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Fund managers who want to
understand the content of their duties
to investors usually have to consult
multiple sources, and different fund
managers are likely to find that they
owe duties that differ, at least in subtle
ways, from those owed by their peers.
The first, and usually most important,
source of duties is the contract that
gives the manager its mandate,
including the fund’s constitution or
governing documents. For a private
fund manager, that is generally the
highly specific and (usually) negotiated
limited partnership agreement (LPA),
and any investor-specific side letters.
Of course, a private fund manager
is in a very different position in that
respect from many other types of asset
manager. For example, when a pension
fund trustee is investing on behalf of a
large class of beneficiaries, its mandate
may only be specified in rudimentary
terms and detailed investment
preferences may be impossible

to discern. In any case, different
beneficiaries are likely to have different,
and perhaps conflicting, wishes.
Trustees will probably not even attempt
to discover them, while regulators may
take the view that the ultimate asset
owners are not sophisticated enough to
give specific instructions and, therefore,
restrict their contractual freedom
to do so. None of that is true for an
institutional private equity fund.
Secondly, there are the background
legal duties, as modified or
supplemented by duties imposed by
any relevant regulator or legal rule.
Any such duties are clearly specific to
the legal and regulatory regimes that
the manager or its investors face in
the countries in which they are active
and in which their fund vehicles are
established. In many cases, a single
fund management group will need
to comply with mandatory or default
duties imposed by several different legal
systems and regulators. As mentioned
above, some asset classes and investor

types will warrant more regulatory
intervention than others. Traditionally,
private equity has not been a retail
asset class and has seen less legal
and regulatory interference with its
investment mandates.
These two distinct sources of duties
come together to form what is often
referred to as the “fiduciary duty”
owed by a fund manager to its funds
and/or their underlying investors (even
though, in strict legal terms, some or all
of the duties may not be “fiduciary”).
It is inaccurate, however, to assume
that the concept of fiduciary duty, and
the obligations that flow from owing
a fiduciary duty, comprise a fixed and
consistent set of obligations. While
the underlying principles that give
rise to the obligations may be similar,
the precise nature and scope of the
duties may vary considerably—as will
the remedies available to investors or
regulators to enforce them.

The question of fiduciary duty often
arises in the context of discussions
about “responsible investment,” or the
integration of environmental, social and
governance considerations (ESG) in the
investment process. Specifically, there
are often debates about the extent
to which a private fund manager’s
fiduciary duties allow or require it to
take ESG considerations into account in
making decisions. However, given that
these duties are so context-specific,
the answer to that question is not
straightforward.
As described above, a private fund
manager will have a duty to invest
fund capital in the manner and
for the purposes mandated by the
LPA, side letters or other governing
documents, subject to any mandatory
or (to the extent not modified or
misapplied) default duties imposed
by applicable law and regulation. Of
course, in a private fund, there will
be a number of investors and there
may be disagreement among them
about the terms of the mandate: for
example, diversification or geographic
limits may be requested by some
prospective investors and rejected by
others. Some investors may insist that
certain investments are “off-limits”
(for example, those involving tobacco
or arms manufacturing), while others
may not be averse to such investments
if they are legal and potentially
lucrative. Similarly, some investors may
require a manager to take account of
ESG factors in its investment process
and subsequent stewardship of a
portfolio company, while others may
prefer to leave such matters to the
manager’s discretion.
In the end, these governing documents
will have to synthesize any competing
investor preferences (including,
perhaps, by the use of “excuse rights”
for specific investors with specific types
of investments) and define a workable
investment mandate. That contractual
matrix will define the manager’s
obligations and impose duties to
comply with them. To be sure, in the
absence of any specific contractual
modifications, the manager would be

expected to assume that its primary
duty is to invest in accordance with the
agreed investment strategy and, subject
to that, to maximize risk-adjusted
returns for the investors. However,
contractual undertakings in the fund’s
governing documents, representations
made in the placement memorandum
and, potentially, responses to due
diligence enquiries will modify that
general duty.
Local laws and regulations (including,
for example, in the jurisdiction in which
the manager is based or the fund
is established) may impose certain
duties alongside these contractually
agreed duties and obligations. Some of
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...there are often
debates about the
extent to which
a private fund
manager’s fiduciary
duties allow or
require it to take ESG
considerations into
account in making
decisions. However,
given that these
duties are so contextspecific, the answer
to that question is
not straightforward.”

those legal duties may be mandatory.
However, in the context of a private
fund, where fund documents are
typically negotiated and investors are
largely sophisticated, regulators are
unlikely to entirely remove a manager’s
ability to agree to specific rules. So, for
example, the Alternative Investment
Fund Managers Directive in Europe lays
down some high-level obligations (for
example, to “act honestly, with due
skill, care and diligence” and “in the
best interests” of the funds) but leaves a
significant amount to be negotiated.

In the United States, if a manager
is investing ERISA assets, statutory
fiduciary duties may require the manager
to ignore limitations contained within
its appointment if such limits would
impair its ability to invest the assets
prudently or in the best interests of the
participants and beneficiaries for whom
it acts. However, recent guidance from
the Securities and Exchange Commission
on fiduciary duty makes clear that the
governing documents applicable to a
given investment management mandate
and related disclosures made to a client
are relevant in determining the practical
scope of what these duties mean for
a manager, and that sophisticated
investors can be expected to lay down
rules that shape the duties and, to some
degree, limit them.
This flexible approach to the application
of fiduciary duties is typical in much
of the common law world. As Lord
Upjohn said in the well-known case of
Boardman v. Phipps, decided by the UK
House of Lords in 1966, equitable rules
“have to be applied to such a great
diversity of circumstances that they can
be stated only in the most general terms
and applied with particular attention to
the exact circumstances of each case.”
Accordingly, for a fund manager trying
to decide what its approach should be
to ESG issues, the first port of call will
be the negotiated fund documentation
and related disclosure, subject to any
applicable legal or regulatory overlay.
Do these impose specific obligations to
take ESG matters into account, or give
rise to a reasonable expectation that
they will be? If so, is any such obligation
part of the manager’s duty to make
strong risk-adjusted returns for the fund
– in other words, it only bites on ESG
issues that could have a material impact
on performance – or does it qualify the
obligation to make strong returns and
limit the investments that can be made
even where the manager believes that
a given investment would generate
a positive return? If there is any such
obligation, it may well be a breach of
a manager’s fiduciary duties to a fund
not to take ESG issues into account. For
that reason, managers should be wary
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of promising to adopt a specific ESGfocused investment process unless they
are in a position to actually deliver it.
ESG commitments, once made, should
be honored, and fiduciary duty – far
from being a shield for a manager –
may be a line of attack for a disgruntled
ESG-conscious investor.
However, even assuming that the
investment mandate does not
specifically require ESG factors to be
taken into account by a manager when
making investment decisions for a
fund, ESG issues should usually still be
considered if the manager reasonably
believes that the ESG factors in question
will have an impact on (long- or shortterm) financial return or risk. If the
issue in question clearly goes to value,
or risk, failure to take it into account
could be a breach of the manager’s
duty. Many investors take the view that
long-term risk-adjusted returns are
likely to be better if at least certain ESG
factors – such as, for example, climate
change – are properly considered, and
there is mounting evidence to support
that view. For a private equity fund

“

Today, we see
private equity fund
managers’ specific
duties as regards
ESG issues adapting
and evolving,
along with wider
social and cultural
norms. That is partly
because ESG issues
are increasingly
having an impact
on the long-term
value of portfolio
companies...”
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manager with an exit timeline in mind,
the question may not be whether a
particular ESG factor affects value
today, but whether it is likely to affect
the price that could be obtained when
the expected holding period is coming
to an end. The world is inherently
unpredictable, but the negative impact
of some issues – and climate change
is perhaps the most obvious – is
foreseeable for certain business models.
Finally, in the event that there are
two similarly attractive investment
opportunities, with one differentiated
from the other by particular ESG
considerations, there is no reason why
an investment manager should not opt
for the investment that is “greener” or
more “socially responsible” than the
other (to the extent, of course, that
doing so will not, in the manager’s
reasonable opinion, harm financial
returns). Such a decision would be a
matter of preference for the manager,
rather than a legal obligation.
Today, we see private equity fund
managers’ specific duties in regard to
ESG issues adapting and evolving, along
with wider social and cultural norms.
That is partly because ESG issues are
increasingly having an impact on the
long-term value of portfolio companies,
especially as lawmakers respond to
specific social and environmental
problems (by banning them, or
taxing them) and consumers become
increasingly aware of the impact they
can have. It is also because financial
services regulators are focusing on
the duties of asset managers and
evolving the duties of managers to help
governments meet the challenges of the
21st century. Finally, it is because private
fund investors now routinely require
private fund managers to demonstrate
a responsible approach to investment
and stewardship. Private equity fund
managers have much to offer an ESGfocused investor and many have already
benefited from the inexorable trend
towards more responsible investment.

“

Private equity fund
managers have
much to offer an
ESG-focused investor
and many have
already benefited
from the inexorable
trend towards
more responsible
investment. Of
course, it makes
commercial sense
to deliver what
investors want.”

Of course, it makes commercial sense to
deliver what investors want. But private
fund managers increasingly recognize
that – if failing to take account of ESG
issues deprives the fund of some value,
or breaches a promise made while
fundraising – that may also be a breach
of their (context-specific) fiduciary duty.
And, as regulators increasingly focus
on ESG issues, the law will continue to
push asset managers in that direction.
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