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A Tale of Two Derivative Suits:
Issue Preclusion and Comity Prevail
By Michelle Reed and Matthew Lloyd
The Delaware Supreme Court declined
to adopt a new standard governing issue
preclusion of derivative actions, creating
a tension with Delaware courts’ forceful
encouragement that stockholders fully
investigate their claims before pursuing
such actions on behalf of a company. On
Jan. 25, the court issued its decision in
California State Teachers Retirement System
v. Alvarez fully dismissing a shareholder
action against Walmart Inc. and its board
and concluding years of deliberation at
both the Delaware Court of Chancery
and Supreme Court levels over whether
a hastily pursued derivative suit should
have a preclusive effect against more diligent plaintiffs.
Background
In early 2016, the Delaware Court of
Chancery dismissed a derivative action
involving Walmart on the ground that
dispositive issues had already been
litigated and resolved in the U.S. District Court for the Western District of
Arkansas. The earlier Arkansas action
was dismissed for failure to adequately
plead demand futility—a prerequisite
to bringing a derivative action without first requesting that a company’s
board of directors institute the action
themselves. Because similar (though
not identical) demand futility arguments were raised in the Delaware
action, Chancellor Andre G. Bouchard
determined that the dismissal of the
Arkansas action was dispositive in the
Delaware case on the basis of collateral
estoppel, or issue preclusion.
Plaintiffs disputed the Chancery
Court’s mechanical application of the
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issue preclusion doctrine on a number
of grounds. Most significantly, however,
plaintiffs argued that the Arkansas action
was only filed and resolved prior to the
Delaware action because the Arkansas
plaintiffs rushed their case while the Delaware plaintiffs performed a more thorough investigation, including by making
a books and records request under Section
220 of the Delaware General Corporation
Law. The Delaware plaintiffs argued such
diligence—which was undertaken after
heeding the blunt warnings from thenChancellor Leo Strine to do so—should
be credited rather than punished.
First Appeal and Partial Remand
On appeal in mid-2017, the D
 elaware
Supreme Court declined to affirm or

deny the Chancery Court’s decision and
instead remanded the case asking the
Chancery Court to address whether the
facts in that case implicated due process
concerns for stockholders. On remand,
Bouchard issued a supplemental opinion agreeing with the Delaware Supreme
Court’s statement that the facts presented “a troubling case.” Specifically, the
chancellor noted the tension between
two well-established and now competing principles: the encouragement
that stockholders fully investigate their
claims—including via books and records
requests—before pursuing derivative
actions, and the widely recognized principles of comity and judicial efficiency in
recognizing the decisions of other courts
that concern the same issues.
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In an attempt to reconcile this tension, Bouchard recommended that the
Delaware Supreme Court adopt a standard previously endorsed only in dicta
that “a judgment cannot bind the corporation or other stockholders in a derivative action until the action has survived
a Rule 23.1 motion to dismiss, or the
board of directors has given the plaintiff authority to proceed by declining to
oppose the suit.” However, recognizing
that the Delaware Supreme Court would
need to adopt such a standard before it
could be applied, Bouchard conditionally reaffirmed that dismissal was appropriate and that plaintiffs’ due process
rights had not been violated.
Final Decision
After considering the supplemental
opinion, the Delaware Supreme Court
declined to adopt Bouchard’s proposed
new standard and affirmed dismissal of
the Delaware action. Recognizing once
again that “this dispute implicates complex questions of law and policy,” the
Delaware Supreme Court ultimately
held that “our state’s interest in governing the internal affairs of Delaware
corporations must yield to the ‘stronger national interests that all state and
federal courts have in respecting each
other’s judgments.’”
As suggested by the court’s statement, much of its analysis was guided
by its concern over giving full faith
and credit to decisions of other courts.
Like the Chancery Court, the Delaware
Supreme Court determined that Arkansas—not Delaware—law governed the
question of issue preclusion. Although
the court noted an argument could be
made that federal common law should
govern the analysis, the court determined the two laws were similar enough
that application of either would produce the same result.
Applying Arkansas law, the Delaware Supreme Court had little difficulty
determining that most elements of issue
preclusion were satisfied. Only two elements of Arkansas’s issue-preclusion
doctrine received significant discussion

by the court: privity between the parties of the different cases, and adequacy
of prior representation, which the court
combined with its due process analysis.
On the privity requirement, the Delaware Supreme Court closely examined
whether plaintiffs in the Arkansas action
were so identified with the Delaware
plaintiffs that they represented the same
legal right. Although Arkansas law was
silent on the issue, the court acknowledged the widely held rule that plaintiffs
across derivative actions share an identity of interests because they both ultimately represent the sole owner of the
claims asserted: the corporation. Plaintiffs argued, consistent with the standard
proposed by Bouchard, that such shared
interests exist only after a shareholder
survives a motion to dismiss for failure to
plead demand futility. It is only then that
a shareholder could be said to be in pursuit of the corporation’s interests. The
Delaware Supreme Court was unpersuaded by this distinction, noting that
at no stage of a derivative action does a
shareholder represent any interest other
than that of the corporation.
Moving to adequacy of representation and due process, the court collapsed
the two questions into one, relying on
United States Supreme Court precedent
to determine that due process was only
implicated to the extent the Arkansas
plaintiffs were inadequate representatives of the Delaware plaintiffs. The Delaware Supreme Court held the Arkansas
plaintiffs’ representation was not so
“grossly deficient” to violate due process,
despite their “tactical error” in failing to
perform a more thorough investigation
and heed then-Chancellor Strine’s warnings before pursuing their case.
Importance
As both the Delaware Chancery and
Supreme Courts were acutely aware, the
Delaware Supreme Court’s decision in
California State Teachers Retirement System v. Alvarez creates a tension with the
practice of requiring a shareholder request
a company’s books and records before pursuing a derivative suit. Now more than
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ever, plaintiff shareholders will be tasked
with balancing concerns over bringing
derivative actions quickly versus bringing
claims that will survive a motion to dismiss. For defendant directors, it may also
mean having to simultaneously defend
suits in multiple jurisdictions brought by
different plaintiffs who believe they each
have the better case.
However, concerns over the impact
of the court’s holding should be tempered based on the somewhat extraordinary facts presented in that case. In
fact, the Arkansas action initially was
stayed in favor of the Delaware action,
in which the parties were awaiting
the results of the Delaware plaintiffs’
books and records request. However,
as described by the Delaware Supreme
Court, the books and records request in
the Delaware action was “unusually contentious” and dragged on for nearly three
years. During this delay, the Arkansas
plaintiffs continued pursuing their case
and the U.S. Court of Appeals for the
Eighth Circuit eventually vacated the
stay of the Arkansas action on the basis
that a complete stay was inappropriate as
some claims were brought in the Arkansas action but not the Delaware action.
Accordingly, absent similar exceptional circumstances, courts across jurisdictions are still likely to stay similar
actions for the same well-established
principles of comity and judicial efficiency underlying the Delaware Supreme
Court’s decision in California State Teachers Retirement System v. Alvarez.
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