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Omnicare, Inc. v. NCS Healthcare,

818 A.2d 914 (Del. 2003)

Inc.

Genesis Health Ventures Inc. (Genesis) (defendant)
entered into negotiations to acquire NCS
Healthcare, Inc. (NCS) (defendant). At the urging
of Genesis, the parties entered into an exclusivity
agreement, which prevented NCS from engaging
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in any negotiations in regard to a competing acquisition or
transaction. Subsequently, Omnicare, Inc. (Omnicare) (plaintiff)
reached out to NCS regarding a proposed transaction; however,
pursuant to the exclusivity agreement with Genesis, NCS did not
respond.

Complementary to Genesis’s merger proposal was a voting
agreement and an agreement to omit a “fiduciary out” clause.
Specifically, the proposal included a voting trust in which the two
major shareholders (Jon Outcalt, chairman of the NCS board,
and Kevin Shaw, NCS president and CEO) agreed to vote for the
merger. In other words, this voting agreement effectively meant
that NCS shareholder approval of the merger was guaranteed even
if the NCS board did not recommend its approval.

The agreement to omit a “fiduciary out” clause meant that
the board agreed not to consider other merger offers, would put
the merger to a shareholder vote, and would allow minority
shareholders to have appraisal rights. If the merger agreement
had contained a fiduciary out clause, it would have given the NCS
board the opportunity to opt out of the agreement if it needed to
do so to discharge its fiduciary duties to the corporation.

Meanwhile, before the official, although futile, NCS
shareholder vote on the Genesis merger proposal, Omnicare
submitted a merger proposal that was superior to that of
Genesis. It was at this point that the NCS board then withdrew
its recommendation that the shareholders vote in favor of

the Genesis merger agreement. However, the Genesis merger
agreement provided that the proposal still must be submitted
to a shareholder vote and, because of the Outcalt/Shaw voting
agreement and the omission of a fiduciary out clause, that meant
that the merger agreement was going to be approved no matter
what. Omnicare brought suit. The Court of Chancery, New Castle

County, Delaware, denied the injunction.

Holland, Judge

“The business judgment rule, as a standard of judicial review, is a
common-law recognition of the statutory authority to manage a
corporation that is vested in the board of directors.” The business
judgment rule is a “presumption that in making a business
decision the directors of a corporation acted on an informed
basis, in good faith and in the honest belief that the action
taken was in the best interests of the company.” “An application
of the traditional business judgment rule places the burden on
the ”party challenging the board’s decision to establish facts

»n

rebutting the presumption.’ ” The effect of a proper invocation of
the business judgment rule, as a standard of judicial review, is
powerful because it operates deferentially. Unless the procedural
presumption of the business judgment rule is rebutted, a “court
will not substitute its judgment for that of the board if the board’s

"

decision can be "attributed to any rational business purpose.
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The business judgment rule embodies the deference that is
accorded to managerial decisions of a board of directors. “Under
normal circumstances, neither the courts nor the stockholders
should interfere with the managerial decision of the directors.”
There are certain circumstances, however, “which mandate that a
court take a more direct and active role in overseeing the decisions
made and actions taken by directors. In these situations, a court
subjects the directors’ conduct to enhanced scrutiny to ensure
that it is reasonable,” “before the protections of the business
judgment rule may be conferred.”

The prior decisions of this Court have identified the
circumstances where board action must be subjected to
enhanced judicial scrutiny before the presumptive protection
of the business judgment rule can be invoked. One of those
circumstances was described in Unocal: when a board adopts
defensive measures in response to a hostile takeover proposal that
the board reasonably determines is a threat to corporate policy
and effectiveness. In Moran v. Household, we explained why a
Unocal analysis is also applied to the adoption of a stockholder’s
rights plan, even in the absence of an immediate threat. Other
circumstances requiring enhanced judicial scrutiny give rise to
what are known as Revlon duties, such as when the board enters
into a merger transaction that will cause a change in corporate
control, initiates an active bidding process seeking to sell the
corporation, or makes a breakup of the corporate entity inevitable.

Given the facts in this case, the board’s action is subjected to
enhanced judicial scrutiny. In applying enhanced judicial scrutiny
to defensive devices designed to protect a merger agreement, a
court must first determine that those measures are not preclusive
or coercive before its focus shifts to the “range of reasonableness”
in making a proportionality determination. The board must
demonstrate that it has reasonable grounds for believing that a
danger to the corporation and its stockholders exists if the merger
transaction is not consummated.

Defensive measures cannot limit or circumscribe the directors’
fiduciary duties. Notwithstanding a corporation’s insolvent
condition, the corporation’s board has no authority to execute a
merger agreement that subsequently prevents it from effectively
discharging its ongoing fiduciary responsibilities. The NCS board
was required to contract for an effective fiduciary out clause to
exercise its continuing fiduciary responsibilities to the minority
stockholders.

page 43-8
In this case, the NCS board combined two

otherwise valid actions (the stockholder voting agreement and
the fiduciary out clause) and caused them to operate in concert
as an absolute lock up in the Genesis merger agreement. In
the context of this preclusive and coercive lock up case, the
protection of Genesis’ contractual expectations must yield to
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the supervening responsibility of the directors to discharge their
fiduciary duties on a continuing basis. The merger agreement and
voting agreements, as they were combined to operate in concert
in this case, are inconsistent with the NCS directors’ fiduciary
duties. To that extent, the Court holds that they are invalid and
unenforceable.

With respect to the Fiduciary Duty Decision, the order of
the Court of Chancery, denying plaintiffs’ application for a
preliminary injunction is reversed.

Judgment REVERSED




