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hareholder litigation is an ever-present fact of life for many investment
funds! and more and more shareholder litigation is taking the form of
derivative actions.2 As Delaware’s importance as a jurisdiction of for-
mation for registered investment companies has increased over the past
decade,3 more and more funds and their advisors are seeking to become familiar with
Delaware’s law in this area, particularly the law applicable to Delaware statutory
trusts. This article will discuss recent Delaware case law addressing derivative actions
involving registered investment companies organized as Delaware statutory trusts.
These cases represent the first cases in Delaware discussing in depth the derivative
action rules applicable to Delaware statutory trusts. In addition, this article will high-

light a little-known provision of the Delaware Statutory Trust Act (the DSTA) that
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permits governing instrument restrictions on a shareholder’s right to bring a deriva-

tive action—an ability that is not found in any of Delaware’s other business entity

statutes. A growing number of public and private investment funds are utilizing this

ability to restrict derivative actions and have done so in part to address the potential

for abuse inherent in this form of shareholder litigation.

What is a Derivative Action?

Before discussing the recent case law and
the restrictions on derivative actions permis-
sible under the DSTA, it is worth reviewing
what a derivative action is in the first place.
The derivative action was originally a judicially
created method for a shareholder to initiate
a lawsuit in the name of a company in order
to assert a claim belonging to the company
when the company’s management refused to
do so.4 The action is “derivative” in the sense
that the shareholder is not prosecuting its own
claim but instead is prosecuting the claim of
another, that is, the company. When bringing a
derivative suit, a shareholder is in effect bring-
ing two suits simultaneously: the first is a suit
by the shareholder to compel the company to
sue, and the second is a suit by the company,
asserted by the shareholders, against those who
are liable to the company.> While the nature
of the company claim to be asserted could be
a claim against a third party alleging damage
to the company, derivative actions are more
commonly suits against the management of
the company for breaches of fiduciary or other
duties owed to the company.

In a derivative action, the shareholder-
plaintiff seeks to displace management’s
authority to decide what actions (if any) the
company should take to redress an alleged
wrong suffered by the company.® To justify
this usurpation of management’s authority,
a shareholder-plaintiff in a derivative action
must allege with particularity that the com-
pany’s managers (which, in the corporate con-
text, would be the directors) were presented
with a demand to take action to remedy the
alleged wrong and refused it wrongfully or
that the managers could not properly consider
such a demand, thereby excusing the demand
requirement as futile.” Demand is futile when

“the particularized factual allegations of a
derivative stockholder complaint create a rea-
sonable doubt that, as of the time the com-
plaint is filed, the board of directors could
have properly exercised its independent and
disinterested business judgment in responding
to a demand.”® Because it is often difficult
to demonstrate that any demand made on
the managers was wrongfully refused, or that
demand should be excused as futile due to
conflicts of interest suffered by the managers,
shareholder-plaintiffs may prefer to character-
ize their claims as “direct” actions. A direct
action is an action brought by the shareholder
in its own name seeking redress for a harm to
the shareholder (or a class of shareholders)
distinct from harm to the company. Generally,
for an action to be considered a direct action
a shareholder must allege more than injury to
the company—the shareholder needs to allege
a direct injury to the shareholder, usually inde-
pendent of injury to the company.®

While it is relatively easy to describe the theo-
retical difference between a derivative action
and a direct action, in practice it has been, in the
words of one court, “frustratingly difficult”10 to
label a particular claim as derivative or direct.
Recognizing that the classification of a claim
as derivative or direct can have significant legal
consequences (including potentially being out-
come determinative), the Delaware Supreme
Court in Tooley v. Donaldson, Lufkin & Jenrette,
Inc. set forth a simple test for distinguishing
between direct and derivative claims: “[t]he
analysis must be based solely on the following
questions: Who suffered the alleged harm—the
corporation or the suing stockholder individu-
ally—and who would receive the benefit of the
recovery or remedy.”!!l Examples of types of
actions that have been considered derivative by
Delaware courts are:!12
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(1) Mismanagement that depresses
the value of shares;

(i1) Breaches of fiduciary duty that
harm the company and the share-
holders as a whole;

(iii)) Waste of corporate assets; and

(iv) Insider trading.

Actions that have been deemed to give rise
to a direct right of action have included:

(1) Enforcement of a shareholder
right to vote;
(i) Corporate actions that unfairly
affect minority shareholders; and
(iii)) A claim that an annual meeting is
being postponed to defeat a proxy
contest.

Claims relating to management entrench-
ment have sometimes been characterized as
derivative and sometimes as direct, depending
on the nature of the underlying claim.

Derivative actions provide numerous
opportunities for abuse by shareholders or
their counsel. In particular, because the suc-
cessful prosecution or settlement of a deriva-
tive action generally results in an attorney fee
award to the plaintiff’s counsel, there exists
significant competition among plaintiffs’
attorneys to be the first to file a derivative
action and gain “lead counsel” status in the
action. As a result, there may be little or no due
diligence by plaintiff’s counsel to determine
whether derivative litigation is in fact mer-
ited.13 Moreover, after being appointed lead
counsel, the plaintiff’s attorneys may be more
interested in reaching a prompt settlement,
which may result in a lucrative fee award,
than pressing the claims to trial.l4 Because
of these and other concerns, Delaware law
has also developed a number of procedural
and substantive rules governing derivative
actions. In particular, under Delaware Court
of Chancery Rule 23.1, a derivative action
may not be voluntarily dismissed or settled
without the approval of the court and notice
and an opportunity to object being provided
to other shareholders. However, regardless of
such protections, the Delaware courts have
recognized that derivative actions continue to
provide opportunities for abuse.!5

The discussion above summarizes the
approach that Delaware courts have taken
with respect to the direct/derivative distinc-
tion in the context of Delaware corporations.
Prior to 2011, there were no Delaware cases
that provided substantive guidance as to what
rules applied in the context of a derivative
action involving a Delaware statutory trust.
There are now two cases, Hartsel v. Vanguard
Group Inc.'® and Protas v. Cavanagh,!’ each
of which involved a registered investment
company and together provide important
guidance in a variety of areas to funds orga-
nized as Delaware statutory trusts and their
advisors as to how Delaware courts will
approach derivative suits against them. Non-
Delaware courts and practitioners sometimes
incorrectly assume that Delaware’s jurispru-
dence applicable to Delaware corporations
always applies to Delaware statutory trusts,
but this is not necessarily the case.!8 As a
result, cases addressing Delaware statutory
trusts often gain added attention when first
announced, as practitioners seek to determine
the approach the Delaware courts are taking
in that context.

With respect to the direct/derivative distinc-
tion, Vanguard and Protas confirmed that the
Tooley test would be applicable to Delaware
statutory trusts.1® In Protas, which involved
a challenge to the redemption of illiquid auc-
tion market preferred shares by a closed-end
fund, the Delaware Court of Chancery also
confirmed the general rule that it is the sub-
stance of the claim—mnot how it is styled by
the plaintiff—that is determinative of whether
a claim is direct or derivative. The Protas
plaintiff, who was a common shareholder
of the fund, objected to the fund’s redemp-
tion of preferred shares and argued that the
common shareholders as a class were being
treated unfairly and thus were advancing a
direct claim that alleged harm to the common
shareholders independent of the fund. The
court disagreed. Calling the plaintiff’s claim a
“dressed-up waste allegation,” the court stated
that “[a]Jvoiding the demand requirement by
restating a derivative claim under the guise of
a direct claim ‘alleging the same fundamental
harm in a slightly different way’ is the type of
bootstrap allegation that this Court has con-
sistently rejected.”20
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Vanguard involved two open-end funds
organized in series in which shareholders
alleged that the funds’ purchase of shares of
foreign online gambling businesses violated a
federal criminal statute that made it a crime
to “own” any part of an illegal gambling
business. In the context of the derivative/
direct action distinction, the Vanguard case
is particularly notable for investment funds
because of the plaintiffs’ arguments that
the court rejected. Many of the plaintiffs’
arguments that their claims were direct and
not derivative were premised on the unique
structure of an open-end fund organized in
series and thus, the plaintiffs argued, subject
to exceptions to the traditional rules. The
court generally rejected all of these argu-
ments and thus declined to create unique
rules only applicable to series trusts. For
example, the court rejected an argument
by the plaintiffs that the series structure of
the funds resulted in the investors of one
series being essentially a minority class of
shareholders within the trust as a whole and
thus entitled to the benefit of case law that
held that claims uniquely held by minority
shareholders were generally to be considered
direct claims. The plaintiffs also argued that
because the shares of the illegal gambling
company had not been sold, the funds had
not yet realized any loss and therefore the
funds themselves had not yet been harmed.
However, according to plaintiffs, because
the net asset value of the fund is calculated
daily, the shareholders had already suffered
a harm that was distinct from any harm to
the funds. While acknowledging that such
an argument had previously been accepted
by a California district court in Strigliabotti
v. Franklin Resources, Inc.,?! the Vanguard
court rejected it.

The DSTA and its Default Rules
for Bringing a Derivative Action

As mentioned above, Delaware statutory
trusts are not corporations and are governed
by the DSTA, which has statutory provisions
that in some instances differ significantly from
similar provisions in the Delaware General
Corporation Law (the DGCL). For example,
unlike the DGCL, the DSTA has few manda-

tory rules and few default or gap-filler rules.
Instead, the DSTA largely defers to the drafter
of the governing instrument to set forth those
matters that will govern the internal affairs of
a Delaware statutory trust and much of the
conduct of its business. In fact, this deference
is made clear in the DSTA, which expressly
states that its policy is to give maximum effect
to the principle of freedom of contract.22
Though the DSTA itself has few default
or gap-filler rules, it expressly provides that
Delaware’s other trust laws are applicable to
statutory trusts to the extent a matter is not
addressed in the governing instrument or the
DSTA, thus indirectly providing some gap-
filler rules.23

Section 3816 of the DSTA provides fairly
general default rules for bringing a derivative
action on behalf of a Delaware statutory trust
(which, as discussed below, may be modified
in the governing instrument).24 In general, a
shareholder of a Delaware statutory trust may
bring a derivative action if the trustees with
the authority to bring an action in the name of
the trust have refused to do so or if an effort
to cause such trustees to do so is not likely
to succeed.?> In the complaint, the plaintiff
must set forth with particularity the efforts
made to secure initiation of a suit by the
trustees (commonly referred to as the demand
requirement) or the reasons plaintiff did not
make such an effort (commonly referred to as
demand excused or demand futility).2¢ Prior
to the Vanguard and the Protas cases, the
general derivative action rules in the DSTA
had not been interpreted in any meaning-
ful manner by Delaware courts, and given
the DSTA's incorporation of Delaware’s gen-
eral trust law, it was an open question as to
whether Delaware courts would use general
trust principles or corporate law principles to
provide such interpretation. In both Vanguard
and Protas, the Delaware Court of Chancery
adopted Delaware’s traditional corporate law
principles, as the court had done for the direct
versus derivative test.

In Protas, the plaintiff did not make a
demand on the trustees, and the court looked
to the corporate test for demand futility
set forth in Aronson v. Lewis.27 Under the
Aronson test, for demand to be excused the
complaint must set forth with particularity
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facts that raise a reasonable doubt that (i)
the trustees are disinterested or indepen-
dent or (ii) the challenged transaction was
the product of a valid exercise of busi-
ness judgment.?8 Under the first prong of
the Aronson test, trustees are considered
interested when divided loyalties exist or a
trustee has received, or is entitled to receive,
a personal financial benefit not shared by
the shareholders. However, allegations of
trustee approval of or participation in a
challenged transaction are not sufficient to
excuse demand. Instead, the first prong of
the Aromson test is satisfied by particular-
ized factual allegations of a direct and sub-
stantial financial interest on the part of the
trustees.?? Under the second prong of the
Aronson test, a plaintiff must plead particu-
larized facts that “raise a reasonable doubt
that [the challenged transaction was] taken
honestly and in good faith.”30 The Protas
court noted that this is a heavy burden which
essentially requires a plaintiff to plead facts
amounting to waste. Waste entails a trans-
action where the consideration received by
the trust for trust assets was so dispropor-
tionately small that it is beyond the range
at which any reasonable person would be
willing to make the exchange. Accordingly,
a plaintiff’s waste complaint, and a deriva-
tive action pleading demand futility based
on the waste principle, will be dismissed by
Delaware courts unless a transaction is so
one-sided that “no business person of ordi-
nary sound judgment” could conclude that
the trust received adequate consideration in
the challenged transaction.3!

Ability to Impose Restrictions
on Derivative Actions

The DSTA contains a provision that is
unique among Delaware business entity stat-
utes. Section 3816(e) states that a “beneficial
owner’s right to bring a derivative action
may be subject to such additional standards
and restrictions, if any, as are set forth in
the governing instrument of the statutory
trust....” In addition, the section specifically
allows for restrictions that require sharehold-
ers owning a specified beneficial interest in
the statutory trust to join in the bringing of

the derivative action. This latter provision
is particularly significant because it means
the ability to bring a derivative action is not
necessarily an inherent right of every inves-
tor, regardless of how many shares such
investor may hold. Instead, a fund’s govern-
ing instrument can effectively require that a
significant number of investors join together
before they may even initiate an action—a
concept, as discussed below, that is common
in bond indentures but generally not associ-
ated with equity. Since in Delaware the ability
to impose restrictions on the right to bring
derivative actions is unique to Delaware
statutory trusts, how robustly the
Delaware courts would uphold such restric-
tions was somewhat of an open question
prior to the Vanguard decision. Based on the
Vanguard opinion, practitioners should be
confident that Delaware courts will take the
restrictions seriously.

In Vanguard, the court upheld the stan-
dards set forth in the governing instruments of
the Vanguard funds and stated that a plaintiff
“must comply” with any standards or require-
ments contained in a statutory trust’s govern-
ing instrument in order to proceed with a
derivative action.32 The governing instrument
for each of the Vanguard funds contained the
following provision:

[A] demand on the Trustees shall only
be deemed not likely to succeed and
therefore excused if a majority of the
Board of Trustees, or a majority of
any committee established to consider
the merits of such action, is composed
of Trustees who are not “independent
trustees” (as that term is defined in the
[DSTA]).33

The DSTA defines “independent trustees”
as any trustee who is not an “interested per-
son” as defined in the Investment Company
Act of 1940 (the 1940 Act) and states that
if a trustee is not an interested person under
the 1940 Act, such trustee will be “deemed
to be independent and disinterested for all
purposes.”3* The court considered whether
the Vanguard trustees were interested persons
under the 1940 Act and noted that under the
1940 Act a natural person is presumed not to
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be a controlled person and therefore not an
interested person. As all the Vanguard trust-
ees were natural persons, the court presumed
they were not interested under the 1940 Act
and, accordingly, were presumed to be inde-
pendent and disinterested for all purposes
under Delaware law. The court rejected all
of the arguments plaintiffs advanced to rebut
the foregoing presumption and found that
the complaint did not articulate sufficient
grounds to conclude that the Vanguard trust-
ees lacked independence as defined under the
funds’ governing instruments. Accordingly,
demand was not excused in Vanguard.35 The
court then upheld a test of independence
specified in the funds’ governing instruments
that was significantly more difficult to over-
come for a shareholder than Delaware’s tra-
ditional test.

Likely recognizing that they would not be
able to meet the governing instruments’ test
with respect to demand futility, the Vanguard
plaintiffs also argued that satisfying the “not
likely to succeed” requirement of the DSTA
(presumably as modified by the governing
instruments of the Vanguard funds) was not
the exclusive means by which to demonstrate
demand futility. The Vanguard court did not
expressly address this argument, but noted
that it was “dubious.”3¢ Presumably wanting
to avoid ruling on a novel issue that the court
need not address, the court instead applied a
traditional corporate analysis and concluded
that even under the corporate test the plain-
tiffs would lose. The result, though, is that
although the court upheld the standard for
demand futility set forth in the funds’ govern-
ing instruments, by not ruling squarely on the
issue of the governing instrument providing
the exclusive means by which to demonstrate
demand futility, it left some slight uncer-
tainty as to whether demand would have been
excused if the trustees were not independent
or disinterested under traditional rules but
were independent under the standards in the
governing instruments.

The Vanguard case did not have occasion
to address the enforceability of provisions of
a governing instrument that require benefi-
cial owners owning a certain percentage of
shares to join in the derivative action. Given
the stated policy of the DSTA to uphold the

enforceability of governing instruments and
that derivative actions may be susceptible to
abuse as discussed above, the authors believe
that a Delaware court would uphold such a
provision, particularly if the percentage set
forth in the governing instrument was not
considered unreasonable and had been in the
governing instrument from the date of the
formation of the fund. The authors’ belief is
buttressed by the fact that Delaware courts
have recognized that deterring frivolous suits
is a legitimate goal of analogous provisions
(no-action clauses) that are common in bond
indentures.3” No-action clauses require a cer-
tain percentage of bondholders to join in any
litigation against the issuing company.3® The
rationale is that if a suit has merit, it should
not be difficult to have the requisite number
of investors join as plaintiffs, and if a suit
does not have merit, the no-action clause will
minimize the risk that the issuing company
will have to expend funds in its defense.3?
These same policy justifications for no-action
clauses seem to apply equally to provisions
in governing instruments of Delaware statu-
tory trusts requiring a certain percentage of
shareholders to join in derivative actions. In
each case, the provisions protect against a
single investor with a small holding or a small
group of investors and their counsel from
bringing a suit for unworthy reasons, such
as a strike suit aimed at generating attorney
fees and not much more. Including such a
requirement in a fund’s governing instru-
ment could be an effective tool for a fund to
reduce the risk of frivolous suits that would
otherwise require the fund to use its assets to
defend itself and divert management’s atten-
tion from running the fund’s business.

Federal Law Overlay of State Rules

Though a detailed treatment is beyond the
scope of this article, funds should be mindful
that there is a potential federal law overlay
to state law derivative action rules for those
actions alleging injury under federal stat-
utes, which may be particularly relevant to
investment companies registered under the
1940 Act. Federal statutes occasionally are
interpreted as granting direct rights of action
to shareholders. One important example
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is litigation regarding investment advisor
fees brought pursuant to Section 36(b) of
the 1940 Act. Based on Delaware law prec-
edent, a shareholder suit challenging the
compensation a fund pays to its investment
advisor would appear to be a classic deriva-
tive action and not a direct action. In such a
suit, the harm to shareholders is not distinct
from the harm to the fund. If the fund has
overpaid the investment advisor, the harm
to the fund is the decrease in the value of its
assets, and the corresponding decrease in the
value of the shares is derivative of the harm
to the fund. Notwithstanding their apparent
derivative nature, suits regarding investment
advisor fees brought pursuant to Section
36(b) of the 1940 Act are effectively a direct
right of action of shareholders under federal
law, and state law rules for derivative actions
seem to be inapplicable.40

Another concern is the extent to which
federal law will defer to state law in the
context of derivative actions; in particular,
derivative actions founded on the 1940 Act.
The US Supreme Court has pointed out that
because the 1940 Act is a federal statute,
there is necessarily a federal component to
the demand requirement and any common
law rule needed to effectuate a private right
of action under the 1940 Act would be federal
in nature.4! However, the US Supreme Court
has indicated that federal common law rules
should only be used when there is a distinct
need for a national standard.4? In all other
cases, the US Supreme Court has indicated
that state law should be incorporated as the
federal rule of decision unless the application
of state law would “frustrate specific objec-
tives of the federal programs.”#3 Corporate
law, and more specifically the allocation of
governing power within a corporate entity,
is one area where the US Supreme Court has
indicated that the presumption that state law
should be incorporated into federal common
law is especially strong.44

With respect to derivative actions founded
on the 1940 Act, the US Supreme Court has
held that the contours of the demand require-
ment and any demand futility exception are
generally to be determined by application of
state law.4> However, the US Supreme Court
stated that state law should be displaced if a

court were to conclude that state law require-
ments of demand or demand futility were
inconsistent with the policies of the 1940
Act.46 The authors are not aware of any case
specifically addressing whether standards and
restrictions included in a statutory trust’s gov-
erning instrument pursuant to Section 3816(e)
of the DSTA are consistent with the policies
of the 1940 Act. Nonetheless, a fund and its
advisors should be mindful of federal law
when considering imposing restrictions on the
right to bring a derivative action in a fund’s
governing instrument.

Conclusion

The Vanguard and Protas cases have pro-
vided substantial guidance as to how Delaware
courts will approach derivative actions in the
context of Delaware statutory trusts. These
cases provide a level of certainty to man-
agement of funds organized as Delaware
statutory trusts by their confirmation that
Delaware’s well-developed corporate rules
will apply as a default matter. At the same
time, Vanguard indicates that Delaware courts
are prepared to uphold variations to those
rules when a fund’s governing instrument has
imposed additional restrictions or standards
as permitted by the DSTA. This combina-
tion of certainty and flexibility has been a
hallmark of Delaware’s appeal as the premier
jurisdiction for the formation of investment
funds, both public and private.
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