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INTRODUCTION

It is a fundamental maxim of corporate law that a
corporation is an entity separate and distinct from
its owners. It is, as Justice Marshall observed, “an
artificial being, invisible, intangible, and existing
only in [a] contemplation of law.”” The conceptual
underpinnings of the doctrine of corporate person-
hood—one of which is that in giving substance to
corporations, we give individuals the opportunity
to assert their legal rights against corporations—are
clearly articulated in existing jurisprudence.? Con-
versely, such a system provides the corporation the
opportunity to assert its own interests in litigation
as an entity which can be harmed by the action or
inaction of its principals.

However, corporations are not atomic. They are
made up of the people who hold some kind of
interest in the entity. Employees have an employ-
ment interest, executives and boards of directors
have management interests, and stockholders (or

shareholders®) have some form of ownership inter-
est based on the number of shares owned in a cor-
porate entity.* As these interests make clear, the
management of a corporate entity is generally sepa-
rate from its ownership.> As such, decision-making
for a corporation is often separated from the people
who own its shares.

At a fundamental level, this means that the people
who stand to gain or lose from a corporation’s deci-
sions and management are often not the same
people who make those decisions. This often results
in circumstances where the management deci-
sions of a company result in a loss of stock value for
the investors in a corporation.® Thus, shareholder
derivative litigation is “one of the most interesting
and ingenious of accountability mechanisms for
large formal organizations”” where the shareholder
brings suit on behalf of an injured corporation. As
the Delaware Supreme Court observed in Kramer v.
Western Pacific Industries:®
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In such a suit, the shareholder sues on behalf of
the corporation for harm done to it. Ordinarily,
therefore, any damages recovered in the suit are
paid to the corporation. Historically, the deriva-
tive suit was conceived of as a double suit, or
two suits in one: The plaintiff (1) brought a suit
in equity against the corporation seeking an
order compelling it (2) to bring a suit for dam-
ages or other relief against some third person
who had caused legal injury to the corporation.
Shareholders may also bring direct actions,
both as individuals and as a class, for injuries
done to them in their individual capacities by
corporate fiduciaries. Recovery, in these individ-
ual or class actions goes to the suing sharehold-
ers, not their corporation.

As one commentator notes, this type of representa-
tive litigation is an attempt to strike a “balance of
power between the board and the shareholders.
The board of directors could be held accountable
by shareholders other than through elections, and
the board was not the sole power controlling the
corporation.”

As a result of this paradigm, distinguishing between
claims properly belonging to a corporation, as
opposed to claims belonging to an individual,
becomes a paramount consideration in shareholder
derivative litigation. However, “the line of distinction
between derivative suits and those brought for the
enforcement of personal rights asserted on behalf
of a class of stockholders is often a narrow one”
and not readily apparent.’” In this respect, Delaware
jurisprudence on the distinction between direct
and derivative claims is particularly instructive, with
seminal cases like Tooley v. Donaldson, Lufkin & Jen-
rette, Inc.'" and its progeny developing, and refining,
the analytical factors used to distinguish such claims
over the course of the last century.?

Accordingly, this article will first elucidate and clarify
the legal tests utilized by courts to distinguish direct
and derivative claims, with a focus on Delaware and
Virginia law, including the legal and policy justifi-
cations for the complex procedural requirements
attendant to shareholder derivative litigation.
Next, this article will apply the controlling legal test

enunciated under Tooley and its progeny to small
businesses to argue that, at least in that context,
it makes more legal and practical sense for courts
to allow otherwise derivative claims to be asserted
directly by shareholders.

A PRIMER ON DIRECT VERSUS
DERIVATIVE CLAIMS

In its 2004 decision in Tooley, the Delaware Supreme
Court overruled the traditional “special injury”
analysis in favor of a new test: “The analysis must
be based solely on the following questions: Who
suffered the alleged harm—the corporation or the
suing stockholder individually—and who would
receive the benefit of the recovery or other rem-
edy?” Stated differently, a shareholder has no legal
standing to maintain a direct action for claims that
are derivative in nature, that is, where the injury is
suffered by the corporation.

As the Virginia Supreme Court noted in Simmons
v. Miller, “the overwhelming majority rule is that an
action for injuries to a corporation cannot be main-
tained by a shareholder on an individual basis and
must be brought derivatively.”” In other words, the
“Iw]rongs committed against the corporation by the
officers and directors in the management of corpo-
rate affairs are derivative rights,” where any recov-
ery belongs to the corporation, not the individual
shareholder."

The consequence of classifying a claim as direct as
opposed to derivative carries enormous significance
with respect to the procedural aspects of how such
claims are litigated, and the eventual recovery to be
obtained. As observed by the Tooley Court:

Determining whether an action is derivative or
direct is sometimes difficult and has many legal
consequences, some of which may have an
expensive impact on the parties to the action.
For example, if an action is derivative, the
plaintiffs are then required to comply with the
requirements of Court of Chancery Rule 23.1,
that the stockholder: (a) retain ownership of the
shares throughout the litigation; (b) make pre-
suit demand on the board; and (c) obtain court
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approval of any settlement. Further, the recov-
ery, if any, flows only to the corporation.”

In addition, the recovery in a derivative suit is sub-
ject to claims by a corporation’s creditors as well as
corporate tax consequences.'® Conversely, recovery
in a direct suit goes directly to the shareholder and
is not subject to claims by corporate creditors or cor-
porate taxation.”

The policy considerations underlying this frame-
work are clearly articulated in existing case law. As
the Virginia Supreme Court noted in Simmons:

The reasons underlying the general rule are
that 1) it prevents a multiplicity of lawsuits by
shareholders; 2) it protects corporate creditors
by putting the proceeds of the recovery back
in the corporation; 3) it protects the interests of
all shareholders by increasing the value of their
shares, instead of allowing a recovery by one
shareholder to prejudice the rights of others
not a party to the suit; and 4) it adequately com-
pensates the injured shareholder by increasing
the value of his shares.”

Two years after the Tooley decision, the Delaware
Supreme Court recognized an exception to the prior
direct versus derivative paradigm for claims that
were “dual-natured,” that is, both direct and deriva-
tive."” However, in a recent unanimous en banc opin-
ion in Brookfield Asset Management, Inc., et al. v. Ros-
son, et al., the Delaware Supreme Court overturned
its oft-criticized decision in Gentile v. Rosette* and
reaffirmed Tooley as the dominant and exclusive test
in this regard.”

In fact, Brookfield serves as both a ruling on how to
classify corporate claims and a commentary on the
state of distinguishing between those claims prop-
erly brought on behalf of a corporation and those
properly brought on behalf of an individual. The
real power of Brookfield is that it makes Delaware’s
stance on the direct/derivative distinction extraor-
dinarily clear in the face of previous case law, mainly
Tooley and Gentile.

The special injury analysis: the
predecessor to Tooley

The consideration for originally allowing a spe-
cial injury analysis is that, ultimately, there will be
instances when an individual suffers a claim that is
special or distinct from other shareholders or the
corporation. Thus, the “special injury” test distin-
guished between derivative and direct claims by
inquiring whether the plaintiff suffered a harm inde-
pendent of any harm done to the corporation or
other shareholders.??

While the term “special injury” was not defined by
the Delaware courts, later decisions interpreted this
requirement to mean a wrong perpetrated solely on
the shareholder or a wrong that affects a particu-
lar shareholder right.2 For example, the Delaware
Supreme Court’s decision in Bokat v. Getty Oil Co.
interpreted the “special injury” test for direct claims
to require that the injury did not fall proportionately
across all shareholders.?

This analysis was later discarded under Tooley as
“confusing and inaccurate” in part because “a direct,
individual claim of stockholders that does not
depend on harm to the corporation can also fall on
all stockholders equally, without the claim thereby
becoming a derivative claim.”?* For example, a direct
claim for false disclosures by a shareholder could
also injure other shareholders proportionately. Yet,
under the erstwhile special injury analysis, the sole
redress for an injured shareholder was to sue deriva-
tively and comply with its procedural requirements.

Tooley analysis: the controlling legal test

As elucidated under Tooley, the basic two-part test
for distinguishing direct versus derivative claims is
as follows: “Who suffered the alleged harm—the
corporation or the suing stockholder individually—
and who would receive the benefit of the recovery
or other remedy?”? In this analysis, for a shareholder
to assert a direct claim, he must demonstrate: (i) an
injury to the shareholder independent of any injury
to the corporation; and (ii) the duty breached was
owed to the shareholder, and that he can prevail
without showing an injury to the corporation.?”
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This test benefits from being easy to understand,
easy to apply, and reasonably workable. Notably,
this test appears to indicate that any claim in which
the action shows a breach or injury to the corpora-
tion will necessarily result in the corporation being
the appropriate party to bring that action, thus dis-
allowing direct claims thereon.

The simple reason that Delaware has chosen to rely
primarily on the Tooley test and has removed all of
the carve-outs and specialized requirements is that
applying a simple two-factor test makes it dramati-
cally easier for the courts to articulate the limits of
the doctrine when determining the direct or deriva-
tive nature of a claim. Commentators and attorneys
who have examined this change have supported
the simplification, arguing that the more predict-
able outcomes in the determination of such claims
are better, in a general sense, for structuring com-
plex commercial transactions.?

Virginia considerations

While Virginia has not expressly adopted the Tooley
test in this respect, existing case law decisions
appear to be based on the same underlying consid-
erations.? An important difference between Dela-
ware and Virginia law in this regard is that Virginia
does not recognize, as Delaware does, any fiduciary
duties stemming from the corporation’s entities to
the individual shareholders.?® Thus, absent anything
to the contrary in the governing documents of the
corporation, Virginia’s fiduciary duties can only be
alleged between the directors of the corporation
and the corporation itself.>' In light of this consider-
ation, it appears that with respect to claims arising
from a fiduciary’s misconduct in Virginia, the claims
are only ever properly brought as derivative. Virginia
has, in essence, refused to wrestle with the issue of
dual character claims by simply saying that a claim is
direct or it is derivative, never both.

AN ARGUMENT FOR DIRECT SHAREHOLDER
ACTION IN CLOSELY HELD BUSINESS DISPUTES

According to the US Small Business Administration’s
(SBA) Office of Advocacy, there were approximately
32.5 million small businesses in the United States
in 2021.32 These small businesses constitute 99.9

percent of all US businesses.® In other words, the
overwhelming majority of businesses in the United
States are classified as small businesses. According
to the SBA, moreover, approximately 80 percent of
these small businesses have no employees.?*

While the structure for distinguishing direct from
derivative suits may work well in the context of
larger, complex, specialized organizations with
hundreds, if not thousands, of shareholders, some
commentators have criticized the application of
these principles in the context of small closely held
corporations.®® Such closely held corporations tend
to function more like partnerships than as corpora-
tions, and imposing the stringent considerations of
derivative suits upon suchrelatively simple organiza-
tions can hamper, rather than promote, the fair and
just resolution of disputes.*® Notably in this regard,
partnership law does not subscribe to the derivative
suit requirements, and partners are free to assert
direct claims to resolve partnership disputes.

Consider the case of a corporation with two share-
holders, A and B. Under the traditional analysis, any
corporate malfeasance by A would likely force B to
first comply with the presuit demand before ini-
tiating a derivative action. In such cases, it would
be nonsensical to assume that a demand upon the
wrongdoer, A, would yield any meaningful results.
Further, any recovery in such an instance will go to
the corporation, which will eventually end up ben-
efitting the wrongdoer, A, in this case.

In recognizing this problem, the American Law Insti-
tute (ALI) enacted certain standards in its Principles
of Corporate Governance: Analysis and Recommen-
dations, based on which courts would have discre-
tion to allow certain direct actions by shareholders
if the policy considerations informing derivative
claims were otherwise absent.’” However, this ALI
approach remains the minority view and gained
little to no traction in national jurisprudence.

The concerns traditionally associated with disre-
garding the corporate form, generally, do not seem
to apply as readily in the context of close corpora-
tions. Those who adhere to the derivative require-
ment still argue that the reason to maintain the
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corporate form in this manner is because of a num-
ber of principled reasons.*® Broadly, these reasons
can be summed up in the following way:

+ The rules that govern corporations were estab-
lished for a reason;

+ Everyone who gets involved in a corporation
understands those rules (at least theoretically)
when they choose to incorporate;

« There is no reason to cater to an individual who
just happens to have buyer’'s remorse; and

« Predictability is an important consideration for
the corporate entity in all respects. As stated
by the Seventh Circuit in Bagdon v. Bridgestone/
Firestone, Inc., “[W]hether to incorporate entails
a choice of many formalities. Commercial rules
should be predictable; this objective is best
served by treating corporations as what they
are, allowing the investors and other partici-
pants to vary the rules by contract if they think
deviations are warranted.”*

The point remains, however, that such consider-
ations tend not to be present in the closely held
entity context. Indeed, the fact that the closely held
corporation is often referred to as an “incorporated
partnership” reinforces that concept. The recogni-
tion that there is something about the closely held
entity that is distinct from the generally understood
notion of a “corporation” suggests that the rules
that bind those corporations may also not be appli-
cable.*® Regardless, the reason for limiting the use of
direct suits to closely held small entities of two per-
sons flows from the exact concerns present in the
larger corporate context.

The key difference between the closely held cor-
poration and larger corporations is that, as demon-
strated above, many of the underlying principles
that govern corporate law do not apply in the closely
held context.' Most of them apply even less in the
two-person corporation context.*? Several states
also recognize that it is often the case that closely
held corporations tend not to strictly follow corpo-
rate formalities, and yet consider those corporate
decisions valid and enforceable even in the absence
of proper procedure*® Moreover, procedures for

disregarding the corporate entity as a separate per-
son already exist in the context of corporate veil-
piercing.** It belies reason to assume that it is any
less predictable to create an exception from the
rule for derivative claims in the closely held context
than it is to allow for total disregard of the corporate
entity itself in order to recover debts.

Simply put, this exercise of a closely held corpora-
tion exception to the derivative rules follows the
general understanding that where corporate for-
malities are less concretely followed, and where the
general reasons to uphold the fiction of a separate
corporate entity are undermined—as in undercapi-
talization cases with respect to veil piercing—there
is no reason to follow them exactly. Arguably, the
closely held context in derivative lawsuits is similar
to the undercapitalization context in veil-piercing
cases. In both cases, the underlying purposes for
upholding corporate personhood are undermined.
Each is nevertheless reasonably predictable in that
the preconditions must be met before the excep-
tion applies. For veil-piercing, that means that the
corporation was (mis)managed in such a way that it
is clear that the entity should not get the benefit of
limited liability.* In the derivative claim context, the
suit must not give rise to a duplicity of claims, and
the corporate creditors must be protected from los-
ing out on their interest.*

Under such circumstances, there is no reason that
direct claims cannot be pursued by the wronged
shareholder in a two-person closely held corporation
or other business entity. In allowing this principle,
corporate law can preserve the general concerns with
respect to corporate action while minimizing the lim-
iting effects of corporate formalities on those corpo-
rations that are so small that the difference between
a derivative and direct action is more a matter of the
characterization of the claim than its substance.”
The considerations since Tooley haven’t changed.
Brookfield simply made them dominant. If a distinc-
tion made sense then, as when the ALl initially put
together its closely held derivative claim exception,
it still applies now. The world may have changed, but
the principles underlying corporate formalities (and
the exceptions to those formalities) have not. )
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