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Key takeaways

e Admitting a minority investor requires discussing protective rights in the company’s
governance agreements to balance control and flexibility.

e Common protections include governance rights, exit and liquidity rights and economic
protections to maintain ownership percentages.

¢ Proactive planning for minority protections and collaboration with legal counsel foster

investor confidence and the company's long-term success.

Admitting a minority investor to a private company will typically necessitate a discussion of
the protective rights to be included in the company’s governing documents, which are
intended to mitigate the limited control a minority investor may otherwise have in the
direction of the company. Understanding and structuring these protections appropriately is
critical to balancing investor confidence with the company’s need for operational flexibility. In
this article, we outline the principal categories of minority shareholder protections, their
implications and recommended action items for sponsors and investors.

Governance and oversight

Minority investors commonly seek a seat at the table through board nomination or observer
rights. These rights often will provide for reimbursement of reasonable out-of-pocket
expenses and representation on subsidiary boards or board committees. It is important to
clearly define the thresholds for these rights, establish quorum requirements and determine
whether such rights transfer if the investor sells down their interest. Sponsors should ensure
that governance structures remain efficient and that decision-making is not unduly hindered.

Exit and liquidity rights

To address concerns about liquidity of their investment, minority investors often request
standard exit protections. These protections include tag-along rights, which allow minority
shareholders to exit alongside the sponsor in a sale, and drag-along rights, which permit the
sponsor to compel minority shareholders to participate in a sale. Negotiations often focus on
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the scope of these rights, including pro rata participation, indemnity caps, cost allocation and
exclusions for de minimis sales or transfers among affiliates. Some investors may also
request put rights or exit triggers if liquidity is delayed. Sponsors should carefully consider
the impact of these provisions on future exit opportunities.

Economic protections

Pre-emptive rights to participate in future equity financings are standard to help investors
maintain their percentage ownership. Sponsors should define the pro rata formula carefully,
including fully diluted calculations and treatment of convertible or exchangeable securities,
options and profits interests to avoid later disputes. These rights often include carve-outs for
issuances in connection with acquisitions and incentive equity. Because dilution can occur
outside the top company level, investors frequently seek anti-dilution or participation
protections addressing subsidiary-level issuances, joint ventures or complex holdco/opco
structures.

Sponsors should ensure that economic protections are balanced and do not restrict the
company's ability to raise capital or incentivize management.

Consent rights and related-party oversight

Minority investors frequently seek veto rights over key corporate actions, such as
amendments to constating documents, reorganizations, non-pari passu dividends or related-
party transactions. To maintain operational flexibility, sponsors should consider limiting
consent rights to fundamental matters and setting materiality or proportionality thresholds
that scale with the investor's ownership. This approach helps to prevent minority investors
from having a veto over routine business decisions while still providing protection for
significant matters.

Transparency and information rights

Minority investors typically expect clear rights to receive audited financial statements,
quarterly unaudited financial statements and regular operational updates. These rights are
distinct from any information rights provided under credit agreements. Board materials may
also be shared with nominating investors, subject to confidentiality, privilege and use
restrictions, as well as limitations around competitively sensitive information. Sponsors
should ensure that information rights are consistent and avoid cross-referencing modifiable
third-party agreements.

Implications and action items

e Sponsors should proactively consider the scope and structure of minority protections
when negotiating with potential investors.

e Striking the right balance between investor protections and sponsor flexibility is crucial to
preserving governance efficiency and exit optionality.

e Clear documentation and well-defined thresholds for each category of rights will help
manage expectations and reduce the risk of future disputes.

e Clients are encouraged to review their current shareholder arrangements and consider

whether existing protections align with market standards and the company’s strategic
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objectives.
e Where new minority investments are contemplated, early engagement with legal counsel
can help to ensure that protective rights are structured to support both investor

confidence and the company’s long-term success.
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