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Delaware Court of Chancery Finds Zero Merger Consideration to
Be Entirely Fair to Common Stockholders
In In re Trados Inc. S’holder Litig., the Delaware Court of Chancery held that while management and the
preferred stockholders received all of the merger consideration in the sale of a corporation, the merger was still
entirely fair to the common stockholders because the common stock had no economic value before the merger.

Although “the defendant
directors did not adopt any
protective provisions, failed to
consider the common
stockholders, and sought to exit
[the corporation] without
recognizing the conflicts of
interest presented by the
Merger,” the defendants
prevailed because the common
stock had no economic value
before the merger.

Trados Inc., a venture capital backed corporation, increased its
revenue for years, but was never profitable. In 2004, the venture
capital related directors began searching for an exit and adopted
a management incentive plan which compensated management
in a sale of the corporation even if the common stockholders
received nothing. When the corporation was sold for $60 million
in 2005, management received $7.8 million of the merger
consideration, pursuant to the management incentive plan, and
the venture capital investors received $52.2 million of a $57.9
million liquidation preference.
The common stockholders
received zero merger consideration.

The plaintiff common stockholders alleged that the board had a
fiduciary duty to continue to operate the corporation on a stand-alone basis, rather than sell the corporation,
because that course of action would maximize value for the common stockholders. Further, the plaintiffs
argued that the board’s actions should be subject to entire fairness because the majority of the directors that
approved the merger were not disinterested and independent. Of the seven directors on the board, two of the
directors received post-transaction employment and material payments under the management incentive plan,
and three of the directors were “fiduciaries for [the venture capital investors] that received disparate
consideration in the Merger in the form of a liquidation preference.”
The court agreed that the defendants had to prove that the transaction was entirely fair. As a result, the
defendants were obliged to demonstrate that the sale was the product of both fair dealing and fair price.
Applying the entire fairness standard of review, the court found that the evidence relating to fair dealing
weighed in favor of the plaintiff because no contemporaneous evidence suggested “that the defendants set out
to deal with the common stockholders in a procedurally fair manner.” In fact, the evidence suggested that the
defendants sought only to advance the preferred stockholders’ interests. For instance, the venture capital
directors hired a new CEO who understood his “mission” was to sell to the corporation. Further, the
management incentive plan (i) eliminated the common stockholders’ ability to receive merger consideration in
certain circumstances in which the sale price was greater than the preferred stockholders’ liquidation
preference and (ii) changed management’s incentives from being aligned with the common stockholders.
Moreover, the fact that the merger was not conditioned on a vote of a majority of the disinterested common
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stockholders, while not evidencing unfairness, “deprive[d] the defendants of otherwise helpful affirmative
evidence of fairness.”
With regard to fair price, however, the court held that the evidence did not weigh in favor of either side. While
the new CEO had made headway in improving business performance, the corporation had been facing cash flow
problems. On the other hand, the court found that the defendants’ expert witness provided persuasive
testimony that the corporation was worth less than the merger consideration. As such, even under the high
standard of entire fairness review, the defendants proved that the corporation “did not have a reasonable
prospect of generating value for the common stock.” The court noted if common stock has no value pre-merger,
then the common stockholders received the “substantial equivalent in value of what they had before” and the
transaction was entirely fair.
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