Use of NOL Rights Plan Affirmed by Delaware Supreme Court

On October 4, 2010, the Delaware
Supreme Court unanimously upheld
the Court of Chancery’s prior deci-
sion approving the use of an “NOL
rights plan.” The decision, Versata
Enterprises, Inc. v. Selectica, Inc.,
involved the first modern-day trig-
gering of a rights plan in which a
stockholder intentionally crossed a
plan’s 4.99 percent threshold, which
was designed to protect the corpora-
tion’s net operating losses (“NOLs").
The Supreme Court affirmed each of
the lower court’s rulings under Unocal,
including the target board’s decision to
adopt the NOL rights plan, dilute the
acquiring person’s share ownership
and “reload” the rights plan to prevent
subsequent stock accumulations.

Background

Our earlier client alert on the Court of
Chancery’s February 26, 2010, opinion
provides a greater overview of the
facts. In short, Selectica, Inc., adopted
a rights plan with a 4.99 percent trigger
to prevent it from experiencing an
“ownership change” under Section

382 of the Internal Revenue Code,
which would have severely limited
Selectica’s ability to use its NOLs to

offset future taxable income.* Over
the years, Selectica had accrued

an estimated $160 million in NOLs
that could be used to offset future
taxable income. Trilogy, Inc., a stock-
holder and competitor of Selectica,
intentionally triggered the rights plan
in December 2008. The Selectica
board attempted unsuccessfully to
negotiate a standstill with Trilogy

and ultimately invoked the exchange
feature of the rights plan, which diluted
Trilogy's share ownership from 6.7
percent to 3.3 percent by issuing one
Selectica share for each right held

by Selectica stockholders (other than
Trilogy). The parties brought litigation
in Delaware and, following a full trial,
the Court of Chancery ruled in favor of
Selectica and its board of directors.

1 In very general terms, an “ownership
change” occurs if the percentage of stock
owned by one or more “5-percent share-
holders” has increased by more than 50
percentage points over the lowest percent-
age of stock owned by such shareholders at
any time during the relevant testing period
(generally three years). To avoid a Section
382 “ownership change,” many companies
in recent years have adopted shareholder
rights plans, commonly referred to as “NOL
pills,” which discourage any stockholder
from accumulating approximately 5 percent
or more of the company’s shares and
discourage any existing “5-percent share-
holders” from acquiring additional shares.

Supreme Court’s Opinion

The Supreme Court affirmed that the
board’s actions were subject to the
two-pronged test set forth in Unocal.
The Unocal test requires that (1) the
directors must have had reasonable
grounds for believing that a danger
to corporate policy and effectiveness
existed and (2) their response must
have been reasonable in relation

to that threat, meaning that it was
neither preclusive nor coercive and
fell within a range of reasonableness.

In applying the first prong of Unocal,
the Supreme Court found that the
record demonstrated that Selectica’s
board had reasonable grounds to
believe Trilogy posed a threat to cor-
porate policy and effectiveness. The
Supreme Court agreed that the board
had demonstrated a reasonable and
good faith investigation into the threat,
which was evidenced by numerous
board meetings to discuss the potential
value and impairment of the NOLs
and by relying on advice from outside
tax, financial and legal advisors.

The Supreme Court then turned to the
second prong of Unocal. It held that
the proper standard for determining
whether a defensive measure is “pre-
clusive” is whether it renders a proxy
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contest “realistically unattainable.”
With respect to Selectica’'s NOL
rights plan, the court noted expert
testimony from a proxy solicitor
indicating that a 4.99 percent trigger
was not an insurmountable barrier to
winning a proxy contest, especially
in light of Selectica’s concentrated
ownership. The Supreme Court also
noted broadly that “[t]he key variable
in a proxy contest would be the merit
of the bidder’s proposal and not the
magnitude of its stockholdings.”

The Supreme Court concluded its
analysis by finding that Selectica’s
aggregate response — i.e., its
adoption of the NOL rights plan,
its decision to dilute Trilogy and
the subsequent “reloading” of the
poison pill — fell within a “range of

2 In this regard, it is notable that the
Delaware Supreme Court did not address

dicta in Yucaipa Am. Alliance Fund II, L.P. v.

Riggio, which was the subject of an earlier
client alert and suggested that the test for
preclusion should be whether the dissident
is left with a “fair chance for victory” or
whether the defensive measure “unfairly
tilts the electoral playing field against an
insurgent.”

reasonableness.” The court noted that
Selectica attempted unsuccessfully

to negotiate with Trilogy and that its
board minimized the dilution by using
the plan’s exchange feature rather
than its flip-in provisions. In sum, the
court found that “[t]he record indicates
that the Board was presented with
expert advice that supported its
ultimate findings that the NOLs were
a corporate asset worth protecting,
that the NOLs were at risk as a result
of Trilogy’s actions, and that the steps
that the Board ultimately took were
reasonable in relation to that threat.”

Conclusion

As we noted in our earlier client alert,
this litigation involved a highly unusual
set of facts in which, according to the
Delaware Supreme Court, “a longtime
competitor sought to increase the
percentage of its stock ownership,

not for the purpose of conducting a
hostile takeover but, to intentionally
impair corporate assets, or else coerce
Selectica into meeting certain business

demands under the threat of such
impairment.” The board’s actions were
reviewed and approved under Unocal
on the basis of this specific threat. The
Supreme Court made clear that its
decision “should not be construed as
generally approving the reasonable-
ness of a 4.99% trigger in the Rights
Plan of a corporation with or without
NOLs.” It further emphasized that a
board’s refusal to redeem a rights
plan cannot be arbitrary and is subject
to the “same fiduciary standards any
other board of directors would be held
to in deciding to adopt a defensive
mechanism.” Thus, corporations
considering NOL rights plans should
understand the context-specific nature
of the defensive measure and rely on
outside advisors to analyze the value
and potential impairment of the NOLs.

If you have questions about this
or other corporate law matters,
please contact Gary E. Thompson,

Steven M. Haas or your Hunton &
Williams LLP contact.
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