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CEDE & CO. v. TECHNICOLOR, INC.:
APPRAISING DISSENTERS' SHARES:
THE "FAIR VALUE" OF TECHNICOLOR
I. INTRODUCTION

On October 21, 1996 the Delaware Supreme Court rendered its
fourth opinion in the protracted litigation of Cede & Co. v. Technicolor,

Inc.,' and struck down the court of chancery's determination of "fair
value"2 of the stock of defendant Technicolor, Inc. (Technicolor) after a
two-step merger with a wholly owned subsidiary of its majority
shareholder, MacAndrews & Forbes Group, Inc. (MAF). At issue was
the chancery court's decision to exclude, when assessing the fair value of
dissenting shares,3 improvement in value attributable to business ventures
launched between the first step tender-offer and completion of the second
step merger.4 The Supreme Court of Delaware reversed, maintaining that

the dissenting shareholders' interest in Technicolor must include value
resulting from business plans implemented prior to the culmination of the
merger.5
While it is impossible to completely assess the impact of this

decision, requiring the sharing of gains that accrue prior to the
consummation of a merger may vastly affect mergers and acquisitions
under Delaware law. Part II of this article briefly recounts the lengthy
factual and procedural history of the conflict between Cinerama, Inc.
(Cinerama), the dissenting shareholder, and Technicolor. Part II ill then
analyze the chancery and supreme court's most recent decisions, in light

'684 A.2d 289 (Del. 1996).
'The statutory term "fair value" has been defined as:
[t]he basic concept... that the shareholder is entitled to be paid for that
which has been taken from him, viz., his proportionate interest in the going concem.
By value of the stockholder's proportionate interest... is meant the true or intrinsic
value of his stock which has been taken in the merger. In determining what figure
represents this true or intrinsic value, the appraiser and the courts must take into
consideration all factors and elements which reasonably might enter into the fixing of
value. Thus,.. . any... facts which were known or which could be ascertained as
of the date of the merger and which throw any light on future prospects of the merged
corporation are not only pertinent to an inquiry as to the value of the dissenting
stockholders' interest, but must be considered.
Tri-Continental Corp. v. Battye, 74 A.2d 71, 72 (Del. 1950).
'A "dissenting share" refers to those stockholders who have neither voted in favor of4
nor consented to, a merger. See infra note 22 and accompanying text.
'Cede & Co., 684 Ad at 290.
5
Mc
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of the courts' heavy reliance on Weinberger v. UOP, Inc.,6 not an
appraisal action per se, but regarded as the definitive interpretation of
Delaware's appraisal statute.7
Part I of this article identifies some of the possible ramifications
of the Delaware Supreme Court's holding. While the supreme court
required that fair value in a two-step acquisition include nonspeculative
value attributable to plans for the target company implemented prior to
the completion of the second step merger,8 the court's failure to enunciate
the level of implementation by the acquiror necessary to prompt inclusion
of such additional value may prove problematic.
Further, Part m discusses the supreme court's failure to refine the
value that dissenting shares are entitled to as a result of a synergistic
effect with the acquiror. Specifically, this inquiry addresses whether
synergies affecting the going concern as a result of association with the
acquiror are an element of the fair value of dissenting shares, as
distinguished from value attributable to the alternate managerial scheme
of the target's assets.
Part III concludes with an examination of the affect of this decision
on the design of future mergers and acquisitions. Despite its seemingly
harsh mandate, it is reasonable to conclude that while would-be acquirors
will not be deterred from structuring similar two-stage transactions to
avoid compensating dissenting shareholders for value accruing during the
transient period, shareholders will not be any more likely to dissent from
the second stage of such a merger in search of greater compensation for
their interest.

II. BACKGROUND
A. The Pertinent Facts
Technicolor, a renowned Hollywood film processor, experienced
significant economic hardship in the early 1980s.9 Morton Kamerman
(Kamerman), Technicolor's Chief Executive Officer, was committed to
improving the company's financial outlook via an expansion into the field
of rapid consumer film processing.'0 Despite the lackluster performance
6457 A.2d 701 (Del. 1983).
7

See Cede & Co., 684 A.2d at 296 n.7; see also Rapid American Corp. v. Harris, 603
A.2d 796, 805 (Del. 1992) (stating that Weinberger recognized a multitude of methods for
appraising Delaware corporations, including all nonspeculative considerations).
sCede & Co., 684 A.2d at 297.
9Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 351 (Del. 1993).
°Id Kamerman stated that this venture was in response to the inability of industrial
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of this One Hour Photo (OHP) processing venture, Kamerman proposed

the sale of several other Technicolor divisions," which was approved in
May of 1981 by the Technicolor Board."

As the financial outlook of Technicolor remained stagnant,
Kamerman met with Ronald Perelman (Perelman), the controlling
stockholder of MAF, to discuss the possibility of the sale of

Technicolor. 3 After brief negotiations and a second meeting, they agreed

on a price of $23 per share, 4 and the Technicolor Board subsequently

approved a two-step transaction at that price.'" At the conclusion of the
first step of the tender-offer, MAF acquired 82.19% of Technicolor. 6
Upon gaining control of Technicolor in the first stage of the
transaction, MAF began to consider disposing of the O-P venture, in
addition to the endeavors that Technicolor was already determined to
sell. 7 MAF immediately began to solicit buyers for these Technicolor
divisions, and Bear Steams & Co. (Bear Stems) was retained to assist in
the disposition. 8 MAF expected the sales to culminate by June 30, 1983
with projected revenues of $54 million.'

On January 24, 1983, Technicolor merged with a wholly owned
subsidiary of MAF in the second stage of the transaction, with the
remaining outstanding shares of Technicolor entitled to $23 per share.20
Cinerama, a beneficial owner of 201,200 shares,2 ' or 4.405%, of

film processing to offer the company sufficient long term growth. Ia
I'M at 352. Technicolor proposed to open 50 One Hour Photo stores, but only
succeeded in opening 21. Id.
at 351.
"3Cede & Co., 634 A.2d at 353.
"Id at 356.
'2MJ

" d.at 357. The board members were given financial presentations leading to the
conclusion that a price of $23 was "fair," and after inquiring about the remote possibility of
Perelman offering more money, the merger with MAF was unanimously approved. Id
'61d.at 357. The tender offer was closed on November 30, 1982, talng three days to
conclude. Cede & Co., 684 A.2d at 293. See Bryan C. Bacon, Redefining DirectorLiability
in Duty of CareCases: The DelawareSupreme CourtNarrowsVan Gorkom, 61 Mo.L. REV.

663, 664 (1996) (outlining the negotiations and consummation of the merger);see also Charles
Hansen, The TechnicolorCase -A Lost Opportunity, 19 DEL L COR'.L. 617, 617-20 (1994)

(discussing extensively the factual background of this case).
17Cede & Co., 684 A.2d at 293. Perelman's specific intentions were to sell several
Technicolor businesses, re-focusing the company on film processing and a video duplication
venture. Id at 294.
"l at 293.

19/8

2Ad

"Cede & Co. was the record owner of Technicolor shares owned by Cinerama. Cede
& Co.v.Technicolor, Inc., 542 A.2d 1182, 1184 (Del. 1988).
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Technicolor stock, who had refused to tender in the first stage of the
transaction, dissented from the second stage, and perfected its appraisal
rights under section 262 of the Delaware General Corporation Law
(section 262).22

B. The Course of Litigation Through the Delaware Courts"
As deposition testimony was compiled during the appraisal
proceeding, 24 Cinerama became suspicious that the Technicolor directors
failed to maintain the requisite fiduciary duties when orchestrating the
transaction. 25 Accordingly, a second proceeding, a personal liability
lawsuit, was filed alleging fraud, breach of fiduciary duty, and unfair
dealing.26
During the liability action, Technicolor moved to dismiss the
lawsuit arguing that Cinerama did not have standing to institute such an
Cinerama sought
action after asserting statutory appraisal rights.
permission to amend its appraisal complaint to include the fraud and
unfair dealing claims, or, alternatively, to consolidate both actions for
discovery and trial.28 The court of chancery denied Technicolor's motion

to dismiss the liability action and consolidated the two suits for discovery
purposes, but forced Cinerama to an election of remedies before trial.29

22

1d. Section 262(a) maintains that:

[alny stockholder of a corporation... who holds shares of stock on the date
of making a demand .. ., who continuously holds such shares through the
effective date of the merger ... shall be entitled to an appraisal by the Court
of Chancery of the fair value of his shares of stock.
DEL. CODE ANN. tit. 8, § 262(a) (1995).
Appraisal rights "shall be perfected" by demanding appraisal within 20 days after the
date the notice of the effective date of the merger is mailed. Id. § 262(d). Then, within 120
days after the effective date of the merger, a stockholder seeking appraisal must file a petition
with the court of chancery. Id. § 262(e).
"See T. Richard Giovannelli, RevisitingRevlon: The Rumors of its Demise Have Been
GreatlyExaggerated,37 WM. & MARY L. REV. 1513, 1513 n.3 (1996) (noting the procedural
history and disposition of all of the opinions written in this case); see also Bacon, supra note
16, at 664-67
(stating the court holdings at the various stages of this litigation).
4
1 For a basic discussion of how an appraisal proceeding operates, see generally Mary
Siegel, Back to the Future: AppraisalRights in the Twenty-First Century, 32 HARV. J. ON
LEGiS. 79, 86-93 (1995) (outlining the history of the appraisal remedy).
'5 Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1156, 1160 (Del. 1995).
"'Id. Cinerama filed suit against seven of the nine Technicolor directors, MAF and
Ronald 0. Perelman. Id.
27id.
2$Cede & Co., 542 A.2d at 1184.
29Cinerama,663 A.2d at 1160.
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On appeal, the Delaware Supreme Court held that the fraud claim
was not barred by the appraisal proceeding, and could be concurrently
asserted, albeit not in the same action." Stating that the chancellor erred
by forcing Cinerama to an election of remedies before trial, the court
maintained that even if Cinerama was not victorious on the fraud claim,
it was still entitled to the fair value appraisal of its shares 1 Accordingly,
the case was consolidated and remanded to the court of chancery for
Cinerama to proceed with both actions 2
On remand, the court of chancery addressed the appraisal issue
first, contrary to the instruction of the supreme court, 3 and valued
Technicolor at $21.60 per share. 4 With respect to the liability claims,
the court of chancery found that while the board did not breach its6
collective duty of loyalty," there was a breach of the duty of care.
However, the chancellor ruled in favor of Technicolor because Cinerama
failed to prove an injury as a result of the breach?"
On the second appeal, the supreme court found that the chancellor
erred by requiring Cinerama to prove injury from a breach of the duty of
care.38 As a result, the court affirmed in part,39 reversed in part, and

"Cede & Co., 542 A.2d at 1189-90. The court reasoned that a "determination of fair
value does not involve an inquiry into claims of wrongdoing in the merger." Id; see Joseph
v. Shell Oil Co., 498 A.2d 1117, 1122 (Del. Ch. 1985) (noting than an appraisal proceeding
under § 262 may not give shareholders an adequate remedy to address the fairness of the
transaction).
31Cede & Co., 542 A.2d at 1191.
32
JIaat 1192.
"3Cede& Co., 634 A.2d at 350. Twice in its first opinion the supreme court noted that
if in the consolidated proceedings the court should determine "that the merger should not have
occurred due to fraud, breach of fiduciary duty, or other wrongdoing on the part of the
defendants, then Cinerama's appraisal action will be rendered moot and Cinerama will be
entitled to receive rescissory damages." Id at 350 n.2.
'Id at 350.
351d. at 358.
"Id at 369-70. Based on the decision of Smith v. Van Gorkom, 488 A.2d 858 (Del.
1985), the Technicolor court relied on the text of DL. CODE ANN. it. 8, § 251(b) (1995), to
formulate the duty that a director must act in an informed and deliberate manner when
approving a merger, prior to submitting it to the shareholders for approval. Van Gorkom, 488
A.2d at 873; see Bacon, supra note 16, at 669-71 (discussing Van Gorkom).
3"Cede & Co., 684 A.2d at 291.
38Cede & Co., 634 A.2d at 369.
3"Specifically, the court rejected Cinerama's contention that the merger was void ab
initio, held that MAF had proven the entire fairness of the transaction after becoming the
majority shareholder of Technicolor, and that the chancellor was not required to ascertain the
propriety of Cinerama's request for rescissory damages for a breach of the duty of loyalty or
care. Id. at 371.
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remanded the personal liability action for an entire fairness analysis.40
The remand was also for further resolution of issues regarding the duty
of loyalty. 1
On remand for the liability issue, the court of chancery found that
although the Technicolor board was not sufficiently informed when it
approved the merger, the transaction was entirely fair to the
shareholders.42 After examining the applicable valuation bases, the
chancery court found that $23 per share was possibly "the best price
available," and that the directors' reliance on experienced counsel and
financial studies was sufficient evidence of entire fairness.4 3
On the third appeal, the Delaware Supreme Court affirmed the
court of chancery's finding of entire fairness." Although Cinerama did
not prevail in the liability action, it was still entitled to the fair value of
its shares.4 5 As a result, the appraisal action, which had been set aside
after the second supreme court opinion, was now the only issue to
resolve, and the case was remanded to the chancery court once again.46

4

"Id. Once the shareholder plaintiffrebuts the presumptive protections afforded by the
business judgment rule, the burden shifts to the defendant directors to prove the entire fairness
of the transaction. Weinberger, 457 A.2d at 710. This requires assurance by the defendant
directors that the transaction was the product of fair dealing and occurred at a fair price. Id.
This test is not bifurcated and "[a]ll aspects of the issue must be examined as a whole." Id.
See generally Samuel C. Thompson, Jr., The Merger and Acquisition Provisionsof the ALI
CorporateGovernanceProject asAppliedto The Three Steps in the Time-WarnerAcquisition,
1996 CoLuM. Bus. L. REv. 145, 252-54 (discussing proof of fairness under the rubric of
Weinberger
and Delaware law).
4
QCede & Co., 684 A.2d at 291. The purpose of the remand on the duty of loyalty
issue was for Cinerama to proffer evidence that one director's self-interest was material to the
board's overall independence, thereby implicating a breach of the duty of loyalty. See DEL.
CODE ANN. tit 8, § 144(a) (1995); see also ERNEST J. FOLK, DELAWARE GENERAL
CORPORATION LAW: A COMMENTARY AND ANALYSIS § 144:5 (3d ed. 1992).
Critics note that after the second decision by the Delaware Supreme Court the
fundamental concepts of Delaware corporation law were thrown into a state of disarray. See
Hansen, supra note 16, at 617 (stating that "the court had the opportunity to strengthen and
clarify applicable law [but,] ...[u]nfortunately, clarity did not result and the decision may
serve to confuse rather than to enlighten").
42
Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134, 1139-40 (Del. Ch. 1994).
4
'1d.at 1142.
4Cinerama, 663 A.2d at 1180.
4SCede & Co., 542 A.2d at 1191.
"Cede & Co., 684 A.2d at 291.
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1. The Ruling of the Court of Chancery
On October 27, 1995, in a modified order in the appraisal action,)4 '
the court of chancery restated the fair value of Technicolor to be $21.60
per share.4" In arriving at this figure, the main issue addressed by the
chancery court was whether section 262 required the appraisal of the
Technicolor shares without consideration for the Perelman Plan 9 This
would involve valuing Technicolor as if it were still managed as
Kamerman had directed, before MAF became the majority stockholder."0
The court of chancery stated that resolving the disagreement over
the proper interpretation of the statute presented a question of law, and
framed the precise issue as follows:
[W]hether in valuing Technicolor as of January 24, 1983,
the court should assume the business plan for Technicolor
that MAF is said by [Cinerama] to have had in place at that
time [Perelman Plan], or whether a proper valuation is
premised upon ignoring such changes as Mr. Perelman had
in mind because to the extent they create value they are
"elements arising from the accomplishment or expectation of
the merger."5'
Cinerama urged that due to the fact that Perelman "conceived and
implemented [strategies] following the merger agreement," these plans
must be considered in the value of Technicolor as of January 24, 1983,
the date of the consummating merger."2 Conversely, Technicolor argued
that the Perelman Plan, regardless of the level of conception, could never
have been implemented without the successful accomplishment of the

"7See Cinerama, Inc. v. Technicolor, Inc., No. 7129, 1990 Del. Ch. LEXIS 259 (Del.
Ch. Oct.4 19, 1990) (making the initial appraisal determination).
SCede & Co., 684 Ald at 291. The court also awarded Cinerama prejudgment
interest at a rate of 10.32%, and post-judgment interest of 10.5% accruing on the principal
award. Iii
49/d at 294.
kl at 295.
"1Both Cinerama and Technicolor agreed that valuation must occur as of January 24,
1983. M,at 293-94 (quoting DEL. CODE ANN. tit. 8, § 262(h) (1995)).
"Cede & Co., 684 A.2d at 293. Cinerama's expert valued Technicolor at S62.75 per
share on the date of the merger. Id at 294 n.3.
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second-step merger,13 and any value attributable to the Perelman Plan
must be excluded from the determination. 4
The chancery court recognized that the supreme court in
Weinberger v. UOP, Inc.55 held that section 262 only excludes "the
speculative elements of value that may arise from the 'accomplishment
or expectation' of the merger"56 and that "elements of future value ...
which are known or susceptible of proof as of the date of the merger and
not the product of speculation, may be considered."57 However, the
chancery court was unable to reconcile Weinberger with the language of
section 262 to include value that, even though "not the product of
speculation," would not exist but for the accomplishment of the merger.5"
Agreeing with Technicolor, the chancery court adopted a test of
proximate causation, concluding that "[fjuture value that would not exist
butfor the merger.., even if it is capable of being proven on the date
of the merger," is not relevant in a Delaware statutory appraisal
proceeding.59 Consequently, the chancery court held that the "elements
arising from the accomplishment or expectation of the merger" are
speculative and excluded by section 262 in the determination of fair
value.6"
2. The Decision of the Supreme Court of Delaware
On appeal, the Delaware Supreme Court rejected the chancery
court's proximate cause test, and the interpretation and reconciliation of
section 262 with Weinberger.6 The court relied on language from the
first Technicolor decision, and summarized that:

3

Id. at 293-94. The expert for Technicolor opined that the statutory appraisal value
of Technicolor on the pertinent date was $13.14 per share. Id. at 294 n.3.
54
Id. at 296. See Angie Woo, AppraisalRights in Mergersof Publicly-HeldDelaware
Corporations:Something Old,SomethingNew, SomethingBorrowed,andSomethingB.L.U.E.,
68 S. CAL. L. REv. 719, 720 (1995) (noting the manipulable valuation methodology employed
by the respective experts in this case).
55457 A.2d 701 (Del. 1983).
'Cede & Co., 684 A.2d at 295.
"Id. (quoting Weinberger, 457 A.2d at 713).
Id.

"Id. at 296 (quoting Cinerama, 1990 Del. Ch. LEXIS 259, at *65-66).
6°Cede & Co., 684 A.2d at 296. Section 262(h) maintains that "[a]fter determining the
stockholders entitled to an appraisal, the Court shall appraise the shares, determining their fair
value exclusive of any element of value arising from the accomplishment or expectation of the
merger." DEL. CODE ANN. tit. 8, § 262(h) (1995).
6
'Cede & Co., 684 A.2d at 296-99.
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in a section 262 appraisal action the only litigable issue is
the determination of the value of the appraisal petitioners'
shares on the date of the merger, the only party defendant is
the surviving corporation and the only relief available is a
judgment against the surviving corporation for the fair value
of the dissenters' shares.6
The court then referred to Weinberger,the "seminal decision by the
[Delaware Supreme] Court regarding an appraisal proceeding, " 6 and
discussed the legislative intent of a statutory appraisal as an equitable
remedy for "shareholders dissenting from a merger on grounds of
inadequacy of the offering price."' The court stated that the ultimate
purpose of appraising dissenting shares is to "fully compensate
shareholders for whatever their loss may be, subject only to the narrow
limitation65that one can not take speculative effects of the merger into
aCcount.
Next, the supreme court reviewed Bell v. Kirby Lumber Co.' and
explained that in an appraisal action a dissenting shareholder is entitled
to a proportionate share of the fair.value of the going concern on the date
of the merger.67 Contrary to the finding of the court of chancery, the
supreme court found that in a two-step merger value added to the going
concern following a change in majority control, but prior to the secondstage cash-out, is attributable to the target corporation." As a result, the
court held that value added to a target by a "majority acquiror] during
the transient period of a two-step merger, accrues to the benefit of all
shareholders and must be included in the appraisal process on the date of
the merger., 69 Continuing, the court stated that "elements of future value,
including the nature of the enterprise, which are known or susceptible of

6211 at 296. This language was used to distinguish the limited scope of an appraisal
proceeding in comparison to a fiduciary duty claim where suit can be brought directly against
the alleged wrong-doers. See Cede & Co., 542 A.2d at 1187-88.
63Cede & Co., 684 A.2d at 296.

64M
6

OR at 297 (emphasis added) (citing Weinberger, 457 A.2d at 714).

6413 A.2d 137, 141 (Del. 1980) (applying well-settled Delaar law to determine the
value of stock held by dissenting shareholders).
'Cede & Co., 684 A.2d at 298; see Alabama By-Products Corp. v. Neal, 588 A.2d
255, 256-57 (Del. 1991) (stating that the value of dissenting shares must be determined as of
the merger date); see also Cavalier Oil Corp. v. Harnett, 564 A.2d 1137, 1142 (Del. 1989).
"Cede & Co., 684 A.2d at 298.
69M" at 298-99.
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proof as of the date of the merger and not the product of speculation,
may be considered."7
The supreme court recognized that the exception to section 262 is
extremely narrow and stated that it would not exclude known elements
of value.7 1 The court concluded, relying on Weinberger, that "[o]nly the
speculative elements of value that may arise from the 'accomplishment
or expectation' of the merger should have been excluded from the Court
of Chancery's calculation of fair value.""
Applying this standard, the court found that on the date of the
merger, January 24, 1983, Technicolor was operating pursuant to the
management plans of Ronald Perelman.73 Accordingly, the court of
chancery erred by determining the fair value of the Technicolor shares as
of the merger date "but for" the Perelman Plan.74 Technicolor was no
longer operating as if it were under the control of Kamerman, and the
Perelman Plan was "the operative reality on the date of the merger."' ,
The supreme court remanded the case for a new determination of
fair value.76 On remand, both parties would be permitted to assess the
extent of the previous erroneous valuation by the court of chancery, and
Technicolor would be permitted to show the import of its premerger stock
price." To reconcile fair value, the opinion of the Technicolor directors
and investment bankers regarding the fairness of the merger price would
be admissible.78
Additionally, in response to Cinerama's argument that it should
have been awarded compound interest accruing from the date of the
merger up until the date of the payment,79 the supreme court deferred to
the chancery court's discretion to award simple interest under section
262(i), 80 but stated that the decision may be reevaluated on remand. 8

"I1d. at 297.
"Id.; see In re Shell Oil Co., 607 A.2d 1213, 1218-19 (Del. 1992) (noting the express
statutory exclusion of § 262 while valuing the corporation "as an entity").
"Cede & Co., 684 A.2d at 299 (quoting Weinberger,457 A.2d at 713).
3Id.

74d.
3iM. at 298.
16Cede & Co., 684 A.2d at 299. While Cinerama asked the Delaware Supreme Court
to determine fair value, rather than remand, the court refused to make an independent
determination of value on appeal. Id.; see Rapid-American, 603 A.2d at 799 (remanding for
a recalculation of fair value that reflects the true economic structure of the company).
77Cede & Co., 684 A.2d at 300-01.
7SId.
79d.
"Section 262(i) stated: 'The Court shall direct the payment of the fair value of the
shares, together with interest, if any.... Interest may be simple or compound, as the Court
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Finally, in response to Cinerama's contention that it was entitled to a full

reimbursement for its expert witness costs,82 the court stated that the
discretionary nature of section 2620)3 affords the equitable power to

disburse the costs of litigation as necessary, but that equity did not
mandate a right to reimbursement.84
I.

EVALUATION

A. A Reconciliation with Weinberger
In Weinberger,the plaintiff sought rescissory damages rather than
an appraisal.8 5 However, when interpreting the appraisal statute and
defining the limitations on fair value, the Weinberger court announced
that "speculative elements of value that may arise from the
'accomplishment or expectation' of the merger are excluded."8
In reconciling Technicolor with Weinberger and the language of

section 262, the chancellor stated that "in order to understand
[Weinberger] when read together with [§ 262], I assume an unexpressed
phrase to the effect 'unless, but for the merger, such elements of future

value would not exist."'87

As a result, the appraisal language of

Weinberger, as applied in Technicolor, would read:

"But elements of

future value... which are known or susceptible of proof as of the date
of the merger and not the product of speculation, may be considered
[unless, but for the merger, such elements of future value would not

exist].188

may direct." DEL. CODE ANN. tit.
8, § 262(i) (1995).
I'M; see Rapid American Corp., 603 A.2d at 808-09 (mandating an examination of
all "relevant factors" when determining whether interest is proper).
UCede & Co., 684 A.2d at 301.
'Section 262() maintains:
The costs of the proceeding may be determined by the Court and

taxed upon the parties as the Court deems equitable in the circumstances ...
[1]he Court may order all or a portion of the expenses incurred by any
stockholder... including ... reasonable attorney's fees and the fees and
expenses of experts ....
DEL. CODE ANN. tit.
8, § 262(j) (1995).
SCede &Co., 684 A.2d at301;seeInreRadiology Assocs., Inc. Litig., 611 A.2d 485,
501 (Del. Ch. 1991) (maintaining that a plaintiffin an appraisal proceeding, absent an equitable
exception, bears the burden of expert witness and attorney's fees).
8
sWeinberger, 457 A.2d at 714; see Lynch v. Vickers Energy Corp., 429 A.2d 497,
505-06 (Del. 1981) (stating a methodology to adequately assess rescissory damages).
'Weinberger, 457 A.2d at 713.
"Cede & Co., 684 A.2d at 295; see Weinberger, 457 A.2d at 713.
"Cede & Co., 684 A.2d at 295.
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The Delaware Supreme Court explicitly rejected the chancery
court's holding and application of the test of proximate causation and
excluded all speculative elements from the valuation process.8 9
Specifically, the supreme court restated the Weinberger proposition that
a "more liberal approach" to valuation must be used, and that while
speculative elements of value are excluded during appraisal, "elements of
future value.., which are known or susceptible of proof as of the date
of the merger" are relevant as long as future cash flows arising as a result
of the expectation of the merger are not included.9"
To clarify this "liberal approach" to valuation, the supreme court
stated that valuation cases "must include proof of value by any techniques
or methods which are generally considered acceptable in the financial
community" subject only to the narrow exclusion of section 262(h).9" As
a result, valuation may include a variety of future cash flows, many of
which arise purely in expectation of the merger by approximating future
financial performance of the merged corporation.'
In Technicolor, fair price was defined not as the highest possible
price available, but rather as a price that a reasonable seller would be
willing to accept if "within a range of fair value" and not the product of
self-dealing.93 This notion involves determining the price of the stock as
if it were negotiated by an active bargainer who anticipates that the
ultimate value of the faltering company will increase once the merger
with the acquiror is complete. As an example, the stock of a target
corporation may only be worth $10 a share premerger. However, it is
extremely realistic that the target's shares will be worth $25 per share
post-merger. Therefore, an active bargainer would attempt to secure a
piece of this increase when negotiating a sale price.
As Weinberger maintained, fair value remains a component of the
negotiated fair price.94 However, because fair value is a statutory amount,
it may not be as great as the amount negotiated by an active bargainer
$91d. at 298-99.
9Weinberger, 457 A.2d at 713; see also Kahn v. Household Acquisition Corp., 591
A.2d 166, 174 (Del. 1991) (recognizing various generally accepted valuation techniques when
reviewing the "battle of the experts" during appraisal).

"See supra note 60 and accompanying text.
"See John C. Coffee, Jr., Transfers of Control and the Triggering Thesis: Can
DelawareLaw EncourageEfficient Transactions While ChillingInefficient Ones?, 21 D8L. J.
CORP. L. 359, 412-20 (1996) (offering a methodology in order to assure that stockholders
receive their proportionate value in the going concern by considering "prospective source[s] of
value" that constitute the current business plan of the corporation).
9Cede & Co., 663 A.2d at 1143.
4
See Coffee, supra note 92, at 414 (noting the overlap between fair price and fair
dealing).
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when arriving at a fair price. Accordingly, the fair price attained in a
Weinberger-type fairness action could easily exceed the determination of
fair value in an appraisal proceeding. The narrow reading of Weinberger
employed by the Delaware Supreme Court in Technicolor to arrive at a
fair value for the dissenter's shares was based on the previous finding of
fairness, without a conflict of interest and with a high premium paid to
the target.9' However, the ultimate appraised value was less than the $23
merger consideration negotiated and agreed to by the parties at the outset
of the transaction.
B. The Issue of Implementation
The court of chancery found that the Perelman Plan had been
implemented and was the "operative reality" on January 23, 1983, the
date of the merger.96 Applying the newly developed proximate cause
exception, the court of chancery excluded any value attributable to the
new management or resulting from the redeployment of assets during the
transient period.97 Accordingly, Cinerama's shares were not to recognize
any value from the Perelman Plan.98
In reversing, the supreme court found that value added following
a change in majority control before the second-stage cash-out is
attributable to the going concern and is part of the "nature of the
enterprise ... on the date of the merger."'" As such, value added "during

the transient period of a two-step mergerol accrues to the benefit of all
shareholders 10and
must be included in the appraisal process on the date of
0
the merger."

This raises the most serious problem of the Technicolor decision
with respect to conduct of the acquiror before the completion of the
second stage of the merger, but after the first step acquisition.
Specifically, the supreme court did not specify what of the acquiror's
actions will be considered "implementation" and thus included in the
appraised share value.

"5 See Lynn A. Stout, Are Takeover Premiums Really Premiums? MarketPrice, Fair
Value andCorporateLaw, 99YALELJ. 1235 (1990) (discussing enormous takeover premiums
that well exceed the value of a target's assets or expected earnings).
96Cede & Co., 684 A.2d at 298.
Id See Cavalier Oil Corp. v. Harmett, 564 A.2d 1137, 1144 (Dal. 1989) (excluding
consideration of all post-merger business transactions).
91d.L
'Cede & Co., 684 A.2d at 298.
"wCede & Co., 684 A.2d at 298-99.
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Starting with the premise that the going concern is valued under
section 262 as of the merger date,' ° ' it is quite clear from the opinions of
the chancery and supreme court that the Perelman Plan was the "operative
reality" on the relevant date. ' 2 However, what should be done in cases
where the "operative reality" is not as clear? Realistically, an acquiror
would not attempt to buy a faltering corporation without intending, at
least in some way, to improve its outlook. As an example, suppose that
the acquiror has developed business plans for the target. The intentions
may even be memorialized in writing, but are not divulged to the target's
shareholders. Assume also that the acquiror begins to contact financial
institutions to secure the requisite funding to enact his plans, without the
official lending terms being finalized. And finally, assume that the new
board for the target corporation is elected prior to the completion of the
merger, with the members possibly having a pre-second step meeting.
The issue here becomes whether the level of implementation by the
acquiror that would trigger the inclusion of such arguably speculative
value, subject to Technicolor's proof requirement, has occurred.
It is readily agreeable under the appraisal statute and applicable
case law that speculative value cannot be included in an appraisal." 3 The
supreme court has set two nebulous barriers that must be overcome to
trigger inclusion: (1) that such value is not speculative, and (2) that such
value has become the "operative reality" on the date of the merger. 4
As a practical matter, it is reasonable to conclude that if a majority
acquiror has developed a plan, but does not wish to share the value with
the dissenting shareholders, the first step is to avoid electing a new board
and refrain from implementing new ventures0' In the event a plan is
developed, but is kept secret by the majority acquiror, this gets perilously
close to crossing over to a problem of entire fairness, rather than an
appraisal issue.1" 6 However, in the appraisal context, if the plan is not

"'See supra note 67 and accompanying text.
l"2Cede & Co., 684 A.2d at 299.
"3 See supra note 60 and accompanying text.
'°4Cede & Co., 684 A.2d at 298-99.
"'See Benjamin Hermalin &Alan Schwartz, Buyouts in LargeCompanies,25 J. LEOAL
STUD. 351, 370 (1996) (concluding that optimal investment and implementation of new
ventures by an acquiror will only occur if shareholders are not afforded any gains created by
a change in control).
"On August 22,1996, the Delaware Court ofChancery issued a memorandum opinion
and order on motion in limine in Gonsalves v. Straight Arrow Publishers, Inc., No. 8474, 1996
Del Ch. LEXIS 106 (Del. Ch. Aug. 22, 1996). In Gonsalves, the court excluded in its fair
value determination evidence ofan acquiror's intent to employ alternative, cheaper management
plans. Id. at *7. However, the court stated that a fiduciary duty claim, not raised by the
plaintiffs, could be brought in a derivative suit to challenge the existing managements'
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part of the operations of the target as of the merger date, it clearly is not
includable in the value determination.
In Technicolor, Perelman elected his new board, contacted Bear
Stearns to solicit buyers for the entities to be disposed, and apprised his
lenders of the Technicolor assets he intended to liquidate.' 7 This seems
to be the clear implementation scenario the supreme court requires.
However, a persuasive alternative argument could be made that if the new
board were not elected, or if Bear Steams was never contacted, or if
Perelman's specific intentions were never conveyed to the banks, then
there may be a finding of no implementation depriving the dissenting
shareholders of the additional value. Therefore, the Delaware Supreme
Court's failure to define the line that crosses over into implementation
may readily lead to more litigation.
C. The Problem of Synergies
The supreme court gave extensive analysis to the "operative reality"
of the Perelman Plan as the nature of the going concern on the merger
date, and the staunch view to exclude all speculative elements of value
not susceptible of proof."'5 However, the supreme court neglected to
adequately discuss what value resulting from the beneficial characteristics
of the acquiror, i.e., synergies, must be considered in the fair value
determination of the target's stock merely because of its premerger
relationship with the acquiror.' °9
Realistically, the acquiror will attempt to implement new plans for
the company to improve the financial outlook as quickly as possible.
According to Delaware law, the potential value attributable to a
synergistic effect that is clearly not speculative should be considered in
the fair value determination in the case of an insider buy out where plans
are disclosed. 1 As an example, consider the fact that once a merger

inordinate salaries. Id at *3.
See Woo, supra note 54, at 728-32 (outlining the interaction betw-een, and the exclusive
remedies of, an appraisal action and a fiduciary duty claim); see also Robert B. Thompson,
Exit, Liquidity, andMajority Rule: Appraisal'sRole in CorporateLaw, 84 GEO. U. 1, 42-52
(1995) (discussing the relation of an appraisal proceeding to other state and federal shareholder

remedies).
'07Cede & Co., 684 A.2d at 300.
'"Id, at 297.
'See Coffee, supranote 92, at414 (distinguishing synergy gains from intrinsinvalue);
Simon M. Lone, A ReappraisalofFairShares in ControlledMergers, 126 U. PA. L. REv. 955,
974 (1978) (explaining the concept of synergy and outlining the various types of synergy

gains).
"'Cede & Co. v. Technicolor, Inc., No. 7129, 1990 Del. Ch. LEXIS 259 (Del. Ch. Oct.
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concludes the acquiror will continue the business with its own employees,
saving the company money as the target's employees are eliminated."'
These savings are purely a result of the anticipated merger and not the
product of speculation,"' but would nevertheless be excluded from
valuation by section 262(h).13
Technicolorinvolved a 100% acquisition by an unaffiliated, arm'slength purchaser, and it can be assumed that the high takeover premium
4
paid by MAF was a realization of a synergy gain to the target."
However, future transactions that are the product of "questionable" arm'slength dealing will require closer judicial scrutiny to see if the
shareholders have been appropriately compensated" 5 and to distinguish
a true synergy gain from a pilfered business venture." 6
D. The Impact of Technicolor on Future Two-Step Mergers
There are a variety of lessons to be gleaned from the Delaware

Supreme Court's most recent Technicolor decision with respect to twostep mergers. Now that acquirors can recognize the court's willingness
to compensate dissenting shareholders for value attributable to the going
concern during the transient period, it may be in their best interest to

avoid structuring transactions this way. Although the practical reality of
this possibility is slim, the alternative would be to not implement any
changes during this period.
Conversely, majority acquirors can use this ruling as a vehicle to
entice potentially dissenting shareholders to tender into a two-step merger
at the outset. By extending the period of time between the first stage of
19, 1990).
"' The court of chancery referred to synergistic value as value "created by the changes
that the bidder contemplates, (e.g., new management, cost efficiencies, etc.)." Cede & Co., 663
A.2d at 1143.
"2See Siegel, supra note 24, at 140 (suggesting that a valuation of synergy gains is
"particularly speculative").
"'See supra note 60 and accompanying text.
"'4Cinerama,663 A.2d at 1135 (stating that the consideration paid in this transaction
represented more than a 100% premium over the prior, unaffected market price of Technicolor
stock on the New York Stock Exchange).
1"See, e.g., Merritt v. Colonial Foods, Inc., 505 A.2d 757 (Del. Ch. 1986) (holding that
evidence of excessive compensation constituted a breach of fiduciary duty problem but could
not be considered in an appraisal action).
""See generally Coffee, supra note 92, at 420 (pointing out situations requiring a
heightened judicial scrutiny and returning to the standards to reconcile "fair value" with "fair
price"); see also Siegel, supra note 24, at 139-40 (maintaining that synergy gains should never
be included in the fair value determination of shares as the "ousted shareholder bears neither
the costs nor the risks of the future enterprise and thus should not share in its rewards").
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a tender-offer and the completion of the second-step merger, shareholders
will have the knowledge and security that they wil be entitled to any
additional, nonspeculative value that accrues during the transient period.
It cannot be forgotten that there is a substantial, probably
unreimbursable, cost to obtain expert witness testimony in an appraisal
proceeding." 7 In addition, such an action does take a period of time
before it reaches a resolution."' Coupling these factors with the risk of
not getting a favorable ruling, a dissenter will not be any more inclined
to bring an appraisal action." 9 In the time it is taking the Delaware
Supreme Court to resolve this still unresolved valuation issue, Cinerama
has not received any money for its shares."' This is money that could
have been reinvested elsewhere, and possibly gained a return greater than
any value
they may ultimately receive, even with interest, in this
21
lawsuit.'

An acquiror will pay what they believe to be the ultimate value of
the merged corporation during the tender offer, and this risk-free
consideration includes a premium attributable to synergies over the
current value of the stock, without shareholder risk. In the appraisal
proceeding, these synergy gains may not be available to the dissenters.
Therefore, even if there is value added to the going concern in the
appraisal proceeding, it may not sufficiently outweigh the price in the
tender offer to make this an overly attractive remedy. Accordingly, the
holdout runs a very real and substantial risk of actually losing by bringing
an appraisal action.

'"See, e-g., Pellmanv. Cinerama, Inc., 503 F. Supp. 107, 110(S.D.N.Y. 1980) (finding
the appraisal remedy unattractive to minority shareholders given the costs of discovery and
obtaining expert testimony, as indicated by Technicolor);seealso Joel Seligman, Reappraising
the Appraisal Remedy, 52 GEO. WASH. L. Rv.829, 860 (1984) (stating that the costs of
appraisal actions, including attorneys' fees, curb the initiation of such suits).
""Granted, the 13 years that the Technicolordecision has taken is not the norm, but
a typical appraisal proceeding may take two to three years to resolve. See Cede & Co., 542
A.2d at 1184 (noting that discovery in Technicolortook over two years to complete); see also
Bayless Manning, The Shareholders'AppraisalRemedy: An EssayforFrankCoker,72 YALE
LJ.223, 231 (1962) (observing that the appraisal proceeding is "long and expensive," and an
unattractive and complex "procedural obstacle course").
"'See, e.g., Green v. Santa Fe Indus., Inc., 533 F.2d 1283, 1297-98 nA (2d Cir. 1976)
(Mansfield, J.,
concurring) (realizing that only minority shareholders owning a large number
of shares would benefit by a Delaware statutory appraisal proceeding).
""But see MODEL BusNEsS CORP.AcT ANN. § 13.25(a) (1996 Supp.) (requiring that
shareholders be paid the undisputed amount of their stock at the outset, plus any accrued
interest, thus giving them a portion of their money as soon as a demand is made).
"'See Bate C. Toms, m, CompensatingShareholdersFrozenOut in Two.Step Mergers,
78 COLUM. L. REv. 548 (1978) (offering a valuation methodology while considering tax and
similar consequences to dissenting shares).
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IV. CONCLUSION

While the import of this decision will be debated, it does not seem
likely to spur further litigation,12 nor will acquirors be dissuaded from
completing potentially lucrative mergers. As a preliminary matter, by
reversing the chancery court's adoption of the proximate cause test, the
Delaware Supreme Court returned to the intent of Weinbergerand section
262 - to compensate shareholders for their interest in the going concern
up until the consummation of a merger. Pragmatically, acquirors will not
be any more inclined to refrain from a transaction than shareholders will
be to dissent. Of those who do chose to dissent, they can be assured of
a long wait, and hefty price tag, to resolve their gripe.
As to the problems involving implementation and the synergistic
effect, many of the issues will never be litigated in the Delaware courts
purely because of elements of cost and time. Due to the nature of an
appraisal claim and the statutory regulations limiting the number of
participants that an attorney can represent in a single proceeding, these
actions will remain less attractive to both shareholders and attorneys. The
fiduciary duty and fairness cases offer a potentially more favorable
remedy and should be brought, when feasible, in addition to a
contemplated appraisal suit. Then, once discovery is complete, the better
remedy can be ascertained with minimal additional cost or, as in
Technicolor, both can be litigated to conclusion.
Justin B. Wineburgh

'2But see Thompson, supra note 106, at 25 (finding that in the decade subsequent to
the decision in Weinberger, 103 appraisal decisions were written, almost 100 more than the
total written during the 10 years prior); see also Seligman, supra note 117, at 829 n.3 (noting
the 19 appraisal decisions written between 1973 and 1981, six of which were from Delaware).

IN RE CAREMARK INTERNATIONAL INC.
DERIVATIVE LITIGATION: DIRECTOR BEHAVIOR,
SHAREHOLDER PROTECTION, AND
CORPORATE LEGAL COMPLIANCE
I. INTRODUCTION

Under Delaware law, a corporation's board of directors is
responsible for managing "[t]he business and affairs" of the corporation.'
Directors, in fulfilling this responsibility, have a general duty to act with

care and in the best interests of the corporation and its stockholders.2
The duty of care has many facets, including the duty to monitor corporate
activities and "follow up reasonably on information that has been
acquired and should raise cause for concern." 3 Recently, the Delaware
Court of Chancery reexamined the scope of the duty to monitor in In re
CaremarkInternationalInc. DerivativeLitigation

'Section 141(a) provides in full:
The 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 ofincorporation.
If any such provision is made in the certificate of incorporation, the powers
and duties conferred or imposed upon the board of directors by this chapter
shall be exercised or performed to such extent and by such person or persons
as shall be provided in the certificate of incorporation.
DEL. CODE ANN. tit. 8, § 141(a) (1991).
'See Cede & Co. v. Technicolor, Inc., 634 A.2d 345, 360 (Dal. 1993) ("[D]irectors are
charged with an unyielding fiduciary duty to protect the interests of the corporation and to act
in the best interests of its shareholders."); Revlon, Inc. v. MacAndrevis & Forbes Holdings,
Inc., 506 A.2d 173, 179 (Del. 1986) ("In discharging [duties to manage business and affairs
of a corporation,] directors owe fiduciary duties of care and loyalty to the corporation and its
shareholders."); Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984) ("DThe existence and
exercise of [the corporate director's power to manage and direct the affairs of the corporation]
carries with it certain fundamental fiduciary obligations to the corporation and its
shareholders.'); Guth v. Loft Inc., 5 A.2d 503, 510 (Del. 1939) ("[The] rule... demands of
a corporate officer or director, peremptorily and inexorably, the most scrupulous observance
of his duty... [to] affirmatively... protect the interests of the corporation committed to his
charge ....
").
3Melvin A. Eisenberg, The Duty of Careof CorporateDirectorsand Officers, 51 U.
Prrr. L. REv. 945, 948 (Summer 1990); See Graham v. Allis-Chalmers Mfg. Co., 188 A.d
125, 130 (Del. 1963). For a broad overview of the duty of corporate directors to monitor
corporate affairs and the duty of care, see generally Michael Bradley & Cindy A. Schipani, The
Relevance of the Duty of CareStandardin CorporateGovernance, 75 IO,/A L REV. 1 (Oct.
1989); Victor Brudney, The Role of the Board of Directors: The AL! and its Critics,37 U.
MsAu L. REV. 223 (Jan. 1983).
4
No. CIV.A. 13670, 1996 WL 549894, at "8-13 (Del. Ch. Sept. 25, 1996) (Allen, C.
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In Caremark, stockholders of Caremark International, Inc.
(Caremark), a health care corporation, commenced a derivative action
after Caremark was charged with and pled guilty to violations of federal
and state laws applicable to health care providers.5 The stockholders
alleged that the directors breached their duty of care to the corporation
by improperly monitoring, and failing to correct, illegal activity by
Caremark6 employees that ultimately exposed Caremark to financial
liability.
Chancellor Allen held that corporate directors have a duty to
implement and maintain "reporting systems ... that are reasonably
designed to provide to senior management and the board itself timely,
accurate information sufficient to allow management and the board...
to reach informed judgments concerning both the corporation's
compliance with law and its business performance." 7
This article considers the Caremark decision and its potential
impact on the Delaware corporate community. Part II provides a brief
background of a director's duty to monitor corporate affairs under
Delaware law. Part III analyzes the Caremark opinion. Part IV
examines the potential effects the Caremark decision will have on
director behavior. Part IV also evaluates whether Caremark offers any
protection for shareholders seeking to defend their financial interests.
Finally, Part V is a conclusion.
II. BACKGROUND: GRAHAM v ALLIS-CHALMERS MANUFACTURING Co.
In 1963, the Delaware Supreme Court ruled on the case of Graham
v. Allis-Chalmers Manufacturing Company.8 Graham is the definitive
Delaware Supreme Court holding regarding the scope of a corporate
director's duty to monitor corporate affairs. In Caremark Chancellor
Allen used Graham as the starting point of his discussion of the duty to
monitor and this article does the same.
Allis-Chalmers Manufacturing Company (Allis-Chalmers) was a
large manufacturer of electrical equipment.9 For management purposes,
Allis-Chalmers was separated into two Groups that were divided into
divisions and further divided into departments." ° Allis-Chalmers operated

at *5-6; see also supra notes 26-50 and accompanying text.
Id.
6

Caremark, 1996 WL 549894, at *5.
7Id. at *11.
'188 A.2d 125 (Del. 1963).
91d. at 128.
1
0d.
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under a decentralization policy whereby the authority to make specific
decisions was delegated to the lowest level of management capable of
making the decision.' For example, product prices were generally set by
department managers, the lowest level of management that could
reasonably handle this decision.' 2 As a result of the size of the
organization and the above outlined management structure, AllisChalmers' Board of Directors did not participate in fixing product prices
and their input was generally limited to overall corporate policy. 3
The federal government indicted Allis-Chalmers and four nondirector employees for violations of federal anti-trust laws, alleging that
they "conspired with other manufacturers and their employees to fix
prices and to rig bids to private electric utilities and governmental
agencies in violation of the anti-trust laws of the United States."' 4 The
government did not indict any of Allis-Chalmers' directors. 5
Following the indictments, stockholders of Allis-Chalmers initiated
a derivative action against Allis-Chalmers' Board of Directors alleging
that the "directors [were] liable as a matter of law by reason of their
failure to take action designed to learn of and prevent anti-trust activity
on the part of any employees of Allis-Chalmers." 6 The stockholders
charged that "even though [the directors] had no knowledge of any
suspicion of wrongdoing on the part of the company's employees, they
still should have put into effect a system of watchfulness which would
have brought such misconduct to their attention."'
The court held that "absent cause for suspicion there is no duty
upon the directors to install and operate a corporate system of espionage
to ferret out wrongdoing which they have no reason to suspect exists." 8
The court found that the directors of Allis-Chalmers did not know of any
wrongdoing by company employees and were not furnished with any
information that should have put them on notice of any such
wrongdoing. 9 Thus, Graham may be construed to stand for the

12Graham, 188 A.2d at 128.

16Graham,

"Id at

188 A.2d at 128.

130.

sId
9
Id See Baxter Int'l, Inc. Shareholders Lit., 654 A.2d 1268, 1270 (Dal. 1995)
(quoting Graham, 188 A.2d at 130) (stating that Graham stands for the proposition that a
director may not be held liable for "employee .rongdoing unless the director ignores 'obvious
danger signs of employee wrongdoing'" and holding that Baxter, a medical supplier, had no
knowledge of a scheme by its employees to overcharge the Veterans Administration); Kelly v.
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proposition that directors have no obligation or affirmative duty to
implement reporting systems designed to monitor corporate activities. 0
III. ANALYSIS: IN RE CAREMARK INTERNATIONAL INC.
DERIVATIVE LITIGATION 2 1

A. FactualBackground
Caremark International, Inc. (Caremark) is a health care
corporation which provides patient care such as alternative site health care
and managed care services.' Baxter International, Inc. (Baxter) included

Bell, 254 A.2d 62, 72 (Del. 1969) (holding that board members of U.S. Steel had no
knowledge of a commitment by the corporation to adjust the amount of property taxes it would
pay in order to receive positive financial consequences and that the system of delegation
adopted by U.S. Steel was permissible under the business judgment rule and Graham). See
generally J.F. Rydstrom, Annotation, Liability of Corporate Directorsfor Negligence In
PermittingMismanagementor Defalcations by Officers or Employees, 25 A.L.R.3d 941, 1001
(1969), which provides:
The short route to liability for a corporate director is to ignore signs
that all is not as it should be in the company's daily management by its
officers or employees. Whatever course he may previously have followed in
discharging his duties as a director, it is imperative that he proceed with some
sort of additional action after a warning of trouble, in order to fulfil his duties
as a director in supervising the corporate affairs and in overseeing the
performance of duty by its officers and employees.
[[I]t is encumbent upon corporate director, on learning facts sufficient
to put a prudent man on guard, thereafter to take action commensurate with
the circumstances, in order to avoid liability for permitting mismanagement
or defalcations by officers or employees ....
Id. (citing
Graham, 188 A.2d at 130).
20
But see AMERICAN LAW INST1TUTE's PRINCIPLES OF CORPORATE GOVERNANCE which
states:
'Today, [almost thirty years after Grahamwas decided,] an ordinarily prudent
person serving as the director of a corporation of any significant scale or
complexity should recognize the need to be reasonably concerned with the
existence and effectiveness of procedures, programs, and other techniques to
assist the board in its oversight role.
AMERICAN LAW INsTITUTE PRINCIPLES OF CORPORATE GOVERNANCE:
RECOMMENDATIONS, commentary to § 4.01(a)(1)-(a)(2), at 165 (1992).
2

ANALYSIS

AND

No. CIV.A. 13670, 1996 WL 549894 (Del. Ch. Sept. 25, 1996). Chancellor William
Allen wrote the opinion in response to a motion by the parties pursuant to Chancery Rule 23.1
"to approve as fair and reasonable a proposed settlement of a consolidated derivative action on
behalf of Caremark International, Inc." Id. at * I. "A motion of this type requires the court
to assess the strengths and weaknesses of the claims asserted in light of the discovery record
and to evaluate the fairness and adequacy of the consideration offered to the corporation in
exchange for the release of all claims made or arising from the facts alleged." Id.
22
Caremark, 1996 WL 549894, at *2.
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Caremark' in its organization until November 1992 when Caremark
spun-off and became a publicly held corporation.2 4 Much of Caremark's
revenue is generated from third party payments, insurers and Medicare
and Medicaid reimbursement programs.2
The Anti-Referral Payments Law (ARPL) prohibits health care
providers, such as Caremark, from paying for the referral of patients
covered by Medicare and Medicaid.26 Pursuant to its regular business
practice, Caremark and Caremark's predecessor entered into contracts
with physicians, some of whom prescribed or recommended products or
services that Caremark provided to Medicare recipients.27 The contracts
usually entailed services such as consultation agreements and research
grants.
Caremark stated publicly that its policy was to prohibit

payments designed to induce Medicare/Medicaid patient referrals; there
were, however, few cases interpreting the ARPL against which Caremark
could judge its contracts

9

As a result, what constituted an illegal

payment under ARPL was not clear, and Caremark's and Caremark's
predecessor's contracts
with physicians raised the appearance of possible
30
illegal "kickbacks.

In August 1991, the United States Department of Health and
Human Services Office of the Inspector General (HHSOIG) launched an
investigation into the business practices of Caremark's predecessor'

"For the remainder of this article, Caremark, as it existed before the spin-off from
Baxter, will be referred to as "Caremark's predecessor" as did the chancery court opinion. The
business practices, which will be discussed in detail below, began with Caremark's predecessor
and continued after the spin-off. Id.
24Id
251d

-Caremark, 1996 WL 549894, at *2.
2id
281d
2'I, In 1989, Caremark's predecessor developed and issued a "Guide to Contractual
Relationships" in an attempt to ensure that its employees were in compliance with the ARPL.
Id
3
"Id Chancellor Allen noted that
[a]lthough there [was] evidence that inside and outside counsel had advised
Caremark's directors that their contracts were in accord with the law,
Caremark recognized that some uncertainty respecting the correct
interpretation of the law existed. In its 1992 annual report, Caremark
disclosed the ongoing government investigations, acknowledged that if
penalties were imposed on the company they could have a material adverse
effect on Caremark's business, and stated that no assurance could be given that
its interpretation of the ARPL would prevail if challenged.
Id
MCaremark, 1996 WL 549894, at *3. "In March 1992, the Department of Justice
(DOJ) joined the... investigation and separate investigations were commenced by several
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Specifically, HHSOIG was investigating contracts between Caremark's
predecessor and physicians under which Caremark's predecessor paid
physicians fees for monitoring patients under Caremark's predecessor's
care.3 2 ARPL concerns were raised and the investigation undertaken
because several Medicare and Medicaid recipients were the subject of
contracts, as were several referring physicians.3
In response to the ongoing investigations, the management of both
Caremark's predecessor and Caremark took action to ensure compliance
with the ARPL. In October 1991, Caremark's predecessor announced
that it would no longer pay physicians for rendering services to Medicare
and Medicaid patients.34 In April 1992, Caremark published a fourth
revisions to its "Guide to Contractual Relationships" (Guide), "designed
to assure that its agreements either complied with the ARPL and
regulations or excluded Medicare and Medicaid patients altogether." 33 In
September 1992, Caremark's predecessor announced that it was requiring
its regional officers to approve all contracts entered between Caremark
and a physician.36
Throughout the investigations, Caremark and its predecessor
employed an internal audit system "designed to ensure compliance with
business and ethics policies. 37 Caremark, in addition to internal
safeguards, hired Price Waterhouse as an outside auditor.3" Price
Waterhouse issued a report concluding that Caremark's control structure
was adequate and, in February of 1993, submitted the report to the Ethics
Committee of Caremark's Board of Directors.39
In 1993, Caremark instituted monitoring systems that required
approval from the home office for all local branch management payments
made pursuant to contracts entered into with health care providers.4" The
monitoring systems also required local management to certify the legality
of such contracts with the ethics program.4 In addition, Caremark

federal and
state agencies." Id.
32
1d. The various agencies also investigated Caremark's and Caremark's predecessor's
"billing practices, activities which might lead to excessive and medically unnecessary treatments
for patients, potentially improper waivers of patient co-payment obligations, and the adequacy
of records kept at Caremark pharmacies." Id.
3"Id.
34
1d.
3SCaremark, 1996 WL 549894, at *3.
6

1d.

31d.
33Id.
3'Caremark, 1996 WL 549894, at *3.
0Id.
4

'Id.
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appointed its chief financial officer as compliance officer.4 Finally, in
1994, Caremark published a fifth revised Guide.43
Chancellor Allen, utilizing the discovery record available for his
review," concluded that Caremark's Board of Directors had knowledge
of all of Caremark's efforts to assure compliance with the ARPL.4 s For
example, the record showed that Caremark's management had reported
to its Board of Directors regarding programs designed to educate
Caremark's sales employees about the ARPL and proper use of
Caremark's form contracts.46 And in July of 1993, Caremark's Board of
for
Directors approved a new ethics manual which prohibited payments 47
conduct.
illegal
report
to
employees
Caremark
referrals and required
In August and September of 1994, federal grand juries in
Minnesota and Ohio, respectively, indicted Caremark for violations of the
ARPL.48 The Minnesota indictment charged Caremark with paying a
physician over $1.1 million in order to induce him to distribute Caremark
products.49 The Ohio indictment charged Caremark with paying a
physician $134,600 for referring patients whose medical costs were
reimbursed by Medicare.5"
B. The Derivative Suit
Starting in August of 1994, following the first indictment, various
stockholders of Caremark instituted five separate derivative actions, which
were subsequently consolidated on behalf of Caremark in the Delaware
Court of Chancery.5" The stockholders claimed "Caremark's directors
breached their duty of care by failing adequately to supervise the conduct
of Caremark employees, or institute corrective measures, thereby
exposing Caremark to fines and liability."52 The complaint was
subsequently amended several times to reflect new facts and
circumstances but the underlying claim remained the same." Caremark,

421&
3

Caremark, 1996 WL 549894, at
at *1.

4

*3.

4Id

4

Id at *4.
4"Id
4"Caremark, 1996 WL 549894, at *4.
4,d

491d at *4-5.

-01d at 4.
"Caremark, 1996 WL 549894, at "5.
52Id
3Id
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after the original complaint and following each amendment, moved to
dismiss. 4
In September 1994, following the Ohio indictment, Caremark
announced that "it would terminate all remaining financial relationships
with physicians in its home infusion, hemophilia, and growth hormone
lines of business."55 Caremark also "extended its restrictive policies to all
of its contractual relationships with physicians, rather than just those
involving Medicare and Medicaid patients, and terminated its research
grant program which had always involved some recipients who referred
patients to Caremark."5' 6
In June 1995, Caremark agreed to plead guilty to a single count of
mail fraud, pay a criminal fine, pay civil damages and cooperate with
further federal investigations relating to HHSOIG's original
In return, all agencies involved in Caremark's
investigation. 7
investigation agreed to a settlement that allowed Caremark to continue
The settlement
participating in Medicare and Medicaid programs.
agreement did not charge any of Caremark's directors or officers with
any crimes.5
Also, in June 1995, the parties to the derivative suit reached a
settlement, the terms of which were subject to the approval of the court
of chancery.6" The parties agreed to seven terms in the proposed
settlement.6 All seven terms dealt with methods that would improve
Caremark's compliance with relevant laws. 2
C. Decision
Chancellor Allen had to evaluate the proposed settlement in light
of the discovery record and decide whether the agreement was fair and
adequate consideration to the corporation in exchange for the corporation

mId. Specifically, Caremarkargued that the complaints "failed to allege particularized
facts sufficient to excuse the demand requirement under Delaware Chancery Court Rule 23.1.
... Second, that plaintiffs had failed to state a cause of action due to the fact that Caremark's
charter eliminates directors' personal liability for money damages, to the extent permitted by
law." Id.
SSCaremark, 1996 WL 549894, at *5.
- d.
7

Id. at *6.
581d.

"Caremark, 1996 WL 549894, at *6.
6"Id
6Id.
"'Id.at *7.
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releasing its claims against the directors.63 As part of his its evaluation,
Chancellor Allen examined the legal principles underlying a board of
director's duty to exercise care when dealing with corporate affairs."
The chancellor outlined two possible circumstances where a board
of directors may be liable for a breach of the duty of care.'
First, such liability may be said to follow from a board
decision that results in a loss because that decision was ill
advised or "negligent." Second, liability to the corporation
for a loss may be said to arise from an unconsidered failure
of the board to act in circumstances in which due attention
would, arguably, have prevented the loss.66
Chancellor Allen analyzed the first circumstance giving rise to
director liability and noted that such director decisions are protected
under the businessjudgment rule.67 The chancellor then analyzed the
second circumstance giving rise to director liability which became the
focus of the court's opinion and is the focus of this article.'
Chancellor Allen reviewed the thirty-six year old Delaware
6 9 and concluded that it stands "for the
Supreme Court decision in Graham
proposition that, absent grounds to suspect deception, neither corporate
boards nor senior officers can be charged with wrongdoing simply for
assuming the integrity of employees and the honesty of their dealings on
the company's behalf."70

The chancellor considered whether a corporate board of directors,
in fulfilling its duty to the corporation, has a "responsibility to assure that
appropriate information and reporting systems are established by
management."7 He held that directors do have such a duty and that the
level of detail required for the corporation's reporting system "is a
6

3Caremark,1996 WL 549894, at *1.
"I at *7.
"Id at *8.
-Caremark, 1996 WL 549894, at*8-9. See infranotes 86-91 and accompanying text.
For a discussion of the business judgment rule, see generally Dennis J. Block et al., The
Business JudgmentRule: Application, Limitations,and the Burden ofProof,525 PLI/Corp 11
(June 1, 1986); Charles Hansen, The Duty of Care, the Business Judgment Rule, and the
American Law Institute CorporateGovernance Project, 48 Bus. LAW. 1355 (Aug. 1993).
"Caremark 1996 WL 549894, at *8-9.
69Id at *10.
7
0IaL
7
11 at *11.
7Caremark,1996 WVL 549894, at *11.
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question of business judgment."'73 Further, Chancellor Allen held that "it
is important that the board exercise a good faith judgment that the...
system is in concept and design adequate to assure the board that
appropriate information will come to its attention in a timely manner."74
Chancellor Allen continued by stating that "where a claim of
directorial liability for corporate loss is predicated upon ignorance of
liability creating activities within the corporation ... only.., an utter
failure to attempt to assure a reasonable information and reporting system
...will establish the lack of good faith that is a necessary condition to
liability.""5 The chancellor acknowledged that the demanding nature of
this legal standard creates a high test for stockholders trying to prove
liability via a derivative suit.76
However, he pointed out that
stockholders, as a class, would benefit from such a demanding test
because better qualified directors would be attracted to serve on corporate
boards secure in the knowledge that good faith exercise of reasonable
judgment will protect them from liability.77
Chancellor Allen set forth three important factors to support why
he believed the Delaware Supreme Court, in 1996, would agree with his
interpretation of Graham. First, he noted the "seriousness with which the
corporation law views the role of the corporate board."7" Second, he
noted "the elementary fact that relevant and timely information is an
essential predicate for satisfaction of the board's supervisory and
monitoring role under Section 141 of the General Corporation Law."7 9
Finally, Chancellor Allen stated that the United States Sentencing
Guidelines, which mandate specific sentence calculations and offer
reduced penalties for organizations that have implemented adequate
compliance systems, necessitate that reporting systems become standard
practice."
The chancellor concluded by finding that the record contained no
evidence of a failure on the director's part to attempt implementation of
an adequate reporting system."' On the contrary, Chancellor Allen found,

73Id.; see supra note 21.
7Caremark, 1996 WL 549894, at *11.
'"Id.at *12.
76
1d.
7Id.

"'Caremark,1996 WL 549894, at *11.

79Id.
8d.
1Id. at 13.
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based on the facts presented, that Caremark implemented numerous
systems designed to gather relevant information for director review. 2
IV. EVALUATION

Caremark3 sends conflicting signals to corporate directors seeking
to protect themselves from personal liability. On the one hand, the

Caremarkdecisionsignals to directors that they must implement adequate
reporting systems or risk personal liability when illegal corporate activity
leads to adverse financial consequences for the corporation and its
shareholders. 4 On the other hand, Chancellor Allen noted that "only a
sustained or systematic failure of the board to exercise oversight-such as

an utter failure to attempt to assure a reasonable information and
reporting system," is grounds for director liability for breach of the duty
to monitor." This language suggests that directors may fulfill their duty

with any reasonable, good faith attempt at implementing their corporate
reporting system.

6

This section evaluates the potential effects the Caremarkdecision
will have on director behavior and what protection it will confer upon
corporate shareholders. It also considers how Caremarkmay advance all

corporations towards implementing effective reporting systemsto seek out
and correct illegal corporate behavior.
A. Caremark's Effect on DirectorBehavior
The true import of the Caremarkdecision is that directors need
only take minimal steps to satisfy the demands of the duty to monitor and

are at a low risk of personal liability, because their "businessjudgment"'
2'Caremark 1996 WL 549894, at *13.

"'Courtofchancerydecisions, while highly influential concerning corporate issues, are

not binding on the Delaware Supreme Court; and therefore Graham, rather than Caremark's
interpretation of Graham,remains the law of Delaware. A Delaware Supreme Court decision
clarifying the disparity between Graham and Caremarkisneeded to clarify the state of the law.
Nevertheless, for the purposes ofthis article, it will be assumed that Caremarkisnow Delawr
law and attempt to determine its effects on Delaware corporate law.
"Dean Starkman, Compliance Ruling May Shield Directors, WALL ST. J., Dec. 24,

1996, atB5 (quoting Kirk S.Jordan, a lawyer with the Compliance Systems Legal Group, vho
states the case may be a signal to corporate directors that they must take compliance seriously).
UCaremark,1996 WL 549894, at *12.
'See Starkrnan,supra note 84, at B5 (quoting Professor Charles M. Elson, who states
that "the opinion sets a 'low standard' for directors and allows them protection for setting up
compliance systems that may be toothless").
"Caremark, 1996 WL 549894, at *11.
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in implementing a particular reporting system is given substantial

protection. As a result, Caremarkis not a significant new source of
director liability.
Chancellor Allen stated, "Obviously the level of detail that is

appropriate for such an information system is a question of business

judgment.""8 This means that a board of director's decision regarding

implementation of a corporate reporting system will be protected by the
businessjudgmentrule. 9 Therefore, directors faced with a derivative suit
similar to the one in Caremarkwill be protected provided they have made

a good faith effort at implementing a reporting system which best serves
the interests of their corporation, a burden which directors can easily
meet.90
Furthermore, Chancellor Allen stated, "[O]bviously ... no

rationally designed information and reporting system will remove the
possibility that the corporation will violate laws or regulations, or that
...directors may... sometimes be misled or otherwise fail reasonably
to detect acts material to the corporation's compliance with the law."9
He also noted that "[s]uch a test of liability - lack of good faith as
evidenced by sustained or systematic failure of a director to exercise
reasonable oversight - is quite high."'92 This language indicates that
shareholders seeking to hold directors personally liable in a factual

situation similar to the one in Caremarkstart off with a very high burden
that will not be met simply by showing that the reporting system is
ineffective. Directors can easily escape personal liability provided their
decision was the product of reasonable, good faith judgment.93
88

d.

"'See Grobow v. Perot, 539 A.2d 180, 187 (Del. 1988) (stating that the "business
judgment rule is but a presumption that directors making a business decision ., act on an
informed basis, in good faith and in the honest belief that their actions are in the corporation's
best interest"); Aronson, 473 A.2d at 812 ("[3"o invoke [protection of the business judgment
rule] directors have a duty to inform themselves, prior to making a business decision, of all
material information reasonably available to them."). See also Grobow which provides:
Assuming the presumptions of direct good faith and lack of self-dealing are
not rebutted by well pleaded facts, a shareholder derivative complaint must
them allege further facts with particularity which, "taken as true, support a
reasonable doubt that the challenged transaction was [in fact] the product of
a valid exercise of business judgment."
Grobow, 539 A.2d at 187 (quoting Aronson, 473 A.2d at 815).
"'See supranotes 35-48 and accompanying text and text accompanying supranotes 8182.
"Caremark, 1996 WL 549894, at *11.
9"Id. at *12.
"Balotti and Finkelstein state:
[W]here the business judgment rule applies, the burden is on the plaintiff

1997]

IN RE CARFJKM

B. Caremark's Protection of ShareholderInterests
Chancellor Allen, in justifying the high burden placed on
shareholders bringing derivative suits, explained that
a demanding test of liability in the oversight context is
probably beneficial to corporate shareholders as a class, as
it is in the board decision context, since it makes board
service by qualified persons more likely, while continuing to
act as a stimulus
to good faith performance of duty by such
94
directors.
In actuality, however, Caremarkdoes little to protect shareholders from
financial harm if their corporation becomes subject to fines for illegal
activities undetected by the mandatory reporting system. The rule in
Caremark, coupled with the protection of the business judgment rule,
represents an insignificant threat of personal liability to directors and
therefore offers shareholders little additional protection.
C. Caremark's Effect on Legal Compliance in General
Although the Caremarkdecision does not, in and of itself, protect
shareholder interests, it is a statement of good corporate policy and may,
in an indirect way, push corporations towards implementing effective
reporting systems that will, in turn, protect the financial interests of
individual shareholders. And although Caremarkwillnot be the basis of
many successful shareholder derivative suits, the decision may influence
diligent corporate directors seeking to limit corporate liability to
implement protections that go beyond what is simply required by law.
For instance, the United States Sentencing Guidelines (Sentencing
Guidelines)95 codifies a mandatory framework pursuant to which federal

challenging the transaction. To overcome the presumptions of the rule, the
plaintiff must establish either bad faith (i.e., whether the directors ee
motivated by other than on honest desire to benefit the corporation and its

stockholders in approving the [reporting system]) or lack of due care (i.e.,
whether the directors failed to make a reasonable effort to ascertain and
consider all relevant information [regarding the corporation and the reporting
system it would require]).

R. FRANIN

BALOTn & JESSE A. FRNKEISTEIN,

THE DELAWARE

LAW OF CORPORAIONS AND

BuSINESs ORGANIZATIONS § 4.6 (Supp. 1989).
"Caremark 1996 WL 549894, at * 12.
9Ssee U.S. SENTrENCING CoMst', FEDERAL SEmTENcING GUmax;ES MANuAL 1-371
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crimes are sentenced. Section 8C2.5 pertains to organizational sentencing
and provides reduced sentences for those organizations that have
implemented an "effective" system of legal compliance. 6 Corporations
wishing to take advantage of such benefits will implement the type of
effective reporting system envisioned in Caremark. Essentially,
corporations wishing to pay smaller fines in the event of criminal
convictions will implement effective reporting systems which they may
offer into evidence at sentencing.
In turn, the end-goal of all
corporations implementing and maintaining an adequate reporting system
is furthered thus providing individual shareholders with increased
protection of their financial interests.
V. CONCLUSION

The Caremarkdecision examined the scope of a corporate board
of director's duty to implement reporting systems to monitor corporate

activities. The Delaware Court of Chancery, by imposing this duty on
directors, has acknowledged that directors have an affirmative duty to
find and correct illegal behavior by corporate employees. The rule itself,

however, will not succeed in inducing directors to implement effective
reporting systems because directors are able to fulfill their obligation
under Delaware law by making a good faith, reasonable effort to

(1993). The United States Sentencing Commission's guidelines for the sentencing of
organizations comprise Chapter 8 of the Sentencing Guidelines. See id. at 337-71. For an
overview ofthe Sentencing Guidelines with respect to organizational sentencing, see generally
Richard S. Gruner, Towards an OrganizationalJurisprudence: Transforming Corporate
CriminalLaw Through FederalSentencing Reform, 36 ARIZ. L. REV. 407 (1994); Ilene H.
Nagel & Winthrop M. Swenson, The FederalSentencing Guidelinesfor Corporations: Their
Development, TheoreticalUnderpinnings,and Some ThoughtsAbout Their Future,71 WASH.
U. L.Q. 205 (1993); Jeffrey S. Parker, Rules Without...: Some CriticalReflections on the
Federal CorporateSentencing Guidelines, 71 WASH. U. L.Q. 397 (1993).
'See Caremark, 1996 WL 549894, at * 11. The organizational sentencing portion of
the Guidelines provides:
If the offense occurred despite an effective program to prevent and detect
violations of law, [reduce fine].
Provided,that this subsection does not apply if an individual within high-level
personnel of the organization within which the offense was committed where
the unit had 200 or more employees, or an individual responsible for the
administration or enforcement of a program to prevent and detect violations
of law participated in, condoned, or was willfully ignorant of the offense.
Participation of an individual within substantial authority personnel in an
offense results in a rebuttable presumption that the organization did not have
an effective program to prevent and detect violations of law.
U.S.S.G. § 8C2.5(f) (1995).
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implement an adequate reporting system. This may lead to the
implementation of ineffective reporting systems because directors do not
face a real threat of personal liability for a breach of the duty to monitor.
The resulting ineffective reporting systems will provide little
protection to individual shareholders who face potential financial loss as
a result of illegal behavior on the part of the corporation. Diligent
directors, however, seeking to take advantage of statutory schemes such
as the United States Sentencing Guidelines, which reward corporations
that maintain effective reporting systems, will follow the rule in
Caremark. As a result, the overall goal of corporate legal compliance
may be furthered and, ultimately, shareholder financial interests will be
protected.
Stephen F. Funk

