
Delaware Upholds Decision on Mis-Valuation of Cancelled Stock Options

By Brian T. Mangino, David L. Shaw and Gail Weinstein of Fried, Frank, Harris, Shriver & Jacobson LLP

In CDX Holdings v. Fox (June 6, 2016), the Delaware Supreme Court upheld a Court of Chancery ruling 
(July 28, 2015) that the Caris Life Sciences board had not made a good faith determination of the fair 
market value of shares that were the subject of stock options that were being cancelled in connection 
with a spin-off/merger transaction.

The underlying transaction involved a sale of a subsidiary of Caris to Miraca Holdings in order to secure 
financing for two of Caris’ other subsidiaries. To minimize the tax consequences of the sale to Miraca, the 
transaction was structured to combine the other two subsidiaries and spin off the resulting company to 
Caris’ stockholders, followed by a merger of Caris with Miraca in which the Caris stockholders received 
$725 million in cash.

The founder of Caris and an investment fund owned a total of more than 97% of Caris’ stock, and most 
of the remaining 3% consisted of stock options that were cancelled in connection with the Miraca merger. 
The plan under which the options had been issued provided that each stock option holder had the right 
to receive, for each covered share, the amount by which the fair market value of the share exceeded the 
option exercise price. 

The plan required that, if the options were cancelled, the Caris board would use good faith to determine 
and properly adjust the options to account for the fair market value of the spinco. The plan provided 
that the board’s determination of fair market value would be final and binding on the parties, unless the 
determination was “arbitrary and capricious.” Caris determined that the spun-off entities had a value of 
$65 million and that the option holders were entitled to $0.61 per option.

The Findings

The Court of Chancery found that:

– The Caris board never made the required fair market value determination;

– The Caris CFO/COO made the determination, and the CEO perfunctorily signed off on it; and

– The determinations by the CFO/COO and CEO were not made in good faith, but through an 
arbitrary and capricious process.

Vice Chancellor Laster concluded that “the number [the CFO/COO] picked for SpinCo was not a good 
faith determination of Fair Market Value. It was the figure generated by ... the Company’s tax advisor, 
using an intercompany tax transfer analysis that was designed to ensure that the spinoff would result in 
zero corporate level tax.” Although the Court of Chancery commented at the conclusion of the trial that 
“a tax-style intellectual property valuation... [and] [t]he standard of fair market value may be the same,... 
when valuation professionals approach these things, they do things with different mindsets.” The court 
found for the plaintiffs and awarded damages of an additional $16.3 million to the option holders for 
their interest. After the ruling, it became clear that, absent a computational error made by the court, the 
damages would have been $24 million, and the parties agreed to that amount in settlement.

The Supreme Court deferred to the Court of Chancery’s factual findings, noting that, after a trial, the 
Court of Chancery’s findings of historical fact (whether based on credibility determinations, physical or 
documentary evidence, or inferences from other facts) are subject to a “clearly erroneous” standard of 
review.

Justice Valihura dissented, contending that the board had delegated to the CFO and, on the advice of 
legal counsel, to an independent advisor, “the complex computational task” of determining the fair market 
value of the spinco and the resulting required adjustment to the options—and that the board was entitled 
to rely on its advisors in making the determination. Justice Valihura also concluded that the Chancery 
Court was wrong in making no findings with respect to the Caris board having acted in bad faith and 
finding instead that the Caris board had not “acted” at all. The board had acted to determine fair market 
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value, according to the Justice, by meeting with legal counsel and engaging an independent advisor to 
assist the board; meeting with its financial advisor and reviewing the advisor’s valuation analysis; and 
adopting a resolution of the board.

The Justice was also critical of the Chancery Court’s finding that the Caris directors’ testimony was not 
credible. She observed that the Chancery Court had initially found that the directors had “testified with 
conviction” and that their credibility was “very, very strong” with respect to their having believed that the 
spun-off entities had very little value. She criticized the Court of Chancery for having then resolved the 
discrepancy between that testimony, on the one hand, and contemporaneous evidence that indicated that 
the spun-off entities had significant value, on the other hand, by relying on what the Court of chancery 
had referred to as the “hindsight bias” theory discussed in “the psychological literature” (and defined as 
a “tendency for people with outcome knowledge to believe falsely that they would have predicted the 
reported outcome of an event”). 

Justice Valihura wrote: “In my view, this Court should be skeptical of court rulings predicated upon social 
science studies, particularly where, as here, such theories impact a trial court’s own post-trial impressions 
of the testimony offered.”

Critical factors. The stock option plan that governed the board’s contractual obligations to the option 
holders provided the board with broad discretion to determine what the option holders would receive 
in a merger and also provided that the board’s determination would be final and binding. However, the 
Court of Chancery’s conclusions, and the Supreme Court’s affirmance, were made in the context of the 
following critical factors—the absence of any one or more of which, in our view, could well have led 
to a different result:

– The CEO and CFO acknowledged that they had “engaged in fraud” with respect to Miraca, by 
creating projections that were “a fantasy land” and should not now be believed;

– There was contemporaneous evidence that the CFO, who provided information to the tax advisor 
to support a $65 million valuation of the spinco (which was the number used by the board) had 
“subjectively believed” just a few months earlier that the fair market value of the spinco was 
$150-300 million (and that Caris’ financial advisor, CEO, Miraca’s tax advisor, and others viewed 
the $150-300 million valuation as correct);

– The firm engaged to provide a second opinion on the fair market value determination had provided 
the same determination of fair market value that the tax advisor had, although using materially 
different inputs—and, according to the court, had conceded that it had “largely...copied [the tax 
advisor]’s analysis”;

– There was evidence that certain directors were not even aware of the stock option plan or its 
requirements; and

– The CEO, who “perfunctorily approved” the tax advisor’s fair market value determination, was a 
controller (i.e., the founder, CEO, and 70% stockholder of Caris).

Practice Points

Board’s Contractual Obligations—With respect to any contractual obligations of a board (such as under a 
stock option plan), the board should, based upon advice of counsel:

– Be aware of the obligation and specifically what is required;

– Take all of the required actions;

– Document that it has taken all of the required actions--mirroring the language from the applicable 
agreement; and

– Understand the financial analyses performed by the advisors, whether the analyses were unusual, 
and how the analyses differed (if at all) from “standard” analyses.

In Caris, the board received a presentation regarding the advisor’s determination of fair market value 
and passed a resolution confirming that all action required under the stock plan would be taken prior 
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to the merger. However, the board did not document that it had determined fair market value and what 
that determination was. Moreover, the tax advisor should have labeled its materials to indicate that the 
analysis was a fair market value analysis (not just a tax-based analysis).

Financial Firm’s Performance—CDX is a reminder of the potential for damages and/or ordered injunctive 
relief based in part on a financial firm’s failure to perform its role appropriately. The Court of Chancery 
opinion also served as a reminder of the reputational risk resulting from poor performance, with Vice 
Chancellor Laster having characterized the valuation firm’s work as “a new low.” Among other things, 
the Court of Chancery found that the valuation firm:

– Simply copied the tax advisor’s report, as evidenced by the fact that the results matched even 
though the inputs to the analyses were different;

– Did not perform a comparable companies analysis even though, in stock option valuation reports 
just months earlier for other purposes, it had deemed another transaction (which would have 
implied a significantly higher valuation and frustrated the tax-free spin-off analysis) to have been 
comparable;

– Used “the cost method” of analysis and rejected discounted cash flow and comparables analyses 
because, it contended, management’s projections were unreliable, even though it had relied on 
those projections, and had used DCF and comparables analyses, in all of its prior valuations for 
the company for other purposes; and

– Made numerous “significant errors,” including mistakenly using a company’s trailing nine-month 
revenue for 2010 instead of projected twelve-month revenue for 2011, and, by basing its fair 
market value analysis on the tax advisor’s work that was intended to determine intercompany 
transfer tax liability, wrongly excluded certain assets, including goodwill.

It’s Printed: 2017 Edition of Romanek’s “Proxy Season Disclosure Treatise”: 
Broc Romanek has wrapped up the 2017 Edition of the definitive guidance on the proxy 
season—Romanek’s “Proxy Season Disclosure Treatise & Reporting Guide”—and it’s 
been printed. With over 1500 pages—spanning 32 chapters—you will need this practical 
guidance for the challenges ahead. We have posted the “Detailed Table of Contents” 
on TheCorporateCounsel.net listing the topics so you can get a sense of the Treatise’s 
practical nature. Order now on TheCorporateCounsel.net.
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