
UNREPORTED CASES

Louis Pure, a Santa Fe shareholder, was allowed to intervene as
a plaintiff. It is upon these allegations that plaintiff's motion for a
preliminary injunction is based.

The court of chancery, per Vice-Chancellor Jacobs, denied
plaintiffs' motion for a preliminary injunction finding: (1) plaintiffs
had failed to establish a reasonable probability of success on the
merits of its vote buying claim; (2) plaintiffs had failed to establish
that they would suffer imminent irreparable harm if injunctive relief
is denied; (3) plaintiffs failed to establish that they would probably
succeed on the merits of their payment in kind debenture claim;
and (4) defendant's charter provision authorizing the board of
directors to determine the exact size of the board is valid under
DEL. CODE ANN. tit. 8, § 141(b).

1. Injunction C=- 151

Plaintiffs seeking a preliminary injunction must demonstrate a
reasonable probability that they will succeed on the merits of their
claims, that they will suffer imminent irreparable harm if injunctive
relief is denied, and that the harm to plaintiffs if relief is denied
outweighs the harm to the defendants if relief is granted.

2. Corporations C-= 186

An essential element of a vote buying agreement is that the
stockholder divorces his discretionary voting power and votes as
directed by the offeror.

3. Corporations 0 187

To be legally material, a disclosure must bear in some sig-
nificant way upon an impending stockholder decision.

4. Corporations 0=- 187

Information is material if, for example, there is a substantial
likelihood that a reasonable stockholder would consider it important
in deciding how to vote or in deciding whether to sell or retain
stock.
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5. Injunction C 151

Preliminary injunction motions are at best imperfect vehicles
for deciding complex issues of corporate law.

6. Injunction C 132

To warrant the extraordinary remedy of a preliminary in-
junction, the threatened harm must be of a kind that an injunction
is needed to prevent.

7. Corporations C-- 310(4), 320(13)

The standard to be applied in determining if the distribution
of corporate debentures is valid depends upon whether the issue of
the debentures was purely a vehicle for financing the dividend, or
whether it was adopted as a response to a perceived takeover threat.

8. Corporations 0- 310(4)

In evaluating the validity of a distribution of corporate de-
bentures that was adopted in response to a takeover threat, the
incumbent management must establish reasonable grounds for their
belief that a danger to corporate policy and effectiveness existed,
a burden which is satisfied by a showing of good faith and reasonable
investigation, if the director's actions are to receive the protection
of the business judgment rule.

9. Corporations 0 310(4)

In evaluating the validity of a distribution of corporate de-
bentures that was adopted in response to a takeover threat, the
incumbent management must also demonstrate that the measures
they adopted were reasonable in relation to the threat posed, if the
director's actions are to receive the protection of the business judg-
ment rule.

10. Corporations 0 307

When a corporation chooses to restructure itself, the directors
have a fiduciary duty to take reasonable steps to protect the re-
structuring from outside interference.
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11. Statutes J 206

When determining if two sections of the state's corporate code
are in conflict, the relevant principle of statutory construction is
that a statute must be interpreted to give full effect to the pertinent
statutory language and to produce the most consistent and har-
monious result.

12. Statutes C-- 206

A court should not normally use rules of construction to amend
or override one statutory provision in favor of another, and statutes
on the same subject must be construed together so that effect is
given to every provision.

13. Statutes 0 212.1, 223.1, 223.2

The court will choose between statutory provisions only if there
is an irreconcilable conflict between the two statutes, in which case
the later enacted statute supersedes the earlier one.

14. Corporations 0= 57

DEL. CODE ANN. tit. 8, $ § 102(b)(1) and 141(b) are not in
irreconcilable conflict with each other.

Bruce M. Stargatt, Esquire, Edward B. Maxwell, 2nd, Esquire,
David C. McBride, Esquire, Bruce L. Silverstein, Esquire, and
Melanie K. Sharp, Esquire, of Young, Conaway, Stargatt & Taylor,
Wilmington, Delaware; Michael W. Schwartz, Esquire, Paul K.
Rowe, Esquire, and Andrew C. Houston, Esquire, of Wachtell,
Lipton, Rosen & Katz, New York, New York, for plaintiff, The
Henley Group, Inc.

Thomas G. Hughes, Esquire and Brian Glancy, Esquire, of Schlus-
ser, Reiver, Hughes & Sisk, Wilmington, Delaware; Thomas R.
Meites, Esquire, of Meites, Frankman & Mulder, Chicago, Illinois;
Marshall Patner, Esquire, of Marshall Patner, P.C., Chicago, Il-
linois; and Geoffrey Miller, Esquire, Chicago, Illinois, for plaintiff-
intervenor Louis Pure.
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Michael D. Goldman, Esquire, Robert K. Payson, Esquire, Richard
L. Horwitz, Esquire, and Peter J. Walsh, Jr., Esquire, of Potter
Anderson & Corroon, Wilmington, Delaware; and Stephen C. Neal,
Esquire, Emily Nicklin, Esquire, and Robert J. Kopecky, Esquire,
of Kirkland & Ellis, Chicago, Illinois, for defendants.

JACOBS, Vice-Chancellor

I. PROCEDURAL HISTORY
Plaintiff, the Henley Group, Inc. ("Henley") brought this

action against Santa Fe Southern Pacific Corporation ("Santa Fe")
and Santa Fe's directors on January 19, 1988. The original com-
plaint sought, inter alia, a declaration that the Santa Fe Stock
Purchase Rights Plan ("Rights Plan") would not be "triggered"
and that so-called "flip-in" rights would not be redeemed by Henley
having discussions or entering into agreements with other stock-
holders, including Olympia and York ("0 & Y"), concerning the
voting of their Santa Fe stock or conducting a proxy contest.

On January 31, 1988, the defendants revised the Santa Fe
Rights Plan to eliminate proxy solicitation activity from its coverage.
They then moved to dismiss the complaint on the ground that its
claims were moot. In response, Henley filed an amended complaint
on February 8, 1988, and shortly thereafter, Louis Pure, a Santa
Fe stockholder ("Pure"), was permitted to intervene as a plaintiff.

On February 11, 1988, Henley moved for a preliminary in-
junction based upon the claims in its amended complaint.'
[Revised Page - March 14, 1988 - starts]
Pure joins in that motion. After expedited discovery and briefing,
the preliminary injunction motion was argued on February 26,
1988. Supplemental briefs were submitted on March 7 and 9, 1988.
This is the Opinion of the Court on the plaintiffs' motion for a
preliminary injunction.

1. The Amended Complaint alleges four claims against the defendants
under Delaware law: (i) breach of fiduciary duty by inequitably manipulating the
Rights Plan to obstruct Henley from conducting a proxy contest, (ii) entering
into an illegal "vote buying" scheme with 0 & Y, and (iii) proposing to issue
so-called "payment in kind" debentures for entrenchment purposes. Also chal-
lenged is (iv) the validity of a Santa Fe charter provision authorizing the Board
of Directors to determine the exact size of the Board.
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II. BACKGROUND FACTS'

A. The ICC Divestiture Order and The Origination of the Rights Plan

Henley, a Delaware corporation formed in 1986, is a diversified
company engaged in the businesses of manufacturing, chemicals,
engineering and energy services, scientific equipment, financial ser-
vices, and real estate. In October 1986, Henley began to acquire
Santa Fe common stock. Currently Henley holds almost 25.5 million
shares (approximately 15.7%) of Santa Fe's outstanding common
stock, acquired at a cost of over $1 billion. Since its formation,
Henley has not acquired any publicly-held company or attempted
any hostile takeovers.

Santa Fe is a Delaware corporation with diversified holdings
in the railroad, oil and gas, mineral, pipeline and real estate bus-
inesses. Santa Fe was formed by a merger in 1983 between Santa
Fe Industries, Inc. and Southern Pacific
[Revised Page - March 14, 1988 - ends]
Company, which owned (respectively) the Atchinson, Topeka &
Santa Fe Railway Company ("AT&SF") and Southern Pacific
Transportation Company ("Southern Pacific"). As of January 28,
1988, Santa Fe had 156,272,582 outstanding shares listed and traded
on the New York, Midwest and Pacific Stock Exchanges. Santa Fe
presently has a 19 member Board of Directors, the majority of
whom are "outside," independent directors. 3

After the 1983 merger, the United States Interstate Commerce
Commission (the "ICC") conducted a lengthy investigation of a
proposal to merge the Southern Pacific and AT&SF railroad op-
erating companies. In July 1986, the ICC rejected the proposed
merger and ordered Santa Fe to divest one or both of those railroads.
One year later, the ICC rejected Santa Fe's request to reconsider
its original decision.

During the four year interval between the 1983 merger and
the initial ICC ruling, Santa Fe's management became concerned
that the stock price of Santa Fe did not reflect the full value of
the company's assets, and that the undervaluation might render

2. Except where otherwise noted, the background facts narrated in this
section of the Opinion are undisputed. Other facts are set forth in connection
with specific issues to which they relate.

3. Two of Santa Fe's directors are designees of 0 & Y, and were elected
in January, 1988. The 0 & Y designees are not named as defendants in this
action.
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Santa Fe vulnerable to a hostile takeover at an inadequate price.
The Board considered and rejected a "fair price" plan and certain
other antitakeover defenses. Based upon the advice of its outside
legal counsel and investment bankers, the Santa Fe Board instead
adopted a "Rights Plan" in January, 1986. The Plan's purpose
was to deter coercive takeovers and to prevent an acquirer from
gaining control over Santa Fe for an inadequate price.

The Rights Plan is, in corporate takeover parlance, a "poison
pill" that creates two categories of rights: (i) "flip over" rights,
which become exercisable only when persons owning a specified
"triggering" percentage of Santa Fe's outstanding shares propose
a second-step merger or certain other transactions with Santa Fe,
and (ii) "flip-in" rights, which become exercisable when a person
or group becomes the "beneficial owner" of a specified "triggering"
percentage of Santa Fe's stock.4

Under the Rights Plan, a "beneficial owner" includes all
persons having any "agreement," "arrangement," or "under-
standing" concerning the voting of Santa Fe stock. The stock-
holdings of all such persons are cross-attributed and thus are
aggregated for that purpose. 5

The original "triggering" percentage for the flip-in rights was
50%. Thus, if the holders of 50% or more of Santa Fe's stock
joined together to conduct a proxy solicitation or other arrangements
to vote their Santa Fe stock, the flip-in rights would be triggered.
The consequences of triggering those rights is later discussed in
Section II. C. infra.

B. Santa Fe Explores Restructuring Options and Negotiates with Henley
While the ICC reconsideration request was pending, the Board

explored various contingency plans on the assumption that Santa

4. Only the "flip-in," not the "flip over," component of the Rights Plan
is challenged in this litigation. Accordingly, no further reference to the "flip
over" provisions is made in this Opinion.

5. The term beneficial owner" is defined in the Rights Plan as follows:
A Person shall be deemed the "Beneficial Owner" of, and shall be
deemed to "beneficially own," any securities:...
(ii) which are beneficially owned, directly or indirectly, by any other

Person (or any Affiliate or Associate thereof) with which such person
(or any of such person's Affiliates or Associates) has any agreement,
arrangement or understanding (whether or not in writing), for the purpose of
acquiring, holding, voting (except pursuant to a revocable proxy
[obtained pursuant to a public proxy solicitation] .. ) or disposing
of any voting securities of the Company. (Emphasis added)
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Fe would be forced to divest one of its railroads. The Board retained
the investment banking firms of Goldman, Sachs & Co. ("Goldman
Sachs") and Salomon Brothers Inc. ("Salomon") to assist it in
devising a plan of divestiture and restructuring. In June, 1987,
those firms (collectively, the "investment advisers") submitted a
preliminary report that discussed, (among other alternatives) a pos-
sible sale of one of the railroads and of certain "noncore" assets.
On June 30, 1987, the ICC denied the reconsideration request and
directed Santa Fe to submit a divestiture plan within 90 days. That
ruling led to the announcement of a plan to divest Southern Pacific
and certain noncore businesses. During the ensuing months, Santa
Fe attempted to sell, and negotiated for the sale of, those assets to
Henley and other potential buyers.

Henley started buying Santa Fe stock in October, 1986, shortly
after the initial ICC ruling. By April, 1987, Henley had acquired
approximately 5% of Santa Fe's outstanding shares. In May, 1987,
Henley's chairman, Michael Dingman, met with Santa Fe man-
agement to explore a possible friendly business combination between
the two corporations. In June, 1987, Robert Krehs, Santa Fe's
president and Chief Executive Officer, advised Henley that Santa
Fe had decided to remain independent, and discussions between
the two companies were terminated. In July, 1987, Henley applied
for permission, pursuant to the Hart-Scott-Rodino Act, to acquire
up to 24.9% of Santa Fe's common stock. 0 & Y, which had also
begun purchasing Santa Fe stock, made a similar request in August,
1987. During that entire period, Santa Fe's Board continued to
explore various restructuring scenarios, including issuing a dividend
and repurchasing its own shares.

After the Hart-Scott-Rodino "waiting period" expired, Henley
became free to purchase up to 24.9% of Santa Fe's common stock.
At that point Santa Fe, acting on the advice of its investment
advisers, then invited Henley to negotiate a possible purchase of a
"package" of Santa Fe assets, including Southern Pacific and cer-
tain noncore businesses. As a condition to entering into negotiations,
Santa Fe required Henley to agree that in return for access to
limited confidential information, Henley would make no further
share purchases for a specified period. Henley accepted that con-
dition, and the companies then engaged in intensive negotiations
over the next two months (September and October). No agreement,
however, was reached.

After the latest of these "on again-off again" negotiations had
ended, Henley purchased another 15 million Santa Fe shares be-
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tween October 19-29, 1987, thereby raising its total investment in
Santa Fe to nearly $1 billion, and its ownership to about 14% of
Santa Fe's outstanding shares. 6 In a Schedule 13D filed on October
19, 1987, (and in an October 28, 1987 amendment thereto) Henley
disclosed that while it had a high regard for Santa Fe's management
and intended to work constructively with Santa Fe, Henley also
reserved the right to take whatever action it believed necessary to
maximize shareholder values. Specifically, Henley stated that it was
considering a plan to obtain representation on the Board or to
acquire control of Santa Fe, and that its plan could include "making
a tender offer for some or all of the outstanding shares, soliciting
proxies, or proposing a business combination transaction with [Santa
Fe]."'

The Santa Fe Board met again on October 27, 1987. Noting
Henley's rapid accumulation of Santa Fe stock, the Board reassessed
its options. These included a leveraged recapitalization, a repurchase
of the Santa Fe stock owned by Henley and 0 & Y, a restructuring,
and an outright sale of Santa Fe. A Goldman Sachs representative
reported that Mr. Dingman, Henley's Chairman, was convinced
that a change of control would occur and that he (Dingman) would
make a proposal at some point, but that Dingman preferred a
negotiated transaction. The available alternatives were extensively
discussed. On the recommendation of its investment advisers and
legal counsel, the Board voted to authorize an offer to sell the
entire company to Henley for not less than $62 per share, all cash.
On October 29, 1988, Santa Fe offered Henley a signed contract
to sell the entire company for $63 per share cash, i.e., approximately
$8 billion.

Intensive negotiations followed. 7 The issue dividing the parties
was not price-Dingman believed that $63 per share was fair-but
what form that price should take. Henley did not offer to pay the
entire acquisition price in cash. What it did propose (at different
points) was to purchase Santa Fe in two-step transactions involving

6. 0 & Y also continued to buy Santa Fe stock. By late September, 1987,
it owned 6.18% of Santa Fe's outstanding shares.

7. At this point 0 & Y also surfaced as a potential acquirer of all of Santa
Fe. On November 2, 1987, 0 & Y disclosed that it was negotiating with Santa
Fe concerning a $63 per share acquisition. Then, in early December, 0 & Y
disclosed that it did not intend to make an offer. Santa Fe's representatives also
had discussions with other potential acquirers, but those discussions never advanced
beyond the preliminary stage.
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a mixed consideration of cash, Henley stock, and/or Henley debt
securities. Santa Fe had no objection in principle to such a trans-
action, so long as the terms were satisfactory. These negotiations,
like those that came before, ultimately failed and no agreement was
reached."

On November 15, 1987, the Santa Fe Board again met to
review its ongoing negotiations with Henley and to consider what
course of action to pursue. Among the options discussed were
terminating negotiations to sell the company, pursuing a restruc-
turing, and preparing a defensive strategy in the event of a hostile
response by Henley. 9 The participants in that meeting included
outside legal counsel, viz., members of Skadden, Arps, Slate,
Meagher & Flom, a law firm with nationally-recognized expertise
in corporate takeovers. Outside counsel recommended that the "flip-
in" trigger be lowered from 50% to 20%. The Board decided not
to act upon that advice at that point, but instead to continue
exploring a possible sale of the company. Accordingly, negotiations
with Henley continued.

C. Termination of Negotiations with Henley and Amendment of
the Santa Fe Rights Plan

On December 8, 1987, the Santa Fe Board again met. The
directors reviewed the unsuccessful negotiations with Henley, 0 &
Y, and others. Santa Fe's investment advisers reported that they
had valued Henley's most recent offers as being worth less than
the $63 per share price fixed by the Board. After extensive delib-
eration, the Board concluded that their efforts to sell the company
had failed, and that the best alternative was for Santa Fe to remain
independent and to restructure the company. The Board discussed

8. Santa Fe contends that the negotiations foundered because Henley was
unable to convince Santa Fe's investment advisers that the consideration it offered
would be worth $63 per share. Henley claims that it was hampered by Santa
Fe's refusal to provide material internal financial information and by Santa Fe's
insistence upon negotiating additional terms such as "golden parachute" agree-
ments and other employee benefits that were outside the scope of the contract
initially authorized by the Santa Fe Board.

9. Defendants claim that at that meeting, Mr. Krebs reported that Henley
had told a Goldman Sachs representative that Henley would take unspecified
"hostile actions" if it was unable to negotiate a transaction. Presumably, the
Santa Fe Board, in discussing takeover defensive strategies, was reacting to that
triple hearsay information. In any event, Henley does not dispute the statement
that the defendants have attributed to it.
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several alternative restructuring proposals involving varying degrees
of leverage. Ultimately it endorsed a restructuring that involved (i)
selling the Southern Pacific and certain noncore assets, and (ii)
distributing to shareholders at least $4 billion in cash and deben-
tures. The Board directed management (assisted by the investment
advisers) to develop the details of the restructuring for final Board
approval and to terminate negotiations with Henley. Henley was
notified of that decision on December 10, 1987.

At the December 8, 1987 meeting, the Board also voted to
amend the Rights Plan in various respects. The most significant
amendment was to reduce the "trigger" percentage for the flip-in
rights from 50% to 20%. That step was taken on the basis of
outside counsel's advice that effective control could occur at levels
far below 50%. The Board concluded that given the recent history
of dealings with (and the uncertain intentions of) Henley, the
amendment was an appropriate defensive measure to make a hostile
takeover more difficult.

Lastly, at that meeting the Board adopted amendments to the
corporation's bylaws (also recommended by outside counsel) to
require at least 50 days' notice to the Company of (i) any and all
shareholder proposals to be raised at an annual meeting, and (ii)
of any shareholder-originated nominations for directors to be elected
at an annual meeting.

Santa Fe contends that in amending the Rights Plan, the Board
was not advised and did not discuss-and therefore did not intend-
that the amendment would make a proxy fight (as opposed to a
hostile tender offer) more difficult. Be that as it may, the undisputed
evidence demonstrates that at the time the Board acted, it could
not have been unaware that Henley might possibly conduct a con-
tested proxy solicitation. Nor could its outside counsel have been
unaware that the probable effect of the Rights Plan amendment,
would be to deter a joint proxy solicitation by two or more large
stockholders, viz., Henley and 0 & Y. Thus, Henley's pre-Decem-
ber 8 Schedule 13D disclosed that Henley might conduct a proxy
solicitation. Mr. Krebs' notes in preparation for the November 15
Board meeting reveal that he considered a proxy contest to be a
possibility. Notes taken by the Board Secretary at the December 8
meeting reveal that outside counsel discussed a potential proxy
contest by Henley. At the December 8 meeting, the Board au-
thorized the hiring of proxy solicitors and amended the bylaws to
require any director nominee to consent in writing to nomination.
(The effect of any such written agreement would be to cause the
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stock ownership of each of the signatories, i.e., members of the
dissident slate, to be cross-attributed for purposes of the 20%
"beneficial ownership" trigger.) Finally, the Board adopted the
bylaws requiring 50 days' notice for shareholder proposals and
director nominations at the annual meeting.

All of those actions were antitakeover measures typically taken
in anticipation of a proxy contest. To suggest, as does Santa Fe,
that the Board was ignorant of the probable impact of its actions
upon a proxy fight, attributes to its members a naivete belied by
their accomplishments and reputations in the business world. It
also implicitly ascribes to their prestigious outside counsel a technical
incompetence totally at odds with the real-world facts.' 0

Moreover, the clearly predictable effect of lowering the flip-in
trigger would be to impede the ability of Henley and 0 & Y (or
any other substantial stockholder) to conduct a joint proxy contest.
That Henley and 0 & Y together owned about 21% of Santa Fe
was known to everyone. Had Henley and 0 & Y jointly commenced
a proxy contest, their respective stock ownership would be cross-
attributed and the two companies would be treated together as a
21% "beneficial owner." With a 50% "beneficial ownership"
trigger, that would be of minimal or no consequence. But with a
20% trigger-a percentage deliberately fixed at only slightly below
Henley's and 0 & Y's combined holdings-the consequences to
Henley (and 0 & Y) would be potentially catastrophic. At then
current market prices, once Henley triggered the (20%) flip-in
rights, each stockholder (other than Henley and any stockholder
having agreements, arrangements, and undertakings with Henley)
would receive the right to purchase approximately 5.6 new Santa
Fe shares at a 50% discount price for each Santa Fe share they
owned. As a result, Henley's voting strength would be diluted from
15% to 3%, and Henley's $1 billion investment in Santa Fe stock
would decline to a value of about $600 million, resulting in an
immediate loss to Henley of $400 million."

10. In any event, it is undeniable that from and after January 11, 1988,
Santa Fe was on notice of the inhibiting effect of the 200 trigger upon a proxy
contest. On January 11, 0 & Y wrote a letter to Santa Fe protesting that the
amended Rights Plan might be triggered if 0 & Y exercised their voting franchise
or communicated with other shareholders for a proxy solicitation. On January
19, 1988, Henley filed this action complaining of the inhibiting effect of the
reduction of the "flip-in" rights trigger to 207o. Not until January 31, 1988 did
the defendants re-amend the Rights plan to eliminate that problem.

11. In such a case 0 & Y would also lose voting strength and share value
in proportion to its holdings of Santa Fe stock.
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Joint conduct or concerted activity between Henley and 0 &
Y would have the above-described consequences at the 20%-but
not at the 50%-trigger level. It therefore follows that the pre-
dictable effect of lowering the trigger to 20% would be to deter
any joint proxy solicitation or similar joint action by Henley and
0 & Y. Indeed it was for that reason that Henley and 0 & Y
deliberately refrained from acting together or discussing with one
another any form of joint proxy-related activity: they feared that
a court might later find that they had entered into an "agreement,"
"arrangement" or "understanding" that would result in triggering
the flip-in rights.

On December 11, 1987, Henley filed an amended Schedule
13D, stating that it might seek to acquire control of Santa Fe
through a tender offer or a proxy solicitation, but that it remained
willing to pursue acquisition negotiations with Santa Fe. The Santa
Fe executive committee responded by implementing the amend-
ments approved at the December 8 Board meeting. That same day,
the Rights Plan trigger percentage was reduced to 20%.

On December 17, 1987, Santa Fe representatives offered to
repurchase Henley's Santa Fe stock for a combination of cash and
assets. That offer was rejected. On December 21, 1987, Henley
wrote to the Santa Fe Board demanding that Santa Fe redeem the
Rights Plan. On January 11, 1988, 0 & Y wrote a letter to Santa
Fe, making the identical request and protesting the reduction of
the beneficial ownership trigger to 20 %. 0 & Y also filed a Schedule
13D, disclosing that its stock interest in Santa Fe had increased to
9.27%.

On January 19, 1988, Henley filed this lawsuit seeking a
declaration that the Rights Plan would not be triggered by dis-
cussions or agreements with other shareholders concerning voting.
Henley also filed a Schedule 13D amendment, disclosing that it
intended to request Santa Fe to redeem the Rights Plan and that
it also intended to solicit proxies from Santa Fe's stockholders to
elect a Henley-nominated slate of directors to Santa Fe's Board."2

The Santa Fe Board next met on January 25 and 26, 1988."1
At that meeting, the Board decided to reject Henley and 0 & Y's

12. Henley also disclosed that it wished to discuss issues of mutual concern,
including the merits of Santa Fe's restructuring program, and a proposed joint
slate of director nominees, with 0 & Y and possibly other Santa Fe stockholders.

13. Throughout this period, sales of noncore businesses were continuing.
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requests to redeem the Rights Plan. It also voted to adopt the
restructuring plan, which involved distributing to shareholders a
dividend of approximately $4 billion or $30 per share.1 4 That div-
idend was to consist of $25 per share in cash plus a $5 payment-
in-kind ("PIK") debenture paying 16% interest.'s The Board de-
cided that rather than distribute in the future the proceeds from
ongoing asset sales as received, the Company would pay the entire
dividend at once, by borrowing the entire $4 billion currently, and
then repaying the debt with the proceeds of divestitures and asset
sales, and also with funds from future cash flow.

Finally, at the January 25-26 meeting the Board suggested that
management explore with 0 & Y representatives whether 0 & Y
had an interest in having representation on the Santa Fe Board,
and whether 0 & Y would support the restructuring plan. 16

After Santa Fe announced the restructuring plan on January
26, 1988,17 Mr. Krebs met with Marshall Cohen of 0 & Y for
those purposes. As a result of that meeting, Mr. Cohen and Mr.
Reichmann of 0 & Y agreed, on January 28, 1988, to accept
nominations to serve as Santa Fe directors and to be included in
the "management" slate of nominees for the May, 1988 annual
meeting. Reichmann's and Cohen's willingness to serve was con-
ditioned upon Santa Fe again amending its Rights Plan so as to

Bankers Leasing was sold to Citicorp for $187.5 million on January 13, 1988,
and the Gulf Central, Chaparral, and Southwest pipeline systems were sold to
Koch Industries on January 15, 1988. Also, an agreement to sell Southern Pacific
to Rio Grande Industries for $1.8 billion was reached in December.

14. Based on the advice of its investment advisers, the Board determined
that the restructuring was the best alternative, because (i) there were no potential
acquirers for the entire company (ii) a self-tender might result in certain share-
holders being treated differently (iii) and doing nothing would deprive shareholders
of substantial cash that they might otherwise use.

15. The Board determined that the PIK, the validity of which is challenged
in these proceedings, would be issued on March 1, 1988. At the request of the
Court, the defendants agreed to defer issuing the PIK debentures until the Court
decided the instant motion for a preliminary injunction.

16. The defendants take the position that Santa Fe's Board favored 0 &
Y because, unlike Henley, 0 & Y had been supportive of the restructuring and
had not sued the company. Moreover, Messrs. Reichmann and Cohen of 0 &
Y had experience in the real estate and oil and gas businesses that would be
valuable to Santa Fe.

17. The price of Santa Fe's stock increased after the dividend was an-
nounced. Santa Fe's stock closed at $45 3/4 per share on January 25 and dosed
at $22 3/8, ex cash dividend, on February 18, which is equivalent to $47 3/8
per share predividend. There are some indications that the PIK debentures may
trade at a price above their face value when they are issued.
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permit Henley and 0 & Y to discuss, and act together, on matters
of mutual interest, including (if they so choose) ajoint proxy contest.
In a letter to Santa Fe dated January 31, 1988, Mr. Cohen con-
firmed 0 & Y's intent to vote its shares in favor of Santa Fe's
slate of nominees at the upcoming annual meeting.'

At a special meeting held on January 31, 1988, the Santa Fe
Board elected Messrs. Cohen and Reichmann as directors and set
the date for the 1988 annual meeting at May 24, 1988. The Board
also amended the Rights Plan to "carve out" an exception for joint
proxy solicitations from the Plan's definition of "beneficial owner."
The result of that amendment is that shareholders (including Henley
and 0 & Y) are free to consult or to agree on a joint proxy contest
without triggering the flip-in rights. Soon after, Henley was told
of the 0 & Y appointments to the Santa Fe Board and of the
''proxy carve-out" amendments to the Rights Plan.

Santa Fe then moved to dismiss this action on the ground that
the proxy "carveout" amendments had rendered the action moot.
On February 9, 1988, Henley amended its complaint to allege the
claims that it presently advances on this injunction motion.' 9

III. PLAINTIFFS' CLAIMS AND STANDARDS FOR
INJUNCTIVE RELIEF

[1] To obtain a preliminary injunction, the plaintiffs must
demonstrate a reasonable probability that they will succeed on the
merits of their claims, that they will suffer imminent irreparable

18. The parties dispute whether that voting arrangement represents a legally-
binding commitment. The defendants contend (and have affirmatively represented
to the Court) that it does not. Henley points to minutes of Board and Nominating
Committee meetings that characterize the voting arrangement as an "agreement."
The defendants insist, however, that 0 & Y is free to take whatever action it
deems appropriate to protect or enhance its investment in Santa Fe, including a
voting alliance with Henley.

19. To round out the chronology: on February 16, 1988, 0 & Y commenced
a partial tender offer for 14 million Santa Fe shares. If the offer is successful, it
will result in 0 & Y owning approximately 19.6% of Santa Fe's outstanding
shares.
Thereafter, on February 22, 1988, Henley sent a letter to the Santa Fe Board,
proposing that the Board refrain from issuing the PIK, and, instead, sell Henley
a large, newly-issued block of Santa Fe stock for $780 million, using the proceeds
to pay a $5 cash dividend in lieu of the PIK. Henley also requested that the
Board first redeem the Rights Plan. Had Henley's proposal been accepted (which
it was not), it would have resulted in Henley owning about 35% of Santa Fe's
outstanding stock.
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harm if injunctive relief is denied, and that the harm to the plaintiffs
if relief is denied outweighs the harm to the defendants if relief is
granted. Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., Del.
Supr., 506 A.2d 173, 179 (1986); Ivanhoe Partners v. Newmont Mining
Corp., Del. Ch., 533 A.2d 585, 600 (1987), aff'd, Del. Supr.,

A.2d -, No. 341, Moore, J. (November 18, 1987).
In this case the plaintiffs seek preliminary injunctive relief based

upon four distinct claims. The nature of the injunctive relief re-
quested varies with the particular claim asserted.

First, plaintiffs contend that the arrangement wherein 0 & Y
was allowed to designate two persons to serve as Santa Fe directors
(and nominees for election as directors) and, in return, agreed to
support the restructuring and the Board slate of nominees at the
May, 1988 Annual Meeting, constituted an illegal "vote buying"
agreement that should be declared invalid. 20

Second, plaintiffs contend that by reducing the Rights Plan
triggering percentage to 20%, and by refusing to eliminate proxy
solicitation activities from the coverage of that Plan until after Santa
Fe's directors had first achieved a rapprochement with 0 & Y, the
defendants inequitably manipulated the corporate machinery to ob-
struct Henley from waging a proxy contest, and thereby to entrench
themselves. As a remedy, the plaintiffs seek an order preliminarily
enjoining the enforcement and effectuation of the flip-in rights
altogether, or, alternatively, restoring the status quo ante by "rolling
back" its trigger percentage from 20% to the original 50% level.

Third, the plaintiffs contend that the PIK debentures have no
independent economic justification and that their only effect and
purpose is to impose dividend, loan and other restrictions that will
deter future acquisition proposals or proxy contests for several years,
thereby entrenching the present Santa Fe Board. Accordingly, it is
claimed that the PIK debentures are an unreasonable and ineq-
uitable antitakeover defense, and that their issuance must be pre-
liminarily enjoined.

Fourth, Henley challenges a provision in Santa Fe's Certificate
of Incorporation authorizing the Board to establish the exact number

20. In its motion for injunctive relief, Henley requested that the defendants
be enjoined from performing, enforcing or consummating the Santa Fe/O & Y
agreement. At the oral argument, however, Henley's counsel stated that the
appropriate relief would be for the agreement simply to be declared illegal and
invalid.
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of its members by resolution, as invalid under 8 Del. C. § 141(b).
Henley seeks an order preliminarily enjoining the defendants from
enforcing that charter provision.

These claims are now separately addressed.

IV. THE "VOTE BUYING" CLAIM

Henley argues that the Santa Fe/O & Y arrangement amounted
to an illegal "vote buying" agreement, because 0 & Y was given
representation on the Santa Fe Board in exchange for agreeing to
support the restructuring and the "management" slate of director
nominees at the forthcoming annual meeting. It is argued that as
part of that arrangement, the defendants made confidential financial
information available to 0 & Y that they denied to Henley. Those
arrangements, Henley says, constituted a breach of fiduciary duty
that this Court must declare unlawful.

[2] The argument must fail, because there is no evidence to
support its premise. An essential element of a vote buying agreement
is that ". . .the stockholder divorces his discretionary voting power
and votes as directed by the offeror. . . ." Schreiber v. Carney, Del.
Ch., 447 A.2d 17, 23 (1982). In this case 0 & Y has not relinquished
any control over its votes to Santa Fe's management. The evidence
shows only that 0 & Y presently intends to vote its Santa Fe shares
for the management slate, but 0 & Y is not legally obligated to
do so and is free to withdraw its support, and even to mount a
proxy contest, at any time. The premise of the "confidential in-
formation" argument is likewise unsupported. Although Messrs.
Cohen and Reichmann may, by virtue of their position as Santa
Fe directors, have access to the same confidential information as
other Board members, no showing was made that Cohen, Reich-
mann, or 0 & Y, in fact, received confidential information.

Alternatively, Henley argues that if the Santa Fe/O & Y re-
lationship is not a vote-buying agreement, then the public disclosures
about that relationship violated the defendants' disclosure duties
under Lynch v. Vickers Energy Corporation, Del. Supr., 383 A.2d 278
(1977). Henley contends that the defendants' disclosures of January
31, 1988 misleadingly suggested that 0 & Y and Santa Fe had a
legally binding
[Revised Page - March 14, 1988 - starts]
agreement, and that the 0 & Y vote was "locked up" and any
proxy contest would be futile. That misimpression, Henley argues,
was amplified by later articles in the financial press. Henley urges
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that the remedy is for the defendants to be ordered to make cor-
rective disclosures.

[3-4] That argument also lacks merit. Even if, arguendo, the
defendants' disclosures were misleading, they are not, in these
circumstances, material. To be legally material, a disclosure must
bear in some significant way upon an impending stockholder de-
cision. Information is material if, for example, there is a substantial
likelihood that a reasonable stockholder would consider it important
in deciding how to vote, (TSC Industries, Inc. v. Northway, Inc., 426
U.S. 438, 449 (1976)) or in deciding whether to sell or retain stock
(Lynch v. Vickers Energy Corp., supra, 383 A.2d at 281). See also,
Rosenblatt v. Getty Oil Co., Del. Supr., 493 A.2d 929, 944-45 (1985).

Henley's disclosure claim in this case is made in a vacuum.
The disclosures in question do not bear upon any impending de-
cision of Santa Fe stockholders, because at present the shareholders
have nothing to decide. Neither Henley nor any defendant has
made a tender offer, and no one
[Revised Page - March 14, 1988 - ends]
has yet begun to solicit proxies. Accordingly, Henley's disclosure
claim (to the extent it is a claim) is premature.21 For these reasons,
Henley has failed to establish a reasonable probability of success
on the merits of its vote buying claim.

V. THE "'RIGHTS PLAN" CLAIM
A.

The plaintiffs have their second claim upon the defendants'
conduct in (i) reducing the Rights Plan trigger to 20%, thereby
erecting an impediment to concerted action by Henley and 0 &
Y, and (ii) having thus disabled Henley and 0 & Y from dealing
with each other (for fear of triggering the flip-in rights with their
dilutive consequences), employing a "divide and conquer" strategy
of negotiating a separate alliance with 0 & Y. Plaintiffs contend
that those actions had both the intent and effect of impairing
Henley's ability to wage a proxy contest, and unfairly gained the
defendants a significant advantage in any such contest, namely, an

21. Moreover, to the extent that Henley argues that it has been harmed
by misimpressions in the marketplace, the injunctive processes of this Court are
hardly necessary to rectify the situation. Henley itself, with its capable advisers,
seems fully capable of communicating to the public what it believes to be the
truth, whether in a proxy contest or otherwise.
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alliance with 0 & Y which controlled 9% of Santa Fe's voting
power. It is argued that the only appropriate remedy would be
either an order preliminarily enjoining the enforcement of the Rights
Plan altogether, or, at a minimum, restoring the flip-in trigger
percentage from 20% to the original 50%.

The plaintiffs rest their claim of entitlement to relief upon two
distinct, alternative theories. First, in reliance upon Schnell v. Chris
Craft Industries, Inc., Del. Supr., 285 A.2d 437, 439 (1971), plaintiffs
contend that the defendants inequitably manipulated the corporate
machinery to hinder a proxy contest by Henley and thereby to
confer an electoral advantage upon themselves. Because those ac-
tions are said to have violated the policy of "scrupulous fairness"
in corporate elections (Aprahamian v. HBO & Co., Del. Ch., 531
A.2d 1204, 1206 (1987)), plaintiffs claim that the relief they request
is needed to eliminate the advantage inequitably obtained by the
defendants' abuse of the Rights Plan.

Alternatively, plaintiffs contend that the defendants violated
their fiduciary duties under Unocal Corp. v. Mesa Petroleum Co., Del.
Supr., 493 A.2d 946 (1985) ("Unocal"), in that Henley posed no
legally cognizable "threat" to Santa Fe, and, moreover, because
the reduction of the beneficial ownership trigger to 20% was an
unreasonable and draconian response in relation to whatever threat
Henley arguably represented. Plaintiffs argue that Henley did not
pose a legally cognizable "threat," because all Henley did was
declare its intent to wage a proxy contest, and since a shareholder
has a right to wage a proxy contest, the declaration of an intent
to do so cannot constitute a "threat" under Unocal.

Moreover, plaintiffs argue that the lowering of the flip-in trigger
to 20% was per se unreasonable in relation to the "threat". The
argument runs as follows: No valid corporate goal can be promoted
by directorial action that suppresses the free exercise of proxy contest
rights. The only threat to which a "poison pill" would be a rea-
sonable response, is a takeover bid creating the danger that the
corporation would be sold for an inadequate price and its stock-
holders would be subjected to abusive takeover tactics. Since a
proxy contest does not involve those dangers, and because Henley
had never attempted a hostile takeover, the reduction of the flip-
in trigger to 20% was unreasonable and excessive as a matter of
law.

The defendants vigorously dispute these contentions. They ar-
gue that the flip-in trigger percentage was not reduced for en-
trenchment purposes, emphasizing the extensive, unsuccessful
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negotiations to sell the company to Henley as evidence that the
Board could not have been motivated by self-entrenchment. They
contend that the Board's conduct was motivated by the desire to
protect the restructuring plan from interference by a Henley-spon-
sored hostile tender offer. They claim that as fiduciaries they were
entitled to take reasonable measures to protect a restructuring plan
intended to deliver value to all shareholders, particularly where that
plan was adopted only after diligent efforts to sell the company had
failed.
[Revised Page - March 14, 1988 - starts]

The defendants dismiss as a "red herring" Henley's contention
that it did not represent a valid threat under Unocal. They argue
that the threat was not Henley's announced intent to wage a proxy
fight but, rather, was the prospect of a hostile two-tier tender offer
by Henley for an inadequate price that would "derail" the proposed
restructuring. That threat was established by Henley' own Schedule
13D disclosures and its own officials' pronouncements that Henley
was considering a hostile tender offer as a method of obtaining
corporate control, and Henley's previously-voiced opposition to the
restructuring proposal. Defendants insist that Henley's effort to
disguise its motives and to pretend that it was considering only a
potential proxy contest is a transparent effort to rewrite history.

Once the true nature of the threat is properly understood,
defendants argue, the reasonableness of their decision to amend the
Rights Plan becomes manifest. Defendants contend that the Rights
Plan amendment will deter a coercive, hostile offer by Henley or
others, but will have only a minimal, incidental impact upon their
ability to wage a proxy contest. Moreover, because the Rights Plan
was amended to carve out proxy solicitation activity from its cov-
erage, since January 31, 1988, the 20% trigger percentage has not
and will not inhibit a proxy solicitation by Henley, 0 & Y, and/
or others. Defendants conclude that as a result of the "proxy carve
out" amendment, the factual underpinning of plaintiffs' fiduciary
[Revised Page - March 14, 1988 - ends]
violation argument and of their claim of imminent irreparable harm
has vanished.

B.

[5] The "Rights Plan" claim clearly presents a host of con-
flicting contentions and complex issues, some of which involve
"cutting edge" questions of corporate law. ". . .[T]he din of the
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battle and the restive shuffling of the market are temptations to
resolve all the difficulties between the two corporations in their
[multibillion] dollar battle." The Black & Decker Corporation v. Amer-
ican Standard, Inc., No. 88-50, slip. op. at 23 (D. Del., February
23, 1988). In these circumstances, that temptation is wisely resisted.
Preliminary injunction motions are at best imperfect vehicles for
deciding such questions, and in this case such pronouncements
would be especially gratuitous. For even if the plaintiffs' merit-
related arguments are assumed to be correct, no showing has been
made that the defendants' conduct threatens Henley or Santa Fe's
public shareholders with irreparable harm.

Plaintiffs have argued their case as if it were one where, in
the midst of a proxy contest, the incumbent directors took measures
that would assure the defeat of a dissident director slate or otherwise
render a proxy contest futile. If that were this case, plaintiffs' claim
of irreparable harm would take on an entirely different coloration.
Compare, e.g., Lerman v. Diagnostic Data, Inc., Del. Ch., 421 A.2d
906, 914 (1980) (invalidating adoption of bylaws by incumbents
requiring submission of information concerning dissident director
nominees 70 days before annual meeting, where the incumbents
scheduled the annual meeting on 63 days' notice); Aprahamian v.
HBO, Inc., supra, 531 A.2d at 1208-9 (invalidating postponement
by incumbents of annual meeting to a date that would nullify proxies
received by apparently successful dissident slate); Packer v. Yampol,
Del. Ch., Civil Action No. 8432, Jacobs, V.C. (April 18, 1986)
at 46 (invalidating issuance by incumbents to allies, in the midst
of a proxy contest, of "supervoting" preferred stock that would
have assured the defeat of any dissident slate). Had the underlying
situation been that which existed between December 8, 1988 (when
the trigger percentage was reduced to 20%) and January 31, 1988
(when the proxy carve out amendment was adopted) this Court
would view the matter more darkly. See, Dynamics Corp. of America
v. CTS Corp., 637 F. Supp. 406, 418-9 (N.D. Ill. 1986), aff'd, 794
F.2d 250, 258-9 (7th Cir. 1986) (enjoining a rights plan with a
15% flip-in provision adopted in the midst of a proxy contest
combined with a partial tender offer).

But that is not this case. Here, the proxy contest-inhibiting
aspect of Santa Fe's Rights Plan was eliminated by the "carve out"
January 31, 1988 amendment. Consequently, plaintiffs' irreparable
harm argument is reduced to the contention that during the seven
week period that the proxy contest-inhibiting feature remained in
effect, the defendants misused the Rights Plan to negotiate an

[Vol. 131172



UNREPORTED CASES

alliance with 0 & Y while Henley was effectively disabled from
doing so. As a result, defendants obtained a "substantial" electoral
advantage for themselves (namely, an alliance with 0 & Y, a 9%
shareholder) and inflicted upon plaintiffs a corresponding disad-
vantage.

It may be assumed that if 0 & Y, with its not-insignificant
voting power, continues to ally itself with the incumbent directors,
Henley would be disadvantaged in a proxy contest. However, that
result might have occurred in any event, i.e., even if the defendants
had not reduced the triggering percentage to 201%, and Henley had
negotiated with 0 & Y simultaneously. Therefore, Henley's ar-
gument necessarily rests upon the implicit premise that the defen-
dants succeeded in forcing an alliance with 0 & Y only because
they were able to approach 0 & Y first. If that was true between
December 8 and January 31, it is no longer true today. Henley is
now-and since January 31 has been-free to approach 0 & Y
and attempt to persuade 0 & Y to join forces with it, and since
O & Y is not contractually bound to continue its arrangements
with the defendants, it is equally free to forge an alliance with
Henley if it so chooses.

[6] To warrant the extraordinary remedy of a preliminary
injunction, the threatened harm must be of a kind that an injunction
is needed to prevent. Cf, Hecco Ventures v. Sea-Land Corporation, Del.
Ch., Civil Action No. 8486, Jacobs, V.C. (May 19, 1986) at 14.
Clearly the injunctive processes of this Court are not needed to
prevent Henley from being harmed by the 0 & Y/Santa Fe alliance.
Whatever harm may have occurred can be remedied by Henley
itself. That alliance was made, and can be unmade, voluntarily. If
O & Y is amenable to persuasion, it is within Henley's power to
negotiate a new alliance. If 0 & Y is not amenable, no order of
this Court can force 0 & Y to change its mind. Moreover, the
injunctive relief Henley requests would not prevent the harm of
which it complains. Under plaintiffs' own theory of irreparable
harm, the only responsive remedy would be an order "undoing"
in some manner the 0 & Y/Santa Fe alliance. Since that relationship
has not been shown to be illegal, no injunctive relief directed against
that relationship is appropriate. Indeed, none is even requested.
See FN 20, supra. And the relief that is requested-enjoining en-
forcement of the Rights Plan altogether or restoring the triggering
percentage to 50%-is inappropriate because it is unrelated to the
threatened harm. See, Ivanhoe Partners v. Newmont Mining Corporation,
Del. Ch., supra, 533 A.2d at 609-10.
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For the above reasons, plaintiffs have failed to establish that
they will suffer imminent irreparable harm if injunctive relief is
denied .22

VI. THE PIK DEBENTURE CLAIM
The plaintiffs next seek to preliminarily enjoin the issuance of

the PIK debenture, which represents $5 of the $30 per share div-
idend to be distributed to shareholders in the restructuring. Plaintiffs
argue that the PIK debenture is an unreasonable and inequitable
defensive measure under Unocal.

The debenture is an instrument with a $5 principal amount,
paying 16% annual interest, and maturing in 2003. One $5 de-
benture will be distributed to each Santa Fe common share. For
the first six years (i.e., through 1994), annual interest would be
paid not in cash, but in additional debentures. Should the debentures
remain outstanding to maturity, the principal amount would in-
crease from $780 million to nearly $2 billion, and Santa Fe would
pay annual interest in cash of over $300 million from 1994 to 2003.
For the first two years, the debentures are not redeemable. Finally,
the debentures would significantly restrict Santa Fe's ability to pay
dividends, to borrow, and to enter into certain types of fundamental
transactions, including mergers and further restructurings that in-
volve spin-offs or other extraordinary distributions to stockholders.
(Those restrictions are collectively referred to as the "PIK restric-
tions.")

The plaintiffs contend that the PIK debentures, although for-
mally a dividend, are really a device without economic benefit or
purpose, issued only to impose the PIK restrictions in order to
make the company less attractive to future potential acquirers and
thereby entrench the defendants. The plaintiffs argue as follows:
(i) Because the entire $30 dividend could have been paid in cash,

22. The denial of preliminary injunctive relief should not be viewed as
implicit approval of the defendants' actions in amending the Rights Plan. The
Court has found, as a preliminary factual matter, that the defendants' reduction
of the Rights Plan triggering percentage to 20% did, at least initially, impair
Henley's (and 0 & Y's) ability to mount an effective proxy context, and that
the defendants have not established that they were unaware of the probable effect
of their actions. Whether or not that conduct amounted to a breach of the directors'
fiduciary duty in these circumstances, need not be, and is not, decided on this
motion. See, FMC Corp. v. R. P. Scherer Corp., Del. Ch., Civil Action No. 6889,
Longobardi, V.C. (August 6, 1982).
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and because the $5 component represented by the PIK could easily
have been financed on far less onerous terms, the PIK debenture
is economically unnecessary. (ii) The PIK simply transfers value
from the common stock to a debt instrument, and creates no
incremental value for shareholders. (iii) Because the debentures are
economically unnecessary and create no incremental value, their
only significant feature consists of the PIK restrictions that make
future restructuring and acquisitions of the company more difficult.
(iv) Therefore, the clearly foreseeable effect (and, therefore, the
inferential intent) of those restrictions is to deter future acquirers
and potential
[Revised Page - March 14, 1988 - starts]
proxy contestants, and thereby to deprive shareholders of the op-
portunity to receive future takeover bids. Accordingly, plaintiffs
urge, the PIK debentures must be invalidated under Unocal as an
unreasonable response to any takeover threat.

In response, the defendants argue that the validity of the PIK
debenture must be evaluated under the business judgment rule, not
the more stringent standard of Unacal. They further contend (with
no supporting analysis) that even under Unocal, the PIK debenture
is valid. Having considered this difficult question, I conclude that
the PIK debenture is a defensive response to a potential takeover
that has not been shown, in these circumstances, to be unreasonable
under Unocal.

[7] The threshold question is what legal standard will apply.
The defendants urge the Court to apply the business judgment
rule. The plaintiffs contend that the debentures must be scrutinized
under the more stringent standards of Unocal. The standard to be
applied depends upon whether the debenture was issued purely as
a vehicle for financing the dividend (as defendants argue), or whether
it was adopted as a response to a perceived takeover threat (as
plaintiffs contend).3
[Revised Page - March 14, 1988 - ends]

23. The validity of a dividend is normally governed by the business judgment
criteria articulated in Ivanhoe Partners v. Newmont Mining Corp., Del. Ch., supra,
533 A.2d at 602-603. But where a dividend is shown to have been adopted as a
defensive response to a takeover threat, its validity will be measured in the same
manner as any other antitakeover defense, i.e., by the standards of Unocal. See,
Ivanhoe Partners v. Newmont Mining Corp., Del. Supr., supra, - A.2d -, slip.
op. at 19.
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The defendants argue that Unocal does not apply. They assert
that they did not, in fact, conceive of or adopt the PIK debenture
as an antitakeover defense. If that were the fact, that would con-
siderably simplify the legal inquiry. 24 However, the defendants'
assertions contradict the undisputed facts. To begin with, the de-
bentures have an indisputable (though limited) antitakeover effect.
Because of the stringent PIK restrictions, the debentures would
preclude a leveraged acquisition of Santa Fe, or a restructuring
that involves a spin-off or a recapitalization for as long as the
debentures remain outstanding (at least the two year nonredemption
period). To that extent, at least, the PIK restrictions would make
Santa Fe less attractive to certain prospective acquirers. Moreover,
although the PIK debenture is part of a larger restructuring plan
that has been under consideration since the summer of 1987, the
PIK debenture component of the restructuring first originated as
a concept in December, 1987. In fact, the Board approved the
restructuring, including the PIK debentures, on December 8, 1987-
the very day it also adopted a package of antitakeover measures,
including the reduction of the Rights Plan trigger to 20%. Finally,
the restructuring could have been accomplished without the PIK
debentures: the entire $30 per share dividend could have been paid
as cash, and the $5 per share PIK debenture component could have
been conventionally financed on less stringent terms.

On the present record, the conclusion is inescapable that the
Board adopted the PIK debenture as one of several antitakeover
measures approved on December 8, 1987. Accordingly, Unocal will
be applied to evaluate the validity of the PIK dividend.

[8-9] Unocal imposes a dual burden of proof which the Santa
Fe directors must satisfy to obtain the protection of the business
judgment rule. First, they must establish reasonable grounds for
their belief that a danger to corporate policy and effectiveness
existed, a burden satisfied by a showing of good faith and reasonable
investigation. Second, the directors must demonstrate that the meas-
ures they adopted in response were reasonable in relation to the
threat posed. Such a showing requires an analysis of the nature
and effect of both the takeover bid, and of the defensive measure,
upon corporate and shareholder interests. Unocal, supra, 493 A.2d

24. At oral argument, counsel for Henley virtually conceded that if the PIK
debentures are evaluated by business judgment rule standards, they would in all
likelihood be upheld. (Transcript, February 26, 1988 at 44.)
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at 955-956; Ivanhoe Partners v. Newmont Mining Corp., supra, Del.
Ch., 533 A.2d at 606, aff'd, Del. Supr., supra, - A.2d -,

[Revised Page - March 14, 1988 - starts]
slip. op. at 18; AC Acquisitions Corp. v. Anderson, Clayton & Co., Del.
Ch., 519 A.2d 103, 114 (1986).

Unfortunately, the Court is somewhat handicapped in its ability
to analyze the debenture within the Unocal framework. The parties
having the burden of proof (i.e., the defendants) chose not to defend
the debentures under Unocal. Instead they employed the high-risk
strategy of resting their justification for the debenture essentially
on an argument-that the debentures were not intended as an
antitakeover defense measure-that this Court has rejected and that
assumes the inapplicability of Unocal. Accordingly, the Court must
assess the Board's actions without the benefit of the defendants'
analysis under Unocal.

The first Unocal issue is whether Santa Fe's directors reasonably
perceived Henley (and 0 & Y) as threats to corporate policy and
effectiveness. Henley argues that it represented no threat, because
its sole intent was to wage a proxy contest which, as a matter of
law, cannot constitute a threat under Unocal. The evidence does
not support that contention. Henley's Schedule 13D disclosures, as
well as its own officials' pronouncements, established that Henley
was considering, and indeed might commence, a hostile tender
offer. The history of negotiations with Henley, plus Henley's de-
dared opposition to the restructuring, gave the directors reasonable
grounds for concern that a Henley-sponsored offer might not be at
a fair price and would jeopardize the restructuring. The
[Revised Page - March 14, 1988 - ends]
evidence also establishes that the defendants arrived at that con-
clusion after a process in which they acted in good faith and
conducted a reasonable investigation.

The record establishes that under the circumstances, the Board
reasonably perceived Henley as a threat to corporate policy and
effectiveness. The corporate policy at stake was the integrity of the
restructuring. The majority of the Santa Fe Board consists of out-
side, independent directors. That Board was charged with carrying
out an assignment that was not of its own making, namely, an
ICC ordered divestiture of one of its railroads. Such a divestiture,
combined with the undervaluation of Santa Fe by the stock market,
created justifiable concerns that Santa Fe might be vulnerable to
a takeover that would deprive shareholders from receiving full value
for their equity in Santa Fe. The directors' action in response to
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that concern may be viewed as an attempt to insure that the
shareholders would not be deprived of that value. One method of
achieving that objective was to sell the entire company, which is
what the Board in good faith tried to do in its negotiations with
Henley, 0 & Y and others. Those efforts deprive the plaintiffs'
argument-that the defendants were motivated to entrench them-
selves-of its force.

Because diligent efforts to sell the company had failed, and
because Santa Fe was required to divest a significant asset, the
Board had no choice but to approve an alternative transaction.
Both imperatives led ultimately to the approval of the restructuring,
a major component of which was the $30 per share dividend. The
Board can hardly be faulted for taking that approach. The Board
had to act. The course of action chosen was a matter of business
judgment. The decision to pursue the restructuring was the result
of a deliberative process that included a series of meetings and
discussions and reliance upon independent legal and financial ad-
visers who, after making their own study of the alternatives, rec-
ommended that particular course.

[10] Having chosen to restructure, the directors had a fiduciary
duty to take reasonable steps to protect the restructuring from
outside interference. Those steps included identifying (and adopting
reasonable measures in response to) potential hostile takeover bids
that could jeopardize shareholder returns from the restructuring.

It was in that context that the directors, in reliance upon the
advice of their legal counsel and investment advisers, identified
Henley (and 0 & Y) as potential threats. Although Henley vig-
orously contends otherwise, these circumstances-an independent
Board motivated by business, not entrenchment considerations; the
advice of independent, highly competent advisers; the background
of prior dealings with Henley and 0 & Y; and those companies'
own publicly disclosed intentions- reasonably justified the Board's
perception of Henley and 0 & Y as a threat. The issue then
becomes whether the decision to issue the PIK debentures was a
reasonable response to that threat.

The Court will start with an analysis of what the PIK debenture
does and does not do. The debenture does not reduce any existing
value or create any new value. What it does however, is to make
a portion of Santa Fe's existing value liquid, and to allow the
common shareholders to realize some of that liquidity, by trans-
forming $5 of Santa Fe's equity into debt that can be publicly
traded and sold on the open market for cash. Alternatively, a
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shareholder may (if he chooses) hold the debenture until maturity
and collect interest thereon. Viewed from that limited perspective,
the debenture has no adverse effect; and while it may create no
new incremental value, the debenture does enable shareholders to
realize in cash a portion of their existing value which (according
to Santa Fe's investment advisers) may not otherwise be adequately
reflected in the market price of their Santa Fe common stock.

The adverse impact of the debentures results from the PIK
restrictions that would operate to deter highly leveraged takeovers
of Santa Fe, or a restructuring involving a spin-off or recapitali-
zation, for at least two years. To that extent, the debentures make
Santa Fe a less attractive acquisition candidate. The question is
whether that negative feature makes the debentures unreasonable
and disproportionate to the threat. For the reasons now discussed,
the Court is not persuaded that the debentures are an unreasonable
antitakeover response under Unocal.

First, the restrictive (antitakeover) features of the PIK deben-
ture are limited in scope and time. Although the PIK restrictions
do preclude highly leveraged acquisitions, they do not deter ac-
quisitions that are not dependent upon substantial additional lev-
eraging of Santa Fe's assets. Nor do they preclude a proxy context
for control of the Board. Moreover, the restrictions can be elimi-
nated after the first two years (in 1990) by redeeming the debentures.

Second, the debentures, by preventing highly leveraged takeovers
of Santa Fe for a minimum of two years, protect the restructuring
by enabling the asset sales to take place without disruption. The
debentures' PIK restrictions, plus their six year deferral of cash
interest payments, will enable Santa Fe to generate the cash flow
required to pay down its indebtedness, including interest on the PIK,
and otherwise allow Santa Fe to implement the restructuring.

Third, according to the affidavit of Charles Nathan, a Man-
aging Director at Salomon, the restrictions are standard high yield
debenture provisions that will preserve the debenture's trading value
by preventing an acquirer from (i) leveraging the company's assets
so as to render it unable to meet its debt obligations under the
PIK, or (ii) subordinating the PIKs under significant additional
senior debt that would jeopardize the company's ability to meet its
payment obligations to PIK holders. The restrictions are not unusual
for financial instruments of this type. According to Mr. Nathan,
comparable debt securities have interest deferral periods ranging
from five to seven years, and nonredemption periods ranging from
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one to five years. Moreover, dividend restrictions are standard
features of virtually all debt securities and the dividend restrictions
in the PIK debentures are less stringent than those contained in
Santa Fe's bank credit agreement for financing the cash portion of
the dividend. Mr. Nathan's testimony in these respects is uncon-
troverted.

For these reasons, the plaintiffs have failed to establish that
they will probably succeed on the merits of their PIK debenture
claim.

VII. THE CHARTER PROVISION CLAIM
A.

Finally, plaintiffs contend that the Fifth Article of Santa Fe's
Certificate is invalid under 8 Del. C. § 141(b).

This claim arises because Henley plans to seek control of the
Santa Fe Board at the next annual meeting. As part of that effort,
Henley intends to solicit proxies to amend the bylaws to increase
the size of the Board and then to elect its nominees to the newly-
created positions. However, there is a roadbloack: the Fifth Article
of Santa Fe's Bestated Certificate of Incorporation, which perti-
nently states that:

The business and affairs of the Corporation shall be man-
aged by or under the direction of a Board of Directors
consisting of not less than three nor more than thirty-six
directors. . . the exact number of directors to be determined
from time to time by a resolution adopted by an affirmative
vote of a majority of the entire Board of Directors.

Thus, the size of the Santa Fe Board is presently determined
exclusively by the Board. By its attack on the Fifth Article, Henley
implicitly concedes that if that charter provision is valid, it would
override any contrary provision in the bylaws.

Plaintiffs argue, however, that the Fifth Article is invalid be-
cause it contravenes 8 Del. C. § 141(b), which pertinently provides:

The number of directors shall be fixed by, or in the manner
provided in, the bylaws, unless the certificate of incor-
poration fixes the number of directors, in which case a
change in the number of directors shall be made only by
amendment of the certificate.

Plaintiffs argue that § 141(b) distinguishes between (i) "fixing"
the number of directors, and (ii) "provid[ing] the manner" for
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"fixing" the number of directors. Henley contends that while 141(b)
permits the number of directors to be "fixed" in either the certificate
or in the bylaws, it allows the "manner" for fixing the number of
directors to be set forth only in the bylaws.

The plaintiffs reason as follows: 141(b) mandates that the num-
ber of directors "shall be fixed by, or in the manner provided in" the
bylaws (emphasis added). That is, the number of directors must
be set forth in the bylaws, either by fixing an exact number or by
providing a method for doing so. Section 141(b) permits only one
exception-its "unless" clause, which provides that where the cer-
tificate "fixes" the number of directors, that number can be changed
only by amending the certificate. Since the "unless" clause refers
only to a certificate provision that "fixes" (but not to one that
provides a "manner" for fixing) the number of directors, plaintiffs
argue that it follows by negative inference that the certificate may
"fix" only an exact number of directors. Stated differently, if the
number of directors is to be expressed by reference to a procedure
(a "manner"), that expression must be-and can only be-in the
bylaws. In this case Santa Fe adopted a flexible procedure (i.e.,
periodic Board resolutions) for fixing the size of its Board. That
method is not provided for in the bylaws. It is found only in the
Fifth Article of the Restated Certificate. Plaintiffs conclude, there-
fore, that the Fifth Article violates 141(b).

Plaintiffs additionally argue that the legislative history compels
their reading of 141(b). Before the 1967 amendments to the Del-
aware General Corporation Law, the predecessor to § 141(b) con-
tained language identical to the present 141(b), namely that "[T]he
number of directors. . . ." In Gow v. Consolidated Coppermines Corp.,
Del. Ch., 165 A.2d 136, 141 (1933), that language was interpreted
to be mandatory, that is to require that only the bylaws could
specify the the number of directors. Thus, in Cow, a bylaw provision
was held to override a contrary provision in the certificate of
incorporation. Henley argues that the legislature must be assumed
to have been aware of this existing judicial interpretation. Therefore,
because the legislature retained the identical mandatory language
(as judicially interpreted) in the amendments to § 141(b), it must
have intended to codify Gow. The only limited exception is the
"unless" clause of § 141(b), adopted in 1969, which (to repeat)
explicitly authorizes a certificate provision that fixes the number of
directors.

Finally, Henley argues that its interpretation is compelled by
the public policy against permitting Board entrenchment. It suggests
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that if § 141(b) were read to allow provisions creating a "method"
for fixing the number of directors in the certificate, then the Board
alone could determine the number of its members. The shareholders
would have no voice in that decision, because to alter that procedure
(or to override the directors' decision to fix the number of directors
at a specified level) the certificate must be amended. That can be
done only if the Board itself proposes the amendment. 8 Del. C.
§ 242(b)(1). Plaintiffs argue that the Board's control of the certif-
icate-amendment process could lead to abuses that their interpre-
tation of § 141(b) would obviate.2 1

In response, Santa Fe contends that the Fifth Article is in-
dependently valid under 8 Del. C. § 102(b)(1), which pertinently
provides:

Any provision which is required or permitted by any
section of this chapter to be stated in the bylaws may
instead be stated in the certificate of incorporation ...
Defendants argue that the language of § 102(b)(1) is clear,

unambiguous, and unqualified, and completely defuses plaintiffs'
challenge to the Fifth Article.

Plaintiffs reply that 102(b)(1) fails to override § 141(b), because
§ 102(b)(1) should not apply to charter provisions affecting the size
of the Board. Alternatively, plaintiffs argue that if the two statutes
do conflict, § 141(b) prevails by application of settled rules of
construction. Plaintiffs argue first that § 141(b) must take prece-
dence over § 102(b)(1), because § 141(b) is the more specific and
later enacted provision. 26 Second, plaintiffs contend that if § 102(b)(1)
were construed to prevail over § 141(b), the "unless" clause of
§ 141(b) (allowing the number of directors to be fixed in the cer-
tificate) would be unnecessary and redundant, and would violate
the rule that a statute should not be construed to make any of its
provisions redundant. The defendants answer that plaintiffs' ar-

25. Should the incumbent directors refuse to amend the certificate, the
shareholders' only recourse would be to elect a majority of new directors. If a
corporation had a staggered board of directors (e.g., Santa Fe) that process would
require two years, unless the membership of the Board is increased so that a
majority could be elected as new members. Plaintiffs argue that under Fifth
Article, the incumbent directors may unilaterally either reduce the size of the
board or refuse to increase it. Either action would deny a majority shareholder
the opportunity to elect a new majority of the directors.

26. The pertinent language § 102(b)(1) was adopted in its present form in
1967. The pertinent language of § 141(b) was enacted in its present form in 1969.
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guments are misconceived and misapply the rules of statutory con-
struction.

Having considered the parties' positions on this issue, the Court
concludes that the defendants' interpretation of § 141(b) and 102(b)(1)
is correct, and that the Fifth Article of Santa Fe's Restated Cer-
tificate of Incorporation is valid.

B.

[11-13] In this case, the relevant principle of statutory con-
struction is that a statute must be interpreted to give full effect to
the pertinent statutory language and to produce the most consistent
and harmonious result. Nationwide Insurance Co. v. Graham, Del.
Supr., 451 A.2d 832, 834 (1982). A court should not normally use
rules of construction to amend or override one statutory provision
in favor of another, and statutes on the same subject must be
construed together so that effect is given to every provision. The
Court will choose between statutory provisions only if there is an
irreconcilable conflict between the two statutes, in which case the
later enacted statute supersedes the earlier one. Green v. County
Council of Sussex County, Del. Ch., 415 A.2d 481, 484 (1980); aff'd.,
Del. Supr., 447 A.2d 1179 (1982).

With those principles in mind, I first turn to 5 102(b)(1) which
provides, without qualification, that any provision that is permitted
or required to be stated in the bylaws may instead be stated in the
certificate. Under § 141(b), a provision establishing a method for
fixing the number of directors is one that is (at the very least)
"permitted" to be stated in the bylaws. Therefore, § 102(b)(1)
permits such a provision to be stated in the certificate. 7

[14] For plaintiffs' interpretation to prevail, this Court must
find that § 141(b) is in irreconcilable conflict with § 102(b)(1) and
that § 141(b) should take precedence. But the two statutes are not
in irreconcilable conflict. Even if plaintiffs' interpretation of § 141(b)
is assumed to be correct, what follows is that under § 141(b), a
provision establishing a manner for fixing the number of directors
must be placed in the bylaws. But even so, § 102(b)(1) does not
[Revised Page - March 14, 1988 - ends]

27. Plaintiffs argue that, despite the generality of the language of § 102(bj( 1),
that statute was not intended to apply to the subjects covered by § 141(b). Plaintiffs
cite no authority to support that assertion, and the Court has found none.
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conflict with § 141(b). Section 102(b)(1) states that if such a pro-
vision is "required" to be in the bylaws, it "may" instead be
placed in the certificate. The two statutes therefore do not conflict;
they are congruent by their very terms. While § 102(b)(1) admittedly
may operate to make portions of § 141(b) redundant, the former
statute is not in irreconcilable conflict with the latter.

What, then, of plaintiffs arguments that this reconciliation of
the two statutes contravenes settled principles of statutory construc-
tion and sound public policy? First, since there are no "irrecon-
cilable differences" between the statutes, rules of statutory
construction predicated upon such differences do not apply.

Second, if § 102(b)(1) makes § 141(b) redundant in some re-
spects, that is simply the inevitable result of § 102(b)(1) having
been drafted as an "omnibus" statute intended specifically to modify
other existing provisions of the Delaware General Corporation Law.
By its very terms, § 102(b)(1) effectively amends every section of
the General Corporation Law that either permits or requires a
particular provision to be included in the bylaws. The effect is the
same as if at the end of each such section the following sentence
had been added:

"provided, however, that any provision required or per-
mitted by this section to be included in the bylaws may,
instead, be included in the certificate of incorporation."

Thus, by the very nature and placement of § 102(b)(1), some
redundancy is structurally inevitable as a matter of legislative intent.
That circumstance, however, does not justify ignoring the clear
mandate of § 102(b)(1).

Third, and finally, the Court's construction of § 141(b) and
§ 102(b)(1) does permit a corporate governance arrangement em-
powering corporate directors to determine, in their sole discretion,
the size of the board, and that could result in some degree of
stockholder disenfranchisement. However, such an arrangement can
exist only if the corporation's shareholders vote to create it,28 as
occurred here when Santa Fe' stockholders adopted the Restated
Certificate. Moreover, should the directors abuse their power, the
shareholders are not without appropriate judicial remedies. See, e.g.,
Schnell v. Chris Craft Corporation, supra, 285 A.2d at 439.

28. Except, of course, in the case of newly-created corporations,
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For the foregoing reasons, the plaintiffs' motion for a prelim-
inary injunction is denied.

IT IS SO ORDERED.
[Revised Page - March 14, 1988 - ends]

L A PARTNERS, L.P. v. ALLEGIS CORP.
No. 9033

Court of Chancery of the State of Delaware, New Castle
October 22, 1987

Defendants, a corporation, its directors, and an unrelated party,
sought a motion to dismiss a derivative action brought by plaintiffs,
the defendant corporation's stockholders. All defendants joined in
a motion to dismiss for failure to make demand and the unrelated
party made a motion to dismiss on additional grounds including
failure to state a claim.

In response to management's concern about a possible takeover,
defendant corporation adopted a rights plan-labeled a "poison
pill"-that plaintiffs alleged was an entrenchment device that ef-
fectively prevented anyone from attempting a takeover through open
market purchases or a tender offer. Additionally, the defendant
corporation entered into a note agreement with the unrelated de-
fendants. Pursuant to the note agreement, the defendant corporation
agreed to purchase 36 airplanes from the unrelated defendants at
a total price of $2.1 billion and the unrelated defendants purchased
$700 million of convertible notes from the defendant corporation.

Plaintiffs attacked the note agreement on the following grounds:
first, they alleged that the defendant corporation's directors did not
exercise a reasonably informed business judgment in approving the
note agreement; and second, that the note agreement was approved
as part of a continuing plan to entrench management.

Finally, plaintiffs alleged that the unrelated defendants "know-
ingly participated" in the defendant corporation's directors' breaches
of fiduciary duties.
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The court of chancery, per Vice-Chancellor Berger, granted
the unrelated defendants' motion to dismiss for failure to state a
claim but denied the remaining motions to dismiss finding that
plaintiffs' allegations sufficiently supported the entrenchment claim
and under Moran excused demand.

1. Corporations C 211(5)

In a derivative action, where no pre-suit demand has been
made on the corporation, plaintiffs must allege the reasons why
such a demand would have been futile. DEL. CH. CT. R. 23.1.

2. Corporations C 206(4), 211(5)

The standard to be applied in deciding a pre-suit demand issue
is whether the complaint alleges particularized facts which create
a reasonable doubt that: "(1) the directors are disinterested and
independent and (2) the challenged transaction was otherwise the
product of a valid exercise of business judgment."

3. Corporations 0 211(5)

In deciding a pre-suit demand issue, the court may not look
beyond the allegations in the complaint, but the court is not limited
to the "demand" allegations. Rather, the complaint must be read
as a whole to determine whether demand is excused.

4. Corporations C- 206(4)

A plaintiff may not avoid the demand requirement merely by
alleging that the challenged transaction has some anti-takeover effect
and, therefore, was designed as an entrenchment device.

5. Corporations C 206(4)

The plaintiffs need not rely solely on the terms of a single
note agreement as support for their allegation that the defendant
corporation's directors' primary purpose was to retain control but
may rely also on the circumstances surrounding the execution of
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the note agreement and the alleged absence of any business purpose
to provide independent support for plaintiffs' conclusory allegations
as to motive.

6. Corporations 0 211(2)

A conclusory allegation that a party "knowingly participated"
in a corporation's directors' breaches of fiduciary duties is insuf-
ficient to state a claim against that party unless such "knowing
participation" can be reasonably inferred.

7. Corporations 0- 211(4)

The fact that a note agreement has an anti-takeover effect does
not automatically mean that a defendant corporation's directors
breached their fiduciary duties by proposing and executing it.

8. Corporations C 211(3), 211(4)

A claim of "knowing participation" in a breach of fiduciary
duty need not be pleaded with particularity, but there must be
some factual allegations from which "knowing participation" can
be inferred.

Lawrence M. Hamermesh, Esquire and Kenneth Nachbar, Esquire
of Morris, Nichols, Arsht & Tunnell, Wilmington, Delaware, for
plaintiffs.

Rodman Ward, Jr., Esquire, Thomas J. Allingham, II, Esquire,
Thomas P. White, Esquire and Robert A. Glen, Esquire of Skad-
den, Arps, Slate, Meagher & Flom, Wilmington, Delaware, for
defendant Allegis Corporation.

Charles S. Crompton, Jr., Esquire, Potter Anderson & Corroon,
Wilmington, Delaware, for individual defendants.

R. Franklin Balotti, Esquire, Jesse A. Finkelstein, Esquire, Gregory
V. Varallo, Esquire, and Anne F. Bugg, Esquire, of Richards,
Layton & Finger, Wilmington, Delaware, for The Boeing Company.
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BERGER, Vice-Chancellor

This derivative action centers upon an agreement entered into
on May 12, 1987 between Allegis Corporation ("Allegis") and The
Boeing Company ("Boeing") pursuant to which Allegis agreed to
purchase thirty six airplanes from Boeing at a total price of $2.1
billion and Boeing purchased from Allegis $700 million of con-
vertible notes (the "Note Agreement"). Plaintiffs, LA Partners,
L.P. and LA International, Ltd., are stockholders of Allegis who,
at the time the complaint was filed, intended to solicit written
consents to replace a majority of the company's directors. Defen-
dants named in the original complaint were Boeing, Allegis and
five of its directors. As events unfolded after the filing of the
complaint, plaintiffs withdrew their consent solicitation and amended
their complaint twice. The Second Amended Complaint (the "Com-
plaint") adds as defendants the nine other members of Allegis'
board of directors who held office at the time of the alleged wrongs.
This is the decision on defendants' motions to dismiss for failure
to make demand and Boeing's motion to dismiss on additional
grounds, including failure to state a claim.

The facts alleged in the Complaint and the documents referred
to therein and incorporated by reference may be summarized as
follows. Allegis is a Delaware corporation whose principal office is
located in Illinois. Its stock is publicly traded on the New York
Stock Exchange and other national exchanges. Until recently, Al-
legis' principal business was the ownership and operation of United
Air Lines. However, under the direction of its Chairman, President
and Chief Executive Officer, Richard J. Ferris ("Ferris"), Allegis
implemented a so-called "total travel" strategy by acquiring com-
panies in areas related to travel-Western Hotel Company ("West-
ern"), the Hertz Corporation ("Hertz"), and Hilton International
Company ("Hilton"). The total travel strategy, which included a
change in the company's name from UAL, Inc. to Allegis, allegedly
caused widespread dissatisfaction among the company's investors.
This dissatisfaction, in turn, caused the company's management to
become concerned about a possible takeover by those who believed
that Allegis should return to its historic business of operating an
airline and dispose of its hotel and car rental businesses.

In December, 1986, the company adopted a rights plan-
labelled a "poison pill"-that plaintiffs allege is an entrenchment
device that effectively prevents anyone from attempting a takeover
through open market purchases or a tender offer. In April, 1987,
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United Air Lines' pilots' union made a proposal to acquire the
airline for $4.5 billion. That offer was rejected "out of hand" as
grossly inadequate. However, the pilots' bid coupled with continued
speculation that Allegis might be a takeover candidate allegedly
caused the company's management to enter into the Note Agree-
ment as a further entrenchment device.

The background to the Boeing transaction and the negotiation
and terms of the Note Agreement are set forth in some detail in
ten pages of the Complaint. For several months prior to April,
1987, Allegis had been discussing the purchase of airplanes for its
newly acquired Pacific routes with Boeing and two other major
airplane manufacturers. Those negotiations were proceeding on a
normal commercial basis and the board intended to consider its
airplane acquisition options at a meeting scheduled to be held on
May 28, 1987. However, after the pilots made their bid in April,
1987, management became seriously concerned about a takeover
and allegedly abandoned its previous plans with respect to the
airplane acquisition in favor of an entrenchment scheme imple-
mented through the Boeing transaction.

At an executive committee meeting held on April 29, 1987,
on the recommendation of the company's investment banker, the
following plan allegedly was devised:

[T]he Company's management determined to seek to ob-
tain a substantial investment in the Company from a
"selected" large corporation "with connections to the travel
industry" which would be a "friendly investor." From
the outset, the proposal contemplated that the "invest-
ment" would be in the form of a convertible security that
would have provisions designed to discourage a "hostile
takeover" by giving the "investor" veto power over "any
mergers or substantial acquisitions or dispositions of Com-
pany properties." It was recognized that to obtain max-
imum protection from this "investment", the transaction
would have to be completed quickly so that it was "in
place before a tender is made." To that end it was deter-
mined that the percentage of the Company's stock into
which the investment could be converted must not exceed
18 1/2% "in order to avoid stockholder approval of the
sale."

Complaint 42. Boeing was approached to make this investment
and, as an inducement to Boeing, Allegis offered to purchase thirty
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six airplanes. Boeing allegedly agreed to the $700 million loan to
Allegis in order to obtain the $2.1 billion airplane order.

The principal terms of the Note Agreement are as follows: (1)
the notes bear interest at the rate of 7.52% per year and all of the
principal and interest must be paid by May 31, 1992; (2) Allegis
may not prepay all or any part of the notes; (3) Boeing has the
option to convert the notes at any time into preferred or common
stock that would have approximately 15% of the voting power of
all of Allegis' stock; (4) during the five year term of the notes,
Allegis is restricted in its ability to sell significant assets or the
company as a whole, incur debt, incur liens on its property, pay
dividends, etc.; (5) Boeing may not participate, directly or indi-
rectly, in any solicitation of proxies or otherwise solicit stockholders
of Allegis for the approval of a stockholder proposal; and (6) Boeing
may not execute a written consent on behalf of anyone seeking
control of the company or otherwise seek to control or influence
management.

Plaintiffs attack the Note Agreement on two grounds. First,
they allege that the Allegis directors did not exercise a reasonably
informed business judgment in approving the Note Agreement. In
support of this claim, plaintiffs allege that the Note Agreement was
negotiated and drawn up in great haste over a ten day period. The
original signed copy of the agreement was a heavily marked-up
c 'aft that had to be substantively amended by a letter agreement
executed a week later. In addition, whereas management had in-
tended to acquire only twenty airplanes on flexible leasing terms
and had planned to consider competing proposals at a May 28
meeting, the board approved the out right purchase of thirty six
airplanes from Boeing without adequate consideration of a proposal
submitted on May 12, 1987 by one of Boeing's competitors.

Certain of the terms of the Note Agreement also are highlighted
in the complaint as evidence of the directors' alleged failure to
exercise informed business judgment. For example, in setting the
conversion price of the notes, the Allegis board allegedly failed
adequately to consider that the conversion price was less than the
trading price of Allegis common stock prior to the issuance of the
notes; was equivalent to the estimated value of the bid made by
the pilots' union three weeks earlier, which had been rejected as
grossly inadequate; and was approximately $30 per share less than
the value placed on Allegis' airline segment by its investment bank-
ers in evaluating the pilots' bid. Plaintiffs allege that the directors'
failure to exercise due care is further demonstrated by the restrictive
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covenants in the Note Agreement that prevent Allegis from imple-
menting a recapitalization plan then under consideration by the
board.

Plaintiffs also allege that the Note Agreement was approved
as part of a continuing plan to entrench management. Allegis
allegedly had no need for the $700 million obtained from Boeing
under the Note Agreement. According to the company's Form 10-
Q for the quarter ending March 31, 1987, Allegis had more than
$2.1 billion available in credit and plaintiffs allege that the company
had generated approximately $500 million in excess funds during
the first four months of 1987 through financing activities and the
sale of common stock. Even if additional funds were required,
plaintiffs allege that Allegis could have obtained those funds on
more favorable terms through traditional public and private fi-
nancing. Both the conversion feature of the notes and the fact that
they cannot be prepaid also are alleged to be evidence of an en-
trenchment motive.

Finally, the company's response to events occurring after May
12, 1987, allegedly demonstrates that the Note Agreement was an
anti-takeover device. On May 26, 1987, plaintiffs announced their
intention to solicit written consents to replace a majority of the
directors of Allegis. The directors responded by asking Boeing to
exercise its conversion rights so that Boeing would be a record
owner who could oppose the consent solicitation. On May 28, 1987,
after Boeing declined the company's request, Allegis announced a
recapitalization plan that would result in a cash distribution of $60
per share of common stock. The proposed recapitalization, which
would require the company to incur an additional $3 billion of
debt, would violate the restrictive covenants of the Note Agreement.

Plaintiffs announced that they would continue their proposed
consent solicitation notwithstanding the recapitalization plan and,
a few days later, the pilots' union proposed a restructuring under
which stockholders would receive $70 per share in cash and se-
curities. In the face of these developments, the Allegis directors
allegedly became convinced that plaintiffs would succeed in their
consent solicitation. Accordingly, in order to avoid being ousted
from office, the Allegis board announced, on June 9, 1987, that
Ferris had resigned as Chairman and Chief Executive Officer and
that the company would abandon its total travel strategy by selling
Hilton, Western and Hertz. The board also stated that it would
"reconsider" all existing recapitalization proposals and recommend
that the company be renamed United Airlines, Inc.

1988] 1191



DELAWARE JOURNAL OF CORPORATE LAW

Following the June 9 announcement, plaintiffs decided not to
proceed with their plan to solicit consents since the board, in essence,
had adopted plaintiffs' proposal. However, plaintiffs continue to
contest the validity of the Note Agreement. Under that agreement,
Boeing has the power to block the restructuring announced on June
9. Even if Boeing were to consent to a restructuring, plaintiffs
allege that it would reap a windfall profit likely to be in excess of
$200 million.

[1] In a derivative action, where no pre-suit demand has been
made on the corporation, plaintiffs must allege the reasons why
such a demand would have been futile. Chancery Court Rule 23.1.
At paragraph 65, plaintiffs allege that demand was excused for at
least the following reasons: (1) fifteen of the sixteen current members
of the Allegis board of directors are named as defendants and are
liable for breaching their fiduciary duties; (2) the facts alleged as
to the hasty and grossly negligent conduct of the directors in ap-
proving the Note Agreement and the unreasonableness of its terms
create a reasonable doubt that the decision to approve the Note
Agreement was a valid exercise of business judgment; (3) the de-
fendant directors are not disinterested and independent because,
by placing 15% of the voting power of the company in friendly
hands and precluding Boeing from executing a written consent in
any hostile consent solicitation, the directors, in effect, control the
vote of a substantial block of stock; and (4) in response to an earlier
complaint filed in this action, the directors filed a counterclaim
seeking a declaration that the Note Agreement is valid and en-
forceable. Thus, the directors have already decided that it would
be in the best interests of the stockholders to litigate this claim.

[2-3] The standard to be applied in deciding the demand issue
is whether the Complaint alleges particularized facts which create
a reasonable doubt that: "(1) the directors are disinterested and
independent and (2) the challenged transaction was otherwise the
product of a valid exercise of business judgment." Aronson v. Lewis,
Del. Supr., 473 A.2d 805, 814 (1984). In deciding this issue, the
Court may not look beyond the allegations in the Complaint, id.
at 808, but the Court is not limited to the "demand" allegations
(in this case 65). Rather, the Complaint must be read as a whole
to determine whether demand is excused. Grobow v. Perot, Del. Ch.,
526 A.2d 914, 922 (1987).

Plaintiffs argue first that the allegations in support of their
entrenchment claim create a reasonable doubt that the directors of
Allegis are disinterested for purposes of the demand requirement.
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They contend that the particularized facts alleged here are more
compelling than those found sufficient to excuse demand in Moran
v. Household Int'l, Inc., Del. Oh., 490 A.2d 1059, aff'd, Del. Supr.,
500 A.2d 1346 (1985). In Moran, plaintiffs challenged a "poison
pill" rights plan allegedly adopted by the Household directors for
the "sole and primary purpose of entrenching themselves in office."
Id. at 1071. This Court found that the particularized factual al-
legations that the "Rights plan deters all hostile takeover attempts
through its limitation on alienability of shares and the exercise of
proxy rights, sufficiently pleads a primary purpose to retain control,
and thus casts a reasonable doubt as to the disinterestedness and
independence of the board. . . ." Ibid. The Moran court reached
this conclusion notwithstanding the fact that a majority of the
Household directors were outside directcrs and the company was
not threatened by a possible takeover at the time the rights plan
was adopted.

Plaintiffs argue that their Complaint alleges a far more per-
vasive entrenchment scheme. First, the Allegis directors adopted a
"poison pill" rights plan at a time when alleged investor dissat-
isfaction created a threat of a takeover. A few months later, when
it appeared that the rights plan was not fully protecting against the
takeover threat, the company rushed into the Note Agreement. In
late April, 1987, the executive committee of the company's board
of directcrs decided to seek a "friendly investor" to purchase a
convertible security that would discourage hostile takeovers, "by
giving the 'investor' veto power over 'any mergers or substantial
acquisitions or dispositions of Company properties.' " Complaint,

42. Boeing was selected as the "friendly investor" and allegedly
was induced to purchase the notes by Allegis' offer to buy $2.1
billion of Boeing's airplanes. According to plaintiffs, the Complaint
provides particularized support for their entrenchment claim by,
among other things, alleging that the company had no need for
the funds obtained through the sale of the notes and that the terms
of the Note Agreement, detailed above, deter hostile takeovers.

To the extent that Moran may not be dispositive, plaintiffs
argue alternatively that the Allegis directors are interested for pur-
poses of the demand requirement because of the voting control
obtained through the Note Agreement. They rely upon Good v.
Texaco, Inc., Del. Ch., Civil Action No. 7501, Brown, C. (May
14, 1984) and Seibert v. Harper & Row, Publishers, Inc., Del. Oh.,
Civil Action No. 6639, Berger, V. C. (December 5, 1984) for the
proposition that, where directors obtain the right to control the
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vote of a significant block of stock that they do not own, they have
a personal interest in the challenged transaction and demand is
excused. Here, Boeing has the right to convert its notes into 15%
of the stock of Allegis and is prohibited from exercising a written
consent to remove the Allegis directors from office. If Boeing were
to convert its notes, its inability to participate in such a consent
solicitation would be tantamount to a "vote" against the removal
of the Allegis directors. Thus, the Note Agreement, in effect, gives
the Allegis board voting control over 15% of the company's stock
in the circumstances described.

Defendants argue that this Complaint does not fit within the
holdings of either Moran or Good. They point out that the alleged
entrenchment device challenged in Moran was the Household rights
plan. Plaintiffs here do not attack the Allegis rights plan. They
allege only that the Note Agreement is invalid. Thus, for the Moran
holding to be applicable, the deterrent effect of the Note Agreement
must be as substantial as was the Household rights plan. In de-
fendants' view, the facts alleged cannot support such a conclusion.

Boeing is an independent company and may choose not to
exercise its conversion rights. Even if it does, Boeing will be free
to vote its stock against Allegis management at any stockholders'
meeting. As to the restrictive covenants contained in the Note
Agreement, plaintiffs do not allege that those restrictions are unusual
or more onerous than those normally found in major loan agree-
ments. Boeing, like any other lender, could agree to waive the
restrictions if an advantageous business combination were proposed.
In sum, defendants say that the Note Agreement has, at best, only
limited value as an anti-takeover device. By contrast, the Household
rights plan allegedly blocked all hostile takeovers.

Defendants argue that it is appropriate to draw a distinction
based upon the level of anti-takeover protection afforded by different
plans or transactions because a defensive maneuver is only wrongful
if its "sole or primary purpose" is to entrench management. Unocal
Corp. v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946 (1985). Where
the allegations in a complaint demonstrate that the challenged trans-
action is clearly effective as an entrenchment device, those facts
may support a conclusory allegation that the directors' primary
purpose was to retain control. However, where the transaction at
issue is only marginally effective as an anti-takeover device, de-
fendants suggest that the Court should not accept a conclusory
entrenchment allegation. This is especially true in a case such as
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this, where an alternative, proper motive is apparent from the
Complaint.

Plaintiffs and other investors allegedly opposed the total travel
strategy adopted by the Allegis directors. In several paragraphs of
the Complaint, plaintiffs acknowledge that the Note Agreement
protected both the encumbent directors and existing corporate pol-
icy-the total travel strategy. See, e.g., q 2, 39. In fact, the Allegis
directors finally abandoned the total travel strategy and plaintiffs,
in turn, abandoned their plan to remove the board through a consent
solicitation. From these facts, defendants say that the Court could
easily conclude that it was the preservation of corporate policy
rather than entrenchment that motivated the Allegis directors. In-
asmuch as there are two plausible interpretations of the directors'
conduct, defendants contend that the Complaint does not adequately
plead a primary purpose to retain control and Moran, therefore, is
inapposite.

Plaintiffs' reliance upon Good and Seibert likewise is misplaced
according to defendants. In both of those cases, the directors had
obtained direct voting control over a substantial block of stock as
part of the challenged transaction. The Allegis directors, by contrast,
have no general power to control Boeings' vote. Boeing is under
no obligation to convert its notes and, if it does, Boeing may vote
as it pleases. The only restriction is that Boeing may not exercise
a consent for the purpose of removing the directors. Since Boeing
could vote to remove the directors at a meeting, defendants suggest
that the Allegis directors obtain no real benefit from the consent
restriction and they certainly do not have the type of direct voting
control found in Good and Seibert.

[4] For the reasons advanced by defendants, I find the "voting
control" argument unpersuasive. However, I am satisfied that the
particularized factual allegations sufficiently state a primary purpose
to retain control and, therefore, create a reasonable doubt that the
Allegis directors are disinterested for purposes of the demand re-
quirement. If the Note Agreement were considered in isolation,
defendants' arguments would be more persuasive. A plaintiff may
not avoid the demand requirement merely by alleging that the
challenged transaction has some anti-takeover effect and, therefore,
was designed as an entrenchment device. See Pogostin v. Rice, Del.
Supr., 480 A.2d 619, 627 (1984).

[5] In this case, however, plaintiffs do not rely solely on the
terms of the Note Agreement as support for their allegation that
the Allegis directors' primary purpose was to retain control. The
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circumstances surrounding the execution of the Note Agreement
and the alleged absence of any business purpose provide independent
support for plaintiffs' conclusory allegations as to motive. Only a
few months before the Note Agreement was executed, the Allegis
directors had established a rights plan that they believed "rendered
the company invulnerable to any takeover. . . ." Complaint 35.
Yet after the pilots' bid was rejected in April, 1987, the price of
the company's stock increased because of continuing speculation
that Allegis might be a takeover candidate notwithstanding the rights
plan. Complaint 36. The Note Agreement was specifically de-
signed to discourage a hostile takeover and was implemented quickly
in order to assure that its protective features would be in place
before a tender offer was made. Complaint 1 42. In addition, as
outlined above, the company allegedly had no need for the borrowed
funds and altered its airplane acquisition plans in order to obtain
the Note Agreement. Complaint 11 44, 51. I find that these alle-
gations sufficiently support the entrenchment claim and, under
Moran, excuse demand. Accordingly, plaintiffs' other arguments in
support of a finding that demand is excused need not be addressed.

[6] There remains Boeing's motion to dismiss. Plaintiffs alleged
that Boeing "knowingly participated" in the Allegis directors'
breaches of fiduciary duty. However, this conclusory allegation is
insufficient to state a claim against Boeing unless there are factual
allegations in the Complaint from which such "knowing partici-
pation" can be reasonably inferred. See In Re: Sea-Land Corporation
Shareholders Litigation, Del. Ch., Civil Action No. 8453, Jacobs, V.
C. (May 22, 1987). Plaintiffs argue that such an inference is easily
drawn from the following allegations: (1) Allegis proposed the Note
Agreement at a time when Boeing knew that the company was
facing a takeover threat (Complaint 1 45); (2) it was a matter of
public record that Allegis had no need for the funds it was borrowing
from Boeing (Complaint 51); (3) Boeing knew that the Note
Agreement was negotiated and executed in great haste and had to
be substantively amended shortly after it was executed (Complaint
1 46); (4) the conversion price under the Note Agreement was less
than the price at which the common stock traded prior to the
execution of the agreement (Complaint 42); (5) the Note Agree-
ment contained a no-prepayment clause (Complaint 1 47); and (6)
in order to obtain the Note Agreement, the Allegis directors aban-
doned their plan to consider competitive proposals for the company's
acquisition of aircraft and changed their position with respect to
the type of acquisition they would make (Complaint 44).
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[7] Although these facts might support a breach of fiduciary
duty claim against the Allegis directors, Boeing argues that they
provide no assistance in stating a claim against Boeing. At best,
these facts indicate that the Note Agreement provides some takeover
protection and that the Allegis directors were interested in obtaining
that protection. However, the fact that the agreement has an anti-
takeover effect does not automatically mean that the Allegis directors
breached their fiduciary duties by proposing and executing it. Unocal
Corp. v. Mesa Petroleum Co., supra. Thus, according to Boeing, the
critical issue is not whether Boeing knew that the Note Agreement
was an anti-takeover device but, rather, whether Boeing knew that
the Note Agreement was an entrenchment device. Since there are
no allegations from which it could be inferred that Boeing was
aware of the Allegis directors' state of mind, Boeing concludes that
it must be dismissed from this action.

[8] A claim of "knowing participation" in a breach of fiduciary
duty need not be pleaded with particularity. However, even under
the liberal notice pleading requirements, there must be some factual
allegations from which "knowing participation" can be inferred.
Weinberger v. Rio Grande Industries, Inc., Del. Oh., 519 A.2d 116
(1986). In Gilbert v. El Paso Co., Del. Ch., 490 A.2d 1050 (1984),
for example, the necessary link was established because the trans-
action, by its terms, benefited the fiduciary at the expense of the
stockholders. Here, the terms of the Note Agreement and the
circumstances under which it was negotiated would not necessarily
alert Boeing, a third party, to any wrongful conduct on the part
of the Allegis directors. There is nothing in the complaint to suggest
that Boeing was privy to the Allegis directcrs' deliberations. Thus,
the Complaint provides no basis on which to infer knowledge of
their alleged breaches of the duties of loyalty and care.

Based upon the foregoing, Boeing's motion to dismiss for failure
to state a claim is granted and the remaining defendants' motions
to dismiss are denied. IT IS SO ORDERED.
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