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Del. Supreme Court: Fraudulent Transfer Claim
Not a “Securities Claim”

By Kevin LaCroix on December 17, 2023
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Public company D&O insurance policies provide entity coverage (that is, insurance for the benefit
of the insured organization) only for “Securities Claims.” But what is a “Securities Claim”? That is
the question that Delaware’s courts have grappled with in a long-running dispute between the
telecommunications company Verizon and its insurers.

The Delaware Superior Court had held in the ongoing dispute that a litigation trustee's state law
fraudulent transfer claims against Verizon were derivative claims and therefore qualified as a
Securities Claim under the applicable policies. In a detailed December 15, 2023, opinion, the
Delaware Supreme Court reversed the Superior Court, holding that the fraudulent transfer claim
was a direct claim, not a derivative claim, and therefore did not meet the definition of a “Securities
Claim.” As discussed below, the Supreme Court’s opinion, while clarifying, also highlights how
intricate the question of what is a “Securities Claim” can be. A copy of the Delaware Supreme
Court’s opinion can be found here.



Background

In March 2008, through a complex three-party transaction, Verizon spun-off certain
telecommunications assets (landlines) to FairPoint. To accomplish the spin-off, Verizon sold the
assets to Spinco, a wholly owned subsidiary of Verizon. In exchange for the assets, Spinco issued
corporate debt notes to Verizon. Verizon then divested Spinco by spinning out its stock to Verizon's
stockholders. Spinco and FairPoint then merged, with FairPoint as the surviving entity. Spinco's
stock was cancelled and converted to “new” FairPoint stock. As a result of the transaction, FairPoint
acquired ownership of the telecommunications assets, as well as the debt obligation to Verizon on
the corporate debt notes Spinco has issued to Verizon. Verizon sold the notes to investment banks
which in turn sold the notes to third-party buyers.

Following the completion of the transaction, FairPoint was unable to service its outstanding
operating debt and the Spinco notes. In October 2009, FairPoint filed for Chapter 11 bankruptcy.
The ensuing plan of reorganization created a trust with an appointed Trustee authorized to pursue
litigation, including Spinco-related causes of action. In October 2011, the Trustee filed an action
(the “FairPoint action”) against Verizon in which the Trustee sought to avoid alleged fraudulent
transfers connected to the landline assets spinoff transaction. Verizon and related entitles
ultimately settled the FairPoint action for $95 million. Verizon and related entities incurred
approximately $24 million in attorneys’ fees defending the FairPoint action.

The Insurance Coverage Dispute

There were two D&O insurance programs relevant to the Fairpoint action. The first was a program
of insurance, consisting of a primary policy and three layers of excess insurance, that was issued
to Verizon for the policy period October 31, 2009, to October 31, 2010 (the “Verizon policy”). The
second was a transaction-specific program of insurance, consisting of a primary policy and two
layers of excess insurance, issued to FairPoint for the policy period March 31, 2008, to March 31,
2014 (the “FairPoint policy”). The primary policy in both programs was issued by the same insurer
and the policy terms and conditions of the two primary policies was substantially the same.
Significantly. Verizon was a named insured under the transaction-specific FairPoint policy.

Verizon sought coverage under both of the policies for the FairPoint Action settlement and for its
defense costs. When the insurers declined to pay these amounts, Verizon filed a breach of contract
action against the insurers.

The policies define a “Securities Claim” as a claim made against any Insured:



(1) alleging a violation of any federal, state, local or foreign regulation, rule or statute
regulating securities (including but not limited to the purchase or sale or offer or
solicitation of an offer to purchase or sell securities) which is: (a) brought by any person or
entity alleging, arising out of, based upon or attributable to the purchase or sale or offer or
solicitation of an offer to purchase or sell any securities of an Organization; or (b) brought
by a security holder of an Organization with respect to such security holder’s interest in
securities of such Organization; or

(2) brought derivatively on the behalf of an Organization by a security holder of such
Organization.

Verizon argued that the Trustee’s fraudulent transfer claim came within paragraph (2) of the
definition, contending that the Trustee was a “security holder” within the meaning of the
Bankruptcy Code and that the fraudulent transfer action was brought “derivatively.” The insurers
disputed these arguments.

Relevant Case Law

The Delaware Supreme Court has actually previously addressed the question of the meaning of
the definition of the term “Securities Claim” in a public company D&O insurance policy - and not
only that, the prior case involved Verizon and arose out of a prior telecommunications asset
transfer gone bad. The prior case even involved the exact question of whether or not a bankruptcy
trustee’s fraudulent transfer claim came within the applicable policy’s definition of “Securities
Claim.”

As discussed here, in the prior case (the Idearc case) the Delaware Supreme Court held in 2019
that underlying bankruptcy trustee’s fraudulent transfer claim did not meet the definition of
“Securities Claim” as specified in the applicable policy.

As Delaware Superior Court Eric Davis was to observe as part of his consideration of the issues in
the subsequent FairPoint coverage action, the definition of “Securities Claim” at issue in the Idearc
case was, in Judge Davis's view, “critically different” from the definition at issue with respect to the
FairPoint action. The definition at issue in the earlier case provided as follows:

(1) alleging a violation of any federal, state, local or foreign regulation, rule or statute
regulating securities (including but not limited to the purchase or sale or offer or
solicitation of an offer to purchase or sell securities) which is: (a) brought by any person or
entity alleging, arising out of, based upon or attributable to the purchase or sale or offer or
solicitation of an offer to purchase or sell any securities of an Organization; or (b) brought



by a security holder of an Organization with respect to such security holder’s interest in
securities of such Organization; or

(2) brought derivatively on the behalf of an Organization by a security holder of such
Organization, relating to a Securities Claim as defined in paragraph (1) above.

As Judge Davis noted, the policy language at issue in the FairPoint action dispute did not contain
the italicized phrase shown above in the paragraph (2).

The Superior Court’s Rulings in the FairPoint Action

In two sets of rulings (discussed here and here) Judge Davis held that, notwithstanding the
Delaware Supreme Court’s prior ruling in the Idearc case that a bankruptcy trustee’ fraudulent
transfer action did not meet the applicable definition of “Securities Claim,” that the trustee’s
fraudulent transfer action in connection with the Fairpoint bankruptcy did meet the applicable
policy definition of “Securities Claim.”

Crucial to his decision as Judge Davis's determination that the difference in policy language
between the definition of “Securities Claim” in the policy at issue in Idearc action and the definition
of the term in the FairPoint action. As noted in the preceding section, the policy at issue in the
Idearc policy had the italicized phrase at the end of the definition while the policy at issue in the
Fairpoint did not.

Judge Davis concluded because of the difference, Verizon, in arguing that the underlying
fraudulent transfer claim met the definition of “Securities Claim,” did not have show a “regulating
securities” element. Judge Davis concluded because the underlying fraudulent transfer action met
the applicable policy’s definition of “Securities Claim,” the policies at issue covered the Verizon’s
costs incurred in defending and settling the underlying action. The insurers appealed.

The December 15, 2023, Opinion

In an opinion written by Chief Justice Collins ). Seitz, Jr. for a unanimous five-judge panel, the
Delaware Supreme Court reversed Judge Davis's rulings, holding that the bankruptcy trustee’s
fraudulent transfer claims were direct, and not derivative, as understood by securities and
corporate law, and therefore were not “Securities Claims” within the meaning of the policies.

The Supreme Court concluded that the underlying fraudulent transfer claims were direct, not
derivative, because “the creditors suffered the harm by the fraudulent transfer, and the remedy



benefits the creditors, not the business entity.” The court added that “a business entity’s insolvency
does not convert direct claims like fraudulent transfer claims into derivative claims.”

The Supreme Court also directly addressed Judge Davis's differentiation between the language at
issue in the Idearc case and the language at issue in the FairPoint case. The Supreme Court noted
that the Judge Davis had concluded that the difference in language meant that Section 2 of the
definition of the term “Securities Claim” (the section on which Verizon sought to rely in arguing
that the underlying claim was a “Securities Claim”) “was no longer tethered exclusively to securities
law-related claims.”

The Supreme Court disagreed, noting that the difference between the policy language in the two
policies did not “transform the definition of a Securities Claim into a new definition that imports
bankruptcy law.”

The Supreme Court added that “by isolating one section of the definition and ignoring the other, it
is easy to lose sight of the bigger picture - both sections of the definition relate to a Securities
Claim as understood by securities law and state corporate law.”

The Court said “As understood under securities and corporate law, Sections (1) and (2) of the
Securities Claim definition operate together to provide insurance coverage for direct and
derivative securities law claims and follow-on state corporate derivative claims based on the same
allegations. The Litigation Trust's direct state law fraudulent transfer claims do not fall within
either definition of a Securities Claim.”

Discussion

If nothing else, the scope and long history of this case shows just how intricate the interpretation
of the term “Securities Claim” can be. On the other hand, the Supreme Court’s decision does have
a common sense element to it - that is, the meaning of the term Securities Claim is to be
determined by reference to the meaning of the term as commonly understood under corporate
and securities law. The Supreme Court underscored this point when it emphasized the word
“Securities” in referring to a Securities Claim.

Judge Davis had found that the definition of “Securities Claim” is broad enough to encompass the
underlying bankruptcy trustee’s fraudulent transfer claim. In doing so, he had to deal with the
Supreme Court's prior decision in the Idearc case. To do so, he concluded that the differences in
policy language between the policies at issue in the prior case and the language at issue in the
present case was sufficient to bring the fraudulent transfer claim within the definition of Securities
Claim.



In reversing Judge Davis, the Supreme Court in effect concluded that the differences in wording
between the two policies was still not enough to transform the underlying fraudulent transfer
claim into a Securities Claim. Even more fundamentally, the Supreme Court concluded that the
fraudulent transfer claim was a direct, and not derivative, action, and therefore regardless of the
differences in policy wording, the bankruptcy trustee’s fraudulent transfer claim was not a
“Securities Claim.” (It probably is worth noting that Justice Seitz, who wrote the opinion for the
Supreme Court in this case, also wrote the majority opinion in the Idearc case as well.)

This is not the first time the Delaware Supreme Court has cleaned up some of the more
policyholder-friendly decisions of the Delaware Superior Court. Among other cases, the Supreme
Court reversed a decision for policyholders in Idearc case. As discussed here, in 2021, the
Delaware Supreme Court reversed a Superior Court ruling that an appraisal action is a “Securities
Claim,” and is therefore covered under a D&O Insurance policy.

While T am sure it is reassuring to insurers that they can pursue appeals to the Supreme Court and
that at the high court the Superior Court’s more policyholder-favorable decisions can be
reconsidered and even in some cases reversed, I am also sure that to the insurers the entire
process is burdensome, expensive, and vexing. Notwithstanding the outcome of this latest
Delaware coverage foray, I suspect many insurers are still considering whether they ought to
modify their policies so as to avoid the Delaware court coverage ordeal.

Special thanks to a loyal reader for providing me with a copy of the Delaware Supreme Court’s
opinion.
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