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he board members of registered investment companies (sometimes
referred to herein as funds) play a critical role in protecting the
interests of shareholders. In order to encourage the diligent dis-
charge of their duties, the board members of registered investment
companies in turn need to be protected. Indemnification and advancement, along
with insurance,! are key components of the protections available to board members
with respect to the discharge of their duties.2 The importance of adequate indemnifi-
cation of board members has been recognized by the Delaware Supreme Court, which
has said that indemnification:
serves the dual policies of: (a) allowing lawsuits, secure in the knowledge that,
corporate officials to resist unjustified if vindicated, the corporation will bear

the expense of litigation; and (b) en-
couraging capable women and men to
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The Securities and Exchange Commission
(SEC) has also recognized the importance
of adequate indemnification in attracting
qualified men and women to serve as fund
board members.# This article discusses indem-
nification and advancement under Delaware
law of trustees of Delaware statutory trusts
(DSTs), which have become increasingly
popular for the organization of investment
companies registered under the Investment
Company Act of 1940, as amended (1940
Act).> In addition, this article will highlight
some of the differences between Delaware
law applicable to the indemnification of and
advancement of expenses to corporate direc-
tors and the law applicable to the indemnifica-
tion of and advancement of expenses to DST
trustees. It is important to note that federal
laws, including the 1940 Act, impose limits
on the indemnification of board members of
registered investment companies. The nature
and scope of these limits are beyond the scope
of this article but are important to take into
account.®

Indemnification and Advancement
Under Delaware Law

Indemnification is generally understood as
the payment, directly or by reimbursement,
by a company of amounts owed by anoth-
er with respect to judgments or settlements
of claims, as well as defense costs relating
thereto. Typically, the right to indemnifica-
tion is granted by statute, contract or via an
entity’s organizational documents and often
only accrues once the indemnitee has made
payment to a third party and the dispute with
that party is final.” The ability to receive funds
in advance of such a judgment for defense
costs is referred to as “advancement.” Under
Delaware law, advancement is a separate and
distinct legal right from indemnification, and
the right to advancement is not dependent
on the right to indemnification.8 Thus, while
indemnification rights provide board members
with the rights to be reimbursed for fees and
expenses, absent advancement rights board
members are obligated to pay out of pocket
in the first instance. Because defense costs can
be significant, advancement rights are often
viewed as indispensible by board members.

Indemnification and
Advancement Under the DSTA

DSTs are separate legal entities that are
governed by the Delaware Statutory Trust
Act (DSTA)>—they are not subject to the
Delaware General Corporation Law (DGCL),10
Delaware’s statute applicable to Delaware cor-
porations. Adopted in 1988, the DSTA has
quickly become the model for similar statutes
in other jurisdictions. The DSTA provides
a broad framework for the formation and
operation of DSTs, with few mandatory rules
and few default or gap-filler rules. The DSTA
largely defers to the drafter of the governing
instrument of a DST to set forth those mat-
ters that will govern the internal affairs of a
DST and much of the conduct of its business.
This deference is made explicit in the DSTA,
which expressly states that its policy is to give
maximum effect to the principle of freedom of
contract and to the enforceability of governing
instruments.!!

Indemnification of trustees of DSTs is
addressed in Section 3817(a) of the DSTA,
which simply provides that “subject to the
standards and restrictions, if any, set forth in
the governing instrument, a statutory trust
shall have the power to indemnify and hold
harmless any trustee or beneficial owner or
other person from and against any and all
claims and demands whatsoever.” Section
3817(b) of the DSTA provides that the absence
of indemnification provisions in a DST’s gov-
erning instrument is not to be construed as
depriving any trustee or other person of any
right to indemnity that is otherwise available
to such person under the laws of the State of
Delaware. The power of a DST to indemnify
its trustees is thus extremely broad.

The DSTA does not contain provisions that
practitioners generally familiar with the law
applicable to Delaware corporations might
expect would be present. For example, Section
3817 of the DSTA does not:

(1) Provide mandatory indemnification rights
in favor of trustees;

(2) Impose minimum standards of con-
duct that must be met by an indemnitee
(though, as discussed below, there are
likely limits under Delaware law as to the
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type of conduct for which there may be
indemnity);

(3) Provide default rules for the process of
determining when indemnification is
appropriate;

(4) Address advancement; or

(5) Distinguish between indemnification for
third-party claims and indemnification for
actions brought by or in the name of the
trust, including derivative actions.

Consistent with its policy to defer to the
terms of the governing instrument, the DSTA
generally leaves all of these matters to the
terms of the governing instrument. Drafters
of governing instruments for DSTs thus have
the ability to tailor terms to the needs and
wishes of their clients to an extent not avail-
able in many other jurisdictions or indeed not
available to organizers of Delaware corpora-
tions.

The DSTA’s freedom of contract policy,
coupled with the lack of default and manda-
tory rules, is in stark contrast to the DGCL—
Delaware’s much more well-known entity
statute—which contains detailed statutory
provisions with respect to indemnification and
advancement. A summary of certain provi-
sions of the DGCL follows in the next section
in order to highlight the contrast. Although
the following summary focuses on the indem-
nification and advancement provisions of the
DGCL, we note that, while there are various
differences, the indemnification and advance-
ment regime of the Maryland Corporations
and Associations Article, Maryland’s statute
applicable to Maryland corporations is, broad-
ly speaking, similar to the DGCL’s indemnifi-
cation and advancement regime.

Indemnification and Advancement
Under the DGCL

The statutory authority for indemnifica-
tion and advancement under the DGCL is
contained in Section 145. Sections 145(a)
and (b) of the DGCL set forth provisions
relating to the power of a Delaware corpora-
tion to indemnify its directors, officers and
employees—neither section makes manda-
tory the right of indemnification. Section
145(a) applies only to third-party actions

and not to actions brought by or in the name
of the corporation.!? Section 145(b) applies
only to actions brought by or in the name of
the corporation, including derivative actions.
While both Sections 145(a) and (b) are very
broad in their coverage, each has statutory
limits as to when indemnification may be
available. For example, to be indemnified
under Section 145(a), an indemnitee must
have acted in good faith and in a manner
that the indemnitee reasonably believed to
be in or not opposed to the best interest of
the corporation. Additionally, with respect to
any criminal proceeding, the indemnitee must
have had no reasonable cause to believe that
the indemnitee’s conduct was unlawful.

In addition to the permissive indemnity
rights under Sections 145(a) and (b), the
DGCL also provides for mandatory indem-
nification rights for both current and former
directors and officers in certain situations.
Specifically, pursuant to Section 145(c), the
corporation is required to indemnify its former
and current directors and officers for expenses
to the extent that any such person is successful
on the merits or otherwise in defense of such
suit, action or proceeding.

Section 145(d) of the DGCL sets forth pro-
cedures for determining whether a prospective
indemnitee has met the statutory standards of
conduct. The determination as to whether a
prospective indemnitee who is then a director
or officer of the corporation has met the stan-
dards of conduct must be made:

(1) By a majority vote of the directors who
are not party to the suit, action or pro-
ceeding for which the indemnitee seeks
indemnification, even though less than a
quorum,;

(2) By a committee of such directors desig-
nated by a majority vote of such directors,
even though less than a quorum;

(3) If there are no such directors or if such
directors so direct, by independent legal
counsel in a written opinion; or

(4) By the stockholders.

Section 145(e) permits a corporation to
advance expenses (including attorneys’ fees)
incurred by a current director or officer in
defending an action, suit or proceeding upon
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an undertaking by or on behalf of such direc-
tor or officer to repay any advanced amounts
if it is ultimately determined that such per-
son is not entitled to be indemnified by the
corporation as authorized by Section 145.
Additionally, Section 145(e) permits a cor-
poration to advance such expenses (including
attorneys’ fees) incurred by former directors
and officers, among other persons, upon
such terms and conditions as the corporation
deems appropriate.

Delaware Case Law under the DSTA

In contrast to the extensive case law under
the DGCL, the authors are only aware of two
Delaware cases expressly addressing indemni-
fication and advancement rights of trustees
of DSTs: Nakahara v. NS 1991 American
Trust'3 and Simon v. Navellier Series Fund.14
In Nakahara, two trustees of a DST sought
advancement of legal fees and expenses from
the trust pursuant to express advancement
rights in the trust’s governing instrument. An
indirect beneficiary of the trust intervened and
challenged the trustees’ right to advancement,
claiming that the DSTA did not permit the
trust to advance legal fees and expenses. The
Nakahara court held that notwithstanding
the DSTA’s silence regarding advancement
rights of trustees, a DST has the power to
advance legal fees to its trustees.!3

Though its holding is narrow, Nakahara
provides significant guidance regarding indem-
nification and advancement rights generally
under the DSTA. For example, in response to
the plaintiff’s arguments that relied upon the
provisions of the DGCL in support of their
arguments under the DSTA, the Nakahara
court considered the DSTA’s and the DGCL’s
different treatment of indemnification and
advancement and concluded that the “two
statutes are simply too different to draw any
conclusions from a comparison of their vari-
ous provisions.”16 The court stated that while
flexible in many respects, the DGCL does place
limits on how a corporation may be organized.
In contrast to the DGCL, the court found
that the DSTA’s highly permissive language
was intended to give DSTs broad freedom in
establishing their internal affairs. In particular,
the court noted that the language of Section

3817(a) of the DSTA “compels a permissive
interpretation, with the language intended to
authorize as much as possible and exclude
only that which is expressly prohibited” and
that Section 3817 of the DSTA allows DSTs
to indemnify and advance litigation expenses
to its trustees in any way “that is consistent
with general contracting principles.”17 In light
of Nakahara, care must be taken when looking
to Delaware corporate law for guidance with
respect to indemnification matters for DSTs
given the difference in the statutory regimes.

In Navellier, a trustee of a registered invest-
ment company organized as a DST sought
indemnification from the DST pursuant to the
indemnification provisions of the DST’s gov-
erning instrument. The DST and the trustee
also had entered into a separate indemnifica-
tion agreement, which contained an exclusive
forum selection clause requiring all disputes
related to indemnification to be decided in the
courts in Reno, Nevada. The court dismissed
the trustee’s claim and held that, notwith-
standing the absence of a forum selection
clause in the governing instrument’s indem-
nification provisions, the dispute must be liti-
gated in the courts of Reno, Nevada pursuant
to the exclusive forum selection clause con-
tained in the separate indemnity agreement.
The court reached its conclusion seemingly
because of imprecise drafting of the separate
indemnity agreement, which led the court to
view the indemnification provisions in the
governing instrument and those in the separate
indemnification agreement as an integrated
whole.!8 Navellier is perhaps best remembered
as providing support for a fund’s ability to enter
into indemnification agreements (discussed in
more detail below) with its board members
even when the governing instrument otherwise
provides indemnification and as a reminder of
the importance of precise drafting.

Typical Provisions in Fund
Governing Instruments

Given the brevity of the DSTA’ treatment of
indemnification—particularly when contrasted
with the DGCL—and the lack of gap filler pro-
visions, it is easy to see why the governing instru-
ments of 1940 Act funds typically contain relative-
ly detailed provisions relating to indemnification
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and advancement. For example, many funds’
governing instruments contain provisions relat-
ing to the procedures for determining whether
indemnification or advancement is appropri-
ate (these procedures are often modeled on the
DGCL provisions and SEC guidance as to what
is consistent with the 1940 Act), including the
establishment of litigation committees, provi-
sions relating to who controls the defense of an
action, rights of participation and settlement,
and provisions relating to how disputes over the
granting of indemnification and advancement
are resolved.

Delaware Common Law
Indemnification Rights of Trustees

In the absence of indemnification provi-
sions in a DST’s governing instrument, Section
3817(b) of the DSTA preserves indemnifica-
tion rights otherwise available to trustees or
other persons under Delaware law. In addi-
tion, Section 3809 of the DSTA provides
that the laws of Delaware pertaining to trusts
generally are applicable to DSTs except to
the extent that a DST’s governing instrument
provides otherwise. Thus, in the unlikely event
that a fund’s governing instrument is silent as
to indemnification of the trustees, Delaware
law does provide some base level of indemnity
rights. These indemnity rights are not statu-
tory rights but are instead derived from com-
mon law principles and their application (and
adequacy) to a trustee of a DST operating as a
registered investment company is uncertain.

Public Policy Limits to Indemnification of
Trustees Under Delaware Trust Law

Notwithstanding the DSTA’s approval of
indemnification of trustees for “any and all
claims and demands whatsoever” and the
extremely broad authorization suggested by
Nakahara, there are other provisions of the
Delaware Code which suggest that the broad
indemnification permissible under the DSTA
is still subject to certain limits, including public
policy limits.19 In the statutory laws governing
Delaware trusts in general, one section allows
for governing instruments to expand, restrict,
eliminate or otherwise vary the standard of
care, indemnification rights and liabilities of

fiduciaries of a Delaware trust.20 However,
this section also provides that it shall not be
construed to permit the exculpation or indem-
nification of a fiduciary for the fiduciary’s own
wilful misconduct. In this context, Delaware
law defines wilful misconduct as “intentional
wrongdoing, not mere negligence, gross neg-
ligence or recklessness.”?! The outer limits of
permissible indemnification under Delaware
law may be somewhat academic for 1940 Act
funds, given the 1940 Act’s limitations on
exculpation and indemnification.

Indemnification Agreements

While indemnification and advancement
rights for DSTs are usually granted to board
members in the governing instrument, such
rights, as Navellier indicates, can also be
granted pursuant to a separate indemnifica-
tion agreement. Indemnification agreements
are bilateral agreements between a fund and
an individual board member whereby the
fund agrees to provide indemnification (and
usually advancement) to the board member
on the terms and conditions set forth in the
indemnification agreement. Depending on the
terms and conditions of the indemnification
agreement and the relevant provisions of the
fund’s governing instrument, an indemnifica-
tion agreement can serve a variety of purposes,
including providing trustees with indemnifica-
tion and advancement rights that supplement
or expand the rights provided in the fund’s
governing instrument.??2 The use of indemni-
fication agreements by registered investment
companies has not been as common as it
has been for public companies generally (the
precise reasons for this are not entirely clear).
However, it is the authors’ impression that
more and more funds organized as DSTs are
entering into indemnification agreements with
their board members. This section will discuss
what purposes such agreements can serve and
some of the issues that should be considered
when considering their adoption.

Purposes Served by
Indemnification Agreements

Indemnification agreements can serve a
variety of different purposes, only some of
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which may be relevant to any particular fund.
In order to understand the purposes that may
be served by an indemnification agreement for
a DST and its trustees, it is perhaps instructive
to first discuss the purposes that indemnifica-
tion agreements have historically served for
directors of Delaware corporations, where
their use is much more common. As previ-
ously noted, the DSTA and the DGCL have
different statutory provisions with respect to
indemnification generally; broadly speaking,
while the purposes indemnification agree-
ments serve are generally the same for board
members of DSTs and Delaware corpora-
tions, there are some differences discussed
below. These differences are important to
understand since there is often a temptation to
use forms of indemnification agreements that
were designed to work with the DGCL and
adapt them for use with DSTs.

The starting point for discussing indem-
nification agreements for Delaware corpora-
tions is Section 145(f) of the DGCL, which
expressly states that the indemnification and
advancement provisions provided by Section
145 are not exclusive.23 Thus, Delaware cor-
porations are permitted to indemnify a corpo-
rate director by means of an indemnification
agreement.?* The purposes such agreements
typically serve are: (1) to make indemnification
and advancement by the corporation manda-
tory in a situation where the governing docu-
ments of the corporation or the DGCL pro-
vide that indemnification is permitted but not
mandatory,?> (2) to provide greater specificity
as to board members’ rights of indemnification
and advancement and the procedural require-
ments for obtaining indemnity and advance-
ment of expenses,2¢ and (3) to create a personal
contract right that cannot be amended without
the consent of the individual board member
who is a party to the contract. Whether an
indemnification agreement can also provide
indemnification rights for corporate directors
that are contrary to the limitations or prohibi-
tions set forth in Section 145 of the DGCL is
an open question because there are no reported
Delaware cases that address this point.2’

While each of the purposes referenced above
can be important from the perspective of a corpo-
rate director, the security of a personal contract
right is often viewed as the most important

purpose an indemnification agreement can serve.
The importance of such a personal right was
highlighted by the Delaware Chancery Court in
Schoon v. Troy Corp.28 In Schoon, the Delaware
Court of Chancery held that a former director
of a Delaware corporation was not entitled to
advancement under the corporation’s bylaws
because the board of directors had amended the
bylaws to eliminate the right of former direc-
tors to advancement prior to the corporation’s
action against a former director but after the
director had joined the board. The court rejected
the former director’s claim that the corpora-
tion could not unilaterally terminate his right
to advancement because his right vested upon
his joining the board. The court instead found
that a director’s right to advancement vested
when the corporation’s obligations under the
bylaws were triggered by a lawsuit, not upon
the director taking office. If the former direc-
tor had had an indemnification agreement, the
board of directors would not have been able to
unilaterally eliminate the former director’s right
of advancement. Section 145(f) of the DGCL
was amended in 2009 to effectively reverse the
Schoon ruling in most situations. However, there
is still utility for indemnification agreements as
personal contract rights for corporate directors
because this amendment to the DGCL only
addresses the elimination of indemnification
and advancement rights after the occurrence of
the act or omission for which indemnification or
advancement is sought and not their elimination
generally for prospective actions.

In the context of DSTs, the purposes that
indemnification agreements serve are similar
to those applicable to corporations. However,
because of the differences between the law
applicable to DSTs and Delaware corpora-
tions highlighted above, indemnification agree-
ments’ relative importance to board members
of a given fund will be highly dependent on
the terms of the fund’s governing instrument.
For example, as noted above, it is common for
relatively detailed provisions for mandatory
indemnification and advancement to be set
forth in the governing instrument of a DST,
thus obviating the need for greater specificity
that often applies in the context of Delaware
corporations. An indemnification agreement
as a personal contract right perhaps has more
significance for board members of a DST
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than is the case for corporate directors. This is
because the DSTA does not contain a provi-
sion similar to that found in Section 145(f) of
the DGCL adopted in the wake of Schoon. In
addition, the DSTA does not have a provision
similar to DGCL Section 145(j), which makes
clear that indemnification generally continues
to be available under Section 145 even after
the person ceases to be a director.

As a result, many funds organized as DSTs
incorporate the protections provided in Sections
145(f) and 145(j) directly into the fund’s gov-
erning instrument. But since the protections
are in the governing instrument and are not
statutory rights, they are subject to the amend-
ment provisions of the governing instrument
and general contract law principles applicable
to amendments generally. Thus, though careful
drafting can make these provisions difficult to
eliminate without the consent of the affected
board members, it is not certain that such
provisions would be impervious to elimination
by a board so inclined to do so in all situa-
tions (particularly with shareholder approval).
Indemnification agreements protect against
this risk and thus should be considered by DST
boards that have concerns in this area.

Interplay with Governing
Instrument Provisions

As indicated above, it is common for the
governing instruments of registered invest-
ment companies organized as DSTs to contain
more detailed provisions for indemnification
and advancement than is typically the case for
the governing instruments of Delaware corpo-
rations. If a DST’s board has determined that
it is appropriate to enter into indemnification
agreements with individual members, then it is
important, as Navellier highlights, when draft-
ing the indemnification agreements that the
provisions of the fund’s governing instrument
be analyzed carefully because the DSTA defers
to the governing instrument with respect to
any standards or restrictions that might apply
to a DST’s power to indemnify.

Conclusion

In order to attract the best candidates to
serve as registered investment company board

members, a fund should provide comprehensive
indemnification and advancement rights. The
flexibility of the DSTA and its policy of giving
maximum effect to the principle of freedom of
contract provide investment funds a variety of
options to meet that objective. This flexibility is
in contrast to the approaches of many statutes
governing corporations, including the DGCL,
which tend to be more restrictive. The authors
believe that this flexibility is one of the reasons
why Delaware statutory trusts are the pre-
eminent choice for the formation of registered
investment companies in the United States.
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