INSIGHTS

THE CORPORATE & SECURITIES LAW ADVISOR

ASPEN PUBLISHERS

Volume 25 Number 7, July 2011

SECURITIES LITIGATION

Arbitration in the Delaware
Court of Chancery

New Delaware Chancery Court rules provide an
expeditious and private alternative to public litiga-
tion. They allow for virtually unlimited contractual
flexibility to the parties to design their alternative
dispute resolution mechanism.

By Gregory P. Williams, Gregory V. Varallo,
Jillian Remming, and A. Jacob Werrett

On January 5, 2010, the Court of Chancery
adopted new rules providing for Chancery arbi-
tration pursuant to a Delaware statute permit-
ting Delaware’s Chancery judges to act as private
arbitrators.! At the highest level, the new alter-
nate dispute resolution (ADR) regime created by
these rules allows for consensual, prompt, non-
public arbitration of disputes before a sitting
Chancery judge. The regime also contemplates
virtually unlimited contractual flexibility to
the parties to design their ADR, including the
ability to waive appeals. While any regime built
upon consent of the parties often takes some
time to implement, as corporate planners con-
tract for the new ADR platform and as disputes
mature over time, the new Delaware regime
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is meeting with acceptance on a highly accelerated
basis. To date, at least two publicly filed
merger agreements have adopted a Chancery
arbitration provision for dispute resolution with
several others in various stages of negotiation.2
And, recently, a Court of Chancery case was dis-
missed and then re-filed as the first actual Chan-
cery arbitration.3

Chancery Arbitration Statutes and Rules

The recently adopted Chancery arbitration
statutes and rules allow parties to combine the
benefits of Chancery litigation with private and
expedited arbitration. The most desirable aspects
of Chancery arbitration include: (1) the appoint-
ment of a sitting Chancery judge as arbitrator; (2)
complete confidentiality; (3) expeditious 90 day
disposition; (4) waiveable, single-step appeal to
the Supreme Court; and (5) the flexibility to “cus-
tomize” the process with the predictability flow-
ing from use of the rules of evidence and rules
of procedure normally associated with Chancery
litigation as a fallback.

The Court of Chancery is well known for its
unique competence in business litigation. The
Court also is becoming a forum of choice for busi-
nesses seeking alternative dispute resolution. For
some time, the Court of Chancery Rules have pro-
vided for voluntary mediation of an action pend-
ing in the Court of Chancery,* and for mediation
of business and technology disputes where there
is no pre-existing pending action.> The Court has



now upped the ante by adopting rules providing
for the binding arbitration of business disputes.©

The arbitration statute, 10 Del. C. § 349, pro-
vides that “[t]he Court of Chancery shall have the
power to arbitrate business disputes when the par-
ties request a member of the Court of Chancery.”
The statute provides a list of eligibility criteria for
business disputes to qualify under Section 349:
(1) all parties must consent to arbitration; (2) at
least one party must be a business entity; (3) at
least one party must be formed in Delaware or
maintain its principal place of business in Dela-
ware; (4) neither party may be a consumer; and
(5) if the claim is solely for monetary damages,
the amount in controversy must be no less than
$1 million.

Upon receipt of a petition for arbitration,
the Chancellor has the power to appoint either a
Vice Chancellor, the Chancellor, or a Master sit-
ting permanently in the Court of Chancery as the
arbitrator of the business dispute.” Now former
Chancellor Chandler stated publicly that requests
that appointment of a particular member of
the Court as an arbitrator in a given case, while
not encouraged, likely could be honored if such
requests are well-reasoned.

The rules governing a Chancery arbitration
proceeding showcase what the Court of Chan-
cery is most famous for—expedition and flexibil-
ity. For example, the arbitration hearing generally
will occur within 90 days of the filing of the arbi-
tration petition, which means that parties will see
results fast.® In addition, the parties may change
any of the existing Chancery arbitration rules or
adopt additional ones with the consent of the
arbitrator.? Thus, the timing and substance of
the events leading up to the arbitration hearing
largely will be up to the parties and the arbitra-
tor.

The Court of Chancery’s discovery rules (Rules
26 through 37)10 apply to the arbitration proceed-
ings unless inconsistent with the arbitration rules

or the parties or the arbitrator choose to modify
them.!! Just as one example, given the typical 90-
day timeframe between the filing of the petition
and the arbitration hearing, parties are likely to
modify the 30-day response times for discovery
responses under the existing rules.!2 In addition,
any sensitive, proprietary business information
will be protected in these proceedings because the
record of the arbitration proceeding is completely
confidential.13

In sum, the advantages of a Court of Chancery
arbitration are that Delaware business entities
have a swift mechanism for resolution of a busi-
ness dispute by an arbitrator experienced in such
matters, the parties can work together with the
arbitrator to craft rules that best suit the particu-
lar business dispute, and the record of the arbi-
tration proceedings is confidential. Perhaps most
importantly to many businesses, one can safely
predict that, generally speaking, arbitrations will
be less expensive than Chancery trials, given the
90-day time limitation and the likely truncation
of discovery.

The First Movers and How They Did It

On December 21,2010, Teradata Corp. became
the first public company to file a public document
committing the signatories to Chancery arbitra-
tion.!4 Pursuant to Section 9.07 of the merger
agreement between Teradata Corp. and TDC
Merger Sub, all claims against the escrow amount
that equal or exceed $1 million must be submit-
ted for arbitration in the Court of Chancery.
The parties excluded from Chancery arbitration
however, other claims arising under the contract,
for example, specific performance claims,!5 tax
claims,!6 and other highly litigable issues.

On March 3, 2011, Global Defense Technol-
ogy & Systems, Inc. (Global Defense) became the
first public company to file a public document
submitting “any and all disputes arising under or
related in any way to this Agreement or [ ] Trans-
action” to arbitration in the Court of Chancery.!”
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As the first full blown public Chancery arbitration
provision, Section 9.11 of the Global Defense &
Sentinel Acq. Corp. (Sentinel) merger agreement
(the Global Defense Agreement) deserves some
analysis.

Such analysis necessarily begins with the deci-
sion made by the parties to arbitrate “any and
all disputes arising under or related in any way
to this [ ] agreement.” This is an important step
toward realizing the full efficiency of Chancery
arbitration. Several cases argued in the Court of
Chancery in recent years illustrate that parties are
often forced to litigate substantive arbitrability
(whether the dispute at issue falls under the arbi-
tration agreement) prior to being able to enjoy the
benefits of prompt and private arbitration.!$ In
this vein, and “[f]or the sake of clarity,” the draft-
ers of the Global Defense Agreement enumerated
the legal repercussions flowing from the expansive
nature of the arbitration provision:

the parties hereto agree [1] that they are
waiving and relinquishing the right to
bring any dispute arising under or related
in any way to this [merger] before a court of
any state of the United States; [2] that they
are waiving any right to have such dispute
decided by a jury; and [3] that they are also
waiving any right to argue that the forum
for the arbitration is an inconvenient one.

And, importantly, the provision explicitly pro-
vided that “any issue concerning the extent to
which any dispute is subject to arbitration shall
be decided by the arbitrator.”19 Signatories and
practitioners are well advised to follow suit and
preempt substantive arbitrability issues by adopt-
ing explicit language regarding the scope of the
arbitration provision in order to avoid the waste-
ful pre-arbitration litigation that can undermine
the efficiency and expediency of Chancery arbi-
tration.

Second, the Global Defense Agreement explic-
itly provided that “the arbitration shall be presided

over by one arbitrator who shall be a chancellor or
vice-chancellor of the Delaware Court of Chan-
cery.” At first glance, this statement appears to be
redundant to Rule 96 which provides: “‘arbitra-
tor’ means a judge or master sitting permanently
in the Court.” But, 10 Del. C. § 347 specifically
requires the parties to “request [ ] to have a mem-
ber of the Court of Chancery . .. act as a[n] [arbi-
trator] to assist the parties in reaching a mutually
satisfactory resolution of their dispute.”20 Simi-
larly, pursuant to § 349, the Court of Chancery
gains its “power to arbitrate” only when the
parties “request a member of the Court of Chan-
cery . .. to arbitrate a dispute.”

Parties are often forced
to litigate substantive
arbitrability (whether

the dispute at issue falls
under the arbitration
agreement) prior to being
able to enjoy the benefits
of prompt and private
arbitration.

Third, the Global Defense parties agreed
that the arbitrator would “have the author-
ity to grant any equitable or legal remedies that
would be available in any judicial proceeding to
resolve a dispute, including entering injunctive or
other equitable relief,” including specific perfor-
mance. Arguably, this provision is not necessary
since, unlike non-judicial arbitrators, the Court
of Chancery judges presumably would consider
themselves capable of granting injunctive relief
without the need for that power to be enumerated
in the parties’ agreement; indeed, the rules even
contemplate such a result.2! On the other hand,
if parties to an arbitration agreement were to
rely on the fact that Delaware statutes authorize
judges of the Court of Chancery to issue equi-
table remedies in order to justify the assumption
that the Chancery arbitrator has power to act
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equitably, that party would—by the same logic—
be constrained by the limitations imposed on the
judges in the Court of Chancery. In this regard,
the statute provides that “[tlhe Court of Chan-
cery shall not have jurisdiction to determine any
matter wherein sufficient remedy may be had by
common law, or statute, before any other court or
jurisdiction of this State.”22 Accordingly, it may
be more important for parties to agree that the
Chancery arbitrator shall have authority to grant
legal remedies, rather than authority to grant
equitable remedies. The Global Defense arbitra-
tion provision provided for both. Thus, for now, it
may be most prudent for parties to explicitly state
the extent of authority the arbitrator will have in
regard to equitable and legal remedies.

Finally, the Global Defense Agreement pro-
vided that “all awards of the arbitrator shall be
final, nonappealable, and binding on the par-
ties.” The decision by the parties to opt out of the
single-level appeal to the Supreme Court ensured
(1) faster final resolution and (2) continued strict
confidentiality. Obviously, while opting out of a
potential appeal provides expediency, a party that
is unsure whether it will prevail on the merits of
the case may prefer a longer process that includes
an appeal backstop. Also, in regard to confidenti-
ality, as stated previously, had the Global Defense
Agreement permitted an appeal of the arbitration
to the Delaware Supreme Court, such a provi-
sion would have undermined the privacy enjoyed
in the arbitration by exposing the record to the
public on appeal—as is contemplated by Court
of Chancery Rule 97.23

Opting for Chancery Arbitration After the
Commencement of Chancery Litigation

A recent case filed, and subsequently dis-
missed, in the Court of Chancery illustrates that
private arbitration is available to parties even
after litigation has commenced. On December 14,
2010, Chrysalis Ventures L.P. (Chrysalis) filed suit
against Mobile Armor, Inc. (Mobile Armor) along
with several of its board members and investors.24

According to the publicly filed complaint, Chrys-
alis alleged that the defendants colluded to carry
out a pay-to-play recapitalization that allegedly
diluted Chrysalis’ equity stake and allegedly
resulted in a windfall to Defendants when the
company was acquired by a third party—allega-
tions vehemently contested by Mobile Armor.2>
On March 29, 2011, Chrysalis and Mobile Armor
filed a Notice of Stipulated Dismissal of their
Chancery litigation, without prejudice, which
made clear that the case was being dismissed
pursuant to the parties’ executed Agreement to
Arbitrate in Chancery.26 While the parties jointly
opted out of Chancery litigation, they expressly
preserved for Chancery arbitration all discovery
requests, subpoenas, and other discovery docu-
ments that had been served in the litigation.

While the Chrysalis v. Mobile Armor arbi-
tration agreement, petition for arbitration, and
supporting filings remain confidential, the gen-
esis and trajectory of the dispute are instructive.
Chancery arbitration is always available to quali-
fying parties that desire private and expeditious
resolution of their disputes, even after the dispute
has commenced as public litigation. Notably, the
same judge that presided over the parties’ public
Chancery litigation was assigned to the parties’
private Chancery arbitration. This case illustrates
that the path to private and expeditious Chancery
arbitration need not be confined to parties who
anticipate the benefits of arbitration at the outset
of their relationship; rather, parties can seek to
negotiate a stipulated dismissal in favor of arbi-
tration on a case-by-case basis.

Conclusion

Now that Chancery arbitration has been
authorized as an alternative method of ADR and
has been adopted by public companies in publicly
filed merger agreements, and the first such arbitra-
tion is proceeding through the Court, it is likely
that corporate practitioners will become increas-
ingly aware of this alternative to expensive public
litigation. It is anticipated that practitioners will
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choose to rely on this alternative to shield clients
from prolonged, public litigation exposure in
favor of finely crafted, private ADR in Chancery.
It is difficult to overstate the benefits of prompt
and private disposition of disputes in the corpo-
rate and M&A context, where, for example, public
disputes regarding whether or not a material
adverse event (MAE) had occurred could damage
both the target and the would-be acquiror.?’ In
such a case, the privacy of Chancery arbitration
would benefit both parties.28 Additionally, the
recent uptick in charter based mandatory forum
selection clauses? may provide some impetus for
an analogous surge in intra-corporate arbitration
provisions; after all, as noted by the United States
Supreme Court: “an agreement to arbitrate before
a specified tribunal is, in effect, a specialized kind
of forum selection clause that posits not only the
situs of the suit but also the procedure to be used
in resolving the dispute.”30
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