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PRELIMINARY STATEMENT

Thia casea presents the Court with a new anti-takeover
device called a "Poison Pill Right." It is admitted that the
device was deaigned and adopted to make takeovers not approved
by the Board of Directora significantly more difficult and
axpansive and, thus, to forestall tender offers for Housahold
International, Inc. ("Houaakold"™ or the "Company”).

The device was deeigned to be complicated becauae
confusion among potential acquirors as to how it works was
viewad as useful in itself in dqtlfring tender offers, The
Poison Pill Right Plan (the "Plan") was adopted by Household's
Board on August 14, 1984 over the objections of directors
John Whitehead, Co-Chairman of Goldman, Bachs & Co, ("Goldman
gacha"), Household's investment banker, and John Moran, who
represents the Company's largest shareholder group with over
£130 million invested in RHousehold. PRach is a sophisticated,
experienced businessman. Both asked that the Board defear
action on the Plan until it could be further conaidered.
Neither would claim to understand the Plan or all of its
ramifications, - There is ovarwhelming evidence that the

" other directors also did no% have sufficient information to
understand how the Plan worked and, had been advised that
Delaware counsal had opined on the legality of the entire
Plan when, in fact it had not, and therefore could not hava

exercised informed business judgment in adopting the Plan.
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Tha essential elementa of the Plan are as follows:

1. Bousehold announced and, on August 28, 1584,
distributed a dividend to its common shareholders of one
non-voting, non-dividend paying right (a "Right") per each
common share. The Righta are currently scheduled to expira
in ten years.

2. The Rights are currantly non-exercisable and
may never become exercisable. The Rights, whan exercisable,
entitla the holder to purchase 1/100th of a preferred share

. of Household stock for an initial exercise price of $100.
As 1/100th of a prefarred share carries the same dividend
rate aa the Household common stogk (ﬁow trading for about
$30), the exercise of Rights into prefarred shares for 5100
makes no eccnomic sense. This was a consclous design. If
Rights were convertad into preferted shares, the Polson Pill
davice which inheres only in the Righta would be given up.
Thus, the praferred was designed intentionally to be out-of-
the~money. Thus, the Righta have no prasent aconomic value,
3. The Rights become exercisable if (a) a tender
offer for 30 percent or mora of nuugnhold'l common shares is
made (the "30 Percent Qffer Trigger®); or (b) if one person
. or group acquires 20 percent of Household's common gharesa
or the right to vota or acquire 20 parcsnt of asuch shares

pursuant to any arrangement, agreemant or understanding
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(tha "20 percent Triggering Events”). These are all avents
thought to pose a threat to management's continued control
of Household.

4. The Poison Pill aspect of the Rights, which is
the anle-reason for their creation, oparates as follows. If
gousahold is acquired in a merger or other business combina=
tion after the Rights bacame aiarci:ablc, the Rights may be
exerciged to purchase $200 worth of the acquiror's common
atock for $100. This is called a "poiszon pill* provision
because it forces the acguiror to aell his common shares to
rRights holders at one-half their valua, thereby materially
and adversely affecting the aconomic interests of his ownh
atockholders, An offaror who proceaded with a 100 percent
takeover in the face of this Poison Pill would cause massive
dilution to his company's value and reduce its earning per
gshare. No prudent management could do that; rather the
acquisition of Housahold would be abandoned =- or, mMore
likely, never begun.

5, The Rights may not be redeemed by action of
Household's atockholdersa, Household's Board may radeem them
at a price of 8.30 pert Right prior to the occurrencge of a
20 Percant Triggering Event. Thus, if the Board is in faver
of a takeover proposal, it can fogter it by redeeming the

Rights; if the Board wishas to discourage the proposal, it
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can refuse to radeem the Rights and force the offeror to
swallow the Poison Pill if it wighes to proceed, No offaror
would willingly suffer that penalty.

6. Significantly, once a 20 Percent Triggering
Event has occurred, until tha Rights have expired a 100
pearcent takeover of Household is virtually imposaible.
Although the Rights by their terma expire in 1994, they
can be nmlndgd by the Household Board, without atockholdar
approval, to extend their term or otherwise change thenm
as long as the Rights agent (a bank chosen by Household)
agrees, Thus, by way of example, the Poison Pill could be
changed at any time to increase the value of the acqpiror's
stock the Rights holder can buy from two times the exercise
price to twenty or even two hundred times that price, or to

extend their life indefinitely, all without a stockholder
vote,

W * +*

The Poison Pill Rights wers designed -and are
effective to create very substantial impediments to any
takaover of Household., They shift the decision on whether
to accept a tander offer from the stockholders, in whom it
has heretofore resided under Delaware and faderal law, to

the Roard. This effect is admitted by Household's witnessas

and documants.
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There have baen prior attempts to interpose boards
between tender offerors and stockholders. Numerous states
adopted so-called anti-takeover laws which permitted boards
of directors to interfere with tander offers by requiring
hearings bafore state agencies, These statutes delayed aome
tender offers and forsatalled others. They were struck down
in 1982 as unconstitutional by the United States Supreme
Court.

There are a number of vices in shifting the
decision to the Board and away from the stockholders. A3 a
legal matter, tha Delaware General Assembly haa detearmined
that the board of directors has no role in approving a
tender offer, That right rasides solely in the stockholders,
In contrast, a mergar or sala of substantially all of the
corpor;tion's assets must be approved first by the board and
thereaafter by the stockholders, This legislative choice is
changed by the Poison Pill Rights davice.

similarly, Congress and the Securities and Exchange
, Commission have designed a federal acheme of ragulation for

tender offers which grants atockholders tha exclusive decision-
making role. Management may 467?31 but cannot decide, That
: federal policy decision is also reversed by this davice.
The device is unnatural, It doas not result from
arm's-length nnéctiationl with a'third pacty or !raﬁ:a stock=

holder vote, It is purely a paper creation, It is created by
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a "dividend" which confers no value on the stockholders and
thus is not really a dividend, Tha fraction of a preferred
ghare a Right holder can buy is so far 'out-of-the-monay’

as to make it illusery., The Right itsalf only exista as a
springboard for the poison Pill. The Delaware Ganaral
Assembly, moreover, has not authorized rights convertible
into some other corporation's commen stock. Thua, theare is
a non-dividend dividend of an illusory right to buy praferred
stoek, all in order to force an unidentified (and presumably
unwilling) company in the future bto sall its shares at half
price.

The most dangerous aspect of the schame is the
ability of the board to unilaterally create rights at any
time with whataver anti-takeover terma the board wishes., If
this scheme is sanctioned by this Court, stockholder votes
on charter amendments would naver again he nacassary to
enact shark repellents. This surely was not the use the
Dalaware General Assembly contemplated for dividends or
rights when it authorized directors to issue them, The
Ganeral Assembly did not intand to parmit direstors to
change the rules of takeovefa for Delawars corporations
at any time without the necesaity of lagialative action
or stockholder vote. This extraordinary power to change

the rules at will is intended to and will insure that
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offarors will not proceed without the approval of the
target company's board.

The Rights are an affactive anti-takeover device.
mander offars are very expensive undartakings. The trans-
action costs alone can easily axceed 310 million, In some
cases they have exceeded 325 million. Household, with 60
million common shares on a fully diluted basis, haa a market
value of more than §1,8 billien, Only a limited number of
companies in the world could afford to buy Household or
would be willing to risk $10-$20 millien trying. If Household
is permitted by this Poison Pill plan to drastically reduce
the number of companies willing or able to htake it ovar,
the davice will have baen successful, and its stockholders
will pay tha prica.

The device makea Household a much less attractive
taksover préapect. Because a 100 percant transaction cannot be
accomplished without the acquiror guffering unacgceptable
dilution through operation of the Polson Pill, any company
which wishes to have acceas to the assets, cash flow or earnings
of Household to help retire its acquisition financing will be
eliminated as a prospective offercor, The number of companies
able to compete in an open market auction for Household will
thus be dramatically reduced.

Paradoxically, Household apparently now intends to

argue that this anti-takeover device is not really very

5
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affactive at all. Saveral of its directors say that any tender
offeror need only agree to pay a price the Board approvas and
the Board will redeem the Rightsa, Since tender offers are a
method by which the law allows acquirors to take offars directly
to stockholders when boards prove recaleitrant, the elimination
of this tander offer function hardly seems an ineffective
anti-takeover device.

The Household directors also say that if they do
not approve an offer, the offeror can solicit consents to
remove them from office or run a proxy contest to replace
them and then redeem the Rights. Thus, a prospective offerot
is invited not only to incur the millions of dollars in expensas
necessary to make its tender offer, but also to incur additional
williona and months of delay running a proxy contest before it
can buy shares which Household's stockholders may wish to sgell
immediately. Few, if any, offerors facing that proapect would
proceed; rather, another company less ragsambling a porcupins
will be pursued. That result works to the benefit of no one
but management.

Theue obataclea make the Rights Plan an saffective
anti-takeover devica; when they are combined with the Board's
ability unilaterally to expand or modify these cbstacles
by the amendment of the Righta or the issuance of new rights,

it becomes inavitable that prospective offarors will forgat

thelr designs on Housahold.
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The Rights have yet another troublesome aspect.
once a 20 Percent Triggering Event occurs, the Board's
ability to redeem the Rights is loat foraver. At that
point, bacause of the Poison pill, it is impossible as a
practical matter for the Board to effectuats a merger of
sousehold with anyone, even if the price offered is unques-
tionably fair, because the Rights also have to be paid off,
with 60 million Rights outstanding, that adds $6 billion to
the acquisition cost.

The non-redeemability of the Rightsa after a 20
parcent Triggaring Event will preclude major stockholders
from joining together to replace management, ona stockholder
from buying enough sharas to have a substantial chance of
replacing management, Of any pPerson Or group from obtaining
the powsr to vote over 20 percent of the shares pursuant to
a proxy or some other arrangement or understanding, These
are all 20 Percent Triggering Events. Thus, the Rights
severaly interfere with the axercise of voting rights by
Household's stockholdars and with thelr ability to replace
management through a proxy contast.

Although the Righta as constituted are complicataed
and ars subject to infinite variation, their gross impact on
Rousehold's stockholders was aquickly perceived. 1In addition to

Moran, who branded tham illegal and anti-stockholder at the
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August 14 meeting, a number of other stockholders, large and
small, have written Household to complain about the Righta.
Such atockholders have included long-tarm holders as well as
financial inatitutions. They all have the same complaint.
Their right to receive and consider tender offars has been
interfered with and they were given no chance to vote on the
matter.

Thare is good reason why the Household Board is
unwilling to permit the Company's stockholders to vote on
- the Poison Pill, This year the Board was advised that the

Housshold stockholders had baen surveyed to see if they would
vote for a milder anti-takeover device, a fair prica charter
; amendmant. The report waa negative.

The Household stockholders have no other recourse
but this Court. Last weak Moran introduced a resolution
before the Household Board that the Rights Plan be presented
to Household's stockholders for ratification or resclission,

Tt failed for want of a second.

10
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NATURE AND STAGE OF THE PROCEEDINGS

on August 17, 1984, plaintiffs John A. Moran, a
Housahold director of long standing, and The Dyson-Kissner-
Moran Corporation ("DEKM"), Housahold's largest stockholder,
filed this action to declare the Rights plan vold and parma-
nently anjoin Housahold from pursuing it or anything like
it.

on Saptember 10, defendants answerad and filed
a Counterclaim, They denied the material allegations of
the complaint and assertad affirmative defensea, We have
since baen told that the defendants do not intand to "praess"”
the Countarclaim at trial, This course is no surprise
because, as one of the Household witnesasas tesatified,
Household's shocking and baselesa attack on Moran darived
from "Mr, Clark's surmising.” (Kartalia 31) The Counter=
claim allagations are unsupported by a gointilla of racord
avidence.

Prial is scheduled for September 24, 1984, This

is Moran's and DEM's pre-trial memorandum.

1



|

s17S 9-B4; Si24rM $ R e =t = Clos i LAD (D HaY

EEATEHBﬂT OF FACTS

The Righta Plan culminates a long history of
Houaehold managemant's study of measuraes intended to prevent
a change in control of Bousehold., The plan i3 beat under-

atood in the context of that history.

The Household Management's
Fear of "Unwanted Takeaovey Bids®

Household management has historically displayed
a selge mantality with regard to unsolicited bids for
controllaf "their" company. Managamant calls offera to
nousehold stockholdars, whether in their interest or not,
calds or "challange[s]." (App. 15 at u5971)" Anyone
with the temerity to make such an offer is called a "raider."
(App. 16 at H5974) Household, in such a scenario, is a
"rarget," (Id,) The "raider'a” activities are czlled

"gubversion" by management's special takaover coursel (ApPp.

17 at H1%%7) or a "dawn raid." (Id. at H1562) Housshold

axecutives keeap lists of key management ready to respond
to raids on documents called "war lists." (Id. at H1557)

At least as early as 1974, Housshold war considex-
ing "pre-bid defensive measures™ (App. 18 at H5960) aimed at
reducing "vulnerability to a takaover” and providing "takeover

protection." (App. 16 at H5976) These measures included

All documents are incorporated as exhibits in the
Appendix to this memorandum, Por ease of reference,
documants are also identified by title where possible.

18
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classic "shark yvapallent® charter amendments (all of which
raquire a vote of stockholders to adept) such as staggered
boards of dirccto:s,':emoval of directors only for cause,
limitations on special shareholder meetings, a 'aupermajority'
vota requirement for mergers, and a nfair price" proviaion for
non-tendering stockholders. (Id. at H5976=77)

Household's documents dwell little on the question
of maximizing stockholder return3 should an offer be made,
Rejection of the proposals ia a foragone conclusion. Fotr
example, the Bousehold plan of defanse recitedy

Once [(not "if"] the decision has been

made to reject a tender offer, the

target company can congider a variety of

defensive actlons,

(1d. at HS981)

By Novambar 1982, Household's examination of
defenaive alternatives had progressed to guch a degrees that
defendant Donald C. Clark, now chief Executive Officer of
Household, was temporarily satisfied that in the economic
climate then prevalent Household had sufficlently prepared
itaelf to "movae quickly enough to respond £oO any challenge,"”
(App. 15 at H3973)

The Board's Initial Approach to Takeover
Defense -- The Fair Price Charter Amendment

with the quickening of merger activity in late

1983, Household's managemant began a thorough examination of

13
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whether it should seak ita stockholders' approval of an
amendment to its the certificate of incorporation, commonly
called a "fair price” amendment. (Upton 133-124)"

guch an amendment is designed to ensure that, in
two-tier offars, second-tier sellers are pald at leaat the
highest price pald during the firat-tier unless the board
dec¢idas otherwise.'* (Jamea 50-51; Upton 121-23) &Since
such a provision alters the balance batween the stockholders
and the boaxd And‘may detear certain offerors from making any
offer at all, falr price amendmants to tha certificate of
incorporation must be submitted to atockholdera, supported
by full disclosure of all of their favorable and unfavorabla
aspects, and may only be put into effect if a majority of

the stockholders favor it. 8 Del. Ch. § 242.

* Rafarance to deposition testimony is by the deponent's

name followed by the applicable page number, All such
deposition testimony is included in the Appendix,
arranged alphabatically by the names of the deponents.

** A two-tler offer contemplates firat, the making of a
tender offer for a company'sa stock and second, a atatu-
tory mergaer to eliminate non-tendering stockholders.
There are sound business reasons, such as tax and
finance mattars, which commonly lead offercors to seek
100 percent of a company's atock in thia manner, None
of the Househald directors have tsstified that such
two-tier offers are necessarilg undesirable for stock-
holders, even though the consideration paid stockholders
in the first and sacond ataps may vary in kind and
value. In this regard, federal law requires an offeror
to fully inform stockholders about its second-step plans
at the time a tender offer is commenced. Delawarse law
further affords stockholders, who are dissatisfiad with
the sacond-step consideration, tha right to a statutory
appraisal of their stoeck intereat,

14
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The Housahold Board Discovera That
Tt Cannot Push the Fair Prica Shark
Fepellent Past Its Stockholders

An ad hoc committee of tha Board was formed to
consider the "advisability of asking Household's stockholdars
to approve a falr price provision with respect to takeover
attempts.” (App. 19)

. Hanagament and tha ad hoc committee concluded that
the fair price amendment was unlikely to pass. In connac-
rion with tha examination of the fair price amandment, the
committee consulted with the proxy solicitation firm of
Gaorgeson & Company ("Georgeson") and conducted an informal
survay among Housahold's largest institutional stockholders.,
(App. 20) 1In Pebruary 1984, Clark informed the committee
that the reaction of Housshold'as largest inatitutional
gtockholders had been "uniformly negative® toward the
concept of a fair price charter amendment. (Id.) That ig,
every single large holdar of Household stock whom Household
management approached stated that they would vota against
the proviaion.

. Two Bousehold executives warned in a March &, 1984
memorandum that if the proposal were to fail "it is essen-

tially an 'announcement' that our sharsholders would be

receptive to a takeover, Failure to adopt the falr price

provision would also be a public~relations disaster...."

13
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(Id, (emphasis added)) Thus Household management's view of
tendar offars had become one of a conflict between "us”
(management) and "them" (the stockholders). Management, for
whatever motivea, did not want unsolicited tender offers.

On tha other hand, Household's stockholders, had sent a
clear signal that they could be expected not to support
management in that positien. At the same time, tha Household
executives warned that a fair price provision "would not
pravent a takeover of Fousehold by a determined and well
financed bidder." (Id.) Accordingly, they concluded, the
benefits of a falr price provision (i.e., stockholder
protection, without.an affactive managamant entrenchment
component) would not excaad the risks (i.e., encouragement
of the very result which the amendment was designed to avoid
-- a takaover ?E Household). (Id.)

Two days later, Clark reported to his fellow
committee members that because of the "short pariod of tima”
in which to solicit proxies, the timing was not right for
submission of the fair price charter amandment to Housahold's
stockholders that year. (App. 22 at H6094) Clark's recom-
mendation was adopted by the executive committee of Household
on March 13, 1984 (App. 23 at H1538), and by the full Board
at its meeting on May 8, 1984, The Household Beoard did not

swallow Mr. Clark's "lack of time" rationale for the decision.

16
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rhe Board well understocd that the real reason the amendment
waa not to be gubmitted to the stockholders was becausa it
might not pass:
Q. But, was it not your understanding

that the committes datarminsd that

for whataver reason, if tha fair

price amendment were submittad to

the stockholdars, at the 1984 meeting,

the cutcome of the vota was in doubt)

that is, it was gquastionable as to
whether it would have passed?

A. I think our faeling was it would bae
ralatively close, but it would have
passed, but it wasn't worth the
risk.
Q. The risk of what?
‘ A, Of not pasaing.
(James 40-41)
Clark himself briefed the Board on May 8 that
the dacision not to submit was made bacauss "THE QUTCOME WAS
700 QUESTIONABLE." (App. 24 at H370)

Housshold Receives a “Pagg" =
The Murchison Buy=-Out Approach

gix days after the recommendation to abandon the
fair price amendment had been approved by tha Board, Clark
received a letter from Ralph J. Bachenheimar, Exacutive Vice
President of Corland Corporation, writing on behalf of a
group including the Murchison family of Dallas, Taxas, request-

ing a meeting with Clark "to discuss a mattey which might be of

17
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mutual intarast.” (Clark 41-43; App. 25) In fact}
Bachenheimer wanted to talk about a laveraged buy-out of
aouaahold.*

Clark raported the Murchison ovarture to the
goard. (Rauch 46-47) On June 11, 1984, nearly a month
after gatting the letter, Clark called Bachenheimer and told
him "we have absolutely no interest in talking about an LBO

or any other change in curxent ownership of BI." (App. 25

(amphasia added)) see also Clark 43)
tn the interim, on May 24, 1984, Household manage-
ment met with lawyers from the Naw York firm of Cadwaladerxr,
Wickersham & Taft to discuss lavaeraged buy-outs. (Clark
! 111) Clark said at his deposition that the meating had
nothing to do with Housahold managemant or an LBO involving
management, but rather was golely intended to brief him on
the Bachanheimer contact, (Clark 113) The notes for the
b May 24 meeting show evidences of the rsal concern maznagement
nad with regard to a leveraged buy=out:
difficulty of effecting:

Co, put up for auctien
> Future of mgt. -

if competing bid gucceads oy are out;
wide !Echolu:e

"10-K* on avery lender's dask to
obtain finanecing ==

leads to shopping the deal
Announces Co is for sale,

In discusaing "a leveraged buy-out" or "LBO" we ahall be
refarring to "the most common of going-private schemes, the
go-callad laveraged buy-out (in which] the manajemant
borrows encugh cash [on the aredit of the company's assats)
to buy out the ahareholdera." (App. 26 at H4011)

18
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(App. 27 (emphasis added)) This is but ¢ne of saveral
documants that demonatrate managemant's concern that any
offar made to its atockholders, even one by management
itaalf, might well lead to a loas of management control of
the company, becauss if a competing bid gucceeds "you are
out." Or, as an article :rdm Forture magazine which was
included in the Board book for the August 14 meeting said,

"oopal My Company is on the Block." (APP. 26 at H4009)

clark's Request to Moran to Close Ranks —-—
Moran's Leveraged Buy-Out Analysis

In a telephone conversation with Clark on May 18,
1984, Moran told Clark that DEM was buying about one-half
million shares of Household stock a3 an lnvestmant. (Clark
118=19) Moran also tald'clark that Bear, Stearns & Co., a

New York investmant banking firm, had approached DKM and

" asked whether DEM would sell its. poaition in Rousehold.

{clark 1203 APpPP. 28) DEM had declined, (App. 29; Moran
91-92, 1013 Clark 120)

puring the convarsation, clark told Moran about
the Murchison overture, and asked for Moran's help in
formulating Bousehold's response. (Clark 121 Moran 97-100)
Among the defenses they discussed was a management=-led
leveraged buy-out, and 1t was agreed that Clark and Moran

would meet later to discuss guch a transaction. (Moran

99-100)

19
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Together wfth othar representatives of DKM,.whiCh
had earlier done some very preliminary analyses of Household,
Moran undertook a substantial evaluation of Hougehold from
the point of view of a possible laveraged buy-out, (Moran
99-100, 109) Quite gsecretly, and unknown to any Housahold
director (gee, a.g., Osler 151-32), Household managemant

contemporanesously agreed to pay Goldman Sachs $150,000 to

perform the same task. (Fahay 13, 13)

on May 29 and July 16, 1984, Moran and other
rapresentatives of DKM met with Clark and Rod Dammeyer,
Household's Chief Financial Officer. (App. 30y Clark
122-23) At the second meeting, Moran cutlined a proposal
which contamplated that the Househeld Finance Divislon would
pe sold after the buy-out, and the rest of the Company would
be kept by the buyers. DRM provided Damm.yor_and Clark with
their work product consisting of about twanty pages of
analytical work. (Clark 123) |

The materials provided by Moran, though gtill very
preliminary, provided some detail. There was no mention of
a hostile or "unfriendly” approach. To the contrary, undar
the DKM analysis a number of members of current Household
management would have participated as members of the buy=-ocut
group. Clark cenceded that the DRM proposal included

Household management. (Clark 124) Clark did not report
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this discussion to the Housahold Board, Thare is a contras
dietion in tha record as to why the Roard was not told.
Moran testified that rather than meeting in the Chiciga
headquarters of Household, Clark suggested that he come to
New York in order to keep the mattex confidential from
others at the Company and, in addition, told Moran not to
digcuss it with anyone., (Moran 123) Clark =says Moran asked
him not to tell the Board. (Clark 132) sinca Clark kept
his own managamqnt/coldman gacha study secret from the
Roard, Moran appears to havae thé battey side of the argument.

Cclark and Dammeyar met with Goldman Sachs on
July 16, At that meating Clark asked Goldman Sachs partner
Fahey, "How (to] insulate management's Euyout from baing
topped?" They told him the only method was by paying a
high price. (Fahay 143; ApD. 31 at 3)

clark theraafter told Moran in the July 16 meeting
tkat neither the Board nor management was interasted in
atarting a leveraged buy-out, and to illustrate his point
gave Moran a copy of the recently published Fortune magazine
article antitled "Cops, My Company is on the Block."™ The
thasis of that article ia well summad up in its lead:

EI]! you really want buyers to come

running, announce that you're taking

the company private, Then stand back.

(App. 26 at H4009)
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clark's only interest in an LBO was as a dafensive
manauver!
A. wWall, I told Moran that asa far as
management waa concernad, I was
willing to entertain a program to be
ready to react in the aevent we did
get an offer in an affort to top
that offer in price and, therefore,
benefit the sharaholders.
Q. You were willing to work with him,
that ig with Mr., Moran, oOn that;
is that right?
A. I was trying to convince him, not to
initiate the transaction, but to
work -- I would be willing to work
with him if he took it as 2 dafan-
aive poature, Yes.
(clark 135) <cClark's aggignment to coldmarr Sachs and his
remarks to Moran show that Clark wanted the option of a
leveraged buy-out in his back pocket as a defengive Mmeasaure
that would praserve management's contrel should an unfriendly
third party open an auction for Housahold. He did not want,
hewever, to risk putting "his" Company "on the block" (and
thereby "risk" gaining a gubstantial premium over market for
his stockholders) by starting the process himself,

' In his deposition, Clark called Moran "greedy" and
anxious to make a "bundla of money." Of course, the Moran
proposal at $35-40 per ghare would have glven stockholders a
40 percent pramium over the then market price and by Clark's

own testimony, would in all likelihood have achieved an even
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higher price for them when it wag outbid by a competitor
who had, as Fortune predicted, 'éoma tunning." -

purguant to Clark's request, Moran agreed to
consider an LBO proposal only as a contingency plan. He
told Cclark he would not do anything unla;s management
approved, (Moran 118) App. 32; App. 33)

Clark Fang the Flames of tha Directors'
Fears of a Hoatile Takeover

A managemant laveraged buy-out iz, by definition,
a "friandly" proposal which contemplates not only the
inclusion of members of current managament in the purchasing
group but also the approval of tha board of diractors.
Moran had no intent to "go around the board"; his plan
required their acgquiescence. (Moran 118) Clark, howavar,
bahind Moran'a back, procesded to tell the directors of
Moran's proposal in asuch a way as %o lead members of the
! goard to balieve that Moran was planning an unfriendly
takeover of Household. (Osler 122=23)

Clark did not tall the directors that Meran had
disclosed to him DERM's purchases of Housahold common for
purposes of investment, (Rauch 45-46) Clark did not tall
the directors that Moran's meating with ¢clark resulted from
Cclark's requast for help vegarding the Murchison pass,

(Rauch 47) Clark did not tell the Board that he agreed o
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work with Moran and DEM to analyze a managemant LBO as a
defenaive measure to an unfricndly'third-plrty offar to
acquire Housahold. (Sea Clark 132, 133) Wwhat Clark tcld
the Board wau.that Moran had proposed a transaction which
was not "in the best interest® of the stockholders of
Household. (Rauch 53) Clark's recitation persuaded Osler
that Moran was "seeking a hostile takeover of Housahold."
' (Osler 122-23) Oslar testified that he would have voted to
defer action on the Plan had Clark not spoken te him;
Re 4 » vl Telt it was a sense of

urgency, John Whitehead happened

to ba sitting beside me [at the

August 14 meeting]l. I said to him,

"1f I hadn't been hera laat night,

I might have voted with you."

. Q. What had happened last night, that
ig the night of the 13th?

A, I told you I had been informed by
Mr. Clark of Mr. Moran's activities.

(Osler 109)

The Goldman Sachs Presantation charding
Household's Vulnerability to a Raid

Wwhen it was seaking employment by Household as a
member of the "anti-raid® team, Goldman Sachs aubﬁitted a
report to Household dated May 29, 1984, entitled "Discussion
of Raid Preparedness and the Marger and Acquisition Market."
(App. 34) In the repoert, Goldman Sachs touched on a number

of factors that made Household “vulnerable to raids,” After
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it was hirad for an additional $100,000 fee, Goldman Sachs
nade the same points to the Board at tha August 14 maating.

As a rnuﬂlt ofltha Goldman Sacha presantation,
Household'a directors were led to believe that Household
was tipe for a takeover, (Bae, e.g., Upten 139-40) James
155-56) Among tha factors pressed upon them which led to
that impression were:

The high percentage of Househald stock
owned by institutional investors

(Upton 139-40, 148-49);

The low current stock valiue in relation
to recent earnings and prospective
earninga (4d.): :

The lack of significant insidex
‘ holdings (Upton 148-49).

Management racognized, however, that their stock=
holders would not vote for anti-takeover measures in the
Housahold cartificate of incorporaticn, Aa a result, they
began casting ;bout for a device which would accomplish
their entrenchmant objectives without shareholder approval.

Wachtell Lipton ia Retained and
, Gives Household Managsment a War Plan

re provide legal advice, Hcusahold management
hired the New York firm of Wachtell, Lipton, Rogen & Katz
("wachtell Lipton"), who provided on June 29, 1984 a "Takeover

Response Checklist." (Ap®. 35) This checklist is vivid in
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its import, It urges secrecy ("No or few notas"), security
(*Golden parachutes ... we continue to recommend .;. exacu-
tive [and] severance agreements...'i, solidarity ("Directors
nust guard against gubversion by rvaider"), atonewalling
("most raiders go away i# rebuffed at the outset"), and
lagal maneuvers ("the antitruat defense is alive and wall
and in asome cases can he a showstopper"). mhe chacklist
eculminates in the following recommaendation, "warrant
pividand Plan. We beliave this to be the beagt takeover
protaction. A copy i8 attached." The warrant dividend
referred to in the ahack list, with minimal changes, i3 the
poison Pill Right adopted by Housshold and challenged in
this case. <

Household's Acts to Deter Takeovers

and Entrench Management BY adopting Measuresd
Not Reguiring stockholdet Approval

so advised, Household took a number of actions
designed solely to deter any offer directed to the stock=
nolders which was not first approved by the poard, In that

affort Household:

* pormed a management "raam,"
chaired by ¢lark, containing "a

small group of key officera”;

prapared the Rights Plan, basad
on tha Warrant pividend Plan,
which Wachtell Lipton had callaed
"rhe bast takeover protection":
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At the Auguat 14 Board meating,
passed a resolution de¢laring
that it was in the stockholdaers'
bast interesta that Household
remain an independent corpoTa~
tiony

* at the August 14 meeting, amandad
the Company's by-laws to establish
(1) a substantial notification pariod
for non-managament nominpations to
the Board or other non-managament
proposals for consideration at
atockholder meetings, and (ii) a
gubstantial minimum time period for
the solicitation of written consents
to take corporate action under
8 Dal. C. s 228[

* At the August 14 meeting, amended

Household's employee benafit plans
to provide that shares of Household
stock held in such plans cannot

\ be tenderad to a person making a

tender offer for the shares of

Household without the express

authorization of the individual

plan participant for whose benefit

they are held;

. At the August 14 meeting, adopted a

L director's retirament benefit plan,
which afforded protection to sitting
directors in the event that they were
replaced by some action of the
stockholders; and

At the August 14 meating, adopted the
Poison Pill Rights Plan.

The Rights Plan was adopted over the objections
of two directors: Moran and Whitehead (the Co=Chairman of
Goldman Sachs). The Plan is intended by its authors to

have and in fact does have a far greatar deterrent affact
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on takeovers than the fair price charter amendment would
have had. Thus by adopting the plan tha Board not only "end
runs® a stockholder vote on the falr price amendment but
also granta managemant even more drastic entrenchment pro-
teaction than they would have received from the fair price

amendment,

* - .

Defendants will doubtless argue that their uni-
lateral adoption_nf the Poison- Pill Rights Plan is completely
insulated from any scrutiny on its merita by the application
of tha business judgment rule. Becauaa they ware ill-informed,
{11-advised and hopelesszly confused regarding the oparation
and effacts of the Plan, however, their hasty adopti&n of
the Plan is not entitled to the protection of the rule.

The Director-Defandants' Inadequate Information
Regarding the Poison Pill Rights Plan

Housahold's management provided the directors
with information on the Rights Plan by three avenues: (1)
a brief, inaccurate summary of its principal terms compris~
ing three pages of the 31-page "Board book” distributed
before the August 14, 1984 meeting (App. 26 at H4031-H4033),
(2) Clark's presentation to an informal meeting on August

13; 1984 of directors he conaiderad to be particularly
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1oyal1* and (3) the presantation at the August 14 Roard
meeting.
Prior to thelr vote to approve the Poison Pill

Rights Plan, the directors ware not gurniahad tha proposed

regolutions concerning the Plan (App. 36 at H4114-H4119) or
the Rights Agreement. (APP. 37y Clark 98)

The Plan is intended to be complex and confusing;
indeed, its authors boast that ita vary complexity creataes
"rather complicated aituations ... diffieult ... to evaluate
... [that] may deter a takeover." (App. 26 at H4031) 1t is
not, theraforae, surpriasing that the directors had only the

most superficial understanding of the Plan for which they

voted.

the Poison Pill Rights Plan and thae
pirector-pefendants’ rundamental Mis-
understanding of Its Tarms and Queration.

The Terms and Operation of the Plan

The Plan purports to authorize for Household's

common stockholders a "dividend" of one "right" for each

»

The August 13 meeting appears to have bean little
short of a sales pitch by Clark to direactors he viewed
as sympathetic to the Plan and its entrenchment result.
Although Rauch intimated that the maeeting was an in-
formal, "if you are in town" kind of thing, he himself
was called in Nantucket and invited to attand. (Rauch
55-56) Moreover, the fact remains that Moran and
Whitehead wera not present, nor warsa they invited,
(Clark 99-100) Nor was dafendant Evans, Even Clark
conceded that it would have been bettex to have all of
the directors in attendance in vieaw of the importance

;nd complexity of the mattexr to be discusaed. (Clark
9)
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common share held., Each Right i3 said to entitle the
holder, upon its exercize, to buy, for $100, one hundredth
(1/100) of a share of a new series of participating pre-
ferred stock. The Right may be egercised only upon the
sccurrence of either of two types of *vriggaring eventa®.
rhese aré: (i) acquisition by any person of 20 percent of
Rousehold's commeon shares or the right to vote 20 ﬁercant of
such shares, or agreement by persons holding 20 percent of
Household's outstanding stock to-act togathery or (4ii)
announcemant by anyone of an intention to make a tender or
axchange offer for 30 percent of the cutatanding Household
common stock. (App. 37 at H2187=-82190)

The anti-takeover aspect of the Plan is centered
in the "poison pill® contained in the flip-over proyision.
The flip-over provision of the Right becomas operable when a
person who has acguired control of Household in a manner not
approved by the Bousehold Board mergas or otherwisa combines
with the Company. Upon such a meXgar, each Right "flips
ovar" to become a right to buy, for $100 cash, $200 in
market value of the common stock of the acgquirer (or, if
Bousehold is the surviving corporation, 3200 worth of
Household's participating prof.erred).i (1d. at H2214)

W

The Rights Agreement provides for adjustment of the
exercise price under certain limited circumstances.

(App. 37 at H21935, H2199-82212) For simplicity, all
descriptions of the operaticn of the Rights in this brief
are in terms of the original exercise price of $100.
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rhe "poison™ in the "pill® thus swallowed by tha acquiror is
the dilution of its capitalizatioen, which it suffers when
ehe holders of the Rights buy a major portion of his gtock
for half its market prica, As Kartalia noted, by exercising
the pill "we can eat the acquiror for 1/2 market value,”
(App. 38)

The Rights are tedeemable by Hou:uholdis Board for
¢.50 each at any time before the occurrence of a 20 Percent
friggering Event -- in simple terms, at any time before any
person or group obtains the right to acquire, or the right to
vota, 20 percent or more of Household's camﬁon stock.

The new preferred stock would carry a gquarterly
dividend of (a) $25 per share or (b) 100 times Househeld's
common dividend, thchever ia greater. Thus, under today's
conditions, the praferred dividend would be $175 annually
(100 times the present $1.,75 common dividend) for a yield of
1.7% percent, G&ince one share of preferred, 1f outstanding
today, could only be bought for 100 Rights and §10,000, the
preferred is as Eousehold candidly agrees "out of the
money." BSince Household's stock, now trading at $30, would
have to rise to 3100 for the preferred to have life, the
preferred is likaly te be “out of the money" for some time
to come.

The Plan is an artificial construet. It has no
financing function and no economic basizs, As director Evans

teatifiad:
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Q. Augumin? the rights wera exarciiable
oday, is thare any economic reason
] for someone to exarcise his rights
’ and acquire the preferred stock?
A. I wouldn't think an economic reason,
NQ. .
Q. Is there anY other reason one would
do ,.. [mo? '
A. I wouldn't think so.
(Evans 54)

‘Tha sole purpose of the new series of preferred is
to provide a "hat rack" on which to hang the Rights. The
purpose of the Plan =-- plain, simple and for all intents
and purposes admitted -- i3 to expose potential acquirers (or
"raidears," as Househald management prefers to call them)

. to the in terrorem threat of having their capitalization
"saten" for one-half market value. Director-defendant
Flynn, a former partner of Arthur Young and Company, teasti-
) fiad that the Plan was intanded solely as a "deterrent:”
Q. MTraditionally, then, righta to
purchage stock are intendad to
provide a vehicle wherab¥ peacple
buy stock, perhaps at a lowar price
than they are scld ordinarily on
the market) isn't that correct?

A. That i{is correct.

Q. And that's not the function of these
righta, is 1it?

A. That's not the function of this.
That's not tha primary function,
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Q. And, indeed, it would not be a
reasonable function unless the
preferred stock were to be valued
at approximately $10,000 a share?

A. Which it could be over a tan-year

pericd. I suaspect that the value
will be there.

Q. But these rights would not appro[x]=-
imate or be similar to traditional
rights unleas they 4ot in the money)
isn't that right?

A. That iu correct.,

Q. &o that this plan itself has no
financing function, does it?

A. Nb.

Q. Indacd its only function is, or
its only intended functiOn was a
deterrent functiony isn't that
right?

A. Detarrent function in the context of
our discussion today,

(Flynn 85-886)

The Director-Defendants' Misunderstanding
of the Terms and Operation of the Plan

The director-defendants who adopted the Plan did not
(and still do not, even after extensive preparation by their
lawyers) understand many of its pivotally important provisions.
Such proviaicna include how the Rights are triggered, what
the affect of triggaring may be, how the flip-over operates,

what security containa the "pill" and when the Rights becoma

non-radeamable.
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Dillon testified that the Rights would be triggered
upon the acquisition of 100 percent of Household common
atock by a third party -- not 20 percent, as the Rights
Agraament Fﬂﬂ“idﬂﬂmf (Dillan. 22~24). Ewansa,. when. askad
whether the formation of a group holding in excess of 20
percent of the shares would conatitute a triggearing event,
reasponded:

ft's hard to say. The announcement would

not trigger it. It's the ownership of

20 percent that triggers it. I don't

know. The answer is: I don't know.

(Evans 40) Kartalia testified that only a "single entity
owning 20 percent” would trigger the Rights, obtaining
consents from 51 percent of the ocutstanding shares would
have "nothing to do with triggering the rights." (Kartalia
6§8-69, 72=73) These diractors appear not to have known

that (i) "groups" fall within the reach of the Plan.** and
(ii) the right to vote shares is litarally enough to satisfy

the 20 Percent Triggerig Events.*'*

No director but Clark was ever provided with a copy of
the Rights Agreemant prior to the vots., Clark believed
they would have been burdened by the "legal® and
"rachnical™ nature of the agreement, (Clark 96-37)
The flip-ovar provision, somewhat to James' surprise
whean prompted by hia counsel (James 64-65) and c¢ontrary
to Rartalia's belief (RKartalia 79-80), appears nowhere
else but in the Agreement, s© no one read its terms
before they voted,

** see Rights Agreement, Section 1(c)(iii) (App. 37).

"** see id., Section 1(e)(ii).

34



TELECOPIER 495;17- 9-84; S:36PM . 3026586548~ 2123711678; 843
0%,

- . Evans thought that the 30 Percent Offer Trigger
only applied to an offer for exactly 30 percent, and not,
for example, to an offer for any and all of the shares.
(Evans 89) 8She also candidly conceded that she did not
know what additional protection was purportadly conferred on

Household stockholders by inclusion of the 30 Percent Offerx

’ Trigger in the Plan: "I don't know., I havsn't tried to think
that throuqﬁ.' (Evans 88)

s Along with a numbeyr of her fellow director-dafend-
ants, Evans had no idea why the 30 Percent 2ffer Trigger was
included in the Plan, | |

'] | As I said a while ago, there was never

discussion about why the 30 percent was
- chosen. As my understanding of the
X total motivation that we had in adepting
the total plan, this seemed to me to
make sanse. It's just common sense on
my part and not knowladge of why it was
-‘ done the way it was dona.
(Evana 89)
Rauch admitted that he did not know the reason
4 why there is a triggering mechanism based on the making of a
' render offer and not just the acquisition of shares: "I
don't know that I do. Obvicusly there has to be one,"
(Rauch 85)
Brennan testified that he doesn't recall any discus-
gion at the August 14 Board mesting of the reason for the

30 Percent Offer Trigger, and conceded that he himself has
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) naver formed an opinion about it. (Brennan 107-108; see

also Evans 84)
saveral of the directors misunderstood the affect

of a triggering event. For exampla, Upten first testifiad

that aven after acquisition by a third party of 20 percent
of the outstanding shares of Household, the Rights would
only be tradeable in conjunction with the common gtock with
reapact to ﬁhich thay were originally iasutq.* (Upton
’ 3%=-36) Later, he concaded that he did not xnow whather th
Rights could trade saparatsly from the shares onca a 20
percent block was acquired, Finally, after having bean
$ ghown Clark's August 14 latter to Household stockholders
ragarding the Poison pi11 Rights Plan (App. 39), and
counsel having read him & portion of the latter which
indicates that'the Rights could be transferabla apart
from the common stock, he ahanged his mind:
Q., Do you sae€ thera where it says
*phe rights will not be gxercise-
b able or tradaable aside from the
common stock until gomebedy
acquires 20 percent of the common
atock or makes an offer for
30 perceant of the common stock"?

’ THE WITNES3: Yas.

In effect, Upton's testimony ia that the Rights do not
bacome axarcisable nor detach from the common shares
even upen the acgquisition of a 20 parcent block, which
ia plainly incorrect.

36




- TEL_[:-:DPII:R 495; 17- S-84; S:i37FM ; 30Z05386548= 2123711678: 845

.!.

W ' EY MR. WARD:
¢. Saparate certificates for the
rights will be mailed to common
gtockholdars as of such a date?
2., Yas.
Q. Is this the first that you laarned
that these rights are transferable
apart from the common stock and
’ saparate certificates will be
issuad?
A. It's not the first time at all,
and I've raad the statemant many,
many times.
Q. You just forgot?
A. I just forgot,
, (Upton 45-46) - Having "raecalled” that on the occurrence
of a 20 Percent Triggering Event the Rights could trade
separately from the stock, howaver, Upton parsisted in
asserting -- incorrectly -- that the Rights would not bae
axercisabls for the purchase of the new preferred until
a mergar took place:
Q. Did iou authorize at the August 14th
meating the creation of a series
of preferrad stock called Saries A
Junior Participating Prefarred
Stock?
[ h] YQ!-

Q. How many shares of such stock did
you authorize?

A. 600,000.
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Q. When was that preferred stock to
be issued and under what circum-
atances?

A. The prefarred stock, at the time
of a merger, the rights were
eligible to subscribe to the issue
of preferrad stock, And that is
when the preferred atock would
bacome issuable,

(Upton 98-99)
There was thus serious lack of comprehanalion of
the triggering mechanisms of the Plan. &imilarly, even on
! somathing so fundamentainas the fiip-0ver provision, Upton
firmly =-- but iﬁcortectly -- tegtified that if Hou:ahald
ware to saek a merger with another company, taking tha
initiative on its own, the ‘flip-over provision of the Rights
! would not be operative and thay would “have no Meaning.‘*
(Upton 28) And Kartalia thought that the flip-over was a
featura not of the R;ght, but of the preferred:
Q. Your understanding is that the
right must be exercised for the
prefarrad share in order to

obtain the flipover result; is
' that correct?

A. Unlass both parties agree that you
didn't have to go through that
step. But I think the answer is,
to have a clear availability of
purchasing $200 worth of raiderx
stock, I would prefer going the

The ‘flip-over provisions would, of course, continue
to @xist. To make them "meaningless™ the Board would
have to redeem them at a cost of at least $24 millien,
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' route of what the plan says, you
get your preferred share and it's
availabla for the flipover,

Q. The flipover is inherent in

the preferred share in your
judgment) is that correct?

A. Yes.

(Rartalia 79-80)

The Board membars misunderstood or were confusad
as to when they, as directors, would have the power under
the Plan to redeem the Rights. The directors' confusicon as
to what constitutes a 20 Percent Triggering Evont'reflecta,
as well, a misunderstanding of the Board's power to radeam,

‘ as the two are, by definition, interrelated, Plynn testified
that the Rights become unredeemable upon tgeparation from the
common stock. (Flynn 31) In fact, such is the casse only if
the separation is pursuant to a 20 Percent Triggering Event,
The 30 Psrcent Offer'Trigger doeas not affact the power to
redeem until 20 percent has been acquired, Brennan testi-
fied that Rights are "redeemable up until a purchasa of 20
pearcent of ... [Household] and within ten days after noti=-
fication of the redamption is made." (Brennan 39 (eamphasis

i added)) The "Rrannan ten-day lapse” is one of the few
complaxitii: Eousehold stockholdersa have bean spared.

rThese are not trivial or irrelavant mistakes. The

Adetarrant effects of the Poison Pill on changes of contrel
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flow directly from the Plan's trigger, flip-over and redaemp-
tion provisions. A misunderstanding of thesge provisions
indicates a fundamental misunderstanding of the detarrents
that are at the heart of the Plan,

The confusion every director showed was denerated
by the intentional complexity of tha Plan and enhanced by
its haste of adoption. Clark, himself, said the “complexity"
of the Plan would cause an acquiror (preaumably fully
advised both legally and financially) “to take the time
and make the effort to understand the Plan and its various
ramifications bafore ha would mova forward." (Clark 62)

Tf Clark thought the Plan required extensive time and study
for understanding by wall S8treet professicnals, he could
hardly have thought his Beoard at a three-hour meeting could
fully comprehend what they were voting on.

The Inaccuracy of the Prasantations at the

Augquat 14, 1984 Board Meating Regarding the

Fffects of the Plan and the Director-Defendants'
Migundersatanding ¢f Those Effects

The Plan was presented to the Household Board at
ita Auguat 14 meeating as one more part of an "anti-raid"
program the Company was developing. Prior o the meeting,
the directors were advised, not that they ware to vote ON
the Plan, buf rather that they would hear an "overview" by

"[a]lttorney Martin Lipton ... of takeover activity." (App.
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! 26 at H4006) Lipton, the Board was advilud; would "briefly
comment ¢n [certain) propeosala (four in number) only ona of
which wasg a "Share Purchase Rights Plan." (Ic.) Goldman
Sachs was also to make a preasentation to the EBoard concern-
ing the vulnerability of the Company to a "raid"™ and their
racommendationa aa to what the directors could do to disz-
courage any acquigition efforta which did not meet w;th
Board approval. Director-dafendant Tait, for one, testified
he did not know the Plan was intended to be presented for a
vote. (Tait 24) |
Lipton did not review with the Board the speacific
! provisions and likely effects of the Plan adverse to the
interests of the Company and its stockholders. His presen-
-tation was simply a sales pitech for the Plan. Specifically,
Lipton said the Plan would:

- discourage partial bids for Bousehold's
stock (8/14/84 minutes at pp. 3, 7,
App. 40); and

- channél takeover proposals for Household

into cash for all the stock type proposals
(1d. at p. 7); and :

and would neither:
- restrict, inhibit or make more expensive
a proxy contest to elect a new Board of
Directors (Id. at p. 8)) nor
- restrict the ability of the Board to accapt

any acqguisition proposal it desired to
accept (Id. at p. 8).
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In every respect, tha Poison Pill Rights Plan
fails to deliver on Lipton's promise, Morecver, as to each
of these items, the tastimony of Household's directors
indicates that the Board did not understand the Plan's
potentially irreversible and advarse affacts.

Pinally, it now appears that the opinien of
Richards, Layton & Finger regarding the legality of tha
poison Pill Rights Plan -- waich saveral directors teatified
was important to them in_vozing to approve the Plan (see
Upton 135; James 1473 Clark 31-32) -= was severely limited
in its scope, assumad the Board exercised business judgment,
and expressed no opinion whatsocever on the legality of the
pivotal "flip-over" provision. (App. 49) Shockingly, the
presantation of the Richards opinion at’tha'hugu:t 14
meeting by codunsel othar than Richards omitted entirely any
mentien of the limitation and reservation of the epinion,
and affirmatively stated that the Richards firm had opined
on the legality of the entirae Plan. (8/14/84 Minutes, App.

40 at 4, 9) In short, the opinion was mischaracterized to

the Board, “

The Plan Does Not Discourage Partial Offers
For Household's Stock to Any Greater Extent

than It Discourages Other Types of Change of
Control Transactions,

One banefit promised for the Plan was the preven-

tion of partial tender offers, Lipton told the Board that
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) such offers warae undesirable because “[t]lhe partial offer
generates fear among shareholders that, if they do not
tander shares, they will be locked into a minority positioen,"
Mr. Rauch went so far as to deacribe partial tenders as a
type of “immoral corporate activity we have going on in the
world today." (Rauch 21-22)

Yet the Poison Pill device insures that no person
desiring to own 100 percant of Housahold's sharei will
tender without Board approval. Thus, the stockholders will
be relegated to the few, if any, offerors willing to make
a partial offer without hopa of obtaining 100 percent of

L Household for an extended period of years, if not foravar.
Thus, the very evil feared by Rauch and Lipton is fostared

! by their Rights Plan,

| The Plan Will Tend to Restrict and

Inhibit a Proxy Contast to Elact a
New Board of Directors

Houaehold's diractors cdnsi:tlntly testifiad that
) Lipton's statement that the Plan would not affect voting
rights or inhibit a proxy conteat was significant in their

-d001510n to adopt the Plan.

Q. Is that point in your view a signi-
ficant one in evaluating the rightsa
plan?

A. Abksolutely., FPFrom the shareholders
gtandpoint of view I think it is
extremaly significant.

(Clark 91-92) see also Hendry 5%8-59, 61-62)
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In fact, the Rights Agreement does intarferas with
proxy contests in three ways. rirst, the 20 Percent Trigger-
ing Evants effectively prevent any insurgent from first
raking a position of 20 percent or more, as is often done.
second, the Plan discourages stockholders from banding
together in a group to aolici£ proxies if, collectively,
they own 20 percent or more of the atock. Thus, A person
soliciting proxies would be discouraged from seeking out
others to jo;n in his effort., Finally, read literally, tha |

Rights Agreament makes the Rights nonradeamable upon the

acquisition of the right to vote 20 parcent or mere of the
shares through a proxy solicitation or some othar arrange-
ment or understanding. Several directors have indicated
thar knowledge that the Plan would inhibit proxy contests
might have caused them to vote against the Plan.
ror example, Hendry stated!
Q. pid you consider at all the question
-= and this is at the time you mada
your dacision to vote in favor of
thig rights plan at the Board
meeting on the 14th =-- did-you
consider at all the queation of
whether or not the rights plan would
have an affact upon the ability of
gtockholdars to engage in pProxy
contasta?
A. Yes, I considered it.

Q. Was it important to your decision
to vote in favor of that plan?

A. Yes, that's why I voted for it. '
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Q. Do you recall Mr, Lipton saying
that the plan does not effact voting
rights?

A. Yes,

Q. pid you consider that important in
deciding to support this plan?

A. Yen,

Q. Would you have supported the
' rights plan if you had been told
that the plan would inhibit
stockholders from soliciting
proxias to replace the Board of
Directors?

W * ]

A. No, I would not have, Tha answer
is clearly no, I would not
_have.

(Hendry 61-63)"

The Plan Discourages Cash Offers
for All of Household's Stock

In adepting the Rights Plan, the Board raliaed
gtrongly on their mistaken understanding that the Plan does
not discourage "any and all" cash offers for Housahold's
atoek. (See, e,4., Brennan 73=74; Dilleon 44) In his
presentation to the Board, Lipton digcounted any deterrent

effect on any and all cash offers and said that if only 93

One direcgtor testified: "I think proxy contests are
inherently disruptive to the company and to the normal
day-to-day functions of the company, And I certainly
wouldn't want to ses a lot of proxy battles and fights
going on.” (Hendry 58)
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percent of the stock and Rights ware tandared in response to
a tender offer for all shares, "the prospect of having as
many as 5% of the rights .., outstanding would [not be
likely to] stop somaona from making such a tender offer in
the first place." (8/14/84 minutes at p. 9, App. 40)

The tastimony shows that the directors enacted th;
Rights Plan in part due to their misunderstanding of the
Plan's effect on an offer of cash for all of the atock:

Q. Do you know whather the rights plan
as adopted by tha board would deter

someone from making an any and all
cash offer for the shares of Household?

A, It's my understanding that it was
one of the fine features of the plan
that it did not detar any and all
cash offers.

3 * L]

Q. By your anawear, are you referring
both to offars that are presanted to

the board of directors and to offars
that are not presented to the board
of diractora?

A. It's my understanding that it is not
negesgsary to submit an all cash
offer to the directors at all, and
go directly to the stockholders.

Q. Is it your undarstanding that the
plan does not diacourage or deter
anyone from doing that?

A, That is my understanding.

(Rauch 81=82)

The Plan strongly discourages c¢ash tender offars
for all of Household's stock, by imposing, through the
A6
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oparation of tha flip-over provision of the Rights, extramely

onerous dilution in any second-stap mergar. Patar Fahey, &

Goldman Sacha partner who took part in the presantation to

: tha Board at the August 14 meeting, testified c¢learly as to
the obstacles a 100 percent cash offeror would need to

surmount in order to complete his acquisition of 100 percent
of Household's stock:

Q. And in factoring in the effects or
the impact of any of the rights that
might be left outstanding [after the

f teander offer], what would the
offaror have to conaidar?

A, T# an offaror were making a tender
offar for all of the stock and all of
the rights, he would, firat of all, as

) I said, have an incentive to negotiate
with the board of directors and not
take action unilaterally; and

) secondly, if he nonethelass decided
to take action unilaterally, he
would likely condition his offer on

[ the obtaining in a tender offaer of

. gome high percentage of the stock
and the rights in the offer.

Q. In other words, he would put a
very high minimum in his offer 30 he
wouldn't have to buy any stock or
rights in the minimum numbex of
shares and righta tendered?

A. Yas.

Q. What do you think that minimum
would be, if scmebody were trying to
protect himsalf against the affacts
of this rightsa plan?

A. gomething in axcess of %0 percent.

(Fahey 37~38)
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Aa to the likelihood of over 90 parcent of
Household's stock being tendered in response to a 100
' petrcent cash offer where the offeror Has indicated an
intention to pursue a second-step marger, Fahey atatedi
Q. Indeed, wouldn't it be a rather
gtrong disincentiva for people to
tender if they knew they could gat
three times as much in tha sacond
stap?
A. BSome peopla might think that way,
Q. Indeed, it would be rathar difficult
to get 9% Eercent or 90 vercent of
tha stock in those circunstances?
A. It would no doubt be difficult,”
(Fahay 41-42)
As geveral directors have recognized, tha 100
) perceant offeror would thus have a compelling incentiva

to geek tha Household Board's approval of the offer and

The 95 percent of gtockholders who tendered their

' ghares in the front end would be twice-~disadvantaged:
first, they would receive a lowear price for their shares
and, sgecond, thny would, unlike the holdouts, be unable
to "eat the acquiror for one half his market valus.”
Thus, the alleged unfairness in two-tier, front and
loaded offers, which the Household Board purportedly
solved in adopting the Rights Plan, is not solved at
all. To the contrary, the difference in considearation
received by stockholdera in the front end and back end
of a two tier offer is far more dramatic under the
Rights Plan. Incredibly, James showed complete in=
differencea to this unfair treatment of the vast majority
of stockholders, remarking that "[iln an aggregate, the
shareholders [in that aituation] would be treated
fairly." (James 130)
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redemption of the outstanding Riqhta.* (See, ®.9./
! Brennan 113; Plynn 68; James 120) If the Board determined
not to redeem the Rights, the offeror's alternative, accord-
ing to Fahey and others, would be to try to replace the
Board via a proxy solicitation or consent procedure, and
éedeem the Rights. (Pahey 42-43y Rartalia 73) In actual
fact, no offeror would enter the fray at all recognizing
that the solicitation would leave his offer exposed for an
axtended piriod of tima and that his transaction costs would
’ BOAr, | |

In light of the massive potantial dilution of
the acquiror's stock =-— even Lipton conceded that "the
prospect of having as miny as 10% of the rights remaining
, outstanding after a tender offer with the resultant dilution

of about $600 million ¢ould be a significant detarrent to

L gome offercrs...."” (8/14/84 minutes at p. 9, App, 40) =-=- a
| 100 percent offeror's only theovetical alternative, if he
determined not to withdraw from the transaction, might be to
walt until the expiration of the Rights to exacute a merger.
The raszult of that alternative, however, would be that

many of the legitimate reasons for seeking 100 percent

Impossible, of course, if a 20 percant investor had
already pulled the acgquisition trigger.
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control -- greater flexibility in finaneing, management,
riak-taking, leverage -= would be 1¢8t.* '

In viaw of the problema an offeror would have if
he wera unable to convince the Board to redeam the Rights of
if the Rights were unredeemable as a result of a triggering
avent, the Plan is intended by its authors to bring ahout
irs natural and probable consequence and, thus, will discou~-
rage zll cash offers for all of Household's shares which

are nct blessed by the Board before they begin, As Fahay
gtated:

Q. Do you think ... [the Plan] would
limit the number of companies .
that would be willing to make a cash
offar for Household?

A. well, I think there is a chance
some company conaidering -« if they
were to look at Household and
congider whethar to make an offer
for Household, might see the plan and
might ¢o on to another case and not
make an offer,

Q. Indaed, ona of the purposas of the plan,
as Mr. Lipton describes it, is to create
a gituation so confusing that it will
deter offerors, isn't. it? Do you re-
call reading that?

A, Yas, I think that that -- that is
one objective of the plan, to lower
the probability of any unilateral
action being taken by a third party.

(Fahay 161)

o Tha Board has retained for itself the power to amend

the Rights Agreement at any time. Thus, even the 1934
expiration date will be seen by a potential acquirer as
a provisional termination date subject to extension,
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The Plan Sevaraly Rastricts the Ability
of Household's Board to Accept Attractive
Acquisition Eggposals

Turning the coin over, it is clear that the Plan
actually ties the hands of all future Hougehold directors
by robbing them of the digcretion to conaider acquisition
proposals on their merits,

t#, for example, an investor were to acguire 20
percent of Household's stock for an entirely legitimate
purpose, the Rights would thereby be triggered and the
Board's power to radeem tnrminatad.* Brennan concedad
that the Board's discretion in considering offers would be
saverely limit;dt |

Q. ves I am asking you whather

the Board would have any ability
to structure a merger tranaaction
in those circumstances in which

the rights would not take effect?

A, To my knowladge, it would not.

Director-defendant Miller Upton, a former professor

of corporate finance, stated that such a 20 percant
triggering purchase could be. made for a variety of good
reasonss

Q. so that you would raecognize that
thare are a number of circumstances
where a legitimate investor
without a public ba damned oxr
corporation be damned attitude might
‘wish to invest in 20 percent =--—

'Al Sul'.'!lly.
(Upton 33)
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(Brennan 99) Evans ;qreed, stating that "[a]omeone would
£ind it difficult to effect a merger with the board if the
rights are no longer redeemable," (Evans 83)

The Board apparently did not iven discuss the
effect of the existence of cutstanding non-redeemable
Rights on an attempt to acquire Household:

Q. Was there any discussion at tha.

board maeting of how the rights plan
would affact an attempt to acquire -
control of Household after the
rights were no longer redeemable?

A. I don't recall that thare was a dis-
cussion about that.

(Evans 71)
The minutes bear cut Evans' recollection,
* * *

Thus the racord as developad diacloses that there
was and is enormous doubt and confusion among Houaehold's
directors as to each cf the prinaiﬁal points made by House-
hold'as e¢ounsel in his presentation to the RBoard, The record
is raplate with examples of the directors' ignorance of the
mechanics of the Plan and their utter lack of understanding
of its intended effect on all acquisition attempts. The
record makes clear that even as to the points made by
counsel at the Board meeting, they failad to describe the
dramatically detrimental purpose or effact of the Plan on

the stockholdars of Household,
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The outrage expressed in numerous letters from

Household stockholders -- large and small =-- already received

by the Company (App. 48) is no mors than the natural result
H of such haaty and ill-considered action of the Board and :he

basi¢ inegquity and illegality of the Plan.
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ARGUMENT

I. TEE BUSINESS JUDGMENT ROLE
PLAYS NO ROLE IN THIS CAGE.

We assume that defendants will ciaim that their

adoption of the Righta Plan ia insulated from the Court's
scrutiny under the business judgment rule, FEowever, ag the
éc:egoing discussion demonstrataes, the Household directora
acted without sufficient {nformation and with unnecessary
speed at the August 14 meeting. Even aftar praparation by
their attorneys, the diractor-defandants ware seriously
confused, if not bawildered, by the terms of the Plan and
\ B offered uttafly inconsistent descriptions of the effact of
the Plan on acquisition offers., In addition, testimeny
to date illustrates how the ﬁights Plan has materially
: strengthened management's contrel over Household's destiny,
vesting tham, as damonatrated mora fully below, with an
minterest" in the Rights Plan that far axceeds the tradi-
tional balance of decialon-making between managamant and
stockholders,
pDecisions of a board are not accorded any presump-
tion of propriety if, as here, its members fail to conaidex
carefully the consequence of thelr actiﬁﬁ:'br if its members

are "interested.” See, e.9.; Norlin v, Roonay Pace, Inc.,

[Curren Transfer Binder] Fed, Sec. L. Rep. (CCH) 9 91,564'
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3 (2d Cir. 1984). The Suprama Court recently stated in
Aronaon v. Lawis, Del, Susr,, 473 A.2d 803, 812 (1984),

that the business judgment rula's "protectionsa can only be
claimed by disinterestad directors whose conduct otherwise
meats the test of business judgment" and "to invoke the
rule's protection directors have a duty to inform themaslves,
prior to making a businesas decision, of all material infor-

mation reasonably available to them,” Accord Andresen v.

gBucalo, Dal. Ch., C.A. No, 6372, Hartnatt, v.C., (Mazch 14,

1984) (slip op. at 7-8) (App. 41); Good V. Texaco, Ine.,

Del. Ch., C.A., No. 7501, Brown, C. (May 14, 1984) (slip op.
11 at 9) (App. 42); Weinbercer v. United financial Corp., Dal.

Ch., C.A, No, 5915, Hartnett, V.C., (Qet, 13, 1983) (slip
1 op. at 18-20) (App. 43).
Purthermore, the Poison Pill Rights Plan is not
\ authorized under federal and state law, and the Board's

motivation is therefore irrelevant, cf. Triplax Shoe Co, Vv,

\ Rice & Hutchins, Inc,, Del. supr., 152 A. 342, 343 (1330),
The Board simply cannot argue that it violated fadaral
and state law yet properly exercised its buainess judgment.

| Abarcrombie v, Davis, Del, Ch., 123 A.2d 833, 896 (1956),

modified, Del, Supr., 130 A.2d 338 (1937),
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It. THE PLAN CONTRAVENES THE STRONG
FOLICY OF BOTH FEDERAL AND 3TATE

LAW GIVING STOCKHOLDERS A RIGHT
7O RECEIVE AND CONSIDER OFFERS3

FOR THEIR STOCK.,
Unlika mergers, tander offers are ragulated by a

comprahansive federal scheme == the williams Act and ragula-
: tions promulgated pursuant to {t, 8tate lawa that interfere
with or poge obstacles to the accomplishment of the full
purpose and effect of this comprehensive regqulatory scheme
repeatedly have been invalidated under the Supremacy and
commerce Clausas of tﬁc United States Constitution or both.

Gea, @.g., Edgar V. MITE COIrD., 457 U.5. 624, 102 8, Ct.
2629 (1942); Esmark, Inc, v. Strods, 639 8.W.2d 768 (Ky.

1982)3 Great Westarn United Corp, v. Ridwell, 577 .24 1256

(S5th Cir, 1978), rev'd on other grounds gub, noem, Leroy V.

Great Western United Corp., 443 U.S. 173, 99 8. Cct. 2710
(1979).

The federal scheme is premised on the Congressional
detarmination that stockholders, not directors, should have
the right to decide whether to accept or rajact tender
offers, State laws that have transferred power over tender
offers from atockholdars to directors routiﬁnly have been
declarad unconastitutional under the Supremacy Clause because
they obstruct the operation of the Williams Act, For

example, in Great wéstern United Corp. V. Ridwell, 377 F.2d

at 1279, thea Court stated:
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1daho's statute ia preemptad,

becauses the market approach to investor
protaction adopted by Congrass and the
£iduciar¥ approach adoptad by Idaho are
incompatible..,. Congress intended for
the investor to evaluate a tender offar;
Idaho asks the target company managemant
to make that decislon on behalf of the
sharaholders.

Accord Martin-Marietta corp. v. Bendix Corp., 690 F.2d 538,
567 (6th Cir. 1982).

Delaware law also provides that stockholders ==
and not directors -- have the right to choose whether to
accapt or reject a tender offer, Undey the DGCL, dirsctors
are given tha right to conaant to mergars oOr consclidations
(Gactions 251-258), sales of asseta (Section 271), and
digsolution (Section 275), They are not, however, ¢given the
right to consent to changes in voting control or ownership
of a company's stock, In those cruecial mattera‘arfecting
the control over the management of the corporation, share-
holders are free to act without thae Board's prior agreement,

Moreover, public policy favers an unfettered
auctieon market for corporata stock. As the Suprama Court
stated in Edgar v. MITE Corp., 457 U.5. at 643, 102 s. Ct.
at 2642:

The effacts of allowing the Illinois
sacratary of State to block a nationwide
render offer are substantial, Shareholders
are deprived of the opportunity to sell their

shares at a premium. The reallocation of -
esconomic resources to their highest-valued
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use, a process which can imgrove efficiency
and competition, is hindered, The incentive

the tender offar mechanism provides inc¢umbent
management to perform well 30 that stock
prices remain high is reduced.

cf. Pennsylvania Co. v. Wilmington Trust Co., Del, Ch.,
186 A.2d 751, 756, 778 (1962), aff£'d, Del. Supr., 200 A.2d

441 (1964) (bocard has "overriding duty to gell at a maximum

price® and "trustee should do his best to sacure competitive

bidding®™) Accord Thomas V., Kempner, Del. Ch,, C.A. No. 4318,

Marvel, V.C. (Mareh 22, 1973) (App. 44). |
mhe stockholders' right to receive offers is

simply a corollary of their right to gall their stock,

Under Section 202(b) of the DGCL, no restriction on the gale

of stock is valid with respect to prior issued asecurities

unless the holders of the securitias are parties to an

agreemant or voted in faver of tha riitrictiOn' Sea Josaph

E. Seagram & Sons, Inc. V. Conoco, Ine., 519 F. Supp. 506,
514 (D. Del, 1981) (court invalidated by-law proviaion that
restricted the transfer of stock ownership to aliensa which,
{f enforced, would have foreclosed Conoco stockholders from
tendering to Seagram). FHere, no stockholders' vote was
held. Rather, the Board unilaterally acted to deter any
tendar offers from being made to Household's astockholders.
Courts have rapeateadly struck down efforts by

directors to limit the range of tender offers prasanted to

58




clooi sl e U

4 TELECDPIER_-'—I?ED; 17- 9-84; 5:48FM H SUeboobodg

' gtockholdera, AS stated by Judge Weinfeld in Conoco, INC. V.

Seadran Co.y Ltd.' 517 F. Supp. 1299' 1303-4 (B'D.N-Y- 1981)1

’ in rejecting an attempt By corporate directors to prevent a
partial tander offer;

[The corporata directors] may be right;
theay may know what is best for the
corporation, but their judgment is not
conclugsive upen tha shareholders. What
iz sometimas lost asight of in thase
tander offer controversies is that
the shareholders, not the directors,

' have the right of franchise with raespact

, to the shares owned by them.... The
Directors are free to continue by proper
legal means to express to the share-
holders their objection and hoztility to

L the Seagram propesal, but they are not
frae to deny them their right to pass
upon this offer or any other offar for
the purchase of their shares.

Accord Jewel Companias, Inc., v. Pay Less Drug Stores Northwest
3 tne., 550 £. Supp, 770, 772 (N.D. Cal, 1982); Martin-Marietta

corp. v. Bendix corp., 343 F. Supp. §23, 635 (D, Md, 1982).

By its unilateral action, Housahold's Board has
violated Household's stockholders' federal and state guaran=
teed right to teceive and decide on tender offars. gsg

_Kannacott Corp. v. Smith, 637 Fr.2d 181, 189 (34 cir. 1%80Q)
(stockholders have the "right to make a choice about the
governance of their corporatien and the disposition of their
shares”). Enforcemant by this Court of the Board's unilat-
aral action, as a valid exercise of authority conferred on

the Board by tha DGCL, would be an impropex obastruction of
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the purpose of Congress embodied in the williamzs Act and
would be violative of the Supremacy Clause of the United

states Conatitution. Eee National City Lines, Inc. V. LLC

corp., 687 F.2d 1122, 1131 (8th Cir. 1982) ("state statutes
which can be used to unduly delay tender offars are pre-
empted by tha Williams Act"), Enforcement would also run

counter to Delaware law. Cf. Wylain Ine. v. TRE Corp.,

Del. Ch., 412 A.2d 338, 344 (1980) (stockholders have right
to decide on fundamental changes), and sat the DGCL squarely
againat the Congressional purpose of protacting stockholders

of all publicly held corporations,
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11I. THE CREATION OF RIGRTS CONVER-
TIBLE INTO STOCK OF AN ACQUIRING

CORPORATION IS ULTRA VIRES AND
SHOULD BE DECLARED UNLAWEOL .

tn addition to violating the atockholders' right

to recaive tender offers, the "f1{p~over" provision is not

authorized under the DGCL and, therefore, is invalid. gee

Triplex Shoe Co. V. Rice & Hutchins, Inc., Del. Supr,, 152

A. 342, 345 (1930) ("ne authority or argument is needed to
support the propoaition that the authority of a corporation
! to issue stock iz fixed by the law of the state wﬁich grants
the autharity,'nnd neither tha incorporators or any othar
3 officer c¢an change, modify or supplement the law in that
| regard”).
Section 157 of the DGCL governs the extant of

l the corporation's powars to craate and issue rights and
} options respecting stock. It states, in pertinent parts

gubjact to any provisions in the
certificatae of incorporation, every

. corporation may create and issue ...

! rights or options entitling the holdars

) thereof to purchase from the cor oration
any shares of its capital stock of any
clasa or classes....

The terms upon which ... and the
price or prices at which any such shares
may be purchased from the gorporation
upon the exercise of any such ¥ig
or option, shall be such as ghall be
stated....

g8 pel. C. § 157 (emphasis added).
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The word "the" used twice in identifying "corpora-
tion" plainly is meant o refer to the corporation which
creatad and issued tha capital gtock, Thus, Saction 157
authorizas Household to isaue rights only to purchase shares
of its own capital stock -— not the shares of some other

. corporation.

Othar sections of the DGCL also evidence the fact
that atatutory references to "the corperation” do not
inqlude predeacessor Or 8UcCCessor corporations. Thﬁa, in
sectian 145(h), the General Assembly gpacifically provided
that: "for the purposes of this saction, references to 'the
corporation' shall include, in addition to the resulting

corporation, any constituent corporation ... absorbed in a

consolidatién or MArger....” Similarlf, whara Section 174
3 ereates director liability to "the corporation, and te its
craditors" the Legislature did not intend to include the

creditors of any successor corporation, Sae Johnston Vv,

» wolfe, Del, ch., C.A. No. 6682, Longobardi, V.C. (Febryary
24, 1983), aff£'d, Del, Supr,, C.A. No. 187, 1983 (June 8,

1984), vacated in part on othey grounds (August 30, 1984)

(App. 43)

Furthermore, in contrast to gection 187, Saection
151(b) of the DGECL spacifically allows stock to be made redeem-
able for "cash, property or rights, ineluding securities of the

same or another corporation...." The absence of such an
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authorization in gection 157 provides compelling avidence
that the Ganaral Aasembly did not intend to authorize the
{gsuance of rights entitling the holder to purchase another

corporation's capital stock.

The plain meaning of gection 157 and its relation

- to other provisions in thelDGCL l1ead to the conclusien that

the Poison Pill Rights, {nsofar as they may be exercisad to
purchase the capital stock af a corporation other than

Household, are unaﬁthorizad under Delaware law, and, there-

fore, vold.
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{V. THE BOARD UNLAWFULLY MANIPULATED
THE CORPORATE MACHINERY FOR THE
SOLE PURPOSE OF RETAINING CONTROL.

o ey 8

) The Board's Actions Wera An
Unfair And Inequitabla Manip-
. ulation 0f The Corporate
Machinery,

The Poison Pill Rights are a charter amendmant
masquerading as a mdqividend”; they are predicated on a new
serias of "preferred stock” which has no economic reality;
thcy 'flip—o&cr' inte the right to acquire shares of atock
' of soma other qo:poration which Household's Boaxrd has no

right to sall., Unlike any dividend ever saen, they grant
) nothing of value to the stockholdars but serve only to
manipulate. A board breaches its fidueciary duty when it
manipulates corporate machinery to retain control. ESae
Gehnell v, Chris-craft Industriaes, inc,.,. Del. Supr., 283

, A.24 437 (1971); Lerman v, Diagnostic Data, Inc., Dal. Ch.,

421 A.2d4 906 (1980); Telvest, Inc. v. Olson, pel. Ch.,

1 c.A. No. %798, Brown, V.C. (March 8, 1979) (App. 46).

The Rights are a grogs misuse of the dividend
provisiona of the DGCL. Directors may pay dividends "in
cash, in property, or in shares of the cofpcration'a capital
stock." BGea DGCL Sectiona 170, 173. These provisions -
provide a means for the board to give the stockholders a

return on their investment. CZ£. Fulweilar v. Spruance,

pel, Supr., 222 A.2d %55, 538 (1966), Howavaer, Housshold's
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/ mdividend® is not, and was not intended to be, a raturn on
an investment. 1Its intent is solaly %o craate a mechanism
to detar unfriandly offers to purchasa Housahold stock. The
statutory framework of a dividend may have been used, but
the "declaration” was merely a device to create powerful
obstacles to acquisition proposala, Asa tha Supremae Court
stated in Schnell, iinnquitnbla action does not become
permissible simply because it is lagally possible," 285
A.2d at 439, ' |

‘ ' Likewise, the ﬁcard has'improparly manipulatad
its power to issue prefearred stock purguant to gection 151,

) which providas only a limited exception t¢ the genaral rule

that directors cannot alter voting rights and prafarences

through unilateral action, This limited exception gives the
directors ad hoc authority to f£ix the econemic terms of pre-

farred stock to comport with market conditions at the time of

e — g, —

isguance., Sea 11 W. Flatcher, Cyclopedia of the Law of Private

rr——

\ corporations § 3284.1, P. %31 (perm, ad, 1971); Folk, The

Delaware General Corporation Law at 114=15 (1972). The

Board abused that power in authorizing the new preferred, As
many of the directors admitted and ag is sbvious in any
gvent, the preferred stock authorized by Aousehold's Board
has no economic reality, The only purposs for the preferred

ia to provide a basis for the issuance of the Righta.*

Under foraseeable market conditions, no rational
parson would sver choose to exercise the Rights to

[Footnote continued on next page]
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As in Telvest, the creaaticn of the new saries of preferred
was merely part of a plan to alter the fundamental structure
of the corporation without the consant of the stockholders,
Pinally, tha Board abused Section 157 which gives
directors authority to grant rights to purchase "from the
corporation any ahares of its capital stock of any class or
classas."” The Rights isgued by Household's Roard are rights
in name only. Thelr function ia not to enable stockholders
to purchase shares of tha new preferred (because it would be
irrational for anyona to do 80) or to aeffect the capital
structure of Household in any other way. Rather, the only
. real function of the Rights is to carry the Poisen Pill.
Thus, the Board misused its power to declare
dividends, its power to createa new seriea of prefirrld stock
B and its power to igasue rights -- all for the single, illegal
and ineguitable purpose of creating the Poisen Pill. The
manipulative nature of the Board's unilateral action is
further revealed by its decision in the spring of this year
not to propose a far milder "fair price" charter amendment

to ita stockholdars aftar learning that its institutional

[Footnote continued from previous page]

purchaze shares of the preferred, The preferred are
"out-of=-the-money" so© long as the common is trading

below $100. On Saptember 14, 1984, the common clogad
at 332, close to its high for the year.

66




gtockholders were unanimously opposad. Rather than risk the
' chance of losing, the Board chose to act in a way that gives
gtockholdeza no affactive voice, Even now the Board rafusesd
to put the plan to a astockholder vote, daspite the publie
aisplaasure of many large and small atockholders.
It i8 a fundnmcntal principle of Dalaware law
! that there be gtockholder approval before a fundamental
change in the corporata gtructure can be affected, Sae,
' e:g.s § 242 (changes in srtiala of incorporation)) § 251
(mergars and consolidations); § 271 (salas of assets); § 275
; (dissolution)y and § 311 (ravocation of dissolution). §gee

alao ngain Inc, V. TRE _COYXP., Dal. Ch., 412 A,24d 338, 344

(1980) ("The atockhold-ra‘af a Delaware corporation have

B

certain specific and enforceable rights undar their contract

with the uorparatioﬁ and the State, for axample: to be able

— - -

to vote on fundamental corporate changes.") The declizion
. to cut off tender offars is surely a fundamental one which
ghould reguire stockholder approval, In violation of

the principle snunciated in gchnell v. Chris-Craft, the
Board accomplished this gundamental change by misusing

the procgdhral machinary for paying dividends, issuing
praferred atock and distributing warranta for the unlawful
purﬁdsa oﬂjs:ifling gtockholder choice and entrenching

themszalves in office.
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B. The Board's Actions Violate The
Principles Stated In Talvest v,

g;gon.
The illegality of the Poison Pill Rights Plan is

alzo demonstrated by the decision of this Court in Ielvest,
Tne. v. Olaon, Del, Ch., C.A. No. %798, Brown, V.C., (March 8,
’ 1979). In Telvest the board, acting, as here, without a
! atackholdar vota, declared a dividand on its common stock in
the form of shares of a new saries of preferred stock having
special 80 percent supar-majority voting rights in the event
of mergers with a 20 éercen: or mora stockholder, unless-

two=thirds of the directors approved the 20 percent stock=

holder. Thus, if a hoatila acquiror gained control of the
board and enterad into an agreement to merge with Telvest,
that agreement c¢ould be approved only if stockholders

holding B0 percent of the preferred stock approved. This
Court struck down the praferred stock dividend in Taelvast,

finding that the action of the board was intanded only to

alter the preexisting right of the common stockholders to

——

approve any mergars by a aimple majority.- (8lip op. at 9)
The Poison P111 Rights Plan at issue here makes
the actions of the Telvest board appear temperate by com=
parison, The Household Board's Plan not only prevents
\ two-step hostile acguisitiona, but discourages all attempts
to gain 100 parcent of Rousehold in an unfriendly trans-

action == even cash tander offers to acquire 100 percent
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of the Company's stock, Moreover, by the stroke of a pen

the Board can creatas more rights or altar the terms of the

existing rights to reapond to any challenge to ita control.

The stockholders have lost more than th.lright to approve

margears not agreed to by the current Board ox their hand-
p picked successora; they have lost the right to conasider any
other bid to acquire their company. Telvest deamands that
those rights be rastorad to thenm,

Like the preferred stock issued in Telvest, tho

Rights have no lagitimate businesa function, such as ralsing
capital or creating incentives for employees and others to
increase the issuing corporation's earnings. Moreover, in both
cases: (a) a history of anti-takeover activity by the boards
preceded tha stock isauance) (b) the boards initially considerad
t putting the anti-takeover resolutions to a atockhelder vots,
but declined to do 30j. and (¢) the illagal paper was issued as
a dividend to all common stockholders to foster the illusion
that it was beneficial to them. In short, both Talvest and
this casze evidence a deliberate manipulation by the directors

for the sole purposa of deterring bids to acquire control.
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-V TEE RIGHTS AGREEMENT AND THE PREFERRED
8TOCX RESOLUTION UNLAWFULLY RESTRICT

| FUTURE BOARDS WITH RESPECT TO NEGO-

TIATION AND ADPPROVAL OF MERGERS.

Section 251 of the DGCL and the other provisions
dealing ganarally with mergers require that directors
approve the terms of any merger agresmant before the agrae-
ment ia submitted to stockholders. Directora thus have a
duty to c¢onsider reasonable proposals and to recommend a
marger to the atockholdars which the directors believe to ba

in the stockholders' best interests. Cf. Bastian v. Bourns,

Inc., Del. Ch,, 256 A.2d 680, 684 (1969), aff'd, Del. Supr.

. 278 A.2d 467 (1970) (Delaware public policy favors mergers).
The Poisen Pill Rights, once rendared non-redeemable
by a 20 percent acquisition, wrest the authority to agree
to marger terms from future Household boards by making it
impossible to effact a merger that doas not have a ruinousa
dilutive impact on the acquiring corpofation until the
Rights azpirn.* Such a restriction on futura board
' discretion is plainly contrary to the statutory ncheme.
This tactic of limiting the types of mergers which
future boards may consider viaiatcs Chancallor Seitz';

oftan-cited principle that:

; cections 11 and 13 of the Rights Agreement purport
to bind Household to include in all future merger
agreements a provision that Rights holders ba grantad
the right to buy $200 market value of common stock in
the acquiring corporation for the payment of $100,.
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1 3o long as the corporate form is used as

) presently provided by our statutes, this
Court cannot give legal sanction &9
agreemants which have tha effect of
removing from directorsa in a very

7 substantial way thair duty to uae
their own bast judgment on management
matters.

Abercrombia v. Davies, Del. Ch., 123 A.2d 893, 899 (1336),

(B modifiad, Dal. Supr., 120 A.2d 338 (19587).
apin v. Banwood Foundaticon

Ch E ‘ Ihﬁ.; DEI. Ch-' 402

A.2d4 1205 (1979), aff'd sub nom, Harrison V. Chapin, Del.

| gupr., 415 A.2d 1068 (1980), is to the sana effect, In
genwood the Court found that an agresment among trusteed

L of a non-profit corporation to name certain designated

) persons to £ill #uture vacancies on the poard unlawfully
rastricted the diacretiqn of future boards of directors:

1 am convinced that the facts of this
. situation impose upon the trustees of
Benwood a duty to use their beat judg-
ment in filling a vacancy on the hoard
of trusteas as of the time the nead
arises. To commit themselves in advance
-- parhapa vears in advance -< to £ill a
particular board vacancy with a cartain
. named person, regardlass of the circum=—
gtances that may exist at the time that
the vacancy occurs, is not the type of
agreement that this Court should zn=
force v !

402 A.2d at 1211, Thesa principles wers recently reaffirmed

in Rosenblatt v. Gektt 0il Co., Dal. Ch., C.A, No. 5278,
' Rrown, C., (8lip op. at 40-41) (Sept. 19, 1983) (App. 47),

and ars consistent with the requirement that tha board of

A
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directors of a Delaware corporation has a duty at any given
rima to be in a position fully to exercide ita own indepen-

dant business judgment. Sae, e.g., Aronson v, Lewis, Del,

supr., 473 A.2d 803, 812 (1984)) Field v. Carlisle Corp,,

bel. Ch., 68 A.2d 817 (1949)

| The Poison Pill Rights, when made non-redeemable,
make impracti:ablo'ggx margé: agreement between Household
and any third party. No matter how falr or generous to
Aeusehold's stockholders, the purportad "contract" between
Aousehold and the Rights ageat pracludes the approval of any
agreemant by the Board which doas not provide for the satis-
faction of the "flip ovexr” provision of the Rights == tha
provision which anablas Housahold's common stockholders

to "eat the acguiror for 1/2 market!" The Board's action

in authorizing management to entet such a contract is,

therefors, unlawful and inequitable,
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CONCL ON

For all of the foregoing reasons, plaintiffs
respectfully request that the Court enter judgment against
dgfendanté declaring the issuance of the Polson P11l Rights
{invalid and unlawful and granting such other and further

relief as is just and proper under the ¢ircumstances.

Reapectfully submitted,
SKADDEN, ARPS, SLATE, MEAGHER & FLOM

B,%J‘bMAN WARD, JR.
Rodman Ward, Jr.
gtuart L. Shapiro TAE
Stephen P, Lamb
Ona Rodney Sguarn
P. 0. Box 63
Wilmington, Delaware 19899

(302) 429-9200
Attorneys for Plaintiffs

and Counterclaim Defandants

DATED: Septaember 17, 1984
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