
Corporate directors who do busi-
ness with the companies on 
whose board they serve can be 
exposed to charges of conflict of 

interest. While some companies adopt for-
mal conflict of interest policies to identify 
and deal with conflicts, many – particular-
ly private, closely-held corporations – do 
not. Failure to properly manage conflict 
of interest transactions can give rise to 
shareholder disputes and litigation. Rec-
ognition of the issues presented by such 
transactions and addressing them through 
proper corporate governance mechanisms 
at the front end can significantly reduce 
litigation risk.

The fiduciary duty owed by corporate 
directors to the corporations they serve 
includes a duty of loyalty. The duty of loy-
alty generally requires that directors act 
in the best interests of the corporation 
and put the company’s interests ahead of 
their own. Contracts or other transactions 
between a corporation and a director or 
director-affiliated business can be at-
tacked as a violation of a director’s duty of 
loyalty – presumably, the better the con-
tract is for the director, the worse it will be 
for the corporation. Human nature being 
what it is, a director’s self-interest can re-

sult in the director gaining the benefit of 
a “sweetheart deal” at the expense of the 
corporation.

Conflict of interest transactions are fairly 
common. For example, a private corpora-
tion with manufacturing operations may 
lease its manufacturing facility from the 
majority owner (who is also a corporate 
director) or another company affiliated 

with that owner. Similarly, it is not un-
common for an owner-director of a pri-
vate company to make loans or advances 
to the company. To the extent that such 
business transactions unfairly benefit – or 
even appear to unfairly benefit – the di-
rector at the expense or to the detriment 
of the corporation, they may raise legiti-

mate concerns on the part of minority 
shareholders who do not share in the ben-
efits of the deal. Siphoning off corporate 
earnings through corporate leases, loans 
or other transactions favorable to major-
ity shareholders can be a method used to 
“squeeze-out” or otherwise, marginalize 
minority shareholders.

Traditionally, application of the duty 

of loyalty owed by directors to a corpora-
tion rendered director conflict of interest 
transactions voidable. The impractical-
ity of this approach became apparent over 
time, given the increased complexity of 
corporations and their management. As a 
result, Minnesota (like many other states) 
adopted a statute that established corporate 
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governance “safe harbors” designed to in-
oculate such transactions from claims that 
the transactions violated a director’s duty 
of loyalty to the corporation. Specifically, 
Section 302A.255 of Minnesota’s Business 
Corporations Act, a contract or transaction 
between a corporation and one or more of 
its directors (or individuals or companies 
closely affiliated with them) is not void 
or voidable if it is approved through cor-
porate governance procedures that keeps 
the director’s conflict of interest out of the 
equation. Full disclosure of the conflict and 
corporate decision-making by individuals 
free from any conflict of interest help to in-
oculate the transaction from attack.  

Minnesota law established two corpo-
rate governance procedures for approving 
conflict of interest transactions that, if fol-
lowed, will immunize the transaction from 
duty of loyalty challenges:

Shareholder Approval. Under this op-
tion, the contract or transaction is approved 
in good faith by shareholders holding at 
least two-thirds of the voting shares (other 
than shares owned by the interested direc-
tor) or the unanimous vote of all shares 
(in the unlikely event that all shareholders 
have a conflict of interest). To be effective, 
this method of approval requires that all 
material facts relating to the transaction 
and the director’s interest in the transaction 
be fully disclosed prior to approval.

Board Approval. The contract or trans-
action can alternatively be approved at the 
board of director level, but must be ap-
proved in good faith by a majority of the 
board or a committee of the board, without 
counting the interested director in deter-
mining the presence of a quorum to hold 
a vote and without allowing the interested 
director to vote. Like the previous option, 
this method also requires prior disclosure 
of facts relating the transaction and the di-
rector’s conflict of interest.

Failure to act in accordance with one of 
these “safe harbor” procedures for approv-
ing the contract or transaction does not au-
tomatically mean that the transaction can 
be successfully challenged. A third option 
that can be employed to escape the void-
ability of the transaction is for the party 

seeking to enforce or establish the valid-
ity of the conflict of interest transaction 
to sustain the burden of proving that the 
transaction was “fair and reasonable” to 
the corporation. However, this approach 
is significantly less attractive than the first 
two options. It is relatively straightfor-
ward to determine whether a contract or 
transaction is approved in a manner that 
meets the procedural requirements under 
the two prior options. This third option, 
by contrast, focuses not on the process for 
approving the transaction, but rather on 
an after-the-fact assessment of the “fair-
ness” and “reasonableness” of the end re-
sult. Such issues are far more susceptible to 
disagreement and dispute. As a result, this 
third option often causes disputes, rather 
than avoiding them.

Formal conflict of interest policies are a 
good idea for most corporations, but even 
without such formal policies, following 
proper corporate governance procedures 
established by Minnesota law for approv-
ing conflict of interest transactions can go a 
long way to avoid the kind of disputes that 

can arise when conflicts of interest are not 
disclosed, or when a self-interested direc-
tor is involved in approving the conflict of 
interest transaction.
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