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DIRECT, DERIVATIVE, OR
BOTH? DELAWARE
SUPREME COURT
ANSWERS QUESTIONS
OF CLAIM OWNERSHIP
AND STANDING
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On December 20, 2016, the Delaware Su-
preme Court held in El Paso Pipeline GP
Company, L.L.C. v. Brinckerhoff' that a limited
partner’s challenge to a limited partnership’s

“dropdown” transaction? was a derivative
claim belonging to the limited partnership, and
that the Plaintiff had lost standing to pursue
the claim following the partnership being
acquired in a subsequent merger.

This article, like the Supreme Court Deci-
sion, focuses on the standing issues presented
by this unique case, and puts them in their
historical context. Standing, in this context, is
a litigation variant of a more fundamental
question about claim ownership as between an
entity’s equityholders and the entity itself:® if
the claim is owned by equityholders, then they
have standing to assert it directly; if the claim
is owned by the entity, then an equityholder’s
standing to assert the claim is derivative of the
entity’s, and subject to the heightened stan-
dards of Rule 23.1 and the demand
requirement. As El Paso reaffirms, an equity-
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holder’s derivative standing is also subject to
divestment at any time.

Among other lessons, the Supreme Court
Decision establishes that the two-part Tooley
test will be used to determine whether a given
claim is direct or derivative, even where that
claim arises in the contractual context of a
limited partnership or LLC agreement. As
explained below, under the Tooley test as
reframed and applied in the Supreme Court
Decision, a claim will be deemed derivative,
and thus owned by the entity, unless an equity-
holder plaintiff can show harm to the equity-
holders without any concurrent harm to the
entity.?

A Brief Primer on the Delaware Law of
Standing in Representative Litigation
Involving Business Entities

Determining Whether a Claim is Direct or
Derivative: The Delaware courts have been

IN THIS ISSUE:

Direct, Derivative, or Both? Delaware
Supreme Court Answers Questions
of Claim Ownership and Standing 1

FTC Merger Remedies Report Signals
Tougher Enforcement

Corporate Governance Feature:
Directors Must Navigate Challenges
of Shareholder-Centric Paradigm 1

Bank Mergers: Managing Regulatory
Issues And Termination Risks

From the Editor 24

THOMSON REUTERS®




March 2017 | Volume 21 | Issue 3

answering this question for nearly 100 years.® In do-
ing so, they have developed and refined analytical
tools to address this question, beginning with includ-
ing the “special injury” test.

As its name implies, Delaware courts applying the
“special injury” test distinguished between derivative
claims owned by the company and direct claims
owned by an equityholder by asking whether the
plaintiff suffered a harm independent of any harm
done to the company.® As with any litigation-
developed doctrine, there were refinements and vari-
ants in specific cases,” but this “special injury” test
was the law for more than five decades, beginning no
later than 1953.8

It was swiftly replaced by the Delaware Supreme
Court in its 2004 decision in Tooley v. Donaldson,
Lufkin & Jenrette, Inc.® The Tooley Court expressly
overruled the “special injury” test, describing it as
“not helpful to a proper analytical distinction between
direct and derivative actions.”® In its place, the Court
established a new test: “The analysis must be based
solely on the following questions: Who suffered the
alleged harm—the corporation or the suing stock-
holder individually—and who would receive the ben-
efit of the recovery or other remedy?”"

The M&A Lawyer

With respect to Tooley’s first question, the Court
cited Chancellor Chandler’s decision in Agostino v.
Hicks with approval for its articulation of the analysis,
which looks much like the former “special injury”
test.’? It asks: “Looking at the body of the complaint
and considering the nature of the wrong alleged and
the relief requested, has the plaintiff demonstrated that
he or she can prevail without showing an injury to the
[company]?”"® As framed by Agostino, this is a useful
analytical tool to help judges decide and lawyers
litigate cases.'

Can a Claim Be Both Direct and Derivative? In
their decades of deciding whether claims in a given
case are direct or derivative, the Delaware Courts
developed a third possibility. These decisions ac-
knowledged that “[t]here is, however, at least one
transactional paradigm—a species of corporate over-
payment claim—that Delaware case law recognizes
as being both derivative and direct in character.”'®
Under these decisions, a “dual” claim arose “where:
(1) a stockholder having majority or effective control
causes the corporation to issue ‘excessive’ shares of
its stock in exchange for assets of the controlling
stockholder that have a lesser value; and (2) the
exchange causes an increase in the percentage of the
outstanding shares owned by the controlling stock-
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holder, and a corresponding decrease in the share per-

centage owned by the

2916

public  (minority)

shareholders.

The scope of the category of dual claims expanded
with the Court of Chancery’s 2013 decision in Carsan-
aro v. Bloodhound Technologies, Inc.'” In Blood-
hound, the Court illustrated in a series of examples
how “[a] dilutive stock issuance can have the requisite
dual character,” even if there is no controlling stock-
holder, if “the facts alleged support an actionable
claim for breach of the duty of loyalty.”'® Absent a
controller, a dual claim challenging a dilutive stock is-
suance could still be pled “if the board that effectu-
ated the transaction lacked a disinterested and inde-
pendent majority.”"® As interpreted by the Court of
Chancery in Bloodhound, Gentile applies to dilution
claims “when defendant fiduciaries (i) had the ability
to use the levers of corporate control to benefit them-

selves and (ii) took advantage of the opportunity.”2®

The Court of Chancery’s Standing Decision

On April 20, 2015, the Delaware Court of Chan-
cery held the General Partner?' liable for $171 mil-
lion, finding that it caused the Partnership to overpay
by that amount in purchasing assets from a related
party.2?2 Approximately five months prior to the Li-
ability Decision, and shortly after trial, the Partner-
ship was acquired in the Merger.2®

As a result, the General Partner filed an incongru-
ous post-trial motion to dismiss, arguing that the
“overpayment claim” at issue was classically deriva-
tive, and the Merger had therefore severed the Plain-
tiff’s standing. In opposition, the Plaintiff argued that
although he had pled and tried his claim derivatively,
he could recast his claim after trial as direct or at least
dual-natured because it arose from a breach of con-
tract, and therefore survived the Merger.

On December 2, 2015, the Court of Chancery
denied the Defendant’s motion to dismiss.?* In its
opinion, the Court of Chancery first evaluated the
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claim from a dichotomous direct-versus-derivative
perspective and concluded that it was direct. Next, the
Court explained why it viewed the claim as having
dual aspects. Finally, the Court considered the various
policy and equitable considerations that, in its view,
supported its decision that the Plaintiff still had
standing.

Determining Whether the Claim Is Direct or
Derivative: The Court of Chancery began its analysis
by tackling the core question posed to it by the Gen-
eral Partner’s motion, concluding that if it were forced
to choose between classifying the Plaintiff’s claim as
either exclusively direct or exclusively derivative,
then it would classify it as direct.?®

In a simplified reading, the Court’s analysis seemed
to depend heavily on the contractual nature of the
limited partnership entity in which this claim arose.?8
But the Court dug deeper, analogized to the claims
historically brought directly by stockholders in the
corporate context, and attempted to draw entity-
independent lines of demarcation: “The direct claims
governed by Delaware law that equity investors most
commonly advance rely on particular rights that a
holder of an equity security can exercise by virtue of
being the owner of that security.”?” In particular, the
Court observed that direct claims include: (1) claims
expressly provided by statute to equityholders; (2)
claims to enforce contract rights vested in equityhold-
ers by an entity’s constitutive documents;?® and (3)
claims challenging violations of contractual con-
straints on managerial authority.2®

Applying those principles, the Court characterized
the Plaintiff’s claim as one for breach of contract, and
in particular, breach of the conflict-of-interest section
of the El Paso partnership agreement. And because the
Court characterized the claim as a contract claim, it
reasoned that the two-part Tooley test for distinguish-
ing direct and derivative claims did not apply. In sup-
port, the Court relied on the result reached in Tooley
itself, which “confirmed the direct nature of a stock-
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holder’s cause of action for injury to its contractual
rights as a stockholder, even when a plaintiff asserts
the same contractual right in a representative capacity
on behalf of all stockholders.”3°

In short, the Court of Chancery concluded that the
Plaintiff was exercising his rights under a contract to
which he was a party, and therefore the claim was
direct, if the universe of claims were neatly divided
into direct and derivative claims.

Could the Claim Be Both Direct and Derivative?
The Court of Chancery then introduced to its analysis
the concept of dual claims, which it defined those that
“exist because some injuries affect both the corpora-
tion and the stockholders and can be remedied either

at the corporate or the stockholder level.”3!

According
to the Court’s application of Tooley, rather than being
exclusively derivative or direct, “[t]he more appropri-
ate way to view the cause of action that led to the Li-
ability Award is as a dual-natured claim with aspects

that are both derivative and direct.”%?

Applying the first part of the Tooley test, the Court
of Chancery concluded that both the Partnership and
the unaffiliated limited partners suffered harm as a
result of the challenged transaction. The Court ac-
knowledged that the Partnership was harmed in the
“most obvious” way—by overpaying for an asset.3?
The Court concluded, however, that the unaffiliated
limited partners were directly harmed by the transac-
tion because, by virtue of its related-party nature, it
“reallocate[d] value” from them to the General Partner
and its affiliates.3* As the Court reasoned, the unaffili-
ated limited partners bore the full loss suffered by the
Partnership because the affiliates of the General
Partner stood on both sides of the transaction, and thus
received a benefit that offset the loss they would have
felt proportionately as equityholders in the
Partnership.® Accordingly, the Court concluded that
the challenged transaction “superficially left the
Partnership $171 million poorer, but it actually en-
riched the General Partner at the expense of the
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limited partners by reallocating $78.66 million from
»36

the limited partners to the General Partner.

With respect to Tooley’s second part, the Court
reasoned that the dual nature of the injury lent itself to
two alternative, but functionally equivalent remedies.
On the one hand, the Court again acknowledged that
“the entity-level remedy is the most obvious,” and
would have required a repayment to the entity of the
amount by which it was found to have overpaid in the
challenged transaction.®” But the Court also endorsed
the possibility of a payment by the General Partner to
the unaffiliated limited partners to account for what
the Court deemed the “extraction of value” by the
General Partner.®® This remedy, according to the
Court’s analysis, would “fix[] the overall harm by
recasting the transaction as one in which all partners

receive pro rata treatment.”3®

Finally, the Court evaluated competing policy argu-
ments about how the claim should be characterized.
On the derivative side of the ledger, the Court ac-
knowledged the beneficial effects, at the outset of a
case, of the demand requirement and Court of Chan-
cery Rule 23.1.4° Those policy interests were out-
weighed, in the Court’s view, by the policy interests
of avoiding a windfall to the General Partner and al-
lowing it to evade accountability for its alleged
misdeeds by allowing the Merger to terminate the liti-
gation once the case reached beyond the pleadings
stage.*' Balancing these factors, the Court suggested
an innovation in Delaware law, at least for dual claims,
that would prioritize the derivative aspects at the
pleadings stage and the direct aspects in the event the
legal existence of the subject company ends while liti-

gation is pending.*?

But in any event, having characterized the claim as
direct, or at least as one having direct aspects, the
Court concluded that the Plaintiff retained standing
through the Merger, and denied the Defendant’s post-
trial motion to dismiss.
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The Supreme Court Decision

The Supreme Court parted ways with the Court of
Chancery at the outset of its analysis, and so it
reversed. The high court held that Tooley applied
notwithstanding the contractual nature of the claim,
and that under 7ooley, the claim was derivative. As a
result, the Supreme Court held that the Merger termi-
nated the Plaintiff’s standing, and therefore did not
reach the Court of Chancery’s innovative proposal for
how to treat dual claims.

Determining Whether the Claim Is Direct or
Derivative: The Supreme Court Decision departed
from the Court of Chancery’s Standing Decision at
the outset. The Court of Chancery had held Tooley
inapplicable to claims brought by equityholders to as-
sert contractual rights inherent in an entity’s constitu-
tive documents. The Supreme Court disagreed, hold-
ing that the contractual nature of the Plaintiff’s claim
“does not alone answer the question as to whether [the
Plaintiff’s] claim was derivative, direct, or both.”*3 In
the Supreme Court’s view, “[t]he reality that limited
partnership agreements often govern the territory that
in corporate law is covered by equitable principles of
fiduciary duties does not make all provisions of a
limited partnership agreement enforceable by a direct
claim.”** Instead, the Court applied Tooley, having
concluded that the Plaintiff’s claim arose from “breach

of a contractual duty owed to the Partnership.”*®

Applying Tooley, the Supreme Court relied heavily
on the traditional view that the harm caused by an
overpayment claim is borne by the entity that alleg-
edly overpaid.*® In its analysis, the Supreme Court
weighed heavily the Plaintiff’s own pleadings and
proof, all of which focused solely on the harm to the
entity and the amount by which the entity purportedly
overpaid.*” In the high court’s view, there was no room
to look further through the entity for any equityholder-
level harm because the Plaintiff failed to produce evi-
dence of any.® As a result, the Supreme Court held
that Tooley applied, and that the only harm pled or
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proved was to the entity, making this a “classically de-
rivative” claim.*® Having concluded that the claim was
exclusively derivative, the Supreme Court concluded
that the Plaintiff lost standing as a result of the
Merger.5°

The Supreme Court Decision thus establishes the
validity of Tooley to decide standing questions, and
gives some useful guidance to trial court judges and
lawyers about how and in what circumstances it will
apply. Following El Paso, Tooley applies to any claim
to enforce rights that belong, at least in part, to a
company. In a corporate case, a fiduciary duty suit
against the board of directors invokes 7ooley because
directors owe fiduciary duties to both the corporation
and its stockholders.5! In an alternative entity case, a
claim for breach of the entity’s constitutive contract
invokes Tooley if it involves contractual duties owed,
at least in part, to the entity itself.52 The fact that a
plaintiff is a party to that constitutive contract does
not give the plaintiff standing to assert all claims for
breach of that contract directly.

Could the Claim Be Both Direct and Derivative?
In a concurring opinion to the Supreme Court Deci-
sion, the Chief Justice of the Delaware Supreme Court
cast doubt on the continuing vitality of dual claims.53
The concurring opinion took issue with Court of Cha-
ncery’s extension of Gentile out of the “one transac-
tional paradigm” involving a corporation transacting
with its controlling stockholder and into a case involv-
ing a limited partnership transacting with an affiliate
of its general partner.3* More broadly, the Chief Justice
took aim at Gentile itself, characterizing it as a “con-
fusing decision” and questioning aloud whether it
serves any useful purpose in giving direct dilution
claims to minority stockholders “even though they

were already stockholders in a controlled company.”%®

Thus, the Supreme Court Decision refused to
extend Gentile into the limited partnership context,
and the concurring opinion may have marked the
beginning of the end of Gentile’s doctrinal life.
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Conclusions

Nine-figure judgments being reversed are rare.
Rarer still are post-trial motions to dismiss on stand-
ing grounds. El Paso had both. Yet despite its proce-
dural oddities, El Paso teaches important lessons for
future cases and future transactions about how to
determine whether a claim is owned by a company or
its equityholders, and what will happen to it in the
event of a merger.

The importance of whether a claim is direct or de-
rivative depends on the procedural posture of the liti-
gation and the lifecycle of the subject company. At the
pleadings stage of a case, characterizing a claim as de-
rivative subjects it to Court of Chancery Rule 23.1
and the demand requirement. These can be significant
hurdles for a plaintiff, especially in a case challenging
a third-party transaction, but they promote the impor-
tant interests of internal dispute resolution and pre-
serve the authority of those charged with governing
business entities.

But if, as in El Paso, the company pursues a final-
stage transaction before a pending case reaches its
final stage, the characterization of a claim as direct or
derivative takes on case dispositive importance. It
refocuses the inquiry out of litigation and back to
claim ownership. As in El Paso, an equityholder’s de-
rivative standing to litigate on behalf of a company is
coterminous with his or her equity ownership, and if
that ends, whether by merger or otherwise, so will the
litigation.5®

In light of the harsh realities of this result,>” and the
policy reasons in favor of the demand requirement and
Rule 23.1,%8 the Court of Chancery suggested in its
Standing Decision that “Delaware law should split the
atom of its now-unitary analysis” and should “treat
dual-natured claims differently for purposes of claim
initiation, when Rule 23.1 and the demand doctrine
should apply, and claim termination, when the plaintiff
should be able to continue to litigate a dual-natured

cause of action post-merger as a direct claim.”%®
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Because the Supreme Court Decision held that the
claim was exclusively derivative, it did not address
the Standing Decision’s novel approach to litigation
involving dual claims.5°

As aresult, as El Paso amply demonstrates, defen-
dants in derivative litigation always possess the trump
card of a merger to end derivative litigation. But
deploying the trump card is not a risk-free proposition:
a derivative plaintiff may always ‘“challenge the fair-
ness of the merger” in which his litigation is termi-
nated “by alleging that the value of his claims was not
reflected in the merger consideration.”®! As a result,
transaction planners must be mindful of the target’s
litigation assets, including pending and potential de-
rivative claims, when evaluating a sale of the
company. Well-advised sell-side decision-makers
must procure independent legal advice to permit them
to assess and, if necessary, bargain for the risk-
adjusted present value of those litigation assets. They
can be held to account for a failure to do so in subse-
quent merger litigation.
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The Federal Trade Commission staff have com-
pleted a new study evaluating its process for design-
ing and implementing merger remedies and the suc-
cess of the remedies it has imposed in the past. Its
report—The FTC’s Merger Remedies 2006-2012: A
Report of the Bureaus of Competition and Econom-
ics—follows a similar retrospective study from 1999
and also follows a number of recent matters where the
agency’s remedies were seen to have failed. Consis-
tent with the experience of merging parties in recent
years, the findings of this report confirm that the
government will continue closely to scrutinize divesti-
tures and other relief offered to remedy competition
issues in transactions between companies with hori-
zontal (at the same level of the supply chain) and verti-
cal (at different levels) relationships. Although this
report was issued by just one of the two federal
antitrust agencies, and on the last day of the Obama
Administration, the analysis and identified best prac-
tices are likely to resonate with the new leadership at
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