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Removing Nevada Derivative Litigation To Federal Court

Law360, New York (March 3, 2017, 11:25 AM EST) --

In a case noteworthy for companies incorporated in Nevada, a recent decision by
the U.S. District Court for the District of Nevada paved the way for defendants in
shareholder derivative lawsuits, brought in Nevada state court and asserting state
law claims, to remove the litigation to federal court. The Nevada district court in
Gartner ruled, for the first time in the Ninth Circuit, that a company in a shareholder
derivative lawsuit — although considered a nominal defendant — can be aligned
with, and effectively deemed, a plaintiff for purposes of, and thus easing, removal to
federal court.[1] The advantages of litigating in a federal forum can include, for
example, greater amenability to a stay of discovery pending a motion to dismiss or a
bench with wider exposure to corporate governance matters. We discuss the
Gartner decision and its implications in this article.
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Companies incorporated in foreign states — for example, Delaware[2] and,
increasingly, Nevada — face steep legal hurdles in removing shareholder derivative
lawsuits, which typically only assert state-based claims and are commenced in the
state of incorporation, to the appropriate federal forum. Upon defendants’ removal
on diversity grounds, plaintiffs often move to remand on the basis of the “forum
defendant rule.” This rule prevents defendants from removing a case to federal
court if at least one defendant is a citizen of the forum state. Because companies in "
derivative lawsuits must be joined as nominal defendants, and because they are ‘ '\h
incorporated in (and thereby citizens of) that forum state, the forum defendant rule Mendy Piékarski
prevents removal. In other words, even if the company is headquartered outside the

forum, and its officers and directors — typically the true defendants in shareholder

derivative lawsuits — are domiciled in another state, the forum defendant rule would, by necessity,

prevent removal by virtue of the company’s incorporation in that forum state.

For example, in the Gartner matter, the nominal defendant company was incorporated in Nevada,
headquartered in Colorado, and its directors were domiciled in various states. The plaintiff commenced
a shareholder derivative action in Nevada state court, asserting state law causes of action. The
defendants removed to federal court, the plaintiff then moved to remand, and the Nevada district court,
siding with defendants, ruled that the company can be (and, indeed, was) deemed a plaintiff for
purposes of the “forum defendant rule,” thus keeping the case in federal court.

Opposing Interpretations Of The Forum Defendant Rule

This question — whether the forum defendant rule categorically prevents removal of a shareholder
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derivative lawsuit to federal court where the corporation is merely incorporated in the forum state —
has not been decided by the U.S. Supreme Court or by any of the circuit courts.[3]

The language of the forum defendant rule ambiguously provides, “A civil action otherwise removable
solely on the basis of the [diversity] jurisdiction under section 1332(a) of this title may not be removed if
any of the parties in interest properly joined and served as defendants is a citizen of the State in which
such action is brought.”[4] This language, which does not distinguish between classic defendants and
nominal defendants, has given rise to two interpretations. The first, typically adopted by plaintiffs, is
that the rule merely requires that the defendant have a true interest in the litigation — rather than, say,
a trust that holds the disputed assets and is added to the litigation as a nominal party — even if that
interest is ultimately aligned with the plaintiff. The second interpretation, adopted by defendants, is that
the resident defendant’s interests must be truly aligned with the defendants for the rule to apply.

The plaintiff in Gartner, adopting the first interpretation, argued that the rule prevents removal so long
as a party with a real interest in the outcome of the litigation, who is named as a defendant, even
nominally, is a citizen of the forum state.[5] The plain language of the rule, it argued, does not require
any additional analysis as to whether a nominal defendant’s interest — such as a company in a
shareholder derivative lawsuit — is truly aligned with the plaintiff.

The defendants, however, countered that this technical reading of the forum defendant rule defeats the
rule’s purpose. The purpose of removal based on diversity is to avoid potential state court bias against
an out-of-state party. The forum defendant rule creates an exception to diversity removal where the risk
of bias is not present, i.e., where a defendant is a resident of the state in which the plaintiff has chosen
to sue. In that scenario, a defendant has no need for a federal forum because the state court is, if
anything, presumably biased in their favor. The rationale for the forum defendant rule exception,
however, does not apply where the “resident” of the forum state is only a corporate nominal defendant
because the local state courts will have no bias in favor of the out-of-state directors and officers — the
real defendants in interest. And, the presence of the company in the litigation as nominal defendant will
not eliminate the risk of bias because the company is, at worst, agnostic as to whether the plaintiff or
the directors and officers should prevail. Indeed, if the state court favored the company, this would
create a pro-plaintiff bias because the plaintiff’s victory would increase the company’s coffers.
Consequently, there is no reason to deprive the real defendants, the officers and directors, of the option
made available to out-of-state defendants — removal to federal court.

The defendants therefore argued that only a corporate defendant whose interests are truly aligned as a
defendant triggers the forum defendant rule and prevents removal. The analytical framework for
determining a corporate defendant’s true interest is borrowed from the analysis courts perform in
realigning parties’ interests in the related context of diversity jurisdiction.[6] That analysis begins with
the assumption that because a derivative lawsuit is brought on behalf of the corporation, “the
corporation is the real party in interest and usually properly aligned as a plaintiff.”[7] The only exception
to this assumption is when company management is “antagonistic” to the litigation, which is defined as
where management “defends a course of conduct which [the shareholder] attacks,” or where
“management — for good reasons or for bad — is definitely and distinctly opposed to the institution of
[the derivative] litigation.”[8]

Thus, under this view, the critical question in determining removal of a shareholder derivative lawsuit is
whether company management is antagonistic, or opposed, to the lawsuit. Factors indicating a lack of
antagonism include where the corporation is not controlled by the director and officer defendants,[9]
where the plaintiff controls the corporation (either through majority stock ownership or other



means),[10] where the corporation is deadlocked and structurally incapable of acting to bring suit
against its officers and directors,[11] where the corporation reserved the right to take control of the
action,[12] or the absence of a demand letter.[13] Upon a finding of no antagonism, the starting premise
remains — because the derivative lawsuit is brought on behalf of the company, it is properly aligned as a
plaintiff and the forum defendant rule does not prevent removal.

The Gartner Decision and Its Implications

The Nevada district court’s decision in Gartner adopted the defendants’ approach and ruled that the
forum defendant rule does not automatically preclude removal. The court held that “[a]lthough the
Ninth Circuit has not yet applied the realignment analysis for determining citizenship when applying the
forum-defendant rule,” the court’s view was “that [the Ninth Circuit] would do so.”[14] The court found
that the company was not antagonistic to the lawsuit because, inter alia, the majority of the current
board of directors were not implicated in the alleged wrongdoing.[15] As the company’s interests were
properly aligned with the plaintiff, the court deemed the company a plaintiff for purposes of the forum
defendant rule and denied the remand motion.

The implications of the Gartner decision for companies incorporated in Nevada (and their offices and
directors) include the following. First, defendants facing shareholder derivative lawsuits in Nevada state
court will not automatically have their removal efforts thwarted by the forum defendant rule. Instead,
upon removal, the burden will shift to plaintiffs to demonstrate that the complaint sufficiently alleges
that company management is antagonistic to the lawsuit. In the absence of plaintiffs’ ability to meet
that standard, the lawsuit should remain in federal court. The advantages of litigating in a federal forum
can include greater procedural amenability to a stay of discovery pending motions to dismiss as well as
judges who may have greater exposure to corporate governance matters. As a result, defendants may
stand a greater chance of prevailing on a motion to dismiss, thus avoiding the often prohibitive
discovery costs.

Additionally, the parties’ briefings and the court’s decision on antagonism will likely foreshadow the
parties’ arguments and the court’s position on demand futility, typically raised later on motion to
dismiss. In moving to remand to state court, plaintiffs will need to articulate with some detail that
company management is distinctly opposed to the litigation, the antagonism standard.[16] Plaintiffs will
presumably make a similar argument to survive a motion to dismiss on demand futility grounds, which
defendants often bring in shareholder derivative lawsuits. While the demand futility standard —
reasonable doubt that the board can impartially consider a demand[17] — appears to be more lenient
than, or at least different from, the antagonism standard, the parties’ arguments and the court’s
decision on antagonism can certainly provide valuable insight into the parties’ and, especially, the
court’s views on demand futility.[18]

Of course, in an effort to keep derivative actions in state court, plaintiffs suing Nevada corporations may
opt to bring the derivative action in the state of the company’s headquarters, rather than in Nevada.
Presumably, at least one individual defendant will reside in the state of headquarters, thus triggering the
forum defendant rule. This approach, however, would not foreclose individual defendants from raising a
personal jurisdiction defense, to the extent that they do not have the requisite minimum contacts with
the company’s state of headquarters.

Conclusion

Nevada companies (and their officers and directors) should welcome this decision as, under its holding,



shareholder derivative lawsuits will not categorically be restricted to Nevada state court under the
forum defendant rule. Rather, defendants will have the opportunity to assert that because the company
is not antagonistic to the lawsuit, it is properly aligned with the plaintiff, thus avoiding triggering the
forum defendant rule.
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