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HOLLAND, Justice:



This is an appeal from a final judgment enteredtly Court of
Chancery. On November 16, 2008 the Board of Darscdf Selectica, Inc.
(“Selectica”) reduced the trigger of its “poisofi’pbhareholder Rights Plan
from 15% to 4.99% of Selectica’s outstanding shamed capped existing
shareholders who held a 5% or more interest torthdu increase of only
0.5% (the “NOL Poison Pill”). Selectica’s reasam faking such action was
to protect the company’s net operating loss carwdods (“NOLs”). When
Trilogy, Inc. (“Trilogy”) subsequently purchasedasbs above this cap,
Selectica filed suit in the Court of Chancery orc@mber 21, 2008, seeking
a declaration that the NOL Poison Pill was validl eanforceable. On
January 2, 2009, Selectica implemented the dillgx@hange provision (the
“Exchange”) of the NOL Poison Pill, which reducedldgy’s interest from
6.7% to 3.3%, and adopted another Rights Plan aith99% trigger (the
“‘Reloaded NOL Poison Pill"). Selectica then amehds complaint to seek
a declaration that the Exchange and the Reloaded R&son Pill were
valid.

Trilogy and its subsidiary Versata Enterprises¢. Irf“Versata”)
counterclaimed that the NOL Poison Pill, the RetzhdNOL Poison Pill,
and the Exchange were unlawful on the grounds thafiore acting, the

Board failed to consider that its NOLs were unusail that the two NOL



poison pills were unnecessary given Selectica’'sakdn history of losses
and doubtful prospects of annual profits. Trilagyd Versata also asserted
that the NOL Poison Pill and the Reloaded NOL PRoideill were
impermissibly preclusive of a successful proxy esntfor Board control,
particularly when combined with Selectica’s staggedirector terms. After
trial, the Court of Chancery held that the NOL Baiill, the Reloaded
NOL Poison Pill, and the Exchange were all validemDelaware law.
Trilogy and Versata now appeal and assert two daferror. First,
they contend that the Court of Chancery erred plyapg theUnocaltest for
enhanced judicial scrutiny when confronting whagytfirame as a question
of first impression. The issue (as framed by thesn) “what are the
minimum requirements for a reasonable investigatiefore the board of a
never-profitable company may adopt a [Rights Plath & 4.99% trigger]
for the ostensible purpose of protecting NOLs fram‘ownership change’
under Section 382 of the Internal Revenue CodefCofd, they submit that
the Court of Chancery erred in holding that the t\WOL poison pills, either
individually or in combination with a charter-basgdssified Board, did not
have a preclusive effect on the shareholders’taliti pursue a successful
proxy contest for control of the Company’s boaM/e conclude that both

arguments are without merit.



In its cross-appeal, the Selectica related paatigae that the Court of
Chancery erred in denying their application foraavard of attorneys’ fees
under the bad faith exception to the American Rul&e conclude that
argument is also without merit.

Facts'

The Court of Chancery described this as a casetdbe value of net
operating loss carryforwards (“NOLS”) to a currgnpirofittess corporation,
and the extent to which such a corporation maytfighpreserve those
NOLs. The Court of Chancery also provided a helpfierview of the
concepts surrounding NOLSs, their calculation, aossible impairment.

NOLs are tax losses, realized and accumulated dyr@oration, that
can be used to shelter future (or immediate pastme from taxatiof. If
taxable profit has been realized, the NOLs opegtlker to provide a refund
of prior taxes paid or to reduce the amount ofrfeilincome tax owed. Thus,
NOLs can be a valuable asset, as a means of |layvéin payments and
producing positive cash flow. NOLs are consideaembntingent asset, their
value being contingent upon the firm’s reportinfytre profit or having an

immediate past profit.

! The facts are taken from the Court of Chancerpision.
2 . .
NOLs may be carried backward two years and cafdegiard twenty years.
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Should the firm fail to realize a profit duringethifetime of the NOL
(twenty years), the NOL expires. The precise vadfiea given NOL is
usually impossible to determine since its ultimage is subject to the timing
and amount of recognized profit at the firm. Iethrm never realizes
taxable income, at dissolution its NOLs, regardlelstheir amount, would
have zero value.

In order to prevent corporate taxpayers from hiégngffrom NOLs
generated by other entities, Internal Revenue Cetdion 382 establishes
limitations on the use of NOLs in periods followiag “ownership change.”
If Section 382 is triggered, the law restricts #mount of prior NOLs that
can be used in subsequent years to reduce thes fiax’obligations. Once
NOLs are so impaired, a substantial portion ofrtkialue is lost.

The precise definition of an “ownership changetiemSection 382 is
rather complex. At its most basic, an ownershiagngjfe occurs when more
than 50% of a firm’s stock ownership changes ovehrae-year period.
Specific provisions in Section 382 define the peananner by which this
determination is made. Most importantly for pug®ef this case, the only

shareholders considered when calculating an owmershange under

% The annual limitation on the use of past periodLs@llowing a change-in-control is
calculated as the value of the firm’s equity at tirae of the ownership change,
multiplied by a published rate of return, the feddong term exemption rate.
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Section 382 are those who hold, or have obtainedglthe testing period, a
5% or greater block of the corporation’s sharestanting.
The Parties

Selectica, Inc. (“Selectica” or the “Company”) & Delaware
corporation, headquartered in California and listadche NASDAQ Global
Market. It provides enterprise software solutiémscontract management
and sales configuration systems. Selectica isaortiap company with a
concentrated shareholder base: the Company’s dakgest investors own
a majority of the stock, while fewer than twentyeiinvestors hold nearly
two-thirds of the stock.

Trilogy, Inc. (“Trilogy”) is a Delaware corporatioalso specializing
in enterprise software solutions. Trilogy stocka publicly traded, and its
founder, Joseph Liemandt, holds over 85% of thecksto Versata
Enterprises, Inc. (“Versata”), a Delaware corparatand a subsidiary of
Trilogy, provides technology powered business ses/io clients.

Before the events giving rise to this action, \&éssand Trilogy
beneficially owned 6.7% of Selectica’'s common stockAfter they

intentionally triggered Selectica’'s Shareholder H&sg Plan through the

* However, because of the Shareholder Rights Pisniffistituted in 2003, no stockholder
holds more than 15% of the outstanding shares.
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purchase of additional shares, Versata’'s and Tyiogoint beneficial
ownership was diluted from 6.7% to approximateB23.

James Arnold, Alan B. Howe, Lloyd Sems, Jim Tharavsl Brenda
Zawatski are members of the Selectica Board ofdiirs (the “Board”).
Zawatski and Thanos also served as Co-Chairs ofBtheed during the
events at issue in the cdseln this role, they handled the day-to-day
operations of the Company, as Selectica had betowtia Chief Executive
Officer since June 30, 2008.

Selectica’s Historical Operating Difficulties

Since it became a public company in March 2000zcSea has lost a
substantial amount of money and failed to turn anual profit, despite
routinely projecting near-term profitability. 1t®O price of $30 per share
has steadily fallen and now languishes below $1 sare, placing
Selectica’s market capitalization at roughly $23lion as of the end of
March 2009. By Selectica’s own admission, its eakoday “consists
primarily in its cash reserves, its intellectuabperty portfolio, its customer

and revenue base, and its accumulated NOLs.” Bwistently failing to

®> Alan Howe was elected to the Board on January2029, after the events at issue in
this case. He has not been charged with any brefaitluciary duty and has not been
served with process. Trilogy purports to name Hawa& Counterclaim-Defendant solely
“in order to afford [Trilogy] complete relief.”

® On August 19, 2009, Thanos stepped down as Co-Gindi Zawatski became sole
Chair of the Board and continued to handle the Gomgjs daily operations.
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achieve positive net income, Selectica has gerteraie estimated $160
million in NOLs for federal tax purposes over thespseveral years.
Selectica’s Relationship with Trilogy

Selectica has had a complicated and often advarsatationship
with Trilogy, stretching back at least five yeaBoth companies compete in
the relatively narrow market space of contract mgan@ent and sales
configuration. In April 2004, a Trilogy affiliateued Selectica for patent
infringement and secured a judgment that requirgl@éclica, among other
things, to pay Trilogy $7.5 million. While theiui$ was pending, in January
2005 Trilogy made an offer to buy Selectica forp®4 share in cash—a 20%
premium above the then-trading price—which Selaiidoard rejected.
Nevertheless, during March and April of that year,Trilogy affiliate
acquired nearly 7% of Selectica’'s common stock ugho open market
trades. In early fall 2005, Trilogy made anoth#eiofor Selectica’s shares
at a 16%-23% premium, which was also rejected.

In September 2006, a Trilogy-affiliated holder al&tica stock sent
a letter to the Board questioning whether certaocks option grants had

been backdatel. The following month, Trilogy filed another patent

" A special committee empanelled by the Board ultityaconcluded that certain options
had, in fact, been backdated. Consequently, Sedewis required to restate its financial
statements to record additional stock-based conapiensand related tax effects for past
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infringement lawsuit against Selectica. That actieas settled in October
2007, when Selectica agreed to a one-time paynfebit® million, plus an
additional amount of not more than $7.5 millionsimbsequent payments to
be made quarterly. In late fall 2006, Trilogy sadwn its holdings in
Selectica.
Steel Partners

Steel Partners is a private equity fund that hasnba Selectica
shareholder since at least 2006 and is currerstliargest shareholder. One
of Steel Partners’ apparent investment strategsedoi invest in small
companies with large NOLs with the intent to pae failing company with
a profitable business in order to reap the tax tisnef the NOLs. Steel
Partners has actively worked with Selectica to Wdate and monitor the
Company’s NOLs since the time of its original inwvaent.

By early 2008, Steel Partners was advocating akquale of
Selectica’s assets, leaving a NOL shell that coloéd merged with a
profitable operating company in order to shelter pnofits of the operating

company. In October 2008, Steel Partners informecdhbers of Selectica’s

option grants and incurred fees associated with itlvestigation in excess of $6.2
million. This episode also led to the resignatidrbelectica’s then-Chairmen and Chief
Executive Officer Stephen Bannion (who had been @uenpany’s Chief Financial
Officer at the time of the grants of question) #mel appointment of then-Director Robert
Jurkowski to the Chief Executive and Chair position
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Board that it planned to increase its ownershiptioosto 14.9% just below
the 15% trigger of the 2003 Rights Plan, whichatet did. Jack Howard,
President of Steel Partners, lobbied for a Boaad ts@ce in 2008, citing his
experience dealing with NOLs, but was rebuffed.

Selectica Investigates Its NOLs

In 2006, at the urging of Steel Partners, Seladicected Alan Chinn,
its outside tax adviser, to perform a high-levehlgsis into whether its
NOLs were subject to any limitations under SectB82 of the Internal
Revenue Code. Chinn concluded that five prior geann ownership had
caused the forfeiture of approximately $24.6 millim NOLs. Selectica
provided the results of this study to Steel Pagnaithough not to any other
Selectica shareholder.

In March 2007, again at Steel Partner's recommigmuaSelectica
retained a second accountant who specialized in N@ltulations, John
Brogan of Burr Pilger & Mayer, LLP, to analyze tGempany’s NOLs more
carefully and report on Chinn’s Section 382 analysi Brogan had
previously analyzed the NOLs at other Steel Pastnemntures. Brogan
ultimately determined that Chinn’s conclusions wem@neous.

The Company engaged Brogan to perform additionakvem the

topic of NOLs in June 2007. One of Steel Partseernployees, Avi
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Goodman, worked closely with Brogan on the mati#hough Brogan was
working for and being paid by Selectica and reagie compensation from
Steel Partners. Brogan’s draft letter opinion,atoding that the Company
had not undergone an “ownership change” for Sec3@? purposes since
1999, was shared with Steel Partners, althoughnagai with any other
outside investors.

In the fall of 2007, Brogan proposed a third, mdegailed, Section
382 study, which Selectica’'s then-CEO, Robert Jwdto, opposed. In
February 2008, the Board voted against spending0$8e550,000 to fund
this Section 382 study. By July, however, the Bassked Brogan to update
his study. Brogan delivered the draft opinion tlaatof March 31, 2008, the
Company had approximately $165 million in NOLs.o8an was later asked
to advise the Board in the fall of 2008 on the updastatus of its NOLs
when the Board moved to amend its Rights Plan.

Lloyd Sems Elected Director

In April 2008, the Board began interviewing carades for an open
board seat, giving preference to the Company’s elaggockholders.
Selectica investor Lloyd Sems had previously exg@ddnterest in joining
the Board and had sought support from certain loéders, including Steel

Partners, through Howard, and Lloyd Miller, anotharge Selectica
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shareholder not affiliated with Steel Partners. thBMiller and Howard
wrote to the Board in support of Sems’s appointmatihough Sems was
already favored by the Board by that time. In J@@98, Sems was
appointed to the Board.

As large shareholders, Sems, Howard, and Milled pariodically
discussed Selectica as early as October 2007.hattime, Sems had e-
mailed Howard, stating, “I wanted to get your opmiof how or if you
would like me to proceed with [Selectica].” Howardplied, “Lloyd
[Miller] said he would call you about [Selectica]Both before and after his
appointment to the Board, Sems discussed with Hbward Miller a
number of the proposals that Sems ultimately adeocas a director,
including that Selectica should buy back its stotigt Selectica should
consider selling its businesses, that the NOLs wapsrtant and should be
preserved through the adoption of a Rights Plah wi6% trigger, and that
Jurkowski should be removed as CEO.

Selectica Restructures and Explores Alternatives

In early July 2008, after determining that the @amy needed to
change course, the Board terminated Jurkowski a® @&d eliminated
several management positions in the sales contigarausiness. Later that

month, prompted by the receipt of five unsolicisedjuisition offers over the
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span of a few weeks, the Board announced that & wahe process of
selecting an investment banker (ultimately, JimlliReof Needham &
Company) to evaluate strategic alternatives for@loenpany and to assist
with a process that ultimately might result in @@mpany’s sale. In view of
the potential sale, the Board decided to forgo é¢Rpense of replacing
Jurkowski and, instead, asked Zawatski and Thaoio$lyj to assume the
title of Co-Chair and to perform operational ovghdiroles on an interim
basis.
The Needham Process

Needham has actively carried outs its task ofuatalg Selectica’s
strategic options since its selection by the Boaxkedham first discussed
with the Board the various strategic choices that Company could take.
These included a merger of equals with a publicpaomg, a reverse IPO or
other going-private transaction, the sale of ceréasets, and the use of cash
to acquire another company, as well as stock ré&gages or the issuance of
dividends if Selectica decided to continue as dependent public company
in the absence of sufficient market interest foaaquisition.

In October 2008, Needham prepared an Executiven@uynof the
assets and operations of Selectica and subsequeatiied out to potential

buyers, keeping in touch with various interestedtigs throughout the
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remainder of the year and into the first part 0020 By February 2009, at
least half a dozen parties had come forward witle g of intent and were in
the process of meeting with Selectica managemedt camducting due
diligence in the Company, with Needham evaluathegjrtvarious proposals
for the purchase of all or part of Selectica’s apiens. As of April 2009,
Selectica, through Needham, had signed a lettemtenht and entered into
exclusive negotiations with a potential buyer.
Trilogy’s Offers Rejected
On July 15, 2008, Trilogy’'s President, Joseph laedt, called

Zawatski to inquire generally about the possibilgly an acquisition of
Selectica by Trilogy. On July 29, Trilogy Chiefniancial Officer Sean
Fallon, Trilogy Director of Finance Andrew Pricenda Versata Chief
Executive Officer Randy Jacops participated in afe@nce call with
Selectica Co-Chairs Zawatski and Thanos on the gapie. During the
call, Thanos inquired as to how Trilogy would cddte a value for the
Company’s NOLs. Fallon replied that Trilogy, “rigdldid not] pursue them

with as much vigor as other[s] might since thatas our core strategy’”

8 However, as part of its 2005 effort to acquireeBtita, Trilogy had performed “a pretty
detailed analysis” of Selectica’s NOLs. Johnstestified that this analysis was
occasionally updated and that similar analyseshie®th performed on a dozen or so other
acquisition targets.
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The following evening, Fallon contacted Zawatskd autlined two
proposals for Trilogy to acquire Selectica’s bussie(1) Trilogy’s purchase
of all of the assets of Selectica’s sales configoinabusiness in exchange for
the cancellation of the $7.1 million in debt Seleststill owed under the
October 2007 settlement with Trilogy; or (2) Triiog purchase of
Selectica’s entire operations for the cancellatimin the debt plus an
additional $6 million in cash. Fallon subsequerdifowed up with an e-
mail reiterating both proposals and suggesting #itter proposal would
allow Selectica to still make use of its NOLs thghuthe later sale of its
corporate entity.

Shortly thereafter, the Board rejected both prafgsmade no
counterproposal, and there were no follow-up disicms. On October 9,
2008, Trilogy made a second bid to acquire allhef $electica’s assets for
$10 million in cash plus the cancellation of thédtjevhich the Board also
rejected. Although Trilogy was invited to partiatp in the sale process
being overseen by Needham, Trilogy was apparenilyiling to sign a
non-disclosure agreement, which was a prerequite participation.
Around this same time, Trilogy had begun makingmep®rket purchases
for Selectica stock, although the Board apparem#ly not aware of this fact

at the time.
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Trilogy Buys Selectica Stock
On the evening of November 10, Fallon contacteavaiski and
informed her that Trilogy had purchased more th&h &f Selectica’s
outstanding stock and would be filing a Schedul® $8ortly, which it did
on November 18. On a subsequent call with Zawatski and Reillyljofa
explained that Trilogy had begun buying becausdelieved that “the
company should work quickly to preserve whatevearasholder value
remained and that we were interested in seeing ghogess that they
announced with Needham, that we were interesteéemg that accelerate .
..”  Within four days of its 13D filing, Trilogyhad acquired more than
320,000 additional shares, representing an additib? of the Company’s
outstanding shares.
NOL Poison Pill Adopted
In the wake of Trilogy’s decision to begin acqugiSelectica shares,
the Board took actions to gauge the impact of tlaesguiisitions, if any, on
the Company’s NOLs, and to determine whether angtheeded to be done
to mitigate their effects. Sems immediately asBrdgan to revise his
Section 382 analysis—which had not been formallglated since July—to

take into account the recent purchases. The kwaralysis was delivered

® The November 13, 2008, Schedule 13D reported Yreasata and affiliates had
purchased 1,437,891 shares of Selectica stocleanirrg its ownership to 5.1%.

17



to Sems and the Company’s new CFO, Richard Heapklovember 15. It
showed that the cumulative acquisition of stocksbyareholders over the
past three years stood at 40%, which was roughhamged from the
previous calculation, due to some double countivag bccurred in the July
analysis™

The Board met on November 16 to discuss the ®uadnd to
consider amending Selectica’s Shareholder Righds,Rihich had been in
place since February 2003. As with many Rightsn®lamployed as
protection devices against hostile takeovers, 8etés Rights Plan had a
15% trigger. The Board considered an amendmentwbald reduce that
threshold trigger to 4.99% in order to prevent addal 5% owners from
emerging and potentially causing a change-in-congeent, thereby
devaluing Selectica’'s NOLs. Also present at theeting were Heaps,
Brogan, and Reilly, along with Delaware counsel.

Heaps gave an overview of the Company’s existitgir&nolder
Rights Plan and reviewed the stock price activitge Trilogy had filed its
Schedule 13D, noting that shares totaling approtaipa2.3% of the
Company had changed hands in the two days followhegfiling. Brogan

reviewed the Section 382 ownership analysis thafilm had undertaken on

19 A more formal analysis was provided on November f2&ling a 38.8% change in
ownership over the relevant period.
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behalf of the Company, noting that additional astains of roughly 10%
of the float by new or existing 5% holders woulesult in a permanent
limitation on use of the Company’s net operatingsl@arryforwards and
that, once an ownership change occurred, theredahmiho way to cure the
use limitation on the net operating loss carryfongd’ He further advised
the Board that “net operating loss carryforwardsena significant asset”
and that he generally advises companies to consig@is to protect their
NOLs when they experience a 30% or greater chamgebeneficial
ownership. Lastly, Brogan noted that, while hadwed that the cumulative
ownership change calculations would decline sigaiftly over the next
twelve months, “it would decline only modestlyaif all, over the next three
to four months,” meaning that “the Company wouldtawue to be at risk of
an ownership change over the near term.”

Reilly discussed the Company’s strategic alteveatiand noted that
Steel Partners and other parties had expressedeshten pursuing a
transaction that would realize the value of Setatsi NOLs. He also
reviewed potential transaction structures in whick Company might be
able to utilize its NOLs. Responding to questiémmsn the Board, Reilly
noted that “it is difficult to value the Companyiset operating loss

carryforwards with greater precision, because thealue depends, among
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other things, on the ability of the Company to gatee profits.” He
confirmed that “existing stockholders may realizgngicant potential
value” from the utilization of the Company’s NOLghich would be
“significantly impaired” if a Section 382 ownerslepange occurred.

At the request of the Board, Delaware counsekregd the Delaware
law standards that apply for adopting and implemgnieasures that have
an anti-takeover effect. The Board then discussednding the existing
Shareholder Rights Plan, and the possible termsuoh an amendment.
These included: the pros and cons of providingshion for preexisting 5%
holders, the appropriate effective date of the &hareholder Rights Plan,
whether the Board should have authority to exclpdechases by specific
stockholders from triggering the Rights Plan, arftether a review process
should be implemented to determine periodically twée the Rights Plan
should remain in effect.

The Board then unanimously passed a resolutiomdimg Selectica’s
Shareholder Rights Plan, by decreasing the beakfaivnership trigger
from 15% to 4.99%, while grandfathering in existib% shareholders and
permitting them to acquire up to an additional 0.&Ubject to the original

15% cap) without triggering the NOL Poison Pill.
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The Board resolution also established an Independ&rector
Evaluation Committee (the “Committee”) as a stagdoommittee of the
Board to review periodically the rights agreemertha behest of the Board
and to “determine whether the Rights [Plan] corgguo be in the best
interest of the Corporation and its stockholdeiide Committee was also
directed to review “the appropriate trigger pereget of the Rights Plan
based on corporate and shareholder developmenty, Bwader
developments relating to rights plans generally-dding academic studies
of rights plans and contests for corporate contante-any other factors it
deems relevant. The Board set April 30, 2009,hasfirst date that the
Committee should report its findings.

Trilogy Triggers NOL Poison Pill

The Board publicly announced the amendment ofcBeéés Rights
Plan on Monday, November 17. Early the followingrmng, Fallon e-
mailed Trilogy's broker, saying “[W]e need to stbpying SLTC. They
announced a new pill and we need to understand Hdllon also sent
Liemandt a copy of Selectica’s 8-K containing tineeaded language of the
NOL Poison Pill. Trilogy immediately sought legadvice about the NOL
Poison Pill. The following morning, Liemandt e-meal Price, with a copy

to Fallon, asking, “What percentage of [Selectwalld we need to buy to
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ruin the tax attributes that [S]teel [Plartners li®king for?™* They
concluded that they would need to acquire 23% iggér a change-in-
control event.

Later that week, Trilogy sent Selectica a lettsseating that a
Selectica contract with Sun Microsystems constituge breach of the
October 2007 settlement and seeking an immediatgimgewith Selectica
purportedly to discuss the breach, even though reesniof Trilogy’'s
management had been on notice of the contract s a&a July. Fallon,
Liemandt, and Jacops from Trilogy, along with Zaskat Thanos, and
Heaps from Selectica met on December 17. Thegsadiscussions at this
meeting are protected by a confidentiality agredm#rat had been
circulated in advance. However, Selectica contehds “based solely on
statements and conduct outside that meeting, gvident that Trilogy
threatened to trigger the NOL Poison Pill delibelsatunless Selectica
agreed to Trilogy’s renewed efforts to extract mofiem the Company.”

On December 18, Trilogy purchased an additionaD@D Selectica

shares, and Trilogy management verified with Liedtahis intention to

1 Liemandt testified that his question meant, “wkstthe amount that we can buy
without hurting it, which is the other way of asgginvhat's the amount you can buy to
ruin it.” Price testified, however, that he undecsl the question as being more
straightforward, specifically, “what percentage Wwbwe have to buy to trigger a change
of control as per Section 382.”
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proceed with “buying through” the NOL Poison Pill. The following
morning, Trilogy purchased an additional 124,065krek of Selectica,
bringing its ownership share to 6.7% and therelgobeng an “Acquiring
Person” under the NOL Poison Pill. Liemandt testifthat the rationale
behind triggering the pill was to “bring accountapi to the Board and
“‘expose” what Liemandt characterized as “illegahdgor” by the Board in
adopting a pill with such a low trigger. Fallonsaged that the reason for
triggering the NOL Poison Pill was to “bring somlarity and urgency” to
their discussions with Selectica about the two i@sirt somewhat
complicated relationship by “setting a time frarhattmight help accelerate
discussions” on the direction of the business.

Fallon placed a telephone call to Zawatski on Ddxsr 19 to advise
her that Trilogy had bought through the NOL Poisbih During a return
call by Zawatski later that evening, Fallon indezhthat Trilogy felt, based
on the conversations from December 17, that Sekecip longer wanted
Trilogy as a shareholder or creditor. He then psag that Selectica
repurchase Trilogy’s shares, accelerate the payofatd debt, terminate its
license with Sun, and make a payment to Trilogy$6f million “for
settlement of basically all outstanding issues betw our companies.”

Zawatski recalled that Fallon told her that Triloggd triggered the pill “to
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get our attention and create a sense of urgenagt, since the Board would
have ten days to determine how to react to thetnujger, “it would force
the board to make a decision.”
Board Considers Options and Requests a Standstill

The Selectica Board had a telephonic meeting omr&ay, December
20, to discuss Trilogy’s demands and an appropriedponse. The Board
discussed “the desirability of taking steps to easthe validity of the
Shareholder Rights Plan,” and ultimately passeesalution authorizing the
filing of this lawsuit, which occurred the follongnday. On December 22,
Trilogy filed an amended Schedule 13D disclosisgivnership percentage
and again the Selectica Board met telephonicallyigouss the litigation. It
eventually agreed to have a representative comtdogy to seek a standstill
on any additional open market purchases while thar® used the ten-day
clock under the NOL Poison Pill to determine whetioeconsider Trilogy’s
purchases “exempt” under the Rights Plan, andtf mow Selectica would
go about implementing the pill.

The amended Rights Plan allowed the Board to declailogy an
“Exempt Person” during the ten-day period followitlge trigger, if the
Board determined that Trilogy would not “jeopardibe endanger the

availability to the Company of the NOLs . . . '"h& Board could also decide
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during this window to exchange the rights (othemtkhose held by Trilogy)
for shares of common stock. If the Board did naghthen after ten days the
rights would “flip in” automatically, becoming exasable for $36 worth of
newly-issued common stock at a price of $18 pédatrig

The Board met again by telephone the following, dzcember 23, to
discuss the progress of the litigation and to abersthe potential impact of
the various alternatives under the NOL Poison Pilhe Board agreed to
meet in person the following Monday, December 2Bng with the
Company’s financial, legal, and accounting advistosevaluate further the
available options. The Board also voted to redbheenumber of authorized
directors from seven to five.

On Wednesday, December 24, the Board met oncae hgdelephone
upon learning that the Company’s counsel had noteded in convincing
Trilogy to agree to a standstill. The Board resdlthat Zawatski should
call Fallon to determine whether Trilogy was widin‘to negotiate a
standstill agreement that might make triggeringrémaedies available under
the Shareholder Rights Plan, as amended, unnegess$athis time.”
Zawatski spoke with Fallon on the morning of Decemb6. Fallon stated
that Trilogy did not want to agree to a standstilat relief from the NOL

Poison Pill was not Trilogy’s goal, and that Trijogxpected that the NOL
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Poison Pill would apply to it. Fallon reiteratedaat the ten-day window
would help “speed [the] course” towards a resolutbtheir claims.

The Board and its advisors met again on DecemBer Zhanos
provided an update on recent developments at thmp@oy, including
financial results, management changes, and thendeedérocess, as well as
an overview of the make-up of the Company’s shddshidase. Reilly then
provided a more detailed report on the status ef Nleedham Process.
Thereafter, Brogan presented his firm's updatedlyaisa of Selectica’s
NOLs, which found that the Company had at leastO$ifilion in NOLs
and that there had been a roughly 40% ownershipgehdy 5% holders
over the three-year testing period. Since thoseewet expected to “roll
off” in the near term, there was “a significantkrief a Section 382
ownership change.”

Brogan subsequently discussed the possible coesegs of the two
principal mechanisms for implementing the triggeldL Poison Pill to the
change-in-control analysis. He stated that emplpya share exchange
would not likely have a materially negative impamt the Section 382
analysis. He expressed concern, however, aboutithertain effect of a
flip-in pill on subsequent ownership levels (speeailly, the possibility that a

flip-in pill would, itself, trigger a Section 382nmership change). Reilly
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once again addressed the Board to explain the Wayselieved the NOLs
would be valuable to the Company in its ongoinglergtion of strategic
alternatives, and reiterated his opinion that amership change would
“reduce the value of the Company.”

The Board also discussed Trilogy’'s settlement dwlsa It found
them “highly unreasonable” and “lack[ing] any reaable basis in fact,” and
that “it [was] not in the best interests of the Quamy and its stockholders to
accept Trilogy/Versata’'s settlement demands rajatm entirely separate
intellectual property disputes as a preconditiomégotiating a standstill
agreement to resolve this dispute.” The Boardudised Trilogy’s actions at
some length, ultimately concluding that they “werery harmful to the
Company in a number of respects,” and that “impla@img the exchange
was reasonable in relation to the threat imposedridggy.” In particular,
that was because (1) the NOLs were seen as “anriampacorporate asset
that could significantly enhance stockholder vdlud (2) Trilogy had
intentionally triggered the NOL Poison PIill, pulyicsuggested it might
purchase additional stock, and had refused to ragota standstill
agreement, even though an additional 10% acquisiiioa 5% shareholder

would likely trigger an ownership change under Bec882.
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The Board then authorized Delaware counsel toawbrifrilogy in
writing, one final time, to seek a standstill agneat. It also passed
resolutions delegating the full power of the Boaodthe Committee to
determine whether or not to treat Trilogy or itg@sition as “exempt,” and
nominating Alan Howe as a new member of the Bodbah the evening of
December 29, Selectica’s Delaware counsel e-mditéogy’s trial counsel
at the Board’s instruction, seeking a standstiteagient “so that the Board
could consider either declaring them an ‘Exempts@&erunder the Rights
Plan . . . or alternatively, settle the litigatiaftogether in exchange for a
long term agreement relating to your clients’ ovetgs of additional
shares.” The following afternoon, Trilogy’s couhsesponded that Trilogy
was not willing to agree to the proposed standstill

Two days later, on December 31, the Board mepheleically and
was informed of Trilogy’s latest rejection of a ratiatill agreement. The
Board discussed its options with its legal advisord ultimately concluded
that the NOL Poison Pill should go into effect dhdt an exchange was the
best alternative and should be implemented as asquossible in order to
protect the NOLs, even at the risk of disruptinghomon stock trading. The

Board directed advisers to prepare a technical dment to the NOL
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Poison Pill to clarify the time at which the exchbanwould become
effective.
Board Adopts Reloaded Pill and Dilutes Trilogy Hahd)s

On January 2, the Board met telephonically onceemeiterating its
delegation of authority to the Committee to makeonemendations
regarding the implementation of the NOL Poison.PilThe Board also
passed a resolution expressly confirming that tloar&s delegation of
authority to the Committee included the power te&fan exchange of the
rights under the NOL Poison Pill and to declareesv ividend of rights
under an amended Rights Plan (the “Reloaded NOIsdRoPill’). The
Board then adjourned and the Committee—comprisedSems and
Arnold—met with legal and financial advisors, whanéirmed that there had
been no new agreement with representatives frologlyireiterated that the
NOLs remained “a valuable corporate asset of thm@amy in connection
with the Company’s ongoing exploration of strategiternatives,” and
advised the Committee members of their fiducianjigaltions under
Delaware law.

Reilly presented information to the Committee abthe current
takeover environment and the use of Rights Plgpec(gcally, the types of

pills commonly employed and their triggering threlsls), and reviewed the
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Company’s then-current anti-takeover defenses cogdpavith those of
other public companies. Reilly stated that “a atbedd NOL rights plan with
a 4.99% trigger threshold is designed to help ptotagainst stock
accumulations that would trigger an ‘ownership dwii and that
“implementing appropriate protections of the Compsmet operating loss
carryforwards was especially important at presegivén Trilogy’s recent
share acquisitions superimposed on the Company%imx Section 382
ownership levels. Finally, Reilly reviewed the posed terms and
conditions of the Reloaded NOL Poison Pill, diseasthe methodology for
determining the exercise price of the new rightsnd amade
recommendations. The Committee sought and obtareabnfirmed
assurances by its financial and legal advisorsttiteafNOLs were a valuable
corporate asset and that they remained at a signtfrisk of being impaired.
The Committee concluded that Trilogy should not deemed an
“Exempt Person,” that its purchase of additionaarel should not be
deemed an “Exempt Transaction,” that an exchangegbfs for common
stock (the “Exchange”) should occur, and that a mghits dividend on
substantially similar terms should be adopted. Twanmittee passed
resolutions implementing those conclusions, thewtypting the Reloaded

NOL Poison Pill and instituting the Exchange.

3C



The Exchange doubled the number of shares of Ssecommon
stock owned by each shareholder of record, othean ffrilogy or Versata,
thereby reducing their beneficial holdings from %.7%0 3.3%. The
implementation of the Exchange led to a freezehanttading of Selectica
stock from January 5, 2009 until February 4, 2008h the stock price
frozen at $0.69. The Reloaded NOL Poison Pill wKpire on January 2,
2012, unless the expiration date is advanced anegd, or unless these
rights are exchanged or redeemed by the Board Soradefore.

ANALYSIS
Unocal Standard Applies

In Unocal this Court recognized that “our corporate lamas static.
It must grow and develop in response to, indeeahticipation of, evolving
concepts and need¥”The Court of Chancery concluded that the pratecti
of company NOLs may be an appropriate corporatécypdhat merits a
defensive response when they are threatened. gvée.a

TheUnocaltwo part test is useful as a judicial analyticadltbecause
of the flexibility of its application in a varietyf fact scenario$® Delaware
courts have approved the adoption of a Shareh®&tagrts Plan as an anti-

takeover device, and have applied tbeocal test to analyze a board’s

2 Unocal Corp. v. Mesa Petroleum Cd93 A.2d 946, 957 (Del. 1985).
13 paramount Communications, Inc. v. Time, |&&1 A.2d 1140, 1153 (Del. 1990).
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response to an actual or potential hostile takethreat Any NOL poison
pill's principal intent, however, is to prevent thmadvertent forfeiture of
potentially valuable assets, not to protect agdinstile takeover attempts.
Even so, any Shareholder Rights Plan, by its namperates as an anti-
takeover device. Consequently, notwithstandingitsiary purpose, a NOL
poison pill must also be analyzed untlerocal because of its effect and its
direct implications for hostile takeovers.
Threat Reasonably Identified

The first part ofUnocal review requires a board to show that it had
reasonable grounds for concluding that a thredah@ocorporate enterprise
existed. The Selectica Board concluded that th&\Were an asset worth
preserving and that their protection was an immbrtarporate objective.
Trilogy contends that the Board failed to demorstithat it conducted a
reasonable investigation before determining that NOLs were an asset
worth protecting. We disagree.

The record reflects that the Selectica Board metrfore than two and
a half hours on November 16. The Court of Chanbegrd testimony from

all four directors and from Brogan, Reilly, and iHeawho also attended that

4 Moran v. Household Int'l, Ing500 A.2d 1346, 1356 (Del. 1985).

1> The Court of Chancery found that “typically, comjes with large NOLs would not be
at risk of takeover attempts if the NOLs are thepany’s principal asset, as the takeover
would likely trigger a change in control and impthie asset."
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meeting and advised the Board. The record showas ttie Board first
analyzed the NOLs in September 2006, and soughate@dSection 382
analyses from Brogan in March 2007, June 2007, Jukgl 2008. At the
November 16 meeting, Brogan advised the Board tt@atNOLs were a
“significant asset” based on his recently updataldwations of the NOLS’
magnitude. Reilly, an investment banker, similaatvised the Board that
the NOLs were worth protecting given the possipitif a sale of Selectica
or its assets. Accordingly, the record supports @ourt of Chancery’s
factual finding that the Board acted in good faghiance on the advice of
expert$® in concluding that “the NOLs were an asset wertbtecting and
thus, that their preservation was an important@afe objective.”

The record also supports the reasonableness 8fdwel’s decision to
act promptly by reducing the trigger on Selectidights Plan from 15% to
4.99%. At the November 16 meeting, Brogan advitedBoard that the

change-of-ownership calculation under Section 382d at approximately

'® The Delaware General Corporation Law Section §d} states:

A member of the board of directors, or a memberany committee
designated by the board of directors, shall, in gleeformance of such
member's duties, be fully protected in relying ood faith . . . upon such
information, opinions, reports or statements preseto the corporation . .
. by any other person as to matters the membeomabb/ believes are
within such other person's professional or expentetence and who has
been selected with reasonable care by or on behti€ corporation.

Del. Code Ann. tit. 8, § 141(e) (2010).
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40%. Trilogy’s ownership had climbed to over 5%ust over a month, and
Trilogy intended to continue buying more stock. efidrwas nothing to stop
others from acquiring stock up to the 15% triggethe Company’s existing
Rights Plan. Once the Section 382 limitation wasped, the Board was
advised it could not be undone.

At the November 16 meeting, the Board voted toraim®electica’s
existing Rights Plan to protect the NOLs againgiotential Section 382
“change of ownership.” It reduced the trigger tf Shareholders Rights
Plan from 15% to 4.99% and provided that existingreholders who held in
excess of 4.99% would be subject to dilutive conseges if they increased
their holdings by 0.5%. The Board also created Rexiew Committee
(Arnold and Sems) with a mandate to conduct a pdaerioeview of the
continuing appropriateness of the NOL Poison PIill.

The Court of Chancery found the record “repletthveividence” that,
based upon the expert advice it received, the Ba#d reasonable in
concluding that Selectica’'s NOLs were worth presgnand that Trilogy’s
actions presented a serious threat of their impmtm The Court of
Chancery explained those findings, as follows:

The threat posed by Trilogy was reasonably viewed a

gualitatively different from the normal corporatantrol dispute

that leads to the adoption of a shareholder rigtds. In this
instance, Trilogy, a competitor with a contentiolistory,
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recognized that harm would befall its rival if iunghased

sufficient shares of Selectica stock, and Triloggceeded to

act accordingly. It was reasonable for the Boardespond,

and the timing of Trilogy’s campaign required theald to act

promptly. Moreover, the 4.99% threshold for the INPoison

Pill was driven by our tax laws and regulationsg threshold,

low as it is, was measured by reference to an eattestandard,

one created neither by the Board nor by the Cooft |

Chancery]. Within this context, it is not for ti@ourt [of

Chancery] to second-guess the Board's efforts totept

Selectica’s NOLs.

Those findings are not clearly erronedsThey are supported by the
record and the result of a logical deductive reampnprocess:
Accordingly, we hold that the Selectica directaasdied the first part of the
Unocaltest by showing “that they had reasonable grodmdbelieving that
a danger to corporate policy and effectivenesstexxibecause of another
person’s stock ownership?

Selectica Defenses Not Preclusive

The second part of thenocal test requires an initial evaluation of

whether a board’s defensive response to the thneet preclusive or

coercive and, if neither, whether the response‘vassonable in relation to

the threat” identified® Under Unitrin, a defensive measure is

" Homestore, Inc. v. Tafep@88 A.2d 204, 217 (Del. 2005).

18 evitt v. Bouvier287 A.2d 671, 673 (Del. 1972).

19 Unocal Corp. v. Mesa Petroleum Cd93 A.2d at 955 (citingheff v. Mathes]199
A.2d at 554-55).

20 Unocal Corp. v. Mesa Petroleum Cd93 A.2d at 955.
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disproportionate and unreasonapler seif it is draconian by being either
coercive or preclusive. A coercive response is one that is “aimed at
‘cramming down’ on its shareholders a managemeosmred
alternative.*

A defensive measure is preclusive where it “makésdder’s ability
to wage a successful proxy contest and gain coettioér ‘mathematically
impossible’ or ‘realistically unattainable®® A successful proxy contest that
IS mathematically impossible ispso factq realistically unattainable.
Because the “mathematically impossible” formulatiom Unitrin is
subsumed within the category of preclusivity ddsmli as “realistically
unattainable,” there is, analytically speaking,yoahe test of preclusivity:
“realistically unattainable.”

Trilogy claims that a Rights Plan with a 4.99%gdger renders the
possibility of an effective proxy contest realislly unattainable. In support
of that position, Trilogy argues that, because @yrcontest can only be

successful where the challenger has sufficientiloilégl, the 4.99% npill

trigger prevents a potential dissident from sigmaliits financial

2L Unitrin, Inc. v. Am. Gen. Corp651 A.2d at 1387.

221d. at 1387 (citingParamountCommunications, Inc. v. Time, In&71 A.2d at 1154-
1155 (Del. 1990)). There are no allegations catgdnthat the NOL Poison Pill, the
Exchange, and the Reloaded NOL Poison Pill arecoaer

23 Carmody v. Toll Bros., Inc723 A.2d 1180, 1195 (Del. Ch. 1998)(quotltgitrin, Inc.

v. Am. Gen. Corp651 A.2d at 1389).
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commitment to the company so as to establish stexhilglity. In addition,
Professor Ferrell, Trilogy’'s expert witness, testlf that the 5% cap on
ownership exacerbates the free rider problem ajreaxberienced by
investors considering fielding an insurgent slatedimectors, and makes
initiating a proxy fight an economically unattraetipropositiorf’

This Court first examined the validity of a Shargleo Rights Plan in
Moran v. Household International, Iffg. In Moran the Rights Plan at issue
had a 20% trigge’. We recognized that, while a Rights Plan “doesdste
formation of proxy efforts of a certain magnitudejoes not limit the voting
power of individual share$” In Moran, we concluded that the assertion
that a Rights Plan would frustrate proxy fights Waighly conjectural” and
pointed to “recent corporate takeover battles inctvhnsurgents holding
less than 10% stock ownership were able to searpoate control through

a proxy contest or the threat of orfé.”

24 According to Professor Ferrell, the free rider lpem is that, even if an investor

believes that replacing the board would result imaterial benefit to shareholders, the
investor has to bear the full cost of a proxy figlttile only receiving her proportionate

fraction of the benefit bestowed upon sharehold&mfessor Ferrell testified that, along
with the reduced likelihood of success at a 5%tmosithe capped position would mean
that the challenger would be unable to internafimee of the benefits by increasing her
share ownership.

> Moran v. Household Int'l, Ing500 A.2d 1346, 1356 (Del. 1985).

?%|d. at 1355.

Td.

281d. This Court additionally noted that “many proxyntests are won with an insurgent
ownership of less than 20%,” and that “the keyafalg in proxy contest success is the
merit of an insurgent’s issues, not the size ohlisling.” 1d.
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The 5% trigger that is necessary for a NOL poipdhto serve its
primary objective imposes a lower threshold thaRights Plan thresholds
that have traditionally been adopted and upheldcagptable anti-takeover
defenses by Delaware courts. Selectica submits thiea distinguishing
feature of the NOL Poison Pill and Reloaded NOLsB0i Pill—the 5%
trigger—is not enough to differentiate them fromhaet Rights Plans
previously upheld by Delaware courts, and thatgherno evidence that a
challenger starting below 5% could not realisticdilope to prevail in a
proxy contest at Selectica. In support of thosguiaents Selectica
presented expert testimony from Professor JohndateS IV and Peter C.
Harkins.

Professor Coates identified more than fifty pulglibkeld companies
that have implemented NOL poison pills with triggest roughly 5%,
including several large, well-known corporationsme among the Fortune
1000. Professor Coates noted that 5% Rights Rlansustomarily adopted
where issuers have “ownership controlled” assets) as the NOLs at issue
in this case. Professor Coates also testified3e#gctica’'s 5% Rights Plan
trigger was narrowly tailored to protect the NOlexause the relevant tax
law, Section 382, measures ownership changes lmasstiareholders who

own 5% or more of the outstanding stock.
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Moreover, and as the Court of Chancery noted, bloéder advisory
firm RiskMetrics Group now supports Rights Planghwa trigger below 5%
on a case-by-case basis if adopted for the statgolope of preserving a
company’s net operating loss@sThe factors RiskMetrics will consider in
determining whether to support a management progosadopt a NOL
poison pill are the pill's trigger, the value okettNOLSs, the term of the pill,
and any corresponding shareholder protection meésimann place, such as
a sunset provision causing the pill to expire upwhaustion or expiration of
the NOLs®

Selectica expert withess Harkins of the D.F. Ki&gCo. proxy
solicitation firm analyzed proxy contests over theee-year period ending
December 31, 2008. He found that of the fifteenxprcontests that
occurred in micro-cap companies where the challengetrolled less than
5.49% of the outstanding shares, the challengaresstully obtained board

seats in ten contests, five of which involved comes with classified

29 Coates’ Report at 11 (citing Simpson Thacher &B#r LLP, Client Memo: Rights
Plans Offer Special Benefits for Companies WhosekktaCapitalization Has Declined
to $500 Million or Below (2009), available at
www.stblaw.com/content/Publications/pub795.pdf &mkMetrics Group, U.S. Proxy
Guidelines Concise Summary (Digest of Selected Gaeilelines)(2009),
www.riskmetrics.com/sites/default/files/2009RMGU3ByConciseSummaryGuideline.
:Eodf)'

Id.
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boards® Harkins opined that Selectica’s unique sharehgiiefile would

considerably reduce the costs associated with aypfight, since seven
shareholders controlled 55% of Selectica’s sharasd twenty-two
shareholders controlled 62%. Harkins testifiedt thi&d you have a

compelling platform, which is critical, it would beasy from a logistical
perspective; and from a cost perspective, it windde minimisexpense to
communicate with those investors, among othersdarkiis noted that to
win a proxy contest at Selectica, one would neegiaia only the support of
owners of 43.2% plus one shéfe.

The Court of Chancery concluded that the NOL Poiswh and
Reloaded NOL Poison Pill were not preclusive. [RBomeasure to be
preclusive, it must render a successful proxy inteealistically
unattainable given the specific factual contextheTrecord supports the

Court of Chancery’'s factual determination and legainclusion that

31 There were eight such contests at micro-cap corapan which the challenging
shareholder held less than 4.99% of the outstarghiages. Challengers prevailed in six
of these contests, including at three companigshtia classified boards.

% Trilogy rejects Selectica’s position that due e toncentrated shareholder base, one
could simply pick up the phone and call the shdddrs, because Steel Partners,
Director Sems, and Lloyd Miller owned 23.5% of S#ilma’s stock at the time. Thus,
their opposition would result in having to condadraditional proxy contest. However,
twenty-two shareholders own a combined 62% of theks If the 23.5% owned by Steel
Partners, Sems, and Miller are subtracted from 62f4t leaves 38.5% of Selectica
owned by nineteen shareholders. Those nineteerlsilders plus the 4.99% amount
allowed before triggering the pill would equal 434 of Selectica’s shares, an amount
slightly in excess of what Harkins testified wolblel needed to win a proxy contest.
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Selectica’s NOL Poison Pill and Reloaded NOL PoiBdhdo not meet that
preclusivity standard.

Our observation irJnitrin is also applicable here: “[I]t is hard to
imagine a company more readily susceptible to aypcontest concerning a
pure issue of dollars®® The key variable in a proxy contest would be the
merit of the bidder’s proposal and not the magritoflits stockholdingd’
The record reflects that Selectica’s adoption 4f29% trigger for its Rights
Plan would not preclude a hostile bidder’'s ability marshal enough
shareholder votes to win a proxy contest.

Trilogy argues that, even if a 4.99% shareholderdaealistically
win a proxy contest “the preclusiveness questiocuses on whether a
challenger could realistically attain sufficientdsd control to remove the
pill.”  Here, Trilogy contends, Selectica’s charbased classified board
effectively forecloses a bid conditioned upon aerggtion of the NOL
Poison Pill, because it requires a proxy challerigdaunch and complete
two successful proxy contests in order to changwrob Therefore, Trilogy
argues that even if a less than 5% shareholdedooeinl a proxy contest,

Selectica’s Rights Plan with a 4.99% trigger in bamation with Selectica’s

sznitrin, Inc. v. Am. Gen. Corp651 A.2d at 1383.
Id.
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charter-based classified board, makes a succqgssfixy contest for control
of the board “realistically unattainable.”

Trilogy’s preclusivity argument conflates two dmtt questions: first,
Is a successful proxy contest realistically atthieaand second, will a
successful proxy contest result in gaining contothe board at the next
election? Trilogy argues that unless both questicoan be answered
affirmatively, a Rights Plan and a classified boasidwed collectively, are
preclusive. If that preclusivity argument is catrethen it would apply
whenever a corporation has both a classified b@ad a Rights Plan,
irrespective whether the trigger is 4.99%, 20%,anywhere in between
those thresholds.

Classified boards are authorized by stafusmd are adopted for a
variety of business purposes. Any classified b@dsd operates as an anti-
takeover defense by preventing an insurgent fromaining control of the
board in one electioff. More than a decade ago,@armody the Court of
Chancery noted “because only one third of a clesskiboard would stand

for election each year, a classified board wodéday-but not prevent-a

% Del. Code Ann. tit. 8, § 141(d) (2010).

% MM Companies, Inc. v. Liquid Audio, In@13 A.2d 1118, 1122 (Del. 2003) (citing
Lucian Arye Bebchuk, John C. Coates, IV & Guhan r@oianian, The Powerful
Anittakeover Force of Staggered Boards: Theorydé&vwce, and Policy54 Stanford
L.Rev. 887 (2002)).See alsaMartin Lipton, Pills, Polls and Professors Redu&9 U.
Chi. L.Rev. 1037, 1059 (2002), & John C. CoatesTsakeover Defenses in the Shadow
of the Pill: A Critique of the Scientific Evidenc#® Tex. L.Rev. 271, 328-29 (2000).
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hostile acquiror from obtaining control of the baarsince a determined
acquiror could wage a proxy contest and obtainrobwof two thirds of the
target board over a two year period, as opposeding control in a single

3" The fact that a combination of defensive measumakes it

election.
more difficult for an acquirer to obtain control afboard does not make
such measures realistically unattainable, i.eglpsive >

In Moran, we rejected the contention “that the Rights Pdaimps
stockholders of their rights t@ceive tender offers, and that the Rights Plan
fundamentally restricts proxy contesfs.” We explained that “the Rights
Plan will not have a severe impact upon proxy cststeand it will not
precludeall hostile acquisitions of Householt.”In this case, we hold that
the combination of a classified board and a RidgH&én do not constitute a
preclusive defensg.

Range of Reasonableness

If a defensive measure is neither coercive norlpsee, theUnocal

proportionality test “requires the focus of enhahgpedicial scrutiny to shift

37 Ccarmody v. Toll Bros., Inc723 A.2d at 1186 n.17 (emphasis added).

8 |n re Gaylord Container Corp. Shareholders Lifig53 A.2d 462, 482 (Del. Ch. 2000).
39 Moran v. Household Int’l, Ing500 A.2d at 1357.

“01d. at 1356 (emphasis added).

*1We note that Selectica no longer has a classBimatd. After trial, the Selectica Board
amended its charter to eliminate its staggereddostructure. On October 15, 2009 the
Court of Chancery granted Trilogy’s Second Motion Judicial Notice, which requested
the court to take judicial notice of the Selectmaxy statement that referenced the
foregoing charter amendment eliminating the stagyboard terms.
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to ‘the range of reasonablenes€.” Where all of the defenses “are
inextricably related, the principles &fnocal require that such actions be
scrutinized collectively as a unitary response he perceived threat?
Trilogy asserts that the NOL Poison Pill, the Exula and the Reloaded
NOL Poison Pill were not a reasonable collectivegpomse to the threat of
the impairment of Selectica’s NOLs.

The critical facts do not support that assertiodn November 20,
within days of learning of the NOL Poison Pill, [bgy sent Selectica a
letter, demanding a conference to discuss an aldgeach of a patent
settlement agreement between the parties. Thepanet on December 17,
and the following day, Trilogy resumed its purcleaseéSelectica stock.

Fallon testified that he and Liemandt had a disons&herein Fallon
advised Liemandt that Trilogy had purchased addkiiocshares, but not
enough to trigger the NOL Poison Pill. Fallon treesked if Liemandt really
wanted to trigger the pill, and Liemandt expressiyected Fallon to
proceed. On December 19, 2008, Trilogy bought ficent number of
shares to become an “Acquiring Person” under thelL NRdison PIill.

[11]

According to Fallon, this was done to “bring sowlarity and urgency’ to

2 Unitrin, Inc. v. Am. Gen. Corp.651 A.2d at 1388 (quotingParamount
Communications, Inc. v. QVC Network, Ir&37 A.2d 34, 45-46 (Del. 1994)).

3 Unitrin, Inc. v. Am. Gen. Corp651 A.2d at 1387 (citinilbert v. El Paso C9.575
A.2d 1131, 1145 (Del. 1990)).
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Trilogy’s discussions with Selectica about the tparties’ somewhat
complicated relationship by ‘setting a time frarhattmight help accelerate
discussions’ on the direction of the business.”

Fallon described Trilogy’s relationship with Seleat as a “three-
legged stool,” referring to Trilogy’s status asanpetitor, a creditor, and a
stockholder of Selectica. The two companies hatledeprior patent
disputes in 2007 under terms that included a diosase of intellectual
property and quarterly payments from Selectica tdody based on
Selectica’s revenues from certain products. Sekargues that Trilogy
took the unprecedented step of deliberately triggethe NOL Poison Pill —
exposing its equity investment of under $2 milliondilution — primarily to
extract substantially more value for the other tiegs” of the stool.

Trilogy’s deliberate trigger started a ten busingag clock under the
terms of the NOL Poison Pill. If the Board took action during that time,
then the rights (other than those belonging toogs) would “flip-in” and
become exercisable for deeply discounted commark stélternatively, the
Board had the power to exchange the rights (othen those belonging to
Trilogy) for newly-issued common stock, or to grdmidogy an exemption.
Three times in the two weeks following the trigoeri Selectica offered

Trilogy an exemption in exchange for an agreemenstand still and to
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withdraw its threat to impair the value and usapibf Selectica’s NOLs.
Three times Trilogy refused and insisted instead 8electica repurchase its
stock, terminate a license agreement with an imaportlient, sign over
intellectual property, and pay Trilogy millions dbllars. After three failed
attempts to negotiate with Trilogy, it was reasdeator the Board to
determine that they had no other option than tdempnt the NOL Poison
Pill.

The Exchange employed by the Board was a more propate
response than the “flip-in” mechanism traditionadyvisioned for a Rights
Plan. Because the Board opted to use the Exchastgad of the traditional
“flip-in” mechanism, Trilogy experienced less ditut of its position than a
Rights Plan is traditionally designed to achieve.

The implementation of the Reloaded NOL Poison ®éls also a
reasonable response. The Reloaded NOL Poisorwggl considered a
necessary defensive measure because, althoughCthd blison Pill and the
Exchange effectively thwarted Trilogy’'s immediaterdat to Selectica’s
NOLs, they did not eliminate the general threaa @ection 382 change-in-
control. Following implementation of the Exchan@electica still had a
roughly 40% ownership change for Section 382 pwepand there was no

longer a Rights Plan in place to discourage adufi@cquisitions by 5%
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holders. Selectica argues that the decision tptatte Reloaded NOL
Poison Pill was reasonable under those circumssandé agree.

The record indicates that the Board was presenittdexpert advice
that supported its ultimate findings that the NQissre a corporate asset
worth protecting, that the NOLs were at risk agsult of Trilogy’s actions,
and that the steps that the Board ultimately toekeweasonable in relation
to that threat’ Outside experts were present and advised thedRwathese
matters at both the November 16 meeting at whielN@®L Poison Pill was
adopted and at the Board’'s December 29 meetindgie Jommittee also
heard from expert advisers a third time at the dagn@ meeting prior to
instituting the Exchange and adopting the Reload®ed Poison Pill.

Under part two of théJnocal test, the Court of Chancery found that
the combination of the NOL Poison PIill, the Exchengnd the Reloaded
NOL Poison Pill was a proportionate response to ttireatened loss of
Selectica’s NOLs. Those findings are not cleamgoreous” They are
supported by the record and the result of a logt=ductive reasoning

proces$? Accordingly, we hold that the Selectica directsetisfied the

* Del. Code Ann. tit. 8, § 141(e) (2010).
4 Homestore, Inc. v. Tafee®88 A.2d at 217.
46 evitt v. Bouvier287 A.2d at 673.
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second part of thelnocal test by showing that their defensive response was
proportionate by being “reasonable in relatiorhi® threat” identified’
Context Determines Reasonableness

Under aUnocal analysis, the reasonableness of a board’s respense
determined in relation to the “specific threat, tla¢ time it was identified
Thus, it is the specific nature of the threat tlsatts the parameters for the
range of permissible defensive tactics” at any mitiene’® The record
demonstrates that a longtime competitor soughideease the percentage of
its stock ownership, not for the purpose of conithgca hostile takeover but,
to intentionally impair corporate assets, or elserce Selectica into meeting
certain business demands under the threat of sugaiiment. Only in
relation to that specific threat have the CourtGhfancery and this Court
considered the reasonableness of Selectica’s respon

The Selectica Board carried its burden of proafarrboth parts of the
Unocal test. Therefore, at this time, the Selectica Bdaas withstood the
enhanced judicial scrutiny required by the two pémbcal test. That does

not, however, end the matt&r.

“"Unocal Corp. v. Mesa Petroleum Cd93 A.2d at 955.

8 See, e.g., Moran v. Household Intl, IN6Q0 A.2d at 1354.
9 Unitrin, Inc. v. Am. Gen. Corp651 A.2d at 1384.

*Y Moran v. Household Int'l, Inc500 A.2d at 1357.
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As we held inMoran, the adoption of a Rights Plan is not absolute.
In other cases, we have upheld the adoption of tRifans in specific
defensive circumstances while simultaneously hgldithat it may be
inappropriate for a Rights Plan to remain in pladeen those specific
circumstances change dramatically. The fact thatNOL Poison Pill was
reasonable under the specific facts and circumssaaftthis case, should not
be construed as generally approving the reasonegdest a 4.99% trigger in
the Rights Plan of a corporation with or without ING?

To reiterateMoran, “the ultimate response to an actual takeover bid
must be judged by the Directors’ actions at thaeti®® If and when the
Selectica Board “is faced with a tender offer anteguest to redeem the
[Reloaded NOL Poison Pill], they will not be abke drbitrarily reject the
offer. They will be held to the same fiduciaryrstards any other board of
directors would be held to in deciding to adoptededsive mechanisnt?”
The Selectica Board has no more discretion in nefu® redeem the Rights

Plan than it does in enacting any defensive meshafit Therefore, the

°l|d. at 1354.

2 Unitrin, Inc. v. Am. Gen. Corp651 A.2d at 1378 (citing/loran v. Household Int',
Inc., 500 A.2d at 1355 an&evlon, Inc. v. MacAndrews & Forbes Holdings, Jri&06
A.2d 173, 179 (Del. 1986)).

>3 Moran v. Household Int'l, Ing500 A.2d at 1357.

>*1d. at 1354,

>°1d.
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Selectica Board’s future use of the Reloaded NOIlsd?o Pill must be
evaluated if and when that issue arides.

Cross-Appeal

We review the Court of Chancery’s denial of attgsidees under the
bad faith exception to the American Rule for abusfe discretiomr’
Generally, the bad faith exception for the Ameri¢arie for attorneys’ fees
“‘does not apply to the conduct that gives rise e substantive claim
itself.”® Accordingly, “an award of fees for bad faith cantimust derive
from either the commencement of an action in b&dt fa bad faith conduct
taken during litigation, and not from conduct thawve rise to the underlying
cause of action>®

In its cross-appeal, seeking to reverse the Cduthancery’s denial
of its request for attorneys’ fees, Selectica sepemarily on the following
facts: first, Trilogy’s deliberate decision to pbase shares beyond the NOL
Poison PIill trigger; second, Trilogy's refusal tgree to a standstill in
exchange for an exemption; and third, Trilogy’®atpt to negotiate a global

settlement with respect to its pending disputeb Bilectica. In response to

*®1d. at 1357.

>"M.G. Bancorporation, Inc. v. Le Beat37 A.2d 513, 527-28 (Del. 1999).

*8 Johnston v. Abitrium (Cayman Islands) Hand&180 A.2d 542, 546 (Del. 1998)ge
also Montgomery Cellular Holding Co., Inc. v. Dahl880 A.2d 206, 228 (Del. 2005).
>9 Johnston v. Abitrium (Cayman Islands) Hand&®0 A.2d at 546.

50



Trilogy’s insistence upon a global settlement o€ tparties’ conflicts,
Selectica engaged litigation counsel. Two daysraftrilogy became an
“Acquiring Person” under the NOL Poison Pill, Seiea filed its
declaratory judgment lawsuit against Trilogy in @eurt of Chancery, on
December 21, 2008. On January 3, 2009, Seleatmemaded its Complaint
to add factual allegations of Trilogy’s deliberatecision to become an
“Acquiring Person” under the NOL Poison Pill; Taig's refusal to agree to
a standstill; and Trilogy’s insistence that anytleatent discussions relate to
a global resolution of all disputes pending betwtenparties. These facts
constitute the substance of Selectica’s claim émlaratory relief. Therefore,
they cannot provide a basis to award attorneys fewler the general bad
faith exception to the American RuUfe.

We recognize that the Court of Chancery found &ectthat Trilogy
deliberately triggered the NOL Poison Pill and did realizing that the
trigger would inflict harm on Selectica. Speciflgathe Court of Chancery
stated: “Trilogy, a competitor with a contentiohistory, recognized that
harm would befall its rival if it purchased suf@icit shares of Selectica
stock, and Trilogy proceeded accordingly.” Howewaren if the Court of

Chancery’s opinion is construed as finding thatoby acted in bad faith,

% d.; Montgomery Cellular Holding Co., Inc. v. DobJ&80 A.2d at 228.
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and even if that finding pertained to conduct tlaturred during the
litigation, the Court of Chancery still had diseooet to deny Selectica’s
attorneys’ fee request.

Reasonable minds can differ about whether Selésticetion for
attorneys’ fees should have been granted. HowéwerCourt of Chancery’s
decision to deny that motion was neither arbitrapr capricious. Our
decision must be guided by the applicable standérdppellate review.
When an act of judicial discretion is at issue, dppellate court “may not
substitute its own notions of what is right for $slecof the trial judge, if [that]
judgment was based upon conscience and reason, ppeseul to
capriciousness or arbitrarine$s.”

Conclusion

The judgments of the Court of Chancery are affirmed

%L Dover Historical Society, Inc. v. City of Dover Ring Commissiar902 A.2d 1084,
1089 (Del. 2006) (quotinGhavin v. Copg243 A.2d 694, 695 (Del.1968)).
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