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The elements of [tortious interference with existing
contractual or prospective contractual relations] are: (1)
the existence of a valid business relation or expectancy;
(2) the interferer's knowledge of the relationship or
expectancy; (3) intentional interference that (4) induces or
causes a breach or termination of the relationship or
expectancy and that (5) causes resulting damages to the
party whose relationship or expectancy is disrupted. 3
There is, however, a distinction between the two torts, that "being the
availability to the defendant of a privilege to interfere within the limits of
fair competition with prospective business opportunities. 36 Thus, in determining whether Older interfered with Delaware Express' prospective
contractual relations, each element "must be considered in light of [the
Defendants'] privilege to compete
or protect [their] business interests in a
37
fair and lawful manner."
Delaware Express seeks to impose tort liability upon Defendants
because of their knowing and intentional competition with Delaware
Express for Delaware Express' existing and prospective customers. 38
Critical to Delaware Express' position is its view that Defendants cannot
compete "fairly" or "lawfully" because their right to compete is precluded
by the covenant-not-to-compete inthe Non-Competition Agreement. Thus,
it is Plaintiffs implicit view that a breach of contract action based on a
covenant not to compete will typically carry with it a large subset of claims
characterized as the companion tort of interference with contractual
rights. 39 I find, however, that Delaware Express has failed to prove that it

'In re Frederick'sofHollywood. Inc., 1998 WL 398244, at *5 (Del. Ch. July 9, 1998)
(citation omitted).
'3t6DeBonaventura,419 A.2d at 947.

" Jd.

"Although

Older successfully competed with Delaware Express by soliciting

Delaware Express' ongoing customers. I do not find that Older took any business away from
Delaware Express which had been expressly agreed upon by both Delaware Express and its
customers. Instead, Older acquired business which, because the customers had historically used
Delaware Express for their charter bus needs, Delaware Express anticipated that it would continue
to provide.
3Tbhe conduct for which Delaware Express seeks to impose tort liability will, by
definition, be in breach of the covenant not to compete because it is the covenant that, according
to Delaware Express, deprives Defendants of their fair competition privilege which otherwise
limits the scope of the tort of interference of business relationships. On the other hand, there will
be breaches ofthe covenant that do not constitute tortious interference with business relationships.
For example, solicitation within the territorial limits of the covenant for customers who were
neither existing nor prospective customers of Delaware Express would not constitute the tort of
interference with business relationships but would still be a violation of the covenant
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has a claim against Defendants for the tortious interference with its
contractual rights, either existing or prospective.
Delaware Express' proof fails as to all claims of tortious
interference with contract, except for the BMS relationship, because no
damages were proved. It undoubtedly lost business to Defendants from
customers with which it had existing or prospective relationships but it did
not prove how it was damaged-either in terms of profits that it would have
achieved or in terms of profits that Defendants unjustly obtained. As noted
above, 40 the Court cannot on this record merely rely on Defendants'
revenue from certain customers to make any rational conclusion as to the
profits obtained or lost from those
jobs. Thus, the critical element of
4
damages has not been proved.' '
Delaware Express did prove damages resulting from the loss of the
work that the Defendants performed for BMS. As set forth above, Older
admitted to receiving a profit of $6,000 from that account and that amount
has been awarded as damages for breach of contract. Although Delaware
Express cannot collect twice (i.e., in contract and in tort) for the same harm
calculated in the came way, the question remains as to whether it has
established the liability of Defendants in tort as well. In order to be liable
for interference with a business relationship, Older must have known, when
he (or Creative Travel) obtained the BMS job, that he was "interfering"
with a business relationship or business expectancy of Delaware Express.
I find that he had no such knowledge at the time he agreed to perform the

"4Seesupra pp. 45-47.
""Delaware Express points to a promotional trip organized each year by WRDX Radio
to a University of Delaware away football game. Michael Klezaras, the sales manager for WRDX
Radio, testified to the reason why Creative Travel, and not Delaware Express, was selected for
the WRDX 2002 University of Delaware football trip contract. Very simply, Creative Travel was
the only party to submit a bid; Delaware Express failed to submit a bid for the project even after
a week's extension by Mr. Klezaras of the deadline date. WRDX had also contracted with
Delaware Express to supply buses for certain ski trips in the past. However, the only evidence
as to why it was not chosen this year was that Delaware Express failed to approach WRDX about

this year's ski trip. WRDX had also previously contracted with Delaware Express to supply buses
for a trip to see "42nd Street" in New York. No evidence was presented as to why WRDX had
switched this year's New York trip to Creative Travel. Delaware Express has no one to blame but
itself for losing these "lucrative" contracts.
With respect to many customers that changed fium Delaware Express to Creative
Travel/Rainbow Charter, such as, for example, Sanford School and Unique Lives, Delaware
Express, in general, demonstrated that, at least until someone agreed to provide satisfactory bus
service at a cheaper price, Delaware Express had a reasonable expectation ofcontinuing with that
business, that Older knew of the Delaware Express relationship with those customers and

intentionally sought to gain the business for his own benefit and that, as a result of Older's efforts,
Delaware Express lost the business. Mere loss of business, of course, by itself, does not establish
damages. I also note that much of the Sanford School's bus needs were met by yet another
competitor, Gregg's Bus Service. (Tr. 389-92).
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work. The services for BMS were not secured by BMS. Instead, the
business services were obtained by a consulting firm, McGettigan Partners
("McGettigan"), from Philadelphia, Pennsylvania, working on behalf of
BMS. Older did not solicit McGettigan's interest; McGettigan contacted
B's Shuttle to provide the services. Because B's Shuttle could not meet
McGettigan's needs, it referred McGettigan to Older. 42 Thus, at least
based on the record before me, Older did not know that the McGettigan
work was for BMS, and Older had no knowledge that he was interfering
with a Delaware Express expectancy. 43 Accordingly, although Older
breached the covenant not to compete when he provided services to BMS
in northern New Castle County and Defendants are liable for the damages
determined to have resulted from that breach, Defendants are not liable to
Delaware Express for tortious interference with any business relationship.
E.

Attorneys' Fees

Delaware Express maintains that it is entitled to recover its
attorneys' fees, under either the Delaware Trade Secrets Act or the NonCompetition Agreement."4
Although the so-called American Rule generally requires each
party to bear its own attorney's fees, the parties may, of course, by contract
shift that burden."' Paragraph 3 of the Non-Competition Agreement
provides, inter alia, that Older "shall pay to [Delaware Express] all
damages, including reasonable attorney's fees, sustained by [Delaware
Express] by reason of the violation of the terms of this agreement."
Therefore, in accordance with the agreement that Older made with
Delaware Express, Delaware Express is entitled to recover from Older its
attorneys' fees reasonably incurred in pursuing the relief obtained because
of Older's breach of the Non-Competition Agreement.'"

42
That McGettigan was "shopping" for the services also raises a doubt as to whether
Delaware Express had an expectancy to obtain this work.
"Ilinere is nothing in the record from which the inference can be drawn that Delaware
Express had a business relationship or expectancy with McGettigan.
'T-Because Older did not violate the Act, there is no statutory ground for an award of
attorneys' fees to Plaintiff. 6 Del. C. § 2004.
' 43Seinfeld v. Coker, 2000 WL 1800214, at.*4 (Del. Ch. Dec. 4, 2000).
"See Research & Trading Corp. v. Pfuhl, 1993 WL 93369, at *1 (Del. Ch. Feb. 26,
1993) (reluctantly "enforcing a term of an employment contract that subjects an employee to a
potentially large award of counsel fees for violating a covenant restricting his or her ability to
compete with the employer"); see also Faw, Casson & Co., LLP. v. Halpen, 2001 WL 985104
(awarding to the plaintiff reasonable attorneys' fees pursuant to a provision in an employment
contract that contained a non-competition covenant).
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III. CONCLUSION
For the foregoing reasons, Older, and those acting in concert with
him, shall be enjoined from (1) competing with Delaware Express in that
market area defined as Elkton, Maryland and that portion of New Castle
County, Delaware, north of the Chesapeake and Delaware Canal for a
period two years, reduced by the period between March 9, 2001 and
February 2,2002, and (2) using in any manner Delaware Express' corporate
customer lists. I award to the Plaintiff monetary damages in the amount of
$6,000.00 for breach of the Non-Competition Agreement; nominal damages
in the amount of $2.00 for Older's defamatory comments are also awarded.
Plaintiffmay apply for its attorneys' fees reasonably incurred in prosecution
of its claim of breach of the Non-Competition Agreement. Otherwise,
Plaintiffs claims are dismissed.
Counsel shall confer and submit within 10 days a proposed form
of final order to implement this Memorandum Opinion.
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I. Preliminary Statement
In this appraisal action, filed pursuant to Section 262 of the
Delaware General Corporation Law ("DGCL"), the court is called upon to
determine the fair value ofthe shares of common stock of PharmaSciences,
Inc. ("PSI" or "Company"), a Delaware corporation, as of June 30, 1999,
the date on which it merged ("Merger") with and into Cytokine Networks,
Inc. ("CNI"). The surviving corporation then changed its name to
Cytotokine PharmaSciences, Inc. ("CPSI"). Pursuant to the Merger, each
share of PSI common stock was converted into the right to receive
approximately 59.4 shares of CPSI common stock. Petitioner made a
timely demand for appraisal in accordance with the requirements of Section
262 of the DGCL. Petitioner contends that PSI's fair equity value at the
time of the Merger was $192.5 million, or $3,330 per share. Petitioner also
seeks 8.31% interest compounded monthly on his appraisal award, plus his
costs and expenses including reasonable expert witness and attorney's fees.
The Respondent contends that the fair value of PSI at the time of
the Merger was $26.5 million, or $458 per share of common stock.
Respondent agrees that interest should be awarded at the rate of 8.31% but
argues that it should be compounded quarterly not monthly. Respondent
also objects to any award of expert witness or attorney's fees.
For reasons discussed below, I find that (i) the going concern value
of PSI common stock, as of June 30, 1999, was $1,114 per share, or a total
of $659,458 for the 592 shares subject to appraisal; (ii) the Petitioner is
entitled to 8.31% interest compounded monthly; and (iii) the Petitioner is
not entitled to an award of legal fees or expenses.
11. Background
A.

PSI's Creation

PSI was incorporated in Delaware on February 25, 1992. From its
inception to the date of the Merger, PSI was a closely held corporation
primarily in the business of developing drug delivery products. Drug
delivery is the method of delivering a biological or pharmaceutical
compound into the body in an efficient manner in order to optimize the
therapeutic effect and/or minimize side effects.
PSI was founded by Petitioner, Kerry Gray, along with Richard P.
Storm and Dennis F. Willson. Gray was employed by PSI for eighteen
months during 1992-1993. At the time of the Merger, Gray owned 592 of
the 57,800 issued and outstanding shares of PSI common stock.
Immediately prior to the Merger, Storm was President and CEO of PSI
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while Willson held the positions of Vice President and Secretary. Both
Storm and Willson were involved in making financial projections for the
Company.
PSI was not fully funded until May 28, 1993, when Acquisition and
Shareholders Agreements were signed. The parties to the shareholders
agreement included Montgomery Medical Ventures ("MMV"), a venture
capital fund that focused on the health science area, and entities owned or
controlled by Jeffrey Picower. Picower, directly or indirectly, controlled
a majority of the outstanding shares of PSI common stock.
B.

PSI's Operations

To evaluate the different products being developed and sold by PSI
at the time of the Merger, some understanding of government regulation of
pharmaceutical products is necessary.
1.

Regulatory Approval

A new drug or drug delivery system must proceed through various
stages of testing in order to obtain FDA approval. The initial stage consists
of laboratory and animal testing and is often termed "preclinical testing."
The next stage is Phase I, which involves testing done on a small group of
volunteers. The purpose of Phase I testing is to determine safety and
dosage. The product then moves to Phase II, which typically involves
testing on 100 to 300 patient volunteers for the purpose of evaluating
efficacy and side effects. Finally, 1,000 to 5,000 patient volunteers are
used in Phase Imtesting to monitor adverse reactions to long-term use and
to determine the effectiveness of the product.
Drug delivery companies such as PSI apply proprietary techniques
to create new pharmaceutical products based on drugs developed by others.
These products are generally novel, cost-effective dosage forms that
provide any of several benefits, such as improved safety, efficacy and ease
of use. The risks and costs inherent to commercializing a pharmaceutical
product are considerably minimized when developing an alternative
delivery system for a currently approved drug. While on average it takes
10 to 15 years to bring a new chemical entity to market, a new delivery
formulation of an existing approved product takes on average 5 years.
2.

PSI's Products

At the time of the Merger, Cervidil® was the Company's only
product on the market. Cervidil® is a vaginal insert used to ripen the
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cervix when there is a need to induce labor. The insert, which is attached
to a string for ease of removal, contains Dinoprostone ("PGE2") in a
controlled-release hydrogel polymer. Cervidil® has a number of advantages over competitive products. In particular, it is control released, which
eliminates dosing, and it can be easily removed in case of an adverse
reaction. Through the Company's sole licensee in the United States, Forest
Laboratories, Cervidil® has captured over 85% of the relevant United
States market.
Outside the United States, Cervidil® is marketed under the name
Propess®. Prior to the Merger, Propess® had been launched in the U. K.,
Canada and Sweden. It was scheduled to launch in France in 1999; in

Germany, Norway and Switzerland in late 1999 or 2000; in Australia and
New Zealand in late 1999 or early 2000; and in Japan beginning in 2002.
At the time of the Merger, PSI had three products in its
development pipeline: an erectile dysfimction product ("ED Product"), a
Parkinson's disease product and a mucositis product. Both the Parkinson's
disease product and the mucositis product were in Phase I of development.
Both products used the same hydrogel polymer that was used in Cervidil®
but these products were designed for oral delivery.
The ED Product was developed by Dr. Gary Neal, founder and
CEO of AndroSolutions, Inc. Dr. Neal first approached PSI in late 1996 to
obtain a small quantity of PGE 2 for work he was doing in the area of
erectile dysfunction. In exchange for the PGE 2, Dr. Neal gave PSI a right
of first refusal on any products he developed in the field.
In late 1997, Dr. Neal presented PSI with a product he had
developed and was testing under a physician's IND.' This product was a
combination of PGE2 and a dehydrogenase inhibitor (oleic acid) and was
designed to be inserted into the meatus (tip) of the penis where it would
dissolve at body temperature, be absorbed into the body, migrate to the base
ofthe penis and produce an erection sufficient for vaginal penetration. The
theory behind the use of an inhibitor was that, although PGE2 is a potent
vasodilator, it is quickly broken down by enzymes. Thus, if this breakdown
could be prevented or delayed, the PGE 2 could be used to induce an
erection even when administered in the relatively remote site, such as the
tip of the penis. Since this concept did not involve a transdermal injection
or the use of any mechanical device for inserting the product deep into the

'Aphysician's END (investigational newdrug) allows aphysician totreatpatients under
a specific protocol. In the present case, Dr. Neal's protocol was to treat patients using the drug
Dinoprostone without the use of any inhibitors.
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urethra, PSI thought it would be an attractive alternative to other
non-systemic therapies then available on the market.2
Although PGE2 was an approved drug, it had never been approved
for the treatment of ED. In addition, the combination of PGE2 with a
dehydrogenase inhibitor had never been approved for any purpose.
Nevertheless, the record shows that PSI initially regarded the inhibitor to
be classified as "GRAS," i.e., generally accepted as safe? Also, "because
there was experience using [PGE2] in cervical ripening... the regulatory
pathway would be easier."' While the regulatory barriers confronting the
ED Product were not "insignificant," PSI expected that process to be "much
easier than starting with a new chemical entity.... ,,"
At its meeting held on December 10, 1997, the PSI board of
directors expressed a favorable view of management's proposal to pursue
the development of the ED Product and instructed them to develop a
clinical plan with cost estimates, for presentation at the next meeting.
Thereafter, management developed such a plan and presented it to the PSI
board at its April 14, 1998 meeting, at which the directors were told that the
ED Product had passed a "preliminary efficacy test."' The PSI directors
approved a licensing agreement with AndroSolutions and agreed to convey
an initial payment of $200,000 to AndroSolutions. The board also
authorized a budget of approximately $750,000 (including licensing fees)
to see the project through the proof-of-principle stage, estimated to
continue through the first quarter of 1999. The licensing agreement was
signed on July 9, 1998. Under its terms, PSI would have to make a second
payment of $400,000 to AndroSolutions on its first anniversary, unless it
decided to terminate the contract, in which case it could avoid the payment.
PSI conducted a double-blind, randomized, placebo-controlled
Phase I clinical trial for the ED Product in the first quarter of 1999. The
results of this testing were inconclusive. Further work was done in March
and April 1999 to understand those results, including a meeting held at

'Systemic drugs such as Viagra affect the entire systemic circulation of the body.
Unlike systemic drugs, locally acting drugs such as the ED Product are designed to affect a
specific part of the body without causing systemic reactions or side effects.
3
Willson testified that, based on Dr. Neal's representations, he initially classified the
inhibitor as GRAS. Willson further stated that his initial classification changed when Affiliated
Research Centers, a clinical trials organization, informed him that combining the inhibitor with
Dinoprostone presented a substantial risk and would be required by the FDA to undergo extensive
preclinical testing.
4
Trial transcript ("Tr.") at 400.
Tr. at 400.
'This may refer to the fact that several officers of PSI and others at Controlled
Therapeutics (Scotland) Ltd. ("CTS"), a subsidiary product development and manufacturing
facility, were given samples to the product to try on themselves.
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CTS's laboratories in Scotland with Dr. Neal. The results of those meetings
are summarized in a series of reports prepared by J.A. Halliday, a scientist
employed at CTS. In summary, the reports relate that CTS was unable to
formulate a product with the same clinical effects as those reported by Dr.
Neal.
This report was discouraging to PSI management, but they did not
abandon their efforts to find a solution to the problem because the potential
financial rewards of a successful ED Product were so great. As of the
effective date of the Merger, the board of directors had not decided whether
to make the next $400,000 payment to AndroSolutions or to pull the plug
on the project.
C.

The Merger

Beginning in the spring of 1996, the management and major
stockholders of PSI began active consideration of an exit strategy. The
possibilities considered included (a) an outright sale of the Company, (b)
a merger with another company which was either publicly traded or had the
prospects of going public; and (c) development of new products, which
would lead to an IPO or increase the value of the Company for sale or
merger.
Later in 1996, PSIs management had discussions with representatives from Forest Laboratories concerning a possible sale of the Company.
Representatives of Forest prepared a financial analysis, which concluded
that PSI had a net present value of $27 million. PSrs management,
however, found the analysis to be flawed because it did not consider any
value for new products. Consequently, PSI's board rejected the offer from
Forest.
PSrs management also considered a proposal by the investment
firm of Volpe Welty & Co. to sell the Company. Volpe Welty advised the
PSI board that the sale price of the Company should range between $35 and
$45 million, although a higher price could be obtained if an active bidding
auction occurred. Picower, however, concluded that at $35 to $45 million,
he would rather keep the Company than sell it. At this time, there was
general agreement among the PSI board that the Company should be valued
in the range of $60 million.
In 1997, Access Pharmaceuticals-a company run by Petitioner
Gray-offered $45 million for PSI, subject to due diligence and financing.
Access later increased its offer to $51 million. In correspondence between
Gray and PSI, Gray maintained that investment bankers for Access
considered the $51 million offer to be a premium price based on a
discounted cash flow ("DCF") models and payback analysis.
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While the Access offer was pending, PSI's management also
explored a merger with CNI, which was also controlled by Picower. In
connection with those discussions, Lehman Brothers was retained to value
PSI in April 1997. Using financial projections prepared by PSI's
management that did not quantify new business opportunities, Lehman
Brothers valued PSI at $64 million. One of the exercises performed by
Lehman Brothers was a DCF analysis of the projected stream of earnings
attributable to the cervical ripening product. This DCF analysis produced
a valuation range with a midpoint of $83 million.
In mid-1998, PSI's management estimated the value of the
Company at $49.4 million without new products and $129.6 million with
new products. CPSI now contends that the projections used to support these
valuation exercises were inaccurate because they did not take into account
the probability that some or all of the new products would fail. In other
words, CPSI argues that the projections prepared by PSI management were
not meant to reflect management's best estimate of the future performance
of the Company.
In 1999, PSI's management met with representatives of CNI and
decided to merge on a stock-for-stock basis. MMV, which owned
approximately 39% of PSI's common stock, was opposed to the Merger
because MMV was about to liquidate and could not distribute unregistered
securities to its investors. Under the stockholders' agreement, MMV had
the right to block a merger. In return for liquidity, however, MMV was
willing to sell its interest in PSI at a discount from fair value. PSI
repurchased MMV's interest at a price of $266 a share,7 a price that PSI
Chief Executive Officer later described as a "steal."
After negotiating a 60:40 ratio (PSI to CNI) for the Merger, both
parties deemed it necessary to obtain a fairness opinion. After pricing such
an opinion, however, the parties decided to save money by asking Merrill
Lynch to value the stock of both companies, without opining as to fairness.
Accordingly, Merrill Lynch was engaged to determine the fair market value
of PSI and CNI for a proposed merger of the two companies.
The Merrill Lynch valuation derived the following equity range
values for PSI:
Approach

Equity Range Value

Discounted Cash Flow $66.5 - $126.6 million
Public Market
$65.6 - $79.3 million

Midpoint
$96.5 million
$72.5 million

'At a price of $266 per share, PSI had an implied value of approximately $25 million
at the time it repurchased MMV's shares.
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$88.1 million

In its DCF analysis, Merrill Lynch applied a blended discount rate
of 40% to 50% to management's financial projections, i.e., a lower rate was
used for the product already on the market and a higher rate for the pipeline
products. At the time of the valuation, PSI's management took issue with
the discount rate used by Merrill Lynch and contended that it should be
significantly lower.' Merrill Lynch did not agree and stuck to the higher
discount rates.
In this appraisal action, CPSI takes the position that the Merrill
Lynch valuation is entirely irrelevant because, it claims, Merrill Lynch
supposedly did not value either PSI or CNI as a going concern on a
stand-alone basis. Rather, Respondent claims that management sought only
a relative valuation from Merrill Lynch in order to confirm that the
proposed allocation of 60% PSI and 40% CNI was justified for purposes of
the Merger.
D.

The Experts

Gray's trial expert was Jeffrey B. Davis, President of Small Caps
Online Group, LLC ("SCO"). SCO is a boutique communications and
investment banking firm that provides financial services to small-cap health
care and information technology companies. Davis earned an M.B.A. from
the Wharton School of Business of the University of Pennsylvania. His
experience includes service as a Senior Vice President and CFO of a
publicly traded development stage healthcare technology company, and a
position as Vice President, Corporate Finance at Deutsche Bank. Davis had
never before served as an expert in any judicial proceeding. Gray retained
Davis in this matter because of his expertise in the emerging
pharmaceutical marketplace. Gray was familiar with Davis because of
services SCO provided to Gray as President and CEO of Access Pharmaceuticals.
Davis relied entirely on a DCF analysis to value PSI, testifying that
other approaches normally used to value companies were not useful in
valuing PSI. 9 Davis's DCF analysis was based on the projections prepared

"This is not surprising because at the time the Company's financial projections were
submitted to Merrill Lynch, PSI management possessed a significant percentage of PSI common
stock and it was in their best interest to obtain a high valuation of PSI. This would provide
management a greater ownership interest in the newly formed CPSL
9Davis also conducted a comparable companies analysis and a comparable M&A
transactions analysis. For reasons discussed hereafter, he concluded that neither approach was
appropriate in valuing PSI and that fair value is best characterized by the DCF analysis.
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by PSI"s management and given to Merrill Lynch. Davis claims that these
projected revenues, earnings and cash flows were discounted using
discount rates commensurate with other drug delivery companies. Davis's
DCF analysis ultimately resulted in a valuation with a midpoint of $192.5
million, or $3,330 per share.
Respondent's expert witness was J. Mark Penny of Hempstead &
Company. Penny is an accredited senior appraiser in the American Society
of Appraisers with a specialty discipline of business valuation. Penny has
conducted approximately one thousand business valuations, including ten
in the pharmaceutical industry and two in the drug delivery business.
In determining the fair value of PSI common stock, Penny used a
DCF analysis and a guideline company analysis. Based on the DCF
analysis, Penny determined that the fair equity value of the Company was
$36.7 million. Based on the guideline company analysis, Penny concluded
that the fair equity value of the Company was approximately $35.9 million.
Weighing these nearly identical results equally, Penny found that the fair
value of PSI common stock at the time of the Merger was $36.4 million, or
$383 per share. Penny subsequently adjusted this valuation to reflect the
fact that MMV shares were not outstanding at the time of the Merger,
having been purchased for $10 million cash. After making this adjustment,
Penny concluded that the fair equity value of the Company was $26.5
million, or $458 per share.
m. Analysis
Under Section 262 of the DGCL, Gray is entitled to his pro rata
share of the fair value of PSI's common stock at the time of the Merger.
Fair value, as used in Section 262(h), has been defined as "the value of the
Company to the stockholder as a going concern, rather than its value to a

third party as an acquisition."'" Furthermore, Section 262(h) directs this
court to calculate the going concern value "exclusive of any element of
value arising from the accomplishment or expectation of the merger or
consolidation."" As is all too often the case, the parties' experts examined
PSI's operations and assets at the time of Merger, analyzed the corporation's

financial performance, both historical and projected, and came up with
enormously disparate conclusions as to its value. Penny, for the
Respondent, concluded that PSI's going concern value was only $26.5

'aM.P.M. Enterprises, Inc. v. Gilbert, 731 A.2d 790, 795 (Del. 1999); see also Cede
& Co. v. Technicolor, Inc., 684 A.2d 289, 299 (Del. 1996) (failure to value the company as a
going concern may result in an understatement of fair value).
118 Del. C § 262(h).
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million and, thus, Gray was entitled to approximately $271,136 for his
shares. Davis, for the Petitioner, arrived at a value of$192.5 million for the
Company and approximately $1,971,360 for Gray's shares. Obviously, the
underlying assumptions that drive these valuations must be tested to ensure
that all relevant facts are properly and reasonably considered.' 2 Just as
obviously, I must examine the circumstances surrounding the preparation
of these valuations to determine whether or not they are credible or reliable.
Fortunately, I have the benefit of an independent valuation performed by
Merrill Lynch in connection with the Merger. 3 PSI management used the
Merrill Lynch valuation to justify a favorable exchange ratio for its
shareholders in the Merger. Moreover, the record fully justifies the conclusion that PSrs management and board of directors accepted the Merrill
Lynch analysis and valuation as substantially accurate for purposes of
approving that transaction. In this litigation, CPSI chose to retain Penny's
firm, rather than Merrill Lynch, to act as its expert witness. Penny arrived
at a valuation more than 50% lower than Merrill Lynch. To explain this
significant variance, CPSI tries to undermine the reliability of Merrill
Lynch's work as a measure of going concern value. The arguments it
makes are discussed and rejected below. 4 I find that the Merrill Lynch
valuation is both reliable and highly probative of the going concern value
of PSI and will rely on it in appraising the shares at issue.
A.

Petitioner's Valuation Expert

Davis prepared a DCF analysis, a comparable companies analysis
and a comparable Mergers & Acquisitions transactions analysis. The
reliability of Davis's entire valuation is undermined for several reasons.
First, more than a year before the Merger, Gray retained Davis to serve as
a financial consultant and advisor to Access Pharmaceuticals. At that time,
Gray was President and CEO of Access and regularly consulted with Davis
in connection with financial advisory issues and investor relations needs.
In exchange for his services, Davis received substantial monthly cash
payments and warrants to purchase Access stock. Furthermore, Davis

2
1 Gilbertv.

MPM Enterprises, Inc., 709 A.2d 663, 667 (Del. Ch. 1997).
"Thebenefit of having an independent expert was recognized in Gilbert, where then
Vice Chancellor (now Justice ) Steele noted in footnote 8: "This clear tendency of experts to
provide an extreme value most favorable for their client encourages disagreement in every area
of the proceeding. Weighing of these numerous minor areas of conflict, and not necessarily the
interpretation of financial models, is perhaps the best reason for this Court to consider appointing
an independent expert to sort through the clutter submitted." Id. at 667 n.8.
4
Petitioner also relies on the Merrill Lynch valuation in his post-trial reply brief, more
or less to the exclusion of his own trial expert whose report and opinion were both easily attacked.
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admitted that he agreed to serve as an expert in this action, a role that he
never previously performed, due to his relationship with Gray. These facts
substantially undermine Davis's ability to act independently of Gray.
Second, Davis's valuation report contained several errors. In his
DCF analysis, Davis included interest income in his projection of free cash
flows 5 and applied an inappropriately low discount rate to PSI's future cash
flows. 16 These errors resulted in a substantial overvaluation of the
Company and further undermine the reliability of Davis's DCF analysis.
Finally, Davis's valuation reached conclusions as to value that are
so high that they draw into question both his qualifications and his
independence. Compared to the valuations conducted by Merrill Lynch
and Lehman Brothers, Davis's valuation is off the charts. As stated above,
the Merrill Lynch analysis produced a valuation with a midpoint of $87.5
million. On par with the Merrill Lynch analysis, Lehman Brothers' April
1997 DCF analysis valued PSI at approximately $84 million. Davis's
valuation, which produced a going concern value of $192.5 million, more
than doubles the results reached by Merrill Lynch and Lehman Brothers.
Davis's going concern value is also more than four times higher
than any offer PSI's board received when attempting to sell the Company.
In 1996, PSrs board rejected a $27 million offer from Forest Laboratories.
At about the same time, Volpe Welty & Co. advised PSI's board that the
sale price of the Company should range between $35 and $45 million. In
1997, Access Pharmaceuticals offered to purchase PSI for $51 million. The
extraordinary variance from these indications of value is unexplained.
In sum, when compared to other indications of value, Davis's
valuation is such an outlier that it casts doubt on its reliability, quite apart
from its exact assumptions and methodologies. Given its "outlier" status,
Gray and Davis had an obligation to explain the extreme variation from the
pack. Because they failed to do so, and because of Davis's lack of
independence, I will not rely on Davis's valuation.
B.

Respondent's Valuation

Respondent's expert, Penny, included a DCF analysis and a
comparable companies analysis in his valuation. For reasons discussed
below, I also find Penny's entire valuation to be unreliable.
"Davis incorrectly assumed that interest income would be retained by the Company and
not distributed to shareholders. Unlike Penny and Merrill Lynch, Davis failed to make any
adjustments to the interest income projections, thus resulting in a substantial overvaluation.
'6 Daviss comparable companies analysis also contained several errors. I will not delve
into the specifics of those errors because Gray conceded that the methodology used in the
comparable companies approach was not useful in the present context.
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Discounted Cash Flow Approach

In preparing his DCF analysis, Penny completely disregarded the
cash flow projections that were prepared by PSI's management and relied
on by Merrill Lynch. Instead, Penny made his own projections. He did so
by assuming a constant rate of growth over PSI's 1998 revenues (10% in
one case and 20% in the other). Penny also eliminated all projected
earnings from new products.
In formulating his own projections for PSI, Penny endorsed CSPI's
argument that management's prior forecasts were merely "what if"
scenarios used to assist the board in considering various funding options.
I cannot agree. Considering the type of industry PSI is in, management
projections will inevitably contain "what if' scenarios. This is primarily
due to the inherent difficulty involved in predicting when a pipeline product
will gain FDA approval and how much of a market share an approved
product will capture. Nevertheless, PSI's management presented these
forecasts to Merrill Lynch to determine the fair market value of PSI and
CNI for a proposed merger of the two companies. In fact, Willson testified
that his projections were based on detailed information and were
conservatively prepared. Certainly, CPSI presented no evidence suggesting
that Merrill Lynch was told that the financial forecasts it was given were
mere "management tools" that did not accurately reflect PSI's future cash
flows.
Aside from disregarding management's revenue projections, Penny
also ignored management's projections in several other respects.
Specifically, Penny increased management's projected General and
Administrative expenses from 5% to 10%; increased management's
projected Cost of Goods Sold and Royalties from 37.6% of sales to 50% of
sales; and increased the tax rate to 40% from managemenfs projected 35%.
Penny did not provide valid reasons to warrant all of these adjustments. In
sum, I cannot accept that Penny, with his limited experience with the
Company, was better equipped to make future financial projections than
PSI's management.
Consequently, I find Penny's litigation-driven
projections to be unreliable and, thus, disregard his DCF analysis. Any
other result would condone allowing a company's management or board of
directors to disavow their own data in order to justify a lower valuation in
an appraisal proceeding."7
I also find that Penny's DCF is so heavily dependent on the
determination of PSI's terminal value that the entire exercise amounts to
"Cavalier Oil Corp. v. Harnett,Del. Ch., C.A. No. 7959, slip op. at 49, Jacobs, V.C.
(Feb. 22, 1988), affid, 564 A.2d 1137 (Del. 1989).
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little more than a special case of the comparable companies approach to
value and, thus, has little or no independent validity."' This is easily seen
from the fact that Penny's discounted terminal value calculations equal or
exceed 75% of the total discounted cash flow value of the enterprise in the
lowest case and 85% or more in the other three cases presented. Thus, it
is hardly surprising that there is a tight fit between the results Penny derives
from the DCF ($36.7 million) and that from the comparable companies
approach to value ($35.9 million). In the circumstances, this is an added
reason not to rely on Penny's DCF analysis in valuing PSI.
2.

Comparable Companies Approach

Penny's comparable companies approach is also unreliable for
several, different, reasons. First, the comparable companies used by Penny
were much larger than PSI both in terms of revenue and market
capitalization." Second, of the ten comparable companies utilized by
Penny, only one was in the drug delivery business. This court has found
that the "utility of the comparable company approach depends on the
similarity between the company the court is valuing and the companies
used for comparison. "2O Where there is a "lack of comparable companies,"
the analysis is not "particularly meaningful" and should not be used.2 '
Since Penny's comparable companies were not in the drug delivery business
and were on average much larger than PSI, I find that they are dissimilar
from PSI. As a result, I find Penny's comparable companies analysis to be
unreliable.
C. The Merrill Lynch Valuation
The valuation done by Merrill Lynch is a reliable depiction of the
fair value of PSI at the time of the Merger. Merrill Lynch was a
disinterested party at the time it prepared its valuation. Unlike the
litigation-driven models prepared by each party's expert witness, the Merrill
Lynch valuation was prepared shortly before the Merger at a time when
Merrill Lynch had no incentive to artificially inflate or shrink the value of
PSI.

'Terminal value is calculated by multiplying terminal yearrevenues or EBIT by figures
derived from Pennys examination of comparable companies.
"T'he comparable companies taken together had a market capitalization with a median
24 times higher than PSL The median revenue of the comparable companies was 12 times larger
than PSI.
"I1n
re Radiology Assoc., Inc. Lit., 611 A.2d 485,490 (Del. Ch.1991).
21
Kahn v. Household Acquisition Corp., 591 A.2d 166, 175 (Del. 1991).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 28

CPSI argues that the Merrill Lynch valuation should be set aside

because it does not represent the fair value of PSI as a going concern on a

stand-alone basis. CPSI contends that the Merrill Lynch valuation was
done only to determine the relative values of CNI and PSI-not their
absolute values-in connection with a possible stock-for-stock merger. In
support of this contention, CPSI cites deposition testimony elicited from
Kit A. Kamholz, lead analyst in the Merrill Lynch valuation. At his
deposition, Kamholz testified that the projections used in his DCF
valuation do not take into account the risk that the ED Product would never
be approved. Kamholz further testified that, had he valued PSI as a going
concern on a stand-alone basis, he would have adjusted management's
financial projections to reflect the increased risk associated with the "stage
of development the client was in." Kamholz repeatedly stated that he took
management's financial projections at face value and did not discount the
projections to reflect the possibility that the pipeline products would never
reach the market.
If this were true, it would, of course, undermine the reliability of
the Merrill Lynch DCF analysis.

However, Kamholz's deposition

testimony on this matter contradicts what is actually stated in the Merrill
Lynch valuation report. When discussing the discount rate applied to
management's projected cash flows, the valuation report states:
Discount rates for development stage companies in the
biopharmaceutical/biotechnology industry typically range
from 35% to 70%. The discount rate appropriate for a
particular company depends upon factors including:
-Stage ofdevelopmentfor the company 'sproductpipeline
(i.e., Preclinical,Phase I, Phase II, Phase III) and the
probabilityof developing these products successfully.
- Diversification of the product pipeline/portfolio.
- Level of competition within the targeted market(s).
- Existence of collaborations and/or partnerships with
large drug companies.
- Outlook for and existence of commercially launched
products by the company.
- Management depth and other qualitative factors.
Given these considerations and other factors specific to
PSI, Merrill Lynch applied discount rates of 40% to 50%
to Psrs forecasted cash flows. (Emphasis added.)
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The italicized portion of the Merrill Lynch report directly
contradicts Kamholz's testimony. It is quite clear that the large discount
rate applied by Merrill Lynch to PSI's projected cash flows takes into
consideration the possibility that the Company's pipeline products will
never reach the market.
Moreover, the thrust of CPSI's argument is undercut by other parts
of Kamholz's testimony. At his deposition, Kamholz stated that Merrill
Lynch's valuation approach would not have changed if the Merger were a
stock-for-cashmerger as opposed to a stock-for-stock merger. He clarified
this statement by agreeing that if the Merger involved Cytokine
shareholders receiving stock and PSI shareholders receiving cash, his
valuation method would have been the same. The obvious implication of
this testimony is that Kamholz and Merrill Lynch did not merely perform
a comparative valuation but, instead, applied normal valuation techniques
as they would in any valuation assignment.
1.

Discounted Cash Flow Approach

In its DCF analysis, Merrill Lynch applied a range of discount rates
to PSI's projected cash flows. As noted above, the discount rates took
several factors into consideration, including the stage of development ofthe
products in the Company's pipeline and the probability of developing those
products successfully. Ultimately the discount rates applied to PSI
projected cash flows ranged from 40% to 50%.
Merrill Lynch also placed a value on PSI beyond the forecast
period by applying a range of multiples of revenue to projected revenues
in 2008. Based upon market valuations for publicly traded companies
similar to PSI, a range of revenue multiples from 4.Ox to 6.Ox was selected.
The terminal value was then discounted to the present and added to the
present value of projected cash flows from 1999 to 2008.
Applying different variations of discount rates and terminal
multiples leads to drastically different results. At the low end of the
spectrum, applying a 50% discount rate and a terminal multiple of 4.Ox
would lead to a valuation of approximately $66.5 million. At the high end
of the spectrum, applying a 40% discount rate together with a terminal
multiple of 6.0x would result in an approximate valuation of $126.5
million.
I find that PSI's projected stream of future cash flows should be
discounted at 50%. As stated above, the Merrill Lynch valuation was
completed in May of 1999. Consequently, the discouraging results of
meetings conducted at CTS on June 9 and 10, 1999 were not considered in
Merrill Lynch's analysis. The results obtained decreased the likelihood that
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the ED Product would successfully enter the market. The results, however,
did not indicate that the ED Product would never reach the market. If this
were the case, PSI management would certainly have informed Merrill
Lynch that its financial projections were inaccurate, which would render
the previously deduced merger ratio invalid. Because PSIs board never
informed Merrill Lynch of the "new" information obtained at the CTS
meeting, I will account for that discouraging information by applying the
high end (50%) of the range of discount rates applied by Merrill Lynch.
Ialso find that a revenue multiple of 4.Ox should be applied to PSI's
projected revenues in 2008 to determine most accurately the Company's
terminal value. At the time of the Merger, PSI was in a strong financial
position and it had no long-term debt on its balance sheet. Furthermore, it
had a very successful product that had captured over 85% of the United
States market and was scheduled to launch in markets all over the globe.
Nevertheless, a substantial part of PSI's future revenues hinged on the
success of the ED Product. Taking into consideration the discouraging
results of the CTS meeting, I find that applying a low revenue multiple of
4.Ox will best reflect PSIs terminal value.
Applying a 50% discount rate to PSIs projected cash flows
together with a terminal multiple of 4.Ox results in an enterprise value of
approximately $66.5 million. The enterprise value must be adjusted
because Merrill Lynch's DCF valuation did not include interest income on
any cash or cash equivalents or interest expense on any debt. As a result,
the Company's cash or cash equivalents should be added to the Company's
enterprise value. Conversely, any interest-bearing debt should be deducted
from the Company's enterprise value. As of June 30, 1999, the Company
had cash and investments of $8.7 million and no interest-bearing debt.
Adding $8.7 million to the Company's enterprise value results in a derived
value of $75.2 million. Consequently, I find that based on a DCF analysis,
PSI's going concern value at the time of the Merger was $75.2 million.
2.

Comparable Companies Approach

Merrill Lynch's comparable companies analysis also reliably
depicts the fair value of PSI at the time of the Merger. 2 Using this
approach, Merrill Lynch analyzed market capitalization and market value
multiples for publicly traded biotechnology and biopharmaceutical

'This comparable companies analysis was prepared when Merrill Lynch worked for
both PSI and CNI. Consequently, there was no bias in the assignment and Merrill Lynch had no

incentive to artificially inflate or shrink the value of PSI. Moreover, Respondent's criticism ofthe
Merrill Lynch valuation appears to be directed solely at the DCF analysis.
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companies that focused on drug delivery technology. Aside from focusing
on drug delivery companies, Merrill Lynch took other precautions to ensure
that the comparable companies were sufficiently similar to PSI. It excluded
companies with revenues greater than $150 million and also left out
companies with no commercially launched products on the market. In the
end, Merrill Lynch found five companies that focused on drug delivery,
were of similar size, and had products in similar stages to that of PSI. Based
on multiples derived from the comparable companies, Merrill Lynch
determined that PSI's enterprise value ranged from $57,843,000 to
$71,482,000.23 will use the midpoint of this range, which is $64,662,500.
Similar to the DCF analysis, the enterprise value deduced from the
comparable companies analysis must be adjusted to reflect PSI's cash or
cash equivalents and interest-bearing debt as of June 30, 1999. Adding
$8.7 million results in a derived value of $73,362,500.24
Merrill Lynch's DCF and comparable companies analyses were
both reliable measures of going concern value. As such, Iwill average their
results, which leads to a going concern value of $74,281,250. This value
must be adjusted to reflect the repurchase of MMV's substantial holdings
of PSrs common stock. MMV's 37,200 shares of common stock were
repurchased by the Company immediately prior to the merger for
$9,899,204. The purchase price of $9,899,204 is subtracted from the going
concern value of $74,281,250, which yields an adjusted fair equity value
of $64,382,046. Reducing the shares issued and outstanding to 57,800 and
dividing that number into $64,382,046 yields a per share value of $1,114.
D.

Post-Merger Interest

Section 262(i) of the DGCL provides in pertinent part that after
appraising the shares:
The Court shall direct the payment of the fair value of the
shares, together with interest, if any, by the surviving or
resulting corporation to the stockholders entitled thereto.
Interest may be simple or compound, as the Court may
direct.
'he enterprise value of $57,843,000 was determined by applying a multiple of 6.63x
to PSFs revenues in the twelve months ending April 27, 1999. Ideally, the revenue multiple of
6.63x should be multiplied by PSrs LTM revenues ending June 30, 1999, however, neither party
has presented that figure to the court. The enterprise value of $71,482,000 was determined by
applying a 24multiple of 14.lx to PSPs projected 2000 Net Income.
MerriUl Lynch did not adjust this result by applying either a control premium or an
illiquidity discount Neither party challenges this approach.
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Both parties agree that interest should be awarded at the compound rate of
8.31%. They disagree, however, on the proper compounding interval.
Relying on several recent decisions of this court, Gray contends that
interest should be compounded on a monthly basis.25 Gray also bases this
conclusion on the fact that PSI loaned funds to CNI a few months prior to
the Merger at a rate of 10% compounded monthly. I agree with Gray and
find that in the present context it is appropriate to compound interest on a
monthly basis.
E.

Fees and Expenses

Section 262 of the DGCL provides that "[t]he costs of the
[appraisal] proceeding may be determined by the Court [of Chancery] and
26
taxed upon the parties as the Court deems equitable in the circumstances. ,
This statute was interpreted in Cede & Co. v. Technicolor, where the
Delaware Supreme Court stated, "[i]n the absence of an equitable
exception, the plaintiff in an appraisal proceeding should bear the burden
of paying its own expert witnesses and attorneys."27
Gray relies on the argument that CPSI proceeded in bad faith, for
two reasons. First, Gray argues that Penny's valuation is equivalent to the
MV repurchase price, which Storm described as a "steal." Second, Gray
argues that he demanded appraisal in reliance on the Merrill Lynch analysis
that was provided to him by PSI management in connection with the
Merger. As such, Gray contends that Respondent's disavowal of the Merrill
Lynch valuation is "unprincipled" and "inequitable." Gray's first point is
simply incorrect. The MMV repurchase price and the per share value
deduced by Penny were not "equivalent." Penny's valuation of $458 per
share was significantly higher than the $266 repurchase price offered to
MMV. Gray's second point is closer to the mark but, ultimately,
unpersuasive because Gray did not rely on the Merrill Lynch analysis in
this litigation. Instead, he obtained and tried to persuade the court to adopt
the work of his own ill-qualified and unreliable expert. In sum, I find that

'See Onti, Inc. v. Integra Bank, Del. Ch., Consol. C.A. No. 14514, Chandler, C., slip
op. at 51 (May 26, 1999) (awarding interest compounded monthly); Grimes v. Vitalink
CommunicationsCorp., Del. Ch., C.A. No. 12334, Chandler, C., slip op. at 39 (Aug. 26, 1997)
("the dual purposes of compensation and restitution may only be served by a compounding
interval at least as frequent as one month"), affd, 708 A.2d 630 (Del. 1998); Hintmann v. Fred
Weber, Inc., Del. Ch., C.A. No. 12839, Steele, V.C., slip op. at 33 (Feb. 17, 1998) (awarding
interest "adjusted and compounded monthly").
268 Del. C. § 262(j).
27684 A.2d 289, 301 (Del. 1996).
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Gray has failed to prove an equitable exception and, thus, he should bear
the burden of paying his own expert witness and attorney's fees.
IV. Conclusion
For all the foregoing reasons, I determine that the fair value of each
share of PSrs common stock, as of the date of the Merger, was $1,114 and,
thus, will enter an order awarding Petitioner a total of $659,488 plus
interest at the rate of 8.31%, compounded monthly. The parties are
directed to present an order of final judgment in conformity with this
opinion within 10 days of this date.
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This lawsuit challenges certain actions taken in connection with a
hotly contested shareholder vote on a proposed merger. The merger would
combine Hewlett-Packard Company ("HP") and Compaq Computer
Corporation, the second and third largest computer makers in the United
States. HP's management strongly supported the merger. Plaintiffs, Walter
B. Hewlett, Edwin E. van Bronkhorst, and the William R. Hewlett
Revocable Trust (collectively, "the Hewlett Parties"), opposed the merger
and waged a vigorous proxy contest against it. On March 19, 2002, HP
held its special meeting of stockholders to vote on the proposed
combination. Following the meeting, HP announced that the proposed
merger had been approved by a slim, but sufficient, margin of votes. The
independent inspector of elections has not informed either party of any
preliminary results of the voting, and is not expected to certify final results
until the latter part of April, 2002.
Nine days after HP's stockholder meeting, the Hewlett Parties filed
this action, pursuant to 8 Del. C. § 225(b), seeking a declaration that the
merger was not validly approved. They attack the merger vote on two
fronts. First, they allege that a large number of votes were cast in favor of
the merger by a stockholder whose approval was obtained through
coercion, intimidation, or enticement by HP management. Second, they
assert that HP management procured its proxies in favor of the merger by
knowingly making material misrepresentations about key financial numbers
at the center of HP's proxy campaign.
On April 1, 2002, HP moved to dismiss the complaint. Because all
parties to the controversy were concerned about a prompt resolution, I
directed all briefing on the motion to be completed by April 6, and oral
argument was held on April 7. This is the Court's decision on that motion.
. STANDARD OF REVIEW
The standard governing a Chancery Rule 12(b)(6) motion to
dismiss is well-established. A party is entitled to dismissal of the complaint
only where it is clear from its allegations that the plaintiff would not be
entitled to relief under any set of facts that could be proven to support the
claim. Moreover, the Court is required to accept all of plaintiffs factual
allegations as true and give plaintiff the benefit of all inferences that may
be drawn from the facts. Dismissal is appropriate under Rule 12(bX6) only
where it appears with a reasonable certainty that a plaintiff would not be
entitled to the relief sought under any set of facts that could be proven to
support the action.
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H. BACKGROUND FACTS'
HP and Compaq are each publicly traded Delaware corporations
and global providers of computers and computer-related products and
services. Hewlett and van Bronkhorst are co-trustees of The William R.
Hewlett Revocable Trust (the "Trust"), which owns 72,802,148 shares
representing approximately 3.75% of HP's outstanding stock. The Hewlett
Parties beneficially own 75,748,594 shares of HP representing approximately 3.90% of HP's outstanding stock.2
On September 4, 2001, HP and Compaq entered into an agreement
by which the two companies would be combined. Under the terms of this
proposed merger, Compaq stockholders would be issued 0.6325 of a share
of HP common stock for each share of Compaq stock they owned,
representing in the aggregate approximately 35.7% of the combined
company. HP stockholders would continue to hold the same number of
shares they owned before the merger but, because of the new HP shares
issued to former Compaq shareholders, the equity ownership percentage of
the existing HP stockholders would be considerably diluted.
Consummation of the proposed merger required a majority vote of HP
stockholders voting at a meeting where a majority of the outstanding HP
shares were present and properly approved the issuance of HP stock to
Compaq stockholders.
Immediately following the announcement of the proposed merger,
HP's stock price dropped 18.7% from $23.21 to $18.87 (representing an
aggregate loss of approximately $8.5 billion in stockholder value). By
early November 2001, the price of HP's shares had dropped 27.2%. This
continued decline in share price contrasts with a 9.9% gain in share value
realized by an index of comparable companies.
On November 6, 2001, in reaction to this decline in value that
Hewlett believed confirmed his concerns over the proposed merger,
Hewlett publicly announced that he, the Trust, the William and Flora
Hewlett Foundation, and his two sisters would all vote against the proposed
merger. That same day, David Woodley Packard, son of HP's other
founder, announced that he would also vote against the transaction. Later
the Packard Foundation also announced its shares would be voted against
the proposed merger. The Hewlett Parties, the William and Flora Hewlett
Foundation, Hewlett's two sisters, David Packard, and the Packard

'The facts recited are taken from the well-pleaded allegations contained in the
complaint and
any documents incorporated by reference therein.
2
Hewlett has also been a director of HP for approximately 15 years and is the son of

the late William R. Hewlett, one of HP's founders.
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Foundation collectively represent approximately 18% of HP's voting
shares. By a definitive proxy statement dated February 5, 2002, the
Hewlett Parties solicited proxies in opposition to the proposed merger.
On March 19, 2002, HP held a stockholders meeting to vote on the
proposed transaction. After the meeting, HIP publicly claimed that the
proposed merger was approved by a slim margin. The independent
inspector responsible for certifying the vote, however, has not informed
either party of any preliminary results of the voting.
I. ANALYSIS
A.

The Vote-Buying Claim

1.

Contentions of the Parties

The Hewlett Parties' allegation with regard to proxies cast in favor
of the proposed merger by Deutsche Bank3 is essentially, although not
captioned as such in the complaint, a vote-buying claim. Deutsche Bank
holds at least 25 million shares of HP. The plaintiffs allege that Deutsche
Bank's last-minute switch from voting 17 million of its shares against the
merger to voting those shares for the merger was the result of a
combination of inducement and coercion, orchestrated by HP's
management, which caused Deutsche Bank to vote in favor of the proposed
merger for reasons other than those based upon the merits of the
transaction." The Hewlett Parties' allegations in support of this claim focus
on actions taken during the four days before and the morning of the special
meeting.
On or before March 15, 2002, the proxy committee of Deutsche
Asset Management, Inc. conducted an independent review from which it
determined to vote its shares against the proposed merger. Consistent with
that decision, Deutsche Bank submitted its proxies and voted against the
proposed merger. On March 15, 2002, HP closed a new multi-billion dollar
credit facility to which Deutsche Bank had been added as a co-arranger. As
of March 18, 2002, the day before the shareholders meeting, Deutsche
Bank was concerned that HP's reaction to the proxy committee's
disapproval of, and vote against, the proposed merger would be to end the

'Plaintiffs' allegations concerning "Deutsche Bank" include Deutsche Bank AG as well
as all subsidiaries and affiliates (including Deutsche Asset Management, Inc.).
4
Presumably if only 17 million of Deutsche Bank's 25 million shares were switched
from voting against to voting for the merger, Deutsche Bank still voted 8 million (or
approximately 1/3) of its shares against the merger.

2003]

UNREPORTED CASES

ongoing, and desired future, business dealings between HP and Deutsche
Bank. Allegedly at the demand of HP management, a telephone conference
was held between Deutsche Bank and HP management on the morning of
the March 19 vote. After that conference call, Deutsche Bank switched as
many as 17 million votes to favor the proposed merger. The plaintiffs
contend that this switch was elicited as a result of the inducement provided
by the current HP credit facility, to which Deutsche Bank had just been
added, combined with the coercion of the telephone conference from which
Deutsche Bank understood that its future business dealings with HP would
be jeopardized if it did not switch its votes to favor the proposed merger.
The Hewlett Parties suggest that evidence of the import of this switch to
HP's management is shown from HP's CEO and board chairwoman,
Carleton S. Fiorina ("Fiorina"), first delaying the scheduled opening of the
March 19 special stockholder meeting to wait for word from Deutsche
Bank, and then announcing the closing of the polls promptly after
apparently receiving word on the podium that Deutsche Bank had switched
its vote. This vote-buying arrangement allegedly had the purpose and
effect of defrauding and disenfranchising HP stockholders.
HP had 1,941,391,000 shares outstanding and eligible to vote on
the proposed merger as of the record date. I-P's management reported that
the proposed merger was approved by an extremely thin margin. If the
parties are correct that the margin between the votes in favor of and those
against the merger was less than 1%of the shares voted, the improper
influence on Deutsche Bank's decision to switch 17 million votes to favor
the proposed merger could have determined the outcome of the vote. Based
on the facts alleged, the Hewlett Parties seek a declaration that the
Deutsche Bank proxies which were switched in favor of the merger were
improperly induced and/or coerced and are, therefore, void.
HP responds to these allegations by contending that a claim of
vote-buying is disfavored in Delaware as a basis upon which to
disenfranchise stockholders and overturn a vote. HP contends that it is the
plaintiffs who are, in fact, seeking to disenfranchise shareholders through
their prayer for a declaration from this Court that Deutsche Bank's proxies
are invalid. Finally, HP argues that the Hewlett Parties have failed to plead
adequately a vote-buying claim (assuming that such a claim is still
cognizable) because there was not a binding voting agreement governing
Deutsche Bank's stock and because a majority of HP stock was not
obligated to vote in favor of the transaction.
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Legal Standard for a Vote-Buying Claim

This Court has, on several earlier occasions, addressed so-called
"vote-buying" allegations. In some instances the claims were successful
and in others they were not. There does not, however, appear to be an
obvious predisposition on the part of the Court one way or another toward
vote-buying claims.'
The appropriate standard for evaluating vote-buying claims is
articulated in Schreiber v. Carney.' Schreiber indicates that vote-buying
is illegal per se if "the object or purpose is to defraud or in some way
disenfranchise the other stockholders."" Schreiberalso notes, absent these
deleterious purposes, that "because vote-buying is so easily susceptible of
abuse it must be viewed as a voidable transaction subject to a test for
intrinsic fairness."" At first blush this proposition seems difficult to

'Inthe seminal Delaware case on vote-buying, Schreiber v. Carney, the Court
recounted the history of challenges to vote-buying agreements in Delaware jurisprudence. 447
A.2d 17, 23-26 (Del. Ch. 1982). The Schreiber Court noted that earlier cases "had sumnmarily
voided the challenged votes as being purchased and thus contrary to public policy and in fraud of
the other stockholders." Id. at 23 (citing Macht v. MerchantsMortgage & Credit Co., 194 A. 19
(Del. Ch.1937); Hall v. Isaacs, 146 A.2d 602 (Del. Ch. 1958) affd, 163 A.2d 288 (Del. 1960);
and Chew v. Inverness Mgt.Corp., 352 A.2d 426 (1976)). The Court noted that all of the cited
cases "emphatically stated that vote-buying was against public policy but failed to discuss the
reason why, other than because of the obvious presence of firaud." Id. In attempting to discern
the bases for the result in those cases, the SchreiberCourt examined the cases cited by Macht (all
from other jurisdictions) as support for voiding the challenged votes. Two principles were
apparent from those cases. First, those cases held that vote-buying was illegal per se if that
agreement was entered into for the purpose of either defrauding or disenfranchising other
shareholders. Second, they indicated that vote-buying was illegal per se "as a matter of public
policy, (because] each stockholder should be entitled to rely upon the independent judgment of
his fellow stockholders." Id at 24.
This second principle was based on the notion that there as a duty owed by all
shareholders to each other. The rationale for that notion was that "while self interest motivates
a stockholder's vote, theoretically, it is also advancing the interests of other stockholders. Thus,
any agreement entered into for personal gain, whereby a stockholder separates his voting right
from his property right was considered a fraud upon this community of interests." Id.The
Schreiber Court noted that the notion that vote-buying was illegal per se as a matter of public
policy was "' obsolete because it is both impractical and impossible of application to modern
corporations... and [that] the courts have gradually abandoned it.'" Id. at 25 (quoting 5 Fletcher
Cyclopedia Corporation(Perm. Ed.) § 2066). Furthermore, the Legislature has codified, at 8 Del.
C. 218(c), the permissibility of creating voting agreements. As noted below, however, the
principle that vote-buying is illegal per se if entered into for deleterious purposes survives.
6447 A.2d 19 (Del. Ch. 1982).
7
Id. at 25-26.
'Id.
at 26; see also In re IXC Communications, Inc. ShareholdersLitig., 1999 WL
1009174 at *8 (Del. Ch.) ("Generally speaking, courts closely scrutinize vote-buying because a
shareholder who divorces property interest from voting interest, fails to serve the 'community of
interest' among all shareholders, since the 'bought' shareholder votes may not reflect rational,
economic self-interest arguably common to all shareholders.").
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reconcile with the General Assembly's explicit validation of shareholder
voting agreements in §218(c). 9 Significantly, however, it was the management of the defendant corporation that was buying votes in favor of a
corporate reorganization in Schreiber. Shareholders are free to do whatever
they want with their votes, including selling them to the highest bidder.
Management, on the other hand, may not use corporate assets to buy votes
in a hotly contested proxy contest about an extraordinary transaction that
would significantly transform the corporation, unless it can be demonstrated, as it was in Schreiber,that management's vote-buying activity does
not have a deleterious effect on the corporate franchise."
I am not persuaded by IP's contention that, as a threshold matter,
a plaintiff cannot state a cognizable claim unless he establishes that there
was a binding obligation to vote a specific way, in the nature of a contract,
on the part of the shareholder whose vote is challenged. Of course there
must be some kind of agreement with regard to how the challenged shares
are to be voted for the issue to arise in the first place. I am not convinced,

however, by the argument that such agreement must rise to something akin
to a contractual obligation to vote shares according to the wishes of another
before a cognizable claim may be stated. It is more logical to tie
cognizability of a vote-buying claim to actual voting in accordance with a
purportedly illegal agreement. Protection of unsuspecting shareholders

who are at risk of being defrauded or disenfranchised should be the focus
of the Court, not whether the allegedly bad actors were contractually
obligated to each other. I conclude, therefore, that a contractually binding
obligation between parties to an agreement to vote shares in a particular
manner is not a prerequisite to a vote-buying claim. The threshold showing
required of a plaintiff is that he plead facts from which it is reasonable to
infer that in exchange for "consideration personal to the stockholder," a
stockholder has agreed to vote, or has in fact voted, his shares as directed
by another."

'Section 218(c) provides:
An agreement between 2 or more stockholders, if in writing and
(c)
signed by the parties thereto, may provide that in exercising any voting
rights, the shares held by them shall be voted as provided by the agreement,
or as the parties may agree, or as determined in accordance with a procedure
agreed upon by them.
"Significantly, the vote-buying at issue in Schreiber was ratified in an independent and
fully informed vote ofthe disinterested shareholders. Such ratification carries substantial weight
when the Court is determining whether a vote-buying arrangement has a deleteriom effect on the
shareholder franchise, even if the vote-buying transaction is subject to a test of intrinsic fairness.
"Schreiber, 447 A.2d at 23; see also Henley Group, Inc. v. Santa Fe S. Pac. Corp.,
1988 WL23945 (Del. Ch.) (finding that no vote-buying agreement existed under the facts of that
case because the purported "agreement" left the challenged shareholder free to wage a proxy
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I also disagree with HP's assertion that to establish the invalidity of
a vote-buying agreement, a plaintiff must show that a majority of all
outstanding shares was obligated to vote in favor of the transaction as a
result of the vote-buying. Again, the focus of the Court's analysis should
be on possible deleterious effects of a challenged vote-buying agreement
on shareholders. Less than a majority of votes can be decisive in tipping
the results of an election one way or another. If voiding the votes cast in
accordance with a fraudulent vote-buying agreement with corporate
management is sufficient to change the result of a vote, I am again of the
opinion that the defrauded or disenfranchised shareholders should not be
prevented from bringing a vote-buying claim.
3.

Analysis of the Vote-Buying Claim

I must now determine whether the well-pleaded facts of the
complaint, if true, would establish that Deutsche Bank's vote of 17 million
of its shares in favor of the proposed merger was procured by HP as the
result of an agreement or understanding whose purpose was to limit the
effectiveness of the votes of the other HP stockholders.
Initially, I believe the facts as alleged in the complaint support a
reasonable inference that the switch of Deutsche Bank's vote of 17 million
shares to favor the merger was the result of the enticement or coercion of
Deutsche Bank by HP management. The Hewlett Parties allege that just
four days before the stockholders meeting Deutsche Bank was named as a
co-arranger of a multi-billion dollar credit facility. That same day
(March 15), Deutsche Bank had submitted all of its proxies and voted 25
million shares against the merger. On Monday, March 18, it is alleged that
Deutsche Bank expressed fear over losing future business as a result of
HP's negative reaction to Deutsche Bank's vote against the HP
management-sponsored merger. Finally, the complaint alleges that, on
March 19, the date of the special stockholder meeting, HP delayed the
meeting while HP management was involved in a purportedly coercive
telephone conference and then closed the polls immediately after Deutsche
Bank switched 17 million of its votes as a result of the understanding
arrived at during that call. As stated above, however, a vote-buying
agreement is not illegalper se, even when company management is buying
votes. The more difficult question is whether or not the facts alleged

contest against the alleged vote-buyer and noting that "[a]n essential element of a vote buying
agreement is that '... the stockholder divorces his discretionary voting power and votes as
directed by the offeror'" (quoting Schreiber, 447 A.2d at 23)).
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support a reasonable inference that the agreement had a materially adverse
effect on the franchise of the other HP shareholders.
The Hewlett Parties' primary argument as to why the alleged
vote-buying agreement between HP and Deutsche Bank is illegal is that HP
management used corporate funds (in essence, funds in which all of HP
shareholders have a common interest as owners of HP) to purchase votes
in favor of a transaction favored by management that management was
required to put to a shareholder vote. 2 Furthermore, HP management
failed to use any devices, such as a ratifying vote of independent
shareholders, which would protect the integrity of the vote on the proposed
merger.
The allegations of the Hewlett Parties, if true, are particularly
troubling. The extraordinary transaction at issue in this case is one of the
limited types of transactions a corporate board cannot unilaterally cause its
corporation to consummate. Because the transaction would have a
fundamental impact on the ownership interests of a company's shareholders, the board must present the proposal to the shareholders for
approval. If the allegations of the Hewlett Parties are true, the implication
is that HP management was concerned that the proposed merger, which
they supported, would not be supported by a majority of HP's shareholders.
Despite the fact that it was for the shareholders to make the ultimate
determination ofwhether to approve the proposed merger, HP management
purportedly used the shareholders' own money (in the form of corporate
funds) to buy votes in opposition to HP shareholders who did not favor the
merger. These actions, if they in fact were taken impermissibly, tipped the
balance in favor of HP management's view of how the vote should turn out
and made it proportionally more difficult for shareholders opposing the
merger to defeat the transaction. In my opinion, that is an improper use of
corporate assets by a board to interfere with the shareholder franchise.
Whether the shareholders disagreed with, did not believe, or even did not
understand the information presented to them by HP management about the
proposed merger, it was the right of the shareholders to cast their votes on
the proposed merger without impermissible interference from HP
management.
Schreiber is instructive in demonstrating how a vote-buying
agreement in which a board expends corporate assets to purchase votes in
support of a board-favored transaction may be validly consummated.

' 2HP's contention at oral argument that, even ifthere was an agreement, corporate funds
were not used to purchase Deutsche Bank's vote because all that is alleged is that Deutsche Bank
was promised "futurebusiness" is less than convincing. That future business with Deutsche Bank
would necessarily have to be paid for with corporate funds.
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There, a vote-buying agreement was being contemplated in which corporate
assets were to be loaned to a 35% shareholder on favorable terms as
consideration for that shareholder's agreement to vote in favor of a
management-endorsed merger. The company formed a special committee
to consider the merger and also the advisability of entering into the
vote-buying agreement. The special committee hired independent counsel
and then determined that both the merger and the shareholder agreement
would be in the best interests of the company and its shareholders. After
arm's-length bargaining with the 35% shareholder, the parties arrived at
agreeable terms for the loan and the special committee recommended the
shareholder agreement to the full board. The board of directors unanimously approved the agreement as proposed and submitted the vote-buying
proposal to the shareholders for a separate vote-in effect a vote on
vote-buying in that particular setting. As a condition for passage of the
vote-buying proposal, a majority of outstanding shares, as well as a
majority of the shares neither participating in the agreement nor owned by
directors and officers of the company, had to be voted in favor of the
proposal. After distribution of a proxy statement that fully disclosed the
terms of the agreement, the vote-buying proposal was easily approved by
the shareholders. 3
The Schreiber Court noted all of these protective measures and
ultimately held that "the subsequent ratification of the [shareholder
agreement] by a majority of the independent stockholders, after a full
disclosure of all germane facts with complete candor precludes any further
judicial inquiry.""' I agree with the well-reasoned opinion by then-Vice
Chancellor Hartnett in Schreiber. Absent measures protective of the
shareholder franchise like those taken in Schreiber, this Court should
closely scrutinize transactions in which a board uses corporate assets to
procure a voting agreement. This is not to say that all of the protective
measures taken in Schreibermust be present before the Court will validate
vote-buying by management using company assets. Each case must be
evaluated on its own merits to determine whether or not the legitimacy of
the shareholder franchise has been undercut in an unacceptable way. It is
certainly possible for management to enter into vote-buying arrangements
with salutary purposes. Accepting the allegations of the complaint as true
in this case, however, I conclude that the plaintiffs have stated a cognizable
vote-buying claim.
Because the Hewlett Parties successfully have alleged that HP
bought votes from Deutsche Bank with corporate assets and because no

13Schreiber, 447 A.2d at 20.

Id

14
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steps were taken to ensure that the shareholder franchise was protected,
HP's motion to dismiss the plaintiffs' vote-buying claim is denied. At trial,
the plaintiffs will have the significant burden of presenting sufficient
evidence for me to find that Deutsche Bank was coerced by HP management during their March 19, 2002 telephone conference into voting 17
million shares in favor of the proposed merger and that the switch of those
votes was not made by Deutsche Bank for independent business reasons.
B.

The DisclosureClaim
I.

Contentions of the Parties

The Hewlett Parties' second claim is that in soliciting proxies in
favor of the proposed merger, HP management knowingly made numerous
materially false and misleading public statements with regard to the
integration of HP and Compaq. Those statements purportedly convinced
Institutional Shareholder Services ("ISS") to recommend to its subscribers
that they vote in favor of the proposed merger. 5 That recommendation
caused at least one of iP's largest shareholders, Barclays Global Investors
("Barclays"), to vote for the proposed merger.' Because of the extremely
narrow margin of victory claimed by HP management, the vote by Barclays
of more than 60 million shares (representing 3.1% of HP's voting shares)
in favor of the proposed merger was likely outcome determinative.
To support this claim, the Hewlett Parties allege that in the months
leading up to the stockholder vote, HP management repeatedly said, at
investor and analyst conferences, to the media, and elsewhere, that HP's
efforts to integrate its business with that of Compaq were progressing at
least as well as planned. HP management gave assurances that HP was
going to achieve at least $2.5 billion in cost savings in the first two years
after the merger while losing no more than 5% of revenue, and having to
lay off only 15,000 employees.
The plaintiffs report two specific instances when these purportedly
false and misleading statements were made. First, at the Goldman Sachs
Technology Conference held on February 4, 2002, HP's CEO, Fiorina,

"ISS is a subscription service that "helps institutional investors research the financial
implications of proxy proposals and cast votes that will protect and enhance shareholder returns."
See http'J/www. issproxy. com/services/index, html. The ISS recommendation to vote for the
proposed merger was subscribed to by institutional stockholders holding as much as 23% of HP
shares. Compl. 7(b).
"Before ISS had issued its recommendation to vote for the proposed merger, Barclays
had stated that it would unconditionally vote its shares in accordance with the ISS recommendation.
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claimed: "We have now entered the third and final phase of our integration
planning. We are at the point where detailed business plans are being
drawn up for the new company. We are over-achieving on both our
cost-reduction and revenue targets." Second, at HP's February 27, 2002
Security Analyst Meeting, HP management similarly said that as it looked
at the value capture goals of the integration in greater detail, it felt
comfortable with them, and was highly confident that those goals would be
met. As a result, HP stated that the proposed merger would be accretive to
HP stockholders by the end of HP's fiscal year 2003. These statements
were allegedly made to quell the concerns of HP stockholders over HP's
ability to integrate Compaq successfully.
In contrast to the public statements made by HP management,
plaintiffs allege that at the time those statements were made, management
knew that the integration plan was not on track, that projected cost savings
and revenue losses were not what investors expected, and that the reality
of the integration meant that HP was going to have to have higher revenues,
to cut other costs, or to lay off 24,000, not 15,000, HP employees.
The Hewlett Parties contend that this allegation, that HP
management's misrepresentations to the public were made knowingly, is
supported by internal information available to management at the time
when the purportedly misleading statements were made, internal
information that was contrary to HP's public statements. At meetings of the
HP-Compaq integration team, it was allegedly disclosed that the integrated
company might not meet projections until at least 2004 and that the
numbers for 2002 and 2003 were significantly below both HP's published
projections and the expectations of financial analysts. It was allegedly
further revealed that actual earnings would be over 30 cents per share less
than the earnings per share HIP was publicly projecting, a difference of
about one billion dollars in profits. Rather than engaging in free and open
debate about matters that were subject to reasonable disagreement, the
Hewlett Parties contend, HP management made public statements about
integration that it knew were not true based on the reports made to
management by HP's integration team.
HP responds that the plaintiffs fail to state a disclosure claim
because HP shareholders were fully informed of the competing positions
and reservations with regard to the proposed merger through the proxy
contest, which the Hewlett Parties themselves characterize as "unique in
recent corporate history" and the "most intensive proxy contest in recent
years." HIP contends that all aspects of the integration issue were
thoroughly debated, analyzed, and scrutinized, not only by Hewlett, but
also numerous sophisticated institutional investors. HP invites the Court
to take judicial notice of press releases personally issued by Hewlett, as
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well as of the other extensive coverage of the integration issue. HP
contends that these sources reveal that the very integration issues the
Hewlett Parties claim were presented inaccurately to HiP shareholders
(projections concerning revenue and the risks of integration with Compaq)
were in fact disclosed.
HP also attempts to cast the Hewlett Parties' disclosure claim as
one alleging, through the benefit of 20/20 hindsight, that the statements by
UP management with regard to integration were misleading because it is
now apparent that the integration planning efforts have not gone as well as
expected and that, as a result, projected earnings will be lower than
expected, thus necessitating more layoffs than were earlier anticipated. In
other words, HP contends that this claim amounts to nothing more than
fraud by hindsight and, moreover, that the allegations are particularly
spurious because they relate to properly disclaimed forward-looking
statements about projected future results. As evidence of the baselessness
of the Hewlett Parties' disclosure claim, HP cites Bickel v. Fiorina,7 in
which the United States District Court for the Northern District of
California "impliedly rejected plaintiffs' disclosure claim.""'
Finally, HP contends that if the Hewlett Parties believed HP's
disclosure information was materially misleading, the time to bring suit was
before the shareholder meeting rather than only after the vote when it
appeared that the proposed merger had passed. HIP argues that the
disclosure claim should be barred due to the Hewlett Parties' failure to
bring the matter to this, or some other, court before the vote when any
maladies created by possible misinformation could have been cured.
2.

Legal Standard for a Disclosure ClaIm

In a proceeding under § 225(b), the Court is permitted to "hear and
determine the result of any vote of stockholders... upon matters other than
the election of directors."" Part of that power includes the power to

"'No.01-4983 CW, C 02-0717 CW (WDB), Brazil (Magistrate) slip op. (N. D. Cal.
Mar. 1, 2002).
"'Def. s Opening Br. at 14. The Distrct Courts decision did not comment on the
merits of the case; it merely refused to grant a motion to expedite discovery in an injunction

"'Section 225(b) provides in full:
(b)
Upon application of any stockholderor any memberof
a corporation without capital stock, the Court of Chancery may hear and
determine the result of any vote of stodhders or members, as the case may
be, upon matters other than the election ofdirectors, officers or members of
the governing body. Service of the application upon the registered agent of

the corporation shll be, deemed to be service upon die corporation. and no
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determine the validity of votes cast. To the extent that HP management
procured proxies by disclosing material information that it knew to be false,
therefore, the plaintiffs' disclosure claim is cognizable in a proceeding
under § 225(b). ° To be actionable in this context, false or misleading
statements must be material to those receiving the statements, which means
that there must be a "substantial likelihood that the disclosure of the [the
additional information] would have been viewed by the reasonable investor
as having significantly altered the 'total mix' of information made available"
to the shareholders. " l
3.

Analysis of the Disclosure Claim

According to the Hewlett Parties, the misleading information
disclosed to the public regarding the progress of integration was material
to the decision of ISS to recommend voting in favor of the merger to its
subscribers. The materiality to ISS of integration-related information is
purportedly evident from ISS's March 5, 2002 Proxy Analysis, which
described integration as "the single process most important to the success
or failure of a merger." ISS warned that "the combined company could fail
to realize those benefits if it is unable to successfully integrate HP and
Compaq," but counseled that "[s]trong integration planning can minimize
the risks associated with failure, and thereby shift the balance in favor of
the deal."
The Hewlett Parties further contend that information about the
effect of the proposed merger on HP's employees was also material. The
fact that 9,000 additional employees might lose their jobs was allegedly
material because the attitude ofemployees toward the proposed merger was
an important factor analysts considered in assessing the risk that the
integration would be unsuccessful.
HP responds to these allegations by arguing that even if there was
misleading information contained in the statements of management, the

total mix of information available to the HP shareholders included
materials presented to the shareholders by the Hewlett Parties in their

attempt to defeat the proposed merger. These materials purportedly contain

other party need be joined in order for the Court to adjudicate the result of

the vote. The Court may make such order respecting notice of the
application as it deems proper under the circumstances.

"2See, e.g., Zauchav. Brody, 1997 WL 305841 at *4 (Del. Ch.) (addressing, in a § 225

action, disclosure claims affecting the validity of consents), affd, 697 A.2d 749 (Del. 1997)
"Rosenblatt v. Getty Oil Co., 493 A.2d 929, 944 (Del. 1985) (quoting 7SCIndus.,Inc.
v.Northway, Inc., 426 U.S. 438,449 (1976)); see also Zaucha, 1997 WL 305841 at *4 (applying
this standard to disclosure claims in a § 225 action).
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the precise facts that the plaintiffs allege were withheld from or
misrepresented to the shareholders. At oral argument, both parties conceded
that it would be appropriate for the Court to take judicial notice of these
public documents for purposes of determining what was disclosed, although
not for purposes of determining their veracity. HP contends that settled
Delaware law indicates that when alleged misrepresentations and omissions
are aired by competing parties in a proxy contest, the shareholders are fully
apprised of all material facts and, consequently, subsequent disclosure
claims based on the alleged misrepresentations must fail.
I note initially that the authorities relied upon by HP, Zaucha v.
Brody2 2 and In re Seminole OilGas Corp.,23 both reached their conclusions
about the total mix of information after trials. It is generally difficult,
though not necessarily impossible, to determine the total mix of
information available to shareholders at the motion to dismiss stage before
the factual record has been developed more fully. Even if I were inclined
to do so, however, HP's argument ultimately misses the point of the
plaintiffs' allegation. As the plaintiffs reiterated at oral argument, their
claim is that there is even more information that was not disclosedspecifically what the integration team told HP management. The
integration team's reports are internal documents that would not appear in
any of the hundreds of SEC filings about this merger. If the integration
team explicitly informed HP management that what HP was disclosing was
factually incorrect, and that was not disclosed to HP shareholders, than the
total mix of information available to shareholders was inadequate.
The plaintiffs' assertion is that at the time the statements were
made, those making the statements knew that their predictions were
inaccurate and could not come true. Despite the knowledge that the
statements were false, the Hewlett Parties contend, HP management
nevertheless presented an overly optimistic picture of the integration
process for the purpose of calming investor fears over the impact of
integration upon the surviving company. The hoped-for result of those
misleading comments was to induce ISS (which was particularly concerned
about integration) and others to recommend and to vote in favor of the
proposed merger. Accepting the facts alleged in the complaint as true,
which I must at this stage of the litigation, it would be impossible for me
to hold, as a matter of law, that the Hewlett Parties failed to state a
cognizable disclosure claim in this § 225 action.24

-1997 WL 305841 (Del. Ch. 1997).
23150

A.2d 20 (Del. C h. 1959).

"I reiterate that the plaintiffs in this case have done more than just allege in conclusory
form that they thought the defendant was lying. Such a bare-bones allegation would not be
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For the same reason, the defendants' fraud by hindsight argument
is also inappropriate. The plaintiffs are not arguing that, in hindsight, the
statements made by HP management were materially misleading when they
were made because it is now apparent that the predictions made in those
statements will not come true. Instead, they are claiming that the
statements were false when they were made and that HP management knew
that to be the case. If these allegations are true, then the plaintiffs have
stated a claim for which relief can be granted under Delaware law.
HP next contends that the specific disclosures mentioned by the
plaintiffs were forward-looking statements that cannot result in liability if
those predictions later prove to be inaccurate. This is generally true. Here,
however, the allegation is that those forward-looking statements were
known to be lies at the time they were made. Under Delaware law, a
participant in a proxy contest may not lie and then obtain protection by
describing that lie as a forward-looking statement. Indeed, as HP
acknowledges, protection is not afforded forward-looking statements that
were "' not made in good faith (i.e., not genuinely believed to be true)."' 25
At this stage of the litigation I must accept as true well-pleaded allegations
contained in the complaint. As described above, the allegations of the
complaint can reasonably be read to imply that statements were made
which HP management did not genuinely believe to be true.
Finally, HP makes what amounts to a laches argument. It contends
that if, as is evident from Hewlett's public statements during the proxy
contest, Hewlett believed that HP was making materially misleading
statements, he should have asserted that claim before the vote when "any
improprieties might have been cured without undue prejudice."26 Although
it may very well have been more efficient, in terms of both time and
finances expended, to have litigated this issue earlier, there is no forfeiture
of the right to seek redress for failure to have done so here. Indeed, the
case cited by HP for the argument that this Court should consider the
timing of this litigation, while noting that "it is obviously preferable that
sufficient to invoke § 225 after a party lost a proxy contest. The plaintiffs here have specifically
identified reports to management by the integration team that can be verified and that would,
accepting the alleged facts as true, prove the bad faith of HP management The credibility of these
allegations, made primarily upon information and belief, is bolstered by the fact that one of the
plaintiffs, Walter Hewlett, is a director of the defendant corporation and as such has access to
confidential company documents. Finally, the alleged misstatements pertain to integration, an
issue that was particularly important to ISS, an institution that was effectively able to dictate the
vote of a block of shares that we now know was likely outcome determinative. It is in light of all
of these factors that I conclude that the plaintiffs may proceed with this challenge under § 225.
' Def.'s Reply Br. at 9 (quoting Hubbardv. HibbardBrown& Co., 633 A.2d 345, 350
(Del. 1993)).
26
1d. at 15.
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disclosure claims be litigated in advance of the relevant decision to be
made," ultimately concludes that "that preference does not necessarily
translate into the conclusion that a challenge brought... after the vote is
necessarily barred by laches." Although it is certainly possible for a
plaintiff to wait too long to bring a claim, I do not believe that these
plaintiffs have done so. Here, the disclosure claim has been brought in an
expedited action under §225 before the merger has been consummated and,
indeed, before the result of the vote has been conclusively certified. It is
also difficult for me to see how HP has been harmed by this delay because
it was certainly on notice that Hewlett was questioning its public
statements. Moreover, if the allegations that HP was lying are true, it was
definitely on notice that there were potential disclosure problems. I,
therefore, decline to bar this claim for failure to bring it before the vote.
Because the complaint raises a reasonable inference, accepting its
allegations as true, that HP management knowingly misrepresented material
facts about integration in an effort to persuade ISS and possibly others to
approve of the merger, HP's motion to dismiss the disclosure claim must be
denied. At trial, the plaintiffs have the burden of proving, through analysis
of reports of the integration team, that this was actually the case.
IV. CONCLUSION
Based on the foregoing reasons, I deny HP's motion to dismiss.
The Hewlett Parties' complaint adequately pleads claims under 8 Del. C. §
225(b) sufficient to withstand a motion to dismiss. They are entitled to a
judicial determination of the validity of certain votes cast at HP's March
19, 2002 special stockholder meeting concerning the proposed merger of
HP and Compaq. Whether the Hewlett Parties can meet their burden of
proving their claims must await the trial on the merits, presently scheduled
to commence in this Court on April 23, 2002.
IT IS SO ORDERED.

2

,M.S. Inc. v. Alliance CapitalMgmt. Holdings L.P., 790 A.2d 478,499n. 34 (Del.
Ch.2001) (emphasis added).
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Godward LLP, Broomfield, Colorado, of counsel, for plaintiffs.
Robert K . Payson, Esquire, Donald J. Wolfe, Jr., Esquire, Peter J. Walsh,
Jr., Esquire, John F. Grossbauer, Esquire, Matthew E. Fischer, Esquire,
Nancy N. Waterman, Esquire, and Richard L. Renck, Esquire, of Potter,
Anderson & Corroon, LLP, Wilmington, Delaware; and Steven M. Schatz,
Esquire, Boris Feldman, Esquire, David J. Berger, Esquire, Douglas J.
Clark, Esquire, Ignacio E. Salceda, Esquire, Ellen H. Solomon, Esquire,
Cynthia A. Dy, Esquire, John P. Stigi, Esquire, Daniel W. Turbow, Esquire,
and Kimberley A. Former, Esquire, of Wilson Sonsini Goodrich & Rosati,
Palo Alto, California, of counsel, for defendant.
CHANDLER, Chancellor
This lawsuit challenges the shareholder vote in connection with the
proposed merger of defendant Hewlett-Packard Company ("HP") and
Compaq Computer Corporation ("Compaq"). HP is a publicly traded
Delaware corporation with its principal place of business in Palo Alto,
California. Compaq is a publicly traded Delaware corporation with its
principal place of business in Houston, Texas. Both companies are global
providers of computers and computer-related products and services.
Plaintiff Walter B. Hewlett ("Hewlett") has been a director of HP for
approximately 15 years. He is the son of the late William R. Hewlett, one
of HP's founders. Hewlett and plaintiff Edwin E. van Bronkhorst serve as
co-trustees of the William R. Hewlett Revocable Trust (together with
Hewlett and van Bronkhorst, the "Hewlett Parties").
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After a hotly contested proxy battle between Hewlett and HP, HP's
shareholders approved the issuance of shares in connection with the merger
at a special meeting on March 19, 2002, by a very slim margin. On
March 28, the Hewlett Parties filed this action pursuant to 8 Del. C.
§ 225(b) challenging the validity of that vote. The Hewlett Parties attack
the vote on two grounds: first, they assert that HP management knowingly
misrepresented material facts about the integration of the two companies
throughout the proxy campaign; second, they contend that HP management
improperly coerced and enticed Deutsche Bank into voting 17 million HP
shares in favor of the transaction. Accordingly, the Hewlett Parties seek an
order declaring Deutsche Bank's final voting proxy cards to be invalid,
invalidating all proxies voted in favor of the merger, declaring that the
proposal to issue additional HP shares in connection with the merger was
defeated, or declaring that a new vote must be held on the proposed merger.
1. PROCEDURAL HISTORY
This action was filed just over a month ago, on March 28, 2002.
HP moved to dismiss the complaint on April 1. After oral argument on
April 7, that motion was denied on April 8. The parties conducted
discovery on an expedited basis and a three-day trial was held from
April 23 to April 25. Six witnesses testified at trial,' and several other
witnesses gave deposition testimony.2 The parties submitted post-trial
briefs on April 27. Having considered the testimony and reviewed these
filings, together with more than 500 trial exhibits, I now set forth my
findings of facts and conclusions of law.

'The Court heard live testimony from Carleton S. Fiorina, CEO and Chairwoman ofHP;
Robert Wayman, HP's CFO and a director of HP; Hewlett; Spencer C. Fleischer of Friedman
Fleischer Lowe, financial advisor to the Hewlett Parties; Philip M. Condit, a director of HP and
the CEO and Chairman of Boeing, Inc.; and Jeff Clarke, CFO of Compaq and co-head of the
integration team.
2
Of more than twenty depositions offered into evidence, the parties focused primarily
on those of the live witnesses and on the following six, which pertain to HP's relationship with
Deutsche Bank: Benjamin H. Griswold, Senior Chairman of Deutsche Bank Securities, Inc.;
Robert Thornton, Managing Director for Technology Mergers and Acquisitions ofDeutsche Bank
Securities, Inc.; Dean Barr, Global Chief Investment Officer of Deutsche Bank's Private Client
Asset Management division; Robert M. Laverty, Director ofDeutsche Bank Asset Management,
Inc. and Chairman and voting member of Deutsche Bankes Proxy Working Group; Daniel H.
Burch, proxy solicitor for Hewlett; and Alan M. Miller, proxy solicitor for HP.
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H. FACTUAL BACKGROUND
The merger between HiP and Compaq was first rumored in the
market in late summer of the year 2000. In the spring of 2001, HP began
to consider seriously the prospect of acquiring and merging with Compaq.
The merger was first discussed by HP's board as a whole at a board dinner
in May, 2001. From that point forward, the HP board met thirteen times to
discuss the proposed merger before it finally voted unanimously in favor
of the merger on September 3, 2001.
In connection with the proposed merger, HP engaged McKinsey &
Company ("McKinsey") to assess its strategic alternatives. At a board
meeting on July 17, 2001, McKinsey made a presentation to HP's board.
One portion of this presentation addressed the long-term strategic options
available to HP, a subject on which the board conducted a "pretty rich
dialogue."' Another portion of the presentation addressed the projected
effects of a merger with Compaq and identified five main areas of synergy
and risk that would aggregate to create the overall financial impact of the
merger. HP decided to focus specifically on two of these five items, hard
cost synergy and revenue risk, in its external models.! The other three
items, all of which would have positive financial effects, were purposely
omitted from external models in order to allow HP to "under-promise and
over-deliver" on its targets.'
HP management, including CEO and Chairwoman Carleton S.
Fiorina, CFO Robert Wayman, and others, believed that the integration of
the two companies would be vital to the ultimate success of the merger.

3

Tr. 228:23 (Fiorina). Citations in this form are to page and line numbers of the trial
transcripts, with witness names in parentheses.
'hese two items reappear later as the $2.5 billion cost synergy and 4.9% revenue loss
numbers that were repeated by HP throughout the proxy campaign. Those numbers were
presented in the first public announcement of the merger and they were repeated thereafter in the
S-4 proxy statement/prospectus filed by HP and Compaq and in several presentations made by HP
management. HP focused on these numbers, which indicate management's estimate of the effects
of the merger on the combined company, rather than on specific revenue or profit targets. This
was because it wanted to use numbers that would show the effects of the merger in a variety of
different economic contexts. Tr. 88:!1-89:4 (Fiorina); Tr. 45 1:24-452:15 (Wayrnan); Tr. 735:4-6
(Clarke) ("[Tihis merger is about the consolidation of the two firms. It's not about the
macroeconomic trends, the changes in our industry.").
'Tr. 231:22 (Fiorina). The factors that HP identified but decided not to include in
external communications were hard revenue synergies, such as printer pull-through generated by
bundling HP printers with Compaq computers in place of the Lexmark printers currently used by
Compaq; revenue aspirations, such as improved product momentum; and cost synergy upsides,
or cost synergies not yet supported by firm data. DTX 7 (McKinsey presentation to the HP board
dated July 17, 2001) at HP 012076. Citations in this form are to the trial exhibits submitted by
the defendant. Citations to "PTX" are to the plaintiffs' trial exhibits.
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Accordingly, HP began planning the integration process very early on.
Fiorina asked McKinsey to present a report about integration to HP's board
at a meeting on July 30,200 1, because she wanted to ensure that HP "had
thought early and thoroughly about integration." 6 In this report, McKinsey
outlined the integration process that ultimately was followed by HP and
Compaq in the months following the announcement of the deal.7
On September 3, 2001, HP and Compaq entered into a merger
agreement, effective September 4,200 1. The merger was announced
publicly on September 4. In connection with this announcement, HP made
its first public statements about the financial effects of the merger,
emphasizing the projected cost synergies of $2.5 billion and noting a
projected revenue loss of less than 5%. HP and Compaq also announced on
September 4 that the two co-leads of the integration effort would be Jeff
Clarke, CFO of Compaq, and Webb McKinney, a senior executive of HP.
The integration effort headed by Clarke and McKinney was
overseen by an Integration Steering Committee consisting of Fiorina,
Wayman, Michael Capellas (Compaq's CEO), Clarke, McKinney, Bob
Napier (the Chief Information Officer of the new company), and Susan
Bowick (the Human Resources Vice President of the new company). The
Steering Committee met weekly throughout the process to review the status
of integration. At these meetings, the Steering Committee reviewed a
standard status chart that consisted of updated status reports from each of
23 different integration teams (a central program management office; one
team for each of four business units; 13 teams representing "horizontal
processes," such as information technology, finance, and human resources,
that are common to the entire merged company; and five "program specific"
teams, including the "value capture" team, an important group for purposes
of this litigation).' Top executives of both companies also obtained
information about integration through conversations with the managers in
charge of specific integration functions.
Throughout the process, integration planning focused on four main
pillars: product roadmaps, go-to-market, financial accountability, and
launch. From a logistical standpoint, integration initially was to be
conducted by a "clean team," a select group of HP and Compaq employees
who had access to sensitive, nonpublic information from both companies
in a "clean room." The clean team, through its access to this information,
was able to start immediately identifying and estimating specific cost

'Tr. 239:9-10 (Fiorina).
7
DTX 8 (McKinsey report to the HP board dated July 30, 2001) at 8-13.
'Tr. 246:5-9, 251:1-5 (Fiorina); PTX 66 (HP Rule 425 Filing dated December 19, 2001)
at 35.
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synergies (such as those related to procurement), determining what
products and services the new company would offer, and working on plans
to market those products and services, among other things. As integration
progressed, the clean team grew from several hundred employees to well
over a thousand, and ultimately integration planning expanded to include
"unclean" members of the company's business units.
Shortly after the merger was announced, Fiorina and Wayman
attended a meeting in New York with several people from Deutsche Bank,
including George Elling, a senior research analyst at Deutsche Bank who
was an early and enthusiastic supporter of the merger. At the meeting, HP
and Deutsche Bank discussed the merger and their commercial relationship.
Deutsche Bank had a prior business relationship with HP,9 and since
August 2001 Deutsche Bank's investment bankers had been working to
expand that relationship.'" At this meeting, Deutsche Bank attempted to
convince HIP that Deutsche Bank should be a co-lead bank on the merger
along with Goldman Sachs, echoing the requests of "virtually every other
bank" at the time." HP indicated that it would be happy to continue its
dialogue with Deutsche Bank about expanding their commercial
relationship but informed Deutsche Bank that it did not want to have
multiple co-lead banks for the merger.
On September 19, 2001, Deutsche Bank sent a letter to Wayman
urging HP to engage Deutsche Bank as an advisor in support of the
merger.' Wayman initially was not sure he wanted to hire Deutsche Bank
at that time. Then, on November 6, 2001, Hewlett publicly announced his
opposition to the merger. Wayman testified that "it wasn't really until the
proxy battle was announced" that he decided to consider Deutsche Bank's
offer.' 3 At that point, Wayman arranged to meet with Robert Thornton (a
managing director of Deutsche Bank) and other Deutsche Bank
representatives to discuss what Deutsche Bank proposed to do for HP. This
face-to-face meeting did not take place until early January, although
Wayman had decided in November, based on phone conversations and emails, to retain Deutsche Bank. On February 22, 2002, after negotiations
'Specifically, Deutsche Bank had participated in HP's 1997 credit facility, which was
set to expire in 2002, as well as working with HP on foreign exchange, bond offerings, and a
pension plan. Tr. 467:5-14 (Wayman); see also DTX 183 (Deutsche Bank's HIP Client Service
Team memorandum dated August 2001).
See Griswold Dep. at 16:16-17:8 (explaining that HP became a "major client" of
Deutsche Bank in August 2001).
"Tr. 174:9- 10 (Fiorina); see also Tr. 197:8-15 (Fiorina) (explaining that "[e]very other
investment bank sought that status").
'2DTX 113 (letter from Tony Meneghetti of Deutsche Bank to Wayman dated
September 19,2001).
Tr. 469:17-18 (Wayman).
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about the fee and the scope of the engagement, the parties entered into an
engagement letter according to which HP paid Deutsche Bank $1 million,
with an additional $1 million to be paid in the event the merger was
consummated. 4
At or around the same time that HP and Deutsche Bank were
negotiating the engagement with respect to the proxy contest, negotiations
for HP's new revolving credit facility were also ongoing. The credit facility
negotiations appear to have been entirely separate from and unrelated to
any negotiations pertaining to the merger. Deutsche Bank signed a
commitment letter to participate in the facility in December 2001,
ultimately committing several hundred million dollars as a co-arranger of
the multi-billion dollar facility. 5 Each of the many banks participating in
the new credit facility is compensated on a pro-rata basis. Due to
protracted negotiations between HP and the two lead investment arrangers
(JP Morgan Chase & Co. and Solomon Smith Barney) over terms of the
credit facility, the final contract was not signed until March 15, 2002, just
four days before HP's special meeting for shareholders to vote on the
merger.
Meanwhile, on November 8,2001, two days after Walter Hewlett's
announcement that he would vote against the merger, HP management
received the first of several value capture updates ("VCUs," and each
individually a "VCU") from the value capture team, one of many groups
involved in the integration process. The value capture team's mandate is to
"drive [the] overall top-down corporate planning process to achieve full
value of the merger by 2004. "16 The November 8 VCU was generated
primarily from clean team reports, with some management oversight, and
it analyzed whether the numbers established earlier in the process by
management and its consultants were attainable. Although overall revenue
estimates were lower than they had been in September due to economic
changes affecting the combined entity as well as the standalone prospects
for HP and Compaq, the November 8 VCU indicated that the projected
effects of the merger remained accurate and were, in fact, conservative.
The projected revenue loss arising from the merger remained at or below

' 4DTX 305 (engagement letter dated February 22, 2002). Pursuant to this agreement,

Deutsche Bank performed a variety of services for HP, including tracking information about the
views of significant shareholders, analyzing possible divestitures for the combined business,
monitoring arbitrage activity, and informing HP about Wall Street's view of the merger. Id.; see
also Thornton Dep. at 161:13-163:1.

I'DTX 308 (letter from Deutsche Bank to HP dated December 28,2001). The size of
Deutsche Bank's commitment under the credit facility would be reduced if the proposed merger
was not consummated. See Griswold Dep. at 25:9-17.
16DTX 277 (HP Rule 425 filing dated February 27, 2002).
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4.9%, and the estimated synergy target increased to approximately $4
billion instead of $2.5 billion. 7 HP management viewed this report as a
validation ofthe assumptions it had made and the targets it had created with
McKinsey in the summer of 200 1 ."
On December 19, 2001, HP filed with the SEC, pursuant to Rule
425, the contents of a presentation to HP stockholders (the "December 19
425 Filing"). 9 This document contained the same information about cost
synergies and revenue loss that HP consistently presented since its first
public announcement in September 2001. It also contained examples of the
effects of these numbers based on management's September 2001 forecasts
for fiscal year 2003, as well as analysis based on the then-current Wall
Street estimates for that same period. Fiorina and Wayman testified at trial
that pages 25 to 28 were always covered in HP management's presentations
to shareholders. On page 26, the document explains the basis for the
estimated $2.5 billion cost synergies, while noting that that estimate does
not include potential revenue synergies and further upside to the cost
synergies. On page 27, the document discloses the expected revenue loss
for each of several product lines and applies the cumulative effect on
exposed revenue to a set of revenue numbers. At trial, the plaintiffs
emphasized the title of this page, which is "Revenue ForecastBased on
Detailed Segment Analysis" (emphasis added). Significantly, however, the
footnotes to page 27 indicate that the illustrative revenue numbers used
were "[b]ased on management estimates as of 9/4/01" and that page 27
"contains forward-looking information that involves risks, uncertainties and
assumptions." On page 28, the document shows the effect of the estimated
revenue loss from page 27 on operating profits and earnings per share
("EPS"), assuming a weighted average contribution margin on revenue loss
of 12% on operating profits. Finally, on page 25, the document applies all
of the merger-related numbers-$2.5 billion in cost synergies and a 5%
revenue loss with a 12% contribution margin-to the then-current Wall
Street estimates of the standalone EPS for HP in fiscal year 2003. This
calculation shows the merger to be 13% accretive to HP shareholders, with
a standalone EPS of $1.28 and a post-merger EPS of $1.44. The footnotes
to page 25 indicate expected fiscal year 2003 revenues, based on Bank of
America research dated October 11, 2001, of $78.5 billion.
On January 17, 2002, HP announced that it had established
January 28, 2002, as the record date for a special meeting of its
shareholders to consider and vote upon the issuance of shares required for
' 1DTX 15 (VCU dated November 8, 2001) at 3, 9.
'qr. 249: 12-22, 277:6-22, 335:1-6 (Fiorina).
'n'his report is found in the record as PTX 66.
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the proposed merger. The meeting date was set for March 19, 2002, and
management's final joint proxy statement/prospectus (the "S-4") was mailed
to shareholders on or about February 6, 2002. The final version of the S-4
included the same relevant financial information that appeared in the public
announcement of the merger on September 4 and also in the December 19
425 Filing. Specifically, in the section entitled "Financial Benefits of the
Merger," HP management disclosed exactly the same cost synergy, revenue
loss, and operating profit loss numbers-$2.5 billion, $4.1 billion
(representing 4.9% of estimated revenue for fiscal year 2003), and $500
million (applying a 12% contribution margin to the expected revenue loss),
respectively-that it had disclosed in the December 19 425 Filing and
indeed in nearly every public statement since the announcement of the
merger.20 HP also indicated that it expected the merger to result in EPS
accretion of approximately 13% in fiscal 2003, based on consensus Wall
Street projections.21 Once again, as in the December 19 425 Filing, these
numbers are clearly described as "assumptions" based on "estimated"
results and "anticipate[d]" savings.22
While HP was making these presentations and engaging in the
proxy contest with Hewlett, the integration process was continuing. The
integration process consisted of three separate phases, with the launch date
for the new combined company set for May 7, 2002. Sometime in midJanuary, HP entered into Phase III of its integration planning. This meant
that management and the clean team had completed substantial detailed
plans and, for the first time, "unclean" members of the business units were
to be involved in the integration process. HP reached this point in the
integration process at least two weeks earlier than it originally expected.23
In addition to being ahead of schedule, the integration teams continued to
provide positive reports to HP management, especially with respect to cost
synergies and revenue loss goals. According to a VCU dated January 30,
the integration teams had identified $3.728 billion in cost synergies, well
in excess of HP's public target of $2.5 billion.24 Moreover, the supply chain
value capture team had identified significant additional procurement
synergies. HP had also exceeded its revenue targets. It had expected
20

PTx 15 (final S-4) at 60-61.

21

1d. at 64.
"Id.
at 60, 64.
ITr. 249:7-8 (Fiorina) ("We entered [Phase 111] several weeks earlier than our original
schedule called for."); DTX 29 (Master Schedule Overview) at HP 011586 (showing, as of
January 15, 2002, that HP had entered Phase HL ahead of its January 30 target).
24See Tr. at 289:19-23 (Fiorina); DTX 179 (VCU dated January 30, 2002) at HPE
8248.
'Tr. 720: 14-721: 12 (Clarke) (discussing procurement savings, which were expected
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immediate revenue loss due to uncertainty surrounding future product lines,
especially in areas in which one of the two companies was significantly

stronger than the other, but these immediate revenue losses had not
occurred. 6 Fiorina testified that by February 4:

our revenue loss assumptions were validated, that they
were conservative and that we were doing better than
those revenue loss assumptions in the market currently,
during .a period of great uncertainty. I knew, as well, we
had revenue synergies, revenue upsides, that were real,
that were achievable, that were not part of the financial
model we had delivered to the street at all.
Accordingly, at a Goldman Sachs Technology Conference on February 4,
Fiorina stated that HP had "now entered the third and final phase of our
integration planning. We are at the point where detailed business plans are
being drawn up for the new company. We are over-achieving on both our
cost-reduction and revenue targets."28

to be one percent of $60 billion, or $600 million, but are now estimated to be between two and
three percent, $1.2 to $1.8 billion); Tr. 276: 15-23 (Fiorina) (same).
' 6For example, HP management "assumed that Compaq would lose 40 percent of its
UNIX revenues because ofthis combination because we figured customers would figure out that
HP UN-IX was the stronger surviving platform. In fact, during this period, Compaq's high end
grew sequentially. We thought we would lose 30 percent of our NT [industry server] business...
[a]nd in fact, we were seeing sequential growth." Tr. 270:18-271:4 (Fiorina); see also Tr. 729:
15-73 1: 7 (Clarke) (discussing the success ofCompaq's UNIX business); Tr. 507:2-4 (Wayman)
("Not only did we have no revenue loss during this period of time,. we clearly outperformed our
competitors."); Tr. 269:21-270-17 (Fiorina) (noting that this was "a maximum time ofuncertainty
and a maximum moment of opportunity for [HP's] competitors").
"Tr. 290:2-10 (Fiorina); see also DTX 40 (minutes of an HP board meeting on
January 17-18, 2002) at 15 ("Carly Fiorina reminded the Board ofrevenue loss assumptions that
were built into merger models and analyses and emphasized that thus far the assumptions appear
to be conservative. She also discussed with the Board that customers appear not to be shying
away from doing business with either company."). These statements were corroborated by
Wayman in a subsequent presentation and were validated when it was later revealed that HP and
Compaq both performed better than expected and better than most of their competitors in the last
quarter of 2001. In a presentation to security analysts on February 27, Wayman discussed the

companies' revenue loss experience, noting that contrary to expectations neither HP nor Compaq
had experienced any significant merger-related revenue losses since announcement ofthe merger.
HP's and Compaq's revenue for the quarter totaled 98% and 97%, respectively, of analyst
consensus estimates that existed as ofthe date the merger was announced, versus a peer average
of 86%. DTX 276 (HP Rule 425 filing dated February 27, 2002); Tr. at 504:20-507:15
(Wayman).
'DTX 268 (Fiorina's comments at the Goldman Sachs Technology Conference on
February 4, 2002).
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The January 30 VCU was the first of several VCUs to include
"bottom-up" numbers generated by the business units instead of focusing
solely on the "top-down" numbers from management as previous VCUs had
done.29 At this point in the process, the goal from HP, management's
perspective was to identify the relevant gaps between top-down and
bottom-up numbers so that those gaps could be closed. To that end, the
January 30 VCU identified specific actions, on a group-by-group basis, that
could be used to bridge the gaps between those two sets of numbers.3" The
January 30 VCU also discussed the "interlock" process-a process that
remains to be completed-in which business groups and functional groups
(such as procurement) coordinate their estimates of cost synergies in order
to make the business unit reports more accurate. 3'
The next several VCUs-dated February 14, February 28, and
March 14-all reflected growing gaps between the top-down and bottomup numbers. Each VCU was worse than the previous one, and by March 14
the bottom-up numbers were significantly below the numbers implied in the
S-4. 32 The Hewlett Parties contend that this is because the underlying facts
about the progress of the integration effort did not support the positive
statements about the merger being made by HP management. HP responds,
to the contrary, that lower numbers from the bottom-up roll-ups are to be
expected, for three main reasons. First, the bottom-up plans are generated
with imperfect information because the business units do not have complete
access to all of the clean room information generated by the 23 integration

"MThe
value capture team and management establish top-down or "stretch" targets. Tr.
7 14:18-715:9 (Clarke). The business units develop plans to meet those targets and provide them
to the value capture team. The value capture team works with the business groups to assist them
in implementing the top-down targets. Tr. 715:10-717:2 (Clarke) (describing this process); see

also DTX 179 (VCU dated January 30, 2002) at -PE 8248-50. Clarke made this point at trial
when he testified:
Financial planning is also important but a different part of the process. It
is a process that every company goes through on aregular basis. We build
financial plans. We look at them. We revise them. Very frequently you
need to keep working on them to get to the right level of what can be. I
think one of the greatest jobs of senior management is to determine how
high to set the bar. If you set it too low, people underachieve. If you set it
too high, they give up because they don't know how to get there. So the
challenge is to make them be better than they think they can be but make it
reachable.
Tr. 816:9-19.
"DTX
179 (VCU dated January 30, 2002) at HPE 8239-42.
3
'Clarke Dep. at 177:20-178:7; DTX 179 (VCU dated January 30,2002) at HPE 823942.
3'In the March 14 VCU, the values contained in the bottom-up plans yield an EPS of
$ 1.23, or roughly 25% below the EPS implied in the S-4. PTX 162 (VCU dated March 14,2002)
at HPE 11241.
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teams.33 Second, the bottom-up plans are generated by people who are
contemplating the newly combined business units for the first time and are
essentially unfamiliar with half of their new businesses. 4 Third, because
the business units are accountable for the numbers they report, the numbers
will naturally be conservative.35
iP's explanation of the gaps between the bottom-up and top-down
numbers is compelling. Clarke, who is one of the heads of the value capture
team (in addition to being one of the heads of the entire integration process)
and who has access to clean room information, testified credibly that he
believed all along, and continues to believe, that the merger-related targets
are attainable.' Wayman and Fiorina, who have a broad understanding of
the progress made by the 23 integration teams through their positions on the
Integration Steering Committee, reached similar conclusions. 37 Fiorina
explained in her testimony why the bottom-up plans are inherently based

3See, e.g., Tr. 121:23-122:2 (Fiorina) ("They were not presenting in full, for example,
the full amount of procurement synergies that the clean team knew was available but the business
units didn't have full visibility to."); Tr. 716:15-717:2 (Clarke) ("There are certain parts of the
clean room in this process that come in at different points. So, I have visibility and the value
capture team has visibility to key opportunities that the business groups don't have yet, for
multiple reasons."); Tr. 462:23-463:13 (Wayman) (indicating that as of March 14, the VCUs did
not reflect full integrations of functions).
'See, e.g., Tr. 273:23-274:6 (Fiorina) (noting that the business units "were not focused
on the revenue upsides. They weren't focused on the total cost synergies. They were focused on
learning their business. And it would take some time for them to learn their business and
understand how to execute."); Tr. 344:3-345:3 (Fiorina) ("The business units in February and
March were, for the first time, being asked to roll up plans for how to hit targets. Not
surprisingly, the first and second passes, they didn't know how to hit those targets."); Tr.716:24717:2, 722:10-18 (Clarke) (noting that the business units were leanly staffed at the time the VCUs
were created and that many important managers were not named until March).
"Clarke Wayman, and Fiorina all testified about the business units producing
conservative numbers 'because they were commiting to targets for which they would be held
accountable. Fiorina described this aspect of the process as follows:
What happens in February that is different is all of a sudden, but as planned,
when we entered Phase IL, you bring new people into the planning process,
people who haven't been spending months in the clean room, people who in
many cases have literally just been named. We don't, for example-we didn't
name the CFOs of the new businesses until late February or early March.
And so what you had going on is new people being introduced who are
grappling for the first time with their new businesses, for which they will be
held accountable, and not only have they not had as much time, not only are
they not fully familiar with all that has gone into this, but as well, as is the
human dynamic in this, they want to come up with a set of numbers that they
think they can knock out of the park, because they know ultimately they will
be held accountable.
Tr. 283:6-24
(Fiorina).
36Tr. 725:12-726:16, 731:17-732:16,763:11-764:1 (Clarke).
37Tr. 269:1-14 (Fiorina); Tr. 503:5-504:1 (Wayman).
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on imperfect information and indicated that this was, in fact, by design."
Clarke testified that if there were not sufficient gaps between the two sets
of numbers at this point then he would make new numbers to create gaps.39
Finally, all three of them testified, to use Wayman's phrase, that "closure
comes towards the end," meaning that all budgeting and planning processes
typically have similar gaps
that are rapidly eliminated as the processes
40
conclusions.
their
reach
This testimony is corroborated by evidence in the record. For
example, although the February 14 VCU indicates that the bottom-up group
plans would yield an EPS for fiscal year 2003 of $1.30, or 21% less than
the number implied by the estimates contained in the S-4, there are several
limiting factors affecting the validity of the group plans. First, the VCU
itself contains six pages of synergy analysis, noting that the group plans
"are not fully reconciled with integration team synergy plans" and that the
"interlock process [is] underway," among other things. 4' Second, the
appendix to the February 14 VCU presentation identifies the sources of
many of the gaps in the VCU and contains detailed steps that can be taken
to close those gaps. 42 Finally, the minutes of a February 14, 2002, meeting
of the new company's Executive Council (the "EC") reflect that the EC was
not overly concerned by the gaps because the group numbers were
incomplete and based on faulty assumptions. The minutes indicate that
procurement savings (which appear to be substantial) were "still not
factored in" and that
"[i]n some cases it looks like we are assuming way too
43
much share loss.
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'Tr. 123:1-7 (Fiorina) ("[B]y design, because we are focused on capturing the
maximum value from this merger, we explicitly withheld from that business unit process upside
to cost synergies, revenue upsides we knew existed.").
"Tr. 742:2-3 (Clarke) ("Ifthe gaps got very small, I would create more gaps by putting
out different topics.").
'r. 464:16-17 (Wayman); Tr. 274:9-17 (Fiorina) ("[Ejvery planning process has gaps.
And in fact, every planning process that I have ever been associated with, there is a pattern, a
standard pattern. You start the process. The gaps are little. You go into a trough were the gaps
are really big. Then you come out as people figure out how to deliver on the targets."); Tr.
741:21-742:1 (Clarke) ("[Inn all budgeting processes-in value capture processes you will have
ups and downs
as different people get added in the process, as different assumptions come out").
4
lpTX 107 (VCU dated February 14, 2002) at 15.
42
PTX 106 (Appendix to the February 14 VCU).
43
DTX 39 (EC minutes dated February 14, 2002) at HPE 335 1. As Fiorina testified,
"there were clearly upsides to cost synergies of which we have talked. There were not 2 to 2-anda-half [billion dollars]. It was 3.4 to 3.9 [billion dollars]. There were clearly revenue synergies
that aren't even in here. And as well, there were assumptions being made at this time by business
units which were unrealistic and overly pessimistic about gross margins, about market share,
about a whole host of things. Which is typical for this point in the planning process." Tr. 294:311 (Fiorina).

