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Editor’s note: J. D. Weinberg is a partner and Max S. Heuer is an associate at Covington &
Burling LLP. This post is based on a Covington publication and is part of the Delaware law
series; links to other posts in the series are available here.

The Delaware Court of Chancery ruled [on January 30, 2017] that the protection of the business
judgment rule afforded to directors involved in a change of control transaction that is approved by
a majority of fully informed, disinterested stockholders—as reinforced by the Delaware Supreme
Court in 2015 in Corwin v. KKR Financial Holdings LLC? (discussed in a prior alert)—applied to a
merger notwithstanding the presence of a target corporation controlling stockholder that was
unaffiliated with the buyer. The In re Merge Healthcare Inc. Stockholders Litigation? decision by
Vice Chancellor Glasscock punctuates a series?® of recent Chancery decisions dismissing post-
closing fiduciary claims under Corwin with useful judicial gloss on the scope of Corwin’s exception
to business judgment review for transactions involving controlling stockholders.*

The In re Merge Healthcare Inc. Decision
Background

Plaintiffs, putatively representing a class of stockholders of Merge Healthcare, Inc., alleged that
the directors of the company breached their fiduciary duties in connection with the all-cash sale of
the company to IBM. The approximately $1 billion transaction, representing a nearly 32%
premium for the company’s common stockholders, was structured as a merger and was approved
by 77% of the company’s outstanding shares, including a majority of stockholders who were not
associated with the company’s chairman and purported controlling stockholder, Michael Ferro,
who plaintiffs alleged controlled the company through indirect ownership of 26% of its stock and
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his “longstanding business and other relationships” with other directors who plaintiffs alleged
were beholden to him. Under a consulting agreement with the company, Ferro was owed $15
million if the company was sold for at least $1 billion but agreed to forgo that payment during
negotiations in exchange for a higher per share acquisition price by IBM for all common
stockholders.

Opinion

On a motion to dismiss plaintiffs’ amended complaint after the closing of the transaction, the
Court of Chancery rejected the plaintiffs’ arguments that the transaction could not be subject to
the business judgment rule under Corwin by virtue of the mere presence of a controlling
stockholder on one side of the deal. While the Court acknowledged that “the only transactions
that are subject to entire fairness that cannot be cleansed by proper stockholder approval are
those involving a controller stockholder,” the Court clarified that, “[ijmportantly, the mere presence
of a controller does not trigger entire fairness per se.” Rather, the Court explained that the
overriding concern in the context of a transaction involving a controller is coercion, particularly
where the controller “sits on both sides of the transaction, or is on only one side but ‘competes
with the common stockholders for consideration,”” in which case coercion is “deemed inherently
present.” Interestingly, the Court set forth a test for determining when coercion is “inherently
present” in transactions involving controllers—i.e., whether the controlling stockholder has
“extracted personal benefits” from the transaction—that focuses on the self-dealing concerns
frequently associated with the duty of loyalty. Applying that test, the Court found that, in selling
Merge Healthcare to IBM, Ferro’s “interests were fully aligned with the other common
stockholders,” in light of his decision to give up the $15 million consulting payment in exchange
for a higher deal price.® The Court also rejected Plaintiff's claims that Ferro’s desire for liquidity
constituted a disabling conflict, given that plaintiffs failed to allege any “crisis” or “fire sale”
necessitating an immediate need for cash.”

Having dispensed with the issue of Ferro’s controller status, the Court considered and rejected
plaintiffs’ disclosure claims including, notably, that Ferro’s true motivation for conceding the $15
million consulting payment was to avoid the formation of a special committee to negotiate the
transaction. Given that the proxy disclosure revealed that (a) the company’s board of directors
had considered a special committee “in light of’ the consulting payment owed to Ferro, and (b)
Ferro had offered to waive the consulting payment if IBM increased its offer price for all
stockholders, the Court ruled any further disclosure about Ferro’s rationale for this concession
was immaterial.®

Conclusion

Subject to further word from the Delaware Supreme Court on the application of Corwin to
transactions involving controlling stockholders, the In re Merge Healthcare Inc. Stockholders
Litigation decision helpfully clarifies that the liability protections for directors provided

by Corwin extend to transactions involving a controlling stockholder absent coercion of the
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minority stockholders and reinforces the importance of choices made in structuring transactions
to minimize the risk that a court will find that coercion is “inherently present.”



