
By Clare O’Brien

In recent cases involving sales of companies,
Delaware courts have continued to make it
clear they expect directors to be vigilant in
overseeing change-of-control transactions in
which the interests of management or any
board members differ from the interests of
unaffiliated stockholders. The courts have also
made it clear that this oversight function is not
adequately discharged by unquestioning reliance
on precedent processes or agreements, even
those that have previously passed muster with
the Delaware courts.

If a board of directors of a Delaware com-
pany decides to sell the company for cash, the
directors assume “the fiduciary duty to under-
take reasonable efforts to secure the highest
price realistically achievable given the market
for the company.” In re Netsmart Technolo-
gies, Inc. Shareholders Litigation, (Del. Ch.
March 14, 2007). This duty is commonly
referred to as the “Revlon” duty, named after
the case with which it is most commonly asso-
ciated (Revlon, Inc. v. MacAndrews & Forbes
Holdings, Inc., (Del. 1986)). As articulated by
Vice Chancellor Strine in Netsmart, “What is
important and different about the Revlon stan-
dard is the intensity of judicial review that is
applied to the directors’ conduct.” He further
explained that “[u]nlike the bare rationality
standard applicable to garden-variety decisions
subject to the business judgment rule, the
Revlon standard contemplates a judicial exam-
ination of the board’s decision-making process.
Although linguistically not obvious, this rea-
sonableness review is more searching than ratio-

nality review, and there is less tolerance for
slack by the directors. Although the directors
have a choice of means, they do not comply
with their Revlon duties unless they undertake
reasonable steps to get the best deal.”

What does this mean in practice for directors
contemplating a sale of their company for cash,
particularly if the sale is to one or more private
equity firms and management will continue as
employees and owners after the closing?

Four recent cases provide guidance: Nets-
mart, In re: Lear Corp. Shareholder Litig. (Del.
Ch. June 15, 2007); In re: SS&C Technologies,
Inc., Shareholders Litig. (Del. Ch. November
29, 2006), and La. Mun. Police Employees’
Retirement Sys. v. Crawford (Del. Ch. Febru-
ary 23, 2007) (better known as Caremark).

Netsmart Technologies, Inc. Shareholders
Litigation

In the Netsmart case, instead of actively
canvassing potential strategic buyers, either
before or after signing, the board concentrated
its efforts on potential private equity buyers.
To provide what it thought would be an effec-
tive post-signing market check, it relied on a
standard “window shop” provision—the fact that
the transaction was publicly announced—and a
modest termination fee. These sorts of provi-
sions had become standard in public company
transactions and had been explicitly or implicitly
blessed by Delaware courts in the past.

The Netsmart court, clearly sensitive to the
possibility that management had steered the
board towards its preferred alternative of a sale
to a private equity firm, found there was a rea-
sonable probability that the plaintiffs could
prove that “the board’s failure to engage in any
logical efforts to examine the universe of pos-
sible strategic buyers and to identify a select
group for targeted sales overtures was unrea-
sonable and a breach of its Revlon duties.”
Essentially, Vice Chancellor Strine found that the
“standard” approach to a post-signing market
check inappropriately ignored the fact that
Netsmart was a micro-cap company with
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sparse research coverage, and as such was significantly
less likely to attract competing bids than a large-cap com-
pany. In finding the board’s sales process deficient, the
court observed that the “no single blueprint” mantra is
not a one-way principle; the mere fact that a technique is
appropriate in one set of circumstances and is court-
approved does not mean it is reasonable in other cir-
cumstances involving different market dynamics.

The court also criticized the board’s approach to due
diligence and noted that it could easily imagine circum-
stances in which allowing management to conduct the
due diligence process could be “highly problematic.” The
court’s sensitivity to this issue again reflects its concern
that a sales process in which private equity firms are the
likely buyers gives rise to the possibility of an “unlevel”
playing field in which buyers prepared to give more to
management than other buyers are favored by manage-
ment to the detriment of unaffiliated stockholders.

As an aside, the court was also critical of the special
committee’s minute-taking. In particular, the court char-
acterized the special committee’s retroactive approval of
minutes for ten previous meetings as “tardy, omnibus”
and “to state the obvious, not confidence inspiring.”

Lear Corporation Shareholder Litigation
In Lear, Vice Chancellor Strine again examined the

conduct of the directors in connection with the sale of
Lear Corporation and found it wanting, although not
“disastrously” so. In this case, the special committee
appointed by the Lear board of directors to oversee the
sale of the company to an affiliate of Carl Icahn delegated
to Lear’s chief executive officer the task of principally
negotiating the terms of the transaction. Vice Chancellor
Strine described this negotiation process as “far from
ideal” as it “unnecessarily raises concerns about the
integrity and skill of those trying to represent Lear’s pub-
lic investors.” However, in light of all the evidence, the
Lear court, unlike that in Netsmart, found that the plain-
tiffs were unlikely to be able to prove that the directors
had breached their Revlon duties, given that, even under
the heightened Revlon standards, “reasonableness, not
perfection, measured in business terms relevant to value
creation” is the appropriate metric.

SS&C Technologies, Inc., Shareholders Litigation
In SS&CTechnologies, Vice Chancellor Lamb refused

to approve a settlement entered into in connection with
the sale of SS&C Technologies to an entity sponsored
by Carlyle Investment Management L.L.C., and asked a
number of very pointed questions regarding the process
leading to the execution of the merger agreement. These
included: (i) whether the chief executive officer misused

company information and resources when, acting in his
official capacity, he hired an investment banking firm to
help him identify a private equity partner to suit his needs;
(ii) given the CEO’s precommitment to a deal with Car-
lyle, whether the board of directors was ever in a position
to objectively consider whether a sale should take place;
(iii) whether the CEO’s general agreement to sell to Car-
lyle made it more difficult for the special committee
appointed by the board to attract competing bids, espe-
cially from bidders not interested in having the CEO own
a significant equity interest in the surviving entity; and
(iv) whether the CEO’s negotiation of a price range with
Carlyle unfairly impeded the special committee in secur-
ing the best terms reasonably available.

These questions clearly signal the willingness of the
Delaware courts to closely scrutinize transactions involv-
ing private equity buyers and, in particular, we believe,
their willingness to entertain arguments that private
equity transactions involving negotiations initiated and
controlled by management should be subject to the more
exacting “entire fairness” standard of review, rather than
Revlon’s “reasonableness” standard.

Louisiana Municipal Police Employees’ Retirement
System v. Edwin M. Crawford (Caremark)

The concerns of Delaware courts regarding improp-
erly motivated directors are not limited to private equity
transactions.Caremark involved a stock for stock “merger-
of-equals” transaction between two large strategic com-
panies. In this case, the plaintiffs contended that, among
other things, the directors breached their fiduciary duties
by agreeing to inappropriate deal protection provisions
and acting in their own personal interests. While Chancel-
lor Chandler ultimately refused to enjoin the transaction
broadly (and instead enjoined a vote of the stockholders
until 20 days after the stockholders received supplemen-
tal disclosure regarding their appraisal rights and the
structure of the fees paid to Caremark’s bankers), he was
harshly critical of the directors’ argument that they
deserved the protection of the business judgment rule
because the structure of the transaction did not cause a
change in control under Revlon, while simultaneously
enjoying the benefits of stock option acceleration trig-
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gered by the transaction being a “change of control”
under their employment contracts. The Caremark court
also focused closely on the indemnification protections
provided to directors under the merger agreement with
CVS Corporation that were broader than those already
provided by Caremark and might not be offered by
Express Scripts, the competing bidder.

The Caremark court also made it clear that Delaware
courts will review deal protection provisions based on
the specific facts before them, and, citing In re Toys “R”
Us, Inc. Shareholder Litig., (2005) said that the courts
“do not ‘presume that all business circumstances are iden-
tical or that there is any naturally occurring rate of deal
protection, the deficit or excess of which will be less than
economically optimal.’” Instead, the inquiry regarding
the preclusiveness or coerciveness of deal protection pro-
visions is, “by its very nature, fact intensive” and inca-
pable of reduction to a “mathematical equation.”

The Take-Home Message for Directors
In these four cases, relief was limited to the ordering

of supplemental disclosure. In the Caremark decision, the
court noted that it “places great trust in the decisions of
informed, disinterested shareholders” and relied on the
existence of appraisal rights and supplemental disclosure
as an adequate remedy, at least at the preliminary injunc-
tion stage. Likewise, in the Lear decision, the court noted
that “[w]hen disinterested stockholders make a mature
decision about their economic self-interest, judicial sec-
ond-guessing is almost completely circumscribed by the
doctrine of ratification.” In the Netsmart decision, the
court again echoed this theme by concluding that “[w]ith
full information, Netsmart stockholders can decide for
themselves whether to accept or reject” the proposed
transaction.

However, in granting a limited remedy, the Caremark
court warned that the existence of appraisal rights and
supplemental disclosure does not excuse violations of
fiduciary duty under Delaware law, clearly signaling that,

at a full trial, should it occur, the Caremark directors
might be found to have violated their fiduciary duty of
loyalty in approving a merger agreement that offered ben-
efits to them not available to other stockholders.

Despite the limited remedies granted in these four
cases, directors should not assume that disclosure at the
back end of a transaction can substitute for a carefully
designed and implemented sale process on the front end.
In addition to the risk of liability following an ultimate
finding of breach of fiduciary duty, having to make addi-
tional disclosures will certainly delay consummation of
a transaction, thereby putting the transaction at some
risk. Moreover, directors will want to avoid risking the
damage to their reputation that may result from a judi-
cial finding that they presided over a flawed sales process.

Directors should be carefully attuned to both real and
perceived conflicts of interests in change-of-control trans-
actions in which directors or management may benefit in
ways that unaffiliated stockholders will not. Accordingly,
directors should consider the following in preparing for
executing any change-of-control transaction:
• A board should set clear guidelines for its executives

as to the extent to which they can solicit change-of-
control transactions for the company.

• A board should not allow potentially conflicted mem-
bers of management to negotiate the principal eco-
nomic terms of the transaction.

• A board or committee should keep accurate, con-
temporaneous minutes of its meetings.

• The independent directors should be involved early,
and often, in the transaction, including the due dili-
gence process.

• The independent directors should be deeply involved
in the efforts of management and its financial advi-
sors to identify likely buyers for the company.

• The independent directors should carefully select their
financial and legal advisors; while a prior relationship
with the company should not automatically disqualify
advisors from consideration, the nature of these pre-
existing relationships should be carefully considered.

• A board should not adopt a “one size fits all” approach
to deal-protection provisions.

• A board should ensure that, once an agreement is exe-
cuted, stockholders are given sufficient information
to allow them to make an informed decision as to
whether to approve the transaction. �

Clare O’Brien is a partner in the mergers and acquisitions
group of the New York office of Shearman & Sterling LLP.
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