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Dead on Arrival

The Perils of Litigating an Aggrieved
Shareholder’s Breach of Fiduciary
Duty Claim

By Cory Manning, Adam Hegler and Axton Crolley

While it’s black letter law that the
officers and directors of a corpo-
ration owe fiduciary duties to the
corporation and its shareholders,
applying this principle to the facts
of a new case quickly poses com-
plex questions. For example: What
duties do officers and directors
have to prospective shareholders?
What duties do they face regarding
injuries to all shareholders col-
lectively? What about injuries to
individual shareholders that are
separate and distinct from those to
other shareholders?

As even these few questions
demonstrate, both suing and rep-
resenting officers and directors in
shareholder disputes can be chal-
lenging. To make matters worse,
litigants commonly lump as many
grounds for relief as possible into
a single case—regardless of their
applicability to the facts at hand.
Failure to carefully identify and
separate appropriate claims early
on, however, can result in costly
and protracted arguments over un-
necessary and unsuitable theories

of recovery. Accordingly, both par-
ties (and the courts) should work to
ensure that the initial legal frame-
work actually fits the facts of the
case. The following survey provides
a simple roadmap to ensure that
you, your client, and the court are
proceeding with a full and accurate
understanding of corporate fiducia-
ry law in South Carolina.

Corporate fiduciary law in South
Carolina: Basic principles

The basic principles of corpo-
rate fiduciary law are well estab-
lished in South Carolina. The South
Carolina Code, building upon and
incorporating common law fiducia-
ry principles, imposes on directors,
officers and majority shareholders
the fiduciary duties of loyalty and
care.! Specifically, the Code requires
a director, officer or majority share-
holder to act “(1) in good faith; (2)
with the care an ordinarily prudent
person in a like position would ex-
ercise under similar circumstances;
and (3) in a manner he reasonably
believes to be in the best interests
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of the corporation and its share-
holders.”

These fiduciary duties form
the basis of corporate law, and
they provide the broad outlines
for how directors, officers and
majority shareholders must con-
duct themselves.? Such fiduciaries
cannot take actions that benefit
themselves at the expense of the
corporation.* For example, they
cannot engage in transactions that
divert proceeds to themselves or
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otherwise reward themselves with
self-dealing bonuses.” Nor can

they take actions that harm share-
holders—for example, reducing a
shareholder’s equity percentage.®
While a breach of these duties may
be easy to identify, seeking relief
for the breach is frequently more
complicated. Indeed, litigating your
case requires that you educate your
client, your opposing counsel, and
the court on the correct framework
for the facts before you.

Direct versus derivative claims

Shareholders commonly seek
redress for what they believe are
breaches of the statutory fiduciary
duties described above. Of para-
mount importance when initiating
a lawsuit on behalf of an aggrieved
shareholder—or when defending
a corporate fiduciary from such a
suit—is determining whether the
claims are direct or derivative in
nature.’

A direct suit is an action by a
shareholder for a harm suffered by
that shareholder uniquely—that
is, an injury “separate and distinct”
from injuries to other shareholders
or to the corporation itself.®? A deriv-
ative suit, by contrast, is an action
brought by a shareholder on behalf
of the corporation for a wrong
suffered by the corporation; it is the
default manner of recovery.’

This direct-derivative distinc-
tion is not merely academic. In-
deed, “an individual stockholder
has no right to bring an action in
his own name and in his own be-
half for a wrong committed solely
against the corporation.”* Thus,

a direct claim is dead on arrival
without allegations of individual-
ized harm. What'’s more, the pro-
cedural requirements of direct and
derivative claims also meaningfully
differ: complaints for derivative ac-
tions must comply with the height-
ened pleading and demand require-
ments of Rule 23(b)(1) of the South
Carolina Rules of Civil Procedure.™

Thus, in order to understand
the procedural, pleading, and evi-
dentiary requirements for bringing
(or defending) a suit, attorneys
must determine initially wheth-
er the suit is direct, derivative, or
contains claims of both types.*?
Attorneys must also make this dis-
tinction before assessing potential
damages; while damages for direct
actions accrue only to the harmed
individual, damages for derivative
actions accrue to the corporate en-
tity and “should be divided among
all the stockholders in the corpo-
ration.”*®

The South Carolina Supreme
Court recently articulated a two-
prong test for distinguishing direct
and derivative cases. “[T]o dis-



tinguish a derivative claim from a
direct one, the court considers: (1)
who suffered the alleged harm, the
corporation or the suing stockhold-
ers, individually, and (2) who would
receive the benefit of any recovery
or other remedy, the corporation or
the stockholders individually"*®

Derivative claims

Rivers v. Wachovia Corporation
offers an example of a “classic”
derivative action. The plaintiff
shareholder sued Wachovia’s
former officers to recover for the
“precipitous decline in value” of
his shares during the 2008 “finan-
cial crisis.” His primary allegation
was that the officers’ misrepre-
sentations regarding “the financial
health of Wachovia” prompted
his misguided retention of those
shares.’® The Fourth Circuit Court
of Appeals found that the plaintiff
“had no leg to stand on,” as his
theory of personal recovery ran “di-
rectly afoul” of the direct-deriva-
tive distinction in claiming individ-
ual harm from a shareholder-wide
injury. It thus deemed dismissal
of his action proper.?

Direct claims

In contrast to Rivers, Hite v.
Thomas & Howard Company offers an
example of a shareholder’s dis-
tinct injury providing grounds for a
direct claim.? In Hite, the individual
shareholder of a corporation sued
its majority shareholder, alleg-
ing that the majority shareholder
engaged in a scheme to reduce
and devalue the percentage of his
minority ownership.?2 As a result
of a stock exchange agreement
between the corporation and its
majority shareholder, the individu-
al’s ownership interest was reduced
from 33.3 percent to 11.5 percent.?
The South Carolina Supreme Court
deemed the harm to the plaintiff
shareholder “clearly a particular
loss separate and distinct from
that of the corporation”; it was not
simply a “general diminution in the
value of corporate stock.”** Accord-
ingly, the Supreme Court affirmed
the trial court’s ruling that a direct
action was proper.”

Direct and derivative claims in the
investment decision context

The direct-derivative distinction
becomes even more significant in
cases involving a prospective share-
holder’s decision to invest. Indeed,
many plaintiffs allege damages
arising from their decision to pur-
chase stock altogether—typically
claiming that the representations
prompting their investment were
untrue. In such cases, the parties
should ask the following question
prior to filing (or answering) any
complaint: Are the damages based
on pre-investment conduct?

Claims based upon misrepre-
sentations to a potential share-
holder that induced an investment
are direct in nature.” Such claims
will necessarily be unique because
of the inherent factual differences
in the representations to individ-
ual investors. However, the proper
causes of action for such conduct
are typically negligent misrepre-
sentation or fraud.” Indeed, such
facts typically will not give rise to
a breach of fiduciary duty claim for
one simple reason: fiduciary duties

ordinarily cannot apply unless and
until the potential investor be-
comes a shareholder by making the
investment.?® Prior to the formation
of this special relationship by the
plaintiff’s actual investment, the
plaintiff lacks grounds for a fidu-
clary claim.”

While this general rule has
exceptions, particularly where a
handful of individuals jointly form
a business,* it rests on common
sense. The extension of fiduciary
duties to even prospective share-
holders would create the absurd
result that a corporation owes a
heightened standard of care to all
potential investors (i.e., everyone!).

The importance of distinguishing
direct and derivative claims

Both courts and litigants must
take great care in distinguishing
direct and derivative claims. As
indicated above, litigants can easily
misconstrue evidentiary and plead-
ing requirements by misappre-
hending the nature of their case.
What's more, if a trial court refuses
to properly distinguish and dismiss
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improper direct claims, parties
will waste considerable resources
litigating the claims only to have
an appellate court swiftly dispose
of them.*!

Moreover, courts face an ad-
ditional incentive to properly
distinguish direct and derivative
claims: Adherence to this distinc-
tion is vital to upholding the policy
behind South Carolina corporate
law.*? If derivative actions were
not required, a shareholder could
recover at the expense of other
equally injured shareholders and
creditors, as the corporation might
lack the capital necessary to satisfy
the claims of all its shareholders
and creditors. If derivative suits
were allowed to proceed as direct
suits, then these parties would be
prejudiced in their ability to recov-
er losses. A derivative suit properly
allows for the equitable pro rata
distribution to all parties, and the
reasoned policy demanding such
equitable distribution should be
followed.

Accordingly, both litigants and
courts must carefully scrutinize
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corporate fiduciary claims early on
based on the above rules in order
to facilitate the efficient—and
proper—resolution of these matters.
The earlier they can do so—and
the earlier they remove inapposite
claims—the sooner the cases can
be resolved.

Cory Manning and Adam Hegler

are partners and Axton Crolley is an
associate with Nelson Mullins Riley &
Scarborough LLP in Columbia. They
practice in the areas of securities and
commercial litigation and also conduct
corporate internal and regulatory inves-
tigations.
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N

o

©

-
=



-
5

-
©

E—
[N

holder’s right to assert a derivative claim
against a board’s duty to decide whether
to invest the resources of the corporation
in pursuit of the shareholder’s claim of

a corporate wrong” and characterizing
derivative actions “as a remedy of last re-
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inherent role of corporate management

to conduct the affairs of the corporation,
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Renfro v. FDIC, 773 F.2d 657, 658 (5th Cir.
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misrepresentation and fraud” causes of
action); Rivers v. Wachovia Corp., 665 F.3d
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of action for negligent misrepresentation,
fraud, and constructive fraud).
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and its stockholders, present and prospec-
tive” (citations omitted)).
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on a breach of fiduciary duty claim be-
cause the trial court mistook a derivative
claim for a direct claim and improperly
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dividual action for a generalized reduction
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32 See Bowen v. Houser, 2012 WL 2873873, at *4
(D.S.C. July 13, 2012), for a discussion of the
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