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— © PRELIMINARY STATEMENT®

This case presents in starkest terms the abuse

by Revlon's board of poison pill defenses to_stop any

"unfriendly” acquisition efforts, including ihbsg"campletely
lacking in any element of unfairness, coercion, or divisive-
'ness. Delaware courts have never countenanced such conduct °
by any board. Ravlqn's stockholders, not its directors, own
the corporation and are entitled under our law_to_decide
when, to whom and on what terms to sell their shares.
Revlon's board has a duty to protect stockholders from
predatory or coercive takeover tactics. Unocal Corp. V.
Mesa Petroleum Co., Del. Supr., 493 A.2d 946 (1985). But
Revlon's-di:ectors.are-not empowere&'to prévent“;ts stock—-
holders from receiving and responding to non~coercive,
non~divisive acquisition offers. They cannot cut off the
operation of the marketplace and supplant the stockholders'
judgment of fair value with their own. ?

Pantry Pride has made an all cash, any-and-all

tender offer for the common stock of Revlon. Revlon respdnd-

ed by erecting two separate poison pill defenses. First,

* The opening brief filed on the plaintiff's behalf
by Young, Conaway, Stargatt & Taylor contains state-
ments of the nature and stage of the proceedings and
facts which are adopted herein by reference. This
brief addresses the ab initio invalidity of the poiscn
pill rights plan adopted Dy Revlon's board and certain
poison pill covenants. - The brief filed on the plaintiff's
behalf by Young, Conaway, Stargatt & Taylor addresses
certain other issues raised in the Second Amended and

Supplemental Complaint.




Revlon adopted a Note Purchase Rights Plan. This suicide

V.ppison pill deters all unfriendly acquisitions by threatening
the ligquidation of Revlon in the event of any acquisition of
:Téo percent or more of nev}on's common stock, and does so on
_terms designed and iﬁténﬂéd to inflic¥ severe economic
@gjury on any person or group of stockholders ggplesg gnough
_;to-tzigger the plénb‘ Second, Revlon issued certain notes
and preferred shares cont&ining special poison pill covenants.
These covenants were devised specifically to deter unfriendly
acquisitions -- on any terms -- by threatening both Revlon
. and the acquiring entities (Pantry Pride and even MacAndrews

’-—'—-.-—'_——- ’ J - £ L] -- .
& Forbes) with cwippling restrictions on. their normal

business opérations. 7

The Note Purchase Rights Plan -- adopted without
z statutory basis -- is an extraordinarily potent poison.
The plan does not apply only to two-tiered or front-end
loaded offers. It applies broadly to stop all acquisition
efforts not apﬁéoved by the directors. Revlon's directors
testified that it would be economically irrational for
anyone to trigger the rights by making a 20 percent acquisi-
tion. (Zilkha 48-49; Bergerac 272)* The poison pill rights
are extreme in their effect. Revlon's own investment bﬁnker

has conceded that if the rights are triggered, “as a practical

* Deposificn excerpts are cdntained in BExhibit I to
the Appendix to this brief.
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matter it would be consummate or equivalent to a vbluntary

| liquidation and winding up of the company....” (Loomis 142)
The poison pill covenants and terms of the notes

.and prefetred stock are 31m11arly overbroad and concededly
without purpose except as antz-takeover devxces. They bear
" no reasonable relation to preservation of value for the debt
holders or preferred stockholders, but ara-&?sigped_only to
strengthen the hand of Revlon's current direetogs an& tﬁeir-
hand-picked successors in resisting all hostile acquisition
efforts. ‘ -
_The Revion board's actions aré—all.ﬁhe more
unreasonable in view of the utter absence of any element of
coerciou—in.Pant:y'Pride's-tende: offer. Pantry Pride is
offering cash for all the shares, and proposes a second~step |
merger on the same terms. Revlon stockhdlders are not faced
with the threat of recéiving "junk bonds," nor are they
being pressured to tender their shares by the prospect of
receiving reduced second-step consideration if they do not.
There is no threat of "greenmail," since MacAndrews & Forbes
and Pantry Pride togethef own only 30,000 shares of Revlon
common stock. Thus, the Pantry Pride tender offer "lacks
the inherent coerciveness and potential for creatinglunfai;-
ness between groups of shareholders which characterize

two-tiered offers." MacAndrews & Forbes Holdings, Inc. v.




Revlon, Inc., Del. Ch.. C.A. No. 8126, Walsh, J., 8lip op.
at 11 (Oct. 9, 1985) (Exhibit A).

 Revlon's board adopted these multifaceted poison
' pill provisions simply to prevent free market actiéit§
in-Revlon'stock. Tﬁis much is clear from their rixing‘éhe
value of the poison pill rights at $65 when they'knewfthat )
$65 was not a "fair price” for Revlon but, rather, s hxgh éw_'
.przce that 1t would prevent hostile acqu:sxtzons. The point is
‘made again by the board's use of the poison pill as a iock-up
device to insulate the management sponsorgd leveraged buy-out
from competition in the market place. Thus, ‘[ilﬁ seeking m:.
invalidate the Rights Plan, MacAndrews, in essence, is simply
attempting to remove a restriction on market activity so that
cther shareholders may vqluntarily participate in its tender
offer. 1If sucbessful, MacAndrews will have secured for itself

"and for all other shareholders the ability to bargain.in the

marketplace.”™ gggﬂndre%s.& Porbes, slip op. at 11,

The Revlon board cannot be allowed to block access
to that marketplace. To conclude otherwise is to transfer
from the owners of Revlon to its management the ultimate

control over the destiny of the corporation.




STATEHENT QF PACTS e

The opening brief filed on the plalntxff's behalf
by !oang, COnaway, Starqatt & Taylor contains statements of
the nature and stage of the proceedings and facts which
rgv}ew'in_detail‘the history of Revlon's anti-takeoverjt;ctiqs
and abuse of the corporate process. Such a review will noﬁlbe
undertaken here. However, to aid the Court‘in considering the
arguments which follow in this brief, we will review the
material terms of the rights plan and pdison bill coéenantﬁ.

adopted by Revlon's board.

The Poisom Pill Rights

‘ The so=-called Note Puréhase Rights: Plan {the
'hights Plan"™) was adopted by the Revlon board at its August
19; 1985 board meeting only hours before a scheduled meeting
with'Pantry Pride. The 'rights"wére distributed as a
*"dividend” tébétockholders *of record” on August 30, 198S.
At the same time, the board agreed that the "dividend” of a
*right" would continue to be paid out by Revlon on each new
share of commen stock issued by Revlon until the “"rights®
expire in 1995 or are triggered. In response to the announce-
ment of Revlon's actions, Paﬁtry Pride announced that it

intended to begin an any-and-all cash tender offer for

Revlon.




‘The rights to be issued under the kights Plan (the
*Rights®) are not exercisable (an& Separate certificates for
‘the Rights will not be issued) unless a person or group
acquires beneficial ownership of 20% or more of Revlon's
common stock. The Rights are exarcisable following such a
20% or more acquisition only if the 20% acquiror fails
promptly to annoﬁnce and consummate a transaction in which i}
all :emainlng common shares are acquired for at least $65
per share in cash. ' _ o ' - -

Once the Rights hecome exercisable, each Right

will entitle the holder to exch;ngelone share.of common

stock for §65 principal amount of Revlon notes bearing 12% .

interest and having 2 One-year maturity. No Rights cert-
ificate will be issued to or be exercisable by the person or
group acquiring 20% or more of Revlion's common stock., If
any statutory or contractual restrictions prevent of limit
the exchange of the notes for common stock, the Rights will
be exercisable on a Pro rata basis. The Rights are redeem-
able by the Rev;on board for $.10 per Right at any time
Prior to the 20% or more acquisition.

The Rights Plan effectively deters any hostile
acquisition of Revlgn. This deterrence results from the
artificially-high Price of $65 per share put on the Rights
by the Revlon board. That the $65'price is a sham valua-

tion, meant only to drive away bidders, is crystal eclear on




tne record in this case, The record demonstratns that:

* The $65 face amount of the Rights notes
wvas set on the advice of Revlon's invest-

.. ment bhanker, William Loomis of Lazard
Preres & Co. ("Lazard™). (Loomis 139=40)

In approving the Rights Plan the directors
were advised by and relied on lLoomis
concerning the value of Revlon shares.
(Mehle 23; Alexander 111-12; Draft

- minutes of Revlon Board of Directozs
meeting, held on August 19, 1985,-at
4-7) (exhibit B)

In rendering his oral opinion, Loocmis
did not explain in detail the basis for
his valuation, which was purportedly

. contained in a Lazard board book which no
director reviewed and of which Revlon
has retained no copy. (Loomis 119, 129,
132=-33; Zilkha B~10, 91-92, Alexander 110Q;
Mehle 16)

* At the same meeting at which the board
approved the Rights Plan, Loomis advised
it that the ccmpany as a whole has a value
in the mid-50's., (Zzilkha 19-20; Mehle 15;
Draft minutes of Revlon Board of Directors
meeting, held on August 19, 1985, at 7)

* 1In determining the $65 price, Loomis was
unaware that

== 1In 1984 and earlier, Lazard
had advised Bergerac that
the fair value for Revlon
begins with a '5.' (Bergerac

-= In mid and late 1984, Lazard
did leveraged buyout studies
for Revlon management that
contemplated a sale of Revlon
at $45 or §50 per share.
(Bergerac 44-50, 57-62; Sayres
19}




== It was determined that a
leveraged buyout at $45 or
$50 was not feasible, because
R -~ it was not clear what Revlon
could realize on the sale of
its divisions. (Sayres 21-22;
Loomis 12-24) - -7

® While Revion's bankers view Revloh's

fair value as $65 or more in a "hostile® -
transaction, it is somewhere in the ela
'$50's in 2 negotiated deal with a TEILLL
reputable buyer. This coyld he as low : -
7 as $50. (Bergerac 124-25) :
The Poisen Pill Covenants

On August 26, 1985, Revlon announced an offer
to purchase up to 10,000,000 of its common shares, or mofe
than 25% of the shares outstanding. - In exchange for each .
share of common, Revlon offered $47.50 principal amount of
11.75% notes and one~tenth of a share of a new $9.00
preferred stock with a stated value of $100 per share.

The notes and the preferred stock contain certain
extraordinarily restrictive covenants (the "Poison Pill
Covenants”), which if not subject to waiver by the board,
would efféctively‘eliminate Revlon's ability to function as
a competitive entity. The Poison Pill Covenants were

created for a single purpose =-- deterrence. As iS'ekplained

in the minutes of the August 26 board meeting:

Mr. Brownstein [of Wachtell, Lipton] pointed out
that the terms of the securities that were being




_ offered in the exchange offer contained certain
provisions that wére designed to deter or make
more difficult an unsolicited takeover attempt,
including the Pantry Pride takeover attempt.
- ——(Draft.minutes of Revlon. Board of Directors_mgeting,gheld
on August 26, 1985, at 5-6) (Exhibit C)
- The deterrent purpose of the Poison Pill Covenants

ig achieved by first prohibiting a wide range of ordinaty::>‘

- = = -

~corporate transactions and then making all such prohibitions

- subject to waiver by the *Independent Directors® -~ a self-

perpetuating Subgroup of the sitting board. Thus, without the
approyal of the so-called Indepeﬁdent Directors, Revlon is
crippled and cannot (with certain limited exceptions) s
" (a) . Incur debt;
(b) DecIare-dividends other'than-regular
dividends, repurchase or redeem shares;
or

(e} Sell assets‘comprising'mcre than
two percent of net assets.

- Indenture dated as of September 1, 1985 betﬁeen Revion, Inc.
and Irving Trust Co., Trustee (the "Note Indenture"),
11 1005-7.‘ (Exhibit D)*
The term "Independent Director” is defined to

exclude any perscon elected by the stockholders who is not

* Compliance with these covenants can also be waived before
the time for such compliance by the act of the holders of
80% in principal amount of the notes. Note Indentyre,

§ 1010.




first nominated by the board. Rather, it includes only

' none-panagement directors who either were Revlon directors

' .prior to-May-2, 1985 .or rhOmsubsequently became Revlon
directors and whose election, or nomination for election by
the cdmpany*s stockholders, was approved by a vote of a
majority of the "Independent Directors.” Id. at § 101.

If the Pozson Pill Covenants in rhe Indenture are

L - — o~ - - -

3 breached and Revion defaults on the notes, Revlon's oblxga-'
tions to the noteholders, totalling approzrmately $475
million plus a $55.9 million premium, will become due and
payable. -
The-preﬂerrg& strck certificate oﬁ'&esﬁénarions
prohibits, among other things, the incurrence of any in-—
debtedness that would result in ;'ratio<of debt to capital-~
ization of Revlon and its subsidiaries, or of Revlon and its
"affiliates," of 0.6:1, unless either the "Independent
ﬁirectors"or the holders of 80% of the preferred shares
approve the incurrence of the indebtedness.* Section
3(D)(iii) (Bxhibit E). This ratio would be exceeded by
?antry‘?ride's‘arquisitior of Revlon and, in that case, the

poison pill provisions of the preferred stock would purport

* Although the holders of 80% of Revlon' s preferred
shares can approve the incurrence of debt resulting in
a debt to capitalization ratio exceeding 0.6:1, obtain-
ing such approval is not a practical alternative to
Independent Director approval. :

10




to limit the ability of Pantry Pride or even MacAndrews &
Forbhes to 1ncu:ﬁggxrnew debt. That these provisions are
rlintend;; as anti;éakeovef devices is made clear by

Revlon's board's decision on October 12, 1985 to waive those
provisions for the Porstmann Little & Co. leveraged buyout
favored by mﬁnag?ment. while waiving for the leveraged -

- buyout, the Soard refused to waive for PantryﬁE;ide's
superior and concededly fair $56;25 cash offer.

Pinally, accbrding to these Poison Pill Covenants,
*Independent Director™ approval cannot be given -- and,
accordingly, acfions restricted by Independent Director
approval éannot be taken by Revlom — if no “Independent
' Directors®™ exist. Thus, a new board selected by anyone
_other tham the "Independent Directors" would be precluded
from waiving the Poison Pill Covenants. Without the ability
to waiée these provisions, the Revlon board would be ﬁnable
to exercisg powers vital to effective day-to-day and long-term
management of the company. Revlcon stockholders are thereby
coerced into reelecting the current "Independent Directors"

or their handpicked nominees.

11




power to defeat any perceived threat to its control by any

+I. .~TBB-POISON PILL RIGHTS ARE VOID T

- BECAUSE THEIR AUTHORIZATION-WAS—-- -~ - -
NOT REASONABLY RELATED TO ANY
THREAT POSED BY PANTRY PRIDE.

Revlon's board of directors does not have absolute

Draconian means available. Unocal Corp. v. Mesa Petroleum

Co., Del. Supr., 493 A.2d 946, 955 (1985); Moran v. Eousehold-‘
International, Inc., Del. Ch., 490 A.2d 1059, 1083 (1985); “
appeal pending, Del. Supr., No. 37, 1985 (filed Jan. }f; -
1985). On the contrary, its respohse nust be pg;gon;blerin
rélation to the “threat™ posed. Revlon's poispn;pill ,
"Rights Plan™ manifestly is not. |

In Unocal, the Supreme Court upheld the validity
of Unocal's self-tender only after satisfying itself "that

the selective exchange offer is reasonably related to the

threats posed." 493 A.2d at 956 (emphasis added). See also
id. at 949, 957, 958. The Court noted that "the threat

posed was viewed by the Unocal board as a grossly inadequate

_two-tier coercive tender offer coupled with the threat of

greenmail.” 493 A.2d4 at 956. The Court found “that such
offers are a classic coercive measure designed to stampedel
shareholders into tendering at the first tier, even if the
price is inadequate, out of fear of what they will receive
at the back end of the transaction.” 493‘A.2d at 95s. Thé

Court also found that the threat was posed by "a corporate

12




raider with a national reputation as a 'greenmailer’.® 493

A.2d at 956. Based on these findings, the Court concluded

‘that Unocal's selective self-tendef, which was designed to -

deter only Mesa's cqercive efforts, was a permiassible -

response.

The rule articulated in Unocal with,respecé_‘

. to selective exchange offers applies with equal force .to all

 defensive devices, including poisoq pills of the type

presented here. Even commentators who have-gggpo:tgg_t@g__

validity of poison pills have recognized that they are

e e . 4 o s

invalid if not tailored to prevent specific coercive bidder
tactics. One author has stated:

If the terms of [poison pill] praferred stock.
are not narrowly tailored to prevent partial and
two-tiered tender offers, however, it should be
deemed illegitimate. Sometimes, for instance,
protection against coercive partial and two-tiered
tender offers is unnecessary-—as when a bidder has
made a cash offer for all the target's shares.

Note, "Protecting Shareholders Against Partial and Two-Tiered

Takeovers: The 'Poisen Pill' Preferred,” 97 Harv. L. Rev.

1964, 1971-72 (1984) (footnote omitted).

Revlon's adoption of the poison pill Rights was
not reasonable in relation to any threat posed by Pantry
Pride. The evidence shows that Pantry Pride is not treating
the’stockholdefs of Revlon unfairly or in a coercive manner.

Pantry Pride's tender offer is not a two~tiered offer; it

13




offers cash for any and all shares of Revlon stock. Nor is

*greemmail® an issue. MacAndrews & Forbes and Pantry Pride

;
i
!

- together'dwn only 30,000 -shares-of- Revlon- stock. ThemPantry~w_uf~;
Pride offer “"thus lacks the inherent coerciveness and poten- ‘
tial for creating unfairness between groups of shareholders
which éharﬁcterize two=-tiered offers.” Hacaﬁdrews & Porbes,

"-slip op. at 11. Nonq of the factors that led the. Supreme - -
Court to approve Unocal's self-tender is present here. |

Even if the Pantry éride offer did present scme
element of unfairness; the poison pill Rights would be
overbroad in the extreme in relation to the threat posed.
fhe impact of the Rights.is:nog limited to two—-tiered or
front-end loaded offers. Under the Rights Plan, Revlon
stockholders became entitled to exchange their shares for

; far more valuable Revlon notes immediately upon an acquisition

| . of 20% or more of Revlon common stock by anyone and for any
purpose. Thus in contrast to ggggg;.-- where the selective
exchange offer affected only Mesa --_the Revlon poison pill
Rights impose their prohibitive economic penalty on all
acquirors and all acquisition proposals, irrespective of
their nature and terms. In short, iﬁ response to no threat
of unfairness or coercion, whatscever, the Revlon board has

taken defensive action of unprecedented reach and impact.

14




In the absence of any threat of ¢oercion or other

procedural unfairness, the defendants are left to argue that
this extraordinarily sweeping device can be justified solely

f " because they believe the price offered in a non-coercive,

- all cash tender offer is inadequate. As this Court has

" ————recognized, that argument amounts to nothing more than a

P

‘elaim that the Revlon board has a right to put themselves in
" the position of the marketplace to determine the value of
'Revion.* See MacAndrews & Porbes, slip op. at 11. No case
in Delawgre or any other jurisdiction has suggested that a
board has such a right. R
| ' The: law guarantees stockholders the right to make
| their own decisions about tender offers. As Judge Weinfeld put

it in Conoco Inc. v. Seagram Co., 517 P. Supp. 1299, 1303
(S.D.N.Y. 1981):

* The consequences to our system of corporate governance
would be extraordinary if defendants' alleged good
faith belief that they were acting in the interests of
stockholders in adopting the poison pill Rights Plan
were alone sufficient to validate it. If the mere be-
1ief of a board of directors that it can more effective-
ly exercise rights that concededly belong to stockholders
furnishes sufficient basis for the board to arrogate
those rights and then shield its decision from scrutiny
under the claim of business. judgment, it is difficult
to imagine any stockholder right that would be sacure
or any entrenchment device that could not be so justi-
fied. In any event, this Court has flatly rejected the
argument, holding that the business judgment rule does
not foreclose inquiry into any board action that trans-
fers any fundamental stockholder power == including the
power to consider tender offers -- to the board.
Household, 4930 A.2d at 1076,

F 15
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To be sure, the Board of Directors are under a duty
to exercise their best business judgment with respect
.. to any proposal pertaining to corporate affairs,
- ‘ineluding-tender offers. They-may-be right; they - - ———
- may know what is best for the corporation, but their
judgment is not conclusive upon the shareholders. ,
what is sometimes lost sight of in these tender . ‘ -
offer controversies is that the shareholders, not
the directors, have the right of franchise with-
respect to the shares owned by them; "stockholders,
once informed of the facts, have a right to make
. their own decisions . in matters pertaining to their
' aconomic self-interest, whether conscnant with or -
" contrary to the advice of others, whether such
advice is tendered by management or outsiders or -
those motivated by self-interest.”

- . I T

{emphasis added; footnote omitted.)* This overriding stock-

‘'holder right was underscored by the Second Circuit in its

landmark decision in Norlin Corp. v. Rooney, Pace Inc.,
744 F.2& 255, 258 (24 Cir. 1984):

Our most important duty is to protect the funda-
mental structure of corporate governance. While .
the day-to-day affairs of a company are to be

managed by its officers under the supervision of
directors, decisions affecting a corporation's
ultimate destiny are for the sharehoclders to make

in accordance with democratic procedures.

The poison pill Rights adopted by Revlon's direc~ -

tors thus present a blatant case of the "misuse of directorial

* See also Indiana National Corp. v. Rich, 712 F.24 1180,
" 7185 (7th cir. 1983) ("Management does not represent
the interest of the sharehoclders in relation to who
ultimately wins any potential struggle for contzrol®)
(emphasis in original); Buffalo Forge Co. V. Qgden

corp., 717 F.2d 757, 760 (2d Cir.), cert. denied,

104 S. Ct. 550 (1983) (it is for investors -- not
management -- "to decide whether takeover offers were
fair and equitable®™):; Kennecott Corp. V. Smith, 637
F.2d 181, 187-88 (34 Cir. 1980) (the Williams Act
allows shareholders to “exercise a knowledgeable and
unfettered choice" concerning tender offers).

16




authority” in connection with issuance of a rights plan that

this Court warned against in Bousehold. 490 A.2d at 10_83.

In the face of a non-coercive cash tender offer forj_ all of

....-.Revlon's shares, Revlon's board has determined effectively . ... ..

- to prevent its stockholders from receiving an offer: for
their shares. There is neither authority nor Justification’
for their action.' The poison pill Rights must be iavglidated-.-

17




e S€QCEIQR. 181 (a).

II. THE POISON PILL RIGHTS ARE VOID BE-
CAUSE THEY ARE WITHOUT STATUTORY BASIS.

A. The Rights Are Illegqal Under |

The Rights Plan is void as a unilate:ai attempt by
Revlon's board to append poison pill t;rms to already issued
Revlon common stock.* Delaware law has long recognized
that a right to exchange existing stock for .a specified
conéideration == as the Rights contemplate -~ is a right of
the stock. Starring v. American Bair & Pelt Co., Del.
Ch-r 191 R. 887, affld, Del. Supr., 2 A.2d 249 (1937);

Bartford Accident & Indemnity Co. v. W.S. Dickey Clay Mfg,

€o., Del. Supr., 24 A.2d 315, 319 (1942); 8 Del. C; §§
151(b), (e). |
seétion 151, which governs such rights, provides,
in pertinent part:
Every corporation may issue 1 or more classes

of stock ... which classes or series may have
such voting powers, full or limited, or no voting

* The common stock is the consideration required for
exercise of the Rights; therefore, the exercise of each
Right depends on ownership of a corresponding common
share. The only circumstances in which some consider-
ation other than common stock is required for exercise
are those covered in the anti-dilution provisions of
the Rights Agreement. 1In contrast, the rights to _
purchase newly issued preferred stock under Household's
poison pill plan become exercisable regardless of
ownership of common stock because the consideration for
exercising the right is not the existing common but
$100 cash. See Household, supra. :

18




a board resolution "providing for the issue of such stock®

powers, and such designations, preferences and
zelative, participating, optional or other special
ights, and qualifications, limitations or restric-

) 4
tions thereof, as shall be stated and expressed in

he certificate of inco ration or of any amendment

£

thereto, or in the resolution Or resolutions pPro-

viding for the issue of such stock adopted by the
 Board of directors pursuant to authority expressly

vested in it the provisions o ts certificate

of Incorggration. _ -

{Emphasis added.) Section 151(a) prbvides;that_rights.in

——— T

stock may be created in only two ways: (1} in the. certifi-~

cate of inccrpbration or a certificate émendment, and (2) in

T —

pursuant to board authority conferred by thg_Sggpigiqagglof_

incorporatioﬁ. See S. Arsht and W. Stapleggg, "Analysis of the
1967 Delaware Corporation Law®, at 328-29 (1976). Unless
un;quivocally conferred in the certificate or in a board reso—
lution issuing the stock pursuant to authority gfanted by

the certificate, the right does not exist. Shanghai Power

Co. v. Delaware Trust Co., Del. Ch., 316 A.2d 589, 593 (1974).

See also Rothschild International Corp. v. Liggett Group

Inc., Del. Supr., 474 A.2d 133, 136 (1984); Ellingwood v.

Wolf's Head Oil Refining Co., Del. Supr., 38 A.2d 743, 747

(1944). 1In either case, it is the certificate -- the funda-

mental document embodying the stockholders' will ~- that is

the sole source of power to cresate stock rights.

Delaware courts have repeatedly invalidated attempts

to confer rights upon stock by methods other than those

19




authorized by Section 151. In Hodgman v. Atlantic Refining

Co., 2 P.2d 893, 894 (D. Del. 1924), the Court stated:

; .~ = . The rights conferred by stock ownership ina . . _ _--
‘ .—---Dalaware corporation are to be determined as a—— . oo -

e A ——

?: - w - matter of law from the Constitution and the laws - e —

- . - e
-

A of the state of Delaware and the charter of the- - — -—- ——

—— o ———

A _7- - - company. Those rights cannot be increased, - — .- — ————
|~ 7T..-.  diminished, or otherwise altered by a contract— - -l .-
e  between the corporation and the person to whom— - - ——— -

! _ , the shares are issued. e

| .. In Gaskill v. Gladys Belle 0il Co., Del. Ch., 146 .
A. 337, 338-471 (1929), the Chancellor invalidated a by-law
_ amendment which purported to add rights to preferred stock
‘ - beyond those stated in the certificate, despite unanimous
stockholder approval of the amendment reciting it was
to have the same effect as a certificate provision. Con-
‘ struing the predécesso:*of’Section 151, this Court stated
that the statute's provision that rights of stock be as.
; | gtated in the certificate of incorporation must be taken to
mean that unless the rights are stated in the certificate,
they do not exist, even if there is unanimous stockholder
approval of an attempt to create such rights by means not
authorized by the statute. Id. at 339-40. The Court held:
My conclusion is that if the stockholders
wish to confer special rights upon a given class
of stock they must express their wish in the
instrument which the statute designates as the
place for its recordation., That place is the
certificate of incorporation.

Id. at 340-41. See alsc Aldridge v. Francc Wyoming Oil Co.,

Del. Ch., 7 A.2d 753, 760 (1939), aff'd, Del. Supr., 14 A.2d

20




. 380 (1940) (rights can only be given by the certificate of

_incorporation); Loew's Theatres, Inc. v, Commercial Credit

.Co.,.Del. Ch., 243 A.2d4 78 (1968) (a certificate or by-law

provision, even though approved by a majority of the stock=
holders, cannot waivé a statutory'requirepent).j
More recently, in Telvest, Inc. v. Olson, Del.

Ch., C.A. No. 5798, Brown, V.C. (Mar. 8, 1979) (Exhibit P),

this Court enioined the issuance of a preferred stock, as a~
dividend on the common stock, purportedly pursuant to“board
authority to issue blank check preferred under Section

151(a) and the corporation's gertificate. The Court held

'that the stock was not & legit;mate preferred and, éherefore,

the purpcrted dividend* was merel? an attempt to alter the

exigting rights of the ocutstanding stock:

* Here, the “dividend" is itself a sham. The "dividend"
declaration was merely a device to affix Revlon's
poison pill to each share of its common stock, whether
currently outstanding or to be issued in the future.

Moreover, to accomplish its purpose of attaching the
poison pill to every share of common stock, the board
violated the record date setting provisions of Section
213 of the Delaware General Corporation Law (the
"DGCL"). Rather than fix a certain date for the
so-called "dividend” distribution, Revlon's board
provided that the distribution would continue indefinite-
ly until the Rights expire or are triggered. Thus, for
example, shares subject to stock options held by
management will also carry with them the poison pill.
The board's failure to comply with Section 213 invali-
dates the so-called dividend declaration. See

Brvan v. Western Pacific Railroad, Del. Ch., 35
A.24 909 {1944). .
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Thus, I think it clear that the action taken
by the board in creating the First Series Preferred

_..—————and declaring it as a common stock dividend will,

© ' if permitted to stand, alter the previously existing

e voting rights granted to 0SI's common shareholders

. by 0SI's certificate of incorporation. _Telvest
" concedes that under the Delaware Corporation Law
the voting rights of the common stock can be altered
in this fashion by means of an amendment to the
certificate of incorporation. The question hexe
is whether this same change can be accomplished by
resolution of the board of directors in the absence
cf shareholder approval. - - '
Slip op. at 9. The Court found no policy in- the DGCL
empovwering the board to alter the rights of outstanding -
common stock for the supposed good of the stockholders
without permitting the stockholders to be heard on the
matter and concluded that the rights of existing common
stock could not be altered without a certificate amendment
adopted in accordance with Section 242 of the DGCL. Slip
op. at 14. |
The poison pill Rights'represent a ﬁnilééerai
attempt to alter the rights of outstanding common stock

through a means not permitted under the DGCL. The Rights

should be declared invalid.

B. The Rights Are Illegal Under
Section 151(b).

The poison pill Rights grant Revlon stockholders
an option to compel the company to purchase the common stock

at a stated price upon the occurrence of a specified event.

22




,-g;ahted in the certificate. | I

They are therefore void under Section 151(b), which precludes

- redeemable common stock except in limited circumstances not
- present here.* The Rights are also invalid because Section

- 151(b) requires that redemption terms be stated in the .

certificate or in-a board resolution providing for-the

issuance of the redeemable stock pursuant to board #uthority'

Section 151(b) prdvides, in pertinent part:

Any stock which is entitled upon any distribution
of the corporation's assets, whether by dividend
or by liquidation, to a preference over ancther
class or serles of stock may be made subject to-
redemption by the corporation at its option or at
the option of the holders of such stock or upon
the happening of a specified event. ... Any stock
which may be made redeemable under this section

may be redeemed for cash, property or rights,
including securities of the same or another cor-
poration, at such time or times, price or prices,
or rate or rates, and with such adjustments, as

shall be stated in the certificate of incorpcration

Or in the resolution or resolutions providing for

* The Rights have all the essential features of a right
of redemption. By their own terms, the Rights are a
"right" to compel the purchase of Revlon commen stock.
That right is not exercisable apart from the common
shares (i.e., the right to compel the purchase is always
dependent upon ownership of common stock). The right
to compel purchase is at the option of the common
stockholder and is triggered by the happening of a
specified event: the acquisition of 20% or more of
Revlon's outstanding common stock by any person or
group. There is a stated redemption price -- $65
principal amount of 12% one-year Revlon Notes. There
are also stated adjustments for the redemption rights

dependent upon the Company's abilit to redeem the
common stock in light of legal prohibitions, contractual

obligations and the availability of funds.
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the issue of such stock adopted b the board of
directors as hereinabove Eroviaea. o

? SQction 151(b) does not authorize redeemable common shares,

—_—

except 1n certain limited circumstances not appl;cable here.

Starring, 191 A. at 889-91; Rartford Accident & Indemnit
_____ﬁ_Ji e S 3 Shdemndty

Co., 24 A.2d at’'319. See also E. FPolk, The Delawa:e Ceneral
2ce a’so —==——=-Hare General

COEEQration Law : A Commentary and Analxsis, at 113 (1972) |

( .?OIk. ) -

The Rights are an unlawful unilateral attempﬁszV

| Revlon's beard to create, without statutory or certificate

' ... authorization and without stockholder approval, rights to N

_ They should be declared invalid. - L

C. The DGCL Does Not Authorize
Issuance Of Rights To Purchase
Debt Instruments.,

In addition to their invalidity under Seétions
151(a) and 151(b), the poison pill Rights are invalid
because the DGCL does not authorize issuance of rights to
; purchase debt instruments. While Revlon may, as did
Phillips, point to a variety of statutory sections empower-
ing the company or its board to take certain actions, these
ptovisioné, either individually or in combination, do not
authorize the issuance of Rights making already issued

common stock exchangeable for debt:
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(as Section 122(13) generally authorizes the
corporation to issue notes, but Revlon has not issued . _
nétesw—-~it'has issued rights to exchange common stock
:or'notes.‘ | o |

(b) The board's general power to manage the

o

/. —

—~

business and affairs of the corporation under-Section

t41{a) cannot validate corporate actions unauthorized by
_ the DGCL. Unocal, 493 A.2d at 933;* Edelman v. Phillips

' Pet‘!Olemﬂ CO.. DQIO Cho' C-A- NOQ 7899' waISh' V.C." Slip
op. at 9-10 (Feb. 12, 1985) (Bxhibi& G)e. Befe, issuance of

the Rights is not only not authorized, it is expressly
prohibited under Sections 151(a) and (B).

| (<) Section-TST(e) does not authorize the cre—
ation of rights to exchange or convert Common gtock into
debt; it only empowers the corporation to make stock
exchangeable for or convertible into other stock, and then
only by certificate provision or a board resolution issuing
the stock pursuant to board power expressly conferred by the:

certificate.

(d) Section 157 authorizes rights to purchase

. stock, not rights to purchase notes. Purthermore, Section

157 was enacted to permit the use of rights and options to

* In Unocal, 493 A.2d at 953, the Court noted that

the powers the board was exercising pursuant to its
general -managerial authority under Section 141(a) were

expressly conferred on the corporation by Section 160(a).
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purchase stock as a means of financing the corporation.

S. Arsht, "A History of Delawafe Corporation Law®, 1 Del.

J. Corps L. 1, 11 (1976). The poison pill Rights will .

never bring any moneY'into'Revlon's treasury.
{(e) Section 160(a) authorizes the corporation

to purchase or redeem its shares, subject to certain ‘con~

='ditions; it does not authorize boards to create rights to - _ -

compel the corporation %o purchase or redeem shares for a

specified price and form of consideration for _the next ten

'years. See Dalton v, American Investment Co., Del. Ch., 490

A.2d 574, 586-87 (1985).
(£) Sections 170 and 173 authorize the payment
of a dividend in property; they do not authorize using the

dividend procedure to create rights in existing stock that

-are contrary to the DGCL and Revlon's certificate. The

dividend power is expressly limited by the certificate and
applicable statutory provisions. Folk, at 184; Gaskill, 146
A. at 338-35. _

The Rights lack‘the necessary statutory basis.
They should be declared invalid,




III. THE POISON PILL COVENANTS ARE
NOT REASONABLY RELATED TO ANY
_THREAT TO REVLON.

To ensure absolutely their cggéindiﬁa“saﬁé}oz 6Emw'

asvlon s destiny, the Revlon directors have adopted extraordinary

defensive measures -- the Poison Pill cOvenants - which will

have the effect of drastically crippling Revlon as a viabla

economic entity not only in the event of an unwanted take—

over but also in the event the sitting board of of Revlon loses

its control over Revlon at any time in the future for any

-
-

reason. That the Poison Pill Covenants are defensive is
admitted. Revlon's advisors toldlthe-nevlon board that the
covenants were designed "to deter or make more difficult an
unsolicited takeover attempt, including the Pantry Pride
takeover attempt.® (Draft minutes of Revlon Board of
Directors meeting, held on August 26, 1985, at 5)

The covenants achieve their deterrent purpose by
restricting severely Revlon's ability to conduct its businesg.
The covenants limit Revlon's ability to:

- Incur debt other than its existing debt, the debt
represented by the notes or the debentures into
which the preferred shares are exchangeable, debt
for working capital or the one=year notes issuable
under the Rights Plan.

- Make restricted payments such as dividends.

- Assign, sell, lease or otherwise transfer assets
of Revlon, except in the ordinary course of
business, where the assets exceed two percent

of the consolidated adjusted net assets, or
between Revlon and a Revlon subsidiary.
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- Incur indebtedness that would result in a ratio
. of debt to capitalization of Revlon and its

subsidiaries, or of Revlon and its "affiliates® N

...... (defined to include any person who directly or
éngifectly controls Revlon), of in excess of
«02l. ' . )

The Poison Pill Covenants hamstring the ability of Revioh Eo
engage in fundamental activities necesgsary to the day-to-day

 and long-term operatiom of the company as a viablé ecohoﬁic
eﬁtity. _ |

There is not even a suggestion that the purpose of

the covenants is to serve a financing function or to preserve

the valoe of\the notes and preferred shares iﬁ the intarests
' of Revlon note holders and preferred sharehol&éfs,* nor could
such purposes be demonstrated. As financing provisions the
covenants are sham. They contain greater protections than
the noteholders and preferred shareholders can possibly need

or use. Moreover, they are designed to be avoided by Revlon's

* That the restrictive debt provisions in the preferred
are not for the benefit of preferred stockholders is
conclusively demonstrated by the fact the Revlon's
board has now agreed tc waive that provision "immediately
upon consummation of any transaction in which all
stockholders will receive $57.25 or more per share for
all their shares of common stock." (Revlon press
release, October 13, 1984, Transcription at 4)

(Exhibit B) Preferred stockholders cannot have received
any benefit from this waiver. The board's acknowledge-
ment that Forstmann Little's $56.00 deal was fair
required tht they redeem the pill for Pantry Pride's
$56.25 cash offer. They did not and, thus, breached
their fiduciary obligations. See Unocal Corp., v. Mesa
Petroleum Co., sSupra. :




proposals; it is a device for transferring power from the

sitting directors. If they were'legitimate, if they‘aqtually |
existed for the benefit of noteholders and'prefe:fed,share- '
holders and were bargained for by them, ‘thé direqto;g'wbuld 
not have the power to waive them. This power to waive the

'reﬁtriétions is simply the equivalent of the'Boa:d's power

| éo fedeem the poison pill Rights. As this Cburt recoghiéed"
" in Household, such a provision is intended to give the board

of directors vastly increased power over all acquisition
stockholders to the board. Hougehold, 490 A.2d at 1083.

The power to waive these covenants, in turn, is
reédsed'only in the so~called "Independent Directors,"ﬁho.
possess-unlimitéd'discretion to approve the restricted
actions. If there are no Independent Director;, the actions
may not be taken at all (in the case of the $9.00 preferred)
or only at the cost of defaulting on the notes and acceler-
ating their maturity. The evil of the Independent Director .
mechanism is that the only individuals who can qualify .
as Independent Directb:s are either current Revlon directors
or their handpicked successors. Thus, if Revlon stock-
holders desiré to preserve Revlon's power to take the
actions othefwise restricte& by the covenants, they have no

choice but to re=elect the current directors or their
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Abasis for reposing in the sc-called Independent Directors --

nominees.‘ 1f Revlon stdckholders, for whatever reason,
exercise their right to replace the current directors,

Rgvlon will be c:ippled. There can exist no legitimate

rather than the full board as it may be constituted from 3'.y

"time-to time == the power to approve the zestricted actions. '

“The covenants, coupled with the "Independent: Di:acto:—m

mechanism, are no more than an entrenchment device designed - )

" o consolidate in the hands of the current board and its

designate& successors power over the destiny of the company.

The avowed,anti-takeover purpose of the covenants,
theiﬁ'extraordinary breadth and radical nature all require
that they be struck down #s unreasonable in relation to the
threat posed and Draconian in operatiqn. Unocal, 493 A.2d
at 955; Household, 490 A.2d4 at 1083.

Here, in contrast to Unocal, any "threat® to

" Revlon posed by Pantry Pride's tender offer is imaginary.

Pantry Pride's tender offer, originally and as amended, is
an all~cash, 'any-ahd-all' offér: remaining shareholders
will receive the same amount of consideration in the contem-
plated second-step merger. Thus it ®lacks the inherent
coerciveness and potential for creating unfairness between

groups of shareholders which characterize two-tiered offers.”

MacAndrews & Forbes, slip op. at i1. Nor, as only a nominal
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.

Revlon shareholder, is MacAndrews & Forbes or Pantry Pride a
greemmailer. | -

In ipﬁr;ving-;;;mselective excﬁ;éée offe? at issue in
Onocal, the CQurﬁ reasoned that "[i]f the stockholders are -
displeased.with the action of their elected representatives, . -
the powers of corporate democracy are at their'dispogal to -

turn the board out.® 493 A.2d at 959 (citation omitted) e

The Revlon shareholders cannot express their displeasure- LT

" with the Poison Pill Covenants. As a result of the covenants,
the power of Revlon sharehclders to turn out their board has
been effectively eliminated.

These covenants bear no reasonable relation -

to any threat to Revlon. They should be struck down.
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IV. THE "INDEPENDENT DIRECTOR"
PROVISIONS OF THE POISON PILL
COVENANTS ARE VOID UNDER |
SECTION 141,

Section 141(a) of the DGCL provides that the power

-and obligation to manage the buﬁiness and affairs of a -~ T+ 7

Delaware corporatibn is vested in the full board. Abercrom~-
bie v, Davies, Del. Ch., 123 A.2d 893 (1956), rev'd on

other grounds, Del. Supr., 130 A.2d 338'(1957i. ‘By adopting

Poison Pill Covenants requiring the approval of certain -
so-called Independent Directors for a wide variety of
corporate actions essential to the long-term competitive
operation of a billion dollar multinational corporation such
as Revlon, the Revlon board has improperly -- and irrevocably
-~ conﬁracted away its esgsential manage;ial ;uthority.

It is a "longstanding rule that directors of a
Delaware corporation may not delegate to others those duties

which lay at the heart of the management of the corporation.”

Chapin v. Benwood Foundation, Inc., Del. Ch., 402 A.2d 1205

(1979), aff'd sub nom, Harrison v. Chapin, Del. Supr., 415

A.2d 1068 (1980). See also Clarke Memorial Ccllegg 7.
Monaghan Land Co., Del. Ch., 257 A.24 234 (1969); lLehrman v,

Cohen, Del. Supr., 222 A.2d 800 (1966); Abercrombie v.

Davies, 123 A.2d 893; Adams v. Clearance Corp., Del. Supr.,

121 A.2d 302 (1956); Field v. Carlisle Corp., Del. Ch., 68
A.2d 817 (1949). As Chancellor Seitz stated in Abercrombie

v. Davies, 123 A.2d at 899:
32 .




S0 long as the corporate form is used as presently
provided by our statutes this Court cannot give
legal sanction to agreements which have the effect
; of removing from directors in a very substantial

; - way _their duty to use their own best Judgment on

! management matters.

.

' - Accord In re Acadia Dairies Inc.,‘Del. Ch., 135 A. 846
T e LS LT
(1927).

T e e A —— s o i

That, however, is Precisely the effect of the

. — e g

Independent Director provisions of the Poisen Pi&}_prgqaﬁts

£ - -

As noﬁed above at pages 27-31, those covenants prohibit

L J

'the Revlon board from taking fundamental corporate actions )
without first obtaining the approval of the so-called Indepen-

éent Directors. As a practical matter,'the-boﬁyﬁ_as a2 whole
has contracted away its ability to take such aétibﬁ; ThQ‘
i | powers thus delegated are far broader and more essential Eo the
.operation of Revlon's business and affairs than the powers
found to have been illegally delegated in any of the cases

} cited above.*

* Chapin v. Benwood Poundatien Inec., 402 A.2d8 1205 (illegal
agreement Dy members of board of directors to appoint
named individuals to £ill future board vacancies); Clarke
Memorial College v, Monaghan Land Co., 257 A.2d 234 (bocard
resolution illega ¥ authorizing officers to fix "terms
and conditions® of asset sales); Abercrombie v. Davies,
123 A.2d 893 (illegal contract binding directors to vote
as directors as a block); Pield v. Carlisle, 68 A.2d4 817
(illegal delegation by board of duty to determine value of

property to be acquired in consideration for issuance of
stock). :

33




E
{

S

i i v, rirr, o,

o

—-—*

Moreover, the nature and extent of the delegation
is more extreme here than in any of the cited cases. -In most,
the delegation of authority was accomplished. by agreement )

among the direotors themselves or stockholders they direotly

represented. See Abercrombie; Pield; c Chapin, In no Other cas;
has there ever been a delegation of authority purportedly

~ Accomplished in a contract with outside third parties, makinq

the delegation esgentially and permanently irrevooable. And in

no other case has the delegation been to a group which may

-oease to exist, raising the very real (and, for Revlon stock-

-holders, frightening) possibility that the delegated powers

will in effect vanish -- in short, that Revlon will lose the
pover to. take fundamental and. essential oorporate actions that
touch on virtuallg every aspect of its business and affairs. _
Here, the power to manageothe corporation is not only delegated
== it may well be destroyed irrevocably. Such an abdication
of directors' managerial authority cannot be sanctioned.

Nor can Revlon's board take any comfort from an

argument that the so-called Independent Directors are a gg

facto committee authorized by Section 141(cy. That section =-

the only statutory authority for delegation of the board's
managerial power -- requires that any delegation of board
authority to a committee be reflected in a resolution of the

full bocard. No such resolution exists. Instead, as noeed,
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the. delegation of authority is purportedly accomplished in a
oontcact with.a.third party.

This is not a trivial or technical distinction. :
The board of a Delaware corporation has a duty under Saction

- 141 at any given time to be in a position fully to exercise

its own independent business judgment. See, e.g., Lehrman

. %. Cohen, Del. Supr., 222 A.2d 800 (1966); Adams v. Clear-
~ance Corp., Del. Supr;,'121 A.2d 302 (1956). Proper delegation

of authority to a committee by resolution is fully consistent
with that duty, because the board can at any tioa dissolca the
connittce, reassune its managerial authority and exercise its
judgment. | |

By contrast, the Poiscn Pill Covenants have no
such escape valve. If they are valid, the Revlon board has
forever relinquished.ita ability to exercise its judgment
witﬁ tespect to corporate actions essential to the efficient
and competitive operation of a large multinational corporation.
That is an impermissible abdication of the board's managerial
authority. The Independent Director provisions of the Poison

Pill Covenants must therefore be struck down.
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CONCLUSION |
On the basis of the authorities ang arguments in
- this brief and in the brief filed on the plaintiff's benalt
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| - S
E ' : bg.!bung,‘cOnaway, Stargatt & Taylor, plaint{ff's motion fo:_
r a4 preliminary injunction should be granted.
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