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interested cash-out merger transaction by a controlling or dominating
shareholder is entire fairness..... 3 Furthermore, the court recognized that
a properly functioning independent committee or an informed ratification
of the merger by a majority of the minority shareholders would shift the
burden to the plaintiff to prove unfairness." 4 In this case, the court did
not shift the burden because it found that the independent committee was
unduly influenced by Alcatel's coercion." 5
In its analysis, the court began by accepting the chancery court's
conclusion that Alcatel was a controlling shareholder, despite not holding
a majority interest." 6 The court then cited Weinbergerand Rosenblatt for
the principle that "[a] controlling or dominating shareholder standing on
both sides of a transaction, as in a parent-subsidiary context, bears the
burden of proving [the transaction's] entire fairness.""' 7 The court
discussed the "differing views" expressed by the chancery court regarding
the effect of an independent committee's and/or, minority shareholders'
approval on the standard of review."' The court stressed that Weinberger
and Rosenblatt had provided the answer by recognizing "that it would be
inconsistent with its holding in Weinberger to apply the business
judgment rule in the context of an interested merger transaction which,
by its very nature, did not require a business purpose. . . . [T]he
unchanging nature of the 'interested' transaction requires careful
scrutiny."" 9 This approach is maintained regardless of which party bears
the burden of proof.'
Writing for the court, Justice Holland next noted that "'[an]
independent bargaining structure, while not conclusive, is strong evidence

"Kahn, 638 A.2d at 1117.
On the whole, the entire fairness standard applies to all interested mergers under
similar circumstances. Id. at 1116. According to a treatise by Block, Barton, and Radin, some
transactions may be reviewed by the business judgment rule. DENNIS J. BLOCK ET AL., THE
BUSINESS JUDGMENT RULE: FIDUCIARY DUTIES OF CORPORATE DIRECTORS 185-88 (4th ed.

1993). However, the transactions referred to in this treatise are not interested mergers. Id. at
186-88. They include declaration of dividends or draining of resources from a subsidiary. Id.
The description of these transactions, coupled with the court's refusal to limit its holding to
cash-out mergers demonstrates the court's intent that this approach be applied to all interested
mergers. Kahn, 638 A.2d at 1116.
'"Kahn, 638 A.2d at
"'51d. at 1121.
"'Id. at 1115.
"7Id

1117.

""Kahn, 638 A.2d at 1115-16.
"WId.at 1116 (citations omitted).
1'2Id
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of the fairness' of a merger transaction."'2

The court then indicated that

the Rabkin two-part test was applicable to determine if shifting the
burden in this two step merger was appropriate.'
Because the record
reflected that Alcatel's offer, as a controlling shareholder, was a "'take

it or leave it' ultimatum," the burden to prove the entire fairness of the
transaction did not shift to the plaintiff."

However, the court articulated

the burden-shifting test in this context by asking "whether the special
committee was truly independent, fully informed, and had the freedom to
negotiate at arm's length."' 24 The court held Alcatel's use of the
committee did not meet this test because "[t]he record reflect[ed] that the
ability of the Committee effectively to negotiate at arm's length was

compromised by Alcatel's threats to proceed with a hostile tender offer
if the $15.50 price was not approved by the Committee and the Lynch
board."

Consequently, there was no "semblance of arm's[-]length

bargaining" in this situation." 6 The court then remanded the case for an
evaluation of the merger's entire fairness with the burden of proof on
Alcatel.' 2 7

'i at 1117 (quoting Rosenblatt, 493 A.2d at 938 n.7).
'Kahn, 638 A.2d at 1117 (citing Rabkdn v. Olin Corp., [1990 Transfer Binder] Fed.
Sec. L. Rep. (CCH) 95,255, at 96,162 (Del. Ch. Apr. 17, 1990), reprinted in 16 DEL J.
CoRP. L. 851, 861-62 (1991)). The first factor is the requirement that "[t]he majority
shareholder must not dictate the terms of the merger." Id The second factor is that 'the
special committee must have real bargaining power that it can exercise with the majority
shareholder on an arm[']s[-llength basis." Id
"'Id at 1120.
"'Id at 1120-21 (citations omitted).
"'I at 1121. The court emphasized the importance of the power to say no: "The
power to say no is a significant power. It is the duty of directors serving on [an independent
committee to approve only a transaction that is in the best interests of the public shareholders,
to say no to any transaction that is not fair to those shareholders and is not the best transaction
available." Id. at 1119 (quoting In re First Boston, Inc. Shareholders Litig., [1990 Transfer
Binder] Fed. See. L. Rep. (CCH) 95,322, at 96,541 (Del. Ch. June 7, 1990)).
In Kahn, Alcatel's "coercion was extant and directed to a specific price offer." Id at
1120. Alcatel's ability to follow through with its threat of a hostile takeover took away the
independent committee's power to say no. Id
"6Kahn, 638 A.2d at 1121.
'Id at 1121-22.
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IV. THE EFFECTS OF KAHN

A. Kahn -

Simple Reaffirmance of the Principles
of Weinberger and Rosenblatt

By referencing both Weinberger and Rosenblatt, the Kahn court
illustrated that those decisions require an entire fairness standard of
review when evaluating controlling shareholder-directed interested
mergers. 21 The court noted thati"'[t]he definitive answer with regard to
the Court of Chancery's 'differing views' is found in the court's opinions
in Weinbergerand Rosenblatt. '' 29 A thorough analysis of the arguments
for and against interpreting these two key decisions as dictating the
exclusive use of the entire fairness standard is helpful.
A great deal of confusion regarding the burden of showing entire
fairness and whether it shifts to the plaintiff arose from the citation to
Michelson v. Duncan3 ' in Weinberger.' The Weinberger court wrote,
"[W]here corporate action has been approved by an informed vote of a
majority of the minority shareholders, we conclude that the burden
entirely shifts to the plaintiff to show that the transaction was unfair to
the minority."'32 The court's direction that the plaintiffs be compelled to
show that the transaction was "unfair"conclusively calls for the entire
fairness standard.' 33 Based on language in Michelson, the Trans World
Airlines line of cases has been interpreted as calling for business
judgment rule application.
The often examined quote in Michelson is, "[T]he entire
atmosphere is freshened and a new set of rules invoked where formal
approval has been given by a majority of independent, fully informed
stockholders."' 34 Conflicting interpretations of this Michelson citation are

2

81d. at 1116.
'29ld.
3407 A.2d 211 (Del. 1979).
"' Weinberger,457 A.2d at 703. See Michelson, 407 A.2d at 224. In Michelson, the
Delaware Supreme Court examined directors' actions in approving a stock option plan. Id. at
214. The court held that the plaintiff bore the burden of the business judgment rule because
of shareholder ratification. Id. at 224. Note, however, that the court was examining directors'
actions and not a-controlling shareholder's actions in this case. Id. at 214.
'1 2 Weinberger, 457 A.2d at 703.
' 3.Id. (emphasis added).
'"4Michelson, 407 A.2d at 224 (quoting Gottlieb v. Heyden Chem. Corp., 90 A.2d 660
(Del. 1952)); see Rabkin, [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,255, at 96,164,
reprintedin 16 DEL. J. Cop. L. at 861.
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evidenced by Rabkin v. Olin Corp. and Citron.3 ' In Rabkin, the court
did not seem to interpret the reference to Michelson in Weinberger to

mandate the application of the business judgment standard. 36
Conversely, in Citron, Vice-Chancellor Jacobs noted that Weinberger

could be interpreted as encouraging the application of the business
judgment standard in these cases because of citations to Michelson.'3"
Interestingly, although the Citron court followed Rosenblatt's dictate by

applying the entire fairness standard, it took 3great pains to limit its
holding to interested parent-subsidiary mergers.

1

It is likely that the Weinberger court merely cited Mchelson due
to the language in that opinion regarding burden shifting. 39 The
Michelson opinion applied the business judgment rule in the context of
evaluating directors' conduct, not a majority shareholder's conduct. 4
Therefore, interpreting Michelson to advocate altering the standard of
review when examining parent-subsidiary and controlling shareholderdirected mergers is inappropriate. Furthermore, this would be the only

way to read the Michelson language consistently with the passage it
followed, given the seemingly clear calling for the entire fairness standard
in the court's language in Weinberger."' Regardless of the "true"
meaning of Weinberger, the supreme court's rearticulation of the
approach in Kahn removes all doubt as to the universality of the standard

applied to controlling shareholders regarding interested mergers. 4 2
Interestingly, some commentators have attacked the universal
application of the entire fairness standard regarding controlling
shareholders by interpreting Rosenblatt to contradict that approach.,43
3

SSee Rabkin, [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH)

95,255, at 96,164,

reprintedin 16 DEL. J. CoRp. L. at 861; Citron, 584 A.2d at 501 n.15.
"6 Rabkin, [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,255, at 96,164,
reprintedin 16 DEL. J. CoRP. L. at 861.
'"Citron,584 A.2d at 501 n.15. Notably, the Citroncourt continued by holding that
entire fairness was the exclusive standard of review. IL at 501. That court based its holding
that the business judgment rule did not apply solely on Rosenblatt, which it felt superseded
Weinberger in this regard. Id at 501-02.
"' at 502.
"'See Michelson, 407 A.2d at 224.
14D1"d
14'See Weinberger,457 A.2d at 703. See supra text accompanying note 134 for text
preceding Michelson citation.
42Kahn, 638 A.2d at 1116.
"'See A. Gilchrist Sparks, III et al., The Business Judgment Rule: Emerging Issues
in the 90's, in 2 ACQuIsMTON & MERGERS INA TROUBLED ENVmONMEmr 1991, at 223, 261
(PLI Corporate Law & Practice Course Handbook Series No. 751,1991) (supporting the notion
that the business judgment rule should be used when evaluating an arm's-length transaction
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However, such an interpretation is erroneous. In Rosenblatt, the supreme
court wrote that bargaining at arm's length by using an independent
committee "may give rise to the proposition that the directors' actions are
more appropriately measured by the business judgment standards.'""
However, the Rosenblatt court differentiated disinterested directors from
controlling shareholders.' 45 When the case deals with a fiduciary other
than a controlling shareholder, such as a corporate director, the business
judgment rule may apply. 46 Thus, "the potential burden-shifting effect
...may depend upon the nature of the transaction."' 4 7 As it had been all
along, the unequivocal rule after Kahn is that the entire fairness standard
is universal in circumstances involving controllingshareholders.' The
burden on the issue of fairness shifts to the challenging shareholder
plaintiff only if the safety devices are effective.' 49
B. The Benefits of Having a Uniform Standardfor Examining
the Proprietyof InterestedMergers Pursuedby
Controlling Shareholders
The application of the entire fairness standard to interested mergers
engineered by a controlling or dominating shareholder is good policy. In
Kahn, the Delaware Supreme Court adopted a policy argument laid down
by the court of chancery in Citron.5 ' Indicating there was a possibility
that the controlling shareholder could influence the independent
committee and/or the minority shareholders, the court stated, "[N]o court
could be certain whether the transaction terms fully approximate what
truly independent parties would have achieved in an arm's[-]length
negotiation."'' Adherence to the "more stringent entire fairness standard"
would effectively protect the minority shareholders' interests.'
The danger of inadequate protection of minority stockholders is
particularly acute in cases where committees of independent directors

between a majority shareholder and an independent committee).
'"Rosenblatt, 493 A.2d at 937-38.
1431d,

'1 BALoTri & FINKELSTEIN, supra note 14, § 9.31, at 9-60.
1471d.

"'Kahn,638 A.2d at 1116-17.
149Id
"Id. When a majority or controlling stockholder is purchasing a minority interest, the
controlling stockholder is by definition self-interested. Rabkin, [1990 Transfer Binder] Fed.
Sec. L. Rep. (CCH) 95,255, at 96,123, reprintedin 16 DEL. J. CoRP.L. at 860.
'Kahn, 638 A.2d at 1116 (quoting Citron, 584 A.2d at 502).
"'Id. at 1117 (quoting Citron, 584 A.2d at 502).
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grant approval.' This danger can be attributed to several potential flaws
in special committees.' 54 First, directors can be "disinterested" and still
not be factually objective.' 55 Therefore, self-interested transactions should

b6 subject to entire fairness
review even if approved by a committee of
56
disinterested directors.

Another danger of relying too heavily on the decisions of
independent committees is that often the only source of advice that these

committees have is from the proponent of the merger

57

The approval

of such a committee is of no benefit if there was not full disclosure.15
Finally, because of the collegial relationship between directors, it is

difficult for the disinterested directors to approach such a merger as if it
were a merger with a third party.' 59 Therefore, the inherent dangers,

resulting from
independent committees warrant the use of a stricter
6
standards.

1

V. THE FUTURE FOR INDEPENDENT COMMIIEES
After Kahn v. Lynch, independent committees will not be as
decisive of a litigation defense as they once were.' 6 ' The "'mere

existence' of an independent committee will not necessarily alter a court's
review of a transaction" or shift the burden. However, the committees
can still be useful if employed properly and in good faith because courts
will still assign committee decisions some weight 6

'53Eisenberg, supra note 17, at 451-53.
"Id. at 452.
...
1AL "Interestedness is defined in a bounded way, to include only certain kinds of
interestedness." l A director or officer is "interested" in a transaction if (1) he or she has
"a material pecuniary interest in the transaction," or (2) he or she has a "business, financial, or
familial relationship with a party to the transaction" and it would be reasonable to expect the
relationship to affect his judgment. let at 453.
sId, at 452 (explaining that applying the business judgment standard of review to
these transactions would be inappropriate).
"Eisenberg, supra note 17, at 453.
"'Id. at 451. A ratification by a majority of the minority shareholders is also of no
benefit if there is not full disclosure. Citron, 584 A.2d at 502.
'Eisenberg, supra note 17, at 452.
" Iakat 453. Notably, Mr. Eisenberg's argument is that allinterested transactions in
these circumstances should be subject to an intermediate standard of review. Id
""Smith, supra note 13, at 29.
'Finkelstein, supra note 12, at 18 (citing Rabkin, [1990 Transfer Binder] Fed. Sec.
L. Rep. T 95,255, at 96,164, reprintedin 16 DEL. J. CoRp. L. at 861). See Kahn, 638 A.2d at
1117 (describing the standard of review and when the burden shifts).
"Finkelstein, supra note 12, at 21.
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A. The Standardin Kahn
The standard set forth in Kahn is the traditional two-part test used

to date but modified by a stricter viewing of the controlling shareholder's
actions.'"

Therefore, the standard for reviewing the propriety of

independent committees' actions has been made more stringent. 6 ' In
addition to using the traditional elements to examine a committee's

propriety, the majority or controlling shareholder's approach to the

negotiations is also closely scrutinized.' 6 6 Accordingly, the Delaware
Supreme Court has clearly indicated that the issuance of an ultimatum to
the committee by a controlling shareholder would constitute

impropriety.'67
Kahn provides two prerequisites for burden shifting. "First, the
majority shareholder must not dictate the terms of the merger [and]
[s]econd, the special committee must have real bargaining power that it

can exercise with the majority shareholder on an ann[']s[-]length
basis."' 6

Additionally, the court stressed the importance of the

independent committee having "the power to say no."'6 9 Finally, the
court considered the independence of the special committee and its ability
to bargain at arm's length. 7 '
Kahn also requires affirmative action on behalf of the majority
shareholder to invalidate the independent committee's approval.' 7 ' The

'"Kahn, 638 A.2d at 1117-21.
'16Smith, supra note 13, at 29. Mr. Smith describes the effect of Kahn as exhibiting
greater "skepticism toward the independence of directors" when a controlling shareholder is
involved. Id.
166Id.

'67Kahn, 638 A.2d at 1121.
'01d, at 1117 (citing Rosenblatt, 493 A.2d at 937).
' 691d at 1119.
"O1d. at 1120-21 (citing Weinberger, 457 A.2d at 709-10 n.7). Chancellor Allen
described the test of whether the committee functions properly as being whether the "special
committee's process is perceived as reflecting a good faith, informed attempt to approximate
aggressive, arm's-length bargaining." William T. Allen, Independent Directors in MBO
Transactions: Are They Fact or Fantasy?, 45 Bus. LAW. 2055, 2060 (1989). In this event,
the committee's actions will "be accorded substantial importance." Id.
"'See Kahn, 638 A.2d at 1120 (citing American Gen. Corp. v. Texas Air Corp., Nos.
8390, 8406, 8650 & 8805, 1987 WL 6337 (Del. Ch. Feb. 5, 1987), reprintedin 13 DEL. J.
CORP. L. 173 (1988)).
In American General,plaintiffminorityshareholders sought an injunction againstTexas
Air Corporation (Texas Air) to prevent its attempt to cash out Continental's minority
shareholders for $16.50 per share. American Gen., Nos. 8390, 8406, 8650 & 8805, 1987 WL
6337, at *1, reprintedin 13 DEL. J. CORP. L. at 176.
The chancery court found that a special committee employed by Continental's Board
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court stressed that in "this case the coercion was extant and directed to
a specific price offer which was... presented in the form of a 'take it
or leave it' ultimatum."''
At least one commentator has raised the question of whether the

simple "existence of the [majority shareholder's] ability to act regardless
of the committee's approval" would be sufficient under Kahn to
invalidate the committee's approval.'" However, the Kahn court's
description of the committee and Alcatel's actions show that the mere

existence of such ability should not invalidate a committee's actions.,
Despite the committee's exhibition of a great deal of independence, the
court refused to allow a burden-shifting effect as a result of the
committee actions. 75 The court focused on Alcatel's ultimatum. 76 The
effective revocation of the committee's power to refuse the tender offer
invalidated the action for burden-shifting purposes.'" Non-interference
by the majority shareholder must be coupled with a proper functioning

committee in order to assure the integrity of the committee's decisions.' 78
It is important to note that the Lynch special committee functioned
properly in many aspects.' 7 For instance, when Alcatel was strongly
advocating a merger of Lynch with Celwave, the same independent

to examine the fairness of the merger was independent and fully informed. Id. at *4,reprinted
in 13 DE. J.CORP. L. at 181. The committee obviously acted independently because it
initially refused to recommend the merger. Id. at *2,reprintedin 13 DEL.L CoRP. L. at 178.
The independent committee structure failed, however, because ofan ultimatum issued by Texas
Air. Id.
at *4,reprintedin 13 DEL. J. CoRp. L. at 181. Texas Air had told the committee that
"they must accept the $16.50 per share price or Texas Air would proceed with the transaction
Specifically, the vice-chancellor found that the ultimatum took away
without their input." lId
the independent committee's ability to negotiate at arm's length. Id
Although Kahn potentially extends to more subtle coercive actions by a dominating
shareholder than a direct ultimatum, American Generaloffers a good factual context to examine
this approach.
'7Kahn, 638 A.2d at 1120.
"Smith, supra note 13, at 29. Mr. Smith stresses that if the mere existence of that
power is enough to invalidate committee approval, an independent committee must always be
assumed to be dominated in these cases. Id Furthermore, he notes that there is always at least
some threat that a controlling shareholder will act unilaterally, whatever its manifested
intentions. Id. If the mere ability of the controlling shareholder is determinative, it would be
the demise of the independent shareholder committee.
74
Kahn, 638 A.2d at 1118-1121; see Finkelstein, supra note 12, at 20.
171Smith, supranote 13, at 27.
'76Kahn, 638 A.2d at 1120-21.
17SIat
at 1117.

"29See Smith, supra note 13, at 27 (providing examples of the committee's
independence).
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committee had rejected that transaction.18' Additionally, the committee
bargained aggressively with Alcatel to determine a merger price in the
These factors seem to attest to the
initial stages of negotiations.'
82
independence.
committee's
However, Alcatel's ultimatum destroyed the committee's
effectiveness." 3 The ultimatum took from the committee the "power to
say no." This was evidenced by the fact that one of the committee
members did not think the price was fair but still voted for the merger
because he saw no alternative.184 Another committee member testified
that, "under the circumstances, a price of $15.50 was fair and should be
indicates that the committee lacked the
accepted."' 85 Such testimony
86
power to reject the merger.
In summary, Kahn mandates that a controlling shareholder not
threaten a special committee evaluating an interested merger.8 7 By
engaging in such tactics, the controlling shareholder effectively takes
away the committee's power to bargain at arm's length. 8 Therefore,
with Kahn in mind, it is important to determine the best approach for
establishing useful independent director committees.
B. Future Implications of Kahn's Requirement
for Truly Independent Committees
In the future, Delaware courts will still recognize the usefulness of
independent committees.' 89 Kahn indicates, however, that these committees will now be scrutinized much more closely by the courts.' 0 In
Kahn, the court recognized that "the use of an independent negotiating
committee of outside directors may have significant advantages to the

'"Kahn, 638 A.2d at 1118. See Smith, supra note 13, at 27.
"'Kahn, 638 A.2d at 1113. This is evidenced by the committee's rejection repeated
offers of low prices until Alcatel issued its ultimatum. Id. See Smith, supra note 13, at 27.
"'Smith, supra note 13, at 27.
"8843Kahn, 638 A.2d at 1121.
' ld. at 1118.

'ISd. at 1119.
'861d. at 1119-20.
""'See generallyFinkelstein, supra note 12, at 18-21 (detailing the duties and functions
of independent committees in view of recent case law).
"'American Gen., Nos. 8390, 8406, 8650 & 8805, 1987 WL 6337, at *4, reprintedin
13 DEL. J. CORP. L. at 181.
"'Finkelstein, supra note 12, at 21.
"'Id. at 20.
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majority stockholder in defending suits of this type."' 9 ' Although the
court limited this statement significantly by noting that it does not
conclusively establish the fairness of a merger, the court did recognize the
importance of such committees.19 2 Some commentators have expressed

doubt as to the usefulness of independent committees."93 Chancellor
Allen also expressed "skepticism
but not cynicism" with regard to the
94
committees' effectiveness.1

With the existence of such judicial skepticism, the formation of a
useful committee is, indeed, difficult. Nonetheless, given prior case law

and the recent decision in Kahn, good advice for a corporate planner who
is engineering a merger directed by a controlling shareholder is
available.'95 The controlling shareholder must be careful not to
communicate any "final offer" as an ultimatum which threatens to force
the minority to accept a transaction of lesser value.'

Any actions by the

defendants suggesting that an alternative transaction of lesser value is
inevitable without acceptance of their final offer will defeat the usefulness
of an independent committee. 97 A thorough analysis of Kahn suggests
that affirmative action by the controlling shareholder is the threshold

"'Kahn, 638 A.2d at 1121 (quoting Rabkin, 498 A.2d at 1106). There are always
potential hazards that must be balanced in determining their overall usefulness to a majority
stockholder when employing such a committee. Leo Herzel & Dale E. Colling, Establishing
ProceduralFairnessin Squeeze-Out MergersAfier Weinberger v. UOP, 39 Bus. LAW. 1525,
1534-35 (1983). The biggest danger to corporate planners is the possibility that if a special
committee is truly independent, it may decide to prevent the transaction from occurring. Id.
Lesser effects of a truly independent committee could be a substantial delay in the merger, or
an inordinately high price. ld.
'92Kahn, 638 A.2d at 1121.
3
See Smith, supra note 13, at 29 (arguing that an independent committee may not be
worth the trouble and expense). Although Mr. Smith recognizes the possibility of future use
for independent committees after Kahn, he takes a skeptical view noting that their value is
reduced significantly and may even be nullified. Id.
"'Allen, supranote 170, at2059. Chancellor Allen noted that In re RJR Nabisco, Inc.
ShareholdersLitig., [1988-1989 Transfer Binder] Fed. Sec. L. Rep. (CCH) 94,194 (Del. Ch.
Jan. 31, 1989), reprintedin 14 DEL. J. CoRP. L. 1132 (1989), and Freedmanv. Restaurant
Assocs. Indus., [1987-1988 Transfer Binder] Fed. Sec. L. Rep. (CCH) 93,502 (Del. Ch.
Oct. 16, 1987), reprinted in 13 DEL. J. CoRP. L. 651 (1988), were good examples of when
independent committees' decisions warrant deference. Allen, supra note 170, at 2059-60.
There is nothing in the Kahn decision that would change a court's approach to these two cases
today. See generally id at 2059-60 (describing the independent committees in In re RJR
Nabisco and Freedman).
"9SSee Finkelstein, supra note 12 (citing various cases and their impact on indep=dent

committees).

"5 Id at 20.
19Id.
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requirement to finding that an independent committee's power to bargain
at arm's length has been taken away by denying its power to say "no.""'

Also at issue is the composition of the independent committee.
Because evidence indicates that independent committee members' reliance

on a controlling shareholder compromises the committee's independence,
special care must be taken to find truly independent directors.,99
Obviously, a prudent course of action would be to avoid the selection of
any directors whose impartiality could possibly be later questioned at
trial.2 00

Independent director committees are still important devices in
reviewing a controlling shareholder's actions in interested mergers.
However, a controlling shareholder must realize that the committee's
bargaining power and the shareholder's actions will be scrutinized closely
throughout
the negotiations."
Asasaitresult,
director committees
is not as great
once the
was.utility of independent
VI. CONCLUSION

Kahn v. Lynch Communication Systems, Inc. is noteworthy for two
reasons. First, it clarified the standard of review imposed by the courts
on interested mergers that are directed by controlling shareholders. Kahn
makes the entire fairness standard universal. 3 The Delaware Supreme
Court rejected the competing approach advocated by the state's chancery

'98M.;see Kahn, 638 A.2d at 1119-21 (showing how a committee's independence can
be taken away by a controlling shareholder).
' 99Finkelstein, supra note 12, at 20. Reasons for lack of independence often permeate
corporate boards. Such reasons include the fact that the majority shareholder's, through their
corporate executive officers, invite the outside directors on the board. Allen, supra note 170,
at 2056-67. A controlling shareholder such as a parent corporation will ultimately be the
offeror of pay and benefits to these outside directors which are later tapped to serve on
independent committees. Id. at 2057. Also, after these outside directors serve on boards with
directors for the controlling shareholders for years, a certain level of cordiality develops, Id.
This camaraderie often naturally carries into an independent committee's evaluation of
transaction terms offered by the controlling shareholder who elected the directors. Id.
2
"Finkelstein, supra note 12, at 21. Interestingly, Chancellor Allen wrote of the
undesirability of sitting as a director on one of these committees. Allen, supra note 170, at
2060-61. He wrote that such a director has intense pressure on him from the weight of the task
coupled with "the unpleasantness that may be required ...and, the fact that no matter what
the director does he will probably be sued for it." Id. This combines to make it a "fairly
unappetizing assignment." Id.
2
'Finkelstein, supra note 12, at 20.
' 02Smith, supra note 13, at 29.
"Kahn, 638 A.2d at 1117.
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court which applied the business judgment rule to a controlling
shareholder's actions if the burden of proof was successfully shifted. 2
The Kahn approach was formulated after a thorough reading of the
Weinberger and Rosenblatt decisions. 2 5
Second, independent committees now are less likely to produce a
burden-shifting effect because of the stringent nature of Kahn's
approach. 5 Nonetheless, independent committees, if carefully created
and implemented, still remain a useful tool in defending against litigation
spawned by controlling shareholder-directed mergers.
Jeffrey J. Clark

204

IM/ at 1115-16.

'-"WL at 1117.

2 Id at 1121; see Smith, supra note 13, at 29.
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MENDEL v. CARROLL: WHEN MUST A BOARD OF DIRECTORS
DILUTE A CONTROLLING SHAREHOLDER?
I. INTRODUCTION

Sections 141(a)' and 1612 of the Delaware General Corporation
Law operate together to give directors broad legal authority to manage
Delaware corporations. Section 141(a) recognizes that directors, rather
than stockholders, make the day-to-day decisions regarding the
management of the corporation. 3 Section 161 further illustrates the
decision-making power of corporate directors by allowing them to issue
previously authorized shares at their discretion without obtaining further
permission from the stockholders. 4 However, Delaware corporation law
exacts a price from directors in exchange for this discretion. Directors
of Delaware corporations are held to unyielding fiduciary obligations to
the corporations and stockholders on whose behalf they act.5 These
"fiduciary duties constitute a network of responsibilities that overlay the
exercise of even undoubted legal power."6 As a result, a host of litigation
has developed concerning directors' equitable obligation in defending the
corporation, 7 selling the corporation, 8 and interfering with the stockholder
franchise.9

'DEL. CODE ANN. tit. 8, § 141(a) (1991). Section 141(a) provides in part: 'he
business and affairs of every corporation organized under this chapter shall be managed by or
under the direction of a board of directors, except as may be otherwise provided in this chapter
or in its certificate of incorporation." Id.
2DEL. CODE ANN. tit. 8, § 161 (1991). Section 161 provides:
The directors may, at any time and from time to time, if all of the
shares of capital stock which the corporation is authorized by its certificate of
incorporation to issue have not been issued, subscribed for, or otherwise
committed to be issued, issue or take subscriptions for additional shares of its
capital stock up to the amount authorized in its certificate of incorporation.
Id.
'E.g., Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984).
'See I ERNEST L. FOLK, III ET AL., FOLK ON THE DELAWARE GENERAL CORPORATION
LAW § 161.1 (3d ed. 1994).
'See, e.g., Guth v. Loft, Inc., 5 A.2d 503, 510 (Del. 1939).
6Stahl v. Apple Bancorp, Inc., 579 A.2d 1115, 1121 (Del. Ch. 1990).
7See, e.g., Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 953 (Del. 1985).
'See, e.g., Revlon, Inc. v. MacAndrews & Forbes Holdings, 506 A.2d 173, 179-80
(Del. 1986).
9
See, e.g., Stroud v. Grace, 606 A.2d 75, 90-91 (Del. 1992).
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In Mendel v. Carroll,"° the court addressed the minority
stockholders' application for a mandatory preliminary injunction. The
stockholder plaintiffs petitioned the court for an order compelling the
board of directors of the defendant corporation to grant an option to a
third party to purchase twenty percent of the corporation's stock." The
plaintiffs sought this unprecedented relief for the express purpose of
diluting the voting power of a controlling group of stockholders and
facilitating a change in corporate control. 2 The plaintiffs maintained that
this relief was warranted because the board, by agreeing to a later
abandoned cash out merger with the controlling stockholder group, had
put the corporation up for sale and invoked its "Revlon duties."' 3
Plaintiffs, therefore, reasoned that the directors' duties under Revlon
required the board to grant the dilutive option in order to "maximize the
current value of [the corporation's] shares."' 4
The Delaware Court of Chancery, per Chancellor Allen, ruled that
the "Revlon duties" did not apply since the previously contemplated
transaction involved no change in control.' 5 The court observed that at
all times pertinent to these transactions effective control over the
corporation had remained with the majority stockholders and the
previously contemplated cash out merger would have only consolidated
this control by eliminating the public shareholders.' Moreover, the
chancellor found that the controlling shareholders' conduct in refusing to
sell was consistent with their fiduciary duty as controlling shareholders.'
Thus, no justification was present for the drastic action of diluting the
interest of the controlling shareholders.' 8
If. BACKGROUND

Delaware courts have long operated under the general premise that
directors are statutorily authorized to serve as the managers of the
corporation.' 9 As such, Delaware courts have given great deference to

10651 A.2d 297 (Del. 1994).

"Id at *298
121d.
13Id
4

Mendel, 651 A.2d at 303-04.

'51d
at 304.
'6Id. at 304-05.
"Id at 305.
"See Mendel, 651 A.2d at 306.
cardinal precept of the General
19See Aronson, 473 A.2d at 811 (stating that "(a]
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the decisions of a corporation's board of directors.2 ° While this measure
of deference, known as the businessjudgment rule, is generally applicable
to directors' decisions in managing the corporate enterprise, the Delaware

judiciary has recognized several contexts in which the presumption of the
business judgment rule does not automatically apply to directors'
actions.2 ' However, the court has consistently applied an enhanced level
of scrutiny to director actions which involve substantial and potentially
permanent consequences for shareholders.22
A. FiduciaryDuties Owed by Directors in the Takeover Context
1. The Board's Responsibilities and Fiduciary Duties
Applicable to Defensive Actions

In Unocal Corp. v. Mesa Petroleum Co.,23 the Delaware Supreme
Court addressed the propriety of board action taken in response to a
takeover threat and whether such action warranted the protection of the
business judgment rule.24 The plaintiff, Mesa Petroleum Company,
initiated a coercive two-tier tender offer for Unocal stock at a price of

Corporation Law of the State of Delaware is that directors, rather than shareholders, manage
the business and affairs of the corporation"). See generally 1 R. FRANKLIN BALOTI & JESSE
A. FINKELSTEIN, THE DELAWARE LAW OF CORPORATIONS AND BUSINESS ORGANIZATIONS § 4.6
(2d ed. 1990 & Supp. 1995).
2
Compare, e.g., Getty Oil Co. v. Skelly Oil Co., 267 A.2d 883 (Del. 1970), with
Sinclair Oil Corp. v. Levien, 280 A.2d 717 (Del. 1971). Both of these actions involved
disputes between subsidiary shareholders and their corporate parents. Although the parent
corporations in both cases wielded control over their subsidiaries, only in the latter case did the
court apply the more demanding intrinsic fairness standard. The court reasoned that "[s]ince
the parent received nothing from the subsidiary to the exclusion of the minority stockholders
of the subsidiary[,] there was no self dealing." SinclairOil Corp., 280 A.2d at 720 (discussing
application of business judgment rule in Getty Oil Co. v. Skelly Oil Co.). This scenario
evidences that Delaware courts remain hesitant to question director discretion even when the
corporate structure potentially admits self-dealing and other forms of wrongdoing.
2
See, e.g., Weinberger v. UOP, Inc., 457 A.2d 701,710 (Del. 1983) (ruling that entire
fairness, rather than the business judgment rule, is the proper standard of review when the
controlling stockholder undertakes an interested cash-out merger of the minority). See
generally I BALoTn & FINKELSTEIN, supra note 19, § 4.6, at 4-64 (discussing precondition to
gaining protection of the business judgment rule).
2
'See, e.g., Paramount Communications Inc. v. QVC Network Inc., 637 A.2d 34,42-43
(Del. 1993) (finding that transactions involving change of control warrant enhanced scrutiny
because of the substantial effect on the corporation).
23493 A.2d 946 (Del. 1985).
24
d. at 953.
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$54 per share. 5 Eight outside members of Unocal's board, comprising
a majority of the fourteen member board, separately consulted with
attorneys and financial advisors and decided to suggest that the board
reject Mesa's offer as inadequate and undertake a self-tender offer at $72
per share, to be financed by debt securities. 26 The Unocal board
subsequently passed a resolution approving the self-tender offer and
excluding Mesa's shares from the self-tender offer.2" Mesa promptly filed
suit challenging Unocal's self-tender offer.2"
In reversing the court of chancery, the Delaware Supreme Court
largely validated Unocal's actions. Beginning with the premise that

Unocal's board had reasonably perceived Mesa's offer as a threat to the
corporation, the supreme court found that "the board had both the power
and duty to oppose a bid it perceived to be harmful to the corporate
enterprise." 9 The court did not, however, give the board unfettered
The court, instead,
discretion to respond to a takeover threat.
acknowledged that the present circumstances required an enhanced
standard of review to protect the corporation and its stockholders. 0 The

court stated that "[b]ecause of the omnipresent specter that a board may
be acting primarily in its own interests, rather than those of the

corporation and its shareholders, there is an enhanced duty which calls for
judicial examination at the threshold before the protections of the
business judgment rule may be conferred."'"

'"1d at 949. Mesa made a "front loaded" cash tender offer for 64 million shares. Id.
The proposed "back-end" of the tender offerwould have eliminated the remaining shareholders
by issuing them 'junk bonds" purportedly worth S54 per share. Id at 949-50.
2'1 at 950-51.
27Unocal,493 A.2d at 951. Unocal had maintained, and the court agreed, that the
Mesa exclusion was a necessary feature of the defensive measure because "if Mesa were
permitted to tender to Unocal, the latter would in effect be financing Mesa's own inadequate
proposal." Id
2
skt
19IHL at 949. In reaching this conclusion, the court recognized that the board's authority
pursuant to § 160(a) to treat shareholders differently in the acquisition of its own stock ,as
well established where the board had a legitimate business purpose for doing so. Id at 953-54.
30
1d at 954-55.
" Unocal,493 A.2d at 954. The court's statement reflected the view expressed in a long
line of Delaware cases that the exercise of corporate power by directors for the purpose of
entrenching themselves in office does not represent an action acceptable in equity. See, e.g.,
Cheffv. Mathes, 199 A.2d 548, 554 (Del. 1964). The court in Cheffstated that "if the board
has acted solely or primarily because of the desire to perpetuate themselves in office, the use
of corporate funds for such purposes is improper." Id
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The court then announced the now familiar two-pronged Unocal
enhanced business judgment analysis.3 2 The court held that before
directors' decisions fall under the aegis of the business judgment rule, the
directors must first demonstrate that "they had reasonable grounds for
believing that a danger to corporate policy and effectiveness existed
because of another person's stock ownership."33 Second, the court
indicated that the directors' response "must be reasonable in relation to
the threat posed," considering the nature and extent of the threat to the
corporation.3 4
Despite this enhanced standard of review, the board has a duty "to
protect[ ] the corporation and its owners from perceived harm whether a
threat originates from third parties or other shareholders."3 The Unocal
decision articulated the idea that directors not only were permitted to
adopt defensive measures in the face of an inadequate offer but, under
some circumstances, were obligated to do so.36
The supreme court in Ivanhoe Partnersv. Newmont Mining Corp.37
reaffirmed the principle that directors, when faced with a threat to the
corporate enterprise, have the "duty and [the] responsibility" to protect the
corporation and the stockholders.38 Regardless of the fact that directors
have a fiduciary obligation to defend the corporation from perceived
threats, the Delaware Court of Chancery has held that the business
judgment rule protects an uninterested board's informed decision to
remain neutral when confronted with an offer the board believes is
inadequate but still within the overall range of fair values for the
corporation.39 Thus, although the board operates under an affirmative

"See Unocal, 493 A.2d at 955.
331d.
34

Id.
"3Id.
6
3 Unocal, 493 A.2d at 955. The Unocal court noted that some commentators do not
share the view that directors should take action to protect the corporation and its shareholders
but believe instead that the board should only be a passive participant in the takeover process.
Id. at 955 n.10 (citing Frank H. Easterbrook & Daniel R. Fischel, Takeover Bids, Defensive
Tactics, and Shareholders' Welfare, 36 Bus. LAW. 1733, 1750 (1981)).
37535 A.2d 1334 (Del. 1987).

3"Id. at 1345. See also MacAndrews & Forbes v. Revlon, Inc., 501 A.2d 1239, 1247
(Del. Ch.), aff'd, 506 A.2d 173 (Del. 1985) ("In the face of a hostile acquisition, the directors
have the right, even the duty, to adopt defensive measures to defeat a takeover attempt which
is perceived as being contrary to the best interests of the corporation and its shareholders.");
I BALorn & FiNKELSTEiN, supra note 19, § 4.6, at 4-164.
"See Day v. Quotron Sys., Inc., No. 8502, 1989 Del. Ch. LEXIS 164, at * 14-15 (Del.
Ch. Nov. 20, 1989), reprintedin 16 DEL. J. CORP. L. 297, 306-07 (1991). Under the particular
facts of this case, the Quotron board had earlier turned down a $16 per share offer and made
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obligation to oppose harmful offers, it appears that the decision not to
defend against such an offer is judged under the comfortable confines of
the business judgment rule rather than Unocal's more demanding,
enhanced standard.
2. The Board's Responsibilities and Fiduciary Duties
Applicable in the Sale Context
The supreme court's decision in Revlon, Inc. v. MacAndrews &
0 which followed less than a year after Unocal,
Forbes Holdings,"
highlighted the importance context plays in assessing a board's duties and
The court
obligations to the corporation and its stockholders.
distinguished a board's responsibilities in the context of a sale from those
applicable to the adoption of defensive measures to preserve the
corporation.4" The supreme court explained:
The duty of the board had thus changed from the
preservation of Revlon as a corporate entity to the
maximization of the company's value at a sale for the
stockholders' benefit. This significantly altered the board's
responsibilities under the Unocal standards. It no longer
faced threats to corporate policy and effectiveness, or to the
stockholders' interests, from a grossly inadequate bid. The
whole question of defensive measures became moot. The
directors' role changed from defenders of the corporate
bastion to auctioneers charged with getting the best price for
the stockholders at a sale of the company.'
In effect, while the board's conduct was still judged by the standards
announced in Unocal, the interests the board was required to promote
changed from protecting the ongoing interests of both the corporation and
the stockholders to optimizing the immediate value solely for the benefit
of the shareholders.4 3 Therefore, selective treatment of shareholders was
counter-offers of its own for $25 and $20 per share. Id. at *3-6, reprintedin 16 DEL. J.CORP.
L. at 301-02. The Citicorp board rejected these counter offers; the Quotron board then
announced that although the Citicorp offer of $10 per share was inadequate, it would not
oppose the offer. Id at *5-6, reprintedin 16 DEL. J.CoRP. L. at 302.
'506 A.2d 173 (Del. 1986).
QId. at 182.
4'Id at 182. See infra notes 54-69 and accompanying text (discussing when "Revlon
duties" are invoked).
"In this respect, the court found that because the continued viability of the corporation
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no longer permissible, except to the extent it would promote bidding to
maximize shareholder value.44
In Mills Acquisition Co. v. Macmillan, Inc.,45 the supreme court,
in evaluating the board's responsibilities in a Revlon sale, took great pains
to keep the Revlon teachings consistent with the Unocal enhanced
businessjudgment standard. Clarifying its statements in Revlon, the court
explained: "Although the board's responsibilitiesunder Unocal are far
different, the enhanced duties of the directors in responding to a potential
shift in control, recognized in Unocal, remain unchanged."4 6 The court
also instructed that the only difference between the tests applied under
Unocal and Revlon was that in the sale context, the enhanced business
judgment rule was not invoked until the plaintiff demonstrated "that the
directors of the target company
treated one or more of the respective
47
bidders on unequal terms.
ParamountCommunicationsInc. v. QVC Network Inc., 4" the most
recent Delaware Supreme Court decision explicating the responsibilities
of directors in the sale or change of control context, again emphasized
that it is a board's objective which changes, not its fiduciary duties.49
The court did, however, appear to retreat somewhat from its earlier
statements that directors became "auctioneers charged with getting the
best price for the stockholders at a sale of the company."5" Instead, the
court stressed that directors were obligated "to secure the transaction
offering the best value reasonably available for the stockholders."'"
Likewise, the court stated that in applying the Unocal standard the court
"should be deciding whether the directors made a reasonable decision,
not a perfect decision."52 According to the court, such deference was
was no longer a legitimate concern, the board could no longer properly consider the interests
of other constituencies such as holders of Revlon notes. Revlon, 506 A.2d at 182.
44d. at 183.
45559 A.2d 1261 (Del. 1988).
6
Id. at 1287. The court also made the point that beyond the directors' obligation to
maximize shareholder value "there are no special and distinct 'Revlon duties."' Id. at 1288.
Consistent with the directors' responsibility to maximize shareholder value, director action
would first be scrutinized to determine "whether the directors properly perceived that
shareholder interests were enhanced." Id. Second, the court would examine the proportionality
of the directors' action in relation to harm to be prevented or the benefit to be achieved. Id.
7
1d. at 1288. Recall that outside the sale context, the court applied heightened scrutiny
whenever the board undertook defensive action to stave off an unwanted bid. See Unocal, 493
A.2d at 954.
48637 A.2d 34 (Del. 1993).
"Id. at 43.
"Revlon, 506 A.2d at 182.
QVC, 637 A.2d at 44.
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warranted in light of the expertise of the directors in such matters as well
as the "complexity of the directors' task in a sale of control."53
3. The Transition from Unocal to Revlon
The Delaware Supreme Court, in Arnold v. Society for Savings
Bancorp, Inc.,54 enumerated the situations when a board's obligation
shifts from protecting the corporation to maximizing shareholder value:
[The duty to obtain the best value reasonably available to
the stockholders is enhanced] in at least the following three
scenarios: (1) "when a corporation initiates an active
bidding process seeking to sell itself or to effect a business
reorganization involving a clear break-up of the
company[ ]"; (2) "where, in response to a bidder's offer, a
target abandons its long-term strategy and seeks an
alternative transaction involving the break-up of the
company[ ]"; or (3) when approval of a transaction results
55
in a "sale or change of control.
While the court and commentators56 have both emphasized that this list
is not all inclusive, it is representative of where Delaware law currently
stands on the issue.
Recently, in Paramount Communications Inc. v. QVC Network
Inc.,5" the Delaware Supreme Court established that a sale or change of
control acts to trigger directors' Revlon obligations. 58 The court
characterized such an event as one that "represents a fundamental (and
59
perhaps irrevocable) change in the nature of the corporate enterprise."
According to the court, the significance of a change of control is derived
from the essentially unprotected position held by a minority stockholder
52Ia at 45.

531d

'4650 A.2d 1270 (Del. 1994).
55

1d. at 1290 (citations omitted) (citing Paramount Communications, Inc. v. Time Inc.,
571 A.2d 1140, 1150 (Del. 1990); QVC, 637 A.2d at 42-43, 47).
5SSee, e.g., Marcel Kahan, Paramountor Paradox: The DelawareSupreme Court's
Takeover Jurisprudence, 19 J. CORP. L. 583, 602-05 (1994) (suggesting that the Delavare
Supreme Court may expand its holding in Revlon to apply to more transactions that involve
a responsive change in the face of a takeover threat).
S637 A.2d 34 (Del. 1993).
"sSee id. at 43.
591, at 4748.
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when an individual or "cohesive group" gains control of a majority of a
corporation's voting shares.6" In describing the vulnerability of minority
stockholders following a change in control, the court emphasized the
minority shareholders' exposure to corporate changes that could only be
achieved through a majority vote of the stockholders.6 Thus, the court
reasoned, absent protective provisions,62 the stockholders of the target
company were entitled to be compensated for their loss of control by
imposing an obligation on the board to obtain the best value reasonably
available.63
Despite the emphasis placed on protecting the interests of minority
stockholders in QVC, Delaware courts have recognized that not every
transaction impacting stockholder interests and altering corporate

structures implicates the directors' responsibilities identified in Revlon.64
In Bershad v. Curtiss-Wright Corp.,65 the Delaware Supreme Court

explained that the obligations under Revlon were inapplicable when a
sixty-five percent stockholder attempted to cash-out the minority
stockholders.66 In rejecting the plaintiff's Revlon claim, the court
distinguished the duties owed by a controlling stockholder from those
owed by a target corporation's board in the Revlon context.67 The court,
referring to a controlling shareholder situation, stated:

60Id. at 42.
6QVC, 637 A.2d at 43. The court specifically enumerated possible changes that such
a controlling stockholder could impose via its voting power following a shift in control:
(a) elect directors; (b) cause a break-up of the corporation; (c) merge it with
another company; (d) cash-out the public stockholders; (e) amend the
certificate of incorporation; (f) sell all or substantially all of the corporate
assets; or (g) otherwise alter materially the nature of the corporation and the
public stockholders' interests.
Id.
62The court suggested that such protective devices might inter alia include
supermajority voting provisions, majority of the minority requirements, and standstill
agreements limiting the voting rights of a majority stockholder. Id. at 42 n.12.
61Id. at 43.
"See Time, 571 A.2d at 1151 ("[W]e decline to extend Revlon's application to
corporate transactions simply because they might be construed as putting a corporation either
'in play' or 'up for sale."'); Mills Acquisition, 559 A.2d at 1285 n.35 ("Clearly not every offer
or transaction affecting the corporate structure invokes the Revlon duties.").
65535 A.2d 840 (Del. 1987).

"Id. at 845. This principal was extended to cover a 42% stockholder found to possess
effective control. See Kleinhaldler v. Borgia, [1989 Transfer Binder] Fed. Sec. L. Rep. (CCH)
94,525, at 93,326 (Del. Ch. July 7, 1989), reprinted in 15 DEL. J. CoRp. L. 681, 687 (1990).
67Bershad, 535 A.2d at 844-45.
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Stockholders in Delaware corporations have a right to
control and vote their shares in their own interest. They are
limited only by any fiduciary duty owed to other
stockholders .... Clearly, a stockholder is under no duty to
sell its holdings in a corporation, even if it is a majority
shareholder, merely because the sale would profit the
minority.6 8
Regardless of whether Revlon duties are applicable, Delaware case law
has emphasized that the entire faimesa standard would apply when a
board or controlling shareholder attempts to eliminate minority interests.69

B. The Compelling JustificationStandard
and BoardManipulation of the CorporateMachinery
Section 161 of the Delaware General Corporate Law gives directors
the discretion to issue a corporation's previously authorized stock without
obtaining the permission of existing shareholders." Notwithstanding the
fact that directors possess such legal authority, they are still constrained

to act in a manner consistent with their equitable obligations to the
corporation and its shareholders. 7 When a board takes action interfering
with the stockholder franchise, whether through a dilutive issuance of
stock or otherwise, it intrudes in an area of corporate governance that is

6s'IL at 845.
69
See Kahn v. Lynch Communication Sys., 638 A.2d 1110, 1116 (Dal. 1994);
Weinberger, 457 A.2d at 710; In re First Boston, Inc. Shareholders Litig., [1990 Transfer
Binder] Fed. See. L. Rep. (CCH) 95,322, at 96,540 (Del. Ch. June 7, 1990). In Thorpe v.
Cerbco, Inc., No. 11,713, 1993 Del. Ch. LEXIS 257 (Del. Ch. Oct. 29, 1993), reprintedin 19
DEL. J. CoRP.L. 942 (1994), the court explicitly distinguished the duties owed by a controlling
shareholder to the minority shareholders from those owed in other contexts. The chancery
court stated:
The principle that a controlling shareholder may not utilize his control to
deprive minority shareholders of the value of their stock is, however, far
different from the proposition that a controlling stockholder qua stockholder
has an affirmative duty to support a particular transaction, even if it is not in
their interest as a shareholder to do so.... Controlling shareholder's [sic],
while not allowed to use their control over corporate property or processes to
exploit the minority, are not required to act altruistically towards them.
Id at *24, reprinted in 19 DEL. J. CORP. L. at 956.
7
See supranote 2 for the text of § 161.
"See, e.g., Stahl v. Apple Bancorp, Inc., 579 A.2d 1115, 1121-22 (Del. Ch. 1990).
InApple Bancorp,the court took great pains to underscore the idea that directors' well intended
actions could still involve an inequitable purpose and that the concept ofan inequitable purpose
was distinct from that of dishonest motive. Id at 1121.
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central to the scheme of corporate democracy.7 2 As a result, Delaware
courts have consistently refused to sanction such action.
In examining board decisions impeding stockholder suffrage, the

Delaware courts have indicated that the purpose for which the action was
undertaken is central to determining its validity." The seminal case of
Schnell v. Chris-CraftIndustries,Inc.74 established the guiding precept
that board action founded on a desire to "entrench" itself in office served
no equitable purpose:
[Mianagement has attempted to utilize the corporate
machinery and the Delaware Law for the purpose of
perpetuating itself in office; and, to that end, for the purpose
of obstructing the legitimate efforts of dissident stockholders
in the exercise of their rights to undertake a proxy contest
against management.
These are inequitable purposes,
contrary to established principles of corporate democracy."
Applying this principle, early decisions in Delaware courts established a
per se rule invalidating issuances of stock by a board when the board's
primary purpose was to deprive a majority stockholder of his voting
control.76

72

See E. Norman Veasey et. al, CounselingDirectors on the Business Judgment Rule
and the Duty of Loyalty, in CoNTESTS FOR CORPORATE CONTROL 1991, at 488-89 (PLI Corp.
Law & Practice Course Handbook Series No. 731, 1991) (recognizing statutory rights of
majority stockholders as basis in Delaware case law for decisions invalidating board attempts
to deprive them of their control); Gregory S. Schaer, Comment, Blasius Industries, Inc. v.
Atlas Corp.: Closer Scrutiny of Board Decisions Under the "CompellingJustification"
Standard, 16 DEL. J. CORP. L. 639, 645 (1991) ("[W]hen the board's defensive tactics are
designed to interfere with the shareholder franchise, management is intruding into an area
which has been statutorily reserved exclusively for the shareholders."); Jonathan Shub,
Comment, ShareholderRights Plans - Do They Render Shareholders Defenseless Against
Their Own Management?, 12 DEL. J. CORP. L. 991, 1034 (1987) ("In carrying out its role as
manager, the board is not authorized to do what stockholders can do for themselves. A basic
incident of stock ownership is the right to make decisions about who is to control the
corporation.") (footnote omitted).
"See, e.g., Stahl, 579 A.2d at 1122. In framing the issue, the court of chancery stated:
"[T]he fundamental question... may be expressed as whether the defendants have exercised
corporate power inequitably. In answering that question, it is necessary to ask, in the context
of this case, whether they have taken action for the purpose of impairing or impeding the
effective exercise of the corporate franchise." Id.
74285 A.2d 437 (Del. 1971).
"Id. at 439.
76
See Condec Corp. v. Lunkenheimer Co., 230 A.2d 769, 775 (Del. Ch. 1967); Canada
S. Oils, Ltd. v. Manabi Exploration Co., Inc., 96 A.2d 810, 812-14 (Del. Ch. 1953).
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More recent cases decided by the Delaware judiciary, however,
have adopted the position that, under some circumstances, a "compelling

justification" may exist to validate director interference with the
stockholder franchise. In Phillips v. Insituform of NorthAmerica, Inc.,'
the court of chancery first raised the prospect that, under certain

extraordinary conditions, a board might be warranted in issuing stock
with the primary purpose of depriving a majority shareholder of control.78
The year following Phillips, the court of chancery again addressed the

issue of board interference with the shareholder vote in Blasius Industries,
Inc. v. Atlas Corp.79 The court confirmed its earlier speculation in
Phillips and held that equity required leaving open the possibility that
equity, under appropriate circumstances, might permit a board to take
80

action "for the sole or primary purpose of thwarting a shareholder vote."

To this end, the court suggested that a paternalistically minded board

could manipulate the stockholder franchise when "faced with a coercive
action taken by a powerful shareholder against the interests of a distinct
shareholder constituency (such as a public minority)."'

I1U. ANALYSIS
In Mendel v. Carroll,2 the Delaware Court of Chancery explored
the tensions between Revlon's mandate that in a sale of control directors
must maximize the value of shares and Blasius's requirement that a

7No. 9173, 1987 WL 16285 (Del. Ch. Aug. 27, 1987), reprintedin 13 DEL.J. CORP.
L. 774 (1988).
71d. at *6, reprintedin 13 DE. J.CORP. L. at 785. See also Freedman v. Restaurant
Assocs. Indus., Inc., [1987-88 Transfer Binder] Fed. Sec. L. Rep. (CCH) 93,502 (Del. Ch.
Oct. 16, 1987), reprinted in 13 DEL. J. CORP. L. 651 (1988). The Freedman decision
contemplated, although not very thoroughly, the issue presented in Mendel- whether a board
could be compelled to dilute a controlling stockholder. Id at 97,221, reprintedin 13 DEL.J.
CORP. L. at 665-66.
564 A.2d 651 (Del. Ch. 1988).
"Id at 662.
"Id For the purposes of illustrating its rule, the court created an example wherein a
raider, having already acquired 25% of a target company's stock, initiated a two-tiered tender
offer for the target corporation. Id at 622 n.5. The terms of the offer included a public tender
offer for 26% and a "back end" cash-out of the minority shares to be financed by junk bonds.
Id The court further postulated that no other defensive measures were available and, as a
consequence, the target board decided to solicit other offers with the result that it secured a
superior deal just before the closing of the tender offer. Id Without entirely committing itself
to the position, the court then implied that the board might have justification for issuing
sufficient shares to dilute the raider's 51% holdings. Id
'651 A.2d 297 (Del. 1994).
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"icompelling justification" exist before management dilutes the voting
power of a controlling shareholder. Holding that the special obligations
under Revlon were not invoked by the circumstances present in this
case, 3 the court found no extraordinary circumstances that would justify
compelling the directors to issue the dilutive stock option.84 The court
held that the board's duty did not require it to act against the interests of
the controlling stockholder but only to insure that the proposed price was
fair to the non-controlling stockholders.85
A. The Facts
The events producing this litigation began with the death in
September 1990, of Wallace Carroll Sr., the founder of the defendant
corporation, Katy Industries, Inc. 6 Effective control of the firm had
always remained in the hands of Wallace Carroll Sr. and his family.8
Their holdings ranged from forty-eight percent to fifty-two percent
throughout the period covered in the litigation.88 The family coordinated
its stock interests through a stock purchase agreement which granted a
right of first refusal to other family members in the event that a Carroll
family member decided to sell his or her holdings.89
Following Wallace Carroll Sr.'s death, Katy's board enlisted the
investment bank, Dillon, Read & Co., Inc.,9 ° to review the company's
finances and recommend financial alternatives available to the company.9
Pursuant to Dillon, Read's recommendations, the Katy board continued
making a series of stock repurchases that it had initiated in the months
following the senior Carroll's death.9" These repurchases had the effect
of elevating the Carroll family's ownership from forty-eight percent in
1988, to fifty-two percent in September of 1992." 3
"See id. at 299, 304.
81d.at 299, 306.

"Id. at 305-06.
"Mendel, 651 A.2d at 299.
97Id.

881d.
"Id. The agreement did not, however, restrict the signatories in the exercise of their
voting rights. Id.
'Mendel, 651 A.2d at 299. Among the Dillon, Read personnel retained by Katy was
Sandford Pensler, who would later become the proponent of the offers to acquire Katy. Id.
"'Id. Dillon, Read's report observed that the company was capital laden and that, as
presently structured, the company would likely be undervalued by the market. Id. at 299-300.
921d.

931d.
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On September 1, 1992, after adopting a participation agreement,
the family offered to acquire all non-Carroll family publicly held shares
of Katy stock at $22 per share.' In making its offer, the family stated
that it had no intentions of selling its interest in Katy which stood at
52.6%." Upon leaming of the offer, the Katy board duly appointed a
special committee of independent directors and retained the necessary
legal counsel and financial advisors.97 Following the rejections of the
original Carroll offer and a revised offer at $24 per share, the Carroll
family and the special committee failed to reach an agreement.9 The
revised offer was withdrawn and in December 1992, the special
committee was disbanded. 99
The Carroll family made another offer on March 11, 19932"a This
The special
time the Carroll family offered $25.75 per share.'
committee met again and, upon a favorable report from its investment
banker, agreed to recommend the proposal to the full board."° The
board, in turn, approved the offer on March 15 and authorized a merger
agreement on March 23.3 Notably, in conjunction with this successful
offer, the Carroll family revised the participation agreement to permit
Barry Carroll to sell his Katy shares.' Absent those shares controlled
by Barry Carroll, the Carroll family held 47.9% of the outstanding Katy
stock. 0 5

94Mendel, 651 A.2d at 300. The participation agreementsigned by the family members
on September 1, 1992 was more restrictive than the stock purchase agreement the family had
operated under since 1983. The participation agreement provided that "Carroll Family
members: (i) will transfer shares only to a newly formed acquisition entity or to other family
members; (ii) will vote in favor of a Carroll Merger and other measures to facilitate it; and (iii)
vill not solicit or vote in favor of any third party proposal." Id. at 300 n.5.
5
1Id at 300. By the time this proposal was made, Katy stock, which had been trading
at $16 per share as recently as June 1992, had risen to $24 per share. I,

"9Mendel,651 A.2d at 300. The special committee had maintained that $26 per share

was the minimum acceptable price. Ia
991d
"'Id.
"Id
"02Mendel, 651 A.2d at 300.
104
Id

"Id at301. Although Barry Carroll xvas given authority to sell his shares at this time,
he did not formall , withdraw his shares until the participation agreement terminated on
November 30, 1993. IL
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On September 1, 1993, before the shareholders voted on the
Carroll family merger, Rosecliff Pensler Partners L.P.' 6 offered to
purchase all of the outstanding Katy shares at $29 per share.' 7 The
Carroll family again stated that it had no intention of selling its holdings,
and therefore, any proposed merger could not be effectuated.1'0
Nevertheless, the special committee withdrew its endorsement of the
Carroll family offer.' °9 No further action was taken, however, until
November 29, when Pensler reemerged with a new partner and a new
offer of $28 per share. 1
Two days later, the Carroll family announced that they were
withdrawing from the previously negotiated merger agreement and no
longer had any interest in trying to take the corporation private."'I The
Carroll family also purchased Katy, shares in the open market, boosting
their holdings to 50.6% irrespective of the disposition of Barry Carroll's
shares." 2
On December 3, 1993, the board granted permission to the special
committee to resume negotiations with Pensler's partnership."1 These
negotiations produced the stock option agreement that is the crux of this
litigation. Pensler presented a merger agreement which offered $27.80
per share" 4 and a stock option agreement which provided an irrevocable

option to purchase up to 1.8 million shares of authorized but unissued
shares of Katy stock for the same price. 1

Formal board action was

'"Mendel, 651 A.2d at 300-01. The potential acquiror was comprised of Rosecliff, Inc.
and Pensler
Capital Corporation. Id. at 300-01 & n.9.
"71d at 300-01. The offer was contingent upon completing due diligence, obtaining
financing, and obtaining government approval. Id. at 301.
1081d.
1091d.
"Mendel, 651 A.2d at 301. Pensler's original partner, Rosecliff Inc., had apparently
withdrawn so Pensler teamed up with Steinhardt Enterprise Inc. Id. In addition, while the
revised offer was lower in dollar terms, it was not tagged with financing or due diligence
conditions as the previous one had been. Id.
111d.
"'Id. at 301-02. This information was disclosed by the Carroll family in a Schedule
13D filing to the Securities and Exchange Commission. Id. at 301.
"'Id. at 30t-02. The Carrolls vigorously opposed this decision and reiterated their
position that they would not sell their stock. Id.
"4 Mendel, 651 A.2d at 302. Pensler's group had downwardly revised its initial offer
of $28 per share after learning that Katy's fee arrangement with their investment banker was
based on the merger consideration to be paid. Id. If the merger was completed at $28 per
share, this incentive-based fee arrangement would generate investment banker fees of about
$1.7 million. Id. at 302 n.12. Pensler offered to return the offer to $28 per share if Katy's
investment banker could be persuaded to cap its fees at $1 million. Id.
"51d. at 302.
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again delayed while the special committee and Pensler continued
negotiations regarding the offer's particulars." 6 Finally, the parties
reached agreement on the major terms of the offer, but the legality of the
dilutive stock option remained unresolved."'
The special committee, concerned about the legality of diluting its
majority stockholder, delayed consummation of the merger pending an
opinion from its Delaware legal counsel."' When the opinion arrived, it
was equivocal on the issue." 9 Under these uncertain circumstances, the

special committee concluded that the Pensler offer Ivas no longer in the
best interests of Katy and its stockholders and suggested that a
replacement committee be appointed to consider other options to

maximize shareholder value.'2 Following these recommendations, a new
special committee advised the board to approve a special $14 cash
dividend.'

B. The Plaintiffs' Theory of the Case and Relief Sought
The stockholder plaintiffs, in pressing their application for a
mandatory preliminary injunction, sought what the court characterized as
"an unprecedented remedy."'"

The requested relief would require the

board of directors of Katy to grant an option to the Pensler group to
purchase up to twenty percent of Katy's authorized but unissued stock for
the express purpose of diluting the control position of the Carroll

family."

In support of this relief, the plaintiffs argued that the

obligations under Revlon had been invoked because the company had

been "put up 'for sale"' when the board accepted the $25.75 offer
6

ad at 302-03. Although the Pensler offer expired on December 15, 1993, the two

parties continued negotiations through January of 1994. Id at 302. During this period, the
Carroll family again voiced its opposition to these negotiations. Id at 302 n.13.
117d at 302-03.
" Mendel, 651 A.2d at 303.
"Id at 303.
"'Id at 303. The options examinqd by the special committee were a self-tender offer
by Katy, a Dutch auction of Katy shares, and special dividend of SIO or more per share. Id.
"'Id.at 303.
'Mendel, 651 A.2d at 298.
"Id The plaintiffs' complaint also sought related relief (1) requiring defendants to
negotiate fairly with Pensler, (2) prohibiting the voting of some of the Carroll family shares,
(3) banning certain payments by Katy, and (4) prohibiting Katy from distributing the S14
special dividend. Id at 299. Of these additional forms of relief, only the order pertaining to
the dividend was addressed by the court. See id at 299, 307. This relief was soundly rejected
by the court as calling for judicial interference in an area that was within the discretion of the
board of directors. Id
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advanced by the Carroll family. 24 Plaintiffs further reasoned that Revlon
required the board to make a good faith effort to maximize shareholder
value and that the Revlon duties required the board to grant the dilutive
option. '2
C. The Chancery Court Opinion
The court first addressed the plaintiffs' contention that the doctrine
developed under Revlon was applicable under the facts of this case.
Describing plaintiffs' analysis as "formalistic," the court rejected the
position that "Revlon duties" were applicable because the Carroll family's
stock purchase offer involved a transfer of the majority of outstanding
shares.' 26 Instead, the court found effective voting control was at all
times lodged with the Carroll family and this undisputed fact was
inconsistent with the assertion that a change of control was involved.' 27
Based on the premise that effective control had never left the hands
of the Carroll family, the court next addressed the issue of whether the
Katy board had a duty to wrest control from the Carroll family to
promote the closing of Pensler's "higher" $27.80 per share proposal.' 28
Because the heightened duty under Revlon to maximize shareholder value
was inapplicable, the court recast the plaintiffs' argument as maintaining
that the board had a duty to protect the minority interests from
exploitation by the controlling shareholders.' 2 9 The court indicated that
its previous holdings in the Blasius line of cases were consistent with this
view to the extent they suggested that dilution of a controlling
shareholder might be justified when "a board of directors acts in good
faith and on the reasonable belief that a controlling shareholder is abusing
its power and is exploiting or threatening to exploit the vulnerability of

'"41d. at 298. Specifically, the plaintiffs maintained that as of March 11, 1993, when
Barry Carroll separated his shares from the rest of the Carroll family holdings, the family's
interest fell below 50% of the company's voting stock. Id. at 300 n.8. Therefore, according
to the plaintiffs, control of the corporation was in the hands of the public shareholders and the
Carroll family offer would involve a change of control as discussed in Paramount
Communications Inc. v. QVC Network Inc., 637 A.2d 34 (Del. 1993). Mendel, 651 A.2d at
298, 303-04.
'25Mendel, 651 A.2d at 298.
'261d. at 304.
127ld

'2Id.
'29Mendel, 651 A.2d at 304.
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minority shareholders."' 30 However, the chancellor emphatically rejected

that this was a case requiring such a radical step.' 3'
The court characterized the plaintiffs' claim to be that they were
being exploited by the Carroll family because they could have received

a higher price had the Carroll family acquiesced to the Pensler offer.'
The court found this reasoning to be fundamentally flawed because it
ignored the value of control.' 33 The court stated:

The fundamental difference between these two possible
transactions arises from the fact that the Carroll Family
already in fact had a committed block of controlling stock.
Financial markets in widely traded corporate stock accord a
premium to a block of stock that can assure corporate
control. ... [I]t is widely understood that buyers of
corporate control will be required to pay a premium above

the market price for the company's traded securities.

4

Because the Carroll family already had control and Pensler was required

to buy it, the court concluded that the difference in the consideration
offered was not attributable to any unfairness on the part of the Carroll

family.

35

The fact that the Carroll family possessed effective control and that
the two offers were not comparable became central to the court's
definition of the fiduciary duties owed by the Carroll family and Katy's
board. Under these circumstances, the court flatly stated that "[n]o part
of their fiduciary duty as controlling shareholders requires them to sell

their interest."'

36

However, the court cautioned that although the Carroll

1301d at 304 (citing Blasius Indus., Inc. v. Atlas Corp., 564 A.2d
651 (Del. Ch. 1988);
Freedman v. Restaurant Assoc. Indus., Inc., [1987-88 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 93,502 (Del. Ch. Oct. 16, 1987), reprintedin 13 DEL. J. CoRP. L. 651 (1988); Phillips
v. Insituform of N. Am., Inc., No. 9173, 1987 WL 16285 (Del. Ch. Aug. 27, 1987), reprinted
in 13 DEL. J. CoRP. L. 774 (1988)).
"3IaL at 299, 304, 307.
"'1d at 304.
"'Mendel, 651 A.2d at 304-05.
"4' d at 305 (footnotes omitted).
"'Jod The court indicated that the plaintiffs' argument was based on a flawed premise:
"This view implicitly regards the $27.80 per share price and the Carroll Family Merger price
of $25.75 as comparable sorts of things. But they are legally and financially quite different."
Jad at 304. In this regard, the court noted further that "[i]t is... quite possible that the Carroll
$25.75 price may have been fair, even generous, while the $27.80 Pensler price may be
inadequate." JId
""Id at 306 (citing Bershad v. Curtiss-Wright Corp., 535 A.2d 840 (Del. 1987);

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 20

family had no obligation to support a transaction contrary to their own
interests, they were not entirely relieved of any fiduciary obligations to
the minority.' The Carroll family, as a controlling shareholder, was still
prohibited from using its control to "effectuate a self-interested merger at
an unfair price."' 38
Finding no breach of fiduciary duty by the Carroll family as
controlling stockholders,"3 9 the court next addressed the responsibilities
of Katy's board. The court concluded that the Katy board's duty was "to
respect the rights of the Carroll Family, while assuring that if any
transaction of the type proposed was to be accomplished, it would be
accomplished only on terms that were fair to the public shareholders and
40
represented the best available terms from their point of view."'1
Applying this duty to the facts herein, the court was unable to find any
evidence that the $25.75 per share price offered by the Carroll family was
unfair or represented exploitation by the controlling shareholder."'
Therefore, the chancellor concluded, nothing in the obligations owed by
the board required, or even permitted, the board to authorize the dilutive
stock option.'42
D. Significance of the Decision
The chancery court's decision in Mendel brings perspective to
Delaware's takeover jurisprudence by drawing on concepts developed
elsewhere in Delaware corporate law to resolve a unique problem. The
decision highlighted the importance of context in defining the fiduciary
obligations of directors and controlling stockholders. As the chancellor
stated, "[T]o describe the duty that corporate directors bear in any
particular situation one must first consider the circumstances that give rise

Jedwab v. MGM Grand Hotels, Inc., 509 A.2d 584 (Del. Ch. 1986)).
"7 Mendel, 651 A.2d at 306.
'3 I1d. (citing Weinberger v. UOP, Inc., 457 A.2d 701 (Del. 1983)).
19Id. at 306-07.
'""Id. at 306 (citing Kahn, 638 A.2d at 1119; In re First Boston, Inc. Shareholders
Litig., [1990 Transfer Binder] Fed. Sec. L. Rep. (CCH) 95,322 (Del. Ch. June 7, 1990)).
The court noted that while the board had a duty to attempt to maximize the return for the
public shareholders similar to that discussed in Paramount Communications Inc. v. QVC
Network Inc., 637 A.2d 34 (Del. 1993), the directors were also required to consider the
interests of the Carroll family. Mendel, 651 A.2d at 306.
4
'Mendel, 651 A.2d at 306.
"21d. at 307. However, consistent with its holdings in the Blasius line of cases, the
court left open the possibility that under an appropriate set of circumstances, a dilutive stock
option might be justified. Id. at 306.

1995]

RECENT DEVELOPMENTS

to the occasion for judgment."'' This decision accomplished just that.
First, the court considered that the transaction contemplated eliminating
the minority shareholders and imposed an obligation on the board to
achieve the best value possible for the minority shares. 4 Second, the
court, in holding that the Carroll family had no duty to sell its shares,
recognized the legal and financial value of their control.' 5 Finally, the
court evaluated the remedy sought, interference with shareholder action
by means of a dilutive stock option and appreciated that such drastic
action required a compelling justification that was not present in this
case. 46 The court then considered all of these circumstances in defining
the fiduciary relationships of the board and the stockholders.
IV. CONCLUSION

In Mendel, the Delaware Court of Chancery addressed a novel
issue in Delaware corporate law - whether a board of directors was
required to dilute a controlling stockholder to promote a change of
control that would increase value for minority stockholders. In
addressing the issue, the court fashioned a rule that recognized both the
legal and financial significance of a majority stockholder's control. At
the same time, the court reaffirmed the minority's interest in receiving
fair value for its shares. These considerations, taken together with
Blasius's mandate that a compelling justification exist for the relief
requested here, led the court to conclude that the board's fiduciary
obligations to all the corporation's stockholders required the denial of the
preliminary injunction.
Gregory W. Werkheiser

' 3Id at 305. This concern for context has been expressed elsewhere in Delawar law.
Recall the Delaware Supreme Court's teachings in Mills Acquisition, wherein the court stated,
"Although the board's responsibilities under Unocal are far different, the
enhanced duties of the directors in responding to a potential shift in control, recognized in
Unocal, remain unchanged." Mills Acquisition, 559 A.2d at 1287.
'"See supra notes 135-37 and accompanying text.
""See supra notes 131-34 and accompanying text.
"See supra notes 128-30 and accompanying text.
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JACKSON v. TURNBULL: IS STATUTORY COMPLIANCE
THE THRESHOLD TO FAIR DEALING?
I. INTRODUCTION

In 1994, the Delaware Court of Chancery brandished its power to
enforce a remedy rarely imposed upon corporate litigants by voiding a
merger after-the-fact in Jackson v. Thrnbull.' This decision revealed the
significance of complying with the Delaware General Corporation Law
(DGCL) on mergers.' After Jackson it appears that failure to conform

with statutory requirements may render harsh results for corporations
seeking affirmation of a merger. Such mistakes may no longer be
excused as simple technical errors; rather, they will be viewed as
substantive violations of the Delaware laws of corporate governance.

The imperative announced by the court of chancery that "failure to
comply with the law [will not] be deemed a technical error when the
statutory provisions violated were fundamental aspects of our corporation
law" serves as the premise for this article.3 The provisions of the
Delaware Code pertaining to mergers are synonymous with the type of
"fundamental" principles of corporate law described by the court.

Discerning shareholder plaintiffs will most likely proffer statutory
compliance as their first legal theory on which to base rescission of the
merger. There is, however, ample precedent indicating that procedural

failures will not always result in the voiding of a merger.4 In such a
'No. 13,042, 1994 Del. Ch. LEXIS 25 (Del. Ch. Feb. 8, 1994), reprintedin 19 DEL.
J. CORP. L. 1222 (1994), aff'd, No. 73, 1994, Del. LEXIS 382 (Del. Dec. 7, 1994).
2
DEL. CODE ANN. tit. 8, §§ 251-263 (1974). See generally I R. FRANKLIN BALOTrl
& JESSE A. FINKELSTEIN, THE DELAWARE LAW OF CORPORATIONS AND BusINEss
ORGANIZATIONS §§ 9.1-9.6 (2d ed. Supp. 1995).
3
Jackson v. Turnbull, No. 13,042, 1994 Del. Ch. LEXIS 25, at *9 n.4 (Del. Ch. Feb. 8,
1994), reprinted in 19 DEL. J. CORP. L. 1222, 1228-29 n.4 (1994). The court compared the
alleged statutory violations with a violation of § 151 addressed in a 1991 Delaware Supreme
Court decision. Id.; see also Staar Surgical Co. v. Waggoner, 588 A.2d 1130, 1137 (Del.
1991) (stating that "stock issued in violation of 8 Del. C. § 151 is void and not merely
voidable" where the board failed to follow proper procedures in amending their corporate
charter).
4
See Frazer v. Worldwide Energy Corp., No. 8822 (Del. Ch. Feb. 19, 1987), reprinted
in 13 DEL. J. CORP. L. 294 (1988) (denying plaintiffs motion to rescind a merger on the basis
of statutory deficiencies); Levin v. Metro-Goldwyn-Mayer, Inc., 221 A.2d 499, 503 (Del. Ch.
1966) (holding plaintiff failed to establish statutory noncompliance and that requiring statutory
formalities "would sacrifice practicality to mere form"); Schott v. Climax Molybdenum Co.,
154 A.2d 221,223-26 (Del. Ch. 1959) (denying plaintiffs motion for summary judgment based
on the proposition that the merger was void on the basis of statutory deficiency); Coyne v. Park
& Tilford Distillers Corp., 154 A.2d 893, 895-97 (Del. 1959) (affirming chancery court
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case, and where the facts warrant, a shareholder will presumably
challenge the entire fairness of the transaction.
II.BACKGROUND
Specific provisions of the DGCL govern merger and consolidation

transactions.5

These provisions set forth several steps that must be

followed in order to effectuate a valid merger.6 Notwithstanding statutory

compliance, corporations frequently face shareholder disputes over the
terms of the merger. Shareholders seeking to contest a merger may
choose from two available remedies: (1) they may seek an appraisal or
(2) they may challenge the fairness of the transaction."
Section 262 of the DGCL grants a statutory right to seek an
appraisal.' This statute affords dissenting, minority shareholders an
opportunity to receive compensation "for the loss of... rights or the

conversion by operation of law of... stock interests into another form."'

While many courts hold that the right to seek an appraisal is the

decision and holding that merger was not void for failure to comply with merger statutes).
5
DEL. CODE ANN. tit. 8, §§ 251-263 (1974).
6

Id

'2 BALOTrI & FmKELSTEN , supra note 2, § 9.26, at 9-50.
"DEL. CODEANN. tit. 8, § 262 (1974 & Supp. 1994). Section 262(a) provides in part:
Any stockholder of a corporation of this State who holds shares of stock on
the date of the making of a demand pursuant to subsection (d) of this section
with respect to such shares, who continuously holds such shares through the
effective date of the merger or consolidation, who has otherwise complied
with subsection (d)of this section and who has neither voted in favor of the
merger or consolidation nor consented thereto in writing pursuant to § 228 of
this title shall be entitled to an appraisal by the Court of Chancery of the fair
value of his shares of stock under the circumstances described in subsections
(b)and (c) of this section.
Id "The statutory right to appraisal is specifically intended 'to provide shareholders who
dissent from a merger, on the basis of the inadequacy of the offering price, with a judicial
determination of the fair value of their shares."' I BALOTrI & FRNMSTEIN, supra note 2,
§ 9.27, at 9-52 (quoting Cavalier Oil Corp. v. Harnett, 564 A.2d 1137, 1142 (Dal. 1989)).
"IBALoTr & FNKELsTErn, supra note 2, § 9.37, at 9-79 to 9-80 (footnote omitted).
"'It is a limited legislative remedy which is intended to provide shareholders, who dissent from
a merger asserting the inadequacy of the offering price, with an independent judicial
determination of the fair value of their shares.'" !d at 9-80 (quoting Alabama By-Products
Corp. v. Neal, 588 A.2d 255, 256 (Del. 1991) (citing Cede & Co. v. Technicolor, Inc., 542
A.2d 1182, 1186 (Del. 1988))). The appraisal remedy "is given to shareholders as
compensation for the abrogation of the common-law rule that a single shareholder could block
a merger." 12B WLLLAm M. FLETCHER, FLETCHER CYCLOPEDIA OF THE LAW OF PRIVATE
CORPORATiONS § 5906.10 (penn. ed. rev. vol. 1993) (footnote omitted).
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dissenting shareholders' exclusive remedy, there are now some narrow
exceptions.'0
The Delaware Supreme Court has attempted to define and clarify
the relationship between the statutory right to appraisal and the common
law right to seek rescission of the merger on the basis of some

illegality." The case of Weinberger v. UOP, Inc. 2 indicated that in
certain instances the availability of an appraisal remedy will not preclude
a shareholder from contesting the merger on other grounds.' 3
One situation warranting equitable relief arises where the specific
transaction is unauthorized by the appropriate statute. 4 A transaction
may be characterized as "fraudulent or illegal" where the procedural steps
required to authorize the merger were not followed,' 5 as in Jackson.'6 A

merger may also be attacked through actions other than appraisal where
shareholder approval was allegedly obtained through malfeasance of the
majority.' 7 At least one commentator has suggested that "only when a

"Compare Cooper v. Pabst Brewing Co., No. 7244, 1993 Del. Ch. LEXIS 91, at *6
(Del. Ch. June 8, 1993) (holding that "the appraisal remedy under [section 262] is the exclusive
remedy available to a minority shareholder in a cash-out merger whose only grievance is the
inadequacy of the price which he has been offered for his shares") with Weinberger v. UOP,
Inc., 457 A.2d 701, 714 (Del. 1983) (noting that "the appraisal remedy ...may not be
adequate... [in cases of] fraud, misrepresentation, self-dealing, deliberate waste of corporate
assets, or gross and palpable overreaching").
"See generally Helen M. Richards, Comment, Cede & Co. v. Technicolor, Inc.: A
Whole NewBall Gamefor DissentingShareholders,14 DEL. J. CORP. L. 999 (1989) (providing
a history and analysis of the relationship between the statutory right of appraisal and the
common law right to rescission).
2457 A.2d 701 (Del. 1983).

"Id. at 713-14 (permitting plaintiff to challenge fairness of merger based on "all
relevant factors" and seek rescissory damages). Specifically, the court noted that
[t]he appraisal remedy we approve may not be adequate in certain cases,
particularly where fraud, misrepresentation, self-dealing, deliberate waste of
corporate assets or gross and palpable overreaching are involved. Under such
circumstances, the Chancellor's powers are complete to fashion any form of
equitable and monetary relief as may be appropriate.
Id. (citation omitted). See alsoJames Vorenberg, Exclusivenessofthe DissentingStockholder's
Appraisal Right, 77 HARV. L. Rv. 1189, 1207 (1964) (noting that while some states have
statutorily mandated the exclusivity of appraisal, others have not).
'4Vorenberg, supranote 13, at 1208. In situations where this has occurred, some courts
have granted injunctive relief to the dissenting shareholder. Id. The opinions in these cases,
however, "tell us little about exclusiveness of appraisal." Id.
"'Id.at 1209.
"'SeeJackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 10-17, reprintedin 19 DEL.
J. CORP. L. at 1229-32.
' 7Vorenberg, supra note 13, at 1209-10. "A number of cases discussing exclusiveness
have concerned claims by a dissenter based on misconduct preceding the proposed transaction,
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duly constituted and adequately informed majority has in fact spoken

should the minority's right to elect appraisal be permitted to become a
shield for the majority's action.""8

Notwithstanding the mandate of statutory compliance, fairness of
the transaction comprises an area of principal concern for both
stockholders and directors. 9 Notably, the process of challenging the
fairness of the merger imposes a significant burden on the shareholder
plaintiff.

In order to oppose a merger on the basis of breach of fiduciary
duty, a shareholder must first overcome the presumption of the business
judgment rule.2" To accomplish this task, the shareholder must provide
evidence that the directors somehow breached their fiduciary duties of

good faith, due care, or loyalty.2 In the context of a merger or a sale,

the duty of care requires the directors to apprise themselves of all

"material information that is reasonably available" before they vote on a
merger or a sale.' The duty of loyalty precludes corporate officers and
directors from exploiting their positions to further their own pecuniary
interests.' If the plaintiff successfully rebuts the presumption created by
or efforts by the majority to mislead the dissenter or the appraiser as to the value of the stock."
Id. at 1210 (footnotes omitted).
'sId at 1210.
"See generallyLawrence E. Mitchell, Fairnessand Trust in CorporateLaw, 43 DUKE
LJ.425 (1993).
"Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 360-61 (Del. 1993) (Cede If). The
opinion in Aronson v. Lewis, 473 A.2d 805 (Del. 1984), provides the current articulation of
the business judgment rule. The Aronson court stated that the business judgment rule
establishes a "presumption that in making a business decision, the directors of a corporation
acted on an informed basis, i.e., with due care, in good faith and in the honest belief that the
action taken was in the best interest of the company." Id. at 812 (citations omitted). The Cede
HIcourt noted that "[t]he rule posits a powerful presumption in favor of actions taken by the
directors in that a decision made by a loyal and informed board will not be overturned by the
courts unless it cannot be 'attributed to any rational business purpose.'" Cede 11,634 A.2d at
361 (quoting Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971)).
21
Cede ff, 634 A.2d at 361. Such evidence may include proof of "fraud, bad faith, or
self-dealing in the usual sense of personal profit or betterment." Id at 360 (quoting Citron v.
Fairchild Camera & Instruments Corp., 569 A.2d 53, 64 (1989) (citation omitted)).
'Id at 368 (quoting Aronson, 473 A.2d at 812). The Cede 11 court want on to note
that a board of directors will only forfeit business judgment protection where atrial court finds
"the directors individually and the board collectively have failed to inform themselves fully and
in a deliberate manner before voting as a board upon a transaction as significant as a proposed
merger or sale of the company." Id (citing Smith v. Van Gorkom, 488 A.2d 858, 873 (Del.
1985)). See also DEL. CODE ANN. tit. 8, § 141(a) (1974) (empowering the board of directors
to manage and direct the business and affairs of the corporation).
'Guth v. Loft, 5 A.2d 503, 510 (1939) (demanding "the most scrupulous observance"
of the duty of loyalty to the corporation).
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the business judgment rule, the burden then shifts to the directors to
prove the "entire fairness" of the transaction.24
The Delaware Supreme Court defined "entire fairness" as the
aggregate of fair price and fair dealing.' Consideration of fair dealing
encompasses an evaluation of the procedural fairness of the transaction. 6
In making its determination, the court will examine "when the transaction
was timed, how it was initiated, structured, negotiated, disclosed to the
directors, and
how the approvals of the directors and stockholders were
27
obtained.
Fair price, on the other hand, concerns the "economic and financial
considerations of the proposed merger.12' The court will consider "all
relevant factors" which include "assets, market value, earnings, future
prospects, and any other elements
that affect the intrinsic or inherent
29
value of a company's stock.v
Where the court employs the entire fairness standard of judicial
review, it will examine the numerous factors embedded in fair dealing
and fair price."0 Yet, when the statutory legitimacy of the merger is
examined, the court may never reach the issue of entire fairness. Jackson
v. Turnbull indicates that where the statutory violations are serious
enough, the merger will be considered a legal nullity.

2

Cede II, 634 A.2d at 361.

2SWeinberger, 457 A.2d at 711.
6

See Leo Herzel & Dale E. Colling, EstablishingProceduralFairnessin Squeeze-Out
Mergers After Weinberger v. UOP, 39 Bus. LAW. 1525, 1532-33 (1984) (considering
procedural devices such as "independent negotiating committees, minority stockholder approval,
and fairness opinions and appraisals").
7
Weinberger, 457 A.2d at 711. Some commentators have concluded that:
[t]he courts should be satisfied that fair dealing has occurred only when the
independent directors charged with negotiating a cash-out mergerfirstseek an
investment banker's or other expert's opinion as to the price ...a third party
would be prepared to pay for the company in question, and then bargain for
that price.
E.g., Elliot J. Weiss, BalancingInterests in Cash-OutMergers: The Promise of Weinberger
v. UOP, Inc., 8 DEL. J. CoRp.L. 1, 53 (1983) (emphasis added). The problem in Jackson
concerned the second element of Weiss' charge. See Jackson, No. 13,042, 1994 Del. Ch.
LEXIS 25, at *10-11, reprinted in 19 DEL. J. CoRp. L. at 1229. While the L'Nard board
sought the advice of an investment banker, they not only failed to bargain with Ambient
Capital over the price to be offered to the minority shareholders, but they also "left the final
determination to Ambient Capital." Id.
"Weinberger, 457 A.2d at 711.
29Id.
3"Cede II, 634 A.2d at 361.
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IH. ANALYsIs

A. The Facts
Four shareholders of L'Nard Restorative Concepts, Inc. (L'Nard)
challenged a merger with Restorative Care of America, Inc.

(Restorative).3" The crux of the case was the plaintiffs' contention that
the merger was invalid. Technically, however, the action was filed under
section 225 of the DGCL.32 Section 225 allows shareholders to seek

judicial determination as to the validity of the election of directors,
officers, or members of the governing body.33 The court of chancery
held that the merger was void and that one of the plaintiffs, Martin

Jackson, was the only director of L'Nard properly in office. 4

L'Nard, a closely held corporation of only eight shareholders,
manufactures and markets medical products."
The company was
primarily controlled by Jackson with 31.8%,6 Magdovitz and Mimaroba
with 24.8%, and Turnbull with 35.6%." The L'Nard board of directors

"'Jackson,No. 13,042, 1994 Del. Ch. LEXIS 25, at* 1, reprintedin 19 DEL.J.CORP.
L. at 1225. The plaintiff shareholders of L'Nard were: Martin F. Jackson; John J.Salvucci;
Mimaroba, Inc.; and Bernard A. Magdovitz. Ld. at *2-3, reprinted in 19 DEL. J. CORP. L. at
1225. The defendant shareholders were: Mark A. Turnbull, Alex Pearl, Brad Barry, and
Richard Hefier. Id The defendants also served as officers and directors of L'Nard. Id. at '3,
reprintedin 19 DEL. J.CORP. L. at 1225.
32
1d. at *1, reprinted in 19 DEL. J. CORP. L. at 1225. In fact, the court noted that
"[a]lthough the complaint seeks a determination of the rightful members of L'Nard's board of
directors, that decision is inextricably tied to the claim that the merger was invalid." Id. at *6,
reprinted in 19 DEL. J. CORP. L. at 1227.
"Section 225 of the DGCL confers power on the shareholders to contest the election
of directors. Section 225(a) provides in part:
Upon application of any stockholder or director, or any officer whose title to
office is contested, or any member of a corporation without capital stock, the
Court of Chancery may hear and determine the validity of any election of any
director, member of the governing body, or officer of any corporation, and the
right of any person to hold such office, and, in ease any such office is claimed
by more than 1 person, may determine the person entitled thereto and to that
end make such order or decree in any such case as may be just and proper,
with power to enforce the production of any books, papers and records of the
corporation relating to the issue.
DEL. CODE ANN. tit.
8, § 225(a) (1974).
34Jackson,No. 13,042,1994 Del. Ch. LEXIS 25, at *1-2, reprintedin 19 DELJ. CORP.
L. at 1225.
351d
36 1d. at *2, reprintedin 19 DEL. J.CORP. L. at 1225. Jackson also served as L'Nard's

president and treasurer. Id
37Id at *3, reprintedin 19 DEL J.CORP. L. at 1225. Tumbull was chairman of the
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approved the merger with Restorative on May 24, 1993, and the L'Nard
stockholders approved the merger through written consent.38
The merger agreement provided for four shareholders to have their
L'Nard common stock converted into Restorative common stock.39 These
four shareholders were defendants Turnbull, Pearl, Barry, and plaintiff

Jackson.40 The terms of the merger agreement only afforded the other

stockholders the opportunity to cash-out their L'Nard shares.4 In a letter
dated May 26, 1993, defendant Turnbull informed the dissenting L'Nard
shareholders of their statutory right to an appraisal.42 This letter indicated
that the time periods for exercising appraisal rights were based on the
date L'Nard mailed a copy of the valuation prepared by an investment
banker hired by the company. 3
The merger was ratified on May 24, 1993, and filed with the
Secretary of State two days later.' Consequently, shareholders owning
approximately 60% of L'Nard common stock held a meeting on July 910, 1993." 5 At this meeting, the shareholders executed written consents
to remove Tumbull, Pearl, Barry, and Hefner from L'Nard's board of
directors as if the merger had never occurred.4 6 Consequently, Jackson
remained as the only director.47 Pursuant to his power as the only
board and chief executive officer of L'Nard. Id.
3Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at *3, reprintedin 19 DEL. J.CORp.
L. at 1226. The effect of the merger was to form a new corporation, known as "Restorative."
Id.
391d.
40
d.
4
1ld. at *3-4, reprinted in 19 DEL. J.CORP. L. at 1226.
The remaining L'Nard stockholders ... were to have each of their shares
'converted into ...the right to receive $1,501.19 per share in cash (or if the
final appraisal of Ambient Capital Group, Inc. is a higher amount per share,
then such higher amount as determined by such appraisal) payable to the
holder thereof. . ..Id. at *4, reprinted in 19 DEL. J. CORP. L. at 1226 (quoting merger agreement).
42
Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at *4, reprintedin 19 DEL. J. CORP.
L. at 1226. The letter was printed on L'Nard letterhead and endorsed by Turnbull as chairman
of the board. Id.
4Id. at *4-5, reprinted in 19 DEL. J.CORP. L. at 1226. L'Nard had retained the
investment banker of Ambient Capital to perform a valuation of company shares. Id.
Appraisal rights are governed by § 262 of the DGCL. See DEL. CODE ANN. tit. 8, § 262 (1974
& Supp. 1994).
44
Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at *5, reprintedin 19 DEL. J.CORP.
L. at 1227.
5
1d.
46
1d. at *5-6, reprintedin 19 DEL. J.CORP. L. at 1227.
471d. at *6, reprintedin 19 DEL. J.CORP. L. at 1227.
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corporate director, Jackson effected another written consent removing

Tumbull and Pearl from their respective positions as L'Nard officers.48
B. The Plaintiffs' Claims
The plaintiffs challenged the merger alleging several statutory
deficiencies.49 First, plaintiffs claimed "the board impermissively

delegated to Ambient Capital the directors' responsibility to determine the
consideration payable to the minority stockholders.""0 Second, plaintiffs
alleged that the board failed to provide a copy of the merger agreement

when requested by L'Nard stockholders and, therefore, violated section
251(c)(7) of the DGCL.5 ' The court also considered whether the board

failed to properly follow the statutory requirements of section 262 in
providing appraisal rights to the minority stockholders."2 The court held
that the aggregate of these three5 3statutory violations was "more than
enough to invalidate the merger."

C. Substantive, Not Technical, Violations
1. An Impermissible Delegation
The plaintiffs claimed that the directors acted outside their

authority by delegating to Ambient Capital the responsibility of deciding
appropriate recompense for minority shareholders.'

The plaintiffs

contended that section 251(b) of the DGCL requires that the merger
agreement include the specific consideration to be paid to the minority

stockholders."5 In this case, the L'Nard-Restorative merger agreement
4

8Jackson, No.

13,042, 1994 Del. Ch. LEXIS 25, at "6, reprintedin 19 DEL J. CoRP.

L. at 1227.
491d at *8-9, reprintedin 19 DEL. J. CORP. L. at 1228.

Sold
dMat *9, reprintedin 19 DEL. J. COP. L. at 1227. See infra note 72 for text of

§ 251(c)(7).
5
'Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at *9, reprintedin 19. DEL J. CORP.
L. at 1228. The court considered two additional contentions made by the plaintiffs. The
plaintiffs maintained that the board violated § 251(b)(5) by forcing stockholders of the same
class of stock to accept different forms of consideration. Id The final allegation wias that the
approval of the merger was unlawful because Jackson voted for it based on the board's
misrepresentations. Ia The court concluded that these final two claims were not really
statutory violations and that the last claim required additional facts. Id.
53Id.

'41d,

"Id

at *10, reprintedin 19 DEL . CORP. L. at 1229.
The court quoted the pertinent part of § 251(b):
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failed to include the exact payment due to the stockholders.56 The
agreement only stated that the minority shareholders would have their
shares "converted into ...the right to receive $1,501.19 per share in

cash (or if the final appraisal of Ambient Capital Group, Inc. is a higher
amount per share, then such higher amount as determined by such

appraisal) payable to the holder thereof."57 Plaintiffs asserted that this

provision was not only inconsistent with section 251(b), but also
contradicted section 141(c) which precludes the board of directors from
assigning its obligations under section 251 to anyone.58
The defendants maintained that the L'Nard directors did, in fact,
determine the consideration payable to the minority shareholders and,
therefore, did not violate the limitation set by sections 251(b) and
141(c).5 9 They asserted that the board affixed the merger consideration
at $1,501.19 per minority share and only included the Ambient appraisal
clause as an added safeguard for the stockholders.60 The directors
The board of directors of each corporation which desires to merge or
consolidate shall adopt a resolution approving an agreement of merger ....
The Agreement shall state: ...(5) the manner of converting the shares of
each constituent corporations into shares ... of the corporation surviving...
the merger ... and, if any of the constituent corporations are not to be
converted solely into shares or other securities of the surviving ...
corporation, the cash, property, rights or securities.., which the holders of
such shares are to receive ...upon conversion of such shares and the
surrender of any certificates evidencing them, which cash, property, rights or
securities... may be in addition to or in lieu of shares... of the surviving
...corporation ....
Id. (quoting DEL. CODE ANN. tit. 8, § 251(b) (1974)).
56jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 10, reprintedin 19 DEL. J. CORP.
L. at 1229.
7
Id. at *4, reprintedin 19 DEL. J. CORP. L. at 1226 (emphasis added).
5sd. at *11, reprinted in 19 DEL. J. CORP. L. at 1229. Section 141(c) provides in
applicable part:
The board of directors may, by resolution passed by a majority of the whole
board, designate 1 or more committees, each committee to consist of I or
more of the directors of the corporation .... [B]ut no such committee shall
have the power or authority in reference to amending the certificate of
incorporation ....adopting an agreement of merger or consolidation under
§ 251 or 252 of this title, recommending to the stockholders the sale, lease or
exchange of all or substantially all of the corporation's property and assets,
recommending to the stockholders a dissolution of the corporation or a
revocation of a dissolution, or amending the bylaws of the corporation.
DEL. CODE ANN. tit. 8, § 141(c) (1974). One can deduce that § 141 would even preclude a
committee of disinterested directors from determining the minority appraisal price.
59Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 11, reprintedin 19 DEL. J. CORP.
L. at 1229.
60
d. at *11, reprinted in 19 DEL. J. CORP. L. at 1229-30.
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portrayed this benevolent act as one "enhanc[ing] the intrinsic fairness of
the merger."6
The defendants cited Rabkin v. PhilipA. Hunt Chemical Corp.6" to
support their argument.63 While the defendants characterized the facts in
Rabkin as "indistinguishable" from the procedure followed by the L'Nard

directors, the court found the analogy was "simply... not accurate."'
Furthermore, the court cited the long-standing chancery court decision in
Fieldv. CarlisleCorp.6 for the principle that "a board of directors may

not delegate a task that it is required by statute to perform."66 In Field,
the court of chancery held that a board of directors could not assign the

duty to determine the value of consideration to be paid for company stock
to an independent third party.67 The Jackson court quoted Field
approvingly:

This is particularly true where the statute imposes the duty
on the directors to deal with a particular subject matter. The
importance to the corporation of the subject matter ownership of the corporation - tends also to negative any
implication that the directors might delegate it in a manner
not explicitly authorized by statute.68

The incorporation of this language reinforces the principle pronounced by
the court that statutory violations will not be overlooked when they

involve "fundamental aspects of our corporation law."'69 As in Field,the

L'Nard directors established a bottom-line merger price but then
61

1d., reprintedin 19 DEL. L CORP. L. at 1230.
6'49 8 A.2d 1099 (Del. 1985).
63
Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 12, reprintedin 19 DELL. CORP.
L. at 1230.
" d In Rabkin, the Delaware Supreme Court held that the acquiring corporation's
delay of the merger, in order to avoid a commitment to purchase additional shares, supported
a claim for unfair dealing and demanded a judicial inquiry into entire fairness. Rabkin, 498
A.2d at 1106-07.
668 A.2d 817 (Del. Ch. 1949).
-Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 12, reprintedin 19 DEL J. CORP.
L. at 1230 (citing Field v. Carlisle Corp., 68 A.2d 817 (Del. Ch. 1949)).
"'Field,68 A.2d at 820. Specifically, the court stated that "under the Delaware
statutes the directors of a Delaware corporation may not delegate, except in such manner as
may be explicitly provided by statute, the duty to determine the value of the property acquired
as consideration for the issuance of stock." l
"Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 13, reprintedin 19 DEL J. CORP.
L. at 1230 (quoting Field, 68 A.2d at 820).
691d at *9 n.4, reprintedin 19 DEL J. CORP. L. at 1228-29 nA.
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delegated the final decision to Ambient Capital.70 In Jackson, the court
held that "[t]his delegation of the directors' statutory responsibility [was]
impermissible." 7
2. Failure to Provide a Copy of the Merger
According to plaintiffs, the L'Nard board of directors also failed
to follow the requirements of DGCL section 251(c)(7).72 This section

compels the surviving corporation to provide a complimentary copy of
While the
the merger agreement to any requesting stockholder.
defendants did not dispute that the requesting L'Nard stockholders were
not provided copies of the merger agreement, 74 defendants did provide a
copy to plaintiffs in compliance with discovery requests. 7" The court
reacted harshly to the defense's failure to address this issue:
Perhaps they believe that this particular requirement is so

insignificant that the failure to comply with it is of no
consequence.
Although this violation might be less
important than some of the others addressed here, it seems

inappropriate to overlook it entirely.... While defendants'
failure to comply with § 251 (c)(7) might not be enough, on
its own, to warrant invalidation of the merger, here it is one
70

1d. at * 14, reprintedin 19 DEL. J. CORP. L. at 1231.

"id; but see Rosenblatt v. Getty Oil Co., 493 A.2d 929, 943 (Del. 1985) (upholding
delegation of a subsurface asset valuation as a proper exercise of business judgment).
"'Jackson,No. 13,042, 1994 Del. Ch. LEXIS 25, at * 15, reprintedin 19 DEL. J. CORP.
L. at 1231. Section 251(c) requires constituent corporatibns to record the certified merger
agreement with the county "in which the registered office of each such constituent corporation
is located." DEL. CODE ANN. tit. 8, § 251(c) (1974 & Supp. 1994). The statute also provides
an alternative form of filing:
In lieu of filing and recording the agreement of merger or consolidation
required by this section, the surviving or resulting corporation may file a
certificate of merger or consolidation, executed in accordance with § 103 of
this title, which states.... That a copy of the agreement of consolidation or
merger will be furnished by the surviving corporation, on request and without
cost, to any stockholder of any constituent corporation.
Id. § 251(c)(7).
7"Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 15, reprintedin 19 DEL. J. CORP.
L. at 1231; DEL. CODE ANN. tit. 8, § 251(c)(7) (1974 & Supp. 1994).
UJackson,No. 13,042, 1994 Del. Ch. LEXIS 25, at * 15, reprintedin 19 DEL. J. CORP.
L. at 1231.
71Id. at * 16 n.7, reprintedin 19 DEL. J. CORP. L. at 1231 n.7. The court noted that
production during discovery is "not the method by which the statute envisions a stockholder
obtaining the document." Id.
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of a series of violations that, collectively, mandate that

result.76

The court's response indicates the importance offull statutory compliance
when carrying out a merger in Delaware.
3. Treatment of Appraisal Rights

The third issue addressed by the court concerned L'Nard's
treatment of appraisal rights with regard to the requirements of section

262.'

The L'Nard directors failed to follow the timing requirements

specified in section 262(d) and (e). 8 The timing specifications of section

262 are based on the date the notification of the effective date of the

merger was mailed to the stockholders.79 Despite the terms of section
262, the L'Nard letter to the stockholders diverged from this guideline by

basing the timing on the date of the mailing of the Ambient Capital
valuation.8"

75
I, at *15-16, reprinted in 19 DEL. J. CORP. L. at 1231-32. The court also
commented on the purpose of § 251:
The alternative filing provisions in § 251 serve the dual purpose of avoiding
the expense of filing a lengthy merger agreement and avoiding public
disclosure of all the merger terms. However, the certificate of merger
alternative was not designed to avoid disclosure of all merger terms to the
stockholders of the constituent corporations. They are expressly given the
right to obtain a copy of the merger agreement.
Id
"Id at *16, reprinted in 19 DEL. J. CORP. L. at 1232. See supra note 8 and
accompanying text for a general discussion of appraisal rights.
'Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 16, reprintedIn 19 DEL. J. Co,,. 0
L. at 1232. The court added that
[p]ursuant to § 262(d), appraisal rights "shall be perfected" by demanding
appraisal within 20 days after the date of mailing of the notice of the effective
date of the merger. Thereafter, within 120 days after the effective date of the
merger, a stockholder seeking appraisal must file his petition in this Court.
Id (citing DE. CODE AN. tit. 8, § 262(e) (1974 & Supp. 1994)).
"Id at *17, reprintedin 19 DEL J. CORP. L. at 1232.
'Id The letter to L'Nard shareholders provided in part:
For purposes of determining the time periods in which a Minority Stockholder
may dissent from the Merger and seek his appraisal rights pursuant to Section
262 of the Delaware General Corporation Law, such time periods shall be
deemed to commence upon the date that the Corporation sends to each
Minority Stockholder a copy of the Ambient Capital valuation and the per
share amount resulting therefrom.
Id. at *4, reprinted in 19 DEL. J. CORP. L. at 1226.
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The defendants refuted this variation by declaring it moot. They
argued "that because all the cashed-out stockholders have begun the
appraisal process, there is no longer any issue with respect to the
requirements of § 262.""81 Admonishing the defendants once again, the
court noted that
[t]hey seem to view the Delaware General Corporation Law
as a set of guidelines that may be altered or ignored by a
corporation, such as this one, that has only a few
stockholders. I am aware of no such exemption. Our
Supreme Court has emphasized the need for stockholders to
strictly comply with the formalities of § 262 when seeking
to exercise their appraisal 82rights. Corporations should be
held to the same standard.
D. The Exception, Not the Rule
Perhaps the court now recognizes the value of statutory compliance
as the threshold to an inquiry into entire fairness and fair dealing. If the
court in Jackson refused the plaintiffs' claims of statutory deficiency, the
plaintiffs would have had been forced to argue that the defendants'
conduct constituted a breach of fiduciary duty. Thus, the shareholder
plaintiffs would have to pursue a claim challenging the fairness of the
merger. Plaintiffs might very well have argued that the unlawful
delegation to determine the merger price to Ambient Capital comprised
a violation of the duty of care. Furthermore, the failure to provide a
copy of the merger to requesting stockholders arguably demonstrates
unfair dealing. The combination of these two allegations, in addition to
the defective treatment of appraisal rights, would seem to warrant inquiry
83
into the entire fairness of the transaction.
Jackson demonstrates the fluctuating disposition of Delaware
corporation law in the area of statutory compliance. Cases from the
middle of the century manifest courts' reluctance to tamper with
completed transactions.8 4 During that period, courts were more inclined

8'Id. at * 17, reprinted in 19 DEL. J. CORP. L. at 1232.
"Jackson, No. 13,042, 1994 Del. Ch. LEXIS 25, at * 17-18, reprinted in 19 DEL. J.
CORP. L. at 1232 (citation omitted).
"Moreover, the plaintiff Jackson also claims he was induced to approve the merger on
the basis of false representations. Id. at *3, reprintedin 19 DEL. J.CORP. L. at 1226.
"See supra note 4 for cases in which the court upheld the merger in the presence of
statutory errors.
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to view statutory violations as minor deviations, while modem courts look
more closely at plaintiffs' claims of statutory deficiency. Courts once
asked "what purpose would be served by construing the statute to
prohibit" a particular transaction, when the statute can be just as easily
interpreted in favor of corporate action. 5 Yet, in another case, the court
asserted, in dicta,that "it appears that the Delaware cases concemed with
stockholder
voting have consistently looked to substance rather than to
86
form."
IV. CONCLUSION

In some cases, as in Jackson, the court will be forced to void a
merger due to statutory noncompliance. However, cases in which
statutory violations are so numerous and flagrant that the court has no
other choice but to void the merger are uncommon. Where plaintiffs
seek rescission and argue that the merger is void ab initio, the more
common result is a decision for the defendants. In these instances, courts
find some basis to uphold the merger on equitable principles. In this
regard, Jackson serves as the exception and not the rule.
While the substance of corporate transactions will clearly take
precedence over the form employed, manifest indifference by the courts
to statutory violations will certainly not encourage corporate compliance
with the DGCL. Perhaps a more vigilant judiciary, as illustrated by
Jackson, will confer statutory compliance the same level of deference as
awarded the substantive aspects of the Delaware laws of corporate
govemance.
Elizabeth A. Wilburn

'Schott v. Climax Molybdenum Co., 154 A.2d 221, 224 (Del. Ch. 1959).
'Levin v. Metro-Goldwyn-Mayer, Inc., 221 A.2d 499, 503 (Del. Ch. 1966).
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COMPAQ COMPUTER CORP. v. HORTON:
A STRAIGHT FORWARD, CLARIFYING, STATUTORY
INTERPRETATION OF SECTION 220(b) AND (c)
I. INTRODUCTION

The shareholders' right to inspect stock ledgers and records of
public corporations is a frequently litigated issue and is often pivotal in
In Delaware, inspection rights are
mergers' and proxy contests.
In addition to
governed by section 220 of the Delaware Code.'
procedural requirements, the statute requires that shareholders seeking
inspection have a "proper purpose."4 It is the equivocal definition of
"proper purpose" that often leads to litigation.'
The Delaware Supreme Court emphasized the traditional statutory
interpretation of section 220 in Compaq Computer Corp. v. Horton.6
Furthermore, the court slightly broadened the definition of "proper
purpose" by holding that a shareholder whose purpose was to solicit other
shareholders to join a non-derivative suit against a corporation stated a
proper purpose.7 Finally, the court affirmed the notion that some
purposes are improper and that in some circumstances, shareholders'
inspections of stock ledgers and stockholder lists should be denied.8 The

"'ProperPurpose"forInspectionof CorporateStock Ledger, 1970 DUKE L.J. 393,393
(1970).

'Meredith M. Brown, Obtaining the Stockholder List, in SHAREHOLDER MEETINGS:
179, 181 (PLI Corp. Law and
Practice Course Handbook Series No. 460, 1984).
'DEL. CODE ANN. tit. 8, § 220 (1991).
'Id. § 220(b).
'Michael D. Goldman, Inspection of Stock List, Books and Records, 4 DEL. J.CORP.
L. 680, 681 (1979); see also General Time Corp. v. Talley Indus., Inc., 240 A.2d 755, 756
(Del. 1968) (examining the issue of whether a "secondary purpose" can override a primary
purpose thus preventing stockholder inspection); Schnell v. Chris-Craft Indus., Inc., 283 A.2d
852, 853 (Del. Ch. 1971) (examining the issue of whether insepction for the purpose of
soliciting proxies in connection with an annual shareholdrs' meeting was "proper").
6631 A.2d I (Del. 1993). In this context, "traditional statutory interpretation" refers
to the statutory definition of proper purpose. Proper purpose is defined as "a purpose
reasonably related to such person's interest as a stockholder." DEL. CODE ANN. tit. 8, § 220(b)
(1991). 7
Compaq, 631 A.2d at 3-4.
'Id. at 4 (citing State ex rel. Miller v. Loft Inc., 156 A. 170, 172 (Del. Super. Ct.
1931)). In so doing, the court stressed that the right is qualified depending on the facts of the
case but is not unlimited. Id.
DEALING WITH MANAGEMENT AND SHAREHOLDER PROPOSALS

