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represented about 43% ofthe Class A voting shares. Importantly, the Trusts
were given the right to terminate the Stock Purchase Agreement if the
merger agreement was terminated in accordance with its terms.

On August 28, 1997, a second '"hird party" offer was submitted - this
one by Veritas Capital Fund, L.P. ("Veritas") -- to purchase all of Fredericek's
outstanding stock for $7.75 per share cash. Veritas emphasized that its offer
was not binding. Later that same day, the Board responded by postponing
the scheduled closing of the merger with Knightsbridge in order to evaluate
the Veritas proposal.4

On September 2, 1997 the Board sent Veritas a memorandum
outlining certain conditions that Veritas would have to satisfy in order for the
Board to consider Veritas' offer. The conditions were that Veritas deposit
$2.5 million in an escrow account and also be willing to execute a merger
agreement substantially identical to the Knightsbridge merger agreement.

In response to the September 2, 1997 memorandum, Veritas sent a
letter to the Board requesting that Frederick's issue Veritas a "dilutive
option," that would dilute Knightsbridge's significant stock interest. Veritas
also submitted to Frederick's a "marked up" merger agreement plus a $2.5
million escrow deposit.

In reaction to Veritas' offer, Knightsbridge approached the Trusts with
a proposal to amend the Stock Purchase Agreement. The negotiated result
was an amended stock purchase agreement (the "Supplement") that
eliminated the Trusts' contractual right to terminate the Stock Purchase
Agreement if the merger agreement were terminated.5 The next day,
Knightsbridge exercised its acquisition rights under the Agreement and
Supplement, and purchased the Trusts' Frederick's stock. Knightsbridge then
informed Frederick's Board that it would use its newly-acquired stock "for
purposes of effecting the Merger [with Knightsbridge]" and that
Knightsbridge would not "vote in favor of the bid submitted by Veritas or
any other bid to acquire the Company."

*"he Board rejected the offer by Milton Partners, which later dropped out of the bidding
contest after Veritas and Knightsbridge made higher offers.

'The Supplement also provided that: (1) the Trusts would sell their shares to
Knightsbridge evenifthemergeragreementwerenotconsummated; (ii) Knightsbridgehadthe right
to pay for and receive the Trusts' shares before consummation of the merger, (iii) the Trusts would
indemnify Frederick's in connection with the Supplement; and (iv) if Knightsbridge resold the shares
acquired fromthe Trusts to a third party it aprice above $6.90 per share before March 1, 1998, the
Trusts would receive the price increase.
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E. The Revised JKnightsbridge Offer and litq Terms

In further response to the Veritas $7.75 per share cash proposal,
Knightsbridge increased its offer to $7.75 per share, subject to four
conditions, namely, that: (1) Frederick's would agree to a "no talk provision"
prohibiting any Frederick's director, officer, employee or agent from
negotiating with any other bidder; (2) the break-up fee would be increased
from $1.8 million to $4.5 million; (3) Frederick's would grant Knightsbridge
the right to appoint an "observer" who would attend all Frederick's board
meetings; and (4) ifFrederick's granted an option to purchase its stock to any
third party, Frederick's would grant an identical option to Knightsbridge.

On September 8, 1997, Frederick's announced that the Board had
accepted the revised Knightsbridge Offer, including these four conditions.
The plaintiffs claim that by agreeing to those conditions, the Director
Defendants had prematurely ended the bidding and therefore left itself
unable to ascertain whether they had obtained the best value available for the
shareholders.

To further strengthen its position, on September 9, 1997,
Knightsbridge purchased an additional 195,000 shares of Frederick's Class
A stock on the open market. That purchase gave Knightsbridge absolute
voting control, even though Knightsbridge could not vote those 195,000
shares in favor of the merger because they were acquired after the record
date.

In counter-response to these developments, Veritas responded on
September 11, 1997 with an unsolicited $9.00 per share "non-binding offer"
for all of Frederick's outstanding shares. This time the Board did not
respond to Veritas' "offer;" instead, it accepted the Knightsbridge's $7.75 per
share proposal. The Board allegedly did so for several reasons. First, the
"no-talk" provision in the final merger agreement did not provide the
Director Defendants with a "fiduciary out," and it also obligated Frederick's
notto engage in any acquisition-related communications. Second, the shares
Knightsbridge had acquired both in the open market and from the Trusts,
represented a majority of each class of Frederick's stock, which
Knightsbridge refused to vote in favor of any bid other than its own. Third,
Veritas had requested a dilutive option, the legal validity of which the Board
had questioned.

F. The Consent Solicitation Statement

On September 18, 1997, Frederick's issued Amendment No. 1 to the
CSS, which disclosed that the consent solicitation would end on
September 29, 1997, and that the merger would be consummated on that
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date. As explained elsewhere in more detail, the plaintiffs claim that the
defendants made false disclosures and material omissions in the CSS. -

The merger with Knightsbridge was consummated on September 29,
1997. This lawsuit followed.

IL CONTENTIONS

The complaint alleges two claims. The first is that the Director
Defendants failed to meet the fiduciary requirement under Revlon v.
MacAndrews & Forbes Holdings. Inc. that in a sale of corporate control the
Board must obtain the highest value reasonably available for the
shareholders.7 The plaintiffs claim that the Board knew or should have
known that the Trusts had entered into a Stock Purchase Agreement with
Knightsbridge, and that bargaining with Knightsbridge would become more
difficult if Knightsbridge controlled the Trusts' stock. Despite that
knowledge, the Board failed to enact defensive measures (such as a poison
pill) designed to prevent Knightsbridge from gaining voting control of
Frederick's. That failure, plaintiffs allege, amounted to a breach of the
fiduciary duties of care and loyalty that the Board owed to Frederick's
shareholders.

The duty of loyalty claim is premised on the allegation that Director
Defendants Townson and Barrett stood to obtain financial benefits that
would not be shared by other shareholders generally. Specifically, (i)
Townson would receive a cash payment for his underwater options, as well
as under two highly lucrative contracts previously described, and (ii) Barrett,
the Senior Vice President of JMS stood to benefit because JMS would
receive a substantial fee for its services.

The plaintiffs' second claim is that the defendants misrepresented two
material facts, and omitted to disclose a third material, in the CSS.
Specifically, the defendants allegedly misrepresented that: (1) Frederick's,
or its agent, had orally advised Veritas and Milton to submit their "best, final
offer" by September 4, 1997, but in fact that never occurred, and (2)
Frederick's materially overstated its reservations about accepting the Veritas
Offer by reason of Veritas having requested a dilutive option. That was an
overstatement, it is claimed, because the draft merger agreement submitted
by Veritas left the amount of to-be-optioned shares blank, which evidenced
that Veritas was willing to negotiate and be flexible about the size of the
option. Finally, the complaint alleges that the board improperly omitted to

"Del. Supr., 506 A.2d 173 (1986).
'.aramount Communications, Inc. v. OVC Network Inc.. Del. Supr., 637 A.2d 34, 48

(1994).
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disclose the reasons why two Board members resigned before the vote on the
$6.14 per share Knightsbridge merger proposal.

In support of the pending motion, the Director Defendants argue that
the fiduciary claims must be dismissed because an award of money damages,
which is the only remedy being sought here, is barred by the exculpatory
clause in Frederick's certificate of incorporation; and also because the
complaint does not allege any cognizable duty of loyalty claims. The
Director Defendants further contend that the disclosure claims must be
dismissed because as a matter of law the misstatements and the omitted
disclosure were not material.

These contentions are next addressed.

M. ANAILYM

[1-2] A motion to dismiss under Court of Chancery Rule 12 (b)(6) will be
granted where it is clear from the allegations of the complaint that the
plaintiff would not be entitled to relief under any set of facts that could be
proven to support the claim.' All well-pleaded facts alleged in the complaint
will be accepted as true, but inferences and conclusions that are unsupported
by specific factual allegations will not be accepted as true.'

A. The Revlon Claim

[3] I first address the plaintiffs' Revlon claim, which is that the sale of
Frederick's for cash was a sale of the entire company, which triggered the
Board's fiduciary duty to obtain "the best value reasonably available to the
stockholders,"10 a duty it is alleged the Board failed to satisfy. Critical to the
legal sufficiency of that claim, at least in this case, is the reason why the
directors (allegedly) failed to satisfy that duty. As Vice Chancellor Lamb
aptly put it, "A corporate board's failure to obtain the best value for its
stockholders may be the result of illicit motivation (bad faith), personal
interest divergent from shareholder (disloyalty) or a lack of due care. 1"
Although the plaintiffs allege Eylon-based breaches of duty, and plead that
they arise from violations of the board's duty of care and loyalty, I conclude

8Jn re-Ti-SW ctures. Inc. Litig., Del. Supr., 634 A.2d 319, 326 (1993); see also
Loudon v. Acher-Daniels-Midland Co.. Del. Supr., 700 A.2d 135, 140 (1997).

9'SVMnderbiltIncome and Grow Assocs.. L.LC.v. Arvida/JMB Managers, Inc. Del.
Supr., 691 A.2d 609, 613 (1996).

"a at 48.
nrn Lukes. Inc. Shareholders Litip., Del. Ch., CA No. 16102, Lamb, V.C., Mer.

Op. at 21 (Dec. 1, 1999) (citing Mills Ac2uisition Co. v. Macmillan, Inc, Del. Supr., 559 A.2d
1261, 1279-82 (1989).
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that the complaint alleges only a breach of the duty of care -- a claim that is
not cognizable because of the exculpatory clause in Frederick's charter.
Because I further find that the complaint does not adequately allege bad
allege bad faith or disloyalty, dismissal of the Revlon claim is required.

1. The Duty of Care Claim

I first consider the duty of care branch of the Revlon claim. The
complaint alleges that the directors breached their duty of care by allowing
one bidder (Knightsbridge) to acquire voting control and thereby circumvent
the Board's ability to conduct a meaningful auction process. Plaintiffs claim
that although the Board knew that Knightsbridge was seeking to buy the
Trusts' stock for $6.90 per share, and that bargaining with Knightsbridge
would become more difficult if Knightsbridge succeeded, the Board failed
to enact defensive measures (such as a poison pill) protective of the interests
of Frederick's shareholders. That failure to act, plaintiffs maintain,
culminated in Knightsbridge acquiring a majority ofFredericles stock, which
it was then able to use as leverage to end the auction and force a sale to itself,
by refusing to vote its control shares in favor of any competing bid.

Assuming that these facts state a claim for violation of the Director
Defendants' duty of care, the exculpatory clause found in Article Twelfth of
Frederick's Certificate of Incorporation bars any recovery ofmoney damages
as a consequence of such a breach. 2 Article Twelfth provides:

A director of this Corporation shall not be personally liable to
the Corporation or its shareholders for monetary damages for
breach of fiduciary duty as a director, except for liability (i) for
any breach of the director's duty of loyalty to the Corporation
or its shareholders, (ii) for acts or omissions not in good faith
or which involve intentional misconduct or a knowing
violation of law, (iii) under Section 174 of the Delaware
General Corporation Law, or (iv) for any transaction for which
the director derived an improper personal benefit.

"It is well established Delaware law that an exculpatory provision in a certificate of
incorporation that is authorized by 8 DelC § 102 (bX7) shields the corporation's directors against
ajudgment for money damages except for judgments arising out of briaches of duty of loyalty,
claims for acts constituting bad faith, and claims for the receipt of improper benefits. See Inre
Datnoroducts ComR. Shareholders Litig. Del. Ch., CA. No. 11164, V.C. Jacobs, Mem. Op. at 11
(August 22, 1991).
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The plaintiffs claim that the Delaware Supreme Cours decision in
Emerald Partners v. Berlin 3 precludes any consideration of this § 102(b)(7)
defense on a motion to dismiss, because Emerald Partrners holds that a
§ 102(b)(7) charter provision is "in the nature of an affirmative defense...
[and that the Defendants] will normally bear the burden of establishing each
of its elements."'4 Relying on this language, the plaintiffs argue that the
Frederick's exculpatory provision cannot provide a basis to dismiss the
complaint at the pleading stage, because the applicability of the charter
provision can be determined only on a developed factual record.
[4-5] The plaintiffs misread Emerald Partners. This Court has interpreted
the above-quoted language as not precluding a Rule 12(b)(6) dismissal of
claims that the directors breached their fiduciary duty of care on the basis of
an exculpatory charter provision, so long as a dismissal on that ground does
not prevent a plaintiff from pursuing well-pleaded claims that the directors
breached their fiduciary duty of loyalty. 5 Under this reading of Emerald
Partners, where a complaint alleges actionable disloyalty the burden will
shift to the defendants to show the immunizing effect of the charter
provision," but where the complaint only alleges a breach of the duty of
care, that claim may be dismissed at the pleading stage.

Because it is not cognizable under Article Twelfth and 8 Del C
§ 102(b)(7), and because I conclude that no duty of loyalty claim is pleaded,
the duty of care claim will be dismissed. I turn to the duty of loyalty
component of the Myion claim.

2. The Duty of Loyalty Claim

The complaint alleges that the Director Defendants breached their
duty of loyalty, in that two of the four directors who approved the $7.75
merger with Knightsbridge received a personal benefit from the transaction
that was not enjoyed by all shareholders generally. As a consequence
(plaintiffs claim), the merger was not approved by a majority of disinterested
directors, for which reason the Defendant Directors must show that the
merger was entirely fair. I disagree and conclude that the pleaded facts show
that only one of the four directors was interested, and as a result, the merger
was approved by a majority of disinterested directors. Accordingly, the duty
of loyalty claim fails for lack of a valid premise.

3Del. Supr., 726 A.2d 1215 (1999).
14Id at 1224.
"nre General Motors Class H Shrehoders Liti, Del. Ch., 734 A.2d 611,619 atn. 7

(1999); see also Ire Lukens C.A. No. 16102 at 25 n.33
r6Jne Lukens C.A. No. 16102 at 26.
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[6] To be sufficient to trigger entire fairness review, this complaint must
allege that the sole interested director dominated or controlled the remaining
directors, which the complaint here does not do. The complaint alleges that
both Townson and Barrett had conflicting self-interests at the time they
voted to approve the merger, and that they received benefits not enjoyed by
the remainder of the shareholders. As for Townson, the pleaded facts, if
assumed to be true, would establish a disabling conflict, allegedly because
the Knightsbridge transaction offered Townson a cash payment of $.05 for
each of his options having an exercise price exceeding $6.14 - options that
would otherwise be worthless. Townson would also receive substantial
payments under two lucrative contracts. Under the Termination and Release
Agreement, he would receive $750,000 when the merger became effective,
and under the Non-Competition and Consulting Agreement, he would
receive $250,000 on the merger's effective date, plus sixteen additional
quarterly $100,000 payments beginning the calendar quarter following the
effective date. These payments would constitute personal benefits not
enjoyed by the shareholders generally, for which reason Townson would be
deemed "interested" in the merger.

But, I cannot agree that the complaint states a cognizable claim that
Barrett personally benefitted from the merger in. a manner that was not
enjoyed by the shareholders generally. Barrett was a Senior Vice President
of JMS, Frederick's financial advisor. Under its engagement letter, JMS
was entitled to receive an approximately $2 million fee for its services when
the merger was consummated. The difficulty with this claim is that JMS
would receive a fee for its services regardless of who the buyer was;
moreover, the amount of the fee JMS was to receive would increase as the
merger price increased. Thus, Barrett's (and JMS's) interests were
completely aligned with the interests of the shareholders in obtaining the
highest possible price for Frederick's shares. For these reasons, the
complaint fails to state a claim that Barrett had a disabling self-interest. It
follows from this that only one of Frederick's four directors voting on the
Knightsbridge merger was interested.
[7] Because the complaint fails to allege facts that establish that the
merger was not approved by a majority of disinterested directors, the breach
of loyalty claims cannot survive a motion to dismiss.

B. The Disclosure Claims

[8-9] Lastly, the plaintiffs claim that the Director Defendants
misrepresented material facts, and also failed to disclose a material fact, in
the CSS. The fiduciary duty of disclosure requires that solicitation materials
disclose all information in the defendants' possession material to the
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transaction at issue.17 The test of materiality is whether "there is a
substantial likelihood that a reasonable shareholder would consider it
important in deciding how to vote... [t] here must be a substantial
likelihood that the disclosure of the omitted fact would have been viewed by
the reasonable investor as having significantly altered the 'total mix' of
information made available."' 8

The plaintiffs first claim that the defendants misrepresented in the
CSS that Frederick's agent orally advised Veritas and Milton Partners to
submit their "best, final offer" by September 4, 1997. That disclosure was
allegedly false because Veritas never received this advice. Assuming that
the CSS falsely disclosed that the Board informed Veritas to submit its "best,
final offer." I find that misstatement immaterial as a matter of law. The CSS
was mailed after Veritas had increased its $7.75 offer to $9.00 and the CSS
fully disclosed the $9.00 bid. With that disclosure the shareholders were
told the facts that were material -- all the bids that were on the table and their
amounts and other terms. Whether or not Veritas was asked to submit its
best and final offer at the time of its $7.75 proposal became irrelevant after
Veritas had increased its bid to $9.00 - which (according to plaintiffs) was
the high bid -- and the shareholders were so informed.

The second disclosure claim concerns the disclosure in the CSS that
the Board's reservations about accepting the Veritas Offer were based
partially upon Veritas' request for a dilutive option. The plaintiffs argue that
the CSS materially overstated this concern, because the draft merger
agreement submitted by Veritas left blank the amount of shares subject to the
dilutive option, thereby demonstrating Veritas' willingness to negotiate the
terms of the option.

This argument is unpersuasive. The CSS disclosed that one of the
Board's reasons for not accepting the Veritas Offer was that the Veritas Offer
was conditioned on Frederick's issuing a dilutive option. The plaintiffs
claim that because the number of to-be-optioned shares was left open for
future negotiation, the requested dilutive option could not have been a
subject of serious concern. The logic of this argument escapes me: Even if
Veritas was willing to negotiate the size of the dilutive option, it does not
follow that the Board had no reason to be concerned about its legality. 9 An
option's size and its legality are two distinct issues, at least where (as here)
the complaint alleges no facts that suggest a linkage.

Finally, the plaintiffs claim that the CSS omitted to disclose a material
fact, specifically, why two directors resigned before voting on the merger.

"'Malone y. Brincat Del. Supr., 722 A.2d 5, 9 (1998).
'$Rosenblatt v. Getty Oil Co. Del. Supr., 493 A..d 929, 944 (1985).
'9 ~ee ncdel v. Carroll, Del. Ch., 651 A.2d 297,304-305 (1994).
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I conclude that in these circumstances the reasons for the directors'
resignations are immaterial. Ihe two directors, Lefcoe and Field, resigned
from the Board on June 12 and 13, 1997 -- three months before the Board
considered the final offers for Frederick's. The complaint fails to allege facts
that suggest any connection between the resignations and the merits of the
Knightsbridge merger ultimately voted on. Therefore, the reasons for Lefcoe
and Field's resignations are immaterial as a matter oflaw. Stated differently,
the reasons for resignations that occurred three months earlier and in the
context of an earlier proposal would have had no significance in the
deliberations of a reasonable stockholder being asked to vote on a different
proposal."

V. CONCLUSION

For the foregoing reasons, the defendants' motions to dismiss the
complaint is granted.21 IT IS SO ORDERED.

HILLS STORES CO. v. BOZIC

No. 14,527

DOLOWICH v. EDELSTEIN

No. 14,460

FUSCO v. EDELSTEIN

No. 14,787

Court of Chancery of the State of Delaware, New Castle

February 22, 2000

"Arnold v. Society for Savings Bancorp, Inc- Del. Supr., 650 A.2d 1270,1287 (1994).
2 1BeCaUS I have determined to dismiss the fiduciary duty and the disclosure claims, it

become unnecessary to discuss Hunters separate motion to dismiss on the ground that he resigned
before the board voted on the final Knightsbridge offer.
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Plaintiff claimed: (1) that the defendant-directors breached their
fiduciary duties by refusing to approve a change in control for purposes of
an employment agreement, (2) they committed waste by refusing to approve
the change in control for purposes of an employment agreement, (3) that
three ofthe defendant-directors were unjustly enriched by the severance they
received under the employment agreement, and (4) that the three defendant-
directors received severance and other payments in excess of what was due
to them. Plaintiff moved for partial summary judgment on the fourth of its
claims while defendants moved for summary judgment on all four of the
plaintiffs claims.

The court of chancery, per Vice Chancellor Strine, granted the
defendant's motion for summary judgment as to plaintiffs claims of breach
of fiduciary duty and waste; denied defendant's motion for summary
judgment as to plaintiffs claim for breach of contract and unjust enrichment;
and granted plaintiffs motion for partial summary judgment on their breach
of contract and unjust enrichment claims.

1. Judgment G D 181(), 181(2)

Summary judgment should be granted where there are no genuine
issues of material fact and the movant is entitled to judgment as a matter of
law. DEL. CH. CT. R. 56.

2. Judgment = 181(1), 181(2)

When a moving party has properly supported its motion for summary
judgment, the non-moving party must submit admissible evidence sufficient
to generate a factual issue for trial or suffer an adverse judgment.

3. Corporations GE= 83(3), 197, 310(1)

The Blasius, compelling justification standard does not apply where
the record is devoid of any hint that the board took action for the primary
purpose of thwarting the exercise of a stockholder vote.

4. Corporations 197, 310(1), 320(11)

Where the corporate action is not specifically directed at the electoral
process, a more flexible, but exacting, Unocal standard with a sharp eye out
for electoral coercion, is needed.
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5. Corporations UO 197,310(1)

The mere fact that the defendant-directors informed the stockholders
that voting to approve a change in control may trigger the covered
executives' right to severance does not itself constitute stockholder coercion.

6. Corporations L 307, 310(1)

A board is duty bound to inform its stockholders of the possible and
operational implications of a change in control.

7. Corporations C2 307, 310(1)

Where the majority of disinterested directors make a decision, entire
fairness review is inappropriate.

8. Corporations Om 307,310(1), 314(.5), 320(11.5)

Plaintiffmust present evidence admissible creating a genuine issue of
material fact whether the director is self-interested under the materiality
standard applicable to non-section 144 interests.

9. Corporations C=0 307,310(1), 314(.5), 320(11.5)

The materiality test is subjective, but that does not permit plaintiff to
wait until trial to present plausible evidence of a material self-interest on the
part of a director.

10. Corporations Om 307, 310(1), 314.5

Under Delaware law, the board of directors' decisions are not subject
to the entire fairness standard simply because a majority of the board has an
interest to remain in control; the court is to consider whether a majority of
the directors have a financial or personal interest in securing the continuation
of the incumbent board's control of the corporation, but the presence of a
majority of directors interested in this sense does not trigger the entire
fairness standard of review unless the defensive measure under challenge is
subject to fairness review by virtue of the application of section 144. DEL.
CoDE ANN. tit. 8, 144 (2000).
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11. Corporations G= 310(1)

The fact that the court has approved a board's decision to put defenses
in place on a clear day does not mean that the board will escape its burden
to justify its use of those defenses in the heat of the battle under the Unocal
standard of deferment of the board's decision.

12. Corporations G' 3 10(1)

To satisfy the Unocal standard, two prongs must be met: (1) the
board must demonstrate, after a reasonable investigation, that it determined
in good faith that the corporation faced a threat warranting a defensive
response; and (2) the board must demonstrate the proportionality of its
defensive measures to the threats it identified.

13. Corporations 02 310(1)

The presence of a majority of outside directors materially enhances a
board's ability to meet the burdens of a reasonable, good faith investigation
of a threat, and proportionality of its defensive measures versus the threats.

14. Corporations Q 307, 310(1)

Under the Unocal standard of review, it putatively remains open to
plaintiffs to show that board action that has been found to be proper under
heightened scrutiny is, nonetheless, invalid because it resulted from breaches
of the duty of care or loyalty by the board.

15. Corporations G= 307,310(1), 310(2)

A proper application of the gross negligence standard precludes
judicial second-guessing of a presumptively good-faith board decision.

16. Contracts &- 152

Under Delaware and Massachusetts law, contracts are interpreted in
accordance with their plain terms.
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17. Contracts m 143(2), 147(2), 152

Unless the terms of the contract are inconsistent or can reasonably be
read in two different ways, the contract is considered unambiguous and
extrinsic evidence may not be used to vary or contradict its terms.

David C. McBride, Esquire, and Martin S. Lessner, Esquire, of Young
Conaway Stargatt & Taylor, Wilmington, Delaware; and Alan R. Friedman,
Esquire, Jonathon M. Wagner, Esquire, and Elizabeth Wolstein, Esquire, of
Kramer Levin Naftalis & Frankel, New York, New York, of counsel, for
plaintiffs in No. 14,527.

Joseph A. Rosenthal, Esquire, of Rosenthal, Monhait, Gross & Goddess,
Wilmington, Delaware, for plaintiffs in Nos. 14,460 and 14,787.

Kevin G. Abrams, Esquire, Raymond J. DiCamillo, Esquire, and Thad J.
Bracegirdle, Esquire, ofRichards, Layton & Finger, Wilmington, Delaware;
and John D. Donovan, Jr., Esquire, Robert G. Jones, Esquire, and Alexandra
D. Furth, Esquire, of Ropes & Gray, Boston; Massachusetts, of counsel, for
defendants.

STRINE, Vice Chancello"

In this case, the winning slate in a June 1995 proxy contest has caused
the plaintiffs, the Hills Stores Company ("Hills") and its subsidiary Hills
Department Stores Company ("HDS"), to sue the former members of the
Hills board. The winning slate was proposed by Dickstein Partners, an
investment fund that promised either to buy all of the shares of Hills for $22
in cash and $5 in junk bonds per share or to sell Hills to a higher bidder in
the auction its slate pledged to conduct. Dickstein assured the Hills
stockholders that it had the wherewithal to finance the acquisition and to
cover the costs that would accompany a change in control of the Hills board.

Those costs included the payment of severance to certain top
executives of Hills pursuant to employment agreements entered into the year
before in response to a previous Dickstein-initiated control contest. Those
agreements provided that the executives covered by the contracts would have
the right to resign and receive full severance in the event of any change in
control, other than one approved by the Hills board. In ajudicial settlement,
Hills and Dickstein both agreed not to challenge the validity of the
employment agreements.

After Dickstein made its acquisition offer in the spring of 1995, the
Hills board determined that the offer was inadequate and shakily financed
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and that Dickstein's proposed strategy for the company was harmful. Rather
than erecting substantial defensive measures, however, the Hills board
decided to let the stockholders decide whether to accept the Dickstein offer
for themselves in a board election contest at the Hills annual meeting.

The day before that meeting the Hills board met in response to
Dickstein's demand that the board vote on whether to approve the Dickstein
change in control solely for purposes of the employment agreements. After
receiving advice from legal counsel, the members of the Hills board without
an interest in that decision unanimously decided not to approve the Dickstein
change in control. They, the undisputed evidence shows, believed that
change in control to be a serious threat to Hills and that the company had
promised the covered executives severance in such a situation.

After the Dickstein slate took office, the covered executives resigned
and received their severance. The company's creditors terminated their debt
agreements with Hills. Dickstein, however, apparently lacked the financing
to deal with these known and foreseeable risks. Thus it never consummated
its acquisition offer nor did it conduct an auction. Instead, its slate caused
Hills to bring this suit against the former Hills board in September 1995
alleging that the payment of severance resulted from breaches of fiduciary
duty and contract by the former Hills directors.' Nearly four years after
Dickstein prevailed in its effort to secure control of the Hills board, the sale
of Hills for $1.50 a share was consummated.

In this opinion, I find that the defendant-directors are entitled to
summary judgment on the plaintiffs' breach of fiduciary duty claims.
Because of the defensive origins and purpose of the employment
agreements, I apply the Unocal2 standard of review and conclude that the
defendant-directors have submitted evidence sufficient to entitle them to
summary judgment under that standard. The plaintiffs have produced no
evidence to rebut the evidence that the defendant-directors' decision to
oppose the Dickstein change in control was made on a well-informed and
good faith basis. Nor have they submitted a convincing argument as to why
the defendant-directors were unreasonable in concluding that the company
had contractual duties to the covered executives that required the payment
of severance if the board could not, in good faith, approve a change in
control as benign to the company and its stockholders.

But because the plaintiffs have produced unrebutted evidence that
some of the covered executives received severance in excess ofthat required

'In this opinion, I refer to the former members of the Hills board who are defendants as
defendants or defendant-directors.

2Unocal Corp. v. Mesa Petroleum Co., Del. Supr., 493 A.2d 946 (1985).
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by their employment agreements, I also grant the plaintiffs' motion for partial
summary judgment to recover those amounts

I. Factual Backgound

A. The Genesis Of The Employment Ageements

At all relevant times, Hills was a Delaware corporation engaged in the
retail discount department store business. Its shares were traded on the New
York Stock Exchange. Hills managed its 152 stores through its wholly-
owned operating subsidiary, HDS.

In the fall of 1993, Hills emerged from bankruptcy under the
managerial leadership of its Chief Executive Officer Michael Bozic, who is
a defendant in this litigation, and a new board of directors. Aside from
Bozic, that board consisted of defendants Thomas H. Lee, James L. Moody,
Jr., Richard B. Loynd, Susan E. Engel, John G. Reen, and Norman S.
Matthews, as well as Michael S. Gross.4 Only three of the Hills board
members were "inside" directors: Bozic was CEO, Reen was Chief
Financial Officer, and Matthews was a full-time consultant and the
company's chief merchant.

The relative placidity of the Hills board's post-bankruptcy life was
soon disturbed, however, by the unwanted attentions of Mark Dickstein and
Dickstein Partners Inc. (collectively "Dickstein"). Dickstein had acquired
12% or so of Hills's stock in exchange for claims in bankruptcy it purchased
during Hills's reorganization.

In August 1994 - less than a year after Hills emerged from
bankruptcy - Dickstein wanted Hills to repurchase six million of its shares
for $150 million by using leveraged financing. To increase the persuasive
impact of its suggestion, Dickstein initiated a consent solicitation to remove
four members of the Hills board and replace them with its own nominees
who were pledged to support the stock buy-back.

After retaining outside advice from the law firm of Cravath, Swaine
& Moore and the investment bank of SmithBarney, the Hills board decided
to oppose the Dickstein initiative as adverse to the company's best interests.
In particular, the board believed that it was unwise to take on such
substantial debt so soon after emerging from bankruptcy and that it was
preferable to stick with management's existing game plan. As the Chairman

3Two of the three civil actions affected by this opinion were initiated on behalf of a
purported class offtills stockholders. The class plaintiffs havejoined in the papers filed by the Hills
company plaintiffs and are not differently situated fiom them in any material respect. As such, this
opinion will dispose of the class plaintiffs' claims as well.

4Gross left the board in January 1995.
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of the Board, defendant Lee, put it, "[Dickstein] was perceived as a raider
.... We, who had just emerged from bankruptcy, didn't want anything to do
with weakening our balance sheet. We saw Dickstein as wanting to weaken
our balance sheet by paying out a lot of cash to shareholders and possibly
taking on a lot of debt."I

As part of its response to the Dickstein initiative, the Hills board
decided to enter into new employment agreements with seven of Hills's top
executives (the "Covered Executives") as well as a new consulting
agreement with Matthews. The employment agreements were intended to
provide the Covered Executives with enough security to allow them to focus
on doing their jobs without distraction by Dickstein's overtures.6

The task of crafting the employment agreements fell in the first
instance to the board's Compensation Committee, which was comprised of
four outside directors. That Committee was aided in this endeavor by Barry
White and David Feinberg from the law firm of Foley, Hoag & Eliot as well
as Allen Finkelson from Cravath.

On August 19, 1994, the Hills board met to consider the
Compensation Committee's recommendations. Critically for present
purposes, the proposed employment agreements contained a provision
entitling the Covered Executives to severance payments ("Severance") in
certain circumstances. As the agreements were presented to the board by the
Compensation Committee, the Covered Executives' right to Severance would
have been triggered automatically in the event of a "Change in Control." A
"Change in Control" was defined as occurring when any person became the
beneficial owner of more than fifty percent of Hills's voting stock or elected
more than thirty percent of the members of the Hills board as the result of an
actual or threatened election contest.

After discussion, the board decided to adopted a different approach.
That approach triggered the Covered Executive's right to Severance, in
among other circumstances, when (i) the Covered Executive was demoted
or fired within one year of any Change in Control or (ii) any Change in
Control other than an "Approved Change in Control" occurred. An
Approved Change in Control was defined as follows:

IT] he term "Approved Change in Control" shall mean a
Change of Control that has occurred with the prior approval
of a majority of the Continuing Directors and the term
"Continuing Director" shall mean any member of the Board of

5Lee Dep. I at 23.
The plaintiffs have not contested the evidence thatBozic and his managementteam had

other employment options. See Loynd Dep. at 20; Bozic Dep. at 53, 79.
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Directors of the Company who is not an Acquiring Person or
a nominee or representative of an Acquiring Person or of any
affiliate or associate of an Acquiring Person and any successor
to a Continuing Director who was recommended for election
or elected to succeed a Continuing Director by a majority of
the Continuing Directors then on the Board of Directors of the
Company.7

Two reasons motivated the board's decision to move away from an automatic
vesting of Severance rights upon any Change in Control (a "single trigger"
approach) to the more nuanced, or "double trigger" approach.

The primary reason was that the double trigger approach gave the
Hills board the ability to "deliver management" to a friendly acquiror in a
negotiated transaction.' The flip side of this ability was that the board could
refuse to approve the Change in Control "if the prospective acquir[or] didn't
seem to be offering sufficiently for the company ... ."' That is, the Hills
board could use the double trigger as negotiating leverage. If an acquiror
agreed to the board's terms, the board could approve the Change in Control
and allow the acquiror the opportunity to keep the Covered Executives or,
at the very least, avoid the Severance. If an acquiror did not agree to the
board's terms, the board could protect the expectations of the Covered
Executives and deter the unwanted overture by failing to approve the
Change in Control. This guaranteed the Covered Executives their Severance
while increasing the potential acquiror's cost of acquisition.

The secondary reason the board opted for the double trigger approach
was more narrowly confined to the dynamic it then confronted. At that time,
Dickstein was seeking to replace half the board. The board feared that a
single trigger might unsettle the company's creditors, who would be troubled
by an automatic or, put more precisely, fully incentivized management
exodus if Dickstein succeeded. The double trigger gave the creditors some
reassurance that the Continuing Directors would have the discretion to
conclude that a Change in Control was acceptable and thereby avoid any
automatic vesting of the Covered Executives' right to Severance.

Following the board's discussion of the Change in Control provisions,
the three directors with an interest in the agreements (Bozic, Reen, and
Matthews) stepped out of the meeting. The five remaining directors then
unanimously voted to approve the employment contracts with the double
trigger (the "Employment Agreements").

7PX 6 § 10(c).
8Moody Dep. at 29-30; see also Loynd Dep. at 32.
'Moody Dep. at 30.
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B. The Basic Components Of Severance Under
The Employment Apreements

Severance payable under the Agreements was an "amount equal to
three (3X) times [the Covered] Executive's Annual Compensation .... "10
The "Executive's Annual Compensation" was defined as the "sum of(A) the
executive's base salary for 1994 plus (B) any bonus compensation to which
[the Covered] Executive would have been entitled if [the Covered]
Executive continued to be employed under [the] Agreement to the end of
1994"...." In addition, the Covered Executive was entitled to a gross-up
payment for taxes owed pursuant to § 4999 of Title 26 of the United States
Code. That statutory provision imposes an excise tax on severance payments
that exceed a certain threshold.
C. The Hills Board Is SuedBy Clss Plaintiffs And QuicklyReaches A

Settlement With Them And Dickstein

Five days later, on August 24, 1994, a derivative and class action suit
was filed in this court, captioned Weiss v. Lee, et al., C.A. No. 13707 (the
"Weiss Action"). The Weiss Action plaintiffs alleged, among other things,
that the Hills board had breached its fiduciary duties by entering into the
Employment Agreements.

By the next month, the Weiss plaintiffs, Dickstein, and Hills had
reached a settlement involving the following basic provisions:

o Hills agreed to repurchase up to three million of its
shares for $25 apiece.

o Hills agreed to revise the Employment Agreements,
inter alia, to reduce their terms from three years to a
somewhat shorter period and to agree that a Change in
Control would not occur unless forty percent (rather
than thirty percent) of the board was elected by an
acquiror, if the board's size was increased from eight to
nine or more.

'0PX 6 § 10(c).
"Id (emphasis added). The Employment Agreements contained a somewhat different

definition as of this time, but that difference is immaterial.
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" Dickstein agreed to drop its consent solicitation and
support the removal from Hills' charter of the right of
stockholders to act by consent.

* Dickstein agreed not to "institute, prosecute or pursue
[any claim] against (or in the right of) [Hills] ... with
respect to [the Employment Agreements]".12

" The Weiss Action class of plaintiffs - which consisted
of all Hills stockholders on or after August 16, 994,
including Dickstein - agreed to compromise, release,
and settle "[a]ll claims... that arise now or hereafter
out of... the Employment Agreements...." These
included all claims that had been or could have been
brought by "Hills, the shareholders of Hills, or any
member of the Class...., 3

With the agreement to settle, peace seemed on the horizon for Hills.
The company was doing relatively well, with increased sales, earnings, and
net income. As a result of this turnaround, a retailing industry publication
named Hills's CEO Bozic as its "1994 Retailer of the Year. 14

In January 1995, Hills completed the share buy-back it had agreed to
accomplish. That same month, Hills adopted a Supplemental Executive
Retirement Plan ("SERP") covering twenty top executives at Hills. Unlike
the Employment Agreements, the SERP benefits vested automatically upon
a Change in Control. A Change in Control was defined for purposes of the
SERP in the same manner as in the Employment Agreements (as modified
by the Weiss settlement).

D. The Weiss Action Settlement Is Approved

On March 20, "1995, Chancellor Allen signed a final order resolving
the Weiss Action on the basis of the September 1994 settlement terms. As
contemplated, the final order released all claims that could have been
brought in the Action arising out of the Employment Agreement -
including by Hills itself-which was a party to the Weiss Action and bound
by the judgment."s

12DX 6 § 2.2(a).
13DX4 3.
I"DX 8.1DX5 7.
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E. OQgs! The Emloyment Afreements Are With The Wrong Company!

The Employment Agreements had one major technical flaw caught by
none of the parties to the settlement or this court: the Agreements ran
between the Covered Executives and HDS, Hills's subsidiary, and not
between the Covered Executives and Hills. In one sense, this was
understandable because HDS was the operating company and the Covered
Executives did work for it.

But in the context of the Change in Control provision, the use of LIDS
made absolutely no sense. HDS was a wholly-owned subsidiary of Hills.
Thus a Change in Control at HDS was not the threat the Change in Control
provision was attempting to guard against. Rather, that provision was
designed to protect the Covered Executives if a Change in Control at Hills
occurred.

This was so obviously the intent of the Employment Agreements that
the settlement agreement and final order in the Weiss Action each define
those Agreements as being between Hills and the Covered Executives. 6 It
appears undisputed that Hills, Dickstein, the Weiss plaintiffs, and this court
believed that Hills was a party to the Employment Agreements and that the
Change in Control provision applied at the Hills, not HDS, level.

F. Dickstein Puts Hills In Play Again

Having settled one dispute with the Hills board, Dickstein promptly
started another. On May 3, 1995, Dickstein sent Bozic a letter stating in part
as follows:

We have been keenly observing your efforts to convince the
investment community that by spending more than $70 million
annually on capital expenditures, Hills will achieve increases
in earnings per share that justify valuing Hills as a growth
stock. Obviously, either the message has not been communi-
cated or it has not been believed.

We seriously question the wisdom, in the existing retail
environment, of spending the capital necessary to open twenty
new stores a year, particularly when weighed against the
alternative ofrepurchasing Hills' own stock in the marketplace
at approximately three times EBITDA and when you have not
yet gone up against Target Stores, who is likely to be Hills'

'6DX 4 1 D; DX 5 $ 7(b).
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toughest competition. Notwithstanding the above, we do
believe that Hills' existing franchise is a strong one and as a
result we are proposing to acquire, pursuant to a merger, all of
Hills outstanding shares for $25 per share in cash.

Dickstein Partners is willing to provide up to one half of the
$75 million of equity capital we believe will be required to
finance this transaction. We intend to expeditiously initiate
discussions with third parties in order to raise the balance of
the equity capital. Depending on the level of interest, we may
be able to increase our proposal to materially higher than $25
per share.

If we are successful in acquiring Hills, our preference would be
to continue to employ existing management. However, we
have prepared for the possibility of existing management
leaving by retaining Chaim Edelstein, who we would intend to
install as Hills' interim Chief Executive Officer while we
search for a permanent management team. Mr. Edelstein was
formerly chairman of Abraham & Strauss/Jordan Marsh, a
division of Federated Department Stores.

In case the Hills Board chooses to reject our acquisition
proposal we are taking the precaution of nominating a slate of
directors for election at Hills' upcoming annual meeting .... If
elected, our nominees would, as soon as practicable, seek to
have Jack Reen and yourself added to the Board. Our
nominees would seek to have Hills sold to the highest bidder.
Subject to obtaining financing and other standard conditions
we would be prepared to offer at least $25 per share in cash for
Hills in such an auction.

NatWest BankN. A. has also advised us that, subject to certain
conditions, it is "highly confident" that it can arrange up to
$335 million of new senior secured bank financing which may
be required, together with Hills' available cash, to refinance
those portions of Hills' existing debt (i.e., the working capital
facility and the $160 million of public debt) which could
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accelerate upon the change of control that will occur if our
nominees are elected to the Hills Board. 7

G. The Hills-Board Rejects The Dickstein Proposal But Agees To Let Its
Stockholders Decide To Accept That Proposal At The Ballot Box

The Hills board retained outside advisors to help them decide how to
respond to the latest Dickstein overture (the "Dickstein Proposal" or
"Dickstein Change in Control"). Cravath was again brought in to provide
legal advice in addition to Foley, Hoag, as was the Delaware firn of Morris,
Nichols, Arsht & Tunnell. The board retained SmithBarney to provide
financial advice and D.F. King to act its proxy solicitor.

On May 15, 1995, the board met to consider the Dickstein Proposal.
Cravath provided the board with an overview of its legal and contractual
duties, including the Employment Agreements and other contracts - in
particular the company's debt facilities - that had Change in Control
triggers. SmithBarney presented its financial analysis of the Dickstein
Proposal, 8 which concluded that "the Dickstein Proposal was inadequate
from a financial point of view." 9

Management, through Bozic, presented its view of the Dickstein
Proposal and its belief that the company's current strategy would deliver
more value. Bozic also expressed management's view that it would prefer
not to work at Hills under Dickstein's plan, because that plan would leave the
company in a highly leveraged condition. Bozic did not, however,
recommend aggressive defensive measures. Instead, he advised that the
board "allow the stockholders to decide at the annual meeting whether to
support the current Board and its policies for continued expansion or the
Dickstein Proposal."2

Bozic, Reen, and Matthews were then excused from the meeting
because of their interests in the Employment Agreements. At this point, the
meeting minutes reflect that the following occurred:

Mr. Finkelson explained to the outside directors that under
various employment and consulting contracts, each senior
executive under contract would be paid three (3) times his
1994 salary and full bonus if Dickestein Partners was
successful in replacing the current Board and the person

7DX 11, at 1-2.
"DX 12.
19DX 14, at 3.
2Id., at 2.
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resigned, but, if the Company was sold with Board approval,
such payments would not be made.

The outside directors then reviewed the strategic alternatives
that had been presented by Smith Barney, as well as
managements recommendations, and expressed the view that
the Dickstein Proposal was not in the best interest of
shareholders.2

After the outside directors had reached their own determination that
the Dickstein Proposal should be rejected, the insiders returned to the
meeting. The full board then voted unanimously to reject that Proposal.
Several reasons existed for their decision:

" several low-end retailers were having a bad time of it
and this was hurting the market valuation of all low-end
retailers, making it an inopportune time to sell the
company;

• the directors believed that the company's existing
strategic plan - which involved expanding Hills and
opening new stores - would deliver more value than
$25 a share;

* at $25 a share, the total cost of Dickstein's offer was
$642 million, yet only $75 million of that was to come
from equity, the rest from debt;

* of the $75 million in equity, Dickstein could only
commit to put up half and did not have a firm
commitment for the other half; and

* Dickstein's debt financing was also questionable, and
consisted ofa conditioned "highly confident" letter from
NatWest Bank, N.A. ("NatWest").

The same day, Bozic wrote Dickstein and told it that the board had rejected
its proposal. '

aId., 3.
'2DX 15.
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On May 24, 1995, Dickstein revised its Proposal. The new Proposal
offered Hills stockholders $22 per share in cash and $5 principal amount per
share of new 14% payable-in-kind holding company debentures (a.k.a.
"PIK" or 'junk bonds"). Dickstein backed up this offer with a conditional
"highly confident" letter from NatWest to finance the debt portion of the
offer, but Dickstein still had found no one to supply the other half of the
equity financing required. Dickstein's letter stated that NatWest was "highly
confident" that it could refinance Hills's existing debt, most of which would
accelerate upon the election of the Dickstein slate.'

The Hills board met again on May 30, 1995 to consider the revised
Dickstein Proposal. SmithBamey concluded that the revised Proposal had
an implied valuation of $24.50 to $25.51 and was thus only questionably and
marginally an increase over Dickstein's original Proposal. SmithBarney also
told the board that the NatWest letter was subject to more than the typical
conditions, that NatWest had never served as lead manager in a deal like the
one Dickstein was proposing, and that Dickstein still had no commitment to
the necessary level of equity financing.

The board decided to reject the revised Dickstein Proposal and to
continue its efforts to secure reelection. Again, the board did not consider
placing any defensive barriers in the path of Dickstein's proxy efforts.

On June 1, 1995, the Hills board mailed its proxy materials in
connection with the company's June 23, 1995 annual meeting to its
stockholders. Those materials explained the board's reasons for rejecting the
Dickstein Proposal and for recommending against the election of the
Dickstein slate. In particular, the board argued that the company's current
strategy was sound, that it was a bad time to sell a low-end retailing
company because such companies were trading at or near their twelve-month
lows, that the Dickstein leverage strategy was of the kind that had caused
other retailers to descend into bankruptcy, and that Dickstein had not secured
firm financing for its Proposal.

The board also disclosed the impact a Change in Control could have
under the company's agreements with its creditors and under the
Employment Agreements:

Election ofthe Dickstein nominees would trigger a "change in
control" under the Indenture covering Hills' 10.25% Senior
Notes, the Credit Agreement governing the Company's $225
million working capitalfacility, the employment agreements of
Hills'key senior executives and other significant arrangements
to which Hills is a party. Hills could be required immediately

2DX 17.
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to repay - at a premium - approximately $160 million in
principal of existing senior debt as well as any accrued but
unpaid interest. The loss of the credit facility could adversely
affect the terms under which Hills purchases inventory from
vendors. The Dickstein Proposal also calls for replacing Hills'
unsecured working capital facility with a secured facility - a
change that management believes will harm relationships with
vendors and reduce the amount of trade credit available to the
Company, adversely affecting the Company's cash flow.

Election of the Dickstein nominees also would be extremely
expensive for the Company. Such a change in control could
require Hills to refinance its 10.25% SeniorNotes and working
capital credit facility. In addition, substantial payments could
be required under certain sale-leaseback arrangements to which
the Company is a party, under employment agreements with
certain of the Company's senior executives, and under the
Company's supplemental executive retirement plan. If the
parties to the various arrangements described above exercise
their rights upon a change in control, management estimates
that a change in control could cost Hills approximately $60 to
$70 million. This estimate does not even consider many of the
transaction costs involved in these refinancings and similar
activities. Hills would incur these change in control costs even
if the Dickstein nominees do not succeed in selling the
Company. Merely electing Dickstein's nominees triggers a
change in control.

Perhaps even more important than the financial burdens, if the
Dickstein nominees are elected, the key senior executives who
have been responsible for Hills' success will be able to
terminate their employment and obtain substantial severance
benefits. See "Employment Contracts" below. There is no
assurance that Hills! senior management would remain with the
Company upon such a change in control. The departure of
those executives would be detrimental to the value of the Hills
franchise ....

In the event an executive terminates his employment
agreement within one year after a Change in Control (other
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than an Approved Change in Control) such executive will
receive a lump sum payment equal to (i) all earned but unpaid
salary and pro rated bonus to the time of termination and (ii)
three times such executive's 1994 base salary and bonus,
subject to adjustment under certain circumstances; and such
executive will continue to be entitled to benefits and
perquisites during the stated term of the agreement'

Dicksteins own proxy materials acknowledged the same potential
effects and specifically noted that under the Employment Agreements the
Covered Executives could "terminate their employment agreements [and
receive their Severance] within one year following the occurrence of a
Dickstein Change in Control without the approval of the existing Directors
of Hills."' The approximate amount of the Covered Executives' Severance
was easily calculable from the information on page twelve of the Dickstein
materials.O

On June 5, 1995, Dickstein wrote a letter to Bozic, which it copied to
all Hills stockholders, stating:

As you are probably aware, in the event ofa change of control
that the existing Hills Board does not approve, then in fact
there will be approximately $20 million ofpayments that must
be made to members of management and one board member
even if the beneficiaries continue to be employed by Hills.
However, if the existing Board approves of the change in
control, then the severance payments are only made if the
respective individual is no longer employed by Hills in a
similar capacity. Obviously, in such a circumstance a
prospective buyer for Hills can, all other things being equal,
afford to pay a higher price for Hills. And, due to the fact that
our stated preference is to continue to employ all of Hills'
existing management, if the existing Hills Board does not
automatically trigger the $20 million golden parachute upon
a change in control then we believe itprobable that we can
raise our existing offer.

I also think that if the Hills Board does not approve of this
change in control it would be ignoring its fiduciary obligations

'DX I at 3, 17 (emphasis in original); see also PX 18 at 6-7 (disclosing same risks).
"DX 13, at 12.
26 d
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to shareholders by effectively transferring $20 million from
shareholders to management just when a sale of the company
is about to occur.2'

H. The Hills Board Takes Action To Ensure That The Employmelt
Agrgements Are Honored

In the days leading up the June 23, 1995 annual meeting, the Hills
board met on four occasions. During these meetings, the board took action
to ensure that the Covered Executives would receive their Severance in the
event of a Dickstein Change in Control.

Thus the board authorized the creation of so-called "Rabbi Trusts,"
into which funds sufficient to pay the Severance and other benefits due
under the Employment Agreements, the SERP, and other relevant plans were
deposited. The funds would then be payable by the trustee automatically
upon the occurrence of events giving the Covered Executives the contractual
right to payments. The board set these up in reliance upon the advice of
Cravath, using funds from the company's revolving credit facility with
Chemical Bank.2"

The board also corrected the error in the original Employment
Agreements which triggered a right to Severance in the event of an
unapproved Change in Control at HDS, rather than at Hills. The board
reasoned that the Employment Agreements obviously contemplated that a
Change in Control at Hills - not Hills's wholly-owned subsidiary which
was not subject to a takeover except after a spin-off by its parent - would
be the trigger for certain rights.

27DX 20, at 1 (emphasis added).
"'he plaintiff alleges that the board somehow breached its fiduciary duties by failing to

discuss with Chemical Bank the use of the facility for this purpose. Yet the plaintiff has failed to
point to any contractual duty on the part of Hills to do so, nor has it dealt with the fact that the use
ofthe facility to pay Severance and other employmentbenefits was discussed by ils management
with outside counsel, who agreed that such use was appropriate. In addition, it is difficult to
imagine that Chemical Bank did not follow the proxy fight and realize thatthe CoveredExecutives'
right to severance was likely to be tggered given the board's opposition to the Dickstein Proposal.
For these and other reasons, I conclude that this allegation is too insubstantial to sustain any relief
and give it no further consideration.

"Again, the plaintiffs challenge this action. This challenge is rather incredible given that
Dickstein's own understanding and that of this Court was that the Employment Agreements ran
between Hills and the Covered Executives. If ever there was a clear case of scrivener's error
justifying reformation, this was it. I reject this challenge without further discussion.
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I. Dickstein Urges The Board To Approve The Changein Conirol Fo
Purposes Of Thp RMplorment Agreements Ony

On June 21, 1995, Dickstein's lawyer, David P. Levin of the firm of
Kramer, Levin, Naftalis, Nessen, Kamin & Frankel, wrote to Hills's counsel
at Cravath, Allen Finkelson. The letter speaks for itself:

[W]e begin with the incontrovertible proposition that whatever
the existing Board does with respect to those golden parachute
provisions must be in the best interests of Hills and its
shareholders. It is equally incontrovertible that, under the
present circumstances, it is not in the best interests of Hills or
its shareholders for management to be entitled (upon
termination) to parachute payments triggered merely by the
shareholders electing directors other than the incumbent board.
Thus, it is necessary for the incumbent board to take whatever
action may avoid that possible liability, including approving
the change of control that would result from the election of the
Dickstein slate....

[I]f the incumbent Board were to fail to approve the change of
control (for whatever reason), that decision would be a self-
interested one under Delaware law since it imposes upon the
shareholders a penalty for not re-electing the incumbent Board.
That decision would require the incumbent directors to prove
that their inaction was "entirely fair" to Hills and its
shareholders. Quite simply, it cannot be fair for the incumbent
directors to cause a penalty to be imposed on the Hills'
shareholders when there is action those directors could take
under the golden parachute contracts to avoid that possible
liability.30

The clear import of Levin's letter was that the Hills board was
supposed to consider whether to approve the Change in Control for purposes
of the Employment Agreements without consideration of the facts that: 1)
the Covered Executives had stayed with the company throughout the
turbulence of 1994 and 1995 in reliance upon their contractual protections;
and 2) the board had already voted that the Change in Control was, in its
view, harmful to the company and its stockholders. The simple analysis
Levin believed was in order was whether, in the event that Dickstein won,

IIDX 22, at I (emphasis in original).
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it would be good or bad for the stockholders of Hills if the company were to
trigger an immediate right on the part of the Covered Executives to resign
and receive their Severance.

J. The Board Meets To Consider Levin's Letter And To Vote
On Whether To Approve The Dickstein Change in Control

For Purposes Of The Employment Agreements

Finkelson brought Levin's letter to the attention of the board the next
day and according to his unrebutted affidavit gave the board the following
advice:

I advised the board that, in my opinion, concurred in by
Johnston," Levin's analysis was wrong. I advised the board
that the obligation of the directors was to determine whether a
Dickstein-led change in control of Hills was in the best
interests of Hills stockholders. If they determined that it was
not, the directors were under no obligation to "approve" such
change in control for purposes of the employment agreements.
I advised that, particularly in light of the history of the
"approval" provision - an exception designed to allow Hills
to retain management in the case of a transaction believed by
the directors to be in the best interests of the stockholders of
Hills - and in light of the directors['] belief that a Dickstein-
led change in control was not in the best interests of the
stockholders of Hills, a board decision not approving a
potential Dickstein takeover for purposes of the employment
agreements was justifiable. 2

The board then discussed whether to approve the Change in Control
for purposes of the Employment Agreement. By this time, the board knew
that it was probable that Dickstein would win the election, but several
members still harbored hope that a couple of the company's largest
stockholders would decide to stick with the current board and thus tilt the
outcome toward the incumbents.

In considering whether to approve the Change in Control for purposes
of the Employment Agreements, it is evident that the board's view was that
it was not appropriate to consider that question through the narrow prism

"This refers to Andrew M. Johnston of the Morris, Nichols firm.
"Finkelson Aff. 19.
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recommended by Levin. Rather, the board followed the advice given it by
Finkelson.

In doing so, the board was not unaware of the financial and
operational consequences to the company of triggering the Covered
Executives' right to resign and receive Severance, but the board did not give
those factors much weight Instead, the board believed that the company had
made contracts with the Covered Executives, and that these contracts should
be honored. As director Loynd put it, Hills faced "exactly the circumstances
that had been anticipated going to contract, if you will more than a year
earlier. . . .""3 Loynd continued, "I have always . . . honored the
commitments that I have made. And I expect my company to do the
same."34 The outside directors felt that the company had a contractual
obligation to the Covered Executives to trigger their right to Severance,
unless the board believed in good faith that the Change in Control was not
harmful to the company.

In that regard, the board continued to adhere to its strongly held view
that, for the reasons previously identified, the Dickstein Change in Control
would be seriously adverse to the interests of the company and its
stockholders. Therefore, the outside directors voted as a group to disapprove
the Change in Control for purposes of the Employment Agreements. Then
the full board voted the same way.

K. Dickstein Wins The Election But Doesn't Buy The Company
Or Run An Auction

On June 23, 1995, the Hills annual meeting took place. The
Dickstein slate won election by a decisive margin. On July 5, 1995, the
election results were certified. As both the board and Dickstein knew, this
Change in Control had important consequences under the Employment
Agreements, the SERP, the indenture agreement governing Hills's senior
notes, and Hills's major credit agreement.

The same day the election results were certified, the Covered
Executives all resigned. Upon resignation, they received the Severance,
SERP, and other benefits due them under their various contracts and benefit
plans.

Soon thereafter, Hills's primary creditor, Chemical Bank, exercised its
default rights, forcing Dickstein to refinance the company's deb.3 Despite

33Loynd Dep. at 94.
4Loynd Dep. at 99.

3"Mark Dickstein and one of his slate attribute this to Chemical's outrage over the
triggering ofthe Severance and the resignation ofoutgoing management Butno Chemical witness
has said that is so, and Chemical had a contractual right to pull its financing upon a Change in
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the fact that Dickstein had assured Hills's stockholders it had the
wherewithal to refinance the company's debt and bear the other costs
associated with a Change in Control (including the Severance and SERP
obligations) and to acquire all the shares of the company for $22 in cash plus
$5 in P1K, Dickstein never did so. Nor did it run the promised auction.
Instead, the Dickstein slate simply managed the company.

In April 1999, Hills was acquired from its stockholders by Ames
Department Stores in exchange for $1.50 a share and a share in the upside
of this lawsuit.

II. The Claims Of The Parties

This matter is before me now on motions for summaryjudgment. The
director-defendants have moved for summary judgment on the following
claims made by the plaintiffs:

" that the defendant-directors breached their fiduciary
duties by refusing to approve the Dickstein Change in
Control for purposes of the Employment Agreements;

* that the defendant-directors committed waste by
refusing to approve the Dickstein Change in Control for
purposes of the Employment Agreements;

" that defendant-directors Bozic, Reen, and Matthews
were unjustly enriched by the Severance they received
under the Employment Agreements; and

* that defendant-directors Bozic, Reen, and Matthews
received Severance and other payments in excess of
what was due them under the Employment Agreement,
SERP, and other relevant plans.

For their part, the plaintiffs have moved for partial summary judgment
on their claim that the Covered Executives who are defendants - Bozic,
Reen, and Matthews - received payments of Severance that exceeded the
proper amount due them under the Employment Agreements.
[1-2] In addressing these claims, I apply the familiar standard under Court
of Chancery Court Rule 56. Under that standard, summary judgment should
be granted where there are no genuine issues of material fact and the movant

Control, which Dickstein well knew.
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is entitled to judgment as a matter of law.36 When a moving party has
properly supported its motion, the non-moving party must submit admissible
evidence sufficient to generate a factual issue for trial or suffer an adverse
judgment.

37

H. Js.There A Triable Issue Regarding Whether The Defendant-
Directors Breached Their Fiduciary Duties By Failing

To Approve The Dickstein Change in Control For PuR.oses
Of The Employment Agmeements?

Resolving whether summary judgment should be granted on the
plaintiffs' fiduciary duty claims is made a bit more difficult by two factors.
First, the plaintiffs and the defendant-directors have offered up virtually
every possible standard of review as the appropriate prism through which to
evaluate this question. For their part, the plaintiffs say that either the Blasius
Industries, Inc. v. Atlas Corp.,38 the Unocal,39 or the entire fairness standard
of review applies. The defendant-directors, meanwhile, contend that their
decisions are to be reviewed under the deferential business judgment rule
standard.

The second complicating factor is that the plaintiffs have no right to
challenge the initial decision of the Hills board to enter into the Employment
Agreements in 1994. Thus they have no right to challenge and therefore
must concede that those Agreements were entered into for a proper purpose
and that Hills received adequate consideration from the Covered Executives
in exchange for their rights under those Agreements. As will be noted, the
plaintiffs' current arguments often appear to be an attempt to second-guess
Dickstein's own decision to accept the Weiss Action settlement and thereby
waive any right on its own or Hills's part to challenge the decision of the
Hills board to execute the Employment Agreements. I will not permit them
to do so, but will only allow them to challenge whether the director-
defendants made appropriate decisions in 1995 regarding whether to oppose
the Dickstein Change in Control and to trigger the Covered Executives'
Right to Severance.

'See, e.g., Williams v. Geier, Del. Supr., 671 A.2d 1368, 1375 (1996).
37See, e.g., In re Liquidation of National Heritage Life Insur. Co., 728 A.2d 52, 56,

affd, Del. Supr., 723 A.2d 397 (1998).
3Del. Ch., 564 A.2d 651 (1988).
39493 A.2d 946.

[Vol. 26



UNREPORTED CASES

A. What Is The Appropriate Standard Of Review?

The plaintiff' attack on the board's decision to trigger the Severance
does not fall neatly within any of the traditional standards of review. But,
for reasons I now explain by process of elimination, I believe it is most
appropriate to apply the Unocal standard of review.
[3] In reaching this conclusion, I start with a rejection of plaintiffs'
argument that the Blasius compelling justification standard of review should
apply. The plaintiffs are estopped from arguing and have produced no
evidence that the Employment Agreements were entered into for the
"primary purpose of thwarting the exercise of a stockholder vote."' Rather,
they essentially admit thatthe Employment Agreements were executed as an
incentive for current management to remain at Hills in the face of a takeover
threat from Dickstein and that the double trigger was put in place to give the
Hills board negotiating leverage with potential acquirors and to assuage the
company's creditors. The record is simply devoid of any hint that the Hills
board decided to adopt the Employment Agreements as a method of placing
pressure on the Hills electorate to vote against a Change in Control.4

Nor are the Employment Agreements the sort of corporate action that
directly affects the electoral rules or process; rather, the plaintiffs contend
that the Employment Agreements have the incidental effect of coercing or
placing an undue toll on the free exercise of the shareholder vote. That is,
the plaintiffs allege that the Severance under the Agreement exacts a
financial penalty on the company and therefore the stockholders if they vote
for an unapproved Change in Control. This, the plaintiffs contend, is
sufficient to trigger Blasius review. Put simply, this is an argument that the
Blasius standard is triggered because the Employment Agreements fail the
proportionality prong of Unocal, which already proscribes coercive
defensive measures. I admit that our case law often determines whether
Blasius applies by examining whether the challenged corporate action is

-'Blasius, 564 A.2d at 660.4 This distinguishes this case from Sutton Holding Corp. v. Desoto, Inc., Del. Ch., CA.
No. 12051, mem. op., 1991 Del. Ch. LEXIS 85, Allen, C. (May 14, 1991).

In Sutton, a company's pensionplans provided that the plans could notbe terminated nor
benefits be reduced under the plans for five years following an unapproved change in control. In
dicta, Chancellor Allen said that this provision of the plan appeared to implicate Blasius, because
itwas designed to deter a change in control (by denying an acquiror thd opportunity to use excess
pension funding to finance the acquisition) and not to create useful rights in pension plan
beneficiaries. Id, 1991 Del. Ch. LEXIS 85, at *3-*6. In this case, unlike Sutton, there is no
evidence that the iWls's board's "dominant motivation" was to "seek to coerce shareholders in the
exercise of the vote," id at *4 & *3, and ample evidence that the Employment Agreements were
intended to "create ... valuable economic right[s]" in the Covered Executives. Id at *4.
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coercive or preclusive of electoral action, an exercise that is duplicative of
Unocal.'
[4] Rather than extend this unwieldy and redundant practice to corporate
action that is not directed specifically at the electoral process, I believe that
it is more rational and efficient to apply the more flexible, but still exacting,
Unocal standard in situations like this, but with a sharp out eye for electoral
coercion4 In so concluding, I am conscious that a different approach could
subject a variety of measures commonly reviewed under Unocal to Blasius
scrutiny. For example, a termination fee payable in the event of a negative
stockholder vote on a merger places the same sort of economic toll on the
franchise as the Employment Agreements. Our law has traditionally
reviewed the propriety of these fees under the Unocal or Revlon' standards
depending on the circumstances,4 5 or under the comparable liquidated
damages standard used in the Brazen case.' Because these standards can
already be applied to strike down termination fees or severance payments
that coerce stockholders, there is no need to layer Blasius on top of them.
[5-6] Similarly, I reject the plaintiffs' argument that Blasius applies because
the defendant-directors informed the Hills stockholders of the financial and
personnel effects under the Employment Agreements that could result from
an unapproved Change in Control. "[T]he mere fact that the stockholders
knew" that voting to approve the Dickstein Change in Control may trigger
the Covered Executives' right to Severance "does not by itself constitute
stockholder coercion."4 The Hills board was duty-bound to inform its
stockholders of the possible financial and operational implications of a
Change in Control.4" The board did so, and Dickstein informed the
stockholders of the same risks. There is no evidence in the record to support
a claim that the Hills board purposely used the Severance lever so as to place
unwarranted pressure on the Hills stockholders. Indeed, it would have been
absurd for the board to use such a harmless weapon against Dickstein. After
all, Dickstein had assured the electorate that it could cover the Severance,
refinance the company's debt facilities and senior notes, and offer a
minimum of $22 plus $5 in PIK a share. Given that this was Dickstein's

"2See generally Chesapeake Corporation v. Shore, Del. Ch., CA. No. 17626, op. at
52-67, Strine, V.C. (Feb. 7,2000, rev. Feb. 11, 2000).

4Id. at 66.
"Revlon, Inc. v. MacAndrews & Forbes Holdings, Inc., Del. Supr., 506 A.2d 173 (1986).
'See QVCNetworkv. ParamountCommunications, Inc., Del. Ch, 635 A.2d 1245,1271

(1993), affd, Paramount Communications v. QVCNetworkInc., Del. Supr., 637 A.2d 34 (1994).
'Brazen v. BellAtlantic Corp., Del. Supr., 695 A.2d 43, 47-50 (1997).
47Brazen, 695 A.2d at 50.
'In re General Motors Class H Shareholders Litig, Del. Ch., 734 A.2d 611, 620-21

(1999) (where board fulfilled its duty to inform stockholders of the implications of rejecting a
board-proposed transaction in a non-threatening manner, no coercion was found).
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electoral platform, there is no basis to conclude that the possibility of post-
election Severance payments would coerce an electorate that Dickstein had
already promised to largely cash out - regardless of whether that Severance
was paid. At worst, stockholders knew that if the Severance was triggered
they might lose out on Dickstein's promise that it would probably "raise [its]
existing offer" if the Severance was not paid.49

The plaintiffs are also estopped from making the argument that the
Severance is so large as to constitute a coercive influence on a Hills
stockholder vote. When it was agreed and ordered that Hills could not bring
suit challenging the Employment Agreements, that agreement and order
meant many things. One ofthem was that Hills was not entitled to claim that
the level of the Severance in the Agreements was so excessive as to be
coercive. Dickstein (who caused the Hills companies to bring this suit)
cannot credibly claim that it was unaware ofthe magnitude of the Severance
payments at the time it released its claims. Nor can Hills and the Hills
stockholders who are bound by a similar release.
[7] For different reasons, I reject plaintiffs' invitation to apply the entire
fairness standard ofreview. In the purest sense, only three of the seven Hills
directors had a self-dealing "interest" in the Employment Agreements."0
Thus to the extent that plaintiffs wish me to concentrate solely on the
June 22, 1995 vote of the Hills board to disapprove the Dickstein Change in
Control for purposes of the Employment Agreements, the plaintiffs face the
insuperable dilemma that a majority of disinterested directors made that
decision. The plaintiffs, however, contend that all of the directors were
interested because they desired reelection and that defendant Lee was
interested because his firm received $250,000 annually to act as a financial
advisor to Hills and because entities affiliated with Lee allegedly would have
lost certain rights to purchase Hills shares at a favorable price if a merger
with Dickstein occurred.
[8] As to the latter point, the plaintiffs must present admissible evidence
creating a genuine issue of material fact whether Lee is "interested" under
the materiality standard applicable to non-§ 144 interests under Cede & Co.
v. Technicolor, Inc."1 and Cinerama, Inc. v. Technicolor, Inc. 2 This they
have not done. At oral argument the defendant-directors assured me that
Lee was far too wealthy to be influenced by the interests cited by plaintiffs.
They backed this assertion up with an affidavit indicating that Le's adjusted
gross income for 1994 and 1995 combined was in excess of $200 million5 3

49DX 20.
'See 8 Del. C. § 144.
' 1Del. Supr., 634 A.2d 345, 364 (1993) (subsequent history omitted).
'Del. Supr., 663 A.2d 1156, 1169-71 (1995) (subsequent history omitted).
'Given that the plaintiffs had ample opportunity to take discovery on this issue and have
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Moreover, I note that Lee (or his affiliated businesses) owned nearly
800,000 Hills shares during the spring and summer of 1995 and thus stood
to receive over $20 million in proceeds if Dickstein's promised strategy
panned out. 4

[9] Although it is true that the test to be applied is a subjective one, 5 that
subjectivity does not permit a plaintiff to wait until trial to presentplausible
evidence of a material self-interest on the part of a director. The $250,000
that went to Lee'sfirm represents an infinitesimal proportion of his annual
income. Moroever, the plaintiffs have failed to produce evidence that the
rights Lee's affiliates possessed would in fact have been extinguished by a
merger or other Change in Control, or that these rights overrode Lee's
interest in maximizing his return from the 800,000 Hills shares he already
controlled. Given these facts and the plaintiffs' failure (through depositions
and other discovery) to demonstrate that Lee was abnormally obsessed
(apologies to Benjamin Franklin) with (what to Lee are) pennies rather than
dollars, I conclude that there is no triable issue regarding Lee's disinterested
status.
[10] Even ifLee was interested under the Cinerama and Cede Ilstandards,
it would not change my decision. To date, Delaware law has not taken the
position that a board of directors' decision to oppose a takeover is subject to
the entire fairness standard simply because a majority of the board has an
"interest" in continuing to remain in control. Rather, the potential conflict
always inherent in a challenge to a board's control is the very foundation for
the Unocal standard of review itself. In the application of that standard, the
court is to consider whether a majority of the directors have a financial or
personal "interest" in securing the continuation of the incumbent board's
control of the corporation,56 but the presence of a majority of directors
"interested" in this sense does not trigger the entire fairness standard of
review unless the defensive measure under challenge is subject to fairness
review by virtue of the application of 8 D § 144V A credible argument
can be made, of course, that a board's decision to take steps to maintain itself
in office is an inherently self-interested decision that invariably ought to be
evaluated under the exacting entire fairness standard.5" But the extremity of
this approach might well inhibit defensive action that is in fact stockholder-
protective and act as a disincentive for qualified businesspeople to serve on

been permitted to advance new arguments in response to the affidavit, I will accept the affidavit as
being non-prejudicial. The affidavit should have been presented sooner, however.

DX 1, at 15.
-Cede 11, 634 A.2d at 364.
56Unocal, 493 A.2d at 955.
'Chesapeake Corp. v. Shore, op. at 52 n.32.
'See Joel Seligman, The New Corporate Law, 59 BROOKLYN L. REV. 1, 11 (1993).
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boards. The current Delaware approach avoids these costs while providing
stockholders with sufficient protection from improper entrenching tactics -
so long as our courts apply Unocal with the appropriate rigor and sanction
only well-justified and proportionate defensive measures. 9 Thus as an
initial matter, it is inappropriate to apply the entire fairness standard of
review.

Hence, the choice of the initial standard of review comes down to
Unocal and the business judgment rule. Although the Employment
Agreements are not so self-evidently defensive as a poison pill, their origin
and purpose convince me thatthey have objectively defensive characteristics
justifying heightened scrutiny.

The Employment Agreements were concededly adopted as a "reaction
to a perceived 'threat to corporate policy and effectiveness which touches
upon issues of control."'" The Hills board feared that it would lose
management in the face of Dickstein's 1994 overtures. Not only that, the
Hills board decided to adopt a double trigger approach so as to provide the
board with negotiating leverage in the context of a change of control battle.
This approach gave the board the flexibility to use the contractual Change
in Control approval process as an incentive to a friendly transaction, as a tool
to extract a higher bid from a potential acquiror, or as a financial barrier to
an acquisition bid the board believed was inadvisable.6 '
[11] Delaware case law has assured stockholders that the fact that the court
has approved a board's decision to put defenses in place on a clear day does
not mean that the board will escape its burden to justify its use of those
defenses in the heat of battle under the Unocal standard.62 The "ominpresent
specter that a board may be acting primarily in its own interests,"'63 is, if
anything, more ominously haunting when a board is faced with an actual
contest for control, such as was the case here, and must decide how to deploy
its defensive arsenal.

By contrast, the defendant-directors would have me apply the business
judgment rule because, according to them, there is no evidence that the Hills

'In this regard, one should not forgetthe proven willingness offDelaware courts to strike
down purposely entrenching board action and even well-intentioned board action that has the
primary purpose ofthwarting a stockholder vote. Schnell v. Chris-CraftIndustries, Inc., Del. Supr.,
285 A.2d 437 (1971); Blasius, 564 A.2d 651.

Stroudv. Grace, Del. Supr., 606 A.2d 75, 82 (1992) (quoting Gilbertv. El Paso Co.,
Del. Supr., 575 A.2d 1131, 1144 (1990)).

61See MAJ Basic Four, Inc. v. Prime Computer, Inc., Del. Ch., CA. No. 10428, mem.
op., 1988 WL 140221, mem. op., Hartnett, V.C. (Dec. 20, 1988) (considering under Unocal
standard whether a target board responded reasonably to a tender offer by, among other things,
refusing to rescind severance rights payable to executives after a change in control).

'See, e.g., Moran v. Household International, Inc., Del. Supr., 500 A.2d 1346, 1354
(1985). 63Unocal, 493 A.2d at 954.
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board decided to trigger the Severance in order to deter the Dickstein
Change in Control. In support of this proposition, they cite to the board's
decision to let the stockholders decide who should run the company in a fair
election. I am reluctant, however, to adopt this approach, given the
concededly defensive capabilities the double trigger gave the Hills board.
Dickstein all but invited the board to sit down with it and negotiate an
increase in its bid in exchange for a board decision not to trigger the
Severance. Thus the board had the chance to exercise the sort of negotiating
leverage the double trigger was intended to give it. Its decision how to
exercise that leverage in an actual conflict is entitled to no more deference
than its original decision to give itself that leverage. As a result, I conclude
that the Unocal standard of review is appropriate in the first instance.

B. Has-The Hills-Board Demonstrated Its Entitlement To Summary
Judgment Under the Unocal Standard?

[12-13] This case requires me to draw on the Supreme Court's
assurance that "Unocal is not intended to lead to a structured, mechanistic,
mathematical exercise."" As is well known, the Unocaltest has two prongs.
The first requires the board to demonstrate that, after a reasonable
investigation, it determined in good faith that the corporation faced a threat
warranting a defensive response.6' The second requires the board to
demonstrate the proportionality of its defensive measures to the threats it
identified.' "[T]he presence of a majority of outside independent directors"
materially enhances a board's ability to meet these burdens.67

In this case, the first prong is of preeminent importance. The
plaintiffs waived their right to challenge the validity of the Employment
Agreements. That waiver is consequential. The plaintiffs cannot in good
faith claim that the Severance is a disproportionate response in a situation
when the Hills board, on a good faith and informed basis, concluded that a
Change in Control was adverse to the interests of Hills and its stockholders.
To find otherwise would be to say that the plaintiffs waived nothing when
they agreed not to challenge the adoption of the Employment Agreements.

This is not to say that the board could ignore the circumstances facing
the company in 1995 when it triggered the Severance, but it is to emphasize
that the board's prior decision to promise the Covered Executives Severance
in the context of a non-Approved Change in Control and the plaintiffs'

"Unitrin, Inc. v. American Gen'l Corp., Del. Supr., 651 A.2d 1361, 1373 (1995).
'Unocal, 493 A.2d at 955.
661d at 955-57.
6 Unitrin, 651 A.2d at 1375; Unocal, 493 A.2d at 955; Chesapeake Corp. v. Shore, op.

at81 &n. 86.
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waiver of the right to challenge that basic promise are critically important
foundational facts. These facts greatly restrict the courts ability to second-
guess the board's decision to trigger the Severance if'the court concludes that
the board has met its burden to demonstrate that it made a good faith and
informed judgment that the Dickstein Change in Control was a threat to Hills
and its stockholders.

Turning to that question, my job becomes surprisingly simple. The
plaintiffs have failed to challenge the board's conclusion that the Dickstein
Change in Control constituted a threat to Hills and its stockholders. In the
face of abundant evidence supporting the board's determination, the
plaintiffs have remained steadfastly mute. Thus they have conceded away
most of their case.

I reach this conclusion because I reject the narrow prism through
which the plaintiffs would have me view the board's actions. According to
plaintiffs, the Hills board was duty-bound on June 22, 1995 to consider the
narrow question of whether, if the Dickstein slate prevailed, as the board
thought was likely, it was in the best interests of Hills to trigger the
Severance rights of the Covered Executives.

In answering this narrow question, the plaintiffs suggest, the board
was to ignore the fact that the Covered Executives had remained loyal
employees during a period of corporate turbulence and had resisted the
opportunity to go to work for other employers. The board was to ignore the
fact that the Covered Executives had signed contracts that gave them the
right to Severance unless the board affirmatively approved a Change in
Control, contracts that were subject to an implied covenant of good faith
and fair dealing.69 Finally, the board was to ignore the fact it had in good
faith and with the advice of outside financial and legal advisors reached the
judgment that the Dickstein Change in Control was adverse to the interests
of the company and its stockholders.

Confessedly, the logic of this approach escapes my comprehension.
Unless the Employment Agreements are read as containing a wholly illusory
promise of Severance when the board does not approved a Change in
Control, the plaintiffs' approach is baffling. Because I do not believe that a
responsible board could read the Employment Agreements as providing the
Covered Executives with an essentially phony promise, I do not accept the
plaintiffs' approach.

"'hat is, the Employment Agreements clearly contemplate a right to Severance in the
absence of a board vote on whether to approve a Change in Control. This weakens plaintiffs'
argument thatthe board's supposed duty was to consider the Change in Control's advisability from
the singular perspective of whether it was wise to trigger the Severance, assuming the Change in
Control was in fact going to occur.

'Anthony's Pier Four, Inc., v. HBCAssocs., 583 N.E.2d 806, 820-21 (Mass. 1991).
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Rather, the board's decision, per Finkelson's advice,70 to take a
consistent approach to the issue of whether to approve the Dickstein Change
in Control was a reasonable response in the circumstances presented.
Because the board had determined, for many sufficient reasons, that the
Dickstein Change in Control was harmful to the company, it would have
exercised bad faith under the Employment Agreements if it had voted to
approve the Change in Control simply so as to avoid triggering the Covered
Executives' right to Severance. After one party to a contract has given its
consideration for a promised payment, it is often in the other party's narrow,
selfish interest to accept that consideration and avoid the promised payment.
Acting on that interest is commonly referred to as a breach of contract.

A majority of the Hills board had no self-interest in the Employment
Agreement. Their decision to trigger the Severance because they believed
that the Dickstein Change in Control was a harmful threat and because they
believed that the company should live up to its contractual commitments was
a reasonable decision in the circumstances. Having produced no evidence
rebutting the board's showing that the Dickstein Change in Control was
reasonably considered by it to be dangerous, the plaintiffs have failed to
generate a triable question about whether the board has failed to meet its
burden under Unocal. Notable in this regard is the fact that if Dickstein had
been capable of doing what it assured the Hills stockholders it could do -
consummating an acquisition of Hills that required the payment of the
Severance and the refinancing of the company's debt and senior notes -this
case would not be here.

C. The Plaintiffs Have Not Otherwise Produced Evidence
Of A Breach Of Fiduciary Duty Sufficient To Generate

A Material Issue Of Fact For Trial

[14] Under Unocal, it putatively remains open to the plaintiffs to show that
board action that has been found to be proper under heightened scrutiny is,
nonetheless, invalid because it resulted from breaches of the duty of care or
loyalty by the board.7 The plaintiffs have not come close to generating a
triable issue regarding whether the defendant-directors breached their
fiduciary duties by failing to approve the Dickstein Change in Control for
purposes of the Employment Agreements.

As to loyalty, a majority of the board had no interest in the
Employment Agreements. On at least two occasions, this majority voted

'"See 8 Del. C. § 141(e).
71E.g., Unitrin, 651 A.2d at 1373, 1390. See In re Gaylord Container Shareholders

Litig., Del. Ch., CA. No. 14616, op. at 26-33, Slrine, V.C. (Jan. 26,2000) (questioning the logic
of this approach).
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separately to consider whether to approve the Dickstein Change in Control
and unanimously decided not to do so. Furthermore, there is no evidence
that would support the proposition that the three interested directors either
possessed the capability to or in fact did exercise undue influence on the
disinterested majority. And the board's unrebutted showing that it
legitimately opposed that Change in Control for good faith reasons makes
any inference of a loyalty breach impossible.

Notably, this is not a situation where the plaintiffs have produced
evidence that the board, realizing it was going to be thrown out of office,
triggered the Severance out of spite or hard feelings. Evidence that would
support a finding that board members were sore losers and took action out
of a bad faith desire to exact revenge on the stockholders for voting the
wrong way would justify a trial to determine whether the board had violated
its duty of loyalty. But the plaintiffs have produced no evidence of this
nature.

Finally, the plaintiffs have failed to submit evidence that would
support a conclusion that the board breached its duty of care. Although the
plaintiffs contend that the board ignored or gave inadequate weight to certain
factors, their due care argument really rehashes their view that on June 22,
1995 the board was supposed to blind itself to its contractual obligations and
its previous good-faith determination that the Dickstein Change in Control
was inadvisable.
[15] But the evidence is clear that the board believed that the departure of
the Covered Executives would hurt the company; knew that at least some,
if not all, of the Covered Executives were likely to depart if granted
Severance; and understood the size of the payments to be made to the
Covered Executives. Indeed, the board informed the Hills stockholders of
all these issues. A proper application of the gross negligence standard
therefore precludes judicial second-guessing of their presumptively good-
faith decision to honor the agreements and oppose the Dickstein Change in
Control. 2 The record evidence simply will not support a finding of gross
negligence in the face of the substantial evidence of the board's careful
consideration of the merits of the Dickstein Change in Control, the board's
decision to allow the stockholders to choose that Change in Control in a fair
election, and the board's reliance upon advice from respected outside
advisors. 3

'A good example ofthe plaintiff' unique approach to this case is their argument that the
board should have considered amending the SERP to deprive the Covered Executives oftheir rights
under that plan. That is, after the-Covered Executives had stuck with the company the board was
to amend the SERP at the last minute to deprive them of their promised benefits. This argument
cannot bolster a due care claim.

"I also note that the four defendant-directors who were not Covered Executives cannot
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For all these reasons, I grant summary judgment for the defendant-
directors on the plaintiffs' claim that the board breached its fiduciary duties
by failing to approve the Dickstein Change in Control for purposes of the
Employment Agreements.74

be held responsible for monetary damages for a breach of their duty of care. The Hills charter has
an exculpatory charter provision adopted under the authority of 8 Del. C. § 102(b)(7).

7I also grant summary judgment to the defendant-directors on plaintiffs' waste claim.
The plaintiffs concede, as they must, that there was adequate consideration given by the Covered
Executives for the Employment Agreements. But they contend that Hills derived no benefit from
triggering the Severance on June 22, 1995 and thus the board's decision to fire that gun was a gift
to the Covered Executives. The plaintiffs can only do so by disregarding the fact that the Covered
Executives performed their obligations under the Agreement and remained with Hills during the
Change in Control fight - that is, the Covered Executives had already given value under the
contract. This argument does not come close to meeting the onerous test forwaste. See, e.g., Glazer
v. Zapata Corp., Del. Ch., 658 A.2d 176, 183 (1993) (waste claim must be supported by evidence
that "an exchange ... is so one sided that no business person of ordinary, sound judgment could
conclude thatthe corporation has received adequate consideration"); see akoBreh v. Eisner, Del.
Supr., No. 469,1998, - A.2d .. slip op. at 36 (Feb. 9,2000) (to effectively challenge a
board's decision about executive compensation as waste, the plaintiff must demonstrate that the
board acted "unconscionab[ly]" by "irrationally squanderfing] or giv[ing] away corporate assets").

But I deny the motion for summaryjudgmentby defendants Bozic, Reen, and Matthews
againstplaintiffs' breach of contractclaim based on their receipt of excess Severance payments. As
fiduciaries of Hills, they are in no position to claim from Hills more than that to which they were
contractually due. The fundingofthe Rabbi Trusts occunrrd while theywere still on the Hills board,
the Hills board had ultimate responsibility to ensure compliance with the Agreements, and Reen
(Bozic's subordinate) was the manager whose department calculated the Severance. Section
102(b)(7)(iv) ofTitle 8 precludes Bozic, Reen, and Matthews from claiming that they are insulated
from any responsibility to repay overpayments made to them - overpayments they were in a
position to have avoided in the first instance.

For a related reason I also deny the defendants' motion for summary judgment on the
plaintiff' unjust enrichment claim. Under either Massachusetts or Delaware law, the plaintiffs are
only entitled to relief in this dispute involving rights under written EmploymentAgreements ifthey
show that the Covered Executives received Severance improperly as a result of breaches of fiduciary
duty by the defendant-directors or breaches of the Employment Agreements themselves. If the
plaintiffi make eitherofthe required showings ofa fiduciary or contractual breach, relefnecessary
to ensure that the defendant-directors ae not "unjustly enriched" will be awarded, see Sanders v.
Wang, Del. Ch., CA. No. 16640, mem. op. 1999 WL 1044880, at * 10, Steele, V.C. (Nov. 8, 1999
rev. Nov. 10, 1999), but not because plaintiffs have proven a free-standing "unjust" enrichment
claim. Nonetheless, I leave the unjust enrichment claim in the case for a narrow reason. Even if
Bozic, Matthews, and Reen can convince me that they had no role in causing any excessive
payments to themselves, they still would be unjustly enriched ifthey received them. Just as someone
can't keep a mistakenly excessive tax refumd or matomatic teller pay out, these defendants cannot
hold on to overpayments from the company to which they owed fiduciary duties.
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IV. Are The Plaintiffs Entitled To Summary Judgment
On Their Claim That Defendants Bozic. Reen. and Matthews

Received Severance In Excess Of That Called ForBy The Employment Ageements?

The plaintiffs contend that defendants Bozic, Reen, and Matthews
were paid Severance in an amount substantially greater than the Employment
Agreements authorized.75 Specifically, the plaintiffs allege that these
defendants received a windfall because Hills included in the calculation of
their Severance a totally discretionary, non-mandatory bonus (the "Special
Bonus") that was paid to each ofthese Executives by the Hills board in early
1995 because of the company's strong 1994 performance. These Special
Bonuses, which amounted to $100,000 for Bozic and $70,000 each for Reen
and Matthews, were included in the Severance formula. As a result, the
Special Bonuses were multiplied by three and the company was forced to
pay gross-up taxes on these amounts - for a total payment of nearly $1.2
million.

For the following reasons, I find that there is no genuine issue of
material fact regarding plaintiffs' entitlement to judgment on this claim,
which is supported by the plain language of the Employment Agreements.
Because the contractual language is dispositive to this issue I cite it now.

Under the Employment Agreements, a Covered Executive was to
receive Severance in an amount equal to "three (3x) times [the Covered]
Executive's Annual Compensation .... " 76 "Annual Compensation," in turn,
was defined as "the sum of (A) the [Covered] Executive's base salary for
1994 and (B) any bonus compensation to which [the Covered] Executive
would have been entitled if [the Covered] Executive continued to be
employed under [the] Agreement to the end of 1994 (assuming that all
Company and individual performance goals and objectives had been
achieved pursuant to Section 5(b)) [of this Agreement] .... ," Under
Section 5(b) of all of the Agreements, a "[Covered] Executive shall receive
the bonuses specified in Schedule A upon the terms and conditions specified
in Schedule A. Such bonuses shall be paid to [the Covered] Executive
within sixty (60) days after the end of each of the Company's fiscal years
during the term of this Agreement."' Schedule A, in turn, provides that the

'The plaintiffs sought summary judgment on two other contractual claims. The
defendants do not oppose the plaintiffs' motion as to those claims, and the parties have agreed to
work together to formulate an agreed-upon order embodying the appropriate relief.

76DX 7 § 10(c).
'Id There is one exception to this definition that the parties agree has no relevance to

the current dispute regarding the Severance awarded defendants Bozic, Reen, and Matthews.
Id § 5(b).
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Covered Executive shall receive 50% of his base salary if he meets the
annual goals established for him by the Hills board.79

[16-17] The Employment Agreements each contain a Massachusetts
choice of law provision that is entitled to respect, given that Hills was
headquartered in that state and that the Covered Executives performed the
bulk of their services there.' Like Delaware courts, Massachusetts courts
interpret contracts in accordance with their plain terms. Unless the terms
of the contract are inconsistent or can reasonably be read in two different
ways, the contract is considered unambiguous and extrinsic evidence may
not be used to vary or contradict its terms.82

In determining whether the discretionary bonuses were properly
included in the Severance paid to Bozic, Reen, and Matthews, the most
important words of the Employment Agreements contract are "would have
been entitled...." Under the Employment Agreements, Bozic, Reen and
Matthews were "entitled" only to the bonus compensation identified in
Section 5(b) and further detailed in Schedule A of the Agreements.

The Special Bonuses awarded to them by the Hills board were not
bonuses to which the Covered Executives "were entitled." Thus the Special
Bonuses did not form a part of the Covered Executives' Annual
Compensation and should not have been included in their Severance
calculation. In fact, the defendants have failed to advance any argument that
Bozic, Reen, and Matthews were entitled to the Special Bonuses they
received on account of their 1994 performance. This failure is fatal to
them. 3

7Id, Sched. A.
nWilmington Trust Co. v. Wilmington Trust Co., Del. Ch., 24 A.2d 309, 313 (1942).
"Suffolk Const. Co. v. Lanco Scaffolding Co., 716 N.E.2d 130, 133 (Mass. Ct. App.

1999); Boston Edison Co. v. Federal Energy Regulatory Commission, 856 F.2d 361, 365-67 (1'
Cir. 1988).

'Davis v. Dawson, Inc., 15 F.Supp.2d 64, 107-08 (D.Mass. 1998).
"The defendants' extrinsic evidence cannot be used to vary the clear terms of the

Agreements. Merrimack Valley Nat'l Bankv. Baird, 363 N.E.2d 688, 690 (Mass. 1977); Boston
Edison Co., 856 F.2d at 366-67. Even if it were to be considered, it wuld not preclude summary
judgment All the defendants have presented is evidence that certain Foley, Hoag attorneys had
differences ofopinion regarding whetherthe Special Bonuses were to be included in the Severance
calculation because they were paid in 1995, rather than 1994. These post-hoc debates hardly bear
on the original meaning of § 10(c); moreover, the Foley, Hoag attorneys appear to have concluded
thatthe Special Bonuses were not includable, although what they told their client is unclear. In any
event, this evidence does not in any way support a finding that the Covered Executives were
"entitled to" the Special Bonuses they received as amatterofgraceontopofthe § 5(b) bonuses they
were contractually due.
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V. Conclusion

For the foregoing reasons, I grant the defendants' motion for summary
judgment as to the plaintiffs' claims for breach of fiduciary duty and waste;
deny the defendants' motion for summary judgment as to the plaintiffs' claim
for breach of contract and unjust enrichment against defendants Bozic, Reen
and Matthews; and grant the plaintiffs' motion for partial summary judgment
on their breach of contract and unjust enrichment claims against defendants
Bozic, Reen, and Matthews.' The parties are directed to confer about the
appropriate form of order and to present such an order to me, along with an
identification of the remaining issues in the case, no later than seven days
from the date of this opinion. 5

LEUNG v. SCHULER

No. 17,089

Court of Chancery of the State of Delaware, New Castle

February 29,2000

Plaintiff filed a derivative action challenging defendant corporation
and directors' issuance of its common stocks to certain inside directors.
Plaintiff alleged this transaction was invalid per se, constituted a waste of
assets, and violated the duties of care and loyalty owed by the directors.
Plaintiff also claimed the directors' failure to disclose the challenged stock
issuance to the plaintiff class constituted a breach of the directors'
contractual and fiduciary duties to make fall disclosure of all material facts.

The court of chancery, per Vice Chancellor Jacobs, concluded that
plaintiffs complaint failed to state a cognizable claim. The court granted

"Under one, if not both of these theories, the plaintiffs are entitled to have these
defendants return to Hills the contractually excessive payments made to them.

"Among the issues the parties must discuss is the appropriate treatment of the gross-up
taxpayments on the Special Bonuses. The parties should reflect upon whether these payments can
be recouped from the federal government through a refumd process and how that affects the relief
to be awarded on this claim.
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motions to dismiss the class claims and derivative claims under Court of
Chancery Rules 12(b)(6) and 23.1 respectively.

1. Pretrial Procedure 5=' 679, 681

A claim will be dismissed where it is clear from the allegations of the
complaint that the plaintiffs would not be entitled to relief under any set of
facts that could be proved to support the claim. DEL. CH. CT. R. 12(b)(6).

2. Pretrial Procedure Cc=' 679,681

On a Rule 12(b)(6) motion, the court will also consider all documents
that are incorporated into the complaint by reference. DEL. CH. CT. R.
12(b)(6).

3. Contracts
Evidence

245(), 247397, 397(2)

Under California law, an integration or merger clause is regarded as
conclusive evidence that the parties intended the written instrument to serve
as the exclusive embodiment of their agreement.

4. Contracts
Evidence

Z 164, 166
@397,397(2)

Under California law, where a contract refers to another writing for
a particular specified purpose, that other writing becomes part of the contract
for the specified purpose only.

6. Corporations 0: 307, 310(1)

No Delaware case has imposed a fiduciary duty of disclosure upon a
corporate director who did not occupy a fiduciary relationship to the persons
claiming entitlement to the disclosure.

7. Corporations 0 307, 310(1), 316(5)

Under Delaware law, to successfully state a claim for breach of
fiduciary duty of disclosure, the plaintiff must have been owed a fiduciary
duty at the time of the alleged breach.
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8. Corporations Cc= 319(6)

Delaware Court of Chancery Rule 23.1 imposes special pleading
requirements for derivative actions. DEL. CH. CT. R. 23.1.

9. Corporations U 206(2), 206(4), 211(.5), 211(6),
319(6)

In cases where no demand is made, complaints in derivative actions
must be plead with factual particularity. DEL. CH. CT. R. 23.1.

10. Corporations Cm 207.1,319.5, 319(5)

Under section 327 and Rule 23.1, plaintiff must be a shareholder at
the time that the transaction complained of is completed in order to have
standing to bring a derivative claim. DEL. CODE ANN. tit. 8, § 327 (1990);
DEL. CH. CT. R. 23.1.

11. Corporations 000 319(2), 319(4), 319(5)

Claims for damage relief cannot arise until stock is actually issued.

12. Corporations Ow 206(1), 206(2), 206(4), 211(.5),
211(5), 211(6), 319.5

Demand is considered futile, and will be deemed excused, if the
particularized facts alleged in the complaint create a reasonable doubt that:
(1) the directors are disinterested and independent, or (2) the challenged
transaction was otherwise the product of a valid exercise of business
judgment.

13. Corporations ON 97,310(1)

Absent fraud, the Delaware General Corporation Law grants a board
of directors considerable discretion in determining the consideration for the
issuance of stock. DEL. CODE ANN. tit. 8, §§ 152, 153(a) (1990).

14. Corporations CUm 182.4(2), 310(1), 408

Shares of stock with par value may be issued for such consideration,
having a value not less than the par value thereof, as determined from time
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to time by the board of directors, or by the stockholders if the certificates of
incorporation so provides. DEL. CODE ANN. tit. 8, § 153(a) (1990).

15. Corporations Q 99(1), 99(2), 182.4(2), 310(1)

A board must determine the value of services being received by the
corporation in exchange for issuing the corporation's stock of equivalent
value, but formal valuation is unnecessary.

16. Corporations : 99(1), 99(2), 182.4(2), 307,310(1),
310(2)

The board's duty to value services received in exchange for newly-
issued stock is more properly understood as one aspect of its broader
fiduciary duty of care.

17. Corporations 206(2), 206(4), 319.5

If a cognizable claim of waste is alleged, the challenged conduct is
deprived of the protection of the business judgment rule, and consequently,
demand is excused.

18. Corporations C 99(1), 182.4(2), 319(6)

The standard under Delaware law for pleading waste is stringent and
entails an exchange of corporate assets for consideration so
disproportionately small as to lie beyond the range at which any reasonable
person might be willing to trade.

19. Corporations ' 99(1), 182.4(2), 319(6)

Inadequacy of consideration determined in hindsight will not alone
satisfy the waste standard.

20. Corporations 307, 310(1)

The presumption, under the business judgment rule, that a board acts
in good faith in making a decision is heightened where the majority of the
directors making the decision are independent or outside directors.
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21. Corporations 307, 310(1), 319(6)
Pretrial Procedure f 679, 681

To overcome the business judgment rule's presumption and to survive
a motion to dismiss under Rule 12(b)(6) or Rule 23.1, the complaint must
plead specific facts from which it can be inferred that the decision by the
board is so beyond the bounds of reasonable judgment that it seems
essentially inexplicable on any other grounds. DEL. CH. CT. R. 12(b)(6),
23.1.

22. Corporations Z 307, 310(1), 310(2), 319(.5), 323

Where duty of care claims for monetary damages are precluded by a
certificate of incorporation, section 102(bX7) prevents director liability for
derivative claims sounding in gross negligence. DEL. CODE ANN. tit. 8,
§102(b)(7) (1990).

Craig B. Smith, Esquire, David A. Jenkins, Esquire, and Michele C. Gott,
Esquire, of Smith, Katzenstein & Furlow LLP, Wilmington, Delaware, for
plaintiff.

Jesse A. Finkelstein, Esquire, and Raymond J. DiCamillo, Esquire, of
Richards, Layton & Finger, Wilmington, Delaware; and Steven M. Schatz,
Esquire, Elizabeth M. Saunders, Esquire, and Michele E. Rose, Esquire, of
Wilson Sonsini Goodrich & Rosati, Palo Alto, California, of counsel, for
defendants Jack W. Schuler, John Patience, R. James Danehy, Edward Giles,
Thomas M. Grogan, James M. Stickland, James Weersing, and Ventana
Medical Systems, Inc.

JACOBS, Vice Chancellor

Pending are the defendants' motions to dismiss this stockholder
derivative and class action under Court of Chancery Rules 12(b)(6) and 23.1.
Under challenge is the issuance by Ventana Medical Systems, Inc.
("Ventana"), in January 1996, of 646,734 shares of its common stock to
certain inside directors. It is claimed (in the derivative Counts) that those
Ventana shares were issued at a price far below its fair market value, and
that consequently, the issuance was invalid per se. constituted a waste of
assets, violated the duties of care and loyalty owed by the Ventana directors
who authorized the transaction. It is also claimed (in the class Counts) that
the Ventana directors' failure to disclose the challenged stock issuance to the
plaintiff class in connection with a merger in which the class ultimately
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became Ventana stockholders' constituted a breach of those directors'
contractual and fiduciary duties to make full disclosure of all material facts.

All defendants have moved to dismiss this action. I conclude, for the
reasons set forth below, that the defendants' motions must be granted.

L FACTUAL BACKGLOUND

The facts narrated here are derived from the well-pleaded allegations
of the complaint, including documents incorporated therein by reference.2

A. The Parties

The plaintiff, Nelson Leung ("Leung") is, and at all relevant times has
been, a holder of Ventana common stock. Leung was originally a holder of
Investor Notes of BioTek Investor Solutions, Inc. that were exchanged for
Ventana Exchange Notes when BioTek was acquired by Ventana in
February, 1996.

The named defendants are (i) Ventana, which is a Delaware
corporation headquartered in Tucson, Arizona, that develops, manufacturers
and markets various tests used in treating cancer; (ii) the "Director
Defendants" who were the directors of Ventana at all times relevant to this
action,3 and the "Marquette Venture Partner Defendants," which are three
affiliated Delaware limited partnerships.4

'The class consists of the holders of Ventana Exchange Notes ("Noteholders"), who
acquired those notes on a merger of BioTek Solution, Inc. "BioTek") into Ventana in February,
1996. In the merger, the shareholders of BioTek- who were also the holders of BioTek Investor
Notes - exchanged their BioTek notes for Ventana Exchange Notes that were convertible into
Ventana common stock. The plaintiff, who was originally a BioTeknoteholder, became aVentana
Noteholderin theMerger, andthereafteraportion ofhis Ventananotes were converted into Ventana
common stock.

'The documents that are incorporated into the complaint by reference include the
Information Statement that was disseminated in connection with the Merger, the Reorganization
Agreement, the Memorandum which outlines the principal elements of the Insider Sale, and the
Preliminary Prospectus that was disseminated in July, 1996 in connection with the Ventana initial
public offering. Those documents are described more fully, infra.

'The Director Defendants are Jack W. Schuler ("Schuler"), John Patience ('Patience'),
R. James Danehy ('Danehy'), Edward Giles ("Giles"), Thomas M. Grogan, M.D. ("Grogan"), James
M. Strickland ("Strickland") and James Weersing ("Weersing").

4The Marquette Venture Partner Defendants are Marquette Venture Partners, L.P.,
Marquette Venture Partners II, L.P. and MVP 1I Affiliates Fund, L.P.
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B. The Merge

In February, 1996, BioTek Solution, Inc. ("BioTek") a California
corporation that developed, manufactured, and distributed systems used to
diagnose diseases, entered into an agreement to merge with Ventana, which
became the surviving corporation (the "Merger"). At the time it was
acquired in the Merger, BioTek had been experiencing significant financial
difficulty and was on the verge of bankruptcy.. In early February 1996,
BioTek and Ventana mailed to BioTek's stockholders (who were also
BioTek noteholders), and also to Ventana Preferred Stockholders (whose
approval was also required), an Information Statement soliciting their
approval of the Merger. The Information Statement disclosed that there was
a "substantial likelihood" that the BioTek stockholders would receive no
consideration in the Merger, and that the only value the BioTek noteholders
would likely realize would be the Ventana convertible subordinated notes
(the "Ventana Exchange Notes") they would be receiving in exchange for
their BioTek Investor notes.

The Ventana Exchange Notes that were issued to the BioTek
noteholders in the Merger entitled the holders, at any time before the 30th
day following the closing of the Merger, to convert any or all of their
Ventana Exchange Notes into Ventana common stock at a conversion price
of $13.53 per share If the Noteholder did not elect to convert during that
30 day period, then one-half of the principal amount of that holder's Ventana
Exchange Notes would automatically be converted irito Ventana common
stock at the 13.53 per share conversion price.

On February 23, 1996, the BioTek noteholders (who, to reiterate,
were also BioTek stockholders) approved the Merger, which became
effective three days later. The plaintiff alleges that when he and the other
members of the Noteholder class gave their approval, they were unaware of
the facts that are next described.

In January, 1996, one month before the Merger was consummated,
Ventana's board authorized the issuance to director defendants Schuler and
Patience, and also to Crabtree Partners6 (the "Insiders"), 554,343 shares of
Ventana's common stock at a price of $1.62 per share (the "Insider Sale").
At a second meeting held on February 23, 1996, the Board increased the

5$13.53 pershare was equal to $5.00 before a 1-for-2.7 reverse stock of Ventana's shares
that occurred effective July 26, 1996. All figures relating to the conversion price of the Ventana
Exchange Notes and the stock issuance amounts are calculated after giving effect to the reverse
stock split..s Crabtree Partners was a venture capital fund affiliated with the Marquette Venture

Partner Defendants which, in turn, was aprincipal stockholder of Ventana with -whom Mr. Patience
was formerly affiliated.
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