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Almost four years ago, the Delaware Supreme Court held that while
creditors of an insolvent Delaware corporation do not have the right
to assert direct claims for breach of fiduciary duty against officers and
directors, they may obtain derivative standing to enforce the company’s
claims.' The legal community had almost universally assumed that the
law of insolvent limited liability companies was no different.?

Not so fast.

In a November 2010 opinion captioned CML ¥V, LLC v. Bax,’ the Del-
aware Court of Chancery held that creditors of an insolvent Delaware
LLC do not have standing under Delaware law to sue derivatively for
breach of fiduciary duty. The court held that section 18-1002 of Dela-
ware’s Limited Liability Company Act (the “LLC Act”)* limits standing
to pursue derivative claims to members or assignees of limited liability
company interests in the LLC. Creditors are neither, and thus are not
afforded derivative standing by Delaware’s LLC Act. The court recog-
nized that this creates a distinction between corporations and LLCs, but
held that “[t]o limit creditors to their bargained-for rights and deny them
the additional right to sue derivatively... comports with the contractar-
ian environment created by the LLC Act.”
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Many questions remain after Bax. This article focuses on one: what
about creditors’ committees in Chapter 11 cases? Can they obtain de-
rivative standing (notwithstanding Bax) when the debtor is an LLC?
The issue is important because typically, insolvent companies ulti-
mately file for some form of bankruptcy, so if Bax only concerns who
may obtain standing for LLCs that are insolvent yet somehow never
file for bankruptcy, it has limited importance. Given that circuit courts
usually describe claims brought by a creditors’ committee as “deriva-
tive” claims, and that obviously committees are not members of an
LLC nor the members’ assignees, the question is whether bankruptcy
courts no longer will have the discretion to grant standing to commit-
tees to sue derivatively on behalf of LLCs.

From Credit Lyonnais to Gheewalla

The famous 1991 Credit Lyonnais opinion noted in a footnote that
when operating a solvent company

in the vicinity of insolvency, circumstances may arise when the
right (both the efficient and the fair) course to follow for the cor-
poration may diverge from the choice that the stockholders (or the
creditors, or the employees, or any single group interested in the
corporation) would make if given the opportunity to act.®

The court concluded that “[a]t least where a corporation is operating in
the vicinity of insolvency, a board of directors is not merely the agent of
the residue risk bearers, but owes its duty to the corporate enterprise.”’
Many courts and commentators read Credit Lyonnais to hold that cred-
itors affirmatively have the right to enforce fiduciary duties owed to
them by filing suit against directors and officers, as long as the company
is in the so-called “zone of insolvency.”® This led to a multitude of com-
plaints, mostly filed in bankruptcy courts, by creditors’ committees, liti-
gation trusts, or trustees, against directors for breach of fiduciary duties
for alleged failure to prefer the interests of creditors over stockholders
of insolvent or troubled, but arguably solvent, companies.’

The Delaware Supreme Court’s Gheewalla opinion changed this. It
held that duties do not shift or expand when a marginally solvent com-
pany is operating in the zone of insolvency.'” More germane to the
Bax discussion, it further held that creditors cannot maintain a direct
claim for breach of fiduciary duty even for insolvent corporations.!!
However, it held that creditors of an insolvent corporation may ob-
tain derivative standing to sue for a breach of fiduciary duty owed to
the corporation itself.!? The court reasoned that “[w]hen a corporation
is insolvent... its creditors take the place of the shareholders as the
residual beneficiaries of any increase in value.”"* Thus, they are the
stakeholders who have the most incentive to enforce the corporation’s
rights by filing derivative claims.
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The CML v. Bax Opinion

The facts of Bax are fairly typical. Plaintiff CML loaned JetDi-
rect, a private jet management and charter company, nearly $35 mil-
lion. While in the process of rapidly expanding by acquiring smaller
companies, JetDirect defaulted on the CML loan and then or shortly
thereafter became insolvent. CML alleged that the board of managers
acted without sufficient knowledge of the company’s finances when
it continued the policy of expansion through acquisition, citing the
fact that two independent auditors declined to complete their audits
of JetDirect. CML further alleged that following JetDirect’s default,
certain of its managers negotiated sales of JetDirect Assets to enti-
ties they controlled, and that the JetDirect board failed to exercise
proper oversight of those sales. Accordingly, CML asserted deriva-
tive claims for breaches of the managers’ fiduciary duties, as well as
a direct claim for breach of the loan agreement. This article focuses
only on the derivative claims.

Defendants contended that, as a creditor, CML lacked standing to
assert a derivative claim under Delaware’s LLC Act. CML, in turn, as-
serted that creditors of an insolvent LLC should be treated the same as
creditors of an insolvent corporation, and therefore be permitted to ob-
tain derivative standing to sue on behalf of the LLC. The Court agreed
with the defendants and dismissed the case.

The Court focused on the language of Sections 18-1001 and 18-1002
of the LLC Act.' Section 18-1001, entitled “Right to Bring Action,”
provides that “a member'’® or an assignee of a limited liability company
interest may bring an action” on behalf of an LLC when managers or
members have refused to do so or demand would be futile. Section 18-
1002, entitled “Proper Plaintiff,” provides:

In a derivative action, the plaintiff must be a member or an as-
signee of a limited liability company interest at the time of bring-
ing the action and... [a]t the time of the transaction of which the
plaintiff complains

While many had focused on Section 18-1002’s temporal aspects—
1.e., when a member must have owned its equity stake to assert deriva-
tive claims, the so called “contemporaneous ownership requirement”—
the Court emphasized the first and second clauses of the statute: “in a
derivative action the plaintiff must be a member or an assignee.” It does
not say “or a creditor.” Thus, the Court held that it could not grant de-
rivative standing to creditors. CML therefore lacked standing to bring a
derivative suit under the plain language of the LLC Act.

The Court was aware that this ruling would be considered a surprise
because certain court opinions and articles had expressly assumed that
creditors of insolvent LLCs could obtain derivative standing.'® How-
ever, this did not convince the Court to depart from a plain meaning in-
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terpretation. The Court also rejected CMLs argument that the language
of section 18-1002 was ambiguous because its literal application would
lead to absurd results—that the creditors of an insolvent LLC would
be treated differently than creditors of an insolvent corporation. The
Court found no absurdity in interpreting the two acts differently given
the LLC Act’s paramount goal of freedom of contract.

Moreover, the Court emphasized that the LLC Act provides creditors
with several avenues to protect their interests, so that asserting deriva-
tive claims for breach of fiduciary duty is unnecessary. These include,
among others, the right to enforce capital calls if a creditor extends
credit in reliance on a member’s obligation,'” and the ability to provide
for rights to creditors in the operating agreement even though creditors
are not a party to the operating agreement.'® In addition, the LLC Act
expressly contemplates that fiduciary duties can be expanded as well as
limited or even eliminated.' The Court stated that an “LLC Agreement
conceivably could provide for duties triggered by insolvency that would
include an obligation to preserve assets for creditors.” Presumably, this
would be structured as a direct duty owed to the creditors, because de-
spite the flexibility of the LLC Act, there does not appear to be a pro-
vision that clearly permits an operating agreement to alter the Proper
Plaintiff requirements of section 18-1002.

Bax Should Not Effect Claims of Trustees or Litigation Trusts

While recent years have provided the Delaware state courts with a
few opportunities to consider the law of fiduciary duties of insolvent
companies, typically these cases are litigated in the bankruptcy courts
for an obvious reason—if the company is insolvent, there is a good
chance it will wind up in bankruptcy. Of course, bankruptcy courts ap-
ply state law to claims of breach of fiduciary duty.?' So the important
question is, how (if at all) does the Bax opinion effect fiduciary duty
claims of LLCs litigated in bankruptcy courts, given that individual
creditors rarely file such claims?

Generally, fiduciary duty claims are asserted in bankruptcy cases by
one of four types of entities: the debtor itself, a trustee, a postconfirma-
tion litigation trust, or a creditors’ committee. With respect to the first
two—the debtor and a trustee—Bax clearly is irrelevant. Whether in or
out of bankruptcy, where the company asserts a fiduciary duty claim
itself, that is not a derivative claim. Rather, it is the company asserting
its own rights, not someone stepping into the company’s shoes to assert
those rights.?? Similarly, where a Chapter 7 or 11 trustee is asserting the
claim, it is exercising its power, granted to it by the Bankruptcy Code,
to operate the company’s assets, including litigation,? in the same man-
ner as a board of directors usually acts on behalf of the company under
Delaware corporate law.** That, too, is not a “derivative” claim, so Bax
does not effect such suits.”” The third type of plaintiff, a postconfirma-
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tion litigation trust, is an entity created by or pursuant to a plan and
confirmation order in which the debtor assigns its rights and title to
litigation claims to the trust. While little if any case law addresses the
point, it seems that this, too, would not be a derivative claim because the
“new owner” of the claim is asserting it, rather than someone asserting
the claim on the owner’s behalf. Thus, Bax also should not effect claims
brought by litigation trusts.

However, as shown below, if the purported plaintiff is a creditors’
committee of an LLC, Bax seems to be a bar to the suit.

Creditors’ Committee Standing

The first question in analyzing whether Bax matters in adversary pro-
ceedings is: should a federal court care about state law requirements for
derivative standing? The answer is yes. “Despite persisting uncertainty
as to whether state or federal law supplies the choice of law rules in a
bankruptcy case... the law of the state of incorporation determines who
can bring a derivative suit.””?® That is exactly the subject that Bax ad-
dresses. Indeed, Bax’s holding that the LLC Act’s use of the words “the
plaintiff must be a member or an assignee” excludes creditors is a very
similar subject to one addressed years ago by the Third Circuit in Gal-
lup v. Caldwell:*" whether someone who purported to be a stockholder
but was not a stockholder of record could maintain a derivative suit. The
Court held that this question is a matter of state law. An independent,
second rationale exists where the cause of action that the committee as-
serts is pursuant to state law, such as breach of fiduciary duty.?® That is,
Bax turned on the application of a statute—Delaware’s LLC Act—not a
Rule of Civil Procedure. It seems incongruous to contend that a plaintiff
can sue under different provisions of that same statute or common law
relating to it and at the same time ignore a portion of the statute. Ac-
cordingly, true derivative claims should not be permitted by bankruptcy
courts unless the plaintiff is a member of the LLC or an assignee of a
limited liability company interest in the LLC.

That, of course, begs the following question: where a creditors’ com-
mittee obtains standing to bring the estate’s claims, is that a “derivative
claim” within the meaning of Bax and section 18-1002? The author be-
lieves that the better reading is yes.

Certainly, creditors’ committees rarely have the right to bring direct
claims, i.e., claims that the committee itself suffered some damage by
the defendants’ conduct. After all, a creditors’ committee is not even
formed until some time after a bankruptcy case is filed, and even then
can not be “damaged” (in the sense of tort law) because it simply is a
group of otherwise unaffiliated creditors who join together to represent
common interests of and act as a fiduciary for other unsecured creditors.
While individual creditors might have claims against directors and of-
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ficers, the Bankruptcy Code does not authorize a creditors’ committee
to pursue such claims.

Thus, it i1s no surprise that when granting a creditors’ committee
standing to sue, courts uniformly refer to the committee’s “derivative
standing.”* Moreover, just like in a shareholders’ derivative suit out-
side of bankruptcy, the derivative plaintiff is not the entity originally
vested with the right to bring the suit, but obtains that right as a matter
of equity because the entity with the right to bring the claim will not
do so; and any recovery on the claim goes not to the plaintiff but to
the company (or, in bankruptcy, to the estate). Even the standards for
obtaining derivative standing are similar. In most bankruptcy courts, a
committee must show that: (1) there is a colorable claim, (2) the debtor
in possession “unjustifiably refuses” to pursue the claim, and (3) the
committee has received permission from the bankruptcy court to initi-
ate the action.*” This parallels with the “demand excused” and “demand
refused” paradigms outside of bankruptcy.’! Also, the effect of granting
derivative standing is similar: it “does not strip a debtor of ownership of
the claims,” so in certain circumstances the debtor may still try to settle
the case,’” just as occasionally a special litigation committee of a non-
debtor’s board settles a pending shareholder derivative suit.*

Moreover, in explaining the type of derivative standing it was autho-
rizing a committee to obtain, the Cybergenics court cited the origins of
stockholder derivative actions:

The concept of derivative standing arose when, despite a lack of ex-
press statutory authorization, courts of equity allowed shareholders
to pursue valuable actions when the nominal plaintiff (the corpora-
tion) unreasonably refused to do so... We believe that the ability to
confer derivative standing upon creditors’ committees is a straight-
forward application of the bankruptcy courts’ equitable powers.*

Thus, there is no question that derivative suits in and out of bank-
ruptcy share many similarities. However, in order to determine whether
that which bankruptcy courts are calling “derivative” is the same thing
as what is meant by “derivative claim” in section 18-1002 of Delaware’s
LLC Act, any differences between the two should be examined. To that
end, it is certainly true that outside of bankruptcy, the claim belongs to
the company, whereas in bankruptcy, it belongs to the estate, and the
trustee or debtor in possession (whichever is applicable) is only one of
the two estate fiduciaries, the other being the creditors’ committee. The
author suggests that this distinction should make little difference. First,
while the committee is a fiduciary for unsecured creditors (not the estate
generally), the Bankruptcy Code does not, in the first instance, vest it
with the authority to sue; the authority is given to the trustee or debtor
in possession.®
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Second, and perhaps more importantly, the ownership by the estate
in bankruptcy versus the company outside of bankruptcy distinction is
a false dichotomy. Courts analogizing creditor derivative suits in bank-
ruptcy to stockholder suits outside of bankruptcy have equated the debt-
or’s/trustee’s role with the role of management, rather than the company
itself.*® By conceptualizing it in this way, it becomes more apparent
that both in and out of bankruptcy, there is a distinction between those
who control whether the suit is brought and who gets the recovery: the
management or board—whether of a debtor in possession or a solvent
company not in bankruptcy—is vested with authority to control claims
unless derivative standing is granted, and if there is any recovery on the
claim, it goes not to management but to the estate or the company itself.

However, what about the Supremacy Clause? Some will argue that
because Chapter 11 is federal law, it supersedes state law, rendering
Bax irrelevant. However, while Cybergenics held that granting deriva-
tive standing was consistent with the equitable powers of a bankruptcy
court,’ it stopped short of finding that that any section of the Bank-
ruptcy Code expressly provided for derivative standing.*® Since there
is no Bankruptcy Code section directly addressing and negating 6 Del.
C. §18-1002 nor legislative history manifesting an intent to do so, it is
difficult to see how the Bankruptcy Code could be held to override ap-
plicable state law.* Moreover, as shown above, federal courts have ex-
pressly held that state law governs who may bring a derivative claim.*
Thus, the Supremacy Clause does not appear to affect the analysis.

Alternatives

For the reasons set forth above, the author believes that Bax com-
pels a finding that where the debtor is a Delaware LLC, a bankruptcy
court cannot grant a creditors’ committee derivative standing to bring
claims. It is not lost on the author that this creates potential problems.
The Cybergenics court addressed various alternatives to allowing de-
rivative standing—appointing a trustee, converting the case to Chapter
7, ordering the debtor to sue management, etc.—and found each to be
far less effective than derivative standing.*’ Some “amount to replacing
the scalpel of a derivative suit with a chainsaw.”*> However, in the ab-
sence of authority to grant derivative standing to committees of LLCs, it
is likely that there would be an increase in motions to appoint a trustee.

One possible solution, at least in a case that is leading to plan confir-
mation, is for the debtor to agree early in the process to assign its claims
to a trust. As shown above, this structure should not be affected by Bax.
Even in the absence of a plan—and particularly where the business is
sold pursuant to section 363—trusts for the benefit of creditors have
become more common recently. There does not appear to be a reason
why such trusts could not be vested with the debtor’s or estate’s rights
and title to cases of action, just as occurs in postconfirmation trusts.*
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Another possible solution presents itself where the debtor/LLC’s par-
ent is a corporation which also is a debtor and there is only one credi-
tors’ committee for both debtors. In that situation, the committee, acting
for the corporate parent/debtor in its role as a member of the LLC/debt-
or, could seek derivative standing to sue the LLC’s managers. While it
is true that this still would not meet the literal words of section 18-1002
because the plaintiff would not be a member but rather a creditors’ com-
mittee of the member, it seems to come closer because the committee
would be acting in the name of the member. There also is some possibil-
ity that the cause of action and/or damages might be affected by making
the plaintiff an entity seeking redress on behalf of the member rather
than creditors. However, theoretically it should not, since the claim is
derivative, i.e., on behalf of the LLC, and (absent a contrary provision
in the operating agreement) the fiduciary duty is owed to the LLC itself.

Substantive Advice Should Not Change

Even assuming that creditors’ committees no longer may be granted
standing to sue, it does not follow that attorneys counseling a board of
managers of a financially troubled Delaware LLC should change their
substantive advice. After all, Bax dealt with standing to sue, not the sub-
stantive duties owed by a board of managers of an LLC. And as shown
above, others will continue to be able to obtain standing to sue for the
same conduct: the LLC itself, a trustee, or probably a postconfirma-
tion litigation trust. Even when the LLC remains a debtor in possession
in a Chapter 11 case, if it refuses to bring claims against its board of
managers and a committee cannot, a bankruptcy court might consider
appointing a limited purpose trustee, or at a minimum an examiner.*
Thus, anyone celebrating Bax as providing a “free ride” for managers
of a Delaware LLC is mistaken.

Rather, Bax does not purport to alter the managers’ substantive du-
ties. Of course, Delaware’s LLC Act permits the LLC’s operating agree-
ment to expand, limit, or eliminate fiduciary duties,” so the operating
agreement must be consulted in determining what those duties are. In
the absence of such a provision in the operating agreement, Bax does
not seem to imply any different substantive result than Gheewalla—
upon insolvency, fiduciary duties should continue to be owed to the
entity itself.* To the extent that the managers instead govern the LLC
solely for the benefit of the members at the expense of the entity and its
creditors, it is likely that a court would listen carefully to a trustee’s or
postconfirmation trust’s allegations that such governance was improper.

Conclusion

Bax was a surprise to most practitioners. If it is interpreted to deny
the right of creditors’ committees to obtain derivative standing to sue
on behalf of LLCs, it will have a significant effect on future Chapter

© 2011 Thomson Reuters



CAN A CREDITORS’ COMMITTEE BE GRANTED STANDING? 261

11 cases of LLCs. As with most issues regarding LLC’s, however, it
also is possible that practitioners will come up with new, permissible
provisions in operating agreements to ameliorate any perceived prob-
lems arising from Bax. Until then, it is important that attorneys giving
governance advice to a board of managers recognize that Bax’s holding
concerned standing, and did not, in itself, change substantive fiduciary
duty law.
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