law—where many procedural and substan-
tive aspects present in other legal regimes are only optional
defaults ... When a particular limited partnership has
plainly opted out of the statutory default scheme, judicial
review, in my opinion, must look to the limited partner-
ship’s distinct doctrinal foundation in contract theory.
There is no reason, at least in the case before me, to depart
from that source to further some highly generalized inter-
est of equity.®
An examination of these tradeoffs at the time of con-
tracting is described below under the framework of a
single-entity, Fund Manager-investor relationship (ei-
ther LP or LLC) in order to provide a simple illustration
of hedge fund governance by contract.'® Special consid-
eration is given to the implied covenant of good faith
and fair dealing—the one contractual obligation that
parties to a Delaware LP and LLC may not waive, and
which ultimately defines the standard of conduct to
which they are subject once their fiduciary duties have
been eliminated by agreement.

Hedge Funds and Delaware Alternative Entity Law. Dela-
ware LP and LLC law is the jurisdiction of choice for
hedge funds because it is particularly liberal in allowing
private parties to contractually arrange the terms of
their relationship as they deem fit.!! Specifically, it en-
ables parties to allocate risk, deploy capital, and oper-
ate with maximum efficiency in a manner that might
otherwise be impaired by common law and typical cor-
porate fiduciary standards of conduct. In short, Dela-
ware law recognizes that for sophisticated parties'?, a
“one-size-fits-all” approach, as reflected by the com-
mon law of fiduciary duty, is too paternalistic and inef-
ficient a mechanism to impose in order to protect par-
ties from their own freely-made investment decisions.'?

8 Miller v. Am. Real Estate Partners, LP, No. Civ. A. 16788,
2001 WL 1045643, at *8 (Del.Ct.Ch. Sep. 6, 2001).

9 Sonet, 722 A.2d at 323-34.

10 The application and complexity of these principles in the
multi-entity (e.g., master-feeder) and international context,
which is increasingly being utilized by hedge funds, present
additional issues of their own is outside the scope of this ar-
ticle.

1 Gotham Partners, LP v. Hallwood Realty Partners, LP,
817 A.2d 160, 170 (Del. 2002) (Delaware LP Act embodies
policy of freedom of contract); Elf Atochem North America,
Inc. v. Jafari, 727 A.2d 286, 290 (Del. 1999) (the policy of free-
dom of contract underlies both the LLC Act and the LP Act).

12 Abry Partners V, LP v. F&W Acquisition LLC, 891 A.2d
1032 (Del.Ct.Ch. 2006) (noting that in the alternative entity
context where sophisticated parties have carefully negotiated
their governing documents, Delaware has authorized broad
exculpation and the elimination of fiduciary duties).

13" Miller, 2001 WL 1045643, at *8 (DRULPA puts investors
on notice that fiduciary duties may be altered by partnership
agreements, and Delaware courts will not be tempted by the
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Parties are presumed to understand the implications of
the different forms of business organization available to
them and to have deliberately chosen the form that best
suits their needs.'*

Stated differently, Delaware’s policy of freedom of
contract is in large part built upon a controlled applica-
tion of the doctrine of caveat emptor, or buyer be-
ware.!®> Commercial self-legislation is the rule. In the
hedge fund context, this is consistent with the fact that
interests in the vast majority of hedge funds are sold on
an unregistered basis to accredited investors and/or
qualified purchasers pursuant to exemptions under the
federal securities laws. Accredited investors and quali-
fied purchasers are presumed to be sophisticated par-
ties capable of understanding the risks involved in their
investments and relationships with the Fund Manager
so that the protections afforded in registered offerings
and the common law of fiduciary duties may be
avoided.

Thus, the policy of freedom of contract embedded in
Delaware alternative entity law is reflected in hedge
fund LP and LLC agreements that utilize broad-based,
contractual disclaimers of the Fund Manager’s common
law fiduciary duties, especially of care and loyalty, in fa-
vor of contractually-negotiated (and limited) standards
of conduct.'® While Delaware law permits Fund Manag-
ers to define the scope of their duties and contractual
obligations to investors, by contrast Fund Managers
typically reserve to themselves broad discretion (often
stated as ‘“‘sole discretion” in fund documents) in the
exercise of their powers.

The only limit recognized by Delaware law upon the
exercise of discretion that cannot be waived, however,
is the implied covenant of good faith and fair dealing.
This is a venerable doctrine of contract law that prohib-
its one party to a contract from acting in bad faith to de-
prive the other party of the benefit of its bargain.'”
Thus, the implied covenant of good faith is the backstop
check and balance to which a Fund Manager’s control
and discretion are subject even after his or her fiduciary
duties have been waived by the parties.!® The contours
of the good faith doctrine in the alternative entity con-
text, however, are fluid and still being written by the
Delaware courts.

In light of the frequent reference in fund documents
to the rights of Fund Managers to commit many acts

piteous pleas of limited partners seeking to escape the conse-
quences of their own decisions to become investors in such
partnerships).

4 In re Cencom Cable Income Partners, LP Litig., Civ.Ac-
tion No. 14634, 1996 Del.Ch. LEXIS 17, at *10 (Del.Ct.Ch. Feb.
15, 1996)

15 Miller, 2001 WL 1045643, at *8 (instructing that in large
measure, the Delaware RULPA reflects the doctrine of caveat
emptor).

16 See, e.g., Anglo American Security Fund, L.P. v. S.R. Glo-
bal Int’l Fund, L.P., Case No. Civ.A 2066-N, 2006 WL 1494360
(Del.Ct.Ch. May 24, 2006) (hedge fund operator did not violate
partnership agreement, the terms of which exculpated it from
negligence and instead required gross negligence, by inadvert-
ently booking and misdisclosing to limited partners the with-
drawal of its incentive fee from its capital account).

17 See infra notes 42-46.

18 See, e.g., Gelfman v. Weedon Investors, L.P., 792 A.2d
977, 987 (Del.Ct.Ch. 2001) (finding that parties created a con-
tractual bad faith standard to serve as a check on the general
partner once they had eliminated the general partner’s fidu-
ciary duties of loyalty and care).

with broad and ‘“sole” discretion, the boundaries of
what is and is not permissible under the good faith doc-
trine will continue to be tested by hedge fund partici-
pants and, unless exercised with restraint, be the sub-
ject of future legal challenges. Indeed, the implied cov-
enant of good faith and fair dealing may be the final
arbiter of these conflicts given the limited application of
federal investment advisor and Delaware common law
fiduciary standards to many hedge funds.®

To make an informed decision when considering
whether and how to invest in a hedge fund organized
under Delaware alternative entity law, therefore, it is
necessary to understand the distinctions between com-
mon law fiduciary duties and those applicable to gen-
eral partners and managing members under Delaware
LP and LLC law.

Fiduciary Duties of General Partners and Managing
MembersUnder Delaware Common Law. General partners
of Delaware LPs and managing members of Delaware
LLCs owe fiduciary duties to their respective partners
or members, including the traditional fiduciary duties of
loyalty, care, good faith and fairness.?® These duties are
akin to those owed by directors or officers of a corpora-
tion. In short, general partners and managing members:

B may not place their own interests in front of those
of their beneficiaries;

B must act in an informed manner, in good faith,
and in the honest belief that their actions are in the best
interest of their entities; and

® may not play favorites among their beneficiaries.

They must also act in accordance with a fiduciary
duty of good faith (not to be confused with the implied
contractual covenant of good faith and fair dealing).?!
While the contours of this duty, like its contractual good
faith counterpart, are undergoing significant develop-

19 Susan Beck, “Daring and Controversial Legal Structures
Help Fortress and Blackstone Avoid Tax and SEC Scrutiny,”
The American Lawyer, November 5, 2007 (outlining contro-
versy regarding how Blackstone had set up its corporate struc-
ture to avoid inter alia regulation by the SEC as an investment
company and thus the range of protections afforded investors
under the Investment Company Act, shareholder rights and
protections mandated by NYSE rules that are not applicable to
partnerships, and arguably investor protections generally ap-
plicable under Delaware law). See also Goldstein v. SEC, 451
F.3d 873 (D.C.Cir. 2006) (overturning SEC rule requiring most
hedge fund advisors to register with the SEC under the Invest-
ment Advisors’ Act).

20 Gotham Partners, 817 A.2d at 170; Twin Bridges Ltd.
P’ship v. Draper, Case No. Civ. A. 2351-VCP, 2007 WL
2744609, at *20 (Del.Ct.Ch. Sep. 14, 2007) (a general partner
in a limited partnership has a duty to exercise the utmost good
faith, fairness and loyalty comparable to that of corporate di-
rectors); Metro Communication Corp. BVI v. Advanced Mobil-
comm Technologies, Inc., 854 A.2d 121 (Del.Ct.Ch. 2004) (mi-
nority member of LLC stated claim for breach of fiduciary duty
against majority member and managers for failure to disclose
alleged bribery scheme); Boxer v. Husky Oil Co., 429 A.2d 995,
997 (Del.Ct.Ch. 1981) (general partners owe to limited part-
ners fiduciary duties of utmost good faith, fairness and loyalty,
no less than that of a corporate director to a shareholder).

21 Myron T. Steele, Article: Judicial Scrutiny of Fiduciary
Duties in Delaware Limited Partnerships and Limited Liability
Companies, 32 Del.J.Corp.L., 1, at *14 (2007) (noting that the
concept of good faith borrowed from contract law as opposed
to the triad duties of loyalty, care and good faith of fiduciary
duty law, is the lens through which the Delaware legislature
decided to view LP and LLC agreements).

ALTERNATIVE INVESTMENT LAW REPORT  ISSN 1941-6563

BNA  5-14-08



4

ment under Delaware law, the fiduciary duty of good
faith generally precludes fiduciaries from acting: with
an intent to do harm; in conscious disregard of their
known duties; with a purpose other than that of advanc-
ing the best interests of the entity; or with an intent to
violate the law.??

In addition, Delaware law also recognizes a fiduciary
duty of disclosure,?® which requires a fiduciary to dis-
close all material facts when asking its beneficiaries to
act, and prohibits the knowing dissemination of false
information when a disclosure is not connected to a
specific request to act.?*

The source of these duties ultimately flows from the
nature of the relationship between the parties—in short,
society charges those with day-to-day control of busi-
ness entities or their investments with duties, or sub-
stantive norms of commercially acceptable conduct, in
order to prevent them from abusing their power at the
expense of the entity and its equity stakeholders—the
true beneficiaries of the entity’s assets, property and
value.?® Thus, when a fiduciary is on both sides of a
transaction with its entity or derives a personal benefit
not shared with the other stakeholders, he or she car-
ries the burden of demonstrating the utmost good faith
and the inherent fairness of the bargain.?® The fiduciary
is charged with demonstrating both: fair dealing, ad-
dressing such questions as the timing of the transac-
tion, and how it was initiated, structured, negotiated,
disclosed, and approved; and, fair price, reﬂecting the
economic and financial aspects of the transaction.*”

This is particularly true where a fiduciary exercises
discretion in the management of and in its interactions
with the entity or its stakeholders. Under the law of fi-
duciary duty, when a fiduciary exercises its control, its
decisions must be made according to a fair process.
This turns primarily on the extent to which the interests
of the limited partners or members were given due con-
sideration in the decision-making process.?® A fiduciary
may not exercise its discretion in a manner that is in-
consistent with the purposes of the LP or LLC, such as
by knowingly depriving a limited partner or member of
its interest for less than it is worth absent a pre-existing
contractual right to do so?°, or by favoring the interests

22 In re Walt Disney Co. Derivative Litig., 906 A.2d 27,
63-67 (Del. 2006).

23 Malone v. Brincat, 722 A.2d 5 (Del. 1998); Metro Com-
munication, 854 A.2d at 156-58.

24 Malone, 722 A.2d at 6-13; Metro Communications, 854
A.2d at 156-58.

25 See, e.g., In re USA Cafes, LP Litig., 600 A.2d 43, 47-49
(Del.Ct.Ch. 1991) (explaining same and finding that directors
of a corporate GP could be liable for breach of fiduciary duty
to the limited partners of the LP for allegedly causing or allow-
ing the GP to sell the LP’s assets for less than fair value to the
GP’s corporate shareholders in exchange for personal com-
pensation to the directors); In re Boston Celtics Ltd. P’Ship
Shareholders’ Litig., C.A. No. 16511, 1999 Del.Ch.LEXIS 166,
at *10 (Del.Ct.Ch. Aug. 6, 1999) (instructing same and that the
form of the enterprise does not diminish the duty of fair deal-
ing by those in control of the entity’s investments).

26 Weinberger v. UOP, Inc., 457 A.2d 701, 71-11 (Del. 1983).

27Id. See also In re Boston Celtics Ltd. P’Ship Sharehold-
ers’ Litig., 1999 Del.Ch.LEXIS 166, at *13 (instructing same in
the limited partnership context)

28 Miller, 2001 WL 1045643, at *10.

29 Gelfman v. Weedon Investors, L.P., 859 A.2d 89, 124-25
(Del.Ct.Ch. 2004) (finding same where general partner

of one partner or member over another.3® While the
grant of sole discretion may alter these principles by
eliminating the fair process component of the fiducia-
ry’s conduct, it does not obviate the requirement that
the fiduciary’s conduct and exercise of discretion be
substantively fair.3!

Needless to say, the law of fiduciary duty provides
powerful substantive and procedural safeguards which
sit at the heart of Delaware business law.

Delaware Alternative Entity Law and the Freedom of Con-
tract. Delaware, however, recognizes that the forced ap-
plication of generalized, common law standards of con-
duct may not apply effectively or efficiently for sophis-
ticated and innovative parties whose ventures may have
different operating needs and whose risk tolerances
may be quite different than those of the typical investor.
As such, Delaware LP and LLC law affords parties the
opportunity to self-legislate the terms of their relation-
ship and make radical departures from the substantive
and procedural norms of the common law of fiduciary
duty.

Section 17-1101(d) of the Delaware Revised Uniform
Limited Partnership Act (“DRULPA”) allows partners
to define the parameters of their duties to one another.
In pertinent part, it provides that:

To the extent that . .. a partner or other person has duties
(including fiduciary duties) to a limited partnership or to
another partner or to another person that is a party to or is
otherwise bound by the partnership agreement, the part-
ner’s or other person’s duties may be expanded or re-
stricted or eliminated by provisions of the partnership
agreement; provided that the partnership agreement may
not eliminate the implied contractual covenant of good faith
and fair dealing.??

Section 18-1101(c) of the Delaware Limited Liability
Company Act provides the same with respect to mem-
bers and managers of LLCs.??

While courts may look to the common law of fidu-
ciary duty for guidance, a Fund Manager’s obligations
largely depend upon the terms of the partnership agree-
ment>* or LLC agreement.3® Assuming the parties have
made their intentions plain to adopt a contractually-
negotiated standard of conduct, their common law fidu-
ciary duties will be pre-empted by the contractual stan-
dard they choose.?® This is usually accomplished by the
parties placing various explicit clauses in their LP or
LLC agreement amending the Fund Manager’s fidu-

breached its fiduciary duty by forcibly redeeming outside in-
vestors at less than fair market value).

30 Fitzgerald v. Cantor, No. Civ.A 16297, 1999 WL 182571,
at *1 (Del.Ct.Ch. Mar. 23, 1999).

31 Miller, 2001 WL 1045643, at *10-11 (concluding same on
tentative basis).

32 6 Del.C. § 17-1101(d) (emphasis added).

33 6 Del.C. § 18-1101(c).

34 Gotham Partners, 817 A.2d at 170.

3% Douzinas v. American Bureau of Shipping, Inc., 888 A.2d
1146, 1149-50 (Del.Ct.Ch. 2006) (recognizing that in the alter-
native entity context, it is frequently impossible to decide fidu-
ciary duty claims without close examination and interpretation
of the governing instrument of the entity giving rise to what
would otherwise by default be a fiduciary relationship).

36 Sonet, 722 A.2d at 322. Compare Miller, 2001 WL
1045643, at *10 (finding that fiduciary duty standards applied
where parties had not explicitly provided that the terms of the
partnership agreement displaced general partner’s fiduciary
duties when acting in its sole discretion).
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ciary duties.3” A typical contractual clause eliminating
or curtailing fiduciary duties might appear as follows:

Each limited partner and assignee hereby agrees that any

standard of care or duty imposed under the Delaware

RULPA or any other applicable law is hereby modified,

waived or limited as required to permit the General Partner

to act according to the standards provided for by this

Agreement.

Delaware courts will give full force to such clauses
assuming they are plain and unambiguous.?® Appar-
ently, so too will federal regulators.>® Any question re-
garding a Fund Manager’s obligations will thus be de-
cided by the explicit terms of the contract,*® subject to
good faith-bad faith considerations.*!

The Contours of Good Faith & Fair Dealing. The implied
covenant of good faith and fair dealing, not to be con-
fused with the fiduciary duty of good faith, requires that
a party to a contract refrain from arbitrary or unreason-
able conduct which would have the effect of preventing
the other party from receiving the fruits of the con-
tract.*?

In other words, the covenant protects the “spirit” of
the contract by preventing one party from using oppres-
sive or underhanded tactics to deny the other party the
benefit of its bargain.*® Faithfulness to the parties’
agreed common purpose is required, and the parties’
justified expectations at the time of contract formation
will determine the reasonableness of any challenged
conduct.** These principles apply even where a con-
tract allows a party to exercise discretion.*® Thus, in
theory, a party may breach the implied covenant of
good faith and fair dealing even if it has not explicitly
violated an express term of the contract.*®

Against the back-drop of this policy of freedom of
contract, the implied covenant of good faith and fair
dealing is a potentially potent obligation that the law
implies into every contractual relationship. Neverthe-
less, it is not a grant for courts to do equity or write
terms into the parties’ contract that do not exist. Rather,
Delaware courts apply the doctrine cautiously and only
where issues of compelling fairness arise.*”

37 Continental Ins. Co. v. Rutledge & Co., Inc., 750 A.2d
1219, 1235 (Del.Ct.Ch. 2000).

38 1d.

39 See “Sentinel’s request to block redemptions denied”,
CNNMoney.com, August 14, 2007 (U.S. Commodity Futures
Trading Commission denies hedge fund’s request to block cli-
ent redemptions as CFTC has no role in such ‘“corporate’ mat-
ters), available at  |http://money.com/2007/08/14/news/|
kcompanies/sentinel.reut/index.htm)

%0 Continental Ins., 750 A.2d at 1235.

41 Gelfman, 792 A.2d at 980.

42 PAMI-LEMB I Inc. v. EMB-NHC, L.L.C., 857 A.2d 998,
1016 (Del.Ct.Ch. 2004)

4B 1d.

44 Continental Ins. , 750 A.2d at 1234.

45 PAMI-LEMB I, 857 A.2d at 1015.

46 1d.

47 Continental Ins., 750 A.2d at 1234. See also Cincinnati
SMSA LP v. Cincinnati Bell Cellular Systems Co., 708 A.2d
989, 992 (Del. 1998) (courts should be cautious and exacting
when asked to imply contractual obligations into a limited
partnership agreement from the written text of that agree-
ment). Corporate Property Associates 14 Inc. v. CHR Holding
Corp., C.A. No. 3231-VCS, 2008 WL 963048, at *5 (Del.Ct.Ch.
Apr. 10, 2008) (citing Aspen Advisors LLC v. United Artists
Theatre Co., 861 A.2d 1251 (Del. 2004)) (holding that the use
of the implied covenant of good faith and fair dealing to imply

Furthermore, the implied covenant as a contractual
obligation does not impose the same substantive and
procedural safeguards as do fiduciary duties, including
the fiduciary duty of good faith. Rather, the law of fidu-
ciary duty places the burden on the fiduciary to demon-
strate under a heightened standard of scrutiny the en-
tire fairness of any self-interested transaction with its
entity once the plaintiff has sufficiently pled a breach of
any of the fiduciary’s duties of loyalty, care or good
faith.*® Usually this is accomplished by demonstrating
that the fiduciary was on both sides of a transaction
with its entity, or that it derived a personal benefit not
sharefg with the entity or other limited partners or mem-
bers.

In contrast, contractual good faith does not impose
such a burden. Instead, the burden to prove a breach of
bad faith belongs to the plaintiff-limited partner or
member, as opposed to being shifted to the otherwise
would-be fiduciary Fund Manager to prove the entire
fairness of its conduct.®® The distinction can be critical
and is often outcome-determinative in fiduciary duty
litigation.®*

In addition, while the fiduciary duty of good faith,
like all fiduciary duties, arguably imposes substantive
norms of conduct on the fiduciary due to the nature of
its relationship with its beneficiary, contractual good
faith is a tool of contract interpretation with no substan-
tive content independent of the terms of the parties’
contract.®? Thus, the otherwise would-be fiduciary is
free to pursue its own interests first, pursuant of course
to the terms of the LP or LLC agreement, as would any
other party to the contract. Such is the nature of a con-
tractual relationship.

In short, while the implied covenant of good faith and
fair dealing is a potent prohibition against bad faith
conduct, it does not provide the same substantive or
procedural protections as are inherent in fiduciary du-
ties, nor should parties to Delaware LPs or LLCs expect
it to do so by default.>® Nevertheless, if these tradeoffs

protections not in the contract, “would be to grant [plaintiff]
by judicial fiat, contractual provisions that they failed to secure
for themselves at the bargaining table”).

48 Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 361 (Del.
1993).

49 In re Boston Celtics Ltd. P’Ship Shareholders’ Litig., 1999
Del.Ch.LEXIS 166, at *12-13.

50 Fitzgerald, 1999 WL 182571, at *1 (instructing that the
implied covenant of good faith and fair dealing is not impli-
cated simply because a managing general partner made a self-
interested invocation of its contractual discretion; rather, it
simply removes the burden from the general partner of show-
ing good cause for its action when a genuine dispute arises).

51 Paul M. Altman and Sriniva M. Raju, Delaware Alterna-
tive Entities And The Implied Contractual Covenant of Good
Faith and Fair Dealing Under Delaware Law, 60 Bus. Law.
1469, 1474 n. 29 (Aug. 2005); Andrew S. Gold, On The Elimi-
nation of Fiduciary Duties: A Theory of Good Faith For Unin-
corporated Firms, 41 Wake Forest L.Rev. 123, 132-33 (Spring
2006).

52 Dunlap v. State Farm Fire & Cas. Co., 878 A.2d 434, 442
n.29 (Del. 2005) (citing to Duquesne Light Co. v. Westinghouse
Elec. Corp., 66 F.3d 604 (3rd Cir. 1995) for the principle that
courts utilize the implied covenant of good faith as an interpre-
tive tool to determine the parties’ justifiable expectations, not
to enforce an independent duty divorced from the specific
clauses of the contract).

53 Gotham Partners, LP v. Hallwood Realty Partners, LP,
No. Civ. A 15754, 2000 WL 1476663, at *10, n.26 (Del.Ct.Ch.
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are understood and the parties carefully and explicitly
delineate the scope of their contractual rights and obli-
gations to one another, the covenant can provide a
shield to enforce a minimum standard of agreed-upon
conduct with which the Fund Manager must comply, al-
beit in the fact-specific context of the parties’ LP or LLC
agreement, thereby protecting the expectations of in-
vestors and Fund Managers alike.

So What is Bad Faith? There is no exact definition of
what constitutes ‘“good faith” under Delaware law.
Rather, courts define good faith negatively—i.e., by
what it is not, bad faith—which takes on meaning in the
particular factual context in which a party’s conduct is
considered.’*

Generally, bad faith is more encompassing than
fraud, although one who commits fraud would gener-
ally be considered to have acted in bad faith.”® Unlike
fraud, however, which requires knowingly-made false
misrepresentations (or omissions) of fact on which the
speaker intends that the other party reasonably relies to
its detriment, bad faith simply requires a “tortious state
of mind.”®® As more thoroughly explained by the Dela-
ware Supreme Court:

“[flraud” is distinct from . . . “bad faith.” In the legal sense,
“fraud” is . .. an intentional perversion of the truth for the
purpose of inducing another in reliance upon it to part with
some valuable thing belonging to him or to surrender a le-
gal right . ... Conversely ... “bad faith is not simply bad
judgment or negligence, but rather it implies the conscious
doing of a wrong because of dishonest purpose or moral
obliquity; it is different from the negative idea of negligence
in that it contemplates a state of mind affirmatively operat-
ing with furtive design or ill will.>”

In plain English, conduct in knowing violation or dis-
regard of the other party’s contractual rights is “bad
faith.”’®® Furthermore, and unlike claims of fraud which
must be pled with particularity in litigation, bad faith fo-
cuses on the defendant’s intent and state of mind and
may be averred generally to state a claim.>®

In contrast, Delaware courts find that if one acts in
good faith reliance on the terms of the partnership
agreement and does not engage in underhanded, op-
pressive or opportunistic advantage-taking, consciously
in derogation of its partner’s or member’s rights and
reasonable expectations at the time of contract forma-
tion, there is no bad faith. This includes self-interested
transactions or conduct allowed by the LP or LLC

Sep. 27, 2000) (noting that disgruntled parties often assert
breach of fiduciary duty in this context, but instructing that it
improper to assert a breach of fiduciary duty in order to re-
write the terms of a partnership agreement).

5% E.I. Dupont de Nemours and Co. v. Pressman, 679 A.2d
436, 443 (Del. 1996) (explaining that the phrase good faith is
an excluder, a phrase without general meaning of its own
which excludes a wide range of forms of bad faith; the phrase
takes on meaning in a particular context, usually by way of
contrast with the specific form of bad faith actually or hypo-
thetically excluded).

55 Id. at 438 (describing bad faith as including acts of fraud,
deceit or intentional misrepresentation).

56 Desert Equities, Inc. v. Morgan Stanley Leveraged Equity
Fund, II, LP, 624 A.2d 1199, 1208 (Del. 1993).

571d. at 1208, n. 16.

58 PAMI-LEMB I, 857 A.2d at 1016.

59 Desert Equities, 624 A.2d at 1208.

agreement that may not otherwise be permissible under
the common law of fiduciary duty.®°

Under these principles, Delaware courts have in-
structed that the following types of conduct constitute,
or would if proven constitute, bad faith by a general
partner or managing member in breach of the implied
covenant of good faith and fair dealing:

®m A general partner repudiates valuation formula re-
quired by buy-sell provisions of partnership agreement,
unilaterally attempts to replace it with formula de-
signed to artificially reduce the buyout price of a limited
partner’s interest in knowing violation of that investor’s
rights, and threatens coercive litigation to deprive the
investor of the entire value of its investment unless the
investor forgoes its withdrawal rights under the part-
nership agreement.5!

B A general partner excludes i