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McNEILLY, Justice:

This case presents to this Court for review the most recent defensive mechanism in the arsenal of corporate takeover weaponry‑‑the Preferred Share Purchase Rights Plan ("Rights Plan" or "Plan").  The validity of this mechanism has attracted national attention.  Amici curiae briefs have been filed in support of appellants by the Security and Exchange Commission ("SEC") [fn] and the Investment Company Institute.  An amicus curiae brief has been filed in support of appellees ("Household") by the United Food and Commercial Workers International Union.

. . .

I

On August 14, 1984, the Board of Directors of Household International, Inc. adopted the Rights Plan by a fourteen to two vote. [fn]  . . .  Basically, the Plan provides that Household common stockholders are entitled to the issuance of one Right per common share under certain triggering conditions.  There are two triggering events that can activate the Rights.  The first is the announcement of a tender offer for 30 percent of Household's shares ("30% trigger") and the second is the acquisition of 20 percent of Household's shares by any single entity or group ("20% trigger").

If an announcement of a tender offer for 30 percent of Household's shares is made, the Rights are issued and are immediately exercisable to purchase 1/100 share of new preferred stock for $100 and are redeemable by the Board for $.50 per Right.  If 20 percent of Household's shares are acquired by anyone, the Rights are issued and become non‑redeemable and are exercisable to purchase 1/100 of a share of preferred.  If a Right is not exercised for preferred, and thereafter, a merger or consolidation occurs, the Rights holder can exercise each Right to purchase $200 of the common stock of the tender offeror for $100.  This "flip‑over" provision of the Rights Plan is at the heart of this controversy.

. . .

Household did not adopt its Rights Plan during a battle with a corporate raider, but as a preventive mechanism to ward off future advances.  The Vice‑ Chancellor found that as early as February 1984, Household's management became concerned about the company's vulnerability as a takeover target and began considering amending its charter to render a takeover more difficult.  After considering the matter, Household decided not to pursue a fair price amendment.3 

In the meantime, appellant Moran, one of Household's own Directors and also Chairman of the Dyson‑Kissner‑Moran Corporation, ("D‑K‑M") which is the largest single stockholder of Household, began discussions concerning a possible leveraged buy‑out of Household by D‑K‑M.  D‑K‑M's financial studies showed that Household's stock was significantly undervalued in relation to the company's break‑up value.  It is uncontradicted that Moran's suggestion of a leveraged buy‑out never progressed beyond the discussion stage.

Concerned about Household's vulnerability to a raider in light of the current takeover climate, Household secured the services of Wachtell, Lipton, Rosen and Katz ("Wachtell, Lipton") and Goldman, Sachs & Co. ("Goldman, Sachs") to formulate a takeover policy for recommendation to the Household Board at its August 14 meeting. . . .

Representatives of Wachtell, Lipton and Goldman, Sachs attended the August 14 meeting.  The minutes reflect that Mr. Lipton explained to the Board that his recommendation of the Plan was based on his understanding that the Board was concerned about the increasing frequency of "bust‑up"4 takeovers, the increasing takeover activity in the financial service industry, such as Leucadia's attempt to take over Arco, and the possible adverse effect this type of activity could have on employees and others concerned with and vital to the continuing successful operation of Household even in the absence of any actual bust‑up takeover attempt.  Against this factual background, the Plan was approved.

Thereafter, Moran and the company of which he is Chairman, D‑K‑M, filed this suit.  On the eve of trial, Gretl Golter, the holder of 500 shares of Household, was permitted to intervene as an additional plaintiff.  . . . 

II

The primary issue here is the applicability of the business judgment rule as the standard by which the adoption of the Rights Plan should be reviewed.  Much of this issue has been decided by our recent decision in Unocal Corp. v. Mesa Petroleum Co., Del.Supr., 493 A.2d 946 (1985).  In Unocal, we applied the business judgment rule to analyze Unocal's discriminatory self‑ tender.  We explained:

When a board addresses a pending takeover bid it has an obligation to determine whether the offer is in the best interests of the corporation and its shareholders.  In that respect a board's duty is no different from any other responsibility it shoulders, and its decisions should be no less entitled to the respect they otherwise would be accorded in the realm of business judgment.

Id. at 954 (citation and footnote omitted).

This case is distinguishable . . . since here we have a defensive mechanism adopted to ward off possible future advances and not a mechanism adopted in reaction to a specific threat.  This distinguishing factor does not result in the Directors losing the protection of the business judgment rule.  To the contrary, pre‑planning for the contingency of a hostile takeover might reduce the risk that, under the pressure of a takeover bid, management will fail to exercise reasonable judgment.  Therefore, in reviewing a pre‑ planned defensive mechanism it seems even more appropriate to apply the business judgment rule.  See Warner Communications v. Murdoch, D.Del., 581 F.Supp. 1482, 1491 (1984).

Of course, the business judgment rule can only sustain corporate decision making or transactions that are within the power or authority of the Board.  Therefore, before the business judgment rule can be applied it must be determined whether the Directors were authorized to adopt the Rights Plan.

III

. . .

B.

Appellants contend that the Board is unauthorized to usurp stockholders' rights to receive tender offers by changing Household's fundamental structure.  We conclude that the Rights Plan does not prevent stockholders from receiving tender offers, and that the change of Household's structure was less than that which results from the implementation of other defensive mechanisms upheld by various courts.

Appellants' contention that stockholders will lose their right to receive and accept tender offers seems to be premised upon an understanding of the Rights Plan which is illustrated by the SEC amicus brief which states:  "The Chancery Court's decision seriously understates the impact of this plan.  In fact, as we discuss below, the Rights Plan will deter not only two‑tier offers, but virtually all hostile tender offers."

The fallacy of that contention is apparent when we look at the recent takeover of Crown Zellerbach, which has a similar Rights Plan, by Sir James Goldsmith. Wall Street Journal, July 26, 1985, at 3, 12.  The evidence at trial also evidenced many methods around the Plan ranging from tendering with a condition that the Board redeem the Rights, tendering with a high minimum condition of shares and Rights, tendering and soliciting consents to remove the Board and redeem the Rights, to acquiring 50% of the shares and causing Household to self‑tender for the Rights.  One could also form a group of up to 19.9% and solicit proxies for consents to remove the Board and redeem the Rights.  These are but a few of the methods by which Household can still be acquired by a hostile tender offer.

In addition, the Rights Plan is not absolute.  When the Household Board of Directors is faced with a tender offer and a request to redeem the Rights, they will not be able to arbitrarily reject the offer.  They will be held to the same fiduciary standards any other board of directors would be held to in deciding to adopt a defensive mechanism, the same standard as they were held to in originally approving the Rights Plan.  See Unocal, 493 A.2d at 954‑55, 958.

In addition, appellants contend that the deterrence of tender offers will be accomplished by what they label "a fundamental transfer of power from the stockholders to the directors."  They contend that this transfer of power, in itself, is unauthorized.

The Rights Plan will result in no more of a structural change than any other defensive mechanism adopted by a board of directors.  The Rights Plan does not destroy the assets of the corporation.  The implementation of the Plan neither results in any outflow of money from the corporation nor impairs its financial flexibility.  It does not dilute earnings per share and does not have any adverse tax consequences for the corporation or its stockholders.  The Plan has not adversely affected the market price of Household's stock.

Comparing the Rights Plan with other defensive mechanisms, it does less harm to the value structure of the corporation than do the other mechanisms.  Other mechanisms result in increased debt of the corporation.  See Whittaker Corp. v. Edgar, supra (sale of "prize asset"), Cheff v. Mathes, supra, (paying greenmail to eliminate a threat), Unocal Corp. v. Mesa Petroleum Co., supra, (discriminatory self‑tender).

There is little change in the governance structure as a result of the adoption of the Rights Plan.  The Board does not now have unfettered discretion in refusing to redeem the Rights.  The Board has no more discretion in refusing to redeem the Rights than it does in enacting any defensive mechanism.

The contention that the Rights Plan alters the structure more than do other defensive mechanisms because it is so effective as to make the corporation completely safe from hostile tender offers is likewise without merit.  As explained above, there are numerous methods to successfully launch a hostile tender offer.

. . .

IV

Having concluded that the adoption of the Rights Plan was within the authority of the Directors, we now look to whether the Directors have met their burden under the business judgment rule.

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."  Aronson v. Lewis, Del.Supr., 473 A.2d 805, 812 (1984) (citations omitted).  Notwithstanding, in Unocal we held that when the business judgment rule applies to adoption of a defensive mechanism, the initial burden will lie with the directors.  The "directors must show that they had reasonable grounds for believing that a danger to corporate policy and effectiveness existed....  [T]hey satisfy that burden 'by showing good faith and reasonable investigation....' "  Unocal, 493 A.2d at 955 (citing Cheff v. Mathes, 199 A.2d at 554‑55).  In addition, the directors must show that the defensive mechanism was "reasonable in relation to the threat posed."  Unocal, 493 A.2d at 955.  Moreover, that proof is materially enhanced, as we noted in Unocal, where, as here, a majority of the board favoring the proposal consisted of outside independent directors who have acted in accordance with the foregoing standards.  Unocal, 493 A.2d at 955; Aronson, 473 A.2d at 815.  Then, the burden shifts back to the plaintiffs who have the ultimate burden of persuasion to show a breach of the directors' fiduciary duties.  Unocal, 493 A.2d at 958.

There are no allegations here of any bad faith on the part of the Directors' action in the adoption of the Rights Plan.  There is no allegation that the Directors' action was taken for entrenchment purposes.  Household has adequately demonstrated, as explained above, that the adoption of the Rights Plan was in reaction to what it perceived to be the threat in the market place of coercive two‑tier tender offers.  Appellants do contend, however, that the Board did not exercise informed business judgment in its adoption of the Plan.

. . . .

To determine whether a business judgment reached by a board of directors was an informed one, we determine whether the directors were grossly negligent.  Smith v. Van Gorkom, Del.Supr., 488 A.2d 858, 873 (1985). Upon a review of this record, we conclude the Directors were not grossly negligent.  The information supplied to the Board on August 14 provided the essentials of the Plan.  The Directors were given beforehand a notebook which included a three‑page summary of the Plan along with articles on the current takeover environment.  The extended discussion between the Board and representatives of Wachtell, Lipton and Goldman, Sachs before approval of the Plan reflected a full and candid evaluation of the Plan.  Moran's expression of his views at the meeting served to place before the Board a knowledgeable critique of the Plan.  The factual happenings here are clearly distinguishable from the actions of the directors of Trans Union Corporation who displayed gross negligence in approving a cash‑out merger.  Id.

In addition, to meet their burden, the Directors must show that the defensive mechanism was "reasonable in relation to the threat posed".  The record reflects a concern on the part of the Directors over the increasing frequency in the financial services industry of "boot‑strap" and "bust‑up" takeovers.  The Directors were also concerned that such takeovers may take the form of two‑tier offers.14 In addition, on August 14, the Household Board was aware of Moran's overture on behalf of D‑K‑M.  In sum, the Directors reasonably believed Household was vulnerable to coercive acquisition techniques and adopted a reasonable defensive mechanism to protect itself.

V

In conclusion, the Household Directors receive the benefit of the business judgment rule in their adoption of the Rights Plan.

. . . .

The Directors adopted the Plan in the good faith belief that it was necessary to protect Household from coercive acquisition techniques.  The Board was informed as to the details of the Plan.  In addition, Household has demonstrated that the Plan is reasonable in relation to the threat posed. Appellants, on the other hand, have failed to convince us that the Directors breached any fiduciary duty in their adoption of the Rights Plan.

While we conclude for present purposes that the Household Directors are protected by the business judgment rule, that does not end the matter.  The ultimate response to an actual takeover bid must be judged by the Directors' actions at that time, and nothing we say here relieves them of their basic fundamental duties to the corporation and its stockholders.  Unocal, 493 A.2d at 954‑55, 958;  Smith v. Van Gorkom, 488 A.2d at 872‑73;  Aronson, 473 A.2d at 812‑13;  Pogostin v. Rice, Del.Supr., 480 A.2d 619, 627 (1984).  Their use of the Plan will be evaluated when and if the issue arises.

3 A fair price amendment to a corporate charter generally requires supermajority approval for certain business combinations and sets minimum price criteria for mergers. . . .


4 "Bust�up" takeover generally refers to a situation in which one seeks to finance an acquisition by selling off pieces of the acquired company.


14 We have discussed the coercive nature of two�tier tender offers in Unocal, 493 A.2d at 956, n. 12.  We explained in Unocal that a discriminatory self�tender was reasonably related to the threat of two�tier tender offers and possible greenmail.
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