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Issue

As a subsidiary of a Delaware corporation that is a 100% owner of a general partnership, does the subsidiary (or affiliate) owe any fiduciary duties to a limited partner, and if so, what duties does the corporation owe to the limited partner?
Brief Answer

Wallace v. Wood held that officers, affiliates and parents of a general partner, may owe fiduciary duties to limited partners if those entities control the partnership’s property.  However, per the partnership agreement, the party’s can contract to limit these fiduciary duties.  The affiliate owes the general partner the fiduciary duty, at least, not to self-deal if the affiliate exercises control over the partnership’s property.

Discussion


There is no statutory rule governing whether an affiliate owes a fiduciary duty to limited partners of a limited partnership.  However, in In re USACafes, LP Litigation, the limited partners brought allegations that the directors of the corporate general partner breached their fiduciary obligations as directors of a Delaware corporation in connection with the sale of partnership assets.  In essence, their claim was that the sale of the partnership assets were at a low price, favorable to the third party corporation, because the directors of the corporate general partner received substantial side payments to induce the general partner to sell the partnership assets for less than the price that a fair process would have yielded.
  Because the Chancery Court found no previous precedent, the court looked to trust law.  In a trust, the directors and officers of a corporate trustee are under a duty to the beneficiaries not to convert to their own use property of the trust administered by the corporation.
  Likewise, a director of a corporate general partner bears a similar duty towards the limited partnership.  

In determining the scope of that fiduciary duty, the court stated that a general partner does have a fiduciary duty to a controlling shareholder, as well as, directors of the general partner who more directly than a controlling shareholder, are in control of the partnership’s property.
  This suggests that if, in fact, a controlling shareholder is considered to have a fiduciary duty to limited partners, that an affiliate might also have some fiduciary duty.  On the other hand, an affiliate has no real control over the assets of the limited partnership, the parent company does.  Additionally, this case is distinguishable because it concerned the sell of partnership assets and in this case, the breach resulted from inducement by side payments to the general partner, which probably had some influence on the Delaware court’s decision.  In any case, the court declined to determine the full scope of that fiduciary duty, only concluding that a controlling shareholder, general partner, or director of a general partner has a duty not to use control over the partnership’s property to the advantage of the corporate director at the expense of the partnership.
  


The Chancery Court did, however, touch on two issues.  The court stated that a self-dealing transaction in which the board of the corporate general partner formed a new entity and then caused the general partner to sell partnership assets to the new entity at an unfairly small price, injuring the partnership and its limited partners would be a breach of the corporate general partner’s and the directors fiduciary duty.
  Additionally, the court suggested that the use of confidential information by a director concerning the partnership’s business not yet known by the board of the general partner, while it may not be a breach of loyalty or care by the general partner itself, there may be director liability to the partnership.
  If a corporate director of a general partner has a duty to disclose confidential information to a limited partner, why shouldn’t an affiliate?  On the other hand, an affiliate is not directly involved in the general partnership’s business, and thus wouldn’t have enough control over the partnership’s interest.

Some light was shed on the issue of whether an affiliate has some fiduciary duty to a limited partnership in Wallace v. Wood.  In this case, the limited partners alleged that the officers, affiliates and parents of the general partners of the limited partnership personally caused the limited partners to enter into self-interested transactions.  Plaintiffs claimed that the affiliates, parents, and officers circumvented the partnership’s debt limitations; and then used the affiliate to make acquisitions and usurped business opportunities available to the Limited Partnership.  The court stated it is well settled that, unless limited by the limited partnership agreement, the general partner of a Delaware limited partnership and the directors of a corporate General Partner who controls the partnership, like directors of a Delaware corporation, have the fiduciary duty to manage the partnership in the partnership’s interests and the interests of the limited partners.
  The court concluded that officers, affiliates and parents of a general partner, may owe fiduciary duties to limited partners if those entities control the partnership’s property.  However, this case has been remanded to determine whether there was a breach of fiduciary duty on the part of  the corporate directors, general partner, and/or affiliate.  Those duties, when owed may not be breached in a manner that harms the partnership.  

While, this case suggests that affiliates have a fiduciary duty to limited partners of a limited partnership, this only applies if the affiliate exercises direct control of the partnership’s interests.  Also, this fiduciary duty can be limited by the partnership agreement as a precautionary measure.  However, in the sale of an affiliate’s assets to a limited partnership, in which the general partner is directly owned by the parent corporation of the affiliate, the affiliate exercises no direct control of the partnership’s interests.  

B. What is Sufficient Control?

There is no case law that determines what amounts to sufficient control for an affiliate to have a fiduciary duty to the limited partnership, and more specifically, to the limited partner in the sale of assets.  However, the Delaware Revised Uniform Limited Partnership Act (RULPA) sets out certain things that will not deem the limited partner as participating in control of the limited partnership.  For example, consulting with and advising a general partner, attending a meeting of partners, voting on the sale, exchange, lease, mortgage, pledge or other transfer of all or substantially all of the assets of the limited partnership, or removing a general partner will not be considered participating in the control of the partnership.  Presumably, the Chancery Court would require proof of, at least, this much control of the partnership on the part of the affiliate, for the affiliate to be held to have a fiduciary duty to the partnership and the limited partners.

C. How Might an Affiliate avoid a Fiduciary Duty to Disclose


In re Cencom Cable Income Partners, LP Litigation was a case in which the limited partners brought suit because the general partners made a sale of certain partnership assets that may not have been in the partnership’s best interests.
  The limited partner claimed that the general partner stood on both sides of the transaction by monitoring the appraisal process and electing to purchase the assets.  However, the court recognized that the Delaware Revised Limited Partnership Act recognizes partners may modify fiduciary duties through contract.  The limited partnership agreement may authorize actions creating a “safe harbor” for the general partner under circumstances that might otherwise be questionable or impose a stricter standard of scrutiny than the norm.  The Court concluded in this case that the general partner had no fiduciary duty, in the sale of assets, per the partnership agreement. An affiliate, on the other hand, would not have this type of involvement with the general partner, but if the general partner did, this case suggests that a partnership agreement may contract around any rules and limit any fiduciary duties it might have to the limited partners, including disclosure of valuation assessments for a sale of the same assets to a third party, thus protecting the general partners, directors, and affiliates. 


Also, provided that the affiliates relationship to the parent company was disclosed, it is arguable that the difference in valuation assessments was created by financial synergy perhaps due to the fact that the limited partnership is in a similar line of business or due to the increased efficiency of management in managing the particular assets for sale.  On the other hand, a third party that is not as familiar with the company’s management style, would not create the same management efficiencies and financial synergies by the purchase of the assets, and thus, the asset valuation in a sale of the same assets to the third party may be lower.    

D. Conclusion

 In re USACafes, LP Litigation, the limited partners claim was that the sale of the partnership assets were at a low price, favorable to the third party corporation, because the directors of the corporate general partner received substantial side payments to induce the general partner to sell the partnership assets for less than the price that a fair process would have yielded.  Because the Chancery Court found no previous precedent, the court looked to trust law.  In determining the scope of that fiduciary duty, the court determined that a general partner does have a fiduciary duty to a controlling shareholder, as well as, directors of the general partner who more directly than a controlling shareholder, are in control of the partnership’s property.  This suggests that if, in fact, a controlling shareholder is considered to have a fiduciary duty to limited partners, that an affiliate might also have some fiduciary duties.  On the other hand, an affiliate has no real control over the assets of the limited partnership, the parent company does.  Additionally, this case is distinguishable because it concerned the sell of partnership assets and in this case, the breach resulted from inducing the corporate general partner to sell assets to the third party by side payments. This flavor of self-dealing probably had some influence on the Delaware court’s decision.  

The court also suggested that the use of confidential information by a director concerning the partnership’s business not yet known by the board of the general partner, while it may not be a breach of loyalty or care by the general partner itself, there may be director liability to the partnership.  If a corporate director of a general partner has a duty to disclose confidential information to a limited partner, why shouldn’t an affiliate?  On the other hand, an affiliate is not directly involved in the general partnership’s business, and thus wouldn’t have enough control over the partnership’s interest.

Wallace v. Wood extended In re USACafes when limited partners alleged that officers, affiliates and parents of the general partners of the limited partnership personally caused the limited partners to enter into self-interested transactions.  The Delaware Chancery court concluded that officers, affiliates and parents of a general partner may owe fiduciary duties to limited partners if those entities control the partnership’s property.  However, the court has not yet determined whether there was a breach of fiduciary duty on the part of the corporate directors, general partner, and affiliates.

While, there is no case law on what is sufficient control by an affiliate over a limited partnership, The Delaware Revised Uniform Limited Partnership Act (RULPA) has made it harder for limited partners to be held liable for exercise of control over a limited partnership by enumerating the following as activities that will not be sufficient for control of the partnership: 1) consulting with or advising a general partner, 2) voting on the sale, exchange lease, mortgage, pledge or other transfer of all or substantially all of the assets of the limited partnership, or removing a general partner, or 3) attending a meeting of partners.  The Delaware Uniform Limited Partnership Act sets out the “control test plus” which requires that in order for a limited partner to be liable to third parties the limited partner must have participated in control and the third party must have “reasonably believed, based on the limited partner’s conduct, that the limited partner is a general partner.”  Since there is no case law on the subject, at least this type of control would probably be necessary for an affiliate to have some fiduciary duties to the limited partners in a limited partnership.

 
An affiliate could avoid any chance of owing these fiduciary obligations to limited partners in a limited partnership by setting forth those limitations in the partnership agreement or amending the partnership agreement with those limitations on fiduciary obligations.
  


Also, there is another argument for avoiding a fiduciary obligation to disclose a valuation assessment for a sale to a third party.  The business judgment rule applies when there is no self-dealing and no breach of fiduciary duty. Presumably, a valuation assessment of the sale of assets to a limited partnership managed by the affiliate’s parent company should be valued higher due to financial synergy created by the similarity in management (creating management efficiency) and that the parties are in the same line of business, possibly creating economies of scale or other cost decreases.  On the other hand, a third party is dealing with possibly managing the assets differently, and the same synergies may not be created.  Thus, it is likely that there would be a higher asset valuation for a limited partnership managed by a general partner owned by the affiliate’s parent company.  This would indicate that there was no self-dealing nor was there a breach of fiduciary duty, because there was an asset valuation conducted, thus the business judgment rule would apply, and provide sufficient protection for both the affiliate, corporate directors, and the general partner.
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